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O
ne of the most common defenses to a suitability 
claim is that the investor ratifi ed the unsuitable 
transactions.  Fortunately for investors in Texas, 
a broker cannot raise ratifi cation as a defense to a 
claim under the Texas Securities Act or the Texas 
Deceptive Trade Practices Act.1  As a consequence, 
with artful drafting of the statement of claim, the 

investor’s attorney can take the wind out of the broker’s sails 
by only pleading causes of action that cannot be assailed by the 
ratifi cation defense.

Th e above illustration is only one example of selecting 
particular causes of action to assert on an investor’s behalf in 
Texas.  Th is article examines over a half-dozen causes of action 
available to investors in Texas and highlights the pros and cons 
of each.  By understanding the pros and cons of each cause of 
action, the investor’s attorney can tailor the statement of claim to 
avoid the broker’s anticipated defenses.

I.  Th e SRO Suitability Doctrines

Before deciding which claims should be asserted 
against a broker for unsuitable recommendations, it is essential 
to understand the origin of a private plaintiff ’s right to relief 
for his broker’s unsuitable recommendations. In the early 
twentieth century, self regulatory organizations (“SROs”) 
such as the NASD and the NYSE, perceived a need to require 
brokers to make suitable recommendations to their customers.  
Consequently, the NYSE adopted the “know your customer” 
rule2 in 1909 and the NASD adopted the “suitability” rule3 in 
1939.  Although worded diff erently, the purpose of each of these 
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rules is to ensure that brokers make suitable recommendations to 
their customers.  Th e NASD “suitability” rule is the most cited 
of these two rules.

Pursuant to NASD Rule 2310, the “suitability” 
rule, brokers owe their customers a duty to make suitable 
investment recommendations.  In order to fulfi ll this duty, 
brokers must fi rst determine their customer’s fi nancial profi le 
and investment objectives.  In doing so, brokers must “examine 
(1) the customer’s fi nancial status, (2) the customer’s tax 
status, (3) the customer’s investment objectives, and (4) such 
other information used or considered to be reasonable by such 
member or registered representative in making recommendations 
to the customer.”4  Subsequently, the broker must “tailor 
his recommendations to the customer’s fi nancial profi le and 
investment objectives,”5 that is, make suitable investment 
recommendations to the customer.

If a broker breaches any of the suitability duties 
listed above, then the broker is subject to an NYSE or NASD 
enforcement action, which may result in license suspension 
and/or monetary sanctions.6  As explained in more detail below, 
courts generally do not recognize a cause of action based solely 
upon the breach of an SRO rule. 

Nonetheless, the SRO rules play a crucial role in private 
causes of action seeking redress for unsuitable recommendations.  
Th e Fifth Circuit has held that SRO rules provide useful 
guidelines for identifying the fi duciary duties that brokers 
owe their clients.7  As stated by the Northern District of Texas 
in Lange v. H. Hentz & Co.,8 “the NASD Rules may be used 
as evidence of the present standard of care which the NASD 
member should achieve.  [In addition, the] NASD rules are 
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admissible on the issue of what fi duciary duties are owed by a 
broker to an investor.”

II.  Is there a Private Cause of Action for the Violation of 
an SRO Suitability Rule?

Th e answer to this question depends upon the 
jurisdiction in which the investor fi led suit.  If the investor fi led 
suit in Texas, the answer is probably “no.”

In Miley v. Oppenheimer & Co., the U.S. Court of 
Appeals for the Fifth Circuit declined to opine on whether a 
plaintiff  may allege a private cause of action for violation of the 
suitability rule;9  however, two federal district courts and one 
state court in Texas have taken a position on the issue.10  Th e 
U.S. District Courts for the Northern and Southern Districts 
of Texas and at least one Texas state court have declined to 
recognize such an action.11

In Porter v. Shearson Lehman Bros., Inc., the U.S. 
District Court for the Northern District of Texas observed that 
when Congress drafted the Securities Exchange Act of 1934 it 
specifi cally omitted any language allowing private causes of actions 
for violations of private dealer association rules.12  Th e Court 
concluded that the private association rules of entities such as the 
NASD are merely guidelines—not rules “developed under the 
authority of the SEC, a statute or a law.”13  Th erefore, there is no  
private right of action for the violation of an SRO rule.

Th ere is, however, one federal district court in Texas 
that has taken the opposite position on whether a private 
cause of action may be asserted for the violation of any of the 
SRO suitability rules.  In Cook v. Goldman, Sachs & Co.,14 the 
Southern District of Texas held that a claimant does have a 
private cause of action for violation of the SRO rules.  In so 
holding, the Court adopted the reasoning used by other circuits 
which have recognized a private cause of action for violation of 
an SRO rule.

Th ere are few courts throughout the nation which have 
considered this issue because unsuitability claims typically must 
be asserted in arbitration, rather than in court.  Th ose courts 
that have weighed in on the issue tend to hold, as do most Texas 
courts, that the SRO Rules do not give rise to an implied cause 
of action.15

In sum, although there is some authority in Texas for 
an implied cause of action under the SRO rules, counsel who 
assert such claims are certain to face a motion to dismiss based 
on the contrary decisions in Texas.  It is understandable that 
an investor’s counsel would seek recovery under such a cause of 
action because brokers are liable under the SRO suitability rules 
without proof of scienter or reliance.  However, it might appear 
that the investor’s counsel is overreaching by seeking recovery 
under a claim that most courts reject.

III.  Common Law Fraud, Statutory Fraud, and Rule 10b-5

Due to the fact that an implied cause of action 
generally is not recognized under the SRO rules, counsel for the 
aggrieved investor often turns to claims for common law fraud, 
statutory fraud, and Rule 10b-5 violation.  It is not surprising 
that they turn to such claims.  Unsuitable recommendations 
may be actionable under these claims because the brokers have 
misrepresented the suitability of certain securities or a particular 
trading strategy.  However, common law fraud, Rule 10b-5, and 
statutory fraud require proof of scienter and reliance, so these 
claims may be inappropriate for seeking recovery for damages 
caused by unsuitable recommendations.

Often brokers do not make unsuitable 

recommendations with the intent to defraud their customers.  
Instead, brokers may inadvertently make unsuitable 
recommendations.  For instance, a rookie broker just learning 
the trade may not realize that a particular recommendation is 
unsuitable.  Claims against the broker for common law fraud, 
statutory fraud, and Rule 10b-5 violations would fail because the 
broker did not act with the requisite scienter.  And even if the 
broker did intend to defraud the investor, it may be diffi  cult to 
prove that the broker acted with the requisite intent.

Regarding justifi able reliance, this element is almost 
always contested in an unsuitability case.  Brokers usually 
deliver prospectuses to their customers, which, if read, could 
have revealed the brokers’ misrepresentations.  When any 
claim requiring proof of reliance is asserted against the broker, 
the broker will argue that the investor had a duty to read 
the prospectus and because the investor failed to read it, the 
investor could not have reasonably relied upon the broker’s 
misrepresentations.  To the dismay of most investors, the 
majority of courts agree with this reasoning.16

It is not surprising that most investors do not read the 
dense prospectuses and other documents that their brokers gave 
to them.  In fact, most investors seek assistance from a broker 
because they do not have time to read these dense prospectuses 
or the ability to understand them.  Consequently, most investors 
face an uphill battle if they are required to prove reliance in 
order to recover losses caused by unsuitable recommendations.

IV.  Claims that do not Require Proof of Scienter or Reliance

Fortunately for investors, there are several claims that 
do not require proof of scienter or reliance and that may be used 
to recover damages resulting from unsuitable recommendations.  
Th ose claims are discussed below.

A.  Breach of Fiduciary Duty
Th e breach of fi duciary duty claim is the workhorse 

claim in unsuitability cases.  Generally this claim should be 
asserted in every suit to recover for unsuitable recommendations.  
Th e main advantage of this claim is that it simply requires proof 
of the following: (1) the existence of a fi duciary duty between 
the plaintiff  and the broker; (2) the breach of that duty; and (3) 
the defendant’s breach resulted in (a) injury to the plaintiff , or 
(b) benefi t to the defendant.  17  Conspicuously absent is the 
requirement to prove scienter or reliance.18 Th ese elements are 
not needed to prevail on a breach of fi duciary duty claim.19

Th at is not to say that proving a breach of fi duciary 
duty claim is clear-cut or easy.  Although the Fifth Circuit and 
Texas courts generally recognize that a broker owes his customer 
a fi duciary duty, the scope of that duty is typically the most 
contentious issue in an unsuitability case.

Th e scope of a broker’s fi duciary duty to make suitable 
recommendations varies signifi cantly depending upon the 
control that the broker exercises over his customers and their 
accounts.  For instance, if the broker is simply an order-taker 
and never makes any recommendations to his customers, then 
he has no duty to make suitable investment recommendations.20  
On the other hand, if the broker has discretionary authority 
over his customers account, then the broker owes the customer 
a continuing fi duciary duty to monitor the customer’s account 
and make suitable investment recommendations whenever 
appropriate.21

In the middle of these two extremes is the most 
common relationship between brokers and their customers—
the nondiscretionary accounts.  Most customers open 
nondiscretionary accounts with full service brokerage fi rms.  
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With these nondiscretionary accounts, a 
fi duciary duty only arises when the broker 
makes a recommendation, and that duty 
ceases immediately after the completion of 
the trade.22  Consequently, the broker only 
has an intermittent duty to make suitable 
recommendations and such duty only arises 
sporadically during his relationship with 
the customer.  Th is intermittent duty is 
in contrast to the continuing duty that a 
broker owes to customers with discretionary 
accounts.

Although the above described 
nondiscretionary/discretionary dichotomy 
serves as a useful guideline for identifying the duties that a 
broker owes his client, it is only a starting point for evaluating 
the broker’s duties to his customer.  For example, the Fifth 
Circuit, hesitant to allow form over substance, has stated that 
the nature of the fi duciary duty a broker owes to his customer is 
very fact-based.23  Th e Fifth Circuit noted that whether or not 
the account was discretionary is but one factor to be considered 
in this fi duciary duty analysis and that other factors such as 
the degree of trust that the customer placed in the broker, and 
the intelligence and personality of the customer should also be 
considered in the analysis.24

Finally, it is important to note that the relationship 
between a broker and a customer holding a nondiscretionary 
account may often evolve, and the account may begin to 
resemble a discretionary account.  In these instances, courts 
may deem that the broker owes the same fi duciary duty to a 
customers with a nondiscretionary account as he would to a 
customer with a discretionary account.

B.  Breach of ERISA Fiduciary Duty
As with the state law cause of action for breach of 

fi duciary duty, a breach of ERISA fi duciary duty claim25 does 
not require proof of scienter or reliance.  However only an 
ERISA-governed plan may assert this claim.  Additionally, the 
broker must be an ERISA-defi ned fi duciary.

Often the most contentious issue in a breach of ERISA 
fi duciary duty claim is whether the broker is a fi duciary under 
ERISA.  Brokers are generally considered fi duciaries under 
ERISA if they render investment advice for a fee.26  When a 
nondiscretionary account is involved, the analysis can become 
complicated.27  If the broker is indeed an ERISA fi duciary, then 
he owes the following general duties: (1) to exercise the care of a 
prudent fi duciary and (2) to diversify plan investments.28

If an investor can establish a prima facie breach of 
ERISA fi duciary claim, the investor is generally in a good 
position.  Typically, the defendant may not assert equitable 
defenses such as estoppel, waiver, or ratifi cation to defend against 
a breach of ERISA fi duciary claim.29  But if the plan’s trustee is 
the sole benefi ciary of the plan, then courts may be inclined to 
entertain such equitable defenses.30

C.  Texas Securities Act
A claim for violation of the Texas Securities Act 

(“TSA”) is an excellent claim to recover damages resulting 
from unsuitable recommendations.   Th e anti-fraud provision 
of the TSA imposes liability on brokers who misrepresent the 
suitability of securities to their customers, as well as brokers 
who fail to disclose the unsuitability of securities that they 
recommend.31

 Remarkably investors and their counsel often overlook 
the TSA, probably because the statute is somewhat convoluted 

and appears somewhat diffi  cult to apply.32  
Nothing could be further from the truth.  
Although the TSA is not a model of clarity, 
it is perhaps one of the easiest of all claims 
to prove to recover for certain suitability 
violations.
 For starters, neither scienter nor 
reliance are elements of a TSA claim.33  
In fact, the TSA imposes strict liability.34  
As if these qualities where not enough, a 
TSA claim is unassailable to common law 
defenses.35  Brokers accused of making 
unsuitable recommendations often rely on 
the following affi  rmative defenses to avoid 

liability: ratifi cation, waiver, estoppel, and failure to mitigate.  
Under the TSA, none of these common law defenses are valid.36

Th e only valid defenses are those two provided for in 
the TSA itself.  Th ose two statutory defenses are: “(a) the buyer 
knew of the untruth or omission or (b) the off eror or seller did 
not know and, in the exercise of reasonable care, could not have 
known of the untruth or omission.”37  

Because the TSA is a strict liability statute and is 
unassailable to common law defenses, it is an excellent claim to 
bring on behalf of investors.  In addition to these attributes, the 
TSA has another signifi cant characteristic that distinguishes it 
from all other claims: an investor is not required to prove loss 
causation under the Texas Securities Act.

If the market performs poorly during the period in 
dispute, the broker’s attorney will argue that the broker is not 
responsible for the losses incurred due to the market’s general 
decline.  Instead, the broker should only be responsible, 
if at all, for the damages directly caused by the unsuitable 
recommendation.  Pursuant to Duperier v. Texas State Bank, this 
defense is not available under the Texas Securities Act.38  Once 
liability under the Texas Securities Act is established, damages 
should equal the investor’s out-of-pocket loss without any 
adjustment for market decline.

At fi rst blush, this may seem counterintuitive.  Under 
most claims, the broker is not penalized for general market 
decline.  To protect the broker, the “customer’s ‘gross economic 
loss’ is reduced by the percentage decline in the market during 
the period in question as measured by a reputable market index, 
such as the Dow Jones Industrial Average or Standard & Poor’s 
500 Index.”39  Th e purpose of the federal statute upon which the 
Texas Securities Act was modeled, however, was to serve as “a 
heightened deterrent against sellers who make misrepresentations 
by rendering tainted transactions voidable at the option of the 
defrauded purchasers regardless of whether the loss is due to the 
fraud or to a general market decline.”40  Considering the purpose 
of creating this heightened deterrent, the omission of loss 
causation in the Texas Securities Act is more understandable.

In sum, the ease of proving a TSA claim and the 
absence of loss causation as an element of proof makes this cause 
of action quite potent.  However, there is a drawback to this 
claim: Th e misrepresentation or omission by the broker must be 
made in connection with the sale of a security.41  Consequently, 
if an investor transfers an account to a broker that happened to 
be invested unsuitability and the broker simply recommends that 
the investor retain the unsuitable securities, the broker could 
not be held liable under the TSA.  In the context of suitability 
claims, the TSA is not triggered unless there is a sale of a security.

D.  Negligence
A negligence claim is similar to a breach of fi duciary 

duty claim because each claim requires proof that the broker 
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owed a duty, the broker breached that duty, and the breach 
resulted in injury to the plaintiff .  Th e only distinction is 
that an investor asserting a negligence claim must prove that 
the broker owed him a negligence duty instead of a fi duciary 
duty.  “A duty, in the context of a negligence claim, is a legally 
enforceable obligation to comply with a certain standard of 
conduct.”42

At least two federal courts in Texas have held that the 
NASD suitability rule may be used as evidence of negligence.43  
In Lange v. H. Hentz & Co, the District Court for the Northern 
District of Texas, for example, held that “the NASD Rules may 
be used as evidence of the present standard of care which the 
NASD member should achieve.”44

Only a few Texas appellate courts have considered 
which negligence duties a broker owes an investor.  In Hand 
v. Dean Witter Reynolds, Inc.,45 the 14th Court of Appeals 
focused on the existence of the principal-agency relationship 
between the broker and the investor as determinative of which 
duties the broker owes an investor.  In conclusion, the Court 
in Hand held that a broker does not always owe an investor a Hand held that a broker does not always owe an investor a Hand
duty to accept requested trades.46  In Edward D. Jones & Co. 
v. Fletcher,47 the Texas Supreme Court held that the broker 
did not have a duty to ascertain the investor’s mental capacity 
before assisting her with a securities transaction.

Although a negligence claim is preferable to claims 
that require proof of scienter, it still has its drawbacks.  Because 
it is a common law claim, it is subject to the numerous 
common law defenses.  For instance, quite often a negligence 
claim will raise the affi  rmative defense of comparative 
negligence.  As most experienced practitioners know, even 
if the investor was not comparatively negligent, the broker’s 
attorney may nonetheless gain some ground by arguing this 
affi  rmative defense.

E.  Breach of Contract
Th e breach of contract claim is often pled because 

so many courts do not recognize a private cause of action 
under the SRO rules.  Th e crux of this claim is that the 
agreement between the investor and the broker contained a 
clause essentially providing that the broker will comply with 
SRO rules.  If the broker violates the SRO rules, such as the 
suitability rule, the investor may then claim that the broker 
breached the agreement by violating one of the SRO rules 
incorporated in the contract.  Of course this claim hinges 
upon whether or not the agreement between 
the investor and the broker contains such a 
provision.

Although often pled, there is scant 
case law interpreting this cause of action 
in the context of a suitability violation.  
Neither federal nor state courts in Texas 
have construed this claim in the context of a 
suitability violation.

A few courts outside of Texas have 
opined on such breach of contract claims.48  
For example, in Komanoff  v. Mabon, Nugent 
& Co. the United States District Court for 
the Southern District of New York held 
that, despite the fact that there is no implied 
private right of action for an SRO violation, 
a plaintiff  could still sue the broker for breach 
of contract when the contract contained 
language stating that the brokerage fi rm was 
required to comply with the NYSE suitability 
rule.49

Th e largest drawback to the breach of contract claim 
is that it is vulnerable to common law defenses.  As explained 
above and below, statutory claims are typically preferable 
because common law defenses generally may not be used to 
defend against statutory violations. 

  
V.  Th e Kitchen Sink

In addition to the claims addressed above, there are 
some additional claims that an investor may assert against 
a broker who made unsuitable recommendations.  Th ese 
claims do not fi t neatly into either of the two broad categories 
discussed above.  Negligent misrepresentation and violation of 
the Texas Deceptive Trade Practices Act (“DTPA”) each require 
proof of reliance.  However, scienter is only occasionally an 
element of a DTPA violation and is never an element of a 
negligent misrepresentation claim.

A.  Negligent Misrepresentation
Th e claim for negligence misrepresentation is an 

excellent arrow in a claimant’s quiver.  Th ere is no scienter 
element in a negligent misrepresentation claim, making it 
easier to prove.  Th e elements of a negligent misrepresentation 
claim are: “(1) the representation is made by a defendant 
in the course of his business, or in a transaction in which 
he has a pecuniary interest; (2) the defendant supplies ‘false 
information’ for the guidance of others in their business; (3) 
the defendant did not exercise reasonable care or competence 
in obtaining or communicating the information; and (4) the 
plaintiff  suff ers pecuniary loss by justifi ably relying on the 
representation.”50

Perhaps the greatest advantage of a negligent 
misrepresentation claim is its applicability in instances where 
the broker induced the investor to simply hold unsuitable 
securities.  For instance, an investor’s account may be 
transferred to a broker who does not recommend the  purchase 
or sale of any securities in the account.  Instead, the broker 
simply recommends that the investor continue to hold 
securities which are unsuitable.  Unfortunately, the investor 
would not have a cause of action under the Texas Securities 
Act or the federal securities laws because they only apply to 
the sale or purchase of securities.51  But the investor in this 
instance would likely have a cause of action against the broker 
for negligent misrepresentation.52  Th is type of claim is often 

referred to as a “holder claim” 
or a “holding claim.”  Because it 
provides relief in instances where 
state and federal securities statutes 
do not off er a remedy, the holder’s 
claim has recently grown in 
popularity.53

To date, there are no 
reported decisions in Texas 
where an investor successfully 
recovered damages for unsuitable 
recommendations under a 
negligent misrepresentation claim.  
Nonetheless, this claim is routinely 
pled in securities litigation and 
arbitration where the principle 
issue is suitability.54

 Although a negligent 
misrepresentation claim is generally 
vulnerable to common law defenses, 
courts have expressly limited the 
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application of certain common law defenses to the claim.  For 
instance, while honesty and good faith are defenses to fraud they 
are not defenses to a negligent misrepresentation claim.55 And, 
contributory negligence is arguably not a defense to a negligent 
misrepresentation claim in Texas.

Only one appellate court in Texas has held 
that contributory negligence is a defense to a negligent 
misrepresentation claim.  In Sloane, the Tyler Court of Appeals 
did so in a footnote where it stated “presumptively and without 
any analysis that ‘[c]ontributory negligence is a defense to the 
cause of action for negligent misrepresentation.’”56  Although 
this issue was argued on appeal in D.S.A., Inc. v. Hillsboro Indep. 
Sch. Dis., the Waco Court of Appeals did not reach this issue 
because it was not preserved for review.57  Th e Waco Court 
of Appeals did note, however, that several jurisdictions have 
held that contributory negligence is not a defense to negligent 
misrepresentation because “a party who misrepresents facts to 
another while reasonably expecting that party to rely upon those 
facts should not be permitted to benefi t from a comparative 
negligence instruction.”58

B.  Texas Deceptive Trade Practices Act

Counsel for the investors should not forget the 
availability of the DTPA to recover damages for investors who 
are victims of unsuitable recommendations.59  Although the 
DTPA requires proof of reliance (only if using a basis under 
section 17.46(b)), it often does not require proof of scienter.60  
Similar to a claim under the Texas Securities Act, a claim under 
the DTPA is generally unassailable to common law defenses.61

Th ere is one signifi cant downside to this claim.  Texas 
Courts are split as to whether investors have standing under 
the DTPA to allege a cause of action under the DTPA against 
a broker.62  In fact the majority of Texas courts have held that 
investors may not allege a DTPA claim against a broker.63  
Consequently, counsel for the investor may face a motion to 
dismiss based on the majority’s holding.  Th e consequence of 
such motions may be inconsequential but it might also appear 
that the investor is overreaching and lessen his credibility before 
the judge or arbitration panel.  Arbitration panels have, however, 
granted awards based on the violation of the DTPA.64

VI.  Sophistication

As noted earlier, each of the above claims has certain 
advantages and disadvantages that depend upon the proof that 
is required to establish a claim and the defenses that may be an 
obstacle to prevail on a claim.  Despite the variations of all the 
above described claims, they all have one aspect in common: 
If the customer is a sophisticated investor, then the customer’s 
sophistication may hinder his claims against the broker. 

In claims requiring proof of reliance, the broker will 
argue that because the investor was sophisticated, then he could 
not have reasonably relied upon the misrepresentation.65  If the 
claim is one for breach of fi duciary duty or negligence, then the 
broker will argue that scope of duty owed to the investor should 
be construed narrowly.  Finally, investors seeking recovery under 
the Texas State Securities Act will be barred under the statutory 
defense that prohibits recovery if the investor knew of the 
misrepresentation.

VI.  Conclusion

In sum, investors in Texas are fortunate to have so 
many claims at their disposal to recover damages for unsuitable 

recommendations.  However, if the investor alleges all of the 
above described claims at once, the judge, jury, or arbitration 
panel may be easily confused and fi nd it harder to conclude 
the existence of liability under any of the claims.  Counsel who 
consider the numerous options to recover damages against 
brokers for unsuitable recommendations will serve their clients 
better if they choose their claims wisely.

At some point, the investor’s attorney may wonder if 
focusing on the nuances of each of these claims is worthwhile 
given that arbitrators “are not strictly bound by case precedent 
or statutory law.”66  Although arbitrators do possess signifi cant 
latitude when it comes to following the law, an arbitrator’s 
decision is still subject to judicial review if it is shown that 
the arbitrator exhibited a manifest disregard for the law.67  A 
gentle reminder of possible judicial review raised during closing 
argument may help the arbitrators focus on the law that 
supports the investor’s case.
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