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HeadNotes 
With great pleasure the editors announce that New 

York City fi nancial services attorney C. Evan Stewart has 
been honored with the 2016 Sanford D. Levy Award by the 
New York State Bar Association’s Committee on Profes-
sional Ethics. For more than ten years, Mr. Stewart’s timely, 
insightful and witty articles on issues of legal ethics have 
graced the pages of the Journal, and we are particularly 
pleased that Committee Chair Marjorie Gross cited these 
articles as key factor in Mr. Stewart’s selection. Mr. Stewart 
is a senior partner in the New York City offi ce of Cohen & 
Gresser LLP, focusing on business and commercial litiga-
tion, and also has taught as an adjunct law professor at 
Fordham Law School and as a visiting professor at Cornell 
University.  

Named for Sanford D. Levy, a former member of the 
Committee on Professional Ethics, the award was present-
ed March 16 in Manhattan. Since 1982, it has been present-
ed to an individual or institution that, in the opinion of the 
Committee, has contributed most to understanding and 
advancement in the fi eld of professional ethics. Previous 
recipients of this prestigious award include the late former 
New York State Chief Judge Judith S. Kaye; Professor Ste-
phen Gillers (New York University School of Law); Pro-
fessor Thomas D. Morgan (George Washington School of 
Law); Roger C. Cramton of Ithaca (Cornell University Law 
School); and, in 2015, author and distinguished Professor 
Roy D. Simon. 

And while we’re on the subject of awards, the editors 
congratulate Frederick G. Attea as the 2016 recipient of the 
Business Law Section’s David S. Caplan Award for Meri-
torious Service. Mr. Attea, a corporate lawyer at Phillips 
Lytle LLP, Buffalo, concentrates his practice on mergers 
and acquisitions, securities law, corporate governance 
and legal compliance programs. He has been a member of 
the NYSBA since 1965 and has served as a member of the 
House of Delegates, Chair of the Business Law Section, and 
Chair of the Corporations Law Committee, and is currently 
Chair of the recently organized Not-For-Profi t Corpora-
tions Law Committee. 

The Section established the Award in 2014 in order to 
recognize the importance and value of the many hours of 
volunteer service provided to the Section and its Commit-
tees by its members. The award is named in honor of Mr. 
Caplan, former Chair of the Technology and Venture Law 
Committee, who, despite his personal physical challenges, 
was always willing to volunteer his time, his effort, and his 
ideas for the benefi t of the Section. Prior recipients of the 
Award are Samuel F. Abernethy (2015) and David L. Glass 
(2014). 

The Caplan Award is presented annually at the Annual 
Meeting of the Business Law Section held in conjunction 
with the Annual Meeting of the New York State Bar Asso-
ciation. The recipient of the award is selected by a com-

mittee consisting of the three 
most immediate past chairs of 
the Section, and members of 
the Section’s Executive Com-
mittee will also be invited to 
submit nominees. Members of 
the Section are invited to sub-
mit nominations to the com-
mittee; elsewhere in this issue 
there is an announcement of 
the Award with information 
on how to do so.  

And fi nally, the editors are pleased to announce the 
winners of the Section’s annual Student Writing Competi-
tion for 2015. First and second prizes are shared equally 
by Mr. Matthew Mobilia and Ms. Amanda Godkin, both 
of whom received the JD degree from Albany Law School 
in 2015, for their co-authored article “Emerging Equities 
in Paying for Municipal Services —The Problem with the 
Real Property Tax,” which appeared in the Summer 2015 
issue of the Journal. In an eye-opening analysis, the authors 
provide considerable insight into why New York has one 
of the highest tax burdens in the country, and how the 
burden might be more equitably shared by the many tax-
exempt institutions that benefi t from the municipal ser-
vices funded by those taxes. Third prize is awarded to Ms. 
Amanda Evans, a candidate for the JD degree at Richmond 
Law School, for her article “Successfully Advocating for 
Gender Parity on Corporate Boards,” which also appeared 
in the Summer 2015 Journal. Elsewhere in this issue is infor-
mation on how to submit articles for the Competition. Any 
article written by a student enrolled in a degree program at 
an accredited law school at the time the article was written 
is eligible. 

Honoring Mr. Stewart as recipient of the Levy Award, 
we lead off this issue with his latest contribution. In 
“Finders Keepers, Losers Weepers?” Mr. Stewart poses 
the question: what are lawyers supposed to do when they 
inadvertently come into possession of material mistak-
e nly delivered by an opposing party? The question is, of 
course, not rhetorical. An ABA Model Rule adopted in 
2002, and later in New York, seems clear: the attorney’s 
duty is simply to notify the sender. Seemingly, the Rule is 
a model of clarity, and earlier interpretations requiring the 
attorney to do more were withdrawn by the ABA. But as 
always, there’s a catch—or more than one. For one thing, 
numerous jurisdictions still follow the earlier rules. For 
another, the Rule itself is subject to numerous interpre-
tive comments. In his usual clear and witty fashion, Mr. 
Stewart leads us through the thicket. 

An ongoing area of controversy in franchise law is the 
degree to which the franchisor can control the franchisee. 
In the case of automobile dealers in New York, the State’s 
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“Recent Employment Laws Impacting Private Employers 
in New York,” an ongoing series authored by Sharon 
Parella, founder of the Parella Law Firm LLC and a 
recognized expert in employment law. The current issue is 
no exception, as Ms. Parella highlights two signifi cant new 
laws —one State, one City—as well as guidance issued by 
the New York City Commission on Human Rights (NYC-
CHR) and the federal Equal Employment Opportunity 
Commission (EEOC). The State has enacted a new law gov-
erning paid family leave that provides substantial benefi ts 
for covered employees. Meanwhile, the City Council has 
amended the City Human Rights Law to prohibit discrimi-
nation against caregivers, while the NYCCHR has released 
comprehensive guidance on issues related to gender 
identity and gender expression, matters much in the news 
as different states and localities react in different ways. 
Finally, the EEOC has issued key guidance on employer-
provided leave as a reasonable accommodation under the 
Americans with Disabilities Act. Ms. Parella’s clear and 
concise discussion of these new initiatives are required 
reading for all attorneys advising New York businesses. 

Especially since the terrorist attacks of 9/11 and the 
enactment of the USA PATRIOT Act, measures to detect 
and prevent money laundering through banks and other fi -
nancial institutions have been a prime focus of the fi nancial 
regulators. In particular, fi nancial institutions are required 
to establish a customer identifi cation program (CIP) at the 
outset of the relationship, and have an ongoing “know-
your-customer” (KYC) mandate. For borrowers and other 
bank customers, this has meant a burdensome and often 
confusing process whereby information must be provided 
to the bank at the outset of the relationship and updated 
regularly thereafter. In “‘Know Your Customer’ and Credit 
Providers,” Kathleen Scott outlines the requirements in this 
increasingly complex area. She explains that banks, like 
other fi nancial institutions, must have a risk-based anti-
money laundering program, and highlights areas where a 
bank must be especially careful—for example, in determin-
ing “who is the customer,” the lender increasingly must 
consider parent and subsidiary relationships as well as the 
named borrower. Ms. Scott, an attorney with Fulbright & 
Jaworski in New York, is currently First Vice Chair of the 
Business Law Section and past Chair of the NYSBA Bank-
ing Law Committee.

An issue that is, or should be, on the mind of every 
business lawyer is the ever-increasing threat of attacks on 
a company’s systems and critical data, including private 
information belonging to the company’s customers. In 
“Emerging Trends in Privacy and Cybersecurity,” Stuart 
D. Levi outlines the key themes that have emerged in 2015 
and into 2016 as the legal system seeks to respond—from 
initiatives by U.S. regulators including the Securities & Ex-
change Commission (SEC) and Federal Trade Commission 
(FTC), to the European Union’s (EU) new directive affect-
ing all companies with European customers, to the prolif-
eration of class action lawsuits where customer privacy has 
been compromised. The good news, as Mr. Levi notes, is 

Franchised Motor Vehicle Dealer Act generally prohibits 
unfair practices by franchisors. In a case recently decided 
by the State’s highest court, a dealer sued the manufactur-
er, arguing that the Act was violated by the manufacturer’s 
system for assigning performance ratings and allocating 
territory. In “Case Note: Beck Chevrolet v. GM,” Stuart New-
man and Tyler Silvey explain the signifi cance of the ruling, 
which sheds considerable light on the requirements of the 
Act. Mr. Newman is Chair and Advisor Emeritus of the 
Journal’s Editorial Advisory Board; he and Mr. Silvey are 
attorneys with the fi rm Salon Marrow Dyckman Newman 
& Brody LLP.  

Our next two articles explore different aspects of the 
issues under both securities and corporate law involved in 
business combinations. In “Avoiding Securities Act Regis-
tration in Share-for-Share Business Combinations between 
Non-U.S. Companies,” Guy P. Lander deals with the 
situation where, even though both companies in the busi-
ness combination are outside the United States, the target 
company may have suffi cient U.S. shareholders to impli-
cate the registration requirements under the U.S. securities 
laws. Since registration is generally a costly, burdensome 
and lengthy process, avoiding the need to register can be 
highly advantageous. Mr. Lander, a partner in the fi rm 
Carter Ledyard & Milburn and a past Chair of the Business 
Law Section, is a recognized expert in the area of securities 
registration law. His clear and practical article explains the 
types of business combinations that might be considered; 
how to determine whether registration is required; the 
criteria a company needs to satisfy to be considered a “for-
eign private issuer,” and whether there are any applicable 
exemptions to registration. 

Another factor that can add to the complexity and af-
fect the timeliness of a business combination is the content 
and timing of certain disclosures required to be made 
between the parties and to third parties. In “Disclosure 
Schedules in Acquisition Transactions,” attorneys Joseph 
Cuomo and Allison Rosenzweig provide a thorough and 
practical guide to the process of preparing a disclosure 
schedule, with particular focus on the representations and 
warranties made by the seller in the transaction. Noting 
that the seller normally is responsible for preparing the 
schedules, they weigh the pros and cons of delegating this 
task to counsel or to the seller’s accountants. They also dis-
cuss the pros and cons of “overdisclosing” —while it can 
protect the seller from liability, it may also raise unneces-
sary concerns on the part of the buyer. Mr. Cuomo is Co-
Chair of the Corporate and Commercial Law Department 
and Ms. Rosenzweig is an associate in the Long Island-
based fi rm Forchelli, Curto, Deegan, Schwartz, Mineo & 
Terrana LLP. 

As any businessperson knows, employment law 
continues to be an area where change is continuous and 
dynamic—especially in New York, which has always been 
in the forefront of protecting and expanding workers’ 
rights. So our readers are fortunate to have the benefi t of 
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No issue of the Journal would be complete without 
“Inside the Courts,” a comprehensive survey by the at-
torneys of Skadden Arps LLP of current litigation pertain-
ing to securities and corporate matters in the federal courts 
that has proven invaluable to practitioners and is a favorite 
of our readers. The current issue contains the usual clear 
and concise summaries of a wide range of current matters, 
ranging from shareholder derivative suits, to fi duciary 
duties, to current developments in Madoff-related litiga-
tion. We remain indebted to the attorneys of Skadden for 
continuing to generously share this exceptionally valuable 
summary with the readers of the Journal. 

One of the consequences of the fi nancial crisis of 
2008-9 was to expose the inherent fl aws in the process 
whereby private credit rating agencies known as NRSROs 
(nationally recognized statistical rating organizations), of 
which Standard & Poor’s and Moody’s are the two largest 
and best known, assign ratings to securities offered to the 
public. In particular, both agencies assigned their highest 
ratings to securities backed by pools of mortgages, which 
then defaulted at an alarming rate, causing massive losses 
to investors. Congress responded in the Dodd-Frank re-
form legislation by prohibiting the bank regulatory author-
ities from relying on NRSRO ratings and gave authority 
to the Securities & Exchange Commission (SEC) to impose 
rules on the NRSROs and how their ratings are used. In 
“…[E]xcept For All the Others”: A Compromise Proposal 
for Correcting the Incentives of Credit Rating Agencies 
in the Wake of the Dodd-Frank Act,” Lawrence Crane-
Moscowitz, a candidate for the JD degree at Vanderbilt 
University School of Law, argues that the efforts to date do 
not go far enough in addressing the perverse incentives in 
the NRSRO structure, in particular the inherent confl ict of 
interest that results from the rated party paying for its rat-
ing. His thoughtful and well-researched article, in addition 
to articulating several specifi c reform proposals, provides 
a wealth of background information on the NRSROs and 
their role in the fi nancial system. It is well worth the atten-
tion of any attorney involved in advising fi nancial institu-
tions or securities issuers.  

Concluding this issue is a review by Samuel F. Aber-
nethy, a partner in the New York fi rm Menaker & Her-
rmann LLP, of the Fourth Edition of Commercial Litigation 
in New York State Courts. Mr. Abernethy, a past Chair of the 
Business Law Section and current Chair of the NYSBA’s 
Electronic Communications Committee, reviewed the 
Third Edition of the book in 2010 in this Journal. As Mr. 
Abernethy explains the book, for which Robert L. Haig of 
the fi rm of Kelley Drye & Warren LLP serves as Editor in 
Chief, is far more than a procedural handbook; its eight 
volumes contain extensive case citations and analysis of 
substantive areas of law such as banking, derivatives, and 
mergers and acquisitions. As such, the book may be well 
worth the attention of New York business practitioners 
who are involved to any extent in commercial litigation.

David L. Glass 

that these various initiatives refl ect an emerging consensus 
on what constitutes “best practices” in cybersecurity and 
privacy protection. Mr. Levi is co-head of the Intellectual 
Property and Technology Group at Skadden, Arps, Slate, 
Meagher & Flom LLP, and coordinates the Firm’s outsourc-
ing and privacy practices. 

Since its establishment under the Dodd-Frank Wall 
Street Reform and Consumer Protection Act of 2010, the 
Consumer Financial Protection Bureau (CFPB) has quickly 
become a force to be reckoned with for all companies offer-
ing fi nancial services of any type to consumers. In “CFPB 
Pursues Aggressive Enforcement Agenda and Arbitration 
Restrictions,” a group of attorneys at the Skadden Arps 
law fi rm highlight the agency’s current major initiatives. 
In 2015 the CFPB pursued some 50 enforcement actions, 
primarily concentrated in unfair and deceptive acts and 
practices, resulting in some $1.6 billion in settlements. Fair 
lending has been another area of aggressive enforcement. 
Recently, the CFPB has caused a major stir by proposing an 
outright ban on arbitration clauses in consumer fi nancial 
product agreements, if the effect would be to prohibit class 
action lawsuits. The CFPB has been receiving comments in 
the early part of this year, including from a panel focused 
on protecting small businesses. But as the authors note, if 
the regulations are fi nalized as expected, many companies 
will need to signifi cantly change their business practices, 
with increased compliance costs and burdens. The effect on 
fi nancial products such as credit cards, checking accounts, 
prepaid cards, some auto loans, and many others, will be 
dramatic. This timely update is required reading for every 
attorney who advises a business that offers consumer 
fi nancial products of any type. 

The development of virtual currencies, of which Bit-
coin is the best known, continues to confound the regula-
tors. It is intangible and completely outside the existing 
fi nancial system, thus posing unique problems in rela-
tion to issues such as money laundering as well as more 
mundane matters related to payments and valuation. In 
the prior issue of the Journal we featured several articles 
related to efforts of the Commodity Futures Trading Com-
mission (CFTC) to get a handle on Bitcoin. In this issue we 
feature “In re Coinfl ip, Inc.” by Caitlin Dance, in which the 
CFTC charged Coinfl ip with a violation of the Commod-
ity Exchange Act (CEA) because it operated a platform for 
trading Bitcoin futures and options and did not register 
with the CFTC. But the article goes much deeper than just 
the Coinfl ip case; Ms. Dance, a candidate for the JD degree 
from New York Law School and a Notes & Comments 
Editor of the New York Law School Law Review, provides a 
thorough and exhaustively researched discussion of the 
background of Bitcoin and the attempts to date to regulate 
it. As such, her article is an excellent introduction to the 
complexities of Bitcoin for practitioners seeking to gain 
an understanding of this mysterious but game-changing 
development in the world of fi nance.
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Committee on Professional Ethics issued Formal Opinion 
2012-1. That opinion mirrored ABA Formal Opinion 06-
440, permitting an attorney to review the document and 
disregard the instructions of the sender; furthermore, it 
also expressly withdrew a prior opinion (Formal Opinion 
2003-04), which required additional obligations beyond 
those that are set forth in Rule 4.4(b).

According to a leading legal academic who played a 
key role in drafting the New York State rules, Rule 4.4(b) 
is a “model of clarity”;5 compliance with it, therefore, 
should be quite straight forward. But wait, there is a catch; 
indeed, there is more than one.

The Multi-Jurisdictional Issue
First off is the fact that numerous jurisdictions do not 

follow the ABA’s (and New York’s) lead on this ethical 
standard. For example, a number of states require exactly 
what the ABA suggested in 1992: (i) stop reading the docu-
ment; (ii) notify the sender; and (iii) abide by the sender’s 
instructions.6 Other states require something a little less 
than those three steps.7 And while some states do in fact 
follow the ABA and New York,8 still other states have no 
Rule 4.4(b) at all.9 This disparate kettle of fi sh tees up an 
ethical quandary for any lawyer who has clients beyond 
just the four corners of the state in which she is licensed: 
how does she comply with these very different ethical 
obligations vis-à-vis inadvertent disclosure?10

And Then There Are the Comments
Beyond Rule 4.4(b) itself, all of the New York Rules 

have Comments. As a general matter, these Comments 
“are intended as guides for interpretation” only; the “text 
of each Rule is authoritative.”11 With respect to Rule 4.4(b), 
two key Comments have hidden in them two huge red 
fl ags.12 In the fourth sentence of Comment 2, for example, 
the Rule drafters wrote the following:

Although this Rule does not require 
that the lawyer refrain from reading 
or continuing to read the document, a 
lawyer who reads or continues to read 
a document that contains privileged or 
confi dential information may be subject to 
court-imposed sanctions, including dis-
qualifi cation and evidence-preclusion.

And in the third sentence of Comment 3, the Rule 
drafters wrote the following:

[S]ubstantive law or procedural rules 
may require a lawyer to refrain from read-
ing an inadvertently sent document, or 

On May 26, 1963, Elvis went into RCA Victor’s Studio 
B in Nashville and recorded Dory Jones and Ollie Jones’s 
“Finders Keepers, Losers Weepers”:

The loser has to pay the score
He lost you and I found you
And I’m keeping you for ever more.1

That idea might apply to love, Elvis-style (“a hunk, a hunk 
of burning love”),2 but does it also apply to lost docu-
ments and lawyers’ ethical obligations in that context?

If You Just Look at the Rule…
ABA Model Rule 4.4(b) addresses what lawyers are 

supposed to do, as a matter of ethics, when they come into 
possession of materials mistakenly delivered by an oppos-
ing party: “A lawyer who receives a document or electron-
ically stored information relating to the representation of 
the lawyer’s client and knows or reasonably should know 
that the document was inadvertently sent shall promptly 
notify the sender.” Before 4.4(b) was adopted by the ABA 
in 2002,3 there was no Model Rule governing inadvertent 
disclosure. Notwithstanding, in 1992, the ABA issued 
Formal Opinion 92-368, which declared that a lawyer 
receiving attorney-client privileged materials or other con-
fi dential information had three ethical duties: (i) refrain 
from reading the document; (ii) notify the sender of the 
document; and (iii) obey the direction(s) of the sender as 
to next steps (e.g., return, destroy, etc.). That guidance was 
reinforced two years later in ABA Formal Opinion 94-382.

Three years after Model Rule 4.4(b) was issued, the 
ABA expressly withdrew Formal Opinion 92-368 (see ABA 
Formal Opinion 05-437), and the next year, it expressly 
withdrew ABA Formal Opinion 94-382 (see ABA Formal 
Opinion 06-440). While both earlier (and now withdrawn) 
opinions had been concerned with, inter alia, “protec-
tion of confi dentiality, the inviolability of the attorney-
client privilege,…and general considerations of common 
sense, reciprocity, and professional courtesy,” the ABA (in 
withdrawing the earlier opinions) stated that while such 
“considerations” “may guide a lawyer’s conduct,”
“[t]hey are not…an appropriate basis for a formal opinion 
[by the ABA], for which we look to the Rules themselves.” 
And since Model Rule 4.4(b) only requires notifi cation, 
and nothing more, that was (and is) that. Formal Opinion 
06-440 also made clear that, besides the notifi cation-only 
requirement, the receiving lawyer was free to (i) review 
the document, and (ii) not abide by any instructions from 
the sender.

When New York State adopted its most recent itera-
tion of attorney ethical rules in 2009, it adopted the lan-
guage and substance of ABA Model Rule 4.4(b).4 There-
after, the Association of the Bar of the City of New York’s 

Finders Keepers, Losers Weepers?
By C. Evan Stewart 
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– Matter of Weinberg, 517 N.Y.S. 2d 474 (1st Dept. 
1987). Court approved the sanction of disquali-
fi cation where an attorney acquired privileged 
information through the improper use of discov-
ery devices.

– Lipin v. Bender, 597 N.Y.S. 2d 340 (1st Dept. 1993). 
Court approved the sanction of disqualifi cation 
where an attorney used documents containing an 
adversary’s work product that had been improp-
erly obtained.

– American Express v. Accu-Weather, Inc. 1991 WL 
346388 (S.D.N.Y. June 25, 1996). Court sanctioned 
attorneys who ignored sending counsel’s instruc-
tions to return a not-yet-opened package of docu-
ments which contained a privileged communica-
tion. [Note: The court relied upon ABA Opinion 
92-368.]

– United States v. Rigas, 281 F. Supp. 2d 733 (S.D.N.Y. 
2003). Defense counsel application for an order 
authorizing them to retain and use the govern-
ment’s work product inadvertently produced in 
discovery was denied. [Note: The court relied on 
ABA Opinion 92-368 in rejecting defense coun-
sel argument that they were being punished for 
promptly notifying the government lawyers and 
not reviewing the materials: “The Court fi nds 
this argument wholly unpersuasive. Attorneys, 
of course, bear responsibility for acting in ac-
cordance with ethical norms of the legal profes-
sion.”].21 

– People v. Terry, 1 Misc. 3d 475 (County Ct., Monroe 
Co. 2003). The court precluded a prosecutor from 
using documents inadvertently sent by defense 
counsel.

– Galison v. Greenberg, 2004 NY Slip Op. 51538 (Sup. 
Ct. N.Y. Co. 2004). Citing, inter alia, the New York 
City Bar’s Formal Opinion 2003-04, the court 
cautioned that any attorney who receives infor-
mation the attorney knows or should reasonably 
know contains privileged information must be 
aware of her ethical obligations and promptly 
adhere to them “in order to avoid sanctions.”

– MNT Sales, LLC v. Acme Television Holdings, LLC, 
Index No. 602156/2009, NYLJ, p. 42, col. 5 (Sup. 
Ct. N.Y. Co. April 29, 2010). The court held that 
the “spirit” of the New York City Bar’s Formal 
Opinion 2003-04 had been violated by the plain-
tiff’s lawyer, who had been asked to destroy an 
inadvertent email and had then refused to do 
so. As a sanction to “remediate the egregious 
conduct,” the court denied the plaintiff’s motion 
to be allowed to use the email.

• Other Jurisdictions and “Finders Keepers”:

– In re Richard E. Lee, 06-DB-22 (Louisiana Attorney 
Disciplinary Board, April 2, 2007). Discipline was 

to return the document to the sender, or 
both.

Thus, if all one reads is the “authoritative” Rule, 
but not the red fl agged Comments, the unsuspecting (but 
Rule-compliant) lawyer might be “ethical,” but she could 
be facing some pretty unhappy consequences for blithely 
following the Rule.13

What If the Materials Are Privileged?
A few years ago the legal powers that be (with the 

assistance of Congress) made some changes to protect 
lawyers who are imperfect in dealing with the produc-
tion of documents and emails.14 First, the Federal Rules 
Advising Committee adopted Fed. R. Civ. P. 26 (b)(5) (and 
analogs to it in Rules 16, 33, 34, and 37); and Congress 
thereafter adopted Rule 502(b) of the Federal Rules of Evi-
dence. The rules codify that an “inadvertent disclosure” of 
privileged material does not operate as a waiver so long as 
(i) the privilege holder took “reasonable steps to prevent 
disclosure;” and (ii) the privilege holder took “reasonable 
steps to rectify the error.” Whether this “reasonableness” 
approach has led to the promised land is unclear.15

As part of these “reforms,” Fed. R. Civ. P. 26 (b)(5) put 
specifi c obligations onto the receiving lawyer once she is 
made aware of the production of privileged information: 
(i) she “must promptly return, sequester, or destroy” the 
material(s); (ii) she “must not use or disclose the informa-
tion until the claim is resolved”; and (iii) she “must take 
reasonable steps to retrieve the information if the [receiv-
ing] party disclosed it before being notifi ed.” About half 
of the states have imposed similar obligations on litigating 
lawyers in their jurisdictions;16 importantly, for readers of 
this distinguished Journal, New York State does not have 
the same or similar obligations in the Civil Practice Law 
and Rules.17 So New York litigators in New York federal 
courts would seem to have very different responsibilities 
with regard to inadvertent production than they would in 
New York State courts.18

In addition, the above-mentioned federal protocols 
have left some open issues for all lawyers governed 
thereby. 19 For example, does the receiving lawyer have an 
affi rmative obligation to notify the sender or may she wait 
until she is “notifi ed” of the inadvertent disclosure? And 
can the receiving attorney read the inadvertent privileged 
material and/or share it with her client?20 Finally, what 
about privileged or confi dential information that is over-
heard? (None of these rules seem to cover that scenario.)

How Have the Courts and Bar Authorities Dealt 
with This Evolving Situation?

Perhaps not surprisingly, the jurisprudence enforcing 
these protocols differs depending upon time and jurisdic-
tion. Let us fi rst look at New York.

• New York and “Finders Keepers”:
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counsel’s fault (or lack thereof); (iii) receiving 
counsel’s knowledge that the materials are in fact 
privileged; and (iv) whether lesser sanctions are 
appropriate. The lower court’s disqualifi cation 
of the receiving lawyer was remanded expressly 
to apply the four factors before entering any 
disqualifi cation order.

So What Is Next?
Many who have looked at this indisputably confused 

state of affairs have argued that the ethics gurus should 
go back and re-articulate, at a minimum, the standards 
articulated pre-Rule 4.4(b) in Formal Opinions 92-368 and 
94-382.24 And in July of 2011, New York’s Committee on 
Attorney Professionalism proposed something along these 
lines to the State Bar’s Committee on Attorney Standards 
and Conduct. But there was signifi cant pushback to going 
that route—on the ground that such a step “would be 
a step backwards”; according to one commentator, “[a] 
profoundly important argument for limiting the scope 
of lawyers’ ethical obligations in these situations is the 
unfairness of making the ‘innocent’ lawyers who receive 
such communications potentially subject to professional 
discipline in situations” not of their making.25 Thus, ac-
cording to the pushback argument, “vagueness is prefer-
able to…any broader rule.”26

For me, I am not sure who is right in the aforemen-
tioned debate (which, as things currently stand, is unre-
solved). What I do know is that this is one mighty big and 
tricky area. Hopefully, readers of this distinguished Journal 
will now be forewarned of the dangers that lurk if they 
ever get air-dropped into one of these unfortunate situa-
tions.

Endnotes
1. See “Elvis for Everyone” (RCA Victor August 1965) (reached 

number 10 on the Top Pop Albums chart). While completing 
this article I discovered that fourteen years ago a law student at 
Temple had used this same title (albeit without involving Elvis) for 
a student note on the same subject: See David Stanoch, “ ‘Finders 
Keepers, Losers Weepers?’: Clarifying a Pennsylvania Lawyer’s 
Obligations to Return Inadvertent Disclosures, Even After a New 
ABA Rule 4.4(b),” 75 Temple L. Rev. 657 (2002). Professor Emeritus 
Joseph J. Simeone of the Saint Louis University School of Law has 
also used this title, albeit on a different topic: “ ‘Finders Keepers, 
Losers Weepers’: The Law of Finding ‘Lost’ Property in Missouri,” 
54 Saint Louis Univ. L.J. 167 (2009) (again, however, with no 
reference to the King of Rock and Roll).

2. “Burning Love” (written by Dennis Linde) (RCA Studios August 
1972). Elvis’s cover of this song (originally  sung by Arthur 
Alexander) was his last #1 hit (Cashbox’s Top 40 Charts).

3. In 2012, the ABA amended the rule to specifi cally reference 
“electronically stored information.”

4. To date, New York State has not amended the rule to specifi cally 
reference “electronically stored information.”

5. See R. Simon, Simon on New Rules: Rules 4.1 through Rule 8.6 
(December 2009).

6. E.g., District of Columbia, Iowa, Kentucky, Louisiana, New 
Hampshire, New Jersey, Maine.

not ordered because the inadvertently disclosed 
document did not appear (on its face) to be privi-
leged or confi dential.

– Rico v. Mitsubishi Motors Corp., 171 P.3d 1092 (Cal. 
2007).22 The court held than an attorney may read 
only as much as necessary to determine if docu-
ments are privileged; once it is so determined, 
the attorney must notify opposing counsel im-
mediately and attempt to resolve the situation 
promptly, either by agreement or by seeking 
judicial intervention. In this case, where one of 
the plaintiffs’ attorneys used his opponent’s work 
product and also shared it with his expert and 
co-counsel, the court disqualifi ed the plaintiffs’ 
attorneys and their experts.23

– Burt Hill Inc. v. Hassan, 2010 BL 19879 (W.D. Pa. 
Jan. 29, 2010). The court questioned the ethics ad-
vice a law fi rm had received—that it could keep 
and use its opponent’s confi dential documents 
that had been received from an anonymous 
source.

– Merits Incentive LLC v. Eighth Judicial District 
Court, 262 P.3 720 (Nev. 2011). The court denied 
a motion to disqualify a law fi rm that received 
confi dential information about an opponent from 
an anonymous source. The court noted that the 
fi rm had followed the notifi cation requirement 
of Rule 4.4(b), even though the rule deals with 
inadvertent disclosure and not intentional but un-
authorized disclosure. 

– Lund v. Meyers, No. CV-12-0349-PR (Arizona Sup. 
Ct. July 16, 2013). Attorneys moved to disqualify 
opposing counsel because they had “read, kept, 
and distributed” privileged documents inad-
vertently produced. The litigated issue to the 
Supreme Court was the interplay between Rule 
4.4(b) and Arizona’s Rule of Civil Practice 26.1(f)
(2): the procedure for providing documents to the 
trial court, their status during that process, and 
when any in camera review for privilege should 
take place.

– Jablow v. Wagner, 2015 BL 103103 (N.J. Super. Ct. 
App. Div. April 18, 2015). The plaintiff’s lawyer, 
who kept and used for several months his op-
ponent’s privileged documents—which he had 
received from an anonymous source—was prop-
erly disqualifi ed for breaching his duties under 
Rule 4.4(b).

– Foss Mar. Co. v. Brandewiede, 2015 BL 297104 
(Wash. Ct. App. Div. 1, Sept. 17, 2015). Washing-
ton trial courts must apply a four-factor test in 
determining whether to disqualify an attorney 
who receives her opponent’s privileged infor-
mation: (i) prejudice to the sender; (ii) sender 
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accompanying text. Of course, “[o]nce [the receiving lawyer] ha[s] 
acquired the information…, he cannot purge it from his mind.” 
Aerojet-General Corp. v. Transport Indemnity Inc., 18 Cal. App. 4th 996, 
1006 (Cal. App. 1st Dist. 1993).

21. For other cases where courts have not been quite as nice to the 
government in this situation, see United States v. Gangi, 1 F. Supp. 2d 
256 (S.D.N.Y. 1998); SEC v. Cassano, 189 F.R.D. 83 (S.D.N.Y. 1999).

22. When it has no ethical rule to govern a situation (see supra note 
9), California looks to the ABA Model Rules. See W.L. Patrick, 
“Inadvertent disclosure and the attorney-client privilege,” California 
Bar Journal (August 2011). 

23. Presumably, State Comp. Ins. Fund v. WPS. Inc., 82 Cal. Rptr. 2d 
799 (Cal. Ct. App. 1999), is no longer good law in California. 
There, the receiving lawyer (i) failed to notify the sender lawyers 
of the inadvertent production of privileged materials, and (ii) 
immediately sent the materials on to his expert (who then sent 
them on to another law fi rm that had also retained him). On 
appeal, the appellate court lifted the trial court’s sanction on the 
receiving lawyer, on the ground that California’s ethics rules were 
not clear. See also Clark v. Superior Court, 125 Cal. Rptr. 3d 361 (Cal. 
Ct. App. 2011) (court disqualifi ed receiving lawyers who reviewed 
privileged materials and then used them to advance their client’s 
case).

24. Practitioner James Altman has been particularly “vocal” in this 
regard. See “Model Rule Should be Amended,” Professional Lawyer 
Vol. 21, No. 1 (2011); “Inadvertent Disclosure and Rule 4.4(b)’s 
Erosion of Attorney Professionalism,” NYSBA Journal (Nov/Dec 
2010). Indeed, Mr. Altman has prepared a revised Model Rule 
4.4(b):

A lawyer who receives a document in connection with 
the representation of a client and has reasonable cause to 
believe that the document may contain confi dential infor-
mation that may have been inadvertently disclosed,

(1) shall not read or examine the document or, if the 
lawyer already has begun to do so, shall stop reading 
or examining the document;

(2) shall notify the author or sender of the document 
of its receipt;

(3) shall promptly return, sequester or, to the extent 
appropriate and reasonably practicable, destroy the 
document and any copies of it;

(4) shall not use or disclose the confi dential informa-
tion contained in the document until permitted by a 
court order; and 

(5) shall take reasonable steps to retrieve any copies 
of the document that the lawyer disclosed before 
having reasonable cause to believe that the document 
contained confi dential information.

25. See Anthony Davis, “Inadvertent Disclosures —Regrettable 
Confusion,” New York Law Journal (November 7, 2011).

26. Id.
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7. E.g., Alabama, Arizona, Colorado, Maryland.

8. E.g., Florida, Indiana, Kansas, Minnesota, Nevada, Ohio, 
Oklahoma, Oregon, Pennsylvania, South Carolina, Washington, 
Wisconsin.

9. E.g., California, Georgia, Hawaii, Illinois, Massachusetts, Michigan, 
Missouri, South Dakota, Texas, Vermont, Virginia, West Virginia, 
Wyoming.

10. See C.E. Stewart, “Lawyers and the Border Patrol: The Challenge 
of Multi-Jurisdictional Practice,” NY Business Law Journal (Summer 
2011). Just how idiosyncratic the disparate jurisdictions can be was 
recently highlighted by Opinion 1871, issued on July 24, 2013 by 
the Virginia State Bar Standing Committee on Legal Ethics. In that 
opinion, the Virginia bar authorities wrote that an attorney who 
receives privileged materials inadvertently is not ethically obligated 
to return the materials to the sender if “the confi dential information 
[was] received in the discovery phase of litigation” rather than
“[o]utside of the discovery process.”

11. See N.Y. Rules of Professional Conduct Preamble, 13.

12. “Huge,” of course, is one of Donald Trump’s favorite words. See 
Jimmy Fallon and Donald Trump —Huge Huge Huge —YouTube 
(September 18, 2015).

13. This calls to mind the searing lesson taught to all students of the 
incomparable Cornell Law Professor Rudolph Schlesinger on 
the third day of Civil Procedure in September of 1974, when he 
rebuked a classmate who was unable to proceed in a Socratic 
dialogue because of an unfortunate confession to not having read 
the footnotes in the case at hand. With his fi nger pointing at the 
offending student (it shook, due to his advanced age), Professor 
Schlesinger ominously intoned: “Lawyers who do not read 
footnotes…[dramatic pause], their children will starve!”

14. See C.E. Stewart, “Thus Spake Zarathustra (and Other Cautionary 
Tales for Lawyers),” NY Business Law Journal (Winter 2010).

15. “Reasonableness” appears to be in the eye of the judicial beholder. 
Compare Rhodes Industries, Inc. v. Building Materials Corp. of America, 
254 F.R.D. 216 (E.D. Pa. 2008) with Sitterson v. Evergreen School 
District No. 114, 196 P.3d 735 (Wash. Ct. App. 2008), with Mt. Hanley 
Ins. Co. v. Felman Prod. Inc., 2010 WL 1990555 (S.D. W. Va. May 18, 
2010), with Edelen v. Campbell Soup Co., 265 F.R.D. 676 (N.D. Ga. 
2010). Interestingly, the claw-back safe haven provided by F.R.E. 
502(d) has not appeared to have had much effect in obviating the 
risks of the “reasonableness” standard. See Spicker v. Quest Cherokee, 
2009 WL 2168892 (D. Kan. 2009). See also John Rosans, “6 Years In, 
Why Haven’t FRE 502(d) Orders Caught On?,” Law360 (July 24, 
2014).

16. E.g., Alabama, Arizona, Arkansas, California, Idaho, Indiana, 
Iowa, Kansas, Maryland, Minnesota, Montana, New Mexico, 
North Dakota, Ohio, Tennessee, Texas, Utah, Vermont, Virginia, 
Washington, Wyoming.

17. See CPLR §§3101 & 4503. With respect to the “reasonableness” 
standards adopted by F.R.E. 502(b), New York courts have 
traditionally followed those standards. See, e.g., New York Times 
v. Lehrer McGovern Bovis, 752 N.Y.S. 2d 642 (1st Dept. 2002); 
Manufacturers & Traders Trust Co. v. Servotronics, Inc., 522 N.Y.S. 2d 
128 (4th Dept. 1987).

18. Presumably, to attempt to enforce such obligations, where none 
are specifi cally set forth, one would have to proceed under CPLR 
§3103(c) (protective orders: suppression of information improperly 
obtained).

19. Beyond the Federal Rules themselves, lawyers also need to be on 
the lookout for the local rules of specifi c federal courts. See, e.g., U.S. 
District Court of Western District of Pennsylvania, Local Rules of 
Court 16.1(D).

20. As set forth above, there are a number of states that require a 
lawyer to stop reading the inadvertent document as soon as she 
realizes it is privileged or confi dential. See supra notes 6 & 7 and 
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ties with respect to local consumer purchasing prefer-
ences for certain vehicle types. However, GM specifi cally 
chose to exclude from its measure the impact of customer 
preference with respect to vehicle brand in determining 
the dealer’s RSI. Therefore, “those dealers, like Beck, who 
service an assigned area in which Chevrolet is less 
popular are disadvantage d when measured against 
dealers in other parts of the state in which the Chevrolet 
brand is stronger and facilitates dealer sales perfor-
mance.” As a result, “GM’s exclusion of local brand 
popularity or import bias rendered the standard unrea-
sonable and unfair because these preference factors 
constitute market challenges that impact a dealer’s sales 
performance differently across the state…[m]easuring the 
dealer’s performance against a market the dealer never 
faces is not reasonable or fair within the meaning of [the 
Dealer Act].”

As to the alteration of Beck Chevrolet’s assigned terri-
tory, however, the court found that the Dealer Act is only 
concerned with “modifi cations” that thus result in nega-
tive consequences for a dealer. In Beck Chevrolet’s case, 
the change in territory could very well positively impact 
the dealer over time, and Beck could not show that the 
alteration was made in bad faith. Thus GM’s revision of 
the franchise agreement as to territory was indeed lawful. 

Stuart B. Newman is Chair and Advisor Emeritus 
of the Journal’s Editorial Advisory Board; he and Tyler 
Silvey are attorneys with the fi rm Salon Marrow Dyck-
man Newman & Brody LLP. 

On May 3, 2016, the highest court in New York 
rendered a decision that affects automotive dealerships. 
In Beck Chevrolet v. GM, No. 48, a franchised Chevrolet 
dealer in Yonkers, NY (“Beck Chevrolet”), sued General 
Motors (“GM”), arguing that GM violated two sections 
of New York’s Franchised Motor Vehicle Dealer Act 
(“Dealer Act”), which prohibits unfair business practices 
by franchisors in the vehicle franchise business. First, 
Beck Chevrolet argued that GM’s dealer performance 
standards (RSI Rating System) are “unreasonable, arbi-
trary or unfair” under the Dealer Act because they do 
not take into account the impact of local customer brand 
preference. Second, Beck Chevrolet argued that when GM 
unilaterally altered the dealership’s assigned territory, it 
constituted a prohibited “modifi cation” of the franchise 
agreement under the Dealer Act. 

The court ruled that GM’s performance standard was, 
in fact, in violation of the Dealer Act because “[i]t is 
unlawful to measure a dealer’s sales performance by a 
standard that fails to consider the desirability of the 
Chevrolet brand itself as a measure of a dealer’s effort 
and sales ability.” The Dealer Act’s prohibition of perfor-
mance standards that are “unreasonable, arbitrary or 
unfair” depends on case-specifi c facts, but, as the court 
stated, “[a]t a minimum [the Dealer Act] forbids the use 
of standards not based in fact or responsive to market 
forces because performance benchmarks that refl ect a 
market different from the dealer’s sales area cannot be 
reasonable or fair.” GM’s standard measures a dealer’s 
sales performance by comparison to a statewide class of 
dealers, adjusted to refl ect certain local market peculiari-

Case Note:
Beck Chevrolet v. GM
(New York Franchised Motor Vehicle Dealer Act)
By Stuart B. Newman and Tyler Silvey
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• Merger of two entities by operation of law. Where the 
stockholders of the target company (disappearing 
company) receive shares of the acquiring company 
(surviving company) by operation of law.

• Amalgamation, consolidation or similar transaction. 
Typically, a newly formed holding company issues 
its securities to the stockholders of the constituent 
companies, which companies then merge into, or 
are otherwise acquired by, the new holding com-
pany.2

Each of these transaction structures requires an 
analysis of how U.S. federal securities laws (among other 
laws) apply to the transaction. As discussed above, the 
U.S. securities laws could affect the process and timing of 
the transaction as well as post-closing obligations of the 
company.

Determining Whether SEC Registration Is 
Required

The Registration Requirement

The acquiror’s issuance of its securities in exchange 
for those of the target could trigger a requirement to 
register the offered shares with the SEC, particularly if the 
target’s shareholder base includes a signifi cant percentage 
of U.S. stockholders.3 When non-U.S. companies that are 
not reporting companies in the U.S. (even those with no 
U.S. trading market for their securities) engage in share-
for-share mergers (or other binding share exchanges), if 
the transaction is approved by a shareholder vote of the 
target’s shareholders, then the target shareholders will 
receive consideration consisting of the securities of the 
acquiring company. 

Section 5 of the Securities Act applies broadly to 
require the registration with the SEC of every offer or 
sale of securities in the United States, including securities 
issued in business combinations, unless an exemption is 
available. Rule 145(a) under the Securities Act extends 
the terms “offer” and “sale” to include mergers and other 
business combinations involving the exchange of securi-
ties after a shareholder vote. Transactions outside the 
United States, even if solely between non-U.S. companies, 
are subject to Section 5 registration if U.S. jurisdictional 
means are used, which is interpreted very broadly. Con-
sequently, the issuance by the acquiror of its shares to the 
U.S. target shareholders in exchange for their shares in the 
target (i.e., acquired in a merger adopted by stockholder 
vote) would be deemed an offer and sale of the acquiror’s 
securities within the meaning of Rule 145(a) under the 
Securities Act. So, the registration requirement of the 
Securities Act would apply to the securities issued by the 

Avoiding Securities Act Registration in Share-for-
Share Business Combinations Between Non-U.S. 
Companies

If a non-U.S. target company has a shareholder basis that in-
cludes a signifi cant percentage of U.S. shareholders, a non-U.S. 
acquiror must consider the application of the U.S. securities 
laws. There are, however, ways for the foreign company to avoid 
registering securities under the Securities Act of 1933.

When one non-U.S. company seeks to acquire another 
non-U.S. company, it may choose to structure the transac-
tion as a share-for-share business combination. However, 
if the target company’s shareholder base includes a signif-
icant percentage of U.S. holders, a share-for-share trans-
action could trigger various U.S. securities law issues, 
including a requirement to register the offered shares 
with the SEC.1 For example, if a Canadian company seeks 
to acquire an Argentinian company and the target Argen-
tinian company has U.S. shareholders, the U.S. securities 
laws could be implicated.

There are several reasons a non-U.S. acquiror may 
want to avoid registration under the U.S. Securities Act of 
1933 (Securities Act): (1) the cost and delay of registration; 
(2) liability under Sections 11 and 12(a)(2) of the Securities 
Act for the acquiror’s directors, offi cers, underwriters and 
others; (3) publicity restrictions under the Securities Act; 
and (4) the acquiror becoming an SEC reporting company. 
This article addresses how foreign private issuer (FPI) 
acquirors might avoid SEC registration for the issuance 
of the acquiror’s securities in share-for-share business 
combinations (including acquisitions that are essentially 
mergers) between FPIs that are not registered with the 
SEC and are not reporting in the United States.

Common Structures Using Shares as 
Consideration

A non-U.S. (FPI) acquiror may use its shares as 
consideration in a business combination and structure 
the transaction in a variety of ways. The most common 
structures are:

• Exchange offer. The acquiring company directly 
invites stockholders of the target company to 
exchange securities of the target company for those 
of the acquiror. Exchange offers are tender offers 
where the consideration is stock. (This article will 
not be covering tender offers.)

• Plan or scheme of arrangement. The business combi-
nation and issuance of acquiror shares is conducted 
under statutes where a court supervises and ap-
proves the fairness of the transaction.

 Securities Registration
By Guy P. Lander
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Issuances to U.S. Security Holders Inside the U. S.  

Rule 802. Rule 802 provides an exemption from the 
registration requirement of the Securities Act for certain 
cross-border exchange offers and business combinations 
where U.S. ownership is 10 percent or less of the relevant 
class of the securities of the target company and the target 
is an FPI.7 Accordingly, if the acquiror issues securities in 
an exchange offer to U.S. shareholders for the securities 
of a target that is an FPI (or an exchange of securities for 
the securities of an FPI in a business combination), the 
issuance will be exempt from registration under Section 5 
of the U.S. Securities Act if the U.S. shareholders hold no 
more than 10 percent of the subject class of securities and 
certain other conditions are met.8

However, availability of Rule 802 is subject to the fol-
lowing conditions, among others:  

• Disclosure. There is no specifi c information that 
must be provided under Rule 802. If any document 
or other information concerning the exchange offer 
(or business combination) is provided to offeree 
security holders of the non-U.S. target, an English 
version must be provided to the SEC (for notice 
purposes only) on Form CB. Financial Statements 
prepared under local GAAP that are submitted 
under Form CB need not be reconciled to U.S. 
GAAP. Information must be disseminated to offeree 
security holders of the non-U.S. target (with certain 
legends) on at least a comparable basis to that 
provided to security holders in the home jurisdic-
tion. If the acquiror disseminates information by 
publication in its home jurisdiction, it must publish 
the information in the United States in a manner 
reasonably calculated to inform U.S. holders.9 

• SEC Filings: Form CB and Form F-X. The bidder 
must submit to (but not fi le with) the SEC for notice 
purposes, under cover of Form CB, a copy of any 
information (and any amendments) in English that 
it disseminates to security holders in the exchange 
offer. Form CB must be submitted no later than the 
fi rst business day after dissemination to security 
holders. A foreign company must also fi le with the 
SEC a Form F-X, appointment of agent for service 
of process in the United States, with Form CB.10

• Transfer Restrictions. If the securities subject to the 
Rule 802 were “unrestricted” under Rule 144, the 
new securities are also unrestricted. If the securities 
were “restricted,” the new securities issued under 
Rule 802 will also be restricted.11

Private Placement: Section 4(a)(2). The issuance of securi-
ties by the acquiror in an exchange offer (or other busi-
ness combination) may qualify for a private placement 
exemption under the Securities Act. Section 4(a)(2) of the 
Securities Act exempts private placement transactions 

surviving entity to U.S. stockholders of the target. Accord-
ingly, the issuance of shares by the surviving company 
would have to be registered under Section 5 of the Securi-
ties Act or be exempt from registration. 

What Is a “Foreign Private Issuer?”

The SEC’s rules make important accommodations in 
this area for FPIs. An FPI is an issuer other than a foreign 
government and its political subdivisions formed or orga-
nized outside of the U.S. that either: 

(1) has 50 percent or less of its outstanding voting 
securities held of record by U.S. residents or 

(2) has more than 50 percent of its outstanding voting 
securities held of record by U.S. residents but does 
not have any one of the following: 

(a) a majority of its executive offi cers or directors 
are U.S. citizens or residents, or 

(b) more than 50 percent of its assets are located 
in the U.S. or 

(c) its business is principally administered in the 
U.S.4

Exemptions from Registration
There are numerous exemptions that typically apply 

in cross-border share-for-share business combinations, 
which include mergers.

Issuances to Non-U.S. Security Holders of Target 
Outside the U.S. 

The issuance of securities by the FPI acquiror to the 
non-U.S. shareholders of the FPI target outside the United 
States may not be subject to registration under the Securi-
ties Act by virtue of Regulation S. Generally, Regulation S 
limits the requirement to register securities with the SEC 
to the territory of the U.S.5 Under Regulation S, offers and 
sales of securities outside the United States do not trigger 
registration under the Securities Act. Regulation S also 
sets forth a non-exclusive safe harbor for offers and sales 
outside the United States (i.e., “Offshore Transactions” 
as defi ned in Regulation S) with no publicity or other 
activity undertaken to condition the market in the United 
States for the relevant securities (i.e., no “Directed Selling 
Efforts” in the United States as defi ned in Regulation S). 
Other offering restrictions may be required to be imple-
mented, including certain transfer restrictions, depending 
on the circumstances.6

If the acquiror is an FPI with substantial U.S. market 
interest in its securities, the non-U.S. security holders of 
the target who receive the acquiror’s securities outside 
the United States under Regulation S may receive those 
securities with restrictions on their ability to resell the 
securities in the United States.
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States pursuant to an exemption such as Rule 144.15 

Rule 904 of Regulation S permits holders of restricted 
securities to resell their securities to purchasers outside 
the United States or through certain offshore securities 
markets without imposing any holding periods subject to 
any initial Regulation S distribution compliance period.16 
Consequently, holders of restricted securities may be able 
to resell their securities by executing their trade through 
an offshore stock exchange so long as the transaction has 
not been pre-arranged with a purchaser in the United 
States.17

Rule 144 imposes a minimum one-year holding 
period. Sales by non-affi liates of the acquiror could be 
effected following a lapse of the one-year holding period. 
Once the one year has elapsed, sales of restricted securi-
ties can be made freely in the United States by non-affi li-
ates under Rule 144.18

Issuances to Security Holders of Both a Non-U.S. 
Target and U.S. Target 

Section 3(a)(10) of the Securities Act provides an 
exemption from registration for the issuance of the 
acquiror’s shares in exchange for the shares of the target 
if the fairness of the terms of the exchange are approved 
by a court after a hearing open to all recipients of securi-
ties issued in the exchange.  The SEC has granted Sec-
tion 3(a)(10) no-action relief for numerous cross-border 
transactions, including schemes of arrangement or similar 
statutory arrangements involving a vote of affected 
security-holders, a court-convened meeting of those 
security holders and a subsequent court ruling on the 
fairness of the transaction. Generally, the Section 3(a)(10) 
exemption would be available under the laws of various 
UK commonwealth countries, e.g., Australia, Bermuda, 
BVI, Canada, Cayman, England, Hong Kong, Ireland and 
South Africa.19 However, it has not generally extended 
similar relief to statutory mergers under the laws of conti-
nental Europe, Latin America or other jurisdictions.20

The necessary elements for a valid exemption under 
Section 3(a)(10) are as follows:

(A) The securities must be issued in exchange for secu-
rities, claims, or property interests; they cannot be 
offered for cash.21

(B) A court or authorized governmental entity must 
approve the fairness of the terms and conditions of 
the exchange.22

(C) The reviewing court or authorized governmental 
entity must:

(1) fi nd, before approving the transaction, that 
the terms and conditions of the exchange are 
fair to those to whom securities will be is-
sued;23 and

from the registration requirement of the Securities Act, 
and Rule 506 of Regulation D is the safe harbor under 
Section 4(a)(2).

To determine that the issuance of securities in an 
exchange offer (or other business combination) does not 
involve a “public offering” under Rule 506 and is, there-
fore exempt from registration, the acquiror must either 
(1) establish the identities of the U.S. security holders 
of the target (this may be possible where the number of 
securities holders is small and manageable), or (2) require 
that all U.S. security holders who tender their securi-
ties in connection with the business combination certify 
that they are accredited investors in order to receive the 
acquiror’s securities (failing which they can only receive 
cash). 

The acquiring company could place restrictions 
on the types of U.S. stockholders who may receive the 
acquiror’s shares. For example, the acquiring company 
could restrict the issuance of its shares to U.S. stockhold-
ers of the target company to only those that are qualifi ed 
institutional buyers. However, this approach may not be 
practicable because of the procedural measures required 
to implement it and because it may be prohibited under 
the home-country laws of one or both of the companies 
involved.12

So, if the number of U.S. security holders is small 
and manageable, the issuance of acquiror shares might 
be structured as a private placement. Generally, a Section 
4(a)(2) and Rule 506 private placement may be used be-
cause Rule 506 preempts state securities (“blue sky”) laws 
(except for notice and fees to the states). However, for 
the acquiror to avoid providing to investors the informa-
tion otherwise required under Rule 506 (e.g., U.S. GAAP 
reconciliation), all the U.S. holders of target shares must 
be accredited.13

• Disclosure. If all of the security holders of the target 
are accredited investors, the issuance of securities 
will not be subject to any disclosure requirements 
(other than the general anti-fraud provisions).14 
But, if there is at least one non-accredited investor 
in the target security holder group, the acquiror 
would be required to provide disclosure meet-
ing the requirements of a full prospectus to the 
non-accredited investor(s) (and, to avoid selective 
disclosure or other fraud issues, to all other target 
security holders).

• Transfer Restrictions. The securities issued to target 
security holders in a private placement under Sec-
tion 4(a)(2) and Rule 506 of Regulation D will be 
“restricted securities.” Holders of restricted secu-
rities may resell their securities only outside the 
United States in an offshore transaction pursuant to 
Regulation S, or pursuant to a registration state-
ment covering their securities or inside the United 
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open to U.S. residents, i.e., excluding U.S. shareholders) 
that would avoid the use of U.S. jurisdictional means, and 
thereby avoid the application of U.S. securities laws, be-
cause the laws and regulations only apply to offers made 
in the United States.27 However, this may be impractical 
or prohibited under the home-country laws of one or both 
of the companies involved.

If the number of shares owned by U.S. holders is suf-
fi ciently small, making acquisitions of the shares held by 
such persons unnecessary to the successful conclusion of 
the acquiror’s tender offer or exchange offer, the acquiror 
may elect to avoid the cost and diffi culty of compli-
ance with the U.S. securities law in connection with the 
acquisition by making an offer that is not open to U.S. 
residents. This is frequently done by non-U.S. bidders. 
In fact, the SEC has observed that this exclusion of U.S. 
investors is the non-U.S. bidder’s method of choice in 
situations in which U.S. share holdings are not necessary 
for the success of the acquisition. The non-U.S. bidder, in 
this way, is able to avoid (1) the costs of complying with 
U.S. laws (which outweigh the benefi t of U.S. security 
holder participation), and (2) registering the non-U.S. ac-
quiror’s securities with the SEC under the Securities Act 
and incurring a continuous reporting obligation under 
the Exchange Act. 

Cash Offers 

Cashing out target company shareholders avoids 
making an offer or sale of acquirors’ securities. In stock-
for-stock transactions, acquiror companies generally wish 
to minimize the cash consideration paid in the transac-
tion. However, the acquiror may wish to offer cash con-
sideration to the U.S. security holders of the target if the 
acquiror determines that only a limited number of target 
security holders are U.S. holders. By extending a cash 
only offer to the U.S. holders, the acquiror will be able to 
avoid the cost and diffi culty of preparing a registration 
statement under the Securities Act.

However, the laws of the home jurisdiction of the 
acquiror or the target may prohibit different treatment of 
the target’s security holders, i.e., with some holders of-
fered the acquiror’s securities and other holders (i.e., the 
U.S. holders) offered cash. Additionally, although the reg-
istration requirement of the Securities Act may not apply, 
the acquiror may have to comply with the tender offer 
rules of the Exchange Act for a cash tender offer extended 
to U.S. holders.

Cashing Out U.S. Target Holders

The acquiror may be able to acquire the target secu-
rities from U.S. security holders without fi ling a regis-
tration statement by using a “vendor placement.” In a 
vendor placement, the acquiror issues its securities (that 
would otherwise be issued to the U.S. security holders of 
the target) to a third-party trustee that is a non-U.S. fi nan-
cial institution. The trustee is instructed by the acquiror to 

(2) be advised before the hearing that the issuer 
will rely on the Section 3(a)(10) exemption 
based on the court’s or authorized govern-
mental entity’s approval of the transaction.

(D) The court or authorized governmental entity 
must hold a hearing before approving the fair-
ness of the terms and conditions of the transac-
tion.

(E) The court or governmental entity must be ex-
pressly authorized by law to hold the hearing, 
although it is not necessary that the law require 
the hearing.

(F) The fairness hearing must be open to all persons 
to whom securities would be issued in the pro-
posed exchange.

(G) Adequate notice must be given to all those per-
sons.

(H) There cannot be any improper impediments to 
the appearance by those persons at the hearing.24

The key consideration is whether “those to whom securi-
ties will be issued,” i.e., the target’s security holders, are 
treated fairly.

The acquiror must confi rm that the issuance of its 
common shares in exchange for the target shares will be 
covered (i.e., exempt or qualifi ed) in each state in which a 
U.S. holder is located.25

Subsequent exercise of convertible securities. If options, 
warrants or other convertible securities are issued by the 
acquiror, Section 3(a)(10) does not provide an exemption 
for their later exercise. The later exercise of the acquiror’s 
options, warrants or other convertible securities by hold-
ers in the United States is viewed as a second, separate 
investment decision and purchase that must be registered 
or exempt. For this reason, options, warrants and convert-
ible securities issued in transactions intended to qualify 
under Section 3(a)(10) are often structured so that they 
may not be exercised for a year or more, relying on the 
general view that the issuance of such an option, warrant 
or convertible security does not involve the present or 
concurrent offering of the underlying security. Another 
way to handle this is to rely on the Rule 506 private place-
ment exemption to cover the subsequent exercise if the 
exercising holder is accredited and the exercise otherwise 
meets the requirements for the exemption. In that case, a 
standard private placement purchaser letter is typically 
used to cover the exemption.26 

Alternative Structures 

Avoiding U.S. Jurisdictional Means—Exclusionary 
Offers 

The exchange offer or merger could be structured in 
a so-called “exclusionary” manner (making an offer not 
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No Tender Offer Regulation
Generally, a business combination effected by a 

merger (or similar binding share exchange) carried out 
through a statutory transaction involves a shareholder 
vote under local law. Generally, approval is required 
by the target company’s board and its shareholders. In 
these kinds of business combinations, the tender offer 
provisions of the Exchange Act do not apply because no 
purchase offer is being made directly to individual target 
shareholders. Consequently, the merger (or similar bind-
ing share exchange) would not be subject to U.S. tender 
offer regulation.34 However, if a transaction is structured 
as a tender offer, the tender offer regulations will apply 
(unless an exemption is available).

Other SEC Regulations

Exemption from U.S. Proxy Regulation 

In a share-for-share exchange, the target will not be 
required to comply with U.S. proxy regulation for its of-
fering circular if, as discussed above, it is an FPI. FPIs are 
exempt from the proxy rules of Section 14 of the Exchange 
Act.35

Regulation M  

Regulation M under the Exchange Act generally 
prohibits participants (including the issuer and any af-
fi liated purchaser) in a “distribution” from bidding for, 
purchasing or attempting to induce any person to bid for 
or purchase, a covered security (i.e., a security subject to a 
distribution and any reference security) during the appli-
cable restricted period.36 Generally, Regulation M applies 
to distributions of securities in connection with mergers, 
share exchanges and similar business combinations by 
prohibiting purchases of the offeror’s shares (or other 
similar transactions) by the offeror and related persons 
during the restricted period.37 Therefore, in an exchange 
transaction, such as discussed here, procedures may need 
to be implemented by the acquiror to ensure compliance 
with Regulation M. For example, the acquiror may need 
to terminate or suspend any share buyback or similar 
program.

The restricted period generally begins when proxy 
or offering materials are fi rst disseminated and ends at 
the time of the shareholder vote or the expiration of the 
offer.38

Antifraud Provisions

Section 10(b) of the Exchange Act and Rule 10b-5 
thereunder and similar U.S. state laws prohibit manipu-
lation, fraud and misleading statements or omissions 
in connection with the purchase or sale of any security. 
These laws apply to business combinations.

pool the acquiror’s securities for all the U.S. security hold-
ers of the target and to sell those securities offshore that 
would have been issued to the U.S. security holders. After 
the sale, the trustee remits to each U.S. security holder 
the proceeds from the sale of the acquiror’s securities that 
would have been issued to the U.S. security holder net of 
all expenses for the sale. A vendor placement requires that 
the non-U.S. trading market for the acquiror’s securities 
is suffi ciently liquid for the sale by the trustee. In effect, 
the vendor placement converts an exchange offer includ-
ing the acquiror’s securities (which would have required 
Securities Act registration) into an offer solely for cash 
(which does not require registration).28

If the acquiror concludes that a substantial number 
of target securities are held by U.S. holders who are not 
“accredited investors” and that the acquisition of the 
target securities from those U.S. non-accredited investors 
is necessary for a successful acquisition, then a vendor 
placement may be appropriate.29 

Other Considerations
The above list is not exclusive. An exchange offer may 

qualify for other exemptions from Securities Act regis-
tration. Additionally, a transaction may be structured to 
rely on several exemptions.30 However, exemptions from 
registration are strictly construed and the burden of proof 
is on the issuer claiming the exemption. As a result, an 
issuer must take precautions when offering and selling se-
curities under an exemption to ensure, if assessed at a lat-
er date, that the facts surrounding the issuance supported 
such an exemption.31 Whether a particular exemption will 
be relied on depends on the facts and circumstances of the 
proposed transaction, including whether reliance is: (1) 
permitted under the equal treatment principles (and other 
provisions) of the corporate and other home country laws 
and practices of the companies involved; (2) feasible from 
a technical or mechanical perspective, including in light 
of the level of the target’s U.S. ownership; (3) desirable 
from a marketing or investor relations perspective; and 
(4) likely to affect the chances of the proposed transaction 
being consummated.32

Registration
The offered shares could be registered, but registra-

tion is time consuming and expensive and will also result 
in the surviving company becoming a reporting company, 
with various disclosure, compliance and other obliga-
tions. The registration statement for business combina-
tions generally is Form F-4, which is used to both register 
the shares issued and as a proxy statement. The MJDS is 
also available to eligible Canadian companies.33
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foreign private issuers. Cross-Border Adopting Release, Release 
No. 34-52054(Oct. 22, 1999). 

9. Rule 802(a)(3)(i)–(iii).

10. To summarize, the conditions of Rule 802 are as follows: 

a. Generally, U.S. holders must participate in the exchange 
offer on terms at least as favorable as those offered to 
foreign holders. This includes a consideration of procedural, 
durational, pro rationing, and withdrawal right concerns.

b. If the bidder disseminates any information concerning 
the exchange offer to security holders in Canada, it must 
disseminate copies of that information (and any amendments) 
to U.S. security holders in English on at least a comparable 
basis to that provided to the security holders in Canada. If 
the bidder disseminates the information solely by publication 
in Canada, it must publish that information in the United 
States in a manner reasonably calculated to inform U.S. 
security holders of the offer. Of course, the bidder may always 
mail the information to U.S. security holders. The bidder 
must provide the information to U.S. security holders when 
it provides the information to home jurisdiction security 
holders. 

c. A legend must be included in any information the bidder 
disseminates to U.S. security holders stating, among other 
things, that the exchange offer is being conducted under 
foreign disclosure requirements, and that those requirements 
may differ from U.S. disclosure requirements, including 
fi nancial statement requirements.

11. General Note 8 to Rules 800-802.

12. See Konevsky, supra note 2.

13. Rule 502(b)(1).

14. See id.

15. Rule 502(d).

16. See Rules 901 and 904(a).

17. Rule 904(b).

18. Rule 144(d)(ii).

19. See, e.g., Constellation Brands, Inc., SEC No-Action Letter, 2003 
WL 215032, at *1 (Jan. 29, 2003) (approving an Australian court’s 
fairness determination); Weatherford Int’l, Ltd., SEC No-Action 
Letter, 2009 WL 142326, at *1 (Jan. 14, 2009) (approving a Bermuda 
court’s fairness determination); Digicon Inc. Veritas Energy Servs. 
Inc., SEC No-Action Letter, 1996 WL 475801, at *6 (Aug. 19, 1996) 
(approving a Canadian court’s fairness determination); Transocean 
Inc., SEC No-Action Letter, 2007 WL 2838963, at *2 (Sept. 26, 2007) 
(approving a Cayman court’s fairness determination); Lucas 
Industries plc, SEC No-Action Letter, 1991 WL 473389 (Aug. 20, 
1991) (the Highest Court of Justice in England); The Hongkong 
and Shanghai Banking Corp., Ltd., SEC No-Action Letter, 1991 
WL 176538, at *1 (Jan. 23, 1991) (approving a Hong Kong court’s 
fairness determination); Galen Holding PLC, SEC No-Action 
Letter, 2000 WL 1234277 (Aug. 7, 2000) (the High Court of the 
Republic of Ireland); Buffelsfontein Gold Mining Co. Ltd., SEC 
No-Action Letter, 1996 WL 167738, at *1 (April 9, 1996) (approving 
a South African court’s fairness determination).

20. There are exceptions to this general posture. See SanDisk Corp., 
SEC No-Action Letter, 2006 WL 2805149, at *1 (Sept. 21, 2006) 
(approving an Israeli court’s fairness determination); AngloGold 
Ltd., SEC No-Action Letter, 2004 WL 111629, at *1 (Jan. 15, 2003) 
(approving a Ghanaian court’s fairness determination).

21. Section 3(a)(10) also exempts sales of securities that are “partly in 
such exchange and partly for cash.…” The SEC takes the position 
that § 3(a)(10) exempts transactions that are predominantly 
exchanges and that the “partly for cash” language is intended 
merely to permit fl exibility in structuring those exchanges. Because 
this analysis necessarily would be very fact-specifi c, if this issue 
is presented in a transaction, the issuer should request no-action 
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residents: 
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held of record by broker-dealers, banks, and other 
nominees located in: (i) the United States, (ii) the issuer’s 
jurisdiction of incorporation, and (iii) the primary trading 
market for the issuer’s voting securities, if different than 
the issuer’s jurisdiction of incorporation.

(b) If, after reasonable inquiry, the issuer cannot obtain 
information from the nominee about the amount of voting 
securities represented by accounts of U.S. residents, 
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ing to material contracts, intellectual property, leased 
or owned real property, assets owned, ownership of the 
company, key customers, legal proceedings and many 
other categories of company information. An exception 
schedule limits the scope of the seller’s reps and war-
ranties, and, as a result, may limit the seller’s potential 
liability. For example, the agreement may state that “the 
seller requires no consents, permits or approvals in con-
nection with the execution of this agreement, except as set 
forth on Schedule ___.” A schedule would then be prepared 
detailing all of the consents, permits or approvals needed 
in order to consummate the acquisition agreement (and 
if the answer is none, the appropriate schedule should 
simply state “None”). 

The lawyer representing the seller may want to ne-
gotiate with the buyer’s counsel to add qualifi ers to the 
reps and warranties in the acquisition agreement. Quali-
fi ers such as “to the best of seller’s knowledge” or “ex-
cept those that would not have a material adverse effect” 
narrow the reps and warranties. As discussed below, the 
more a seller promises is true in the reps and warranties, 
the more opportunities the buyer has to claim a breach 
of the agreement and seek damages. Narrowing the reps 
and warranties limits the seller’s potential liability. 

2. Process for Preparing Disclosure Schedules 

a. Drafting and Negotiation 

The reps and warranties section of the acquisition 
agreement is often the longest. This section also requires 
the most time-consuming and laborious action since the 
disclosure schedules need to be prepared in accordance 
with the reps and warranties. Preparation of the sched-
ules typically occurs concurrently with the negotiation of 
the acquisition agreement. 

The fi rst draft of the schedules will generally be based 
on the fi rst draft of the acquisition agreement. Typically, 
the buyer’s attorneys will prepare the fi rst draft of the 
acquisition agreement. Once the agreement has been 
reviewed by the seller’s counsel, the seller’s counsel will 
typically start to prepare the initial schedules—a separate 
page or pages for each schedule mentioned in the agree-
ment— in correlation with the reps and warranties and 
the list of required schedules set forth in the agreement, 
and include instructions to the seller in brackets “[ ].” The 
instructions will be either a copy-and-paste or reworded 
description of the related disclosure requirement in the 
agreement. To make it easier for the seller’s review, the 
instructions are often highlighted. 

Once the initial set of schedules with instructions 
has been prepared and sent to the seller, the seller must 

Disclosure schedules play an important role in all 
acquisition agreements (whether it is an asset purchase 
agreement, stock purchase agreement or merger agree-
ment). Schedules are generally related to the representa-
tions and warranties (“reps and warranties”) made by the 
seller in the acquisition agreement. Reps and warranties 
are assertions of fact that the seller, and to a lesser extent, 
the buyer make about themselves and their businesses. 
Schedules are an extension of the agreement and add 
caveats and exceptions to the reps and warranties or dis-
close instances in which the reps and warranties are not 
true. Compiling the necessary information and preparing 
the schedules is one of the most time consuming as-
pects of an acquisition transaction. It is essential that the 
schedules are carefully prepared and reviewed because 
any inaccuracies or incomplete information could leave 
the seller potentially liable for breaches of the acquisition 
agreement. 

This article sets forth general information about 
disclosure schedules, why these schedules are necessary 
and how they are prepared, as well as the importance of 
the schedules to the seller. It is hoped this article can serve 
as a guide for any individual, including the seller busi-
ness person or a junior attorney, managing the disclosure 
schedule process.

1. Why Are Disclosure Schedules Necessary?
The reps and warranties in the acquisition agreement 

govern how detailed the disclosure schedules need to be. 
The seller’s reps and warranties in the acquisition agree-
ment are almost always signifi cantly more extensive than 
the buyer’s, and, accordingly, the seller almost always has 
to prepare more schedules than the buyer. This disclosure 
schedule process allows the buyer to better understand 
the target company being acquired. 

The main reasons disclosure schedules are neces-
sary are that they further the due diligence process and 
disclose information about the business in all aspects. The 
buyer is relying on the statements in the schedules to de-
termine the target’s condition, including its fi nancial and 
legal condition. The reps and warranties, and the related 
schedules, help the buyer identify possible risks affect-
ing the target company. If the disclosures are incomplete, 
inaccurate or reveal unfavorable information, the buyer 
may kill the deal or adjust the purchase price accordingly. 

Schedules contain disclosures that are fact specifi c 
and either list information in accordance with (“as set 
forth in the schedules”) or as an exception to (“except as 
set forth in the schedules”) the reps and warranties in the 
acquisition agreement. A list schedule gives the buyer the 
full picture. These schedules may provide details relat-
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sure with a qualifi er, and then have the seller prepare the 
disclosure schedules with additional qualifi ers would be 
“double dipping,” which likely will be offensive to the 
buyer and its counsel. 

b. Who Prepares the Schedules

The schedules may be prepared by the seller, the 
seller’s counsel or the seller’s accountant. There are sev-
eral things to consider when deciding who will prepare 
the disclosure schedules. 

The seller is the likely choice to prepare the disclosure 
schedules for several reasons. Nobody knows the busi-
ness like the owner of the business. The seller is in the 
best position to know specifi c facts about its business, and 
to know the right person who would have the relevant in-
formation. If the seller takes the responsibility of prepar-
ing the schedules, the lawyer’s role is to make sure that 
his or her client understands all of the representations 
that they are making. The lawyer should also review the 
schedules and ensure that all necessary information that 
the lawyer is aware of is included in the disclosures. It is 
likely, however, that the seller has never been involved 
in an acquisition transaction before. As a result, the seller 
may be unfamiliar with the disclosure schedule process, 
which may result in unprofessional or incomplete sched-
ules, and may delay the preparation of the schedules and 
the closing of the deal. 

The seller’s counsel typically takes the role of over-
seeing and coordinating the preparation process and re-
viewing the schedules, but counsel may sometimes be in 
the best position to prepare the schedules, as well. Junior 
attorneys typically take the lead in the schedule prepara-
tion, and the senior attorney or partner will review the ju-
nior attorney’s work. The attorneys know what informa-
tion or documents to look for in the data room; what the 
agreement is asking for; and the meaning of terms used in 
the agreement that a business person may not completely 
understand. 

Finally, the seller’s accountant is another option to 
prepare the disclosure schedules. The accountant is an 
educated member of the seller’s team who knows the 
fi nancial and tax specifi cs of the company. The accountant 
may have a long-standing relationship with the seller, and 
may be in a good position to confi rm company informa-
tion. Accountants, like attorneys, are also skilled at the 
careful and detail-oriented (and often tedious) work 
required to move through the schedule process. During 
certain times of year, such as the accountant’s “busy tax 
season,” the accountant may ask that the attorney take the 
lead role in schedule preparation, if the client cannot.

3. Importance of Disclosure Schedules to the 
Seller

Since the disclosure schedules directly relate to the 
reps and warranties in the acquisition agreement, should 
the buyer incur any losses post-closing due to information 

gather the information related to each schedule. This 
information-gathering process may include discussions 
with the seller’s accountant, CFO, or employees in dif-
ferent departments of the company to identify the items 
that need to be included in the disclosure schedules or 
excluded from the reps and warranties. Either the seller, 
the seller’s counsel or the seller’s accountant compiles the 
information and places it into the appropriate schedule. 
Once the schedule has been answered, the highlighted 
instructions should be removed, leaving only the disclo-
sures. Regardless of who prepares the initial draft of the 
disclosure schedules, it is essential that the seller review 
the schedules with care. The seller’s business people have 
a much deeper understanding of the facts and conditions 
of their company. Prior to sending the schedules to the 
buyer, the seller’s counsel must also review the sched-
ules to ensure that the information appropriately and 
completely answers the disclosure requirements in the 
agreement and is displayed professionally. As the seller’s 
counsel sends each draft of the schedules to the buyer’s 
side, the seller’s counsel should reserve the right for the 
seller to update the schedules prior to closing.

As part of the buyer’s review of the schedules, the 
buyer will add comments or questions to the disclosures, 
asking the seller to add, elaborate or explain certain items. 
Sometimes the buyer will include a comment to the seller 
related to information that the buyer learned during the 
due diligence process. The schedules will then be sent 
back to the seller for another round of adjusting and even-
tually for completion.

As the seller and the buyer continue to negotiate the 
acquisition agreement, the schedules will be adjusted 
accordingly, going through the back-and-forth review 
process of the seller’s side, then the buyer’s side, and then 
back to the seller for revisions. During the negotiation 
process, some schedules may be added or removed; some 
schedules may be expanded or qualifi ed in the agree-
ment; and some schedules may be turned into separate 
agreements entirely. The disclosure schedules must be 
adjusted to refl ect the changes to the agreement as the 
agreement progresses to completion.

It is important for the seller and the seller’s counsel to 
constantly review the reps and warranties. Together, they 
must identify the reps and warranties that are untrue, 
misleading or inaccurate. If the acquisition agreement 
includes a rep and warranty with no reference to a sched-
ule, but the seller has something to disclose related to that 
rep, a new schedule should be added and the appropriate 
words must be included in the agreement. The mislead-
ing reps and warranties must be corrected or qualifi ed 
with a schedule.

The acquisition agreement may be negotiated to 
include some qualifi ers (i.e., to the best of the seller’s 
knowledge). If the agreement includes these qualifi ers, it 
is important that the disclosure schedules do not contain 
additional qualifi ers. To have the agreement limit disclo-
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ed in the disclosure schedule. For example, instead of a 
rep and warranty asking to list all of the contracts entered 
into by the target company, the lawyers could negotiate to 
add a qualifi er, such as “all contracts that exceed $10,000,” 
in order to make the disclosures list shorter. This is help-
ful to both the seller and the buyer. Adding qualifi ers 
minimizes the amount of time spent preparing schedules 
because the preparer no longer has to produce every 
single applicable thing, and it also makes it easier for the 
buyer to identify the material items. 

b. Indemnifi cation

As mentioned throughout this article, the disclosure 
schedules play an important role in the seller’s poten-
tial liability post-closing. A seller’s breach of the reps 
and warranties that creates liability or loss for the buyer 
post-closing will likely result in the seller’s obligation to 
indemnify the buyer (subject to the terms of the acquisi-
tion agreement). If the agreement contains provisions 
for a holdback amount or earnouts, the seller should be 
even more aware of the impact of improperly prepared 
disclosure schedules. If these provisions are included in 
the acquisition agreement and there are issues related to 
the seller’s reps and warranties, the buyer may be able to 
exercise “self help” and keep some of the purchase price 
that was originally due to the seller. 

4. Conclusion 
The reps and warranties are usually the most volumi-

nous portion of the acquisition agreement. Accordingly, 
the related disclosure schedules are an integral part of 
any acquisition. The seller’s team must carefully manage 
the process of preparing and reviewing the schedules due 
to the high level of specifi city and precision needed to 
complete the disclosures. The schedules may play an im-
portant role in the seller’s potential liability post-closing.

Joseph V. Cuomo is the Co-Chair of the Corporate 
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the seller failed to disclose or inaccurately disclosed, the 
buyer may have legal recourse against the seller. For this 
reason, it is extremely important for the seller to prepare 
the schedules with precision. 

Sellers typically approach schedule preparation in 
one of two ways: (1) wanting to overdisclose to protect 
themselves or (2) wanting to keep bad news hidden from 
the buyer by not including information on the schedules. 
Overdisclosing in the schedules may alarm the buyer 
because the sheer volume of information disclosed may 
lead the buyer to think the target company has a lot of 
issues. Overdisclosing is helpful to the seller, however, 
as overdisclosing reduces the seller’s risk of liability for 
breaching its reps and warranties. 

It is not encouraged for a seller to keep information 
hidden from the buyer by excluding it from the disclo-
sure schedules or burying it in tremendous lists. By not 
disclosing information on the schedules, the seller is leav-
ing itself open to potential liability. Just telling the buyer 
information, either during due diligence or in passing, 
does not relieve the seller from the obligation to include 
such information on the disclosure schedule. The same 
is true for giving the buyer access to the data room—it is 
not enough; the information must also be included on the 
schedules. Further, including bad or surprising informa-
tion on disclosure schedules without any verbal or prior 
notice to the buyer may result in a breakdown of trust, 
and may kill the deal. A good practice is for the seller to 
have a conversation with the buyer about sensitive mat-
ters early on in the transaction process. 

Intentional failure to disclose material information 
can raise fraud concerns and subject the seller’s senior ex-
ecutives and, in extreme instances, its counsel to liability 
and even criminal exposure. Serious ethical issues may 
result as well. Counsel should encourage clients that this 
type of conduct must be avoided without exception. 

a. Qualifi ers

Instead of excluding information from the disclosure 
schedules, the seller’s attorney may negotiate to include 
qualifi ers to the reps and warranties in the acquisition 
agreement. As mentioned above, narrowing the reps and 
warranties limits the seller’s potential liability. Qualifi ers 
may also reduce the laborious preparation process. Quali-
fi ers change the information that is required to be includ-
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(ix) a parent of the caregiver’s spouse or domestic 
partner;

(x) a person who resides in the caregiver’s house-
hold; or

(xi) a person in a familial relationship with the 
caregiver as designated by the rules of the 
New York City Commission on Human Rights 
(“NYCCHR”).4

In its effort to eradicate employers’ negative assump-
tions about a caregiver’s commitment or ability as an 
employee, among the protections for caregivers under the 
law the NYCCHR has particularly emphasized the issues 
of fl exible scheduling and accommodations. Specifi cally, 
while the new law does not require employers to provide 
either fl exible scheduling or accommodations (which may 
be available to caregivers under the New York City Earned 
Sick Time Act and/or the federal Family and Medical 
Leave Act), the NYCCHR has stated that “[e]mployers 
cannot provide certain benefi ts, like fl exible scheduling, to 
some employees and refuse to provide the same benefi ts 
to employees who request them because of their caregiv-
ing responsibilities.”5 With respect to fl exible scheduling, 
the NYCCHR has provided the following example that 
would likely constitute a violation under the new law:

An employee works as a medical assistant 
for a small medical practice. Two months 
ago, the employee’s husband was diagnosed 
with cancer. For the next six weeks, the 
employee’s husband will be attending twice 
weekly chemotherapy appointments in the 
morning before the employee goes to work. 
The employee asked her offi ce manager if 
she could arrive up to an hour late on the 
days when her husband goes to chemother-
apy so that she can drive him home before 
coming to work. The offi ce manager said 
no, explaining that the practice can’t func-
tion if everybody doesn’t arrive on time. A 
couple of weeks later, the employee notices 
another medical assistant arriving late and 
being greeted by the offi ce manager. When 
she asked the medical assistant why she was 
late, the medical assistant explained that the 
offi ce manager is allowing her to come late 
a couple of times a week while she trains for 
an upcoming marathon.6

Likewise, the NYCCHR has stated that employers can-
not deny accommodations “to employees with caregiv-
ing responsibilities if they provide these benefi ts to other 
employees.”7 

1. Introduction
Recently, the New York City Council and the New 

York State Legislature enacted two new laws that signifi -
cantly impact private employers and their workplaces. 
First, the New York City Council’s amendment to the New 
York City Human Rights Law prohibits discrimination 
against caregivers. Second, the New York State Legisla-
ture’s new paid family leave law provides substantial 
benefi ts for eligible employees. In addition, the New York 
City Commission on Human Rights has released a com-
prehensive Legal Enforcement Guidance on issues relating 
to discrimination based on gender identity and gender ex-
pression. Furthermore, the Equal Employment Opportuni-
ty C ommission has issued an extensive resource document 
on employer-provided leave as a reasonable accommoda-
tion under the federal Americans with Disabilities Act.

A summary of these laws and guidelines is set forth 
below.

2. New York City Council 

a. Prohibition of Discrimination Against Caregivers 

Effective May 4, 2016, an amendment to the New York 
City Human Rights Law1 prohibits workplace discrimina-
tion against employees based on their actual or perceived 
“caregiver status.”2 Under this new law, a “caregiver” 
is defi ned as a person who provides direct and ongoing 
care for (i) a child under eighteen (18) years of age, or (ii) 
a “care recipient.”3 In this connection, a “care recipient” 
is defi ned as a person who has a disability, relies on the 
caregiver for medical care or to meet the needs of daily 
living, and is:

(i) the caregiver’s child of any age (including a bio-
logical, adopted or foster child, a legal ward or a 
child of a caregiver standing in loco parentis);

(ii) the caregiver’s spouse;

(iii) the caregiver’s domestic partner;

(iv) the caregiver’s parent (including a biological, 
foster, step- or adoptive parent, legal guardian 
or a person who stood in loco parentis when the 
caregiver was a minor child);

(v) the caregiver’s sibling (including half-siblings, 
step-siblings and siblings related through adop-
tion);

(vi) the caregiver’s grandchild;

(vii) the caregiver’s grandparent;

(viii) a child of the caregiver’s spouse or domestic 
partner;
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(v) providing employee benefi ts that discriminate 
based on gender. As set forth in the Guid-
ance, to “be non-discriminatory with respect 
to gender, health benefi ts plans must cover 
transgender care [including hormone replace-
ment therapy, voice training and surgery], also 
known as transition-related care. In no case, 
however, will an employer that has selected a 
non-discriminatory plan be liable for the denial 
of coverage of a particular medical procedure 
by an insurance company, even when that de-
nial may constitute discrimination on the basis 
of gender.”

(vi) considering gender when evaluating requests 
for accommodations. According to the Guid-
ance, when an employer “grants leave requests 
to address medical or health reasons, it shall 
treat leave requests to address medical or 
health-care needs related to an individual’s 
gender identity in the same manner as requests 
for all other medical conditions.” Such health-
care needs relating to gender transition include 
“medical leave for medical and counseling 
appointments, surgery and recovery from gen-
der affi rming procedures, surgeries and treat-
ments.”

(vii) engaging in discriminatory harassment based 
on an employee’s actual or perceived gender 
identity or expression, including actual or 
threatened violence, verbal harassment, defac-
ing or damaging real property and cyber bully-
ing.

(viii) engaging in retaliation against an employee 
who opposes discrimination or requests a rea-
sonable accommodation for a disability based 
on gender identity or gender expression.9 

 As set forth in the Guidance, the NYCCHR may im-
pose civil penalties of up to $125,000 for violations, and up 
to $250,000 for willful violations.

4. New York State Legislature

a. Paid Family Leave 

Effective January 1, 2018, the newly enacted New York 
State Paid Family Leave Law will require employers to 
provide eligible employees with paid, job-protected leave 
each year (i) to care for a new child, (ii) to care for a family 
member with serious medical condition, or (iii) when a 
family member is called to active military service.10 This 
paid leave, which amends the New York State disability 
law and will be funded through nominal payroll deduc-
tions, applies to all full-time and part-time employees who 
have been working for their employers for at least twenty-
six (26) weeks. Such employees may use paid leave to:

(i) bond with a new child (including an adopted or 
foster child) within the fi rst twelve (12) months 
after the child’s birth (or adoption or placement);

3. New York City Commission on Human Rights

a. Prohibition of Discrimination Based on Gender 
Identity and Gender Expression

Recently, the New York City Commission on Hu-
man Rights (“NYCCHR”) issued a comprehensive Legal 
Enforcement Guidance regarding discrimination on the 
basis of gender identity and gender expression (which 
constitute gender discrimination under the NYCHRL).8 In 
this Guidance, the NYCCHR provides several examples of 
conduct by employers which may constitute violations of 
the NYSHRL including:

(i) failing to use an employee’s preferred name or 
pronoun. Specifi cally, the NYCCHR requires 
employers “to use an individual’s preferred 
name, pronoun and title (e.g., Ms./Mrs.) regard-
less of the individual’s sex assigned at birth, 
anatomy, gender, medical history, appearance, 
or the sex indicated on the individual’s identi-
fi cation.” The Guidance further provides that 
employees “have the right to use their preferred 
name[s] regardless of whether they have identi-
fi cation in that name or have obtained a court-
ordered name change, except in very limited 
circumstances where certain federal, state, or 
local laws require otherwise (e.g., for purposes 
of employment eligibility verifi cation with the 
federal government). Asking someone their 
preferred gender pronoun and preferred name 
is not a violation of the NYCHRL.“

(ii) refusing to allow an employee to utilize single-
sex facilities (such as bathrooms and locker 
rooms) or participate in single-sex programs 
consistent with the employee’s gender, regard-
less of his or her sex assigned at birth. Pursu-
ant to the Guidance, “the law does not require 
entities to make existing bathrooms all-gender 
or construct additional restrooms.… Some 
people, including, for example, customers…or 
employees, may object to sharing a facility or 
participating in a program with a transgender 
or gender non-conforming person. Such objec-
tions are not a lawful reason to deny access to 
that transgender or gender non-conforming 
individual.”

(iii) engaging in sex stereotyping—namely, dis-
crimination based on any employee’s failure 
to conform to sex stereotypes. For example, an 
employer may not have a policy which prohib-
its men from wearing jewelry or make-up at 
work or “[overlook] a female employee for a 
promotion because her behavior does not con-
form to the employer’s notion of how a female 
should behave at work.” 

(iv) imposing dress codes or uniforms, or apply 
grooming or appearance standards, that contain 
different requirements for individuals based on 
sex or gender.
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similarly situated employees. For example, if an 
employer provides fi ve (5) days of “paid time off” 
and does not set any conditions on its use, the 
employer cannot require that an employee who 
uses paid time off due to a disability must provide 
a note from his or her health care provider.

(3) An employer who had granted leave with a fi xed 
return date may not ask the employee to provide 
periodic updates. The employer may, however, 
contact an employee on an extended leave to check 
on the employee’s progress.

(4) An employee on leave for a disability may request 
reasonable accommodation in order to return to 
work. This request may be made by the employee, 
or in a health care provider’s note releasing the em-
ployee to return to work with certain restrictions. 
As set forth in the guidelines, an “employer will 
violate the ADA if it required an employee with a 
disability to have no medical restrictions—that is 
be ‘100%’ healed or recovered—if the employee can 
perform her job with or without reasonable accom-
modation unless the employer can show providing 
the needed accommodations would cause undue 
hardship.”12 

Endnotes
1. N.Y.C. Admin. Code §§ 8-102 et seq.

2. Id. at §§ 8-101 & 8-107(a).

3. Id. at § 8-102 (30) (a) & (j).

4. Id. at § 8-102 (30) (b)—(i).

5. FAQ’s for Caregiver Protections, NYC COMMISSION ON HUMAN 
RIGHTS, at www.nyc.gov/html/cchr/downloads/pdf/materials/
Caregiver_FactSheet-Employer.pdf.

6. Protections for Workers with Caregiving Responsibilities, NYC 
COMMISSION ON HUMAN RIGHTS, 26 Apr. 2016 at www.nyc.gov/
html/cchr/downloads/pdf/materials/Caregiver_FAQ.pdf.

7. Id.

8. Gender Identity/Gender Expression: Legal Enforcement Guidance, NYC 
COMMISSION ON HUMAN RIGHTS, 21 Dec. 2015 at www.nyc.gov/
html/cchr/html/law/gender-identity-legalguidance.shtml.

9. Id.

10. Assemb. 09006, 2016 Leg. Gen. Assemb. (N.Y. 2016).

11. Employer-Provided Leave and the Americans with Disabilities Act, 
EQUAL OPPORTUNITY EMPLOYMENT COMMISSION, at www.eeoc.gov/
eeoc/publications/index.cfm. 

12. Id.
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(ii) provide physical or psychological care when 
the employee’s child, spouse, domestic partner, 
parent (including step-parent or legal guardian), 
parent-in-law, sibling, grandchild or grandparent 
is suffering from a serious health condition; or

(iii) address certain exigent needs when the employ-
ee’s spouse, domestic partner, child or parent is 
called to active military service.

Beginning on January 1, 2018, an eligible employee 
may take up to eight (8) weeks of paid leave, and will be 
paid at the rate of fi fty percent (50%) of the employee’s 
average weekly wage (capped at fi fty percent (50%) of the 
statewide average weekly wage). On January 1, 2019, the 
paid leave period will increase to ten (10) weeks, and the 
pay rate will increase to fi fty-fi ve percent (55%); on Janu-
ary 1, 2020, the pay rate will increase to sixty percent (60%) 
(both pay rate increases will be capped at the respective 
statewide average weekly wage). Finally, on January 1, 
2021, an eligible employee may take up to twelve (12) 
weeks of paid leave at the rate of sixty-seven percent 
(67%) of the employee’s average weekly wage (capped at 
sixty-seven percent (67%) of the statewide average weekly 
wage). 

Under the new law, employees who elect to take 
family leave are entitled to guaranteed job protection and 
continued health care benefi ts during the leave period. 
Moreover, the law prohibits retaliation against any em-
ployee who exercises his or her rights to take paid family 
leave under the program.

5. Federal Law

a. Employer-Provided Leave and Reasonable 
Accommodation 

On May 9, 2016, the Equal Employment Opportunity 
Commission (“EEOC”) released a new resource document 
on employer-provided leave as a reasonable accommoda-
tion under the Americans with Disabilities Act (“ADA”).11 
These new guidelines provide, among other things, as 
follows:

(1) A reasonable accommodation may include making 
modifi cations to existing leave policies (including 
to extend the amount of available leave time) and 
also providing leave for a disability even where an 
employer does not offer leave to other employees 
(unless such modifi cations or leave would cause 
undue hardship). Such leave may be required 
despite the fact that the employer does not offer 
leave, the employee is not eligible for leave under 
the employer’s policy or the employee has already 
exhausted all available leave. The employer need 
not, however, provide paid leave beyond what 
the employer normally provides as part of its paid 
leave policy, if any.

(2) Employees with disabilities must be provided 
with access to leave on the same basis as all other 
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of birth for an individual, and taxpayer identifi cation 
number (TIN) for a U.S. citizen. For a non-U.S. citizen, one 
or more of the following are required: taxpayer identifi ca-
tion number; passport number and country of issuance; 
alien identifi cation card number; or number and country 
of issuance of any other government-issued document 
evidencing nationality or residence and bearing a photo-
graph or similar safeguard.2

Who Is the Customer? 
In a lending transaction, the named borrower be-

ing granted the loan is usually the customer himself or 
herself. If a new entity is being established for the trans-
action, then the information listed above is required to 
be obtained for that new entity. If a TIN has not yet been 
acquired for a new entity, then the bank’s CIP should 
address procedures on how to contract with customers 
that have applied for but not yet received a TIN. The CIP 
regulations allow the bank to proceed with opening the 
account but to make sure that the TIN is received within 
a reasonable period of time after an account is opened. 
However, a bank’s CIP could require that the bank wait 
for the TIN prior to closing on a loan, and it is permissible 
for the bank to provide for that in its CIP. 

In addition, in many cases with business loans, there 
are a number of parties involved that constitute “the 
customer” and that may be involved with the transac-
tion—subsidiaries, parent company, third party guaran-
tor, even potentially an individual owner at the top—the 
bank will obtain information from all the parties it deems 
necessary in order to conclude reasonably that it knows its 
customer. Banks face very serious consequences for viola-
tions of these regulations, such as monetary penalties and 
remedial obligations, not to mention possible reputational 
damage. Banks will often err on the side of obtaining more 
information, and business entities may have to provide 
much more information than otherwise expected in order 
to obtain a loan.

Verifi cation
In addition to the discussed requirements, banks 

must take measures to verify the identity of the customer.3 
While it could do so through its own research (such as ob-
taining a Dun and Bradstreet report or researching other 
publicly available databases), it also likely will ask for 
documentation from the proposed borrower (and possibly 
the conglomerate of which the borrower is merely a part), 
such as the company’s organizational documents, busi-
ness licenses and certifi cates of good standing, tax returns 
and fi nancial statements, and bank references.

A bank lending money to any customer must obtain 
information about the customer as part of its loan applica-
tion due diligence process. This article outlines what bor-
rowers should expect from lenders with respect to “Know 
Your Customer” rules.

Know your customer rules were designed to try to 
prevent or inhibit money laundering and other criminal 
activities conducted through an unsuspecting fi nancial 
institution. Usually in the due diligence process, a bank 
may focus on the credit profi le of the borrower—but it also 
must review who the customer is as well as how much 
money the customer actually has. Sometimes there may be 
a new entity that is formed to be the actual borrower, and 
other times a guarantor may be the actual party in interest. 
A bank must ensure that it has obtained all of the required 
information in order to “know its customer” and create a 
legitimate lending scenario. 

The CIP
A bank is required to establish and implement a 

risk-based customer identifi cation program (CIP) that is 
appropriate for its size and business and is included in its 
formal anti-money laundering compliance program.1 It 
does not matter which division of the bank is making the 
loan; as long as the bank itself is making the loan, the CIP 
is applicable. Other kinds of fi nancial institutions (such as 
broker dealers) also are required to maintain a functioning 
CIP. 

The U.S. Treasury Department’s Financial Crimes 
Enforcement Network (FinCEN) is a federal agency that 
polices anti-money laundering within the nation. FinCEN 
regulations require that a bank develop “risk-based” 
procedures to verify the identity of each customer so that 
it can make a reasonable determination that it knows the 
customer’s actual identity. 

In developing CIP procedures, the bank must take 
account of all the risks relevant to its business. This may 
include an analysis of the risks that may arise from the 
size and location of the bank, the various types of cus-
tomers the bank serves, the many products and services 
offered by the bank, and its methods of opening and 
maintaining its accounts. As a result, the CIP procedures 
used in connection with an auto loan to a customer who 
is an individual, for example, will likely differ from those 
applicable when the bank is considering a multi-million 
dollar credit for a corporate entity.

Information Required
Certain routine-specifi c information must be obtained 

from the customer, such as: name, street address, date 

“Know Your Customer” and Credit Providers
By Kathleen A. Scott
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part of due diligence for compliance with economic sanc-
tions laws, a bank will check a potential borrower (and 
others within the business conglomerate) against the U.S. 
Department of the Treasury Specially Designated Nation-
als List. Businesses should keep in mind that compliance 
with economic sanctions laws is separate and apart from 
compliance with the CIP regulations.

Reliance
Finally, a bank may specify in its CIP procedures 

if and when it will rely on another fi nancial institution 
(including an affi liate of the bank) using the bank’s own 
CIP procedures in evaluating a potential new customer.7 
For example, a business seeking a loan may be referred to 
a specifi c bank by another fi nancial institution with which 
it currently conducts business. 

A bank may rely on another fi nancial institution to 
perform any procedures of the bank’s own CIP with re-
spect to a proposed customer provide d that:

(i) such reliance is reasonable under the circumstanc-
es; 

(ii) the other fi nancial institution also is subject to an 
anti-money laundering compliance program re-
quirement and is regulated by a Federal functional 
regulator (such as a banking, securities or com-
modities regulator); and 

(iii) the other fi nancial institution agrees by written 
contract to certify annually to the bank that it has 
implemented its anti-money laundering compli-
ance program, and that it will perform (or have an 
agent perform) the specifi ed requirements of the 
bank’s CIP. 

Short of such an arrangement, the bank may obtain 
information about a customer as part of its CIP due dili-
gence process, but it will have to conduct its own verifi ca-
tion process to determine whether it can reasonably rely 
on such information.

Endnotes
1. 31 CFR § 1020.220.

2. 12 CFR § 1020.220(a)(2)(i).

3. 12 CFR § 1020.220(a)(2)(ii).

4. 12 CFR § 1020.220(a)(3).

5. 12 CFR § 1020.220(a)(5).

6. 12 CFR § 1020.220(a)(4).

7. 12 CFR § 1020.220(a)(6).
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In addition to information and documentation on the 
borrower, there may be instances when the bank may re-
quest information on individuals with authority or control 
over a loan. This includes those with signature authority, if 
the documentation and verifi cation methods noted above 
(with respect to the borrower) prove insuffi cient to allow 
the bank to meet the regulatory requirements on verifi ca-
tion of identity. 

If the bank cannot form a reasonable belief that it 
knows the true identity of a customer, then it may turn 
down the loan application on this basis. Unlike a loan to 
an individual, there are no specifi c requirements that the 
bank give a reason for rejecting the application with a 
business loan. However, if the customer believes that there 
might be a possible discriminatory motive in the rejection 
of the application, the customer may consider making 
further inquiries as to the reason for such rejection. 

If a business’s management believes that the bank is 
inquiring for an unreasonable amount of additional docu-
mentation and information, the management may inquire 
the bank as to why it is requesting a particular document 
or piece of information, particularly if the requested infor-
mation does not exist in the ordinary course of business. 
A business, however, should not expect that the bank will 
know each detail of its ordinary course of business, nor 
should it assume the bank has knowledge of industry cus-
toms of the business. In conclusion, the business and the 
bank must try to work together in gathering the informa-
tion and documentation that the bank requires without 
disrupting the business’s usual operation.

Recordkeeping and Notifi cations
Banks will maintain records of the information and 

documentation received from the customer, as well as 
information generated by the bank during the verifi cation 
process. On the other side, the bank generally must retain 
the information for fi ve years after the date the loan ac-
count is closed.4

The CIP also must include procedures for providing 
bank customers with adequate notice that the bank is re-
questing information to verify their identities.5 This is why 
borrowers will usually fi nd the following statement in a 
given lending document: “To help the government fi ght 
the funding of terrorism and money laundering activities, 
Federal law requires all fi nancial institutions to obtain, 
verify, and record information that identifi es each person 
who opens an account.”

Checking Lists
As part of the verifi cation process, a bank must deter-

mine whether the customer appears on any list “of known 
or suspected terrorists or terrorist organizations issued by 
any Federal government agency and designated as such 
by Treasury in consultation with the Federal functional 
regulators.”6 Currently, there are no such lists; however, as 
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issued an executive order encouraging the develop-
ment and formation of Information Sharing and 
Analysis Organizations. We expect these efforts to 
greatly expand in 2016, and all companies should 
consider joining an information-sharing group in 
their industry.

Outlook on Legislation
As in previous years over the past decade, Congress 

attempted to enact various privacy or cybersecurity 
legislation. These initiatives were expected to gain more 
traction following President Obama’s release of a number 
of proposed bills in January 2015, including a federal data 
breach notifi cation law and information-sharing legisla-
tion. However, the only piece of legislation that was en-
acted was the Cybersecurity Act of 2015, a bill that made 
it through Congress at the end of the year as part of the 
2016 omnibus spending bill. The act creates a voluntary 
framework for real-time sharing of “cyber threat indica-
tors” and “defensive measures” and provides liability 
protections and an antitrust exemption for such sharing. 
We do not anticipate any other meaningful additional 
privacy or cybersecurity legislation being enacted in 2016. 
Indeed, state attorneys general responded to widespread 
calls for a federal data breach notifi cation law by urging 
Congress to preserve state authority in this area. Such a 
federal law will probably continue to be discussed but is 
unlikely to pass in 2016.

The Role of the FTC
The Federal Trade Commission (FTC) has long been 

the most active regulator in the areas of privacy and 
cybersecurity. In 2015, the FTC won a signifi cant victory 
when the U.S. Court of Appeals for the Third Circuit held 
in the Wyndham case that the agency has authority to 
deem a company’s cybersecurity practices unfair under 
Section 5 of the FTC Act, and that companies had fair no-
tice as to what practices could violate that section. How-
ever, as the year drew to a close, the FTC was handed a 
defeat when its own administrative law judge held in 
the LabMD case that the FTC must show more than the 
mere “possibility” of harm from a cybersecurity incident 
in order to sustain a Section 5 case. Despite this setback, 
we anticipate that the FTC will remain highly active in 
this area, and that companies should be familiar with the 
types of cases the FTC is bringing in order to understand 
the issues on which the agency is focused.

EU Emerges as a Force to Be Reckoned With
Although the European Union has had a robust 

privacy regime for close to 20 years, the impact on U.S. 

Entering 2016, the relentless stream of cyberattacks 
continues unabated, having become a “business as usual” 
reality to which companies must adapt. All companies, 
regardless of size or industry, are potential targets, and 
the pool of attackers is expanding. Below is an overview 
of the key themes that emerged this year and what we 
expect to see in 2016.

Best Practices for Cybersecurity Preparedness
In 2015, a number of regulators, including the Securi-

ties and Exchange Commission’s (SEC) Offi ce of Compli-
ance Inspections and Examinations (OCIE), issued guid-
ance and alerts about cybersecurity preparedness. The 
good news for companies, whether regulated or not, is 
that consistent themes are emerging as to what constitutes 
best practices. They include:

• Conducting a Risk Assessment. Cybersecurity 
preparedness needs to start with assessing the com-
pany’s risks and designing a plan that addresses 
those risks.

• Strong Governance. A cybersecurity plan must 
involve the active participation of senior manage-
ment, and where applicable, the board.

• Data Access. Employees should be able to access 
only the data they require, with appropriate au-
thentication steps.

• Training. Many attacks prey on employees who 
may unknowingly surrender their passwords or 
click on malware links. Regular employee training 
on cybersecurity is therefore critical.

• Vendor Management. Attacks are often launched 
through a third-party vendor that has access to the 
company’s system for business purposes. Compa-
nies must have robust cybersecurity requirements 
for vendors.

• Incident Response Plan. All companies should 
have incident response plans to deal with cyberat-
tacks and run tabletop exercises to walk through 
different scenarios.

• Cyber Insurance. Cyber insurance is emerging as 
an important component of any risk mitigation 
strategy.

• Information Sharing. Companies across multiple 
industries have begun to appreciate that sharing 
cyberthreat information and best practices with 
their competitors is a critical tool to reduce risks. 
The White House has been encouraging this prac-
tice, and in February 2015, President Barack Obama 

Emerging Trends in Privacy and Cybersecurity
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been whether the plaintiffs’ alleged injury is suffi ciently 
concrete and imminent to establish Article III standing, 
especially since these plaintiffs often have not suffered 
any monetary loss or other tangible injury. Cases from the 
past year offered little clarity on this issue. For example, 
in June 2015, in the Zappos litigation, a Nevada district 
court held, as have many other courts, that the possibility 
that a “credible threat may occur at some point in the fu-
ture” is insuffi cient to confer standing. However, the U.S. 
Court of Appeals for the Seventh Circuit adopted a more 
lenient position, fi nding standing in the Neiman Marcus 
case because the presumed purpose of the theft of person-
al information was to make fraudulent charges or engage 
in identity theft, and plaintiffs should not be required to 
wait until such harm occurs. The decision by the Seventh 
Circuit and other courts that have found standing may 
further incentivize plaintiffs’ counsel to bring class action 
lawsuits. The potential for such suits should therefore be 
part of the risk calculus of any company that collects or 
processes personal information.

Stuart D. Levi is a partner and co-head of Skadden’s 
Intellectual Property and Technology Group, and coor-
dinates the fi rm’s outsourcing and privacy practices.

* * *

companies has been relatively limited. A dramatic shift 
in this equation occurred last year. In December 2015, the 
EU announced completion of a new General Data Protec-
tion Regulation (GDPR), which will replace and signifi -
cantly broaden the current EU Data Protection Directive. 
The GDPR is widely expected to be approved in early 
2016 and go into effect two years later. The impact on any 
company doing business with European residents—even 
if not situated in Europe—will be signifi cant.

The expanding impact of the EU was also felt two 
months earlier, when the Court of Justice of the European 
Union invalidated the U.S.-EU Safe Harbor framework on 
which thousands of companies had relied to send person-
al data from the EU to the U.S. The court also empowered 
local data protection authorities to decide for themselves 
whether personal information was being protected by in-
ternational agreements. These developments suggest a far 
more activist European privacy regime than had been in 
place— one that could have a signifi cant impact on global 
commerce in 2016 and beyond.

Class Action Lawsuits Must Remain Part of a 
Company’s Risk Calculus

Most data breaches result in multiple class action 
lawsuits against the victim company. The gating issue has 
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The CFPB’s announcement of potential rulemaking 
relating to arbitration agreements is not unexpected in 
light of its public scrutiny of arbitration agreements over 
the past few years. In March 2015, the CFPB published a 
study, required by the Dodd-Frank Act, concluding that 
arbitration agreements are a substantial barrier to pur-
suing claims on a class action basis and that consumers 
benefi t far more from class actions than from arbitrations.

The CFPB stopped short of banning arbitration agree-
ments altogether. In particular, the potential rulemaking 
proposes to accomplish the following:

1. Arbitration agreements that preclude consumers 
from participating in a class action lawsuit would 
be prohibited, refl ecting the CFPB’s view that con-
sumers may benefi t from class actions; and

2. Consumer fi nancial companies that use arbitration 
agreements with consumers would be required to 
give the CFPB copies of claims fi led and awards is-
sued in any arbitration. The CFPB may publish the 
claims and awards on its website.

The CFPB will gather feedback on its proposal from 
a small-business review panel process and likely will is-
sue a formal proposed rule in 2016. If the regulations are 
fi nalized as expected, many companies will need to make 
signifi cant changes to their business practices and will 
encounter increased compliance burdens and costs. The 
impact of a ban on arbitration would be widespread: The 
prohibition would apply to many products that the CFPB 
regulates, including credit cards, checking and deposit 
accounts, prepaid cards, money transfer services, certain 
auto loans, auto title loans, small dollar or payday loans, 
private student loans and installment loans.

We expect that a number of industry and consumer 
groups will fi le comments once the rule is formally pro-
posed, and any fi nal CFPB rule restricting arbitration pro-
visions may lead to a showdown at the Supreme Court. In 
recent years, the Court has issued a number of decisions 
upholding arbitration provisions, quashing attempts by 
numerous states and lower courts to limit or prohibit con-
sumer contract arbitration agreements. The Court’s most 
recent decision upholding such arbitration provisions, 
DIRECTV, Inc. v. Imburgia on December 14, 2015, elicited a 
strong dissent by Justice Ruth Bader Ginsburg, who relied 
on the CFPB’s arbitration study in arguing that “take-it-
or-leave-it arbitration agreements mandating arbitration 
and banning class procedures” have harmed consumers.

In 2015, the Consumer Financial Protection Bureau 
(CFPB) continued to aggressively enforce federal consum-
er protection laws across a broad spectrum of consumer 
fi nancial products and services. Additionally, the CFPB 
took a signifi cant step toward proposing a ban on arbitra-
tion clauses that would preclude consumers from being 
able to fi le class action lawsuits. Together, these actions 
demonstrate the increased scrutiny of consumer compli-
ance for providers of consumer fi nancial products and 
services.

CFPB Enforcement Actions
Last year, the CFPB initiated more than 50 enforce-

ment actions, reaching settlements in most of those cases 
for a total of over $1.6 billion in compensation to consum-
ers (more than $30 million per settlement, on average) as 
well as approximately $190 million in civil penalties.

The CFPB’s enforcement program has relied most 
heavily on its authority to enforce the Dodd-Frank Act 
prohibition on unfair, deceptive, or abusive acts or prac-
tices. The CFPB has used this authority to bring actions 
relating to credit reporting and consumer information, 
debt collection, ancillary products, payday lending, stu-
dent lending, mortgage marketing and other areas.

Fair lending is another enforcement hot spot, with 
the CFPB bringing enforcement actions relating to indi-
rect auto fi nance and mortgage redlining. In June 2015, 
the U.S. Supreme Court upheld the disputed “disparate 
impact” theory of liability under the Fair Housing Act 
in the case of Texas Department of Housing & Community 
Affairs v. Inclusive Communities Project, Inc. while also 
articulating limits on application of the disparate impact 
theory. The Inclusive Communities decision has no doubt 
emboldened the CFPB and other regulators to aggres-
sively pursue disparate impact cases under the federal 
fair lending laws, including the Equal Credit Opportunity 
Act. Accordingly, we expect to see increased fair lending 
enforcement in 2016.

Arbitration Restrictions Proposed
On October 7, 2015, the CFPB published a long-

awaited “potential rulemaking” on predispute arbitration 
agreements that would effectively ban arbitration clauses 
in any consumer fi nancial products or services if those 
clauses would prevent class action cases. The potential 
rulemaking is the latest and most substantive step in a 
three-year review that the CFPB has undertaken with 
respect to arbitration agreements.

CFPB Pursues Aggressive Enforcement Agenda and 
Arbitration Restriction s
By Joseph L. Barloon, Anand S. Raman, Austin K. Brown, Darren M. Welch, Neepa K. Mehta
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Conclusion
In light of the CFPB’s recent enforcement activity and 

anticipated rulemaking restricting arbitration agreements, 
consumer fi nancial services companies would be well-
advised to review consumer complaints as well as their 
policies and procedures to proactively address practices 
that may present enhanced risk of enforcement or con-
sumer litigation.
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maintain a ledger of transactions to the users of the cur-
rency themselves.”17 Users have a pair of cryptographic 
keys, one public key to submit payment and one private 
key to accept payment.18 There is a public, encrypted 
log of all transactions on a ledger known as the “block 
chain.”19 

Bitcoin may be considered virtual currency, but that 
still does not explain its worth or value, which fl uctuates 
daily, even changing by the minute.20 Google “what is a 
Bitcoin worth?” and the current market rate appears.21 On 
the date this article was submitted, one Bitcoin equaled 
$361.11.22 The cost of Bitcoin not only vacillates on an 
ongoing basis, but it can be best described as volatile, and 
on more than one occasion, it fell by 50% in a 24-hour 
period.23 Using Bitcoin to purchase something does not 
always equate that thing’s cost in dollars. For example, 
the fi rst Bitcoin transaction was for the delivery of two 
Papa John’s pizzas for 10,000 Bitcoins, or approximately 
$5.9 million!24 While it may not be an ideal choice to pay 
for pizza, the price instability makes it an ideal choice for 
investors in both securities and derivatives.25 This article 
focuses on the latter. 

Second, Bitcoin’s use as an investment necessitates a 
legal standard; however, its legal standing has been some-
what murky because of its relatively young existence and 
its intangible quality. In the past year, both the Securities 
and Exchange Commission (SEC) and the Commodity 
Futures Trading Commission (CFTC) issued rulings that 
spoke directly to this issue. But prior to this, the only 
guidance existed through other avenues. For example, the 
United States Government Accountability Offi ce (GAO) 
and the Financial Crimes Enforcement Network (FinCEN) 
provided some context for reference. GAO submitted a 
report to the U.S. Senate Committee on Finance and noted 
that some virtual-currency transactions were capable 
of producing taxable income,26 while FinCEN required 
administrators of virtual currency to register as a money 
service business (MSB).27 However, FinCEN differentiated 
between users of virtual currency and administrators of 
virtual currency and did not require users to register.28

Courts struggled to police misuse of Bitcoin within 
this existing framework. For example, in mid-year 2014, 
the Southern District of New York held that use of Bitcoin 
constituted a “fi nancial transaction” in the infamous “Silk 
Road” case.29 The defendant in United States v. Ulbricht 
operated the Silk Road website as an online marketplace 
for narcotics and computer hacking, and he used Bitcoins 
to launder the profi ts.30 In that case, Ulbricht appealed a 
Grand Jury indictment of narcotics traffi cking conspiracy, 
continuing criminal enterprise, computer hacking con-
spiracy, and money laundering conspiracy.31 He argued 

“[Bitcoin] is a techno tour de force.”1 Bill Gates ut-
tered these words back in 2013, perhaps foreshadowing 
the historic legal changes in the industry in 2014 and 2015 
and the signifi cant growth of the industry in general. A 
“tour de force” is a perfect way to describe the mysteri-
ous phenomenon known as Bitcoin that cannot be seen, 
touched, or otherwise put into a tangible medium. Oxford 
Dictionary defi nes it as “a type of digital currency in 
which encryption techniques are used to regulate the 
generation of units of currency and verify the transfer 
of funds, operating independently of a central bank.”2 
Released to the public in 2009,3 it eliminated the need for 
banks and transaction fees, provided a means to purchase 
anonymously, and enabled international transactions 
to occur more easily and at a lower cost.4 Due to the 
anonymity of Bitcoin transactions, it became a popular 
choice for money laundering, online drug dealers, and 
other criminal activities,5 and it has presented a unique 
legal problem for these same reasons.6 Disputes arose 
regarding how to defi ne and regulate Bitcoin, and since 
it is an ideal choice for investors, a need for regulation 
quickly emerged.7 This article examines (1) the invention 
of Bitcoin, (2) the emergence of a legal standard for virtual 
currency and Bitcoin, (3) the legal concept of “commod-
ity,” (4) the landmark CFTC case In re Coinfl ip, and (4) 
how these legal and regulatory changes will impact the 
industry.

First of all, the invention of Bitcoin remains in part 
inexplicable due to a mystery surrounding its creator.8 
Someone under the name Satoshi Nakamoto published 
a paper on Bitcoin in 2008 and then released its software 
in 2009.9 Some speculated that it was another person 
altogether, while others claimed it was a group of three 
people working together.10 Newsweek claimed it found 
the real Satoshi Nakamoto, a man named Dorian S. 
Nakamoto, who promptly denied knowing anything at 
all about Bitcoin.11 While Nakamoto’s true identity may 
never be discovered, the process of invention remains 
clear. Bitcoins originate from computer programs that 
solve math problems, and once generated, they are stored 
in a digital wallet.12 Transactions are anonymous because 
only users’ wallet-IDs are publicly recorded, with no link 
to the owner.13 

Not only is Bitcoin virtual currency, but it is also 
crypto-currency because it relies on encryption.14 The 
problem that Bitcoin solved from previous and not as suc-
cessful virtual currency was the risk that people would 
“double-spend” Bitcoin.15 Absent some type of central 
clearinghouse, an individual could potentially use the 
same piece of virtual currency to buy two different things 
(double-spending).16 Bitcoin “eliminated the need for a 
third-party clearinghouse by turning over the authority to 

 In re Coinfl ip, Inc.
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At its inception, the Commodity Exchange Act (CEA) 
applied to agricultural commodities and prohibited com-
modity option transactions.43 The CFTCA amended this 
defi nition to include “all other goods and articles, except 
onions,” transforming the act from regulating agricultural 
commodities to “literally anything other than onions.”44 
Thus, the CFTC could regulate anything if its futures 
were traded on an exchange,45 which led to a battle be-
tween the SEC and the CFTC in a case where the invest-
ment could validly be called a commodity and a security.46 
The Seventh Circuit, in Board of Trade of City of Chicago 
v. SEC, broadly interpreted the defi nition of commodity 
to include Government National Mortgage Association 
mortgage-backed pass-through certifi cates (“GNMAs”).47 
The issue in that case was whether the SEC could regu-
late option trading on GNMA certifi cates, since GNMAs 
were both securities and commodities, and ultimately, the 
court held that the SEC could not regulate GNMAs on its 
own, “pending further CFTC action.” The Seventh Circuit 
elaborated, explaining that the amended defi nition48 was 
intended to regulate these previously unregulated com-
modities as well as to “encompass futures markets that 
were expected to be expanded.”49 In anticipation of new 
futures markets, the defi nition thus encompassed “non-
traditional goods and services.”50 

Following this decision, the Second Circuit held 
that the terms in the CEA applied to any commodity 
transaction in a case involving options in spot and cash 
markets.51 The defendants in Commodity Futures Trading 
Comm’n v. American Bd. of Trade provided a marketplace 
for commodity option transactions.52 They argued that 
the CEA only applied to options on futures contracts and 
that their conduct did not fall within the CEA’s regula-
tion since they only dealt with options on the underlying 
commodities.53 The court saw “no merit in defendants’ 
argument that the Act and the regulations did not reach 
their activities [just] because defendants bought and sold 
options in the spot and cash markets.”54 

Spot markets remained a point of legal controversy 
because in order to fall within “the purview of the CEA, 
defendants must have transacted in contracts for future 
delivery.”55 The defendants in Int’t Foreign Currency tried 
to argue that it was a spot contract and therefore did not 
fall within the purview of the CFTC.56 But the Eastern 
District did not entertain this, stating that a spot contract 
called for settlement within two days.57 The court further 
stated “the fact that Defendants’ contracts failed to have a 
specifi ed future delivery date is not determinative.”58 The 
court said that while the date is often specifi ed, it does 
not have to be.59 The court pointed out that in order to fall 
under the guidelines of the CEA, the contracts need to be 
both futures contracts AND classifi ed as a commodity.60 
Defendants in that case argued that foreign currency is 
not a commodity since it is not agriculture, as titled by 
the Code in Title 7.61 The court followed other case law in 
determining that foreign currency was indeed a commod-

that Bitcoin was not legal tender and thus its use was not 
a “fi nancial transaction,” and that therefore, he did not 
commit money laundering.32 The Southern District ulti-
mately held that Bitcoins “act as a medium of exchange” 
and “carry value,” both marks of a “fi nancial transac-
tion.”33 Later in 2014, following the Ulbricht decision, the 
SEC issued more specifi c guidelines on Bitcoin in what 
would ultimately be the start of further and more specifi c 
legal standards.34 The defendant in Shavers misappropri-
ated an investor’s Bitcoins, and the court held that the 
investments met the defi nition of an investment contract 
and, as such, constituted securities.35 For the fi rst time, 
the SEC defi ned Bitcoin as an investment that should be 
governed by the SEC.36 

Finally, in 2015, a state regulatory agency spoke 
directly to the issue for the fi rst time.37 The New York 
State Department of Financial Services (“NYDFS”) issued 
a regulation of virtual currency that stated: “no person 
shall, without a license obtained from the superintendent 
as provided in this Part, engage in any Virtual Currency 
Business Activity.”38 The NYDFS defi ned virtual cur-
rency as any digital unit used to exchange digitally stored 
value and broadly construed it to “include digital units of 
exchange” that were both centralized and decentralized, 
as well as those that could be created or obtained through 
computing or manufacturing.39 It further required Bitcoin 
companies to apply for a BitLicense.40 Additionally, 
moving forward, this will not only regulate the applica-
tion process and set capital requirements but also will 
mandate reporting and fi nancial disclosures; anti-money 
laundering programs and cyber security programs; and 
consumer protection disclosures in order to begin and 
maintain relationships with customers.41 

Third, the NYDFS’ regulations meant a big step for-
ward in the quest for a defi nitive legal standard, but there 
was still a lack of clear guidance from the CFTC, par-
ticularly concerning whether Bitcoin could be properly 
defi ned as a commodity. The CFTC set forth a defi nition 
of commodity as follows: 

The term ‘‘commodity’’ means wheat, 
cotton, rice, corn, oats, barley, rye, 
fl axseed, grain sorghums, mill feeds, 
butter, eggs, Solanum tuberosum (Irish 
potatoes), wool, wool tops, fats and oils 
(including lard, tallow, cottonseed oil, 
peanut oil, soybean oil, and all other fats 
and oils), cottonseed meal, cottonseed, 
peanuts, soybeans, soybean meal, live-
stock, livestock products, and frozen 
concentrated orange juice, and all other 
goods and articles, except onions as 
provided in Public Law 85–839 (7 U.S.C. 
13–1), and all services, rights, and inter-
ests in which contracts for future delivery 
are presently or in the future dealt in.42
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legal recourse has been available outside of the regulation 
of money transmission.81 For example, money-laundering 
regulations, cybercrime statutes, and consumer protec-
tion laws exist.82 The absence of a central administrative 
source, like a bank, can make it diffi cult to fi nd evidence 
of crime and provide any type of dispute resolution pro-
cedure.83 Bitcoin lacks a dispute resolution procedure like 
credit cards and banks, meaning that if a consumer suf-
fers fi nancial loss there is no recourse.84 Further, the lack 
of a centralized entity means there is no unit or entity that 
can ensure that anti-money laundering laws are complied 
with or or that suspicious activity is reported.85 “There is 
no Bitcoin company to subpoena, no headquarters to raid, 
not even a server to shut down.”86 Although the state can 
track the user’s identity and mete out punishment, there 
is no way to prevent illegal activity from occurring.87

Because of all these issues, “regulation that is tailored 
to traditional fi nancial services or investment methods 
may fail to account for the unique attributes of Bitcoin.”88 
A recent law review article by Kevin Tu and Michael Mer-
edith stated the following:  

Regulation in the US has been narrowly 
focused on establishing how virtual 
currencies will be treated under exist-
ing law…this “patch-work” approach 
may result in: “(1) a lack of inter-agency 
communication such that the resulting 
regulatory framework may be fragment-
ed and lack cohesion, (2) diffi culty in de-
veloping regulation tailored to the unique 
characteristics and risks of virtual cur-
rency; and (3) a failure to give suffi cient 
consideration to the full breadth of the 
regulatory issues raised by decentralized 
virtual currency such that the resulting 
regulatory framework may suffer from an 
unintended oversight in scope.89 

Tu and Meredith explained how the reaction to Silk Road 
by administrators wrongly focused on the risk posed by 
Silk Road instead of looking holistically at virtual curren-
cy.90 The Bank Secrecy Act was enacted for the purpose of 
preventing criminal activity and serves as a reminder of 
why Bitcoin regulation is an important policy concern.91 

The case for Bitcoin regulation is supported by the 
policy and purpose of fi nancial regulations currently in 
place. In general, the goal of money regulation includes 
protecting consumers “from suffering fi nancial loss due 
to dealing with a money transmitter” and preventing 
fraud.92 There is an overall policy concern to prevent 
misuse of fi nancial systems; however, just because virtual 
currency can be misused does not justify its elimination.93 
Moreover, the purpose of the CEA is to protect investors 
from being deceived, and this is achieved through anti-
fraud provisions.94 Courts generally consider fraud “espe-
cially serious and deserving of monetary penalties.”95 The 
CFTC states explicitly that its mission is to “foster open, 

ity.62 Defendants claimed that under the Treasury Amend-
ment, foreign currency transactions were exempt unless 
they are conducted on a board of trade.63 Even assuming 
this interpretation is correct, the Int’t Foreign Currency de-
fendants conducted the transactions on a board of trade.64 
A subsequent case elaborated on this issue, stating that 
the Treasury Amendment was intended “to exempt only 
interbank transactions that were already regulated by 
banking regulatory agencies.”65 The court found that here 
the transactions were not interbank transactions, and that 
they were conducted on a board of trade, and indeed did 
fall under the CEA.66 Given that these cases point to regu-
lation expansion and broad interpretation, the CFTC’s 
ultimate ruling on Bitcoin derivatives seems to fall in line 
with this trend. 

Fourth, the CFTC issued a groundbreaking order 
last fall regarding Bitcoin regulation.67 It fi nally declared 
Bitcoin a commodity and imposed sanctions on Coinfl ip 
for violating Sections 4c(n) and 5h(a)(1) of the Commod-
ity Exchange Act (“CEA”).68 Coinfl ip, a Delaware corpora-
tion, operated Derivabit, a trading platform to buy and 
sell Bitcoin options and future contracts.69 Coinfl ip never 
registered with the CFTC.70 In this order, the commission 
defi ned Bitcoin and virtual currencies as commodities, 
based on Section 1a(9) of the CEA and relevant case law.71 
In the Act, the term “commodity” includes “all services, 
rights, and interests in which contracts for future delivery 
are presently or in the future dealt in.”72 The commission 
held that this encompassed Bitcoin because the defi nition 
of commodity is broad.73 Coinfl ip violated the CEA fi rst 
for operating a swap trading facility without registering 
with the CFTC and second for conducting activity “con-
trary to Commission Regulations.”74 While this case may 
provide the stability that the Bitcoin derivatives mar-
ket needs, some argue that placing Bitcoin into already 
existing frameworks only serves to exacerbate the legal 
problems.75

Fifth, these legal and regulatory changes potentially 
impact the industry in many ways. Inherent problems 
exist within Bitcoin, and the new parameters do not 
necessarily fi x them or address the overall policy goals 
of commodity regulation. Virtual currency “may operate 
like legal tender in some circumstances but lacks the sta-
tus of legal tender because no person is legally obligated 
to accept a virtual currency.”76 The G20 countries do not 
recognize Bitcoin as currency because it is essentially 
hypothetical, having no tangible value and volatile price 
stability.77 However, because it can be used in any country 
through the web-based marketplaces, Bitcoin presents 
“unique jurisdictional issues” that make it diffi cult to 
regulate.78 Money-laundering regulations, cybercrime 
statutes, and consumer protection laws exist to provide 
some legal recourse; however, its anonymity and ability to 
move quickly make it much easier to facilitate crime with 
Bitcoin.79 An investigation of one particular transnational 
crime network involved 17 nations that coordinated their 
law enforcement efforts.80 Up to the Coinfl ip case, little 
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8. Who is Satoshi Nakamoto?, COINDESK (May 20, 2015), http://
www.coindesk.com/information/who-is-satoshi-nakamoto/.

9. Id. 

10. Id.

11. Id.

12. Yellin, Aratari & Pagliery, supra note 4. These digital wallets 
include the following: web-based wallets, like Blockchain and 
Coinbase, store private keys online; paper wallets do not store 
private keys digitally; hardware wallets, which are rare, store 
private keys on a dedicated device; ledger USB wallets store 
private keys on a USB device using smartcard security; desktop 
wallets store private keys on software that runs on the individual’s 
private computer; and mobile wallets store private keys on 
mobile devices through downloadable apps. How to Store Your 
Bitcoins, COINDESK (Oct. 19, 2015), http://www.coindesk.com/
information/how-to-store-your-bitcoins/. Bitcoin is entirely 
anonymous, on the one hand, and entirely traceable, on the other 
hand. Id. Individuals wishing to create a digital wallet on a site 
like Blockchain can do so on the website itself by merely inputting 
an email address and password. BLOCKCHAIN, https://www.
blockchain.com/ (last visited Nov. 29, 2015). There is no way 
to recover a wallet should someone forget the password, but 
the Blockchain site does provide a long wallet recovery key (a 
complex, nonsensical list of 15 plus words) at the time of account 
creation. Id. 

13. Yellin, Aratari & Pagliery, supra note 4. 

14. Tu & Meredith, supra note 7 at 278-79.

15. Id.at 281-83.

16. Id.

17. Id. at 281. 

18. Id.

19. Id. 

20. Jared Newman, How Much is a Bitcoin Worth?, TIME MAGAZINE 
(July 16, 2014), http://time.com/2993226/google-bitcoin/. 

21. Id. 

22. GOOGLE, https://www.google.com/?gws_rd=ssl#q=how+mu
ch+is+a+bitcoin+worth+today (last visited Dec. 1, 2015). Google 
also shows a fl uctuation chart from 2011 through 2015, where the 
highest value of Bitcoin occurred in 2014, and in 2015, the Bitcoin 
appeared to be rising again. Id. 

23. Tu & Meredith, supra note 7 at 289.

24. Id. at 285.

25. Id. at 293.

26. U.S. GOV’T ACCOUTABILITY OFFICE, GAO13-516, VIRTUAL 
ECONOMIES AND CURRENCIES: ADDITIONAL IRS 
GUIDANCE COULD REDUCE TAX COMPLIANCE RISKS 10 
(2013). 

27. Sarah Jane Hughes & Stephen T. Middlebrook, Advancing a 
Framework for Regulating Cryptocurrency Payments Intermediaries, 
32 Yale J. on Reg. 495 (2015). FinCEN offered the fi rst federal 
regulatory guidance on virtual currency. Id. at 507. FinCEN is 
a bureau within the Treasury Department and “serves as the 
Financial Intelligence Unit of the United States.” 31 U.S.C. § 
310. Treasury Order 180-01 defi ned FinCEN’s responsibilities 
as follows: “to implement, administer, and enforce compliance 
with the authorities contained in what is commonly known as 
the ‘Bank Secrecy Act.’” Treas. Reg. § 180-01 (2002). The Bank 
Secrecy Act requires U.S. fi nancial institutions to assist U.S. 
government agencies to detect and prevent money laundering. 
Specifi cally, the act requires fi nancial institutions to keep records 
of cash purchases of negotiable instruments, fi le reports of cash 
transactions exceeding $10,000 (daily aggregate amount), and to 
report suspicious activity that might signify money laundering, tax 
evasion, or other criminal activities. It was passed by the Congress 
of the United States in 1970. The BSA is sometimes referred to as 

transparent, competitive, and fi nancially sound markets, 
to avoid systemic risk, and to protect the market users 
and their funds, consumers, and the public from fraud, 
manipulation, and abusive practices...”96 Further, the 
purpose of the Commodity Exchange Act is to provide a 
system for the self-regulation of trading facilities in order 
“to ensure the fi nancial integrity of all transactions subject 
to this chapter and the avoidance of systemic risk.”97 

Arguably one of the most important reasons for 
implementing regulation stems from the fact that “Bitcoin 
is a decentralized scheme lacking a single authority,” 
and thus, no framework exists to set price points, rules 
on redemption, and administrative guidelines.98 Despite 
the compelling reasons in favor of increased Bitcoin 
regulation, opponents like the United States Homeland 
Security and Governmental Affairs Committee have 
expressed reservations over concern that such regula-
tion may suppress the evolution of digital assets.99 Since 
other countries have lower regulation, U.S. laws could 
push Bitcoin exchanges to these other countries, where 
consumers would no longer be protected.100 As with any 
regulation, transaction costs may rise, but opponents of 
Bitcoin regulation argue that these costs “outweigh the 
benefi ts because there are potentially millions of users to 
regulate.”101 Ultimately, investor confi dence from such 
regulations cuts in favor of determining that the benefi ts 
outweigh the costs.102 

In conclusion, this article examined (1) the invention 
of Bitcoin, (2) the emergence of a legal standard for virtual 
currency and Bitcoin, (3) the legal concept of “commod-
ity,” (4) the landmark CFTC case, In re Coinfl ip, and (4) 
how these legal and regulatory changes will impact the 
industry. The fi eld of Bitcoin derivatives has the potential 
to transform investment. These types of new inventions 
and technologies should be encouraged, not eliminated, 
and by increasing transparency in this market, investors 
can participate with confi dence.
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case management tools are available if the need to address 
any individualized issues arises.

Dodd-Frank Act

Cost-Benefi t Analysis Required in Financial Stability 
Oversight Council’s SIFI Designations, DC District Court 
Holds

MetLife, Inc. v. Fin. Stability Oversight Council, No. CV 15-
0045 (RMC) (D.D.C. Mar. 30, 2016)

Judge Rosemary M. Collyer rescinded MetLife’s des-
ignation as a systemically important fi nancial institution 
(SIFI) subject to enhanced supervision under the Dodd-
Frank Act. The court ruled that in imposing the designa-
tion, the Financial Stability Oversight Council ignored its 
own guidance and failed to conduct a required cost-benefi t 
analysis.

In designating MetLife as a SIFI, the council deter-
mined that any “material fi nancial distress” at MetLife 
“could pose a threat to the fi nancial stability of the United 
States.” MetLife challenged its SIFI designation on the 
grounds that the council failed to assess MetLife’s vul-
nerability to fi nancial distress and the magnitude of that 
distress on the broader economy. The council argued that 
its guidance require only an evaluation of whether, and 
how, MetLife’s vulnerabilities could impact the broader 
economy—not an assessment of the probability or likeli-
hood of material fi nancial distress. The council also argued 
that its guidance permits it to describe the magnitude of 
the potential harm in broad terms and that it was therefore 
unnecessary to estimate actual dollar fi gures. The court 
disagreed, ruling that the council’s “straightforward” guid-
ance required the council to evaluate the risk of fi nancial 
distress and assess the magnitude of that risk based on 
reasoned predictions and quantifi ed analysis.

MetLife also challenged its SIFI designation on the 
ground that the council ignored the costs the designation 
imposed on the company. MetLife argued that the designa-
tion imposed billions of dollars of regulatory compliance 
costs on the company, thereby increasing its fi nancial 
vulnerability. The council countered that Dodd-Frank does 
not require a cost-benefi t analysis because the statute 
requires only that the regulation be “appropriate.” The 
court disagreed. Citing the U.S. Supreme Court’s opinion 
in Michigan v. EPA, 135 S. Ct. 2699 (2015), the court ruled 
that “cost must be balanced against benefi t because [n]o 
regulation is “appropriate” if it does signifi cantly more 
harm than good.’”

Class Certifi cation

Colorado District Court Certifi es Class of Investors in 
Municipal Bond Fund Case

In re Oppenheimer Rochester Funds Grp. Sec. Litig., No. 
09-md-02063-JLK-KMT (D. Colo. Oct. 16, 2015)

Judge John L. Kane reaffi rmed a prior ruling certify-
ing a class of investors in the Oppenheimer California 
Municipal Bond Fund who alleged claims under Sections 
11 and 12(a)(2) of the Securities Act, after reconsider-
ing the order in light of Omnicare, Inc. v. Laborers District 
Council Construction Industry Pension Fund, 135 S. Ct. 1318 
(2015). While the defendants conceded that certain alleged 
misstatements were appropriate for class treatment, they 
argued that the allegation that the fund failed to adhere to 
its investment objective was too individualized to be dealt 
with on a classwide basis. After an evidentiary hearing, the 
court found that the commonality element was satisfi ed 
because of the presence of “numerous common questions 
in [the] case, including whether the Fund’s offering docu-
ments contain[ed] misstatements or omissions, whether 
those misstatements and omissions were material, and 
whether Class members sustained monetary losses.” With 
regard to the typicality requirement, the court rejected the 
defendants’ argument that the putative class representa-
tive’s sophistication as an investor rendered him atypi-
cal and subject to unique defenses concerning his actual 
knowledge of the fund’s poor performance. The court 
reasoned that the lead plaintiff’s knowledge of the fund’s 
performance was not unique to him but was available to 
the rest of the market, and that “its signifi cance to a reason-
able investor [would be] subject to common proof.” The 
court similarly held that the plaintiff’s sophistication did 
not render him an inadequate class representative and re-
jected attacks on the plaintiff’s credibility. Finally, the court 
determined that the requirements of Rule 23(b)(3) had been 
satisfi ed because common issues predominated and were 
not defeated by individual investor knowledge. The court 
determined that, under Omnicare, “whether a statement 
is misleading’ depends on the perspective of a reasonable 
investor,” and proof of the misleading nature and material-
ity of the statements and omissions in the fund’s offering 
documents, measured against a “reasonable investor” stan-
dard, would be common to all class members, as would 
be the calculation of damages. The defendants’ affi rma-
tive defenses of negative loss causation and due diligence 
similarly did not defeat a fi nding of predominance because 
they relied on “generalized proof.” The court also found 
that the superiority prong of Rule 23(b)(3) was met, given 
that the class format is the “favored method” in the Tenth 
Circuit for litigating securities actions. The court noted that 

Inside the Courts
An Update by the Attorneys at Skadden, Arps, Slate, Meagher & Flom LLP
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trading restrictions, that allowed directors and offi cers to 
sell shares in a secondary offering—shortly after which the 
company’s stock price fell dramatically. By the time the 
plaintiff fi led his action, two of the directors who sold in 
the secondary offering had been replaced by outside direc-
tors with no involvement in the underlying events.

The court granted the defendants’ motion to dismiss 
pursuant to Rule 23.1, fi nding that presuit demand was not 
excused because the board at the time the complaint was 
fi led consisted of a majority of disinterested and inde-
pendent directors. The court held that demand was not 
excused with respect to the insider trading claim governed 
by Brophy v. Cities Serv. Co. against the secondary offer-
ing participants based on their alleged misuse of Zynga 
confi dential information to sell shares at the time of the 
secondary offering. Applying the test for demand futility 
set forth in Rales v. Blasband, the court found that only two 
of the current board members participated in the second-
ary offering and were therefore likely to face a substantial 
likelihood of liability, and that the other seven directors 
were disinterested and independent. The court found that 
the fact that directors had “interlocking business relation-
ships” and sat on the board of other companies together 
was insuffi cient to raise a reasonable doubt as to their 
independence.

The court also held that demand was not excused with 
respect to the plaintiff’s claim that the board breached its 
fi duciary duties by approving the secondary offering and 
modifi cations to the lock-up agreements. The court again 
applied a Rales analysis to that claim, fi nding that while a 
majority of the members of the board in place at the time 
of the secondary offering were interested, and even though 
a majority of those board members had not been replaced, 
“enough of the interested members of that board were 
replaced (and an additional director was added) so that the 
[board existing at the time the suit was fi led] had a major-
ity of directors (seven of nine) who derived no personal 
fi nancial benefi t from the challenged transaction” (empha-
sis in original). Thus, the court found that “it makes no 
sense under these circumstances to focus any aspect of the 
demand futility inquiry on the board that approved the un-
derlying transaction,” and that “demand here should not 
be excused if a majority of the Demand Board can impar-
tially consider a demand, even when less than a majority of 
them were replaced.” The court also found that even if en-
tire fairness applied to the board’s decision to approve the 
secondary offering, the plaintiff had not stated any nonex-
culpated claims against a majority of the board in connec-
tion with the secondary offering, because the plaintiff did 
not make particularized allegations that the disinterested 
directors “knowingly failed to inform themselves about 
the Secondary Offering or otherwise consciously disre-
garded their directorial duties, as is required to allege a 
non-exculpated claim against them.” The court also found 
that demand was not excused with respect to the plaintiff’s 
Caremark claim that the defendants failed to ensure that 
Zynga maintained adequate controls regarding its public 

Fiduciary Duties

Books and Records

Delaware Court of Chancery Orders Production of 
Books and Records Subject to ‘Incorporation Condition’

Amalgamated Bank v. Yahoo! Inc., C.A. No. 10774-VCL (Del. 
Ch. Feb. 2, 2016)

Vice Chancellor J. Travis Laster issued an opinion 
ordering production of certain books and records to a 
plaintiff stockholder of Yahoo! Inc. under Section 220 of 
the Delaware General Corporation Law (DGCL). Post-trial, 
the court determined that the plaintiff had demonstrated a 
“credible basis” to suspect wrongdoing, including possible 
breaches of fi duciary duty by Yahoo’s directors and corpo-
rate waste, in connection with the fi ring of Yahoo’s chief 
operating offi cer, which triggered a nearly $60 million sev-
erance payment. As a result, the court found that certain 
of the documents the plaintiff sought were necessary for a 
meaningful investigation into such potential claims.

In addition, in what it described as an “issue of fi rst 
impression,” the court granted Yahoo’s request that the 
court “condition any further production on [the plain-
tiff] incorporating by reference into any derivative action 
complaint that it fi les the full scope of the documents that 
Yahoo has produced or will produce in response to the De-
mand.” The court reasoned that this incorporation condi-
tion “protects the legitimate interests of both Yahoo and the 
judiciary by ensuring that any complaint that [the plaintiff] 
fi les will not be based on cherry-picked documents.” The 
court explained that the condition does not change the 
pleading standard that governs a motion to dismiss, under 
which a plaintiff is entitled to all reasonable inferences and 
must be credited with all well-pleaded factual allegations. 
Thus, the court concluded, “[t]he only effect of the Incorpo-
ration Condition will be to ensure that the plaintiff cannot 
seize on a document, take it out of context, and insist on an 
unreasonable inference that the court could not draw if it 
considered related documents.” The parties have fi led no-
tices of appeal and cross-appeal to the Delaware Supreme 
Court, which has stayed the case below pending resolution 
of the appeals.

Derivative Litigation

Delaware Court of Chancery Finds Demand Is Not 
Excused With Respect to Challenges to Secondary 
Offering

Sandys v. PInCus, et al., C.A. No. 9512-CB (Del. Ch. Feb. 29, 
2016)

Chancellor Andre G. Bouchard dismissed a deriva-
tive claim brought by a stockholder of Zynga, Inc., fi nding 
the plaintiff did not adequately allege that demand on the 
board of directors would have been futile. The plaintiff 
brought a derivative action to recover damages allegedly 
suffered by Zynga, claiming the board approved certain 
transactions, namely exceptions to lock-up agreements and 
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tion toward approving disclosure settlements needs to 
be reexamined” but stopped short of saying that future 
disclosure-based settlements will be automatically rejected. 
Instead, Chancellor Bouchard explained that disclosure-
based settlements will be met with “continued disfavor…
unless the supplemental disclosures address a plainly 
material misrepresentation or omission, and the subject 
matter of the proposed release is narrowly circumscribed 
to encompass nothing more than disclosure claims and 
fi duciary duty claims concerning the sale process, if the 
record shows that such claims have been investigated suf-
fi ciently.” Chancellor Bouchard elaborated that in “using 
the term ‘plainly material,’” he meant “that it should not 
be a close call that the supplemental information is mate-
rial as that term is defi ned under Delaware law.” The court 
also left open the possibility that if the information was 
not plainly material, it may be appropriate to appoint an 
amicus curiae to “assist the Court in its evaluation of the 
alleged benefi ts of the supplemental disclosures, given the 
challenges posed by the non-adversarial nature of the typi-
cal disclosure settlement hearing.”

Insider Trading Claims

SDNY Denies Motion for Summary Judgment on Insider 
Trading Claims

SEC v. Payton, 14 Civ. 4644 (S.D.N.Y. Dec. 28, 2015)

Judge Jed S. Rakoff denied a defense motion for sum-
mary judgment fi led on claims by the Securities and Ex-
change Commission (SEC) that certain individuals violated 
Section 10(b) of the Securities Exchange Act and Rule 10b-5 
promulgated thereunder by trading on inside informa-
tion they had obtained downstream from a lawyer who 
worked on an acquisition. Specifi cally, the court noted that 
under Rule 10b5-2, there is a duty of trust and confi dence 
where “the person communicating…material nonpublic 
information and the person to whom it is communicated 
have a history, pattern, or practice of sharing confi dences.” 
The court recounted the history of sharing confi dences 
between the lawyer who worked on the transaction and 
the lawyer’s friend with whom the lawyer shared the al-
legedly inside information, and between and among the 
lawyer’s friend and certain other friends and colleagues 
several degrees removed from the original source of the 
allegedly inside information, including the defendants. The 
court noted that, for the defendants to be liable, the SEC 
would have to demonstrate that (1) the lawyer’s friend 
owed a duty of trust to the lawyer, (2) the lawyer’s friend 
breached that duty by disclosing it to others receiving a 
personal benefi t thereby, and (3) the defendants under-
stood the information was confi dential and the lawyer’s 
friend obtained a personal benefi t by breaching a confi -
dence. Regarding the fi rst element, the court concluded 
that it was a genuinely disputed material fact whether a 
duty of trust existed between the lawyer and his friend 
because there was competing evidence on either side of 
the issue. Regarding the second element, the court likewise 

disclosures and failed to disclose material information. The 
court found that two of the directors were disinterested 
and independent because they joined the board after the al-
leged Caremark violations occurred, and that the three other 
independent directors did not face a substantial likelihood 
of liability for the Caremark violations because the plaintiff 
did not plead particularized facts linking the alleged “red 
fl ags” to the outside directors’ knowledge or actions.

Delaware Court of Chancery Declines to Dismiss Claim 
Alleging Controlling Stockholder “Extract[ed] a Non-
Ratable Benefi t” Through Consulting Agreement

In re EZCORP Inc. Consulting Agreement Derivative Litig., 
C.A. No. 9962-VCL, slip op. (Del. Ch. Jan. 25, 2016)

Vice Chancellor J. Travis Laster issued a memorandum 
opinion granting in part and denying in part the defen-
dants’ motions to dismiss derivative claims for breach 
of fi duciary duty challenging certain consulting agree-
ments entered into between EZCORP and an advisory 
fi rm, Madison Park, which was affi liated with EZCORP’s 
controlling stockholder. After determining that a demand 
on the EZCORP board of directors would have been futile 
because it was not suffi ciently independent and disinter-
ested, the court found that the complaint stated a claim for 
breach of fi duciary duty related to the challenged transac-
tions that would be governed by the entire fairness stan-
dard of review. The court explained that Delaware courts 
have historically applied the entire fairness framework 
broadly, not just in the squeeze-out merger context but to 
any transaction in which a controller allegedly “extracts 
a non-ratable benefi t,” including “compensation arrange-
ments, consulting agreements, services agreements, and 
similar transactions between a controller or its affi liate and 
the controlled entity.”

Mergers and Acquisitions

Delaware Court of Chancery Declines to Approve 
Disclosure-Based Settlement

In re Trulia, Inc. Stockholder Litig., C.A. No. 10020-CB (Del. 
Ch. Jan. 22, 2016)

Chancellor Andre G. Bouchard declined to approve a 
disclosure-based settlement of deal litigation arising from 
Zillow’s $3.5 billion acquisition of Trulia. Shortly after the 
proposed merger was announced, stockholder plaintiffs 
fi led suit, engaged in expedited discovery and ultimately 
settled the claims in exchange for additional disclosures in 
a supplemental proxy statement. The court found that the 
additional disclosures were not “material” or even “help-
ful” to stockholders. In addition, the court explained that 
the settlement’s release, which had been narrowed fol-
lowing the settlement hearing, was overbroad because it 
released all claims relating “in any conceivable way” to the 
merger.

In refusing to approve the settlement, Chancellor 
Bouchard stated that “the Court’s historical predisposi-
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additional information “merely because it tended to cut 
against their projections.” Omnicare requires only that the 
opinion “fairly align[]” with the information in the issuer’s 
possession at the time.

Jury Trial

Eleventh Circuit Affi rms Jury Instruction in Civil 
Securities Fraud Trial, Holds That Rule 10b-5(b) Does 
Not Impose Duty to Disclose All Material Information

FrIed v. StIefel Labs., Inc., No. 14-14790 (11th Cir. Mar. 1, 
2016) 

The Eleventh Circuit affi rmed a jury instruction given 
in a rare civil securities fraud trial, holding that Rule 10b-
5(b) promulgated under Section 10(b) of the Securities 
Exchange Act “does not prohibit a mere failure to disclose 
material information.”

The plaintiff, a former executive at the defendant com-
pany, brought suit against the defendant and its president 
after the defendant announced that it had been acquired 
at a sizable per-share premium by a large pharmaceutical 
manufacturer. The plaintiff claimed that the defendants 
committed securities fraud because, among other things, 
the president failed to notify the plaintiff of the pending 
sale during a conversation in which the offi cer advised 
the plaintiff to cash out his stock options in the defendant. 
Before trial, the district court refused to issue the plaintiff’s 
proposed jury instruction that the defendants had a “duty 
to disclose all material information” to the plaintiff. The 
jury returned a verdict in favor the defendants.

In affi rming the district court, the Eleventh Circuit held 
that the plaintiff’s proposed jury instruction misstated the 
law. Rule 10b-5(b) imposes a duty only “to update prior 
statements if the statements were true when made, but 
misleading or deceptive if left unrevised.” It does not re-
quire individuals to disclose material facts if the individual 
never made affi rmative statements that would be mislead-
ing if left uncorrected. The plaintiff’s jury instruction thus 
misstated the law, because the defendant’s only duty was 
to disclose information necessary to prevent prior state-
ments from being misleading, not to disclose all material 
information to the plaintiff. Accordingly, the court held 
that the district court correctly refused to issue the plain-
tiff’s proposed jury instruction and affi rmed the judgment 
in favor of the defendants.

Securities Fraud Pleading Standards

Northern District of California Dismisses Securities 
Fraud Class Action Against Apple Supplier for Failure to 
Plead False or Misleading Statements

In re Invensense, Inc. Sec. Litig., No. 15-cv-00084-JD (N.D. 
Cal. Mar. 28, 2016)

District Judge James Donato dismissed a securities 
fraud class action brought against a technology company 

noted that, based on competing evidence, “a reasonable 
jury could fi nd that” the lawyer’s friend provided the tip 
for a personal benefi t under the “quid pro quo” standard 
set forth by United States v. Newman, 773 F. 3d 438 (2d Cir. 
2014) because the lawyer’s friend and the tippee to whom 
he disclosed the allegedly inside information had a history 
of mutual favors. Regarding the third element, the court 
concluded that the remote tippees, i.e., the defendants, had 
reason to know that the allegedly inside information was 
obtained by breaching a confi dence because, among other 
reasons, they were sophisticated and had been in the secu-
rities industry for several years.

Interpreting Omnicare

Second Circuit Affi rms Pre-Omnicare Dismissal of 
Securities Act Claims Based on a Pharmaceutical 
Company’s Opinions

Tongue v. Sanofi , Nos. 15-588-cv, 15-623-cv (2d Cir. Mar. 4, 
2016)

The Second Circuit affi rmed the dismissal of claims 
that Sanofi  violated Sections 11 and 12(a)(2) of the Securi-
ties Act by concealing information about the company’s 
clinical trials of a multiple sclerosis drug. The plaintiffs 
alleged that the Food and Drug Administration (FDA) 
repeatedly expressed concerns about the company’s use of 
a single-blind study rather than a double-blind study, but 
that the company concealed those concerns from investors, 
and the FDA subsequently denied the drug application. 
The district court had dismissed the claims because the 
alleged misstatements were statements of opinion and the 
plaintiffs failed to suffi ciently allege that the defendants 
did not genuinely believe the statements when made. The 
Second Circuit affi rmed the district court’s determination 
that the plaintiffs had failed to plead misstatement claims, 
but—in light of the Supreme Court’s opinion in Omnicare, 
Inc. v. Laborers District Council Construction Industry Pension 
Fund, 135 S. Ct. 1318 (2015)—also reviewed whether the 
plaintiffs had suffi ciently alleged that the company failed 
to disclose information in connection with the opinions.

Under Omnicare, the plaintiffs failed to state a claim: 
The court determined that the company had not improp-
erly concealed information about the FDA’s interim feed-
back because the company had a legitimate basis to expect 
approval based on the positive results of the trials, and 
sophisticated investors should be aware that a drug ap-
plication will necessarily entail some dialogue between the 
company and the FDA. In addition, the offering documents 
included “numerous caveats,” including one that ad-
dressed the reliability of the company’s projections of the 
drug’s success. Further, the FDA had publicly disclosed its 
general preference for double-blind clinic tests. The court 
reiterated that investors were “not entitled to so much 
information as might have been desired to make their own 
determination about the likelihood of FDA approval by a 
particular date,” and the company need not have disclosed 
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alleged, among other things, that the documentary must 
have caused attendance to decline because attendance did 
decline during the class period, SeaWorld’s competitors’ at-
tendance rose during the class period, “Black-fi sh” caused 
SeaWorld tremendous negative publicity and the Califor-
nia legislature considered a bill banning SeaWorld’s orca 
breeding program.

In dismissing the Exchange Act claims as well as the 
claims brought under Sections 11 and 15 of the Securities 
Act, the court concluded principally that the plaintiffs had 
failed to plead with particularly that SeaWorld’s denials 
were false or misleading because the plaintiffs failed to 
plead the existence of reports or data analyzing SeaWorld’s 
attendance fi gures and attributing the decline in atten-
dance to the negative publicity and pending legislative ac-
tion following the release of “Blackfi sh.” The court further 
concluded that the plaintiffs’ other evidence of falsity—in-
cluding the comparisons to SeaWorld’s competitors—was 
fatally fl awed, because factors other than “Blackfi sh,” 
including increased competition and poor weather, may 
have been responsible for SeaWorld’s attendance decline.

Finally, the court dismissed the Securities Act Section 
12(a)(2) claims against all defendants, though for different 
reasons. The court dismissed the 12(a)(2) claims against 
SeaWorld and its directors because the plaintiffs did not 
adequately allege that these defendants sold or solicited 
purchases of SeaWorld shares.

And it dismissed the 12(a)(2) claims against the un-
derwriter defendants because the plaintiffs failed to allege 
that they purchased shares from any of the underwriters 
specifi cally.

Northern District of Illinois Dismisses Former 
Employees’ Securities Fraud Claims for Failure to Meet 
Heightened Pleading Standard

Cornielsen v. Infi nium Capital Holdings, LLC, No. 14-cv-00098 
(N.D. Ill. Mar. 3, 2016)

Judge Andrea R. Wood dismissed without prejudice 
securities fraud claims brought under Section 10(b) of the 
Securities Exchange Act against a diversifi ed alternative 
asset and risk management fi rm as well as certain offi cers 
and board members. The plaintiffs, former employees 
of the fi rm, claimed that the defendants made material 
misrepresentations and omissions regarding an employee 
program through which the plaintiffs’ loans to the fi rm 
were converted into equity.

In dismissing the claims, the court concluded that the 
plaintiffs failed to adequately plead actionable misstate-
ments under the heightened pleading standard of Rule 9(b) 
of the Federal Rules of Civil Procedure. The court reasoned 
that several of the plaintiffs’ allegations failed because 
the plaintiffs did not identify the specifi c defendants who 
made the alleged misrepresentations or omissions, or the 
allegations were made “upon information and belief” with 

that supplies iPhone parts to Apple, fi nding that the plain-
tiff failed to plead with particularity that the defendant 
made false or misleading statements.

The plaintiff, representing a putative shareholder class, 
brought suit under Sections 10(b) and 20(a) of the Securi-
ties Exchange Act and Rule 10b-5 promulgated thereunder, 
alleging that the defendant and its offi cers waited too long 
to write down the value of certain obsolete inventory and 
made infl ated estimates about the company’s gross mar-
gins. Specifi cally, the plaintiff alleged that the defendant 
had overstated the value of its inventory and presented un-
realistic gross margin projections in various earnings calls.

In dismissing the complaint, the court concluded that 
while the plaintiff had presented substantial and detailed 
evidence that the defendant’s statements relating to the 
value of its inventory were false and misleading, the plain-
tiff had nonetheless failed to meet the heightened pleading 
requirements of the Private Securities Litigation Reform 
Act (PSLRA) and Federal Rule of Civil Procedure 9(b) 
because it did not allege the source of its knowledge. The 
court further concluded that the defendant’s gross margin 
projections were forward-looking statements protected by 
the PSLRA’s safe harbor provision and were thus inaction-
able as a matter of law. Accordingly, the court dismissed 
the plaintiff’s inventory-related claims with leave to amend 
but dismissed the gross margin-related claims with preju-
dice.

Finally, because the Section 20(a) claims against the de-
fendant’s offi cers were predicated on the plaintiff’s Section 
10(b) claims, those claims were likewise dismissed.

Misrepresentations

Southern District of California Dismisses Securities 
Fraud Class Action Against SeaWorld Arising From 
Alleged Mistreatment of Captive Killer Whales

Baker v. SeaWorld Entm’t, Inc., et al., No. 14cv 2129-MMA 
(KSC) (S.D. Cal. Mar. 31, 2016)

District Judge Michael M. Anello dismissed a putative 
securities fraud class action brought against SeaWorld, 
its offi cers and its underwriters, fi nding that the plaintiffs 
had failed to plead with particularity that SeaWorld made 
false or misleading statements, as required by the Private 
Securities Litigation Reform Act and Federal Rule of Civil 
Procedure 9(b).

The plaintiffs, seeking to represent a class of SeaWorld 
shareholders that purchased shares in various public of-
ferings, brought claims under Sections 11, 12 and 15 of the 
Securities Act and under Sections 10(b) and 20(a) of the 
Securities Exchange Act. They alleged that SeaWorld and 
its offi cers committed securities fraud by publicly deny-
ing that the documentary “Blackfi sh”—which severely 
criticized SeaWorld’s orca breeding program—had an 
adverse impact on the theme park’s attendance. Plaintiffs 



44 NYSBA  NY Business Law Journal  |  Summer 2016  |  Vol. 20  |  No. 1        

Omissions

Second Circuit Affi rms Dismissal of Claims Against 
Online Video Advertisement Company

Medina v. Tremor Video, Inc., No. 15-2178-cv (2d Cir. Feb. 8, 
2016) (Summary Order)

The Second Circuit affi rmed the dismissal of claims 
brought by a putative class of investors alleging that an 
online video advertisement company violated Section 11 
of the Securities Act by purportedly failing to disclose in 
a registration statement for the company’s initial public 
offering certain material trends or uncertainties regarding 
delays in upfront ad buys, demographic pricing and ad 
buying. The plaintiffs alleged that the trends and uncer-
tainties became apparent when the company released its 
quarterly fi nancial results several months later. The court 
also affi rmed the denial of the plaintiffs’ request for leave 
to amend their complaint as futile. Reviewing those rulings 
de novo, the Second Circuit held that the complaint failed 
to allege suffi cient facts to give rise to a plausible inference 
that defendants omitted material trends or uncertainties, 
and it noted that the registration statement included ad-
equate cautionary language. The Second Circuit also held 
that the proposed amended complaint was fl awed because 
it failed “to plausibly allege that defendants knew of the 
alleged uncertainties and trends at the time of the Registra-
tion Statement.” The court rejected the plaintiffs’ argument 
that because publicly available information placed defen-
dants in a “position to know” that their statements were 
false or misleading, that actual knowledge could therefore 
be imputed to defendants. The court concluded that al-
though “[w]ith the benefi t of hindsight,” those trends were 
apparent by the time the company released its fi nancial 
results, the plaintiffs could not use “hindsight alone” to 
impute to the defendants knowledge that certain events 
that constituted the trends “were omens of future material 
problems.”

SDNY Dismisses Putative Securities Fraud Class Action 
for Failure to State Claim

In re China Mobile Games & Entm’t Grp. Ltd. Sec. Litig., No. 
14-CV-4471 (KMW) (S.D.N.Y. Mar. 7, 2016)

Judge Kimba M. Wood granted the dismissal of claims 
that a Chinese developer and publisher of mobile games 
violated Sections 10(b) of the Securities Exchange Act by 
allegedly making false or misleading statements concern-
ing the company’s involvement in a bribery scheme and 
by failing to disclose certain related-party transactions. 
The plaintiffs alleged that the company assured investors 
in its offering documents that it had disclosed all mate-
rial weaknesses of the company’s operations but in fact 
failed to disclose that the company was paying bribes to 
maintain good relationships with its distributors and that 
the company’s president’s former company was one of the 
distributors receiving the alleged bribes. The court deter-
mined that the plaintiffs failed to suffi ciently allege that 
the company’s statements made in SEC fi lings were false 

no supporting facts, as required by Rule 9(b). With respect 
to the omissions, the court reasoned that the plaintiffs 
failed to allege facts establishing that any defendant had a 
duty to speak. The court explained that there is generally 
no affi rmative duty for a company to disclose all infor-
mation that could potentially affect share prices, unless 
such silence renders an affi rmative statement misleading. 
Finally, the court concluded that the plaintiffs failed to state 
with particularity how the alleged omissions rendered any 
affi rmative statement misleading.

Colorado District Court Denies Motion to Dismiss 
Securities Fraud Claims Against Mining Corporation

In re Molycorp, Inc. Sec. Litig., No. 12-CV-00292-RM-KMT 
(D. Colo. Jan. 20, 2016)

Judge Raymond P. Moore declined to dismiss, in 
large part, claims that a mining company violated Sec-
tion 10(b) of the Securities Exchange Act and Sections 11 
and 12(a) of the Securities Act by allegedly stating that 
a particular mine contained deposits of heavy rare earth 
elements (HREEs) (the company’s “principal” products), 
while daily analysis of the mine demonstrated that there 
were no HREEs present. The court found that three types 
of allegations raised a plausible inference that the defen-
dants acted with scienter: (1) information from a former 
analytical chemist (a confi dential witness) about daily ore 
analysis that was entered into a computerized system, to 
which senior management had access, (2) the discrepancy 
between certain defendants’ sales of the company’s stock 
during and after the class period, and (3) the position of 
certain senior executives within the company, which gave 
them access to and knowledge of the information concern-
ing the daily ore analysis and absence of HREEs. The court 
also found that the plaintiffs had suffi ciently pleaded loss 
causation because they alleged that the stock suffered an 
abnormal decline in value following a senior executive’s 
disclosure at a conference that the company had not found 
any HREEs in the mine. However, the court held that the 
complaint failed to state a claim against the individual de-
fendants for insider trading because it did not suffi ciently 
allege that those defendants had knowledge concerning 
the absence of HREEs at the mine. The court also deter-
mined that the complaint stated a claim under Section 11 
of the Securities Act for material misrepresentations in 
the company’s registration statement. The court further 
held that the complaint stated a claim under Section 12 
of the Securities Act against the underwriter defendants. 
Although the court noted the “express privity require-
ment” under Section 12 and observed that plaintiffs might 
not ultimately prevail on their claim, it nevertheless found 
that the plaintiffs had suffi ciently pleaded that they had 
“purchased ... shares [of] Molycorp common and preferred 
stock in the February and June 2011 Offerings pursuant to 
the February and June 2011 [p]rospectuses” and that the 
“Underwriter Defendants were sellers, offerors, and/or so-
licitors of sales of the common and preferred stock” offered 
in connection with the registration statements at issue.
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investors. The court further stated that the plaintiff failed 
to show particular statements were misleading because the 
allegedly omitted information was not logically related to 
the subject of the statements.

SDNY Dismisses Putative Securities Fraud Class Action 
for Failure to State Claim

In re Sano! Sec. 4ItIG., No. 14-cv-9624 (PKC) (S.D.N.Y. Jan. 
6, 2016)

Judge P. Kevin Castel granted a motion to dismiss a 
putative class action that alleged claims under Sections 
10(b) and 20(a) of the Securities Exchange Act. The plain-
tiffs’ claims arose from an alleged illegal marketing scheme 
whereby defendant Sanofi  purportedly funneled mil-
lions of dollars to third-party consultants who “served as 
middlemen in a scheme to induce pharmaceutical retailers 
and hospitals to favor Sanofi ’s diabetes drugs over com-
peting drugs.” In reliance on a whistleblower’s report, 
the complaint alleged that Sanofi  undertook an internal 
investigation into nine potentially fraudulent contracts, 
which confi rmed violations of internal policies and federal 
laws, but that the defendants nonetheless misrepresented 
Sanofi ’s legal compliance and corporate integrity. The 
complaint further alleged that the failure to disclose the 
alleged scheme boosted sales of Sanofi ’s diabetes products, 
but that once the company abandoned the scheme, sales of 
the products dropped off considerably.

The court fi rst found that the plaintiffs had failed to 
allege the presence of an illegal scheme—or that Sanofi  
had conducted an internal investigation that confi rmed the 
existence of the scheme—with the requisite particularity. 
Although the plaintiffs had pleaded that the whistleblower 
had learned that her co-workers had processed “improper 
inducement payments,” they had pleaded no facts con-
cerning the specifi c circumstances surrounding how the 
whistleblower had gained this knowledge. The plaintiffs 
also failed to identify the contracts in question or plead 
facts demonstrating that consultants had actually engaged 
in unlawful referral services on behalf of Sanofi , or that 
drug retailers and hospitals in fact received kickbacks. 
The court next determined that the complaint had not 
alleged that the defendants had made any material mis-
statements or omissions: Statements made on conference 
calls and in SEC fi lings about “efforts toward transpar-
ency, accountability, and disclosure” were mere “corporate 
puffery,” too general to induce reliance. Furthermore, the 
CEO’s Sarbanes-Oxley certifi cation that the reports did not 
contain any untrue or misleading statements or omissions 
was not actionable because the plaintiffs did not allege that 
the CEO did not believe what he said. And although the 
plaintiffs complained of allegedly misleading statements 
made in SEC fi lings, press releases and conference calls 
concerning growth in diabetes products, “the allegation 
that a corporation properly reported income that is alleged 
to have been, in part, improperly obtained is insuffi cient 
to impose Section 10(b) liability.” The court also held that 

at the time they were made because they were made more 
than three months before news articles and analysts reports 
speculated that the company had terminated employees 
for engaging in alleged bribery. Further, the court discred-
ited the plaintiffs’ confi dential witness because the witness 
worked for the company’s subsidiary, not the company 
itself.

In addition, although the court held that the company 
was under a duty to disclose related-party transactions, it 
determined that the plaintiffs failed to suffi ciently allege 
facts showing that the company’s president controlled his 
former company after he had sold his entire interest in 
it. The court also determined that the plaintiffs failed to 
adequately plead scienter. The plaintiffs’ conclusory allega-
tions that the company had a desire to conceal the alleged 
bribery and related-party transactions failed because the 
plaintiffs did not offer any factual support that the com-
pany benefi ted in some concrete or personal way from the 
alleged schemes or that the company concealed the alleged 
schemes in an effort to shore up its offering. Further, with 
respect to the alleged related-party transactions, the court 
determined that the company’s president had divested all 
interest in his former company before joining the company, 
and no facts supported the allegation that the president’s 
divestment was a sham. The court also reasoned that the 
plaintiffs failed to show that the company concealed the al-
leged bribery because the company did an independent in-
vestigation into the market’s speculation of bribery and no 
misconduct was identifi ed. Finally, the court found that the 
plaintiffs’ reliance on the core operations doctrine failed be-
cause the mere fact that the company’s publishing depart-
ment was at the core of the company’s business, without 
more, was insuffi cient to fi nd an inference of scienter.

Eastern District of Michigan Dismisses Securities Fraud 
Claims Against Bank Holding Company and Its Offi cers

Lubbers v. Flagstar Bancorp. Inc., No. 14-cv-13459 (E.D. Mich. 
Feb. 10, 2016)

Judge Bernard A. Friedman dismissed a federal se-
curities class action against a holding company and two 
corporate offi cers. The court held that the plaintiff failed 
to plead any actionable misstatements or omissions under 
Section 10(b) of the Securities Exchange Act and therefore 
also failed to state a Section 20(a) control person liability 
claim against the two corporate offi cers.

The plaintiff alleged that the defendants misrepresent-
ed or failed to disclose certain information in public fi lings, 
including: (1) the existence of regulatory investigations into 
the company’s mortgage servicing practices, (2) the effect 
of cost reductions in the company’s mortgage servicing 
business, and (3) the ongoing risk of liability notwithstand-
ing its sale of certain of its mortgage servicing rights.

The court held that the company’s disclosures were 
adequate, noting that the company was not required to dis-
close every fact that may have been of interest to potential 
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the alleged time period, which disclosed the company’s fi -
nancial hardships and the lost customer, and its announce-
ment that it had appointed a chief restructuring offi cer. 
Emphasizing that corrective disclosures must actually pres-
ent new information to the market, the court concluded 
that announcing the appointment of a restructuring offi cer 
did not correct a misrepresentation but merely elaborated 
on the company’s previously disclosed plan to restructure.

Fifth Circuit Sets Forth ‘Special Circumstances’ Under 
Which Offi cers’ Positions May Give Rise to Inference of 
Scienter

Local 731 I.B. of T. Excavators & Pavers Pension Trust Fund v. 
Diodes, Inc., No. 14-41141 (5th Cir. Jan. 13, 2016)

The Fifth Circuit affi rmed the dismissal of a securities 
class action against a semiconductor manufacturer and two 
of its offi cers, holding that the complaint failed to plead 
facts giving rise to a strong inference of scienter.

Plaintiffs alleged that the semiconductor manufacturer 
and its CEO and chief fi nancial offi cer violated Section 
10(b) of the Securities Exchange Act by failing to disclose 
that the company’s labor policies exacerbated a labor 
shortage at the company’s Shanghai facility. The plaintiffs 
alleged that the offi cer defendants must have known about 
the policies due to their executive positions. In response to 
defendants’ motion to dismiss, the plaintiffs argued that 
although an offi cer’s position alone does not suffi ce to cre-
ate a strong inference of scienter, “special circumstances” 
taken together with an offi cer’s position may support the 
requisite inference of scienter.

The Court of Appeals observed that the “’special 
circumstances’ cases exhibit some combination of four 
considerations that might tip the scales in favor of an infer-
ence of scienter”: (1) whether a company is small, such that 
the executives would be familiar with the intricacies of 
day-to-day operations, (2) whether the transaction at issue 
is critical to the company’s vitality, (3) whether the alleged 
misrepresentation or omission would have been readily 
apparent to the speaker, and (4) whether the defendant’s 
statements were internally inconsistent. The court held, 
however, that none of these factors was present in this 
case. First, the company had more than 4,000 employees at 
locations around the world, and it was not clear that senior 
executives in Dallas would be aware of labor policies in 
Shanghai. Second, the plaintiffs did not allege that the 
labor shortage jeopardized the company’s existence. Third, 
the plaintiffs did not plead facts showing that the impact of 
Shanghai’s labor policies would have been readily appar-
ent to the offi cer defendants. Finally, the court held that 
the offi cers’ statements were not inconsistent—the offi cers 
repeatedly informed investors of the labor shortage and ac-
curately predicted the impact the shortage would have on 
the company’s fi nancial performance.

the plaintiffs had failed to plead scienter. Knowledge of the 
alleged scheme could not be imputed to the CEO by virtue 
of his managerial position and the operation of corporate 
policies that would have, in the abstract, given him access 
to allegations concerning such a scheme. Finally, the court 
held that the plaintiffs had failed to allege loss causation 
because they had not pleaded any facts showing that 
Sanofi ’s alleged scheme in fact materially infl ated sales of 
diabetes products. Because the complaint failed to state a 
primary violation of Section 10(b), it also did not state a 
claim under Section 20(a).

Scienter

Eighth Circuit Reverses Dismissal of Investors’ Securities 
Fraud Claims Against Professional Services Company

Rand & Heart of New York, Inc. v. Dolan, No. 15-1838 (8th Cir. 
Feb. 10, 2016)

The Eighth Circuit affi rmed in part and reversed in 
part a district court ruling dismissing a class action brought 
against the offi cers of a professional services company for 
alleged violations of Sections 10(b) and 20(a) of the Securi-
ties Exchange Act. The plaintiff investors alleged that, in 
a press release and during a conference call with analysts 
regarding second-quarter results, the company omitted 
material facts about the fi nancial stability of its subsidiary, 
predicting double-digit growth while failing to disclose 
the subsidiary’s loss of its largest customer. The plaintiffs 
sought to recover for losses they sustained between the 
date of the allegedly misleading statements and the date 
the company announced its appointment of a chief restruc-
turing offi cer. The district court granted the defendants’ 
motion to dismiss, reasoning that the plaintiffs failed to 
adequately allege scienter and establish loss causation for 
the second half of the period at issue.

The Eighth Circuit reversed the district court’s ruling 
that the plaintiffs failed to adequately plead scienter, hold-
ing that the investors suffi ciently alleged that the com-
pany’s failure to disclose its subsidiary’s loss of its largest 
customer was reckless. Pointing to the plaintiffs’ allegation 
that the customer had formerly provided more than 50 per-
cent of the subsidiary’s business, the court concluded that 
the fi nancial instability caused by this loss was so obvious 
that the defendants must have been aware of it. The court 
rejected the defendants’ argument that the company’s 
statements were protected by the Securities and Exchange 
Act’s safe harbor provision, holding that the “boilerplate” 
cautionary language accompanying the statements was 
not “meaningfully cautionary” because it did not include 
“company-specifi c warnings based on a realistic descrip-
tion of the risks applicable to the particular circumstances.”

The court affi rmed the district court’s ruling that the 
plaintiffs failed to adequately plead loss causation for the 
period between the company’s second press release during 
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Northern District of California Refuses to Dismiss 
Securities Fraud Claims, Finds That Magnitude of 
Accounting Violations Created Strong Inference of 
Scienter

Thomas v. Magnachip Semiconductor Corp., No. 14-cv-01160-
JST (N.D. Cal. Mar. 4, 2016)

District Judge Jon S. Tigar refused to dismiss securities 
fraud claims against a South Korean technology manu-
facturer, fi nding among other things that the plaintiffs 
pleaded suffi cient facts to create a strong inference that 
the defendant made false or misleading statements with 
scienter.

The plaintiffs, a group of investors, brought suit prin-
cipally under Section 10(b) of the Securities Exchange Act 
and Rule 10b-5 promulgated thereunder, alleging that the 
defendant consistently infl ated its fi nancial results over a 
two-year period from 2011 to 2013 through widespread ac-
counting irregularities. For example, in 2014, the defendant 
restated its earlier fi nancial results, to report that it suffered 
a roughly $11 million loss in net income in 2011 rather than 
gained nearly $22 million, as it had previously reported. 
The plaintiffs alleged that the magnitude of the defendant’s 
accounting violations, which the defendant admitted 
were “illegal,” combined with the resignations of two top 
employees, were suffi cient to show a strong inference that 
the company’s accounting violations were committed with 
scienter.

In denying the defendant’s motion to dismiss, the 
court found that because the accounting violations “dra-
matically affected” the defendant’s fi nancial results in 
ways that strongly suggested “a typical corporate execu-
tive should have noticed them,” the plaintiffs had pleaded 
facts suffi cient to create a strong inference of scienter. 
The court further reasoned that the defendant company’s 
admission that its management was responsible for the 
accounting errors, combined with the magnitude of the 
errors, was enough to suggest that the individual offi cer 
defendants were at least reckless in reporting the com-
pany’s fi nancial results. Moreover, the court found that the 
resignation of two of the defendant’s top employees soon 
after the purported wrongdoing came to light contributed 
to an inference of scienter.

While the court allowed the plaintiffs’ Section 10(b) 
claims to proceed, it found that the plaintiffs’ additional 
claims under the Securities Act were time-barred because 
the plaintiffs failed to fi le those claims within one year after 
a reasonably diligent plaintiff would have discovered facts 
constituting the violations.

This communication is provided by Skadden, Arps, 
Slate, Meagher & Flom LLP and its affi liates for edu-
cational and informational purposes only and is not 
intended and should not be construed as legal advice. 
This communication is considered advertising under ap-
plicable state laws.

Northern District of California Dismisses Securities 
Fraud Class Action Against Electronic Payment 
Company

In re Verifone  Sec. Litig., No. 5:13-cv-01038-EJD (N.D. Cal. 
Mar. 29, 2016)

District Judge Edward J. Davila dismissed securities 
fraud claims brought against a leading provider of secure 
electronic payment services, fi nding that the plaintiffs 
failed to adequately allege either the misrepresentation or 
scienter elements of their claims.

The plaintiffs, representing a putative shareholder 
class, brought suit under Sections 10(b) and 20(a) of the 
Securities Exchange Act and Rule 10b-5 promulgated there-
under, alleging that the defendants hid and misrepresented 
the failure of the company’s transition from a product-
oriented to service-oriented business model. Specifi -
cally, the plaintiffs alleged that the defendants misled the 
market by claiming to have achieved “record revenues and 
record profi t” during the transition period, even though 
the defendants knew that the company’s business model 
transition was a failure. The plaintiffs also claimed that the 
defendants failed to disclose transition-related decreases in 
the defendant’s research and development budget, among 
other things.

In evaluating the plaintiffs’ claims, the court found that 
the plaintiffs adequately pleaded that the “record revenues 
and record profi ts” statement could constitute a material 
misrepresentation because such statements were capable 
of objective verifi cation. The court nevertheless dismissed 
the plaintiffs’ claims based on those statements, concluding 
that the plaintiffs had failed to establish a strong inference 
that the defendants made that statement with scienter. 
First, the timing of the statement—10 weeks before the 
defendant announced its actual fi nancial results—did not 
give rise to the inference that the defendants must have 
known that the company would not achieve record rev-
enues and profi ts when the statement was made. Second, 
the termination of key company employees more than two 
months after the statement was made did not support an 
inference of scienter in context, because the terminations 
were not obviously related to revelations of fraud. Finally, 
the plaintiffs’ allegations regarding certain internal state-
ments made by the defendant offi cers were insuffi cient 
to establish scienter because the plaintiffs failed to plead 
the time, place and context in which the statements were 
made.

The court then dismissed the claims predicated on the 
defendant’s research and development budget, reasoning 
that the defendants had not made any affi rmative state-
ments that required the defendants to disclose its disin-
vestment in research and development in order to avoid 
misleading the market.

After dismissing the plaintiffs’ Section 10(b) claims for 
failure to adequately plead falsity and scienter, the court 
dismissed the plaintiffs’ Section 20(a) claims, which were 
predicated on the underlying 10(b) claims.
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Both postures may have some merit. The SEC’s rules 
largely conform to securities regulation’s traditional prin-
ciples that “sunlight is…the best of disinfectants; electric 
light, the most effi cient policeman”13 and that procedural 
reforms will resolve systemic ills.14 The result, at an 
intra-fi rm level though, means the rules may go too far, 
as suggested by Representative Scott Garrett, since they 
impose (1) communication barriers between the fi rm’s 
salespeople and modelers, and (2) more rigorous docu-
mentation procedures.15

However, the broader concern, and the view of 
this article, is that the SEC’s efforts likely did not go far 
enough in creating the proper incentives at an inter-fi rm 
level to improve ratings quality. Recent legislation made 
some progress by opening up NRSROs to potential liabil-
ity.16 However, Congress’s punt to the OCR left open how 
regulators would resolve confl icts and risks latent within 
the “issuer pays” system (that are often acknowledged in 
the existing academic literature).17 

Since that punt, OCR’s rulemaking efforts18 have dis-
appointed. For one, the OCR has shown little backbone in 
standing up to the industry it regulates.19 Moreover, OCR 
has neglected two key issues that reform should address: 
(1) the windfall nature of the existing payout diagram 
for NRSROs20⎯even if their role as ex ante evaluator is 
important21⎯and (2) the asymmetric risk that comes from 
inaccurate ratings information.22

Even so, no obvious solution exists for the above 
points that the OCR has ignored. Consensus in this area is 
tough to fi nd beyond agreement that the Great Recession 
was bad and ratings played a role. This article seeks to 
stake out a reasonable middle ground between competing 
schools of thought on how to reform NRSROs, while leav-
ing in place certain assumptions regarding the system’s 
“duopoly plus” structure and the “issuer pays” business 
model. The solution proposes tighter ties between the 
NRSROs and suggests partnership with the government, 
while also trying (1) realignment of an NRSRO’s incen-
tives to make the organization more mindful of a securi-
ty’s default risk over the long term, and (2) addressing the 
industry’s broader anti-competitive tendencies.23 While 
such a system is certain to have defects, the goal is to 
sketch a framework that (1) rewards an NRSRO for acting 
as a substantive check on an issuer, and (2) counters an 
NRSRO’s tendency to materially understate default risk 
in pursuit of its own profi tability and market share.

I. Introduction
Years after the “Great Recession,” the consensus 

view of bankers, economists, lawyers, policymakers, 
and reporters is that Nationally Recognized Securities 
Ratings Organizations (“NRSROs”) played some part in 
the 2008 “fi nancial meltdown.”1 While debate continues 
about how central their role was,2 the triple-A ratings 
that NRSROs gave to collateralized debt obligations 
(“CDOs”)⎯securities that would go into default with far 
greater regularity than their triple-A rating would have 
suggested3⎯illustrated how errors made by NRSROs, 
in evaluating creditworthiness, rippled through other 
institutions with calamitous results.4 Further, the reces-
sion highlighted the importance of the NRSRO’s “quasi-
regulatory” role in the fi nancial system.5 

Perhaps most importantly, the recession revealed just 
how little skin NRSROs have in the fi nancial game once 
their ratings are released. As Professor Claire A. Hill has 
addressed, NRSROs have been slow, historically, to cor-
rect ratings errors once they become apparent.6 Several 
scholars have attributed this to both the windfall nature 
of the NRSRO’s compensation structure, and the confl icts 
of interest present in an NRSRO’s “issuer pays” business 
model.7 As Professor Frank Partnoy has articulated, even 
when times are good, NRSROs have little incentive to get 
their ratings “right.”8

Thus, in the wake of this most recent fi nancial cri-
sis, rather than rely on the long-held belief that rating 
agencies would produce “good” ratings going forward,9 
political actors undertook legislative and administrative 
responses in the hopes of increasing ratings accuracy and 
“credibility,” given the NRSRO’s vital role in the fi nancial 
system.10 The Dodd-Frank Act gave the Securities and Ex-
change Commission (“SEC”) greater authority to impose 
rules on NRSROs that would (1) improve the NRSRO’s 
accuracy in rating default risk, and (2) reduce the features 
of the “duopoly plus” regime that NRSROs exploited to 
maximize profi ts⎯features that placed NRSROs front and 
center in the fi nancial crisis.11 

The SEC used this authority to form the Offi ce of 
Credit Ratings (“OCR”) and, through it, implement 
rulemakings. Feedback on the new rules has been mixed. 
While pushback from inside the NRSRO community was 
expected,12 there remains debate amongst outsiders about 
whether the new rules go too far, or do not go far enough 
in addressing the problems with ratings and the agencies 
that produce them. 

“…[E]xcept For All the Others”: A Compromise Proposal 
for Correcting the Incentives of Credit Rating Agencies in 
the Wake of the Dodd-Frank Act
By Lawrence Crane-Moscowitz
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ing market leaders.36 This frustration is due to the fact 
that NRSROs (1) have often been slow to consume new 
information, which leads to ratings adjustments that are 
untimely and inaccurate,37 and (2) are perceived (in part 
because of the “issuer pays” model’s confl icts) as either 
“incompetent”38 or “corrupt.”39

Moreover, this paucity of options has persisted in 
spite of both economic downturns and pre-crisis reform 
efforts. Ratings agencies fi rst began facing serious Con-
gressional scrutiny in the wake of the 2001 recession.40 
The 2001 recession revealed many failures within private 
gatekeeping institutions, principally at accounting fi rms.41 
NRSROs found themselves in the regulatory crosshairs, 
and were harangued for failing to change the default 
risk of fi rms like Enron until only four days before the 
company’s bankruptcy.42 Because of this reluctance to act, 
Congress passed the Credit Rating Agency Reform Act of 
2006.43 The law had noble aspirations.44 Unfortunately, it 
did next to nothing to modify market participant behav-
ior or improve rating accuracy in the period leading up to 
the “Great Recession.”45

Even after 2008, with regulatory fervor at levels 
unseen since the Great Depression (which, ironically, 
spawned the industry’s emergence),46 the NRSROs have 
largely escaped from underneath the regulatory net of 
Dodd-Frank. While certain statutory changes have made 
NRSROs more like other fi nancial “experts,”47the in-
dustry’s coordinated pushback on the statutory changes 
resulted in rulemaking that once again left NRSROs out 
of the reach of legal liability and monetary damages.48

While the SEC may someday prove itself capable of 
proactively policing these gatekeepers, when that day 
comes, NRSROs will likely be able to push back against 
future reform-oriented legislative and rulemaking activ-
ity. The industry has fully recovered fi nancially from the 
2008 crisis⎯attaining a level of profi tability and promi-
nence it had not seen since 1996.49 

III. Current Environment
Even with rule changes afoot, the NRSRO’s gatekeep-

er status has never been in doubt;50 thus, acknowledging 
today’s market participants is worthwhile. As mentioned 
above,51 the number of NRSROs has always been lower 
than one would have anticipated, given the highly 
profi table nature of the gatekeeping business.52 Today’s 
regime is described as “duopoly plus.”53 The “duopoly” 
of S&P and Moody’s controls about 80% of the credit rat-
ings across products in the United States.54 Fitch Ratings 
leads the “plus” category, which also includes eight other 
NRSROs, all of whom are competing for the residual 
market share.55

There are two primary theories that explain this para-
digm. One theory couches its assessment of NRSROs as 
renters of “reputational capital.”56 Because the reputation-
al capital of long-standing fi rms like S&P and Moody’s 

As an overview, Part II recounts recent history in the 
NRSRO fi eld, including the NRSRO’s behavior as cor-
porate actors responding to ratings reform efforts. Part 
III discusses the existing market environment in which 
regulators will have to act, discussing the “duopoly” 
dynamics of S&P and Moody’s, as well as the dynam-
ics of the “plus”⎯epitomized by Fitch and other smaller 
NRSROs⎯who compete for residual shares of the ratings 
market with lower prices and product specialization.24 
Part IV recaps recent efforts by the legislators and the 
OCR to reform the existing market, and seeks to illus-
trate the gaps that remain with the OCR’s rules (in spite 
of their largely well-intentioned aims). Part V proposes 
a system that the OCR should seek to promulgate via its 
rulemaking authority, building on the existing academic 
literature to close gaps that remain from regulatory efforts 
to date, as well as the legal arguments that could impede 
such regulations. This system would require that an 
NRSRO obtain a license which would impose on the fi rm 
certain constraints about how it could be compensated; 
the system would offset these limitations by providing 
cash bonuses (subsidized by competing NRSROs) if a 
fi rm were to deliver more accurate ratings than its peers. 
Part VI is the conclusion.

II. Recent History
In 1996, Thomas Friedman of the New York Times 

declared that “there [were] two superpowers in the world 
today…the United States and…Moody’s Bond Rating 
Service.”25 By 2000, that opinion looked prescient: on Sep-
tember 30 of that year, Moody’s Corporation engaged in 
an initial public offering, on the back of investor pressure, 
to decouple its highly profi table division from its under-
performing parent company, Dun & Bradstreet.26 The 
decision has since made unquestionable fi nancial sense. 
Since Moody’s IPO, the service has grown into a company 
with a market cap of roughly 20 billion dollars, and with 
net profi t margins regularly at, and often in excess of, 
30%.27

Profi t margins across Moody’s and its peers28 refl ect 
the centrality of ratings agencies in the debt markets. 
Since 1975, the SEC has been leveraging NRSROs, like 
Moody’s, to determine what capital certain registered en-
tities are able to hold on their balance sheets; entities are 
limited to holding certain minimum percentages of “in-
vestment grade” capital.29 An NRSRO’s evaluations of an 
asset’s likelihood of default guide whether it is “invest-
ment grade.”30 Thus, the result is that a limited number of 
fi rms act as proxies for the SEC and serve as gatekeepers 
to the fi nancial markets for fi rms seeking debt fi nancing.31

Several commentators have questioned the reason-
ing behind allowing private participants to function as 
gatekeepers,32 but a considerable number have also criti-
cized the paucity of viable gatekeepers.33 This paucity has 
been endemic to the system historically,34 but has become 
increasingly frustrating to those observing the fi nancial 
markets35⎯ as well as those who seek to disrupt the exist-
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In this light, justifying the rulemakings promulgated 
on the back of Dodd-Frank as representative of regula-
tors’ best efforts seems reasonable, given the frictions 
faced in practice.69 Reform advocates have said as much, 
stating that the current rules mark a considerable im-
provement over earlier iterations.70 Yet many more are 
critical of the rules for two reasons: (1) because the rules 
are primarily concerned with ab initio ratings, and thus do 
not create stronger incentives for continuous review of a 
security’s default risk, and (2) because the SEC is reluc-
tant to address the NRSROs compensation model.71 

This section will review the regulatory response 
in four parts. Part A will address a central change en-
capsulated in Dodd-Frank’s legislation, specifi cally the 
modifi cations to Section 11 liability, because this statutory 
change could have modifi ed the NRSRO’s role substan-
tively. This change has since been undone via rulemaking. 
Part B will address more SEC rulemakings relating to an 
NRSRO business model. Because the rules fail to change 
the underlying practices relating to rate shopping or fi rm-
level compensation, the primary bulwarks against mean-
ingful reforms remain intact. Part C addresses a seem-
ingly minor change enacted in Dodd-Frank that could 
have radical results: the government’s decision to write 
NRSROs out of portions of the regulatory regime. Such a 
shift may create greater regulatory headaches, something 
that the proposal later aims to foreclose. Part D reviews 
a more controversial proposal, the Franken Amend-
ment, which was left out of the Dodd-Frank legislation. 
Its removal from the bill illustrates that outside-the-box 
thought on ratings reform can at least enter regulatory 
circles; thus, meaningful change to the NRSROs’ busi-
ness model remains possible even without legislative 
traction⎯so long as that change can survive the rulemak-
ing process. 

A. Section 11 Exposure (and Its Demise)

Among the noteworthy changes in the Dodd-Frank 
Act, expanding legal liability to “experts” in actions 
brought by market participants had the greatest potential 
impact on NRSROs.72 Before Dodd-Frank’s passage, two 
primary avenues to sue credit ratings agencies existed: 
one could either pursue a cause of action under Rule 
10b-5, or seek a misrepresentation claim under state law.73 
NRSROs, however, had been remarkably resistant to suit, 
because of both evidentiary diffi culties for plaintiffs in 
proving a fi rm’s scienter as an element,74 and alterna-
tively, because NRSROs have been able to use the First 
Amendment to defend poor ratings.75

Other than these two main options, some creative liti-
gants chose to pursue the NRSROs under the “catch-all” 
liability of Section 11.76 The benefi ts of Section 11 liability 
were, and still are, clear; because Section 11 has no scien-
ter requirement and fewer elements, and because credit 
ratings are currently needed for most registered securities 
offerings,77 a lawsuit against an NRSRO for misstatement 

is diffi cult to duplicate,57 it serves as an insurmountable 
barrier to entry for other fi rms. The alternative theory 
takes a less charitable view. Rather than view reputation 
as the barrier to entry, it views the “duopoly” as inher-
ently determined to protect its place atop the gatekeeping 
regime by using its fi rst-mover advantage (and the cash 
that comes with it).58 Because of its business model’s abil-
ity to amass large volumes of cash, should a competitor 
arise, the duopoly can simply consume the competitor via 
a merger.59 

Some commentators argue that these two theories 
represent a distinction without a difference.60 However, 
that seems incorrect. If one believes that the “reputational 
capital” of the duopoly matters,61 then the preferred regu-
latory fi x is to permit competition, allowing the duopoly’s 
errors (which damage their credibility) to spur new par-
ticipants who would compete on accuracy.62 Alternatively, 
the fi x could be to remove licenses to rate securities from 
all but the duopoly, then require that both fi rms rate all 
securities (under strict oversight from the government). 
This would lessen “rate shopping” and related problems.

But history has shown that damage to “reputational 
capital” alone has neither altered market participants’ 
views regarding the “duopoly” or forced any NRSRO to 
adjust its behavior.63 As a result, the fi rst mover advan-
tage theory seems more correct. Accepting this theory 
helps explain why the market for ratings seems unable to 
both operate effectively and value accuracy in a meaning-
ful way. Thus, the more apt regulatory response is prob-
ably to break the “duopoly” and recalibrate the market. 
Whether through adopting formal caps (which would 
reduce any single fi rm’s volume of ratings to an “accept-
able” level) or by better incentivizing the limited pool of 
alternative participants (thus lessening the ability of one 
fi rm’s ratings to serve as a stalking horse for others), this 
result might be achievable⎯but only with some degree of 
intervention from regulatory actors.64 

IV. Current Regulatory Response
Taking the recent history and the current marketplace 

as the baseline reveals three primary issues that a regula-
tory response must account for. First, because NRSROs 
are highly profi table gatekeepers, they retain a position 
that allows them to defend themselves from legislative 
threats and emergent market participants alike.65 Second, 
since Congress’s will to reform the fi nancial sector largely 
crested with Dodd-Frank, any future regulatory action 
will require rulemaking from the SEC. This, in turn, 
implies that some level of compromise with NRSROs will 
probably occur during the notice and comment process, 
and that radical reforms to the industry’s business model 
will likely be impractical.66 Third, because efforts at in-
creasing competition, coupled with insuffi cient deterrence 
mechanisms, had created possible incentives for over-
rating in the pre-crisis period,67 regulatory responses for 
NRSROs going forward should be skeptical of unfettered 
competition as an unquestioned systemic good.68
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envisioned is troubling, it adroitly illustrates the need for 
a tightening of the leash on the SEC’s private partners, 
not the loosening of already lax reins.92

B. Increased Disclosure Obligations and Confl icts of 
Interest Management

Another continued area of concern that Dodd-Frank 
addressed was the “close contact” between issuers and 
the ratings agencies.93 While the relationship is sometimes 
compared to that of a hostage suffering from Stockholm 
Syndrome,94 the more apt analogy is that of mutualis-
tic animals⎯although who is the rhino and who is the 
oxpecker in this analogy remains unclear.95 Under the 
“issuer pays” model, an investment bank profi ts from 
issuing its securities to the widest number of purchasers 
at the lowest cost of capital to its client.96 A larger num-
ber of purchasers exists for securities that are less likely 
to default. So, an investment bank hires an NRSRO to 
evaluate that likelihood. In exchange, the NRSRO receives 
a fee from the investment bank.97 This model is criticized 
due to the seemingly confl icted nature of this relation-
ship: the credit rating of a security has an impact on both 
the prospective pool of purchasers and the likelihood of 
purchase,98 yet the rater is paid by one who profi ts from 
expanding the purchaser pool and improving the likeli-
hood of purchase⎯which seemingly contravenes its role 
as “quasi-regulator.”99

In spite of this⎯or perhaps because of the importance 
of the existing industry⎯rather than legislate a teardown 
of the “issuer pays” model, the Dodd-Frank Act required 
further rulemaking by the SEC to reform these perceived 
confl icts of interest, as part of the statute’s NRSRO regis-
tration provisions.100 NRSRO registration had historically 
been something of a “black box” process,101 and thus the 
statute suggests, when read along with the 2006 statute, a 
need for an NRSRO to clarify its relationships (to clients, 
to regulators, and to the market writ large) and articulate 
how it performs its statistical modeling before receiving 
the NRSRO label.102

The SEC, in this regard, has taken up the challenge 
to some degree, promulgating Rule 17g. Rule 17g-5 and 
related regulations have shown themselves to have some 
bite.103 For example, under Rule 17g-5, the government 
has begun compiling a database containing the infor-
mation an NRSRO uses to create its original rating and 
releasing it to others; certain ratings agencies have begun 
using the database to then produce a competing rating 
that may be considered confl ict-free.104 Similarly, the 
requirements of Form NRSRO allow the SEC to begin 
tracking transition and default rates of a NRSRO’s client 
base⎯albeit in a non-standard way.105 Additionally, many 
of the promulgated rules have focused on individual 
compensation and employee behavior, thus serving the 
clear purpose of precluding confl icts⎯either by restrict-
ing employee actions outright or mandating extensive 
disclosure.106

in the security’s registration document should present a 
plausible path forward in litigation.78 

Yet, bringing such an action presented considerable 
hurdles, with the most substantive one generated by the 
government⎯not the NRSROs. The SEC’s posture, before 
Dodd-Frank, was that NRSROs were not “experts” under 
Section 11.79 As a result, the only avenue to pursue an 
NRSRO under “catch-all” liability was if they were an 
“underwriter” of the securities.80 Most courts had been 
steadfast throughout in rejecting that assertion regarding 
NRSROs.81

Section 939G of Dodd-Frank was Congress’s effort at 
removing the hurdle.82 939G had two critical provisions: 
(1) credit ratings were to be declared part of a security’s 
registration statement, and (2) NRSROs were to be treated 
as “experts” for liability purposes under the statute.83 
These changes presented a clear path for litigating Section 
11 claims and preempted the SEC’s rulemaking on the 
issue.84

The NRSROs response to this statutory change was 
noteworthy, because of the speed and size of the conces-
sion ultimately extracted from the government. In the 
days leading up to Dodd-Frank’s passage, NRSROs’ 
communicated to market actors that they were unwilling 
to consent to including their ratings in registration state-
ments, essentially freezing the market for asset-backed 
securities.85 Before President Obama signed Dodd-Frank 
into law, the SEC had capitulated to the NRSROs not-
so-veiled threat, issuing a statement confi rming that the 
Commission would not enforce this provision for asset-
backed securities.86 

This exchange lends some credence to the view that 
the regulations currently attained represent an “optima” 
given existing parameters (though some might less chari-
tably describe it as blackmail). Industry concentration and 
coordination⎯and, it could be argued, skill in provid-
ing ex ante default analysis87⎯provided NRSROs with 
weapons to us e against regulatory efforts hostile to their 
existing interests.88 The Commission, given its need for 
NRSROs as a regulatory force, had to make concessions to 
preserve other aspects of the legislation.89 

However, this view ignores the fact that Dodd-Frank 
was intended to change those parameters, impose on an 
NRSRO the incentive to be accurate, and allow the SEC 
to tighten its control over all of the NRSROs. Indeed, 
one could look at this Section 11 failure and attribute it 
to the SEC’s reluctance to use the tools Dodd-Frank had 
bestowed on it.90 Indeed, the government’s continued ef-
forts since issuing its no-action letter⎯including carving 
references to NRSROs out of the regulations discussed 
below⎯appear to further lessen governmental leverage 
over NRSROs and ignore the reality of their role in the 
marketplace.91 Though this example of the SEC’s reluc-
tance to oversee the entity in the vein that Dodd-Frank 
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NRSRO makes sense going forward, particularly for the 
“duopoly” and probably for Fitch as well.118 If the market 
continues to value the opinions of Moody’s and S&P on 
creditworthiness (and if indications are to be believed, it 
still does),119 then these ratings agencies would have no 
need to subject themselves to the regulations. They could 
merely continue selling and issuing their “opinions” be-
yond the reach of the government.120

This circumstance seems particularly troubling for 
two reasons. First, assuming the NRSRO industry is 
already demonstrating indicia of market failure, the lack 
of direct NRSRO oversight would leave the market more 
susceptible to deceptive activity.121 Second, while strip-
ping NRSROs of their “quasi-regulatory” role at a federal 
level might serve some purpose, the NRSROs may still be 
relied on by states, which might lead to confl icting situa-
tions for market participants like state pension funds.122 
Similarly, if NRSROs are to be avoided, then considerable 
harm could befall smaller fi nancial institutions unable to 
perform the sort of default risk analysis (with the sort of 
nonpublic information) that NRSROs perform.123 In this 
way, the NRSROs⎯even in their current compromised 
state⎯are providing a “public good.”124 While remov-
ing them from the statutory framework might be seen as 
an effort to strip them of their “quasi-regulatory” status, 
it does not jar them from their valuable position in the 
market or reduce their ability to extract value from their 
status. As a result, with no viable replacement, this re-
moval suggests nothing that would make market partici-
pants less susceptible to their errors, nor force NRSROs to 
change their business model.125 If anything, it might serve 
to make them more powerful.

D. Excluding the Franken Amendment from Dodd-
Frank

Similarly, whether because of extensive lobbying or 
faith in the existing system, the most aggressive check on 
NRSROs was excluded from Dodd-Frank: the Franken 
Amendment.126 The Franken Amendment would have re-
sulted in radical changes to the way NRSROs do business, 
by requiring the creation of an NRSRO-helmed self-regu-
latory organization that would determine which NRSRO 
should rate which issuances.127 The pushback against this 
idea was swift, albeit for different reasons depending on 
the NRSRO’s standing as part of the “Big Three” (the “du-
opoly” and Fitch) or the remaining “plus.”128 While there 
were many legitimate concerns with the amendment,129 
rather than include it and allow for experimentation and 
negotiation through the OCR via the rulemaking process, 
Congress abandoned the proposal, opting to include just 
a feasibility study of this approach instead.130

V. Academic Criticisms and Synthesized Proposal

Upon reviewing the rules and laws currently in place 
(and those not enacted), three problems reveal them-
selves. First, the capture of the OCR seems worryingly ap-
parent, given the Commission’s capitulation to NRSROs 

There are still problems, however. The infl uence of 
the issuer, while no longer explicitly allowed, may still 
be felt “implicitly” since certain issuer clients are more 
vital to an NRSRO’s long-term corporate health. Noth-
ing about the rules aims to adjust that dependency, since 
a fi rm’s cash fl ow streams from clients will continue to 
depend on the fl ow of new securities⎯leaving open 
concerns about competition degrading ratings.107 More-
over, as Professor Lynn Bai’s research has discussed in 
depth,108 an NRSRO’s disclosure requirements often 
devolve into boilerplate-type statements and are much 
less extensive than those of other information-synthe-
sizing “certifi ers and predictors” who are often seen as 
confl icted⎯research analysts.109 This leaves investors 
relying on a more “neutral” seeming NRSRO’s opinion, 
which could have been “adjusted favorably” because of 
“qualitative factors” of which they were not informed.110 

Lastly, while the backwards-looking provisions 
certainly expand the ability to evaluate performance 
retrospectively, and over time will allow for patterns 
to emerge, they do very little to change a fi rm’s incen-
tive prospectively. Professors Anil Kashyap and Natalia 
Kovrijnykh illustrate with their model that the incentive 
to infl ate initial period ratings and then not adjust for 
mistakes after the initial payment remains a problem, 
even in what they defi ne as an “optimal arrangement.”111 
Thus, these retrospective rules, though useful in yielding 
tools that will provide meaningful future analysis, seem 
unlikely to prevent securities from being improperly 
deemed “investment grade” in the future. The value of a 
rating agency’s ex ante analysis merits compensation,112 
but without a stronger curb on a fi rm’s profi t-maximiza-
tion impulse, there remain strong incentives for rating 
agencies to fall short of a socially optimal level of ac-
curacy ab initio;113 the current disclosure rules do little to 
change that incentive. 

C. Removal of References to NRSROs

One could interpret the above passages and conclude 
that Dodd-Frank was designed to impose tighter regula-
tions on NRSROs because it views them as important to 
the regulatory framework; such a view, however, seems 
contravened by Congress’s adoption of § 939A of the 
Act.114 Section 939A tried to scrub from the existing U.S. 
rulebook any “NRSRO-dependent regulatory licenses” by 
2012.115

In their place, agencies are supposed to defi ne 
“requirement[s] of reliance on credit ratings and to sub-
stitute in such regulations such standard of credit-worthi-
ness as each respective agency shall determine as appro-
priate for such regulations.”116 This shift, however, creates 
a troubling conundrum for regulators, the NRSROs, and 
market participants. For regulators, the language suggests 
an ambiguity: are NRSROs to be avoided, or can they be 
incorporated under whatever the agency determines to be 
its guide for “credit-worthiness”?117 If the former is cor-
rect, then the NRSRO has to ask whether being a licensed 



NYSBA  NY Business Law Journal  |  Summer 2016  |  Vol. 20  |  No. 1 53    

The “radicals,” in contrast, posit that extreme changes 
will be the only way to ensure accuracy in ratings. This 
camp, however, cleaves into (1) those that believe ratings 
accuracy can only improve under a forced shift to an “in-
vestor pays” approach,139 and (2) those that believe that 
“investment grade” capital should not be determined by 
NRSROs at all, but rather by alternative measures avail-
able on the market.140 

B. Synthesis

1. Mandatory Licensure for NRSROs

As many of the “centrist” papers note, underlying the 
“radical” posture (visible to some extent in Dodd-Frank) 
is a view that the root of these regulatory problem is the 
“quasi-regulatory” status of NRSROs in determining 
what equals “investment grade” capital. Even accepting 
that point, however, to now write the NRSROs out of the 
regulatory regime feels like a solution that will neither 
change established market norms, nor improve the ac-
curacy of investors in gauging default risk⎯particularly 
since ratings agencies would remain in existence.141 If 
anything, letting NRSROs escape regulatory scrutiny, 
either forcibly or volitionally, would do more harm than 
good, given the role that ratings agencies play for not just 
issuers, but also investors (in providing cover for pen-
sion funds’ boards of investors should investments go 
awry).142

Thus, rather than loosen the government’s grip on 
ratings agencies further, the proper regulatory response 
might be to tighten it and forcibly impose market compe-
tition. An argument has been advanced, primarily by the 
Obama Administration’s Department of Justice, that an 
NRSRO currently registered with the Commission cannot 
volitionally rescind its license.143 If this reading of the law 
is accurate, then the possibility exists for imposing more 
stringent licensure rules on NRSROs.144 Ideally, imposing 
more stringent licensure could include some sort of fee 
paid by NRSROs in exchange for the privileged position 
of “quasi-regulator,”145 although the current authorizing 
statute is silent on the ability of the SEC to extract fees 
during the registration phase.146 This fee would not mere-
ly be an excise tax on NRSROs; rather, it would be split 
into two parts⎯each intended to serve a different system-
ic aim that would give some benefi t to the NRSRO.147 

Because it is likely to require fees (as well as a level of 
backbone unseen from the SEC in dealing with NRSROs), 
mandatory licensure might seem unlikely to gain traction. 
Implicit in that analysis, though, is an assumption that 
any extracted fees are to fund the government’s further 
regulation of the industry. Those fees are not for that 
purpose, however. Rather, the fees are to stimulate and 
simulate a marketplace for accuracy amongst the existing 
monopolistic competitors.148 By packaging mandatory 
licensure as the means for accessing a “bonus pool” for 
the NRSROs, the SEC can present the idea as more of a 
“carrot” and less of a “stick.”149 Moreover, by coupling it 

in response to their protest of the § 11 expansion. Second, 
assuming the disclosure mechanics of securities rating 
(and limitations on and disclosures of employee actions) 
make an NRSRO’s fi nancial interests more transparent 
and rating mechanics less opaque, the current rules still 
do little to enhance medium- and longer-term ratings 
accuracy. Even if the temptation to overinfl ate ratings has 
been abated somewhat ab initio by the recent rulemak-
ing, there remains little incentive for a ratings agency to 
perform ex post re-evaluation of an already issued rating 
(or correct ex ante mistakes), since the fi nancial compen-
sation already has been provided in full.131 Lastly, by 
removing the references to NRSROs throughout federal 
statutes without providing alternative measures of con-
trol, Congress and the regulatory agencies have reduced 
(if not eliminated) one of their most powerful tools for 
overseeing NRSROs⎯whose function derives value 
from the “quasi-regulatory” status of ratings in fi nancial 
markets⎯and done so without exacting changes in the 
NRSROs’ business model or reducing their power as mar-
ket gatekeepers in return.132

As academics have reviewed the credit ratings agency 
landscape, and the rules governing it, the concern⎯pre-
and post-Dodd-Frank⎯voiced by some thinkers is that 
without radical action, the public-private arrangement 
currently in place will remain suboptimal.133 This has 
resulted in several proposed solutions;134 some relate and 
interconnect nicely, others less so. The aim of this Part is 
to briefl y summarize the schools of thought of several of 
these scholars, some of whom more closely align with the 
SEC’s worldview and others of whom take more extreme 
approaches. The end goal is to synthesize these argu-
ments into a “middle ground” built around three prongs: 
mandatory licensure, modifi ed fi rm-level compensation, 
and cross-fi rm “competition” reforms.135

A. Academic Proposals

In considering the schools of academic thought 
around ratings reform, two broad camps exist: those who 
believe that⎯with minor changes⎯the “issuer pays” 
system can continue to operate in a way that serves the 
public good, and those who believe that the existing 
system will need to be radically modifi ed for it to produce 
more accurate outcomes. Though it may seem as though 
the “centrists” and “radicals” would likely agree on little, 
the gulf between them is navigable. In fact, the tools of 
the “radicals” might be the best means of achieving the 
“centrist” aim of reforming the “issuer pays” model.

The “centrists’” views on NRSROs are similar to 
Churchill’s views on democracy: it is the worst system, 
but for the alternatives.136 Their general posture is one 
that seeks to manage the confl icts in the “issuer pays” 
approach through reforms and rulemakings.137 The “cen-
trists” typically look at the existing market of NRSROs 
and believe that, through regulatory measures, greater 
accuracy can be imposed on the fi rms that subscribe to 
the “issuer pays” model.138
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articulate, systemic misrating in either direction under 
a solely security-based compensation regime would be 
untenable, since the market would not support it.167 

Fortunately, the “perfect” accuracy of Listokin and 
Taibleson becomes tougher to sustain as the payment 
methods and forms become non-uniform.168 Thus, Lis-
tokin and Taibleson’s compensation structure may be 
better thought of as a guidepost which can be modifi ed 
to nudge rating agencies toward taking more conserva-
tive positions on an entity’s likelihood of defaulting on a 
security. By elongating the payment time horizon of the 
NRSROs and requiring that some of their payments be 
received in the underlying security, an NRSRO would 
have at least competing considerations which would 
counteract the existing market preference for overrating 
securities, while also allowing for the continued opera-
tion of NRSROs under the “issuer pays” model. This 
likely requires adjusting Listokin and Taibleson’s model 
to capture something closer to an NRSRO’s profi ts, and 
requiring that portion to be parceled out under their 
framework.169 Similarly, the government could choose to 
use part of the proceeds from the NRSRO’s licensure fee 
as a means of rewarding fi rms that take more “conserva-
tive” postures on issuances that bear borderline ratings 
(while requiring NRSROs taking “aggressive” ratings 
positions to receive more compensation in the form of the 
underlying security). 

While the design of such a system will conceivably 
complicate the operation of NRSROs, it also serves to shift 
the focus of NRSROs away from near-term payouts and 
ratings “consulting.”170 Moreover, in conjunction with 
the proposal below, the incentive for “rate shopping” and 
goosing ratings for market share should be curbed.

3. Cross-Firm “Competition”

Revising the nature of fi rm level compensation may 
encourage accuracy both ab initio and over future periods 
by tying fi rm profi ts more closely to accuracy, but it has 
the unfortunate consequence of creating barriers to entry 
in a market that already appears to be suffering from 
something akin to market failure (since cash fl ow will 
likely be impinged).171 There also remains the possibility 
of coordination among actors; without enough motive to 
compete, the NRSROs might remain in a “win-win” posi-
tion.172

Fortunately, Professor Robert Rhee has proposed a 
clever solution that would apply market discipline among 
the rating agencies, ensuring that some competitive 
motivation remains.173 Using the remaining part of the 
licensing proceeds, a pool of money would be held by the 
government.174 Then, the revenue could be reapportioned 
on the basis of accuracy. Much like a game of no-limit 
poker, the “main pot” would be equal to the maximum 
“bid” of the lowest revenue fi rm licensed (i.e., the per-
centage of income that the lowest revenue fi rm paid the 
government for its license, and matched by all the other 

with the mechanism below,150 the mandatory licensure 
approach offers an added barrier to entry for those fi rms 
currently registered⎯which may make them more recep-
tive to being more fully incorporated into the regulatory 
apparatus.

2. Mandatory Deferred Compensation Regime and 
Offset Measures

Though it brings NRSROs more tightly into the 
regulatory fold, mandatory licensure still does nothing 
to address the need for ratings accuracy or change the 
underlying motivations of fi rms after initiating ratings.151 
While confl ict-free ratings issued by other NRSROs from 
data collected by the SEC have some promise as an initial 
integrity check,152 they do not unsound the proverbial 
bell of an initial rating ringing in the market’s ear.153 Nor 
do they enhance the need for vigilant monitoring after 
initiating ratings, since the NRSRO has already been paid 
in full for its work.154

The proposed solution that seems most deft in ad-
dressing these concerns comes from Listokin and Taible-
son; their proposal ties an NRSRO’s compensation to the 
asset they are rating directly.155 Such a proposal ensures 
that the rater has skin in the game ab initio.156 Moreover, 
the model requires parceling the debt obligations out over 
time, incentivizing the systemic monitoring of a security’s 
likelihood of default during that span.157

The problems with adopting this approach full-scale 
(i.e., only compensating NRSROs with debt) are obvi-
ous.158 Listokin and Taibleson acknowledge that this 
would radically change the industry, potentially forcing 
the NRSROs to consider factors not traditionally associ-
ated with default.159 It might also create a severe set of 
cash fl ow issues for the fi rms.160 Lastly, as Coffee points 
out, such a shift could trigger more regulatory require-
ments, turning NRSROs into other types of fi nancial 
institutions.161

Moreover, Listokin and Taibleson have an additional 
fl aw in their analysis: they treat as problematic in equal 
measure the overrating and underrating of a security’s 
default risk.162 While both are less “accurate,” because of 
the existing rules on “investment grade” capital, the risk 
posed by underrating a security’s likelihood of default 
(thus infl ating its grade) is more severe. Grading a secu-
rity AAA,163 for example, typically permits its entry into 
systemically vital parts of our fi nancial system like the 
repo market, while grading it AA would preclude it.164 
Grading a security as BBB165 allows it to be considered 
“investment grade” and thus held by entities like state 
pension funds, while grading it BB would relegate the 
security to more peripheral fi nancial institutions.166 At 
a societal level, therefore, it would appear that systemic 
overrating of default risk could have greater benefi ts than 
even potentially perfect accuracy⎯or at least cause less 
harm than the current approach, which biases towards 
underrating default risk. Yet, as Listokin and Taibleson 
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VI. Conclusion
In spite of how radical the aggregate system may 

look, the above-proposed approach to ratings reform may 
be the only meaningful way to retain the “issuer pays” 
model. To deny that ratings agencies add some value in 
making ex ante evaluations of a security’s default risks is 
foolish, but to leave the current regime unaltered⎯even 
with enhanced disclosure requirements⎯is equally so. 
The “duopoly plus” regime forces fi rms to compete for 
market share, in order to increase their profi ts. The only 
viable approach, then, for fi rms to profi t further is to give 
ratings at a suboptimal level of accuracy with an eye 
towards short-term profi t seeking, at the expense of long-
term accuracy⎯and in contravention of the NRSRO’s 
“quasi-regulatory” role.

This proposed approach should close some of the 
gaps that remain after Dodd-Frank’s regulatory ef-
forts. By combining the work of “centrist” and “radical” 
scholars, the revised regulatory regime proposed should 
spur NRSROs to compete on accuracy in an “issuer pays” 
system through various “carrots” (increased governmen-
tal bounties, higher barriers to entry for new competi-
tors) and “sticks” (mandatory registration, revisions to 
fi rm compensation).185 While economic modeling will 
be needed to refi ne the proposed system’s operation, the 
application of this scheme in the current market envi-
ronment feels plausible. When presented with all other 
options, including a state-based board assigning NRSROs 
or the dissolution of regulatory oversight and removal 
of NRSROs from the regulatory purview,186 the above 
proposal may be imperfect, but stands to improve exist-
ing outcomes.
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Amendment rights. See generally Nan Ellis et al., Is Imposing 
Liability On Credit Rating Agencies A Good Idea?: Credit Rating 
Agency Reform in the Aftermath of the Global Financial Crisis, 17 STAN. 
J.L. BUS. & FIN. 175 (2012) (discussing competing Constitutional 
and regulatory considerations for NRSRO reform). Alternatively, 
there are questions as to whether certain types of rulemakings 
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172. See Rhee, supra note 53, at 95.

173. Id. at 113–18.

174. Per Rhee’s model, the seed money per fi rm was roughly 5% of 
each fi rm’s revenue. Rhee, supra note 53, at 116. While this may 
present a change in valuations for these fi rms (though unlikely 
given that the competitive nature of the process assures that 
no one would win indefi nitely), an alternative tactic would 
be for the U.S. government to provide the bounty. Cf. U.S. 
GOV’T ACCOUNTABILITY OFFICE, GAO-12-240, CREDIT RATING 
AGENCIES: ALTERNATIVE COMPENSATION MODELS FOR NATIONALLY 
RECOGNIZED STATISTICAL RATING ORGANIZATIONS (2012) (discussing 
a “user-fee” based approach; for this approach, the reasonable 
assumption could be that the user is the government). Such 
bounty propositions for information goods that serve the public 
(i.e. patents) have been proposed in alternative contexts. See John 
R. Thomas, Collusion & Collective Action in the Patent System: A 
Proposal for Patent Bounties, 2001 U. ILL. L. REV. 305, 342 (2001).

175. See Rhee, supra note 23; Rhee, supra note 53. In Rhee’s model, an 
incubation period would be necessary for smaller fi rms to develop 
a reputation and get to the scale of the “Big Three” (Fitch is a 
necessary participant). This seems like a reasonable approach for 
the interim, but presumably once more entities attain something 
resembling scale, they would be required participants. See Rhee, 
supra note 53, at 125.

176. Id. at 117–18.

177. See Russell D. Roberts, Financing Public Goods, 95 J. POLITICAL ECON. 
420, 421 (1987).
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structured fi nance, project fi nance, sports, and entertain-
ment law, again to name just a few. Altogether, there are 53 
substantive law chapters. 

By way of example, the derivatives law chapter starts 
with an overview and description of the various types of 
derivative products, the provisions of an extensive stan-
dardized body of contractual documents sponsored by 
the International Swaps and Derivatives Association, and 
continues with a thorough discussion of the case law devel-
oped in the New York courts. The chapter author discusses 
the availability and application of various causes of action 
and affi rmative defenses that are widely found in com-
mercial disputes arising from derivative transactions. To a 
practitioner not steeped in commodities law, this chapter is 
a superb introduction and very useful in preparing asser-
tion of, or defense to, a claim or cause of action. Not all 
substantive chapters in this series have as extensive discus-
sion of the case law, but all cover case evaluation, claims, 
and strategic considerations.

As alternative dispute resolution is an increasingly 
accepted avenue to address grievances and claims, as New 
York State now sports an International Arbitration Center 
in midtown New York City, and as courts routinely provide 
for mediation of commercial disputes, Haig and his authors 
appropriately devote three chapters to mediation, domestic 
arbitration, and international arbitration. The chapter on 
mediation provides a “practical roadmap” with consider-
ations and observations with which an experienced litigator 
may already be familiar, but of real value to those new to 
the fi eld. The coverage of the chapter on arbitration, long 
supported by New York (see CPLR Art 75), includes useful 
detail of the often complicated processes of either compel-
ling, or avoiding, arbitration, and the chapter on interna-
tional arbitrations, one of whose authors is the late Chief 
Judge Judith S. Kaye, provides good guidance on drafting 
and enforcing arbitration agreements, which often are 
between parties from diverse jurisdictional, political, and 
cultural backgrounds.

Commercial litigators will continue to benefi t im-
mensely from this new edition, especially if their practices 
are diverse and they are confronted with new substantive 
matters. Like good wine, Haig and his company seem to be 
getting better with age and each edition. The Fourth Edition 
comes with a CD-Rom containing jury instructions, forms, 
and checklists which are contained in the printed volumes.

Samuel F. Abernethy is a partner in  the fi rm Mena-
ker & Herrmann LLP, where he focuses on commodity, 
derivatives and securities law. He is Chair of the NYSBA 
Electronic Communications Committee, a past member of 
the NYSBA Executive Committee and a past Chair of the 
Business Law Section.

Robert L. Haig and his platoon, or should I call it a 
company, of authors are at it again. They have brought 
forth the Fourth…Edition, that is, of Commercial Litiga-
tion in New York State Courts, updating the Third Edition, 
which made its appearance in 2010. Haig and his team have 
unfl aggingly managed to periodically produce these four 
editions since 1995, and this time they have added twenty-
two new chapters and two new volumes, bringing the total 
of this impressive work to 127 chapters and eight volumes, 
plus a soft cover volume of tables and an index.

And the timing is excellent, as the Commercial Divi-
sion of the New York State Supreme Court marked its 20th 
Anniversary in November 2015, having opened its doors in 
New York and Monroe Counties in 1995. With the growth 
of the Division to 29 judges in ten jurisdictions throughout 
the State, business disputes can be assigned to judges with 
experience and qualifi cations to sensibly and effi ciently 
manage the often complex, motion-laden matters they are 
called upon to consider.

The combination of comprehensive coverage of busi-
ness-related topics and authorship of unquestioned experi-
ence and competence has produced a truly useful series for 
those litigating practitioners seeking guidance in areas with 
which they are not completely familiar. And the coverage 
is not simply one of breadth. The authors, led by Haig, 
who is a litigation partner at Kelley Drye & Warren LLP 
and a former president of the New York County Lawyers’ 
Association, provide depth of substantive law analysis, 
supported by case citations, and it is this depth of coverage 
in the substantive law in combination with civil procedure 
coverage that makes this series so valuable to business law 
practitioners.

The fi rst four volumes of this eight volume set address 
the litigation process, starting with initial fact gathering, 
case evaluation, forum selection, jurisdictional issues, and 
complaint drafting. They continue with issues related to 
responding to the complaint, third-party practice, mo-
tion practice, removal, trial, appeals, and enforcement of 
judgments. The Fourth Edition also incorporates chapters 
on mediation and the current practices of the Commercial 
Division to streamline the management of court cases (in-
cluding a comparison with comparable efforts in the federal 
courts). All this is covered with strategic analysis thrown in. 
The material is organized in logical sequence, and the table 
of contents and index are thorough. These four volumes 
alone are valuable to litigation counsel.

But for those of you who work in the business law 
community, the series earns its spurs with the remaining 
four volumes. In addition to well-traveled matters such as 
contracts, securities, M&A, banking, insurance, IP, UCC, 
and agency disputes, to name just a few, the Fourth Edi-
tion adds new chapters devoted to derivatives, licensing, 

BOOK REVIEW
Commercial Litigation in New York State Courts, 4th edition
Reviewed by Samuel F. Abernethy
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through the engaging presentation.   The panel consisted 
of attorneys  Mike Riela of Vedder Price, Jeff Bernstein 
and Nicole Leonard of McElroy Deutsch Mulvaney & 
Carpenter LLP, and the presentation was well-received by 
an interactive and knowledgeable audience.  

Scott Bernstein, Chair

Corporations Law Committee
No report submitted (see report of the Securities 

Regulation Committee, below).

Richard DeRose, Chair

Derivatives and Structured Products Law 
Committee

The Derivatives and Structured Products Law Com-
mittee has had an active Winter/Spring season with 
respect to keeping up with the changing regulatory 
environment by arranging many opportune meetings for 
its members.  The Committee has facilitated CLE pro-
grams in the areas of Cross-border Derivatives from a 
U.S. Law Perspective (hosted by Morrison & Foerster), the 
Evolving Professional Responsibility Issues Confronting 
Derivatives Lawyers (hosted by Sidley & Austin), the EU 
Rules on Margin for Non-cleared derivatives (hosted by 
Reed Smith), Security-Based Swaps and Beyond (hosted 
by Alston & Bird), an Update on Canadian Regulation 
on Derivatives and Futures (hosted by Stikeman El-
liot)  and  most recently the Development of Blockchain 
Technology for Derivatives and other Financial Transac-
tions (hosted by Stroock & Stroock & Lavan).  All of these 
meetings have been well attended by enthusiastic partici-
pants.

Ilene K. Froom, Chair

Franchise, Distribution and Licensing Law 
Committee

The Franchise, Distribution and Licensing Law Com-
mittee had hoped that, over time, it would be able to 
reach a mutual understanding with the New York State 
Attorney General’s Offi ce with respect to the proposed 
modifi cations to the New York State Franchise Sales Act, 
originally proposed by our Committee and currently 
scheduled for eventual consideration by the New York 

Banking Law Committee
A meeting of the Banking Law Committee was held 

during the NYSBA Annual Meeting in January; our theme 
was “Hot Topics for January 2016.”  We were very for-
tunate to have Joy Feigenbaum from the New York State 
Department of Financial Services and Alan Lawitz from 
the Offi ce of Children & Family Services discussing elder 
fi nancial abuse and the state’s initiative to provide train-
ing sessions for fi nancial professionals on effectively rec-
ognizing, preventing, and reporting elder fi nancial abuse. 
Our panel also included Scott Wortman, who spoke about 
the Telephone Consumer Protection Act, recent FCC rul-
ings regarding robo-calling, and relevant litigation.  As 
those who attended will attest, it was a very lively discus-
sion, especially with Joy and Alan, but they told me they 
very much enjoyed the give-and-take!  Scott’s presenta-
tion was also well-received, and very informative—I now 
will monitor my cell robo-calls much more intensively.

A Banking Law Committee meeting was held on May 
13, 2016, during the NYSBA Business Law Section spring 
meetings in New York, New York. The topic was “Regu-
latory Roundup 2016” and featured speakers from the 
legal divisions of the FDIC’s New York Offi ce, the Offi ce 
of the Comptroller of the Currency’s (OCC’s) New York 
Offi ce and the Federal Reserve Bank of New York, along 
with the General Counsel and COO of the New York 
Bankers Association.  The panelists discussed issues of 
importance to their agencies and the New York Bankers 
Association.  

The audience was very attentive to the presentations 
and posed thoughtful questions.  At the meeting, it was 
announced that the new chair of the committee beginning 
June 1 will be Tanweer Ansari, succeeding Kathleen Scott. 
The next Banking Law Committee meeting will be sched-
uled sometime this fall.

Kathleen Scott, Chair

Bankruptcy Law Committee
The Bankruptcy Law Committee presented a relevant 

panel discussion during the afternoon session of the Busi-
ness Law Section annual Spring Meeting on May 13, 2016 
in New York City at the Harvard Club. The three panelists 
presented a program titled Current Topics & Trends: Oil 
& Gas, Equitable Mootness, Education and Even Marijua-
na. While certain of the topics had evident interest value, 
even equitable mootness became a source of interest 

COMMITTEE REPORTS
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The matter has now been placed on the Agenda of the 
NYSBA Executive Committee, which would need to ap-
prove it before the NYSBA can undertake lobbying efforts 
to repeal Section 630. As noted above in the report of the 
Franchise, Distribution and Licensing Law Committee, 
the Legislative Affairs Committee is also in continuing 
discussions with the New York Attorney General’s Offi ce 
in an effort to revise the New York Franchise Sales Act.  

Thomas M. Pitegoff, Chair

Membership Committee
Our Section stands at 3,831 members, of which about 

27 percent are new lawyers or students (admitted less 
than 10 years).   Part of our strategic plan for the Section 
going forward is to involve and provide value not only to 
those members who are already part of our Section, but 
also to this new infl ux of younger members through the 
Pathways to the Profession.  This new initiative involves 
connecting the NYSBA to the fi fteen law schools within 
New York to provide resources and opportunities to those 
students who are looking to join us in our practice.  The 
Business Law Section is always looking for people who 
want to become more involved in the Section and in turn 
provide value to all of our members through committee 
work, speaking opportunities, writing pieces for the NY 
Business Law Journal, or through our legislative initiatives. 
No idea is too small (or too large!), and your input is 
welcome.

Sarah Gold, Chair

Not-for-Profi t Corporations Law Committee
The Not-for-Profi t Corporations Law Committee con-

tinued to collaborate with the State Law Revision Com-
mission, the New York City Bar Association, the Lawyers 
Alliance for New York, and the Nonprofi t Coordinating 
Committee of New York to identify aspects of the Non-
Profi t Revitalization Act of 2013 needing improvement. 
The Committee’s view is that although the Act signifi -
cantly improved many aspects of corporate structures and 
transactions, parts of the Act present challenges and prob-
lems in implementation that could be alleviated without 
impairing the overall purposes of the Act. The group’s 
efforts over the winter and spring culminated in a consen-
sus proposal addressing independent directors, related 
party transactions, and committees. We also engaged with 
the Attorney General’s Charities Bureau and legislators. 
A bill based on our proposal was introduced in the 2016 
session (S.7913/A10365).

In our Spring meeting, the Committee also discussed 
common problems practitioners encounter in advising 
not-for-profi t corporations and the emerging trend of 
forming non-profi ts in other jurisdictions, primarily Dela-

State Legislature. After a hiatus of several months, the 
Committee’s negotiating team of David Oppenheim, Tom 
Pitegoff and Richard Rosen, together with Kevin Kerwin, 
NYSBA legislative liaison, met with representatives of the 
Attorney General’s offi ce on December 7th, 2015 for the 
purpose of addressing several of the open issues in con-
nection with the proposed legislation. The meeting did 
not result in signifi cant progress regarding these issues.

In addition, the Committee held a meeting on Janu-
ary 27, 2016, in conjunction with the Bar Association’s 
Annual Meeting. At the meeting, Alan Schacter, CPA, and 
Committee Chair Richard Rosen made a presentation, for 
full CLE credit, which addressed the topic of the means, 
methods and protocols to be considered and utilized in 
the context of the economic valuation of a franchised 
business. During the presentation, attendees exchanged 
questions and answers with Mssrs. Schacter and Rosen.  
On a personal note, as my term as Chair of the Franchise, 
Distribution and Licensing Law Committee will soon be 
coming to an end, I would like to take this opportunity 
to express how much I have enjoyed participating in the 
area of franchise law (which has been, for many years, so 
dear to my heart) with the other members of the Com-
mittee and also to welcome Justin Klein, a terrifi c and 
well respected franchise attorney, as the new Chair of this 
Committee. Best of luck, Justin.

Richard Rosen, Chair 

Legislative Affairs Committee
The Legislative Affairs Committee has joined with 

members of the International Law Section to form a joint 
legislative committee to propose repeal of Section 630 of 
the Business Corporation Law and Subsections (c) and (d) 
of Section 609 of the New York Limited Liability Com-
pany Law.  These laws make the ten largest shareholders 
of closely held corporations and the ten largest members 
of limited liability companies personally liable for wages.  
The position of the joint committee is that these laws 
should be repealed because:

• They discourage new businesses from incorporat-
ing in New York and they act as an impediment to 
business and employment in the state.

• They violate the bedrock principle of shareholder 
and member limited liability that applies through-
out the United States.

• They are unfair. Passive owners are liable jointly 
and severally and regardless of knowledge or fault.  

• This type of wage protection is an anachronism.  
Workers are protected today by veil piercing prin-
ciples and by labor and bankruptcy laws that did 
not exist when New York fi rst imposed shareholder 
liability for wages in 1848.
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• FINRA developments

• “Why Recent Criticisms of SEC Enforcement Efforts 
Are Unfair”

• “Ethically Advising Clients in Regulatory Matters:  
Hypotheticals Under Section 1.2(d) of the Rules of 
Professional Conduct.”

The Committee also has a Subcommittee on Private 
Investment Funds, which generally meets every three 
months with substantive meetings for CLE credit on 
various regulatory and other topics relevant to private 
investment fund lawyers. Recent topics at Subcommittee 
meetings include SEC Examinations of Investment Advis-
ers, Delaware Partnership and Limited Liability Com-
pany Fiduciary and Other Issues, and Crisis Management 
for Investment Advisers.  Linda Smith will be continuing 
and Kristine Koren will be joining her as the Co-Chairs of 
the Subcommittee.  Anastasia Rockas was the founding 
Chair and Linda Smith was the founding Vice-Chair of 
the Subcommittee.

Committee and Subcommittee meetings provide a 
good opportunity for experienced and less experienced 
attorneys to get together to discuss new developments 
in the law and to revisit established law. Committee and 
Subcommittee membership is open to any member of the 
Business Law Section.

Peter LaVigne, Chair

Technology and Venture Law Committee
The Technology and Venture Law Committee held a 

well-attended session at the Spring 2016 NYSBA meeting 
in New York City. Views on topical issues were offered by 
(i) Robert Clarida, a partner at Reitler Kailas & Rosenblatt 
LLC, in his presentation entitled “Music Licensing Online: 
Who Pays for What?” and (ii) Sanjay Gandhi, President 
and General Counsel of Oxford Valuation Partners Inc., in 
his presentation entitled “Do you know the Exit Hurdle? 
Advising Companies in a Changing Market.”

All Committee members are invited to suggest topics 
and formats for upcoming meetings, as well as to partici-
pate in Committee activities.

Peter W. Rothberg, Chair

ware, including the related topic of re-incorporating exist-
ing non-profi ts in another state. Finally, the Committee 
discussed possible issues or subjects that could or should 
be addressed by the Committee in the future, including 
other parts of the Not-for-Profi t Corporation Law that 
need attention and other New York statutes that apply to 
non-profi ts, such as the Religious Corporations Law. 

Frederick Attea, Chair

Public Utility Law Committee
No report submitted.

Kevin Long, Chair

Securities Regulation Committee
The Securities Regulation Committee is made up of 

lawyers practicing in the areas of state and federal securi-
ties laws, including securities registration, securities and 
Investment Company Act exemptions, broker-dealer and 
investment adviser regulation, and related areas, such as 
the Municipal Advisor Rules. The Chair of the Commit-
tee is Anastasia Rockas and the Program Chair is Kelly 
Basham. The past Chair, Peter LaVigne, completed his 
three-year term in June.

On January 27, in connection with the Bar Associa-
tion’s Annual Meeting in New York City, the Securities 
Regulation Committee and Corporations Law Committee 
offered a panel discussion on “Corporate and Securities 
Law Developments: The Year in Review,” with presenta-
tions by Peter LaVigne and Anastasia Rockas along with 
Jeff Bagner and Richard De Rose of the Corporations Law 
Committee.

The Securities Regulation Committee holds monthly 
dinner meetings, generally on the third Wednesday of 
every month. During 2016 speakers have presented on the 
following topics, among others:

• “A Guide to Preparing Clients for Effective Cyber-
security”

• “‘The Power to Investigate Carries With It the 
Power to Defame and Destroy’: SEC v. Caledonian 
Bank”

• U pdates on proxy access, executive compensation 
regulation and trends and tactics in shareholder 
activism
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The Business Law Section of the New York State Bar 
Association, in order to recognize the importance and 
value to the Business Law Section of the many hours of 
volunteer service provided to the Section and its Commit-
tees by its members, has established the David S. Caplan 
Award for Meritorious Service. The award is named in 
honor of Mr. Caplan, former Chair of the Technology and 
Venture Law Committee, who, despite his personal physi-
cal challenges, was always willing to volunteer his time, 
his effort, and his ideas for the benefi t of the Section. The 
Caplan Award for 2017 will be presented at the Annual 
Meeting of the Business Law Section held in conjunction 
with the Annual Meeting of the New York State Bar Asso-
ciation in January 2017 and an announcement identifying 
the award recipient will be included in the Summer 2017 
NY Business Law Journal.

All members of the Business Law Section are in-
vited to nominate any current member of the Section to 
receive the Caplan Award. The recipient of the award 
shall be selected by a committee consisting of the three 
most immediate past chairs of the Section. For 2017, the 
committee consists of Jay Hack (jlh@gdblaw.com), James 
Everett (everettlaw@juno.com), and David Oppenheim 
(oppenheimd@gtlaw.com). Please send your nomination 
by email to any or all of them, along with a statement of 
any factors you wish them to consider with respect to 
your nominee. 

A list of all award recipients appears on the Section’s 
website. 

2016 Honoree:
Recipient: Frederick G. Attea, Esq.

Frederick G. Attea is a corporate lawyer at Phil-
lips Lytle LLP (Buffalo). He concentrates his practice 
on mergers and acquisitions, securities laws, corporate 
governance and legal compliance programs. He has been 
a member of the New York State Bar Association since 
1965 and has served as a member of the House of Del-
egates, Chair of the Business Law Section, Chair of the 
Corporations Law Committee, and is currently Chair of 
the recently organized Not-For-Profi t Corporations Law 
Committee. He is a leader in the Western New York com-
munity, dedicating his time to his practice and to commu-
nity service, especially in education and the arts. He has 
authored numerous articles and lectured on a variety of 
legal topics.

Past Award Recipients:
2015—Samuel F. Abernethy, Esq.
2014— David L. Glass, Esq.

Nominations Sought:
David S. Caplan Award for 
Meritorious Service CasePrepPluspPlusepCas
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