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T HE RECENT DOWNTURN in the economy 
has resulted in, among other things, the 
unveiling of a multitude of Ponzi schemes1 

and, predictably, litigation. The enormity of the 
losses and the inadequate assets of the issuers 
to satisfy these losses have sent many defrauded 
investors searching for other sources to satisfy 
the losses. 

Many broker-dealers and investment advisors 
recently have been sued by investors, not as con-
spirators but for recommending the investment or 
failing to perform adequate due diligence. Quite 
a few firms have even gone out of business due 
to this litigation exposure. 

A class action against a broker-dealer for the 
sale of private investments, determined or alleged 
to be a Ponzi scheme, can present exposures far 
beyond the assets of the broker-dealer and poses 
unique legal issues. 

In this scenario, there is usually a bankrupt or 
financially insolvent issuer and other potential 
cohorts, who actually orchestrated the scheme 
but against whom there is no practical recourse 
for contribution. To recover their losses, investors 
often look to the next entity in the chain of sale: the 
broker-dealer. However, typically the broker-dealer 

was paid only a small commission and possibly 
due diligence fees by the issuer that are a mere 
fraction of the actual customer investments and 
subsequent losses. 

Moreover, from that commission, the broker-
dealer takes only a small percentage (in the 
instance of independent broker-dealers, it could 
be less than 25 percent of the commission) and 
pays the rest to the individual registered repre-
sentative who recommended the purchase to 
a customer. In effect, the broker-dealer is not 
left with sufficient gains from the sales of these 
investments to cover even a small portion of the 
investment losses. 

Add to this mix the commencement of arbitra-
tions by individual investors and the commence-
ment of federal and state regulatory actions or 
proceedings, and a broker-dealer can find itself in 
the middle of a multi-front battle for survival.

Faced with this tremendous exposure, a broker-
dealer may consider settlement (rather than pro-
tracted and expensive litigation) desirable. The 
question presented is whether a broker-dealer in 

such a situation can use the “limited fund” settle-
ment concept to buy its peace and live to see 
another day. This article will explore the many 
issues and concerns facing a broker-dealer who 
pursues this avenue of relief.

Limited Fund Settlements

A “limited fund” settlement, in its simplest 
terms, refers to the creation of a mandatory class 
to distribute a limited pool of the defendant’s 
assets to the class members. 

Rule 23(b)(1)(B) of the Federal Rules of Civil 
Procedure permits certification of a mandatory, 
non opt-out class when the prerequisites of Rule 
23(a), numerosity, commonality, typicality and 
adequacy of representation, are satisfied, and 
“the prosecution of separate actions by or against 
individual members of the class would create the 
risk of…adjudications with respect to individual 
members of the class which would as a practical 
matter be dispositive of interests of the other 
members not parties to the adjudications or sub-
stantially impair or impede their ability to protect 
their interests.” 

Rule 23(b)(1)(B) is typically applied when a 
“limited fund” exists, and there are claims made 
by multiple parties against a fund insufficient to 
satisfy all of the claims. A mandatory, non opt-out 
class prevents early, motivated claimants, with 
significant resources, from depleting the “lim-
ited fund” and precluding later claimants from 
recovery.2 

In Ortiz v. Fibreboard Corp.,3 the U.S. Supreme 
Court held that cases in which a “limited fund” 
settlement is appropriate have three “presump-
tively necessary” characteristics, which have since 
become the three requirements necessary in the 
analysis of whether a “limited fund” settlement 
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is suitable. 
First, the size of the “limited fund” must be 

unable to satisfy the aggregate of claims brought 
against it.4 The parties must demonstrate that 
the settling parties do not have sufficient assets 
to satisfy all of the outstanding claims if they are 
reduced to judgment. 

Second, the “limited fund” must be solely dedi-
cated to the satisfaction of the aggregate of claims 
to ensure that “the class as a whole was given the 
best deal, [and that] they did not give [the settling 
party] a better deal than seriatim litigation would 
have produced.”5 

Third, the members of the mandatory class 
must be treated equally.6 This final requirement 
mandates both the inclusiveness of all class mem-
bers and equitable distribution to each of those 
class members.7 

Broker-Dealer Complicating Factors

Although use of a “limited fund” settlement 
appears to be a wise business option in the sce-
nario described above, the nature of the broker-
dealer industry and its regulation complicates 
application of this settlement tool in securities 
class actions. 

Broker-dealers are regulated by the Financial 
Industry Regulatory Authority (FINRA, formerly 
NASD), the Securities and Exchange Commission 
(SEC) and individual state securities regulators. 
FINRA is a self-regulatory body of which broker-
dealers are members and, through their member-
ship, subject to FINRA jurisdiction. FINRA requires 
that all disputes between a member broker-dealer 
and customers must be arbitrated through FINRA 
dispute resolution.8 

Accordingly, aggrieved investors can pursue 
FINRA arbitration as an alternative to participating 
in a class action. Class actions are not permitted 
under the FINRA dispute resolution rules, although 
some investors attempt to group claims into single 
proceedings.

A traditional opt-out class action settlement 
where some of the investors can opt out and pur-
sue arbitration does not solve the problem for the 
broker-dealer because it will not have fully bought 
its peace and could still be faced with tremendous 
exposure if the investments subject to arbitration 
are numerous and/or substantial. 

Further, under SEC rules, broker-dealers must 
adhere to a minimum net capital requirement.9 As 
administered by FINRA, under this rule a broker-
dealer must have enough liquid assets to pay its 
unsubordinated liabilities and still maintain a sur-
plus amount (as determined by the rule formula) 
in order to meet its obligations to its customers 

should the broker-dealer ever face illiquidity 
issues. FINRA considers the potential liability of 
legal claims against a broker in its analysis of the 
net capital requirement. 

given the number of lawsuits against broker-
dealers arising out of failed Ponzi schemes, FINRA 
has taken a closer look at the exposure posed by 
such lawsuits and its potential effect on the net 
capital of the broker-dealer. Firms that cannot 
meet legal exposure, as in the class actions dis-
cussed herein, could find themselves in violation 
of the net capital rule. 

For instance, gunnAllen Financial Inc., a bro-
ker-dealer that sold approximately $22 million in 
now defunct and allegedly fraudulent Provident 
Royalties, LLC (oil and gas) private placements, 
was shut down by FINRA in March 2010, in the 
face of pending lawsuits and arbitrations. Indeed, 
several firms that sold Provident, Medical Capi-
tal (MedCap) and other private placements later 
alleged or determined to be fraudulent are facing 
the same threat to net capital due to pending class 

actions, arbitrations and adversary proceedings 
by bankruptcy trustees.10 

Since FINRA arbitrations proceed faster than 
typical litigation in state or federal court, claim-
ants who file FINRA arbitrations often obtain relief 
faster than their counterparts who are members 
of a proposed class. As such, the broker-dealer 
defendant runs the risk of depleting the “limited 
fund” in the defense, settlement or satisfaction of 
individual or small-group arbitrations long before 
a class action or regulatory action can reach an 
approved settlement.

 To thwart this multi-proceeding race to judg-
ment, which could leave “slow” investors without 
a recovery, broker-dealers are wise to consider a 
“limited fund” settlement. The application, with 
class counsel’s support, asks for the creation of 
a mandatory, non opt-out class under Rule 23(b)
(1)(B) and an injunction pursuant to the federal 

court’s power under the All Writs Act11 to stay 
the FINRA arbitrations and other actions. Under 
the All Writs Act, a federal court has the ability to 
enjoin actions in state court or arbitrations that 
contravene or interfere with class action settle-
ments, and the act has been used to do so in the 
case of a vanishing “limited fund.”12

Arguments Pro and Con

Without the protection of a mandatory, non opt-
out class settlement, proponents argue that the 
broker-dealers, and other defendants facing simi-
lar constraints, would be forced into bankruptcy 
before the majority of the aggrieved claimants 
could receive any type of award. Once a defendant 
files for bankruptcy, the “priority of judgment” 
creditors step ahead of other claims to further 
deplete whatever resources are remaining, and 
the potential relief provided to claimants in pend-
ing litigation becomes even more diminished, if 
at all possible. 

Further, once a broker-dealer claims bankruptcy 
and violates the net capital rule, FINRA will shut it 
down, and its ability to continue as a going concern 
is terminated. This result stands in direct contradic-
tion to the principles of a class action settlement. 
A class action settlement is designed to allow an 
injured party to recover as much as possible under 
a fair and equitable scheme, in a way that does not 
prejudice the rights of any other injured parties. 

Proponents of the mandatory, non opt-out class 
settlement argue that the limited fund settlement 
is the only way to avoid the confusion, expense, 
inconsistency and potential unfairness of indi-
vidual litigation. To proponents, the limited fund 
settlement provides the most relief to injured par-
ties, at the least expense, in the most equitable 
fashion and in line with the most revered prin-
ciples of our legal system.

 There are those investors and regulators, how-
ever, who argue that a limited fund settlement is 
not appropriate in the broker-dealer scenario. 

In addition to the FINRA requirement, cus-
tomers and broker-dealers enter into customer 
agreements that usually contain a mandatory 
arbitration clause. Objectors argue that the All 
Writs Act cannot be used to enjoin arbitration 
proceedings where a statute, such as the Fed-
eral Arbitration Act (FAA),13 addresses the issue.14 
Indeed, objectors maintain that the FAA divests 
courts of jurisdiction where the parties have an 
agreement to arbitrate the matter.15 

Objectors also point to the need to have a “lim-
ited fund” established by evidentiary findings and 
not by agreement of the parties.16 

One of the requirements for a limited fund is 
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that the maximum fund available, set definitely, is 
inadequate to satisfy the aggregate claims against 
a defendant.17 Traditionally, limited fund settle-
ments include “claimants to trust assets, a bank 
account, insurance proceeds, company assets 
in a liquidation sale, proceeds of a ship sale in 
a maritime accident suit, and others.”18 given 
the liquid net capital requirement, objectors can 
argue that not all of a broker-dealer’s assets are 
available for settlement, as is required, if they are 
maintaining a portion to be in compliance with 
FINRA regulations. 

The inclusion of individual registered repre-
sentatives (the brokers) and parent companies 
as released parties in the settlement also poses a 
challenge to the settling broker-dealer. Often the 
insurance policy that covers the broker-dealer also 
insures the individual brokers registered with the 
broker-dealer, and/or the money that the broker-
dealer is willing to offer toward settlement is on 
behalf of these brokers as well. 

Objectors argue that the individual brokers 
should not be released, but instead should have 
to contribute their own assets, or at the very 
least, investors should be able to pursue litiga-
tion against those brokers individually and outside 
of the settlement. 

Another wrinkle here is the case where a parent 
company is included as a released party but has 
not contributed any of its assets to the settle-
ment. The Sixth Circuit in In re Telectronics Pac-
ing Systems Inc.19 did not approve a settlement 
that released the parent company from liability 
but failed to include that company’s assets in the 
calculation of available funds. 

In those instances where arbitrations may have 
been settled or adjudicated prior to the class set-
tlement and received a better judgment than the 
proposed limited fund settlement, objectors can 
argue that approval of a limited fund settlement 
creates inequities between class members.20 

Further, due to the different applicable state 
laws, some members of the class may be entitled 
to attorneys’ fees, punitive damages and differing 
rates of interest, if any, again in violation of Ortiz. 
Objectors can make an argument that where rem-
edies in arbitration differ from those remedies in 
the class action, the required element of typicality 
in F.R.C.P. 23(a)(3), is not met.21 

Certain arbitration claimants may also be joining 
claims regarding other investments together with 
the investment that is the subject of the class action. 
In such a situation, the claimant would suffer a stay 
of the arbitration of the claims directed to these 
other investments. 

If a state regulator has already brought a disci-
plinary action against a broker-dealer involving 

the same investment at issue in the related class 
action, that action also would have to be enjoined 
in order not to deplete the limited funds available 
for the settlement. States have their own sover-
eign immunity.22 Thus, a federal court approving 
a limited fund where a state regulatory action is 
pending will have to consider whether sovereign 
immunity bars it from enjoining the state actions. 
There is also an argument that under the Eleventh 
Amendment, a non-consenting state is immune 
from private lawsuits in federal court.23

Success Is Possible

Though the challenges appear daunting, “lim-
ited fund” settlements have been approved,24 
and there is precedent for the application of the 
“limited fund” settlement to securities violations 
claims.25 

In the Granada Partnership Securities Litiga-
tions,26 plaintiffs alleged the violation of §12(2) of 
the Securities Act of 1933 against several defen-
dants in the offer and sale of seven Texas limited 
partnerships in the granada Corporation and its 
affiliates.27 The court found that the remainder of 
the defendants’ $8.5 million policy constituted a 
limited fund because the “non-bankruptcy exempt 
personal assets of these defendants are inadequate 
in relation to the magnitude of investor claims”28 
and approved the limited fund settlement.29 How-
ever, the success of the limited fund settlement 
has not been matched to date.

While there are strong arguments on either side, 
we believe that the promise posed by a limited 
fund settlement to a broker-dealer faced with 
enormous exposure would make it a worthwhile 
avenue to pursue. In light of the recent collapse 
of so many Ponzi schemes and fraudulent private 
placements, it is likely that we will see more deci-
sions and opinions on this settlement device in 
the days and months to come. 
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