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At any given time in the United States, trillions of dollars of customer cash sits uninvested in
brokerage accounts.! Because broker-dealers are restricted by regulation from using customer cash
for their businesses,? they transfer or “sweep” the cash, usually either to FDIC-insured bank
accounts or government money market funds, which earn interest for those customers. To maximize
profits, however, many brokerages sweep to affiliated banks paying extremely low interest rates.
Sweep accounts effectively become interest-free loans from customers to large financial institutions,
who then use the cash to lend or invest at higher rates, which generate interest rate “spreads.”
Recent lawsuits and regulatory investigations have highlighted the danger arising from this form of
self-dealing: sweep rates are often hundreds of times lower than similar cash preservation products
and the federal funds overnight rate at which banks invest cash with the Federal Reserve.

Brokerages that sweep cash to affiliated banks often pay the lowest interest rates possible. For
example, Merrill Lynch Pierce, Fenner & Smith, Inc. sweeps cash to its affiliate, Bank of America,
N.A., and currently pays many of its brokerage customers sweep rates of 0.01% APY.2 E*TRADE
Securities LLC also sweeps to its affiliate at Morgan Stanley and pays many of its brokerage
customers 0.01% APY.* Other examples include Schwab (0.45% APY), UBS (0.05% APY), Wells
Fargo (0.05% APY), and Ameriprise (0.30% APY). In contrast, brokerages that sweep to unaffiliated

1 Financial Planning, April 25, 2023, “Cash sweeps: a $1T conflict of interest in wealth management” (https://perma.cc/T5K2-LGNQ).
217 C.F.R. § 240.15¢3-3.

3 Merrill “Yields at a Glance Cash Management Solutions” dated August 12, 2024 (https://perma.cc/SJ92-C97X).

4 E*XTRADE “Rate Monitor” dated August 13, 2024 (https://perma.cc/W436-TLU4).
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banks, and which do not labor under the same conflicts of interest, frequently offer more competitive
rates, with Fidelity Investments paying 2.72% APY®> and R.W. Baird paying 1.96% to 3.98% APY,
depending on asset tier.® Vanguard Investments and Fidelity Investments pay even higher rates
when sweeping to government money market funds (VMFXX (5.29%) and SPAXX, (4.99%),
respectively).

Cash sweeps represent a “transfer of wealth from customer to brokerage firm” and “it is in the
billions of dollars,” Robert Finkel, a senior partner at Wolf Popper LLP, told the Financial Times.” In
August 2019, Wolf Popper initiated a class action lawsuit against Merrill, alleging that it breached its
Client Relationship Agreement, which states that “[t]he interest paid on retirement account assets
will be at no less than a reasonable rate.” The U.S. District Court thereafter sustained the plaintiff's
breach of contract claim arising from this provision.® This contractual term, which exists in other
customer agreements from prominent brokerage companies, is no accident: the sweeping of
retirement customer cash to an affiliate is, given the obvious conflict, a “prohibited transaction”
under Section 4975(d)(4) of the Internal Revenue Code and Section 408(b)(1) of ERISA, unless
interest rates are “reasonable.” In May 2024, Merrill unilaterally amended its agreement to remove
the provision in an attempt to deprive customers of their contractual right to reasonable interest rates
on their cash.°

The initial Merrill lawsuit, covering the period December 2016 through March 2020, alleges that
Merrill paid just 0.14% APY on swept cash, even as the effective federal funds rate exceeded 2.4%.
In a subsequent lawsuit, a different retirement customer, again represented by Wolf Popper, alleges
that starting in March 2022 (when the federal funds rate and market rates increased sharply
following the Covid-19 pandemic), Merrill paid even less defensible interest rates.’” The complaint
highlights that Merrill’s rates for tier 1 and 2 retirement account customers—those with less than $1
million in assets under management—remained at a mere 0.01% APY, roughly 500 times lower than
contemporaneous rates on similar products. The lawsuit seeks damages arising from the
underpayment of interest and an injunction to prevent the continuation of these practices. As Finkel
was quoted in The Wealth Advisor: “The rates have stayed so low compared with market rates,
which tend to be high.... The delta between the two just suggests that there is something
inappropriate with how low the sweep rates have stayed.”'?

5 Fidelity “Cash Management Account” dated August 12, 2024 (https://perma.cc/47FP-N53V).

6 Baird “Cash Sweep Program” dated August 12, 2024 (https://perma.cc/M5UH-5E8R).

7 Financial Times, August 6, 2024, “SEC investigating Wall Street banks over ‘billions’ in lost interest payments” (https://www.ft.com/content/de751907-c870-4b8c-b86b-317483f7626f).
8 Merrill Edge Self-Directed Investing Client Relationship Agreement dated November 2023 (https://perma.cc/2NT7-698H).

9 Valelly v. Merrill Lynch, Pierce, Fenner & Smith, No. 19-CV-7998 (VEC), 2021 U.S. Dist. LEXIS 13384 (S.D.N.Y. Jan. 25, 2021), available at
https://www.wolfpopper.com/siteFiles/News/Merrill-Ruling-on-Motion-to-Amend. pdf.

10 Merrill Edge Self-Directed Investing Client Relationship Agreement dated May 2024 (https://perma.cc/JJA2-2M6X).

11 Margaret McCrary v. Merrill Lynch, Pierce, Fenner & Smith Inc., Case Number: 1:23-cv-10768-VM (S.D.N.Y.) available at
https://www.wolfpopper.com/siteFiles/Cases/Merrill_Complaint.pdf. There is no claim asserted arising for March 2020 through March 2022 because over that period the federal funds
rate and competitive market interest rates were essentially zero, across the board, in response to the Covid-19 pandemic.

12 The Wealth Advisor, July 31, 2024, “Wells Fargo Sued For Low Returns On “Cash Sweeps” (https://perma.cc/FOP8-WN7V).
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Wolf Popper LLP is also counsel in a class action lawsuit against EX-TRADE and Morgan Stanley
Smith Barney LLC arising from similar conduct.”™ Similar to Merrill, EXTRADE has paid retirement
investors rates as low as 0.01% APY for sweep balances up to $499,999— effectively no
interest—which, the plaintiffs allege, violates the pertinent brokerage agreement terms requiring
payment of “reasonable” interest rates.

Finkel told the Financial Advisor that with the shift to electronic notifications and brokerage
statements, customers “don’t really look at account statements anymore,” and that they tend to
focus on equities holdings, not their sweep rate, even though they may have significant cash
holdings. “So the banks take advantage of people who aren't really looking or who don’t
understand.”™ A recent Vanguard Investments study emphasizes that “[t]here are many reasons to
expect IRA cash to be ‘sticky,’ [i.e., resistant to change] such as inertia (investors simply do
nothing), inattention (investors are unaware of the cash), lack of financial literacy (investors
mistakenly believe that money market funds are invested in the stock market), and risk aversion
(investors fear losing money).”™®

Consumer lawsuits similar to the ones Wolf Popper is prosecuting have also been brought against
Ameriprise Financial Services, LLC and LPL Financial LLC. And the Securities and Exchange
Commission has taken note, launching investigations into the sweeping of advisory account cash
balances at various brokerages into low-yielding affiliated products.’™ For example, Morgan Stanley
disclosed in its recent quarterly filings that it has been cooperating with an SEC investigation since
April. The SEC appears to be particularly focused on whether sweep programs comply with the
Investment Advisers Act of 1940, which imposes fiduciary duties on firms managing client funds.
Wells Fargo has acknowledged engaging in “resolution discussions” concerning a similar SEC
sweep investigation. The SEC is also investigating the now-defunct First Republic Bank'” and
AssetMark, an asset management provider.'® Sweep accounts are “a massive vehicle for profits for
banks,” Finkel told Think Advisor. “| suspect that the cash held in those accounts across the industry
is in the trillions, and if banks needed to start paying higher rates, it would have a material impact on
profits.”1?

Regulatory focus on broker use of client cash is not new. In 2022, the SEC reached a $187 million
settlement with Charles Schwab subsidiaries arising from allegations that they failed to disclose how

13 Sergey Burmin and Kenneth W. Luke v. EXTRADE Securities LLC and Morgan Stanley Smith Barney LLC, Case Number: 2:24-cv-00603-ES-MAH (D.N.J.) available at
https://www.wolfpopper.com/siteFiles/Cases/ETRADE_Initial_Complaint.pdf.

14 Financial Advisor, July 24, 2024, “Brokerages Boost Cash Sweep Account Rates To Quiet Outflows, Lawsuits”
(https://www.fa-mag.com/news/brokerages-up-cash-sweep-account-rates-to-quiet-outflows--lawsuits-78914.html).

15 Vanguard Policy Research, July 2024, “Improving retirement outcomes by default: The case for an IRA QDIA” (https://perma.cc/WA4D-J4K2).

16 GRIP, August 8, 2024, “Banks and brokerages face SEC probe over interest payments” (https://perma.cc/EPT6-VEPW).

17 https://www.sec.gov/enforcement-litigation/administrative-proceedings/ia-6030-s.

18 https://www.sec.gov/newsroom/press-releases/2023-199.

19 Think Advisor, August 7, 2024, “SEC Probes Morgan Stanley, Wells Fargo Over Cash Sweep Accounts” (https://perma.cc/C37C-TGOL).
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a robo-advisor platform, Schwab Intelligent Portfolios, monetized large cash holdings in client
portfolios to generate revenue.

In response to increased scrutiny, on a July 12, 2024 earnings call, Wells Fargo announced
increases on cash sweep accounts for advisory brokerage customers. A few days later, on July 16,
2024, Morgan Stanley implemented similar rate increases.?® With the proliferation of civil lawsuits
and increased attention from regulators, the coming months will prompt financial institutions to
continue to evaluate the rates of interest they should pay on swept cash.

Consumers seeking legal advice with respect to their sweep accounts or other investments may
contact Robert C. Finkel at rfinkel@wolfpopper.com or at (212) 451-9620.

20 Morgan Stanley Q2 2024 Earnings Call Transcript, July 16, 2024 (https://seekingalpha.com/article/4704396-morgan-stanley-ms-g2-2024-earnings-call-transcript).
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About Wolf Popper LLP

Wolf Popper is a leading complex litigation law firm that
represents clients in high stakes individual and class action
litigations in state and federal courts throughout the United
States. The firm specializes in securities fraud, mergers and
acquisitions, consumer fraud litigation, healthcare litigation,
ERISA, and commercial litigation and arbitration. Wolf Popper
was founded in 1945, and is headquartered in New York City.
Wolf Popper also has offices in Houston, Texas; Chicago and
Springfield, lllinois; Boston, Massachusetts; and San Juan,
Puerto Rico.

Wolf Popper’s attorneys are experienced litigators, many of
whom have prior experience at AmLaw 100 firms or in
government agencies. Wolf Popper’s reputation and expertise
has been repeatedly recognized by courts, which have
appointed Wolf Popper and its attorneys as lead counsel in
complex litigations throughout the country. Over the past
seventy-five years, Wolf Popper has recovered billions of
dollars for its clients.

Wolf Popper was one of the first laws firms in the United States
to develop a class action securities litigation practice. The
practice was founded in 1958, and grew out of the Firm's
historical commitment to protecting the rights of individuals.
Wolf Popper’s long-established role in the securities bar
provides its clients with an understanding and insight into
federal securities and state fiduciary duty laws that could only
be obtained through years of practice in the fields.

Wolf Popper provides a range of services which are designed
to aid shareholders seeking to recover damages related to
fraud and other corporate misconduct, as well as shareholders
who seek to advocate for improved corporate governance.

Wolf Popper routinely represents damaged and defrauded
institutional and other large investors in class action and
individual securities litigations. Wolf Popper is regularly
appointed lead or co-lead counsel in complex securities
litigations. Wolf Popper is very selective in the cases it litigates.
The Firm’s careful factual and legal research and selective
prosecution has resulted in a significant percentage of the
securities litigations in which the Firm is involved being
sustained over, or being settled prior to a decision on, a motion
to dismiss. Wolf Popper regularly litigates cases alleging
materially false and misleading statements in violation of the
federal securities laws, as well situations involving as other
corporate misconduct, such as (i) excessive compensation
being paid to a company’s management; (i) self-dealing
transactions between a company and its management or

[ wolf Popper LLP

directors; or (iii) where a majority/controlling shareholder seeks
to cash out the public, minority shareholders at a grossly unfair
price or in a manner that compromises the process necessary
to ensure that the public shareholders are treated fairly.

Wolf Popper’s portfolio monitoring service aims to educate the
Firm institutional investor clients about securities litigation and
corporate misconduct issues that impact their investment
portfolios.  The Firm provides monthly and case specific
reports related to current litigations and disclosures of potential
fraud or other corporate misconduct. Wolf Popper also
provides clients with monthly reports of recently reached class
action settlements to help clients identify settlements in which
they might be entitled to participate.

Wolf Popper serves as a trusted advisor to institutional
shareholders, and strives to help board members, directors,
administrators, and other fiduciaries meet their duties and
responsibilities to protect fund assets and mitigate the risks
and liabilities. Wolf Popper represents a number of state,
county, and municipal pension funds as well as Taft-Hartley
plans and other sophisticated institutional investors. Wolf
Popper's portfolio monitoring services are provided to
institutional investors at absolutely No Out-of-Pocket Cost and
Risk Free. Wolf Popper provides litigation services to
institutional investors on a contingent fee and non-recourse
basis.

Wolf Popper has a long history of representing international
clientele. Wolf Popper’s office in San Juan, Puerto Rico
provides the firm with a gateway to the civil law system in Latin
America and Europe; Wolf Popper has working relationships
with firms throughout those jurisdictions. Latin American
institutional investors worldwide can expect fully bilingual
services in portfolio monitoring and securities litigation from
diverse and experienced attorneys.

Wolf Popper’s founders always recognized the value of a
workforce comprised of talent across the demographic
spectrum. The Firm has been committed to diversity and
inclusion and gender equality since its inception and is proud
to continue to embrace that tradition of inclusion to the benefit
of the Firm and the clients we serve.

To learn more, please visit us at www.wolfpopper.com, or email
us at outreach@wolfpopper.com.

ﬂ @WolfPopperLLP
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