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F a l l  P r e s i d e n t ’ s
Me s s ag e  

by J. Pat Sadler

J. Pat Sadler is the current President

of PIABA and a member of the

PIABA Board of Directors. He is a

member of Sadler & Hovedesven in

Atlanta, Georgia. H is email address

is jps@sandhlaw.com and he can be

reached at 1.770.587.2570.

Dear Members,

The call came in around mid-morning

while I was plowing through a large

stack of document requests. The guy

said he needed my help.  He said he

had no choice--he had to take action.

He knew that I had successfu lly

handled a similar case, and he asked

me to represent him.

He was one of those people whom

you know you are going to like from

the moment you start talking w ith

him. I knew that this  case had merit

because I had in fact handled a

sim ilar one. But there was one fact

that kept me from immediately

agreeing to represent him: The guy

was a stockbroker.

The case was an employment case

between the broker and his firm.  No

public customer was involved. I didn’t

like what the firm was doing, but

heck, I’m a claimants’ lawyer.  Did I

really want to represent this guy?

We talked some more. He told me

that his previous firm had been

acquired by his current firm two

years ago, and he had been required

to sign a long-term employment

agreement with onerous post-

employment res trictions.  He said he

built his business on customer

service, and the new firm’s policies

would not allow him to serve his

customers the way they deserved to

be serviced. He didn’t like the

products that he was pressured to

sell.  He said he knew that leaving

the firm would jeopardize his career

and his family’s security.  He said he

had no choice, that he couldn’t ask

his clients to stay at that firm.

I took the case. Within days, we were

in Federal court, fighting a TRO and

preliminary injunction motion.  We

lost. The judge issued a harsh

injunction. Now the battleground

shifted to the NASD arbitration

hearing where the firm’s request for

permanent injunction and damages

would be heard.

In preparing for the hearing, I talked

to several of my client’s customers.

One after another they to ld me

stories of how much this man had

done for them.  They told me of the ir

trust in my client and their fear that

some other broker might take

advantage of them. One customer,

an elderly lady with serious health

problems asked me to promise her

that we would win. What had I gotten

myself into?

At this point, I recognized that this

case very much did involve public

customers. I felt all the same

pressure we all feel every time a

customer entrusts her claim to us

and we have to fight the monolith ic

brokerage firm. Our cases affect

people  and their  futures. A

tremendous responsibility is placed

upon us, but that’s okay.  In fact, for

most of us, it ’s why we do what we

do:  to have a positive impact on

people’s lives.

Well, we won, and the multip le

emotions we all know so well rained

down:  elation, exhaustion, release of

fear, satisfaction, humility. All were

there.

It’s always nice to w in, but the win

won’t be the lasting impression from

this case.  The case taught me two

lessons. he first I already knew, but it

wasn’t important to me before. In th is

case, it hit home to me that not all

brokers are bad brokers.  There are

good people out there who care

about their clients and who work hard

for them.  I guess that point is pretty

obvious.

The second lesson is more profound.

It dawned upon me that when we

bring a case against a bad broker or

a bad firm, we are not just fighting for

the client. We are also fighting for the

good brokers.  For the public to have

trust in the securities industry, the

wrongful actions of brokers and firms

must have consequences.  Honest

brokers benefit when dishonest acts

of brokers and firms are punished.
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Many of us are seeing cases now

where honest, hard working brokers

gave bad advice based on bad

research given to them.  In some

cases, those brokers are additional

victims of the wrongdoing. This

makes the wrongdoing even worse.

PIABA exists  to protect the public

investor.  Do your work proudly.  You

are heroes for justice.  And, if your

work benefits honest brokers and

firms, that’s okay too.
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1 In those days, all pre-dispute agreements were unenforceable under the law.

P ro fLip n e r's  " I  Lo v e
Ne w  Yo rk Law "  – 

T h e  Im p ro p rie ty  o f
Co n f id e n t ial i ty  O rd e rs
i n  S e c u r i t i e s
Arb itratio n

by Seth E. Lipner

Seth E. Lipner is Professor of Law at

the Zicklin School of Business,

Baruch College, in New York. He is

one of the original PIABA D irectors,

a two-time Past President of PIABA

and the organization's Secretary. He

is also a member of Deutsch &

Lipner, a Garden City, New York law

firm. Until recently, Mr. Lipner served

on the Board of Editors of Securities

Arbitration Comm entator. His email

address is proflipner@aol.com and

he can be reached at 646-312-3595

or 516.294.8899.

Defense requests for omnibus

confidentiality agreements and

orders in securities arbitrations have

become commonplace, but few

lawyers and arbitrators s top to

consider the proporiety of such

orders. This article seeks to

demonstrate that such orders should

not be issued, and the reasons they

should be resisted.

Any discuss ion of confidentiality

orders must start with the proposition

that justice in this country is and

ought to be public. A free and open

society like ours is best off if the light

of day shines brightly on its affairs.

Recent events in the business world

show all-too-vividly the horrible effect

that secrecy and cover-ups can have

on American public. 

Truth Seeking:  The purpose of

arbitration, like all legal proceedings,

is to seek and determine the truth.

The process requires that attorneys

be able to compare situations and

documents relevant to our clients'

cases, not only amongst clients, but

also with other attorneys prosecuting

similar cases.  Such collaboration

improves the truth-seeking process,

while a respondent's plea for

confidentiality retards and hinders

that process.  

The language in the Arbitrator's

Manual advising arbitrators to treat

the matters they learn in arbitration

as confidential should not be

misconstrued as grounds for

arbitrators to order parties to

maintain strict confidentiality. The

language in the Manual is intended

to convey to the arbitrators the

simple notion that they should not

discuss the cases in which they sit

with anyone outside the process (for

example, at a social gathering or a

professional event). 

The language in the Manual goes

back to old American Arbitration

Association ("AAA") publications.

The AAA was formed in the 1890s by

wealthy individuals who wanted the

disputes among them to be private.

Unlike the situation in most securities

arbitrations, those individuals then

agreed, post-dispute, to go to

arbitration.1 The AAA model, from

which the "private" language comes,

is tota lly inapposite to the present

situation. 

In 1987, when the United States

Supreme Court approved the

securities industry’s practice of

requiring arbitration of customer

disputes (overruling a long standing

opinion to the contrary), the Court

(and the SEC, in its amicus brief)

emphasized that the rights of the

investor were not being diminished

by mandatory arbitration, only that

the forum was being changed. If any

corporate defendant were to appear

in court and ask for all encompassing

omnibus confidentiality protection as

to all documents and testimony, their

request would be summarily denied.

Especially (but not exclusively) in

multip le-victim cases, a respondent's

demand for confidentiality is often

designed to prevent Claimants from

effectively examining witnesses, and

from coming to understand fully the

motivations, incentives and actions

of the firm and its representatives. It

is the responsibility of counsel for the

parties to discover and demonstrate

to the arbitrators the facts that

underlie these cases, and it is

inherent in our legal system that full

d iscovery and openness are

essential to that process.  

If customer/securities cases were in

court, there is no doubt that there

would be no confidentiality order. No

real “trade secrets” of Respondent

are involved in these cases. In order

to qualify as a trade secret, the item
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claimed to be secret must such that

it is "gives [the owner] an opportunity

to obtain an advantage over

competitors who do not know . . . it"

See Restatement of Torts. See also

Uniform Trade Secrets Act, 14 U.L.A.

537, 538 (1980)(requiring claimed

secre t to  have " independent

economic value"). Most sa les

documents used in the securities

business are, by the time the case

comes up, so old as to no longer

provide the requisite "advantage" or

"value", thus disqualifying them as

trade secrets. So too, due diligence

files and trading records are not

trade secrets, and they are thus not

the proper subject of confidentiality

orders. To the extent the names of

other customers are involved, the

NASD guidelines on discovery permit

redaction. And, to  the extent truly

"private" information is disclosed

(e.g. private personnel records),

there is a common law duty not to

publicize it, a remedy for doing so.

See Warren & Brandies, The Right to

Privacy, 4 Harvard L.Rev. 193

(1890). Adding an arb itrators' order is

unnecessary and unwise.

The orders respondents submit in

arbitration often go much farther than

law or good conscience permits. For

example, they sometimes seek an

order so broad it  would, in effect,

seal the record. No such order

should ever be entered.

Concealment: S e c u r i t i e s

arbitrations exist because brokerage

firm agreements require arbitration.

By compelling these cases to

arbitration and then demanding

confidentiality, firms try to conceal

their wrongdoing from other litigants,

other aggrieved investors, and from

the news media (which often

considers these matters important

and new sworthy ). See Danco

Laboratories, Ltd. v. Chemical

Works, 274 A.D.1, 711 N.Y.S.2d 419

(1st Dept. 2000), discussed infra.

A clients’ First Amendment rights

become paramount when a 

respondent goes so far as to try to

use arbitrators (and the supposedly

“private” nature of arbitration) as the

instrumentality for hiding from the

public  evidence of corporate

wrongdoing. Neither the SEC nor the

Supreme  C o u r t  c o u ld  have

envisioned such a result when it

sanct ioned arb it ra tion in the

securities industry in 1987.

Divide and Conquer Strategy:

Often in securities cases, the

grievance of the claimant is not an

isolated circumstance. Respondents

in arbitration, however, want panels

to see only, and thus treat, each

case as an isolated incident, or at

least to isolate the victims from each

other. A respondent's request for

confidentiality thus becomes a naked

attempt to "divide and conquer",

making each claimant less well able

to prosecute the cases effectively.

Covering Up Systemic Fraud: A

court or arb itrator confidentiality

order should never be issued to

protect the “privacy or confidentiality”

of an enterprise involved in a

systemic fraud.  What better way to

cover up a systemic fraud than to

require each victim of the fraud to

litigate separately, and to not share

discovery?  As one court stated:

“Shared discovery is an

effective means to ensure

full and fair disclosure.

Parties subject to a number

of suits concerning the same

subject matter are forced to

be con sistent in their

responses by the knowledge

that their opponents can

compare those responses.”

Garcia v. Peeples, 734 S.W.2d, 343,

347 (Texas 1987).

NEW YORK LAW

M o s t  b r o k e r a g e  f ir m s  a r e

corporations with their principal place

of business in New York. Most 

broker-customer contracts provide

for the application of New York law.

N ew  York  c lea r ly  d i s fa v o rs

confidentiality orders and orders

sealing court records. As one

influential court recently wrote:

The issue often arises in the

c o n t e x t  o f  c r i m i n a l

proceedings, but both the

F i rs t Amendment  and

common law principles apply

equally to civil proceedings

H e r a l d  C o m p a n y  v .

Weisenberg, 59 N.Y.2d 378,

383, 465 N.Y.S.2d 862, 452

N.E.2d 1190; see, also,

C om me nt ,  " T h e  F i rs t

Amendment Right of Access

to Civil Trials After Globe

Newspaper Company v.

Superior Court," 51 Univ.

Chicago Law Rev. 286

[1984]. As the United States

Supreme Court has noted,

"[w]hile the operation of the

judicial process in civil cases

is often of interest only to the

parties in the litigation, this is

not always the case.... Thus,

in some civil cases the

public interest in access,

and the salutary effect of

publicity, may be as strong

as, or stronger than, in most

criminal cases," Republic of

t h e  P h i l i p p i n e s  v .

DePasquale , 443 U.S. 368,

386-387, n. 15, 99 S.Ct.

2898, 61 L.Ed.2d 608).

Among the values of access

in civil cases is that "the

bright light cast upon the

judicial process by public

observation diminishes the

possibilities for injustice,

incompetence, perjury and

fraud." Republic of the

Philippines, supra, at 660;

Little john v. BIC Corp., 3rd

Cir., 851 F.2d 673, 678.

Publicity about trials "[tends]

to insure that the truth will be

told and the secrecy of

inquisition-like proceedings 
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will not occur." Coopersmith

v. Gold , 156 Misc.2d 594,

601, 594 N.Y.S.2d 521;

W estc h e s t e r R o c k l a nd

Newspapers v. Leggett, 48

N.Y.2d 430, 437-438, 423

N.Y.S.2d 630, 399 N.E.2d

518. The public interest in

openness is particularly

important on matters of

public concern, even if the

issues arise in the context of

a private dispute Brown &

Williamson Tobacco, supra ,

at 1179), about which

secrecy, then, may well

prove the greater detriment

to the public (see generally,

Doggett and Mucchetti,

"Public Access to Public

C o u r t s :  D i s c o u r a g i n g

Secrecy in the Pub lic

Interest," 69 Texas Law

Rev. 643, 648 [1991]). . . .

In New York, too, we have stated

that "statutory and common law ...

have long recognized that c ivil

actions and proceedings should be

open to the public in order to ensure

that they are conducted efficiently,

honestly  and fairly" Matter of

C o n s e r v a t o r s h i p  o f  E t h e l

Brownstone, 191 A.D.2d 167, 594

N . Y . S . 2 d  3 1 .  N e w  Y o r k ' s

presumption of public access is

broad Newsday v. Sise, 71 N.Y.2d

146, 153, n. 4, 524 N.Y.S.2d 35, 518

N.E.2d 930, cert. denied 486 U.S.

1056, 108 S.Ct. 2823, 100 L.Ed.2d

9 2 4 ;  H e r a l d  C o m p a n y  v .

Weisenberg, 59 N.Y.2d 378, 381-

382, 465 N.Y.S.2d 862, 452 N.E.2d

1190; see, Carpinello, "Public

Access to Court  Records in Civil

Proceedings: The New York

Approach," 54 Albany Law Rev. 93

[1989]. We have required that a

"legitimate basis" justify the sealing

of court documents Matter of

C o n s e r v a t o r s h i p  o f  E t h e l

Brownstone, supra. Pursuant to

these general policy objectives, New

York promulgated Rule 216.1[a] of

the Uniform Rules of Trial Court. This

section directs that "[e]xcept where

otherwise provided by statute or rule,

a court shall not enter an order in any

action ... sealing the court records,

whether in whole or in part, except

upon a written finding of good cause,

which shall specify the grounds

thereof. In determining whether good

cause has been shown, the court

shall consider the interests of the

public as well as of the parties ..."22

NYCRR 216.1[a]. Although the rule

does not further define "good cause,"

a standard  that is "difficult to define

in absolute terms," a sealing order

should rest on a "sound basis or

legitimate need to take judicial

act ion ," a  showing proper ly

burdening the party  seeking to have

a sealed record  remain sealed.

Coopersmith v. Gold, 156 Misc.2d

594, 606, 594 N.Y.S.2d 521).

Danco Laboratories, Ltd. v. Chemical

Works, 274 A.D.1, 711 N.Y.S.2d 419

(1st Dept. 2000)

CONCLUSION

There should be no confidentiality

orders in arbitration. No real “trade

secrets” of respondents are involved

in these cases. Usually, the only

i ssue s  i n  di s c o v e ry  a re  a

respondent’s  sales practices, and the

motivations for them. 

Before any arbitration panel even

considers Respondent’s request for

con fidentiality, the Respondent

should be required to identify each

and every document for which they

seek protection, and to describe to

this panel the exact nature of the

trade secret they seek to protect, as

required by the NASD Discovery

Guide.

Attorneys should challenge panels to

take very seriously whether they are

prepared to assert the authority to

deny a claimant his or her right to

free speech about the documents

and facts discovered by their lawyers

in a case. Arbitrators should be 

warned not to be drawn in to

brokerage firm attempts at cover-

ups, and told that there is no good

authority for imposing confidentiality

orders on arbitration claimants and

their attorneys.

The Supreme Court could not have

envisioned turning arbitration into a

trap door when it sanctioned

mandatory arbitration agreements in

the se cu rit ies ind ustry . T he

confidentiality orders that the industry

tries to foist on claimants should be

resisted, so that investors will not be

deprived of the advocacy they

deserve.
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Pra c t it io n e r’s  Co rn e r –

Se c u rit ie s  Arb itratio n :
An  Alte rn a tiv e , No t A
Su b s t itu te

by David W. Oppenheim and David

E. Robbins

Copyright © 2002. All Rights

Reserved. Mr. Oppenheim is an

associate with Kaufmann Feiner

Yamin Gildin & Robbins LLP in New

Y o r k  C i t y  ( w w w . k a u fm a n n

feiner.com), where he specializes in

securities arbitration and franchise

law. Mr. Robbins is a partner in the

firm, is on the Board of Editors of this

Journal and has chaired all of the PLI

programs on securities arbitration

since 1986. He is the author of

Securities Arbitration Procedure

Manual (5 th Ed. Matthew Bender

www.lexis.com) and is an arbitrator

and mediator.

Introductory Conversation

New PIABA Member with a Litigation

Background: “I thought the Supreme

Court compelled customer securities

cases to arbitration because that

system is an effective substitute for

litigation. You know, where the triers-

of-fact are enthusiastic volunteers

with a wealth of business experience

and the courage of their convictions;

where the precedents of generations

and self-regulatory rules are the

standards by which they judge the

conduct at issue; where a customer

always prevails if he meets his

burden of proof; and, where the

consistency of arbitration Awards

allows the customer’s attorney to

better evaluate the likely success of

a potentia l claim?

S e a s o n e d  P I A B A  M e m b e r :

“Fuhgeddaboutit.”

Welcome to Securities Arbitration

– Where Night is Gray

The burst of the Internet bubble and

revelations from the New York

Attorney General’s Office about the

largest and  most wel l-known

brokerage firms and their research

analysts have caused the number of

securities arb itration cla ims to

skyrocket. From January 2001

through July 2002, the NASD and

NYSE opened 11,302 and 1,211

cases, respectively. Along for the

r ide  on t h e  s k y ro c k e t  a re

experienced and not-so experienced

customer attorneys. The latter are

finding that membership in PIABA,

by itself, does not buy a ticket to

success. 

For even the most experienced trial

attorney, participating in an SRO

arbitration can be a daunting

experience.  Most of the rules typical

of litigation in court (the rules you

spent countless hours learning in law

school and the ones you saw played

out in your favorite courtroom drama

series) sim ply do not apply.

Because arbitration is a relatively 

new and still maturing process, its

procedures and hearing advocacy

skills (unlike civil procedure and trial

advocacy) are not taught in most law

schools. As a result, young lawyers

and even some experienced trial

lawyers are unprepared for trying a

case in an arbitral forum.

The purpose of this article is to

discuss some of the differences

between arb itration and litigation –

from filing the initial claim through the

appellate process.   It is our hope

that after reading this article, you, the

inexperienced arbitration attorney,

will have an understanding of the

arbitration process, appreciate how it

differs from litigation, and be better

prepared to represent your clients in

arbitration.  Given the scope of this

subject, our article can only touch on

the most important distinc tions. 

While arbitration and litigation are

both adversarial proceedings, they

are drastically different.  Lest there

being any misunderstanding –

arbitration is not litigation. It is not a

substitute for litigation. It is an

alternative.  From the filing of the

Statement of C laim or the Complaint,

through the discovery process, at the

hearing and beyond, the practice and

procedures are different.  Those

differences could depress and

frustra te experienced trial attorneys,

but since arbitration is the only game

in town, it is important that you

understand the distinctions.

The Initial Claim – Outlines Versus

Stories

When an experienced trial lawyer

sets out to prepare a court complaint,

the attorney must carefully research

the specific elements of each claim

that he or she wishes to advance in

the litigation.  If the complaint is filed

in the federal court or other notice

pleading forums (such as New

Jersey), the attorney need only set

forth the bare-boned facts and

elements of each claim.  The lone 



Practitioner’s Corner - 

Securities Arb itration: An Alternative, Not A Substitute

PIABA Bar Journal Fall 20027

exception is for claims for fraud for

which federal and most state courts

require more specific pleading.  For

example, in order to state a claim for

breach of contract, a p laintiff in court

need only s tate that it had a contract

with the defendant, it performed its

obligations under the contract, the

defendant failed to perform its

obligations and as a result of the

defendant’s  non-performance, the

plaintiff suffered damages.

But in securities arbitration, the

attorney representing the claimant

needs to do more.  For example, in

an NASD arbitration, as set forth in

the NASD Uniform Guide: 

The Statement of C laim is a

written narrative that sets

forth the facts of the dispute.

While the Statement of

Claim does not have to be in

a special form, it should set

forth the details of the

d i s p u te ,  i n c lu d i n g  a l l

relevant dates, names and

account numbers, in a clear,

concise and chronological

f a s h io n ,  a n d  s h o u ld

conclude by indicating what

relief (e.g., the amount of

money damages, specific

performance, interest) is

r e q u e s te d .   I f  y o u r

Statement of Claim refers  to

documents, copies of the

doc um ents  shou l d  be

attached as exhibits.

And, as suggested in an earlier

column for this Law Journal, entitled

“How to Write a Statement of Claim”:

In letter format, with as

many bold headings as

p o s s i b le ,  i n f o r m  t h e

arbitrators up front, in a

summary portion of the

claim, about the entire case

and the damages sought.

Follow the summary with a

discussion of your client’s

interactions with the broker 

before the trades in dispute;

this will enable you to

expla in how the trust

relationship was established.

That explanation should be

followed by a description of

the broker’s breach of the

trust relationship.  Describe

the breach with only a

handful of issues presented

in a chronological fashion,

giving relevant factual data,

such as dates, phone

conversations, meetings,

names and titles.

Thus, there is a stark difference

between the pleading elements for a

complaint in court as opposed to the

more effective form for the Statement

of Claim in arbitration.  A Statement

of Cla im in arbitration must be more

in depth than a complaint in court.

After all, unlike a court proceeding,

the arbitrators will often use your

Statement of Cla im as a roadmap to

the case throughout the arbitration

proceeding.  Thus, unlike in court,

the Statement of C laim is your on ly

opportunity to make a good first

impression by persuasively telling

the arbitrators your side of the story.

In court, such an in depth

presentation of your case in the initial

pleading is simply not required.

Indeed, if your case is before a jury,

you can be fairly confident that the

complaint will not even be read by

the fact finder.

Dispositive Motions – A Preview of

Respondent’s Summation

If your adversary is an experienced

trial attorney, he or she may receive

your Statement of Claim and

immediately begin to prepare a

motion to dismiss.  After all, in

federal court, a motion to dismiss

under Federal R ule of C iv il

Procedure 12(b)(6) -  for failure to

state a claim upon which relief can

be granted - is almost routine.  And

on such a motion to dismiss, the

standard for the court to apply is 

clear: it must determine whether the

complaint, on its face, adequately

sets forth a claim upon which relief

could be granted.  Generally, if the

plaintiff pleads the requisite elements

for each claim, the motion will be

denied.  Experienced court room trial

lawyers also know that if a motion to

dismiss raises factual issues, the

court can sua sponte treat the motion

to dismiss as a motion for a summary

judgment.  In that event, when you

oppose the motion, you must

respond, in kind, by putting forth

evidence sufficient to  raise a triable

question of fact in order to defeat the

motion.

The procedures for filing and

deciding motions to dismiss or

dispositive motions in arbitration are

very different from court. The

experienced trial lawyer might be

surprised to learn that dispositive

motions are frowned upon in

arbitration.  As the Directors of

Arbitration for the NASD and NYSE

explained in PLI’s course book for

Securities Arbitration 1994:

Although it comprises a

large part of court room

pract ice, there  i s  no

provision for motion practice

in arbitration.  The issues

which are resolved in

advance of the hearing,

most frequently, are those

which relate to discovery…

U n d e r  c e r t a i n

circumstances, the panel will

convene to address motions

relating to the substantive

issues in the case (i.e.,

motions to dismiss).  This

lack of motion practice may

appear to present difficulties

in the ability of a party to

prepare for aspects of a

case .  Ho we ver , the

flexibility of the arbitration

p r o c e s s  p e r m i t s  t h e

arbitrators to proceed with a

case to the extent possible

and then have short 
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adjournm ents during which

time the parties can prepare

for any aspects of the case

which may require additional

time.  

Since 1994, there has indeed been a

growing trend to permit motions to

dismiss and motions for a summary

judgment in arbitration.  But such

motions are still rarely, if ever,

granted.  While arbitrators today

generally agree that they have the

authority to decide motions to

dismiss or motions for a summary

judgment, most of them usually

realize that arbitration is a forum for

dispute resolution which differs from

court and is designed to give litigants

a full and fair opportunity to present

their case.  Therefore, most motions

to dismiss are denied, without

prejudice to the movant to renew the

motion after the claimant has

presented his or her case at an

arbitration hearing.

Even though the odds are stacked

against your opponent on a motion to

dismiss, he or she will s till file it in

order to tell the story from the

defense perspective, to attempt to

reduce the real issues in controversy

and put the claimant on the

d e f e n s iv e .  E s s e n t ia l ly ,  y o ur

adversary will use the motion as an

opportunity to give a summ ation to

the panel, either prior to the

commencement of the hearing or

even during the hearing itself.  

Discovery – Crucial Limitations

When you, the experienced trial

lawyer, first become involved in a

new litigation, your first instinct is to

prepare and serve discovery.  The

prudent trial lawyer will prepare

document requests, interrogatories,

notices of deposition, and, if

warranted, requests for admissions.

All of the aforementioned discovery

tools are permitted by the federal and

state rules of civ il procedure.  By

conducting extensive and oftentimes

exhaustive discovery, the trial lawyer

can fully investigate the bases for the

claims against his or her client and,

especially through the deposition

process, fully unders tand  the

opponent’s  case .  Revea ling

depositions can give rise to

successful motions to dismiss and

other procedures to limit the triable

issues.

While it is also advisable for you to

conduct discovery early in an

arbitration case, you should be

aware that the means by which you

can conduct the discovery are

severely limited.  As a formerly fu ll-

time litigator, you may be surprised

to learn that save for very limited,

extreme circumstances, you will not

be allowed to depose any witnesses

or even a party to the arbitration.

You will also not be able to serve

interrogatories on your adversary.

As the NASD explained in its Notice

to Mem bers 99-90, “Standard

interrogatories, as utilized in state

and federal courts, are generally not

permitted in arbitration.”  Thus,

additional discovery methods such

as depositions and interrogatories

are gene ra lly unava ilab le as

discovery tools in arb itration.  You

may, however, serve traditional

document requests and requests for

information on the opposing party.

But requests for information are not

interrogatories; they are strictly

limited – if enforced by the arbitrators

- to identification of individuals,

entities, and time periods related to

the dispute.

Discovery in arbitration is therefore

much more limited than in court.

Again, the reason for limited

discovery is the recognition by all the

partic ipants in an arbitration that it is

not a substitute for litigation; it is an

alternative.  The parties have

“voluntarily selected” arbitration as a

more cost-effective means by which

to resolve their dispute.  Most

a r b i t r a t o r s  a n d  e x p e r ie n c ed

arbitration attorneys agree that if 

traditional discovery was permitted in

arbitration it would not be the cost-

effective, expedient forum it was

designed to be. However, they also

know that more cases would be

settled faster.

Witness Preparation – Few

Objections Will be Sustained 

In both litigation and arb itration, one

of the tasks of an attorney is to make

witnesses out of human beings. Not

a simple undertaking. Most people

who feel they were wronged and are

emotional about it want to te ll their

story to the triers-of-fact with as few

i n t e r r u p t i o n s  a s  p o s s i b l e .

Unfortunately, in doing so, their

“warts and all” narratives can be (to

mix metaphors) two-edged swords.

In court, if they try to te ll the jury what

they overheard, there will be an

objection based on the rules of

evidence. If they want to refer the

jurors to a document they did not

author, but which, they claim, bears

directly on the case, there could be

another objection sustained. If they

answer a “soft ball” question from

their attorney on direct with a long

narrative, they will be cut off at their

first breath by the judge. As such,

witnesses in litigation must be taught

about the rules of evidence, in

addition to getting the story straight

and consistent. 

Not so in most arbitration. The most

stunning difference for tria l lawyers to

accept is that in arbitration, the rules

of evidence do not apply (see below

discussion). As a result, trial lawyers

have to prepare their witnesses

differently. A party's credibility is

usually the main issue at a securities

arbitration hearing. Since arbitrators,

unlike jurors, can and usually will

question a witness, they are very

sensitive to the credibility of that

individual. If an arb itrator feels that a

witness is not believable on one

point, it is likely that the entire

testimony will be discredited. And, for

some reason, many arbitrators give
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brokers a license to “lie a little” at an

arbitration, while they give no such

privilege to customers. 

It is therefore necessary that

witnesses be thoroughly prepared so

they are as relaxed as possible and

can present their testimony in a

precise narrative fashion. It is

im p o r ta n t  f o r w i tn e s s e s  to

understand how their testimony fits

within the entire case. Creating this

understanding is the practitioner's

goal. For example, customers

a l l e g i n g  u n s u i t a b i l i t y ,

misrepresentations, or omissions

m u s t  b e  f o re w a r n e d  a b o u t

d i s ti n g u is h i n g betw een  the ir

knowledge of an investment when

the transaction occurred and the

knowledge they subsequen tly

acquired from their attorney. It is

often difficult for customers to

articulate this distinction when

testifying.

The Hearing – Gun Fight at the OK

Coral

After you have submitted your

detailed Statement of Claim to the

NASD or NYSE; after Respondent’s

motion to dismiss has been denied

without prejudice to raise it at the

close of your case; and, after you

have taken your limited discovery,

you are ready to proceed to the

arbitration hearing.   Like a trial, you

will be given an opportunity to make

an Opening Statement, to present

your evidence (both testimonial and

t a n g i b l e ) ,  to  c r os s- ex am in e

w i tn e s s e s  a n d  t o  m a k e  a

Summation.  If you begin your

Opening Statement with “Ladies and

Gentlemen of the Jur…”, you clearly

need to refocus.  

While the procedures employed in

arbitration are generally the same as

in a courtroom trial, there are many

differences.  Two such differences

are the applicability of evidentiary

rules and the extent of participation

of fact finders.  

With respect to evidentiary rules, you

need to know that they simply do not

apply in arbitration.  While some

arbitrators refer to the federal rules of

evidence for guidance, such rules

usually do not control and the

arbitrators are free to allow any

evidence, including testimony or

documents based on hearsay.

Arbitrators, unlike judges, will

typ ically advise the parties that they

will hear the evidence and give it the

“weight it deserves.”  Thus, your

objections based on hearsay,

although informative, w ill most likely

be denied; you should use them

sparingly.  The extent to which your

particular arbitration panel wil l

adhere to or disregard the rules of

evidence will be evident in the first

few objections made by you or your

adversary. If the objections are met

with a withering, “But counsel, those

rules don’t apply here” or, “You do

know, do you not, that the rules of

evidence are inappropriate in

arbitration?” then you should give up

your role of a salmon spawning and

go with the flow. However, you may

want to test the waters initially to see

how strictly – if at all – the arbitrators

will permit rank hearsay and

otherwise objectionable evidence.

While the Chair will usually make

evidentiary rulings alone, he or she

may not be fam iliar with the rules of

evidence. On the other hand, the

Chair could be a litigator, offended by

the attempt to introduce such

evidence.

L ikewise, your  ob ject ions at

arb it ra tion based upon your

adversary’s  failure to properly

authenticate exhibits or her failure to

offer the Best Evidence as required

by the Federal Rules of Civil

Procedure will usually be denied.

Arbitrato rs typically accept all

documents into evidence, whether or

not they have been authenticated.

For example, if one party is

introducing telephone records, you

will not see him or her produce a

representative from the telephone 

company to describe how the

records are compiled in the ordinary

course of the phone company’s

business, how they were maintained

and how they were produced.  The

parties generally accept the notion

that, for purposes of arbitration,

phone records and other business

records need not be authenticated.

You must rem ember, however, that if

you have reason to doubt the

accuracy or authenticity of such

business records, you are free to call

whichever witnesses you feel you

need in order to prove you case.  But

generally, in arbitration as opposed

to litigation, records need not be

authenticated before they are

introduced into evidence.  

While you will not find any NASD or

NYSE arbitration ru les relating to

arbitrator participation in the hearing,

as a general matter, you, the lawyer,

with limited arbitration experience,

will be very surprised to learn that

arbitrators do actually listen to the

evidence presented.  And oftentimes,

they ask questions while your

examination is ongoing.  If an

arbitrator does ask questions, you

should listen very carefully because

it is a wonderful opportunity to

understand the panel’s concerns

about the testimony or, more

importantly, about your entire case.

At trial, on the other hand, fact

finders rarely, if ever, are permitted

to ask questions and it is therefore

difficult, if not imposs ible, to

understand their thinking before the

verdict is rendered. However, unlike

arbitrators, they are free – after they

render their verdict – to discuss their

reasoning with you.

The Award – Often a Cracker

Jacks Surprise

After the hearings have concluded,

you will receive an Award from the

arbitrators. (Dismissals seem to find

their way into the mail sooner than

money Awards.) Unlike a decision in

court, the arbitration Award will be 



Practitioner’s Corner - 

Securities Arb itration: An Alternative, Not A Substitute

PIABA Bar Journal Fall 200210

general.  There is a very good

chance that you will have absolutely

no idea of the facts and law relied on

by the arbitrators in rendering their

decision.  As you know, decisions in

court are quite the opposite.

Whether your trial is a bench trial or

jury trial, you can rest assured that

when the decision is rendered, you

will know the specific findings and

law upon which the decision is

based.  This will give you a better

opportunity to evaluate future, similar

potential cases (especially important

if you make your living on a

contingency fee basis).

In arbitration, while any party can

request that the panel issue a

Reasoned Award, the panel is not

obligated to do so and they usually

do not.  And when they do, it is not

uncommon for them to write the

wrong thing, opening up an

otherwise correct decision to attack

in court. Thus, it is not uncommon to

receive a one paragraph Award

advising the parties that the Claimant

has been awarded a specific amount

against one or more of the

Respondents, without any additional

explanation.  That is the primary

r e a s o n  –  a lo n g  w i t h  t h e

inapplicab ility of the rules of

evidence – that arbitration Awards,

unlike court decisions, have no

precedential value.

The “Appeal Process”

When litigators are retained, they

assume it is for the long haul –

through trial and then through the

appeals  process. Not so in

arbitration. In litigation, parties are

free to ask the trial court to set aside

a jury verdict or to reduce or add to

damages after the trial.  Moreover,

following all post-trial motions, the

parties are free to appeal any and all

aspects of the case.  Appellate

cou rts  rev iew decis ions and

frequently overturn or reverse

decisions of the trial court if

reversible error has been committed.

In arbitration, on the other hand, it is

difficult, if not impossible, to overturn

an arbitration Award (despite the

increased number of such motions to

vacate). Essentia lly, an arbitration

Award will not be overturned unless

the party seeking vacatur can prove

that it was rendered as a result of

corruption, fraud, by undue means or

other arbitrator misconduct. Not that

the arbitrators “got it wrong” but that

they engaged in some sort of

misconduct in arr iving at the ir wrong

decision. Most of the bases for

vacatur of Awards are codified in

Section 10(a) of the Federal

Arb it ra t io n  Ac t  ( “FAA” )  and

corresponding state arbitra tion

statutes. 

Aside from the FAA, there are

additional, judicially created bases

for vacatur of an Award, including the

often misunde rstood “manifest

disregard of the law”.  Manifest

disregard of the law is the most

popular ground for vacatur of an

Award, although it is rarely granted.

You must understand that a simple

error in the law is not sufficient to

vacate an arbitration Award on this

ground.  The manifest disregard of

the law inquiry is very limited: the

court must decide whether the

arbit rators  comp letely ignored

governing legal principles that were

brought to their attention during the

hearing.  The legal principle must be

obvious and capable of being readily

and instantly perceived by the

average person qualified to serve as

an arbitrator.  The arbitrator must

have appreciated the existence of

the clearly governing legal principle,

but he or she must have decided to

ignore it or pay no attention to it.

Thus, it is not sufficient on a motion

to vacate an arbitration Award on this

ground to simply show that the panel

knew the law.  You must show that

the arbitrators knew the law, but

intentiona lly disregarded it in

rendering its decision.  Given the fact

that arbitrators seldom, if ever,

render Reasoned Awards, it is 

usually impossible to determine the

factual or legal bases for the decision

and therefore, it is even more difficu lt

to convince a court that the decision

was rendered in manifest disregard

of the law.

The difference between your client’s

right to “appeal” an arbitration Award

as opposed to your client’s right to

appeal a decision in court is perhaps

the most significant difference

between the two dispute resolution

processes.  Usually, when you

receive the Award, good or bad, the

show is over; not so in litigation.

Conclusion

We have jointly authored this article

because one of us recently came

from a litigation-only background and

the other has practiced securities

arbitration for many years. After the

first few arbitrations that the former

a t tended, he remarked how

frustrating and bewildering the

process was, compared to the

pred ictability and consistency of

litigation. Exasperation soon gave

way to acceptance and, with it, an

understanding of and sometimes

appreciation for the differences.

Arbitration is indeed an alternate

dispute resolution process.  The

rules that apply in court cases do not

apply there.  From the initial pleading

stage through the hearing and

motions to vacate, the two processes

could not be more different.  As an

attorney practicing in securities

arbitration for the first time, your

client will be well served if you

recognize these differences and

tailor your case’s  prosecution

accordingly. You can be sure that

your adversary will.
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Vie w  f ro m  th e  We s t –

Caus a l Ch a lle n g e s  an d
th e  Ch in e s e  Wall

by Scot Bernstein

Scot Bernstein is a member of

PIABA's board of directors.  His law

firm -- Law Offices of Scot Bernste in

-- is located at 10510 Superfortress

Avenue, Suite C, Mather Field,

Cali for nia , near the Ci ty of

Sacramento.   Mr. Bernstein can be

reached at 916-447-0100.  His email

address is swampadero@aol.com.

PIABA’s birthstone is the Rock of

Gibraltar.  Pervasive wrongdoing by

Prudential Securities, combined with

its obnoxious defense tactics,

necess itated the cohesiveness that

created this association.

The value of associating and sharing

information is driven in part by the

similarities among the cases we

pursue.  When limited partnership

disputes dominated the SRO

arb it ra tion fora,  the  product

similarities among our cases far

outweighed the differences.  Limited

partnerships were, after all, start-up

companies with no operating history

and with all of the risks attendant to

that.  They were burdened by huge

front-end costs that made long-term

success highly unlikely.  Those front-

e n d  c o s t s  in c l u d e d  l a rg e

commissions for the selling brokers,

which motivated brokers to sell

partnership interests  on a large scale

to anyone who would buy, including

the most vulnerable mem bers of the

investing public.  And, by virtue of

their lack of a public market and

inadequate reporting of their financial

condition, the partnerships’ problems

were unknown to the vast majority of

their investors until many years after

the interests were purchased.  Those

and other similarities made the

exchange of information among

claimants’ counsel even more

valuable than it otherwise might have

been.

Now we find ourselves in a similar

situation.  For perhaps the first time

since the limited partnership era, we

find ourselves with large numbers of

very similar cases.  This time, the

broker-dealers are major wirehouses,

and the common thread is that the

securities sold were issued by

companies that were investment

banking clients of the selling firms.

In recent years, the investment

b a n k i n g ac t iv i t ie s o f  m ajo r

wirehouses have been far more

remunerative than their retail 

operations.  Thus, currying the favor

of the investment banking clients’

execut ives became ext remely

important.  And because those

executives’ compensation often was

tied to their companies' stock prices,

an investment banking firm’s ability

to drive those prices up by having its

analysts tout the shares to the firm's

retail customers and the rest of the

public became the best tool for

keeping investment banking clients

happy.  The Chinese wall crumbled.

The desire to make money on the

investment banking side of the

business does not justify turning

retail customers into cannon fodder.

Recommending the purchase of

speculative securities, not because

they are good investments, but

instead because doing so achieves a

separate business objective of the

entity making the recommendation, is

the taking of a secret profit.  When a

fiduciary takes a secret profit, it

breaches its fiduciary duty.  If

secur it ies brokers  are  doing

something that would cost a real

estate agent his or her license,

something is very wrong.

In any event, there are many cases

now in which retail customers lost

vast amounts of money – and large

percentages of their accounts – by

relying on advice that left them

c o n c e n t r a t e d in  s pe cu la t iv e

securities issued by their brokerage

firms’ investment banking clients.

Déjà vu.

Similarity among cases does not just

give us a reason to exchange

information.  It also creates a legal

environment in which what happens

to one frequent defendant is likely to

happen to another.  That likelihood

can impair the neutrality of certain

arbitrators.  

In particular, the similarities among

these current cases give securities

indust ry  de fen se  co un se l –

especially in-house counsel – a 



View From the West – 

Casual Challenges and the Chinese Wall

PIABA Bar Journal Fall 200212

financial interest in how each of

these cases turns out.  If Morgan

Stanley faces billions of dollars of

potential liability arising out of

investment banking/analyst conflict

of interest issues, it is impossible for

its lawyers not to care how Merrill

Lynch fares in a case involving the

identical issues.  If its lawyers care

about the outcome, they are not

neutral.  If they are not neutral, they

cannot serve as neutrals.  This forms

the basis for the causal challenge I

have included in modified form

below.

The case in which this challenge

arose involved advice to invest in

investment banking clients of a major

wirehouse.  Of the three arbitrators

appointed by the New York Stock

Exchange, one – the industry

arbitrator – was in-house counsel at

another broker-dealer that was being

accused in arbitrations and the press

of engaging in the identical

misconduct.  It was on that basis that

my co-counsel George Trevor and I

challenged the industry arbitrator for

cause.

Many of us have observed that, while

the securities industry's causal

challenges routinely are granted,

o u r s  f r e q u e n t l y  a re  n o t .

Nonetheless, the New York Stock

Exchange granted this challenge,

and we were able to eliminate the

offending arbitrator without using our

peremptory challenge.

When an arbitration panel includes

securities industry defense counsel –

particularly in-house counsel – I

encourage members to consider

making a causal challenge along the

following lines.

\\

Staff Counsel

New York Stock Exchange, Inc. 

20 Broad Street

New York, New York  10005

VIA FACSIMILE ONLY TO 212-656-

2727

RE: \\

CHALLENGE FOR CAUSE

Dear \\:

This is a follow-up to our several

telephone conversations over the last

few days.  Claimants challenge

proposed arbitrator \\ , Esq., for

cause on each and all of the

following grounds:  

1.  \\ 's arbitrator profile states that

she was with the litigation unit of

Dean Witter Reynolds (now known

as Morgan Stanley) from 1984

through 1997.  From 1997 to the

present, she has been the Director of

Compliance at Morgan Stanley

Online. 

I have had cases against Morgan

Stanley in the past (including while \\

was with the litigation unit) and have

them currently -- some filed, some to

be filed, and even a case in court.

My co-counsel, George S. Trevor,

also has pending matters against

Morgan Stanley alleging supervision

and compliance issues.  In one or

more of those cases, Mr. Trevor

and/or I may have to call Morgan

Stanley 's (and that includes Morgan

Stan ley Onl ine's) head(s) o f

compliance as adverse witnesses.

That includes \\, the proposed

industry arb itrator in this case.  To

have to decide whether to call \\ as a

witness and how to examine her

while, at the same time, knowing that

she was an arbitrator in another of

my cases would put me -- or Mr.

Trevor or any other similarly  situated

attorney -- in an untenable position.

It would put \\ -- and the arbitration 

forum -- in an untenable position as

well.

2.  This case -- against Merrill Lynch

-- involves analyst conflicts of

interest.  In numerous pending

arbitrations, Morgan Stanley is

accused of the same kind of 

wrongdoing with respect to its own

research analysts.  Morgan Stanley

also is the target of investigations by

regulatory agencies for the same

conduct -- conduct that led to Merrill

Lynch agreeing to pay a $100 million

settlement to the State of New York.

Moreover, my co-counsel George

Trevor and I represent claimants with

pending claims against Morgan

Stanley in this forum and others

alleging the same wrongful conduct

as to its analysts  that is at issue in

this arbitration  

An attorney -- particularly one with a

high level of responsibility within a

company -- cannot objectively

adjudicate a controversy when the

practices she is called upon to

condemn are the very practices in

which her own employer engaged

(and which she may well have

approved or to which she may have

failed to object).  As a high-level

employee and probable shareholder

of Morgan Stanley, she has a

substantial personal and financial

interest in preventing claimants who

prove that kind of misconduct from

being compensated for the harm they

have suffered.  Indeed, it would be

shocking if the Exchange were to

allow an arbitrator to decide an issue

that could cost her employer

hundreds of millions of dollars in the

next several years.

3.  This is a corollary to item 2,

above.  Anyone desiring evidence

that Morgan Stanley knows it is guilty

of the same kind of wrongdoing that

New York Attorney General Elliot

Spitzer discovered at Merrill Lynch

should consider this:  Morgan

Stanley and a few other large

wirehouses led an effort to add a 
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provision to Senator Sarbanes'

accountancy reform bill that would

have prohibited state attorneys

general from investigating securities

industry wrongdoing, including the

analyst conflict issue.  If Morgan

Stanley and the others fe lt their

conduct to be defensible, they would

not need to try to get a law passed to

disable the regulators.

4.  Morgan Stanley takes the position

that it has valid causal challenges

against potential arbitrators who ever

have had a case against Morgan

Stanley.  If the role of lawyer for an

opponent disqualifies an individual

from serving as an arbitrator, as

Morgan Stanley believes, then any

attorney who works for Morgan

Stanley is disqualified from any panel

of mine.  What's good for the goose

is good for the gander.  

\\ must be removed from the panel

for this reason as well.

Each matter discussed above

supports claimants ' view that \\ has,

in the words of NYSE Rule 610, a

"direct or indirect financial or

personal interest in the outcome of

the arbitration" and an "existing or

p a s t  f i n a n c i a l ,  b u s in e s s ,

professional,  family or socia l

relationship[s] that [is] likely to affect

impartiality or m ight reasonably

create an appearance of partiality or

bias."  Arbitrator \\ must be removed

from this panel.

Thank you for your attention to th is

important matter.

Very truly yours,

Scot D. Bernstein

SDB:msw

cc:



Expert’s Corner –

Variable Annuities: A Primer for Claimants’ Counsel

PIABA Bar Journal Fall 200214

Exp e rt ’s  Co rn e r – 

Varia b le  An n u i t ie s : A
P rim e r f o r Cla im an ts ’
Co u n s e l

by John J. Duval

John J. Duval re tired from Merrill

Lynch in 2001 after 19 years  with

that firm. He currently works full time

as an expert witness, mediator, and

arbitrator in investment-re lated

disputes. During his tenure with

Merrill Lynch, he was an account

executive, Vice-President, and

Resident Manager. He also served

as the Manager of the Merrill Lynch

New York City District Professional

Resource Center, a group of

approx im ate ly  4 0  spec ia li s ts

providing expertise to over 600 retail

brokers and their clients in the areas

of trusts, mortgages, managed

money, mutual funds, 401-K,

business finance, life insurance, and

annuities, in addition to ensuring

compliance in these respective

disciplines. Mr. Duval has a web site

at www.johnduval.com and can be

reached at 212-371-1132.

As an expert witness, mediator, and

arbitrator, most of the cases in which

I’ve been involved have concerned

suitability or supervision in the

context of the usual retail disputes

between brokers and customers. But

because I formerly held a unique

management position with Merrill

Lynch as the District Annuity

Specialist in its New York City

District, I also am being retained in

many cases involving the sale of

variable annuities. Since such

disputes seem to be becoming more

prevalent, it behooves a claimant’s

attorney to have at least a basic

familiarity with certain concepts and

problems inherent in this unique form

of investment. While the subject can

be explored with differing degrees of

complexity, this article is intended as

a primer on the features, benefits,

and drawbacks of variable annuities.

An annuity is a contract between an

insurance company and a customer

who, as purchaser, is designated as

the “owner.” The owner pays the

insurer a specified amount of

principal. In return, the owner can

either receive regular payments for

life or another stated period of time

or can instead choose to simply let

the contract grow on a tax-deferred

basis until withdrawn, usually after

age 59 1/2. At this latter point, the

owner can mitigate his or her tax bite

by "annuitizing" the money -- in other

words, converting the assets into a

monthly stream of income which will

be subject only to partial taxation, i.e.

since the monthly payment consists

of both interest and a return of

pr inc ipa l, on ly  the  portion

representing interest will be taxable.

There are two broad categories of

annuities – fixed and variable. Fixed

annuities provide a specified rate of

return from the outset. Variable

annuities, on the other hand, contain

numerous investment choices known

as sub-accounts, which are similar to

mutual funds. With the exception of

various money market selections 

made available to variable annuity

owners, the value of assets allocated

to the sub-accounts will fluctuate

according to the performance of their

underlying securities. This daily

fluctuation renders the annuity

“variable” in value from day to day.

The sub-accounts are priced at the

close of each trading day, just like

mutual funds.  

Variable annuities are registered with

and approved by state insurance

commissioners.  But because these

annuities are investment contracts

and thus securities, the broker selling

them also must be registered and

licensed to sell securities in the

states in which they are sold.  

I should note in passing that because

va riable  annuity sub-accounts

operate like mutual funds, their use

or recommendation by financial

professionals is subject to the same

suitab ility requirements as any other

investment. Brokers and RIAs who

ignore these requirements can leave

annuity investment portfolios in

shambles through the same types of

incompetence, malfeasance, and

unsupervised activities seen w ith

o ther t ypes  o f in ve stm ents .

Moreover, the insurers and their

captive distributors typically do not

supervise the representatives who

ultimately sell their products, leaving

supervision to dispersed broker-

dealers and insurance agencies.

These subjects are beyond the

scope of this article, but the

practitioner may well find that his or

her first exposure to variable

annuities will come in the form of

complaints about performance of

sub -accounts rather than the

appropriateness of the contract.

Investment performance aside,

variable annuities are a notorious

vehicle for abusive sales practices.

The reason many brokers are prone

to commit these abuses is that the

combined commissions from the sale

of a typical variable annuity are 
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higher than commissions from almost

any other product. Not only does the

broker get a sales commission, but

the broker-dealer also gets sales

credits or “trailers” which in turn are

partially passed on to the registered

representative on a quarterly basis.

These additional payments consist of

a percentage of the asset base,

usually .25% or higher.  But since

there is no front-load to variable

annuities – in other words, since

100% of the principal goes into the

contract -- one might wonder where

the insurer gets the money from

wh ich to  pay these higher

commissions. The answer is that the

insurance carr ier  “ fronts” the

commission to the broker-dealer and

recoups this money through the

death benefit charge, known as the

“mortality and expense risk” or

“M&E.”

In order to ensure that the M&E will

be kept in place long enough to

compensate the insurer for the

fronted commission expense, the

insurer includes a contract feature

called a Contingent Deferred Sales

Charge or “CDSC.”  (It also is known

as an Early Surrender Charge).  If,

for example, the M&E is 1.25%, it will

take the carrier six or seven years to

recover the commission and turn a

profit. Thus, most variable annuities

carry a long surrender period. The

owner must pay a penalty for

prema ture withdrawals or for

surrendering the contract during this

period.  The penalty decreases each

year until it disappears completely in

s om e pre - s p e c if ie d  year  o f

ownersh ip . Recent ly , var iable

annuities without surrender charges

have begun to emerge, but most

contracts still contain some form of

penalty to impede immediate and

unfettered liquidity. 

The M&E charge isn’t the only

reason variable annuit ies are

expensive.  They also are loaded

with other costs as well, including

annual administrative fees and sub-

account management fees. The

combination of all standard fees

associated with a variable annuity

usually will cost the owner in the

neighborhood of 2.5% annually.

With the election of certain optional

features, that cost can go even

higher.  In comparison, the fees for

mutual funds are typically 1.5% a

year or less. It obviously is a

disadvantage for any investor to start

out in the hole by the amount of

these fees. 

Unfortunately, a lot of customers

aren’t told about the surrender period

and the high charges. Financial

professionals, when called to task for

failure in this regard, often will argue

that the information was disclosed in

a prospectus, but all too often clients

rely on the broker and don’t read or

fully understand prospectuses.

Another significant abuse can occur

when the customer is told that the

contract is “guaranteed,” meaning he

or she supposedly will receive at a

minimum the amount of purchase

payments less sums withdrawn.  The

problem is that brokers and advisors

don’t always explain that the owner

(or third-party annuitant) must die

before that money is payable. A

person who buys the annuity solely

or primarily as a means of funding

retirement rather than as a substitute

for life insurance would obviously be

unwi ll ing to incur substantial

additional expense for a death

benefit. Moreover, the guarantee is

illusory for most customers since the

industry only experiences about a

2% mortality rate among holders of

variable annuities. Consequently, the

M&E expense is a tremendous

m o n e y m a k e r  f o r  i n s u ra n c e

companies. 

Another frequent abuse in the

variable annuity arena is the practice

of soliciting exchanges of annuity

contracts  primarily for the purpose of

generating commissions.  This is

equivalent to the practice of “twisting”

in the sale of life insurance policies.

With respect to customers whose

surrender period in the original

contract has partially or completely

expired, this practice can be tota lly

inappropriate and a serious sales

abuse since it can subject that

customer to a new long-term holding

period encumbered by a new CDSC.

With all of these negative qualities

and the incentives presented for

sales abuses, one might wonder if

variable annuities have anything

going for them. In fact, they do have

several attractive features. But,

unfo rtu na tely ,  these features

sometimes are accompanied by

other problems or play a role in

additional potential abuses.  

The key benefit of variable annuities,

without doubt, is tax deferral. Growth

in both the fixed and variable annuity

sub-accounts is not subject to

income tax until it is withdrawn. (Of

course, if the value of the contract

has depreciated, withdrawals will be

from original capital and are not

subject to tax for that reason.)

While tax deferral is a seductive

benefit, there also are tax drawbacks

to variable annuities. Withdrawals

from growth in variable annuities do

not enjoy the potential capital gains

treatment applied to profits earned

from mutual funds, bonds, or stocks.

Rather, withdrawals from variable

annuities are taxed as ordinary

income.  Moreover, the entire value

of the annuity w ill be included in the

es tate  tax  ca lcu la tion . Th is

combination of income tax and estate

tax constitutes double taxation

without the luxury of the stepped-up

cost basis that occurs with most

other investments.  For this reason,

variable annuities are almost always

unsuitable for high net worth

individuals.  In fact, during my tenure

as an annuities specialist in the

wealthy New York City D istrict, I

discouraged many annuity sales for
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this very reason.

A second attractive feature of

variable annuities is the opportunity

they present for guaranteed income.

An owner obtains this income stream

by “annuitizing” the contract.  When

the contract is annuitized, the

principal is transferred, usually

irrevocably, to the insurance carrier

in exchange for income for the life of

either the owner or a non-owner

annuitant.  An annuitant is the person

on whose life expectancy the annuity

payments will be calculated.  The

annuitant and the owner usually are

one and the same, but they need not

be. Most annuity contracts can be

annuitized at any time. Insurance

companies generally offer several

income selections in addition to a

life-only option. For example, the

customer might choose life with 20

years certain: if death occurs during

the first 20 years, the income is

guaranteed to the beneficiary for the

balance of the 20 years.  In any

event, once the customer has

selected an income option, payments

begin based on prevailing interest

rates and the age of the annuitant.

Again, this decision is irrevocable.   

Having a guaranteed income scheme

is great for some people, but

annuitizing the contract has a serious

drawback in that it renders the

investment entirely illiquid. Since the

balance in the account must be

irrevocably transferred to the carrier,

there would be no recourse to the

annuitized principal in the event the

client should need capita l.

Along with tax deferral and the

opportunity for an income stream, the

third key selling point to a variable

annuity is the death benefit.  A

guaranteed death benefit pays to the

beneficiary the greater of the

principal deposits, less withdrawals,

or the value on the date of death (i.e,

the ‘stepped-up’ value).  But again,

death benefits are rarely paid and the

feature is very expensive. Even after

the death benefit levels off at age 80

or less, as is the case with most

contracts, the M&E cost continues to

rise over time as the value of the

investment increases.  And, of

course, the death benefit is no

benefit at all absent a death.  This

seemingly obvious fact sometimes is

purposely obscured by rogue

financial professionals who refer to

the “guaranteed value” of the

contract, confusing the purchaser

into believing that the value of his or

her principal payments is guaranteed

during the purchaser’s life. This is  a

particularly egregious sales abuse.

In sum, the three primary selling

points for investing non-qualified

funds in an annuity are tax deferral,

income stream, and death benefit.

And, as now should be clear, each of

these features carries baggage.

What about variable annuities in

IRA’s or ERISA accounts?  About

one-third of total sales go into ERISA

accounts, excluding TIAA-CREF.

Here the need for justification and

close supervision is even greater.

Why use tax-deferred funds in a tax-

deferred vehicle?  In my mind there

are only two plausible rationales, and

neither is particularly strong in itself.

One is the death benefit. I’ve

discussed that feature above, but

there is an additional problem that

can mitigate the value of this  benefit

for many retirees. When income is

withdrawn from the contract, the

death benefit is reduced by the

amount of the withdrawal. Since

people who attain the age of 70 1/2

are required by the IRS to take

ma nda tory wit hd rawals , it is

conceivable that the death benefit

could be substantially reduced in a

relatively short period of time. Yet the

cost of the  bene fit remains

p r e d ic a t e d u p o n  t h e  in i t ia l

investment.  This also would apply to

people under age 59 1/2 who elect

under IRS 72-T to withdraw funds

without the 10% excise tax.

The second rationale for investing

qualified funds in a variable annuity

is the ability to rea llocate or

exchange among sub-accounts

involving multiple fund families.  For

example, within the annuity one can

quickly and easily transfer money out

of a sub-account managed by

Putnam Funds and into a sub-

account managed by American

Funds.  Outside of an annuity, such

a transfer between fund families

would be a more complicated and

time-consuming procedure and

would probably  cause the customer

to incur new charges. W hile this

multi-family exchange feature inside

annuities is an advantage, it hardly

seems to be sufficient grounds in

itself for purchasing a variable

annuity to invest qualified funds.

Consequently, there appears to be

little justification for placing qualified

funds in a variable annuity or vice-

versa. Reasons can be mustered,

but when one eliminates the primary

benefit – tax deferral – the higher

costs and disadvantages of a

variable  annuity render it a

suspicious choice for qualified

accounts. 

 

Having discussed many of the

standard features of variable

annuities, I wish to briefly mention

some of the new wrinkles beginning

to appear in these contracts.  

One of these is a bonus credit

feature.  The insurance company

promises to add a bonus to the

customer’s purchase payments in

some pre-stated percentage.  For

example, if the contract calls for a

3% bonus, and the customer

deposits $50,000.00, the insurer will

add a bonus of $1,500.00 to the

account.  

But bonus credits come at a cost,

usually in the form of higher

surrender charges, longer surrender

periods, increased M&E expenses,

or other fees. The customer may 
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eventually pay more in the way of

penalties and fees than he or she

has received as a credit. Moreover,

unscrupulous or even careless

brokers often use promises of bonus

credits to entice annuity owners  to

engage in tax-free Section 1035

exchanges from one carrier’s product

to another. The broker will get a

commission, but the customer

frequently will be hit with a CDSC

from the original carrier, and the new

contract may start a new surrender

period running. I say “may” because

contracts without surrender charges

do exist.  They can be freely

surrendered at any time without

penalty, although they still have

higher fees than alternatives like

mutual funds.

The most eyebrow-raising feature to

appear late ly is  the  “livin g”

p e r f o r m a n c e  g u a r a n te e  o r

“guaranteed m inim um income

benefit.”  Different carriers have

different names for it, but the feature

generally is described as providing a

6% per year minimum performance

guarantee, regardless of actual

performance. Customers are told

they will receive that 6%, even if the

account loses money, but can

receive the actual value if that proves

to be higher than the 6% guarantee.

Ta lk about seductive – this

guarantee seems like a no-lose

proposition. Unfortunately, not every

broker makes clear that the feature

requires the con tract to be kept in

force for a long time, usually 10

years, before it can be utilized.

Furthermore, the c lient must

annuitize the contract in order to get

the guarantee.  In other words, the

customer must irrevocably transfer

the principal to the carrier in

exchange for payments (factored at

a very low interest rate) during a

selected optional period such as life

or 10 years certain. Of course, if the

client dies before the value of the

funds has been paid out, the

i n s u ra n c e  ca r r ie r  w ins  th e

mathematics game. And this feature

adds an extra cost above the regular

M&E fees, putting the total contract

fees at around 3%, a staggering

expense.

In conclusion, variable annuities are

not completely  devoid of beneficial

features and are not unsuitable for

everyone. Yet sales abuses abound,

the features of variable annuities

often are misrepresented or not

properly explained, and there usually

are less expensive alternative

choices available for most investors.

If you are called upon to review a

client matter involving possible

misconduct in the sale of variable

annuities, the following checklist

might be helpful in determining

whether the seller has engaged in

sales abuses:

1. Age of purchasers. Above 70

is highly questionable.

2. Need for income. If the

client’s  original objective was for

immediate income then the purchase

of a variable annuity is definite ly

unsuitable.

3. Use of qualified funds. It is

extremely difficult to justify the higher

costs of variable annuities versus

mutual funds when investment

assets are already tax deferred,

especially if income is needed soon

via IRS 72-T. 

4. High net worth purchasers.

Variable annuities generally are not

suitable.

5. Bonus contracts  as a

rationale for 1035 exchanges. The

exchange is improper if it could result

in surrender penalties, even if the

bonus is greater than the penalty.

6. P e r f o rm a n c e  “ l i v in g ”

guarantees.  These are very

expensive and the custom er’s

access to the principal is denied if

this option actually is exercised.  
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1 A recent review of the implications of contractually agreed to statutes of limitations in securities arbitrations, and a

potential source of arguments in futures arbitrations, can be found at: Scott Bernstein, Brief Spotlight: The

Inapplicability of Statutes of Limitations on Actions to Private Contractual Arbitration Proceedings, PIABA B.J.,

Summer 2002, at 79.

2  See 17 C.F.R. 12.13(B)(4)(ii) (2002); NFA Code of Arbitration [hereinafter NFA Code] §5 ¶ 6035 (2002); see e.g.,

Edwards v. Balfour Maclaine Futures, Inc., [1992-1994 Transfer Binder] Comm. Fut. L. Rep. (CCH) ¶ 26,108 at 41,664

(CFTC Jun. 16, 1994) (applying the CEA’s two-year limitations period in dismissing a customer complaint); WFC

Commodities Corp. v. Alston, [Transfer Binder 1999-2000] Comm. Fut. L. Rep. (CCH) ¶ 28,171 (N.D. Ill. Mar. 8, 2000)

(ordering NFA arbitration proceedings to be permanently enjoined because a contractually agreed to one-year

limitations period was va lid, enforceable, and the proceedings were untimely).

3 The dispute over an arbitration panel’s decision regarding a statute of limitations defense often extends beyond its

final decision because the award is confirmed or parties appeal.  Thus, these issues are often re-litigated in the federal

and state courts.  See e.g., Scott v. Prudential Securities, Inc., 141 F.3d 1007 (11th Cir. 1998); WFC Commodities;

Engle v. Refco, Inc., No. 01-604187 (N.Y. Sup. Ct. Aug. 21, 2001).

4 See McGough v. Bradford, [1999-2000 Transfer Binder] Comm. Fut. L. Rep. (CCH) ¶ 28,265 at 46,271 (CFTC 2000).

See also Commission Rule 166.5(c).

5 Id. At 50,602.
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In the futures industry, futures

commission merchants often limit

customers’ ability to bring actions by

contractually agreeing to one-year

limitations periods in their customer

account opening documents.1  These

limitation periods regularly apply to

any action arising from the opening

of an account.  Absent a contractual

limitation either the National Futures

Association’s Code of Arbitration

(Code) or the Comm odity Exchange

Act (CEA), each containing two-year

limitations periods, would apply.2

The National Futures Association

(NFA) and the Commodity Futures

Trading Commission (CFTC or

Commission) treat the contractual

limitations differently, however.  A

customer whose cause of action

exceeds the one year contractual

limit may still litigate at the CFTC.

Unlike NFA litigation in this area,3 the

CFTC’s position is clear, a customer

has the two-year statutory period to

bring her case, regardless of other

contrary agreements -- a position

that the NFA has never taken.

CFTC’s Interpretation of Reduced

Limitations Periods

The CFTC will enforce the CEA’s

two-year limitations period despite

customer agreements for a lesser

period.  In McGough v. Bradford, the

respondents raised a one-year

limitations agreement as a bar to

recovery.4  The full Commission

found that such an agreement was

“incompatible with both Congress’

intent in enacting Section 14(a)(1)

and the Commission’s intent in

enacting Rule 12.13(a).”5 In th is

respect, the CFTC views the

statutory limitations period as

fundamental to the success of its

reparations program.6 Thus, the

CFTC treats agreements waiving a

customer’s right  to bring a

reparations action in a similar

manner to those that waive a

cu sto m er ’s  r ight to bring a

reparations case at all. 

The CFTC concluded that the real

issue is whether the parties should

be  able  to  "rewrite  basic  statutory
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6 See NFA Member Arbitration Rules ¶ 6517.1 (2002).

7 See NFA Member Arbitration Rules ¶ 6517.2.

8 See NFA Code  ¶ 6017.1.

9 NFA requires disputes involving commodity futures contracts to be “arbitrated under this Code” if the customer “seeks

arbitration” against NFA members  or their employees and: 

(A) the customer is not an FCM, floor broker, Member or Associate; (B) the dispute does not solely involve

cash market transactions that are not part of or directly connected with a commodity futures transaction; and

(C) if brought against a Member or employee thereof, the Member is an FCM, and IB, a CPO, a CTA or an

LTM.

NFA Code ¶ 6017.1(1)(i).

10 See e.g., WFC Commodities.

11 Account opening agreements may contain other clauses that limit the customer’s rights in other ways.  For instance,

the agreement may contain a forum selection clause that requires disputes to be heard in the FCM’s home city or state.

The NFA and the CFTC treat those clauses differently as well.

12 No. 02-R030 (CFTC 2002).

13 See Halbur, No. 02-R030, Respondents’ Answer and Affirmative Defenses, Affirmative Defense No. 5, (CFTC Jun.

11, 2002); Respondents’ Pre-Hearing Memorandum, ¶ 5 (CFTC Jul. 15, 2002).

elements  of the Commission's

reparations program . . . ."7 The

programs' statutory elements include

the "just, speedy and inexpensive

de te rm inat ion o f the  issues

presented with full protection for the

rights of all parties ."8  As long as the

goal of the reparations program

e m p h a s i z e s  t h e  p r og ra m ’s

availability as much as the fairness

of the proceedings, the CFTC will

view these one-year clauses with

apprehension. 

NFA’s Interpretation of Reduced

Limitations Periods

NFA’s position on contractual

limitations periods is less clear.  The

Code, like the CEA, sets a limitations

period of two-years.9  However,

limited access to NFA panel

decisions and a larger pool of panel

members com pared to CFTC

decision makers, e.g . Judic ial

Officers, Administrative Law Judges

("ALJs"), and Co mm issioners,

hinders an attorney's ability to

interpret NFA's position.  Those

difficulties aside, it appears that NFA

is more willing than the CFTC to

enforce agreements that reduce this

period.

Section 3 of the Code enforces pre-

dispute arbitration agreements to the

extent they comply with Commission

Rule 166.5(c).10  As the Commission

noted in McGough, however, the

C F T C  mu s t  adm in is ter  th e

reparations program in light of

congressional dictates and protect it

from underutilization.11  Conversely,

NFA requires its members and their

employees to settle any disputes

against other  members,12 their

employees,13 or customers in NFA

arbitration.14

NFA Panels are more likely to

enforce customer agreements that

shorten limitations periods than the

CFTC’s ALJs.  One reason may be

the natural consequence of NFA’s

larger pool of decis ion makers with

invariably diverse opinions on the

validity of shorter limitations periods.

Another possible reason is the

absence of incentives similar to the

C F T C ’ s .  R e m e m b e r ,  N F A

arbitrations are mandatory;15 thus,

NFA need not protect its arbitration

p rogram from  the  po ten t ia l

underutilization facing the CFTC’s

Reparations Program.  Finally, NFA

arbitrators may recognize that courts

are willing to enforce statute of

l im ita t ions  agreements  when

reviewing arbitrators’ decisions.16

PRACTICAL IMPLICATIONS FOR

ATTORNEYS RE PR ES EN TIN G

CUSTOMERS

An attorney representing a customer

must first review the account opening

documents to determine pertinent

issues.  Not all account opening

agreements will contain statute of
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14 See Halbur, No. 02-R030, Order to Show Cause (CFTC Jul. 26, 2002).

15 See id.; Notice and Order (CFTC Aug. 10, 2002).  The ALJ later debarred counsel, finding that the threat combined

with counsel’s unwillingness to retract the threat constituted contemptuous conduct.  See Halbur, No. 02-R030,

Debarment Order (CFTC Sep. 12, 2002).

16 The Commission “did not have the occasion to participate as amicus curiae in any non-bankruptcy case during

[Fiscal Year] 2001.”  2001 CFTC Ann. Rep. 84, http://www.cftc.gov/files/anr/anr2001.pdf.

17 The CFTC’s opinion on a matter or issue that pertains to the statute it administers is entitled to deference as long

as the statute is silent or ambiguous on the matter and the agency’s opinion is based on a permissible construction

of the statute.  See Chevron, USA, Inc. v. Natural Resources Defense Council, Inc., 467 U.S. 837, 843 (1984).

18 No. 02-R030 (CFTC 2002).

19 See Halbur, No. 02-R030, Respondents’ Answer and Affirmative Defenses, Affirmative Defense No. 5, (CFTC Jun.

11, 2002); Respondents’ Pre-Hearing Memorandum,  ¶ 5 (CFTC Jul. 15, 2002).

20 See Halbur, No. 02-R030, Order to Show Cause (CFTC Jul. 26, 2002).

21 See id.; Notice and Order (CFTC Aug. 10, 2002).  The ALJ later debarred counsel, finding that the threat combined

with counsel’s unwillingness to retract the threat constituted contemptuous conduct.  See Halbur, No. 02-R030,

Debarment Order (CFTC Sep. 12, 2002).

22 The Commission “did not have the occasion to participate as amicus curiae in any non-bankruptcy case during

[Fiscal Year] 2001.”  2001 CFTC Ann. Rep. 84, http://www.cftc.gov/files/anr/anr2001.pdf.

23 The CFTC’s opinion on a matter or issue that pertains to the statute it administers is entitled to deference as long

as the statute is silent or ambiguous on the matter and the agency’s opinion is based on a permissible construction

of the statute.  See Chevron, USA, Inc. v. Natural Resources Defense Council, Inc., 467 U.S. 837, 843 (1984).  

limitation clauses.17  Part of an

attorney’s research in this area

should include contacting the CFTC

and NFA for information regarding

each forum.

Those attorneys who contact the

CFTC will find that its incentive for

providing access and an alternate

forum extends beyond mere lip

service.  For instance, in Halbur v.

Gleason, complainant brought a

r e pa r a t i o n s  a c t io n  a f te r  a

contrac tua lly agreed one-year

l im i t a ti o n s p e r io d  ex p i re d . 1 8

Respondents’        claimed        that

 complainant was time-barred from

bringing his complaint because he

contractually agreed to a one-year

limitations period.19  Although, the

ALJ has yet to rule on these

defenses, the likelihood of success is

marginal for the above reasons.

Moreover, part of the defense

strategy included a letter from

r e s p o n d e n t s ’  c o u n s e l  t o

complainant’s  counsel suggesting

that respondents’ will bring federal

court actions if the complaint is not

voluntarily dismissed.  The ALJ

interpreted  this  letter  as  a threat.20

The ALJ ordered respondents’

attorney to show cause why the

claims in his letter to pursue a statute

of limitations defense in an alternate

forum should not result in debarment

from the reparations proceedings.
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B ri e f  Sp o t li g h t– 

Re s is t in g  a M o tio n  to
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T e s t i m o n y  i n
Arb itratio n   

by Jay Salamon

Jay Salamon, a member of the Board

of Editors of the PIABA Bar Journal,

is an attorney in the Cleveland, Ohio

law firm of Hermann, Cahn &

Schneider. After spending many

years representing major broker-

dealers, he and his partner, Anthony

J. Hartman, decided in 2000 to

devote their practice exclusively to

the representation of investors. Mr.

Salamon can be reached at

216.781.5515. His e-mail address is

jsalamon@hcsattys.com.

Anecdotal evidence from posts on

the PIABA listserv indicates that

Respondents have begun to inject

Daubert/Kumho Tire challenges into

securities arbitrations with increasing

frequency. In fact, in Cleveland,

Ohio,  where I practice,  Merrill Lynch

has begun making these arguments

as a matter of course with respect to

expert testimony on the well-

managed account theory.  Presented

below  is an argument that partially

addresses this type of challenge. But

first, a short refresher might be in

order.

In Daubert  v .  Mer re ll Dow

Pharmaceuticals, Inc., 509 U.S. 579

(1993), the U.S. Supreme Court

established that when a trial court

judge is confronted with expert

scientific evidence, the judge must,

pursuant to Evid. R. 104(a),

determine whether the expert

witness is testifying to “scientific

knowledge” (thus meeting a reliability

standard) and whether this testimony

will assist the trier of fact to

understand or determine a fact in

issue (thus meeting the relevance

requirement).  In other words, the

Daubert majority abandoned the

“general acceptance ” test fo r

determining admissibility of expert

testimony and replaced it with a

reliability/validity standard. Under this

approach, trial judges are instructed

to assess the “reasoning and

methodology” of an  exp ert's

testimony by focusing on a non-

exhaustive list of factors. Judges are

to und ertak e the i r ro les as

“ g a te k e e p e r s ” b y  n o t  o n ly

considering whether the technique or

theory is generally accepted by the

relevant scientific community, but

also by considering its error rate,

whether it is testable or has been

tested, and whether it has been

scrutinized by peer review. 

In Kumho Tire Co., Ltd v.

Carmichael, 526 US 137 (1999), 

the Court held that “Daubert's

‘gatekeeping’ obligation applies not

only to ‘scientific  testimony,’ but to a ll

expert testimony.” The Court also

declared that “Rule 702 does not

distinguish betw een ‘scientific ’

knowledge and ‘technical’ or ‘other

specialized’ knowledge.” According

to the Court, the word “knowledge”

“establishes a standard of evidentiary

reliability.” The Court noted that with

respect to non-scientific experts, the

test for reliability is flexible. The trial

judge, while free to consider

Daubert’s  list of factors if they apply,

nonetheless has broad latitude to

consider the facts and circumstances

of the particular case in determining

reliability.

In his excellent and exhaustive

article, Challenging Experts in

Secur it ies  Ar bit ra t ion ,  PIABA

member Tom Mason helpfully

“recharacterized” the Daubert criteria

to make them more directly

applicable to arbitration:

1. Professional Standards -

Was the expert as careful in

preparing for testimony in

this case as s/he or another

expert would be in real life,

outside the courtroom?

2. Verifiability/falsifiability - Can

the opinion be objectively

corroborated, or is it just

“one person’s opinion?” Can

the conclusions be tested

against other explanations?

Did this expert test the

conclusions against other

possible explanations?

3. Methodology - Methodology

is fundamental to assessing

the reliability of the proposed

testimony. How the expert

reaches a conclusion is, for

mailto:jsalamon@hcsattys.com.
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admissibility purposes, much

more important than the

conclusion itself. Are this

expe rt’s  techn iques or

methodologies (even if he is,

e.g., a perfume tester) of a

kind that others in his  field

w o u l d  r e c o g n iz e  a s

acceptable?

C. Thomas Mason III,  Challenging

Experts  in Securities Arbitration,

S e c u r i t ie s  A r b i t r a ti o n  20 0 0

(Practicing Law Institute, 2000), pp.

762-763.

My partner and I recently had an

arbitration in which a Daubert/Kumho

Tire attack was presented by way of

a motion in limine. In successfu lly

opposing the motion, I  included an

argument that may be of benefit to

other PIABA members faced with

similar challenges. After pointing out

the obvious fact that the Federal

Rules of Evidence are not binding on

N A S D  arb i t ra t io n  p a nels ,  I

analogized arbitrations to bench trials

and argued that motions in limine,

including motions based upon

Daubert/Kumho Tire challenges to

expert testimony, are often held to be

unnecessary where the trier of fact

and law are one and the same. The

following is a small excerpt from that

brief:

*     *     *

A. Evidence Rule 702 Does Not

Apply to NASD Arbitrations.

Respondents base their motion in

limine on Daubert v. Merrell Dow

Pharmaceuticals, Inc, 509 U.S. 579

(1993) and Kumho Tire Co. Ltd  v.

Carmichael, 526 U.S. 137 (1999),

cases interpreting the requirements

of Rule 702 of the Federal Rules of

Evidence.  NASD Arbitration Rule

10323 expressly states that the

arbitrator shall not be bound by rules

governing the admiss ibility of

evidence.  Thus, Evid. R. 702, as 

interpreted by Daubert  and Kumho

Tire, is not applicable to the

determination of whether an expert

can testify in this proceeding. 

Obviously, the arbitrators are free to

seek guidance from whatever

principles might seem just and

equitable relative to the admission of

evidence. Some of these principles

may even be embodied in rules of

evidence. But the Panel clearly is not

bound by any rule of evidence,

including Evid. R. 702.

.

B. Motions in Limine Usually Are

Denied in Proceedings Where the

Trier of Fact and Trier of Law Are

One and the Same.

A Motion in Limine is a request to a

judge to keep prejudicial evidence

from the hearing of lay jurors at trial.

This arbitration proceeding is not a

trial.  No jurors will be present.  The

arbitrators will decide both the law

and the facts.  Consequently , this

arbitration is the functional equivalent

of a bench trial.

Motions in limine rarely are granted

in bench trials.  Indeed, in cases

where no jury will be present, most

courts view such motions w ith

disdain.  In some states, courts even

go so far as to treat the granting of a

motion in limine in a bench trial as

error.

For example, in  Beta Alpha Shelter

of Delta Tau Delta Fraternity, Inc.,

446 N.E. 2d 626 (Ind. App. 1983), an

Indiana appellate court discussing a

trial court’s granting of a motion in

limine stated:

We initially note that

mot ions in limine are

d e s i g n ed  t o  k e e p  

prejudicial matter from the

jury.  Indiana and Michigan

Electr ic Co. v. Pounds

(1981) Ind. App. 426 N.E.

2d 45, 47, trans. denied; 

Ba ldw in v. Inter City

Contractors Service, Inc.

(1973) 156 Ind. App. 497,

501, 297 N.E. 2d 831, 834,

trans. denied (1974).  The

instant case was tried to the

court.  No jury was present.

As the court in Baldwin

noted, the granting of a

motion in limine in a bench

trial is error.

Similarly, in Shark v. Thompson, 373

N.W.2d 859 (N.D. 1985), the

Supreme Court of North Dakota has

stated:

A motion in limine is a

procedural tool used to

ensure  that po ten tially

pr e ju d ic ia l  e v i d e nt ia ry

matters are not discussed in

the presence of the jury.  It

can serve no useful purpose

in a non-jury case.  

In a Texas case, Cramer v. Sabine

Transportation Company , 141 F.

Supp. 2d 727 (SD Tex. 2001), a

federal judge was less polite, actually

referring to the making of such a

motion in limine as “asinine”: 

First, this is a bench trial,

making any motion in limine

asinine on its face.  Motions

in limine are intended to

prevent allegedly prejudicial

evidence from being so

much as whispered before a

jury prior to obtaining a

court’s permission to broach

the topic.  In a bench trial,

s u c h  p r o c e d ures  a re

unnecessary, as the court

can and does readily

e x c l u d e  f r o m  i t s

consideration inappropriate

evidence of whatever ilk.

Other such statements abound in

case law.
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From an Illinois appellate court in

State of Illinois v. Daniels , 164 Ill.

App. 3d 1055, 518 N.E. 2d 669 (Ill.

App. 1987):

Further, as the state points

out, a motion in limine would

have been unnecessary in

any case inasmuch as th is

was a bench trial, and a trial

judge is presumed to ignore

any improper evidence.

From a Texas court of appeals  in

Unitarian Universalist Service v.

Lebrecht, 670 S.W.2d 402 (Tex. App.

1984):

A motion in limine is not

usual in a bench trial. The

purpose of a motion in limine

is to avoid the injection into

the trial of matters which are

irrelevant, inadmissible, and

prejudicial; that is, to keep

these matters from the jury.

Wilkins v. Royal Indemnity

Company , 592 S.W.2d 64

(Tex.Civ.App. -- Tyler 1979,

no writ). See 4 Dorsaneo,

Texas Litigation Guide, §

114.01, et seq. (1983). 

And from a Texas Dis trict Court in

Eterna Benefits L.L.C. v. Hartford

Life and Accident Insurance Co., No.

3:96-CV-3065-D, 1999 U.S. Dist.

LEXIS 4726 (N.D. Tex. 4/5/99):

A motion in limine and voir

d i r e  q u e s t i o n s  a r e

unnecessary in a bench trial.

The reason many courts reject the

concept of filing motions in limine in

a bench trial was aptly explained by

the U.S. Court of Appeals for the

Eighth Circuit in Donnelly Garment

Co. v. National Labor Relations 

Board , 123 F.2d 215 (8th  Circuit,

1941):

One who is capable of ruling

a c c u r a t e l y  u p o n  t h e

admissibility of evidence is

equally capable of s ifting it

accurately after it has been

received, and, s ince he will

base his findings upon the

evidence which he regards

as competent, material and

convincing, he cannot be

injured by the presence in

the record of testimony

which he does not consider

competent or material.  

Respondents in this proceeding,

invoking Daubert and Kumho Tire,

have asked the panel to prohibit

Claimant’s  damage expert from

testifying, asserting that his method

of calculating damages constitutes

“junk science.” But the common

sense rationale that generally results

in denial of motions in limine in

bench trials clearly applies when

parties seek to exclude experts

based on Daubert /Kumho Tire

challenges.  Examples are plentifu l.

For instance, in Barna v. United

States of America, 183 FRD 235 (ND

Ill. 1998),  the court refused to grant

motions in limine to exclude an

expert in a bench trial, explaining:

As noted earlier, motions in

limine to strike party  experts

are of less importance in

bench trials.  I will be better

able to assess [the expert’s]

expertise at trial.  The

motion is therefore denied.

Sim ilarly, in Fierro v. Ruiz , 856 F.

Supp. 1387 (ND Cal. 1994),  the

court rejected a Daubert challenge in

a bench trial, stating:

Under Daubert, the court

concludes that the better 

approach in this bench trial

is to admit the testimony of

all of the recognized experts

that it permitted to testify

and, in the words of the

Supre m e Co urt ,  allo w

“vigorous cross-examination,

presentation of contrary

ev idence” and c arefu l

weighing of the burden of

proof to test “shaky but

admissible evidence.”  Id. at

2798.  Further, the court’s

c o n c e r n s  a b o u t  t h e

use fu lness  o f  va rious

portions of the scientific

t e s t i m o n y  m o r e

a p p r o p r i a te ly  c a n  be

a d d r e s s e d  t h r o u g h

determination of the weight

to  b e  a c c o r d ed  th e

testimony, ra ther than

th rough the  th resho ld

d e t e r m i n a t i o n  o f

admissibility.

In Gibbs v. Gibbs, 210 F. 3d 491 (5 th

Circuit 2000), the Fifth Circuit Court

of Appeals noted,

Most of the safeguards

provided for in Daubert, are

not as essentia l in a case

such as this where a district

court sits as a trier of fact in

place of a jury.  

Likewise, in Volk v. United States of

America,  57 F. Supp. 888 (ND Cal.

1999),  the court stated:

The fact that defendant was

convicted after a bench trial

further highlights the need

for flexibility that the court

emphasized in Kumho Tire.

Here, the “gatekeeper” and

the trier of fact were one and

the same.  Under these

c i rcumstances, it  was

particularly reasonable for

the judge to admit the

evidence pertaining to the 
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FSTs, knowing that she

would be responsible for

assessing the probative

value of this evidence at

trial.  Although this court’s

ruling by no means turns on

the fact that the trier of fact

below was a judge rather

than a jury, it bears noting

t h a t  t h e  D a u b e r t

gatekeeping obligation is

less pressing in connection

with a bench trial.

As a final example, in Ekotek Site

PRP Committee v. Self, 1 F. Supp.

2d 1282 (D. Utah 1998),  a federal

district court denied Daubert motions

seeking exclusion of an expert,

stating:

The court now denies both

r e m a i n i n g  m o t i o n s .

Although the court has

reservations about Mr.

Scott’s methodology in this

regard, the court does not

deem it necessary in this

instance, when acting as the

trier of fact itself, to exercise

its discretion as gatekeeper

and exclude the testimony,

especially given MA’s and

the court’s own ability to

examine the witness and

flush out any weaknesses in

that testimony.

The members of this Panel act as

both triers of fact and triers of law.

Just like judges in  bench trials, the

arbitrators are more than capable of

listening to expert testimony and

deciding whether to afford it great

weight, some weight, or  no weight at

all.  Respondents’ assertion that “due

process requires the Panel to

exercise its authority as ‘gatekeeper’”

with respect to the testimony of

Claimant’s expert clearly is belied by

the numerous cases cited above.

*     *     *
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Many Cla imant’s lawyers have made

it their practice to forego naming the

individual broker as a Respondent in

their statement of claim. While no

wholesale policy for or against th is

issue should be adopted by the

Claimant practitioner, there are a

number of factors  to take into

consideration, on a case by case

basis, in determining whether to

name the broker as a Respondent.

The considerations to take into

account on this issue include the

following: (1) whether the broker

himself committed the primary

wrongdoing; (2) the broker’s

importance within the firm; (3) the

possibility of a conflict requiring two

sets of defense counsel; (4) the

broker’s CRD history; (5) whether the

broker is still employed by the

Respondent firm or is still in the

industry; (6) whether the broker was

fired for cause; and (7) the

collectability of the broker and firm.

By careful analysis prior to filing the

claim, you can determine whether

naming the broker as a Respondent

has  perceived benefits which

outweigh the inherent costs in so

doing.

It goes without saying that, first and

foremost, you should only name the

individual broker if the broker in fact

committed the primary wrongdoing.

The threshold consideration is

whether and in what fashion the

broker has committed a violation of a

statute, common law rule, or

regulatory provision. In the situation

where the broker has simply sold a

bad product, the firm has defective

back office operations, or the case is

rea lly  a ana lys t de falc atio n ,

Claimant’s counsel should name only

the firm. Also, in this situation, ask

your client if their account is still with

the broker. Where the broker has a

good relationship with the client and

feels that the firm pushed their sales

force to market or sell a bad product,

o r  o th e r w ise  fa i le d in  i ts

responsibilities to the customer, the

broker may provide testimony that 

actually helps your client at the

hearing if the broker is not named. 

Similarly, the branch manager or

other company officers should only

be named where there is evidence

that they actively participated in the

wrongful conduct through some

delibe rate  me ans . When the

Claimant has named a broker or

other party who is not the wrongdoer,

this  will only serve to garner

sympathy for that Respondent. If the

broker or other named party is still

employed at the Respondent firm,

naming that party where the blame is

on the firm will not assist your case

unless the party points the finger at

their employer (which is unlikely if

the firm is providing their defense).

You should always pull a copy of the

broker’s CRD from the NASD as well

as the state regulatory agency, and

read the broker’s employment and

complaint history before filing your

cla im. If your broker is “clean” and

has no blemishes on his or her

record, naming the broker may cause

a joust to the “death” as the broker

may want to  vigorously protect his or

her reputation. If, on the other hand,

the broker is named, and the firm

wants to keep a favored broker’s

record clean, this may help to

prec ipitate a settlement whereby the

parties agree to an expungement of

the entry of the claim on the broker’s

CRD.

A review of the CRD will also let you

know if the broker is still employed at

the Respondent firm and whether

there has been a termination of the

broker for any defalcation at the

Respondent firm.  Some firms as a

matter of policy simply do not provide

counsel to their former brokers even

if their termination was voluntary.  If

the CRD states that the broker’s

termination was involuntary or that

the broker was permitted to resign,

this likely means that the broker 
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committed a latent wrong against the

firm. Under this scenario, you can

almost count on separate counsel

being reta ined. 

Likewise, even where the broker is

still employed at the Respondent

firm, certain claims, such as those

demonstrating that the broker has

intentionally concealed something

from his employer (e.g. selling away

or taking money from a client), or has

acted in a criminal or quasi-criminal

manner, will make it l ikely that the

broker be represented by separate

counsel. Under such facts  there is

almost always an inherent conflict

between the broker and the firm,

requiring separate counsel for each.

Sometimes, if more than one broker

is named, you can actually have

three or more defense counsel

appear in an action.

The multi-defense attorney  

sc en ar io  i s  n ig h t m a r ish  to

Claimants’ counsel.  Such a

h a p p en s t a n c e t runc ates  the

proceedings in that each time there

is a motion or objection by the

Respondents, there will be two sets

of lawyers briefing and arguing the

issues. Additionally, because at

least one of the lawyers will be

outside counsel (instead of an in-

house lawyer), you can be certain

tha t the  c a s e  w i ll  re c e ive

microscopic attention and thus

require more work and motion

practice on your part than if  

handled in-house alone. Moreover,

the opportunity to “double or triple

team” is a pitfall which creates

havoc at prehearing conferences as

Respondents get several bites at 

the apple, and can reargue each

o th er ’ s  “ b r i l li a n t”  p os i t i o n s .

Significantly, the extra lawyers

create obstacles to scheduling as

the Panel must accommodate a

variety of schedules and stated

“hearing conflict” dates from busy

defense counsel who claim they

have no availability until the next 

decade or because of the excuse

dejure of post-September 11th

issues.

Be aware that where you have

named the broker for ac ts

constituting a fraud on the firm such

as theft from a customer’s account,

forgery, or outside business dealings,

the Respondent firm may argue at

the hearing that the fraud was

perpetrated on it as well, placing the

blame on the individual broker.

Naming  the broker  in  th is

circumstance exposes you to the risk

of ending up with an award solely

against the broker, or an award

allocating a large percentage of your

client’s  losses to the broker and only

a small fraction  aga inst the

Respondent firm.  Unless the award

is joint and several, the Claimant

may never collect on an award in this

situation. Therefore, if you are certain

that your respondeat superior and

failure to supervise claims are

airtight, consider not naming the

broker if you fear the fault allocation

issue looming.  If, however, the

financial viability of the brokerage

firm is in doubt, it may be helpful to

name the broker if you believe he or

she is collectable.

Not naming the individual broker may

also make the broker more like ly to

cooperate with you or be a more

friendly witness. The broker may be

less hostile if you are not after his or

her funds personally. Remember,

though, that the firm can still seek

contribution from the broker for any

sums it is required to pay your client,

so there is still and incentive for the

broker to assist in the firm’s defense.

     

Notwithstanding whether the broker

is or is not a hostile witness, not

naming the broker will effectively 

bar the broker from being allowed  

in the hearing room other than his 

or her appearance as a witness. 

The unnamed broker will not be 

able to sit through any of the

proceedings to hear the argum ents

you make in your opening statement

or what your other witnesses say.   If

he or she is called to testify first, the

Respondent firm will be stuck with

whatever tale the broker tells.

Strategically, this will impede the

defense of the case by the firm.

Finally, if the broker is out of the

business and is no longer registered,

the NASD or NYSE may not be able

to serve the broker with the claim.

This may delay the appointment of

arbitrators in you case greatly  while

serv i ce a t tempts  are  made.

Additionally, if you do not name the

unregistered broker, there may be

jurisdictional problems if the firm tries

to subpoena the broker to appear at

tria l. This can work to your

advantage.  Where the firm is the

sole Respondent, and cannot compel

the broker’s attendance at the

hearing, there will be no witness to

directly refute your client’s version of

history.  This “empty chair” at a

hearing where the broker is absent

will taint the defense of the case as

the arb itrators will have to rely on the

picture you have painted through

your witnesses. Indeed, if the firm

believes that there will not be enough

evidence to put on a defense at a

hearing, this fact alone may cause

your case to settle. 

Conclusion

While there is no bright line test for

naming the broker in your statement

of claim, a Claimant’s attorney

should weigh the pros and cons

before carefully before going down a

minefield laden path. 
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Recently, well publicized arbitration

cases holding clearing firms liable

have generally focused on state

securities law and breach of contract

theories.1  Unfortunately, these

theories can be complex and

confusing because they often hinge

on a plethora of factors and

conditions for liability to attach.  For

this reason, non-attorney arbitrators

may look for more simplistically

logical and intuitive theories on which

to rely.  Furthermore, state securities

and contract theories may be

deficient to attach liability under

certain  sets of facts.   More

importantly, the trend in the law is to

impose a duty of disclosure upon

clearing firms aware o f their

introducing firm’s shenanigans.  

Restatement of Torts 2d Section 551

should be argued in conjunction with

other theories to promote this trend.

Although the Restatement is not

primary authority in any jurisdiction,

the law recognizes that once the

courts of a state rely upon the

Restatement Section in its judicia l

decisions, the Restatement is

elevated to  primary , binding

authority.  At this point, California

and Florida have arguably adopted a

Section 551 theory in the context of

clearing firm liability.  Other states

may have also, or have at least

adopted use of Section 551 in other

contexts.  

I. The Policies Of Clear ing

Firm Liability

The law provides limited protection to

clearing firms from the acts of its

introducing firms.  This protection is

accomplished by authorizing a

division of responsibility between

introducing and clearing firms.

NYSE Rule 382 and NASD Rule

3 2 3 0  p r o v i d e  a  l is t  o f  

responsibilities that can be allocated

 between  the  firms.   The

policy behind this division of

responsibility and ensuing limitation

of liability derives from the effects the

division brings about.  

Allowing clearing firms to focus on

back office functions without the

responsibilities traditionally relegated

to introducing firms promotes several

desirable outcomes for the general

investing public.  This system

promotes availability of capital,

smooth reliable functioning of

securities markets, and competition

in markets that otherwise would be

without competition.2

Basically, the rules do not require

“policing” of the introducing firms.  If

clearing firms were required to

“police” the thousands and perhaps

millions of transactions introduced to

it by its introducing firms the

argument goes, the administrative

burdens would be too great.  High

costs to “police” these transactions

would make clearing transactions

unprofitable and the benefits of the

system would disappear because

clearing firms would no longer clear

for introducing firms.

The law, however, also seeks to

protect the investor.  The law

recognizes the fact that clearing firms

cannot enjoy complete immunity for

their actions.  Most commonly, courts

and arbitration panels have imposed

liability on clearing firms when it can

be proven that the clearing firm knew

of an introducing firm wrong(s),

however, under differing legal

theories.
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But why hold a clearing firm liable

when they have allocated all

supervisory responsibility to the

introducing broker?  When fraud and

other  wrongs  are taking place and

knowing clearing firms turn a blind

eye towards the introducing firm’s

conduct, all the while collecting fees

for process ing  the  wrong fu l

transactions, the public benefits of

providing insulation from liability to

clearing firms disappears.

The policies balance the system for

the overall benefit of the public, not

the benefit of the clearing firms or the

securities industry.  Clearing firms

should clearly act in certain

situations.  But what should they do

when they become knowledgeable of

w r o n g s  p e r p e tr a t ed  b y  th e

introducing firm?  This article

suggests they have a duty to

disclose that information to their

customers and securities regulators.

II. Section 551

Section 551 fa lls under the

Restatement of Torts section dealing

w i t h  m i s r e p re s e n t a ti o n  a nd

concealment.  In the securities

context, Section 551 has traditionally

been the source of analysis in insider

trading cases beginning with the

Supreme Court decision in US v.

Chiarella.  

Section 551 naturally involves the

concept of duty to determine when a

disclosure is required and imposes a

duty under five very broadly worded

sets of circumstances.  Section 551

provides:

(1) One who fails to

disclose to another a fact

t h a t h e  k n ow s  m a y

justifiab ly induce the other

to act or refrain from acting

in a business transaction is

subject to the same liability

to the other as though he

had represented the 

nonexistence of the matter

that he has failed to

disclose, if, but only if, he is

under a duty to the other to

exercise reasonable care to

disclose the matter in

question. 

(2) One party to a business

transaction is under a duty

to exercise reasonable care

to disclose to the other

before the transaction is

consummated, 

(a)  matters known to him

that the other is entitled to

know because of a fiduciary

or other similar relation of

t r u s t a n d  c o n f id e n c e

between them; and 

(b)  matters known to him

that he knows to be

necessary to prevent his

p a r t i a l o r  a m b i g uo us

statement of the facts from

being misleading; and 

(c)  subsequently acquired

information that he knows

w i l l  m a k e  u n t ru e  o r

mis lead ing a  prev ious

representation that when

made was true or believed

to be so; and 

(d)  the falsity of a

representation not made

with the expectation that it

would be acted upon, if he

subsequently  learns that the

other is about to  act in

reliance upon it in a

transaction with him; and 

(e)  facts basic to the

transaction, if he knows 

that the other is about to

enter into it under a 

mistake as to them, and

that the other, because of

the relationship between

them, the customs of the

trade or other objective 

c i rc u m s t a n c e s , w o u ld

r e a s o n a b ly  e x p e c t  a

disclosure of those facts. 

Section 551(1) provides liability for

nondisclosure when there is a duty to

disclose.  Section 551(2) lists when a

duty would arise.  Part (a) and part

(e) are particularly relevant to

clearing f irm l iabi li ty because

clearing firms generally refrain from

making representations to their

customers.  Thus, the clearing firm’s

prior or concurrent statements are

generally a non-existent basis for

liability.  Clearing firms, however, do

have a re lationship with their

customers.  It is this re lationship that

provides the nexus for imposing a

duty upon them to disclose the

wrongs of the introducing firms.

III. Knowledge

The first element of proving a §551

claim is knowledge.  While much can

be said about what amounts to

knowledge, this topic is beyond the

scope of this article.  Generally,

however, because knowledge is

essentia lly a conclusion as to a state

of mind, the more egregious the

conduct, the more knowledge can be

inferred, and the more likely liability

will attach.  

It should be noted, however, that

there is ample precedent for using 

a recklessness standard for the

knowledge element.  See Raymond

L. Dirks, 47 S.E.C. 434, 447 (1981),

rev’d on other grounds;  Dirks v.

SEC,  463 U.S. 646 (1983); Lanza 

v. Drexel & Co., 479 F.2d 1277,

1306 n. 98 (2d Cir. 1973); Sauders

v. Superior Court (1994) 27

Cal.App.4 th 832, 33 Cal.Rptr.2d  

438; also see cases discussing the

general awareness test See Kevin

Upton, 58 SEC Docket 1993, 2001

(1995); Dominick & Dominick, Inc.,

5 0  S .E .C .5 7 1 ,  5 7 7  ( 1 9 9 1 ).

Schneberger v. Wheeler, 859 F.2d

1477, 1480 (11th Cir. 1988), cert.

denied, 490 U.S. 1091 (1989);
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Investors Research Corp. v. SEC,

628 F.2d 168, 178 (D.C. Cir.), cert.

denied, 449 U.S. 919 (1980);

Woodward v. Metro Bank, 522 F.2d

84, 94-95 (5th Cir. 1975); SEC v.

Coffey, 493 F.2d 1304, 1316 (6th Cir.

1974), cert. denied, 420 U.S. 908

(1975). 

It also appears that the two main

cases discussed below supporting a

§551 theory use recklessness or

awareness as the standard for

constituting knowledge.  When a

clearing broker is aware its investing

customer is ignorant of some

important fact, it may be held liable.

Petersen v. Securities Settlement

Corp ., 226 Cal.App.3d 1445, 1457

(1991); also see Tew v. Chase

Manhattan Bank, N.A., 728 F. Supp.

1551, 1564 (1990)

Duty Fiduciary Duty

Clearing firms can cite many cases

establishing there is no fiduciary duty

to their customers. See, e.g.,

Petersen v. Securities Settlement

Corp ., 226 Cal.App.3d 1445, 1457;

Tew v. Chase Manhattan Bank, N.A.,

728 F. Supp. 1551, 1564 (1990);

Flickinger v. Harold C. Brown & Co.,

947 F.2d 595, 599 (2d Cir. 1991), In

Re Adler Coleman Clearing Corp.,

198 B.R. 70, 73 (Bankr. S.D.N.Y.

1996)  Indeed, these holdings can be

viewed as consistent with amended

NYSE Rule 382 and 405 which

e l i m i n a t e s  s u p e r v i s o r y

responsibilities for clearing firms and

allows full allocation of th is ro le to the

introducing firm.  If there are no

supervisory duties via the fully

disclosed clearing agreem ent or the

SRO rules, it should logically follow

that the duties of a fiduciary, which

are similar, are not present either.

This logic, however, does not rule

out the possibility that a duty other

than a fiduciary one is due.  A close

reading of many of the cases

holding there is no fiduciary duty

reveals that courts fa il to distinguish

that other duties exist or  

erroneously conclude there are no

other duties.  In §551, the phrase “or

other similar relation of trust and

confidence” in part (a) and the

entirety of Part (e) give rise to other

duties absent a fiduciary duty.  To

ensure that arbitrators are not

confused with the concepts of

fiduciary duty and a duty under §551,

counsel should make clear from the

start what duty is being argued.

The Duty to Disclose

At least two courts have determined

that liability for nondisclosure exists

in the context of a clearing firm and

its customers.  Petersen v. Securities

Settlement Corp ., 226 Cal.App.3d

1445, 145 7; Tew v . Chase

Manhattan Bank, N.A., 728 F. Supp.

1551, 1564 (1990).  Petersen held

that a clearing firm, while not under a

fiduciary duty, may have had a duty

to  d isclo se u nde r cer ta in

circumstances and spec ifica lly

referred to Section 551 part (e) as a

basis for this duty.  Petersen at 1457.

The Petersen court dealt primarily

with an underlying unsuitability claim

and recognized that if the clearing

firm knew that the introducing firm

had failed to advise of the suitability,

there would be a basis for liability.

Further, the court recognized that the

“facts  basic to the transaction”

language of Section 551 (2)(e)  was

akin to the concept of materiality,

which has been a fairly well defined

concept in the securities context.  Id.

Material facts are defined in the 1933

Act as those matters to which there

is a substantial likelihood that a

reasonable investor would attach

importance in deciding whether to

purchase the security.  SA Rule 405;

Also see Feit v. Leasco Data

Processing Equipment Corp., 332

F.Supp. 544 (E.D.N.Y. 1971).  

Petersen is important for a few

reasons.  First, the court    

recognized the viability of a Section

551 claim without those argum ents

being presented by counsel.

Inferentially, the court must have felt

it important to delineate the concept

in the context of clearing firm liability.

Second, the court road-mapped

Section 551 (2)(e) as the basis for

l iab i l i ty  i n  ce r ta i n  s e ts  o f

circumstances.  Third, the court

effectively adopted Section 551 as a

basis for clearing firm liability in

California.

Analysis of the policy implications of

clearing firm liability can be found in

the case of Tew v. Chase Manhattan

Bank, N.A., 728 F. Supp. 1551, 1564

(1990).  Although Tew involved a

clearing bank in the context of double

hypoth ec atio n o f  governmen t

se cu r i t ie s ,  the se  po ten t ia l l y

distinguishing factors lose muster

because the roles of clearing banks

and clearing firms are virtually

identical. The policies behind holding

clearing banks liable under a Section

551 theory are analogous to those

for holding a clearing firm liable.

In Tew , the court noted several

reasons why a clearing bank should

have a duty to disclose despite not

having a fiduciary duty.  The court

recognized that the trend of the law

is  to impose  li ab il it y  upon

“professionals” dealing in “complex

commercial transactions.” Tew  at

1567. The court noted there is a

strong public interest in deterring

fraudulent conduct upon the public

and in protecting the integrity of the

government securities market. Id.

Further, imposing liability would

serve the purpose of compensating

victims.  

Notably, Petersen applied part (e)

without analysis of whether the

customer in the securities clearing

firm context “would reasonably

expect a disclosure” due to the

“relationship between them, the

customs of the trade or other

objective circumstances.” The Tew 
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4 McDaniel v. Bear Sterns, NASD Arbitration No. 97-00497

court, however, recognized the fact

that “…the public generally…may

justifiab ly rely on nondisclosure in

the industry as evidence of the

absence of fraud.”  Id.  Lastly, when

a clearing bank knows of a fraud and

allows it to con tinue without

disclosing it to customers and the

government, to not hold the clearing

bank liable “would condone” the

conduct and “would legalize sheer

greed.”  Id at 1566.

Similarly, clearing firms are in the

best position to stop clearing

transactions for introducing brokers

who are committing fraud and

disclose the fraud to customers and

securities regulators.  Imposing

liability upon clearing firms would

also serve the policies of deterrence,

compensation, and protecting the

integrity of the securities markets.

Moreover, when a clearing firm

knows of an introducing broker’s

fraudulent activity and continues to

clear transactions for that broker

without disclosing that information,

not holding the clearing firm liable

would also “legalize greed” and

“condone” their conduct.  Thus, the

policies enunciated in Tew  for

imposing a duty to disclose are one

in the same for imposing the same

duty upon clearing firms.  

The Tew court recognized several

policies supporting a Section 551

theory.  There are, however, are

other practical reasons that would

support disclosure to the customer

and securities regulators.  For

example, although Koruga3 and

McDaniel 4 suggest that terminating

the clearing relationship is an

adequate course of conduct, this

conduct alone may not suffice.

Consider the situation where a

clearing firm discovers an ongoing 

fraud at one of its introducing

brokers.  Without a duty to disclose,

the clearing firm would only have to

terminate the relationship.  This

would allow the introducing broker to

form a new clearing relationship with

another clearing firm and essentially

allow the introducing broker to

continue the fraud.  Under a theory

merely requiring termination of the

agreement, the clearing firm is

rewarded for concealing the frauds of

the introducing broker.  Hence,

clearing firms must have a duty to

disc lose the fraud to their customer

and securities regulators.

In conclusion, clearing firms should

be held liable for breaching a duty to

disclose the wrongs of the ir

i n troduc ing b rokers  to  the ir

customers and securities regulators

for the public policy reasons of

promoting the integrity of the

securities markets, deterrence, and

compensation of victims, among

others.  To hold otherwise would

allow clearing firms to profit from the

illegal activities of their introducing

brokers and enjoy complete immunity

f o r  t h e ir  p a r t ic ip a t io n  a n d

concealment.  Clearing firms owe a

duty  to disclose as well as other

duties such as terminating the

clearing relationship in certain

situations.  These duties work in

conjunction with each other to

promote the healthy functioning of

the system while still accomplishing

the goals behind NYSE Rule 382

and NASD Rule 3230 and should be

consistently  presented to arbitration

panels deciding clearing firm liability

cases.  
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As the  SEC s teps up its

investigations of a number of broker-

dealers, countless documents and

materials are being created that

could profoundly alter the course of

private actions against the broker-

dealers and their representatives.

Yet, as counsel for claimants seek

access to these materials, they are

often met with a refusal to produce

the materials based on “regulatory

privilege.”

Not surprisingly, such a privilege has

not been recognized in the sweeping

sense that industry counsel claim.  In

nearly all instances, materials

generated in the course of an SEC

investigation by a witness or target

that are in the possession of the

witness or target are discoverable.

The Theory - Privileges 101

First, a brief bit of background on the

theory of privileges.  Under the

traditional view of privileges, as

stated by Wigmore, four conditions

must be satisfied in order for a

pr iv i lege to attac h: (1 ) the

communication must originate in an

expectation that it will not be

disclosed; (2) the element of

confidentiality must be essential to

the will and satisfactory maintenance

of the relationship between the

parties; (3) the relationship must be

one that, in the opinion of the

community, ought to be sedulously

fostered; and (4) the injury that would

inure to the relationship by the

disclosure of the communications

must be greater than the benefit that

would be gained by disclosure.1  This

utilitarian approach essentially asks

whether the necess ity for a privilege

to encourage communications was

sufficient to outweigh the costs

imposed in impeding the search for

truth.

A more modern approach avoids the

strict balancing of costs and benefits

and asks whether granting the

protection of the privilege “puts the

adversary in [any] worse position

than if the communications had

never taken place.”2 

Regardless of the approach used, it

is clear that ne ither testimonial

evidence nor materials provided to

the SEC by a witness or target

should be considered privileged and

thus shielded from third parties.  The

caselaw examining the issue

uni form ly  reaches the same

conclusion.

The Real World

The dispute over the production of

materia ls generally arises in

straightforward fashion.  In the

discovery phase, c laimant’s counsel

asks defendant to produce copies of

documents  and  transcripts of

testimony given in a related SEC

proceeding.  Ironically, a broad, but

not unrealistic, interpretation of the

NASD Discovery Guide would lead

one to conclude that such materials

must be produced in all customer

cases.  The Guide includes lists of

documents to be produced and

includes a category of “[r]ecords of

disciplinary action taken against the

Associated Person(s) by any

regulator or employer for all sales

practices or conduct similar to the

conduct alleged to be at issue.”3  
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Arguably, those “records” would

include materials from any SEC

investigation.  In any event, such a

request is often met with a blanket

denial on “privilege” grounds.

To the credit of counsel for the

broker-dealers, the asserted claim of

privilege in materials related to an

SEC investigation was not pulled

from thin air.  In fact, SEC

regulations provide that the materials

are confidential by default unless the

SEC determines otherwise.4  This

regulation was an “articulation of the

discretion possessed by the agency

in determining whether to disclose

information acquired in the course of

certain investigatory proceedings.”5

In essence, because it is the SEC

which is controlling the investigation,

the SEC alone should have the right

to disc lose the relevant materials.  

The SEC regulations also provide

that a person may seek a transcript

of his own testimony in an

investigation by filing a written

request with the SEC.  Such a

request can be denied only for “good

cause.”6  Thus, the SEC is the party

to determine “whether the cloak of

confidentiality is essential to the

conduct of a particular investigation,”

not the ta rget o f such an

investigation.7  It is this point that 

counsel for the broker-dealers

conveniently overlook.

Not surprisingly, a witness involved

in an investigation will generally

seek, and be provided, a copy of his

or her transcript.  It is this copy which

subsequently becomes the object of

a discovery dispute.  A private

claimant will seek the transcript in

preparing a case against the witness

or the witness’ firm.  The witness will

assert that the transcript is privileged.

In many cases, the witness will

“contend that merely because [the]

transcripts are the product of an SEC

investigation, they are somehow

i m b u e d  w i th  a  p a t in a  o f

‘confidentiality’ that entitled them to

special protection from discovery.”8

Access to Witness Testimony

Courts have consis tently held that

once the transcript has been

provided to the witness, there is no

privilege the witness can use to

shield its disclosure to private

litigants.9  The theory behind these

decisions is consistent with both the

traditional view of privileges and the

more modern approach.  One court,

echoing the traditional bases on

which any privilege is grounded,

expressly rejected the argument 

that the testimony should be 

shielded to encourage witnesses to

testify fully in administrative 

hearings, stating:

Since the witness . . . is

bound by subpoena to give

full and frank testimony in

such proceedings (as well

as here)  we  ques tion

w h e t h e r  t h e  S E C ’ s

regulations are designed 

for the benefit of the 

witness rather than to

permit the SEC to enjoy

confidentiality, where it is

deemed necessary, in 

o r d e r e f fec t ive ly  to  

complete its investigation.10

In other words, the witness has no

expectation of confidentiality where

the regulations provide that the SEC

is the sole party to determine

whether or not the materials may be

disclosed.  A witness cannot assert a

privilege in materials which the SEC

has already determined need not

remain confidential.  It is clear then

that transcript testimony that has

already been provided to a witness is

freely discoverable in a later

proceeding.  

Documents Provided to the SEC

Where a target of an investigation

provides documents and other

materials to the SEC in connection

with an investigation and later 
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Association of America v. Shamrock Broadcasting Co., 521 F. Supp. 638 (S.D.N.Y. 1981) (same).

15 Id. at 304.

seeks to shield them from production

to a private litigant, a different but

related analysis comes into play.  In

many instances, the target will assert

the so-called “self-critical analysis”

privilege.  So-called because,

despite its invocation by numerous

parties, no judicial authority has

recognized it as a valid rationale for

shielding materials from disclosure.11

One of the first decisions discussing,

then rejecting the privilege for self-

critical analysis was Westinghouse

Elec. Corp. v. Republic of the

Philippines, 951 F.2d 1414 (3 rd Cir .

1991).  In that case, the defendant

sought documents generated by

Westinghouse’s outside counsel in

response to an investigation by the

SEC that West inghouse had

obtained certain contracts by bribing

offic ials of defendant.  The Circuit

Court rejected Westinghouse’s claim

of privilege finding that the disclosure

of the materials to the SEC12 served

as a waiver of any claim of privilege.

Several recent decisions have

involved attempts by parties to  

shield materials provided to the SEC.

The Sixth  Circuit in In re:

C o l u m b i a / H C A  H e a l t h c a r e

Corpora tion Bi l l ing Pra ct ic es

Litigation13 analyzed the question of

whether a party may limit the waiver

of privileged materials by providing

them to the SEC in the course of an

investigation.  After an exhaustive

discussion and analysis of the

caselaw related to  “selective

waivers,”14  the Court rejected the

attempt by Columbia/HCA to shield

from production materials provided to

the Department of Justice.  “Just as

the attorney-client privilege itself

provides certainty to litigants that

information relayed to one’s attorney

will not be disclosed, rejection of

selective waiver provides further

certainty that waiver of the privilege

ensures that the information will be

disclosed.”15

Again, whether weighing the costs

and benefits of disclosure under the

traditional view, or using a more

individualized analysis, it is clear that

once materials are disclosed to the

SEC, they cannot be shielded from

production to a pr ivate c laimant.

Practical Advice

As most attorneys practicing before

arbitrators will attest, the greatest

frustration is a panel’s ability to

ignore precedent.  Thus, the caselaw

cited here may prove cold comfort to

many.

How ever,  one of the great

advantages to arbitration is the ability

of counsel to appeal to the common

sense of the panel (assuming, for

sake of argument, that the panel has

such sense).  In that regard, this

privilege analysis should prove

valuable.  None of the pleas of

privilege should be heeded in light of

the fact that the logical bases for any

privilege do not apply in these cases.

Unless the witness can demonstrate

that the SEC has sought to maintain

the confidence of the material (which

will be impossible if the witness has

copies of the transcript), disclosure of

the materials should be freely

granted.
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This article examines the question of

whether major securities' brokerage

firms analysts can be held liable for

securities fraud or a violation of

Industry Rules as a result of stock

recommendations they make which

fail to disclose conflicts of interest

and are premised upon the use of

baseless "valuation"cr iteria.  The

issue is of great importance as the

U.S. Congress and securities

regulators are currently examining

the role and potential liability of stock

analysts.  As shown below, existing

securities law does, in fact, hold

ana lysts  l iable for mislead ing

statements or failure to disclose

conflicts.  

Background

The fall of the NASDAQ market

(Internet/high technology) stocks

from its high of 5,000 in March 2000

to 2,000 in March 2001 has been

largely attributed by many financial

market observers to false and

misleading "buy" recommendations

issued by major brokerage firm

"superstar" Internet analysts such as

Henry Blodget of Merrill Lynch, Mary

Meeker of Morgan Stanley and the

former superstar telecom analyst

Jack Grubman of Salomon Sm ith

Barney ("SSB"). These analysts have

been criticized for failure to disclose

material conflicts of interest, namely,

their firms' financial interest in the

stocks they were touting and the use

of newly minted "valuation      

cr iter ia" to just i fy their  buy

recommendations and high stock

price targets.1

During the 1998-2000 Internet stock

market frenzy, major brokerage firms

such as Merrill Lynch and Morgan

Stanley created media "superstar"

Internet analysts as a means of

enticing the investing public (who

watch CNBC and other financial

shows) to purchase Internet and high

technology stocks.  The superstar

analysts were also used to generate

investment banking business for their

firms.  Thus, critics argue that the

research "analysts" no longer

perform objective unbiased analytical

functions (as required by Industry

Standards) but, ins tead , are

mere"touters" or "cheerleaders" for

the companies they cover.

The "newly minted" valuation criteria

used by these analysts do not

appear to comport with Industry

Standards such as the standards of

the Association for Investment

Management and Research ("AIMR")

which requires that analysts

use"object ive" and "unbiased"

research backed by proper and

adequate due diligence.2  Instead,

the Internet analysts have moved

from the Industry Standard of "price

to earnings" valuation methodology

to price to "revenue multiples" to

justify their valuations.3  In fact, many

analysts have moved "of fthe charts"

to value stocks based on "vis its to

web sites", "mouse clicks"             
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and other "statistics" which may bear

no basis in reality and are not

consistent with Industry Standards.4

Lastly, research analysts and

investment bankers are by regulation

required to be separate and to

maintain a "wall" between their

functions.  In reality, the"wall" no

longer exists and analysts have been

criticized for becoming mere tools for

t h e i r  i n v e s t m e n t  b a n k i n g

d e p a r t m e n t s  t o  g e n e r a t e

underwriting and other business.5

Securities Law Standards

The failure to disclose a material

conflict of interest (a firm's financial

i n te rest in  the s tock i t  is

recommending – such as investment

banking fees)may serve as the basis

for a securities fraud claim.  The use

of baseless valuation criteria which

are inconsistent with Industry

Standards may constitute fraud

and/or gross negligence on the part

of an analyst or a violation of New

York Stock Exchange ("NYSE") Rule

405 which requires a broker or

analyst to have a "reasonable basis"

for making a recommendation.

SEC Rule 10b-5 provides that it is

unlawful for any person to make an

untrue statement of a material fact or

to omit to state a material fact

necessary in order to make the

statement made, in the light of the

circumstances under which it was

made, not misleading, or to engage

in  any  act,  practice  or   course  of

business which operates or would

operate as a fraud or deceit upon

any person in connection with the 

purchase or sale of any security.6 

In the leading case on point, Credit

Su isse First  Boston Corp. 

Securities Litigation,7 the Court held

that an analyst's research report,

could, in fact, serve as the basis  for

a securities fraud complaint where

the report made falseor misleading

statements in connection with 

stocks and that the firm which

issued the research report failed to

disclose that it had a "short" 

position in the securities which  

were being analyzed.  

In that case, a CSFB analyst issued

a report entitled "Trading Notes, 

The Year 2000 Bubble," which

recommended the sale of Data

Dimensions and Viasoft stock, two

companies involved in attempting to

solve the Year 2000 computer

problem. The report stated that the

software companies highlighted in

the report could not fix the problem

and had no possibility of earning

c l o s e to  wh at  th e  m a r k e t

capitalization indicated. The report,

however, failed to disclose that

CSFB had a significant "short"

position in the stock of the two

companies and stood to profit if the

stocks' price fell as a result of the

report. 

The defendants moved to dismiss

the complaint claiming that the

alleged misstatements in the report

were merely "statements of opinion"

that are not verifiably false and are

thus not actionable.  In denying the

motion to dismiss, the Court held

that projections and opinions could

provide the basis for liability under

Section 10(b) and Rule 10b-5 and

that forward-looking statements or

predictions can be considered

"facts" within the meaning of the

rule's proscription of fraud.  The

Court also observed that the failure

to disclose the firm's short position

in the stocks could constitute a

material omission sufficient to

support a securities fraud c laim. 

Investors can expect that brokerage

f i r m s  w i l l  c l a i m  t h a t

analysts'"recommendations" cannot

serve as the basis for a fraud claim

or for investor recovery.  Investors

can counter by citing the case of

Korinsky v. Salomon Smith Barney

in which Judge Shirley Kram of the

Southern District of New York

dismissed a class action based on

a l le g e d  m i s le a d i n g  an a l y s t

recommendations but held that 

such allegations "regarding an

alleged scheme by defendants to

issue artificially positive ratings on

AT&T stock rise to the level of

material misrepresentations or

omissions regarding the value of 

the securities."8

In Korinsky, the class plaintiffs

claimed that on November 29, 

1999, Grubman issued a "buy"

rating for AT&T at a time when

AT&T was beginning to prepare 

fora large public offering of stock

and was allegedly was looking for a

number of different investment

banks for underwriting assistance

with the stock offering. The plaintiffs

further alleged that SSB and

Grubman breached their fiduciary

duties to SSB's retail customers by

issuing and maintaining positive

recommendations on shares of

A T & T  d e s p i t e  d e f e n d a n t s '
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with various exhibits.

knowledge that AT&T faced serious

financial problems.

This decision is significant because it

confirms that an analyst's buy

recommendations can, in fact, be the

basis for a securities fraud claim.

Lastly, investors can expect that in

claims asserted against Morgan

Stanley Dean Witter  ("MSDW") and

Mary Meeker that MSDW will rely

upon a decision by Judge Milton

Pollack of the Southern District of

New York which dismissed"without

prejudice" class action claims filed

against MSDW and Meeker form is

leading research on the grounds that

the sui t  con tain ed  ple ad ing

improprieties, which Judge Pollack

d e s c r ib e d  a s  " g ro s s  a n d

unrestrained."9 Although given leave

to replead, the plaintiffs chose not to

do so.  Thus, the decision was based

on the pleadings and was not a

decision on the merits of the claims.

The Merrill Lynch - Henry Blodget

Analyst Arbitration

In  a  g r o undbreak ing  N Y S E

arbitration in which this author

represented the Claimants, Kanjilal

v. Merrill Lynch and Henry Blodget,

NYSE Case No. 2001-894, Dr.

K a n ji lal,  an  I n d ia n - A m e r ic a n

physician,  claimed  securities fraud

and gross negligence based on 

H e n r y  B l o d g e t ' s  b u y

recommendation on Infospace which

was issued without disclosing Merrill

Lynch's financial interest in the stock

which Blodget was rating a strong

buy.  The case alleged that Blodget

issued his buy recomm endation at a

time when Merrill Lynch stood to

receive substantial compensation in

connection with its role as a financial

advisor to a merger of Infospace and

Go2Net.  Blodget's  buy rating did not

disclose Merrill Lynch's financial

interest – a material fact which Dr.

Kanjilal claimed affected his decision

to buy, sell or hold the stock.10

On July 20, 2001, Merrill Lynch

reportedly agreed to pay $400,000 in

order to settle  the arb itration claim,

thus ending the case.11 The case

was reported worldwide in the

television and print media as a

potentially precedent-setting case.

The Merrill Lynch - New York

Attorney General Settlement

On April 8, 2002, New York 

Attorney General ("NYAG") Elliot

Spitzer commenced an action

pursuant to the "Martin Act", against

Merrill Lynch & Co., Inc.("Merrill

Lynch"), Henry Blodget, Merrill

Lynch's "Superstar" Internet analyst

and other analysts at the firm

seeking immediate equitable relief 

to "prevent further fraud, to protect

the rights of the investing public, 

and to educate it "pending 

completion by the NYAG of its

"investigation into Merrill Lynch and

other financ ial institutions."12

The Martin Act provides the NYAG

with broad criminal and civil powers

to proscribe a wide array of

fraudulent conduct and practices in

con nec tion with the sale of

securit ies. Unl ike the federa l

securities laws, no purchase or sale

of stock is required, nor is the NYAG

required to prove intent, reliance or

damages as elements of a violation.

There is no private right of action

under the Martin Act and the NYAG

has exclusive jurisdiction to enforce

the Act.

The NYAG made public an affidavit

and support ing exhibits which

contained information and "smoking

gun" email evidence of alleged

fraudulent conduct by Merrill Lynch.

The now infamous Merrill Lynch

Henry Blodget emails reference that

Merrill Lynch's stock  research

analysts privately disparaged the

Internet stocks they took public as

"dogs", "crap" and "pieces of junk"

while touting these stocks to the

p u b l i c  w i t h  " s t r o n g  b u y "

recommendations.

Following the press coverage of the

NYAG investigation and Merrill

Lynch emails, Merrill Lynch's Chief

Executive Officer issued a public

" a p o lo g y "  c i ti n g  t h e  e m a i l

discuss ions as "inappropriate."

On May 22, 2002, Merrill Lynch
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agreed to a settlement of all charges

with the NYAG. The settlement terms

required Merrill Lynch to pay a $100

million fine to New York State and to

other state regulators; create new

policies to separate analysts' pay

from the firm's investment-banking

business; create a new committee to

oversee "objectivity" of stock picks;

and to establish a new system to

monitor emails between investment

bankers and stock analysts.  

While the Attorney General had

sought a "restitution fund" to

compensate investors for losses

relating to purchases of Merrill Lynch

Internet stocks, the settlement did

not contain any provis ion for

restitution and instead left investor

compensation to be determined in

ind iv idua l se cu rit ie s in dus t ry

arbitrations and class action lawsuits.

Merrill Lynch claimed that the

settlement did not contain any

"admission of wrongdoing" but in a

public "statement of contrition" Merrill

admitted that its employees had

e n g a g e d  i n " i n a p p r o p r i a t e

communications" some of which

"violated internal policies" and which

"failed to meet the high standards" of

the firm. 

Following the Merrill settlement,

Salomon Smith Barney ("SSB")

agreed to change the structure of  

its stock research department to

mirror the changes agreed toby

Merrill Lynch.  SSB stated that it

would create a research review

committee to oversee research

analysts' recommendations and 

 would also separate "the evaluation

and     compensation      of     equity

research analysts from investment

banking".  SSB will likely be the

target of investor lawsuits largely

based upon the research reports

issued by its superstar telecom

analyst Jack Grubman on telecom

stocks, many of which have filed for

bankruptcy or are selling at a fraction

of their share prices from Year 2000.

SEC Analyst Rules

On May 10, 2002, following the

NYAG investigation, the Securities

and Exchange Comm ission ("SEC")

approved New York Stock Exchange

("NYSE")13 and National Association

of Securities Dealers ("NASD")14

rules to address conflicts of interest

that are raised when research

analysts recommend securities in

public communications.  The rules

require, among other things, that

firms are barred from tying their

analysts' compensation to related

i n v e s tm e n t - b a n k in g  b u s iness;

analysts must clearly disclose in

public reports if they own shares in

companies they are recommending;

analysts are prohibited from offering

or threatening to w ithhold a favorable

research rating or specific price

target for a stock to attract

investment banking business from

companies; research analysts cannot

be supervised by the investment

banking department of the firm and

analysts and members of their

households are barred from investing

in a company's stock before it is first

offered to the public

if the company is in a business

sector covered by the analyst.  The

new rules fo llow widespread public

criticism that the SEC was too slow

to  act  a f ter  conducting  an

examination of analysts' conflicts last

year.

Investor Claims

Following the Kanjilal case and the

NYAG inves tigation, numerous

investors have filed arbitration claims

and various class actions have been

filed claiming that investors were

misled by analyst research which

failed to disclose material conflicts of

interest.  In the case of the Merrill

Lynch Internet stocks, investors are

arguing that the research was

misleading insofar as  it did not

disclose that the research analysts

privately disparaged the stocks while

recommending that the public buy

these stocks.  C laims against other

firms, such as SSB, argue that

analyst recommendations were

misleading because they did not

disclose the firm or the analyst's

financial interest or compensation for

recommending stocks of companies

with which their investment banking

departments had lucrative financial

arrangements.15

In Industry arbitrations, investors can

forcefully  argue that the NYAG-

Merrill Lynch settlement contains

tac it admissions that Merrill Lynch

v io la t e d Sec ur i t i es  In dus t ry

standards and its own internal

policies in issuing misleading

research which failed to disclose 
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material conflicts of interest. These

investors can reference the publicly

available "smoking gun" emails and

can likely obtain discovery relating to

analyst compensation which may be

linked to genera ting investing

banking revenues.16
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Pace University School of Law

(located in White Plains, New York,

about a 30 minute train ride from

New York City) opened the first

securities arbitration clinic in the

country in fall 1997, to provide

assistance to small investors.  The

impetus for starting the clinic came

from former SEC Chair Arthur

Levitt’s  desire to “level the playing

field” for small investors.  Investors

had complained to him at SEC-

sponsored Town Meetings that they

were  unab le to obtain legal

representation because of the small

amount of their claims and yet they

faced opposition from the brokerage

firm’s lawyers in the arbitration

process.

The clinic represents only claimants

in SRO arbitration forums.  While the

clinic can represent clients with

claims up to $50,000, in fact, most of

its clients’ c laims are considerably

less that that amount, often less than

$10,000.  The legal referral service of

the Bar Association of the City of

New York refers prospective clients

to the clinic when it knows from its

own experience that a practitioner

will not consider the case because of

the sma l l am o u n t  in vo lved.

Prospective clients also learn about

the clinic’s services from other

sources.  Newspapers  have

interviewed the clinic’s directors

about investor fraud and the clinic,

the clinic is identified on the SEC’s

website, and my listing in the PIABA

directory has generated inquiries.

When the prospective client’s inquiry

comes from a source other than the

bar referral service, the clinic

requires the individual first to make

efforts to obtain a lawyer to handle

the matter .  Only after the clinic is

certain that the prospective client

cannot obtain the services of a

p ra c t it io n e r  wi l l  i t  c on sid er

representing the individual.

Student interns, most of them in their

final year of law school, handle

all of the clinic’s work under the

supervision of one of the clinic’s two

supervising attorneys, one of whom

is a tenured professor and the other,

a visiting professor with an extensive

practice background.  The clinic

makes certa in that prospective

clients understand from the outset

that students will be their attorneys

and that they are comfortable with

this arrangement. The students’

educational experience is enhanced,

and their transition from law school to

practice eased, because they have to

assume the responsibility for making

the critical lawyering decisions.

While a supervis ing attorney is

present at any significant discussion

involving the case (for example, the

initial meeting with the prospective

client, settlement discussions w ith

opposing counsel, the pre-hearing

conference with arbitrators, and the

arbitration hearing itself), her

presence serves to assess the

student’s  performance and to step in

should something go irremediably

wrong.  Throughout the case, the

supe rv ising a t torney prov ides

guidance to the students, reviews all

student work and makes certain that

the case is moving forward at an

appropriate pace.  The supervising

attorney, however, gives the student

interns considerable freedom to

make all decisions, beginning with

the basic question of whether to offer

a prospective client representation. 

Because of the necessity of close

supervision, the clinic needs to 

keep its numbers  small.   During  

the academic year, between six  

and eight students enroll in the

clinic, which is run as a year-long

course.  Because the students  

need to learn at least the basics of

broker-dealer law and arbitration

procedure -- specialized areas of

law not typically covered in other 

law school courses -- before they

can handle these matters, much of
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 the class time in the fall semester is

spent covering these topics.  In the

spring semester, the students are

more knowledgeable and can devote

more time to client representation.

But because of the need to service

ongoing cases, the students must do

a lot of self-education on a “need to

know” basis, a circumstance typical

of practice.  The clinic also enrolls a

few students over the summer so

that it can continue to respond to

new inquiries and there is no gap in

coverage of ongoing cases.

Typically the clinic receives about 70

inquiries a year.  Some require little

follow-up work.  Every year there are

a few heartbreakers, when the

students reluctantly, but quickly,

conclude that the clinic cannot help,

as, for example, where the

perpetrator of a fraud was not a

registered broker-dealer.  In addition,

each year the clinic receives

inquiries from across the country and

even from abroad.  Since the

students must meet the clients in

person, the clinic  lim its it s

representation to clients w ithin

driving distance of the law school.  In

other instances, a ll the students can

do, unfortunately, is  recommend that

the person seek a referral from his

local bar association, knowing that in

all likelihood an investor with a small

claim will not find assistance.  While

there are three law schools in the

New York metropolitan area with

securities arbitration clinics, we know

of only two located in other parts of

the country, and there are none in

the entire western region.

When following up on an inquiry

where there is no obvious barrier to

taking the case, the students

undertake an extensive investigation

even before making a determination

about whether to offer the individual

representation.  The clinic usually

assigns two students to work on

each matter, so 

that they can learn collaboration

skills and to assure that two s tudents

are available to answer questions

from the investor.  The investigation

will involve, at a minimum, the

students’ conducting an in-person

interview with the investor, carefully

r e v i e w i n g  t h e  i n v e s t o r ’ s

documentation, researching the

applicable legal theories, and drafting

a  d e t a i l e d  m e m o r a n d u m

recommending a course of action.

Last year, the students extensively

invest igated approx imately ten

inquiries in which a decision was

made not to offer representation,

usually due to lack of sufficient

evidence or lack of a plausible claim.

The students did, in the course of the

academic year, file several new

arbitration claims with the NASD and

continue with the ongoing cases.  As

is typical of the practice, few of the

clinic’s cases ever proceed to a

hearing, only two in the clinic’s five

years of operations.  Students have

negotiated a number of settlements

successfully  for the clinic’s  clients,

including a few that have been

settled prior to filing a statement of

claim.  

Last year the clinic was particularly

proud of its successful advocacy on

behalf of a retired couple whose

broker engaged in unauthorized

trading.  Since the firm was defunct,

the students persuaded the SEC to

recommend to SIPC to begin a

liquidation proceeding that resulted in

reimbursement for the full amount of

the client’s loss.

E s t a b l i s h in g  t he  se cu r i t i e s

arbitration clinic has been a “win-

win” situation for the law students

and the small number of investors

the clinic has been able to assist.

Regrettably, however, there are

many more small investors all over

the country whose need for legal

assistance goes unanswered. The

existence of a few securities 

arbitration clinics does not go far to

meet the demand.  

Why, then, does not the clinic

increase its caseload?  Because the

clinic is part of the educational

program at a law school, its primary

objective has to be the education of

law students, to provide them with

the best possible knowledge and

training for the practice of law .  Of

necessity, then, the clinic must keep

both the number of students in the

program and the number of cases

they handle small,  to assure that

every aspect of the student’s  work is

carefully  supervised.  Numbers are

also kept small to allow for ongoing

critique of the student’s performance

by the faculty supervisors and,

perhaps most importantly, for the

student’s  own introspective analysis

of the decisions she made and their

consequences.  The clinic hopes, in

this way, to instill in its students the

ability for self-reflection that they will

retain and refine  throughout their

years in practice.  

Why, then, do not more law schools

operate securities arbitration clinics?

Clinical legal education involving the

operation of an in-house clinic is the

most expensive method of educating

law students.  Think back on your

memories of 100 students or more in

a first year Contracts class or an

upper-level Corporations or Evidence

class and compare it with this brief

description of the clinic – the

difference in costs involved is

obvious.  Even law schools, like

mine, that are committed to clinical

education can afford to operate only

a few clinics, and there are many

other worthy clinics to compete for

the law school’s resources, such as

criminal defense, environmental

litigation, immigration, domestic

violence, and human rights law . 

Therefore, law school clinics cannot

cure the problem of small investors 
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w h o  c a n n o t  o b t a in  l e g a l

representation.  I urge PIABA, the

one organization that exists  solely to

represent investors, to advocate for

other solutions.  Perhaps it is time for

an SEC-sponsored “small claims

court” where small investors could

present their claims in an informal

setting before a SEC hearing officer,

where the registered representative

and brokerage firm would have to

appear to tell their side of the story,

without the participation of their

attorneys.  The amount of claims

would have to be limited, and no

pun i ti ve damages would  be

a s s e s s e d .  U n l e ss  s e r io us

consideration is considered to finding

a forum that is truly accessible to

small investors, small investors

should be warned that Wall Street

may be a stacked deck. 
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1 NASD arbitration no. 01-02319.

2 Over 60% of PIABA attorneys represent claimants on a contingent fee basis either “always” or “almost always,”

according to the informal poll recently conducted by PIABA member Martin H. Aussenberg.

3 Bandura v. Orkin Exterminating Co. Inc., 865 F2d 816, 822 ( 7 th Cir. 1988).

Co n tin g e n t Att o rn e y
Fe e s  – An  Ap p ro ac h

by Jeffrey J. Scott

Jeff Scott is a PIABA member in

Denver.  His practice is entirely

devoted to litigation and arbitration,

and he has represented claimants in

securities arb itrations for over ten

years.  His firm’s motto is, “Where

There’s  a Wrong, There’s a

Remedy.”

In a recent arbitration in which I

represented the Claimant, the Panel

awarded substantial damages,

including Claimant’s attorneys fees

based on the contingent fee

agreement between Claimant and

my firm.1  Because a substantial

numbe r o f  P IABA a t to rneys

frequently represent Claimants on a

contingent fee basis,2 this article will

present a rationale for and method of

seeking contingent attorney fees in

arbitration proceedings.

I. Introduction

The law of the forum state which

applies to the arbitration in question

must be reviewed to determine what

that state’s standard is fo r

determining the basis for awarding

attorney fees.  There is substantial

authority that a “reasonable” fee

must be measured by time records

kept by the attorney.  But there is

compelling authority that there is a

better yardstick for w hat is

“reasonable.”  That yardstick is the

contingent fee agreement between

claimant and his or her attorney.

The best measure of a

reasonable attorneys’ fee

is the prevailing market

rate, reflected in the

standard contingent fee

contract entered into by

the parties.

United States Court of Appeals in

Bandura.3

II.  Arbitrators Have Broad Powers,

Including the Authority to Award

Attorney Fees

It is well settled that the powers of

arbitrators are broad, and they are

given great deference by the courts

in their efforts to achieve just results.

As stated in The Arbitrators Manual

(p. 32):

Arbitrators are not strictly

bound by case precedent or

statutory law. Rather, they

are guided in their analysis

by the underlying policies of

the law and are given wide

latitude in their interpretation

of legal concepts.

T h e  C o l o r ad o  co u r ts  h a v e

recognized that arbitrators have

virtually unfettered discretion to

r e n d e r  a w a r d s  t h ey  d e e m

appropriate in any given case.

Arbitrators are not bound by

any particular substantive or

procedural rules of law

unless the agreement to

arbitrate so provides.  Cabus

v. Dairyland Insurance Co.,

656 P2d 54 (Colo. App.

1982).  The arbitrators do

not exceed their powers by

rendering a decision that is

contrary to the rules of law

that would have been

applied by a court, so long

as there is no violation of an

expre ss  te rm o f  the

agreement to arbitrate.

Byerly v. Kirkpatrick Pettis Smith

Polian, 996 P2d 771, 774 (Colo. App.

2000).

The broad powers of arbitrators 
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include the authority to award

attorney fees.  The prevailing rule is

for courts to confirm awards that

contain attorney fees.  This ru le is

based upon the courts’ v irtually

ironclad resistance to requests that

arbitration awards be vacated.

Nevertheless, the prevailing

rule, consistent with the

deference that the courts

show to arbitrators, is to

confirm the arbitrators’

award with respect to

attorneys’ fees.

           *     *     *

The courts’ principal basis

for upholding arbitrators’

d e c i s io n s  t o  a w a r d

attorneys’ fees  is the

deference to be shown to

the arbitrators and the

principle that all doubts must

be resolved in favor of

arbitration. Arbitrators have

a broad power to fashion

appropriate remedies, which

includes attorneys’ fees.

Thus, a court will not vacate

an arbitrators’ decision to

award (or alternatively, not

to award) attorneys’ fees

unless the complaining party

has carried the burden of

showing that the arbitrators

either clearly exceeded their

powers or acted in a

c o m p l e t e l y  i r r a t i o n a l

manner.  Likewise,  the

arbitrators’ determination of

the amount of attorneys’

fees to be awarded is a

finding of fact, which the

court must accept.  In the

area of attorneys’ fees as in

other areas, the court will

defer to the arbitrators’

decision on factual and legal

questions falling within their

authority, and will confirm

the arbitrators’ award if it

can find any 

possible rational basis for it.

Poser, Broker-Dealer Law and

Regulation, Aspen Law 1998, pp. 10-

20, 10-21.

The prevailing rule also finds support

in Rule 10324 of the NASD Code of

Arb it ra t io n  Pr oc ed ur e, w hic h

empowers arbitrators to make all

i n te rpreta t ions and  dec is ions

regarding cases before them.  The

R u l e  p r o v id e s  t h a t  s u c h

interpretations are final and binding

upon the parties.

III.  A Claimant May Also Be

Entitled to His or Her Attorney Fee

Pursuant to the Relevant State

Securities Act, Such as the

Colorado Securities Act

In our recent case, C laimant

asserted in his Statement of C laim a

number of claims for relief, including

Breach of the Securities Laws,

alleging that the respondent firm and

its agent and employee, C laimant’s

account representative, breached

and were in violation of the federal

and Colorado securities acts.  The

Statement of Claim asked for an

award of damages, including an

award of attorney fees.

The Colorado Securi ties Act

specifically provides for an award of

attorney fees, as well as actual

damages, interest at the statutory

rate (8%), and costs.  Section 11-51-

604, CRS (Civil Liabilities under the

Colorado Securities Act) so provides

regarding actions brought for

violation of Section 11-51-501, Fraud

and Other Prohibited Conduct.  That

section is the state analog to Rule

10b-5 of the federal act, which also

proh ibits misrepresentations and

omissions in connection with the

offer or sale of any security.  

As the Tenth Circuit Court of Appeals

said in O’Connor v.

 Lafferty, 965 F2d 893, 897 (10th Cir.

1992), a suitability claim is based on

a violation of the statutory prohibition

against misrepresentations and

omissions (Rule 10b-5):

Ms.  O’Connor cla ims

D e f e n d a n t s  b o u g h t

secu rities  wh ich  were

u n s u i t a b l e  f o r  h e r

investment needs.  Federal

courts recognize such a

claim as a violation of

section 10(b) and Rule 10b-

5. . . .  Some courts

examining a section 10(b),

Rule 10b-5 unsuitability

claim have analyzed it

s i m p l y  a s  a

misrepresentation or failure

to disclose a material fact.

See, e.g., Lefkowitz v. Sm ith

Barney, Harris Upham and

Co., Inc., 804 F2d 154, 155

(1st Cir. 1986).  In such a

case, the broker has omitted

telling the investor the

r e c o m m e n d a t i o n  i s

unsuitable for the investor’s

interests.

Because Cla imant’s c laims arose in

part under the Colorado Securities

Act, we proposed to the Panel that

he was entitled to recover his actual

damages, interest, costs and

attorney fees.

IV.  An Award Including an

Attorney Fee of X% Is Custom ary

and Reasonable

We attached to the  Brief submitted

at the request of the Panel the

Affidavit of the Claimant, the

Affidavits of two Colorado attorneys

who are experienced in securities

arbitration matters,  and my Affidavit

as Claimant’s counsel.   Those

documents affirm that the contingent

fee agreed to by Claimant was fair

and reasonable, and that a

contingent fee of X%  is
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 the  us ua l, customary and

reasonable practice in cases

involving customers’ securities

claims.  Of course, these proofs

should be tailored to the custom and

practice in the area where the

arbitration in question is conducted.

One of the attorney affidavits points

out that contingent fees are approved

by the Colorado Supreme Court, and

that a contingent fee is justified

because the attorney risks all of his

or her time and effort to prepare and

present the client’s  case, risking that

time and effort because the outcome

is uncertain and unknown.  The

Colorado Supreme Court has

approved the validity of these fee

agreements.

Under a contingent fee

contract, the attorney, if he

is successful, receives for

his services in litigating his

client’s  cause a stipulated

percentage or portion of the

recovery.  See 1 S. Speiser,

Attorney’s Fees sec. 2:1

(1973).  This type of fee

arrangement is generally

valid in Colorado, Bell v.

B o a r d  o f  C o u n t y

Commissioners , 26  Colo.

App. 192, 141 P. 861

(1914), and C.P.R. EC2-20,

except in criminal and

divorce cases.

People v. Nutt, 696 P2d 242, 247

(Colo. 1984).

The affidavits of the attorneys also

pointed out that it is common for

attorneys to charge a contingent fee

of more than X% of the recovery in

securities arbitration cases.

The Claimant’s attorney’s affidavit

w e  p r o v id e d  r e v ie w e d  m y

qu ali f ica t ions  and the tasks

performed and efforts made in my

representation of Claimant.  The

affidavit stated that the fee 

agreement with Claimant was the

standard contingent fee agreement

for this type of case.

The Claimant’s affidavit supported

the claim for a contingent attorney

fee, stated that because he was

financially bereft he could not retain

me on an hourly basis, and affirmed

the contingent fee agreement we

entered into.  The fee agreement

itself was not an exhibit, on the

theory that it was protected by the

attorney clie nt p riv ilege ; the

arbitrators in our case did not require

its production.

Courts have frequently held that a

contingent fee is the proper measure

of an attorney fee to be awarded a

successful claimant.  The Court said

in Citizens Bank v. C & H Const.,

600 P2d 1212, 1217 (Ct. App. N.M.

1 9 7 9 ) ,  “ [ A ]  s t a n d a r d i z e d ,

unambig uous con tingen cy fe e

contract is not subject to alteration or

amendment by a court.  In any event,

there should not be trial court

contract fee fixing.  The amount of

the contract fee would vary with

every judge.  It is the function of the

court to enforce the contract as

made.”

The attorney fee contract of the

parties is controlling:

In determining the measure

o f  t h e  a t t o r n e y ’ s

compensation under an

agreement for a contingent

fee, the contract of the

par ties  i s  c o nt r o ll in g .

O rd inar ily , pay me nt is

p r o p e r l y  c o m p u t e d

according to the percentage

formula set forth in the

contract itself rather than on

a quantum meruit basis, and

the actual time spent by the

attorney on the case or the

diff iculties involved are

immaterial.  The amount of

the fee as fixed by the 

contract is binding on the

client in the absence of fraud

practiced, or error induced,

by the attorney, and the

client cannot impair or

destroy the attorney ’s rights

to the stipulated fee.

7A CJS Attorney & Client '319, p.

610.

The federal courts will affirm a finding

that the contingent fee contract is the

best measure of a reasonable

attorney fee.

The district court, citing

Kirchoff v. Flynn, 786 F2d

320 (7 th Cir. 1986), found

that ‘the best measure of a

reasonable attorneys’ fee is

the prevailing market rate,

reflected in the standard

contingent fee contract

entered into by the parties.’

We hold that the district

court was well within its

discretion to make such an

award. 

Bandura v. Orkin Exterminating Co.

Inc., 865 F.2d 816, 822 ( 7 th Cir.

1988).

We attached to our Brief several

N A S D  a r b i t r a t i o n  a w a r d s

demonstrating that panels have

awarded claimants’ contingent

attorney fees in other cases.  

V. CALCULATION OF THE AWARD

Our final exhibit to our Brief set forth

Claimant’s several damage cases.

Claimant requested that the Panel

choose which damage case, or

combination thereof, best fit an

award in the case. 

We then gave several examples of

possible awards based on the

several damage cases, actually

laying out the math involved in

calculating a gross award including a

40% contingent attorney fee, after 
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arriving at a decision on what the

Claimant’s “net” should be.

We then sugges ted that an

alternative approach would be to

simply decide on a total damage

number and divide it by .60 (60%),

thereby arriving at a final damage

number incorporating a 40% attorney

fee, with a net damage figure equal

to 60% of the total.  For example, if

the tota l damage num ber is

$400,000, divide by .60 for a final

damage number of $666,666,

resulting in a net damage figure of

$400,000.00 (60% of $666,666).

VI.  CONCLUSION

Arbitrators have authority to award a

Claimant his or her attorney fee.  In

the proper case, the gross amount

recovered can include a contingent

attorney fee, if the arbitration panel

thinks it is warranted. I suggest that

if claimant’s counsel is proposing the

award include a contingent attorney

fee, that proposal should appear in

the claimant’s damage calculation,

and the panel should be made aware

at the close of the case that counsel

is prepared to submit a brief on the

subject.  The panel will be informed

by The Arbitrators Manual (p. 34)

that, “It is appropriate for the

arbitrators to request the parties to

brief this issue.”
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1 Berg, Howard G. and J. Julie Jason, “Does the Literature of Churning Reflect the Current State of the Brokerage

Industry?” Securities Arb itration 1996, Volume Two, Practicing Law Institute, 1996.

For example, in an account with $100,000
in purchases over a 3-year period, during
which the average account equity was
$25,000, ATR =  $100,000  ÷ $25,000 X
12 ÷ 36 = 1.3.

      ATR      Total

   Average                 purchases         12

 Annualized     =                          X             

   

    Turnover

        Rate                    Average           # of

                                    accoun t        

T h e  M e a s u re m e n t o f
Exc e s s iv e  T rad in g  in
a  Se c u rit ie s  Ac c o u n t

by Mary Calhoun

Mary Calhoun is an expert residing in

Waltham, Massachusetts. She may

be reached at 781.899.9696. Her e-

m a i l  a d d r e s s  i s

calhoungroup@aol.com

I. Introduction

The purpose of this article is to

provide a brief compendium of the

many ways by which the frequency

of trading in a securities account can

be measured and evaluated, to

explain brie fly the reasons for  using

each of the calculations, to advise

where they may not appropriate, and

to help counsel anticipate common

defenses to the calculations. 

Counsel may use this reference to:

Run preliminary calculations in the

course of case evaluation;

A. Check your expert’s calculations

to make certain that they conform to

authoritative standards; 

B. Ensure that your expert’s

testimony with regard  to the

calculations will be bulletproof upon

cross-examination; and

C. Cross-examine the opposing

expert.

II. The Basics

A. Average Annualized Turnover

Rate (“ATR”)

This is the most basic calculation of

frequency of trading in a securities

account.  It measures the number of

times that an account’s equity has

been “turned over” by repeated

purchases and sales.  

A formula is necessary because, if I

know that in one year, an account

purchased $2,000,000 in securities,

I have no way of knowing whether

trading may have been excessive

unless I can compare it to the size of

the account.  ATR compares

purchases to the measure of the size

of the account, its equity. 

Turnover is generally expressed as

an annualized number, and as a  rate

rather than as a percentage.

Dozens of cases and commentators

have  written about the interpretation

of turnover rate.  However, one of the

most insightful articles is that written

by Howard Berg and Julie Jason.

Analyzing ATR in terms of industry

norms from 1947 through 1996, as

well as how it has been interpreted

through the decades, they opine that

“The shrine that has been erected

around the magic number of 6 should

be dismantled and the benchmark

lowered to a suggested level of 3.”1

B. Break-even return (“BER”) /

Cost-to-equity maintenance factor

(“CEMF”) 

The break-even return, formally

known as “cost-to-equity ratio,”

“cost-to-equity maintenance factor,”

or “Goldberg Cost Maintenance 
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             Commissions

BER                              +

Break-e ven                Margin

Return                       Interest           12

Return              =    ________  X   _____

(Cost-to-e qu ity

Ra tio)                          Avera ge        # o f 

                                   Account      Months

                                    Equity

_______________

2 Goldberg, Stuart, Fraudulent Broker-Dealer Practices (1978).

3 Michael David Sweeney, SEC Release No. 34-29884 (October 30, 1991).  See also Shearson Lehman Hutton,

SEC Release No. 34-26766 (April 29, 1989).

4 See McCann, Craig, and Richard G . Himelrick, “Spreads, Markups, Sales Credits and Trading Costs,” PIABA Bar

Journal, Summer 2002 for an explanation of calcu lating trading costs.  

5 Berg, Howard G . and J. Julie Jason, op. cit.

                                       365 days
Average holding      =                 
period
                                          ATR

Factor,”2 measures the cost of

trading in commissions, spreads, and

margin interest, in relation to the size

of an account.   Since, without cost,

there is no actual or theoretical harm

in an otherwise-suitable portfolio that

is frequently turned  over,  the

  measurement  of cost is typically

the single most significant indicator

in eva luating excess ive trading:  

“A primary test for excessive

trading is the re lationship

between the net amount of

money invested and the

transaction costs that are

incurred.” 3

For example, in an account with
$100,000 in purchases over a 3-year
period, during which the average account
equity was $25,000, ATR =  $100,000  ÷

$25,000 X 12 ÷ 36 = 1.3. For example, in
an account with $25,000 in commissions
and costs plus $6,000 in margin interest
over a 3-year period, during which the
average account equity was $25,000,
BER =  ($25,0000 + $6,000) ÷ $25,000 X
12 ÷ 36 = 41.3%

As in the example, with an average

annualized break-even return of

41.3%, an account needs to earn at

least that much, on average, each

and every year just to break even

after covering the costs of trading.

Just what is a “commission”?

Commissions are confusing because

the cost of the trade to the customer

may differ from the commission

credit earned by the registered

representative, which in turn differs

from the profit or loss made on the

trade by the firm. 

For the purpose of calculating BER,

how ever,  the on ly  re levant

“commission” is the cost to the

customer, which equals any agency

commission plus the spread and/or

slippage on the trade.4  Because of

the difficulties in determining

historical spreads, the commission

credit paid to the broker is

commonly used as a reasonable

approximation of the cost to the

customer.  

Here again, the insights of Berg and

Jason,5  writing many decades after

the abolition of fixed commissions,

are instructive:

“ In  v iew  of  expe cted

p e r f o r m a n c e  o v e r

time...commissions of about

5% to 6% annually in a

brokerage account with a

grow th  an d in c o m e  or

conse rva t iv e  i n v e s tm e n t

objective over which a broker

exercises control is probably 

about the limit the account can

bear.”

C. Holding Periods

1. The holding period of individual

securities should be calculated in

days for each security.  

2. The calculation of average

holding period is far simpler than

many realize.

For example, if ATR = 12.2, the average
holding period = 365 ÷ 12.2 = 30 days.  
If ATR is low and the time period
analyzed is relatively short, the
calculation may generate a number that
is longer than the number of days in the
period analyzed.  For example, 365 days
÷ .2 ATR = 1825 days.

3. A “days held” chart may be

illustrative in helping the panel

determine whether the short-term

trad ing  wa s ap prop r iate.  In

calculating days held, consider how

received and delivered securities are

handled; often, it is wise to omit

them, but this will depend on the

facts and circumstances of the

account and the securities.  Often,

days held tables illustrate other

points; for example, that there was a

pattern of taking very   
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The Looper Formula

Average monthly investment = 

(Cash contributions  + realized  ga ins from 

securities purchased + dividends + sale proceeds

from  securities  rece ived  - withdrawa ls

- realized loses from securities purchased

- margin interest and fees)

÷ total # of months

_______________

6 In the Matter of Looper and Company, 38 S.E.C., 34-5676 (April 15, 1958).  In evaluating Looper’s stated turnover

rates, don’t forget to annualize the calculations.  

7 Calhoun, Mary E., “Looper Lives...And Other Observations on the Measurement of Excessive Trading,” Securities

Arbitration 1999, Practicing Law Institute (1999).

short-term trading gains and letting

losses run.  

Days Held Table

Num ber of

Da ys H eld

Num ber

of 

Positions

  Ga in

 (Losses)

0  -  1  days 373 $      26,001

2  -  7  days 220 $     13,256

8  -  31 days 125 $       7,899

32  - 180 days  26 ( $   56,775)

181 days or

mo re

   6 ( $ 131,243)

III. The Looper calculation

It’s no secret that I am fascinated by

the Looper calculation, an arcane

formula for determining ATR and

BER.6 7  My fascination stems from

the countless ways in which Looper

is mis-named, mis-calculated, and

m i s - u s e d b y  c o m m e n t a t o r s ,

attorneys, and experts in arbitration.

The calculation is difficult, primarily

due to its treatment of received

securities; however, it has merit

and carries the weight of great

authority.   

The result of the calculation is

average monthly investment, which

is a measure of the size of an

account, just as is average equity,

and it may be substituted for average

equity in the denominator of ATR and

BER calculations.   

Today, it is rarely used, primarily

because of its  difficulty .   Its merit is

that it permits ATR and BER to be

calculated in situations in which

equity cannot easily be determined;

for example, when securities are

unpriced on account statements.

There is no reason to use Looper

except in this circumstance, as there

is also ample authority for the use of

the equity  calculation.  One cannot

generalize as to whether Looper

turnovers are higher or lower than

equity calculations,  but it is useful to

know that Looper itself provides

a u t h o r i t y  f o r  c o n c l u d i n g

excessiveness with ATR as low as

1.8.

Sometimes one will see a

reference to a “modified 

Looper.”  There is no standard

for exactly what constitutes a

modified Looper;  in fact, there

seem to be many so-called

“modified Loopers” out there,

each modified in a different way.

Usually, a “Looper” isn’t a 

Looper at all, but rather an 

equity calculation made by

s o m e o n e  w h o  d o e s n ’ t

understand the difference; often, the

modification is made to simplify the

calculation, which deviates from

established authority; and 

occasionally  the calculation is

another concept altogether, such as

using total portfolio value for the

denominator.     

When presented w ith a “Looper”

calculation, you must first determine

whether it is, in fact, a Looper;

second, whether it is correctly

calculated; and third, if it cla ims to be

modified, you must determine why it

is modified and whether that makes

sense; and then how it is modified

and whether that makes sense.  

IV. Mutual Funds and Unit

Investment Trusts

Not too long ago, many of the

concepts discussed below, such as

breakpoint violations, deferred sales

charges, and letters of accumulation

referred only to open-end mutual

funds. Today, however, UIT’s have

sales charge complexity similar to

that of their mutual fund cousins.

In applying the investment company

f o r en s i c s s u g g e s t e d  b e l o w,

remember that they apply only to

open-end mutual funds, not closed-

end,  exchange-traded funds.

Finally, remember always to review

the prospectus, since each fund

fam ily has its  own unique schedule

of sa les charges , rights  of

accumulation, and other rights and

restrictions, and there are frequently

variations among the funds in a

family.

A. Short-term holding periods

A short-term holding period on 
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8 Frederick C. Heller, SEC Release No. 34-31696 (January 7, 1993).

9 NASD Notice to Mem bers 94-16 (March 1994) and 95-80 (September 26, 1995).   See also Russell L. Irish, SEC

Release No. 34-7687 (August 27, 1965); aff’d  367 F.2d 637 (CA-1, 1966); cert. denied U.S. Sup. Ct. Feb. 13, 1967

and Charles E. Marland  & Co., Inc. 45 SEC 632 (1974), Winston H. Kinderdick, SEC Release No. 34-12818

(September 21, 1976)  and Kenneth C. Krull, SEC Release No. 34-41008 (February 1, 1999).  

10 Dean Witter Reynolds, SEC Release No. 34-43215 (August 28, 2000) and the related Leslie  E. Rossello, SEC

Release No. 34-43650 (December 1, 2000).   

11 See NASD IM 2830-1, NASD Notice to Members 98-98, Shearson, Hammill & Co., SEC Release No. 34-7743

(November 12, 1965), Houston A. Goddard & Ward H. Clarke, SEC Release No. 34-32839 (September 2, 1993).  

12 See NASD Notice to Mem bers 94-16 ( March 1994).

13 Robert L. Den Herder, SEC Release 34-39297 (November 5, 1997).

front-end-loaded mutual funds results

in the effective forfeiture of the sales

charge paid.

A short-term holding period on rear-

end-loaded mutual funds causes a

contingent deferred sales  charge to

hit the account.

The SEC has found very short-term

trading of even c losed-end funds to

be improper.8

B. Switching

In a mutual fund switch, one fund is

sold and another is purchased,

causing the customer to incur sales

charges, whether front- or rear-end,

that would not otherwise have been

incurred.

Switches may be valid and suitable,

but must be in the investor’s best

interest, rather than based on

incentives received by the registered

rep.9

A switch may be considered more

egregious if exchange privileges and

a similar fund existed within the

original fund family. 10

Today,  most brokerage firms have

computer systems that will recognize

same-day mutual fund switching,

with the result that some 

registered reps try to “fly beneath the

radar” by selling a mutual fund and

buying a unit investment trust, or by

keeping the funds in a money-market

fund for a week.

C. Breakpoint violations

Mutual fund Class A shares are front-

end loaded: a sales charge is

charged upon purchase.  However,

the percentage sales charge declines

with larger purchases.  This is the

“breakpoint” schedule. 

For example:

Less than $25,000 5.50 %

$   25,000   - $   49,999 5.25 %

$   50,000   - $   99,999 4.75 %

$  100,000  - $ 249,999 3.75 %

$  250,000 -  $ 499,999 3.00 %

$ 500,000  - $ 999,999 2.00 %

$1,000,000 or more 0.00 %

Since the higher the sales charge

paid, the higher the broker’s

commission credit, the classic

breakpoint violation occurs when the

broker recomm ends a purchase of,

for example, $24,500 in a mutual

fund, thereby earning a higher

commission, but caus ing the

customer to pay a higher sales

charge.11

One common issue that arises is the

question of whether recommending

diversification among several fund

families is a breakpoint violation.

This determination usually depends

on the facts and circumstances

specific to the investor and the

funds.12

D. Rights of accumulation (“ROA”)

Most, if not all, fund fam ilies permit

rights of accumulation for Class A

(front-end load) shares.  So if a

customer buys $30,000 Putnam

Capital Appreciation in her single

account plus $25,000 Putnam

Europe Growth in a joint account,

both purchases would qualify for the

$50,000 breakpoint.  Moreover, ROA

may sometimes be aggregated

retroactively.   

A  reg is te r e d  re pr es en tat iv e

recommending and executing Class

A shares has a duty to make sure

that customers receive all ROA to

which they are entitled.13   

E. Letters of intent (“LOI”)
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14 Harold R. Fenocchio , SEC Release No. 34-12194 (March 11, 1976). 

15 Michael Flanagan, Ronald Kindschi, & Spectrum Administration, Inc., SEC Initial Decision 34-160 (January 31,

2000).  See also “Suitability Issues For Multi-Class Mutual Funds,” NASD Regulation & Compliance Alert (Summer

2000), Stifel, Nicolaus et al., , NASD Regulation (April 18, 2001)  and Wendell D. Belden, NASD NAC decision,

Complaint No. C05010012 (August 13, 2002).  

16 In some circumstances, C shares (with differing combinations of rear-end sales charges and annual fees) may be

superior to both A and B shares.

17 The Mutual Fund Calculator available on the SEC’s website at www.sec.gov approximates the discrepancy in costs

between share classes.  For com plete accuracy, a more sophisticated analysis is required.  

With a letter of intent, a customer

purchasing shares of a Class A

mutual fund signals his intention to

buy more shares at some point

during the coming 12 or 13 months,

thereby becoming entitled to a higher

breakpoint and a lower front-end

sales charge.  

Should the customer not meet the

LOI commitment, the fund simply

applies the higher sales charge to

the account retroactively.   In order to

create the LOI, frequently all the

registered rep has to do is indicate

the LOI on the order ticket.  In other

words, signaling an LOI is a “no-

brainer” on the part of the rep: if

there is any chance whatsoever that

the customer may make an

additional commitment during the

coming year, it should be signaled,

since there is no penalty to either the

cus tomer or the rep if the

commitment is not fulfilled.  

The SEC has opined that failure to

secure the customer lower sales

charges through letters of intent and

rights of accumulation may be a

violation of Rule 2110 (just and

equitable principles of trade).14

F. Class B shares

For Class B shares, no front-end

load is charged.  A declining

contingent deferred sales charge

(“CDSC”) is applied if the shares are

sold within the first 6 or so years.

For example, 6% in the first year, 5%

in the second year, and 

so on.   Most, but not all, fund

families offering B shares also offer

A shares.

There’s nothing inherently wrong with

B shares; however, when B share

purchases are made in excess of the

typical $250,000 breakpoint, the

investor would almost always be

mathematically ahead had he instead

purcha s e d  A  s h a r e s .1 5  1 6  1 7

Regardless of whether markets are

advancing or declining, or whether

the investor withdraws the funds in

the first year or 12 th year, this is true,

unless something unusual about the

fund’s unique cost structure makes it

untrue.  

However, unlike A shares, in  which

the rep’s commission credit declines

if a lower sales charge is paid by the

customer, reps  are paid fu ll

commission credit, usually 4 to 6%,

at the time the investor purchases B

shares, regardless of the amount

invested. 

For example, an investor investing

$1,000,000 in A shares would pay no

sales charge.  The rep would receive

a nominal commission credit of

perhaps $5,000.  On the other hand,

if invested in an assortment of B

shares, the rep ’s commission credit

could be as high as 40,000 to

$60,000.  

B-share suitability issues have

become such a hot topic in

regulatory c i rc les  that many

brokerage firms have added B-share

surveillance to their exception

reporting.  

V. Annuities

Variable annuities are securities

that use mutual funds as the

underlying investment component.

Therefore, many of the concepts

discussed under “Mutual funds,”

above, also apply to variable

annuities. Fixed annuities are

insurance products  that inv ite

scrutiny when sold or exchanged.

Annuities virtually always pay the

advisor a hefty commission at the

time of purchase, and charge the

policyholder a substantial surrender

charge if the policy is cashed in or

exchange in the first 5 to 10 years. In

evaluating any “1035 exchange”

(named for the IRS code that permits

a tax-free exchange of policies) into

a new policy, these surrender

charges must be evaluated, along

with any “bonus” credits and fees,

the “M&E” (mortality and expense)

and other annual fees unique to

every po licy. 

A careful mathematical analysis can

demonstrate whether the cost of the

exchange leaves the investor likely

to ever break even.  

VI .  De fen ses  to c hu rnin g

calculations
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18 Shearson, Hamm ill & Co., SEC Release No. 34-7743 (November 12, 1965).

19 Report of the Special Study of the Options Markets to the SEC (Decem ber 22, 1978).

A. Mistakes

In calculating ATR and BER, two

common mistakes which overstate

turnover are 1) including money-

market fund purchases in the

purchases tota l; and 2) inc luding

months after the effective close of

the account in the calculation of

average equity or number of months.

B. Faulty assumptions in calculating

ATR and BER

1. Annualizing ATR and BER

for less than a year can lead to

skewed results.  This usually occurs

because of the initial investment

effect in an account.  Assume that I

deposit $100,000 in January 2001,

then invest it.  I make no more

purchases or sales that year.   My

average equity is $100,000.  My ATR

is 1.0.  

If, however, I deposit the money in

December 2001, my annualized ATR

for that year is 12.0, which is clearly

fallacious.  

Avoid problems by presenting the

calculation as it is, or even state

“NM” (not meaningful), and then be

clear not to draw attention to it in

testimony.  Your expert might even

mention that it’s important not to

draw any conclusions from the 12.0

figure for 2001.  

Not all short-term ATR’s and BER’s

are unreliable, however; once the

initial investment effect is eliminated,

which can be done by subtracting the

initial deposits from the purchase

tota l, or in itial costs from the cost

tota l, respectively, the calculation is

valid, unless the period is extremely

short.  

2. Give the rep credit where

due, but use focus periods.  

Assume that an account is actively

traded in 1999, then there are no

purchases or sales  for a 6-month

period in early 2000. Trading

resumes with a vengeance in July.

Don’t omit this“quiet” period when

calculating turnover for the account

as a whole.  

The best practice is to do the

calculation for the account as a

whole, then do separate calculations

for the active focus periods 1999 and

late 2000, and tell the panel why it’s

appropriate to focus on those

periods.  

3. Received and delivered

secur it ies  presen t the ir  own

challenges.  Watch out for fallacies

here; for example, skewing effects on

a “Days Held” table. 

C. Trompe l’oeil

1. Total portfolio value.  In

calculating ATR and BER, the

denominator is average account

equity (equity = total portfolio value

minus margin debt).  Respondents,

however, would often prefer that the

denominator be total portfolio value,

which will dramatically understate the

turnover rate in a heavily-margined

account.  

Claimants can be stalwart about the

use of equity, as there is abundant

authority for the use of this

calculation; for example , Looper itself

is adamant about excluding the

margin debt from the calculation.

Moreover, there are cases in which

the use of total portfolio value has

been specifically criticized.18 

2. “Modified Looper.”  As noted

above, sometimes experts will use a

novel calculation, or a 

questionable one, such as using total

portfolio value as the denominator,

and title it “just a modified Looper.”  

3. “You can’t use ATR in an

options account.”

The Options Study of 197819 was

critical of the use of ATR in an

options account, reasoning that short

options that expired would not be

re f lec ted in  the calcu la t ion .

However, any such effec t would

almost always be very small;

moreover, it would only serve to

understate the customer’s turnover

ca lcu lation, thereby making it

conservative.  The Study came down

squarely in favor of the use of a

commission-to-equity ratio, of which

BER, which includes margin interest,

is a logical extension,  as a means of

evaluating accounts for excessive

trading.   

Usually, however, the options debate

is more qualitative than quantitative,

arguing that options are by design

short-term instrum ents and that a

higher turnover rate is expected.

Here again, the use of BER will

create the rebuttal for the argument:

the harm in frequent trading is the

cost.  BER allows us to look at the

cost of trading in an options account

and evaluate whether it was suitable

for the customer in question.  

VII. Math, Truth, Smoke, Mirrors,

and Common Sense

Arithmetic  can take us only so far.

When I testify as  an expert witness

with regard to the calculations

described above, whether for

claimants or on defense, I usually

explain to the panel that there are

few bright lines in evaluating 
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20 Goldberg, Stuart, Customer Recovery Guide to Stockbroker Fraud and Securities Arbitration (1987).

frequency of trading.  Always, the

calculations must be evaluated in

light of a specific customer and his or

her unique financial situation, level of

understanding, and investment

objectives. And always, they must be

interpreted with common sense.  

This seems obvious; however, it is

remarkable how frequently this

simple truth is overlooked in

attorneys’ arguments and expert

testimony.  

One good example comes with the

“2-4-6 Rule” often applied to ATR.  In

Stuart Goldberg’s formulation of the

rule20:

ATR = 2 suggests the inference of

excessive trading

ATR = 4 suggests the presumption of

excessive trading

ATR = 6 suggests the conclusion of

excessive trading

Attorneys and experts frequently

argue that an ATR over 6 is prima

facie evidence of churning, despite

the fact that even Goldberg

emphasized that this guideline

appl ies only to conserva tive

investors, not speculators and

traders.   

Likewise, it’s always important to

look for and understand any reason

behind the numbers.  For example,

there may be valid reasons for

making municipal bond tax swaps.

Done correctly , they are a win-win

strategy that provides a measurable

dollar benefit to the customer as well

as a nice credit for the rep.   

Finally, once a panel thinks that your

expert has used smoke and mirrors

in her calculations, or that she is

hiding anything from them, they will

disregard anything she says. 

So if the overall turnover in an

account is 1.2, say so.  And then

direct the panel’s attention to the

focus period beginning July 1999.

Point out the mutual fund swaps that

provided no understandable benefit

to the customer but paid a huge

commission for the rep.   In short,

always present all of the calculations,

then you or your expert can tell them

why you want them to focus on

certain periods, figures, or facts. 
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1An excerpt from Mr. Solin’s recently released book: Does Your Broker Owe You Money?

Do e s  Yo u r B ro ke r
O w e  Yo u  M o n e y ?

by Dan Solin1

Dan Solin (www.dansolin.com) is a

PIABA member with offices at 401

Broadway, Suite 306, New York, NY

10013.  The above piece is an

excerpt from Mr. Solin's recently

released book: "Does Your Broker

Owe You Money?" (Alpha Books),

reprinted with permission.  His book

i s  a v a i l a b l e  o n l i n e  a t

www.Amazon.com and in bookstores

throughout the country. Mr. Solin can

be reached at: (212) 226-0959. His

e - m a i l  a d d r e s s  i s :

dansolin@ earth link.net. 

After Don Zabawa was hit by a car

while riding his bicycle, he turned

over $125,000 to a stockbroker at

FAS Wealth Management in Delray

Beach, Florida, and asked him to

inves t the  money  in  "sa fe

investments," hoping to use income

from the investments to support his

fam ily while he recuperated and

could not work.

Unfortunately, his broker didn't heed

his request.

In February 2002 an NASD

arbitration panel awarded Zabawa

$125,000 in damages, as well as

$56,250 in attorney's fees and the

NASD filing and hearing fees.

Zabawa had alleged in his claim that

the broker, the firm's owner, and the

branch manager all contributed to his

loss by churning his account, placing

his money in unsuitable investments,

and pressuring him to buy securities

on margin.

The NASD tribunal found the three

individuals jointly and severally liable

for the award, meaning that one

individual may have to pay the entire

award if the others can't or won't. 

William Bernstein, author of The

Intelligent Asset Allocator, and a

principal in the money management

firm Efficient Frontier Advisors, has

said:

There are two kinds of investors, be

they large or small: those who don't

know where the market is headed,

and those who don't know that they

don't know. Then again, there is a

third type of investor, the investment

professional, who indeed knows that

he or she doesn't know, but whose

livelihood depends upon appearing

to know.

Those who manage money for

pensions funds and institutional

endowments realize that no one

knows where the market is headed.

Academics know that no one knows

where the market is headed. Why

don't brokers know it?

Brokers are Trained to Manage

Clients, Not Portfolios

Brokers don't know these basic

truths because they are not trained to

know them. They are trained to sell.

They are trained in cold calling, and

in deal closing. 

Despite brokerage firm marketing,

which has changed the titles under

which stockbrokers work from

"account executive" to "financial

c o n s u l t a n t "  a n d  " f i n a n c i a l

professional," stock brokers are still

basically sales people.

"The firm hires us to sell stocks or

bonds, or whatever," says a former

broker who has left the industry.

"Brokers are not meant to be

financial people and that is the

prob lem in the system." 

The vast majority of brokers are not

trained in how to work with a client to

establish the c lient's rea listic

expectations for a portfolio's return

and risk, and how to create a

portfolio that tries to derive that

return while maintaining that risk.

Another former broker says, "Often,

the broker's failure comes from not

‘ l i s t e n i n g ’  t o  t h e  c l i e n t .

Understanding how a client thinks

about risk versus reward is a

fas cin atin g  s t u d y in  hu m an

psy c h o logy . The  excep t iona l

(financial) advisor will take the time

to really understand the client and 
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assure that you are both on the same

page, and speak the same

language."

One former broker, in answering my

question about whether she used

Modern Portfolio Theory to help her

c l i en ts  c o n s t ru c t  p o r tf o li o s,

answered:

To this day, I don't know if real

asset allocation in a portfolio

means large-cap, small-cap,

etc. or individual sectors like

technology, cyclicals, banking,

etc., or if it means both.

(Actually, asset allocation

means allocation across the

asset classes of stocks,

b o n d s ,  a n d  c a s h .

Diversification means owning

a number of different securities

in one asset class, and also

o w n i n g d i ff e r en t  a s s et

classes.)

As for standard deviation, etc .,

I worked for two (major

brokerage) firms over almost

five years and I can tell you

what I learned about beta and

standard deviation I learned on

my own by asking questions.

None of that[m d]absolutely

none of that[md]is  taught in

our training. Training for a new

broker goes something like

this: study and take the Series

7, 63, 65, and insurance

exams. 

I spent three weeks in (class)

learning about  products ,

mutual funds, and learning to

sell. If a broker wants to learn

about (asset allocation and

diversification) it has to be

done on the broker's own time.

Most would never take the time

because for the first three to

five years you are

building your business.

As much as I was a student of

the market, I never considered

what "risk" meant because I

didn 't have the experience or

the training to understand how

volatile a market could be.

When you are young and

starting out you go where the

market is hot. If you don't, you

simply don't have the strength

or wisdom to argue with a

c l ient about  why asset

allocation works. As a matter

of fact, for a broker starting in

the mid-90s asset allocation

did not work. And if you are a

new  b r o k e r  b ui ld ing  a

business, you can't afford to

lose a client. I can't tell you

how many times clients would

say to me 'how come we don't

own Amazon or Yahoo?'

Some time in 2000, (the firm's

strategist) wrote a piece on

why asset allocation was dead.

No kidding. Boy did that

reinforce what I already had

come to believe. Boy should

that guy be fired and pay back

a lot of money to my clients.

This is the training many of your

"trusted advisors" receive, and the

support he or she gets from the

analysts, market strategists, and

other professionals in the firm who

are supposed to assist brokers to do

the best they can for clients. In

reality, they are trained to do what is

best for the company.

No wonder when you file an

arbitration claim citing unsuitability,

fraud, misrepresentation, and/or

breach of fiduciary duty, the first

thing the brokerage firm does is say,

"Hey, you're a grown up, you

shouldn't take what we say that

seriously that you don't use your own

judgment."

I say too bad for brokerage firms.

They have to come to the realization

that in the twenty-first century , with

the increase in education for

investors (of which I hope this book

is a major part) their very existence

depends on doing what is r ight for

their clients. 

Brokerage firms need to work harder

to make sure brokers don't provide

poor advice to clients. This doesn't

mean that all clients will always listen

to advice. After all, we all know that

some people will always take less

than prudent risks, even with their

own money. But if clients expect

brokers to be professionals who look

after their the clients' best interests,

brokerage firms should have an

obligation to provide brokers with the

training they need to help clients. 

Then, if a client chose not to follow

the broker's advice and later

encounters a heavy loss, the firm

could legitimately say, "we tried to

help you, but you would not listen."

Unfortunately, that is a far cry from

where things are today in the

brokerage industry.

Brokers, unfortunately, often don't

know what they don't know, or if they

do know they don't care. And they

are too lazy, or too scared, or too

greedy, to find work selling goods or

services in some other industry

where the standard of care is merely

buyer-seller and not fiduciary. 

The Solin Theories For Enhancing

Your Chances of Establishing That

Your Broker Does Owe You Money

So, how do you use the knowledge

you gained in Chapter 5, and the

understanding that by and large

brokers do not use MPT in helping

their clients to construct appropriate

portfolios because they have no

understanding of the 
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concepts to make a legitimate claim

that your broker owes you money?

I have developed three theories

under which you can proceed, and

am beginning to argue these theories

in arbitration proceedings, where

a p p r o p r i a t e  a n d  n e c e s s a ry

(remember, there are so many

brokers who engage in egregious

activities {as demonstrated in

Chapter 3} that you don't often need

to use these theories to make a

compelling case).

A caveat: It is by no means certain

that, even if these theories are

persuasively argued, arbitration

tribunals will accept them. The

makeup of these tribunals tends to

be older men, who are very set in

their ways and unaccustomed to

dealing with anything that they have

not heard many times before. It could

take a serious effort on the part of a

number of investors and attorneys,

and a protracted period of time, to

convince some of these tribunal

members that since the rest of the

financial world has long since

accepted these theories, they should

as well.

THEORY 1: FAILURE TO

COMPUTE OR DISCLOSE

STAND A R D D E VIA T IO N ,

BETA, OR SOME OTHER

REASONABLE AND WELL

UNDERSTOOD MEASURES

OF RISK MAY GIVE YOU A

CLAIM FOR UNSUITABILITY

Let me state the obvious. It may 

well be that computing the standard

deviation and beta  o f  your

investments will show that there is

no  l iabi l i ty .  Ho w ever , s ince

stockbrokers don't understand it 

and don't run the calculations, a

finding of no liability would be a

random event. In all likelihood, 

given their need to generate

commissions, and their instinct to

follow the pack into the market's 

"hot areas," a computation of

standard deviation and beta are likely

to be  power ful ev idence of

unsu itability when they show

unacceptably high levels of portfolio

risk.

My experience w ith clients (both

investors and brokers) is that it is a

rare broker who has any idea that

these measurements exist, let alone

how to properly use them. 

The failure to understand and utilize

Modern Portfolio Theory (MPT) and

its attendant measurements of risk is

inexplicable and indefensible, since

except for the brokerage industry the

entire financial and academic finance

world relies so heavily on them.

In an article in the Ohio Northern

Law Review, the author summarizes

the widespread use of MPT as

follows:

MPT is used and endorsed by

many in academia, in practice,

and in government. Not only is

MPT used by individual

investors and mutual fund

managers, it has also been

applied to managing consumer

l o a n s , th r i f t  i n s t i t u t i o n

investments, real esta te,

p e n s i o n  i n v e s t m e n t s ,

international investing, and for

insurance companies. Thus,

today MPT is a central theme

to many high-level investment

strategies. The prime question

however is whether it can be

meaningfully applied at the

basic retail level and, just as

importantly, whether those who

sit in judgment of broker

conduct can apply it.

The answer to this final

question is: Why not? 

Every investor case I take begins

with an analysis by an expert in

charge of the wealth management 

group at a large accounting firm. Part

of that analysis is to run the standard

deviation and beta for the portfolio. If

they are out of whack, I use them as

evidence of unsuitab ility. Why

shouldn't all brokerage firm clients

have the benefit of this analysis (i.e.

understand the risk  inherent in their

portfolio) so they can avoid becoming

my clients?

The key question in using standard

deviation and beta as proxies for

suitable or unsuitab le investments is

to establish thresholds that permit

you to determine whether the

standard deviation is indicative of

unsuitability.

While each case is unique and

depends on many factors un ique to

the individual investors, there is a

general rule I have found useful in

this analysis. A standard deviation

1.5 times the standard deviation in

the market is suspicious, and a

standard deviation 2.0 times the

standard deviation in the market is

strong evidence of the portfolio's

unsuitability.

For example, for the 20-year period

from 1979 to 1999, the Standard and

Poors 500 index (a proxy for the U.S.

stock market) had an average annual

return of 17.88 percent and a

standard deviation of 15.35 percent.

When we look at a portfolio with an

R-squared that correlates well to this

benchmark  (as  man y e qu ity

portfolios do) we go on heightened

alert if the standard deviation is 23 or

over, and we become reasonably

confident that we have a valid

suitab ility claim if the standard

deviation is 30 or higher. Of course,

this is the standard deviation that

should apply to the portfolio  in its

entirety. 

This is true even if the client needed

or desired the risk of an all-equity

portfolio. An all-equity 
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portfolio just isn't an appropriate

portfolio for most clients. But I am at

least trying  to be somewhat

conservative. 

This does not mean that brokers

should not or can not recommend

"risky" investments to clients.

Remember that we are looking at the

standard deviation and beta of the

client's entire portfolio, not just

individual investments. 

One thing MPT illustrates to

investors is that you can add a risky

investment or class of investments to

a portfolio and actually reduce the

portfolio's overall risk. So it is alright

to add securities that are, in and of

themselves, very risky, so long as

they don't cause the entire portfolio

to become overly risky. Th is is

accomplished by making sure the

risky security has a less than perfect

correlation with the rest of the

portfolio.

However, few brokers understand

this concept, and even fewer

implement it successfu lly within client

portfolios.

The same is true with beta. Again,

assuming a correlation with the S&P

500, there are many investors (like

most widows, disabled people,

retirees and others who cannot easily

replace losses) where the beta on

their portfolios should be significantly

less than 1. For investor with a

capacity for greater risk, it might well

be that a beta as high as 1.25 would

be appropriate, as long as the

investor knows that his or her

portfolio is 25 percent more volatile

than the S&P 500.

A beta of 1.5 or higher is a cause for

concern and would lead me to

believe that the portfolio's volatility

may well be too great for the investor

to bear. If this is the case, the

investor (who in all likelihood was

never informed of the beta or its

significance) may have a valid

suitab ility claim against the broker

and the brokerage firm for any losses

incurred by the portfolio.

The bottom line is that since these

r isk  too ls  a re  va l idated by

overwhelming Nobel-Prize winning

academic research and used by

virtually every professional manager

of institutiona l funds, your broker's

failure to advise you of them and use

them on your behalf (or at least

explain them to you so you can make

an informed decision) may well give

you the keys to the arbitration forum

door.

THEORY 2: FAILURE TO

DISCLOSE THAT THERE IS

NO DATA INDICATING THAT

BROKERS OR ANYONE

ELSE CAN CO NSISTENTLY

TIME THE MARKET OR PICK

WINNERS MAY GIVE YOU A

CLAIM FOR FRAUD UNDER

R U L E  1 0 ( B ) - 5 ,

MISREPRESENTATION, OR

BREACH OF FIDUCIARY

DUTY

Brokers can't time the market or pick

stocks any better than you can. It has

been proven time and again through

r igo rous acad em ic  research.

Rigorous study has shown that asset

allocation accounts for over 90

percent of portfolio  returns, while

market timing and security selection

account for about 5 percent of the

return. 

The evidence of the efficiency of

markets and the inability of anyone to

successfu lly and consistently pick

winners is so overwhelming that it is

a mystery why brokers continue to be

successful in convincing their clients

they (or the firm's analysts, market

strategists, and economists) can do

so.

If anyone could beat the indexes and

consistently  pick winners, you would

think it would be those highly paid

professionals who make

decisions for mutual funds that invest

hundreds of millions of dollars. Yet

numerous studies have shown that

the majority of mutual funds under

perform their relevant benchmark

i n d e x  e a c h  y e a r . I n  o ne

comprehensive study of pension fund

managers (who you would assume

would be extremely sophisticated

managers) concluded that "pension

fund equity managers  seem to

subtract rather than add value

relative to the performance of the

Standard and Poors 500 Index."

Yet brokers (most of whom do not

have the background or experience

that would permit them to be hired by

a mutual fund, much less manage a

portfolio of hundreds of millions of

dollars) make the claim every day

that they can choose the right stocks

for your portfolio to outperform the

market. 

They do this without weighing the

risk of these individual securities for

their client portfolios. They do it

without understanding the dispersion

of possible returns (the standard

deviation) the investment might

generate, or how the particular

security's standard deviation might

affect the portfolio's overall volatility.

And they do it without any support

whatsoever that they have the ability

to do so with any consistency.

Brokers pick up the phone and make

recommendations to their clients to

buy specific securities for specific

reasons. 

As one former broker puts it:

Here is how it goes. You come

out of training, you are

inundated with stock reports,

mutual fund wholesalers,

products out of the behind.

How do you choose? Then,

after a few years, oh my God

here come the charts and 
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graphs. The whole

thing is a never-

ending game and it

is a game no broker

can ever rea lly win

for very long. 

How do we decide what to do?

Well, I would pick the (mutual

fund) manager who had the

best track record and do large

c a p  g r o w t h ,  m i d - c a p

growth/value, etc [el] until a

few years went by and I

realized the best track record

means nothing for the future

and the stocks in my mid-cap

fund had all grown to be large

cap so I wasn't rea lly allocating

anything.

I would read my stock reports

(believe me, no matter how

you understand the bias, even

the most seasoned brokers

believed them) and buy a

bunch of stock [e l]mostly in

technology because CNBC

said the NASDAQ was going

to catch up with the Dow and

(the firm's market strategist)

told me asset allocation was

dead anyhow.

But no one told us when to

sell. We all sat there just

watching and believing things

couldn 't fall the way they fe ll

because they never had

before. No one told us

because our job is to sell. How

could we do our job if we sat in

cash? Most seasoned brokers,

well, their accounts didn't look

much better than mine.

If you knew that this was how your

broker was going to carry out

research, pick stocks, and time the

market to try to help you manage

your portfolio, would you invest with

him or her?

THEORY 3: FAILURE TO

D I S C L O S E  T H A T  T H E

O V E R W H E L M I N G

A C A D E M IC / H IS T O R IC A L

D AT A  I N D IC A T E  T H AT

PASSIVE FUNDS WITH LOW

E X P E N S E  R A T I O S

T Y P IC A L L Y  P E R F O R M

BETTER OVER TIME THAN

A C T I V E L Y  M A N A G E D

FUNDS MAY GIVE YOU A

CLAIM FOR FRAUD (10(B)-5),

MISREPRESENTATION, OR

BREACH OF FIDUCIARY

DUTY 

Don't let actively managed funds

make you passive about recovering

your losses from your broker.

The sum of all the buyers and all the

sellers in the market is, de facto, "the

market." 

The mathematical laws of probability

and large numbers say that over time

and a large number of transactions,

the mean expected return will be,

you guessed it, about the mean

return of the Standard & Poors 500,

which is most often used as the

proxy for the stock market.

In any one year, some investors,

mu tua l fund managers ,  and

investment managers can and do

"beat the market" in terms of gross

returns. But, after you factor out

management costs (for funds),

transaction costs, bid-ask spreads,

and finally the taxes on any gains

taken (especially short-term gains

from trading, which are taxed at your

ordinary- income tax rate and not the

long-term capital gains rate), it

becomes that much harder to

actually have a net return higher than

the market average. And as you

extend the time horizon over which

this performance is measured, it

becomes even harder.

Let's look at the math:

1. The mean return on all stock

portfolios is essentia lly the S&P 500

return (about 11 to 12 percent a year

historically since the Second World

War).

2. The returns of all investor fall in

a bell-shaped curve (and, s ince this

is a very large sample, so it should

be a "normal" or perfect bell curve).

3. The standard deviation of

these returns for a one-year period is

8 percent. (This means that about

one-third of investors earn between

the mean and 8 percent less than the

mean (between about 4 and 12

percent in real terms); another one-

third earn between the mean and 8

percent more (between 12 and 20

percent); another one-sixth earn a

return less than the mean minus 8

percent (less than 4 percent); and

the final one-sixth earn a return

greater than the mean plus 8 percent

(above 20 percent).

(This assumption of a perfect bell

curve, where 50 percent of a ll

portfolios beat the market each year,

is actually a bit generous. Academic

studies of mutual fund managers

show that about 45 percent of

actively managed mutual funds

actually beat the market in any given

year. But I'm willing to be generous

in order to simplify  the equation,

smooth the bell curve and make two

important points , the first about cost

and the second about beating the

market over time.

First, if the average cost-equity  ratio

for an actively traded account or

mutual fund is 2 percent, the number

of investors and managers who "beat

the market" on a net-cost basis is

greatly reduced. 

Do you like those odds? 

Imagine that your broker had said
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to you, "Mathematically, you have

about a one-in-four chance of

beating the market net of your  

costs THIS YEAR through a 

strategy of active stock trading or

buying actively traded mutual

funds." 

Do you think you can be in the 25

percent of all investors who beat the

market this year (either making your

own investment decisions, allowing

your broker to recommend stocks, or

buying actively managed funds)?

Maybe you do. Maybe you live in

Lake Woebegone, with all the other

good-looking women and above-

average children. And rem ember, if

your portfolio costs go from 2 to 4

percent (which can easily happen if

you use a broker and actively trade

individual stocks), your mathematical

chances of beating the market go to

maybe 15 percent. 

But there's a second piece to what

your broker would have had to say to

you in order to be truthful, since, to

use the mutual fund industry's

s t a n d a r d  d i s c la i m e r ,  " p a s t

performance is no guarantee of

future returns."

"Oh, and by the way, the odds of

doing it two years in a row are much

less and the odds of doing it for 10

years running are infinitesimal."

(Actually, statistica l ly ,  w ithout

factoring in any costs, the odds of

beating the market 10 years running

are about 10 percent.)

Would you have invested that

way? 

Why don't they disclose this?

Let's listen to what one 

former broker has to say

again:

If a client wanted to buy an

index fund he or she certain ly

could. Of course, if a client 

wanted to buy an index fund,

what good would a broker be?

A client could go to Vanguard

and buy it a lot cheaper. (My

firm) had some index funds, as

I am sure all firms do.

No one showed us the

difference between index and

actively managed funds. A few

years ago you could show a

client an example of the

Fidelity Magellan fund where

the active manager hands

down beat the indexes. 

Honestly, no one ever asked

me about index funds (until the

market began to fall apart in

2000) and the reason probably

was that if people come to a

broker, they want to do better

than an index. I would have

offered no value in a client's

eyes if I said, “Hey, let's use

indexes.”

Remember the discussion in Chapter

2 about brokers having a fiduciary

duty to their clients? 

Doesn't this mean they have an

obligation to you to disclose the

overwhelming data that supports the

superior long-term returns of low-cost

index funds over higher-cost actively

managed funds sold by brokers to

their clients?

Doesn't this mean they have an

obligation to you to disclose that 50

percent or more of asse ts in U.S.

pension funds are invested passively

(i.e. buying and holding all of the

stocks in a group of indexes, or index

mutual funds)?

Significantly, the standard for other

fiduciaries those who manage trust

accounts supports the view that the

failure to disclose these facts violates

this fiduciary duty.

Investment of trust assets is

governed in many states by the 

Prudent Investor Rule, issued by the

American Law Institute. In 1995, the

Uniform Prudent Investor Act was

adopted by many states. This Act

sets forth the guidelines that should

be followed by estate planning

attorneys, trustees, and investment

advisors who make decisions for

hundreds of m illions of dollars  in trust

assets. The Reporter's Notes to the

Prudent Investor Rule state the

following:

Economic evidence shows

that, from a typical investment

prospective, the major capital

markets of this country are

highly efficient, in the sense

that available information is

rapidly digested and reflected

in the market prices of

securi ties. As  a re su lt,

fiduciaries and other investors

are confronted with potent

evidence that the application of

expertise, investigation, and

diligence in efforts to "beat the

market" in these publicly

traded securities ordinarily

promises little or no payoff, or

even a negative payoff after

taking account of research and

transaction costs. Empirical

research supporting the theory

of efficient markets reveals that

in such markets skilled

professionals have rarely been

able to identify under-priced

securities (that is, to out-guess

the market with respect to

future return) w ith  any

regularity. In fact, evidence

shows that there is little

correlat ion between fund

managers' earlier successes

and their ability to produce

above-market re turns in

subsequent periods.

Translation: There is no one,

including your broker, who can

demonstrate that he or she can beat

the market with any 
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consistency, notwithstanding all of

their research and diligence in an

effort to do so. What's worse, fund

managers have no greater success

than individual brokers. Therefore,

from a purely economic point of view,

you would be better off with low-cost

index funds. No doubt it is for this

reason that the majority of all trust

accounts are invested in index funds,

aggregating hundreds of billions of

dollars.

If these are the standards that

govern the management of trust

funds in many states, and if this is

the way smart, sophisticated money

is invested, is there any reason why

your broker, who is also a fiduciary

(or, at the very least, holds him or her

self out as your "trusted advisor" and

"financial consultant"), should not

disclose these undeniable facts to

you so you can decide whether or

not to invest in the same manner. 

If your broker has sold you actively

managed funds without disclosing

these facts to you, I can think of no

reason why you should not be able to

recover your losses from him or her.

So, Does Your Broker Owe You

Money?

I have often said that I believe a very

large percentage of all investors

have valid claims against the ir

brokers and brokerage firms, if they

choose to pursue them. The reason

I say th is is because use of one of

these three theories can vastly

extend the range of broker conduct

worthy of you filing a claim for relie f

where you have lost money in your

investments.

In January  2002 I used the list-

serve of the Public  Investor

Arbitration Bar Association (PIABA)

to poll my colleagues on what

percentage of people who inquire

about the option of filing a claim 

have a legitimate claim. The results

were kind of stunning.

Of the 54 responses I received, more

than two thirds (37 respondents) said

40 percent or fewer potential c lients

had a claim. One respondent said

only  5 percent have a claim, and an

astounding 14 said only 10 percent

have claims. Only five respondents

(about 10 percent) believe that 70

percent or more of the ir potential

clients have a claim.

Now, I must admit this was a non-

scientific, one-question pop survey,

and some of those who responded

made it clear that their responses

indicated how many clients they

believe have a "winnable" claim as

opposed to a legitimate claim. Others

made it clear that many potential

clients have a legitimate claim, but

that their losses are too small to

make it economically viable for an

attorney to take such a case on a

contingency-fee basis. 

But I'm convinced many attorneys

who practice in this area still believe

that any claim without a clearly

fraudulent practice is not a legitimate

claim, or at least not one that is likely

to get a favorable response from an

arbitration tribunal. I'm equally

convinced that if attorneys educated

themselves about MPT and its uses

as an offensive tool in investor

arbitration proceedings, and properly

presented the overwhelming data on

these issues to a tribunal, we could,

over time, get arbitration tribunals to

accept the argument. 

What does this all mean for you?

What I am saying is that, yes, there

are a number of traditional theories

under which you can recover 

money from your broker if he or she

has committed a clear fraud or

v io la t ion o f  the profess ional

standards of one of the self

 regulating organizations such as the

NASD or the NYSE.

How ever ,  h is tor ica l ly ,  th e s e

traditional theories have affec ted only

a small fraction of investors who

have lost money in the stock market.

But now, with the wide dissemination

of knowledge about MPT, and with

the ability of every investor (even

those with modest portfolios) to find

professional money managers who

use MPT to their clients' advantage,

the brokerage industry must begin

using it as well.

When you add these new theories to

the traditional theories, the vast

majority of investors who have lost

money in the largest market

downturn in history (in terms of

c u m u l a t iv e  va l u e  los t  f rom

investment portfolios, over $4 trillion)

have a possibility of collecting some

of that lost wealth from brokers and

brokerage firms. 

These theories provide vast numbers

of investors with the keys to the

arbitration hearing room door, and

the opportunity to  recover their

market losses from those who

mislead them (either deliberately or

out of ignorance) or who actively

placed them in investments that can

be proved mathematically to be too

risky (too volatile) for their investment

objectives and risk tolerance.

These theories can (and should) be

as significant for investors seeking to

recover their losses from brokers and

brokerage firms as Modern Portfolio

Theory was for the world of finance.
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1Primarily Section 10(b), 15 U.S.C. §78j(b).

217 C.F.R. §10b-(5).

377 U.S.C. §77k.

415 U.S.C. §77l(a)(1).

515 U.S.C. §77l(a)(2).

6This situation will occur where the offering is registered and the investor happens to be the first purchaser of the securities.  In such
case, the issuer and the underwriters are “sellers” of the securities liable under Section 12(a)(2).  They are also persons who are
liable under Section 11.  As will be seen below, the elements of liability are quite different under each section.

7Contrast this with the requirement that all actions under the Exchange Act of 1934, including actions under SEC Rule 10b-(5), must
be brought in federal court.  15 U.S.C. §78aa.

815 U.S.C. §77v.

9Covered class actions for securities fraud are regulated by Section 16, 15 U.S.C. §77p.  See also Section 21D of the Exchange
Act, 15 U.S.C. §78u-4.

Fro m  T h e  P ro f e s s o r –

A P r i m e r  o n  t h e
Liab ili t y  An d  Dam ag e s
P ro v is io n s  o f  Se c u ritie s
Ac ts  – P art  I ,  th e
Se c u rit ie s  Ac t  o f  1933  

by Joseph C. Long

Mr. Long is an attorney in Norman,

OK. He is Professor Emeritus at The

Univers ity of Oklahoma Law School

where he taught Agency &

Partnerships, Corporations, Federal

Securities Law and State Securities

“Blue Sky” Law. His e-mail address

is jcllawou@aol.com and he can be

reached at 405.364.5471.

In the last issue of the Bar Journa l, 

this  column was devoted to a general

discussion of the state securities (or

"Blue Sky") laws. In this issue, I want

to focus on the liability provisions of

the Securities Act of 1933.  In the

next issue, I will focus on the civil

liability provisions of the 1934

Securities and Exchange Act of 1934

and SEC Rule 10b-(5).2

There are three basic civil liability

provisions in the Securities Act of

1933.  They are Section 11,3 Section

12(a)(1),4 and Section 12(a)(2).5

Each of these 1933 Act provisions is

unique. Each is directed to the

coverage of a particular problem and

has its own elements of proof and

damage scheme. There is, however,

a limited amount of overlap between

Section 11 and Section 12(a)(2)

where the investor might have a

cause of action under both sections.6

In such case, the lawyer representing

his client must examine the elements

for recovery under each Section as

well as determine which provides the

greatest amount of recovery.   

Actions to enforce liability under the

three express liability provisions of 

the 1933 Act7 may be brought in

either state or federal court. Section

22 8  p rov ides for concur rent

jurisdiction except in the case of

fraud class actions brought on

covered secur it ies.9  It  was

envisioned that the investor could

select which forum he chooses to

litigate in.  As a result, it was thought

that the removal to federal court

would be barred.  However, in

practice, not all courts have honored

the concurrent jurisdiction provision

and h a v e  a ll owed  remova l ,

especially where an action under the

1933 Act is coupled with a 10b-(5)

claim or another cause of action

which would normally be removable.

I. Section 11 of the Securities Act

of 1933

The first Section of the 1933 Act to

be considered is Section 11.  Section

11 in the past has been the least

used of the federal securities

remedies. However, with the

strictures of pleading particularity

now imposed on SEC Rule 10b-(5)

actions, Section 11 is being used

more often in court litigation.  Section

11 provides liability for material

misrepresentations and
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10It also does not apply to offerings made under Regulation A, because Regulation A is an exemption created under Section 3(b)
of the 1933 Act and is not a registration.

11Section 11(b)(3)(A).

12Section 11(b)(3)(B).

13Section 11(b)(3)(C).

14Section 11(b)(3)(D).

15Section 11(a). 

16Even longer if the issuer does not issue an earnings statement.

 omissions contained in a registration

statement. As a result, it does not

c o v e r  s u c h  o m i s s io n s  o r

mis repr ese nta t ions  in  pr ivate

placements or when securities are

sold illegally without registration.10

A. Who May Recover

Section 11 creates a very larger

group of potential claimants. Section

11 does not have the quasi-privity

requirement found in Sections

12(a)(1) and (2) where only the

person who "buys" the securities

from the seller may sue.  Instead,

under Section 11, the ability to sue

runs with the securities covered by

the prospectus. As a result, both first

purchaser and the twenty-fifth

purchaser of a security have a cause

of action under Section 11.  The only

requirement is that the person

bringing suit must be able to trace his

securities to the block of securities

c overed by the reg is t ra t io n

statement. 

B. Types of Liability

Section 11 does have two rather

unique features.  First, liability varies

according to the persons sought to

be held liable.  The issuer is strictly

l i a b l e  f o r  a l l  m a t e r i a l

misrepresentations and omissions.

On the other hand, all others are 

given an affirmative defense.  

1. Non-Professionals

In the case of the non-professionals,

this  defense is two fold.  As to the

non-professional sections of the

prospectus, the individual sought to

be liable can avoid liability by

showing, af ter  a  reasonable

investigation, he has reasonable

grounds to believe, and actually

does believe, that there are not

m a t e r i a l  o m i s s i o n s  o r

m i s r e p r e s e n t a t i o n s  i n  t h e

prospectus.11  As to the professional

portions of the prospectus, after

reasonable investigation, he has no

basis to believe that the information

in the professional's report is untrue

or that the prospectus does not

contain an accurate representation of

the professional's opinion.12

2. Professionals

In the case of the professional, the

affirmative defense is reversed.  After

reasonable investigation, he must

have reasonable grounds to believe

and actually be lieve that his

professional report, as re-printed or

summarized in the prospectus, does

n o t  c o n t a in  a n y  m a t e r i a l

misrepresentations or omissions.13

As to the remainder of the

prospectus, including the reports of

other experts, he has to only have 

reasonable grounds to believe there

are no m isrepresenta tions or

omissions.14

C. The Reliance Element

Section 11 is also unique in its

treatment of reliance.  It provides for

alternative reliance requirements.

Initially, reliance is not an element for

recovery.  However, after a particular

event, the investor must prove

reliance.  The reliance shifting event

is the issuance of a post-registration

earnings statement.15  The catch

here is that the earn ings statement

must be for a full twelve month

period begin ning after the

effective date of the registration

statement.  As a result, reliance will

never be required for at least twelve

months, and may be a non-element

for as much as twenty-three

months.16 The important thing about

this earnings settlem ent is that it

shifts reliance not only for material

misrepresentations and omissions in

the financials, but for all parts of the

prospectus. 

D. Persons Primarily Liable

Section 11 provides a broad list of

persons who are potentially liable.

Included in the list of potentia lly

liable are the issuer, all the  

statutory underwriters,



From The Professor - A Primer on the Liability And Damages

Provisions of Securities Acts - Part I, the Securities Act of 1933

PIABA Bar Journal Fall 200262

_______________

17See §§ 11(a)(1)-(5).

1815 U.S.C. §77o.

19Schillner v. H. Vaughan Clarke & Co., 134 F.2d 875 (2d Cir. 1943).

20Hollanger v. Titan Capital Corp., 892 F.2d 858 (9th Cir. 1990)(en banc); Johns Hopkins University v. Hutton, 422 F.2d 1124 (4th

Cir. 1970).

21Dyer v. Eastern Trust & Banking Co., 536 F. Supp. 890 (D.Me. 1971); Miller v. Harro (Kennedy, Third Party Defendant), 8 F.R.D.
67 (E.D.Pa. 1947).

22G.A. Thompson & Co., Inc. v. Partridge, 636 F.2d 945 (5th Cir. 1981).

2315 U.S.C. § 78u(a).

24G.A. Thompson & Co., Inc. v. Partridge, 636 F.2d 945 (5th Cir. 1981).

2515 U.S.C. § 77o.

26This affirmative defense is similar to that provided under Section 12(a) as discussed below.  However, the defense because
it talks in terms of “the facts” on which the primary liability is based, plays a very minor role under Section 12(a)(1).  Whether
something is a security and whether it needed to be registered are questions of law, not fact.  Therefore, all a potentially liable
control person has to know under Section 12(a)(1) is that the person controlled sold something.  Moerman v. Zipco, 302 F. Supp.
439 (E.D.N.Y. 1969), aff’d 422 F.2d 671 (2d Cir. 1970).

2715 U.S.C. §77m.

professionals whose reports are a

part of the prospectus, as well as the

directors of the issuer and those

persons who sign the registration

statement.17  As will be seen below,

Section 12(a) liability is only imposed

upon persons who "offer or sell" the

securities.

E. Control Person Liability

To fully understand Section 11, two

other sections must be read in

conjunction with it.  First, Section

1518 imposes civ il liability to all 

those persons who are control

persons of any one of the 

individuals or entities liable under

Section 11.  In determining who will

be classified as a control person, 

the question is asked: "Does the

pers o n ,  e i ther  a lone or  in

conjunction with others possess the

power, directly or indirectly, control

the person primarily liable?"  Note

that the test is not whether the

person actually exercises the

control, merely whether he has 

the power to control.  

The power to control is obviously a

question of fact which must be

determined on a case by case basis.

However, the statute itself indicates

two ways to control another, stock

ownership or an agency relationship.

Thus, a sole shareholder normally

will be a control person.19  Likewise,

a broker-dealer will be the control

p e r s o n  o f  i t s  r e g i s t e r e d

representatives because of the

agency relationship between the

two.20  Directors  and officers  of a

corporation or general partners

normally will be considered control

persons.21

It is important to  note that liability

under Section 15 is status liability.22

This means that a control person is

potentially liable merely because he

is a control person.  Unlike the

control person liability provisions of

Section 20(a) of the 1934 Exchange

Act,23 where a control person must 

be involved in the transaction, under

Section 15 of the 1933 Act,

involvement is not necessary if the

person has the power to control.24

This liability, however, is not strict

liability.  The potentially liable control

person is given an affirmative

defense.  He may avoid liability by

proving that he had "no knowledge of

or reasonable grounds to believe in

the existence of the facts  by reason

of which"25 his liability is alleged.26   

 

F. Statute of Limitations

The statute of limitations for Section

11 is found in Section 13 of the 1933

Act.27  It has a one and three year

provision.  Suit must be "brought

within one year after the discovery of

the untrue statement or the omission

or after such discovery should

have been made by the exercise of

reasonable diligence."  However,

such action must, in any event, be 
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28Pub. L. No. 107-204, § 804(a), 116 Stat. 745, 801 (2002).

29[Author’s note] This section includes all seven of the securities acts from the Securities Act of 1933 to the Securities Protection
Act of 1970.

30Section 11(e).

brought no later than "three years

after the securities were "bona fide

[sic] offered to the public." 

This summer, the Sarbanes-Oxley

Act of 200228 amended the statute of

limitations dealing with some

securities issues.  The bill added a

new 28 U.S.C. §1658(b) which

reads, in part:

[A] private cause of action

that involves a claim of

fraud, deceit, manipulation,

o r  c o n t r i v a n ce  of  a

regu latory requirement

concerning the securities

laws, as defined in section

3(a)(47) of the ... Exchange

Act29 ... may be brought no

later than the earlier of--(1) 2

years after discovery of the

facts  con st i tu t ing th e

violation; or (2) 5 years after

such violation.

The use of the words "fraud, deceit,

m a n i p ula tion o r  con tr ivance"

suggests that the bill does not alter

Section 13. Th is conclusion is re-

enforced by the first italicized

language above which suggests that

the new section is intended to control

only implied causes of action,

implied from a rule or regulation of

the Commission, such as SEC Rule

10b-(5).

II. Measure of Recovery Under

Section 11

Section 11 also has a unique

statutory recovery provision.30 The

starting point for the calculation of

damages is the purchase price paid

by the investor for the securities.

However, there is a cap upon the

re co ve ra ble  p u rc h a s e  p r ic e .

Recovery may not exceed the

original public offering price under

the prospectus.  This is important

because it means that the investor

may not be able to recover his entire

investment.  If the original offering

price was $15, and he paid $25 for

his shares in the after market, his

recovery will be a maximum  of $15.

He will never be able to recover the

$10 loss above the original offering

price. From this amount, one of three

figures are subtracted.

  

A. Altern ative  1--S ecu rit ies

Already Sold

If the securities have already been

sold before suit is brought, then the

measure of damages  is the

difference between the original

purchase price or the maximum

recovery cap, whichever is the

lesser, and market price at which the

securities were sold.  This recovery

can be translated into the following

formula:

Reco very  = (Or ig inal

purchase price or the

maximum recovery price,

whichever is lesser)-           

(price at which securities

sold).   

For example, if the investor bought

the stock at $13 in the after market,

continuing the above example, if he

sold the stock for $10, he would

recover the difference between $13

and $10, or $3 a share.  If we alter

the example so that his purchase

price was $25, then his recovery

would be $15 less the $10

recovered in the sale.  H is actual 

damages in such case are $15, but

he is only able to recover $5 of his

loss because of the initial offering

price cap.

 

B. Alternative 2--Stock Held At

Time of Suit

The second figure that may be

subtracted is the price of the security

at the time suit is filed, if he still

owns the securities at this point.

Again, this figure sets the maximum

which the investor can recover.  Let's

go back to our $13 purchase.  At the

time of suit, the price is $9 dollars.

Even if the stock later drops to $5, he

will only be able to recover $13 less

$9 or a total of $4 rather than $13

less $5 or a total of $8.

C . Al ternat ive 3- - Se cu rities

Increase in Value After Suit Filed

The third alternative figure deals with

an increase of the stock price after

filing of the suit and before entry

of judgment.  If during this period,

the price of the stock goes up

beyond the price at date of filing,

recovery is limited to the purchase

price (or recovery cap whichever is

less) and the highest market price

during suit.  Continuing with our

example, the purchase price is  $13

and the price at filing is $9. However,

subsequent to filing, the price goes

back up to $11.  In such case, rather

than collecting $4, or the difference

between $13 and $9, the investor

collects only $2, or the difference

between $13 and $11.

The last two alternatives place the

risk of loss due to market
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3128 U.S.C. § 1961.

32This compounding of interest by the federal courts should be a factor when deciding whether to seek a confirmation of an
arbitration award in state or federal court.

33Section 11(f)(1).

34Section 11(f)(2).  Outside directors’ liability is to be calculated according to Section 21D(f) of the Exchange Act.  15 U.S.C. §
78uD(f).

35Section 11(f)(1).  No contribution is allowed if the person seeking contribution is guilty of fraudulent misrepresentation and the
other person is not.

f luc tua t io n  on  the  inves to r .

Alternative three forces the investor

to sell the securities during suit, if the

price rises above the market price at

time of suit.  Thus, he is required to

mitigate his damages. 

Alternative two limits his recovery if

the market for the security continues

to decline.  Such decline may force

the investor to sell his stock during

suit in order to minimize his loss.

However, under alternative two, he

can not recover this additional loss

f rom th e  de fendan t.   Th is

arrangement would seem to be a

heads you win, tails I lose

proposition for the investor.

D. Other Adjustments to Recovery

Two final adjustments may be

required to be made to the award as

determined above.  Section 11(e)

gives the defendant the affirmative

defense of proving that the damages

w e r e  n o t  c a u se d  b y  t h e

misrepresentations or omissions.  To

the extent that he susta ins this

burden as to all or any part of the

damages, an adjustment has to be

made.  Finally, there is a limitation

upon the liability of an underwriter,

limiting its exposure under this

section to the value of the securities

it underwrote.

E. Recovery E lements  Not

Covered

It is important to note elements which

are not included in the Section 11

recovery formula.  First, there is no

deduction required for any income

received as there is under Section

12(a)(2).  Second, except as noted

below, there are no provisions for the

recovery of costs, interest, or

attorney fees.  

In the federal courts, trial judges

have authority to award pre-judgment

interest.  Normally, a successful

plaintiff will be awarded pre-judgment

interest from the date of investment

to the date of judgment. The amount

of pre-judgment interest is normally

based upon the statutory post

judgment rate.31  The post-judgment

interest statute also provides that the

in terest wi ll  be compounded

annually.  Normally, the state courts

will only award simple pre-judgment

and post-judgment.32

Attorney's fees are not awarded

under the federal securities acts as a

matter of right.  Section 11(e) does

allow recovery of attorneys' fees and

costs of a suit when the court finds

that the claim or defense "to have

been without merit."  A plaintiff may

be required to  post  a  bond   to

cover  such 

costs  and at torneys'  fees.

Obviously, this provision which

applies both the Section 11 and

12, has an in torrem  effect on

plaintiffs. Fortunately, the courts

seldom require the posting of a bond

or award for attorneys' fees and

costs against investors.  The

standard for liability under Section

11(e) is similar, but not identical, to

that applied by the courts  under Rule

11 of the Code of Civil Procedure.

F. Nature of Liability and Right of

Contribution

Liability under Section 11 is joint and

several as to all defendants,33

except for outside directors.34

Contribution as in the case of

contracts is allowed.35

G. Punitive Damages

Finally, Section 11(g) makes clear

that there can be no punitive

damages under Section 11.  As will

be seen below, punitive damages

can be awarded in a case where

Section 11 claim is combined with a

common law or breach of fiduciary

claim where punitive damages,

generally, may be awarded.    

III. Section 12(a)(1) of the

Securities Act of 1933



From The Professor - A Primer on the Liability And Damages

Provisions of Securities Acts - Part I, the Securities Act of 1933

PIABA Bar Journal Fall 200265

_______________

3615 U.S.C. § 77l(a)(1).  For many years, until Subsection 12(b) was added, this Section was known as Section 12(1).  Many of
the older cases refer to it as such.

3715 U.S.C. § 77e.

38In such cases, normally the major dispute will be (1) over whether the items sold are a securities at all, or (2) whether an
exemption from registration, such as Regulation D, is available.

39It is not sufficient that the investor be furnished a preliminary or “red herring” prospectus.  The final statutory prospectus as written
at the time the registration becomes effective must also be delivered.

40Section 5 may further be violated by the issuer (the issuer is the only person under the federal act who may file a registration
statement), or affiliate thereof, selling securities covered by a registration statement which has been suspended by a stop order
issued by the SEC.  The stop order, in effect, causes the registration to be suspended.  Without the registration, sales of these
securities would be illegal unless an exemption was available.  Normally, there will be no exemption available for the issuer or any
of its affiliates.  Secondary trading by persons other than the issuer or the affiliates may resume under the Section 4(1) exemption.

41The SEC, of course, can bring an enforcement action based on the bare offer.

42This is a practice known as gun jumping.

43Diskin v. Lomasney, 452 F.2d 871 (2d Cir. 1971).

44Dupler v. Simons, 163 F. Supp. 535 (D. Wyo. 1958); Repass v. Rees, 174 F. Supp. 898 (D. Colo. 1959).

45Folse v. Combined Equities, 592 F. Supp. 559 (W.D. La. 1984); Grannemann v. Shipley Energy Corp., 1984 WL 205, [1984
Transfer Binder] Fed. Sec. L. Rep. (CCH) ¶ 99,726 (W.D. Okla. 1984).

46Grannemann v. Shipley Energy Corp., 1984 WL 205, [1984 Transfer Binder] Fed. Sec. L. Rep. (CCH) ¶ 99,726 (W.D. Okla.
1984).

Section 12(a)(1)36 imposes liability for

violation of Section 5.37  Most

violations of Section 5 involve the

sale of securities without an effective

registration.38  However, violations

can also include the failure to deliver

a statutory prospectus39 to the buyer

w h e n  t h e  s e c u r i t i e s  a re

registered.40  

A. When Do Violations Occur

It should be noted that Section 5

may be violated at three different

times. The first violation will occur

when the offer of the unregistered

security is made.  However, the 

bare offer does not result in liability

under Section 12(a)(1) because

there is no sale.41  The investor has

suffered no damages at this point

and there is nothing to rescind.

Section 12(a)(1), howeve r, is

couched in terms of "offer" or 

"sale".  As a result, if an unregistered

offer is followed by a subsequent

sa le after the secur ities are

registered,42 the purchaser may sue

on the illegal offer even though the

sale was legal.43 

A second violation of Section 5 will

take place when the sale  of an

unregistered security is made.

Obviously, this is the most commonly

charged violation. Finally, a third

violation of Section 5 will take place

when the unregistered securities are

delivered.44  This last violation may

be important for two reasons.  First,

persons who only take part in the

delivery process and not the sales

process will be liable.  Thus,

additional defendants may be

potentially liable. 

Second, as will be seen below, the

statute of limitations runs separately

on each of these violations.45  It is

not uncommon for delivery to take

place months after the sale.46  For

example, it is very common in the

case of the sale of a fractional

interest in an oil or gas lease to

postpone delivery until after drilling

has taken place and the well proved

commercially profitab le.  If the well is

not a producer, then assignment of

the fractional interest often will not be

made.

 

B. Evidence of Violation

Obviously, in order to recover, the

investor must establish a violation 

of Section 5. A prima facie case

here will require two things.  First,

the investor must establish that 
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47Often the defendant will not dispute that there has been a violation of Section 5, if the item sold is a security or if he cannot
sustain his claim of exemption.

48SEC v. Ralston Purina Co., 346 U.S. 119 (1953).

49Gridley v. Sayre & Fisher, 409 F. Supp. 1266 (D.S.D. 1976).

50The exempt securities are outlined in Section 3(a) of the 1933 Act, while exempt transactions are covered by Section 4.

51This is either a question of law, United States v. Austin, 462 F.2d 724 (10th Cir. 1972), or a mixed question of law and fact.  In
either case, the seller is expected to know the law.

52Smith v. Manausa, 385 F. Supp. 443 (E.D.Ky. 1974); Hawes & Sherrard, Reliance on Advice of Counsel as a Defense in
Corporate and Securities Cases, 62 Va. L. Rev. 3, 140-142 (1976).

53Heard v. Savage, 1978 WL 1145, [1979 Transfer Binder] Fed. Sec. L. Rep. (CCH) ¶ 96,787 (W.D. Okla. 1977); United States
v. Anzelmo, 319 F. Supp. 119 (E.D. La. 1970).

54He could sue Mary because she is his immediate “seller.”  If she is not an affiliate of ABC, i.e. a control person, Mary will escape
liability because the sale to Jones is exempt under Section 4(1) as a secondary transaction.

55The definition of “offer” or “offer for sale” found in Section 2(a)(3) includes the solicitation of an offer to buy securities.  This point
is important because it means that the investor’s broker-dealer and registered representatives become “offeror” and subsequently
“sellers”, if the transaction is a solicited transaction.

what he bought was a security.  Then

he must establish one or more

violations of Section 5 as discussed

above. 

In the case of a registration violation,

a prima facie case can be

established any one of three ways.47

The most comm on way is to present

a certificate from the Secretary of the

SEC indicating that the records have

been searched and no registration

for the block of securities in question

has been found.  The same may also

be accomplished by an affidavit or

live testimony to the same effect. 

Once the investor has established a

prima facie case of non-registration,

the burden shifts to the defendant to

prove that registration is not required.

A c la im of  exemption from

registration is an affirmative defense,

which the defendant has to allege

and prove.48

 

C. Nature of Liability

Liability under Section 12(a)(1) is 

virtually strict liability. Thus, it is

irrelevant why a person did not

register the securities.49  The only

defense is that the securities did not

need to be registered because they

were exempt.50 The violator does not

have to know that what he was

selling was a security51 or that it

needed to be registered.  All that is

required is that he sold it and it is not

registered or exempt.  It follows from

this conclusion that advice of

counsel52 or the SEC53 is not a

defense to this liability.

D. Who is Liable

Under Sections 12, both subsection

12(a)(1) and (2), liability is imposed

only upon the immediate "offerors"

and the "sellers" of the securities to

the investor. For example, the ABC

c o m p a n y  s e l ls  u n r e g is te re d

securities to Mary Smith. Mary, in

turn, re-sells the securities to Charlie

Jones. Jones discovers that the

securities were unregistered when

ABC sold them to Mary. He can not

sue ABC because ABC is not his

"seller".54  Mary, however, could sue

ABC,

 even though she no longer owns the

securities. Contrast this approach

with that found under Section 11.

Section 11 allows remote purchasers

to sue as long as they can establish

that the securities they bought came

from the block of securities

registered under the defective

registration statement.  As a result,

both Mary and Charlie could sue

under Section 11.

The obvious issue under Section

12(a) is to identify "offerors" or

"sellers", who are going to be liable.

Before discussing this issue directly,

several general observations are in

order. 

First, I want to emphasize that

persons who make offers to sell the

securities are going to be liable.55

This is true even though someone

else completes the final "sale". Thus,

if John and Larry make sales

presentations to the investor, but

Kent actually closes the sale, John

and Larry are liable as "offerors"

while Kent is liable as a "seller".  
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56Court decisions can be given res judicata or issue perclusion effect in arbitrations.  The reverse is also true.  Courts will often
recognize the binding effect of an arbitration judgment.

57The dispute is still very much alive under state securities law because they are not bound by Pinter v. Dahl, 486 U.S. 622 (1988).
See 12A Joseph C. Long, Blue Sky Law §§ 9:9-9:10 (2002)(hereinafter “Long, §   .”) for the states’ reaction to Pinter.

58486 U.S. 622 (1988).  See Long, § 9.4 for a detailed discussion of Pinter.

59A problem here has developed where there is a firm underwriting.  In such case, technically, the issuer sells the securities to
the underwriter.  Then, the underwriter resells them to the public.  Clearly, in this situation, the underwriter is the one to pass title
to the investor.  Even so, most courts have held the issuer to be a “seller.”

Contrast this with a best-efforts underwriting.  In the case of a best-efforts underwriting, the underwriter acts solely as the agent
of the issuer.  In such case, title passes from the issuer to the investor, and the issuer is clearly a “seller.”

60"Buyer’s” broker-dealer and registered representative in an unsolicited transaction are not “sellers.”  However, in the case
of a solicited transaction, they become “offerors” by the solicitation of an offer to buy.  See Section 2(a)(3), 15 U.S.C. § 77b(a)(3).
If a single broker or registered representative represents both parties, then he or it is always a “seller” because of the
representation of the person passing title.

61486 U.S. at 628.

This illustration leads to the second

important point.  In most cases, there

will be multiple "offerors" and

"sellers" each of whom is liable.  The

investor may sue any or all the

"offerors" or "sellers" or he may elect

to sue any one.  As the liability is

joint and several, he may collect the

entire judgment from a single

individual. Further, the remaining

"offerors" or "sellers" are not

indispensable parties which must be

joined.  The defendant selected,

however, may implead or file a third-

party  complaint against other

offerors, sellers, or control persons.

This ability to sue one of many

potential defendants is particularly

important when the investor is bound

to arbitrate with one or more of the

defendants.  He may sue those not

subject to an arbitration clause.  At

the same time, he may file an

arbitration against the others.  

It is not possible to get all parties in

the same forum. The parties who are

not subject an arbitration clause can

not be forced to arbitrate.  They have

not agreed to do so.  Likewise, the

intertwining doctrine 

can not be used to force all parties

into court.  The parties  with

arbitration clauses may not be forced

into court even though the claims

against them are intertwined with

claims against others not subject to

arbitration.  The right to arbitrate

must be respected. The result is an

awkward bifurcated process which

has potential for severe res judicata

problems,56 if one case is decided

before the other.

I now turn to the difficult task of

defining "sellers" for purposes of

Section 12(a)(1) and (2).  For many

years, the lower federal courts fought

over how broad the term should be.

This dispute, at the federal level,57

came to an end with the Supreme

Court decision in Pinter v. Dahl.58

Pinter first acknowledged that there

may be a number of "sellers" in a

single transaction. It then confirmed

the long standing belief that the

person who transfers title is a

"seller", even though he does not in

any way participate in the selling

process.  In the case of the initial

sale, this "seller" will normally be the

issuer.59  It also confirmed that

 the "seller's" (person who passed

t i t le )  b roker  and  reg is te red

representative60 were also "sellers"

because of their direct involvement in

the solicitation of the sale.61

Pinter then rejected the broad

concept favored by many of the

lower federal courts that included all

who participated in the sale as

"sellers".  The lower federal courts

used different ways to define

participation.  Some used the torts

concept of "but for".  Others said that

this was too broad and that the

participation has to be a "substantial

factor" in bringing the sale about

before the participant became a

"seller".

Instead of the rejected participation

test, Pinter developed a two part 

test to define a "seller".  First, the

person had to be involved in the

solicitation process, not merely a

participant.  Second, the person 

had to be motivated to participate  

in the solicitation, at least in part,  

by either of two motives: (1) serve

the financial interests of himself  

(i.e. earn a commission or receive  

a free interest) or (2) serve the

financial interest of the person

passing title to the securities. A
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62Broker-dealers are control persons of their registered representatives, Hillinger v. Titan Capital Corp., 914 F.2d 1564 (9th Cir.
1990)(en banc).  Branch managers and other supervisory personnel may also be control persons.

63See Hillinger v. Titan Capital Corp., 914 F.2d 1564 (9th Cir. 1990)(en banc), collecting cases.  While all the courts talk in terms
of respondeat superior, respondeat superior is not the correct concept here.  Respondeat superior is used in connection with
physical torts committed by a servant.  In non-registration or misrepresentation cases, we are talking about non-physical or white
collar torts.

There are two major differences here.  First, in the case of white-collar torts, there does not have to be a master servant
relationship, i.e. the person does not have to have the power to control the physical efforts of the employee.  All that is required
is that there be a principal and agent relationship.  Registered representatives are agents of their broker-dealers, but may or may
not be a servant of the broker-dealer.

Second, and most important, in the case of white collar torts, the person committing the tort does not have to be within the scope
of his employment.  Many broker-dealer respondent superior claim cases are disposed of by the court pointing out that the
registered representative who trades away has no subjective intent to serve his master.  Therefore, he cannot be within the scope
of his employment.

In the case of white collar torts, no intent to serve the master is required.  See Rest. 2d Agency, §§ 261-262 (1957).  All that is
required is that the registered representative is doing something similar to what he is employed to do.  Selling securities certainly
comes within that requirement.  The restatement also points out that it is no defense to liability for the broker-dealer to claim that
it did not benefit from the transaction.

64It should be obvious that parties may be “sellers” or liable for several reasons.  A “sellers” broker-dealer will be a “seller” because
it is in the direct solicitation process.  It is also a “seller,” under respondeat superior, for the conduct of its registered representative.
Finally, the broker is a control person of its registered representative, liable under Section 15.

65Their reluctance in the case of conspiracy seems inconsistent having recognized respondeat superior and partnerships.  A
conspiracy is nothing more than a partnership formed to violate the law.

66511 U.S. 164 (1994).  See Long, § 9:5 for a discussion of Central Bank.

person who is in the solic itation

process, but who is motivated by

seeing that the investor gets a "good

deal" is "not a seller".

E. Secondary Liable “Sellers”

There is also a secondary or

vicarious liability element to the

concept of "seller".  As will be seen

below, Section 15 specifically

provides for secondary liability on the

part of control persons.62  However,

all the federal courts of appeals to

consider the issue have now agreed

that  "seller" should include those

persons who are liable through the

application of respondeat superior.63

A prime example of this type of

liability is that of the broker for the

v io la t io n s  of  i t s  r e g i s t e r e d

representative.64  Another example is

the general partners in a partnership.

A partnership is merely a mutual 

agency with each partner being the

principal of the other partners when

they act and the agent of the other

partners when he acts.

While the lower federal courts were

willing to extend the coverage of

"sellers" through the use of

respondeat superior, they were

reluctant to apply the same analysis

to co-conspiracy65 and aiding and

abetting.  Any hope of using these

c o n c e p ts  under  Sec ti o n  12

evaporated with the decision in

Central Bank v. F irst Interstate

Bank,66 holding that these concepts

could not be used in connection with

SEC Rule 10b-(5).  

F. Control Person Liability

 

As in the case of Section 11, Section

15 imposes secondary liability on

anyone who is a control person of a

person liable under 

Section 12(a)(1). This liability is joint

and several as among the control

persons, the person or persons

controlled, and all other violators of

Section 12(a)(1).  

While, at first g lance, people liable

under Section 15 for violations of

Section 12(a)(1) would appear to

have the same affirmative defense

as control persons have for Section

11 vio lations.  How ever, the

affirmative defense for a Section

12(a)(1) violation is extremely limited.

It applies only when the control

person "had no knowledge of or

reasonable grounds to believe in the

existence of the facts ...."  The fact

in the case of a Section 12(a)(1)

violation is that something was sold.

Whether that something was a

security or whether it needed to be

registered is a question of law .  
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67Securities Act of 1933, Section 14, 15 U.S.C. § 77n.

68See Uniform Securities Act § 410(e).  There is no corresponding federal provision.

69The language of the Sarbanes-Oxley bill discussed above clearly does not apply to Section 12(a)(1) which covers only registration
violations.

70Note that the use of the mails does not have to be in interstate commerce.  The reason for this omission is that the federal
government, by the Constitution, is given a monopoly to carry the mail.

G. Knowledge of Investor

In the case of a Section 12(a)(1)

registration violation, prior knowledge

of the investor of the violation is no

defense.  Thus, the investor can

know that the item sold is a security

and that it needed to be registered at

the time he purchases and still sue to

set the transaction aside.  While

allowing the investor to sue when he

knew the transaction was tainted at

the time of purchase may seem to be

a harsh rule, it is logical for several

reasons.

First, the federal government has an

interest in the enforcement of the

securities laws. If reg istration could

be avoided by the investor knowing

the securities were unregistered and

the sale was illegal, the registration

provisions would be a dead letter.

Ra ther tha n  regis ter ing  the

securities, all issuers would simply

specifically inform the investor of the

non-registration and its illegality and

secure from him a written waiver of

compliance. Such waivers would run

contrary to the government’s interest

in protecting investors, even in spite

of themselves. To insure that such

waivers are not sought, Section 14

spec ifica lly makes void  "Any

condition, stipulation, or provision

binding any person acquiring any

security to waive compliance with

any provis ion of the Act" or the

commissions rules and 

regulations.67

Further, as between the purchaser 

who is entirely innocent and seller

who is not, it is better public policy to

allow the innocent purchaser to

recover. In such case, any windfall, if

there is one, should go to the

innocent investor rather than to the

issuer who has violated the Act.  This

encourages issuers and sellers to

register securities.

Finally, while there is no statutory

provision68 or case law  to support it,

the consensus is that the seller can

avoid further liability to investors still

holding their securities by making a

rescission offer when it discovers the

violation.  

H. Statute of Limitations

The first thing to note about the

statute of limitations is that the

plaintiff must allege and prove

compliance with it.  The normal rule

that the statute of limitations is an

affirmative defense wh ich the

defendant must allege and prove has

no application here. The reason for

this reversal in the normal roles of

the parties is that the statute of

limitations here is treated as a statute

of repose rather than a true statute of

limitation.  As a result, after the

statutory period has run, the cause of

action ceases to exist. 

As with Section 11, Section 13

provides the governing statute of

limitations. Section 13 contains a

one and three year statute of

limitations for Section 12(a)(1).

How ever,  the pe riod is not

ca lculated in the same way as 

under Section 11. For Section

12(a)(1), the statutory period is one 

year after the violation, but in no

event more than three years after the

securities are "bona fidely" offered to

the public.69

Under this language, there are two

issues which must be addressed.

Note that the one year period runs

from when the violation takes place.

There are two elem ents to a violation

of Section 5.  First, there must be a

substantive violation.  This point has

been discussed above.

Second, there must be a use of the

"jurisdictional means".  Even if there

has been a substantive violation of

Section 5, that violation is not

actionable until some "means or

instruments of transportation or

c o m m u n i c a t io n  i n  in ters ta te

commerce or the mails"70 are used.

The concept of the jurisdictional

means has been stretched to the

limit.  The use of an airplane or an

interstate highway is sufficient even

though the trip is not across s tate

lines.  Likewise, the making of a local

telephone call or the mailing of a

letter within the state will be

sufficient. The air controller, the

interstate highway, and telephone

systems are all interstate systems of

communication.

Further, the use of the interstate

system can come at any point in the

transaction from the beginning to the

very end. Thus, a local call to set up

the original face-to-face presentation

session or the final delivery of

securities through the mail will suffice

as will the seller's 
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71Are these sales since they are illegal sales “bona fidely” offered?

72Remember that the defendant often will not be the person who passed title to the securities to the investor.  This is immaterial.
If this defendant satisfies the judgment, he is entitled to the securities and any income thereon.

73The NASD and the SEC may take administrative action for such failure.  The SEC, further, can obtain a civil injunction against
further operation without registration.  Finally, the United States Attorney can take criminal action for non-registration.

bank sending the investor's check

through the mail for collection.

Obviously, from these examples, it

should be clear that it is v irtually

im p o s s i b le  not to u se th e

jurisdictional means at some stage

during the transaction, even if the

actual sale takes place in a face-to-

face meeting.

The point here is that the one year

portion of the statute of limitations

does not start to run until the last of

the two acts, either the substantive

violation and the use of the

jurisdictional means, takes place.

In the case of the three year

provision, Congress did not indicate

whether it was the first or the last

time the securities were "bona fidely"

offered to the public.  If some con

artist, like Glenn Turner, is able to

sell his unregistered investment

contracts  to the public71 for three

years, do all the people who buy

after the three years have no cause

of action? I think that the better

approach is to say that the statute

runs three years from the last sale by

the issuer. This approach allows for

the tolling of the one year statute up

to three years after the last sale

when the cause of action expires.

There are cases, however, taking

both positions.  

I. Tender of Securities

If the investor still owns the

securities which are the basis for 

the suit at the time suit is filed, he 

needs to tender return of the

securities and any income received

thereon to the defendant o r

defendants.72  As will be seen below,

the reason for this requirement is that

the main remedy under Section 12(a)

is rescission.  The investor gets his

investment back, plus interest, and

the defendant gets the securities,

plus any income paid on them.

Tender does not have to be made

until entry of the judgm ent. However,

it is the common practice to include a

formal tender provision in the original

complaint.

J. No Liability for Non-registration

of Securities Professionals

Further, it should be noted that

S e c t io n  1 2 (a )(1 ), u nli ke  i ts

counterpart Section 410(a)(1) of the

Uniform Securities Act, does not

provide a cause of action for non-

registrat ion of  the se cu rities

professionals.  Unfortunately, there

also is no federal counterpart to this

part of Section 410(a)(1) elsewhere

in either the 1933 or 1934 Acts.  As a

result, under federal law, the failure

of the broker-dealer or agent to

register does not cause civil

liability.73

K. Elements of a Section 12(a)(1)

Case

In summary, the plaintiff to establish

a prima facie case must allege and

prove the following:

(1) That a security was sold;

(2) That the defendant is the seller of

the security or a control person under

Section 15;

(3) That the necessary means of

interstate commerce or the mails was

used in connection with the

transaction;

(4) That there has been a violation of

Section 5;

(5) That the statute of limitations

contained in Section 13 requiring suit

to be brought within one year after

discovery of the misrepresentation or

omission, but in no event more than

three years after the sale, has not

run; and (6) That the plaintiff has

tendered the return of the securities

since again Section 12(a)(1) is

limited to a rescissionary rem edy, if

the plaintiff still owns the securities.

Damages may be recovered, if the

plaintiff no longer owns the

securities. 

It should be easy to establish a pr ima

facie case.  The plaintiff himself

should be able to establish all of the

six elements except (4).  As noted

above, in the case of non-

registration, this element can be

established by a certificate from the

Secretary of the SEC.

L. Elements Which Plaintiffs Do

Not Have to Prove

There are four things  wh ich

defendants often will try to make

elements of recovery under Section

12(a)(1) or require the plaintiff to

prove.  None of the following four are

plaintiff's burden:
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74SEC v. Ralston Purina Co., 346 U.S. 119 (1953).  If the defendant fails to establish by a preponderance of the evidence that he
is entitled to an exemption from registration, plaintiff wins.  Henderson v. Haden Stone, Inc., 461 F.2d 1069 (5th Cir. 1972); Upton
v. Trinidad pet. Corp., 652 F.2d 652 (5th Cir. 1981).

75Pinter v. Dahl, 486 U.S. 622 (1988).

76Id.  This is based upon the idea that the main remedy is rescission.  Obviously, a plaintiff will normally not want to rescind a
transaction unless there has been a decline in the value of the security.  If the security is selling for more than he paid for it, he
will simply sell the security and make a profit.

77Gridley v. Sayre & Fisher, 409 F. Supp. 1266 (D.S.D. 1976).

78See §§ 1(a)(1)-(5).

79As originally written, there was no affirmative defense in Section 12(a)(2).  However, in 1996, Congress added a new subsection
(b) to section 12, allowing the defendant to escape liability if he can prove that part or all of the loss was not a result of the material
misrepresentation or omission.

(1) That the securities are exempt;74

(2) That the plaintiff relied upon the

non-registration of the securities;75

(3) That the plaintiff suffered some

injury and that this injury was the

result of the non-registration;76 and

(4) That the failure to register was a

result of the "seller's" negligence or

fraudulent act.77

IV. Section 12 (a)(2) of the

Securities Act of 1933

Section 12(a)(2) is the main

statutory provision imposing civil

liability for the sale of security

t h r o u g h  e i t h e r  m a t e r i a l

misrepresentations or material

omissions.  All of the elements

discussed in the last section dealing

with non-registration are the same

under Section 12(a)(2) except that

instead of establishing a violation of

Section 5 to recover, the plaintiff here

must establish that a material

misrepresentation or omission was

made in connection with the offer or

sale of the securities.

A. Similarities and Differences

Between Section 11 and Section

12(a)(2) Liability

Section 12(a)(2) differs in several

substantial ways from Section 11as

discussed above. The first major

difference is that liability under

Section 12(a)(2) , like  Section

12(a)(1), is limited to "sellers" directly

connected to the sale of the

securities to the p laintiff. Section 11

has a much wider list of potentially

liable defendants. Included in the list

of potentially liable defendants are

the issuer, al l the statutory

underwriters, professionals who

reports are a part of the prospectus,

as well as the directors of the issuer

and those persons who sign the

registration s tatement.78

Second, Section 11 creates a much

larger group of potential claimants.

Section 11 does not have the quasi-

privity requirement found in Sections

12(a)(1) and (2) where only the

person who "buys" the securities

from the seller may sue.  Instead,

under Section 11, the ability to sue

runs with the securities covered by

the prospectus. As a result, both first

purchaser and the twenty-fifth

purchaser of a security have a cause

of action under Section 11.  The only

requirement is that the person

bringing suit must be able to trace his

securities to the block of securities

covered by  the  reg is t ra t ion

statement.

Third, under certain circumstance,

r e l i a n c e  o n  t h e  m a t e r i a l

misrepresentations or omissions 

must be shown under Section 11.

As will be seen below, reliance is

never an element of a Section

12(a)(2) action. 

There are also several similarities

between Section 11 and 12(a)(2).

Under both sections compliance with

the statute of limitation is a primary

element.  It is not an affirmative

defense.  Likewise, under neither

provision does the plaintiff have to

prove causation or injury.  Instead,

the defendant is given an affirmative

defense of establishing that part or

all of the loss was not caused by the

misrepresentation or omission.79  

Finally, the most important similarity

is that both sections only involve

misrepresentations or omissions in

registered offerings.  The language

of Section 11 makes clear that it only

applies to registered offerings.

However, the language of Section

12(a)(2) does not have such a clear

limitation written into the statute.  As

a result, for many years, Section

12(a)(2) was considered to apply to

all transactions. It did not matter

whether the transaction involved

registered distributions or exempt

securities or transactions.  Nor was it

significant that the transaction was a

primary or secondary trade, Section

12(a)(2) applied.  The 
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80513 U.S. 561 (1995).

81The Court seems to say that Section 12(a)(2) would apply to an offering which should have been registered and was not.  If this
is true, then only exempt securities or transactions would not be subject to Section 12(a)(2).

82Neither Section 11 nor Section 12(a)(2) covers misrepresentations or omissions made in connection with the “purchase” of a
security.  If a person owning securities is conned into selling them by material misrepresentations or omissions, his only remedy
is common law.

83SEC Rule 10b-(5)(a) and (c) respectively.  The difference between these two provisions is one of intent.  Schemes to defraud
focus on the intent of the person doing the act.  Schemes which would have the effect of defrauding focuses upon the effect upon
84426 U.S. 438, 449 (1976).

86See generally, Long, §§ 10:43-10:50.

85Id.

86See generally, Long, §§ 10:43-10:50.

Supreme Court, in a very poor and

unfortunate decision, Gustafson v.

Alloyd Co.80 limited the reach of

Section 12(a)(2) to reg istered

offerings.81 

B. Similarities and Differences

Between SEC Rule 10b-(5) and

Section 12(a)(2) Liability

There are far more differences

between Section 12(a)(2) and SEC

Rule 10b-(5) than s imilarities.  While

the statute  of lim itations is an

element of proof under Section

12(a)(2), it is an affirmative defense

in the case of SEC Rule 10b-(5).

Also as a result of the new

S a r b a n e s - O x l e y  a m e n d m e n t

discussed above, it now appears that

Section 12(a)(2) continues to have a

one and three year statute of

limitations under Section 13, while

SEC Rule 10b-(5) has a new two and

five year statute. 

Likewise, reliance, causation, and

injury are all elements of recovery

under SEC Rule 10b-(5). None of

these are elements under Section

12(a)(2).  Plaintiff must prove

scienter either in the form of a

knowing act or reckless disregard

under SEC Rule 10b-(5).  Under

Section 12(a)(2), as will be seen

below, the defendant is given an

affirmative defense of establishing

that he was not negligent in order to

avoid liability.  Further, as was seen

above, Section 12(a)(2) limits

recovery to the immediate "sellers".

An action under SEC Rule 10b-(5)

can be brought against any person

who violates SEC Rule 10b-(5) in

connection with the purchase82 or

sale of a security. 

Finally, the coverage of SEC Rule

10b-(5) is much greater than Section

12(a)(2).  While Section 12(a)(2)

c o v e r s  o n l y  m a t e r i a l

misrepresentations or omissions,

SEC Rule 10b-(5) in addition covers

schemes to defraud and schemes

which would have the effect

defrauding.83

C. Materiality

In order for a misrepresentation or

omission to be actionable under

Section 12(a)(2), it must be material.

The same standard for materiality is

used throughout both the 1933 and

1934 Acts .  The test was orig inally

developed in TSC Industries Inc. v.

Northway, Inc.84  Altered to use

under Section 12(a)(2), this test

reads:

[A misstatement or] omitted

fact is material if there is a

substantial likelihood that a

reasonable [purchaser or

seller] would consider it

i m p o r ta n t  i n  dec idin g

[whether or not to purchase

or sell].... Put another way,

there must a substantial

likelihood that the disclosure

of the [misstatement or the]

omitted fact would have

been v iew ed b y th e

reasonab le inves tor as

having significantly altered

the "total m ix" of the

i n f o r m a t i o n  m a d e

available.85

Note that under this test, the plaintiff

does not have to show that he would

not have purchased had this

information been disclosed or not

misstated, merely that he would have

considered it important in making up

his mind.

This test is usually an objective one.

Would the reasonable investor

c o n s i d e r  t h e  o m i s s i o n  o r

misstatement material to his decision

making process?  However, the test

takes on a subjective character

where the "seller" knows that the

buyer considers some information to

be particularly material when a

reasonable person might not.86
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87Arnold S. Jacobs, Litigation and Practice Under Rule 10b-(5), § 61.04 (2002) has over 100 pages with case citations to things
which plaintiffs have alleged are either material omissions or misrepresentations.

88Securities Div. V. Harootunian, [1978-81 Transfer Binder] Blue Sky L. Rep. (CCH) ¶ 71,651 (Mass. Sec. Div. 1981).

89Kirk v. State, 611 S.W.2d 148 (Tex. Civ. App. 1981)(criminal convictions); Securities Comm’n v. McGovern, [1978-81 Transfer
Binder] Blue Sky L. Rep. (CCH) ¶ 71,438 (N.D. Dist. Ct. 1978).

90Casella v. Webb, 883 F.2d 805, 809 (9th Cir. 1989)(constructive knowledge is not a bar to recovery under Section 12(a)(2));
MidAmerica Fed. Sav. & Loan Assoc. v. Shearson/American Express, Inc., 886 F.2d 1249 (10th Cir. 1989)(same).

91612 F. Supp. 1367, 1370 (N.D. Ill. 1985).

D .  O m i s s i o n s  a n d

Misrepresentations

Under Section 12(a)(2), all material

misrepresentations are actionable.

The same is not true of material

omissions.  For a material omission

to be actionable, the omission must

make some thing which is said

misleading. Thus, pure omissions are

not actionable. The distinction here is

largely academic because if the

defendant provides any written

documents or makes any oral

rep resen ta t ions  mos t l y  l ike ly

something said will be misleading

without the information omitted. 

The following are examples of

m a t e r i a l  o m i s s i o n s  o r

misstatements:87

(1) Failure to provide adequate

financial information;

(2) Failure to disclose the payment of

commissions or other remuneration,

especially finder's  fees and fees to

plaintiff's agents for putting plaintiff

into deal;

(3) In an oil and gas deal, failure to

disclose liability on deal (unlimited

liability in the case of fractional lease

and management contract as a joint

venture).

(4) Failure to disclose that the

securities sold were not registered

under the federal or state statute, if

required.88

(5) Failure to disclose that promoters

have been enjoined or convicted of

securities or similar violations.89

(6) Failure to disclose or misstate

promoter’s prior track record.

E. Plaintiff's Knowledge

As was outlined above in the

discussion of Section 12(a)(1)

involving a Section 5 violation, the

plaintiff's knowledge that a violation

has taken place is irrelevant to h is

ability to recover.  Such, however, is

not the case under Section

12(a)(2). The statute specifically says

that the plaintiff cannot know the

truth about the omission or

misstatement at the time of the sale

and later bring sui t.   This

arrangement makes sense.  If the

plaintiff knows that he is being lied to

because he knows the truth, then he

is not misled and he should have no

cause of action.

How ever,  it i s  impo rtant to

understand the limitations upon this

concept.  The language of the s tatute

reads: "the purchaser not knowing

of such untruth or omission."  The

use of the word knowing means that

this is an actual knowledge standard.

Constructive knowledge is not

sufficient.90

The corollary to th is actual

knowledge requirement is that there

is no due diligence duty on the part

of the investor and no duty to

investigate even when he believes

that there may have been a material

misrepresentation or omission made.

As will be discussed below, the

defendant has an affirmative

defense that he did not know or in

the exercise of reasonable care

could not have discovered the truth

concerning the misrepresentation or

omission. The interplay between the

plaintiff's knowledge requirement and

the defendant's affirmative defense

was discussed In re O lympia

Brewing Co. Sec. L it.91 where the

court said:

[T]he statutory language of §

12[(a)](2) clearly indicates

that plaintiff must not have

known of the untruth or

omission, while putting the

burden on defendant to

show that it does not know

or with reasonable care

could not have known of the

untruth or omission.  This

tends to establish that the

drafters did not intend to

require reasonable inquiry

by the purchaser.  This

conclusion is strengthened

by § 13. . .which prescribes

the  l im i tat io ns  pe r io d

applicable to § 12[(a)](2).

There, plaintiff’s claim must

be brought within one year

after the discovery of the

untruth or omission, or after

such discovery should have

been made through the

exercise of “reasonable

diligence” by the plaintiff.

While due diligence is

incorporated in the section

prescribing the limitations

period, it is absent in the

section creating liability.
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92However, as In re Olympus Brewing Co., 612 F. Supp. 1367, 1370 (N.D.Ill. 1985), quoted above, indicates the investor would
be put on inquiry notice so that the statute of limitations under Section 13 would begin to run .

93It is not sufficient to put an integration clause in the final sales contract.  Such clause does not shield the “seller” from his statutory
duty of making sure there are no misrepresentations or omissions.

Th is distinction becomes very

important in the case where oral

representations by seller’s  agent say

one thing and the written prospectus

indicates another.  If the customer

does not read the prospectus, then

he is not charged with constructive

knowledge of the written statements

which confl ict with the oral

representations he received.  If he

does read the prospectus, he knows

that there is a conflict between it and

what he was told orally.  Obviously,

there is a material misrepresentation

as a result of the conflicting

statements.  This the reader knows.

However, he does not know which

statement is misleading.  Further, he

has no duty to inquire to establish

what the true facts are.92  To the

contrary, it is the duty of the "seller"

to ensure that conflic ts e ither within

the prospectus and written sales

materials or between the prospectus

and oral repres enta tions are

eliminated.93

F. Defendant's Affirmative Defense

To Liability

The plaintiff does not have to prove

that the misstatement or omission

occurred as a result of the

defendant's negligence or fraudulent

act. Instead, the defendant is given

an affirmative defense. He may avoid

liability if he can show that he did not

or in the exercise of reasonable care

could not have found out the untruth

or omission.  This is an inverse

negligence standard. The defendant,

in order to avoid liability, has to prove

himself free of 

negligence. A very difficult thing to

do.

G. Reliance and Causation

The plaintiff does not have to prove

ei ther reliance or causat ion.

Reliance is not an elem ent to

recovery because the statu te is

based upon the concept of deceit.  In

the case where the plaintiff still owns

the securities, he does not have to

prove causation because the remedy

is rescission.  Nor should he have to

do so if he sold the securities

because the statute has been

interpreted to provide for rescissional

damages. However, in 1996, the

defendant was given an affirmative

defense to avoid the full amount of

the rescission.  He may avoid paying

any part of the rescissional damages

which he can establish were not

attributable to the misrepresentations

or omissions made. This new

defense may cause problems in

those cases where the plaintiff still

owns the securities and he paid for

the securities with consideration

other than cash.  Prior to the

amendment, the rem edy would be to

return the non-cash consideration, if

the securities seller still owns it, or

rescissional damages if not. Now,

only rescissional damages may be

possible where the defendant has

established an entitlement to a

causation credit.  

H. Control Person Liability

 

As in the case of Section 11 and

Section 12(a)(1), Section 15 imposes

secondary liability on

 anyone who is a control person of a

person liable under Section 12(a)(2).

Who is a control person for purposes

of Section 12(a)(2) will be the same

as in the case of Sections 11 and

12(a)(1) discussed above.

As noted above,  Section 15 does

provide the control persons under

Sections 11 and 12(a)(2) with an

affirmative defense. The standard

here is much the same as given

primary violators under Section

12(a)(2). The control person must

prove he "had no knowledge of or

reasonable grounds to believe in the

existence of the facts ...."  The

defense gives a great deal more

protection under Section 12(a)(2)

than it does under Section 12(a)(1)

where most of the issues are

questions of law.  Still, the defense is

an inverse negligence one where the

defendant has to prove himself free

of negligence.  Proving a negative is

always difficult, and few control

p e o p le  h a v e  s u cc e e d e d  in

establishing the defense.

I. Statute of Limitations

As with Sections 11 and 12(a)(1) 

the statute of limitations governing

claims under Section 12(a)(2) is

found in Section 13.  Again, it is a

one and three year statute. 

However the pattern here is slightly

different as in the other two

Sections.  The one year provision,

like under Section 11, runs from  

the date that the investor knew or

should have known of the material

omission or misrepresentation.

Thus, it is a notice statute, and the
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94In re Olympus Brewing Co., 612 F. Supp. 1367 (N.D.Ill. 1986), quoted above.

95See generally, Gridley v. Sayre & Fisher, supra.

96Casella v. Webb, 883 F.2d 805 (9th Cir. 1989); Sanders v. John Nuveen & Co., 619 F.2d 1222 (7th Cir. 1980), Alton Box Co. v.
Goldman Sachs & Co., 560 F.2d 916, 919 (8th Cir. 1977).

97Comeau v. Rupp, 1988 WL 93, 977 (D. Kan. 1988).

98Randall v. Loftsgaarden, 478 U.S. 647 (1986).

99See Pinter v. Dahl, 486 U.S. 622 (1986) suggesting that in para delicto may have a very limited role under Section 12(a).

100See Long, §9:29 for a discussion of the use of these common law defenses under state securities laws.  Generally, the common
law defenses have been rejected for use under the state acts.

 investor cannot stick his head in the

sand.  He must investigate once he

has notice that a misrepresentation

or omission might have taken

place.94

The three year period begins "after

the sale".  Determining when a "sale"

has taken place has caused

problems in this context.  Is a sale an

instantaneous thing or does it

continue over a period of time?

When additional capital contributions

are expected, is there a single sale

which is not complete until the last

payment has been received or are

there multip le sales made each time

a contribution is called for.  The

federal courts are widely divided on

these issues.  Authority can be found

which supports most of the above

outlined possibilities.     

J. Elements of Plaintiff's Prima

Facie Case Under Section 12(a)(2)

In summary, the elements of a suit

under Section 12(a)(2) which the

plaintiff must allege and prove are:95

(1) That a security was sold;

(2) That the defendant is the seller of

the security or a control person under

Section 15;

(3) That the necessary means of

interstate commerce or the mails was

used in connec tion w ith the

transaction;

(4) That in the course of the sale a

mater ia l m isrepresentat ion or

omission was made either orally or in

writing;

(5) That the statute of limitations

contained in Section 13 requiring suit

to be brought within one year after

discovery of the misrepresentation or

omission, but in no event more than

three years after the sale, has not

run; and

(6) That the plaintiff has tendered the

return of the securities since again

Section 12(a)(2) is limited to a

rescissionary remedy, if the plaintiff

still owns the securities. Damages

may be recovered, if the plaintiff no

longer owns the securities.

K .  N o n - E l e m e n t s  W h i c h

Defendants Will Attempt to Insert

Defendants will often try to 

introduce additional elements which

are not a part of recovery under

Section 12(a)(2).  These additional

defenses are:

(1) That the investor has a duty to

perform due diligence;96

(2) That the investor is guilty of either

c o n t r ib u to r y  or  c om pa ra t iv e

negligence;97 and

(3) That the investor has not

mitigated his damages.98

 

It can also be expected that

defendants will attempt to raise

common law defenses such as

waiver, estoppel, ratification, and in

para delicto.  The federal case law is

not we ll-developed as to the

availability of common law defenses

in securities act cases.99  There is

limited authority suggesting that at

least some common law defense can

be used to defeat claims under

Section 11 and 12(a)(2).100

V. Measure of Recovery Under

Section 12(a)(1)

The measure of recovery under

Sections 12(a)(1) and (2) are the

same except for the new affirmative

defense applicable to  Section

12(a)(2).  That defense will be

discussed below.  The key to

recovery under Section 12 is to

understand that it is a rescission 
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101Remember that an illegal offer as well as an illegal sale violates both Sections 5 and 12(a)(1).  The bare offer does not,
however, create liability because there is nothing to return in rescission.  However, if the illegal offer is followed by a legal sale,
then Section 12(a)(1) allows the investor to rescind the sale on the basis of the illegal offer.  Further, it is possible that the illegal
sale, while legally complete, is still executory.  In this case, the investor may ask the court to forgive his obligation to complete the
contract.  Byrnes v. Faulkner, Dawkins, and Sullivan, 550 F.2d 1303 (2d Cir. 1977).

102Randall v. Loftsgaarden, 478 U.S. 647, 655 (1986).

103For example, it could be the broker-dealer or registered representative who sold the securities or a control person.  Likewise,
the issuer, in a public offering, usually will not receive the entire selling price.  Some of the money will go for costs and underwriting
fees.  In such case, the issuer still must return the entire purchase price.  Stadia Oil & Uranium Co. v. Wheelis, 251 F.2d 269 (10th

Cir. 1957).

104See generally, 17 J. William Hicks, Civil Liabilities: Enforcement and Litigation Under the 1933 Act, § 5:57, “Consideration
Paid–Identifying Consideration.”

105See e.g., Wall v. Wagner, 125 F. Supp. 854 (D. Nebr. 1954).

106In the case of a legal obligation entered into by the investor, the proper remedy may be to cancel the obligation.  Western
Federal Corp. v. Davis, 553 F. Supp. 818 (D. Ariz. 1982).  However, if the obligation is owed to a third party, then the court should
order the defendant held laible to fulfill the legal obligation.  See Foster v. Financial Technology, Inc., 517 F.2d 1068 (9th Cir. 1975).

section and not a common law

damages provision.  Its basic

purpose is to put the investor back in

the position he was in before the

transaction took place.101  Further, it

is important to understand that the

rescission rem edy of Section 12 is

mandatory, not optional.  The

investor, as a result, cannot file a

Section 12 claim and seek common

law damages.

A. Remedy W here Securities Still

Owned

 

If the securities are held at the time

of judgment, then the investor's

remedy is straight rescission. This is

the only option.  He may not seek

damages and retain the securities

purchased.102 The investor returns

the securities to the person held

liable. This person may, or may not,

be the person who transferred title to

the securities to him.  A "seller" liable

under Section 12 includes the

b r o ke r-d ea le r  o r  r e g i s t e r e d

representative of the person actually

passing title or any other person

involved in the sales process.  

In turn, the person held liable must

return the consideration paid by the

investor to him.  Again, the person

who is required to pay may not be

the person who received the

consideration originally.103  This

consideration can be made of

several things.104  Certainly, it

includes the money paid at the time

of the purchase and any installments

that may come due later. Also, in the

case of oil and gas offerings, it will

also include any equipment and

completion costs.105

The investor is entitled to interest on

this consideration,  However, as one

would expect in a rescission

situation, the investor must return the

securities to the person he is holding

liable. Further, the investor must

return any income that he has

received on the security.

In exchange, the "seller" of the

security will return the consideration.

This rule can be reduced to the

following algebraic formula:

R e c o v e r y  =

(consideration paid     + 

interest thereon) - (securities

+ income received).

This recovery formulation works quite

well when both the consideration

paid and any income received is

cash.  It does not work well when

property, services, or a legal

obligation,106 rather than cash, are

given in consideration for the

securities, or where the income

received is not paid in cash, but

takes the form of transfer of stock,

property, services performed, or the

entering into a legal obligation.

Services obviously canno t be

returned.  Property may have been

sold or changed substantially  in

value.  

In such case, specific rescission is

not possible. Instead of a return in

kind, the courts assign a monetary

value to the property, stock, services,

and then apply the formula as

outlined above.  This practice is

known as the award of rescissional

damages (as opposed to common

law damages).

Normally, the monetary value will be

set as of the date of transfer of 
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107Cady v. Murphy, 113 F.2d 988 (1st Cir. 1940).

1089 Wash. App. 923, 516 P.2d 1039 (1973).

10928 U.S.C. § 1961.

11017 J. William Hicks, Civil Liability: Enforcement and Liability Under the 1933 Act, § 5:59 (2002).

11128 U.S.C. § 1961.

_______________

107Cady v. Murphy, 113 F.2d 988 (1st Cir. 1940).

1089 Wash. App. 923, 516 P.2d 1039 (1973).

10928 U.S.C. § 1961.

11017 J. William Hicks, Civil Liability: Enforcement and
Liability Under the 1933 Act, § 5:59 (2002).

11128 U.S.C. § 1961.

112478 U.S. 647 (1986).

113See 17 J. William Hicks, Civil Liabilities:
Enforcement and Litigation Under the 1933 Act, § 5:56
(2002).

114Clearly, after judgment, the amount of interest on
the entire judgment, including punitive damages,
interest, and costs will be controlled by the federal or
state post-judgment interest statute, Mid-America Sav.
& Loan Assoc. v. Shearson/American Express, Inc.,
962 F.2d 1470 (10th Cir. 1992)(Oklahoma Act).

the property or the rendering of the

services.  However, if the property

given by the investor has increased

in value, due to circumstances

other than the purchaser’s own

efforts, courts will normally award

the investor this increase.

B. Remedy W here Securities Sold

In the alternative, if the securities

have been sold, then under Section

12 the statute provides he is entitled

to "damages.”  The Act does not

further define these damages.

However, from a very early date, the

courts have held that damages here

should be rescissional damages

rather than common law damages.

As a result, the amount of recovery is

the difference between the price at

which the securities were purchased

and the price at which the securities

were sold.107

The same adjustments are then

made as outlined above where the

securities are still owned.  The result

expressed as an algebraic formula is:

Recovery = (consideration paid

+ interest thereon) - (price at

which the securities were sold

+ income received).

There are several questions which 

remain to be answered in connection

with the "price at which the securities

are sold."  Does the sale have to be

made on the open market?  If not,

does it have to be, at least, an arms'

length transaction?  Does the selling

price have to bear a reasonable

relationship to the existing market

price at the time of sale?  

One state case, Garretson v. Red

Top-Co, Inc.,108 suggests that the

court should  take the actual sales

price without regard to any of the

above considerations.  I  think that

most courts will not take the actual

price when it appears that the price

is not a fair one.  However, the key

is the fairness of the price received

and not whether it was an open

market or arms' length transaction.

Both of these elements tend to 

show that the price was fair.

However, a price may be fair 

without either of these factors being

present.  Especially in the case of

securities not traded in the over-the-

counter market or where there is a

thin  market with few recent

transactions, the investor should be

given the benefit of the doubt as to

the fairness of the sale price.

Second, the statute does not

establish a specific rate of interest.

What rate should be used?  The

tendency of the federal courts is to

use the post-judgment interest rate

as calculated under the post-

judgment interest statute which has

general application.109

However, such rate may not be

appropriate.  The professed goal of

the securities acts  as noted above is

to return the investor to the position

that he would have been had there

been no investment.  If this idea is

applied to the calculation of interest,

the court should select a rate that will

provide the investor the amount of

income he could have earned on

his investment had he not

invested.110

Further, the statute does not indicate

whether the interest is to be simple

or compound.  Most state statutes

dealing with post-judgment interest

provide for recovery of s imple

interest.  However, the federal

statute111 requires the interest to be

compounded annually.  Assuming

that the federal courts will apply the

post-judgment rate as the pre-

judgment rate, there is no reason

why the compounding feature should

not also apply. 

Two other issues also need to be

addressed.  Section 12, unlike

Section 11 does not have a point at

which the evaluation becomes fixed.

Under Section 11, this point is at the

time of the filing of the suit.

However, Section 11 is not a pure

rescissionary statute.  In the case  
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112478 U.S. 647 (1986).

113See 17 J. William Hicks, Civil Liabilities: Enforcement and Litigation Under the 1933 Act, § 5:56 (2002).

114Clearly, after judgment, the amount of interest on the entire judgment, including punitive damages, interest, and costs will be
controlled by the federal or state post-judgment interest statute, Mid-America Sav. & Loan Assoc. v. Shearson/American Express,
Inc., 962 F.2d 1470 (10th Cir. 1992)(Oklahoma Act).

of a pure rescission damages

provision such as Section 12 is, it

would seem that fixing the amount of

rescission at the time of filing of the

suit is inappropriate.

Allowing the investor to sell his

securities during suit and, thereby,

increase the loss which the

defendant must pay, may be

undesirable.  However, the statutory

language does not suggest that there

is any prohibition against sale at any

time before judgment.  The Supreme

Court, in Randall v. Loftsgaarden,112

indicated that Congress intended to

place the risk of market fluctuation

squarely upon the defendant.  If the

court fee ls that it is inappropriate for

the investor to be able to speculate

after the suit has been filed, it might

require early tender of the securities

into the registry of the court or issue

an injunction against the investors'

sales.113  These later remedies,

however, seem to impinge upon the

discretion which Congress intended

to give the investor in this area.

The second issue deals with the

payment of interest.  The first part of

Section 12 clearly indicates that the

investor is to receive interest on his

investment from the date of that

investment.  Again, the statute does

not establish a cut-off point for the

payment of interest.  Should it be the

date of filing or the date that

judgment is entered?114  The public

policy of making the investor whole 

would seem to indicate that the

interest runs until judgment.

C. The Section 12(b) Defense to

Amount of Damages

There is one notable adjustment

which must be made if the defendant

is able to sustain his affirmative

defense under Section 12(b).

Section 12(b) allows the defendant to

reduce the amount of the potential

recovery under Section 12(a)(2) by

the amount that he can show was not

c a u s e d  b y  t h e  m a t e r i a l

misrepresentation or omission.

The algebraic formula, adjusted for

the affirmative defense, is:

R e c o v e r y  =

(consideration paid +

interest thereon) - (price

at which the securities

were sold + income

received) - (damages

defendants establish as

n o t  r e s u l ti n g  fr o m

misrepresenta tion or

omission).
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Re c e n t Arb itratio n
Aw ard s

by Ryan Bakhtiari

Mr. Bakhtiari is an attorney with the

law firm of Aidikoff & Uhl in Beverley

Hills, CA. His email address is

RBAKHTIARI@aol.com and he can

be reached at 310.274.0666.

Richard S. Breiman et al. v. Round

Hill Securities, Inc. et al. 

NASD Case No. 01-00254

Claimants asserted the following

causes of action: breach of fiduciary

duty, negligence, negligence per se,

n e g l ig e n t  m i s r e pr e s e n t a t i o n ,

common law fraud, breach of

contrac t, respondeat super ior,

violations of California Corporations

Code Sections 25210 and 25410,

violation of NASD Conduct Rule

2310, 2210, 2110, 2120, 3010 and

1031.  Claim ants  requ este d

compensatory damages, interest,

lost opportunity damages, punitive

damages and costs  inc lud ing

attorneys fees.  

Respondents denied the allegations

of wrongdoing set forth in the

Statement of Claim and requested

dismissal of Claimants’ claims and

the assessment of costs against

Claimants. 

Respondent Louis J. Bacher, Jr. did

not file with the NASD a properly

executed Un iform Subm issio n

Agre eme nt,  ho w ev er , ha vin g

answered the claim, appeared and

testified at the arbitration hearing, the

panel found that Respondent Bacher,

Jr. to be bound by the determination

of the panel on all issues.

Prior to the hearing the panel granted

the motion to dismiss of Respondent

Burchard, Jr., denied the motion to

dismiss of Respondent Minka and

denied Respondent Round Hill’s

motion to strike certain testimony and

exhibits.

1.  The panel found Respondents

Round Hill and Bacher, Jr.  jointly

and severally liable and were

o r d e r e d  t o  p a y  C la i m a n ts

c o m p e n s a t o r y  d a m a g e s  o f

$1,447,298.

2.  Respondents Round Hill and

Bacher, Jr. are jointly and severally

liable and were ordered to pay

Claimants interest in the amount of

5% percent per annum, compounded

annually  on $1,447,298 from

September 1, 1999, until the date

that the compensatory damages are

paid to Claimants. 

The award is significant because the

Claimants were able to demonstrate

that their broker of record,

Respondent Bacher, worked and

introduced Claimants to a “co-broker”

named Lawrence Greenwood.  In

fact, Mr. Greenwood was not a

licensed broker and was a convicted

felon.  Despite the fact that Mr.

Greenwood was not licensed as a

broker, Round Hill permitted Mr.

Greenwood to work at their Danville

o f f i c e ,  m a k e  i n v e s t m e n t

recommendations and trade the

account of Claimants.

Claimants’ Counsel - C a r y  S .

Lapidus, Esq. of the Law Offices of

Cary S. Lapidus

Respondents’ Counsel - Gilbert R.

Serota, Esq. of Howard Rice

Nemerovsky Canady Falk & Rabkin

on behalf of Respondents Round Hill

Securities, Inc., Robert J. Holub,

Robert S. Minka and Gerald H.

Burchard, Jr.; Philip A. McLeod, Esq.

of Keesal, Young & Logan on 

behalf of Respondents Hotovec,

Pomeranz & Co., Inc. and Jeffrey

Pomeranz; and Michael J .  A b b o t t ,

Esq. of Jones, Bell, Abbott, Fleming

& Fitzgerald on behalf of Respondent

Louis J. Bacher, Jr. 

Claimants’ Expert - Joseph Long

Respondents’ Expert - John Maine

Hearing Situs - San Francisco,

California
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Arbitrators - Dean J. Dietrich, Esq.,

Public/Chairman; Laurie “Moon” S.

Meyer, Public; Carlos Richard

Mangum, Industry

Jeston L. and Phyllis M. Fulton v.

Morgan Stanley Dean Witter, Inc.

A.G. Edwards & Sons, Inc.,  et al.

NASD Case No. 00-01343

Claimants asserted the following

causes of action: breach of fiduciary

duty, fraud, negligence, negligent

misrepresentation, violation of the

Securities and Exchange Act of

1934, Section 10(b) and Rule 10b-5,

violation of Arkansas Uniform

Securities Act, A.C.A. paragraph 23-

42-101 et seq. or alternatively the

Missouri Securities Act RSMo.

sect ion 409.411.   C la imants

requested compensatory damages,

lost opportunity damages, interest,

puni tive damages, costs and

attorneys fees.  

Respondents denied the allegations

of wrongdoing set forth in the

Statement of Claim and alleged the

following a ffirmative defenses:

statute of limitations, failure to

mitigate, waiver and failure to state a

claim.  Respondents  requested

dismissal of Claimants’ claims and

the expungement of th is claim from

McWhorter’s CRD record, costs and

attorneys fees.

Prior to the hearing Claimants

advised the NASD that all claims

against Respondents  Morgan

Stanley and  McWhorte r were

dismissed with prejudice.

1. The panel found Respondents

A.G. Edwards and Hardie jointly 

and severally liable and ordered to

pay  C la iman ts  compensatory

damages of $1,070,079 plus 

interest at the rate of 5 percent per

annum accruing from May 1, 1999

until the date of payment of the

Award.

2. The panel found Respondents

A.G. Edwards and Hardie jointly and

severally liable and ordered to pay

Claimants $95,000 as pa rtia l

reimbursement for expenses and

$600 as reimbursement for the

NASD filing fee.

3 . The  panel  recommended

expungement of this claim from

McWhorter’s CRD record pursuant to

NASD Notice to Members 99-09 and

99-54.

4. The panel found Respondents

A.G. Edwards and Hardie jointly and

severally liable and ordered them to

pay $74,250 in forum fees.

The case surrounds the sale of

Claimants’ sanitation business to

U.S. Waste in August 1995, in

exchange for public ly traded stock in

U.S. Waste which after a merger

became Waste Management.  When

Waste  Management executives

disclosed accounting discrepancies

and other fraudulent activity resulting

in the drop in Waste Management

stock, Cla imants’ concentrated

position was in an unprotected

position.  In addition to the size of the

award, the award is significant

because the damages awarded to

Claimants included reimbursement of

expenses and the order requiring

A.G. Edwards to pay for the 56

hearing sessions tota ling $74,250 in

forum fees.

Claimants’ Counsel - J o s eph D .

“Chip” Sheppard, III, Esq. of

Carnahan, Evans, Cantwell & Brown,

P.C.

Respondents’ Counsel - Paul D.

Allen, Esq. of Morgan Stanley Dean

Witter, Inc. and M. Jane Matoesian,

Attorney at Law of A.G. Edwards &

Sons, Inc. 

Claimants’ Expert - Charles E. Fath

and James French

Respondents’ Expert - James E.

Brucki, Jr. and Micahel A. Davis

Hearing Situs - Springdale, Arkansas

Arbitrators - Fred M. Acuff, Jr., Esq.,

Public/Chairman; Edward  A.

Nelson, Public; B. David Jarashow,

Esq., Industry

Douglas T. and Deborah L. Millar

v. Merrill Lynch Pierce, Fenner &

Smith, Inc. 

JAMS Case No. 1410003079

Claimants asserted the following

causes of action: breach of contract,

negligence, suitability and fraud.

Claimants requested compensatory

damages, punitive damages, costs

and attorneys fees.  The case was

originally filed with the New York

Stock Exchange on June 29, 2001

and then transferred to JAMS. 

Prior to the hearing the panel denied

Respondents motion for partial

summary judgment.

1. The panel found that Respondent

Merrill Lynch breached its contractual

obligations and duties owed to

Claimants in failing to formulate and

implement strategies in managing a

c o n c e n t r a t e d  p o s i t i o n  i n

FreeMarkets, Inc. stock.

2. The panel also found that

Respondent Merrill Lynch failed in

its duty to  develop and adequately

ex pla in  to C la ima nts  t h e 

advantages and disadvantages of

their need based solutions for the
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holding of a concentrated stock

position.

3. The panel further found that the

C l a i m a n t s  h a d  i n s t r u c t e d

Respondent Merrill Lynch to sell a

significant portion of their holdings in

the FreeMarkets con cen trated

position when the stock reached a

ce rta in leve l consistent w ith

Claimants stated growth objectives.

Respondent Merrill Lynch “is  liable

for not effecting the requested, and

plainly called for, sale of 100,000

shares on September 5, 2000.

These breaches damages claimants

by depriving them of the extent of

monetization of their FreeMarkets

stock which would have occurred if

M er r i l l  L y n c h  ha d  p r o p e rly

discharged its duties.”

4. The panel also found that “[w]ithin

a reasonable time after September 5,

2000, Claimants knew or should

have known that no stock was sold

that day and had a duty to take

reasonable steps to m itigate their

damages.  However, given Dave

Foster’s urging to ‘stay the course,’

Scott Umstead’s assurance that

Dave was the best Merrill had, the

evaluation of C laimants’ longtime

financial advisor Todd Foster that

they were in good shape and should

indeed stay the course, and the

continuing recommendations of the

Merrill Lynch Research Department

to buy and accumulate FreeMarkets,

Inc. stock the duty to mitigate did not

manda te that Claimants  se ll

immediately.”  

5. The panel determined damages

resulting from Respondents failure

to sell 100,000 shares of Free

Markets, Inc. on September 5, 

2000, by taking the difference

b e t w e e n t h e  a verage  p rice

September 5, 2000, and the sale in

mitigation on December 26, 2000.

6. The panel found that Respondent

Merrill Lynch also failed in its duty to

identify and explain to Claimants

monetization strategies appropriate

to Claimants investment objectives

and circumstances. The panel found

that the covered call strategy

recommended by Respondent

postponed monetization and was

i n co n s i s te n t  w i th  C l a im a n t s

investment objectives. The panel  did

not award damages for this breach of

duty because Claimant was unable

to prove that they sustained any

damages for this claim.

7. Respondent Merrill Lynch was

ordered to pay $7,741,305 in

damages which included interest at

the “ten year tax free municipal bond

rate on Septem ber 5 , 2000,

increased to account for the fact that

Claimants will be required to pay

taxes on this award at ordinary

income rates.”  The panel used an

interest rate of 7.69 percent.

The award is significant because

Merrill Lynch failed to provide the

proper advice and counsel to public

investors in connection with the

management of a concentrated

position. The panel found that Merrill

Lynch had duties to give proper

advice regarding monetization of a

concentrated position and to execute

Claimants order to sell when the

value of the position rose to a level

consistent with Claimants’ objectives.

The panel also rejected the notion

that a covered call strategy could be

used to monetize the concentrated

position. The option contains a

written dissent by arbitrator Stanley

S. Harris.  The award is believed to

be the largest award of monetary

damages against a major broker

dealer in a customer dispute.

Claimants’ Counsel - R o b e r t  B .

Somm er, Esq. and James L. 

McKenna, Jr., Esq. of Hergenroeder,

Rega & Sommer, LLC

Respondent’s Counsel - Richard R.

Nelson, II, Esq. and Anthony Cillo,

Esq. of Cohen & Grigsby, P.C. 

Claimants’ Expert - Craig McCann,

Ph.D, CFA

Respondents’ Expert - Unknown

H e a r i n g S i tu s  -  P it tsbu r g h,

Pennsylvania

Arbitrators - Curtis E. von Kann,

Chairman; Philip S. Cottone; Stanley

S. Harris 

Ashley Rhoden v. Ameri-First

Securities Corporation, et al.

NASD Case No. 01-02707

Claimant asserted the following

causes of action: intentional infliction

of emotional distress, assault and

battery, and sexual harassment

against Respon den t Bruteyn;

unauthorized trading and fraud

against the others Respondents.

Claimant requested actual damages,

damages for mental anguish and

pa in  and suf fer ing, pu nit iv e

damages. 

Respondents denied the allegations

of wrongdoing set forth in the

Statement of Claim and requested

dismissal of Claimant’s c laims.  

Prior to the hearing Claimant filed a

motion to bar respondents’ defenses.

The arbitration panel ruled that

Respondent would be perm itted to

testify and cross-examine witnesses

but were precluded from offering any

documents into evidence or call any

third party witnesses at the

arbitration hearing.
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1. The Panel found Respondents

Ameri-First Securities Corporation,

Reynolds, Bruteyn, and Chatham

jointly and severally liable for

$236,714 as compensatory damages

for breach of contract, breach of

industry  standards, failure to

supervise, v io lat ions of state

securities laws, violation of the Texas

Deceptive Trade Practices Act and

fraud. The Panel specifically found

t h a t  t h e  a f o r e m e n t i o n e d

Respondents committed fraud.

2 .  R es p o n d e n t s  A m e r i - F i r s t

Securities Corporation, Reynolds,

Bruteyn, and Chatham were found

liable for attorneys' fees in the

amount of $25,000 pursuant to the

Texas Securities Act, the Texas

Deceptive Trade Practices Act and

for breach of contract.

3 .  R e s po n d e n t s  A m e r i - F i r s t

Securities Corporation, Reynolds,

Bruteyn, and Chatham were found

liable for witness fees of $3,000 and

costs of $750.

4 .  R e s p on d e n t s  A m e r i - F i r s t

Securities Corporation, Reynolds,

Bruteyn, and Chatham were found

liable for pre judgment interest in the

amount of $49,243.

5.  Respondent Bruteyn was found

individually liable for $85,000 as

damages for intentional infliction of

emotional distress and assault and battery.

6 .  R e s p o n d e n t s  A m er i - F i r st

Securities Corporation, Reynolds,

Bruteyn, and Chatham were

assessed $6,000 in forum fees.

The case is a good example that all

customer claims, including claims for

mental suffering and battery, must be

arbit rated.  The award also

evidences the fact that arbitrators

used their authority to address

wrongdoing outside the scope of

the purchase and sale of securities.

The arbitrators’ finding of fraud is

signi ficant because  Claim ant’s

counsel specifically requested this

relief to vitiate the effect of a

bankruptcy filing.  The case is also

important because the panel granted

Claimant’s motion to bar and

precluded Respondents from offering

any documentary evidence or calling

third party  witnesses in their defense.

The award is significant in its citation

to statutory authority (i.e., the Texas

Securities Act and the Texas

Deceptive Trade Practices Act) for

the award of attorneys fees.

Claimant's Counsel - Tracy Pride

Stoneman, Esq. of Tracy Pride

Stoneman, P.C.

Respondents’ Counsel - none 

Claimant's Expert - Douglas J.

Schu lz  o f  In v est S ec ur it ies

Consulting, Inc. 

Respondents' Expert - None

Hearing Situs - Dallas, Texas

Arbitrators - Maxel B. Silverberg,

Public/Chairman; Donald C. Hood,

Public; Todd R. Gough, Industry

Secured Equity Title, et al. v.

Monroe Parker Securities, Inc. et

al. NASD Case No. 98-03337

Claimant asserted the following

causes of action: breach of fiduciary

duty, churning, misrepresentations

and unsuitability in relation to

transactions in common stocks.

Claimant requested compensatory

d a m a g e s ,  in te re st ,  pu n i t iv e

damages, costs and attorneys fees.

Respondents denied the allegations

of wrongdoing set forth in the 

Statement of Claim and alleged the

following affirmative defenses: failure

to state a claim, assumption of risk,

laches, waiver, estoppel, ratification,

contributory negligence, lack of

fiduciary duty, failure to mitigate and

unclean hands.  Respondents

requested dismissal of Claimant’s

claims and the assessment of

attorneys fees and costs against

Claimant. 

The following Respondents were

dismissed prior to the arbitration

hearing because of bankruptcy

filings, settlements or because they

could not be located: Duke & Co.,

Inc., David Reimer, Jon DeMichiel,

Lawrence A. Rosenberg, Charles

Bennett, Julia A. Mold-Torres,

G e o r g e  C o n s t a n z o ,  W i l l ia m

Rothholz, March K. Swickle, Gregg

Adam Thaler, Thomas Michael

Rensvold, Salvatore Saporito.

Prior to the hearing the panel

determined “that it had jurisdiction

over J.B.O. Holdings pursuant to the

contract between Claimant and J.B.

Oxford, an affiliate of J.B.O .

Holdings.”

Prior to the hearing the panel

ordered Respondent Felix Oeri to

produce documents, which were

previously ordered to be produced

and sanctioned Respondent Oeri

$5,000 per day for each day that the

documents and information were not

produced to Claimant.  This sanction

was issued and began to run on

September 1, 2001.

1. The panel found Respondents J.B.

Oxford & Co., Felix Oeri, E.B.C.

Trust Corp., Bryan Herman and Alan

Lipsky jointly and severally liable and

were ordered to pay Claimant

c o m p e n s a t o r y  d a m a g e s  o f

$2,000,000.

2. The panel found Respondents 
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Felix Oeri, E.B.C. Trust Corp., Bryan

Herman and Alan Lipsky jointly and

severally liable and were ordered to

pay Claimant punitive damages of

$4,000,000.

3. The panel found Respondents J.B.

Oxford & Co., Felix  Oeri, E.B.C.

Trust Corp., Bryan Herman and Alan

Lipsky jointly and severally liable and

were ordered to pay Claimant $250

for Claimant’s filing fee.

4. The panel found Respondent Felix

Oeri liable and ordered him to pay

Claimant $1,300,000 as a sanction

for “failing to permit discovery as

ordered.”

5. The panel awarded Claimant

interest at the rate of 10 percent from

the date of the award until the award

is paid.  The forum fees were

assessed to Respondents J.B.

Ox ford & Co., Felix Oeri, EBC Trust

Co., Bryan Herman and Alan Lipsky

jointly and severally for $20,100 and

to Respondent Monroe Parker

Securities, Inc. for $7,600.

The award is significant because the

compensatory and punitive damages

totaled $6,000,000.  The award is

also important because of the

monetary sanctions issue against

Respondent Oeri, first for $5,000 per

day, for each day that documents

and information were withheld from

Claimant and also for the award of

$1,300,000 at the conclusion of the

case. The amount of sanctions

awarded is likely attributable to the

commencement of the sanction on

September 1, 2001, and the failure to

produce documents and information

for an extended period of time.

Claimants’ Counsel - Joseph J.

Dehner, Esq. of Frost & Jacobs LLP

Respondents’ Counsel - Ernest

Edward Badway, Esq. of Saiber,

Schlesinger, Satz & Goldstein on

behalf of John Patrick Clancy and

David Michael Levy; Cynthia M.

Schleindl, Esq. of Miller, Milove &

Kob on behalf of J.B. Oxford & Co.,

William Rothholz of Duke & Co., Inc.

on behalf of Duke & Co., Inc.;

Eugene Ingoglia, Esq. of Swindler

Berlin Shereff Friedman on behalf

of David William Reimer and Jon

Joseph DeMichiel; Michael D.

Brofman, Esq. of Certilman Balin

Adler & Hyman, LLP on behalf of

Charles Thorton Bennett and Gregg

Adam Thaler; Thomas C. Green,

Esq. of Sidley Austin Brown & Wood,

LLP on behalf of Felix Oeri; Thomas

T. Prousalis, Jr., Esq. of Law Offices

of Thomas Prousalis, PLLC on

behalf of Richard MacLellan and

E.B.C. Trust Corp.; Ari H. Jaffe, Esq

of Kohrman, Jackson & Krantz, PLL

on behalf of J.B. Oxford Holdings,

Inc.; Richard W. Levitt, Esq. of the

Law Offices of Richard W. Levitt on

behalf of Alan Scott Lipsky; Scott

L. Silver, Esq. of Gusrae, Kaplan &

Bruno on behalf of Bryan Herman;

David Gordon, Esq. of the Law

Offices of David Gordon on behalf of

Ralph Joseph Angeline.

Re spo nde nts  Monroe  P arker

Securities, Inc., Richard Stephen

Levitov, Lawrence Allan Rosenberg,

Julia Antigone Mold-torres, George

Anthony Constanzo, Jr., William

Joseph Rothholz, Victor Ming Wang,

Marc Kevin Swickle, Salvatore

Saporito, Walter Senior and Thomas

Michael Rensvold were pro se.

Claimants’ Expert - None

Respondents’ Expert - None

Hearing Situs - Cincinnati, Ohio

Arbitrators - Benjamin B. Segal,

Esq., Public/Chairman; Michael

Paolucci, Public; Jerome A. Stricker,

Industry

William H. Shoemaker, et al. v. JW

Genesis Finacial Services, Inc., et

al. 

NASD Case No. 00-04082

Claimants asserted the following

causes of action: breach of contract,

negligence, fraud, unsu itability,

failure to supervise, breach of

fiduciary duty, churning, omissions,

misrepresentations, unauthorized

trading, excessive markups, violation

of NASD rules, violations of sections

9 and 10 and Rule 10b-5 of the 1934

Securities Exchange Act, violation of

the 1933 Securities Act, violation of

the Texas Securities Act, and

Violation of the Texas Deceptive

Trade Practices Act. Claimants

requested compensatory damages,

recission, lost opportunity damages,

interest, punitive damages, costs and

attorneys fees.  

Respondents denied the allegations

of wrongdoing set forth in the

Statement of Claim and alleged the

following affirmative defenses: failure

to state a claim, damages caused

were not attributable to certain

Respondents, damages were caused

by market conditions, statute of

limitations, estoppel, waiver and

ratification.  Respondents requested

dismissal of Claimants’ claims, costs

and attorneys fees.

Prior to the hearing Claimants

s e t t l e d  t h e i r  c l a i m s  w i t h

Responden ts  Av idon ,  Beyer,

Feldman, O’Callaghan, Elkes and

Dalton Ken t. At the  hear ing

C l a i m a n t s  o r a l l y  r e q u e s t e d

sanctions against Respondent JW 
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Genesis for noncompliance with

discovery.

1. The panel found Respondents JW

Genesis n/k/a First Union Securities

liable to C laimants for $375,000 in

compensatory damages, less a

settlement cred it of $275,000 from

the pre-arbitration settlement.  The

panel ordered JW Genesis n/k/a First

Union Securities to pay $100,000 to

C la im an ts  a s  c o m p e n s a t o ry

damages.

2. The panel ordered JW Genesis

n/k/a First Union Securities to pay

Claimants interest at the rate of 10

percent on the award of $100,000

from the date of service of the award

until the award is paid.

3. The panel found Respondents JW

Genesis n/k/a First Union Securities

liable to Claimants for $80,000 in

attorneys fees.

4. The panel granted Claimants

motion for discovery sanctions and

ordered Respondents JW Genesis

n/k/a First Union Securities to pay

Claimants $25,000.

The award is significant in that

Claimants suffered no out-of-pocket

losses while their account was at JW

Genesis.  The principal issue was

JW Genesis’ liability for damages

suffered due to the continuing fraud

of the brokers after they left JW

Genesis to start their own (now

i n s o l v e n t )  b r o k e r  d e a l e r .

Respondents’ counsel employed the

unique tactic of arguing that Claimant

William Shoemaker, who suffers

from Alzheimer’s, was competent to

be cross-examined.  The award is

also significant because the panel

award $80,000 in attorneys fees and

sanctioned Respondent JW Genesis

$25,000 for non-compliance with

discovery.

Claimants’ Counsel - John O’Neill,

Esq. and Regan D. Pratt, Esq. of

Clements, O’Neill, Pierce, Nickens &

Wilson, LLP 

Respondents’ Counsel - Michael J.

Stanley, Esq. of Beirne, Maynard &

Parsons, LLP on behalf of JW

Genesis, Andrew J. Lewander, Esq.

and David S. Hoffner, Esq. of Swidler

Berlin Shereff Friedman, LLP on

behalf of David L. Avidon, Glenn I

Beyer, Justyn S. Feldman, Hugh

O’Callaghan, Alan L Elkes, David

Mugrabi and Dalton Kent Securities

Group, Inc.

Claimants’ Expert - Andy Via, Max

Moudy, Dr. James Claghorn, M.D.

(psychiatrist)

Respondents’ Expert - None

Hearing Situs - Houston, Texas

Arbitrators - R. Lee Britton, Jr., Esq.,

P u b l ic / C h a ir m a n ;  H e n r y  R .

Barracano, Public; Mark C. Watler,

J.D., Industry
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Ca s e s  & M ate ria ls

by Charles W. Austin, Jr.

Charles W. (Chuck) Austin, Jr.,

Richmond, Virginia, is an officer and

director of PIABA and a member of

its executive committee.  His practice

is dedicated exclusively to the

representation of investors in

disputes with the securities industry.

COURT DECISIONS

FEDERAL COURTS

First Circuit

In re Atlantic Pipe Corporation, 

No. 02-1339 

(1st Cir. Sept. 18, 2002)

Lengthy discussion of the powers of

federal courts to order parties to non-

binding mediation.

Second Circuit

DeKwiatkowski v. Bear Stearns &

Co., Inc., 

No.01-7112 

(2d Cir. Sept. 19, 2002)

A virtual hornbook of the law (or, at

least the Second Circuit's version of

it) of the responsibilities of brokers in

discretionary vs. non-discretionary

accounts.  Reversal of large jury

verdict on the grounds of insufficient

evidence supported a finding that a

broker undertook any role triggering

a duty to volunteer advice and

warnings between transactions to a

nondiscretionary customer, or that

the broker  was negligen t in

performing those services it did

provide.

Caiola v. Citibank, N.A., 

No. 01-7545 

(2d Cir. June 27, 2002)

Ca sh- sett l e d o v e r - th e -co unte r

options are "securities" under the

Securities Exchange Act of 1934.

Coleman & Company Securities v.

Giaquinto Family Trust, 

No. 00 Civ 1632, 

2002 U.S. Dist. LEXIS 18426 

(S.D.N.Y. Sept. 27, 2002)

Respondent investors filed an

arbitration claim against petitioners,

a securities broker-dealer and others,

assert in g ,  in ter  a l ia ,  f r aud,

negligence, breach of contract, and

securities violations. The state court

imposed a temporary stay of

arbi tra t ion. The brok er-deale r

removed the case to federal district

court and moved for summary

judgment. Intervenor-petitioner, a

part owner of BD, moved to

permanently stay all claims against

him. 

  

The negligence claims accrued on

the dates of the various transactions,

rather than the date that the

inve s t m e n t adv iser  le f t  the

broker-dea ler . Moreover, the

negligent supervision claim accrued

on the date the investment adviser

left the broker-dealer's employ.

Whether the claims under

the New Jersey Uniform Securities

Law accrued on the transactions

date or when the investment advice

was rendered, they were barred as

those dates were more than two

years before the claims were filed.

The discovery rule and equitable

tolling did not apply as the investors

should have known of the alleged

misconduct well before they filed the

arbitration action. Specifically, the

investors knew that they were

investing in non-public companies

and that the companies remained

n o n - p u b li c , c o n t ra r y  to  the

investment adviser's promises, long

before they filed their claims. The

investors also knew that the

investments were illiquid  and  risky.
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Finally, the investment adviser's

attempts to conceal the fraud were

unsuccessful because even if the

portfolio appraisals were misleading,

the investors knew  that the

investments were risky and illiquid.

The claims against the part owner

were permanently stayed. 

  

The motions for summary judgment

were granted. The part owner's

motion to permanently stay the

arbitration proceedings against him

was granted.

Kruse v. Sands Brothers & Co.

and Peter Pak, 

02 CV 5912, 

2002 U.S. Dist. LEXIS 18767

(S.D.N.Y. October 3, 2002)

Respondents "Counter-Petition to

Vacate" did not constitute a proper

motion to vacate an arbitration award

under 9 U.S.C. §10, and because the

three month time limit to file a proper

motion to vacate had elapsed, the

"counter-petition to vacate" was

denied.  "A party cannot initiate a

challenge to an arbitration award by

filing a complaint or an application."

H a r dy  v .  W alsh  Ma nn in g

Securities & Skelly, 

No. 02 Civ. 1522, 

2002 U.S. Dist. LEXIS 16589

(S.D.N.Y. September 4, 2002)

NASD had jurisdiction over the firm
and its CEO on the basis of their
agreements with NASD and even
though the firm had withdrawn from
membership and CEO was no longer
associated with member firm. Firm
and CEO had waived any objection to
arbitration by failing to timely object to
the arbitrator's   jurisdiction. The
arbitration panel did not improperly
rely on respondeat superior principles
to hold the firm liable  as the account

manager was the firm's employee

and the mere fact that he violated the

firm's published  policies did not

insulate the firm from liability. 

Ra iola  v.  U n i o n B ank o f

Switzerland, 

No. 98 Civ. 5031, 

2002 U.S. Dist. LEXIS 12541

(S.D.N.Y. July 9, 2002)

Discussion of evidentiary standards

in arb ("need only hear evidence that

is material and relevant and courts

can interfere with evidentiary

decisions only if they deprived party

of fundamentally fair arb itration

process") and standards in 2nd

Circuit for disqualify ing counsel.

Third Circuit

In re: NAHC Securities Litigation,

No. 01-4132

(3d Cir. October 2, 2002)

Third Circuit has its first opportunity

to decide whether the statute of

limitations under a 10b and 10b-5

claim is triggered by "inquiry notice"

or "actual notice" and decides that

"inquiry notice" is the proper po int in

time from which the statute of

limitations should run.

Perr y  v .  M a rkm an C apita l

Management & London, 2002 U.S.

Dist. LEXIS 19103 

(E.D. Pa. October 4, 2002)

Court found that, although it had in

p e r s o n a m  j u r i s d ic t io n  o v e r

investment advisory firm under

Pennsylvan ia's long-arm statute,

"corporate shield doctrine" prevented

Court from exercising in personam

jurisdiction over individual broker

defendant.  Arbitration agreement

between Charles Schwab and

plaintiffs did not inure to benefit of

investment advisory firm.

Signator Investors v. Olick, 

Civil Action No.96-4460, 2002 U.S.

Dist. LEXIS 15766 (E.D. Pa. August

23, 2002)

Member firm could not be obligated

to arbitrate malicious prosecution

claim brought by former registered

rep arising out of counterc laim filed

by member firm against registered

rep in arbitration several years

earlier.  Court held that c laim  not

within the purview of CAP Rule

10101 because registered rep was

not seeking to arbitrate as an

investor or employee, but rather as

an allegedly wronged litigant.

West v. Zurich American Co.,
No.02-CV-546 
(E.D. Pa. June 26, 2002)

When a Pennsylvania state court
compels arbitration and one of the
parties later returns to the same court
seeking modification of the arbitration
award, the second party cannot then
remove the dispute to federal court,
since the petition to modify does not
qualify as an
"initial pleading" under the federal
removal statute.

Fifth Circuit

Gulf  Guaranty Life  Ins. v .
Connecticut Gen. Life Ins., 
No. 01-60582 
(5th Cir. August 30, 2002)

Under the FAA, jurisdiction by the
courts to intervene into the arbitral
process prior to issuance of an award
is very limited. Courts are limited to
determinations regarding whether a
valid agreement to arbitrate exists
and the scope and enforcement of the
agreement, including the arbitrability
of given underlying disputes under the
agreement.  The FAA does not
provide for any court intervention prior

to issuance of an arbitration 
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award beyond the determination as

to whether an agreement to arbitrate

exists and enforcement of that

agreement by compelled arbitration

of claims that fall w ithin the scope of

the agreement even after the court

determines some default has

occurred. Ch alle nges to the

procedural aspects of arbitration are

for the arb itrator to decide, while

challenges to the substantive

arbitrability of disputes are for the

courts to decide.

Gandy v. Gandy, 

No. 02-50185 

(5th Cir. July 22, 2002)

Bankruptcy court has discretion to

ignore FAA and refuse to compel to

arbitration "core proceedings."

Westmoreland v. Sadoux, No. 01-

20793 

(5th Cir. July 18, 2002)

Vacatur of district court order
compelling arbitration with non-
signatory to arbitration agreement.
Fifth Circuit joins 1st and 9th circuits
in ruling that mere agency is not
enough to invoke an arbitration
agreement to which the agent is not a
party.  "There are two circumstances
under which a nonsignatory can
compel arbitration.  First, when the
signatory to a written agreement
containing an arbitration clause must
rely on the terms of the written
agreement in asserting its claims
against the nonsignatory. Second,
when the signatory to the contract
containing a arbitration clause raises
a l le g a t io n s  o f  s u b s t a n t i a l l y
interdependent and conce rted
misconduct by both the nonsignatory
and one or more of the signatories to
the contract."  Good - if brief -
discussion of the differences among
the circuits as to when a non-

signatory agent can invoke arbitration
agreement.

Investment Partners, L.P . v.

Glamour Shots Licensing, Inc.,

No. 01-60651 

(5th Cir. July 15, 2002)

Prohibition against punitive damages

in arbitration agreement does not

operate to prohibit award of statutory

treble damages under anti-trust laws.

As  such ,  pun it ive  damage s

proh ib i ti on does  no t  render

arbitration agreement void as against

public policy.

Downer v. Siegel, et al, 

Civ. Action No. 02-1706,

2002 U.S. Dist. LEXIS 17752 (E.D.

La. Sept. 19, 2002)

When the contract in question is

within the coverage of the Federal

Arbitration Act, if the claim is fraud in

the inducement of the arbitration

clause itself--an issue which goes to

the making of the agreement to

arbitrate--the federal court may

proceed to adjudicate it, but the

federal court cannot consider claims

of fraud in the inducement of the

contract  itself. Court also held that

§3 of the Federal Arbitration Act does

not require that an agreement be

signed in order to enforce an

arbitration agreement contained

within it.

Sixth Circuit

Fazio, et al v. Lehman Bros., et al,

2002 U.S. Dist. 15174 

(N.D. Ohio July 19, 2002)

Firms' motions to compel arbitration

of investors' claims relating to theft

by broker were denied as there was

no enforceable contract where there

was no meeting of the minds under

account agreements; broker intended

to steal money, not invest it.

Robert J. French, et al v. First

Union Securities

Case No. 3:02-0140, 

2002 U.S. Dist. LEXIS 14059 (M.D.

Tenn. June 24, 2002)

Putative class action involved failure

of BD (First Union) to d isclose to

customers broker's

shady background and customers'

claims that they wouldn't have

conducted business with broker (and

hence sustained their losses) had

they known. Lengthy  op inion

discusses (1) whether claims were

"in connection with purchase or sale

of a covered security" such that they

were preempted by SLUSA; (2)

Whether a broker not acting in a

discretionary capacity nonetheless

had a fiduciary duty to clients; (3)

Whether public availability of info

a b o u t  b ro k er  th ro u gh  C RD

preempted common law duty to

disclose the negative information,

whether on CRD or not; and, (4)

Whether NASD CAP Rule 10301

barred compulsory arb itration of all

c laims brought in putative class

action or just class claims (In a case

of first impression, the Court  -by its

o w n admiss ion  -  somewhat

sidestepped this issue.  First, it

dismissed the class claims for failure

to adequately plead damages.  It

then proceeded to interpret the CAP

Rule as allowing compulsory arb of

"non-class claims," because the

putative class action in which they

had been raised had been

dismissed.  Theory behind this was,

to rule otherwise would allow abuse

and circumvention of CAP Rule   by

appending non-class claims to

otherwise specious class action).
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Seventh Circuit

Nissan North America v. Jim

M'Lady Oldsmobile, Inc., 

No. 01-2993 

(7th Cir. October 3, 2002)

Non securities case.  Seventh Circuit

decides district court erred in

compelling arbitration because the

only contract in the record that

contains an arbitration clause, the

dealer agreement, expired by its own

terms before petitioner filed for

arbitration. Vacated and remanded.

Jack Green, et al v. Nuveen

Advisory Corp., 

No. 01-3671 

(7th Cir. July 8, 2002)

Interesting discussion of the fiduciary

duty  o f advisers unde r the

Investment Company Act and the

use of leverage in closed-end funds.

Tarrson v. BLC Partners, LP, et al

No. 01 C 7761,

2002 U.S. Dist. LEXIS 17880 (N.D.

Ill. Sept. 18, 2002)

Because Defendants specifically

moved to arbitrate before NASD in

New York under terms of customer

agreement, Court denied motion -

without prejudice - on the grounds

that, where an arbitration agreement

contains a forum selection clause,

only the district court in that forum

can issue a §4 order compelling

arbitration.

In re: Thomas D. Hiles, 

No. 02-81018, 

2002 Bankr. LEXIS 912 

(C.D. Ill. August 15, 2002)

State  cour t  a c t ions  aga ins t

securities dealers whose liability is

derivative of individual debtor-

broker not enjoined by automatic

stay provisions of bankruptcy code.

Additionally, state law claims against

debtor-broker with respect to which a

determination of his liability is a

prerequisite to recovery from non-

debtor codefendants are not stayed,

even though ultimate dischargeability

of any finding of the broker's liability

must be determined by bankruptcy

court and even though allowing state

court proceedings to go forward may

set debtor-broker up for a collateral

estoppel argument in a subsequent

non-dischargeability proceeding in

bankruptcy court.

Wilhelm  v. A.G. Edwards & Sons,

No. 02 C 31 

(N.D. Ill. June 21, 2002)

Suit brought on behalf of estate.

Decedent and her son opened a joint

trading account with the securities

broker at a time when decedent was

mentally  incom petent, and deposited

stocking having substantial value into

the account. The son, with the

broker's acquiescence, proceeded to

loot the account. The customer

agreement among the decedent, the

son, and the broker,  was silent on

the issue of who would decide

arbitrability. Thus, the parties did not

agree to have the arbitrator  decide

which issues were arbitrable, and the

issue of whether the parties' disputes

were arbitrable was properly before

the court. The court found that,

because the dispute over the

decedent's capacity to contract

directly   related to the making of the

agreement to arbitrate, it was for the

court to resolve. The executor

contended that his claims were under

common law, so that under the

applicable statute of limitations, as

tolled by the decedent's disability,

suit was timely. The broker argued,

and the court agreed, that the Illinois

Securities Law governed the 

executor's claims, which were based

on fraud, and that under its statute of

limitations that did not allow for

tolling, the suit was time-barred.

Eighth Circuit

Smart v. Sunshine Potato Flakes,

L.L.C., 

No. 01-3132 

(8th Cir. 10/07/2002)

Plaintiff appeals confirmation of

arbitration award.  Whether the

doctrine of election of remedies bars

defendant from bringing its motion to

confirm in the district court after

unsuccessfu lly attempting to remove

plaintiff`s state court action to the

federal court in New Mexico.

Whether the doctrines of preclusion,

estoppel, or election of remedies bar

a party from sequentially pursuing

alternative venues that may be

available. Affirmed.

Washington Square Securities v.

Sow ers, 

No.02-CV-976, 

2002 U.S. Dist. LEXIS 15957 (D.

Minn. August 12, 2002)

Selling away case.  Court decides

victims are "customers" and broker's

act iv i ties - when a lleged in

connection with firm's failure to

supervise - involves member firm's

business for the purposes of

determining member firm's obligation

to arbitrate under NASD CAP.  "[The

BD] seems to be asking the Court to

impose a very  high degree of control

on the investors, when it seems far

more reasonable to place the burden

of controlling stockbrokers upon the

brokerage firm with which they are

affiliated. It is, typically, the 
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brokerage firm's duty to exercise

s u p e r v is i o n o v e r  r e g i s t e r e d

representatives."

Broughton, et al v. Hold Brothers

On-Line Investment Services,

Civil No.01-1128, 

2002 U.S. Dist. LEXIS 15061 (D.

Minn. August 12, 2002)

Individual required to arbitrate breach

of contract claim against member

firm by virtue of signing U-4, even

though individual failed licensing

exam and member firm was not

signatory to U-4.

Ninth Circuit

Stone & Webster, Inc. v. Baker

Process, Inc., 

210 F.Supp.2d 1177 

(S.D. Cal. 2002)

Parties may contract around the FAA

via a choice-of-law clause.  That is,

parties to an arbitration agreement

subject to the FAA, may - through a

choice-of-law clause - choose to be

bound by state rules of arbitration

instead of the FAA.  While the FAA

pre-empts application of state laws

which render arbitration agreements

unenforceable, it does not follow,

however, that the federal law has

preclusive effect in a case where the

parties have chosen in their

arbitration agreement to abide by

state rules. To the contrary, because

the thrust of the federal law is that

arbitration is strictly a matter of

contract, the parties to an arbitration

agreement should be at liberty  to

 choose  the  terms under 

which they will arbitrate. Where

parties have chosen in their

agreement to abide by the state rules

of arbitration, application of the FAA

to prevent enforcement of those rules

would actually be inimical to the

policies  underlying state and federal

arbitration law, because it would

force the parties to arbitrate in a

manner contrary to their agreement.

Brookstreet Securities v. Bristol

Air, Inc., et al

No. C 02-0863, 

2002 U.S. Dist. LEXIS 16784 (N.D.

Cal. August 5, 2002)

Complaint to enjoin NASD arbitration

proceedings filed by a number of

investors arising out of losses in

accounts at Brookstreet maintained

by an individual not associated with

Brookstreet who had swindled

investors and deposited money in

Brookstreet account.  Detailed

discussion of BD 's obligation to

arbitrate disputes - including the

issue of arbitrability - in the absence

of any agreement between the

parties and entirely on the basis of

BD's NASD member status. What

constitutes a "customer" for the

purposes of the NASD CAP?

Tenth Circuit

Dumais v. American Golf,  No. 01-

2224 

(10th Cir. August 15, 2002)

Court joins other circuits in holding

that an arbitration agreement

allowing one party the unfettered

right      to    alter     the    arbitration

agreement's existence or its  scope is

illusory.

In re: Primeline Securities Corp.,

No. 00-3214  

(10th Cir. July 03, 2002)

Liquidation proceeding of a failed

broker-dealer. Claimants are not

entitled to SIPA customer status w ith

respect to funds sought to invest in a

pooled investment scheme or other

unidentified investment vehicle, but

are entitled to such status for funds

sought to invest in debentures.

Eleventh Circuit

SEC v. ETS Payphones , 

No. 01-10107 

(11th Cir. August 6, 2002)

Court decides that payphone

leaseback scheme did not constitute

securities because SEC could not

show that investors "expected profits

to be derived solely through the

efforts of others" as required under

the Howey  investment contract

analysis.

Terrell v. Amsouth Investment

Services, 

Case No: 8:02-cv-925

2002 U.S. Dist. 12489 

(M.D. Fla. July 3, 2002)

Terminated broker not required to

arbitrate his claim under Florida

Whistleblower's Act.  This conflicts

with Florida state court decision

issued in another case earlier this

year (Prudential Securities, Inc. v.

Katz, 807 So.2d 173 - see Summer

2002 PIABA Bar Journal)
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STATE COURTS

Arizona

Hallmark Industries, L.L.C. v. First

Systech International, 

52 P.3d 812 

(Ariz.App.Div.2 9/05/2002)

Good discussion of the "intertwining

doctrine" to avoid arbitration.

California

Frederick v. First Union Securities,

Inc., 

100 Cal.App.4th 694, 

122 Cal.Rptr.2d 774 (Cal.App. Dist.2

7/29/2002)

Plaintiff's shareholder derivative suit

compelled to arbitration where there

was a "broad arbitration agreem ent"

between corporation on whose

behalf plaintiff brought derivative suit

and broker-dealer defendant who

was market maker in corporation's

securities. 

Galoostian v. Dupone, 

No. B155065 

(Cal.App. Dist.2 7/25/2002)

UNPUBLISHED

Registered rep of Merrill Lynch, who

was not a signatory to arbitration

agreement between Merrill and

customers, was nonetheless entitled

to benefit of arbitration agreement

because complaint alleged that

registered rep was acting as Merrill's

agent.

Colorado

Joseph v. Viatica Managem ent,

LLC, 

No. 01CA1398 

(Colo.App. 08/01/2002)

Colorado Court of Appeals holds that

viaticals in question constituted

"securities" for the purposes of the

Colorado securities laws.

Florida

Brown v. McCutchen , 

819 So.2d 977 

(Fla.App.Dist.4 6/26/2002)

Court refuses to enjoin arbitration

brought against member-firm which

e x e c u t e d t ra d e s  p la c e d  by

Claimants' investment advisor.

Georgia

Progressive Data Systems, et al v.

Jefferson Randolph Corp., et al

No. S01G1765 

(Ga. 07/15/2002)

"Manifest disregard of the law" is not

a legitimate basis under Georgia

arbitration law to vacate an

arbitration award.

Illinois

A.G. Edwards, Inc. v. Secretary of

State, Department of Securities of

the State of Illinois , 

331 Ill.App.3d 1101, 

772 N.E.2d 362  

(Ill.App. 06/27/2002)

Appellate court affirms trial court's

ruling quashing  a  subpoena duces

tecum issued by Illinois securities

regulators for personal bank account

records of 3 brokers in AG E's

Waterloo, Illinois office after a routine

audit on the grounds that the

subpoena was an unconstitutional

invasion of privacy which exceeded

the regulators' powers under the

Illinois securities laws, and the

subpoena was not sufficiently  related

to the audit.

Minnesota

Benson-Moosbrugger v. Day, No.

C3-02-34 (Minn.App. 07/16/2002)

UNPUBLISHED

Good discussion of what constitutes

a "security," a "securities purchase"

and a "securities sale" for the

purposes of the Minnesota Securities

Act.

Missouri

Shervin v. Huntleigh Securities

Corporation, 

No. ED80271 

(Mo.App. E.D. 9/17/2002)

Husband, customer of BD, instructs

BD to transfer assets out of account

which BD knows customer's ex-w ife

has an interest in due to court order

entered in divorce proceedings.  BD

fulfills customer's transfer request 

without inform ing wife.  Wife - not a

customer of BD - sues for breach of

fiduciary duty and negligence.  Court

held that, even though wife not

customer of BD, BD had fiduciary

duty to wife and transfer constituted

a breach of that duty.
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Ohio

Perrysburg v. City of Rossford , 

2002 -Ohio- 5498 

(Ohio App.Dist.6 10/11/2002)

Discussion of what constitutes a

"security" for the purposes of the

Ohio Securities Act.

Glick v. Sokol, 

No. 01AP-1224 

(Ohio App.Dist.10 9/10/2002)

Ohio Court of Appeals rules that

viaticals sold to plaintiff-appellee

prior to amendment of Ohio

Securities Act to include viaticals as

covered sec urit ies were not

securities, even though the Ohio

Division of Securities had earlier

issued a ruling declaring the viaticals

sold to plaintiff-appellee to be

securities.

South Carolina

Bazzle v. Green Tree Financial

Corp., 

No. 25523 

(S.C. 08/26/2002)

Where arb itration agreement is silent

of the allowance of class-wide

arbitration, South Carolina Supreme

Court adopts "California" approach

and determines class-wide arbitration

is allowable under §4 of the FAA.

Good discussion of the views

different courts take on this issue.

Stokes v. Metropo litan Life

Insurance Company, 

No. 3551 

(S.C. App. 09/23/2002)

Terminated registered rep filed 

claim against employer for breach 

o f  c o n t r a c t ,  t re s p a s s  a n d

conversion.  Met Life moved to

compel all claims to arbitration

based on RR's U-4.  Trial court

compelled breach of contract to

arbitration, but refused to compel

trespass and conversion claims to

arbitration and compelled Met Life to

proceed with discovery in the court

proceeding.  South C arolina

Supreme Court reversed the trial

court, holding that trespass and

conversion claims arose out of the

termination of RR 's employment and

thus, must be arbitrated.

South Dakota

N a t u r e ' s  1 0  J e w e l e r s  v .

Gunderson, 

2002 S.D. 80, 648 N.W.2d 804, 

(S.D. 07/10/2002)

Where arbitration agreement was

executed months after franchisor 's

rights to sell franchises had been

revoked, arbitration agreement was

void and could not be enforced.

Texas

In re Lynch, 

No. 05-02-00381-CV (Tex.App.

Dist.5 10/1/02)

Plaintiff, a client of Salomon Smith

Barney (SSB) filed suit against 

SSB, Merrill Lynch and others

accusing them of engaging in a

global conspiracy "to artific ially

inflate the value of the securities,

particularly in the area of Internet

stocks, by issuing overly optimistic

reports and predictions, and making

secret arrangements with favored

d e a l e r s  a n d  c u s t o m e r s  to

manipulate the aftermarket, to

thereby secure for themselves

outrageous and obscene profits."

S S B  s u c c e s s fu l ly  co m pe l led

arbitration on basis of arbitration

agreement with Plaintiff.  Although

Plaintiff was not customer of Merrill,

Merrill also moved to compel

arbitration, which motion was 

denied by the trial court.  Texas

Court of Appeals reversed and 

compelled Plaintiff to arbitrate c laim

against Merrill on the grounds that

equi tab le  es toppe l a l low s a

nonsignatory to compel arbitration

when a signatory to a contract

containing an arbitration clause

raises allegations of substantially

interdependent and  con cer ted

misconduct by both the nonsignatory

and one or more of the signatories to

the contract.

Crown v. Wellness International

Network, Ltd., No. 05-00-01713-CV

(Tex.App.Dist.5 8/21/2002)

UNPUBLISHED

AAA arbitrator's non-disclosed

ow ne rs hip  in te rest in  m ajo r

competitor of one of the parties to the

arbitration is not sufficient evidence

of "evident partiality" to vacate

arbitration award.

Wisconsin

State v. Johnson, 

No. 01-1092-CR 

(Wis.App. 08/29/2002)

Discussion of promissory notes as

"securities" for the purposes of the

Wisconsin securities laws.

SEC
ADMINISTRATIVE

PROCEEDINGS

In the Matter of the Barr Financial

Group,

Administrative Proceeding

File No. 3-9918

2002 SEC LEXIS 1594

(June 21, 2002)

The Respondents,  The Barr

Financial Group, Inc. (BFG) and

Alfred E. Barr (Barr), violated

Section 207 of the Investment



Cases & Materials

PIABA Bar Journal Fall 200292

Advisers Act of 1940 by willfully

making material misstatements in

their Form ADV filings, specifically by

inflating the amount of assets under

management and lying about Barr's

education.

In the Matter of Portfolio Advisory

Services, LLC,

Administrative Proceeding File No. 3-

10807, 1940 Act Release No. 2038,

2002 SEC LEXIS 1591

(June 20, 2002)

From 1993 to 2000, PAS failed to

seek best execution in securities

transactions for certain advisory

clients by systematically interposing

a broker-dealer between clients and

a market maker on over-the-counter

(OTC) trades to compensate the

broker-dealer for referring c lients to

PAS. The interposed broker-dealer

received commissions despite

having no role in executing the

trades. Clients therefore paid

unnecessary commissions over and

above the markups or markdowns

already charged by the market

maker.

In the Matter of George J. Kolar,

Administrative Proceeding File No. 3-

9570, 1934 Act Release No.46127,

2002 SEC LEXIS 1647

(June 26, 2002)

Detroit metropolitan area manager

for Dean Witter  failed to exercise

rea so na ble  s u p erv is ion  over

reg istered representative who

violated registration and antifraud

provisions of the securities laws in

"selling away" case . Manager

suspended for six months from

association with any registered

broker or dealer in a supervisory

capacity, and fined $ 20,000.

In the Matter of Donna N.

M o r e h e a d ,  A d m i n i s t r a t i v e

Proceeding File No.3-10814,

1934 Act Release No.46121,

2002 SEC LEXIS 1623

(June 26, 2002)

From 1998 through 2001, a former

registered representative of FASCO

(and of other broker-dealers

registered  with the Commission)

willfully violated Section 17(a) of the

Securities Act of 1933 ("Securities

Act"), Section 10(b) of  the Exchange

Act and Rule 10b-5 thereunder, by

sw itch ing customers be tween

variable annuities in a series of

transactions that he knew, or was

reckless in disregarding, had no

economical value, for the purpose of

generating commiss ions. The

representative also made materially

misleading statements and omitted to

disclose material information to his

customers in connection w ith

variable annuity sa les, in order to

induce customers to switch from  one

variable annuity to another. 

During the period from September

1999 through May 2001, when

Morehead was the supervisor of the

registered representative at FASCO,

approx im ate ly  3 8  c u s t o m e rs

sw itched variable annuities in

approximately 47 transactions,  upon

t h e recommendat ion  o f  the

registered representative. Those

transactions resulted in significant

direct  charges assessed against the

customers. The switches also

generated hundreds of thousands of

dollars  [*4]  in commissions, paid by

the annuity issuers. Respondent

failed reasonably to supervise the

registered representative with a view

toward preventing and detecting his

secur it ies laws vio lations . In

particular, Respondent failed to

investigate  adequately  red 

flags raised by the numerous

switches of variable annuities and,

thus, failed to detect and prevent his

fraudulent conduct. 

In the Matter of Daniel Richard

Howard, Administrative Proceeding

File No. 3-10392

1934 Act Release No.46269,

2002 SEC LEXIS 1909

(July 26, 2002)

Appeal of NASD disciplinary action.

Even accepting broker's testimony

that elderly customer of modest

means wanted to purchase low-

priced, risky stocks, a broker's

recommendations must be consistent

with the best interest of customer.

Excessive trading in account also

constitutes unsuitability.

In the Matter of G. Bradley Taylor,

Administrative Proceeding File No.3-

9955,

2002 SEC LEXIS 2429

(Sept. 24, 2002)

Registered representative who was

also branch manager found to have

violated Section 17(a) of the <33 Act,

Section 10b of the <24 and and Rule

10b-5 by failing to disclose to his

customers and customers of the

brokers under his supervision that he

was receiving free shares of

company's stock in exchange for

selling stock to his customers and

encouraging brokers to sell the stock

to their clients.  Good discussion of

scienter and the fiduciary relationship

between a broker and his customers.
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AROUND
THE SROs

NASDR

Notices to Members

02-69 Clarification of Member

Obligations Regarding  Brokered

Certificates of Deposit

02-66 SEC Approves NASD Rule

2 3 1 5 ;  R e c o m m e n d a t io n s  to

Customers in OTC Equity Securities

02-64 NASD Advises Members that

Participation in Tying Arrangements

that Violate Federal Statutes Also

Violate Just and Equitable Principles

of Trade

02-61 SEC Approves Proposed

Changes to the Taping Rule and

NASD Interpretive Material 8310-2

02-59 SEC Approves Amendment to

Rule 10314 Regarding Specificity of

Answ ers Filed in  Arbit rat ion;

Effective October 14, 2002

02-58 SEC Approves Default

Procedures Regarding Suspended or

Terminated Respondents Who Fail to

Answer Arbitration Claims

02-57 Use of Negative Response

Letters for the Bulk Transfer of

Customer Accounts

02-53 NASD Files Proposal to

Amend Rule 3070 to Require Filing

of Criminal and Civil Complaints and

Arbitration Claims with NASD;

Revises "No Action" Letters

02-49 NASD Adopts Amendments to

IM-8310-2 Concerning Release of

Disciplinary Information to the Public

02-40 NASD Requests Comment On

Proposed Amendments to NASD

Rule 2320 (Best Execution Rule)

National Adjudicatory

Council Decisions

Dept. of Enforcement v. Morgan

Stanley DW, Inc., et al

Disc ip l i na ry P r o c e e d in g  N o.

CAF000045 (July 29, 2002)

Hearing Panel dismissed the case on

the grounds that the action was filed

beyond the time limits set forth in the

S e c u r i t i e s  a n d  E x c h a n g e

Commission's  decision in Jeffrey

Ainley Hayden, Exchange Act Rel.

No. 42772, 2000 SEC LEXIS 946

(May 11, 2000).  Held, Hearing

Panel's dismissal of the case

affirmed. 

Dept. of Enforcement v. Belden

D is c i p li n ary  P ro c ee d in g  N o.

C05010012 

(August 13, 2002)

Hearing panel found violations of

Conduct Rules 2110 and 2310 based

on unsuitability of recommending and

selling customer "B" shares of mutual

funds rather than "A" shares.

Affirmed.

NYSE

Information Memos

02-42 Alerting customers to

adjustments to o p t io n s  c o n t rac ts

resulting from corporate actions

02-40 Amendment to Rule 407

Regard ing  P r ivate S ec ur it ies

Transactions

02-37 Renewal of Supplementary

"Lis t Se lection" Methods for

Selecting Arbitrators

02-33 Increase in Honorarium for

Arbitrators

02-31 Update regarding NYSE Rule

351 - Associated Person Reporting

Requirements (Correction of version

contained in IM 02-29)

Hearing Panel Decisions

Prentice Securities, Inc., 

No. 02-150 (July 19, 2002)

R e c o m m e n d ed  sec ur i t ie s  to

customers which were unsuitable

and violated Rule 342 by failing to

reasonably supervise and control its

business activities.

Crowell Weeden & Co., 

No. 02-109 (May 22, 2002)

Violated Exchange Rule 345A by

permitting registered persons who

had not complied with continuing

education requirements to perform

duties requiring registration; Violated

Rule 401 by failing to conduct formal

analysis of best execution data;

Violated Rule 342.16 by failing to

supervise review of correspondence

of a producing branch manager;

Violated Rule 342 by failing to assure

c o m p l ia n c e  w i t h  c o n tinu in g

education and best execu tion

requirements.

Floor Broker Network, Inc., No. 02-

106 (May 24, 2002)

Violated Exchange Rule 342 in that it

failed to establish and maintain

a p p r o p r i a t e  p r o c e d u re s  f o r

supervision and control including a

separate system of follow up and

review.



An n o u n c e m e n ts  Fro m  
T h e  P IAB A O f f ic e

Office Staff:

Robin S. Ringo, Exec. Director

rsringo@piaba.org

Karrie Ferguson, Office Asst.

kferguson@piaba.org

Josh Edge, Website

joshedge@piaba.org

2241 W. Lindsey St., Ste. 500

Norman, OK   73069

Toll Free: 1.888.621.7484

Office: 1.405.360.8776

Fax: 1.405.360.2063

E-Mail: piaba@piaba.org

Website: www.PIABA.org

Up c o m in g  Ev e n ts :

PIABA Board of Directors Meeting, March 9-10, 2003.

Atlanta, Georgia. Location to be Announced.

PIABA 12  Annual Meeting, October 22 - 26, 2003. Lath

Quinta Resort, La Quinta, California.

Ne w  M e m b e rs :
(since publication of Summer 2002 issue of PIABA Bar

Journal)

Marcus Ambrose (760) 438-5656

Steven R. Andrews (850) 681-6416

Thomas Bailey (516) 745-5605

Burton M. Bentley (602) 861-3055

Rina Bersohn (516) 876-4213

William  Brattain, II (907) 277-3232

Richard  E. Brodsky (305) 442-1101

Margery S.  Bronster (808) 524-5644

Robert Brown (513) 381-2121

Thomas Caldwell (317) 598-2054

Andrew P. Campbell (205) 803-0051

Maria M. Cardenas (210) 231-0919

Roger F. Claxton (214) 969-9029

Gary Clouse (310) 458-3860

William John Cornwell (561) 997-9995

W. Wright Danebarger (603) 629-4567

John P. Daniel (850) 432-2451

Member Members (con’t)

John  Davis (415) 391-9999

Leo Desmond (973) 726-4242

Deborah Dickstein (954) 423-6000

Irving M. Einhorn (310) 207-8994

Jeffrey Essner (408) 286-9800

Colleen M. Flynn (813) 225-2500

Ross Bennett Gampel (305) 856-4577

D. Charles  Gantz (317) 882-2901

Steve Gard (770) 673-0440

David  George (713) 339-3233

John Getz (305) 770-0003

Caroline Smith Gidiere (205) 803-0051

Charles L. Gregory (404) 873-8500

Sandor Grossman (312) 952-9027

Kurt A. Harper (316) 267-1281

James Hooper (407) 849-0167

Drew C. Hunsinger (503) 222-7495

Robert W. Jackson (434) 951-7223

Sidney W. Jackson (251) 433-6699

Peter L. Jacobs (212) 856-9595

Peter L Kaufman (850) 435-7107

Michael Knoll (914) 629-0276

Joseph C. Korsak (717) 854-3175

H. Dale Langley, Jr. (512) 477-3830

Andrew Dale Ledbetter (954) 537-4849

Richard A. Lewins (972) 934-1313

Anthony A. Liberatore (310) 664-6775

Scott J. Liotta (407) 849-0167

Judith Rosen Lipner (631) 462-3434

Raymer F. Maguire (407) 228-9522

Michael P.  McClaren (716) 842-2800

Jay McDaniel (212) 265-6888

Kenneth Meyer (213) 385-2716

J. Manuel Neyra (305) 826-8866

Jeffrey Pederson (303) 792-5595

Charles M.  Penzien (586) 463-8000

Susan N.  Perkins (212) 316-6742

James L. Perry (251) 625-0046

Nancy Rowen (480) 596-1986

Alan Sachs (702) 796-5221

Joe Scarborough (850) 435-7091

William Martin Seiler (901) 843-7688

Phil Sever (440) 230-1606

Steven Shockett (866) 524-1110

Scott Silver (954) 423-6000

Cynthia Speetjens (601) 969-9999

Arnold Y. Steinberg (412) 434-1190

Michael A. Stratton (203) 336-4421

Michael Strickland (334) 269-3230

Gregory Tendrich (561) 733-5113

Robert Tobey (214) 741-6260

Rhett Traband (305) 536-1112

Salim N.  Turk (310) 664-6775

Paul Vettori (410) 825-1050

Mark E.  Walker (850) 681-6416

Hayes  Young (212) 766-1200
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