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President’s 
Column 
 
Laurence S. Schultz 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Larry Schultz is a graduate of the 
University of Michigan Law School 
and has practiced in both Chicago 
and Detroit.  He is a founding 
member and shareholder of the 
Troy, Michigan, law firm Driggers, 
Schultz & Herbst.  He has 
specialized in securities law, with 
specific emphasis on securities 
litigation and arbitration, for over 
twenty years. He can be reached at 
248-649-6000 or lssarb@aol.com. 

PIABA is a vibrant and dynamic organization committed to 
representing the interests of public investors against one of 
the most economically and politically powerful industries in 
the country.  
 
So many of you have made great contributions to this effort. 
And as a result we have had an important impact on the 
investor arbitration practice and have helped the public to 
recover many many millions of dollars in wrongful brokerage 
losses.  
 
And yet there is so much more we can do.  
 
Let me give you just one idea for a new project which can 
help everyone of us be more effective and could even help 
make some changes in the system.  
 
One of our strongest weapons is the Internet.  
 
We have used it most effectively for information sharing. The 
PIABA list serve has been invaluable for most, if not all of us.  
 
But we need to go further as an organization in gathering and 
dissemination information. We have the resources. We only 
need to use them.  
 
I invite you to participate in a project gathering 
comprehensive information on brokerage firm sanctions. The 
idea is to search the CRD, the FINRA and SEC web sites as 
well as other sources to compile a list of sanctions against 
the major brokerage firms. We will cover the period from 
January 1, 2000 to the current date (information would then 
be updated on a regular basis). Our objective would be to 
maintain a master list for each firm which shows the 
sanctions by date, description, and dollar amount.  
 
Things we would reveal would include: (i) the firms which 
routinely violate regulatory rules; (ii) the many resulting 
nominal fines and other meaningless sanctions; (iii) who gets 
the fine money demonstrating that the real victims get little 
benefit; and (iii) repetitive violations of specific rules, i.e.., 
supervision.  
 
No doubt the media would be interested in our results. Also, 
members will be able to access a specific firm’s record 
immediately. The value in an arbitration could be significant. 
For example wouldn't it be nice to show a pattern of repeated 
firm supervision sanctions in a case where you were alleging 
that firm’s lack of supervision. And how about challenging an 
arbitrator in a case where his firm has sanctions for the same 
wrongdoing as alleged in your case. And wouldn't it be 
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important to see how much money goes into 
regulatory coffers for fines relating to wrongs 
against investors, while the victims are left to 
pay fees and costs of trying to recover losses 
attributable to that very wrongdoing. And 
shouldn't we point out how often as fines are 
paid to regulators the brokerage firms are 
allowed to bullet proof themselves against 
investors by neither admitting nor denying 
liability and stipulating with the regulators that 
the findings are not admissible in other 
proceedings.  
 
 
 
 

There is a wealth of material here. We only 
need to dig it out, compile it, and analyze it. 
So I'm asking for volunteers to “adopt a firm.” 
I have already begun an analysis of Merrill 
Lynch, so that big dog is taken. If you would 
like to participate, email me with your firm 
name(s). I would like to get this started and 
have some results in the next 90 days.  
 
I would also be happy to hear any 
suggestions you may have on the project 
itself or the use of the resulting information  
 
Have a great holiday. Or, hope you had a 
great holiday. 
 
    Larry  
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Framing the Issue- 
Liability for Losses 
on Transferred in 
Securities 
Grounded on  
Non-Disclosure 
and on Violation of 
High Standards of 
Commercial Honor 
 
Charles Hunter 
 
 
 
 
Charles Hunter is an attorney 
admitted to practice law in 
California.  He currently practices 
with The Hayes Law Firm, a 
securities arbitration firm based in 
Houston, Texas. Mr. Hunter is a 
graduate of the University Of Texas 
School Of Law (JD, 1980) and the 
UT McCombs School of Business 
(BBA, Finance cum laude, 1977).  
His work in areas other than the law 
have been as a consultant to large 
churches and non-profits across the 
nation on issues of executive 
compensation and as a third-party 
manager of executive benefit plans 
for Fortune 500 companies and other 
large employers in the Southwest.   
 

Success in obtaining damages for losses on securities 
transferred in to an account from a previous brokerage house 
may be a simple matter of framing the issues correctly.  
Respondents disclaim liability for such losses at hearing based 
on a very literal reading of the NASD suitability rule, which 
requires brokers to make suitable recommendations in the 
“purchase, sale or exchange” of a security.  Respondents 
argue that they cannot be liable for transferred in securities 
because they did not recommend their purchase, sale or 
exchange. 
 
The NASD may not intend so literal an interpretation of its rule.  
Rules of the NASD and NYSE tend to echo each other, and 
the NYSE rules more broadly define the suitability duties of 
brokers to include recommendations to hold. 
 
Moreover, Claimants may find success if they frame the 
liability issue not as a suitability violation, but instead either as 
fraud for failure to disclose material facts, or as a violation of 
the NASD’s rule requiring the observance of observe high 
standards of commercial honor and just and equitable 
principles of trade. 
 
Suitability Rules 
 
NASD rule 23101 requires brokers to make suitable 
recommendations in certain specified transactions, as follows: 

 
In recommending to a customer the purchase, sale 
or exchange of any security, a member shall have 
reasonable grounds for believing that  
the recommendation is suitable for such customer 
upon the basis of the facts, if any, disclosed by such 
customer as to his other security holdings and as to 
his financial situation and needs.  

 
NASD rule 2310(a) (emphasis supplied).  The rule is silent on 
recommendations to hold securities.  Often, securities 

____________________________________________ 

1 The NASD and regulatory arms of the NYSE have recently merged in The Financial Industry 
Regulatory Authority (“FINRA”). The FINRA rulebook currently consists of both NASD Rules and 
certain NYSE Rules that FINRA has incorporated (Incorporated NYSE Rules). 

The Incorporated NYSE Rules apply solely to those members of FINRA that are also members 
of NYSE on or after July 30, 2007, referred to as "Dual Members." Dual Members also must 
comply with NASD Rules. 

Firms that were members only of NASD as of July 30, 2007, remain subject only to NASD Rules, 
provided they do not become NYSE members in which case they would be subject to both 
NASD Rules and the Incorporated NYSE Rules. Similarly, a firm that becomes a new member of 
FINRA only (and not a member of NYSE) will be subject only to NASD Rules. 
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transferred in from another brokerage are 
immediately liquidated and the funds are 
reinvested.  Where the securities are held in 
the new account for more than the few 
months that a Respondent could argue it 
might need to evaluate the portfolio and 
existing market conditions, Claimant can 
argue that the broker implicitly recommended 
that the securities be held in the account 
simply because the broker has not made a 
recommendation to sell them. 
 
The length of time requisite to such a claim 
could be tied to quarterly reports, where the 
broker testifies that he reviewed the account 
quarterly with Claimant.  Similarly, some 
houses have written policies requiring all 
accounts to be reviewed at least once 
annually. 
 
In cases against member firms of the NYSE, 
two rules help Claimant.  The NYSE 
suitability rule is broader than NASD rule 
2310 and explicitly requires due diligence as 
to accounts, as follows: 

 
Every member organization is required . 
. . to 

 
(1) Use due diligence to learn the 

essential facts relative to 
every customer, every order, 
every cash or margin 
account accepted or carried 
by such organization and 
every person holding power of 
attorney over any account 
accepted or carried by such 
organization. 
 

Supervision of Accounts  
 

(2) Supervise diligently all accounts 
handled by registered 
representatives of the organization. 

Approval of Accounts  
 

(3) Specifically approve the opening of 
an account prior to or   promptly 
after the completion of any 
transaction for the account of or with 
a customer . . . .  The . . . person 
approving the opening of the 
account shall, prior to giving his 
approval, be personally informed as 
to the essential facts relative to the 
customer and to the nature of the 
proposed account.  

 
NYSE rule 405.  Thus, Claimants may argue 
that responsibility at the new firm for the 
securities transferred into an account is an 
“essential fact” relative to the “customer” or 
“account” “accepted or carried” by the new 
firm.  Additionally, these essential facts 
require approval “promptly after the 
completion of any transaction for the account 
or with [the] customer” and continuing 
“supervision” by the firm.   
 
Moreover, the transferred in securities must 
be considered by the broker when making 
any recommendation to buy or sell in the new 
account because NASD rule 2310 requires 
him or her to consider the customer’s “other 
security holdings.”  If the transferred in 
securities are too risky for the customer’s 
investment objectives and risk tolerance as 
determined by the new firm, or if they result in 
the account being improperly diversified or 
improperly allocated among asset classes, 
then the broker would have a duty to speak 
because he or she could not make the new 
recommendation without reference to the 
transferred in securities.  Similarly, the branch 
office manager or compliance officer could 
not approve the new trade without reference 
to the securities transferred in. 
 
Additionally, NYSE interpretations of its rule 

______________________________________________________________

All FINRA members are subject to the FINRA By-Laws and Schedules to the By-Laws. 
In interpreting the rule sets, FINRA will continue to apply the same interpretive materials that 
NASD and NYSE applied prior to the merger. For example, FINRA will consider existing NASD 
interpretive letters and Notices to Members in applying NASD Rules and the NYSE Rule 
Interpretations Handbook and Information Memos in applying the Incorporated NYSE Rules. 
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4722 have stated explicitly since 1992 that 
“recommendation” includes recommendations 
to hold, as follows: 
 

For purposes of these standards, the 
term “recommendation” includes any 
advice, suggestion or other statement, 
written or oral, that is intended, or can 
reasonably be expected, to influence a 
customer to purchase, sell or hold a 
security. 

 
NYSE IM 92-5.  While NYSE rule 472 
pertains to communications to the public, no 
rational basis exists to distinguish disclosure 
required in those communications from 
disclosures required in investment advice 
given individually to a customer. 
 
Failure to Disclose Material Facts 
 
Brokers never mention to a new customer 
that his or her firm will disclaim liability for 
losses on securities transferred in from 
another brokerage firm.  Similarly, customer 
agreements and account brochures are silent 
on this issue, too.   
 
The essence of the broker’s duties to a 
customer is disclosure.  Whether or not a 
fiduciary relationship exists with the broker, 

the customer cannot be expected to operate 
in the dark.  The NASD and NYSE have 
continually reminded their members of the 
duty to disclose material facts to customers.  
For example, NASD Notice to Members 94-
16 dealing with mutual fund sales practices 
reminds members and associated persons 
that they must not only recommend suitable 
investments for their customers, but they also 
must “disclose and discuss” facts “if the 
circumstances surrounding [the investor’s 
decision] lead one to believe the investor 
would regard a fact as material to his 
decision.” (Emphasis supplied.) 
 
Certainly, the customer, if asked, would 
testify that information about the liability of the 
firm for losses on securities transferred in 
from a previous house would have been 
important to him or her at account opening.  
With this information, the customer could 
decide whether to liquidate the positions to 
cash or to hold the securities in a 
discretionary account so that the new broker 
and brokerage firm would be accountable for 
losses.  Thus, this information is material to 
the investment relationship and must be 
disclosed to the customer.  Failure to disclose 
this material fact is fraud regardless of the 
existence or non-existence of any duty to 
make suitable recommendations respecting 

______________________________________________________________

2 NYSE rule 472 governs information communicated to the public.  Among its provisions are 
the following: 

(i) General Standards for All Communications  
No member organization shall utilize any communication which contains (i) any untrue 
statement or omission of a material fact or is otherwise false or misleading; or (ii) 
promises of specific results, exaggerated or unwarranted claims; or (iii) opinions for 
which there is no reasonable basis; or (iv) projections or forecasts of future events 
which are not clearly labeled as forecasts.  

(j) Specific Standards for Communications  
(1) Recommendations  
A recommendation (even though not labeled as a recommendation) must have a basis 
which can be substantiated as reasonable.  

When recommending the purchase, sale or switch of specific securities, supporting 
information must be provided or offered.  

The market price at the time the recommendation is made must be indicated. 
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the transferred securities. 
 
Violation of High Standards of 
Commercial Honor and  
Just and Equitable Principles of Trade3 
 
NASD rules set forth the standard of care in 
an investment relationship, and it is a high 
standard.  The rules require that “[a] member, 
in the conduct of its business, shall observe 
high standards of commercial honor and just 
and equitable principles of trade.”  NASD rule 
2110.  This overriding standard of care has 
been construed to reach a wide range of 
activity in the securities business.  As one 
securities expert notes on his website: 
 

The basis of this rule is nothing less 
than Section 15A of the Securities 
Exchange Act of 1934 which requires 
the NASD, as a registered securities 
association, to have and enforce rules 
that "promote just and equitable 
principles of trade."   

 
One court has suggested that Rule 2110 
is to ensure "professionalism." The SEC 
has commented that the rule gives the 
NASD authority to impose sanctions for 
"moral standards" even if there is no 
"unlawful" conduct.  The NASD has 
stated that it applies when there is "bad 
faith."   

 
Rule 2110 has been applied to 
numerous types of securities related 
activities, whether or not there is a 
violation of a more specific, companion 
provision of the NASD rules.  For 
example, in one decision, Alaska 
securities regulators found that the 
broker had violated the rule by 1) having 
a customer sign and date a blank new 
account form; 2) delaying (for three 
weeks) the execution of the investment 
program to which the customers had 
agreed; 3) failing to return phone calls of 
the customer promptly to discuss 
concerns of the customer; and 4) failing 

to promptly notify the firm's compliance 
department and keep it informed.   

 
Brokers also have violated Rule 2110 
when they have:  Sold securities that 
were neither registered nor exempt from 
registration; sold securities pursuant to 
private placement memoranda that 
contained material misrepresentations 
and omissions; improperly withheld 
customer funds and "deliberately" took 
advantage of an unsophisticated 
customer; recommended purchase of 
speculative warrants; failed to disclose 
the solicitation of outside business 
activities; induced an elderly customer 
to make a large, unsecured loan; 
delayed refunding customer funds to 
customers; forged signatures on 
documents; and used customer funds 
for personal benefit rather than the 
customer's benefit.   

 
Mason Dinehart, Legal Duties of 
Stockbrokers: Fair Dealing, 
http://www.fend.com/ldos.html  

 
These wide ranging applications of the high 
standard of care in the investment 
relationship indicate that the rule must also 
prohibit a firm from disclaiming liability for 
losses on transferred in securities where it 
has not disclosed and discussed with the 
client that it would not take responsibility for 
securities purchased at another firm.  It is 
simply not fair and certainly is not honorable, 
just or equitable for the customer to be 
uninformed of any alleged limitation of the 
firm’s liability.  At the very least, the customer 
agreement should contain a disclaimer in 
boldface and capitals, much like the 
mandated arbitration clause, and the broker 
should note records that he or she informed 
the customer of the disclaimer of liability and 
also discussed the customer’s options 
respecting the transferred securities. 
 
The after-the-fact disclaimer of liability is 
particularly reprehensible where the 

______________________________________________________________

3 The author acknowledges Michael Brown and the source for this strategy. 
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transferred securities are held in a wrap 
account or non-managed fee based account.  
NYSE rule 405A requires disclosure of 
“sufficient information for the customer to 
make a reasonably informed determination 
whether the [account] is appropriate to suit 
[his or her] anticipated needs.”  Certainly, a 
customer must be informed of any claim to 
limited liability on assets for which he or she 
will pay an annual fee regardless of sales 
activity. 
 
Regardless whether the securities are placed 
in a non-managed fee based account, the 
new broker must have promised some 
increased level of performance that would 
inferentially include that he or she would 
make timely recommendations regarding the 
transferred securities.  The account did not 
simply float over to the new house on its own.  
Testimony by the customer may establish 
promises by the broker to care for the 
customer’s securities.  Thus, the firm’s 
disclaimer of liability on the transferred 
securities would not only violate NASD rule 
2110, but it would also constitute a breach of 
contract. 
 
Litigation Strategy on Securities 
Transferred In 
 
Because of Respondent’s success in framing 
the argument as “suitability” on transferred in 
securities, some practitioners have opted for 
the strategy of filing a claim against both 
investment houses involved in the transfer.  
Having both houses in the claim prevents one 
from defending on the basis that it did not 
recommend the purchase of the security and 
the other from complaining that it had no 
control over the security to recommend a sale 
when it was declining in value. 
 
Conclusion 
 
Respondents have prevailed too often by 
urging arbitrators to adopt a strict 
interpretation of the NASD suitability rule. 
Whether or not the rule is as limited in scope 
as Respondents claim, the Claimants’ bar 

must frame the argument on transferred 
securities to include issues of non-disclosure 
of material facts and violation of the high 
standards of care in the investment 
relationship.  That a brokerage firm receiving 
securities would disclaim any responsibility 
for them is outrageous.  In their guts, 
arbitrators know this.  By framing the issues 
properly, we can show arbitration panels how 
to hold receiving brokerage firms responsible 
for losses on transferred securities. 
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A Measure of Quality and 
Quantity - Market Adjusted 
Damages as Proof of the 
Broker’s Failure to Diversify 
- a Causal Connection 
Between Malfeasance and 
Damages  
 
Charles Hunter and  
Lawrence Melton 
 
 
 
 
 
Charles Hunter is an attorney admitted to practice law 
in California.  He currently practices with The Hayes 
Law Firm, a securities arbitration firm based in 
Houston, Texas. Mr. Hunter is a graduate of the 
University Of Texas School Of Law (JD, 1980) and 
the UT McCombs School of Business (BBA, Finance 
cum laude, 1977).  His work in areas other than the 
law have been as a consultant to large churches and 
non-profits across the nation on issues of executive 
compensation and as a third-party manager of 
executive benefit plans for Fortune 500 companies 
and other large employers in the Southwest.  Mr. 
Hunter presented this paper this October at the 
PIABA 2007 Annual Meeting. He may be reached at 
(713) 862-2152 or lmelton@dhayeslaw.com.  
 
Lawrence C. Melton is an attorney at The Hayes Law 
Firm in Houston, Texas.  Mr. Melton sits on the PIABA 
Amicus Committee.  He received his Juris Doctor in 
2001 from The College of William and Mary, School of 
Law in Williamsburg, Virginia.  He graduated with 
honors from the University of Texas in 1997, receiving 
a Bachelor of Arts.  He is a licensed member in good 
standing of the State Bar of Texas, and a member of 
the American Bar Association and Houston Bar 
Association.  Mr. Melton is the author of “About 
Broker Fraud Blog,” located at www.aboutbrokerfraud. 
com. He may be reached at (713) 862-2152 or 
chunter@dhayeslaw.com. 
 
 

Claimants often request “Market Adjusted 
Damages” or “Prudently Managed Account 
Damages”1 (“MAD damages”) in securities 
arbitrations because investments are made in 
an environment that respects the time value of 
money.  The more commonly awarded “Net 
Out of Pocket” damages (which are damages 
from an accounting point of view – money in, 
less money out) are less appropriate in 
securities cases precisely because they do not 
include expected, promised, or even fair rates 
of return on principal that has been lost to bad 
investment advice. 
 
Nonetheless, arbitration panels typically ignore 
requests for MAD damages ostensibly 
because they believe either that such damages 
are not allowed by securities laws, or because 
they view MAD damages as a “speculative” 
exercise in “cherry-picking.”    
 
The message of this paper and the breakout 
session it supports is that Claimants must 
educate arbitrators that MAD damages are 
causally connected to investment decisions 
such that they naturally flow from the 
consequences of unsuitable or fraudulent 
recommendations.   
 
MAD damages not only calculate the true 
losses of an investor, but they also measure 
the degree of fault of the broker.  That is, they 
reveal the quality2 of the investment advice as 
well as the quantity of damages in a securities 
case. 
 
Net Out of Pocket Damages 
 
Although the origin of “Net Out of Pocket” 
damages supposedly arises from securities 
laws, neither the applicable federal statute nor 
the leading Supreme Court case interpreting it 
references this measure of damages.  
However, state statutes often define securities 
fraud damages in terms and measurements 
that approximate “net out of pocket losses.” 

______________________________________ 
1 Prudently managed account damages are “the amount of the loss [calculated] by weighing the actual 
value of the trust principal against what the value would have been had it been prudently managed.” 
First Alabama Bank of Huntsville v. Spragins, 515 So.2d 962, 964 (Ala. 1987).
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The applicable federal statute restricts 
recovery on fraud claims under Rule 10b-5 
to “actual damages,” as follows:  
 

[N]o person permitted to maintain a 
suit for damages under the provisions 
of this chapter shall recover, through 
satisfaction of judgment in one or more 
actions, a total amount in excess of 
his actual damages on account of the 
act complained of. 
 

15 U.S.C.A. § 78bb(a) (emphasis supplied). 
 
Courts have differed on the meaning of 
“actual damages.”  They seem to agree 
that "actual damages" means some form of 
economic loss. Ryan v. Foster & Marshall, 
Inc., 556 F.2d 460 (9th Cir. 1977).   
However, other than the Tenth Circuit, no 
federal court digested under § 78bb(a) has 
given more than lip service to net out of 
pocket damages as the “ordinary” recovery, 
Rowe v. Maremont Corp.,  650 F.Supp. 
1091, 1113 (N.D.Ill., 1986), as Respondents 
so love to claim. 
 
According to the Tenth Circuit: 
 

‘Actual damages,’ under the Federal 
rule of damages for fraud is the ‘out of 
pocket rule.’ In the Federal courts the 
measure of damages recoverable by 
one who through fraud or 
misrepresentation has been induced to 
purchase bonds or corporate stock, is 
the difference between the contract 
price, or the price paid, and the real or 
actual value at the date of the sale, 
together with such outlays as are 
attributable to the defendant's conduct.  

Or in other words, the difference between 
the amount parted with and the value of the 
thing received. [Citations omitted.] 
According to this theory, the question is not 
what the plaintiff might have gained, but 
what he has lost by being deceived into the 
purchase; the defendant is liable to 
respond in such damages as naturally and 
proximately result from the fraud; he is 
bound to make good the loss sustained- 
such moneys as the plaintiff has paid 
out, with interest, and any other outlay 
legitimately attributable to the defendant's 
fraudulent conduct- but this liability does 
not include the expectant fruits of an 
unrealized speculation. Smith v. Bolles, 
supra, 132 U.S. 125, 10 S.Ct. 39. 

 
Estate Counseling Service, Inc. v. Merrill 
Lynch, Pierce, Fenner & Smith, Inc., 303 F.2d 
527, 533 (10th Cir. 1962) (emphasis added) 
quoted in Richardson v. MacArthur,  451 F.2d 
35, 43 (10th Cir. 1971). 
 
However, when the Supreme Court wrote 
about securities fraud damages the year 
following the Tenth Circuit’s pronouncement in 
the Richardson case, it made no mention “the 
net out of pocket rule.”  In Affiliated Ute 
Citizens of Utah v. U. S., 406 U.S. 128 (1972), 
the Supreme Court addressed the proper 
measure of damages in the context of sales of 
shares at a price below fair value induced by 
fraud.  The Court noted: 
 

In our view, the correct measure of 
damages under § 28 of the Act, 15 U.S.C. 
§ 78bb(a), is the difference between the 
fair value of all that the mixed-blood seller 
received and the fair value of what he 
would have received had there been no 

______________________________________________________
2 The authors wish to acknowledge Faheem Ansari as the origin of the concept of “quality of damages” 
as used in this paper. Faheem Ansari is an analyst at The Hayes Law Firm. Faheem holds a certificate 
in Finance & Accounting from Rice University. He also holds a Bachelor's Degree from the University of 
Houston in Public Relations and Business Administration, and is presently an MBA candidate at the 
University of Houston, Clear Lake. Faheem has done internships at some of the largest national 
brokerage houses, including Merill Lynch and Morgan Stanley Dean Witter. Before joining The Hayes 
Law Firm, He was an associate at a private investment firm in Houston, Texas. He was a registered 
representative with the National Association of Securities Dealers for five years. 
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fraudulent conduct, see Myzel v. 
Fields, 386 F.2d 718, 748 (CA8 1967), 
cert. denied, 390 U.S. 951, 88 S.Ct. 
1043, 19 L.Ed.2d 1143 (1968), except 
for the situation where the defendant 
received more than the seller's actual 
loss. In the latter case damages are 
the amount of the defendant's profit. 
See Janigan v. Taylor, 344 F.2d 781, 
786 (CA1 1965), cert. denied, 382 U.S. 
879, 86 S.Ct. 163, 15 L.Ed.2d 120 
(1965). 

 
406 U.S. at 155.   
 
The Eight Circuit case cited with approval 
by the Court states that net out of pocket 
losses are “the least amount to which a 
plaintiff may be entitled.”   Myzel v. Fields, 
386 F.2d 718, 743 (8th Cir. 1967).   
 

The ‘out of pocket’ theory is the 
measure of damages early adopted in 
pre-Erie Federal cases involving fraud 
and deceit. [Citations omitted.] 
However, where fungibles such as 
corporate stock have no ready market 
value and actually fluctuate in value, 
different measures or modified versions 
of the same theory become more 
appropriate. [Citations omitted.] 

 
Id. at 745. 
 
Indeed, instead of calculating fraud 
damages by reference to “actual sales 
prices in a market so isolated and so thin as 
this one,” 406 U.S. at 155, the Affiliated Ute 
Court approved the share valuation 
calculated by the trial court, which 
considered expert opinion in an effort to 
determine the worth of the undivided 
mineral interest underlying the shares. 
 
Courts have subsequently relied on 
Affiliated Ute as authority to go beyond “the 
rule.” For example, in Rowe v. Maremont 
Corp.,  650 F.Supp. 1091 (N.D.Ill.,1986), the 
court noted in dicta that the disgorgement of 

profits may be the proper measure of damages 
where the profit realized by the defendant is 
more than the loss suffered by the plaintiff.  
The court reasoned that, although the literal 
language of Affiliated Ute encompasses this 
case, the rescissory measure of damages 
mentioned in the Affiliated Ute case 
“contemplates a return of the injured party to 
the position he occupied before he was 
induced by wrongful conduct to enter the 
transaction.” Nelson v. Serwold, 576 F.2d 
1332, 1339 (9th Cir.), cert. denied, 439 U.S. 
970 (1978).  
 

In other words, disgorgement of profits is 
appropriate only where the profits are 
“causally related” to the wrongdoing, SEC 
v. MacDonald, 699 F.2d 47, 54 (1st 
Cir.1983), and the profits to be recovered 
must therefore be limited to those 
accretions which occurred up to a 
reasonable time after plaintiffs discovered 
the truth. Id. at 53. 

 
Id. at 1113 (emphasis supplied).  
 
Other courts have found that "actual damages" 
speaks only in general terms and that its 
overall intent is not to restrict the forms of 
nonspeculative, compensatory damages 
available to defrauded parties. One purpose of 
securities laws is to compensate civil plaintiffs 
for economic loss as result of wrongs 
committed, whether the measure of those 
compensatory damages is out-of-pocket loss, 
the benefit of the bargain, or some other 
appropriate standard. Osofsky v. Zipf, 645 F.2d 
107 (2nd Cir. 1981). 
 
Perhaps the continued dogged reliance on net 
out of pocket damages stems from state 
securities acts.  States often codify the net out 
of pocket rule as the remedy for fraud and 
other violations.  For example, the Florida 
Securities Act is quite specific in providing as 
follows: 
 

(5) In an action for damages brought by a 
seller of a security, the plaintiff shall 
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 recover an amount equal to the 
 difference between: 

 
(a) The value of the security at the 
time of the complaint, plus the 
amount of any income received by 
the defendant on the security; and 
 
(b) The consideration received for 
the security, plus interest at the legal 
rate from the date of sale. 

 
Fla. Sec. Act § 517.211.   
 
The Ohio Securities Act is a little less 
specific when it provides for recovery of 
losses due to fraudulent advice, as follows: 
 

Whoever acts as an investment adviser 
or investment adviser representative in 
violation of Chapter 1707 of the 
Revised Code shall be liable for 
damages resulting from the violation in 
an action at law in a court of competent 
jurisdiction. Damages may include 
consideration paid for the advice, 
any loss due to the advice, and all 
court costs, less the amount of any 
income received from the advice.  

 
Ohio Rev. Code § 1707.42   “Any loss due 
to the advice” seems pleasantly broad 
enough to encompass MAD damages. 
 
The California Securities Act provides for a 
calculation based on “market value,” as 
follows: 
 

Any person who willfully participates in 
any act or transaction in violation of 
Section 25400 [proscribing various 
fraudulent acts] shall be liable to any 
other person who purchases or sells any 
security at a price which was affected by 
such act or transaction for the damages 
sustained by the latter as a result of 
such act or transaction. Such damages 
shall be the difference between the 
price at which such other person 

purchased or sold securities and the 
market value which such securities 
would have had at the time of his 
purchase or sale in the absence of such 
act or transaction, plus interest at the 
legal rate.   

 
Cal. Corp. Code § 25500 (emphasis supplied). 
 
Note that none of these state statutes define 
compensable loss as “net out of pocket” 
losses.  
Neither federal nor state laws define securities 
fraud damages in terms that limit recovery to 
an accountant’s “money in, money out” 
analysis.  The job of the advocate, then, is to 
educate our misinformed panelists and to help 
them understand how alternative measures of 
damages are “causally related” to the 
wrongdoing in our cases. 
 
Diversification and Asset Allocation 
 
The investment industry has adopted the 
findings of finance professors and statisticians 
that diversification and asset allocation are 
compelling tools to reduce volatility and risk in 
an investment portfolio.  Website and 
marketing materials of the major investment 
houses have espoused the benefits of these 
tools for years.  Unfortunately, the houses 
have not required their sales forces to employ 
these tools in making recommendations to 
customers.  Nor have they done much to 
supervise customer accounts either for 
diversification, or for compliance with asset 
allocation models.  At the very least, the 
houses are negligent if they fail to follow these 
generally accepted industry standards and 
practices.  In truth, investment firms act 
fraudulently if they fail to disclose that these 
investment principles will not be employed in a 
customer’s account. 
 
One of the time-honored investment maxims is 
that risk can be reduced by diversification.  The 
Nobel Prize in economics was awarded to 
Harry Markowitz in 1990 for a rigorous 
explanation of this phenomenon.  The stocks 
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held in an investment portfolio should not all 
depend on the same economic variables, 
such as consumer spending, business 
investment, housing construction, and so 
forth.   
 
Asset allocation and diversification have 
been adopted by the investment industry as 
generally accepted standards and practices.  
These tools are discussed at length in 
papers published by the SIFMA3 on its 
education website, The Path to Investing. 
The papers include one in which Yale 
Finance Professor and Founder of Ibbotson 
Associates, Roger Ibbotson, discusses 
asset allocation4 and SIFMA Chief Financial 
Officer, Don Kittell, talks about 
diversification.5   
 
The courts have agreed that a broker or 
adviser can manage the inherent risk of the 
market through diversification and asset 
allocation.  A private cause of action for 
failure to diversify has been recognized.  
See, e.g., Liss v. Smith, 991 F.Supp. 278, 
301 (S.D.N.Y. 1998).   
 
Some argue that the duty to diversify is 
contained within the suitability rule.  The 
suitability rule affirmatively requires a broker 
to inquire into a customer's other holdings, 
thus clearly embracing a portfolio approach 
to investing. A broker who fails to 
recommend a diversified portfolio of 
investments should be seen as per se in 
violation of the suitability rule and thus liable 
for damages. Richard Booth, The Suitability 

Rule, Investor Diversification, and Using 
Spread to Measure Risk, 54 Bus. Law 1599, 
1601 (Aug. 1999). 
 
Moreover, those who assume a fiduciary 
relationship with clients have a duty to 
diversify.  For example, CFAs (Chartered 
Financial Analyst) have a fiduciary duty to 
diversify under The Standards of Professional 
Conduct published by the Association for 
Investment Management and Research.  
Standard IV (B.1) establishes that CFAs owe 
their clients fiduciary duties. These fiduciary 
duties include:  

 
Diversification.  Members should diversify 
investments to reduce risk of loss, unless 
diversification is not consistent with plan 
guidelines or is contrary to the account 
objectives.   

 
Association for Investment Management and 
Research, Standards of Practice Handbook, 8th 
Ed. (1999) at 97.  
 
Trustees have a duty to diversify.  
“Diversification is a uniformly recognized 
characteristic of prudent investment and, in the 
absence of specific authorization to do 
otherwise, a trustee’s lack of diversification 
would constitute a breach of its fiduciary 
obligations.” Robertson v. Central Jersey Bank 
and Trust Co., 47 F.3d 1268, 1275 (3rd Cir. 
1995) (citing, Restatment (Third) of Trusts § 
229(d)).  
 
ERISA § 404(a)(1)(C) states that a fiduciary 

______________________________________________________
3 Formed upon the merger of The Securities Industry Association and The Bond Market Association, SIFMA, 
the Securities Industry and Financial Markets Association, states that it “represent[s] more than 650 member 
firms of all sizes, in all financial markets in the U.S. and around the world.” The Board of Directors of SIFMA 
includes CEOs and other executives of some of the largest brokerage and investment firm in the country. It 
lobbies on behalf of the securities industry, and its pronouncements can certainly be relied on as statements 
of investment industry standards and practices. 
4Allocate your Assets With Professor Roger Ibbotson of Yale University is published at URL 
http://www.pathtoinvesting.org/experts/allocate_invb/allocate_011.htm.   
5 Create a Diversified Portfolio with Mary Farrell (now Don Kittell) is published at URL 
http://www.pathtoinvesting.org/experts/diversified_invb/diversify_011.htm. 
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shall “diversify[] the investments of the plan 
so as to minimize the risk of large losses, 
unless under the circumstances it is clearly 
prudent not to do so.” “Breach of the duty to 
diversify constitutes an independent basis of 
liability, separate from a breach of the 
general duty of prudence.” Liss v. Smith, 
991 F.Supp. 278, 301 (S.D.N.Y. 1998). See 
also, James Lockhart, Annotation, Fiduciary 
Duty to Diversify Investments of Benefit 
Plan as Required by § 404(a)(1)(C) of 
Employee Retirement Income Security Act 
(ERISA) (29 U.S.C. §1104(a)(1)(C)), 155 
A.L.R.Fed. 349 (1999). 
 
In most states, the fiduciary obligation to 
diversify is codified in the adoption of the 
Uniform Prudent Investor Act.  “The long 
familiar requirement that fiduciaries diversify 
their investments has been integrated into 
the definition of prudent investing.” UPIA § 3 
states, “A trustee shall diversify the 
investments of the trust unless the trustee 
reasonably determines that, because of 
special circumstances, the purposes of the 
trust are better served without diversifying.”  
The comment to § 3 says, “Case law 
overwhelmingly supports the duty to 
diversify.”  See also, Annot., Duty of Trustee 
to Diversify Investments, and Liability for 
Failure to Do So, 24 A.L.R. 3d 730 (1969) & 
1992 Supp. at 78-79. 
 
Once plaintiffs have established a duty to 
diversify and a prima facie case of failure to 

diversify (or to allocate), the burden of 
persuasion shifts to defendants to show that 
the investments at issue were nevertheless 
“clearly prudent” under the circumstances. Liss 
v. Smith, 991 F.Supp. 278, 301 (S.D.N.Y. 
1998).  
 
There is general agreement that it takes at 
least 10, and usually 15-20, non-correlated 
securities to achieve adequate diversification 
and thereby reduce nonsystematic risk.  See 
Edward Elton & Martin Gruber, Modern 
Portfolio Theory and Investment Analysis 31 
(Wiley, 3rd ed., 1987).  Diversification reduces 
risk, and the reduction can be greater, the 
wider the range of possible investments.  
William F. Sharpe, Investments 115 (Prentice 
Hall, 1978).  “Under the duty of diversification, 
the trustee should not normally invest all or an 
unduly large portion of plan funds in a single 
security, or in any on type of security, or even 
in various types of securities that depend on 
the success of one enterprise.” Bruner v. 
Boatmen’s Trust Co., 918 F.Supp. 1347, 1353 
(E.D.Mo. 1996).6  
 
Modern Portfolio Theory also focuses on the 
importance of asset allocation7 – that is, the 
relative allocation of an investment portfolio’s 
funds among broad asset classes of equities, 
fixed income and cash.  Professor Ibbotson 
reports that asset allocation accounts for 
approximately 90% of a portfolio’s performance 
over time.  Roger G. Ibbotson and Paul D. 
Kaplan, Does Asset Allocation Policy Explain 

______________________________________________________

6 See, Marshall v. Glass/Metal Ass’n and Glaziers and Glassworkers Pension Plan, 507 F.Supp. 378, 383-84 
(D.Haw. 1980) (enjoining investment of 23% of plan assets in speculative real estate project); Whitfield v. 
Tomasso, 682 F.Supp. 1287, 1301 (E.D.N.Y. 1988) (concentration of between 25% and 89% of the assets in 
one type of investment violated diversification requirement); Jones v. O’Higgins, 1989 U.S. Dis. LEXIS 
10537 (N.D.N.Y. 1989) (putting 90% of portfolio in only 3 stocks would permit finding of lack of 
diversification, absent showing of special circumstances); Brock v. Wells Fargo Bank, 7 E.B.C. 1221 
(N.D.Cal. 1986) (granting injunction forbidding investment of 10-14% of plan assets in a single speculative 
real estate loan).  See also, Reich v. Rylands, Civ. No. 91-S-157 (D.Colo. 1994) (trustees agreed to pay $2 
million to settle U.S. Dept. of Labor complaint that they breached their duty of diversification by investing 
23% of plan assets with a Denver real estate investment firm).  
7 Some (e.g. Smith Barney) consider asset allocation a form of diversification and call it “diversification 
through asset allocation.”  Others (e.g., Prof. Ibbotson) divide the investment decision into two steps: 1) 
allocate investment funds among broad asset classes of cash, fixed income and equities; then 2) diversify 
within each class. 
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40, 90, or 100 Percent of Performance? 
 
Financial Analysts Journal (2000).  See 
also, Brinson Singer and Beebower, 
Determinants of Portfolio Performance II: An 
Update, Financial Analysts Journal 
(May/June 1991).  Thus, again, a broker’s 
failure to employ such a highly 
determinative tool should be deemed 
negligence per se. 
 
Economist Paul D. Kaplin, PhD, CFA, 
explains the necessity of asset allocation in 
his 1998 article, Asset Allocation Models 
Using the Markowitz Approach.  A basic 
premise of economics is that, due to the 
scarcity of resources, all economic 
decisions are made in the face of trade-offs.  
The trade-off facing the investor is risk 
versus expected return.  The investment 
decision is not merely which securities to 
own, but how to divide the investor’s wealth 
amongst securities.  Whereas a stock 
portfolio selection problem might involve 
hundreds of stocks (and hence thousands 
of correlations), an asset allocation problem 
typically involves a handful of asset classes 
(for example stocks, bonds, cash, real 
estate, and gold).   
 
Furthermore, the opportunity to reduce total 
portfolio risk comes from the lack of 
correlation across assets.  Since stocks 
generally move together, the benefits of 
diversification within a stock portfolio are 
limited.  In contrast, the correlation across 
asset classes is usually low and in some 
cases negative.  Thus, asset allocation 
presents an even greater opportunity to 
reduce risk through the combination of non-
correlated securities in an investment 
portfolio. 
 
Whether a fiduciary or not, a broker is 
expected to adhere to the norms of the 
investment industry.  By refusing to diversify 
or to allocate assets, a broker deviates from 
these norms.  

 

Rational investors diversify.  By investing 
in a diversified portfolio, an investor can 
eliminate as much as ninety percent of the 
risk that goes with investing in an 
individual stock without any sacrifice of 
expected return. Practically speaking, 
investors must diversify. . . .  Thus, it is 
irrational not to diversify, and a broker 
who fails to recommend diversification 
recommends an irrational strategy. 

 
Richard Booth, The Suitability Rule, Investor 
Diversification, and Using Spread to Measure 
Risk, 54 Bus. Law 1599, 1605-06 (Aug. 
1999). 
 
The thesis of this paper is that MAD damages 
illustrate the casual relation between the 
failure to diversify and losses in the portfolio 
such that MAD damages are awardable as 
“actual damages,” or as the “loss due to the 
[bad] advice,” or as “the difference between 
the price at which such other person 
purchased or sold securities and the market 
value which such securities would have had,” 
or as “the difference between the fair value of 
[what the] seller received and the fair value of 
what he would have received.” 
 
Taking the Speculation Out of MAD 
Damages  
 
A limitation on the award of damages in any 
context is that damages cannot be speculative.  
Respondents make much out of damage 
claims based on “what woulda, coulda, 
shoulda happened.”  Courts have disagreed 
and have awarded damages based on expert 
opinion and comparative data. 
 
For example, the Supreme Court of Alabama 
recognized that prudently managed portfolio 
damages are not necessarily speculative, and 
stated: 

 
[The expert’s] approach . . . was one of 
fiscally sound, conservative, active 
management of the trust estate.   His 
alternative to the Bank's investment in [a 
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concentrated stock position] was to 
concentrate the assets in the Standard 
and Poor's 500 index and in fixed 
income treasury bills. Although the Bank 
argues strenuously that [the expert’s] 
approach was speculative and mere 
hindsight, the trial court had substantial 
evidence upon which to base its 
conclusion that [the expert’s] approach 
was a responsible investment 
alternative to the Bank's management 
method. 

 
First Alabama Bank of Huntsville v. 
Spragins, 515 So.2d 962, 966 (Ala. 1987). 
Expert opinion frequently is used in many 
contexts to establish market value and 
damages based on performance estimates 
or market parameters.  MAD damages are 
hardly guesswork since they are based on 
historical data.   
 
The trick, we believe, is to use broad indices 
as proxies for equities and fixed income and 
to adjust the allocation of the portfolio’s 
assets in these indices for the investment 
objectives and risk tolerance of the 
customer. Although one is tempted to 
skewer Respondent with evidence that its 
proprietary “growth” or “aggressive growth” 
funds outperformed the portfolio 
recommended by its broker, we believe that 
arbitrators are more familiar and, thus, more 
comfortable with the S&P500 Index, the 
Wilshire 5000 Index, or the Vanguard 500 
fund and with the Lehman Brothers 
Aggregate Bond Index or the Vanguard 
Total Bond Fund.  Thus, panel members are 
more likely to have confidence in 
illustrations showing how a portfolio would 
have performed if it had been invested “in 
the market” and adjusted for investment 
objectives and risk tolerances via the 

allocation of investment funds into diversified 
bond holdings.  Additionally, use of broad 
market indices virtually eliminates the “cherry-
picking defense.”  Use of the well-known 
Vanguard funds allows for performance 
illustrations after fees. 
 
MAD Illustrated 
 
Many recently complaining customers were in 
their 50s and approaching retirement or taking 
retirement early when they invested their 401k 
or IRA funds with investment firms.  Asset 
allocation models current then recommended 
that portfolios be split 50/50 (Merrill Lynch) or 
60/40 (Smith Barney) between stocks and 
bonds for “moderate” investors.8  The models 
had aggressive investors assuming larger 
positions in equities and conservative investors 
buying larger bond positions.  The models 
typically assumed diversified holdings within 
equities and fixed income. 
 
A typical scenario of recent customer claims is 
that the broker recommended a concentrated 
position in technology or other speculative 
stocks. Thus, the customers were not invested 
in “the market” and their accounts could not be 
reasonably expected to recover with the 
market, as falsely represented.  The claim is 
that the customer was not diversified across 
industry sectors in the portfolio’s equities and 
held too few fixed income investments, if any, 
for a person retired or soon-to-retire.  The 
investment firm defends the claim with 
Respondents’ mantra: “It was the worst bear 
market since 1929.” 
 
The typical use of MAD damages in cases like 
these has been to argue for lost opportunity 
damages in addition to net out of pocket 
losses.  This is the “quantity” use of MAD 
calculations.  Diversified holdings allocated in 

 

 

 

______________________________________________________ 
8 The recommended cash positions are usually small and can be included with bonds for convenience of 
calculation. 
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suitable percentages of equities and fixed 
income typically outperform the actual tech-
heavy and large-cap heavy portfolios of 
2000 through 2002.  MAD calculations 
illustrate how a suitably diversified and 
allocated portfolio would have performed, 
and Claimant’s request is for an Award 
including monies not only for out-of-pocket 
losses, but also for lost profits.  MAD 
damages are not speculative to the extent 
they are based on historical data from 
rationally related asset proxies (thus, 
defeating the “cherry-picked” defense). 
 
Below is an illustration of the quantity use of 
MAD damages.  This chart from an actual 
arbitration claim graphically illustrates the 
difference in investment performance 
between the concentrated positions of the 
actual accounts and the performance of the 

broad equities and bond indices, with the 
portfolio allocated 60% equities and 40% fixed 
income.  Net Out of Pocket losses in this case 
were $378,000, so MAD damages were 
considerably more – “quantity.” 
Another use for MAD calculations is to prove 
Respondent’s liability for net out of pocket 
losses.  Obviously, a strong argument for 
liability is established where, as above, MAD 
damages show that a portfolio allocated into 
diversified equity and bond holdings would 
have outperformed the actual portfolio by 
eliminating losses and producing profits.  This 
is both “quantity” and “quality.” 
 
Cases in which MAD damages are less than 
net out of pocket losses present another 
“quality” use of MAD damages.  Here, MAD 
damages may be used to show that net out of 
pocket losses would not have been as large, 
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even if not eliminated, where, for example, 
and investor had extremely bad timing in 
opening an account near the top of the 
market and liquidating near the bottom. 
 
In this case illustrated below, net out of 
pocket damages were $94,000.  MAD 
damages illustrate that even in “the worst 
bear market since 1929,” a diversified and 
allocated portfolio would have lost only 
about $20,000 instead of the actual $94,000 
loss.   
 
 

This “quality” use of MAD damages is 
strong evidence that the broker failed to 
protect his customer in a down market 
through asset allocation and diversification.  
It also presents compelling argument for the 
arbitrators not to apply the usual 33% 
haircut to net out of pocket losses (here 

$31,000) to adjust for market losses, since 
MAD damages already adjust for market 
losses.   
 
Obviously, Claimant would argue here that net 
out of pocket losses are “the minimum” amount 
of damages awardable in a securities case and 
would offer MAD damages only as evidence of 
liability for the failure to diversify. 
 
Conclusion 
 
Investment relationships are not forged in a 
vacuum.  They are built on the goal of earning 

a return on invested funds.  The damages 
caused by a failed investment relationship 
must be measured with reference to the goal of 
the relationship.  MAD damages are a truer 
measurement of investment relationship 
damages than net out of pocket loss because it 
is a financial market measurement, rather than 
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an accounting measurement. MAD 
damages show not only the quantity of loss, 
but also the quality of investment 
performance.  Broad indices and well-know 
funds that track them render MAD damages 
nonspeculative and legally cognizable. The 
Claimant’s bar must educate securities 
arbitration panels on the efficacy of MAD 
damages so that the only debate at hearing 
will be over the proper asset allocation for 
the customer’s portfolio among diversified 
positions in equities, fixed income and cash 
equivalents.  



A Joint Power of Attorney is Revoked by Operation  
of Law upon the Death of a Joint Grantor 

 

PIABA Bar Journal                                                                    Fall 2007 19

 
 
 
A Joint Power of 
Attorney is 
Revoked by 
Operation of Law 
upon the Death of 
a Joint Grantor 
 
Mark A. Tepper 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
   
Mark Tepper serves on PIABA's 
Board of Directors, and the Annual 
Meeting Committee.  He is a 
securities lawyer in Fort Lauderdale, 
Florida. He is the principal of Mark 
A. Tepper, P.A. He has practiced 
securities law since 1977. He served 
as Chief Trial Counsel for the 
Bureau of Investor Protection and 
Securities for the New York Attorney 
General and was Vice Chairman of 
the Special Projects Committee and 
an active lecturer for the North 
American Securities Administrators 
Association. Mr. Tepper has 
represented private clients since 
1988. His email address is 
matepper@bellsouth.net and he 
may be reached at 954-961-0096 

Does a joint power of attorney end with the death of only one 
of the joint grantors?  The simple answer is yes.  The law has 
been the same since George Washington was President.  
Auley McNaughton v. Moore, 2 N.C. 189 (N.C. Super. L&Eq. 
1795).  Now that the baby boomer generation is nearing 
retirement, the probabilities that this will become a bigger 
problem are significantly increased.   
 
Brokerage firms who neglect their responsibilities when one 
joint grantor of a trading authorization dies are at risk.  For 
example, elderly married joint account holders often give one 
of their relatives power of attorney over their investments.   
 
The joint account holders execute a form joint power of 
attorney from the brokerage firm.  It gives the relative 
discretionary authority over their Joint Account with Rights of 
Survivorship (“JTWROS”).  A power of attorney, also known 
as a trading authorization, usually includes language that it 
shall remain in effect until the brokerage firm is notified in 
writing of the death or incapacity of the registered account 
owner.   
 
When one of the joint principals dies, their joint power of 
attorney is instantaneously and absolutely revoked by 
operation of law.  (Citations below).  However, sometimes, 
brokerage firms, despite notice of death, do not change the 
JTWROS account to an individual account.  Instead, 
brokerage firms continue to honor trade orders from the 
terminated power of attorney.  These transactions are 
unauthorized.  
 
When a spouse dies and the deceased had a joint account 
with the surviving spouse, industry custom, procedure and 
practice1 dictate that a brokerage firm close the joint account 
and open an individual account with a new account form.  
The death is a material change of circumstances.  The 
brokerage firm cannot rely on the joint power of attorney to 
justify continued trading, because it was terminated by 
operation of law with the death of one of the joint account 
holders. 
 
“No principle is better settled than that the powers of an 
agent cease on the death of his principal.  If an act of agency 
be done subsequent to the decease of the principal, though 
his death be unknown to the agent, the act is void.”  Long v. 
Thayer, 150 U.S. 520, 522 (1893) 
“Agency is a personal relation, necessarily ending with the 
death of the principal; the former principal is no longer a legal 

____________________________________ 
1  This is usually included in the brokerage firm’s procedures manual. 
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person with whom there can be legal 
relations.  One cannot act on behalf of a non-
existent person. Further, to the extent that 
agency is a consensual relation, it cannot 
exist after the death or incapacity of the 
principal or the agent.  * * * an agreement that 
an agency should continue after death is a 
legal impossibility.”  Charles Webster Real 
Estate v. H.E. Rickard, 21 Cal. App. 3d 612, 
616-617 (1971) citing the Restatement 
Second of Agency, section 120, ‘Death of 
Principal,’ comment a. (Emphasis added).  
 
“It is well established as the general rule that 
the death of the principal operates as an 
instantaneous and absolute revocation of the 
agent’s authority or power unless the agency 
is one coupled with an interest.”2 Charles 
Webster, supra. at 617 citing 3 American 
Jurisprudence 2d, Agency, section 51, p. 453.  
The reasoning “is that the power to act is 
dependent upon the control and direction of 
another, which has been withdrawn by 
death.”  Id.  
 
Some brokerage firms call their form of power 
of attorney, a “trading authorization.”  It is a 
distinction without a difference.  It makes no 
difference whether its called a Joint Power of 
Attorney or Joint Trading Authority, at 
common law, the same rule applies to 
terminating an agency by death.  “The 
general rule that an agency is terminated by 
the death of the principal applies equally to a 
power of attorney or to specific authority 
given to an agent to execute a specific act.”  
Charles Webster, supra. citing 3 American 
Jurisprudence 2d, Agency, section 51, p. 454. 
 
The law is also well settled that a Joint Power 
of Attorney terminates upon the death of one 
of the Grantors.  See, e.g., Yocum v. Webb, 
1977 WL 19927 (Ohio App. 3d Dist. 1977) 
(“The death or loss of capacity of one of two 
or more joint principals terminates the 
authority of an agent to act on their joint 
account to the same extent as the loss of 
capacity of a single principal.”) 
 

“It is a recognized rule of agency that the 
death of a principal terminates the authority of 
the agent.  It is also true that the death of one 
of two or more joint principals terminates the 
authority of an agent.”  Ferguson v. Piling, 1 
N.W. 2d 662, 663 (Iowa 1942) citing the 
Restatement (Second) of Agency, 308, § 120 
(1958).  “The death or loss of capacity of one 
of two or more joint principals terminates the 
authority of an agent to act on their joint 
account.”  Id.  citing Restatement (Second) of 
Agency, 315, § 123 (1958). 
 
The Restatement (Third) of Agency, § 3.16 
(2006), Agent for co-principals states that “. . . 
authority given by two or more principals 
jointly includes only authority to act for their 
joint account.”  Moreover, “ . . . an occurrence 
that would terminate an agent’s actual 
authority when the agent acts for one 
principal is equally effective when the agent 
acts for more than one principal.”  Id. 
 
The burden of proving the agency is on the 
person claiming the agency.  Ferguson v. 
Pilling, supra. at 664.  “The established rule is 
that a power of attorney must be strictly 
construed and the instrument will be held to 
grant only those powers which are specified.”  
Bloom v. Weiser, 348 So. 2d 651, 653 (Fla. 
App. 3 Dist. 1977). 
 
Brokerage Firm Responsible for 
Unauthorized Transactions 
 
Brokerage firms have a continuing duty to 
supervise their customer accounts.3  When a 
joint account holder dies, the brokerage firm 
cannot rely on the revoked joint power of 
attorney.  Since, right of survivorship means 
the funds in the joint account pass to the 
survivor; the joint account does not survive.  
Instead, the brokerage firm has a duty to 
open an individual account and, if necessary, 
secure a new Power of Attorney for that 
account.  Failure to do so, leaves the 
brokerage firm liable for the unauthorized 
transactions.    
 

________________________________________________________
2  Powers of attorney in a brokerage account are rarely coupled with an interest.   
3  NASD Rule 3010 and NYSE Rules 405 and 342. 
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A common defense is that the account holder 
ratified the transactions.  If the brokerage firm 
maintains the joint account and continues to 
honor the invalid joint power of attorney, 
ratification is not possible, because a dead 
person cannot ratify.  Borneman v. John 
Hancock Mutual Life Insurance Co., 710 So. 
2d 671, 673 (Fla. App. 5th Dist. 1998).  
 
Conclusion  
 
A joint power of attorney dies with a joint 
grantor’s death.   Once the brokerage firm is 
notified of death, it can no longer rely on the 
terminated power of attorney to authorize 
trades.  Any orders given by the invalid 
Power of Attorney, if executed, are 
unauthorized.  A dead person cannot ratify 
these unauthorized trades as “dead men tell 
no tales.”4  Consequently, an arbitration panel 
has sufficient legal authority to find a 
brokerage firm liable for losses from this type 
of unauthorized trading. 

________________________________________________________
4  Treasure Island, Robert Louis Stevenson. 
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I. Introduction 
 
In “Reasons for and Responses to the Lack of Direct Access 
to No-Load, Low-Expense 403(b) Plans in Many School 
Districts”,  published in the Fall 2006 PIABA Bar Journal1  I 
stated that many school districts only give 403(b) plan 
participant employees the option to invest in  high-cost 
variable annuities or high-cost load mutual funds.  As a 
result, the tax advantages gained by 403(b) plan investors 
are being eradicated by high investment costs in school 
districts that deny their employees direct access to no-load, 
low-expense 403(b) plan accounts.  I concluded that 
attorneys will remain busy representing school district 
employees in their quest to gain direct access to no-load, 
low-expense 403(b) plan accounts. 
 
After that article was published, I received inquiries from 
several attorneys asking how they may be able to use their 
skills to help school district employees gain access to no-
load, low-expense 403(b) plan accounts.  Therefore, in this 
article, I will describe four potential legal actions and one 
potential nonlegal action that attorneys may recommend in 
an effort to assist school district employees with gaining 
direct access to no-load, low-expense 403(b) plan accounts.  
 
The four potential legal actions are: (1) bringing an action 
under ERISA against the school district for breach of 
fiduciary duty if the school district exercises any discretion 
over or pertaining to the 403(b) plan and the 403(b) plan is 
not a governmental plan; (2) bringing an action under state 
law against the school district for breach of fiduciary duty if 
adequate state law exists; (3) bringing a class action lawsuit 
against unions endorsing high-expense 403(b) plan contracts 
and against high-expense 403(b) plan contract providers 
endorsed by unions; and, (4) bringing an action against a 
financial services firm and/or registered representative for 
selling an unsuitable variable annuity to an employee within 
the employee’s 403(b) plan account.   
 
The potential nonlegal action is recommending that school 
district employees form a committee and lobby the school 
district to make available a no-load, low-expense 403(b) plan 
account.  
 
In addition, the article describes why the modification of 
Revenue Rule 90-24 by new regulations will likely result in 
even more school district employees seeking the advice of 

______________________________________ 
1 Engdahl, Michael B., “Reasons For and Responses to the Lack of Direct Access to No-Load, Low-
Expense 403(b) Plans in Many School Districts,”  PIABA Bar Journal, Fall 2006, pp. 35-47 
<http://www.403bwise.com/pdf/engdahl_403b_schools.pdf>. 
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attorneys regarding how they may gain direct 
access to no-load, low-expense 403(b) plan 
accounts. 
 
II. The New Regulations’ Modification of 
Revenue Rule 90-24 
 
In my first article, I stated that many 
employees, who were denied direct access to 
no-load, low-expense 403(b) plan accounts, 
have taken advantage of I.R.S. Revenue 
Rule 90-24 in order to gain indirect access to 
no-load, low-expense 403(b) plan accounts.  
Under this rule, if an employee transfers 
funds from one 403(b) account to another, 
and the transferred funds continue to be 
subject to the early distribution restrictions as 
set forth in the Internal Revenue Code, the 
transfer is not an actual distribution and, 
consequently, is not a taxable transfer.2  In 
essence, Revenue Rule 90-24 has allowed 
an employee to gain indirect access to a no-
load, low-expense 403(b) plan account even 
when her employer refused to remit a portion 
of her pay directly to a no-load, low-expense 
403(b) plan account. 
 
To effectively facilitate a 90-24 transfer and 
avoid sales and surrender charges, an 
employee would typically take the following 
five steps: 
  
1.  From the school district’s list of approved 
403(b) vendors, the employee would find a 
vendor that offers a no-load money market 
mutual fund within its 403(b) plan account.  
(Many money market funds, even if offered 
by high-expense mutual fund or insurance 
companies, do not impose any sales or 
surrender charges.) 
 
2. The employee would then open up a 
403(b) plan account with the approved 403(b) 
plan vendor offering the no-load money 
market fund as an investment option 
(Account #1). 
 

2. Next, the employee would open up a 
403(b) plan account with a no-load, low-
expense mutual fund or insurance company 
(Account #2). 
 
3. The employee would then instruct his 
employer to remit his 403(b) plan 
contributions to Account #1. 
 
5.  Next, periodically (e.g., every month, 
quarter, etc.), the employee would mail 
necessary paperwork to facilitate a 90-24 
transfer from the money market fund in 
Account #1 to Account #2. 
 
On July 26, 2007, the Internal Revenue 
Service issued extensive new regulations 
under Internal Revenue Code Section 403(b).  
The new regulations substantially restrict 90-
24 transfers by invalidating 403(b) contract 
transfers by current employees when the 
403(b) contract transferred to is not held 
under the employer’s written 403(b) plan3.  In 
other words, non-taxable transfers to 403(b) 
plan account providers that have no 
contractual relationship with the school 
district’s 403(b) plan are no longer allowed 
while the employee is employed by the 
school district.  The effect of the new 
regulations is the closing of an escape hatch 
that has allowed many 403(b) plan investors 
to cost-effectively transfer from a high-
expense 403(b) plan account to a no-load, 
low-expense 403(b) plan account.  This 
modification of Revenue Rule 90-24 will likely 
result in an increase in 403(b) plan 
participants seeking the assistance of 
attorneys in an effort to gain direct access to 
no-load, low-expense 403(b) plan accounts. 
 

_______________________________________________________
2 Internal Revenue Service Revenue Rule 90-24, p. 3 <http://taxlinks.com/rulings/1990/revrul90-
24.htm>. 
3 See Section 1.403(b)-10(b) of the final regulations <http://www.irs.gov/pub/irs_tege/td9340.pdf>. 
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III.   Potential Legal Action # 1:  Bring an 
Action Under ERISA Against the School 
District for Breach of Fiduciary Duty if the 
School District Exercises Any Discretion 
Over or Pertaining to the 403(b) Plan and 
the 403(b) Plan is Not a Governmental 
Plan 
 
According to ERISA Section 3(21)(A), an 
employer is a fiduciary with respect a 
retirement plan and, thus, is subject to ERISA 
fiduciary duties “to the extent” that the 
employer “exercises any discretionary 
authority or discretionary control respecting 
management” of the plan or “has any 
discretionary responsibility in the 
administration of the plan.”  Correspondingly, 
one of these ERISA fiduciary duties should 
be to ensure that the retirement plan includes 
quality, diversified, low-expense investment 
options.   
 
However, bringing an action under ERISA 
against a school district for breach of fiduciary 
duty has often proved difficult, for two main 
reasons. 
 
A. 403(b) plans are individual plans in which 
the school district typically merely arranges 
for an employee to invest through payroll 
deductions into a plan chosen by the 
employee.  Therefore, as to many 403(b) 
plans, the employer acts as a mere conduit 
and thus fails to satisfy the control test under 
ERISA Section 3(21)(A).  Moreover, 
Department of Labor regulations state that an 
employer offering a 403(b) plan program may 
be exempt from ERISA if: 
 

1. Participation is completely voluntary 
for employees; 

 
 
 
 
 

2. All rights under the annuity contract 
or custodial account are enforceable 
solely by the employee, by a beneficiary 
of such employee, or by any authorized 
representative of such employee or 
beneficiary;  

 
3. The employer does nothing more 
than make information about the plan 
available to its employees; and 

 
4. The employer receives no 
consideration or compensation for 
permitting employees to participate in 
the plan other than, at most, 
reimbursement for expenses incurred in 
implementing salary reduction 
agreements.4 

 
However, it is important to note that if the 
school district makes discretionary decisions 
in administering the 403(b) plan program 
(e.g., makes employer contributions, 
specifically selects investment providers, 
etc.), the school district may satisfy the 
control test under ERISA Section 3(21)(A) 
and thus owe ERISA fiduciary duties. 
 
B.  ERISA Section 4(b)(1) exempts from  
ERISA regulation “any employee benefit plan 
if such plan is a governmental plan (as 
defined in Section 3(32)).”5   Therefore, 
bringing an action under ERISA against a 
school district for breach of fiduciary duty is 
typically not advisable if the school district is 
a public school district or if the school district 
does not exercise any discretion over or 
pertaining to the 403(b) plan.  However, 
bringing an action under ERISA against a 
school district for breach of fiduciary duty may 
be a possibility if the school district is a 
private non-governmental school district and 
the school district makes discretionary 
decisions in administering the 403(b) plan 
program. 
 

_______________________________________________________
4 See 29 CFR Section 2510.3-2(f).  Also, see FAB 2007-2. 
5 ERISA Section 3(32) states that “a ‘governmental plan’ means a plan maintained for its employees by 
the Government of the United States, by the government of any State or political subdivisions thereof, or 
by any agency or instrumentality of any of the forgoing.” 
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IV.   Potential Legal Action #2:  Bring an 
Action Under State Law Against the 
School District for Breach of Fiduciary 
Duty if Adequate State Law Exists 
 
Just because some school districts may be 
exempt from ERISA fiduciary duties (if they 
fail to satisfy the control test under ERISA 
Section 3(21)(A) or are a governmental 
employer), they may not be exempt from 
fiduciary governance over the 403(b) plans 
they make available to their employees.  
Many school districts are subject to state 
fiduciary laws, which are based on principles 
similar to those underlying ERISA (e.g., the 
prudent man rule, the duty of loyalty, the 
exclusive purpose rule, prohibited transaction 
restrictions, etc.).6  A number of state statutes 
use language that is virtually identical to the 
fiduciary duties described in ERISA.  For 
example, California has specific fiduciary 
rules applicable to public school plans under 
the California Education Code.7  Section 
22250 of the Education Code has the same 
wording of ERISA Section 404(a) and 
provides: 
 

The board and its officers and employees 
of the system shall discharge their duties 
with respect to the system and the plan 
solely in the interest of the members and 
beneficiaries of the Defined Benefit 
Program as well as the participants and 
beneficiaries of the Cash Balance Benefit 
Program as follows: 

 
(a) For the exclusive purpose of the 
following: 

 
(1) Providing benefits to members 
and beneficiaries of the Defined 
Benefit Program as well as the 
participants and beneficiaries of the 
Cash Balance Benefit Program. 
 

(2) Defraying reasonable 
expenses of administering the plan. 

 
(b) With the care, skill, prudence, and 
diligence under the circumstances then 
prevailing that a prudent person acting in 
a like capacity and familiar with those 
matters would use in the conduct of an 
enterprise of a like character and with like 
aims. 

 
(c) By diversifying the investments of the 
plan so as to minimize the risk of large 
losses, unless under the circumstances it 
is clearly prudent not to do so. 

 
(d) In accordance with the documents 
and instruments governing the plan and 
the system insofar as those documents 
and instruments are consistent with this 
part and Part 14 (commencing with 
Section 26000).8 

 
Perhaps the biggest challenge with bringing 
an action under state law against a school 
district for breach of fiduciary duty is finding 
relevant state law.  Not all states have been 
as proactive as California in enacting statutes 
that define the fiduciary duties that school 
districts owe to retirement plan participant 
employees.  Furthermore, even if a state has 
enacted such laws, they may define fiduciary 
duties that school districts owe to participant 
employees of only certain types of retirement 
plans.  For example, a careful reading of 
California Education Code 22250 indicates 
that the section is intended to describe the 
fiduciary duties that school districts owe to 
“members and beneficiaries of the Defined 
Benefit Program” and “participants and 
beneficiaries of the Cash Balance Benefit 
Program.” However, the code section is silent 
as to the fiduciary duties that school districts 
owe to 403(b) plan participant employees. 
 

_______________________________________________________
6 Reish, Fred and Bruce Ashton, “Fiduciary Rules Applicable to ‘(b)’ Plans,” Reish, Luftman, Reichter & 
Cohen, January 2005, p. 2 <http://www.reish.com/publications/article_detail.cfm?ARTICLEID=532>. 
7 Id. 
8 California Education Code Section 22250 <http://caselaw.lp.findlaw.com/cacodes/edc/22250-
22261.html>. 
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V. Potential Legal Action #3:  Bring a 
Class Action Lawsuit Against Unions 
Endorsing High-Expense 403(b) Plan 
Contracts and Against High-Expense 
403(b) Plan Contract Providers Endorsed 
by Unions 
 
Some of the nation’s largest teachers unions 
have joined forces with financial services 
companies to steer members into high-
expense 403(b) plan contracts.9  Teachers 
unions currently endorse financial services 
firms, 403(b) plan contracts and financial 
products.  In return, the financial services 
firms reciprocate with financial support for the 
unions.10  For example, the National 
Education Association (NEA) collected nearly 
$50 million in royalties in 2004 on the sale of 
annuities, life insurance and other financial 
products.11  In addition, the New York State 
United Teachers (NYSUT) has received as 
much as $3 million a year from ING Group for 
encouraging its 525,000 members to invest in 
an annuity sold by the insurance company.12 
 
The relationship between NYSUT and ING 
prompted an investigation by the New York 
State Attorney General’s Office.  The 
investigation revealed that a 403(b) plan, 
offered by ING and endorsed by NYSUT’s 
Member Benefits unit, charged investors fees 
and expenses as high as 2.85% per year 

while delivering only limited benefits.13  The 
investigation also revealed that NYSUT’s 
Member Benefits Unit endorsed ING’s 403(b) 
plan even though less expensive alternatives 
were available, received undisclosed 
payments of as much as $3 million per year 
for endorsing ING’s 403(b) plan and took 
steps to conceal its financial arrangement 
with ING from its members.14 
 
In June 2006, NYSUT’s Member Benefits 
Unit entered into an agreement with the New 
York Attorney General’s Office to resolve the 
investigation.15  Under the agreement, the 
unit promised to adopt a series of reforms 
and pay $100,000 to cover the costs of the 
investigation.16 
 
In addition, in October 2006, the Attorney 
General’s investigation of ING Group ended 
with ING agreeing to pay $30 million as 
restitution directly to NYSUT members who 
participated in the ING 403(b) plan.17   ING 
also agreed to more fully disclose plan 
information by providing a summary of the 
costs of each plan it offers. 
 
In March 2007, a class-action suit was filed 
on behalf of NYSUT members against 
NYSUT, NYSUT Member Benefits Trust and 
ING in the United States District Court for the 
Southern District of New York for violations of 

 

_______________________________________________________ 
9 Kristoff, Kathy M., “Unions’ Advice is Failing Teachers.”  latimes.com, April 25, 2006, p. 1 
<http://latimes.com/business/la-fi-retire25apr25,0,6936648,print.story?coll=la-home-bu . . .>. 
10 Id. 
11 Id., p. 2. 
12 Id., p. 2. 
13 New York State Attorney General, “NYSUT’s Members Benefits Unit Settles Probe:  Settlement is Part of 
Ongoing Investigation of Retirement Products,” p. 1 <http://www.oag.state.ny.us/press/2006/jun/jun13b_ 
06.html>. 
14 Id. 
15 Id. 
16 Id. 
17 New York State Attorney General, “Insurance Giant Agrees to Sweeping Reforms:  ING to Compensate 
Upstate Teachers After Probe Reveals Hidden Influence over Union,” p. 1 
<http://www.oag.state.ny.us/press/2006/oct/oct10a_06.html>. 
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ERISA.18  In their complaint, plaintiffs state 
that NYSUT and NYSUT Member Benefits 
Trust are subject to fiduciary duties under 
ERISA with respect to the 403(b) plan they 
endorsed for the following reason: 
 

As with any retirement plan, a section 
403(b) plan is considered an “employee 
pension benefit plan” as that term is 
defined by ERISA, and, thus, subject to 
ERISA, if it is established or maintained 
by an employer or employee 
organization.  ERISA Section 3(2)(A), 29 
U.S.C. Section 1002(2)(A). NYSUT and 
NYSUT Trust, employee organizations, 
through their extensive involvement in the 
set-up, management, and administration 
of the Plan, established and maintained 
the Plan.19 

 
In July 2007, a new class-action lawsuit was 
filed on behalf of NEA members against NEA, 
NEA Member Benefits Corporation, 
Nationwide Life Insurance Company, and 
Security Benefit Corp. in the United States 
District Court Western District of Washington 
at Tacoma.20  The complaint is similar to the 
one filed against NYSUT, NYSUT Member 
Benefits Trust and ING and alleges that hefty 
payments made from Nationwide and 
Security Benefit to NEA Member Benefits 
were not disclosed to NEA plan participants.21  
Moreover, an attorney for the plaintiffs 
explained why plaintiffs feel their 403(b) plans 
are governed by ERISA in the following way:  
 

The ERISA exemption applies to 
situations where the employer does 

nothing more than arrange for salary 
deferral for its employees.  But in 
endorsed plans, the union together with 
the insurance company are taking over 
the role that the plan sponsor plays.22 

 
Only time will tell if the plaintiffs will overcome 
the challenges necessary to prevail in the 
aforementioned class-action suits. The 
greatest challenge is likely to be proving that 
the defendants are subject to ERISA fiduciary 
duties. 
 
VI.   Potential Legal Action #4:  Bring an 
Action Against a Financial Services Firm 
and/or Registered Representative for 
Selling an Unsuitable Variable Annuity to 
an Employee Within the Employee’s 
403(b) Plan Account 
 
In 1999, the NASD issued Notice to Members 
99-35 in order to remind NASD members of 
their responsibilities pertaining to variable 
annuity sales within tax-deferred accounts, 
such as 403(b) plan accounts.  The notice 
states: 
 

When a registered representative 
recommends the purchase of a variable 
annuity for any tax-qualified retirement 
account . . . the registered representative 
should disclose to the customer that the 
tax-deferral account feature is provided 
by the tax-qualified retirement plan and 
that the tax-deferred account feature of 
the variable annuity is unnecessary.  The 
registered representative should 
recommend a variable annuity only when 

 

 

_______________________________________________________ 
18 See Montoya v. ING complaint at <http:www.erisaclassactionwatch.com/wp-content/uploads/2007/ 
04/montoya_v_ing_complaint.pdf>. 
19 Id., pp. 1-2. 
20 See Daniels-Hall v. NEA complaint at <http://www.erisaclassactionwatch.com/wp-content/uploads/ 
2007/07/daniels-hall_v_nea.pdf>. 
21 Morgenson, Gretchen, “Lawsuit Says Teachers Are Overcharged on Annuities.”  nytimes.com, July 17, 
2007, p. 1 <http://www.nytimes.com/2007/07/17/business/17suit.html?_r=1&oref=slogin&pagewanted…>. 
22 Id., p. 2. 
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its other benefits, such as lifetime income 
payments, family protection through the 
death benefits and guaranteed fees 
support the recommendation.23 

 
The Notice further states that an NASD 
member “should conduct an especially 
comprehensive suitability analysis prior to 
approving the sale of variable annuities with 
surrender charges in a tax-qualified plan 
subject to minimum distribution 
requirements.”24  In 403(b) plans, minimum 
distributions are required to begin by April 1 
of the year after the account owner turns age 
70 ½.25 

 
The result of NTM 99-35 has been a flood of 
class action lawsuits filed by investors who 
were sold variable annuities within their tax-
deferred accounts against insurance 
companies whose agents recommended the 
purchase of the annuities.  Most of the claims 
allege that the insurance companies did not 
honor the guidelines set forth in the notice, 
and some of the claims have resulted in 
substantial settlements.26  For example, 
American Express agreed to pay more than 
$215 million in benefits to more than two-
million class participants.27 
 
The lawsuits appear to be aimed only at 
insurance companies that sell high-expense, 
agent sold annuities in tax-deferred accounts 
and are not aimed at insurers, like TIAA-
CREF, that offer no-load, no surrender 
charge, low-expense variable annuities in tax-

deferred accounts.  Most of the suits ask for 
insurers to repay “superfluous” insurance 
fees and refund surrender charges on 
improperly sold policies.28  The suits also 
seek to stop “deceptive” sales practices by 
the insurance companies.29 

 
It is likely that attorneys will remain busy filing 
actions against financial services firms and 
registered representatives for selling 
unsuitable variable annuities to employees 
within the employees’ 403(b) plan account.  
This is because many registered 
representatives continue to sell variable 
annuities within 403(b) plan accounts even 
though mutual funds, which often carry less 
overall expenses than annuities, are 
allowable investments within 403(b) plan 
accounts. According to the Spectrem Group, 
a Chicago-based research firm, of the 
approximately $600 million invested in 403(b) 
plans at the end of year 2005, almost $500 
million was invested in annuities.30   
   
VII.  Potential Nonlegal Action:  
Recommend that School District 
Employees Form a Committee and Lobby 
the School District to Make Available a No-
Load, Low-Expense 403(b) Plan Account 
 
Employees can form a committee within their 
school district and ask the school district to 
include in its 403(b) plan options a no-load, 
low-expense 403(b) plan account.  When 
petitioning the school district, the committee 
should provide the school district with 

_______________________________________________________
23 NASD Notice to Members 99-35, p. 3 <http://www.nasd.com/web/groups/rules_regs/documents/ 
notice_to_members/nasdw_004395.pdf>. 
24 Id. 
25 I.R.S. Publication 571, p. 14 <http://www.irs.gov/pub/irs-pdf/p571.pdf>. 
26 Panko, Ron, “Can Annuities Pass Muster?”  Best’s Review, July 2000, p. 106. 
27 Id. 
28 “What a Deal:  A Lawyer is Suing to Prove the Obvious; that Variable Annuities in Qualified Plans are 
Not a Bargain,” Dow Jones Investment Advisor, December 1999, p. 20. 
29 Id. 
30 Wasik, John F., “New Jersey Teacher Wins Fight on Retirement Fees.”  Bloomberg.com, October 2, 
2006, p. 1 <http://www.bloomberg.com/apps/news?pid=20601039&sid=aQm8SUAzWPHk&refer=home>. 
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information about recent claims filed against 
school districts, unions, financial services 
firms and registered representatives involving 
high-expense 403(b) plan contracts and 
accounts.31  The committee should provide 
the school district with research illustrating 
the long-term detrimental effect of high fees 
and expenses on investments.32  It should 
also point out the potential benefits to the 
school district for allowing its employees 
direct access to no-load, low-expense 403(b) 
plan accounts.   
 
One such benefit to the school district that the 
committee should mention is that if a no-load, 
low expense 403(b) plan account is made 
available, each employee’s future 403(b) 
account balance may be substantially greater 
than if the employees were forced to invest in 
high-cost investments.  The committee 
should explain that a higher account balance 
would be beneficial to the school district 
because employees may be able to retire 
sooner.  For example, assume that because 
a teacher periodically invests in a no-load, 
low-expense mutual fund or variable annuity 
within her 403(b) plan account, her 403(b) 
plan account balance at age 60 is $200,000 
more than it would have been if she was 
forced to invest in high-cost investments.33  
Also, assume that because her 403(b) 
account is $200,000 larger, the teacher 
decides to retire at age 60 as opposed to age 
63.   

This would result in over $100,000 in cost 
savings to the school district if the retired 
teacher was making $70,000 per year at age 
60 and the school district replaced her with a 
new teacher to whom they paid only $35,000 
per year. 
 
The committee should explain to the school 
district that providing employees with direct 
access to no-load, low-expense 403(b) plan 
accounts may assist the school district with 
attracting and retaining employees.  Many 
school districts in the country facing teaching 
shortages may find this argument particularly 
persuasive. 
 
VIII. Conclusion 
 
One can only hope that school districts and 
teachers unions will take a more proactive 
stance in ensuring that employees have 
direct access to no-load, low-expense 403(b) 
plan accounts.  This would be of great benefit 
to both school district employees and school 
districts.  However, until this stance is taken, 
attorneys should remain busy assisting 
school district employees with gaining direct 
access to no-load, low-expense 403(b) plan 
accounts. 
 

 

 

 

 

 

 

 

 

 

_______________________________________________________ 
31 An excellent place to find information about recent claims filed involving 403(b) plans is on the website 
www.403bwise.com. 
32 To view an example of how to show the effect of fees on investment performance over time, see 
Engdahl, pp. 40-41. 
33 Id. 
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M. Kathleen McKinney and Merrimac Corporation v. 
Merrill Lynch, Pierce, Fenner & Smith, Inc.;  
FINRA Case No. 06-00182 
 
Claimants brought an action against Respondent related to 
unsuitable investments in their accounts.  Specifically, 
Claimants alleged that Ms. McKinney’s husband forged 
discretionary account forms and that he, and the broker, 
made numerous unauthorized and unsuitable trades.  In 
addition, Respondent recommended the use of a pre-paid 
forward contract to obtain additional funds, which resulted in 
the loss of Ms. McKinney’s Bank One stock, which she had 
inherited. 
 
Claimants asserted the following causes of action: 
implementing unsuitable investments and trading activity, 
negligence, misrepresentations and omissions of material 
fact, violations of the Indiana Securities Act and Regulations, 
violation of the NASD and NYSE conduct rules, breach of 
contract, breach of fiduciary duty, constructive fraud, 
respondeat superior, negligent supervision, common law 
fraud and misrepresentation and conversion. 
 
Claimants requested compensatory damages of $5.6 million 
together with unspecified punitive damages, interest, 
attorney’s fees and costs. 
 
Respondent denied the allegations made in the Statement of 
Claim and asserted various affirmative defenses, including 
that the case involved transactions outside of the six-year 
eligibility period for NASD claims. 
 
The Panel awarded Claimant M. Kathleen McKinney 
$3,321,442 and denied all relief to Merrimac Corporation. 
 
Claimant’s Counsel: Mark E. Maddox and Steven B. Caruso, 
Maddox, Hargett & Caruso, P.C., Fishers, Indiana. 
 
Claimant’s Expert:  Craig McCann 
 
Respondent’s Counsel: Anne N. DePrez, Barnes & 
Thornburg, LLP, Indianapolis, Indiana. 
 
Respondent’s Expert:  Michael Weiner, Bates Private Capital 
 
Arbitrators: Joseph V. Simeri (Chair), Daniel P. Urban 
(Public) and Zachary Ryan Schroer (Industry) 
 
This case is significant because of the size of the award 
against a major Wall Street firm.  This award is also an 
important reminder that the most important thing in the case 
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is the profile of the client with the record of 
the broker being a close second.  Here, 
Claimant was a 53 year old recent divorcee 
who was completely unsophisticated.  She 
had only a high school education and had 
spent most of her life as a homemaker. The 
broker had a history of problems and actually 
had 25 previous customer complaints.   
 
As a result, even though Ms. McKinney’s 
husband was implicated in the wrongdoing, 
the Panel sided with an unsophisticated 
investor in light of the horrific record of this 
broker and despite the fact that they would be 
rendering a large award against Merrill Lynch. 
 
James M. Chandler, Richard D. Hooper, 
Shirley P. Hooper, Florence R. Cooper, 
Danny R. Kiger and Charlotte H. Logan  v. 
FSC Securities Corporation;  
NASD Case No. 05-04443 
 
Claimants brought an action against 
Respondent related to their broker, Scott B. 
Hollenbeck (“Hollenbeck”) and the sale of 
several private investments including, among 
other things: Mobil Billboards of America, 
Inc., f/k/a National Payphone Corporation; 
Merchant Capital LLC/Evergreen High Yield 
0801-4 RLLP; and Merchant Capital, 
LLC/Evergreen High Yield 1104-9 RLLP.  
Claimants argued they were sold these 
fraudulent investments by a broker with a 
very questionable background that was 
allowed to “sell away” products that were not 
followed by nor endorsed by the brokerage 
firm. 
 
Claimants asserted the following causes of 
action: violation of federal securities laws; 
violations of the North Carolina Securities 
Act; violations of the North Carolina Trade 
Practices Act; violations of the Virginia 
Securities laws; violations of the South 
Carolina Securities Act; breach of contract; 
common law fraud/ breach of fiduciary duty; 
negligence and gross negligence; and 
respondeat superior. 
 
Claimants requested compensatory damages 
of $478,500 together with benefit of the 

bargain damages, lost opportunity costs, 
rescissionary damages; model portfolio 
damages; prejudgment interest; costs, 
attorney’s fees; non-economic damages and 
punitive damages. 
 
Respondent denied the allegations made in 
the Statement of Claim and asserted various 
affirmative defenses. 
 
The Panel awarded Claimants the following 
damages: 
 
Claimant Chandler; $22,580.72 plus 8% 
interest 
Claimant S. Hopper; $132,297.50 plus 8% 
interest 
Claimant R. Hopper; $28,662.47 plus 8% 
interest 
Claimant Cooper; $36,482.50 plus 8% 
interest 
Claimant Kiger; $17,435.54 plus 8% interest 
Claimant Logan; $61,919.00 pluss 8% 
interest 
Claimants were also awarded $283,572.50 in 
attorney’s fees, $104,066.33 in costs (as long 
as Claimants could show receipt for such 
costs) and $300 as a reimbursement of 
Claimants’ filing fee. 
Lastly, the Panel assessed all of the forum 
fees, $60,150 in total, against Respondent. 
 
Claimants’ Counsel: Joel A. Goodman and 
Kalju Nekvasil, Goodman and Nekvasil, P.A., 
Clearwater, Florida. 
 
Respondent’s Counsel: William Zeena, Jr. 
and Allan Herman, Wilson, Elser, Moskowitz, 
Edelman & Dicker, L.L.P., Miami, Florida 
 
Respondent’s Expert:  Frank J. Formica, 
former Senior Officer NASD 
 
Arbitrators:  N. John Garcia (Chair), Dennis 
W. Good (Public) and Joel David Aronson 
(Industry) 
 
This case is significant because it resulted in 
the recovery of losses from a brokerage firm 
for the sale of products where the firm 
received no benefit (selling away).  In fact, 
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most of the transactions in this case were 
processed after the broker was terminated.  
The Panel, who clearly had very strong 
feelings about the case, wrote a lengthy 3 
page opinion outlining the “extremely cozy 
environment for a man bent on defrauding his 
customers” that FSC created. 
 
It appears the Panel had two problems with 
FSC.  First, the Panel agreed that the broker 
should never have been hired in light of his 
questionable background.  Specifically, the 
broker had been discharged from his position 
as a CFO of a church “for, among other 
things, embezzling.”  After that, he left PruCo 
under “extremely serious allegations of a 
‘bogus business,’ ‘forgery,’ and more ….”  
According to the Panel, Respondent did not 
review these records, instead relying on a 
reference. 
 
Hollenbeck then left FSC to join Securities 
America, but returned shortly after leaving 
because he was “caught ‘selling away’” by 
the very person who had given the previous 
strong recommendation.  Nevertheless, FSC 
hired Hollenbeck back. 
 
According to the Panel, FSC should have 
performed “a thorough background check, 
including both a criminal and credit probe ….”  
The failure to do so, resulted in FSC being 
responsible for Hollenbeck’s selling away. 
 
Second, after Hollenbeck was hired, the 
Panel stated that the “management ineptness 
was broad.”  The Panel stated that the 
manager “obviously did not like to supervise” 
and instead left the supervision up to his 
“untrained subordinates ….”  In addition, after 
FSC learned of the selling away, it took very 
little action to help these customers.  In fact, 
the Panel was outraged to find out that the 
broker was allowed to send out a letter to the 
clients after his discharge to introduce his 
new “partner,” obviously so FSC could keep 
the business. 
 
After reviewing this record, the Panel stated 
“[i]t was for these reasons that the Panel felt 
Respondent should be held accountable for 

the fraud Hollenbeck perpetrated on 
Claimants.” 
 
The Panel indicated that it seriously 
considered levying punitive damages, but did 
not because FSC “did take issue with at least 
one minimum required of the industry, 
endorsed by the SEC” in reviewing quarterly 
account statements.  As the Panel explained 
“[i]f not for these provisions, to which 
Respondent adhered, it would have been 
subject to punitive damages.” 
 
Interestingly, the Panel acknowledged that it 
“did not find the Claimants entirely credible.”  
The Panel was concerned about the 
Claimants’ contention that they believed each 
could receive 13.7% interest with no risk.  In 
addition, the Panel had some concerns over 
the Claimants’ contention that they believed 
FSC was guaranteeing these investments.  
However, the Panel decided in the end 
“[n]evertheless, their sins – recognized in the 
way the Panel allocated the Award – paled in 
comparison to the egregious behavior of 
Respondent that permitted it to happen.” 
 
John L. Ramsey v. Edward D. Jones, LLP; 
FINRA Case No. 06-04052 
 
Claimant brought an action against 
Respondent related to Claimant’s accounts 
with Edward Jones.  Claimant asserted that 
the securities the broker selected for him 
were overly concentrated and too volatile for 
his investment objectives.  In addition, 
Claimant asserted that the broker’s use of 
margin in his account was improper as the 
hazards, high interest rates and additional 
fees were never disclosed. 
 
Claimant asserted the following causes of 
action: breach of fiduciary duty; negligence; 
fraud; breach of contract; failure to supervise; 
violation of NASD Rules; violation of Indiana 
law; and unsuitable investments. 
 
Claimant requested compensatory damages 
of $127,000 along with unspecified damages 
for interest, attorney’s fees, and costs. 
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Respondent denied the allegations made in 
the Statement of Claim and asserted various 
affirmative defenses. 
 
The Panel awarded Claimant compensatory 
damages of $85,000 plus interest at 8% from 
the date of filing the claim until the date of 
payment of the Award.  In addition, the Panel 
assessed all of the forum fees against 
Respondent. 
 
Claimant’s Counsel: James P. Graven, 
Toledo, OH. 
 
Respondent’s Counsel: David J. Simmons, 
Greensfelder, Hemker & Gale PC, St. Louis, 
MO. 
 
Arbitrators:  Stephen C. Cline (Chair), Freed 
J. Naffziger (Public) and Beth Schmidt 
(Industry) 
 
This case is significant because it resulted in 
the recovery of losses in funds that were part 
of the Class Action suit against Edward Jones 
for revenue sharing/kickbacks.  Specifically, 
Claimant lost a significant portion of his 
money in Federated Funds.  Respondent 
argued that since Federated Funds were a 
part of the class action and Claimant had not 
opted out, Claimant’s damages should be 
limited to losses for funds outside of the 
Class Action.  Claimant argued that his case 
had nothing to do with revenue sharing, but 
rather, this was a suitability case and, as a 
result, the damages should not be limited.  
The Panel clearly agreed, awarding Claimant 
a large portion of his losses. 
 
This case is also significant in that the 
Claimant was only 29 years old when the 
investments were first selected in 1999.  
However, Claimant demonstrated that he was 
unemployed during 2000 and 2001, when 
most of the losses occurred, and that he 
therefore should not have been placed in an 
aggressive growth portfolio. 
 
 
 

Bart Delgado Sabal v. Sky Capital, LLC 
and Michael Passaro; 
NASD Case No. 06-02412 
 
Claimant, a London resident and first time US 
investor in his late 40s, brought an action 
against Respondent related to the sale of 
various speculative investments, including 
Conceptus and Sky Capital Enterprises. 
 
Claimant asserted the following causes of 
action: fraud, misrepresentations, breach of 
contract, violation of industry rules including 
unsuitability, violation of duties imposed by 
the Martin Act and NASD Manual, margin 
violations, churning, failure to diversify, 
negligence, negligent supervision, 
respondeat superior, violation of the 
Securities and Exchange Act and common 
law breach of fiduciary duty. 
 
Claimant requested compensatory damages 
of $130,000 along with unspecified damages 
for punitive damages, interest, attorney’s 
fees, and costs. 
 
Respondent denied the allegations made in 
the Statement of Claim and asserted various 
affirmative defenses. 
 
The panel awarded Claimant the following 
damages: $104,163.81 in compensatory 
damages from Sky Capital, $11,573.76 in 
compensatory damages from Passaro, 
$36,457.33 in interest and $300 as a 
reimbursement of the filing fees from Sky 
Capital.  In addition, the Panel assessed all of 
the forum fees against Respondent. 
 
Claimant’s Counsel: Jenice L. Malecki, 
Malecki Law, New York, New York. 
 
Respondent’s Counsel: Eric Rosenberg, 
Altman & Co., P.C., New York, New York. 
 
Arbitrators:  Joanne Barak (Chair), Alexander 
Yaroslavsky (Public) and Joshua Mark 
Zucker (Industry) 
 
This case is significant because it resulted in 
an almost complete recovery.  The case was 
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largely about misrepresentations and 
guarantees from the broker.  Claimant 
worked for a computer/internet based phone 
company that recorded all phone calls.  As a 
result, there was overwhelming evidence of 
the misrepresentations and guarantees made 
to Claimant. 
 
Myra P. Sokol and Stephen P. Sokol, 
individually and on behalf of the Sokol 
Family Trust  v. A.G. Edwards & Sons, 
Inc.;  
NASD Case No. 06-01793 
 
Claimants brought an action against 
Respondent related to the recommendation 
to liquidate a Jefferson National Life Variable 
Annuity to invest in an outside investment run 
by the broker’s son. 
 
Claimants asserted the following causes of 
action: breach of fiduciary duty, constructive 
fraud and failure to supervise. 
 
Claimants requested compensatory damages 
of $232,763.81 along with unspecified 
damages for punitive damages, disgorgement 
and restitution, lost opportunity costs, 
interest, attorney’s fees, and costs. 
 
Respondent denied the allegations made in 
the Statement of Claim, requested dismissal 
of the case and sought reimbursement for its 
costs. 
 
The Panel awarded Claimants the following 
damages: Compensatory damages of 
$180,000, reimbursement of filing fee and 
expert witness costs of $6,300, attorneys fees 
of $72,0000. 
 
Claimants’ Counsel: Philip M. Aidikoff, 
Aidikoff, Uhl & Bakhtiari, Beverly Hills, 
California 
 
Claimants’ Experts: Paul Meyer, supervision 
& Vince Micciche, insurance 
 
Respondent’s Counsel: Matthew R. Salamon, 
A.G. Edwards & Sons, Inc., St. Louis, 

Missouri and Daryl S. Landy, Morgan Lewis & 
Bockius, SSP, Palo Alto, California 
 
Arbitrators:  Robert Rosen (Chair), Otis E. 
Hackett (Public) and William S. Diver 
(Industry) 
 
This case is significant because it resulted in 
recovery for the lost value of the life 
insurance benefit of a variable annuity.  In 
this case, Claimants were sold a variable 
annuity with a death benefit.  Mr. Sokol later 
became ill and uninsurable.  He 
communicated this fact to his broker, who 
noted it in the computer system with A.G. 
Edwards.  The subsequent broker (the 
previous broker’s father) later recommended 
that Claimants sell the variable annuity, 
without taking into account the value of the 
death benefit to an uninsurable client, so that 
Claimants could purchase an outside 
investment through the broker’s son.  The 
Panel awarded close to the amount that 
Claimants’ expert testified as to the lost value 
of the death benefit. 
 
In addition, the case is significant because 
the Panel awarded attorney’s fees under 
California law. 
 
Genevieve Dusing  v. WM Financial 
Services.;  
FINRA Case No. 04-08780 
 
Claimant brought an action against 
Respondent related to the unauthorized 
trading of various unsuitable securities in her 
account. 
 
Claimant asserted the following causes of 
action: misrepresentations and omissions, 
negligence, breach of fiduciary duty, 
unauthorized trading, unauthorized use of 
margin, unsuitability, churning and failure to 
supervise. 
 
Claimant requested compensatory damages 
of $480,000, punitive damages of $480,000, 
interest at the rate of 10%, costs and 
attorney’s fees. 
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Respondent denied the allegations made in 
the Statement of Claim, requested dismissal 
of the case and sought reimbursement for its 
costs. 
 
The panel awarded Claimant the following 
damages: 
 
Compensatory damages of $47,064.98, 
interest of $216,704.48 (10% on the 
$480,000), post judgment interest, sanctions 
of $300, $500 and attorney’s fees of $2,335 
for discovery abuses. 
 
The Panel also assessed all of the forum fees 
against Respondent. 
 
Claimant’s Counsel: Wild Chang, Wild Chang 
& Chang, Rowland, Heights, California. 
 
Respondent’s Counsel: Gregory J. Sherwin, 
Fields, Fehn & Sherwin, Los Angeles, 
California. 
 
Arbitrators:  Frederick N. Ballard (Chair), 
Kenan Oldham (Public) and Robert S. Fash 
(Industry) 
 
This case is significant because it shows the 
value of interest in claims.  In this case, the 
Panel only found $47,000 in compensatory 
damages.  However, because the money had 
been wrongly invested, the Panel gave 
Claimant 10% interest on the entire amount 
claims ($480,000) which resulted in interest 
of over $216,000, almost five times the 
losses. 
 
This case is also important because it shows 
that Panels are now willing to sanction parties 
who do not participate fairly in the discovery 
process. 
 
There was also an interesting dilemma in this 
case that the Panel addressed.  Claimant’s 
counsel was not licensed in California, as 
required under the rules.  Although he 
apparently associated with a local counsel, 
that person did not come to the arbitration 
and therefore the Panel was concerned that 
the attorney was in violation of California 

rules for the representation by an unlicensed 
attorney.  To avoid this issued, the Panel 
ordered all payments on the award to “be 
made payable directly to Claimant by 
Respondent, either by direct deposit to 
Claimant’s bank account or by a check made 
payable to her.” 
 
Richard Gauzza  v. Sterne Agee Financial 
Services, Inc. a/k/a SAL Financial 
Services, Inc. v. Robert Lucci, Margaret 
Rucker and Barbara Knox.;  
NASD Case No. 06-03057 
 
Claimant, a retiree, brought an action against 
Respondent related to the purchase of a 
hedge fund named Madison Hedge Group, 
LLC. 
 
Claimant asserted the following causes of 
action: unsuitability, omissions, negligence, 
gross negligence, respondeat superior, 
control person liability, negligent supervision, 
breach of fiduciary duty and fraud. 
 
Claimant requested compensatory damages 
of $100,000, interest, costs, attorney’s fees 
and any other relief the Panel deemed 
appropriate. 
 
Respondent Sterne Agee denied the 
allegations made in the Statement of Claim, 
requested a finding under Florida Statute § 
517.211(6) that it was the prevailing party and 
entitled to costs and attorney’s fees and filed 
a third party claim against the other 
Respondents for indemnification. 
 
The panel awarded Claimant the following 
damages: 
 
Compensatory damages of $75,000, punitive 
damages of $100,000, costs and expenses of 
$7,567.10 and attorney’s fees in an amount 
to be determined by a court of competent 
jurisdiction. 
 
The Panel did award Respondent Sterne 
Agee $75,000 in indemnification against the 
third party Respondents, but gave it no other 
relief. 
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The Panel also assessed all of the forum fees 
against Respondents. 
 
Claimant’s Counsel: James D. Keeney, 
Sarasota, Florida. 
 
Steren Agee’s Counsel: Thomas L. Krebs, 
Haskell Slaughter Young & Rediker, LLC, 
Birmingham, Alabama. 
 
Third Party Respondents’ Counsel: Steele T. 
Williams, Sarasota, Florida. 
 
Arbitrators:  Brian William Schremp (Chair), 
Colleen Grace (Public) and Willis E. Adams II 
(Industry) 
 
This case is significant because resulted in 
an award of punitive damages.  Interestingly, 
in awarding damages, the Panel pointed to 
the exact documents which led to the award 
stating the “Panel found the sworn testimony 
and the Brach Office Review Report, found at 
Claimant’s Arbitration Exhibits, Volume II, 
Tab 19, Pages 0764 through 0767, of SAL’s 
Chief Compliance Officer David Simpson, 
was clear and convincing evidence that SAL 
Financial Services, Inc.’s conduct constituted 
gross negligence and intentional misconduct.” 
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Timothy A. Canning, Arcata, 
California, is a PIABA member 
whose practice is devoted primarily 
to representing parties in securities 
and investment – related disputes, in 
court and in arbitration.  

Following are summaries of recent cases and other material 
that may be of interest, from state and federal courts 
involving arbitration and/or securities, arranged generally by 
topic. 
 
Before the Arbitration Compelling/Resisting Arbitration 
 
Challenging Arbitration Agreements 
 
Arbitration Fairness Act of 2007 (Introduced in Senate, 
7/12/07) 
U.S. Senate Bill No. 1782 
 
Senators Feingold, Kennedy, Whitehouse, and Durbin 
introduced a bill to amend the Federal Arbitration Act to make 
invalid and unenforceable predispute arbitration clauses 
involving employment, consumer, or franchise disputes.   
 
The proposed bill would also require that the validity or 
enforceability of an agreement to arbitrate would be 
determined by a court, under federal law, rather than an 
arbitrator, irrespective of whether the party resisting 
arbitration challenges the arbitration agreement specifically 
or in conjunction with other terms of the contract containing 
such agreement. 
 
The bill’s definition of “consumer dispute” does not expressly 
mention securities disputes, but defines consumer disputes 
as a dispute between a person  who seeks or acquires real 
or  personal property, services, money, or credit for personal, 
family, or  household purposes and the seller or provider of 
such property, services, money, or credit.   
 
Nathan v. Merrill Lynch, Pierce, Fenner & Smith Inc.  
(D.Conn. 10/19/2007) 2007 WL 3102186 
 
The fact that plaintiff’s claims may be barred by the NASD’s 
six year rule was not enough for the plaintiff to avoid 
compelling arbitration, as the NASD Code gave arbitrators 
the right to decide questions regarding the applicability of the 
six year rule.  Further, though the arbitration agreement was 
between plaintiff and Advest, Merrill Lynch could compel 
arbitration under that agreement, as a successor in interest 
to Advest. 
 
SEC Rulemaking Petition 4-541 
(06/19/07) http://www.sec.gov/rules/petitions.shtml 
 
The SEC was requested to adopt a rule prohibiting broker-
dealers from requiring investors to accept mandatory 
arbitration clauses, in a rulemaking petition filed by attorney 
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Daniel R. Solin, on June 19, 2007.  The 
petition was supported by a study conducted 
by Mr. Solin, “Mandatory Arbitration of 
Securities Disputes:  A Statistical Analysis of 
How Claimants Fare”, as well as by 
comments from Senators Leahy and 
Feingold.  
 
Challenging Arbitration Agreements:  
Unconscionable 
 
Peltz v. Moyer 
(Ohio App., 9/17/07)  2007 WL 2758604 
 
Former customers of an NASD member firm 
and its registered representative filed suit 
against the firm and the representative, 
alleging misrepresentations regarding the 
returns that would be obtained on certain 
investments.   The firm moved to compel 
arbitration pursuant to the arbitration clause 
in the account agreement.   The customers 
opposed arbitration, alleging that the 
arbitration clause was substantively and 
procedurally unconscionable. 
 
As to substantive unconscionability, the 
customers contended that the member firm 
was relying on arbitration rules not 
specifically made a part of the arbitration 
agreement, especially the rules which would 
hold the customers responsible for significant 
arbitration fees.  The court rejected this 
argument, because agreement specifically 
referred to NASD rules, from the customers 
could ascertain their potential exposure to 
costs.  Further, the customers did not set 
forth any evidence of their inability to pay 
these arbitration costs, and $1,700 in initial 
costs did not appear to the Court to be 
significant in light of the fact that the 
agreement concerned a fairly large 
investment. 
  
In support of their procedural 
unconscionability argument, the customers 
contended that the arbitration agreement was 
never directly brought to their attention or 
explained to them. They also asserted that 
one of the former customers was a simple 
coal miner, whereas the member firm (Merrill 

Lynch) was one of the most successful and 
business savvy securities dealers in America.  
 
In ordering the dispute to arbitration, the 
Court concluded that the customers had the 
opportunity to review the documents that they 
signed, and upon reading the arbitration 
clause, they could have asked questions.  
The customers could have gone elsewhere 
for investment advice, according to the court. 
Instead, it appears that the customers blindly 
signed the myriad of documents presented to 
them. 
 
The court further noted that the dispute arose 
from an investment decision, voluntarily 
undertaken by the former customers, which 
implies that a certain amount of complexity 
will be involved and that a certain level of 
sophistication is to be expected. 
 
Forum Selection Clauses 
Citigroup Inc. v. Caputo 
(Fla. App. 5/16/07) 957 So.2d 98 
 
An exclusive forum selection clause between 
a Citigroup subsidiary and plaintiff was 
enforceable by Citigroup in a breach of 
contract claim by the plaintiff, even though 
Citigroup was not a direct signatory to the 
agreement.    
 
In this case, the claims against Citigroup 
arose out of Citigroup's alleged involvement 
in a scheme to promote, sell, and implement 
a tax-savings strategy (the “Strategy”).  The 
complaint alleges that Citigroup entered into 
a secret arrangement with the other 
defendants under which Citigroup referred its 
clients, including plaintiffs, to the other 
defendants for participation in the “Strategy”.   
Plaintiffs claim that Citigroup received a 
kickback of the fees paid to the other 
defendants in return for referring the clients. 
 
Citigroup argued that plaintiffs’ relationship 
with Citigroup was governed by an Investor 
Agreement entitled “Citibank Investor 
Account Agreement between Citibank, N.A. 
and Edward Caputo” (the “Citibank 
Agreement”). The Citibank Agreement 
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contained an exclusive forum selection 
clause requiring that all claims against 
Citigroup be adjudicated in New York. 
 
The court held that, even assuming Citigroup 
was not covered by the Citibank Agreement, 
a non-signatory may invoke a signatory's 
forum selection clause where the non-
signatory and signatory are related. 
 
Further, the plaintiffs had sued Citigroup for 
breach of contract. The Citibank Agreement, 
containing the forum selection clause, is the 
only contract between plaintiffs and a “Citi” 
entity.  Moreover, the fact that the complaint 
also raises tort claims does not change the 
forum selection clause analysis:  the forum 
selection clause applies to “[a]ny dispute in 
connection with [the Citibank Agreement]” 
and the Citibank Agreement covers advice 
pertaining to the Strategy. 
 
Scope of Arbitration Agreements  
Brokerage Account Agreement Includes 
Other Contracts 

 
AIG Financial Advisors, Inc. v. Yim 
(D.Nev. 6/22/07)  2007 WL 1827138 
 
A securities firm could not force its broker’s 
client to arbitrate a dispute that arose out of a 
real estate transaction between that client 
and the broker, in which the securities firm 
sought to impose a constructive trust over 
money the broker had unlawfully transferred 
to the client from other customers of the 
securities firm.   
 
Here, the broker entered into a real estate 
loan transaction with his client, who also had 
a securities account with the broker at plaintiff 
AIG Financial.  The client had an arbitration 
agreement with AIG Financial, requiring 
arbitration of claims “arising out of or relating 
to any account maintained by” the client at 
AIG.   
 
The real estate transaction between the 
broker and the client failed.  In order to make 
up the shortfall, the broker stole money from 
other customers at AIG Financial, and 

transferred that money to the client.  When 
AIG discovered the unlawful transfer, it filed 
suit against the broker and also sought to 
impose a constructive trust over the funds in 
the defendant client’s hands.  AIG then 
moved to compel arbitration of the dispute.  
 
In denying the motion to compel arbitration, 
the court held that even if a valid arbitration 
agreement existed between AIG Financial 
and the client, the arbitration agreement 
would not cover this dispute. This matter 
focuses on the broker’s actions and his 
inappropriate removal of funds from two of 
AIG Financial’s other customers' accounts. 
While the broker transferred those funds 
through accounts at AIG, the money was not 
noticed by the client until it reached his 
personal Wells Fargo Account. As such, it 
cannot be said that the present dispute 
between AIG and the client arises out of or is 
related to his account with AIG. Thus, the 
dispute was not arbitrable under the parties' 
purported agreement. 
 
Who Can Enforce Arbitration Obligation 
 Alter Egos 
Becker v. Davis 
(11th Cir.(Fla.) 7/11/07) 491 F.3d 1292,  2007 
WL 1988551   
 
A non-signatory to an arbitration agreement 
can be compelled to arbitrate claims of 
collaboration between some defendants who 
were parties to arbitration agreements and 
other defendants who were not, and to the 
extent that non-signatory’s individual claims 
rely upon the terms of the agreements and 
attempt to hold the defendants to these 
terms. 
 
In this case, the plaintiff Becker, on her own 
behalf and as trustee on behalf of her 
charitable remainder trust, filed a complaint 
against various financial advisors alleging 
that they provided her and the trust with 
unsound financial advice. The complaint 
alleges that all the defendants were working 
together to induce Becker and the Trust to 
adopt a financial strategy that was unsuitable 
for her personal investment objectives. The 
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complaint also generally alleges that the 
“Conspiring Defendants” failed to disclose 
that they were engaged in a scheme to 
defraud Becker and the Trust 
 
Becker, though a nonsignatory to the 
agreements containing arbitration clauses, 
could still be bound by the agreements' 
arbitration clauses, to the extent that Becker's 
individual claims rely upon the terms of the 
agreements containing the arbitration clause. 
 
Who Can Enforce Arbitration Obligation 
Parent Corporation of Broker-Dealer 
 
Weiss Capital Management, Inc. v. 
Crowder 
(Fla. App. 9/19/07)  964 So.2d 865, 2007 WL 
2711099 
 
The parent of an NASD member cannot be 
required to arbitrate a dispute with a former 
employee and his current employer (also an 
NASD member).  

 
Following an employee’s resignation as an 
investment advisor, his former employer 
Weiss Capital Management, Inc. (WCM) sued 
the employee and his current employer, 
Morgan Stanley.   The employee and his 
current employer obtained an order staying 
the trial court proceedings and requiring 
WCM to arbitrate its dispute.  

 
The court concluded that the trial court erred 
in granting the motion to compel arbitration. 
There was no express agreement between 
WCM and the employee that required WCM 
to arbitrate its dispute with Crowder. WCM 
was not required to arbitrate based on the 
National Association of Security Dealers 
(NASD) rules. WCM could not be required to 
arbitrate simply because WCM's wholly-
owned subsidiary, Weiss Capital Securities 
(WCS), was a NASD member and Crowder 
was an associated person of that firm. WCM 
and WCS are separate corporations and 
there was no evidence of any abuse of the 
corporate entity by either company which 
would make them alter egos. 

 

Calyon v. Mizuho Securities USA, Inc. 
(S.D.N.Y. 7/24/07)  2007 WL 2618658 
 
The parent corporation of an NASD member 
cannot be compelled to arbitrate based on 
the subsidiary’s membership in the NASD.  
 
This case was brought by one banking 
corporation, Calyon, against another banking 
corporation, Mizuho, and eleven individuals 
who used to work at Calyon but now work at 
Mizuho. Caylon sought to enjoin defendants 
from using customer information obtained 
while the individual defendants worked at 
Caylon.  Defendants moved to dismiss the 
complaint or, in the alternative, stay the 
action and compel arbitration. 
 
In the underlying case, ten of the eleven 
individual defendants resigned from Calyon 
after signing employment agreements with 
Mizuho the night before (the eleventh had 
been fired by Calyon earlier and had already 
started working for Mizuho). Towards the end 
of their employment at Calyon, some 
defendants allegedly copied information that 
Calyon claims is proprietary from Calyon's 
computer system. Others allegedly emailed 
copies of those documents to their personal 
email accounts. Some purportedly emailed 
Calyon documents directly to Mizuho. Many 
of these documents were transmitted before 
the defendants signed their employment 
agreements with Mizuho, but some were 
transmitted after. These acts allegedly 
violated Calyon's internal email policies. 
 
After finding that Calyon’s complaint stated a 
cause of action under the federal Computer 
Fraud and Abuse Act, the court denied 
Mizuho’s motion to compel arbitration.  
According to the court, Calyon is not subject 
to an arbitration agreement with the 
defendants. A wholly owned subsidiary of 
Caylon (Calyon Securities International (CSI)) 
is a registered member of the National 
Association of Securities Dealers (NASD) and 
is party to an arbitration agreement through 
the NASD. Because Calyon, the plaintiff here, 
itself is not a party to the agreement, it cannot 
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be compelled to arbitrate this dispute. 
 
In re H & R Block Financial Advisors, Inc. 
(Tex. 8/24/07) --- S.W.3d ----, 2007 WL 
2404818 
 
An arbitration clause in an account 
agreement signed by a company under a 
former name is still enforceable by the 
company using the new name; and an 
addendum to the account agreement which 
did not contain an arbitration clause did not 
preempt the original arbitration clause, where 
the addendum expressly incorporated all non-
conflicting provisions of the original account 
agreement.  

 
Who Can Enforce:  

Officers of Broker-Dealer 
 

Mishal v. Venus Capital Management, Inc. 
(Cal.App. 7/24/07) 2007 WL 2110488 
 
An investment advisor and its chief executive 
officer may not compel arbitration of fraud 
and other tort law claims asserted by two 
clients, even though the two clients had 
signed arbitration agreements with the 
securities brokerage firm at which the CEO 
was a registered broker.   
 
The two clients filed suit against the 
registered investment advisor and it’s CEO, 
alleging that they invested in a "risky and 
speculative" private mutual fund at the advice 
of the CEO.  The clients ultimately lost more 
than $200,000 in retirement savings and 
other funds.  
 
The court held that since the claims asserted 
were not against the securities firm at which 
the CEO was registered, but were instead 
asserted against the CEO and a separate 
company, the CEO and the separate 
company could not rely on the arbitration 
agreement between the securities firm and 
the customers.  

 
 
 
 

Enforcing Arbitration Agreement 
U-4 Form 

Estabrook v. Piper Jaffray Companies 
(N.D.Ill. Jul 05, 2007) 492 F.Supp.2d 922, 
2007 WL 1953165  
 
An integration clause in an employee stock 
agreement which does not contain an 
arbitration clause and which was executed 
after a U-4 form does not render the 
arbitration clause in the U-4 form 
unenforceable.   
 
In resisting arbitration, the employee 
contended that an integration clause in a 
stock incentive plan – which was executed 
after the employee signed a Form U4 -- 
implied that the arbitration clause in the Form 
U-4 was no longer effective.  
 
The court rejected the employee’s expansive 
view of the integration clauses in the stock 
agreement.  Instead, the court found that 
those clauses supersede only other 
agreements relating to the issuance and sale 
of stock, not the forum where disputes will be 
decided According the federal (and Delaware 
state) presumption in favor of arbitrability 
when the scope of a valid arbitration clause is 
at issue, the court concluded that Estabrook 
had not demonstrated that the parties 
intended to override his previously assumed 
obligation to arbitrate disputes with his former 
employer, and ordered the matter to 
arbitration.  
 
Enforcing Arbitration Agreement 

NASD Membership Sufficient 
The O.N. Equity Sales Co. v. Pals 
(N.D. Iowa 9/6/2007) 509 F.Supp.2d 761 
 
The O.N. Equity Sales Co. v. Steinke 
(C.D.Cal. 8/27/07) 504 F.Supp.2d 913, 2007 
WL 2421761 
 
The O.N. Equity Sales Co. v. Venrick 
(W.D.Wash 9/17/2007) 508 F.Supp.2d 872 
 
The O.N. Equity Sales Co. v. Robinson 
(E.D. Va. 9/27/07)  2007 WL 2840477 



Cases & Materials 
 

PIABA Bar Journal                                                                    Fall 2007 42

The O.N. Equity Sales Co. v. Gibson 
(S.D.W.Va. 10/1/07) --- F.Supp.2d ----, 2007 
WL 2840400 
 
O.N. Equity Sales Co. v. Prins 
(D.Minn.  11/07/07) --- F.Supp.2d ----, 2007 
WL 3286406 
 
O.N. Equity Sales Co. v. Wallace 
(S.D.Cal  11/15/07) 2007 WL 4106476 
 
The O.N. Equity Sales Co. v. Rahner 
(D.Colo. 10/3/07) 2007 WL 2908297 
 
A brokerage firm must arbitrate a claim 
asserted against it where the claimants were 
customers of an associated person of the 
brokerage firm while the investment was 
ongoing, and where claims are being 
asserted against the brokerage firm for failure 
to supervise that associated person, even 
though the associated person was not 
registered with the brokerage firm at the time 
the investments were sold to the claimants.  
 
Numerous investors filed arbitration actions 
with the NASD, asserting state and federal 
claims against ONESCO. ONESCO 
responded by filing at least twenty separate 
actions in federal courts across the country 
seeking to avoid arbitrating claims with 
investors. 
 
ONESCO sought orders enjoining claimants 
from pursuing arbitration with the National 
Association of Securities Dealers (NASD).  
Each claimant had filed separate arbitration 
claims, against the same broker and 
ONESCO, arising out of investments in the 
same private placement.  
 
ONESCO contended that the claimants’ 
arbitrations were premised on alleged 
misrepresentations that were made by the 
broker prior to the broker’s employment with 
ONESCO, and hence ONESCO was not 
obligated to arbitrate the claimants’ claims 
against it.  However, in each case, the 
claimants also asserted that ONESCO 
negligently supervised the broker which 

caused damage after the broker was 
employed by ONESCO. 
 
Claimants were “customers” of ONESCO 
within the meaning of NASD Rule 10301, as 
the claimants were engaged in a business 
relationship with the broker  that involved 
“some brokerage or investment relationship 
between the parties”   when they invested in 
the private placement.  
 
The district courts also concluded that the 
broker was an “associated person” of 
ONESCO at the time that the claimants were 
engaged in an investment relationship with 
the broker, such that claimants were 
“customer[s]” of an “associated person” of 
ONESCO. By dealing with the “associated 
person,” the claimants dealt with ONESCO as 
well, even though the claimants purchased 
the private placement before the broker 
became an associated person of ONESCO.  
 
Because the NASD requires its members to 
supervise the activities of their associated 
persons as part of their business, a claim for 
negligent supervision satisfies the Code's 
requirement that the dispute “arise in 
connection with” the business of such 
member. Here, in light of activity with the 
claimants’ investment in the private 
placement after the broker became 
associated with ONESCO, and due to the 
claimants’ allegations of negligent supervision 
of the broker by ONESCO during the time 
that the broker was an “associated person,” 
the conditions for an arbitrable dispute within 
the terms of Rule 10301(a) was met. 
 
Compelling Arbitration: Non-customers 
Goldman Sachs & Co. v. Becker  
(N.D.Cal 7/02/07) 2007 WL 1982790 
 
NASD member firm Goldman Sachs enjoined 
a claimant from pursuing an NASD arbitration 
against it, on the grounds that there was no 
arbitration agreement between Goldman 
Sachs and the claimants, and on the grounds 
that the claimants were not customers of 
Goldman Sachs under NASD rules.    
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Goldman Sachs had not submitted the 
question of arbitrability to arbitration, even 
though it first asked the NASD to dismiss 
them from the arbitration, which the NASD 
denied, because it was “far from clear” that 
the NASD closely considered the question of 
arbitrability. 
 
The court rejected claimants’ argument that 
they were customers of Goldman Sachs 
either through (1) Goldman Sachs' having 
been an underwriter for Prudential Securities' 
initial public offering or (2) through Goldman 
Sachs' allegedly owning claimant’s mortgage. 
 
The claimants also argued that Goldman 
Sachs was an “associated persons” of 
Prudential subject to the arbitration 
agreement between claimants and 
Prudential. The court disagreed.  Under 
NASD bylaws, an “associated person” is 
intended to describe only natural persons. 
NASD By-Law Art. I, § (cc). For instance, a 
natural person associated with an investment 
bank who was authorized to sell securities on 
its behalf could be an associated person 
under NASD rules. As a company, however, 
Goldman Sachs could not be an “associated 
person”. 
 
Members of Other SROs 
 
SR-NASD-2007-038 
Rule Change to Amend the Customer and the 
Industry Codes of Arbitration  
Procedure To Clarify NASD's Jurisdiction 
Concerning Members of Other  
Self-Regulatory Organizations 
 
As part of its drive for uniform rules and 
procedures for all securities arbitration cases, 
the NASD/FINRA proposed this rule change 
to make explicit the NASD's jurisdiction with 
respect to members of other self-regulatory 
organizations that, with NASD consent, 
require their members to arbitrate pursuant to 
the NASD’s Arbitration Codes and/or to be 
treated as members of NASD for purposes of 
the Arbitration Codes. The proposed rule 
change also will clarify that one set of 
arbitration rules and administration 

procedures will apply to these other self-
regulatory organizations. 
 
Investment Advisors 
Archdeacon v. Sherwood Inv. Services 
(D.N.J.   6/28/2007) 2007 WL 1963679  
 
An investment advisor was not obligated to 
arbitrate a customer’s dispute at the NASD, 
despite the presence of an arbitration 
agreement between the NASD member who 
handled the account and the customer, and 
an arbitration clause between the NASD 
member and the investment advisor in the 
“Advisor Account Master Agreement.”  
 
Here, the investment advisor and the 
customers had not entered into an agreement 
binding either party to arbitrate any disputes 
arising between them. The investment 
advisor’s Customer Agreement does not 
contain an arbitration clause. The NASD 
member’s Customer Agreement contains an 
arbitration clause; however, the investment 
advisor is not a party to that contract. While 
the Advisor Account Master Agreement 
contains an arbitration clause, this clause 
applies to the investment advisor and the 
NASD member, not to the customers. Thus, 
the plain language of these contracts does 
not establish that investment advisor has 
agreed to arbitrate disputes with the 
customers.  
 
The court refused to imply a duty to arbitrate, 
because such a duty is implied usually where 
a party voluntarily submitted to arbitration and 
only later claimed that it was not bound by the 
arbitrator's decision. In contrast, here the 
investment advisor never submitted to the 
NASD's jurisdiction or otherwise voluntarily 
agreed to arbitrate 
 
Staying Other Litigation 
 
Ewing v. Merrill Lynch Pierce Fenner & 
Smith Inc. 
(W.D.La. 8/29/2007)  2007 WL 2478875 
 
A spouse’s claim for loss of consortium 
arising out of her husband’s alleged wrongful 
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termination, though not arbitrable, can be 
stayed, where allowing it to move forward 
would thwart the federal policy in favor of 
arbitration 
 
Plaintiffs Robert Ewing and Faustena Ewing 
filed a Petition in Louisiana state court, “for 
breach of contract, malfeasance and 
negligence, loss of consortium, and 
damages.” In the Petition, Plaintiffs allege 
that Merrill Lynch acted fraudulently and in 
breach of contract in connection with its 
employment of Robert Ewing as a financial 
analyst. Plaintiffs allege that this misconduct 
by Merrill Lynch caused damages to both 
Robert Ewing (in the form of damage to his 
professional reputation, lost earnings, 
emotional distress, etc.) and to his wife, 
Faustena Ewing (for loss of consortium). 
 
After compelling arbitration of the husband’s 
claim pursuant to the U-4 form the husband 
signed in connection with his employment 
with Merrill Lynch, the court stayed the wife’s 
claim for loss of consortium, pending the 
outcome of the husband’s arbitration. The 
spouse’s loss of consortium claim is 
“dependent on a primary tort to another 
person”, i.e., Merrill Lynch’s wrongful 
termination of her husband.   Consequently, 
in order to adjudicate the claim alleging injury 
to the spouse, it would also be necessary to 
consider her husband's claims. Since the 
spouse's claim is inherently inseparable from 
those of her husband, her claims will be 
stayed pending arbitration of her husband’s 
claims, even though the spouse’s claim is not 
arbitrable. 
 
Compelling Arbitration:  Waiver 
 
Levey v. Brownstone Inv. Group, LLC 
(S.D.N.Y. 9/17/07) --- F.Supp.2d ----, 2007 
WL 2710401 
 
Waiver of a right to compel arbitration can be 
found where a party who sought arbitration 
had previously engaged in extensive litigation 
that smacks of deliberate conduct or bad faith 

designed to secure a substantial benefit at 
the expense of the other party. 
 
In this case, the Court found several 
considerations compelling, in determining that 
plaintiff had not waived his right to compel 
arbitration: (1) Defendants did  not 
demonstrate what specific information plaintiff 
had obtained through litigation that he would 
not be able to acquire through an arbitration 
proceeding and how use of that information in 
arbitration would unfairly prejudice 
Defendants; (2) whatever information plaintiff  
had obtained in discovery he now possesses 
not because he invoked judicial resources to 
obtain such discovery and information to later 
gain an advantage in the arbitration he seeks; 
rather, it was defendants who initially  
commenced court litigation and insisted on 
pursuing the expedited discovery about which 
Defendants now raise objections; (3) the 
court proceedings had not yet sufficiently 
advanced to a point at which plaintiff had 
improperly availed himself of judicial 
resources-  such as  delay, expense, or 
change in the position of the Defendants – so 
as to cross the threshold of inherent 
unfairness to Defendants. 
 
Class Actions:   

Exclusion in order to Arbitrate 
In re WorldCom, Inc. Securities Litigation  
(S.D.N.Y. Jul 05, 2007) 2007 WL 1946685 
and order 2007 WL 2076639 7/20/07 
 
Individual class members who did not opt out 
of a class action against UBS and who did 
not object to the class settlement could not 
pursue individual claims against 
PaineWebber arising out of the same 
investment.   
 
The individual claimants asserted that class 
notice mentioned only UBS Warburg LLC, 
and did not put them on notice that their 
failure to exclude themselves from the class 
action would compromise their arbitration 
claims against PaineWebber. However, the 
court found that the individual claimants knew 
that UBS merged with PaineWebber in 
November 2000. Further, a tolling agreement 
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they executed was with UBS PaineWebber. 
 
Insofar as the individual claimants were 
seeking to recover for losses sustained 
through their investments in WorldCom 
securities, their claims were rooted in the 
same factual predicate upon which the class 
action was based, regardless of how those 
claims were cast. The fact that the Claimants 
formulated their individual claims for losses 
resulting from their WorldCom investment 
strategies as suitability claims does not mean 
their claims are outside the class claims.  
 
Further, to the extent that the individual 
claimants complain that they were not told 
either to sell or hedge against their 
WorldCom holdings, presumably by 
purchasing puts on WorldCom stock, among 
other strategies, this complaint is just another 
expression of their belief that they should 
have been warned that the publicly disclosed 
information about WorldCom was unreliable 
and that their WorldCom holdings were a 
riskier investment than they understood at the 
time. 
 
In granting UBS’s motion for an injunction, 
the court ruled that the claimants may not first 
remain in the class action and then try to 
pursue their own separate litigation over 
investment losses in the same securities. 
 
During The Arbitration 
 
Representing Parties in Arbitration: FINRA 
Representation Rules 
 
SR-NASD-2006-109; FINRA Regulatory 
Notice 07-57 
 
The SEC approved FINRA/NASD’s most 
recent rule proposal on who can represent 
whom in FINRA arbitrations and mediations.  
The  new rule, which is to take effect on 
December 24, 2007, permits any attorney 
licensed to practice law in any jurisdiction to 
represent parties in FINRA arbitrations or 
mediations,  and permits any non-attorney to 
represent parties as well, as long as the 
representation is not prohibited or restricted  

by state law.  A non-attorney representative 
must also not be suspended or barred from 
the securities industry or from the practice of 
law.  FINRA has stated that these new rules 
are not intended to preempt or change state 
law.  
 
Representing Parties in Arbitration: 
Malpractice 
 
Schubiner v. Sommers Schwartz Silver & 
Schwartz, P.C. 
(Mich.App., 6/26/2007) 2007 WL 1828892 
 
An attorney’s decision to not call an expert 
witness in an arbitration to rebut the 
industry’s expert witness (who testified on 
industry standards) could not form the basis 
for a malpractice action against the attorney, 
according to this Michigan court.  
 
Here, the attorney’s former clients contended 
that the attorney should have called an expert 
witness who would have testified favorably to 
the former clients, and who would have 
rebutted the other side’s expert witness 
testimony regarding industry standards.    
 
An attorney's decision to call or not call a 
witness is just the sort of tactical choice that 
falls squarely under the attorney judgment 
rule: “it is a tactical decision whether to call 
particular witnesses, as long as the attorney 
acts with full knowledge of the law and in 
good faith.”  
 
The former clients argued that their attorney 
was not protected by the “attorney judgment 
rule” because he failed to call a witness 
retained specifically for the litigation and 
arbitration, and failed to even interview 
additional potential witnesses suggested by 
plaintiffs. However, the former clients offered 
no actual evidence to support their argument. 
 
The court also noted that the former clients 
won a damage award in the arbitration, so 
their complaint against their attorney was that 
the damage award should have been larger. 
To succeed on their malpractice claim they 
must show that but for defendants' alleged 
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malpractice, they would have received a 
larger award.  The court observed that the 
former clients had failed to make that difficult 
showing.  
 
Public Arbitrator Definition 
 
Self-Regulatory Organizations; National 
Association of Securities  
Dealers, Inc., Notice of Filing of Proposed 
Rule Change To Amend the  
Definition of Public Arbitrator 
 
Federal Register: July 17, 2007 (Volume 72, 
Number 136, pages 39110-39112 
[Release No. 34-56039; File No. SR-NASD-
2007-021] 
 
 In this rule filing, the NASD purports to 
address concerns about individuals serving 
as public arbitrators when they have business 
relationships with entities that derive income 
from broker-dealers. According to the NASD, 
the concern is that, for example, an arbitrator 
classified as public might work for a very 
large law firm that derived less than 10% of 
its annual revenue from broker-dealer clients, 
but still receives a large dollar amount of such 
revenue. The concern focused primarily on 
the law firm's defense of action (in arbitration 
or litigation) by customers of broker-dealers, 
and not on representing broker-dealers in 
underwriting or other activities. Therefore, 
those concerned with the amount of annual 
revenue recommended that there be an 
annual dollar limitation of $50,000 on revenue 
from broker-dealers relating to customer 
disputes with a brokerage firm or associated 
person concerning an investment account. 
 
The NASD proposes to amend the definition 
of public arbitrator to add a provision that 
would prevent an attorney, accountant, or 
other professional from being classified as a 
public arbitrator, if the person's firm derived  
$50,000 or more in annual revenue in the 
past two years from  professional services 
rendered to any persons or entities listed in 
Rule 12100(p)(1) of the Customer Code or 
Rule 13100(p)(1) of the Industry Code 
relating to any customer disputes concerning 

an  investment account or transaction, 
including but not limited to, law firm fees, 
accounting firm fees, and consulting fees.  
 
Arbitrator Disclosure  
 
Applied Indus. Materials Corp. v. Ovalar 
Makine 
(2nd Cir. 7/09/07) 492 F.3d 132 
 
A non-securities arbitration award was 
vacated where one of the three arbitrators, 
whose vote was dispositive, acted with 
“evident partiality” by failing to either 
investigate what he knew to be a potential 
business relationship between his corporation 
and one of the parties or inform them that he 
had walled himself off from learning more. 
 
An arbitrator who knows of a material 
relationship with a party and fails to disclose it 
meets the “evident partiality” standard: A 
reasonable person would have to conclude 
that an arbitrator who failed to disclose under 
such circumstances was partial to one side.  
 
Arbitrators must take steps to ensure that the 
parties are not misled into believing that no 
nontrivial conflict exists. It therefore follows 
that where an arbitrator has reason to believe 
that a nontrivial conflict of interest might exist, 
he must (1) investigate the conflict (which 
may reveal information that must be 
disclosed) or (2) disclose his reasons for 
believing there might be a conflict and his 
intention not to investigate. 
 
The court emphasized that it was not creating 
a free-standing duty to investigate on the part 
of arbitrators.. The mere failure to investigate 
is not, by itself, sufficient to vacate an 
arbitration award. But, when an arbitrator 
knows of a potential conflict, a failure to either 
investigate or disclose an intention not to 
investigate is indicative of evident partiality. 
 
The court rejected, however, the “appearance 
of partiality” standard on the part of the 
arbitrator, as being too low to warrant vacatur 
of an arbitration award. 
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Motion to Dismiss/Failure to Permit 
Amendment 
 
UBS Financial Services, Inc. v. Bova 
(E.D. La. 10/4/07)  2007 WL 2963757 
 
Failure of an NASD panel to permit the 
investor/claimant to a amend statement of 
claim to cure “timeliness” problems  in 
response  to respondent brokerage firm’s 
motion to dismiss was not grounds for 
vacating award, particularly where the 
brokerage firm mounted a very convincing 
challenge to the merits of the claim. Thus, 
even assuming that the customer’s 
amendments could have cured the timeliness 
problem, the arbitrators would not have been 
guilty of misconduct or manifest disregard of 
the law by dismissing the claims on the 
merits, amendments notwithstanding. 
 
Settlement Issues/ Scope of Release 
 
Wang v. Merrill Lynch Credit Corp. 
(Cal. App.  7/18/07) 2007 WL 2045615 
 
Merrill Lynch Pierce Fenner & Smith was able 
to enjoin an NASD arbitration proceeding 
brought by former customers, pursuant to a 
settlement agreement entered into in an 
action between those customers and a sister 
corporation (Merrill Lynch Credit 
Corporation), where Merrill Lynch was 
expressly named as a party to the settlement 
agreement.  
 
In affirming the injunction, the court rejected 
the customers’ argument they signed the 
settlement agreement only because they felt 
compelled to do so by the judge who 
conducted the settlement conference.  The 
Court opined that the customers were not 
free to sign the written agreement, accept the 
settlement proceeds, and then dispute the 
terms of the settlement agreement 
afterwards. 
 
The court also held that the injunction 
entered by the trial court was carefully drawn 
so as not to preclude the customers from 

pursuing unrelated claims against Merrill 
Lynch.  
 
After The Arbitration     
Challenging / Confirming Arbitration 
Awards 
 
Vacatur:  Not A Party  
 
STG Secure Trading Group, Inc. v. Solaris 
Opportunity  
(S.D.Fla. 6/27/ 2007) 2007 WL 1879361 
 
A parent company that was not named as a 
respondent in a statement of claim was 
nonetheless bound by an NASD award 
against it, where the parent company had 
actually signed a Uniform Submission 
Agreement, and failed to raise the problem 
with the arbitrators.   
 
In this case, the claimant (Solaris) was a 
hedge fund and a former customer of STG 
Secured Trading Group, LLC (“STG, LLC”).  
Solaris’   Statement of Claim named “STG, 
LLC,” not “STG Inc” (a parent of STG LLC), 
as a Respondent. 
 
The arbitration panel issued its Award, ruling 
that STG, Inc. was liable to Solaris. The 
Award lists STG, Inc. as a Respondent, 
instead of STG, LLC. The Award also 
designates STG, Inc. as having filed a 
counterclaim and a third-party claim. 
 
STG, Inc. then brought this action to vacate 
or modify the award so the award was 
against STG LLC only. The court denied the 
application.  STG, Inc. – though not named 
as a respondent in claimants’ statement of 
claim -- is bound by the Amended Arbitration 
Award by virtue of its signing the Uniform 
Submission Agreement, which expressly 
provides that “the undersigned parties hereby 
voluntarily consent to submit to the 
jurisdiction of any court of competent 
jurisdiction which may properly enter such 
judgment.” The signing of a Uniform 
Submission Agreement binds a party to 
arbitration. 
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Further, STG, Inc. could have, but did not, 
bring any alleged error to the attention of the 
Panel nor did it ever raise the issue until after 
the Panel issued the award. According to the 
court, STG, Inc. was well aware of the 
arbitration proceedings and certainly the 
execution of the Uniform Submission 
Agreement. 
 
The court rejected STG, Inc.’s arguments that 
the Panel violated the procedures set forth in 
the Code of Arbitration Procedure. (This 
argument was apparently aimed at the 
panel’s failure to reschedule the hearing so 
that STG, Inc. could retain counsel to 
represent it at the hearing;  a representative 
of STG, LLC did attend the hearing).   The 
court opined that a lack of counsel at an 
arbitration hearing was immaterial and not a 
violation of due process rights. The court 
pointed to the NASD Arbitrator's Manual 
which states that “[p]arties need not be 
represented by an attorney in arbitration.” 
 
Finally, the Panel did not act arbitrarily or 
capriciously. STG, Inc.'s examples of the 
Panel's alleged arbitrary and capricious ruling 
– that the Panel failed to allow parties to 
obtain counsel, failed to grant requests to 
reschedule, failed to limit liability to the proper 
parties and failed to correct its alleged 
mistakes – were insufficient to warrant 
vacatur or modification of the award. 
 
Vacatur:  Failure to Hear Evidence 
 
Dolton v. Merrill Lynch, Pierce, Fenner & 
Smith, Inc. 
(D.C. 9/6/2007) --- A.2d ----, 2007 WL 
2489701 
 
While transcripts are not a necessity for every 
appeal from an award in an arbitration 
proceeding, the failure to provide  a transcript 
of  testimony is fatal to an appeal where 
vacatur of an award is sought based upon 
testimony that  came in during the course of 
the arbitration hearing. 

 
Claimants sought to vacate an arbitration 
award, asserting that the arbitration panel 

erred in not making credibility determinations 
of the parties’ witnesses.   However, the 
panel did not ignore the testimony it heard. 
Rather, the panel noted in its award that the 
testimony of the opposing parties was “flatly 
contradictory,” that there was “no 
corroboration of any testimony by a 
disinterested witness,” and that “[c]ounsel for 
both parties correctly acknowledged that the 
testimony of the claimants and the individual 
Respondents could not be reconciled.” The 
panel also noted “the remarkable absence of 
documentary evidence to corroborate either 
side's version of the central events of their 
relationship.”  

 
The claimants also argued that the arbitration 
panel was partial to respondents.  Their 
partiality argument was based on claimants’ 
assertion that the panel manifestly 
disregarded the applicable law.  A showing of 
partiality cannot be inferred from the 
arbitrator's decision on the merits, but must 
be based on the establishment of “specific 
facts which indicate improper motives on the 
part of the arbitrator.” The court concluded 
that no such showing was made here. 

 
Vacatur: Manifest Disregard:  Punitive 
Damages 
 
Wedbush Morgan Securities, Inc. v. 
Wilson 
(Cal.App. 11/8/07) 2007 WL 3298901 
 
Wedbush Morgan Securities, Inc. 
unsuccessfully sought to vacate an arbitration 
award of punitive damages.  Wedbush 
argued that the arbitrators applied a 
“recklessness” standard for punitive 
damages, which was the wrong legal 
standard.  The court  that the arbitrators’ use 
of a “recklessness” standard did not warrant 
vacating the arbitration award,  and further 
held that punitive damage awards in private 
contractual arbitration proceedings do not 
implicate the federal due process clause.  It is 
up to the legislature to weigh the competing 
concerns between finality of arbitration 
awards and the harm caused by erroneous 
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application of legal standards for awarding 
punitive damages.   

 
Vacatur: Manifest Disregard:  Attorneys 
Fees 

 
Porzig v. Dresdner, Kleinwort, Benson  
(2nd Cir. 8/7/07) --- F.3d ----, 2007 WL 
2241592 
 
It was manifest disregard of the law for 
arbitrators to: (1) limit a successful plaintiff’s 
attorneys’ fees to a contingency fee under 
ADEA, and (2) to order plaintiff’s counsel to 
return to his client the portion of his fee that 
plaintiff already paid.  
 
As to the first issue, a contingency fee may 
not serve as a cap on an attorney fee award. 
Porzig carefully and accurately explained to 
the arbitral panel the prevailing law as to the 
manner in which a contingency fee may be 
considered in a fee calculation. 
 
As to the second issue, Porzig's attorney was 
not before the arbitration panel in any manner 
other than as Porzig's counsel; Porzig was 
not before the Panel with respect to his 
relationship with his attorney; and neither 
Porzig nor Attorney O'Donnell had agreed to 
arbitrate a dispute, if in fact there was one, 
over their fee contract. The Panel here was 
plainly without jurisdiction to order Porzig's 
lawyer to pay back to his client the specified 
contingency fee. 
 
The court viewed the following factors as 
clouding the presumption of validity of the 
award: (1) the district court concluded the 
original attorney's fee award was issued in 
manifest disregard of the law and vacated the 
award; (2) the same Panel on remand from 
the district court acted without authority with 
respect to a portion of the award; (3) Porzig 
accurately explained to the arbitrators the 
controlling law with regard to attorney's fees, 
while the Defendants advanced several 
misstatements of law to the Panel-including 
one on the very point of law on which the 
district court had found manifest disregard; 
(4) the Panel did not explain how it came up 

with a fee award virtually identical to the 
contingent fee. 

 
Vacatur: Manifest Disregard 
 
Strausbaugh v. H & R Block Financial 
Advisors, Inc. 
(Ky.App. 10/26/07)  2007 WL 3122257 
 
In rejecting a petition to vacate an arbitration 
award to the extent it imposed forum fees on 
a public customer claimant, the court held 
that NASD arbitrators have the power to 
allocate forum fees in any manner they see 
fit, under the NASD Code and under 
Kentucky’s arbitration act; and, for petitions to 
vacate filed in state court, only the state’s 
standards for vacatur apply, not federally 
created non-statutory grounds for vacatur.   

 
 

Banc of America Investment Services, Inc. 
v. Lancaster 
(Tex.App. 8/31/2007)  2007 WL 2460277 
 
An arbitration award which awarded a 
brokerage firm the fees and costs it incurred 
in compelling a customer to arbitrate her 
claim was not a manifest disregard of the law.   
 
In this case, the public customer brought a 
claim against a brokerage firm.  Throughout 
the case, the public customer denied the 
enforceability of the purported arbitration 
agreements.  The arbitration panel denied the 
relief sought by both sides but awarded 
$14,310.24 to the Brokers for costs and 
expenses incurred by them in compelling the 
public customer to arbitrate.    
 
The court concluded that the arbitration panel 
did not exceed its authority by awarding 
attorney's fees incurred by the brokers in 
compelling arbitration.  Neither the arbitration 
agreements nor the FAA expressly authorize 
or expressly prohibit an award of attorney's 
fees. The court was unable to ascertain what, 
if any, applicable law was presented to the 
arbitration panel that would have prohibited 
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them from awarding the Brokers attorney's 
fees.  
 
Vacatur:  Barely Colorable Justification 
 
Lehman Bros., Inc. v. Cox 
(N.Y.A.D. 8/23/2007) --- N.Y.S.2d ----, 2007 
WL 2389759 
 
The party opposing vacatur of an arbitration 
award must establish at least a barely 
colorable justification for the award, according 
to the majority opinion in this case.  
 
Lehman Bros. and its customer settled a 
margin debt owed to Lehman.  However, 
Lehman Bros. apparently had the incorrect 
number of shares recorded in the settlement 
agreement.  As a result, the settlement 
agreement was rescinded by the court.  
Lehman then filed an arbitration seeking to 
recover margin debt, and the customer filed a 
counterclaim.  The arbitrators awarded 
margin debt of $122,000 to Lehman, but also 
awarded the customer $48,000 on his 
counterclaim.   
 
The portion of the award in favor of the 
customer was vacated.  The majority agreed 
with Lehman’s contention that the customer’s 
counterclaim related only to the manner in 
which the original settlement was negotiated.   
 
The majority concluded that vacatur was 
appropriate because there was no evidentiary 
support for a viable claim by the customer 
separate and apart from the attempted 
settlement and the error in inserting the 
number of shares remaining in Lehman 
Brothers' possession – which the court had 
previously resolved by rescinding the 
settlement agreement.  In response to 
Lehman’s petition to vacate, the customer 
failed to provide enough information to 
establish the existence of even a barely 
colorable justification for the counterclaim 
award, warranting vacatur of the portion of 
the award rendered in favor of the customer. 
  
The dissent, however, concluded that 
Lehman’s petition to vacate was wholly 

devoid of evidence, and therefore Lehman 
failed to carry its burden to show a basis for 
vacatur of the award in favor of the customer.  
 
Vacatur:  Manifest Disregard: NASD Rules  
 
Walnut Street Securities, Inc. v. Lisk 
(M.D.N.C. 6/22/2007) 497 F.Supp.2d 714 
 
An award on a claim based on violations of 
NASD rules was not a manifest disregard of 
the law, where the NASD rules upon which 
claimant relied could be a basis for liability for 
failure to supervise, which in turn would justify 
the arbitration award. 
 
The brokerage firm Walnut Street was found 
liable by an NASD arbitration panel to 
claimants arising out of their investment in an 
ETS telephone private placement, even 
though Walnut Street did not sell the 
investments and the claimants were not 
customers of Walnut Street.  
 
Walnut Street asserted four reasons for 
vacating the award: 
 
1. The Award evidences a manifest disregard 
of the law in that it was in favor of 
Respondents where the only basis for 
Respondents' claim was an alleged violation 
of an NASD rule that does not create a 
private right of action.  
 
As to this argument, the court distinguished 
attempts to fashion a claim out of the NASD’s 
general rule requiring “fair practice” -- which 
is so nebulous that it could not be said to 
have established an independent duty – from 
more specific NASD rules governing 
supervision.  The NASD rules requiring 
member firms to supervise associates can be 
a basis for failure to supervise liability, which 
would justify the arbitration award. Negligent 
supervision under the NASD may arise, even 
absent direct contact between the associated 
person and the “customer,” should the 
evidence show that the associated person 
was sufficiently connected to the fraudulent 
scheme. Liability of the member firm may be 
predicated on negligent supervision so long 
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as the associated person is sufficiently 
complicit in the fraud so as to be merely 
doing indirectly that which she would 
otherwise do directly. 
 
2. The NASD arbitrators exceeded their 
powers by issuing the Award against Walnut 
Street when the subject matter of the dispute-
a dispute against an NASD member by 
individuals who were never customers of that 
member or any of its associated persons-was 
not eligible for submission to arbitration under 
the NASD Code of Arbitration Procedure.  
 
The court characterized this as an 
“arbitrability” question.   Under North Carolina 
law, submitting a matter to arbitration and 
participating in the arbitration hearing without 
any objection results in a waiver of the right to 
subsequently challenge the arbitrators 
making a decision concerning arbitrability, 
which would normally be reserved for the 
court.  Here, the Court found that Walnut 
Street did not object, much less timely object, 
to the arbitrators deciding the issue of 
arbitrability. 
 
3. The Award fails to draw its essence from 
the NASD Code of Arbitration Procedure, 
which here acts as the agreement to 
arbitrate, because the Award adjudicates a 
dispute that is ineligible for arbitration under 
the NASD Code of Arbitration Procedure.  
 
The court recast this issue to be whether the 
arbitrators' decision finding the brokerage firm 
Walnut Street liable for negligent supervision 
of an associate member was sufficiently 
supported by the evidence.  If there was 
sufficient evidence of such liability, then the 
dispute was eligible for arbitration.  
 
Where the associated person actively 
participates in the investment scheme and, as 
here, has her minions or employees in her 
company carry out the effort on her behalf, 
the sales may be attributed to the associated 
person so as to establish a customer 
relationship for the purposes of determining 
whether the member firm was negligent in 

supervising the associated person under the 
NASD Code.  
 
The evidence in this case clearly documents 
the associated person’s participation in the 
investment scheme. There is also ample 
documentation that Walnut Street failed in its 
duty to supervise its associated person. 
Walnut Street was simply content to rely on 
the first excuse that the associate person 
provided to them despite clear warning signs 
that she was actually involved in some way in 
the sale of the ETS stocks, without any 
follow-up or closer investigation. Moreover, 
Walnut Street ignored evidence in the outside 
business reports which, when compared with 
each other, contained clear warning signs 
that something foul was afoot. These reports, 
combined with a review of the associated 
person’s income tax returns, could have “rung 
a warning bell loud enough to wake up the 
town.” 
 
The associated person (and her outside 
business firm) used the same office space 
and telephone number as she did with her 
personal sales of securities as an associated 
person of Walnut Street.  She also ran ads 
advertising the ETS investment through her 
outside business firm, some of which 
commingled her with Walnut Street, and 
indicated that she could sell securities as 
registered representative(s) of Walnut Street.  
This commingling occurred in 1998, before 
the first sale of ETS to the investors, and 
Walnut Street approved this ad. Thus, there 
is substantial evidence that the associated 
person was personally involved in the 
promotion and sale of ETS stock at one time 
 
4. Claimants fraudulently invoked the 
jurisdiction of the NASD by falsely claiming 
that they were customers of a Walnut Street 
registered representative, thus procuring the 
Award by fraud or undue means.  
 
Section 10 of the FAA was designed to 
encompass fraud based on false facts, not 
alleged “deception” arising from expressions 
of opinion and argument in a complaint or a 
claim.  The claim of “false argument” is 
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insufficient to support vacatur.  Moreover, 
even if actual fraud were involved, the 
brokerage firm would have to show by clear 
and convincing evidence that (1) there was 
fraud, and (2) it was not discoverable upon 
exercise of due diligence prior to the 
arbitration, which the brokerage firm could not 
show since it knew of the purported deception 
when it received the statement of claim.  
 
The court rejected the brokerage firm’s 
attempt to set aside the award.  
 
Vacatur:  Manifest Disregard: NASD Rules  
Gurfein v. Ameritrade, Inc. 
(S.D.N.Y. 7/17/2007) 2007 WL 2049771 
 
SRO and SEC rules on best execution did not 
create a private cause of action in court for 
breach of contract against a brokerage firm, 
even if those rules were incorporated into the 
account agreement.   
 
In this case, plaintiff alleges that Ameritrade 
breached its contractual obligations to route 
her options orders to multiple markets and to 
execute them at the quoted price, the “best” 
price, or with the best execution. She based 
her contract claim on Ameritrade's Fiscal 
Form 10-K, the Frequently Asked Questions 
(“FAQ”) page of Ameritrade's website, and 
the 1999 and 2002 Terms and Conditions of 
her customer agreement, which included 
references to NASD, AMEX and SEC rules 
on order execution.   
 
Plaintiff claimed that those rules and 
regulations obligated Ameritrade to execute 
orders at the best available price (NASD Rule 
2320), execute limit orders which matched or 
were better than the quoted prices (AMEX 
Rules 126 and 156), and execute orders at 
the posted quote (AMEX Rule 958A and SEC 
Rule 11Ac1-1).  
 
In dismissing plaintiff’s complaint with 
prejudice, the court found that none of those 
regulations create a private cause of action. 
No one injured by a failure to comply with 
those regulations can sue a broker-dealer for 
failing to follow the rule. Therefore, when 

those regulatory rules are incorporated into a 
customer agreement, they do not bring with 
them a right to sue for an infraction. 
 
The court did find that Ameritrade was under 
an independent duty to make reasonable 
efforts to provide best execution, arising from 
common law agency principles which require 
broker-dealers to use reasonable efforts to 
maximize the economic benefit to the client in 
each transaction.  Plaintiff did not, however, 
plead facts showing that Ameritrade 
breached that duty.    

 
Vacatur: Damage Calculations 
 
Dunn v. A.G. Edwards & Sons, Inc. 
(Kan.App., 9/21/2007) 2007 WL 2767997  
 
An arbitrator’s failure to award damages 
calculated in accordance with state securities 
law is not a manifest disregard of the law 
where the arbitrator did not state the basis for 
the award, and there were other theories 
under which the arbitrator could have found 
liability with smaller damages.  
 
In affirming confirmation of the arbitration 
award, the court stated that the arbitrator 
could have concluded the brokerage firm was 
careless in the management of the claimant’s 
retirement account without finding that the 
firm had made untrue statements or 
omissions of material fact.   Such a finding, in 
turn, would not have implicated the state 
securities act. 
 
Further, the proper measure of damages 
under common law was disputed in the 
arbitration.  Therefore, even if the arbitrators 
failed to award damages in the amount 
dictated by the “benefit of the bargain” theory, 
the “well-managed portfolio” theory, or the 
“out-of-pocket losses” theory, the award still 
was not in manifest disregard of the law. 
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Vacatur: Damage Calculations 
 

Visconsi v. Lehman Brothers, Inc. 
(6th Cir. (Ohio) 8/8/07)  2007 WL 2258827 
 
An arbitration panel’s award of damages 
based on “benefit of the bargain”, instead of 
“net out-of-pocket,” did not constitute 
manifest disregard of the law; instead, the 
“out of pocket” theory of damages asserted 
by the brokerage firm was an improper and 
wholly inadequate means of calculating 
damages.   
 
The court also rejected the brokerage firm’s 
claim that the arbitrators manifestly 
disregarded the law in imposing joint and 
several liability, as the arbitrators could have 
found Plaintiffs' injuries to be indivisible 
between the two brokerage firms, and 
therefore could have imposed joint and 
several liability as to both brokerage firms for 
the damages suffered.   
 
As an alternative basis of liability, the 
arbitrator award could be interpreted as a 
finding that Lehman was individually liable on 
a negligent supervision theory, since Lehman 
was held responsible for only one-third of 
plaintiff’s claimed losses. 
 
The brokerage firm’s out-of-pocket theory 
misapprehended the harm suffered by 
Plaintiffs and the facts of this case. Plaintiffs 
gave $21 million to the firm’s employee, not 
to hide under a rock or lock in a safe, but for 
the express purpose of investment, with a 
hope-indeed a reasonable expectation-that it 
would grow. Thus, the out-of-pocket theory, 
which seeks to restore to Plaintiffs only the 
$21 million they originally invested less their 
subsequent withdrawals, is a wholly 
inadequate measure of damages.  

 
 
 
 
 
 
 
 

Vacatur: Fraud/Perjured Testimony 
Vacatur: Expungement 
 
Rosensweig v. Morgan Stanley & Co., Inc. 
(11th Cir. (Fla) 8/9/07)  --- F.3d ----, 2007 WL 
2265515 
 
Morgan Stanley opposed confirmation of an 
award in favor of one of Morgan Stanley's 
former employees, Philip E. Rosensweig, and 
which ordered the expungement of 
Rosensweig's regulatory record.  
 
Rosensweig had instituted the arbitration 
proceedings to recover damages flowing from 
his termination as a securities broker at 
Morgan Stanley and from Morgan Stanley's 
alleged retention of client records that 
Rosensweig claimed belonged to him. On the 
eve of the arbitration hearing, the terminated 
broker found certain computer disks in his 
possession, containing customer information 
that the broker alleged that Morgan Stanley 
improperly withheld from him. Though the 
broker turned over the disks to Morgan 
Stanley right before the hearing started, 
Morgan Stanley did not realize that this 
information had been accessed by the broker 
until after Morgan Stanley had already 
extensively cross-examined the broker.  The 
arbitration panel refused to permit Morgan 
Stanley to re-open its cross-examination of 
the broker.   Ultimately, the panel found in the 
broker’s favor. 
 
 The arbitrators committed no misconduct 
because they had several reasonable bases 
for limiting evidence about the disks, none of 
which prejudiced Morgan Stanley. First, the 
arbitrators reasonably could have concluded 
that additional testimony would have been 
cumulative.   Moreover, the record shows that 
Morgan Stanley had already discredited 
Rosensweig's claim that it deprived him of all 
his client data during its cross-examination of 
Rosensweig at the initial hearing. A second 
cross-examination of Rosensweig would not 
have added anything to the record. 
 
Morgan Stanley also objected to confirmation 
of the award on the grounds that it granted 
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expungement to the broker. According to 
Morgan Stanley’s reading of the arbitration 
award, the expungement removes not only 
the false reasons for Rosensweig's 
termination but also all complaints that were 
filed against Rosensweig before his 
termination, sweeping his regulatory record 
clean in a way that would mislead the public. 
However, according to the court, the 
arbitrator’s order was properly written to 
eliminate all adverse reports based on 
Rosensweig's discharge from Morgan 
Stanley, but nothing else. 
 
Vacatur:  Perjured Testimony 
Masek v. Marroulis 
(Ohio App.  11/16/2007)   2007 WL 4098788 
 
A broker who was accused of lying during 
arbitration testimony and his attorney could 
not be civilly liable for fraud to the customer 
who lost the arbitration, under Ohio law.  
 
In this case, the customer lost two separate 
securities arbitrations against the broker and 
his firm.  The customer alleged that the 
broker lied during the second arbitration, and 
that the broker’s attorney suborned the 
broker’s perjury.  The customer brought this 
action against the broker and his attorney 
 
In affirming the trial court’s decision in favor 
of the broker and the broker’s attorney,  the 
court held that under Ohio law, allegations 
constituting perjury, subornation of perjury 
and conspiracy to commit perjury, all of 
which, if proved may be punishable under 
criminal statutes, are not recognized for 
public policy reasons as bases for civil 
lawsuits.  This ban on civil liability for false 
statements applies even in cases where the 
party testifying knew his statements were 
false. 
 
Vacatur:  Discovery Abuse 
 
Bauer v. Carty & Co., Inc. 
(6th Cir. 9/4/2007) 2007 WL 2492415 
 
A brokerage firm’s failure to turn over 
documents based on a narrow reading of the 

claimant’s requests was not sufficient to 
warrant vacatur of an arbitration award in the 
brokerage firm’s favor.   
 
The claimant brought this action to vacate an 
arbitration award on the grounds that he 
would have prevailed in the arbitration had 
the brokerage firm  not fraudulently withheld 
the letters from the SEC regarding 
misconduct similar to that which the claimant 
suffered.  
The claimant asserted that the firm’s failure to 
produce the SEC letters was an intentional 
misrepresentation or was done in bad faith.  
Claimant argued that the firm must have 
acted in bad faith because the SEC letters 
were responsive to the valid document 
requests but were not produced. 
  
The court stated that the claimant did not 
establish by clear and convincing evidence 
that the SEC letters were in fact responsive to 
valid document requests.  Nonetheless, even 
if appropriate, this inference alone was not 
clear and convincing evidence of bad faith.  
There is no evidence in the record to suggest 
whether the firm’s discovery response in the 
arbitration was made in bad faith or was 
merely due to oversight or forgetfulness. As 
the burden of establishing fraud or undue 
means by clear and convincing evidence is 
borne by the party challenging the award, this 
absence of evidence was fatal to claimant’s 
attempt to vacate the award.  
 
The narrow interpretation of a document 
request and withholding of a document based 
upon a potentially meritorious objection do 
not constitute clear and convincing evidence 
of bad faith or immoral conduct required for 
fraud or undue means. Even if this evidence 
could be construed that way, the district 
court's factual finding that Carty's actions 
were based on “differences in interpretation,” 
is certainly plausible and, therefore, not 
clearly erroneous. The offering of a meritless 
defense is insufficient to establish fraud or 
undue means. 
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Procedural Issues:   
 Applicability of FAA time limits 
 
Savas v. UBS Financial Services, Inc. 
(E.D. Mich. 6/15/2007)  2007 WL 1768773 
 
The FAA’s deadline for serving of petition to 
vacate applies in a removed action, even 
though state court rules arguably required 
only that a petition to vacate be filed within a 
certain time (with no mention of time for 
service), according to this federal district 
court. 
Plaintiff Sam Savas initiated an arbitration 
proceeding through the National Association 
of Securities Dealers, Inc. (“NASD”) against 
his employer UBS Financial Services, Inc. 
(formerly PaineWebber) alleging that UBS 
wrongfully withheld benefits owed to him. On 
August 31, 2006, the NASD arbitration panel 
found in favor of UBS. 
 
Plaintiff filed a petition to vacate the 
arbitration award in Michigan state court 
within 21 days of the award.   (A Michigan 
state court rule provided that a petition to 
vacate a statutory arbitration award had to be 
filed within 21 days of the award, but did not 
specify a time for serving the petition).  UBS 
was not served until December 22, 2006 (well 
beyond the three-month notice requirement 
under the FAA). On January 12, 2007, UBS 
properly removed the matter from state court 
to the federal district court because complete 
diversity existed between the parties and the 
amount in controversy exceeded $75,000. 
 
UBS then moved to dismiss the petition to 
vacate on the grounds that it was not timely 
served, under the FAA.   In finding in favor of 
UBS, the court found there was no conflict 
between the state court rule and the FAA, 
since the state court rule did not specify a 
time within which the petition had to be 
served.    
 
The court further opined that the NASD 
arbitration was not a “statutory arbitration” 
under Michigan law, which was required in 
order to invoke the state court rule.  The court 
rejected the plaintiff’s arguments that (1) 

Section 12 of the FAA is merely procedural 
and thus does not govern the timeliness issue 
in dispute here; and (2) because he initially 
filed his action in a Michigan state court, 
Michigan state law governs the timeliness of 
his petition. 
 
Webster v. A.T. Kearney, Inc. 
(7th Cir. 11/2/07) --- F.3d ----, 2007 WL 
3225367 
 
The Seventh Circuit Court of Appeals held 
that it is the service of notice of a motion to 
vacate that stops the three month time period 
for seeking vacatur from running, under the 
Federal Arbitration Act.  The court also held 
that ascertaining the date on which the three 
month period starts to run may be defined by 
the rules of the organization administering the 
arbitration.  
 
Bankruptcy 
 
In re Hawkins 
(E.D. Wash. 10/3/07)  2007 WL 2963820 
 
A proof of claim against based on an NASD 
award in favor of  former customers against 
their stockbroker  was allowed in the broker’s 
chapter 7 bankruptcy proceeding, though the 
former customer’s settlement with the 
stockbroker’s former employer was an offset 
to the amount of the claim.  The court held 
that the broker/debtor could not challenge the 
award, as the time to do so had passed under 
the FAA and the award was not subject to 
collateral attack under FRCP 59 and 60.    
 
Substantive Issues 
Broker Regulations 
 
PAZ Securities, Inc. v. S.E.C. 
(C.A.D.C. 7/20/07)  --- F.3d ----, 2007 WL 
2066866 
 
In reviewing the NASD’s disciplinary 
decisions, the SEC is obligated to address 
factors in mitigation raised by the member 
firm, and is also obligated to examine 
whether the sanctions imposed by the NASD 
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serve remedial purposes, or are simply 
punitive (and therefore excessive).   
 
In this matter, the NASD expelled a member 
firm and its principal for failing to respond to 
the NASD’s repeated requests for information 
about the member firm.  The SEC sustained 
the NASD’s decision.    
 
The court held that the SEC abused its 
discretion in two ways:  
 
(1) the SEC failed to address certain 
mitigating factors raised by the member firm, 
specifically, that their failure to respond to the 
NASD’s information requests had no potential 
either to injure the investing public or to 
benefit themselves monetarily nor did the 
information requested relate to conduct 
potentially injurious to the public or beneficial 
to themselves; and  
 
(2) the SEC did not identify any remedial-as 
opposed to punitive-purpose for the sanctions 
it approved; the SEC did not adequately 
explain why the sanctions the NASD imposed 
upon the petitioners were not punitive rather 
than remedial.   
 
The court remanded this matter for the SEC 
to consider whether the sanctions were 
excessive or oppressive in light of the factors 
raised in mitigation, and to consider for the 
first time whether the sanctions served a 
remedial purpose.   
 
Preemption by Federal Securities Laws 
 
People v. Edward D. Jones & Co. 
(Cal.App. 8/24.2007) --- Cal.Rptr.3d ----, 2007 
WL 2405232 
 
The State of California sued Edward D. Jones 
& Co. for failing to adequately disclose to 
investors and potential investors certain 
“shelf-space” agreements under which 
Edward Jones received additional 
compensation for selling certain preferred 
mutual funds. The court held that this action 
was not preempted by the National Securities 
Markets Improvement Act of 1996 (NSMIA) 

because it is a type of action expressly 
permitted by that statute;  and further held 
that it was  not preempted by the United 
States Securities and Exchange Commission 
(SEC) Rule 10b-10  because the action does 
not conflict with that rule. 
 
Edward Jones contended that the State's 
action would create an obstacle to 
accomplishing the objectives of the NSMIA. 
According to Edward Jones, “the central 
purpose of [the] NSMIA ... is to eliminate the 
costs and burdens of duplicate and 
unnecessary state regulation by making the 
federal government the sole regulator of 
offering documents circulated nationwide.” 
Edward Jones claimed that “[i]f California and 
the other states are able to dictate and 
control the content of prospectuses, then 
prospectus disclosure would be subject to 
potentially conflicting or inconsistent 
regulations in more than fifty different 
jurisdictions. This is the very vice that [the] 
NSMIA prohibits and is contrary to manifest 
congressional intent.” 
 
The court rejected Edward Jones's argument, 
holding instead that the State’s action is a 
type of action expressly permitted by the 
NSMIA. The NSMIA prohibits any state action 
that would limit the use of a mutual fund 
prospectus, except for “enforcement actions 
with respect to fraud or deceit, or unlawful 
conduct by a broker or dealer, in connection 
with securities or securities transactions.” In 
other words, an enforcement action of the 
type described in subsection (c) of the statute 
is expressly excepted from the prohibitions 
found in subsection (a) of the statute. Thus, 
an enforcement action with respect to fraud 
or deceit, or unlawful conduct by a broker or 
dealer, in connection with securities or 
securities transactions may limit the use of a 
mutual fund prospectus, notwithstanding the 
prohibition against effecting such a limitation 
by other methods. 
 
The court also rejected Edward Jones’ 
contention that the State’s action was 
preempted by the disclosure requirements in 
SEC rule 10b-10.  A federal regulation may 



Cases & Materials 
 

PIABA Bar Journal                                                                    Fall 2007 57

have the same preemptive effect as a federal 
statute when the promulgating agency acted 
within the scope of its congressionally 
delegated authority in promulgating the 
regulation. The relevant question is whether 
the promulgating agency intended 
preemption.  
 
Rule 10b-10 prescribes certain information a 
broker must disclose to the customer when 
completing a securities transaction for the 
customer. Compliance with rule 10b-10 does 
not, however, preclude a broker-dealer from 
being charged with violating its obligation 
under the general antifraud provisions of 
federal securities law based on its failure to 
disclose additional information not required 
by the rule. The court concluded that since 
the SEC did not intend Rule 10b-10 to 
preclude actions under federal rule 10b-5, the 
SEC must not have intended rule 10b-10 to 
preclude similar charges under state antifraud 
laws, such as those at issue here.    
 
Hence, by requiring the disclosure of certain 
information in rule 10b-10, the SEC did not 
intend to foreclose states from bringing 
enforcement actions against broker-dealers 
for not disclosing additional information the 
states deem material.  
 
Preemption: Reg D 
Risdall v. Brown-Wilbert, Inc. 
(Minn. App. 7/3/07)  733 N.W.2d 827 
 
Where an offering of securities purports to be 
exempt under federal Regulation D, state law 
regarding registration is preempted, 
according to the Minnesota appellate court.   
 
In this matter, a trial court found that a 
corporation had sold unregistered securities 
in violation of Minnesota securities law, which 
entitled the purchaser to rescind their 
purchases of the corporation's stock.  The 
court of appeals reversed, holding that the 
purchaser’s state-law claims were preempted 
by federal law. 
 
The court acknowledged a split among the 
courts in determining whether federal Reg D 

preempts state law on registering securities.   
Some courts have held that where the 
offering itself purports to be exempt under 
Regulation D, then Regulation D applies in 
determining whether the offering was exempt 
from registration, and not state law.  Other 
courts – in particular, the federal district court 
in Minnesota -- holds that the offering must 
actually be exempt from registration under 
Regulation D before Regulation D will 
preempt state law.  
 
The court also addressed whether two 
offerings by the corporation were integrated 
for purposes of determining whether 
registration was required, where it was 
undisputed that there were no sales of the 
second offering.  The purchaser argued that 
integration of offerings was appropriate.  The 
court rejected that argument, holding that 
under the plain language of the federal 
regulation, an offering under which no sales 
are made cannot be integrated with another 
offering under Regulation D. 
 
Control Person Liability 
Cannon v. GunnAllen Financial, Inc. 
(M.D.Tenn. 8/14/2007)  2007 WL 2351313 
 
A brokerage firm may not be liable for a 
terminated broker’s acts after the broker has 
been terminated, under theories of control 
person liability, materially aiding, or 
respondeat superior, but the firm may be 
liable under the doctrine of apparent 
authority.   
  
In this case, investors brought a class action 
suit against GunAllen and its owners, 
corporate officers, compliance officer, and 
supervisor of a broker.  Most of the claim was 
sent to arbitration;  the portion of the claim  
remaining in court was that the broker had 
conducted trading in the investors’ GunAllen 
accounts at time when the broker was not 
legally allowed to do so, i.e., after GunAllen 
had fired the broker.  
 
The court dismissed the investors’ control 
person liability claim under Tennessee’s blue 
sky laws (“TSA”).   While the plaintiffs 
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asserted that GunAllen exercised actual 
control over those persons who had a duty to 
prevent the terminated broker from having the 
ability to effect trades in the plaintiffs' 
accounts, this was insufficient because the 
TSA imposes control person liability only on 
those who had control over the primary 
violator, i.e., the ex-broker, at the time of the 
wrongdoing.   As the ex-broker’s alleged TSA 
violations-and thus, any third-party liability for 
them-did not occur until after the broker’s 
termination from GunAllen, GunAllen could 
not be liable under a control person theory.  
 
Because plaintiffs could not demonstrate that 
the terminated broker was a GunnAllen 
Financial employee at the time of his alleged 
TSA violations, they could not hold GunnAllen 
Financial liable for those violations via 
respondeat superior. 
 
Purchase or Sale of Security 
 
Klein v. George G. Kerasotes Corp. 
(7th Cir. 9/14/07) --- F.3d ----, 2007 WL 
2684820 
 
Sellers of securities can bring an action for 
securities fraud under Illinois Blue Sky laws, 
based on the plain language of the Illinois 
statute and because there was no indication 
that sellers were to be treated differently than 
purchasers of securities.  As a result, the 
seller’s claim of securities fraud was subject 
to the Illinois securities law’s statute of 
repose.   
 
The court held that the state’s blue sky laws 
provide a remedy for a harmed seller of 
securities.  After pointing to the express 
language of the relevant provisions of the 
blue sky law, the court also observed that 
finding that stock sellers have identical 
obligations as stock purchasers.   However, 
according to the court, a finding that the 
Securities Law affords no remedy to sellers 
would permit defrauded sellers to bring 
common law claims without regard to the 
requirements of the securities laws, whereas 
defrauded purchasers could not bring those 
claims unless the purchaser satisfied the 

Securities Law's requirements, such as  the 
statutes of limitation and repose.  
 
According to the court, the purpose behind 
the blue sky statute of limitations and repose 
is to prevent claimants asserting fraud – 
whether fraud in the purchase or fraud in the 
sale -- from shifting the investment risk.  If the 
investor can wait before selecting the relief he 
wants, he can shift all of the ordinary 
investment risk to the defendant. If things turn 
out well, the investor will keep the gains and 
still demand as damages the difference 
between the prices of the stock and its 
market value on the day of the transaction; if 
things turn out poorly the investor will 
demand rescission. 
 
This reality is no less true for sellers, who 
have precisely the same reasons for wanting 
wide latitude in choosing when to file their 
actions-the desire to transfer risk to the 
purchaser. This rationale supports a reading 
of the statute under which the same statute of 
limitations applies to both parties in a 
securities transaction. 
 
Because the Illinois blue sky laws apply to 
sellers, the statute of repose in the securities 
laws applied to this action, which in turn 
rendered the action untimely.   
 
Purchase or Sale of Security 
 
Murphy v. Stargate Defense Systems 
Corp. 
(6th Cir. 8/10/2007) --- F.3d ----, 2007 WL 
2287763 
 
A party to an exchange of stock is a 
“purchaser” under Ohio’s Blue Sky law. 
 
Under the circumstances of the exchange of 
stock between the parties to this action, the 
court held that the plaintiffs should be 
regarded as purchasers for purposes of 
Ohio's Blue Sky Law. “The sale of a security 
... means among other things an exchange of 
securities, and as one who acquires by sale 
is a purchaser, so is a purchaser one who 
acquires by an exchange of securities.” The 
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purpose of the Ohio Securities Act “is to 
prevent those persons willing to market 
worthless or unnecessarily risky securities 
from soliciting the purchasing public without 
first subjecting themselves and their 
securities to reasonable licensing and 
registration requirements designed to protect 
the public from its own stupidity, gullibility and 
avariciousness.” 
 
Fiduciary Obligations  
Western Reserve Life Assur. Co. of Ohio 
v. Graben 
(Tex. App. 6/28/07) --- S.W.3d ----, 2007 WL 
1879716 
 
A commissioned-based stockbroker may still 
be a fiduciary to his clients, where the 
stockbroker stated he would monitor his 
clients’ accounts, admitted that he acted as a 
financial advisor, and knew that his clients 
were dependent on him for his counsel, 
experience, and advice 
 
In this case, the broker was a “commissioned 
broker” when he sold a variable annuity to his 
clients.  The broker also undertook to monitor 
his client’s investments and give financial 
advice, even though he did not ask to be paid 
a fee for his services as is customary with a 
fee-based financial advisor.  The broker 
testified, “I said as a commissioned broker 
from a technical standpoint, I do not have that 
responsibility. But I also said that as a decent 
individual, and as an honorable person, I 
have gone beyond that, and I have provided 
investment advice to them, and acted as a 
financial advisor.” 
 
The clients told the broker from the very 
beginning that they were dependent on his 
counsel, experience, and advice, and the 
broker admitted that he knew the Clients 
were not sophisticated investors. The broker 
also knew that the clients wanted to preserve 
their principal so that they could pass this 
money along to their families and 
acknowledged that the Clients told him that 
their goal was to “preserve as much of the 
principal as they could for posterity.” Finally, 
the broker admitted that he had a 

responsibility to determine the appropriate 
suitability of the clients' investments. 
 
When soliciting the clients, the broker 
repeatedly represented himself as a “financial 
advisor.” However, the broker did not tell the 
clients that by placing their money into 
variable annuities, the broker was putting the 
Clients into what was later alleged to be a 
high-risk, aggressive investment that was 
unsuitable for the clients but that did produce 
a sizable $80,000 commission for the broker.  
The broker also purportedly failed to tell the 
clients that by his placing their investment in 
a variable annuity, he did so as a 
“commissioned broker” and that a 
commissioned broker had no further 
obligation to provide financial advice to the 
client after the sale. 
 
Obviously, when a person is acting as a 
financial advisor, that role extends well 
beyond a simple arms'-length business 
transaction. An unsophisticated investor is 
necessarily entrusting his funds to one who is 
representing that he will place the funds in a 
suitable investment and manage the funds 
appropriately for the benefit of his 
investor/entrustor. The relationship goes well 
beyond a traditional arms'-length business 
transaction that provides “mutual benefit” for 
both parties. 
  
By the broker’s own admission, his 
relationship with the Clients went well beyond 
mere “mutual benefit.” The broker specifically 
testified that he told his clients that he treats 
them “better than [he] would treat [himself].” 
Simply put, when the broker assumed the 
role to act as a financial advisor to the Clients 
and to monitor and manage their 
investments, any arms'-length business 
transaction that may have existed between 
the parties was elevated into a fiduciary 
relationship by the very nature of the broker’s 
actions.  
 
The court also held that the jury was properly 
instructed as to what constitutes a breach of 
fiduciary duty:  where the broker fails to put 
the clients’ interest above his own or treats 
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the clients unfairly;  the broker failed to make 
reasonable use of the confidence that the 
Clients placed in him;  the broker failed to  act 
in the utmost good faith and exercised the 
most scrupulous honesty toward the Clients;  
or the broker failed to fully and fairly disclosed 
all important information to the Clients 
concerning the transaction. 
 
 
Fiduciary Obligations 
 
Boyer v.  Salomon Smith Barney,  
(Ore. App. 6/27/07) docket no. A123799 
 
Where a commodities futures trading account 
agreement places the risk of loss on the 
investor and is designed to protect the broker, 
the broker does not have a fiduciary duty to 
protect the customer’s economic interest.  
The commodities trader did not assume any 
obligation to exercise independent judgment 
on the investors’ behalf, or to act to secure or 
protect the investor's economic interests. 
 
In this case, the plaintiff/customer alleged that 
Salomon Smith Barney markets itself as a 
full-service financial firm that, among other 
things, provides trained financial consultants 
to its customers to help its customers earn 
money. Howell, one of these consultants, 
represented to plaintiff that he would provide 
plaintiff with professional, high quality, 
personal financial services. Relying on 
Salomon Smith Barney's marketing to the 
public, its expertise, Howell's representations, 
and Salomon Smith Barney's "touting [of] 
defendant Howell's lengthy experience in the 
commodities trading markets," plaintiff 
entered into an agreement with Salomon 
Smith Barney to establish a commodity 
trading account. 
 
Howell worked to develop plaintiff's trust and 
confidence in defendants' services by 
maintaining frequent contact with plaintiff.  
Between June 2000 through December 13, 
2000, Howell called plaintiff several times a 
day to tell him about market activity and the 
status of his account and to provide research 
results and investment recommendations. 

As part of the relationship between 
defendants and plaintiff, defendants 
exercised complete control over the 
execution of plaintiff's commodity 
transactions, his margin trading limits, the 
amount of credit that they were willing to 
extend to plaintiff to allow him to trade, and 
the information that they gave him about his 
orders, trades, and margin status. 
Defendants knew that the services that they 
provided to plaintiff were for the purpose of 
helping plaintiff further his economic and 
financial interests. 
 
Plaintiff alleges that he sustained damages of 
more than $ 259,000 as a result of negligent 
conduct by defendants in their handling of his 
commodity trading account. 
 
Because plaintiff seeks solely to recover 
economic damages from defendants for 
negligence arising from the parties' 
contractual relationship, plaintiff must 
establish that there was a special relationship 
between the parties that imposed on 
defendants the obligation to pursue plaintiff's 
interests and not just their own, i.e., that the 
defendant would exercise judgment on the 
plaintiff's behalf or would assume an 
obligation to achieve a particular result on the 
plaintiff's behalf.. 
 
The relationship that the contract established 
between defendants and plaintiff is not one 
that created a special relationship that 
imposed on defendants the obligation to act 
to secure or protect plaintiff's economic 
interests rather than their own.  
 
Trading in commodity futures is a highly risky 
undertaking. It also is highly regulated by the 
federal government and by the exchanges 
through which the trading occurs. Here, the 
contract between plaintiff and Salomon Smith 
Barney seeks to place all risk of loss as a 
result of trades in plaintiff's account on 
plaintiff and to minimize any risk of loss to 
Salomon Smith Barney. The control that the 
contract gave defendants over plaintiff's 
trading activities was control to protect 
Salomon Smith Barney's interests, not to 
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protect plaintiff's interests. Under those 
circumstances, defendants did not have a 
fiduciary obligation to act to protect plaintiff's 
economic interests. 
 
Variable Annuities 
 
Securities and Exchange Commission 
[Release No. 34-56375; File No. SR-NASD-
2004-183] 
72 Fed. Reg. 52403 (9/13/2007) 
 
The SEC approved FINRA’s proposed rule 
imposing suitability requirements, supervision 
and training requirements for certain 
transactions in variable annuities.  
 
Proposed Rule 2821 would apply to the 
purchase or exchange of a deferred variable 
annuity and to an investor's initial subaccount 
allocations. It would not apply to reallocations 
of subaccounts or to subsequent premium 
payments made after the investor's initial 
purchase or exchange. It also generally 
would not apply when an investor's purchase 
or exchange of a deferred variable annuity is 
made within a tax-qualified, employer-
sponsored retirement or benefit plan. 
 
 If, however, a member recommends a 
deferred variable annuity to an individual plan 
participant, then Proposed Rule 2821 would 
apply to that purchase (or exchange) and to 
the initial subaccount allocations. Proposed 
Rule 2821 is intended to supplement, not 
replace, NASD's other rules relating to 
suitability, supervisory review, supervisory 
procedures, and training. The general 
suitability obligation requires a broker-dealer 
to consider its customer's ability to 
understand the security being recommended, 
including changes in the customer's ability to 
understand, monitor, and make further 
decisions regarding securities over time.  
 
 
 
 
 
 
 

Statutes of Limitation: Class Action 
 
In re Worldcom Securities Litigation 
(2nd Cir. (NY)  7/26/07) --- F.3d ----, 2007 WL 
2127874 
 
A class action tolls the running of the statute 
of limitations for individual class members 
even where the putative class members file 
individual claims before the class certification 
issue is resolved.  
 
Permitting tolling of the statute of limitations 
even as to those putative class members who 
file individual claims before the class 
certification  would not undermine the 
purposes of statutes  of limitations,  for as 
long as the class action purports to assert 
their claims. The initiation of a class action 
puts the defendants on notice of the claims 
against them. A defendant is no less on 
notice when putative class members file 
individual suits before certification. 
 
Because the individual claimants were 
members of a class asserted in a class action 
complaint, their limitations period was tolled 
under the American Pipe doctrine until such 
time as they ceased to be members of the 
asserted class, notwithstanding that they also 
filed individual actions prior to the class 
certification decision. 
 
Statute of Limitations: Discovery 
 
Tello v. Dean Witter Reynolds, Inc. 
(11th Cir. 7/27/07)  --- F.3d ----, 2007 WL 
2141701 
 
Though a sharp decline in a stock’s price is 
not sufficient to trigger “inquiry notice”, 
articles in newspapers and on the internet 
were sufficient to start the running of the 
statute of limitations.  
 
In this case, the court rejected the plaintiff’s 
position that there was no inquiry notice of 
Dean Witter's far-ranging scheme regarding 
the “e-Net” stock at issue until it was exposed 
and delineated in an SEC Order (the class 
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complaint was filed promptly within six weeks 
after the SEC Order issued).    
 
The court also rejected Dean Witter's view 
argument that the precipitous drop in e-Net 
stock did not constitute inquiry notice.   There 
may be numerous reasons, other than fraud, 
for a stock to decline (even steeply) in price. 
Such reasons include a depressed real estate 
market caused either by tight money or 
recession, stock volatility, poor management, 
or general market conditions. Significantly, 
this was a period of time when the “dot com” 
technology companies were highly volatile. 
Further, the class representative testified that 
the plunging price of e-Net stock did not 
cause him to sell his stock. 
 
The court did find, however, that  numerous 
articles in nationally and regionally distributed 
publications, addressing the abrupt decline in 
the price of e-Net stock, put the putative class 
on inquiry notice of the allegations in the 
complaint no later than August 14, 2000, the 
date that the last such nationally significant 
article was published. 
 
Inquiry notice for determining statute-of-
limitations compliance is gauged by the 
knowledge of the alleged securities fraud by 
the class representative. Inquiry notice occurs 
when the representative learns facts that 
would lead a reasonable person to begin 
investigating the possibility that his legal 
rights had been infringed; the possibility of 
fraud is all that is required for inquiry notice, 
not full exposition of the scam itself. 
 
The court also pointed out that “notice 
pleading” requirements and the standards 
which govern dismissals under Rule 12(b)(6)  
do not require a claimant to set out in detail 
the facts upon which he bases his claim. 
Consequently, the class representative could 
have acquired sufficient information for 
federal notice pleading to have filed a class-
action complaint within a year of the date of 
the last significant article published regarding 
the alleged fraud. (The court did not, 
however, discuss the heightened pleading 

requirements under the PSLRA or for 
pleading fraud actions in general.) 
 
Statute of Limitations:  Discovery 
 
DeBenedictis v. Merrill Lynch & Co., Inc. 
(3rd Cir. (N.J.) 6/18/2007) 492 F.3d 209 
 
A mutual fund’s registration statements, 
certain news articles, and NASD press 
releases regarding commissions in Class B 
mutual funds were sufficient “storm warnings” 
to start the statutes of limitations running on 
investors’ claims.  
 
More than two years before this action was 
filed, articles in USA Today, Time Magazine, 
the Wall Street Journal, as well as  NASD 
press releases on Class B shares, were 
sufficient to place a reasonable investor of 
ordinary intelligence on inquiry notice that the 
purchase of more than $100,000 of Class B 
shares was not a suitable investment 
because brokers received a higher 
commission for selling Class B shares 
instead of Class A shares,  in spite of the fact 
that Class A shares are sometimes a more 
suitable investment because of lower annual 
costs. USA Today warned its readers that 
brokers get higher commissions for selling 
Class B shares in large amounts. Time 
Magazine noted that Class B shares 
“generate lower long-term returns than Class 
A shares.” The Wall Street Journal reported 
that the NASD had disciplined a brokerage 
firm for selling Class B shares in amounts 
over $100,000, notwithstanding the fact that 
Class A shares “are a good idea for long-term 
investors since they usually have the lowest 
annual expenses [.]”  
 
The four NASD press releases considered by 
the District Court revealed that brokers from 
several firms had been disciplined for 
recommending the purchase of large 
amounts of Class B shares over Class A 
shares because they received significantly 
higher commissions than they would have if 
they advised the acquisition of Class A 
shares.   
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Positive news article about Merrill did not 
contradict the storm warnings because they 
were not directly related to the claims 
asserted.  Accordingly, the court affirmed the 
dismissal of the action as time-barred. 
 
Statute of Limitations:  Transaction Date 
 
Hamburger v. PFM Capital Management, 
Inc. 
(Ga.App. 7/06/07) --- S.E.2d ----, 2007 WL 
1953584 
 
The transaction date was the date on which 
statute of limitations began running for an 
investor’s claims of breach of fiduciary duty, 
breach of contract, fraud and negligence, 
even though the unsuitable stock was held in 
the account within the limitations period, and 
not on the date the account was closed. The 
court rejected the contention that the 
limitations period did not begin to run until the 
business relationship between the investor 
and the investment advisor ended (which 
would have made the claims timely) 
 
As to the investors’ claim for breach of 
contract arising out of the investment 
advisor’s purchase of unsuitable stock, the 
court held that the limitations period began to 
run when the unsuitable stock was 
purchased; the fact that the unsuitable stocks 
were held within the limitations period did not 
restart or toll the limitations period.  
 
Similarly, the investor’s claim for breach of 
fiduciary duty was also barred because the 
purchases – which were alleged to be too 
risky and which resulted in a non-diversified 
account – occurred outside the limitations 
period.  The court rejected the argument that 
it was the investment advisor’s failure to 
correct the unsuitable purchases that caused 
the investor’s damages.  The court stated that 
a failure to correct, without more, “is not a 
separate breach for which the client has a 
new cause of action.” 

 
 
 
 

Commodities: 
 
Nashery v. Carnegie Trading Group, Ltd. 
(6th Cir. (Ohio) 6/27/07)  2007 WL 1880577 
 
Though merely presenting a “risk disclosure” 
document to potential commodity trading 
customers does not relieve a commodities 
broker from his obligation under the 
Commodity Exchange Act to disclose all 
material information about risk to customers, 
a risk disclosure document signed by 
investors is properly factored into the mix of 
considerations in determining whether the 
commodity broker was liable for 
misrepresentations.   
 
Further, given the plaintiffs' sophisticated 
backgrounds, the risk disclosure forms which 
they signed should have sufficiently alerted 
them to the dangers inherent in the activities 
in which they were engaging, even though 
those forms themselves did not create a “safe 
harbor.” Plaintiffs could not reasonably have 
relied upon any statements made by the 
broker to mean that bond-option investments 
were risk-free, low-risk, or guaranteed to 
result in financial gains. 
 
The court rejected plaintiffs’ contention that 
their losses of significant monetary amounts 
were due solely to their placement of trust in 
their broker and to the fact that their broker 
had intentionally misrepresented to them that 
it was impossible to lose money by following 
the strategy he had developed. Other than 
the self-interested plaintiffs, however, no 
other witness at trial could corroborate that 
the broker had ever made such an assurance 
that options trading would be risk-free. 
Moreover, the broker’s strategy had proved 
successful in the past; indeed, it had been so 
lucrative for a friend of the plaintiffs that the 
two men were convinced that they 
themselves should seek to make similar 
investments. Both plaintiffs were educated, 
sophisticated businessmen. Furthermore, the 
plaintiffs read and signed statements 
explaining the inherent risks involved in these 
types of financial transactions and 
emphasizing that no investment counselor or 
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trader could legitimately promise to limit, 
minimize, or eliminate those risks. 
 
Actions Involving The SROs  
 
In re Broker Qualification Exam Scoring 
Litigation 
(D.D.C. 9/07/2007)  510 F.Supp.2d 35 
 
The self-regulatory structure of the securities 
market under the Securities Exchange Act 
preempts damage claims for the negligent 
performance of an SRO's regulatory duties 
 
This multidistrict litigation is the result of a 
mistake in the scoring of a broker qualification 
examination that led a number of individuals 
to believe erroneously that they had failed 
when in fact they had obtained a passing 
score. Plaintiffs brought an action for money 
damages against the NASD on behalf of a 
putative class consisting of members who 
were notified incorrectly that they had failed 
the exam. 
 
The court concluded that all of plaintiffs' 
claims, although pled in the form of common-
law causes of action, are displaced by the 
Securities Exchange Act, which envisions 
Securities and Exchange Commission 
(“SEC”) oversight rather than private 
damages actions as the sole means of 
monitoring an SRO's exercise of the 
regulatory duties that defendants allegedly 
breached.    The court acknowledged a few 
contradictions in the NASD’s immunity 
theories – such as why the NASD gets the 
protection of a government agency but is not 
subject to due process/constitutional 
restraints – but then glides over those 
contradictions to hold that broker 
examinations were part of the regulatory 
functions granted to the NASD by the 
Exchange Act and the SEC.     
 
To the extent that plaintiffs were seeking 
remedies for the negligent performance of an 
SRO's regulatory duties -- remedies that 
Congress did not see fit to provide in the 
Exchange Act -- the court declined to accede 
to their request by providing such remedies in 

the guise of state common-law claims. The 
self-regulatory structure of the securities 
market under the Exchange Act preempts 
such claims under the body of case law that 
has evolved contemporaneously with the 
development of SRO absolute immunity. 
 
Dobbins v. National Ass'n of Securities 
Dealers 
(N.D. Ohio 8/22/07)  2007 WL 2407081 
 
An action against the NASD to expunge 
information from a broker’s CRD and for 
damages presents a sufficient federal 
question for subject matter jurisdiction in the 
federal courts, but the NASD is immune from 
such actions. 
 
A former registered representative filed this 
action seeking expungement of information 
from the Central Registration Depository 
(“CRD”) system arising from disputes with 
customers “which were false, clearly 
erroneous or factually impossible and/or 
where [ ] the broker ... was not the registered 
person involved in the alleged investment-
related sales practice violation.”  The 
registered representative named his former 
employers as well as the NASD as 
defendants.  
   
The court first held that it had federal 
question jurisdiction over this matter.  The 
registered representative was challenging the 
NASD's application and interpretation of its 
rules enacted pursuant the Securities 
Exchange Act of 1934.  He also seeks a court 
order exempting him from SEC-approved 
securities industry registration reporting 
requirements and NASD Rules 2130 and 
3070.  The registered rep also sought to 
impose monetary liability on the NASD for its 
regulatory actions and omissions.    
Furthermore,  15 U.S.C. § 78y(a) provides 
that the exclusive judicial remedy for 
complaints arising from the NASD's 
enactment and interpretation of its rules lies 
in the United States Court of Appeals 
following appeal to the Securities and 
Exchange Commission (“SEC”). 
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The court then granted the NASD's Motion to 
Dismiss.  The court agreed that the NASD 
was not a government actor, and the absence 
of state action required dismissal of the 
registered rep’s constitutional claims. Further, 
the court agreed that the NASD has absolute 
immunity for its regulatory acts and 
omissions, and there is no private right of 
action against the NASD. The court further 
found that the registered rep failed as a 
matter of law to establish a legal claim for 
expungement of his record in the CRD 
database under the NASD rules, or for an 
exemption from the application of those rules. 
 
In re NYSE Specialists Securities 
Litigation 
(2nd Cir. 9/18/2007) --- F.3d ----, 2007 WL 
2701341 
 
A claim arising out of the NYSE’s failure to 
enforce its rules regarding specialists was 
barred by absolute regulatory immunity.   
Plaintiffs had standing to assert a rule 10b-5 
claim against the NYSE for the NYSE’s 
misrepresentations regarding the NYSE’s 
market integrity and internal operations, but 
the court did not address whether absolute 
immunity would also insulate the NYSE from 
that claim as well.  
 
In this class action, the plaintiffs alleged 
various violations of the Securities Exchange 
Act of 1934 (the “Exchange Act”) against the 
NYSE, stemming from claims that the NYSE 
failed to regulate and failed to provide a fair 
and orderly market.  Plaintiffs also asserted a 
claim under Rule 10b-5 that the NYSE made 
misrepresentations about the integrity of its 
market, upon which plaintiffs relied in trading 
on the NYSE. 
 
According to plaintiffs, the Specialist Firms 
actively took advantage of their unique 
position to self-deal and that the NYSE 
neglected or abandoned its regulatory duties 
and oversight of the Specialist Firms by 
permitting and in some cases encouraging 
blatant self-dealing. This wide-ranging 
fraudulent scheme allegedly resulted in 
hundreds of millions of dollars in illicit profits 

for the Firms and the NYSE. 
 
Although the NYSE is not a government 
entity, in certain circumstances it is entitled to 
absolute immunity for actions it takes 
pursuant to its quasi-governmental role in the 
regulation of the securities market.  Absolute 
immunity attaches where the activity “relate[s] 
to the proper functioning of the regulatory 
system.” 
 
The court held that the doctrine of absolute 
immunity applies even where the SROs fail to 
act affirmatively and fail to act consistently 
with the powers delegated to them in their 
quasi-governmental role.  Even if the NYSE 
failed to regulate and even if the NYSE 
actually participation in the fraud and 
misconduct, the doctrine still bars the claim.  
 
The central question in  SRO-immunity cases  
is not whether the SRO is acting (or not 
acting) “consistent with” the laws it is 
supposed to apply, but rather whether the 
plaintiff's allegations concern the exercise of 
powers within the bounds of the government 
functions delegated to the SRO.  Thus, the 
immunity depends only on whether specific 
acts and forbearances were incident to the 
exercise of regulatory power, and not on the 
propriety of those actions or inactions.  
 
If the conduct was within the ambit of the 
SRO's delegated power, immunity 
presumptively attaches, even where the SRO 
wrongly exercises that power.  Though the 
“abuse of trust” fraud purportedly engaged in 
by the Specialist Firms and the Exchange 
over the years appears egregious, the court 
still concluded that a fraud or bad faith 
exception should not apply—not even a one-
time, “most unusual circumstances” 
exception. 
 
The court also considered “whether there 
exist alternatives to damage suits against the 
official as a means of redressing wrongful 
conduct” if absolute immunity applies. The 
alternatives here were many:  the SEC, after 
all, retains formidable oversight power to 
supervise, investigate, and discipline the 
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NYSE for any possible wrongdoing or 
regulatory missteps.   
 
Opulent Fund v. Nasdaq Stock Market, Inc. 
(N.D. Cal. 10/12/2007)  2007 WL 3010573 
 
The regulatory immunity doctrine did not 
apply to the NASDAQ’s pricing of indexes.   
Absolute immunity attaches only where the 
activity relates to the proper functioning of the 
regulatory system. NASDAQ’s duty to 
accurately calculate and disseminate an 
index price does not function to protect 
investors; instead, NASDAQ's actions 
function to create a market and increase 
trading, and hence are non-regulatory.  
 
SEC approval of a rule imposing a duty on an 
SRO is not the sine qua non of SRO 
immunity; engaging in regulatory conduct is. 
Here, NASDAQ's actions do not partake of 
the same “regulatory” character as 
suspending trading, banning traders, or 
carrying out disciplinary actions. These 
actions all involve oversight of the market to 
protect investors; facilitating derivative trading 
does not. 
 
AAA Is Immune From Suit 
 
Brady v. Williams Capital Group, L.P. 
(N.Y. Sup. 6/29/07) --- N.Y.S.2d ----, 2007 WL 
2285351 
 
The court held that the AAA is immune from 
New York’s CPLR “Article 78” litigation. 
[Generally, in New York practice, “Article 78” 
proceedings are used to challenge action (or 
inaction) by agencies and officers of state 
and local government, and in some 
circumstances, private corporations.]  A 
proceeding pursuant to CPLR article 78 is not 
the proper vehicle to seek judicial intervention 
regarding an arbitration decision. The AAA, is 
a voluntary unincorporated association, not a 
governmental body or officer against which a 
proceeding under CPLR article 78 may be 
maintained.  Therefore, the court cannot 
grant any relief against the AAA. 
 
 

State Securities Administrator Liability 
 
Department of Corporations v. Superior 
Court (Adams) 
(Cal. App. 7/26/07) --- Cal.Rptr.3d ----, 2007 
WL 2128908 
 
California’s Department of Corporations (the 
state’s securities regulator) could not be liable 
for investment losses suffered by investors 
who purchased fraudulent securities from 
brokers who were initially subject to “desist 
and refrain orders” from the DOC, but where 
the investments were purchased after those 
orders were rescinded by the DOC.  
 
The investors contended that under 
California’s Government Code section 815.6, 
which creates a private right of action against 
public entities that fail to discharge a 
“mandatory duty,” the DOC may be held 
liable for their  losses because the DOC 
violated Corporations Code section 25612's 
command not to rescind any order without 
first finding “that the action is necessary or 
appropriate in the public interest or for the 
protection of investors and consistent with the 
purposes fairly intended by the policy and 
provisions of this law [the Corporate 
Securities Law of 1968].” 
 
The court held, however, that section 25612 
created only discretionary duties for the DOC, 
and not mandatory duties, and hence the 
investors could not base their cause of action 
on this section.   The court also held that the 
legislature clearly intended that a violation of 
section 25612 would not create a private 
cause of action.    
 
PSLRA: Requirements for Pleading Strong 
Inference 
 
Tellabs, Inc. v. Makor Issues & Rights, 
Ltd.,  
___ U.S. ___ 127 S.Ct. 2499, 168 L.Ed.2d 
179, 75 USLW 4462 (Jun 21, 2007) 
 
In order to meet the pleading requirements of 
the PSLRA, a plaintiff must allege facts that 
show a strong inference   that the defendant 
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acted with the required state of mind.  In this 
case, the Supreme Court holds that to qualify 
as a “strong inference” under the PSLRA, the 
inference of scienter must be more than 
merely plausible or reasonable-it must be 
cogent and at least as compelling as any 
opposing inference of nonfraudulent intent. 
 
As a check against abusive litigation in 
private securities fraud actions, the Private 
Securities Litigation Reform Act of 1995 
(PSLRA) includes exacting pleading 
requirements.  In this case, the Court's task 
was to prescribe a workable construction of 
the “strong inference” of scienter standard, 
geared to the PSLRA's twin goals: to curb 
frivolous, lawyer-driven litigation, while 
preserving investors' ability to recover on 
meritorious claims.  
 
The Court established the following 
prescriptions: First, faced with a Federal Rule 
of Civil Procedure 12(b)(6) motion to dismiss 
a § 10(b) action, courts must, as with any 
motion to dismiss for failure to plead a claim 
on which relief can be granted, accept all 
factual allegations in the complaint as true.  
 
Second, courts must consider the complaint 
in its entirety, as well as other sources courts 
ordinarily examine when ruling on Rule 
12(b)(6) motions. The inquiry is whether all of 
the facts alleged, taken collectively, give rise 
to a strong inference of scienter, not whether 
any individual allegation, scrutinized in 
isolation, meets that standard.  
 
Third, in determining whether the pleaded 
facts give rise to a “strong” inference of 
scienter, the court must take into account 
plausible opposing inferences. The Seventh 
Circuit expressly declined to engage in such 
a comparative inquiry. But in the PSLRA, 
Congress did not merely require plaintiffs to 
allege facts from which an inference of 
scienter rationally could be drawn. Instead, 
Congress required plaintiffs to plead with 
particularity facts that give rise to a “strong”- 
i.e., a powerful or cogent-inference.  
 

To determine whether the plaintiff has alleged 
facts giving rise to the requisite “strong 
inference,” a court must consider plausible 
nonculpable explanations for the defendant's 
conduct, as well as inferences favoring the 
plaintiff. The inference that the defendant 
acted with scienter need not be irrefutable, 
but it must be more than merely “reasonable” 
or “permissible”-it must be cogent and 
compelling, thus strong in light of other 
explanations. A complaint will survive only if a 
reasonable person would deem the inference 
of scienter cogent and at least as compelling 
as any plausible opposing inference one 
could draw from the facts alleged.  
 
A defendant’s motive can be a relevant 
consideration in determining whether there is 
a strong inference, and personal financial 
gain may weigh heavily in favor of a scienter 
inference. The absence of a motive 
allegation, however, is not fatal for allegations 
must be considered collectively; the 
significance that can be ascribed to an 
allegation of motive, or lack thereof, depends 
on the complaint's entirety. Further, while 
omissions and ambiguities count against 
inferring scienter, the court's job is not to 
scrutinize each allegation in isolation but to 
access all the allegations holistically.  
 
Under this Court's construction of the “strong 
inference” standard, a plaintiff is not forced to 
plead more than she would be required to 
prove at trial. A plaintiff alleging fraud under § 
10(b) must plead facts rendering an inference 
of scienter at least as likely as any plausible 
opposing inference. At trial, she must then 
prove her case by a “preponderance of the 
evidence.”  
 
 


