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I. THE ROLE ACCOUNTANTS CAN PLAY IN UNCOVERING SECURITIES FRAUD2 

 
For the investing public, accountants are not only the gatekeepers of the flow of 

accurate financial information, but also, hold the keys to unlocking fraudulent behavior when 

providing tax preparation, or auditing services.   

On occasion, the records provided by a client to his accountant reveal a bad investment 

outcome.  In most cases, there is nothing that can be done.  In a few instances, where a 

registered investment advisor3 made the recommendation to invest without taking into 

consideration the best interests of the client, the client may have an opportunity to recover 

some of their losses.  If the accountant does not have an appreciation for the legal duties that 

an investment advisor has for the client, the accountant may overlook a way to mitigate the 

harm suffered by the client.  

This article provides a high-level background of the key anti-fraud provisions of state 

and federal securities laws with a focus on the legal remedies available to victims.  In an effort 

to provide some context to the law in this area, I will briefly discuss the historical background 

of the enactment of the 1933 Securities Act (the “1933 Act”), and the 1934 Exchange Act. I 

will then delve into the corresponding anti-fraud provisions of the 1934 Exchange Act, 

                                                
2 The primary educational purpose of this article is to give accountants, or other professionals, the tools to spot 
abuse of their clients by a broker-dealer or registered representative, and to help evaluate what the most prudent 
course of action their clients can take to mitigate their losses.  To advance this purpose, I have included a few 
examples of customer disputes which comprise a small sample of securities related cases that I have worked 
on over the past 20 years.  The names of the parties and the specific facts of those cases have been left out for 
obvious reasons.  This article is neither intended to provide legal advice nor to cover the academic nuances of 
the law in this area, of which there are many.  Instead, this writing is from my vantage point, a practitioner, who 
has represented both investors and brokers in customer disputes.  I hope this article is of value to either you, or 
your clients. 
3 In this article, the terms “registered representative,” “broker,” and “associated person” are used 
interchangeably. There are distinctions between them, and some would argue, the duties that they owe to a 
customer.  The debate tends to focus on whether one owes a fiduciary duty while the other does not 
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applicable blue sky laws, and the arbitration forum in which consumer securities disputes are 

often resolved.   

This article concludes with a few real life examples of broker misconduct that 

accountants, or other professionals, could have easily detected.  

A. The 1933 Securities Act (the “1933 Act”) and the 1934 Exchange Act.  
 

The goal of the 1933 Act, which is also known as the “Truth in Securities Act” was to 

increase public trust in the capital markets by requiring the uniform disclosure of information 

about public securities offerings.  The thrust of the 1933 Act was to eliminate fraud and deceit 

in the offering of securities.  The 1933 Act attempts to fulfill its intended purpose by requiring 

issuers to file a registration statement with the Securities and Exchange Commission (the 

“Commission”) containing a prospectus about the enterprise and the offering to be made 

available to the public.4 

On the other hand, the 1934 Act, or Exchange Act, had essentially two different 

methods of regulating market behavior.   First, it required publicly held companies to provide 

periodical disclosures to shareholders and perspective purchases about the company’s 

affairs.  Second, it regulated broker-dealers and the markets for post distribution and sales of 

securities.5  The 1934 Exchange Act also established the Securities and Exchange 

Commission to oversee the securities industry.  

Section 10(b) of the 1934 Exchange Act authorized the Securities and Exchange 

Commission to promulgate the federal anti-fraud rule (“SEC Rule 10b-5”) that is most 

commonly relied upon by investors in their claims against a broker-dealer or registered 

investment advisor. SEC Rule 10b-5 is written broadly to capture virtually any 

                                                
4 A.A. Sommer, Jr., Federal Securities Act of 1933, 1-6 § 1.02. 
5 A.A. Sommer, Jr., Federal Exchange Act of 1934, 1-5, § 1.01 (underscore added).  
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misrepresentation or dishonest practice that may arise during the purchase or sale of a 

security:  

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 
(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.6 
 

B. What is a Security? 
 

One would think that the answer to this question is simple.  In most cases, it is.  

Nevertheless, individuals have attempted to avoid the burdens of securities laws by claiming 

the transaction did not involve a “security.”  

The 1933 Act and the 1934 Exchange Act define a “security” broadly.  Section 2(1) of 

the 1933 Act defines “security” to include:   

any note, stock, treasury stock, bond, debenture…investment 
contract…any put, call, straddle, option or privilege in any way 
security…or warrant or right to subscribe to or purchase any of the 
foregoing.7 

 
 There are exceptions to the above definition.  For example, under certain 

circumstances, a partnership interest or interest in a joint venture might not be a security, and 

thus, not subject to the scrutiny of securities laws.  The primary factor in determining whether 

                                                
6 See 17 C.F.R. 240.10b-5.  
7 See Section 2(1) of the 1934 Act, 15 U.S.C. § 77(b)(1); see also § 3(a)(10) of the 1934 Act, 15 U.S.C. § 78c(10).  
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an investment is a security hinges on whether the investor has control over management.  If 

the investor does not, then the ownership interest is likely a security.8   

Even though the advent of securities laws began over eighty years ago, there are still 

controversies over whether certain investments are securities.  One recent example concerns 

the sale of tenant in common (TIC) ownership interests in real estate.  The debate has 

centered on whether there was an “enterprise” for profit, the control over the TIC, and whether 

the TIC falls within exemptions from registration.  Whether the TIC is a “security” largely 

depends upon how it is structured.9 

One example of an instrument that most people would not consider a “security” is a 

promissory note that is exchanged or sold between individuals.  However, it certainly can be. 

10  On occasion, a promissory note investment scam surfaces in which the promised returns 

are a multiple of the current market interest rates.  Such scams are consistent with a Ponzi 

scheme whereby the last individuals to buy the promissory notes are left holding the bag.   

C. The Prohibition on The Sale of Unregistered Securities 
 
1. Federal Law 

 
The core purpose of the 1933 Act was to prohibit the sale of unregistered securities.11  

The 1933 Act specifically provides, “Any person who…sells a security in violation of this 

provision ‘shall be liable’ for rescission.” 12  Brokers and agents are “sellers” for purposes of 

                                                
8 See Nunez v. Robin, 211 U.S. App. LEXIS 4825 (5th Cir. 2011) (joint venture found to not be a security where 
investor signed checks and contract on behalf of company and managed company’s finances); see also S.E.C. 
W. J. Howey Co., 328 U.S. 293 (1946)(provides four part test for defining an “investment contract.”). 
9 Elizabeth A. Whitman, A “TIC”ing Time Bomb: Rule 506 Meets Section 1031, Fordham Journal of Corporate & 
Financial Law, Volume 12, issue 7, Art. 2, 2007, p. 158.  
10 See Reeves v. Ernst & Young, 544 F.2d. 1126 (2nd Cir. 1976) (where there was no resemblance between 
notes and any category of notes not constituting securities, the 1934 Act’s anti-fraud provisions applied).  
11 See The 1933 Act, § 5, 15 U.S.C. § 77e. 
12 See § 12(1) of the 1933 Act, 15 U.S.C. § 77l(1).   
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Section 12(1) and are thereby liable.13   For an investor to recover for such a violation, he 

need only “show that [defendant] violated Section 5 by utilizing some instrument of interstate 

commerce to offer for sale to [plaintiff] a security for which no registration statement was in 

effect.”14  The violation does not require scienter (or “willfulness”) and is one of strict liability.15  

Also, the measure of damages for a customer’s purchase of an unregistered security can be 

straight forward because one remedy afforded the customer is rescission (e.g. the customer 

gets their money back).16 

There are exemptions from the registration requirements:  (a) private offerings to a 

limited number of persons or institutions; (b) offerings of limited size; (c) intrastate offerings; 

and (d) securities of municipal, state, and federal governments.17  The party arguing the 

protection of an exemption has the burden of proof that the security was exempt from 

registration.18   

Regulation D of the 1933 Act is the most common exemption from registration utilized 

by issuers of small offerings, called private placements.  In general, offerings of securities 

pursuant to Regulation D are restricted to “accredited investors.”  This is because non-

accredited investors are entitled to full disclosure comparable to a public offering, which is a 

difficult hurdle for a sponsor. 19  Claims arising out of the recommendation of a private 

                                                
13 Pinter v. Dahl, 486 U.S. 622, 644-46 (1988) (liability for the unlawful sale of unregistered securities under § 
12(1) extends to both the person who passes title to the securities and the person who successfully solicits the 
purchase, motivated at least in party by a desire to serve his own financial interests or those of the securities 
owner).  
14 See Lawler v. Gillam, 569 F.2d 1283, 1285 (4th Cir. 1978). 
15 See Pinter v. Dahl, 486 U.S. 622, 638 (1988). 
16 As discussed in Section III of this paper, rescission is not the only measure of damages available to victims of 
securities fraud.  
17 SEC.gov | Registration Under the Securities Act of 1933, http://www.sec.gov/answers/regis33.htm. 
18 Lawler, 569 F.2d at 1291; see also Kane v. SEC, 842 F.2d. 194, 198 (8th  Cir. 1988) (burden on seller of 
unregistered securities to prove exemption registration, and fact that seller may have reasonable belief that 
shares were exempt under §§ 4(1) or 4(3) is irrelevant to a defense that they were exempt under those sections). 
19 Frederick Rosenberg, Experts Corner, About NCIs, Reg. D, and Suitability, PIABA BJ, Vo 21, No. 2, p. 187.   
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placement to an investor tend to focus on due diligence failures, unsuitable 

recommendations, fraudulent statements, and conflicts of interest.  They usually do not focus 

on the disclosures made because if the investment is unsuitable or without reasonable bases.  

The mere act of offering the private placement to a customer can be a violation of securities 

laws (e.g. recommending an unsuitable security).20   

There are two basic takeaways from this summary of a broker’s potential liability for 

selling unregistered securities.  First, if the security is part of an offering to which no exemption 

from registration applies, then the customer has a claim for recovery from the broker.  Second, 

where the transaction is exempt from registration, such as a private placement offered under 

Regulation D, one may desire to make further inquiry about the context of the investment and 

whether the advisor performed adequate due diligence.  If such an inquiry is neither made, 

nor is the client referred to a lawyer with experience in the area, the customer may have 

missed an opportunity to recover some of their losses.  

2. North General Statute § 78A-24 Makes It Unlawful to Offer or Sell A 
Security in North Carolina Unless It Is Registered or Exempt.  

 
The North Carolina’s counterpart to the registration requirement under federal law is 

N.C. Gen. Stat. § 78A-24.  Similar to the 1933 Act, there are exemptions to registration; 

however, the exemptions do not alleviate the broker or investment advisor’s duty to know the 

investment offering, conduct due diligence, and only recommend a suitable investment.  The 

state exemptions tend to focus on the size of the offering, the product, and the number of 

participants.21 

 

                                                
20 Id.  
21See N.C. Gen. Stat. § 78A-2(11). 
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D. The Oversight of Broker-Dealers and Investment Advisors 
 
Individuals who advise others to buy or sell securities must be licensed.  They are self-

regulated by the Financial Industry Regulatory Authority (FINRA).  As licensed professionals, 

they are required to follow the applicable industry and conduct rules.  Typically, a violation of 

such industry and conduct rules alone does not afford the client the right to recover from a 

broker-dealer or an investment advisor for their investment losses, but a violation may be 

used to show that the advisor breached the standard of care in their dealings with a customer.  

If it is apparent that an advisor has breached industry rules while making an unsuitable 

investment to a client, the customer should probably be referred to a lawyer to see whether 

there is a potential chance of recovery.  

E. The Duties of An Investment Advisor and Broker Dealer 
 

1. Investment Advisor’s Fiduciary Duty  
 
The Investment Advisor Act prohibits an investment advisor from “employ[ing] any 

device, scheme, or artifice to defraud any client or prospective client” and from “[e]ngaging in 

any transaction, practice or course of business which operates as a fraud or deceit on any 

client or prospective client.”  The United States Supreme Court has found that the Investment 

Advisor Act imposes a fiduciary duty upon investment advisors.  This fiduciary standard of 

conduct encompasses two duties: (1) duty of loyalty requiring that the advisor act in the best 

interest of his clients, (2) a duty of care that the advisor must make a reasonable investigation 

to confirm that their recommendation is not based on materially inaccurate or incomplete 

information. 

Broker-dealers are excluded from the Investment Advisor Act where the performance 

of investment advisory services is “solely incidental” to the conduct of its business as a broker 
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or dealer and where the broker receives “no special compensation” for its advisory services.22  

Under current regulations, a broker who receives fees, other than transaction-based fees such 

as commissions, may have a fiduciary duty to their customers.  While there is a debate23 over 

whether not broker-dealers should owe a fiduciary duty to their customers, courts have found 

that they may under certain circumstances: where a broker-dealer either exercises 

discretionary control24 over customers’ assets, or has a relationship of trust and confidence 

with customers.  

Most investors are unaware of the legal debate over a fiduciary standard of care for 

broker-dealers.  Several practitioners in this area have observed that broker-dealers tend to 

assure prospective clients that there interests come first; however, those same broker-

dealers, when confronted with an investor’s claim of wrongdoing, deny they owe such duties 

to investors.25 

Despite the public debate and the regulatory uncertainty over whether or not a broker 

has a fiduciary duty to his client, North Carolina law defines a fiduciary relationship as follows:   

 In general terms, a fiduciary relationship is said to exist ‘[w]herever 
confidence on one side results in superiority and influence on the other 
side; where a special confidence is reposed in one who in equity and 
good conscience is bound to act in good faith and with due regard to 
the interest in one reposing the confidence.’26 

 

                                                
22 See Advisor Act Rule 202(a)(11)-1; see also Financial Planning Association v. SEC, 482 F.3d 481 (D.C. Cir. 
2007) (vacating Advisor Act Rule 202(a)(11)-1 and holding that the SEC did not have the authority to exempt 
broker-dealers offering fee-based brokerage accounts from the definition of “investment advisor.”) 
23 Peter J. Henning, S.E.C. Faces tough Challenge to Enhance Broker Rule, The New York Times, March 23, 2015,  
http://www.nytimes.com/2015/03/24/business/dealbook/sec-faces-tough-challenge-to-enhanced-broker-
rule.html?_r=0 
24 See U.S. v. Skelly, 442 F.3d 94, 98 (2d Cir. 2006) (fiduciary duty found “most commonly” where “a broker has 
discretionary authority over the customer’s account”). 
25 See Cara Salvatore, Brokers Are Two-Faced On Fiduciary Duty, Bar Group Says, Law 360, 
http://www.law360.com/articles/635721/brokers-are-two-faced-on-fiduciary-duty-bar-group-says 
26 Vail v. Vail, 233 N.C. 109, 114, 63 S.E.2d 202, 206 (1951) (quoting 37 C.J.S. Frauds §2, at 213). 
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 Specifically, the North Carolina Supreme Court has commented that a fiduciary 

relationship can exist between a broker and principal:  

The relation…not only include all legal relations such as attorney and 
client, broker and principal, executor and administrator, or administrator 
and heir, legatee or devisee, factor and principal, guardian and ward, 
partners, or principals and agent, trustee and cestui qui trust, but it 
extends to any possible case in which a fiduciary relation exist in fact, 
and in which there is confidence reposed on one side, and resulting 
domination and influence on the other.27 

 
Thus, while there may be a debate over whether a broker-dealer has a fiduciary 

relationship to its clients, North Carolina law tends to indicate that they may. 

2. Duty To Only Recommend a Suitable Investment, or Investment Strategy 
 
 Both investment advisors and broker-dealers have suitability obligations.  The 

recommendation of an unsuitable investment, or strategy, is a subset of a §10(b) fraud 

claim.28 The elements of proof required to establish liability for the recommendation of an 

unsuitable investment are: (1) the securities purpose were unsuited to the buyer’s needs; (2) 

the defendant knew or reasonably believed that the securities were unsuited to the buyer’s 

needs; (3) the defendant recommended a purchase of the unsuited securities for buyer 

anyway; (4) with scienter, the defendant made material representations (or owing a duty to 

the buyer failed to disclose material information) relating to the suitability of the securities; 

and (5) the buyer justifiably relied to his detriment on the defendant’s fraudulent conduct.29 

Both a broker and an investment advisor are required to know their customer and to 

only recommend a suitable transaction or investment strategy.  These obligations are found 

                                                
27 White v. Consol. Planning Inc., 166 N.C. App. 283, 293, 603 S.E.2d 147, 155 (2004). 
28 See Lauros v. Kreicas, 367 F.Supp. 2d 572, 585-87 (S.D.N.Y. 2005).  
29  Id.  
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in FINRA Rules 2090, and 2111(a).  In making the recommendation of an investment, an 

advisor, or  

broker, must ascertain a customer’s investment profile, which includes, but is not limited to: 
 

• A customer’s age;  
• Other investments; 
• Financial situation and needs;  
• Tax status (including tax consequences);  
• Investment objectives; 
• Investment experience; 
• Investment time horizon;  
• Liquidity needs; 
• Risk tolerance; and 
• Any other information the customer may disclose to the member or associated 

person in connection with such recommendation. 
 
It is the investment advisor’s job to make sure he or she recommends an investment, 

or investment strategy, that is consistent with the customer’s investment profile.  An 

investment advisor or broker dealer cannot have the customer disclaim any of their 

responsibilities to recommend only suitable investments or suitable investment strategies.30 

In addition, the Financial Industry Regulatory Authority Rules impose heightened suitability 

standards where the recommended investment involves certain types of products, such as a 

variable annuity.31   

There are three main components of an investment advisor’s suitability obligations: 

reasonable basis suitability, customer specific suitability, and quantitative suitability.32  The 

reasonable-basis obligation requires a member or associated person to have a reasonable 

basis to believe, based on reasonable diligence, that the recommendation is suitable for at 

least some investors.33  The customer-specific obligation requires that a member or 

                                                
30 FINRA Rule 2111, Supplementary Material .02, Disclaimers. 
31 See FINRA Rule 2330.  
32 FINRA Rule 2111, Supplemental Material .05, Components of Suitability Obligations. 
33 Id.  
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associated person have a reasonable basis to believe that the recommendation is suitable 

for a particular customer based on that customer’s investment profile.34  Quantitative 

suitability requires that a member or associated person who has actual or de facto control 

over a customer account to have a reasonable basis for believing that a series of 

recommended transactions, even if suitable when viewed in isolation, are not excessive and 

unsuitable for the customer when taken together in light of the customer’s investment 

profile.35  

In performing a hindsight quantitative analysis of whether an investment advisor’s 

recommendation was suitable, broker-dealers tend to compare only the investment 

recommended with market risk.  Such quantitative measures of risk include:  the variance of 

returns, standard deviation, covariance between returns, or the beta of a security.  The broker-

dealer then opines that all three components required for making a suitable recommendation 

have been fulfilled.  However, quantitative measures of risk do not tell the whole story in a 

suitability claim.  This is because of the advisor’s obligation to know his customer, and in 

particular, meet the second component, customer specific suitability, when making the 

investment recommendation.  For example, two individuals of the same age, and same net 

worth, may have different suitability requirements as one of them may have concerns about 

the tax consequences of an investment while the other may not.  A pure quantitative 

evaluation of either their respective portfolios, or the investment strategy recommended, does 

not answer the suitability inquiry.  In the above example, customer specific inquiry would 

reveal that a recommendation was unsuitable for the customer who had concerns about tax 

consequences.    

                                                
34 Id. 
35 Id.  
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An accountant may pick up on the presence of an unsuitable investment that the 

customer, or other professional may miss.  Some red flags are: promises by the broker of a 

“guaranteed” return, the over concentration of client’s assets in a particular investment 

product, high pressure sales tactics, high risk strategies that are inconsistent with the client’s 

tolerances, high volume trading, highly leveraged investments, unusually large capital gains 

that could have been avoided, and the recommendation of investment products with 

unusually high commissions.   If the accountant notices the signal flares associated with an 

unsuitable investment, he should recommend that the client consult with competent counsel.  

II.  FINRA ARBITRATION 
 
Almost all customer claims arising out of wrongful conduct committed by a broker, or 

investment advisor, are subject to arbitration before the Financial Industry Regulatory 

Authority (“FINRA”).  There are two reasons for this.  First, the customer’s account agreement 

contains an agreement to arbitrate.  Second, FINRA requires broker-dealers to arbitrate 

customer disputes.  

There have been significant strides made to create a more level playing field for 

customers in FINRA arbitrations.  At present, a customer can require that an “all public” panel 

hear their claim.36  Until recent years, that was not the case.  In the past, it was commonplace 

to have a panel composed largely of industry professionals.  After all, FINRA was previously 

known as the National Association of Securities Dealers (NASD).   

The number of cases filed by claimants tends to track the performance of the stock 

market.  This is supported by the following two graphs.  The first shows the drops in the Dow 

                                                
36 See FINRA Regulatory Notice 11-05.  
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Jones Industrial Average.  Note that the market decline coincided with the recessionary 

periods in 2003 and 2009: 

 
 
As indicated by the following graph from the data gather by FINRA concerning the 

volume of filings of customer claims, filings increased dramatically during those years:    
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There are different schools of thought on why this phenomenon occurs.  Claimants’ 

lawyers tend to opine that only during market downturns is misconduct revealed whereas 

lawyers for broker-dealers opine that customers merely bring claims because they have 

“sour grapes” over losses that were influenced by “market forces.”  

Arbitrations before FINRA span a wide variety of different types of claims brought by 

consumers against their broker or investment advisor.  The following is a compilation of 

categories of the “types” of “claims” asserted in arbitration filings before FINRA:   
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Note that the types of “claims” overlap among cases.  For example, one Statement of 

Claim filed by one customer may not only contain an unsuitability claim, but also a breach of 

fiduciary duty claim.  Similarly, a negligence claim is usually asserted in both “churning” and 

“margin call” cases.  In practice, the most common claim asserted among customer claimants 

concerns the failure of an investment advisor to recommend a suitable investment.  
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Overall Claimants tend to win about half the time.  The following is a chart37 of the 

overall win rate by year based upon data published by FINRA: 

   
 The above results tend to indicate Claimants have a 50/50 shot at recovery.  That is 

not the whole story.  The recovery rate drops for Claimants’ who file larger claims38:  

             
 

                                                
37 See Edward S. O’Neal, Ph.D, and Daniel R. Solin, Mandatory of Arbitration of Securities Disputes, A Statistical 
Analysis of How Claimants Fare, http://slcg.com/pdf/workingpapers/Mandatory%20Arbitration%20Study.pdf. 
38 Id. 
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 At least one commentator39 has opined that win rates have steadily declined since the 

1990s.  

While the FINRA forum is not perfect, neither is our court system.  In reality, it is 

currently the only forum for a customer to file a claim.  In the end, customers do have a 

substantial likelihood of recovery.   

A. Typical Arbitration Claims 
 

An investment advisor’s breach of his duty to only recommend a suitable investment, 

or investment strategy is the cistern of almost all customer securities claims in arbitration, 

with the exception perhaps of unauthorized trading.   As previously discussed, the 

recommendation of an unsuitable investment is a violation of the anti-fraud provisions of state 

and federal securities laws.   

Generally, in order to prove a claim for securities fraud under §10(b) of the 1934 

Exchange Act,40 a plaintiff must prove that: (1) the defendant made a false or misleading 

statement of material fact; (2) with scienter, (3) upon which the plaintiff relied, and (4) 

plaintiff’s incurred  damages as a result.41  Given the type of conduct by the investment 

advisor, one or more of the factors may be presumed to exist.  For example, scienter, or the 

“intent” element of a securities fraud claim, is presumed to exist where there is excessive 

trading over a controlled account that resulted in commissions for the broker.42   

A broker’s misconduct can also give rise to common law claims such as a breach of 

fiduciary duty, constructive fraud, fraud, negligence and breach of contract.  With almost any 

                                                
39 Id. 
40 North Carolina’s anti-fraud statute, N.C.G.S. §78A-8, is substantially similar to that of §10(b). 
41 Mallone v. Microdyne Corp., 26 F.3d. 471 (4th Cir. 1994) (citing Cooke v. Manufactured Homes, Inc., 998 
F.2d 1256 (4th Cir. 1993).  
42 See Shad v. Dean Witter Reynolds, Inc., 799 F.2d 525, 530 (9th Cir. 1986) (scienter usually not established 
by direct evidence, but rather inferred from finding of excessive trading and control). 
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legal theory for recovery against the individual broker or investment advisor, customers seek 

to hold the firm responsible; not only because it failed to supervise as required by §20(a) of 

the 1934 Exchange Act the broker, but also because it is liable as the employer pursuant to 

the doctrine of respondent superior (e.g. the principal is liable for the conduct of its agents).  

There are several deceptive practices that unscrupulous brokers have employed that 

have cost consumers their life savings.  We have already discussed the most common form 

of securities fraud, the recommendation of an unsuitable investment. The following are 

examples of either subsets of a suitability violation, are stand-alone violations of securities 

laws, or give rise to common law claims for recovery:   

• Churning.  This refers to the practice of excessive trading in an account by 

broker for the purpose of generating commission income, or excessive trading 

in an account by broker in light of the investor’s objectives.  A churning claim 

typically consists of three elements: (1) trading that is excessive in light of the 

customer investment objectives; (2) control over the account of the broker;43 

and (3) scienter, e.g., the broker’s intent to defraud customer or his willful or 

reckless disregard for the customer’s interest.  Recall the third component, 

quantitative suitability, of the advisor’s suitability obligation.  The application of 

that component, analyzing the frequency of trading, and the relative cost to 

equity, occurs here. One quantitative measure of the frequency of trading is the 

turnover rate, which is calculated by taking either the total amount of new 

securities purchased, or the amount sold, whichever is less, over a particular 

                                                
43 Control not only exists in a discretionary account, but also where the broker has de facto control. Confirmations 
that indicate the transactions were “unsolicited” can indicate the broker exercised control over the account. 
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period, and dividing that amount by the total net asset value of the portfolio.  

The following is an example: 

 

Sales $200,000 
Purchases $240,000 
Net Asset Value $100,000 
Turnover          2.0 

 
Depending upon the investment objectives and risk tolerances of the investor, 

a turnover ratio can indicate whether a broker churned a customer’s account, 

and thus, implemented an unsuitable investment strategy.   Similarly, a high 

transaction cost (e.g. commissions) relative to the equity of an account can also 

be a red flag that a broker churned a customer’s account.  Here is an example:  

Account Value $50,000 
Annual Broker 
Commissions 

$20,000 

Cost to Equity      40% 
 

This means a customer’s account must obtain a rate of return of 40% each year 

just to meet expenses.44  Evidence of in-and-out trading, cross-trading, or 

switching securities between customers’ accounts can also indicate excessive 

trading. 

• Excessive Mark-up / Mark-downs.  This is where a broker charges an excessive, 

or undisclosed mark-up in the price of the security, and thus violates the anti-

fraud provisions of federal securities laws. With low interest rates, bond funds 

have been extremely popular.  However, institutions who have taken large 

positions in bonds may be motivated to unload their inventory because of the 

                                                
44 S. Goldberg, Fraudulent Broker-Dealer Practices § 2.9(b)[5](1978) at 2-60.  
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prospect of an increase in interest rates (e.g. a bond’s yield is inversely 

correlated to a rise in interest rates).  Thus, institutions may incentivize brokers 

to sell bonds to their customers at inflated prices.  

• Front Running, Positioning, Trading Ahead.  These types of misconduct all 

concern the practice of trading in a security while the broker, or advisor, is in 

possession of material, non-public information and trades in the same security 

to the disadvantage of his customer.  These claims are fairly rare in arbitration 

because they are difficult to detect.  

• Over concentration.   This occurs where a broker or investment advisor over 

concentrates an investor’s assets into a particular security, and thus, creates a 

lack of diversification that results in a greater risk that is inconsistent with the 

customer’s investment objectives.  One example includes the concentration of 

a customer’s liquid assets into penny stocks, an annuity, or a non-conforming 

investment where the customer had a long term growth strategy with a 

moderate risk tolerance.  

 
 
In the above example, the broker recommended that the investor place 78% of 

his liquid networth in to a single risky non-conforming investment.  Depending 

upon whether this over concentration fit the investors obnjectives and risk 

tolerences, the broker’s recommendation could have been unsuitable.  

Customer : Ffo Deppir 
Total Liquid Assets: $900,000
Date Security Type Shares Market Value Amount Percentage
5/6/2006 Loan Fund Equity 90000 $5.00 $450,000.00 50%

5/10/2006 Large Cap Growth & Income Equity 10000 $10.00 $100,000.00 11%
6/20/2006 Loan Fund Equity 50000 $5.00 $250,000.00 28%
6/9/2006 Bond Fund Bond 10000 $10.00 $100,000.00 11%

Total: $900,000.00
% Loan Fund: 78%
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• Non-conforming Investments.  The recommendation of non-confirming 

investments (NCI), standing alone, does not necessarily give rise to a securities 

fraud violation.  However, a recommendation to purchase a high percentage of 

non-conforming investments (NCIs), such as positions in a non-tradable Real 

Estate Investment Trust (REIT), can be unsuitable.  Such investments may be 

unsuitable because the investment advisor or broker failed to conduct 

adequate due diligence to understand the investment, or because the 

investment conflicts with the customer’s risk tolerances and investment 

objectives, or both.  Attached as Exhibit “A” is an example of a customer 

account statement indicating the purchase of a non-tradable REIT.  The 

investment in this REIT represented 90% of the retiree’s liquid net worth.  

However, whether or not it was suitable hinged on whether the investment was 

consistent with the customer’s risk tolerances and investment objectives.  Note 

also that the account statement reflects the purchase price as the market 

value.  Beginning January 1, 2016, FINRA required that broker-dealers provide 

an actual market value for such products on account statements.45  See FINRA 

Regulatory Notice, 15-02, attached as Exhibit “B.” Assuming a legitimate 

valuation model is relied upon, customers should now receive account 

statements that reflect the true value of their investment.   

• Unsuitable Variable Annuities.   The sale of variable annuities to elderly 

investors can be a source of abuse of customers by brokers.  FINRA has 

established heightened suitability requirements for Broker Dealers selling such 

                                                
45 See FINRA Regulatory Notice, 15-02. 
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products.46  Both FINRA and the SEC have recognized that the elderly tend to 

be the victims of abusive sale practices associated with variable annuities.47   

Attached as Exhibit “C” is an account statement for a 93 year old widow and 

retired elementary school teacher who was convinced by a door to door broker 

to invest in a variable annuity to the tune of $515,927.45.  To conceal his 

misconduct, the broker changed the mailing address on the account to his 

home address, even though the account statement still reflected the name of 

the customer.  Frustrated with not receiving her account statements, the 

customer went into the office of the broker and demanded to know the value 

of her annuity, which the broker provided. See Exhibit “D”.  The broker’s letter 

reflected a value of $521,000.00; however, the actual value of the variable 

annuity was $350,334.10, a difference of $170,659.90.  See Exhibit “E”.    

• Abuse of Margin Account.  A margin account allows the brokerage firm to loan 

their customers money that the customers then utilize to purchase securities.  

The leverage afforded the customer provides an opportunity for the customer 

to magnify their returns.  As a corollary, the leverage also magnifies the 

downside.  When an unhealthy use of margin is combined with an unsuitable 

investment strategy, potential losses can be disastrous for the customer.  

• Failure to Consider Tax Consequences of a Transaction to a Customer.  This 

prohibited conduct falls under the investment advisor’s obligation to only 

recommend suitable investments.  Broker-dealers may contend that they 

                                                
46 See FINRA Rule 2330 
47 See Office of Compliance Inspections & Examinations 
[www.finra.org/sites/default/files/industry/p010368.pdf] 
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cannot provide “tax advice.”  While this is correct, they are required to take into 

consideration the tax consequences to a customer.   Attached as Exhibit “F” is 

an end of year report of capital gains incurred by a customer.   This eighty-seven 

year old customer held most of the positions in his portfolio for over twenty 

years.  Many of those positions were liquidated during a single year. By 

recommending this transaction, the customer incurred gains in excess of 

$500,000 in a single year.  If the broker recommended the liquidation without 

considering the tax implications, then the broker could be held responsible for 

recommending an unsuitable investment strategy.  

• Sale of Unregistered Securities.  We have already discussed the liability for a 

broker’s sale of unregistered securities to a customer.  Sometimes the 

investment recommended is unregistered because the investment is not 

readily recognizable as a security by an ordinary consumer.  As previously 

discussed, a promissory note, under certain circumstances, can be an 

“investment contract” that is subject to the anti-fraud provisions of securities 

laws.   Attached as Exhibit “G” is an example of a promissory note issued to a 

customer.  There are a few glaring problems with the note. First, the note is 

drafted in a very rudimentary manner.  Second, the note’s interest rate is 10% 

a month – a cumulative annual rate of 120%!  This is certainly too good to be 

true.  Third, there is a “roll in option” which allows for additional interest, but 

the “monthly payment”  “stays” in the loan.  Fourth, there is a second loan 

whereby the “borrower” will split “50% of monthly gains” acquired from the 

“loan amount.”  The note, on its face, clearly bears badges of fraud.  
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• Selling Away.  This occurs where a broker recommends a security that is not 

approved by the broker-dealer.  In short, the broker is “selling away” from his 

firm.  Often, selling away involves an investment in a private placement or other 

non-public investment.  

• Unauthorized Trading.  This occurs where a broker does not have discretionary 

authority over a customer’s account but nevertheless purchases or sells 

securities without the authorization of the customer. 

• Pump and Dump Scams.  A pump and dump scheme occurs where there are 

block trades among straw purchasers that gives the appearance of liquidity in 

the stock.  Such scams occur in the over the counter (OTC) market, which lacks 

transparency.  Usually the broker and the issuer (or its transfer agent) is 

involved in the scam.  Shares of stock are issued to various “companies” who 

then trade in the shares between each other.  The volume of trading and price 

of the shares increases.  The transactions are clearly not at arm’s length 

because the various “companies” (A-D) are owned or controlled by the same 

person.  The purchaser and seller are one and the same.  With the appearance 

of liquidity in the stock and false promotional efforts of the manipulator, the 

broker then advises the customer to buy the shares which are then “dumped” 

on the customer.  Often, the customer is invited to participate on the pretext of 

inside information, which thus, discourages the customer from reporting the 

loss for fear of being the target of a criminal investigation.  The seller makes off 

with the customer’s money and may pay a kick back to the broker.  Attached as 

Exhibit “H” is an illustration of the transfers of shares and money in such a 

scheme.  
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III. DAMAGES THAT MAY BE AWARDED IN SECURITIES ARBITATION 
 

The damages allowed in arbitration vary depending upon the claims and nature of the 

harm caused.  “[I]n a tort action the general rule in North Carolina is that a plaintiff is ‘entitled 

to recover an amount sufficient to compensate . . . for all pecuniary losses sustained . . . which 

are the natural and probable result of the wrongful act and which . . . are shown with 

reasonable certainty by the evidence.’”48  However, the Claimant is not required to prove its 

damages to a mathematical certainty.49   

The following are some of the different measures of damages that may be applicable 

in securities cases: (1) net out of pocket, (2) rescission, (3) the lost benefit of the bargain, and 

(4) market adjusted, which is also known as, the well-managed account.  In explaining the 

different remedies available, the FINRA Dispute Resolution Arbitrator’s Guide (the “Guide”) 

recognizes all of these different measures of damages.  With respect to the well-managed 

account measure of damages (i.e., market adjusted damages), the Guide provides:  

This measure of damage allows the claimant to recover the difference 
between what the claimant’s account made or lost versus what a well-
managed account, given the investor’s objectives, would have made 
during the same time period.50 
 

The well-managed portfolio measure of damages is consistent with FINRA’s know your 

customer and suitability rules. 51 This is because it requires that the broker put the customer 

in the same position as if the broker had done his job.  Several federal circuit courts have 

                                                
48 Leftwich v. Gaines, 134 N.C. App. 502, 510-11, 521 S.E.2d 717, 724 (1999) quoting Champs Convenience 
Stores v. United Chemical Co., 329 N.C. 446, 462, 406 S.E.2d 856, 865 (1991). 
49 See Sunbelt Rentals, Inc. v. Head Engquist Equip., LLC, 2003 NCBC 4, 2003 NCBC LEXIS 6 (N.C. Super. Ct. 
2003) (unpublished). 
50 FINRA Dispute Resolution Arbitrator’s Guide at 66 (Nov. 2018), 
http://www.FINRA.org/sites/default/files/arbitrators-ref-guide.pdf 
51 See Aidikoff, Philip M.; Uhl, Robert A.; Bakhtiari, Ryan K.; and Boice, Katrina M., Market Adjusted Damages In 
the FINRA Forum, 21 PIABA B.J. No. 2, 2014, p. 135.  
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determined that damages in a securities case can be measured by using market indexing or 

a comparative market portfolio.52   

The calculation of damages suffered by is likely fairly intuitive to accountants.  If an 

accountant picks up on the red flags of fraudulent conduct, he can usually ascertain if the 

losses deserve attention, and whether the customer needs competent representation to 

prosecute the customer’s claim.  
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Exhibit “F” 
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Exhibit “G” 
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Exhibit “H”  

 


