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PUNISHING BAD BROKERS:
SELF-REGULATION AND FINRA SANCTIONS

Barbara Black*

INTRODUCTION

Regulation of the broker-dealer industry by a self-regulatory
organization (SRO)' is an integral part of the federal regulatory scheme
under the Securities Exchange Act of 1934 (the Exchange Act). As a result,
the Financial Industry Regulatory Authority (FINRA), the sole SRO for
U.S. broker-dealers, 2 plays an important role in protecting investors,
especially retail investors, and bolstering investor confidence in the
securities industry and capital markets. Suppose a retail investor believes
that the sales representative of the brokerage firm with whom she has an
account4 (colloquially, her "broker") has abused her trust and caused her
financial loss. The investor likely wants to recover her losses and to see the
broker punished. FINRA, and not the U.S. Securities and Exchange
Commission (the SEC), is the regulator that primarily addresses her
concerns, the first through its arbitration forum' and the second through its
disciplinary proceedings. FINRA is the "cop on the beat." In 2012 FINRA
brought approximately 1500 disciplinary actions against broker-dealer firms
and associated persons, imposed fines of more than $68 million, and

* Charles Hartsock Professor of Law and Director, Corporate Law Center, University of
Cincinnati College of Law. This paper was written for Brooklyn Law School's February 8, 2013,
symposium on the Growth and Importance of Compliance in Financial Firms: Meaning and
Implications. My thanks to Professor James Fanto for inviting me to participate. Bryan Wisecup
and Christopher Jones, Corporate Law Fellows and UC Law '14, provided valuable research
assistance.

1. "Self-regulatory organization" is a defined term in the Securities Exchange Act of 1934
(Exchange Act), Pub. L. No. 94-29, sec. 3(6), § 3(a)(26), 89 Stat. 97, 100 (1975) (codified as
amended at 15 U.S.C. § 78c(a)(26) (2012)), and includes a national securities association
registered under 15 U.S.C. § 78o-3. The Financial Indust~' Regulatory Authority, Inc. (FINRA),
previously known as the National Association of Securities Dealers, Inc. (the NASD), is the only
national securities association.

2. In 2007, the member firm regulation and enforcement functions of the New York Stock
Exchange and NASD were consolidated, and the NASD changed its name to FINRA. The
consolidation was intended to "streamline the broker-dealer regulatory system, combine
technologies, and permit the establishment of a single set of rules and [a single set of] examiners
with complementary areas of expertise [within] a single [SRO]." Self-Regulatory Organizations,
Exchange Act Release No. 55,495, 2007 WL 1260858, at *9 (Mar. 20, 2007). Today FINRA
describes itself as the "leading non-governmental regulator for all securities firms doing business
with the U.S. public." About FINRA: Leadership, FINRA, http://www.finra.org/AboutFINRA
/Leadership/ (last visited Nov. 17, 2013) (emphasis added).

3. "Our chief role is to protect investors by maintaining the fairness of the U.S. capital
markets." About FINRA: Leadership, supra note 2.

4. The sales representatives are "associated persons" of the brokerage firm under the
Exchange Act. 15 U.S.C. § 78c(a)(18).

5. I have previously written about the FINRA securities arbitration process and its importance
to retail investor confidence. See Barbara Black, Is Securities Arbitration Fair to Investors?, 25
PACE L. REv. 1 (2004).
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ordered restitution of $34 million to injured investors.6 It expelled thirty
firms, barred 294 individuals, and suspended another 549 individuals.'
Most of FINRA's disciplinary proceedings are mundane and do not grab
headlines. Consisting of a single broker accused of simple fraud, the
proceedings are frequently uncontested, or if contested, the broker appears
pro se. Thus, FINRA's enforcement efforts do not garner the headlines that
the SEC receives,9 and there has been little scholarly interest in FINRA
disciplinary proceedings.'o

My interest in securities self-regulation and, in particular, FINRA
sanctions stems from my service as a member of FINRA's National
Adjudicatory Council (the NAC) from 2009-2011. The NAC is the
appellate body that reviews initial decisions in FINRA disciplinary and
membership proceedings." Its fourteen members, consisting of seven
industry representatives and seven public representatives, engage in
extended discussions about the facts and circumstances of the cases that
come before it, and the discussions frequently boil down to whether the
misconduct was "egregious," warranting stiffer sanctions, or something less
serious, sometimes expressed as "serious but not egregious." FINRA
adjudicators have broad discretion in determining sanctions;12 there is no
definition of this key concept "egregious." 3 Although many NAC members

6. About FINRA: What We Do, FINRA, http://www.finra.org/AboutFINRA/WhatWeDo/ (last
visited Nov. 17, 2013).

7. See FINRA Statistics: Statistical Review 2008-2012, FINRA, http://www.finra.org
/Newsroom/Statistics/ (last updated July 12, 2013).

8. See Yin Wilczek, FINRA Enforcement Numbers on Track to Match 2012 Record, Chief
Enforcer Says, BLOOMBERG L., http://about.bloomberglaw.com/law-reports/finra-enforcement-
numbers-on-track-to-match-2012-record-chief-enforcer-says/ (last visited Nov. 17, 2013)
(reporting that FINRA Chief of Enforcement says the home office continues to see a significant
number of "single broker cases" involving "petty dishonesty").

9. It is reported that FINRA CEO Richard Ketchum now seeks greater visibility for FINRA
and is "tracking bigger game." See Ben Protess, Regulator Plans to Expand Its Focus, N.Y. TIMES
DEALBOOK (Jan. 8, 2013, 12:54 PM), http://dealbook.nytimes.com/2013/01/08/regulator-plans-
to-expand-its-focus/.

10. Much of the scholarship on securities self-regulation has been written by professors at
Brooklyn Law School. See, e.g., NORMAN S. POSER & JAMES A. FANTO, BROKER-DEALER LAW
AND REGULATION (4th ed. 2007); Roberta Karmel, Should Securities Industry Self-Regulatory
Organizations Be Considered Government Agencies?, 14 STAN. J.L. BUS. & FIN. 151 (2008).
Recently, Professor James Park discussed FINRA disciplinary proceedings in Rules, Principles,
and the Competition to Enforce Securities Laws, 100 CAL. L. REV. 115 (2012).

11. National Adjudicatory Council (NA C), FINRA, http://www.finra.org/Industry
/Enforcement/Adjudication/NAC/index.htm (last visited Nov. 17, 2013).

12. March 2006 Revisions to the NASD Sanction Guidelines - FAQ, FINRA,
http://www.finra.org/industry/enforcement/sanctionguidelines/p016371 (last visited Nov. 17,
2013) [hereinafter March 2006 Revisions] (answer to question 7).

13. Id. (answer to question 17) (In determining if a violation is egregious, the adjudicators
"assess the individual facts and circumstances of the case" and "also consider all relevant
aggravating and mitigating factors.").
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are attorneys,14 the discussions do not generally involve legal precedent.
The habits of a law professor die hard, however, and my experience has
caused me to think more about the nature of industry self-regulation and, in
particular, the fundamental principles underlying sanctions imposed by an
industry regulator. This Article, the product of that exercise, describes, in
Part 1, the evolution of securities self-regulation since the 1938 Maloney
Act and, in Part II, the theory and practice of FINRA sanctions.

I. THE EVOLUTION OF SECURITIES SELF-REGULATION

A. CONTRASTING VIEWS ON SECURITIES SELF-REGULATION

Although regulation of the broker-dealer industry by an SRO has long
been part of the federal regulatory system, the model of self-regulation has
not migrated to other participants and products regulated under the federal
securities laws. In recent years Congress has considered authorizing SROs
for mutual funds" and investment advisers; in both instances, however,
the proposals did not move forward. While there can be many reasons why
new SROs did not come into existence,' 7 the lack of enthusiasm for them
may suggest doubts about the self-regulatory model. Both Congress and the
SEC have viewed it with suspicion and refer to "the natural lack of
enthusiasm for regulation on the part of the group to be regulated"' 8 as a
serious flaw in the self-regulatory model. According to the SEC, "[i]nherent
in self-regulation is the conflict of interest that exists when an organization

14. Of the 2013 NAC members, all of the seven public members are lawyers (five of them law
professors), and three of the industry members (Mahon, Ostergaard, and Senatore) are lawyers.
See National Adjudicatory Council, FINRA, http://www.finra.org/Industry/Enforcement
/Adjudication/NAC/naccommittee/ (last updated Jan. 17, 2013).

15. See Barbara Black, Are Retail Investors Better Off Today?, 2 BROOK. J. CORP. FIN. &
COM. L. 303, 319-20 & nn.l 13-14 (2008) (describing congressional consideration of new models
for regulating mutual fund industry as aftermath of the market timing and late trading abuses).

16. Section 914(a)(2)(B) of the Dodd-Frank Wall Street Reform and Consumer Protection Act,
Pub. L. No. 111-203, 124 Stat. 1376, 1830 (2010) (codified as amended at 15 U.S.C. § 80b-l l),
required the SEC to report to Congress on the extent to which an SRO for investment advisers
would improve the frequency of examinations of investment advisers. The SEC's study,
conducted by the Staff of the Division of Investment Management of the SEC, set forth three
options to address the SEC's lack of resources to conduct regular examinations, including
authorization of one or more SROs to examine registered investment advisers. See STAFF OF THE
Div. OF INv. MGMT. OF THE SEC, STUDY ON ENHANCING INVESTMENT ADVISER EXAMINATIONS
39 (2011), available at http://www.sec.gov/news/studies/2011/914studyfinal.pdf.

17. See Mark Schoeff Jr., At Crucial Hearing, Deck Will Be Stacked Against SRO Opponents,
INVESTMENT NEWS, http://www.investmentnews.com/article/20120605/BLOG07/120609962 (last
visited Nov. 17, 2013). Both the mutual fund and investment advisory industries opposed
regulation by an SRO, at least in part because of additional costs associated with another
regulator. Id. In addition, FINRA initially sought to become the SRO for investment advisers,
which the advisory industry fought because it views the regulatory model for investment advisers
as fundamentally different from the broker-dealer model. Id.

18. SECURITIES INDUSTRY STUDY, S. REP. NO. 93-13, at 145 (1973) [hereinafter SECURITIES
INDUSTRY STUDY].
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both serves the commercial interests of and regulates its members or
users."' 9 In addition to a tendency to protect the economic interests of its
members, there are persistent concerns about uneven and discriminatory
enforcement, particularly by larger, more established firms against smaller,
newer entrants.20

There is, however, an alternative, positive view of the self-regulatory
model that has plausibility. Indeed, no one may be more motivated to
discipline brokers and to remove bad brokers from the industry than the
industry itself.2 1 Good firms spend considerable resources on training their
salespersons and other employees and on maintaining compliance programs
to prevent violations; bad firms, in contrast, scrimp on these costs. The
actions of bad actors, nevertheless, will cost the entire industry in terms of
loss of investor confidence and increased government surveillance.22 In
addition, self-regulation may be more effective than government regulation
because of industry experience and expertise, the ability to perform detailed
oversight functions, and greater acceptance of regulation by the industry

23rather than by the government. It is frequently asserted that industry
regulators can enforce ethical standards that are loftier than mere legal
compliance,24 although, as I discuss later on, this assertion, if ever true, is
questionable today. 25 Finally, as a practical matter, the size of the brokerage
industry means that the SEC could not be the primary enforcer without a
significant infusion of resources, and the federal government prefers that

19. Concept Release Concerning Self-Regulation, Exchange Act Release No. 50,700, 2004
WL 2648179 § I, at *2 (Nov. 18, 2004) [hereinafter SEC Concept Release].

20. See infra notes 94-103 and accompanying text (discussing the NASD's 1996 scandal
involving collusion among market makers); see also SEC Concept Release, supra note 19,
§ IV.A.1, at *7 (discussing concerns about undue influence of large member firms).

21. See Paul S. Grant, The National Association of Securities Dealers: Its Origin and
Operation, 1942 WIS. L. REv. 597, 608 (describing disciplinary proceedings and stating that "the
experience and judgment of men in the business are the best qualifications for fair, even strict
determination of findings and penalties" and "[t]he members passing on complaints are
determined that the industry will raise its standards"); see also Onnig H. Dombalagian, Self and
Self-Regulation: Resolving The SRO Identity Crisis, I BROOK. J. CORP. FIN. & COM. L. 317, 321-
22 (2007) (describing reciprocal regulation to signal higher standards of care adhered to by SRO
members).

22. William A. Birdthistle & M. Todd Henderson, Becoming a Fifth Branch, 99 CORNELL L.
REV. 1, 8-12 (2013).

23. SPECIAL STUDY OF SECURITIES MARKETS OF THE SECURITIES EXCHANGE COMMISSION,
H.R. REP. NO. 88-95, pt. 4, at 693-94 (1963) [hereinafter SEC SPECIAL STUDY]; JOEL SELIGMAN,
THE TRANSFORMATION OF WALL STREET: A HISTORY OF THE SECURITIES AND EXCHANGE
COMMISSION AND MODERN CORPORATE FINANCE 439 (3d ed. 2003).

24. SEC SPECIAL STUDY, supra note 23, at 722.
25. For example, it is unlikely that the NASD could enforce a view of manipulation that was

contrary to the SEC's. See infra notes 104-107 and accompanying text (discussing NASD v. SEC,
431 F.3d 803 (D.C. Cir. 2005)). In Dep't of Mkt. Regulation v. Leighton, Complaint No.
CLGO50021, 2010 WL 781457, at *2 (FINRA NAC Mar. 3, 2010), the NAC reversed the findings
of the Extended Hearing Panel's majority based on a "tenuous" industry standard that limited the
profits an institutional sales trader could make on trades.

26 [Vol. 8
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the industry pay these regulatory costs. 26 For this reason alone, whatever the
assessment of its strengths and weaknesses, self-regulation of the broker-
dealer industry is here to stay.

B. THE CURRENT STATUTORY FRAMEWORK

Section 15A of the Exchange Act, which provides for the registration
with the SEC of national securities associations, has been amended
frequently since its initial enactment in 1938 in the Maloney Act.27 We first
set forth the current statutory framework and then discuss the legislative
history of the Maloney Act and subsequent significant developments.

Section 15A provides that an association of brokers and dealers may be
registered as a "national securities association" (NSA) if it applies for
registration with the SEC and meets the statutory requirements as well as
others prescribed by the SEC.28 In order for an association of brokers and
dealers to be registered as an NSA, the SEC must make a number of
determinations, including that the association is "able to carry out the
purposes of [the Exchange Act]" and "to enforce compliance by its
members and persons associated with its members, with the provisions" of
the Exchange Act and its rules and the rules of the association.2 9 The
association must adopt rules designed for a variety of enumerated purposes,
including "to prevent fraudulent and manipulative acts and practices, to
promote just and equitable principles of trade . . . , and, in general, to
protect investors and the public interest."30 The association's rules must
provide for appropriate discipline of its members and associated persons for
violations of the Exchange Act and its rules and the association's rules.3 '
The statute authorizes a broad range of sanctions, including "expulsion,
suspension, limitation of activities, functions, and operations, fine, censure,
being suspended or barred from being associated with a member, or any
other fitting sanction." 32

The statute requires that the association's rules set forth "a fair
procedure" for the discipline of its members and associated persons. 3 In

26. See SEC Concept Release, supra note 19, § IV.D, at *19 (citing self-funding as "[o]ne of
the key historical benefits" of securities self-regulation); Div. OF MKT. REGULATION, SEC,
MARKET 2000: AN EXAMINATION OF CURRENT EQUITY MARKET DEVELOPMENTS app. at VI - 6

(1994), available at http://www.sec.gov/divisions/marketreg/market2000.pdf (explaining that
experience with the Securities and Exchange Commission Only (SECO) program shows that SEC
resources necessary to assume direct regulation of broker-dealers "are not realistically
attainable").

27. Exchange Act, Pub. L. No. 75-719, sec. 1, § 15A, 52 Stat. 1070, 1070-75 (codified as
amended at 15 U.S.C. § 78o-3 (2012)).

28. 15 U.S.C. § 78o-3(a).
29. Id. § 78o-3(b)(2).
30. Id. § 78o-3(b)(6).
31. Id. § 78o-3(b)(7).
32. Id.
33. Id. § 78o-3(b)(8).

272013]
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addition, the statute specifies certain procedures to assure notice and an
opportunity to be heard, as well as the creation of a reviewable record. In
any disciplinary proceeding, the association must "bring specific charges,
notify such member or person of, and give him an opportunity to defend
against, such charges, and keep a record."3 A determination to impose a
disciplinary sanction must be accompanied by a statement setting forth (A)
the act or practice that the member or associated person was found to have
engaged or found to have omitted; (B) the specific provision of the
Exchange Act, its rules, or the SRO rules which the act, practice, or
omission violated; and (C) the sanction imposed and the reason for it.35

FINRA disciplinary proceedings are heard before a panel chaired by a
professional hearing officer and two industry representatives. Any party
may seek to appeal a hearing panel's decision to the NAC, and the NAC
may decide on its own to hear an appeal. The NAC's decision is FINRA's
final action on the matter unless FINRA's Board of Governors decides to
review it.38

All disciplinary proceedings are subject to de novo review by the SEC,
on the agency's own motion or upon application by any "aggrieved"
person. 39 So that the SEC is kept apprised of SRO disciplinary proceedings,
the SRO is required to provide the agency notice of any final disciplinary
sanction containing such information as the agency requires by rule. 40 To
uphold any sanction imposed by the SRO, the SEC must make findings that
the member or associated person

has engaged in such acts or practices, or has omitted such acts, as the self-
regulatory organization has found him to have engaged in or omitted, that
such acts or practices, or omissions to act, are in violation of such
provisions of this chapter, the rules or regulations thereunder, [or] the
rules of the self-regulatory organization, ... and that such provisions are,
and were applied in a manner, consistent with the purposes of this
chapter.41

If, however, the SEC does not make the requisite findings of a
violation, then it must set aside the sanction and, "if appropriate," remand to

34. Id. § 78o-3(h)(1).
35. Id.
36. Adjudication, FINRA, http://www.finra.org/Industry/Enforcement/Adjudication/ (last

visited Nov. 17, 2013). FINRA Code of Procedure Rules 9231 and 9232 set forth the criteria for
selection of panelists. Code of Procedure, FINRA, http://finra.complinet.com/en/display
/displayviewall.html?rbid=2403&elementid=3895&record-id=l 1675 (last visited Nov. 17,
2013).

37. Adjudication, supra note 36.
3 8. Id.
39. 15 U.S.C. § 78s(d)(2).
40. Id. § 78s(d)(1). The notice requirement is set forth in SEC Rule 19d-1. Notices by Self-

Regulatory Organizations, 17 C.F.R. § 240.19d-1 (2013).
41. 15 U.S.C. § 78s(e)(1)(A).
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the SRO for further proceedings.42 Moreover, after the SEC makes the
requisite findings of a violation, if it finds, "having due regard for the public
interest and the protection of investors," that the sanction imposed by the
SRO "imposes any burden on competition not necessary or appropriate in
furtherance of the purposes of this chapter or is excessive or oppressive,"
then it may "cancel, reduce, or require the remission of such sanction."43

Although the statute is phrased in terms of agency discretion, according to
the D.C. Circuit, the SEC must, when reviewing a FINRA disciplinary
action, consider whether the sanction is "excessive or oppressive" and.must
carefully consider any aggravating or mitigating factors relevant to the
determination of an appropriate sanction."

Finally, the Exchange Act provides for judicial review of an SEC final
order by a "person aggrieved" by the order.45 The standard of review is the
"arbitrary, capricious, an abuse of discretion, or otherwise not in accordance
with law" standard set forth in the Administrative Procedure Act.46

C. EVOLVING VIEWS ON SECURITIES SELF-REGULATION

Since its inception in 1939, FINRA (including its predecessor, the
NASD) has evolved from a membership association primarily responsible
for enforcing industry norms to a regulator that enforces federal securities
laws as an adjunct of the SEC. This section summarizes the milestones in
that development.

1. The Maloney Act

The original concept of securities self-regulation was that of
membership associations having contractual powers to enforce sound
business practices and ethical standards that were considered beyond the
scope of government regulation.4 8 As described by William Douglas: 49

Self-regulation . . . can be pervasive and subtle in its conditioning
influence over business practices and business morality. By and large,
government can operate satisfactorily only by proscription. That leaves
untouched large areas of conduct and activity; some of it susceptible of

42. Id. § 78s(e)(1)(B).
43. Id. § 78s(e)(2). The SEC also has discretion to remand to the SRO for further proceedings.

Id. § 78s(e)(1)(A).
44. Saad v. SEC, 718 F.3d 904, 909, 913 (D.C. Cir. 2013).
45. 15 U.S.C. § 78y(a)(1).
46. Administrative Procedure Act, Pub. L. No. 89-554, § 706(2)(A), 80 Stat. 378, 393 (1966)

(codified as amended at 5 U.S.C. § 706(2)(A) (2012)); Saad, 718 F.3d at 910.
47. See generally Karmel, supra note 10 (describing how at least some of the "self' has been

taken out of FINRA).
48. SELIGMAN, supra note 23, at 186.
49. Justice Douglas served as Chairman of the SEC from 1937-39. SEC Historical Summary

of Chairmen and Commissioners, SEC, http://www.sec.gov/about/sechistoricalsummary.htm (last
visited Nov. 17, 2013).
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government regulation but in fact too minute for satisfactory control; some
of it lying beyond the periphery of the law in the realm of ethics and
morality. Into these larger areas self-government and self-government
alone, can effectively reach. so

The Exchange Act, as enacted in 1934, designated national securities
exchanges, principally the New York Stock Exchange (NYSE), as SROs
with the responsibility to regulate member broker-dealers but did not
provide for self-regulation of broker-dealers operating in the over-the-
counter (OTC) markets. Congress addressed this lacuna in 1938. The
Maloney Act amended the Exchange Act to set up "a system for
cooperative regulation of the over-the-counter markets, through the
activities of voluntary associations of investment bankers, dealers and
brokers doing business in these markets, under appropriate governmental
supervision."5 The legislative history identified three aspects to regulation
of the OTC markets:

First, to protect the investor and the honest dealer alike from dishonest and
unfair practices by the submarginal element in the industry; second, to
cope with those methods of doing business which, while technically
outside the area of definite illegality, are nevertheless unfair both to
customer and decent competitor, and are seriously damaging to the
mechanism of the free and open market; and, third, to afford to the
investor an economic service the efficiency of which will be
commensurate with its economic importance, so that the machinery of the
Nation's markets will operate to avoid the misdirection of the Nation's
savings, which contributes powerfully toward economic depressions and
breeds distrust of our financial processes.52

Congress identified two regulatory alternatives. Rejecting the first, a
"pronounced expansion of the [SEC]," with a large increase in expenditure
of public funds, accompanied by "a minute, detailed, and rigid regulation of
business conduct by law,"53 Congress opted for "cooperative regulation,"5 4

as described by Senator Maloney:

The Federal Government, through the Securities and Exchange
Commission, says to the investment bankers of the country, "You may
create your own association or associations. You may provide your own
rules and your own regulations. We want you to run your own business.
We want a representation, however. We want a right of review and
supervision." So, while some of us would like to call what is provided for

50. SECURITIES INDUSTRY STUDY, supra note 18, at 149.
51. REGULATION OF OVER-THE-COUNTER MARKETS, H.R. REP. No. 75-2307, at 2 (1938);

REGULATION OF OVER-THE-COUNTER MARKETS, S. REP. No. 75-1455, at 1 (1938).
52. H.R. REP No. 75-2307, at 4.
53. Id.
54. Id.

[Vol. 830
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self-regulations, it is in effect a cooperative regulation . . . . It is purely
voluntary.55

Similarly, the purpose of the legislation was "to enable the people of
this business to guide and direct the affairs of their own industry under
government supervision."56 The legislation presupposed that "regulation
can best be achieved by the efforts of honest brokers and dealers themselves
... .." The SEC is "injected into the association or associations to prevent
the growth of monopoly and to protect the rights of minorities, and the little
dealer as well as the small buyers."

Consistent with the concept that the membership associations would
enforce their own rules, Exchange Act section 15A, as originally enacted,
did not explicitly give NSAs the authority to bring disciplinary proceedings
for violations of federal securities laws and regulations. 59 It was not until
the 1975 amendments to the Exchange Act that NSAs had express authority
to enforce the Exchange Act and its rules, although prior thereto, the NASD
had enforced at least some federal securities provisions through its general
requirement of "high standards of commercial honor and just and equitable
principles., 0

The NASD was established in 1939 and was-and continues to be
through its successor, FINRA-the sole NSA for broker-dealers.6'

2. The SEC's Special Study of Securities Markets

In 1961 Congress appropriated funds for the SEC to undertake "a broad
study of the adequacy of investor protection in the securities markets," 6 2

including an examination of the OTC market. Joel Seligman, the foremost
historian of the SEC, described the Special Study of Securities Markets (the
Special Study), conducted by a quasi-independent group within the SEC, as
"the single most influential document published in the history of the
SEC."63 A principal component of the Special Study is "a factual
documentation of the limits of self-regulation in the securities industry,"64
including the performance of the securities exchanges and the NASD as
well as the SEC's oversight of them.

The Special Study described the evolution of the NASD from "a
somewhat unique experiment in supervised self-regulation" to "an

55. 83 CONG. REC. 4451 (1938) (statement of Sen. Francis Maloney).
56. Senator Francis Maloney, Radio Address on Over-the-Counter Securities Markets (Feb.

25, 1938), in 83 CONG. REC. app. at 789 (1938).
57. Id. at 790.
58. Id.
59. See SEC SPECIAL STUDY, supra note 23, at 646.
60. Id. at 646 n.420.
61. See supra note 2 and accompanying text.
62. SEC SPECIAL STUDY, supra note 23, pt. 1, at iii (Letter of Transmittal).
63. SELIGMAN, supra note 23, at 299.
64. Id.
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established part of the regulatory scheme exerting a substantial influence on
numerous phases of the securities industry."6 5 In its judgment, the NASD
was at a crossroads 66 because "its capacity to do its job is overtaxed:" 67

"The NASD's job of self-regulation is an enormous one in every
dimension, but from the beginning it has sought to adhere to a concept of
self-regulation with a maximum emphasis on 'self'-members in the
securities business regulating themselves-and with minimal reliance on
full-time paid staff."6 8

With respect to the NASD's disciplinary proceedings, the Special Study
reported that the NASD "placed great emphasis on informality and
simplicity in all phases of the disciplinary process"69-what was important
to the membership was that decisions were "made by businessmen based
upon their knowledge of the procedures of their business."70 The Special
Study concluded that the principal problem with disciplinary proceedings
was lack of efficiency and speed in handling cases; 7' it also found troubling
disparities in the penalties for certain kinds of misconduct that suggested
discrimination against smaller firms.72

To address the NASD's deficiencies, the Special Study called for the
creation of a larger professional staff with greater responsibilities,7 3

centralization of enforcement authority, and permanent hearing officers for
disciplinary hearings.74 In addition, the Special Study observed that the
NASD's "purpose of promoting voluntary compliance with ethical
standards beyond the reach of formal regulation has limited its resort to
codification or other 'legalistic' techniques that might ease its burden of
day-to-day regulation."7 5 In short, in the view of the Special Study, the
NASD should become more bureaucratic, with a professional staff and a
rulebook. These recommendations signaled a significant change in the

65. SEC SPECIAL STUDY, supra note 23, at 673.
66. Id. at 674.
67. Id.
68. Id.; see Howard C. Westwood & Edward G. Howard, Self-Government in the Securities

Business, 17 L. & CONTEMP. PROBS. 518, 533 (1952) (describing how, when the NASD applied to
register with the SEC, it originally contemplated that it would not need a paid staff, but the SEC
objected and also thought the proposed schedule of membership fees was too low).

69. SEC SPECIAL STUDY, supra note 23, at 664.
70. Id. at 665 (quoting letter from the NASD's executive director); Grant, supra note 21, at

608 (describing disciplinary proceedings and stating that "the experience and judgment of men in
the business are the best qualifications for fair, even strict determination of findings and penalties"
and "[tihe members passing on complaints are determined that the industry will raise its
standards").

71. SEC SPECIAL STUDY, supra note 23, at 681.
72. Id. at 666 (describing the relative leniency in free-riding cases in contrast to net capital

violations; the former is not found primarily in marginal firms).
73. Id. at 676. "[T]he NASD's paid staff should be increased in size, stature, and responsibility

...... Id. at 680.
74. Id.
75. Id. at 679.
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concept of securities self-regulation that was implemented in subsequent
amendments to the Exchange Act.

3. 1964 Amendments to the Exchange Act

In 1964 Congress amended section 15A of the Exchange Act to require,
for the first time, that NSAs have standards of financial responsibility for
member firms and standards of training, experience, and other
qualifications for associated persons. The amendment also permitted the
NASD to bring disciplinary proceedings against associated persons without
proceeding against their firms.16 According to the Senate report
accompanying the legislation, the amendments "contemplate[d] an even
greater degree of reliance upon self-regulation, although under somewhat
more intensive [SEC] supervision."77

In addition, the Senate report essentially repudiated the Maloney Act's
concept of a voluntary membership association enforcing through contract
its business and ethical standards on its members and instead emphasized
that the association was a regulator acting pursuant to delegated authority:
"Registered securities associations are not private clubs. They are organized
under statutory authority to perform, under governmental oversight,
regulatory functions in the over-the-counter securities market."7 1

This emphasis on delegated government power becomes the dominant
theme in subsequent congressional consideration of the concept of
securities self-regulation, although lip service is still paid to the Maloney
Act's concept of self-regulation.

4. The Securities Industry Study of 1973

In 1970, when Congress enacted the Securities Investor Protection Act
to address the crisis caused by the failures of a number of large NYSE firms
and to deal with the threat of loss of investor confidence, a number of
Senators expressed concern that the securities industry was in need of
fundamental reform.79 As a result, in 1971 the Senate authorized a thorough
study of the securities industry and the securities markets, conducted by the
Subcommittee on Securities of the Committee on Banking, Housing and
Urban Affairs, which was completed in 1973.80 The Securities Industry
Study made a number of conclusions and recommendations, many of them
concerning industry self-regulation, including that "[t]he division of

76. Summary and Interpretation of Amendments to Securities Act of 1933 and Securities
Exchange Act of 1934 Contained in the Securities Acts Amendments of 1964, Securities Act
Release No. 4725, Exchange Act Release No. 7425, 1964 WL 67875, at *15 (Sept. 29, 1964).

77. SECURITIES AND EXCHANGE COMMISSION LEGISLATION 1963, S. REP. NO. 88-379, at 42
(1963).

78. Id.
79. SECURITIES INDUSTRY STUDY,supra note 18, at 1.

80. Id. at 3.
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responsibility between the SEC and the self-regulatory organizations
requires redefinition to establish clearer lines of responsibility for
decisionmaking." 8' The Securities Industry Study emphasized that

there is a common and serious misunderstanding of the nature and limits
of the concept of self-regulation . . . . [S]elf-regulation is thought to mean
that the securities industry regulates itself and therefore is not regulated by
the government. Such a conception of self-regulation is seriously
misleading in failing to acknowledge the essential and continuing role of
the federal government. 82

The Securities Industry Study expressed a great deal of skepticism about
securities self-regulation and described the

inherent limitations in allowing an industry to regulate itself . . . : the
natural lack of enthusiasm for regulation on the part of the group to be
regulated, the temptation to use a fagade of industry regulation as a shield
to ward off more meaningful regulation, the tendency for businessmen to
use collective action to advance their interests through the imposition of
purely anti-competitive restraints as opposed to those justified by
regulatory needs, and a resistance to changes in the regulatory pattern
because of vested economic interests in its preservation.

Despite this lack of enthusiasm for securities self-regulation, the
Securities Industry Study acknowledged practical realities: that "the
Congress was well aware of the serious practical problems confronting the
government if it were to assume the entire regulatory burden." 84

Accordingly, Congress established a regulatory model that balanced the
"limitations and dangers"85  of self-regulation against "'the sheer
ineffectiveness of attempting to assure [regulation] directly through the
Government on a wide scale.' 86

In addition, the Securities Industry Study did acknowledge that
securities self-regulation had significant advantages apart from its practical
necessity, which included bringing industry members' expertise to bear on
the regulatory issues and involving industry members in the regulatory
process.87 Indeed, what it identified as the most important advantage
harkened back to the Maloney Act's original concept: "its potential for

81. Id. Seligman notes that Congress was frustrated with the SEC's passivity in supervising the
SROs and that "[b]etween 1971 and 1975, the SEC's supervision of stock market regulation was
the subject of almost incessant congressional hearings and reports." SELIGMAN, supra note 23, at
443.

82. SECURITIES INDUSTRY STUDY, supra note 18, at 137.
83. Id. at 145 (footnote omitted).
84. Id. at 146.
85. Id.
86. Id. (quotation marks in original).
87. Id. at 149.
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establishing and enforcing what Mr. Justice Douglas referred to as 'ethical
standards beyond those any law can establish.'" 8

5. 1975 Amendments to the Exchange Act

Somewhat surprisingly, the NASD did not have express statutory
authority to enforce the Exchange Act and its rules until the 1975
amendments to the Exchange Act.89 The 1975 amendments also
strengthened SEC oversight in several key respects, including procedures
applicable to SEC review of SRO proposed rule changes9o and SRO
disciplinary actions.9 ' In addition, Congress reinforced the notion that SROs
are not "private clubs" by requiring that their governing bodies have at least
one public member, i.e., not from the industry.9 2

Once again, the legislative history emphasized that "self-regulatory
organizations exercise authority subject to SEC oversight. They have no
authority to regulate independently of the SEC's control."

6. The NASD's 1996 Scandal Involving Collusion Among
Market Makers

In the 1990s, both the U.S. Department of Justice's Antitrust Division
and the SEC investigated allegations of abusive practices by Nasdaq market
makers to suppress competition and mislead customers. 94 In 1996 the SEC
and the NASD entered a settlement after the agency instituted public
proceedings against the NASD. 95 The SEC, in addition to making findings
of misconduct in the Nasdaq market by Nasdaq market makers, found that
the NASD inadequately enforced its rules applicable to market makers and
processed certain membership applications in a manner inconsistent with its
rules, both of which were attributable to the undue influence of market
makers in the NASD regulatory processes. The SEC also found that the

88. Id. (footnote omitted).
89. Exchange Act, Pub. L. No. 94-29, sec. 12, § 15A, 89 Stat. 97, 127-31 (1975).
90. Id. sec. 16, § 19(b)-(c), 89 Stat. at 147-50.
91. Id. sec. 16, § 19(d)-(e), 89 Stat. at 150-51.
92. Id. sec. 12(2), § 15A(b)(4), 89 Stat. at 127.
93. SECURITIES ACTS AMENDMENTS OF 1975, S. REP. NO. 94-75, at 23 (1975), reprinted in

1975 U.S.C.C.A.N. 179, 201.
94. SEC, REPORT PURSUANT TO SECTION 21(A) OF THE SECURITIES EXCHANGE ACT OF 1934

REGARDING THE NASD AND THE NASDAQ MARKET (1996) [hereinafter SEC, REPORT PURSUANT

TO SECTION 21(A)], available at http://www.sec.gov/litigation/investreport/nasdaq21a.htm.
95. The SEC can impose sanctions on an SRO if it finds, on the record and after notice and

opportunity for a hearing, that the SRO has violated or is unable to comply with any provision of
the Securities Exchange Act and its rules, or the SRO's own rules. 15 U.S.C. § 78s(h)(1) (2012).

96. NASD, Exchange Act Release No. 37,538, 1996 WL 447193 (Aug. 8, 1996) [hereinafter
NASD Release]. For background on the Nasdaq trading practices at issue, see SELIGMAN, supra
note 23, at 698-702. Arthur Levitt, the SEC Chairman at the time, acknowledged that the SEC
itself "failed to see that the NASD had gradually been taken over by a cabal of dealers who used
the NASD's disciplinary process to punish certain players, such as daytraders, while failing to
prosecute serious infractions by market-makers." Id. at 699 (quoting ARTHUR LEVITT, TAKE ON
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influence exerted by the market makers resulted in the NASD staff's
targeting less-favored constituencies in examinations and disciplinary
actions.97 The NASD did not admit or deny the findings.

In response to the scandal, prior to the SEC settlement, the NASD had
already accepted the recommendation of its Select Committee headed by
former Senator Warren Rudman to review Nasdaq structure and
governance 98 and determined to separate the NASD's market and regulatory
functions. 99 The SEC censured the NASD and required it to consent to a
number of reforms, including reforms designed to reduce the influence of
members over regulatory and disciplinary matters. Thus, the settlement
required "at least 50% independent public and non-industry membership on
its Board of Governors" and on the boards of all subsidiaries and affiliates
that have self-regulatory functions, and on the major NASD committees,
including the predecessor to the NAC, the National Business Conduct
Committee. 00 The participation of industry members in disciplinary
proceedings was also reduced. The NASD was required to institute the use
of professional hearing officers-"who shall be attorneys with appropriate
experience and training"-to preside over disciplinary proceedings.'o' In
addition, the NASD was required "to provide for the autonomy and
independence of the regulatory staff' so that the staff would have sole
discretion as to what matters to investigate and prosecute, subject only to
supervision of the Board of Governors, and would be "generally insulated
from the commercial interests of its members and the Nasdaq market."' 0 2

As a result of this demonstration of the fatal flaw of securities self-
regulation-the undue influence exerted by powerful members-the
NASD's transformation into a professional regulator largely independent of
its membership, as recommended by the 1963 Special Study, was
substantially accomplished. Today, after the 2007 consolidation, FINRA
describes itself as the "leading non-governmental regulator for all securities
firms doing business with the U.S. public."' 0 3

THE STREET: WHAT WALL STREET AND CORPORATE AMERICA DON'T WANT YOU TO KNOW
183-84 (2002)).

97. Specifically, NASD staff targeted day trading firms that used Nasdaq's Small Order
Execution System. See SEC, REPORT PURSUANT TO SECTION 21(A), supra note 94, at 40-44.

98. U.S. GEN. ACCOUNTING OFFICE, PUB. No. GAO-02-362, SECURITIES MARKETS:
COMPETITION AND MULTIPLE REGULATORS HEIGHTEN CONCERNS ABOUT SELF-REGULATION 11
(2002), available at http://www.gao.gov/assets/240/234468.pdf.

99. Id. at 8; see also SELIGMAN, supra note 23, at 701-02.
100. NASD Release, supra note 96, § IV.B.1, at *3.
101. Id. § IV.B.3.
102. Id. § IV.B.4, at *4.
103. About FINRA: Leadership, supra note 2 (emphasis added).
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7. The Current View of Securities Self-Regulation

As this brief history demonstrates, the concept of FINRA has evolved
from a voluntary membership organization enforcing through contract its
business practices and ethical standards to a regulator that is independent
from its membership, whose authority to enforce federal securities laws
derives from Congress and is subject to SEC oversight. Two appellate
opinions underscore this transformation.

In NASD v. SEC, the NASD sought judicial review of an SEC order that
set aside the NAC's findings of market manipulation in violation of
Exchange Act section 10(b) and Rule 1 Ob-5 and the sanctions imposed for
that violation, which were expulsion of the member firm and an industry
bar of its owner.104 The SEC concluded that the evidence did not establish
that the respondents committed market manipulation.'os In ruling that the
NASD did not have standing to appeal the SEC order, the D.C. Circuit
described it as a "quasi-governmental agency, with express statutory
authority to adjudicate actions against members who are accused of illegal
securities practices and to sanction members found to have violated the
Exchange Act or [SEC] regulations issued pursuant thereto."' 06 The
NASD's subordinate status was clear. Under the statutory scheme providing
for securities self-regulation, "[t]he NASD's authority to discipline its
members for violations of federal securities law is entirely derivative. The
authority it exercises ultimately belongs to the SEC, and the legal views of
the self-regulatory organization must yield to the Commission's view of the
law." 07

The court held that the NASD, as a first-level adjudicator, was not a
"person aggrieved" that can appeal an SEC decision under Exchange Act
section 25(a).os It rejected summarily the NASD's argument that it was 'an
aggrieved person" based on its staff's frustration in its mission because it
would be unable to bring disciplinary proceedings except in the narrow
circumstances covered by the SEC decision:' 09 "Simply put, the NASD

104. NASD v. SEC, 431 F.3d 803, 804-05 (D.C. Cir. 2005). As the court noted throughout the
opinion, this was the first case in nearly seventy years in which the NASD sought judicial review
of an SEC order when the NASD was acting as an adjudicator. Id. at 811.

105. The NAC stated that the question presented by the appeal was "whether a market marker
that trades a small volume of stock can violate the antifraud provisions of SEC and NASD rules
when the evidence demonstrates that the firm took actions that were designed to artificially
increase the price of the stock" and answered the question in the affirmative. Mkt. Regulation v.
Elgindy, Complaint No. CMS000015, 2003 WL 21203080, at *1 (NASD NAC May 7,2003). The
SEC, however, concluded that the record did not support a finding that the respondents' actions
were part of a manipulative scheme. Elgindy, Exchange Act Release No. 49,389, 2004 WL
865791, at *4-5 (Mar. 10, 2004).

106. NASD, 431 F.3d at 804.
107. Id. at 806.
108. Id. at 805.
109. Id. at 809-10.
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appears before this court as a disgruntled first-level tribunal, complaining
because it has been reversed by a higher tribunal.""o

The question left unaddressed by NASD v. SEC was whether FINRA
could adopt and enforce its own definition of market manipulation apart
from the Exchange Act as a violation of its requirement that members
observe "high standards of commercial honor and just and equitable
principles of trade.""' Fiero v. FINRA,"l 2 discussed next, suggests that
courts would not be receptive to efforts to impose significant sanctions for
violations that were based solely on ethical standards that go beyond the
antifraud provisions of the Exchange Act.

Fiero even more clearly demonstrates that courts view FINRA's powers
as exclusively derived from the Exchange Act." 3 In 2002 the NAC
affirmed a hearing panel's findings that Fiero Brothers, Inc., a member
firm, and John Fiero, its president (collectively, the Fieros) engaged in
market manipulation and its sanctions of expulsion/bar from the industry
and a $1 million fine imposed jointly and severally on the Fieros. "4 The
Fieros did not appeal the NAC's decision to the SEC.' 's After the Fieros
refused to pay the fine, FINRA commenced an action in New York state
court.116 The trial court awarded judgment in its favor, upholding its
authority to bring the action under contract law, because the Fieros had
agreed to comply with the SRO's rules, including imposition of fines and
sanctions, when the firm became a NASD member and Fiero became an
associated person of the firm." 7 The court further noted that "'New York
state courts have long recognized the right of a private membership
organization to impose fines on its members, when authorized to do so by
statute, charter or by-laws.""' 8 New York's highest court, however,
subsequently reversed on the ground that the federal courts possessed
exclusive jurisdiction because the FINRA complaint was an action to

110. Id. at 809.
111. FINRA Rules, FINRA, http://finra.complinet.com/en/display/displayviewall.html?rbid

=2403&element id=607&record id-609 (last visited Nov. 17, 2013) (FINRA Rule 2010,
formerly NASD Conduct Rule 2110).

112. Fiero v. FINRA, 660 F.3d 569 (2d Cir. 2011).
113. See id. at 576.
114. The hearing panel also found, and the NAC affirmed, a finding that the Fieros violated a

NASD Rule. The NAC imposed the $1 million fine for the market manipulation claim. Dep't of
Enforcement v. Fiero, Complaint No. CAF980002, 2002 WL 31476976, at *33 n.60 (NASD NAC
Oct. 28, 2002).

115. If the Fieros had appealed and the SEC had affirmed the NAC fine, the SEC would have
had the authority to bring a proceeding to collect the fine under Exchange Act § 21(e). Fiero, 660
F.3d at 574-75; but see id. at 575 n.7 (expressly noting that the issue of SEC authority was not
before the court).

116. NASD v. Fiero, No. 102755/04, 2006 WL 5251396 (N.Y. Sup. Ct. May 11, 2006).
117. NASD v. Fiero, 882 N.E.2d 879 (N.Y. 2008).
118. Fiero, 660 F.3d at 572 (citing NASD v. Fiero, No. 102755/04, slip op. at 2 (N.Y. Sup. Ct.

Sept. 12, 2005), rev'don other grounds, 882 N.E.2d 879 (N.Y. 2008)).
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enforce a liability or duty created under the Exchange Act.11 9 The Fieros
then brought an action in federal district court, seeking a declaratory
judgment that FINRA had no authority to collect fines through judicial
proceedings; FINRA filed a counterclaim, again seeking to enforce the fine
under contract theory.120 Reversing the district court's judgment in favor of
FINRA, the court of appeals held that the Exchange Act did not confer on
FINRA authority to bring judicial actions to enforce collection of its
fines. 121

The court of appeals' analysis was based on the premise that "where
FINRA enforces statutory or administrative rules, or enforces its own rules
promulgated pursuant to statutory or administrative authority, it is
exercising the powers granted to it under the Exchange Act." 22 The court
of appeals relied principally on the statutory language: while Exchange Act
section 15A(b) confers on SROs the power and obligation to discipline
members and impose sanctions, including fines, the Exchange Act did not
expressly confer on SROs the power to bring judicial actions to collect
fines.12 3 The court contrasted this with statutory provisions. conferring
express power on the SEC to seek judicial enforcement of monetary
penalties and concluded on this basis that the omission of comparable
power to SROs was intentional.124 The court also found that FINRA's
breach of contract theory undermined Exchange Act section 27, which
confers on federal courts exclusive jurisdiction to enforce the Exchange
Act, explaining that "FINRA contract enforcement actions may bristle with
Exchange Act legal issues because the most serious fines levied by FINRA
will be for member violations of the Act."'I 25 Assuming that the court was
correct in its assertion that FINRA's largest fines are imposed for Exchange
Act violations, it did not explain how an action brought to collect a fine
would require courts to interpret the Exchange Act.126

The court acknowledged that its interpretation left a "seemingly
inexplicable nature of a gap in the FINRA enforcement scheme: fines may
be levied but not collected." 2 7 The court, however, did not find this
troublesome because FINRA had another "draconian sanction not involving
court action:"l28 it could expel the member from the industry for non-

119. Fiero, 882 N.E.2d at 882.
120. Fiero v. FINRA, 606 F. Supp. 2d 500, 502 (S.D.N.Y. 2009).
121. Fiero, 882 N.E.2d at 882.
122. Fiero, 660 F.3d at 575-76 (emphasis added).
123. Id. at 574.
124. Id. at 575.
125. Id. at 576.
126. Cf Fiero v. FINRA, 606 F. Supp. 2d 500, 517-18 (S.D.N.Y. 2009) (rejecting this

argument because FINRA is not suing for violations of securities laws or introducing disciplinary
proceedings as evidence of the Fieros' securities violations).

127. Fiero, 660 F.3d at 576.
128. Id.
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payment or, in this case, refuse to permit the Fieros to re-enter the industry
until they paid the fine.129 In addition, in a non sequitur, the court observed
that a violator of the Exchange Act would likely face a "panoply of private
and SEC remedies."1

30

Both opinions view the Exchange Act as the exclusive source of
authority for FINRA; the organization has no independent power or
authority. In addition, both opinions adhere to a literal, non-expansive
interpretation of the association's statutory authority. Neither opinion offers
FINRA any encouragement to explore new regulatory approaches or to be
innovative in its approach to regulation; both opinions emphasize that
FINRA was asserting a power that it had not previously attempted to
exercise.

The current view of securities self-regulation may be a significant
cabining of FINRA's ability to enforce ethical standards beyond the
antifraud provisions of the Exchange Act for the protection of retail
investors. Yet, because of the seriousness of the sanctions, broker-dealers
and associated persons need fair notice of what kinds of conduct constitute
violations; the law cannot be "soft" or vague. Moreover, the 1996 market-
maker scandal demonstrated that the historic concern for undue industry
influence was not misplaced and that Congress was correct in identifying
the need for more independence from the industry and greater SEC
oversight.

II. FINRA SANCTIONS

As previously described, the Exchange Act requires FINRA to adopt
rules to regulate the conduct of its members' 3 ' and to provide for
appropriate discipline of firms and associated persons for violations of the
Exchange Act and its rules, as well as the SRO's rules.132 The statute
authorizes a broad range of sanctions and confers broad discretion on
FINRA to determine the appropriate sanction, subject to the SEC's power
to reduce a sanction if it imposes an undue burden on competition or is
"excessive or oppressive."' 33 Part II fleshes out the bare statutory
framework and explores the theory and practice of FINRA sanctions.

A. REMEDIAL VERSUS PUNITIVE SANCTIONS

Recall that this Article started with the premise that it is likely, and
indeed understandable, that members of the investing public who have been
harmed by broker-dealer misconduct want to see that bad brokers are

129. Id.
130. Id.
131. 15 U.S.C. § 78o-3(b)(6) (2012).
132. Id. § 78o-3(b)(7).
133. See supra notes 43-44 and accompanying text.
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punished for their wrongdoing. 134 Public approval for regulators may
decrease if they are seen as "soft" on violators; Robert Khuzami, the former
SEC Director of the Enforcement Division, frequently reminded people that
the SEC was not a federal prosecutor.'13  The investing public may be
especially skeptical about industry regulators and suspect them of being soft
on offenders. Moreover, regulators (like the rest of us) probably find it
satisfying to punish; industry regulators may feel a strong sense of
disapproval toward conduct that reflects badly on the industry as a whole. 3 6

Nevertheless, regulators may not impose sanctions as retribution, because
the wrongdoers deserve it, however satisfying that may be to both the
regulators and the investing public.' 3

1

Why is it impermissible for FINRA to punish bad brokers for their
conduct? First, FINRA is a private actor, not an arm of the federal
government. Courts, however, have long recognized that Congress can
confer on private bodies the power to impose sanctions, including the
revocation of licenses.'13  The right of disciplined firms and associated
persons to seek de novo SEC review of FINRA's findings and sanctions,
and the statutory requirement that the agency make its own findings,
provide an additional layer of protection for the individual or firm found to
have committed a violation.' 39 In their review of disciplinary orders, the
federal courts of appeals do not distinguish between SEC orders that affirm
FINRA disciplinary sanctions and SEC orders that affirm sanctions
imposed through the SEC's administrative hearing system; both are

134. See, e.g., 113 Madoff Victims Tell Their Stories, WALL ST. J., June 16, 2009, at C3,
available at http://online.wsj.com/article/SB124511290745717267.html (reproducing victim-
impact statements from 113 victims of Bernard Madoffs Ponzi scheme filed with court in
advance of Madoff's sentencing).

135. See, e.g., Robert Khuzami, Dir., Div. of Enforcement, SEC, Remarks Before the Consumer
Federation of America's Financial Services Conference (Dec. 1, 2011), available at
http://www.sec.gov/news/speech/2011/spch12011Irk.htm (explaining that some of the frustration
at SEC's performance was rooted in misunderstandings of the SEC's powers as a civil
enforcement agency).

136. Recent scholarship explaining why public actors choose retributive responses to
wrongdoing include Miriam H. Baer, Choosing Punishment, 92 B.U. L. REV. 577, 577 (2012) and
Max Minzner, Why Agencies Punish, 53 WM. & MARY L. REV. 853, 853-54 (2012).

137. Minzner, supra note 136, at 904-13 (explaining why there are significant reasons to be
concerned about agencies as retributive entities).

138. See Bd. of Trade v. Wallace, 67 F.2d 402, 407 (7th Cir. 1933); see also Markowski v.
SEC, 34 F.3d 99, 105 (2d Cir. 1994) (rejecting challenges to disciplinary sanctions, noting that the
individual voluntarily submitted himself to the discipline of a self-regulating association whose
power to enforce its standards of conduct "makes its imprimatur meaningful and commercially
valuable to its membership"). In addition, the laws of many states recognize that private-
membership associations may impose sanctions on members when authorized by statute or
governance documents. E.g., NASD v. Fiero, No. 102755/04, slip op. at 2 (N.Y. Sup. Ct. Sept. 12,
2005), revd on other grounds, 882 N.E.2d 879 (N.Y. 2008).

139. See Cody v. SEC, 693 F.3d 251, 257 (1st Cir. 2012) (stating that court reviews SEC order
rather than FINRA's decision); Heath v. SEC, 586 F.3d 122, 142-43 (2d Cir. 2009) (stating that
any procedural errors committed by the hearing officer are cured by the SEC's thorough de novo
review of the record).
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considered SEC orders. Accordingly, parties rarely raise the objection that
FINRA is not a government body, and if the objection is raised, courts
quickly dispense with it.

The Exchange Act requires that the SRO provide a "fair procedure" for
its disciplinary proceedings,14 0 which specifically includes providing
specific charges and an opportunity to be heard.141 Fairness requires that the
firm or individual has notice that the charged conduct was illegal 4 2 and that
the SRO bring the charges without undue delay.143 The protections
accorded those charged with misconduct, however, do not raise to the level
of constitutional protections required when the government seeks to impose
criminal sanctions on those charged with misconduct: need for proof
beyond a reasonable doubt, trial by jury, privilege against self-incrimination
(for individuals), protection from double jeopardy, and right to legal
representation.'" Courts have dispensed with these constitutional
protections so long as the sanction is remedial and not penal, or
punishment, for past offenses.145 The Supreme Court defers to legislative
intent, so that conferring a regulatory authority with the power to impose
sanctions denominated as "civil" is prima facie evidence of congressional
intent to provide for a non-criminal sanction.14 6 The Court, however,
recognizes that even if Congress intended civil sanctions, a statutory
scheme can be so punitive either in purpose or effect as to "'transfor[m]

140. 15 U.S.C. § 78o-3(b)(8) (2012). Courts have held that the FINRA procedures mandated by
the Exchange Act require the substance of procedural due process, Cody, 693 F.3d at 357, and are
fair, see Busacca v. SEC, 449 Fed. App'x 886, 891 (1lth Cir. 2011), and that procedural errors
committed by the hearing officer can be cured by the SEC's thorough de novo review of the
record. Heath, 586 F.3d at 142-43.

141. 15 U.S.C. § 78o-3(h)(1).
142. Even a minimal sanction can be excessive if the individual could not fairly understand that

the conduct was illegal. Upton v. SEC, 75 F.3d 92, 98 (2d Cir. 1996).
143. SRO disciplinary proceedings are not subject to any statute of limitations; "a successful

laches defense requires a lack of due diligence by the [SRO], and prejudice to the [respondent]."
Gluckman, Exchange Act Release No. 41,628, 1999 WL 507864, at *6-7 (July 20, 1999). The
SEC dismissed, for the first time, an SRO disciplinary proceeding on fairness grounds because of
the age of the case, without a showing of prejudice, in Hayden, Exchange Act Release No. 42,772,
2000 WL 571683, at *2 (May 11, 2000), because an SRO has a "statutory obligation to ensure the
fairness and integrity of its disciplinary proceedings." In Dep't of Enforcement v. Morgan Stanley
DW Inc., Discip. Proceeding No. CAF000045, 2002 NASD Discip. LEXIS 11 (NASD NAC July
29, 2002), the NAC interpreted Hayden as setting forth a fairness test based on equitable
principles and requiring consideration of the facts and circumstances of the particular case.

144. See, e.g., Steadman v. SEC, 450 U.S. 91, 96-103 (1991) (holding that because the
Congress set forth a preponderance of evidence standard for disciplinary proceedings under the
Investment Company Act of 1940 and the Investment Advisers Act of 1940, policy arguments for
a higher standard were inapposite).

145. Wright v. SEC, 112 F.2d 89, 94 (2d Cir. 1940).
146. Hudson v. United States, 522 U.S. 93, 99-103 (1997) (holding that the statutory scheme

under which Office of Comptroller of Currency imposed penalties and debarment on bank officers
demonstrated congressional intent that such penalties be deemed civil, so that the double jeopardy
clause did not protect against criminal prosecution).
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what was clearly intended as a civil remedy into a criminal penalty.""' 47

The Court has identified relevant factors in distinguishing between punitive
and remedial sanctions:

(1) [w]hether the sanction involves an affirmative disability or restraint;
(2) whether it has historically been regarded as a punishment; (3) whether
it comes into play only on a finding of scienter; (4) whether its operation
will promote the traditional aims of punishment-retribution and
deterrence; (5) whether the behavior to which it applies is already a crime;
(6) whether an alternative purpose to which it may rationally be connected
is assignable for it; and (7) whether it appears excessive in relation to the
alternative purpose assigned.148

Legislative intent is entitled to judicial deference; "'only the clearest proof
will suffice to override legislative intent and transform what has been
denominated a civil remedy into a criminal penalty." 4 9

The Exchange Act provides for a regulatory system of civil sanctions,
and FINRA consistently describes its sanctions as remedial. 50 Therefore,
FINRA sanctions are presumed to be civil remedies, yet a too-severe
sanction may be deemed punitive. The question remains: what is the
distinction between kicking someone out of the industry as punishment and
kicking someone out as a remedial sanction? A sanction imposed for the
purpose of punishing someone for past conduct, as retribution for a wrong
or just deserts, is unquestionably punitive in nature. '1' Sanctions imposed to
compensate the government for a loss (restitution),152 or disgorgement of
ill-gotten gains,'53 by contrast, are unquestionably remedial. Deterrence as a
rationale is less clear. Traditionally, sanctions imposed as deterrence were
generally viewed as punitive. 5 4 The modem view, however, is to

147. Id. at 99 (quoting Rex Trailer Co. v. United States, 350 U.S. 148, 154 (1956)).
148. Hudson, 522 U.S. at 100 (quoting Kennedy v. Mendoza-Martinez, 372 U.S. 144, 168-69

(1963)) (internal quotation marks omitted). In Mendoza-Martinez, the Court found that a statute
taking away U.S. citizenship for evading military service was punitive based on congressional
descriptions of the purpose of the statute. 372 U.S. at 186.

149. Hudson, 522 U.S. at 100 (quoting United States v. Ward, 448 U.S. 242, 249 (1980)).
150. See infra notes 178-181.
151. Mendoza-Martinez, 372 U.S. 144. In ruling that a state statute requiring registration of

convicted sex offenders was non-punitive and therefore did not violate the ex post facto clause,
the Supreme Court acknowledged that public shaming as the motive for sanctions may raise
constitutional problems. Smith v. Doe, 538 U.S. 84, 102 (2003).

152. United States v. Bajakajian, 524 U.S. 321, 334 (1998) (establishing a gross proportionality
test for determining if forfeiture would violate the excessive fines clause).

153. Sweeney, Exchange Act Release No. 29,884, 1991 WL 716756, at *5 (Oct. 30, 1991)
(stating that, generally, disgorgement should be ordered in all cases in which the SRO can identify
direct financial gain obtained as a result of wrongful activity, in order to remedy past wrongs and
deter future misconduct). Disgorgement amounts must be approximately equal to the unjust
enrichment or else they are unreasonable and excessive. Hateley v. SEC, 8 F.3d 653, 656 (9th Cir.
1993).

154. Bajakajian, 524 U.S. at 329. In Johnson v. SEC, 87 F.3d 484, 488 (D.C. Cir. 1996), the
court held that a "penalty," as the term is used in the statute of limitations for government
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distinguish between general and specific deterrence. Specific deterrence is
recognized as remedial, serving to protect the public by removing the
person from the industry.'55 General deterrence is also recognized as an
appropriate factor to take into consideration, at least where the offense was
egregious.156 General deterrence, however, is not appropriate without
specific deterrence; it is not permissible to make an example of someone
who does not otherwise warrant specific deterrence.' 57 Accordingly, a bar,
expulsion, or long-term suspension is considered remedial so long as there
are reasons as to why the sanction serves to protect the trading public from
future harm. 58

In reviewing SEC orders imposing sanctions,I59 courts recognize that
they should not ordinarily substitute their judgment for the agency's as to
measures necessary to protect the public interest because "the relation of
remedy to policy is peculiarly a matter for administrative competence."so
Nevertheless, courts do more than rubber-stamp the SEC order, and, at least
in instances of a bar or long-term suspension, courts will consider whether
the sanction is appropriately remedial and not punitive. Steadman v.

sanctions, is a form of punishment that goes beyond remedying the damage caused by the harmful
conduct.

155. McCurdy v. SEC, 396 F.3d 1258, 1264-65 (D.C. Cir. 2005) (rejecting argument that a
one-year suspension against a certified public accountant was punitive because it was based on his
past reckless conduct, finding it "difficult to imagine how any suspension, remedial or not, could
be based on anything but past actions," and making it clear that the purpose of the suspension was
to protect the public); Wright v. SEC, 112 F.2d 89, 94 (2d Cir. 1940) (rejecting argument that
proof beyond a reasonable doubt was required to expel member). A six-month disciplinary
suspension "would less resemble punishment if the SEC had focused on [the individual's] current
competence or the degree of risk she posed to the public." Johnson, 87 F.3d at 489.

156. Steadman v. SEC, 603 F.2d 1126, 1140 (5th Cir. 1979) (requiring SEC to articulate
compelling reasons for permanent expulsion, e.g., that violation is so egregious that it mandates
permanent expulsion as a deterrent to others); Busacca v. SEC, 449 Fed. App'x 886, 893 (11th
Cir. 2011) (rejecting argument that SEC's acknowledged aim of encouraging other supervisors to
respond to operational problems was impermissibly punitive).

157. PAZ Sec., Inc. v. SEC, 494 F.3d 1059, 1066 (D.C. Cir. 2007) (quoting and agreeing with
Second Circuit's statement on general deterrence); McCarthy v. SEC, 406 F.3d 179, 189 (2d Cir.
2005) (stating that general deterrence is not sufficient justification for expulsion or suspension,
although it may be considered as part of the overall remedial inquiry); Beck v. SEC, 430 F.2d 673,
674-75 (6th Cir. 1970) (holding that four-month suspension was punitive where it did not appear
that the broker would be inclined to commit any further misconduct).

158. Ricupero v. SEC, 436 Fed. App'x 31, 33 (2d Cir. 2011) (quoting McCarthy, 406 F.3d at
188) (In reviewing an SEC order sustaining SRO sanctions, the foremost consideration is whether
it "protects the trading public from further harm.").

159. Courts do not draw a distinction between SEC orders that originated within the SEC
(through an ALJ) or originated with an SRO, since an agency's review of an SRO order is de novo
and it must make the requisite findings. See supra notes 39-41.

160. O'Leary v. SEC, 424 F.2d 908, 911 (D.C. Cir. 1970). The courts acknowledge that there is
considerable discretion in determining the appropriate sanction, recognizing only that "[p]erhaps
gross disparities in sanctions for similar behavior would at least suggest underlying bias."
D'Alessio v. SEC, 380 F.3d 112, 125 (2d Cir. 2004) (emphasis added).

161. E.g., Steadman v. SEC, 603 F.2d 1126, 1141 (5th Cir. 1979).
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SEC, 6 2 a frequently cited case, lists factors that essentially amount to a
prediction about whether the person is likely to engage in misconduct in the
future:

[1] the egregiousness of the defendant's actions, [2] the isolated or
recurrent nature of the infraction, [3] the degree of scienter involved, [4]
the sincerity of the defendant's assurances against future violations, [5] the
defendant's recognition of the wrongful nature of his conduct, and [6] the
likelihood that the defendant's occupation will present opportunities for
future violations. 163

Another frequently cited opinion, McCarthy v. SEC,' identified as
relevant factors: "[t]he seriousness of the offense, the corresponding harm
to the trading public, the potential gain to the broker for disobeying the
rules, the potential for repetition in light of the current regulatory and
enforcement regime, and the deterrent value to the offending broker and
others."' 6 5 Other courts state more generally that sanctions are punitive if
they are too severe or draconian.166 What the courts require is that the SEC
considered the facts and circumstances of the particular case, made the
requisite findings of a violation, and articulated reasons why the sanction is
appropriate for the particular violation. Courts have criticized boilerplate
findings of wrongdoing'16 and do not find it sufficient if the agency merely
stated, in effect, that the conduct was illegal or that the individual in
question was a bad person. 6 1 Courts have vacated SEC orders for failing to
address mitigating factors advanced by the individual to reduce the
sanction.' 69 Courts are especially concerned where the SEC has upheld a
permanent bar, since it amounts to termination of a professional career."0

Courts often identify lack of remorse by the violator and substantial
losses to investors, particularly unsophisticated customers, as important
factors in upholding bars."' Instances where a bar was upheld because of
findings of egregious conduct include:

162. Id. at 1140.
163. Id. (noting that these are the factors deemed relevant to the issuance of an injunction).
164. McCarthy v. SEC, 406 F.3d 179, 190 (2d Cir. 2005).
165. Id.
166. E.g., D'Alessio v. SEC, 380 F.3d 112, 124 (2d Cir. 2004).
167. McCarthy, 406 F.3d at 189 (finding it suggestive that the SEC did not devote individual

attention to the unique facts and circumstances of the case).
168. Id. at 188; Blinder, Robinson & Co. v. SEC, 837 F.2d 1099, 1113 (D.C. Cir. 1988).
169. Saad v. SEC, 718 F.3d 904, 914 (D.C. Cir. 2013).
170. Id. at 906 (quoting PAZ Sec., Inc. v. SEC, 494 F.3d 1059, 1065 (D.C. Cir. 2007))

(describing a lifetime bar as '"the securities industry equivalent of capital punishment"'); see also
Blinder, 837 F.2d at 1113 ("Faced with a task of such gravity, the Commission must craft with
care."). Courts have rejected, however, arguments that the SEC can impose a permanent bar only
if it makes findings explaining why a lesser sanction is not sufficient. Paz Sec., Inc. v. SEC, 566
F.3d 1172, 1176 (D.C. Cir. 2009); Rizek v. SEC, 215 F.3d 157, 161 (1st Cir. 2000).

171. Failure to express remorse may be more common in cases where the brokers are not
represented by counsel, as is frequently the case in disciplinary proceedings.
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* Broker showed no remorse, customers were unsophisticated, and
losses were substantial;' 72

* Broker did not acknowledge wrong, blamed others (including
customer), and engaged in ongoing deception;' and

* Broker engaged in a pattern of wrongdoing and harm to retail
customers. 174

In contrast, examples of impermissible, "draconian" penalties include:

* An uncertain regulatory environment;' 75

* Non-frivolous claim of "systemic pattern of disparate treatment"
against newer, smaller firms that resulted in "predictably,
disproportionately harsh sanctions;"' 76 and

* Individual has been engaged in the industry without further trouble
since the misconduct. 7 7

B. THE PRACTICE OF FINRA's SANCTIONS

In the preceding section, we looked at the theory and law of FINRA's
sanctions as developed in the case law. In this section, we look at the
practice of FINRA's sanctions.

First and foremost, FINRA articulates as a fundamental principle that
its sanctions are remedial.' 7 8 Thus, for example, statements by FINRA CEO
Richard G. Ketchum consistently emphasize that a strong enforcement
program is for the protection of investors and do not speak in terms of
punishing violators. 179 Similarly, a former NYSE regulator (prior to the

172. Rizek, 215 F.3d at 159-60 (churning in accounts of five customers).
173. Otto v. SEC, 253 F.3d 960, 962 (7th Cir. 2001) (misuse of a customer's funds for his

personal use).
174. Gonchar v. SEC, 409 Fed. App'x 396, 399 (2d Cir. 2010) (excessive undisclosed markups

to retail customers).
175. Blinder, 837 F.2d at 1112 (antifraud and antimanipulation violations in underwriting penny

stock offerings); Arthur Lipper Corp. v. SEC, 547 F.2d 171, 175 (2d Cir. 1976) (payment of give-
ups); see also Upton v. SEC, 75 F.3d 92, 98 (2d Cir. 1996) (vacating an SEC order because of
insufficient notice that the SEC considered the firm's practice a violation of its customer
protection rule).

176. Blinder, 837 F.2d at 1112.
177. McCarthy v. SEC, 406 F.3d 179, 189 (2d Cir. 2005) (floor trading violations); Beck v.

SEC, 430 F.2d 673, 674 (6th Cir. 1970) (misrepresentations to customers in connection with sales
of a security).

178. FINRA, SANCTION GUIDELINES 4 (2011) [hereinafter FINRA, SANCTION GUIDELINES],
available at http://www.finra.org/web/idcplg?ldcService=SSGETPAGE&ssDocName
=pO 11038.

179. See, e.g., News Release, FINRA, 2012: FINRA Year in Review (Jan. 8, 2013), available at
http://www.finra.org/Newsroom/NewsReleases/2013/Pl97624 ("Protecting investors and helping
to ensure the integrity of the nation's financial markets is at the heart of what we do every day.");
see also Letter from Richard G. Ketchum, Chairman & CEO, FINRA, in FINRA, FINRA 2010
YEAR IN REVIEW AND ANNUAL FINANCIAL REPORT 2-3 (2011), available at
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consolidation) stated that "[t]he Exchange does not frame its regulatory
proceedings in terms of punishment." 80 FINRA's Sanction Guidelines (the
Guidelines) also emphasize the remedial purpose of sanctions, as is
discussed shortly.' 8'

Second, it is important to keep in mind that very few of FINRA's
sanctions are imposed after a disciplinary hearing; consequently, the
number of sanctions, that are reviewed even by the NAC is small. This is
true even with respect to the most severe sanctions. A review of the
monthly FINRA disciplinary actions for 2008 showed a total of 274
disciplinary actions imposing bars, of which over two-thirds, were settled.'12

Another twenty-five percent were default decisions. 8 Only in sixteen
reported disciplinary actions imposing a bar was a hearing conducted in
which respondents contested the charges, and in many of them respondents
appeared pro se.184 There were another thirteen reported actions imposing a
two-year suspension, only two of which involved hearings where
respondents contested the charges.' 8

1 Of the eighteen reported decisions, the
highest ultimate adjudicator in each instance was as follows: one was a

http://www.finra.org/web/idcplg?ldcService=SSGETPAGE&ssDocName=P 123836; Letter
from Richard G. Ketchum, Chairman & CEO, FINRA (2010), available at
http://www.finra.org/web/idcplg?ldcService=SSGETPAGE&ssDocName=P121646.

180. Susan Merrill et al., Sharper and Brighter: Focusing on Sanctions at the New York Stock
Exchange, 3 N.Y.U. J.L. & Bus. 155, 169 (2006).

181. See infra notes 198-205 and accompanying text; see also FINRA, SANCTION GUIDELINES,
supra note 178, at 4.

182. FINRA's 2008 disciplinary actions are reported on its website. 2008 Monthly & Quarterly
Disciplinary Actions, FINRA, http://www.finra.org/Industry/Enforcement/DisciplinaryActions
/MonthlyActions/2008/ (last visited Nov. 17, 2013).

183. See id.
184. See id.
185. Four were concluded by Letters of Acceptance, Waiver, or Consent; seven were concluded

by Offers of Settlement.
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judicial decision, seven were SEC decisions,'87  four were NAC
decisions, 8 8 and six were hearing panel decisions. 89

Failure to contest the charges or to retain legal representation is not
surprising since a firm is likely to terminate the employment of an
associated person who is charged with a serious violation, and that
individual is not likely to have a bright future in the industry unless he is a
very successful salesperson. A recent empirical study, however, shows that
respondents who proceed to a hearing frequently persuade the hearing panel
to impose lower sanctions than the staff offered in settlement.190

186. Gonchar v. SEC, 409 Fed. App'x 396, 400-01 (2d Cir. 2010) (denying petition for review
of SEC order sustaining sanctions imposed by the NASD for petitioner's violations of the
Exchange Act).

187. CMG Inst. Trading, LLC, Exchange Act Release No. 59,325, 2009 WL 223617, at *11
(Jan. 30, 2009) [hereinafter CMG Release] (sustaining findings of violations and sanctions);
Epstein, Exchange Act Release No. 59,328, 2009 WL 223611, at *21 (Jan. 30, 2009) [hereinafter
Epstein Release] (sustaining findings of violations and sanctions); Ortiz, Exchange Act Release
No. 58,416, 2008 WL 3891311, at *10 (Aug. 22, 2008) [hereinafter Ortiz Release] (sustaining
findings of violations and sanctions); Craig, Exchange Act Release No. 59,137, 2008 WL
5328784, at *8 (Dec. 22, 2008) [hereinafter Craig Release] (sustaining findings of violations and
sanctions); Pellegrino, Exchange Act Release 59,125, 2008 WL 5328765, at *18 (Dec. 19, 2008)
[hereinafter Pellegrino Release] (sustaining findings of violations and sanctions); Audifferen,
Exchange Act Release No. 58,230, 2008 WL 2876502, at *16 (July 25, 2008) [hereinafter
Audifferen Release] (sustaining findings of violations and sanctions); Fawcett, Exchange Act
Release No. 56,770, 2007 WL 3306105, at *8 (Nov. 8, 2007) [hereinafter Fawcett Release]
(sustaining findings of violations and sanctions).

188. Dep't of Enforcement v. Zaragoza, Complaint No. E8A2002109804, 2008 WL 3915716,
(FINRA NAC Aug. 20, 2008) [hereinafter Zaragoza Complaint] (affirming findings and
sanctions); Dep't of Enforcement v. Dunbar, Complaint No. C07050050, 2008 WL 2167905,
(FINRA NAC May 20, 2008) [hereinafter Dunbar Complaint] (affirming findings and modifying
sanctions); Dep't of Enforcement v. Nicolas, Complaint No. CAFO40052, 2008 WL 696458,
(FINRA NAC Mar. 12, 2008) [hereinafter Nicolas Complaint] (affirming in part findings and
affirming sanctions); Dep't of Enforcement v. Paratore, Complaint No. 2005002570601, 2008 WL
696457, (FINRA NAC Mar. 7, 2008) [hereinafter Paratore Complaint] (modifying findings in part
and affirming sanctions).

189. Dep't of Enforcement v. Hodge, Discip. Proceeding No. 2006003995001, 2008 FINRA
Discip. LEXIS 52 (FINRA OHO Oct. 1, 2008) [hereinafter Hodge Discip. Proceeding]; Dep't of
Enforcement v. Varone, Discip. Proceeding No. 2006007101701, 2008 FINRA Discip. LEXIS 55
(FINRA OHO Aug. 20, 2008) [hereinafter Varone Discip. Proceeding]; Dep't of Enforcement v.
Selewach, Discip. Proceeding No. 2006005005301, 2008 FINRA Discip. LEXIS 5 (FINRA OHO
Feb. 20, 2008) [hereinafter Selewach Discip. Proceeding]; Dep't of Enforcement v. Hansen,
Discip. Proceeding No. 2005001085001, 2008 FINRA Discip. LEXIS 2 (FINRA OHO Jan. 10,
2008) [hereinafter Hansen Discip. Proceeding]; Dep't of Enforcement v. Mattes, Discip.
Proceeding No. 2006005936701, 2007 FINRA Discip. LEXIS 9 (FINRA OHO Nov. 6, 2007)
[hereinafter Mattes Discip. Proceeding]; Dep't of Enforcement v. Behany, Discip. Proceeding No.
E9B2003026301, 2007 NASD Discip. LEXIS 17 (NASD OHO Mar. 20, 2007) [hereinafter
Behany Discip. Proceeding].

190. Brian L. Rubin & Jae C. Yoon, Stepping into the Ring Against the SEC and FINRA:
Sometimes It Pays to Duke It Out Against the Regulators, 40 SEC. REG. L.J. 485 (2012). During
the time period, when FINRA staff sought an industry bar, "75% of [respondents] convinced a
Hearing Panel to impose a lesser sanction." Id. at 489. FINRA respondents with a lawyer also
fared significantly better than pro se respondents; during the time period, pro se respondents were
uniformly unsuccessful. Id. at 494 n.16.
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Because few disciplinary sanctions are imposed after a formal hearing
and fewer still are subject to any level of appeal, there is only a small body
of NAC decisions analyzing the factors to take into account in determining
appropriate sanctions, hence the importance of FINRA's Sanction
Guidelines, which the NAC developed for use by hearing panels and the
NAC to determine appropriate sanctions and to promote consistency and
uniformity.' 9' Consistent with the "facts and circumstances" approach
generally followed,192 the Guidelines do not prescribe fixed sanctions for
particular violations, but instead are intended "to provide direction for
Adjudicators in imposing sanctions consistently and fairly," 93 and
adjudicators have discretion to impose sanctions that fall outside the
recommended ranges.1 94  The Guidelines set forth aggravating and
mitigating factors for adjudicators to take into account and permit
adjudicators to consider other aggravating and mitigating factors as well. 95

The value of the Guidelines is that they focus the attention of the
adjudicators on relevant considerations, and to the extent the factors focus
on remediation, the Guidelines may act as a curb on the natural tendency to
punish wrongdoers. Courts have cited with approval the SEC's references
to the Guidelines in its consideration of appropriate sanctions.' 9 6 Indeed, the
D.C. Circuit recently vacated an SEC order affirming a NASD permanent

191. FINRA, SANCTION GUIDELINES, supra note 178, at 1. NASD first published the Sanction
Guidelines in 1993, and they are regularly revised. March 2006 Revisions, supra note 12 (answer
to question 1). The NAC "possesses ultimate authority with respect to the Sanction Guidelines."
Id.

192. FINRA, SANCTION GUIDELINES, supra note 178, at 1, 3, 4. FINRA, however, has
established a bar as the standard sanction for three violations: failure to respond to a FINRA
inquiry or investigation, conversion of a customer's funds or securities, and cheating on
qualifications examinations. See infra notes 206, 208 and accompanying text.

193. FINRA, SANCTION GUIDELINES, supra note 178, at 1. By contrast, the Exchange Act
authorizes the SEC to impose a civil penalty if the agency finds that it is in the public interest and
that the person has committed a willful offense or failed reasonably to supervise another person.
15 U.S.C. § 78u-2(b) (2012). The statute then sets forth a three-tier structure for determining
monetary penalties in SEC administrative proceedings and federal district court proceedings
brought by the SEC. Id. § 78u(d)(3). The third tier provides for the maximum amount of penalties
and thus identifies the most serious types of offenses. To impose third-tier penalties, the
adjudicator must find that the violation involved at least reckless disregard of a regulatory
requirement and resulted in substantial losses, or created a significant risk of substantial losses, to
other persons or resulted in substantial pecuniary gain to the violator. Id. §§ 78u(d)(3)(B)(iii), 78u-
2(b)(3). If adopted by FINRA, these factors could provide more concrete guidance as to what
constitutes "egregious" conduct. The statute also sets forth a non-exclusive list of factors the SEC
may consider in deciding whether a penalty is in the public interest: whether the violation
involved fraud, deceit, manipulation, or deliberate or reckless disregard of regulatory
requirements; the harm to other persons resulting from the violation; the extent to which any
person was unjustly enriched, taking into account any restitution made to the injured persons;
whether the person is a recidivist; and the need to deter such person and other persons. Id. § 78u-
2(c).

194. FINRA, SANCTION GUIDELINES, supra note 178, at 1.
195. Id.
196. Stoiber v. SEC, 161 F.3d 745, 753 (D.C. Cir. 1998).
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bar because it failed to address all of the mitigating factors raised by the
associated person, including, in particular, a factor expressly identified in
the Guidelines as mitigating.197

The Guidelines contain general principles that should be considered in
all cases as well as specific considerations for common violations (the
General Principles). Beginning with the First Principle, the Sanction
Guidelines convey a message that FINRA sanctions are "remedial":

Disciplinary sanctions are remedial in nature and should be designed
to deter future misconduct and to improve overall business standards
in the securities industry. The overall purposes of FINRA's disciplinary
process and FINRA's responsibility in imposing sanctions are to
remediate misconduct by preventing the recurrence of misconduct,
improving overall standards in the industry, and protecting the investing
public. Toward this end, Adjudicators should design sanctions that are
significant enough to prevent and discourage future misconduct by a
respondent, to deter others from engaging in similar misconduct, and to
modify and improve business practices. 8

Similarly, other statements in the General Principles set forth purposes
that courts have recognized as appropriately remedial.'99 Thus, adjudicators
are encouraged to design sanctions to prevent the recurrence of
misconduct.200 In order to remediate misconduct, adjudicators should order
restitution and/or rescission20 1 and should take into account a respondent's
ill-gotten gain in determining fines.202 Requiring a violator to requalify in
any or all capacities is an appropriate sanction when adjudicators have
found that his actions demonstrated a lack of knowledge or familiarity with
the rules of the securities industry.2 03

The literature on sanctions recognizes that regulators may appropriately
impose sanctions to induce compliance with the rules and to deter
misconduct by raising the cost of violation above the cost of compliance.2 04

197. Saad v. SEC, 718 F.3d 904, 913 (D.C. Cir. 2013); see also PAZ Sec., Inc. v. SEC, 494
F.3d 1059, 1065 (D.C. Cir. 2007) (stating that the SEC must carefully consider potentially
mitigating factors, especially when the associated person faces a lifetime bar).

198. FINRA, SANCTION GUIDELINES, supra note 178, at 2 (General Principle 1).
199. Id. at 4.
200. Id. at 3 (General Principle 3). Examples include requiring a consultant to design or

implement compliance procedures and requiring a firm to implement heightened supervision of
certain individuals or departments. Id.

201. Id. at 4 (General Principle 5). Adjudicators may order restitution when an identifiable
person "has suffered a quantifiable loss proximately caused by respondent's misconduct." Id.
Without causation, however, a restitution sanction is arbitrary and non-remedial. See Siegel v.
SEC, 592 F.3d 147, 161-62 (D.C. Cir. 2010).

202. FINRA, SANCTION GUIDELINES, supra note 178, at 5 (General Principle 6).
203. Id. at 5 (General Principle 7).
204. The classic economic analysis of this is Gary S. Becker, Crime and Punishment: An

Economic Approach, 76 J. POL. ECON. 169 (1968). For a recent discussion of its application to
securities offenses, see Samuel W. Buell, Liability and Admissions of Wrongdoing in Public

50 [Vol. 8

20210314



Punishing Bad Brokers

Under this approach, an important factor for the regulator to take into
account in determining sanctions is the difficulty in detecting violations. 2 0 5

This factor, however, is not mentioned as a consideration in the Sanction
Guidelines and is not discussed in the opinions, perhaps because FINRA
does not want to suggest that some violations are difficult to detect.

FINRA explains that, in determining if a violation is egregious,
adjudicators "assess the individual facts and circumstances of the case" and
"also consider all relevant aggravating and mitigating factors."206 FINRA
does not attempt to define "egregious," but the dictionary definition of
"[e]xtremely or remarkably bad" provides a working definition consistent
with the Sanction Guidelines.20 7 Thus, the Sanction Guidelines identify
factors that can lead to a finding of egregious conduct: repeated instances of
wrongful conduct;2 08 the violator's motives, e.g., bad faith209 and intentional
misconduct; 210 significant injury to customerS211 and activity involving
numerous customers;212 and failures to meet compliance requirements for
extended periods of time.213 The Sanction Guidelines frequently refer to
factors that go to mens rea, scienter, and prior disciplinary history.214 Thus,
the General Principles state that "sanctions should be more severe for
recidivists." 2 15 Similarly, the Guidelines identify a number of factors that
may be mitigating or aggravating, as the case may be,2 16 many of which
also go to mens rea, including repentance (especially prior to detection), 2 17

lack of remorse and concealment, 2 18 and intent/culpability.2 19 Although the
emphasis on mens rea suggests an intention to punish, these factors can also
be described as remedial since they address the need to protect the general

Enforcement of Law, 81 U. CIN. L. REv. (forthcoming 2013), available at
http://ssrn.com/abstract-2230396 (describing the deterrent effect of sanctions).

205. See Minzner, supra note 136, at 877-78 (citing the literature).
206. March 2006 Revisions, supra note 12 (answer to question 17). The website explains that

adjudicators have "wide discretion" in determining sanctions. Id. (answer to question 7).
207. BLACK'S LAW DICTIONARY 593 (9th ed. 2009). In the case law under Rule 10b-5,

"egregious" conduct generally connotes at least reckless conduct. See, e.g., In re Livent, Inc.
Noteholders Sec. Litig., 151 F. Supp. 2d 371, 418-22 (S.D.N.Y. 2001) (discussing pleading
standard under the Private Securities Litigation Reform Act).

208. FINRA, SANCTION GUIDELINES, supra note 178, at 98 n.2 (categories of egregious
unauthorized trading); id. at 13 (outside activities including selling away); id. at 39 (failure to
register).

209. Id. at 98 n.2 (egregious unauthorized trading).
210. Id. at 41 (failure to comply with continuing education requirements).
211. Id. at 13 (outside activities including selling away).
212. Id. at 82 (failure to comply with risk disclosure requirements for day trading accounts).
213. Id. at 64 (failure to comply with TRACE reporting requirements).
214. See id. at 4-6.
215. Id. at 2.
216. Id. at6-7.
217. Id. at 2-4.
218. See id. at 6.
219. See id. at 4, 7.
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investing public from an individual who has shown himself to be a "bad
apple."

By contrast, the Exchange Act provides somewhat more guidance for
the imposition of civil penalties in SEC actions. The statute authorizes the
SEC to impose a civil penalty if the agency finds that it is in the public
interest and that the person has committed a willful offense or failed
reasonably to supervise another person. 22 0 The statute then sets forth a
three-tier structure for determining monetary penalties in SEC
administrative proceedings 22' and in federal district court proceedings
brought by the SEC.222 The third tier provides for the maximum amount of
penalties and thus identifies the most serious types of offenses. To impose
third-tier penalties, the adjudicator must find that the violation involved at
least reckless disregard of a regulatory requirement and resulted in
substantial losses, or created a significant risk of substantial losses, to other
persons or resulted in substantial pecuniary gain to the violator. 223 if

adopted by FINRA, these factors could provide more concrete guidance as
to what constitutes "egregious" conduct. The statute also sets forth a non-
exclusive list of factors the SEC may consider in deciding whether a
penalty is in the public interest: whether the violation involved fraud,
deceit, manipulation, or deliberate or reckless disregard of regulatory
requirements; the harm to other persons resulting from the violation; the
extent to which any person was unjustly enriched, taking into account any
restitution made to the injured persons; whether the person is a recidivist;
and the need to deter such person and other persons.224 These factors are
similar to those identified in the Sanction Guidelines.

Two other factors set forth in the Sanction Guidelines are also worthy
of mention. Firm size and the ability to pay are considerations that do not
seem relevant in assessing whether sanctions are appropriately remedial.
Congress, however, identified the violator's ability to pay a civil penalty as
an important consideration when in 1990 it authorized, for the first time, the
SEC to impose monetary penalties, 22 5 and the Small Business Regulatory
Enforcement Fairness Act of 1996 requires federal agencies to establish a
policy to provide for the reduction or waiver-of civil penalties for small
entities.226 In 1996, the SEC vacated a NASD restitution order because its
refusal to consider evidence of financial inability to pay was unduly

220. 15 U.S.C. § 78u-2(b) (2012).
221. Id.
222. Id. § 78u(d)(3).
223. Id. §§ 78u(d)(3)(B)(iii), 78u-2(b)(3).
224. Id. § 78u-2(c).
225. Id. § 78u-2(d); see also Securities Enforcement Remedies and Penny Stock Reform Act of

1990, Pub. L. No. 101-429, 104. Stat. 931; SECURITIES LAW ENFORCEMENT REMEDIES ACT OF
1990, H.R. REP. No. 101-616, at 21 (1990), reprinted in 1990 U.S.C.C.A.N. 1379, 1388.

226. Small Business Regulatory Enforcement Act of 1996, Pub. L. No. 104-121, § 223, 110
Stat. 857, 862.
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harsh. 2 27 As a result of these directives from Congress and the SEC, the
Guidelines instruct adjudicators to consider firm size to ensure that the
sanctions are "not punitive but are sufficiently remedial to achieve
deterrence."2 28 The Guidelines also explicitly state that the SEC requires
adjudicators to consider ability to pay in connection with the imposition,
reduction, or waiver of a fine or restitution when the respondent raises the
issue. 22 9 The Guidelines, while stating generally that adjudicators should
consider firm size, also draw a distinction between sanctions imposed for
violations based on negligent conduct and those based on fraudulent,
willful, or reckless conduct. In the latter instances, adjudicators are
permitted not to take into account firm size.230

A second important factor that does relate to a remedial purpose is
compliance. The Guidelines emphasize the importance of compliance.
Thus, adjudicators may appropriately consider:

* "Whether, at the time of the violation, the ... firm had developed
reasonable supervisory, operational and/or technical procedures or
controls that were properly implemented;" 23 1

* "Whether, at the time of the violation, the firm had developed
adequate training and educational initiatives;" 23 2

* "Whether the respondent demonstrated reasonable reliance on
competent legal or accounting advice;" 23 3 and

* Whether the firm can demonstrate that the conduct was "not
otherwise reflective of the firm's historical compliance record."234

Because regulatory standards require compliance systems for investor
protection and because compliance systems are expensive, these factors
identify important remedial purposes.

Finally, despite FINRA's emphasis on the facts and circumstances of
the inquiry, there are three violations where a bar is standard. These are:

* Individuals who fail to respond in any manner to FINRA inquiry or
investigation. 2 35 Because FINRA does not have subpoena power,
this is a violation of the fundamental nature of self-regulation; lack

227. Reed, Exchange Act Release No. 37,572, 1996 WL 466575, at *2 (Aug. 14, 1996).
228. FINRA, SANCTION GUIDELINES, supra note 178, at 2. General Principle 8 requires

adjudicators to consider ability to pay when raised by a respondent. Id. at 5.
229. Id. at 5.
230. Id. at 2 n.2.
231. Id. at 6.
232. Id.
233. Id.
234. Id. at 7.
235. See id. at 33. Where mitigation exists, suspension in any or all capacities for up to two

years is suggested.
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of harm to customers or benefit to the violator does not mitigate this
-- 236violation.

* Conversion of a customer's funds or securities, regardless of
amount converted.237 More than any other violation, this offense
damages the public's confidence in the broker-dealer relationship.

* Cheating on qualifications exams. 2 38 An individual who gained
entry through cheating should not be allowed to continue in the
industry.

As described earlier, a review of the FINRA 2008 Monthly and
Quarterly Disciplinary Actions found eighteen decisions where a bar or a
two-year suspension was imposed. 239 Many of the violations that resulted
in a bar were those for which a bar is standard. Thus, five of eighteen
decisions imposed a bar on an individual for failure to respond to a FINRA
inquiry or investigation; 24 0 another three imposed a bar for conversion of
customers' funds. 24 1 Bars or a two-year suspension were also imposed for
other forms of simple fraud or obvious wrongdoing, such as failure to
disclose one's criminal record on the Form U-4, 242 forgery,243 misuse of
customer's funds,244 excessive trading in a customer's account,2 45 trading
ahead of a customer,246 or interpositioning.247 Many decisions note as
aggravating factors the willful or intentional nature of the conduct,24 8 the
failure to acknowledge responsibility for wrongdoing,24 9 substantial harm to
customers,25 0 and taking advantage of vulnerable customers.2 5' Youth and
inexperience were not accepted as mitigating factors.252 Dishonest conduct

236. Id. at 2 n.2.
237. Id. at 36.
238. Id. at 40.
239. See supra notes 187-189 and accompanying text.
240. Ortiz Release, supra note 187; Fawcett Release, supra note 187; Hodge Discip.

Proceeding, supra note 189; Varone Discip. Proceeding, supra note 189; Hansen Discip.
Proceeding, supra note 189. In one administrative proceeding, a NASD member firm and its CEO
received two-year suspensions for failure to respond in a timely fashion. CMG Release, supra
note 187.

241. Paratore Complaint, supra note 188; Selewach Discip. Proceeding, supra note 189; Mattes
Discip. Proceeding, supra note 189.

242. Craig Release, supra note 187.
243. Ortiz Release, supra note 187.
244. Varone Discip. Proceeding, supra note 189.
245. Zaragoza Complaint, supra note 188.
246. Nicolas Complaint, supra note 188.
247. Gonchar v. SEC, 409 Fed. App'x 396, 399 (2d Cir. 2010).
248. Ortiz Release, supra note 187; Audifferen Release, supra note 187.
249. Ortiz Release, supra note 187, at *8; Audiffern Release, supra note 187, at *14. In one

decision two brokers received two-year suspensions because they accepted responsibility, while
another was barred for failure to do so. Behany Discip. Proceeding, supra note 189.

250. Nicolas Complaint, supra note 188.
251. Zaragoza Complaint, supra note 188; Mattes Discip. Proceeding, supra note 189.
252. Epstein Release, supra note 187, at *21.
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was not excused because it was done for the purpose of benefitting the
customer.25 3

CONCLUSION

Part I documents the transformation of the securities SRO from a
membership organization with contractual powers to require its members to
adhere to aspirational standards to a professional regulator that derives its
powers from the Exchange Act. Part II explores the tenuous distinction
between remedial and punitive sanctions and describes FINRA's current
system for disciplining its members and associated persons. This is a
system that, to date, has operated largely under the radar without much
academic scrutiny.

253. Behany Discip. Proceeding, supra note 189 (improperly obtaining CDSC waivers for
customers; two brokers who accepted responsibility received two-year suspensions).
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appraisal remedy was the only one available to dissenting minority 
shareholders in a going private transaction.94

Moreover, although Rule 13e-3 appears to be technical in nature, its 
impact transcends the administrative burden of complying with its disclosure 
requirements.  As Robert Clark explains, its intrusive disclosure requirements 
put insiders who wish to squeeze out minority shareholders primarily to make 
profits for themselves into a dilemma.95  On the one hand, they can hide their 
true motives and face liability for violating Rule 13e-3.  On the other hand, if 
they fully disclose their true purpose they may provide minority shareholders 
with the evidence they need to challenge the transaction in state courts. 

C.  Insiders’ Disclosure

Federal regulation of corporate affairs has been most salient in the area of 
mandatory disclosure by public companies.  This subsection considers the 
corporate governance implications of the disclosure requirements under federal 
law, as well as those of the key mechanisms that were put in place to better 
implement these requirements.  As we shall explain, federal regulation of 
corporate disclosure produces significant restrictions on corporate insiders. 

1.  Disclosure as a Key Constraint on Insiders. — Until the enactment of 
the Securities Act of 1933, the extent to which managers were required to 
disclose information to shareholders was a matter of state corporate law.96  
States generally did not compel managers to disclose information to 
shareholders,97 and little information was indeed disseminated.98  In the wake 
of the 1929 stock market crash and the Great Depression that followed, 
Congress intervened to fill this perceived gap in investor protection by 

94. On the developments in Delaware law subsequent to Singer, see Clark, supra note 77, at 
521–22, 525–28. 

95. Id. at 524. 
96. Prior to the enactment of the 1933 Act, there were several attempts by the exchanges to 

regulate corporate disclosure.  See, e.g., Robert B. Thompson, Collaborative Corporate 
Governance:  Listing Standards, State Law, and Federal Regulation, 38 Wake Forest L. Rev. 961, 
969–70 (2003) (explaining that in 1923 NYSE required listed companies to disclose their 
quarterly earnings). 

97. See Allen & Kraakman, supra note 80, at 210.  To this date, Delaware law imposes very 
limited disclosure obligations on management.  See Robert B. Thompson & Hillary A. Sale, 
Securities Fraud as Corporate Governance:  Reflections upon Federalism, 56 Vand. L. Rev. 859, 
868 (2003) (noting that Delaware law “does not require disclosure, except in the sporadic 
circumstances in which shareholders are asked to vote”).  For a comprehensive review of 
disclosure duties under state law, see Lawrence A. Hamermesh, Calling off the Lynch Mob:  The 
Corporate Director’s Fiduciary Disclosure Duty, 49 Vand. L. Rev. 1087, 1123–41 (1996).

98. See David F. Hawkins, The Development of Modern Financial Reporting Practices 
Among American Manufacturing Corporations, 37 Bus. Hist. Rev. 135, 140 (1963) (describing 
management of many turn-of-the-century public corporations as “notoriously secretive,” 
providing little or no financial disclosure to shareholders). 
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enacting the Securities Act of 193399 and the Securities Exchange Act of 
1934100—requiring management of public corporations to disclose 
information to shareholders.101  This federal foray has evolved into the extant 
body of statutes, regulations, and case law currently governing the disclosure 
of information to shareholders. 

Whether the federal regime of mandatory disclosure is justified is beyond 
the scope of this paper.102  For our purposes, it is important to note that, 
compared to the then prevailing norms under state law, this major federal 
intrusion substantially expanded the scope of duties imposed on managers of 
public corporations. 

Mandatory disclosure affects management in several ways.  To begin, the 
duty to disclose information on a regular basis obviously imposes a significant 
administrative burden on management and increases its exposure to liability.  
Moreover, the disclosure requirements under the securities laws extend to 
many issues, including areas especially vulnerable to insider abuse, such as 
going private transactions, executive compensation, and self-dealing 
transactions.103  As most practitioners can testify, this sweeping disclosure 
regime often has a chilling effect on abuses by management or controlling 
shareholders because it presents these insiders with a dilemma:  They can hide 
the true nature of the arrangement at stake and face liability, including criminal 
liability, for violating the securities laws.  However, if they fully disclose all 
the relevant facts, they may provide shareholders with the evidence they need 
to challenge the transaction in state courts.  An extensive regime of mandatory 
disclosure and continuous reporting thus increases management accountability 
and impedes its ability to siphon wealth to itself at the expense of 
shareholders.104

Finally, as we will discuss in more detail in the next section, federal 
disclosure obligations have served as a vehicle for introducing powerful 
enforcement mechanisms, such as public enforcement by the SEC and criminal 

99. Pub. L. No. 73-22, 48 Stat. 74 (codified as amended at 15 U.S.C. §§ 77a–77aa (2000)). 
100. Pub. L. No. 73-291, 48 Stat. 881 (codified as amended at 15 U.S.C. §§ 78a–78nn). 
101. On the history of this intervention, see generally Joel Seligman, The Transformation of 

Wall Street 1–72 (3d ed. 2003). 
102. On the justification for mandatory disclosure, see, e.g., John C. Coffee, Jr., Market 

Failure and the Economic Case for Mandatory Disclosure, 70 Va. L. Rev. 717, 722–23 (1984) 
(arguing that mandatory disclosure reduces costs, increases efficiency, aligns incentives, and most 
effectively provides information necessary for optimizing portfolios); Paul G. Mahoney, 
Mandatory Disclosure as a Solution to Agency Problems, 62 U. Chi. L. Rev. 1047, 1048 (1995) 
(citing reduction of agency costs as justification for mandatory disclosure). 

103. See Thompson & Sale, supra note 97, at 875 (explaining that SEC has adopted 
“various mandatory disclosure items that arguably regulate the duty of loyalty”). 

104. See, e.g., Donald C. Langevoort, Seeking Sunlight in Santa Fe’s Shadow:  The SEC’s 
Pursuit of Managerial Accountability, 79 Wash. U. L.Q. 449, 453–55 (2001) (noting that SEC 
disclosure requirements are designed to increase managerial accountability and that “prevailing 
view is highly supportive of this strategy”).  
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liability.  In addition, by creating express and implied private rights of 
action,105 federal securities laws have significantly empowered shareholders 
and plaintiffs’ attorneys to bring suits against management.  Indeed, some 
argue that federal securities laws have become more important than state law 
in preventing abuses by corporate insiders,106 and recent empirical evidence 
shows that most federal securities class actions address corporate governance 
issues.107

2.  Mandatory Auditing and Its Regulation. — The securities laws do not 
stop at prescribing what information corporations must disseminate.  They also 
impose a detailed set of supplementary rules designed to improve the quality of 
corporate disclosure.  The principal example is the mandatory requirement for 
auditor certification of financial statements.  This requirement restricts 
managerial freedom of action by subjecting the affairs of the corporation to an 
(ideally) independent scrutiny by an accounting firm. 

Federal action in this area, however, has transcended the basic 
requirement for auditor certification.  For many years, management was 
responsible for retaining the accounting firm providing the required 
certification.  In recent years, however, federal law has intervened in the 
relationship between public companies and their auditors, leaving management 
with very little say concerning the company’s auditors.  Thus, federal law 
currently requires mandatory rotation of auditing partners and limits the scope 
of nonauditing services that accounting firms can provide to their auditing 
clients.108  Most importantly, the Sarbanes-Oxley Act requires that the audit 
committee (which must consist of independent directors only) approve all 
auditing and nonauditing services provided to an issuer by its auditor.109  The 
various requirements concerning auditor independence take power away from 
management and limit management’s ability to improperly influence auditor 
scrutiny of the company. 

105. See Securities Act of 1933 § 11, 15 U.S.C. § 77k (imposing liability to investors on 
issuers and certain outsiders when registration statement contains material misrepresentation); 
Securities Exchange Act of 1934 § 18(a), 15 U.S.C. § 78r(a) (creating express right of action for 
misleading reports filed with SEC). 

106. See Thompson & Sale, supra note 97, at 861 (“[D]isclosure has become the most 
important method to regulate corporate managers.”). 

107. See id. at 863 (giving examples of revenue recognition and accounting practice as 
issues frequently addressed by federal securities class actions). 

108. See Strengthening the Commission’s Requirements Regarding Auditor Independence, 
Securities Act Release No. 8183, Exchange Act Release No. 47,265, Investment Company Act 
Release No. 25,915, 68 Fed. Reg. 6006 (Feb. 5, 2003) (codified at 17 C.F.R. pts. 210, 240, 249, 
274).  

109. Sarbanes-Oxley Act of 2002 §§ 201(b), 202, 15 U.S.C. §§ 7231, 78j-1 (Supp. II 2004). 
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II.  THE FEDS’ EXTRA TOOLS 

Our discussion thus far has largely focused on the substantive body of 
federal law governing corporate affairs.  In this section, we compare the tools 
used by state and federal corporate lawmaking and enforcement.  Federal 
corporate law has deployed a significantly broader range of devices than has 
state law.  First, while state law primarily relies on judge-made standards to 
address corporate issues, federal law uses both judge-made law and detailed 
agency-made regulations.  Second, whereas state law imposes duties and 
restrictions only on company insiders—most notably directors and officers—
federal law regulates both insiders and outsiders, such as gatekeepers and 
bidders for corporate control.  Third, while state law relies on enforcement by 
private parties, federal law uses both public and private enforcement.  Finally, 
while state law limits itself to civil sanctions, federal law uses both civil and 
criminal sanctions. 

State law’s use of a narrower set of tools might be the outcome of either 
states’ reluctance to use other tools or their inability to do so.  For our 
purposes, however, identifying the precise reason is not critical.  What matters 
is that, like the consistent pattern of federal intervention to restrict insiders, the 
additional instruments that federal law consistently employs have implications 
for the proper role of federal law in the corporate area.  Some of these tools 
could be useful for regulating corporate areas that have not been federalized 
due to Congress’s past inclination to leave corporate issues to state law absent 
a crisis or acute problems that compel intervention.110

A.  Agency-Based Regulations and Judge-Made Standards

One of the noteworthy features of Delaware law is its heavy reliance on 
judge-made standards to regulate corporate affairs.  Delaware extensively 
relies on its judiciary to promulgate the arrangements governing important 
corporate law issues,111 including director liability,112 duties of controlling 
shareholders,113 and the regulation of self-dealing transactions.114  Delaware 

110. Kahan and Rock view the federal use of additional tools as an advantage of the existing 
allocation of power between the federal government and Delaware.  Kahan & Rock, supra note 
13, at 1619–22.  While we also view these tools as an advantage of past federal interventions, our 
focus is on the implications that the feds’ extra tools have for leaving to state law issues not yet 
targeted by federal incursions.  

111. See, e.g., Jill E. Fisch, The Peculiar Role of the Delaware Courts in the Competition for 
Corporate Charters, 68 U. Cin. L. Rev. 1061, 1064 (2000). 

112. See, e.g., Gagliardi v. TriFoods Int’l, Inc., 683 A.2d 1049, 1052–53 (Del. Ch. 1996) 
(applying common law business judgment rule to find no director liability). 

113. See, e.g., Sinclair Oil Corp. v. Levien, 280 A.2d 717, 720 (Del. 1971) (explaining 
application of intrinsic fairness test to parent-subsidiary dealings). 

114. See, e.g., Marciano v. Nakash, 535 A.2d 400, 404 (Del. 1987) (establishing legal 
standard for evaluating transactions when company directors are on both sides). 
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judges, in turn, tend to produce flexible and highly fact-intensive standards 
rather than bright-line rules.115  Prominent examples for such loose—some say 
indeterminate—standards include those governing the permissible scope of 
takeover defenses116 and the corporate opportunity doctrine.117

The federal government, in contrast, often uses elaborate, bright-line rules 
to regulate public corporations.  Prominent examples of such federal practice 
include the rules governing auditor independence and the disclosure of 
executive compensation.  The sharp contrast between the Delaware approach 
and the federal one is perhaps best illustrated by the rules governing director 
independence.  In the limited circumstances in which Delaware law attaches 
significance to director independence, courts have refused to adopt rigid 
definitions to determine who qualifies as an independent director.118  Instead, 
Delaware courts decide questions of director independence on a case-by-case 
basis taking into account the specific issue at stake.119  In contrast, federal 
law—through the exchange listing requirements—relies on detailed rules to 
provide guidance on the issue of director independence.120  For example, the 
national exchange listing requirements include a lengthy list of relationships 
that preclude a director from being independent.121

Note, however, that federal law does not rely exclusively on rules to 
regulate corporate affairs.  Many important issues are regulated at the federal 
level through judge-made standards.  For example, courts applying the general 
antifraud provisions under Rule 10b-5 are those that have largely defined both 
the range of conduct prohibited as insider trading and the scope of disclosure 

115. See William T. Allen, Ambiguity in Corporation Law, 22 Del. J. Corp. L. 894, 900 
(1997) (explaining that Delaware cases are fact-specific applications of principles that are 
difficult to generalize); Edward B. Rock, Saints and Sinners:  How Does Delaware Corporate 
Law Work?, 44 UCLA L. Rev. 1009, 1024 (1997) (explaining that Delaware courts employ 
“standards, not rules”). 

116. See generally Ronald J. Gilson & Reinier Kraakman, Delaware’s Intermediate 
Standard for Defensive Tactics:  Is There Substance to Proportionality Review?, 44 Bus. Law. 
247 (1989) (examining Delaware’s “intermediate standard of review mandating that 
management’s defensive tactics be ‘reasonable in relation to the threat posed’ by hostile offer” 
(quoting Unocal Corp. v. Mesa Petroleum Co., 493 A.2d 946, 955 (Del. 1985))). 

117. See Clark, supra note 77, at 244–46 (proposing clearer test). 
118. See, e.g., Lisa M. Fairfax, Sarbanes-Oxley, Corporate Federalism, and the Declining 

Significance of Federal Reforms on State Director Independence Standards, 31 Ohio N.U. L. Rev. 
381, 395 (2005) (“Delaware courts have not identified any specific categories of relationships that 
would presumptively prohibit a director from being independent.”). 

119. See E. Norman Veasey, Should Corporation Law Inform Aspirations for Good 
Corporate Governance Practices—or Vice Versa?, 149 U. Pa. L. Rev. 2179, 2182 (2001) 
(“[T]here is no ‘bright line’ or ‘litmus test’ for independence.”).

120. See sources cited supra note 67. 
121. See Note, And Now, the Independent Director!  Have Congress, the NYSE, and 

Nasdaq Finally Figured Out How to Make the Independent Director Actually Work?, 117 Harv. 
L. Rev. 2181, 2187–91 (2004) (reviewing definition of “independence”). 
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duties imposed on companies and their management.122

Competing theories purport to explain Delaware’s heavy reliance on 
judge-made standards.  In the past, we have argued that this reliance reduces 
the likelihood of federal intervention by camouflaging the extent to which 
Delaware law favors insiders.123  In a recent article, Kahan and Rock posit that 
this feature of Delaware law provides Delaware with political legitimacy.124  
In some cases, states may simply find it economically wasteful to invest in the 
complex process of producing elaborate rule-based regulations.  A regime of 
bright-line rules would normally require states to establish a regulatory agency 
and provide it with adequate funding.  The agency would then have to invest 
considerable resources in researching the issues, drafting proposed rules, 
analyzing the public’s comments, and finalizing the rules.  Consider the recent 
initiative to modify the disclosure rules concerning executive compensation.  
The SEC release with the proposed rules is roughly 370 pages long, including 
a detailed analysis of the proposed rules, their underlying rationale, and 
requests for comments.125  Needless to say, states might find this regulatory 
process to be prohibitively costly. 

For our present purposes, however, the motivation for this feature of 
Delaware law is unimportant.  As the next section explains, regardless of the 
real reason underlying it, the heavy reliance on judge-made standards 
significantly constrains the manner in which states can produce their corporate 
law arrangements. 

B.  Regulation of Outsiders and Insiders

Rules of personal jurisdiction and conflict of laws impose considerable 
limits on the range of matters and actors that state corporate law can effectively 
regulate.  Under the prevailing legal regime, the law of the state of 

122. See Thomas Lee Hazen, Law of Securities Regulation § 12.17[1], at 522 (5th ed. 2005) 
(“[T]here is no statutory definition to precisely identify which types of insider trading are 
permissible and which are not.”).  See generally Donald C. Langevoort & G. Mitu Gulati, The 
Muddled Duty to Disclose Under Rule 10b-5, 57 Vand. L. Rev. 1639, 1684 (2004) (examining 
history of duty to disclose under Rule 10b-5 and arguing that insider trading “came to dominate 
thinking so much that it appeared to be paradigmatic rather than unique”). 

123. See Bebchuk & Hamdani, Corporate Charters, supra note 2, at 603. 
124. Kahan & Rock, supra note 13, at 1609; see also Ehud Kamar, A Regulatory 

Competition Theory of Indeterminacy in Corporate Law, 98 Colum. L. Rev. 1908, 1929–32 
(1998) (describing how Delaware’s reliance on open-ended standards excludes rival states from 
Delaware’s network benefits); Jonathan R. Macey & Geoffrey P. Miller, Toward an Interest-
Group Theory of Delaware Corporate Law, 65 Tex. L. Rev. 469, 472 (1987) (arguing that 
reliance on judge-made standards increases litigation and thus fees paid to Delaware’s attorneys).  

125. See Executive Compensation and Related Party Disclosure, Securities Act Release No. 
8655, Exchange Act Release No. 53,185, Investment Company Act Release No. 27,218, 71 Fed. 
Reg. 6542 (proposed Feb. 8, 2006) (to be codified in scattered sections of 17 C.F.R.).  
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incorporation governs the internal affairs of the corporation.126  State 
corporate law is thus significantly limited in the scope of actors that it can 
govern, as states normally lack jurisdiction over important participants in the 
corporate sphere, such as creditors, bidders for control, and sometimes even 
controlling shareholders.127  For example, since controlling a Delaware 
corporation is not a sufficient nexus for personal jurisdiction, Delaware has 
only indirect ways to regulate controlling shareholders.  Likewise, Delaware 
does not impose any duties on bidders for corporate control.  Federal law, in 
contrast, does impose certain requirements on bidders with respect to 
structuring their tender offers.128

Most notably, federal law extensively regulates corporate gatekeepers.  
Business corporations and their management interact with a wide range of 
advisors, including lawyers, accountants, and investment banks.  State 
corporate law has generally refrained from intervening in the relationship 
between public companies and their advisors.  Federal law, in contrast, has 
directly and indirectly regulated the relationship of companies with their so-
called gatekeepers.129  Although this interference does not directly modify 
state corporate laws, it does have substantial implications for the governance of 
public corporations.  Providing a full account of the extensive regulation of 
gatekeepers by the federal government is beyond the scope of this paper.  For 
illustration purposes only, we will consider two specific forms of federal 
intervention—subjecting gatekeepers to liability, and the professional conduct 
rules for attorneys of public corporations promulgated by the SEC. 

Federal securities laws subject a variety of gatekeepers to liability for 
failure to prevent issuer fraud.130  Under section 11 of the Securities Act of 
1933, multiple parties may be subject to liability for the company’s fraud at the 
capital-raising stage.131  Gatekeeper liability also applies to fraud committed 
by public companies not in connection with an offering of securities to the 
public.  After the Supreme Court’s decision in Central Bank abolished aiding 
and abetting liability to private parties under Rule 10b-5,132 Congress 

126. See Note, The Internal Affairs Doctrine:  Theoretical Justifications and Tentative 
Explanations for Its Continued Primacy, 115 Harv. L. Rev. 1480, 1482 (2002).  

127. See Kahan & Rock, supra note 13, at 1620.  
128. See Securities Exchange Act of 1934 §§ 13(d), 14(d), 15 U.S.C. §§  78m(d), 78n(d) 

(2000). 
129. The term “gatekeepers” refers to “private parties who are able to disrupt misconduct by 

withholding their cooperation from wrongdoers.”  Reinier Kraakman, Gatekeepers:  The 
Anatomy of a Third Party Enforcement Strategy, 2 J.L. Econ. & Org. 53, 53 (1986).  

130. See Assaf Hamdani, Gatekeeper Liability, 77 S. Cal. L. Rev. 53, 56–58 (2003) 
(analyzing strategy of imposing gatekeeper liability); Kraakman, supra note 129, at 53 (same).  

131. 15 U.S.C. § 77k(a). 
132. Cent. Bank of Denver v. First Interstate Bank of Denver, 511 U.S. 164, 177 (1994) 

(holding that civil liability under Section 10(b) does not extend to aiding and abetting). 
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explicitly authorized the SEC in the Private Securities Litigation Reform Act 
of 1995 to impose civil liability for aiding and abetting securities fraud.133  
Moreover, some courts, including the Enron court,134 have interpreted the 
Central Bank decision very narrowly.135

Under certain circumstances, attorneys representing issuers have been 
subject to liability even prior to the Sarbanes-Oxley Act.136  But the alleged 
involvement of attorneys in many of the recent corporate debacles induced the 
federal government to intervene in the relationship between issuers and their 
counsel.137  Section 307 of the Sarbanes-Oxley Act thus directs the SEC to 
issue rules requiring attorneys representing issuers to report evidence of certain 
material misconduct, including “breach of fiduciary duties,” to the company’s 
chief legal officer or CEO.  If the latter does not respond appropriately, the 
attorney is required to bring the matter to the attention of either the audit 
committee, another committee consisting of independent directors, or to the 
entire board.138

C.  Public Enforcement and Private Enforcement

Federal authorities enforce corporate law norms through an elaborate 

133. 15 U.S.C. §§ 78b, 78d, 78t(f).   
134. In re Enron Corp. Sec., Derivative & ERISA Litig., 235 F. Supp. 2d 549, 581–94 (S.D. 

Tex. 2002).  For an account of the Enron court’s interpretation of Central Bank, see Kurt 
Eichenwald, Ruling Leaves Most Players Exposed to Suits on Enron, N.Y. Times, Dec. 21, 2002, 
at C3. 

135. Some courts hold gatekeepers liable by finding them to be “primary wrongdoers.”  On 
the elusive distinction between primary and secondary liability for securities fraud, see generally 
Jill E. Fisch, The Scope of Private Securities Litigation:  In Search of Liability Standards for 
Secondary Defendants, 99 Colum. L. Rev. 1293 (1999) (analyzing effects of Central Bank on 
liability for secondary defendants and arguing that “recent decisions have been unduly restrictive 
in their reading of section 10(b) liability”). 

136. See, e.g., Lewis D. Lowenfels & Alan R. Bromberg, Liabilities of Lawyers and 
Accountants Under Rule 10b-5, 53 Bus. Law. 1157, 1167–79 (1998) (finding that after Central 
Bank lawyers, though having no independent duty to disclose information about clients, are not 
excused from liability for a “material lie”). 

137. See, e.g., Roger C. Cramton, Enron and the Corporate Lawyer:  A Primer on Legal and 
Ethical Issues, 58 Bus. Law. 143, 162–73 (2002) (reviewing multiple ways in which lawyers were 
legally implicated in Enron affair). 

138. Implementation of Standards of Professional Conduct for Attorneys, Securities Act 
Release No. 8185, Exchange Act Release No. 47,276, Investment Company Act Release No. 
25,919, 68 Fed. Reg. 6296 (Feb. 6, 2003) (codified at 17 C.F.R. pt. 205).  The SEC originally 
proposed a rule that included a “noisy withdrawal” obligation.  Implementation of Standards of 
Professional Conduct for Attorneys, Securities Act Release No. 8150, Exchange Act Release No. 
46,868, Investment Company Act Release No. 25,829, 67 Fed. Reg. 71,670, 71,673 (proposed 
Dec. 2, 2002).  Given widespread opposition, the SEC has extended the comment period 
concerning this portion of the rule.  Implementation of Standards of Professional Conduct for 
Attorneys, Securities Exchange Act Release No. 8186, Exchange Act Release No. 47,282, 
Investment Company Act Release No. 25,920, 68 Fed. Reg. 6324 (proposed Feb. 6, 2003).   
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system—using private, public, and criminal enforcement mechanisms.  Under 
state law, in contrast, the sole mechanism for enforcing the rules of corporate 
law is private litigation in state courts.  States’ narrower range of devices leads 
to two salient differences between them and the federal government:  First, 
states normally lack the apparatus for scrutinizing compliance with corporate 
law on a routine basis.  Second, states do not rely on public enforcement ex 
post. 

The federal government engages in a wide variety of proactive measures 
designed to enhance investor protection even in the absence of any indication 
of wrongdoing.  These measures include not only the promulgation of a variety 
of prophylactic rules, but also the ongoing inspection of public companies.  
The Division of Corporation Finance at the SEC, for example, scrutinizes 
prospectuses and other disclosure documents, provides administrative 
interpretation of securities legislation, and issues no-action letters to companies 
seeking assurances.139  Similarly, the Public Company Accounting Oversight 
Board regularly inspects audit firms to determine their compliance with 
auditing standards.140  No state has a comparable function of inspecting public 
companies’ compliance with applicable corporate laws.  In fact, it is likely that 
no state would find it economically worthwhile to make such considerable 
investment in the regulatory infrastructure necessary for fulfilling this 
function.141

Federal law also implements a wide array of public enforcement devices 
to facilitate the enforcement of corporate norms, especially those stemming 
from securities laws.  The SEC carries out a variety of enforcement functions, 
including investigating cases of financial fraud, bringing civil actions in federal 
courts, and imposing administrative and disciplinary penalties.142  In severe 
cases (such as Enron and Adelphia), the Department of Justice brings criminal 
indictments.  States, in contrast, rely almost exclusively on private enforcement 
of corporate norms.  No state has established an agency to investigate 
corporate matters or to bring actions against insiders who have breached their 
fiduciary duties.143  The enforcement system available to federal authorities 

139. See U.S. Sec. & Exch. Comm’n, 2005 Performance and Accountability Report 43–50 
(2005), available at http://www.sec.gov/about/secpar/secpar2005.pdf (on file with the Columbia 
Law Review) [hereinafter SEC 2005 Report]. 

140. See Pub. Co. Accounting Oversight Bd., 2004 Annual Report 10–12 (2005), available 
at http://www.pcaobus.org/About_the_PCAOB/Annual_Reports/2004.pdf (on file with the 
Columbia Law Review). 

141. In fiscal year 2005, for example, the Corporation Finance Division at the SEC 
reviewed the financial statements of over 6,000 reporting companies.  See SEC 2005 Report, 
supra note 139, at 11. 

142. See James D. Cox & Randall S. Thomas with Dana Kiku, SEC Enforcement 
Heuristics:  An Empirical Inquiry, 53 Duke L.J. 737, 746–53 (2004). 

143. See, e.g., Carlton & Fischel, supra note 82, at 891 (noting that states have not enacted 
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thus goes far beyond that of the states in controlling insiders. 

D.  Criminal and Civil Sanctions

Criminal liability occupies a key role in the federal government’s 
enforcement arsenal.  Federal authorities have used criminal law to enforce 
disclosure duties and the prohibition on insider trading under the federal 
securities laws.  In certain cases, moreover, federal criminal law has been 
extended to cover breach of fiduciary duties by corporate officers.144  Indeed, 
most recent scandals have ended with criminal charges brought against the 
allegedly responsible corporate insiders in federal courts.145  Finally, 
responding to perceived deterrence failure underlying the recent corporate 
debacles, Congress introduced even harsher penalties on corporate insiders in 
the Sarbanes-Oxley Act.146

In contrast, states normally do not rely on criminal law to enforce 
corporate law norms.  The motivation underlying states’ reluctance to rely on 
criminal law is unclear.  One might argue that this reluctance has changed in 
recent years, with New York Attorney General Eliot Spitzer bringing criminal 
charges against investment banks and mutual funds, and other states’ 
authorities indicting corporate officers for their involvement in corporate 
scandals.  Yet, states that bring criminal charges are often not the states of 
incorporation and the charges are not based on the states’ corporation 
statutes.147  Spitzer, for example, used New York’s blue sky statute—also 
known as the Martin Act—to bring charges against corporate wrongdoers.148  
Finally, while other states have occasionally prosecuted corporate insiders, we 

public enforcement schemes directed against insider trading).  
144. See John C. Coffee, Jr., Does “Unlawful” Mean “Criminal”?:  Reflections on the 

Disappearing Tort/Crime Distinction in American Law, 71 B.U. L. Rev. 193, 204 (1991) 
(describing how, in the mid-1980s, defendants were “convicted of a federal felony on facts that 
would have been unlikely to support civil liability in a derivative suit”).  For an overview of the 
federal offenses that may apply to insider fraud, see Geraldine Szott Moohr, An Enron Lesson:  
The Modest Role of Criminal Law in Preventing Corporate Crime, 55 Fla. L. Rev. 937, 946–48 
(2003).

145. See Kathleen F. Brickey, In Enron’s Wake:  Corporate Executives on Trial, 96 J. Crim. 
L. & Criminology 397, 401 (2006). 

146. See Michael A. Perino, Enron’s Legislative Aftermath:  Some Reflections on the 
Deterrence Aspects of the Sarbanes-Oxley Act of 2002, 76 St. John’s L. Rev. 671, 684–89 
(2002). 

147. See Kahan & Rock, supra note 13, at 1606 (“Some states publicly prosecute corporate 
misconduct, albeit under the guise of their criminal, rather than their corporate, law.”).

148. See Renee M. Jones, Dynamic Federalism:  Competition, Cooperation and Securities 
Enforcement, 11 Conn. Ins. L.J. 107, 115–21 (2004) (detailing Spitzer’s Wall Street 
investigations and use of Martin Act); Johnathan Mathiesen, Survey, Dr. Spitzlove or:  How I 
Learned to Stop Worrying and Love “Balkanization,” 2006 Colum. Bus. L. Rev. 311, 316–25 
(same).  
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are not aware of any criminal action by Delaware.149

III.  LESSONS FOR THE FUTURE 

In this section, we consider the implications of our analysis for future 
policymaking.  Part III.A evaluates the performance of state competition.  
Persistent federal interventions, we argue, do not hinder the assessment of state 
competition.  To the contrary, the pattern of federal intervention supports the 
view that state competition cannot by itself produce adequate investor 
protection. 

Part III.B considers whether federal intervention should take the same 
form in the future as in the past.  We argue that the mere threat of federal 
intervention is insufficient to induce states to adopt desirable arrangements.  
We also highlight the shortcomings of occasional federalization of corporate 
law issues in reaction to scandals or manifest problems. 

Part III.C argues that the federal government should take a more proactive 
approach to regulating corporate affairs.  Federal officials should abandon the 
presumption that corporate issues should normally be left to state law.  Rather, 
federal policymakers should undertake a systematic and comprehensive 
examination to determine which corporate law issues should be subject to full 
or partial federalization. 

A.  The Race to the Top/Bottom Debate

1.  Do Past Interventions Make the Effect of State Competition 
Indeterminate? — In a recent article, Mark Roe argues that the state 
competition debate is inherently inconclusive given extensive federal 
intervention and the omnipresent threat of such intervention.150  In his view, 
because Delaware’s corporate lawmaking has been influenced by both state 
competition and the federal threat, it is impossible to isolate the effect of state 
competition on corporate law rules.151  In other words, because the premise of 
a “pure” race among states is a counterfactual one, corporate law scholars face 
a fundamental problem of observability when trying to assess whether 
competition pushes states in a positive or a negative direction. 

We believe such agnosticism is unwarranted.  Analytically, the fact that 
an outcome is the product of two distinct forces does not necessarily make it 
impossible to identify the separate effect of each force.  To be sure, this cannot 

149. See also Kahan & Rock, supra note 13, at 1607 (“[W]e are not aware of any instances 
in which Delaware prosecutors have investigated or charged corporate officials.”).

150. Roe, Competition, supra note 6, at 634–43. 
151. Id. at 635 (“The state race analysis must be inconclusive because we live in a federal 

system.”). 
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antitakeover statutes enabled the state to more than double the percentage of 
local firms incorporating in the state.160  Moreover, the study found no 
evidence that the incorporation market has penalized the three states that 
adopted the most far-reaching antitakeover statutes. 

Thus, the recurring federal interventions do not preclude an assessment of 
whether state competition has a beneficial effect on state lawmaking in the 
corporate area.  Indeed, recent empirical work provides evidence—the validity 
of which is in no way undermined by federal interventions—that state 
competition provides incentives to protect insiders. 

2.  Does State Competition Induce States to Favor Insiders? — We have 
thus far rejected the claim that federal interventions undermine any attempt to 
assess the performance of state competition.  We will now explain that past 
federal interventions, in fact, provide useful evidence for making such an 
assessment. 

A key question underlying the state competition debate is whether 
competition pushes states in a positive direction.  Supporters of state 
competition argue that it generally leads states to adopt corporate law rules that 
enhance shareholder value.  Examining past interventions, however, casts 
doubt on this claim.  The systematic pattern of federal interventions suggests 
that competition pushes states to produce arrangements that excessively favor 
insiders.  Without federal interventions, we have shown, state law would have 
produced investor protection levels that are substantially below the existing 
ones.  Thus, unless one is prepared to view the existing regime as providing 
investors with substantially excessive protection, history indicates that state 
competition tends to produce substantially suboptimal levels of investor 
protection. 

To be sure, there are those—including perhaps some supporters of state 
competition—who believe that the U.S. rules concerning investor protection 
are too strict and should be relaxed.  But it seems fair to say that the majority 
of corporate law scholars and policymakers—while not necessarily endorsing 
all the existing federal rules concerning corporate issues—would oppose 
rolling back the times to a more laissez faire system.  And there is a significant 
body of empirical evidence suggesting that the current level of investor 
protection has contributed to the success of the U.S. stock market.161

The pattern of federal intervention that we have identified is relevant for 
examining whether state competition produces arrangements that are too lax on 

Pa. L. Rev. 1795, 1801 (2002) (reporting evidence that antitakeover statutes attract 
incorporations).  

160. See Bebchuk & Cohen, supra note 158, at 414.  
161. See, e.g., Rafael La Porta et al., Law and Finance, 106 J. Pol. Econ. 1113, 1152 (1998) 

(describing recent research on correlation between country’s legal system and economic 
development). 
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corporate insiders.  Federal intervention has not varied between favoring and 
disfavoring insiders.  Rather, federal lawmakers have consistently had to adopt 
restrictions on insiders that state law failed to provide.  Moreover, states did 
not fail to act because federal law acted faster to produce corporate law 
arrangements.  If that were the case, then our inference would not be valid.  
Rather, federal officials have typically acted only after state law failed to 
provide adequate arrangements for some time. 

In other words, but for federal intervention, the regime of investor 
protection might have been even worse than what you would get by simply 
excluding existing federal arrangements.  Without the omnipresent threat of 
intervention, state law arrangements might have been more lax toward insiders 
than the current ones.  After all, as Mark Roe vividly describes, current state 
law rules have often been adopted against an omnipresent threat of federal 
intervention.162

Federal lawmakers presumably do not view the existing investor 
protection regime—much of it the product of federal interventions—as 
excessive.  Otherwise, the right thing for them to do would be to dismantle the 
protections that federal law has adopted.  Our analysis suggests that this view 
should lead to the conclusion that state competition tends to be too lax with 
respect to insiders. 

3.  Do Insiders Have as Much Influence on Federal Law as on State Law? 
— The pattern of federal lawmaking suggests that state competition produces 
arrangements that favor insiders.  This, however, does not necessarily imply 
that a federal regime that displaced state competition would be superior.  After 
all, it might be argued, federal law could do even worse.  In this subsection, we 
suggest that the history of federal intervention undermines this argument as 
well. 

State competition supporters, including Bainbridge, Macey, Romano, and 
Sitkoff, contend that federal law is unlikely to provide corporate law 
arrangements that would maximize shareholder value.163  The federal 

162. See Roe, Competition, supra note 6, at 601–07.  However, Hamermesh argues that the 
influence of the threat of federal intervention on Delaware lawmaking has been marginal.  See 
Hamermesh, Policy Foundations, supra note 14, at [final page].   

163. See Bainbridge, Politics, supra note 28, at 706–07 (“Congress is institutionally 
incapable of serious corporate governance reforms.”); Jonathan R. Macey, Displacing Delaware:  
Can the Feds Do a Better Job Than the States in Regulating Takeovers?, 57 Bus. Law. 1025, 
1027–28 (2002) (arguing that federal takeover law might be more management friendly than state 
law because of ability of management to lobby Congress without counterweight of states’ 
reputational concerns); Roberta Romano, The Future of Hostile Takeovers:  Legislation and 
Public Opinion, 57 U. Cin. L. Rev. 457, 468–85 (1988) (arguing that collective action problems 
and history of congressional involvement suggests federal takeover law would have same or 
greater bias toward management than state law); Romano, International Securities, supra note 20, 
at 537 (stating that it is highly unlikely Congress would adopt takeover legislation superior to 
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government, they argue, has its own political dynamic and is influenced by 
various interest groups.  Insiders, sometimes aligned with labor interests, have 
substantial political clout and thus have influence on lawmaking at the national 
level.  Choi and Guzman, for example, argue that managerial lobbying will be 
especially intense at the federal level since federal rules would be relevant to 
every firm in the nation.164  Thus, state competition supporters believe that 
political economy considerations caution against a federal role in the corporate 
area. 

Would federal lawmaking be as (or even more) favorable to insiders?  
Before discussing the evidence, let us explain why, on theoretical grounds, 
federal lawmaking is less likely than state lawmaking to favor insiders.  At 
both the state and federal level, lobbying and pressure by interest groups are 
likely.  But regulatory competition creates an important additional force—not 
existing at the federal level—that pushes states to cater to insider interests. 

In an earlier work, we showed how the desire to influence reincorporation 
decisions induces states to provide corporate law arrangements that are 
favorable to insiders.165  Even if insiders invested no resources in lobbying, 
state lawmakers would likely be attuned to their interests.  Put differently, 
beyond whatever lobbying by interest groups occurs, charter competition 
pushes states to favor managerial interests.  This pressure would not apply to 
federal lawmakers. 

To be sure, lobbying by insider interests might be strong at the federal 
level, but such lobbying can occur at both the state and the federal levels.  At 
the national level, however, lobbying by financial interests and institutional 
investors would likely provide some counterweight to insider lobbying.166  
Moreover, with the rise of the shareholder class, the political dynamics at the 
federal level might induce federal authorities to modify corporate law 
arrangements so as to further restrict corporate insiders even without organized 
lobbying.167

The pattern of federal interventions lends further support to this analysis.  

Delaware’s); Robert H. Sitkoff, Corporate Political Speech, Political Extortion, and the 
Competition for Corporate Charters, 69 U. Chi. L. Rev. 1103, 1160–61 (2002) (stating that 
federal statute regulating takeovers will likely be worse than current regime under state law). 

164. See Stephen J. Choi & Andrew T. Guzman, Choice and Federal Intervention in 
Corporate Law, 87 Va. L. Rev. 961, 975–76 (2001). 

165. See Bebchuk & Hamdani, Corporate Charters, supra note 2, at 599–601. 
166. Cf. Mark J. Roe, Delaware’s Politics, 118 Harv. L. Rev. 2491, 2537–38 (2005) 

[hereinafter Roe, Politics] (arguing that shareholders and managers are likely most influential at 
state level). 

167. See William W. Bratton & Joseph A. McCahery, The Equilibrium Content of 
Corporate Federalism 44–51 (European Corporate Governance Inst., Working Paper No. 23/2004, 
2004), available at http://ssrn.com/abstract=606481 (on file with the Columbia Law Review) 
(suggesting that political demand for certain congressional interventions stemmed from general 
public rather than organized interest groups). 
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If pro-insider lobbying had been as effective at the federal level as at the state 
level, then a considerable share of federal interventions would have favored 
insiders.  But that has not been the case.  Whatever forces operate at the federal 
level, past patterns indicate that they tend not to be as pro-insider as those 
operating at the state level. 

One might argue that the history of federal lawmaking provides a 
misleading snapshot of the balance of powers under a system of federal 
corporate law.  Since it has thus far taken place against the backdrop of the 
prevailing norm under which states regulate companies’ internal affairs, 
federal intervention typically has been limited to periods of financial crisis.  
Given the strong populist sentiment underscoring federal action during these 
crisis periods, it might be argued, it is not surprising that the arrangements 
produced by federal officials disfavor insiders.  Things would be different, 
however, were the federal government to engage in corporate lawmaking on a 
regular basis.  Under such a regime, managers would have greater opportunity 
to influence lawmakers, especially when the general public is not focused on 
corporate law topics. 

This potential objection paints an overly simplistic picture of the 
circumstances underlying past federal interventions.  As Part II indicates, not 
all federal arrangements have been introduced during periods of crisis.  To be 
sure, some of the most extensive federal incursions were sparked by the 
collapse of the stock market or some other national crisis.  This description 
applies to most of the extensive reforms undertaken by Congress to federalize 
what had previously been matters regulated exclusively under state law.  
However, many rules adopted by the SEC or federal courts were not adopted 
during such periods of crisis.  For example, while it contrasted sharply with the 
approach of state lawmakers at the time, the SEC’s persistent attempt to 
prohibit dual-class stock recapitalizations cannot be attributed to any particular 
crisis or a populist demand.  The same applies to the federal courts’ decisions 
extending the application of Rule 10b-5 to insider trading. 

4.  Does State Law Have All the Necessary Tools? — Our analysis 
highlights another reason why state law alone cannot be relied upon to produce 
an adequate regime of investor protection.  Beyond whatever problems exist as 
a matter of substantive law, states also use a much narrower arsenal of 
instruments to govern corporate affairs.  In this subsection, we consider the 
implications of the limited toolkit that state law uses.  As we explain, there are, 
most likely, cases in which some of the tools used only by federal law would 
be useful.  The limited tools that states deploy significantly call into question 
the ability of a state competition regime to provide desirable arrangements. 

a.  Judge-Made Standards. — Delaware corporate law relies heavily on 
standards to regulate corporate affairs.  As the academic literature shows, 
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however, rules sometimes may well be superior to standards.168  Consider, for 
example, public companies’ duty to disclose information concerning executive 
compensation.  Given the complexity of compensation arrangements and the 
need for a uniform disclosure format across issuers, detailed, bright-line rules 
are presumably superior to open-ended standards.  Indeed, the SEC has 
adopted an extensive scheme of detailed disclosure rules concerning executive 
compensation.169

Furthermore, the central role that courts occupy in state corporate law 
(and the related reliance on private enforcement) substantially limits the nature 
of corporate lawmaking.  The reliance on courts undermines the ability of 
Delaware corporate law to respond quickly to exigent circumstances.170  
Unlike legislators or agencies with rulemaking power, courts need to wait for 
the proper dispute to reach them in order to modify existing rules.  
Furthermore, even when the proper occasion arrives, courts typically cannot 
simply overrule prior precedents.  A legal system that heavily relies on judge-
made law is normally bound to make only gradual changes to existing rules.171

The gradual and slow evolution of state corporate law stands in sharp 
contrast to the federal response in the aftermath of Enron and other debacles.  
This response included quick action by Congress, followed by extensive 
rulemaking by the SEC.  Delaware, on the other hand, did not respond so 
quickly.172  Again, we do not argue that the federal response to the recent 
crisis was optimal.  In fact, some argue that the federal response was too hasty, 
and that some of the reforms lack merit.173  Rather, our point is that state law 

168. See, e.g., Louis Kaplow, Rules Versus Standards:  An Economic Analysis, 42 Duke 
L.J. 557, 577 (1992). 

169. See Executive Compensation and Related Party Disclosure, Securities Act Release No. 
8732, Exchange Act Release No. 54,302, Investment Company Act Release No. 27,444 (Aug. 11, 
2006), at http://www.sec.gov/rules/final/2006/33-8732.pdf (to be codified in scattered sections of 
17 C.F.R.).  

170. See Kahan & Rock, supra note 13, at 1617–19. 
171. In a recent article, Justice Steele and Professor Griffith argue that its reliance on 

standards provides Delaware with the ability to alternate between lax and stringent regulation.  
See generally Sean J. Griffith & Myron T. Steele, On Corporate Law Federalism:  Threatening 
the Thaumatrope, 61 Bus. Law. 1 (2005).  This analysis, however, overlooks two important 
points.  First, as we explained above, federal law also relies on judge-made standards.  Second, 
judge-made law may be a poor device for regulating areas in which detail-intensive rules are 
optimal. 

172. We do not argue that Delaware’s legislature is slow to respond to rapidly changing 
business conditions.  Indeed, some believe that Delaware’s lawmakers promptly amend corporate 
laws when the need arises.  See, e.g., Leo E. Strine, Jr., Delaware’s Corporate-Law System:  Is 
Corporate America Buying an Exquisite Jewel or a Diamond in the Rough?  A Response to 
Kahan & Kamar’s Price Discrimination in the Market for Corporate Law, 86 Cornell L. Rev. 
1257, 1268 (2001) [hereinafter Strine, Response].  When case law governs an important issue, 
however, legislators are limited in their ability to respond, unless they are willing to adopt 
legislation that would displace the case law on the issue.   

173. See, e.g., Roberta Romano, The Sarbanes-Oxley Act and the Making of Quack 
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based on judge-made standards cannot respond in a prompt and comprehensive 
manner to a substantial change in circumstances. 

b.  Private Enforcement. — The virtually exclusive reliance by states on 
private litigation may be sensible from the economic perspective of each 
individual state.  The failure to provide for public enforcement, however, may 
lead to underenforcement of corporate norms.174  There are some issues for 
which public enforcement may outperform private litigation.  The same applies 
with respect to routine inspections of companies’ compliance with corporate 
law norms. 

c.  Criminal Law. — A similar analysis applies to states’ exclusive 
reliance on civil remedies.  As is well established in the literature on 
enforcement, monetary penalties may sometimes produce under-deterrence.  
When the probability of detecting wrongdoing is smaller than one (that is, 
when there is some probability that the wrongdoer will not be caught), the 
optimal penalty should equal the social harm divided by the probability of 
detection.175  Monetary sanctions may be insufficient when the wrongdoer 
possesses limited wealth and cannot always pay damages.  Under these 
circumstances, the use of criminal law allows the state to overcome the 
judgment-proof problem.176

B.  The Feds’ Desirable Role

The analysis thus far leaves open the question whether federal 
intervention should take the same form as in the past.  In this subsection, we 
argue that federal officials should take a more proactive approach to regulating 
public corporations. 

1.  Is the Federal Threat Sufficient? — We have shown that, if left alone 
without the threat of federal action, state competition would likely not produce 
adequate investor protection.  We have also explained why federal intervention 
is likely to be less biased in favor of insiders.  This still leaves open the 
possibility that the existing regime of state competition, coupled with the mere 
threat of federal intervention, may be sufficient.  Under this view, which is 
supported by some commentators,177 if states went too far in the direction of 

Corporate Governance, 114 Yale L.J. 1521, 1528 (2005) [hereinafter Romano, Quack Corporate 
Governance] (suggesting that Sarbanes-Oxley Act will not achieve its goals). 

174. Cf. Steven Shavell, The Optimal Structure of Law Enforcement, 36 J.L. & Econ. 255, 
268–70 (1993) (arguing that incentives for private enforcement may be “misaligned” with public 
needs and may lead to over or underenforcement). 

175. See Gary S. Becker, Crime and Punishment:  An Economic Approach, 76 J. Pol. Econ. 
169, 180–85 (1968) (analyzing variables involved in deterrence). 

176. See Shavell, supra note 174, at 266.  
177. See, e.g., Jones, Corporate Federalism, supra note 64, at 636–37 (arguing that 

“vertical” competition between federal government and Delaware produces sufficient disciplining 
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favoring insiders, federal officials would be expected to intervene; the threat of 
such hypothetical intervention, the argument goes, will discourage states from 
adopting undesirable arrangements in the first place.  For the reasons explained 
below, however, we believe that the mere threat of federal intervention is 
insufficient.  Put differently, the constraint produced by the threat of federal 
intervention is hardly a tight one. 

To begin, for states other than Delaware, the federal threat has little 
deterrent effect.  Since the corporate law of any such state affects only a small 
fraction of U.S. public companies, each such state does not expect its actions to 
have a significant impact on the likelihood of federal intervention.  These 
states can thus adopt laws favoring insiders without meaningfully increasing 
the likelihood of intervention. 

Unlike other states, Delaware cannot consider the effect of its choices on 
the likelihood of intervention to be negligible.  Because Delaware’s adoption 
of insider-favoring arrangements would increase the risk of federal 
intervention, the threat of such intervention does provide Delaware with an 
incentive not to adopt such arrangements.  Still, this incentive may well be 
insufficient. 

First, Delaware’s dominance is a two-edged sword in this context.  On the 
one hand, its dominant position induces Delaware to pay greater attention to 
the risk of federal intervention.  Thus, Delaware cannot be expected to lead 
other states in terms of insider protection.178  On the other hand, Delaware’s 
desire to preserve its dominant position also discourages Delaware from falling 
too far behind other states in protecting insiders and thus bearing the risk of 
losing favor in insiders’ eyes. 

Second, Delaware’s adoption of some insider-favoring arrangements is 
not expected to trigger federal intervention.  Failure by Delaware to serve 
shareholder interests would be expected to trigger federal intervention only if it 
were sufficiently substantial and salient so as to induce federal officials to take 
action.  Congress is unlikely to act unless there is sufficient political payoff 
associated with doing so.  The SEC, on the other hand, is legally constrained 
from regulating the internal affairs of public corporations in the absence of 
explicit statutory authorization.179  In addition, Delaware can use various 
measures—such as relying on courts to regulate corporate affairs—to secure 
legitimacy and reduce the risk of intervention. 

effect). 
178. For example, Delaware has adopted fewer and milder antitakeover statutes than many 

other states.  See, e.g., Romano, International Securities, supra note 20, at 533–34. 
179. See also Joel Seligman, A Modest Revolution in Corporate Governance, 80 Notre 

Dame L. Rev. 1159, 1169 (2005) [hereinafter Seligman, Modest Revolution] (arguing federalism 
norm is example of impediment explaining relatively sporadic involvement of SEC in corporate 
governance issues).  
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Finally, whereas the threat of entirely displacing the existing system of 
regulatory competition with a mandatory regime of federal law has a clear 
deterrent power, it is far from clear that the threat of federalizing specific 
issues will serve as a deterrent.  After all, notwithstanding the federalization of 
many issues, Delaware continues to derive a substantial fraction of its tax 
revenues from franchise taxes.180  As long as it expects limited federal 
intervention, Delaware can adopt insider-favoring arrangements with only a 
limited risk.  In other words, while placing some limits, the threat of federal 
intervention clearly provides Delaware with substantial slack to stray away 
from shareholder wealth maximization without triggering federal action.  The 
optimal strategy for Delaware might thus be to take a calculated risk of 
intervention and hope for the best. 

Indeed, the patterns of the past convincingly demonstrate that the sheer 
threat of federal action is hardly sufficient to induce states to provide adequate 
investor protection.  If the mere threat were sufficient, there would never—or 
rarely—be actual interventions, as states would do whatever was required to 
avoid federal action.  The evidence, however, is inconsistent with this view.  
Intervention has not occurred once—it has been repeated in various forms 
throughout the last seven decades.  History thus supports our view that the 
sheer threat of federal intervention does not impose a tight constraint on state 
law’s adoption of insider-favoring rules. 

2.  Is Reactive Federal Lawmaking Sufficient? — Having concluded that 
the disciplining impact of the federal intervention threat is insufficient, we now 
turn to actual federal interventions.  We believe that the existing practice of 
occasional interventions suffers from several drawbacks. 

First, federal officials have followed a reactive approach under which the 
“inadequacy threshold” needs to be quite high in order to trigger federal action.  
Federal lawmakers have generally federalized issues only when their 
regulation by state law seemed to be patently and grossly inadequate.  State 
law arrangements that are merely inadequate but are not crying for repair are 
unlikely to trigger the federal government to act.  To be sure, the paucity of 
federal incursions is not always the outcome of legal restrictions.  Congress 
undoubtedly has the power to make laws in whatever areas of corporate law it 
wishes.181  Yet, the presumption in favor of state law produces a substantial 
political impediment to federal intervention.182  Moreover, federal courts and 
the SEC lack the power to federalize additional corporate law areas.  And 
when they try to use the powers they have to regulate, they are subject to 

180. See Bebchuk & Hamdani, Corporate Charters, supra note 2, at 556. 
181. See Kahan & Rock, supra note 13, at 1578 (stating Congress has power under 

Commerce Clause to enact national corporate laws that would displace state law). 
182. See id. at 1586 (noting that, although not necessarily binding legally, underlying 

themes of “corporate federalism” and “states’ rights have significant political . . . salience”). 
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political pressures to focus on their “core responsibilities.”183

The upshot is that some federal interventions—most importantly, those 
that require Congress to act—often take place in response to a financial or 
other crisis providing lawmakers with compelling reasons to respond to the 
public outcry and restore confidence.184  The circumstances in which such 
federal intervention takes place affect its nature.  First, given the perceived 
need to restore public confidence, legislators typically act quickly, and the 
legislative process often lacks deliberation and thorough consideration of the 
issues at stake. 

Roberta Romano has recently criticized the legislative process leading to 
the enactment of the Sarbanes-Oxley Act as being rushed.185  This critique 
might be warranted, but its lesson is not to shun federal intervention.  Rather, 
federal lawmakers should start thinking about the issues in a proactive way 
without waiting for a crisis atmosphere.186  In other words, the rushed process 
leading to the adoption of Sarbanes-Oxley was not due to some inherent 
shortcomings of the federal system.  Rather, it resulted from the federalism 
norm which normally leads Congress to stay away from regulating corporate 
affairs. 

Second, limited interventions that focus on concrete problems crying for 
repair are inherently problematic.  The corporate field is complex, with many 
interrelations and interconnections between the rules regulating different 
corporate issues.  Unlike occasional interventions, a proactive approach would 
allow federal officials to develop a comprehensive assessment of corporate 
reforms and carefully study interrelations between various corporate law issues 
and the federal rules regulating them. 

Finally, because the threshold for congressional intervention is high, the 
SEC and federal courts sometimes seek to address state law failures, but their 
ability to do so is significantly constrained by the congressional demarcation of 
the corporate law areas that are federalized.  As a result, the SEC and federal 
courts might adopt strategies that are not necessarily optimal.  The SEC, for 
example, has often addressed perceived state law failures through enhanced 
disclosure requirements.  Perhaps disclosure requirements were indeed the 
right instrument, but one cannot escape the concern that the SEC adopted this 
strategy only because it was the one clearly within its authority.  The SEC 
might have acted differently if it could have chosen from a broader menu of 

183. Seligman, Modest Revolution, supra note 179, at 1169. 
184. See, e.g., Roe, Politics, supra note 166, at 2530 (stating that Congress intervenes in 

corporate law primarily when “constituents scream, fire alarms go off, and the media spots a big 
issue”). 

185. See Romano, Quack Corporate Governance, supra note 173, at 1549. 
186. Constant evaluation of the need to revise corporate law rules is considered to be one of 

the advantages of Delaware over the federal government.  Strine, Response, supra note 172, at 
1262. 
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options. 

C.  Going Forward

Federal policymakers should adopt a proactive approach to corporate law.  
They should go back to the drawing board and review, without the pressure 
caused by a scandal or other pressing problem, all the issues now governed by 
state law.  For each issue, federal policymakers should examine whether: (1) 
the existing state law arrangement is optimal, and (2) any of the tools that are 
now unavailable at the state level—rules, agency involvement, public 
enforcement, criminalization, duties on agents not subject to the jurisdiction of 
the state of incorporation—would be superior.  Most importantly, this review 
should not proceed under the prevailing strong presumption that corporate 
affairs should normally be left to state law absent compelling reasons to 
intervene. 

Such a systematic review would not suffer from the drawbacks of the 
existing approach of reactive, occasional interventions.  To begin, whereas 
Congress in the past expanded federal law only when it perceived the state law 
treatment of a certain subject to be sufficiently inferior to present a compelling 
reason for intervention, a systematic review could result in the expansion of 
federal law to many issues whose treatment by state law is “merely 
suboptimal.” 

Second, while the reactive approach has led to congressional interventions 
done quickly and without sufficient deliberation, a systematic review process 
would not suffer from such a problem.  Because the review process would not 
be conducted against the background of a crisis and a perceived need to act 
quickly, decisions could be made with appropriate deliberation and 
investigation.  Thus, those who criticized the passage of the Sarbanes-Oxley 
Act for being too hurried187 would not be able to attribute similar flaws to the 
outcome of the proposed review.  Federal law has thus far taken an 
“emergency-room” attitude of addressing only acute problems calling for 
immediate treatment.  The review we have in mind would also address 
problems that do not demand immediate treatment but whose solution could 
well provide significant benefits over time. 

Thirdly, the comprehensive review that we advocate would enable federal 
officials to examine in an integrated and unconstrained fashion the optimal 
design of all corporate law arrangements specified by federal law.  As we 
explained, some of the existing elements of federal law were adopted by the 
SEC or the federal courts, which sought to address perceived state law failures 
by using disclosure requirements.  Because the proposed review would allow 

187. See Romano, Quack Corporate Governance, supra note 173, at 1549.  
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for congressional legislation, it could utilize a wide range of instruments 
beyond disclosure requirements.  It would thus reconsider the strategies 
pursued by the SEC and the courts.  For example, the proposed review would 
examine whether federal law would do better to address self-dealing problems 
through substantive rules rather than disclosure requirements. 

One way for conducting such a review would be for Congress to appoint a 
National Corporate Law Commission to study in a comprehensive manner the 
arrangements that should govern public companies.188  This Commission 
would prepare for congressional consideration a proposed revision of all the 
congressional legislation concerning public companies—a federal public 
companies code.  This code could include application of federal law to areas of 
corporate law thus far regulated only by state law as well as revision of 
existing elements of federal law. 

Of course, public companies live in a dynamic and ever-changing world 
and the task of adjusting optimally the body of federal corporate law will never 
come to an end.  Delaware has a process that produces periodic revisions of its 
Corporate Code.  Similarly, congressional legislation could provide a periodic 
adjustment of the federal public companies code.  To this end, the National 
Corporate Law Commission could be a standing commission which would 
continue to monitor and review corporate law issues after the completion of its 
initial comprehensive set of recommendations. 

Whether carried out through a National Corporate Law Commission or 
otherwise, the systematic review we advocate should seek to determine the full 
range of corporate issues which should be regulated by federal law rather than 
state law.  With respect to some issues, the federal rule might simply provide a 
minimum requirement to which states could add, or even a default arrangement 
from which states could opt out to a specified extent.  Because some of the 
rules governing a public company would continue to be supplied by its state of 
incorporation, we believe that it would be desirable for the proposed 
systematic review to develop a supplemental code to govern those companies 
that would choose a federal incorporation option. 

We have already made a detailed case for a federal incorporation option in 
our earlier work.189  Even the strongest supporters of regulatory competition 
cannot and should not oppose a federal incorporation option.  A federal 
incorporation option does not impose any rules on public companies that do 
not choose to use this option, but merely expands the menu of choices 
available to such companies.  Furthermore, because the incentives and tools of 

188. The model we have in mind is the National Bankruptcy Review Commission.  See 
National Bankruptcy Reform Act of 1994 §§ 601–610, 11 U.S.C. ch. 1 note (2000); see also M. 
Caldwell Butler, The National Bankruptcy Review Commission (1997), at 
http://library.findlaw.com/1997/Nov/1/130505.html (on file with the Columbia Law Review) 
(discussing history and role of National Bankruptcy Review Commission). 

189. Bebchuk & Hamdani, Corporate Charters, supra note 2, at 612–14. 
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federal lawmakers are different from those of state lawmakers, the federal 
incorporation option could well provide a meaningful expansion in this menu 
of choices given that states offer codes that are rather similar. 

To the extent that a National Corporate Law Commission would be 
appointed to conduct a comprehensive and continuous review of the optimal 
design of a federal public companies code, the Commission would be naturally 
positioned to develop and adjust over time the supplemental code for the 
federal incorporation option.  Alternatively, the task of drafting this 
supplemental code could be given to a separate standing commission whose 
job would then largely parallel the work done by the state committees 
developing recommendations for changes in state law corporate codes. 

As we argued earlier, one advantage of federal regulation is the ability to 
make significant use of rulemaking and enforcement by regulatory agencies.  
To the extent that the comprehensive review we recommend would conclude 
that expansion of federal law is desirable, the role and responsibility of the 
SEC could expand as well.  Furthermore, developers of the supplemental 
federal incorporation code might also conclude that agency involvement might 
be desirable for enforcing some of the supplemental code’s provisions or for 
developing rules that provide detailed specification to implement some of the 
supplemental code’s general provisions. 

Given the discussion above regarding the federal bodies that should play a 
role in the future development of federal corporate law, we wish to note that 
the systematic review process we recommend should consider the 
establishment of a federal corporate law court.  Critics of federal corporate law 
have stressed the benefits of having a judge-made law developed by 
Delaware’s Court of Chancery which has a great deal of expertise in corporate 
matters.  However, the absence of a specialized corporate court is not an 
inherent disadvantage of federal corporate law.190  A federal court specializing 
in corporate law—or a number of such courts—could be established and 
staffed with judges with great expertise in the corporate area.  Such a court 
could be charged with jurisdiction over disputes arising from the elements of 
the mandatory federal public companies code, from the elements of the 
supplementary code that might be adopted for companies choosing a federal 
incorporation option, or both. 

In any event, while corporate law scholars might reasonably differ in the 
recommendations they will make to federal officials engaged in a 
comprehensive review of the law governing public corporations, we hope that 
many will come to recognize the value of such a review.  Indeed, in this paper 

190. See Lucian Arye Bebchuk & Allen Ferrell, A New Approach to Takeover Law and 
Regulatory Competition, 87 Va. L. Rev. 111, 146–47 (2001) (advocating specialized federal body 
to adjudicate proposed body of optional federal takeover law).  
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we seek to help bring about such  recognition. 

CONCLUSION 

The persistent federal interventions throughout the past seven decades do 
not make it more difficult to assess the performance of state competition.  To 
the contrary, the patterns of federal intervention that we have identified 
provide important evidence that can help resolve the state competition debate.  
This evidence cuts against the claims of state competition supporters.  Unless 
one is prepared to view current levels of investor protection as far too 
excessive, history indicates that state competition produces arrangements that 
are excessively lax toward insiders.  History also suggests that insiders’ 
influence on federal corporate law is not as strong as it is on state corporate 
law.  Furthermore, for anyone who accepts that adequate investor protection 
requires the modern tools that state law has been unwilling or unable to use—
agency-made regulations, regulation of outsiders, public enforcement, and 
criminal sanctions—history provides another argument against state 
competition. 

The history of federal interventions helps us not only to identify the 
shortcomings of state competition, but also to address them better in the future.  
History indicates that the mere threat of federal intervention is not sufficient to 
induce states to provide adequate investor protection.  It further suggests that 
federal policymakers should abandon their presumption against intervening 
unless and until state law failures provide a compelling reason to do so.  While 
occasional interventions are better than absolute deference to state law, a more 
systematic and proactive approach is desirable. 

A systematic and comprehensive examination by federal policymakers 
can lead to the design of arrangements without the rush that characterized the 
Sarbanes-Oxley legislation.  It can also produce improved arrangements not 
only with respect to issues whose regulation by state law is alarmingly 
worrisome, but also with respect to ones whose regulation by state law is 
merely inadequate.  Additionally, such an examination can ensure that 
different federal corporate law arrangements are designed in a coordinated way 
that takes into account the interrelationships and interactions among various 
arrangements. 

One way to implement the approach we advocate is for Congress to 
appoint a National Corporate Law Commission to examine all the issues now 
governed by state law and determine which, if any, should be fully or partially 
federalized.  The optimal path for federal intervention in the future should be 
different from the one that it has taken during the past seven decades.  History 
teaches us that state competition cannot be relied on to produce adequate 
investor protection on its own.  A systematic and comprehensive examination 
of the desirable scope of federal intervention in corporate law is long overdue. 
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§ 4:1 Federal and State Registration Requirements

Mutual fund prospectus disclosures are made in the context of
registration of the fund and its shares under both the 1933 Act and the
1940 Act, which is described in this section.

§ 4:1.1 Registration Under the 1933 and 1940 Acts

As mutual funds continuously offer and sell securities (their shares)
to the public, they are subject to the same 1933 Act requirements as all
other issuers of securities. Section 5 of the 1933 Act provides that an
issuer may not use the mails or other means of interstate commerce to
sell its securities unless a registration statement is in effect under the

§ 4:1 MUTUAL FUND REGULATION
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Act with respect to the securities. Section 5 also provides that it is
unlawful for an issuer to use the mails or other means of interstate
commerce to deliver its securities to purchasers unless the securities
are accompanied or preceded by a prospectus that meets the require-
ments of section 10 of the 1933 Act.

Section 7 of the 1940 Act provides that a mutual fund may not
engage in business unless registered under the 1940 Act.

§ 4:1.2 The Federal Registration Process

[A] Applicable Forms
Section 8(a) of the 1940 Act permits a mutual fund to register under

the 1940 Act by notification, and the Commission has specified Form
N-8A as the form of Notification of Registration, which for most
new funds is only one or two pages long. Section 8(b) of the 1940 Act
requires every investment company which has registered under
section 8(a) to file a registration statement with the Commission.
Rule 8b-5 under the 1940 Act requires the fund to file its registration
statement within three months after filing the Notification of
Registration (or, if the fund’s fiscal year ends within this three-month
period, within three months after the end of its fiscal year).

The Commission has designated Form N-1A as the form of
registration statement for mutual funds that will meet the
requirements of both section 5 of the 1933 Act and section 8(b) of
the 1940 Act.

[B] Automatic Effectiveness—Delaying Amendment
Section 8(a) of the 1933 Act provides that a registration statement

filed under that Act shall automatically become “effective” twenty days
after it is filed with the SEC. However, the SEC staff usually cannot
process new filings within that period, and it therefore expects new
registrants to include on the cover page of the registration statement
automatic “delaying amendment” language pursuant to Rule 473
under the 1933 Act. This language in effect gives the SEC the power
to delay the effectiveness of the registration statement until it is
satisfied that the disclosure is adequate:

The registrant hereby amends this registration statement on such
date or dates as may be necessary to delay its effective date until
the registrant shall file a further amendment which specifically
states that this registration statement shall thereafter become
effective in accordance with section 8(a) of the Securities Act of
1933 or until the registration statement shall become effective on
such date as the Commission, acting pursuant to section 8(a),
may determine.

Prospectus Disclosure and Delivery Requirements § 4:1.2
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[C] Filing Fees
No fee is required when filing Form N-8A or Form N-1A.

Section 24(f)(1) of the 1940 Act provides that upon the effective date
of a fund’s registration statement, the fund will be deemed to have
registered an indefinite amount of its securities. Section 24(f)(2) of the
Act and Rule 24f-2 establish a system for payment of filing fees within
ninety days after the end of each fiscal year of the fund, based on the
aggregate sales price of fund shares during the fiscal year, reduced by
the value of aggregate redemptions during the year. For this reason
among others, new registrants often establish a fiscal year to maximize
the period between the effective date of their registration statement
and the end of their first fiscal year.

[D] Staff Review Process
When filed, the registration statement is reviewed by an examiner

on the staff of the SEC’s Division of Investment Management, who
provides comments, questions and suggestions to the fund or its
counsel. The staff seeks to provide initial comments within thirty
days after the filing, either by phone (to be memorialized by the fund in
correspondence accompanying a pre-effective amendment to the filing)
or in writing. The timing, nature and extent of the comments can vary
widely, depending on factors such as the staff ’s current workload, the
experience of the examiner, the quality of the disclosure in the initial
filing, and the extent to which the staff has previously reviewed similar
filings by affiliated funds. In general, first-time registrants can expect
to receive substantially greater scrutiny, more staff comments and a
lengthier registration process than those with affiliated funds whose
previous filings have been reviewed by the staff.1

Normally, counsel incorporates the examiner ’s comments into a
“pre-effective” amendment to the registration statement, which also
contains the delaying amendment language and is again reviewed by
the staff. The fund does not have to accept all staff comments and
suggestions, and interaction with the examiner (and in some cases his
or her supervisor) is common. However, the fund usually must explain

1. In its Release adopting the three-part version of Form N-1A, the SEC noted
that “[t]he Commission has also generally instructed the staff to avoid as
much as possible using disclosure requirements as a means of regulating
the conduct of funds, which are subject to extensive substantive regulation
under the Investment Company Act.” Investment Company Act Release
No. 23,064, at n.221 (June 1, 1998). This remains a goal that is not always
achieved.
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in correspondence accompanying the amendment which comments
have not been accepted and why, and sometimes is also requested to
provide supplemental information to the staff on various matters of
inquiry. Such correspondence must also include a representation
(called a “Tandy” representation) that the fund will not use the
Commission’s comment process as a defense in any securities-related
litigation against the fund.

The registration process can involve several such amendments,
until the staff is satisfied that a final amendment can be filed without
the delaying amendment language or the staff agrees to declare the
registration statement effective on behalf of the Commission. As in all
interactions with governmental agencies, there is some value to
maintaining a friendly and professional relationship with the staff,
even when disagreeing—particularly since the same examiner is likely
to be reviewing future filings by the fund and its affiliates.

[E] Sales Efforts While Registration Statement
Is Pending at SEC

Rule 430 under the 1933 Act permits the distribution of a
preliminary prospectus before the effective date of the registration
statement, so long as the preliminary prospectus contains substan-
tially all of the information in the final prospectus. Rule 481(b) under
the 1933 Act specifies the form of a “subject to completion” legend
that must appear on the outside front cover page of a preliminary
prospectus.

Caution should be exercised when discussing pending registration
statements with news media. The Division of Investment Manage-
ment reminded registrants in a 1993 “generic comment letter” that

[t]he discussion of a new fund in interviews, in press conferences,
or in speeches which are then reprinted, excerpted, quoted, or used
in articles or broadcasts before the effective date of the fund’s
registration statement may constitute a ‘prospectus’ under
Section 2(10) of the 1933 Act that does not meet the requirements
of Section 10 of the Act and thereby violates Section 5(b)(1). Such a
violation is commonly referred to as ‘gun jumping.’ In such a case,
acceleration of the effectiveness of the registration statement may
be delayed and a ‘cooling off ’ period with a re-circulation of any
preliminary prospectus may be required.

In practice, preliminary mutual fund prospectuses are used
infrequently. They are distributed most often in connection with the
mailing of proxy statements to shareholders of a target fund who
are voting on its reorganization into a newly organized acquiring fund
in exchange for shares of the acquiring fund.
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[F] Filing Final Prospectus
The fund is required to file copies of the final versions of Parts A and

B of its registration statement with the SEC within five days after the
effective date of the registration statement (or within five days after the
fund commences a public offering, if later) pursuant to Rule 497(c)
under the 1933 Act. If the versions do not differ from the forms in the
registration statement when declared effective, then the fund can
simply file a certificate to that effect pursuant to Rule 497(j). However,
if a summary prospectus2 is delivered alone, it must be filed with the
Commission pursuant to Rule 497(k) no later than the date it is
first used, even if it is the same form as the material included in Part A.
The SEC staff has indicated that each summary prospectus must be
filed separately. However, if the fund uses multiple versions of a
summary prospectus with different contact information for various
intermediaries and distribution channels, it may file only one form
with an exhibit showing the varying information.

For registration statements that become effective after January 1,
2011, an interactive data exhibit must be filed within fifteen days after
the effective date. For such a registration statement, if the form of
prospectus filed under Rule 497(c) includes information in response to
items 2–4 of Form N-1A that varies from the information in Part A of
the registration statement as filed, then an interactive data exhibit
must also be filed.

§ 4:1.3 General Registration Rules and Regulations

Several general Commission rules and regulations are relevant to
the process of fund registration on Form N-1A.

Rules 400 et seq. in Regulation C under the 1933 Act set forth a
variety of provisions relating to the technical and procedural aspects of
the registration process, such as dating, filing fees, prospectus type
size, consent requirements, calculation of effective dates, procedures
for amendments, requests for acceleration of effectiveness, and the
like.

Regulation S-X contains the accounting rules for the form and
content of financial statements required to be filed under the 1933 Act
and the 1940 Act. In addition to rules of general application, Article 6
of the Regulation applies specifically to registered investment compa-
nies. Although much of Regulation S-X is primarily of interest to a
fund’s accountants and the financial personnel of its adviser or
accounting service provider, legal practitioners should be familiar

2. See infra section 4:7.2.
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with Article 6, which in some cases impacts the types of information
that must be included in the fund’s registration statement.

Regulation S-T governs the electronic submission of documents
filed with the Commission on the “EDGAR” (an acronym for
“electronic data gathering and retrieval”) system, including eXtensible
Business Reporting Language (XBRL)-related documents. It is
supplemented by the detailed formatting provisions of the SEC ’s
EDGAR Filing Manual. Although much of this information is of
primary concern to financial printers and others engaged in the
formatting and electronic submission process, legal practitioners
should be generally familiar with the requirements in connection
with their review of documentation to be filed with the Commission.

§ 4:1.4 State Registration Requirements

The offer and sale of securities by mutual funds are also subject to
state and territorial securities laws (often referred to as “blue sky”
laws). These laws generally require the securities to be registered in
each state in which they are offered for sale. For a widely distributed
fund, this generally means separate registration in most or all of the
fifty states, in the District of Columbia, and in one or more territories.
This can be a considerable task, as each state has its own laws,
exemptions may exist for limited sales or sales only to exempt
investors such as financial institutions, not all states use the same
registration forms, filing fee schedules vary considerably (ranging
from a single fee for an indefinite number of securities to fees
with break-points for specified levels of sales), and states require
differing annual sales reports and renewal fees at different
times. As section 18 of the 1933 Act exempts mutual fund shares
from substantive regulations by the states (other than antifraud
enforcement proceedings), the registration requirements are now
basically state fee-generating devices.3 However, careful attention to
the process is necessary, as the sale of shares in a state beyond
the number of shares registered can lead to the requirement for a
rescission offer. Because the state registration process lends itself to an
automated and clerical approach, it is usually handled by the fund’s
administrative staff or by an outside administrator.

3. A 2007 decision of the California Court of Appeals has created some
concern about the clarity of the boundary between substantive prospectus
regulation and antifraud enforcement by permitting the California
Attorney General to sue a broker-dealer for failing to disclose to investors
“shelf-space” arrangements with the fund’s distributor. See People v.
Edward D. Jones & Co., 154 Cal. App. 4th 627 (2007).
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§ 4:2 General Disclosure Requirements

Form N-1A contains a specific list of required disclosures. However,
in preparing a fund registration statement, other sources of informa-
tion are available and should be consulted. In addition, a general
understanding of the purposes of the registration documents is crucial.

§ 4:2.1 General Disclosure Guidance

Some specific and practical guidance is available in a variety of
published Commission releases and guidelines. The Commission’s
proposing and adopting Releases for the three-part version of
Form N-1A,4 and for the summary prospectus revisions for registra-
tion statements and post-effective amendments filed on or after
January 1, 2010, contain helpful insights about the Commission’s
disclosure philosophy and expectations.5 Until the Commission
adopted the three-part version of Form N-1A in 1998, the Division
of Investment Management published Guidelines for Form N-1A,
which provide specific comments about the disclosure requirements
of a number of items of the previous version of the form.6 A number of
these Guidelines are now outdated, some explain or restate legal
requirements and suggest generic disclosures of the type the Commis-
sion no longer favors, and the releases adopting them have now
been rescinded. The Commission indicated in 1998 that the
Division of Investment Management is working on a revised and
updated version of the Guidelines. However, the revisions are not yet
available, and on occasion the older guidance can be useful.

Also useful are the annual “generic comment letters” published by
the Division of Investment Management from 1989 to 1996 to assist
registrants with respect to filing and disclosure matters, and the
“chief accountant’s letters” published by the Commission’s Chief
Accountant since 1994 to assist registrants and their independent
accountants with respect to accounting matters. These letters are
supplemented from time to time by letters from the Division to the
Investment Company Institute, the trade organization representing
most of the participants in the mutual fund industry, regarding
specific issues (such as disclosures about “junk” bond investments,
disclaimers of liability for telephonic transactions with shareholders,
and application of various requirements of Form N-1A). These

4. Investment Company Act Release Nos. 22,530 (Feb. 27, 1997), 23,064
(Mar. 13, 1998).

5. Investment Company Act Release Nos. 28,064 (Nov. 30, 2007), 28,584
(Jan. 13, 2009).

6. Investment Company Act Release No. 13,436 (Aug. 12, 1983).
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letters provide specific guidance regarding filing procedures and the
Division’s views about the appropriate disclosures for a variety of
matters that have come to its attention as a result of its staff ’s
reviews of many fund registration documents. Presumably they will
be incorporated into the Division’s revised Guidelines when they are
published.

Guidance in preparing a fund’s registration documents also can be
gleaned indirectly from several other sources. Disclosure documents
filed by other funds with similar objectives, strategies and techniques
are useful to ensure that a fund’s documents adequately respond to the
requirements of Form N-1A and fully disclose information relevant to
particular subjects. They also provide helpful indications of disclosures
currently favored by the Commission staff. Similarly, recent letters
or memoranda providing staff comments on other registration state-
ments can be useful and are generally publicly available forty-five days
after staff review of the filing is complete. Public pronouncements by
members of the Division’s staff are reported in various publications.
And, as discussed further below, court decisions in connection with
shareholder challenges to fund disclosure documents provide helpful
hints about specific language to include or avoid.

§ 4:2.2 Clear, Concise and Understandable Documents

The instructions to Form N-1A provide:

The requirements of Form N-1A are intended to promote effective
communication between the Fund and prospective investors. . . .
The prospectus disclosure requirements in Form N-1A are
intended to elicit information for an average or typical investor
who may not be sophisticated in legal or financial matters.

Rule 421 under the 1933 Act embodies the Commission’s concern
that disclosure documents be prepared so that they can be understood
by the average investor. This Rule was adopted in 1998, as it had
become evident that fund disclosure documents could not be easily
understood by many investors because those documents were written
by lawyers primarily as documents to avoid potential fund liability
under the securities laws, rather than to communicate clearly with
the public. The Rule requires information in a fund’s registration
statement to comply with four general standards.

First, the information must be provided “in a clear, concise and
understandable manner.” This means:

(1) . . . Whenever possible, use short, explanatory sentences and
bullet lists;

(2) Use descriptive headings and subheadings.
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(3) Avoid frequent reliance on glossaries or defined terms as the
primary means of explaining information. . . .

(4) Avoid legal and highly technical business terminology.7

Second, information should be understandable without reference to
the particular provisions of Form N-1A or Commission rules. In
addition, in lieu of repeating information in the notes to financial
statements, references may be made to other parts of the prospectus
where the information is set forth.

Third, funds must use “plain English” principles in the organiza-
tion, language and design of the front and back cover pages, and in the
summary and risk factors sections, of the prospectus. Although
the Rule does not so specify, the instructions to Form N-1A remind
drafters that the Rule applies to the entire summary prospectus
included in Part A, and as a practical matter the Commission has
encouraged the use of these principles throughout fund disclosure
documents. In summary, these principles are as follows:

(1) Use short sentences.

(2) Use definitive, concrete, everyday words (“if” rather than
“in the event”).

(3) Use the active voice (not “it is believed,” but “the adviser
believes”).

(4) Use tabular presentations or bullet lists for complex material
whenever possible.

(5) Don’t use legal jargon (for example, “inter alia”) or highly
technical business terms (for example, “beta”).

(6) Don’t use multiple negatives (for example, “not uncommon”).

Finally, the Rule permits funds to use pictures, logos, charts, graphs
or other design elements, so long as the design is not misleading and

7. Rule 421(b)(1)–(4). Notes to Rule 421 further explain what should be
avoided:

(1) Do not use legalistic or overly complex presentations that make the
substance of the disclosure difficult to understand.

(2) Do not use vague “boilerplate” explanations that are imprecise and
readily subject to different interpretations.

(3) Do not copy complex information directly from legal documents
without any clear and concise explanation of the provisions.

(4) Do not repeat disclosure in different sections of the document that
increases the size of the document but does not enhance the quality
of the information.
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the required information is clear. It encourages tables, schedules,
charts and graphic illustrations of the results of operations, balance
sheets, and other financial information that present the data in an
understandable manner.8

These principles are easy to explain and hard to implement. Writing
poorly and in legalese is much simpler and takes less time than
applying “plain English” principles and thinking. It also complicates
the preparation process by requiring lawyers to submit their drafts to
the tender mercies of non-legal editors and graphic designers. How-
ever, despite the fears of some practitioners that the Commission’s
approach to the writing and design of disclosure documents would toss
the baby out with the bath water, and result in more litigation about
the accuracy of fund disclosure documents, this has not been the case
to date.

§ 4:2.3 Liability Issues

Fund registration documents have two purposes, and resolving the
tension between those purposes is a central function of counsel
preparing those documents. First, as discussed in the preceding
section, many of the Commission’s past efforts have been aimed at
making prospectuses a more informative and useful document for the
average investor.

Second, however, fund registration documents are also aimed at
effectively protecting the fund and others against significant potential
liabilities imposed by the 1933 Act for misstatements or omissions.9

Unfortunately, most fund investors do not carefully read the disclosure
documents they receive before investing. When investors lose
money, however, these documents are read very carefully by their
lawyers.

Rule 408 under the 1933 Act succinctly captures this tension:

8. The Rule notes that any presentation must be consistent with the financial
statements and non-financial information, and that graphs and charts
must be drawn to scale.

9. For example, section 11 of the 1933 Act provides a civil remedy for a
registration statement that contains “an untrue statement of a material
fact or omits to state a material fact required to be stated therein or
necessary to make the statements therein not misleading.” A number of
persons may be jointly and severally liable under section 11, including
not only the fund, but also its chief executive, financial and
accounting officers, its directors, its underwriters, and its accountants.
And section 17(a) of the 1933 Act is a criminal provision for fraud in the
sale of securities.
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In addition to the information expressly required to be included in
a registration statement, there shall be added such further material
information, if any, as may be necessary to make the required
statements, in the light of the circumstances under which they are
made, not misleading.

Rule 405 explains that “material” information means “matters to
which there is a substantial likelihood that a reasonable investor
would attach importance in determining whether to purchase the
security registered.” The concepts embodied in these Rules are central
to the registration process. The job of securities lawyers and other
compliance personnel preparing a fund’s registration statement is to
go beyond the itemized disclosure requirements of Form N-1A by
understanding the specific nature and risks of the portfolio operations
and service arrangements of a particular mutual fund, and then
thinking creatively about the types of information that an investor
would generally consider to be important with respect to that fund.

To provide one of many possible examples: A fund indicated in its
prospectus that its objectives (a high level of current income and a
relatively stable principal value) would be achieved, in large part, by
investing in fixed-income mortgage-backed securities with a short
average life, rather than securities with longer maturities and greater
volatility. The prospectus warned that rising interest rates could
cause principal prepayments to occur at a slower than expected
rate. However, it did not indicate that the effect of this slow-down
would be to convert the fund’s portfolio from more stable short- or
intermediate-term securities into more volatile long-term securities. A
federal district court, denying the fund’s motion to dismiss a lawsuit
by shareholders whose fund shares declined in value when rates rose,
held that the prospectus did not adequately disclose the consequences
of rising interest rates, and that the omission was material.10

The Commission has struggled over the years to reconcile the
tension between clear communications and adequate disclosure. In
adopting the three-part form of disclosure documents in 1998, the
Commission noted:

When the Commission adopted the [three-part] disclosure
format for Form N-1A, the Commission intended that Part A of
the registration statement provide investors with a simplified
prospectus that, standing alone, would meet the requirements of
section 10(a) of the Securities Act. Part B, the statement of

10. T.C.W./D.W. N. Am. Gov’t Income Trust Securities Litigation, No. 95 Civ.
0167 (PKL) (S.D.N.Y. 1997).
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additional information (which is available to investors upon
request), includes additional information that the Commission
has determined may be useful to some investors and should be
available to all investors, but is not necessary in the public interest
or for the protection of investors to be in the prospectus.11

In modifying the three-part format in 2009, the Commission noted
that prospectuses were still widely criticized for being too long, too
complicated, and too difficult for comparing investment choices. The
Commission therefore adopted a new form of “summary prospectus,”
as a Portion of Part A, aimed at providing information that is key to an
investment decision in a shortened document, with more detail
available on the Internet and in an interactive format that facilitates
comparison of important data.12

The Commission has also noted that both section 19(a) of the
1933 Act and section 38(c) of the 1940 Act protect a fund from liability
for actions taken in good faith in conformity with any rule of the
Commission.13 A fund is permitted to incorporate the statement of
additional information by reference into the prospectus,14 and to
incorporate both the full prospectus and the statement of additional
information into the summary prospectus. In addition, Rule 498
provides that, for purposes of Rule 159 under the 1933 Act (and
therefore for purposes of the liability provisions of sections 12(a)(2)
and 17(a)(2) of the 1933 Act), information incorporated by reference in
a summary prospectus is deemed to have been conveyed no later than
the time the summary prospectus is received.15 However, the anti-
fraud provisions of the federal securities laws do apply to the summary
prospectus, and potential liability exists if the information disclosed to

11. Investment Company Act Release No. 23,064, at 100 (Mar. 13, 1998).
12. See infra section 4:3.2.
13. In its Release adopting the 2009 summary prospectus revisions to

Form N-1A, the Commission stated they believe “that a person that
provides investors with a mutual fund Summary Prospectus in good faith
compliance with rule 498 will be able to rely on Section 19(a) of the
Securities Act against a claim that the Summary Prospectus did not
include information that is disclosed in the fund’s statutory prospectus,
whether or not the fund incorporates the statutory prospectus by reference
into the Summary Prospectus.”

14. See infra section 4:3.1.
15. Sections 12(a)(2) and 17(a)(2) of the 1933 Act are liability and antifraud

provisions having to do with untrue statements or omissions of material
fact in the offer and sale of securities. The Commission has taken the
position that information conveyed to an investor only after the time of
sale (or contract of sale) should not be taken into account for purposes of
assessing the application of these provisions.
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an investor (which arguably includes all information in the documents
incorporated by reference into the summary prospectus) contains a
material misstatement or omits a statement necessary to make the
disclosure not materially misleading.

§ 4:3 Form N-1A

Form N-1A is organized in three parts. Part A contains
the requirements for the prospectus which will meet the requirements
of section 10(a) of the 1933 Act and which must be delivered to
all purchasers of a fund’s shares (referred to as the “statutory
prospectus”). Part B contains the requirements for a Statement of
Additional Information (SAI) which expands on the information in the
prospectus and which a fund must provide to investors upon their
request. Part C contains requirements for exhibits and other informa-
tion (such as the location of a fund’s accounts, a fund’s undertakings
to the SEC, and information about the officers and directors of a
fund’s investment adviser and distributor) which the fund is not
required to provide to investors but is publicly available from the
Commission’s files.

Effective for registration statements and post-effective amendments
filed on or after January 1, 2010, the Commission has adopted
revisions to Form N-1A that in effect reorganize the form into four
parts. A portion of Part A is now designated as a “summary prospec-
tus” that, at the option of the fund, can be delivered to all purchasers of
a fund’s shares in lieu of the full Part A “statutory prospectus,” so long
as the statutory prospectus is available on the Internet and in paper
form upon request.

For those responsible for preparing fund registration documents,
there is no substitute for carefully reading Form N-1A from start to
finish. In most cases, the Form relatively clearly indicates the sub-
stance of the required disclosures. The discussion below focuses only
on those portions of the Form where emphasis or supplemental
information may be helpful.

§ 4:3.1 General Instructions

The introductory material in Form N-1A is a set of General
Instructions with helpful detail about a variety of nitty-gritty details.

[A] Registration Fees
A fund is not required to pay a fee to file the Form with the

Commission. Rule 24f-2 under the 1940 Act establishes a system of
annual fees that are paid by registered funds within ninety days
after the end of each fiscal year, based on net sales of shares during
the year.

§ 4:3 MUTUAL FUND REGULATION

4–14
20210314



[B] Organization of Material
With a few exceptions, a fund may organize its statutory prospectus

and SAI in any manner it believes will be easy for investors to
understand.

Form N-1A requires seven items to be included in full (without
incorporation by reference to other documents) and in order in a
summary section at the front of Part A, preceded only by a cover page
and table of contents, which constitute the “summary prospectus”
for the fund if delivered alone to purchasers of fund shares. If Part A
covers multiple funds, a separate summary section is required for each
fund, except that the required information about the purchase and sale
of fund shares, tax matters, and financial intermediary compensation
may be combined and presented immediately after the individual fund
summaries. Each fund’s summary section may include responses for
all share classes of the fund.

[C] Date of Prospectus
Rule 423 under the 1933 Act requires the prospectus to be dated

approximately as of the date that the fund’s registration statement
became effective.

[D] Incorporation by Reference
A fund may incorporate information in Parts B and C of its

registration statement by reference to other documents filed with the
Commission, subject to the usual Commission rules.16 However,
except for the summary section of Part A discussed below, a fund
currently cannot incorporate information by reference in the prospec-
tus, except in certain specified circumstances (for example, financial
highlights information from a shareholder report delivered with the
prospectus). In addition, a fund may specifically incorporate the SAI by
reference into the prospectus without delivering the SAI with the
prospectus. As the SAI contains considerable additional detail
about fund policies and risks, prospectuses commonly incorporate
the SAI by reference, to attempt to obtain additional protection from
disclosure-related liability under the 1933 Act. In all instances,
Rule 8b-23 under the 1940 Act requires that a copy of any document
incorporated by reference be filed as an exhibit with the registration
statement.

16. For example, Rule 10(d) of Regulation S-K under the 1933 Act prohibits
incorporation by reference of material that includes incorporation by
reference to another document.
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The summary portion of Part A for a fund is not permitted to
include any information other than the seven items required by
Form N-1A with respect to the fund. However, to attempt to obtain
additional protection from disclosure-related liability under the
1933 Act, the summary prospectus is permitted to incorporate by
reference the fund’s full statutory prospectus, its SAI, and any
information in the fund’s shareholder reports that the fund has
incorporated into the statutory prospectus without delivering any of
them with the summary prospectus, so long as they are available on
the Internet and upon investors’ request.17 Documents must be
incorporated by direct reference and not by reference to another
document in which they are incorporated by reference. Since the
2009 revision of Form N-1A the full statutory prospectus is no longer
permitted to incorporate by reference a separate disclosure document
about share purchase and redemption procedures.

[E] Inclusion of Sales Material
The General Instructions permit a fund to include sales literature

in its prospectus, so long as it does not add substantial length to
the document and its placement does not obscure essential disclosure.
Thus, funds may include sales literature “wrappers” around the
statutory prospectus, labeled as such.

Special rules apply to delivery of sales materials with a summary
prospectus. Rule 498 provides that a summary prospectus
cannot be bound together with other documents (except for funds
available in certain insurance programs), although a number of
summary prospectuses may be bound together. In addition, the
summary prospectus must be given “greater prominence” than any
accompanying materials; the Commission has indicated that this
standard is met if the summary prospectus is on top of a group of
documents that are provided together, that a simple cover letter is
acceptable, but that a wrapper with marketing materials is not
permissible.

17. See infra section 4:5.2. The Commission staff has indicated that a
summary prospectus may not incorporate by reference the statutory
prospectus and SAI “as further amended or supplemented” in the future,
rather than specifying the dates of such amendments or supplements.
Notwithstanding this advice, some funds have added such language to
avoid the expense of supplementing or reprinting the summary prospectus
each time the statutory prospectus or SAI is supplemented or amended in
a manner that does not directly affect the information in the summary
prospectus.
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§ 4:3.2 Relation of the Prospectus to the SAI

[A] The Statutory Prospectus
As a general matter, the text of a statutory prospectus is kept as

short and simple as possible, consistent with basic disclosure about a
fund, not only because Form N-1A is constructed in this manner, but
also to minimize prospectus printing and mailing costs if a summary
prospectus is not used. Concerns about liability under the securities
laws are addressed by including significantly more expansive
disclosures in the SAI, which is incorporated by reference into the
prospectus. Since few investors in practice request copies of the SAI,
printing or duplication costs for the SAI are generally not a concern.

The General Instructions to Form N-1A note that “[t]he purpose of
the prospectus is to provide essential information about the Fund in a
way that will help investors to make informed decisions about whether
to purchase the Fund’s shares described in the prospectus.” The
General Instructions make a variety of points about how this is to
be accomplished.

The prospectus should assume an unsophisticated readership.
The prospectus disclosure requirements “are intended to elicit
information for an average or typical investor who may not be
sophisticated in legal or financial matters.” It should use “straight-
forward, and easy to understand language” and “document design
techniques that promote effective communication.” It should
“avoid excessive detail, technical or legal terminology and complex
language” and “lengthy sentences and paragraphs that may make
the prospectus difficult for many investors to understand and
detract from its usefulness.”

The statutory prospectus should aim to disclose the essential
nature of the fund. It should “clearly disclose the fundamental
characteristics and investment risks of the Fund” and “should
emphasize the Fund’s overall investment approach and strategy.”
It should “help investors to evaluate the risks of an investment and
to decide whether to invest in a Fund by providing a balanced
disclosure of positive and negative factors” and “should be designed
to assist an investor in comparing and contrasting the Fund with other
funds.”

In addition, the prospectus should be concise. “The prospectus
should avoid lengthy legal and technical discussions; simply
restating legal or regulatory requirements to which Funds
generally are subject; and disproportionately emphasizing possible
investments or activities of the Fund that are not a significant part
of the Fund’s investment operations. Brevity is especially
important in describing the practices or aspects of the Fund’s
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operations that do not differ materially from those of other
investment companies. Avoid excessive detail, technical or legal
terminology, and complex language. Also avoid lengthy sentences
and paragraphs that may make the prospectus difficult for many
investors to understand and detract from its usefulness.”

In contrast, “The purpose of the SAI is to provide additional
information about the Fund that the Commission has concluded
is not necessary or appropriate in the public interest or for the
protection of investors to be in the prospectus, but that some
investors may find useful. Part B affords the Fund an opportunity
to expand discussions of the matters described in the prospectus
by including additional information that the Fund believes may
be of interest to some investors.” The SAI is in effect the home for
disclosure of the matters banished from the prospectus, including
full explanations of both principal, secondary and other possible
investments, strategies and techniques; full description of
investment risks, investment limitations and restrictions; and
discussion of legal and regulatory requirements to which a fund
is subject.

Although “plain English” concepts apply to both Parts A and B of
Form N-1A, as a practical matter a greater level of complexity is
permitted in the SAI consistent with lengthier descriptions of
more sophisticated matters. The General Instructions impose few
limitations on the SAI, merely noting that the SAI should not
duplicate information in the prospectus unless necessary to make
the SAI comprehensible as a document independent of the prospectus.
However, a more detailed explanation of matters referred to in the
prospectus is not considered to be duplication.

[B] The Summary Prospectus
The summary portion of Part A applies the same general principles

within the prospectus itself. The Commission has concluded that even
statutory prospectuses prepared in compliance with Form N-1A
requirements are too long and complicated and are too difficult for
investors to use efficiently in comparing investment choices. The
summary prospectus provisions of Form N-1A seek to provide investors
with specified information that is key to an investment decision, in a
concise, standardized, user-friendly format that is easily accessible (three
to four pages at the front of the full statutory prospectus and, if the
fund so elects, a stand-alone summary prospectus). Whatever loss of
information this entails when used alone as a summary prospectus is
presumably offset by the requirement for Internet availability of Parts A
and B, which provides easy access to the full statutory prospectus and
easier access than in the past to the full SAI.
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Seven prescribed disclosure items must be presented in numerical
order at the front of the summary prospectus, and may be preceded
only by a cover page or table of contents. If the statutory prospectus
covers a number of funds, the summary information for each fund
must be presented sequentially in full on a fund-by-fund basis. The
only exception is that if information about purchases and sales of fund
shares, taxes, and financial intermediary compensation is uniform for
all funds, it may be presented immediately following all of the rest of
the summary information for all the funds. Information included in
the summary section need not be repeated elsewhere in the statutory
prospectus. The Commission staff has rigidly limited the information in
summary prospectuses to the items and disclosure language prescribed by
Form N-1A.

§ 4:3.3 Investment Objectives

Item 4 of Form N-1A requires disclosure of a fund’s investment
objectives or goals. A fund’s investment objective is generally described
quite simply, in terms such as “the fund seeks to maximize capital
appreciation” or “the fund seeks to maximize income consistent with
prudent investment risk.” In some cases, the investment objective is
stated more expansively, by incorporating elements of its investment
strategy—for example, “the fund seems to maximize income
consistent with prudent investment risks by investing primarily in
investment grade bonds of domestic issuers.” However, funds
generally avoid this type of statement, as a fund’s investment objective
usually is designated as a fundamental policy that cannot be altered
without shareholder approval,18 and inclusion of additional language
regarding investment strategies decreases the fund’s flexibility by
elevating the investment strategies to fundamental policy status.

§ 4:3.4 Investment Strategies and Risks

Items 4 and 9 of Form N-1A contain related requirements
for disclosure of a fund’s principal investment strategies and the
associated risks to investors. Item 4 requires summary disclosure of
these matters in the summary section of the prospectus. Item 9
contemplates more extensive supplemental disclosure, which may be

18. See section 8(b) of the 1940 Act. The SEC Release adopting the current
version of Form N-1A notes that “[i]n the Commission’s view, most
investors typically would not expect the investment objectives of their
funds to change without their approval,” and the Form requires prospectus
disclosure if this is not the case.
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placed anywhere in the prospectus. As a result, disclosure of a fund’s
principal investment strategies and risks is in effect a three-tier
process, with a summary description in the summary section of
the prospectus in response to item 4, a fuller description elsewhere
in the prospectus in response to item 9, and supplemental and more
detailed information in the SAI.

With respect to investment strategies, Form N-1A contemplates
three types of disclosures: identification of the principal types of
securities in which the fund will invest; description of any other
important policy, practice or technique used by the fund to achieve
its investment objectives; and explanation of the adviser ’s investment
approach.

In describing equity securities, the prospectus should indicate the
types of securities (e.g., common stock, preferred stock, or con-
vertible securities). It should also indicate the types of issuers, in
terms of any concentration (or lack of concentration) in particular
regions (e.g., domestic or foreign issuers, companies headquar-
tered or operating principally in Western Europe or Latin America),
any concentration (or lack of concentration) in companies in specific
industries, sectors or sub-sectors of the economy (e.g., technology
or healthcare sectors or sub-sectors), and any focus (or lack of focus)
on issuers of a particular size (most often described in terms of
“market capitalization” of the issuers—the aggregate market price
of the issuers’ publicly-traded securities).19

In describing fixed-income securities, the prospectus should
indicate the types of securities (e.g., fixed-income or mortgage-
backed debt instruments). It should also indicate any limitations
on the maturity of the fund’s investments (most often expressed in
terms of dollar-weighted average maturity or “duration” of the

19. The Commission’s 1994 “generic comment letter” noted:

While there are no precise definitions for the terms ‘small, mid
and large capitalization,’ there are indices that classify publicly
offered companies according to their market capitalization.
The staff believes that any fund that uses ‘small, mid or large
capitalization’ in its name must include a definition of the term in
its prospectus. . . . Definitions and disclosure inconsistent with
common usage, including definitions relying solely on an average
capitalization, will be considered inappropriate by the staff. Funds
may rely on a ‘cap’ or ‘ceiling’ in defining the particular category. In
addition, use of a percentage cutoff may be appropriate, e.g., ‘small
cap’ companies defined as those which fall in the lowest 15% of
market capitalization of publicly traded companies listed in the
United States.
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fund’s portfolio) and the ratings of such securities by independent
rating organizations (e.g., “investment grade” or “high yield, high
risk” securities).20

Examples of other important strategies would be the use of
options, futures, and swap arrangements.

The instructions to item 9 explain the contemplated disclosure
about the adviser ’s investment approach: “Explain in general terms
how the Fund’s adviser decides which securities to buy and sell (e.g.,
for an equity fund, discuss, if applicable, whether the Fund emphasizes
value or growth or blends the two approaches).” Any other principal
policy, practice or technique used by the Fund should also be disclosed.

The instructions to item 9 contain helpful instructions about
identifying a fund’s “principal” investment strategies.21

“Whether a particular strategy, including a strategy to invest in a
particular type of security, is a principal investment strategy
depends on the strategy ’s anticipated importance in achieving
the Fund’s investment objectives, and how the strategy affects
the Fund’s potential risks and returns. In determining what is a
principal investment strategy, consider, among other things, the
amount of the Fund’s assets expected to be committed to the
strategy, the amount of the Fund’s assets expected to be placed at
risk by the strategy, and the likelihood of the Fund’s losing some or
all of those assets from implementing the strategy.”

“A negative strategy (e.g., a strategy not to invest in a particular
type of security or not to borrow money) is not a principal
investment strategy.”

Disclosure is required of any policy to “concentrate in securities of
issuers in a particular industry or group of industries (i.e., invest-
ing more than 25% of a Fund’s net assets in a particular industry
or group of industries).”

With respect to investment risks, Form N-1A contemplates dis-
closure of “the principal risks of investing in the Fund, including the
risks to which the Fund’s particular portfolio as a whole is expected to
be subject and the circumstances reasonably likely to affect adversely
the Fund’s net asset value, yield, or total return.”

20. The staff ’s views about disclosures related to “junk bonds” are set forth in
a staff letter to investment company registrants dated October 3, 1989,
and a letter to the Investment Company Institute dated February 23, 1990.

21. The previous version of Form N-1A defined “significant investment
policies or techniques” to exclude practices that placed 5% or less of a
fund’s assets at risk. That standard was deleted in the current version of
the form.
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The item 4 disclosure in the summary section of the prospectus is
limited to a summary of the fund’s investment strategies and risks.
Thus, for example, the Commission release adopting the current
version of Form N-1A indicated that “In the Commission’s view, the
purpose of the summary risk disclosure in a fund’s prospectus is to
identify briefly the principal risks of investing in the particular fund
and to emphasize those risks reasonably likely to affect the fund’s
performance. In light of this purpose, the Commission expects a fund,
in meeting this requirement, to present only a succinct summary of
the principal risks of investing in the fund and not to repeat the fuller
discussion of these risks required elsewhere in the prospectus.”22 In
addition, item 4 requires specific disclosures for money market funds,
funds sold through an insured depository institution such as a bank,
and non-diversified funds. It also permits a description of the types of
investors for whom the fund is intended, or the types of investment
goals that may be consistent with an investment in the fund.

Because the few sentences contemplated in a summary cannot
disclose all aspects of the principal investment strategies and risks,
funds usually include further detail elsewhere in the prospectus (under
a heading such as “Further Information About Investment Strategies
and Risks”). The level of detail to be included in the item 9 disclosure,
rather than in the SAI, is a matter of judgment. Thus, for example, the
prospectus summary might include a reference to investment in
foreign securities involving higher risks than investment in domestic
securities, item 9 disclosure might amplify this to explain some of the
risks in further detail, and a full explanation of the risks of foreign
investments might be included in the SAI.

One of the lawyer ’s most important tasks in drafting the prospectus
is to focus the adviser ’s personnel on what the fund is most likely to
do. Thus, for example, the Adopting Release notes “the Commission
believes that it generally would be inconsistent with the summary risk
requirement for a fund to include a ‘laundry list’ of generic risk factors
that may apply to any fund and that does not identify the risks of
investment in the [particular] fund.” In this process, it is critical to
ensure that the portfolio managers who will actually be determining
the fund’s investments be consulted and review drafts, for two reasons.
First, the focus of items 4 and 9 is the specific fund in question, and
not funds (or even similar funds) in general; failure to provide adequate
specificity is one of the most frequent comments by Commission staff
in reviewing registration statements. And second, more than one
drafter has been faced with a dismayed portfolio manager who realizes,

22. Investment Company Act Release No. 23,064, at 22–23 (Mar. 13, 1998).
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after the registration statement has been declared effective and shares
are being sold, that he or she cannot implement a strategy as initially
envisioned because of inappropriate language in the prospectus and
SAI.

§ 4:3.5 Performance Information

Item 4 of Form N-1A requires the summary section of the
prospectus to include a performance bar chart and table immediately
following the narrative summary of the fund’s principal strategies and
risks. The required information is interpreted relatively rigidly, to
assist in comparability among funds.

The performance bar chart shows performance for each of the last
ten calendar years (or the life of the fund if shorter), but only for full
calendar years. Thus, if a fund begins operation in mid-year, the
performance for its initial period of operation will never appear in
the bar chart. In addition, the chart only covers periods since the
effective date of the fund’s registration statement, and information
will not appear for prior periods in which the fund was operating
without public sale of its securities. If the prospectus covers multiple
classes of a fund’s shares, the fund must choose only one class to
include, subject to two requirements: if only one class has ten or
more years of annual returns, that class must be chosen; and if
all classes have fewer than ten years of annual returns, the class
with the longest period of annual returns must be chosen. The
information in the bar chart is not adjusted for sales loads, and
the text must indicate (if applicable) that returns would be lower if
loads were deducted.

The performance table immediately following the bar chart shows
the fund’s annual returns for one-, five- and ten-year periods compared
with the returns for a broad measure of market performance for the
same periods. The performance table may include data for other
indexes, which can be other broad-based indexes, narrower sector
indexes, or non-securities indexes such as the Consumer Price Index.
Like the bar chart, the performance information must be on a calendar
year basis, and only for periods after the effective date of the fund’s
registration statement. However, unlike the bar chart, the information
in the performance table is net of sales charges. In addition, the
performance table for a fund that has been operating for more than
ten calendar years may also include average annual return for the life
of the fund. And performance information must be included for all
classes of shares.

Prospectuses must also show average annual total returns after
taxes on distributions, and average annual total returns after taxes on
distributions and redemptions.
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The Commission staff has provided guidance for performance
reporting in unusual circumstances. The instructions to item 4
indicate that if the adviser has changed during the last ten calendar
years, and the successor meets certain requirements of independence
from the predecessor, the bar chart and table can cover only the
period in which the successor was managing the fund. And in a
variety of no-action letters discussed in chapter 17, the staff has
permitted the use of performance information for predecessor
investment companies or pooled investment vehicles, new classes of
existing funds, and new series of master-feeder funds.

§ 4:3.6 Fee Table

Item 3 of Form N-1A provides for a summary of the shareholder
fees (paid out of a shareholder ’s investment) and per-share expenses of
a fund, both in tabular form and in the form of an example showing
the fund’s total dollar operating expenses under certain assumptions.
Item 3 is also applied relatively rigidly by the Commission staff to
increase the comparability of data for various funds. However, unlike
the performance information required in the summary section of the
prospectus, shareholder fee and expense information must be provided
for all classes of shares.

Although the shareholder fee portion of the table includes a line for
the maximum deferred sales charge payable by a shareholder, if a class
of shares is subject to a contingent deferred sales charge only during
the first twelve months after purchase, the amount of the CDSC need
not be included in the chart. The Commission has a separate line for
redemption fees, which are distinct from deferred sales charges. These
are fees a redeeming shareholder must pay to the fund (rather than its
distributor), and are imposed both to ensure that the transaction costs
of redemptions are not borne by other shareholders and to discourage
frequent redemptions by market timers and others. The Commission
has generally taken the position than redemption fees in excess of 2%
of the amount redeemed are not consistent with the 1940 Act.

The annual per share fund operating expenses in the fee table must
be based on the fund’s actual expenses during its most recently
completed fiscal year. Newly organized funds which have not yet
completed a full fiscal year, or with a first fiscal year of less than
six months, may use estimated expenses. In all cases, actual expenses
may be adjusted for extraordinary expenses as determined under
generally accepted accounting principles, with an explanatory foot-
note. Actual expenses can also be adjusted (with an explanatory
footnote) to delete other non-recurring increases or decreases in
expenses during the past fiscal year, or expenses the fund expects to
incur during the current fiscal year, that would materially affect
the information presented. However, the fund may not make such
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adjustments to account for expected future economies of scale or fee
breakpoints resulting from an increase in the fund’s assets.

In connection with the 2009 amendment of Form N-1A, the
Commission staff has clarified the requirements of the operating
expense presentation with respect to fee waivers and expense reim-
bursements by fund advisers, which are common in the early years of
fund operation and for smaller funds. The instructions to item 3
require the expense information to include only actual total expenses
before any waiver or reimbursement by the fund’s adviser, with
expenses net of waivers and reimbursements shown only in a footnote.
However, if the adviser has agreed to a fee waiver or expense reim-
bursement arrangement that continues for at least one year from the
effective date of the registration statement or amendment, the
fee table may show the amount of the waiver or reimbursement
on a separate line as a deduction to the total actual expenses, and
a final line may show the net expenses after the waiver. In these
cases a footnote to the fee table must indicate the period for which
the arrangement will be in effect and must also describe who
can terminate the arrangement and under what circumstances. In-
formation about a waiver or reimbursement that was not triggered
during the past fiscal year may not be included in the fee table or
footnotes.

The provisions of the fee and expense table impact the dollar-based
Example which must follow the table. The table must show expenses
at the end of one-, three-, five-, and ten-year periods. If the fund
imposes a redemption fee or deferred sale charge, the amount of the
charge must be deducted in the line of the table showing the impact of
redemption at the end of the period in question. The table must reflect
fees and expenses without waiver arrangements during any period if
the arrangements may be terminated for such period without agree-
ment of the fund’s board of directors. In addition, if the adviser has
agreed to a fee waiver or expense reimbursement arrangement that
may be terminated after a fixed period, then all numbers in the table
for subsequent periods must assume that the arrangement has not
been continued. For this reason, the advisers for some funds have
agreed to rolling ten-year terms for such arrangements.

§ 4:3.7 Statement of Additional Information

The information required by the various items of Part B of
Form N-1A is generally straightforward. A few matters that are not
self-evident bear some explanation.

Item 17 requires a description of certain fund policies and
identification whether those policies and any others (including
the fund’s investment objective) are “fundamental” policies, in
accordance with section 8(b) of the 1940 Act. Policies that are
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classified as “fundamental” cannot be changed without the approval of
a majority of the fund’s shareholders, as defined in section 2(a)(42) of
the Act. As a result, funds should be careful to identify as fundamental
policies only those which truly are significant enough to merit share-
holder action, and to word such policies carefully to ensure that the
fund’s board of directors and investment manager maintain adequate
management flexibility. For example, it may be preferable to identify a
fund’s fundamental investment objective as “capital growth” rather than
“capital growth primarily through investment in equity securities of
domestic issuers.” Samples of policy restrictions in older SAIs may be
misleading in this regard, as prior to the adoption of National Securities
Markets Improvement Act of 1996 state securities authorities imposed
many substantive restrictions on fund operations that are no longer
generally followed.23

Item 18 requests disclosure about management of the fund,
including directors. Because the fund’s management and service
providers cannot be expected to know all the relevant personal
information about fund officers and directors, it is essential to request
all officers and directors to complete a questionnaire that can be used
as the basis for the response to item 18.

Item 26 specifies the formulas used for calculating SEC-
standardized performance. Although not required, disclosure of the
formulas is often included on the theory that the formulas may be
material to investors.

§ 4:3.8 Part C

The information required in Part C is also relatively straightforward.

[A] Opinion and Consent of Counsel
Item 28 requires the fund to file as an exhibit an opinion and

consent of counsel regarding the legality of the registered shares and
whether they will be legally issued, fully paid and nonassessable when
sold. The “consent” does not only refer to inclusion in the opinion of
counsel’s consent to the filing of its opinion as an exhibit. For the
protection of those signing the registration statement, counsel should
also be asked to consent to a reference to its opinion in the SAI. The
consent and reference will provide additional protection to the signers
under section 11 of the 1933 Act, who can then rely with respect to the
matters covered on the opinion of an “expert.” Counsel’s opinion can

23. For example, state authorities required limits on the purchase of securities
issued by “unseasoned” companies with less than three years of continu-
ous business operation.
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be incorporated by reference in subsequent amendments to the regis-
tration statement, without the need for a new exhibit, if the consent
is properly worded. However, if the fund later includes new series or
classes of shares, counsel will have to file an additional opinion
covering those securities.

[B] Directors, Officers, and Partners of the Fund’s
Adviser

Item 31 requires information about the directors, officers, and
partners of the fund’s investment adviser. Providing this information
for large investment advisory organizations, and keeping it current for
subsequent filings, can be burdensome. Some registrants have avoided
the need for several pages of listings by incorporating by reference
information in the adviser ’s Form ADVas filed with the Commission
under the Investment Advisers Act of 1940. However, this has not
been possible since January 1, 2001, when the Commission adopted
an electronic filing system that does not accept the relevant portions of
Form ADV (which advisers are required to maintain in paper form and
make available to clients, but are not permitted to file). When the
Commission completes its full electronic filing system for Form ADV,
incorporation by reference may again be a viable option.

[C] XBRL Interactive Data Exhibit
In 2009, the Commission adopted rules that will require all

open-end funds to file the information contained in the risk/return
summary section of their prospectuses (items 2, 3, and 4 of
Form N-1A), and post it on their websites, in interactive data
format, using eXtensible Business Reporting Language (XBRL).24

The information must be filed as an exhibit (called an “interactive
data exhibit”) to the fund’s registration statement, or as an exhibit to a
prospectus submitted under Rule 497(c) or (e) with risk/return
summary information that varies from the information in the fund’s
registration statement. The first required filings will be for initial
registration statements and annual post-effective amendments to
effective registration statements that become effective after January 1,
2011. The interactive data exhibit can be submitted for immediate
effectiveness under Rule 485(b), and must be filed after the related
filing becomes effective (or the submission under Rule 497), but not
later than fifteen days after the effective date. A fund must also post its
interactive data file on its website (if it has one) on the same date it is
submitted to the Commission.

24. Investment Company Act Release Nos. 28,617 (Feb. 11, 2009), 28,609
(Jan. 30, 2009).
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Since 2007, the SEC has permitted voluntary submission of such
information,25 and this program will continue until January 1, 2011
(and will continue thereafter for voluntary filing of financial statement
information). Recognizing that some experience will be necessary
before funds become skilled at and comfortable with this new filing
requirement, the Commission adopted Rule 406T of Regulation S-T,
which will modify various liability provisions of the federal securities
laws with respect to interactive data files until October 31, 2014.

[D] Exhibit Index
Rule 483(a) requires an exhibit index immediately preceding the

filed exhibits.

[E] Required Signatures
Section 6(a) of the 1933 Act requires the registration statement to

be signed by the fund, its principal executive officer and financial and
accounting officers, and a majority of its board of directors. In
addition, feeder fund registration statements must be signed by the
officers and directors of the master fund. To avoid the burden of
circulating signature pages, the directors and officers frequently
execute limited powers of attorney in favor of one or more of the
officers who are involved in the day-to-day administration of the fund,
permitting those officers to sign the registration statement on their
behalf. Several matters should be kept in mind when using this
procedure.

First, Rule 483(b) under the 1933 Act requires that the powers of
attorney be filed as exhibits to the fund’s registration statement.

Second, Rule 483(b) under the 1933 Act also provides that if the
required signature of the principal executive officer is provided by
power of attorney, this procedure must be approved by the fund’s
board of directors, and a copy of its authorizing resolution must be
filed as an exhibit to the registration statement.

In addition, all fund directors are liable for the accuracy of the
registration statement under section 12 of the 1933 Act, whether or
not they have signed the registration statement or they have signed
through a power of attorney. It is therefore important to ensure that all
directors receive copies of all filings made under their names in a
manner that facilitates their review (for example, by marking the
changes made in the document since the last filing). It is frequently

25. Securities Act Release No. 8823 (July 11, 2007).
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not possible to provide directors or a committee of directors with
pre-filing copies of the registration statement or amendments for their
review and comments. However, it is useful to make a record of the
directors’ diligence by providing time on the board’s meeting agenda
for a post-filing discussion and questions about the document. It is
also useful to include as a periodic item on the board’s meeting agenda
a discussion of the process that is used for the preparation and
updating of the registration statement.

§ 4:4 Prospectus Updates

A fund must annually update its statutory prospectus and SAI by
amending its registration statement. It may also have to make
prospectus and SAI updates at other times during the year, either
by formal amendment to the fund’s registration statement or by
“supplement” to the prospectus or SAI.

§ 4:4.1 Annual Amendment of the Registration
Statement

The need for an annual amendment to a fund’s registration
statement arises from section 10(a)(3) of the 1933 Act, which provides
that when a prospectus is used more than nine months after the
effective date of the registration statement of which it is a part,
the information in the prospectus must be as of a date not more
than sixteen months prior to the date of use. For this purpose, the
SAI is also considered to be a “prospectus.”

[A] Information to Be Updated
Once a fund is in regular operation, every prospectus includes

audited financial highlight information for its latest full fiscal year,
and every SAI includes or incorporates by reference audited financial
statements for that year. Thus, as a practical matter, the financial
information in its prospectus must be updated annually, within four
months after the end of its fiscal year.26 Because this is highly material
information and involves the filing of accountants’ consents, the
updated financial statements must be added by post-effective
amendment to the fund’s registration statement rather than by
the prospectus supplement method described below.

26. Although prospectuses also normally include other dated information that
may become “stale” earlier than the financial statements, the financial
statements are generally accepted as the relevant item.
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To avoid liability under the 1933 Act for material misstatements
and omissions in an annual amendment to a fund’s registration
statement, all of the other information in the registration statement
must also be reviewed and updated as necessary. Much of this process
is routine, to include information previously provided by special
supplement, to add new and amended agreements as exhibits, and
to update a variety of information such as information about fees
and expenses; new or revised portfolio management techniques and
instruments; changes relating to officers, directors and portfolio
managers; and revised sales and distribution arrangements. For this
purpose, counsel should attempt to ensure that the current prospectus
and SAI are distributed for review to the appropriate officers of the
fund’s investment adviser and administrators. An annual update to
the fund’s officer and director questionnaire should also be circulated
for completion.

One aspect of this annual review process requires some careful
analysis. As indicated above, prospectus disclosure about investment
strategies and risks should focus on what the fund is in fact doing, and
not what it might do. During the course of a year, the types of
securities in which the fund is actually investing and which it intends
to emphasize can vary considerably, and the disclosures in last year ’s
prospectus may not be adequate. For example, the portfolio managers
of a growth equity fund that previously had substantial aggregate
positions in technology stocks, and included an explanation of the
attendant risks, may have restructured the portfolio because they view
the healthcare industry as providing better prospects. To determine
whether prospectus disclosure should change, it is useful to review the
portfolio listings in the fund’s current annual report (or, if it is not yet
available, the latest semi-annual report), and it is imperative to discuss
the matter with the relevant portfolio managers.27 This type of
discussion may also result in proposed changes in future positions
that may create issues under the 1940 Act.28

27. For another example, see Piper Capital Mgmt., Inc., Initial Dec. Release
No. ID-175, 73 S.E.C. Docket 2524-77, 2000 WL 1759455 (Nov. 30,
2000). In this proceeding, a fund with the objectives of achieving a high
level of current income and preserving capital initially invested only in
U.S. Treasury notes and ordinary government agency securities. The fund
later began shifting the overall composition of its portfolio to leveraged
investments in interest-rate-sensitive collateralized mortgage obligations.
The administrative law judge held that the alteration in the fund’s
portfolio materially deviated from the objective of preserving capital and
was not adequately disclosed in the prospectus.

28. See, e.g., In re Charles Schwab Corporation Securities Litigation, No.
C08-01510 [WHA] (S.D. Cal. 2009), holding that section 13(a) of the 1940
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When filing an amendment to the fund’s registration statement,
Part C must also be updated. However, previously filed exhibits can be
incorporated by reference in the exhibit listing.

[B] Rule 485
A normal annual amendment to a fund’s registration statement,

which merely updates the financial statements and makes a variety of
other non-material changes, will become effective immediately upon
filing pursuant to Rule 485(b) under the 1933 Act if the appropriate
box is checked on the cover page of Form N-1A.29 To take advantage of
this procedure, the fund must certify on the signature page that the
amendment meets all of the requirements of Rule 485(b). In addition,
if counsel to the fund has prepared or reviewed the amendment,
counsel must furnish to the Commission at the time the amendment
is filed a written representation that the amendment does not contain
disclosures that would render it ineligible to become effective under
Rule 485(b). After January 1, 2011, a fund that fails to submit or post a
required interactive data exhibit will lose its right to use Rule 485(b)
until the submission or posting is completed.

If immediate effectiveness under Rule 485(b) is not available
because of the materiality of the revisions, a fund has two other
options. Rule 485(a)(2) provides for automatic effectiveness seventy-
five days after filing, if the purpose of the filing is to add information
about a new series of the fund; the fund may designate a later effective
date that may be up to ninety-five days after filing. Otherwise,
Rule 485(a)(1) provides for automatic effectiveness sixty days after
filing (or on a later date designated by the fund which may be up to
eighty days after filing).30 If an earlier effective date is necessary, the
SEC staff will cooperate in appropriate circumstances to accelerate the
effective date of the registration statement pursuant to section 8(a) of

Act required a shareholder vote before a fund could lawfully deviate from
the statement in its SAI that it would treat mortgage-backed securities
issued by private lenders and not federally guaranteed as an industry for
purposes of its concentration policy.

29. Rule 485(b) also permits the fund to designate an effective date that is
within thirty days after the filing date. This procedure is often used to
provide adequate time to print revised prospectuses in advance and get
them into the hands of a distributor ’s network of offices for use on and
after the effective date.

30. The Commission staff noted in its 1994 “generic comment letter”: “It is
the staff ’s position that the first day after filing is the day following the
day of filing, not the day of filing. Thus, for a post-effective amendment
filed on November 1, sixty days after filing is December 31 (not
December 30). . . .”
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the 1933 Act and Rule 461 under the Act (which requires a written
acceleration request by the fund and its underwriter). In all
cases, automatic effectiveness is subject to the Commission staff ’s
ability to request the fund to voluntarily file a delaying amendment
if disclosure matters remain to be worked out, or ultimately the
Commission’s ability to issue a stop order under section 8(b) of the
1933 Act preventing effectiveness of the amendment.

Whether an amendment is eligible for filing under Rule 485(b), or
must be filed under Rule 485(a)(1), can be a difficult matter of
professional judgment—and often must be determined in the context
of fund management’s distinct preference for Rule 485(b). The only
guidance is the requirement in Rule 485(b) that the changes must
be “nonmaterial.” In addition, the Commission has required an
amendment including the first filing of a summary prospectus to be
made under Rule 485(a), and has permitted funds that have received
exemption orders permitting the substitution of sub-advisers without
shareholder votes to add information about the new sub-adviser in a
Rule 485(b) filing. Presumably, this is permitted because such
funds are required to provide an information statement to their
shareholders (containing most of the information that would be in a
proxy statement) with respect to any new sub-adviser and will also
have submitted a prospectus supplement to the Commission pursuant
to Rule 497.

The extreme cases are easy. For example, revisions to information
about directors’ compensation are not material, and revisions to the
identity of the fund’s investment adviser or fundamental investment
objective are material. The hard cases are in the gray area in between,
and the Commission staff generally depends on counsel to make the
call and provide the required representation.

A summary prospectus may also have to be amended from time to
time in other respects to ensure that the summary information is
accurate in all material respects. As such changes would also involve
amendments to the summary section of the fund’s full statutory
prospectus, the prospectus changes would be filed in the same manner
as other amendments to the fund’s Form N-1A registration statement;
thereafter, the revised summary prospectus would be filed pursuant to
Rule 497(k) within five days after its first use.

§ 4:4.2 Interim Updates

Events often occur between the normal annual updates of a fund’s
registration statement that call for correction of the disclosures in
its currently effective prospectus or SAI. Most often they are matters
about which fund management has had some advance notice, such
as revisions in fund operating policies, changes in service providers,
additions of new share classes, or changes in other sales arrangements.
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Sometimes they are unanticipated events, such as departures of key
portfolio managers, significant events affecting the fund’s strategies or
investments, or developments with respect to the fund’s adviser.

For truly material corrections, the only alternative is to file an
amendment under Rule 485(a), which will not become effective for
sixty days (or a shorter waiting period, if the SEC staff is willing to
expedite its review of the changes and accelerate the effectiveness of
the amendment). In these circumstances, the fund may have to stop
selling shares until the amendment is processed, in order to avoid
liability under the 1933 Act. When making interim amendments,
counsel should bear in mind section 3-18(c) of Regulation S-X, which
will require the addition of interim unaudited financial information if
the audited financial statements are more than 245 days old on the
effective date of the amendment.

Less material corrections can be made immediately by an
amendment to the registration statement filed under Rule 485(b), if
the change qualifies for filing under that Rule. In appropriate
circumstances, they can also be made immediately by “supplementing”
the prospectus or SAI with additional material (often in the form of a
“sticker” that can be affixed to the prospectus or SAI) or printing a
corrected prospectus or SAI (in which case the dating of the prospectus
should be revised to indicate the original effective date, supplemented as
of a later date). The supplement can be filed with the SEC pursuant to
Rule 497(e) of the 1933 Act, as a form of prospectus varying from the
form filed under Rule 497(c) (or referred to in a certificate filed under
Rule 497(j)) after the effective date of the registration statement. A
supplement to the summary prospectus portion of Part A must also
supplement the summary prospectus when it is used alone as an offering
document; the SEC staff has indicated that in such cases the summary
prospectus may be reprinted even if the statutory prospectus is not.

As in the case of annual amendments to the fund’s registration
statement, whether a correction is eligible for filing as an amendment
under Rule 485(b) or as a supplement under Rule 497, or is so material
that it must be filed under Rule 485(a), can be a difficult matter of
professional judgment—and usually must be determined in the con-
text of fund management’s desire to avoid any interruption in sales of
fund shares. Little formal guidance about these judgments is available.

In its 1995 “generic comment letter”, the staff reminded regis-
trants that “they may not materially alter the nature of the fund
contemplated in the last pre-effective amendment by merely filing
a Rule 497 . . . (c) prospectus that makes those material changes.
For example, if a new fund designed to invest primarily in
domestic equity securities, after the effective date of its registration
statement but before the commencement of its public offering,
changes its investment objective and policies so that it becomes an
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emerging markets fund, a post-effective amendment filed under
Rule 485(a), rather than a Rule 497 prospectus, should be the
vehicle for reflecting the change.”

In the case of disclosures regarding changes in portfolio managers,
the Commission indicated that a supplement is appropriate, and
could be sent to existing fund shareholders in the fund’s next
regular mailing (or, if earlier, when the shareholder purchases
additional shares other than through a dividend reinvestment
plan).31

The Commission has permitted information about new sub-advisers
to be submitted as a supplement under Rule 497 by funds that have
received exemption orders permitting the substitution of sub-advisers
without shareholder report. In its 2009 Release with respect to the
summary prospectus, the Commission noted that if a fee waiver or
expense reimbursement which was to be in effect for one year after
the effective date of a prospectus is nonetheless terminated earlier, the
fund would be required to supplement its prospectus under Rule 497
to reflect the termination.

As in the case of annual amendments, the extreme cases are easy,
the hard cases are in the gray area, and the Commission staff generally
depends on counsel to make the call.

§ 4:5 Delivery Requirements

§ 4:5.1 Delivery of Preliminary Prospectus

Section 5(b) of the 1933 Act prohibits the use of the mails or other
means of interstate commerce to transmit a prospectus relating to
fund shares for which a registration statement has been filed, unless
the prospectus meets the requirements of section 10 of the Act. As the
initial registration statement for a fund usually contains a number of
blanks, it does not meet all of the disclosure requirements specified by
the Commission pursuant to section 10(a) of the Act. However,
section 10(b) of the Act authorizes the Commission to permit the
use of prospectuses which omit some prospectus information, and
the Commission has adopted Rule 430 to permit the distribution
of “preliminary prospectuses” (including preliminary summary
prospectuses) during the “waiting period” between the date the
registration is filed and the date it becomes effective.

Rule 430 requires the preliminary prospectus to contain “substan-
tially” all of the information required to be in a final prospectus.

31. Investment Company Act Release No. 19,382 (Apr. 6, 1993).
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The Rule also specifically requires that funds using Form N-1A make a
preliminary statement of additional information available upon
request to persons receiving the preliminary prospectus. Rule 481
under the Act requires that any such prospectus or SAI indicate that
it is subject to completion and may be changed, and that fund shares
may not be sold until its registration statement is effective.

§ 4:5.2 Delivery of Final Prospectus and Supplements

[A] Initial Delivery
Section 5(b)(2) of the 1933 Act provides that it is unlawful to use

the mails or other means of interstate commerce to carry fund shares
for the purpose of sale or delivery after sale, unless the shares are
accompanied or preceded by a prospectus that meets the requirements
of section 10 of the Act (a “final” prospectus that is included in a
registration statement which has become effective). Thus, a final
summary prospectus or statutory prospectus must be delivered to
each purchaser of shares no later than the time a confirmation of
his or her initial purchase of fund shares is delivered.

Since a fund’s prospectus is normally updated annually, some
procedure must be established to ensure that an effective updated
summary or statutory prospectus is in the hands of existing fund
shareholders before they purchase additional shares.32 Rather than
bearing the expense of sending a prospectus with each confirmation of
a shareholder ’s purchase of additional shares, most fund groups send
copies of the fund’s new prospectus to all shareholders each time it
is updated. In its 1991 generic comment letter, the Division of
Investment Management confirmed that this procedure will satisfy
the prospectus delivery requirements of the federal securities laws.

When a fund supplements its summary or statutory prospectus
between normal annual updates, some procedure must also be used to
make sure that the information is in the hands of current shareholders
who purchase additional shares of the fund. This is usually done either
by special mailing or by inclusion of the supplement information with
the next shareholder report or confirmation, whichever is earlier.

The same principles apply to the delivery of final summary
prospectuses, and updates and supplements to such prospectuses.

32. Although dividend reinvestment shares are included in calculating the
annual registration fee under Rule 24f-2, the Commission has a long-
standing position that shares purchased pursuant to a dividend reinvest-
ment plan are not treated as “sales” of stock for purposes of registration
requirements under the 1933 Act. Securities Act Release No. 929 (July 29,
1936). Thus shareholders who only purchase additional shares through
such a plan need not receive an updated prospectus.
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[B] Summary Prospectus: Accessibility of Statutory
Prospectus, SAI, and Shareholder Reports

Rule 498 provides that if a fund elects to rely on a summary
prospectus to meet its 1933 Act prospectus delivery obligations, the
fund’s current summary prospectus, SAI, and most recent annual and
semi-annual reports to shareholders may be accessible, free of charge,
at an Internet website address specified in the summary prospectus.

A variety of technical requirements apply to the nature of the
electronic accessibility of these materials. The Internet address must
lead directly to the materials rather than to a home page or other
section of the website on which the materials are posted, although a
central site with prominent links to each incorporated document is
permissible. The materials must be accessible on or before the date the
summary prospectus is sent or given, and must remain accessible for
at least ninety days after the carrying or delivery of a security, or a
communication related to an offering, that is preceded or accompanied
by the summary prospectus that is relied upon to meet the delivery
requirements under section 5 of the 1933 Act. The materials must be
convenient for both reading online and printing on paper, and persons
accessing the materials must be able to permanently retain an elec-
tronic version of them free of charge. Links must be provided to permit
movement between each section of the summary prospectus and the
tables of contents of the full statutory prospectus and SAI that provide
additional detail regarding that section of the summary prospectus
(or directly between each section of the summary prospectus and
any portions of the full statutory prospectus and SAI that provide
additional detail regarding that section of the summary prospectus),
and to permit movement directly back and forth between each item
listed in the table of contents of the full statutory prospectus or SAI,
and the substantive sections of the item in the prospectus or SAI.
Commission staff have been reviewing websites to check compliance
with these technical requirements.

[C] Summary Prospectus: Delivery of Statutory
Prospectus Upon Request

Rule 498 requires a fund using a summary prospectus (or a financial
intermediary through which fund shares may be purchased or sold) to
send a paper copy of the statutory prospectus, SAI, and most recent
annual and semi-annual shareholder reports to any person requesting
the same, within three days after the request and at no cost to the
requester. In addition, as these documents are required to be accessible
electronically, the proposed amendments require the fund to email a
copy to any person requesting such delivery within the same period at
no cost to the requester.
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The Commission staff noted in a letter to the Investment Company
Institute with respect to a now-superseded form of summary
“prospectus profile”33 that “[w]hen a financial intermediary is named
in the prospectus (or profile) as a party to contact in order to obtain
information or when a financial intermediary otherwise acts as an
agent for a fund, the fund remains obligated to ensure that the
information is sent to investors within three business days of receipt
of a request. In those cases, the fund can contract with intermediaries
to ensure their compliance with the three-day mailing requirement.”
The same letter indicates that a fund is not responsible for ensuring
such delivery if the third-party intermediary is not an agent of the
fund, the prospectus or profile provides a toll-free or collect phone
number for investors to call to obtain a copy from the fund, the
prospectus or profile does not mention the intermediary as a source for
obtaining such documents and does not generally instruct investors to
contact an intermediary to obtain documents, and the investor directly
contacts the third-party intermediary to request the documents.

§ 4:6 Use of Electronic Media

With the exception of access to the proposed summary prospectus
and related documents and the filing of interactive data exhibits,
federal securities laws do not prescribe any specific medium for
providing required information to purchasers or prospective purcha-
sers, and the SEC has indicated that delivery of information through
electronic media can satisfy delivery requirements. Any document
delivered electronically must be prepared, updated and delivered in
compliance with federal securities laws, and must contain all of the
information otherwise required, in substantially the same order
and manner as a paper document. The SEC ’s general views on these
matters are set forth in a series of evolving releases.34

As discussed above, Rule 498 under the 1933 Act with respect to a
fund’s use of summary prospectuses requires the fund to provide
investors with electronic access to the summary prospectus and to
underlying fund registration and shareholder report documents, and to
provide paper and electronic copies of those documents upon request.
However, initial delivery of a summary prospectus electronically is
governed by the same general views discussed below.35

33. Letter from Barry D. Miller, Associate Director of the Division of Invest-
ment Management, to Craig S. Tyle, General Counsel of the Investment
Company Institute (Oct. 2, 1998).

34. See Investment Company Act Release Nos. 21,399 (Oct. 6, 1995), 21,945
(May 9, 1996), 24,426 (Apr. 28, 2000).

35. See Investment Company Act Release No. 28,584, at n.197 (Jan. 13,
2009).
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§ 4:6.1 Consent to Electronic Delivery

Electronic delivery is not valid unless the recipient has given
informed consent to such delivery. Informed consent requires notice
of which electronic media will be used (for example, consent to email
delivery does not consent to web access delivery), the costs associated
with electronic delivery (such as fees for online connection time), and
whether the consent continues indefinitely and extends to more than
one type of document.36 The investor may consent in written or
electronic form, including telephonic consent (through automated
phone systems or in a call by a client to a broker-dealer who
knows the client well). Issuers and market intermediaries must obtain
consent in a manner that assures its authenticity, and a record of the
consent must be generated and retained. An investor may provide a
“global” consent to electronic delivery of all of a fund’s disclosure
documents, so long as the nature of the consent is adequately called to
the investor ’s attention.

An investor may revoke consent to electronic delivery at any time.
In addition, regardless of such consent, an investor may request paper
delivery at any time, within the time delivery period discussed above.

§ 4:6.2 Notice, Access, and Proof of Delivery

Electronic delivery of a required disclosure document must provide
at least the same notice as paper delivery that the information is
available. If the document is delivered electronically directly to an
investor ’s email address, then the act of receiving the document
provides the same type of notice as delivery to the investor by U.S.
mail. If the electronic delivery is indirect, such as through posting on a
web page, then additional steps are required to ensure adequate notice
that the information exists. These additional steps can include direct
email to the investor, paper notice by mail, or other methods that
provide reasonable notice of the existence and location of the
information.

As with documents delivered in paper form, the recipient of an
electronically delivered document must have an easy method to access
the information sent, without undue burdens and with the prospect of
some degree of permanence. To ensure easy access, websites should be
simple and user-friendly. In this regard, the Commission has indicated

36. It is not clear whether previous consent to electronic delivery of a statutory
prospectus is adequate to cover such delivery of a summary prospectus.
Some funds have interpreted both as a single “type of document” and
others have treated them as separate “types” and obtained new consents
for summary prospectuses.
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that passwords will not be deemed unduly burdensome, and that
documents may be delivered in portable document format (PDF)
even if the investor needs to have Adobe Acrobat software to view
the material, so long as investors are provided with free access to the
necessary software and technical assistance. To ensure a degree of
permanence, investors must be able to directly download the online
document or access the document on an ongoing basis for as long as
the delivery requirement applies.

A record of direct electronic delivery will satisfy the fund’s burden of
proving delivery if the recipient has agreed to such delivery. However,
posting of a document on a website does not prove that the document
has been delivered unless appropriate notice of the posting is provided
and the recipient has agreed to such delivery. Other methods of proof
of delivery include:

• Use of an electronic profile application, if both the profile and
the prospectus are available at the same electronic site.

• An email return receipt, server log or other evidence that an
investor accessed, downloaded or printed the required
information.

• Dissemination of a document by fax.

• Information provided by an investor during online access, such
as a fax number and evidence of a subsequent fax to that
number.

• Use of forms or other materials available only by accessing the
electronic information.

§ 4:6.3 Hyperlinks

A fund that embeds a hyperlink in a document that is required to be
filed with the SEC or to be delivered under federal securities laws will
be deemed to have adopted the hyperlinked information. Hyperlinks
from a profile to a full prospectus, for example, can facilitate an
investor ’s ability to obtain prospectus information. In view of the
potential liabilities involved, however, hyperlinks in basic disclosure
documents should be used only with great care.
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