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The Buck Stops with You
When truéts or estates suffer investment losses, fiduciaries
are obligated to identify and file viable claims against brokers

Trustees and estate representatives are often required to invest the assets
- of a trust or estate in securities markets. Depending on the jurisdiction,
' these trustees may have the power to fully or partially delegate this
responsibility to an investment advisor or securities broker.

But what if there are investment losses because of the broker’s or
brokerage firm’s misconduct? The trustee is obligated to find and pursue

any viable claim that can recover such losses. While trustees are not

expected to have a complete working knowledge of securities litigation, or
By Craig D. Stein,
“partner,

Joshua S, Pinsky,
assoclate and  for fiduciaries to understand exactly how to identify potential claims.

Jonathan P. Cohen, Initially, when a trustee reviews the current and past investment
~ associale,  portfolios of a trust or estate, he should pay particular attention to invest-
Stein, .Rosster.}be;gA& ments that either lost money or significantly underperformed compared
Boca Réftl(?rll, Fia to standard market indicators like Dow Jones, NASDAQ and S&P goo0.

' Trustees also should note when large concentrations of securities are held
without any effort to diversify or apply hedging strategies. But just

because an account or investment lost value doesn’t necessarily

to evaluate a securities claim thoroughly; it is possible for them—and with-
in their power—to identify and file securities claims. It’s therefore crucial
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imply that a stockbroker or firm acted improp-
erly. Also, irrespective of losses, trustees should
look for any periods of high activity within an
investment account, or frequentiy paid com-
nmissions or fees. If any of these circumstances
are discovered, the trust or estate may have a
cause of action based on common securities
claims: unsuitability (including overconcentra-
tion), churning, unauthorized transactions,
“negligence, fraud, breach of fiduciary duty and
negligent supervision, as well as any statutory
claim that may apply.

DUTY.OF BROKERS

A broker and an investor share a formal rela-
tionship based on trust and confidence. Not
every jurisdiction agrees on whether or when
a fiduciary relationship exists between a bro-
ker and an investor, But, as one Florida court
put it: A broker must “act with the utmost
‘honesty and good faith.” Generally, whether a
broker is acting as a fiduciary relates fo the
functions he performs for the investor. Each
‘situation involving a broker-investor relation-
ship must be evaluated carefully in accor-
dance with controlling law, and with respect
to the nature of the specific relationship.

In Lieb v. Merrill Lynch, Pierce, Fenner and
Smith, a federal district court in Michigan
provided a detailed analysis of the broker’s
fiduciary duties to investors. The Lieb court
distinguished discretionary accounts (in
which the broker has a continuous obligation
to manage the account) from nondiscre-
tionary accounts (in which the customer and
broker confer as to a particular transaction,
but the broker has no continuing duty
towards the account once the transaction is

complete).

While a broker’s duty in a discretionary

account is a bit more obvious—as the broker
retains significant continuous control—his
duty in a nondiscretionary account requires
closer examination. In Gochnaver v. A.G.
Fdwards & Sons, !nc.,’ the court used key fac-
tors set forth by the Lieb courl to determine
the following fiduciary responsibilities of an
investment advisor in the one-lime nondiscre-

tionary account scenario: “(i) the duty to rec-
ommend [investments] only after studying it
sufficiently to become informed as to its
nature, price, and financial prognosis; (2) the
duty to perform the customer's orders
promptly in a manner best suited to serve the
customer’s interests; (3) the duty to inform the
customer of the risks involved in purchasing
or selling a particular security; (4) the duty to
refrain from self dealing; (5) the duty not to
mistepresent any material fact to the transac-
tion; and (6 the duty to transact business only
after receiving approval from the customer.”
Questions may exist as to whether the
responsibilities of investment advisors or bro-
kers rise to the level of fiduciary duties. But

within the industry, there’s little doubt as to,

what many of those responsibilities are. The
six fiduciary duties listed in Gochnauer are
similar to the duties or responsibilities of a
securities broker established by the Securities
and Exchange Commission (SEC)and the
rules of self regulatory organizations such as

NASD and the New York Stock Exchange. .

While no independent cause of action exists
for violation of industry rules, certain rule vio-
lations, such as unsuitability, overconcentra-
tion, churning, etc., typically form the basis for
negligence or fraud causes of action. These
“duties” or “responsibilities” promulgated by
industry regulators appear to be equivalent to,
or near equivalent to, the generally accepted
definition of “fiduciary duty” even if not
termed as such,

CAUSE OF ACTION

While violations of financial industry rules
may not be used as an independent, private
cause of action, they may form the basis for a
negligence or fraud claim. In a negligence
claim, the rules dictate the duty of the broker,
and the broker's failure to follow those rulesis
a breach of this duty. Although violation of
these rules may form the basis of a fraud
claim, such claims often are controlled by
statute and differ from state to state. For
instance, under Florida’s Securities and
[nvestor Protection Act,’ intent or knowledge
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is not required to prove a fraud claim.
Similarly, in Newsom v. Dean Witter
Reynolds, Inc.,” a Florida state court
held that simply making unsuitable
trades constitutes fraud.

Once it is determined that a cause
of action exsists, a claim should bhe
filed in the appropriate forum.
Previously, most securities claims
were tried in either federal or state
courts. However, the Supreme
Court's 1987 decision in
Sheamon/{jmerican Express, Inc., v.
Mechahon, held that claims under
Section 10(b) of the Securities
Exchange Act could be adjudicated
under predispute arbitration agree-
ments, Most securities cases involv-
ing customers who have claims
against brokers and brokerage firms
are brought before NASD (the NAS-
DAQ regulator) or NYSE arbitration
panels. Trying an arbitraton case is
different from civil litigation:
Arbitration procedures disallow cer-
tain discovery mechanisms, limit the
ability to appeal, and do not provide
for jury trials.

BASISFORCLAIMS

There are five main causes that form
the basis for fraud and negligence
claims against brokers:

{1} Unsuitability and overconcen-
tration: “Unsuitability” is the basis for
many negligence and fraud claims
against brokers. Once losing or
underperforming investments are
identified, each should be reviewed
individually and relative to other
investments in the account. The
trustee also must assess the trust or
estate portfolio for any securities
holdings that appear to be overcon-
centrated or disproportionate to the
rest of the portfolio.

Stockbrokers have a duty to know
their customer’s financial situation
and to recommend suitable invest-
ments,” The NASD requires its mem-
bers to make efforts to obtain specif-
ic relevant information about the cus-
tomer. Brokers must evaluate the

* FIDUCIARY PROFESSIONS

customer’s financial status, tax status,
investinent objectives and, according
to NASD Rule 2310, “other such infor-
mation used or considered to be rea-
sonable by such {NASDI member or
registered representative in making
recommendations to the customer.”
Similar violations of industry rules
often exist when brokers don't prop-
erly advise an investor whe has an
overconcentrated position in one
company or one sector. A broker
must advise such a client to suffi-
ciently diversify or apply hedging
strategies such as collars, forward
sales or exchange funds. For instance,
such a situation may occur when an

Two key elements
in most churning
cases are control
and excessive

trading. Even if the

account profits,
a churning claim
can be won.

investor who earns a modest saleu'y,s
suddenly has one investment appre-
clate exponentially in value to $10
million. As a result of the apprecia-
tion, the investor has the majority of
his eggs in one basket. A prudent
broker would have that investor
diversify his portfolio, or apply a
hedging strategy to protect the
investor's new wealth.

(2) Churning: In Ruiz v. Charles
Schwab & Cof Inc, the federal dis-
trict court for the southern district of
New York ruled that “faln investment
advisor, as well as a broker-dealet,
can be liable for ‘churning’ under
Section 10(b) of the Securities
Exchange Act of 1934.” In a similar
case, Arceneaux v. Merrill Lynch,
Pierce, Fenner & Smith, Inc, the

U.S. Court of Appeals for the Ninth
Circuit ruled: “Churning occurs when
a securities broker buys and sells
securities for a customer’s account
without regard to the customer’s
investment interests, for the purpose
of generating commissions.” Further,
the court in Newsom v. Dean Witter
Reynolds Inc. described churning as a
“particularly vicious and fraudulent
course of conduct deserving of the
severest condemnation.”

Two key elements in most chumn-
ing cases are control and excessive
trading. Control of the account is
determined from the circumstances
surrounding the relationship, as in

Kaufman v. Merrill Lynch,
Pierce, Fenner & Sraith, and the
excessiveness depends on the
type of account. While fre-
quent trading is expected in a
trading account, it’s not expect-
ed in an investment account
that exists ko preserve its princi-
pal.

Certain patterns are indica-
tive of chuming. One involves
selling a security and immedi-
ately buying back either the
same security or another securi-
ty that isn’t much different . For
example, a broker sells a tech-

nology stock, and then uses those pro-
ceeds to buy ancther stock in the same
sector.

Ratios have been developed to
help detect if there was excessive
trading and possibly “churing” The -
use of these ratios, however, is only
applicable to accounts where there is
at least some level of control on the
part of the broker. Factors such as the
broker's level of control, along with
the investor's objectives and experi-
ence will determine whether use of -
these ratios is appropriate.

The “turnover ratio” can be used
to determine how many times the full
value of an account has been traded
in a year. The turnover ralio is calcu-
lated by dividing the total cost of pur-
chases by the average net equity in
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the account. The Southern District of
- New York, in Rolf v. Blyth, Eastman,
Dillon & Co,, Inc.,” , defermined that
a turnover ratio of six or higher (that
is to say a complete turnover more
than once every two months) is evi-
dence of excessive trading, but not
necessarily churning. In another
Ninth Circuit case, the court found
- churning did exist for an account
with a turnover ratio between eight
and1.5°

A similarly applied “cost-to-equity
ratio” divides the cost of the securities
by the average net equity, determin-
ing the rate of return against the comy-
missions and other charges. The cost
of securities includes, for example,
commissions paid and margin inter-
est accrued. In other words, the cost-
to-equity ratio measures the required
rate of return to pay for the cost of the
securities without turning a profit.

It's vital to note that churning can
occur regardless of whether or not
the account increased in value.
Similarly, excessive trading can occur
even when commissions are not
earned.

(30 Unauthorized transactions:
Unauthorized trading also can form
the basis of a fraud claim. A broker
can execute trades in a customer’s
account only when directly autho-
rized or if the broker has been grant-
ed discretion by the customer prior to
the purchase or sale. Any breach of
this requirement amounts to unau-
thorized trading.

(4) Misrepresentation: Misrepre-
sentation or omission of a material fact
may be a foundation for a cause of
action in negligence, fraud or other
statutory claims.” If a broker misrep-
resents himself, his firm or an invest-
ment opportunity, and an investor
relies on that misrepresentation to his
detriment, the investor may have a
claim against the broker and his firm,
If that misrepresentation was, for
example, dite to careless research or
poor communication on the part of
the broker, the investor still may have

a negligence claim based on the bro-
ker's failure to uphold his duty to
properly research or communicate
with clarity:

If the broker misrepresented.
material facts to induce a reaction
harmful to the investor, acommon
law fraud claim may exist. It's impor-
tant to note that each state may have
different interpretations as to what
constitutes fraud with regard to secu-
rities transactions. Some states have
securities fraud statutes, which
reduce fraud in a securities context to
any nisrepresentation inducing the
sale or purchase of securities.

{5) Failure to supervise: Generally,
securities claims are filed against the
individual broker who serviced a cus-
tomer’s account, along with the firm
the broker was working for during
the relevant period. Claims against
the firm can include any, if not all of
the claims asserted against the indi-
vidual broker.”

There are, however, some claims
unique to firms or supervisory per-
sonnel that are not brought against
the individual brokers. Firms and
somelimes managers face claims of
negligent supervision. The SEC and
self-regulatory organizations have
strict rules regarding supervision of
brokers and accounts. Managers are
obligated to sign-off on many docu-
ments and most transactions, and are
ultimately responsible for allowing
transactions to occur. If negligent or
fraudulent transactions occur with
supérvision, firms and managers can
be liable for allowing those transac-
tions, The firm also can be held kable
if there is a complete failure to super-
vise transactions.

DAMAGES =

No cause of action is complete with-
out some version of damages, Fach
securities claim is "unique and
requires careful evaluation not only
of the extent of the damages, but also
the nature of the damages. “In a secu-
rities claim, there is great flexibility in

awarding damages,” noted the Ninth
Circuit in Arrington v. Merrill Lynch,

Churning claims are different than
most ather claims in that the investor
may have seen his portfolio grow
despite the excessive trading—yet he
still may claim a return of commis-
sions for unnecessary transactions.
Overall profitability does not excuse a
broker of his liability.” If the investor
lost money as a result of churning, he
may claim those losses in addition to a
return of commissions.

in suitability claims, the damages
may be the losses incurred by an
investor through investments that
should not have been recommended
under suitability rules. Similarly, if an
investor should have been, but was
not advised to sell an unsuitable
investment, losses from those invest-
ments may be sought as damages.

The most common form of dam-
ages is referred to as “out-of pocket.”
If an investor opens an account with
$10,000 and never funds the account
further, then his out-of-packet dam-
ages could never exceed $10,000.

An investor also may claim more
than just out-of-pocket Josses, If an
investor parlayed a $10,000 invest-
ment into $1 million, only to lose
$800,000 later, he may claim dam-—
ages of $800,000, though only
$10,000 is out-of-pocket.

As with many claims, an injured
Investor may seek well-managed
portfolie  damages, prejudgment
interest, post-judgment interest,
attorney fees and expenses. “The well
managed account measure of dam-
ages purports to allow a plaintiff to
recover the difference between what
his portfolio was worth at the end of
the defendant’s fraudulent conduct
and-what- his portfolio should have
been worth had it been managed
without fraud.”” Additional requests
are dependent on the jurisdiction.

Punitive damages also may be
considered. In  Mastrobuono v,
Shearson Lefiman Hutton, fnc.,?g the
U.S. Supreme Court stated that puni-
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tive damages are reasonable if the
misconduct Is willful and malicious.
It is widely understood that trustees
and estate representatives owe a fidu-
ciary duty to the beneficiaries and to
the trust or estate itself. As a result of
their duty and ability to bring a claim on
- behalf of the trust or estate, such fidu-
ciaries must identify and pursue any
securities claims if actionable. In fones
v. Ellis,” the Supreme Court of Alabama
eloquently discussed the prudent adyi-
sor tule, holding that “a trustee is under
a duty to the beneficiary to exercise
such care and skill as a man of erdinary
prudence would exercise in dealing
with his own property” The court also
said that “unlike the good business
judgment rule [applied to corporate
directors), there is no presumption of
good faith with the dealings of a trustee;
consequently & showing of fraud is
unnecessary to impose liability; because
a trustee is liable for losses occasioned
by his mere imprudent management of
the trust.” A trustee has a duty to pro-
tect and serve the trust or estate, and
therefore has a duty to evaluate if.the
trust or estate has a claim against a bro-

ker. While trustees may not be expect- _

ed to thoroughly evaluate a securities

claim, it is important that they under- -

stand how to identify a potential elaim
when it arises. |
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