
















































To prevail in a case such as thi s, the Division must present either favorable 

precedent that is direct ly on point (part icularly with respect to the nature or the securi ties 

at issue) or expert testimony supporting the conclusion the Division advocates. Here, it 

d id not do either. 

g) Applying the Flowers test. 

There are two requirements under Flowers: good fai th and due diligence. I find 

that Mr. King acted in good faith.13 He believed that one of Ms. 

investment goals was growth, and he believed that the mutual funds he purchased for her 

were consistent with a growth objective and were relatively stable. There was 00 intent 

on hi s part to deceive Ms as to the nature afthe inveslments he was buying 

for her. He provided her wi th a prospectus for each mutua l fund and Morningstar reports 

that analyzed each. He gave her an asset aiJocat ion chart that showed she was investing 

totall y in equit ies, with no fixed-income securiti es. He had no self-interested motive that 

has been shown by the Div ision to put her into equities as opposed to other types of 

investments. 

The following facts tend to connict with Ms claim that at all times 

she wanted conservat ive, prudent investments rather than growth and support the finding 

tbat Mr. King acted in good faith: 

L) Even if I were to apply a negligence on the grounds Lhat Mr. Ki ng had 
implied discretionary authority over Ms account, [ could not find for the 
Division. See Bowley v. SIotler & Co. , 751 F.2d 641 , 644 (3d Cir. 1985); Ruperl v. 
Clayloll Brokerage Compally ofSt. LOllis. Inc., 737 P.2d 1106, 11 09 (Colo. 1987) (ell 
bane); HellrickselJ v. Henricksen, 640 F.2d 880 (7Lh Cir. 198 1); Tlwopp v. Bache Halsey 
Stuart Shields, 'n c. , 650 F.2d 817, 8 19-20 (6th Ci r. 1981). The absence of evidence on the 
issue of the ri skiness oflhe recommended securities is fatal to the Division's case. 
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I. By signing the Morgan Stanley mutual fund switch letters, she explicitly 

:-tgrccd that the recommended funds were consistent with ber investment object ives. 

2. She stated several limes that she wanted growth. 

3. She indicated a di ssatisfaction with her Merrill Lynch portfolio, which 

was 60 % fixed-income investments, as lacking growth. 

4. She rejected Dr. conservative, fixed·income oriented 

recommendat ion in favor of Mr. King's equities-oriented recommendation. 

5. She testified that she knew at the time she invested with Morgan Stanley 

that fixed-income investments were relatively secure and the stock market fluctuated in 

va lue. (Tr. I ut 164, 166, 191). 

Viewed narrowly, Mr. King also met hi s due di ligence obligation. He sufficien tl y 

examined the securit ies he was recommending to have some knowledge of their 

characteristics. In this sense, he met the test for some minirnallevel o[research into and 

knowledge of the securiti es he was se lling. \Vhether his evaluation ofber investment 

objectives and hi s selection of securities to recommend were minimally competent is a 

more difficult issue. Tbis issue turns on the ri skiness of the securities selected. and there 

is no testimony on this point from the Division. 

b) Prior cases applyi,ng the suitability rU.lc. 

The Division argues that a recommendation of a 100% equity portfolio to a 64-

year old retiree with modest savings and limited income is inherently unreasonable. 1 

asked the Division to provide authority that supports this Lheory. but the cases it c ites do 

not provide such support. 
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The Division relies upon an NASD decision: In the Matter of District Business 

Conduct Committee Jar District No.1 v. Frederick M. Wooley, 1996 WL 1114520 

(N.A.S.D. October 23 , 1996). it cites Wooley for the proposition that it is a broker's 

responsibility to determine a customer's tolerance for risk (regardless ofthc investor's 

chosen objective). It also cites Wooley for the proposition that before a broker may 

recommend an illiquid security to a customer, he must verify that the customer's 

investment objective is not safety of principal. 

Wooley docs not support the arguments that the Division has asserted here, at least 

as they apply to this casc. The facts of Wooley are far different than the facts of this casc. 

In Wooley, the investor consistently told tile broker that safety of principal was 

paramount. Here, the investor rejected the investment goal of safety urged by her friend 

Dr in favor ofa growth-oriented portfolio. In Wooley, the broker's records 

supported the investor's version that she wantcd safety. Here, the broker's records 

support his version that the investor wanted growth. 

In Wooley, the broker sold the investor a series of "Trudy-Pat" real estate income 

trusts ("RBITs") that apparently had no marketability and stopped paying income, where 

the underlying collateral (real estate) was sold after foreclosure, making the trusts 

worthless. Here, the Division argues that highly liquid large cap equity funds are illiquid 

simply because there is a redemption fee. The existence ofa redemption fee does not 

make a highly liquid security illiquid. The securities in this case are in no way similar to 

the "Trudy-Pat" REITs in Wooley. Mr. King did not recommend or sell an illiquid 

investment. 
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The Division also relies upon an SEC consent order: /" the Alalter of 

NUliollsSecllritleS and NutiollsBank, 1998 WL 214288 (S.E.C. May 4, 1998). The 

Division asserts that NationsBank stands for the proposition that a broker's failure to 

assess properly his customer's risk tolerance may lead to a finding of a suitabi lity 

violation. 

Putting aside the weakness of a consent order as precedent, the facts of 

NatiofisBOllk bear little similarity to those oflhc instant casco NlIIion.sBank is primarily a 

fraud case, where a commercial bank and its securiti es brokerage service acted jointly to 

deceive customers of the bank illlo thinking they were investing in safe securi ties backed 

by the United States govcrnment. tn facl, they were investing in privately-created. 

uninsured leml trusts thnt Iraded on the cw York Stock Excbange and were subjcct to 

large swings in value due to interest rate risk. Due to the nature of the customer list 

employed by Nal;onsBonk (customers with maturing ccrtificates of deposit). Lbe 

inveSlmenl objective of the customers appeared to be income with safety of principaL 

NutionsBank, NationsSecurities and its brokers simply ignored the investment objective 

of the customers and lied to them abou t the charac tcristics of the securities at issue. On 

the topic of suitabi lity, the Securities and Exchange Commission ("SEC) statcd that 

"NaLionsSecurities failed to collect sufficient data on customer risk (,olerance and 

investment horizon or failed to properly utilize the infonnation that had been received." 

Id. at *9. The SEC also noted that thc branch manager review system was structured in 

such a way that the branch manager did not review the new account fonn and trade ticket 
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unril after the trade had been approved, which made the branch manager's rev iew moot 

as a practical maller. 

The customers in Noliol1sBallk were not on record as seekjng growth in thei r 

investments. Neither Morgan Stanley nor Fletcher King has been accused of perpetrating 

a fraudulent scheme as NationsBank and its brokers employed in that case. There is no 

suggestion in this case that the branch manager failed to review the new account fonn 

and Ihe trade ticket prior to approving the transactions for Ms. 

The Division reti cs upon another SEC decis ion: In the Matter of Ihe Application 

oJ Charies W. Eye, 199 1 WL 286409 (S.E.C. August IS, 1991), for the proposition that 

"regardless of whether [the investor] appeared willing. or even eager, to pursue 'growth ' 

as [the broker] understood it., it was [Lhe broker's] duty to advise her aga inst that pursuit 

to the extent it was incompatible with her acknowledged needs." AJthough the language 

here supports the Division ' s case, the facts of Eye do not. This language is dicta, for the 

fact-finders in this Illaner (the NASD district business committee) did not believe the 

respondcnt 's assertion that the investor's goal was growth, To the contrary. the NASD 

found the fo Uowing: 

Gary Robbins, an acquaintance o f both Ramini [the investor] and Eye, 
callcd Eye to explain Ramini ' s new situation [divorced]. He reminded Eye that 
Ramini did nOl understand the fundamentals of investing and noted that she could 
not afford to risk the principal in her account. When Ramini met with Eye in late 
January to discuss a plan to meet her expenses, she issued a similar warning. 

Jd. at * I. The facts of Ey e have little in common wi lh the instant case: the brokcr 

invested the entirety of the investor' s principal in a single commodity-related stock, 

Houston OJ( Trust, and thcl1 proceeded to borrow money on her margin account to invest 
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in other highly risky individual stocks. With an account having a principal oroDly 

$90,000, the broker purchased $145,000 in individual , highly risky securities. At the 

same time, the broker lied to his client about what he was doing and engaged in 

unauthorized trades. The investor ended up losing about hatfher money. 

In contrast, in the instant case, the broker recommended mutual funds, not 

individual securi ties. The individual stocks that comprised the ftlnds were those of 

relatively high quality, large cap companies. The funds themselves were highly rated by 

Morningstar, the respected publication that rates most or all mutual funds. The investor 

was infonned by the broker as to the strategy and each transaction , and complained only 

after the market went down. Snippets of dicta that in the abstract appear to suppon the 

Division's case are insufficient to persuade me there is authority for the discipline the 

Division proposes. 

The same can be said for tbe Division's citation of JlI the Matter of Paul F. 

Wickswat, 1991 WL 288264 (November 6, 1991), and III the Matter of the Application of 

Eugenei. Erdos. 1983 WL 33908 (S.E.C. November 16, 1983). Wickswat involved a 

broker who engaged in highly leveraged, unauthori zed trading and wrote naked put 

options where the investor's principal was insufficient to cover the possib le exercise of 

those options. The account quickly dropped in value from $105,238 to $38,846. Erdos 

involved a broker who churned the investor's account, purcbased options, borrowed 

money on margin, and so ld stocks short. The investor was a 75·ycar old widow. 

In sum, it appears that the Division is unable to find any precedent involving 

similar fac ts to this case where a suitability violation was found . 
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1n retrospect, the portfolio that Mr. King recommended to Ms was--IO 

my opinion--riskier than it should have been. A portfolio of 100% equity securities is not 

the typical recommendation for a retiree of modest means, nor should it be. A broker 

should anticipate that a client in such a position may not be able to tolerate the emotional 

stress ofa large drop in the portfolio's value. I am certain that Mr. King did not 

anticipate the degree to which the market would decline. but he knew it was possible. 

Mr. King's view that these losses arc just temporary was not helpful to Ms. 

Ms. suffered a loss of$80,000, which was 40% of her money. For 

those invested in equities during the period of 2000-2001, these figures are typical. The 

Standard & Poors 500 Index lost 50% of its value, and the NASDAQ index lost more 

than 70% of its value. 

The Division argues that Mr. King is the professional and must be held 

accountable for his bad recommendation. However, a broker is not strictly liable for the 

results oCthe recommended investment. See, e.g., Alton ex reI. Alton v. Prudential­

Bache Securities. IIlC., 753 F.Supp. 39, 43 (D.Mass. 1990) (granting motion to dismiss 

complaint alleging failure to meet investment objectives where investment resulted in a 

loss). 

2. Failure to communicate the risks of recommended securities. 

Mr. King is charged with failing to communicate adequately the risks of the 

securities at issue. The record is clear that Mr. King provided Ms. 

prospectuses and Morningstar reports for the recommended securities. Ms 

with 

did not dispute that Mr. King discussed a "risk cube" or "risk matrix" with her. He also 
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gave her an asset allocation chart showing 100% equity investments. She knew the stock 

market (lucluated. She admits not remembering much of what was discussed between 

her and Mr. King. I find that the Division has not met its burden of proof on this charge. 

3. Alleged failure to supervise violation by Morgan Stanley. 

Morgan Stanley and its branch manager, Rodney Scott, adequately supervised Mr. 

King. Given that Ms investment objectives on the new account form 

included growth, the recommended mutual funds were reasonable for that objective. 

Although the new account Conn itself is subject to criticism, as the Division argued at the 

hearing, slates are federally preempted from prescribing broker-dealer recordkeeping 

practices. 

4. Expungement. 

Mr. King's request that larder expungement of the eRD record of this matter is 

denied. 

C. Conclusions of La'\-\,. 

T conclude that the charges against both Respondents, Mr. King and Morgan 

Stanley. lack merit and should be dismissed. 

IT IS ORDERED that the charges against the Respondents are hereby dismissed. 

Dated: September 15, 2006 

Rich d . Hubbard 
Hearing Officer 

32 




