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C
h

u
r

n
i

n
g

generally refers to the
excessive buying and selling of
securities in a custom

er’s account
by his or her broker, for the
p

u
rp

o
se 

o
f 

g
en

eratin
g

com
m

issions and w
ithout regard

to the custom
er’s investm

ent
objectives. M

any tim
es he w

ill
sell the w

inners to show
 a sm

all
profit, and keep the losers. For
churning to occur, a broker m

ust
exercise 

control 
over 

the
investm

ent decisions in the
account, either through a form

al
w

ritten discretionary agreem
ent

or otherw
ise. A

bsent discretionary
control, if the custom

er routinely
relied on his broker’s advice
because he w

as unable to evaluate
the recom

m
endations on his ow

n,
the broker m

ay have exercised
control 

over 
the 

account.
T

he m
ajor securities industry

self-regulatory organizations have
rules prohibiting churning and
excessive trading. E

xcessive
trading is the sam

e as churning,
but w

ithout the requirem
ent that

the person engaging in the trading
does so for the purpose of
gen

eratin
g 

com
m

ission
s.

C
hurning and excessive trading

can violate N
A

SD
 R

ule 2310,
N

Y
SE

 R
ules 408 and 476, as w

ell
as state and federal securities law

.
T

o establish that a broker has
ch

urn
ed 

an
 

accoun
t, 

th
e

custom
er m

ust dem
onstrate that

the pattern of trading activity in
the account w

as excessive. T
his

can be done in a num
ber of w

ays
in

cludin
g 

calculation
s 

to
determ

ine the annualized rate of
return that w

ould be necessary
to cover the com

m
issions charged

in the account, the num
ber of

tim
es the equity in the account

is turned over to purchase
securities, and the purchase and

sale trading activity that occurs
in the account.

T
o determ

ine w
hether the

trading is excessive in light of
the goals of the account, the m

ost
often used analysis is the
calculation of a “turnover ratio.”
 A

 turnover ratio is the total
am

ount of purchases m
ade in the

account, divided by the average
m

onthly equity in the account.
T

hat ratio is then annualized (by
dividing the result by the num

ber
of m

onths involved to get a per
m

on
th

 
ratio, 

an
d

 
th

en
m

ultiplying that result by 12).
A

n annualized turnover ratio of
6, w

hich m
eans that the equity

in the account w
as invested 6

tim
es in a year, can be indicative

of excessive trading in the typical
custom

er account.
C

ost-to-equity ratios are
another m

ethod (as com
pared to

sim
ple turnover ratios) of an

indicator of churning because
they 

directly 
m

easure 
the

costliness of the trading. Properly
interpreted, they provide sound
guidance as to w

hether the
trading could reasonably have
been expected to benefit the
custom

er. C
ost ratios m

easure
the fraction of an investm

ent
consum

ed by trading costs.
R

oughly speaking, annualized
cost ratios yield the portfolio
securities’ breakeven rate of
return; the account w

ill show
 a

profit if, and only if, the
securities’ gross returns exceed
the cost ratio. For the purpose
of calculating the cost-equity
ratio, 

th
e 

on
ly 

relevan
t

com
m

ission is the cost to the
custom

er. C
om

m
issions of about

5%
 to 6%

 annually in a brokerage
account w

ith a grow
th and

incom
e investm

ent objective is
probably about the lim

it the
account can bear.

E
xcessive trading is m

easured
not against a m

ythical yardstick,
but rather against the investm

ent

Churning 101
A

bout the Firm
O

ur sole focus is securities
arbitration and litigation. W

e do
not seek out personal injury cases,
crim

inal appointm
ents, dom

estic
m

atters, or corporate defense
w

ork. A
ll day, every day, our

practice is devoted to representing
investors. Because of that focus,
w

e can provide superior advice in
this specialized area.

W
ithin the securities industry,

w
e are strongly com

m
itted

to raising the standard of
co

n
d

u
ct 

am
o

n
g

 
fin

an
cial

professionals. W
e w

ork closely
w

ith the Kansas and M
issouri

S
ecurities C

om
m

issioners'
O

ffice
 

in
 

lo
cal 

an
d

 
state

governm
ent, and local, state,

and national bar associations.
O

u
r 

o
ffice

, 
lo

cate
d

 
in

m
etropolitan 

K
ansas 

C
ity,

represents investors ranging
from

 young adults to elderly
retirees; and from

 blue-collar
w

orkers to corporate executives.
Every public citizen is entitled to
the protection of state and
federal securities law

s, and every
inve

sto
r 

d
e

se
rve

s 
to

 
b

e
protected from

 rogue brokers
and unethical sales practices
em

ployed by brokerage firm
s

across the nation.
O

ur office is com
m

itted to
giving clients thoughtful advice
ab

o
u

t 
th

e
ir 

in
ve

stm
e

n
t

situations. The office often joins
forces w

ith locally and nationally-
recognized securities experts in
order to provide the best
representation for each client.

Jeff K
ruske is currently a

m
em

ber of the K
ansas B

ar
Association, Kansas Trial Law

yers
Association, Johnson C

ounty Bar
A

ssociation, the Public
Investors A

rbitration
B

ar A
ssociation, and

is an N
A

SD
-licensed

arbitrator.
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W
ant to be

an Arbitrator?
-The success of securities

arbitration depends on
the 

quality 
of 

the
arbitrators w

ho hear and
decide 

the 
dispute

presented by the parties.
There is a need for new
applicants in Kansas and
M

issouri to serve as
N

ASD
 arbitrators.

-A
rbitrators are carefully

selected from
 a broad

cross-section of people,
diverse 

in 
culture,

p
ro

fe
s

s
io

n
, 

a
n

d
background.  If you have
at least five years of
business or professional
experience, you m

ay
qualify to serve.  Please
contact the Law

 O
ffice

of Jeffrey S. Kruske if
you are interested in
applying to becom

e an
N

ASD
 arbitrator.

The Lookout
In this issue (page 3),
w

e  provide som
e tips

for w
hat you can look

out for on a few
 of

the m
ore com

m
on

investm
ent  abuses,

including:
!

Foreign Exchange
Trading

!
Internet Fraud

!
Investm

ent
S

em
inars

!
Private S

ecurities
O

fferings
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This new
sletter is intended for

inform
ational purposes only, as

a w
ay for investors to gain a

better understanding of their
rights. The inform

ation contained
w

ithin this new
sletter is not legal

advice and should therefore not
be relied upon as such.
If you do not w

ish to receive
this m

ailing, please contact the
Law

 O
ffice of Jeffrey S. Kruske.

(continues next page)

V
isit the firm

 on-line at w
w

w
.kruskelaw

.com
 to learn

m
ore about current securities industry new

s,
the law

 firm
, securities arbitration and

litigation FA
Q

s, dow
nload articles and reports,

schedule a free consultation, and m
ore.
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     Insider
objectives of the account. A

 broker, w
ith

discretion, handling a sm
all account for a

w
ealthy investor that is designed for heavy day

trading, can have a turnover ratio of 20, and
still not have churned the account, because the
trading w

as not excessive in light of the
custom

er’s investm
ent objectives. A

lternatively,
a turnover ratio of 4, or even 3, in an account
that is designed for long term

 buy and hold
can be excessive. In the real w

orld, the analysis
is not alw

ays so black and w
hite, and m

ost
cases fall into the grays.

A
ll of the above factors are relevant to control

in suitability cases because they focus on the
risks and expected returns of various
investm

ents. T
hese factors have little to do,

how
ever, w

ith the central issue in churning
cases, .e.g. the excessiveness of trading costs
incurred given the likely financial benefits to
the custom

er.  A
t the root of this m

atter is the
question that w

ill be central to a claim
: “W

as
there a reasonable probability that the securities
trading w

ould be profitable enough to cover
the cost?”
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The Lookout
Com

m
on Investm

ent
Abuses to W

atch Out For
!

Foreign Exchange Trading
Foreign exchange (forex) trading can be legitim

ate for governm
ents and

businesses concerned about fluctuations in international currencies, and
it can even be appropriate for som

e individual investors. But the average
investor should be w

ary w
hen it com

es to these com
plex m

arkets. Forex
scam

s attract custom
ers w

ith sophisticated-sounding offers placed in
new

spaper advertisem
ents, radio prom

otions, or on Internet sites.

!
Internet Fraud
Scam

sters continue to take advantage of technology to lure investors into
“pum

p-and-dum
p” stock schem

es. Be w
ary of investm

ents being pitched
through unsolicited e-m

ails, instant m
essages, and phony w

ebsites.

!
Investm

ent S
em

inars
Prom

oters of unsuitable investm
ents are increasingly seeking potential

investors, particularly seniors, by offering sem
inars, m

any of them
 prom

ising
a free m

eal along w
ith “higher returns and little or no risk.”

 U
nfortunately,

in m
any of the cases that securities regulators see, it is just the opposite:

high risk and no returns, just disastrous losses.

!
Private S

ecurities O
fferings

Con artists are turning increasingly to private securities offerings under Rule
506 Regulation D

 of the Securities Act of 1933 to attract investors w
ithout

having to go through the full registration process. Although som
etim

es
legitim

ate, these offerings are often associated w
ith fraud.

kruskelaw
.com

 In the N
ew

s
Lenexa Investm

ent Adviser Jam
es A. Freese Pleads Guilty

O
lathe, K

ansas – Jam
es A

. Freese, 35, a L
enexa resident w

ho form
erly ow

ned and operated A
FG

C
apital M

anagem
ent, Inc. of O

verland Park, pled guilty to ten felony crim
es. T

he charges include one
count of securities fraud for defrauding his church of $513,800, three counts of investm

ent adviser fraud
for defrauding 116 advisory clients of m

ore than $7.2 m
illion, one count of filing a false statem

ent w
ith

the O
ffice of the Securities C

om
m

issioner, and five counts of m
aking false w

ritings by sending false
account statem

ents to custom
ers.

Freese w
as sentenced to 86 m

onths in prison by H
on. Jam

es Franklin D
avis in Johnson C

ounty D
istrict

C
ourt. Freese w

as also ordered to pay restitution of $7,298,160.58.
O

n Septem
ber 7, 2006, Securities C

om
m

issioner B
iggs suspended the registration of M

r. Freese and
A

FG
 C

apital M
anagem

ent after exam
iners from

 the O
ffice of the Securities C

om
m

issioner conducted
an audit of the firm

. T
he suspension w

as not contested and the firm
 is no longer in business. O

n January
31, 2007, B

iggs filed a civil law
suit against Freese, A

FG
, and tw

o other individuals. In the civil suit, the
O

ffice of the Securities C
om

m
issioner seized A

FG
 assets in an effort to obtain restitution for form

er
clients of A

FG
. A

s discovery in the case unfolded, how
ever, only $85,000 w

as identified as m
onies

available to repay to the 116 defrauded victim
s.

Ex-M
errill Broker W

ins $1.6 M
illion in Arbitration Aw

ard
A

n N
A

SD
 arbitration panel aw

arded a form
er M

errill L
ynch broker $1.6 m

illion for w
rongful

term
ination and defam

ation, claim
s he had filed against his form

er em
ployer in July 2007. T

he aw
ard

included com
pensatory dam

ages of $400,000 plus interest and punitive dam
ages of $1.2 m

illion. A
w

ards
of that size are a rarity in arbitration cases brought by em

ployees against brokerage firm
s.

Fariborz Z
ojaji, a $325,000 producer w

ho w
orked for M

errill for nine years, w
as fired in N

ovem
ber 2004

for allegedly exercising discretion in one or m
ore custom

er accounts w
ithout authorization and violating

the com
pany’s privacy policy by using his w

ife as a translator on a call w
ith a custom

er from
 V

enezuela.
T

he panel sided w
ith Z

ojaji’s attorneys, w
ho claim

 M
errill’s conduct w

as inappropriate. T
he arbitration

panel ruled that there w
ere no w

ritten custom
er com

plaints, discretionary trades or violations of the
com

pany’s privacy policy. E
ssentially, the panel found no evidence of w

rongdoing on Z
ojaji’s part. W

hile
m

ost aw
ards do not provide m

uch insight on how
 a panel cam

e to its decision, this aw
ard is a rare

exception.  T
he panel found that Z

ojaji’s regional com
plex m

anager filed a false U
-5 and ignored advice

from
 M

errill’s com
pliance officer to substantiate the allegations. T

he panel also suggested that the
com

pliance officer exacted a personal vendetta against Z
ojaji for being an Iranian im

m
igrant and w

ent
out of his w

ay to m
ake sure he did not succeed at M

errill, w
here he w

as being groom
ed for a m

anagem
ent

position. T
he panel found that M

errill’s conduct w
as “w

ithout doubt, not m
erely grossly negligent, it

w
as intentional.”
A

ccording to the aw
ard, the director at Z

ojaji’s branch office, and other M
errill em

ployees, failed to
follow

 up w
ith the custom

ers to vet the alleged com
plaints and did not review

 the telephone records
that w

ould have dem
onstrated that no discretion w

as used in trades in the custom
er’s account.

A
bout T

he Firm
Types of C

laim
s Typically H

andled
U

nsuitability
C

ustom
er alleges that the broker

recom
m

ended  investm
ents that

w
ere not  appropriate for his or her

investm
ent goals, or even his age

and 
investm

ent 
 

objectives.
M

aterial M
isrepresentations

or O
m

issions
C

ustom
er alleges that the broker

intentionally m
isled him

 or failed to
disclose a m

aterial fact about an
investm

ent.
Failure to D

iversify
C

ustom
er alleges that the broker

over concentrated their portfolios
in m

inim
al sectors.

V
ariable A

nnuities and
Equity-Indexed A

nnuities
C

arry very high expenses,  and earn
brokers very large com

m
issions.

C
hurning

C
ustom

er alleges that the broker
purchased and sold securities solely
to generate com

m
issions, w

ithout
regard to the custom

er’s investm
ent

objectives or goals.
U

nauthorized Trading
C

ustom
er alleges that the broker

entered transactions into the
account w

ithout the custom
er's

know
ledge or approval.

B
reach of Fiduciary  D

uty
C

ustom
er alleges that the broker

breached his duty (position of trust
and 

confidence) 
to 

a 
client.

N
egligence

A
 claim

  for negligence is that the
broker failed to use reasonable
diligence in handling the affairs of
the custom

er, and did not act as a
reasonable  and prudent broker
w

ould have acted.
S

elling A
w

ay
This often occurs in situations w

here
the broker is not reporting a particular
transaction  to his or her em

ployer.
M

argin V
iolations

Failure to fully inform
 the custom

er
of m

argin risks can result in liability
for any losses caused  as a result.
Life Insurance
N

ot unlike securities, the sale of life
insurance generally im

poses a duty
of determ

ining suitability on the
selling agent. M

ost state insurance
codes require “fair dealing” w

ith
custom

ers and a duty of determ
ining

an appropriate recom
m

endation. If
the product is variable, it m

ay be
considered a security and is subject
to N

ASD
 rules in addition to any state

codes and regulations.
C

om
m

odities/Futures
Litigation and arbitration involving
futures contracts, derivatives, and
over-the-counter (O

TC
) trading

M
ortgage-backed securities in their sim

plest form
 are pools of actual hom

e
m

ortgages collected and “securitized” into certificates guaranteed by their quasi-
governm

ent issuers.  A
s such, they are am

ong the safest investm
ents behind

treasury securities.  R
isks associated w

ith m
ortgage-backed investm

ents are
directly related to interest rates.  W

ith falling interest rates, m
ortgage prepaym

ent
rates rise. C

hanges in interest rates, w
hether up or dow

n, pose significant risk
for securities w

hose value is derived from
 pools of m

ortgages.
U

nlike traditional m
ortgage-backed securities such as Fannie M

ae, G
innie

M
ae, or Freddie M

ac, C
M

O
s (C

ollateralized M
ortgage O

bligations) collect
the paym

ents of principal and interest from
 the likes of Fannie M

ae investm
ents,

and distribute these paym
ents selectively on a priority basis am

ong classes or
“tranches” of the C

M
O

 investm
ent. Because of their com

plexity, it is very
difficult for investors to evaluate these investm

ents. T
he next issue of M

SLU
w

ill highlight these products, how
 N

A
SD

 regulates them
, and how

 m
any

investors are being fraudulently sold these products as safe investm
ents.

Featured in the N
ext Issue of M

SLU…

Z
ojaji, w

ho couldn’t get registered for six m
onths after being fired

from
 M

errill w
as then unable to hold dow

n a job at A
.G

. E
dw

ards
because his entire book had been pillaged during that tim

e.
A

dvocates for reform
ing the filing process for Form

 U
-5 published

after the aw
ard w

as issued condem
ning current industry practices.

“O
nce an item

 is reported on a U
-5, regardless of m

erit or accuracy,
it is a perm

anent record, w
hich can greatly im

pact [registered
representative] em

ploym
ent in the industry going forw

ard,” w
rites D

rew
M

cC
oy, chairm

an of the W
ealth A

dvisor Institute’s A
dvisor C

ouncil
in a paper entitled “R

ecom
m

endations for R
eform

ing and Im
proving

N
A

SD
 R

egistered R
epresentative R

egulatory Filing P
rocedures.”

“W
ith legal im

m
unity from

 defam
ation claim

s, there is little to stop
an unscrupulous firm

 from
, for exam

ple, filing derogatory inform
ation

on a U
-5 form

 in order to punish [a registered representative] for leaving
for another firm

,” M
cC

oy w
rites.

Kruske Law
 Firm

 Prevails in $850,000+ N
ASD Arbitration

In M
arch 2007, a H

ouston-based N
A

SD
 arbitration panel aw

arded
B

young Im
 $630,000 in com

pensatory dam
ages, attorney fees and case

expenses, and 8.25%
 interest starting in M

ay 2004. T
he total value of

the aw
ard exceeded $850,000, one of the largest arbitration aw

ards
handed dow

n so far this year.
In 2004, B

young Im
 transferred $680,000 to JPR

 C
apital and their

broker, H
ong Joon C

hun. C
hun engaged in day-trading in the account

w
ithout the authorization of Im

, and m
anufactured account statem

ents
and faxed them

 to the custom
er from

 his apartm
ent in N

ew
 Y

ork,
instructing him

 to ignore the firm
 account statem

ents. C
hun engaged

in options trading over the course of four m
onths, reaping com

m
issions

of over $80,000. W
hen Im

 requested a w
ithdraw

al of $500,000 for a
real estate investm

ent, C
hun sent a check for $50,000, as the rem

ainder
of the account had been depleted by w

ay of losses.
A

fter the claim
 w

as filed, C
hun voluntarily left JPR

 C
apital, and

before the aw
ard w

as entered, w
as barred from

 the securities industry
for failing to respond to a request to be interview

ed by N
A

SD
 regarding

the facts outlined in the claim
.

B
young Im

 w
as represented by the K

ruske L
aw

 F
irm

. M
ore

inform
ation about the case can be obtained by contacting Jeffrey K

ruske.

W
ill the Sub-Prim

e Fallout H
it R

etail Investors?

Did You Know
?

The Kruske Law
 Firm

 also represents individual securities brokers and
other securities industry em

ployees w
ho have claim

s against brokerage
firm

s. M
any em

ployees w
orking in the financial services sector and

securities industry can face legal situations requiring experienced
attorneys w

ho can best represent their situations. Jeffrey Kruske has
helped m

any industry professionals facing a variety of legal
circum

stances including Form
 U

-5 defam
ation and expungm

ent,
em

ploym
ent disputes concerning com

pensation, disciplinary
proceedings and representation at N

ASD
 hearings.

Typical cases that an em
ployee can bring are sexual harassm

ent and
em

ploym
ent discrim

ination (sex, age, race, disability) claim
s against

their current and form
er em

ployers. Securities rules allow
 these cases

to be brought in a court as opposed to an arbitration forum
. Form

er
traders and brokers also bring cases against their form

er em
ployers

for failure to pay bonuses earned during the term
 of their em

ploym
ent.

 These cases include representing em
ployees in claim

s for “fraudulent
inducem

ent” of their em
ploym

ent relationships. In these cases, the
em

ployees claim
 that their em

ployers m
ade false prom

ises regarding
the nature of the w

ork w
hich they w

ere hired to do.

O
ther cases include law

suits for Form
 U

-5 defam
ation, w

hich are claim
s

against an em
ployee’s form

er securities brokerage firm
 for m

aking
false and defam

atory statem
ents on a Form

 U
-5 filed by the firm

 w
ith

the N
ASD

. A
 brokerage firm

 is required to file a Form
 U

-5 w
henever

an em
ployee leaves the firm

 w
hich discloses the circum

stances
surrounding the departure. If false and defam

atory statem
ents are

m
ade on the Form

 U
-5 regarding the em

ployee, the em
ployee m

ay
have a claim

 for defam
ation.


