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Online securities trading is experiencing explosive growth. With such growth comes a
risk that increasing numbers of investors will suffer losses in their online securities accounts. If
history is any indication, many such customers will assert so-called “suitability claims” against
their e-brokers. Such claims will involve allegations that the e-brokers — through their Web
sites or other electronic communications — prompted such customers to purchase securities
that were unsuitable given the customers’ risk profiles, financial needs or fact-specific
situations.

Online trading projections alone suggest an increased risk of such claims. Projected
growth in the number of online securities accounts is staggering. According to a study by
International Data Corporation, in 1998 approximately 8 percent of all investors maintained an
online securities account. This represented 6.4 million accounts. Those 6.4 million accounts
generated approximately $1.28 billion in annual revenues for e-brokers. Moreover, IDC projects
that by 2002, nearly 33 percent of all investors will trade online and there will be 24 million
online securities accounts that will generate approximately $5 billion in annual revenues for e-
brokers.1

Day Trading Losses Are Likely To Grow

With the explosive growth of easy, one-click trading, it should be no surprise that so-
called “day trading” is growing as well. Day traders typically are amateur or
“semiprofessional” investors who buy and sell securities hoping for a quick gain. They rarely
hold such securities for more than a short time, choosing to cash in their gains or cut their losses
quickly as they move on to the next target. Day traders typically maintain a securities account
with one or more e-brokers, work out of their homes or at local firms that cater to them
especially, and rely on the Internet, television, radio and print publications for much of the
information that prompts their trades.

Blake A. Bell is Senior Knowledge Management Counsel with Simpson Thacher & Bartlett in New York
City. He focuses on computer-related matters, Internet Law, securities litigation and commercial
litigation. He can be reached at b_bell@stblaw.com. This article reflects his views, not necessarily those of
his firm.
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An entire industry has arisen in the last five years designed solely to serve day traders.
There are a host of “how to” books that tutor investors in the supposed “art” of day trading?
There are numerous Web sites that target their services to day traders® Day trading firms have
sprung up around the country designed primarily to serve local day traders* And, the
mainstream press has begun to focus on the growth of day trading as well as the impact it can
have on individual stock prices.>

According to the President of the Electronic Traders Association, approximately one
third of all day traders lose money.¢ The conclusion is inescapable. As more people engage in
day trading, more people, in raw numbers, are likely to lose money online. There is the risk,
then, that more and more claims are likely to be asserted against e-brokers. Additionally,
“mistake” claims are likely to increase in frequency — for example, claims based on
inadvertently typing “2000” shares when purchasing stock rather than “200” shares or inputting
the wrong ticker symbol for a particular stock. Such claims usually must be pursued in an
arbitration setting under the securities arbitration rules of various self regulatory organizations
(SROs) and, in some instances, under the securities arbitration rules of the American Arbitration
Association.

Securities regulators are not blithely unaware of the risks that day trading and
overactive online trading present to average investors. For example, in a recent press release
entitled “Day Trading Craze Should Give Investors Pause, State Securities Regulators Warn,”
the North American Securities Administrators Association, Inc. warned that “[f]or the typical
retail investor, day trading isn’t investing, it's gambling. If you want to gamble, go to Las Vegas;
the food is better. . . . [T]he same message applies to the hundreds of thousands of investors
who are actively trading from home using on-line brokerages.””

Suitability Claims

Trading losses suffered by litigious customers often result in so-called “suitability
claims.” Suitability claims arise from the obligation of broker dealers, when making
recommendations to customers, to have a reasonable basis for recommending the securities
transactions at issue and to recommend only those transactions believed to be suitable for the
customer based upon those facts disclosed by the customer concerning his or her other
securities holdings, financial situation and financial needs.® This requirement arises from SRO
rules as well as the so-called “shingle theory.” Under that theory, “it is presumed that a broker-
dealer that hangs out a shingle and solicits customers makes [an] implied representation of fair
dealing.”?

Violations of the suitability doctrine can give rise to liability under Section 10(b) of the
Securities Exchange Act of 1934 and Rule 10b-5 promulgated thereunder.1® In some
circumstances, violations also can give rise to liability under Section 12(2) of the Securities Act
of 1933! and under state law theories of fraud, negligence or breach of contract.!2
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Suitability claims typically rank either first or second as the principal claim asserted by
burned investors who pursue action against broker-dealers or their employees.’3 As the number
of online securities accounts grows, so does the risk of suitability claims against e-brokers.14

Recent Arbitration Claim: A Shot Across The E-Brokers’ Bow

At least one recently-filed arbitration presents the issue of precisely what duty, if any, an
e-broker has to stop a customer from trading himself or herself into financial ruin. Last Fall Lael
Desmond, a 27-year-old graduate student in Indianapolis, Indiana, reportedly commenced an
arbitration under the securities arbitration rules of the National Association of Securities
Dealers, Inc. (NASD) against Ameritrade Inc.

Mr. Desmond claims that he opened an online margin account with Ameritrade last year
while working for his father’s business, taking graduate biology courses at a local institution
and saving money for medical school. Mr. Desmond alleges that during the August 1998 market
correction, he lost more than $40,000 of his savings by trading Internet stocks on margin.
Among many other things, Mr. Desmond contends that Ameritrade “breached its suitability
obligation” to him when it allowed him to continue trading risky stocks on margin.1>

The Desmond Arbitration should be considered a “shot across the bow” of e-brokers.
Soon, others — and their lawyers — likely will be looking to craft claims against their e-brokers
in the hope that they can recoup losses resulting from overly-optimistic assessments of market
sectors or individual stocks. Such claims likely will take the form of the nearly-ubiquitous
“suitability” claim.

The remainder of this article will discuss suitability issues as they arise in the e-broker
context and will provide recommendations for reducing the risk of liability in connection with
suitability claims by online investors.

The SEC’s 1984 Computer Brokerage System Release

On October 9, 1984, the United States Securities and Exchange Commission issued its
Computer Brokerage System Release.l¢ In that release, the Commission emphasized that broker-
dealers owe their customers a high standard of care in determining the suitability of
investments. As the SEC noted:

The final concern is one of investor qualifications and suitability. Because these systems
provide investors greater flexibility in trading, the Commission believes it is important that a
broker-dealer use a high degree of care in making its initial determination regarding an
investor’s financial qualifications and his suitability for large and risky investments.1”

The 1984 Release further stated: “[e]xisting rules [that] require a familiarity with one’s
customers and their trading activities, and the retention of books and records, are, if anything,
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more crucial in the context of computer brokerage systems where direct contact between investors and
their brokers is reduced.”18

Additionally, the 1984 Release emphasized the SEC’s view that suitability considerations
arise when a broker-dealer or associated person “provides investors [with] research and
analysis amounting to recommendations of individual securities through the computer
brokerage system or accompanying data bases.”1?

Finally, the 1984 Release suggests that broker-dealers that provide online research or
recommendations to their customers may be subject to some degree of increased scrutiny
regarding whether they have discharged their suitability obligations. Thus, “[o]nline broker-
dealers should be aware that they may need to expand their suitability reviews as they provide
their customers with equity research, the opportunity to participate in IPOs, direct solicitations
and other financial services.”20

The 1984 Release — though somewhat dated — suggests three important considerations
for today’s e-brokers. First, the SEC recognized at the time of the Release that computerized
trading means that there is a likelihood of reduced personal contact between broker-dealers and
their customers. Second, the SEC deemed it critical at the time of the Release, in view of such
reduced personal contact, that broker-dealers should exercise a high degree of care at the outset
of the account relationship to make an appropriate “initial determination” regarding each
investor’s “financial qualifications and . . . suitability for large and risky investments.” And,
third, anything that might be construed as an online “recommendation” may subject the broker-
dealer to heightened scrutiny regarding its obligations under the suitability doctrine.

More Recent Guidance

Because most SRO suitability rules, like NASD Rule 2310, require that registered
representatives have reasonable grounds for believing that a “recommendation” to a customer
is suitable, there is an important threshold issue regarding what exactly is a “recommendation.”
As has recently been noted:

Concerns have arisen, however, about the application of the NASD Rule 2310 suitability
standard in the use of electronic media as a result of certain SRO interpretations of its
application. Rule 2310 requires a registered representative to have reasonable grounds for
believing that a purchase recommendation to a customer is suitable. . . . Rule 2310 applies only
when a purchase recommendation is made to the client and therefore the threshold issue in a
suitability analysis is whether a recommendation has been made.2!

In considering a proposed rule similar to Rule 2310, the SEC has indicated that
suitability considerations arise when a broker-dealer “recommends to an investor the purchase
of a specific [security]” and do not arise when the broker-dealer serves “solely as an order
taker” or is simply placing “general advertisements.”22
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Additionally, the NASD has provided further guidance regarding what constitutes a
“recommendation” for purposes of determining suitability obligations. After emphasizing that
Rule 2310 does not apply where a broker-dealer “acts solely as an order-taker for persons who,
on their own initiative, effect transactions without a recommendation from” the broker-dealer,
the NASD defined a recommendation to include any instance in which a broker-dealer:

brings a specific security to the attention of the customer through any means, including,
but not limited to, direct telephone communication, the delivery of promotional material
through the mail, or the transmission of electronic messages.?

Also, the NASD has not sought “to suggest that every statement that includes mention
of a security would be considered a recommendation;” instead, the determination of whether or
not a recommendation has been made “depends on an analysis of all the relevant facts and
circumstances . . ..”2

Admittedly, however, information provided electronically by an e-broker (via its Web
site or otherwise) might constitute a recommendation even if it is not intended as such by the e-
broker. Indeed, in 1996, the NASD emphasized that:

Special care should be taken where a member or associated person transmits via email,
television, radio, or other electronic medium messages concerning a particular security to a
broad universe of investors of varying financial sophistication, experience, and resources. In
such circumstances, the suitability of the security should be determined with respect to each
customer who responds to the message before effecting a transaction. Further, consideration
should be given to the desirability of including a notice in the electronic tranmission alerting the
recipients of the message to the need to assess the security in the context of each customer’s
individual circumstances.?>

E-Brokers Seek Guidance On the Suitability Issue

Such pronouncements, of course, do little to clarify precisely how e-brokers might run
afoul of suitability requirements. Indeed, they raise more questions than they answer.

If an e-broker offers financial planning tools on its site that permit customers to specify
certain criteria and then, based on those criteria, presents customers with investment
alternatives, does this constitute a “recommendation?” If the e-broker site offers research
dealing with particular companies and their securities, does this constitute a
“recommendation?” Do links from an e-broker’s Web site to external sites that reference or
address particular securities constitute a “recommendation?”

Is it enough to perform a single suitability determination at the time an online account is
created or must there be some continuing obligation in this regard? What are the implications of
permitting online account owners to have e-mail subscriptions (or other electronic subscriptions
using push technology) to online research reports about particular companies and their
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securities? Is there any obligation on the part of an e-broker to intercede when a trade appears
completely out of character based upon previous trades conducted through the same account
(where, for example, the account owner has never made a purchase of a particular form of risky
securities worth more than $1,000 but suddenly seeks to make such a purchase in excess of
$100,000)?

Such questions appear to have prompted the industry to begin the arduous process of
seeking regulatory guidance. Indeed, a committee of the Securities Industry Association
reportedly “wants securities regulators to clarify whether discount and online firms can be held
liable in what are known as “suitability” complaints, normally brought against stockbrokers.”26
Indeed, in the last few months the issue reportedly has arisen at two meetings of a new industry
association of discount brokerage firms according to Michael Anderson (of Ameritrade Inc.)
who co-chairs the association.?”

Regulatory guidance in this context would be appropriate. Investors looking for
recompense easily forget that the online accounts in which they suffered their losses are self-
managed accounts over which the e-broker has no discretion. Indeed, typically there is not even
an individual broker assigned to oversee an investor’s online account.

Clearer guidelines regarding precisely those circumstances in which an online broker-
dealer can be found to have made some form of “unsuitable” recommendation to an online
investor who manages his or her own securities account would seem appropriate before the
number of online investors grows to the extent forecast by International Data Corporation.2

The self-managed nature of most such accounts, combined with the scienter and loss
causation requirements that apply to suitability claims based on alleged violations of Rule 10b-
5, likely will doom most such claims against e-brokers to failure. But, before massive resources
are expended by customers to pursue such claims (and by e-brokers to defend them), e-
brokerage customers, and their online brokers, deserve more clearly-defined boundaries of
precisely how the “suitability doctrine” applies in the e-broker context.

Steps To Minimize The Risks Of E-Broker Suitability Claims

Until securities regulators and SROs adequately clarify the situation, there are some
things that e-brokers can do to minimize the risk of suitability claims by the owners of online
securities accounts. What follows is a brief list of such considerations.

e Of course, e-brokers should always require prospective customers to complete
appropriate new account documentation (including a click-wrap agreement) when
opening an account.?? Those agreements should require the customer to provide
basic suitability data such as background and educational experience, investment
experience, other securities holdings, current financial situation, financial needs,
investment objectives and the like. The agreement further should clarify, explicitly,
that the account is self-managed, that the account owner trades at his or her own
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risk, that the account owner is solely responsible for determining the suitability of
individual investments, that the account owner will not rely on the e-broker to
determine the suitability of any particular investment and that the account owner
acknowledges that all information and services delivered via the e-broker’s site,
including the delivery of research reports and the like, is solely informational in
nature and does not constitute a recommendation of any particular security or
security transaction.

e E-Brokers should require customers to meet more stringent requirements to trade on
margin, to trade stock options, or to trade in exotic securities. E-brokers should
utilize click-wrap agreements through which the customer acknowledges an
understanding of the explicit nature of such trading mechanisms, the risks involved
and the fact that the account owner is solely responsible for determining the
suitability of any individual investments.

o E-brokers should use an electronic or printed form of “negative consent letter”
confirming all the account and suitability information. Such a letter has been
described as follows: “[a] negative consent letter contains all the client’s pertinent
account information and is sent to the address listed on the account. It requests the
customer to review the information and, if appropriate, to send any corrections to
the firm by a return e-mail or letter and pre-paid envelope provided in the
mailing.”30

e E-brokers should require that participation in any special programs (delivery of
research, availability of IPOs, providing lists of possible investments geared to
financial or retirement goals, etc.) is conditioned on a recognition that the programs
do not constitute recommendations and that the determination of suitability lies
within the sole responsibility of the customer. They further should structure such
programs so that, upon delivery of information, the same points are made to the
customer.

e E-brokers should use state of the art technology to monitor accounts for unusual
trading activity. As for what constitutes “unusual” trading activity in any particular
account, e-brokers should permit the customer to define its scope. During the
account opening process, it is possible to tell the customer that the account will be
monitored for unusual activity and to present the customer with a “pick list” of
activities that will be monitored, such as: purchases or sales that exceed a certain
amount of money, frequency of trading, efforts to liquidate more than a specified
percentage of account assets, etc. By providing the customer with an opportunity to
define what he or she believes will be “unusual” for the account, the online broker
mitigates any future argument that it failed to identify “unusual” activity that might
give rise to an obligation to conduct a suitability determination.
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e Be certain to reconsider suitability issues with each rollout of added features at the e-
broker site (e.g., a decision to provide online customers with equity research,
providing customers with an opportunity to participate in IPOs, use of e-mails or
push technology to solicit investments in particular securities, etc.).3!

e If any portion of the e-broker’s Web site is devoted to news items, clearly label it as
such so as to distinguish such items from research or anything else that might be
construed as a recommendation.32

¢  When investments are addressed on the e-broker’s Web site or through any other
electronic media that originates from the e-broker, “the level of risk involved should
be clearly stated.”33

Above all, until more regulatory guidance is available, it would seem prudent for e-

brokers to make clear that any form of information that they provide to online account owners
— via their Web site, via e-mail or otherwise — is provided solely for informational purposes,
and does not constitute a recommendation of any particular security or security transaction.

1
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