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HeadNotes
One of the satisfactions of serving as Editor of the 

NYSBA NY Business Law Journal is the opportunity to review 
the work of many talented New York law students and 
bring the best of their business law writing to our readers. 
Meritorious student writings submitted to the Journal for 
possible publication are automatically entered in the Busi-
ness Law Section’s annual student writing competition, and 
are eligible to win cash prizes as well as publication in the 
Journal. I am pleased to announce that the student authors 
of two outstanding contributions to the Journal in 2011 have 
been awarded fi rst and second prize by the editors. First 
prize, including a check for $1,500, went to Manny Alican-
dro for his article in the Summer 2011 issue, “An Analysis of 
High-Frequency Trading.” Focusing on the “fl ash crash” of 
May 2010, Mr. Alicandro lucidly explained how computers 
programmed to trade automatically are posing increasing 
challenges for the Securities and Exchange Commission 
(“SEC”) and the Commodity Futures Trading Commission 
(“CFTC”) as the regulators of trading in securities and fu-
tures, respectively, and how the regulators are attempting 
to meet this challenge. A graduate of New York Law School, 
Mr. Alicandro now works for the NASDAQ. Second prize 
(a close second, indeed!) went to Ms. Kristine Antoja for 
her article in the Winter 2011 issue, “The Dodd-Frank Act’s 
One-Year Anniversary: Evaluating the Volcker Rule and the 
Swaps Push-Out Rule.” The article ambitiously tackled two 
of the most problematical areas of Dodd-Frank compliance, 
and explained their purposes and objectives clearly and 
coherently. Ms. Antoja received the JD degree in the evening 
session at St. John’s School of Law and is now working as 
an intern for AllianceBernstein, the large fund management 
company. In addition to being timely and well written, 
both of these articles approached their subjects on a level 
of knowledge and sophistication befi tting an experienced 
practitioner. On behalf of the Section, we again extend our 
thanks and congratulations to Mr. Alicandro and Ms. Antoja 
for their fi ne contribution to the Journal. We urge our readers 
to encourage talented law students to submit their work to 
the Journal for consideration for publication, and possible 
prizes, in 2012. 

Leading off this issue is a comprehensive overview by 
Marjorie Gross, the former general counsel of the New York 
State Banking Department and currently in private prac-
tice, of New York’s new Department of Financial Services 
(“DFS”), created last year through the merger of the former 
Banking and Insurance Departments as part of Governor 
Cuomo’s plan to streamline and economize State govern-
ment. As Ms. Gross explains, the purpose of establishing the 
DFS at this time was twofold—to better protect consumers 
and to save money for taxpayers by reducing the cost of 
maintaining separate organizations. But, as she notes, one of 
the great unknowns is the extent to which banking and in-
surance regulation can in practice be effectively integrated. 
Many of the states that have combined their banking and 
insurance departments (and sometimes other fi nancial ser-
vices regulators as well) report that their various divisions 
continue to operate largely as separate silos. Integrating the 
supervision of banks and insurance companies is particular-

ly diffi cult because the appli-
cable laws and regulations are 
quite different. Also, banks 
are subject to federal as well 
as state supervision, while 
insurance companies continue 
to be exclusively regulated 
by the states. One clear effect 
of the reorganization is to 
give substantially enhanced 
authority to the Superinten-
dent of the DFS; in addition to 
consolidating his power over 
the two agencies, along with explicit consumer protection 
and criminal enforcement responsibilities, the new structure 
abolishes the Banking Board, which formerly acted on vari-
ous applications by banks, and gives the Superintendent 
direct decision-making authority over more of these matters. 
Ms. Gross brings her knowledge and background to bear 
with a fascinating “inside baseball” account of how the reor-
ganization came to pass and what it implies for the future of 
fi nancial services regulation in the State going forward.

With social media very much in the headlines (Facebook 
was headed toward its much-awaited IPO as this issue went 
to press), it behooves business lawyers to be up to speed on 
the social media revolution generally, and particularly how 
the developing law surrounding the use of social media can 
affect their clients. In “Who Owns Your Social Media Ac-
count?” attorney Adam Walker addresses the case of Phone-
Dog v. Kravitz, currently pending in the Northern District of 
California, which, the author notes, has the potential to sig-
nifi cantly alter the legal landscape regarding rights within 
social media accounts. While he was employed by the plain-
tiff, the defendant’s duties included posting his opinion of 
various mobile products through a Twitter account, which 
eventually accumulated some 17,000 followers. When he left 
the company, he changed the “handle” on the account and 
continued to publish his views on his own. The employer 
sued, alleging misappropriation of trade secrets and various 
tort theories. As Mr. Walker explains, Twitter’s terms of ser-
vice created a signifi cant, albeit generally unnoticed, distinc-
tion between ownership of the account and ownership of 
the content. It appears that this distinction may signifi cantly 
impact the rights of all Twitter users to ownership of the ac-
count, ownership of the content, and (perhaps most impor-
tantly), ownership of the followers of a user account.

Next up is this issue’s contribution by our ethics guru, 
Evan Stewart of Zuckerman Spaeder LLP. In “A Tale of Two 
Judges,” Mr. Stewart explores the approaches taken by two 
federal judges in cases arising from the ongoing fallout from 
the fi nancial crisis. First, he reviews the decision of Judge 
Kaplan of the Southern District of New York in the Stein 
cases, in which the judge took an unusual approach to rein-
ing in the Department of Justice’s overreaching under the 
infamous “Thompson Memo” issued by the Department of 
Justice in 2003. Written by then-deputy Attorney General 
Larry Thompson, the Memo suggested that companies 
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“Inside the Courts,” a summary of currently active secu-
rities litigation prepared by the attorneys at Skadden Arps, 
is next. This superlative compendium of new and ongoing 
litigation, as concise as it is comprehensive, is a regular fea-
ture of the Journal and one that is indispensable to all who 
practice in securities regulation and corporate law generally. 
This issue’s version covers the gamut from auction rate se-
curities (ARS) to statutes of limitation. Of particular interest 
to corporate lawyers generally are the currently pending 
cases affecting directors’ rights and duties.

Another predictable outcome of turbulent economic 
markets is the tendency of politicians and others to blame 
“speculators” for market action perceived to be adverse. We 
saw this phenomenon in action when the price of oil spiked. 
Another manifestation is the fi nger-pointing at “short sell-
ers” as being responsible for declines in the stock market 
or the prices of individual securities. “Short selling” refers, 
in general, to the sale of a security that one does not own, 
in the expectation that the price of the security will decline 
and it can be repurchased at a lower price, thereby earning 
a profi t for the seller. In “The Possible Demise of Short Sale 
Regulation,” Louis Incatasciato, a JD candidate at Brooklyn 
Law School, discusses what he perceives as a threat to the 
ability of the SEC to regulate short selling—the use of fu-
tures on individual securities, which can also be used to bet 
on an expected decline in the price of the security. Because 
the Commodity Futures Trading Commission (“CFTC”) has 
primary jurisdiction over futures, Mr. Incatasciato argues 
that the SEC lacks the tools it needs to completely regulate 
short selling. His article traces the history of short selling 
regulation to the stock market crash of 1929 and the Securi-
ties Exchange Act of 1934, in which the SEC was empowered 
to regulate short selling, and is a valuable primer on this key 
aspect of market regulation. 

Among the ongoing, and unhappy, consequences of the 
recent fi nancial meltdown are a plethora of issues related 
to residential mortgage foreclosure. Recent headlines have 
focused on developments such as the “robo-signing” scan-
dal, whereby it appeared that offi cers of foreclosing lenders 
were executing mortgage documents verifying knowledge 
of certain facts when, in fact, they had no such knowledge. 
In “Advanced Standing Issues in Securitized Mortgage 
Foreclosure,” attorney Charles Wallshein explores some of 
the issues that may have more far-reaching effects on the 
enforceability of mortgages sold into securitization pools to 
secure residential mortgage-backed securities (“RMBS”). Mr. 
Wallshein, who has previously contributed to the Journal on 
commercial real estate fi nance matters, notes that these is-
sues have arisen because RMBS participants were in a rush 
to “get their deals done” and cash in on their securitizations 
at the height of the boom, before the crash of this market 
that began in 2007. As he explains, “[t]he practical problem 
is that RMBS participant s simply did not follow their own 
rules to the detriment of interest in real property ownership 
principles that span two millennia.” The article offers a 
wealth of background information on real estate fi nance and 
the history of its development. 

David L. Glass
Editor-in-Chief

under investigation would be viewed more favorably as 
having “cooperated” with the government if i) they waived 
the attorney-client privilege, and ii) they agreed to forgo the 
practice of covering attorneys’ fees for individual offi cers 
and employees. Second, he reviews a series of decisions by 
Judge Jed Rakoff, also of the Southern District, rejecting or 
refashioning settlements reached by the Securities & Ex-
change Commission with various fi nancial market partici-
pants in the interest of justice. Mr. Stewart explains how, in 
his view, the actions of both of these judges help to establish 
an appropriate balance between the roles of the Executive 
and Judicial branches of government.

All business attorneys are well familiar with the prin-
ciple that courts will not look behind the corporate form 
to impose liability directly on the owners—referred to as 
“piercing the corporate veil”—unless the corporation is be-
ing used for an illegitimate business purpose or is simply 
acting as the “alter ego” of the owner, without regard to its 
separate and independent corporate existence. Less well 
known is the principle of “reverse piercing”— i.e., impos-
ing liability that otherwise attaches to the individual owner 
upon the corporation. In “Reverse Piercing of the Corpo-
rate Veil: A Straightforward Path to Justice,” St. John’s Law 
student Nicholas Allen argues that, while reverse piercing 
by third party creditors should not be the norm, there are 
instances in which it may be the only way to ensure equal 
justice. Mr. Allen, an editor of the St. John’s Law Review, pro-
poses that the doctrine be applied permissively against both 
legal and equitable owners, but only when traditional, less 
intrusive remedies are insuffi cient. His thorough and well-
reasoned exposition also addresses the problem of innocent 
shareholders, and the issue of confl icts between and among 
competing creditors. 

In the insurance world, an ongoing area of controversy 
has been so-called “viatical” or life settlements, whereby a 
terminally ill individual transfers his interest in the proceeds 
of a life insurance policy to an investor, in return for a cash 
payment. In “Stranger-Initiated Annuity Transactions and 
the Case for Insurable Interest,” attorneys David T. Mc-
Dowell, Thomas F.A. Hetherington and Kendall J. Burr of 
the Houston, Texas fi rm Edison, McDowell & Hetherington 
LLP, explore an issue with similar overtones: the “stranger-
initiated annuity transaction,” or STAT. In a STAT situation, 
an investor recruits a terminally ill individual to serve as 
the measuring life for a variable annuity with a built-in 
death benefi t, which provides a full and prompt refund of 
the investors’ premiums if their high-risk investments go 
awry. The ill individual often claims not to have understood 
that his or her poor health was being exploited as a hedge 
against market losses by a total stranger. A signifi cant legal 
question is thereby presented: should these STATs be treated 
as unlawful wagers on human lives, subject to rescission for 
violating the well-established “insurable interest” require-
ment applied in life insurance cases? The authors examine in 
depth the pertinent laws applicable to annuities and life in-
surance, including the “gray area” of stranger-originated life 
insurance (“STOLI”). They conclude that “persuasive argu-
ments can be made that insurable interest laws apply to an-
nuity products, and that stranger investors may not use the 
products to profi t from the deaths of other human beings.”
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The Financial Services Law 

Overview 

The FSL has fi ve articles:

The fi rst article covers general provisions, and most 
importantly contains some important defi nitions that are 
used throughout the new law. 

The second article sets forth the organization of the 
Department. It also sets forth the legislative declaration 
of policy, which includes supervising the business of, and 
the persons providing, fi nancial products and services, in-
cluding not only persons subject to the Banking Law and 
the Insurance Law, but also other persons who provide 
fi nancial products and services. (The FSL actually has nu-
merous sections containing fi ndings, goals and policies, 
including §§ 101-a, 102, 201 and 402.10 None are operative 
requirements. All, however, may be cited as indicating the 
legislative intent as to the interpretation of the new law 
and the power of the new agency to adopt regulations 
that are consistent with the statutory language or its un-
derlying purposes.11)

The third article sets out administrative and proce-
dural provisions, including the powers of the superinten-
dent, the superintendent’s authority to adopt regulations, 
and provisions regarding things such as orders, notices, 
hearings, injunctions and judicial review.

The fourth article contains provisions regarding the 
Department’s fi nancial frauds and consumer protection 
unit (which the Superintendent has renamed the Financial 
Frauds and Consumer Protection Division). This includes 
the powers of the division, immunity for whistleblowers, 
and civil penalties. 

Finally, the fi fth article of the FSL provides the ethics 
rules for Department offi cers and employees. Offi cers and 
employees are subject not only to the ethics restrictions of 
the Public Offi cers Law, but also to restrictions on loans 
from and investments in regulated persons, which are 
contained in the Financial Services Law.

Structure of the DFS 

The Financial Services Law declares the legislative 
intent to consolidate the Banking and Insurance Depart-
ments and to provide for the enforcement of the Banking, 
Insurance and Financial Services Laws under the auspices 
of a single state agency, to be known as the “Depart-
ment of Financial Services.”12 The head of the DFS is the 
Superintendent of Financial Services (the “Superinten-

On October 3, 2011, the functions of the Banking and 
Insurance Departments of New York State were trans-
ferred to a new department—the Department of Financial 
Services (“DFS” or the “Department”). The Banking and 
Insurance Departments were abolished.1 Much about the 
regulation of fi nancial services in New York will stay the 
same, but much will change. Let us explore some of the 
changes.

The Rationale for the New Department
In his fi rst State of the State message, given shortly 

after he was inaugurated, New York Governor Andrew 
Cuomo spoke about the fi nancial crisis that had resulted 
in the highest unemployment rate in the state in 26 years. 
While admitting that Washington was primarily respon-
sible for the crisis, he stated that New York could have 
done a better job of regulation.2 The reason state govern-
ment had not been more effective, he posited, was that it 
was not organized in the way that Wall Street works any 
more: “These divisions of insurance and banking and con-
sumer protection don’t exist in the marketplace and much 
of the activity is falling between the cracks of our regula-
tory entities.”3 He therefore proposed to consolidate the 
regulation of banking and insurance and the protection of 
consumers into a single department of fi nancial regula-
tion. The purpose of the DFS was therefore twofold: to 
better protect consumers, and to save money for taxpay-
ers by reducing the cost of three separate organizations.4

A bill to create the Department of Financial Services 
was introduced as part of the Governor’s budget proposal 
on February 1, 20115 and, after a short period of negotia-
tion,6 was signed by the Governor on March 31.

Structure of Part A of the Agency Merger Bill
The fi rst 114 sections of Part A deal with the creation 

of DFS and Banking-Insurance Consolidation. Section 
1 of the bill adds a new chapter 18-A to New York Law, 
known as the Financial Services Law (“FSL”). About 
twenty sections of the bill amend the Banking Law7 and 
about 37 sections amend the Insurance Law. With the 
exception of these few amendments, the Banking Law 
and Insurance Law remain outstanding. Approximately 
33 sections of Part A distribute powers of the Consumer 
Protection Board to the Department of State or replace the 
Executive Director of the Consumer Protection Board on 
various state boards.8 The remaining sections of the bill 
effectuate the transfers of functions and employees of the 
Banking and Insurance Departments to the DFS.9 

 New York’s Financial Services Law:
A Whole New Ball Game?
By Marjorie E. Gross
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quite different, and apply not only in New York but also 
in other states, and, in the case of banks, at the federal lev-
el. Indeed, in the Section 203-b Report discussed below, 
the Superintendent reported that several non-regulatory 
units in the two former departments had been integrated, 
including administration, personnel, information technol-
ogy and legal services. The Capital Markets Division of 
the DFS is clearly an attempt to create a group of examin-
ers who can apply best practices with respect to risk man-
agement to entities regulated by both the Banking and 
Insurance Divisions. Nevertheless, the question remains 
whether these principles can be applied to other units of 
the DFS.

Section 205-b of the FSL required the Governor to 
create a working group to examine ways to improve the 
effi ciency and effectiveness of banking and insurance reg-
ulation in New York, including opportunities to integrate 
regulatory activities under the Banking and Insurance 
Laws. The working group was required to consult with 
representatives of the banking, insurance and fi nancial 
services industries. It also required the Superintendent, 
by January 1, 2012, to issue a report to the Governor, the 
Speaker of the Assembly and the Temporary President of 
the Senate with the results of this examination. On De-
cember 20, 2011, the Department issued this report (here-
inafter “the Section 203-b Report”). This report was issued 
on December 30, 2011.20

On October 3, Superintendent Benjamin Lawsky an-
nounced that one of the Department’s three main goals 
was to serve as a model of effi cient government. He 
also announced that the new Department is on track to 
achieve more than $25 million in budget savings in its 
fi rst year.21 

Elimination of the Banking Board; Creation of State 
Charter Advisory Board

The Agency Merger Bill eliminated the Banking 
Board, effective October 3, 2011, and transferred all the 
responsibilities of the Banking Board to the Superinten-
dent.22 The Banking Board was not a part of the Bank-
ing Department when it was fi rst formed in 1851. It 
was added in the 1930s to advise the Superintendent in 
determining when banks should be closed on safety and 
soundness grounds.23 

The powers of the Banking Board were set forth in 
Section 14 of the Banking Law. The three subdivisions of 
Section 14 gave the Banking Board three different catego-
ries of responsibilities. The fi rst category concerned the 
power to adopt and amend rules and regulations consis-
tent with law, and set forth 23 specifi c items on which the 
Board had the authority to act. The second authorized 
the Board to consider, make recommendations, and pass 
upon, any matter that the Superintendent might submit to 
it. The third authorized the Board to give the Superinten-
dent proposals for amending the Banking Law.

dent”).13 The Superintendent is appointed by the Gover-
nor, and holds offi ce at the pleasure of the Governor. In 
contrast, although both the Superintendent of Banks and 
the Superintendent of Insurance were appointed by the 
Governor, each served “until the end of the term of the 
governor by whom he was appointed.”14 This gave them 
an important degree of statutory independence that set 
them apart from the heads of other State departments—
denominated as “Commissioners,” and widely viewed as 
serving the Governor’s political agenda. 

The Superintendent is required to establish an insur-
ance division and a banking division.15 Beyond those, the 
Superintendent is granted great discretion to establish 
such bureaus, divisions and other units within the De-
partment as may be necessary to operate the Department 
(or consolidate or abolish divisions), and to determine 
the functions of those units.16 At the launch of the DFS on 
October 3, 2011, the Superintendent announced17 that the 
Department would have fi ve main divisions:

• The Insurance Division will carry on the core func-
tions of regulating all insurance activities in New 
York, including life, property and health insurance.

• The Banking Division will continue regulating 
state-chartered banks, along with other fi nancial 
services providers such as mortgage servicers and 
originators, check cashers, money transmitters and 
budget planners.

• The Financial Frauds and Consumer Protection 
Division will protect and educate consumers of 
fi nancial products and services and fi ght fi nancial 
fraud. The Division will pursue civil and criminal 
investigations and bring enforcement proceedings 
as appropriate.

• The Real Estate Finance Division will focus on all 
aspects of the mortgage industry to ensure that the 
lessons from the recent fi nancial crisis are learned 
and new reforms are instituted.18 (The Superinten-
dent later explained that this Division would focus 
on issues involving real estate lending, mortgage 
origination and servicing, foreclosure, title insur-
ance and related issues, and that one of its top pri-
orities would be to fi nd creative ways to improve 
the foreclosure landscape in New York.)19 

• The Capital Markets Division will actively monitor 
the latest developments and products and help the 
Department better police systemic risk.

One of the great unknowns about the DFS is the ex-
tent to which banking and insurance regulation can be 
integrated. Many of the states that have combined their 
banking and insurance departments (and sometimes 
other fi nancial services regulators) report that their vari-
ous divisions largely operate in silos. However, integrat-
ing the supervision of banks and insurance companies is 
diffi cult because the applicable laws and regulations are 
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that the Advisory Board will sunset on October 3, 2016.28 
Of course, the Legislature and the Governor have the op-
tion to extend or eliminate the sunset date in the future.

Jurisdiction of DFS

The declaration of policy in the FSL29 states the legis-
lative intent for the Superintendent to supervise the busi-
ness of, and the persons providing, fi nancial products and 
services, which includes, but is not limited to, persons 
who are subject to the provisions of the Insurance Law 
and the Banking Law.30 Clearly, the defi nition of “fi nan-
cial products and services” is key.

As defi ned in Section 104, the defi nition is somewhat 
circular, since the defi ned term is used in the defi nition. It 
means (1) any fi nancial product or service offered or pro-
vided by a person regulated or required to be regulated 
under the Banking Law or the Insurance Law, or (2) any 
fi nancial product or service offered or sold to consum-
ers.31 There are, however, a number of exceptions. 

First, the term does not include a fi nancial product 
or service regulated for the purpose of consumer or 
investor protection by another New York State agency, 
which includes (a) one of which registration or licensing 
is required under New York law for either the fi nancial 
product or service or the provider, (b) a fi nancial prod-
uct or service as to which consumer or investor protec-
tion provisions are specifi cally set forth by state law or 
rule, and (c) securities, commodities and real property 
subject to Article 23-A of the General Business Law. The 
fi rst clause would cover, for example, real estate agents, 
who are licensed by the Department of State. The second 
clause might cover certain products that were regulated 
by the Consumer Protection Board (now a division of the 
Department of State). The third clause was designed to 
prevent overlap in the jurisdiction of the State Attorney 
General under the Martin Act. 

A second exception from the defi nition of fi nancial 
product or service covers a fi nancial product or service 
regulated under exclusive jurisdiction of a federal agency. 
This, for example, would exclude regulation of large in-
vestment advisers.32 The Federal Consumer Financial Pro-
tection Bureau does not have exclusive jurisdiction over 
consumer fi nancial protection.33

A third exception covers a fi nancial product or service 
where rules of the Superintendent would be preempted 
by Federal law. This would include not only circum-
stances where a federal statute specifi cally gives exclusive 
jurisdiction to a federal agency, but those where a court 
fi nds implied preemption from the structure or purpose 
of the statute.34

A fourth exception covers certain services when of-
fered or provided by a provider of consumer goods or 
services, including (a) an extension of credit directly to a 
consumer solely to purchase the consumer good or ser-
vice directly from the seller; (b) the collection of a debt 

Many of the 23 items specifi ed in Section 14(1) had 
been supplanted by Federal regulation. This includes, for 
example, approving foreign bank licenses; determining 
whether capital notes or debentures may be treated as 
capital stock; prescribing the rates of interest on depos-
its; regulating withdrawals of deposits in extraordinary 
circumstances; prescribing reserves on deposits; allow-
ing banks to issue, underwrite or distribute securities; 
prescribing methods for doing examinations and valuing 
bank assets; prescribing the form and content of periodic 
reports of condition; and defi ning what is an unsafe con-
dition or manner of conducting business.

Only about 50% of states utilize a Banking Board or 
Commission, and, in some of those, the commission is 
comprised of state offi cials rather than representatives 
of regulated entities or the public. Most importantly, the 
Insurance Department’s governance model did not uti-
lize such a board; the Superintendent of Insurance had 
complete control over licensing and rulemaking, two of 
the most important remaining functions of the Banking 
Board. Consequently, the Governor’s consolidation pro-
posal eliminated the Banking Board.

The banking industry, however, was reluctant to lose 
all formal input to the Superintendent. The FSL there-
fore created a 9-member State Charter Advisory Board 
to work with the Superintendent to maintain the attrac-
tiveness of the state banking charter.24 The Board is to 
have nine members appointed by the Superintendent for 
three-year terms, one each representing consumers, credit 
unions and foreign banks, and six representing banks of 
diverse size and geography, including at least one with 
assets above $3 billion and at least two with assets below 
$500 million.25 On October 3, 2011, DFS adopted on an 
emergency basis rules for the nomination of members of 
the Advisory Board and simultaneously proposed those 
rules for public comment.26 It adopted those rules in fi nal 
form effective December 28, 2011. The 203-b Report states 
that the Governor will shortly be announcing the mem-
bers of the Advisory Board.

The Advisory Board will meet three times a year. 
There is no provision for reimbursement of travel expens-
es. The statute specifi cally authorizes meetings by tele-
phone conference call. The statute specifi es fi ve areas in 
which the Advisory Board may give advice: (1) maintain-
ing the state charter as a viable and attractive option (in-
cluding bringing to the Superintendent’s attention issues 
of concern to state-chartered banking institutions), (2) 
recommending ways to encourage banking institutions 
to offer a diversity of fi nancial products and services 
throughout the state, (3) recommending new laws, or the 
amendment or repeal of existing laws, (4) recommending 
rules or the amendment or repeal of existing rules; and 
(5) giving comments on regulations proposed by the Su-
perintendent. However, the statute specifi cally provides 
that the Advisory Board will have no executive, adminis-
trative or appointive powers or duties.27 It also provides 
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This new regulatory scheme has obvious benefi ts. It is 
often diffi cult to pass legislation in New York. In each of 
the last four years, the Banking Department has proposed 
several bills to modernize the Banking Law, but all of its 
bills were not passed that year. It often takes several years 
to secure passage of a bill, and there are often disagree-
ments about whether or how to regulate. For example, in 
the past few years, there have been long-standing debates 
about whether to regulate loan modifi cation consultants 
or debt settlement consultants.39 Parts of the regulatory 
community believe it is important to establish rules for 
such fi nancial services, because they are widely adver-
tised, often come with large fees, and frequently do not 
improve, and often make signifi cantly worse, the fi nancial 
condition of a debtor or homeowner. Consumer groups 
have been opposed to licensing the providers of these ser-
vices, because they believe consumers will be misled by 
the signifi cance of a license from a state agency. The result 
has been legislative gridlock and an increase in television, 
radio and Internet advertising by the purveyors of these 
services. Under the Financial Services Act, the Depart-
ment has the authority to regulate the purveyors of such 
fi nancial products and services without giving them a 
license, by adopting regulations.

The new regulatory scheme is not without draw-
backs. Both the Banking and Insurance Departments 
have helped to ensure compliance with law by doing 
regular examinations of regulated entities, and paying for 
the necessary examination staff through assessments of 
regulated entities. However, as noted below, the Financial 
Services Law does not provide for assessments against 
persons that are not chartered or licensed (although the 
Superintendent may assess regulated entities under the 
Banking and Insurance Laws to pay the remaining costs 
of the Department).40 Consequently, the principal method 
of ensuring compliance by persons subject to Section 302 
Regulation is likely to be enforcement actions that result 
from consumer complaints.

The Governor’s original proposal would have 
given the DFS jurisdiction over investment products.41 
Although both these provisions were narrowed signifi -
cantly, the DFS appears to have limited jurisdiction with 
respect to investor protection. Section 104(2) of the Finan-
cial Services Law—the defi nition of Financial Product or 
Service—excludes persons and products regulated for 
consumer or investor protection by another state agency. 
The implication is that any such products that are not 
regulated by another agency are Financial Products or 
Services under the FSL.42 Under Section 301(c)(3), the 
Superintendent may conduct studies and advise the Gov-
ernor on matters affecting consumers of and investors in 
fi nancial products or services. Under Section 301(c)(4) the 
Superintendent may cooperate with and refer matters to 
the Attorney General in connection with the AG’s respon-
sibilities for the protection of consumers and investors. 

arising from such credit, or (c) the sale or conveyance of 
such debt that is delinquent or in default. This exception 
is similar to one for merchants, retailers and other sellers 
of nonfi nancial goods or services when they offer con-
sumer fi nancial products or services in connection with 
the sale or brokerage of nonfi nancial goods or services.35 
It was widely reported as requested by auto dealers.

Powers of the Superintendent

The Superintendent of Financial Services has all the 
powers granted to the Superintendent under the Bank-
ing Law, the Insurance Law and other state laws (such 
as the Real Property Actions and Proceedings Law and 
numerous state laws that refer to the usury interest rate 
established by the Superintendent). The Superintendent 
also has the additional powers granted by the Financial 
Services Law.36

The Financial Services Law specifi es a number of 
additional powers. These include the following: (1) con-
ducting investigations, research, studies and analyses of 
matters affecting consumers of fi nancial products and ser-
vices, (2) educating consumers of fi nancial products and 
services, (3) receiving and tracking complaints from con-
sumers of fi nancial products and services, (4) mediating 
complaints between consumers and providers of fi nancial 
products and services, (5) promoting and encouraging the 
protection of the legitimate interests of users of fi nancial 
products and services, (6) expanding the detection, inves-
tigation and prevention of insurance fraud.37 

Perhaps the most interesting powers of the Superin-
tendent are the power to prescribe rules and issue guid-
ance involving fi nancial products and services and the 
power to bring civil enforcement actions against the pro-
viders of fi nancial products and services, whether or not 
such providers are otherwise regulated entities under the 
Banking and Insurance Laws. 

Rulemaking Under the Financial Services Law

The Financial Services Law gives the Superintendent 
of Financial Services the authority to prescribe regulations 
and guidance involving fi nancial products and services, 
as long as they are not inconsistent with any law in which 
the Superintendent is given authority.38 Such regulations 
may effectuate a power given to the Superintendent; in-
terpret the FSL, the Banking Law, the Insurance Law or 
any other applicable law; or establish procedures to be 
followed in the practice of the DFS. 

These broad rulemaking powers will enable the De-
partment to regulate new fi nancial products and services 
as they are developed, without waiting for specifi c statu-
tory authorization. They will also enable the Department 
to regulate the provision of fi nancial products and ser-
vices without registering the providers. Previously, both 
the Banking and Insurance Departments regulated only 
providers who were chartered or licensed by them.
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Act. On the other hand, they were not enforcement ac-
tions47 and were consensual.

The Banking Department, like the Federal Regulators, 
has generally raised compliance concerns in reports of 
examination and in informal (non-public) enforcement ac-
tions. It remains to be seen whether the FFCPD will result 
in a new formal enforcement approach. Although the re-
cent actions were consensual, the context of the Goldman 
and Morgan Stanley agreements48 may indicate even less 
bargaining power than a regulated entity normally has 
when negotiating with its regulator. The Department did 
not seek any public input to the new standards, as would 
have been the case if it had adopted the standards in a 
rulemaking proceeding. 

The powers of the FFCPD are set forth in section 404 
of the Financial Services Law. They include

• investigating activities that may constitute viola-
tions subject to Section 408 of the Financial Services 
Law or violations of the Insurance Law or the Bank-
ing Law, and

• if the FFCPD has a reasonable suspicion that a per-
son or entity has engaged or is engaging in fraud 
or misconduct49 under the Banking Law, the Insur-
ance Law, the Financial Services Law or other laws 
under which the Superintendent has investigatory 
or enforcement powers, investigating such fraud or 
misconduct, and

• assisting any entity in an investigation involving 
any violation of law.

Section 408 sets forth the civil penalties that may 
be assessed by the Superintendent. It provides that the 
Superintendent may levy a civil penalty for (A) any in-
tentional fraud or intentional misrepresentation of a ma-
terial fact with respect to a fi nancial product or service or 
involving any person offering to provide or providing fi -
nancial products or services,50 (B) any violation of state or 
federal fair debt collection protections or state fair lending 
law, or (C) any other violation of the Financial Services 
Law or its regulations.51 Thus, for most regulated bank-
ing organizations, insurance companies, and licensed 
or registered non-bank fi nancial services providers, the 
principal jurisdiction of the FFCPD is intentional fraud 
or misrepresentation with respect to fi nancial products or 
services, fair lending and fair debt collection violations 
and investigations of consumer complaints.

The penalty for the violations set forth in Section 408 
for the violations described in clauses A and B above is 
not more than $5,000 per offense, and the penalty for the 
violations described in clause C above is not more than 
$1,000 per offense. However, Section 408 provides that 
the penalties for persons regulated under the Banking 
Law or the Insurance Law will be as provided for in the 
Banking Law or the Insurance Law and not as set forth 

Finally, it is worth noting that the new rules on nomi-
nating members of the State Charter Advisory board 
indicate that the rules will be in a new Title 23 of the New 
York Code of Rules and Regulations (NYCRR). The Bank-
ing Department rules are currently in Title 3 and those 
of the Insurance Department in Title 11. The DFS will 
presumably combine all its rules in new Title 23 in due 
course.

The Financial Frauds and Consumer Protection 
Division

The Financial Frauds and Consumer Protection Di-
vision (“FFCPD”) is the cornerstone of the Governor’s 
promise to better protect consumers. The FFCPD will in-
clude the Criminal Investigations Bureau of the Banking 
Department43 and the Frauds Bureau of the Department 
of Insurance.44 It will also have a Consumer Complaint 
Unit, which will combine the Consumer Help Unit of 
the Banking Department and the Consumer Services 
Bureau of the Insurance Department, and will handle 
complaints concerning additional fi nancial products and 
services under the Financial Services Law. On October 
3, 2011, Superintendent Lawsky announced the creation 
of a new executive level position, a Director of Enforce-
ment, who will oversee all criminal investigations. Since 
the criminal investigations bureaus of the Banking and 
Insurance Departments are part of the FFCPD, this seems 
to imply that the FFCPD will have separate criminal and 
civil units, and that the head of each unit reports to the 
Superintendent. 

The Department has not defi ned the relationship be-
tween the examination staff in the Banking and Insurance 
Divisions and the enforcement staff in the FFCPD. For 
example, the product of a normal examination of a bank-
ing organization or non-bank licensee/registrant of the 
Banking Division is a report of examination pointing out 
safety and soundness concerns and de minimis violations 
of laws or regulations. A more serious or repeat violation 
may result in an informal or formal enforcement action.45 
It is not clear whether such “enforcement” actions will 
continue to be handled by the examination staff or will 
be considered to be the province of the civil enforcement 
side of the FFCPD. 

Recently, the FFCPD has had key roles in several 
“agreements” with mortgage loan servicers adopting 
expanded conduct of business “practices.”46 The press 
releases note that the agreements were arranged through 
the work of Executive Deputy Superintendent of the 
Financial Frauds and Consumer Protection Division Joy 
Feigenbaum, and several lawyers from the FFCPD, with 
the “assistance” of Deputy Superintendent of Mortgage 
Banking Rholda Ricketts. Although the press release 
quotes a consumer advocate congratulating the DFS for 
adopting “tough but fair rules” for mortgage loan servic-
ing, the new standards were not adopted in a rulemaking 
proceeding under the State Administrative Procedure 
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Law.53 However, such persons may receive a rebate, paid 
out of civil penalties collected by the FFCPD, of any oper-
ating expenses of the FFCPD not attributable to regulation 
under the Banking Law or the Insurance Law, which will 
be applied against the following year’s assessments.54

Other Amendments to the Banking and Insurance 
Laws

The agency merger law contains a number of amend-
ments to the Banking and Insurance Laws. They fall 
generally into four categories. Some of the amendments 
repeal sections on the operation of the Banking or Insur-
ance Departments, because they have been replaced by 
comparable provisions in the Financial Services Law. 
Some are more substantive. For example, § 87 deletes BL 
§ 3, creating Banking Districts; § 95 extends the wildcard 
authorization in BL § 12-a until September 10, 2014; § 
55 amends Insurance Law § 209 to increase the penalty 
for a violation of the Insurance Law from $500 to $1,000 
per violation, and to codify prior Insurance Department 
practice that a single transaction may be subject to mul-
tiple fi nes for violations of the Insurance Law. Many of 
the amendments eliminate reports to the Governor and/
or Legislature that previously were statutorily required. 
The fi nal category of amendments relates to terminology. 
Section 104 of the merger law changes the terms “Banking 
Department,” “Insurance Department,” “Superintendent 
of Banks,” “Superintendent of Insurance” and “Bank-
ing Board,” to “Department of Financial Services” and 
“Superintendent of Financial Services,” as appropriate, 
wherever they appear in the Consolidated and Uncon-
solidated Laws of New York. Section 104(h) of Chapter 
62 authorizes the Legislative Bill Drafting Commission to 
effectuate this provision, under the guidance of a memo-
randum of instruction to be transmitted by the Governor, 
the Temporary President of the Senate and the Speaker 
of the Assembly or their designees. The versions of the 
Banking and Insurance Laws that appear on the websites 
of the New York Legislature and Department of State re-
fl ect these changes.55 

Conclusion
Since the Banking Law and Insurance Law and all 

regulations previously adopted under them remain out-
standing, both the broad outlines and much of the detail 
about the regulation of banks and insurance companies 
will not change. The extent to which the DFS will use 
the Superintendent’s new powers to regulate fi nancial 
products and services not covered under the Banking and 
Insurance Laws remains to be seen. However, the new 
Department is clearly serious about achieving the two 
goals outlined in the Governor’s State of the State mes-
sage—reducing costs and increasing consumer protection. 
The budget numbers for the Department make it clear 
that cost cutting is a fact of life for the new Department. 
And the mortgage loan servicer agreements make it clear 

in Section 408. Under the Banking Law, the penalties for 
most violations are found in section 44, and vary between 
(i) depository institutions and (ii) other licensees or regis-
trants and safe deposit companies. The penalty for many 
violations by non-depositories is up to $2,500 for each 
day during which the violation continues; the penalty for 
certain reckless violations is up to $15,000 for each day 
during which the violation continues; and the penalty for 
certain knowing and willful violations is up to $75,000 for 
each day during which the violation continues. The simi-
lar amounts for depository institutions are $5,000 daily; 
$25,000 daily and the lesser of $250,000 or one percent of 
the total assets of the banking organization daily. 

Funding of DFS

The funding provisions of the Financial Services Law 
take pains to preserve, to the greatest extent possible, the 
current funding mechanisms under the Banking and In-
surance Laws. Prior to the merger, regulated entities un-
der the Banking Law paid all of the costs of running the 
Banking Department, plus about $1.5 million in sub-allo-
cations to the Attorney General and the Inspector General 
in connection with activities of the Banking Department. 
Regulated entities under the Insurance Law paid the costs 
of running the Insurance Department, plus over $300 
million in “sub-allocations” to cover various state expen-
ditures deemed to benefi t insurance companies.52 In addi-
tion, regulated entities under the Banking and Insurance 
Laws pay the costs of the Holocaust Claims Processing 
Offi ce.

Section 206 of the Financial Services Law, like the 
Banking and Insurance Laws, provides for assessments 
to defray the operating expenses of the Department. Per-
sons regulated under the Insurance Law will be assessed 
for operating expenses solely attributable to regulating 
persons under the Insurance Law, including expenses 
that were permissible to be assessed in FY 2009-10. The 
allocation method for such assessments will be the same 
as existed prior to October 3, 2011; that is, they will be al-
located pro rata on all domestic insurers and all licensed 
U.S. branches of alien insurers domiciled in New York, in 
proportion to the gross direct premiums and other con-
siderations written or received in New York for property 
or risks resident or located in New York, the issuance of 
which requires a New York license. Persons regulated 
under the Banking Law will be assessed for operating ex-
penses solely attributable to regulating persons under the 
Banking Law, in such proportions as the Superintendent 
deems just and reasonable. The remaining expenses will 
be allocated between persons regulated under the Bank-
ing Law and the Insurance Law (with minor exceptions) 
in such proportions as the Superintendent deems just and 
reasonable. The remaining expenses include the Depart-
ment’s costs of regulating entities that are not chartered, 
licensed or registered under the Banking Law or the 
Insurance Law, such as entities regulated under regula-
tions adopted under Section 302 of the Financial Services 
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submit such amendments within 21 days. Such amendments are 
therefore known as “21-day amendments.” The Governor’s 21-day 
amendments were printed on February 25, 2011. Assemb. 4012A. 
The bill was amended two additional times before passage.

7. For a discussion of the amendments, see infra Part entitled “Other 
Amendments to the Banking and Insurance Laws.” 

8. In the Governor’s original proposal, the Consumer Protection 
Board would have been eliminated and its functions relating to 
fi nancial services would have been transferred to the DFS. This 
proposal was controversial with consumer groups, and it was 
eventually determined that the Consumer Protection Board would 
become a division of the Department of State. See Chapter 62 §§ 
94-a. 

9. See, e.g., Chapter 62, §§ 98 (transfer of powers, 99 (abolition 
of Banking and Insurance Departments), 100 (continuation of 
authority in DFS), 101 (transfer of records), 102 (completion of 
unfi nished business), 105 (preservation of existing rights and 
remedies), 106 (pending actions not affected), 107 (continuation 
of rules, regulations and licenses, 109 (transfer of employees). 
Although FSL § 102 refers to the consolidation of the Banking 
and Insurance Departments, agency “mergers” in New York are 
not effectuated in the same manner as corporate mergers. The 
functions of existing agencies are transferred to a new agency, 
and the old agencies are eliminated, although the new agency 
is deemed to continue all the functions and powers of the old 
agencies and is also deemed not to be a different agency. Chapter 
62, Section 100. 

10. The latter two were contained in the Governor’s original 
proposals. Section 101-a and the goals in section 102 were added 
in the negotiations on the bill and are believed to have been 
requested by the banking industry. Compare S.2812/A4012 
as introduced by the Governor with S.2812-C /A.4012-C—the 
versions which were passed by the Legislature. 

11. See In re of Gen. Elec. Capital Corp. v. New York State Div. of Tax 
Appeals, 2 N.Y.3d 249, 254, 810 N.E.2d 864, 867, 778 N.Y.S.2d 412, 
415 (N.Y. 2004) (“The cornerstone of administrative law is derived 
from the principle that the legislature may declare its will, and 
after fi xing a primary standard, endow administrative agencies 
with the power to fi ll in the interstices in the legislative product 
by prescribing rules and regulations consistent with the enabling 
legislation.”)

12. NY FIN. SERV. LAW § 102 (McKinney 2012).

13. Id. § 201.

14. N.Y. BANKING LAW § 12(1) (McKinney 2011), repealed by Laws of 
2011, ch. 62, pt. A, § 12).

15. NY FIN. SERV. LAW § 205 (McKinney 2012).

16. Id.

17. Press Release, Superintendent Lawsky Announces Launch of 
New Department of Financial Services, DEPARTMENT OF FINANCIAL 
SERVICES (Oct. 3, 2011), available at http://www.dfs.ny.gov/about/
press/pr1110031.htm [hereinafter DFS October 3 Press Release].

18. The distinction between the Real Estate Finance Division and 
the Mortgage Banking Group within the Banking Division is 
not entirely clear from the DFS October 3 Press Release. The 
Mortgage Banking Group continues to be responsible for the 
registration and examination of mortgage bankers, brokers, 
servicers and loan originators. The Real Estate Finance Division 
is advising the Superintendent with respect to other policy issues 
involving mortgage fi nance. The Banking Department has long 
been on the cutting edge of consumer protection with respect to 
residential mortgages. In 1980, it limited the types of “alternative 
mortgages”—i.e., mortgages other than fi xed-rate self-amortizing 
loans—that state-regulated lenders could make. See Banking Law 
(“BL”) § 6-f, added by Laws of 1980, c. 883. When Congress, in 
1982, passed the Alternative Mortgage Transaction Act, which 
overrode state laws prohibiting “alternative mortgages,” New 

that the Department of Financial Services is taking seri-
ously its mission to improve consumer protection. While 
New York has a long history of advocacy on behalf of 
consumers, the new focus on consumer protection may 
indeed mean it is a whole new ball game.

Endnotes
1. See 2011 N.Y. Sess. Laws Ch. 62 (S. 2812-C) (McKinney) 

[hereinafter Chapter 62], §§ 98, 99.

2. The Governor did not identify particular shortcomings. He may 
have been thinking about the well-publicized problems of AIG 
Financial Services—an insurance company affi liate—with credit 
default swaps. The regulation of insurance company affi liates was 
addressed in the Governor’s initial agency merger proposal. See 
Assemb. 4012 § 68 (N.Y. 2011). An amendment to Section 1504(b) 
of the Insurance law would have permitted the Superintendent 
to examine each holding company and controlled person of the 
holding company that might impact an insurer within the holding 
company group. However, that provision was eliminated in the 
fi rst round of amendments to the merger proposal. See id. Assemb. 
4012-A. Another contributor to the fi nancial crisis was toxic 
mortgages. New York has long been in the forefront of state efforts 
to protect mortgage consumers. See, e.g., infra note 18. 

3. Governor Andrew M. Cuomo, State of the State Address 
(Jan. 5, 2011), available at http://www.governor.ny.gov/sl2/
stateofthestate2011transcript.

4. The Governor’s budget, as originally introduced, recommended 
an appropriation of $564 million for the Department of Financial 
Services, refl ecting a net increase of approximately $6.4 million 
(1.1%) over the combined 2010-11 budgets of the Banking and 
Insurance Departments, despite 10 percent reductions at other 
agencies. See 2011-12 Executive Budget, Agency Presentations, 
NEW YORK STATE DIVISION OF THE BUDGET 1, 131, http://www.
budget.ny.gov/pubs/archive/fy1112archive/eBudget1112/
agencyPresentations/pdf/AgencyPresentations. While the 
increase could have been justifi ed by merger costs and by the 
increased personnel costs of the Consumer Protection Bureau, it 
was criticized as inconsistent with the Governor’s cost-cutting 
objective. The Governor later announced that, as a result of 
faulty assumptions, the proposal was being decreased. By the 
time of the midyear budget corrections in November 2011, 
the total spending of the DFS had been reduced signifi cantly 
($490.5 million, compared to $507.4 million in FY 2010-11). 
Personal services disbursements were projected at $136.4 million, 
compared to $152.1 million in FY 2010-11. See New York State 
Mid-Year Financial Plan Update: FY 2012 Through FY 2015, 
NEW YORK STATE DIVISION OF THE BUDGET, http://publications.
budget.ny.gov/budgetFP/midYearUpdate/FY2012_Mid-
YearUpdate.pdf. The consolidation of the Banking and Insurance 
Departments will not save money for taxpayers generally, since 
the cost of both departments is assessed to regulated entities. 
This fact results in an interesting dynamic. Any decreases in the 
Department’s appropriations potentially result in less regulation 
and redound primarily to the benefi t of regulated entities in lower 
assessments. See Sonja Ryst, New York launches state department of 
fi nancial services, BUSINESS INSURANCE (Oct. 3, 2011), http://www.
businessinsurance.com/article/20111003/NEWS04/111009989, 
quoting Superintendent Lawsky as stating: “If our budget is 
smaller, that means we’re assessing the industry less and taxing 
the industry less to pay for our regulations and our operations.”

5. Assemb. 4012. The original bill would have merged 11 state 
agencies into 5. The portion relating to the Banking and Insurance 
Departments and the creation of the DFS was Part A of the bill. 

6. Article VII, subdivision 3 of the Constitution gives the Governor 
30 days from the date of initial submission to submit amendments 
to any budget bills. However, Section 22(16) of the State Finance 
Law provides that the Governor will use his or her best efforts to 
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Shi, 525 F. Supp.2d 551, 556 (S.D.N.Y. 2007), out-of-state providers 
who solicit business and knowingly make sales to users in New 
York from out of state will trigger New York jurisdiction, as long 
as the contact is continuous and systematic. Mattel Inc. v. Adventure 
Apparel, 2001 U.S. Dist. Lexis 3179 at 7-8 (S.D.N.Y. July 29, 2009), 
Sandoval v. Abaco Club on Winding Bay, 57 F. Sup.2d 312 (S.D.N.Y. 
2007), Sound Around v. Audiobahn Inc., 2008 U.S. Dist. Lexis 108263 
(E.D.N.Y. Sept. 18, 2008) (using “solicitation plus” analysis). Cf. 
Quik Payday, Inc. v. Stork, 549 F.3d 1302 (10th Cir. 2008) (upholding 
Kansas requirement for registration of lenders that was challenged 
by a Utah-based internet payday lender on commerce clause 
grounds). 

31. The FSL does not defi ne the term “consumer.” Compare that with 
the Dodd-Frank Wall Street Reform and Consumer Protection Act 
(“Dodd-Frank Act”) § 1002(4), which defi nes “consumer” as an 
individual or an agent, trustee, or representative acting on behalf 
of an individual. The FSL occasionally refers to businesses, § 102(g) 
(New York citizens, businesses and consumers), and users, §§ 
102(l), 201(b)(4) and (7), 301 (c). However, it is not clear whether 
the term “consumer” is limited to individuals. 

32. For a discussion of the Department’s jurisdiction over investment 
products, see text at note 41.

33. See Dodd-Frank Act § 1041. However, there is still preemption 
under the National Bank Act, where a state law “prevents or 
signifi cantly impairs” the exercise of a national bank power, as 
provided in Barnett Bank of Marion County, N.A. v. Nelson, 517 U.S. 
25, 116 S. Ct. 1101 (1996) (“Barnett”).

34. See, e.g. Barnett at 31; Fidelity Fed. Sav. & Loan Assn. v. De la 
Cuesta, 458 U.S. 141, 152-153, 102 S. Ct. 3014, (1982). 

35. See Dodd-Frank Act § 1027.

36. N.Y. Fin. Serv. Law § 301(a) (McKinney 2012).

37. N.Y. Fin. Serv. Law § 301(b) (McKinney 2012).

38. N.Y. Fin. Serv. Law § 302(a) (McKinney 2012). 

39. The New York Real Property Law placed restrictions on contracts 
entered into by loan modifi cation consultants (denominated 
“distressed property consultants”), but did not register them. N.Y. 
Real Property Law § 265-b (McKinney 2012). A legislative proposal 
to register and regulate debt settlement consultants has been 
proposed in one house but not acted upon. See N.Y. Legislature 
(2011 Legislative Session) A8341.

40. See “Funding of DFS” and notes 53 and 54, infra. 

41. See Proposed Financial Regulation and Protection Law Section 
102 (Legislature declares that the purpose of the new chapter is 
to consolidate fi nancial regulation and consumer and investor 
protection in the new department), Section 104(2) (Defi nition of 
“fi nancial product or service” included any investment, credit, 
debt, lien, deposit, derivative, money management device). 

42. See N.Y. Fin. Serv. Law § 104(2-a) (McKinney 2012) (defi nition 
of “fi nancial product or service regulated for the purpose of 
consumer or investor protection”).

43. See N.Y. Banking Law § 78 (McKinney 2012) (Article II-B, which 
now has only one section).

44. See N.Y. Ins. Law Article 4 (McKinney 2012).

45. Informal enforcement actions are not statutory. Ones used by the 
Banking Department have included a board resolution, in which 
the banking organization’s Board of Directors acknowledges the 
problem and commits to correcting it, and a memorandum of 
understanding, which is a formal agreement with the Department. 
Informal enforcement actions are not made public. Formal 
enforcement actions have included written agreements (often used 
when a federal regulator is taking formal action under 12 U.S.C. § 
1818(b)), an order to make good a capital defi ciency, or a cease and 
desist order. See BL § 39 (McKinney 2012). The Banking Law also 
provides for civil money penalties (called “fi nes”) for any violation 
of the Banking Law and regulations. See BL § 44 (McKinney 
2012). The latter actions are made public and may be found on 

York was one of only fi ve states that opted out of the law. See BL § 
6-g, added by the Laws of 1983, c. 1. Certain types of “alternative 
mortgages,” such as option adjustable rate mortgages and other 
mortgages with negative amortization, are widely considered 
to be among the most toxic of the mortgage crisis. In 1986, New 
York adopted legislation to regulate non-bank mortgage bankers 
and mortgage brokers. See BL Chapter 12-D, added by Laws 
of 1986, c. 371. New York was one of the fi rst states to regulate 
high-cost mortgages, adding extensive underwriting standards 
that were designed to shut down abusive lending practices that 
were targeted at the elderly and unsophisticated. See BL § 6-l, 
added by Laws of 2002, c. 626. New York was one of the fi rst 
states to recognize the confl icts of interest that affected mortgage 
loan originators, passing legislation to require the training and 
registration of MLOs. See Laws of 2006, c. 744. This was two years 
before the U.S. Congress passed the S.A.F.E. Mortgage Licensing 
Act. See Housing and Economic Recovery Act of 2008, Pub L. No. 
110–289, § 1501, 122 Stat. 2654 (2008). The Banking Department 
participated in the pilot program of the Conference of State 
Banking Supervisors that developed the Nationwide Mortgage 
Licensing System (NMLS). When the effects of the mortgage 
crisis became more widespread, Governor David Paterson’s 
administration secured passage of two major program bills to 
assist mortgage consumers—one that extended the mortgage 
underwriting standards to “subprime” mortgages, and one 
that addressed the foreclosure crisis and was designed to assist 
homeowners at risk of foreclosure. See Laws of 2008, c. 472; Laws 
of 2009, c. 507. Under authority set forth in the latter act, the 
Banking Department adopted cutting edge conduct-of-business 
rules to govern the activities of mortgage loan servicers. See N.Y. 
COMP. CODES R. & REGS. tit. 3, § 419 (2012). 

19. See Section 203-b Report, infra, note 20 at pp. 4 and 12. 

20. N.Y.S. Dep’t of Financial Services, Working Group Report on Ways 
to Improve Effi ciency and Effectiveness of Regulation (Dec. 30, 2011), 
available at: http://www.dfs.ny.gov/reportpub/dfsrpt_205a.pdf. 

21. Press Release, N.Y.S. Dep’t of Financial Services, Superintendent 
Lawsky Announces Launch of New Department of Financial 
Services (October 3, 2011) http://www.dfs.ny.gov/about/press/
pr1110031.htm (last accessed May 1, 2012).

22. See Chapter 62, § 17 (repealing former § 13 of the Banking Law); §§ 
89, 90 (transferring the functions and powers of the Banking Board 
to the Superintendent, and amending § 14 of the Banking Law to 
refl ect that transfer.) 

23. N.Y. Legis., Rep. Jt. Legis. Comm. on Banking and Investment 
Trusts (1932) at p. 4 (recommending the formation of the Banking 
Board). The banks apparently thought the Superintendent was 
too quick to shut down banking organizations. They therefore 
convinced the Legislature to add the Banking Board to advise 
the Superintendent on a number of issues, including defi ning 
what is an unsafe manner of conducting business, BL § 14(1)(n), 
granting new banking charters, BL § 14(1)(a), setting interest rates 
on deposits, BL § 14(1)(g), setting the usury rate for all lenders in 
New York, General Obligations Law § 5-301, and prescribing the 
methods for conducting bank examinations, BL § 14(1)(k). 

24. See N.Y. Fin. Serv. Law § 205-b (McKinney 2012).

25. Id.

26. The emergency rule/proposed rule was published in the State 
Register on October 19, 2011, with a comment period of 45 days. 
There were no comments and the fi nal rule was published in the 
State Register on December 28, 2011.

27. N.Y. Fin. Serv. Law § 205-b.

28. Chapter 62, § 114(e). 

29. N.Y. Fin. Serv. Law § 201(a) (McKinney 2012). 

30. It would not matter if the provider had a place of business in 
New York. While an internet website alone will not be enough 
to constitute doing business in New York or to confer personal 
jurisdiction over an out-of-state provider, Pearson Educ. Inc. v. Yi 
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com/News/NY-State-Insurance-Department-Conducting-
Preliminary-Investigation-Into-Fraud-Claims-by-Bond-Insurers 
(reporting that the Insurance Department was considering 
whether to conduct an “all-out” investigation on banks and 
other agents being accused by fi nancial guaranty insurers of 
misrepresenting material facts on structured fi nance transactions 
insured by the fi nancial guarantors).

51. The original version of the Governor’s bill contained a defi ned 
term, “fi nancial fraud,” which was much broader. It included any 
deceptive act or practice or false advertising under article 22-A of 
the General Business Law, and any activity that violates one of 12 
enumerated sections of the Penal Law or sections 352 or 353 of the 
GBL. As a result of strong objections by the industry, the references 
to the General Business Law (which is enforced by the Attorney 
General) were removed, as were the references to the Penal Law 
sections. The defi ned term was eliminated and the much narrower 
concept was added to section 408. The references to the Penal Law 
sections remain in Section 78 of the Banking Law, where they have 
always been part of the jurisdiction of the Criminal Investigations 
Bureau.

52. See N.Y. Ins. Law § 332 (McKinney 2012); see also S2800/
A4000 (2011-12 Appropriations Bill), which includes Insurance 
Department sub-allocations to the Department of Law, the 
Department of Health, the Division of Criminal Justice Services, 
the Division of Homeland Security, and the Department of State, 
among others. 

53. It is not clear whether an entity subject to Section 302 regulation 
could be made subject to assessments. An administrative agency 
engaged in regulatory activity can assess a fee that has not been 
legislatively authorized, provided the fee is reasonably necessary 
to the accomplishment of the regulatory program. The fees must 
bear a rough correlation to either: (l) the expense to which the 
State is put in administering its licensing procedures; or (2) the 
benefi ts those who make the payments receive. See, In the Matter 
of Homestead Funding Corp. v. State of New York Banking 
Department, slip opinion, (Sup. Ct. 2d Dep’t 2011); see also Walton 
v. New York State Dept. of Correctional Services, 13 N.Y.3d 
475, 485 (2009). Section 206, like Banking Law § 17, authorizes 
assessments only against persons regulated under the Insurance 
Law or the Banking Law—not the Financial Services Law.

54. N.Y. Fin. Serv. Law § 408(b) (McKinney 2012). 

55. Certain additional changes were not considered to be covered 
by the merger law, and thus will need to be made separately. For 
example, in 30 provisions where references to the Banking Board 
were changed to references to the Superintendent, the provision 
refers to the Superintendent acting “by a vote of three-fi fths of its 
members.” See e.g. §§ 6-k, 14-b, 28-b, 97, 98, 103 and 235.

Marjorie E. Gross is a lawyer in New York. She was 
the General Counsel of the New York State Banking De-
partment from June 2007 through September 2011. 

the Department’s website. See also Board of Governors of the 
Federal Reserve System, Commercial Bank Examination Manual, 
Section 6000.1 (distinction between Matters Requiring Immediate 
Attention, Matters Requiring Attention and Observations) and 
Branch and Agency Examination Manual § 2040.1 (Informal and 
Formal Supervisory Actions).

46. See Press Releases, N.Y. Dep’t of Financial Services, 
Superintendent Lawsky Announces Agreements With Morgan 
Stanley, Saxon, AHMSI & Vericrest On Groundbreaking New 
Mortgage Practices (Nov. 10, 2011) (hereafter, the “Saxon Press 
Release”) http://www.dfs.ny.gov/about/press/pr1111101.htm 
(last accessed May 1, 2012); see also Press Release, Superintendent 
Lawsky Announces Agreement With Goldman Sachs, Ocwen, 
Litton On Groundbreaking New Mortgage Practices (Sept. 1, 
2011) http://www.dfs.ny.gov/about/press/pr110901.htm (last 
accessed May 1, 2012) (hereafter, the “Litton Press Release”); see 
also Press Release, Superintendent Lawsky Protects Homeowners 
From Delays Caused By Abusive Law Firm’s Closing (Dec. 16, 
2011) http://www.dfs.ny.gov/about/press/pr1112161.htm (last 
accessed May 1, 2012) (stating that an additional agreement has 
been entered into with Specialized Loan Servicing LLC). 

47. In each case, the N.Y. Dep’t of Financial Services reserved the right 
to take future action. 

48. The Litton Press Release notes that “the agreement was required 
by the Superintendent as a condition to allowing Ocwen’s 
acquisition today of Goldman Sachs’ mortgage servicing 
subsidiary, Litton.” The Saxon Press Release does not contain 
similar language. However, each fi rm was the subject of a control 
or license application. The Department’s September 30, 2011 
Weekly Bulletin notes that, the previous week, AHMSI Holdings, 
Inc. had fi led an application to acquire an interest in American 
Home Mortgage Servicing, Inc. A number of individuals fi led an 
application for a servicing license for Vericrest Financial, Inc. on 
March 21, 2011.

49. There is no defi nition of the term “misconduct” under the Banking 
Law or the Insurance Law, although both have sections or articles 
relating to specifi ed misconduct. See e.g. N.Y. Banking Law 
Article 13-D (McKinney 2012) (entitled “Misconduct Relating to 
Banking Organizations,” which lists certain actions that constitute 
misconduct with respect to banking organizations (e.g., making 
guaranties or endorsements beyond the legal lending limit, 
making certain unauthorized investments, spreading false rumors 
about a banking institution)); see also N.Y. Ins. Law Article 26 
(McKinney 2012). However, the term is also used elsewhere in 
each statute with a more general meaning. See e.g. BL §§ 44(c1)(c) 
(pattern of misconduct) 44(3)(b) (pattern of misconduct), 579(4) 
(misconduct by Budget Planner), 591(4) (misconduct by Mortgage 
Banker), 591-a(4) (misconduct by Mortgage Broker) (McKinney 
2012). 

50. For an example of such investigations conducted before the 
merger, see N.Y. State Insurance Department Conducting Preliminary 
Investigation Into Fraud Claims by Bond Insurers, Dow Jones, 
December 30, 2010, available at: http://www.programbusiness.
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user name and a password, and accept Twitter’s terms of 
service to activate the account. Though the registration 
is fairly straightforward, the terms of service, to which 
every user must agree, include language that creates a 
signifi cant, yet overlooked, distinction between owner-
ship rights to the website and the website’s services—the 
account and use of the account—on the one hand, and 
ownership of the account and ownership of the content, 
on the other. 

Twitter’s terms of service state: “All right, title and 
interest in and to the Services [defi ned as a user’s “access 
to and use of the services and Twitter’s websites”] (ex-
cluding Content provided by users) are and will remain 
the exclusive property of Twitter and its licensors.”8 These 
rights appear to be all-encompassing and to grant Twit-
ter rights to the website, including all services provided. 
But the terms also state: “[y]ou retain your rights to any 
Content [any information, text, graphics, photos or other 
materials uploaded, downloaded or appearing on the 
Services] you submit, post or display on or through the 
Services.”9 The terms also provide: 

[b]y submitting, posting or displaying 
Content on or through the Services, you 
grant us a worldwide, non-exclusive, 
royalty-free license (with the right to sub-
license) to use, copy, reproduce, process, 
adapt, modify, publish, transmit, display 
and distribute such Content in any and 
all media or distribution methods (now 
known or later developed).10 

Although the terms of service specifi cally state that they 
govern a user’s “access to” and “use of” Twitter, they do 
not convey ownership rights to anything other than con-
tent posted by the user. The language in the terms clearly 
attempts to distinguish between ownership of the con-
tent (by the user) and of the website and its services (by 
Twitter).

In addition to contractual ownership rights in the 
website, the terms of service also assert intellectual prop-
erty rights in the website and its services: “[t]he Services 
are protected by copyright, trademark, and other laws of 
both the United States and foreign countries.”11 Assuming 
that the Twitter software and the user account computer 
program(s) are copyrightable and Twitter is the “creator,” 
as a matter of copyright law, all copyright rights in the 
software belong to Twitter. As a result, Twitter owns the 
user account, whereas the user holds a right or license 
to use the account. In any event, the terms of service 

I. Introduction
Communication through interactive dialogue, other-

wise known as social media, is reshaping the way those 
in society interact with one another. As social media ac-
counts continually become more intertwined with the 
daily routines of our lives, the accounts themselves be-
come increasingly more valuable to businesses. PhoneDog 
v. Krazitz,2 a case currently pending in the Northern Dis-
trict of California, has the potential to signifi cantly alter 
the legal landscape regarding social media rights. The 
claims in the case are rooted, at least in part, in ownership 
of various aspects of a social media user account, and the 
case raises an important question: to what extent does a 
social media account belong to the user? 

II. Background
In April 2006, Noah Kravitz began working at Phone-

Dog.com (“PhoneDog”), a mobile news and review 
resource company. Kravitz’s duties required Kravitz, 
under the Twitter handle @PhoneDog_Noah, accessed 
only through a password, to regularly post his opinions 
and reviews of mobile products and services.3 During 
Kravitz’s employment with PhoneDog, the @Phone-
Dog_Noah accumulated approximately 17,000 Twitter 
followers.4 In October, 2010, Kravitz’s employment with 
PhoneDog ceased, and PhoneDog requested that Kravitz 
turn over to it control of the account and all account fol-
lowers. Instead of complying, however, Kravitz changed 
the account handle to @noahkravitz and continued to 
post regularly. 

PhoneDog sued Kravitz in the Northern District of 
California for: “(1) misappropriation of trade secrets; (2) 
intentional interference with prospective economic ad-
vantage; (3) negligent interference with prospective eco-
nomic advantage; and (4) conversion.”5 

On November 8, 2011, the initial complaint survived a 
motion to dismiss fi led by Kravitz. The court allowed the 
misappropriation of trade secrets and conversion claims 
to stand, and gave PhoneDog leave to amend its claim for 
intentional interference with prospective economic ad-
vantage.6 Following the fi ling of the amended complaint, 
on January 30, 2012, the court denied Kravitz’s motion to 
dismiss the tortious interference claim.7 

III. Who Has Ownership Rights to User 
Accounts?

The procedures to create an account on Twitter are 
simple. After accessing the Twitter website, a registrant 
needs to submit a name and an email address, create a 

Who Owns Your Social Media Account?
By Adam S. Walker

Throughout history, technological and societal advances have led to the creation of new property rights.1



NYSBA  NY Business Law Journal  |  Summer 2012  |  Vol. 16  |  No. 1 17    

dard may be diffi cult for Twitter users, since the radically 
compacted way Twitter promotes communication stifl es 
creativity. Many posts of 140 characters or less about 
one’s everyday occurrences lack any semblance of creativ-
ity. By contrast, someone who crafts something such as a 
poem is more likely to meet the creativity threshold since 
some level of creativeness has been exerted. As a result, 
whether a user’s post on his or her Twitter account will 
be copyrightable will need to be determined on a case-by-
case basis. 

If posted content is not copyrightable, the determi-
nation of ownership is likely to depend on a number of 
factors, the most important of which may be whether 
the employer has affi rmatively addressed the issue in an 
employment agreement, social media policy, etc. with 
clear language transferring all rights to content posted to 
the employer. Absent such language, the employer may 
still retain ownership of posted social media content if 
the posts were made within the employee’s scope of em-
ployment and, under the law of agency,16 all benefi ts and 
rights resulting from the actions of the agent will be at-
tributed to the employer.17 

With respect to copyrightable posts, the employer 
may own the copyright as a work-for-hire (1) if the work 
was created within the scope of the employee’s work 
duties or (2) if the work was specially ordered or com-
missioned.18 To determine who is an employee under the 
work-for-hire doctrine, courts look to a number of fac-
tors under the general common law of agency, such as: 
(1) control by the employer over the work; (2) control by 
the employer over the employee; and (3) the status and 
conduct of the employer.19 “Specially ordered or commis-
sioned work” applies to works created by independent 
contractors who are not employees under the general 
common law of agency. Work performed by independent 
contractors will be a work-for-hire only if both of the fol-
lowing conditions are met: (1) the work was performed 
within one of the nine categories of work listed under the 
statutory defi nition, and (2) there is a written agreement 
between the parties specifying that the work is a work-
for-hire.20 Failure to satisfy these requirements will result 
in the independent contractor, and not the employer, re-
taining ownership in the copyrights created. 

Nothing in the record in PhoneDog indicates that 
Kravitz was acting as an independent contractor, and 
neither party disputes that the posts were done outside 
the scope of his employment or outside the instruction of 
PhoneDog.21 An employer-employee relationship appears 
to have existed between Kravitz and PhoneDog. If the 
posts are copyrightable, PhoneDog is likely to maintain 
copyright ownership. 

Finally, situations where copyrightable posts are cre-
ated that have no relation to the employee’s work and/or 
were created outside the scope of the employee’s duties 
will likely result in the employee retaining rights in the 

between Twitter and all users grant Twitter exclusive 
ownership of all aspects of the website. These contrac-
tual rights almost certainly would extend to ownership 
of the user accounts themselves (since the user accounts 
are part of the website) and to the right to allow use of a 
user account (a service offered by the website). The terms 
do not grant users ownership rights to any aspect of the 
Twitter services except content ownership. 

In addition, as will be examined more hereafter, Twit-
ter, not the user, exerts dominion and control over the 
user accounts. Twitter is the only entity that has the abil-
ity to activate and remove user accounts from the web-
site, social network and the underlining software codes 
where the accounts are stored. Twitter’s authority over 
the website reinforces the distinction between the rights 
of Twitter and the limited rights of users. 

The question of who owns the website and user ac-
counts has not yet been decided. In PhoneDog, Kravitz 
raised the issue in his initial motion to dismiss, but the 
judge refused to answer until more facts were in the re-
cord,12 but copyright and contract law appear to lead to 
the same conclusion: the user accounts, either as a service 
offered by Twitter or as part of Twitter, are owned exclu-
sively by Twitter. If this is true, PhoneDog may have a 
signifi cant hurdle to overcome, particularly on its conver-
sion claim, as it does not appear to be the owner of the 
services to and in Twitter’s website and/or the user ac-
count in question. Demonstrating such ownership rights 
will be necessary for PhoneDog to prevail on its conver-
sion claim. 

IV. Who Owns User-Posted Content?
To most individuals, Tweets (a post or status update 

on a user’s Twitter account) appear to be nothing more 
than inconsequential mishmashes of 140 characters or 
less. In situations where an individual has created and/
or is using an account for primarily personal, non-em-
ployment related postings, the posted content may be of 
little or no value to anyone. However, the importance of 
content ownership has increased dramatically since com-
panies like PhoneDog have begun employing individuals 
to administer company social media accounts and make 
regular posts as part of the company’s business. 

Ownership rights in content posted by an employee 
ultimately may be determined by the circumstances in 
which the content was created, such as whether the con-
tent is copyrightable and whether the employer has an 
agreement with the employee regarding ownership of the 
content. 

Under U.S. copyright law, with certain exceptions, 
such as works made for hire, once an original work is 
fi xed in a tangible medium of expression,13 the creator of 
the work owns the copyright.14 Although the “originali-
ty” threshold is low under the law, the work must contain 
some minimal amount of creativity.15 Meeting this stan-
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sion claim based on Twitter’s terms of service casts doubt 
on whether a user has ownership rights over followers on 
a social media platform. 

Twitter’s terms of service provide that Twitter retains 
exclusive ownership rights to the website and to services 
offered by the website and/or intellectual property em-
bodied in the website—all of which, either individually or 
combined, are likely to entail rights to the user accounts. 
This conclusion is strengthened by Twitter’s exercise of 
dominion and control over all accounts. 

Twitter’s terms of service state: “We [Twitter] reserve 
the right at all times (but will not have an obligation) to 
remove or refuse to distribute any Content on the Ser-
vices and to terminate users or reclaim usernames.”26 
Even if a user “deactivates” his account, Twitter does not 
remove the code from its operating programs; only the 
visual representation of the account is removed, i.e., the 
account name and listing. When a user “reactivates” a 
recently deactivated account, all of her prior information 
is reinstated. This is because Twitter, not the users, retains 
control over the source code or software that contains all 
account information. Possession of the user accounts be-
longs solely to Twitter; users simply have the right to use 
an account.27 Thus, if all followers are account holders, 
and if Twitter owns all rights to all accounts, then it fol-
lows that a user cannot own a follower. 

Twitter and other social media platforms afford users 
the ability to be self-selecting. Users are free to be friends 
with only those they wish and to follow only the feeds 
that interest them. More importantly, users are free to de-
friend those with whom they do not wish to be friends, 
and users are a click away from removing themselves 
from following people and things they no longer want 
to follow. This self-selection ability illustrates that a fol-
lower cannot be owned, at least by another user, because 
the holder of the account being followed has no control 
over—and thus no ownership rights in—the account’s 
followers. 

Due to the contractual limitations imposed in Twit-
ter’s terms of service and/or the lack of dominion and 
control over account followers, PhoneDog’s claim of 
ownership in the account followers is signifi cantly di-
minished. Unless PhoneDog is able to assert legal control 
and/or possession over account followers, PhoneDog is 
unlikely to meet its burden of proof for conversion of the 
account followers by Kravitz.

VI. What Should Businesses Do?
The facts of PhoneDog illustrate that as a company’s 

business model becomes increasingly intertwined with 
social networking, businesses need to take steps to allevi-
ate any confusion as to use and/or control over company 
controlled social media accounts and content. 

Protecting a company’s rights in social media ac-
counts can be achieved in a variety of ways. Registering 

content posted. Essentially, the less a correlation there is 
between the content posted by an individual and his or 
her employment duties with the employer, the less likely 
the employer will be able to make an argument that the 
content was posted in furtherance of or as part of, the em-
ployee’s employment duties; as a result, the content post-
ed will be deemed to be the property of the employee and 
not the employer. This may seem obvious, but as Twitter 
and other social media platforms become increasingly 
intertwined with the way companies do business, and as 
social media usage by individuals becomes increasingly 
popular, the line between personal and professional con-
tent becomes blurred. 

Although ownership of the content posted on social 
media accounts may seem of no great consequence in 
light of the fact that a user could attempt to recreate a 
similar or identical post, maintaining ownership of the 
content signifi cantly limits the possibility that an ex-
employee will be able to benefi t from content created on 
behalf of the company—especially if the work is copy-
rightable, is diffi cult to recreate, and/or is highly valuable 
to the company. As noted, determining ownership of the 
content could depend on one or more of the following: 
the nature of the content; what agreements, if any, the 
employer and employee have with each other; and the 
relationship between the postings and the employee’s em-
ployment duties. 

Although there is no evidence in the PhoneDog trial 
record of any intention by PhoneDog to claim ownership 
of the posts at issue or of the existence of an employment 
agreement specifying control over the Twitter account, an 
employer-employee relationship appears to have existed 
that will convey all benefi ts of Kravitz’s work to Phone-
Dog, including ownership of the posted content and/or 
any copyrights in the posts. 

V. Who Owns the Followers of a User Account? 
Invariably, one of the true benefi ts of Twitter, Face-

book or any other social media platform is the user’s abil-
ity to subscribe to another user’s post, status, etc. Those 
subscribing to the feed are known as followers. One ele-
ment of the PhoneDog litigation is PhoneDog’s belief that 
a follower is of economic value and benefi t to a user and 
that users “own” their followers. But whether a follower 
is of economic benefi t to a user, and, more important, 
whether a follower has monetary value, is a question that 
in PhoneDog will likely be subsidiary to the issue, raised 
by PhoneDog’s conversion claim, of whether a user owns 
his followers. 

The elements of conversion, similar to most theft-
based tort claims, are intertwined with one’s right to own 
or possess22 tangible and, depending on the jurisdiction, 
intangible property as well.23 According to Black’s Law 
Dictionary, ownership “implies the right to possess a 
thing;”24 “possession” is defi ned as “the exercise of do-
minion over property.”25 Examining PhoneDog’s conver-
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user accounts under the company’s name will minimize 
confusion as to the purpose of the account and for whose 
benefi t it exists. Companies also can seek injunctive 
relief against infringement of their trademarks28 and/
or dilution29 in social media. A number of social media 
sites offer the option to terminate or transfer ownership 
of accounts that infringe third-party rights or have the 
potential to confuse other users.30 Both seeking injunctive 
relief and/or utilizing social media remedial procedures 
are ways to combat unauthorized use of a company’s in-
tellectual property or other tortious conduct. Preventing 
access to the account upon termination of an employee 
reduces the risk of an embattled ex-employee hampering 
or damaging the company’s social media presence. Con-
versely, if companies are hesitant to grant access and use 
of the account to a select few individuals, certain social 
media platforms allow more than one person to be an ad-
ministrator of an account. 

As may be evident from PhoneDog, arguably the 
most important measure a company can take to protect 
its interest in a user account is to establish clear and con-
cise contractual rights as to all aspects of the company’s 
social media account(s) in the event of termination of 
the administrator of the account. In addition, specifying 
precisely the scope of the employee’s duties can minimize 
confusion as to whether the employee’s actions were or 
were not job-related. Although, as discussed above, an 
employment contract may not be able to convey own-
ership rights in the account to the employer (because 
the service operator is the owner), a contract can, at a 
minimum, specify control over use of the account—thus 
reducing the potential for a dispute such as that between 
PhoneDog and Kravitz.

VII. Conclusion
Examining Twitter’s terms of service reveals that us-

ers maintain no ownership rights, aside from ownership 
in the posted content, to the services of or in the Twitter 
website; users merely have the right to use or access the 
services and the website. Users also lack ownership rights 
to account followers since users exercise no dominion 
and control over follow ers, because followers are self-
selecting and are free to decide and choose their actions 
without interference or infl uence from the account holder. 
Due to the limited rights afforded to it, PhoneDog is un-
likely to succeed in meeting its burden of proof to any 
claim of conversion or theft of account followers. 

In order to adequately protect themselves from the 
pitfalls currently facing PhoneDog, companies should 
familiarize themselves with the rights afforded to them 
under a social media website’s terms of service, and 
craft clear and concise social media guidelines and/or 
language in the company’s employment contracts that 
address control and use of any company social media ac-
count and social media content posted by the user prior 
to account activation. 
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sive evidentiary hearing to determine the government’s role 
in KPMG’s decision vis-à-vis the advancing of fees. Based 
upon that hearing, Judge Kaplan ruled (1) that the defen-
dants had a fundamental right under the Fifth Amendment 
to fairness in the criminal process (including the right to 
get all “resources lawfully available to him or her [without] 
government interference”);6 and (2) that the defendants’ 
Sixth Amendment rights (to choose the lawyer he or she 
desires) had been violated by the government’s conduct. 
Ultimately, fi nding that the prosecutors’ conduct “indepen-
dently shock[s] the conscience” (so much so, that he singled 
out and referenced the Assistant U.S. Attorneys by name), 
Judge Kaplan dismissed the indictments because there was 
no alternative remedy that would put the defendants in the 
position they would have been, “but for” the government’s 
misconduct.7

The government appealed the dismissal of the indict-
ments. At this point I must admit I was unsure as to what 
would happen in the Second Circuit. On the one hand, what 
the government had done was truly shocking and wrong.8 
But the problem was that KPMG was not a public corpora-
tion with corporate by-law or statutory obligations; instead, 
it was a private partnership in which the advancement his-
tory was merely a time-honored practice, not something 
whereby you could point to a legal obligation mandating 
advancement.9 Perhaps this would be the unusual case 
where a wrong had no remedy?

The Second Circuit affi rmed Judge Kaplan,10 but to 
reach that result they chose an unusual route. Making ex-
tensive use of the factual fi ndings made by the lower court 
(i.e., the government made KPMG do it)—which the Second 
Circuit panel was of the view it was not empowered to chal-
lenge or overturn,11 the Court of Appeals ruled that the Sixth 
Amendment rights of the individual defendants had been 
violated and that Judge Kaplan’s remedy was appropriate. 
Since the Court of Appeals could not look to corporate by-
laws or state law requiring advancement of fees, the Second 
Circuit based its analysis and ruling on the doctrine of state 
acti on.

As the Second Circuit acknowledged, the jurisprudence 
of state action “‘ha[s] not been a model of consistency.’”12 
And it then went on to show why. First off, it opined that to 
wrap up a private entity (i.e., KPMG) as an instrumental-
ity of the government, it must be “‘operat[ing] as a willful 
participant in joint activity’ with the government….”13 The 
notion that KPMG—faced with a possible criminal indict-
ment—was a “willful participant” with the government is, 
of course, absurd; the accounting fi rm was about as adver-
sarial to the government as possible, and it caved into the 
pressure from the two Assistant U.S. Attorneys only under 
extreme duress.

Someone once wrote: “[i]t was the best of times, it was 
the worst of times….”1 Many people might say that that sen-
timent captures our current times pretty well. Events involv-
ing two well-known federal judges might make the legal 
highlights fi lm for that confl icted proposition, and they have 
some important take-homes for all of us.

Judge Kaplan and the Department of Justice
The issue of cooperation with the government (a/k/a 

the “800 pound gorilla”) has been with us for some time.2 
The perception (and reality) has been that under-investiga-
tion companies, attempting to curry favor with the govern-
ment, would do almost anything to have the government call 
off the dogs.

This situation arguably reached its pinnacle (or na-
dir) in United States v. Stein.3 In Stein, KPMG—one of the 
country’s largest accounting fi rms—was attempting to 
avoid indictment by the federal government; having seen 
what happened to competitor Arthur Andersen only a few 
years before, this was not an irrational business judgment.4 
At that time, the Justice Department had in effect a 2003 
memorandum issued by then-Deputy Attorney General 
Larry Thompson. The Thompson memorandum had been 
issued to give guidance to corporations under the govern-
ment’s gun as to what the DOJ would consider constituting 
“cooperation,” and through such “cooperation,” corpora-
tions could hope for more lenient treatment. Two of the 
more controversial components of the Thompson memo-
randum were: (1) corporate “cooperation” with the govern-
ment would be favorably judged if companies waived the 
attorney-client privilege (and other applicable privileges); 
and (2) said “cooperation” would also be favorably judged 
if companies forwent the advancement of attorneys’ fees for 
employees targeted by the government (notwithstanding 
corporate by-laws either mandating or allowing for attor-
neys’ fees to be advanced).5

For KPMG, waiving any and all privileges and giving 
up materials to the U.S. Attorney’s offi ce was a no-brainer. 
Harder was the decision-making process regarding the thir-
teen former partners and employees of the fi rm who were 
individual targets. All thirteen had retained skilled (and ex-
pensive) counsel based upon KPMG’s time-honored practice 
of advancing attorneys’ fees to its current and former em-
ployees with respect to job-related conduct. But after some 
very signifi cant jaw-boning by two Assistant U.S. Attorneys, 
the company threw its former (now indicted) colleagues un-
der the bus and shut off the money spigot.

After the indictments were handed down, the individ-
ual defendants moved before Judge Kaplan to dismiss the 
indictments based upon the government’s interference with 
KPMG’s advancement of fees. The Judge then held an exten-

A Tale of Two Judges
By C. Evan Stewart
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the law. The fi rst centerpiece has traditionally been justi-
fi ed on two grounds: fi rst, that it saves the SEC resources 
by not having to litigate and prove wrongdoing at trial; and 
second, that it allows corporations the ability thereafter to 
litigate trail-along civil litigation brought by private plain-
tiffs (and the plaintiffs’ bar). The second centerpiece is more 
of a historical artifact: it dates back several decades to when 
the SEC had very few weapons in its enforcement arsenal to 
penalize and deter corporate wrongdoing. 

I thought that at least part of this settlement pattern was 
going to be affected when Judge Rakoff rejected a $33 mil-
lion settlement between the SEC and Bank of America. Ac-
cording to the SEC, Bank of America had “materially lied” 
to Bank of America shareholders by failing to disclose, prior 
to a December 5, 2008 vote on Bank of America’s proposed 
acquisition of Merrill Lynch, that $5.8 billion in bonuses 
were going to be paid to Merrill Lynch employees. In reject-
ing that settlement, Judge Rakoff opined that it did “not 
comport with the most elementary notions of justice and 
morality.” Upset that Bank of America shareholders were 
both victimized and were also being made to bear the fi nan-
cial penalty for the alleged misconduct, the Judge ruled that 
the settlement was merely “a contrivance designed to pro-
vide the SEC with the façade of enforcement and the man-
agement of the bank with a quiet resolution of an embar-
rassing inquiry.” Ultimately, and only grudgingly (and only 
after Bank of America had turned itself inside-out to meet 
the Judge’s demands),21 Judge Rakoff approved a $150 mil-
lion settlement which hardly seemed like an SEC triumph.22

After the SEC was put through that diffi cult gauntlet, 
I thought there were two alternative ways to handle such 
matters going forward: either the SEC would utilize its 
administrative proceedings to effect the same settlements 
(and thus avoid the scrutiny of Article III judges), or the SEC 
would continue to seek such scrutiny in order to be able 
to invoke federal courts’ contempt powers.23 The SEC, for 
some reason, chose the latter.

Fast forward to March of 2011, when the SEC again 
found itself before Judge Rakoff with a settlement he found 
less than compelling.24 Although Judge Rakoff decided to 
approve the settlement (largely because two of the individu-
als involved had pleaded guilty to related criminal charges 
and the company, despite being destitute, had paid a multi-
million dollar penalty),25 he opined that the “disservice to 
the public interest in such a [settlement] practice is palpa-
ble.”26 More generally, Judge Rakoff decried the SEC’s seek-
ing a federal court’s imprimatur on such settlements, tracing 
the rationale for that protocol back to the above-referenced 
era when the Commission’s enforcement powers were lim-
ited; the SEC’s current enforcement powers are now both 
wide and deep (which they can invoke without ever having 
to go to court). 

With that past as prologue, the SEC went for a trifecta in 
October of 2011, fi ling a complaint in federal court in New 
York, charging Citigroup with securities fraud in connection 
with a synthetic collateralized debt obligation (“CDO”) it 

And besides overcoming that bizarre legal and factual 
situation, the Second Circuit also had to deal with its own 
precedent to the contrary. In D.L. Cromwell Investments, Inc. 
v. NASD Regulation, Inc.,14 the Court of Appeals affi rmed a 
decision by Judge Kaplan, which involved parallel inves-
tigations being conducted by the DOJ and the NASD (the 
forerunner of FINRA) where the NASD lawyers were work-
ing with their DOJ counterparts and receiving information 
that was helping their investigation. Four brokers, who were 
also targets of the DOJ, sought to enjoin the NASD from 
compelling their testimony for fear it would be used by the 
DOJ.15 Judge Kaplan ruled (and the Second Circuit agreed) 
that there would be no Fifth Amendment problem because 
the NASD is/was not a government entity, and thus the 
doctrine of state action would not be implicated. Huh? The 
two entities were not only indisputably working together 
“willful[ly]” in parallel investigations (and sharing informa-
tion), but the NASD was a quasi-governmental entity (as 
is FINRA), specifi cally regulated by the Securities and Ex-
change Commission pursuant to the Securities Exchange Act 
of 1934. While “foolish consistency [may be] the hobgoblin 
of little minds,”16 the Second Circuit in Cromwell found no 
state action, where there was state action; and in KPMG, the 
court found state action, where there was no state action.

What should we make of these rather hard to rational-
ize judicial rulings? One man’s perspective is that the Crom-
well situation probably did not seem to Judge Kaplan and 
the Second Circuit as being enough of a big deal (and both 
courts likely expected NASD lawyers would be more careful 
(or at least more circumspect) going forward with respect to 
information sharing in parallel investigations).17 As to the 
KPMG situation, however, the two courts seemed to have 
been genuinely concerned about extreme overreaching by 
the government and, in particular, by the two Assistant U.S. 
Attorneys—both of whom were repeatedly identifi ed by 
name in the two opinions.18 The naming of those lawyers, 
I believe, had as much of an impact on the Justice Depart-
ment ultimately tweaking the Thompson memorandum (to 
remove affi rmative “requests” for privilege waivers and 
denials of advancement), as did the substantive decisions 
by Judge Kaplan and the Second Circuit.19 In the end, and 
irrespective of judicial inconsistencies, it is heartening that 
the Judicial Branch stands ready to stare down the Execu-
tive Branch when it goes too far and threatens important 
individual liberties (i.e., the ability of individuals to de-
fend themselves against the overwhelming power of the 
government).20

Judge Rakoff and the Securities and Exchange 
Commission

For what seems like an eternity, the Securities and Ex-
change Commission has regularly entered into settlements 
with corporations, with such settlements having as their 
centerpieces (i) the corporations neither admitting nor deny-
ing liability, and (ii) the SEC asking a federal district court 
judge to impose his or her imprimatur on the settlement, 
thereby getting an injunction against future violations of 
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bet in Vegas.32 There are at least four ways the Court of Ap-
peals could approach this case (and the Court could mix and 
match): fi rst, it could agree with Judge Rakoff’s threshold 
complaint—that the SEC need not be bringing each and ev-
ery settlement into federal district court, especially given the 
indisputable fact that the Commission never seems to in-
voke the injunctive power it is so eager to engraft as part of 
these settlements; second, it could agree with Judge Rakoff’s 
second point—that if the SEC is going to come into federal 
district court, then the judge is not to be a mere “potted 
plant,” but is instead supposed to exercise his or her judg-
ment in assessing whether the settlement is appropriate; 
third, assuming the Second Circuit takes that second step, 
hopefully the Court would then articulate some constructive 
guidelines to help all concerned (i.e., the SEC, corporations, 
judges) understand how settlements will be reviewed; and 
fi nally, it seems likely that the Second Circuit will ultimately 
rule that Judge Rakoff went a bridge too far in criticizing 
and rejecting the SEC’s policy of neither admitting nor de-
nying liability—in its initial ruling on the motion for a stay, 
the Second Circuit (correctly, I believe) made it clear that 
such a policy is properly within the province of the Execu-
tive Branch, and the Judicial Branch does not have a role in 
passing judgment on the wisdom of the Executive Branch’s 
decision-making in that realm.

If the Second Circuit does some or all of the foregoing, 
will that curb the growing appetite of federal district judges 
to question governmental settlements? My guess would be: 
probably yes. But such an outcome will not, I hope, curb 
federal judges from stepping in to restrain the 800-pound 
gorilla when and where such intervention is appropriate. 

In fact, Judge Rakoff, even with the pendency of the 
Citigroup appeal hanging over him, has shown that he has 
not lost any of his courage in this regard. In the insider trad-
ing case brought by the government against Rajat Gupta,33 
Judge Rakoff issued a most important pre-trial ruling that 
will have a signifi cant impact going forward on parallel 
investigations undertaken by the DOJ and the SEC. On Mr. 
Gupta’s motion, the Judge ruled that joint interviews con-
ducted by DOJ and SEC lawyers—and memoranda created 
by both sets of lawyers thereafter—were subject to the gov-
ernment’s Brady obligations;34 thus, all exculpatory evidence 
was required to be turned over from all of those sources (i.e., 
it could not be hidden in the SEC work papers). This bold 
and common-sense ruling is certainly a good thing for all 
citizens who want a level playing fi eld when faced with the 
800 pound gorilla. 

Conclusion
We give Article III judges not only enormous power, 

but also lifetime tenure. And while that can sometimes 
lead to excesses, in the hands of intelligent and courageous 
men and women that power can help protect our liberties. 
Whether one agrees completely or even partially with the 
actions of Messrs. Kaplan and Rakoff, we are lucky that 
those men have committed their lives to public service.

sold to investors in 2007. Simultaneous with the court fi ling, 
the SEC: (i) announced it was settling the matter with Citi-
group for $285 million; (ii) fi led a separate lawsuit against 
a former Citigroup employee it claimed was the principal 
individual responsible for the CDO fraud; and (iii) insti-
tuted settled administrative proceedings against two Credit 
Suisse entities and a Credit Suisse employee for their roles 
in the CDO transaction.27 The judge who drew the task of 
overseeing and approving the SEC’s settlement with Citi-
group: Judge Rakoff.

At the same time the SEC was going public with its 
spin on the resolution of this allegedly fraudulent securi-
ties transaction, Citigroup issued its own press release. 
On top of the settlement tracking the traditional mantra 
of neither admitting nor denying wrongdoing, Citigroup 
highlighted for the investing public the fact that the SEC 
had not charged the company with “intentional or reckless 
misconduct.”

Perhaps in response to these public releases (“How can 
a securities fraud of this nature and magnitude be the result 
simply of negligence?”), Judge Rakoff scheduled a settle-
ment hearing, in advance of which he asked the settling 
parties to answer nine questions relating to whether the 
settlement was “fair, adequate, and reasonable.” Not satis-
fi ed with the answers he received, Judge Rakoff rejected the 
settlement, a rejection that has been appealed by both the 
SEC and Citigroup.

Since the appeal was lodged to the Second Circuit, a 
few things have happened. First was the “dramatic” an-
nouncement by the SEC that it was changing its policy on 
neither admitting nor denying liability;28 this policy change, 
however, was much ado about nothing—now, fi rms plead-
ing guilty to criminal felonies will no longer be allowed to 
agree to civil settlements in which they neither admit nor 
deny civil liability. Next up, an enterprising New York Times 
reporter revealed that, over a decade-long period, the SEC 
has given 350 waivers to fi nancial institutions that have ex-
isting injunctions not to commit securities fraud again;29 in 
other words, the contempt “teeth” sought by the SEC in go-
ing to a federal judge to approve settlements has simply not 
been used to restrain or punish corporate recidivism. Third, 
by increasing numbers, more federal judges have started to 
follow Judge Rakoff’s lead in questioning civil settlements 
brought for their approval by the federal government.30 But 
then, just as suddenly, a Second Circuit panel, ruling on the 
SEC’s motion for a stay of the Citigroup proceedings before 
Judge Rakoff pending its (and Citigroup’s) appeal, granted 
that motion in light of the SEC’s “strong likelihood of suc-
cess” in demonstrating that the settlement was not “arbi-
trary, capricious, an abuse of discretion, or otherwise not in 
accordance with the law.”31

So, what is there to be learned from Judge Rakoff’s face-
off with the SEC? As an initial matter, while it would appear 
likely that the Second Circuit will reverse his rejection of the 
Citigroup settlement, do not place all of your chips on that 
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This article argues that while outside reverse piercing 
should not be the norm, there are instances when applica-
tion of the doctrine is the only way to ensure equal justice. 
Because of the competing interests reverse piercing impli-
cates, this article proposes that the doctrine be permitted 
against both legal and equitable owners, but only when 
traditional, less intrusive remedies are insuffi cient. Addi-
tionally, any innocent shareholders would be permitted a 
capital exemption prior to payment of the plaintiff’s claim 
when that claim would liquidate the corporation. Finally, 
disputes amongst creditors should be dealt with using 
preexisting priority laws. Part I will discuss both tradition-
al and outside reverse veil piercing. Part II will discuss the 
arguments for and against the various methods of outside 
reverse piercing through a case law analysis. Finally, Part 
III will advance a solution that safeguards the interests of 
all involved parties by fi rst identifying the shortcomings 
of more traditional remedies and then proposing a new 
approach.

I. Overview of Veil Piercing: Traditional and 
Reverse

Because reverse piercing is a variation of traditional 
veil piercing, Part I begins by detailing traditional veil 
piercing case law and analyzing the various approaches 
before delving into reverse piercing.

A. Traditional Veil Piercing

All corporations exist behind the “corporate veil” and 
are entitled to a legal assumption that the acts of the cor-
poration are independent from the acts of its shareholders. 
This ensures that shareholders, or another corporation, 
are exempt from liability for the corporation’s actions.16 
This assumption of limited liability is “the rule not the 
exception.”17 

Piercing the corporate veil, however, places an outer 
limitation on this assumption.18 Veil piercing is not a 
separate cause of action against a corporation, but rather 
an “assertion of facts and circumstances which will per-
suade the court to impose the corporate obligation on its 
owners.”19 

While small differences exist among the states, 20 a tra-
ditional veil piercing claim generally requires that (1) the 
owners exercised complete domination of the corporation 
in respect to the transaction attacked, and (2) that such 
domination was used to commit a fraud or wrong against 
the plaintiff.21 Although some states purport to have three 
elements to allow a plaintiff to pierce the veil, the third 
being a causation or equitable results prong, the analysis 
is nearly identical.22 If a plaintiff proves these elements, 

Introduction
It is textbook law that a stockholder’s exercise of con-

trol over a corporation does not create liability beyond the 
assets of that corporation.1 This concept of limited liability 
for corporations is “deeply ‘ingrained’” in both American 
legal and economic systems.2 Indeed, judicial acknowl-
edgement of a corporation as a separate and distinct entity 
is a cornerstone of American enterprise, and benefi ts such 
as encouraging shareholder investment by limiting inves-
tor risk exposure are essential. 3

However, limited liability has its limits. When a cor-
poration is used as a shield for liability or for an illegiti-
mate business purpose, courts will exercise their equitable 
power by applying the “  equally fundamental principle” of 
piercing the corporate veil.4 Piercing the corporate veil al-
lows one to puncture the “veil” of limited liability in order 
to hold a shareholder liable for the corporation’s conduct.5 

While exact defi nitions vary by state, courts will dis-
regard the corporate entity, or pierce the corporate veil, 
when it is shown that a corporation is an “alter ego.” 
A corporation is an alter ego when it is used as a “  mere 
instrumentality for the transaction of [the shareholders’] 
affairs without regard to separate and independent cor-
porate existence.…”6 The “  paramount goal” of traditional 
veil piercing is to achieve an equitable result.7 “Traditional 
piercing”8 jurisprudence is well established and, despite 
some differences in formulation, universally followed by 
American courts. 

The practice of reverse piercing the corporate veil is 
less well established.9 Where it is available, both corporate 
insiders and outside third parties have the opportunity to 
reverse pierce the corporate veil.10 In outside reverse pierc-
ing, a third-party creditor seeks to recover debts owed by 
a corporation’s owner from the corporation itself or to al-
low a third-party creditor to recover debts owed by a par-
ent corporation from a subsidiary corporation.11 Although 
several states have expressly rejected the doctrine,12 there 
is a growing trend toward recognizing reverse piercing 
as a theory of recovery.13 Nonetheless, the approaches 
taken in states that have allowed reverse piercing are far 
from uniform.14 The various approaches refl ect attempts 
to weigh the interests of the plaintiff, innocent sharehold-
ers and other corporate creditors.15 These approaches are 
unlike traditional piercing, where the shareholder is held 
liable for her proactive role in creating the wrong; there, 
the corporation, its creditors, and other shareholders are 
not adversely affected. Confl icting interests mandate that 
any allowance of reverse piercing delicately balance the 
needs of all involved parties to protect adequately all 
those involved.

 Reverse Piercing of the Corporate Veil:
A Straightforward Path to Justice
By Nicholas Allen
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To permit a comprehensive analysis, this article will only 
address outside reverse piercing. 

i. Outside Reverse Piercing43

In an outside reverse piercing claim, the plaintiff, an 
“outside” third party, seeks to pierce the corporate veil to 
impose liability on the corporation to satisfy the debt of 
an individual shareholder.44 The “outsider” is asserting 
a claim against the corporation, not for a harm procured 
by the corporation itself, but rather for the actions of an 
individual shareholder.45 Similarly, outside reverse pierc-
ing is used to impose liability on a subsidiary corpora-
tion for the debts of a parent corporation,46 or to hold one 
controlled corporation liable for the debts of an affi liated 
corporation.47 

The concept of reverse piercing48 fi rst arose in the 
landmark case49 of Kingston Dry Dock Co. v. Lake Champlain 
Transportation Co.,50 decided by Judge Learned Hand. 
In Kingston Dry Dock, the plaintiff, Kingston, repaired a 
ship owned by the defendant Champlain’s subsidiary.51 
Champlain, not the subsidiary, requested the repairs, and 
plaintiff entered into the agreement with Champlain.52 
Champlain and its subsidiary shared nearly identical 
boards, but both companies kept separate identities, with 
decisions made independently.53 Following default by 
Champlain, Kingston attached the boats to satisfy the debt 
owed by Champlain.54 The trial court permitted plaintiff’s 
attachment, but Judge Hand reversed.55 In doing so, Judge 
Hand greatly limited the potential scope of reverse pierc-
ing, holding that, while it may “be too much to say that a 
subsidiary can never be liable for a transaction done in the 
name of a parent…such instances, if possible at all, must 
be extremely rare.…”56

Following Judge Hand’s admonition in Kingston, 
courts refused to entertain reverse-piercing cases for near-
ly thirty years. The doctrine fi nally reemerged and gained 
acceptance in a marital property case, W.G. Platts, Inc. v. 
Platts.57 In Platts, the plaintiff sought to impose liability 
on her husband’s corporation in order to satisfy her share 
of the assets per their divorce decree.58 The court held the 
corporation was an alter ego of the husband and permit-
ted piercing in order to satisfy the divorce decree.59 This 
opinion offered little precedential value for reverse pierc-
ing, however, as the court relied heavily on the fact that 
the ex-husband voluntarily proffered the corporation’s 
assets for inclusion in the decree and a subsequent avoid-
ance of that offering by his alter ego corporation “would 
be unconscionable and a denial of justice.”60 

Just two years after Platts, a district court in Colorado 
adopted a broad defi nition of reverse piercing in Shamrock 
Oil & Gas v. Ethridge.61 There, a third-party creditor held 
an unsatisfi ed judgment against the defendant corpora-
tion’s owner in his individual capacity.62 Plaintiff attached 
the corporation’s main asset, an oil-drilling rig, in order 
to satisfy his judgment.63 The court permitted this reverse 
piercing since the corporation was a “mere dummy” of 

the court imposes liability on the individual because the 
corporation is a mere “instrumentality” or “alter ego” of 
its owner.23 

The fi rst prong of piercing the corporate veil, domina-
tion, is met when the owners use the corporate form to 
further their own personal goals. 24 The control that accom-
panies stock ownership and management is not enough 
to show domination.25 Instead, the actions taken must cir-
cumvent legitimate corporate purposes, so as to make the 
corporation a mere “alter ego.”26 States are split as to who 
may dominate a corporation, although many take a liberal 
approach, allowing both legal and equitable owners.27 The 
vast majority of cases involving reverse piercing implicate 
closely held organizations,28 not publicly traded compa-
nies. 29 This article only addresses reverse piercing in the 
context of a closely held corporation.

While a fi nding that a corporation is an alter ego 
necessarily depends on the facts of each case, courts have 
identifi ed certain factors that provide evidence of domi-
nation: (1) the absence of corporate formalities; (2) inad-
equate capitalization; (3) commingling funds; (4) overlap 
in ownership, offi cers, directors, and personnel; and (5) 
shared address, offi ce space, and other similar indicia.30 A 
fi nding of domination depends on the totality of the cir-
cumstances, so no one factor is dispositive.31

Once domination is established, a plaintiff attempting 
to pierce the veil must prove that a shareholder exercised 
her domination to commit a fraud or wrong against the 
plaintiff.32 Stated differently, a plaintiff must show that 
adherence to the corporation’s separate existence would 
further a fraud or promote injustice.33 This element does 
not require actual fraud, complete with a showing of in-
tent.34 Rather, plaintiffs only need to show that retention 
of the corporate form would produce inequitable conse-
quences.35 Inequitable consequences can be the violation 
of a statute or other positive legal duty, a dishonest or 
unjust act in contravention of a plaintiff’s legal rights,36 or 
a “manifest abuse of the corporate form,” including “in-
tent to use the corporation as a shield for fraud.”37 Mere 
inability to collect on a judgment is not an “inequitable 
consequence[],” as this risk is inherent in all dealings with 
a corporate entity.38 

B. Reverse Piercing Generally

Whereas traditional piercing holds an individual li-
able for the acts of a corporation, or a parent liable for the 
acts of a subsidiary, reverse piercing imposes liability on 
a corporation for the obligations of an individual share-
holder, or on a subsidiary corporation for the acts of a par-
ent corporation.39 Despite the differences, reverse piercing 
initially requires the same two-pronged analysis of domi-
nation and promotion of fraud or injustice.40 There are two 
types of reverse piercing: inside41 and outside—depend-
ing on the relationship of the party attempting to pierce 
the corporate veil.42 The two types of reverse piercing 
implicate different interests and diverse policy concerns. 
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the shares, Friend and Brother are given positions on the 
Board of Directors. Despite Friend and Brother’s stake in 
X Corp., they receive no dividends or disbursements, do 
not inquire as to the dealings of the business and do not 
attend board meetings as none are regularly held. Lady 
conducts business in the name of the company, which 
does have several monthly retail customers. Lady pur-
chases a new car and condominium in the corporation’s 
name, although they are solely for her personal use. She 
also uses the corporation’s revenue to pay all of her per-
sonal expenses. Despite her “arduous” labor for X Corp., 
Lady takes no salary. Judgment Creditor (JC), after fi nd-
ing Lady to be insolvent, attempts to satisfy his $150,000 
judgment—stemming from a tort claim against Lady—by 
securing assets of X Corp. X Corp. has $3,000 in inventory, 
the condominium and car Lady purchased, two comput-
ers—worth $4,000—and $1,500 in a bank account.72

i. The “Inverse Method” of Reverse Piercing

The inverse method of reverse piercing has been, by 
far, the most widely accepted approach to reverse pierc-
ing, with at least ten states utilizing the same test for both 
traditional and reverse veil piercing.73 This approach per-
mits recovery in a wide variety of cases because of its lim-
ited analysis into interests outside of the plaintiff’s; when 
applied to the Lady X hypothetical; this method permits 
JC to recover on his claim.

Behind the inverse method of reverse piercing is the 
view that, despite the different corporate interests impli-
cated, the remedy is a logical extension of traditional veil 
piercing because the underlying equitable goals remain 
unchanged.74 These cases place emphasis on the function 
of the corporation, rather than the form. In accepting re-
verse piercing, a Connecticut court stressed the need for 
courts “to ‘avoid an over-rigid preoccupation with ques-
tions of structure…and apply the preexisting and over-
arching principle that liability is imposed to reach an eq-
uitable result.’”75 The status as a separate entity granted to 
corporations was introduced to subserve the ends of jus-
tice, not subvert them.76 These arguments all stand for the 
proposition that in the event of potential misuse the courts 
will fl ex their equitable powers by circumventing limited 
liability, from either direction, by viewing a corporation as 
nothing more than a collection of individuals. 

Equitable similarities aside, there are some differ-
ences that have precluded courts from simply copying 
the traditional veil-piercing test for reverse piercing. The 
biggest difference is the defi nition of “domination.”77 As 
discussed previously, “domination” requires an exercise of 
control to such an extent that the corporation or subsidiary 
has become a mere “alter ego” or “instrumentality” for 
the controlling party or corporation.78 Applied to reverse 
piercing, this would impose on a plaintiff the seemingly 
impossible task of showing that a corporation dominated 
an individual or that a subsidiary dominated its parent 
corporation.79 To avoid imposing this insurmountable bur-

the individual defendant who shifted his assets to the cor-
poration and habitually commingled funds.64 The court 
stressed that “[t]he abstraction of the corporate entity 
should never be allowed to bar out and pervert the real and 
obvious truth.”65

Reverse piercing has met the least resistance when in-
voked by the government, most commonly to obtain pay-
ment of taxes owed by individuals. The government fi rst 
attempted reverse piercing in 1976 in G.M. Leasing Corp. 
v. United States.66 The individual was not an incorporator, 
director, or offi cer of G.M. Leasing, but the court still per-
mitted reverse piercing after fi nding that the individual 
was an equitable owner.67 Valley Finance furthered the 
acceptability of reverse piercing by holding the govern-
ment’s inability to satisfy legitimate tax debts provides a 
“sound basis” for reverse piercing of the corporate veil.68 
Today, reverse piercing is a “well-established theory” in 
federal tax cases as the IRS routinely uses the remedy to 
attach assets of a corporation to satisfy debts owed by in-
dividual shareholders.69 

II. Mixed Reviews: How Courts Have Applied 
Reverse Piercing and Why Some Have 
Rejected It

Part II, section A provides an in-depth analysis of two 
different approaches courts have taken in implementing 
reverse piercing.70 Part II, section B discusses the various 
reasons put forth by courts in rejecting reverse piercing.

A. All in Favor…Reasons Supporting Courts’ Various 
Approaches to Reverse Piercing

Courts have taken two approaches to reverse piercing. 
This article will refer to the fi rst as the “inverse method.” 
The inverse method simply takes the requirements of 
traditional veil piercing and applies them in the context 
of a reverse pierce.71 The second method is the “equitable 
results” approach. Rather than simply carry over the re-
quirements of traditional veil piercing, this approach im-
poses additional requirements to better protect the diverse 
interests implicated by reverse piercing. 

A hypothetical will be used, along with case law, to 
allow for an “apples to apples” comparison between vari-
ous theories and remedies while highlighting their nuanc-
es. The hypothetical is as follows: Lady X (Lady) wants to 
form Corporation X (X Corp.), a wholesale health supple-
ment distribution company. She needs $35,000 in startup 
funds. To get the money, she liquidates her life savings 
of $5,000. She convinces her longtime friend (Friend) and 
brother (Brother) to contribute $5,000 each. Lady also gets 
two separate loans from two different banks, each for 
$10,000. Bank One decides to secure the loan by acquir-
ing a UCC Article 9 lien on X Corp’s inventory; Bank Two 
does not secure its loan. With her capital in hand, Lady 
forms X Corp., an S-Corp., and assumes the role of presi-
dent. Lady does not receive any shares—those are instead 
split 50-50 between Friend and Brother. In addition to 
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equitable result [be] achieved by piercing.”88 The court 
defi ned “equitable result[s]” to mean that neither innocent 
shareholders nor corporate creditors would be prejudiced 
by allowing reverse piercing.89 This requires an analysis 
to assess the availability of other, less intrusive remedies, 
and discourages reverse piercing when such remedies are 
viable alternatives.90 In In re Phillips, the court found that 
because the shareholder’s personal creditors were identi-
cal to the corporation’s creditors, no harm would come to 
the creditors by reverse piercing.91 Similarly, reverse pierc-
ing did not injure innocent shareholders, as the individual 
defendant owned the corporation outright.92 The court 
left further decisions to determine whether any injury, no 
matter how minute, to creditors or shareholders would be 
suffi cient to overrule a reverse piercing claim.

Since In re Phillips, there have been just four reverse 
piercing cases in Colorado. These cases have failed to 
contribute objective methodology to the lip service In re 
Phillips paid to equitable results. The subsequent cases 
forgo the in-depth analysis necessary to obtain “equitable 
results,” opting instead for a mechanical application of the 
elements.93 The fi rst case, Stimpson v. Goldberg,94 misinter-
preted the third prong of the reverse piercing test, fi nding 
the defendant’s ability to move assets beyond the plain-
tiff’s reach “manifestly inequitable and unfair” in satisfac-
tion of the third prong.95 Two years later, in GRY Partners 
LLP v. Tabernash Meadows Water and Sanitation District,96 
the court, in authorizing reverse piercing, noted that the 
limited liability partnership had no creditors and the only 
other partner was the individual defendant’s wife, who 
contributed no capital to the partnership.97 This hold-
ing begged the question of whether a capital investment 
would have prevented plaintiff from reverse piercing the 
corporation.

The last of the In re Phillips progeny, Shem, LLC v. 
Buhler,98 provides an answer to the question posed by GRY 
Partners.99 Here, the plaintiff attempted to reverse pierce 
all of the corporations in which the individual defendant 
was involved, but succeeded only on those that the defen-
dant wholly owned.100 The depthless analysis proffered 
by the court in these cases falls far short of that required to 
ensure equitable results. 

Using the equitable results approach, JC would not 
be able to recover against Lady X—as he did under the 
inverse method. As a preliminary matter, there is a split 
as to whether Lady—an equitable owner—can be found 
to have dominated X Corp., although Shem seems to man-
date that she cannot. The fact that she does not own any 
shares would prevent a fi nding of domination.101 Assum-
ing, arguendo, that she could be found to dominate the 
corporation, the question then turns on whether Brother 
and Friend’s investments would serve as a bar to reverse 
piercing, a question unanswered in GRY. The court could 
respond to Brother’s and Friend’s capital investment in 
one of three ways: it could (1) hold that their investments 
serve as an absolute bar to reverse piercing; (2) deduct the 

den on plaintiffs, courts have adopted a lesser standard of 
control based on the same factors considered in traditional 
piercing cases.80 

Certain factors relevant in analyzing traditional veil 
piercing, while often cited, should also be reconsidered 
when assessing whether a corporation is an alter ego for 
reverse veil piercing purposes. One such example is that 
of undercapitalization. In traditional veil piercing, alter 
ego corporations often operate with insuffi cient assets, 
precluding a judgment creditor from satisfying a judg-
ment against the corporation. In reverse piercing, it is 
more than likely that a third-party creditor is alleging that 
an individual is incapable of satisfying a debt because she 
has divested all her assets into a corporate alter ego. Thus, 
overcapitalization of a corporate alter ego could provide 
evidence of fraud and serve as a basis for reverse piercing 
the corporate veil.81 

To better understand the implications of the inverse 
method of reverse piercing, consider the doctrine in light 
of the Lady X hypothetical. To show domination, JC 
would point to the level of control Lady exerted over X 
Corp., including the intermingling of corporate and per-
sonal funds, sharing her personal and business address, 
lack of corporate formalities, and overcapitalization. JC 
would argue that by divesting her assets to, and purchas-
ing assets with, X Corp., Lady has sheltered her assets in 
the corporation, rendering her judgment-proof. Under the 
inverse method, satisfaction of those two elements would 
entitle JC to a judgment against X Corp. The court would 
disregard the potential claims of the innocent sharehold-
ers, Brother and Friend, and Bank Two,82 because if Lady 
“was not deterred by the fact that [s]he did not hold all of 
the stock…why should h[er] creditors be?”83

ii. The “Equitable Results” Approach84

The Colorado Supreme Court directly confronted the 
often-cited downsides to reverse piercing85 and acknowl-
edged that when “inartfully performed,” reverse piercing 
can negatively impact innocent third parties.86 Rather than 
use the doctrinal shortcomings as support for an outright 
rejection of the doctrine, however, the court tried to craft a 
remedy that could protect the interests of judgment credi-
tors, innocent shareholders, and corporate creditors alike. 
This effort swung the pendulum too far in the opposite 
direction; however, the shortcomings of the equitable re-
sults approach—as interpreted through subsequent case 
law—make it ill-suited to deal with the factual situations 
presented in many reverse-piercing cases.87 The Lady 
X hypothetical reaffi rms that assertion, as this method 
would prevent JC from recovering. This section will fi rst 
analyze the additional factor imposed by this method 
and then survey subsequent case law to better defi ne the 
conditions it imposes, before ultimately applying this ap-
proach to the Lady X hypothetical.

In addition to the requirements of domination and a 
showing of fraud or injustice, Colorado requires that “an 
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taken to the extreme, lead courts to conclude that the 
unnerving prospect of losing out to an individual share-
holder’s creditors will ultimately reduce the effectiveness 
of corporations as a means of raising credit.114 While the 
equitable results approach takes account of these interests, 
this approach was discredited by a California court as cre-
ating requirements that “essentially eliminate the outside 
reverse piercing doctrine as a practical matter.”115 

Courts further contend that reverse piercing and its 
associated risks are unnecessary given the availability of 
alternative, more traditional, remedies.116 The alternatives 
put forth include conversion, fraudulent conveyance, 
respondeat superior, and conventional agency law.117 
With such a wide gamut of remedies already available, 
courts insist there is no need to “invent” a new theory of 
liability.118 

Additionally, in relying on Judge Hand’s reasoning 
in Kingston, some courts claim reverse piercing is only ap-
propriate in the rare instance that a subsidiary corporation 
dominates its parent.119 Agreeing with Judge Hand, they 
argue that the nature of the parent-subsidiary relationship 
makes it nearly, if not completely, impossible for a subsid-
iary to interject itself in the affairs of a parent to the extent 
necessary to make the parent a mere instrumentality or 
alter ego.120 Courts hold that traditional veil piercing man-
dates this standard be served, and further believe lessen-
ing the standard with the potential downsides presented 
by reverse piercing would be unduly fair to a creditor of 
the corporation.121 Indeed, Judge Hand’s labeling such an 
instance as this “extremely rare” seems correct.122 If courts 
apply this standard, most, if not all, reverse piercing 
claims would be denied.123 

Lastly, several courts that have considered reverse 
piercing also criticize a doctrine that would permit volun-
tary creditors of an individual, or corporation, to recover 
from another corporation.124 At a minimum, courts sug-
gest a distinction between voluntary and involuntary 
creditors given the distinct public policy issues each 
raises.125 Judge Hand articulated this fear in Kingston 
Dry Dock, writing, “[a]ll that has really happened is that 
the [plaintiff], being dissatisfi ed with the credit of the 
company with which [he] dealt now seeks to involve its 
creature.”126 These courts contend that because voluntary 
creditors choose the parties with whom they deal, they 
can take precautions necessary to protect their interests, 
and to permit reverse piercing would only reward a credi-
tor’s failure to take such precautions, at the expense of 
other creditors.127 

III. The Need for Reverse Piercing: How a Hybrid 
Approach Can Protect the Interests of All 
Parties

When reverse piercing is “inartfully performed,” its 
disadvantages—such as injuries to innocent shareholders 
and corporate creditors—easily outweigh the benefi ts, al-
lowing a judgment creditor to recover.128 Failure to allow 

total amount of their investments from the corporation’s 
total assets and allow JC to recover; or (3) allow JC to re-
verse pierce and ignore their investments entirely. Based 
on the logic of Shem, the court would presumably choose 
the fi rst approach, barring JC from recovery since Brother 
and Friend each invested in X Corp. and each owned fi fty 
percent of X Corp.102 

Thus, the “equitable results” approach fails to achieve 
equity. By not analyzing the effects, impact and involve-
ment of innocent shareholders and creditors, courts give 
blind deference to a corporation’s form rather than its 
substance. They are withholding justice from rightful 
plaintiffs on the chance that others may be adversely af-
fected. Such precautions are wholly unnecessary, as only 
the facts of each individual case will reveal whether such 
“chance” is present. Such deference to form obviates the 
need for reverse piercing by essentially precluding judg-
ment for a plaintiff against any well-counseled defendant 
who has added shareholders to prevent such claims. 

B. All Opposed…Reasons for Supporting Courts’ 
Rejection of Reverse Piercing

Rather than adopt either the inverse or equitable 
results method, many courts simply reject reverse pierc-
ing.103 These courts cite several common objections. First, 
they say reverse piercing violates normal judgment collec-
tion procedures.104 Second, courts point out the potential 
harm reverse piercing could bring to both innocent share-
holders and corporate creditors.105 Third, they argue that 
other, more traditional, remedies exist to provide plaintiffs 
with redress without resorting to the drastic remedy of 
reverse piercing the corporate veil.106 Fourth, courts re-
fuse to lessen the “domination” standard adopted in FMC 
Finance Corp. v. Murphee,107 instead agreeing with Judge 
Hand that “outside reverse piercing is only appropriate 
in the rare case of a subsidiary dominating its parent.”108 
Finally, several courts have expressed added disdain for 
reverse piercing when the plaintiff is a voluntary contract 
creditor as opposed to an involuntary tort creditor.109

Normal judgment collection procedures permit a 
judgment creditor to attach an individual defendant’s 
stock in a corporation.110 Reverse piercing, however, al-
lows an individual to skip this step by levying directly 
against the corporation’s assets.111 If successful in a re-
verse piercing action, the plaintiff would then be able 
to force a sale of the attached assets belonging to the 
corporation. 

Courts highlight the negative effects that selling off 
the assets of a corporation could have. They stress the im-
pact on non-culpable shareholders who would witness the 
value, and potentially the earning capacity of their cor-
poration, be sold off due to the actions of one individual 
shareholder.112 Additionally, creditors who extended cred-
it to the corporation in reliance on its assets would be left 
unprotected if those assets were sold off to satisfy a judg-
ment unrelated to the corporation.113 These arguments, 



30 NYSBA  NY Business Law Journal  |  Summer 2012  |  Vol. 16  |  No. 1        

sonal use, they are corporate property and JC’s judgment 
is against Lady. The only potential basis for a fraudulent 
transfer action would be Lady’s investing her life sav-
ings in the corporation, as it is this transfer that made her 
insolvent. This claim would fall under Uniform Fraudu-
lent Transfer Act § 4(a) (1), requiring JC to show actual 
intent.141 Here, the only badge of fraud that could support 
JC’s claim would be Lady’s transfer of all her personal as-
sets—her life savings—to an insider, Corp. X.142

Even if deemed an insider, it is equally probable—and 
arguably more likely—that this badge of fraud will be 
found to be a valid investment in Lady’s company—her 
fi rst step down the road of entrepreneurship—not an il-
legal transfer. Her argument will likely succeed because 
the badges of fraud are only presumptions, and her mo-
tive could easily rebut the presumption of fraudulent 
intent. Furthermore, no single presumption is dispositive, 
and here JC can only point to one of the eleven badges. 
The only scenario that would permit Lady’s investment 
in X Corp. to be found a fraudulent transfer would be if 
the “investment” came after she had already been sued 
or threatened with a lawsuit. In that scenario, especially 
given Lady’s retained use of the property to pay her ex-
penses, there would likely be enough to show actual intent 
to defraud given the pending litigation. As the facts are, 
however, JC would be unable to use this remedy to re-
cover against Lady. 

A look at the complicated facts of Postal Instant Press, 
Inc. v. Kaswa Corp.143 shows that even in less “prototypi-
cal” reverse piercing cases, fraudulent conveyance alone 
can fall short of achieving equitable results.144 In Kaswa, 
the defendant, Mr. Rangoonwala, purchased a Postal 
Instant Press (PIP) franchise from a third party.145 PIP 
consented to the assignment and was a party to the agree-
ment.146 Following the purchase, Rangoonwala and a 
friend ran the franchise as general partners.147 After sev-
eral years of operating as partners, Rangoonwala created 
Kaswa Corp. for the sole purpose of operating the PIP 
franchise.148 Thus, Kaswa, and not Rangoonwala, owned 
all the franchise assets.149 Kaswa later merged with an-
other company called The Print Works, but maintained 
the name Kaswa.150 Upon being sued, Kaswa sold the 
assets to another company for fair value.151 After obtain-
ing a judgment against Rangoonwala for non-payment of 
franchise fees, PIP attempted to levy against the franchise 
assets, but learned of the transfer and sale of the assets.152 
PIP attempted to add Kaswa as a judgment debtor under 
the theory of reverse piercing.153 The court rejected PIP’s 
argument and refused to add Kaswa as a judgment debtor, 
in part because of the availability of other remedies such 
as fraudulent conveyance law.154 An analysis, however, 
shows PIP would have likely been unable to recover using 
fraudulent conveyance law. 

One way of showing fraudulent transfer would be to 
prove actual intent to hinder or defraud a creditor. There 
seems to be no problem with the initial transfer of the 

reverse piercing in certain instances, however, essentially 
provides “a roadmap” to debtors on how to avoid pay-
ment of their outstanding obligations by crafting the outer 
limits of traditional remedies and placing action outside 
those limits beyond the reach of judicial intervention.129 
Part III fi rst provides a brief overview of oft-cited alterna-
tive remedies and their shortcomings. It then proposes an 
alternative balancing test for reverse piercing that weighs 
the confl icting interests of all involved parties.

A. The Inadequacy of Alternative Remedies

i. Fraudulent Conveyance

Courts often cite fraudulent conveyance law as an ad-
equate alternative to reverse piercing. While this may suf-
fi ce in many situations, there are instances where fraudu-
lent conveyance law alone proves insuffi cient to promote 
justice. The existence of a separate corporate entity can 
allow a debtor to circumvent the transfer requirement by 
utilizing corporate assets as a personal piggybank instead 
of transferring personal assets to the corporation, thus 
making it hard to prove fraudulent intent. Employment 
of fraudulent conveyance law to the Lady X hypothetical 
brings this shortcoming to the forefront, as fraudulent con-
veyance law will prove useless to JC.130 This section will 
discuss the scope and requirements of fraudulent transfer 
law, before applying it to the Lady X hypothetical. The 
remedy will then be applied to Postal Instant Press to show 
that, despite the court’s assertion, fraudulent conveyance 
law is not an adequate alternative to reverse piercing.

Fraudulent conveyance law has remained largely 
unchanged131 for fi ve hundred years132 and entitles credi-
tors to avoid transfers made either (1) “with actual intent 
to hinder, delay, or defraud any creditor of the debtor; 
or (2) without receiving a reasonably equivalent value in 
exchange for the transfer or obligation” when other condi-
tions133 are met.134 To aid in determining “actual intent,” 
the relevant statute lists eleven “badges of fraud.”135 
Fraudulent conveyance law has a statute of limitations of 
four years—as proposed in the Uniform Fraudulent Trans-
fer Act—although many states have either increased or 
decreased this statutory period.136

If proven, fraudulent conveyance law affords a plain-
tiff limited remedies. The primary remedy is avoidance 
of the fraudulent transfer.137 Some states also permit at-
tachment or other provisional remedies against the asset 
transferred.138 Additionally, a plaintiff is entitled to the 
value of the asset transferred when a fraudulent transferee 
subsequently transfers the asset.139 This right, however, is 
lost when the transferee, without knowledge of the fraud, 
purchases the asset for fair consideration.140 

Applied to the Lady X hypo, fraudulent conveyance 
law provides JC with little help. Under fraudulent convey-
ance doctrine, JC would not be able to seek attachment on 
either the apartment or the car owned by the corporation 
since those assets were acquired by the corporation, not 
transferred to it. Even though Lady uses them for her per-
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ration for the sole purpose of limiting personal liability. 
Even in those situations where fraudulent conveyance 
law may be applicable, the limited remedies available 
can cause undue hardship on plaintiffs while potentially 
benefi ting the wrongdoing party. Furthermore, the stat-
ute of limitations, which could serve as a bar to recovery 
in fraudulent conveyance actions, would not preclude a 
judgment in a reverse piercing case. In reverse piercing, 
the wrong complained of—abusing the corporate form—is 
ongoing; it is the continued operation of the corporation 
that allows the defendant to elude liability.

ii. Bypassing Normal Judgment Collection 
Procedures

While attaching shares is preferable to attaching as-
sets—because the former only negatively implicates the 
liable shareholder—the realities of most alter ego corpora-
tions make attaching shares impractical, if not impossible. 
Traditional attachment presents four potential problems in 
the reverse piercing context. First, many closely held alter 
ego corporations do not issue stock. Second, even when 
stock is issued, valuing these businesses is a diffi cult task. 
Third, even when the stock is valued, many closely held 
corporations place limitations on the alienability of the 
stock.156 Finally, if the individual defendant is an equitable 
owner, she will not have any shares to attach. The Lady X 
hypothetical illustrates several of these shortcomings.

Shares in a corporation are considered part of an in-
dividual’s assets. To satisfy one’s judgment, a creditor can 
simply attach the judgment debtor’s shares or rights to 
cash distributions.157 Many closely held alter ego corpora-
tions, however, never issue stock.158 In fact, limited liabil-
ity companies (LLCs) cannot issue stock at all—issuing 
instead membership interests.159 Furthermore, even when 
a closely held alter ego corporation does issue stock, most 
do not pay dividends and avoid regular disbursements, 
opting instead to use the corporation’s assets as a personal 
piggybank.160 The absence of distributions negates any 
chance of recovering money via successful attachment. 
The only option for the plaintiff after attachment would be 
to sell the shares; given the corporate abuse, even if suc-
cessful this would not net much. Such a corporate struc-
ture thus deprives plaintiffs of “any means” of collecting 
on their judgments.161

While not easy, a failure to issue stock does not pre-
clude attachment as courts have ways to evaluate the 
worth of a closely held corporation. Valuing a company is 
described as a “pseudoscience” or an “art form” because 
there are countless methods used to determine worth.162 
Regardless of the approach, factors of importance in-
clude property to be valued, the business history of the 
enterprise, the economic outlook of the industry, and the 
earning capacity of the company.163 Once a valuation is 
determined, courts must then determine the market value 
of the stock by establishing a proper ratio between valu-
ation factors and the price per share that a reasonable 
buyer would be willing to pay.164 The reality of alter ego 

franchise assets to Kaswa. The corporation was capital-
ized and also had the franchise assets as collateral. It 
seems unlikely that Rangoonwala had fraudulent intent 
as he requested permission from PIP to add Kaswa to the 
franchise agreement. Again, the only “badge of fraud” 
that seems applicable is that the transfer was to an insider 
as defi ned in the UFTA.155 Because these factors are only 
presumptive, it is unlikely that showing just one would 
convince a trier of fact of fraud.

The other way to prove a fraudulent transfer would 
be to show that the transfer was made without an ex-
change of equivalent value if also accompanied by one of 
two other conditions. PIP could likely prove this element 
as Rangoonwala transferred the equipment from himself 
to his corporation without receiving a reasonably equiva-
lent value in exchange. However, the exchange of value 
may not have been required as Rangoonwala, at the time, 
was the president and sole owner of Kaswa. His control of 
the transferee makes this different from an exchange to a 
third party for less than reasonable value. Assuming Ran-
goonwala’s transfer to Kaswa did satisfy the equivalent 
value element, PIP would still have to prove Rangoon-
wala was either (a) about to engage in a transaction with 
unreasonably small assets in relation to that transaction, 
or (b) that he intended to incur debts beyond his abil-
ity to pay. The fi rst option is inapplicable here because 
Rangoonwala did not enter into any further transactions 
in either his individual capacity or through Kaswa. The 
second option is, at best, debatable when applied to these 
facts. Rangoonwala could have known that following the 
transfer he would fail to make franchise payments to PIP, 
ultimately resulting in his inability to pay the amounts 
owed, but for nearly three years post-transfer, Rangoon-
wala continued to make royalty payments. The fact that 
he continued to pay for so long would make it diffi cult for 
PIP to prove this second option. PIP, therefore, would not 
be able to show Rangoonwala’s transfer to Kaswa Corp. 
was fraudulent.

PIP would, however, be able to prove Kaswa fraudu-
lently transferred the franchise assets when it sold them 
upon learning of PIP’s action against Rangoonwala. That 
transfer was made with actual intent to defraud a creditor. 
While PIP could not have avoided the transfer—because 
the buyer purchased for reasonably equivalent value—it 
would have been entitled to Kaswa’s accounts for the sale 
of the franchise assets. This argument, however, is moot 
because Kaswa could only have been held liable for PIP’s 
judgment against Rangoonwala if the court permitted 
PIP to reverse pierce and hold Kaswa liable for that judg-
ment. Thus, despite the court’s assertion to the contrary, 
fraudulent conveyance law would not in fact serve as an 
alternative remedy for PIP. Reverse piercing offers PIP its 
only chance at justice.

As these examples illustrate, there are instances where 
fraudulent conveyance law is unable to ensure just results, 
namely when an individual acquires assets via a corpo-
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to “affect the principal’s legal relations through the agent’s 
acts and on the principal’s behalf.”174 In a reverse piercing 
context, this would require the individual debtor to have 
been acting as an agent of the alter ego corporation when 
she committed the wrong, so liability could be imputed to 
the corporation. While individual state laws vary slightly, 
this requires a plaintiff to show that (1) the individual was 
authorized by another to act for or in place of another 
person or corporation and (2) the act leading to the claim 
occurred within the scope of authority.175 

While agency principles can impute liability in specif-
ic instances, once the use of the corporate form to shelter 
personal assets is acknowledged, the limitations of agency 
principles of liability become clear. An individual debtor 
is essentially judgment-proof provided the original cause 
of action falls outside the corporation’s scope. Thus, in 
the Lady X hypo, despite Lady’s personal insolvency, JC 
would be unable to attach the corporation’s assets because 
JC’s tort claim arose from conduct falling outside Lady’s 
scope of employment with X Corp. 

The facts of Bennett v. Reynolds176 proved conducive 
to remedy via agency principles. There, the Supreme 
Court of Texas rejected an attempt to reverse pierce the 
corporate veil, choosing instead to impute liability to the 
corporation by applying agency principles.177 Plaintiff had 
a longstanding feud with the individual defendant and 
after discovering defendant auctioned off thirteen of his 
cattle, plaintiff sued both the individual defendant and 
defendant’s corporation for conversion.178 The individual 
defendant resided on property owned by the defendant 
corporation.179 The individual defendant’s conversion 
of the plaintiff’s cattle also occurred on the corporation’s 
land.180 While the corporation itself did not raise cattle, the 
individual defendant did use the corporation’s land for 
that purpose.181 The individual defendant owned no part 
of the corporation—his daughters did— but defendant 
was the president and admitted that he “ma[d]e the deci-
sions” and “r[a]n the ranch.”182 Plaintiff attempted to hold 
the corporation liable on a reverse piercing theory.183 The 
court, however, held that because the individual defen-
dant “used corporate authority over corporate employees, 
on corporate land, to convert cattle using corporate equip-
ment,” traditional agency principles were suffi cient to 
hold the corporation liable for the conversion.184

Many times, however, the individual defendant’s ac-
tions will not fall within the scope of corporate activity.185 
Limiting liability to situations involving an agency rela-
tionship assumes that the corporate form can only be mis-
used by the acts of its agents—ignoring the possibility that 
the corporate form itself could be used to procure a wrong 
by using it as a shelter for personal assets.186 

iv. Conversion

Conversion is another oft-cited alternative to reverse 
piercing. The tort of conversion, however, has a very lim-
ited scope and is only effective in very specifi c factual situ-

corporations—with neglected formalities and commingled 
funds—only makes these calculations more diffi cult. For 
instance, several factors, including dividends and expens-
es, would commonly be non-existent or vastly skewed 
because of the defendant’s misuse of the corporate form. 
While not impossible, accurately valuing a closely held 
alter ego corporation would be a protracted process with 
no great probability of an accurate outcome.

Even if defendant’s alter ego corporation did issue 
stock and the corporation is accurately valued, attaching 
shares still may not be a viable option. In closely held cor-
porations, there are often limitations on alienability. Stock 
ownership limitations can be imposed by a corporation’s 
chosen structure. For instance, if the alter ego corporation 
is an S-Corporation, no other corporations or LLCs can be 
shareholders.165 Similarly, most LLCs do not permit trans-
fer of membership interests absent approval from other 
members.166 Owners can place additional restrictions on 
alienability through the Articles of Organization and the 
corporation’s bylaws.167 These restrictions can include 
qualifi cations and restrictions on the ownership of stock 
subject to a right to repurchase in the event of a viola-
tion.168 Even if not an outright impediment, restrictions 
on alienability also lower the stock’s marketability, and 
consequently the price.169 Alienability is crucial in a free 
market, and restrictions on it could cause concern to a hy-
pothetical buyer regarding the presence of a ready market 
for the corporation’s stock.170

The Lady X hypo highlights several of the above-men-
tioned weaknesses of attaching stock in reverse piercing 
actions. A preliminary issue here is who actually owns the 
shares; Lady is only an equitable owner, and as such, she 
does not own X Corp. stock.171 Lady also receives no cash 
distribution—be it dividends, profi ts, or salary—for her 
involvement. She instead pays personal expenses using 
corporate funds, which places the assets out of reach of at-
tachment. If this matter were somehow addressed, courts 
would then have to attempt to value X Corp. This would 
involve poring over accounts that may have been improp-
erly maintained to determine the profi tability of the corpo-
ration. Each expense would need to be scrutinized given 
the intermingling of funds and use of corporate assets for 
payment of personal expenses. Furthermore, there may 
or may not be restrictions on the alienability of X Corp.’s 
shares. 

Accordingly, even when courts are able to move past 
issues of valuation and alienability, they may run into ad-
ditional problems as traditional judgment collection proce-
dures are incapable of penalizing an equitable owner who 
uses a corporation to judgment-proof herself. 

iii. Agency and Respondeat Superior172

Agency generally “encompasses the legal consequenc-
es of consensual relationships.”173 A principal, by mani-
festing consent for another (the agent) to work subject to 
the principal’s right of control, gives the agent the power 
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that again fail to do justice to each litigant. By (1) requir-
ing plaintiff to show the inadequacy of other remedies, 
(2) permitting recovery against equitable owners, (3) per-
mitting a capital exemption for innocent shareholders, 
and (4) applying preexisting creditor-priority laws, courts 
can safeguard the interests of all parties at the expense of 
none.

i. Ownership Requirement v. “Domination”

Ownership as a prerequisite to reverse piercing is eas-
ily circumvented, facilitating the practice of “judgment-
proofi ng.”195 One would be able to shirk responsibility 
merely by including alternate shareholders in the corpo-
rate charter; indeed, that is exactly what many judgment 
debtors have done.196 The sole protection afforded by 
requiring ownership is that it ensures no innocent share-
holders will be adversely affected by a decision to reverse 
pierce. The protection of innocent shareholders, while 
vital, does not necessitate that their mere existence should 
preclude a plaintiff from reverse piercing. In many closely 
held corporations—often the subject of reverse pierc-
ing—these other shareholders are family and friends who 
receive no compensation and are not even able to explain 
their responsibilities within the corporation.197 This pro-
tection of innocent shareholders, while necessary, can be 
achieved by much less restrictive means.198 In attempting 
to get around their own judicially imposed requirement, 
courts have stretched the ownership requirement beyond 
reason. 199

To prevent inequity, all courts should apply a “domi-
nation” standard. The disallowance of reverse piercing for 
a lack of legal ownership is a denial of justice because of 
a mere technicality. Additionally, mandating ownership 
simply permits those who wish to escape liability to do so 
by having other shareholders. Such a standard would not 
lower the threshold to permit piercing. Plaintiff would still 
need to show that the individual exercised control over a 
corporation to such an extent that the corporation is but 
a mere alter ego or instrumentality. The only difference 
would be that a corporation could then be reverse pierced 
because of the actions of both legal and equitable own-
ers. This standard is currently used by many courts and 
prevents injustice because it is malleable to the truth of a 
particular situation, rather than emphasizing legal form 
over function.200 By applying a “domination” standard 
that permits reverse piercing because of the actions of an 
equitable owner, courts would no longer have to resort 
to nominal ownership and, more importantly, judgment 
debtors could not immunize themselves with the stroke of 
a pen on a stock certifi cate. Applied to the Lady X hypo-
thetical, such a standard would allow JC to reverse pierce 
X Corp. for the judgment against Lady despite her lack of 
legal ownership in the corporation. 

ii. Innocent Shareholders

Small businesses are an integral part of the national 
economy201 and investment is the engine that runs small 

ations, as is evidenced by its inapplicability to the Lady X 
hypothetical. This section will fi rst discuss the elements of 
conversion, and then apply it to the hypothetical, before 
fi nally applying the doctrine to a recent case to highlight 
the remedy’s limited scope. 

Conversion is an intentional exercise of dominion or 
control over another’s property that so seriously interferes 
with that other’s right to control it that the actor may 
be required to pay the other the property’s full value.187 
There are several factors considered in determining the 
severity of an exercise of dominion, including the dura-
tion and the intent to assert a right inconsistent with the 
other’s right of control.188 The initial requirement, how-
ever, for any action in conversion is that the plaintiff had 
a legal right to the converted property prior to the defen-
dant’s taking it. 

The square peg of conversion would be inapplicable 
to the “circle” of facts implicated by the Lady X hypotheti-
cal. Prior to the battery, JC had no legal rights in any of the 
assets belonging to X Corp. and thus would not be able 
to claim conversion. Furthermore, the judgment obtained 
against Lady would not be suffi cient to vest JC with any 
legal rights in the assets of X Corp. 

In the Bennett case, the plaintiff’s primary cause of 
action was for conversion.189 The defendant knowingly 
took the plaintiff’s cattle and sold them off at an auc-
tion.190 Even there, however, the tort of conversion was 
insuffi cient for plaintiff to recover. Conversion allowed 
the plaintiff to impose liability on the defendant as an in-
dividual. The defendant, however, was insolvent because 
his alter-ego corporation owned all his assets, includ-
ing the farm he lived on.191 Thus, absent a way to attach 
corporate assets, the plaintiff’s judgment for conver-
sion against the individual defendant would have been 
meaningless.192

Conversion seems ill-suited to deal with the problem 
of “judgment-proofi ng” by use of the corporate form to 
hide assets. While cases like Bennett and Postal Instant 
Press could provide a basis for conversion, most reverse 
piercing cases involve corporations sheltering the defen-
dant’s personal assets, as opposed to assets belonging 
to the plaintiff. Bennett and Postal Instant Press highlight 
the futility in permitting a judgment against an insolvent 
defendant. Even if successful, a plaintiff could be left sit-
ting with an unsatisfi ed judgment while the wrongdoer is 
free to continue living off the funds hidden in an alter ego 
corporation.

B. Reverse Piercing: A New Approach

It is the task of the court “to do justice to each liti-
gant.”193 As Section III.A illustrates, there are instances 
where, despite blatant misuse of the corporate form, 
justice dies on the doorstep of the court.194 In the name 
of judicial convenience, courts have adopted overly sim-
plistic standards that overlook the interests of involved 
parties, or have adopted strict requirements, if any at all, 
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X Corp. only has $1,500 in liquid assets—only one one-
hundredth of the judgment owed to JC. Thus, JC would 
have to attach assets belonging to X Corp. in order to 
satisfy his $150,000 judgment. JC could attach both the 
car and the condominium belonging to X Corp. If these 
two assets totaled $170,000, JC would be able to satisfy 
his judgment and X Corp. would still have all of its inven-
tory and equipment, plus $20,000 resulting from the sale 
of the assets. As the purchase of these assets was in and of 
itself an abuse of the corporate form, their sale would not 
adversely affect X Corp. as would the sale of inventory or 
company equipment, which are necessary to its continued 
operation.210 Furthermore, X Corp. would still have more 
than enough value remaining211 to cover both Friend and 
Brother’s initial $5,000 investments and the loans from 
Banks One and Two and continue with business as usual.

Suppose, however, that the sale of the car and condo 
only totaled $125,000. That amount would be insuffi cient 
to satisfy JC’s judgment—even after adding the remaining 
assets212—thus requiring him to attach other assets be-
longing to the corporation. Following sale of the assets, JC 
would not receive the entire $133,500. Friend and Brother 
would fi rst be entitled to a return of their initial $5,000 
investments. JC may try to argue that Friend and Brother 
benefi tted from the fraud because of their relationship to 
Lady, but that would require a showing of some fi nancial 
gain as a result of the abuse of the corporate form, not 
present on these facts. Absent such a showing, JC would 
not be able to prevent Friend and Brother from recovering 
their initial investments. The remaining $123,500 would be 
divided amongst JC and Banks One and Two.

iii. Corporate Creditors

In rejecting reverse piercing, courts cite a voluntary 
judgment creditor’s ability to protect itself as contribut-
ing to the doctrine’s redundancy.213 The rationale is that 
voluntary creditors, by defi nition, have chosen to deal 
with the individual defendant and thus have some ability 
to protect themselves.214 Thus, they argue that a distinc-
tion should be made between tort and contract judgment 
creditors. While this rationale is valid, such logic ignores 
the fact that all voluntary creditors have that ability to pro-
tect themselves, be it a creditor of the individual or of the 
corporation. Because not all creditors suffi ciently insulate 
themselves in the event of a breach, there are well-estab-
lished laws governing the rights of such creditors and it 
is these laws that should govern in reverse piercing cases. 
This section will fi rst discuss the various risks all creditors 
face and the means by which such creditors can protect 
their interests. It will then look to pre-existing creditor 
and bankruptcy laws and apply those laws to the Lady X 
hypothetical. 

Much is made of the chilling effect that would ensue 
were a corporate creditor to be superseded by a judgment 
creditor, yet, this is exactly what already happens.215 Un-
secured creditors216 face a variety of risks, including those 

business.202 Those looking to start up a business or to capi-
talize their small business often rely on investments from 
friends, family, venture capitalists, angel investors, and 
the like.203 It is not uncommon for these investors to re-
quire ownership interest or a board position, or both, as a 
prerequisite to their investment. 204 No remedy for reverse 
piercing that failed to take the interests of the investor 
into account would be benefi cial to society. This section 
proposes guidelines to fi rst determine the innocence of a 
shareholder and then provides safeguards for truly inno-
cent shareholders. Finally, the proposal will be illustrated 
by application to the Lady X hypo.

Investors who negotiate for power within a corpora-
tion are in a position to insulate the corporation from 
reverse piercing claims through adherence to corporate 
formalities and adequate oversight.205 All stockholders in 
a closely held corporation have fi duciary duties of the “ut-
most good faith and loyalty,” requiring them to act in the 
best interests of the corporation.206 These stockholders can 
use the power they have to ensure that the activities that 
give rise to a fi nding of domination do not transpire either 
through traditional corporate means or, if necessary, by 
judicial intervention.207 

Despite a member’s potential breach of this fi duciary 
duty leading to a reverse piercing claim, permitting a 
shareholder’s loss of capital in these instances could have 
negative effects on investment in small companies. Given 
the importance of such investments and the reality that 
not all investors with power will utilize it, any exercise in 
reverse piercing needs to take adequate measures to pro-
tect shareholders. The best way to protect the interests of 
both the shareholders and plaintiffs would be to permit a 
capital exemption, when the enforcement of a judgment 
would liquidate the alter ego corporation. This would al-
low reimbursement to shareholders of their initial invest-
ment, provided the shareholder did not directly benefi t 
from the dominator’s abuse of the corporate form. 

A capital exemption would allow any shareholder to 
receive a return on his initial investment amount prior to 
any disbursement to the plaintiff, ensuring that he or she 
does not sustain a loss due to reverse piercing. The capi-
tal exemption would only be triggered when a plaintiff’s 
claim would drain the corporation of all its assets. Yet, by 
potentially depriving a shareholder of revenue, dividends, 
and disbursements, it encourages shareholders to protect 
themselves by taking an active role in the oversight of the 
corporation in which they invest and bargaining for more 
power to protect such interests. To prevent fraud amongst 
family and close friends, there would be an exemption for 
those instances where the shareholder benefi ts directly 
from the fraud. A shareholder benefi ts directly when he or 
she receives some fi nancial benefi t because of the fraudu-
lent arrangement.208

To illustrate the capital exemption theory, it will be 
applied to two versions of the Lady X hypothetical.209 
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expectations of creditors because they are the very laws 
that govern all transactions entered into by creditors. 
Those creditors, like Bank One, who take measures to pro-
tect their interests are rewarded; Bank One received 66.5% 
of its original loan back, compared to the approximately 
52% received by the other creditors—and had Bank One 
required additional collateral as security, it could have re-
covered the entire amount owed it by X Corp. 

Conclusion
“Fraud is infi nite.” 225 The law cannot rely solely on 

traditional remedies or it will fi nd itself “perpetually elud-
ed by new schemes” contrived by “the fertility of man’s 
invention.”226 The privilege of the corporate form need 
be used for “legitimate business purposes and must not be 
perverted.”227 By failing to permit reverse piercing, courts 
bless this perversion and deprive plaintiffs of a needed 
remedy, while simultaneously rewarding wrongdoers who 
shield their assets through corporate misuse. Traditional 
remedies are unable to combat the types of fraud that 
give rise to reverse piercing claims and failure to adopt 
new remedies will lead to justice being “eluded by new 
schemes.”228 By permitting reverse piercing when (1) tra-
ditional remedies are inadequate (2) against both legal and 
equitable owners (3) with a capital investment exception 
for innocent shareholders, and (4) relying on preexist-
ing creditor priority rules, courts protect the interests of 
all involved parties. These factors, as detailed, are not so 
overbearing as to enfeeble this remedy, which is what has 
occurred with the “equitable results” approach. Instead, 
this analysis provides meaningful and objective measures 
by which a court can assess all the implications and cater 
to each one accordingly.
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128. In re Phillips, 139 P.3d 639, 645 (Colo. 2006).

129. C.F. Trust, Inc. v. First Flight Ltd. P’ship, 140 F. Supp. 2d 628, 642 
(E.D. Va. 2001).
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FRADULENT TRANSFER ACT. § 4(a) (1984). 

131. See BFP v. Resolution Trust Corp., 511 U.S. 531, 540–41 (1994).
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is Twyne’s Case, where Pierce, a debtor with a creditor’s action 
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became due.” U.F.T.A. §§ 4(a)(2)(i) & (ii) (1984).
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First, variable annuities provide a guaranteed distri-
bution of periodic income. An annuity may be structured 
so as to make payments for a period certain, but is more 
commonly structured as a “life annuity,” made payable for 
the duration of the lifetime of a designated “annuitant.” 
The income distribution schedule and amounts are typi-
cally fi xed at the time of annuitization, the point at which 
the contract owner agrees to freeze all or some of the funds 
invested in the accumulation phase and use them to com-
mence distributions in a payout phase. Thus, a fundamen-
tal characteristic of a life annuity is its ability to provide a 
guaranteed source of income lasting as long as the uncer-
tain lifetime of the annuitant. This offers a form of “lon-
gevity insurance,” protecting the designated benefi ciary 
against the possibility that the annuitant will outlive the 
assets available from the accumulated value of the invest-
ment at the point of annuitization. Given this framework, 
a purchaser of a variable annuity will often name the same 
person as both annuitant and benefi ciary, or will designate 
one person as the annuitant and his or her spouse, child, or 
other family member as the benefi ciary.

The second attractive feature of a variable annuity is its 
favorable tax treatment. Under the Internal Revenue Code, 
variable annuities owned by individuals may be invested 
during the accumulation phase in a tax-deferred manner,4 
much like a Roth 401(k). As a variable annuity is funded 
during the accumulation phase with after-tax dollars, any 
internal accumulation remains tax free. Once annuitized, 
any amounts withdrawn from the annuity during the 
payout phase over and above the amounts contributed are 
taxable. These market profi ts are taxed at ordinary income 
tax rates rather than capital gains rates. As such, the utility 
of the variable annuity is maximized if used as a long-term 
investment vehicle.

Third, a variable annuity typically includes a “Guaran-
teed Minimum Death Benefi t” (“GMDB”) to be provided 
to the benefi ciary upon the annuitant’s death. Usually, 
the life insurer offers a standard death benefi t provision 
already built into the base contract, generally guarantee-
ing the benefi ciary an amount no less than the greater of 
(1) the total face value of the account, or (2) the total of all 
premiums paid, minus any adjusted withdrawals from the 
account. Enhanced or “stepped-up” GMDB options are 
often available à la carte for additional fees, either as part 
of the annuity contract or as a contract rider. A stepped-up 
GMDB option may, for example, allow the customer to 
“lock in” the account’s face value as of a specifi ed date, if 
the account’s investments have been performing well. The 
issuer may also offer a “high water mark” or “anniversary 

I. Introduction
Variable annuities have traditionally been viewed as 

long-term investment vehicles that offer a number of desir-
able benefi ts, including a guaranteed future income stream, 
favorable tax treatment, and standard or enhanced death 
benefi ts paid to a benefi ciary in the event of untimely 
death. Savvy investors, however, claim to have discovered 
a “loophole” in these products, exploiting them to invest 
aggressively in the securities markets with the assurance 
that any short-term losses will be borne by the insurance 
company. To implement their strategy, they recruit ter-
minally ill individuals to serve as the measuring lives for 
annuities with built-in death benefi ts, which provide a 
full and prompt refund of the investors’ premiums if their 
high-risk investments go awry. This predation on sick in-
dividuals—who often claim not to have understood that 
their poor health was being exploited as a hedge against 
market losses by a total stranger—raises a signifi cant le-
gal question: should these “Stranger-Originated Annuity 
Transactions,” or “STATs,”1 be rescinded as unlawful wa-
gers on human lives, violating the well-established “insur-
able interest” requirement applied in life insurance cases? 
Examining the pertinent laws applicable to annuities and 
life insurance, persuasive arguments can be made that in-
surable interest laws apply to annuity products, and that 
stranger investors may not use the products to profi t from 
the deaths of other human beings.

II. The Product: Variable Annuities
A variable annuity is a product, primarily sold by life 

insurance companies, that incorporates certain features of 
an investment account and life insurance. Fundamentally, 
an annuity is a contract pursuant to which a purchaser 
agrees to make one or more premium payments to the is-
suer up front, during an “accumulation phase,” and the 
issuer agrees to make a series of payments thereafter, either 
to the purchaser or to a designated benefi ciary, during a 
“payout phase.” Thus, an annuity is essentially a loan from 
the purchaser that the insurer pays back over time. An 
annuity may be “fi xed,” meaning the insurance company 
promises to pay a minimum rate of interest or a set dollar 
amount for each periodic payment, or “variable,” allow-
ing the premiums to be invested in mutual funds or other 
options in the bond and equity markets.2 Variable annuity 
products offer a range of benefi ts that make them appeal-
ing to individuals interested in both preparing for retire-
ment and safeguarding against untimely death. Variable 
annuities typically offer three major categories of benefi ts: 
guaranteed income distribution, favorable tax treatment, 
and death benefi ts.3 

 Stranger-Initiated Annuity Transactions and the Case for 
Insurable Interest
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The most signifi cant problem posed by STOLI, howev-
er, is its noncompliance with the well-established require-
ment that a life insurance policy’s initial owner, benefi ciary, 
or both must possess an insurable interest in the life of the 
insured. This requirement is based on public policy and is 
designed to prevent wagering on human lives, which cre-
ates perverse economic incentives to hasten the insured’s 
death.11 As discussed in further detail below, nearly all 
states impose insurable interest requirements in a life 
insurance transaction. Due to the proliferation of STOLI 
practices in the last decade, many states have also recently 
enacted additional statutes specifi cally targeting STOLI 
transactions and clarifying that they violate the insurable 
interest requirement. For example, the California Insurance 
Code, as amended in 2009, defi nes entering into a STOLI 
arrangement as a “fraudulent life settlement act,”12 and 
defi nes “STOLI” to include any arrangement designed to 
“initiate the issuance of a life insurance policy in this state 
for the benefi t of a third-party investor who, at the time 
of policy origination, has no insurable interest, under the 
laws of this state, in the life of the insured.”13 A majority of 
states have already enacted legislation specifi cally target-
ing STOLI practices just in the past few years,14 with addi-
tional legislation in other states likely to follow.

Thus, the past few years have witnessed a fl urry of leg-
islation and an industry-wide spotlight on the STOLI issue. 
Legislators and life insurers, focusing their efforts solely on 
life insurance policies owned by strangers, apparently did 
not foresee that despite these tightened restrictions, some 
opportunistic investors would move on to exploit variable 
annuities in an analogous but unanticipated manner. 

IV. STATs
The life insurance industry is now facing a new 

challenge from brokers and investors orchestrating the 
purchase of variable annuities offered by life insurance 
companies, referred to as “Stranger-Originated Annuity 
Transactions,” or “STATs.” STATs are the subject of several 
well-publicized lawsuits currently pending in federal court 
in the District of Rhode Island,15 in which two life insur-
ance companies, Transamerica Life Insurance Company 
and Western Reserve Life Assurance Company of Ohio, 
claim to have been defrauded by STAT arrangements mas-
terminded by Rhode Island attorney Joseph Caramadre 
and carried out with the collaboration of investors and bro-
kerage fi rms.16 

Caramadre, a real-estate specialist, believed he had 
discovered a “loophole” in the variable annuity product 
that allowed its use to facilitate aggressive short-term in-
vestments.17 By locating individuals with extremely poor 
health and a short life expectancy who would be willing 
to act as “annuitants” for variable annuities with GDMBs, 
Caramadre realized that one could engage in high-risk, 
short-term investments with the expectation that any po-
tential losses would be borne by the insurance company 
upon the individual’s death. 

ratchet” option, which looks at the account face value on 
each contract anniversary date and guarantees a minimum 
GMDB based on the highest account value as of any of 
those dates. Or the company might offer a “roll-up” op-
tion, guaranteeing a minimum rate of return on the invest-
ed funds. Various combinations of these enhanced options 
may also be available. 

While other elective features may also be available for 
additional fees,5 these three main advantages—guaranteed 
income distribution, tax-deferred investment, and death 
benefi ts—are the defi ning features of a variable annuity. 
Because these products incorporate death benefi ts, as well 
as lifetime benefi ts whose duration is tied to the date of the 
annuitant’s death, they are often treated as an insurance 
contract, or as a hybrid product combining features of an 
investment product and life insurance. Whether a variable 
annuity is actually legally defi ned as life insurance varies 
from state to state, as discussed in further detail below. 

III. The Backdrop: STOLI
Before examining how the death benefi t component 

of variable annuities has been recently exploited to pursue 
risk-free investment opportunities by third-party investors, 
it is fi rst necessary to examine recent developments in the 
life insurance industry. 

Over the past decade, investors and agents have de-
veloped a gray market in life insurance known as Stranger 
Originated Life Insurance (“STOLI”).6 STOLI refers to any 
transaction or arrangement by which an investor seeks to 
purchase a life insurance policy on the life of an individual, 
typically an elderly insured, even though the investor does 
not have an insurable interest in the insured’s life. The 
investor typically pays the premiums and structures the 
transaction so that the investor obtains ownership of the 
policy, the benefi cial interest of a trust holding the policy, 
or otherwise secures control of the policy through a variety 
of clandestine transactions, enabling it to re-sell the policy 
or its controlling interest on the life settlement market. 
STOLI promoters use various methods to acquire interests 
in life insurance policies. The investor might agree to buy 
the policy outright from the insured on a pre-determined 
date, or purchase a benefi cial interest in a trust holding the 
policy .7 Or the policy might be funded by premium fi nanc-
ing for a period of two years (the typical statutory contest-
ability period of a life insurance policy), after which the 
insured is given the option of either paying off the loan, 
which typically has large administrative fees and a high 
interest rate, or surrendering the policy to the investor in 
full satisfaction of the loan.8 

STOLI practices pose signifi cant problems for the life 
insurance industry. STOLI often promotes fraud, incentiv-
izing investors and agents to encourage exaggeration of 
the insured’s net worth and income in order to qualify for 
larger death benefi ts,9 and sometimes takes place even 
without the knowledge or complicity of the insured.10  
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fl urry of recent statutory enactments relating to STOLI, 
legislatures have yet to expressly tackle STATs. The NAIC 
held hearings in May 2010 at which numerous groups, 
including the Life Insurance Settlement Association 
(“LISA”), the National Association of Insurance and Fi-
nancial Advisors (“NAIFA”), and the American Council of 
Life Insurers (“ACLI”), testifi ed in condemnation of STATs 
and described them as sharing many of the same troubling 
characteristics of STOLI practices, but not all groups were 
yet prepared to announce their support for implementing 
new regulation or legislation to directly address STATs.27 
Several state insurance departments have issued bulletins 
regarding the potential harms of STATs, but they have not 
openly condemned them as illegal per se, instead opting to 
merely warn life insurers and recommend the implementa-
tion of safeguards.28 

Courts have yet to resolve open questions regarding 
the legality of STATs. The Securities and Exchange Com-
mission is investigating Caramadre and his associates for 
possible violations of the securities laws,29 but that inves-
tigation is still ongoing. Outside of Rhode Island, several 
other lawsuits have been fi led involving disputes regard-
ing the validity and enforceability of stranger-initiated 
annuities, and whether insurance companies must remain 
bound to those contracts.30 However, only one court, the 
District of Rhode Island in dealing with Caramadre’s 
scheme, has thus far rendered a substantive decision di-
rectly addressing the validity of STATs, in Western Reserve 
Life Assurance Co. of Ohio v. Conreal LLC (hereinafter “Con-
real”).31 Moreover, that court’s conclusion, that the con-
tracts were not voidable for lack of insurable interest nor 
contestable on fraud grounds, is based on a tenuous inter-
pretation of Rhode Island statutes and, as discussed further 
below, raises more questions than it answers. Regardless, 
in at least forty-nine states, the question as to whether 
STATs should be viewed as analogous to STOLI policies, 
and potentially subject to rescission under existing insur-
able interest laws, remains a matter of fi rst impression.

VI. Comparing and Contrasting STATs and STOLI
STATs and STOLI arrangements share several key 

elements. For both types of transactions, a third-party in-
vestor is the real party in interest acquiring the product, 
despite having no familial relationship or other interest in 
the life of the individual insured or annuitant. Both also 
involve the exploitation of a product offered by life insur-
ance companies, and both involve products that guarantee 
a death benefi t. But obvious distinctions also exist between 
life insurance policies and variable annuities worth consid-
eration before addressing whether STATs should be subject 
to insurable interest requirements.

First, life insurance policies and variable annuities trig-
ger different fi nancial obligations on the part of the issuing 
insurer during the named individual’s lifetime and after 
his or her death, and thus implicate different interests for 
the insurer with respect to that individual’s longevity. In 
the case of life insurance, the insurer hopes to benefi t by 

To implement their strategy, STAT originators like 
Caramadre fi rst seek out potential annuitants with termi-
nal illnesses, recruiting such individuals through a number 
of unsavory methods that have drawn national attention. 
Caramadre, for example, published advertisements in 
the Rhode Island Catholic, an offi cial diocese publication, 
stating “Terminal Illness? $2,000 in CASH, Immediately 
Available.”18 The ads further promised that the funds were 
offered by “a compassionate organization [hoping] to 
provide fi nancial assistance for those near death.”19 STAT 
originators also target church patrons and workers and pa-
tients in nursing homes, hospices, and hospitals, circulat-
ing fl yers or through direct solicitation20 and generally of-
fering between $2,000 and $5,000 for their participation.21 

Once a terminally ill individual is identifi ed, the STAT 
originator arranges for a licensed agent of an annuities 
brokerage fi rm to provide and sign an application for a 
variable annuity, designating an investor as the owner 
and benefi ciary and having the terminally ill individual 
serve as the annuitant. The annuitization date is usually 
far enough in the future that a terminally ill annuitant will 
likely never receive an annuity payment. STAT sponsors 
opt on the application for either a standard or stepped-up 
GMDB, guaranteeing that the benefi ciaries will receive 
a death benefi t totaling at least the amount of premiums 
paid, and in some cases also purchasing additional en-
hanced benefi ts.22 The GMDB acts as a safety net, allowing 
the investor to make aggressive investments within the 
variable annuity with the expectation that, if they do not 
perform well, the insurance company will pay out at least 
the total of all premiums paid upon the annuitant’s death. 

V. The National Response
STATs have been widely criticized since coming to 

national attention over the past two years, with particular 
focus on the disturbing manner in which terminally ill 
annuitants are recruited. Often, the individuals or their 
families claim to have been misled about the nature of 
the arrangement, believing that the solicitors were simply 
offering charity.23 As one such individual later testifi ed 
to the National Association of Insurance Commission-
ers (“NAIC”), “What if I die now? He’s going to collect. I 
don’t want to see him get that kind of money. Not for bod-
ies. I’m not going to sell my body.”24 Another individual 
testifi ed to a federal grand jury that Caramadre and his 
associates never mentioned annuities at all, and never told 
him that someone would profi t from his wife’s death, say-
ing, “They preyed on the sick and the weak at a vulnerable 
time.”25 The plaintiffs in the Rhode Island cases have even 
alleged that some of the annuitants’ signatures may have 
been forged.26 

However unsavory and exploitative STAT tactics may 
appear, questions still remain regarding their legality. The 
similarities between STATs and STOLI practices are obvi-
ous, particularly their exploitation of elderly or ill indi-
viduals for the profi t of investors with no genuine interest 
in the continued life of those individuals. But despite the 
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ability in life insurance contracts.37 But although state 
statutes sometimes allow insurers to also provide for up 
to two years of contestability for annuity contracts,38 some 
insurers still opt for a shorter contestability period and 
choose to make their annuity contracts incontestable from 
the date of contract issuance.39 Again, such business deci-
sions refl ect the perceived self-selective nature of annuity 
applicants, and demonstrate how insurers simply did not 
foresee how variable annuity products might be exploited 
by stranger investors. 

The Conreal opinion shows that such business deci-
sions may come back to haunt the insurer. There, the court 
determined that the fact that the insurers drafted their 
annuity contracts as incontestable from the “policy date” 
foreclosed any argument by the insurers that the policies 
should be rescinded due to fraud.40 Notably, the court 
still allowed the insurers to pursue fraud claims seeking 
damages from Caramadre and his associated sponsors, 
agents, and brokers, noting that “unlike Harry Potter’s 
‘Invisibility Cloak,’ which could conceal not only Harry, 
but anyone who wore it,” the incontestability clauses could 
not be invoked by third parties to the contract.41 But as to 
the owners of the annuities, and the validity of the con-
tracts themselves, the court dismissed all fraud claims as 
incontestable.42

Still, despite these varied distinctions, a key functional 
similarity between a life insurance policy and a variable 
annuity with a GMDB remains: both products provide a 
death benefi t, and if purchased by a stranger investor, can 
therefore be exploited to provide a signifi cant monetary 
payout upon the death of an individual in whom the pur-
chaser has no insurable interest.

VII. Legal Distinctions Between “Insurance” and 
“Annuities”

Before addressing whether insurable interest rules 
should apply to annuity products, it must be noted that 
courts have long recognized various legal similarities and 
distinctions between life insurance policies and variable 
annuities, and in various contexts. Courts have treated the 
two types of products differently for such varied purposes 
as to compel issuers of variable annuities to comply with 
securities laws,43 to allow national banks to sell annuities,44 
or to address their tax treatment.45 But as the Seventh Cir-
cuit noted after examining numerous cases and treatises 
addressing the similarities and differences between insur-
ance and annuity products, “[t]he most we can conclude 
from these long lists of cases and treatises is that annuities 
are not exactly insurance policies, but that the two have 
multiple similarities. Thus courts and treatise writers have 
stated that the two products are different in some situa-
tions, and the same in others.”46 The court then concluded 
that “none of the cases or treatises authoritatively answers 
the question that we must decide.”47 While the issue before 
that court is not pertinent here,48 it demonstrates that given 
the numerous similarities and differences between the two 

continuing to receive premium payments for the duration 
of the insured’s life. As such, insurance companies have a 
clear interest in obtaining more thorough information from 
applicants seeking life insurance that will enable them to 
more accurately assess the mortality risk of persons and 
determine proper risk classes for each policy, so as to maxi-
mize average expected profi ts. 

By contrast, issuers of variable life annuities only 
continue to receive premium payments during the accu-
mulation phase, but not after the contracts are annuitized. 
Moreover, before STAT exploitation, the only perceived 
profi table use of variable annuities was for long-term 
investments. Customers who purchase annuities were 
therefore viewed as self-selecting, being highly unlikely 
to commit large proportions of their funds to a long-term 
investment if their health was poor.32 Thus, for a typical 
non-STAT annuity with a GMDB, the initial mortality rate 
is roughly 1%.33 Based on this risk assessment, most insur-
ers did not see a need to engage in extensive underwriting, 
and structured their variable annuity applications and 
contracts accordingly, unaware that the mortality risk for a 
STAT, by defi nition, would approach 100%.34 Thus, insur-
ance companies have historically had comparatively few 
fi nancial incentives to examine a prospective annuitant’s 
health or life expectancy, and thus do not engage in the 
same degree of underwriting they ordinarily require of 
prospective insureds. 

These different underwriting requirements may make 
it more diffi cult for an insurer to prove fraud in a STAT 
case than in a STOLI case. STOLI disputes are likely to in-
volve more clear evidence of fraud and misrepresentation, 
given that applicants must answer direct questions on the 
policy applications regarding their medical condition and 
fi nances. Annuity applications often do not ask such ques-
tions. Of course, the evidence in a particular STAT case 
may still show express misrepresentations, or a failure to 
disclose the annuitant’s failing health or the fact that the 
benefi ciary and the annuitant are total strangers, despite a 
duty to do so. The Rhode Island plaintiffs, for example, al-
lege that Caramadre set up a relatively low initial premium 
on the application, invested conservatively, to avoid arous-
ing the suspicions of the insurer, and then, after issuance, 
dramatically increased the premium payments and trans-
ferred the funds into riskier investment options.35 Carama-
dre and his associates, however, respond that the insurer 
does not request medical information or inquire about the 
relationship between the annuitant and the benefi ciary, 
and argue that the application, contract, or prospectus is 
silent on such issues.36 

Another key difference between life insurance poli-
cies and variable annuities relates to the duration of the 
contract’s contestability period. Life insurance policies 
typically have clauses providing that they are contestable 
on grounds of material misrepresentation for a period of 
two years, and most states have enacted statutes requiring 
insurers to promise no more than two years of contest-
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and apply pre-existing insurable interest requirements, 
which are based on public policy and common law. 

California’s new 2009 legislation, for example, added 
a subsection providing that certain STOLI arrangements 
through the use of trusts or special purpose entities “vio-
late the insurable interest laws and the prohibition against 
wagering on life,”59 plainly recognizing and referring to 
pre-existing legal standards. Another provision in the 
same section, which existed both before and after the 2009 
amendment, adds, “[t]his section shall not be interpreted to 
defi ne all instances in which an insurable interest exists.”60 
In other words, the California legislature recognized that 
the contours of the insurable interest laws were incapable 
of being precisely defi ned by statute. To expect otherwise 
of state legislators is unreasonable, particularly in a mod-
ern world where investors continue to invent new and un-
anticipated ways to exploit human lives for profi t. Thus, by 
specifi cally prohibiting certain STOLI practices in 2009, the 
California legislature was not trying to fi x a pre-existing 
statutory loophole or create a new rule of law, but to con-
fi rm that a new, previously unforeseen type of transaction 
was of a nature that violated existing laws.

When examining the scope of state laws on insurable 
interest, courts should therefore be mindful not only of 
pertinent statutes and case law, but also of the fundamen-
tal public policy interests underlying those statutes and 
judicial opinions. Such interests are implicated no dif-
ferently by STATs than by STOLI policies, both of which 
are structured to provide a death benefi t to a third-party 
investor who stands to gain fi nancially from the death of a 
human being. The twin public policy rationales historically 
given for the insurable interest requirement—prohibiting 
the morbid practice of gambling on human lives and elimi-
nating a perverse incentive to commit murder (sometimes 
called the “moral hazard” rationale)—have in some circles 
been attacked as no longer being compelling concerns in 
a modern world.61 However, as demonstrated by the ea-
gerness of modern legislatures to enact laws prohibiting 
STOLI practices,62 modern societies do apparently continue 
to believe that wagers on human lives by disinterested in-
vestors still pose a legitimate threat to the public interest.63

STAT cases create these same risks; indeed, at least one 
STAT plaintiff has alleged that the annuitant had voiced 
fears that STAT originators sought to kill her.64 Although it 
may arguably be diffi cult to imagine a white-collar STAT 
investor carrying out or orchestrating a calculated killing 
for profi t, the moral hazard public policy rationale has nev-
er targeted a specifi c demographic of suspected would-be 
murderers. Indeed, such temptations could theoretically be 
exacerbated in STAT cases, given the volatility of the stock 
market. One might imagine, for example, a sudden down-
turn decimating the investor’s high-risk portfolio, and 
an urgent need for cash fl ow that a GMDB payout might 
provide. Although STAT annuitants are selected with the 
expectation that they will pass away soon, the uncertainty 
as to the timing of that passing may prove frustrating for 

types of products, any analysis of whether they should be 
treated similarly or differently depends entirely upon the 
nature of the legal issue being considered. Here, the salient 
question is whether insurable interest requirements should 
apply to both products.

VIII. Public Policy Reasons for Requiring Insurable 
Interest for Variable Annuities

A review of the historical development of the insur-
able interest requirement suggests that it should apply 
equally to variable annuities with GMDBs for the same 
reasons it applies to life insurance policies. The require-
ment was fi rst imposed in eighteenth-century Great Britain 
in an effort to combat the so-called “dead pools” or “death 
pools” popular at the time, in which aristocratic gamblers 
wagered on when royals and other celebrities would die 
fi rst.49 Prior to 1750, the common law had only condemned 
wagers on human life when accompanied by a criminal 
act, such as murder to collect on a policy.50 In the third 
quarter of the eighteenth century, however, gambling on 
human life began to be seen as an independent moral haz-
ard, a concern plausibly related to growing unease over 
slavery and the concept of traffi cking in the commerce of 
human lives.51 Thus, Parliament enacted the Life Assur-
ance Act in 1774, holding that any insurance policy made 
to benefi t a person who had “no interest” in the life of the 
person insured would be deemed “null and void.”52

This insurable interest requirement was reinforced 
in the common law of the United States as a matter of 
public policy. For example, the United States Supreme 
Court recognized this public policy requirement in 1881 in 
Warnock v. Davis, explaining that without such an interest, 
“the contract is a mere wager, by which the party taking 
the policy is directly interested in the early death of the 
assured. Such policies have a tendency to create a desire 
for the event.”53 The Supreme Court reiterated the same 
concerns in Grigsby v. Russell, a 1911 opinion rendered by 
Justice Oliver Wendell Holmes: “[a] contract of insurance 
upon a life in which the insured has no interest is a pure 
wager that gives the insured a sinister counter interest in 
having the life come to an end.”54 The “very meaning” of 
insurable interest, Justice Holmes explained, “is an interest 
in having the life continue.”55 Recent court decisions ad-
dressing STOLI disputes have reiterated these principles 
in holding that modern statutes imposing insurable inter-
est requirements are based on these fundamental public 
policy concerns.56 

Thus, although the insurable interest requirement has 
since been incorporated into the insurance codes of nearly 
every state,57 the requirement is not a creature of statute. 
As the Supreme Court recognized in Warnock, the prohibi-
tion on the wagering on human lives is founded in public 
policy, “independently of any statute on the subject.”58 
This distinction is refl ected in recent statutory amend-
ments addressing STOLI cases, which are typically worded 
so as to refl ect that insurable interest statutes recognize 
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annuity,” have not been held void.70 But a “transfer of an 
annuity” is an entirely different type of transaction from a 
STAT. An annuity purchaser buys the right to receive annu-
ity payments lasting as long as the duration of the annui-
tant’s life, and thus has every hope that the annuitant stays 
alive. STAT originators, by contrast, set up the transaction 
from its inception so as to benefi t the investor when the 
annuitant dies. Not until recently, and certainly not in 1877, 
could the Rhode Island Supreme Court have anticipated 
that annuities could be exploited in a manner which gave a 
stranger a contractual right to benefi t from another’s death.

In fact, the Conreal court went out of its way to delib-
erately skirt the question regarding the pertinence of the 
moral hazard rationale. The court did briefl y acknowledge 
the possibility that STATs may create a “temptation to 
shorten life,”71 but did not go on to consider whether such 
a danger was of public concern. Instead, the court focused 
its discussion solely on a critique of the plaintiff insurers 
for their failure to ensure that their application procedures 
screened for insurable interest.72 Thus, by censuring the 
insurers for the fact that they did not foresee how variable 
annuity products might be exploited by investors recruit-
ing terminally ill annuitants,73 the court sidestepped the 
more important question of whether there existed a valid 
public interest in eliminating an incentive to shorten life.

Further, the Conreal opinion is based on a tenuous in-
terpretation of the pertinent state statutes. It noted that the 
Rhode Island Insurance Code had separately defi ned the 
terms “life insurance” and “annuities,”74 but failed to ex-
amine why that distinction mattered in the STAT context. 
As noted above, although treatises and cases alike con-
clude that the products are similar in numerous respects, 
various reasons exist for distinguishing between the two 
products in certain contexts, such as for purposes of taxa-
tion or securities registration. Thus, while many states 
defi ne “life insurance” as including annuities, others, like 
Rhode Island, have defi ned the term differently.75 The key 
question, then, is not whether annuities “are” insurance 
products, but whether certain rules historically applied to 
insurance policies should also apply to annuity contracts 
that have only recently begun to be used in a similar man-
ner. There is no evidence that the Rhode Island General 
Assembly defi ned the terms “life insurance” and “annuity” 
for the purpose of excluding annuities from insurable in-
terest requirements. 

The Conreal court, however, asserted that the General 
Assembly “reinforced the statutory distinction” between 
the two when it failed to mention annuities in the Life 
Settlements Act (“LSA”), which addressed STOLI prac-
tices.76 But as noted above,77 Rhode Island is but one of 
many states to recently enact STOLI legislation. Like many 
other states, the General Assembly based the LSA on a 
model act recommended by the National Conference of 
Insurance Legislators.78 The model act and the LSA were 
both drafted well before STATs came to national attention 
in the past two years. Thus, it is likely that the omission of 

an investor with substantial sums invested in a fl uctuating 
market. A STAT investor might even have fewer qualms 
about orchestrating the carrying out of such a deed given 
the individual’s terminal illness. The objective of the public 
policy is simply to eliminate such incentives that could 
conceivably result in disastrous consequences.

Another public policy concern that supports an insur-
able interest requirement for STATs is their negative impact 
on the market itself. The other parties to a STAT inves-
tor’s high-risk speculation do not know that the investor 
is not actually undertaking such risks, given its concealed 
knowledge of the GMDB safety net. Such conduct may 
expose the investor to liability to such third parties, and, 
as in Caramadre’s case, may also invite investigation by 
the S.E.C. But it can also be seen as suffi ciently damaging 
to the market to justify another public policy rationale for 
preventing STATs. The securities laws themselves, and re-
lated doctrines such as the fraud-on-the-market theory, are 
based on similar public policy concerns that the integrity 
of the securities markets requires a “philosophy of full dis-
closure.”65 The imposition of an insurable interest require-
ment for STATs would be an effective way to reduce such 
risks. 

With the exception of this last proposal for a market-
based justifi cation, the other public policy interests noted 
above are well-established and provide the basis for cur-
rent statutes codifying insurable interest requirements. As 
examined below, these public policy concerns are not in 
confl ict with such statutes. These concerns, however, were 
inexplicably ignored by the Rhode Island District Court in 
Conreal.

IX. The Flawed Analysis in Conreal 
Conreal is the sole judicial opinion thus far addressing 

the applicability of the insurable interest requirement to 
stranger-originated variable annuities. The justifi cation for 
that conclusion, however, is fl awed in several respects.

First, the court assumed that the insurable interest re-
quirement only applied to products fi tting statutory defi ni-
tions of “insurance.”66 The court presupposed that the sole 
basis for the requirement was statutory, citing a provision 
in the state insurance code prohibiting the procurement 
of an “insurance contract” without an insurable interest.67 
Thus, the court’s entire discussion is framed exclusively 
within the limited confi nes of an analysis of whether annu-
ities can be considered “insurance products” or as “hybrid 
products” under statutory defi nitions.68 But the court did 
not seriously consider the possibility that other non-stat-
utory bases for an insurable interest requirement existed 
based on common law and public policy.69 

The court did briefl y examine state cases in seeking to 
differentiate annuities from life insurance, quoting an 1877 
Rhode Island Supreme Court decision noting that other 
transactions resulting in “speculation upon the chances of 
human life,” such as “when a man takes a transfer of an 
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surprising, given the very recent advent of STATs—but 
the fact that these thirteen states defi ne annuities as insur-
ance suggests that courts confronted with STAT disputes 
in those states would have little choice but to distinguish 
Conreal.

But the second consideration in examining state stat-
utes is far more important: regardless of whether a state 
legislature or court has chosen to defi ne the products sepa-
rately, the language of the state’s insurable interest laws 
may already be broad enough to cover annuities. Many 
states do not expressly defi ne annuities as insurance, and 
sometimes even defi ne them as separate products, but their 
insurance codes still make clear that insurable interest re-
quirements apply to annuities. For example, New Jersey’s 
insurable interest statute, like Nebraska’s, explicitly applies 
to annuities97 even though the code elsewhere defi nes 
them as separate from insurance products.98 In other states, 
it is clear from the structure of the code that the insurable 
interest requirement applies to annuities. For example, 
Arizona’s insurance code provides, “[e]xcept as exemption 
or other provision is made, all provisions in this title ap-
plicable to life insurance shall be deemed applicable also to 
annuities.”99 That title includes an insurable interest statute 
that does not make any “exemption or other provision” 
excluding annuities from the requirement.100 This type 
of statutory framework is especially common. Eighteen 
states, including Alabama,101 Alaska,102 Arizona,103 Arkan-
sas,104 Delaware,105 Georgia,106 Idaho,107 Indiana,108 Ken-
tucky,109 Louisiana,110 Maine,111 Maryland,112 Nevada,113 
New Jersey,114 Oklahoma,115 South Dakota,116 Utah,117 and 
Wyoming,118 similarly have enacted statutes that either 
expressly state, or whose structure and placement in the 
code imply, that annuities are subject to the same insurable 
interest requirements as life insurance policies. 

Altogether, this review indicates that thirty-one of 
the fi fty states either expressly defi ne annuities as insur-
ance products or otherwise indicate that insurable interest 
requirements apply to annuities. In each of these states, 
strong arguments could be made that insurable interest 
requirements already apply to STATs under existing law. 

Such arguments might also be made as to some variable 
annuities in Hawaii and Washington, which have devel-
oped an interesting approach to the defi nitional question 
that is of direct relevance to STATs. Both states have enact-
ed statutes providing that whether life insurance rules ap-
ply to annuities depends on the nature of the death benefi t. 
If the GMDB is “not in excess of the greater of the sum of 
the premiums or stipulated payments paid under the con-
tract or the value of the contract at time of death,” the pro-
vision “shall not be deemed to be life insurance and there-
fore not subject to the provisions of this code governing 
life insurance carriers.”119 But “[a] provision for any other 
benefi t on death during the deferred period shall be subject 
to such insurance provisions.”120 Presumably, that would 
include being subject to insurable interest laws.121 Thus, 
in these states, a STAT that is limited to a standard GMDB 

any reference to STATs in the LSA was not a conscious ex-
clusion, but a refl ection of the fact that the legislature was 
simply unaware that variable annuities could similarly be 
exploited by stranger investors.

Moreover, the language of the LSA itself again in-
dicates that insurable interest legislation is designed to 
codify pre-existing insurable interest requirements. Like 
the California anti-STOLI legislation cited above, Rhode 
Island’s LSA provides that STOLI arrangements through 
the use of trusts “violate insurable interest laws and the 
prohibition against wagering on life.”79 Thus, the statute 
sought to clarify that STOLI arrangements violate exist-
ing laws, not to announce that all other hitherto-unknown 
schemes to wager on human life were fair game.

Further, even if it were true that the court was con-
strained by the statutory language to restrict insurable 
interest requirements to “insurance” or “hybrid” products, 
the court still erred in concluding that they were not hy-
brid products, contending that GMDBs merely “sweeten 
the deal.”80 While that might be the case for non-STAT an-
nuities, where the purchaser expects the annuitant to live 
long enough to justify pursuing a traditional investment 
strategy, the GMDB is a fundamental component of a STAT 
transaction. By placing a wager on whether aggressive in-
vestments will turn a profi t before a stranger dies, and put-
ting the entire risk of loss on the insurance company, STAT 
promoters have certainly made the life insurance compo-
nent of the scam more than a mere “ancillary perk.”81 

X. A Survey of State Laws Relating to Annuities 
and Insurable Interest

Conreal is the sole judicial opinion thus far rendered 
that examines whether insurable interest requirements 
might apply to variable annuities. But even if later Rhode 
Island courts or statutes do not overrule or contradict its 
holding, Conreal does not necessarily spell disaster for in-
surers or annuitants wishing to declare STATs void under 
the laws of other states. An examination of other statutory 
schemes and related case law reveals that the framework 
underlying Conreal’s conclusion is not at all typical, and 
that in each state, suffi cient statutory or common-law au-
thority may already exist to support contrary conclusions. 

Two considerations are important in this analysis. 
First, how states defi ne the terms “life insurance” and “an-
nuities” may or may not indicate whether the legislature 
intended that the latter should be treated as insurance 
products. Thirteen states, including California,82 Colo-
rado,83 Florida,84 Illinois,85 Michigan,86 Mississippi,87 Ne-
braska,88 New Mexico,89 North Dakota,90 South Carolina,91 
Tennessee,92 Texas,93 and West Virginia,94 have statutes 
or case law that expressly defi ne annuities as insurance 
products. Further, their rules relating to insurable interest 
do not seek to carve out annuities or other specifi c types 
of insurance products.95 Nebraska even expressly includes 
annuity contracts in its insurable interest statute.96 Other 
states are not quite as explicit as Nebraska—which is not 
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civil actions relating thereto, such as for forging annuitant 
signatures,143 paying money in exchange for such signa-
tures,144 or insurance fraud.145

Insurance companies should be well-prepared for the 
possibility that courts and juries may be skeptical of insur-
ers’ claims because of companies’ failure to eliminate the 
potential risks of STATs. Insurers draft the annuity appli-
cations, contracts, and prospectuses. They do not request 
additional information or engage in thorough underwrit-
ing before issuing a variable annuity. They control the as-
sumptions used to set prices for the annuity fees, and have 
decided that the annuitant’s health is not a relevant factor. 
Yet, none of these arguments should have any impact on 
whether a court is willing to enforce the public policy that 
is part and parcel of an insurable interest analysis. Further, 
insurers might contend that they had no way of know-
ing that their annuity products would be exploited in this 
manner, and that their business decisions regarding the 
degree of underwriting needed were reasonable in light 
of historically low mortality rates for annuity applicants. 
Even Conreal, after condemning the insurers for their lack 
of foresight in declining to recognize an insurable interest 
requirement,146 still allowed the insurers to proceed with 
their fraud claims against the non-owner defendants de-
spite their not having specifi cally asked for the information 
withheld.147 

Conreal also acknowledged additional arguments for 
voiding the contracts that, like insurable interest, could 
“rope the owners back into the lawsuits” despite the con-
testability clauses.148 The plaintiff insurers raised argu-
ments that the contracts might be void due to forgery of 
the annuitant’s signatures and fraud in the factum, based 
on the theory that the annuitants were tricked into signing 
without knowing the contracts’ true nature or contents. 
The court declined to address the merits of such argu-
ments, noting that the complaints had failed to adequately 
plead such claims, but it did grant them leave to amend.149 
Importantly, the court recognized that such forgery or 
fraud in the factum could render the annuity contracts 
“void and not merely voidable,” thus depriving the own-
ers of their incontestability defense because the pertinent 
clauses “never would have come into effect.”150 Thus, de-
pending on the facts of a particular STAT case, such argu-
ments could certainly be made to suggest that the annuity 
contracts were not validly formed and should be held void.

One other potential argument relating to valid con-
tract formation is also worth discussing, that there was no 
meeting of the minds between the owner and the insurer. 
In other words, the insurer might contend that there was a 
mistake of fact—that the insurer reasonably believed that 
the selected annuitant was a typical, self-selecting indi-
vidual whose life expectancy would be of suffi cient dura-
tion to justify the long-term investment strategy ordinarily 
expected of the variable annuity product. Mistake argu-
ments, however, have historically been rejected in cases 
involving annuitants whose health problems were un-

allowing it to pursue risk-free investment, with a safety net 
promising only a premium refund, would arguably not be 
subject to insurable interest requirements, whereas a STAT 
with an enhanced or “stepped-up” death benefi t, such as 
the “lock in,” “anniversary ratchet,” or “roll-up” options 
described above, would more clearly run afoul of insurable 
interest requirements.

Insurers seeking to rescind STATs in the remaining 
seventeen states will have to deal with a variety of statutes 
and cases—or, in some states, an absence thereof—that 
may make it more diffi cult to establish that insurable inter-
est is required for variable annuities. Eight of these states—
including Connecticut,122 Minnesota,123 Missouri,124 Mon-
tana,125 New York,126 North Carolina,127 Vermont,128 and of 
course, Rhode Island— present a statutory framework sim-
ilar to that considered in Conreal. In those states, statutes 
defi ne annuities as separate products from life insurance, 
but do not explicitly speak to the issue of whether insur-
able interest laws apply to those separately defi ned annui-
ties. But again, that fact does not necessarily suggest that 
the legislatures in those seventeen states meant to exclude 
STATs. Rather, it suggests only that those legislatures have 
not yet been confronted with the possibility that variable 
annuities might be exploited by strangers lacking insurable 
interests in the lives of terminally ill annuitants.129 Four 
other states, including Massachusetts,130 Oregon,131 Vir-
ginia,132 and Wisconsin,133 have insurable interest statutes 
whose phrasing or placement in the code suggests that the 
legislature did not intend them to apply to annuities. And 
fi nally, as to the last fi ve states—Iowa,134 Kansas,135 New 
Hampshire,136 Ohio,137 and Pennsylvania138—the statutory 
framework and case law do not provide a concrete answer. 

While this review does not exhaustively examine every 
potentially pertinent statute or case in each state, it at least 
suggests that Conreal should not necessarily be viewed as a 
dangerous precedent or as an invitation to STAT promoters 
to target other markets. Because Rhode Island’s statutory 
scheme is unlike those of most other states, Conreal is easily 
distinguishable.139 

XI. Other Potential Issues in STAT Disputes
Even if a STAT dispute does not result in judicial 

rescission of the annuity contract on insurable interest 
grounds, other potential arguments might be made by 
insurers seeking to recover market losses paid to the inves-
tors in the form of GMDBs, such as by bringing causes of 
action for fraud or material misrepresentations. The an-
nuity contract’s contestability clause may bar such claims 
against the contract owner. However, courts may, as in 
Conreal, still allow insurers to seek fraud damages from 
the other various sponsors, agents, and collaborators in 
STAT schemes.140 An insurer might also claim that conduct 
by participating agents breached brokerage service agree-
ments with the company,141 or a covenant of good faith 
and fair dealing implied in such contracts.142 STAT promot-
ers might also be subject to criminal liability and potential 
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3. See Variable Annuities: What You Should Know, U.S. SECURITIES 
AND EXCHANGE COMMISSION, http://www.sec.gov/investor/pubs/
varannty.htm#vch (last visited Mar. 24, 2012). http://www.sec.gov/
investor/pubs/varannty.htm#vch.

4. See 26 U.S.C. § 72 (2012).

5. Insurers may, for example, offer various guaranteed lifetime benefi ts 
for an additional charge, such as a guaranteed minimum income 
benefi t (“GMIB”) promising a minimum income stream during 
the payout phase, or a guaranteed minimum accumulation benefi t 
(“GMAB”) pursuant to which after a set period of time (usually 
10 or 20 years), the account’s value may be reset to a guaranteed 
accumulation amount. Insurers also sometimes offer “bonus credit” 
features, such as a promise to add a bonus contribution to the 
accumulated value based on a specifi ed percentage of purchase 
payments, typically ranging from 1% to 5%. 

6. Also referred to as Investor-Owned or Stranger-Owned Life 
Insurance (“SOLI” or “IOLI”).

7. See Life Prod. Clearing House, LLC v. Angel, 530 F. Supp. 2d 646, 
649 (S.D.N.Y. 2008) (describing a STOLI scheme whereby policy was 
owned by an irrevocable trust and the insured, who had initially 
named himself as trust benefi ciary, sold his benefi cial interest to a 
funding third-party investor shortly after policy issuance). 

8. See Lincoln Nat. Life Ins. Co. v. Calhoun, 596 F. Supp. 2d 882, 885 
(D.N.J. 2009) (describing a “typical STOLI transaction” as involving 
an up-front cash payment in exchange for a promise of a future 
sale of the policy, use of a trust to hold the policy, and funding of 
premiums through non-recourse premium fi nancing).

9. See, e.g., Settlement Funding, LLC v. AXA Equitable Life Ins. Co., 
No. 06 CV 5743, 2010 WL 3825735, at *1 (S.D.N.Y. Sept. 30, 2010) 
(describing a STOLI policy on life of elderly insured that was based 
on an application claiming that she had a net worth in excess of $12 
million, even though she lived in an apartment and had assets of 
less than $100,000).

10. See, e.g., id. (explaining that evidence showed that the insured’s 
signature was forged on a trust agreement, and that insured was 
not in the same state as where the agreement was purportedly 
signed, and notary had never met the insured or notarized the trust 
agreement).

11. Warnock v. Davis, 104 U.S. 775, 779 (1881) (explaining that the 
insurable interest requirement was a matter of public policy to 
avoid the issuance of life insurance where the party taking the 
policy has a direct interest in the early death of the assured).

12. Cal. INS. CODE § 10113.1(g)(1)(B) (West 2010).

13. Id. § 10113.1(w) (“Trusts that are created to give the appearance of 
insurable interest and that are used to initiate policies for investors 
violate insurable interest laws and the prohibition against wagering 
on life.”); see also id. § 10110.1(e) (same).

14. At least twenty-seven states thus far have enacted statutes 
specifi cally defi ning and prohibiting STOLI practices, nearly all 
since 2008, including Arizona, Arkansas, California, Connecticut, 
Georgia, Hawaii, Idaho, Illinois, Indiana, Iowa, Kansas, Kentucky, 
Maine, Minnesota, New Hampshire, New York, North Dakota, 
Ohio, Oklahoma, Oregon, Rhode Island, Tennessee, Utah, Vermont, 
Washington, West Virgina, and Wisconsin. See ARIZ. REV. STAT. ANN. 
§ 20-443.02 (2012) (prohibiting STOLI); ARK. CODE ANN. § 23-81-
802(24) (2011) (defi ning STOLI as an unlawful practice); CAL. INS. 
CODE §§ 10113.1(g)(1)(B) and (w) (West 2012) (describing STOLI as 
fraudulent life settlement act); CONN. GEN. STAT. §§ 38a-465 (2012) 
(defi ning STOLI) and 38a-465j (stating that entry into any practice or 
plan that involves STOLI constitutes fraud); GA. CODE ANN. § 33-59-
2(24) (2011) (defi ning STOLI as unlawful practice); HAW. REV. STAT. 
ANN. §§ 431E-2 (defi ning STOLI) and 431E-24 (prohibiting entering 
into any practice or plan that involves STOLI); IDAHO CODE ANN. 
§§ 41-1951(15) (2012) (defi ning STOLI) and 41-1962(1) (prohibiting 
any act that constitutes or promotes STOLI); 215 ILL. COMP. STAT. 
159/5 (2011) (defi ning STOLI), 215 ILL. COMP. STAT. 159/50 (2011) 
(prohibiting entering into STOLI) and ILL. COMP. STAT. 159/72 (2011) 
(explaining that crime of life settlement fraud includes entering into 

known at the time of the annuity purchase.151 Such cases 
might theoretically be distinguished based on the fact that 
they were mutual mistake cases brought by unknowingly 
ill annuitants,152 while STATs involve a unilateral mistake 
on the insurer’s part. But the problem with a unilateral 
mistake argument, again, is the insurer’s typical decision 
not to inquire as to the annuitant’s health. The Restatement 
of Contracts, for example, holds that the mistake of one 
party makes a contract voidable only when the mistaken 
party does not “bear the risk of the mistake.”153 It further 
explains that a party does bear the risk of a mistake—and 
thus, is not entitled to rescission—if “he is aware, at the 
time the contract is made, that he has only limited knowl-
edge with respect to the facts to which the mistake relates 
but treats his limited knowledge as suffi cient.”154 An insur-
er invoking the “meeting of the minds” argument should 
be prepared to address these considerations.

In sum, various remedies might be sought from col-
laborators in STAT schemes. Insurers may even in some 
cases be able to establish that the contracts should be held 
void for fraud vis-à-vis the annuitant. But if the annuitant 
did participate knowingly, or there is not enough evidence 
to prove otherwise, rescission of a STAT contract will likely 
hinge on whether the insurable interest requirement ap-
plies to variable annuities under applicable state laws.

XII. Conclusion
STAT investors exploit a practical loophole in the vari-

able annuity product, but it is far from clear whether there 
exists a legal loophole making such exploitation lawful. To 
address the former, insurance companies should consider 
whether it still makes business sense to continue to en-
gage in limited underwriting of annuity applications, and 
whether contestability clauses in their annuity contracts 
should be revised. With respect to the latter, however, it 
is not yet clear how legislatures and courts will address 
the issue. Insurable interest requirements at common law 
and based upon public policy concerns may, depending 
on the laws of the pertinent jurisdiction, arguably already 
prohibit any stranger-originated contracts that enable the 
stranger to benefi t from the death of another human being. 
Insurers may also pursue a number of other arguments if 
considering legal actions against the STAT originators and 
agents, but rescission of the annuity contracts will in many 
cases hinge on how courts choose to interpret the scope of 
existing insurable interest laws.
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to one with no insurable interest. While Warnock invalidated an 
assignment of ninety percent of a policy’s proceeds executed 
contemporaneously with the application for the policy (104 U.S. at 
779-80, 26 L. Ed. at 924), Grigsby clarifi ed that a lack of insurable 
interest on the part of a prospective assignee does not bar the sale 
of an in-force life insurance policy. Grigsby, 222 U.S. at 156–57, 32 S. 
Ct. at 58. Grigsby clarifi ed that this freedom to alienate only applies 
to policies that are issued with a valid insurable interest in the fi rst 
instance and there is no pre-existing agreement to assign, noting 
an important distinction: “[a]nd cases in which a person having an 
interest lends himself to one without any, as a cloak to what is, in 
its inception, a wager, have no similarity to those where an honest 
contract is sold in good faith.” Id. at 156, 32 S. Ct. at 59. While 
assignment or some other method of alienation is frequently a key 
component of a STOLI transaction, however, STATs often involve 
no alienation at all. The application typically just names the third-
party investor as owner and benefi ciary, and the annuitant signs the 
application as the annuitant only. See, e.g., Conreal, 2010 WL 2222409, 
at *2. 

56. See, e.g., Life Prod. Clearing, LLC v. Angel, 530 F. Supp. 2d 646, 
652–55 (S.D.N.Y 2008) (analyzing rationales given in Warnock 
and Grigsby as well as a December 19, 2005 opinion by the Offi ce 
of General Counsel on behalf of the New York State Insurance 
Department noting that STOLI activities seeking to procure a policy 
“solely as a speculative investment for the ultimate benefi t of a 
disinterested third party…[are] contrary to the long established 
public policy against ‘gaming’ through life insurance purchases.”); 
Lincoln Nat. Life Ins. Co. v. Schwarz, CIV.A. 09-03361 FLW, 2010 
WL 3283550, *7 (D.N.J. Aug. 18, 2010); Lincoln Nat. Life Ins. Co. v. 
Calhoun, 596 F. Supp. 2d 882, 888–89 (D.N.J 2009).

57. See discussion infra Part X.

58. Warnock, 104 U.S. at 779, 26 L. Ed. 924; see also Schwartz, 2010 WL 
3283550, at *7 (citing Warnock and holding that the original public 
policy interest in precluding insurance absent an insurable interest 
“is the law in New York”). 

59. CAL. INS. CODE § 10110.1(d) (2012).

60. CAL. INS. CODE § 10110.1(i) (prior to 2009, codifi ed at § 10110.1(g)).

61. See, e.g., Roy Kreitner, Speculations of Contract, or How Contract Law 
Stopped Worrying and Learned to Love Risk, 100 COLUM. L. REV. 1096, 
1123 (2000) (arguing that the gambling rationale has been only paid 
“lip service” in court decisions like Grigsby, and that courts instead 
relied more heavily on the moral hazard concern implicated by an 
incentive to hasten another’s death); Jacob Loshin, Insurance Law’s 
Hapless Busybody: A Case Against the Insurable Interest Requirement, 
117 YALE L.J. 474, 483–90 (2007) (arguing that even the moral 
hazard rationale is too imprecise to justify an insurable interest 
requirement).

62. See supra note 14.

63. Indeed, at least one recent case suggests that the moral hazard 
concern is not just paranoia of the past. In September 2008, 74-year-
old Germaine Tomlinson was mysteriously found drowned in 
her bathtub in Indiana, fully clothed and wearing high heels. The 
last person to see her alive was her son-in-law, the benefi ciary of 
a $15 million insurance policy on her life, who had been with Ms. 
Tomlinson at a bar the night of her death, drove her home, and 
escorted her into the house. Police fi rst concluded that the death 
was accidental, but reopened their investigation after learning 
that Ms. Tomlinson died the day before her son-in-law’s deadline 
to either repay a $1.3 million loan he had taken out to fi nance the 
policy premiums or risk surrendering the policy to the lender. 
See Mark Maremont & Leslie Scism, Inquiry Into Death in Indiana 
Reopened, WALL. ST. J. (May 13, 2010). Police were unable to fi nd 
clear evidence of foul play, but courts are allowing civil suits to 
proceed. See Drama Builds in Suit Over Hilbert Mother-in-Law’s Life 
Policy, INDIANAPOLIS BUS. J. (Nov. 6, 2010).

64. See, e.g., Complaint fi led in the First Judicial Circuit, Cook County 
in Illinois State Court, Pratt v. Flowers et al., Civ. No. 2010 L 002155, 

37. See, e.g., CAL. INS. CODE § 10113.5 (West 2012); FLA. STAT. § 627.455 
(2012); 215 ILL. COMP. STAT. 5/224(c) (2011); N.Y. INS. LAW §
3203(a)(3) (McKinney 2011); TEX. INS. CODE ANN. § 1101.006(a)
(West 2011).

38. See, e.g., ALA. CODE § 27-15-18 (2012); FLA. STAT. § 627.466 (2012).

39. For example, the Rhode Island STATs cases all appear to have 
involved contracts providing that they were incontestable from 
the “policy date.” See W. Reserve Life Assur. Co. of Ohio v. Conreal 
LLC, 715 F. Supp. 2d 270, 280 (D.R.I. 2010), on reconsideration in part 
sub nom. W. Reserve Life Assur. Co. of Ohio v. Caramadre, No. CA 
09-470 S, 2012 WL 399184 (D.R.I. Feb. 7, 2012).

40. Conreal, 715 F. Supp. 2d at 279. 

41. Id. at 281. 

42. Insurable interest claims, however, would in most states survive the 
contract’s contestability period. Most state laws provide, at least in 
the insurance context, that insurable interest is an issue that goes to 
contract formation, rendering the contract void ab initio, and thus 
may be raised at any time regardless of any contestability clause 
therein. See 17 Couch on Ins. § 240:82 (3d ed. 2011) (“The majority 
of jurisdictions follow the view that an incontestable clause does 
not prohibit insurers from resisting payment on the ground 
that the policy was issued to one having no insurable interest—
such a defense may be raised despite the fact that the period of 
contestability has expired.”).

43. See Sec. & Exch. Comm’n v. Variable Annuity Life Ins. Co. of Am., 
359 U.S. 65, 79 S. Ct. 618, 3 L. Ed. 2d 640 (1959) (discussing the 
differences between life insurance and variable annuities and 
concluding that the latter had to be registered under the Securities 
Act of 1933). Interestingly, a key reason for the Supreme Court’s 
conclusion was its understanding that a variable annuity “places 
all of the investment risk on the annuitant, none on the company.… 
The companies that issue these annuities take the risk of failure. 
But they guarantee nothing to the annuitant except an interest in a 
portfolio of common stocks or other equities—an interest that has 
a ceiling but no fl oor.” Id. at 71–72, 79 S. Ct. at 622. STATs, however, 
do not follow these conventions; the investor is guaranteed a fl oor 
in the form of a GMDB, and the insurer is misled into unwittingly 
assuming all of the risks in the investment portfolio. 

44. NationsBank of N. Carolina, N.A. v. Variable Annuity Life Ins. 
Co., 513 U.S. 251, 255, 264 115 S. Ct. 810, 813, 817, 130 L. Ed. 2d 
740 (1995) (noting various similarities and distinctions between 
annuities and insurance and deferring to the Comptroller of the 
Currency’s decision to treat them as distinct products for purposes 
of the National Bank Act, noting that his conclusion was “at least 
reasonable”).

45. Helvering v. Le Gierse, 312 U.S. 531, 539, 61 S. Ct. 646, 649, 85 L. Ed. 
996 (1941) (focusing on the differences between insurance risks and 
investment risks in examining estate tax dispute).

46. Am. Deposit Corp. v. Schacht, 84 F.3d 834, 840 n. 4 (7th Cir. 1996).

47. Id.

48. Id. (examining the specifi c question as to whether annuities should 
be considered to be “insurance” for purposes of the McCarran 
Ferguson Act).

49. See Timothy Alborn, A License to Bet: Life Insurance and the Gambling 
Act in the British Courts, 14 Conn. Ins. L.J. 1, 1–2 (2007).

50. Id. at 2.

51. Id. (citing GEOFFREY CLARK, BETTING ON LIVES: THE CULTURE OF LIFE 
INSURANCE IN ENGLAND 1965-1775, 62–63 (Manchester University 
Press 1999).

52. Life Assurance Act, 1774, 14 Geo. 3, c. 48, § 1 (Eng.) (also known as 
the “Gambling Act of 1774”). 

53. Warnock v. Davis, 104 U.S. 775, 779, 26 L. Ed. 924 (1881). 

54. Grigsby v. Russell, 222 U.S. 149, 154–55, 32 S. Ct. 58, 58, 56 L. 
Ed. 133 (1911) (adding, “[a]lthough that counter interest always 
exists,…the chance that in some cases it may prove a suffi cient 
motive for crime is greatly enhanced if the whole world of the 
unscrupulous are free to bet on what life they choose”). Id. at 155.



52 NYSBA  NY Business Law Journal  |  Summer 2012  |  Vol. 16  |  No. 1        

rel. Gully v. Mut. Life Ins. Co. of New York, 196 So. 796, 799 (1940), 
overruled in part on other grounds, 198 So. 763 (1940).

88. NEB. REV. STAT. § 44-704 (2011) (requiring benefi ts of any “policy 
of insurance” to be payable to person with insurable interest in 
person’s life, and expressly providing that the term “policy of 
insurance” includes annuity contracts).

89. N.M. STAT. ANN. § 59A-7-2 (2011) (“‘Life’ insurance is insurance 
of human lives and every insurance appertaining thereto, and the 
granting, purchasing or disposing of annuities….”).

90. N.D. CENT. CODE §§ 26.1-26-11 (2011) (stating that variable 
annuities categorized along with variable life insurance contracts 
as “insurance coverage”) and 26.1-05-02 (stating variable annuities 
categorized along with variable life insurance contracts as 
“insurance coverage”); N.D. Cent. Code § 26.1-34.2-02(2) (2011) 
(containing a defi nitions section relating to annuities including 
defi nitions referring to “insurance, including annuities” and 
“insurance products, including annuities.”).

91. S.C. CODE ANN. § 38-1-20(25) (2012) (“The term ‘insurance’ includes 
annuities.”).

92. TENN. CODE ANN. § 56-2-201 (2012) (“For the purposes of this 
title, the transacting of life insurance includes the granting of 
annuities, both with and without a life or mortality contingency or 
element….”); see also H & R Block E. Tax Services, Inc. v. State, Dept. 
of Commerce & Ins., Div. of Ins., 267 S.W.3d 848, 858 (Tenn. Ct. App. 
2008) (noting that statutory defi nitions of “contract of insurance” 
and “insurable interest” were circular and ambiguous, and that the 
broad defi nition could cover various types of contracts).

93. TEX. INS. CODE ANN. § 1102.001 (2011) (defi ning “insurance policy” 
as including annuity contracts).

94. W. VA. CODE § 33-1-10 (2012) (“Life insurance. Life insurance is 
insurance on human lives including endowment benefi ts, additional 
benefi ts in the event of death or dismemberment by accident or 
accidental means, additional benefi ts for disability and annuities.”).

95. See, e.g., CAL. INS. CODE § 10110.1 (2012) (stating that the insurable 
interest requirement does not carve out annuities); FLA. STAT. § 
627.404 (2012) (stating that the insurable interest requirement 
does not carve out annuities); MICH. COMP. LAWS § 500.2207 (2012) 
(stating that the insurable interest requirement does not carve out 
annuities); N.M. STAT. ANN. §§ 59A-18-4 and 59A-18-5 (2011) (setting 
forth insurable interest requirements) and § 59A-18-1 (chapter 
applies as to all insurance policies and annuity contracts); TEX. 
INS. CODE ANN. § 1103.052 (2011) (subchapter relating to insurable 
interest for life insurance policies “shall be liberally construed to 
implement the purposes of this subchapter”); W. VA. CODE § 33-6-2 
(2012) (insurable interest statute with no carve-out for annuities).

96. NEB. REV. STAT. § 44-704 (2011).

97. N.J. STAT. ANN. § 17B:24-1.1 (2011) (setting forth insurable interest 
requirement and providing that it applies to life insurance, health 
insurance and annuities).

98. N.J. STAT. ANN. § 17B:17-5 (2011) (defi ning “annuity” and noting that 
a contract that includes life insurance death benefi ts is still deemed 
to be an annuity “if such extra benefi ts constitute a subsidiary or 
incidental part of the entire contract”).

99. ARIZ. REV. STAT. ANN. § 20-254.01 (2012).

100. ARIZ. REV. STAT. ANN. § 20-1104 (2012); see also § 20-1101 (clarifying 
scope of article that includes insurable interest requirement and 
excluding certain products, but not annuities).

101. ALA. CODE §§ 27-14-2 (2012) (“[T]his chapter applies as to all 
insurance contracts and annuity contracts.”) and 2714-3 (stating 
insurable interest requirement without any carveout for annuities). 
Alabama thus makes its insurable interest requirement applicable 
to annuities even though it defi nes them as separate products 
elsewhere in the code. ALA. CODE § 27-5-3 (defi ning “annuity” as 
a separate type of contract from a life insurance policy as defi ned 
in § 27-5-2, and noting that a contract that includes certain life 
insurance death benefi ts is still deemed to be an annuity “if such 
extra benefi ts constitute a subsidiary or incidental part of the entire 
contract”).

at ¶¶ 44-45 (alleging that annuitant had stated her fear that “these 
people are trying to kill me”).

65. Tad E. Thompson, Messin’ with Texas: How the Fifth Circuit’s Decision 
in Oscar Private Equity Misinterprets the Fraud-on-the-Market Theory, 
86 N.C. L. REV. 1086, 1093 (2008) (discussing public policy interests 
underlying Rule 10b-5 and the fraud-on-the-market theory) 
(quoting Basic Inc. v. Levinson, 485 U.S. 224, 230, 108 S. Ct. 978, 983, 
99 L. Ed. 2d 194 (1988)).

66. W. Reserve Life Assur. Co. of Ohio v. Conreal LLC, 715 F. Supp. 2d 
270, 276 (D.R.I. 2010), on reconsideration in part sub nom., W. Reserve 
Life Assur. Co. of Ohio v. Caramadre, No. CA 09-470 S, 2012 WL 
399184 (D.R.I. Feb. 7, 2012).

67. Id. (citing R.I. GEN. LAWS § 27-4-27(a)).

68. Id. at 277–78. 

69. The court even quoted language from an older Rhode Island case 
that arguably supported a common-law argument for applying the 
doctrine outside the context of insurance, holding that “a purely 
speculative contract on the life of another is...objectionable on the 
grounds of public policy.” Id. at 276 (quoting Cronin v. Vt. Life Ins. 
Co., 20 R.I. 570, 570, 40 A. 497, 497 (1898)). This language, unlike the 
statute cited above, is not constrained to life insurance contracts. 

70. Conreal, 715 F. Supp. 2d at 278 (citing Clark v. Allen, 11 R.I. 439, 444, 
1877 WL 4932, at *4 (1877)). 

71. Id. at 279 (quoting Cronin, 40 A. at 497).

72. Id. 

73. Id. at 274. Interestingly, the court also appeared to recognize that 
these novel schemes were unanticipated, describing Caramadre 
as having “discovered” a loophole in the product itself, and 
describing his strategy as based on his “insight” regarding how 
the product could be exploited. Id. at 273. The court later described 
the STAT originators as having “fi gured out how to game a fl aw in 
the product.” Id. at 278. The court almost appeared to be praising 
Caramadre for his ingenuity, but condemning the insurers for 
failing to come to the same realization fi rst.

74. Id. at 276–77 (citing R.I. GEN. LAWS § 27-4-0.1).

75. See infra notes 82–94 and accompanying text.

76. Conreal, at 277 (referring TO R.I. GEN. LAWS § 27-72-2).

77. See supra note 14.

78. Trevor Thomas, Rhode Island Enacts Settlements Law, 
NATIONAL UNDERWRITER (Nov. 11, 2009), http://www.
lifeandhealthinsurancenews.com/News/2009/11/Pages/Rhode-
Island-Enacts-Settlements-Law.aspx. 

79. R.I. GEN. LAWS § 27-72-2(26) (2011).

80. Conreal, 715 F. Supp.2d at 278.

81. Id. at 279.

82. CAL. INS. CODE § 101 (2012) (“Life insurance includes insurance 
upon the lives of persons or appertaining thereto, and the granting, 
purchasing, or disposing of annuities.”).

83. COLO. REV. STAT. § 10-1-102 (2012) (“‘Insurance’ means a contract 
whereby one, for consideration, undertakes to indemnify another 
or to pay a specifi ed or ascertainable amount or benefi t upon 
determinable risk contingencies, and includes annuities.”).

84. FLA. STAT. § 624.602(1) (2012) (“The transaction of life insurance 
includes also the granting of annuity contracts, including, but not 
limited to, fi xed or variable annuity contracts.”). 

85. 215 ILL. COMP. STAT. 5/4(2011). (“classes of insurance” “Life. 
Insurance on the lives of persons and every insurance appertaining 
thereto or connected therewith and granting, purchasing or 
disposing of annuities.”).

86. MICH. COMP. LAWS § 500.602(1) (2012) (“‘Life’ insurance is insurance 
upon the lives and health of persons and every insurance pertaining 
thereto, and to grant, purchase, or dispose of annuities.”).

87. Hamilton v. Penn Mut. Life Ins. Co., 17 So. 2d 278, 280 (1944) 
(annuities not technically life insurance policies but are subject to 
provisions of insurance code regulating life insurance); State ex 
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(including various defi nitions of terms that include annuities, 
including “business of life insurance” and “insurance business”); 
but see In re Estate of Clark, 10 Utah 2d 427, 434, 354 P.2d 112, 
117 (1960) (analyzing statutory defi nitions of life insurance and 
annuities in context of tax dispute, and holding, “We fi nd nothing 
in these sections to justify the claim that an annuity contract such as 
herein involved should be classifi ed as life insurance either for the 
purpose of estate tax or otherwise.”).

118. WYO. STAT. ANN. §§ 26-15-102 (2012) (setting forth insurable interest 
requirement) and § 26-15-101 (2012) (“This chapter applies to all 
insurance contracts and annuity contracts”).

119. HAW. REV. STAT. ANN. § 431:10D-118 (LexisNexis 2012); see also, 
WASH. REV. CODE ANN. § 48.18A.030 (LexisNexis 2012).

120. HAW. REV. STAT. ANN. § 431:10D-118 (LexisNexis 2012) (emphasis 
added); see also WASH. REV. CODE ANN. § 48.18A.030 (LexisNexis 
2012).

121. E.g., WASH. REV. CODE ANN. § 48.18.030 (LexisNexis 2012) (imposing 
insurable interest statute as applying to life insurance).

122. CONN. GEN. STAT. ANN. § 38a-1 (West 2012) (defi ning annuities and 
stating, “This defi nition does not apply to payments made under a 
policy of life insurance”).

123. MINN. STAT. ANN. § 61A.021 (West 2012) (sale of life insurance and 
annuity as a single product, e.g. with a rider or otherwise, expressly 
prohibited in Minnesota).

124. MO. ANN. STAT. § 376.671(10) (West 2012) (where annuity contracts 
also provide death benefi ts by rider, the annuity and life insurance 
portions of the benefi ts shall be calculated separately as though 
by a separate contract); see also Carroll v. Equitable Life Assur. Soc. 
of U.S., 9 F. Supp. 223, 224 (W.D. Mo. 1934) (emphasizing distinct 
characteristics between annuities and life insurance contracts).

125. MONT. CODE ANN. § 33-1-208 (2012) (defi ning life insurance without 
referencing annuities); see also Estate of Miles v. Miles, 298 Mont. 
312, 320, 994 P.2d 1139, 1144 (2000) (analyzing code in detail and 
noting that legislature could have, but did not, defi ne annuities as 
life insurance or provided that they should be similarly treated).

126. N.Y. INS. LAW § 1113(a)(1) and (2) (McKinney’s 2012) (defi ning 
annuities and life insurance policies as separate types of contracts); 
see also N.Y. INS. LAW § 3205 (insurable interest requirement only 
refers to life insurance contracts).

127. N.C. GEN. STAT. ANN. § 58-7-15 (defi ning life insurance and annuities 
as separate products); see also N.C. GEN. STAT. ANN. §§ 58-58-70 
through 58-58-86 (statutes relating to insurable interest without 
speaking to which types of contracts require such an interest).

128. VT. STAT. ANN. tit. 8, § 3717 (an annuity with death benefi ts of the 
kind provided by life insurance “shall nevertheless be deemed to be 
an annuity if such extra benefi ts constitute a subsidiary or incidental 
part of the entire contract”).

129. As argued above, if these states later enact legislation making 
insurable interest a requirement for annuities, such enactments 
would arguably not refl ect a “change” to state law, but a recognition 
that STATs violate existing common-law and public policy grounds 
prohibiting the procurement of contracts by total strangers who 
stand to gain from another’s death.

130. MASS. GEN. LAWS ANN. ch. 175, § 123 (West 2012) (section requiring 
assent of insured not applicable to “contracts based upon the 
continuance of life, such as annuity or pure endowment contract”).

131. OR. REV. STAT. ANN. § 743.024 (West 2012) (setting forth insurable 
interest requirement for personal insurance but then stating,
“[T]his section does not apply to annuity policies.”). This statute 
does so despite the fact that the Oregon code defi nes insurance 
to include annuities. OR. REV. STAT. ANN. § 731.102 (West 2012) 
(“‘Insurance’ so defi ned includes annuities.”); OR. REV. STAT. 
ANN. § 731.170 (West 2012) (“For convenience, reference to “life 
insurance” in the Insurance Code includes life insurance as defi ned 
in subsection (1) of this section and annuities as defi ned in ORS 
731.154, except if the inclusion of annuities obviously is inapplicable 
or if the context requires, or the Insurance Code provides, 
otherwise.”).

102. ALASKA STAT. § 21.42.020 (2012) (defi ning insurable interest 
requirement as referring to “life, annuity, or health insurance”).

103. See supra note 99.

104. ARK. CODE ANN. §§ 23-79-103 (2011) (defi ning insurable interest 
requirement) and 23-79-102 (clarifying scope of chapter and 
excluding certain products, but not annuities).

105. DEL. CODE ANN. tit. 18, §§ 2701 (2011) (“This chapter applies to all 
insurance contracts and annuity contracts….”) and 2704 (stating 
that the insurable interest requirement does not carve-out for 
annuities).

106. GA. CODE ANN. § 33-24-3 (2011) (defi ning insurable interest 
requirement) and 33-24-2 (clarifying scope of chapter and excluding 
certain products, but not annuities).

107. IDAHO CODE ANN. §§ 41-1804 (2012) (defi ning insurable interest 
requirement) and 41-1801 (chapter of code applies “as to all 
insurance contracts and annuity contracts”).

108. IND. CODE § 27-1-15.6-31 (2011) (insurable interest law applies to 
annuities in context of requiring producer to have an insurable 
interest in life of annuitant in order to have an interest therein); In 
re Estate of Powers, 849 N.E.2d 1212 (Ind. Ct. App. 2006) (same).

109. KY. REV. STAT. ANN. §§ 304.14-040 (West 2011) (defi ning insurable 
interest requirement) and 304.15-010 (subtitle in code applies to 
annuities as well as life insurance). Like Alabama, Kentucky has 
this framework despite explicitly defi ning annuities as separate 
products from life insurance. See KY. REV. STAT. ANN., § 304.5-030.

110. LA. REV. STAT. ANN. §§ 22:914 (2011) (defi ning provisions of 
insurance code apply to variable annuity contracts) and 22:901 
(defi ning insurable interest requirement); see also Bulletin issued 
by the state insurance department taking the position that STATs 
would violate insurable interest laws, supra note 28.

111. ME. REV. STAT. tit. 24-A, §§ 2404 (2011) (defi ning insurable interest 
requirement) and 2401 (“applies as to all insurance contracts and 
annuity contracts”). Maine has this framework despite some 
arguable inconsistencies in its code relating to whether annuities 
are deemed insurance products. Compare ME. REV. STAT. tit. 24-A, 
§ 3 (defi ning “insurance” broadly to include annuities) with ME. 
REV. STAT. tit. 24-A, § 703 (defi ning “annuity” as a separate type of 
contract from a life insurance policy per § 702).

112. MD. CODE. ANN., INS. §§ 12-201 (West 2012) (defi ning insurable 
interest requirement) and 12-102 (article applies to insurance and 
annuity contracts). This framework applies even though annuities 
are not defi ned in the code as life insurance products. MD. CODE 
ANN., INS. § 1-101(d)(3) (defi ning “annuity” as providing that it 
“does not include life insurance”); see also Matthews v. Matthews, 
647 A.2d 812, 817 (1994) (holding that annuity contracts are not 
technically life insurance).

113. NEV. REV. STAT. §§ 687B.040 (2010) (defi ning insurable interest 
requirement) and 687B.010 (explaining that the scope of chapter of 
code “applies to all insurance contracts and annuity contracts”). 
The statutes so provide despite having defi ned annuities as 
separate from insurance. See NEV. REV. STAT. § 688A.020.

114. See supra note 97. 

115. OKLA. STAT. tit. 36, § 3604 (2011) (defi ning insurable interest 
requirement) and 3601 (clarifying scope of chapter and excluding 
certain products, but not annuities); see also Baird v. Wainwright, 
260 P.2d 1060, 1064 (1953) (stating that where annuity certifi cate 
provided a monthly annuity for insured during his lifetime, and at 
his death if aggregate of annuities was less than the premium paid 
the difference was payable to the benefi ciary named in the policy, 
the contract was a combination life and annuity policy authorized 
to be executed by an insurance company).

116. S.D. CODIFIED LAWS §§ 58-10-4 (2011) (defi ning insurable interest 
requirement) and 58-10-1 (“Chapters 58-10 to 58-12, inclusive, apply 
as to all insurance contracts and annuity contracts”).

117. UTAH CODE ANN. §§ 31A-21-104 (2012) (defi ning insurable interest 
requirement) and § 31A-21-101 (defi ning scope of chapter and not 
carving out annuities); see also UTAH CODE ANN. § 31A-1-301 (2012) 
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145. E.g. id. at ¶ 107.

146. Conreal, 2010 WL 2222409 at *7.

147. Id. at **11-13.

148. Conreal, 2010 WL 2222409 at *14 n.16. 

149. Id.

150. Id. (citing R.I. Depositors Econ. Protection Corp. v. Bowen Court 
Assoc., 763 A.2d 1005, 1009 (R.I. 2001); Giannone v. Ayne Inst., 290 
F.Supp.2d 553, 563 (E.D. Pa. 2003).

151. See, e.g., Aldrich v. Travelers Ins. Co., 317 Mass. 86, 89, 56 N.E.2d 
888, 889 (1944) (“It is diffi cult to see how any company could 
carry on an annuity business if the estate of an annuitant could 
rescind whenever it turned out that the condition of his health did 
not ‘warrant a reasonable expectation of life.’”); Woodworth v. 
Connecticut Mut. Life Ins. Co., 27 F. Supp. 732 (S.D.N.Y. 1939); Am. 
State Bank of Bloomington v. Nat’l Life Ins. Co., 297 Ill. App. 137, 17 
N.E.2d 256 (Ill. App. Ct. 1938).

152. Such cases typically involve suits by the annuitant’s estate, seeking 
to rescind a policy based on the fact that neither the annuitant nor 
the insurance company knew of the annuitant’s failing health. See 
generally cases cited supra note 151.

153. Restatement (Second) of Contracts § 153 (1981).

154. Id. § 154.
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closure was not required of them, such as the underwriter 
defendants at issue.

The Court was evenly split 4-4 regarding whether 
Section 16(b) provided a statute of repose rather than a 
limitations period. 

AUDITOR LIABILITY

S.D.N.Y. Remands Case Related to Lehman 
Brothers Collapse to State Court

In re Lehman Bros. Sec. & ERISA Litig., No. 09 MD 2017 
(LAK)  (S.D.N.Y. Mar. 22, 2012)

Judge Lewis A. Kaplan of the U.S. District Court for 
the Southern District of New York remanded to state 
court Martin Act claims fi led by the New York Attorney 
General against Ernst & Young in connection with its role 
in the Lehman Brothers collapse because the court lacked 
federal jurisdiction. Ernst & Young argued that the attor-
ney general’s allegation that the auditor had not conduct-
ed its reviews in accordance with PCAOB standards arose 
under federal law because determining what PCAOB 
standards require is a question of federal law. Although 
the determination of PCAOB standards was a federal 
question, the court ruled that such a determination was 
not necessary to resolve the case because New York could 
get all of the relief it sought without a fi nding that Ernst & 
Young violated the PCAOB’s standards. Thus, the action 
did not arise under federal law.

CLASS ACTIONS

Appointment of Lead Plaintiff and Counsel

California Federal Court Appoints Lead Plaintiff and 
Orders Due Diligence Conducted on Selection of Class 
Counsel

In re Diamond Foods, Inc., Sec. Litig., No. C 11-05386 
WHA (N.D. Cal. Mar. 20, 2012)

Judge William Alsup of the U.S. District Court for 
the Northern District of California appointed Missis-
sippi Public Employees’ Retirement System (Mississippi 
PERS) as lead plaintiff in a securities class action lawsuit 
against defendants Diamond Foods, Inc. and its board 
chair, president and CEO Michael J. Mendes and CFO 
Steven M. Neil. Initially, six securities class actions were 
fi led in the Northern District and were consolidated into 
In re Diamond Foods, Inc., Securities Litigation. Two insti-
tutional investors, Mississippi PERS and New England 
Carpenters, both moved for appointment as lead plaintiff. 

U.S. SUPREME COURT

Statutes of Limitations

Supreme Court Rejects Ninth Circuit’s Tolling Rule for 
Section 16(b) Claims

Credit Suisse Sec. (USA) LLC v. Simmonds, No. 10-1261 
(U.S. Mar. 26, 2012)

The U.S. Supreme Court unanimously held that the 
statute of limitations governing the recovery of “short-
swing” profi ts from corporate insiders under Section 
16(b) of the Securities Exchange Act can begin to run re-
gardless of whether the insiders fi led a public disclosure 
of their transactions under Section 16(a). Section 16(b) 
gives corporations and their benefi cial owners a private 
cause of action against insiders owning more than 10 per-
cent of any one class of security. The provision imposes 
strict liability on the insiders for any profi ts realized from 
the purchase-and-sale or sale-and-purchase of the cor-
poration’s securities within any six-month period. Suits 
must be brought, under Section 16(b), within “two years 
after the date such profi t was realized.” Section 16(a) con-
tains the disclosure requirement, mandating that insiders 
governed by Section 16 report changes in their ownership 
interests publicly. 

In 2007, plaintiff Vanessa Simmonds fi led 55 Section 
16(b) complaints against the underwriters of several IPOs 
that occurred in the 1990s and 2000s. The district court 
dismissed the 24 complaints at issue as time-barred by the 
two-year limitations period. The Ninth Circuit reversed 
under its 1981 decision in Whittaker v. Whittaker Corp., 639 
F.2d 516 (9th Cir. 1981), which held that the limitations 
period is tolled until the Section 16(a) disclosure occurs, 
regardless of whether the plaintiff has actual or construc-
tive knowledge of her claim, because the underwriter de-
fendants had never fi led any Section 16(a) disclosures.

A unanimous opinion authored by Justice Antonin 
Scalia reversed the Ninth Circuit’s bright-line rule. The 
Court noted that the Securities Exchange Act’s plain 
text provides that the period for recovering short-swing 
profi ts commences on the “date such profi t was real-
ized.” 15 U.S.C. § 78p(b). If Congress intended the limi-
tations period to be tied to the disclosure requirement 
under Section 16(a), it could have easily so provided. 
The Court also rejected the notion that equitable tolling 
should invariably delay accrual until disclosure regard-
less of the plaintiff’s knowledge of her claim. Such a rule 
would discourage diligence in plaintiffs and unfairly sub-
ject defendants to perpetual potential exposure, especially 
defendants who had a good faith belief that a 16(a) dis-
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of $4,999,999.” Nestle removed the case to federal court, 
asserting that the case clearly comprehended the possibil-
ity of damages in excess of $5 million, and thus fell within 
the jurisdiction of CAFA. The district court granted the 
plaintiff’s motion to remand the action to state court, fi nd-
ing his stipulations as to the requested relief binding. 

The Eighth Circuit, on appeal, fi rst held that Nestle 
had established that the actual amount in controversy ex-
ceeded $5 million, and thus, “for a remand to be justifi ed, 
Rolwing must show that it is legally certain that recovery 
in this case cannot exceed $5 million.” The court then held 
that the plaintiff had met this burden because his stipu-
lations limiting the recovery sought in the action were 
enforceable under Missouri’s doctrine of judicial estop-
pel. The court stated that, “by defeating removal through 
asserting the position that he will not accept more than 
$4,999,999 in damages on behalf of the class he is seeking 
to represent, Rolwing is estopped from later accepting 
damages that exceed that amount.” 

Class Certifi cation

Second Circuit Affi rms Denial of Class Certifi cation in 
MBS Suit

N.J. Carpenters Health Fund v. RALI Series 2006-QO1 
Tr., No. 11-1683-cv (2d Cir. Apr. 30, 2012)

In a summary order on a Federal Rule of Civil Proce-
dure 23(f) appeal, the U.S. Court of Appeals for the Sec-
ond Circuit affi rmed the denial of class certifi cation under 
Rule 23(b)(3) in two mortgage-backed securities (MBS) 
suits alleging violations of Sections 11 and 12 of the Secu-
rities Act, because individual questions of each investor’s 
knowledge of the alleged misrepresentations or omissions 
would predominate. A plaintiff cannot assert claims for 
violation of Section 11 based on alleged misrepresenta-
tions or omissions if the plaintiff had actual knowledge of 
the untruth or omission. Because the plaintiffs’ proposed 
class was not limited to a specifi c purchase date, the de-
fendant’s evidence that information regarding mortgage-
backed securities was publicly available—which could be 
circumstantial evidence of individual purchaser knowl-
edge—would change depending on the date of purchase. 
Thus, without the benefi t of discovery from absent class 
members, the district court’s determination that the issue 
of knowledge would require individual proceedings was 
not a reversible error. Acknowledging the fact that courts 
have both granted and denied class certifi cation motions 
in many MBS suits, the panel also noted that “both grants 
and denials of class certifi cation in MBS litigation may fall 
within the range of a district court’s discretion.” Further, 
because Section 12 claims are derivative of Section 11 
claims, class certifi cation also was properly denied as to 
those claims.

The court appointed Mississippi PERS as lead plaintiff 
because it suffered the greater loss and had the greater 
fi nancial interest in the litigation. The court rejected New 
England Carpenters’ argument that the Private Securities 
Litigation Reform Act’s professional plaintiff bar prevent-
ed Mississippi PERS from serving as lead plaintiff, noting 
that the bar likely did not apply to institutional investors. 
Even if it did apply, the court held that it had discretion 
to lift the bar. Lifting the bar is appropriate here because 
the purpose of the statute would be served by appointing 
Mississippi PERS, the plaintiff with the greatest fi nancial 
interest, as lead plaintiff, the court said.

Having appointed Mississippi PERS lead plaintiff, 
the court ordered it to conduct due diligence in selecting 
class counsel and, in doing so, stated that it should in-
terview appropriate candidates. Further, the court noted 
that the motion for appointment of class counsel should 
include declarations from the lead plaintiff explaining the 
diligence undertaken and why the counsel selected was 
favored over other candidates. The declarations should be 
fi led under seal, but served on defense counsel, the court 
said.

Class Action Fairness Act

Eighth Circuit Holds Plaintiffs Are Bound by Damages 
Representations Made to Limit Amount in Controversy 
Under CAFA

Rolwing v. Nestle Holdings, Inc., No. 11-3445 (8th Cir. 
Feb. 2, 2012)

The U.S. Court of Appeals for the Eighth Circuit af-
fi rmed a decision remanding a putative class action to 
Missouri state court where the complaint included allega-
tions and stipulations that attempted to limit the matter in 
controversy to below $5 million in order to avoid removal 
to federal court under the Class Action Fairness Act of 
2005 (CAFA). The case is signifi cant because the appellate 
court’s holding places the plaintiffs in a Catch-22: They 
may avoid removal to federal court by pleading a lower 
amount of damages, but then are for the remainder of the 
case limited to that maximum recovery.

In the suit, which arose out of a merger between 
Nestle and Ralston Purina Company, a shareholder of 
the latter contended that payments to Ralston Purina 
shareholders for their shares were made six days late; 
therefore, under a Missouri statute regarding interest 
rates, Nestle owed more than $13 million to sharehold-
ers. The complaint, however, included a prayer for relief 
requesting a judgment not to exceed $4,999,999, and fur-
ther stated that “[p]laintiff and the class do not seek—and 
will not accept—any recovery of damages (in the form of 
statutory interest) and any other relief, in total, in excess 
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the market for Freddie Mac’s Series Z preferred shares 
was effi cient. The plaintiff presented two event studies, 
and Freddie Mac presented expert testimony refuting 
those studies’ conclusion that the Series Z shares were 
sold in an effi cient market. After an evidentiary hearing, 
the court determined that the plaintiff’s expert’s testi-
mony was unreliable because his event studies and testi-
mony were fl awed and inconsistent. The plaintiff’s expert 
changed the dates he considered relevant news dates in 
preparing his two event studies and changed them again 
while testifying, and he did not control for dates where 
the Series Z share price produced an abnormal return that 
was in the “wrong” direction given the news (e.g., the 
share price gained more than expected even though the 
news was negative). The expert’s study also showed that 
the Series Z share price only responded to material news 
28 percent of the time, which was insuffi cient to show a 
cause-and-effect relationship between unexpected news 
and changes in share price. Therefore, the plaintiff did 
not establish that the market for the Series Z shares was 
effi cient. Consequently, the plaintiff was not entitled to a 
presumption of reliance, and the proposed class did not 
satisfy Rule 23(b)(3)’s predominance requirement.

S.D.N.Y. Certifi es Class Action Related to a Securitized 
Mortgage Offering

Pub. Emps.’ Ret. Sys. of Miss. v. Goldman Sachs Grp., 
Inc., No. 09 CV 1110 (HB) (S.D.N.Y. Feb. 2, 2012)

Judge Harold Baer Jr. of the U.S. District Court for the 
Southern District of New York certifi ed a class of plain-
tiffs alleging that Goldman Sachs did not conduct ad-
equate diligence on an offering of securitized mortgages 
in violation of Sections 11 and 12(a)(2) of the Securities 
Act. Although certain tranches of the securities had been 
purchased by only a few putative class members, the 
court found no reason to assume the differences between 
tranches would create interclass confl ict, and so it did not 
count the classes separately. The court also determined 
that inquiries regarding individual investor knowledge 
would not predominate. The court distinguished its pre-
vious holding in N.J. Carpenters Health Fund v. Residential 
Capital, LLC, 272 F.R.D. 160 (S.D.N.Y. 2011), because the 
defendant did not show that specifi c investors knew of 
the defendant’s alleged misconduct. Individualized stat-
ute of limitations issues also did not predominate because 
the defendant only cited general public knowledge that 
was available to all class members.

S.D.N.Y. Certifi es Class Against Sallie Mae Related to 
Purchases of Private Student Loans

In re SLM Corp. Sec. Litig., No. 08 Civ. 1029 (WHP) 
(S.D.N.Y. Jan. 24, 2012)

Judge William H. Pauley III of the U.S. District Court 
for the Southern District of New York certifi ed a class 
against Sallie Mae on claims that it purportedly violated 
Section 10(b) of the Securities Exchange Act by making 
allegedly fraudulent statements regarding its purchases 

Minnesota Federal Court Certifi es Class Action 
Claiming Wells Fargo Breached Terms of Securities 
Investment Contracts

City of Farmington Hills Emps. Ret. Sys. v. Wells Fargo 
Bank, N.A., No. 10-4372  (D. Minn. Mar. 27, 2012)

Judge Donovan Frank of the U.S. District Court for 
the District of Minnesota certifi ed a class of more than 
100 institutional investors that participated in a securities 
lending program offered through Wells Fargo Bank, N.A. 
As part of the program, investors signed securities lend-
ing agreements that permitted the bank to lend the inves-
tors’ securities to third-party borrowers in return for cash 
collateral. Wells Fargo would then invest that collateral 
and share a percentage of the revenues with the original 
investors. According to the investors, Wells Fargo failed 
to ensure that the collateral funds were invested in safe, 
short-term investments as required by the lending agree-
ments. The investors brought suit against the bank on a 
number of theories—breach of fi duciary duty, breach of con-
tract and violation of consumer fraud statutes—and sought 
class certifi cation for their claims.

The court certifi ed the class because the similarities 
among the securities lending agreements signed by the 
class members supported treatment of the case as a class 
action. The court rejected Wells Fargo’s argument that 
the class did not meet the typicality requirement for cer-
tifi cation under Rule 23 because class members signed 
different agreements, participated in different invest-
ment pools and withdrew from the program at different 
times. Because they pursued the same legal theories and 
would likely use the same generalized evidence regard-
ing Wells Fargo’s conduct, the class members met the 
typicality requirement, the court reasoned. In analyzing 
the predominance requirement under Rule 23, the court 
also noted that all class members received the same state-
ments regarding the safety and liquidity of the invest-
ment portfolio as part of the securities loan agreement. 
Although the court noted that some consumer fraud 
claims are not suitable for class certifi cation due to issues 
of individual reliance, it concluded that common ques-
tions predominated because the consumer fraud claims 
could be established on a classwide basis through the use 
of generalized evidence and each member of the putative 
class signed a securities loan agreement containing the 
alleged misrepresentation.

S.D.N.Y. Denies Class Certifi cation, Determining That 
the Plaintiff’s Expert’s Testimony Was Unreliable

In re Fed. Home Loan Mortg. Corp. (Freddie Mac) 
Sec. Litig., Nos. 09 Civ. 832 (MGC), 09 MD 2072 (MGC) 
(S.D.N.Y. Mar. 27, 2012)

Judge Miriam Goldman Cedarbaum of the U.S. Dis-
trict Court for the Southern District of New York denied 
class certifi cation on claims that Freddie Mac’s former 
CEO and former CFO violated Section 10(b) of the Securi-
ties Exchange Act because the plaintiff did not show that 
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tiffs included professional investor Michael Steinhardt 
and a former Steinhardt associate, Herb Chen, who were 
signifi cant (19 percent) stockholders of Occam Networks, 
Inc. prior to its acquisition by Calix, Inc. The plaintiffs 
sought to enjoin the merger, and the parties engaged in 
expedited discovery. The court entered a standard con-
fi dentiality order requiring that confi dential discovery 
material be used solely for purposes of the litigation and 
also barring trading in securities on the basis of confi -
dential information. After a short injunction pending ad-
ditional disclosures and the deposition of an investment 
banker, the merger was approved by stockholders and 
consummated.

After the injunction hearing, the defendants served 
discovery requests seeking information about the plain-
tiffs’ trading activities. The discovery established that 
Steinhardt began short-selling Calix stock in the course 
of the litigation even though he was receiving regular 
detailed written and oral reports from Chen about the 
progress of the litigation. The discovery also established 
that Chen knew that Steinhardt was short-selling and 
warned him not to, but nevertheless continued to provide 
him information about the litigation. The court explained 
that Chen also had mistakenly sold a limited amount of 
Occam stock to make a margin call. The court found that 
Steinhardt had violated his fi duciary duty as a class rep-
resentative, stating that it “is unacceptable for a plaintiff-
fi duciary to trade on the basis of non-public information 
obtained through litigation.” However, the court held that 
“it would be inequitable to sanction Chen” because of 
the “small size” and inadvertent nature of his trades. The 
court was “more troubled by Chen’s decision to continue 
providing Steinhardt with written and oral updates on 
the litigation despite knowing that Steinhardt was short-
ing Calix...,” but because Chen proved to be a highly 
motivated and effective representative plaintiff, the court 
concluded that his conduct did not warrant an additional 
sanction.

Mergers and Acquisitions

Court of Chancery Approves Settlement for 
Therapeutic Benefi ts of Two-Step Merger

In re Celera Corp. S’holder Litig., C.A. No. 6304-VCP 
(Del. Ch. Mar. 23, 2012)

Vice Chancellor Donald F. Parsons of the Delaware 
Court of Chancery overruled an objection and approved 
the settlement of litigation challenging a two-step merger 
transaction. The lead plaintiff, New Orleans Employees’ 
Retirement System (NOERS), a stockholder of Celera, 
accused various defendants, including the Celera board 
members, of breaching their fi duciary duties in connec-
tion with the deal. During briefi ng on a motion for a 
preliminary injunction, the parties entered into a memo-
randum of understanding (MOU) that contemplated 
a settlement for therapeutic benefi ts but no increase in 

of private student loans. Although the plaintiffs’ expert 
did not offer an opinion on the materiality of the alleged 
misrepresentations and omissions, the court ruled that the 
plaintiffs satisfi ed the predominance requirement with 
respect to materiality based on Sallie Mae’s own state-
ments regarding the private student loans. The court also 
rejected Sallie Mae’s argument that a deal with private 
equity investors—which contained a fi xed strike price—
made the alleged misrepresentations and omissions im-
material because Sallie Mae could not show that negative 
disclosure would not have affected the deal’s terms. In 
addition, the lead plaintiff’s options trading did not make 
it atypical and inadequate, and the lead plaintiff’s amend-
ments to its certifi cation (about its trading in Sallie Mae 
stock) did not impact the litigation or prejudice Sallie 
Mae.

CONFIDENTIAL WITNESSES

S.D.N.Y. Orders Plaintiffs to Reveal the Identities 
of Confi dential Witnesses

In re Am. Int’l Grp., Inc. 2008 Sec. Litig., No. 08 Civ. 
4772 (LTS) (DF) (S.D.N.Y. Mar. 6, 2012)

In a securities fraud action, Magistrate Judge Debra 
Freeman of the U.S. District Court for the Southern Dis-
trict of New York ordered the plaintiffs to reveal the iden-
tities of confi dential witnesses upon which the plaintiffs 
had relied in successfully opposing the defendants’ mo-
tion to dismiss. Relying on In re Bear Stearns Cos., Inc. Se-
curities, Derivative, and ERISA Litigation, 08 MDL No. 1963 
(RWS), 2012 WL 259326 (S.D.N.Y. Jan. 27, 2012) (but rec-
ognizing that the law is not uniform), the court concluded 
that the witnesses’ identities were not work product. But, 
even if they were, the defendants would face a signifi cant 
hardship without the disclosure, overcoming the potential 
work-product protection. In addition, the confi dentiality 
order entered in the action could address any specifi c con-
fi dentiality concerns of the witnesses.

DIRECTORS AND DIRECTORS’ DUTIES

Derivative Litigation

Court of Chancery Sanctions Lead Plaintiff for Trading 
on Information Obtained Through the Litigation

Steinhardt v. Howard-Anderson, C.A. No. 5878-VCL 
(Del. Ch. Jan. 6, 2012)

Vice Chancellor J. Travis Laster of the Delaware Court 
of Chancery issued an opinion sanctioning a lead plaintiff 
in a stockholder class action for trading on information 
obtained through the litigation, in violation of a confi den-
tiality order. The court disqualifi ed the lead plaintiff and 
required him to self-report the matter to the SEC, disclose 
the improper trading in future applications for lead plain-
tiff and disgorge more than $530,000 in profi ts. The plain-
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or offers. Contracting into such a state conceivably could 
constitute a breach of fi duciary duty.” The court approved 
the settlement and awarded $1.35 million in attorneys’ 
fees for the therapeutic benefi ts.

Court of Chancery Declines to Enjoin Sale Despite 
Likelihood of Demonstrating That Founder Violated 
Duties to Stockholders

In re Delphi Fin. Grp. S’holder Litig., C.A. No. 7144-VCG 
(Del. Ch. Mar. 6, 2012)

Vice Chancellor Sam Glasscock III of the Delaware 
Court of Chancery declined to enjoin the proposed sale 
of Delphi Financial Group, Inc. to Tokio Marine Hold-
ings, Inc. (TMH), despite fi nding that the plaintiffs 
demonstrated a likelihood of success on the merits with 
respect to their allegations against Delphi’s founder and 
controlling stockholder, Robert Rosenkranz. Although 
Rosenkranz retained less than 13 percent of all outstand-
ing shares, he maintained control of Delphi because of his 
ownership of high-vote Class B stock. However, a charter 
provision, which was in force at Delphi’s initial public 
offering, directed that, upon the sale of the company or 
sale of control, each Class B share would be converted 
to Class A; therefore, Rosenkranz was unable to transfer 
his controlling position. The court stated, “This conces-
sion to the Class A stockholders resulted, presumably, 
in a higher purchase price for Class A stock than would 
have been the case without the provision.” The Delphi 
board set up a committee of directors to negotiate a dif-
ferential for the Class B stock with Rosenkranz. However, 
Rosenkranz continued to negotiate with TMS on behalf 
of Delphi. The court found that “on the present record...
the Plaintiffs bought Delphi’s stock with the understanding 
that the Charter structured the corporation in such a way 
that denied Rosenkranz a control premium.” Therefore, 
the court held, “Plaintiffs are reasonably likely to be able 
to demonstrate at trial that in negotiating for disparate 
consideration and only agreeing to support the merger 
if he received it, Rosenkranz violated duties to the stock-
holders.” However, because the deal represented a large 
premium, damages were available and no other potential 
purchaser had emerged, the balance of equities did not 
favor an injunction over letting stockholders exercise their 
franchise.

Court of Chancery Declines to Enjoin Sale Despite 
Likelihood of Proving That Merger Was “Tainted by 
Disloyalty”

In re El Paso Corp. S’holder Litig., C.A. No. 6949-CS 
(Del. Ch. Feb. 29, 2012)

Chancellor Leo E. Strine Jr. of the Delaware Court of 
Chancery declined to enjoin the proposed sale of El Paso 
Corporation to Kinder Morgan despite fi nding that the 
plaintiffs had established a likelihood of success on the 
merits that the merger was “tainted by disloyalty.” 

the merger price. Thereafter, the tender offer succeeded, 
Quest exercised a top-up option and the merger closed.

Celera’s largest shareholder (BVF) objected to the 
settlement. The court rejected, among other arguments, 
arguments from objector BVF concerning the defense 
of acquiescence, typicality and adequacy under Rule 
23(a). BVF argued that NOERS was subject to the unique 
defense of acquiescence, and could not adequately rep-
resent it through confi rmatory discovery and settlement. 
The court disagreed, reasoning that, if new information 
in confi rmatory discovery had caused NOERS to rescind 
the MOU (and it had not), NOERS could not have been 
“fully informed” when it sold its shares as required for an 
acquiescence defense. Calling NOERS’s decision to sell 
its shares “careless and cavalier,” the court found NOERS  
satisfi ed the adequacy of representation requirements of 
Rule 23, albeit barely. The court stated that, as a prophy-
lactic measure, it “may well employ a more bright line 
test in the future,” and reject as inadequate lead plaintiffs 
who sell prior to settlement.

The settlement provided class members with the 
following therapeutic benefi ts: (i) a reduction in a termi-
nation fee from $23.45 million (or 3.5 percent of transac-
tion size, described by the court as “the high end of the 
generally acceptable range”) to $15.6 million (or 2.3 
percent of transaction size); (ii) modifi cation of a no-
solicitation provision to potentially invite competing 
offers from potential bidders subject to a “Don’t-Ask-
Don’t-Waive” standstill agreement; (iii) extension of 
the tender offer for seven days; and (iv) supplemental 
disclosures concerning the process leading to the deal 
and Celera’s banker’s analysis. The court held that these 
“therapeutic deal changes may represent the maximum 
relief that Plaintiffs could have obtained.” In particular, 
the court noted that “Plaintiffs may have been able to 
show that the combined potency of the Don’t-Ask-Don’t-
Waive Standstills and the No Solicitation Provision was 
problematic.” The court indicated that, in isolation, 
these provisions arguably foster legitimate objectives, 
but taken together, they are “more problematic” because 
the “Don’t-Ask-Don’t-Waive Standstills block at least 
a handful of once-interested parties from informing the 
Board of their willingness to bid (including indirectly by 
asking a third party, such as an investment bank, to do so 
on their behalf), and the No Solicitation Provision blocks 
the Board from inquiring further into those parties’ inter-
est. Thus, Plaintiffs have at least a colorable argument 
that these constraints collectively operate to ensure an 
informational vacuum. Moreover, the increased risk that 
the Board would outright lack adequate information 
arguably emasculates whatever protections the No So-
licitation Provision’s fi duciary out otherwise could have 
provided. Once resigned to a measure of willful blind-
ness, the Board would lack the information to determine 
whether continued compliance with the Merger Agree-
ment would violate its fi duciary duty to consider superi-
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no-shop, matching rights, information rights and change 
of recommendation provisions in the merger agreement 
did not restrict the board from timely exercising its fi du-
ciary duties in the event those provisions were triggered.

The court also rejected the plaintiffs’ disclosure 
claims. First, the court held that Micromet was not re-
quired to disclose the basis and criteria for the selection 
of the probability of success rates for certain clinical trial 
drugs that were supplied to Goldman for its fi nancial 
analysis. Second, the court held that there was no need to 
disclose fees paid by Micromet to Goldman over the past 
two years or Goldman’s interest in Amgen stock. Third, 
the court rejected a claim that a more detailed disclosure 
about net operating loss-related projections was needed, 
saying such detail was “a level of granular disclosure” 
not required by Delaware law. Fourth, the court held that 
Goldman’s “Sum of the Parts” analysis did not need to be 
disclosed as it was not relied on by Goldman in providing 
its fairness opinion. Lastly, the court rejected claims that 
“upside case” projections not relied upon by Goldman 
needed to be disclosed.

DODD-FRANK ACT

California Superior Court Sustains Demurrer with 
Prejudice

Jacobs Eng’g Grp., Inc. Consol. S’holder Derivative 
Litig., No. BC454543 (Cal. Super. Ct. Mar. 6, 2012)

Judge Kenneth R. Freeman of the California Supe-
rior Court for the County of Los Angeles sustained the 
defendants’ demurrer without leave to amend in a suit 
alleging that Jacobs Engineering Group, Inc. overpaid its 
senior management. The plaintiffs brought suit against 
Jacobs, certain senior offi cers and its compensation con-
sultant. The court held that the plaintiffs failed to show 
(i) demand futility; (ii) the disinterestedness of a majority 
of the board of directors; and (iii) that the compensation 
plan was not the exercise of valid business judgment. The 
court rejected the plaintiffs’ argument that the directors 
were interested because they approved the compensa-
tion plan after a majority of the shareholders rejected the 
plan. Expressly rejecting the plaintiffs’ reliance on the 
Dodd-Frank Act, the court stated that the shareholder 
vote is “advisory only” and held that “[m]erely ignoring 
a non-binding vote of the shareholders and approving 
an increase in executive compensation is decidedly not 
a breach of fi duciary duty, by itself, under Dodd-Frank.” 
Similarly, because the shareholder vote is advisory only, 
the court rejected the plaintiffs’ argument that the board 
violated the business judgment rule by approving the 
plan. Finally, the court noted that even if the plaintiffs had 
alleged demand futility, they did not allege facts suffi cient 
to support a claim. The court also sustained the individu-
al defendants’ demurrers without leave to amend. 

The court examined “troubling” undisclosed confl icts 
of interest on the part of El Paso’s CEO and key negotia-
tor and its fi nancial advisor. According to the court, El 
Paso’s CEO, who “undertook sole responsibility for ne-
gotiating” the deal, was tasked with getting the highest 
price for the company in the merger, but failed to disclose 
his intent to work with other El Paso executives to bid for 
one of the company’s businesses after the merger with 
Kinder Morgan was consummated. The court also ex-
plained that El Paso’s fi nancial advisor owned 19 percent 
of Kinder Morgan (a $4 billion investment) and controlled 
two Kinder Morgan board seats. Although this confl ict 
was disclosed, the court found the fi nancial advisor’s 
“Chinese wall” and other efforts to address those confl icts 
were inadequate. In addition, the lead banker on the deal 
failed to disclose that he owned an approximate $340,000 
interest in Kinder Morgan stock. The court concluded that 
the “record...persuades me that the plaintiffs have a rea-
sonable likelihood of success in proving that the Merger was 
tainted by disloyalty.” However, the court ultimately denied 
the motion for a preliminary injunction because El Paso 
stockholders could turn down the deal if they did not like 
the price, and because no rival bid existed. Nevertheless, 
the court left open the possibility of a post-merger money 
damages case, noting that “plaintiffs have a probability 
of showing that more faithful, unconfl icted parties could 
have secured a better price from Kinder Morgan.”

Court of Chancery Denies Attempt to Enjoin Amgen’s 
Acquisition of Micromet

In re Micromet, Inc. S’holder Litig., C.A. No. 7197-VCP 
(Del. Ch. Feb. 29, 2012)

Vice Chancellor Donald F. Parsons of the Delaware 
Court of Chancery denied the shareholder plaintiffs’ at-
tempt to enjoin an all-cash negotiated tender offer for all 
the shares of Micromet, a biopharmaceutical company. 

The court held that Revlon duties only attached when 
the Micromet board “resolved to enter into serious merger 
negotiations with Amgen and instructed [the fi nancial 
advisor] to conduct a market check of other potential ac-
quirors.” The court stated that, once Revlon attached, “the 
Board decided to undertake a market check to test the ad-
equacy of Amgen’s offer and see if it could obtain a higher 
price from another potential acquiror.” The court rejected 
the plaintiffs’ challenge to the scope of this premerger 
market check and found it was “adequate and consistent 
with the Board’s well-informed understanding of the in-
dustry and Micromet’s needs.” The court also held that, 
for similar reasons, “Micromet’s decision to eschew con-
tacting any private equity buyers also seems reasonable.” 
Likewise, the plaintiffs’ attack on the premerger market 
check as “unreasonably short” failed. The court rejected 
the notion that providing the other potential suitors with 
a “week-long diligence” period improperly tipped the 
bidding process in Amgen’s favor. As for the post-signing 
market check, the court held that the combination of the 
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cause it had been drafted prior to the Morrison decision 
and amendment would not clearly be futile.

S.D.N.Y. Dismisses Claims Relating to Vivendi’s 
Ordinary Shares

In re Vivendi Universal, S.A., Sec. Litig., No. 02 Civ. 
5571 (RJH) (S.D.N.Y. Jan. 27, 2012)

Judge Richard J. Holwell of the U.S. District Court 
for the Southern District of New York dismissed claims 
alleging violations of Section 10(b) of the Securities Ex-
change Act and Sections 11 and 12(a)(2) of the Securities 
Act under Morrison v. National Australia Bank Ltd., 130 S. 
Ct. 2869 (2010). Vivendi’s ordinary shares did not trade 
on an American exchange, and so, applying Morrison, 
the court dismissed the plaintiffs’ Section 10(b) claims 
relating to Vivendi’s ordinary shares. The court also de-
termined that Morrison applied to the plaintiffs’ Section 11 
and 12(a)(2) claims because its underlying logic applied to 
the Securities Act claims, and dismissed those claims.

FORWARD-LOOKING STATEMENTS

First Circuit Affi rms Summary Judgment in Case 
Involving “Aggressive Discounting”

In re Smith & Wesson Holding Corp. Sec. Litig., No. 11-
1436 (1st Cir. Feb. 17, 2012)

The U.S. Court of Appeals for the First Circuit affi rmed 
summary judgment in favor of Smith & Wesson on claims 
that it violated Section 10(b) of the Securities Exchange Act 
by allegedly making misleading statements in its quarterly 
forecasts. The plaintiffs alleged that Smith & Wesson’s ag-
gressive discounting front-loaded its sales fi gures, making 
those fi gures, on which its forecasts relied, materially mis-
leading. But the plaintiffs did not show that Smith & Wes-
son’s discounting during the class period was materially 
different from its discounting in previous years. In addi-
tion, the plaintiffs failed to plead scienter, because Smith 
& Wesson’s purported misstatements and omissions 
were not so clearly improper as to create an inference of 
recklessness.

INSIDER TRADING CLAIMS

Second Circuit Determines That a Benefi cial 
Owner’s Acquisition of Securities Directly from an 
Issuer Was a “Purchase” Under Section 16(b)

Huppe v. WPCS Int’l Inc., No. 08-4463-cv (2d Cir. Jan. 
20, 2012)

Affi rming the district court, the U.S. Court of Appeals 
for the Second Circuit determined that a benefi cial own-
er’s acquisition of securities directly from an issuer—at 
the issuer’s request and with the board’s approval—was a 
“purchase” under Section 16(b) of the Securities Exchange 

EXPERT WITNESSES

Massachusetts Federal Court Precludes Expert 
Report and Sua Sponte Grants Summary 
Judgment

Bricklayers & Trowel Trades Int’l Pension Fund v. 
Credit Suisse First Bos., No. 02-12146-NMG (D. Mass. 
Jan. 13, 2012)

In a securities fraud class action, Judge Nathaniel M. 
Gorton of the U.S. District Court for the District of Mas-
sachusetts precluded on Daubert grounds an expert report 
that formed the basis of the plaintiffs’ fraud-on-the-mar-
ket claims and sua sponte granted summary judgment for 
Credit Suisse. The plaintiffs’ expert presented an event 
study that purportedly measured the impact of the de-
fendants’ allegedly fraudulent statements and omissions 
on AOL’s stock price; however, that event study was un-
reliable because the plaintiffs’ expert (i) “cherry-picked” 
days with volatile trading, (ii) made too frequent use of 
dummy variables, (iii) attributed changes in AOL’s stock 
price to factors that had already been disclosed to the 
market, and (iv) failed to isolate the effects of potentially 
confounding news regarding AOL. Because the expert’s 
event study and testimony were the plaintiffs’ only evi-
dence of loss causation and were not reliable, the plain-
tiffs could not show a genuine issue of fact on loss causa-
tion. Consequently, the court sua sponte granted summary 
judgment in favor of Credit Suisse.

FOREIGN CORPORATIONS

Second Circuit Holds That Foreign Funds’ Claims 
Failed Under Morrison, but Leaves Room for 
Amended Complaint

Absolute Activist Value Master Fund Ltd. v. Ficeto, No. 
11-0221-cv (2d Cir. Mar. 1, 2012)

The U.S. Court of Appeals for the Second Circuit held 
that the plaintiff foreign funds did not show that their 
purchases and sales of unlisted securities through PIPE 
transactions were domestic transactions under Morrison v. 
National Australia Bank Ltd., 130 S. Ct. 2869 (2010), because 
the plaintiffs did not adequately allege that irrevocable 
liability was incurred or that title was transferred within 
the United States. The foreign funds purchased and sold 
securities issued by U.S. companies brokered through a 
U.S. broker-dealer. The court initially determined that, 
pursuant to Morrison, Section 10(b) of the Securities Ex-
change Act would apply to the funds’ transactions only 
if either (i) one of the parties to the securities transaction 
incurred irrevocable liability within the U.S. to take or 
deliver the security, or (ii) title to the securities was trans-
ferred within the United States. Because the plaintiffs 
failed to adequately allege the existence of either of these 
conditions, their claims failed under Morrison. However, 
the plaintiffs were entitled to amend their complaint be-
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Complaint alleged three causes of action against Bank of 
America: (i) common law fraud, (ii) conversion and (iii) 
breach of fi duciary duty. All three causes of action were 
based on Bank of America’s alleged knowing support 
and facilitation of Diamond’s Ponzi scheme. The court 
held that the plaintiffs’ complaint did not raise a plausible 
inference that Bank of America had knowledge of the 
Ponzi scheme. The court noted that “[a]lthough Plaintiffs 
alleged the transactions were atypical and therefore Bank 
of America should have known of the Ponzi scheme, such 
allegations are insuffi cient under Florida law to trigger 
liability. Florida law does not require banking institutions 
to investigate transactions.” The court also affi rmed the 
denial of leave to amend because the plaintiffs’ proposed 
new allegations were insuffi cient to state a claim; there-
fore, amendment would be futile.

Pennsylvania Federal Court Rules Fund Not Liable 
for Employee’s Ponzi Scheme

Belmont v. MB Inv. Partners, Inc., No. 09-4951 (E.D. Pa. 
Jan. 5, 2012)

Judge Berle Schiller of the U.S. District Court for the 
Eastern District of Pennsylvania granted summary judg-
ment to an investment management fund on claims that it 
allegedly violated Section 20(a) of the Securities Exchange 
Act in connection with a Ponzi scheme perpetrated by the 
fund’s former employee. The plaintiffs alleged that the 
fund furthered the employee’s scheme by failing to create 
a “culture of compliance.” However, the court determined 
that the plaintiffs presented no evidence that the fund ac-
tively participated in the fraud, and the fund’s mere failure 
to discover the fraud was insuffi cient to establish control 
person liability. In addition, the fund was not liable under 
the doctrine of respondeat superior because the former em-
ployee had not been acting on the fund’s behalf in running 
the Ponzi scheme through a separate entity.

SCIENTER

N.J. Federal Court Dismisses 10(b) Claims Against 
Kid Brands

Rahman v. Kid Brands, Inc., No. 11-1624 (JLL) (D.N.J. 
Mar. 8, 2012)

Judge Jose L. Linares of the U.S. District Court for the 
District of New Jersey dismissed claims that Kid Brands 
violated Section 10(b) of the Securities Exchange Act in 
connection with purported violations of anti-dumping 
laws by Kid Brands’ subsidiaries because the plaintiff 
did not adequately plead scienter. The plaintiff could not 
rely on its confi dential witnesses because he did not ad-
equately describe their jobs, the information the witnesses 
received or how they accessed that information. Because 
the plaintiff had relied only on allegations from the con-
fi dential witnesses to allege individual scienter, without 

Act. The defendants—two limited partnerships—pur-
chased a large quantity of securities directly from the is-
suer, with the approval of the issuer’s board. At the time 
of purchase, the defendants owned more than 10 percent 
of the issuer’s securities, and had traded in the issuer’s 
securities in the prior six months. The court determined 
that trades by 10 percent holders were potentially suscep-
tible to the speculative abuse of inside information, even 
when directly negotiated with the issuer and approved 
by the issuer’s board, and so did not fall within any ex-
ceptions to Section 16(b)’s ban on short-swing trading by 
insiders. In addition, although the limited partnerships’ 
agreements had delegated decision-making to their gen-
eral partners’ agents, the limited partnerships were still 
“benefi cial owners” under Section 16(b).

MERGERS AND ACQUISITIONS

Massachusetts Federal Court Stays Claims 
Pending Outcome of Related Action in Delaware 
Court of Chancery

In re Novell, Inc. S’holder Litig., No. 10-12076-RWZ (D. 
Mass. Feb. 10, 2012)

Judge Rya W. Zobel of the U.S. District Court for the 
District of Massachusetts stayed claims that certain for-
mer directors of Novell violated Section 14(a) of the Se-
curities Exchange Act in connection with the company’s 
merger with Attachmate pending the outcome of a related 
action in the Delaware Court of Chancery. Although fed-
eral courts have exclusive jurisdiction over Section 14(a) 
claims, the claims in the Chancery Court were parallel be-
cause they involved the same facts and standards. Conse-
quently, the court determined that a stay was appropriate 
under Colorado River Water Conservation District v. United 
States, 424 U.S. 800 (1976), because (i) the stay would 
avoid piecemeal litigation, and the state court would ap-
ply the same standards to the same facts and potentially 
provide a predicate for collateral estoppel to the Section 
14(a) claims; and (ii) the parties had already engaged in 
signifi cant discovery in the state action.

PONZI SCHEMES

Eleventh Circuit Court of Appeals Affi rms 
Dismissal with Prejudice

Lawrence v. Bank of Am., N.A., No. 11-12401 (11th Cir. 
Jan. 11, 2012)

In an unpublished opinion, the U.S. Court of Appeals 
for the Eleventh Circuit affi rmed the dismissal with preju-
dice of a putative class action against Bank of America. 
Plaintiffs alleged that Bank of America had aided and 
abetted an individual Bank of America customer, Beau 
Diamond, in operating a Ponzi scheme by ignoring un-
usual account activity in his accounts with the bank. The 
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Florida Federal Court Grants SEC’s Motion for 
Summary Judgment 

Sec. & Exch. Comm’n v. Weintraub, No. 11-21549-CIV 
(S.D. Fla. Dec. 30, 2011)

Judge Paul C. Huck of the U.S. District Court for the 
Southern District of Florida granted the SEC’s motion for 
summary judgment, fi nding defendant Allen E. Wein-
traub violated Sections 10(b) and 14(e) of the Securities 
Exchange Act and Rules 10b-5 and 14e-8 promulgated 
thereunder. Defendant Weintraub, the sole owner, of-
fi cer, director and employee of Sterling Global, an 
inactive Florida corporation, emailed two written tender 
offer letters to various board members, offi cers and public 
relations representatives of Eastman Kodak Company 
and AMR Corporation. Weintraub also emailed the tender 
offer letters to numerous media outlets. The letters offered 
to purchase shares of the companies’ stock at substantial 
premiums. Weintraub later represented to the media that 
his AMR offer had the backing of “several large [fi nancial] 
institutions.” However, Weintraub never obtained a letter 
of credit or other written fi nancing agreement and had 
been declined by several banks. The tender offer letters 
also failed to disclose several aspects of Weintraub’s 
background, including that Weintraub (i) pleaded guilty 
to two felony counts of organized fraud and one count of 
felony money laundering; (ii) was on probation when he 
submitted the tender offer letters; (iii) was permanently 
enjoined from acting as an offi cer or director of any pub-
lic company as a result of previous violations of federal 
securities law; (iv) had yet to satisfy a $1,050,000 judgment 
entered against him by the court for previous violations of 
federal securities law and (v) fi led for bankruptcy in 2007. 
The tender offer letters also failed to disclose that Sterling 
Global was administratively dissolved in 2010 for failing to 
fi le its annual report.

Against this background, the court held that there 
was no genuine dispute as to any material fact regarding 
the liability of Weintraub for violating antifraud provi-
sions of federal securities laws. With respect to Section 
10(b) liability, the court found that Weintraub made nu-
merous false and misleading statements regarding his 
ability and intent to consummate the deals, his personal 
background and his representations to media outlets. 
The Court found the statements were material, noting 
that “[n]ews of a tender offer is generally considered 
material” and “[c]ourts have repeatedly found the failure 
to disclose bankruptcies and court orders—such as those 
entered against Mr. Weintraub—to be material admissions 
in securities fraud enforcement actions.” Further, the state-
ments were made “in connection with the purchase or sale 
of a security” because they were “disseminated to the 
public in a medium upon which a reasonable investor 
would rely, and…they were material when disseminat-
ed.” Finally, scienter was demonstrated by Weintraub’s 

the confi dential witnesses the plaintiff did not suffi ciently 
plead scienter as to any individual defendants. The plain-
tiff also failed to plead corporate scienter (which the court 
assumed, arguendo, applied in the Third Circuit) because 
he did not allege the pervasiveness of the vio lations at 
Kid Brands’ subsidiaries.

Vermont Federal Court Dismisses 10(b) Claims 
Against Green Mountain Coffee

Warchol v. Green Mountain Coffee Roasters, Inc., No. 
2:10-cv-227(D. Vt. Jan. 27, 2012)

Judge William K. Sessions III of the U.S. District 
Court for the District of Vermont dismissed claims that 
a coffee company violated Section 10(b) of the Securities 
Exchange Act because the plaintiffs did not adequately 
plead scienter. First, the plaintiffs’ confi dential witnesses’ 
testimony failed to create an inference of scienter because 
they could not testify to whether the company’s offi cers 
knew of the allegedly improper accounting. Second, none 
of the company’s offi cers who allegedly fraudulently in-
fl ated the company’s stock sold the company’s stock dur-
ing the class period. Third, neither of the deals the com-
pany signed during the class period created an inference 
of fraud because they closed after the company’s alleged 
corrective disclosures.

SEC ENFORCEMENT

Second Circuit Grants Stay in SEC-Citigroup 
Settlement Proceedings

Sec. & Exch. Comm’n v. Citigroup Global Mkts. Inc., 
No. 11-5227-cv (L) (2d Cir. Mar. 15, 2012)

The U.S. Court of Appeals for the Second Circuit 
granted a stay of proceedings in the district court pend-
ing its review of the district court’s rejection of a settle-
ment agreement between the SEC and Citigroup. Both 
the SEC and Citigroup appealed the decision, and the 
court determined that their appeal was likely to succeed. 
First, the court determined that the district court did not 
appear to give proper deference to the SEC’s policy deci-
sions, instead substituting the district court’s policy judg-
ment. The policy decisions of an administrative agency 
are entitled to the courts’ deference. Second, it was un-
likely that the district court had the discretion to overrule 
a private party’s determination of what constituted that 
party’s best interests. Third, the district court likely did 
not have discretion to reject a settlement unless liability 
was admitted or conclusively determined. The court also 
determined that the stay was necessary to prevent ir-
reparable harm, because the district court’s decision had 
essentially precluded the possibility of a new settlement. 
In addition, the court deferred to the SEC’s judgment that 
a stay would be in the public interest.
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ly disclosed that the retailer closed some physical stores in 
2010, and that the retailer relied heavily on online sales for 
revenue and growth. The offering documents also disclosed 
declines in gross margins and increases in expenses. In ad-
dition, the plaintiffs did not present evidence regarding the 
retailer’s advertising strategy or its internal controls that 
contradicted statements in the offering documents.

SECURITIES FRAUD PLEADING STANDARDS

Second Circuit Affi rms Dismissal of 10(b) Claims 
Against Investment Company

Capital Mgmt. Select Fund Ltd. v. Bennett, No. 08-
6166-cv(L) (2d Cir. Jan. 10, 2012)

The U.S. Court of Appeals for the Second Circuit af-
fi rmed the dismissal of claims that an investment com-
pany violated Section 10(b) of the Securities Exchange 
Act because the plaintiffs could not show that their 
agreements with the investment company were mislead-
ing. The plaintiffs alleged that the investment company 
violated its agreements with the plaintiffs when it used 
plaintiffs’ securities as collateral for additional borrowing, 
even when those securities were not deemed collateral. 
But the plaintiffs relied only on the agreements’ language 
to show material misrepresentations, and a reasonable 
reading of that language allowed the investment com-
pany to reuse plaintiffs’ securities as collateral. In addi-
tion, the investment company did not impliedly represent 
that it would follow certain state and federal securities 
laws that limit such use of plaintiffs’ securities, because 
the investment company disclosed that it was not a U.S.-
regulated company.

N.J. Federal Court Dismisses 10(b) Claims Against 
Pfi zer

Sec. Police & Fire Prof’ls of Am. Ret. Fund v. Pfi zer, Inc., 
No. 10-cv-3105 (SDW) (MCA) (D.N.J. Feb. 10, 2012)

Judge Susan D. Wigenton of the U.S. District Court 
for the District of New Jersey dismissed claims that Pfi zer, 
as successor-in-interest to Wyeth, violated Section 10(b) 
of the Securities Exchange Act by allegedly making mate-
rial misstatements and omissions regarding the results of 
“Phase II” testing of a drug. Although Wyeth had initially 
stated that it would not move to Phase III testing of the 
drug unless Phase II results were “spectacular,” the cau-
tionary language in Wyeth’s announcement that it was 
beginning Phase III testing cured any alleged misstate-
ment because it disclosed that no conclusions could be 
drawn from the Phase II study at that time. In addition, 
Wyeth did not have a duty to disclose certain specifi c re-
sults of the Phase II study.

creation of documents he knew were false—as the facts 
contained therein were within his personal knowledge.

The court also held that Weintraub violated Section 
14(e), the Securities Exchange Act’s broad antifraud pro-
hibition for tender offers, noting “[t]he SEC has provided 
notice that communications that are made at any time’ 
will be subject to the antifraud provisions of Rule 10b-5 
under the Exchange Act, as well as to the antifraud pro-
visions of Rule 14a-9 and Section 14(e) if a transaction 
involves...proxy or tender offer rules respectively.” Here, 
Weintraub’s tender offer letters and related communica-
tions were pre-commencement communications that fall 
under Rule 14e-8. With liability established, the court 
ordered that the case proceed to trial only on the issue of 
remedies. 

SECURITIES ACT CLAIMS

Massachusetts Federal Court Dismisses Claims 
Against Princeton Review

Washtenaw Cnty. Emps.’ Ret. Sys. v. Princeton Review, 
Inc., No. 11-11359-RGS (D. Mass. Mar. 6, 2012)

Judge Richard G. Stearns of the U.S. District Court for 
the District of Massachusetts dismissed with prejudice 
claims that the Princeton Review and its offi cers and direc-
tors violated Sections 11 and 12(a)(2) of the Securities Act 
in connection with a securities offering. Although the de-
fendants did not disclose advanced booking information, 
they had no duty to disclose forecasts, and the plaintiffs 
did not allege any incomplete or misleading disclosure 
in the offering documents that would have created such 
a duty. In addition, because the defendants adequately 
disclosed the risk factors that led to a decline in the Princ-
eton Review’s share price, those factors could not form the 
basis of a material misrepresentation.

S.D.N.Y. Dismisses Section 11 Claims Against 
Online Retailer

Arfa v. Mecox Lane Ltd., No. 10 Civ. 9053 (S.D.N.Y. Mar. 
1, 2012)

Judge Robert W. Sweet of the U.S. District Court for 
the Southern District of New York dismissed claims that a 
Chinese online retailer and its underwriters violated Section 
11 of the Securities Act because the offering documents for 
the retailer’s IPO allegedly contained false and misleading 
statements about the retailer’s plans for opening physical 
stores and its growth and margins. The court initially de-
termined that Rule 9(b)’s heightened pleading standards 
did not apply because the plaintiffs did not allege that the 
defendants acted with scienter, and so the claims did not 
sound in fraud. However, the offering documents adequate-
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the defendant instead established federal jurisdiction 
pursuant to CAFA, and that the plaintiff did not establish 
that the action fell within CAFA’s securities exception. 
Finally, the court affi rmed dismissal of the action for 
failure to state a claim, agreeing that the contract did not 
suggest that the HPI fee represented Morgan Stanley’s 
actual costs, that it was not reasonable to read this into the 
agreement, and that Morgan Stanley had no implied duty 
to charge a fee that was reasonably proportionate to actual 
costs where it notifi ed customers in advance of its charges 
and customers were free to decide whether to continue to 
do business with the fi rm.

STATUTES OF LIMITATIONS

S.D.N.Y. Determines 10(b) Claims Against Former 
Vivendi CFO Not Time-Barred

In re Vivendi Universal, S.A. Sec. Litig., No. 02 Civ. 5571 
(SAS) (S.D.N.Y. Mar. 20, 2012)

Judge Shira A. Scheindlin of the U.S. District Court 
for the Southern District of New York determined that 
claims asserting violations of Section 10(b) of the Securi-
ties Exchange Act against Vivendi’s former CFO were not 
time-barred. The plaintiffs originally had been part of a 
proposed class in 2002, but they fi led a new complaint 
after being excluded from the class. That new complaint 
was governed by the two-year statute of limitations, 
which had been extended from one year after the fi ling 
of the original complaint. Although the plaintiffs fi led 
their new complaint more than two years after the order 
dismissing them from the initial class action, the court 
determined that the fi ling of a Rule 23(f) petition seeking 
interlocutory review of a class certifi cation decision tolled 
the statute of limitations while the petition was pending. 
Because the plaintiffs fi led their new complaint within 
two years of the decision denying interlocutory appeal, 
their action was timely.

SUCCESSOR OBLIGOR CLAUSES

Chancery Court Enjoins BankAtlantic Sale to 
BB&T

In re BankAtlantic Bancorp Inc. Litig., C.A. No. 7068-
VCL (Del. Ch. Feb. 27, 2012)

Vice Chancellor J. Travis Laster of the Delaware Court 
of Chancery permanently enjoined BankAtlantic Bancorp, 
Inc. (Bancorp), a company which holds 100 percent eq-
uity in BankAtlantic, a federal savings bank, from selling 
BankAtlantic to BB&T Corporation. To attract bidders, the 
deal was structured as a “good bank/bad bank” transac-
tion where the performing assets were separated from the 
nonperforming assets. Pursuant to the merger agreement, 
the performing assets were to be sold to BB&T Company 
and Bancorp was to retain the non-performing assets 
as consideration. If the transaction were consummated, 

SECURITIES INVESTOR PROTECTION ACT (SIPA)

D.C. Federal Court Rules on SIPC’s Role in 
Stanford Proceedings

Sec. & Exch. Comm’n v. Sec. Investor Prot. Corp., No. 
11-mc-678 (RLW) (D.D.C. Feb. 9, 2012)

Judge Robert L. Wilkins of the U.S. District Court 
for the District of Columbia granted the SEC’s motion 
for an order to show cause and ordered SIPC to show 
why it should not be required to fi le an application for a 
protective decree in Texas federal court. That application, 
if granted, would force Stanford’s fund into bankruptcy 
proceedings and entitle the fund’s customers to compen-
sation from the SIPC. The SIPC argued that SIPA requires 
the SEC to fi le a formal complaint, and that the matter 
should proceed as a normal civil action. But the court 
determined that the language and purpose of the statute 
required only a summary hearing. The court also rejected 
the SEC’s argument that its determination that the SIPC 
should fi le the application for a protective decree was not 
reviewable.

SLUSA

Seventh Circuit Affi rms Dismissal of Action 
Alleging That Brokerage Overcharged for 
Postage and Handling Fees

Appert v. Morgan Stanley Dean Witter, Inc., No. 11-
1095 (7th Cir. Mar. 8, 2012)

The U.S. Court of Appeals for the Seventh Circuit 
upheld the dismissal of an action for breach of fi duciary 
duty and unjust enrichment associated with brokerage 
fees that allegedly bore no relation to actual costs. Appert 
fi led an action in state court alleging that Morgan Stanley 
charged its customers a fee for handling, postage and in-
surance (HPI) that bore no relationship, and was grossly 
disproportionate, to its actual transaction costs. Morgan 
Stanley removed the action to federal court, asserting 
jurisdiction pursuant to the Class Action Fairness Act of 
2005 (CAFA) or alternatively, the Securities Litigation 
Uniform Standards Act (SLUSA), and moved for dismiss-
al. The district court granted Morgan Stanley’s motion, 
but allowed plaintiff to fi le an amended complaint. After 
the plaintiff amended her complaint, Morgan Stanley 
again moved to dismiss, arguing that SLUSA barred the 
plaintiff’s suit, or alternatively, that the plaintiff failed 
to state a claim. The district court again dismissed the 
action. 

On appeal, the Seventh Circuit affi rmed dismissal of 
the action, fi nding that the federal court had jurisdiction 
and that the plaintiff failed to state a claim. The court fi rst 
concluded that SLUSA did not apply, because any alleged 
misrepresentation that stated that the HPI fee was tied 
to actual costs was not “material” to investors’ decisions 
to buy or sell securities. The court further concluded that 
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Bancorp no longer would have been a federally regulated 
bank holding company. The plaintiffs fi led suit alleging 
the transaction violated debt covenants that prohibited 
Bancorp from selling “all or substantially all” of its assets 
where the acquirer had not assumed the debt. The court 
held that, under New York law, the transaction consti-
tuted substantially all of Bancorp’s assets and the ensuing 
default would cause irreparable harm to plaintiffs. 

The court began its analysis by stating that New York 
law considers both quantitative and qualitative factors 
when determining whether a transaction conveys “sub-
stantially all” of a company’s assets for purposes of a 
successor obligor provision. The court held that “[f]rom 
a quantitative standpoint, Bancorp is selling 85-90% of 
its assets in the Sale Transaction.” The court reached this 
percentage by comparing the value of Bancorp’s total as-
sets with the value of BankAtlantic as listed in the most 
recent Form 10-K and 10-Q. Further, the court stated that 
“[i]t is diffi cult to imagine a transaction that would have a 
greater qualitative impact on Bancorp” because it would 
leave Bancorp with “no brand, no banking franchise, no 
deposit base, no branches, eight current employees, and a 
portfolio of criticized assets.” The court held that “[t]aken 
as a whole, the evidence at trial establishe[d] that the Sale 
Transaction will constitute a transfer of substantially all of 
Bancorp’s assets. Because BB&T is not assuming the Debt 
Securities, the Sale Transaction will breach the Successor 
Obligor Provision.” The court therefore permanently en-
joined the transaction.

WHISTLEBLOWER PROTECTION

First Circuit Holds SOX Whistleblower Provision 
Limited to Public Company Employees

Lawson v. FMR LLC, No. 10-2240 (1st Cir. Feb. 3, 2012)

The U.S. Court of Appeals for the First Circuit held 
that employees of a nonpublic company who are work-
ing as contractors to a public company are not protected 
by the whistleblower provision of Section 806 of the Sar-
banes-Oxley Act, affi rming the dismissal of those claims 
on a motion to dismiss. The plaintiffs, former employees 
of nonpublic investment advisers to public companies, 
alleged that their former employers had retaliated against 
them for raising concerns about possible securities viola-
tions at the public companies that their former employ-
ers advised. However, based on the express language 
of Section 806 and the act’s legislative history, the court 
determined that Congress intended for the whistleblower 
protections to apply only to employees of public compa-
nies and invited it to amend the statutory provisions if 
broader applications were intended.
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ity to regulate single-stock futures, in order to preserve 
short sale regulation. 

II. Traditional Short Selling

A. What Is Traditional Short Selling? 

Short selling is defi ned as the “sale of a security 
which the seller does not own or any sale which is con-
summated by the delivery of a security borrowed by, or 
for the account of, the seller.”9 In order to achieve a short 
sale, multiple steps must be taken. First, the investor sells 
a security which he does not own but rather has bor-
rowed.10 Next, this borrowed security is delivered to the 
buyer.11 Lastly, the short seller, at some later point, covers 
his position.12 A position is covered when the short seller 
buys the security on the open market and returns it to the 
lender.13 

The manner in which the short seller profi ts is in di-
rect contrast to the manner in which the investor taking 
the “long” position profi ts. When an investor takes the 
long position, the investor is “purchas[ing]…stock with 
the expectation that its price will rise.”14 Hence, the inves-
tor profi ts when the stock’s value increases. In contrast, 
when an investor takes a short position, the investor is 
“sell[ing borrowed] stock…in the expectation of lower 
prices in the future.”15 Hence, the investor profi ts when 
the stock’s value decreases. A profi t from short selling 
occurs when the stock’s price decreases because the inves-
tor’s selling price is greater than his purchase price. Es-
sentially, the short seller is following the same “buy low, 
sell high” strategy that the investor in the long position 
takes, but in reverse order.16 

B. The Benefi ts of Traditional Short Selling

Short selling has encountered hostility by some mem-
bers of the fi nancial community.17 One reason for the 
lack of full support is based on the mechanics of short 
selling.18 A short seller profi ts when the stock price de-
clines. Hence, the only time the short seller would profi t 
is when a traditional investor would sustain a loss. As a 
result, short selling has been viewed as a “‘bet[] against 
the team.’”19 Another reason is based on a fear that exists 
within the fi nancial community, which is that short sell-
ers are capable of benefi ting from market manipulation.20 
The fear is based on the theory that short sellers can ma-
nipulate the market by continually short selling a stock, 
which would cause the stock price to decline.21 Once the 
price declines, the short seller would be able to cover his 
position at a price lower than what he sold the stock for, 
which would result in a profi t for the short seller. 

I. Introduction
Short selling has been criticized for years as the cause 

of multiple fi nancial crises.1 An example is Lehman Broth-
ers, that blamed “abusive short selling” as the cause of 
the demise of the company.2 In a traditional short sale, the 
investor borrows the stock in order to sell.3 Then, at some 
future point, the investor returns the borrowed stock to 
the lender by purchasing the stock on the market.4 If the 
price decreased from the time when the investor sold 
the stock, then the investor made a profi t.5 If the price 
increased, then the investor endured a loss. Another way 
an investor could take the short position was through a 
naked short sale, which has similar mechanics to a tradi-
tional short sale, except for the fact that the investor sold 
the stock without previously borrowing it.6 

Despite the criticism, the Securities and Exchange 
Commission (“SEC”) has not created an overall ban on 
short selling. Rather the SEC has chosen to regulate short 
selling. However, there exists a potential threat that can 
be used to undermine the SEC’s short sale regulation. 
The threat is single-stock futures. A single-stock future is 
a futures contract where the underlying asset is the stock 
of a single company.7 The threat created by single-stock 
futures is that a single-stock future is the economic equiv-
alent of a short sale, but is not subject to the SEC’s short 
sale regulation.8 As a result, single-stock futures can be 
used to undermine the SEC’s short sale regulation. In or-
der to avoid such a threat, the SEC must be given plenary 
authority to regulate single-stock futures. Once the SEC is 
given the exclusive authority to regulate single-stock fu-
tures, the SEC will be able to pass the necessary rules that 
will preserve its short sale regulation. 

This article will discuss the dangers that single-stock 
futures pose to the SEC’s short sale regulation, why the 
SEC needs plenary authority over single-stock futures, 
and the possible rules that could prevent single-stock fu-
tures from undermining the SEC’s short sale regulation. 
Part II provides an overview of traditional short selling 
by looking at the mechanics of a traditional short sale, the 
benefi ts provided by traditional short selling, and the his-
tory of regulation. Part III provides an overview of naked 
short selling by describing what naked short selling is, the 
dangers of naked short selling, and the history of regula-
tion. Part IV provides an overview of single-stock futures 
by explaining what a single-stock future is and the history 
of regulation. Part V explains how single-stock futures 
can undermine the SEC’s short sale regulation. Part VI 
argues why the SEC needs plenary authority over single-
stock futures. Finally, Part VII suggests three possible 
rules the SEC could pass, if it is given the plenary author-
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Despite the creation of some exceptions, the main 
provisions of the Rule remained unchanged for almost 70 
years.44 Then, in 2007, the SEC rescinded Rule 10a-1 due 
to decimalization, which caused the Rule to be less effec-
tive.45 Before decimalization, stocks were priced in 1/16th 
increments, which was equivalent to $0.0625.46 Now, 
under a decimalized trading system, stocks are priced 
on $0.01 increments.47 Decimalization affects the effi cacy 
of Rule 10a-1 because it is less effective at slowing down 
short sellers since an investor would just have to increase 
the price by $0.01, as opposed to $0.0625, from the previ-
ous price to satisfy the plus-tick requirement.48 

Once Rule 10a-1 was rescinded, there were no rules 
in place that explicitly regulated short sales. This changed 
on September 18, 2008, when the SEC used the authority 
granted to it in §12(k)(2) of the 1934 Act to issue an emer-
gency order that temporarily banned short selling in all 
fi nancial stocks.49 The initial list contained 750 stocks that 
could not be short sold.50 A few days later, on September 
22, 2008, the SEC expanded the list to include additional 
stocks.51 Since this emergency order was only temporary, 
the ban on short selling came to an end on October 17, 
2008.52 

In hindsight, former SEC Chairman Cox stated that 
the biggest mistake of his tenure was agreeing to this 
short selling ban.53 The empirical evidence indicates 
that the short selling ban had a negative impact on the 
market.54 The ban caused a decline in trading because 
investors could not hedge their long positions with short 
positions.55 As a result, there was an increase in trading 
costs.56 In addition, the ban was “detrimental for liquidity, 
slowed price discovery, and failed to support prices.”57 

With the expiration of the temporary ban, there was 
once again no explicit rule that regulated short sales. 
However, in 2009, the SEC decided to take another look 
at short sale regulation.58 In April 2009, the SEC sought 
formal comment on two suggested approaches in regards 
to regulating short sales.59 One was the market-wide ap-
proach, which contained a permanent rule that regulated 
short selling.60 The other was the circuit-breaker ap-
proach, which would impose a short sale regulation once 
the security’s price dropped to a certain level.61 Finally, 
in February 2010, the SEC adopted Rule 201.62 Rule 201 
followed the circuit-breaker approach since the rule takes 
effect when “the price of a ‘covered security’ drops by 
10% or more from [the] closing price as determined by the 
listing market as of the end of regular trading hours on 
the prior trading day.”63 A covered security is any security 
traded on an exchange or in the over-the-counter market 
that is listed on a National Market System.64 Notwith-
standing the wide scope of Rule 201, it does not apply to 
options or other derivatives.65 Once the rule is activated, 
a short sale may only occur at a price above the current 
national best bid.66 Further, the rule will be in effect for 
the remainder of the trading day as well as the following 
day.67 

Contrary to the negative perception of short sell-
ing, it provides the market with several benefi ts.22 First, 
short selling provides price effi ciency.23 The security’s 
price is dependent upon investors.24 When an investor 
takes a long position, he is optimistic about the security’s 
future.25 The optimistic investor’s action provides the 
market with information that the stock is undervalued so 
the price should increase.26 On the other hand, when an 
investor takes a short position, he is pessimistic about the 
security’s future.27 The pessimistic investor’s action pro-
vides the market with information that the stock is over-
valued so the price should decrease.28 If short selling was 
banned or did not occur, then the market would contain 
less pessimistic views about the security’s future and, as 
a result, the market price would represent an overvalu-
ation.29 Thus, by allowing short selling, the market can 
be informed about the pessimistic view of a security’s 
future, which allows the market price to move closer to 
equilibrium.30

Second, short selling provides liquidity.31 Liquid-
ity is the “ease with which an asset can be converted to 
cash….”32 When a short seller covers his position, he is 
buying the security on the open market. Hence, short sell-
ing provides an opportunity for a security to be converted 
into cash, and thus, provides liquidity. 

Finally, short selling assists in exposing corporate 
fraud.33 Short sellers pay close attention to a company’s 
fi nancial statements34 and are often one of the most in-
formed investors.35 As a result of this close scrutiny, short 
sellers are in a position to detect fraud before regulators 
do.36

C. The History of Regulation of Traditional Short 
Selling 

After the 1929 stock market crash, there was a com-
mon belief that investors had caused the crash by using 
short selling to accelerate the stock market decline.37 As 
a result, short sale regulation became the focus point of 
legislation,38 and Congress passed §10(a) of the Securi-
ties Exchange Act of 1934 (“1934 Act”), which delegated 
authority to the SEC to regulate short sales of any secu-
rity registered on a national securities exchange.39 With 
this authority, the SEC adopted Rule 10a-1 on February 
8, 1938.40 Rule 10a-1 prohibited the short sale of any 
exchange-traded security that was not sold on a plus-
tick or a zero-plus tick.41 A security is sold on a plus-tick 
when the price at which the short sale occurred is greater 
than the last previous sale price.42 A security is sold on a 
zero-plus tick when the price at which the short sale oc-
curred is the same price as the last previous price so long 
as that price is higher than the preceding sale price of the 
security.43 For example, assume the stock is sold at time T, 
T+1, and T+2. If the stock was sold for more at T+1 than 
at T, then the plus-tick requirement has been satisfi ed. If 
the stock was sold at T+2 for the same amount as at T+1 
but more than at T, then the zero-plus tick requirement 
has been satisfi ed. 
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stock’s future, which informs the market that the stock is 
overvalued.82

C. The History of Regulation of Naked Short Selling 

Originally, the only regulation for all forms of short 
selling was Rule 10a-1.83 However, in response to the 
dangers of naked short selling, the SEC passed Regulation 
SHO in August 2004.84 Regulation SHO was the fi rst regu-
lation passed by the SEC to explicitly combat naked short 
selling.85 The regulation consists of two parts.86 The fi rst 
part is the locate requirement, which prohibits a broker-
dealer from conducting a short sale unless the investor 
has already borrowed the shares or has entered into an ar-
rangement to do so.87 The second part is the close-out re-
quirement, which mandates that a broker-dealer cover the 
investor’s position in “threshold securities” if the investor 
has failed to do so for thirteen days.88 Hence, the broker-
dealer would buy the shares on the market and deliver 
the stock to the buyer on the fourteenth day.89 A threshold 
security is a security that “is issued by an SEC reporting 
company and, over any running fi ve-day period, fails to 
deliver equaled or exceeded 10,000 shares and 0.5 percent 
of the issuing company’s outstanding shares.”90 

Regulation SHO contained an important exception, 
which was the market maker exception.91 According to 
the market maker exception, the locate requirement did 
not apply to “bona fi de” market makers.92 A market mak-
er is a “dealer[] who stand[s] ready to buy or sell a stock 
at any time and who publish[es] the prices at which…
[he is] willing to trade.”93 A bona fi de market maker 
partakes in activities that “inject liquidity especially into 
thinly-traded securities and…buffer[s] sharp swings in 
share prices.”94 The purpose of the exception was to avoid 
delays created by the locate requirement.95 However, the 
by-product of this exception was the creation of artifi cial 
stock. Since the locate requirement did not apply to bona 
fi de market makers, this allowed the market maker to sell 
stock that he has not borrowed.96 As a result, the buyer 
did not receive the stock, but rather an FTD. Thus, the 
market maker exception allowed for the creation of artifi -
cial stock.97 

Despite Regulation SHO, which stated that the excep-
tion was limited to bona fi de market makers, the excep-
tion was subject to abuse.98 Due to the fact that almost 
anyone can become a marker maker, investors were ca-
pable of taking advantage of the exception.99 Hence, the 
exception provided a loophole that allowed an investor to 
manipulate the market through naked short selling.100 

Fortunately, Regulation SHO was not the last attempt 
by the SEC to regulate naked short sales. In July 2008, 
the SEC, under a temporary rule, suspended the locate 
requirement for nineteen fi nancial stocks.101 In addition, 
the rule required that if an investor is short selling in one 
of these nineteen stocks, then the investor would have 
to either borrow the stock before short selling or have an 

III. Naked Short Selling

A. What Is Naked Short Selling?

Naked short selling is a variation of traditional short 
selling. In a traditional short sale, the investor sells stock 
that he does not own but has borrowed or made an ar-
rangement to borrow stock in order to deliver to the 
buyer. On the contrary, a naked short sale is “selling 
short without borrowing the security to make delivery.”68 
Hence, the buyer does not receive the stock when he pur-
chases from a naked short sale. 

In addition, when a short seller covers his position in 
a traditional short sale, the short seller is purchasing the 
stock on the market to deliver to the lender. On the other 
hand, in a naked short sale, the short seller covers his 
position by purchasing the stock on the market to deliver 
to the buyer. The naked short seller covers his position by 
delivering to the buyer instead of to the lender because 
the naked short seller never borrowed the stock, so there 
is no lender. The only open position the naked short seller 
has is with the buyer who has not yet received the stock 
he has purchased. 

B. The Dangers of Naked Short Selling

Naked short selling poses a grave danger by provid-
ing a way for short sellers to manipulate the market.69 
Through naked short selling, the market can be manipu-
lated in two ways.70 First, the naked short seller is able to 
fl ood the market with artifi cial shares, which drives the 
stock’s price downward.71 Artifi cial stock represents stock 
that is not issued by the corporation but rather created by 
naked short selling.72 The process begins when the naked 
short seller fails to deliver the stock.73 Due to this failure, 
the Depository Trust and Clearing Corporation (“DTCC”) 
issues a “fails to deliver” (“FTD”).74 The result is that the 
buyer receives an electronic book entry denoting owner-
ship of the stock even though the buyer has not received 
the actual stock yet.75 The buyer may not even be aware 
that he has received an FTD because his brokerage ac-
count statement will indicate that he owns the purchased 
shares.76 Further, the buyer can trade the stock that he 
purchased from the naked short seller even though he 
has not yet received the stock.77 The result is that it is 
possible that more shares of a company are being traded 
than the company has issued, and hence, the creation of 
artifi cial stock. 

The second way naked short selling can be used to 
manipulate the market is through high levels of short 
selling.78 Since the investor is not borrowing the security 
in a naked short sale,79 the investor can reach levels of 
short selling that are not possible through traditional 
short selling.80 Instead of being limited by the availability 
of a stock or the borrowing cost, the investor in a naked 
short sale can continue short selling.81 The high levels of 
short selling can drive a price downward because they 
present the market with pessimistic views about the 
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As illustrated in the cash settlement example, an in-
vestor in a single-stock future either earns a profi t or suf-
fers a loss, depending upon the movement of the under-
lying stock price. The seller will profi t if the stock price 
decreases below the contract price.119 On the other hand, 
the buyer will profi t if the stock price increases above the 
contract price.120 

B. The History of Regulation of Single-Stock Futures 

Originally, a futures contract was used to cover agri-
cultural commodities such as wheat and cotton.121 Then, 
in the 1970s, there was a push for futures contracts to 
cover fi nancial assets,122 which resulted in the birth of the 
single-stock future. From the very beginning, the SEC and 
the Commodity Futures Trading Commission (“CFTC”) 
disagreed over which agency had jurisdiction over single-
stock futures.123 The root of the disagreement was the 
ambiguous language of the Commodity Exchange Act 
(“CEA”).124 The CEA granted the CFTC exclusive author-
ity over commodities and reaffi rmed that the SEC had 
exclusive authority over securities.125 However, according 
to the language of the CEA, a single-stock future could 
fall under both agencies’ authority.126 The term “commod-
ity” is broadly defi ned as any tangible or intangible asset; 
hence, a security can be considered a commodity since it 
is an intangible asset.127 Thus, a single-stock future would 
fall under the CFTC’s authority. On the other hand, a 
single-stock future could be considered a security-based 
product due to the fact that the underlying asset is a secu-
rity, which would grant the SEC authority.128 As a result, 
both the CFTC and the SEC claimed to have authority to 
regulate single-stock futures.129 

In the power struggle over single-stock futures, the 
two agencies disagreed over the benefi ts of single-stock 
futures.130 The SEC strongly opposed the trading of 
single-stock futures.131 The main reason behind the SEC’s 
objection was that it believed that single-stock futures 
could become more popular than securities due to an 
advantage which single-stock futures had over securities 
trading.132 The single-stock future was a direct substitute 
for securities trading, and thus, the SEC’s regulations 
would not apply to single-stock futures.133 As a result, 
investors could turn to single-stock futures to perform 
actions that were the economic equivalent of a securities 
trade but were not subject to securities regulation.134 Due 
to this possibility, the SEC feared that securities could be 
replaced by single-stock futures, which would undermine 
the SEC’s regulation of the securities market.135 

Nevertheless, the SEC and CFTC reached an agree-
ment in 1981 on how to regulate single-stock futures.136 
Under the agreement, which is known as the Shad-John-
son Accord, single-stock futures were banned.137

The ban on single-stock futures remained intact 
until December 2000, when the Commodity Futures 
Modernization Act (“CFMA”) was enacted.138 Under the 

arrangement to borrow the stock that would allow the 
investor to deliver it to the buyer no later than three days 
after the sale.102 Because this rule was temporary, it ex-
pired in August 2008.103 However, in September 2008, the 
SEC decided to make the temporary rule permanent.104 
When the SEC was adopting the temporary rule, it de-
cided to make an adjustment, which was to expand the 
scope of the rule so that it would apply to all equity secu-
rities.105 In addition to making the temporary rule perma-
nent, the SEC also decided to eliminate the market maker 
exception.106 As a result of the SEC’s actions in September 
2008, the new regulations provided an effective ban on 
naked short selling. 

IV. Single-Stock Futures

A. What Is a Single-Stock Future?

A single-stock future is a type of futures contract.107 
A futures contract is “an agreement to buy or sell an as-
set at a set price and at a set time in the future.”108 Unlike 
a forward contract, a futures contract is a standardized 
contract where the purchase price of the asset is the only 
negotiated term.109 This purchase price is negotiated and 
agreed upon at the time the contract is created, but the 
payment does not occur until the settlement date as set 
out in the contract.110 

When the futures contract is a single-stock future, the 
asset that is involved is the stock of a single company.111 
Therefore, following from the defi nition of a futures con-
tract, a single-stock future is an agreement to buy or sell a 
stock at a set price and at a set time in the future. 

When entering into a single-stock future, neither 
party is required to have ownership of the underlying 
stock.112 Hence, a single-stock future provides a way to 
speculate on the stock’s future value without taking own-
ership in the stock.113 

In a single-stock future there are two settlement op-
tions.114 One option is a physical settlement, which pro-
vides that the selling party physically transfers the stock 
to the buying party.115 When the single-stock future is a 
physical settlement, the buyer does not take ownership of 
the stock until the settlement date.116 The other option is 
a cash settlement, which provides that the stock is not ex-
changed, but rather the appropriate party pays the differ-
ence between the contract price and the market value of 
the stock on the settlement date.117 For example, assume 
Buyer B and Seller S enter into a single-stock future that 
S will sell B one share of stock for $10, and B and S elect 
to use the cash settlement option. If the stock’s value in-
creases to $15 on the settlement date, B would profi t by $5 
if he purchases the stock for $10 from S on the settlement 
day. Thus, S would pay B $5 instead of purchasing the 
stock for $15 and selling it to B for $10. If the price were 
to decrease below $10, then B would pay S the difference. 
Under a cash settlement, since the parties are not ex-
changing stock, the buyer would never take ownership.118 
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sion of the underlying stock before entering into a single-
stock future, but the short seller is required to borrow the 
stock before conducting the short sale. As a result, the 
short seller will have to incur a borrowing cost which an 
investor conducting a single-stock future is able to avoid. 

Since the single-stock future is the economic equiva-
lent of a short sale but at a lower cost and allows the in-
vestor to escape the SEC’s short sale regulation, investors 
may well prefer single-stock futures over short selling. 
Thus, once investors start using single-stock futures in-
stead of short selling, the SEC’s short sale regulation will 
be undermined because it will no longer provide an ef-
fective way to protect investors from other investors who 
take a short position.

The second threat is that single-stock futures provide 
a way for investors to manipulate the market similar to 
naked short selling. The extent of the manipulation will 
not reach the levels that naked short selling achieves be-
cause single-stock futures cannot create artifi cial stock. In 
a naked short sale, the artifi cial stock is created upon an 
FTD. However, in a single-stock future there is no failed 
to deliver.150 Without this fail to deliver, there is no cre-
ation of artifi cial stock. Although single-stock futures are 
thus not able to create artifi cial stock, they are still able 
to manipulate the market similar to naked short selling 
through high levels of shorting. In naked short selling, 
the investor is able to short sell at levels not attainable 
through traditional short selling because the investor does 
not have to borrow the stock before the sale. Likewise, the 
selling party in a single-stock future does not have to own 
the stock before entering into the agreement. As a result, 
there is a theoretically unlimited supply of short positions 
that can be taken through a single-stock future.151 Similar 
to what happens in naked short selling, the selling party 
in a single-stock future can use the theoretically unlimited 
supply to achieve high levels of shorting to drive the price 
of the underlying stock downward. Notwithstanding the 
similarities to naked short selling, the naked short sale 
ban does not apply to single-stock futures. Thus, single-
stock futures can still be used to manipulate the market in 
a way similar to naked short selling. 

VI. The SEC and Authority Over Single-Stock 
Futures

In order to prevent the SEC’s short sale regulation 
from being undermined by single-stock futures, new rules 
must be passed. Under the CFMA, a new rule regarding 
single-stock futures can only be passed when it is ap-
proved by both the SEC and the CFTC.152 Due to this dual 
regulation system, new rulemaking would probably be 
very diffi cult to achieve because the SEC and the CFTC 
have different regulatory policies. The fi rst major confl ict 
would be caused by the different regimes the SEC and 
the CFTC have in place.153 The SEC uses a rule-based re-
gime, whereas the CFTC uses a principle-based regime.154 
Under a rule-based regime, an exhaustive list of rules 

CFMA, a single-stock future is subject to both the SEC’s 
and CFTC’s authority.139 Since the single-stock future is 
subject to both agencies’ authority, it is subject to both 
federal securities and commodities laws.140 However, 
despite the applicability of the securities laws, single-
stock futures are not subject to short sale regulation.141 
Short sale regulation only applies to a short sale, which is 
defi ned as a “sale of a security which the seller does not 
own or any sale which is consummated by the delivery 
of a [borrowed] security.”142 A single-stock future does 
not involve the sale of a security, but rather, is simply an 
agreement to sell in the future. Since a single-stock future 
does not involve selling a security, a single-stock future 
cannot be considered a short sale, which implies that a 
single-stock future is not subject to short sale regulation. 

V. Single-Stock Futures Undermine Short Sale 
Regulation

The SEC’s fear of single-stock futures was not unwar-
ranted because single-stock futures contain two major 
threats to the SEC’s short sale regulation.143 The fi rst 
threat is that single-stock futures may be used by inves-
tors as an alternative to short selling. This is possible 
because the single-stock future is the economic equiva-
lent of a short sale.144 The single-stock future allows an 
investor to take a short position on the stock by being the 
selling party.145 When the investor takes such a position, 
his profi t or loss is calculated by taking the difference 
between the sale price and the price of the stock on the 
settlement date. Similarly, a short seller’s profi t or loss is 
calculated by taking the difference between the short sale 
price and the price of the stock when the short seller cov-
ers his position. Hence, the selling party in a single-stock 
future is in the same economic position as if he were 
short selling the underlying stock covered in the futures 
contract. 

In addition to the fact that a single-stock future is the 
economic equivalent of short selling, an investor may 
prefer single-stock futures instead of short selling because 
of the advantages granted to the investor. Due to the fact 
that the SEC’s short sale regulation does not apply to 
single-stock futures, the investor could use a single-stock 
future to take a short position that would not be possible 
through short selling, where Rule 201 applies. Once the 
circuit breaker is activated, the investor could only short 
sell at a price greater than the national best bid. However, 
if the investor were to use a single-stock future, the inves-
tor could take the selling position at a price lower than 
the national best bid. Another advantage that single-stock 
futures grant investors is the availability of cheaper trans-
actions. First, single-stock futures provide lower margin 
requirements.146 Currently, in order for the investor to 
short sell, he must satisfy the 50% margin requirement,147 
which requires the investor to put up 50% of the short 
sale value.148 On the other hand, if the investor were to 
use a single-stock future, the margin requirement is only 
20%.149 Second, an investor is not required to take posses-
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Therefore, the SEC should be given plenary author-
ity to regulate single-stock futures. Once the SEC is given 
exclusive authority, it would be able to pass the rules 
necessary to prevent short sale regulation from being 
undermined. 

VII. Regulations the SEC Should Pass to Preserve 
Short Sale Regulation

Assuming the SEC is granted exclusive authority to 
regulate single-stock futures, the SEC will need to pass 
rules in order to prevent the short sale regulation from 
being undermined. The new rules should not entail a 
simple expansion of the short sale regulation to include 
single-stock futures. A single-stock future is technically 
not a short sale, so not all of the rules within the short 
sale regulation would be applicable, such as the deliv-
ery requirement. In the delivery requirement, the short 
seller has three days after the sale to deliver the stock to 
the buyer.160 However, in a single-stock future, the sell-
ing party either delivers on the settlement date or never 
delivers due to the cash settlement agreement. In both 
scenarios, the selling party never delivers on the date the 
single-stock future is created, and quite possibly may not 
deliver within three days after the sale.

Rather than expand the scope of the short sale regula-
tion to apply to single-stock futures, a better alternative 
would be to take certain aspects of the regulation and ap-
ply them to single-stock futures. There are three aspects 
that, if applied to single-stock futures, will prevent the 
undermining of short sale regulation. 

First, the SEC should raise the margin requirement 
for single-stock futures. Under the current regulation, 
the margin requirement for single-stock futures is 20%, 
whereas the margin requirement for securities trading 
is 50%. Since a single-stock future can produce the same 
economic outcome as a short sale, the transaction costs for 
both need to be equal. If there is a difference in the trans-
action costs, then investors may stop conducting short 
sales and turn to single-stock futures. Once investors turn 
to single-stock futures, the SEC’s short sale regulation will 
not apply to those transactions. However, if the SEC were 
to raise the margin requirement to 50%, then single-stock 
futures would become a less attractive alternative to short 
selling. Hence, the increased margin requirement would 
remove one of the incentives of entering into a single-
stock future instead of conducting a short sale. Thus, the 
increased margin requirement would assist in preventing 
investors from escaping the SEC’s short sale regulation. 

Second, the SEC should ban investors from entering 
into a single-stock future once Rule 201 has been acti-
vated.161 Since a single-stock future creates the economic 
equivalent of a short sale, when short sales are encounter-
ing tightened regulation, investors could turn to single-
stock futures to avoid the regulation. In order to prevent 
such a strategy, single-stock futures must also be faced 
with tightened regulation during this very period. 

is required in order to regulate every relevant aspect of 
the fi nancial industry.155 On the contrary, a principle-
based regime sets forth a list of rules that sets goals and 
provides the industry freedom to choose the means to 
reach these goals.156 Since the SEC and the CFTC have 
different regimes, each agency will try to pass a different 
type of rule. The SEC would suggest a rule that controls 
the means taken to reach the end. On the other hand, the 
CFTC would suggest a rule that establishes the end and 
allows the industry to choose the means to reach this end. 
Since a CFTC-style rule would not mesh with the SEC’s 
regime and vice versa, neither agency would approve a 
rule set forth by the other. 

The other major confl ict would be caused by the dif-
ferent goals of the agencies. The SEC’s primary focus is 
protecting investors, while the CFTC’s primary focus is 
enhancing price discovery and spreading risk.157 Due to 
these different goals, it is doubtful whether the agencies 
could be able to agree upon new rules. The SEC would 
probably propose rules that protect investors. Such rules 
would make single-stock futures a less attractive alterna-
tive to short selling, which would deter investors from 
using single-stock futures. As a result, investors would 
prefer short selling, which would allow the SEC to protect 
investors through short sale regulation. Adversely, the 
CFTC would probably disagree with the SEC’s proposal 
because it would contradict the CFTC’s regulatory policy. 
The suggested SEC proposal would deter investors from 
using single-stock futures. By deterring investors from 
using single-stock futures, the rule would be deterring 
speculation, which would contradict the CFTC’s goal of 
enhancing price discovery and spreading risk.158 A simi-
lar result would likely occur for the CFTC’s proposal. The 
CFTC would probably propose a rule that allows specula-
tion because it would enhance price discovery and spread 
risk. However, the SEC would, in all likelihood, object 
to such a proposal because the rule would contradict the 
SEC’s goal. A rule that allows for speculation leaves the 
door open for market manipulation and thus fails to pro-
vide protection to investors. 

Due to these two confl icts, it could be expected that 
the SEC and the CFTC would not be able to reach an 
agreement on a new rule. However, a new rule must be 
passed in order to prevent the SEC’s short sale regulation 
from being undermined. Hence, there must be a change in 
the regulation of single-stock futures by giving the SEC or 
the CFTC exclusive authority to regulate. But giving the 
CFTC exclusive authority would not solve the problem 
because it would probably not pass stricter requirements. 
On the contrary, it may loosen the requirements on single-
stock futures.159 Since the current regulation of single-
stock futures is threatening to the regulation of short 
sales, loosening the requirements is defi nitely not the so-
lution. Hence, the CFTC should not be given the exclusive 
authority to regulate single-stock futures. 
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VIII. Conclusion
Over the years, the SEC has been refi ning its short 

sale regulation to better serve its goal of investor protec-
tion. One way the SEC has achieved this goal is through 
preventing market manipulation.163 However, the very 
regulation that the SEC uses to protect investors from 
abusive short sellers is in jeopardy due to single-stock 
futures. 

Single-stock futures could be used to undermine 
short sale regulation unless new rules are passed that 
change the regulation of single-stock futures. But, under 
the dual regulatory system of the CFMA, the SEC and the 
CFTC would most likely have a diffi cult time agreeing 
upon any new rules. Hence, the SEC must be given plena-
ry authority over single-stock futures in order to prevent 
the undermining of its short sale regulation. 

Further, once the SEC is granted this authority, it 
should pass the following regulations: (1) increase the 
margin requirement for single-stock futures; (2) ban 
investors from entering into a single-stock future once 
Rule 201 has been activated; and (3) require investors to 
have possession of the underlying stock before entering 
into the single-stock future. If the SEC were to pass these 
regulations, then the several advantages single-stock fu-
tures had over short sales would be removed. Thus, these 
suggested rules would prevent an investor from using 
a single-stock future to perform an action he could not 
perform under short selling, which, as a result, will help 
preserve the SEC’s short sale regulation. 
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With reference to foreclosure of mortgages, a party 
seeking to enforce the rights associated with a mort-
gage must prove that it is a real party in interest to have 
“standing” in court. The Restatement of Property (Third) 
states:

Only the proven mortgagee may main-
tain a foreclosure action. The requirement 
that a foreclosure action be brought only 
by the actual mortgagee is at the heart of 
the issues with foreclosure irregularities. 
If the homeowner or the court challenges 
the claim of the party bringing a foreclo-
sure action that it is the mortgagee (and 
was when the foreclosure was fi led), then 
evidentiary issues arise as to whether the 
party bringing the foreclosure can in fact 
prove that it is the mortgagee. The issues 
involved are highly complex areas of 
law, but despite the complexity of these 
issues, they should not be dismissed as 
mere technicalities. Rather, they are legal 
requirements that must be observed both 
as part of due process and as part of the 
contractual bargain made between bor-
rowers and lenders.3

Mortgages may be enforced only by, or on behalf of, the 
entity that is entitled to enforce the obligation the mort-
gage secures. The underlying obligation in all cases is a 
promissory note. The mortgage is the security instrument 
that secures the indebtedness created by the note to the 
real property.

It is with the answers to these three questions that the 
mortgage securitization transaction creates uncertainty 
in the chain of title to real property. Uncertainty is caused 
by the transaction’s lack of transparency and the blurred 
defi nitions of the participants’ roles created by the agree-
ments between them. When courts are asked to interpret 
these irregularities and errors, judges should analyze 
these transactions with an eye on the ramifi cations on the 
chain of title and the preservation of the rights of bona 
fi de purchasers of real property.

The current scenario has resulted in extensive litiga-
tion, an extended freeze in the restructuring of residential 
mortgage debt, the unwinding of unrecoverable debt 
through foreclosure, and signifi cant stress on bank and 
non-bank balance sheets arising from the substantial 
repurchase liability that is arising from mistakes and mis-
representations in mortgage documents.4 

In the fall of 2010, a series of revelations about fore-
closure documentation irregularities hit the housing mar-
kets. The transfer of a property’s title from the mortgagor 
(the homeowner) to the mortgagee (typically a bank or 
a trust) necessary for a successful foreclosure requires a 
series of steps established by state law. The securitized 
mortgage transaction adds additional steps necessary to 
the process and procedure required to pass “good title” 
to loan documents between and among participants in 
the transaction. Defi ciencies in the transfers of loan docu-
ments may threaten the enforceability of mortgages held 
as securitized paper, or as it is more commonly known, 
RMBS.1

Depositions taken in a number of lawsuits by borrow-
er-defendants uncovered the systematic robo-signing of 
foreclosure documents by plaintiffs and their attorneys. 
The irregularities consisted of “offi cers” of the plaintiff 
verifying that they had actual knowledge of the facts and 
circumstances when in fact they did not. Upon these reve-
lations, the courts dismissed many of these cases without 
prejudice, only to have the plaintiffs correct the irregulari-
ties and commence another foreclosure action.

More recently, it has come to light that there are po-
tentially fatal irregularities in the mortgage origination 
and pooling process. The impact of these irregularities 
could be far broader, affecting a vast number of inves-
tors in the residential mortgage-backed securities (RMBS) 
market.2 These irregularities would affect already com-
pleted foreclosures, properties currently in foreclosure, 
delinquent borrowers and current homeowners that are 
in the modifi cation process. 

The lawful and enforceable transfer of interests in real 
estate depends on parties to the transaction being able to 
answer three simple questions: who owns the property? 
How did they come to own it? And is there another party 
that can make a competing claim to it? The documentary 
irregularities in securitized mortgage transactions and 
perhaps the securitized mortgage business model itself 
have the potential to make these three seemingly simple 
questions extremely complex. 

Even outside a foreclosure scenario, in order for a 
possessor of an interest in real property to be able to law-
fully affect title, that person or entity must have an inter-
est under color of law. This means that parties seeking to 
transfer, subordinate, encumber, satisfy, modify or bring 
an action pursuant to their interest in real property must 
be able to prove that they are in fact the possessor of those 
rights. This is a threshold requirement that is codifi ed and 
expanded by common law in all 50 states. 

Advanced Standin g Issues in Securitized Mortgage 
Foreclosure
By Charles H. Wallshein
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REMIC structure allows SPVs to create tremendous 
effi ciency in the capital markets. A secondary market was 
created where mortgage loans could be turned into bond-
like securities and traded on an open market. The capital 
markets adapted quickly, and entire institutions were 
created to service this new fi nancial instrument. The SPV 
allowed originators of residential and commercial mort-
gages access to capital and a competitive market where 
they could sell their loans. Aggregators and depositors 
facilitated mortgage pooling. Investment banks and com-
mercial banks turned the mortgage pools into securities 
and marketed them to investors. Servicing agents moni-
tored the loans in the pool trusts for the pool trustees.9 
Pool trustees acted on behalf of the trust certifi cate hold-
ers (investors).

Securitization Loan Document Flow Chart
Securitizations of mortgages require multiple trans-

fers, and accordingly, multiple endorsements and assign-
ments of the mortgage. Securitized mortgages were typi-
cally originated through commercial banks and mortgage 
banks and brokers. These are the “originators.” Next they 
were securitized by investment banks (“sponsors”). The 
sponsors set up SPVs (bankruptcy-remote, tax-exempt 
vehicles) that pooled the mortgages transferred to them 
and sold interests in the income from those mortgages to 
investors in the form of certifi cates. The pools were collat-
eralized by the borrowers’ homes.

The diagram below illustrates the fl ow of the loan 
documentation in a securitized loan transaction. The fl ow 
of the documentation differs from the fl ow of the funds. 
The diagram of the fl ow of funds between the borrower 
and the entity lawfully authorized to receive funds looks 
somewhat different depending upon the terms set forth 
in the pooling and servicing agreement and various other 
agreements between the parties on the lender’s side of 
the transaction. The fl ow of funds is addressed in the next 
section.

There is no question that mortgage securitization is 
the most effi cient business model for putting responsible 
borrowers together with lenders. Securitization allows 
the distribution of risk among sophisticated investors to 
invest in what should be a stable and predictable income 
stream. Securitization also lowers the cost of the mort-
gage transaction to borrowers wherein economies of scale 
make participation accessible to a broader pool of inves-
tors. It is imperative that the mortgage securitization 
transaction become more transparent such that bona fi de 
purchasers have absolute certainty and are legally pro-
tected by the chain of title of secured interests and title to 
the properties secured by same. 

The Mortgage Securitization Transaction
In 1986, Congress changed the tax code. One of these 

changes was the creation of the Real Estate Mortgage 
Investment Conduit (REMIC).5 A REMIC or special pur-
pose vehicle (SPV) is an entity that is created for the spe-
cifi c purpose of being a tax-free pass-through for interest 
income generated by pooled mortgages.6 This allowed 
investors to purchase shares or certifi cates in a mortgage 
pool that was only taxed once at the investor level. The 
REMIC rules allowed the mortgage pools to collect inter-
est income from the pool and disburse that income to the 
certifi cate holders tax-free at the pool level. Prior to the 
REMIC, interest income from pooled mortgage invest-
ments were taxed twice, once at the pool level and again 
at the investor level.

REMIC rules are very specifi c, and to qualify as a 
REMIC under federal and state tax codes, the SPV had to 
meet very stringent requirements.7 With respect to RMBS 
the controlling trust document is known as the Pooling 
and Servicing Agreement (PSA). One function of the PSA 
is to establish the rules governing the trust such that the 
trust’s activities and management conform to IRC 860. If 
the trust did not conform, it could lose its REMIC status 
and its tax-free pass-through status.8
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with the management of the real estate (REO) and assets 
of the pool. 

Every mortgage transaction begins with a lender and 
a borrower. The lender lends money to the borrower in 
exchange for the borrower’s promise to repay (promisso-
ry note) the loan with interest and the security instrument 
(mortgage)15 that secures the note to the property. The 
prerequisite for the lender is that it is lending money and 
taking a security interest from the person(s) who actually 
have clean title to the property. The mortgagee wants to 
be assured and insured that its security interest/lien posi-
tion will be superior to all others. To accomplish this, it 
has to do two things. First, the mortgagee has to obtain 
a title report and a lender’s policy from a title insurance 
company insuring the mortgagee’s fi rst lien position, and 
be assured and insured of the borrower’s legal ability as 
owner of the property to pledge the property as secured 
collateral for the loan.

The lender in a securitized mortgage transaction is 
called the “originator.” The originator sells the loan (note 
and mortgage) to the “securitization sponsor” (spon-
sor). Upon sale or transfer, the mortgage is assigned to 
the sponsor and the note is endorsed to the sponsor. The 
sponsor’s possession of the note without assignment of 
the mortgage means that the underlying debt is still valid 
but the mortgagee cannot foreclose because he has not 
been assigned rights to enforce the security agreement. 
Obtaining assignment of the mortgage without having 
possession of the note renders the mortgage completely 
unenforceable. Assignment of the mortgage without the 
underlying promise to pay is a nullity.16 

Transfer of the Note

There are two methods by which a promissory note 
may be transferred, negotiation17 and by sale contract 
(MLPA).18 Transfer of notes is governed by the trust’s 
pooling and servicing agreements (PSAs). PSAs generally 
contemplate transfer through negotiation. Typical lan-
guage in PSAs requires the delivery to the securitization 
trust of the notes indorsed to the trustee or in blank.19 For 
example:

Pay to the order of _________________

Without Recourse

Alternatively, a promissory note may be transferred by a 
sale contract, also governed by whether a state has adopt-
ed particular revisions to the UCC. In many states, in or-
der for a transfer to take place under the relevant portion 
of the UCC, there are only three requirements: the buyer 
of the promissory note must give value, there must be an 
authenticated document of sale that describes the promis-
sory note (MLPA or Purchase and Sale Agreement), and 
the seller must have rights in the promissory note being 
sold.20 

Prior to securitization most residential loans were 
kept in a portfolio as “whole loans.” The loan was usu-
ally serviced by the institution that originated the loan. 
Fannie Mae and Freddie Mac10 developed the business 
model of securitizing the cash fl ow from residential mort-
gages. The GSEs insured investors in securities backed by 
residential mortgages. The government-insured Fannie 
and Freddie loans, therefore, had very high credit ratings. 
Fannie and Freddie loans were underwritten to very strict 
standards.11 In the late 1980s and early 1990s the busi-
ness model expanded, and private label, non-GSE, non-
insured products became available to the general public 
from various investment banks. 

The non-GSE products could not compete with the 
GSE products because the GSEs had the competitive ad-
vantage of inexpensive credit directly from the U.S. Trea-
sury and the government’s guarantee that gave GSE secu-
rities an A++ credit rating comparable to a treasury bond. 
The non-GSE paper could be underwritten and sold via 
a securitization model that resembled the GSE. The most 
remarkable differences between GSE and non-GSE paper 
were the underwriting standards and the sources of credit 
used to fund the mortgages. Also important was the fact 
that the loan servicing functions were usually outsourced 
from the originator of the loan to a third party whose sole 
function and purpose was to service mortgage loans.12

Many of the commercial banks set up separate servic-
ing departments that serviced the loans in the securitized 
pools they created. Many of these bank servicers also ser-
viced loans for other pools they did not create. Moreover, 
these new institutions were charged with self-regulation 
and thereby literally wrote their own rules and business 
practices to conform to existing federal and state securi-
ties, trust, banking and real estate laws.13 

The role of servicing agents was largely administra-
tive. They were hired by the RMBS investors to handle 
all back-offi ce functions for existing loans, and generally 
acted as intermediaries between borrowers and the inves-
tors. Their function could be best described as performing 
customer service and bookkeeping functions. 

When the number of delinquencies began to rise, the 
role of servicers evolved from customer service and book-
keeping to include loss mitigation. Servicers found them-
selves responsible for processing all defaults including 
forbearance agreements, modifi cations, short sales, and 
foreclosures and post-foreclosure property management. 
The servicers themselves have admitted that they were 
simply not prepared for the volume of work that the crisis 
generated.14 

Servicers work for and are contracted by the trustees 
of the trust to handle all administrative and legal func-
tions associated with the management of the mortgage 
trust pool. Servicers hire outside counsel to foreclose and 
provide a bevy of other real estate services associated 
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typically contained, at minimum, hundreds of millions 
of dollars of mortgages and, at maximum, billions. For 
example, if the average loan in an RMBS was $200,000, 
there would be 5,000 loans in a 1-billion dollar securiti-
zation. That is a lot of loans to move from originators to 
the trusts, while complying with state recording statutes, 
proper note endorsements and the terms of the trust’s 
PSA. Also consider that the GSEs and private label trust 
generated over 7 trillion (with a “T”) dollars’ worth of 
RMBS paper.

RMBS redefi ned the identity of the owner of the loan. 
The fact is that RMBS created classes of investors in RMBS 
pools that were entitled to receive derivative income de-
pending on what class of certifi cate they held. So instead 
of having an individual or an entity owning a loan or a 
pool of “whole” loans, RMBS trusts split the pool income 
into a series of benefi cial interests in the pool’s income 
stream (and residual value) defi ned by the certifi cate 
class, in turn defi ned by the PSA. Certifi cate holders were 
segregated as to what class had what rights as to payment 
preference, subordinate position and rights in default 
(among other rights not mentioned here). Therefore, our 
older concept of “A Bank” as owner of a pool of loans con-
trolling the disposition of their purchase, sale, servicing 
and administration is archaic. 

The How and When

One function of the Pooling and Servicing Agreement 
is to govern how notes are transferred into and out of the 
trust. Some PSAs require a complete chain of endorse-
ments on the notes from originator (Lender) up to the de-
positor, with a fi nal endorsement to the trust in blank. The 
critical function is to ensure that the loans were deposited 
into the trust before the trust cut-off date or closing date.23 
IRC § 860(d) states that in order to have lawful tax-free 
status, the loan must be deposited into the trust within 
90 days of the trust’s start-up date. This is known as the 
cut-off date. The law is clear; if the loan was not lawfully 
deposited in the trust before the cut-off date, the trust 
cannot claim the income stream from that loan with tax-
free pass-through status. The trust would have to pay an 
income tax penalty on the income from that loan. 

Every RMBS trust’s PSA recites the IRC §860(d) re-
quirement for depositing loans into the trust before the 
cut-off date. By the terms of the PSA itself, the trust can-
not accept any loans into the trust in any manner other 
than as defi ned in the PSA. If the trust or its agents violate 
the terms of the PSA, the investors may have a right to 
treat that act as an ultra vires act by the trust, triggering 
liability to the servicers and the Trustees. From this point 
forward it is necessary to understand the relationship be-
tween the entity that has authority to act on behalf of the 
trust and the entities that rely on those acts as bona-fi de 
possessors of interests in real property. 

In most securitizations the fi rst two criteria are eas-
ily met. In nearly all RMBS transactions the transfer of 
the mortgage loans at each stage of the securitization 
involves the buyer giving the seller value and a docu-
ment of sale (a mortgage purchase and sale agreement 
or a MLPA) that should include a schedule identifying 
the promissory notes involved. The MLPA is a list of all 
the loans sold in a particular transaction, analogous to an 
itemized invoice/bill of sale.

The third criterion requires an unbroken chain of title 
of the promissory note back to the loan’s originator. Un-
like assignments of mortgages that are recorded at the 
county clerk’s offi ce for the county in which the property 
is located, loan (note) sale documents (plus their sched-
ules) are not recorded.21 Even though the note and loan 
sale documents are evidence of such a chain of title, unre-
corded MLPAs do not and cannot establish that the loan 
was not previously sold to another party. Transfers of the 
note in RMBS transactions are completely opaque to the 
general public.

Up to this point in the transaction the discussion cen-
ters on a lawful chain of possession of the note from the 
originator to the trust to ensure the note’s enforceability 
by the trust. In RMBS transactions the lawful method 
by which the trust obtained physical possession of the 
note is determinate as to its lawful possession such that 
the trust or its lawful agents are persons entitled to enforce 
(P.E.T.E). This may seem an obvious statement; however, 
standing in an action to enforce the note’s security agree-
ment is complicated by the authority the entity has as 
a result of the terms contained not only in the note and 
security agreement, but also the terms contained in the 
pooling and servicing agreement.

The Pooling and Servicing Agreement
Prior to RMBS, lenders wrote loans that contained 

a note and a mortgage. After the loan funded, the 
originator could sell the loan to another party. The sale 
transferred all the rights the originator had in the loan 
to collect payment and also assigned the mortgage, the 
security instrument, so the new note owner could record 
the mortgage with the county clerk to afford priority of 
lien protection. Once the mortgage was recorded in the 
county clerk’s offi ce, the world was put on notice that the 
lien existed, the date of its existence, the amount of the 
lien, and the owner of the lien. Notice is the core purpose 
of all recording statutes.22

RMBS transactions had to accommodate a new set of 
legal issues besides notice. Residential Mortgage Backed 
Securities had to satisfy Internal Revenue Code § 860 to 
maintain tax-free pass-through status for the certifi cate 
holders. As a practical matter RMBS was effi cient at 
very large economies of scale. The securities themselves 



80 NYSBA  NY Business Law Journal  |  Summer 2012  |  Vol. 16  |  No. 1        

Flow of Funds and the Role of the Servicer
RMBS loans and the rights to service them often are 

bought and sold. In many cases, the company that you 
send your payment to is not the company that owns your 
loan. The fl ow of funds from mortgage payments goes 
from borrower to servicer to trust to investor. The servicer 
is responsible for making sure that the real estate taxes are 
paid, the hazard insurance policy is paid and the certifi -
cate holders are paid. 

In most cases the servicer is a bank with a nation-
ally recognized name. Besides engaging in commercial 
banking, these banks service loans. It is a common mis-
conception among borrowers that because “BANK A” is 
a bank, “BANK A” is the lender or owner of their loan. 
When the borrower makes monthly payment to “BANK 
A,” it is more likely than not that “BANK A” is acting 
only as a servicer for the trust (or one of the trust’s suc-
cessors or assignees) where the loan was securitized. In a 
typical RMBS, “BANK A” could be the originator of the 
loan, and the trustee of the loan, as the loan’s servicing 
agent. “BANK A” could wear all three hats, two of the 
three, or one of the three. In any event, “BANK A” is not 
the “owner” of the loan within the meaning of the term 
as it relates to RMBS. It is the trust certifi cate holders that 
“own” the loans, or at the very least, the benefi cial inter-
ests from derivative portions of those loans. The trust is 
the title owner of the notes and mortgages, and the cer-
tifi cate holders own benefi cial interests to receive income 
from the loans. Meanwhile, it is only the servicing agent 
that is visible to the world and that holds itself out as the 
entity that has authority to act on behalf of the trust and 
the certifi cate holders.

The Scope of the Problem
There are approximately 40 million securitized loans 

in the United States, representing an amount in excess of 
7 trillion dollars. In the RMBS scenario a single loan may 
have been transferred among various institutions several 
times from the time it was originated to where it allegedly 
lies now. It became apparent to RMBS market participants 
that their recording fees with the “ink & paper” recording 
process would become very costly. The reason given as 
their “offi cial statement” is that the various county clerks’ 
offi ces could not accommodate RMBS’s need for the rapid 
and multiple transfers of loan documents that these trans-
actions require. Their response to the “inadequacy” of the 
“ink & paper” process was to devise their own systems 
and processes that could handle the volume of transac-
tions at tremendous speed. However, the ability of these 
processes and procedures to handle volume with speed 
came at the expense of transparency and notice within 
the [recorded] chain of title of the documents required 
by state recording statutes. Electronic registration (MERS 
loans) and tracking of mortgage documents by and 
among RMBS market participants created transfers that 
were invisible to the general public.31 

The Who

The person or entity that has authority to make law-
ful transfers of the note and mortgage within the RMBS 
varies depending on at what stage of the transaction the 
transfer was made. The transfer must be lawful pursuant 
to a document or writing that does not create a presump-
tion that the transfer violates state law or any other con-
trolling trust document. This is not a form over substance 
argument. In RMBS transactions a violation of state law 
or of the PSA would open the trust to liability. In particu-
lar, the entity that presumably needs standing to enforce 
the mortgage needs to prove as a threshold matter that it 
has the lawful authority to do so.24 Since there have been 
numerous transfers of the note and mortgage, the up-
stream holder of the note and mortgage must rely on the 
proper and lawful transfer of those documents through-
out the chain of possession and title.25

Collateral attacks on the validity of transfer of notes 
and mortgages may be made, and are being made, by 
third parties to the PSA. There are divergent holdings 
from various courts as to who has standing to object to vi-
olations of the PSA committed by servicers, trustees, orig-
inators, document custodians, nominees and other parties 
with privity to the PSA.26 The bases for these attacks are 
that the unlawful transfers in the chain of possession/title 
would open certain parties to tax liability, trigger indem-
nifi cation rights within the trust, create litigation, create 
the possibility of a put back, affect the value of the security, 
affect the marketability of title to the underlying collater-
al, allow exposure to claw-back in a bankruptcy, affect the 
rights of junior lien holders, and unleash a torrent of title 
claims as to transfers of real property through foreclosure 
proceedings.27

Governing Law

Most PSAs are governed by New York law and cre-
ate trusts governed by New York law.28 New York trust 
law requires strict compliance with the trust documents; 
any transaction by the trust that is in contravention of the 
trust documents is void, meaning that the transfer is an 
ultra vires act and may be unlawful. Pooling and Servicing 
Agreements are also unrecorded and unavailable to the 
general public.29 Within the RMBS transaction, the gen-
eral public has no way to know if a note actually is owned 
by the entity that is foreclosing. This information is privy 
only to the servicer, the trustee and the document custo-
dian who derive their rights, authority to act and role in 
the transaction from the terms contained in the PSA.

In the absence of an agreement otherwise, the require-
ments governing the transfer of documents are contained 
in Pooling and Servicing Agreements.30 However, parties 
are free to contract out of the Uniform Commercial Code 
and provide other terms and requirements for transfer of 
notes by agreement. Many RMBS PSAs contain contrac-
tual document transfer provisions that do not follow the 
Uniform Commercial Code.
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lender’s behalf. When the mortgage was assigned from 
one lender to another, or the mortgage was modifi ed, or 
satisfi ed, it was done by a person with actual authority 
to do so who signed his or her name in “wet ink” on the 
document that affected an interest in real estate. If that doc-
ument needed to be recorded with the county clerk, the 
entity did so right away so as to protect that entity’s lien 
position pursuant to the jurisdiction’s “race” aspect of the 
recording statute.35

In RMBS transactions, not only do lenders and up-
stream transferees of interests in real estate have to conform 
to the “wet ink” requirements of the recording statutes, 
they also have to conform to the terms contained in the 
PSAs that govern the transfer of documents into and out 
of the trusts. An attack upon the transfer of loan docu-
ments based on ultra vires acts of the trust will render 
those transfers unlawful and void as a matter of law. The 
result seems potentially catastrophic to secured lenders, 
and it very well may be. Entities that took title to interests 
in real estate could possibly lose their status or their posi-
tion as bona fi de purchasers.

As a matter of law in all 50 jurisdictions, an entity 
cannot take a better interest in real estate than the entity 
had that granted it. If a person does not have good title, 
he or she cannot pass good title. This law is not some-
thing invented here in the United States within the last 
few hundred years. This is “ancient law” dating back to 
Rome. This is why every real estate transaction in the 
country is (or should be) insured with title insurance to 
the owner by a fee policy and to the lender by a lender’s 
(or mortgage) policy. 

Practical Matters
As a practical matter, collateral attacks on the chain 

of title of interests in real property are not an invention of 
creative attorneys representing certifi cate holders seeking 
to put back non-performing loans. Nor are these attacks an 
invention of crafty foreclosure defense lawyers seeking 
to fi nd a loophole in a foreclosure proceeding to protect 
homeowners. Failures in accurate and transparent record-
keeping that are consistent with recording statutes and 
bona fi de purchaser law are already creating litigation and 
will continue to do so. It is apparent that the custodians, 
servicers and trustees charged with the lawful transfer 
of RMBS loan documents between and among RMBS 
participants did so without regard to the preservation of 
the bona fi de purchaser status of downstream possessors of 
those interests. 

We are now at the stage where RMBS foreclosure 
plaintiffs are forced to rely on contortions of the Uni-
form Commercial Code, securities law, trust and estates 
law, the incident-precedent rule and real property law 
to maintain standing in foreclosure actions. None of this 
would be necessary if RMBS participants were not in such 
a rush to “get their deals done” and cash in on their se-

Most of the internal transfers of RMBS paper are not 
recorded where the transfers are visible to the general 
public. The transfers lack transparency, and therefore any 
deviation from state law or from the rules governing such 
transfers in the pooling and servicing agreement could 
subject the transfer to attack by any number of parties to 
the transaction, including parties that had no connection 
to the original transaction.32

Marketable title is the foundation of the real estate 
market.33 Owners of properties that are encumbered by 
RMBS mortgages could fi nd that they cannot transfer 
marketable title. Purchasers could fi nd that they can-
not get fi nancing on a property that was encumbered by 
RMBS paper. Junior lien holders, such as those holding 
second mortgages and home equity lines of credit, may 
not be able to protect their positions. In short, the validity 
of the security interest that depends on the lawful trans-
fer of the note could be in question for every RMBS loan.

A larger and more perplexing question arises when 
it is determined that the trust acted ultra vires. If the trust 
has no authority over the note and mortgage, who does? 
The rightful owner of the note would be found by tracing 
the chain of possession in reverse chronology to the last 
lawful owner. In this scenario two things would happen. 
Pursuant to the representations and warranties contained 
in the PSA and the MLPA, the loans could be put back to 
their original owners. The trusts would be reimbursed34 
by the sponsors. This could create liability to the sponsor-
ing entities to the tune of hundreds of billions of dollars. 
Very often the last lawful owner of the note is either de-
funct, bankrupt or has been absorbed by one of the large 
commercial banks. If the certifi cate holders cannot obtain 
recourse on ultra vires loans, they will have to absorb the 
loss themselves.

The “ink & paper” recording system provides actual 
notice to the world of a party’s interest in real estate. 
Once the paperwork was properly recorded, the entity 
with an interest in real estate (such as a deed or a mort-
gage) had assurance that its recordable interest was 
protected by law as to priority over other competing 
interests. RMBS changed all of that. RMBS added an-
other layer, an invisible layer, outside of the chain of title, 
outside the recording system, that defeated the recording 
system and made opaque the chain of lawful possession 
of interests in real estate.

From a practitioner’s point of view, as long as trans-
fers of interests in real estate are dependent upon the terms 
of a pooling and servicing agreement, the lawful chain of 
title may be affected by any entity that has acted under 
the alleged authority of a PSA anywhere in the chain.

In the “old days” the check a person (seller, pur-
chaser, title company etc.,) received at closing was signed 
by a person with “wet ink.” The person signing the check 
was an offi cer of the lender or a person (such as a bank 
attorney) who had actual written authority to act on the 
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16. Carpenter v. Longan 83 U.S. 16 Wall. 271 (1872). Carpenter 
established the rule that the security interest necessarily follows 
the promissory note, and a security interest is a nullity without the 
underlying promise to pay. 

17. “Negotiation” is the signing over of individual promissory notes 
through endorsement, pursuant to UCC §§ 3-201, 3-203.

18. MLPAs (Mortgage Loan Purchase Agreements) are also known 
as Purchase and Sale Agreements (not to be confused with 
Pooling and Servicing Agreements). Sample in hyperlink: 
http://agreements.realdealdocs.com/Mortgage-Agreement/
MORTGAGE-LOAN-PURCHASE-AGREEMENT-2067437/.

19. Usually the onus is on the Trustee or Servicer to complete the 
endorsements in the funding window.

20. Pursuant to UCC § 9-203(a)-(b).

21. Mortgages and assignments of mortgages are recorded with the 
county clerk. Promissory notes are not. There is no public record of 
the chain of possession for promissory notes and their allonges.

22. Actual Notice is deemed given upon delivery to the county clerk 
for recording. Recording covers the “race” aspect of the recording 
statute. The “notice” requirement for a bona fi de purchaser relies on 
the person or entity taking title without “constructive notice” of a 
defect. 

23. 26 U.S.C. § 860D (2012) states: REMIC Defi ned:

(a) General rule.

For purposes of this title, the terms ‘‘real estate mort-
gage investment conduit’’ and ‘‘REMIC’’ mean any 
entity— 

(1) to which an election to be treated as a REMIC ap-
plies for the taxable year and all prior taxable years,

(2) all of the interests in which are regular interests or 
residual interests,

(3) which has 1 (and only 1) class of residual interests 
(and all distributions, if any, with respect to such inter-
ests are pro-rata),

(4) as of the close of the 3rd month beginning after the 
startup day and at all times thereafter, substantially all 
of the assets of which consist of qualifi ed mortgages 
and permitted investments,

(5) which has a taxable year which is a calendar year, 
and

(6) with respect to which there are reasonable arrange-
ments designed to ensure that— 

(A) residual interests in such entity are not held by 
disqualifi ed organizations (as defi ned in section 860E(e)
(5)), and

(B) information necessary for the application of section 
860E(e) will be made available by the entity. In the case 
of a qualifi ed liquidation (as defi ned in section 860F(a)
(4)(A)), paragraph (4) shall not apply during the liqui-
dation period (as defi ned in section860F(a)(4)(B)).

(b) Election. (1) In general.

An entity (otherwise meeting the requirements of 
subsection(a)) may elect to be treated as a REMIC for 
its 1st taxable year. Such an election shall be made on 
its return for such 1st taxable year. Except as provided 
in paragraph (2), such an election shall apply to the 
taxable year for which made and all subsequent taxable 
years. 

curitizations. There is nothing wrong, unlawful or illegal 
with the theoretical structure of the RMBS transaction. 
The practical problem is that RMBS participants simply 
did not follow their own rules, to the detriment of interest 
in real property ownership principles that span two mil-
lennia. How our legal system addresses this widespread 
failure on a county by county level will determine the 
quality and reliability of our recorded land records for the 
foreseeable future of our State and Nation.

Endnotes
1. Residential Mortgage Backed Securities.

2. RMBS are securities that were sold in the Over-the-Counter “OTC” 
stock market as “Pink Slips.”

3. RESTATEMENT (THIRD) OF PROPERTY: MORTGAGES § 5.4(c) (1997).

4. In the fall of 2010, a series of revelations about foreclosure 
documentation irregularities hit the housing markets. The transfer 
of a property’s title from the mortgagor (the homeowner) to the 
mortgagee (typically a bank or a trust) necessary for a successful 
foreclosure requires a series of steps established by state law.

5. See 26 U.S.C. § 860 (2012).

6. SPVs are considered to be limited to self-amortizing mortgages 
that do not require active asset management for income fl ow.

7. IRC 860 requires that, among other things, the REMIC trust be 
a “closed entity” and “bankruptcy remote.” New York’s Estate 
Powers & Trust laws were chosen by RMBS sponsors (in the 
PSAs) as the “controlling” statutes to govern REMIC trusts, as the 
EPTL’s rules and concomitant common law establish “common 
law trusts” that conform the REMIC tax free pass-through 
requirements.

8. If a tax-free pass-through trust lost its REMIC status, the tax 
penalties to an investor that purchased certifi cates would be 
devastating. It would also trigger an event called a “put back.” 
There was considerable argument over whether these trusts were 
“business” trusts or common law trusts, but the trend appears to 
be a judicial recognition that they are in fact common law trusts. 

9. Servicer duties include customer service for borrowers, collecting 
mortgage payments from the borrowers, and remitting mortgage 
payments to the trust.

10. Fannie Mae and Freddie Mac are known as Government 
Sponsored Entities (GSEs).

11. The requirements for loan-to-value, debt-to-income ratio, credit 
score, and loan limits, deposit sourcing, income verifi cation, etc., 
were uniform for GSE products of each particular type.

12. Servicers were paid a fee of 25 basis points (.25%) of the loan to 
service the loan. Mortgage loans became easier to service with 
the use of specialized software developed specifi cally for loan 
servicing. The system was very profi table because it had become 
largely automated, with very little need for human interaction and 
the associated labor costs.

13. To meet these requirements the SPVs were created as trusts. More 
than 95% of the SPVs were created pursuant to New York State 
Trust law as “common law trusts.”

14. Congressional Oversight Panel, March Oversight Report: Foreclosure 
Crisis: Working Toward a Solution, at 39 (Mar. 6, 2009) (hereinafter 
“March, 2009 COP”).

15. New York and other lien theory states have mortgages where the 
borrower retains legal title to the property. In other states with 
title theory there is a deed of trust where the borrower retains an 
“equity/right of redemption.”
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31. Transfers pursuant to the Mortgage Electronic Registrations System 
have come under attack under numerous legal theories. The three 
most notable are that: The actual possession of documents in 
MERS is completely opaque to the general public; MERS loans are 
transferred without the express authority of the lender, and MERS 
loans bifurcate the promise to pay from the security interest at 
inception.

32. These parties include upstream purchasers of the fi nancial 
instruments (trust certifi cates), successors in interest to the 
originators, subsequent purchasers of the collateral (real estate) 
and junior lien holders.

33. Marketable Title is defi ned as [in the ALTA 1992 form policy]:

“[a}n alleged or apparent matter affecting the title to the 
land, not excluded or excepted from coverage, which would 
entitle a purchaser of the estate or interest described in 
Schedule A to be released from the obligation to purchase by 
virtue of a contractual condition requiring the delivery of 
marketable title.”

 This is a circular defi nition at best, but one that establishes the 
conditions under which a marketability issue will be considered 
covered under the policy and, therefore, ripe as a claim of loss 
or defense. A claim is ripe if title is encumbered by an “alleged 
or apparent” defect. Note that there is no requirement to prove 
that the defect is real. Further, a claim is covered only if it is “not 
excluded or excepted from coverage.” No matter how severe 
an effect the defect has on merchantability of title, there is no 
coverage for any defect disclosed by or excluded from the policy. 
That said, judicial interpretation—state law—determines what 
does and does not constitute unmarketable title such that a 
purchaser could be released from its obligation to buy.

34. This would entail a reimbursement to the trust certifi cate holders.

35. See N.Y. Real Prop. § 291 (McKinney’s 2012).

Charles Wallshein is an attorney admitted in the 
State of New York. Mr. Wallshein acts as outside coun-
sel to small and mid-cap community and thrift insti-
tutions in reviewing loan portfolios with reference 
to regulatory issues affecting loan valuation. He is a 
partner of Asset Quality Solutions, a banking consult-
ing and information technologies fi rm that focuses on 
asset valuation methodologies, policies and procedures 
governing management information systems. He is a 
member of the Nassau County and New York State Bar 
Associations. 

“Section 5 of Article One of the Tax Law exempts the 
REMIC from taxation. An entity that is treated for 
federal income tax purposes as a real estate mortgage 
investment conduit (REMIC), as such term is defi ned 
in IRC Section 860 D, shall be exempt from all taxation 
imposed or authorized under the tax law, upon its 
capital stock, franchises or income. A REMIC shall not 
be treated as a corporation, partnership or trust for 
purposes of the tax law. The assets of a REMIC shall 
not be included in the calculation of any franchise tax 
liability under the tax law. This provision does not 
exempt the holders of regular or residual interests 
from tax.” New York’s REMIC Tax Law, NEW YORK STATE 
DEPARTMENT OF TAXATION AND FINANCE, http://www.
tax.ny.gov/pdf/memos/multitax/m87_22c_22i.pdf 
(last accessed Apr. 26, 2012). 

24. That party must either own the mortgage and the note or be 
legally empowered to act on the note-owner’s behalf. Servicers 
acting on behalf of a trust or an originator do not own the 
mortgage, but by contract are granted the ability to act on behalf 
of the trust or the originator. See Facts for Consumers, FEDERAL 
TRADE COMMISSION, http://www.ftc.gov/bcp/edu/pubs/
consumer/homes/rea10.shtm) (last accessed Apr. 26, 2012). 

25. Under either the terms of the trust, the contracts between 
the parties or UCC § 9 would require the chain of title by the 
foreclosing entity to be qualifi ed as a “PETE” (person entitled 
to enforce). In other words, single endorsements in blank, and 
claiming that any party in possession of a note, can enforce a note, 
even a thief, does not work. 

26. With particular reference to foreclosure proceedings, opinions 
from courts diverge as to whether borrowers have standing to 
raise violations of the PSA as an affi rmative defense. 

27. These are just a few of the ramifi cations, parties and actions that 
could be brought as a result of ultra vires acts of the trust.

28. N.Y. Estate Powers & Trusts Law § 7-2.4.

29. Pooling and Servicing Agreements are available on-line at the 
Securities and Exchange Commission’s “EDGAR” website. 
However, these are only for publicly traded trusts that were 
required to fi le by law. 

30. Sales agreements (MLPAs) are governed by the UCC, but the PSA 
is a trust agreement and the transfers of assets set out therein are 
the terms of the funding of the trust under New York law. This 
requires the depositor to complete the transfer in accordance with 
the law of gifts under the State law of New York. That requires 
compliance with the letter and spirit of the agreement and the 
steps required to effect the transfer would result in the assets 
being unquestionably delivered to the trustee for the particular 
trust by the proper endorsement of the note and the proper 
assignment of the mortgage. 
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8. We initiated a committee membership campaign 
to Section members who have evidenced an inter-
est in a particular area of business law, but have 
not joined a committee. 

9. We had a great turnout for our January 25, 2012 
Annual Program with the main speaker be-
ing Hon. Jed Rakoff, USDC/SDNY, recounting his 
personal experiences seeing ethical decisions made 
by others and what followed.

10. And last, but not least, we had a well-attended 
annual Spring Meeting in May at the Harvard 
Club. A special feature was the awarding of prizes 
to the winners of the annual Student Writing 
Competition for the Journal at the membership 
luncheon (see HeadNotes on p. 5). We have a 
new slate of offi cers, headed by incoming Chair 
Deborah Doxey of Phillips Lytle LLP, which took 
offi ce June 1, 2012, bringing our terms of offi ce 
back into conformity with other Sections. 

On a personal note, this being the end of my term, 
I thank each of you who supported the Section’s and its 
committees’ efforts over the past 18 months. It is truly a 
voluntary association and I know that because each of 
you has volunteered your time and experience, especially 
our Committee Chairs who made time in their busy lives 
to provide vital leadership; as I step down as Chair, there 
will continue to be a vibrant and effective Business Law 
Section.

Paul H. Silverman, Esq.
Outgoing NYSBA BLS Chair 

Banking Law Committee
The Banking Law Committee held a meeting as 

part of the New York State Bar Association’s Annual 
Meeting in New York City in January. The Committee 
heard presentations from Michael V. Campbell, 
Counsel and Assistant Vice-President at the Federal 
Reserve Bank of New York (“FRBNY”), and Roberta 
Kotkin, General Counsel, Chief Operating Offi cer, and 
Corporate Secretary of the New York Bankers Association 
(“NYBA”).

Mr. Campbell, who has served a pivotal role in the 
start-up of the Consumer Financial Protection Board 
within the Federal Reserve System, as mandated by 

From the Section Chair
As the following reports from the individual 

Committee chairs demonstrate, 2012 has been off to an 
active start. Developments at the Section level have been 
no less dramatic, as our membership has benefi ted from, 
among others, the following initiatives: 

1. The Section was successful in gaining the support 
of the NYSBA as a whole through a unanimous 
vote supporting our proposed State legislation al-
lowing permissive electronic shareholder meetings 
and voting, in lieu of the pending proposal which 
would make these changes compulsory. We are 
continuing to urge passage of our proposal. 

2. In March the NYSBA held a successful cross-
border CLE program with the Ontario Bar 
Association, with meetings taking place in both 
Toronto and Buffalo. As a Program coordinator, I 
was especially pleased that presentation proposals 
by two of our Section members were selected for 
the program. 

3. In April the Bankruptcy Law Committee spon-
sored a special event at the Cornell Club honoring 
the new Bankruptcy Judges. 

4. Our efforts at encouraging diversity in member-
ship continued apace, with outreach programs 
at law schools led by Anthony Fletcher, our E.C. 
Diversity subcommittee chair.

5. The Section now has a blog up and running on its 
website (members can access it at http://nysbar.
com/blogs/businesslaw/). Any Committee chair 
(or his or her designee) can post items of general 
interest to the blog, and we expect it to gain mo-
mentum as additional Committee Chairs begin to 
make use of it. 

6. The Section supported the NYSBA by-law 
change creating a House of Delegates representa-
tive for the Sections. 

7. We formed an Executive Committee task force to 
liaise with the NYSBA Task Force on New York 
Law in International Matters committed to work 
for the continued presence of New York and New 
York law as the priority location and law for inter-
national business and fi nance law. 

COMMITTEE REPORTS
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Corporations Law Committee 
The Corporations Law Committee met on January 

25 during the New York State Bar Association Annual 
Meeting. Jeffrey Bagner of Fried, Frank, Harris, Shriver 
& Jacobson LLP led a discussion on shareholder rights 
plans, with an emphasis on New York and Delaware 
corporations. At the Spring Meeting of the Business Law 
Section held on May 9, the committee held two panel dis-
cussions: a panel entitled “M&A Market Update,” chaired 
by Richard De Rose of Houlihan Lokey, and a panel enti-
tled “Cybersecurity and the Ethical Rules Around the Use 
of Technology,” chaired by Adele Hogan of Cadwalader, 
Wickersham & Taft LLP. Two hours of NY CLE credit 
were provided, including one hour of ethics CLE credit. 

One of the committee’s functions is to review pend-
ing legislation that affects corporations and other legal 
entities. The committee has recently held discussions with 
a New York State Assemblyman who has sponsored a 
bill to amend the New York Business Corporation Law to 
require that New York-incorporated publicly traded cor-
porations hold shareholder meetings electronically and 
allow shareholders to vote at these meetings electroni-
cally. New York State would become the fi rst U.S. jurisdic-
tion that would mandate that shareholder meetings and 
voting be conducted electronically. The committee has 
prepared its own version of an amendment to the New 
York Business Corporation Law, consistent with the ap-
proach taken by many other states, that would permit, 
but not mandate, New York incorporated publicly traded 
corporations to hold shareholder meetings electroni-
cally and to allow voting at these meetings electronically. 
The Executive Committee of the New York State Bar 
Association has endorsed the committee’s position.

Jeffrey Bagner, Esq.

Derivatives and Structured Products Law 
Committee

The Derivatives and Structured Products Law 
Committee kept its members informed of the constantly 
changing Dodd-Frank regulatory proposals to reshape the 
industry’s structure, eligible participants, trading, clear-
ing and valuation. The committee heard from Securities 
and Exchange Commission staff members on securities-
based swaps and clearing issues and from leading at-
torneys on netting arrangements on changes overseas 
and segregation and posting of customer swaps collateral 
under Dodd-Frank, and the committee provided robust 
opportunities for members to share ideas amongst them-
selves. In this more participatory forum, constituent input 
helped shape the direction of this valuable committee on 
a variety of other relevant topics, including the proposed 
871(m) regulations from the Treasury regarding dividend 
payments, as well as the Foreign Account Tax Compliance 
Act.

Daniel N. Budofsky, Esq.

2010’s Dodd-Frank reform law, compared Pennsylvania’s 
Homeowner’s Emergency Mortgage Assistance Program 
(“HEMAP”), begun in 1983 in response to steel in-
dustry layoffs of that decade, with the federal govern-
ment’s home loan extension program. He explained that 
the FRBNY would be approaching the Banking Law 
Committee for its support to enact a similar legislative 
proposal for New York that would provide a bridge loan 
in response to specifi c types of fi nancial hardship such as 
a temporary loss of income, where there is a reasonable 
expectation that the person will shortly be able to resume 
making mortgage payments, including repaying the 
State’s bridge loan. 

Ms. Kotkin described the continuing implementation 
of the merger of the New York State Banking Department 
and the New York Insurance Department into the 
Department of Financial Services. She highlighted the 
authorizing legislation’s emphasis on improving the 
state banking charter, commitments to increase resources, 
and the specialization of consumer protection in other 
agencies.

She also described the NYBA’s efforts with respect 
to various pieces of legislation proposed to broaden the 
defi nition of fi nancial fraud, to reduce the escheat period 
from fi ve to three years, to permit the electronic recording 
of real estate instruments, and to impose greater burdens 
on banks that foreclose properties.

At the Section’s Spring Meeting the Banking Law 
Committee held a well-attended meeting, featuring 
Jonathan Rushdoony, regional counsel of the Offi ce of the 
Comptroller of the Currency (“OCC”), and his colleague, 
James Porreca, who was formerly counsel to the Offi ce of 
Thrift Supervision (“OTS”), which was abolished under 
the Dodd-Frank reform law with its functions merged 
into other bank regulatory agencies. Messrs. Rushdoony 
and Porreca discussed the progress made in transitioning 
the supervisory authority for federal thrift institutions 
to the OCC. The meeting also featured a presentation by 
Mark Zingale, Esq., Senior Vice President and Deputy 
General Counsel to The Clearing House. Mr. Zingale 
described the functions of The Clearing House, which 
represents its 20 large bank members, and discussed the 
outstanding exposure draft on corporate governance 
practices for banking organizations. Attendees received 
two CLE credits.  

David L. Glass, Esq.

Bankruptcy Law Committee
The Bankruptcy Law Committee held a reception for 

the new Bankruptcy Court Judges on Thursday, April 5, 
2012 at the Cornell Club in New York City.

Norma E. Ortiz, Esq.
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Membership Committee 
This year the Membership Committee made great 

strides in encouraging New York State Bar Association 
members to join the Business Law Section. We reached 
out to business lawyers who did not have memberships, 
whose memberships had lapsed, or who had not focused 
on renewing their memberships. A personal reminder 
was often helpful in getting people to renew their mem-
berships. We look forward to increasing membership 
numbers even further in the coming year. 

Ilene K. Froom, Esq.

Public Utility Law Committee
The Public Utility Law Committee is in the process of 

transitioning to a new Board and exploring topics of inter-
est for a 13th Annual Institute on Public Utility Law likely 
to take place later this year. It is likely to include a full-
day continuing legal education course, with faculty from 
in-house corporate counsel, government agencies and 
leading law fi rms. Curricula being explored involve the 
latest developments in the areas of energy and telecom-
munication regulation and practice.

Deborah M. Franco, Esq.

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 af-
ford Committee members an opportunity to discuss “hot 
topics” with persons closely associated with them. Since 
our last Committee report in the Winter 2011 issue of this 
Journal, among the topics presented at meetings were:

1. Recent Accounting/Auditing Developments that 
Lawyers Need to Know

2. The SEC’s New Rule on Large Trader Reporting 
and new Form 13H: With Filing and Compliance 
Deadlines Looming – Are you ready?

3. What’s New From FINRA

4. Developments in PIPES, Registered Directs and 
Other Capital Raising Techniques

5. ISS 2012 Proxy Voting Guidelines and Preparing 
for the Upcoming Proxy Season

6. What You Don’t Know About OTC Markets (for-
merly known as Pink Sheets)

7. Ethics Issues for Swap and Other Lawyers

8. Blue Sky and Investment Advisers 2012

Franchise, Distribution and Licensing Law 
Committee

The committee has been very active. At its most re-
cent meeting, in January 2012, the committee heard from 
Mr. Joseph Punturo, the Franchise Section Chief for the 
New York Department of Law, on the recently promul-
gated Trade Show Exemption under Section 684(1) of the 
New York Franchise Act and procedures for applying for 
exemptions under the New York Franchise Act, including 
discretionary exemptions, and discussed the commit-
tee’s proposed amendments to the New York Franchise 
Act and its accompanying regulations to make the Act 
more business friendly and consistent with the Federal 
Franchise Rule, which was amended in 2008.

 Committee Chair David W. Oppenheim and mem-
ber Andre R. Jaglom took part in a panel discussion 
in Buffalo, New York at the Ontario-New York Legal 
Summit, a joint two-day CLE program sponsored by 
the New York State Bar Association and the Ontario Bar 
Association. The session focused on structuring franchise 
systems and alternative distribution models in the United 
States and Canada. 

David W. Oppenheim, Esq. 

Insurance Law Committee
In conjunction with the Annual Meeting of the New 

York State Bar Association in New York City, the Insur-
ance Law Committee met at the New York Hilton on 
January 25, 2012. The principal discussion was of the cur-
rent regulatory inquiries and enforcement proceedings 
regarding escheat of unclaimed life insurance proceeds 
and death benefi t payment practices, and included a 
presentation on that topic by former New York Superin-
tendent of Insurance Eric Dinallo, now of Debevoise & 
Plimpton LLP. 

Thomas M. Kelly, Esq.

Legislative Affairs Committee
The Legislative Affairs Committee has been working 

with the Corporations Law Committee, former Section 
Chair Paul Silverman, and the Bar Association’s legis-
lative staff to propose an alternative to the Senate and 
Assembly bills that would require New York corpora-
tions that are public companies to permit shareholders 
to participate and vote remotely by means of electronic 
communications. An alternative draft bill which, among 
other things, would enable but not require New York 
corporations to offer remote participation, was submitted 
to Assemblyman Kavanagh’s offi ce, and on February 29 
we had a conference call with Assemblyman Kavanagh 
to discuss his bill and our proposed alternative. The 
Committee continues to monitor proposed legislation of 
interest to Business Law Section members.

Peter W. LaVigne, Esq.



NYSBA  NY Business Law Journal  |  Summer 2012  |  Vol. 16  |  No. 1 87    

ogy startups. The series started in May 2011 with “NY 
Tech: the VC View,” where a panel of industry and legal 
experts shared their views on the current state of venture 
capital funding for technology start-ups. Our second 
event, Personnel Pitfalls and Solutions for the Early-Stage 
Tech Start-Up, was presented at the Bar’s Annual Meeting 
in January 2012. It was very well received by all who at-
tended, and addressed when employees must be paid in 
cash, not just equity, forms of equity compensation, and 
other key personnel issues. The materials and an audio 
recording of the program are posted in the members-only 
section of the TVLC website.

Our last report explained that, going forward, the 
TVLC will focus its programs on two tracks. In addition 
to our “Beyond the Basics” series, we will be holding pro-
grams on hot topics and recent developments in technol-
ogy law. The fi rst in our hot topics series will be presented 
at the Business Law Section’s Spring Meeting in May. 
Watch your email for more information.

Our two newest representatives on the Business Law 
Section Executive Committee were also appointed at the 
Annual Meeting. They are Vanessa Kaster, Principal of 
Kaster Legal, and San jay Gandhi, President of Oxford 
Valuation Partners. Thank you to both of them for their 
dedication to the TVLC.

Finally, we are still in the development stage of a 
monthly e-newsletter to provide TVLC members with 
updates on events affecting technology and law. The 
information in that letter will also be posted on the new 
Business Law Section blog.

Thanks to all those who have contributed to the 
TVLC during this past year. Be sure to join the Committee 
if you have an interest in technology companies and the 
evolving law that affects them.

David S. Caplan, Esq.

9. Early Reports of the 2012 Proxy Season and 
Shareholder Activism: Things are Heating Up

10. Crisis Communications: From FBI Raids to DWI

11. Crowfunding—making it easier for entrepre-
neurs to obtain capital or for fraudsters to fl eece 
grandma?

12. CFTC Final Rules Amend Commodity Pool 
Operator and Commodity Trading Advisor 
Registration and Compliance Obligations: some 
exemptions retained but more advisors will need 
to register

In addition, our Private Investment Funds 
Subcommittee held a meeting in February 2012, which 
I titled the “Alphabet Soup of Forms For Investment 
Advisers Plus Some of the Latest Developments.” We 
covered issues relating to a seeming alphabet soup of 
forms applicable to advisers (e.g., Treasury’s TIC Forms 
SLT and SHC, Bureau of Economic Analysis BE forms, 
and SEC Form ADV). The Subcommittee closely tracks 
developments and emerging trends in the private invest-
ment funds industry. 

For more information about, and how to join, 
the Securities Regulation Committee and Private 
Investment Funds Subcommittee, go to the website 
www.nysba.org/SecuritiesRegulation or www.nysba.
org/PIF. We are also on LinkedIn at www.nysba.org/
SecuritiesRegulationLinkedIn or www.nysba.org/
PIFLinkedIn.

Howard B. Dicker, Esq.

Technology and Venture Law Committee
The Technology and Venture Law Committee (TVLC) 

is continuing to have an exciting year. We held the second 
in our “Beyond the Basics” program series focused on 
core principles of counseling and representing technol-

Business Law SectionBusiness Law Section

Visit on the Web at Visit on the Web at www.nysba.org/businesswww.nysba.org/business
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