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Investor Claims Against Securities
Brokers Under Michigan Law

By Raymond W. Henney and Michael P. Hindelang

Introduction
Thirty years ago Judge John Feikens of the
Federal District Court for the Eastern Dis-
trict of Michigan decided Leib v Merrill Lynch,
Pierce, Fenner & Smith.! Throughout the
nation, Leib has long been considered to be a
leading case on the common law duties and
liability of securities brokers to their custom-
ers.2 Approximately ten years after Leib, arbi-
tration became nearly the exclusive forum for
the resolution of investor claims against their
stockbrokers.? Arbitration has lead to a scar-
city of judicial precedent and the significant
absence of a uniform application of the law.
Fundamental principles set forth in statutes
and case law for assessing responsibility in
the uncertain world of the securities markets
are often misapplied or ignored in favor of
nebulous standards for liability that result in
a second-guessing of investment approach-
es.
On the thirty-year anniversary of Leib,
we endeavor to set forth the legal standards
under Michigan law for claims commonly
asserted against securities brokers and their
firms. This “getting back to basics” effort
concerns liability for such claims as negli-
gence, breach of fiduciary duty, suitability,
breach of contract, churning, and misrepre-
sentation.

Negligence, Fiduciary Duties, and
Suitability ~

In General

The most prominent and profound casualty of
the paucity of judicial guidance over the past
several years is the application of law claims
based on common law duties owed by secu-
rities brokers to investors. Whether couched
as negligence, malfeasance, or breach of fidu-
ciary duty, in arbitration these claims inevita-
bly are reduced to a contest of suitability, or
whether the investment in question was suit-
able under the rules of the National Associa-
tion of Securities Dealers (NASD) or the New
York Stock Exchange (NYSE).* The question
of broker liability becomes a debate as to
what, in hindsight, is an appropriate invest-

ment in light of the customer’s financial situ-
ation, experience, and investment objectives.
All too often, this debate becomes a competi-
tion among investment approaches in which
experts duel over what should have been the
proper “objective” investment strategy for
the customer. As recognized by some com-
mentators, the shift from court to arbitration
“has eased meaningfully the customer’s path
to recovery.”®

Under well-established Michigan law,
however, such suitability considerations are
paramount for determining liability only in
the relatively rare situation where the broker
has discretion in making investment deci-
sions for the customer. In the vast majority of
cases where prior customer authorization is
required for each transaction, the touchstone
for common law liability is improper disclo-
sure, not the “suitability” of an investment.

The Suitability Rules and Suitability
Actions
The concept of suitability derives from rules
of the NASD and NYSE. As self-regulatory
organizations, the NASD and NYSE, which
recently merged and arenow called “FINRA,”
promulgate rules to govern the conduct of
member firms, brokers, and other persons
associated with member firms. Indeed, under
the Securities Exchange Act, such self-regula-
tory organizations arerequired to promulgate
rules “designed to prevent fraudulent and
manipulative acts and practices, to promote
just and equitable principles of trade...[and]
to protect investors and the public interest.”®
The NASD “suitability” rule is set forth in
NASD Rule 2310.” Subsection (a) provides:
In recommending to a customer the
purchase, sale or exchange of any
security, a member shall have rea- -
sonable grounds for believing that
the recommendation is suitable for
such customer upon the basis of
facts, if any, disclosed by such cus-
tomer as to his other security hold-
ings and as to his financial situation
and needs.
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Before making a recommendation, subsec-
tion (b) requires the broker to inquire of
the “facts” referred to in subsection (a) by
“mak[ing] reasonable efforts to obtain infor-
mation” concerning the customer’s financial
status, tax status, and investment objectives.
Accordingly, as informed by the NASD
rule, suitability commonly is understood to
require that, when a broker makes a recom-
mendation to purchase or sell an investment,
the broker has reasonable grounds to believe
that the transaction is suitable for the cus-
tomer’s financial situation and investment
objectives.

The NYSE does not have a similar rule.
Instead, the Exchange has a “know your cus-
tomer” rule, Rule 405.% Originally designed
to protect brokerage firms financially, the
Rule has been used to imply an amorphous
suitability standard.’ Rule 405 requires a bro-
ker to learn the “essential facts” concerning a
customer and the nature of the account prior
to opening it. Counsel for investors frequent-
ly argue that the rule requires the broker to
ensure that the investments in the account
are appropriate based on the essential facts.
Interestingly, NYSE enforcement actions for
“unsuitable investments” have not relied
upon Rule 405.1°

The NASD and NYSE rules are promul-
gated to regulate the conduct of member
firms and those associated with member
firms.” They may form the basis of disciplin-
ary action, but are not alone a basis for civil
liability or a formula for the proper awarding
of damages to a customer. Indeed, Michigan
courts have long held that there is no civil
cause of action for the violation of a self-reg-
ulatory rule.? To do so would, among other
reasons, discourage meaningful self-regula-
tion.?

Nonetheless, customer arbitrations con-
ducted in Michiganroutinely assertsomekind
of suitability claim. Arbitration has brought a
shift in the focus of broker liability from Sec-
tion 10(b) of the Securities Exchange Act and
Rule 10b-5 to the unsuitability rules of the
NASD and NYSE, which, as one commen-
tator has noted, embody “a comparatively
nebulous, quasi-legal, quasi-ethical standard
of due care and fair dealing between brokers
and customers.”™ “Unsuitability claims” are
the “most common yet most ambiguous of
all client accusations.”™ Indeed, “[w}]hat con-
stitutes a viable unsuitability claim is open
to debate.”?® Adding to the confusion is the
citation by parties in arbitration to regulatory

enforcement action decisions concerning vio-
lations of the suitability rules as precedent
for establishing civil liability.

As self-regulatory organizations, the
NASD and NYSE had enforcement divisions
that were authorized to bring actions against
member firms and those associated with them
for violations of the rules of the organizations
or securities laws.”” Such actions are brought
pursuant to special rules of those regulatory
organizations for enforcement proceedings.!®
Both the NASD and the NYSE have appeal
processes.” Once those appeals have been
exhausted, an appeal of the enforcement de-
cision can be taken to the Sefurities and Ex-
change Commission (SEC).?® The SEC also
is authorized to bring enforcement actions
against brokerage firms and individuals asso-
ciated with them for violations of the federal
securities laws.”? The Commission can bring
such enforcement actions in federal court or
as administrative actions pursuant to its own
rules.

Determinations in NASD or NYSE en-
forcement actions, in the administrative en-
forcement actions of the SEC, and in appeals
to the SEC are issued in written form similar
to court opinions. Advocates in arbitration
regularly submit such determinations to ar-
bitration panels as precedent concerning
the suitability standard as though they were
court decisions determining civil liability. But
these determinations are far different from
court decisions. First, they lack consistency
and rarely define principles that can be ap-
plied to other cases.? Second, the focus of the
disciplinary action is not determining civil li-
ability in a dispute between two parties, but
only evaluating the conduct of the broker. In-
deed, NASD disciplinary panels have recog-
nized the significantly different purposes of
an enforcement action and a civil action for
damages: an enforcement proceeding simply
concerns the broker’s conduct and the insti-
tution’s internal rules and it does not concern
administering justice between parties and
basic principles of personal responsibility.?

Interestingly, the Michigan Uniform Se-
curities Act contains a “suitability”-type
provision. Section 204(a)(1)(M) provides that
the administrator may “deny, suspend, or re-
voke any registration, or censure a registrant,
if it finds” that the broker “recommended”
an investment “without reasonable grounds
to believe that the recommendation is suit-
able for the customer on the basis of infor-
mation furnished by the customer after rea-
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sonable inquiry...concerning the customer’s
investment objectives, financial situation and
needs.”# Section 204(h), however, specifi-
cally states that a violation of that provision
“shall not subject a registrant to civil liabil-
ity to a customer.”” Indeed, the Michigan
Court of Appeals has found a cause of action
based on the “suitability” standard of Section
204(a)(1)(M) to be “frivolous.”?

Liability Based on Disclosure and
“Suitability”

Although there have been few decisions con-
cerning common law actions against securi-
ties brokers under Michigan law, Leib” has
been the seminal decision enumerating the
grounds for civil liability.” Leib defines bro-
ker duties and liability based on who is mak-
ing the investment decision. A broker has a
suitability-type duty only when the broker
is unilaterally making the investment deci-
sion. When the customer must authorize
each transaction in advance, broker liability
is based on the adequacy of disclosure, not
suitability. In the former or discretionary
account circumstance, the claim against the
broker is for breach of fiduciary duties. In the
latter situation, the claim is in the nature of
negligence or malfeasance.

In Leib, the plaintiff alleged that the de-
fendant broker “churned” plaintiff’s securi-
ties account (i.e., engaged in excessive trad-
ing to generate commissions) and “breached
his fiduciary duty by allowing [the plaintiff]
to pursue a course of heavy trading which
could not possibly have resulted in a prof-
it.”® In evaluating the plaintiff's breach of
fiduciary duty claim, the court analyzed the
general duties owed by a broker to his cus-
tomers. The court found that brokers become
fiduciaries when making the investment deci-
sion in a discretionary account— where prior
customer authorization is not required —but
are not fiduciaries for non-discretionary ac-
counts.*® This holding is consistent with the
regulatory scheme of the federal securities
laws. The Investment Advisors Act of 1940
creates fiduciary duties for advisors manag-
ing discretionary accounts or funds.>

The Leib court recognized that a bro-
ker managing a discretionary account must
“manage the account in a manner directly
comporting with the needs and objectives of
the customer.”* In addition to this “suitabili-
ty”-type duty, the broker also has an ongoing
duty of monitoring the account and disclo-

sure to the customer of events that impact the
investment strategy of the accounts.®
The vast majority of accounts, however,
are non-discretionary accounts in which prior
customer authorization is required for trans-
actions in the account. For such accounts, Leib
predicates broker liability on limited duties
with respect to each individual transaction.
Regarding investment advice, those duties
are to “recommend a stock only after study-
ing it sufficiently to become informed as to its
nature [and] price,” “to inform the customer
of the risks involved in purchasing or selling
a particular security,” to refrain from self-
dealing or to disclose a personal interest in a
transaction, and “not to misrepresent any fact
material to the transaction.”* Consequently,
there is not a suitability standard, but a dis-
closure duty. Indeed, the Leib court stated:
Remarkably absent from the
above list is the duty, on the part of
the broker, to engage in a particular
course of trading. So long as a bro-
ker performs the transactional duties
outlined above, he and his customer
may embark upon a course of heavy
trading in speculative stocks or in-
out trading as well as upon a course
of conservative investment in blue
chip securities.®
Thus, Leib specifically rejects liability based
upon any prescribed or “objective” suitabil-
ity standard, but imposes liability for inad-
equate disclosure. As one federal court sum-
marized the predicates for liability set forth
in Leib:
The limited duties that attach
to brokers handling non-discretion-
ary accounts do not require a bro-
ker to engage in a particular course
of trading. As long as the customer
so directs, the broker may embark
upon a course of speculative trad-
ing without violating any duty to the
customer....The only duties imposed
upon the broker in this context are
the minimal duty to inform the cus-
tomer of the risks involved in pur-
chasing or selling a particular secu-
rity or investment and the duty to
not misrepresent any material facts
regarding a transaction.®
Leib reflects an approach to civil liability
that accounts for personal responsibility and
the uncertainty in the market. A customer
who has been adequately apprised of the
risks of an investment and decides to go for-
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ward with the investment should not be able
to recover against the broker because the in-
vestment did not work out. Leib is contrary to
the paternal approach of the suitability rule
as frequently advocated in arbitration, which
only evaluates the broker’s conduct with re-
spect to some kind of “objective” standard
as to what constitutes an appropriate in-
vestment. Instead, Leib recognizes that it is
the customer’s money and the customer has
the right and obligation to make informed
choices in how to invest that money. Leib
held that the broker has no duty to restrain
the customer from “trading heavily.”¥ As
long as the customer controls the account,
the pattern of trading is the customer’s re-
sponsibility.® This approach stresses per-
sonal responsibility for informed choices and
does not permit recovery against the broker
for the consequences of those choices. In
making disclosure the keystone for broker li-
ability, Leib is consistent with the approach of
the federal securities laws in regulating the
issuance and trading of securities. Both the
Securities Act of 1933 and the Securities Ex-
change Act of 1934 impose a “philosophy of
full disclosure.”®

Recognizing the possibility of abuse, Leib
also addresses the issues of meaningful con-
sent and broker manipulation. Leib measures
the adequacy of the disclosure based on the
customer’s particular situation.®® The bro-
ker’s disclosure duties will vary depending
on the intelligence and personality of the cus-
tomer4! “Uneducated” or “unsophisticated”
customers will require careful and cautious
disclosure.2 Moreover, the broker is required
to disclose self-dealing or personal interest.*
Additionally, Leib also sets forth an analysis
for accessing customer control.*

A broker can usurp control of a non-dis-
cretionary account and assume the fiduciary
duties of a discretionary account under cer-
tain circumstances. According to Leib, the
court is to weigh several factors in assessing
whether the broker assumed control. Those
factors include (1) the age, education, intelli-
gence and prior investment experience of the
customer, (2) the nature of the customer-bro-
ker relationship —in other words, do the facts
show an arms-length relationship or a per-
sonal relationship of trust and confidence, 3)
the broker placing transactions without prior
customer approval, and (4) the frequency of
communications between the customer and
broker.®

The broker will not be deemed to control
an account, however, solely because all the
trades in the account were the result of the
broker’s recommendation or because the cus-
tomer always follows the broker’s advice.*
Leib recognizes that a “customer normally
depends upon his broker to supply informa-
tion, advice and recommendations.”¥ Many
courts have recognized that control is not a
matter of broker recommendation, but the
client’s capacity to “exercise the final right to
say ‘yes’ or ‘no’.”*

Although the basis for liability in non-dis-
cretionary accounts under the Leib approach
is significantly different fromtthat under the
suitability rule, many of the proofs will be
the same with respect to meaningful consent
and broker control. Thus, issues pertaining
to suitability such as the customer’s educa-
tion, prior investment experience, and the
complexity of the investment also will be rel-
evant to the Leib analysis. The Leib standard,
however, does not invite the battle of the ex-
perts concerning “appropriate” investment
strategies, typically driven by hindsight and
advocacy. Rather than this less than mean-
ingful debate, the Leib standard focuses only
on knowing consent.”

Breach of Contract

Investors frequently join a breach of contract
claim with other claims such as negligence
and breach of fiduciary duty. Although
there are reported decisions of Michigan
courts and federal courts applying Michigan
law indicating that plaintiff investors have
alleged a breach of contract claim,* there is
no such reported decision that sets forth the
elements of a breach of contract claim against
a securities broker. Consequently, the scope
of a breach of contract claim under Michigan
law is not firmly established.

Breach of a term of a written agreement
between the investor and brokerage firm or
a specific oral agreement is sound basis fora
claim of breach of contract.” The difficulty is
when a claimant investor attempts to allege
suitability-type duties as a contractual obli-
gation. For example, the investor in The Ohio
Co v Nemecek,% asserted a breach of contract
claim for “unsuitable” investments that the
brokerage firm allegedly induced the inves-
tor to make “without proper disclosure of the
characteristics and risks of ownership” and
“made misrepresentations to them concern-
ing their investments.”® While the Nemecek
court was not asked to rule on the viability
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of such a claim, courts in other jurisdictions
have recognized breach of contract claims for
excessive trading and suitability-type allega-
tions as the basis for an action for failure to
exercise due care and not for breach of con-
tract.* Courts also have recognized a breach
of contract action for the mismanagement of
an account premised on a supposed “implied
agreement” that the account would be han-
dled properly.® These implied contractual
claims generally concern the same allegations
and proofs as common law negligence, mal-
feasance, or breach of fiduciary duty claims.*
The investor generally is attempting to “con-
tractualize” a purported duty or obligation
as an implied contract right, perhaps to avoid
a statute of limitation or other defense.”

Michigan courts have a longstanding his-
tory of rejecting breach of contract claims
based on the breach of an implied contrac-
tual term that essentially is to act with due
care. For example, in legal malpractice cases,
Michigan courts look beyond the breach of
contract label the plaintiff has given a claim
and analyze the “gravamen of the action.”*
A breach of contract claim cannot be main-
tained where the “‘contractual’ duties al-
legedly breached by defendant are indistin-
guishable from the duty to render legal ser-
vices in accordance with the applicable stan-
dard of care.”® A viable breach of contract
claim requires a “special contract” between
the client and attorney in which the attorney
promises a specific action.

Analytically, breach of contract claims by
investors against securities brokers should be
treated in the same manner as claims against
lawyers. Both are professional service rela-
tionships and both have certain duties of care
imposed by law. Further, the interests of
avoiding duplicity of claims cited by courts
in the legal malpractice cases fully apply to
securities brokers.

Churning
Not every claim by an investor concerns alle-
gations of problems with the particular secu-
rities purchased by their broker. Another
frequent claim is that the broker improperly
engaged in too many transactions for the pur-
pose of generating commissions. While a cer-
tain level of trading is necessary to conduct
business, investors frequently make claims
that the trading was excessive. This is most
commonly known as a claim for “churning.”
Churning is defined as fraudulent over-
trading to inflate commissions.* Important-

ly, it is not defined simply as having large
commissions, or having too many trades,
but rather requires the causal link of over-
trading that is intended to inflate commis-
sions.® Because of that link, a churning claim
is analogous to a fraud claim and is treated
similarly.# A claimant must be able to estab-
lish three separate elements to succeed on a
churning claim.® First, there must have been
trading that was excessive in light of the cus-
tomer’s investment objectives.® Second, the
trading must have taken place in an account
controlled by the broker —not the customer.”’
Finally, the broker must have acted with ei-
ther an intent to defraud the investor or with
reckless disregard for the customer’s inter-
est.®

The difference between arbitration and
traditional litigation in court is particularly
relevant here. Because churning is treated
as a type of fraud claim, the three elements
of the claim would have to be pled with par-
ticularity if the claim was brought in court.®
If brought in arbitration, however, a claimant
need only plead the relevant facts and relief
requested.”™ This significantly lower pleading
standard permits investors to bring churning
claims in arbitration that they may not be
able to maintain in court.

Excessive trading in light of investment
objectives can be demonstrated by several
different factors, including the turnover ra-
tio of the account, the ratio of account value
to commissions, in and out trading, and the
number and frequency of trades.” No one of
these factors is determinative of trading, but
collectively, the factors provide for a “mea-
sure of objectivity””? that helps parties deter-
mine whether trading was, in fact, churning.

The turnover ratio of an account” is com-
monly viewed as the principal indicator of
churning, Various courts and industry com-
mentators have agreed that trading is gen-
erally excessive where the turnover ratio is
greater than six.”* However, lesser turnover
amounts have also been found to be exces-
sive. The number and frequency of trades is
a related factor, which can arise where there
are numerous smaller trades, but the total
turnover ratio remains low. Further, the ratio
of account value to commissions can also in-
dicate churning, but only where the commis-
sions themselves are shown to be excessive.”
Also, “in and out” trading can be a charac-
teristic of churning when there is a pattern of
selling securities, investing the proceeds in a
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new security, then quickly selling that new
investment.”

Even where these factors are present,
however, a claimant must establish that the
broker controlled the account. Control, for
purposes of churning, is much like the con-
trol discussed above regarding fiduciary du-
ties and suitability. The primary test is where
the final decision to trade lies—is it with the
customer or with the broker?” A broker does
not exercise control over an account by mak-
ing the trades received from the customer,™
but he or she may do so by disregarding in-
structions, converting accounts to margin, or
engaging in unauthorized trades.”

Finally, an investor must show that the
broker acted with either an intent to defraud
or with reckless disregard of the investor’s in-
terests.’ However, this element can be broad-
ly construed to include the misappropriation
of client funds, inappropriate use of margin,
providing a customer with misleading infor-
mation, or conducting unauthorized transac-
tions.®

Misrepresentation
Many of the common securities claims dis-
cussed in this article involve some aspect of
fraud or misrepresentation, which can con-
stitute a separate claim under both Michigan
and federal law.®? Under Michigan statutory
law, Michigan common law, and federal law,
there is a prohibition against using misrep-
resentations in connection with the sale of a
security. Each of these three bases for a fraud
claim requires similar proofs, but has differ-
ent elements.

Under Michigan common law, a fraud
claim requires the proof of six elements:

(1) the defendant made a material

representation; (2) the representation

was false; (3) when the defendant

made the representation, the defen-

dant knew that it was false, or made

it recklessly, without knowledge of

its truth as a positive assertion; (4)

the defendant made the representa-

tion with the intention that the plain-

tiff would act upon it; (5) the plaintiff

acted in reliance upon it; and (6) the

plaintiff suffered damage.®
The most common federal misrepresentation
claim asserted against securities brokers is the
implied cause of action under Section 10(b) of
the Securities Exchange Act of 1934™ and SEC
Rule 10b-5% The federal claim is similar to
common law fraud in its elements:

To establish a violation of §10(b) of
the 1934 Act, the plaintiff has the bur-
den of establishing that the alleged
misrepresentation or omission was
(1) one of material fact, (2) made with
scienter, (3) on which plaintiff reason-
ably relied, and (4) which proximate-
ly caused the plaintiff's damages.*

The touchstone of liability for fraud claims
is a material misrepresentation. Not all mis-
statements are considered material. To the
contrary, a misstatement is material only if
it “would have likely influenced a reason-
able investor to change his mind, given the
“total mix” of information available to him in
the individual case.”® The standard is objec-
tive and is not dependent on the particular
perspective of the investor claimant. Thus,
while a momentum trader® would believe it
is significant that a company missed revenue
forecasts by one cent, courts have found such
factors to be immaterial as a matter of law.®
Similarly, adequate disclosure does not de-
pend on providing a specific interpretation
of the facts that might assist in the investor
having a better understanding.® All that is re-
quired is clearly stating the facts.

While Section 410(a)(e) of the Michigan
Uniform Securities Act™ also provides a cause
of action based upon an “untrue statement of
a material fact,” the express language of the
statute does not require the investor claimant
to show reliance on the alleged misrepresenta-
tion or the intent to defraud, which is known
as a “scienter” in the federal case law for an
implied claim under Section 10(b) of the Secu-
rities and Exchange Act.”? The claimant need
only show that a material misrepresentation
was made in the offer or sale of a security and
the claimant “did not know, and in the exer-
cise of reasonable care could not have known,
of the untruth or omission.”® Similar to mate-
riality, whether an investor should have been
on notice that a statement is untrue is mea-
sured by an objective standard —i.e., did the
investor exercise reasonable care.
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