A Look at the Law

Holmes v. Grubman:

The Supreme Court of Georgia Balances Financial Advisor
Common Law Liability and Investor Protection

t is no surprise that the stock market has a long

history of volatility that can send wild specu-

lators to yacht dealerships and conservative
retirees back to the workforce. The recent downturn of
2008 is no different. In 2008 alone, America suffered a
historic loss in wealth totaling approximately $10.2 tril-
lion.1 Over $6 trillion of that amount was attributed to
losses in the stock market.2

Typically, American investors hire financial pro-
fessionals (commonly referred to as stockbrokers
or financial advisors) to make sound investment
decisions. The nature of the relationship between a
stockbroker and a client is one based on a trust in that
professional’s perceived financial acumen. In fact,
brokerage firms aggressively market themselves as
skilled advisors competent to handle every aspect of
their clients’ financial life, from investments to mort-
gages, life insurance, long-term care, estate planning
and charitable giving.3 Furthermore, brokerage firms
often advertise that their financial advisors will moni-
tor investments after a recommendation to purchase
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a security to ensure that the investor meets his or her
long term investment goals.

Studies in behavioral finance demonstrate that secu-
rities brokers are highly motivated to cultivate their
clients’ trust and allegiance, and clients have powerful
incentives to believe that such advisors are trustwor-
thy and acting solely in the client’s best interests.#
Obtaining a client’s trust and confidence, and con-
vincing the client that he or she should rely upon the
investment advice given, is at the heart of the broker-
client relationship.

As aresult, Georgia courts have long held that under
Georgia common law, a stockbroker’s duty to account
to its customer is fiduciary in nature, so that the bro-
ker is obligated to exercise the utmost good faith.
Requirements of good faith demand that in the princi-
pal’s interest, it is the agent’s duty to make known to
the principal all material facts that concern the transac-
tions and subject matter of his agency.>

In an attempt to limit these common law fiduciary
obligations and limit liability for unsuitable or inap-
propriate investment advice, the financial services
industry created discretionary and nondiscretionary
accounts for its retail investor customers. A discretion-
ary account is one in which the financial advisor has
full discretion to make investment decisions without
obtaining prior approval from the customer.® A non-
discretionary account, which is by far the most com-
mon type of investment account, is one in which the
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financial advisor is required to get
prior approval from the customer
before making a trade in an invest-
ment account.” By implementing
this approval process, a brokerage
firm argues that in a nondiscre-
tionary account, it does not owe a
fiduciary duty to the customer and
that the firm is merely an “order
taker” because the customer —who
had the right to follow or reject the
broker’s recommendation—was
the one who actually made the
investment decision. Furthermore,
even though the brokerage firm
may advertise to the contrary, it
will typically argue that it has no
continuing legal duty to monitor
its customers’ portfolios in non-
discretionary accounts and that its
legal duty (if any) does not extend
beyond the recommendation to
purchase the security.

Investor advocates have long crit-
icized the use of nondiscretionary
accounts to limit liability. Studies
have shown that investors are not
aware of the distinction between
discretionary and nondiscretionary
accounts and also believe that their
financial advisor is acting in a fidu-
ciary capacity.® After all, the type of
account does not change the trust
relationship that typically exists
between financial professional and
investor customer. As a result, the
approval process described above
is in large part meaningless to the
investing public because a trusting
investor typically does not have the
ability to evaluate independently
the broker’s recommendations, and
will simply follow the stockbroker’s
investment recommendation with-
out question with the belief that it
is appropriate.?

Stock market crashes like the
one in 2008 are often sudden and
dramatic. For example, the S&P
500 Index, a stock index comprised
of 500 large cap common stocks
actively traded in the United States,
fell more than 52 percent between
October 2007 and November 2008,
which was the largest decline since
the Great Depression.l0 When
these types of events occur, retail
investors frequently contact their

financial advisors looking for
advice on how to stem the losses.
The typical response by the finan-
cial professional is to hold on and
“stay the course” and wait for the
stock prices or investment values to
come back. This recommendation
to “hold” is often made without
any analysis by the financial advi-
sor regarding whether a customer’s
investment portfolio is suitable for
their current investment objectives
and risk tolerance.

Indeed, recommendations to
hold sometimes may be the correct
and suitable course of action. After
all, the stock market has proven to
be resilient and with every down-
turn there is typically an equally
large, if not larger, upturn.1 On the
other hand, these statistics repre-
sent the performance of the broad-
based stock market over time and
do not reflect the performance of
individual stocks. There are cer-
tainly a large number of individ-
ual stocks that have not bounced
back. Furthermore, it is certainly
possible for an investment to be

suitable at the time of purchase
and then become inappropriate for
that investor due to a change in
circumstance for the investor (e.g.
health problems, death of a spouse,
etc.), or change of circumstance
for the investment (e.g., loss of a
large contract, a product recall or
change of investment strategy for
a mutual fund). As a result, the
recommendation to hold may not
be appropriate.

When does the recommen-
dation to hold become the
wrong investment recommenda-
tion? Does a financial advisor have
a duty to monitor investments after
a recommendation to purchase to
ensure that the investor meets his
or her long term investment goals?
What legal claims and remedies
are available to investors to recoup
losses stemming from an improper
recommendation to hold a particu-
lar stock or overly risky portfolio?

With regard to federal securities
laws, the answer to the last ques-
tion is that there is no viable claim
or remedy. This is because Section
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10(b) of the Securities Exchange
Act affords investors a securities
fraud claim based on misrepresen-
tations or omissions made only in
connection with the purchase or sale
of a security, not a recommenda-
tion to hold a security.12

Without a remedy under the fed-
eral securities laws, does an investor
have a viable claim under Georgia
common law against a stockbro-
ker or the brokerage firm for an
improper recommendation to hold
a security? As described in more
detail below, the Supreme Court of
Georgia recently addressed thisissue
in Holmes v. Grubman, and held that
aggrieved investors, subject to some
limitations, can maintain common
law tort claims such as fraud and
negligent misrepresentation based
on an improper recommendation
to hold a security.!3 The Supreme
Court of Georgia also re-affirmed
that the relationship between a
financial professional and customer
is fiduciary in nature and that the
brokerage firm and the investment
professional will owe a heightened
duty to the holder of a security even
if the account is nondiscretionary.14
Each of these holdings furthers the
protection of public investors who
rely upon brokerage firms to pro-
vide them sound investing advice
and recommendations.

Factual Background
and Procedural History
of Holmes v. Grubman

Appellant William K. Holmes
and his four entities controlled by
him (Holmes) had nondiscretion-
ary accounts with Citigroup Global
Markets, Inc. f/k/a Salomon Smith
Barney & Co., Inc. (SSB).15 As of
June 1999, Holmes “owned 2.1 mil-
lion shares in Worldcom, Inc., the
major telecommunications compa-
ny which went bankrupt after the
revelation of massive accounting
fraud in 2002.”16 Holmes brought
an action against SSB as well as its
well-known telecom analyst, Jack
Grubman, alleging that Holmes
verbally ordered his broker at
SSB to sell all shares in Worldcom

stock, which was at that time trad-
ing at approximately $92 per share.
Holmes further alleged that his SSB
broker convinced him not to sell,
based on recent research reports
by SSB’s Grubman. The suit fur-
ther alleged that SSB and Grubman
were operating under a conflict
of interest because they promot-
ed Worldcom, although knowing
that it was grossly overvalued, in
order to retain Worldcom’s lucra-
tive investment banking busi-
ness. Instead of selling, Holmes
purchased additional shares as the
stock price declined. In October
2000, Holmes was forced to sell all
WorldCom shares in order to meet
margin calls, resulting in an alleged
loss of nearly $200 million.17

In 2003, Holmes filed for bank-
ruptcy and brought this action for
damages under Georgia law. The
case was transferred to the U.S.
District Court for the Southern
District of New York and the dis-
trict court dismissed the complaint,
which brought claims based on
fraud, negligent misrepresentation,
negligence in making disclosures,
and breach of fiduciary duty. On
appeal, the U.S. Court of Appeals
for the Second Circuit certified the
following questions to the Supreme
Court of Georgia that are pertinent
to this article:18

1. Does Georgia common law
recognize fraud claims based on
forbearance in the sale of pub-
licly traded securities?; and

2. Under Georgia law, does a
brokerage firm owe a fiduciary
duty to the holder of a nondis-
cretionary account?1?

Georgia Common Law
Recognizes Holder Claims
and that a Brokerage
Firm Owves a Fiduciary
Duty to the Holder of a
Nondiscretionary Account

In answering the first certified
question, the Supreme Court of
Georgia held that aggrieved inves-

tors can bring viable common law
fraud claims based on a recom-
mendation not to sell or to hold a
security.20 In doing so, the Court
stated that, “although this Court
has never specifically addressed
such claims, it is well settled that
one of the elements of the tort of
fraud in Georgia is an intention to
induce the plaintiff to act or refrain
from acting.”2! The Supreme Court
of Georgia also approved of the
approach taken by the Restatement
(Second) of Torts §525 (1977), which
states that “induced forbearance
can be the basis for tort liability.”22

The Supreme Court of Georgia
also went beyond the scope of the
certified question and stated that
“[w]e see no reason why our autho-
rization of common-law fraud
claims based on forbearance in the
sale of publicly traded securities
... should not extend to . . . other
common-law tort claims” such as
negligent misrepresentation.”23

The Court did, however, artic-
ulate limitations on these types
of claims and held that a plain-
tiff bringing a holder claim must
prove specific reliance on the defen-
dants’ representations.?* The plain-
tiff must allege actions “as distin-
guished from unspoken and unre-
corded thoughts and decisions”
that would indicate actual reliance
on the misrepresentations.2

With regard to the second certi-
fied question as to whether, under
Georgia law, a brokerage firm owes
a fiduciary duty to the holder of a
nondiscretionary account, the Court
answered affirmatively, approving
the analysis of prior decisions of
the Court of Appeals of Georgia
that “recognized that a stock-
broker and his customer have a
fiduciary relationship as principal
and agent pursuant to O.C.G.A.
§23-2-58,” and accordingly, “a stock-
broker has limited fiduciary duties
towards a customer who holds a
nondiscretionary account.”26

The Court’s decision recognized
that the essence of the broker-cli-
ent relationship is that of principal
(customer) and agent (brokerage
firm). By statute, such a relation-

22

Georgia Bar Journal



ship “of mutual confidence . . .
requires the utmost good faith.”27
The extent of the broker’s fiduciary
duty may vary under differing fac-
tual circumstances, but the Court’s
decision makes clear that the exis-
tence of the duty cannot reasonably
be questioned.?8 Accordingly, the
obligations of a broker handling
a nondiscretionary account are
more than simply being an “order
taker” who executes a securities
transaction.?? The duties under-
taken by a broker handling a non-
discretionary account—such as
the duty to recommend an invest-
ment only after sufficient inves-
tigation of the investment, the
duty to avoid self-dealing, and the
duty to inform the customer of the
risks of an investment—impose
upon the broker a higher duty
of care than would otherwise be
found in the garden variety agent-
principal relationship.30
Moreover, finding that a stock-
broker is a fiduciary is entirely con-
sistent with both the statutory and
regulatory environment in which

brokers operate. Securities laws
reject the concept of caveat emptor as
itapplies to securities transactions.31
Instead, as a matter of public policy,
the rule is “Let the seller beware.”
Thus, under Georgia’s current and
former legislative scheme, it is the
seller who has the burden of proof
to show that he or she did not
know, and in the exercise of reason-
able care could not have known,
of material misstatements or omis-
sions made in connection with the
sale of securities.32

Securities regulators also have
recognized that the special and dis-
tinct role of a securities broker in
securing the trust and confidence
of his or her clients imposes fidu-
ciary responsibilities upon the bro-
ker. Under the so-called “Shingle
Theory” of liability developed from
the law of agency by the Securities
& Exchange Commission (SEC),
a broker who solicits and accepts
orders from the public implicitly
represents that he will deal fairly
with his customers.33 According
to the SEC, it is a “basic principle”
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that by holding itself out to the
public as a broker-dealer, a firm
represents that it will act in the cus-
tomer’s best interest.3 The SEC has
therefore concluded that the law
of agency, coupled with the rules
of such “self-regulatory organiza-
tions” (SROs)3 as the Financial
Industry Regulatory Authority
(FINRA), also give rise to a fidu-
ciary duty owed by brokers.36

Ramifications of
Holmes v. Grubman

The brokerage industry annually
spends tens of millions of dollars
attempting to convince the invest-
ing public that they are skilled and
competent advisors able to counsel
clients successfully through the laby-
rinth of investment choices avail-
able. The average investor who has
relied on his or her broker for invest-
ment advice is therefore shocked
and dismayed when the brokerage
firm thereafter claims that it owes
no duty to its clients other than to
faithfully execute the trade its broker
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had recommended. By specifically
finding that a brokerage firm owes a
fiduciary duty to the holder of a non-
discretionary account, the Supreme
Court of Georgia not only reaffirmed
the law on this point, but also con-
firmed that the legal relationship of
investors and brokers is consistent
with what the public expects, and
what both the legislative and regula-
tory schemes demand.

Holmes makes clear that financial
advisors can be held liable under
Georgia common law for thought-
less or inappropriate recommenda-
tions to stay the course in the face
of downturns in the market. The
recommendation to hold should be a
well-informed decision by the finan-
cial advisor after a complete analysis
of the customer’s current investment
objectives and risk tolerance. In addi-
tion, coupled with the Court’s find-
ing that “holder claims” are viable
under Georgia law, there is now
substantial support for the argument
that brokerage firms have a continu-
ing duty to monitor their customers’
nondiscretionary accounts to ensure
that the investments selected con-
tinue to be suitable and appropriate
for the investor.

That positive result for the public
investor cannot be dismissed at a
time when many investors are los-
ing faith in the financial system.3”
Although the decision in Holmes
will not, by itself, calm Georgia
investors’ anxiety caused by news
of massive Wall Street frauds, lax
enforcement by regulators, and
disclosure of Wall Street’s conflicts
of interest, it does, in some small
measure, encourage investor faith
and confidence in the financial
industry by reaffirming that a bro-
kerage firm and its broker owe their
public investors a duty of utmost
good faith and loyalty in handling
their nondiscretionary accounts. @
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standard of more than ordinary
care in its handling of a client’s
account. The broker is judged
against the standard of prudence
and care expected of a trained and
experienced financial professional:
[1]t is normally not sufficient
for a broker to exercise
ordinary care and judgment
in discharging his duties,
he must employ such care,
skill, prudence, diligence and
judgment as might reasonably
be expected of persons skilled
in his calling. If his customer’s
money is lost because the
broker undertakes his duties
without possessing the
requisite skills, or because of
his negligence, the broker is
liable for the loss.
NORMAN S. POSER, BROKER-DEALER
Law & REGULATION, § 2.03[A][1]
2-50, (3rd ed, 2002 Supp).
In the words of the U.S. Supreme
Court, a “fundamental purpose
[of the securities laws is] . . . to
substitute a philosophy of full
disclosure for the philosophy of
caveat emptor, and thus to achieve
a high standard of business ethics
in the securities industry.” SEC v.
Capital Gains Research Bureau,
375 U.S. 180, 186, 84 S. Ct. 275,
280 (1963); see also Affiliated Ute
Citizens of Utah v. United States,
406 U.S. 128, 151, 92 S. Ct. 1456,
1471 (1972).
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34.
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O.C.G.A. § 10-5-14(a)(2) (1973
Securities Act) (2009); O.C.G.A.

§ 10-5-58(b) (Georgia Uniform
Securities Act of 2008).

Charles Hughes & Co. v. SEC,
139 F.2d 434 (2d Cir. 1943); see
also Kahn v. SEC, 297 F.2d 112,
115 (2d Cir. 1961) (Clark, J.,
concurring).

In re D.E. Wine Investments, Inc.,
Admin. Proceeding File No. 3-8543
Release No. ID-134, 1999 WL
373279 (June 9, 1999).

Pursuant to Sections 15A and 19
of the Securities Exchange Act
of 1934, Congress authorized
the establishment of “self-
regulatory organizations” (SROs),
which have promulgated rules
which are, inter alia, “designed
to prevent fraudulent and
manipulative acts and practices,
to promote just and equitable
principles of trade, to foster
cooperation and coordination
with persons engaged in
regulating, clearing, settling,
processing information with
respect to, and facilitating
transactions in securities, to
remove impediments to and
perfect the mechanism of a free
and open market and a national
market system, and, in general, to
protect investors and the public
interest . ...” 15 U.S.C. § 780-3(b)
(6) (October 5, 2010).

See, e.g., In re E.F. Hutton & Co.,
Exchange Act Release No. 25,887
[1988-89 Transfer Binder] Fed.
Sec. L. Rep. (CCH) 9 84,303 (July
6, 1988). FINRA Conduct Rules

impose upon a brokerage firm
and its members the obligation
to make only suitable investment
recommendations to their clients
after learning the essential facts
concerning those clients. FINRA
Conduct Rule 2310. Recognizing
that the broker-investor
relationship is fundamentally
different from a garden variety
consumer relationship, the
Conduct Rules of the FINRA
also require that its member
firms, for both discretionary
and nondiscretionary accounts,
“shall observe high standards of
commercial honor and just and
equitable principles of trade.”
FINRA Conduct Rule 2110.
Indeed, both the current
Chairwoman, as well as the
past two Chairmen of the SEC,
have recognized that brokerage
firms act in a fiduciary role
with respect to their clients.

For example, Harvey L. Pitt,
Chairman from 2001 to 2003,
observed that “[r]egulation can
never substitute for people doing
their jobs honestly, dedicated to
serving their customers as the
fiduciaries they are.” Securities
Industry and Financial Markets
Association, Remarks of Harvey
L. Pitt, Chairman, SEC, at the
Securities Industry Association
Annual Meeting (November 8,
2002), http:/ /archives2.sifma.
org/speeches/html/ pitt02.html
(emphasis added). During the
recent “credit crisis,” Chairman
Christopher Cox affirmed that

37.

“[n]Jow more than ever, companies
need to take a long-term view

on compliance and realize

that their fiduciary responsibility
requires a constant commitment

to investors.” U.S. Securities and
Exchange Commission, Speech

by the SEC Chairman, Address to
the 2008 CCOutreach National
Seminar (November 13, 2008),
http:/ /www.sec.gov/news/
speech/2008/spch111308cc.

htm (emphasis added). And

the current Chairwoman,

Mary Schapiro, testified before
Congress that “all financial
service providers that provide
personalized investment advice
about securities should owe a
fiduciary duty to their customers

or clients.” U.S. Securities and
Exchange Commission, Testimony
Concerning SEC Quersight: Current
State and Agenda, Before the U.S.
House of Representatives Committee
on Financial Services™ Subcommittee
on Capital Markets, Insurance and
Government-Sponsored Enterprises
(statement of Mary L. Schapiro,
SEC Chairwoman) (July 14, 2009)
http:/ /www.sec.gov/news/
testimony/2009/ts071409mls.htm
(emphasis added).

A May 2010 poll found 58% of
respondents no longer believe
the markets are fair and open.
NBC News/Wall Street Journal
Survey, Hart/McInturff Study

# 10316, at 19 (May 6-10,

2010), http:/ /online.wsj.com/
public/resources/documents/
wsjnbcpoll-05122010.pdf.
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