COVERING SIGNIFICANT ISSUES & EVENTS IN SECURITIES/COMMODITIES ARBITRATION

Vol 201

e No,

= 1SECURITIES ARBITRATION

PUBLISHING SINCE 1988 (DEC. '1

Arbitrating Dodd-Frank
Whistleblower Retaliation Claims

Aegis J. Frumento and Stephanie Korenman’

* Ms. Korenman and Mr. Frumento

co-head the Financial Markets Prac-
tice of Stern Tannenbaum & Bell LLP
in New York City.

.

Whistleblowers have been entitled to
legal protection in our country from
before we even were a country. The
Continental Congress enacted the first
law supporting persons who reported
wrongdoing by aunanimousresolution
in 1778, both by encouraging whistle-
blowers in general and by paying the
defense costs of two in particular who
faced libel charges in retaliation for
their reports.!  Since then, those who
report violations of law have had the
benefit of various protections against
retaliation. Protecting whistleblowers
is a hotter topic than usual these days,
the whistleblower who first disclosed
President Trump’s interactions with
Ukraine's president and the one who
reveal edtheproblemswithBoeing's737
MAX before any of them crashed have
shared front-page headlines in recent
weeks. It seems a fitting time, then, to
explorewhat may becomethe next new
thing in FINRA arbitration—whistle-
blower retaliation claims by registered
representatives of broker-dealers.

The federal securities laws have two
whistleblower protection statutes. The
first, enacted as part of the Sarbanes-
Oxley Act of 2002,% protects whistle-
blowerswhoreport violationsof federal
securities laws up the corporate ladder
internally before reporting out to the
authorities. The second is § 922 of the

Dodd-Frank Wall Street Reform and
Consumer Protection Act of 2012.3 It
protects those who report securities
law violations to the Securities and
Exchange Commission.

The two laws are similar but not
identical. Sarbanes-Oxley permitsthe
recovery of specia damages—that is
psychological injury—but it requires
aggrieved whistleblowers to file a
claim with the Department of Labor’s
Occupational Safety and Health Ad-
ministration (OSHA) within 180 days
of theretaliation. Only after exhausting
administrative remedies at OSHA and
beforeanAdministrativelL aw Judgecan
they accessthefederal courts. A Dodd-
Frank whistleblower, ontheother hand,
hasimmediate accessto the courts and
alonger 6-year statute of limitations.
Dodd-Frank allowsanaward of double
back-pay but not special damages.
The key prerequisite of a Dodd-Frank
retaliation claim, however, is that one
must have reported wrongdoing to the
SEC itself.

Last September, the Court of Appeals
for the Second Circuit (sitting in New
York) ruled—not very surprisingly—
that Dodd-Frank whistleblowers can
be compelled to arbitrate their retali-
ation claims. Erin Daly claimed she
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Christine M. Lazaro
has contributed to the
field of dispute resolu-
tion in many different
ways and in numerous
capacities. She has
just completed a year
of service as President of the Public
Investors Advocate Bar Association,
having joined that organi zationin 2008
and served on its Board of Directors
since 2015. Today, she teaches at St.
John’s School of Law, where shebegan
asaSupervisingAttorney in 2007.Asa
Professor of Clinical Legal Education,
Christine headsthe School’s Securities
Arbitration Clinic asits Director, while
teaching classesin Broker-Deal er Regu-
lation and Business Basics and serving
as Faculty Advisor for the Corporate
and Securities Law Society.

Christine also practices law in an Of
Counsel capacity to the Law Offices of
BrentA.Burns, LL C,wheresheconsults
on securities arbitration and regul atory
matters. Inadditiontoher Bar activities,
whichinclude serviceon the Securities
Litigation and Arbitration Committee
of the New York State Bar Association,
she has accepted a seat on FINRA's
Investor Issues Advisory Committee,
commencing in October 2019.

Christine previously practiced law as
anAssociatewith thewell-known legal
team of Davidson & Grannum (Partner
Joel Davidsonwasalong-timemember
of SAC’sBoard), wheresherepresented

broker-dealers and brokers in disputes
with clientsin both arbitration and me-
diation, handled employment law mat-
ters and counsel ed broker-dealers with
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municipalitiesand government entities.

Christineappeared|ast May ontheNew
York City Bar's annual “Hot Topics’
Program and has spoken as a Panelist
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Annual Conference, most recently at
the October 2019 Conference on the
subject of “Business Development
Companies and Product Cases.” As
outgoing President, shea sointerviewed
FINRA-DR officials Rick Berry and
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“Review of FINRA-DR Activitiesand
Developments in 2019.” Christine's
writings have appeared in the PIABA
Law Journal, NYSBA, NYCBA and
PLI Program Materials, St. John'sLaw
Review, Michigan Business & Entre-
preneurial Law Review and other legal
periodicals. She most recently wrote
“An Overview of the Regulation Best
Interest Rule Package” for the 2019
PIABA Conference.

Earlier this year, we interviewed Prof.
Lazaro and her PIABA colleague, Sam
Edwards, as the current and incoming
PIABA Presidents, respectively, in a
podcast that welater convertedtoaSAC
feature article (2019 SAC, No. 4). We
now proudly welcome Christine to the
Board of this publication.
--- Rick Ryder, SAC
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Dodd-Frank Whistleblowing cont’d from page 1

was demoted and ultimately fired for,
being a woman, not joining her firm’s
“boysclub,” andfor reportingimproper
conduct by her superiors. Shemissedthe
filing deadline under Sarbanes-Oxley by
over ayear, sothat claimwasdismissed
as untimely. Her Dodd-Frank retalia-
tion claimwastimely, but theemployer
moved to compel arbitration. Daly had
signed an employment agreement in
which sheagreed to arbitrate all claims
arising out of her employment, and the
court, in Daly v. Citigroup, Inc., etal.,*
ruled that those included her Dodd-
Frank whistleblower retaliationclaims.®

Weforget that mandatory arbitration of
securitieslaw claimsisarelatively new
thing. Yes, the Federa Arbitration Act
(FAA)® has mandated that all agree-
ments to arbitrate “shall” be enforced
since it was first enacted in 1925. De-
spitethat, however, before 1987 claims
seeking to vindicate rights granted by
federal statutecould not bearbitrated. In
WiIko v. Svan,” the Supreme Court had
ruled that parties could not by contract
divestfederal courtsof their jurisdiction
tohear federal claims. Wilkoessentially
limited the applicability of the FAA to
state law claims.? Not until Shearson/
American Express Inc. v. McMahon,®
didthe Supreme Court changeitsmind,
overrule Wilko, and apply the FAA as
written to the adjudi cation of securities
law claims. Sincethen, arbitration has
burgeoned to encompass virtually all
legally enforceable rights, regardless
how they arise.’?

So it was no surprise the court in Daly
ruled as it did. It applied the deci-
sional rubric that federal claims must
be arbitrated under a valid arbitration
agreement unlessthereisclear statutory
languageprecludingit. Thecourtfound
that Sarbanes Oxley precluded arbitrat-
ing retaliation claims by specifically
routing those claims to OSHA and an
ALJ. Moreover, the Dodd-Frank Act
amended Sarbanes-Oxley to add provi-
sions voiding any agreement requiring
arbitration of Sarbanes-Oxley whistle-
blower retaliation claims.** In doing
so, Congress made the OSHA process
the only way to redress whistleblower
retaliation under Sarbanes-Oxley.

However, Dodd-Frank contains no
such requirement or prohibition with
respect to its own whistleblower
provisions. Daly argued, in effect,
that the anti-arbitration provisions of
Dodd-Frank, which by their terms
applied to Sarbanes-Oxley, also by
implication applied to Dodd-Frank’s
own whistleblower provisions. The
Second Circuit rejected that argument.
The Court reasoned that if Congress
wanted anti-arbitration provisions to
apply to Dodd-Frank whistleblowers,
it could easily have said so as it did
for Sarbanes-Oxley whistleblowers.'?
From that premise, the conclusion
necessarily followed that Dodd-Frank
whistleblower retaliation claims may
becompelledto bearbitrated by avalid
arbitration agreement.

In the wake of Daly, FINRA arbitration
panelsmay soonlearnal ot about whistle-
blower retaliation rights.* We know,
of course, that al associated persons of
FINRA—registered representatives of
FINRA member firms—are required to
arbitrateempl oyment disputesarisingout
of thebusinessof themember by FINRA,
asreiteratedintheFormsU-4thatthey are
required to sign. Those employeesalso
signtheir firms’employment agreements
that contain arbitration clausesto cove,
for good measure, any claimsthat might
fal through the cracks of what FINRA
and the Form U-4 inherently require to
bearbitrated.** Dalyensuresthat FINRA
member firms will now arbitrate the
Dodd-Frank whistleblower retaiation
claims of their registered employees
like they would any other employment
dispute.

Dalyfollowsascant few yearsafter the
Supreme Court settled a disagreement
between the circuits over what exactly
it meansto be a“whistleblower” under
Dodd-Frank. Some courts and even
the SEC had taken the position that a
Dodd-Frank whistleblower included
anyone who reported wrongdoing in
ways permitted by either Dodd-Frank
or Sarbanes-Oxley.*® Since Sarbanes-
Oxley does not require reporting to the
SEC (asDodd-Frank does) thosecourts
(and the SEC) would have extended
Dodd-Frank’s whistleblower protec-

Vol. 2019 ® No. 7

tions to virtually al whistleblowers.
However, the Supreme Court refused
to go that far. In a unanimous ruling,
the Court in Digital Realty Trust, Inc.
v. Somers,*¢ held that since Dodd-Frank
defines a “whistleblower” as one who
reported wrongdoing to the SEC, only
someone who filed a tip with the SEC
is protected from retaliation. All other
whistleblowers can only invoke the
protections of Sarbanes-Oxley.*’

That ruling makesDodd-Frank whistle-
blower retaliation claimsuniqueinarbi-
tration. Dodd-Frank defines a “whistle-
blower” asnot merely onewho reports
to the SEC, but one who does soin the
manner prescribed by theSEC. TheSEC
haspromulgateditsRule21Fto govern
how Dodd-Frank whistleblowers must
provide their information. They must
do so by submitting, either online or on
paper, aForm Tips, Complaintsand Re-
ports, affectionately knownasa“ TCR,”
with its Office of the Whistleblower.
But hereisthe point: FilingaTCR is
a binary event—you either filed one
or you didn’t. If you didn’t file a TCR
before you suffered retaliation, then
youaren'taDodd-Frank whistleblower,
whatever el seyou may beand whatever
€l se happened to you.

And that also means that if you didn’t
file a TCR, you can’t have a valid
Dodd-Frank whistleblower retaliation
claim—and FINRA and its arbitrators
shouldn’t waste their time hearing you
say otherwise. Unlike virtualy al
other arbitration claims, Dodd-Frank
whistleblower retaliation claims can
be dismissed at the commencement of
a case by asking simply whether and
when a TCR was filed. Present FINRA
rulesdonot contemplateaprocedurefor
suchdismissals; onthecontrary FINRA
Rule13504(a)(6) wouldforbidgranting
such motions. That should change. It
is wholly unnecessary to hold a hear-
ing to determine whether or not aTCR
was filed, when documentary proof of it
exists in the form of an electronic filing
receipt and often even aletter from the
Office of the Whistleblower acknowl-
edging it. So, the first and most obvi-
ous need in dealing with Dodd-Frank

cont'd on page 4
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whistleblower arbitration claimsis for
FINRA to adopt a simple rule change
that will permit dismissal of Dodd-Frank
whistleblower retaliation claims when
no prerequisite TCR was filed.

All that being said, it isn't hard to
predict how Dodd- Frank whistlebl ower
claimswill arisein arbitration. Some
will be the occasional affirmative re-
taliation claim that stands on its own.
Anyone who has been a corporate
gadfly, pointing out where regulatory
corners have been cut or rules evaded,
and who suffersany adversejob action,
may have a claim to bring if they filed
aTCR. Butit would not surprise us if
those pure anti-retaliation claims turn
outtoberelatively few. Far morelikely,
employerswill inviteretaliation claims
when they make the all-too-common
mistake of starting arbitrations against
the wrong employees.

Here's the likeliest scenario. As we
know, thegeneral practiceonthe Street
is to recruit promising brokers with
money. These used to be called sign-
ing bonuses, but now they are almost
universally called employeeforgivable
loans (EFL). The new firm pays cash
to the new broker, for which the broker
signsapromissory note. Thepromissory
note provides that the “loan” is either
forgiven, or repaid from the commis-
sions that the broker earns, over time,
from 4 to as long as 10 years. If the
broker stays at the firm for the time
needed to discharge the EFL, then all
will be well.

However, it is not uncommon for a
broker to discover, within ayear or so
of joining anew firm, thatthe placeisn’t
for her. There are many reasons why
that might be, but the usual catalyst of a
moveisthat thebroker isnot making as
much money at the firm as she expected
to make when she went there. That
means that she now goes to her next
firm with a lower production base, and
alower compensation structure, and a
lower upfront payment. Or evenworse,
the broker may have promised not to
compete with the old firm for some
months, or not to solicit the customers
of that firm for some years. Now that

4

broker can’t get anew job at a new firm
at al, and has to rebuild her business
from scratch if and when she does.

All thisresultsin the broker still owing
her former firm some amount, usually
large, on the EFL, that she won't be
able to repay. And so, the old firm will
takelegal actiontorecoverit. Sinceal
employment disputes between broker-
dealers and their brokers need to be
arbitrated, almost all these EFL cases
now end up in a FINRA arbitration.
FINRA has even established, in Rule
13806, a whole set of procedures to
accommodate them.®

EFL cases are tough to defend against.
Thenarrative: “ You got themoney; you
promised to pay it back; youdidn't pay
it back; so pay it back,” is simplicity
itself, which is why FINRA created a
streamlined Rule 13806 to deal with
them. That is aso why the standard
defense to an EFL case is an offense;
it is to prove that the firm owes the
broker more than the broker owes it.
Typical counterclaims are that the firm
breached the employment agreement
by failing to support the broker’s busi-
ness, or by actively interfering with
the broker’s business, or in some way
shapeor form by preventing the broker
from making the income she expected
she would when she agreed to the
EFL. Often this argument is couched
asafraud claim, inthat the broker was
fraudulently induced to join the firm
to beginwith. But all resultinaclaim
for damages against the firm that will
offset the EFL balance due.

Daly now adds a Dodd-Frank whistle-
blower retaliation claim to the broker’s
arsenal. Note that it hasto be a Dodd-
Frank claim. A Sarbanes-Oxley claim
won't work against an EFL because
that must be heard by OSHA and then
appealed to an ALJ. Those procedures
don't really help abroker who isfacing
an arbitration to repay an EFL, because
theonecan'tbeoffset directly againstthe
other. The broker’s strategic god isto
pitanti-retaliationcounterclaimsdirectly
against the firm’s original EFL claim so
as to force the arbitrators to decide the
entirecontroversy all at once, andonly a
Dodd-Frank claim can be used to do so.
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But, to repeat, only if the broker first
filed a TCR. This suggests some uni-
versal practical advice. Any broker
who contemplates raising concerns
internally about unethical behavior at
the firm would be well advised to file
aform TCR sooner rather than later, to
preserve a Dodd-Frank whistleblower
retaliation claim to use later if the firm
tries to collect an EFL from her in an
arbitration.

We have three closing thoughts: First,
thereisacertainamount of karmicirony
here. Firms have had a long habit of
using compliance as an easy excuse
to rid themselves of troublemakers.
Regulatory obligations have become
so granular and often subjective that it
is too easy for a firm to find some fault
somewhere that it can leverage into a
termination. Butasweall shouldknow,
no financial firmlacks its own skeletons.
Thebroker’suseof whistleblower retali-
ation laws to turn tables on firms tends
to level a playing field that has for too
long tilted in the firms’ favor.

Second, it is a debatable point whether
arbitration will be a good thing for
Dodd-Frank whistleblower retaliation
jurisprudence. Digital Realty left a
number of unanswered questionsabout
the extent of Dodd-Frank’s protection
of whistleblowers. For example, must
the retaliation be motivated by the
whistleblowing itself? Doesthat mean
that protected whistleblowerscannot be
anonymous, as Dodd-Frank expressly
permits? Or is it that once one has filed
aTCR with the SEC, he becomes pro-
tected against any kind of retaliation?'®

These questions would in the normal
course be answered through incre-
mental litigation and court decisions.
However, arbitration panels will im-
pose some rough justice on the parties
from which no governing principles
can ever be uivineu. As aresurt, the
true outlines of Dodd-Frank whistle-
blower retaliation law will takelonger
to develop. But then again, that has
been the nature of al securities fraud
jurisprudence since 1987, and we all
have somehow learned to live with it.

cont'd on page 5
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Third, it is possible al this will be
moot. On September 23, 2019, the
Whistleblower ProgramsI mprovement
Act was introduced to the U.S. Sen-
ate? A similar bill passed the House
of Representativeson July 9, 2019, by
a rare bipartisan vote of 410-12.2 If

1 See Sephen M. Kohn, The Whistle-
Blowers of 1777, THE NEw York TIMES
(June 12, 2011), available at https://

these bills become law, they would (a)
extend the anti-arbitration provisions
that Dodd-Frank enacted for Sarbanes-
Oxley whistleblowers to Dodd-Frank
whistleblowers, and (b) overruleDigital
Realtytotheextent thatitlimited Dodd-
Frank whistleblower protections only
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to those who file TCRs. Of course, it
is dangerous to predict what will hap-
pen to any legidation in this (or any)
Congress, but practitioners should be
awareof thepossibility that thisarticle
may not have aslong ashelf lifeaswe
intended when we started writing it.
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