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UBS’S YIELD ENHANCEMENT STRATEGY (“YES”)  
RETURNS - AND THEN THE LOSSES – WERE  
CAUSED BY EQUITY MARKET EXPOSURE 

 
Craig McCann, Regina Meng, Edward O’Neal1 

 
 

1. Introduction 
 
UBS’s Yield Enhancement Strategy (“YES”) Team is the most recent 

inductee into the Hall of Fame for portfolio managers who claim to have found 
the secret sauce to a low-risk, market-neutral strategy which could generate 
steady returns but was felled by modest market movements.2 

The YES Team moved from Credit Suisse to UBS in early 2016. UBS’s 
marketing materials in 2016 and 2017 claim that YES was market-neutral and 
had generated monthly returns uncorrelated with the stock and bond markets 
for 12 years. As you will see below, either the prior returns reported by UBS 
were false or the strategy implemented at UBS in 2016, 2017 and 2018 differed 
markedly from what had been implemented previously at Credit Suisse. 

UBS claimed that the YES strategy involved selling out of the money put 
and call options and buying the same number of further out of the money put 
and call options on the same S&P Index with the same expiration. The 
combination of four options is sometimes referred to as an “Iron Condor”.  

UBS claimed that YES’s returns were generated by “time decay” in option 
values and from the difference between implied volatility and realized 
volatility. UBS’s claimed rationale sounds sophisticated but UBS was 
effectively claiming to arbitrage systematic mispricing in the market for short 
term S&P500 Index options – a fool’s errand if there ever was one. In fact, 
YES was an old-fashioned actively managed stock portfolio constructed by 
actively trading equity index options, collateralized by clients’ existing 
accounts at UBS. 

UBS accounts subjected to YES treatment suffered losses of 12% to 14% 
in December 2018 when the S&P 500 dropped 9.2% because the overlay was 

____________________________________________ 

1. © Securities Litigation and Consulting Group, Inc., 2020. Craig McCann can be 
reached at 703-246-9381 or craigmccann@slcg.com. Edward O’Neal can be reached 
at 336-655-8718 or eddieoneal@slcg.com.  

2. A virtually identical strategy was sold by Merrill Lynch under the brand name 
Collateral Yield Enhancement Strategy or CYES. 
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approximately 100% invested in the stock market rather than market neutral 
as marketed by UBS.  

As of February 6, 2020, there were 75 FINRA arbitration claims filed 
against UBS reflected on 70 UBS brokers’ BrokerCheck reports. 

In the next Section, we explain the option basics necessary to understand 
the YES strategy. In Section 3, we present how UBS described the strategy in 
its marketing materials. In Section 4, we illustrate how UBS implemented the 
strategy with predictably disastrous results. 

 
 

2. Option Basics 
 

Call Options 
 

A call option is a contract which gives the owner the right to buy an asset 
at the end of the contract’s term for a specified value referred to as the strike 
price. 

If the underlying asset can be bought and sold in the market for less than 
the strike price at expiration, the call option contract expires worthless since 
the contract holder will not choose to exercise her contractual right to buy the 
asset for more than she could buy it for in the market.  

If the underlying asset can be bought and sold in the market for more than 
the strike price at expiration, the call option contract will be worth the 
difference in the strike price and the market value of the asset. The contract 
holder can realize this difference by exercising the call option, purchasing the 
asset at the option’s strike price and selling it in the market at the higher 
prevailing market price.  

 
 
Put Options 

 
A put option is a contract which gives the holder the right to sell an asset 

at the end of the contract’s term for a specified value referred to as the strike 
price.  

If the underlying asset can be bought and sold in the market for more than 
the strike price at expiration, the put option contract expires worthless since 
the contract holder will not choose to exercise her contractual right to sell the 
asset for less than she could sell it for in the market.  

If the underlying asset can be bought and sold for less than the strike price 
at expiration in the market, the put option contract will be worth the difference 
in the strike price and the market value of the asset. The contract holder can 
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realize this difference by purchasing the asset in the market at the higher 
prevailing market price exercising the put option, at the option’s strike price 
and selling it in the market at the higher prevailing market price. 
 
 

Buying versus Selling Short Put and Call Options 
 

Standardized options can be bought or sold through a brokerage firm. For 
each outstanding option there is both an investor with rights under the contract 
and an investor with equal but opposite obligations.  

An investor who sells (“sells short” or “writes”) a call option is required 
to sell the underlying asset on the call option’s expiration date at the call 
option’s exercise price. If the underlying asset is trading in the market at a 
price that is higher than the call option’s strike price, the seller of the call 
option must sell the underlying asset for less than it then costs to replace and 
so loses the difference between the underlying asset’s then current market 
value and the call option’s strike price.  

An investor who sells (“sells short” or “writes”) a put option is required to 
buy the underlying asset on the put option’s expiration date at the put option’s 
exercise price. If the underlying asset is trading in the market at a price that is 
below the put option’s strike price at expiration, the seller of the put option 
must buy the underlying asset for more than it then can be sold for and so loses 
the difference between the underlying asset’s then current value and the put 
option’s strike price. 
 
 

In-the-Money, Out-of-the-Money, At-the-Money 
 

If a call option’s underlying asset’s price is greater than the strike price, 
the call option is said to be “in-the-money.” This term means the option holder 
could generate a positive net cashflow by exercising the call option and selling 
the acquired asset. Whether an option is “in-the-money” or not depends only 
on the exercise price and the current market value of the asset and so ignores 
the payment paid, referred to as the option premium, when the call option was 
bought.  

Analogously, if a put option’s underlying asset’s price is less than the 
strike price, the put option is in-the-money; the option holder could buy the 
underlying asset at the market price and exercise the put option to sell the asset 
at the higher strike price generating a positive net cashflow. 

If the call option or put option cannot be exercised and a positive net 
cashflow received the option is said to be out-of-the-money. This occurs when 



4 UBS’S YIELD ENHANCEMENT STRATEGY [Vol. 27, No. 1 

the underlying asset price is below the strike price of a call option or above the 
strike price of a put option. 

If a put or call option’s underlying asset’s price is equal to the option’s 
strike price, the option is said to be at-the-money. 

 
 

Physical versus Cash Settlement 
 
The discussion so far has implied that the underlying asset was bought and 

sold when a put or call option was exercised. This actual exchange of the 
underlying asset is called “physical settlement”. Some option contracts are 
settled at expiration this way, but many options are settled by an exchange of 
cash equal to the difference between the underlying asset’s market value and 
the option’s strike price if it is positive to the option holder. This is referred to 
as “cash settlement”. 

 
 
Contract Multipliers 
 
Option prices or “premiums” are quoted per unit of the underlying asset 

but each contract traded is for multiple units – typically 10, 100 or 1,000 units 
– of the underlying asset. For example, the sale of one call option contract at 
$30 would generate sale proceeds of $3,000 (1 × 100 × $30 = $3,000).3 

Realized gains or losses on options are the difference between the price 
paid to purchase the option and the price received when selling or selling short 
the option or the option’s in-the-money-amount when the option is exercised. 
For example, if an account buys a call option contract for $11.75 and later sells 
it for $0.35 it will have lost $1,140 per contract (100 × ($0.35 - $11.75) = - 
$1,140).4 

Option payoffs at expiration per contract equal the difference between the 
option’s strike price and the underlying asset’s market value multiplied by the 
contract’s multiplier. For example, if a put option contract with a strike price 
of 2500 expires when the underlying asset price or index level is 2300, 
investors who own the contract receive $20,000 per contract and investors who 
are short the contract pay $20,000 per contract (1 × 100 × ($2500-$2300) = 
$20,000). If the owner of the put option paid, and the seller of the put option 

____________________________________________ 

3. In all the examples to follow, I assume the contract multiplier is 100. 

4. For some option’s the payoff at expiration is based on a settlement value which 
may be different than a closing asset price or spot index level. 
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received, $5,000 – quoted as a price of $50 – the net profit to the put option 
holder, and the net loss to the put option seller, is $15,000. 
 
 

Index Options 
 

The options traded in the YES strategy are cash-settled S&P Index options 
traded on the CBOE. These options have a $100 multiplier. Index option prices 
or “premiums” are quoted per unit of the underlying index level. 

 
 
Example Index Option Payoffs at Expiration 

 
Call Options 

 
Figure 1a plots the payoffs at expiration to selling short one call option 

with a strike price of 2800. At expiration, the seller of the call option pays (and 
the owner of the call option receives) $100 per contract for every unit the index 
level is greater than 2800.  

Figure 1b plots the payoffs at expiration to owning one call option with a 
strike price of 2900. The owner of the call option receives (and the seller of 
the call option pays) $100 per contract for every unit the index level is greater 
than 2900.  

Figure 1c) plots the payoffs at expiration to a combination position of one 
short call option with a strike price of 2800 and one long call option with a 
strike price of 2900. 
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Figure 1 Call Option Payoffs at Expiration 

 
The combination of a short and a long call option on the same underlying 

asset with the same expiration date but a higher strike price is referred to as a 
“bear call spread”. With this bear call spread combination, at expiration the 
investor pays $100 per unit the index level is above 2800 until the index level 
is 2900 as a result of the short call option component and then suffers no more 
losses as a result of index levels above 2900 as payoffs from the long call 
option thereafter offset losses on the short put option. The maximum loss is 
$10,000 and is realized when the index settlement value is greater than 2900. 

The net premium received from entering the “bear call spread” illustrated 
in Figure 1c) is positive because call options are less valuable the higher their 
strike price, other things equal. That is, the premium received from selling the 
call option with a strike price of 2800 is greater than the premium paid to buy 
the call option with a strike price of 2900. The net premium is compensation 
the investor receives for bearing the risk of losing up to $10,000 per contract 
if the index is greater than 2800 at expiration. 
 
 

Put Options 
 
Figure 2a plots the payoffs at expiration to selling short one put option 

with a strike price of 2600. The seller of the put option pays (and the owner of 
the put option receives) $100 per contract for every unit the index settlement 
level is less than 2600.  
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Figure 2b plots the payoffs at expiration to owning one put option with a 
strike price of 2500. The owner of the put option receives (and the seller of the 
put option pays) $100 per contract for every unit the index settlement level is 
less than 2500.  

Figure 2c plots the payoffs at expiration to a combination position of one 
short put option with a strike price of 2600 and one long put option with a 
strike price of 2500. 
 
Figure 2 Put Option Payoffs at Expiration 

 
The combination of a short put option and a long put option on the same 
underlying asset with the same expiration date but a lower strike price is 
referred to as a “bull put spread”. With this bull put spread combination, at 
expiration the investor pays $100 per unit the index level is below 2600 until 
the index level is 2500 as a result of the short put option component and then 
suffers no more losses as a result of index levels below 2500 as payoffs from 
the long put option thereafter offsets losses on the short put option. The 
maximum loss is $10,000 and is realized when the index settlement value is 
below 2500. 

The net premium received from entering the “bull put spread” illustrated 
in Figure 2c) is positive because put options are less valuable the lower their 
strike price, other things equal. That is, the premium received from selling the 
put option with a strike price of 2600 is greater than the premium paid to buy 
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the put option with a strike price of 2500. The net premium is compensation 
the investor receives for bearing the risk of losing up to $10,000 per contract 
if the index is less than 2600 at expiration. 
 
 

Example Iron Condor Payoffs at Expiration 
 

An “Iron Condor” is created by combining the bear call spread in Figure 
1c) with the bull put spread in Figure 2c). Figure 3 illustrates the Iron Condor’s 
payoffs at expiration created by combining the options in call options in Figure 
1c) with the put options in Figure 2c). At expiration this combination of 4 
options on the same underlying asset and the same expiration date pays nothing 
(and so the investor keeps the net premium as profit) if the index level is 
between the strike prices of the put and call options which were sold short. If 
the index level at option expiration is below the short put option’s strike price 
the investor pays out up to the difference between the put options’ strike prices. 
Likewise, if the index level at option expiration is above the short call option’s 
strike price the investor pays out up to the difference between the call options’ 
strike prices. 
 
Figure 3 Iron Condor Payoffs at Expiration 
 

 
 

Figure 4 adds the net premium from trading the four options illustrated in 
Figure 3. Consistent with UBS’s marketing materials we assume this net 
premium to be $50 or half the maximum negative cash flow at expiration for 
the Iron Condor. As we show below, UBS incorrectly illustrated the YES 
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strategy with a payoff diagram identical to the one in Figure 4. The payoffs in 
Figure 4 are symmetrical, i.e. the maximum loss is the same whether the 
market goes up or goes down and the maximum net loss equals the net option 
premium received. 

 
Figure 4 Iron Condor Profit of Loss Including Net Premium 
 

 
 
Option Deltas 

 
The value of an option varies with the price of the underlying asset. The 

value of options that are far out-of-the-money are not much affected by 
changes in the value of the underlying asset while the value of options that are 
deep in-the-money change nearly dollar-for-dollar with changes in the value 
of the underlying asset. 

Call option values increase (and put option values decrease) with increases 
in the value of the underlying asset. The change in an option’s value divided 
by the change in the value of the underlying asset is referred to as the option’s 
delta. For example, if a call option’s value increased from $30 to $35 when 
the underlying asset value increased 10 units from 2700 to 2710, the delta is 
0.5 [(35-30) ÷ (2710-2700) = 0.5]. 

Figure 5 plots the value of a put option and the amount the put option is 
in-the-money. The slope of the line plotting the put option’s value for various 
underlying asset values is the put option’s delta. The slope tells us how much 
the put option’s value changes for small changes in the underlying asset. Put 
options payoff less at expiration the higher the value of the underlying asset 
so, not surprisingly, prior to expiration increases in the value of the underlying 
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index decreases the value of the put option. That is, a put option’s delta is 
negative. 

At-the-money put options have a delta of approximately -0.5. Put options 
that are deep in-the-money have deltas that are close to -1.0 and put options 
that are deep out-of-the-money have deltas that are close to 0. 
 
Figure 5 Put Options Are Worth Less, The Higher the Index; Their Deltas are 
Negative 

 
Figure 6 plots the value of a call option and the amount the call option is 

in-the-money. The slope of the line representing option values for various 
underlying asset values is the call option’s delta. The slope tells us how much 
the call option’s value changes for small changes in the underlying asset. Call 
options payoff more at expiration the higher the value of the underlying asset 
so prior to expiration increases in the value of the underlying increases the 
value of the call option. That is, the slope of the call option value line - a call 
option’s delta is positive. 

At-the-money call options have a delta of approximately 0.5. Call options 
that are deep in-the-money have deltas that are close to 1.0, and call options 
that are deep out-of-the-money have deltas that are close to 0. 
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Figure 6 Call Options Are Worth More, The Higher the Index; Their Deltas 
are Positive 

 
Figure 5 and Figure 6 illustrate the values, maturity payoffs and deltas for 

long put and long call positions. Short put and call positions have deltas equal 
to, but opposite in sign from, long put and call options because the payoffs at 
expiration to a short option position is equal to the negative of the payoff to a 
long position in the same option. A short put option position has a positive 
delta and a short call option position has a negative delta. 
 
 

Delta-adjusted Notional Values 
 

An option’s notional value is equal to the current level of the underlying 
asset multiplied by the contract multiplier. For example, if the underlying asset 
level is 2700, the notional value of each contract is $270,000. The notional 
value is not a risk measure - it is not a meaningful measure of an option’s 
exposure to the underlying asset value. A 1-unit change in the underlying index 
level will not cause the value of the option to change by 1-unit. Also, a 1% 
change in the index level in our example from 2700 up to 2727 or down to 

15.57 
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2673 will not cause the option with a $270,000 notional value to gain or lose 
$2,700. 

An option’s risk related to changes in the underlying asset’s value is its 
delta and the dollar value of an option’s exposure to the underlying asset is its 
delta-adjusted notional value. The delta-adjusted notional value of an option 
is the option’s delta multiplied by its notional value. For example, a call option 
on the S&P 500 with a delta of 0.6 will have a delta-adjusted notional value of 
$162,000 if the index level is currently 2700 [100 × 0.6 × 2700 = $162,000] 

The delta-adjusted notional value of a combination of options or of a 
portfolio of options on the same underlying asset is easy to calculate since it is 
simply the sum of the delta-adjusted notional values of each option position. 

Consider the notional and delta-adjusted notional value of the Iron Condor 
combination illustrated in Figure 3 above. The four options include a short and 
a long put option and a short and a long call option on the same underlying 
asset. In our example, the long put and the long call are both approximately 
200 units out of the money when, as on February 21, 2018, the current level of 
the index was 2701.39. Also, the short put and the short call were both 
approximately 100 units out-of-the-money. The option deltas for each option 
on February 21, 2018 are listed in Table 1. The delta-adjusted notional value 
of the example Iron Condor is 0. 

In the illustration in Table 1, if the underlying index changed slightly from 
2701.39 the aggregate market value of the 4 options would not change. The 
long put option’s value would drop slightly but the decline would be offset by 
the equal increase in the value of the long call option. And, the short put 
option’s value would drop slightly but the decline in the value of that liability 
would be offset by the equal increase in the value of the liability associated 
with the short call option. The mark-to-market value of the symmetrical Iron 
Condor would be unchanged. That is, this combination is market-neutral for 
small changes in the index level. 

 
Table 1 Delta-adjusted Notional Value, UBS Illustrated Iron Condor, 
February 21, 2018 
 

 Delta Quantity Notional 
Value 

Delta Adjusted 
Notional Value 

Long Put, Strike @ 2500 -0.108 1 270,139 -29,202 
Short Put, Strike @ 2600  -0.224 -1 270,139 60,403 
Short Call Strike @ 2800 0.134 -1 270,139 -36,199 
Long Call Strike @ 2900 0.019 1 270,139 4,998 
Iron Condor 0.0   0 
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3. UBS Misrepresented the Risks and Likely Returns of YES 
 

UBS’s marketing materials repeatedly included a maturity payoff diagram 
for a symmetric Iron Condor virtually identical to the one illustrated in Figure 
3 and Figure 4. See Figure 7. 
 
Figure 7 UBS Illustrated a Symmetric Iron Condor 

 
The option combinations UBS implemented were not symmetrical like the 

combination of options UBS illustrated in Figure 7 and elsewhere in its 
marketing materials. UBS systematically sold put options which were less out 
of the money than the call options it simultaneously sold. It also systematically 
bought put options which were much further out of the money than the call 
options it was buying. Rather than look like Figure 3, the option combinations 
entered by UBS looked like the asymmetric combination illustrated in Figure 
8. 
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Figure 8 UBS’s YES Entered into Option Combinations with Positive Stock 
Market Risk 
 

 
 

The Iron Condors UBS implemented were not market neutral. The stylized 
combination of options in Figure 8 illustrating UBS’s actual implementation 
lose more when the stock index drops than it loses when the stock index goes 
up. As we explain further below, the Iron Condors UBS implemented were 
sometimes short the market although most of the time they were long the 
market and were turned over frequently and so would lose money when the 
stock index declined even within the range of the short option strike prices. 

In addition to misrepresenting the equity exposure of the YES option 
strategy, UBS misrepresented its likely profits. UBS illustrated the net option 
premiums to be equal to the half the maximum loss at expiration under the 
option contracts in the presentation materials we excerpt in Figure 7. In fact, 
the net premiums received when an account entered an option combination 
were small relative to the maximum loss at expiration under the option 
contracts and so the maximum net losses were many times the maximum net 
gain to the strategy. See Figure 9. 
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Figure 9 YES Option Combinations Were Much Less Profitable Than UBS 
Illustrate 

 
The delta of the put option with a strike price equal to 2450 in Figure 9 is 

smaller than the delta of the put option with a strike price equal to 2500 in 
Figure 3. Also, the delta of the put option with a strike price equal to 2650 in 
Figure 9 is larger than the delta of the put option with a strike price equal to 
2600 in Figure 3.  

UBS marketed the symmetric option combination in Figure 3 but 
systematically implemented the asymmetric option combination in Figure 9 
and so Table 1’s delta = 0 does not capture the equity exposure of the strategy 
UBS actually implemented. The delta-adjusted notional value of Iron Condors 
like what UBS actually implemented is $36,442 – not $0 – per contract as UBS 
repeatedly implied in its marketing materials. The value of this combination 
of options will rise and fall with the S&P 500. That is, the option combination 
UBS implemented has stock-market risk and the returns to the combination 
will therefore be positively correlated with stock market returns. 

 
Table 2 Delta-adjusted Notional Value, UBS Implemented Iron Condor 
February 21, 2018 

 Delta Quantity Notional 
Value 

Delta Adjusted 
Notional 
Value 

Long Put, Strike @ 2450 -0.078 1 270,139 -20,936 
Short Put, Strike @ 2650  -0.328 -1 270,139 88,579 
Short Call Strike @ 2800 0.134 -1 270,139 -36,199 
Long Call Strike @ 2900 0.019 1 270,139 4,998 
Iron Condor 0.135   36,442 
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Counting Contracts Is Not Measuring Risk 
 

The Iron Condors illustrated in Table 1 and Table 2 have the same number 
of long and short call option and long and short put option contracts but have 
very different economic risk exposures. Clearly, despite UBS’s marketing 
materials, having an equal number of long and short put contracts and an equal 
number of long and short call contracts does not make the YES strategy market 
neutral. 

In the symmetric Iron Condor illustrated in Figure 3, the amount the 
investor would gain or lose is the same whether the index level increased or 
decreased 10, 25, 50 or even 100 from the 2700 current level. The investor 
pays out nothing if the index level is between 2600 and 2800 at expiration. It 
is also true that in the symmetrical Iron Condor the amount the investor would 
have to pay out for each additional unit the index is below 2600 is the same as 
she would pay out for each additional unit the index is above 2800. Prior to 
expiration and for small changes around 2700, the value of the option 
combination in Figure 3 is independent of the level of the index. 

In the asymmetric Iron Condor illustrated in Figure 9 the losses the 
investor suffers for declines in the index are greater than the losses she suffers 
for equal sized increases in the index. If the index is between 50 and 100 units 
below 2700 at expiration, the investor loses between $0 and $5,000 per 
contract but loses nothing if the index is between 50 and 100 units above 2700 
at expiration. Moreover, the investor can lose up to $20,000 per contract if the 
index is between 2450 and 2650 at expiration but similar increase in the index 
cause at most $10,000 in losses per contract. The investor is better off if the 
market goes up than if the market goes down and so has taken stock market 
risk through entering the option combination in Figure 3. 

It is not difficult to vary the strike prices to create a pattern of long and 
short call option and long and short put option contracts which together create 
the same payoffs as a short put option which has obvious positive stock market 
exposure or to create same payoffs as a short call option which has obvious 
negative stock market exposure. 

Consistent with UBS’s misleading Iron Condor payoff graph excerpted in 
Figure 7, UBS’s other marketing materials claimed the YES strategy did not 
take bets on the direction of the market. For example, UBS’s marketing 
materials contained the slide excerpted in Figure 10. It shows the strategy 
making the same returns if the market goes down slightly, stays flat or goes up 
slightly. UBS also claimed the strategy lost similar amounts whether the 
market increased or decreased substantially. 
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Figure 10 UBS’s Infographic Showing no Directional Market Exposure 

 
UBS’s marketing materials also included the slide excerpted in Figure 11 

which reads: “Seeks to provide an additional source of income to portfolios 
when the markets are flat, trending higher or trending lower.” These statements 
were false but consistent with UBS’s Iron Condor graph in Figure 7 and its up 
and down arrow graphic in Figure 10. The strategy does not generate positive 
returns so long as the S&P 500 remains within a range around the index level 
when the option combinations are entered. This might be true if the option 
combinations were as illustrated in UBS’s marketing materials and the options 
were held until expiration but the combinations used are not as UBS illustrated 
and the positions were turned over every few days even though they typically 
had five or six weeks remaining to expiration. Because the option 
combinations include directional bets on the market and are closed out at least 
weekly, the strategy makes or loses money when the market is “trending” up 
or down. 
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Figure 11 UBS’s Infographic Showing no Directional Market Exposure 

Similarly, UBS’s marketing materials excerpted in Figure 12 falsely 
claimed “The strategy will perform well in equity markets that are flat, 
trending up or trending down.” 
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Figure 12 UBS Claims no Directional Market Exposure 

 
4. Observed Returns Were Determined by Stock Market Exposure 
 

Contrary to UBS’s claims of no directional bias in the YES strategy as 
reflected in UBS’s marketing materials excerpted in Figures 7, 10, 11 and 12, 
YES was taking large actively managed directional bets on the market. Figure 
13 plots the daily delta-adjusted exposure of one of the YES accounts. The 
orange-shaded areas reflect long market exposure when above $0 and short 
market exposure when below $0. The delta adjusted notional value of a market 
neutral strategy would be approximately $0. 

During some periods in 2018 the account was long the market. This is 
especially true in December 2018; the account was long over $6 million, the 
SPX dropped 10% and the account lost $600,000. In other periods - like the 
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summer of 2018 - the account was short smaller amounts and lost money as 
SPX increased slightly.  
 
Figure 13 Example UBS’s YES Account Contains Large Directional Market 
Exposure 

 
The YES strategy is sometimes long the stock market, sometimes short the 

stock market. Each month the strategy’s returns depended nearly 100% on the 
direction of the market. When you look at 15 years of monthly returns during 
the time the manager is swinging wildly from long the market to short the 
market it looks like the Strategy is uncorrelated with the market but it is not. 
Depending on whether the manager was long or short the market at any given 
time the correlation was either +1.0 or -1.0. 

UBS misrepresented that the source of returns to the YES strategy was the 
time-decay in option values. For example, UBS claimed in the marketing 
material excerpted in Figure 14 that “The Strategy seeks to generate income 
through erosion of time premiums (“time decay”). Although it seems 
complicated, the claim is that the manager is selling options short and buying 
later at lower prices keeping the difference between the net premium received 
when entering into the combination and the net cost to close out the position 
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when the time premium has “decayed”. This only makes positive risk adjusted 
returns if there are systematic inefficiencies in the market for short term S&P 
500 Index options – inefficiencies which the YES team is uniquely able to 
arbitrage. 

 
Figure 14 UBS Attributes YES Returns to Option Value Time Decay. 

 
Returning to the excerpted marketing in Figure 7, UBS falsely claimed 

“The natural time decay exhibited by options provides the bulk of the return 
stream … The return is the difference between the Implied Volatility and the 
Realized Volatility.” In fact, the bulk of YES’s returns were unrelated to time 
decay or the difference between the Implied Volatility and the Realized 
Volatility.  
 
 

YES Was Simply an Actively Managed Stock Market Overlay 
 

YES’s returns are simply the returns to the market applied to the 
directional bets this active market timing portfolio manager placed. We 
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estimated each day’s expected daily P&L due to the account’s time decay 
(theta) and volatility changes (vega) and market risk (delta and gamma) 
exposure, added up by month and compared the resulting monthly P&L to the 
account statement P&L for the account reflected in Figure 13. Table 3 reports 
a YES account’s monthly mark-to-market profit and loss and the profit and 
loss that would result for the account’s daily exposures. 
 
Table 3 The YES Strategy Returns Closely Track Equity Market Returns.  
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The exposures UBS claimed drove the profitability – time decay and 
volatility changes – together had a much lower correlation (0.658) with the 
observed monthly returns than the exposures UBS disavowed – sensitivity to 
market levels (delta and gamma) – which together had a much high correlation 
(0.957) with the observed monthly returns. 

We can use regression analysis to assess which of the factors – the time 
decay and implied versus realized volatilities touted by UBS or stock market 
risk and changes in volatility denied by UBS – drove YES’s returns. Table 4 
reports the results of regressing YES’s actual observed monthly returns in 
Table 3 on the monthly returns due to time decay, implied versus realized 
volatilities, delta and gamma. 

The market risk factors disavowed by UBS are much more statistically 
significant and explain much more of the variation in YES’s monthly returns. 
The adjusted R-squared values in Table 4 allow us to understand what 
percentage of the variability in YES’s monthly returns are explained by the 
independent variables. For example, if we look at the third model (with delta 
and gamma as the only two independent variables), the Adjusted R-squared is 
.948. This means that 94.8% of the month-to-month variation in returns to the 
YES strategy is explained by the strategy’s delta and gamma. In the fourth 
model, we keep delta and gamma in analysis and add to that the Time Decay 
and Volatility Changes. Adding these two variables only marginally increases 
the explanatory power of the model to 96.4%. To summarize, when we add 
UBS’s avowed factors into the regression model based on the market risk UBS 
disavowed, the significance of UBS’s claimed source of returns is quite low 
and the increase in explanatory power over a model that just uses market risk 
to explain YES’s returns is negligible. 

 
Table 4 Regression Analysis of YES Returns 
 

Independent Variables UBS’s 
Explanation 

Disavowed Factors All 4 
Factors 

Time Decay 3.08 
(4.74) 

  1.03 
(3.85) 

Sensitivity to 
Volatility Changes 

11.18 
(2.99) 

  -0.83 
(0.50) 

Market Risk – delta  1.04 
(10.36) 

1.13 
(23.99) 

0.98 
(18.08) 

Market Risk – gamma   0.76 
(11.10) 

0.87 
(8.45) 

     
Adjusted R-squared 0.472 0.758 0.948 0.964 
Number of observations = 35, t-stats in parenthesis. 
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Thus, the YES returns were not the result of time decay in option prices or 
the difference between realized volatility and implied volatility as UBS 
claimed. UBS’s YES Team was actively betting on the short-term direction of 
the S&P 500 and it was the wagered market exposure that explained the bulk 
of the returns investors in YES experienced. 
 
 

YES allowed UBS to Arbitrarily Increase Fee Income  
 

UBS charged fees on the YES strategy which caused investors to pay more 
than double on the amount of assets pledged to the strategy. Most investors 
understand that you might open a new account to implement a new strategy or 
employ a new manager for a subset of invested assets. In such a case, a new 
account would be opened and assets would be transferred from the old account 
into the new account. If the investor was paying a fee in the old account, the 
fee would decrease in that account because the amount of assets under 
management in that account would decline. The new account would charge a 
fee on the assets transferred into it. In the YES implementation, a subset of the 
assets in the old account is designated as the YES “mandate.” This mandate is 
the collateral that is pledged to cover losses if the YES strategy is unsuccessful.  

For example, an investor might have $10 million in a UBS account and 
pledge $5 million as the mandate for the YES account. However, the entire 
$10 million remains invested the way that it was before. Therefore, the entire 
$10 million continues to bear the annual fee that it had before. The YES fee is 
charged in addition to the original annual fee and is typically 1.75% of the 
assets in the mandate. So, in this example, if the original $10 million was in an 
account with a 1% annual fee, after the implementation of YES the investor is 
paying 1% per year on $5 million of assets (those assets not pledged in the 
mandate) and 2.75% per year on the assets pledged (1% in the original account 
plus 1.75% for the YES implementation). YES was clearly very profitable for 
UBS as an “add-on” to the fees they were already charging. 

The mandate can also be thought of as a notional value against which the 
1.75% fee is charged. As we showed in Figure 13, the maximum delta adjusted 
notional value rarely reached the mandate. Although we have not separately 
plotted the adjusted notional values exposed to time decay and volatility 
changes, these also rarely approached the mandate. UBS was charging 1.75% 
per year on a much larger asset based than it was effectively managing. 
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TRUST ESTABLISHED – TRUST BREACHED 
 

David E. Robbins1 
 
 

Why do people trust financial advisers and financial institutions?  This 
article examines that question, which raises the issue central to all securities 
arbitration disputes of merit – breach of trust. 

Malcolm Gladwell’s bestseller, Talking to Strangers,2 noted 
characteristics in all of us that apply to the customer-broker-trust issue: 

 “We start by believing. And we stop believing only when our doubts 
and misgivings rise to the point where we can no longer explain them 
away.” 

 “We have a default to truth: our operating assumption is that the 
people we are dealing with are honest.”  

 “We fall out the of truth-default mode only when the case against our 
initial assumption becomes definitive. We do not behave, in other 
words, like sober-minded scientists, slowly gathering evidence of the 
truth or falsity of something before reaching a conclusion.” 

 “You believe someone not because you have no doubts about them. 
Belief is not the absence of doubts. You believe someone because you 
don’t have enough doubts about them.” 

 
 
 
 
 

 
1. David E. Robbins is a founding member of PIABA. He is a partner in the New 
York City-based Kaufmann Gildin & Robbins LLP and, for over 40 years, he has 
represented parties in disputes concerning the securities industry, parties in 
regulatory matters and the negotiation of financial adviser contracts. He is an 
American Arbitration Association arbitrator and the author of the SECURITIES 

ARBITRATION PROCEDURE MANUAL (Matthew Bender/ Lexis 5th Ed. Dec. 2019, 
https://store.lexisnexis.com/products/securities-arbitration-procedure-manual-
skuusSku7156, and the annual McKinney’s Practice Commentary on Securities 
Arbitration for the New York Practitioner, http://legalsolutions.thomsonreuters.com/ 
law-products/law-books?FindMethod=Menu_LB_LawBks. He co-chairs the New 
York State Bar Association program on securities arbitration and mediation.  

2. MALCOLM GLADWELL, TALKING TO STRANGERS - WHAT WE SHOULD KNOW 

ABOUT THE PEOPLE WE DON’T KNOW (2019). 



26 TRUST ESTABLISHED [Vol. 27, No 1 

Overview 
 

The primary claim made by most customers is that their trust in the broker 
was violated. Typically, for whatever reason, the customer was led to believe 
the representations of the broker and, in the process, suffered financial losses.  
What distinguishes a case of merit from one of “sour grapes” is whether the 
establishment of that trust relationship was well-founded or whether the 
customer should have known her trust had been misplaced.  

If the customer understood or could have understood the risks of an 
investment or investment strategy, the result is often a denial of the claims or 
the awarding of damages in amounts much less than the relief sought.  

From my experience, many potential customer claimants are reluctant or 
embarrassed to consult with securities arbitration attorneys. They feel it was 
their fault that they trusted their financial advisor, who, they may believe, was 
as ill-informed about the inherent risks of the securities or the strategy as the 
customer was or that market forces outside of the brokerage firm’s control led 
to the loss. 

Embarrassment and betrayal are two common emotions which 
customers experience when they begin to suspect they have been 
wronged by their stockbroker. Embarrassment comes from clients 
feeling they are somehow at fault: “How could I be so stupid?” 
Feelings of betrayal come from the trust placed in the broker: “How 
could she do this to me when I trusted her so much?” Like other 
victims of fraud, both of these emotions keep many people from 
moving forward to assert their rights even when they know they have 
been wronged.3 

 
 

How Trust Relationships Are Established 
 

Why do individuals trust stockbrokers? How do brokers win confidence? 
Indeed, why do we trust any salesman? In “Don’t Get Hit by the Pitch: How 
Advisers Manipulate You”, Wall Street Journal columnist Jonathan Clements, 
quoting Anthony Pratkanis, a psychology professor at the University of 
California at Santa Cruz, wrote that: 

Financial salespeople frequently feign friendship, asking you all about 
yourself and pretending to have things in common. As salespeople get 

 
3. Jerome E. LaBarre, Securities Case Development at the Early Stage, in 
SECURITIES ARBITRATION 1998 – REDEFINING PRACTICES AND TECHNIQUES 
(Corporate Law and Practice, Course Book Series Number B-1061, 1998). 
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to know you, they will hunt for your hot buttons, whether it’s scoring 
big investment gains, boosting your portfolio’s yield or avoiding 
market losses. That allows them to craft their investment pitch. 
Once unethical advisers know what to pitch, it’s time to sell the deal. 
Often, they will tout an investment’s scarcity, which makes it seem 
more valuable and desirable. The scarcity pitch can be especially 
effective if salespeople add that others are clamoring to get into the 
same deal, or that investors have had great success with the strategy. 
After making their pitch, salespeople may skip over the question of 
whether you should buy and instead ask whether you want, say, 100 
or 300 shares. ‘In sales jargon, that’s called the presumptive close,’ 
Prof. Pratkanis says. 

 
 

Understanding and Appreciating Why Investors Trust 
 

At the early stage of a case, empathy is critical for a customer’s attorney. 
Unless the attorney immediately puts herself into her client’s shoes, the case 
will get off on the wrong step.  For example, experienced securities arbitration 
attorneys who represent customers picture themselves: 

1. Just learning that the investment was not as represented and a lot of 
money has been lost. 

2. There is no legitimate secondary market to sell the investment or if 
there is, it is a shadow market populated by vulture funds. 

It is a naked feeling. Remember how it was not wanting to open your 
brokerage account statements after the market crash of 2008? Not like when 
the investment or strategy was recommended.   

Customers understand stocks; less so with bonds. Fewer understand 
structured products and other man-made revenue streams. Such investments 
are sold and not bought and are often promoted by firms and brokers as the 
financial panacea to remedy investor fears and the need for safety in volatile 
markets. 

With the sea change in the securities industry’s business model from 
commission-based to fee-based accounts, customers are presented with more 
reason to trust their financial advisors. They are told their accounts will be 
“managed” on a continuing basis, with initial recommendations and 
adjustments motivated solely by market trends and not by the self-serving 
incentive of commissions.  “If you do well, we do well,” say financial advisors 
who stress that their compensation will be based on the account’s value.   

Fee-based accounts are so ubiquitous these days that they are even 
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recommended by financial advisors for customers who do little trading. And 
when it is the brokerage firm – and not the customer – making the ultimate 
investment decisions, the law converts the point-of-sale obligations of a broker 
to a continuing fiduciary duty, the highest level of trust. 

So, the first thing customer attorneys need to do is picture themselves as 
the person who was solicited for this investment.  

At the core of securities law is the obligation of full disclosure of material 
information by the person soliciting an investment to the person making the 
ultimate investment decision. And for managed accounts, brokers have the 
obligation to make sure, as fiduciaries, that the “best interests” of their 
customers are always at the forefront of account management. For managed 
accounts, brokers need to make sure the customer understands why a fee-based 
account makes more sense for the customer than a commission-based one.  
While the firm is making the investment decisions, it has an obligation to 
explain why those decisions are being made.  

How that material information was conveyed to and understood by the 
investor are the primary issues in most cases. And in “product cases” (e.g., 
Puerto Rico bond funds, Exchange Traded Funds), there is a wild card – the 
financial advisor’s testimony. He/she is often the determining factor in the 
case’s outcome.  Was there sound reason to trust the broker’s representations? 

 
 

Insights From Others 
 

In March 2020, the New York State Bar Association presented: Securities 
Arbitration 2020 – Deep Dive4 and the first session, entitled “Human Nature 
and Securities Disputes,” addressed the question: Why do people trust financial 
advisers and financial institutions? Seth Lipner, Professor of Law of the Zicklin 
School of Business, Baruch College, CUNY and a member of Deutsch & 
Lipner, said, “Wall Street lies near the corner of fear and greed and brokers are 
experts in marketing.”  C. Evan Stewart of Cohen & Gresser LLP was as 
insightful as he is in his extensive writings when he said that he believes that 
the concept of trust in this context can be considered in three categories, which 
he calls:  

1. “Madoff Trust” – You want to be involved in something that no one 
else knows about. 

 
4. https://nysba.org/products/securities-arbitration-2020-deep-dive/ (last visited 
March 30, 2020).  
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2. “Wells Fargo Trust” – or any similar well-known financial institution 
– A fabled institution that we assume would never do anything wrong. 
It would seem unthinkable that they would breach my trust. 

3. “Projection Trust” – Once a person decides to invest with a broker, then 
that act of giving the money to someone is an act of his or her own 
judgment. The investor made the judgment that the financial adviser 
was trustworthy with the investor’s money. It is a huge psychological 
step, said Mr. Stewart, to then reverse. That is very difficult and is hard 
to come to terms with – that the investor made a bad judgment about 
that person. 

William A. Hohauser, Nassau County, New York, District Court 
Judge, was an in house attorney at major brokerage firms for many years 
before becoming a judge. He said that when he was a defense attorney, he 
would explore the subject of trust through cross-examination of the customer, 
focusing on the customer’s sophistication.  He wanted to put this question 
before the arbitrators: Was there a reason for the customer to blindly trust what 
she was told or did the customer have sufficient financial experience to 
understand and approve the trading? For example, if a customer claimed “I 
trusted my broker,” the broker recommended securities that were unsuitable 
and, as a result, the broker is responsible, did the person engage in similar 
trading before at other firms? 

To that, Mr. Lipner asked whether brokerage firm attorneys are blaming the 
victim. He said that brokerage firms argue, in effect, that you should not have 
trusted our financial advisers in a trust business.  It is not a question of blaming 
the victim, said Judge Hohauser. The question is this: Did the customer have 
the ability to question?  

Richard W. Berry, Executive Vice President, Director of Dispute 
Resolution, FINRA Dispute Resolution, added that arbitration remains a forum 
of equity in which arbitrators assess the responsibilities of all the parties. He 
said that from his observation of many years, arbitrators want to do what is fair. 

 
 

Basis of Liability in Most Cases of Merit 
 

It has been my experience representing investors, brokers and firms, as 
well as being an arbitrator and mediator in this field of dispute resolution, that 
intentional securities fraud existed only in a small percentage of cases and 
that, in most cases of merit, liability was based on three things: 

1. Knowledge – The financial advisor’s failure to know or appreciate 
the risks inherent in a product or strategy.  
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2. Disclosure – The financial advisor’s passing on his or her ignorance 
of those risks to the investor. 

3. Reliance – The investor’s trust that the financial advisor made full 
disclosure of material information and did not omit such information 
from the recommendation. 

 
 

Stages of Trust 
 

Trust established and trust breached is the common characteristic of most 
cases. How do brokers establish and cultivate trusting relationships with their 
customers? Why do investors succumb? Brokers have been known to deal with 
their customers in a certain manner to establish trust and to maintain the trust 
relationship. Appreciating those characteristics can enable customer attorneys 
and defense attorneys to see if, in the particular case before them, trust was 
established and then betrayed. 

1. Establishing Trust 
 To induce customers into opening accounts, brokers often clothe 

themselves in the respectability and reputation of their firms.  
 Brokers (without authority) show potential clients the monthly 

statements or other reports of existing clients – the successful ones 
– and tell the potential clients that they can be just as successful. 

2. Creating a Need for the Broker’s Services 
 Some brokers sow anxiety and discontentment in clients’ minds 

by insinuating that they can perform better than their colleagues 
in order to make the customer dependent on them.  

 This often happens when a broker leaves his or her firm and the 
branch manager rapidly divides up the departing broker’s 
accounts before the departing broker can solicit customers to 
transfer those accounts to the new firm.  

 Brokers who have just been assigned the departing brokers’ 
accounts often tell the customer how surprised they are with the 
accounts’ past performance, compared to how his own clients 
fared during the same period. 

 Or they say that if the customer remains, their management fee 
will be reduced (not saying for how long the discount will apply). 

3. Exploit Customer Insecurities and Make Them Listen 
 Everyone invests to make a profit of some kind or to generate a 

greater return than keeping money in the bank.  
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 Some brokers stress the profit potential of a security and lose sight 
of – or purposely fail to disclose – the risks involved.  

 With a falling stock market, they tell their customers of “cycles” 
and the need to invest at the market’s low. This, they say, is the 
best time to invest, when the market is at its lowest. It can only go 
up, they say. You have the greatest opportunity, they add, when 
everyone else is selling, to “grab bargains.”  

 In a volatile stock market, customers are so unsure about investing 
that some brokers take advantage of this insecurity and mislead 
their customers with unreasonable expectations. 

 In the ever-rising market following the 2008/2009 crash, some 
brokers tout investments that have hidden land mines of risk that 
a rising market masks.  

4. Keeping the Customer 
 In a scenario where a new broker has taken over the account, he 

or she convinces the customer to sell most of what the prior broker 
recommended for the portfolio, as part of the new broker’s 
strategy for success.  

 What happens when the performance of the new strategy is not as 
promised? To keep the customer, the broker will blame the 
“unpredictable market” and will recommend yet another strategy, 
never attributing poor account performance to the broker’s own 
failed strategy. 

 
 

Historical Precedents of Human Nature 
 

The subject of “trust established and trust breached” was examined before 
the burst of the stock market bubble in 2000.5 Because most transactions 
between customers and brokers are based on oral, as opposed to written, 
representations, there is an inherent conflict between the rendition of events, 
both self-serving. Because of this conflict, arbitrators tend to focus on motive 
and opportunity.  

 
 
 

 
5. See Donald C. Langevoort, Selling Hope, Selling Risk: Some Lessons for Law 
from Behavioral Economics About Stockbrokers and Sophisticated Customers, 84 
Cal. L.R. 3 (1996). 
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The customer’s case emphasizes the broker’s motive in gaining 
commissions or mark-ups by misstating or concealing risk, or promising 
inflated returns. The broker’s lawyer will likely respond with a powerful list 
of behavioral assertions predictable to those versed in law and economics: 

1. A broker’s dominating interest is in developing long-term 
customer relationships in order to generate repeat business in 
a highly competitive market. 

2. For this reason, neither individual brokers nor their firms 
systematically cheat their customers, because the threat of loss 
of business that would follow from customer dissatisfaction 
would deprive them of far more future income than the single 
cheating opportunity would offer. 

3. It is irrational even to try to misrepresent or conceal risks from 
a sophisticated customer. Since these customers are generally 
familiar with investment risk-return relationships, they can 
readily detect such cheating and terminate the relationship. 

4. Therefore, the broker’s story of sufficient candor is the more 
credible one. 

The customer’s lawyer will counter with a simple question: If all this is so, 
why are there so many examples of broker misconduct over the years? 

 
 

The Other Side of Breach of Trust – 
Taking Responsibility v. Blaming Others 

 
Taking responsibility is the balance point of securities arbitration and 

mediation. The reality, in customer-broker relationships, is that parties have 
definable responsibilities. In mediation, getting customers to acknowledge a 
degree of responsibility can break impasses that occur during the initial 
caucuses (as opposed to a blanket – “I trusted my broker. He is fully 
responsible for the result.”)  

Arbitrators often find those responsibilities obscured when confronted 
with the blame game: 

1. Customers blaming brokers and firms can be the result of customers’ 
laziness to learn how their money was to be invested and to keep 
abreast of the performance of the investments (either through frequent 
contact with the broker or by reading trade confirmations and monthly 
account statements). 
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2.  Brokers blaming customers by arguing that the customer ratified the 
alleged misconduct or failed to mitigate damages sooner. This is a 
defense strategy utilized to avoid responsibility for problematic 
conduct of brokers and their firms. 

3.  Brokers blaming their firms for not providing adequate due diligence 
or pushing particular products or money managers. This is 
counterbalanced by firms blaming their brokers for not reading 
compliance manuals or for not knowing that the complaining 
customers were less than forthcoming – about their net worth, 
investment experience and/or investment objective. 

4. Parties blaming FINRA for proposing or selecting arbitrators whose 
records disclose a pattern of decisions strictly for one side or another 
and for an arbitrator’s failure to take seriously the responsibilities 
inherent in being a conscientious and fair arbitrator (e.g., New York 
arbitrators who spend long winters in Florida). 

5.  Parties blaming arbitrators who, for example, are unprepared for pre-
hearing conferences, motion practice, full-day attendance at 
arbitration hearings; who fail to keep an open mind while hearing the 
case;  who decide cases based on preconceptions and biases and not 
on the evidence presented; and, who render irrational decisions. 

6.  Parties blaming their attorneys for not having the ability or desire to 
tell clients the weaknesses of their cases, necessitating the hiring of 
expensive professional mediators to do the attorneys’ jobs. 

7.  Customer attorneys blaming mediators for not getting them a better 
settlement because, they believe, the mediator has an unspoken desire 
for future mediation business from that brokerage firm. 

8.  Attorneys blaming opposing counsel for frivolous motion practice; for 
intentional discovery deficiencies; for misstating applicable law to the 
arbitrators; and, for an unwillingness to commit to the expeditious 
resolution of the case. 

Trust is not a one-way street to success. Individuals who take no 
responsibility for their decisions and who tend to fall back on the bromide of 
“I trusted my broker” argue that it is the other guy who should be responsible, 
from the initial decision to make an investment to the reaction on receiving an 
adverse arbitration Award. However, in the end, the Award should be a 
reflection of responsibilities, an apportionment of obligations, actions and 
inactions.  
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Standards of Responsibility 
 

In “Establishing a Reasonable Standard of Responsibility for Broker-
Customer Relationships,”6 Texas customer attorney Jeanne Crandall wrote 
that customers should not be held responsible for acts which are within their 
brokers’ duty of care. However, she added, a customer cannot ignore the 
information available to him or hold the broker responsible for damages which 
the customer could have avoided.  For example, as the Court referenced in 
Durham v. Waddell & Reed, Inc.7 

In determining questions of apparent agency, the apparent power of 
the agent is determined by acts of the principal, not by acts of the 
agent.8 We will not create a right in order to restore a remedy.9 
What duties are owed by brokers and what are the standards of 

responsibility for customers? 
1.  The Principles of Agency Law Apply to Determine Broker 

Responsibility – Most courts have held that a broker is an agent for his 
customer and that the broker owes the duties of a fiduciary for all 
matters within the scope of the agency.10 This, in turn, depends on the 

 
6.  Jeanne Crandall, Reyna, Hinds & Crandall, Establishing a Reasonable Standard 
of Responsibility for Broker-Customer Relationships, in SECURITIES ARBITRATION 

2006 – TAKING RESPONSIBILITY, PRACTICING LAW INSTITUTE 323-333 (Corporate 
Law and Practice, Course Handbook Series, Number B-1553 2006). 

7. 723 S.W. 2d 129; 1996 Tenn. App. LEXIS 3246 ** (TN Ct. App., Western 
Section, Aug. 22, 1986). 

8. Kelly v. Cliff Pettit Motors, Inc., 191 Tenn. 390 *; 234 S.W. 2d 822; 1950 Tenn. 
LEXIS 447 *** (Sup. Ct., TN, Dec. 8, 1950). 

9. Durham v. Waddell & Reed, Inc. 723 S.W.2d 129; 1986 Tenn. App. LEXIS 
3246 (Ct. App., TN, Western Div., Aug. 22, 1986). 

10. Conway v. Icahn & Co., Inc., 16 F.3d 504; 1994 U.S. App. LEXIS 2700 (2nd Cir., 
Feb. 15, 1994). (The relationship between a stockbroker and its customer is that of 
principal and agent and is fiduciary in nature, according to New York law.) See 11 
N.Y Jur.2d Brokers § 45 (1981); People v. Mercer Hicks Corp., 4 Misc. 2d 55, 155 
N.Y.S.2d 740, 744 (Sup. Ct.), aff'd, 3 A.D.2d 708, 160 N.Y.S.2d 806 (App. Div. 
1957). (A broker, as agent, has a duty to use reasonable efforts to give its principal 
information relevant to the affairs that have been entrusted to it.) See Restatement 
(Second) of Agency § 381 (1958). (“Accordingly, because Conway's account was a 
non-discretionary one, his authorization for all purchases and sales was required. 
Absent a waiver of notice running in its favor, Icahn had a duty to notify Conway 
prior to the execution of the sellout and to secure his consent as to the items to be 
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extent of the matters entrusted to the broker’s care and management. 
On the one hand, where the broker has no authority to transact any 
trades in the customer’s account without the customer’s prior 
approval, those duties include: 
A.  To recommend a security only after studying it sufficiently to 

become informed as to its nature, price and financial prognosis; 
B. To carry out the customer’s orders; 
C. To inform the customer of the risks involved in purchasing or 

selling a particular security; 
D.  To refrain from self-dealing or refusing to disclose any personal 

interest the broker may have in a particular recommended 
security; 

E.  Not to misrepresent any fact material to the transaction; and, 
F. To transact business only after receiving prior authorization from 

the customer. 
On the other hand, a broker who has discretion to trade securities, as in 

managed accounts, has the following duties: 
(1)  To manage the account in a manner directly comporting with 

the needs and objectives of the customer; 
(2)  To keep informed regarding the changes in the market which 

affect his customer’s interest and act responsively to protect 
those interests; 

(3) To keep his customer informed as to each completed 
transaction; and, 

 
 
 

 
sold.”) McAdam v. Dean Witter Reynolds, Inc., 896 F.2d 750 (3d Cir. 1990); 
Magnum Corp. v. Lehman Bros. Kuhn Loeb, Inc., 794 F.2d 198, 200 (5th Cir. 1986); 
DeRance, Inc. v. PaineWebber, Inc., 872 F. 2d 1312; 1989 U.S. App. LEXIS 5706 
(7th Cir., April 24, 1989). (“A fiduciary relationship exists, within the Wisconsin 
common law of fraud, when confidence is reposed on one side and there is resulting 
superiority and influence on the other side. In this case, Paul Sarnoff and 
PaineWebber are fiduciaries.”). O’Malley v. Boris, 742 A. 2d 845; 1999 Del. LEXIS 
427 (Sup. Ct. DE, Dec. 8, 1999). (“The relationship between a customer and stock 
broker is that of principal and agent. The broker, as agent, has a duty to carry out the 
customer's instructions promptly and accurately. In addition, the broker must act in 
the customer's best interests and must refrain from self-dealing unless the customer 
consents, after full disclosure. These obligations at times are described as fiduciary 
duties of good faith, fair dealing, and loyalty. They are comparable to the fiduciary 
duties of corporate directors, and are limited only by the scope of the agency.”) 
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(4) To explain forthrightly the practical impact and potential risks 
of the course of dealing in which the broker is engaged.11 

What, according to Ms. Crandall and the courts, are the factors considered 
in determining the extent of a broker’s duties? 

(1)  The degree of control exercised by the broker;12 
(2)  The degree to which the broker has explained the proposed 

transaction and requested authorization to proceed only after 
disclosure of known risks; and, 

(3)  Whether the customer is sufficiently intelligent and 
sophisticated and apprised of sufficient facts to be able to 
exercise independent judgment concerning the transaction in 
advance of the trade. 

2.  The Customer’s Standard of Responsibility Will Usually be 
Established in the Context of an Affirmative Defense of the Brokerage 
Firm 
 A broker, wrote Ms. Crandall, should be held liable for the 

damages sustained from his conduct unless he can establish an 
affirmative defense of waiver, estoppel, ratification, statute of 
limitation, laches or the customer’s failure to mitigate damages 
(where that defense is recognized by the customer’s state laws).  

 “The most common factual basis for asserting these defenses is 
that the customer received confirmations and monthly statements 
and failed to object in a timely manner to the improper 
transactions. Although this defense could be successful on claims 
of unauthorized transactions, it will likely be unsuccessful where  
 
 
 
 

 
11. Joel Leib, Trustee for the Benefit of Sheldon Leib, and Sheldon Leib v. Merrill 
Lynch, Pierce, Fenner, Inc. and John Kulhavi, 461 F. Supp. 951; 1978 U.S. Dist. 
LEXIS 14660 (E.D. MI, 1978). aff’d, 647 F. 2d 165; 1981 U.S. App. LEXIS 19965 
(6th Cir., Feb. 23, 1981). 

12. Davis v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 906 F.2d 1206, 1216–17 
(8th Cir. 1990); Newitt v. First Union Nat’l Bank, 607 S.E.2d 188, 196 (Ga. App. 
2004); Wallace v. Hinkle Northwest, Inc., 79 Ore. App. 177; 717 P.2d 1280; 1986 
Ore. App. LEXIS 2706 (Or. Ct. App., July 3, 1985). See also, Quincy Co-operative 
Bank v. AG Edwards & Sons, Inc., 685 F. Supp. 78 (D. Mass, 1986) (“However, the 
broker's obligation to his customer to investigate and disclose all material facts 
increases in direct proportion to the degree of his participation in the sale.”). 
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the customer had no reason to know of the fraudulent conduct 
underlying the transaction or his ability to rescind the transaction 
upon receipt of the confirmation.”13    

 
 

NASD/FINRA Investor Alerts 
 

Following the market crash of 2000, the NASD began to make available 
on its Web site Investor Alerts and other educational tools for investors. An 
ever-growing list of Alerts issued by FINRA can be found on a dedicated 
website.14  

These tools for investors can provide ammunition for defense attorneys 
seeking to articulate customer-claimant’s responsibilities in response to the 
customer’s allegations of broker wrongdoing and blind trust. For example: 

1. “10 Tips to Keep Track of Your Investments” [Sept. 23, 2002] 
 “Whether you work with a broker or advisor or trade on your own, 

you should always monitor your investments. By keeping an eye 
on your investments, you can prevent minor mistakes from turning 
into big problems.” 

 “Read and keep all documents that you receive from your broker, 
mutual fund or investment adviser. Check to make sure your 
confirmations and account statements are accurate.” 

2.  “Bearing Up in a Bear Market: You Still Need to Open Your Account 
Statements” [Nov. 5, 2002] 
 “Ignoring your [monthly account] statements can blind you to 

problems in your accounts other than their performance. No one 
can protect your accounts like you can, and so you need to open 
your statements and see what is going on in your account.” 

 “Immediately question any transaction or entry that you do not 
understand or did not authorize. Don’t be timid or ashamed to 
complain.” 

 
13. Fey v. Walston & Co., 493 F.2d 1036, 1050 (7th Cir. 1974) (“Mere failure to read 
statements and confirmations, or to object to actions revealed therein, could not be 
deemed sufficient as a matter of law to establish waiver or to raise an estoppel in 
view of plaintiff's theory of fiduciary relationship and related impositions by 
defendants.  Express consent to churning transactions would not necessarily raise 
these defenses if such consent were induced by the undue influence of a fiduciary.”) 

14. FINRA, INVESTOR ALERTS, https://www.finra.org/investors/alerts (last visited 
Mar. 4, 2020). 
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 “Always check to see if there are problems in your statement that 
you need to correct. While it may feel better to avoid seeing the 
losses in your portfolio from the bear market, you can be opening 
yourself to problems if you don’t open your statements.” 

3. “It Pays to Pay Attention to Your Brokerage Account Statements” 
[Dec. 18, 2019]15 
 “You should make it a habit to review online or paper account 

statements and trade confirmations on a regular basis. You should 
review your statement as soon as you receive it to confirm it 
correctly reflects your investment decisions and any actions you 
made or authorized during the time the statement covers. Also, 
review your complete account statement; don't just look at the 
summary page.” 

 “If you receive an account statement or trade confirmation and say 
nothing, there may be a presumption by the brokerage firm, a 
regulator or organization such as SIPC that you authorized the 
trading or other activity in the account. If you did not authorize 
the trading or other activity, you should contact your broker 
immediately to question the inaccuracy or discrepancy. Keep 
written notes of your conversations, including names of people 
you spoke to, and matters discussed, as well as the time and date 
of the conversation.” 

4. High-Yield CD Offers Can Be Bait for High-Commission Investments 
[Feb. 21, 2019]16 
 “We are reissuing this alert because, as interest rates have 

increased in recent months, so have calls to FINRA from investors 
concerned that promotions for higher-than-average CD rates are 
in fact pitches for high-commission investment products.” 

 
 
 
 
 

 
15. FINRA,  It Pays to Pay Attention to Your Brokerage Account Statements,  
https://www.finra.org/investors/alerts/pay-attention-brokerage-account-statements 
(last visited Mar. 4, 2020). 

16. FINRA, High-Yield CD Offers Can Be Bait for High-Commission Investments, 
https://www.finra.org/investors/alerts/high-yield-cd-offers (last visited Mar. 4, 
2020).  
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Conclusion 
 

It was Ronald Reagan who made popular the Russian proverb “trust but 
verify”17 in the context of nuclear disarmament discussions with the Soviet 
Union.  As Malcolm Gladwell writes, our natural default is to trust what others 
tell us, until the evidence mounts to contradict the representations.   

When investors have good reason to trust their financial advisors and the 
results of the broker’s recommendations “turn South,” there may be a case of 
merit that the investor should discuss with an experienced securities arbitration 
attorney.  That discussion will probably find that, as with life, the matter is not 
black-and-white but has shades of gray, with shared responsibility for the 
outcome. 
 

 
17. Wikipedia, Trust, but verify, https://en.wikipedia.org/wiki/Trust,_but_verify; 
https://www.businessinsider.com/trust-but-verify-has-never-been-more-important-
for-investors-2017-9 (last visited Mar. 20, 2020).  
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UNAUTHORIZED DISCRETIONARY TRADING 2020 
 

Douglas J. Schulz1 
 
 
Introduction  
 

In 1994, I wrote a comprehensive article on the securities law violation of 
unauthorized trading or improper discretionary trading.2  In 2001, I wrote a 
second article on this subject, also covering the mismarking of order tickets.3  
Quite a lot has happened on these subjects since that second article, prompting 
me to examine developments.  

Let’s start with a summary of the prior articles.  In the early years of my 
securities expert work, I found that a decent percentage of cases involved 
unauthorized trading, though the regulations at that time were a bit ambiguous. 
Extensive research confirmed my opinion that there were some problems and 
loopholes in the regulations. The regulation loopholes allowed many brokers 
to continue to get away with unauthorized trading. The primary purpose of my 
second article was to address regulatory inconsistencies and encourage 
regulators to fix these problems.  

 
1. Mr. Schulz has traded securities for over 50 years and has been in the securities 
business professionally for 40 years. He has held numerous securities licenses and 
positions as both a stockbroker and Registered Investment Advisor (RIA) and is a 
FINRA arbitrator. He has been hired over 1,148 times as a securities expert and has 
given sworn testimony almost 650 times. He is a Certified Regulatory Compliance 
Professional (CRCP), a title bestowed on him by FINRA and The Wharton School of 
Business. He co-authored with attorney Tracy Pride Stoneman a popular book: 
BROKERAGE FRAUD – WHAT WALL STREET DOESN’T WANT YOU TO KNOW (2002) 
and has been quoted in most top financial publications.  

2. Douglas J. Schulz, When Is an Order an Order? Unauthorized Trading by 
Securities Brokers, PRACTICING LAW INSTITUTE (PLI) SECURITIES ARBITRATION, 
July 1994.  The article covers the discussions that must take place between a broker 
and the client, the order process, discretionary trading, and the arbitration of 
unauthorized trading claims. 

3. Douglas J. Schulz, Unauthorized Trading, Time and Price Discretion & the 
Mismarking of Order Tickets, PRACTICING LAW INSTITUTE (PLI) SECURITIES 

ARBITRATION, August 2001. The article addresses the regulations governing these 
three areas and how regulators, compliance individuals, lawyers, and arbitration 
panels can determine if violations have taken place. The article also suggests changes 
which are needed in the regulation of these infractions. 
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It happened.  FINRA took action to fix the loopholes.  I was told that it 
was my articles that precipitated those changes.  Nonetheless, a significant 
percentage of my securities cases involve the issues of unauthorized trading 
and the mismarking of order tickets. This article focuses on the more current 
issues in these two areas.  

 
 

FINRA Fixes the Loopholes  
 

In the original 1994 article, I was highly critical of the regulations as they 
related to an exception in the discretionary trading rules referred to as “time 
and price discretion.”4 “Time and price discretion” means that the customer 
has granted the stockbroker discretion to determine when to buy or sell a 
certain amount of a particular security.  The problem was that firms were using 
the “time and price discretion” exception to defend unauthorized trading 
claims.  

For example, when claimants showed that there was no conversation 
between the customer and the broker just prior to a trade, the broker’s attorney 
would claim that the conversation took place the day before or even days or 
weeks before the trade and that the broker was exercising “time and price 
discretion,” so there was authority to engage in the trade. It was the broker’s 
word against the claimant’s because there was no documentation required for 
use of this exception. Nor were there any time parameters on how long “time 
and price discretion” could be used.  The 2001 article was even more critical 
of this problem/loophole because for seven years, NASD/FINRA still had not 
taken any steps to rectify the problem. 

Finally, in 2004, NASD/FINRA changed the regulations to solve two of 
the biggest problems: 1) that time and price discretion had no time limitations 
and 2) the lack of required documentation. FINRA Notice to Members (NTM) 
04-71, released in October 2004, announced that one of the SEC’s changes to 
FINRA Rule 2510 was the following amendment:5 

 
4. In 1994, the rules on discretionary trading consisted of NASD article III, section 
15 and NYSE Rule 408. These rules were merged into FINRA Rule 2510, and the 
current rule on discretionary trading is FINRA Rule 3260 Discretionary Accounts 
(see Appendix A). 

5. On June 17, 2004, the Securities and Exchange Commission (SEC) approved rule 
changes (Supervisory Control Amendments) by NASD that both create and amend 
certain rules and interpretive materials to address a member's supervisory and 
supervisory control procedures. See Self-Regulatory Organizations; Order Approving 
Rule Change and Amendments No. 1 and 2 by National Association of Securities 
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Rule 2510 – Discretionary Accounts 
One-Day Limit on Time/Price Discretionary Authority 

Rule 2510(d)(1) allows members to exercise time and price discretion 
on orders for the purchase or sale of a definite amount of a specified 
security without prior written authorization from the customer or prior 
written approval by the member. However, the duration of this 
discretionary authority is limited to the day it is granted, absent written 
authorization to the contrary. In addition, any exercise of time and 
price discretion must be reflected on the customer order ticket.  
NASD believes that investors will receive greater protection by 
clarifying the time such an order remains pending. Customers who 
wish to grant more extensive discretionary authority to their registered 
representatives may do so pursuant to a fully executed trading 
authorization.  

(emphasis added). 
FINRA gave additional clarification on the issue of “time and price 

discretion” in a May 2008 Release entitled “Improving Examination Results.”   
FINRA wrote: “FINRA issues this publication to assist member firms in their 
compliance efforts. As in past years, this edition highlights examination 
priorities and frequently found deficiencies relating to FINRA's examination 
program.” In a subsequent paragraph it stated the following: 

Time and Price Discretion (Rule 2510(d)(1))3 
Deficiency: NASD Rule 2510 prohibits the exercise of any 
discretionary power in a customer's account unless such 
customer has given prior written authorization (a Power of 
Attorney/Trading Authorization) to a stated individual or 
individuals and the account has been accepted by the member 
firm, as evidenced in writing by the firm or the partner, officer 

 
Dealers, Inc. Relating to Internal Controls and Supervisory Control Amendments and 
Notice of Filing and Order Granting Accelerated Approval of Amendment No. 3, 
Exchange Act Release No. 34, 49883; File No. SR-NASD-2002-162 (June 17, 
2004), 69 F.R. 35092 (June 23, 2004). On September 30, 2004, the SEC granted 
accelerated approval to proposed rule changes to the Supervisory Control 
Amendments to conform certain parts of the new rule requirements to the New York 
Stock Exchange’s (NYSE’s) recently approved internal control amendments. See 
Self-Regulatory Organizations; Notice of Filing and Order Granting Accelerated 
Approval to Proposed Rule Change and Amendment No. 1 by National Association 
of Securities Dealers. Inc. Relating to Supervisory Control and Inspection 
Procedures, Exchange Act Release No. 34, 50477; File No. SR-NASD-2004-116 
(September 30, 2004), 69 F.R. 35092/35108 (October 6, 2004). The rule changes 
became effective January 31, 2005. 
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or manager, duly designated by the firm, in accordance with 
NASD Rule 3010. 
Exception: There is an exception to this requirement, under 
subsection (d)(1), that applies to the exercise of time and price 
discretion- which is discretion orally granted by the customer 
to purchase a specific amount of a particular security (e.g., 
“Buy 100 shares of ABCD and get the best price you can”). 
Temporary: A verbal grant of time and price discretion is 
limited to the end of the business day on which the customer 
grants it. An extension of such time and price discretion 
requires explicit signed and dated customer instructions. Any 
exercise of time and price discretion must be reflected on the 
order ticket (as is the case with “regular” discretion). 
Beyond the Day: FINRA examiners have found instances 
where the extension of time and price discretion beyond the 
business day on which the customer grants it is not being 
authorized by signed and dated customer instructions. 
Why This is Important? The concept of time and price 
discretion has been subject to abuse and/or misunderstanding. 
At one time, there was no time limit placed on a grant of 
verbal time and price discretion by a customer. This became 
problematic in instances where a registered representative was 
granted such discretion but did not exercise it for an extended 
period of time, sometimes several weeks. This led to claims 
of unauthorized trading by customers who may have forgotten 
that they granted the discretion, or who assumed it was not 
valid for such an extended period of time. The “written 
extension” requirement under current Rule 2510(d)(1) is 
intended to prevent such misunderstandings. Accordingly, 
firms should educate their registered representatives to be 
cognizant of this requirement so as to avoid situations that 
could result in otherwise avoidable customer complaints. 
The Solution: Ensure that registered representatives are made 
aware, via written firm policy and training, of Rule 2510(d)(1) 
regulatory requirements pertaining to time and price 
discretion. 

The next significant Release on the issue of discretionary accounts 
occurred in June 2015 when FINRA issued Regulatory Notice 15-22 - 
Discretionary Accounts and Transactions. This lengthy Release finalized and 
consolidated the discretionary rules into FINRA Rule 3260 and asked for 
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member comments. Because of the lengthy discussion, it is an important 
Release as it relates to discretionary accounts. It states: 

The Initial Proposal - transferred the existing exceptions in NASD 
Rule 2510(d)(1) into proposed FINRA Rule 3260(c)(1)(A). 
Specifically, the initial proposal provided an exception to the 
requirements of proposed FINRA Rule 3260(a) for a customer's 
limited authorization for time or price discretion for the purchase or 
sale of a definite dollar amount or quantity of a specified security. In 
response to inquiries from firms regarding the duration and scope of 
such authorization, the initial proposal clarified that a firm may 
exercise:  

(1) time or price discretion given by a customer during a 
normal trading session, provided that such discretion is only 
valid during that session; or  
(2) time or price discretion given by a customer after the close 
of a normal trading session, provided that such discretion is 
only valid during the next normal trading session. 

Item (2) is helpful because there was a slight impracticality when trying to 
apply the rule to the real trading world. It is very common for brokers to 
discuss trading ideas and make recommendations to their clients after the 
markets have closed for the day. Those discussions could result in orders for 
the next day. Ignoring the rare trading in “after-hour markets” by retail clients, 
it is only natural that those orders would be placed and executed when the 
markets open the following day. And, if one of these “after-hour” orders is one 
where the client gave the broker “time and price discretion,” if properly 
documented, it would be appropriate that the duration under the rules would 
consist of the entire next trading day. Unfortunately, this clarification did not 
end up in the rule itself but is only discussed in the regulatory notice. 

 
 

Discretionary Accounts 
 

Today, the abuses the securities industry experienced with true 
discretionary accounts are limited. The regulations and firms have long 
required that these legal, discretionary accounts be documented. Because the 
industry knows that it is easier for a broker to abuse an account where he has 
discretion, the rules require brokerage firms to give documented discretionary 
accounts additional, special supervision.  What has really restrained the abuse 
is the fact that since everything now is totally electronic - and most brokerage 
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firms have sophisticated screening systems - compliance and supervisory staff 
often quickly catch excessive and questionable trades.6 

The dishonest broker who is planning to abuse a customer’s account, now 
being aware of this extra level of supervision, does not open the account as a 
discretionary account.  Instead, he or she opens a regular nondiscretionary 
account designed to receive standard supervision and then trades on a 
discretionary basis. These problems continue to this day, primarily because a 
large percentage of investors in this country are unaware that their broker is 
required to speak to them just prior to each trade.   
 
 
Unauthorized Trading is Fraud 
 
Unauthorized trading and improper discretionary trading is a fraudulent act.  
SEC Rule 10b-5, codified at 17 C.F.R. § 240.10b-5 states as follows: 

§ 240.10b-5 Employment of manipulative and deceptive devices. 
It shall be unlawful for any person, directly or indirectly, by 
the use of any means or instrumentality of interstate 
commerce, or of the mails or of any facility of any national 
securities exchange, 

(a) To employ any device, scheme, or artifice to defraud, 
(b) To make any untrue statement of a material fact or to 
omit to state a material fact necessary in order to make the 
statements made, in the light of the circumstances under 
which they were made, not misleading, or 
 
 

 
6. FINRA’s 2018 Report on FINRA Examination Findings December 7, 2018, under 
the “Abuse of Authority” section states, “Registered representatives may engage in 
discretionary trading when they execute a securities transaction in a customer’s 
account after receiving prior written authorization from the customer. NASD Rule 
2510 (Discretionary Accounts) also establishes other obligations that reduce the risks 
associated with discretionary trading by requiring firms to accept discretionary 
accounts only in writing, prohibiting firms from effecting transactions that are 
excessive in size or frequency relative to the financial resources and character of the 
account, and requiring firms to approve discretionary orders in writing and review 
discretionary accounts at frequent intervals.” FINRA, Report on FINRA 
Examination Findings, December 2018 available at 
https://www.finra.org/sites/default/files /2018_exam_findings.pdf (emphasis added) 
(hereinafter referred to as FINRA’s 2018 Report on FINRA Examinations Findings). 
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(c) To engage in any act, practice, or course of business 
which operates or would operate as a fraud or deceit upon 
any person, in connection with the purchase or sale of any 
security. 

Although a violation of this securities law is satisfied by either a), b) or c), 
unauthorized trading arguably violates each of these subsections: The “scheme 
to defraud”, the “practice” or “course of business” are often shown by the 
recurrent nature of the wrongdoing if, as is often the case, there are multiple 
unauthorized trades over a significant period of time.  When this is coupled 
with the broker’s reluctant admission on cross-examination that he or she 
understands the unauthorized trading rules, the logical inference is that the 
broker’s actions were purposeful, intentional or (FINRA’s favorite word) 
willful.  

Unauthorized trading necessarily involves an omission—the omission of 
advising the customer of the trade.  As one court stated, “A broker’s failure to 
inform an investor of transactions made on his or her account is itself a material 
omission, and, in fact, no omission could be more material than that.”7 The 
SEC’s definition of fraud found in its own rules further supports a finding that 
the failure of a stockbroker to discuss with a customer an impending trade is a 
material omission.8 Finally, the “in connection with the purchase or sale of a 
security” is easily satisfied because trades were necessarily made in an 
unauthorized trading case. 

The SEC has long determined that unauthorized trading is a fraudulent act.   
See, for example: 

1. In the Matter of Donald A. Roche, Exchange Act Release No. 34-
38742 (June 17, 1997) (Roche violated the antifraud provisions by 
making unauthorized trades. “In general, unauthorized trading violates 
the antifraud provisions when accompanied by deceptive conduct. 
This requirement is satisfied by the respondent's omission to inform 
the customer of the materially significant fact of the trade before it is 
made. We therefore affirm the law judge's findings that Roche violated 

 
7. Rivera v. Clark Melvin Securities Corp., 59 F. Supp. 2d 280, 293 (D.P.R. 1999). 
See also William C. Piontek, 57 S.E.C. 79 (2003) (“A broker who trades in a 
customer’s account without authorization commits fraud if there is accompanying 
deceptive conduct. The deceptive element is established when the broker omits ‘to 
inform the customer of the materially significant fact of the trade before it is 
made.’”). 

8. 17 C.F.R. § 230.405 (2020) (whether there “is a substantial likelihood that a 
reasonable investor would attach importance in determining whether to purchase the 
security . . .”). 
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the antifraud provisions by making unauthorized trades in these two 
accounts.”); 

2. In the Matter of Martin Herer Engelman, Peter Paul Kim, and 
Lawrence David Isen, SEC Initial Decision, Administrative 
Proceeding File No. 3-7719, 1993 (“the sending of confirmations of 
trades to customers who had not agreed to those trades is violative of 
the antifraud provisions of the securities acts.” And broker “willfully 
violated Section l0(b) of the Exchange Act and Rule l0b-5 thereunder 
by…effecting unauthorized trades in the accounts of customers.”);  

3. Edgar B. Alacan, 57 S.E.C. 715, 729 (2004) (“Unauthorized trading 
violates the antifraud provisions when it is accompanied by deceptive 
conduct. The deceptive conduct element is met when the broker omits 
to inform the customer of the materially significant fact of the trade 
before it is made.”);  

4. In re J. Stephen Stout, Exchange Act Release No. 34-43410 (Oct. 4, 
2000) (“Purchasing securities on margin in customer accounts without 
customer approval violates the anti-fraud provisions of the securities 
laws.”);  

5. In re Joseph J. Barbato, Exchange Act Release No. 34-41034, p.11 
(February 10, 1999) (“Where a registered representative omits to 
disclose material information necessary to make his statements not 
misleading to customers about an investment he is recommending, 
including known risk factors and negative information about the stock, 
the representative violates the antifraud provisions”);  

6. In re Pryor, McClendon, Counts & Co., Inc., Exchange Act Release 
No. 34-45402, p.7 (February 6, 2002) (“The Commission has held that 
a broker-dealer has a duty to disclose to its customer information 
indicating that the customer’s agent is engaged in fraud with respect 
to the customer’s investments.  In failing to make that disclosure, the 
broker-dealer shares in the agent’s liability to the customer with 
respect to any transactions involving the broker-dealer”); and,  

7. In re Leslie E. Rossello, Exchange Act Release No. 33-7922, pp. 4,5 
(Dec. 1, 2000) (“Reasonable investors consider the cost of the 
transactions an important fact in their deliberations…To the extent 
there are sales charges associated with such a purchase or sale of 
mutual funds, such as contingent deferred sales charges on either the 
fund to be liquidated or the fund to be purchased, members should 
discuss with the customer the effect of those charges on the anticipated 
return on investment,” quoting NASD Notice To Members 94-16 
(March 1994), broker “had an affirmative duty to disclose the 
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unsuitable nature of the frequency of these particular mutual fund 
switches to her customers”).   

Many courts also have held that unauthorized trading is a violation of l0b-
5 of the 1934 Act.9   

When defense firms argue—and support their arguments with  case law 
showing - that the customer failed to prove his or her reliance on the broker’s 
representations, the strongest rebuttal for customer attorneys can be found in  
the  Affiliated Ute Citizens of Utah v. United States,10 where the United States 
Supreme Court held that when a fraud consists of omissions rather than 
misstatements, reliance may be presumed.   

The very nature of unauthorized trading involves only omissions and not 
misstatements. The Supreme Court’s ruling makes sense, because how does 
one prove reliance on something that was not said?   

In addition, unauthorized trading almost always violates specific state 
securities statutes relating to fraud.  Most states have adopted the Uniform 
Securities Act or have enacted their own provisions similar to the Uniform 
Act, which provides: 

Part I Fraudulent and Other Prohibited Practices 
Sec. 101. [SALES AND PURCHASES.] It is unlawful for any 
person, in connection with the offer, sale or purchase of any 
security, directly or indirectly 

(1) to employ any device, scheme, or artifice to defraud, 
(2) to make any untrue statement of a material fact or to omit 
to state a material fact necessary in order to make the 
statements made, in the light of the circumstances under 
which they are made, not misleading, or 
(3) to engage in any act, practice, or course of business which 
operates or would operate as a fraud or deceit upon any 
person. 

State securities laws mirror the federal securities law regarding fraud. 
Showing the arbitration panel that unauthorized trading violates not only a host 
of FINRA rules (2010, 2020, 3110, 3260, 4510, 4512, and 7440), Federal SEC 
regulations 10b-5 and Exchange Act Rule 17a-3(a) and state laws, can be quite 
compelling. Establishing for the arbitration panel that unauthorized trading is 

 
9.  Corbey v. Grace, 605 F. Supp. 247, 252 (D. Minn. 1985); U.S. v. Pray, 452 F. 
Supp. 788 (M.D. Pa. 1978); Nye v. Blyth Eastman Dillon, 588 F.2d 1189 (8th Cir. 
1978); Mansbach v. Prescott, Ball & Turben, 598 F.2d 1017 (6th Cir. 1979); Cruse v. 
Equitable Securities of N.Y., 678 F. Supp. 1023 (S.D.N.Y. 1987). 

10. 406 U.S. 128 (1972). 
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an illegal, fraudulent act under the federal securities laws, state law, and the 
securities regulations reinforce the seriousness of the wrongdoing. 
 
 
Unauthorized Trading is Serious and Egregious  

 
FINRA has proclaimed, “There is no dispute that, generally, executing 

trades for a customer without authorization constitutes ‘a serious breach of the 
duty to observe high standards of commercial honor and just and equitable 
principles of trade,’ going to ‘the heart of the trustworthiness of a securities 
professional.’”11 In some states, an unauthorized trade is an automatically 
rescindable trade.  

In the suitability section of FINRA Regulatory Notice 11-02 SEC 
Approves Consolidated FINRA Rules Governing Know-Your-Customer and 
Suitability Obligations - Effective Date July 9, 2012, footnote #8 states: 

#8 FINRA Rule 2111(a). Former NASD Rule 2310 contained 
interpretative material (IMs) discussing a variety of types of 
misconduct. Although FINRA eliminated those IMs, most of the types 
of misconduct that the IMs discussed were either explicitly covered 
by other rules or incorporated in some form into the new suitability 
rule. The exception was unauthorized trading, which had been 
discussed in IM-2310-2. However, it is well-settled that unauthorized 
trading violates just and equitable principles of trade under FINRA 
Rule 2010 (previously NASD Rule 2110)12. Unauthorized trading 
continues to be serious misconduct that violates FINRA Rule 2010. 
(emphasis added). 
FINRA’s Interpretive Memo (IM) “discussing a variety of types of 
misconduct” cites the following: 
IM-2310-2. Fair Dealing with Customers NASD 
(4) Fraudulent Activity  

 
11. Dep’t of Enforcement v. Audra Lynn Lalley, FINRA Hearing Panel Decision No. 
2011030072301 (OHO 2015) (hereinafter referred to as Lalley). 

12. See, e.g., Robert L. Gardner, 52 S.E.C. 343, 344 n.1 (1995), aff’d, 89 F.3d 845 
(9th Cir. 1996); Keith L. DeSanto, 52 S.E.C. 316, 317 n.1 (1995), aff’d, 101 F.3d 
108 (2d Cir. 1996); Jonathan G. Ornstein, 51 S.E.C. 135, 137 (1992); Dep’t of 
Enforcement v. Griffith, No. C01040025, 2006 NASD Discip. LEXIS 30, at *11–12 
(NAC Dec. 29, 2006); Dep’t of Enforcement v. Puma, No. C10000122, 2003 NASD 
Discip. LEXIS 22, at *12 n.6 (NAC Aug. 11, 2003). The new suitability rule does 
not alter that conclusion. 
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(A) Numerous instances of fraudulent conduct have been 
acted upon by the Association and have resulted in penalties 
against members. Among some of these activities are: 

(ii) Discretionary Accounts  
Transactions in discretionary accounts in excess of or 
without actual authority from customers.  
(iii) Unauthorized Transactions  

Causing the execution of transactions which are unauthorized by 
customers or the sending of confirmations in order to cause 
customers to accept transactions not actually agreed upon. 
FINRA and the SEC agree that unauthorized trading is a serious issue.  

One reason the vast majority of my unauthorized trading cases have settled is 
that not only do the regulators consider unauthorized trading serious, so do 
arbitration panels. But equally important is the fact that the regulators and the 
Enforcement Division of FINRA often find that unauthorized trading is 
egregious activity.  

Being a FINRA arbitrator myself, I am aware that when egregious activity 
is proven, it is more likely that the Award will be exponentially higher and 
may include punitive damages. One only needs to look as far as the FINRA 
Sanction Guidelines: 

FINRA SANCTION GUIDELINES  
X. Sales Practices [Version up to May. 1, 2018] 
Unauthorized Transactions and Failures to Execute Buy and/or 

Sell Orders 
Footnote #2 The NAC has identified in its decisions the 
following categories of egregious unauthorized trading: 1) 
quantitatively egregious unauthorized trading, i.e., 
unauthorized trading that is egregious because of the sheer 
number of unauthorized trades executed; 2) unauthorized 
trading accompanied by aggravating factors, such as, efforts 
to conceal the unauthorized trading, attempts to evade 
regulatory investigative efforts, customer loss, or a history of 
similar misconduct (this list is illustrative, not exhaustive); 
and 3) qualitatively egregious unauthorized trading… 

 
 
The Wrongdoing Continues 
 

FINRA’s website, under the section Arbitration and Mediation - Dispute 
Resolution Statistics, November 2019, has a subsection entitled “Top 15 
Controversy Types in Customer Arbitrations.” Unauthorized trading is #12. 
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But if you remove the “Types” that are either basically legal claims or 
omission claims (which are repetitive), unauthorized trading is # 6. Reviewing 
the last four years of statistics, the claims of unauthorized trading and 
mismarking order tickets have not lessened. The following are a few examples. 

 
 
1. Unauthorized Trading   

 
In October 2019, a FINRA arbitration panel issued a $3.15 million Award 

in an unauthorized trading case.13  The customer-claimants’ out-of-pocket 
damages were $1.5 million. As is common in unauthorized trading cases, the 
brokerage firm - Raymond James - argued a laundry list of unauthorized 
trading defenses that did not sway the Panel (see below).  

In July 2018, FINRA fined and suspended a broker for executing 10 
unauthorized trades totaling $40,004 in the accounts of two customers.14  

FINRA has concluded that there was evidence of unauthorized trading 
despite frequent communication between the broker and the customer. In In 
the Matter of Kim Dee Isaacson,15 FINRA found that the broker executed 360 
purchases and sales of various securities that were unauthorized, despite the 
fact that the broker and the customer spoke on a daily basis.  This broker also 
failed to follow the customer’s instructions. FINRA wrote: 

Shortly thereafter, HM told Isaacson that he did not want to be 
invested in Petrobras and directed Isaacson to sell the shares. Isaacson 
told HM that he executed the sales even though he did not. 
The broker then continued to purchase the stock the customer did not want. 

This, in my opinion, is perhaps the most egregious example of unauthorized 
trading - when a broker disregards a customer’s directive on trading.  It may 
explain why FINRA permanently barred the broker from associating with any 
FINRA registered firm in any and all capacities.16  

Similarly, FINRA has suspended and fined brokers who make trades in 
the accounts of deceased clients, which is a quintessential example of 
unauthorized trading:  

 
13. Cage, et al vs. Raymond James, FINRA Case No. 17-02973. 28 claimants and 40 
accounts. Panel also awarded $140,000 of my expert witness fees. Full disclosure—I 
was the customers’ expert witness. 

14. In the Matter of Eric Korhut, FINRA AWC No. 2016051348101 (July 30, 2018). 

15. In the Matter of Kim Dee Isaacson, FINRA Case No. 2014040199101 (July 25, 
2017). 

16. Id.  
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1. In the Matter of Michael David Garris, FINRA AWC No. 
2018059146801 (July 22, 2019) (customer died and broker failed to 
notify the firm, as required, and six months later broker executed over 
$300,000 of trades in the accounts; one-year suspension and $5,000 
fine).  

2. In the Matter of Steve Baptist, FINRA AWC No.  2018058666001 
(Aug. 8, 2019) (broker traded in deceased customer’s account. FINRA 
stated: “These trades were all unauthorized.” It suspended the broker 
for 30 days and fined him $5,000).  

Unauthorized trades in the accounts of elderly customers have likewise 
garnered harsh criticism from FINRA.  In a March 2017 News Release, Susan 
Schroeder, FINRA Acting Head of Enforcement, said, “There is no place in 
this industry for brokers who take advantage of elderly customers. Protecting 
senior investors from predatory behavior such as unsuitable and unauthorized 
trading is part of our core mission and will always be a priority for FINRA.”  

This statement was in relation to a case where the broker’s customer was 
a 72-year-old retired woman who had worked at Colgate and who specifically 
told her broker that she did not want to sell any of her Colgate stock, which 
she considered a valuable, long term investment and a reliable source of 
dividends.  Not only did the broker sell the Colgate stock on 41 occasions 
without his client’s consent or authority, but he told his client that the sales 
were a “computer glitch” at the clearing firm and were made without his 
knowledge.  FINRA ruled that the broker violated FINRA Rules 2010 and 
2020 by making unauthorized trades and then attempting to conceal them 
through misrepresentations and omissions.   FINRA barred the broker from the 
industry.17  
 
 

2. Mismarking Order Tickets  
 

In November 2018, FINRA fined and suspended a broker for mismarking 
six order tickets, reiterating that such conduct was violative of multiple rules. 
FINRA Rule 4511 provides that “Members shall make and preserve books and 
records as required under the FINRA rules, the Exchange Act and the 
applicable Exchange Act rules.” Further, Exchange Act Rule 17a-3(a) requires 
that firms make and keep current books and records relating to their business, 
including memoranda of each brokerage order.  

 
17. In the Matter of Craig David Dima, FINRA AWC No. 2015046440701 (Feb. 28, 
2017). 
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FINRA found the broker violated each of these rules, as well as the 
catchall FINRA Rule 2010, which requires that members and associated 
persons observe high standards of commercial honor and just and equitable 
principles of trade.18  

In March 2019, FINRA fined a brokerage firm for mismarking multiple 
order tickets, violating SEC Rule 17a-3(a)(6)(i) and FINRA Rules 4511 and 
2010: 

During the relevant period, Stonecrest also failed to accurately record 
the terms and conditions of customer orders on its books and records. 
Specifically, the firm failed to mark order tickets for 2,808 securities 
transactions as either “solicited” or “unsolicited.” Instead, the section 
of the order ticket where that information was supposed to be noted 
was marked “N/A.” The inaccurate order tickets represented 45% of 
Stonecrest's securities transactions during the relevant period.19 
The above finding highlights the importance of correctly marking the 

order ticket either unsolicited or solicited; any other marking is not compliant. 
In April 2019, FINRA fined and suspended for eight months a broker 

employed by LPL Financial.  The broker, among other things, mismarked 
customers’ order tickets to make it appear as though the customer solicited 
mutual fund transactions that the customer had not solicited.20  

FINRA considers the accurate marking of an order ticket solicited or 
unsolicited to be a critical component of the firm’s ability to supervise.21   

In December 2017, FINRA highlighted evidence of mismarking of order 
tickets that should be discernable to supervisors.  It stated: “… Johnson [the 
broker] told Wynne [the Branch Manager] that his customers' sales were 

 
18. In the Matter of Tony Tolene, FINRA AWC No. 2016051834101 (Nov.15, 
2018). See also Dep’t of Enforcement v. Newport Coast Securities, et. al, No. 
2012030564701 at p. 3 (NAC May 23, 2018) (“[The broker] mischaracterized as 
unsolicited 22 trades in the account of one customer and thereby caused Newport's 
books and records to be inaccurate, in violation of NASD Rules 3110 and 2110 and 
FINRA Rule 2010.”). 

19. In the Matter of Stonecrest Capital Markets, Inc., FINRA AWC No. 
2016048194301 (March 1, 2019). 

20. Dep’t of Enforcement v. Brian Lawrence Stephan, FINRA Disciplinary 
Proceeding No. 2014042022401 (Apr. 11, 2019). 

21. Dep’t of Enforcement v. David JC Bolton, FINRA Default Decision No. 
2016049775701 (Aug. 24, 2018) (“This designation is important to a firm’s 
supervision of an associated person to monitor whether he is exercising undue 
influence over customers.”). 
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unsolicited, when in fact, it is clear that Johnson actually solicited several 
customers to sell their IWEB shares at the same time Johnson was soliciting 
other customers to purchase IWEB.” FINRA sanctioned the branch manager 
for deficient supervision in that he “did not adequately review Johnson's 
trading in IWEB stock.”22  

As the above cases show, unauthorized trading and mismarking of order 
tickets are two distinct violations.  

 
 

What is Required on an Order Ticket? 
  

One can easily see the parallel between the content of discussion a broker 
must have with his client about an order23 and what the broker is required to 
record on the order ticket.  There is a wealth of information required to be 
recorded for every buy and sell transaction, as shown below.  Much of that 
information cannot be inputted without a detailed discussion beforehand with 
the client.   

Again, unless the broker has opened a documented, signed and 
preapproved discretionary trading account, this information not only must be 
discussed in detail, but, at the conclusion of the discussion, the client must give 
his or her approval for the trade.  

The following is the language from a broker-dealer’s Compliance Manual 
as to what the firm dictates the broker must record for each and every trade. 
An examination of order tickets produced by brokerage firms in securities 
arbitrations should reflect the same or similar information.  

1) Identification of the account   
2) Buy or sell 
3) If sell, long or short 
4) If a short sale, an indication the security can be borrowed 
5) If sell long, an indication that the seller can deliver the security on a 

timely basis 
6) If an option, put or call and open or close 
7) Solicited or Unsolicited 
8) Name of security 
9) Quantity 
10) Price (if a limit, stop or stop-limit order) 

 
22. Dep’t of Enforcement v. Meyers Associates, L.P., Complaint No. 
2013035533701 (NAC Dec. 22, 2017) (emphasis added). 

23. See Schulz, supra note 2.  
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11) Day or GTC (if not a market order) 
12) Other terms of the order (fill or kill, stop limit, etc.) 
13) Identity of Financial Advisor responsible for the account, if any 
14) Identity of any other people who entered or accepted the order 
15) Date and time order is received from the client 
16) Date and time order is entered 
17) Discretion, non-discretion, or “time and price discretion” 

Other information to be recorded for the order includes: 
18) If the client's order is granted a stop (i.e., price protection on order as 

negotiated by the firm and the client), the stop is to be noted on the 
order 

19) Any modification to/cancellation of order or instructions 
20) Execution price 
21) Date and time of execution or cancellation 
For the vast majority of orders, this list is sufficient. FINRA Rule 7440, 

entitled “Recording of Order Information,”24 sets forth circumstances which 
call for additional documentation of orders.  
 
 
When Is an Order an Order?  
 

Often at the heart of unauthorized trading is the issue of whether the 
discussion between the broker and the client met the requirements such that 
the order was proper?   

This section discusses the requirements of the conversation that the broker 
must have with the client prior to writing and entering an order. If phone 
records and other evidence show that the broker did not have a timely 
conversation with the client, the issue of how detailed the conversation was is 
moot.  

 
 

 
24. FINRA Rules 7420–7460 deal with orders. SEC regulations covering order 
tickets are contained in 17 C.F.R. § 240.17a-3 (6)(i) . . . An order entered pursuant to 
the exercise of discretionary authority by the member, broker or dealer, or associated 
person thereof, shall be so designated . . . .  (7) . . .  An order with a customer other 
than a member, broker or dealer entered pursuant to the exercise of discretionary 
authority by the member, broker or dealer, or associated person thereof, shall be so 
designated. (B)(3)(D)(ii) If an account is a discretionary account, a record containing 
the dated signature of each customer or owner granting the authority and the dated 
signature of each natural person to whom discretionary authority was granted. 
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Each of the following must be discussed prior to entering the trade: 
1. The Name of the Security. Many securities, such as Citigroup, KKR and 
Ford Motor have issued common stock and different preferreds. If the 
investment is a bond, particularly state or city municipal bonds, there can be a 
long list of different, separate debt issues. Because of this, the discussion must 
be very clear on exactly which security is being contemplated.25  
2. The Type of Order. Though the vast majority of orders are either market or 
limit orders, there are other types: fill or kill, immediate or cancel, all or 
nothing, stop limit, sell stop, buy stop, good till canceled (GTC), on the close. 
3. The Price. If it is a market order, the broker is required to discuss what the 
current or last price was and what the market order price is likely to be. If it is 
a limit order, the limit price must be discussed and specified. 
4. The Size of the Order. It is not uncommon, when brokers are making 
recommendations, to talk in terms of dollars to be invested, which is 
appropriate under the regulations as long as the broker clarifies with the client 
ultimately the number of securities that will equate to. 
5. Commissions. The regulations do not require that a broker disclose on each 
and every trade the commission that is going to be charged. But, under the 
regulations of proper communications and full disclosure, there are regulatory 
guidelines that the cost/commissions/fees must be disclosed.  Brokers can not 
imply that there is no commission, even if that commission or fee is a part of 
the overall share price such as initial public offerings (IPOs).26    
6.  Material Facts, Conflicts of Interest, Risk. Numerous securities regulations, 
notices, interpretations, rulings, policies and procedures make clear that a 
broker must give all material information and full disclosure as it relates to any 
particular trade when the broker is soliciting the trade. For a customer to be 
capable of accepting or rejecting an order recommendation, the broker must 
provide the client with all material information.  The broker should give the 
client enough detailed information and understanding to either accept or reject 
the recommendation/trade with full knowledge and understanding. 
 
 

 

 
25. Stock options and index options have an extensive list of different options and 
different types of options for each security, making the detailed conversation 
between the broker and the client an even higher requirement.  

26. There are securities regulations on commission fees and costs as it relates to 
annuities, front end loaded mutual funds and unit trusts. 
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Falsely Marking Tickets Unsolicited 
 

Remarkably, this illegal practice continues today. Worse yet is that I often 
find that brokers who make unauthorized trades compound their violation by 
falsely marking those trades as being unsolicited (i.e., that the trade was the 
client’s idea, not the broker’s).27 

It is one of the more serious securities violations for a broker to make 
unauthorized trades, but to exacerbate this wrongful act by attempting to hide 
the illegality by falsely marking the trade unsolicited is reprehensible.   

Compliance manuals and policies and procedures manuals at most of the 
major broker-dealers acknowledge that mismarking order tickets “unsolicited” 
is often an attempt by an unethical broker to hide questionable trades, 
unsuitable trades or problematic trading patterns such as excessive trading.  

Wells Fargo states in its compliance manuals that a pattern of trades 
marked unsolicited for a particular security for one client, or more importantly 
a group of clients of the same broker, is a “red flag” 28 and should be 
investigated.29  Numerous state securities regulations address the issue of 
mismarking order tickets, the following being two examples: 

 
27. A recent FINRA release concurs with my opinions and experience on this point. 
FINRA’s 2018 Report on FINRA Examination Findings December 7, 2018, Selected 
Examination Findings Mismarking Order Tickets states “[s]ome registered 
representatives mismarked order tickets to obscure unauthorized discretionary 
trading by indicating that trades were executed in an unsolicited capacity, when, in 
fact, customers did not initiate the transactions and were unaware of the trading 
occurring in their accounts. In other instances, registered representatives mismarked 
order tickets and placed trades in customer accounts that did not comply with the 
securities’ threshold limitations or trading restrictions.” See FINRA’s 2018 Report 
on FINRA Examinations Findings, supra note 6.  

28. The term “red flag” is a term of art in the securities industry. “Supervisors must 
also respond vigorously to indications of possible wrongdoing.  Supervisors must 
inquire into red flags and indications of irregularities and conduct adequate follow-
up and review to detect and prevent future violations of the federal securities laws.”  
In the Matter of Western Asset Management Co., and Legg Mason Fund Adviser, 
Inc., Exchange Act Release No. 1980, 2001 WL 1152569 (Sept. 28, 2001). 

29. Schulz, supra note 3. One major brokerage firm states in a compliance memo, “A 
series of orders marked unsolicited will be closely questioned on the theory that 
multiple unsolicited orders were, in fact, solicited.” Another major brokerage firm 
once put it this way in its Branch Manager’s Supervisory Manual: “When reviewing 
the order tickets, a Branch Manager must consider the following: . . . A series of 
orders marked “unsolicited” for the same stock from a client or clients of the same 
Financial Consultant. The marking of order tickets as “unsolicited” will not protect 
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1. Arizona Administrative Code Corporation Commission – 
Securities Authority: A.R.S. §§ 44-1821 and 44-1845 R14-4-130. 
Dishonest and Unethical Conduct 19. Engaging in a pattern of 
marking order tickets as unsolicited when the dealer or salesman 
directly or indirectly recommended the transaction or introduced 
the customer to the security. 

2. Nevada Administrative Code 90.237 identifies numerous actions 
as “unethical or dishonest practice” as defined by Nev. Rev. Stat. 
§ 90.420(1)(h). This specifically includes “[m]arking any order 
ticket or confirmation as unsolicited if the transaction is solicited.” 
Id. at NAC 90.327(1)(c). 

 
 
Definition of a Solicited Order  

 
Regulators, as well as brokerage firms, have addressed what constitutes a 

solicited order.30 
One firm’s brokerage compliance manual states: 

When a transaction is recommended to a client, or the 
Financial Advisor (FA) discusses the appropriateness of an 
investment, offers advice or provides a limited list of 
investments and the client enters an order as a result, the 
resulting transaction is considered to be solicited.  
Only those transactions in which the client has specifically 
requested that security by name or CUSIP (i.e. buy ABC 
Stock or sell XYZ Mutual Fund) should be indicated as 
“unsolicited.” 

Another firm’s compliance manual makes it clear that trades should still 
be marked solicited even if there has been a reasonable period of time between 

 
the Branch Manager if the circumstances are suspicious, in which case the Branch 
Manager must determine if the orders are, in fact, solicited. . . .” 

30. See also FINRA, NOTICE TO MEMBERS  96-60 (1996) discussing the definition of 
solicited: “However, a broad range of circumstances may cause a transaction to be 
considered recommended, and this determination does not depend on the 
classification of the transaction by a particular member as “solicited” or 
“unsolicited.”  In particular, a transaction will be considered to be recommended 
when the member or its associated person brings a specific security to the attention 
of the customer through any means, including, but not limited to, direct telephone 
communication, the delivery of promotional material through the mail, or the 
transmission of electronic messages.”   
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the client discussion and the trade actually being entered and executed. That 
manual also provides that if the broker’s discussion with the client positively 
influences the client to make the trade, even if the initial trade idea was that of 
the client, that trade should be marked solicited.  

Still another firm’s supervisory manual requires management to confirm 
the accuracy of a series of transactions with different clients all marked 
unsolicited, as this could raise questionable practices regarding authorization 
and suitability of the transaction. And, acknowledging federal law, that firm’s 
manual declares that it is a violation of Section 17 of the 1934 Act to mismark 
a trade unsolicited when it was solicited.  

Some of the better brokerage firms’ compliance manuals and supervisory 
manuals provide examples of what is and is not a solicited trade. One of my 
favorites is the manual that states that if a broker is in doubt as to how to mark 
the ticket, mark it solicited. 
 
 
Supervision and Detection of Unauthorized Trading  
 

In one arbitration hearing where I was the expert witness for the 
investor/claimant, the branch manager stated that it is the client/investor who 
is on the front line and on whom he relies to discover unauthorized trading. 
Really? 

It is no wonder that in this case the broker - who that branch manager was 
supervising- was found to have violated the unauthorized trading regulations 
in unparalleled amounts over numerous years. It would be a nice trick if Wall 
Street could shift the burden and responsibility for monitoring, detecting and 
supervising unauthorized trading to their clients. But it just so happens there is 
a list of securities regulations that require the opposite.31   

And lucky for investors, in addition to the regulations themselves, most 
Wall Street firms, have compliance and supervisory policies and procedures 
addressing not only unauthorized trading, but its proper supervision and 

 
31. When it comes to detecting and preventing unauthorized trading, this article like 
my previous articles is not only for Wall Street management and compliance, it is 
also to aid the securities regulators, as my January 2004 article did. At that time, I 
gave a lecture for the training department of NASD top investigators with a focus on 
unauthorized trading, “Auditing Brokerage Branch offices – Red Flags, Supervision 
and Securities Violations.” Douglas J. Schulz, Slide Show and Presentation to the 
NASD Enforcement Department–Investor Protection, Washington D.C., (January 
2004).   
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detection. It is not really luck; under the regulations, these BDs are required to 
have these policies. 32 

Firms such as Ameritrade, Edward Jones and Wells Fargo forbid their 
brokers to use time and price discretion at all. Some go so far as to forbid 
discretionary trading entirely, whether time and price discretion or full 
discretionary authority, such as Ameritrade and Edward Jones.33 

Edward Jones’s compliance manual advises the firm’s supervisory staff 
that they should look for trends and patterns when attempting to detect 
unauthorized trading and that client contact by supervisors is an additional 
important step in investigating possible unauthorized trading. The manual also 
stresses that trade blotters should be reviewed to see if multiple orders for a 
particular brokers’ accounts all were entered in a very short timeframe. This 
red flag is reiterated in several Wall Street compliance manuals.  

Wells Fargo advises its supervisors that potential red flags for 
unauthorized trading are a pattern of trades marked: a) canceled, b) “as of”, or 
c) problems relating to nonpayment of trades or extensions of credit.34 

Perhaps the most illustrative and persuasive case for a court or an 
arbitration panel is the 2013 SEC Murphy case quoted throughout this article. 
It is particularly applicable on the issue of supervision:   

Whether a supervisor’s actions constitute “reasonable” supervision” 
‘is determined based on the particular circumstances of each case. We 
have held that [t]he duty of supervision includes the responsibility to 
investigate “red flags” that suggest that misconduct may be occurring 
and to act upon the results of such investigation. Once indications of 
irregularity arise, supervisors must respond appropriately. [R]ed flags 
and suggestions of irregularities demand inquiry as well as adequate 

 
32. In a 2018 examination report encompassing a significant portion of Wall Street 
broker-dealers, FINRA addresses broker-dealer supervision. See FINRA’s 2018 
Report on FINRA Examinations Findings, supra note 6. (“FINRA has observed 
situations where some firms or registered representatives exposed investors to 
unnecessary risks and firms had not established controls—including those to comply 
with obligations under NASD Rule 2510 (Discretionary Accounts)—to mitigate 
those risks.). 

33. FINRA’s 2018 Report on FINRA Examinations Findings, supra note 6 at p. 8. 
FINRA has observed that some firms prohibit the use of all discretionary customer 
accounts.  

34. Another red flag for detecting unauthorized trading or the mismarking of order 
tickets is the purchase of Initial Public Offerings (IPOs). Under FINRA Rule 5121(c) 
Discretionary Accounts, brokers cannot buy IPOs even in discretionary accounts 
without a separate written signed agreement. 
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follow-up and review. When indications of impropriety reach the 
attention of those in authority, they must act decisively to detect and 
prevent violations of the securities laws.35 
Some firms will not allow any broker who is on “heightened supervision” 

to handle any accounts on discretion. And, if a broker is guilty of similar 
misconduct in the past that is happening again, that would be a red flag that’s 
on fire.36  

Brokerage firms today have a host of tools to detect unauthorized trading.  
Some, such as Morgan Stanley, record all phone calls incoming and outgoing 
between brokers and their clients, including local calls. In such cases, all the 
branch manager needs to do is examine the phone records to determine if 
unauthorized trading occurred.  The branch manager could approach the 
broker and confront her with the phone records.  If the broker responds that 
her cell phone was used or there were meetings with the client, then the 
manager should ask to see the broker’s cell phone records and records of the 
meetings.  The proof will be in those records.   

Phone records, if available, are the best evidence in an unauthorized 
trading case. And, of course, the evidence of what proactive measures the 
supervisor took to detect unauthorized trading is also important. 

The unethical or incompetent branch manager, who worries far too much 
about his branch’s bottom line, may end his inquiry with the broker and not 
look further.  This reaction eviscerates the point of the supervision rules. It is 
about as effective and productive as a police officer rushing over to a bank 
whose alarm has sounded and sees backing out of the door a man with a mask 
holding a gun and a bag of money. The police officer asks, “Is everything okay 
in the bank?” The robber says, “Yes”, and hightails it.  

Kudos to the numerous brokerage firms whose compliance manuals 
specifically recommend calling the individual clients directly to investigate 
unauthorized trading, with no warning or input from the broker in question.  
 
 

 
35. In the Matter of the Application of William J. Murphy, Exchange Act Release 
No. 69923, 2013 SEC LEXIS 1933, at *27-28 (July 2, 2013), aff’d sub nom. 
(hereinafter referred to as Murphy). 

36. See Murphy, at *30, 31(“Indeed, because [the broker] had been disciplined for 
conduct very similar to that at issue in this case, [the supervisor] should have been 
particularly vigilant to investigate the red flags suggesting unauthorized trading…the 
failure to heighten supervision in the face of a relevant disciplinary history is a 
supervisory violation”). 
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A Simple Phone Call is All it Takes 
 

Another reason the majority of the unauthorized trading cases that I’m 
involved in as an expert witness either settle or the claimant is awarded 
damages is that, from a supervisory standpoint, there is yet another easy way 
for the branch manager or the compliance officer to quickly determine if 
unauthorized trading took place.  

If alerted by a red flag to the potential of unauthorized trading – by prior 
discipline of the broker or unsolicited markings across multiple clients for the 
same investment - management/compliance should just pick up the phone and 
call the client.  

In Murphy, the SEC sanctioned the supervisor because, despite numerous 
“red flags” of unauthorized trading, the supervisor never called the client to 
determine if the trades were authorized.37   

As FINRA stated in a 2015 disciplinary order: “Proof of unauthorized 
trading often comes from the testimony of customers. As the National 
Adjudicatory Council has observed, ‘a customer’s testimony alone if credible, 
is sufficient to establish unauthorized trading.’” 38 

In arbitration on direct examination, this is a process that I often role-play 
for arbitration panels: 

“Hello, Mrs. Jones? This is Bob Smith, here at Merrill Lynch. Do you 
have a minute? First, I want you to know that Merrill Lynch, your 
broker Fred and I want to thank you for your years of being a loyal 
client of the firm. This is just a routine call to make sure we are doing 
everything that we can do in servicing your needs. Before I start, do 
you have any questions for me? I just have a few questions - how often 
do you talk with Fred?  When was the last time you spoke with Fred? 
So, you haven’t talked to Fred and neither has your husband for two 
weeks, is that correct? So, I noticed from your trading records that 
you made a few buys and sells in your account last week. I know you 
said you haven’t talked to Fred for two weeks, but is there any chance 
that you talked to him last week about these buys and sells? Thank 
you, Mrs. Jones, I appreciate you giving me your time. Unless you 
have some additional questions for me, I don’t have any other 
questions for you.” 

 
37. Murphy, at *28 (“But it would not have taken an extensive investigation for [the 
supervisor] to have a candid conversation with [the client] about whether she was 
giving approval to [the broker] prior to every trade.”). 

38. Lalley, at p. 15 (citations omitted). 
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Now the branch manager has proof positive that at least in this one 
account, the broker made unauthorized trades. This information would call for 
an expanded investigation into other of Fred’s clients, phone calls to many of 
Fred’s clients, a full examination of trading records, phone records, interview 
with Fred to see just how extensive Fred’s unauthorized trading has been.  
Depending on the results of such investigation and the seriousness of the 
violation, the firm should consider terminating Fred’s employment.   
 
 
Wall Street’s Boilerplate Defenses to Unauthorized Trading 
 

It is surprising for me to see broker-dealer respondents trotting out the 
same boilerplate defenses they have used for the last 30 years that I have been 
an expert:  

 Suitability – If the trade was unauthorized, there is no harm because 
the trade was suitable.  

 General approval – The client generally approved this 
investing/trading strategy. 

 Each Trade was Approved by Client - the classic he said/she said. 
 Phone Records  
 Lots of phone calls or short phone calls 
 Verbal discretionary approval – No such thing 
 After the fact approval – the broker discussed each trade after they 

were executed 
 Contributory negligence – the client should have caught us 

committing fraud 
 Ratification – the client did not complain after receiving confirms and 

statements 
 The broker was just trying to be accommodating 
 The broker is not a bad guy; he just didn’t understand the rules or made 

an honest mistake 
 Time and price discretion – this defense has been fixed  
 The unauthorized trading did not cause the losses – the market caused 

it. 
Let me go through these individually in more detail: 

1. Suitability – If the trade was unauthorized, there’s no harm because 
the trade was suitable 
 This might be the most ridiculous defense of all. You are driving 

on the Interstate and you are pulled over for speeding. Under this 
illogical defense, you could get out of the speeding ticket by 
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saying to the ticketing officer, “But I haven’t been drinking and 
my taillights are working.” If you don’t get a chuckle from the 
highway patrol officer, you might get arrested and dragged into 
the closest police station.  

 Since when in federal or state court, much less in arbitration, does 
the fact that you did not breach a different securities regulation 
give you a “free pass” to breach other securities violations?  
Unauthorized trading and suitability are separate violations. 
Though they can occur on the same trade, they may not, and one 
is not dependent on the other.  An unauthorized trade on its own 
is a serious breach of SEC, FINRA and state securities regulations, 
as shown above. 

 The brokerage defense lawyers know the panel is not going to buy 
the argument that if a trade is suitable, it does not matter if it was 
unauthorized. But they will argue suitability anyway to deflect the 
panel’s attention from unauthorized trading and to muddy the 
waters: did the client want growth or aggressive growth?  

 How much risk was the client willing to take? Defense counsel 
will attempt to gray things up in the panel’s mind. That is why in 
most of the unauthorized trading cases in which I have been 
retained, we spend the bulk of the claimant’s case proving illegal, 
discretionary trading while the defense goes on and on about 
suitability almost exclusively.  

2. General Approval – The client generally approved this 
investing/trading strategy 
 This is sort of a compound, catch-all broker-dealer defense. “Well, 

maybe we didn’t  have signed forms granting discretionary powers 
(Limited Power of Attorney) and maybe the broker didn’t have 
the required discussion just prior to the trade, but at the outset of 
the account, a month before the trading, the broker and the client 
agreed on an overall investment trading plan.”  

 There is no such exception to FINRA’s Discretionary Trading 
Rule 3260. There is not even a Notice to Members or Regulatory 
Notice from FINRA or the NASD that even hints that this 
undefined approval is acceptable under the securities 
regulations.39  

 
39. See In the Matter of the Application of Charles D. Tom for Review of 
Disciplinary Action Taken by the Nat’l Ass’n of Sec. Dealers, Inc., Release No. 
31081, 1992 WL 213845 (Aug. 24, 1992). The SEC sustained a ruling that the 
broker had violated the rules concerning unauthorized trading. The broker admitted 
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 This defense makes a mockery of the rules on its face, but 
brokerage firms continue to use it.  

3. Each Trade was Approved by Client – The classic he said/she said 
 If the broker did, in fact, have a sufficiently detailed conversation 

just prior to each buy and sell transaction and the client, during 
that specifically detailed conversation, gave his or her approval of 
said trade – that ends the inquiry. There is no unauthorized trade 
violation.40 

 The reality is, though, that this defense is easily belied by phone 
records. 

4. Phone Records 
 Phone records are the number one way to prove an unauthorized 

trading case. FINRA Discovery Rule 12506 has “Document 
Production Lists” that are required to be produced by the 
brokerage industry within 60 days from the answer. The following 
are those sections of the list that relate to telephone records and 
documents relating to discretionary authorization: 

LIST 1 Documents the Firm/Associated Persons Shall 
Produce in All Customer Cases 
1)(c) All agreements with the customer parties, including, 
but not limited to, account opening documents and/or 
forms; cash, margin, option, and discretionary 
authorization agreements; trading authorizations; and 
powers of attorney.   
4) For claims alleging unauthorized trading, all 
documents the firm/associated persons relied upon to 
establish that the customer parties authorized the 
transactions at issue, all documents relating to the 
customer parties’ authorization of the transactions at 
issue, and all order tickets for the customer parties’ 
transactions at issue. 
8) All recordings, telephone logs, and notes of telephone 
calls or conversations about the transactions at issue that 

 
that the details of each trade (mostly options) were not discussed with the client but 
that the client was aware of the “overall strategy.” This carried no weight with the 
SEC. 

40. See Schulz, supra note 3, at chapters 16–24 (discussing in detail how to prove an 
unauthorized trading claim). Both earlier unauthorized trading articles can be found 
at http://www.securitiesexpert.com/articles-by-douglas-schulz.html.  
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occurred between the associated persons and the customer 
parties (and any person purporting to act on behalf of the 
customer parties), and/or between the firm and the 
associated persons. 

 Defense lawyers, knowing how crucial phone records are, have 
developed questionably creative ways to fight them. Often broker-
dealers just fail to produce the required documentation, knowing 
that those attorneys who are not experienced in FINRA 
arbitrations may not follow up. And, the sad fact is that, from my 
observation, few arbitration panels these days apply sanctions for 
blatant discovery abuses.   

 Phone records exist!  I have yet to see a broker-dealer that does 
not keep detailed records of all incoming and outgoing phone 
calls. Of course they do; it is for their protection.  

 A common complaint by investors, especially those who trade 
extensively, is something referred to as “order failure.” Often the 
best defense of the brokerage industry, be it a brick and mortar 
firm such as Morgan Stanley or Wells Fargo or an internet/online 
firm such as Schwab and Fidelity are the phone records. The 
records show the originating phone number, the receiving phone 
number, date and exact time of call and the duration of the call.  

Match up all the phone records and all the trades in chronological order; 
in discovery in addition to the order tickets and confirmations, you should 
obtain the trade blotters, which will give the exact minute of entry of each and 
every order.  With these tools, the panel should easily see with undisputed 
documentary evidence that there was no conversation between the broker and 
the client and that, therefore, the broker (and firm) violated the discretionary 
trading rules. 

 
 
5. Lots of Phone Calls or Short Phone Calls  

 
Phone records reveal the duration of each phone call, which is often a key 

factor. I cannot tell you how many times I see this defense refrain in their 
Answer, brief and opening statement: “This claim of unauthorized trading is 
frivolous – there are hundreds of phone calls.”  

Yes, there were hundreds of phone calls over the multi-year life of the 
account, but what opposing counsel failed to mention to the panel is that most 
of those phone calls were not on trade dates.  And, on the trade dates, the phone 
calls were short – like less than one minute and many 2.5 minutes.  The call 
may be so short that you can safely state that the phone call was nothing more 
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than a recorded voice message. But even a 2.5 minute phone call may not be 
enough time to satisfy the long list of specific items the broker must discuss 
with the client when recommending a buy or sale transaction required by the 
rules, not to mention enough time to obtain the client’s approval after 
answering any questions. All of this is almost impossible to do under 2.5 
minutes.  

Additionally, be sure to compare the number of phone calls or personal 
meetings versus the total number of trades on different days.   220 
calls/meetings in an account that did 475 trades is, on its face, a meritless 
defense.  

 
 
6. Verbal Discretionary Approval – There is No Such thing 

 
This is such a worn-out, inappropriate defense, but defense lawyers still 

regularly use it. Let me be clear: THERE IS NO SUCH THING AS VERBAL 
DISCRETIONARY AUTHORITY – END OF STORY. Hopefully, my all-
caps convinces you. But, your expert should have an easy time convincing an 
arbitration panel, a judge or a jury that every regulation on discretionary 
trading makes it absolutely clear that all trading authority must be in writing, 
on the proper forms (limited power of attorney or discretionary trading 
authority), signed by the client and approved by a supervisor in advance of any 
trade.  

Long ago, the SEC stated, essentially, that there is no such thing as verbal 
trading authority.41 Broker Fabio had argued the defense that the client had 
given him verbal discretion to “go ahead” and “find appropriate investments.” 
The SEC disagreed, confirming the findings that the broker had no authority 
to make the trades despite being given verbal discretionary authority.42  

Such proclamations were reaffirmed in the 2013 Murphy case: “[O]ral 
permission is insufficient to exercise discretionary power in a customer’s 
account under Rule 2510.” Similarly, an “associated person is responsible for 

 
41. SEC Release 34, 39383, File No. 3-9269 (Dec. 2, 1997). 

42. See also Dep’t of Enforcement v. Jordan P. Zaro, Complaint No. 20070098511 
(May 12, 2010) (“broker exercised control over [client's] account, which he traded 
under oral discretionary authority”… broker “effected discretionary transactions in 
the account of [client] without having obtained prior written authorization from 
[client] and prior to written acceptance of the accounts as discretionary by the 
Member.”). 
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obtaining his [or her] customer’s consent prior to purchasing a security for the 
customer’s account.”43 

All of this, though, does not stop a crafty defense lawyer who gets an 
investor to admit on the stand that he did give the broker verbal authority to 
make trades without first speaking to him in the hope that a sympathetic 
arbitration panel will give this some credence. The fact that an uninformed 
layman innocently gives verbal discretionary authority should only serve to 
highlight the claimant’s naiveté, not help the brokerage firm defend the case.  
The arbitration panel should give it absolutely no weight whatsoever.  

 
 
7. After the Fact Approval – Broker discussed trades with the client after 

they were executed 
 

After the fact approval is another common defense designed to mislead the 
arbitration panel about the securities regulations and garner sympathy from the 
panel. “Well, the client did approve the trade at some point; it just happened 
to be after the trade was executed.” For example: “Hey Bob, just thought I 
would give you a jingle and tell you about the trades I made in your account 
yesterday.”  

There is no such thing as post-trade or after-the-fact discretionary 
approval, whether verbal or in writing.  Both legally and technically, this 
defense does not work and should fail. Some fabulous language is found in 
Murphy:  

Murphy further argues that, despite “frequent contact” with him, 
“Lowry never expressed a concern about the type of options 
transactions effected” in her account. But the fact that Lowry did not 
complain about the uncovered option positions in her account does not 
mean that Murphy’s trading was authorized. Lowry believed that 
Murphy was pursuing only a covered call strategy, and she lacked the 
sophistication to understand that Murphy was, in fact, significantly 
deviating from that strategy. Moreover, even if Lowry’s apparent 
acquiescence were viewed as ratification of Murphy’s uncovered 
options trades, “we have held repeatedly that after-the-fact 
‘acceptance’ of an unauthorized trade does not transform that 
transaction into an authorized trade. (citing to Sandra K. Simpson, 
Exchange Act Release No. 45923, 55 SEC 766, 2002 WL 987555, at 
*13 (May 14, 2002); see also Edgar B. Alacan, Exchange Act Release 

 
43. Murphy, at *11, 12. 
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No. 49970, 57 SEC 715, 2004 WL 1496843, at *6 n. 27 (July 6, 2004); 
Janet G. Katz, Exchange Act Release No. 61446, 2010 WL 358737, 
at *22 (“[R]atification of a transaction after the fact does not establish 
that trades were authorized before being executed.”). 
And, as FINRA recognized, given Lowry’s lack of investment 
experience and Murphy’s repeated false assurances that her account 
was profitable, any absence or delay in complaints from Lowry was 
most likely “a consequence of misplaced trust” in Murphy, “rather 
than approval of his actions.” (citations omitted)44 
 
 
8. Contributory Negligence – The clients/investors should have caught 

us committing fraud 
 

I’m not a lawyer, but I was a criminal justice major and a special 
investigator for the public defender’s office, so I learned early in my career 
that when it comes to fraud, there is no such thing as contributory negligence.  

Think about the defense: “You should have been smart enough to catch us 
defrauding you.” This absolutely does not work in the most highly regulated 
industry in the country - securities. And, besides, the brokerage industry cannot 
shift its duty and burden to the clients. Clients are not licensed and have not 
passed securities industry tests.  The conduct of brokers and managers, though, 
is dictated by numerous regulations and policies governing compliance and 
supervision.  The onus is on the licensed individuals at the broker-dealers, not 
the client/investors.  

But, as mentioned in my previous articles, there is a second fallacy with 
this concocted defense. Investors do not know the rules and regulations of the 
securities industry.45 Though I have maintained it would be a good idea, Wall 
Street does not hand out to each client a pamphlet that explains the rules and 
regulations of the securities industry. For example, investors do not know that 
there exist rules and regulations against unauthorized trading. Most investors 
do not even understand the difference between a Registered Investment 
Adviser (RIA), a Series 7 Registered Representative, a managed account, a 
wrap account and a discretionary account.  

 
44. Murphy, at *14. 

45. In 2002, I co-authored a book titled, BROKERAGE FRAUD – WHAT WALL STREET 

DOESN'T WANT YOU TO KNOW, Dearborn Publishing, which was an attempt to 
educate investors about the rules and regulations of the securities industry.  
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A very large percentage of investors think that all brokers—to a degree—
can act as money managers who can buy and sell without having to talk to the 
client.46 Therefore, they are not on notice of any wrongdoing or anything amiss 
when they see trade confirmations and statements showing trades in their 
accounts. This is as they expect it to be.  The defense refrain of “We expect 
our clients to notify us if there are any unauthorized trades” simply does not 
fly. 

In addition, many clients/investors are oblivious to wrongdoing in their 
accounts because they trust their brokers and rely on their services and advice.  
However, the mindset of the client is irrelevant to whether or not there has 
been a violation.  Clients are entitled to trust their brokers and assume they are 
honest and not be penalized if their trust is misplaced in a bad apple.  

 
 

9. Ratification – The client did not complain after receiving confirms and 
statements 

 
The ratification defense is found in every single case where an 

unauthorized trading claim is made. In both their Answer and their brief, 
brokerage firms will go on ad nauseum about how the claimant ratified the 
unauthorized trades.  Having been involved as an expert in many unauthorized 
trading cases, I have read a lot of defense firms’ prehearing briefs. As a non-
lawyer, it always seems a bit hypocritical to me that the defense goes to such 
great lengths to argue that one state’s laws should apply to the case and then 
in their brief quote case law from all over the country.  

However, there is some very good case law for investors to combat the 
ratification defense with: 

 “Ratification of unauthorized trading occurs only when it is clear 
from the circumstances that the customer intends to adopt the 
trade as his own.  Knowledge of the pertinent facts and the clear 
intent to approve the unauthorized action is a precondition to 
ratification.”47  

 
46. A 2011 SEC Study found that investors did not understand the difference 
between investment advisers and broker-dealers.  SEC, Study on Investment Advisers 
and Broker-Dealers, (January 2011), available at https://www.sec.gov/news/studies/ 
2011/913studyfinal.pdf. 

47. Syckle v. C.L. King & Assoc., Inc., Fed. Sec. L. Rep. (CCH) ¶ 97,701 at 97, 261 
(N.D.N.Y. May 23, 1993).  
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 Moreover, “the principle of ratification . . . does not apply to cases 
in which a customer's consent is obtained through 
misrepresentations.”48   

 In Merrill Lynch Pierce Fenner & Smith, Inc. v. Cheng, the court 
held that “[r]atification occurs only when the customer, with full 
knowledge of the facts, manifests his intention to adopt the 
unauthorized transaction.” 49And, because the investors in Merrill 
Lynch “were not advised of their right to reject the unauthorized 
trades,” the court concluded that “as a matter of law, there could 
not have been ratification.”50 

Standard brokerage Customer Account agreements do not contain 
language that clients have the right to rescind or disavow unauthorized claims.  
Without this, there can be no ratification, according to case law.   

But there is more good news for claimants in unauthorized trading cases, 
especially when it comes to some of the technical, legal defenses such as 
ratification: Case Law Does Not Trump Securities Rules and Regulations. 

The activities of Series 7 licensed registered representatives and the other 
licensed individuals at a broker-dealer are regulated and dictated by the rules 
of the SEC, FINRA and the individual state securities commissions in which 
those firms operate and in which the customers reside. The fact that some 
friendly Second Circuit Court of Appeals judge in Wall Street’s home court 
has made some favorable ruling to the brokerage industry has no bearing on 
the requirements and obligations of brokers. It is easy to put it to the test—just 
ask the broker when he is on the stand. 

Although ratification is a legal issue, when the regulators—such as the 
SEC and the NASD/FINRA—make proclamations about its applicability in 
the brokerage arena, such findings arguably supersede case law. This is a 
standard defense by brokerage firms in any unauthorized trading case and 
while the defense will argue case law until they are blue in the face, I am often 
called upon to educate the panel that the regulators have addressed the subject 
of ratification.   

The SEC sustained findings of unauthorized trading, despite the fact that 
the client never complained about or repudiated any of the trades.  The SEC 
stated that although the client never complained, that was no defense: “we have 

 
48. Eichler v. SEC, 757 F.2d 1066, 1070 (9th Cir. 1985). 

49.  901 F.2d 1124, 1129 (D.C. Cir. 1990). 

50. Id. at 1129. 
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repeatedly held that ratification of a transaction after the fact does not mean 
trades were properly authorized.”51 

FINRA’s disciplinary arm—the National Adjudicatory Council (NAC) —
has often faced the ratification defense made by brokers in disciplinary actions.  
Time and again, the NAC has rejected brokers’ defenses that their customers 
had ratified the wrongdoing—whether it be an unauthorized trade or an 
unsuitable transaction—because the customer never complained.  In 
Department of Enforcement v. Dane S. Faber,52 the broker argued that his 
clients ratified transactions because they never complained or instructed the 
broker they wanted to sell. The NAC rejected the broker’s attempt to shift fault 
to his customers, stating, “Because [the broker] made misrepresentations and 
omissions, his customers were deprived of material facts regarding the 
investment. Again, the proper focus is on [the broker’s] conduct, not the non-
action or acquiescence of his customers….”53 

Likewise, the SEC has stated, “Although [the client] eventually learned of 
the bulk of [the broker’s] unauthorized trades from trade confirmations, such 
after-the-fact knowledge does not demonstrate that [the client] approved those 
transactions before [the broker] made them.54 

Again, it is important to stress to the panel that the above references are 
not court decisions (which can result in opinions diametrically opposed on the 
same subject), but decisions by securities regulators—the SEC and the 

 
51. Neil C. Sullivan, 51 SEC 974, 976 (1994); Frank J. Custable, 51 SEC 643, 650 
(1993).  See also Murphy, at *14 (SEC gave no weight to the broker’s argument that 
the client never complained). 

52. Dep’t of Enforcement v. Dane S. Faber, NAC Decision No. F010009 (NAC May 
7, 2003). 

53. Id. at p.15. 

54. In the Matter of Ralph Calabro, Jason Konner, and Dimitrios Koutsoubos, SEC 
Admin. Proc. File No. 3-15015 at p. 15 (May 29, 2015). See also In re Simpson, 
Exchange Act Release No. 45923, 2002 WL 987555, at *13 (May 14, 2002) 
(rejecting argument that customers who “received monthly statements and other 
forms notifying them of [unauthorized] transactions but filed no complaints” ratified 
the trades because, among other things, “after-the-fact ‘acceptance’ of an 
unauthorized trade does not transform that transaction into an authorized trade”); In 
the Matter of the Application of Neil C. Sullivan for Review of Disciplinary Action 
Taken by the New York Stock Exch., Inc., 51 S.E.C. 974,  1994 WL 46344, at *2, 
n.1 (Feb. 10, 1994) (finding that applicant made unauthorized trades and noting that 
“[t]he fact that a customer ultimately accepts an unauthorized trade does not 
transform it into an authorized purchase”). 
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NASD/FINRA. As such, the arbitration panel should rely on this more 
authoritative evidence, as opposed to the defense’s court cases. 

 
 
10. The Broker was Just Trying to be Accommodating 

 
I often hear defenses by brokers who made unauthorized trades such things 

as: 
 “The client was out of town and couldn’t be reached.” 
 “I know the client would have approved the trade if I could’ve gotten 

a hold of her.” 
 “I was just trying to be accommodative.” 
FINRA has addressed these emotional defenses, most recently in its 2018 

report:  
No Authorization – Some registered representatives exercised 
discretion in customer accounts without the customers’ prior 
written authorization or the firm’s approval of the discretionary 
account. In some instances, this occurred when a registered 
representative executed transactions in a single security across 
multiple customer accounts in a short period of time. Additionally, 
FINRA found that some registered representatives violated the 
requirements of NASD Rule 2510 (Discretionary Accounts) when 
they executed transactions in customer accounts as an 
accommodation without receiving specific customer authorization 
to execute that transaction.55 

“This defense is similar to the defense that it was the client who requested 
a particular rate of return, requiring the broker to make trades to meet that goal.  
The SEC has rejected that defense.56  
 
 

11. The Broker isn’t a bad guy; he just didn’t understand the rules or 
made an honest mistake 

 
This is yet another warm and fuzzy defense tactic. This is why I 

recommend to lawyers who I work for, that it is a good strategy, when I start 

 
55. FINRA’s 2018 Report on FINRA Examinations Findings, supra note 6.  

56. Murphy, at *13 (“Lowry's alleged demand for a particular investment outcome 
does not mean that Murphy was permitted to pursue unauthorized trades in pursuit of 
that goal.”). 
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my testimony, to explain to the arbitration panel that the securities industry is 
one of the most highly regulated industries in the United States and the reasons 
for that. Again, lucky for the investor, most FINRA arbitrations are populated 
with arbitrators who are lawyers. They are aware, from their legal training and 
experience, that a lack of knowledge of the regulations is never a defense in 
almost any legal proceeding.  

This defense is also easily dispelled because almost every brokerage firm’s 
compliance or policies and procedures manual spells out clearly the absolute 
duty for their brokers, management and compliance staff to read and be aware 
of all rules regulations and internal policies and procedures. Many firms 
require their brokers to sign an annual attestation stating that the broker has 
received, reviewed and is fully responsible for following all the rules and 
regulations and policies. Under the various supervision rules and releases—
both from the regulators and internally within the brokerage firms—is 
language and policies that requires the supervision and compliance staff to 
constantly test, monitor, and diligently supervise all their registered 
representatives and document and certify that these individuals are fully aware 
of all the regulations and are following them.57 

Regulators also are not likely to excuse even honest mistakes made by 
brokers in conducting unauthorized trades.  In the Lalley case, FINRA’s 
Department of Enforcement concluded that the broker “mistakenly made the 
unauthorized trades” because it was the broker’s “consistent practice to speak 
with clients with nondiscretionary accounts.”58 Nonetheless, FINRA ruled: 

As FINRA’s National Adjudicatory Council has noted, there are many 
cases in which a registered representative under certain circumstances 
believed “honestly but mistakenly that he or she was authorized to 
trade” but nonetheless the trading was unauthorized and violative of 
FINRA rules. Thus, despite Lalley’s argument to the contrary whether 
or not she had a good faith belief that she had spoken to [the client], if 
she executed the trades without authorization, she violated FINRA 
Rule 2010.59 

 
 
 
 

 
57. See FINRA Supervision Rule 3110 and a laundry list of regulatory notices and 
interpretations on the issue of proper supervision.  

58. Lalley, at p.16.   

59. Id. at p.17.  
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12. Time and Price Discretion –this defense has been fixed  
 

The “time and price discretion” defense was only ever merely that: a 
defense. It was a defense conjured up by defense lawyers to attempt to justify 
actions when their client/broker was clearly making illegal, discretionary 
trades in his client’s accounts. If the claimant proved there was no 
communication just prior to the trade, the broker could claim that he earlier 
had obtained “time and price discretion” from the client for the trade, making 
phone records of calls on trade dates moot.  This is because, prior to the 2004 
amendment to FINRA Rule 2015, defense counsel could use the “time and 
price discretion” defense willy-nilly because nothing required documentation 
of its use.  

FINRA Rule 2510 has now eliminated the “time and price discretion” 
defense because it now requires that “any exercise of time and price discretion 
must be reflected on the customer order ticket”.  Therefore, just like the price 
and the quantity of the security, this is a subject that must be discussed between 
the broker and the client. Not only must the broker specifically ask for “time 
and price discretion,” but the client must also specifically give permission for 
the broker to use “time and price discretion” on a trade. And, then the broker 
must document that he is using “time and price discretion” on that particular 
order. To repeat, “time and price discretion” is to be used on a per-order basis 
and not on a group of orders.  

You might think that FINRA’s remedying the time and price discretion 
loopholes would fix the proliferation of illegal, discretionary trading. No such 
luck. Just in the last year, a decent percentage of the securities cases in which 
I have been involved as an expert have still involved unauthorized trading and 
the defense lawyers raise the issue of “time and price discretion.”   Nothing 
has changed, except for the claimant’s ability now to dispute it with the trade 
ticket.   

 
 
13. The Unauthorized Illegal Trading did not Cause the Losses - the 

Market Caused Them 
 
This is a backhanded causation argument, one to which panels and courts 

give little credence. It is almost comical that the brokerage industry uses this 
defense to just about every claim or cause of action: “It’s not our fault your 
client lost money because the market went down.”  

Of course, that defense is not working so well recently since we have been 
in roughly a 10-year bull market. Even in a bear market, though, the defense 
carries little weight. Just take it to its illogical conclusion.  
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 So what if we omitted material facts? It did not cause the losses.  
 So, what if we flipped and churned mutual funds? It did not cause any 

losses.  
 So what if we had a total breakdown in compliance and supervision of 

this broker and these accounts? It did not directly cause the losses.  
Other than it just being an illogical defense, it is fairly easy for an expert 

to deflate: show the panel the market comparative damages to prove that the 
“market” had almost nothing to do with your client’s damages, but rather it 
was the list of inappropriate, unsuitable, violative activities by licensed 
individuals.  
 

 
Conclusion 

 
Unauthorized trading cases can often be proven or disproven by phone 

records and order tickets. Mismarking of trades can be determined by 
confirmations and frequently a mismarked trade is an unauthorized trade.  A 
stockbroker who commits unauthorized trades and mismarks order tickets is a 
broker who has little regard for the rules that govern his conduct.   

Much of the support for the points made in this article are regulatory 
decisions by the SEC and NASD/FINRA and its enforcement division.  These 
decisions should carry great weight in general and particularly in unauthorized 
trading cases.  At the very least, they should overcome case law from other 
states.   

We have come a long way in 20 years, and I applaud most of the 
advancements. But it is clear to me that unauthorized trading will remain a 
problem for Wall Street and investors for the foreseeable future. 
 
Appendix A FINRA Rule 3260 Discretionary Accounts  
 
3260. Discretionary Accounts 

(a) Excessive Transactions 
No member shall effect with or for any customer's account in respect to 

which such member or his agent or employee is vested with any 
discretionary power any transactions of purchase or sale which are excessive 
in size or frequency in view of the financial resources and character of such 
account. 

(b) Authorization and Acceptance of Account 
No member or registered representative shall exercise any discretionary 

power in a customer's account unless such customer has given prior written 
authorization to a stated individual or individuals and the account has been 
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accepted by the member, as evidenced in writing by the member or the 
partner, officer or manager, duly designated by the member, in accordance 
with Rule 3110. 

(c) Approval and Review of Transactions 
The member or the person duly designated shall approve promptly in 

writing each discretionary order entered and shall review all discretionary 
accounts at frequent intervals in order to detect and prevent transactions 
which are excessive in size or frequency in view of the financial resources 
and character of the account. 

(d) Exceptions 
This Rule shall not apply to: 
(1) discretion as to the price at which or the time when an order given by 

a customer for the purchase or sale of a definite amount of a specified 
security shall be executed, except that the authority to exercise time and price 
discretion will be considered to be in effect only until the end of the business 
day on which the customer granted such discretion, absent a specific, written 
contrary indication signed and dated by the customer. This limitation shall 
not apply to time and price discretion exercised in an institutional account, as 
defined in Rule 4512(c), pursuant to valid Good-Till-Cancelled instructions 
issued on a "not-held" basis. Any exercise of time and price discretion must 
be reflected on the order ticket; 

(2) bulk exchanges at net asset value of money market mutual funds 
("funds") utilizing negative response letters provided: 

(A) The bulk exchange is limited to situations involving mergers and 
acquisitions of funds, changes of clearing members and exchanges of funds 
used in sweep accounts; 

(B) The negative response letter contains a tabular comparison of the 
nature and amount of the fees charged by each fund; 

(C) The negative response letter contains a comparative description of 
the investment objectives of each fund and a prospectus of the fund to be 
purchased; and 

(D) The negative response feature will not be activated until at least 30 
days after the date on which the letter was mailed. 

Amended by SR-FINRA-2019-009 eff. May 8, 2019. 
Amended by SR-NASD-2002-162 and SR-NASD-2004-116 eff. Jan. 31, 2005. 
Amended by SR-NASD-92-14 eff. Dec. 10, 1992. 
 
Selected Notices: 75-33, 76-30, 91-39, 91-80, 92-25, 93-1, 04-71. 
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OPTIONS: COSTLY PITFALLS IN SHORT OPTIONS ANALYSIS 
 

Frederick Rosenberg1 
 
 

The Problems and the Basics  
 

Options cases present unique demands on expert analysts who too often 
merely quantify the Net Out of Pocket (NOP) and match trades without 
providing an understandable options-based rationale for risk and suitability 
opinions.  

An option is a derivative instrument that draws its value from an 
underlying stock or index, volatility, time to expiration, and the speed and 
direction of the market.  Without knowing the number of days to expiration, 
the market price of the underlying stock or index on the option trade date, 
“moneyness” (in-or-out-of-the-money), assignments, expirations, and buy/sell 
to open/close,  most options portfolio analyses become quantifiably vague on 
causation.   

Purchasing an option, betting on the market’s direction and speed, appears 
to have generally well understood risks and rewards. In fact, it is fair to 
estimate that over 70% of options purchasers lose some or all of their 
investment all within expectations.  Conversely, options sellers are commonly 
successful 70%+ of the time and with discipline over 80%.  Unfortunately, the 
risk in selling options is potentially unlimited and foreseeable, and 
quantifiable.  
 
 
Sellers – Hedging Profit Potential 
 

The maximum profit for an option seller is limited to the premium received 
in exchange for a marked-to-market potential obligation to purchase or deliver 
the stock at a fixed price in the future. Objectively, expirations maximize 
return and should represent 80% of all outcomes and failure to achieve high 
expirations requires an analysis of the variables to substantiate opinions.   The 
higher the probability of expiration, the shorter the time to expiration, the faster 
the time decay and the lower the premium.   

 
 
 

 
1. Fredrosenberg45@optimum.net. 
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In my experience it has been the short sellers who comprise 90% of all 
retail customer claims, particularly with covered calls and short cash-secured 
puts, -bets against the direction and speed of the market. The inducements for 
short sellers are these: 
 High success rates,  
 Generation of “premium income”,  
 A repetitive strategy that enhances returns and cushions risk, and  
 Credit balances in the margin account.  

Unfortunately, selling short is often pitched erroneously as a “hedge”, but 
a true hedge is an insurance policy that protects against catastrophic loss for a 
price, the premium. If it’s protecting your house the policy may have a $10,000 
deductible to keep the premium cost low.  If it’s a market hedge, (i.e. portfolio 
insurance), an out-of-the-money option is purchased that will increase in value 
dollar-for-dollar with the stock’s adverse movement deeper into-the-money 
thereby providing absolute protection against catastrophe for a specific 
period,- and a good night’s sleep for the short seller.  

In sum, in a market hedge it is the purchaser of an out-of-the-money option 
who is hedging, never the seller whose risk is virtually unlimited.  

Selling options generates premiums but cushions downside risk only 
marginally. By analogy, shorting options is essentially playing the house odds 
where 75%+ of the bettors lose but where, unfortunately, the payout could still 
break the bank. When the bank is an investor’s portfolio in dispute, developing 
a cogent analysis of the option premiums, expirations, and assignments over 
time is essential to substantiate and document conclusions offered in testimony 
or deposition. That crucial analysis however, is often missing.  

For the options seller every assigned option, (an option exercised by the 
purchaser) could have been repurchased and closed out for cash at parity prior 
to the exercise. Allowing assignments (which should be rare <2%) buries if 
not hides the repurchase costs and losses in the equities positions thereby 
inflating options profits in most analyses. Higher levels of assignments suggest 
a pattern of disguising options losses. Quantifying the repurchase cost of 
assigned options in many cases illustrates that a reported profitable options 
strategy is a substantial and undisclosed drag on performance if not a 
demonstrable loss. To calculate the repurchase cost at parity, you will need the 
price of the stock on the assignment date, (something not shown on the trade 
confirmations or monthly account statements), minus the strike price times the 
number of shares. Absent the repurchase cost at parity the success or failure of 
the strategy cannot be quantified.  
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Covered Calls 
 

A covered call option sold on a stock with 270 days to expiration has 
substantially greater risk and pricing than a call with 30 days to expiration. To 
be clear, the nearer to expiration the faster the rate of premium decay, and the 
higher the probability of success.  

Writing options greater than 150 days brings in higher premiums but it 
retards the time decay needed for profit, risking assignment or repurchase. For 
covered calls the value of an out-of-the-money option 270 days out will be 
little affected by the passing of 14 days. The covering stock is capped on the 
upside yet carries downside risk until the expiration date even when losses pile 
up.  Shorten the duration to 30 days and the passage of two weeks will have 
substantial negative impact on the option price as expiration nears.   

 
 

Spreads 
 

A short option may be paired with a long option in a “Spread Transaction” 
that limits returns and losses to a narrow range. Spread orders are entered 
through a spread desk for a net debit or credit and require a higher level of 
approval and sophistication than most retail customers are approved for. 
However, out-of-the-money protective puts and calls provide both an 
insurance policy and margin relief for short options sellers willing to pay the 
premium by “legging” into a spread.   
 
 
The Need for an Analysis 
 

This is a key point: When analyzing options portfolios, - particularly when 
the word “hedge” is implied or inferred, a detailed analysis of the premiums, 
expirations, and assignments is absolutely necessary to support conclusions 
and testimony.  

On a portfolio basis, options accounts often show migration from short 
expirations to longer expirations written too-close-to-the-money, chasing 
higher premiums to make-up for poor or lagging performance and market 
comparisons. In volatile markets, long-term options run serious risk of early 
Assignment as they move in-and-out-of-the-money.  Even LEAPS, options 
with expirations over 1 year, are often shorted on high price and volatile stocks 
to generate premiums. Protective Puts and Calls are the principal alternatives  
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to limit losses, free-up covering stock, and reduce margin on long-term short 
positions.  In a short selling option strategy, buy-to-open transactions measure 
the level of hedging and risk management and their absence denotes high risk. 
 
 
Trading In-the-Money 
 

Options written near to or in-the-money as a method of boosting cash flow 
carry significant assignment risk that needs to be identified in an analysis. This 
is particularly important because typical analyses treat assigned options as 
profitable in the same manner as an expiration.  Size matters. A one percent 
move in a $50 stock is $0.50, but a one percent move in a $1,000 stock or index 
is $10.00.  Since in-the money options move nearly dollar for dollar with the 
stock or index, repurchase costs can balloon suddenly when high price volatile 
securities move three to five percent on any given day with months to 
expiration.   

Every in‐the‐money option will be assigned at expiration unless the short 
position is bought back and closed out. Furthermore, all in‐the money options 
can be exercised unexpectedly, any time prior to expiration. The usual 
explanation for losing shares is writing the option too far out and too close to 
the money to generate higher premium and the speed of the market outpaced 
expiration.  The repurchase costs for assigned options must be added back into 
the options calculations, and portfolio variables such as moneyness, days to 
expiration, market price of the stock or index on the trade date must be 
quantified to support conclusions.  

 
 

Large Positions/Low Basis Investors 
 

Often investors that have accumulated large or over-concentrated 
positions in low-basis stock are advised to utilize short options to 
conservatively enhance returns. A common situation finds a long-time 
employee of Xcorp with 10,000 shares at $25.00 avg cost ($250,000) who 
retires and transfers the shares at $100 market price into a brokerage account, 
($1 million).  The retired employee’s primary objective is holding onto all the 
shares for appreciation, tax deferral and for estate purposes.  The broker 
advises a conservative “call-writing” strategy to generate additional return 
without putting the shares in jeopardy and the customer agrees.  The rep then 
sells $110 Xcorp calls expiring in 270 days for $5.00, generating $50,000 in 
premium. Subsequently, the options were assigned unexpectedly when Xcorp 
hit $160/share six-months later requiring the delivery of 10,000 shares valued 
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at $1,600,000 in exchange for the $1,100,000 option strike price plus the 
$50,000 premium, a statement profit of $150,000, and a total return of 
$1,150,000, which is $450,000 below Xcorp’s $1.6 million market value.   
 With a cost basis of $250,000, the taxes on the $900,000 profit at a 

minimum will pare away another $135,000 consuming any statement gain 
and leaving only $1,015,000 to reinvest, sufficient to replace only 6,343.75 
Xcorp shares @160. 

 This results in a net loss of 3,656.25 shares valued at $585,000 that is not 
reflected in a cash-basis P&L.  

 At $160 parity and to maintain the 10,000 shares, the 110 call options 
could have been repurchased for $50, or $500,000 that after $50,000 in 
premium income nets out to a realized loss on the options of $450,000 that 
when buried in the assigned shares, and after capital gains, resulted in the 
loss of 3,656.25 Xcorp shares, the antithesis of expectation.  

 This outcome is preventable. 
Considering the retired employee’s expressed desire was to hold the 

shares, defer capital gains taxes, and to bequeath his shares at a stepped-up 
basis, an options expert must focus not simply on profit or loss, but on the lost 
shares and the cost of their restoration as part of the damages. 

Short option strategies with >80+% expirations, <19% repurchases to 
close and 1% assignments objectively are far more conservative and defensible 
than portfolios with 50% expirations, 20% assignments, and 30% closing 
purchases. One problem for experts is how to quantify the damages for the 
excessive risk and impairment, especially with a consolidated P and L, and 
then explain that to an arbitration panel. 

Understand, had the short calls been written for 30 days @ $0.40 (95% 
probability of Expiration) and rewritten every 30 days as the stock climbed, in 
270 days the Executive would have retained all his appreciated shares while 
generating only slightly less premium income.   

 
 

Index Options: 
 

Notably, Index Options, because of their underlying diversification are far 
less volatile than stock options.  Index options are cash settlement. An index 
won’t go bankrupt, fall to zero or double overnight, but will closely mirror the 
markets vs. an individual stock.  In most cases where share retention and tax 
concerns are important, writing index options minimizes the risk of losing  
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stock or suffering a taxable event.  For the Xcorp retired employee, shorting 
index options was the preferred method of increasing return, maintaining 
shares, and deferring taxes.   
 
 
Deconstructing an Options Portfolio 
 

When evaluating a short-options case, particularly with assignments, mere 
monetary damages are often inadequate and inaccurate.  Account analyses 
must not simply quantify option gains or losses but must also track shares lost 
to the strategy that would otherwise have been retained and illuminate the 
failures of the option strategies leading to the contested outcome. 

Developing the variables is fairly straight forward.  With the underlying 
stock or index price on each trade date, the option price, the strike price, and 
the expiration and trade dates, experts can explain performance, share loss, and 
compliance with strategies by calculating the following variables,  
 the repurchase cost,  
 days to expiration, and  
 moneyness, (the amount by which an option is in-or-out -of -the-money).  

There are multiple scenarios with short options strategies that are 
questionable such as repurchase and rewrite, but all can be deconstructed and 
must be analyzed using the appropriate methodologies and analytical tools.  
 
 
Analytical Extracts: 
 

Here are the types of analytical reports that experts need when formulating 
opinions and quantifying losses based upon variables such as stock price, 
moneyness, days to expiration, repo cost, and premium return.  “Enhanced” 
refers to the inclusion of option-specific variables and calculations not 
normally reported in traditional damages analyses or found on statements. 
1) Option Premium Analysis of opening and closing trades,  
2) Assignment Table,  
3) Enhanced Matched Trade Analysis of equities and options, and  
4) Enhanced Trade Chronology.  
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The Options Premium Analysis (Report 1) and Assignments Table (Report 
2) 
 

The Options Premium Analysis (Report #1) is my usual starting point to 
assess the options strategies.  Here: 
 93 assignments shifted $1.15 million in costs to the equities, well outside 

of the normal range for explainable reasons.   
 All opening positions were short on average 247 days to expiration. 
 Several in-the-money short positions were assigned months before 

expiration.  
 Closing transactions averaged 104 days before expiration. 
 Were the portfolio hedged to contain loss or legged into spreads, there 

would have been a comparable number of Buy/Open transactions; the 
analysis showed none.   

 Notably, 90% of the equities in the account were assignments.   
 Instead of being sold for an immediate loss, each assigned stock had 

covered calls written against it locking it in, capping growth, generating 
additional premium, but amplifying risk as illustrated in the Assignment 
table, (see Report #2). 
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The Assignments table below quantifies repurchase costs chronologically by 
put or call options.    
 
 21 assigned call options shifted $551K of repurchase costs into the equities 

over three years raising genuine concerns about undisclosed risk and 
strategy implementation.  

 72 put option assignments further amassed an additional $599,000 in 
shifted repurchase costs.    

 Repurchase costs are calculated in this table as the difference in market 
price of the stock on the assignment date and the strike price times the 
number of shares and confirm the options premium analysis.   

 Absent the assignments, the portfolio would have been all cash and the 
covered calls would never have been written or assigned. 
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The Enhanced Matched Trades (Report #3)  
 
 tracks both the equities and options by company. 
 contextualizes outcomes by company both for options and equities.  
 Note: The Sodastream Equities extract illustrates Assignments in 

comparison to market price.  
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The Enhanced Chronology (Report#4)  
 
 Documents shifted repurchase costs and  
 Tracks 

o monthly cash flow  
o migration to longer expirations or higher priced issues  
o assignments and expirations monthly 
o repurchase costs 
o Moneyness (in-or-out-of-the-money) 
o days to expiration 
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In Summary: Don’t Be Short-Sighted on Short-Option Analysis: 
 
 Short-options cases are often shortchanged by experts who see only net-
out-of-pocket losses (NOPs) instead of determining and quantifying the 
causative factors leading to the contested outcome.  Broad diversion from 
expected outcomes, - typically on the loss side-, are explainable, quantifiable, 
and for the most part a foreseeable and preventable consequence of excessive 
options risk.   
 
 
Did the strategy actually succeed in adding value or fail?  
 
 Expirations are not Assignments! 
 Expiration rates below 70-80% is a red flag.   
 Assigned options require quantification of repurchase costs.  
 Market Adjusted Damages utilizing comparable risk analogs like the 

SP500 or Russel 2000, provide a risk/return comparison for damages.  
 
 
Conclusion: 
 

In Options cases a testifying expert must be able to document and support 
opinions and testimony, not simply quantify NOPs and argue suitability 
without substantiation.  A thorough options analysis is required to determine 
if the implemented strategy was actually profitable and at what real cost.  If, 
as it is in the above exhibits, the issue is the options strategy, then reporting an 
$839,446 option profit when in reality the options lost ($310,811) is 
misleading, evidentiary, and potentially a measure of damages missed by 
traditional analyses.  Absent a documented analysis, educating an arbitration 
panel on these points may prove impossible.    
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Notes & Observations 
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DUAL REGISTRANTS AND THE BEST INTEREST RULE 
 

Timothy J. O’Connor1 
 
 
I. INTRODUCTION 
 

(i.) A Little Background 
 

In Notice to Members 03-68, then NASD2 made known the obligation of 
NASD member firms to ensure that customers are being appropriately 
charged on a fee basis when taking into account the actual cost of the 
customer and other available fee configurations and preferences. NASD also 
cited the need for full disclosure of all financial terms.3  This guidance is also 
clearly focused on wrap fee programs, a then-emerging fee configuration 
given the decline in transactional pricing associated with competition in the 
brokerage industry. These fees and disclosures are typically made in the 
Form ADV and sales and advertising related literature.  The NASD also 
suggested that dual registrants should disclose scenario fees where wrap fee 
account configuration might cost a client more than a transaction base fee 
structure.   

The 2005 Broker-Dealer Exemption Rule4 was vacated by the District of 
Columbia Circuit Court of Appeals in 2007 in Financial Planning 
Association (FPA) v. Securities and Exchange Commission.5  Under the 
newer guidelines, hourly, project-based fees and other episodic or 
transactional advice might also tend to require that broker dealers register, 

 
1. Timothy J. O’Connor is a graduate of Middlebury College (A.B. Economics, 
1980) and the University of Denver College of Law (J.D. 1984). He maintains a 
private practice of law in Albany, New York, is licensed in New York and Florida, 
and has written and presented on a number of topics relating to investor rights. 

2. Nancy Condon and Herb Perone, NASD and NYSE Member Regulation Combine 
to Form the Financial Industry Regulatory Authority, FINRA News Release (July 
30, 2007).  

3. See NASD, NOTICE TO MEMBERS 03-68 (2003).  

4. Securities and Exchange Commission, Certain Broker-Dealers Deemed Not To Be 
Investment Advisers, 17 C.F.R. Part 275 [Release Nos. 34-51523; IA-2376; File No. 
S7-25-99] RIN 3235-AH78 –. 

5. 482 F.3d 481(D.C. Cir. 2017). 
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triggering Investment Advisor Registration requirement under Section 
202(a)(11)(C).6 

In 2007, in Financial Planning Association (FPA), the Securities 
Exchange Commission implemented rules requiring SEC registration for 
accounts with FINRA Registered Broker/Dealers having an asset-based fee 
charge configuration. In the following SEC implementation of procedures 
requiring Broker/Dealers to register advisory accounts with the SEC, due 
substantially to an increase of dual registrants, the market share of dual 
registrants managing invested assets tripled.7  

So, does this disclosure of investment advisory fees, mutual fund revenue 
sharing disclosures, 12b-1 fees, marketing fees, revenue-sharing payments, 
mutual funds sponsorship, monies paid for sales conferences and events, 
educational seminars, investment research soft dollars, NYSE and NASDAQ 
transaction fees, payment for money flow revenues, payment for order flow 
revenues, and principal transaction fees immunize RIAs from a breach of 
fiduciary duty?  Can RIAs disclose away conflicts of interest even though 
they present irreconcilable conflicts and/or conflicts which are clearly not in 
the client’s best interest, as well as being contrary to the fiduciary duty 
standard of care? 

In a speech before the National Society of Compliance Professionals on 
October 22, 2013, former SEC Chair MaryJo White made reference to the 
emerging term of “reverse churning”, a practice wherein a customer with a 
predominantly non-traded/buy and hold strategy is nonetheless introduced to 
fee base/wrap fee configuration as opposed to a transactional/commission 
configured account.8   
 
 
 

 
6. See 15 U.S.C. § 80b-2(a)(11)(C) (2019). In the similar vein of private placements, 
where there is oftentimes a battle over whether or not the offering itself must be 
registered with the SEC, we are now looking at a somewhat analogous analysis that 
has to be employed with respect to the obligation of possible/apparent dual 
registrants with the question being asked – is a Registered Representative also 
required to be registered with the SEC through either RIA or as an IAR? 

7. Effective March 31, 2014 many broker dealers commenced filing far more 
detailed SEC disclosure documents (Form ADV, Part 2A).   

8. See Andrew J. Boden, People Handling Other Peoples’ Money, SEC Speech 
(March 6, 2014); see also SEC Investor Bulletin, How Fees and Expenses Affect 
Your Investment Portfolio (February 2014). 
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(ii.)  Regulation Best Interest 
 

Regulation Best Interest includes what has been termed “four specified 
component obligations” including9: 

 Disclosure Obligation10 
 Care Obligation11 
 Conflict of Interest Obligation12 
 Compliance Obligation13 
Also notable, Regulation Best Interest only applies to a “retail customer” 

defined as “...a natural person, or the legal representative of such person, 
who: 

 Receives a communication of any securities transaction or 
investment strategy involving securities from a broker-dealer; and 

 Uses the recommendation primarily for personal, family or 
household purposes.”14 

The Care Obligation is quite broad and is defined as the “exercise [of] 
reasonable diligence, care, and skill in making the recommendation”.  In 
terms of recommendations covered, it has been extended to include 
recommendations of the types of securities account to open for a client (for 
example, IRA, qualified or other type of account), rollovers or transfers from 
one account to another, as well as any securities transaction or investment 
strategy involving securities including explicit hold recommendations, as 
well as implicit hold recommendations “...that are the result of agreed-upon 
account monitoring between the broker-dealer and the retail customer.”15 

The implementation of Regulation Best Interest is still somewhat 
indeterminate and it appears to have different applications on the investment 

 
9. Securities and Exchange Commission, Regulation Best Interest – A Small Entity 
Compliance Guide (September 23, 2019).  

10. Id. at 4-6. 

11. Id. at 6-8. 

12. Id. at 9-11. 

13. Id. at 11-12. 

14. Id. at 3-4. 

15. Id. at 6-8. 
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advisory side, as opposed to the Broker/Dealer side.16  Some even suggest 
that it might result in the lowering of what is deemed to be the long-standing 
fiduciary standard as relates to investment advisors. The Best Interest Rule is 
applicable to stand-alone broker dealers, dual-registrants, and SEC registered 
investment advisors in the broker/dealer sector.17   

Some may argue that Regulation Best Interest will further erode the 
“Solely Incidental” exception by more broadly characterizing the 
broker/dealer as being in the business of giving advice for compensation, 
thereby requiring registration as an Investment Advisor contravening that 
Broker Dealer Exception under Section 202(a)(11)(C) of the 1940 Act.18  
Some also argue these “solely incidental” interpretations in recent guidance 
will have the effect of requiring more broker/dealers to file as investment 
advisors with the SEC.19  So, how much advice can broker dealers and 
Registered Representatives give without registering as investment advisors?20    
Numerous sectors have had occasion to comment on Regulation Best Interest 
and its ultimate implementation and a perusal of these various musings 
brings forth the issues associated with it.21 

 
16. Securities and Exchange Commission, Commission Interpretation Regarding 
Standard of Conduct for Investment Advisers, 17 C.F.R. Part 276 [Release No. IA-
5248; File No. S7-07-18] RIN 3235-AM36 –. 

17. Securities and Exchange Commission, Regulation Best Interest: The Broker-
Dealer Standard of Conduct, 17 C.F.R. Part 240 [Release No. 34-86031; File No. 
S7-07-18] RIN 3235-AM35. 

18. Securities and Exchange Commission, Commission Interpretation Regarding the 
Solely Incidental Prong of the Broker-Dealer Exclusion From the Definition of 
Investment Adviser, 17 C.F.R. Part 276 [Release No. 1A-5249]. 

19. The SEC’s interpretation regarding the solely incidental exception of the Broker-
Dealer exclusion from applicability of the Investment Adviser Act definition of 
Investment Adviser is effective July 12, 2019. 

20. Pursuant to Securities Act of 1933 Sections 3 and 4, those selling exempt 
securities or otherwise engaging in exempt transactions (i.e., private placements, 
intrastate offerings – offerings which are exempt from the registration requirements 
of the Securities Act of 1933), but it must still register, either the state of sale, the 
SEC or both, depending on the nature and size of the offering. 

21. See, e.g., David W. Soden, The New Standards for Investor Protection: An 
Analysis of Regulation Best Interest, Form CRS and Two Interpretations of the US 
Investment Advisers Act, THE NATIONAL LAW REVIEW (September 7, 2019); 
Implementing the SEC Regulation Best Interest Standard (2020); The impact of 
SEC’s new advice standards on broker-dealers and investment advisers, How to 
prepare for the SEC best interest standard, DELOITTE PERSPECTIVES (2019); Brian 
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Contemporaneous with the issuance of Regulation Best Interest, the SEC 
released its “Commission Interpretation Regarding Standard of Conduct for 
Investment Advisers” effective July 12, 2019. 22  While making reference to 
the term “best interest” – it does not invoke specific provisions of Regulation 
Best Interest. Rather, it includes a very detailed summary of the current state 
of the fiduciary duty owed by an investment advisor, as well as more 
particularized newer guidance which mirrors, in some respects, many of the 
elements of Regulation Best Interest.23     
 
 

(iii.) A Recent Working Paper 
 

A recent working paper written by Finance Professor Nicole M. Boyson, 
Ph.D. of Northeastern University in May of 2019 suggests that dual-
registered investment advisors may tend to present the worst of both worlds. 
This working paper concludes that Dually-Registered Investment Advisors 
are plagued with glaring conflicts of interest including their involvement 
with the cross-selling of insurance products, the sponsorship and 
management of wrap fee-type accounts, revenue sharing with mutual funds, 
as well as their actual affiliation with mutual funds.24 

Professor Boyson’s white paper examined these categories of investing 
customers interfaced with RA’s including retail RA clients, as well as 

 
Menickella, SEC Approves Reg BI Requiring Financial Advisors To Act In Best 
Interests of Clients, FORBES (June 8, 2019). 

22. Securities and Exchange Commission, Regulation Best Interest – A Small Entity 
Compliance Guide, at 6-17 (September 23, 2019). (Also reiterating and giving cite to 
long-standing interpretations of Investment Advisers fiduciary duty under the 
Advisers Act.  It includes a number of elements for consideration on a sliding scale 
based upon numerous factors – in somewhat vague and broad brash fashion.  Making 
repeated use of the term “best interest” without invoking the term “Best Interest.”) 

23.  Id. at 8-11. “[I]n our view, the duty of care requires an investment advisor to 
provide investment advice in the best interest of its client, based on the client’s 
objectives.”  So, are we to understand that this more clearly articulated fiduciary 
standard is separate and apart from Regulation Best Interest, do they complement 
one another, or does their respective application overlap? 

24. Nicole M. Boyson, The Worst of Both Worlds?  Dual-Registered Investment 
Advisors Northeastern University, D’Amore-McKim School of Business.  
Northeastern U. D’Amore-McKim School of Business Research Paper No. 3360537 
(December 1, 2019). 
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institutional RA clients.  The article also points out statistics indicating that 
while dually-registered Investment Advisors are required to act as 
fiduciaries, given these conflicts, their overall performance is not in 
conformity with the conduct required of a fiduciary.25  Professor Boyson’s 
working paper has also opined that dual-registrant advisors are “50 percent 
more likely to commit misconduct than stand-alone brokers and dual-
registered RIAs are statistically more likely to have a record of fraud claims 
against them”.26 
 
 

(iv.) RIA Statistics 
 

The most recent statistics available, as of December 2018, reflect that 
there were 8,235 SEC-Registered retail Registered Investment Advisors with 
318 of these being dually registered RIAs.27  Total cumulative assets under 
management of retail Registered Investment Advisors as of December 2018 
stood at $41.4 billion and 40,877,325 accounts.28 Since 2005, the number of 
Registered Retail Broker-Dealers has declined from over 6,000 to 2,76629 in 
2018, with the number of investment advisors increasing from 9,000 to over 
13,000.30  According to Devin Ryan of JMP Securities, he has indicated that 

 
25. Id. at 1, 3, 4 (noting that “being a dual-registered RIA is a strong predictor of 
subsequent fraud”). 

26. Id. at 4. 

27. Regulation Best Interest Release No. 34-86031; File No. S7-07-18.  Securities 
and Exchange Commission, Regulation Best Interest: The Broker-Dealer Standard 
of Conduct, 17 C.F.R. Part 240 [Release No. 34-86031; File No. S7-07-18] RIN 
3235-AM35 at 413. 

28. Id. at 414, See also Tobias Salinger, Record RIAs, Bullish Outlooks Put 
Financial Advisors in The Spotlight, FINANCIAL PLANNING (September 17, 2019) 
(“RIAs are growing twice as fast as the S&P 500 and the U.S. economy.”);  Charles 
Paikert, No end in sight: “Torrid RIA M&A Market Set To Exceed 200 Deals in 
’19”, FINANCIAL PLANNING, (July 9, 2019). 

29. Securities and Exchange Commission, Regulation Best Interest: The Broker-
Dealer Standard of Conduct, 17 C.F.R. Part 240 [Release No. 34-86031; File No. S7-
07-18] RIN 3235-AM35 –. 

30. The past several years has seen a tapering and some suggest even a dip in the 
increase of the numbers of RIA/IARs. 
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dual registrant RIA employees of broker dealers has increased 4 percent year 
over year to 399,013.31 

In 2019 the number of RIAs of all types surged 24 percent to nearly 
13,000, as opposed to the current number of FINRA registered firms, 3,607 
having grown by 16 percent citing Investment Advisor Association/National 
Regulatory Services study.32 The four largest custodians for RIAs are Charles 
Schwab, Fidelity Clearing and Custody Solutions, TD Ameritrade and 
Pershing, with these four firms having 50 percent of RIA assets.33  
 
 
II. NON-FINRA REGISTERED RIAS/IAR’S 

 
(i.) Fiduciary Duty vs. Regulation Best Interest? 

 
That investment advisors owe their clients a fiduciary duty was clearly 

laid out in SEC v. Capital Gains Research Bureau,34 wherein the court held 
that the Investment Advisors Act of 1940 “reflects a congressional 
recognition of the delicate fiduciary nature of an Investment Advisor 
relationship...”35 This duty includes the obligation that Investment Advisors 
must at all times perform their Investment Advisory duties with “utmost 
good faith and full and fair disclosure of all material facts”.36 Further, as 

 
31. Tobias Salinger, Record RIAs, Bullish Outlooks Put Financial Advisors in The 
Spotlight, FINANCIAL PLANNING (September 17, 2019).  

32. John Kimelman, Number of RIAs Hits Record, BARRON’S Advisor News 
(September 16, 2019)   (A record number of SEC-Registered Investment Advisors is 
serving more than 43,000,000 clients with $83.7 trillion in assets under management. 
The majority of assets under management are concentrated among a small group of 
large advisors - while accounting for only 1.1 percent of SEC Registered Advisors, 
these mere 148 firms manage 60 percent of the majority assets – over $100 billion.). 

33. Technological innovations have likewise seen the capacity to convert a 
traditional brokerage account to an automated account taking only a “matter of 
minutes.”  Jessica Matthews, Schwab Doubles Down on Advisor Robo Tech as 1,100 
RIAs Sign On, FINANCIAL PLANNING, September 18, 2019 (citing Schwab’s RIA 
Robo platform, Institutional Intelligence Services, according to Charles Schwab’s 
Vice President of Digital Advisor Solutions Lauren Wilkinson). 

34. 375 U.S. 180 (1963). 

35. Id. at 191. 

36. Id at 194. 
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noted in Transamerica Mortgage ABV. v. Lewis,37 this fiduciary duty under 
Federal Law is derived from Section 206 of the Anti-Fraud Provisions of the 
Investment Advisers Act.38 

So how broad is this fiduciary obligation?  In Abraham v. Fleschner, the 
court determined that the Anti-Fraud Provisions of Section 206 are not 
limited to the actual purchase or the sale of the security, but rather, also 
includes “...frauds committed by advisors who did not make purchases or 
sales of securities for their client.”39  The SEC is in agreement with this and 
per interpretation (see SEC Release Number IA-1092, 39 SEC Docket 494, 
October 8, 1987 “...the pertinent provisions of Section 206 do not refer to 
dealings in securities but are stated in terms of the effect or potential effect of 
prohibited conduct on the client”).40 

Inasmuch as Regulation Best Interest has not been fully implemented, 
there have been no authoritative, significant refinements of its ultimate 
application and interpretation other than those cited herein.  Does it fully 
apply to Non-SEC Registered Investment Advisors?  In other words, those 
Registered Investment Advisors filing state registrations only by merit of 
their having less than $100,000,000 of assets under management?  Do they 
appear to occupy a gaping hole in the enforcement scheme for this new rule?  
The answer appears to be yes. 
 
 

(ii.) Recent NASAA Statistics 
 

The Investment Adviser Section Annual Report of NASAA for 2019 
highlighting the 2018 Section activities has noted the following statistics for 
SEC Notice-filed Investment Advisors:41 

 
37. 444 U.S. 11, 17 (1979). 

38. Securities and Exchange Commission, General Information on the Regulation of 
Investment Advisers (modified March 31, 2017). 

39. 568 F.2d 862, 877 (2d. Cir, 1977). 

40. Securities and Exchange Commission, Applicability of the Investment Advisers 
Act to Financial Planners, Pension Consultants, and Other Persons Who Provide 
Investment Advisory Services as a Component of Other Financial Services, SEC 
Release Number IA-1092, 39 SEC Docket 494 (October 8, 1987). 

41. North American Securities Administrators Association, NASAA 2019 
Investment Adviser Section Annual Report (May 2019) (SEC Notice-Filed 
Investment Advisers are those RIAs registered with the SEC who are required under 
certain state laws to file a copy of their Form ADV and certain other filings with the 
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 17,543 total state-registered investment advisers 
 90,421 SEC Notice Filed investment advisers registrations 
 10,480 total SEC Notice Filed investment advisers 
 90,421 total SEC Notice Filed investment advisers registrations 
 80 percent of state-registered advisers were comprised of one to two 

person shops 
This report also indicates that State-Registered Investment Advisors 

(approximately 99 percent) client bases are comprised primarily of retail 
investors with the remaining 1 percent being more focused on high net worth 
investors. 

Another NASAA report, The NASAA Investment Switch Report 
indicates that with Section 410 of the Dodd-Frank Act raised the Asset Under 
Management amount from $25,000,000 to $100,000,000.42  This saw the 
transfer of more than 2,100 investment advisors from the required SEC filing 
to state oversight.  This author wonders whether the various states will be 
able to oversee the responsibilities associated with these new RIA/IARD’s 
for which they will be responsible, as this influx will clearly see an increase 
of required annual audits, surprise audits, compliant assessments, and the 
like.  

Yet further, a third NASAA report, the 2019 Investment Adviser 
Coordinated Exams Report of the North American Securities Administrators 
Association indicates that two thirds of United States based advisors had less 
than $30,000,000 in assets under management.43  The report also noted 72 
percent of reporting advisors having only one Investment Advisor 
Representative with another 19 percent having only two Investment Advisor 
Representatives.44 These small, Independent RIA firms are required to 

 
appropriate state securities authorities.  These notice filings are an actual registration 
and can include the notice filing (but not registration) of any documents that are filed 
with the SEC.) 

42. North American Securities Administrators Association, Investment Adviser 
Switch Report. 

43. NASAA Releases 2019 Investment Adviser Coordinated Examinations Report, 
RIA in a Box (September 23, 2019).  

44. The top ten Registered Investment Advisory firms as ranked by total assets under 
management are Financial Engines Advisors, Fisher Investments, Hall Capital 
Partners, Chevy Chase Trust Company, Aperio Group, Kayne Anderson Rudnick 
Investment Management, Moneta Group, Jasper Ridge Partners, Silvercrest Asset 
Management and Pensionmark Financial Group, LLC all having assets under 
management well over $10,000,000,000 each.  Contrast this with the size of SEC 
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oversee all associated regulatory filings, registrations, books and records 
and/or procedures. 

Many Registered Representatives are choosing to move to the 
Investment Advisor Representative model, discontinuing their FINRA 
registrations, thereby avoiding required compliance with FINRA Rules, such 
as those relating to client communications under FINRA Rule 2210.45  
However, on the RIA/IAR only model such individuals are nonetheless 
required to maintain a compliance program pursuant to SEC Rule 206(4)-7 – 
however relaxed SEC oversight and audit of these compliance programs may 
be.46  Communications under the SEC Rules are now arguably subject to the 
emerging standard of due diligence under the Anti-Fraud Provisions of the 
Investment Advisors Act.  RIAs must also designate a Chief Compliance 
Officer responsible for the firm’s compliance program which also requires 
that all SEC registered RIAs of all registrations and proper updating of form 
ADV Parts 1 and 2 on an annual basis. 

 
 

III. DUAL-REGISTERED BROKER DEALER/REGISTERED 
REPRESENTATIVES AND REGISTERED INVESTMENT 
ADVISORS/INDIVIDUAL ADVISOR REPRESENTATIVES 
 

(i.) Who is a Dual-Registrant? 
 

The terminology in this whole emerging arena of dual registrants 
includes the following four main categories:47 

 
registered firms where RIAs with assets under management between $100,000,000 
to $1,000,000,000 comprise 57 percent of SEC registered firms (7,444) as opposed 
to SEC registered firms with assets under $100,000,000 – 1,849. Investment Adviser 
Association, 2019 Evolution Revolution: A Profile of the Investment Adviser 
Profession). 

45. FINRA, RULE 2210 (2019). 

46. Securities and Exchange Commission, Final Rule: Compliance Programs of 
Investment Companies and Investment Advisers, 17 CFR Parts 270 and 275 [Release 
Nos. IA-2204; IC-26299; File No. S7-03-03] RIN 3235-AI77 (February 5, 2004). 

47. Curiously, it is not prohibited under FINRA Rules to have simultaneous 
registrations with two separate FINRA firms for an individual Registered 
Representative as long as the two broker dealer firms agree on such a configuration, 
but this is a different type of dual-registrant altogether. 
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 A dual registrant acting as a Registered Representative and an 
Investment Advisor Representative (IAR) 

 A hybrid dual registrant, one who maintains their affiliation as a 
Registered Representative with a broker dealer while creating his or 
her own Registered Investment Advisory firm 

 A dual registrant broker dealer with an affiliated entity which is also 
a Registered Investment Advisor 

 A free-standing Registered Investment Advisor which also employs 
dually-registered individual financial professionals 
 
 

(ii.) Dual-Registrant Statistics 
 

The aggregate total revenues generated by broker-dealers operating on a 
dual-registrant status, including broker dealer firms dually registered as 
investment advisors, as well as stand-alone registered broker dealers, was 
$8.69 billion in commissions in 2018 with $20.78 billion in fees (source fees 
as particularized in FOCUS data which includes investment advisory fee 
services, administrative services and account supervision fees both broker-
dealers and dually-registered firms).48   

From here the breakdown of dually-registered investment advisors and 
stand-alone registered broker dealers each earning about the same amount in 
commissions ($4.62 billion v. $4.07 billion).49 As it relates to fees, however, 
dually-registered investment advisors earned far more in fees in 2018 ($17.56 
billion) as to fees of stand-alone registered BD’s of $3.22 billion.50 
 

 
 
 
 
 
 

 
48. Securities and Exchange Commission, Regulation Best Interest: The Broker-
Dealer Standard of Conduct, 17 C.F.R. Part 240 [Release No. 34-830621; File No. 
S7-07-18] RIN 3235-AM35 at 410. 

49. Id. 

50. Id. 
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(iii.) The Implications of the Best Interest Rule for Dual-Registrants51 
 

The recent issuance by the SEC, “Regulation Best Interest – A Small 
Entity Compliance Guide” describes the universe of financial professionals 
who will ultimately be required to follow the provisions of Regulation Best 
Interest including the following, in haec verba: 

Dually registered financial professionals:  If you are a financial 
professional who is dually registered (i.e., an associated person of a 
broker-dealer and a supervised person of an investment adviser 
(regardless of whether you work for a dual-registrant, affiliated firm, 
or unaffiliated firm)) making an account recommendation to a retail 
customer, whether Regulation Best Interest or the Advisers act 
applies will depend on the capacity in which you are acting when 
making the recommendation.  If you are acting as broker-dealer or 
associated person thereof, you must comply with Regulation Best 
Interest and will need to take into consideration all types of accounts 
that you offer (i.e., both brokerage and advisory accounts) when 
making the recommendation of an account that is in the retail 
customer’s best interest.52 
Individuals registered only as broker-dealers or associated 
persons:  If you are only registered as an associated person of a 
broker-dealer (regardless of whether that broker-dealer entity is a 
dual-registrant or affiliated with an investment adviser), Regulation 
Best Interest will apply to that account recommendation, but you 
need to take into consideration only the brokerage accounts 
available.  You can only recommend a brokerage account that the 
broker-dealer offers if you have a reasonable basis to believe that the 
recommended brokerage account is in the best interest of the retail 

 
51. In the context of the new definition of “retail customer” as a “...natural person, or 
the legal representative of such person, who...receives a communication of any 
securities transaction or investment strategy involving securities from a broker-
dealer; and uses the recommendation primarily for personal, family or household 
purposes,” it is submitted by this author that this same interpretation should be 
afforded to public investors who file arbitration claims with the American 
Arbitration Association, thereby requiring the application of the consumer rules as 
opposed to commercial rules, with the resultant far more affordable fee structure. 

52. Securities and Exchange Commission, Regulation Best Interest – A Small Entity 
Compliance Guide at 2 (September 23, 2019). 
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customer, and the broker-dealer otherwise complies with Regulation 
Best Interest.53 
Further, with respect to those dual registrants straddling separation 

between the BD and RIA sides of business, the SEC has likewise sought a 
better definition of the term “solely incidental”.54 Registered Investment 
Advisory firms are required to have written compliance and supervisory 
procedures directly associated with their business model with required 
particulars including their information security policies/procedures and 
business continuity plan. 

In 2014, the SEC made known with the announcement of its National 
Exam Program initiatives for the year.  Its concern that dual registrants not 
be motivated by revenue generation for the firm versus recommendations in 
the best interest of the client.55  Also notable, the outside business activities 
reporting requirements of FINRA Rules includes FINRA Rule 3270 is 
something which many argue may not be strictly pursued by the SEC.  
 
 

(iv.) The Emerging Standard of Care 
 

The Regulation Best Interest Release states that Reg BI is not applicable 
to investment advice given to a retail customer by a dual registrant acting in 
the capacity of an investment advisor.  Ok, so, how do we know when a dual 
registrant is acting as an investment advisor?  Well, the Regulation Best 
Interest Release goes on to indicate that a “facts and circumstances” test will 
be utilized to decide which hat a dual registrant is wearing when a 
recommendation is made, with the indicated factors given by SEC staff to 
include: 

i. the type of account 
ii. how the account is described 

iii. the type of compensation 

 
53. Id. at 2-3. 

54. Securities and Exchange Commission, Commission Interpretation Regarding the 
Solely Incidental Prong of the Broker-Dealer Exclusion From the Definition of 
Investment Adviser, 17 CFR Part 276 [Release No. 1A-5249]. 

55. Securities and Exchange Commission, SEC Announces 2014 Examination 
Priorities (January 9, 2014); Securities and Exchange Commission, National Exam 
Program, Office of Compliance Inspections and Examinations, Examination 
Priorities (January 9, 2014). 
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iv. the extent to which the dual registrant made clear to the customer 
or client the capacity in which it was acting 

 
Earlier this year, the SEC staff prepared a “Hypothetical Relationship 

Summary for a Dually Registered Investment Advisor and Broker Dealer”56.  
In furtherance of this objective of sharing that customers are fully advised of 
the distinction between the broker dealer services associated with brokerage 
accounts and those services associated with investment advisory accounts.57 

Included in the SEC’s Standard of Conduct Rules, Forms and 
Interpretations for investment advisory firms and broker dealers is the need 
to establish a standard of care for brokerage firms when suggesting securities 
transactions or investment proposals involving securities to retail 
customers.58  On the flip side, investment advisors are likewise required to 
articulate a fiduciary standard of care to the client.59 

In circumstances of a conflict between the assessment of the proper 
standard of care applicable to a Dually-Registered Investment Advisor (i.e. 
FINRA Rule vs. Regulation Best Interest or both?) particularly in 
circumstances of high or low degree of care in the context of suitability 
and/or the fiduciary standard of care.  While investment advisors are held to 
the higher fiduciary standard of care when dealing with their clients, does the 
new regulatory scheme require a higher fiduciary standard of care with an 
investment advisor when selling securities, while also applying a lower 
standard of care when selling fixed annuities? 

The fiduciary standard of care requires that investment advisors disclose 
all known material facts, as well as material conflicts to their clients in order 
to properly place their clients’ interests before their own.  So, can a Dually-

 
56. Securities and Exchange Commission, Hypothetical Relationship Summary for a 
Dually Registered Investment Adviser and Broker-Dealer, Appendix C.  

57. This CRS relationship summary requirement, which also includes required 
amendments to the Form ADV, known as Form CRS, will be applicable to both 
Broker Dealers and Registered Investment Advisors with a compliance date 
requirement of June 30, 2020. 

58. Securities and Exchange Commission, SEC Adopts Rules and Interpretations to 
Enhance Protections and Preserve Choice for Retail Investors in Their Relationships 
with Financial Professionals (June 5, 2019) (The broker-dealer standard of conduct 
applies to broker-dealers with a compliance date requirement of June 30, 2020.). 

59. The SEC’s interpretations relating to the fiduciary interpretation of the Standard 
of Conduct for investment advisors had a compliance date requirement of July 12, 
2019. 
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Registered broker be a fiduciary for certain investments but not others?  This 
seeming game of dodgeball is really an argument which would appear to fall 
flat on its face in light of these clear pronouncements on this point.60  
Regulation BI, while not a fiduciary standard of care, tends to raise 
suitability standards. 

In the context of dual-registrant firms maintaining revenue sharing 
arrangements with mutual fund companies, another burning issue is the 
applicability of the Best Execution61 Obligation of FINRA Rule 3270, further 
expounded upon in FINRA Regulatory Notice 15-46.62  For example, what 
share class of mutual funds are being recommended – broker sold retail 
funds, direct sold retail funds, institutional funds or retirement account only 
funds?  This is important due to the various respective annual loads and/or 
one-time sales commissions which funds change.63 
 
 

(v.) New Disclosure Requirements 
 

Finally, in an SEC Release on June 5, 2019, the Securities and Exchange 
Commission published a pro forma/model for a Relationship Summary for a 
Dually-Registered Investment Advisor and Broker-Dealer prepared by the 
SEC staff, for illustrated purposes only.64 
 
 
 

 
60. See In the matter of Cadaret Grant & Co., Inc., Securities Exchange Act of 1934 
Release No. 81274 / August 1, 2017, Investment Advisers Act of 1940 Release No. 
4736 / August 1, 2017, Administrative Proceeding File No. 3-18087). 

61. FINRA, RULE 5310 (2014).  

62. FINRA REGULATORY NOTICE 15-46 (2015).  

63. The top revenue sharing mutual fund families with dual registrants includes 
Oppenheimer, American Funds, Franklin Templeton, AIM/Invesco, Lord Abbett, 
Hartford, Fidelity, Pimpco, JP Morgan, John Hancock, Black Rock and Federated 
Investors. Nicole M. Boyson, The Worst of Both Worlds?  Dual-Registered 
Investment Advisors Northeastern University, D’Amore-McKim School of Business.  
Northeastern U. D’Amore-McKim School of Business Research Paper No. 3360537 
at Appendix B (December 1, 2019). 

64. Securities and Exchange Commission, SEC Adopts Rules and Interpretations to 
Enhance Protections and Preserve Choice for Retail Investors in Their Relationships 
With Financial Professionals (June 5, 2019). 
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IV. DISPUTE RESOLUTION FORUMS AND THE PIABA RIA 
COMMITTEE STUDY 

 
The Public Investors Arbitration Bar Association (PIABA) Registered 

Investment Advisor Committee coordinated a sampling of 177 separate RIA 
Agreements, reviewing them for various contractual features including the 
existence of an arbitration clause, an arbitration forum selection clause, 
designation of applicable arbitration rules, choice of law provisions, waiver 
of rights clauses and class action waivers.65  This sampling, by no means a 
full and comprehensive sampling of all RIA client agreements, determined 
that 58 percent of these agreements contained arbitration clauses, with 48 
percent contained no arbitration clauses and 2 percent remaining silent on 
this issue.   

As far as forum selection provisions in these 177 contracts was 
considered, 40 percent of them designated AAA (70), 8 percent designated 
FINRA (14), 6 percent included forms other than AAA or FINRA and none 
of the arbitral forum provisions contained a JAMS forum provision.  As 
relates to which of the AAA arbitration rules designated commercial, 
consumer or “other” in the applicable arbitration rules provisions of the AAA 
contracts, 59 percent (27) designated the AAA commercial rules, 34 percent 
(24) indicating “other” arbitration rules with 27 percent (19) of the RIA 
contracts containing AAA form selection provisions remaining silent on the 
applicable arbitration rules (i.e. commercial, consumer and/or other).  
(PIABA RIA Committee Report). 
 
 
 
 

 
65. The Registered Investment Advisor Committee of PIABA for 2019 included 
Adam Gana Co-Chair, Timothy J. O’Connor, Co-Chair, Stefan Apotheker, Celiza P. 
Braganca, Benjamin P. Edwards, Charles H. Field, Stuart E. Finer, Joseph S. Fogel, 
Christopher Lufrano, David Miller, Darlene Pasieczny, Kirk Reasonover, Jeffrey R. 
Sonn, Jane L. Stafford, Andrew J. Stoltmann, Teresa J. Verges, Philip L. Vujanov, 
Adam Weinstein, Joseph Wojciechowksi, Samuel B. Edward, Ex Officio, Christine 
Lazaro Ex Officio, Beverly Mitchell Ex Officio, Robin S. Ringo Ex Officio, Tiffany 
Zachary Ex Officio.  Additionally, the kind efforts of the students of the University 
of Miami Law School including Christopher Lufrano, Philip Vujonov, Tiffany Colt 
and Lucas Hsu, all collectively devoted hundreds of hours of time in assessing the 
RIA contracts of the sampling. 
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V. CONCLUSION 
 

The trend of solely FINRA registered broker dealers and FINRA 
associated persons switching to a dual-registrant format has been continuing 
at vigorous pace over the past 15 years.  Some practitioners and experts 
opine that this new trend tending to require dual registration has afforded an 
opportunity for reverse churning. 

Parallel to this, many thousands of individual FINRA Registered 
Representatives have been jettisoning their FINRA registration all together, 
moving to a Registered Investment Advisor/Individual Advisor 
Representative format, with many thousands of individuals simply setting up 
as sole proprietor RIA firms.  Many suggest that this latter model will 
continue to present financial viability concerns, particularly in the case of 
many of these firms which do not carry errors and omissions insurance. 

As of this writing, it is not fully known how non-FINRA Registered 
RIAs/IARs might seek to modify the arbitration and dispute resolution 
clauses in their contracts.  Will they prefer to be in court or might they seek 
to have investors resolve their disputes or pursuant to forum rules that might 
tend to dissuade small investors from pursuing claims due to the associated 
costs associated with venues such as JAMS or the costs associated with the 
AAA commercial rules? 

In a final analysis, this author suggests that Regulation Best Interest will 
ultimately afford protections to retail investors doing business with dual 
registrants by more clearly defining the responsibilities of both Broker 
Dealer/Registered Representatives on the one side and Registered Investment 
Advisor/Investment Advisor Representatives. 
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CASES & MATERIALS 
 

Lance McCardle and Philip Vujanov 
 
 
Court rules that SLUSA does not govern Plaintiffs’ class action complaint 
for misrepresentation in connection with investment into College Savings 
Plan. 
Baldwin v. Merrill Lynch, Pierce, Fenner & Smith Inc., No. 19-00026, 2019 
WL 4046542, at *1 (D. Me. Aug. 27, 2019). 

Baldwin, a New York resident, filed a class action complaint against 
Merrill Lynch, Pierce, Fenner & Smith Incorporated (“Merrill Lynch”), 
alleging that Merrill Lynch had misrepresented the tax consequences of 
investing money into the Maine College Savings Program (“Maine 529 
Program”).  Baldwin, 2019 WL 4046542, at *1.  Specifically, Baldwin claimed 
that Merrill Lynch misleadingly and deceptively marketed the Maine 529 
Program that it managed as providing the same state tax advantages for New 
York state income taxpayers as those provided by New York’s 529 college 
savings program (“New York 529 Program”).  Id.  Baldwin alleged that he 
incurred civil penalties for unpaid New York taxes based on his reliance on 
Merrill Lynch’s misstatements.  Id.  The complaint was brought on behalf of 
a proposed class consisting of “[a]ll persons and entities who paid New York 
state income taxes and enrolled in the Maine 529 Program through Merrill 
Lynch's websites expecting to receive the same tax benefits as New York 529 
Program participants.” Id.  Baldwin alleged only Maine state law claims 
(Maine Unfair Trade Practices Act and Negligent Misrepresentation).  Id. 

Merrill Lynch moved to dismiss Baldwin’s complaint, arguing that the 
Securities Litigation Uniform Standards Act (“SLUSA”) requires that any 
class action alleging misrepresentation in connection with the purchase or sale 
of covered securities be brought under federal law.  Id. at *2.  SLUSA, in 
relevant part, provides as follows: 

No covered class action based upon the statutory or common law of 
any State or subdivision thereof may be maintained in any State or 
Federal court by any private party alleging—(A) a misrepresentation 
or omission of a material fact in connection with the purchase or sale 
of a covered security; or (B) that the defendant used or employed any 
manipulative or deceptive device or contrivance in connection with 
the purchase or sale of a covered security. 

15 U.S.C.A. § 78bb(f)(1) (2019). 
The court noted that four elements must be satisfied for SLUSA to apply: 

“There must be (i) a covered class action, (ii) based on state law, (iii) alleging 
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fraud or misrepresentation in connection with the purchase or sale of, (iv) a 
covered security.”  Baldwin, 2019 WL 4046542, at *2 (citing Hidalgo-Vélez 
v. San Juan Asset Mgmt., Inc., 758 F.3d 98, 104 (1st Cir. 2014)). The court 
further observed that it was undisputed that the first two elements were 
satisfied because Baldwin’s suit was a covered class action alleging fraud or 
misrepresentation in violation of Maine law, and, therefore, that the court’s 
focus would be limited to whether the misrepresentations alleged in the 
complaint were made in “connection with” the purchase or sale of a “covered 
security” as contemplated by the third and fourth elements.  Id.   

Baldwin argued that SLUSA does not require dismissal of the complaint 
“because the misrepresentations it alleges were not made in connection with 
the purchase of covered securities, but were instead made in connection with 
his and the class members’ decisions to invest in the Maine 529 Program, 
which Merrill Lynch concedes is not itself a covered security.”  Id.   But the 
court noted that the fact that “the Maine 529 Program plans are not themselves 
covered securities does not end the SLUSA analysis because, as the First 
Circuit has recognized, “[w]hen the primary purpose of a plaintiff's purchase 
of an uncovered security is to reap the benefit of trading in covered securities, 
the SLUSA does apply.” Id. at *3 (citing Hidalgo-Vélez, 758 F.3d at 108; Gray 
v. TD Ameritrade, Inc., No. 18 C 00419, 2019 WL 2085136, at *4 (N.D. Ill. 
May 13, 2019) (“The Supreme Court ... [has] affirmed that a plaintiff need not 
personally make the investment decision to satisfy the ‘in connection with’ 
requirement; rather, the fraud has to coincide with the covered securities 
transaction.”).  Relying on this authority, Merrill Lynch contended that “the 
Maine 529 Program is a vehicle for participants to take an ownership interest 
in underlying covered securities.”  Id. 

The court found that “[w]hen courts are confronted with plaintiffs who 
allege that a misrepresentation has induced them to purchase uncovered 
securities, the SLUSA precludes the claim only if the circumstances of the 
purchase evince an intent to take an ownership interest in covered securities.” 
Id. (citing Hidalgo-Vélez, 758 F.3d at 108).  The court then noted that it would 
analyze (i) the primary purpose of the Maine 529 Program and (ii) the nature 
of Merrill Lynch’s alleged misrepresentations. Id. To begin, while 
acknowledging that the Maine 529 Program offers investments in covered 
securities, including mutual funds and ETFs, the court concluded that Merrill 
Lynch failed to establish that the “primary purpose” of the Maine 529 Program 
was to invest in covered securities, as opposed to save for educational 
expenses. Id. Then, the court held that the subject of the alleged 
misrepresentation—the program’s tax advantages—were not connected to 
whether funds are invested in covered or uncovered securities.  Id. at *4.  
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The court denied Merrill Lynch’s motion to dismiss, finding that 
Baldwin’s complaint did not allege fraud or misrepresentation in connection 
with the sale of a covered security because there is no “‘connection’ between 
the materiality of the [misrepresentation] and the statutorily required ‘purchase 
or sale of a covered security.’”  Id. at *5 (citing Chadbourne & Parke LLP v. 
Troice, 571 U.S. 377, 397 (2014)). 
 
 
Court finds that claims regarding purchase of goods or services from 
associated person’s independent company are not subject to FINRA 
arbitration. 
Centaurus Fin., Inc. v. Ausloos, No. 19-243, 2019 WL 2027271, at *3–4 (E.D. 
Wis. May 8, 2019). 
 

Ausloos initiated a FINRA arbitration against Centaurus Financial, Inc. 
and its registered representative Robert Binkele.  Centaurus, 2019 WL 
2027271, at *1.  Centaurus is registered with the SEC and is a member of 
FINRA.  Id.   Ausloos alleged that Binkele owns Estate Planning Team, Inc. 
(“EPT”), a company that offers and sells deferred sales trusts, and that he and 
Binkele entered into a “Marketing Sublicense Agreement” that contained a 
clause guaranteeing a return on investment.  Id.  Ausloos specifically alleged 
that he paid Binkele and EPT $125,000 in exchange for the promise of 
guaranteed income but that Binkele defrauded him by selling him an 
unregistered security.  Id. 

In response to the FINRA statement of claim, Centaurus filed a complaint 
for injunctive relief in the Eastern District of Wisconsin.  Id. at *2.  Centaurus 
sought to enjoin the FINRA arbitration because there was no agreement to 
arbitrate between Centaurus and Ausloos and because Ausloos never 
purchased any security from Centaurus.  Id. 

The court began by noting that “[t]o justify a preliminary injunction, 
Centaurus must first make a threshold showing that [1] it has a reasonable 
likelihood of success on the merits, [2] no adequate remedy at law exists, and 
[3] it will suffer irreparable harm if a preliminary injunction is denied.”  Id. at 
*3 (citing Ezell v. City of Chicago, 651 F.3d 684, 694 (7th Cir. 2011)).  As the 
first point, Centaurus argued that there was a strong likelihood of success on 
the merits because all of Ausloos’ claims relate to his contract with Binkele 
and Binkele’s company, EPT, not with Centaurus.  Id. 

The court observed that Ausloos’ argument revolves around FINRA Rule 
12200, which states: 

Parties must arbitrate a dispute under the Code if: 
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•  Arbitration under the Code is either: 
(1) Required by a written agreement, or 
(2) Requested by the customer; 

•  The dispute is between a customer and a member or associated 
person of a member; and 

•  The dispute arises in connection with the business activities 
of the member or the associated person, except disputes 
involving the insurance business activities of a member that is 
also an insurance company. 

While Ausloos conceded that he did not have a written agreement with 
Centaurus to arbitration, he argued that he could compel arbitration because 
(i) he is a customer of Binkele and Centaurus, (ii) the dispute arose between 
him (as a customer) and Centaurus’ associated person, Binkele, and (iii) the 
dispute arose from the business activities of both Binkele and Centaurus.  Id. 
at *4. 

The court disagreed.  After reviewing different circuits’ considerations of 
the meaning of “customer” under the FINRA Customer Code, the court found 
that the various “definitions of ‘customer’ pursuant to FINRA Rule 12200 all 
have one thing in common—a business relationship between the purported 
customer and the FINRA member, usually by purchasing goods or services 
from a FINRA member.”  Id. at *5.  The court opined that “[i]f one does not 
purchase a good or service from the FINRA member, he is not the FINRA 
member’s customer simply because he purchased the good or service from an 
‘associated person’ acting on behalf of his or her own independent company.”  
Id. From there, the court held that because Ausloos purchased his security from 
EPT and not Centaurus, Centaurus was reasonably likely to succeed on its 
claim that the underlying dispute was not arbitrable because no customer 
relationship between Ausloos and Centaurus exists.  Id. 

After noting that “[n]umerous cases hold that a party forced into an 
unauthorized arbitration proceeding is ‘irreparably harmed by being forced to 
expend time and resources arbitrating an issue that is not arbitrable, and for 
which any award would not be enforceable’” the court granted Centaurus’ 
motion for preliminary injunction. Edward E. Gillen Co. v. Ins. Co. of the State 
of Pennsylvania, 747 F. Supp. 2d 1058, 1062 (E.D. Wis. 2010).   
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9th Circuit Reverses Denial of Petition to Vacate Relating to Panel’s 
Refusal To Grant Reasonable Continuance. 
Sayre v. JPMorgan Chase & Co., 781 F. App’x 667, 668 (9th Cir. 2019). 
 

Bradley Sayre, a former JP Morgan Securities (“JPMS”) financial advisor, 
filed a FINRA arbitration against JPMS, alleging that JPMS wrongfully 
terminated him after he complained about certain policies and protocols.  Sayre 
v. JP Morgan Chase & Co., No. 17-2285, 2018 WL 1109032, at *1 (S.D. Cal. 
Feb. 26, 2018).  On the first day of the arbitration hearing, Mr. Sayre’s counsel 
became ill and needed to go to the doctor and requested that the hearing be 
continued until the following day.  Id.  The following day, Mr. Sayre’s 
attorney’s wife appeared and requested a continuance of the hearing because 
neither the attorney nor Mr. Sayre could be present.  Mr. Sayre’s attorney was 
absent due to his health, and Mr. Sayre was absent because his wife was about 
to have a baby.  Id. The attorney’s wife provided a doctor’s note stating that 
the attorney was currently in the emergency room and an email from Mr. Sayre 
noting that he intended to take 12 weeks of personal time to support his family.  
Id.  The Panel denied the request to continue the hearing and found in favor of 
JPMS.  Id.  Mr. Sayre filed a Petition to Vacate the arbitration award.  Id. 

The district court first noted that under the Federal Arbitration Act, it may 
vacate an arbitration award: 

(1) where the award was procured by corruption, fraud, or undue means; 
(2) where there was evident partiality or corruption in the arbitrators, or 

either of them; 
(3) where the arbitrators were guilty of misconduct in refusing to postpone 

the hearing, upon sufficient cause shown, or in refusing to hear evidence 
pertinent and material to the controversy; or of any other misbehavior by which 
the rights of any party have been prejudiced; or 

(4) where the arbitrators exceeded their powers, or so imperfectly executed 
them that a mutual, final, and definite award upon the subject matter submitted 
was not made. 

Id. at *2 (citing 9 U.S.C. § 10(a)).  Mr. Sayre argued that the award should 
be vacated because “the arbitrators were guilty of misconduct in refusing to 
postpone the hearing, upon sufficient cause shown” and that “the arbitrators' 
refusal to postpone the hearing when neither he nor his counsel could be 
present was unconscionable and denied him his right to be heard.”  Id. 

The district court disagreed and denied the Petition to Vacate, finding no 
manifest disregard of the law.  The court observed that “[a]n arbitration award 
is generally upheld if there was ‘any reasonable basis’ for denying the 
requested continuance.”  Id. at *3 (citing Cortina v. Citigroup Glob. Mkts., 
Inc., No. 10-2423, 2011 WL 3654496, at *5 (S.D. Cal. Aug. 19, 2011) (quoting 
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Scott v. Prudential Sec., Inc., 141 F.3d 1007, 1016 (11th Cir. 1998)).  The court 
further found that that Panel had provided a “reasonable basis” for its denial.  
Id.  Specifically, the court noted that the Panel (1) determined it could make 
an impartial decision with or without Mr. Sayer or his lawyer’s presence; (2) 
reviewed the evidence submitted by both parties; and (3) reasonably found an 
indefinite postponement of the arbitration hearing was unnecessary given there 
was sufficient evidence available that would allow it to make a fair and 
impartial decision. Id.  Mr. Sayre appealed to the Ninth Circuit. 

The Ninth Circuit reversed, finding that the Panel had arbitrarily denied 
Mr. Sayre’s reasonable request for postponement: 

This case presents one of the rare instances where an arbitration award 
must be vacated due to the arbitration panel’s arbitrary denial of a 
reasonable request for postponement. The arbitration panel denied 
Sayre’s counsel’s request for a continuance, even though it is 
undisputed that he had a medical emergency. At the time of the 
continuance request, only half a day of a scheduled nine-day 
arbitration hearing had been completed and only a single witness had 
testified. After denying postponement, the panel proceeded in Sayre’s 
counsel’s absence, admitting exhibits into evidence and hearing only 
the defense’s closing argument. The panel then summarily denied 
Sayre’s claims without articulating how it could have rendered a 
“comprehensive evaluation” based on only a portion of Sayre’s case-
in-chief and without addressing why it could not have granted a 
continuance at least for the three days for which the doctor had placed 
Sayre’s counsel off work. 

 
 
Court grants leave to amend for Plaintiff to more fully support 
fraud claims. 
Langille v. Berthel, Fisher & Co. Fin. Servs., Inc., No. 19-00454, 2019 WL 
4511614, at *1 (E.D. Cal. Sept. 19, 2019). 
 

Plaintiffs originally filed a FINRA arbitration proceeding on March 22, 
2018, against Berthel, Fisher & Company, alleging that their former financial 
advisor and Berthel Fisher’s former employee improperly steered them into 
high risk, high cost direct participation programs (DPPs).  The DPPs, including 
United Development Funding, and Atel Growth Capital, were sold in 2006.  
See Langille v. Berthel Fisher & Co., FINRA No. 18-01092 (Nov. 19, 2018).  
Berthel Fisher filed a motion to dismiss under FINRA Rule 12206, which the 
Panel subsequently granted.   
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Plaintiffs subsequently sued Berthel Fisher in state court in February 2019, 
alleging breach of fiduciary duty, fraud in the inducement, negligence, and 
negligent supervision.  Langille, 2019 WL 4511614, at *1-2.  As noted by the 
district court: 

Plaintiffs allege they “entrusted Mr. Davis with virtually all of the 
money that they had worked for and saved for over their entire lives,” 
that “Davis was very familiar with [their] [ ] circumstances, and their 
general desire to protect their savings along with some growth and 
income.... and [aware] that [they] [ ] would be relying entirely on him 
to make appropriate investment decisions for the accounts.” Id. ¶¶ 8–
9. Nonetheless, according to plaintiffs, Davis recommended plaintiffs 
invest in “two high-risk illiquid [direct participation programs 
(“DPPs”) ].” Id. ¶ 10.  

* * * * * 
Plaintiffs allege Davis recommended the UDF and Atel investments 
“solely because these securities were massive commission-generating 
products” that “resulted in the Langilles paying exorbitant 
commissions and fees,” even though neither investment was suitable 
given plaintiffs’ needs and goals. Id. ¶¶ 11, 19−20. Davis allegedly 
misrepresented the investments as “a secure way to invest [plaintiffs’] 
retirement money” and represented that the investments would 
provide “a full return of [plaintiffs’] principal investment along with 
income,” without properly disclosing the risks or characteristics of the 
investments or the “extremely large commissions he and his brokerage 
firm generated as a result of these transactions.” Id. ¶¶ 13−17. 

Id. at *1.  In response, Berthel Fisher filed a motion titled “motion to dismiss,” 
but it actually moved under Rule 9(b), Rule 12(b)(6), and Rule 56 for the 
dismissal of Plaintiffs’ claims.  The court observed that Berthel Fisher 
primarily argued that Plaintiffs’ claims were time barred, warranting summary 
judgment under Rule 56; but Berthel Fisher also argued under Rules 9(b) and 
12(b)(6) that Plaintiffs’ claims should be dismissed for failing to satisfy Rule 
9(b)’s heightened pleading standard for fraud and for failing to allege tolling 
of the applicable statutes of limitation.  The court declined to rule on the 
motion for summary judgment, but it opted to grant the motion to dismiss. 

As to Berthel Fisher’s fraud argument, the court found that Plaintiffs’ 
complaint was not as threadbare as Berthel Fisher suggested, but ruled that 
“more robust allegations, particularly as to the ‘when, where, and how’ of [the 
advisor’s] alleged fraud are necessary to satisfy Rule 9(b).”  Id. at *5.  
Accordingly, the court granted the motion with leave to amend. 
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As to Berthel Fisher’s tolling argument, the court observed that the statutes 
of limitation periods for Plaintiffs’ claims were four (4) years (breach of 
fiduciary duty), three (3) years (fraud in the inducement), and two (2) years 
(negligence) and that Plaintiffs’ claims arise from investments made in 2006 
(13 years earlier).  Relying on the delayed discovery rule, Plaintiffs argued that 
they could not have known of their advisor’s misrepresentations until 2016, 
when they learned that some of their investments were worthless.  Plaintiffs 
relied on “cases holding that a party’s duty to investigate is relaxed or absent 
when she relies on the representations of a fiduciary acting on her behalf.”  Id. 
at *6.  See, e.g., Hobbs v. Bateman Eichler, Hill Richards, 164 Cal. App. 3d 
174, 201−03 (1985) (plaintiff had no duty to investigate where financial 
advisor changed her investment goals form without her permission, made 
trades and purchases without her consent or authorization and sent plaintiff 
confirmation slips that did not identify her account balance or indicate her 
distribution checks were paid from principal); Vucinich v. Paine, Webber, 
Jackson & Curtis, Inc., 739 F.2d 1434, 1436–37 (9th Cir. 1984) (“[T]he statute 
of limitations may be tolled by a broker reassuring his client on concerns 
relevant to the possible misrepresentation.”).  The court ultimately granted the 
motion with leave to amend to allow Plaintiffs to include additional allegations 
that they never received certain information and that they disputed the 
accuracy of other information provided by Berthel Fisher.  Langille, 2019 WL 
4511614, at *6.   

Plaintiffs ultimately submitted an amended complaint, and Berthel Fisher 
again moved to dismiss.  That motion was pending at the time of this 
submission. 

 
 

Second Circuit reverses dismissal of Plaintiffs’ claims based on failure to 
show damages. 
Fezzani v. Dweck, 779 F. App’x 815, 816 (2d Cir. 2019). 
 

Plaintiffs alleged that they were defrauded out of millions of dollars by a 
now-defunct broker dealer, A.R. Baron & Co. (“Baron”) and its former 
officers, directors, and key employees.  They brought an action against the co-
conspirators, alleging claims for aiding and abetting fraud and civil conspiracy 
to defraud.  The district court dismissed Plaintiffs’ claims on a motion for 
summary judgment, finding that “Plaintiffs failed to adduce sufficient 
evidence to establish the damages.”  Fezzani v. Bear, Stearns & Co. Inc., No. 
99-0793, 2018 WL 324897, at *4 (S.D.N.Y. Jan. 5, 2018), vacated and 
remanded sub nom. Fezzani v. Dweck, 779 F. App’x 815 (2d Cir. 2019).   
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On de novo review, the Second Circuit vacated the lower court’s ruling.  
The Court noted that “Defendants’ theory is that Plaintiffs may have realized 
profits based on sales of [some of the securities at issue], which had been 
transferred to third-party accounts, and that such profits would have been, 
according to Defendants, the result of a ‘single wrong,’ which would decrease 
the net loss from the fraud and potentially result in net profits.”  Fezzani v. 
Dweck, 779 F. App’x at 817 (citing Abrahamson v. Fleschner, 568 F.2d 862, 
878 (2d Cir. 1977) (“This is not to say, however, that a plaintiff may recover 
for losses, but ignore his profits, where both result from a single wrong.”); 
Chalom v. Liparelli, 653 N.Y.S.2d 641, 643 (App. Div. 2nd Dept. 1997) 
(plaintiff could not recover for fraud when he lost money from one part of 
transaction but gained from other parts, resulting in a net profit from the entire 
fraudulent transaction); Majestic Export Co. v. Katz & Greenfield, Inc., 288 
N.Y.S. 941, 942 (App. Div. 1st Dept. 1936) (plaintiff was not entitled to 
recover damages for fraud and deceit in inducing him to enter a contract 
because the transaction resulted in a net profit to plaintiff). The Court found 
that the district court made no ruling on whether any profits that Plaintiffs may 
have received were attributable to Baron’s fraudulent scheme and that such 
factual issues preclude summary judgment on the damages element of 
Plaintiffs’ claims.  Id. 

The Court further found that the lower court’s (and Defendants’) reliance 
on Celotex Corp. v. Catrett, 477 U.S. 317 (1986), was “misplaced.”  Id.  The 
Court noted that while “Plaintiffs’ evidence (or lack thereof) demonstrates 
potential holes in their theory of damages,” Celotex “requires Defendants to 
demonstrate ‘a complete failure of proof concerning an essential element of 
[Plaintiffs’] case sufficient to ‘necessarily render[ ] all other facts 
immaterial.’” Id. at 817-18 (quoting Celotex, 477 U.S. at 323).  The Court 
specifically ruled that “Celotex does not require Plaintiffs to prove damages to 
survive summary judgment.” Id. (citing Integrated Waste Servs., Inc. v. Akzo 
Nobel Salt, Inc., 113 F.3d 296, 302–03 (2d Cir. 1997) (concluding that 
defendant met “its burden of pointing to a gap in plaintiff’s proof on a material 
issue” under Celotex, but holding that plaintiffs’ “poorly developed” and 
“meager” record on damages was sufficient to preclude summary judgment 
and “permit them to introduce more specific evidence at trial”). 
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Jury convicts a former broker of fraud relating to the sale of high-risk, 
high-fee alternative investments. 
United States v. Diaz, No. 3-CR-16-22, 2020 U.S. Dist. LEXIS 3029, at *1 
(M.D. Pa. Jan. 8, 2020). 
 

Anthony Diaz, a former broker and investment advisor, was accused of 
falsifying client documents, including net worth figures, in order to put clients 
in high-risk investments. He earned lucrative commissions selling high-risk, 
high-fee investments to his customers by means of misrepresentation and 
fraud. He was charged with seven (7) counts of wire fraud and four (4) counts 
of mail fraud. Id. at *1.  

Prior to his indictment, Mr. Diaz was terminated from six (6) broker-dealer 
firms and was permanently barred from the securities industry by FINRA. Mr. 
Diaz filed a motion in limine, pursuant to Federal Rule of Evidence 404, 
seeking to preclude the use of trial evidence relating to his alleged prior bad 
acts, i.e., his prior terminations and disbarment from the securities industry. 
Id. at *2.  As noted by the Court, "[r]ule 404(b) directs that evidence of prior 
bad acts be excluded—unless the proponent can demonstrate that the evidence 
is admissible for a non-propensity purpose [i.e., not to show the defendant's 
propensity to behave in a certain manner]." Id. at *3 (citing United States v. 
Repak, 852 F.3d 230, 240-41 (3d Cir. 2017)). 

In response, the government contended that such evidence is intrinsic, and 
thus outside of the scope of Rule 404: 

[p]roving that Diaz was terminated by various broker-dealers and 
under regulatory investigation does not establish his propensity to 
commit the charged offenses, but rather is direct evidence of his 
associated misrepresentations to clients. As such, the government 
contends that this is intrinsic evidence, directly relevant to the scheme 
alleged in the indictment, which is outside of the scope of Rule 
404(b)… 

Id. at *5.  
In denying Mr. Diaz’s motion in limine, the court determined that the 

“challenged prior bad acts of Diaz are proffered to directly prove the financial 
scheme alleged in the indictment.” Id. at *6. Thus, the court found that the 
challenged evidence of Mr. Diaz’s prior bad acts were “intrinsic and thus 
beyond the scope of Rule 404(b).” Id. at *8. 

During the trial, Mr. Diaz argued that no criminal intent existed and that 
he could not be guilty of fraud, as the money was not stolen, but rather his 
clients lost money in the investments they were sold. Mr. Diaz further pointed 
to the fact that clients signed paperwork agreeing to the investments and 
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acknowledge the risks associated with the investments. Ultimately, the jury 
convicted Mr. Diaz on all 11 counts against him.  

  
 

Court holds that a transferee wishing to take advantage of the good faith 
defense in a clawback action must show it conducted a diligent 
investigation if on inquiry notice of fraud. 
Janvey v. GMAG, L.L.C., 63 Tex. Sup. Ct. J. 250 (2019). 
 

In 2009, one of the biggest investor frauds in U.S. history was uncovered: 
a multi- billion-dollar Ponzi scheme run by Houston financier R. Allen 
Standford and Standford International Bank, Ltd. Since then, the court-
appointed receiver, Ralph Janvey (the “Receiver”), has initiated numerous 
actions in an attempt to recover assets on behalf of Standford’s defrauded 
investors. 

One of the largest investors in the Stanford Ponzi scheme, Gary Magness 
(through various entities he controlled) (collectively “Magness”), purchased 
$79 million in fraudulent certificates but withdrew the funds shortly after the 
SEC’s investigation into Stanford became public. Id. at *2-3. The Receiver 
sued Magness in federal district court in an attempt to clawback the funds, 
alleging that when Magness withdrew money from the bank, it constituted a 
fraudulent transfer under the Texas Uniform Fraudulent Transfer Act 
(TUFTA) and resulted in Magness being unjustly enriched. Id. at *4. In his 
defense, Magness argued that he “satisfied TUFTA’s good-faith defense, thus 
preventing the Receiver from avoiding the Bank’s transfer.” Id.  

Following a jury trial, the jury found that Magness had inquiry notice of 
the Ponzi scheme, but that, had he investigated, “an investigation would have 
been futile.” Id. at 4. Thus, the court concluded that Magness satisfied his 
good-faith affirmative defense. Id.  The Receiver appealed, arguing, among 
other things, that “the jury’s finding of inquiry notice defeated Magness’s 
TUFTA good faith defense as a matter of law.” Id. at *5. The Fifth Circuit 
Court of Appeals held that Magness failed to satisfy TUFTA’s good-faith 
affirmative defense and reversed the district court’s judgement, rendering 
judgement for the Receiver. Janvey v. GMAG, L.L.C., 925 F.3d 229, 235 (5th 
Cir. 2019). Following Magness’s request for a rehearing, the Fifth Circuit 
vacated its prior opinion and certified the following question to the Supreme 
Court of Texas: 

Is the Texas Uniform Fraudulent Transfer Act's "good faith" defense 
against fraudulent transfer clawbacks, as codified at TEX. BUS. & 
COM. CODE § 24.009(a), available to a transferee who had inquiry 
notice of the fraudulent behavior, did not conduct a diligent inquiry, 
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but who would not have been reasonably able to discover that 
fraudulent activity through diligent inquiry? 

Id.  
The Texas Supreme Court concluded that the answer is no: a transferee on 

inquiry notice of a fraudulent transfer may not satisfy TUFTA’s good-faith 
defense without conducting a due diligence investigation: 

If a transferee has actual knowledge of facts that would lead a 
reasonable person to suspect the transfer is voidable under TUFTA but 
does not investigate, the transferee may not achieve good-faith status 
to avoid TUFTA's clawback provision—regardless of whether the 
transferee reasonably could have discovered the fraudulent activity 
through diligent inquiry. 

Janvey, 63 Tex. Sup. Ct. J. 250 at *5-6.  
In reaching this conclusion, the Court noted that, pursuant to the definition 

of good faith,  “a  transferee must show that its conduct was honest in fact, 
reasonable in light of known facts, and free from willful ignorance of fraud” 
and that “a transferee seeking to prove good faith must show that it 
investigated the suspicious facts diligently. A transferee who simply accepts a 
transfer despite knowledge of facts leading it to suspect fraud does not take in 
good faith.” Id. at *13. Thus, a transferee on inquiry notice of fraud cannot rely 
on a good faith defense without diligently investigating, irrespective of what 
the investigation would uncover. “To hold otherwise rewards willful ignorance 
and undermines the purpose of TUFTA. Id. at *18.  
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RECENT ARBITRATION AWARDS 
 

Christopher J. Gray 
 

This issue’s featured arbitration awards include cases in which FINRA 
arbitration panels awarded substantial compensatory damages awards and 
punitive damages to customer claimants, including an award of over $2.7 
million in punitive damages in a Texas case arising out of the Allen Stanford 
Ponzi scheme, and an award of $1 million in punitive damages in a Missouri 
case involving the sale of promissory notes and other non-conventional 
investments.  This issue also features an award in which a San Francisco panel 
appears to have granted the full panoply of remedies available under 
California's elder abuse statutes, including statutory and punitive damages and 
a statutorily mandatory award of attorneys' fees, in a case involving non-traded 
REITs and business development companies. Several of the awards 
specifically based the award of certain relief including punitive damages and 
attorneys' fees on state statutes, which highlights the importance of carefully 
checking for the availability of Blue Sky, elder abuse and other state statutory 
remedies when filing a case in an unfamiliar jurisdiction.  

 
 

Marilyn Ainsworth, as Executor of the Estate of Larry Ainsworth; Dr. 
Eric Lewis, as the Plan Trustee for the Southwest Center for Facial and 
Oral Surgery Defined Benefit Plan; Bobby Sapp; Stanley McMorris; 
Dana McElveen; David McElveen; James Thannum IRA; James 
Thannum and Roseann Thannum, as Grantors and Trustees of the 
Thannum Revocable Living Trust; and Robert Burns (Claimants) v. 
Pershing LLC (Respondent) 
Case No. 18-04019 
Dallas, Texas 
Hearing Dates: December 2, 2019 – December 6, 2019, December 9, 2019 
Award Date: February 18, 2020 
Consolidated With: 
Travis Bedsole IRA; Joyce Bedsole IRA; Dr. Andrew Watson; Courtney 
Watson; Kenneth Roberts; Hibbett Neel IRA; Susan Neel IRA; Virginia 
A. Scherer; and Thomas Scherer, as Trustee of the Thomas and Virginia 
Scherer Credit Shelter Trust (Claimants) v. Pershing LLC (Respondent) 
Case No. 18-04209 
Charles Gibson; William Mounger; Dr. Carter Towne; Mary Jo Kearfott; 
and Donna Lester (Claimants) v. Pershing LLC (Respondent) 
Case No. 19-00042 
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Counsel: 
Counsel for Claimants:  Scott D. Hirsch, Esq., Scott Hirsch Law 

Group, PLLC, Boca Raton, Florida, Donald 
L. Ferguson, Esq., Donald L. Ferguson, Esq., 
P.A., New Portland, Maine, and Charles E. 
Scarlett, Esq., Charles E. Scarlett, Esq., 
PLLC, Boca Raton, Florida.  

Counsel for Respondent:  Jeffrey J. Chapman, Esq., McGuireWoods 
LLP, New York, New York, and Tomas M. 
Farrell, Esq. McGuireWoods LLP, Houston, 
Texas. 

Arbitration Panel: 
James W. Kerr, Jr., Public Arbitrator, Presiding Chairperson  
William L. Cravens, Public Arbitrator 
Frances Johnson Wright, Public Arbitrator 

Investments at Issue: 
Respondent aided and abetted criminal activities related to a Ponzi scheme 

involving Certificates of Deposit (CDs) purchased by Claimants from Stanford 
International Bank, Ltd.  
Claimants’ Claims: 

Causes of Action in the Statement of Claim:  
(1) Aiding and abetting common law fraud;  
(2) Aiding and abetting breach of fiduciary duty;  
(3) Negligence (Gross Negligence);  
(4) Breach of contract;  
(5) Violation of FINRA Anti-Money Laundering Conduct Rule 3310;  
(6) Violation of FINRA Conduct Rule 2120: Manipulative, Deceptive, 
and Fraudulent Devices;  
(7) Violation of NASD Conduct Rule 2110: Commercial Honor and 
Principles of Trade;  
(8) Violation of NASD Conduct Rule 3010(a): Negligent Supervision; 
and  
(9) Civil conspiracy to defraud.  

Relief Requested: 
(1) Full rescission of the CDs issued by SIBL and compensatory damages; 
(2) Punitive damages in an amount at least three times the amount of  

 compensatory damages, as permitted under Mississippi law; 
(3) Pre-judgment and post-judgment interest, at the legal rate, for loss of 

use of capital, as permitted by Mississippi law; 
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(4) All costs and fees incurred in this action including all forum fees, 
expert witness related fees, and any additional costs/fees incurred by 
counsel; 

(5) Such further relief as the Panel deems just and appropriate. 
Relief Requested at the Close of the Hearing 

(1) Dr. Eric Lewis, as the Plan Trustee for the Southwest Center for 
Facial and Oral Surgery Defined Benefit Plan - $ 339,472.86; 

(2) Bobby E. Sapp IRA - $ 279,055.81;  
(3) Stanley McMorris IRA - $ 209,291.86; 
(4)  Dana W. McElveen and David McElveen - $ 348,819.76; 
(5)  James Thannum IRA and James Thannum and Roseann Thannum, as 

Grantors and Trustees of the Thannum Revocable Living Trust dtd 
7/24/2002 - $ 1,180,776.29; 

(6) Robert L. Burns - $ 49,475.72; 
(7) Joyce Bedsole, Travis Bedsole, and Travis Bedsole IRA - $ 

530,070.31; 
(8) John A. Watson and Courtney C. Watson - $ 192,842.72;  
(9) Kenneth W. Roberts - $ 348,819.76; 
(10) W. Hibbett Neel IRA - $ 389,618.56; 
(11) Virginia A. Scherer; Thomas Scherer and Virginia Scherer Credit 

Shelter Trust UAD 05/10/07, Thomas W. Scherer and Virginia A. 
Scherer Trustees- $ 1,895,315.07; 

(12) English Garden LLC by and through William M. Mounger II, as   
Manager $ 697,639.52; 

(13) Charles W. Gibson - $ 139,527.90; 
(14) Thomas Carter Towne and Thomas Carter Towne IRA - $ 

428,746.87; 
(15) Mary Jo Kearfott - $ 127,094.29; 
(16) Donna Lester, as Executrix of the Estate of Lawrence Lester -  
 $ 1,046,459.28; 
(17) Michael A. Kogutt - $ 2,731,881.25; 
(18) Randy A. Kogutt - $ 2,696,067.94; 
(19) Samuel M. Kogutt, formerly Kogutt Family Limited Partnership, 

Ltd.– $ 510,605.22; 
(20) Carolyn B. Smith and Paul B. Smith - $ 1,344,612.59; 
(21) Edwin Batiz, Jr. - $ 1,361,408.88; 
(22) Carol I. Bordok IRA - $ 244,173.83; and 
(23) James A. Windom IRA - $ 348,819.76. 
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Award: 
(1)  Respondent was liable and ordered to pay Claimants the following in 

compensatory damages: 
(a) Dr. Eric Lewis, as the Plan Trustee for the Southwest Center for 

Facial and Oral Surgery Defined Benefit Plan - $ 56,506.67; 
(b) Bobby E. Sapp IRA - $ 46,450.00;  
(c) Stanley McMorris IRA - $ 34,837.50; 
(d)  Dana W. McElveen and David McElveen - $ 58,062.50; 
(e)  James Thannum IRA and James Thannum and Roseann 

Thannum, as Grantors and Trustees of the Thannum Revocable 
Living Trust dtd 7/24/2002 - $ 110,795.12; 

(f) Robert L. Burns - $ 8,235.44; 
(g) Joyce Bedsole, Travis Bedsole, and Travis Bedsole IRA –  
 $ 88,232.40; 
(h) John A. Watson and Courtney C. Watson - $ 32,099.47;  
(i) Kenneth W. Roberts - $ 58,062.50; 
(j) W. Hibbett Neel IRA - $ 64,853.63; 
(k) Virginia A. Scherer; Thomas Scherer and Virginia Scherer Credit 

Shelter Trust UAD 05/10/07, Thomas W. Scherer and Virginia A. 
Scherer Trustees - $ 315,483.08; 

(l)  English Garden LLC by and through William M. Mounger II, as 
Manager - $116,125.00; 

(m) Charles W. Gibson - $ 23,225.00; 
(n) Thomas Carter Towne and Thomas Carter Towne IRA –  
 $ 71,366.70; 
(o) Mary Jo Kearfott - $ 21,155.37; 
(p) Donna Lester, as Executrix of the Estate of Lawrence Lester -  
 $ 174,187.50; 
(q) Michael A. Kogutt - $ 454,733.00; 
(r) Randy A. Kogutt - $ 448,771.62; 
(s) Samuel M. Kogutt, formerly Kogutt Family Limited Partnership, 

Ltd. - $ 84,992.36; 
(t) Carolyn B. Smith and Paul B. Smith - $ 223,818.36; 
(u) Edwin Batiz, Jr. - $ 226,612.17; 
(v) Carol I. Bordok IRA - $ 40,643.75; and 
(w) James A. Windom IRA - $ 58,062.50. 
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(2)  Respondent was liable and ordered to pay Claimants the following in 
punitive/exemplary damages: 

(a) Dr. Eric Lewis, as the Plan Trustee for the Southwest Center 
for Facial and Oral Surgery Defined Benefit Plan - 
$56,506.67; 

 (b) Bobby E. Sapp IRA - $ 46,450.00;  
 (c) Stanley McMorris IRA - $ 34,837.50; 
 (d)  Dana W. McElveen and David McElveen - $ 58,062.50; 

(e)  James Thannum IRA and James Thannum and Roseann 
Thannum, as Grantors and Trustees of the Thannum 
Revocable Living Trust  dtd 7/24/2002 - $ 110,795.12; 

 (f) Robert L. Burns - $ 8,235.44; 
 (g) Joyce Bedsole, Travis Bedsole, and Travis Bedsole IRA –  
  $ 88,232.40; 
 (h) John A. Watson and Courtney C. Watson - $ 32,099.47;  
 (i) Kenneth W. Roberts - $ 58,062.50; 
 (j) W. Hibbett Neel IRA - $ 64,853.63; 

(k) Virginia A. Scherer; Thomas Scherer and Virginia Scherer 
Credit Shelter Trust UAD 05/10/07, Thomas W. Scherer and 
Virginia A. Scherer Trustees - $ 315,483.08; 

(l)  English Garden LLC by and through William M. Mounger II, 
as Manager - $116,125.00; 

 (m) Charles W. Gibson - $ 23,225.00; 
 (n) Thomas Carter Towne and Thomas Carter Towne IRA –  
  $ 71,366.70; 
 (o) Mary Jo Kearfott - $ 21,155.37; 
 (p) Donna Lester, as Executrix of the Estate of Lawrence Lester -  
  $ 174,187.50; 
 (q) Michael A. Kogutt - $ 454,733.00; 
 (r) Randy A. Kogutt - $ 448,771.62; 

(s) Samuel M. Kogutt, formerly Kogutt Family Limited 
Partnership, Ltd. - $ 84,992.36; 

 (t) Carolyn B. Smith and Paul B. Smith - $ 223,816.36; 
 (u) Edwin Batiz, Jr. - $ 226,612.17; 
 (v) Carol I. Bordok IRA - $ 40,643.75; and 
 (w) James A. Windom IRA - $ 58,062.50. 

(3) Respondent was liable for and ordered to pay the sum of $750.00 in 
filing fee costs; and  

(4) All other claims denied.  
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Analysis: 
This award is significant because, as in the Atkins1 case reported in PIABA 

Bar Journal Volume 26, No. 2, the Panel granted damages in a type of case 
that is usually very difficult to prove: liability by a clearing firm arising from 
losses that customers incurred as a result of fraud by a nonparty.  Like Atkins, 
this case arose out of the well-publicized Allen Stanford Ponzi scheme.   The 
Award does not make it clear on what legal basis the Panel found liability, but 
Claimants asserted aiding and abetting claims, which typically require 
knowledge or reckless disregard of the primary tortfeasor’s actions. 

The Panel awarded a total of over $2.8 million in compensatory damages 
to the 23 Claimants, and also awarded a total of over $2.8 million in punitive 
damages pursuant to Tex. Civ. Practice and Remedies Code ¶ 41.008, a statute 
of general applicability that caps non-economic damages. The arbitrators 
awarded punitive/exemplary damages equal to one times the compensatory 
damages awarded for each Claimant, which although very substantial, is less 
than would have been permitted under the statutory cap.  
 
 
Sandra C. Alford, Individually and as Trustee of the Sandra C. Alford 
Revocable Living Trust (Claimant) v. National Planning Corporation 
(Respondent) 
Case No. 17-02420 
St. Louis, Missouri 
Hearing Dates: November 18, 2019 – November 21, 2019 
Award Date: January 7, 2020 
Counsel: 

Counsel for Claimant:  Bruce D. Oakes, Esq. and Richard B. Fosher, 
Esq., Oakes & Fosher, LLC, St. Louis, 
Missouri. 

Counsel for Respondent:  Jason A. Kempf, Esq. and Kaitlyn Parker, 
Esq., Bryan Cave Leighton Paisner LLP, St. 
Louis, Missouri 

Arbitration Panel 
Albert J. Haller, Public Arbitrator, Presiding Chairperson 
Philip J. Glick, Public Arbitrator  
Joshua Eric Lubatkin, Public Arbitrator  

 
 

 
1 Atkins, et al. v. Pershing LLC, FINRA-DR Consolidated Cases Nos. 18-
00651 and 18-03797.  
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Investments at Issue: 
Respondents registered representative, an unnamed party, invested 

Claimant’s assets in two fraudulent promissory notes and recommended other 
unsuitable investments, including non-traded real estate investment trusts and 
variable annuities, for the sole purpose of generating commissions and fees to 
benefit the unnamed party and Respondent.  
Claimants’ Claims:  

Causes of Action in Statement of Claim:  
(1)  Respondeat Superior;  
(2)  Breach of fiduciary duty; 
(3)  Violation of Missouri’s Securities Act § 409-5.501 et al.; 
(4)  Negligence/Negligent misrepresentation/omission;  
(5)  Common law fraud;  
(6)  Breach of contract; and 
(7)  Negligent supervision.  

Relief Requested: 
(1)  Compensatory damages of approximately $1,000,000.00 
(2) Punitive Damages; 
(3) Pre-Judgment Interest;  
(4) Attorneys’ Fees and Costs; and  
(5) Further Relief the Panel deems just and proper.  

Relief Requested in Final Prayer for Relief: 
 (1) Compensatory Damages based on alternative calculations:  

(a)  S&P Standard Index ($3,702,282.99); 
(b) “80/20” Mix Allocation ($3,113,335.00); 
(c) ”60/40” Mix Allocation ($2,524,389.00); 
(d) “50/50” Mix Allocation ($2,229,916.00); or  
(e) Market Adjusted (Benchmark) damages based solely on 

original variable annuity investments ($1,663,084.00); 
(2) Punitive Damages as a multiple of compensatory damages;  
(3) Interest at 9%;  
(4) Attorneys’ Fees; and  
(5) $45,830.03 in Costs.  

Award: 
(1)  Respondent was found to be liable and ordered to pay to the 

Claimant $1,583,443.00 in compensatory damages; 
(2) Respondent was found to be liable and ordered to pay to the 

Claimant $1,000.000.00 in Punitive Damages;  
(3) $45,830.03 in Costs; and  
(4)  All other relief denied.  
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Analysis:   
This case is noteworthy because of the substantial award of punitive 

damages of $1 million.  The total award also exceeded the low end of 
Claimant's asserted well-managed account damages, suggesting that the Panel 
may have been influenced by Claimant's alternative damages calculations 
despite not expressly referencing them as the basis for the sum of damages 
awarded.  
 
 
Arthur C. Licchillo U/A Dated November 5, 1997 fbo Arthur C. Licchillo; 
Neil J. Marcus, Individually; Neil J. Marcus, Trustee for the Neil J. 
Marcus Money Purchase Pension Plan; and Michael G. Pallotta 
(Claimants) v. Ross, Sinclaire & Associates, LLC (Respondent) 
Case No. 16-03072 
Boca Raton, Florida 
Hearing Dates: August 26, 2019 – August 30, 2019; October 14, 2019 – 
October 16, 2019.  
Award Date: November 6, 2019 
Counsel: 

Counsel for Claimants:  For Claimants Arthur C. Licchillo U/A Dated 
November 5, 1997 fbo Arthur C. Licchillo , 
Neil J. Marcus, Individually and Neil J. 
Marcus, Trustee for the Neil J. Marcus 
Money Purchase Pension Plan: Stephen S. 
Stallings, Esq., The Law Offices of Stephen 
S. Stallings, Pittsburgh, Pennsylvania until 
October 1, 2018; thereafter, Charles C. 
Mihalek, Esq., Charles C. Mihalek, P.S.C., 
Nicholasville, Kentucky. 
For Claimant Michael G. Pallotta: Stephen S. 
Stallings, Esq., The Law Offices of Stephen 
S. Stallings, Pittsburgh, Pennsylvania. 

Counsel for Respondents:  Michael G. Shannon, Esq., Thompson Hine 
LLP, New York, New York. 

 
Arbitration Panel 

Steven Gerard Goerke, Public Arbitrator, Presiding Chairperson 
S. Ronald Daniels, Public Arbitrator  
Andrea R. Jacobs, Public Arbitrator  
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Investments at Issue:  
Claimants’ private investment in Tax Credit Funding, LLC through the 

purchase of secured promissory notes 
Claimants’ Claims:  

Causes of Action in Statement of Claim:  
(1)  Negligence;  
(2)  Fraud; 
(3)  Breach of fiduciary duty;  
(4)  Breach of contract; 
(5) Violation of Pennsylvania’s Unfair Trade Practices and Consumer 

Protection Law (UTPCPL) 73 P.S. §§ 201-1, et seq.; 
(6)  Misrepresentation and omission of material facts;  
(7) Common law fraud;  
(8) Common law negligence; and  
(9) Failure to Supervise.  

Relief Requested: 
(1)  Damages exceeding $2,200,000.00; 
(2)  Punitive damages; 
(3) Interest at 9.5%; 
(4)  Attorneys’ Fees and Costs; 
(5)  Treble Damages; and 
(6)  Other relief deemed just and proper. 

Relief Requested Post Hearing: $2,870,311.32 in damages for Claimant 
Arthur C. Licchillo U/A Dated November 5, 1997 fbo Arthur C. Licchillo; 
$1,510,579.70 in damages for Claimant Neil J. Marcus, Individually and Neil 
J. Marcus, Trustee for the Neil J. Marcus Money Purchase Pension Plan; and 
$267,888.02 in damages for Claimant Michael G. Pallota.  
Award: 

(1) Respondent was found liable on claims of misrepresentation and 
omission of material facts and common law negligence;  

(2) Respondent was found liable and ordered to pay Claimant Licchillo 
the sum of $1,297,894.21 in compensatory damages; 

(3) Respondent was found liable and ordered to pay Claimant Marcus the 
sum of $492,304.70 in compensatory damages; 

(4) Respondent was found liable and ordered to pay Claimant Pallotta the 
sum of $179,019.89 in compensatory damages; 

(5)  Respondent was found liable and ordered to pay Claimants interest on 
the above stated sums at the rate of 12% per annum accruing from 
April 16, 2016 through payment of the Award; 
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(6)  Respondent was found liable and ordered to pay Claimant Licchillo 
the sum of $50,000.00 in attorneys’ fees pursuant to Florida Statute 
§517.211(6); 

(7)  Respondent was found liable and ordered to pay Claimant Pallotta the 
sum of $90,567.08 in attorneys’ fees pursuant to Florida Statute 
§517.211(6);  

(8)  Respondent was found liable and ordered to pay Claimants the sum of 
$750.00, representing reimbursement of the non-refundable filing fee 
previously paid by Claimants to FINRA Office of Dispute Resolution. 

(9) All other claims denied.  
Analysis:   

This award is significant because of the substantial awards of damages and 
attorneys' fees.  Of note, the Panel awarded two Claimants attorneys’ fees 
pursuant to the Florida statute §517.211(6), which provides for a mandatory 
award of attorney' fees for the prevailing party.  The other Claimant, Marcus, 
who asserted claims under Pennsylvania law, was not awarded attorneys' fees, 
suggesting that differences in the applicable statutes may have been a factor in 
the Panel's consideration of whether to award attorneys' fees.   

The Respondent paid $2.1 million due under the award but refused to pay 
the balance, and has filed a (pending) petition in court seeking modification or 
correction of the arbitration panel's calculation of damages.  The petition cites 
Section 11 of the Federal Arbitration Act (9 U.S.C. § 11), which provides as 
follows:   

In either of the following cases the United States court in and for the 
district wherein the  award was made may make an order modifying or 
correcting the award upon the application of any party to the arbitration—  
(a)  Where there was an evident material miscalculation of figures or an 
evident material mistake in the description of any person, thing, or 
property referred to in the award. 
(b) Where the arbitrators have awarded upon a matter not submitted to 
them, unless it is a matter not affecting the merits of the decision upon 
the matter submitted. 
(c)   Where the award is imperfect in matter of form not affecting the 
merits of the controversy. 
The order may modify and correct the award, so as to effect the intent 
thereof and promote justice between the parties. 
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Waltraud Greathouse and Roslyn Knight-Heubach (Claimants) v. 
Kenneth James Barroga Crown Capital Securities, L.P.  (Respondents) 
Case No. 18-04007 
San Francisco, California  
Hearing Dates: October 21, 2019 – October 23, 2019  
Award Date: November 7, 2019 
Counsel: 

Counsel for Claimants:  Brett A. Alcala, Esq., Alcala Law Firm, San 
Mateo, California. 

 
Counsel for Respondent:  Craig R. Bockman, Esq., Jones, Bell, Abbott, 

Fleming & Fitzgerald, L.L.P., Los Angeles, 
California. 

Arbitration Panel 
Peter H. Daly, Public Arbitrator, Presiding Chairperson 
Jonathan H. Krotinger, Public Arbitrator  
Gary S. DeWeese, Public Arbitrator  

Investments at Issue: 
Investments in real estate investment trusts (“REIT”) and Business 

Development Corporations including: NorthStar; FS Investments; Philips 
Edison & Co.; Sierra Income Corp.; Carter Validus Mission Critical; ARC 
Realty Finance Trust (today, Benefit Street Partners); ARC Hospitality 
Investors Trust; Steadfast Apartment, Inc.; New York Real Estate Trust; 
Health Care Trust; Franklin Square Income; the United Development Fund; 
Business Development Corporation of America; Steadfast Income REIT Inc.; 
ARC Healthcare Trust II; ARC Realty Finance Trust Inc.; FS Investment 
Corporation; New York REIT Inc.; United Development Funding IV; 
Northstar Healthcare Income; and ARC Realty Finance Trust Inc. 
Claimant’s Claims:  

Causes of Action in Statement of Claim:  
(1)  Negligent misrepresentation;  
(2)  Breach of fiduciary duty/unsuitable investments; 
(3)  Negligence;  
(4)  Elder Financial Abuse;  
(5)  Violations of the Consumers Legal Remedies Act (Civ. Code § 

1750 et. seq.); and  
(6) Unfair Competition (Bus. & Prof. Code § 17200 et. seq.). 
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Relief Requested: 
(1)  Compensatory damages; 
(2)  Statutory damages, actual damages, treble damages under Civil 

Code § 3345 and attorneys’ fees for elder financial abuse; 
(3) Actual damages, restitution of property, attorneys’ fees and for an 

order enjoining Respondents from repeating violations of the 
Consumers Legal Remedies Act (Civil Code § 1750 et. seq.); 

(4) Disgorgement of all profits, monies and properties acquired by the 
alleged unfair business practices, and restoration of all money and 
property wrongfully acquired from Claimant for unfair 
competition; 

(5)  Punitive damages for fraud and elder financial abuse;  
(6)  All attorneys’ fees, prejudgment interest and costs in this action 

under contract or statute; and 
(7)  Any other appropriate relief. 

Award:  While Knight-Heubach settled the matter with Respondents, Claimant 
Greathouse continued with the Arbitration and:  

(1) Respondents were found to be jointly and severally liable for and 
ordered to pay to Claimant Greathouse the sum of $90,000.00 in 
compensatory damages; 

(2) Respondents were found to be jointly and severally liable for and 
ordered to pay to Claimant Greathouse the sum of $36,666.67 in 
attorneys’ fees pursuant to the California Welfare and Institutions 
Code § 15657.5; 

(3)  Respondents were found to be jointly and severally liable for and 
ordered to pay to Claimant Greathouse the sum of $20,000.00 in 
punitive damages pursuant to the California Civil Code § 3345; 

(4)  Respondents were found to be jointly and severally liable for and 
ordered to pay to Claimant Greathouse the sum of $13,054.92 in costs; 

(5)  Crown Capital was ordered to take possession of the Northstar 
Healthcare Income REIT currently held in Greathouse’s account;  

(6) Respondents were found to be jointly and severally liable for and 
ordered to pay to Claimant Greathouse the sum of $375.00 to 
reimburse her for the non-refundable portion of the filing fee 
previously paid to FINRA Office of Dispute Resolution; and 

(7)  All other claims denied.  
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Analysis:   
The award is noteworthy because the Panel appears to have awarded all 

relief available under California's elder abuse statute including statutory 
damages, punitive damages and attorneys’ fees.  In awarding attorneys' fees to 
Claimant, the Panel cited Cal. Welfare and Institutions Code §15657.5, which 
provides for a mandatory award of attorneys' fees for a prevailing plaintiff 
under California's elder abuse statute: "(a) Where it is proven by a 
preponderance of the evidence that a defendant is liable for financial abuse, as 
defined in Section 15610.30, in addition to compensatory damages and all 
other remedies otherwise provided by law, the court shall award to the plaintiff 
reasonable attorney's fees and costs." [emphasis supplied].  The Panel also 
ordered rescission of the purchase of a non-traded REIT.    

The award illustrates the importance of asserting all available state Blue 
Sky and elder abuse statutory causes of action when filing a case, as in this 
matter the Panel appears to have felt constrained to award the full measure of 
statutory remedies.  
 
 
Paula Adams (Claimant) v. UBS Financial Services Inc. and Mark S. Katz 
(Respondents). 
Case No. 18-00543 
Houston, Texas 
Hearing Dates: October 22, 2019 – October 25, 2019 
Award Date: November 4, 2019 
Counsel: 

Counsel for Claimant:  Scott L. Starr, Esq., Starr Austen & Miller, 
LLP, Logansport, Indiana. 

Counsel for Respondents:  A. J. Borrelli, Esq. and Rebecca A. Borgese, 
Esq., Riker, 
Danzig, Scherer, Hyland & Perretti LLP, 
Morristown, New Jersey. 

Arbitration Panel: 
Brian James Tagtmeier, Public Arbitrator, Presiding Chairperson  
Daniel L. Fulkerson, Public Arbitrator  
Jeffery Bruce Bock, Public Arbitrator  

Investments at Issue: 
Liquidation of UBS Portfolio Management Program Account and 

Investments into underperforming equities without proper authority causing 
losses and unnecessary tax liability.  
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Claimant’s Claims: 
Causes of Action in Statement of Claim:  

(1)  Unsuitable investments/“Know Your Customer” Rule 
(negligence); 

(2) Misrepresentations and omissions (Texas Securities Act and 
Texas Common Law); 

(3) Breach of fiduciary duty and constructive fraud and unjust trading 
practices pursuant to Section 2010 of the FINRA Rules; 

(4) Breach of contract;  
(5) Negligent supervision; and 
(6) Respondeat Superior. 

Relief Requested:  
(1)  Combined damages in the amount of $1,300,000.00; 
(2) Costs of proceedings; 
(3)  Pre- and Post-Judgment Interest; 
(4)  Attorneys’ fees and costs; and 
(5)  Expenses pursuant to Tex. Rev. Civ. Stat. Ann. Art 581-33(D)(4). 

Relief Requested Post Hearing:  $ 1,260,000.00.   
Award: 

(1)  Respondents were found to be joint and severally liable and 
ordered to pay the Claimant $467,620.00 in compensatory 
damages; 

(2)  Respondents were jointly and severally liable for and ordered to 
pay to Claimant pre-judgement interest of 6% per annum from 
February 9, 2018 until paid in full and post-judgment interest of 
5% per annum from the date of award until paid in full;  

(3)  Respondents were jointly and severally liable for and ordered to 
$30,000.00 in costs; and  

(4)  All other claims denied.  
Analysis: 

This award is noteworthy because of the substantial damages award on 
what is usually a difficult theory of liability and damages for Claimants- 
account mismanagement and underperformance of the actual portfolio as 
compared with a hypothetical "well-managed" portfolio of investments.  
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Joseph Duane Long and Peggy Long JJTEN; Joseph Duane Long IRA; 
Joseph D. Long; PTC Cust IRA FBO Joseph Duane Long; PTC Cust IRA 
FBO Peggy Long; PTC Cust IRA FBO Willie Franklin Bates; Loretta R. 
Whisenhunt; and Willie Franklin Bates TOD Account (Claimants) v. LPL 
Financial LLC (Respondent) 
Case No. 16-00150 
Charlotte, North Carolina 
Hearing Dates: November 4, 2019 – November 9, 2019  
Award Date: December 19, 2019 
Counsel:  

Counsel for Claimants:  David M. Gaba, Esq. Compass Law Group, 
PS Inc., Seattle, Washington, Patricia L. 
Vannoy, Esq., Mattson Ricketts Law Firm, 
Lincoln, Nebraska, and Shaun Pollenz, Esq., 
Raleigh, North Carolina. 

  
Counsel for Respondents:   Bradley B. Rounsaville, Esq. Bressler, 

Amery & Ross, P.C., Birmingham, Alabama. 
Arbitration Panel:   

Barbara Black, Public Arbitrator, President Chairperson;  
James Howell Garrison, Jr., Public Arbitrator;  
William Finley Hamel, Public Arbitrator.  

Investments at Issue:  
Investments in Various Securities.  

Claimants’ Claims: 
Causes of Action in Statement of Claim:  

(1)  Negligence;  
(2)  Failure to supervise;  
(3)  Negligent misrepresentation;  
(4)  Fraudulent misrepresentation and concealment;  
(5)  Breach of fiduciary duty;  
(6)  Violation of North Carolina Securities Act;  
(7) Breach of contract;  
(8) Principal/Agent liability; and  
(9) Negligent retention of an agent.  

Relief Requested: 
(1)  Compensatory Damages; 
(2)  Pre- and Post-Judgment Interest at North Carolina statutory rate 

of 8%;  
(3)  Return of actual charges and interest charged to Claimants;  
(4)  Reasonable costs and expenses; 
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(5) Attorneys’ Fees,  
(6) All Hearing and Filing Fees;  
(7) Punitive Damages; and 
(8)  Other relief deemed just and proper. 

Relief Requested at Hearing: Claimants Joseph Duane Long and Peggy 
Long JJTEN, Joseph Duane Long IRA, Joseph D. Long, PTC Cust IRA FBO 
Joseph Duane Long, and PTC Cust IRA FBO Peggy Long requested 
compensatory damages in the amount of $1,796,524.32, 8% statutory interest 
in the amount of $1,196,433.15, plus 8% statutory interest on unit purchases 
or other cash transaction (all other Claimants dismissed or settled).  
Award: 

(1)  Respondent was found to be liable and ordered to pay Claimants 
Joseph Duane Long and Peggy Long JJTEN, Joseph Duane Long IRA, 
Joseph D. Long, PTC Cust IRA FBO Joseph Duane Long, and PTC 
Cust IRA FBO Peggy Long compensatory damages in the amount of 
$389,608.00, representing $260,608.00 for trading losses and 
$129,000.00 for other losses; 

(2) Respondent was found to be liable and ordered to pay Claimants 
Joseph Duane Long and Peggy Long JJTEN, Joseph Duane Long IRA, 
Joseph D. Long, PTC Cust IRA FBO Joseph Duane Long, and PTC 
Cust IRA FBO Peggy Long interest on the trading loss damages in the 
amount of $260,608.00 at the rate of 8% per annum pursuant to N.C. 
Stat. Ann. 78A-56(c) from November 1, 2011 through and including 
the date of this Award;  

(3)  Respondent was found to be liable and ordered to pay Claimants the 
sum of $160,790.00 in attorneys’ fees pursuant to N.C. Stat. Ann. 
78A-56(c); and 

(4)  All other claims denied. 
Analysis: 

The award is significant because of the substantial award of compensatory 
damages as well as the grant of $160,790.00 in attorneys’ fees pursuant to N.C. 
Stat. Ann. § 78A-56(c). 
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WHERE WE STAND 
 

Historically, PIABA has commented on a number of issues,1 on both a 
formal and an informal basis, which are directly applicable to our promotion 
of the interests of public investors in securities arbitration proceedings that are 
conducted before the Financial Industry Regulatory Authority (“FINRA”). 

For example, among the issues that generated the most interest, from 
and/or on behalf of the members of our association, were proposed 
amendments to the rules concerning: 
 

 Abusive pre-hearing dispositive motion practices; and 
 The adoption of specific procedures that arbitrators will be required to 

follow before granting the extraordinary remedy of the expungement 
of prior customer complaints from the registration records of 
registered representatives.  

  
In this section of the PIABA Bar Journal, we will share with our readers 

the comment letters and formal positions that have been submitted on behalf 
of our association, during the quarter, to the various regulatory authorities so 
that all of our constituents will know exactly where we stand. 
 

 
1. To review all PIABA Comment letters, visit www.PIABA.org. For more 
information, contact Samuel Edwards at sedwards@sseklaw.com, or David Meyer at 
dmeyer@meyerwilson.com or Robin S. Ringo at rsringo@piaba.org for assistance. 
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The following Comment Letter regarding FINRA Regulatory Notice 20-02 was 
submitted to the Financial Industry Regulatory Authority by Samuel Edwards 
on February 26, 2020. (prepared with the assistance of David Neuman). 
 
 
Ms. Jennifer Piorko Mitchell 
Office of the Corporate Secretary 
FINRA 
1735 K. Street, NW 
Washington, D.C. 20006-1506 
 
Re: FINRA Regulatory Notice 20-02 
Comment on the Effectiveness and Efficiency of Its Reporting Requirements 
Rule 
 
Dear Ms. Piorko Mitchell: 
 

I write on behalf of the Public Investors Arbitration Bar Association 
(“PIABA”), an international bar association comprised of attorneys who 
represent investors in securities arbitrations. Since its formation in 1990, 
PIABA has promoted the interests of the public investor in all securities and 
commodities arbitration forums, while also advocating for public education 
regarding investment fraud and industry misconduct. Our members and their 
clients have a strong interest in rules promulgated by the Financial Industry 
Regulatory Authority (“FINRA”) relating to both investor protection and 
disclosure.  As such, PIABA frequently comments upon proposed rule changes 
and retrospective rule reviews (like the instant one) in order to protect the 
rights and ensure fair treatment of the investing public.   

PIABA submits this comment because the bar association believes 
strongly that member firms’ reporting requirements should be strengthened so 
that the investing public has fair and accurate information about their financial 
advisors and brokerage firms.  In particular, PIABA supports any changes to 
Rule 4530 that provide better, more thorough and complete reporting of events 
to FINRA’s Central Registration Depository (“CRD”), which in turn can be 
disclosed to the public through tools like BrokerCheck.   

In June 2015, FINRA launched a national advertising campaign touting 
the ease and importance of using FINRA’s BrokerCheck.  PIABA agrees that 
BrokerCheck can be an important tool, because it can allow investors to access 
information about their advisor’s securities licenses, employment history, as 
well as their history (or lack thereof) of customer complaints, civil proceedings 
or liens, and financial issues (like liens or bankruptcies).  BrokerCheck gets its 
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information from the CRD, but some of the information contained in the CRD 
is not reported on BrokerCheck. 

PIABA supports any rules that make more effective and accurate reporting 
on BrokerCheck.  The investing public should be able to rely on BrokerCheck 
to vet their financial advisors, but only if such information is accurate and 
meaningful.  PIABA has previously highlighted issues with BrokerCheck in a 
report in 2014, as well as an update on that report in October 2016.  The report 
and its update identify categories of information that are reported to the CRD 
but are not available on BrokerCheck.  The report also recognized instances 
where BrokerCheck’s information was incomplete, unreliable, and even false 
at times.  FINRA must fix these issues to make BrokerCheck more reliable 
and, in turn, to better protect the investing public. 

Additionally, PIABA continues to have great concerns given the epidemic 
of advisors having customer complaints routinely expunged from their 
records.  While FINRA has recently suggested some rule changes, nothing 
significant has changed in the last several years.  From 2016 to 2018, advisors 
were having complaints expunged in 81% of cases, even though FINRA deems 
that expungement should only be granted in “extraordinary” circumstances.  
When hundreds, if not thousands, of customer complaints are being expunged 
from the BrokerCheck system every year, customers can no longer rely on the 
information on BrokerCheck.   

In summary, PIABA supports any revision of the rules that raises 
standards for reporting requirements.  PIABA supports revisions that provide 
more fair and accurate information to FINRA (and then the investing public 
via BrokerCheck), but FINRA must take further steps to enhance BrokerCheck 
and curb the abuses of the expungement process. 
 
 
Very truly yours,  
Sam Edwards 
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The following Comment Letter regarding Regulatory Notice 2019-36 was 
submitted to the Financial Industry Regulatory Authority by Samuel Edwards 
on January 10, 2020. (prepared with the assistance of Jason Kane and Adam 
Weinstein). 
 
 
Ms. Jennifer Piorko Mitchell 
Office of the Corporate Secretary 
FINRA 
1735 K Street, NW  
Washington, DC  20006-1506 
 
Re: FINRA Regulatory Notice 2019-36 (Limiting a registered person from 
being a customer’s beneficiary or holding a position of trust on behalf of a 
customer) 
 
Dear Ms. Mitchell: 
 

I write on behalf of the Public Investors Advocate Bar Association 
(“PIABA”), an international, not-for profit, voluntary bar association that 
consists of attorneys who represent investors in disputes with the securities 
industry. Since its formation in 1990, PIABA’s mission has been to promote 
the interests of the public investor by, among other things, seeking to protect 
such investors from abuses in the arbitration process, seeking to make the 
arbitration process as just and fair as possible, and advocating for public 
education related to investment fraud and industry misconduct. Our members 
and their clients have a fundamental interest in the rules promulgated by the 
Financial Industry Regulatory Authority (“FINRA”) that govern the practices 
of brokers and broker-dealer firms. 

PIABA supports proposed FINRA Rule 3241 as outlined in SR-FINRA-
2019-036 (hereinafter “the Notice”) that addresses potential conflicts of 
interest created where a registered representative is named as a beneficiary, 
executor or trustee, or placed in a similar position of trust for a customer.  The 
new rule requiring brokers to disclose these situations where registered persons 
are named beneficiaries or hold positions of trust for customers and then 
requiring firms to assess and approve such status would add a layer of 
protection to vulnerable clients and their families.   

As FINRA notes, conflicts of interest frequently arise in situations where 
registered representatives are named as beneficiaries or hold positions of trust.  
Senior and cognitively impaired investors are particularly vulnerable, and 
problems may not become known to family members for years.  PIABA 
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members have encountered countless situations when representing investors 
or investors’ families where a registered representative was given carte 
blanche authority to do with an investor’s money or accounts whatever he or 
she wanted.  This has resulted in many situations where vulnerable investors 
have been victimized when a trusted advisor invests a client’s money in a 
broker’s outside business activity, uses the client’s money to invest in high 
commission products, or, sometimes just taking the client’s money.  That 
includes tanking a client’s money by becoming a beneficiary of the client’s 
estate which is an important issue the proposed rule would address.     

Requiring brokers to disclose their interests – whenever they learn of them 
– will inform their supervisors of such a relationship and increase the scrutiny 
with which those accounts are reviewed.  This would also mandate that a 
supervising brokerage firm would have more information when supervising 
transactions in an account for which the firm knows the broker has a financial 
interest.  In the event the broker does not learn of his or her beneficiary status 
until they actually benefit, the disclosure would then be made and then the 
review pertaining to the appropriateness of that beneficiary status could be 
made after the fact.  Effectively, these proposed changes add a layer of 
protection to vulnerable customers and in many cases, the impacted family 
members.   

Brokers who are honestly benefitting from a customer’s account based 
upon a close but non-familial relationship should have no problem with this 
rule as it does not prohibit such a relationship, but simply calls for additional 
disclosure and supervision.   

For these reasons, PIABA supports the increased disclosure and 
supervisory requirements imposed under proposed FINRA Rule 3241 where 
brokers find themselves in positions where they could potentially benefit from 
their positions as beneficiaries, trustees, etc. to non-immediate family 
members. 
 
 
Respectfully submitted, 
Samuel B. Edwards, President 
Public Investors Advocate Bar Association 
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The following PIABA Comment Letter regarding Proposed Amendments to 
950 CMR Sections 12.204, 12.205 & 12.207 was submitted to the 
Commonwealth of Massachusetts by Samuel B. Edwards on January 7, 2020 
(prepared with the assistance of Christine Lazaro). 

 
 
William F. Galvin 
Secretary of the Commonwealth of Massachusetts 
Office of the Secretary of the Commonwealth 
Attn:  Proposed Regulations-Fiduciary Conduct Standard 
Massachusetts Securities Division 
One Ashburton Place, Room 1701 
Boston, MA 02108 
 
Re: Proposed Amendments to 950 CMR Sections 12.204, 12.205 & 
12.207 
 
Dear Mr. Galvin: 
 

I write on behalf of the Public Investors Advocate Bar Association 
(“PIABA”), an international bar association comprised of attorneys who 
represent investors in disputes with the securities and commodities industries. 
Since its formation in 1990, PIABA has promoted the interests of the public 
investor in all securities and commodities forums, while also advocating for 
public education regarding investment fraud and industry misconduct. Our 
members and their clients have a strong interest in rules which govern the 
conduct of those who provide advice to investors.  

On June 14, 2019, the Office of the Secretary of the Commonwealth of 
Massachusetts (“the Secretary”) issued a Notice soliciting comments 
regarding amendments to its regulations to require that broker-dealers, agents, 
investment advisers, and investment adviser representatives be subject to a 
fiduciary duty when dealing with their customers and clients. The Secretary 
recognized in its Notice that a uniform fiduciary standard is in the public 
interest and is necessary to protect investors from the abuses that can result 
when financial professionals place their own financial interests ahead of their 
customers. The Secretary also recognized that the Securities and Exchange 
Commission’s (“SEC”) Regulation Best Interest (“Reg BI”) failed to establish 
a strong and uniform fiduciary standard.  The Secretary has amended the 
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proposal (“the Proposed Amendments”), and issued a subsequent request for 
comment (“Request for Comment”).1  

PIABA has long advocated for a true fiduciary standard for all those who 
provide investment advice to their clients, and fully supports the Secretary’s 
Proposed Amendments, and ultimately, the Rule Proposal. Consistent with 
numerous studies, including the SEC’s findings in 2011 which are cited in the 
Notice, PIABA believes a uniform fiduciary duty applicable to all financial 
intermediaries who provide investment advice would eliminate confusion and 
best protect customers.2 PIABA therefore believes a fiduciary duty should 
apply to all forms of financial advice, and to all customers. PIABA also 
believes the fiduciary duty should arise whenever a financial or investment 
recommendation is made, and that it should last throughout the duration of the 
advisor-customer relationship. Finally, PIABA believes the Proposed 
Amendments should explicitly provide for a private right of action. PIABA’s 
position is discussed in further detail below.   
     
 
I. PIABA SUPPORTS THE PROPOSED AMENDMENTS’ PROVISION OF A 

UNIFORM FIDUCIARY DUTY ON ALL BROKER-DEALERS, AGENTS AND 

ADVISERS WHO PROVIDE INVESTMENT ADVICE  
 

A. Application of a Fiduciary Duty to Financial Professionals Who 
Provide Investment Advice 

 
The Proposed Amendments protect Massachusetts investors by imposing 

a fiduciary duty on all financial professionals who render investment advice, 
and by broadly defining the types of investment recommendations and advice 

 
1. The Commonwealth of Massachusetts, Request for Comment (Dec. 13, 2019), 
available at https://www.sec.state.ma.us/sct/sctfiduciaryconductstandard/Request-
for-Public-Comment.pdf. 

2. SEC, Study on Investment Advisers and Broker-Dealers (“SEC Study”) (Jan. 
2011), available at http://www.sec.gov/news/studies/2011/913studyfinal.pdf.  The 
SEC reviewed two studies which it sponsored (the “Seigel & Gale Study” and the 
“RAND Report”), and a study conducted by Consumer Federation of America. The 
SEC Study found that, based on the comments, studies and surveys it had reviewed, 
investors did not understand the differences between investment advisers and broker-
dealers. The SEC determined that this misunderstanding is compounded by the fact 
that many retail investors may not have the “sophistication, information, or access 
needed to represent themselves effectively in today's market and to pursue their 
financial goals.” Id. at 101. 
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which trigger that obligation. The proposed statewide uniform fiduciary 
standard make it clear that financial professionals owe a fiduciary duty 
whenever they provide financial recommendations and advice for financial 
renumeration, rather than putting the burden upon customers to prove that 
there was a relationship of trust and reliance.3 PIABA supports the Secretary’s  
approach of requiring all financial professionals, regardless of title or license, 
to adhere to a uniform fiduciary duty when providing investment advice.  

The Proposed Amendments are consistent with what most retail customers 
believe about their financial advisor – that he or she is a fiduciary.4 Indeed, 
brokerage firms – who have consistently lobbied against being considered 
fiduciaries – give their brokers titles that sound trustworthy, like “Financial 
Advisor,” “Wealth Consultant,” and “Wealth Manager.” 5 Brokers also pay 
millions of dollars every year in advertising to tell investors that they put the 
interests of customers ahead of their own. Brokers encourage investors to trust 
them, saying they will provide advice and guidance. As a result, when a 
customer meets with a broker, the customer reasonably expects that he or she 
is being given advice that is for his or her benefit, not for the benefit of the 
broker or brokerage firm. This is particularly true as to broker-dealers and 
financial professionals who are dually registered as investment advisers. The 
Proposed Amendments will finally align the duty that financial professionals 
owe to customers in rendering investment advice with the representations 
made by such professionals and with the customers’ reasonable expectations.   

PIABA also strongly supports the Proposed Amendments’ broad 
definition of the types of investment advice that trigger a fiduciary duty. The 
Secretary correctly recognizes that brokers do not merely pick investments or 
devise investment strategies. Specifically, brokers sometimes recommend 
other financial courses of action preceding the recommendation of a particular 
security or investment strategy, in order to earn the client’s trust and cause the 
client to entrust their assets to the broker for management. Prime examples of 

 
3. See, e.g., Hays v. Ellrich, 471 Mass. 592 (Mass. 2015); Genovesi v. Nelson, 85 
Mass. App. Ct. 43 (Mass. App. 2014); Patsos v. First Albany Corp., 433 Mass. 323 
(Mass. 2000). 

4. See Spectrum Group, Fiduciary – Do Investors Know What it Means (2015), 
available at http://spectrum.com/Content_Whitepaper/fiduciary.aspx. 

5. Peiffer, Joseph C. and Christine Lazaro, Major Investor Losses Due to Conflicted 
Advice: Brokerage Industry Advertising Creates the Illusion of a Fiduciary Duty, 
Misleading Ads Fuel Confusion, Underscore Need for Fiduciary Standard (March 
25, 2015), available at https://piaba.org/sites/default/files/newsroom/2015- 
03/PIABA%20Conflicted%20Advice%20Report.pdf. 
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such scenarios include a recommendation to a prospective client to rollover an 
employer-based retirement account into a new IRA, or a recommendation to a 
prospective client that they retire early and/or elect a lump sum payment in 
lieu of a defined benefit pension and turn the lump sum over to the broker for 
investment. Obviously, the broker has a financial incentive to recommend 
these courses of action. The Proposed Amendments appropriately hold 
financial professionals to a fiduciary duty for all types of investment advice, 
including, but not limited to, the situations described above.   
 
 

B. Incorporating the Duty of Care and Duty of Loyalty 
 

PIABA supports the Proposed Amendments’ incorporation and definition 
of the two primary duties of a fiduciary:  the duty of care and the duty of 
loyalty, which are set forth in the Proposed Amendments.6  PIABA agrees that 
the Secretary’s approach to fiduciary duties and the definitions utilized in the 
Proposed Amendments strike an appropriate balance between accommodating 
the traditional, compensation-based model of many broker-dealers and other 
sales agents, with the interests of protecting investors from the financial harm 
conflicted advice causes.  Moreover, PIABA strongly believes that any lesser 
standard will undermine the meaning of the term “fiduciary”, a legal standard 
that has been developed through centuries of law and precedent and, as a result, 
has a certain understanding among pubic investors and those in the investment 
advice community.   

 
 

II. THE PROPOSED AMENDMENTS ARE NECESSARY AND APPROPRIATE 

BECAUSE THEY PROVIDE GREATER PROTECTION FOR 

MASSACHUSETTS’S INVESTORS THAN THE SECURITIES AND 

EXCHANGE COMMISSION’S “REGULATION BEST INTEREST” 
 
 As the Request for Comment explicitly recognizes, Reg BI “does not 
provide sufficient protections for Massachusetts investors.”7 PIABA strongly 
agrees and has so stated repeatedly in public comments since the SEC first 
introduced the proposals behind Reg BI. 
 
 

 
6. Proposed Amendment to 950 CMR 12.207(2).  

7. See Request for Comment at 4, supra note 1. 
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A. Reg BI Does Not Sufficiently Protect Investors  
 
 Despite its title, Reg BI does not impose a true fiduciary standard upon 
broker-dealers and affiliated persons who provide investment advice. Reg BI 
essentially builds upon and codifies FINRA’s interpretation of its suitability 
rule.8 Reg BI does not define best interest, but rather, creates a checklist of 
four obligations a firm must discharge to meet the standard – disclosure, care, 
conflict of interest, and compliance obligations.  Incredibly, none of the 
elements of this “checklist” actually obligates the firm to place the customer’s 
interests ahead of the firm’s.  Effectively, this results in the SEC’s Reg. BI 
being misleading in its name as “best interests” is there in name only, not in 
the actual standard of care. 
 Reg BI substantially relies on disclosure rather than meaningful investor 
protection. While theoretically an enhancement of FINRA rules, the 
Customer Relationship Summary form (“Form CRS”) that Reg BI requires 
and relies upon will not provide investors with timely, useable information, 
nor result in resolving the acknowledged confusions investors face when 
dealing with different kinds of financial advisors. This is not merely PIABA’s 
opinion. In fact, the SEC’s own commissioned study by the RAND 
Corporation confirmed that Form CRS was largely ineffective in helping 
investors understand the different duties of financial professionals, and that 
many individuals still remained confused about when firms and their agents 
owed them fiduciary duties and when they did not, even after reading Form 
CRS.9 Further, in an attempt to provide greater “flexibility for firms to tailor 
the wording” of Form CRS disclosures,10 Reg BI does not require firms to 

 
8. Securities and Exchange Commission, Regulation Best Interest:  The Broker-
Dealer Standard of Conduct, Release No. 34-86031, 17 C.F.R. pt 240 (June 5, 2019) 
(“Final Rule”). 

9. Investor Testing of Form CRS Relationship Summary, SEC 46 (Nov. 2018), 
available at https://www.sec.gov/about/offices/investorad/investor-testing-form-crs-
relationshipsummary.pdf.  In fact, the written responses to specific questions about 
the disclosures reveal that a significant number of participants did not understand 
important sections of the form, and still had a general misunderstanding of the 
different standards governing investment accounts and financial professionals.   The 
RAND report also reflects that many of the participants were unable to synthesize 
and apply the information.  Id. at 47-48. 

10. Final Rule, supra note 12, at 81. 
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disclose every material conflict, but instead, gives firms wide discretion on 
what to disclose.11  
 Additionally, Reg BI still allows brokers to satisfy their purported 
disclosure obligations regarding costs by providing percentages or ranges, 
rather than the dollar amounts likely to be understood by investors. In short, 
under Reg BI, firms will be able to satisfy their duties regarding costs through 
disclosure and those disclosure obligations can largely be met through 
boilerplate disclosures.  As provided above, that means brokers can withhold 
actual cost and conflict of interest information until after the sale of the 
product at issue has been made under Reg BI, completely undercutting 
investor protections.   

Moreover, in contrast to the Proposed Amendments, Reg BI will not 
require brokers to weigh the relative risks, costs and benefits of different 
strategies or types of investments available to achieve the customer’s goals. 
Shockingly to most investors and certainly all investor advocates, this means 
that under Reg BI a broker will not be required to recommend the best of the 
reasonably available options. Reg BI also limits the purported “best interest” 
obligation to the beginning and end of a transaction, rather than for the duration 
of the customer-broker relationship.  

Furthermore, Reg BI’s conflict obligation does not prohibit firms from 
creating conflicts that would reasonably be expected to encourage and reward 
advice that is not in the customer’s best interests. Reg BI simply requires firms 
to develop and enforce policies and procedures to “mitigate” most conflicts 
and, to the extent not mitigated or eliminated, the firm may satisfy this 
obligation through disclosure. However, providing greater disclosure does not 
appropriately mitigate the conflicts of interest inherent in the relationship 
between financial advisors and customers. Instead, it places the burden on the 
customers to fully understand the impact of those conflicts on the future of 
their retirement savings.   

Last and most problematic, as the Secretary and the Proposed 
Amendments recognize, Reg BI continues differing standards of conduct for 
dually registered investment advisers and brokers.  This will require public 
investors to be able to differentiate whether the advice being given from the 
same investment professional is being given as a broker or an investment 
adviser, effectively shifting the burden to public investors to protect 
themselves against conflicted advice.  Harmonizing the standard of care will 
correctly put that obligation back on the investment professional. 

 
11. “Firms are not expected to disclose every material conflict of interest, and should 
instead consider what would be most relevant for retail investors to know in deciding 
whether to select or retain the particular firm.  Id. at 161. 



2020] PIABA BAR JOURNAL   151 

The weak and ineffective provisions of Reg BI stand in sharp contrast to 
the Proposed Amendments. As discussed in Section I above, the Proposed 
Amendments hold all financial professionals who render investment advice to 
a fiduciary standard. The Proposed Amendments require that financial 
professionals adhere to a duty of care and a duty of loyalty, which cannot be 
discharged solely through purported disclosures. The Proposed Amendments 
define what the fiduciary duty requires, and what is meant by the duty of care 
and the duty of loyalty. The Proposed Amendments provide that conflicts of 
interest are presumed to be a breach of the duty of loyalty. Lastly, the Proposed 
Amendments eliminate the false distinction between investment advisers and 
brokers by treating both as the financial professionals which they hold 
themselves out to be, and by requiring both to adhere to the same standard of 
conduct. 

Simply put, the differences between Reg BI and the fiduciary standard 
proposed in the Proposed Amendments are significant and will actually work 
to increase the standard of care for investors. Consequently, as the Request for 
Comment states, the Proposed Amendments are necessary and appropriate in 
order to sufficiently protect Massachusetts investors. 
 
 

B. Reg BI Does Not Preempt the Secretary from Enacting the 
Proposed Amendments 

 
Based on public statements that have been made, PIABA believes that 

some in the financial services industry may argue that Reg BI preempts States 
from enacting a fiduciary standard. Such an argument is not supported by Reg 
BI, nor by the Dodd-Frank Act under which Reg BI has been promulgated. In 
fact, the exact opposite is true.  

Specifically, there is no express language in Reg BI which alters or 
supersedes any existing obligations applicable to brokers and broker-dealers 
with respect to the circumstances under which brokers may owe customers a 
fiduciary duty under state law. To the contrary, the SEC explained in its 
Release that “the preemptive effect of [Reg BI] on any state law governing the 
relationship between regulated entities and their customers [will] be 
determined in future judicial proceedings.”12  

Further, Reg BI was promulgated pursuant to Section 913 of Title IX of 
the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 (the 
“Dodd-Frank Act”). This provision required the SEC to conduct a study to 

 
12. Final Rule, supra note 12 at 43.  



152 WHERE WE STAND     [Vol. 27 No. 1 

evaluate the effectiveness of existing legal or regulatory standards of care 
(imposed by the Commission, a national securities association, and other 
federal or state authorities) for providing personalized investment advice and 
recommendations about securities to retail customers; and whether there are 
legal or regulatory gaps, shortcomings, or overlaps in legal or regulatory 
standards in the protection of retail customers relating to the standards of care 
for providing personalized investment advice about securities to retail 
customers that should be addressed by rule or statute.13 It is clear from the 
foregoing that the SEC’s task was to determine whether a rule establishing a 
baseline standard for investment advice was warranted based on gaps in the 
existing regulatory scheme. Indeed, the Dodd-Frank Act does not provide that 
rulemaking by the SEC in this area would preempt state law. Likewise, Reg 
BI does not indicate that it is intended to preempt state law. Simply put, 
Massachusetts retains the right to enact more stringent rules than the SEC if 
its legislators or judiciary conclude that an enhanced level of investor 
protection is warranted based on the needs of the State.    

Finally, the only potential challenge to the Draft Regulations would be 
under the National Securities Markets Improvement Act of 1996 (“NSMIA”). 
Section 103 of NSMIA limits states from enacting any rule or regulation that 
imposes upon broker-dealers any “[c]apital, custody, margin, financial 
responsibility, making and keeping records, bonding, or financial or 
operational reporting requirements” that are greater than those imposed under 
federal law, rules or regulations.14 The Proposed Amendments expressly 
address this concern.15  As such, the Secretary is well within his authority to 
enact this provision and has appropriately addressed any preemption issues 
that could be raised.   
 
 
III. Conclusion 
 

PIABA supports the Secretary’s efforts to heighten the duty of brokers 
who provide investment advice to their customers. PIABA urges the Secretary 
to adopt its Proposed Amendments. PIABA applauds the Secretary on taking 
on this incredibly responsibility to make sure that the standard of care for those 

 
13. See “Study on Investment Advisers and Broker-Dealers,” Executive Summary, 
p.i, January 2011, available at http://www.sec.gov/news/studies/2011/913study 
final.pdf.  

14. 15 U.S.C. §780(i). 

15. 950 CMR 12.207(f). 
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who provide investment services meet with the reasonable expectation of the 
investing public.  Last, PIABA thanks the Secretary for the opportunity to 
comment on this important issue.  
 
 
Very truly yours,  
Samuel B. Edwards 
President, PIABA 
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The following PIABA Comment Letter regarding SR-FINRA-2019-027, 
Customer Claims vs. Inactive Members/Associated Persons was submitted to 
the Securities and Exchange Commission by Samuel Edwards on December 
13, 2019 (prepared with the assistance of Christopher Gray, Adam Weinstein 
and Jason Kane). 
 
 
Ms. Jill M. Peterson 
Assistant Secretary 
Securities and Exchange Commission 
100 F. Street, N.E.  
Washington, DC  20549-1090 
 
Re: File No. SR-FINRA-2019-027, Customer Claims vs. Inactive  
 Members/Associated Persons 
 
Dear Ms. Peterson: 
 

I write on behalf of the Public Investors Advocate Bar Association 
(“PIABA”), an international, not-for profit, voluntary bar association that 
consists of attorneys who represent investors in disputes with the securities 
industry. Since its formation in 1990, PIABA’s mission has been to promote 
the interests of the public investor in arbitration by, among other things, 
seeking to protect such investors from abuses in the arbitration process and 
seeking to make the arbitration process as just and fair as possible. Our 
members and their clients have a fundamental interest in the rules promulgated 
by the Financial Industry Regulatory Authority (“FINRA”) that govern the 
sales practices of brokers as well as FINRA’s rules that govern the FINRA 
arbitration forum. 

PIABA supports the amendments contemplated in SR-FINRA-2019-027 
(hereinafter "the Notice") that expand options for customers in pursuing and 
attempting to collect money awarded to them against industry respondents in 
arbitration proceedings.  
      However, as set forth below, PIABA believes that the proposed rule 
changes set forth in the Notice are insufficient to remedy the longstanding 
problem of unpaid arbitration awards, which disproportionately involve 
customer claims against inactive FINRA members and associated persons. 
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A. Expanding Customers’ Ability to Withdraw Claims Without 
Prejudice and Amend Claims 

 
The proposed amendments to the Code of Arbitration Procedure for 

Customer Disputes ("Code") address customer claimants’ rights when a 
member or associated person becomes inactive during a pending arbitration- a 
scenario not currently addressed under the Code.  The proposed amendments 
to the Code would require FINRA to provide notice to a claimant when a 
member or associated person becomes inactive.  FINRA would then allow a 
claimant 60 days to review the claimant’s litigation strategy in light of the 
changed circumstances and, at the customer’s option, withdraw the claims with 
or without prejudice within 60 days of receiving notice.  The amendments 
would also provide that a customer’s claims against an inactive associated 
person would be ineligible for arbitration, unless the customer agrees in 
writing to arbitrate after the claim arises.   

Effectively, these proposed changes permit claimants to elect to file claims 
against inactive members and associated persons in court, bypassing FINRA 
arbitration and potentially streamlining the process of obtaining a judgment.  
PIABA supports the proposed rule change, because in certain circumstances it 
may be more expeditious and cost effective for a customer to pursue default 
proceedings in state or federal courts when the named respondents are no 
longer FINRA members, rather than attempting to obtain an arbitration award 
first and then convert the award into a judgment. 

The proposed rule changes also would permit a customer claimant to 
adjust the claimant’s litigation strategy in a pending arbitration proceeding by 
amending Rule 12309 to permit an amendment of the Statement of Claim, 
including to add party respondent(s), within the 60-day period referenced 
above, without leave of the arbitration panel.  Under the current rule, a 
claimant must obtain leave of the arbitration panel to file an amended a 
statement of claim after the arbitration panel has been appointed.  Given the 
low net capital and lack of insurance that often characterize smaller broker-
dealers, this amendment is important because it permits a customer claimant 
to pursue claims against potentially collectible respondents when a respondent 
inactive member may not have any assets from which to collect a judgment.  
Upon learning of a member’s becoming inactive, claimants’ counsel may wish 
to consider asserting claims against associated persons, supervisory personnel, 
owners or control persons.   

In sum, the proposed changes to the Code setting forth customer 
claimant’s options when members and associated persons become inactive 
during a pending arbitration proceeding represent a modest improvement to 
the status quo under the current Code, and PIABA supports this change.  
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B. Expanding Customers’ Ability to Adjourn Hearings and Obtain 
Refunds of Filing Fees

The proposed amendments in the Notice would allow a claimant to 
unilaterally postpone a hearing, with no postponement fee charged by FINRA, 
if the claimant receives such notice within 60 days of the scheduled FINRA 
hearing and the customer elects to postpone. The proposed change also 
provides that the arbitrators would be paid their late postponement honoraria 
by FINRA (not the claimant), and the customer would be refunded his or her 
filing fee, if such a postponement is within 10 days of a scheduled hearing.  

PIABA supports this proposal to have FINRA compensate the arbitrators’ 
honoraria and refund the claimant’s filing fee under these circumstances. 

C. Streamlined Default Proceedings

The proposed amendments would change the default proceeding rules 
under Rule 12801 to clarify that a customer may request default proceedings 
against an associated person regardless of how long the person has been 
terminated. PIABA approves of this clarification. This clarification is 
important because, under the other rule amendments discussed herein, an 
associated person must be terminated for a minimum of 365 days to be 
considered “inactive.” 

PIABA notes that FINRA staff found that out of 1,328 customer cases 
reviewed for the period of 2014-2016, 84 cases contained instances of the 
associated person leaving the industry fewer than 365 days prior to the close 
of the arbitration and as such, the customer would not have been able to utilize 
the expanded options contemplated by the Notice.1 The number of such cases 
decreased to 42 cases when a 180-day window was used for “inactive” status, 
and again to 20 cases when a 90-day window was used.   PIABA believes that 
the change in default proceeding rules represents a modest improvement 
because it will permit some additional customer claimants to pursue default 
proceedings against inactive associated persons in circumstances in which this 
remedy is currently unavailable.  

1. FINRA Regulatory Notice 17‐33, Footnote 17.
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D.  The Rule Change Does Not Solve the Problem of Unpaid Arbitration 
Awards 
 

Many FINRA members operate as thinly capitalized, uninsured broker-
dealer entities that distribute the bulk of their net income to shareholders or 
other owners and have minimal assets and little or no value other than as a 
going concern. If they close their doors, any judgment against these FINRA 
members is likely to be uncollectible.  While the Notice seemingly recognizes 
the minor problems that arise during the pendency of a FINRA arbitration 
against an inactive member, it fails to address the major problem faced by 
victims of thinly capitalized broker-dealer firms: that judgments against them 
are often rendered valueless. 

Thus, members that, for example, reap enormous commissions from 
selling unregistered products such as private placements under Regulation D, 
and distribute the profits to shareholders, stand ready to close their doors and 
thumb their noses at aggrieved customer claimants when a financial product 
that they have been selling turns out to be part of a fraudulent scheme. 

PIABA's 2016 study of unpaid arbitration awards found that, of the 
FINRA arbitration awards issued to customers in year 2013 alone, one in three 
awards and roughly 25% of the money awarded (or nearly $1 of every $4 
awarded to investors after an arbitration hearing), totaling approximately $62.1 
million dollars, went unpaid.2 

Many PIABA members’ clients have expressed shock when informed that 
FINRA member firms are not require to, and in many cases do not, maintain 
insurance coverage for customer claims.  It is easy to see how this failure of 
the industry’s self-regulatory system – with its underfunded, uninsured 
members – erodes public confidence in the securities industry and the 
retirement savings of Main Street investors.  PIABA researched and 
considered nearly two decades of analysis, including information from the 
U.S. Government Accounting Office, in an effort to find potential solutions to 
the problem.  PIABA’s conclusion was that a national investor recovery pool 
maintained and administered by FINRA would be the best, most equitable, and 
most logical solution. 
 

 
2. “Unpaid Arbitration Awards, A Problem the Industry Created ‐ A Problem the 
Industry Must Fix,” by Hugh D. Berkson, Public Investors Arbitration Bar 
Association Report, February 2016. Access the report:   https://piaba.org/sites/ 
default/files/newsroom/2016-02/Unpaid%20Arbitration%20Awards%20-%20A%20 
Problem%20The%20Industry%20Created%20-%20A%20Problem%20The%20 
Industry%20Must%20Fix%20%28February%2025%2C%202016%29.pdf.  
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PIABA urges FINRA to establish a national investor recovery pool.  While 
PIABA supports every measure taken to address the serious unpaid award 
problem, we reiterate our concern that FINRA’s current proposal will not 
address in a meaningful way the millions of dollars of in unpaid awards that 
make a mockery of FINRA arbitration as a means of recovering investor 
losses.  It is critical that FINRA stop delaying and institute a real cure to the 
problem: a national investor recovery pool. 
 
Respectfully submitted, 
Samuel B. Edwards, President 
Public Investors Advocate Bar Association 
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The following PIABA Comment Letter regarding Regulatory Notice 19-27 
was submitted to the Financial Industry Regulatory Authority by Christine 
Lazaro and Samuel Edwards on October 8, 2019  
 
 
Jennifer Piorko Mitchell 
Office of the Corporate Secretary 
FINRA 
1735 K Street, NW 
Washington, DC 20006-1506 
 
RE: Regulatory Notice 19-27 Request for Comment on Rules and 

Issues Relating to Senior Investors 
 
Dear Ms. Piorko Mitchell: 
 

I write on behalf of the Public Investors Advocate Bar Association 
(“PIABA”),1 an international bar association comprised of attorneys who 
represent investors in securities arbitrations and other dispute resolution 
forums. Since its formation in 1990, PIABA has promoted the interests of the 
public investor in all securities and commodities dispute resolution forums, 
while also advocating for public education regarding investment fraud and 
industry misconduct. Our members and their clients have a strong interest in 
rules promulgated by the Financial Industry Regulatory Authority (“FINRA”) 
relating to investor protection, and in particular, senior issues.  

PIABA members frequently represent senior investors, and we are 
particularly concerned with enhancing protections for our most vulnerable 
population of investors.  Regulatory Notice 19-27 seeks comment on the 
impact of relatively new FINRA Rules 2165, 4512, and 3240, as well as 
whether other tools, guidance, or changes that may be appropriate for FINRA’s 
consideration.  In addition to the comments set forth herein, we also attach a 
comment letter which PIABA submitted to the SEC in connection with its 
Roundtable on Combating Elder Investor Fraud, held this past week.  

 
 
 
 
 

 
1. Formerly known as the Public Investors Arbitration Bar Association. 
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Financial Exploitation of Senior Investors is a National Problem 
 

The National Adult Protective Services Association (“NAPSA”) reports 
that 90% of financial abusers are family members or trusted others and abuse 
is vastly underreported – only an estimated one out of 44 cases is reported.2 
Common forms of financial abuse by family members include misuse of a 
power of attorney or joint bank account, and threats to abandon the vulnerable 
person.3  In addition, bad actors in the securities industry may target elder 
investors, and their retirement accounts, for outright investment scams, or for 
inappropriately risky or otherwise unsuitable, high-commission investments. 
According to the 2018 Enforcement Report by the North American Securities 
Administrators Association (“NASAA”), the most often reported of these were 
promissory notes, real estate investment programs, affinity fraud (sales scams 
targeting a particular community or group), and Regulation D offerings 
(private placements exempt from SEC registration, certain disclosure and 
reporting requirements).4  Fraud by a financial advisor may cause greater harm 
to an individual because of the professional’s access to a customer’s funds, and 
may cause greater harm to society because there will likely be a greater number 
of victims than those subject to exploitation by a family member.  

 
 

NASAA’s Model Act and States Adopting the Model Act 
 

Recognizing the increasing problem of financial exploitation of investors 
over the age of 65, and the potential for prevention by financial advisors, 
NASAA formed its Committee on Senior Issues and Diminished Capacity in 
2014.  In September 2015, NASAA released its draft Model Act to Protect 
Vulnerable Adults from Financial Exploitation (“Model Act”).  So far, twenty-
three states have enacted legislation or regulations based on NASAA’s Model 
Act.5 The majority of these states follow the Model Act’s definition of 
“vulnerable adult” as including anyone age 65 or older. Those states also 
follow other NASAA Model Act provisions, such as: the time frames for 
permissive delays of disbursements, mandatory record keeping and state 

 
2. http://www.napsa-now.org/policy-advocacy/exploitation/.  

3. Id. 

4. 2018 NASAA Enforcement Report available at: http://www.nasaa.org/46133/ 
nasaa-releases-annual-enforcement-report-4/.  

5. http://serveourseniors.org/about/policy-makers/nasaa-model-act/update/.  
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access to such records, mandatory reporting of suspected abuse to specified 
state agencies, and permissive notification to certain previously identified 
individuals (provided that they are not the suspected abuser).6  
Correspondingly, FINRA proposed similar changes to its SRO rules in 
Regulatory Notice 15-37, issued in October 2015, which resulted in the 
adoption of Rule 2165 (Financial Exploitation of Specified Adults) and 
amendments to Rule 4512 (Customer Account Information). Unlike the Model 
Act, FINRA’s rules do not mandate suspected abuse be reported to specified 
agencies or law enforcement. 

 
 

Requests for Comment Question Nos. 1-3 (Rule 2165) 
 

Alignment with State Protections 
 

At the outset, we note that one of the goals of the Model Act was to create 
some uniformity in legislation across the states regarding permissive delayed 
distributions and other operative features.  PIABA is concerned that FINRA’s 
contemplated substantive changes to Rule 2165 may create confusion to the 
extent they could contradict state legislation on the topic.  For example, if the 
permissive delay period is increased from the existing period (up to 25 
business days) to a contemplated longer period of time, conflicts could arise.  
Or, if the scope of Rule 2165 expands to include not just distributions of cash 
or securities from or between accounts, but also delays to transactions within 
an account (e.g. orders to sell), a possibility of conflicts could arise.  We note 
that FINRA’s proposed changes seek to offer even greater protections which 
is a laudable goal, but nonetheless, we encourage FINRA to harmonize any 
substantive changes with NASAA’s guidance and existing state law.  In 
furtherance of that goal, PIABA also suggests that FINRA make its rule 
mandatory, in conformity with the NASAA Model Act, rather than permissive.  

 
 

Potential Application Where There is Reasonable Suspicion of Impairment 
 

Diminished capacity, and more specifically, whether an individual has 
legal capacity when making a significant financial decision, is a notoriously 

 
6. For a detailed comparison, see Darlene Pasieczny, States Adopting NASAA’s 
Model Act to Protect Vulnerable Adults from Financial Exploitation (Mandatory and 
Permissive Conduct by Financial Advisors), PIABA Bar Journal, vol. 26, no. 2 
(October 2019) (forthcoming). 
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difficult subject.  Capacity may fluctuate day to day.  A person may have 
difficulty with cognition at certain times of day, as a result of a change of 
medication or temporary physical condition and may later regain legal 
capacity.  PIABA understands that FINRA is not suggesting that its members 
attempt to make any conclusive determination regarding capacity.  Rather, 
FINRA contemplates whether similar safe harbor protections as those in Rule 
2165 might be extended for a permissive delay where there is a reasonable 
suspicion of diminished capacity. This temporary delay of disbursement may 
allow for investigation, communication with a pre-authorized trusted contact 
person, and might prevent significant financial harm to an account. For 
example, an order to liquidate all holdings might incur substantial transaction 
fees or surrender fees.  However, respect for autonomy of the client is also 
paramount.  A person may choose to make informed decisions that the advisor 
disagrees with.  PIABA suggests that FINRA conduct further research on such 
issues before modifying or instituting any rules on the subject. 

 
 

Request for Comment Question Nos. 9-12 (Rule 3240) 
 

PIABA agrees that Rule 3240 has been effective in protecting investors 
and public interest, specifically by addressing potential misconduct relating to 
associated persons of broker-dealer firms borrowing from or lending money to 
customers.  Specifically, the Rule has served to deter fraud and manipulative 
practices involving senior investors’ retirement savings by prohibiting such 
conduct. PIABA believes that, in situations where one of the enumerated 
exceptions apply, the current rule is broad enough to cover those instances in 
which lending or borrowing money from customers may be acceptable. 
Importantly, such situations first require appropriate disclosures and pre-
approval by the broker-dealer firm, which is crucial to ensuring compliance 
with the Rule. 

 
 

Request for Comment Question No. 13 (Enhancing Sanction Guidelines) 
 

FINRA publishes the FINRA Sanction Guidelines so that members, 
associated persons and their counsel may become more familiar with the types 
of disciplinary sanctions that may be applicable to various violations.7 The 

 
7. FINRA, Sanction Guidelines (March 2019), available at: 
https://www.finra.org/sites/default/files/Sanctions_Guidelines.pdf. 
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Sanction Guidelines suggest factors that Adjudicators may consider in 
determining where disciplinary conduct within a range sanctions may fall.  

PIABA supports an amendment to the Sanctions Guidelines to add as a 
principal consideration whether a victimized customer is a “specific adult,” 
i.e., a person 65 or older or a person 18 or older who the member reasonably 
believes has a mental or physical impairment that renders the individual unable 
to protect his or her own interest.  Such language conforms with FINRA’s 
mission to protect investors and the public interest, including persons over 65 
and any other person who a member believes may be unable to protect their 
own interest.  Failure to do so ought to be factored in determining appropriate 
disciplinary sanctions.  FINRA’s Sanction Guidelines ought to expressly 
clarify the types of individuals members must take reasonable steps to protect.  
 
 
Request for Comment Question No. 17 (Additional Disclosure and 
Heightened Supervision when Marketing to Senior Investors) 
 

Members of PIABA frequently represent senior investors who were placed 
in unsuitable investment products and investment strategies at the 
recommendation of their financial advisor. Oftentimes, these 
recommendations involve complex products which are difficult for 
unsophisticated investors to understand, such as promissory notes, real estate 
investment programs, and Regulation D offerings. 

PIABA believes that heightened supervision is necessary for particular 
products or investment strategies that are marketed to seniors. While providing 
additional disclosures is an important step, investors are already faced with a 
deluge of disclosure language in paperwork which they may have trouble 
accessing or may not comprehend.  Heightened supervision is necessary to 
ensure that a particular product or investment strategy is suitable for elderly 
investors.  Firms should be required to set appropriate supervisory parameters 
and conduct reviews of public communications with these issues in mind.  

 
 

Request for Comment Question No. 18 (Efficiency / Effectiveness of Rules 
and Guidance relating to Senior Investors) 

 
Aggrieved investors are generally required to submit to FINRA’s Dispute 

Resolution forum all claims against broker-dealer firms or their 
representatives.  FINRA provides guidance for its staff and arbitrators in cases 
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involving individuals at least 65 years old or have a serious health condition.8  
FINRA notes that, “upon request, staff will expedite the administration of 
arbitration proceedings in matters involving senior or seriously ill parties.”  
When a case is expedited, parties and arbitrators are instructed to schedule a 
hearing within six months of from the date of the Initial Prehearing 
Conference. 

PIABA urges FINRA to emphasize the importance of resolving such 
disputes expeditiously, at a minimum through Regulatory Notices and 
additional guidance to arbitrators. FINRA ought to make clear that an 
expedited case scheduled for an evidentiary hearing beyond six months from 
the Initial Prehearing Conference should be the exception and only granted for 
good cause shown.  Oftentimes, such cases are scheduled for hearing far after 
when FINRA intends, due to scheduling conflicts and claimed unavailability 
of counsel for broker-dealer firms or their representatives. In such 
circumstances, FINRA arbitrators ought to be instructed to scrutinize alleged 
scheduling conflicts or unavailability, especially for larger law firms which 
employ multiple attorneys.  Such enhanced enforcement by FINRA conforms 
to its pledge of delivering fair, expeditious and cost-effective dispute 
resolution services for investors. 
 
 
Request for Comment Question Nos. 19 and 20 (Additional Comments) 
 

PIABA appreciates the broad request for additional comments relevant to 
the senior protection issues.  We start with the observation that our members 
have found that the vast majority of seniors and other vulnerable investors do 
not know what FINRA is, do not know (or appreciate) that they have rights as 
investors and customer of broker-dealers, and/or do not know that they are 
susceptible targets to affinity fraud.  This is a problem that FINRA should 
address by devoting more and more resources to education outreach to 
programs like or similar to AARP, American Society on Aging, SPRY and 
many other groups that help and advocate for the rights of vulnerable 
individuals.  FINRA needs to make presentations, provide literature and 
generally be more visible to the people who these rules are designed to protect.     

We are also concerned that recent changes to the FINRA website may 
make it more difficult for investors to find relevant information regarding elder 
investor protections.  For example, the Securities Helpline for Seniors, 
Investor Complaint Center, and generally, information about Arbitration and 

 
8. FINRA, Office of Dispute Resolution Arbitrator’s Guide (November 2018 
Edition).  
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Mediation, are now located at the far bottom of the FINRA.org home page.  
The contact phone numbers are particularly difficult to read in size, weight, 
and color of font.  This critical information should appear at a prominent, top 
location, on the home page.  PIABA encourages FINRA to consider reviewing 
the home page and other informational pages for legibility to elder investors. 

Finally, PIABA strongly encourages FINRA to issue a separate 
Regulatory Notice regarding proposed rulemaking on the issue of the ability 
of a Registered Person to become a named beneficiary, executor, power of 
attorney, trustee, or similar for a non-family member customer.  The abuse of 
a power of attorney is one of the major areas of financial exploitation identified 
by the National Adult Protective Services Association.  And, the confidential 
position of trust held by a financial adviser may give rise to a presumption of 
undue influence under state law, where a client changes his or her estate plans 
in a way that benefits the adviser. Additional guidance from FINRA on the 
topic should help to curb abusive intrusion into investors’ affairs and estate 
planning. 
 
 
Conclusion 

 
Once again, PIABA acknowledges and appreciates FINRA’s recognition 

that our elder population is particularly vulnerable to financial abuse, by a 
trusted friend or family member, as well as by a trusted broker or other 
financial professional.  The “safe harbor” protections of Rule 2165 give 
brokers tools to help their clients and prevent potential abuse. Likewise, the 
prohibitions of Rule 3240 make it clear that potentially abusive lending 
arrangements are impermissible. 

PIABA encourages FINRA to work in tandem with NASAA and state 
regulators, who are positioned to understand the needs of their particular aging 
populations.  PIABA also applauds FINRA for its continued review of its rules 
and guidance to improve investor protections.  We thank you for the 
opportunity to comment on the Notice, and urge FINRA to consider the issues 
set forth above. 
     
 
Sincerely, 
Christine Lazaro 
President  
 
Samuel B. Edwards 
Executive Vice-President
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The following PIABA Comment Letter regarding Roundtable on Combating 
Elder Investor Fraud File Number 4-749 was submitted to the Securities and 
Exchange Commission by Christine Lazaro and Samuel Edwards on October 
2, 2019. 
 
 
Vanessa Countryman 
Secretary 
U.S. Securities and Exchange Commission 
100 F St NE 
Washington, DC 200549-1090 
 
RE: Roundtable on Combating Elder Investor Fraud 

File Number 4-749 
 
Dear Ms. Countryman: 
 

I write on behalf of the Public Investors Advocate Bar Association 
(“PIABA”), an international bar association comprised of attorneys who 
represent investors in disputes with their financial advisors. Since its formation 
in 1990, PIABA has promoted the interests of the public investor in all dispute 
resolution forums, while also advocating for public education regarding 
investment fraud and securities industry misconduct. Our members and their 
clients have a strong interest in issues facing elder investors and steps the 
Securities and Exchange Commission (the “Commission”) may take to protect 
such investors.  

The Commission’s Retail Strategy Task Force is hosting a Roundtable on 
Combating Elder Investor Fraud. The Task Force has invited interested parties 
to submit comments on the subject of the Roundtable. PIABA appreciates the 
opportunity to provide the insight of our members and their clients on this very 
important topic.  

Older Americans are typically at the peak of their wealth accumulation 
phase, making them an attractive target for fraudsters. Older Americans who 
are the victims of fraud may suffer both monetary damages as well as non-
monetary damages such as emotional pain and suffering and feelings of shame 
and depression.1  

 
1. See, e.g., Marguerite DeLiema, Martha Deevy, Annamaria Lusardi, and Olivia S. 
Mitchell, Exploring the Prevalence, Risk Factors, and Financial Consequences of 
Fraud: Evidence from the Health and Retirement Study, TIAA Institute (Apr. 2018), 
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Unfortunately, there is not rich data on fraud because it is often 
underreported. For example, according to a study conducted by the FINRA 
Investor Education Foundation, although 11% of survey respondents reported 
losing money in a likely fraudulent activity, only 4% actually admitted to being 
a victim of fraud.2 Approximately a quarter of the survey respondents reported 
that they may have been asked to invest in a fraudulent investment and at least 
16% reported investing money in a likely fraudulent offering.3 A TIAA 
Institute study found that as many as 8% of the survey respondents had been a 
victim of at least one fraudulent activity.4 In another study, 5% of survey 
respondents reported they had been the victim of a fraudulent investment in 
the past five years.5 

In 2018, NASAA members brought enforcement actions that involved 
over 750 senior victims.6 The enforcement actions concerned unregistered 
securities, traditional securities, variable annuities, affinity fraud, equity-
indexed annuities, and viatical or life settlements.7 Looking back at NASAA’s 
enforcement statistics over the past five years, these products have consistently 
been connected with senior investor protection issues.8  

 
https://gflec.org/wp-content/uploads/2018/04/TIAA_Institute_Causes_and_ 
Consequences_RD143_Mitchell_April-2018.pdf?x70028.  

2. FINRA Investor Education Foundation, Financial Fraud and Fraud Susceptibility 
in the United States (Sept. 2013) (“FINRA Financial Fraud Study”), p. 3, 
https://www.finrafoundation.org/sites/finrafoundation/files/Financial-Fraud-And-
Fraud-Susceptibility-In-The-United-States_0_0_0.pdf. 

3. Id., pp. 18 & 20. 

4. Marguerite DeLiema, Martha Deevy, Annamaria Lusardi, and Olivia S. Mitchell, 
Causes and Consequences of Financial Mismanagement at Older Ages, TIAA 
Institute (April 2018), https://gflec.org/wp-content/uploads/2018/04/TIAA_ 
Institute_Causes_and_Consequences_TI_Mitchell_April-2018.pdf?x22667. 

5. Marguerite DeLiema, Martha Deevy, Annamaria Lusardi, and Olivia S. Mitchell, 
Financial Fraud among Older Adults: Evidence and Implications (Dec. 2018), p. 8, 
https://gflec.org/wp-content/uploads/2018/12/FinancialFraud_JGSS.pdf?x70028.  

6. NASAA 2019 Enforcement Report (Sept. 2019), p. 8, https://s30730.pcdn.co/wp-
content/uploads/2019/09/2019-Enforcement-Report-Based-on-2018-Data-
FINAL.pdf. 

7. Id. 

8. See, e.g., NASAA 2017 Enforcement Report (2017), https://s30730.pcdn.co/wp-
content/uploads/2017/09/2017-Enforcement-Report-Based-on-2016-Data.pdf; 
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Financial Vulnerability 
 

Those nearing retirement may be in a more precarious financial position 
than past generations. For example, 71 % of Early Boomers, those born 
between 1948 and 1953, have debt when on the verge of retirement.9 In 2015, 
the median amount of debt held by Early Boomers was $32,700, with the top 
quartile holding $146,800 in debt.10 This means that more Americans will 
carry debt into retirement, and may face challenges servicing the debt in 
retirement. This study raised concerns that as older persons rebalance their 
portfolios from riskier investments to more fixed income assets, they may have 
even greater difficulties managing and paying off their debt burdens.11  

Further exemplifying the financial vulnerability of older Americans, a 
third of survey respondents age 56 to 61 indicated they probably or certainly 
could not come up with $2,000 in a month’s time.12 That may mean these 
individuals do not have the financial security to cover a relatively minor 
medical procedure or home improvement. In fact, another study found that 
13% of survey respondents aged 55 or older had past-due medical bills, and 
24% are concerned they have too much debt.13  

Older Americans are also concerned about their financial security in 
retirement. The same study found that 42% of survey respondents aged 55 or 
older worry about running out of money in retirement.14 Among those who 
have accumulated savings in retirement accounts, the typical balance is about 
$40,000.15 More than 75% fall short of conservative retirement savings targets 

 
NASAA 2015 Enforcement Report (2015), https://s30730.pcdn.co/wp-content/ 
uploads/2011/08/2015-Enforcement-Report-on-2014-Data_FINAL.pdf. 

9. Annamaria Lusardi, Olivia S. Mitchell, and Noemi Oggero, Debt and Financial 
Vulnerability on the Verge of Retirement (Apr. 2019), p. 7, https://gflec.org/wp-
content/uploads/2019/05/LusardiMitchellOggero_Debt_4-27-19-JMCB.pdf?x70028.  

10. Id. 

11. Id. at p. 13. 

12. Id. at p. 21. 

13. FINRA Investor Education Foundation, The State of U.S. Financial Capability: 
The 2018 National Financial Capability Study (June 2019), p. 10, 31, 
https://www.usfinancialcapability.org/downloads/NFCS_2018_Report_Natl_Finding
s.pdf.  

14. Id. at p. 18. 

15. Diane Oakley and Kelly Kenneally, Retirement Insecurity 2019 – American’s 
Views of the Retirement Crisis, National Institute on Retirement Security (Mar. 
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based on a retirement age of 67.16 Another study found that among near-
retirement households, 30% have no retirement savings, and another third have 
savings of less than their annual income.17 The typical near-retirement 
household only has $14,500 saved.18 According to conservative estimates, at a 
retirement age of 67, retirees should have 8 times their annual income in 
savings.19 Even at that level, the retiree still has a one in four chance of running 
out of money.20 

With respect to financial literacy, fewer than half of the survey 
respondents answered the risk question correctly, and less than a third 
answered a compound interest in debt question correctly.21 One study found 
that almost 80% of survey respondents say retirees do not know enough about 
investing to ensure that their retirement savings will last them through 
retirement.22  

 
 

Investor Stories: Concerns about Retirement Income 
 
The following investor stories highlight the concerns retired investors 
may have in retirement: running out of money. In both of these cases, 
the investors were lured into investing in products which were sold as 
providing them income streams throughout their retirement. 
Unfortunately, they didn’t get what they bargained for.  
A 72-year-old widow invested following a free lunch seminar at a 
local restaurant. The broker assured the investor that he would earn 
her an income stream of 6% while preserving her investment principal. 
The investor transferred her savings to the broker, who then invested 

 
2019) (“Oakley & Kenneally”), p. 1, https://www.nirsonline.org/wp-content/ 
uploads/2019/02/OpinionResearch_final-1.pdf.  

16. Id. 

17. Nari Rhee, PhD and Ilana Boivie, The Continuing Retirement Savings Crisis, 
National Institute on Retirement Security (Mar. 2015), p. 11, 
https://www.nirsonline.org/wp-content/uploads/2017/07/final_rsc_2015.pdf.  

18. Id. 

19. Id. at p. 13. 

20. Id. 

21. Id. at p. 33. 

22. Oakley & Kenneally, supra note 15, p. 6.  
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her in non-traded REITs and a business development company. Not 
only were these investments risky, they were also illiquid. Ultimately, 
a FINRA arbitration panel ordered the brokerage firm to rescind the 
purchases of the investments and reimburse the investor for her losses.   
 
An investor in her early 80’s was sold private placements and a 
“private annuity” by her broker. The widowed investor was told she 
would have income that would last for the rest of her life. Shortly 
thereafter, the broker left the firm. The investments turned out to be 
fraudulent Ponzi schemes, but that was not uncovered until the broker 
eventually stopped making payments on the “investments” and was 
finally indicted for his fraudulent scheme. Ultimately, a FINRA 
arbitration panel ordered the brokerage firm to provide the investor 
with sufficient funds to allow her to purchase an annuity that would 
provide her with the income stream she had been guaranteed by the 
broker. 
 
While these stories ultimately resulted in the investors receiving back 
at least a portion of their lost retirement through the FINRA arbitration 
system, there are many situations where similarly wronged investors 
received back no funds, such as when the guilty party and/or firm are 
no longer in business or do not have sufficient assets to pay from their 
wrongful conduct. 
 
 

Lack of Financial Literacy 
 

Investors lack basic financial literacy, and as a result, are not really in a 
position to manage their own investments, or to oversee a broker who is 
managing their investments. One study determined that many of the survey 
respondents lacked an understanding of basic investment terms, including 
what would be a reasonable return on an investment.23 The study asked survey 
respondents how much risk they were willing to take to meet their retirement 
needs; more than half of the survey respondents indicated that they were not 
willing to invest in riskier investments regardless of their financial situation.24  

Other studies have also found that investors have low financial literacy 
when it comes to topics such as comprehending risk or compound interest. For 

 
23. FINRA Financial Fraud Study, supra note 2, p. 3. 

24. Id., p. 10. 
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example, in a recent study conducted by the TIAA Institute, over 60% of 
survey respondents answered questions about risk-related concepts 
incorrectly.25 Another study found that half of survey respondents aged 55 or 
older could not correctly answer two simple questions about inflation and 
compound interest.26 

 
 

Investor Stories: Vulnerable Investors 
 
The following investor stories demonstrate how investors end up 
trusting bad advice from their financial advisors, in part because of the 
asymmetry in financial literacy between the investors and their 
financial advisors.  
 
A group of investors were employees of the Fireman’s Fund Insurance 
Company. Following “financial education seminars,” the employees 
invested significant portions of their retirement savings in private 
placements. Some of the employees retired early, relying on the 
monthly interest payments they were receiving from the investments. 
Unfortunately, by mid-2008, most of the investments had stopped 
paying any interest. Ultimately, a judge ordered the firm responsible 
for the seminars to pay the investors over $36.8 million to reimburse 
them for their losses.  
 
In another situation, a 97-year-old investor wanted to ensure that, upon 
his death, his savings would be passed on to his heirs. Two 
unscrupulous insurance agents sold him on the concept of annuities, 
promising an “immediate 10% bonus,” or “immediate 7% growth.” 
They sold him three annuities over the course of two years, with the 
investor aged 98 for the last of the purchases. While promising above-
average returns for him, what the agents and the underlying annuity 
issuers actually delivered were products with extraordinary internal 

 
25. Paul J. Yakoboski, Annamaria Lusardi, and Andrea Hasler, Financial Literacy in 
the United States and Its Link to Financial Wellness – The 2019 TIAA Institute-
GFLEC Personal Finance Index (April 2019), pp. 3 – 5, https://gflec.org/wp-
content/uploads/2019/03/TIAA-Institute-GFLEC_P-Fin-Index-Report_April-
2019_FINAL-1.pdf?x70028.  

26. Annamaria Lusardi, Olivia S. Mitchell, and Vilsa Curto, Financial Sophistication 
in the Older Population (Feb. 2013), p. 1, https://gflec.org/wp-content/uploads/2014/ 
12/a738b9_a94ad22b24a84672bf808e19bc0bca70.pdf.  
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fees, incredible complexity, and a near-guaranteed risk of loss insofar 
as the surrender value of the products would almost certainly be less 
than the amount invested. The products would have completely failed 
the intended purpose of providing a lump sum distribution upon the 
investor’s demise since the only way to access any growth in the 
products as to hold the annuities for a period of at least five years, and 
then annuitize them for at least ten more. The investor would have had 
to reach age 109 in order to access the “accumulation value” – being 
the sum of the original investment and any growth thereon. To simply 
break even and access the amount he’d originally invested, he’d be 
required to have lived till the age of 102. 
 
Unsatisfied with having made tremendous commissions on the first 
three annuities, the agents approached the investor a year later and 
convinced him to surrender the largest of the original three annuities, 
and a portion of another, and use the proceeds to buy a new annuity. 
The investor was 99 ½ years old at the time. The product the agents 
sold him: (1) offered no benefits beyond what he already had; (2) 
offered even more complexity than the products he’d been sold a year 
before; and, (3) offered the investor the opportunity to break even if 
he lived to age 114 ½. Particularly offensive was the fact that the death 
benefit to be paid was the surrender value – not the accumulated value. 
In short, the product guaranteed the investor a loss, whether he lived 
or died. After retaining an attorney, the investor was able to get out of 
the annuities and was able to meet his original goal of leaving his 
savings to his family, not his insurance agents. 

 
 
Brokerage Firm Policies to Protect Seniors 

 
NASAA examined steps brokerage firms may take to address senior 

investor protection. The NASAA study found that only 30% of brokerage 
firms had adopted senior-specific policies and procedures.27 The individual 
policies and procedures varied from firm to firm. For example, with respect to 
suitability, some firms merely reminded brokers that certain suitability 
information, including age, income, and expenses, should be emphasized when 

 
27. NASAA, NASAA Broker-Dealer Section Study of Senior Practices and 
Procedures, 2016 – 2017 (June 2017), p. 7, https://s30730.pcdn.co/wp-content/ 
uploads/2017/06/BD-Study-of-Senior-Practices-and-Procedures_06152017.pdf. 
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considering a recommendation.28 Other firms restricted what products, such as 
variable annuities and alternative investments, may be sold to senior 
investors.29 Certain firms focused on particular concerns for senior investors, 
such as product concentration issues.30 Over 80% of the firms surveyed did not 
have a senior-specific review process to monitor for changes to the investor’s 
financial objectives.31 

 
 

Investor Story: Failure of the Brokerage Firm to  
Protect an Elder Investor 

 
The following investor story demonstrates how the lack of firm 
policies to follow up on red flags, such as a change of investment 
objective in an elder investor’s account to be more aggressive, can 
cause harm. 
 
An investor, a retiree, was assigned to a new broker after his prior 
broker passed away. The new broker sold off the investor’s income 
producing investments and began to trade stocks instead. Shortly after 
taking over the account, the broker changed the investor’s investment 
objective to “Speculation.” Over the course of the next two years, the 
broker churned the account, eventually virtually wiping out the 
account value. Unfortunately, the investor passed away before he 
could do anything about the broker’s misconduct.  

 
 
Protecting Elder Investors 

 
As a larger portion of our society approaches retirement with the aging of 

the Baby Boomer generation, more and more adults may be subject to 
investment fraud. As the stories above demonstrate, investors need additional 
protections to ensure those who have saved for retirement will actually have 
those funds available to them.  

 
28. Id. at p. 8. 

29. Id. 

30. Id. 

31. Id. at pp. 11 – 12.  
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While some brokerage firms have taken on the responsibility of adopting 
policies and procedures aimed at protecting elder investors, more must be 
done. Currently, FINRA does not require brokerage firms to have supervisory 
policies specifically aimed at addressing the common red flags that may 
impact elder investors.  

In 2017, NASAA suggested several measures that could be adopted by 
brokerage firms to improve their policies and procedures: 
1) Clear definitions of “seniors” and “vulnerable adults”; firms should 

evaluate the need for definitions if they do not exist, taking into 
consideration those states that have adopted the Model Act;  

2) Dedicated staff resources responsible for senior-related issues;  
3) Guidance for communications with seniors and other senior-specific 

policies and procedures;  
4) More frequent updates of account documentation for seniors, including 

investment objectives;  
5) Heightened suitability review for seniors that is triggered by red flags such 

as investments in higher risk or complex products, account concentrations, 
or significant changes to account activity; 

6) Training regarding senior issues including the identification and escalation 
of senior financial exploitation and diminished capacity;  

7) Use of a trusted contact form and other resources to assist senior investors;  
8) Proper escalation protocols, including clear and specific escalation 

instructions for registered representatives and other firm personnel, and 
the designation of decision makers for reporting concerns outside of the 
firm;  

9) How and when to report matters to adult protective services, law 
enforcement, or state securities regulators; and  

10) When to delay account disbursements as a result of escalated concerns.32 
NASAA’s suggestions are a good place for the Commission to start. 

However, rather than encouraging brokerage firms to adopt such policies and 
procedures, brokerage firms should be mandated to adopt such procedures.  

Additionally, beyond simply heighted review for certain red flags, the 
Commission should consider disallowing firms from selling certain investors 
certain products. As an example, non-traded REITs and private placements are 
often sold to retirees as offering a guaranteed income stream, with little focus 
on their price volatility, illiquidity, and potential for inconsistent or non-
existent income streams. Investors are not evaluating these investments on 
their own, rather these investors are relying on their brokers to make 

 
32. Id. at p. 23. 
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appropriate recommendations in line with the investors’ needs. Unfortunately, 
all too often, the investors are left to figure out for themselves how they will 
continue in retirement without access to their hard-earned savings.  

 
 

Conclusion 
 

PIABA applauds the Commission’s focus on Elder Investment Fraud. 
However, more must be done to protect investors and to ensure that their 
retirement savings are protected. Investors should not be left to fend for 
themselves after being the victim of fraud. PIABA would welcome the 
opportunity to further discuss these issues with the Retail Strategy Task Force. 

 
 
Sincerely, 
Christine Lazaro 
President  
 
Samuel B. Edwards 
Executive Vice-President 
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