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I. Introduction. 

Respondent's Brief on Appeal! is convoluted and confusing, 

because it focuses on a myriad of shotgun arguments, often on minor 

points, while failing to deal with the most significant issues (see infra, at 

2,3,4,9,20-21,21), or Appellants' legal authority (see infra, at 5, 6,10, 

12,14,14-15,17). At the same time, AIG's brief reflects a lack of basic 

understanding about how the securities industry works, resulting in 

nonsensical arguments, and an unfamiliarity with the record, resulting in 

frequent mistakes of fact.2 Finally AIG repeatedly misstates the issue or 

Appellants' arguments, by omitting material elements, then proceeds to 

argue against the resulting non-issues. E.g., AIG declares (RB at 20): 

The issue on review regarding the negligent supervision claim, 
therefore, is this: simply because Mark was a registered 
AIG/SagePoint stockbroker, did AIG/SagePoint have a sufficiently 
special relationship with Mark that created the responsibility to 
evaluate on behalf of strangers and non-AIG/SagePoint clients the 
suitability and conduct of trades Mark pursued for them in these 

I Cited below as "RB," followed by the page number where the reference occurs. 
Appellants' opening Brief on Appeal is cited as "AB," followed by the page number. 

It is a small point, but illustrates AIG's carelessness with facts: Appellants' Brief 
noted that "AIG misstated to the trial court that Appellants ... said Mark had a financial 
interest in the accounts." AB at 14, n. 9. AIG claims this was a "false assertion." RB at 6. 
It was not false. Appellants' Complaint said that Mark had "an interest" in their Wells 
Fargo accounts (interest as trustee or rnanager)-not a "financial" interest. Appellants' 
Complaint says that others (Mark and Wells Fargo) used the term financial interest. 

1 



yil00801 9/10/13 

outside3 transactions? 

That is not the issue. No one claims "simply being a stockbroker 

registered with AIG" imposed a duty on AIG to supervise Mark's 

transactions "on behalf of strangers and non-customers." The issue is 

whether AIG had a duty to supervise Mark's transactions in Appellants' 

accounts because he was a dually-registered AIG stockbroker employed by 

another firm as an investment advisor ("IA"), who (l) gave Appellants 

investment advice and (2) participated in securities transactions in their 

accounts (3) in connection with which he received compensation. AIG 

never argues this issue. The scope of this duty is narrow, not a "broad duty 

to third parties" as AIG misleadingly cautions the court against adopting. 

RB at 18. 

II. The court erred in failing to grant Appellants' motion for 
summary judgment holding that AIG owed a duty supervise Mark 
Garrison's trading in their brokerage accounts held at Wells Fargo. 

A. AIG's superficial discussion of the nature of duty is wrong. 

1. Issues of fact can exist when determining duty. In response to 

Appellants' argument that disputed issues of material fact precluded 

summary judgment in favor of AIG on the issue of duty (although no 

disputed facts precluded granting Appellants summary judgment on the 

issue of duty), AIG only argues that duty is a question of law (RB at 1, 15-

3 "Outside" business activities or securities transactions means activity by a stockbroker 
outside of his role as a stockbroker for his broker dealer. Such activities are referred to as 
having been conducted "away" from the firm. 

2 
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16)-before acknowledging that "where duty depends on proofs of facts 

that are disputed that summary judgment is inappropriate." RB at 16. 

In fact, courts frequently must make factual findings in order to determine 

whether a duty arises. See, McGraw v. Wachovia, 756 F. Supp.2d 1072-73 

(N.D. Iowa, 2010) (in negligent supervision claim vs. broker dealer, "The 

fact-driven questions ... are whether or not the circumstances giving rise 

to a duty to non-customers arose ... and whether that duty was breached 

as to any of the plaintiffs"); Washburn v. City of Fed. Way, 169 Wn. App. 

588,610-11,283 P.3d 567 (2012) rev. granted, 176 Wn. 2d 1010 (2013): 

[D]uty arises from the facts presented .... [A]ppellate courts have 
frequently reviewed whether sufficient evidence supports a finding 
that the alleged duty was owed in the particular circumstances of 
the case .... In such cases, the issue of duty does not present a 
pure question oflaw. [Footnotes omitted.] 

2. AIG is wrong that standard of care is not related to defining a 

duty. AIG never addresses Appellants' argument that the securities 

industry's standard of care imposes a duty on it to supervise Mark's 

transactions in their accounts. AIG dismisses the issue with, "Appellants 

mistakenly conflate duty with standard of care"-without ever explaining 

why this is a mistake. In fact, duty and standard of care are "correlative, 

and one cannot exist without the other." Prosser and Keeton on the Law of 

Torts § 53, at 356 (5th ed. 1984): 

"[D]uty" is a question of whether the defendant is under any 
obligation for the benefit of the particular plaintiff; and in 
negligence cases, the duty is always the same-to conform to the 

3 
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legal standard of reasonable conduct. .. . What the defendant must 
do, or must not do, is a question of the standard of conduct 
required to satisfy the duty. The distinction is one of convenience 
only, and it must be remembered that the two are correlative, and 
one cannot exist without the other. 

Standard of care establishes the nature, or scope, of a duty in a particular 

set of circumstances. Washington's Supreme Court explains in Affiliated 

FM Ins. Co. v. LTK Consulting Servs., 170 Wn. 2d 442, 449, 243 P.3d 521 

(2010), that standard of care defines the nature of a duty: 

[A] duty of care "is defined as 'an obligation, to which the law will 
give recognition and effect, to conform to a particular standard of 
conduct toward another.'" [Citation.] 

Accord, Lewis v. Krussel, 101 Wn. App. 178,184,2 P.3d 486 (2000) 

(Duty is "an obligation, to which the law will give recognition and effect, 

to conform to a particular standard of conduct toward another"); Keller v. 

Spokane, 146 Wn. 2d 237,243,44 P.3d 845 (2002).4 Indeed, courts 

frequently refer to duty and standard of care as one and the same thing. 

E.g., McKee v. Am. Home Products, Corp., 113 Wn. 2d 701, 706, 782 

P .2d 1045 (1989) ("the standard of care required of professional 

practitioners ... must be established by the testimony of experts who 

practice in the same field. The duty of physicians must be set forth by a 

physician, the duty of structural engineers by a structural engineer. .. "). 

4 "[J]n determining whether a duty is owed to the plaintiff, a court must not only decide 
who owes the duty, but also to whom the duty is owed, and what is the nature of the duty 
owed. [Citation.] The ... answer to the third question defines the standard of care. " Id. 
at 386, 936 P.2d 1201. (Emphases added.) 

4 
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Judy v. Hanford Envtl. Health Found., 106 Wn.App. 26, 37-38, 22 P.3d 

810 (2001) ("The accepted standard of care imposes . .. a duty to 

correctly diagnose manifestly abnormal conditions ... "). 

B. Broker dealers can have a duty to non customers to supervise a 
stockbroker's securities transactions away from the firm. 

1. AIG does not address Appellants' authority holding that broker 

dealers can be liable to non customers for negligent supervision. AIG 

declaims over and over and over that a broker dealer simply can have no 

duty to non customers to supervise its brokers, period, end of discussion. 

AIG knows this is not true. AIG was the defendant in a recent (2008) 

federal case squarely holding otherwise. As You Sow v. AIG Financial 

Advisors, 584 F. Supp. 2d 1034, 1049 (M.D. Tenn, 2008). The federal 

court in As You Sow, dealing with a negligent supervision claim, rejected 

this same argument by AIG, noting, 

For this tort, numerous courts have ruled that broker dealers may 
be held liable under the common law for negligently supervising 
their registered representatives, even on dealings with investors 
who had no accounts with the firm. [Citations omitted]. 

The court in Berthoud v. Veselik, 2002 WL 1559594, Fed. Sec. L. Rep. 

(N.D. Ill. July 15,2002), explained why AIG's position is wrong: 

Berthoud has alleged that Tower Square is liable under the common 
law doctrine of negligent supervision. Tower Square argues that this 
count should be dismissed because Berthoud cannot establish that 
Tower Square owed him a duty as he personally did not have an 
account with Tower Square. We disagree .... 

5 
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[A] plaintiff must show that the employer owed some duty to the 
plaintiff in order to state a cause of action for negligent supervision. 
The Champion Parts and Emjayco courts did not rule that the duty to 
account holders was the only duty sufficient to allege negligent 
supervision; rather it was merely one of many such duties which 
could sustain a negligent supervision count. ... Berthoud has alleged 
that the duty he was owed by Tower Square was to reasonably 
"supervise and control the activities of. .. Dermody [the broker] to 
insure compliance with applicable laws and regulations governing 
the sale of securities." (Complt. at ~ 44.) Therefore, we conclude that 
Berthoud has alleged a valid negligent supervision cause of action 
against Tower Square. 

This is exactly the duty Appellants contend AIG owed to them: the duty to 

reasonably supervise and control Mark's activities in their securities 

accounts. Appellants' Brief cites five cases for the proposition that 

numerous courts have held broker-dealers may be held liable under 
the common law for negligently supervising their registered 
representatives, even on dealings with investors who had no 
accounts with the firm." AB at 73, n. 65. 

AIG's doesn't mention any of that authority.s Appellants cited McGraw v. 

Wachovia Sec., L.L.C., 756 F. Supp. 2d 1053 (N.D. Iowa, 2010), As You 

Sow v. AIG, supra, and Colbert & Winstead, PC v. AIG, 2008 U.S. Dist. 

LEXIS 53179, Colbert & Winstead, PC v. AIG, 2008 U.S. Dist. LEXIS 

53179, 44 Employee Benefits Cas. (BNA) 2250 (M.D. Tenn. 2008)) as 

finding that 

the broker-dealer's supervisory/control relationship with the 
stockbroker .. . giv[es] rise to the duty to supervise in order to 
protect third party investors, including non-customers. 

5 Except for citing Javitch v. First Montauk Fin. Corp. for the fact that "responsibility to 
assess suitability arises from what is known as the 'know your customer' regulations". 

6 
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AB at 73-74. AIG does mention these three cases-but not to dispute 

Appellants' point. AIG just purports to distinguish them on factual 

grounds that had nothing whatsoever to do with the courts' rulings that 

broker dealers can owe a duty to non customers. See RB at 35-39. 

2. AIG cites no authority for the proposition that a broker dealer 

can owe no supervisory duties to non-customers (RB at 53). AIG doesn't 

cite a single authority--other than its expert, David Paulukaitis, discussed 

below-for the proposition that a broker dealer has no duty to supervise 

one of its stockbrokers who, acting as an IA employed by another firm, 

provides investment advice to customers "away" from the firm, and 

participates in securities transactions in their account in connection with 

which he receives compensation. 

Neither does AIG cite a single authority for the broader proposition 

that a broker dealer can have no duty to non customers in general [other 

than discussing Bear Stearns and Co. v. Buehler, 23 Fed.Appx. 773, 775 

(9th Cir.2001) in order to try to distinguish it, (RB at 38-39)]. 

3. AIG is wrong in apparently thinking broker dealers don' t 

already have a duty to supervise their stockbrokers' outside securities 

transactions. AIG repeatedly argues that the very idea of a broker dealer 

having a duty to supervise its stockbrokers' outside securities transactions 

7 
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would be a startling development.6 In fact, it has been clearly established 

for decades that broker dealers are under a duty to supervise a 

stockbroker's outside securities transactions. See, e.g., NTM 86-65,7 NTM 

88-5,8 and NTM 91-329 (all attached as Appendix A to Appellants' Brief 

on Appeal). Acknowledging this duty, AIG required its brokers to answer 

an Outside Business Activity Questionnaire annually. See AB at 20. 

"Private securities transactions," which NASD Rule 3040 ("Rule 3040") 

requires broker dealers to supervise, are by definition "outside the regular 

course or scope of an associated person's employment with a member."JO 

AIG exaggerates that Appellants' special relationship discussion 

"rel[ies] on Funkhouser v. Wilson," 

which held that a church and church leader had a sufficiently 
special relationship with children of the church to prevent 
them from being sexually molested .... 

6 "[Appellants] entreat this Court to make new law and expand ex post facto SagePoint's 
duties under the law and applicable regulations well beyond any recognized or sensible 
limits." RB at 18. "Despite that the Garrison Entities are not AIGISagePoint customers 
and that the accounts and trading occurred 'outside' AlGI Sage Point, the[y] audaciously 
look to recover from AIG .... " RB at 4. 

7 "Compliance with the NASD Rules of Fair Practice in the Employment and 
Supervision of Off-Site Personnel," September 2, 1986. 

8 "Request for Comments on Proposed NASD Rule of Fair Practice Regarding 
Outside Business Activities," February 14, 1988. 

9 
"Request for Comments on Compensation Arrangements for Activities of Registered 

Representatives Who Are Also Registered With the Securities and Exchange 
Commission as Investment Advisers," July 1, 1991. 

10 Rule 3040 was amended in 1985 to expressly impose this duty (AB at 38). 

8 
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RB at 19-20. Appellants' argument relied on far more than Funkhouser, 

which was cited (along with other authority) for the general rule that 

The duty to control "will be imposed only upon a showing of a 
definite, established and continuing relationship between the 
defendant and the [tort-feasor]." ... Cases in which such a duty 
has been established ... have uniformly involved situations where 
the person charged with the duty of control has some sort of legal 
authority to control the tort-feasor's conduct. (Emphases added.) 

AB at 24-25. AIG does not address this explanation of what constitutes a 

"special relationship" giving rise to a duty to supervise. AIG then 

inexplicably and incorrectly claims that Appellants 

assert that Mark's role as a registered AIG/SagePoint stockbroker 
was sufficient to create such a relationship, but offer no authority 
to support this assertion. (Emphasis added.) RB at 21. 

This is untrue: Appellants explained and provided authority for the rule 

that a duty to supervise can arise when there is a definite and existing 

relationship between a first party and a tortfeasor, in which the first party 

has some sort of legal authority to control the tortfeasor's conduct (AB at 

23-26), and that the nature of the broker dealer/stockbroker relationship 

involves a "direct supervisory component." AB, at 25-28. 

Finally, Appellants provided extensive authority, including a 

sequence ofNASD Notices to Members, showing that the broker 

dealer/stockbroker relationship imposes on broker dealers the specific duty 

to supervise their stockbrokers who (1) provide investment advice in their 

capacity not as stockbrokers, but as lAs employed by a different firm, (2) to 

9 
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investors with accounts outside of AIG, and (3) participate in securities 

transactions in that account (4) in connection with which they receive 

compensation. AB at 29-42. Other than repeating its mantra that the "plain 

language" of Rules 3040 and Rule 3050 control (see RB at 18,19,27,31) 

and impose no supervisory duty on it, AIG does not respond to, much less 

try to contradict, any of this authority. The best that AIG can come up with 

in response to the NASD Notices to Members cited by Appellants is the bald 

declaration that "the guidance in these notices does not support their 

assertions regarding AIG/SagePoint's duty in the circumstances of this 

case." RB at 30. But AIG cannot seriously argue that Notice to Members 

("NTM") 91-32 (see AB at 39-41) doesn't implicate the circumstances of 

this case, or facts of this case: 

The NBCC concluded that [Rule 3040], consistent with the policy 
announced when this section was adopted, should apply to [1] all 
investment advisory activities [2] conducted by registered 
representatives other than their activities on behalf of the member 
[3] that result in the purchase or sale of securities by the associated 
person's advisory clients. [4] If ... the RRlIA receives 
compensation for, or as a result of, such advisory activities .... 
(Bracketed subnumbers added.) 

Those are exactly the "circumstances of this case." 

C. AIG had a duty to Appellants to supervise Mark Garrison's 
transactions in their account. 

1. AIG misrepresents that Appellants base their negligent 

supervision claim on an employer/employee relationship. Appellants' 

Brief explained that courts impose a duty on a party to supervise a 

10 
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tortfeasor's conduct for the benefit of third persons on various grounds, 

including when there is a "special relationship" between the first party and 

the tortfeasor which gives the first party "supervisory responsibilities for, 

or control over, the tortfeasor." AB at 23-24. Appellants clearly base their 

claim on the special relationship between a broker dealer and its 

stockbrokers, not on an employer/employee relationship. See AB at 71. 

Despite this, AIG blatantly misstates that Appellants' claim is 

"premised on the special relationship between an employer and an 

employee," arguing that the "employer/employee relationship gives rise to 

a limited duty to 'prevent the tasks, premises, or instrumentalities 

entrusted to an employee from endangering others'" (RB at 21). AIG then 

spends 3 pages on distracting arguments that AIG didn't have notice that 

Mark posed a danger to others. Ibid. This all is irrelevant to the basis on 

which Appellants claim a duty existed: a broker dealer's duty to supervise 

its stockbrokers is inherent in the broker dealer/stockbroker relationship. 

The duty to supervise doesn't arise because the broker dealer has some 

notice of danger to others. 

2. A broker dealer has a duty to take action upon detecting 

"red flags" suggesting wrongful conduct. There is a second, common law, 

basis for finding that AIG had a duty to take action to supervise Mark's 

activities in Appellants' accounts. Independent of the duty arising out of 

the securities industry's standard of care, broker dealers have a duty to 

11 
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take action when they become aware of "red flags," or "indications of 

wrongdoing," suggesting that violations of securities rules and regulations 

may have occurred. See authorities at AB 47-52. 

AIG doesn't dispute this statement of the law, nor does it challenge 

Appellants' authority on this issue. See RB at 23,37-39. Rather, AIG 

argues the facts, asserting that Appellants don't "present any evidence of 

'red flags' prior to the trades at issue," and that the red flags here are the 

very wrongful conduct at issue. RB at 27,38-39. This is absurd. The 

conduct at issue didn't all happen at once; contrary to AIG's 

pronouncement, the undisputed evidence shows that red flags appeared in 

Appellants' Wells Fargo brokerage account statements beginning in 

February 2008 and continued until November 2008. 11 The undisputed 

facts-and AIG does not dispute these facts-show that reasonable minds 

cannot differ on whether AIG had notice of red flags. AIG supervisors 

testified they actually did review the monthly statements for Appellants' 

Wells Fargo accounts and Mark and his wife's accounts (CP 194, 

Declaration of Michelle Nielsen). Those brokerage account statements 

showed extraordinarily speculative and reckless trading in all accounts, 

II CP 128-129 (Dennett 1st Decl., ~~ 15-17). Mark transferred over $9.6 million from 
Appellants' accounts into his and his wife's accounts over time, then lost it through 
extraordinarily speculative trading. CP 128, Dennett 1 st Dec!., at ~ 17. This had to have 
raised red flags that Mark might be violating securities rules and stealing from accounts 
AIG knew to belong to his grandfather's trusts. CP 337; 340-344, Dennett 2nd Decl., ~ 3 
and Ex. !. 

12 
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and millions of dollars flowing from Appellants' accounts into Mark and 

his wife's accounts. Ibid.; AB at 51. AIG justifies disregarding those red 

flags on the ground it was looking only for "transactions that adversely 

affected the interests of SagePoint or SagePoint's customers" (CP 194). 

One could hardly find a better reason for the rule that a broker dealer has 

the duty to take action upon becoming aware of red flags involving non 

customers. 

In any event, at the very most, AIG's argument would raise a 

material disputed issue of fact over whether a duty to supervise was 

triggered by red flags. The trial court erred in dismissing the claims stated 

in Appellants' Complaint at ~~ 189, 191 and 194; see AB at 47. 

3. Consistent with the securities industry's standard of care, the 

Court should adopt the NASD's rules and regulations (as interpreted by its 

Notices to Members) and find a duty for AIG to supervise Mark's 

transactions in Appellants' accounts. AIG argues the court should not 

consider the securities industry's rules here, particularly Rule 3040, in 

determining the nature of AIG's duty, arguing that Appellants aren't 

within the class of persons intended to be protected by them. AIG simply 

announces conclusorily, and with no further explanation, 

Nothing in Rule 3040 demonstrates an intent to protect third party 
non-customers of AIG/SagePoint's from allegedly unsuitable 
investment advice given outside of AIG/SagePoint. RB at 34. 

13 
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This is contrary to everything Congress, the NASD and courts have said 

about the purpose of the securities industry'S supervisory system, and Rule 

3040 specifically. AB at 34-35. AIG does not discuss any of Appellants' 

authority. AIG argues that the class of persons intended to be protected by 

those rules is not "particular and circumscribed" enough (AB at 34), but 

offers no authority or standard for how particular and circumscribed a 

class must be. Courts hold very broad classes of parties to be within the 

scope of those intended to be protected by statutes or regulations. See 

Halvorson v. Dahl, 89 Wn. 2d 673, 676, 574 P.2d 1190 (1978); Barrett v. 

Lucky Seven Saloon, Inc., 152 Wn. 2d 259,273,96 P.3d 386 (2004) 

(statute whose purpose was "the protection of the welfare, health, peace, 

morals, and safety of the people of the state," was sufficient to constitute a 

protected class). 

4. AIG says not one word disputing Appellants' analysis of the 

NASD's Notices to Members showing that AIG had a duty to supervise 

the transactions at issue here. AIG does not respond to or dispute 

Appellants' authority (AB at 36) that NASD Notices to Members are 

controlling authority. Nor does it ever address Appellants' argument (AB 

36-42) that the NASD's Notices to Members clearly establish a duty for 

AIG to supervise Mark's conduct at issue here. 

5. AIG doesn't even try to refute Appellants' expert's opinions. 

Appellants argued that their expert, John Chung, 

14 
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• demonstrated specific experience working with the NASD rules at 

issue here (AB at 56)-which AIG's expert didn't; 

• dealt with the specific issue before the court: broker dealers' 

supervision of the investment advisory activities of their 

stockbrokers (AB at 57); 

• discussed the evolution and NASD's interpretation and application 

of its Rules in support of his opinions (AB at 57); and 

• expressed the opinion that AIG had a duty to supervise Mark's 

securities transactions in Appellants' accounts (AB at 57-58). 

AIG offered nothing to the trial court challenging Mr. Chung's opinions 

(AB at 58), and it offers the same nothing to this court. AIG's entire 

discussion of Appellants' expert's report/opinions consists of: Mr. 

Chung's opinion (1) "is inconsistent with the plain text of these rules," and 

(2) suffers from "a host of impracticalities." RB at 32-33. The 

"impracticabilities" argument reflects AIG's apparent lack of familiarity 

with securities industry rules and regulations. AIG argues Mr. Chung's 

position is impracticable because it 

• had no information about the Garrison Entities and their 

circumstances, so "As a practical matter. .. could not have 

evaluated the suitability of Mark's securities transactions; and 

15 
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• "had no advance notice or real time ability to weigh in. The 

confirmations l2 and account activity reports were delivered to 

AIG/SagePoint ... after Wells Fargo executed the transactions." 

RB at 32-33. The first point is wrong: if the duty to supervise applies, then 

NASD rules require that 

the transaction shall be recorded on the books and records 
of the member [AIG] and the member shall supervise the 
person's participation in the transaction as if the transaction 
were executed on behalf of the member. Rule 3040. 

And supervising "as if the transaction were executed on behalf of a 

member" requires the broker dealer to obtain, before executing the first 

transaction in the account, the information necessary to enable it to 

evaluate whether transactions in the account are suitable. Rule 2310; 13 

NASD Rule 311O(c).14 Neither does the inability to weigh in before a 

transaction occurs make supervision "impractical." Supervisors are 

required to review every single transaction by every broker in an office, 

not just those occurring away from the firm. NASD Rule 3010(d)(1) (see 

12 "Confirmations" refers to "confirmation slips," a report broker dealers are required to 
send a customer shortly after every securities trade giving the details of the transaction. 

13 Before executing any transaction recommended by a firm's stockbroker, the firm "shall 
make reasonable efforts to obtain information concerning: (a) the customer's financial 
status; (b) the customer's tax status; (c) the customer's investment objectives; and (d) 
such other information used or considered to be reasonable by such member or registered 
representative in making recommendations to the customer." 

14 NASD Rule 311 O( c) ("Customer Account Information") requires broker dealers to 
make reasonable efforts to obtain, prior to the initial transaction in a customer account, 
the customer's occupation, name and address of employer, among other things. 

16 
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Appendix A for rule.) Such supervision of transactions is necessarily after­

the-fact. While it may not prevent a first violation, supervision requires the 

firm to follow up and take appropriate steps to prevent further violations. 

6. AIG's policies and procedures manuals are proper evidence of 

the standard of care to which a broker or the firm should be held. AIG's 

Compliance and Supervisory Manuals evidence that the securities 

industry's standard of care required it to supervise Mark's activities in 

Appellants' accounts. AB at 42-47. Those manuals require AIG to 

supervise Mark's conduct at issue here. E.g., see AB at 43-45. As AIG 

does repeatedly, instead of confronting and disputing that authority it just 

incorrectly announces that Appellants offered no authority on the issue, 

then moves on (RB at 55). The court should follow Appellants' 

undisputed authority and treat AIG's internal manuals as proper evidence 

of the standard of care required of it in supervising its brokers. 

7. AIG's is wrong that because there is no "standard set of 

supervisory procedures" there is no industry standard of care. AIG argues 

that because "there is no standard set of compliance procedures or 

supervisory procedures to control outside business activities," Appellants 

"fail to establish that their reading of the NASD rules is the industry 

standard." RB at 30. This reflects a fundamental failure to understand the 

securities industry's supervisory structure. NASD Rule 3010 imposes a 

broad duty on all broker dealers to establish, maintain and enforce a 

17 
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supervisory system reasonably designed to achieve compliance with laws 

and regulations. NASD Rule 3010 (Appendix A hereto). This establishes 

the basic duty to supervise. There is no standard set of procedures-but 

whatever procedures broker dealers have must "be reasonably designed to 

achieve compliance" with those laws and regulations. NTM 98-38: 15 

Rule 301 O( a) sets forth the basic duty of a member firm to establish 
and maintain a system to supervise properly the activities of each 
registered representative and associated person. Although the rule 
does not prescribe specific supervisory procedures to be followed by 
all firms, it sets forth minimum requirements for a supervisory 
system and mandates that the supervisory system adopted enable a 
firm to supervise properly the activities of each associated person to 
assure compliance with applicable securities laws, rules, regulations, 
and statements of policy and with NASD rules. 

Accord, NASD NTM 99_45 16. 

Here, AIG clearly failed to detect and prevent Mark's violations of 

securities laws, rules and regulations in his transactions in Appellants' 

accounts. That failure may have been the result of not having adequate 

written procedures (as alleged in Appellants' Complaint, ~~ 194-197) or 

due to a failure to enforce its procedures, both of which would constitute a 

negligent failure to supervise. The issue before this court is simply 

whether AIG had a duty to Appellants to have adequate procedures in 

place, and to enforce those procedures. Precisely what procedures are 

sufficient to meet these duties is an issue for trial. 

15 "NASD Reminds Members Of Supervisory And Inspection Obligations". 

16 "NASD Provides Guidance On Supervisory Responsibilities". 
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8. AIG's claim that Appellants' argument "is inconsistent with 

the history of these rules" is backwards. AIG declares that imposing a duty 

to supervise Mark's transactions in Appellants' Wells Fargo accounts is 

"inconsistent with the history of' Rules 3040/3050. RB at 28. AIG's 

"history" omits everything that happened after the mid-1980s, when Rules 

3040/3050 were first drafted/amended. It ignored the NASD's sequence of 

official interpretations those rules over the years in light of changing 

conditions in the industry. Compare Appellants' discussion of the history 

of those rules, AB at 35-42, with AIG's discussion, RB at 28-29. 

III. The court erred dismissing Appellants' claims on the ground 
that AIG had no duty to them. 

A. AIG's "plain language" argument is baseless. Appellants don't 

deny that the literal language of Rules 3040/3050 would exempt Mark's 

transactions in Appellants' accounts from Rule 3040, because Mark had 

discretion 17 over Appellants' accounts. AB at 67 . Yet AI G devotes pp. 25-

29 of its Briefto making that point. But AIG 

• offers no authority or argument that NASD rules should be 

construed narrowly and limited to their literal terms; and 

• cites only one authority in support of its argument that the 

literal language of Rules 3040/3050 is controlling: Mr. 

Paulukaitis, who offers nothing more than his personal opinion 

17 "Discretion" is when a brokerlIA is given the authority to make the investment 
decisions in the investor's account. 

19 



yi100B01 9/10/13 

that the plain language of those rules controls. 

1. AIG's only authority in support of its position is its expert, and 

AIG cannot and does not try to defend its expert's opinions. Appellants 

attacked AIG's expert's report and opinions on the grounds that they 

• are contradicted by AIG's Supervisory Manual (AB at 45); 

• failed to take into account critical authority-the existence of 

NASD Notices to Members on the subject (AB at 53, 62); 

• did not dispute Appellants' expert's analysis the NASD's 

Notices to Members (AB at 53); 

• are based on erroneous facts (AB at 59); 

• constituted non-expert testimony (AB at 59-60); 

• consisted of bare conclusory statements (AB at 60); 

• are contradicted by Appellants' expert's opinion (AB at 61-62); 

• employed a rigid plain language analysis rejected by the courts 

in interpreting laws and written instruments (AB at 63). 

AIG's entire discussion in defense of Mr. Paulukaitis' report/opinion is: 

The testimony of AIG/SagePoint's expert is persuasive that AIG/ 
SagePoint had no duty to supervise the suitability of the trades in 
the Wells Fargo accounts. See CP 196-212 (Dec!. of Paulukaitis); 
CP 277-79 (Second Dec!. ofPaulukaitis). This conclusion is 
consistent with the plain language of Rules 3040 and 3050. 

In short, the only authority AIG offers for its argument that no duty exists is 

its expert's opinion the plain language of Rules 3040/3050 doesn't expressly 
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impose a duty, and AIG supports its expert's opinions on the ground they 

are "consistent with the plain language of Rules 3040 and 3050." 

AIG does not even acknowledge that a conflict exists between its 

expert's opinions and Appellants' expert, or discuss how the court should 

deal with that conflict. AIG never addresses Appellants' arguments that a 

conflict exists between the plain language of Rules 3040 and 3050 and the 

plain language ofNASD Notices to Members CAB at 67-69). 

Neither does AIG respond to Appellants' argument that the court 

should read Rules 3040/3050 and the NASD's NTMs discussing those 

rules together, and construe them so as to give maximum effect to all. 

2. AIG's discussion about monitoring a broker's transactions in 

accounts away from the firm in order to protect against frontrunning, etc., 

is irrelevant. AIG and Mr. Paulukaitis repeatedly talk about a broker 

dealer's duty to review its stockbrokers' personal accounts for 

frontrunnng, insider trading and other violations that could harm the firm. 

See RB at 8,10-11,29,31,35; Paulukaitis 1st Decl., ~~ 11-12, 32-39, at 

CP 199,207-209. Appellants agree a broker dealer has such an obligation. 

But neither Rule 3040 nor 3050 impose it. Paulukaitis finds it to be 

"implicit" in the NASD's Rules requiring supervision generally, Rules 

3010 and 2010, which he opines, "are both intended to be broad." Ibid., 

Paulukaitis 1 st Decl., at ~31. But the fact that a broker dealer has the 

obligation to look out for such risks is not an argument that Rule 3050 
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applies, nor does it in any way imply that a broker dealer doesn't also have 

a duty to supervise the account to protect the investor. 

3. Wells Fargo's and AIG's conduct is no evidence that the 

literal language of Rule 3050 is controlling. AIG argues (RB at 31) that 

the exchange of "Rule 407 letters" between it and Wells Fargo shows that 

Wells Fargo and AIG "treated the transactions as subject to Rule 3050, not 

Rule 3040," constituting "evidence that Rule 3050 and not 3040 applies." 

Wells Fargo was the "executing broker;" clearly only Rule 3050 applies to 

an executing broker. This implies nothing about AIG's duties. Secondly, 

NYSE Rule 407 provides that when an NYSE member executes a 

transaction "in which a[ n] ... employee associated with another member . 

. . is directly or indirectly interested ... All such accounts and transactions 

periodically shall be reviewed by the member or member organization 

employer.,,18 (Emphasis added.) This contradicts AIG's position. 

Much more importantly, when AIG and Wells Fargo initially 

exchanged those letters, Mark hadn't given notice that he was receiving 

compensation as IA for Appellants' accounts. 19 Mark disclosed that fact in 

October 30, 2007, (Ibid., at 288). When the facts changed, AIG's duty to 

supervise changed. NASD NTM 96_33: 20 

18 Copy ofNYSE Rule 407 attached in Appendix A. 

19 See Plaintiffs' Opposition to AIG's motion, CP at 288-289,292-293. 

22 



yil00801 9/10/13 

If there is a change in the RRlIA's proposed role or activities for 
any customer from what the member initially approved, the RRlIA 
must provide the member with a subsequent written notice that 
details the changes and requests the member's further approval to 
conduct advisory activities on behalf of the customer. The 
employer member must thereafter record subsequent transactions 
on its books and records and supervise activity in the affected 
accounts as if it were its own. (Emphasis added.) 

4. Policy and other considerations support imposing a duty on 

AIG here. AIG asserts that Wells Fargo had the duty to supervise Mark's 

transactions (RB at 40), so supervision by AIG would be unnecessary. 

This is incorrect. Broker dealers have a duty to supervise the suitability 

only of transactions which their stockbrokers recommend. NASD Rule 

2310?1 Mark made the investment decisions for Appellants on his own, 

without recommendations from Wells Fargo brokers. 

The NASD singles out discretionary accounts particularly for 

review "at frequent intervals." NASD Rule 2S10(c). Appendix A. Yet 

AIG's most fundamental argument is that having discretion is the factor 

that exempts the broker's transactions from Rule 3040. If that were the 

case, a large number of transactions by stockbrokers in discretionary 

accounts would go unsupervised (AB at 69-70), undermining a 

fundamental purpose of the securities industry's supervisory system-

20 "NASD Clarifies Rules Governing RRlIAs." 

21 "In recommending to a customer the purchase. sale or exchange for any security, a 
member shall have reasonable ground for believing that the recommendation is suitable 
for such customer. ... " 
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protecting investors. See AB at 26-28, 34-36, 39-40. Policy considerations 

support finding a duty for AIG to supervise Mark's acts. 

AIG argues that imposing a duty to supervise Mark on our facts 

would both be "impractical" (re Mr. Chung'S opinion, RB at 32-33), and 

"unworkable" (policy argument, RB at 39-42), because (1) the broker 

dealer wouldn't have information enough about the customer' s financial 

circumstances to evaluate whether transactions in his account were 

suitable, and (2) the broker dealer couldn't review them until after they 

had already taken place. This is nonsense. See discussion supra, at 15-16. 

AIG' s other "policy" arguments (interferes with investor's access to the 

markets, ability to pursue investment strategies and ability to hire lAs; 

delays executing their trades; "meddling" in Wells Fargo's business). AIG 

explains nothing about why any of this would follow. All supervision 

happens after the fact; it would delay nothing. AIG would deal directly 

with Mark if it saw violations, not Wells Fargo. 

IV. AIG was a control person under RCW 21.20.430 as a matter of 
law, and because NASD required AIG to control Mark's transactions 
in Appellants' Wells Fargo accounts. 

Broker-dealers "are virtually always considered control persons, 

even in selling away cases because of the respondeat superior or inherent 

agency power relationship." Lipner, Seth E., Long, Joseph C. and 

Jacobsen, William A., Securities Arbitration Desk Reference (2011-2012 

Ed., West Publishing) at p. 592. 
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In addition, AIG's Supervisory Manual § 23.8 (CP 586-588), 

discussed in Section VI below, shows that AIG had the power and 

responsibility to control Mark's recommendations to Appellants, even if it 

only considered him the trustee for Appellants. But certainly once AIG 

learned in Mark's 2007 Outside Business Activity Questionnaire that 

Mark was also acting as IA for Appellants, Rule 3040 required it to 

approve or disapprove each trade22 as if it were carried on the books of 

AIG. CP 186-187, Dennett 1st Decl. Ex. 6, CP 595-601, 604. AIG had the 

power to control the specific activity underlying Appellants' claims, 

satisfying the test from Herrington v. Hawthorn, 111 Wn. App. 824, 835-

36,47 P.3d 567 (2002). 

AIG asserts that RCW 21.20.430 (3) requires a showing that it 

materially aided Mark. This is incorrect. RCW 21.20.430 lists four 

categories of actors who may be secondarily liable for violations of RCW 

21.20.010. Two of those categories (employees, and brokerage-dealers or 

securities salespersons) are modified by the clause, "who materially aids 

in the transaction." The other two categories (control persons, and 

partners/officers/directors) are not. The statute does not require that 

control persons materially aid a transaction in order to have liability. 

22 AIG's claim at p. 47 of its brief that "Rule 3040 does not specifically allow 
disapproval" appears to be based on a mistaken citation. It seems it intended to cite Rule 
3050. Rule 3040(c) requires approval or disapproval ofa transaction. 
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v. AIG had complete control over of the manner in which Mark 
executed his duties as AIG branch manager and supervisor, and is 
liable under Appellant's respondeat superior claim for his actions. 

AIG fundamentally misunderstands Appellants' respondeat 

superior claim. Appellants' allege that AIG is liable in respondeat 

superior for Mark's acts as AIG's branch office manager. Not for his 

conduct as Appellants' trustee, or activities in Appellants' accounts. AIG's 

entire discussion of respondeat superior is irrelevant. AIG also claims 

that it had no control over the details of Mark's work as branch office 

manager because in was an independent contractor. This is nonsense. AIG 

published a 450-page manual detailing the procedures that its managers 

were required to follow, which controlled Mark's conduct in detail. CP 

545; Ex. 4 to 4th Dennett Decl. The 1934 Exchange Act and NASD rules 

required AIG to establish and enforce written procedures to ensure that its 

supervisors properly performed their duties in accordance with securities 

laws and regulations. 15 U.S.c.A. § 78f(b); Rule 3010. AIG's supervisory 

manual alone is sufficient to establish as a matter of undisputed fact AIG's 

control of Mark's work as branch office manager. At very least, it raises 

serious issues of material fact, precluding the trial court from dismissing 

Appellants' control person claims on summary judgment. 

By appointing Mark branch manager of his office, AIG put him in 

the position to perpetrate his fraudulent activities, and now wants to 

disavow those activities. Had AIG appointed any other person branch 

26 



yi100B019/10/13 

manager, they would have recognized Mark's multiple violations of 

industry rules and put a stop to them. Any other decision by a supervisor 

would have put AIG at enormous risk. It is just not credible that AIG 

recognized what Mark was doing at the time and looked the other way. Its 

argument that it had no duty to Appellants is an after-the-fact justification 

for AIG's monumental failure to detect Mark's red flags. 

VI. Appellants' Motion for Reconsideration raised a crucial issue 
justifying a different outcome, and the trial court's refusal to 
reconsider was an abuse of discretion. 

As discussed at above and in Appellants' Brief, Rule 3040 and the 

NASD's NTMs interpreting that rule require AIG to supervise a broker 

also acting as an IA whether the broker is associated with an independent 

adviser or AIG's corporate adviser. AIG argues that it only had a duty to 

supervise the investment advisory activities of its brokers associated with 

AIG's investment advisory arm. This is a radical notion, for which AIG 

offers no authority. It appears reflect a misreading the first paragraph of § 

23 of it own manual, stating "This chapter shall be followed by all 

personnel in the conduct of their responsibilities on behalf of AIG 

Financial Advisors, Inc." CP 575. AIG incorrectly interprets this to mean 

that § 23 requires supervision only of brokers associated with AIG's 

corporate advisers23 • But "AIG Financial Advisors, Inc.", as shown in the 

23 AIO incorrectly quotes its own name as "AIO Financial Advisers, Inc." The difference 
in spelling is not insignificant because the securities industry typically refers to RIAs as 
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caption of this case, is the broker-dealer Respondent in this case. Chapter 

23 explains how that broker-dealer's supervisors must supervise its 

brokers who also act as Investment Adviser Representatives ("IAR"). CP 

575. § 23.2 defines an IAR as one who represents an investment adviser's 

contact with clients, without distinguishing between independent 

investment advisers or AIG's own investment advisers: 

An investment adviser, as defined in the Investment 
Advisers Act of 1940, includes anyone who, for 
compensation, engages in the business of advising others. 

CP 575. An IAR, as defined in Chapter 23, can work for an independent 

adviser or for AIG's corporate adviser. 

Chapter 23 only draws a distinction between independent advisers 

and AIG's corporate adviser where there are actual differences, and 

explicitly states where differences exist. For example, Chapter 23 speaks 

specifically to registration differences for independent advisers (§ 23.4.12) 

and AIG's corporate adviser (§ 23.4.13). CP 581. 

However, § 23.8 draws no distinction between independent lAs 

and AIG corporate investment advisers regarding supervision of any 

account in which any IAR acts as a trustee. CP 586-588. Rather it refers to 

"advisers" while the word "advisors" is often used to describe ordinary broker-dealer 
representatives. This is reflected by comparing the name of the Investment Advisers Act 
of 1940,15 U.S.C. § 80b-l, with the full name of the broker-dealer Respondent here, 
AIG Financial Advisors, Inc. 
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"advisers" (as defined in § 23.3, CP 575) and "lARs", without mention of 

independent or corporate advisers. Id. 

AIG doesn't dispute that it approved in writing Mark acting as 

trustee for Appellants in accounts at Wells Fargo, as § 23.8 allows. CP 

588. Having approved, AIG's supervisors were required to: 

[R]eview each transaction for appropriateness and determine if the 
transaction and/or the portfolio meet the clients risk tolerance and 
investment objectives ... the [supervisor] will obtain additional 
information necessary to approve or reject the trades ... " CP 588. 

Section 23.8 required AIG supervisors to supervise Appellants' 

account in the exact manner Appellants have alleged throughout this case. 

It is directly on point, and the trial court abused it discretion in denying the 

motion to reconsider. 

DATED: September 10, 2013 

TOUSLEY BRAIN STEPHENS, PLLC 

By: ~ 
Carl J. Carlso SBA# 7157 
Jason T. Denn tt; WSBA #30686 
Attorneys for Appellants 
1700 Seventh Avenue, Suite 2200 
Seattle, Washington 98101 
(206) 682-5600 
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3010. Supervision 

(a) Supervisory System 
. -" ' -" "i; :" 

Each member shall establish and maintain a system to supervise the ilctivities of each 
registered representative and associated person that is reasonably designed to achieve 
compliance With · applicable securities law's and regulations, . and With the Rules of this 
Association. Final responsibility for .proper supervision shan test With the member. A 
member's SUpervisorysystenrshall prOVide, at a minimum, for the folloWing': 

(1) The establishment and maintenance of written procedures as required by 
.. paragraphs (b) and (c) of tlli,s Rule . 

. (2) . The desigriaticUl. where applicable, of an appropriately registered principal(s) 
. with au~ority tQ carry ~)Ut the supervisory responsibilities of the member for each type 
ofl)Usiness in which it engages fOr wbich registration as a brokeridealer is required. 

(3) The de~~gn.;l@Jlasall .6ffice of $UiJervisory jttrfsdictioJl (OS]) of each tocation 
that meets the defulltioh contained in paragraph (g) of this Rille. Each member shall 
also designate stich otI::i€F OS] s .as it determines to be necessary in order to supervise its 
regiStered representatives and assoriated persons in accordance With the standards set 
forth in this Rille, taking into consideration the following factors: 

. ·.. t .. . .. . 
(A) whether registered perSons at the location engage in retail sales or other 

activities involving remUar contact With public customers; 

(Bj whether a sabs4rhtial munber of registered persons conduct securities 
activities at. or are otherwise supervised from, such location; 

(C) wbetheF the location is geographically dlstantfrom another OS] of the 
ijrm; 

• (1) wh.ethe~ the member's register~ persons are geographically·ciispe~ 
$d 

. (E) . whether the securities activities at su~ location are diverse an.<r/!Jt 
cotilplex. . . . - _ 

(4) 'The designation of one or fIl{)re apPropriately registered principals in each ·o-S]> 
incliiding the tnain office,and one or more appropriatelY I'egistered repre§entativ~ at 
pripciprus Hi each m)~SJ branch office Witl'i authOritY tf} tarry out the Si1~ 
tesptlDSibilifieS assigne-d to that office by the member. . .. , 

,. £ . " . . .,r.:jf 

(&) The assignmeDtOf eacnregistered person to an appropriately r~;isft~k 
rej'lFesentatlve(s) anti/or principal(s) who shall be responsible for ,,,tT1lPnli,,i~ .... 

Person's a£tMHes. 

(6) Reasonable efforts to determine that alI supervisory personnel are omll1Oletj 
virtue of experience or training to carry out their assigned responsibilitieS. 

(7) The participation Of each registered represerltative, either individuiiliy6r . 
tively, no less than annually, in an internew or meeting conducte<i hy pefS9~. 
nated by the member at which compliance matters relevant to the activities 
representative(s) are ~d.Suclrftrterview ~ meeting may OCC\JI in 
With ~e<liscqssion of other matters and may be conducte<;l at a central or 
loca:tii>n or at tlierepresentatiV"e'sQ pl;lCe ofbusiness. . 

(8) Each member shaD desigDateand speci:ficaHy Hleritify to the Asl;;ociatKm­
more principals who shall review the supervisory system, procedures, antHllfSflI'!€l 
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implemented by the member as required by this .Rule and take or re€ommend to senior 
management apprcwriate action reasonably designelito achieve the member's compli­
ance with applicable securities laws andfegulations,and with the Rilles of this 
Association. 

(b) Wri~tl Proci:!dures 

(1) Each member shall establish, maintain, and enforce written procedures to 
supervise the types of business in which it en~ages and to supervise the activities of 
registered repres~tatives and associated persons that are reasonably designed to 
achieve compliance with applicable securities laws and regulations. and' with the applica­
ble Rules of this Association. 

(2) Tape recording of conversations 

(A) Eactlmeiriber that either is notified by NASD Regulation or otherwise has 
actual knowledge that it meets one of the criteria in pat'agraph (b)(2)(H) relating to 
the employment history of its registered perllons at a Disciplined FIrm as defined in 
paragraph (b)(2)(J) shall establish, maintain, and enforce special written proce­
duresfor stqJeIVising the telemarketing activities of aD: at its registered persons. 

(8) .. The member must establish and implement the sup~rvisorY procedures 
required by this paragraph within 60 days of receiving notice wOrn NASP Regula­
tion or obtaining acfual knowledge that it is subject to the provisions of this 
paragraph.. 

A ltlepl])er 'that meets one . of theqiteria m}laragr",ph (b) (2) (II) for the first 
time may reduc¢ its staffing Ievel~ t9 fall below tbe thieshold le\fels within 30 days 
after receiving'ilotice frQJfi NASltRegUIiUiQIl PUrsqqnt to the prbvisiori§ of para­
graph (P)(Z)(~) ,Of. 6btaitting actu.::U knowledge that it isSUf)j¢ct t9 the provisions of 
the paragraph. Provided the fitnipromptly notifies the Department of Member 
Regulation, NASI) Regu1ation,-ig, \VlitiItg of i~ h~cotning subjest to the Rule. Once 
the membetn~l>-fet1uced its staffing 1evel~ to fall b.e19wthe thre$lii>ld lev~ls, it shall 
n_ot rehire a~rso[l, rerminated to ~tcorriPlisb .dIe staffri!dtictIollfpr <i_period of 180 
days. OUQr PIIor t~ redl1.cing staffing leve'ts yurS\lant to this pc:g:*graph, a member 
must pi"oVic;le tQ.e Depart:ment of Me~1Jef. R.e~lation~ NASD Regttlation with 
written notice, id~1it:ifyirlg the teri:nitiate~ p¢rsori(s). .. .' 

(C) The prqcedures .requiredby this paragraph shall include · tape-recording 
all telephone conversations between the member's registered persons and both 
existing and potential customers. 

(D) The member shall establish r~sonabie p~dures B reviewing the tape 
Jiecordings made pursuant to the requireiDeIits of this paragraph to ensure compli­
ance with appHGlble securities .1aW$ andreglliations and appiicable rules of the 
Association. The procedtrres mttst be apfJrnpriate for the members business, size, 
structure, and customers. 

(E) All tape recordings made purs1!jant to the' reqUkements of this paragraph 
shall be retained for a period of not less thaft~ years from the date the tape was 
created; the first 1iW<>years in an easily accessible place. Each Qlember shall catalog 
the retained tapes by registered person and date. 

(F) Such procedures shall be maintained for a period of thl-ee years from the 
date tlIat the meml>er est,lhlis4es and implements ~he pmcedures required by the 
prov\sions of this paragraph. 

(0) By the 30th day of the month following the end of each calend~ quarter, 
each member firm subject to the requirements of this paragraph shall submit to the 
Association a report on therrrember's supervision of the telemarketing acti~es of 
its registered pei-s<,>ns, - . i 

(H) The fol1owingmembers shall be required to adupt special supervisory 
procedures over the telemarketing acIDities of their regisrered persons: 

'Manual Rule 30.10 
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• A :finn with at least five but fewer than ten registered persons, where 
40% or more of its registered persons have been associated with one or more 
Disciplined Firms in a registered capacity withln the last three years; . 

• A firm with at least ten but fewer than twenty registered persons, where 
four or more of its registered persons have been associated with one or more 
Disciplined Firms in a registered capacity within the last three years; 

• A:finn with at least twenty registered persons, where 20% or more of its 
registered p~rsons have I?een associated with one or more DiscipIin¢ Finns 
in a registered capacity within the last three years. ' 

For purposes of the calculations required in subparagraph (H), firms 
should not include registered persons who: 

(1) 1:J.ave been registered for an aggregate total of 90 days or less with one 
or more Dis<;iplined Firms within the past three years; and 

(2) · do Itot have a disciplinary history. 

(I) . For purposes of this Rule, the term "registered person" means any person 
regi~tereq wi¢ t4e Association as a representative, principal, or assistant represen­
tative pur~Ua6t 10 tlle Rule 1020, 1030, . 1040, ar.td U11} Series 'or pursuant to 
Mtuficipal Securities RuIetnaking Board ("MSRB") Rule G-3. . 

(J) For purposes of this Rule, the term "disciplined firm" ~ans either a 
meml>ef 1:j:J,a,t, jp. CoDPection with sales practices involving the ofter, purchase, or 
sale of any sequity, has been expened from membership or participation in any 
securities in!;lustry ~elf-regu1atory organization Of is subject · to an order of the 
~curities anq, J<;x:cliangeCoIIlII)is,$lOtl revQking its registration as a broker/dealer; 
or a f!i.tute~ commissi,pfi merchant Qr iptr9dticing broker. that has been formally 
charged by. either the CoII1modity Fq1;\rres Trading Coinmission Or a registeroo 
futitres ' a~()~tion ~th deceptive teleniat.keting practices or promotional material 
relatjpg tg, s¢!¥ity futures,thosechwges have been r€;.so)ved, and the futures 
coll:)JJ,1issiQn merchant or introducing broker has been closed dow'll and perma­
nently barred from the fuwres rn.$fustry as a result of those charges; or a futures 
coIIlIfiissiontnerchant or In¥o!:lgcing broker til&, in conn'ectiofi with saJ,es practices 
involving the offer" purchase, or sale of security futures is subject to an order of the 
Securities and Exchange Commission revoking its registration as a broker or 
dealer. 

(K) For purposes of this Rule, the term "disciplinary history" means a finding 
of a violation by a regist:eredperson in the past five yearslly the Securities and 
Exchange ~ssion, a self-regulatory organization, or a foreign financial regula­
tory authority of one or more of the pm visions (or comparable foreign provision) 
listed in IM40U-l or rules or regulations thereunder. 

(L) Pursuant to the Rule 9600 Series, the Association may in exceptional 
circumstances, taking int4 consideration all relevant factors, exempt any member 
unconditionally or on specitifd tenns and conditions from the requirements of this 
paragraph upon a satisfactory showing that the member's supervisory procedures 
ensure compliance with applicable securities laws and regulations and applicable 
rules of the Association. 

(3) The member's written SlipervisOry procedures shall set forth the supervisory 
system established by the member pursuant to paragraph (a) above, and shall include 
the titles. registration status and locations of the required supervisory personnel and the 
resPQilsjPifities Of~iiCh supervisory person as these relate to the types of business 
engag~d in,applicl!l)le securitie~ laws and regulations, and the Rules of this Association. 
The member snall maintain on an internal record the Qames of all persons who are 
designated as supervisory personnel and the dates for whicb such designation is or was 
effective. Such record shall be preserved by the member fur a period of not less than 
three years".the iirsttw<> years m an easily accessible place. 

00003,NASD 



NASD Manual----Conduct Rules 4345 ,. 
(4) A copy of a member's written supervisory procedures, or the relevaBt portions 

thereof, shall be kept and maintained in each OS] and at each location where supervi­
sory actiVities are conducted on behalf of the member. Each member shall amend its 
written supervisory procedures as appropriate within a reasonable time after changes 
occur in applicable securities laws and regulations, including the Rules of this Associa­
tion, and as changes occur in its supervisory system, and each member shall be 
responsible for communicating amendments through its organization. 

(c) Internal Inspections 

Each member shall conduct a reView, at least annually, of the businesses in which it 
engages, which reView shall be reasonably designed to assist in detecting and preventing 
Violations of and achieving compliance with applicable securities laws and regulations, and 
with the Rules of this Association. Each member shall reView the actiVities of each office, 
which shall include the periodic examination of customer accounts to detect and prevent 
irregularities or abuses and at least an annual inspection of each office of supervisory 
jurisdiction. Each branch office of the member shall be inspected accoo-ding to a cycle which 
shall be set forth in the finn's written supervisory and inspection procedures. In establishing 
such cycle, the firm shall give consideration to the nature and complexity of the securities 
actiVities for which the location is responsible, the volume of business done, and the number 
of associated persons assigned to the location. Each member shall retain a written record of 
the dates upon which each reView and inspection is conducted. 

(d) Review of Transactions and Correspondence 

(1) Supervision of Registered Representatives 

Each member shall establish procedures for the reView and endorsement by a 
registered principal in writing, on an internal record, of all transactions and for the 
review by a registered principal qf incoming and outgoing written and electronic 
correspondence of its registered representa1ives wi,th the public relating to the invest­
ment banking or securities business of such merii~r. Such procedures should be in 
writing and be designed to reasonably supervise each registered representative. Evi­
dence that these supervisory pI}Jcedures have been implemented and cafried out must 
be maintained and made available to the Associationupon request. 

(2) Review of Correspondence 

Each member shall develop written procedures that are appropriate to its business, 
size, structure, and customers for the review of incoming aIJ,d outgoing written (Le., non­
electronic) and electronic correspondence with the public relating to its investment 
banking or securities business, including procedures to review incoming, written corre­
spondence directed to registered representatives and related to the member's invest­
ment banking or securities business to properly identify and handle customer 
complaints and to ensure that customer funds and securities are handled in accordance 
with firm procedures. Where such procedures for the review of correspondence do not 
require review of all correspondence prior to use or distribution, they must include 
provision for the education and training of associated persons as to the firm's proce­
dures governing correspondence, documentation of such education and training, and 
surveillance and follow-up to ensure that such procedures are implemented and adhered 
to. 

(3) Retention of Correspondence 

Each member shall retain correspondence of registered representatives relating to 
its investment banking or securities business in accordance with Rule 3110. The names 
of the persons who prepared outgoing correspondence and who reviewed the corre­
spondence shall be ascertainable from the retained records and the retained records 
shall be readily available to the Association, upon request. 

NASDManuai Rule 3010 
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(e) Qualifications Investigated 

Each member shall have the responsibility and duty to ascertain by investigation the 
good character, business repute, qualifications, and experience of any person prior to 
making such a certification in the application Of such person for registration with this 
Association. Where an . applicant for registration has previously been registered with the 
Association, the member shall review a copy of the Uniform TenIDnation Notice of Securities 
Industry Registration (Form U-5) filed with the Association by such person's most recent 
previous NASD member employer, together with any amendments thereto that may have 
been filed pursuant to Article V, Section 3 of the Association's By-laws. The member shall 
review the Form U-5 as required by this Rule no later than sixty (60) days following the filing 
of the application for registration or demonstrate to the Association that it has made 
reasonable efforts to comply with the requirement. In conducting its review of the Form U·5 
and any amendments thereto, a member shall take such action as may be deemed 
appropriate. 

Where an applicant for registration has been previously registered with a registered 
futures association ("RFAj member that is or has been registered as a broker/dealer 
pursuant to Section 15(b)(1l) of the Act ("notice-registered broker/dealer") with the SEC to 
trade security futures, the member shall review a copy of the Notice of Termination of 
Associated Person Worm 8-1) filed with the RF A by such person's most recent previous RFA 
member employer, together with any amenrunents thereto. The member shall review the 
Form 8-T as required by this Rule no later than sixty (60) days following the filing of the 
application for registration or demonstrate to the Association that it has made reasonable 
efforts to comply with the requirement. In conducting !ts review of a Form 8-T and any 
amendments, a member shall take such action as may be deemed appropriate. 

(f) Applicanfs Responsibility 

Any applicant fOf registration who receives a request for a copy of his or her Form U-5 
from a member purstiant to this Rule shall provide such copy to the member within two (2) 
business days qf the request if the FOrm U~5 has been provided to i;;uch person by his or her 
formeremployi!r. Ifllformer eUlPl~yer pas ~ to provide tl;te Form U-5 to the applicant for 
registration, s11-ch person shall pnii!lJltly request the Form U-5, and shall provide it to the 
requesting m~r . within two (2) .business days of receipt thereof. The applicant shall 
promptly provide any subsequent amendme.p.ts to a Form U-5 he or she receives to the 
requesting member. 

(g) Definitions 

(1) "Offi(;e of Supervisory Jurisdiction" means any office of a member at which any 
one or more of the following functions take place: 

(A) or~er execution and/or market making; 

(B) structuring of public offerings or private placements; 

(C) maintaining custody of customers' funds and/or securities; 

(D) final acceptance (approval) of new accounts on behalf of the member; 

(E) review and endorsement of customer orders, pursuant to paragraph (d) 
above; 

(F) final approval of advertising or sales literature for use by persons associ-, 
ated with the member, pursuant to Rule 2210(b)(1); or 

(G) responsibility for supervising the activities of persons associated with 
member at one or more other branch offices of the member. 

(2) "Branch Office" meaosany location identified by any means to the public 
customers as a location at which- the member conducts an investment bankin&" 
securities business, excluding: 

ROle 30:19 



NASD Manual-Conduct Rules 4347 

(A) any location identified in a telephone directory line listing or on a business 
card or letterhead, which listing, card, or letterhead also sets forth the address and 
telephone number of the branch office or OS] of the firm from which the person (s) 
conducting business at the nOilchranch locations are directly supervised; 

(B) any location referred to in a member advertisement, as this term is 
defined in Rule 2210, by its local telephone number and/or local post office box 
provided tha1; such ref~rence may not contain the address of the non"branch 
location and, further, that such reference also sets forth the address and telephone 
number of the oranch office or OS] of flue :firm from WWC9 the person(s) con­
ducting business at the Il,on-btanch location are directly supefv1sed; or 

(C) any location identified by address in a members sales literature, as this 
term is defined in Rule 2210, provided that the sales literature also sets forth the 
address and telephone number of the branch office or OS] of th~ ,fin;n frOID which 
the person(s) conducting business at the non-branch locations are directly 
supervised. 

(D) <!lly locatioIl when~ a person cOlldu~ts PusiIJ.ess on behalf of !he member 
occasioIIallY arid exclusively by appoi,ptment for the convenience of cU~tomers, so 
long as each customer is provided with th~ addr¢ss aIid telephoI).e ntiri::ilier of the 
branch office or OS] of the firm from which the person conducting business at the 
non-branch iocation is directly supervised. > 

(3) A member may substitu~ a central office ~ddJ;ess ;md telephone number for 
the supervisory branch office or OS} locatjonsji"eferred t() in paragraph (g)(2) above 
provided it can demonstrate to the AsSQciation's District Office having jurisQiction over 
the member that it has in place a significant and geographically diSPersed '$UPervisory 
system appropriate to its business and that any investor complaint received at the 
central site is provided to and resolved in conjunction with the office or offices with 
responsibility over the non-branch business location involved in the complaint. 

[Amended eff. June 12, 1989: Apr. 30, 1992; amended by SR-NASD-97-41 eft". Sept 4,1991; amended by SR­
NASD-97-24 eff. Feb. 15, 1998; amended by SR-NASD-9S-10 postponed eft". date; rupended by $R-NASD-9S-31 eff. 
Apr. 7, 1998, postponed eff. date of provision in Notice to Members 9S-1l; amended \'ly SR-NASD-98-45 postponed 
eft". date of provision in Notice to Members 9S-11; amended by SR-NASD-97-69 eff. Aug. 17, 1998; amended by SR­
NASD-9s-86 eff. Nov. 19, 1998; amended by SR-NASD-9S-S2 ell Marth 15, 1999; amended by SR-NASD-99-28 eft". 
Aug. 16.1999; amended by SR·NASD·2oo2-04 eft". Oct 14,2002; amended by SR·NASp·2oo2-40 eft". Oct 15,2002.] 

Selected Notices to Members: 86-65, 88-84, 89-34, 89-57, 92-18, 96-33,96-59,96-82,98-11, 
98-52,99-03. 
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NYSE Rule 407. Transactions-Employees of Members, Member Organizations 
and the Exchange 

(a) No member or member organization shall, without the prior written consent of the 
employer, open a securities or commodities account or execute any transaction in which a 
member or employee associated with another member or member organization is directly 
or indirectly interested. 

In connection with accounts or transactions of members and employees associated with 
another member or member organization, duplicate confirmations and account statements 
shall be sent promptly to the employer. 

(b) No member (associated with a member or member organization) or employee 
associated with a member or member organization shall establish or maintain any 
securities or commodities account or enter into any securities transaction with respect to 
which such person has any financial interest or the power, directly or indirectly, to make 
investment decisions, at another member or member organization, or a domestic or 
foreign non-member broker-dealer, investment adviser, bank, other financial institution, 
or otherwise without the prior written consent of another person designated by the 
member or member organization under Rule 342(b)( 1) to sign such consents and review 
such accounts. 

Persons having accounts or transactions referred to above shall arrange for duplicate 
confirmations and statements (or their equivalents) relating to the foregoing to be sent to 
another person designated by the member or member organization under Rule 342(b)( 1) 
to review such accounts and transactions. All such accounts and transactions periodically 
shall be reviewed by the member or member organization employer (see also Rule 
342.21) . 



member shall make and preserve books, accounts, records, memoranda, and 
iOOEU14epc;e in c0nfomrity with all applicable law§, rules,regul~onsT_ancl. statements of 
pn)mUlg:att:~(1 thereurider ~d weith the Rules of this Assoeiation and, -as prescribed by 

The record keeping format. medium, and retention period shall comply with 
17a-4. 

Rule 3110 
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(b) Marking of CUstomer Order Tickets 

':O-J 'A'p~rs0Itas~oc~ated witha +ii,~inlJ~r shall indlcateon ili.:eJD.emo~an(hm!A?~ ~ 
S<l1~pfW1Y s~ty whet4er th~ orger lS "long" or "short," except thatthis r~qwrefue1it 
sh~ildt apply fo ttaIisac!ions in debt seairities. An ordertnay be. marked '1ong"if~j 
the "customers account is long the security involved or (B) ' the . customer 0WrlS 'tbi 
security and agrees to deliver the security as soon as possIble without undue inconve:, 
.n.ience;1)I: expense. 

(2) Apersori . associl!ted with a member shall indicate on the memorandrnn for 
eachtfansactlon ill a noncNasdaq security, runhaf 'term is defined in the Rule' 6700: 
Series, the name of each dealer contacted· and the quotations received to determitkthe 
best~~ealer.nwket; l1owev~r, the remureIDents of thi~ subparllgrllph.s~ not 
apply if two or more priced quotatiOn{3 for tlie ~ecurity are di§played in .. ;ll inter-<lealer 
quotation ~stem, q.s de:fj.ned in Rule 2320 (g) , that pennits quotation updates on a rea1~ 
time basis· for which NASD Regulation has access to historical quotation information. 

(c) Customer Account Information 

Each meIIlJ>er shah maintain accounts opened after January 1,1991 as follows: . 

(1) for each accoUD,t, each memoer sball maintain the following information: 

(A) customer's name and residence; 

. (B) whether custolTIer is of legal age; 

(C,signattIre of <the registered representative introducing the account and 
signature of the member or partner, officer, or manager who accepts the account; 
and 

(D) if the customer is a corporation, partnership, or other legal entity, the 
~~s,.~~~:f}?eIWJ:lsa~tllOrit~dc t42 1!arn.>ClctJ~!;lsiness on behlllf of tl1e entitY; 
(2) foreach account, other than an institutional account, and accounts in which 

i:riV~ts are IitBited to transactions' in open-end investmetit company shares that are 
, ·· ~ot .r~ded' by the memherorits associated persons, each member sha11 also 

maRe re~bleeff6rts to o~, prior to the Settlement of the iWti;H transaction in the 
account, the following information to the extent it is applicable to the atCOllJIP. 

. (A) CU$1Omer's tax: identi:iication or Social Security number; 

" 031 o~afiQn of cqstofil¢r and name and ad<lress of employer; and 

. (C) ~ther enstomer is an associated persbn of another member; and 

t~) fqr-.disqr~nary ~coW1~ m, ~dition to cqmpliance with subparagraphs (1) 
and (2) above, and J<u1e 2510{b) of these Rule~ ~e member shall: 

(A) , obtain the signatUre of each person authorized to exercise discretion in 
the~coon~ ' . 

(8) r¢coi"d the date such discretion is grante9; and 

(C) in connection with exempted securities other than municipals, rec()rd the 
age or approximate age of the customer. 

(4) For purposes of this Rule and Rule 2310 the term "institutional account" shall 
mean the accouiIt of: 

(A) a bank, savings and loan association, insurance company, or registered 
investment company; , 

(B)an investment adviser registered either with the ~cur!ties !lIld Exchange 
Commission under Section 203 of the Investment Advisers Act Of 1940 or With a r state~~yes commissioI). (or agency or office performing 1jk~ functiens); or 

(C) any other entity (whether a natural person, corpOration, partnerslIip, trust, 
or OtherWiSe) With total assets of at least $50 fHilliOn. 

*** 
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23Ht ~~w.~k)c:;:"'~eI"S (~i~tyJ ," · ··-
(a) In recommending to a 'customer fhePurchase, ' sale or excrninge of anysectrtity, a 

member shall have reasonable grounds for believing that the recOp;m1endation, is suitable for 
such customer upon the basis of the facts,.~ any, disclosed by~SficIi euSififuefas to his other 
se~~@1~~~m:-ms-tm~~Bandne~, -._ 

{b} Pnor to ;therex~ori '6£ it transaction recOIIiriieftded to a liOfi-itrsfiMi6ilal cus­
tomer;'Mfiet · fhat(ttansactiOft$-' witifChstomers Where ihvestments are:liil (ired f6li1oney 
milrkettifutuat IDnOs, 'a'"menmef shafllhatfereas6iiaUle efforts fu 'blitillrt· nnotniation 
C~n:F€rinn1t ' -0) ~ . - • _ . _ ,_ . . ~y, i~ » • • ' - , .i-- -"., ' , 

U} ·~ ~r'~iin~~ statu;; :: .. , 

'~ (2)- ~ tne-~~(q~~~~~~: ~ : ~ :' ~; ~ _ _. -OJ ' . 

(3) the cu,st0¥1er'~ iJ:r\'estmeIl~ o,pj~ctives;~d . _ 

(4) 0 such'othet information a5edur eonsideredro be- reasonable by such member 
. or registered represent<ttive ill making ree9mmeudatioos to the customer. 

- (c) F6r pufposes Of thisRme,thg :tbin " "fl(~:ii~msm.u:ti6na! -~§tOIl'!e,r" sliall m¢<ma 
customer that does not qualify as an W'mSfifutionaI aCCoiliit" ilildet Rille 3110((:)(4). . 

_~nJ!ed¥aY i: 199ft ¢. ~-aecoU!!fs opemed a,nd ;eeommendatiOns made after j~ 1,.- i.99j; ainended 'by SR-
NASD:-9S-3g ef[ Aug, 20, 1996:t - - " ., ' .• 

- . I ·--··: "t .- -: '. " . :r---- . • 
SelectedNotice~t6Memb~ 9&00. 


