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A UNIFORM FIDUCIARY STANDARD
FOR INVESTMENT ADVISERS AND BROKER-DEALERS"

In July 2010, the Boston University Review of Banking and
Financial Law issued a call for scholarly essays analyzing the
desirability of adopting a uniform fiduciary standard for the delivery
of investment advice by investment advisers and broker-dealers.
Both advisers and broker-dealers provide investment advice to clients
and often “direct them toward the same products.”' Nevertheless, the
federal securities laws have imposed different duties on advisers and
broker-dealers. The Supreme Court has found that advisers owe a
“fiduciary duty” to clients under the Investment Advisers Act of
1940.% In contrast, broker-dealers have traditionally been held to a
lower “suitability” standard.’ As one SEC Commissioner has
explained, the fiduciary standard requires advisers to ‘“make
investment decisions that are in the best interest of the client” while

* This introduction for the Fiduciary Papers was written by Thomas V.
Powers, Student, Boston University School of Law (J.D. 2011) and Articles
Editor for the Review of Banking & Financial Law.

' Elisse B. Walter, Comm’r, Sec. Exch. Comm’n, Regulating Broker-
Dealers and Investment Advisers: Demarcation or Harmonization?, Address
at the Mutual Fund Directors Forum Ninth Annual Policy Conference (May
5, 2009), http://www.sec.gov/news/speech/2009/spch050509ebw.htm
(“[BJroker-dealers and investment advisers are regulated under different
statutes and at times by different regulatory bodies. Yet, they often provide
practically indistinguishable services to retail investors and direct them to
the same products.”).

2 See SEC v. Capital Gains Research Bureau, 375 U.S. 180, 191 (1963)
(“The Investment Advisers Act of 1940 . . . reflects a congressional recog-
nition ‘of the delicate fiduciary nature of an investment advisory relation-
ship,” as well as a congressional intent to eliminate, or at least to expose, all
conflicts of interest which might incline an investment adviser—
consciously or unconsciously—to render advice which was not disin-
terested.”) (quoting 2 LouUIS LOSS ET AL., SECURITIES REGULATION 1412
(2d ed. 1961)).

> Luis A. Aguilar, Comm’r, Sec. Exch. Comm’n, The Globalization of
Investment Advisers—How Will Regulators Respond?, Address at the
International Institute for the Regulation and Inspection of Investment
Advisers (June 23, 2009), http://www.sec.gov/news/speech/2009/spch
062309laa.htm (“In the U.S., broker-dealers traditionally have been required
to meet certain ‘suitability’ requirements when dealing with their customers
. .. [which] is generally considered to be a lower standard of responsibility
than the fiduciary standard.”).
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the suitability standard allows brokers to “sell securities to a client as
long as they are ‘suitable’ for that client, even if they may not be in
the best interests of the client.”*

In July 2010, Congress passed the Dodd-Frank Wall Street
Reform and Consumer Protection Act (the “Dodd-Frank Act).
Among other things, the Dodd-Frank Act requires that the SEC
conduct a study evaluating (1) the “effectiveness of existing legal or
regulatory standards of care” for advisers and broker-dealers and (2)
whether any “legal or regulatory gaps” exist in the standards of care
that advisers and broker-dealers owe to investors.” The Dodd-Frank
Act also gives the SEC authority to promulgate rules requiring that
both advisers and broker-dealers “act in the best interest of the
customer without regard to the [advisers’ or broker-dealers’]
financial or other interest[s] . . . .”’ In effect, the Dodd-Frank Act
authorizes the SEC to create a uniform fiduciary standard applicable
to both advisers and broker-dealers.

The SEC issued a release in late July requesting public
comment as part of its study of existing standards of care for advisers
and broker-dealers.® The SEC has since received over 3,000
comment letters from industry professionals, academics and other
interested parties.” These comment letters help illustrate the intense
debate over the implementation of a uniform fiduciary standard for
advisers and broker-dealers. Proponents of a uniform fiduciary
standard argue that investors “do not understand the differences
between brokers, investment advisers and financial planners” and do

4 Luis A. Aguilar, Comm’r, Sec. Exch. Comm’n, SEC's Oversight of the

Adviser Industry Bolsters Investor Protection, Address at the Investment

Advisers Association Annual Conference (May 7, 2009), http://sec.gov/

news/speech/2009/spch0507091aa.htm.

5 Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L.

111-203, 124 Stat. 1376 (2010).

51d. at § 913(b)-(b)(2).

71d. at § 913(f), (2)(2).

¥ Study Regarding Obligations of Brokers, Dealers, and Investment

Adpvisers, Exchange Act Release No. 34,62577 (July 27, 2010), available at

http://www.sec.gov/rules/other/2010/34-62577.pdf.

® Suzanne Barlyn, SEC 'Moving Rapidly' To Complete Fiduciary Study—

Schapiro, WALL ST. J. ONLINE, Sept. 30, 2010, http://online.wsj.com/

article/BT-CO-20100930-712110.html (“[SEC Chairman Mary] Schapiro
. said the agency's staff is in the process of reviewing more than 3,000

comment letters it has received in response to the agency's request for public

input .. ...”).
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not have any “knowledg[e] about the different standards of care that
apply to their recommendations.”’® In effect, they argue that a
uniform fiduciary standard would “protect investors” by better
ensuring that advisers’ and broker-dealers’ investment advice is in an
investor’s “best interest.”'' Opponents argue that adoption of a
uniform fiduciary standard for all advisers and broker-dealers will
“likely . . . have a negative impact” on investors in terms of their (1)
choice of advisers and broker-dealers, (2) access to “products
distributed primarily through broker-dealers,” and (3) access to the
most cost-effective investment options.'

The Boston University Review of Banking and Financial
Law received a number of exceptional scholarly essays, including a
series of articles compiled by the Committee for the Fiduciary
Standard and other organizations which were submitted to the SEC
in September 2010. The Review of Banking and Financial Law is
publishing the following six articles, which we believe provide some
particularly thoughtful insights into the debate over a uniform
fiduciary standard for advisers and broker-dealers. The Review of
Banking and Financial Law would like to thank all contributors who
responded to our call for papers.

1% Letter from the Am. Assoc. Retired Pers. Et al. to Mary Sharpiro,
Chairman, Sec. Exch. Comm’n (Sept.14, 2010), http://www.sec.gov/
comments/4-606/4606-2748.pdf.

" Luis A. Aguilar, Comm’r, Sec. Exch. Comm’n, Statement in Support of
Extending a Fiduciary Duty to Broker-Dealers who Provide Investment
Advice (May 11, 2010),  http://www.sec.gov/news/speech/2010/spch
051110laa.htm.

12 Letter from the Sec. Indus. Fin. Mkt. Ass’n, Standard of Care
Harmonization Impact Assessment for SEC, to Mary Shapiro, Chairman,
Sec. Exch. Comm’n (Oct. 27, 2010) at 3-4, http://sec.gov/comments/4-
606/4606-2824.pdf.
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THE REGULATION OF
BROKERS, DEALERS, ADVISERS AND FINANCIAL PLANNERS

TAMAR FRANKEL®
l. Introduction

Congress has given the Securities and Exchange Commis-
sion (“Commission”) some serious homework in the Dodd-Frank
Wall Street Reform and Consumer Protection Act (“Dodd-Frank
Act”).! First, the Commission is required to study the standards of
care for brokers, dealers and advisers and consider the elimination of
the broker exclusion from the Advisers Act of 1940 (“Advisers
Act”).? In addition, the Commission must evaluate the impact of
imposing on brokers the duties of the Advisers Act.’ That imposition
would include the duty of loyalty, acting for the best interests of the
clients and avoiding conflicts of interest.* I will deal summarily with
the differences between the duties currently imposed on advisers and
brokers and their origins. I note that in today’s financial world there
are individual brokers, broker-dealers, advisers and financial

* Professor of Law and Michaels Faculty Research Scholar, Boston
University.

! Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L.
No. 111-203, 124 Stat. 1376 (2010).

2 1d. at §§ 913(b)(1)-(2) (“The Commission shall conduct a study to
evaluate . . . the effectiveness of existing legal or regulatory standards of
care for brokers, dealers, [and] investment advisers . . . [and] whether there
are legal or regulatory gaps, shortcomings, or overlaps in legal or regulatory
standards in the protection of retail customers relating to the standards of
care for brokers, dealers, investment advisers.”).

3 1d. at §§ 913(c)(9)-(9)(A) (stating that the Commission “shall consider”
the “potential impact of imposing upon brokers, dealers, and persons associ-
ated with brokers or dealers . . . the standard of care applied under the
Investment Advisers Act of 1940).

*1d. at §913(g)(1) (stating that the Commission may promulgate rules to
establish a fiduciary standard for broker-dealers, including requirements to
“act in the best interest of the customer without regard to the financial or
other interest of the broker, dealer, or investment adviser providing the
advicel[, that] . . . any material conflicts of interest shall be disclosed|, and
that the] . . . standard of conduct shall be no less stringent than the standard
applicable to investment advisers under section 206(1) and (2) of this Act
when providing personalized investment advice about securities . . . .).
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planners, as well as large groups and networks of brokers, dealers,
advisers, financial planners, underwriters, creators of securitized
assets, managers of “dark exchanges,” and traders for their own
account. I name the conglomerates and any parts of the conglomerate
services “brokers, etc.”

Second, Congress authorized the Commission to establish a
fiduciary duty for brokers in providing retail clients with person-
alized investment advice.’ I understand this fiduciary duty to be
similar to the fiduciary duty imposed on investment advisers under
the Advisers Act and the common law, and will present the definition
of investment advice and the general fiduciary duties of advisers
under the Act.

Congress authorized the Commission to promulgate
“additional rules, where appropriate, regarding sales practices,
conflicts of interest and compensation schemes” with respect to
brokers, “when providing personalized investment advice about
securities to a retail customers (and such other customers as the
Commission may by rule provide).”® The standard of conduct the
Dodd-Frank Act requires for such brokers with respect to such
customers “shall be the same as the standard of conduct applicable to
an investment adviser under section 211 of the Advisers Act of
1940.”" 1 believe and will argue that it is crucial to impose such rules
not only on brokers, etc., who advise “retail customers,” but also on
brokers, etc. who advise institutional investors, even though these
investors are what we call “sophisticated.”

Third, the Commission should establish rules that impose on
brokers a duty to disclose to investors the terms of their relationships
with investors, including conflicts of interest.® The clients’ consent
after appropriate disclosure may relieve brokers, etc. from the
prohibition on conflict of interest.” I will discuss the impact of this

> Id. at § 913(f)-(g) (providing the Commission with rulemaking authority to
“establish a fiduciary standard for brokers and dealers”).

%1d. at § 913(g)(1).
"1d

¥ 1d. (“The Commission may promulgate rules to provide that the standard
of conduct for all brokers, dealers, and investment advisers . . . [and] . .. [i]n
accordance with such rules, any material conflicts of interest shall be
disclosed and may be consented to by the customer.”).

?1d. (“[AJny material conflicts of interest shall be disclosed and may be
consented to by customers.”).
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disclosure when the client consents to the fiduciary’s conflict of
interest.

Fourth, Congress provided guidelines for the Commission’s
enforcement.'” This provision raises a number of questions. Does
enforcement include FINRA’s enforcement on the one hand and state
regulation of investment advisers (large and small) on the other
hand? Will FINRA’s rules and the Commission’s rules preempt state
laws? Currently, there are two entities that regulate brokers: FINRA
and the Commission as its supervisor. There are two entities that
regulate advisers: The Commission and the states (over advisers that
advise small amounts). Would brokers and advisers be subject to the
advisers’ regime or would small advisers be subject to the brokers’
regime? I consider these questions to be serious and will deal with
them in the last part of this article.

I. Who Are Fiduciaries?!

A fiduciary may be defined as a person (or institution) that
provides a service that requires expertise and is socially important.
Moreover, the service[s] cannot be performed without the clients’
entrustment of property or power or both. A broker cannot perform
his services without entrustment of the clients’ money and/or
securities. Entrusted property and power are given to the fiduciary
for the sole purpose of performing his duties. In addition, a
fiduciary’s services cannot be guided by itemized directives.
Therefore, the fiduciary must have discretion. Brokers’ clients bear a
number of risks: One risk is misappropriation of entrusted property
and power. The other, although lesser, risk is that fiduciaries will not
perform their job well, as promised—this is the duty of care. Tight
controls and even monitoring of fiduciaries can undermine the utility
of the service. The cost of preventing abuse of entrustment may
exceed the benefits from the relationships.

Therefore, the purpose of the law is to induce entrustors to
enter into relationships with fiduciaries by reducing their risks. It
should be noted that the remedies for breach of fiduciary duties

1d. at § 913(h) (defining the Commission’s enforcement “with respect to
violations of the standard of conduct applicable to a broker or dealer
providing personalized investment advice about securities to a retail
customer . . ..”).

""" See Tamar Frankel, Fiduciary Law Ch. 1 (Oxford University Press)
(2010).
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include punitive damages, accounting for the fiduciary’s profits
(even if the investors were not damaged), injunction, constructive
trust and specific performance. This is in contrast to a breach of
contract, which involves mainly damages.

There Is No Doubt That Brokers Are Fiduciaries. Brokers
are fiduciaries with respect to the money and power that is entrusted
to them for trades. Brokers who manage “sweep accounts” are
fiduciaries with respect to the management of the accounts as well."?
When brokers present themselves and act as advisers, they are
fiduciaries with respect to their advice. If they present themselves as
experts, they are liable with respect to their expertise. A broker who
tells the client that “auction of thirty year notes” are like cash must
know precisely what these notes mean.

What if brokers, etc. have conflicts of interest with their
clients? In such a case the law allows brokers, as for any fiduciary, to
fully disclose the conflicting interests and enable the clients to
consent to the conflicts or deny consent. Congress required the
Commission to promulgate rules that impose on brokers a duty to
disclose to investors the “terms of the investors’ relationships™ with
the brokers and advisers “(including conflicts of interest).”"* If the
investors understand the conflicts of interest and are not dependent
on the adviser[s], the investors may rely on the advisers or bid them
goodbye. Otherwise, advisers’ advice may not involve conflicting
interests. Much depends on how these conflicting interests are
disclosed. An effective disclosure must be in writing, short, clear and

2 Nelson v. Serwold, 687 F.2d 278, 282 (9th Cir. 1982) (“Agency is the
fiduciary relation which results from the joint manifestation of consent by
one person that another shall act on his behalf and subject to his control, and
of consent by that other so to act.”) (citing Grace Line, Inc. v. Todd
Shipyards Corp., 500 F.2d 361 (9th Cir. 1974); see id. at 282 (“The agent
acts for or on behalf of the principal and subject to his control, and his acts
are those of the principal.”) (citing NLRB v. United Brotherhood of
Carpenters, 531 F.2d 424 (9th Cir. 1976)); RESTATEMENT (SECOND) OF
AGENCY § 1(1) (1958) (“Agency is the fiduciary relation which results from
the manifestation of consent by one person to another that the other shall act
on his behalf and subject to his control, and consent by the other so to act.”);
RESTATEMENT (THIRD) OF AGENCY § 1.01 (2006) (“[T]he agent shall act on
the principal’s behalf . . . .”).

" Dodd-Frank Act § 913(g)(1) (“The Commission may promulgate rules
[establishing a broker-dealer fiduciary standard, and] . . . [i]n accordance
with such rules, any material conflicts of interest shall be disclosed and may
be consented to by the customer.”).
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highlight the danger of the conflict to the client. The brokers must
bear the burden of the client’s understanding of the conflict.

The duty to disclose may be viewed as the reversal of the
contract principle of caveat emptor. The law governing the
distribution of securities presents a hybrid. The issuer or the brokers
provide information about the proposed security and the client must
decide whether to buy. However, attempts to educate investors in
evaluating the offered securities have failed. Investors do not
examine and often cannot understand the nature of the security that is
being offered. Perhaps educating brokers, etc. and their registered
representatives to give client advice for the clients’ sole interests may
be more successful.

In the context of fiduciary law, if fiduciary duties are default
rules, then disclosure of the nature of the conflicts merely entitles the
clients to consent to the conflicts and thereby change the prohibitions
applicable to fiduciaries. In this context, congressional requirements
would allow disclosing brokers, etc. to maintain their conflict of
interest provided they disclose it.

However, disclosure of conflicts of interest must be
delivered in a certain way: (1) The disclosure must be in writing, and
(2) The disclosure in writing must be read to the client orally and
other statements may not conflict with the written words. To this end
the brokers, etc. ought to read to the client the statement. This can be
done electronically as well. The purpose of the exercise is to ensure
that the client gets the message. But it may well be that even such a
process will not be effective if, for example, the broker, etc. jokes
about the procedure and winks to the client to signal that this is a
silly exercise imposed by the government. If, after a trial period, such
communication proves futile, then other forms of effective
communications must be tried. There are serious flaws concerning
the disclosure solution. One enormous flaw is that clients who entrust
their money and securities to advisers are hardly ever likely to
mistrust their brokers’ advice. The other flaw arising from disclosure
is that such disclosure relieves brokers of self-limitations on conflicts
of interest, especially when clients agree.
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Il. What is “investment advice” under the Advisers Act? And
what are the fiduciary duties of advisers under the Act?

Under the Advisers Act, “investment advice” includes advice
as to the advisability or the desirability “of investing in, purchasing
or selling securities.”'* “[I]t is sufficient that advice is generally
concerned with investments in securities” and not “on particular
securities.” Moreover, “an insurance agent who refers potential
clients to an adviser for a fixed fee per client may be an adviser if the
agent introduces the two [, as] [a]n introduction to an adviser implies
advice that securities investment is desirable . . . .

A stock-charting service including data on high, low and
closing prices, and volumes might constitute advice as to the value
and advisability of investing in securities and analyses, or reports
concerning securities. The inclusion of trend lines and corresponding
recommendations of transactions in securities as part of the service
constitutes investment advisory services. The service of periodically
consolidating data of a subscriber’s own portfolio may be investment
advice.”

Currently, registered representatives of a broker dealer “need
not register as advisers for distributing materials describing a
subscription bookkeeping system that monitors all assets of a
particular subscriber, assisting potential subscribers in preparing
financial input data, and receiving compensation from the operator of
the services . . . .”'® In fact, it is “the exercise of discretion by the
adviser that gives rise to opportunity for abuse and consequently to
fiduciary duties . . . .”""

15 U.S.C. § 80a-2(20) (2006).
' TAMAR FRANKEL & ANN TAYLOR SCHWING, THE REGULATION OF
11\6/10NEY MANAGERS §§ 3.01-12 (2d ed. 2001) (footnotes omitted).

Id.
'71d. The definition of an adviser covers advice on any securities, except
exempt securities specified in section 202(a)(11)(E). In the opinion of the
staff, an adviser rendering advice concerning investments in certificates of
time deposits, which are exempt from registration under the 1933 Act
registration requirements, would probably have to register under the
Advisers Act. This aspect of the definition may raise the question whether
the instruments are securities. For example, the status of swaps, loan
participations, and other derivatives is unclear. It may be that the time has
come to clarify their status and since they are bought for investments they
should not be treated differently from any other security.
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How will these definitions relate to brokers, etc.? If they
speak, orally or in writing, or through other communication means,
and if they suggest, note, or render clients to notice specific
securities, they are advisers. Thus, brokers, etc. that list thousands of
mutual fund shares for clients “free” and receives benefits from those
managed funds that were placed at the top would have been within
the definition of an adviser.'"® An agreement such as the one in which
Charles Schwab requires clients to sign should be held ineffective if
the document allows Schwab to change the terms of the agreement
and the customer consents in advance to these changes, especially if
the customer is required to follow and be aware of the changes. It is
an incredible document that presumably no one in his right mind
would sign, and yet it seems that customers sign it. I doubt whether
educating the customers not to sign any of such “disclosure”
documents would be effective. Customers either trust or mistrust.
And if they mistrust, they will no longer be customers.

V. Should Fiduciary Duties be Imposed on Brokers’ Advice to
Those Other Than “Retail Customers”? Such as
Institutional Investors, Including Those Who May Be
Sophisticated?

Congress granted the Commission discretion to impose
fiduciary duties on brokers that serve other than retail clients.” I
believe that it is crucial to impose fiduciary duties on all brokers, etc.
regardless of whether their clients are what we call sophisticated, and
even if they manage millions of dollars of investors’ money, or the
citizens’ money, and even if they are themselves fiduciaries.

'8 Charles Schwab Corp. Managed Accounts, http://www.aboutschwab.
com/about/facts/managed-accounts.html (last visited Nov. 7, 2010) (stating,
for example, that “[m]ore than 14,500 funds are available in . . . [Charles
Scwab’s] Mutual Fund Marketplace, including more than 11,000 with no
loads or transaction fees.”).

1 Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L.
No. 111-203, § 913(f), 124 Stat. 1376, 1827 (2010) (“The Commission may
commence a rulemaking, as necessary or appropriate in the public interest
and for the protection of retail customers (and such other customers as the
Commission may by rule provide), to address the legal or regulatory
standards of care for brokers, dealers, investment advisers, persons
associated with brokers or dealers, and persons associated with investment
advisers . . ..”).
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Here are my reasons:

First, institutions hold and manage the savings of millions
of Americans, both investors and citizens. Any harm done to a
single institutional investor affects far more individuals than the
harm to a “retail investor,” his family and business. Brokers, etc. that
mislead one investor or a thousand individual investors cannot
threaten the system as much as brokers, etc. that mislead one
institutional investor representing thousands of citizens in a
municipality or tens of thousands of savers whose money is in their
pension funds.

Second, institutional investors are not much better off
than individuals with respect to understanding some complex
investments. And who knows what other investments are in the
pipeline as we speak? In fact, while retail investors deal mostly with
registered representatives, institutional investors deal with the truly
large prestigious brokers, etc. that cover under their umbrella
brokers, dealers, underwriters, creators of securitized assets,
managers of “dark exchanges,” and various other services. So long as
sophisticated investors do not know what else is being prepared in
the factory of financial assets they may not be able to judge the value
and right price of the financial assets that are being offered to them.
And sometimes they might know but perhaps not understand.

The example of the Deutsche Bank debacle is instructive.
This large bank engages in hedge fund activities. Yet, it bought from
Goldman Sachs, as broker, a financial asset created by Goldman
Sachs—the securitization expert and originator—which asset
contained “junk” for which Goldman Sachs the expert was paid, and
against which Goldman Sachs the trader placed a bet that it would
fail. Goldman Sachs manages “dark exchanges,” yet according to its
“business model” it may, and indeed must, trade on the information
that it gathers from all these activities. Nonetheless, it claims not to
be a fiduciary of its clients. They are, after all, sophisticated.

Sophistication does not mean hiring private detectives to
find out whether the seller is doing what Goldman Sachs did to
Deutsche Bank. And market price is not always an indication of the
level of risk. The seller may know far more about the level of risk
that the sold securities pose. More importantly, I am not sure that
Deutsche Bank will do business with Goldman Sachs in the future. If
it does, its managers may attempt to “pay Goldman back” in another
transaction either directly or indirectly. Or it may avoid not only
Goldman Sachs but any broker in the United States for sometime to
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come. Other actors may adopt the same attitude. But the most
dangerous case for investors and the financial system is when
institutional investors flock to such an investment bank and are not
aware and perhaps cannot be aware of its “business model” and the
investors’ possible losses. Presumably, so long as the losses are not
outrageous, they will be swept under the rug, as has happened quite
often. A system of this sort is bound to crash.

Third, humans are creatures of habit. Brokers are no
exception. Brokers should learn to have a knee-jerk reaction when
faced with conflicts of interest and seek to avoid it. If brokers are
given the choice depending on the type of client they serve, they will
not fully reform their bad habit that some of them now possess.

Fourth, the nature of trading has changed since the
1930s. Market prices no longer represent the aggregate judgment of
thousands of individuals.”® Technology has enabled some brokers,
etc. to trade faster than any human can. Some of these machine-and-
automatic trading systems have created very different market prices.
“Quote stuffing” was not known in the 1930s or even later.”' This
technique can cause market prices to fall steeply in a second.
Investors, who trade directly or through their managers during that
second, may sustain serious losses. This is not the market price that
we understood it to be in the 1940s. Therefore, the time has come to
focus not only on what the investors understand but also, and perhaps
mainly, on what brokers, etc. do, their motivations and techniques,
and in what kind of culture they live and work.

Institutional investors—those who represent thousands of
investors—are in dire need of protection concerning their
investments. Municipalities—those who represent both employees
and citizens—are in dire need of protection concerning their
investments. If institutional investors (which are non-retail investors)

29 Cass R. Sunstein, Group Judgments: Deliberation, Statistical Means, and
Information Markets, 80 N.Y.U. L. REv. 962, 1023 (2005) ([T]he great
advantage of the price signal is that it aggregates both the information and
the tastes of numerous people, producing judgments that incorporate more
material than could possibly be assembled by any central planner, even one
who insists on deliberation with and among experts . . . their aggregate
judgments are likely to be right . .. .”).

! Tom Lauricella & Jenny Strasburg, SEC Probes Cancelled Trades:
Regulators Looking Into Role “Quote Stuffing” May Have Played in Flash
Crash, WALL ST. J., Sept. 2, 2010, at Al (defining “quote stuffing” as
“trading in which unusually large numbers of orders to buy or sell stocks are
placed in a fraction of a second, only to be canceled almost immediately.”).
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cannot fend for themselves and protect themselves against the
conflicting interests of brokers, or if their cost of protection against
abuse of entrustment is higher than the efficiencies for the brokers,
etc., then the law should interfere and even induce the dismantling of
the efficient “business model.”

In sum, brokers, etc. and their various actors are fiduciaries
regardless of their clients’ nature. Brokers are subject to the duty of
loyalty—to avoid conflicts of interest—unless clients receive full
disclosure and give full and knowledgeable consent. Members of
brokers, etc. are fiduciaries depending on their functions and their
conflicting interests. Their clients—individuals or institutions—
ought to know the details of these conflicts. In many cases, however,
disclosure is not sufficient and clients’ consent in ineffective.
Therefore, there should be a list of conflicts which are not subject to
clients’ waivers. They should be prohibited without exceptions.
Alternatively, the Commission or its staff, rather than the client,
could render consent upon request.

V. The Main Issue: Enforcement. Who Will Write the Rules?
Who Will Enforce the Rules and How?

Three crucial issues are involved regarding enforcement: (1)
Would the Commission write the rules or would FINRA continue to
write the rules subject to the Commission’s supervision?; (2) will the
Commission’s rules and FINRA rules preempt fiduciary laws under
state laws?; and (3) how should the current enforcement systems of
brokers and advisers be unified?

A. Who Would Write the Rules and How Should the
Rules Be Structured?

Under the current system, FINRA writes the rules and the
Commission approves them. Congressional directives seem to
suggest that the Commission should write the rules. This is a most
important difference. The Commission could use this opportunity to
impose fiduciary duties on brokers, etc.—who are also dealers,
advisers, the creators of securitized financial assets, underwriters,
organizers of auction notes and dark exchanges and investment
bankers. The regulation of such actors is not difficult in principle:
They should be required to disclose their conflicts to sophisticated
clients and avoid such conflicts or seek the Commission’s consent
for retail clients. Then these brokers, etc. can continue their business
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as usual. But if they do not disclose all conflicts, and if they do not
make sure that the clients (retail and otherwise) understand these
conflicts and not only the proposed investments, they should be
liable under the securities acts for fraud. In addition, they should be
liable, as all fiduciaries are, to pay punitive damages, account for
their ill-gotten profits and be subject to injunctions.

The Commission’s rules can take two forms. The rules can
be very general, in which case the judging authorities would be
required to apply these general rules to the specific cases. The
decision making power will then be split between the Commission
and the judges or arbitrators that interpret the rules. In the case of
groundbreaking new rules, parties may be concerned with this shift
in the decision making power. To avoid this result, perhaps the rules’
interpretations can be expressed as staff no-action letters or
interpretative letters approved by the Commission. However, the
process of “filling in the more detailed substance of a rule” is fraught
with difficulties Actors should know the details of the law and press
for guidelines.

Alternatively, the Commission can follow a legislation
structure, which has applied for many years under the Investment
Company Act of 1940 (“Investment Company Act”). The rules can
establish highly restrictive mode of behavior, similar to that of the
Investment Company Act, which is tremendously detailed. In that
case, the Commission should have authority to exempt with various
conditions both the actors and their required activities. The
exemption process can emulate that of the Investment Company Act.
This system is valuable both to allow brokers, etc. to expand their
activities, subject to the Commission’s exemptions or staff no-action
letters and to limit at the same time activities which are not to be
permitted in light of congressional mandate and the lessons of the
past years’ disasters.

Finally, brokers, etc. should not be allowed to trade on non-
public information that they gleaned from any of their clients,
regardless of the capacity in which they served. This rule exists on
the books today and the Commission is pursuing enforcements.
Nevertheless, I thought this should be mentioned.

Remedies. Rules without remedies are dead letter law.
The Advisers Act contains many remedies, and the Commission can
resort to them. One particularly effective remedy, because to some
extent it is self-executing, is the principle of “skin in the game.”
Brokers, etc. are not guarantors. Nevertheless, they gain upon the
completion of the transaction, while investors can sustain enormous
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losses later on. Therefore, brokers, etc. should collect their benefits
after a “cooling period.” One example of this approach was adopted
in section 27 of the Investment Company Act. It was quite successful
and effective. That section required brokers who sold mutual fund
shares in installments to wait for their commissions until the
investors covered not only the brokers’ commissions but also
continued payment for some time. Brokers were then interested in
selling these mutual funds only to people who[m], they believed,
could afford to pay the installments. That, in fact, reduced the
brokers’ ardor to sell to persons who could not afford the price of the
shares. A similar rule should not be imposed on brokers, etc. Let
brokers, etc. invest a small percentage—say 2% —in whatever they
sell to customers. That would be evidence that they “put their money
where their mouth is.” They should be permitted to cash these
amounts after a period of time, say, a year.

B. Preemption

The Securities Exchange Act of 1934 preserves state law on
the subject matter and does not preempt state fiduciary law claims.?
However, a number of state courts have declared that their state laws
have been preempted by the federal securities acts, including FINRA
rules, because they were established under the Securities Exchange
Act of 1934. Once State courts have determined that state laws were
preempted, they do not seek to enforce federal laws. For example, the
Supreme Court of New York held that the SEC was the "appropriate
regulatory agency" for the national securities exchange and its
members. The legislative history suggested that Congress intended to
preempt state interference with a self-regulating organization's
regulatory functions through implementing regulations of the SEC.
The Exchange Act established a scheme of regulation of the
securities marketplace that combined self-regulation by the securities
exchanges with oversight and direct regulation by the SEC.
Accordingly, to allow appellee's claims against the national securities
exchange arising out of its disciplinary functions would clearly

2 Papic v. Burke, 965 A.2d 633, 642 (Conn. App. Ct. 2009) (stating that
“no language in the Securities Act” of 1933 or the Securities and Exchange
Commission's “Regulation D” preempted Connecticut State law, § 36b-
4(a)). See 15 U.S.C. §78bb(a) (2006) (providing that generally “the rights
and remedies provided by [the Act] shall be in addition to any and all other
rights and remedies that may exist at law or in equity.”).
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“stan[d] as an obstacle to the accomplishment and execution of the
full purposes and objectives of Congress,” which was “essentially to
encourage stringent self-regulation of the securities industry.”> It is
interesting that the court did not note the specific section in the
Securities Exchange Act, which expressly preserved state law, but
rather implied congressional intent from the legislative history.

Similarly, the Supreme Court of Minnesota held that
Minnesota state law regarding agency and statutory consumer
protection provisions were impliedly preempted by the Commis-
sion’s rules when applied to broker.”* The NASD (now FINRA) code
was held to have preempted California state law.> In these cases the
plaintiffs could not resort to state laws as well as to state courts.

If the Commission enacted a rule imposing fiduciary duties
on brokers, would the rule preempt state law and state courts
protection of clients unless otherwise expressly provided by the
rules? Would the Commission-approved FINRA rules preempt not
only state laws but also their state enforcement? The greatest care
should be taken to assure that the imposition of fiduciary duties on
brokers, etc. directly or by eliminating the exemptions of the brokers
from the provisions of the Advisers Act or by creating a new
enforcement method for brokers, etc. does not weaken or eliminate
States’ enforcement of fiduciary law.

C. Unification of the Enforcement System

The main issue concerning brokers, etc. is not whether
they are fiduciaries; they are and always were. The crucial issue is
how their duties will be enforced. The Commission has an
opportunity to break through the wall of weak enforcement to a true
and effective enforcement of brokers, etc.’s fiduciary duties.

» Bantum v. Am. Stock Exch., LLC, 7 A.D.3d 551, 553-53 (N.Y. App.
Div. 2004).

** Dahl v. Charles Schwab & Co., Inc., 545 N.W.2d 918, 920-21 (Minn.
1996) (concluding that “the SEC rules impliedly preempt the application of
Minnesota’s common law of agency and statutory consumer protection
provisions.”).

* Jevine v. Super. Ct. of Los Angeles, 111 P.3d 954, 965 (Cal. 2005) (“SEC
approval will have preemptive effect if the SEC intended that the rule
prevail over conflicting state law and if the SEC’s decision was not arbitrary
or in excess of its statutory authority.”).
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I assume that unification of an enforcement system means
that the duties of all brokers, etc. will be enforced in the same way,
subject to the same type of “judge and jury.” Currently, there are two
entities that regulate broker dealers: FINRA and Commission as its
supervisor. There are two entities that regulate advisers: The
Commission and the States (over advisers that advise small
amounts). Would brokers and advisers be subject to the advisers’
regime or would advisers over $25 million, currently regulated by the
states, be subjected to the brokers’ regime? I consider these issues to
be the most serious issues as compared to any of the topics discussed.

VI. Who should be the enforcer?

Arbitration. One possible enforcement unification
mechanism will lock all claims against brokers, etc. into a unified
enforcement by arbitration. Public policy favors arbitration as a
desirable form of dispute resolution. But in order to render it the only
form of dispute resolution, one should be careful to make it an
effective one. Otherwise the law would be meaningless.

One possibility is to establish an independent organization
that would manage arbitrations of investors and brokers, etc.,
including class actions and other procedures determined by the
Commission and let state laws fiduciary duties continue to be
applied. Federal courts are likely to continue playing the current role
and, since the Commission’s rules will not be open to private rights
of action, the federal courts will have a small part in the enforcement.
Time will tell whether this enforcement mechanism is effective.

But regardless of who manages the arbitration, that regime
must be truly effective. There are three conditions that would
strengthen the arbitration process and render it trustworthy. First,
allow class actions. Right now there are no class actions in arbitration
under the FINRA system. That is likely to allow brokers, etc. to
recruit expensive legal talent that some plaintiffs who assert small
claims (the ones that Congress seems to be concerned about most)
cannot. Therefore, any arbitration system, no matter who manages it,
must include the plaintiff’s right to a class action, excluding frivolous
claims.

Second, publicize the arbitrators’ decision and their
rationale. For arbitrations to obtain a semblance of law, the decisions
and rationales of the arbitrators must be publicized in an accessible
form. Note that Commission’s staff no-action letters have acquired a
measure of precedent. Implied is the assumption that an arbitrary
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deviation from a previous reasoning would not be approved by a
higher authority, whether a court or congress.

Last, prohibit retroactive avoidance of existing decisions as
precedents except in very special cases accompanied by good
explanations. One reason for the added authority of no-action letters
is the Commission’s announced policy that it will not overrule the
staff’s no-action letters retrospectively. A similar rule that provides a
semblance of a precedent should apply.

Arbitrations governing issues concerning brokers, etc.’s
fiduciary duties towards their clients should comply with these three
conditions.

VII.  Change the attitude.

We should recognize that the year 2010 was fundamentally
different from the 1930s and 1940s. The time has come to cease
educating investors and instead educate brokers, registered represen-
tatives and large investment banks. They must be educated about
fiduciary law and conflicts of interest and their own accountability to
the country and the financial system.

A new segment in the broker-dealers examinations should be
designed to teach future brokers, etc. not only what the law is and
what the consequences of breaking the law could be. Brokers, etc.
must be repeatedly taught that the money they hold does not belong
to them and that their advice must be for the sole benefit of their
clients. Brokers, etc. may disclose their conflicts to their clients by
telling the clients the truth, the whole truth and nothing but the truth
and ask whether the clients would follow their advice after this
disclosure. In addition, and just as important, those who serve in
truly diversified brokers, etc. should take a special exam that would
teach them what fiduciary law is and what their role as fiduciaries in
their organizations as well as the remedies for violations of these
duties could be.*

%% Jim Ware, The Challenge of Ethical Leadership, CFA MAGAZINE, July-
Aug.2009, at 10 (acknowledging that “investment leaders are far too modest
about their ability to make a difference in the ethical arena” and that
“[1]eaders must realize their importance in providing a solution to the ethical
dilemma”).
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VIIl. Conclusion

Legal research would easily classify brokers, etc. as fiduciaries,
even when they invest their own money in ventures such as
dealerships. Like every type of expert fiduciary, these intermediaries
have far more information and knowledge than most of their clients.
Financial assets are sufficiently complex to require commitment to
expertise. Therefore, regardless of the particular aspect of their
service and “business model” which includes numerous activities,
brokers, etc. are fiduciaries, no different from lawyers and
physicians and far closer to trustees who hold other people’s money
and affect other people’s financial fortunes.

Few beneficiaries can control their trustees. Few investors can
truly understand their brokers, etc. and explore how the investors’
money is used. Moreover, brokers, etc. have become the creators of
financial assets as well, thus leaving investors nothing to check by
real assets (such as a business or manufacturing issuer). No investor,
not even the most sophisticated one can truly evaluate any of these
financial assets, and especially the documents that shift not merely
promises to pay on a specific date but documents to pay if the other
obligor have failed to pay.

Therefore the contract model with which we tinkered for sixty
years should be eliminated. The burden can no longer be imposed on
investors but must be differently balanced. Brokers, etc. have been
affecting the financial system and the lives of too many millions for
too long. The time has come to impose on them a duty to their
customers and to the country. To be sure, others have contributed to
the plight of us all. And each of us must bear the burden of
correction. Brokers, dealers, underwriters, advisers and financial
managers as well as institutional traders must bear their burden.
Fiduciary law, in existence today, is the appropriate and tested tool.
If agents, money managers, advisers, lawyers, doctors, teachers and
corporate managements have lived well under this legal regime,
there is no reason for financial intermediaries to live outside it,
especially if they pretend to be part of the fiduciaries’ group.

Brokers, etc. should understand that they hold other people’s
money, and can affect our financial and economic systems. They
must exercise self-restraint as fiduciaries, rather than as contract
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parties.”” What requires the most fundamental change is the culture
of the financial intermediaries. What can bring it about is of course
their leadership.”® But leadership can be helped in this mission by the
law which would require them to match their purported behavior as
trusted institutions with their real behavior as truly trusted
institutions. The Securities and Exchange Commission’s rules, its
clear aim and its enforcement can introduce and induce this culture
and strengthen it.

77 1d. at 12 (stating that “[pleople tend to view ethical conflicts as
aberrations—distractions from ‘real’work”, but asserting that ethical
conduct is part of the “job”).

8 See JOHN C. BOGLE, ENOUGH. TRUE MEASURES OF MONEY, BUSINESS,
AND LIFE 159 (John Wiley & Sons, Inc. 2009) (observing that most of the
larger corporations are “overmanaged but underled” and it is accurate “not
only with respect to our nation’s businesses, but to our financial institutions
as well.”).
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STRENGTHEN DISCLOSURES BY LIMITING THEIR ROLE IN THE
DELIVERY OF INVESTMENT AND FINANCIAL ADVICE

KNUT ROSTAD*
l. Introduction

The word fiduciary comes from Latin and means trust. The
heart of fiduciary duties for investment advisers entails acting with
undivided loyalty, in good faith, with due care, absent conflicts of
interest and with prudence. Fulfilling these duties necessarily
presumes complete transparency. Herein the role of disclosures
becomes central.

The importance of disclosures is routinely placed in the
context of “educating” investors so that they may make “informed”
decisions, much as citizens are advised to become informed about the
different candidates at election time. There is no question that our
political and economic free market system depends on informed
consumers and citizens.

Yet, choosing a candidate or buying a car is, in important
respects, more different than similar to managing a retirement
portfolio. Despite the longstanding emphasis on disclosures,
evidence abounds that many retail investors are not well-informed
investors, and behavioral biases have been shown to negate the
effectiveness of disclosures. Investors’ clearly demonstrated
limitations in fulfilling their responsibilities as consumers of
investment products and advice must drive how disclosures are used.

Consequently, an overarching issue today is identifying the
parameters within which disclosures are effective means of investor
protection. It is recognizing circumstances when disclosures are
clearly not effective. It is, first and foremost, recognizing investors’
limitations. In situations when a conflict is present and the client
clearly appears to not understand the conflict and its ramifications,
by definition, there can be no informed and independent consent. In
such situations, disclosures are ineffective and should have no role.
As such, the key challenge for policymakers is to both improve
disclosures when they can be effective, and, at the same time, limit
their role when they are ineffective.

Recognizing investors’ limitations is consistent with a point
made by Securities and Exchange Commission (“SEC”) Commis-
sioner Elisse Walter in her discussion of a harmonized fiduciary
standard. In May 2009, the Commissioner explained her rationale, in



142 REVIEW OF BANKING & FINANCIAL LAW Vol. 30

part, for supporting a harmonized fiduciary standard by making this
observation:

When your Aunt Millie walks into her local financial
professional to ask for advice, she does not need to
know whether the person on the other side of the
table is a registered representative of a broker-dealer
or an investment adviser. She should not be placed at
risk by the fact that application of those labels may
lead to differing levels—or at least different kinds—
of protection. Instead, she should know, or be able to
assume—consciously or  subconsciously—that
regardless of the title held by the person sitting
across the desk from her, she will receive an appro-
priate and comparable level of protection.'

This point underscores the broader need to acknowledge investors’
limitations, and to apply the fiduciary standard consistent with these
limitations.

1. Background: The Role of Disclosures in 2010 and the View
from FINRA

Disclosures are widely seen as the foundation of securities
regulation. As SEC Commissioner Troy Paredes noted in his article,
“Blinded by the Light”, “a demanding system of mandatory
disclosure, which has become more demanding in the aftermath of
the Sarbanes-Oxley Act of 2002, makes up the core of the federal
securities laws.”

Disclosures today, in the aftermath of the financial crisis,
seem to be relied on more than ever in ensuring market transparency.

* Knut A. Rostad, MBA, is a compliance officer for an RIA, and the Chair
of the Committee for the Fiduciary Standard.

! Elisse B. Walter, Comm’r, Sec. Exch. Comm’n, Regulating Broker-
Dealers and Investment Advisers: Demarcation or Harmonization?, Address
at the Mutual Fund Directors Forum Ninth Annual Policy Conference (May
5, 2009), http://www.sec.gov/news/speech/2009/spch050509ebw.htm.

2 Troy A. Paredes, Blinded by the Light: Information Overload and its
Consequences for Securities Regulation, 81 WaAsH. U. L. Q. 417, 417-18
(2003). This article was published in 2003, before Professor Paredes became
an SEC Commissioner.
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Former SEC Chairman Arthur Levitt told Congress, quite simply,
“we need to dedicate ourselves to a decade of transparency.”
Chairman Schapiro has focused on the importance of robust
disclosures in restoring investor trust, stating that “investors must
know that the information upon which they base their investment
decisions is the truth, the whole truth and nothing but the truth.””

CEO of the Financial Industry Regulatory Authority
(“FINRA”), Richard Ketchum, has also underscored the importance
of disclosures for brokers moving from operating under the
suitability to the fiduciary standard: “There also should be no
question that this will involve real change. There is an important
cultural change from shifting the question from is a product ‘suitable’
or ‘ok’ to is it ‘in the best interest of the customer.”””” Ketchum noted
that, while account opening disclosures have improved in recent
years, this process has not been easy; rather, “[t]he process has been
painful, involving lengthy debates and often enforcement actions as
conflict by conflict has been identified and resulted in improper
selling practices.” Ketchum further noted that the industry should
make sure “your customers understand any conflicts that may impact
the recommendation as well as the worst case risks of the product . . .
[as the] risk that an investment may not be ‘in the best interests of the
customer’ can only be increased if he or she doesn’t fully understand
each of these facts.”®

The acknowledged challenges in improving ‘“account
opening” disclosures, premised on a “buyer beware” principle, are
important, but they understate the nature of the challenge in
transforming from a sales to a fiduciary environment.” The rationale
for disclosures in a sales environment is based on the customer being
ultimately responsibility for the transaction. The rationale of

3 Arthur Levitt, Jr., Chairman, Sec. Exch. Comm’n, Testimony before the
Senate Banking Committee (October 15, 2008), http:/banking.senate.
gov/public/index.cfm?FuseAction=Files.View&FileStore id=7480cab6-
ctb7-473a-a741-457ac59¢3747.
* Mary L. Schapiro, Chairman, Sec. Exch. Comm’n, Speech by SEC
Chairman: Building a Stable and Efficient Financial System (May 8, 2009),
http://www.sec.gov/news/speech/2009/spch050809mls.htm.
5 Richard Ketchum, Chairman and CEO, FINRA, Securities Industry and
Financial Markets Association (SIFMA) Annual Meeting (Oct. 27, 2009),
?ttp://www. finra.org/Newsroom/Speeches/Ketchum/P120289.

Id.
" The parallels between FINRA disclosure rules and commercial sales rules
are evident. See Appendix A, infra.
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disclosures in a fiduciary relationship must be based on the advisor
holding ultimate responsibility for his or her recommendation.

Il. Investor Knowledge and Understanding of Investing,
Mutual Funds and Financial Advisors

Commissioner Paredes concluded his article, “Blinded by the
Light” by stating that, “securities regulation needs to focus to a
greater extent on the user of information . . . . [R]egulators and policy
makers need to focus on how users process information and make
decisions.”

The SEC’s 2008 Rand Report, “Investor and Industry
Perspectives on Investment Advisers and Broker Dealers,” is widely
cited for revealing that investors are unaware of the basic different
legal requirements of brokers and registered investment advisers, that
many investors presume their interests are put first and that some
investors do not even believe that they pay for financial advice.’
Moreover, the report found that “many survey respondents and focus
group participants do not understand key distinctions between
investment advisers and broker-dealers—their duties, the titles they
use, the firms for which they work, or the services they offer.”'’
Rand also reports that investors are generally satisfied with the
services they receive, and “[t]his satisfaction was often reported to
arise from the personal attention the investor receives.” Regarding
investment expenses, “[s]urvey responses also indicate[d] confusion
about fees.”"!

8 Paredes, supra note 2, at 485.

? Angela A. Hung ET AL., Investor and Industry Perspectives on Investment
Advisers and Broker-Dealers, 2008 LRN-RAND INST. FOR C1v. JUST. 212
(“Responses to the questions on methods of payment suggest that many
respondents are confused about the methods of payment or the type of firm
with which their individual professional is associated. For example, 84
respondents indicated that they receive advisory services (either alone or in
conjunction with brokerage services) from an investment advisory firm that
is not also a brokerage firm. Of these respondents, 19 percent reported that
they pay for these advisory services based on a percentage fee, and 22
percent indicated that they pay commission for advisory services.”).

1d. at 112.

" 1d. at 113. These widely reported and discussed findings regarding
investors’ lack of understanding of differences between brokers and invest-
ment advisers and confusion about adviser fees are serious indictments of
either investors or the regulatory regimes—or both. However, they may also
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In the context of the confusion about financial advisors

reported by Rand, academic research suggesting that many investors
are unaware of the fundamentals of mutual funds may not be
surprising. Mutual fund investors and investors using financial
advisors overlap significantly. Investment Company Institute
research reveals that financial advisors are the most common source
of information for mutual fund investors, used by 73% of surveyed
investors."?
Researchers Palmiter and Taha surveyed the academic research and
concluded, simply, that, “investors are ignorant of basic fund
characteristics.”" This lack of knowledge about the funds they own
often includes their asset classes, objectives and basic fund costs and
operating expenses. In fact, according to these researchers, “overall,
studies of the actual knowledge and behavior of investors show that
fund fees and expenses matter little to many investors.”
Interestingly, Palmiter and Taha point out that academic literature
frequently contrasts with financial industry perspectives, whereas the
fund industry “portrays fund investors as making informed
decisions” and the SEC portrays fund investors as “needing only to
be reminded to pay appropriate attention to important fund
characteristics . . . .”"

More recently, the Envestnet Fiduciary Standards Study'®
has served to reinforce concerns about investors’ understanding of
advisors and brokers. The report characterizes investors as being

understate the extent that investors are disengaged from their financial
services broker or advisor. Investor disengagement may be more fully
appreciated from another Rand finding: 25% of the survey respondents who
reported using a financial service provider also report that they paid “$0” for
advisory or brokerage services. Id. at 96-97. That one in four investors
claim to believe their advisory or brokerage services are given to them free
of charge suggests there may be a larger issue here than investor confusion.
"2 Sandra West & Victoria Leonard-Chambers, Understanding Investor
Preferences for Mutual Fund Information, 2006 INv. Co. INST. 6 (noting
that “[s]hareholders rely heavily on professional financial advisers when
making mutual fund investment decisions.”).

3 Alan R. Palmiter & Ahmed E. Taha, Mutual Fund Investors: Divergent
Profiles, 2008 CoLuM. Bus. L. REV. 934, 975 (2008).

1d. at 980.

1d. at 974-75.

'® THE FIDUCIARY OPPORTUNITY: SUCCEEDING IN A CHANGING ADVISORY
LANDSCAPE 1 (2010), available at http://www.envestnetadvisor.com/
marketingsupport/pdfs/ENV_fiduciary whitepaper.pdf.
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confused about brokers’ and advisors’ roles and obligations.'” Of
particular note regarding investors’ knowledge of investment
expenses and broker or advisor compensation, only 15% of investors
state they can “very well” “assess how your advisor gets paid.”'® It
would be a mistake to shrug off this new research as inconsequential
simply because it is consistent with other research pointing out
general investor confusion. This research offers new insight into the
implications of this confusion and a more fundamental view of
investor disengagement. It should be viewed in a broader context,
and raises questions in relation to how these very same investors
might respond to this same question regarding their accountant,
lawyer or medical doctor. In this study, only 15% of investors appear
to reply very confidently that they understand how (and by
implication “what”) their broker or advisor is paid. How would these
investors reply about their other professional advisors? Would 85%
also reply they do not know “very well” how their lawyer, for
example, is paid, or what he or she is paid? This finding, by itself,
should be a red flag for the profession and regulators alike.

This assessment that investors have a limited understanding
of investing and the importance of expenses is not a new insight. In
the 1995 “Report of the Committee on Compensation Practices”
(ak.a. The Tully Report, for its Chairman, Daniel B. Tully)," this
same issue was raised. Most notably, the report illuminates the
significance of investors’ lack of knowledge of investment products
and confusion derived from misunderstanding what’s written in
prospectuses. The report states that registered representatives and
their clients are:

[Sleparated by a wide gap of knowledge—knowl-
edge of the technical and financial aspects of
investing. The pace of product innovation in the
securities industry has only widened this gap. It is a
rare client who truly understands the risks and
market behaviors of his or her investments, and the

7 1d. at 1 (finding that” less than one third of investors understand
how/when [a fiduciary standard] applies.”).

"™ 1d. at 5 tbl. (finding that 39% of investors stated that they could
understand how their investment advisors were made “well” while 53% of
investors responded “not too well,” “not well at all,” or “don’t know”).

! REPORT OF THE COMMITTEE ON COMPENSATION PRACTICE 1 (1995),
http://www.sec.gov/news/studies/bkrcomp.txt.
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language of prospectuses intended to communicate
those understandings is impenetrable to many.

This knowledge gap represents a potential
source of client abuse, since uninformed investors
have no basis for evaluating the merits of the advice
they are given. It also makes communication
between a registered representative and investor
difficult and puts too much responsibility for
decision-making on the shoulders of RRs—a respon-
sibility that belongs with the investor.*’

In short, two overriding, and arguably conflicting, themes
stand out. The first theme is the importance of improving disclosures.
Analyses of the financial crisis point to a significant need for greater
transparency within the financial system, a goal that can be
accomplished, arguably, by improving disclosures. The second
theme, on the other hand, raises serious questions as to whether
disclosures are effective. Academic research, the Rand Report and
the Tully Report underscore investors’ limited understanding of
investing and advisors, and Commissioner Paredes has underscored
the need for regulators to focus on how investors process such
disclosures.

V. Loyalty and the General Fiduciary Duty to Disclose

Loyalty is the cornerstone of the fiduciary duty. In affirming
that fiduciary DNA is in the Adviser’s Act of 1940, the Supreme
Court has focused on the legislative history, as captured in the
Congressional record.”’ According to the Supreme Court, the
Congressional record reveals the sense of urgency of policymakers in
the 1930s, seeking to restore the “highest ethical standards . . . in
every facet of the securities industry.””* The fiduciary vision of
Congress for the investment advisory profession was clear and
present in the view of the Court, noting the Act “‘reflects a
congressional recognition of the delicate fiduciary nature of an
investment advisory relationship,” as well as a congressional intent to
eliminate, or at least to expose, all conflicts of interest which might

201d. at 15.

2L SEC . Capital Gains Research Bureau Inc., 375 U. S. 180, 186-87
(1963).

2 d.
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incline an investment adviser—consciously or unconsciously—to
render advice which was not disinterested.”*

The Court further stated that “guiding principles” of
fiduciary law included the following: (1) compensation should only
include “‘direct charges to clients for services rendered;’” and (2) an
adviser should not “‘directly or indirectly engage in any activity
which may jeopardize his ability to render unbiased investment
advice.”””* The president of the predecessor organization of the
Investment Adviser Association opined that advisers should only
engage in “the study of investment problems from the investor’s
standpoint, not engaging in any other activity, such as security
selling or brokerage, which might directly or indirectly bias their
investment judgment . . . "%

Today, three broad prohibitions are entailed in the duty of
loyalty. The fiduciary must not place his interests in conflict with his
client’s, gain profit at the expense of his client, or pit the interests of
one client against another client.”® Disclosure obligations derive from
the duty of loyalty. The starting point is disclosing any and all
material facts, (a fact that may reasonably be expected to alter the
client’s actions) in a timely manner. This responsibility includes not
misleading clients and proactively volunteering information
consistent with general good faith duties.

The record underscores that Congress stressed restoring the
“highest ethical standards” to Wall Street, and the Supreme Court
later affirmed Congressional intent to confer fiduciary status to
investment advisers in the Advisers Act of 1940. The duty of loyalty

3 1d. at 191-92 (quoting 2 Louls LOSS ET AL., SECURITIES REGULATION
1423 (2d ed. 1961)).

 |d. at 188-89 (quoting Report of the Securities and Exchange
Commission, Pursuant to Section 30 of the Public Utility Holding Company
Act of 1935, on Investment Counsel, Investment Management, Investment
Supervisory, and Investment Advisory Services, H. R. Doc. No. 477, at 29,
65).

» Ron A. Rhoades, The Fiduciary Duty of Loyalty (unpublished) (on file
with author).

% 1d.; See also Birnhaum v. Birnhaum, 503 N.Y.S.2d 451, 456 (N.Y. 1986)
(noting that “[o]ne of the most stringent precepts in the law is that a
fiduciary shall not engage in self-dealing and when he is so charged, his
actions will be scrutinized most carefully. When a fiduciary engages in self-
dealing, there is inevitably a conflict of interest: as fiduciary he is bound to
secure the greatest advance for the beneficiaries; yet to do so might work to
his personal disadvantage”).
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is central to fiduciary practices. Disclosures, starting with material
facts, are part of being loyal.

V. Disclosing and Managing Conflicts

Disclosures take on greater importance when conflicts are
present. Conflicts, where an adviser’s interest competes with interests
of a client, are always considered to be material. “In the context of
conflicts of interests which may exist between the fiduciary and the
client, the purpose of full and affirmative disclosure of material facts

. is always to obtain the client’s informed consent to proceeding
with a recommendation or transaction.””” It is presumed a client will
only give “informed consent” if the adviser manages the conflict in
the client’s best interest in executing the recommendation or
transaction. Otherwise, the transaction would be considered a
gratuitous gift from the client to the adviser. The courts have held
such a transaction as presumptively void. As such, the responsibility
on the adviser is substantial.

This responsibility requires greater care than what might be
considered “standard” disclosure and customer acknowledgement
procedures common in many sales transactions. The initialing of the
sales agreement on a cell phone plan, or signing numerous pages in
an auto sales transaction are such familiar sales examples. Further,
the brokerage industry, in the views expressed by FINRA’s CEO,
Richard Ketchum, has traveled a long road in improving disclosures.
Still, the journey is not complete. Ketchum further notes that this
task, imposing a fiduciary standard on broker-dealers, will likely be
even more challenging.”® He says, “harmonizing” the brokerage

27 RON A. RHODES, RIA’S AND FINANCIAL PLANNERS 52-53 (Unpublished

manuscript) (on file with author).

*¥ Ketchum, supra note 5:
As we look for ways to achieve harmonization, we should
start with a commitment that the standard is “business
model neutral” and focus on the basic shift that each
recommendation must be in the “best interest of the
customer.” While I believe all present business models
can thrive in a properly designed customer-facing fiduci-
ary standard, there also should be no question that this
will involve real change. There is an important cultural
change from shifting the question from is a product
“suitable” or “ok” to is it “in the best interests of the
customer.” While it will be up to the SEC to design the
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standard into the fiduciary standard will not be easy for the brokerage
industry.”® It will “involve real change”, as there is “an important
cultural change” in shifting from asking the question, “is a product
suitable” to “is it in ‘the best interest of the consumer.”””’

In addition to affirmatively disclosing all material facts,
client understanding of the transaction and its ramifications must be
“ensured,” and intelligent and informed client consent obtained.
Further, the transaction must also be deemed to remain “sub-
stantively fair” for the client. Professor Tamar Frankel elaborates on
the critical importance of the client’s capacity to provide consent that
is “informed” and “independent”:

Fiduciary rules cannot be avoided if the entrustors
(clients) are incapable of independent and informed
consent. The entrustors’ consent is subject to a
number of conditions. The fiduciaries must disclose
the details of the proposed transactions to the client-
entrustors. The information should enable the
entrustors to protect themselves in the bargain and
deal with their fiduciaries.... Clients’ consents may
be more doubtful and would require more evidence
of entrustors’ independence when the fiduciaries are
experts, and the non-expert entrustors are unlikely to
form informed and rational decisions.”'

The identification of material conflicts significantly raises
the burden on advisors. The burden requires more than clearly
communicating material facts. When conflicts are identified advisors
are required to reasonably ensure that investors understand the
implications of the conflict, including how the conflict may harm
them. Also, investors must understand how the advisor can mitigate
this harm by managing the conflict. Further, once the conflict is

precise parameters of the standard, it's worth taking a
moment to discuss what you as senior management should
be focusing on now.
¥ Ketchum, supra note 5.
3% Ketchum, supra note 5.
3! Tamar Frankel, Fiduciary Duties of Broker-Advisers-Financial Planners
and Money Managers 6-7 (Boston Univ. Sch. of Law Working Paper No.
09-36, 2010), available at http://papers.ssrn.com/sol3/papers.cfm?abstract
_1d=1446750.
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managed, investors must also provide informed and independent
consent in writing. Finally, even with fully informed consent, the
advisor must still be able to demonstrate that the transaction was
fairly and reasonably in the client’s best interest. Clearly, fulfilling
this responsibility is at the heart of putting the investor’s interest
ahead of the advisor’s interest.*

VI. Conclusion

Chairman Schapiro noted in June 2009, as she made her case
for extending the fiduciary duty, that the laws governing the
regulatory framework were written in 1934 and 1940. ** She then
said: “It is time the regulatory regime for financial service providers
reflects 21% century realities.”*

One such 21* century reality is the increasing complexity of
the financial markets and the significant evidence that many retail
investors possess a very limited understanding of investing, the role
of their broker or advisor and the importance of investment expenses
to investment performance. This seeming burgeoning disparity of

32 The record suggests there is a basis to question how well many retail
investors understand their own investments, the role of their advisor and the
implications of higher (versus lower) expenses. The level of investor mis-
understandings revealed in the Rand Report and the Palmiter and Taha
article, for example, are affirmed, as a matter of fact, by the industry in the
Tully Report. The implications of this record, and what it means for investor
protection and additional considerations required to advise clients with a
limited understanding of investing are significant. A parallel situation is the
increasing attention of regulators on the particular challenges of serving
senior investors. In 2008, SEC, NASAA and FINRA staff collaborated on a
report summarizing how securities professionals are serving this large and
growing demographic group. See SEC. EXCH. COMM’N ET AL., PROTECTING
SENIOR INVESTORS: COMPLIANCE, SUPERVISORY AND OTHER PRACTICES
USED BY FINANCIAL SERVICES FIRMS IN SERVING SENIOR INVESTORS 7
(2008). The thinking and concerns that form the basis of this report—the
implications for firms serving investors with “diminished mental capacity”
—might well be applied to a wider group of investors. The report makes an
important observation in noting, “Securities professionals cannot take
advantage of investors in a manner that would violate an advisor’s fiduciary
duty”. Id. at 7.

33 Mary L. Schapiro, Chairman, U.S. Sec. Exch. Comm’n, Address before
the New York Financial Writers’ Association Annual Awards Dinner (June
18, 2009).

*1d.
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knowledge between the broker or advisor and client raises
fundamental questions as to the role of disclosures consistent with
responsibilities inherent in a fiduciary relationship.

While there should be appropriate efforts to improve
disclosures, as discussed above, there should be no confusion about
whether improving disclosures to seek greater investor understanding
is tantamount to fulfilling the advisor or broker’s fiduciary duty. It is
not. Not only are improved disclosures insufficient to meeting
fiduciary requirements, more importantly, they may also be funda-
mentally independent of whether fiduciary requirements have been
met. Fiduciary duty is premised on the advisor being responsible (as
opposed to the client being responsible) for his or her advice or
product recommendations he or she deems to be in the client’s best
interests. Disclosures are independent of this determination.

Against this backdrop of the widely acknowledged
limitations of investors, a backdrop that parallels the point made by
Commissioner Walter, in part of her reasoning (noted above) for
supporting a harmonized standard, there should be efforts to more
clearly redefine disclosures’ role in a fiduciary relationship. At
minimum, disclosures should be only used in circumstances where
independent research indicates disclosures effectively communicate
the required information and enhance investor protection. Making
this assessment is vital to ensure that communications between
advisors or brokers and clients are effective. To not make this
assessment in light of this 21* century reality may well be to
overlook one of the single most powerful factors determining the
effectiveness—or ineffectiveness—of broker and investment adviser
regulation.
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Appendix

Disclosures: The Commercial Standard for Determining Com-
munications That Are “Fair” and Not “Deceptive.”

The commercial standard for determining whether business
communications, advertising or disclosures are fair to consumers is
well established in the regulatory framework and rules promulgated
by the Federal Trade Commission (“FTC”). FTC policy on deceptive
practices or communications was articulated in a letter from the FTC
Chairman in1983.%

Three key factors are considered central to all determinations
of deceptive or misleading communications. The communication or
practice must be: 1) “likely to mislead the consumer”; 2) “from the
perspective of a consumer acting reasonably in the circumstances;”
and 3) “material.”*® For example, some of the practices that have
been found “misleading or deceptive in specific cases include false
oral or written representations, [and] misleading price claims. . . .’

More recently, the FTC supplemented some of its
interpretive guidance in the Telemarketing Sales Rule in 2003.°* In
part, this Rule states that prohibited practices include: “Mis-
representing, directly or by implication, in the sale of goods or
services any of the following material information: (i) The total cost
to purchase, receive, or use . . . any goods or services that are the
subject of a sales offer; . . . [(ii)] “[alny material aspect of the
performance, efficacy, nature, or central characteristics of goods or
services that are the subject of a sales offer; . . . [and (iii)] [a]ny
material aspect of an investment opportunity including, but not
limited to, risk, liquidity, earnings potential, or profitability . . . .**

3 Letter from FTC to John D. Dingell, Chairman, Comm. on Energy and
Commerce, U.S. House of Reps. (Oct 14, 1983), http://www.ftc.gov/bcp/
policystmt/ad-decept.htm (noting that “the Commission will find deception
if there is representation, omission or practice that is likely to mislead the
consumer acting reasonably in the circumstances, to the consumer’s
detriment”).

*1d. at 1-2.

1d. at 1.

3 Part 310—Telemarketing Sales Rule, 68 Fed. Reg. 4669 (Jan. 29, 2003)
(to be codified at 16 C.F.R. part 310).

* 1d. at 4670-71.
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FINRA Guidelines to Ensure that Communications with the
Public Are Not Misleading

FINRA guidance regarding general communications is in
Rule 2210, “Guidelines to Ensure that Communications With the
Public are not Misleading.”*” In this guideline, FINRA members are
advised, for example, that they “must ensure that statements are not
misleading within the context in which they are made,” and “member
communications must be clear.”"'

The emphasis of these guidelines is aimed at oral product
and sales presentations, as noted in a widely circulated article on
broker and adviser standards: “Sales materials and oral presentations
must present a fair and balanced picture to investors regarding both
the risks and the benefits of investing in a recommended product.” **
Specific disclosures must be made based on specific regulations.
Some disclosures, such as product benefits and risks, are not required
to be made in writing and may be made orally. As an example,
disclosures are required to be made in the following documents:
research reports, sales literature, advertising and correspondence.
Form BDs are not required to be provided to customers.

“ FINRA Manual, NASD Rule IM-2210-1, available at http:/
finra.complinet.com/en/display/display main.html?rbid=2403&element id=
3618.

d.

2 Thomas P. Lemke & Steven W. Stone, The Madoff “Opportunity”
Harmonizing the Overarching Standard of Care for Financial Professionals
Who Give Investment Advice, 13 WALL STREET L., 1, 6 (2009).
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FIDUCIARY: A HISTORICALLY SIGNIFICANT STANDARD

BLAINE F. AIKIN, CFP*™ CFA, AIFA™
KRISTINA A. FAUSTL J.D., AIF***

l. Introduction

In July 2010, the U.S. Securities and Exchange Commission
(“SEC”) began the process of conducting a study on the effectiveness
of the standards of care for broker-dealers and investment advisers.'
The results of the study are expected to lay the groundwork for
potential rulemaking by the SEC related to a fiduciary standard of
care for all investment advice providers, as authorized under the
Dodd-Frank Wall Street Reform and Consumer Protection Act of
2010 (“Dodd-Frank Act”).? As a part of this process, investment
professionals and firms have engaged in a broad debate regarding
appropriate standards of care for broker-dealers and investment
advisers.” Many professionals and firms engaged in this debate,

* Chief Executive Officer, Fiduciary360. Fiduciary360 focuses on
promoting a culture of fiduciary responsibility and offers training, web-
based tools and other resources for investment fiduciaries
(www.f1360.com).

** Director of Legal and Regulatory Affairs, Fiduciary360; former Special
Counsel, Office of Chief Counsel, Division of Trading and Markets, U.S.
Securities and Exchange Commission.

! Study Regarding Obligations of Brokers, Dealers, and Investment
Advisers, Exchange Act Release No. 62,577, 75 Fed. Reg. 44,996 (July 30,
2010).

2 Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L.
No. 111-203, 124 Stat. 1376 (2010) (“Each primary financial regulatory
agency may impose ... standards ... with respect to those entities for
which it is the primary financial regulatory agency . . ..”).

’ See Study Regarding Obligations of Brokers, Dealers and Investments
Advisers, supra note 1 at 44,996 (requesting public comment in connection
with the SEC’s public study to evaluate “[t]he effectiveness of existing legal
or regulatory standards of care for brokers, dealers, investment advisers, and
persons associated with them when providing personalized investment
advice and recommendations about securities to retail customers” and
whether there are “gaps, shortcomings, or overlaps in legal or regulatory
standards in the protection of retail customers relating to the standards of
care for these intermediaries.”). As of August 30, 2010, the Commission
received over 2,500 responses. See Comments on Study Regarding



156 REVIEW OF BANKING & FINANCIAL LAW Vol. 30

however, have failed to recognize the historically significant status of
the fiduciary standard and why promoting such a standard is central
to ensuring investor protection.

The concept of serving as a fiduciary is not new. In fact,
centuries of law and business illustrate the importance of the concept.
This paper illustrates the timelessness of the fiduciary standard
through a review of how fiduciary principles have been recognized
and enforced throughout history. As will be shown, law and society
have established the fiduciary standard as the essential code of
conduct for those entrusted to care for the property of others.

The firmly established history of the fiduciary standard
should serve as a useful guide to the SEC and other regulators when
promulgating rules that codify the fiduciary standard under the
federal securities laws. Moreover, this history reveals three key
principles for regulators to consider as they provide guidance on the
application of the fiduciary standard: (1) fiduciary matters, including
advice, demand a higher standard than normal marketplace
transactions, such as sales of securities; (2) exceptions to the
fiduciary standard undermine the fiduciary duty of loyalty; and (3)
those charged with interpreting and enforcing the fiduciary standard
should not consciously weaken it.*

1. A Historical Standard

Under the federal securities laws, investment advisers have
long been regulated as trusted advisors subject to the fiduciary
standard while broker-dealers have been regulated as salespeople
subject to a fair dealing standard.” The fair dealing standard is
considered a commercial standard that arises when a broker-dealer
holds itself out as willing to transact with investors.’ By entering the

Obligations of Brokers, Dealers, and Investment Advisers, SEC.GOV,
http://www.sec.gov/comments/4-606/4-606.shtml (last visited Nov. 7,
2010).

* See Meinhard v. Salmon, 164 N.E. 545, 546 (N.Y. 1928) (“Many forms of
conduct permissible. .. for those acting at arm’s length, are forbidden to
those bound by fiduciary ties. ... [T]he punctilio of an honor the most
sensitive, is then the standard of behavior . . . .”).

3 See Kristina A. Fausti, A Fiduciary Duty for All?, 12 DuQ. Bus. L. J. 183,
185-190 (2010).

®1d. at 187 (“Both the SEC and FINRA standards of care have long been
viewed as commercial standards that reflect the role of broker-dealers as
salespeople in the investment marketplace.”).
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investment marketplace, the broker-dealer is deemed to warrant that
it will deal and transact fairly with all of its customers.” In contrast,
the fiduciary standard has been viewed to go beyond fair dealing
because of the unique nature of the relationship between an
investment adviser and investor. As Professor Tamar Frankel
explains, “at the heart of fiduciary relationships is entrustment of
property or power that clients hand over to their fiduciaries in order
to enable fiduciaries to perform a service to them.”® Moreover,
fiduciaries provide socially important expert services to “entrustors”
that require a high level of expertise.’

These concepts of trust and expert service underlying
fiduciary relationships have a long history within many different
societies.'® Historians have traced the roots of fiduciary principles
back to the Code of Hammurabi (ca. 1790 BC) in Babylon."
Hammurabi established one of the first written codes of law and set
forth the rules governing the behavior of agents entrusted with
property, demonstrating fiduciary considerations at the very
beginning of recorded legal history.'” Like the Code of Hammurabi,
most primitive law deals with the entrusting of property for
safekeeping, pledges of good faith and other indicia of trust."

In the Judeo-Christian tradition, fiduciary principles can be
traced to both the Old and the New Testament.'* For example, courts
have linked the fiduciary duty of loyalty to the biblical principle that

71d. at 187-88.

¥ Tamar Frankel, Fiduciary Duties of Brokers-Advisers-Financial Planners
and Money Managers 3 (Boston Univ. Sch. of Law Working Paper No. 09-
36, 2010), available at http://papers.ssrn.com/sol3/papers.cfm?abstract
id=1446750.

? 1d. (“Fiduciaries provide socially important expert services to ‘entrustors’
(and society) such as professional services (law, medicine, financial
services).”).

1% See Blaine F. Aikin, The Role of Fiduciaries is Timeless, INVESTMENT
NEWS, Aug. 15, 2010, http://www.investmentnews.com/ article/20100815/
REG/308159995 (citing various texts from civilizations throughout
recorded history which recognize many of the principles underlying the
fiduciary relationship).

' Joseph F. Johnston, Jr., Natural Law and the Fiduciary Duties of Business
Il\z/lanagers, 8 J. MKTS & MORALITY 27, 29 (2005).

)

1d.
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no person can serve two masters.” Chinese historical texts also
recognize fiduciary principles of trust and loyalty.'® One of the three
basic questions of self-examination attributed to Confucius (551 BC—
479 BC) asks: “In acting on behalf of others, have I always been
loyal to their interests?””'” Modern Chinese law also recognizes such
fiduciary concepts.'®

Aristotle (384 BC-322 BC) consistently recognized that in
economics and business, people must be bound by high obligations
of loyalty, honesty and fairness and that society suffers when such
obligations are not required.” The Romans refined and formalized
fiduciary law even further. In fact, the term “fiduciary” originated in
Roman law, and means “‘a person holding the character of a trustee,
or a character analogous of a trustee, in respect to the trust and
confidence involved in it and the scrupulous good faith and candor
which it requires.””* Cicero (103 BC—46 BC) noted the relationship
of trust between an agent and principal (known to Romans as
mandatory and mandator, respectively), and emphasized that an
agent who shows carelessness in his execution of trust behaves very
dishonorably and “is undermining the entire basis of our social

5 1d. at 29 & n.4 (citing Pepper v. Litton, 308 U.S. 295, 311 (1939); United
States v. Miss. Valley Generating Co., 364 U.S. 520, 549, 550 n.14 (1961)
(“The moral principle upon which the statute is based has its foundation in
the Biblical admonition that no man may serve two masters, . . . a maxim
which is especially pertinent if one of the masters happens to be economic
self-interest.”)).
' Johnston, supra note 11, at 29 (“The ethical norms arising from
relationships of trust and confidence are not limited to Western societies[;]
- Chinese history, for example, reflects a similar fiduciary principle.”).

Id.
" 1d. (citing THE GREAT QING CODE 162 (William C. Jones trans., 1994)
(providing for criminal punishment for one who receives deposit of property
of another and consumes such property without authority); BASIC
PRINCIPLES OF CIVIL LAW IN CHINA 317, 321 (William C. Jones ed., 1989)
(recognizing "contracts of entrustment” and an obligation of brokers to act
"honestly, justly, in good faith, and not in a way contrary to the notion of
fairness.").
1 See, e.g., James O’Toole, Advice from Aristotle, http://www.scu.edu/
ethics/publications/submitted/otoole/business-ethics-aristotle.html.
2 Ron A. Rhoades, What are the Specific Fiduciary Duties of Financial
Advisors? Jan. 1, 2008, at 2, http://www.fiduciarynow.com/WhatAreThe
SpecificFiduciaryDutiesofFinancial Advisors.pdf (citing BLACK'S LAW
DICTIONARY (5th Ed. 1979)).
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system.”! Moreover, Cicero noted that, “legal proceedings for
betrayal of a commission [agency]| are established, involving
penalties no less disgraceful than those for theft.”*

Fiduciary relationships have also “occupied a significant
body of Anglo-American law and jurisprudence for over 250
years.”” These fiduciary duties “originated in [courts of] Equity.”**
Courts of Equity granted relief in numerous circumstances involving
one person's abuse of confidence and, over time, concrete rules and
precise terms related to fiduciary relationships began to form as
Equity evolved.” In fact, “[t]he term 'fiduciary' itself was adopted to
apply to situations falling short of 'trusts,' but in which one person
was nonetheless obliged to act like a trustee.””

In 1928, Justice Benjamin Cardozo’s seminal opinion in
Meinhard v. Salmon articulated fiduciary obligations under modern
U.S. law. In part, Justice Cardozo stated:

Many forms of conduct permissible in a workaday world for
those acting at arm’s length, are forbidden to those bound by
fiduciary ties. A trustee is held to something stricter than the
morals of the market place. Not honesty alone, but the
punctilio of an honor the most sensitive, is then the standard
of behavior. As to this there has developed a tradition that is
unbending and inveterate. Uncompromising rigidity has been
the attitude of courts of equity when petitioned to undermine
the rule of undivided loyalty by the “disintegrating erosion”
of particular exceptions. Only thus has the level of conduct

2! Johnston, supra note 11, at 30.

22 Marcus Tullius Cicero, THE ORATION FOR SEXTUS ROSCIUS OF AMERIA
(Charles Duke Yonge, trans., London, G. Bell and Sons, 1916), available at
http://oll.libertyfund.org/?option=com_staticxt&staticfile=show.php%3Ftitl
e=570&chapter=87171&layout=html&Itemid=27.

» Robert Cooter & Bradley Freeman, An Economic Model of the
Fiduciary’s Duty of Loyalty, 297 Tel Aviv UNIv. STUD. L. 297, 298 (1990)
(citing Keech v. Sanford (1726), Sel. Cas T. King 61; 25 E.R. 223),
available at
http://works.bepress.com/cgi/viewcontent.cgi?article=1055&context=robert
_cooter).

* Deborah A. DeMott, Beyond Metaphor: An Analysis of Fiduciary
Obligation, 1988 DUKE L.J. 879, 880 (Nov. 1988) (citing Sealy, Fiduciary
2Rselationships, 1962 CAMBRIDGE L.J. 69, 69-72).

“la
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for fiduciaries been kept at a level higher than that trodden
by the crowd. It will not consciously be lowered by any
judgment of this court.”’

Justice Cardozo’s opinion has been cited widely in U.S.
jurisprudence and academic and professional writing.” It is also
worth noting that while fiduciary principles mostly developed in
common law in the U.S., they have also been codified in statutes, as
discussed further infra.

II. Defining Fiduciary

The review of various societies’ views on relationships of
trust reveals that concepts of fiduciary responsibility have been
established since primitive law and have withstood the test of time.
With the introduction of regulatory reform this past year, however,
some advocates for rulemaking would like to ignore this strong
history and rewrite fiduciary duties.

On June 17, 2009, the Obama Administration issued its
framework for financial regulatory reform, which declared that
“[s]tandards of care for all broker-dealers when providing investment
advice about securities to retail investors should be raised to the
fiduciary standard to align the legal framework with investment
advisers.”” A little more than one year later, the Dodd-Frank Act
gave the SEC the authority to adopt rules promulgating a fiduciary
duty for both broker-dealers and investment advisers.”

2" Meinhard v. Salmon, 164 N.E. 545, at 546 (N.Y. 1928) (citation omitted).
% See, e.g., N.L.R.B. v. Amax Coal Co., 453 U.S. 322, 330 (1981); S.E.C.
v. Chenery Corp., 318 U.S. 80, 98 (1943) (Black, J., dissenting); Big Rivers
Electric Corp. v. Schilling (In re Big Rivers), 355 F.3d 415, 436 (6th Cir.
2004); NCAS Realty Mgmt. Corp. v. Nat’l Corp. for Hous. P’ships, 143
F.3d 38, 39 (2d Cir. 1998); Bennett v. Bennett (In re Bennett), 989 F.d2
779, 789-90 (5th Cir. 1993); Andrew S. Gold, The New Concept of Loyalty
in Corporate Law, 43 U.C. DAVIS L. REV. 457, 493 (Dec. 2009).

? U.S. DEPARTMENT OF THE TREASURY, FINANCIAL REGULATORY REFORM:
A NEW FOUNDATION: REBUILDING FINANCIAL SUPERVISION AND
REGULATION 71 (2009), available at http:/financialstability.gov/
roadtostability/regulatoryreform.html.

39 Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L.
No. 111-203, § 913(f)-(g), 124 Stat. 1376, 1827-30 (2010) (authorizing the
SEC to “commence a rulemaking, as necessary or appropriate . . . to address
the legal or regulatory standards of care for brokers, dealers, investment
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While investment advisers have long been subject to a
fiduciary standard under the Investment Advisers Act of 1940
(“Advisers Act”), broker-dealers have only been held to a fair
dealing standard under the Securities Exchange Act of 1934, even
when they provide investment advice services.' Because broker-
dealers have not been regulated as fiduciaries in the past, soon after
the release of the Administration’s framework in 2009, members of
the brokerage industry began to question the definition and meaning
of “fiduciary.”” As the industry and its regulators have identified and
debated these questions, investment intermediaries have become
increasingly concerned over how the SEC will define and apply
fiduciary concepts.

Those questioning the meaning of fiduciary argue that it has
been defined differently across U.S. federal and state law.”
However, such arguments ignore key points about the framework of
fiduciary obligations. In the evolution of law from Roman times
through the present, the fiduciary standard has embodied the core
duties of loyalty (placing beneficiaries interests first), due care
(prudence and competence) and good faith (honest intentions, full

advisers, persons associated with brokers or dealers, and persons associated
with investment advisers for providing personalized investment advice
about securities to such retail customers ...” and authorizing the SEC to
establish a fiduciary duty for brokers and dealers, respectively).

3! There is a so-called “broker exemption” in the Advisers Act for broker-
dealers who provide advice that is “solely incidental to the conduct of his
business as a broker or dealer and who receives no special compensation
therefor . . . .” Investment Advisers Act of 1940, 15 U.S.C. § 80b-2(a)(11)
(2006); see also Fausti, supra note 5, at 186-187 (paraphrasing two key
components of the “broker exemption” in the Investment Advisors Act of
1940).

32 See Industry Groups Differ on Fiduciary Standard, FINANCIAL ADVISOR,
Oct. 6, 2009, http://www.fa-mag.com/fa-news/4532-industry-groups-differ-
on-fiduciary-standard-.html.

3 See Industry Perspectives on the Obama Administration’s Financial
Regulatory Reform Proposals: Hearing Before the H. Comm’n on Financial
Services, 111th Cong. 22 (2009) (statement of Randolph C. Snook,
Executive Vice President of the Securities Industry and Financial Markets
Association), available at http://www.house.gov/apps/list/hearing/financial
sves_dem/snook.pdf; see also Industry Groups Differ on Fiduciary
Standard, supra note 33 (reporting divergent approaches to the fiduciary
standard, which “have governed the two sides for nearly 70 years,” for
which investment advisers and broker-dealers advocate).
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disclosure and applied diligence).** Moreover, throughout the
development of common law, courts have imposed a high standard of
morality upon fiduciaries.”® Thus, “[l]oyalty, fidelity, faith and honor
form fiduciary law’s basic vocabulary.”*® Furthermore, courts and
regulators have gone further to explain that the fiduciary duty goes
beyond basic concepts of honesty, good faith and fair dealing, and
prohibits any professional from taking unfair advantage of an
investor’s trust.’’

Distinctions in fiduciary functions better explain any
differences in laws themselves. The historical development of
fiduciary law by courts and a function-based approach by regulators
suggest that it is not the definition of fiduciary that varies, but rather

** Scott Thomas FitzGibbon, Fiduciary Relationships Are Not Contracts, 82
MARQ. L. REv. 303, 308-10 (1999) (citing Birnbaum v. Birnbaum, 539
N.E.2d 574, 576 (N.Y. 1989):

[T]t is elemental that a fiduciary owes a duty of undivided
and undiluted loyalty to those whose interests the fiduci-
ary is to protect. This is a sensitive and ‘inflexible’ rule of
fidelity ... requiring avoidance of situations in which a
fiduciary’s personal interest possibly conflicts with the
interest of those owed a fiduciary duty . ... [A] fiduciary

. is bound to single-mindedly pursue the interests of
those to whom a duty of loyalty is owed . ...” (citations
omitted).

3% Tamar Frankel, Fiduciary Law, 71 CALIF. L. REV. 795, 829-830 (1983).

36 1d. at 830 (citation omitted).

37 Meinhard v.Salmon, 164 N.E. 545, 546 (1928) (“A trustee is held to
something stricter than the morals of the market place. Not honestly alone,
but the punctilio of an honor the most sensitive, is then the standard of
behavior.”); see ROBERT E. PLAZE, DIVISION OF INVESTMENT MANAGE-
MENT, U.S. SEC. & EXCH. COMM’N, THE REGULATION OF INVESTMENT
ADVISERS BY THE SECURITIES AND EXCHANGE COMMISSION 13 (Nov. 22,
2006) (describing the fiduciary duty owed to clients by a registered
investment adviser as prohibiting, among other things, “taking unfair
advantage of a client’s trust” and stating that “[a] fiduciary owes its clients
more than mere honesty and good faith alone”); see also SEC Chairman
Mary L. Schapiro, Address at the New York Financial Writers’ Association
Annual Awards Dinner (June 18, 2009), available at http://www.sec.gov/
news/speech/2009/spch061809mls-2.htm (arguing that “a fiduciary owes its
customers and clients more than mere honesty and good faith alone” and
“must at all times act in the best interest of customers or clients.”).
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the role the fiduciary plays and the related level of trust involved in
the relationship that drives differences in requirements and
prohibitions prescribed by laws and regulations. For example, courts
traditionally developed fiduciary law by defining various relations as
fiduciary and designing rules for those relations.”® Statutes have
similarly sought to set rules based on the roles of fiduciaries.
Accordingly, the Employee Retirement Income Security Act
(“ERISA”) sets requirements and prohibitions based on the role of a
fiduciary for a qualified retirement plan,”® the Uniform Prudent
Investor Act (“UPIA”) addresses the role of a fiduciary serving
private trusts,* and the Advisers Act governs investment advice
fiduciaries.* Notwithstanding the context of the fiduciary
relationship and the applicable functional requirements, trust, loyalty,
due care and good faith always remain at the foundation.

With regard to investment advice, SEC Commissioner Luis
Aguilar has recognized that “the fiduciary relationship between an

3% Frankel, supra note 35, at 804-805:

This method of developing the law was adequate in the
past because new types of fiduciaries were recognized
gradually over the centuries. The ‘use’ emerged during the
twelfth and thirteenth centuries in England, and the trust
developed over the fourteenth through seventeenth
centuries. Partnerships appeared in the sixteenth century,
and evolved into joint stock companies and corporations.
Emancipated servants and employees emerged from
domestic relations law to become agents and factors. It
was therefore sufficient to describe an arrangement, call it
fiduciary, and decide on appropriate rules.” (citations
omitted).

* Employee Retirement Income Security Act, 29 U.S.C. §§ 1001-1461
(2006) (establishing requirements and prohibitions applicable to persons
named as fiduciaries in employee benefit plan documents and to persons
considered fiduciaries for the purposes of the Act based on their conduct
and authority).

40 NATIONAL CONFERENCE OF COMM’RS ON UNIFORM STATE LAWS,
UNIFORM PRUDENT INVESTOR ACT (Apr. 18, 1995), available at
http://www.law.upenn.edu/bll/archives/ulc/fnact99/1990s/upia94.pdf
(discussing the regulation of investment responsibilities of trustees arising
under the Uniform Prudent Investor Act).

I Investment Advisers Act of 1940, 15 U.S.C. §§ 80b-1 to b-21 (2006)
(imposing a fiduciary duty on investment advisers).
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investment adviser and its client is a bedrock principle that underpins
the Advisers Act.”* In fact, in 1963, the U.S. Supreme Court stated
that the Advisers Act “reflects a congressional recognition ‘of the
delicate fiduciary nature of an investment advisory relationship,” as
well as a congressional intent to eliminate, or at least to expose, all
conflicts of interest which might incline an investment adviser—
consciously or unconsciously—to render advice which was not
disinterested.”” Commissioner Aguilar has further noted that “[t]he
fiduciary standard is a dynamic, living principle that provides
investors with true protection.”**

The SEC Investor Advisory Committee’s Investor as
Purchaser Subcommittee (the “Subcommittee”) has also recognized a
federal fiduciary standard under the Advisers Act.’ In a February
2010 memo, the Subcommittee noted that statutes, SEC rules and
common law principles comprise an important aspect of the SEC's

* Luis A. Aguilar, SEC Comm’r, SEC’s Oversight of the Adviser Industry
Bolsters Investor Protection, Address at the Investment Advisers
Association Annual Conference (May 7, 2009), http://www.sec.gov/news/
speech/2009/spch0507091aa.htm.

* SEC v. Capital Gains Research Bureau, Inc., 375 U.S. 180, 191—92
(1963) (quoting 2 Louis LOSS ET AL., SECURITIES REGULATION (2d ed.
1961), 1412).

* Aguilar, supra note 42:

There is only one fiduciary standard and it means that a
fiduciary has an affirmative obligation to put a client's
interests above his or her own. As a result, a fiduciary acts
in the best interests of the client, even if it means putting a
client's interest above his own . ... A fiduciary standard
has real teeth because it is an affirmative obligation of
loyalty and care that continues through the life of the
relationship between the adviser and the client, and it
controls all aspects of their relationship. It is not a check-
the-box standard that only periodically applies.

* Press Release, Sec. and Exch. Comm., SEC Investor Advisory Committee
Forms Subcommittees to Tackle Ambitious Agenda on Behalf of Investors
(Sept. 15, 2009), http://www.sec.gov/news/press/2009/2009-197.htm
(announcing the formation of a subcommittee to “consider the fiduciary
duty owed to investors by those who provide investment advice”).
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role in developing and implementing the federal fiduciary duty.*® The
Subcommittee also noted that while the federal fiduciary duty applies
only under the Advisers Act, a non-federal fiduciary duty may apply
nonetheless in other contexts outside of the Advisers Act, such as
under state common law and state securities laws.*’

V. Fiduciary Application

Ultimately, the application of the fiduciary standard to all
investment advice providers, including broker-dealers, will have
serious practical implications for how the investment industry as a
whole operates. A primary goal of regulatory reform, and the more
broad application of the fiduciary standard, has been to enhance
investor protection.”® In order to achieve this goal of enhancing
investor protection, regulators should rely on three key principles
from Justice Cardozo’s opinion in Meinhard v. Salmon. First, those
acting in a fiduciary capacity are subject to a higher standard than
those acting at arm’s length within the investment marketplace.
Second, exceptions to fiduciary obligations only promote
“disintegrating erosion” of the duty of undivided loyalty. And third,
the fiduciary standard has been protected and maintained over time
by courts and other legal guardians unwilling to lower it.

Many members of the brokerage industry have used the
concept of harmonized regulation® to rationalize proposals for new

* Memorandum from the Investor as Purchaser Subcommittee to the SEC
Investor Advisory Committee 2 (Feb. 15, 2010), http://www.sec.gov/
spotlight/invadvcomm/iacmemofiduciaryduty.pdf.

7 1d. at 7. Moreover, the Subcommittee recognized that SEC action can
greatly impact the scope and substance of non-federal fiduciary duties; such
action may range from informally guiding parties in their application of the
fiduciary duty to formally preempting a conflicting standard. 1d. at 8. On the
other hand, SEC inaction could leave room for other actors and entities,
such as state and federal courts, state regulators, FINRA, and arbitration
panels to fill the fiduciary space. Id. at 8-9 (“[IJnaction may leave the
fiduciary space open to be filled by a variety of actors . . . .”).

* See FINANCIAL REGULATORY REFORM: A NEW FOUNDATION:
REBUILDING FINANCIAL SUPERVISION AND REGULATION, supra note 29, at
55 (recognizing that Congress, the President, and financial regulators took
“significant measures to address... inadequacies in our consumer
protection framework” and proposing further “comprehensive reform”).

* The Administration’s framework for regulatory reform called for
legislators and regulators to “harmonize” the investment adviser and broker-
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(and arguably diluted) standards of care that would address varying
business and service models of investment intermediaries.”® These
alternative standards, however, place greater emphasis on
accommodating special interests and promoting concepts of fair
dealing (the standard traditionally applied to broker-dealers) rather
than fiduciary concepts of loyalty, due care and utmost good faith.’’
In order to protect fiduciary principles and investors, the SEC should
view the proposals for harmonized regulation and alternative
standards of care in light of the three aforementioned considerations
articulated in Justice Cardozo’s opinion in Meinhard v. Salmon. Such
a review reveals that: (1) the proposed alternative standards that
promote fair dealing are not as high as the fiduciary standard; (2)
requests for exceptions that address different business models will

dealer regulatory regimes. Id. at 71 (proposing to “[e]stablish a fiduciary
duty for broker-dealers ... and harmonize the regulation of investment
advisers and broker-dealers”). The framework also notes that the SEC
should be permitted to align duties for financial professionals across finan-
cial products. Id. The recommendation put forth by the Obama Administra-
tion to harmonize investment adviser and broker-dealer regulatory schemes
and extend the fiduciary duty to all investment advice providers likely
originated within the walls of the SEC. See Fausti, supra note 5, at 197-99
(citing early SEC support for the fiduciary measure resulting from
conclusions in the RAND Report and public statements by the SEC as
indications that the Obama Administration’s recommendations likely
originated within the SEC).

59 Letter from Dale E. Brown, President & CEO, Financial Services Institute
to Elizabeth M. Murphy, Secretary, Sec. and Exch. Comm’n. 3-4 (Aug. 30,
2010), http://www.sec.gov/comments/4-606/4606-2687.pdf (advocating for
a universal fiduciary standard of care that is “carefully designed to promote
universal access to advice, presser investor choice, and enhance investor
protection”); Enhancing Investor Protection and the Regulation of
Securities Markets: Hearing Before the U.S. Senate Committee on Banking,
Housing and Urban Affairs, 111th Cong. 5 (Mar. 10, 2009) (statement of T.
Timothy Ryan, Jr., President and Chief Executive Officer, Securities Indus-
try and Financial Markets Association) (arguing that fiduciary standards
“should be crafted so as to be flexible enough to adapt to new product and
services as well as evolving market conditions....”), available at
http://banking.senate.gov/public/index.cfm?FuseAction=Hearings.
Testimony&Hearing_ ID=faf91bea-ca58-4bc1-873d-
33739dbb4{76&Witness_ID=f2cf02f4-d63e-4bd0-al6c-3786fbc08c19).

>l See Aguilar, supra note 42 (expressing “great concern” that proposals
define “standards of suitability” and would dilute “the existing high
fiduciary standard).
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only serve to erode the foundation of trust and loyalty that have
withstood the test of time; and (3) the SEC, as the primary overseer
and enforcer of the fiduciary standard for investment intermediaries,
should not consciously weaken the fiduciary standard by granting
requests for alternative standards or exceptions.

A more practical regulatory approach that would honor the
standards set forth by Justice Cardozo would seek to align and
coordinate existing and new regulatory rules in a way that comple-
ments, but does not erode, the principles-based fiduciary standard.
SEC Chairman Mary Schapiro and Commissioner Elisse Walter have
both supported the application of a consistent fiduciary standard of
conduct and have noted the importance of adopting rules to address
the varied roles and functions of different investment inter-
mediaries—an approach consistent with how fiduciary roles
traditionally have been defined in law throughout time. Under such a
regulatory regime, the principles-based fiduciary standard would
guide professional conduct and enhance enforcement, while clear and
strong rules would draw lines for behavior and prevent abuse.”
However, where rules do not address specific behavior, investment
intermediaries would be expected to honor and default back to
fiduciary principles, placing their client’s interests first.

V. Conclusion

Implementing a fiduciary standard for all advice providers
will take time and will not necessarily cure all regulatory issues. As
the SEC seeks to bring more clarity and consistency to the
obligations of investment intermediaries, the SEC will have to
contemplate distinctions between investment advice providers and
product providers. In addition, other issues regulators must address

32 The North American Securities Administrators Association (“NASAA”)
has best articulated the need for balancing principles and rules. See NORTH
AMERICAN SECURITIES ADMINISTRATORS ASSOCIATION, PROCEEDINGS OF
THE NASAA FINANCIAL SERVICES REGULATORY REFORM ROUNDTABLE: A
MAIN STREET AGENDA FOR WALL STREET REFORM 11-12 (Dec. 11, 2008),
http://www.nasaa.org/content/Files/Proceedings NASAA Regulatory
Reform_Roundtable.pdf (arguing that if “the fundamental cornerstone of
[regulatory reform] is that the customer comes first,” then such a system
may avoid problems associated with the “tortured construct” distinguishing
brokers from investment advisers instead of viewing the two as functionally
equivalent).
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include: (1) tailoring guidance around the Advisers Act exemption
for advice “solely incidental” to brokerage business;” (2) setting
requirements for inherently conflicted brokerage activity such as
sales activity for initial public offerings (“IPOs”);* and (3)
determining whether interactions with institutional and retail clients
warrant similar regulatory treatment.”® None of these issues have
easy solutions.

Ideally, the SEC will codify the definition of fiduciary and
recognize the historical significance of fiduciary principles as the
agency engages in rulemaking. As lobbying efforts by special
interests increase in the coming months, however, there is a real risk
that investment intermediaries and regulators will get caught up in a
game of semantics and lose sight of investor protection goals. The
solution ultimately lies in helping regulators focus on three key facts:
(1) investors are under the serious misconception that all investment
professionals are equally accountable to serve investors’ best
interests;’® (2) the existing fiduciary standard is rooted in a strong
foundation of loyalty, due care and good faith; and (3) upholding
these time-honored fiduciary principles and extending them to all

>3 See Investment Advisers Act of 1940, 15 U.S.C. § 80b-2(a)(11).

* The securities industry has argued that broker-dealers would lose their
ability to sell IPOs to individual investors if broker-dealers are subject to the
fiduciary standard. See Fiduciary Standard May Imperil IPOs at Retail
Brokerages, INVESTMENT NEWS, Apr. 15, 2010, http://www.investment
news.com/article/20100815/REG/308159981.

> The Dodd-Frank Act primarily addresses the fiduciary standard in the
context of personalized investment advice provided to retail investors. The
legislation, however, gives the SEC authority to impose a fiduciary standard
for investment advice services provided to other investors as well. See
Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No.
111-203, § 913(g), 124 Stat. 1376, 1829-30 (2010).

%% See ANGELA A. HUNG ET. AL., INVESTOR AND INDUSTRY PERSPECTIVES
ON INVESTMENT ADVISERS AND BROKER-DEALERS 89-90 (2008), http://
www.sec.gov/news/press/2008/2008-1 randiabdreport.pdf (finding that
“[r]espondants were slightly more likely to report [the belief] that
investment advisers rather than brokers are required to act in the client’s
best interest. ...” and that “these differences ... are statistically signifi-
cant”). This report by the RAND Corporation showed that investors struggle
to understand the different legal standards of care to which investment
advisers and broker-dealers are held. Id. In fact, the report seems to support
a conclusion that most investors are under the impression that all financial
professionals have an obligation to put investors’ interest first. Id.
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investment advice providers is the best way to bring securities laws
into alignment with existing investor expectations and provide
meaningful investor protection.
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THE FIDUCIARY STUDY: A TRIUMPH OF SUBSTANCE OVER FORM?
MERCER BULLARD"
l. Introduction

The Dodd-Frank Act of 2010' brought closure to some
regulatory issues, but it failed to bring closure to the issue of whether
broker-dealers should be subject to a fiduciary duty when providing
retail investment advice.” Investor advocates and financial planners
lobbied Congress in support of the fiduciary duty;’ the insurance
industry fought against it.* Unable to achieve a consensus, Congress
deflected the issue to the U.S. Securities and Exchange Commission
(“SEC” or “Commission”). Section 913 of the Dodd-Frank Act
requires the SEC to conduct a study of the fiduciary issue, which is
already serving as a kind of pre-rulemaking combat zone in which
the battle over the fiduciary duty will continue for years to come.’ In

" Associate Professor of Law, University of Mississippi School of Law.

! Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L.
111-203, 124 Stat. 1376 (2010).

? For an excellent discussion of this issue, see Arthur B. Laby, Reforming
the Regulation of Broker-Dealers and Investment Advisers, 65 BUSs. LAW.
395, 413-24 (2010) (arguing that brokers who provide investment advice
should be treated as fiduciaries and should be subject to the Advisers Act).

? See, e.g., Letter from Financial Planning Coalition to Conferees (June 23,
2010) (on file with author) (urging the Senate to reject the Harkin
Amendment because it “is contrary to the goals of strengthening investor
confidence in American financial markets and enhancing investor
protection.”); Press Release, Consumer Federation of America, Statement of
CFA Director of Investor Protection Barbara Roper In Support of House
Fiduciary Duty Provision (June 15, 2010), http://admin.consumerfed.org/
elements/www.consumerfed.org/file/Roper_Statement fiduciary duty pres
s_conference.pdf (“[We are] urg[ing] the Conference Committee to adopt
the House language on fiduciary duty.”).

4 See, e.g., Action Alerts, Ass’n for Advanced Life Underwriting & Nat’l
Ass’n of Ins. and Fin. Advisors (Dec. 2009) (providing form letters for
AALU and NAIFA members to send to members of Congress opposing
fiduciary duty) (on file with author).

> See Dodd-Frank Act § 913(b)-(b)(1) (requiring the Commission to conduct
a study on “the effectiveness of existing legal or regulatory standards of care
for brokers, dealers, investment advisers, persons associated with brokers or
dealers, and persons associated with investment advisers for providing
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the first three weeks of the comment period on the study, the SEC
received more than 1,300 letters.®

Section 913 generally frames the study as an investigation of
standards of conduct, as reflected in its fourteen references to legal
“standard(s)” or “standards of care.”” This orientation echoes the
common critique that investment advisers and broker-dealers provide
similar advisory services but are subject to different regulatory
standards. Specifically, advisers are subject to a fiduciary duty under
the Investment Advisers Act of 1940 (“Advisers Act”).® Broker-
dealers are not.” The issue therefore seems to be whether to impose

personalized investment advice and recommendations about securities to
retail customers.”).

6 See Study Regarding Obligations of Brokers, Dealers, and Investment
Advisers, Exchange Act Release No. 34-62577 (July 27, 2010), available at
http://www.sec.gov/rules/other/2010/34-62577.pdf (requesting comment on
study); Comments on Study Regarding Obligations of Brokers, Dealers, and
Investment Advisers, SEC.GOV, http://www.sec.gov/comments/4-606/4-
606.shtml (last visited Aug. 22, 2010) (providing access to all comments
received by the SEC in response to its “Study Regarding Obligations of
Brokers, Dealers, and Investment Advisers”).

7 See, e.g., Dodd-Frank Act § 913(b)-(b)(1) (“The Commission shall
conduct a study to evaluate . . . the effectiveness of existing legal or
regulatory standards of care for brokers, dealers, investment advisers,
persons associated with brokers or dealers, and persons associated with
investment advisers . . . .”); Id. at § 913(d)-(d)(2) (requiring that the
Commission file a report describing the “findings, conclusions, and
recommendations of the Commission from the study required under
subsection (b), including . . . an analysis of whether any identified legal or
regulatory gaps, shortcomings, or overlap in legal or regulatory standards in
the protection of retail customers relating to the standards of care for
brokers, dealers, investment advisers, persons associated with brokers or
dealers, and persons associated with investment advisers . . . .”).

¥ See SEC v. Capital Gains Research Bureau, Inc., 375 U.S. 180, 191 (1963)
(finding a fiduciary duty under Section 206 of the Advisers Act);
Transamerica Mtg. Advisors, Inc. v. Lewis, 444 U.S. 11, 17 (1979) (finding
that Section 206 “establishes ‘federal fiduciary standards’ to govern the
conduct of investment advisers.”); Santa Fe Indus. Inc. v. Green, 430 U.S.
462,472 n.11 (1977) (citing Capital Gains Research Bureau, Inc., 375 U.S.
at 194) (“Congress intended the Investment Advisers Act to establish
federal fiduciary standards for investment advisers.”).

? This essay uses the term “broker-dealers” to refer to broker-dealers that are
not subject to the Advisers Act, although many are. Broker-dealers that
provide investment advice can avoid regulation under the Advisers Act by
qualifying for the exclusion under Section 202(a)(11)(C) of the Act. See,
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the specific, fiduciary standards of conduct on broker-dealers that
apply to investment advisers under the Advisers Act."

For the reasons discussed in this essay, it would be a mistake
for the SEC’s fiduciary study to focus on specific standards of
conduct, in part because the fiduciary duty is inherently principles-
based. To regulate conduct through rulemaking is to remove that
conduct from the truly fiduciary sphere. The conduct standards
established by a quintessentially fiduciary duty are only found in and
revealed through case-by-case adjudication. To evaluate the fiduciary
duty in terms of specific conduct requirements misunderstands its
impetus, which is about how—not what—conduct requirements are
imposed. The central question for the fiduciary study should be the
efficacy of principles-based common law duties in the regulation of
broker-dealers’ retail investment advice.

This common law/rules-based dichotomy is not the only
model that would provide a more fruitful vehicle for studying the
fiduciary duty than viewing the study as an analysis of specific
standards of conduct. Examples of other useful models include
traditional lines of legal inquiry such as public versus private rights
of action, allocation of regulatory oversight authority, comparative
dispute resolution mechanisms, federalism, procedural rules and
separation of powers. These models provide the positive regulatory
epistemology in which securities regulation operates and retail
investment advice is regulated. It is the operation of these models,
not the content of specific conduct standards, that are in dire need of
analysis and reform.

Investment Advisers Act of 1940, 15 U.S.C. § 80b-2(a)(11)(C) (2010)
(stating that the term “investment adviser” does not include “any broker or
dealer whose performance of such services is solely incidental to the
conduct of his business as a broker or dealer and who receives no special
compensation therefor . . . .”). The exclusion requires that the advice be
solely incidental to the brokerage services provided and that no special
compensation be received. See Laby, supra note 2, at 407, 417 (asset-based
fees and triggering of regulation under the Advisers Act).

1 See, e.g., Donald Langevoort, Brokers as Fiduciaries, 71 U. PITT. L. REV.
439, 448 (2010) (“The question, then, is whether to resort to the other
authority, to regulate more substantively.”).
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1. The Fiduciary Duty as Principles-Based Regulation

The fiduciary duty represents a form of principles-based
regulation that establishes standards of conduct only to the extent
that one can identify consistent fact patterns in cases in which the
fiduciary duty has been applied. It is a standard of conduct in only
the loosest terms, as elegantly reflected in Judge Cardozo’s
characterization of the fiduciary duty in Meinhard v. Salmon:

Many forms of conduct permissible in a workaday
world for those acting at arm's length, are forbidden
to those bound by fiduciary ties. A trustee is held to
something stricter than the morals of the market
place. Not honesty alone, but the punctilio of an
honor the most sensitive, is then the standard of
behavior."!

Judge Cardozo’s punctilio, like Section 913’s “best interest of the
customer” and ERISA’s “solely in the interest of the participants and
beneficiaries,”'” is an umbrella principle that is realized through
concrete applications in particular cases.

There is no catalogue of conduct requirements that comprises
the fiduciary duty under the Advisers Act. The fiduciary duty reflects
requirements that have evolved as common law, that is, as a set of
principles that are reflected in the decisions of courts, not as a
collection of rule-based dictates."® The fiduciary duty is precisely that
misconduct which cannot be captured by rules but that can only be
regulated effectively through a common law process. The frequent
complaint that the fiduciary duty should be imposed only if it can be
defined as a set of conduct rules misunderstands the principles-based
nature of the fiduciary duty.

" Meinhard v. Salmon, 164 N.E. 545, 546 (N.Y. 1928).

"2 Dodd-Frank Act § 913(g)(1) (authorizing the Commission to promulgate
rules establishing a duty “to act in the best interest of the customer”™);
ERISA § 404(a)(1), 29 U.S.C. § 1104(a)(1) (“[A] fiduciary shall discharge
his duties with respect to a plan solely in the interest of the participants and
beneficiaries . . . .”).

13 See Tamar Frankel, Fiduciary Duties as Default Rules, 74 ORr. L. REV.
1209, 1231 (1995) (“[R]ules are varied, fact-specific, and developed at the
adjudication stage.”).
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The codification of conduct standards does not implement
fiduciary duties as much as displace them."* A mutual fund sales
charge generally will not violate a fiduciary duty in a particular case
if it is no greater than the maximum allowed by rule. Similarly, the
failure to disclose compensation generally will not violate a broker-
dealer’s fiduciary duty if it has disclosed all of the information that is
required in the transaction confirmation rule."> The mutual fund sales
charges and transaction confirmation rules have occupied the
relevant conduct space, in some cases permitting anti-fiduciary
conduct, in other cases prohibiting fiduciary conduct and in no cases
tailoring the rule to the particular facts of the case. Conduct rules are
an alternative to, not an expression of, the fiduciary duty.

Thus, the essence of the fiduciary duty is conduct that is not
prohibited by rule. Actions that violate a conduct rule may also
violate a fiduciary duty, but the latter violation is, in a structural
sense, superfluous. To argue that broker-dealers should be subject to
a fiduciary duty requires evidence that the duty would prohibit
conduct that would not otherwise be prohibited under broker-dealer
regulation. The fiduciary duty is not needed to regulate misconduct
that otherwise violates anti-fraud rules.'® It must find its ultimate
justification in conduct that only the fiduciary duty will reach.'” And

'* See id. at 1234 (stating that bargaining around fiduciary means the
following: to “bargain around the right of the entrustor to rely on and trust
his fiduciary. To bargain with his fiduciary, the entrustor must fend for
himself rather than rely on his fiduciary. Thus, the first bargain will change
the relational mode in which the parties operate.”).

" See FINRA Manual, NASD Rule 2830, available at http:/finra.
complinet.com/en/display/display.html?rbid=2403&record id=4368&eleme
nt_1d=3691&highlight=2830#r4368 (addressing mutual fund sales charges);
17 C.F.R § 240.10b-10 (2010) (addressing transaction confirmation); see
also infra Part IV and notes 35-37.

' Conversely, it is not the job of the fiduciary duty to prevent common
fraud. See, e.g., Arthur D. Postal, What Did the Fiduciary Standard Do to
Stop Madoff? NATIONAL UNDERWRITER (Feb. 23, 2010), http:/
www.lifeandhealthinsurancenews.com/News/2010/2/Pages/NAIFA-What-
Did-The-Fiduciary-Standard-Do-To-Stop-Madoff.aspx?k=madoff (discuss-
ing whether to impose a fiduciary standard on life insurance agents who
only currently need to “verify that a product sold to a consumer appears to
suit the needs of that consumer”).

7 See, e.g., Moore v. Regents of Univ. of Cal., 793 P.2d 479, 480 (Cal.
1990) (finding that a physician’s taking of cells from a patient’s spleen did
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this truly fiduciary sphere of conduct can only be identified ex post in
the facts of judicial decisions, not ex ante in the prospective iteration
of rules.

1. Framing the Fiduciary Inquiry

The common law/rules-based law dichotomy discussed
supra is not the only model in the epistemology of securities
regulation that offers a useful tool for studying the fiduciary duty.
There are many traditional models of legal processes and structures
that would provide a more helpful basis for study than would a
comparison of different conduct standards. The remainder of this
essay briefly discusses some of these models, including public versus
private rights of action, allocation of regulatory oversight authority,
comparative dispute resolution mechanisms, federalism, procedural
rules and separation of powers.

In order to provide a more concrete illustration of these
models in action, this essay uses the practice of revenue sharing to
illustrate how the fiduciary inquiry should be framed. “Revenue
sharing” refers to payments by mutual fund investment advisers to
brokers as compensation for selling fund shares.'® Revenue sharing
disclosure provides a useful vehicle for framing the fiduciary inquiry
because investment advisers and broker-dealers generally are viewed
as being treated differently in this area. Investment advisers are
subject to a fiduciary duty under Section 206 of the Advisers Act to
disclose revenue sharing payments to their clients. Brokers are not."”
One might argue that this is precisely the kind of inconsistent
conduct standard on which the fiduciary study should focus.

On closer inspection, however, the issue of revenue sharing
disclosure does not demonstrate a problem with disparate standards

not constitute conversion but failure to obtain the patient’s consent thereto
violated fiduciary duty).

'8 See Mercer E. Bullard, Dura, Loss Causation, and Mutual Funds: A
Requiem for Private Claims? 76 U. CIN. L. REvV. 559, 570 (2008) (“Reve-
nue sharing generally refers to cash payments made by a fund affiliate to
brokers.”).

' See Michael Koffler, The Brave New World of Fiduciary Duty for Broker-
Dealers and Investment Advisers, SUTHERLAND ASBILL & BRENNAN LLP, at
13, 24 (Apr. 2010), http://www.investmentadvisor.com/Issues/2010/ April-
2010/Publishinglmages/Envestnet Fiduciary%20Duty.pdf (subjecting
broker-dealers to a fiduciary duty would require that they disclose the
revenue sharing payments).
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of conduct. Rather, it illustrates how the fiduciary inquiry turns
primarily on issues other than conduct standards. For example, the
idea that the higher fiduciary standard under the Advisers Act applies
to investment advisers breaks down in the context of private claims.
There is no private right of action under Section 206 of the Advisers
Act®® With respect to private enforcement of the Act’s duty to
disclose revenue sharing payments and other fiduciary claims,
investment advisers and broker-dealers are similarly situated.

The conventional wisdom that broker-dealers are not subject
to fiduciary duties also cannot withstand scrutiny. Both investment
advisers and broker-dealers are subject to private fiduciary claims
under state law alleging a failure to disclose material information
such as revenue sharing payments.”' It is possible that state courts
apply materially different standards of conduct to broker-dealers and
investment advisers that, acting as fiduciaries, fail to disclose
revenue sharing to their clients. There is no research supporting this
view, however, or any obvious reason why this would be the case
beyond the differences in outcomes that are inherent in the common
law process.*” The similar standards applied to advisers and broker-

2 Transamerica Mtg. Advisors, Inc. v. Lewis, 444 U.S. 11, 24 (1979)
(finding no private right of action under Section 206 of the Advisers Act).

21 See, e.g., Kelly Wiese, Verdicts & Settlements June 20, 2010: Settlement
approved in A.G. Edwards Case, Mo. L. MEDIA, June 20, 2010, available at
2010 WLNR 12936709 (describing settlement of state law claims based on
failure to disclose revenue sharing); see also McCracken v. Edward D.
Jones & Co., 445 N.W.2d 375, 381 (Iowa Ct. App. 1989) (inferring a breach
of a fiduciary duty by failure to inform inexperienced client of investment
risks); see generally Tamar Frankel, Fiduciary Duties of Brokers-Advisers-
Financial Planners and Money Managers, 9-10 (Boston Univ. Sch. of Law,
Working Paper No. 09-36, 2010), available at http://www.bu.edu/law/
faculty/scholarship/workingpapers/Frankel-Fiduciary-Duties.html (“The
California Court of Appeals held that ‘the stockbroker has a fiduciary duty .
. . to ascertain that the investor understands the investment risks in the light
of his or her actual financial situation.’”).

21t is not intended to be conceded here that: (1) talking about the consistent
application of standards of conduct in a fiduciary context even makes sense
to the extent that the fiduciary duty as common law is not susceptible to a
taxonomy more precise than basic, black letter principles, or (2) the
“unpredictability” of the common law is inefficient. See generally Paul
Mahoney, The Common Law and Economic Growth: Hayek Might be Right
(Univ. of Virginia Law Sch. Legal Studies, Working Paper No. 00-8, 2000),
available at http://papers.ssr.com/paper.taf?abstract id=206809 (finding
higher rates of real per capita growth in common law economies); Ross
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dealers in the context of private fiduciary claims under federal and
state law belies the framing of the fiduciary duty issue as being about
harmonizing disparate standards of conduct rather than being about
rationalizing the symbiotic relationship between private and public
claims or finding the optimal balance of state and federal power.
Many fiduciary claims are not brought in state court, but
before an arbitration panel. Broker-dealers’ clients have the right to
arbitration of their claims, and those that sign customer agreements
with mandatory arbitration clauses are required to submit to
arbitration.”* Fiduciary claims are among the most common claims
brought in arbitration,” including claims of undisclosed revenue
sharing payments,” but the standards of conduct applied by
arbitrators unfortunately cannot be evaluated. FINRA,” which
administers broker-dealer arbitration, does not require that arbitrators
follow any particular substantive law and arbitrators are not required

Levine ET AL., Financial Intermediation and Growth: Causality and Causes
(World Bank Policy Research, Working Paper No. 205 1999) available at
http://ssrn.com/abstract=247793 (finding that common law systems enhance
financial intermediary development, which causes higher economic growth).
% See FINRA Manual, FINRA Rule 12200, available at
http://finra.complinet.com/en/display/display.html?rbid=2403 &record _id=5
185&element id=4106&highlight=12200#r5185 [hereinafter FINRA Rule
12200] (requiring members to arbitrate dispute if requested by customer).

** See Shearson/Am. Express, Inc. v. McMahon, 482 U.S. 220, 226 (1987)
(“The Arbitration Act . . . mandates enforcement of agreements to arbitrate
statutory claims.”); FINRA Rule 12200.

2 See About FINRA Dispute Resolution: Dispute Resolution Statistics,
FINRA, http://www.finra.org/ArbitrationMediation/AboutFINRADR/
Statistics/index.htm (last visited Nov. 7, 2010) (showing “breach of
fiduciary duty” as most common type of controversy in FINRA arbitration,
in each case by a significant margin, for 2006, 2007, 2008, and 2009, and
2010 through September 2010); Will Deener, Suit Says Edward Jones
Withheld Information: Law Firm Predicts Number of Complaints Against
Broker Will Grow, DALLAS MORNING NEWS, July 8, 2005, at 4D
(describing dozens of revenue sharing disclosure cases filed in arbitration by
a single firm).

%6 See, e.g., Aucoin v. Gauthier, 35 So.3d 326, 330-31 (La. Ct. App. 2010)
(holding that the arbitration panel’s dismissal of claims based on, inter alia,
failure to disclose revenue sharing payments was subject to the doctrine of
res judicata).

7 The Financial Industry Regulatory Authority, or FINRA, is the self-
regulatory organization for broker-dealers.
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to explain their rulings.”® How can the SEC’s fiduciary study be
about standards of conduct if the conduct standards applied in a
significant forum in which investors bring private fiduciary claims
are unknowable? Here, it is the rules of FINRA arbitration that
provide a more compelling subject for the fiduciary study than
disparate standards of conduct.

The standard of conduct applied in FINRA arbitration is
arguably a federal one, or quasi-federal in light of FINRA’s quasi-
governmental status, which reverses the disparate application of the
federal fiduciary duty to broker-dealers and investment advisers as
described above. While investment advisers are not subject to a private
right of action based on the federal fiduciary duty under the Advisers
Act, broker-dealers could be viewed as being subject to a private right
of action based on a quasi-federal fiduciary duty in FINRA arbitration.
In this light, it is broker-dealers, not investment advisers, who appear to
be subject to a higher, federal fiduciary standard.”

It is not only under private rights of action that the supposed
fiduciary gap between advisers and broker-dealers loses coherence.
In the public enforcement arena, FINRA conduct rules cover some of
the high ground claimed by the fiduciary duty under the Advisers
Act,” thereby further blurring the perceived fiduciary gap between

® See FINRA Manual, FINRA Rule 12904(f), available at http:/
finra.complinet.com/en/display/display.html?rbid=2403&record id=11407
&element id=4192&highlight=12904#r11407 (“The award may contain a
rationale underlying the award.”); see generally Barbara Black, Making It
Up as They Go Along: The Role of Law in Securities Arbitration, 23
CARDOZO L. REV. 991, 995-98 (2002) (discussing whether and to what
extent FINRA arbitrators apply substantive law).

¥ Investment advisers’ clients may also be subject to mandatory arbitration
clauses, assuming that enforcing such a clause would not violate an
adviser’s fiduciary duty, but arbitration under these clauses may occur
outside of FINRA’s oversight. State actions against broker-dealers for
failing to disclose revenue sharing payments, which have successfully
weathered federal preemption arguments, further undermine the fiduciary
inquiry as being one of disparate standards of conduct.

% See, e.g., FINRA Manual, FINRA Rule 2010, available at
http://finra.complinet.com/en/display/display _main.html?rbid=2403&eleme
nt_id=5504 (“A member, in the conduct of its business, shall observe high
standards of commercial honor and just and equitable principles of trade.”);
Langevoort, supra note 10, at 444 (“The question, then, is whether to resort
to the other authority, to regulate more substantively.”); Barbara Black,
Brokers and Advisers: What’s in a Name? FORDHAM J. CORP. FIN. L. 31,
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advisers’ and broker-dealers’ conduct standards. As stated by the
Commission, FINRA rules “embod[y] basic fiduciary respon-
sibilities,”' such as a fiduciary duty to obtain best execution of
transactions.””> The rules reflect a principles-based common law
model.*

What this brief review of a particular standard of conduct
begins to reveal is that the heart of the fiduciary inquiry is not
conduct standards at all, but how the dynamics of traditional models
of law play out in the fiduciary context. The SEC’s fiduciary study
should be focused on the relationship between fiduciary standards of
conduct and, inter alia, the: (1) efficacy of common law versus rules-
based law, (2) most efficient combination of private and public
enforcement mechanisms, (3) proper balance of state and federal
sources of law, (4) relative merits of arbitration and litigation and (5)
allocation of oversight responsibility between FINRA and the
Commission. In each case, the question of whether brokers should be
required to disclose revenue sharing payments, for example, is not
nearly as pressing or fundamental as the question of how such
fiduciary standards of conduct should be established, promulgated
and enforced.

Iv. The Fiduciary Inquiry and Separation of Powers

The separation of powers model deserves special considera-
tion in the fiduciary inquiry, again as aptly illustrated by the revenue

52-53 (2005) (discussing FINRA claim that its advertising rules are the
“highest” in the industry).

3l EF. Hutton & Co., Inc., Exchange Act Release No. 25887, 1988 SEC
LEXIS 1398, at *15 (July 6, 1988).

32 Order Execution Obligations, Exchange Act Release No. 37619A, 61 FR
48290 (Sept. 6, 1996) (“[T]his duty of best execution must evolve as
changes occur in the market.”).

3 See, e.g, FINRA Manual, FINRA Rule 2440, available at http:/
finra.complinet.com/en/display/display.html?rbid=2403&record id=4337&
element_id=3660&highlight=2440#r4337 (“[A] member buys for his own
account from his customer, or sells for his own account to his customer . . .
shall buy or sell at a price which is fair, taking into consideration all
relevant circumstances . . . .”); FINRA Manual, FINRA IM-2440-1,
available at http:/finra.complinet.com/en/display/display.html?rbid=2403
&record_id=4338&element 1d=3661&highlight=2440#r4338  (addressing
the 5% mark-up limit policy stating that, notwithstanding 5% limit, a mark-
up of 5% or less may be unfair or unreasonable).
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sharing disclosure issue. Mutual funds are not required to provide
detailed information about revenue sharing in their prospectuses or
Statements of Additional Information (“SAI”).** Nor are broker-
dealers specifically required to include revenue sharing payments in
transaction confirmations under the confirmation rule, Rule 10b-10.%
The Commission once argued that a broker-dealer may be required to
include more information than what is set forth in Rule 10b-10, such
as 12b-1 mutual fund fees, which are a close cousin of revenue
sharing payments.** The Second Circuit rejected this argument,
however, in an opinion drafted by then-Judge Sotomayor. The Court
reasoned that the Commission, through its own Rule 10b-10, “‘has
decided precisely’ what disclosure was needed with regard to
conflicts of interest arising from third-party payments to broker-
dealers.™’

Recognizing a regulatory gap that needed filling, the
Commission proposed to require that confirmations disclose the
precise amounts of revenue sharing payments earned from a fund

3 The SAI is the part of the mutual fund registration statement that is not
required to be provided to investors except upon request. See Mercer E.
Bullard, The Mutual Fund as a Firm: Frequent Trading, Fund Arbitrage
and the SEC’s Response to the Mutual Fund Scandal, 42 Hous. L. REv.
1271, 1318 (2006).

* See 17 C.F.R § 240.10b-10 (addressing transaction confirmation); In re
Morgan Stanley & Van Kampen Mut. Fund Sec. Litig., 2006 WL 1008138,
at *7 (S.D.N.Y. Apr. 18, 2006) (“Form N-1A requires the disclosure of the
total fees paid by the investor in connection with a securities purchase, as
well as total commissions paid by the fund, but it does not require disclosure
of how differential compensation is allocated. Nor does it require disclosure
of the sales contests or management bonuses.”).

36 See Press v. Quick & Reilly, Inc., 218 F.3d 121 (2d Cir. 2000) (“We need
not labor long on plaintiffs' contention that the broker-dealer defendants
failed to make adequate disclosures about the fees under Rule 10b-10,
because we find that we are bound by the SEC's interpretation of its
regulation, i.e., that the general disclosures made by the fund prospectuses
and SAIs are sufficient to satisfy the broker-dealers' duty under Rule 10b-10
to disclose third party remuneration.”).

37 Confirmation Requirements and Point of Sale Disclosure Requirements
for Transactions in Certain Mutual Funds and Other Securities, Securities
Act Release No. 8358, Exchange Act Release No. 49,148, Investment
Company Act Release No. 26,341, 69 Fed. Reg. 6438, 6445 n.55 (proposed
Feb. 10, 2004) (quoting Press, 218 F.3d at 131-32) [hereinafter Point-of-
Sale Proposal].
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complex by the broker-dealer.”® It also proposed a new “point-of-
sale” rule to address, in part, the disclosure of revenue sharing fees
by broker-dealers at or before the client makes the decision to buy
shares of the fund.*

Notwithstanding the apparent uncertainty of broker-dealers’
revenue sharing disclosure obligations and the Second Circuit’s
position on the preclusive effect of the confirmation rule, the
Commission has sued a number of broker-dealers for failing to
disclose revenue sharing payments in violation of the rule.*” Acting
in its private attorney general capacity, the Commission has extracted
more than $100 million in disgorgement, payable to victims of the
nondisclosure of revenue sharing payments.*' These revenue sharing

¥ 1d.; see also Point of Sale Disclosure Requirements and Confirmation
Requirements for Transactions in Mutual Funds, College Savings Plans, and
Certain Other Securities, Securities Act Release No. 85,470, Exchange Act
Release No. 51,274, Investment Company Act Release No. 26,778, 70 Fed.
Reg. 10,521 (proposed Mar. 4, 2005) [hereinafter Point-of-Sale Proposal
Request for Additional Comments] (stating that the SEC was “reopening the
comment period on proposed rules . . . that would require broker-dealers to
provide their customers with information regarding the costs and conflicts
of interest that arise from the distribution of mutual fund shares, 529 college
savings plan interests, and variable insurance products.”).

%% Point-of-Sale Proposal Request for Additional Comments, Securities Act
Release No. 85,470, Exchange Act Release No. 51,274, Investment
Company Act Release No. 26,778, 70 Fed. Reg. at 10,522 (proposing new
“point of sale” rule for comment).

40 See, e.g., In re Citigroup Global Markets, Inc., Securities Act Release No.
8557, Exchange Act Release No. 51,415, 2005 SEC LEXIS 674 (Mar. 23,
2005), http://www.sec.gov/litigation/admin/33-8557.pdf (alleging that a
broker-dealer failed to disclose material facts to customers in the offer and
sale of mutual fund shares); In re Edward Jones & Co., L.P., Securities Act
Release No. 8520, Exchange Act Release No. 50,910, 2004 SEC LEXIS
3013 (Dec. 22, 2004), http://www.sec.gov/litigation/admin/33-8520.htm
(alleging that a broker failed to disclose a conflict of interest to customers
arising out of certain payments it received through revenue sharing, directed
brokerage, and other arrangements in connection with the offer and sale of
mutual funds to its customers); In re Morgan Stanley DW Inc., Securities
Act Release No. 8339, Exchange Act Release No. 48,789, 2003 SEC LEXIS
2732 (Nov. 17, 2003), http://www.sec.gov/litigation/admin/33-8339.htm#
foot3 (alleging that a broker-dealer failed to disclose material facts to
customers in the offer and sale of mutual fund shares.).

4 See, e.g., In re John Hancock Inv. Mgmt. Servs., LLC, Exchange Act
Release No. 55,946, Investment Company Act No. 27,872, 2007 SEC LEXIS
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cases broach the subject of, if not exemplify the danger of, housing
executive, judicial and legislative functions in a single administrative
agency.

It is this danger that was the impetus for Justice Frankfurter’s
famous gloss on the fiduciary duty in SEC v. Chenery Corp.: “to say
that a man is a fiduciary only begins the analysis; it gives direction to
further inquiry.”* In that case, the Court vacated an SEC order
permitting a reorganization on the condition that the officers and
directors who planned the reorganization not personally profit from
it.* The Commission had found that allowing the officers and

1358 (June 25, 2007) http://www.sec.gov/litigation/admin/2007/34-55946.pdf
(requiring a broker to repay $16.8 million in disgorgement and prejudgment
interest); In re Hartford Investment Fin. Servs., LLC, Exchange Act Release
No. 54,720, Investment Company Act Release No. 27,549, 2006 SEC LEXIS
2571 (Nov. 8, 2006), http://www.sec.gov/ litigation/admin/2006/33-8750.pdf
(requiring a broker to repay $40 million); In re Deutsche Inv. Mgmt. Am.,
Inc., Exchange Act Release No. 54,529, Investment Company Act Release
No. 27,505, 2006 SEC LEXIS 2172 (Sep. 28, 2006), http://www.sec.gov/
litigation/admin/2006/34-54529.pdf (requiring a broker to repay $16.3
million); In re IFMG Sec. Inc., Securities Act Release No. 8720, Exchange
Act Release No. 54,139, 2006 SEC LEXIS 1589 (July 13, 2006),
http://www.sec.gov/litigation/admin/ 2006/33-8720.pdf (requiring a broker to
repay $2.8 million); In the Matter of Am. Express Fin. Advisors Inc.,
Securities Act Release No. 8720, Exchange Act Release No. 52,861, 2005
SEC LEXIS 3076 (Dec. 1, 2005), http://www.sec.gov/litigation/admin/33-
8637.pdf (requiring a broker party to repay $15 million); Capital Analysts
Inc., Securities Act Release No. 8556, Exchange Act Release No. 51,414,
2005 SEC LEXIS 673 (Mar. 23, 2005), http://www.sec.gov/litigation/
admin/33-8556.pdf (requiring a broker to repay $350,000); Edward Jones,
supra note 40 (requiring a broker to repay $37.5 million); Morgan Stanley,
supra note 40 (requiring a broker to repay $25 million).

2 SEC v. Chenery Corp., 318 U.S. 80, 85-86 (1943) (Chenery I).

At the time, the Commission was authorized to review and modify
reorganizations of companies registered under the Public Utility Holding
Company Act. See 15 US.C. § 79(g) & (i) (giving the Commission the
power described above). The Act was repealed in 2005. See Pub. L. 109-58,
119 Stat. 974 (Aug. 8, 2005) (repealing sections 79 to 79z-6 of the U.S.
Code pertaining to the Public Utility Holding Company Act). Pursuant to
the reorganization, the directors and officers would have been entitled to
exchange their preferred shares for common stock representing 10 percent
of the common stock of the surviving entity and having a book value 3.5
times that of the preferred stock. See Chenery I, 318 U.S. at 96 (J. Black
dissenting).
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directors to profit from the reorganization would violate their
fiduciary duty to the affected shareholders.**

Justice Frankfurter did not disagree with the fiduciary
standard of conduct announced and applied by the Commission.
Rather, he disagreed with the way in which the Commission had
exercised its policymaking authority. Justice Frankfurter found that
the “Commission dealt with this as a specific case, and not as the
application of a general rule formulating rules of conduct for
reorganization managers,” instead basing its decision “upon the
applicability of principles of equity announced by courts.”” He
concluded that, because there was no judicial precedent supporting
the SEC’s fiduciary standard and the Commission had not
“promulgated a general rule of which its order here was a particular
application,” its order could not be upheld.*®

The Court reversed itself when the case returned on appeal
four years later.’ In Chenery Il, Justice Murphy rejected the view
that the Commission needed to have promulgated a rule that had
“capture[d]” the particular facts in the case.*® The Court held that:

[T]The agency must retain power to deal with the
problems on a case-to-case basis if the admini-
strative process is to be effective. There is thus a
very definite place for the case-by-case evolution of

* See Fed. Water Serv. Corp., 1941 SEC LEXIS 1787, at *51 (Mar. 24,
1941) (“We hold further that in the process of formulation of a "voluntary"
reorganization plan, the management of a corporation occupies a fiduciary
position toward all of the security holders to be affected, and that it is
subjected to the same standards as other fiduciaries with respect to dealing
with the property which is the subject matter of the trust.”).

* Chenery I, 318 U.S. at 86-87, 93 ([T]he Commission “purported merely
to be applying an existing judge-made rule of equity.”).

*1d. at 92-93 (“[Blefore transactions otherwise legal can be outlawed or
denied their usual business consequences, they must fall under the ban of
some standards of conduct prescribed by an agency of government
authorized to prescribe such standards—either the courts or Congress or an
agency to which Congress has delegated its authority.”).

47 See SEC v. Chenery Corp., 332 U.S. 194 (1947) (Chenery II).

*1d. at 202-203 (“[T]he agency may not have had sufficient experience
with a particular problem to warrant rigidifying its tentative judgment into a
hard and fast rule. Or the problem may be so specialized and varying in
nature as to be impossible of capture within the boundaries of a general
rule.”).
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statutory standards. And the choice made between
proceeding by general rule or by individual, ad hoc
litigation is one that lies primarily in the informed
discretion of the administrative agency.*

Justice Murphy’s position that the potentially “retroactive effect [of
case by case administrative rulemaking] was not necessarily fatal to
its validity” generally still holds today.”

The revenue sharing cases squarely present the issue that
Justices Frankfurter and Murphy were debating. That issue, in Justice
Frankfurter’s words, is “the rule of law in its application to the
administrative process and the function of this Court in reviewing
administrative action.”®' In these cases, the Commission exercised
prosecutorial discretion, made common law, adjudicated guilt,
imposed punitive sanctions and recovered ill-gotten gains on behalf
of private citizens—all in an effectively unreviewable capacity’*—in
apparent contradiction to the rules contemporaneously proposed by
its own legislative offices.” The SEC’s executive, judicial and
legislative roles create at least the appearance of a “forbidden
conjoining of powers™* in a fourth branch of government that has a
broader range of functions (albeit covering a narrow range of

#1d. at 203; see also Am. Power & Light Co. v. SEC, 329 U.S. 90, 106
(1946) (regarding Congressional delegation of authority to the Commission:
“Nor is there any constitutional requirement that the legislative standards be
translated by the Commission into formal and detailed rules of thumb prior
to their application to a particular case. If that agency wishes to proceed by
the more flexible case-by-case method, the Constitution offers no
obstacle.”).

3% Chenery 11, 332 U.S. at 203.

*11d. at 209.

52 This assumes not that all settlements are “effectively unreviewable” and
have the force of law, but rather settlements with entities under these
circumstances. This distinction warrants further explanation, but this is,
unfortunately, beyond the scope of this essay.

>3 See generally Langevoort, supra note 10, at 446 (noting differences in
state and federal regulators’ and courts’ views of revenue sharing). Cf.
Geman v. SEC, 334 F.3d 1183 (10th Cir. 2003) (imposing a fiduciary duty
based on the Advisers Act on conduct not subject to the Act on the basis of
common law agency principles apparently derived from the federal law).

3 Peter L. Strauss, The Place of Agencies in Government: Separation of
Powers and the Fourth Branch, 84 CoLuM. L. REv. 573, 579 (1984).



186 REVIEW OF BANKING & FINANCIAL LAW Vol. 30

conduct) than any other branch.” Indeed, the most urgent issue for
the SEC’s fiduciary study may be one of the proper exercise of
government power. What mix of administrative roles should the
Commission assume with respect to the fiduciary duty as opposed to
other types of legal duties that it is tasked with administering?

V. Conclusion

It is unfortunate that the fiduciary debate is often framed as
being about substantive standards of conduct, and even more
unfortunate that Section 913 of the Dodd-Frank Act’s description of
the study seems to reflect this perspective. Justice Frankfurter’s “only
begins the analysis” gloss on the fiduciary duty may reveal far more
about the best direction for the fiduciary inquiry than Judge
Cardozo’s conduct-oriented “punctilio of an honor most sensitive.”
The fiduciary duty is indeed “most sensitive”—too sensitive, in
fact—to be captured by specific conduct rules. The law punishes
those who ignore such elemental imperatives.

The Commission should use the fiduciary study as a vehicle
for considering the interaction of the fiduciary duty with different
models of regulation. The revenue sharing disclosure issue discussed
supra suggests that where the law lacks coherence is its current
resolution—in the context of regulating broker-dealers’ advisory
activities—of issues relating to, inter alia, principles-based
regulation, federalism, dispute resolution mechanisms, allocation of
oversight authority and, particularly, separation of powers. There are
many other analytical models that should be brought to bear on the
fiduciary issue. This brief discussion touches on only a few.*®

> See FTC v. Rubberoid Co., 343 U.S. 470, 487 (1952) (J. Jackson
dissenting) (“[Administrative agencies] have become a veritable fourth
branch of the Government, which has deranged our three-branch legal
theories much as the concept of a fourth dimension unsettles our three-
dimensional thinking.”); see generally Strauss, supra note 54 (discussing
the contested role of agencies as outside the three branches of government
explicitly stated in the Constitution).

% Examples include the contractual and inalienable models of fiduciary
duties. See generally Arthur B. Laby, The Fiduciary Obligation as the
Adoption of Ends, 56 BUFF. L. REvV. 99 (2008). Examples also include
consideration of legal duties as a reflection of investors’ behavior as rational
or irrational actors. See generally Lauren Willis, Against Financial Literacy,
94 TowA L. REV. 197 (2008).
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Just as the fiduciary duty may be innately inhospitable to
codification, it may be too factually calibrated to be left to
administrative authority as presently exercised. The context for
Justice Frankfurter’s Chenery | critique was not, after all, a
questioning of the standard of conduct applied by the Commission,
but rather of the ad hoc foundation for the fiduciary duty on which
the Commission relied. His opinion was a prescient recognition of
the particular threats posed by the evolving administrative state,
informed undoubtedly by his personal connection with the creation
of the federal securities laws and the Commission itself.”’

57 See Joel Seligman, THE TRANSFORMATION OF WALL STREET: A HISTORY
OF THE SECURITIES AND EXCHANGE COMMISSION AND MODERN
CORPORATE FiINANCE 57-72 (Houghton Mifflin Co. 1982) (discussing
Justice Frankfurter’s dominant role and impact on the Supreme Court.).
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IMPLEMENTING REGULATORY HARMONIZATION AT THE SEC
ARTHUR B. LABY"
l. Introduction

There is an irony embedded in Section 913 of the Dodd-
Frank Wall Street Reform and Consumer Protection Act (“Dodd-
Frank Act”).! Section 913 requires the Securities and Exchange
Commission (“SEC” or “Commission”) to conduct a wide-ranging
study regarding gaps or deficiencies in the regulation of broker-
dealers and investment advisers.” These firms often perform similar
functions but are regulated differently under an antiquated regulatory
scheme. Congress set forth no fewer than fourteen items the SEC
must consider, including a catchall: “any other consideration” the
SEC deems appropriate.” Section 913 also grants the SEC new
rulemaking authority.* The Commission’s new authority, however,
falls short of empowering it to fully address the study’s potential
findings. Thus, the provision intended to address gaps or
shortcomings in regulation has a gap of its own—a gap between
problems the SEC must study on one hand and the tools provided to

" Associate Professor, Rutgers University School of Law—Camden. I am
grateful to Mercer Bullard, Jennifer Choi, and Robert Williams for
comments.

! Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L.
No. 111-203, § 913, 124 Stat. 1376, 1824 (2010) (mandating study and
rulemaking regarding obligations of brokers, dealers, and investment
advisers).

2 1d. at § 913(b)-(b)(1) (“The Commission shall conduct a study to evaluate .
. . the effectiveness of existing legal or regulatory standards of care for
brokers, dealers, investment advisers . . . .”).

3 1d. at § 913(c)(1)-(14) (providing a list of fourteen considerations the SEC
must consider in its study, including, under subsection (14), “any other
consideration that the Commission considers necessary and appropriate in
determining whether to conduct a rulemaking under subsection (f).”).

*1d. at § 913(c) (“The Commission may commence a rulemaking, as
necessary or appropriate in the public interest and for the protection of retail
customers (and such other customers as the Commission may by rule
provide), to address the legal or regulatory standards of care for brokers,
dealers, investment advisers, persons associated with brokers or dealers, and
persons associated with investment advisers for providing personalized
investment advice about securities to such retail customers.”).
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address the study’s findings on the other. The irony might be
intentional. Congress recognized that additional legislation may be
needed in an ongoing effort to reform the regulation of brokers and
advisers. The SEC’s report must state whether deficiencies exist that
should be addressed through additional legislative changes.’

In light of the inconsistency between the study’s scope and
the SEC’s new authority, one might ask how the Commission should
proceed. Should the study focus on problems the SEC can resolve
through rulemaking? Or is the suggested rulemaking part of a larger
agenda to enhance the regulation of financial services providers?
This essay analyzes the SEC’s new authority and suggests a process
for the SEC to pursue when conducting the study and beyond.
Elsewhere 1 have discussed substantive aspects of this debate,
addressing several of the considerations the SEC must examine.’

> 1d. § 913(b)(2) (requiring evaluation of potential regulatory gaps, short-
comings, and overlaps).

® See Arthur B. Laby, Reforming the Regulation of Broker-Dealers and
Investment Advisers, 65 Bus. LAW. 395 (2010) (exploring the history of the
harmonization debate and arguing that the broker-dealer exclusion in the
Investment Advisers Act has outlived its usefulness). The Business Lawyer
article is responsive to considerations (1), (2), (6), (9), (10), (11), (12), and
(13) set forth in section 913(c); see also Arthur B. Laby, Fiduciary
Obligations of Broker-Dealers and Investment Advisers, 55 VILL. L. REV.
101 (2010) (discussing differences between duties imposed on brokers and
advisers today, focusing on the nature of the relationship, requirements of
disclosure, and restrictions on principal trading). The Villanova Law Review
article is responsive to considerations (2), (6), (7), and (11) set forth in the
statue. Other articles address substantive aspects of this debate. See, e.g.,
Barbara Black, Brokers and Advisers—What’s in a Name?, 11 FORDHAM J.
Corp. & FIN. L. 31 (2005) (advocating to expand broker-dealers’
obligations to their customers); Donald C. Langevoort, Brokers As
Fiduciaries, 71 U. PITT. L. REV. 439, 448 (2010) (discussing challenges in
expanding brokers’ duties to their customers); Michael Koffler, Six Degrees
of Separation: Principles to Guide the Regulation of Broker-Dealers and
Investment Advisers, 41 SEC. REG. & L. REP. (BNA) 776 (Apr. 27, 2009)
(discussing harmonization of the regulation of broker-dealers and
investment advisers); Thomas P. Lemke & Steven W. Stone, The Madoff
“Opportunity:” Harmonizing the Overarching Standard of Care for
Financial Professionals Who Give Investment Advice, WALL ST. LAW., June
2009, at 1, available at http://bx.businessweek.com/retirement-scams/view?
url=http%3 A%2F%2Fwww.morganlewis.com%2Fpubs%2FWSL_TheMad

offOpportunity June2009.pdf (describing how the Madoff scandal has
reinvigorated efforts to harmonize the regulation of broker-dealers and
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When considering process, one might best view Section 913
as directing the SEC to move along two tracks. The first track is
conducting the required study independent of the rulemaking
authority provided later in the section. The key to conducting a
comprehensive study is to unburden the SEC from a background
requirement to later address each of its findings. The SEC, in other
words, should feel free to conduct a robust analysis and draw bold
conclusions, even if additional legislation is necessary and some of
its conclusions cannot be addressed at this time. In any case, the
rulemaking authority in Section 913 ought not shackle the SEC’s
willingness to conduct a comprehensive inquiry.

Parts II and III of this essay discuss the required study and
the authority for new rules; Part IV points out gaps between these
provisions. To assist the SEC in conducting a comprehensive
analysis, Part V suggests reference to the “Yellow Book,” a set of
government auditing standards published by the U.S. Government
Accountability Office (“GAO”).” Part VI concludes this essay.

1. Study

The SEC’s study must be comprehensive. Section 913
instructs the Commission to “evaluate” two items.® The first is the
“effectiveness” of existing legal or regulatory standards of care for
brokers, dealers, investment advisers and their associated persons, for
providing personalized investment advice and recommendations
about securities to retail customers.” The study must take into

investment advisers); Tamar Frankel, Fiduciary Duties of Brokers-Advisors-
Financial Planners and Money Managers 18 (Boston Univ. School of Law
Working Paper No. 09-36, 2009), available at http://papers.ssrn.com/
sol3/papers.cfm?abstract id=1446750 (arguing for imposing a fiduciary
duty on all financial intermediaries, including broker-dealers); Thomas Lee
Hazen, Stock Broker Standards of Conduct—Principles, Rules and
Fiduciary Duties (unpublished manuscript, 2010), available at
http://works.bepress.com/thomas _hazen/2 (exploring whether new broker-
dealer regulation should address specific types of conduct).

7 U.S. GOV’'T ACCOUNTABILITY OFFICE, GAO-07-731G 1, GOVERNMENT
AUDITING STANDARDS 1 (2007) [hereinafter GOVERNMENT AUDITING
STANDARDS] (providing a “framework for performing high-quality audit
work with competence, integrity, objectivity, and independence.”).

¥ Dodd-Frank Act § 913(b) (providing two criteria for the SEC to conduct
its study regarding fiduciary obligations of brokers, dealers, and advisers).
?1d. at § 913(b)(1).
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account standards imposed by Congress, the Commission, the
Financial Industry Regulatory Authority (FINRA) and other federal
and state standards.'’ The second item the SEC must evaluate is
whether there are gaps, deficiencies, or overlaps in these standards
that should be addressed “either by rule or statute.”'' Including the
term “statute” is significant, suggesting that additional legislation
may be needed. Although the SEC may conclude that current
legislation is adequate, the evaluation must take place.'

The SEC must consider fourteen items when performing its
analysis.”” These mandatory considerations make the study a
formidable task. The Commission must examine the types of services
provided across the broker-dealer and investment adviser
communities."* It must assess legislation and regulation at the federal
and state levels, including standards promulgated by FINRA." The
study must compare and contrast broker and adviser regulation,
pointing out specific instances where one exceeds the other.'® The
SEC must inquire into investor perceptions and understanding
regarding regulation, asking whether differences cause confusion.'” It
must assess how scarce resources of the SEC, the states and FINRA
are being used, and whether such use is efficient.'”® The study also
requires the SEC to speculate on the effects of changes to the
regulatory scheme on both investors and regulators.'” The time frame
to complete the work is short; the SEC was given only six months
from the passage of Dodd-Frank to finish.*’

1. Rulemaking
Congress included two rulemaking provisions in Section

913. The first, Section 913(f), states that the Commission may
commence a rulemaking to address the legal and regulatory standards

4.

"1d. at § 913(b)(2).

2 1d. at § 913(b).

P 1d. at § 913(c).

1d. at § 913(c)(4).

B1d. at § 913(c)(5).

1 1d. at § 913(c)(6).

71d. at § 913(c)(7)(A)-(B).

B 1d. at § 913(c)(10)(C)(i)-(ii).
P 1d. at §§ 913(c)(9), (c)(13)(B).
21d. at § 913(d)(1).
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imposed on brokers and advisers for providing personalized advice.*’
This section instructs the SEC to consider the findings, conclusions
and recommendations in the study when writing new rules.”* Section
913(f) is ambiguous. Although it purports to give the SEC new
authority, stating that the SEC “may commence a rulemaking . . . to
address the legal or regulatory standards of care for brokers . . .” it is
general in nature.” The Dodd-Frank Act’s instruction to “address” is
necessarily limited by fiscal considerations and existing language of
the federal securities laws. By contrast, the second rulemaking
provision, Section 913(g), is specific. Section 913(g), entitled
“Authority to Establish a Fiduciary Duty for Brokers and Dealers,”
comprises detailed amendments to the Securities Exchange Act of
1934 (“Exchange Act”) and the Investment Advisers Act of 1940
(“Advisers Act”) to accomplish that objective.**

How will the SEC and the courts view these two provisions?
A well-known canon of statutory construction is that the specific
governs over the general, but only where the specific is meant to
limit the general.® Another canon, fanciful as it sounds, is that a later
provision prevails over an earlier inconsistent one in the same
statute.”® Here the better view is that Section 913(g) does not limit
Section 913(f) because no conflict or inconsistency exists.”” Congress
simply was taking no chances, spelling out in Section 913(g) the
authority to create enhanced duties for brokers, although that same

2L1d. at § 913(f).

21d.

» 1d. (“The Commission shall consider the findings conclusions, and
recommendations of the study required under subsection (b).”).

2 1d. at § 913(g).

 See, e.g., D. Ginsberg & Sons, Inc. v. Popkin, 285 U.S. 204, 208 (1932)
(citations omitted) (“Specific terms prevail over the general in the same or
another statute which otherwise might be controlling.”); see also In re
Philadelphia Newspapers, LLC, 599 F.3d 298, 307 (3d. Cir. 2010) (stating
that the specific governs the general canon applies only when the specific
provision clearly limits the general (citing Varity Corp. v. Howe, 516 U.S.
489, 511 (1996))).

% See REED DICKERSON, THE INTERPRETATION OF STATUTES 249 (1975)
(discussing methods of judicial statutory interpretation).

7 Another difference is Section 913(f) gives the SEC authority to
“commence” a rulemaking whereas section 913(g) gives authority to
“promulgate” rules, but this is a distinction of little substance. Dodd-Frank
Act §§ 913(f)-(g). The power to commence a rulemaking must include the
power to adopt rules.
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authority is covered more generally by (f). That said, to avoid risk
that a court could vacate new rules on legal authority grounds, the
SEC is likely to hew closely to the well-defined authority in Section
913(g). Moreover, because Section 913(f) requires the SEC to
consider the study’s findings, a rule adopted under Section 913(f)
could be subject to challenge based on potential flaws in the study.
Because the SEC is likely to rely on the authority in Section
913(g), one must explore the scope of authority in that section to
identify gaps between the scope of authority and the scope of the
study. Understanding Section 913(g) entails cross-referencing
between the revised provisions of the Exchange Act and the Advisers
Act. Section 913(g)(1) amends the Exchange Act such that the SEC
can adopt rules to provide that a broker or dealer, when providing
personalized investment advice about securities to a retail customer,
has the same standard of conduct applicable to an adviser under
Section 211 of the Advisers Act.** What then is the standard
applicable under Section 211 of the Advisers Act? Section 913(g)(2)
amends Section 211 of the Advisers Act to provide that the SEC can
adopt rules to provide that the standard of care for brokers, dealers
and advisers, shall be to act in the “best interest” of their customers.”
This raises the question of whether “best interest” is tantamount to a
fiduciary standard, a matter of disagreement.*® If one believes a best

*1d. at § 913(g)(1) (authorizing the SEC to promulgate rules regarding
brokers’ and dealers’ duties to customers when dispensing personalized
investment advice).

¥ 1d. at § 913(g)(2) (“Section 211 . . . is further amended by adding at the
end the following new subsections [that the] . . . Commission may
promulgate rules to provide that the standard of conduct for all brokers,
dealers, and investment advisers, when providing personalized investment
advice about securities to retail customers (and such other customers as the
Commission may by rule provide), shall be to act in the best interest.”).

3% Some courts suggest “best interest” is the same or similar as fiduciary
duty. See CFTC v. Weintraub, 471 U.S. 343, 348-49 (1985) (citations
omitted) (“The managers, of course, must exercise the privilege in a manner
consistent with their fiduciary duty to act in the best interests of the
corporation and not of themselves as individuals.”); see also Goldstein v.
SEC, 451 F.3d 873, 881 (D.C. Cir. 2006) (citation omitted) (explaining that
the SEC recognizes the fiduciary duty is a “best interest” standard); U.S. v.
Tiojanco, 286 F.3d 1019, 1021 (7th Cir. 2002) (stating that advisory clients
have an understanding that advisers will act in their best interests). A
common formulation of fiduciary duty, however, suggests that the duty to
act in another’s best interest is only one component of the fiduciary
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interest standard implies a fiduciary standard, then the Commission
has been given the authority to establish a fiduciary duty standard for
brokers that give advice. Material conflicts must be disclosed,
Congress wrote, although they can be consented to.

In addition, according to the new language in Section 211,
such rules, if adopted, shall provide that the standard of conduct
applicable to broker-dealers be “no less stringent” than the standard
applicable to advisers under Sections 206(1) and 206(2) of the
Advisers Act’ When interpreting Sections 206(1) and (2), the
general antifraud provisions in the Act, the Supreme Court stated, in
the 1963 case of SEC v. Capital Gains Research Bureau, Inc., that
advisers as fiduciaries must comply with a duty of utmost good faith
and full and fair disclosure of material facts.*> Years later, the
Supreme Court explained that Congress intended the Advisers Act to
establish a federal fiduciary standard for advisers, although the
fiduciary duty does not appear in the statute.”* Thus, by reference to
Sections 206(1) and (2) and a “best interest” standard, Congress has
arguably given the SEC authority to place a federal fiduciary duty on
broker-dealers.

AVA Gaps

The SEC’s rulemaking authority under the Dodd-Frank Act
is not without limitation. Section 913(g) does not give the SEC
authority to impose on broker-dealers the full panoply of
requirements imposed on advisers. The statute does direct the SEC to
facilitate simple and clear disclosure to investors, and it provides the
SEC with authority to prohibit or restrict certain sales practices,

obligation. See BLACK’S LAW DICTIONARY 581 (9™ ed. 2009) (stating that a
fiduciary must act “with the highest degree of honesty and loyalty toward
another person and in the best interests of the other person . . . .).

*! Dodd-Frank Act § 913(g)(2) (“[the] rules shall provide that such standard
of conduct shall be no less stringent than the standard applicable to
investment advisers under section 206(1) and (2) of . . . [the Investment
Advisers] Act when providing personalized investment advice about
securities . .. .”).

32375 U.S. 180, 194 (1963) (citations omitted) (discussing fiduciary duty in
the investment advisory context).

33 Santa Fe Industries, Inc. v. Green, 430 U.S. 462, 472 n.11 (1977)
(“Congress intended the Investment Advisers Act to establish federal
fiduciary standards for investment advisers.”).
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conflicts of interest and compensation schemes.’* These provisions,
however, do not give the SEC power to require brokers to register as
advisers and become subject to all provisions of the Advisers Act.

Moreover, absent from the language in Section 913(g)(2) are
references to Advisers Act Sections 206(3) and 206(4). Section
206(3) places a restriction on principal trading by advisers.>” Section
206(3) recognizes implicitly that anytime one party tries to sell
something to another, there is an inherent conflict of interest in the
relationship. As fiduciaries, advisers are severely restricted from
selling to or buying from clients.”® Advisers must provide prior
written notification and obtain consent before each trade.”” Most
advisers, therefore, simply refrain from engaging in principal trades.
Broker-dealers by contrast face no such restriction. Thus, one of the
most fundamental tenets against self-dealing, and an important
mechanism by which Congress ensured advisers act in clients’ best
interest, is omitted from the explicit rulemaking authority over
broker-dealers.

Recall that the standard to be imposed on brokers shall be
“no less stringent” than the standard imposed on advisers under
Sections 206(1) and (2) of the Advisers Act.”® Thus, the standard
imposed under Sections 206(1) and (2) could act as a floor, giving
the SEC the flexibility to impose on brokers the requirements in
Advisers Act Section 206(3). Even if the SEC had such authority,
however, it is unlikely to impose the restrictions of Section 206(3) on
all broker-dealers because of the effects that such restrictions might
have on market liquidity.*

Similar questions are raised by the failure of Section
913(g)(2) to reference Section 206(4) of the Advisers Act. Section
206(4) is a general grant of rulemaking authority, permitting the SEC

** Dodd-Frank Act § 913(g)(1) (2010).

3 Investment Advisers Act of 1940 § 206(3), 15 U.S.C. § 80b-6(3) (2006)
(requiring that an adviser not sell or purchase any security from a client as
principal “without disclosing to such client in writing before the completion
of such transaction the capacity in which he is acting and obtaining the
3céonsent of the client to such transaction.”).

"l

¥ Dodd-Frank Act § 913(g)(2).

3% See Laby, Reforming the Regulation of Broker-Dealers and Investment
Advisers, supra note 6, at 424-34 (discussing substantive and procedural
issues that would result from imposing fiduciary duties on broker-dealers).
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to adopt prophylactic rules reasonably designed to prevent fraud.*’
The SEC has adopted several rules under Section 206(4). Examples
include rules governing certain advertisements,*' custody over client
funds or securities,” voting proxies in clients’ best interests,” and
compliance policies and procedures.* The omission of Section
206(4) from Section 913(g)(2) suggests that Congress has not given
the SEC authority to adopt such rules for broker-dealers that provide
advice to the same extent that such rules can be imposed on advisers.

Again, the phrase ‘“no less stringent than” in Section
913(g)(2) of the Dodd-Frank Act” might give the SEC authority to
impose on broker-dealers all requirements adopted under Section
206(4) for advisers, but there are questions regarding that approach.
Many Section 206(4) rules apply only to advisers that are registered
or required to be registered as investment advisers under Section 203
of the Advisers Act. The Dodd-Frank Act does not on its face include
authority to require brokers to register as advisers. Thus, if the fact of
registration is tied to the necessity for certain rules under Section
206(4), the authority in Section 913(g)(2) might not extend to those
particular rules.

The SEC already has authority to adopt antifraud rules for
brokers under Section 10(b) of the Exchange Act, but that authority
is narrower than the authority under the Advisers Act.** Section 10(b)

%15 U.S.C. § 80b-6(4) (authorizing the SEC to adopt rules and regulations
designed to prevent “fraudulent, deceptive, or manipulative” conduct by
investment advisers).

I Advertisements by Investment Advisers, 17 C.F.R. § 275.206(4)-1 (2010)
(proscribing certain forms of advertising by investment advisers).

* Custody or Possession of Funds or Securities of Clients, 17 C.F.R. §
275.206(4)-2 (2010) (establishing standards for investment advisers with
custody of client funds or securities).

> Proxy Voting, 17 C.F.R. § 275.206(4)-6 (2010) (providing that
investment advisers must adopt and implement written policies and
procedures reasonably designed to ensure that they vote client securities in
the best interests of the client).

* Compliance Procedures and Practices, 17 C.F.R. § 275.206(4)-7 (2010)
(requiring that investment advisers adopt, implement, and annually review
written compliance policies and procedures).

* Dodd-Frank Act § 913(g)(2).

* Securities Exchange Act of 1934 § 10(b), 15 U.S.C. § 78j(b) (2006)
(proscribing manipulative and deceptive conduct in contravention of any
SEC rule or regulation adopted in the public interest or for investor
protection).
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applies in the context of a purchase or sale of a security. The
Advisers Act contains no such requirement and applies more broadly
to the dispensation of advice. A similar disability exists under
Exchange Act Section 15(c), which also grants authority to adopt
antifraud rules.”” The broader point regarding the failure to reference
Sections 206(3) and (4) of the Advisers Act is simply that the
rulemaking authority in Section 913(g) of the Dodd-Frank Act may
stop short of allowing the SEC to create a unified standard of care.

Perhaps the most significant gap between the required study
under Section 913(b) of the Dodd-Frank Act and the grant of
rulemaking authority is demonstrated through a review of
consideration 10 of the study.*® Consideration 10 requires the SEC to
examine the impact of eliminating the broker-dealer exclusion from
the definition of investment adviser in the Advisers Act.*
Eliminating the exclusion was the approach taken in an earlier draft
and would have required brokers that give advice to be regulated as
advisers in all respects, unless later exempted.” If the SEC were to
conclude in its study that the exclusion should be eliminated,
Congress, not the SEC, would have to implement that change.

The gaps that exist between the required study and the
proposed rulemaking commend the SEC to bifurcate the two tasks.

*71d. at 15 U.S.C. § 780(c) (directing the SEC to adopt rules and regulations
designed to prevent “fraudulent, deceptive, or manipulative” acts and
practices by brokers and dealers).

* Dodd-Frank Act § 913(b).

*1d. at §913(c)(10) (requiring the SEC to consider “the potential impact of
eliminating the broker and dealer exclusion from the definition of
‘investment adviser’ under section 202(a)(11)(C) of the Investment
Advisers Act of 1940 . . . .”); Investment Advisers Act § 202(a)(11)(C), 15
U.S.C. § 80b-2(a)(11)(C) (2006). The exclusion is applicable as long as the
broker’s advice is “solely incidental” to brokerage services and the broker
receives “no special compensation” for providing advice. Special
compensation refers to any non-commission based compensation. See S.
REP. NO. 76-1775, at 22 (1940) (“The term ‘investment adviser’ is so

defined as specifically to exclude . . . brokers (insofar as their advice is
merely incidental to brokerage transactions for which they receive only
brokerage commissions) . . ..”).

% SEN. COMM. ON BANKING, HOUSING & URBAN AFFAIRS, 111TH CONG.,
RESTORING AMERICAN FINANCIAL STABILITY ACT: CHAIRMAN’S MARK
TEXT (Comm. Print 2009), available at http:/banking.senate.gov/
public/ files/111609FullBillTextofTheRestoringAmericanFinancialStability
Actof2009.pdf.
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Although the study must inform the SEC’s rulemaking, the study
must be far more comprehensive. It presents an unprecedented
opportunity to apply the SEC’s resources, including empirical
research, subject-matter expertise, industry knowledge and historical
insight, to analyze how the industry has evolved since the 1930’s and
1940°s and how laws and regulations can be modernized to better
serve investors.

V. Approach

Other than the list of considerations and an injunction to seek
and consider public comment, Congress gave no public guidance to
the SEC with respect to methodology or approach to the study. An
examination of the statutory language, however, is a useful starting
point. Key words in the legislation are ‘“evaluate” and
“effectiveness.””’ The Commission must “evaluate” existing
standards and whether “legal or regulatory gaps” exist.””> To
“evaluate” is “to examine and judge concerning . . . worth, quality,
significance, amount, degree, or condition . . . % Thus, the SEC
cannot merely discuss, it must form judgments and arrive at
conclusions regarding the considerations set forth.

Moreover, the SEC must evaluate the “effectiveness” of
existing standards, including legal and regulatory standards, and the
Commission’s own inspection and examination program.”
Effectiveness is the ability to bring about a desired result, condition,
or outcome.™ It is a relational concept. The Commission must locate
a benchmark of what is to be achieved through application of the
standards and compare regulation as it exists today to the benchmark.
Only then can it judge whether the standards are effective; that is,

> See Dodd-Frank Act § 913(b)-(b)(1).

2 1d. at § 913(b)(2).

> WEBSTER’S THIRD NEW INTERNATIONAL DICTIONARY OF THE ENGLISH
LANGUAGE UNABRIDGED 787 (Phillip Babcock Grove ed., Merriam-
Webster Inc. 1986) [hereinafter WEBSTER’S DICTIONARY].

3 Dodd-Frank Act § 913(b)(1).

> See WEBSTER’S DICTIONARY, supra note 53, at 724-25 (defining “effect”
as the “power to bring about a result” whereas “effectiveness” defines the
quality or state of being effective”).



200 REVIEW OF BANKING & FINANCIAL LAW Vol. 30

whether they achieve the desired end. Proof of effectiveness “‘in the
air’” will not suffice.>®

For additional guidance on how to formulate a study with
these points in mind, the Commission might turn to the GAO’s
Government Auditing Standards, often called the Yellow Book.”’
The Yellow Book comprises Generally Accepted Government
Auditing Standards (“GAGAS”) to “provide a framework for
conducting high quality government audits.”® Although the SEC
study might not qualify as an audit in the technical sense, the Yellow
Book contains standards not only for financial audits, but also for
attestation engagements and performance audits.” Performance
audits are engagements intended to produce conclusions based on
evaluation of evidence against stated criteria, such as “requirements,
measures, or business practices.”® Performance audits provide
objective analysis so persons charged with oversight can improve
program performance and operations.®’ The SEC study is akin to a
performance audit, intended to evaluate federal and state regulation
toward the goal of enhanced oversight and greater accountability.

%% See Palsgraf v. Long Island R.R. Co., 162 N.E. 99, 341 (N.Y. 1928)
(quoting SIR FREDERICK POLLOCK, THE LAW OF TORTS 455 (11™ ed. 1920))
(““Proof of negligence in the air, so to speak, will not do’”).

7 GOVERNMENT AUDITING STANDARDS, supra note 7, at 1. I thank David
Gootnick, Director, International Affairs and Trade, GAO, for bringing the
Yellow Book to my attention.

¥ 1d. at 5-6 (“The professional standards and guidance contained in this
document, commonly referred to as generally accepted government auditing
standards (GAGAS), provide a framework for conducting high quality
government audits and attestation engagements . . .”).

> Id. at 6, 17 (describing the Yellow Book’s standards for “attestation
engagements” and “performance audits”).

1d. at 17 (“Performance audits are defined as engagements that provide
assurance or conclusions based on an evaluation of sufficient, appropriate
evidence against stated criteria, such as specific requirements, measures, or
defined business practices.”).

o1 |1d. (“Performance audits provide objective analysis so that management
and those charged with governance and oversight can use the information to
improve program performance and operations, reduce costs, facilitate
decision making by parties with responsibility to oversee or initiate
corrective action, and contribute to public accountability”).
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The Yellow Book offers examples of objectives to be
considered when evaluating program effectiveness.”” Effectiveness
objectives, according to the Yellow Book, often are related to
efficiency objectives, which the SEC must consider as well.%”
Examples of audit objectives in these categories include assessing the
extent to which legislative and regulatory goals are being achieved,
assessing the ability of alternative approaches to yield better
performance, analyzing the cost-effectiveness of a program or
activity, determining whether a program produced intended results
and determining the status of program operations.** These examples
are familiar and many appear in Section 913 of the Dodd-Frank Act.

Finally, to evaluate effectiveness, the Commission must
make findings.”> Here too the Yellow Book provides guidance by
outlining what is meant by a “finding.” A finding includes four
elements: criteria, condition, cause and effect.’® Let us focus briefly
on these elements.

The study should develop “criteria,” which is essential to
measuring effectiveness. Criteria are benchmarks against which
performance is compared.”’” Criteria identify the expectation of the
evaluator and serve as a context for evaluating evidence in the study.
Developing criteria for evaluating the effectiveness of broker-dealer
and investment adviser oversight could be difficult. One might
examine Congressional goals in these areas. Section 2 of the
Exchange Act, for example, outlines the necessity for regulation and
focuses on facilitating a national market system.”® References to

52 1d. at 18-20 (“Performance audit objectives may vary widely and include
assessments of program effectiveness, economy, and efficiency; internal
control; compliance; and prospective analyses”).

8 1d. at 18 (“Program effectiveness and results audit objectives are
frequently interrelated with economy and efficiency objectives.”).

“1d. at 18-19.

% Dodd-Frank Act § 913(d)-(d)(2)(A).

% GOVERNMENT AUDITING STANDARDS, supra note 7, at 154-56.

67 Id.. at 141-42 (“Criteria represent the laws, regulations, contracts, grant
agreements, standards, measures, expected performance, defined business
practices, and benchmarks against which performance is compared or
evaluated. Criteria identify the required or desired state or expectation with
respect to the program or operation.”).

58 Securities Exchange Act of 1934 § 2, 15 U.S.C. § 78b (2006) (explaining that
“transactions in securities . . . are affected with a national public interest which
makes it necessary to provide for regulation and control of such transactions . . .
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investor protection in Section 2 appear in the context of facilitating
commerce. The purposes behind the Advisers Act, preserving the
advisory relationship and exposing conflicts of interest, are
different.” Similarly, one might ask what are the goals of the SEC’s
inspection and examination program? Are these examinations
pedagogical in nature, a deterrent against misconduct, or both? When
evaluating the effectiveness of the regulatory schemes, goals can
serve as possible criteria.

Next, the staff must identify “condition.” Condition is the
situation that exists now, and it is investigated, determined and
documented throughout the audit.”® Information about condition
might be drawn from a number of sources, including enforcement
investigations and cases brought by the SEC, FINRA and state
regulators; data from inspections and examinations conducted by the
SEC, FINRA, or the states; survey data, such as that collected by the
Rand Institute for Civil Justice;”' and information from industry
groups such as the Securities Industry and Financial Markets
Association, the Investment Adviser Association and the Investment
Company Institute.

The GAQ’s third element of a finding is “cause.” Cause
identifies the reason a condition exists; it explains the gap between

including . . . to require appropriate reports to remove impediments to and
perfect the mechanisms of a national market system . . . .”).

% See S. REP. NO. 76-1775, at 21-22 (1940) (describing the problems and
abuses of investment advisory services as encompassing individuals and
companies that either “handle pools of liquid funds of the public or give
advice with respect to security transactions” and noting that prior law did
not limit or restrict the activities of such individuals who may solicit funds).
" GOVERNMENT AUDITING STANDARDS, supra note 7, at 155 (“Condition is
a situation that exists. The condition is determined and documented during
the audit.”).

"' ANGELA A. HUNG ET. AL., INVESTOR AND INDUSTRY PERSPECTIVES ON
INVESTMENT ADVISERS AND BROKER-DEALERS (2008), http://www.sec.
gov/news/press/2008/2008-1 randiabdreport.pdf (providing the SEC with a
description of the current state of the investment advisory and brokerage
industries for its evaluation of the legal and regulatory environment
concerning investment professionals). Dodd-Frank has clarified the SEC’s
authority to engage in investor testing programs. See Dodd-Frank Wall
Street Reform and Consumer Protection Act, Pub. L. No. 111-203, § 912,
124 Stat. 1376, 1824 (2010) (authorizing the Commission to engage in
temporary investor testing programs as the Commission determines are in
the public interest or would protect investors).
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the desired state (the criteria) and the actual state (the condition).””
Cause might include factors outside the SEC’s control, such as
legislative language, or factors within its control, such as gaps in the
SEC’s own rules or shortcomings with implementation or enforce-
ment. In many cases, identifying cause will assist the evaluators in
preparing proposals for change.

The final element of a finding is “effect.” Effect is the impact
of the difference between the condition and the criteria; effect is the
result of the condition.”” Measuring effect is difficult as well. Has a
gap in regulation caused lower levels of investment—or is the level
of investment dependent on factors exogenous to the regulatory
scheme? Did gaps lead to spectacular frauds such as the Bernard
Madoff investment scandal, or can the Madoff fraud be blamed on
other factors? Are there negative effects to additional disclosure?
One line of research suggests that additional conflict of interest
disclosure by a financial services provider might make matters
worse, not better, for investors.” The possibility of such negative
effects should not be ignored, although resorting to outright bans of
certain sales practices has problems of its own.”” Again, the point is
that the SEC should review effects, whatever they might be, as part
of its findings.

> GOVERNMENT AUDITING STANDARDS, supra note 7, at 155 (“The cause
identifies the reason or explanation for the condition or the factor or factors
responsible for the difference between the situation that exists (condition)
and the required or desired state (criteria), which may also serve as a basis
for recommendations for corrective actions.”).

3 1d. at 156 (“The effect is a clear, logical link to establish the impact or
potential impact of the difference between the situation that exists
(condition) and the required or desired state (criteria). The effect or potential
effect identifies the outcomes or consequences of the condition.”).

™ See Daylian M. Cain, et. al, When Sunlight Fails to Disinfect:
Understanding the Perverse Effects of Disclosing Conflicts of Interest, 37 J.
CONSUMER RES. (forthcoming Feb. 2011) (explaining that disclosure,
particularly if made in person, might reduce the ability to resist conflicted
advice, and disclosure might increase regulators’ willingness to permit
conduct that really should be banned).

5 See Langevoort, supra note 6, at 448 (explaining that, in some cases,
brokers’ additional compensation might have salutary effects on investors).
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VI. Conclusion

The SEC has been grappling with questions posed in the
Dodd-Frank study for over 10 years. The Commission has
accumulated vast knowledge on this topic, supplemented by the
Rand study, scholarly articles and numerous responses to the request
for comment. The study, therefore, represents a singular opportunity
to think carefully about the regulatory scheme, the future of the
industry and most importantly investor protection. It would be
appropriate for the Commission to suggest legislative changes to
Congress if needed. By contrast, the grant of rulemaking authority to
the SEC is limited in several respects and stops short of empowering
the SEC to impose on broker-dealers the universe of duties currently
imposed on advisers. Thus, the SEC’s two tasks—study and possible
rulemaking—are best viewed as complementary but independent
assignments.
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BROKERS, FIDUCIARIES AND A BEGINNING
REZA DIBADJ"
l. Introduction

Under our securities regime, investment advisers' are
considered to be fiduciaries, whereas broker-dealers® are not. This
historical divergence emerges from a combination of statute and
federal common law: brokers were exempted from the definition of
“investment adviser” in 1940," while the United States Supreme
Court in 1963 declared investment advisers to have fiduciary
obligations.*

The Dodd-Frank Wall Street Reform and Consumer Protec-
tion Act (“Dodd-Frank Act”), signed into law on July 21, 2010,

" Professor of Law, University of San Francisco.
"Per § 202(a)(11) of the Investment Adviser Act of 1940,

‘Investment adviser’ means any person who, for compen-
sation, engages in the business of advising others, either
directly or through publications or writings, as to the
value of securities or as to the advisability of investing in,
purchasing, or selling securities, or who, for compensation
and as part of a regular business, issues or promulgates
analyses or reports concerning securities. . . .

15 U.S.C.S. § 80b-2(a)(11) (2010).

2 Per §3(a) of the Securities and Exchange Act of 1934, a broker is “any
person engaged in the business of effecting transactions in securities for the
account of others.” 15 U.S.C.S. § 78c(a)(4) (2010). A dealer is “any person
engaged in the business of buying and selling securities for such person’s
own account through a broker or otherwise.” 15 U.S.C.S. § 78c(a)(5)
(2010).

* The definition of “investment adviser” excludes “any broker or dealer
whose performance of such services is solely incidental to the conduct of his
business as a broker or dealer and who receives no special compensation
therefor . ...” 15 U.S.C.S. § 80b-2(a)(11)(C) (2010).

* SEC v. Capital Gains Research Bureau, 375 U.S. 180, 194 (1963) (“Nor is
it necessary in a suit against a fiduciary, which Congress recognized the
investment adviser to be . . . .”). The term “fiduciary,” however, does not
appear in the Investment Advisers Act.

5 Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L.
No. 111-203, 124 Stat. 1376 (2010).
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effectively questions whether this bifurcation makes sense. The new
legislation acts along three principal dimensions. First, it asks the
Securities and Exchange Commission (“SEC”) to study “the
effectiveness of existing legal or regulatory standards of care for
brokers, dealers, investment advisers . . . for providing personalized
investment advice and recommendations about securities to retail
customers”™ and ascertain “whether there are legal or regulatory
gaps, shortcomings, or overlaps in legal or regulatory standards.””’
Second, it suggests the SEC commence a rulemaking “to address the
legal or regulatory standards of care for brokers, dealers, investment
advisers . . . for providing personalized investment advice about
securities to such retail customers.”® Third, Congress gives the SEC
the statutory authority to make the standard of conduct of brokers-
dealers congruent with that of investment advisers when advising
retail customers’ and to make this standard the following: “[T]o act
in the best interest of the customer without regard to the financial or
other interest of the broker, dealer or investment adviser providing
the advice. In accordance with such rules, any material conflicts of
interest shall be disclosed and may be consented to by the
customer.”"”

This essay, structured in three parts, argues that though the
new legislation represents a positive beginning, the difficult work
lies ahead. Part I suggests that there is much to applaud in the new
legislation: it gives the SEC the authority to simplify and unify
functionally similar financial services and thereby reduce investors’
confusion; moreover, it gets beyond the conventional contractarian
rhetoric to interpose fiduciary protections for investors. Part II
addresses two objections to making broker-dealers subject to a
fiduciary standard: (1) that sales activities are not fiduciary in nature,
and (2) that brokers also acting as dealers and underwriters will be in

% 1d. at § 913(b)(1). Topics to study include “the potential impact of elimi-
nating the broker and dealer exclusion from the definition of ‘investment
adviser’ under section 202(a)(11)(C) of the Investment Advisers Act of
1940 ....” Id. at § 913(c)(10).

71d. at § 913(b)(2).

¥1d. at § 913().

% § 913(g)(1) of the Dodd-Frank Act adds a new § 15(k)(1) to the Exchange
Act notes that “the Commission may promulgate rules to provide that . . .
the standard of conduct for such broker or dealer with respect to such
customer shall be the same as the standard of conduct applicable to an
investment adviser. . . .” Id. at § 913(g)(1).

' 1d. (adding a new § 211(g)(1) to the Investment Advisers Act).
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conflict with their customers. Neither of these concerns is sufficient
to eschew the fiduciary standard. Finally, Part III outlines the two
practical issues that must be confronted if the fiduciary standard is to
protect investors: (1) its definition and (2) its enforcement.

1. A Laudable Step

The Dodd-Frank Act represents a positive and important
starting point for reform for two principal reasons. First, it offers the
SEC the possibility of unifying the regulation of functionally similar
services: a step that would simplify the law and reduce investor
confusion. Second, the paradigm it suggests—fiduciary duty—is
particularly germane to the provision of investment advice to retail
customers, the locus of Dodd-Frank’s efforts in this regard.""

To begin with, retail investors are confused about the
difference between a broker-dealer and an investment adviser.'> This
becomes altogether unsurprising once one recognizes that broker-
dealers and investment advisers “often provide practically
indistinguishable services to retail investors and direct them to the
same products,”’® as well as enjoy similar compensation structures.
As such, the broker-dealer exclusion to the definition of “investment

' See supra notes 6-8 and accompanying text (explaining the tasks charged
to the SEC laid out by the Dodd-Frank Act). The term “retail customer” is
further defined in the statute: “For purposes of this section, the term ‘retail
customer’ means a natural person, or the legal representative of such natural
person, who—(1) receives personalized investment advice about securities
from a broker or dealer or investment adviser; and (2) uses such advice
primarily for personal, family, or household purposes.” Dodd-Frank Act §
913(a).

12 See ANGELA A. HUNG ET AL., RAND INSTITUTE FOR CIVIL JUSTICE,
INVESTOR AND INDUSTRY PERSPECTIVES ON INVESTMENT ADVISERS AND
BROKER-DEALERS, 112 (2008) (explaining that such investors fail to grasp
“key distinctions between investment advisers and broker-dealers”).

" Elisse B. Walter, Regulating Broker-Dealers and Investment Advisers:
Demarcation or Harmonization?, 35 J. Corp. L. 1, 2 (2009). See also
Tamar Frankel, Fiduciary Duties of Brokers-Advisers-Financial Planners
and Money Managers (Boston Univ. Sch. of Law, Working Paper No. 09-
36 12, 2009), available at http://www.bu.edu/law/faculty/scholarship/
workingpapers/documents/Frankel T101009Revsep2010.pdf (“Blroker]-
d[ealer]s’ functions cannot be distinguished from those of advisers and
financial planners.”).
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adviser”'*—while perhaps meaningful in 1940—seems precarious

today.”” Put simply, “[a]lthough the nature of their services can
appear identical to retail investors, broker-dealers and investment
advisers are subject to different regulatory schemes and standards of
conduct, which has led to investor confusion and concern about the
adequacy of retail investor protection.”"®

One might be tempted to try to unify the regulation of
broker-dealers and investment advisers by making both groups
subject to the regulatory regime for brokers rather than the fiduciary
standard for investment advisers. Unfortunately, though, the
standards governing broker-dealer regulation have the dubious
distinction of being both inadequate and confusing at the same
time—an unsatisfying smorgasbord of doctrines that leaves investors
wanting.

Given that “nowhere in the Exchange Act’s registration
provision is the duty of a broker-dealer to his customers spelled
out,”” courts and the SEC have evolved a series of doctrines. In a
very limited set of circumstances—namely, when brokers are

' See 15 U.S.C.S. § 80b-2(a)(11)(C) (2010).

15 See, e.g., Arthur B. Laby, Reforming the Regulation of Broker-Dealers
and Investment Advisers, 65 BUS. LAWYER 395, 424 (2010) (“Thus, the idea
that most advice provided today by broker-dealers is or could be considered
solely incidental to brokerage sounds fanciful. It comes as no surprise that
brokerage firms market themselves as providing trusted advice, calling
themselves financial advisers, as opposed to stockbrokers.”). Perhaps
unsurprisingly, the SEC’s recent attempt to expand the exception was
invalidated by the United States Court of Appeals for the District of
Columbia Circuit. See Fin. Planning Ass’n v. SEC, 482 F.3d 481 (D.C. Cir.
2007) (finding that the text of § 80b-2(a)(11)(C) provided an exemption
only for broker-dealers who did not receive special compensation for
investment advice and that the SEC had exceeded its authority in trying to
broaden this exception); Certain Broker-Dealers Deemed Not to be
Investment Advisers, Exchange Act Release No. 51,523, 70 Fed. Reg.
20,424 (Apr. 19, 2005) (explaining the SEC’s expansion of the broker-
dealer exception).

' Barbara Black, How to Improve Retail Investor Protection After the
Dodd-Frank Wall Street Reform and Consumer Protection Act 2 (2010)
(unpublished manuscript), available at http://works.bepress.com/barbara_
black/2/.

7 Cheryl Goss Weiss, A Review of the Historic Foundations of Broker-
Dealer Liability for Breach of Fiduciary Duty, 23 J. Corp. L. 65, 88 (1997).



2010-2011 BROKERS, FIDUCIARIES AND A BEGINNING 209

managing discretionary accounts,”® or have created a special
relationship of “trust and confidence”'’—courts have invoked
fiduciary obligations.”® Nevertheless, broker-dealers are generally not
considered fiduciaries.” As such, the three predominant doctrines
regulating them are not fiduciary ones: the “shingle” theory,” the
“suitability” rule,” and “commercial honor.”** All three ideas have

'8 See SEC v. Charles Zandford, 535 U.S. 813, 823-24 (2002) (finding that
defendant stockbroker violated his fiduciary duty to his client by
committing fraud in connection with a transaction for that client).

See, e.g., Frederick Mark Gedicks, Suitability Claims and Purchases of
Unrecommended Securities: An Agency Theory of Broker-Dealer Liability,
37 Ariz. ST. L.J. 535, 555 (2005) (“The special circumstances theory, then,
provides that broker-dealers owe fiduciary duties to a customer whenever
they create a relationship of trust and confidence in their dealings with that
customer.”).

20 See, e.g., Thomas Lee Hazen, Stock Broker Standards of Conduct—
Principles, Rules and Fiduciary Duties 3 (2010) (unpublished manuscript),
available at http://works.bepress.com/thomas_hazen/2/ (“[I]t has long been
the case that stock brokers owe fiduciary duties when acting in certain
capacities.”).

21 See, e.g., Weiss, supra note 17, at 108 (“Under some circumstances, a
broker may have a fiduciary duty to a particular customer. That duty,
however, is not posited due merely to the broker’s status as a broker-
dealer.”); Frankel, supra note 13, at 13 (“B[roker]-d[ealer]s are not
generally considered fiduciaries. That is even though broker-dealers pose
very high risk to entrustors.”).

*See, e.g., Gedicks, supra note 19, at 557 (“[T]he ‘shingle’ theory of
broker-dealer liability holds that merely by identifying themselves as
brokers and dealers in securities—by ‘hanging out a shingle’—broker-
dealers impliedly represent that they will deal fairly with the public.”).

3See, e.g., Weiss, supra note 17, at 96 (““Suitability’ is a cause of action
that refers to the requirement, imposed on brokers by the self-regulatory
organizations, or by the SEC for non-members, to exercise varying degrees
of diligence in inquiring about the customer’s resources, sophistication, and
investment objectives when making recommendations.”). The suitability
rule, often phrased informally as “know your customer” and “know your
security,” is promulgated by the self-regulatory organization for broker-
dealers:

(a) In recommending to a customer the purchase, sale or
exchange of any security, a member shall have reasonable
grounds for believing that the recommendation is suitable
for such customer upon the basis of the facts, if any,
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their roots in contract law: under the “shingle” theory, the broker is
impliedly representing that she will deal fairly with customers;> the
suitability rule is akin to the due diligence one performs in contract;
and “commercial honor” reads like an implied contractual obligation
of good faith. To be sure, there have been instances where these
concepts have been used to help investors,”® but overall they

disclosed by such customer as to his other security hold-
ings and as to his financial situation and needs.

(b) Prior to the execution of a transaction recommended to
a non-institutional customer, other than transactions with
customers where investments are limited to money market
mutual funds, a member shall make reasonable efforts to
obtain information concerning:

(1) the customer's financial status;

(2) the customer's tax status;

(3) the customer's investment objectives; and

(4) such other information used or considered to be
reasonable by such member or registered representative in
making recommendations to the customer.

FINRA Manual, NASD Rule 2310, available at http://finra.complinet.com/
en/display/display.html?rbid=2403&record id=4315&element id=3638&hi
ghlight=2310#r4315.

** FINRA Manual, FINRA Rule 2010, available at http://finra.complinet.
com/en/display/display.html?rbid=2403&record id=6905&element_id=550
4&highlight=2010#r6905 (“A member, in the conduct of its business, shall
observe high standards of commercial honor and just and equitable
principles of trade.”).

> See, e.g., Weiss, supra note 17, at 67 (“The ‘shingle theory’ derived from
a theoretical implied representation of fairness based in contract law . . . .”);
Frankel, supra note 13, at 9 (“B[roker]-d[ealer]s were viewed and regulated
as securities salespersons, and the SEC imposed on them a duty of fairness
in their contracts with their customers—the ‘shingle theory.” The SEC has
held that once broker-dealers hang their shingles and invite clients, broker-
dealers should follow a high ethical contract standard, and deal fairly with
their clients.”).

*® For example:

[Ulnder the shingle theory, it has been held fraudulent to
engage in unauthorized trading in a customer’s account, to
charge excess markups or markdowns, to ‘“churn” a
customer’s account to obtain commissions, to accept cus-
tomers’ securities while insolvent, or to fail to consum-
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represent anemic investor protections because contract law is an
inapposite construct to regulate the provision of investment advice to
retail customers.

The fiduciary concept, on the other hand, is much more
appropriate in this context. After all, clients are trusting their broker
or adviser, and “[a]t the heart of fiduciary relationships is
entrustment of property or power that clients hand over to their
fiduciaries in order to enable fiduciaries to perform a service to
them.”” Given the temptations to abuse property or power,
“[f]iduciary law aims at reducing the fiduciaries’ temptations to
misappropriate entrustment.””® It is essential to note that fiduciary
law is not contract law: “[tlhe main difference between the two
systems revolves around the right of one party to rely on the other.
Entrustors are entitled to rely on their fiduciaries to a greater extent
than contracting parties are entitled to rely on each other.””

mate a transaction or make prompt delivery without
disclosure of appropriate facts.

Weiss, supra note 17, at 88-89.

?7 Frankel, supra note 13, at 3.

2 1d. at 5. See also Tamar Frankel, Fiduciary Law, 71 CALIF. L. REV. 795,
832 (1983) (observing that the central problem in a fiduciary relationship is
the potential “abuse of delegated power”).

%% Tamar Frankel, Fiduciary Duties as Default Rules, 74 Or. L. REv. 1209,
1275-76 (1995). Frankel provides a useful exposition of the differences:

First, because fiduciary law is aimed at reducing the entrustors’
risks, the law regulates mostly the fiduciaries. Contract law regu-
lates both parties equally. Second, although most types of fiduciary
relationships are grounded in the consent of both parties, fiduciary
law is triggered primarily by the consent of the fiduciary to serve.
... Contracts require, in all cases, the consent of all parties. Third,
fiduciary law is easily applicable because entry into fiduciary
relationships involves low costs, requiring no formalities or special
conditions. These requisites are far less formal than the requisites
for contract. Fourth, because fiduciary law addresses the
entrustors’ risks from relationships, the rules dictate how
fiduciaries should behave. Contract rules are far less intrusive.
Fifth, because entrustors’ risks from the relationship vary, fiduciary
rules that address these risks vary more than contract rules. Sixth,
the focus on the entrustor’s potential harm from the relationship
explains the ascendancy of fiduciary rules over other legal
arrangements. Because the private arrangements and other rules
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Fiduciary law is attractive in the regulation of investment
advice for a number of reasons. Unlike classical contract law, it is
well attuned to unequal bargaining power and informational
asymmetries which so often characterize the relationship between
retail investors and their financial service providers. It recognizes
that it is very difficult to predict terms ex ante in long-term relational
contracts,”” and as such imposes extra-contractual obligations to
protect the party who has entrusted property or power—a traditional
idea supported by modern research in game theory®' and transaction
cost economics.

By far the most important feature of fiduciary duty, however,
is that its sine qua non is loyalty. As one commentator sums it up,
“the duty of loyalty that is the essence of fiduciary duty protects
beneficiaries against opportunistic behavior by fiduciaries.”* This is

that govern the relationships are not deemed sufficient to protect
entrustors, fiduciary law is superimposed on the other rules.

Id. at 1225-26 (emphasis added).

30 See, e.g., William W. Bratton, Game Theory and the Restoration of
Honor to Corporate Law’s Duty of Loyalty, in PROGRESSIVE CORPORATE
Law 139, 160 (Lawrence E. Mitchell ed., 1995) (“[Clomplete contractual
protection ex ante is not cost effective because of informational
asymmetries and a long list of possible future relational problems.”); Melvin
Aron Eisenberg, The Structure of Corporation Law, 89 CoLUM. L. REv.
1461, 1465-66 (1989) (“It is almost impossible to deal adequately with this
potential for ex post opportunism by ex ante contracting.”).

° See, e.g., Bratton, supra note 30, at 153 (“[T]he game theoretic firm
implies a new endorsement of the traditional dual justification of fiduciary
law.”).

32 See, e.g., D. Gordon Smith, The Critical Resource Theory of Fiduciary
Duty, 55 VAND. L. REV. 1399, 1428 (2002) (“Courts supply fiduciary duties
as default rules to reduce the costs associated with providing the fiduciary
with incomplete instructions.”); Kenneth B. Davis, Jr., Judiciary Review of
Fiduciary Decision Making—Some Theoretical Perspectives, 80 Nw. U. L.
REV. 1, 20-21 (1985) (characterizing fiduciary law “as a low transaction
cost alternative to ad hoc bargaining between fiduciary and principal”).
Transaction costs include “search and information costs, bargaining and
decision costs, policing and enforcement costs.” Carl J. Dahlman, The
Problem of Externality, 22 J.L. & ECON. 141, 148 (1979).

33 Smith, supra note 32, at 1402. See also Weiss, supra note 17, at 66-67
(“The relation of parties to a contract might be adverse, whereas a fiduciary
is required to act in the interests of the other party. Where a fiduciary duty
exists, loyalty is coextensive with the entire duty.”).
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in marked distinction to the professional standards—“shingle”
theory, “suitability,” or commercial honor”—under which broker-
dealers are regulated. In the context of investment advice, “[t]he
centerpiece of the fiduciary duty is the requirement that investment
advisers act in the best interest of their clients.”* Thus, it is no
coincidence that “[i]t is the treatment of conflicts of interest that
largely separates investment advisers and broker-dealers under the
fiduciary and fair dealing standards.”® Otherwise thoughtful
proposals—advocating, for instance, that ‘broker-dealers and
investment advisers should be held to professional standards of care
and competence”°—seemingly ignore the fact that beyond “care and
competence,” investors are seeking loyalty. Thankfully, fiduciary law
understands this well.

1. Some Misplaced Objections

Before proceeding further, it is important to address two
objections to making brokers subject to a fiduciary standard: (1) that
sales activities are not fiduciary in nature, and (2) that brokers also
acting as dealers and underwriters will be in conflict with their
customers.

The first objection is hardly convincing. It can perhaps be
best summarized by the notion that “selling is not a fiduciary
occupation.”’ While it may have been true historically that brokers-
dealers were primarily concerned with buying and selling securities,
they are now increasingly focused on providing investment advice.*®

3 Steven D. Irwin et al., Wasn’t My Broker Always Looking Out for My
Best Interests? The Road to Become a Fiduciary, 12 DuQ. Bus. L.J. 41, 50
(2009).

3% Kristina A. Fausti, A Fiduciary Duty for All?, 12 Duq. Bus. L.J. 183, 189
(2010).

36 Black, supra note 16, at 4.

" Donald C. Langevoort, Brokers as Fiduciaries, 71 U. PITT. L. REV. 439,
440 (2010). See also id. at 445 (“[T]o fiduciarize the sale of investment
products prompts the question of why we do not even think about doing the
same in so many other areas where consumers are also at risk of
overpaying.”).

¥ See supra Part II (discussing modern developments in the activities of
broker-dealers); Matthew P. Allen, A Lesson from History, Roosevelt to
Obama—The Evolution of Broker-Dealer Regulation: From Self-Regula-
tion, Arbitration, and Suitability, to Federal Regulation, Litigation, and
Fiduciary Duty, 5 ENTREPRENEURSHIP Bus. L.J. 1, 23 (2010) (“The
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Moreover, they are providing such advice on an intangible good and
typically on an ongoing basis—hardly the stuff of one-off
transactions for tangible goods where the informational asymmetries
are less pronounced. This is not even to mention that “there are few
reported decisions holding a securities broker to the standard of care
to which virtually every other trade or profession is held.”*

The second objection is more nuanced, but also ultimately
unpersuasive. The argument focuses on the notion that it is difficult
for a broker acting as trader or underwriter to act in the best interest
of her client.” After all, the objection goes, “[w]hen acting as a
dealer, the firm seeks to buy low and sell high—precisely what the
customer seeks. It is hard to see how any dealer can act in the ‘best
interest” of his customer when trading with her.”*' Several nuanced
responses have been proposed to this dilemma, including requiring
disclosure” and permitting principal trades “only for readily
marketable liquid instruments.”” The most effective solution,
however, is also the simplest: requiring both disclosure and consent
before a principal transaction, as is already required under § 206(3)
of the Investment Advisers Act.** To the extent that such a
requirement will in practice restrict principal trading by brokers—as

rationale for not imposing fiduciary duties on brokers-dealers under the
suitability rule is based on the rationale underlying the job descriptions of
broker-dealers at the time the ’33 and ’34 Acts were enacted—broker-
dealers merely bought and sold securities, they did not offer or provide
investment advice to customers as part of their primary duties.”).

3% Steven A. Ramirez, The Professional Obligations of Securities Brokers
Under Federal Law: An Antidote for Bubbles?, 70 U. CIN. L. REv. 527, 567
(2002).

“See, e.g., Laby, supra note 15, at 439 (“An obligation to act in the sole
interest—or even the best interest—of a customer cannot easily be squared
with the self-interest inherent in trading for one’s own account or the
interest of a broker-dealer in completing a distribution for an issuer.”).

“'1d. at 425.

2 See id. at 429-30 (suggesting that the SEC make permanent its temporary
rule requiring broker-dealers to make oral or written disclosures before a
principal transaction takes place).

“1d. at 431.

* See 15 U.S.C.S. § 80b-6(3) (2010) (stating that investment advisors are
required to disclose to their clients in writing certain conflicts of interest and
to obtain client consent before moving ahead with the transaction).
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it already has for investment advisers*—then this would represent a
positive protection for investors.*®

The problem of an underwriter having divided loyalties—
between the issuer for whom it is working and the investor to whom
it is selling the offering’’—can similarly be addressed in a variety of
ways. The fiduciary standard could be prioritized toward investors,**
the offering could be supervised by an independent underwriter*—or
most straightforwardly, broker-dealers could be prohibited from
acting as underwriters.

> See Laby, supra note 15, at 408 (“[S]ection 206(3) is effectively a ban on
principal trading for advisers.”).
* In a similar vein, consider Donald Langevoort’s observation:

To be most potent, then, reform would have to be structural
to make brokers into fiduciaries: turn broker-customer
dealings to a solely fee-based relationship, with a prohibi-
tion on any incentives apart from those based on the
customer’s (now client’s) financial success. In essence, this
would require a segregation of the broker function from the
dealer function, via a “Chinese Wall” that would have to be
watched constantly and very carefully for cracks and leaks.
The broker, in other words, becomes solely an investment
adviser, with the ability to execute trades.

Langevoort, supra note 37, at 449. Broker-dealers, of course, may not be
pleased with such a development. See Laby, supra note 15, at 407
(“Notwithstanding the prospect of owing fiduciary obligations, the primary
reason many brokers oppose application of the Advisers Act is due to
restrictions on conducting principal transactions imposed on advisers but
not brokers.”).

47 See Laby, supra note 15, at 428 (“Acting on behalf of both the issuer and
investor client raises a conflict of duty. This conflict is similar to a conflict
of interest, but instead of a conflict between the broker-dealer’s self-interest
and its duty to a customer or client, the firm is faced with conflicting
demands of two opposing clients.”).

* See id. at 432 (“In propounding a fiduciary standard for brokers, Congress
could clarify that the broker-dealer’s primary duty runs to the investor, not
the underwriting client.”).

* See id. at 433 (“An additional possible reform to help ensure that an
underwriter acts in a fiduciary capacity with respect to customers is to
require an issuer conducting a public offering to engage an independent
outsider to superintend the offering, with a skeptical eye to ensuring the
interests of investors.”).
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V. Practical Realities

Beyond these objections, two practical issues must be
confronted to make the fiduciary standard useful in practice: (1)
meaningfully specifying the duties it entails and (2) enforcing them.
As the Supreme Court once famously observed, “to say that a man is
a fiduciary only begins analysis; it gives direction to further
inquiry.””” The natural place to look, of course, is the fiduciary duty
imposed on investment advisers, but there is precious little
jurisprudence on the issue.”’ This is particularly troubling in an era
where the fiduciary construct is under attack both in the law of
corporations™ and the law of unincorporated associations.”® In a
nutshell, the law of business associations “has relaxed—without
either explanation or justification—the fiduciary strictures imported
from trusts and agency so as to permit direct and indirect self-dealing

30 SEC v. Chenery, 318 U.S. 80, 85-86 (1943). See also Hazen, supra note
20, at 23 (“However, the fact that the relationship is a fiduciary one only
takes one so far. The key question is to determine what actual duties arise
out of the relationship.”).

1 See, e.g., Black, supra note 16, at 9 (“Neither Capital Gains nor
Transamerica Mortgage Advisors, however, presented the Court with the
opportunity to explore concretely the nature of fiduciary duties owed by an
investment adviser providing individualized investment advice, and there is
limited case law or regulatory guidance on the issue.”).

>2 See Reza Dibadj, Delayering Corporate Law, 34 HOFSTRA L. REV. 469,
470 (2005) (“Existing fiduciary duties are little more than rhetorical
flourish.”); J. Robert Brown, Jr., The Irrelevance of State Corporate Law in
the Governance of Public Companies, 38 U. RicH. L. REv. 317, 318 (2004)
(“Over time, state courts interpreted the [fiduciary] duties in a manner that
left little substance.”); William W. Bratton & Joseph A. McCahery, The
Equilibrium Content of Corporate Federalism, 41 WAKE FOREST L. REV.
619, 691 (2006) (“[T]he genius of Delaware lawmakers lies in their ability
to generate a thick fiduciary law without at the same time imposing a
significant compliance burden.”).

>3 See generally Reza Dibadj, The Misguided Transformation of Loyalty into
Contract, 41 TuLsA L. REv. 451 (2006) (“Unfortunately, the law of
unincorporated associations is engaged in a misguided march: it is
transforming the duty of loyalty into a contractarian construct. This article
argues that these developments reflect doctrinal confusion, outworn
economics, and weak policy. If anything, the duty of loyalty needs to be
strengthened, not watered down.”).



2010-2011 BROKERS, FIDUCIARIES AND A BEGINNING 217

3% to rely instead on “the imagery

and other diversionary transactions
of contract and consent.”’

There is a risk that a similar evisceration might occur even if
the regulation of broker-dealers and investment advisers were unified
under a fiduciary rubric. Consider that very recently, when faced
with interpreting an investment adviser’s fiduciary duty with respect
to the receipt of compensation, a unanimous Supreme Court noted
that “to face liability . . . an investment adviser must charge a fee that
is so disproportionately large that it bears no reasonable relationship
to the services rendered and could not have been the product of arm’s
length bargaining.””® The Court also placed great importance on
whether proper process was followed in determining the fee.”” Much
like in the law of business associations, the focus seems to be on
contract and process—not a deeper judicial inquiry into the fairness
of the transaction that one might expect in fiduciary analysis.”® As
such, the burden will likely be on the expert agency, the SEC, to
articulate and specify the notion that fiduciary obligations rise above
contractual ones, and that process cannot simply redeem unfair
transactions. One possibility would be to return to first principles in
the laws of trusts™ and agency.®® Put succinctly in the words of one

 Victor Brudney, Corporate Governance, Agency Costs, and the Rhetoric
of Contract, 85 COLUM. L. REV. 1403, 1434 (1985) (emphasis added).

> Id. (emphasis added).

% Jones v. Harris Associates, No. 08-586, slip op. at 9 (2010) (emphasis
added). The case was brought under § 36(b) of the Investment Company
Act of 1940 which stipulates that “the investment adviser of a registered
investment company shall be deemed to have a fiduciary duty with respect
to the receipt of compensation for services, or of payments of a material
nature, paid by such registered investment company, or by the security
holders thereof, to such investment adviser.” 15 U.S.C. § 80a-35(b) (2006).
7 See Harris Associates, No. 08-586, slip op. at 15 (“When a board’s
process for negotiating and reviewing investment-adviser compensation is
robust, a reviewing court should afford commensurate deference to the
outcome of the bargaining process.”).

% As Justice Thomas noted in his concurrence, “[w]hatever else might be
said about today’s decision, it does not countenance the free-ranging
judicial ‘fairness’ review of fees. . . .” Id., No. 08-586, slip op. at 2
(Thomas, J., concurring).

> See, e.g., Allen, supra note 38, at 70-73 (stating that review of trustee’s
fiduciary standards may be helpful in understanding where broker-dealer
duties may be heading).

5 See, e.g., Gedicks, supra note 19, at 546 (“This article argues that the
common law of agency supplies a powerful justification for holding broker-
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Commissioner, “I believe it is important that the Commission explain
what the fiduciary standard requires.”"'

A second practical difficulty involves enforcing the fiduciary
duty in a way that gives aggrieved investors redress. The Dodd-Frank
Act gives the SEC enforcement authority to enforce the applicable
standard of conduct that might emerge, thereby harmonizing
enforcement of broker-dealers to that of investment advisers when
offering investment advice to retail customers.”” The central

dealer firms liable for customer losses from unrecommended securities
investments.”).

1 Walter, supra note 13, at 9; see also Fausti, supra note 35, at 197
(“Ultimately, with or without legislation, the responsibility for extending the
fiduciary standard will lie with the SEC.”). Cf. Langevoort, supra note 37,
at 456 (“Simply placing the fiduciary label on the securities industry and
leaving the rest to ad hoc decisions will produce a platform that is neither
stable nor functional.”).

52 Dodd-Frank Act § 913(h)(1) amends § 15 of the Securities and Exchange
Act as follows:

The enforcement authority of the Commission with
respect to violations of the standard of conduct applicable
to a broker or dealer providing personalized investment
advice about securities to a retail customer shall include—
(1) the enforcement authority of the Commission
with respect to such violations provided under
this Act; and
(2) the enforcement authority of the Commission
with respect to violations of the standard of
conduct applicable to an investment adviser
under the Investment Advisers Act of 1940,
including the authority to impose sanctions for
such violations, and
the Commission shall seek to prosecute and sanction
violators of the standard of conduct applicable to a broker
or dealer providing personalized investment advice about
securities to a retail customer under this Act to the same
extent as the Commission prosecutes and sanctions
violators of the standard of conduct applicable to an
investment advisor under the Investment Advisers Act of
1940.

Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L.
No. 111-203, § 913(h)(i), 124 Stat. 1376, 1829 (2010).
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question, though, is whether the SEC has sufficient resources?®
Consider that while a self-regulatory organization (“SRO”), the
Financial Industry Regulatory Authority (“FINRA”), provides front-
line enforcement against broker-dealers, there is no SRO for
investment advisers.** The problem becomes particularly acute when
one considers that the SEC currently “registers and regulates 11,300
investment advisers,”® and enforcement harmonization would add
“the registration and regulation of 4,900 brokerage firms, 174,000
brokerage branch offices and over 650,000 registered
representatives.”®

To be sure, some of the strain on public enforcement might
be alleviated. Commentators have already begun proposing solutions
in this regard. For example, even though § 410 of the Dodd-Frank
Act increases the threshold of assets under management to trigger
investment adviser registration from $25 million to $100 million,®’
the threshold might be increased even further;"® or one might
consider expanding exemptions from registration while subjecting
broker-dealers and advisers to antifraud liability.” Another
possibility might involve changing the SEC’s funding mechanism to
enhance resources for enforcement.”

Another avenue toward relieving the burden on the SEC
would be to contemplate the creation of an SRO for investment
advisers. Interestingly, § 914 of the Dodd-Frank Act directs the SEC

% See, e.g., Laby, supra note 15, at 439 (“In addition, regulating brokers
that give advice as advisers would swell the number of advisers subject to
registration and have sweeping implications for the SEC’s resources.”).

64 See Irwin et al., supra note 34, at 48 (“Where broker dealers have a self-
regulatory organization (FINRA), there is no self-regulation for investment
advisers.”).

6 Allen, supra note 38, at 48.

% 1d.

57 See Dodd-Frank Act § 410.

68 Cf. Laby, supra note 15, at 435 (“The first is to raise the monetary
threshold for the amount of assets under management that triggers SEC
registration for investment advisers.”).

% See, e.g., id. (“The second and preferred solution is to exempt from
Advisers Act registration certain broker-dealers providing advice, while
preserving antifraud regulation under the Advisers Act for the exempt
firms.”).

" See, e.g., Joel Seligman, Self-Funding for the Securities and Exchange
Commission, 28 NovA L. REV. 233 (2004).
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to study this issue.”' While worthy of discussion, such an approach is
at least in tension with the concern that arbitration proceedings
conducted under the auspices of SROs are unfair to investors;
presumably based on these concerns, § 921 of the Act gives the
authority to the SEC to restrict mandatory pre-dispute arbitration.””

The more meaningful solution, however, may lie neither with
the SEC nor an SRO but with private enforcement. As a starting
point, it is important to remember that under the Securities and
Exchange Act of 1934, which regulates trading transactions,
investors are generally unable to bring a private right of action unless
they can show fraud—hence the overwhelming importance of §
10(b) and Rule 10b-5 to securities litigation. More specifically,
showing that a broker-dealer violated an SRO regulation is not
sufficient to sustain a private cause of action,”” unless the violations
are so egregious that these transgressions can be used to make a case
under §10(b) and Rule 10b-5. In reality, “suitability and negligent
recommendation cases have all but been eliminated from federal
court.””

A private plaintiff might get more creative and plausibly sue
for negligent investment advice by looking to § 12(a)(2) of the
Securities Act of 1933, which provides a rescissionary remedy if a
security is sold “by means of a prospectus or oral communication””
which contains a material misstatement or omission, unless the seller

"' See Dodd-Frank Act § 914(a)(2)(B) (directing the SEC to examine “the
extent to which having Congress authorize the Commission to designate one
or more self-regulatory organizations to augment the Commission's efforts
in overseeing investment advisers would improve the frequency of
examinations of investment advisers.”).

2 See id. at § 921 (“The Commission, by rule, may prohibit, or impose
conditions or limitations on the use of, agreements that require customers or
clients of any broker, dealer, or municipal securities dealer to arbitrate any
future dispute between them arising under the Federal securities laws, the
rules and regulations thereunder, or the rules of a self-regulatory organiza-
tion if it finds that such prohibition, imposition of conditions, or limitations
are in the public interest and for the protection of investors.”).

7 See, e.g., Ramirez, supra note 39, at 548 (“Noticeably absent from the
entire scheme of mandatory self-regulation is any authorization of a private
right of action for a violation of an SRO rule or regulation.”); Weiss, supra
note 17, at 101 (“The weight of opinion rejects the proposition that a breach
of SRO suitability rules provides a private right of action.”).

™ Jrwin et al., supra note 34, at 48.

15 U.S.C. § 771(a)(2) (2006).
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can show that “he did not know, and in the exercise of reasonable
care could not have known of such untruth or omission.”’® This
would appear to be an attractive cause of action for a plaintiff. After
all, in contrast to §10(b) and Rule 10b-5, which require the plaintiff
to establish scienter, in a §12(a)(2) action, the burden is on the
defendant to show that he took reasonable care. Unfortunately for
investors, however, in 1995 the Supreme Court in the Gustafson case
held § 12(a)(2) inapplicable to aftermarket transactions.”’ As such the
1933 Act route appears unpromising as well, unless the investor has
purchased her shares in a public offering.

Beyond the 1933 and 1934 Act, one is naturally tempted to
look to the Investment Advisers Act. Perhaps surprisingly, the statute
only does slightly better.”® Ironically, while in 1963 the Supreme
Court embraced the fiduciary standard in interpreting the Act in the
Capital Gains’ decision, in 1979 it sharply restricted the ability of
investors to bring private actions under the standard in the
Transamerica case.” In a 5-4 opinion, the Court held that “there
exists a limited private remedy under the Investment Advisers Act of
1940 to void an investment advisers contract, but that the Act confers
no other private causes of action, legal or equitable.”®' As with the
1934 Act, then, damages are unavailable to aggrieved investors for

*1d.

7 See Gustafson v. Alloyd Co., 513 U.S. 561, 578 (1995) (“Under Alloyd's
view any casual communication between buyer and seller in the aftermarket
could give rise to an action for rescission, with no evidence of fraud on the
part of the seller or reliance on the part of the buyer. In many instances
buyers in practical effect would have an option to rescind, impairing the
stability of past transactions where neither fraud nor detrimental reliance on
misstatements or omissions occurred. We find no basis for interpreting the
statute to reach so far.”).

8 See, e.g., Allen, supra note 38, at 84 (“If broker-dealers are fiduciaries,
and broker-dealers are treated like investment advisers as SEC com-
mentators and Congress have suggested they should be, then it is possible
plaintiffs will be relegated to bringing breach of fiduciary duty claims under
the Advisers Act, which provides very limited private remedies?”’).

" See SEC v. Capital Gains Research Bureau, 375 U.S. 180, 194 (1963).

%0 See Transamerica Mortgage Advisors v. Lewis, 444 U.S. 11 (1979).

81 Id. at 24. See also Irwin et al., supra note 34, at 51 (“Private rights of
action under the 1940 Act are limited to voiding an investment advisory
contract and for rescission or restitution of any consideration paid (such as
advisory fees) under the contract.”).
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the negligence of their advisers.* In sum, unless they can show fraud
or be willing to countenance private arbitration, investors are
essentially left without private remedy.*

Perhaps most interestingly, the Dodd-Frank Act does not
change this state of affairs. As one scholar aptly points out, the
legislation “provides no explicit remedy for an investor harmed by an
investment advice provider’s negligence or breach of fiduciary duty.
Thus, after the enactment of Dodd-Frank, investors who purchased
securities in trading transactions are still without a federal damages
remedy unless they can establish fraud.”®* Furthermore, it is very
unlikely that contemporary federal courts will imply a private cause
of action as a matter of federal common law® or even lessen the
scienter requirement in securities fraud cases.*® Thus, relief would
have to come from Congress, which could permit a private cause of
action for damages for breach of a broker-dealer or investment
adviser’s fiduciary duty.!’” A starting point may be legislative action

%2 See, e.g., Black, supra note 16, at 11 (“[T]he only investors’ remedy in
the Advisers Act is a limited rescissionary remedy; there is no provision for
compensating losses caused by negligent investment advisers.”).

83 Cf. Allen, supra note 38, at 28 (“There exists no express or implied
private right of action under the ’34 Exchange Act for violation of FINRA’s
suitability or other rules. So before the advent and Supreme Court-approval
of industry arbitration agreements in the 1970’s, most suitability claims
were brought as section 10(b) and Rule 10b-5 implied private rights of
action.”).

% Black, supra note 16, at 19.

% In other words, it is unlikely that a twenty-first century federal court
would agree with the notion that “in the absence of a private right of action
for damages, victimized clients have little hope of obtaining redress for their
injuries.” Transamerica Mortgage Advisors v. Lewis, 444 U.S. 11, 35
(1979) (White, J., dissenting).

% Interestingly, the Supreme Court declared investment advisers to have
fiduciary obligations by reading out the intent requirement in§ 206 of the
Investment Advisers Act. See SEC v. Capital Gains Research Bureau, 375
U.S. 180, 192 (1963) (“It would defeat the manifest purpose of the
Investment Advisers Act of 1940 for us to hold, therefore, that Congress, in
empowering the courts to enjoin any practice which operates ‘as a fraud or
deceit,” intended to require proof of intent to injure and actual injury to
clients.”).

87 Cf. Black, supra note 16, at 5 (“Despite the frequent expression of the
need to improve retail investor protection, at no time did Congress give
serious consideration to amending federal securities legislation to provide
an explicit damages remedy for careless and incompetent investment
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that would make §12(a)(2) applicable to trading transactions,
effectively “overruling” Gustafson.

V. Conclusion

The Dodd-Frank Act’s mandate to the SEC to conduct a
study to improve the regulation of broker-dealers and investment
advisers, as well as its granting of statutory authority to the SEC to
interpose a fiduciary duty on broker-dealers, is to be commended.
Should the SEC choose to follow Congress’ lead, it has the
opportunity to simplify and unify regulation in an area crucial to
investor protection.™

Espousing a fiduciary standard also gives the message that
fiduciary law, and its concomitant moral component,* is important—
a particularly relevant message in an era where the fiduciary
principle is under attack in the law of business associations generally.
This point cannot be overemphasized. As Justice Harlan Stone
reflected in the wake of excesses of the 1920s:

I venture to assert that when the history of the
financial era which has just drawn to a close comes
to be written, most of its mistakes and major faults
will be ascribed to the failure to observe the
fiduciary principle, the precept as old as holy writ,

advice.”). Of course, if one espouses the fiduciary concept, then the cause of
action would not only be for breaches of the duty of care, but also of
loyalty.

% As one SEC Commissioner notes:

I believe that there are numerous advantages to harmoniz-
ing legislations. First and foremost, it would provide a
clear congressional statement that all financial profess-
sionals should be held to the same high standard of
conduct. It would also address investor confusion by
providing a unified system of regulation for all financial
professionals offering comparable securities products and
services.

Walter, supra note 13, at 10.

% See, e.g., Frankel, supra note 28, at 830 (“This moral theme is an
important part of fiduciary law. Loyalty, fidelity, faith, and honor form its
basic vocabulary.”).
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that “a man cannot serve two masters . . . . Yet those
who serve nominally as trustee, but relieved, by
clever legal devices, from the obligation to protect
those whose interests they purport to represent, . . .
financial institutions which, in the infinite variety of
their operations, consider only last, if at all, the
interests of those whose funds they command,
suggest how far we have ignored the necessary
implications of that principle.”’

Stone’s words are at least as relevant today as they were in 1934.”!

Objections to the fiduciary standard—namely, that selling
securities is not a fiduciary activity or that brokers cannot serve two
masters when acting as dealers or underwriters—remain unconvin-
cing. Rather, for reform to make a difference, the real challenges will
lie in defining the duty carefully and in enforcing it effectively.
Notwithstanding the difficult work ahead, Dodd-Frank presents a
beginning and an opportunity.”

% Harlan F. Stone, The Public Influence of the Bar, 48 HARV. L. REV. 1, 8-9
(1934).

! As Tamar Frankel reminds us, “[u]nlike status and contract societies, a
fiduciary society emphasizes not personal conflict and domination among
individuals, but cooperation and identity of interest pursuant to acceptable
but imposed standards. . . . A contract society values freedom and indepen-
dence highly, but it provides little security for its members.” Frankel, supra
note 28, at 802.

%2 Cf. Irwin et al., supra note 34, at 61 (“Despite the plethora of unanswered
questions, simple enactment of a fiduciary standard is an important step in
restoring confidence in our financial markets.”).
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FINANCIAL INNOVATION, LEVERAGE, BUBBLES AND THE
DISTRIBUTION OF INCOME

MARGARET M. BLAIR*
l. Introduction

Although Congress has passed and the President has signed
the Dodd-Frank Wall Street Reform and Consumer Protection Act,
one of the most important problems facing regulators is scarcely
addressed in the bill, leaving it to regulators to address as they work
out the details of a new regulatory scheme. This is that financial
innovation has made it possible for financial firms to utilize vastly
too much “leverage”™—to supply too much credit to others and to
borrow too much in order to provide this credit. The effect has been a
financial system in the U.S. (and globally as well) that is too large in
several senses: it uses too much debt, it creates too much credit, it
thereby fuels asset bubbles that expose the rest of the economy to too
much risk and its employees and investors are paid too much because
they are generally paid for appearing to add value, even if the value
later evaporates when the bubbles burst.

This assertion challenges the pre-financial crisis conven-
tional view that the growth and innovativeness of the financial sector
unequivocally improve the efficiency with which investors save and
capital is aggregated and deployed to finance productive investment,'

* Professor of Law and Milton R. Underwood Chair in Free Enterprise,
Vanderbilt University Law School.

The first draft of this article was developed for a con-
ference of the Tobin Project in May 2010. Work on this
article was supported by funding from the Alfred P. Sloan
Foundation, and from the Law and Business Program at
Vanderbilt University Law School. The author would like
to thank Frank Levy, David Moss, Arthur Segel, Richard
Freeman, Simon Johnson, Larry Mishel, Isabel Sawhill,
and other participants in the Tobin Project conference on
Economic Inequality, May 2010, Robert Litan, Martin
Baily, John Geanakoplos, Roger Conner, Paul Edelman,
Randall Thomas, Rob Mikos, and other participants at
Vanderbilt Law School’s summer workshop series for
helpful comments and feedback. Justin Shuler and Tabitha
Bailey provided substantial and excellent research
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and helps to allocate risk to those who can most efficiently bear it.”
The recent financial market crisis, however, provides good reason to

assistance; Andrew Yi, Jiali Zhang, Jake Byl, and Jon
Silverstein also helped with research on the project. All
remaining errors are those of the author.

! Raghuram G. Rajan & Luigi Zingales, Financial Dependence and Growth,
88 AM. ECON. REV. 559, 561-62 (1998) (“There has been extensive
theoretical work on the relationship between financial development and
economic growth. Economists have emphasized the role of financial
development in better identifying investment opportunities, reducing
investment in liquid but unproductive assets, mobilizing savings, boosting
technological innovation, and improving risk taking. All these activities can
lead to greater economic growth.”); Martin Neal Baily, Robert E. Litan &
Matthew S. Johnson, Brookings Inst., The Origins of the Financial Crisis
(Nov. 2008), http://www.brookings.edu/papers/ 2008/11 origins_crisis_
baily_litan.aspx?p=1 (“The financial crisis that has been wreaking havoc in
markets in the U.S. and across the world since August 2007 had its origins
in an asset price bubble that interacted with new kinds of financial
innovations that masked risk; with companies that failed to follow their own
risk management procedures; and with regulators and supervisors that failed
to restrain excessive risk taking.””); ROBERT E. LITAN, BROOKINGS INST., IN
DEFENSE OF MUCH, BUT NOT ALL, FINANCIAL INNOVATION 15-38 (Feb. 17,
2010), http://www.brookings.edu/~/media/Files/rc/opinions/2010/0217 _
financial innovation litan/0217 financial innovation litan.pdf (“My ulti-
mate verdict is that . . . there is a mix between good and bad financial
innovations, although on balance I find more good ones than bad ones.”).

* Raghuram G. Rajan, Has Financial Development Made the World
Riskier?, 2005 EcoN. Symp. 313, 314-15, available at http:/www.
kansascityfed.org/Publicat/sympos/2005/PDF/Rajan2005.pdf  (explaining
how new choices by individual savers and increased investment in illiquid
assets by banks has changed the nature of risk and risk taking in capital
markets); Mike Konczal, Shadow Banking: What It Is, How it Broke, and
How to Fix It, THE ATLANTIC, July 13, 2009, available at http://
www.theatlantic.com/business/archive/2009/07/shadow-banking-what-it-is-
how-it-broke-and-how-to-fix-it/21038 (cataloging the shadow banking
system’s ability to move certain types of risks off banks’ balance sheets and
discussing the new forms of risk the shadow banking produced); Ben S.
Bernanke, Chairman, Fed. Reserve Sys., Speech at The Credit Channel of
Monetary Policy in the Twenty-first Century Conference: The Financial
Accelerator and the Credit Channel (June 15, 2007) [hereinafter Bernake
Speech], available at http://www.federalreserve.gov/newsevents/speech/
bernanke20070615a.htm (“Economic growth and prosperity are created
primarily by what economists call ‘real’ factors—the productivity of the
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challenge these claims. Financial services and financial innovation
undoubtedly facilitate productive investment up to a point. But, in
the last few decades, the U.S. economy has invested a growing share
of GDP in a financial system that, at least at the margin, is using too
much debt, creating too much credit and absorbing more in the way
of social and economic resources than it is producing.

Regulators now confront a financial sector that has grown
too large in several senses: First, financial innovation has made it
possible for numerous financial institutions that are outside the
regulated part of the banking system to provide credit, liquidity and
money-like financial instruments. This network of mnon-bank
institutions, together with the securities they issue and trade, has
been called a “shadow banking system” because, while this network
has become integral to the way regulated banks operate, it has
operated largely outside the regulations that govern banks and other
depository institutions.> Activity in the shadow banking system
facilitates the use of much higher levels of leverage than can or
would be used in the formal banking system and the shadow banking
system thereby engages in numerous transactions that might not have
happened at all in the past because no bank or bank-like institution

workforce, the quantity and quality of the capital stock, the availability of
land and natural resources, the state of technical knowledge, and the
creativity and skills of entrepreneurs and managers. But extensive practical
experience as well as much formal research highlights the crucial supporting
role that financial factors play in the economy.”); Timothy F. Geithner,
President and Chief Executive Officer, Fed. Reserve Bank of N.Y.,
Remarks at the Global Association of Risk Professionals (GARP) 7th
Annual Risk Management Convention & Exhibition in New York City:
Risk Management Challenges in the U.S. Financial System (Feb. 28, 2006),
available at http://www.ny.frb.org/newsevents/speeches/ 2006/gei060228.
html (describing the general benefits the financial system brings to the
world economy but also noting that the global financial system is vulnerable
to intermittent panics and mania); Lorenzo Bini Smaghi, Member of the
Executive Board, European Central Bank, Speech at the Nomura Seminar:
Has the Financial Sector Grown Too Big? (Apr. 15, 2010), available at
http://www.ecb.int/press/key/date/2010/html/sp100415.en.html (arguing
that efficient financial markets produce growth but that overly large
financial markets can also introduce economic risk).

> Tobias Adrian & Hyun Song Shin, The Shadow Banking System:
Implications for Financial Regulation 2009, at 14-16 (Fed. Reserve Bank of
N.Y., Staff Report No. 382, 2009) (discussing pre-2008 increase in bank
leverage as a cause of the Financial Crisis and proposing regulatory
frameworks to check the financial system).
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would have been willing, or permitted by regulators, to engage in
such transactions. Many of these transactions may have facilitated
useful investment in the real economy, but a substantial share of the
additional transactions made possible by the shadow banking system
has been wasteful or even destructive.

The shadow banking system evolved largely for the purpose
of hiding leverage from regulators or getting it outside of the reach of
regulators. Yet, prior to the crisis, regulators and legislators chose not
to intervene and not to try to extend regulatory oversight to these new
institutions and financial instruments, largely accepting the
industry’s argument that less regulation and more innovation would
lead to greater growth in the economy.*

Second, some scholars and policy analysts have argued that
problems in the financial system arose because large banks and other
financial institutions are “too big to fail.”” This is one facet of the
problem. But a more serious problem is that the system in the
aggregate is too big and too highly leveraged. Regulators have not
previously been able to prevent institutions outside the banking
system from operating with excessive leverage and engaging in other
high-risk transactions, as AIG and many other institutions did. The
Dodd-Frank Act addresses this problem only indirectly, by
authorizing the Board of Governors of the Federal Reserve System to
take over the regulation of financial institutions, including non-bank
institutions, deemed to be a threat to the safety and soundness of the
financial system.® Yet it may not be clear which institutions
constitute such a threat until it is too late for regulators to prevent a
panic aimed at assets in the shadow banking system, such as what we
saw in the fall of 2008.’

* Konczal, supra note 2 (proposing new regulations that would prevent a
repeat of the 2008 financial crisis).

> SIMON JOHNSON & JAMES KWAK. 13 BANKERS: THE WALL STREET
TAKEOVER AND THE NEXT FINANCIAL MELTDOWN 202-03 (2010) (detailing
the genesis of the term “too big to fail” and the organizations to which the
concept applies).

% Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L.
No. 111-203, §§ 112-13, 124 Stat. 1394-1402 (2010).

" Markus K. Brunnermeier, Deciphering the Liquidity and Credit Crunch
2007-2008, 23 J. ECON. PERSPECTIVES. 77, 82-91 (2009) (providing a
timeline for key events surrounding the Financial Crisis); Gary B. Gorton &
Andrew Metrick, Securitized Banking and the Run on Repo 13-14 (Nat’l
Bureau of Econ. Research, Working Paper No. 15223, 2009) (providing a
timeline for the credit crisis during 2007 and 2008); Daniel Covitz, Nellie
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The objection that many economists and policy analysts may
make to my assertion that the system is too large and too highly
leveraged arises from an assumption that an efficient and unregulated
capital market will not, consistently and systematically, provide
“excessive” credit, nor should it systematically finance inefficient
investments. Standard economic theory tells us that any such
problem should be self-correcting in a market economy: investors
who provide financing to the banks and shadow banks should refuse
to provide further financing if the institution becomes too highly
leveraged. Further, if the prices of assets financed by such leverage
are driven up by excessive debt financing, they should be less
attractive as investments, encouraging investors to redirect their
investment dollars.

I argue, however, that financial markets might not always be
self-correcting even if all investors are fully rational. Why? The
reason is that finance is different from other sectors because what it
creates is credit, and credit acts like a monetary stimulus to the
economy, pushing up prices in the same way that printing excess
money would be expected to drive up inflation. Unregulated financial
firms can create an almost endless supply of credit simply by
operating at higher degrees of leverage.® Leverage greatly enhances
the return on equity for bank shareholders and other investors in the
shadow banking system in good times, when asset values are rising.
It also increases the losses in bad times and those losses often fall on
others, such as creditors of the financial firms. Moreover, neither
creditors nor shareholders in a financial firm bear all of the costs
when a financial firm fails. This is because the failure of a single
institution may force that institution to sell assets quickly, and if the
institution is large, this can drive asset prices further down, causing
other institutions to have losses so that they too are forced to sell.” In

Liang & Gustavo Suarez, Fed. Reserve Bank of S.F., The Anatomy of a
Financial Crisis: The Evolution of Panic-Driven Runs in the Asset-Backed
Commercial Paper Market 2 (2009).

¥ In certain sectors of the financial market, “leverage” has become a term of
art that means the ratio of the total value of an asset to the amount of equity
(or sometimes “capital””) used to finance the asset. In more traditional and
common usage of the term, it means the ratio of debt to equity, or debt to
total assets. All of these ratios are ways of measuring the degree to which a
firm or investor is relying on borrowed money to make its investments.

? Brunnermeier, supra note 7, at 92-94 (“A loss spiral arises for leveraged
investors because a decline in the value of assets erodes the investors’ net
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extreme situations, as we have seen in the recent financial crisis,
taxpayers may be called upon to prop up troubled institutions to
prevent a downward spiral of asset prices that can devastate the
whole economy.

These factors provide a third sense in which the financial
sector is too large: for the reasons reviewed above, and others which
I will explain below, individual institutions will tend to operate with
leverage that is too high and will encourage customers to borrow too
much. In this way, the financial system as whole tends to generate
too much credit if it is not prevented from doing so by regulators."

The effect of excessive credit on the system as a whole can
be explained by a simple analogy to the idea of the “money
multiplier” and the “quantity theory of money” from Econ 101. The
idea behind the “money multiplier” is that activities of the banks in
the banking system have the effect of increasing the amount of
“money” in an economy beyond the amount that is put into the
economy by the Federal Reserve Bank (“Fed”). Nonetheless, the Fed
can roughly control the amount of money banks add to the economy
by regulating banking activity. Through this mechanism, the Fed can
try to prevent inflation by keeping the supply of money from
growing too fast.'' An innovative financial sector, however, can
create lots of substitutes for money (such as credit cards, money
market mutual funds, home equity lines of credit and commercial
paper), and these substitutes have not been as well-regulated as are
traditional banking activities. A rapid expansion in vehicles that

worth much faster than their gross worth (because of their leverage) and the
amount that they can borrow falls.”).

1" John Geanakoplos, Solving the Present Crisis and Managing The
Leverage Cycle (Yale University’s Cowles Foundation for Research in
Economics, Discussion Paper No. 1751, 2010) (providing a fully developed
analysis of the role of leverage in the business cycle). Tobias Adrian &
Hyung Song Shin, The Changing Nature of Financial Intermediation and
the Financial Crisis of 2007-2009, 2 ANN. REV. ECON. 603, 603-18 (2010)
(examining the relationship between excessive leverage and asset bubbles).
" The Fed also tries to regulate the inflation rate by setting key interest
rates, but regulation of the monetary aggregates has been an important tool
for influencing the macroeconomy at various times historically. Bernanke
Speech, supra note 2 (“In an amendment to the Federal Reserve Act in
1977, the Congress formalized the Federal Reserve’s reporting of monetary
targets by directing the Board to ‘maintain long run growth of monetary and
credit aggregates . . . so as to promote effectively the goals of maximum
employment, stable prices, and moderate long-term interest rates.””).



2010-2011 FINANCIAL INNOVATION & DISTRIBUTION OF INCOME 231

provide credit to the economy can have the same effect that we
would expect from a rapid expansion in the money supply.
Moreover, the ability of the financial system to provide credit
instruments dramatically increases as financial firms themselves rely
heavily on debt or leverage. In this way, excessive leverage in the
system as a whole has increased the effective supply of money and
credit. And, I argue, repeated cycles of excess credit have caused
multiple rounds of “inflation” that have shown up not as general
increases in prices, but as “bubbles” in the prices of various classes
of assets.

Asset bubbles are a major problem because they have
significant and pernicious effects on the allocation of capital and the
distribution of wealth and income in the real economy. In particular,
when excessive leverage drives up asset prices, financial market
participants who financed the investments in the assets, and others,
may forecast further price increases. These forecasts serve to justify
supplying more credit to investors in those asset classes, which help
to further drive up prices in a self-fulfilling way. This flow of credit
into the financing of certain asset classes helps fuel a pricing bubble.
Participants in the process may be unaware that their actions,
collectively, are having this effect—in fact, if they knew that the
price increases they were observing were a bubble, presumably
investors would be less willing to buy at inflated prices. However, it
can be difficult for investors to identify a price bubble until it bursts.

Meanwhile, when prices of broad classes of assets go up
generally, most investors experience themselves as making money by
buying and selling such assets, and they may believe that the traders
and money managers who help them manage their investments must
be brilliant. Those who buy the assets grow richer by investing in the
assets as the bubble develops, and even those who sell off the
underlying assets to the more optimistic investors, get richer because
they sell at inflated prices. Thus, inflation in asset prices creates the
illusion that the financial sector is actually creating value for the
economy as a whole as it invests in and trades those assets whose
prices are being bid up. Investors then attribute the growth in their
portfolio values to the skills of their money managers (and are
willing to pay them well), when in reality, the cause is leverage-
driven asset inflation.

The standard story about the causes of the financial crisis
emphasizes that financial institutions were investing in “risky”
assets. This is true in that it is always more risky to invest leveraged
dollars than to invest unleveraged dollars, and many individual
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investors and financial institutions were operating with
extraordinarily high leverage by the mid-2000s. But what was it that
made the investments so risky and simultaneously so attractive? Why
were so many investors willing to turn their savings over to money
managers who were operating in this risky way? Are most investors
not risk-averse?

I argue below that, although investors are generally risk
averse, they nonetheless may want to use high levels of leverage in
boom times because leverage can boost the returns even on mediocre
investments. For this reason, investors were repeatedly willing to
turn resources over to people who work in the financial sector who
were using high levels of leverage. Moreover, investors allowed
financiers and money managers to pay themselves substantial wages
and bonuses for creating and trading risky securities that involved so
much leverage because investors perceived themselves as sharing in
the high returns. As a result, leverage in the system as a whole
allowed the financial sector to take a growing share of national
income in the form of wages, salaries, fees and bonuses, causing
compensation per employee in the financial sector to grow from
$35,000 per year in 1980 (in inflation-adjusted 2009 dollars) to
approximately $100,000 per year per employee (including secretaries
and clerks) since 2002—a fourth sense in which the financial sector
has become too large.

In other words, by generating inflation in the asset classes
they were financing, participants in the financial sector were able, for
an extended period, to show gains on the portfolios they were
managing that appeared to more than offset the costs of their own
compensation. Investors are more than happy to pay high fees,
salaries, commissions and bonuses to financial market actors who
arrange financing for them on good terms or help them get into
investments that appear to be making money. As long as the bubble
had not yet burst, the illusion of value creation therefore caused
investors to accept higher leverage and to justify extraordinary
compensation packages for the participants in the financial sector. In
this way, bubbles tend to redistribute wealth and income to the
people whose actions, collectively, are causing the financial bubble.
This redistribution is not necessarily reversed when the bubble
bursts. The creators of the bubble, in fact, keep much of the wealth
and income they capture during each cycle of bubbles, even after the
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bubbles burst.'” In this way, cyclical instability in the financial
markets acts as a one-way ratchet for financial sector compensation,
and a bubble-prone economy is an economy in which the distribution
of income and wealth is likely to be widening."

How much distortion in the distribution of income and
wealth has resulted from repeated cycles of bubble and burst in the
financial markets? We do not have a wholly accurate way to measure
bubbles, but consider what gross domestic product (“GDP”’) would
have been in 2007, the last year before the recession, if the financial
sector’s share of GDP had stayed what it was in 1980. The National
Income and Product Accounts (“NIPA”) show that, at its peak in
2007, the financial and insurance sectors accounted for 7.9% of
GDP. This compares with 4.9% in 1980. In other words, the financial
sector captured three percentage points more of GDP—about $412
billion worth—in 2007 than it had in 1980. This is equivalent to a
transfer of about $1365 from every person in the U.S. in 2007 to the
financial sector and to the people who work in that sector.

Meanwhile, much of the value we thought the economy
created in the mid-2000s turned out to be illusory—value that went
away when the bubble burst. The Pew Financial Reform Project

'2'As Nelson Schwartz and Louise Story reported recently, hedge fund
managers were paid hundreds of millions of dollars, even in the disastrous
year of 2008, and were capturing billions of dollars per year again by 2009.
Nelson Schwartz & Louise Story, Pay of Hedge Fund Managers Roared
Back Last Year, N.Y. TIMES, Apr. 1, 2010, at B1 (“But in a startling
comeback, top hedge fund managers rode the 2009 stock market rally to
record gains, with the highest-paid 25 earning a collective $25.3 billion . . .
beating the old 2007 high by a wide margin.”).

1 Steven N. Kaplan & Joshua Rauh, Wall Street and Main Street: What
Contributes to the Rise of the Highest Incomes? 33-35 (Ctr. Research Sec.
Prices, Working Paper No. 615, 2007) (discussing the rise in compensation
for Wall Street executives and corporate lawyers and concluding that this
rise contributes to the rise in the United States’ income disparity); Thomas
Philippon & Ariell Reshef, Wages and Human Capital in the U.S. Financial
Industry: 1909-2006 29-31 (Nat’l Bureau of Econ. Research, Working
Paper No. 14644, 2009) (concluding that deregulation and corporate finance
have played a causal role in increased wages and educational attainment for
financial sector workers); Thomas Philippon, The Evolution of the U.S.
Financial Industry from 1860 to 2007: Theory and Evidence 26-27 (N.Y.U.,
Nat’l Bureau of Econ. Theory, Center for Econ. Policy Research, 2008),
available at http://pages.stern.nyu.edu/~tphilipp/papers/ finsize.pdf (“This
paper argues that the role of Finance in economic activity varies over time,
and that this is reflected in the income share of the financial sector.”).
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estimates that from September 2008 through the end of 2009, the
U.S. GDP was $648 billion lower as a result of the financial crisis
than it otherwise would have been.'* In addition, some $3.4 trillion in
apparent real estate wealth had disappeared, and another $7.4 trillion
in apparent stock market wealth had also been lost.

Finally, one of the most troubling aspects of the fact that the
financial sector takes such a large share of total national income and
wealth is that wealth captured by financiers (or by any special
interest group) can be used to influence policy and resist reform. In
this way, income inequality, as well as a bubble-prone economy, may
perpetuate itself because principals in the financial industry have
much greater access to the halls of power in Washington and greater
influence over regulatory agencies."

The Dodd-Frank Act, passed by Congress in the summer of
2010, gives various regulatory bodies the authority and some of the
tools they need to begin actively regulating some parts of the shadow
banking system that were previously outside their reach. But
regulators, especially the Federal Reserve and the Federal Deposit
Insurance Corporation (“FDIC”), are taking their cues from the Basel
Committee, an international organization that coordinates bank
regulations across the leading countries. The Basel Committee has
put forward a proposed set of principles that, if implemented, could
begin to tighten controls on leverage.'® It remains unclear, however,
whether regulators will have the political will to set and enforce
standards that are tough enough to get leverage under control.

1. Explosion in Financial Innovation

The financial system in the United States is vastly different
today from what it was three or four decades ago, with many more

' Phillip Swagel, Cost of the Financial Crisis: The Impact of the September
2008 Economic Collapse, at 9 (Pew Econ. Policy Group, Fin. Reform
Project, Briefing Paper No. 18, 2010), available at http://www.pewfr.
org/project reports detail?id=0033 (“The difference between the CBO
forecast and the actual outcome for GDP comes to a total of $648 billion in
2009 dollars for the five quarters from the beginning of October 2008 to the
end of December 2009, equal to an average of $5,800 in lost income for
each of the roughly 111 million U.S. households.”).

15 See infra, at 44-47.

' See discussion of the status of Basel Committee efforts in Part VIII
below.
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institutional players, offering different kinds of savings vehicles,
credit vehicles and financial services. This section explains six
significant innovations in the financial sector that, collectively and
individually, led to less transparency, less regulation, more leverage
and more risk.

A. Money Market Funds

Many of the changes that are important to this story have
their roots in the period of high inflation in the U.S. in the 1970s."”
At that time, banks were restricted in terms of the interest they could
pay on deposits. With inflation exceeding 10% by the end of the
decade, individual and institutional investors were interested in
finding safe alternatives to deposits that would pay attractive interest
rates. Financial institutions responded by developing “money market
mutual funds.”"® Money market mutual funds are not insured by the
FDIC like deposit accounts at banks, but they were backed by large
and seemingly highly-secure financial firms as well as regulated by
the SEC (which regulates all mutual funds). Money market funds are
also required to hold relatively safe short-term instruments such as
Treasury bills, certificates of deposits (issued by banks) and
commercial paper.

These new vehicles for savings were important because they
provided highly liquid assets for investors that could, like “money”
in cash or checking accounts, be readily spent on investment or on
consumption. These funds, however, were managed by institutions
that were not regulated by the FDIC. Data from the Federal Reserve
show that in December of 1974, there was only about $1.6 billion
invested in money market mutual funds (both retail and institutional)
in the U.S., which compared with about $902 billion of so-called

17.J. Bradford De Long, America’s Only Peacetime Inflation: The 1970s 2
(Nat’l Bureau of Econ. Research, Historical Working Paper No. 84, 1996)
(discussing causes and nature of 1970s inflation).

" A “money market mutual fund” (also called a “money market fund”) is a
type of mutual fund that is required by law to invest in low-risk securities,
such as short-term bonds. ELLIE WILLIAMS, INVESTOR’S DESK REFERENCE
172 (2001) (detailing features common to money market funds). By
contrast, a “money market deposit account” is an account available at banks
that earns interest at a rate set by the bank based on rates available in money
markets. 1d. at 171. Money market deposit accounts usually impose limits
on the ability of customers to make withdrawals, so they are not as liquid as
checking accounts. Id.
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“M2”, which measures all currency, checking accounts, travelers’
checks, small time deposits and savings accounts at banks and
depository institutions, bank CDs and retail money market mutual
funds. "’ Figure 1 below shows how the dollar value of money market
mutual funds has grown since then as a percentage of M1 (currency,
checking accounts and travelers’ checks only) and M2. The
aggregate value of money market funds peaked at about 230% of
M1, and 43% of M2 in the spring of 2008.*°

1% Retail money market mutual funds (those available to small investors) are
included in the Fed’s measure of “M2,” but institutional money market
funds (those available to corporate and institutional investors) are not. BD.
OF GOVERNORS, FED. RESERVE SYS., THE FEDERAL RESERVE SYSTEM:
PURPOSES & FUNCTIONS 22 (2005) [herecinafter BD. OF GOVERNORS]
(explaining what categories of accounts and financials the Fed uses to
compute the various measures of the money supply). Institutional money
market funds were included in the Fed’s broader measure of money, “M3,”
until the Fed stopped measuring M3 in early 2006. BD. OF GOVERNORS,
FED. RESERVE SYS., STATISTICAL RELEASE H.6: MONEY STOCK MEASURES:
DISCONTINUANCE OF M3 (2005), http://www.federalreserve.gov/releases/
hé6/disem3.htm.

*» Money invested in money market mutual funds has declined somewhat
relative to M1 and M2 since mid-2008, partly because M1 and M2 have
grown as the Fed has added money to the economy to help stave off
recession, and also because nervous investors moved funds out of money
market mutual funds and into instruments they believe are safer such as
insured bank accounts (part of M1 or M2) or into short-term Treasury
securities.
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Fig. 1. Growth of Money Market Funds
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Source: Author’s calculations based on Bd. of Governors, Fed. Reserve Sys., Flow
of Funds Accounts of the United States, Tables L.121 and H.6. More details on file
with author.

As is suggested by this figure, money market mutual funds
(both retail and institutional) are now a major part of the “shadow
banking system” in the U.S., a vast system by which savings of
individuals and short-term assets of business are aggregated and
credit is provided to individuals and businesses outside the channels
of traditional banking.

B. Junk Bonds

A major financial market innovation of the 1980s was the
use of high-yield “junk” bonds to finance leveraged buyouts. “Junk”
bonds are bonds that are rated below investment grade (BB or lower)
by credit rating agencies. Leveraged buyouts (“LBOs”) were so-
named because they were transactions in which an investor or group
of investors (“LBO entrepreneurs™) bought all or controlling interests
in the equity of publicly-traded companies to take the companies
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private. The investors paid for their purchases with money borrowed
by using the expected cash flow of the acquired firm as collateral,
and they planned to pay off the debt by restructuring and dismantling
the firms, sometimes retaining a valuable core of the business. The
LBO entrepreneurs were often able to borrow as much as 90% or
more of the purchase price, a previously unheard of degree of
leverage in corporate financing outside of the banking system itself.

Because the leverage used was so high, some or all of the
bonds issued by the buyers to finance the acquisition were considered
quite risky. Therefore, the bonds paid an unusually high interest rate,
giving them their polite name of ‘“high-yield bonds” and their
pejorative name of “junk bonds.” The advantage to issuing firms of
using junk bonds was that the firms were able to bypass banks and
raise money without subjecting themselves to the oversight that a
bank would (presumably) insist on if the firm borrowed the money
from the bank. Moreover, most banks would not have loaned money
at all to firms with leverage ratios (debt/total assets) of 90% or more.
Investors have been willing to buy these securities for their
portfolios, on the other hand, because they believed that a substantial
part of the default risk associated with these securities could be
“diversified” away' (although the willingness of investors to invest in
junk bonds varies greatly between good times and bad times).
Although leveraged buyout activity subsided, junk bonds have
continued to be important financing tools for the corporate sector in
the U.S., representing 8.9 percent of all corporate offerings in 1999,
and 6.6 percent of all corporate offerings—some $210 billion
worth—in 2009.”

' One of the leading proponents of using junk bonds to finance takeovers
was Michael Milken, at Drexel Burnham Lambert, who argued that junk
bonds were good investments for investors because the risks associated with
junk bonds could be diversified away. DAVID HENDERSON, ESSAYS IN
PuUBLIC PoLICY: THE TRUTH ABOUT THE 1980s 21 (1994) (“Research by
economists, which the entrepreneurial junk-bond dealer Michael Milken
trumpeted to his customers, showed that lenders could hold a diversified
portfolio of such bonds and earn a higher return, even adjusted for the risk
of default, than they could earn by holding investment-grade bonds.”). In
the last decade, the illusion that the default risk of junk bonds could be
diversified away was enhanced through the use of “securitization” of these
bonds and derivative products that were supposed to offset remaining risk.
See sections below on securitization and derivatives.

? Bryan Keogh, Junk Bonds Capture Record Share of Sales as Yields Decline:
Credit Markets, BLOOMBERG, Apr. 9, 2010, http://www.bloomberg.
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Junk bonds played a niche role in the financial market crisis
of 2007-2009. Many regulated financial institutions, such as banks,
money market funds and pension funds, are not allowed to invest in
junk bonds because they are, by definition, below “investment
grade.” Thus in recent years some financial market players have
constructed portfolios of junk bonds and “securitized” these
portfolios by selling new securities backed by the portfolio of junk
bonds. The cash flows on a portfolio of bonds can be divided up in
such a way that some of these secondary securities are classified as
very safe. This means that banks, insurance companies, money
market funds and pension funds are permitted to hold them. Recent
estimates indicate that as much as $700 billion of high-yield
corporate debt is currently outstanding and will come due and need
to be paid off or refinanced from 2012 through 2014.°

C. Private Investment Funds

An important financial innovation in the 1990s and 2000s
was the development of private investment funds such as venture
capital funds, private equity funds and “hedge” funds. Private
investment funds operate outside the regulated part of the financial
sector. They can do so because they only accept investments from
wealthy individuals and financial institutions that are considered to
be sophisticated investors (“qualified purchasers”) under the terms of
the Investment Company Act,® which regulates mutual funds and
other investment companies that are open to investment by less
sophisticated individual investors. Venture capital funds specialize in
providing financing for start-up companies and firms that do not yet

com/apps/news?pid=20601009&sid=aXd7tp95rILA (“Global sales of junk
bonds were $210 billion in 2009, or 6.6 percent of all corporate offerings,
Bloomberg data show. The previous high was in 1999 at 8.9 percent. In the
U.S., companies have sold $74 billion of high-yield debt—rated below Baa3
by Moody’s Investors Service and less than BBB- by S&P—a record 22
percent of the overall market, compared with 13 percent in 2009.”).

’ Nelson D. Schwartz, Corporate Debt Coming Due May Squeeze Credit,
N.Y. TIMES, Mar. 16, 2010, at Al (“The result is a potential financial
doomsday, or what bond analysts call a maturity wall. From $21 billion due
this year, junk bonds are set to mature at a rate of $155 billion in 2012, $212
billion in 2013 and $338 billion in 2014.”).

* Investment Company Act of 1940, 15 U.S.C. §§ 80a—-2(a)(51), 80a-3(c)(7)
(2010) (providing an exemption from regulation as an investment company
for securities issuers whose securities are held by “qualified purchasers”).
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have sufficient cash flows or promise of profits in the future to be
able to sell equity shares to the public. Private equity funds typically
invest in large blocks of publicly-traded companies to get control, or
they buy out the entire company to take it private and restructure it,
with the idea of selling it back to the public again a few years later.
Hedge funds specialize in investing in commodities, currencies and
derivative securities. All of these classes of investments are
potentially very high risk, and therefore many banks and regulated
financial institutions are restricted in their ability to make such
investments directly.

The U.S. government doesn’t collect data on the private
investment funds part of the financial sector, but Kaplan and Rauh
report data from several consulting firms that indicate that, as of
2005, hedge funds had approximately $900 billion to $1 trillion
under management, venture capital funds had about $26 billion and
private equity funds had about $131 billion.” This compares with
total financial assets in the commercial banking sector of about
$9.844 trillion in 2005.° Participants in the private investment fund
sector, especially hedge funds, were actively involved in the
speculation and trading that led up to the financial crisis. The private
investment fund sector has operated largely outside the reach of
regulatory authorities, although, the Dodd-Frank Act provides that
any such firm can be subject to regulation by the Federal Reserve if it
is identified as posing a threat to the stability of the financial system.’

> Kaplan & Rauh, supra note 13, at tbl.3a-3b (providing data on the amount
of money under management within different types of investment pools).

® BD. OF GOVERNORS, FED. RESERVE SYS., FLOW OF FUNDS ACCOUNTS OF
THE UNITED STATES, Table L.109, available at http://www.Federal
reserve.gov/RELEASES/z1/.

" Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No
111-203, § 113, 124 Stat. 1398-1402 (2010) (“The Council, on a
nondelegable basis and by a vote of not fewer than 23 of the voting
members then serving, including an affirmative vote by the Chairperson,
may determine that a U.S. nonbank financial company shall be supervised
by the Board of Governors and shall be subject to prudential standards, in
accordance with this title, if the Council determines that material financial
distress at the U.S. nonbank financial company, or the nature, scope, size,
scale, concentration, interconnectedness, or mix of the activities of the U.S.
nonbank financial company, could pose a threat to the financial stability of
the United States.”).
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D. Asset Securitization

One of the most important processes through which non-
bank financial firms have taken over large parts of the financing
activity that historically would have been done by banks had its start,
ironically, in financial innovation by the U.S. government. This is the
process of “securitization” of financial assets. Prior to the 1980s,
banks that made loans to businesses or individuals usually held the
loans in their own portfolios until the loans were paid off. In the
1970s, in an effort to make it easier for families to buy houses, the
Government National Mortgage Association (“GNMA” or “Ginnie
Mae”) began buying mortgages from banks so banks could then
reinvest the money they received for old mortgages in newly issued
mortgages. GNMA formed portfolios or pools of mortgages that they
purchased from banks and then sold securities based on the cash flow
from these mortgages.

In the early days of securitization of mortgages, the securities
offered a pro-rata share in the income from an entire bundle of
mortgages backing the security.® By the late 1980s, when the Federal
National Mortgage Association (“Fannie Mae”), and the Federal
Home Loan Mortgage Corporation (“Freddie Mac”) began
securitizing mortgages, the securities were “tranched,” meaning that
they were structured so that some classes of securities were to
receive the income from the mortgages that were paid off first, and
other classes were to be paid only after the more senior classes were
paid. If, in general, no more than 5% of a particular pool of
mortgages would be expected to default, a claim on the first 50% of
the mortgages to pay off would be very low risk because the default
risk would all be concentrated on the securities whose claims are
based on the second 50% of mortgages to be paid off (of which 10%
would now be expected to default). The security that represents a
claim on the first “tranche” of mortgages, then, might receive a high
enough credit rating that regulated financial institutions would be
allowed to invest in them.” Banks, in particular, were not required to

8 This structure, in which there are no classes of securities, and no priorities
are established, is called “pass through securitization.” Joshua Coval, Jakub
Jurek & Erik Stafford, The Economics of Structured Finance, 23 J. ECON.
PERSPECTIVES. 3, 5-6 (2009) (providing basic anatomy of collateralized debt
obligations with specific attention to the tranching of the these products).

? Brunnermeier, supra note 7, at 78-79 (discussing rights of holders of debt
in the ‘super senior tranche’ category).
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hold as much risk capital relative to investments in securitized
instruments as they would have been required to hold to be invested
in the original loans.'® In other words, they could invest in mortgage-
backed securities (“MBS”) on a more highly leveraged basis than
they could when investing directly in mortgages.

Once the model of securitizing mortgages was fully devel-
oped, banks and investment banks applied the idea to other classes of
assets, such as automobile loans, credit card balances, insurance
policies, corporate bonds, including junk bonds, student loans,
equipment leases and small business loans. The general name for these
securities is asset-backed securities (“ABS”). From 1995 through
2004, ABS amounts outstanding grew by 19 percent per year."'

From 2000 onward, the packaging and reselling of financial
assets through securitization proceeded at an extraordinary pace.
Financial institutions found that if they could sell off their loans as
soon as they made them, they would capture the transaction fees for
creating the individual loans and the servicing fees for serving as the
collection agent for those loans. They could also quickly recover
their investment dollars, enabling them to turn around and do it
again, and again and again."” This process made a virtual avalanche
of credit available to individuals and businesses."

' Rene M. Stulz, Credit Default Swaps and the Credit Crisis, 24 J. ECON.
PERSPECTIVES. 73, 80 (2010) (“[Flinancial institutions generally were able
to hold less regulatory capital if they packaged loans in securities and held
them on their balance sheet than if they just kept the loans on their balance
sheet. . ..”).

"' Tarun Sabarwal, Common Structures of Asset-Backed Securities and their
Risks, 4 CORP. OWNERSHIP & CONTROL 258, 258-65 (2006) (“In nominal
terms, over the last ten years, (1995-2004), ABS amount outstanding has
grown about 19 percent annually.”).

"2 The Securities Industry and Markets Association estimates that from 2002
through 2008, 55 to 60% of home mortgages were securitized, while around
30 to 35% of commercial mortgages, multi-family mortgages, and consumer
credit were securitized. SECURITIES INDUSTRY & FINANCIAL MARKETS
ASS’N, RESTORING CONFIDENCE IN THE SECURITIZATION MARKETS 37
(2008), http://www.americansecuritization.com/uploadedfiles/Restoring
ConfidenceSecuritizationMarketsReport.pdf (providing data regarding the
ratios of different mortgages that were securitized to overall mortgages
written broken down by category of mortgage).

' Brunnermeier, supra note 7, at 78-79 (“The creation of new securities
facilitated the large capital inflows from abroad. . . . Financial innovation
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The repackaging of credit instruments through securitization
made individual securities as well as whole classes of securities more
opaque, in that it became difficult to assess the actual riskiness of the
securities. The process of bundling ABSs together and issuing new
securities based on pools of ABSs—called collateralized debt
obligations (“CDO”)—only exacerbated the problem. Even worse, at
the peak of the bubble, some investment banking firms and other
participants in the credit markets were actually creating so-called
“synthetic CDOs,” which were securities with no assets backing
them that were designed, rather like fantasy-league baseball teams, to
provide a payoff that mimicked a hypothetical portfolio of actual
securities. Neither the seller nor the buyer of synthetic CDOs
necessarily owned the underlying mortgages, or loans, or asset-
backed securities on which the bet was based. Depending on the
details of how they were structured, they could give the parties to the
bet the same schedule of contingent gains or losses as if they were
holding the actual assets, but with little or no money down, creating
the possibility of an almost infinitely leveraged investment!

As it became increasingly difficult to evaluate the riskiness
of layers of various securities, financial firms began adding insurance
policies to the bundles to ensure that the credit rating agencies would
still classify them as low risk. These insurance policies were
designed to pay off if the assets underlying the securities went into
default. These insurance policies were not called “insurance,”
however. They were called credit default swaps (“CDS”). This was
important because if they had been classified as insurance contracts,
they likely would have been regulated by insurance regulators at the
state level in the U.S., and the sellers of the policies might have been
required to hold sufficient collateral to be able to make good on their
promises to pay in the event of default.'"* “Swaps,” however, are a
type of derivative contract, which I take up in the next section.
Importantly, swaps were not regulated or traded on exchanges. The

... led to an unprecedented credit expansion that helped feed the boom in
housing prices.”).

' Because CDS issuers were not required to hold much in the way of
collateral for their potential obligations, the issuers of CDSs were also able
to operate with extraordinarily high effective leverage. See discussion of
leverage in parts I and I1I below.
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Dodd-Frank Act requires that all swaps suitable for clearing must be
cleared through a central exchange."

As the business of issuing and trading securitized credit
instruments grew in the last couple of decades, several new
categories of credit market institutions have become important, and
the Federal Reserve has begun collecting aggregate data on the
activities of these institutions. Figure 2 below shows the growth in
assets in a subset of financial institutions in the “shadow banking

15§ 723 of the Dodd-Frank Act (to be codified at 7 U.S.C. § 2) requires
clearing and exchange trading for swaps to be regulated by the Commodity
Futures Trading Commission (“‘(1) IN GENERAL.—“(A) STANDARD
FOR CLEARING.—It shall be unlawful for any person to engage in a swap
unless that person submits such swap for clearing to a derivatives clearing
organization that is registered under this Act or a derivatives clearing
organization that is exempt from registration under this Act if the swap is
required to be cleared.”) and § 763 of the Dodd-Frank Act (to be codified at
15 U.S.C. § 78a et seq.) sets out parallel rules for swaps regulated by the
Securities and Exchange Commission (“‘(a) IN GENERAL.—“(1)
STANDARD FOR CLEARING.—It shall be unlawful for any person to
engage in a security-based swap unless that person submits such security-
based swap for clearing to a clearing agency that is registered under this Act
or a clearing agency that is exempt from registration under this Act if the
security-based swap is required to be cleared.”). Dodd-Frank Wall Street
Reform and Consumer Protection Act, Pub. L. No 111-203, §§ 723, 763,
124 Stat. 1675-82, 1762 (2010). MARK JICKLING & KATHLEEN ANN RUANE,
CONGRESSIONAL RESEARCH SERVICE, THE DODD-FRANK WALL STREET
REFORM AND CONSUMER PROTECTION ACT: TITLE VII, DERIVATIVES 5
(2010) (“Title VII of the Dodd Frank Act creates largely parallel clearing
and exchange trading requirements for swaps and security-based swaps as
those terms are defined by Title VII and will be further defined by the
CFTC and the SEC.”). Under the terms of the Dodd-Frank Act, an exchange
will be created for trading of standardized swaps, and such swaps will be
required to go through this exchange. These rules will not affect customized
swaps, but such swaps must be reported to a trade repository or to the CFTC
or SEC. WEIL, GOTSHAL & MANGES LLP, FINANCIAL REGULATORY
REFORM: AN OVERVIEW OF THE DODD-FRANK WALL STREET REFORM AND
CONSUMER PROTECTION AcCT 11, available at http://www.weil.com/
files/upload/NY %20Mailing%2010%20FRR%20100721%20Weil Dodd
Frank Overview 2010 _07 21.pdf (“The cornerstone of [Dodd-Frank] with
respect to derivatives is the centralized clearing requirement. Congress has
mandated centralized clearing for all swaps that the CFTC or the SEC
determines should be cleared through a registered clearinghouse, and that
are otherwise accepted by one or more clearinghouses for clearing.”).
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system” that are active in securitizations,'® relative to total assets in
traditional depository institutions, including banks, savings
institutions and credit unions. As is clear from this figure, growth in
the securitization part of the shadow banking system took off during
the 1980s, and by 2008 this subset of the financial sector accounted
for substantially more in total assets than did traditional depository
institutions.

Fig. 2: Growth in Assets in Shadow Banking System Relative to
Assets in Banks

Ratio of Assets in Shadow Banking to Assets in
Depository Institutions
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Source: Author’s calculations based on Flow of Funds Accounts of the United
States, Bd. of Governors, Federal Reserve System, Table L.1. Shadow banking
assets is the sum of assets in government sponsored enterprises, agency- and GSE-

' These include government-sponsored enterprises such as Ginnie Mae and
its cousins, Fannie Mae and Freddie Mac, plus a category called “Agency-
and GSE-backed mortgage pools” which are specially-created entities that
exist solely for the purpose of holding mortgages backed by GSEs and
issuing the securities based on them. It also includes a category called “ABS
issuers,” which are similar to mortgage pools, but they hold other kinds of
loans, such as student loans or credit card loans. Furthermore, it includes
finance companies, like GE Capital, that are subsidiaries of non-bank
corporations but that exist to provide credit to customers of GE. Finally, it
includes brokers and dealers, including investment banks.
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backed mortgage pools, ABS issuers, finance companies and brokers and dealers.
Depository institutions assets is the sum of commercial banking, savings institutions
and credit unions. More details on file with author.

E. Derivatives

Since the mid-1990s, hedge funds have led the way in a
massive expansion in issuing and trading derivatives. Derivatives are
contracts whose value depends on some underlying asset. Such
contracts are actually better understood as bets. Swaps and options,
for example, are essentially bets that counterparties make among
themselves about whether some underlying asset will decline in
value, or increase in value.

Derivative transactions are usually explained as a mechanism
for hedging other positions in the portfolios of one or both parties to
the transaction. “Credit default swaps” (“CDS”), for example, were
ostensibly sold to provide insurance for the holders of asset-backed
securities (“ABS”) and CDOs, so that if the underlying loans
defaulted, the holder of the securities based on those loans would be
protected.'” Reliable records on CDS were not kept until 2001, and in
that year, the notional value of all CDS at the end of the year was
$919 billion (see Figure 3.). By the end of 2005, there were $17
trillion worth of CDS outstanding, almost twice the total amount of

7 Because CDS supposedly provided such protection, banks that invested in
MBS, ABS, or CDOs were not required to hold as much capital if the bank
also held CDS protecting those instruments, so the availability of CDS made
it possible for banks to leverage themselves even higher. BASEL COMM. ON
BANKING SUPERVISION, INTERNATIONAL CONVERGENCE OF CAPITAL
MEASUREMENT & CAPITAL STANDARDS [BASEL I] (1988) (determining risk-
weighted capital requirements for loans backed by mortgages). See also
Jeffrey T. Prince, et al., Synthetic CDOSs, in FRANK J. FABOZZI & STEVEN V.
MANN, EDS., THE HANDBOOK OF FIXED INCOME SECURITIES 696 (2005),
available at http://halfchai.files.wordpress.com/ 2009/07/frank-j-fabozzi-
the-handbook-of-fixed-income-securities-7the.pdf (“Under Basel I, banks
must hold 8% regulatory capital against the par of assets that are 100% risk
weighted. Most regulators will lower this regulatory capital requirement to
1.6% (20% of the 8%), where risk is transferred via a default swap as long
as the swap counterparty is an Organization for Economic Cooperation and
Development (OECD) institution. If the risk is transferred in a credit-linked
note (CLN) format and the collateral for those notes is very high quality,
such as Treasurys, the risk weighting could be even lower.”).
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household mortgage debt at the time.'® At the peak of CDS activity,
in 2007 (just before the financial market collapse), there were $62
trillion worth of CDSs outstanding—almost twice the total of all
credit market assets held by the financial sector in the U.S."”

Fig. 3. Total Credit Default Swaps Outstanding (Billions of USD)
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Source: International Swaps and Derivatives Association, “ISDA Market Survey.”

This is evidence that some CDSs and other derivatives were
not really being used to offset risk associated with holding some
underlying debt instrument. No well-run insurance company would
sell a homeowner $1 million worth of insurance on a $500,000 house
because that would give the homeowner a huge incentive to burn the
house down. The same logic should apply to the derivatives market.

'8 Federal Reserve Flow of Funds Accounts, Table L.100 reports that in
2005, households and non-profit organizations had total house mortgage
debt of $8.848 trillion. BD. OF GOVERNORS, FED. RESERVE SYS.,
STATISTICAL RELEASE Z.1: FLOW OF FUNDS ACCOUNTS OF THE UNITED
STATES: 2005-2009 Table L.100 (2010).

' Federal Reserve Flow of Funds Accounts, Table L.l reports that the
financial sector of the U.S. economy held $36.535 trillion in credit market
assets in 2007. BD. OF GOVERNORS, FED. RESERVE SYS., supra note 38, at
Table L.1.
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By the mid-2000s, however, many institutional investors that were
buying CDS did not hold the underlying loans or mortgages, nor
even any ABSs or CDOs based on them, in their portfolio. Some
investors that did hold the underlying assets were vastly “over-
insured.”

The only way to make sense of what was happening is to
understand that to “over-insure” is a way to place a bet which you
win if some bad event occurs. In the mid-2000s, many financial
market participants were using derivatives not so much to offset
other risks but to place bets with each other about a whole variety of
financial indicators and securities. By the mid-2000s, for example,
there were vastly more currency and interest rate swaps outstanding
than could possibly be needed to offset underlying risks in currency
and bond markets that the bettors were actually bearing. In Figure 4,
we see that, by 2007 there were nearly $400 trillion worth of other
derivatives (interest rate swaps, currency swaps, interest rate options
and equity derivatives) outstanding. Because derivatives permit an
investor to bet on an underlying market with very little up-front
commitment of funds, derivatives can be extremely highly-leveraged
investments.

Fig. 4. Total Interest Rate and Currency Derivatives Outstanding
(Billions of USD)
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F. “Repos”

“Repurchase agreements,” nicknamed “repos” in the credit
markets, are exchanges in which one party, usually a financial firm,
sells a financial instrument to another financial firm at a discount to
its market value, with a promise to buy the instrument back a short
time later at its full market price. The difference between the price
the seller gets and the price the seller will have to pay to buy the
instrument back provides a return to the buyer for the use of the
money during the intervening days. Thus, a repo is like a secured
loan, in which the “borrower” puts some asset—such as a treasury
security, bond, or CDO—into a collateral account until the borrower
pays off the loan. An important legal difference between a repo and a
secured loan is that in a repurchase agreement, legal title to the
underlying security actually passes to the purchaser.”

Repurchase agreements can have terms of several months or
more, but they have come to be used by financial firms for very
short-term funding needs, especially for overnight borrowing. Repos
have been regarded as very safe and liquid investments for banks and
money market mutual funds because they are typically quite short-
term, and the investor/lender can always take possession of the
underlying asset if the seller/borrower defaults.

In the last few years leading up to the financial crisis,
investment banks, brokers and dealers came to rely heavily on repos
as a source of funding, with repos accounting for more than a third of
total liabilities of brokers and dealers from 2005-2007.%' Banks have
also increasingly turned to repos as a source of investment funds to
supplement deposits, with repos in some recent years accounting for
as much as 9% of commercial bank liabilities.* Data on repos have
been collected only sporadically, but the Bank of International
Settlements estimates that the repo market doubled in size from 2002

% The possibilities are more complicated than this summary suggests, since

for some types of repos the security is held by a third party. These are

sometimes called “tri-party repos.” But those details are not necessary for

my purposes in this essay.

2 BD. OF GOVERNORS, FED. RESERVE SYS., supra note 38, at Table L.207.
Id.
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to 2007, when gross amounts outstanding totaled about $10 trillion
each in the U.S. and Europe, and another $1 trillion in Britain.*

One of the factors that may have been driving the use of
repos is that the accounting treatment of these transactions is
somewhat flexible, depending on the details of the particular
agreements. In cleaning up the September 2008 bankruptcy of
Lehman Brothers Holdings, Inc., investigators uncovered evidence
that Lehman Brothers classified large quantities of repos as “sales”
transactions, rather than financing transactions, thereby hiding as
much as $50 billion in effective debt both from the market and from
regulators.”* In late March of 2010, the Securities and Exchange
Commission undertook a broad investigation of about two-dozen
large financial and insurance companies to see if other firms have
similarly been misusing repos to hide debt. In early April, the Wall
Street Journal reported that at least 18 large banks, including
Goldman Sachs Group Inc., Morgan Stanley, J.P. Morgan Chase &
Co., Bank of America Corp. and Citigroup Inc. were understating
their debt levels throughout 2009 and into 2010 by an average of
42%, mostly by engaging in repo transactions at the end of each
reporting period in which they temporarily “sold” assets in exchange
for cash.”

In the next section, I take up the question of how excessive
leverage in the financial sector has been used to enhance profits, and
in Section IV, I discuss how leverage helps to generate asset bubbles.

2 GARY B. GORTON, SLAPPED BY THE INVISIBLE HAND: THE PANIC OF 2007
44 (2010); Peter Hordahl & Michael R. King, Developments in the Repo
Markets During the Financial Turmoil, 2008 BIS Q. REv. 37, 37.
* Fawn Johnson, UPDATE: SEC Queries Large Institutions on Repurchase
Agreements, DOw JONES NEWSWIRE, Mar. 29, 2010 (“The SEC's inquiry
follows recent revelations that Lehman Brothers Holdings Inc. allegedly
used repurchase agreements to mask some $50 billion in debt before it
collapsed in 2008.”).
» Kate Kelly, Tom McGinty & Dan Fitzpatrick, Big Banks Mask Risk
Levels, WALL ST. J., April 9, 2010 (“Major banks have masked their risk
levels in the past five quarters by temporarily lowering their debt just
before reporting it to the public. . . . A group of 18 banks—which
includes Goldman Sachs Group Inc., Morgan Stanley, J.P. Morgan Chase
& Co., Bank of America Corp. and Citigroup Inc.—understated the debt
levels used to fund securities trades by lowering them an average of 42%
at the end of each of the past five quarterly periods, the data show. . ..”).
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Il. “Shadow Banking” in the Financial System

For the last three decades, the growth of activity in the
“shadow banking system” has outpaced that of the banks and other
depository institutions, so that, as we noted above, by 2007, assets in
the shadow banking system had come to exceed those in the formal
banking system by a wide margin.

In a 2008 speech, Timothy Geithner, then President and CEO
of the Federal Reserve Bank of New York, reported some indicators
of the growth of the shadow banking system:

In early 2007, asset-backed commercial paper
conduits, in structured investment vehicles, in
auction-rate preferred securities, tender option bonds
and variable rate demand notes, had a combined
asset size of roughly $2.2 trillion. Assets financed
overnight in triparty repo grew to $2.5 trillion.
Assets held in hedge funds grew to roughly $1.8
trillion. The combined balance sheets of the then five
major investment banks totaled $4 trillion. In
comparison, the total assets of the top five bank
holding companies in the United States at that point
were just over $6 trillion, and total assets of the
entire banking system were about $10 trillion.*

Adrian and Shin use data from the Federal Reserve, Flow of
Funds, to report on some of the components of the shadow banking
system and compare it to data on bank-based assets.”” They find that
at the end of 2007, bank-based assets totaled $12.8 trillion, whereas
what they call “market-based institutions” had assets totaling $16.6
trillion.”® Market-based institutions, as they use the term, means

* Timothy Geithner, President & Chief Executive Officer, Fed. Reserve
Bank of N.Y., Reducing Systemic Risk in a Dynamic Financial System
(June 9, 2008), available at http://www.bis.org/review/r080612b.pdf.

7 Adrian & Shin, supra note 3, at 1-5 (displaying several charts titled “US
Flow of Funds, Federal Reserve” that compare the percentage of assets held
by shadow banks compared with the percentage of assets held by
commercial banks).

% 1d. at 1 (displaying a chart comparing “bank based” total assets to “market
based” total assets). These data suggest a ratio of assets of market-based
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institutions that fund themselves by issuing securities (rather than by
accepting deposits).”’

This matters because the market-based institutions that
Adrian and Shin refer to avoid many of the regulations that apply to
banks. Two types of regulations in particular that apply to banks are
important for this story. The first are “reserve requirements,” and the
second are “capital requirements.” Reserve requirements determine
how much of the funds that are deposited in banks by bank
customers may be loaned out or invested to earn a return.*® Capital
requirements are more complicated in application, but they
essentially determine what share of total assets must be financed with
equity capital rather than with debt.’’ Both types of regulation matter
for the “multiplier” effect that banking activity has on the effective
supply of money (and credit) in the economy.

A. Reserve Requirements and the Money Multiplier

When banks receive deposits of money from their customers,
they are normally eager to invest the money by making loans or
buying securities, because the way that they make profits is to earn
more on the loans and investments than they have to pay in the form

financial institutions to bank asset of 1.3, which is close to the ratio I report
in Fig. 2 the ratio of shadow banking assets to bank assets.

¥ Adrian and Shin’s explanation of what they mean by “market-based
institutions” corresponds to what I included as components of the “shadow
banking system” in Fig. 2 above. Id. at 1 (displaying a chart breaking the
components of “market based” banking into “ABS issuers, Broker Dealers,
Finance Co., GSE Mortgage Pools, and GSE”).

30 Reserve requirements are determined by the Federal Reserve. “Reserve
requirements are the amount of funds that a depository institution must hold
in reserve against specified deposit liabilities. Within limits specified by
law, the Board of Governors has sole authority over changes in reserve
requirements. Depository institutions must hold reserves in the form of vault
cash or deposits with Federal Reserve Banks.” Board of Governors of the
Federal Reserve, Reserve Requirements, http://www.federalreserve.gov/
monetarypolicy/reservereq.htm (last visited Oct. 24, 2010).

3! The Federal Reserve also determines capital requirements, but in a highly
flexible way that specifies a target level of capital as a percentage of so-
called “risk-weighted” assets. The targets that the Fed implements are
influenced by international standards set by Basel Committee on Banking
Supervision and the Bank of International Settlements. See further
discussion of capital requirements below.



2010-2011 FINANCIAL INNOVATION & DISTRIBUTION OF INCOME 253

of interest on the deposits. But they are not permitted to loan out all
of the deposited money. Instead, they are required by law to put a
certain percentage of those deposits aside as reserves in the form of
cash in the vault or as deposits in reserve accounts with the Federal
Reserve. The rationale for this requirement is to make sure that the
bank always has some cash available to pay out when their
depositors write checks on their balances or want to make
withdrawals. The amount that banks are required to keep as reserves
is known as a “reserve requirement.” Since the reserve requirement is
a fraction of total deposits, we have what is called a “fractional-
reserve banking system.”

The reserve requirement can affect how much new money
will be created by the banking system for every new dollar that the
Fed injects into the economy. The Fed creates money in one of two
ways—it creates currency by printing new bills and stamping out
new coins and it increases the liquid funds available by purchasing
the bank’s Treasury securities with cash.*® Once a bank has received
cash for some of its securities, the bank will have excess reserves and
can then loan out a fraction of that new cash. However, the total
money available to lend is not limited to the first bank’s loan. In a
fractional-reserve system, the banking system multiplies the amount
of new money. Here is how this works:

Suppose that Bank A receives $1,000,000 in new cash from
the Federal Reserve. And suppose that the reserve requirement is
10%, meaning that the bank must hold at least $100,000 of the new
cash in reserve. But Bank A can loan out the rest, or $900,000, which
it does to Customer A.

Say that Customer A pays the $900,000 to a builder who has
built a new McMansion for A. The builder then deposits her
$900,000 into Bank B. Now Bank B has excess reserves, and can
loan out 90% of the new deposits, or $810,000 to some Customer B.
Customer B, in turn, spends the money, and those who receive the
money deposit it into Bank C. Bank C thus receives $810,000 of new
deposits, of which it can now loan out $729,000. The customer who
receives the $729,000 again deposits it in some other bank, which
can then loan out $656,100. Etc. When you repeat this process, the

32 The Federal Reserve does not have to create actual currency in order to
pay “cash” for the securities it purchases. Instead, it can increase the money
that a bank has in its reserve account held by the Fed by simply making an
accounting entry.



254 REVIEW OF BANKING & FINANCIAL LAW Vol. 30

amount of money in circulation increases in a predictable way, as
noted below:

Fed injection of cash into Bank A: $1,000,000
New deposit into Bank B: 900,000
New deposit into Bank C: 810,000
New deposit into Bank D: 729,000
Etc:

Total new deposits in banking system: ~ $10,000,000

The total sum of this infinite series is $1,000,000, divided by
the reserve ratio, or in this case, $1,000,000/.1 = $10,000,000. In
setting the reserve requirement, the Federal Reserve can generally
control the amount of what it calls “M1” (cash plus checkable
deposits plus travelers’ checks) in the economy by controlling how
much cash and reserves (cash plus bank reserves are called the
“monetary base”) it injects into the system. In this simple example,
$1 million of new money in the monetary base results in $10,000,000
of new M1. The ratio of new M1 created for every new dollar in the
monetary base is called the “money multiplier.” In a fractional-
reserve system with a 10% reserve requirement, in which the only
way that money can be held in the private sector is in the form of
checkable deposits, and in which banks always loan out as much
money as they are entitled to loan out under the regulations, the
money multiplier would be $10,000,000/$1,000,000 = 10.

In practice, the amount of money in the economy is
multiplied by the action of banks as described above, but there are
other factors at work so that the multiplier is less than 10. For
example, many people hold money outside the banking system, in
the form of cash (in cash registers in retail stores, for example). The
multiplier can work only on the money deposited in banks. The
money multiplier is also reduced if banks do not loan out or invest all
of the money they would be entitled to loan out under the reserve
requirement rules. In the wake of the financial crisis, many banks
have been very wary about making new loans, so they have held on
to new cash when they get it. This caused the money multiplier to
collapse in late-2008, which has made it more complicated for the
Federal Reserve to create enough new money to offset the sudden
constriction of credit and liquidity in the system in 2008 and 2009.”

33 The M1 money multiplier has been less than 1 since late 2008, meaning
that when the Federal Reserve adds a dollar of cash or reserves to the
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But in normal times, the M1 money multiplier (the ratio of M1 to the
monetary base) is greater than 1, meaning that for every dollar of
cash and bank reserves that the Federal Reserve creates and injects
into the banking system, banks create more than $1 worth of
checkable deposits, so that M1 expands by more than the additional
dollar.*

As should be clear by now, while the Federal Reserve
directly controls only the monetary base, in practice it has substantial
influence over M1 through its control over the monetary base and its
control over the reserve requirement. But M1 is no longer the only
“money” in the economy. In practice, financial innovation has
created new ways in which people and businesses can hold financial
assets, or spend money, without actually handling cash or even
writing checks on checkable deposits. An individual may have a
home equity line of credit, for example, which enables her to borrow
against the equity in her house, as needed. The homeowner could
also make payments on the line of credit by setting up an automatic
payment arrangement with her bank in which the bank takes assets
out of the customer’s savings or money market account at certain
times each month. Businesses may have a line of credit with a bank
or with a supplier, and the “payables” associated with that line of
credit might even be settled from time to time by bank transfers from
the business’s accounts to those of the suppliers.*® Large corporations
and financial institutions also have important alternatives to
checkable deposits where they can either lend or borrow for very
short terms. Businesses can issue and sell “commercial paper,” which
are very short-term bonds, or raise money by selling securities

banking system, less than a dollar of new M1 is actually created. This is an
example of a classic Keynesian “liquidity trap.” The Federal Reserve Bank
of St. Louis keeps track of monetary aggregates and regularly posts data on
the M1 multiplier. See Federal Reserve Bank of St. Louis, M1 Money
Multiplier (MULT), http://research.stlouisfed.org/fred2/series/MULT (last
visited Oct. 24, 2010) (showing a chart where the money multiplier is less
than 1).

** Paul Krugman and Robin Wells state that the normal money multiplier is
about 1.9, but in recent years, the multiplier has been trending downwards.
PAUL KRUGMAN & ROBIN WELLS, MACROECONOMICS 395 (2d ed. 2009).
An important reason for this is that a rising share of transactions taking
place use such near-money instruments as money market funds and lines of
credit, so that the economy needs less in the way of cash and checkable
deposits for a given level of economic activity. See discussion infra.

3 Payroll deposit plans are an example of this.
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together with a promise to repurchase the securities in the “repo
market.” In many instances, especially in the case of individual
consumers or small businesses, assets may have to flow through a
bank checking account to pay off credit balances, but they may
appear only very briefly as funds in a checkable account. Thus to
understand how liquidity is supplied by the financial system, we need
to also understand these other mechanisms, and how they influence
economic activity.

In addition to M1, the Federal Reserve also tracks a broader
measure of the money supply, called M2, which includes all of M1
plus time deposits, savings accounts, retail money market funds and
bank CDs. Throughout the last half of the 20™ century (until 2006),
the Federal Reserve also tracked an even broader measure called M3,
which included large time deposits, institutional money market funds
and repurchase agreements. And we could easily imagine an even
broader measure that might include credit card accounts, lines of
credit, or commercial paper. What becomes clear as we think about
these broader categories of what is sometimes called “near money,”
is that various forms of credit often serve as a substitute for money in
the economy. While the Federal Reserve has significant influence
over the narrow measures of money in the economy, it has much less
influence over the supply of credit more generally, except through its
influence on interest rates.

B. Leverage and the Supply of Credit

As discussed above, financial innovation has now created
numerous alternative ways that investors can invest surplus funds
and numerous ways that individuals and businesses can get credit
that can almost completely bypass the banking system. In the last
three decades, the supply of credit from outside the banking system
has vastly outgrown the supply of money and credit made available
by banks. This is clear from Figure 2 above, which shows the growth
of assets in the shadow banking system relative to assets in
traditional depository institutions.”® The ratio of “shadow banking”

%% Recall that the assets of a bank or other financial institution consist almost
entirely of its financial investments, such as its portfolio of loans or
securities, which are a source of credit for the “real” economy, where goods
and services are created and exchanged. Thus the total assets of banks, or
other financial firms, is a good measure of the amount of credit financial
firms are supplying to the economy.
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assets to banking assets was very small in the 1940s and early 1950s,
but by the mid-1990s, it exceeded 1, and it has stayed well above 1
since then. This means that more total credit is available to the U.S.
economy now through the five types of institutions tracked by the
Federal Reserve that 1 have identified as heavily involved in
securitization (finance companies, government-sponsored entities,
mortgage pools, ABS issuers and brokers and dealers) than through
banks.

Although the total amount of money that banks can create (in
the form of additional checkable deposits) is constrained by the
reserve requirement that banks face, the total amount of credit
(including near money instruments) that banks and other financial
institutions can create is constrained ultimately not so much by the
reserve ratio, but by the ability of these institutions to raise capital
from sources other than bank deposits—by borrowing, selling debt
securities, or selling stock. With these other sources of finance
capital, a key factor limiting aggregate credit is the degree to which
the institutions may be “leveraged.”’

Leverage is a measure of the degree to which an institution
relies on debt rather than equity for financing. Sometimes it is
measured in terms of the ratio of total debt to total assets of the
borrowing firm, and sometimes as the ratio total assets to equity. In
the banking sector, banks not only face reserve requirements, they
also face what are called “capital” requirements.”® Capital
requirements, to oversimplify, determine the amount by which a
bank’s total assets (cash plus loans or other investments) must
exceed its liabilities (deposits, plus any borrowing in credit
markets).” Capital requirements determine how much of a financial

A key distinction between reserve requirements and capital requirements
is that reserve requirements are designed to ensure that a bank maintains
enough of its assets in highly liquid form that it can pay out money to
depositors on demand. The capital requirement is intended to ensure that the
bank stays solvent—that the value of its assets always exceeds its liabilities.
* Outside of the regulated banking sector, capital levels have not
historically been regulated, although prior to the financial crisis, most
economists believed that the market would impose constraints by refusing to
lend to institutions that were already too highly leveraged.

¥ “Capital” is a term of art in the bank regulatory world, and capital
requirements are very complex. Douglas J. Elliott, A Primer on Bank
Capital, THE BROOKINGS INST., 1-2 (Jan. 28, 2010), http://www.brookings.
edu/~/media/Files/rc/papers/2010/0129 capital elliott/0129 capital primer
_elliott.pdf (“Capital is one of the most important concepts in banking. . . .
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cushion, over and above its liabilities, a bank must have, or,
conversely, how leveraged it can be. In the U.S., bank regulators
have the authority to require banks to satisfy capital requirements in
addition to reserve requirements, but capital requirements have
varied and have been applied in complex ways over the years.

Since 1974, the U.S. has participated in international efforts
through the Bank of International Settlements and the Basel
Committee on Bank Supervision to coordinate capital requirements
across countries. Under the so-called Basel I agreement, reached in
1988, internationally active banks in the GI10 countries were
supposed to hold minimum capital levels determined by a rather
complex formula. To oversimplify, the requirement called for banks
to hold capital equal to up to 8% of assets.*” Capital requirements
under Basel I never had the force of law, but bank regulators in the
U.S. have used the various Basel agreements as guidelines for
regulating bank capital.

A subsequent international agreement was negotiated in the
late 1990s and early 2000s. The new agreement, Basel 11, announced
in 2004, created a more complex system for determining the risk

[1]t can be difficult for those outside the financial field to grasp.”). This is
because, for regulatory purposes, some kinds of long-term debt, as well as
equity, may count as “capital.” And banks may also raise funds by issuing
hybrid securities such as “preferred shares,” which will count as capital.
Also, capital requirements are applied only to assets that are considered
risky. If a bank holds U.S. Treasury securities, for example, those are
considered to be riskless and liquid, so banks are not required to hold any
capital to support such assets. Thus, in the regulatory world, capital
requirements are stated in terms of the ratio of “regulatory capital” to “risk-
weighted assets.”

40 BASEL COMM. ON BANKING SUPERVISION, supra note 16 (“The committee
confirms that the target standard ratio of capital to weighted risk assets
should be set at 8% (of which the core element will be at least 4%).”). The
requirement under Basel I called for banks to hold what is called “Tier 1”
capital equal to at least 4% of risk-weighted assets, and total capital (the
sum of “Tier 1” capital and “Tier 2” capital) equal to at least 8% of risk-
weighted assets. To determine risk-weighted assets, each asset was assigned
to a risk category, and capital requirements were determined on an asset-by-
asset basis. DANIEL K. TARULLO, BANKING ON BASEL: THE FUTURE OF
INTERNATIONAL FINANCIAL REGULATION 55-59 (2008) (discussing how
capital would be broken down into both Tier 1 & Tier 2, and that both
combined had to be at least “8 percent of risk-weighted assets,” and also
explaining how to assign each asset into one of five distinct categories based
on the asset’s risk level).
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weights on assets, as well as for the classification of assets as capital.
It allowed the largest banks to use their own internal models to
determine the risk classification of many assets, and it relied more on
supervisory review as well as the hope that markets will provide
some discipline to rein in the amount of leverage a bank uses.
Although early drafts of the agreement proposed new rules that
would have had the effect of increasing capital requirements, under
the agreement ultimately reached, many banks were able to reduce
the total amount of capital they held.*' The U.S. never fully
implemented Basel IL** but in practice, banking regulators often
permitted banks to have significantly less than 8% of their assets in
equity capital. The Basel Agreement is undergoing significant
revision now, in the wake of the financial crisis, and it should play a
significant role in how regulators approach the problem of regulating
leverage in the financial sector in the months and years ahead, a
subject [ will return to in Part VIII below.

In the years leading up to the financial crisis, banks and other
financial institutions raised a growing amount of the funds for
lending by borrowing in the “credit markets”—such as by issuing
commercial paper, selling asset-backed securities, or entering into
repurchase agreements. For financial institutions, leverage is often
the key to profitability. To understand this, consider a home-buyer
who gets a 90% mortgage to buy a $100,000 house. With a large
mortgage like that, the home-buyer only has to have $10,000 in cash
to buy the house. Moreover, if the house goes up in value by 5%,
from $100,000 to $105,000 during the first year after the buyer
moves in, he will have $15,000 in equity at the end of the year—a
50% return on the initial $10,000 investment. Of course, if the house
declines in value by only 5%, the equity in the house falls by 50%. A
mere 10% decline in the value of the house would completely wipe
out the homeowner’s equity in his house.

More generally, if investors think the underlying assets are
likely to rise in value, they will see it as highly profitable to use as
much leverage as the markets will allow them to use, so that they can

4 TARULLO, supra note 40, at 59-130, provides an extended discussion of
the political and economic issues that arose in response to Basel I and Basel
II.

2 Elliot, supra note 39, at 11 (“[BJasel II rules have a number of explicit . . .
calculations . . . to capture operational risk. U.S. regulators have not adopted
this portion of Basel II and consequently do not use these calculations.”).
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invest as much as possible in those assets.”” Beyond that rationale,
leverage has become important in the financial sector because
competitive pressures from various kinds of non-bank institutions
that offer bank-like services, as well as from international banks,
have helped to keep margins low on many bank services. Thus to
improve their returns on capital, banks attempt to increase the
amount of assets they manage and services they provide for any
given level of regulatory capital. If a financial institution can borrow
enough in the credit markets, it can greatly increase its total assets,
which can drive up its expected return on equity. In good years, when
the value of the institution’s investments rises, its shareholders earn
high returns. In fact, even a very small return on total assets for the
institution as a whole can still provide a high return on equity if the
institution is sufficiently leveraged. In bad years, shareholders in
highly-leveraged financial firms may take a big hit, and could even
be wiped out. But if shareholders are diversified and if failures of
financial institutions are random,** on average, investors will earn
more if the institutions are highly leveraged.

For this reason, banks have financed a growing share of their
total assets by borrowing in the credit markets, and other types of
financial institutions have also ratcheted up their borrowing. Figure 5
below measures the aggregate ratio of credit market debt to credit
market assets of banks, savings institutions and credit unions (all
depository institutions). This ratio has climbed from less than .02
(2%) prior to the 1960s (when banks relied almost entirely on
deposits), to more than .16 (16%) by the late 2000s.

# Wilmarth estimates that household mortgage debt nearly quadrupled,
from $2.7 trillion in 1991 to $10.5 trillion in 2007. See Arthur E. Wilmarth,
The Dark Side of Universal Banking: Financial Conglomerates and the
Origins of the Subprime Financial Crisis, 41 CoNN. L. REv. 963, 1009
(2009) (“Household mortgage debt nearly quadrupled between 1991 and
2007, rising from $2.7 trillion to $10.5 trillion.”).

* This is a big “if.” The principle behind the idea of reducing risk through
diversification requires that returns on the various investments in a portfolio
are not correlated with each other. It turned out that investments in housing,
while distributed across geographic markets, price ranges, and credit risks,
were still highly correlated with each other, so that diversification within the
category of housing investments did not eliminate or even substantially
reduce default risk. Coval, Jurek, & Stafford, supra note 7, at 15-17.
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Fig. 5: Reliance of Banks and Other Depository Institutions on
Credit Market Financing.
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assets held by the commercial banking sector. More details on file with author.

Figure 6 plots the total leverage (total liabilities divided by
total assets) of U.S. depository institutions, compared with the total
leverage of the five shadow banking sectors used to calculate the data
in Figure 2.* In this figure, we see that the aggregate leverage of
depository institutions has actually declined from what it was during
the late “70s and early ‘80s, and is now somewhat below .9 (90%).*¢

* For purposes of this analysis, I am measuring aggregate leverage in the
financial system using data from the Federal Reserve for assets and
liabilities in the financial sector. I make no attempt to report the more
complex measure of regulatory capital as a share of risk-weighted assets
that regulators would focus on.

* The aggregate amount of leverage of depository institutions in the U.S. hit
very high levels in the 1980s because depositors sought to move large
amounts of savings out of banks and thrifts and into money market mutual
funds which paid higher rates of interest. Meanwhile, depository
institutions, especially savings and loans, could not liquidate assets, which
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But while the aggregate leverage ratio for the banking sector has
declined, as measured by Flow of Funds data, this does not give the
full picture. An important reason why banks and other depository
institutions have been able to reduce their leverage ratios (or increase
their capital ratios) is that they have developed ways to get assets and
associated liabilities off the balance sheets of the regulated parts of
their operations. Many of these assets are now being financed by
securities issued by so-called “special purpose entities” or “special
purpose vehicles” (“SPV”) or “special investment vehicles” (“SIV”)
or sometimes “conduits,” created by banks, finance companies,
investment banks, government sponsored entities and brokers and
dealers for the sole purpose of holding the assets and issuing the
special securities.”’

Asset-backed securities, derivatives and special purpose
entities enabled banks and other financial institutions to create what
Michael Simkovic calls “hidden leverage.”*® “Hidden leverage”
techniques were considered advantageous for these institutions
because they made it possible for the institutions to borrow at more
attractive rates by hiding their existing debts and creating an
exaggerated appearance of creditworthiness. Simkovic reports that

included mortgages and other long term loans, fast enough to offset the
decline in deposits. Many savings and loans and a number of banks failed
during this period. Leverage in the depository institution sector was brought
down after 1988, at least partly in response to Basel I. TARULLO, supra note
40, at 67 (“A Working Party on Bank Capital and Behavior established to
evaluate the impact of Basel I as the committee began the Basel II exercise
concluded that the average capital level had risen from 9.3 percent in 1988
to 11.2 percent in 1996.”).

47 Achara and Schnable assert that “the economic rationale for setting up
conduits has always been to reduce capital requirements imposed by bank
regulation.” See Viral V. Acharya & Philipp Schnabl, How Banks Played
the Leverage “Game”?, Nov. 21, 2008, available at http://w4.stern.
nyu.edu/salomon/docs/crisis/Leverage WP_Final.pdf. Similarly, Jeremy
Stein observes that “it has become apparent in recent years that another
important driver of securitization activity is regulatory arbitrage—a
purposeful attempt by banks to avoid the constraints associated with
regulatory capital requirements.” Jeremy C. Stein, Securitization, Shadow
Banking, and Financial Fragility, May 6, 2010, available at
http://www.esri.go.jp/jp/workshop/100624/100624 Stein_2.pdf.

8 See Michael Simkovic, Secret Liens and the Financial Crisis of 2008, 3
AM. BANKR. LAW J. 253, 253-56 (2009) (“[T]he financial crisis involves . . .
collateralized debt obligations and credit default swaps. . . . [T]he roots of
the financial crisis . . . [were caused by] hidden leverage.”).
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securitization can sometimes reduce interest rates by 150 basis points
compared with a similar secured loan.*’

The Federal Reserve Flow of Funds data account for some of
this kind of financing through two new subsectors of the financial
sector labeled “Mortgage Pools,” and “ABS Issuers.” “Mortgage
pools” is a category that is really more like an accounting entry in the
Flow of Funds data in that it has an aggregate leverage ratio of 1 by
construction. ABS Issuers are separate legal entities, such as the
“special purpose entities” mentioned above. They have an aggregate
leverage ratio of 1 or somewhat higher than 1. While ABS issuers
and other special purpose entities are legally separate from the
sponsoring institutions that create them and sell their securities,
during the financial crisis, the big banks or investment banks that
sponsored them generally stood behind the securities issued by the
entities. Apparently for reputational reasons, when such entities
began failing during the financial crisis, the big banks often took
them back onto their balance sheets.™

*1d. at 264 (“Securitization can reportedly lower interest rates by 150 basis
points compared to an equivalent secured loan.”).

>0 “What is striking about these shadow-banking vehicles is that many of
them operated with strong guarantees from their sponsoring banks. And
indeed, when the SIVs and conduits got into trouble, the banks honored
their guarantees, stepping up and absorbing the losses.” Stein, supra note
46, at 6; see also Dan Gallagher & Simon Kennedy, Citigroup Says It Will
Absorb SIV Assets, MARKET WATCH, Dec. 14, 2007, http://www.market
watch.com/story/citigroup-to-take-49-bln-of-siv-assets-onto-balance-sheet
(reporting CitiGroup’s announcement that it “will take $49 billion worth of
assets from several investment vehicles that have been damaged by the
credit market crisis and add them to its own balance sheet.”); Neil Unmack
& Sebastian Boyd, HSBC Will Take on $45 Billion of Assets From Two
SIVs, BLOOMBERG, Nov. 26, 2007, http://www.bloomberg.com/apps/news?
pid=newsarchive&sid=a96W _ouLlr4g (observing HSBC’s bailout of
Cullinan Finance Ltd. and Asscher Finance, Ltd., two structured investment
vehicles it created). Acharya and Schnabl claim that “the vast majority of
assets in SIVs were taken back on bank balance sheets.” Acharya &
Schnabl, supra note 46.



264 REVIEW OF BANKING & FINANCIAL LAW Vol. 30

Fig. 6: Leverage Ratios of Banking (Depository Institutions), and
Shadow Banking Sectors.
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L.126, L.127 and L.129. More details on file with the author.

When we aggregate the liabilities and assets of the five
sectors that are key players in the shadow banking system (reported
in Figure 6), and take the ratio to get a sense of the aggregate amount
of leverage in the shadow banking system, we see that it is close to 1,
and has been since the mid-1990s. Thus, with a growing share of
financial assets financed by highly levered shadow banking
institutions, the effective leverage in the system as a whole rose to
about .94, or 94% by the time the financial crisis began to unfold.
This is equivalent to a capital ratio of only 6% for the combined
system in the U.S. (the banking system plus the shadow banking
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system),” substantially lower than the 8% capital ratio recommended
under Basel 1.

V. The Macroeconomics of Shadow Banking: Why Leverage
Matters

The aggregate amount of leverage in the financial system as
a whole has not previously been a factor that regulators and
macroeconomic policy makers have paid much attention to,”
although, as noted before, regulators at both the national and
international level have tried to establish international capital
standards for banks. Leverage matters at the level of individual
financial institutions because leverage magnifies both percentage
gains relative to equity and percentage losses relative to equity in the
institution. Leverage also affects that probability that an institution
will be able to repay all of its creditors. Thus, investments made in
highly leveraged institutions or by highly leveraged institutions are
inherently more risky than the same investments would be if they
were made to or by an institution with a much higher share of equity
capital.

Leverage also matters for systemic reasons. Leverage adds
riskiness to the economy as a whole because it magnifies spillover

' As 1 am using these ratios here, the capital ratio plus the leverage ratio
equals 1 or 100%, by construction.

> This may also understate the amount of leverage that major banks and
investment banks were using, to the extent that financial firms did not
consolidate the debt of their SIVs, or to the extent that “repo” transactions
enabled banks to temporarily sell assets and add cash for the last few days
of each reporting period. In the spring of 2010, investigators at the Federal
Reserve Bank of New York found that at least 18 major banks were
engaging in this practice during 2009. See BD. OF GOVERNORS, FED.
RESERVE SYS., STATISTICAL RELEASE Z.1: FLOW OF FUNDS ACCOUNTS OF
THE UNITED STATES: 2005-2009 Table L.100 (2010). Numerous insiders
have reported that major investment banks and other players in the shadow
banking system were operating with 30 to 1 leverage ratios or more in the
years leading up to the crisis. See, e.g., Robert A. Johnson, Reform and its
Obstacles, THE AM. PROSPECT, Apr. 26, 2010, available at http:/www.
prospect.org/cs/articles?article=reform_and its_obstacles (“On the eve of
the crisis, leverage ratios of 30 to one and beyond were commonplace.”).

3 The emphasis on capital ratios through the Basel process has primarily
been about the safety and soundness of individual financial institutions,
especially systemically important institutions.
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effects—if one institution comes up short in its ability to repay one
loan, then very likely it will also be unable to repay other loans that it
has taken out. Moreover, if Bank A cannot repay the money it owes
to Bank B, this may mean that Bank B will be unable to repay some
of its loans if Bank B was also highly leveraged. This in turn may
increase the probability that Bank C or D will be unable to repay
their loans if they have loaned money to Bank B. Thus, in a financial
system in which most of the participants are highly leveraged, a bad
loan is highly contagious. Problems with liquidity or solvency at one
set of borrowers can spill over to other lenders and their customers.
For this reason, the degree of leverage of any given institution may
not truly be a private matter between it and its investors, because
there may be social costs that fall on outsiders when an institution is
over-leveraged.

Leverage also adds risk to the economy for another reason
that has to do with what I will call the “credit multiplier” effect of
leverage. To make this clear, imagine that we have a financial
institution, which I will call a “bank,” that has a 25% capital
requirement.>* And suppose this bank has $25 in equity capital, and
$75 worth of deposits. To keep the math simple, and so that we can
focus on the effect of the capital ratio, we will also ignore the effect
of any reserve requirement our “bank” may face. This gives it a
balance sheet that looks like panel A of Figure 7 below, in which $25
of equity plus $75 of liabilities (such as deposits) finances $100 of
total assets. If the capital requirement for this bank is now reduced to,
say 10%, the bank can substantially grow its balance sheet. Its $25 in
equity can now be paired with $225 in liabilities, to support $250 in
total assets. In this way, “capital” in a financial institution can
finance total assets worth 1/(capital requirement) times capital. With
a 10% capital requirement, banks can finance assets worth 1/.1 = 10
times the dollar amount of capital in the banks. If financial
institutions are allowed to operate with only 5% of capital (or less),
those institutions can finance 20 or more times that amount of total
assets.

* For purposes of this analysis, I am using the concept of capital
requirements in a very simplistic way to mean, essentially, the ratio of
equity to total assets.
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Fig. 7. The “Credit Multiplier.”

Panel A Panel B

25% Capital Requirement 10% Capital Requirement

Assets Equity Assets Equity

$100 $25 $250 $25
Liabilities Liabilities
§75 $225

If the capital requirement declines for all the banks in an
economy at the same time, so that they are all trying to increase the
size of their balance sheets, you might ask where they will all be able
to get the additional loans that can enable the banks in Figure 7 to
acquire the additional assets and expand their balance sheets? In fact,
you should also ask where the additional assets will come from. If a
financial system with a 10% capital requirement suddenly becomes a
financial system with only a 5% capital requirement overnight, where
would the additional debt capital and assets come from to allow the
whole system to expand its balance sheets?

One answer to that question is that financial institutions
would happily lend money to each other (because a loan to Bank A
by Bank B is an asset on Bank B’s balance sheet; and Bank B also
wants to expand, so it is happy to borrow money from Bank C to
loan to Bank A, etc.). Of course, one may think that the banks in the
aggregate cannot all make money if all they are doing is borrowing
from and lending to each other.” So, in addition to simply buying

> Although it may sound crazy, in the years leading up to the financial
crisis, there is good reason to believe that a substantial part of the rapid
expansion of balance sheets in the financial sector was the result of
institutions essentially borrowing and lending to each other. Adrian and
Shin observe, for example, that “expanding assets [of financial institutions]
means finding new borrowers,” and that securitization allowed “banks and
other intermediaries to leverage up by buying each other’s securities.”
Adrian & Shin, supra note 10, at 616. To be sure, trading a certain amount
of assets and liabilities with each other can create value. In this simplified
model, for example, we have not introduced any of the messy realities of a
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each other’s securities, the financial institutions in which the capital
requirement declines will probably also try to provide as much new
financing to the real side of the economy as they can. This new
financing could be used to create new assets (such as to build new
houses, or start new businesses). Thus a lower capital requirement in
the system as a whole would probably lead to some expansion in the
real economy.”® A lower capital requirement is thus expansionary in
the same way, and for the same reasons, that an increase in the
money supply is expansionary.”’

But if credit expands in the financial sector faster than the
real economy can respond by creating new assets, some of the
expansion of credit might be used by investors in the real economy to

real economy, in which some assets are riskier than others, and some loans
are for a short term while others are for longer term. In a real economy, the
financial sector can add value by matching parties who have surplus savings
with parties who need cash and trading securities until the relevant risks fall
on those who are best situated to bear the risk. Of course, institutions can
also simply create and trade securities to collect the fees or for the sheer
thrill of the gamble. When we look at the total notional value of credit
default swaps in existence just before the credit market froze up (Fig. 3
above), it certainly suggests that something like thrill-seeking was going on.
36 Adrian and Shin suggest that leverage is the “forcing variable” in financial
firms (rather than the passive outcome of investment decisions), and that they
expand or contract their balance sheets to achieve the preferred leverage level.
Adrian & Shin, supra note 10, at 608 (“[E]quity appears to play the role of the
forcing variable, and the adjustment in leverage primarily takes place through
expansions and contractions of the balance sheet rather than through the raising
or paying out of equity. We can understand the fluctuations in leverage in terms
of the implicit maximum leverage permitted by creditors in collateralized
borrowings transactions. . . .”).

" The theory I am articulating about the role of leverage in economic
expansion is similar to a theoretical approach referred to by macro-
economists as the “bank-lending channel”. See, e.g., Ben S. Bernanke,
Chairman, Fed. Reserve Sys., Speech at the Credit Channel of Monetary
Policy in the Twenty-First Century Conference, The Financial Accelerator
and the Credit Channel (June 15, 2007), available at http://www.federal
reserve.gov/newsevents/speech/bernanke20070615a.htm (“The theory of the
bank-lending channel holds that monetary policy works in part by affecting
the supply of loans offered. . . . [B]y affecting banks’ loanable funds,
monetary policy could influence the supply of intermediated credit.”).
Among contemporary macroeconomists, efforts by the Federal Reserve to
expand money and credit in the economy as a whole is referred to as
“quantitative easing.”
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bid up the prices of existing assets. A very rapid expansion of bank
credit, especially one in which the growth of credit is concentrated in
certain sectors of the economy, might even cause serious inflation in
some categories of assets—in other words, a rapid expansion of
credit might cause “asset bubbles.”

Thus we see that the capital requirement in a financial
system, or its inverse, the degree of leverage allowed in the system,
works in a way that is analogous the reserve requirement in the
banking system. A fractional reserve requirement permits the
banking system to create cash and checkable deposits (“M17) that are
a multiple of the amount of any new cash and reserves that the
Federal Reserve injects into the banking system; and in a similar
way, a fractional capital requirement permits a financial system to
create total credit in the system that is a multiple of the amount of
equity capital supplied by investors.

Moreover, just as a rapid expansion of money (whether we
consider “M1” or “M2” or some other measure of money) in the
economy can cause generalized inflation, if a financial system
rapidly expands the amount of credit it is supplying to the economy,
this could also cause inflation (or a bubble), especially in the asset
classes that are being financed by the new credit.™

It should not be too surprising that credit can be multiplied in
an economy in a way analogous to the way money is multiplied and
that a credit expansion can have effects that are very similar to a
monetary expansion. As we have seen in the discussion above about

% Geanakoplos also argues that an increase in leverage in the financial
system can cause asset bubbles, but the mechanism he identifies is
somewhat different. John Geanakoplos, Solving the Present Crisis and
Managing The Leverage Cycle 3-7 (Cowles Found., Discussion Paper No.
1751, 2010) (“With markets stable . . . lenders are happy to reduce margins
and provide more cash. . . . Good . . . news . . . also encourage[s] declining
margins which in turn cause the massive borrowing that inflates asset prices
still more.”). He models the degree of leverage at the level of individual
transactions or securities as the total value of the security or investment,
divided by the amount of cash down that that the purchaser must pay. He
observes that when leverage is “loose,” investors can buy assets with only a
small down payment. Asset prices will be driven up in this environment, he
says, because optimistic buyers “can get easy credit and spend more.” Id. at
2. The point I am making in this paper would end up in the same place if |
adopted the Geanakoplos mechanism, but I adopt the money supply analogy
because it helps to highlight what happens when there is a general
expansion in credit.
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substitutes for money in a modern economy, and about the various
ways that the Federal Reserve measures the money supply and the
various components of the money supply, there is really no bright
line that separates what we call “money” from other forms of credit.
What monetary authorities call M1 is just the most liquid, most
immediately spendable types of assets: cash, checkable bank deposits
and travelers’ checks. M2 includes all of this plus other categories
that are almost as liquid, including funds in savings accounts, and
retail money market mutual funds. The next broader aggregate, what
was called “M3” when the Federal Reserve still measured it,
included all of M2, plus large time deposits, institutional money
market mutual funds and repurchase agreements. In other words, M3
included several categories of assets that are highly liquid but not
immediately spendable, some of which are created in the shadow
banking system where limits on leverage have been much looser,
rather than in the banking system.

The idea that money is credit and that credit—especially
very short-term sources of credit—is a form of money has been
neglected in recent years by scholars and policy-makers in the fields
of finance and macroeconomics.” One indication that this idea has
been neglected is the very fact that the Federal Reserve, which is
responsible for regulating banking, and which has a goal of
encouraging full employment and preventing inflation, stopped
measuring M3 in early 2006. At the time that it announced that it

%% Macroeconomists and macroeconomic policy makers are giving renewed
attention to this idea lately, however, Adrian & Shin, supra note 10, at 616,
observe that, “[iln a market-based financial system, banking and capital
market developments are inseparable, and fluctuations in financial
conditions have a far-reaching impact on the workings of the real
economy.” Adrian and Shin also observe that prior to 1980, the literature on
monetary policy focused on the relationship between monetary aggregates
and the supply of credit in the economy, but “with the emergence of the
market-based financial system, the ratio of high-powered money to total
credit (the money multiplier) became highly unstable. As a consequence,
monetary aggregates faded from both the policy debate and the monetary
policy literature. However, there is a sense in which the focus on balance
sheet quantities is appropriate. The mechanisms that have amplified
fluctuations in capital market conditions are the fluctuations in leverage and
the associated changes in haircuts in collateralized credit markets.” Id. at
615. A “haircut” is the term of art for the percentage discount that an asset
seller will have to give the asset buyer on the front end of a “repo”
transaction. It is a measure of leverage.



2010-2011 FINANCIAL INNOVATION & DISTRIBUTION OF INCOME 271

would no longer collect and report the data necessary to measure M3,
the Federal Reserve issued a Statistical Release that announced this
change, and explained merely that “M3 does not appear to convey
any additional information about economic activity that is not
already embodied in M2 and has not played a role in the monetary
policy process for many years.”® Yet M3 might have been an
important window on what was going on in the markets for very
short-term credit in the months and years leading up to the crisis,
especially in the market for “repos,” which froze up almost
completely in the fall of 2008.°"'

There are a few economists who have continued to estimate
and report an estimate of M3 since the Fed quit measuring it. Figure
8 below was borrowed from the website of John Williams, who has
made a living in recent years by collecting data and providing his
own estimates of many statistics that the federal government
estimates, such as inflation, GDP and money supply growth. Here,
Williams reports the Fed’s measures of the annual change in M1, M2
and M3, with the M3 series ending in early 2006, and Williams’ own
estimates for M3 growth continuing after that through early 2010.

5 Bb. OF GOVERNORS, FED. RESERVE SYS., supra note 18.

' Gary Gorton similarly speculates that if the Federal Reserve had
continued to monitor M3, it might have anticipated the bubble and
responded earlier. “The repos included in the old money measure of M3
were narrowly those done only by the limited number of primary dealers
that are approved to do business with the Fed. The [whole] repo market . . .
was much broader and was not included in M3 or indeed measured at all. If
this broader repo market had been included, presumably M3 would have
been on a steep upward trajectory that would have been noticed and
questioned. But this did not happen. Instead, about a year and a half after
the calculation and publication of M3 ceased, the Panic of 2007 erupted in
the much broader repo market. In other words, the shadow banking system
was so far off the radar screen that instead of increasing the coverage of the
repo counted for M3, the calculation was discontinued.” GORTON, supra
note 23, at 176.

62 See John Williams, Money Supply Charts, SHADOW GOV’T STATISTICS,
http://www.shadowstats.com/alternate data/money-supply-charts (last
visited Oct. 29, 2010) (showing a chart that is duplicated in this article as
Fig. 8). I do not know how accurate Mr. Williams’s measure of M3 is, but
other economists who have attempted their own measures of M3 report data
that looks substantially similar. See, e.g., NOWANDFUTURES BLOG,
http://blog.nowandfutures.com (displaying different blog comments, some
related to M3.)
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Fig. 8. Annual U.S. Money Supply Growth—SGS Continuation
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Source: John Williams, ShadowStats.com, available at http://www.shadowstats.com/

alternate_data/money-supply-charts, April 3, 2010.

These data suggest that M3 was growing at an explosive rate
in the years and months leading up to the financial crisis. | suspect
that the rapid growth rate was being driven by activity in the
securitizations and “repo” markets, only some of which would have
been picked up and measured even if the Fed had continued
measuring M3. But it seems to me that the problem was not that M3
was not providing valuable information, but that M3 was not picking
up some of the most important information. Rather than
discontinuing M3, the Fed might have done better by continuing to
measure M3, and beginning to collect and report a broader measure
of money and credit that we might call “M4” that would provide a
much better window onto activities in the *“shadow banking
system.”®®

Williams’ estimates for M3 also suggest that it would be
valuable for other reasons for the Fed to track what is happening to
broader measures of money and credit. Note that, in Fig 8, we see
that when the crisis hit in the second half of 2008, the growth rate of
M3 quickly collapsed, and by the end of 2009, it had fallen below
zero (meaning that the supply of M3 in the economy was shrinking).
It has stayed below zero well into 2010. We also see that one of the
Fed’s responses to the financial crisis was to expand M1 as fast as it

% Gorton seems to endorse this view as well. “It is not only that M3 did not
capture the right measure of money because it did not measure the full
extent of the repo market, it is also that currently we do not know what the
money supply really is either.” GORTON, supra note 43, at 177.
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could. We see in Figure 8 that the growth rate of M1 goes from
negative in mid-2007, to as much as 16 to 18% per year in 2009.
Many pundits and commentators have watched what has happened
with M1 and have expressed concern that the Fed’s actions will lead
to inflation in the months and years ahead.* Yet, if Williams’
numbers are correct, this suggests that broader measures of the
money supply were still declining well into 2010, which would be
contractionary, perhaps even deflationary, rather than expansionary.
Measures of the money multiplier also suggest that, even with the
Fed pumping money into the economy to unfreeze the credit markets
and stave off the recession, broad measures of the money supply
were declining rather than growing in mid-2010. The Fed is trying to
be expansive but can’t push money into the system fast enough to
completely offset the contractionary effects of the effort by financial
institutions to “deleverage.”®

In sum, leverage matters because leverage determines the
amount of new credit that financial institutions can create, and credit,
like money (which is really the same thing), provides the grease that
keeps the economy humming. Supplying enough of that grease is
important to a well-functioning economy, but providing too much
too fast probably causes asset bubbles, generalized inflation, or
perhaps both. Excessive credit also exposes the economy to crashes

% AnnaMaria Andriotis, Will Federal Reserve Policies Cause Inflation?,
SMART MONEY, Apr. 6, 2010, http://www.smartmoney.com/investing/
stocks/market-update-tuesday-apr-6-2010-21798/ (“[A] growing concern is
whether inflation is around the corner.”). Warren Buffett, Op-Ed., The
Greenback Effect, N.Y. TIMES, Aug. 18, 2009, at A27 (discussing how the
large current account deficit will need to at least be partially financed by
printing money, thereby causing inflationary risks).

% By late summer of 2010, economists were debating whether the U.S.
economy would experience a “double dip” recession, accompanied by
deflation, and what the policy response should be to prevent such an
outcome. See, e.g., Simon Constable, Economist Shiller Sees Potential for
'‘Double Dip' Recession, WALL ST. J., Aug. 28, 2010, available at
http://online.wsj.com/article/SB10001424052748704147804575455370525
902224.html (“Robert Shiller, professor of economics . . . said he thought
the second dip down of the so called double-dip recession ‘may be eminent.
...” [H]e thinks the U.S. economy is ‘teetering on the brink of deflation.””).
Chances of Double Dip Now Over 40%: Roubini, CNBC, Aug. 26, 2010,
http://www.cnbc.com/id/38863025. (“The chances of a double-dip recession
are now more than 40 percent. . . . [T]he biggest threat to the economy is
deflation. . . .”).
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when institutions decide they must reduce their leverage. To get an
idea of how severe these problems can be in an economy in which
leverage ratios are extremely high in the financial sector, note that if
the financial sector is required to hold 8% of its assets in capital, it
can support 12.5 times the amount capital in total assets on its
balance sheets. But if the required capital ratio falls to 6%, the same
institutions will now try to carry 16.7 times the amount of capital on
their balance sheets. With a capital ratio at 4%, financial institutions
would want to carry 25 times the amount of capital on their balance
sheets, at 3%, 33 times, and at 2%—a level that a number of large
institutions reached going into the financial crisis—an institution will
try to grow its balance sheet to 50 times the amount of capital it has.

More generally, once capital ratios get very low, small
changes in target capital ratios result in very large changes in the
amount of total assets that financial institutions want to hold. If the
ratio is allowed to drop a bit, institutions scramble to make more
loans or buy more assets, which will add fuel to any asset bubble
already underway. And if institutions suddenly have to reduce their
leverage, they can be forced to reduce the size of their balance sheets
dramatically, even disastrously. The result is substantial systemic
instability in financial markets.

We don’t have a direct way to measure whether the amount
of credit supplied to an economy at any point in time is the right
amount or perhaps too much. But the amount of debt held by the
financial sector (which is credit to the rest of the economy) in the
U.S. economy relative to GDP has more than doubled in the last
three decades, going from $2.9 trillion, or 125% of GDP in 1978, to
$36 trillion, or 259% of GDP in 2007.°® During the same period, the
supply of money, as measured by M1 and M2, declined as a share of
GDP, with M1 going from 16% of GDP in 1978 to 10% of GDP in
2007 and M2 going from 60% of GDP in 1978 to 54% in 2007.%
This is just another way of showing that a substantial part of the
expansion in credit in the economy in the last three decades must
have happened outside of the banking system, where M1 and M2 are
created.

% JOHNSON & KWAK, supra note 5, at 59.

7 Author’s calculations from Federal Reserve Statistical Release, H.6,
Money Stock Measures, Table 1. BD. OF GOVERNORS, FED. RESERVE SYS.,
STATISTICAL RELEASE H.6: MONEY STOCK MEASURES: HISTORICAL DATA
T