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INITIAL DECISION

| Zarig Grey alleges that reSpdn‘de_hts 'f_raudu.lently solicited his account by

distorting the relative risks ‘.and profit potential of frading 'options with LMB, by |
fz‘xili.ng to pm\:ri-de a fair and accurate disclosure of LMB’s Hleavy commission
structure, and by misrepresenting that LMB customers could readily realize large

and certain profits by purchasing optibns on futures contracts in_commodities'tha,t
ém subject to predictable price movements related to seasbnal_and cyclical
ﬂuauatiﬁns in'supply and demand forces. Grey also allegés that réspondents

- recommended uptidh spread strategies in orﬂer fo fgeherate excessive ﬂomhiss"ibn
iﬁcome Grey seeks to recover his‘out-of-pd(:kéf losses tdtaling' $‘16 253.10.
Respondents deny any wolatnons and base thenr défense chleﬂy on the fact that they
gave Grey a standard written risk dtsclosure, and that they adequately disclosed the

costs during the "comp'liance review” for each trade.
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- The findings and conclusions below are based on the parties’ documentary

submissions and oral testimony, and reflect the determination that-,"é'hhoush Grey’s

recollection was spotty at times, his testimOny‘ was generally more cred_ible and

plausible than the testimony of Glover.' As explained below, it has been concluded

that the evidence establishes that respondents made nurerous material
misrepresentations and omissions during the solicitation and trading of Grey's

account that the writteh risk disclosures and the taped compliance review did not

Cooure these musrepresentatnons and omissions or ‘otherwise bar recoverv, and. that the

optlon spread trading strategy recommended by respondents was prmapally
designed to generate excessive commissions, and thus that Grey is entitled to a

reparations award of $15,278.10.

Factual Findings

" The parties

1. Combl-ainant Zane Grey is a resident of Big Fork, Montana. Grey resided

in Spokane, Washington when he operied his LMB account on April 17, 1998, bt

ot Respondent Patrick Cavanagh did not testify at the hearing. Cavanagh did not contact my office
before the hearing to confirm his intention to participate in the hearing.as directed by the Hearing

- Notice dated August 24, 1999. That Notice stated that failure 10 provide such notification would be

: treated as a waiver of the opportunity to-participate in the hearing. Despite Cavanagh’s failure to
confirm his intention to participate, his telephone number was called three times during the first

. fifteen minutes of the hearing- twice by the conference aperator and once by my office — and each

time Cavanagh's phone was not answered. Cavanagh now claims that he-called the co-respondents
during the hearing, but that assertion is belied by the fact that respondents never mentioned '
Cavanagh's call during the course of the hearing. By failing to notify the CFTC of his intent to

participate in the hearing and by failing to be available to testify at the time of the hearing, Cavanégh '

has waived the opportunity to testufy about his dealings wnh Grey and the oppurtun ity to cross-
examine Grey
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_moved to Kahspell Monlana by late july 1998 when he funded the acmunt and
began tradmg When he opened the account Grey had been unemplnyed for nine
, months, having Iast wmked asa Ietter cartier for the .S, Postal Service. Grey has a
“high school educatlon and had no previous expenence with commodity futures or
optlons [See pages 5-8 and 12-1 3 of hearing transcript; - and account application ]

-2 Respondent LMB Trad:ng Group, Incorporated ("LMB"), iocated in Palm
| 'Be#ch Gatdens_', Florida, becamg a registered non-guaranteed introducing broker i in
- September 1997; LMB’s request to with&raw its registratic;n' has been pe.ndirng since
july 8, 1999, LMB's principalll.s and associated persons withdrew their registrations
in May 1999, [NFA records.]

| LMB introduced customer -accounts to futures commission merchant Vision:

- Limited Par_tne'r'ship. LMB compensaied its.account executives with a percentage of
the commissions charged to customer accounts.

3. _Robert ]bhh Paci contacted Grey after Grey had responded "to a televis;ion
commercial. _P.aéi regularly spoke to Grey over several months until_,;'ust. before |
_ Crey opertéd the LMB account by signing the account-opening documents. Grey
~ did not narﬁe Paci as a respondent; and ﬁeither side called Paci as a witness. Paci N
was a régistered associated persbn with LMB frc;m August 4, 1997, té May 12,
1998, Paci wis a registered a-ssac_:iated-persori with Amerién Fuiures Grouﬁ before: .
: -work'ing'_fdr LMB;. and is not cur'rént!y,rreg'istered. [NFA records.]
| 4, Respondent Patrick J. Cavanagh Qucceeded Paci as Grey's LMB account
executive. In that capacity, Cavanagh: one, conyinced Grey in mid-April of 1998

1o sign the account—c-pemng documents even ‘though Grey Iacked the funds to begln
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- ,tﬁ\lding'; two, rewewed the account—opehjn-gdocumems sagned by Gfey{ three,
'contih;}'ously promoted buyihg'hgaiing.qil apiiéﬁs throughout tﬁe spring and .
| SU_mmer of 1998; and iouf, convinced ‘Grey 10 make the in'itia_f‘-l' nvestrent of :
. $_5,00ﬁ_ir.i‘llate-mly of 1998. Although Thmﬁaﬁ Glover, not Cavanagh, specifically
| rgcémmende_d two spread trades in late July 1998, Cavanagh continued to advise
Gréy abou! both spreads until the sére’ads-exﬁlred waorthless in !aie November and
| early December. I
“ Cavanagh was principally combensated by LMB 'withjﬁ per,te‘ntage of
commissions charged to fusiomef accounts. He received a tommissioh cut of
about $1,350 for solicfting,and handlfrng the Grey account. |
o Cavanaéh became a registered associated person with LMB on February
1998 to May 1999, and became a registered principal af LMB on ‘Augqst 20, 1998,
. He withdrew his registration with LMB on May 6, 1999, and is not currently |
registered, [NFA records; see page 21 of hearing trénscﬁpt.]‘ '
5. Respondent Thomas. Rude! Glover selé@:ted $nd réc()mmgndéd both
option spread trades for Grey’s account, anﬂ convinced Grey to invest an additional
| $1Q.530. G!err also rgceived a commission cut of aboﬁt 51,350 for #oliciti.ng- . |
:_additional funds and récommending the trades in the Grey aiccbunt.
Glover was a reglistered' a‘ssoci;ied person with LMB from August 11, 1997,_ .
to May 21 , _1 999, Hé wés registered as an assocCiated person wi-th Amefic‘;n Futures -
| Croup,. Incorporated and American Financial Trading Sérvig:és, Incorporated before |

he warked for LMB.  ‘He is currently registered as an associated pérson with First'




03/10/00 11:53

* Financial Trading, incdfporated. '[NFA.recdrds; see-pages-5966'2,.and 7576 of -

- . hearing tran_script.]“ ‘
. The solicitation aﬁd ac_:coﬁnt—opem’ng
6. 'In the summer of 1997, Grey called .ai_"tbll-free telephone nﬁrn_ber after
viewing a televisiqn'v ’infmi'c'i;l. Grey ;:rédiﬁly testjﬁ.ed-thai.ﬂ-\einfomen;ial made
only_é fleeting reference to risks, and clé’;med that customers could make ia_rgé

‘ prgf;lts.trading ohtiéni on ﬁ:iures'by taking advantage of seasonal trends, ‘weather |

conditions{'and other supply and demand factors.. Rgp'resentatives_ffnni three fi rmé'

. called Gresf, in_cluding Robert Péci of LMB. Grey tAold» Paci that he was intérested, N
but could not tl;uen ‘open an at:t:odht' because he was cu_rrenﬂy‘unemplbye_d. and
wpuld.havé no available funds until he sold his house in Spokane, Wéshingtén.
Nohethélgss, from 'I:ate summer 1997, to mid-April 1998, Paci regularly called Grey |

to urge him fo open an account with LMB. Grey credibly testified that Paci

: p'ri'ncipaily spoke aboht';he profits that LM_B 's customers‘ were purportedly making, A '

.ﬁvithout meﬁtioni‘ng losses or the' risk of loss, without explaining LMB's option.

spread frading strategy, and without disclosing LMB’s ',c_ommissién-s‘tru'ctufe.

7. Paci sent Grey an account-opening packa_ge‘ which consisted of a s;tanda.rd.
futures and optién_s risk disclosure statement; a Vision Limited Partnership |

‘ (*Vision™) account application; ;Visidn'customer contract; an addénduﬁ to the -

.Vision'-customer contract which included an acknowledgment of the rfsks involved

. in futures trading (.e., principally that losses can exceed margin); a Vision -
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) _additi.oﬁé! riV-Sk dfsclosu;e dtatément; an LMB promotional brochure; _and an LMB
“Dear Prospective C1 et letter.” |
' Thd prominent daessage‘in the_LMB‘ i-'iterature was that LMB w’duld put its .

c‘liedts"intér'ests first and .that I.MB specialized :i_n-' option trading _strategie;,_with
limited risk add unlimited profit -potedtial. The LMB litérétufe-did not mention
anything about spreads or its Opt'ion.-s‘pread trading strategy, and did not disclose
g LMB’s commission structure, “ | |

8. In mld-Aprll 1998, Patrick Cavanagh became Grey s main contact at
LMB, and conwnqed Grey to sign the accoun;-opemng documents even though he
‘ did 'dot yet have the hedessa-ry funds. On ‘April 1‘7, 1998, Grey foliowed
| Cavanagh’s instructions on where to sign and'ﬁlled out and signed the account-
opening-documents.” [Account-Opemng documents (exhublt to addendum to
’ complamt and exhibit to answer): and pages 9-13 and 48-50 of hearmg transcnptl :
Grey would not send in any funds, however, until July 2B, 1998,

On its face, the account applricat'iod raised more questions than it ‘énswered- :
| about -Grey’s f_inanéia! fitness to trade options. C‘rey wrote “N/A” in the box for
- employer; - wrote that his “business telephone number‘ was the same as his home

. number; wrote that his annual income was “$0 - $100.000"; wrote that his net

1 Respondents produced a copy of the telephone log which' contains entries by Cavanagh {beginning -
April 20, 1998) and by Glover, but which contains no entries by Paci.. [Exhibit to Ahswer; see pages
22-27 of hearlng transcnpt J.
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* worth was $115,000 and that his liquid net worth was $125,000;° and indicated

o th:t' he was 31 years old and had é high school ed’ucation but:no:inveétment |

expernence ‘The account apphcatson did not include a blank for reportmg marltal
status or number of dependents [Emphasls added see pages 10-13,16-20, 33-34
: .and 67-70 of hearmg transcrlpt]

9 Cavanagh regu!arly spoke to Grey until he ﬂnally invested $5, 000 on july
28, 1998. Grey credibly testified that he reminded Cavanagh that he was
’ unembloyed and could not invest until he sold his ho_usu.- Cavanagh's uumistakable ‘
message was that heating oil prices were at a seasonal low and would soon begin to
rise in anticipution of increased demand during the winter heatirig-season, and that |
LMB's cuStoméré could take advantage of this information and realize large and

© virtually guaranteed certain profits by purchasing hieating oil aptions recommended.

by LMB. Cavanagh minimized the related risks of following LMB's advice by

claiming that most or all of LMB's clients were."successfuﬂy trac_ling options, by

~ claiming that several of his clients were actually ."mal_(ing a s_ubstantial living at it,”
by barely me’ntianirltg‘ risk, and by claiming tfhﬁt risks could be -nian'aged with i
knoWledgu of seasonal price umoues. In late july'1998 Cfey told Cavanagh that ’hé

- had sold his house and was ready to invest $5 000. [Pages 13-16, 20-24, and 48-52

_' of hearlng transcript.]

* The account-apphcatmn stated that the net worth figure should not include the- pnmary residence,
but gtherwise did not define the terwis net worth or liquid net woith. ‘Grey testified that neither Paci
nor Cavanagh explained the terms 1o him.
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' Trading activity
10. Grey would c!ep_osii a total of .$_]l6,'370 ($5,000 on July 28, 1998;- $840°
“on jul'y'ao 1998; and*mb 530 on August'4 1995)- receive back $116.90 on
7 October 9, 1998; and thus lose a total of $16,253.10.
- 11, Grey would accept Thomas Glover s recommendation to make two
| option spréad trades:‘ the first a December heat_mg oil call spread lmtlated on July -
| é?,‘ 1998; and the second a December Yen put spread initiated on July 31, '1996.' :
| The costs for the heating oil spread (net premium paid, commissions and
- fees) totaled $5, 743..50:‘ and the‘costs for the .Yeﬁ spread totaled $10,509.30. Both
'spreads would expire wort‘hless.._ |
The short legs of these trades two trades involved the sale of far out-of-the -
money options, aﬁd generated a total of $13,360 in ,c‘redits,‘ which was totally
cbﬁsumed in purchasing additional nbtions. These trédes_ génerated a total of
© $5,842.60 in commissions and brokerage fees,* which was spl it among LMB,
Glover and Cavanagﬁ. |
The commissions cbnsumed approximately 36% of the totidl amount in\,r.‘este'd
by Grey. | | _ | |
- The cohmission-to»premitimsapaid rati-d for the heating oil spréad was 36% .’

and the commission-to premiums-paid ratio for the Yen spread was 20%.° |

4 The commlssmns fur the short legs totaled $3,466, which represemed about 60% of the total
commissions.

3 The commission-to-premiums-paid ratio for a bull strategy spread reflects the rate at which the long
option leg must appreciate to recover the costs and bireak-even. Thus, a higher ratio corresponds to a
trade with reduced fikelihood of reahzlng a net prafit and a greater risk of loss. . ,
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-

" The spread trades generated three times as mUCH in commissions aﬁd.fées'QS'
woula ﬁayg the pu;éhase' of the.str#ight options.®

“ : Respoﬁdents' various aﬁ&nms to Justify the sp'reaid trades were intemally
-incqpsfsté’nt and ultimateiy unconvincing. In their joint an-svlver, LMB, Glover and
Cayanagh .Imadé,_contradictqry‘éss'ertions. On one hand, they ctairhed that théy
Emhﬁended spreads because Gréy ”waﬁted 1o be -’mmeWhét protected.” On.the‘.
other hand, they asserted that “in any conversation‘With Cav'anagh ‘and Glover ;

| [Grey sl only concem was 'large pmf ts.” [Page 2 of Joint Answer] Glover
produced yet another contradactory explanation when he testified that he
recommended spreads because “we were looking to get, on the buy snde, the
highest quality option possabla When asked why he did not just recommend that
Grey make a straight purchase of a smaller quantity. of the identical “highest quality”.

: opﬁqns, (.;’.;Io\;er was unable to provide any explanation for the sb‘read trade other °
than that it enabled Grey to buy more “good” options. [P%ée 64 of hearing
transcript.} Respondents otherwise offered no proof that the spread strategy had
é;tual_ly resulted in profits for their. customers. |

12, On July 27, 1998 Glover caliéd Grey and told him that Cavanagh was |

- unava;lable ‘Glover advised Grey to sel! twelve December heatlng oil 49 calls at

120 or better, and to buy six December heatlng oil 420 calls at 320 or better. Grey - - '

o 6 With the same amount of funds, Grey could have paid $1,760.in commissions and fees by .
purchasing three identical heating oil calls for a total cost of $5,550 (54,905 in premiums-and $495
in commissions and fees), and purchasing five identical yen puts for a total cost of $9,515 ($8,250 in
premiuras and $1,265 in commissions and fees). For these siraight option purchases, the heating oil
calls would have needed to appreciate 10% to recover the costs of commissions, versus 34% for the
heating oil spread recommended by Glover; .and the Yen puts would have needed to appreciate -

- 15%, versus 20% for the Yen spread recommended by Gluver
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,credibly tasttfted that when he told Glover that he could nat affotd to lose money
whu::h was destgnated for the purchase of a new house, Glover reassured him by
repeatmg Cavanagh's message that he could make large and virtually guaranteed ,
prof;ts if he followed Glover's adwce and bought. heaung oil options, Grey also
credlbly testified that Glover did not explain that he was recommendmg a spread
t_rade_, did not explain why he was recommending a spread trade, and did not
disclose the amount of the' totel commissions.
Similarly, durtng the brief and!perfunctory recorded compliance review for
| ‘the order the LMB “compliance repfeseittat.i-ve" Sharon Jones stated that the
commjssions'vtere $1 50 per coritract but did not disclose that the cqtnmissions
: Ltqtaled over $2,900, and never explained that the recomd\ended trade was a spréad.
‘ ]ones never mentioned risk, never asked Grey if he und'erstood.‘the risks, and never |
asked Gtey to describe what he unde'rstoed"abeut the relative risks and rewards of
the trade. -Also, Jones stated the "cerrintission—td—equ ity ratio” was twelve percent,
| 'Hlowe\.rer.; as ttoted above, the long options needed to appreciate 36% merely to
. recover the costs of the COmtniseien and fees.’l | N
The short leg weuid be filled on July 27 and the long leg would be filled on
]u?y 28 Both fills were reported in the July 28" conﬂrmatlon statement, which
reported the total commissions and fees. However, Grey would not receive the july

28" cenﬁrrnation statement, and thus would not know the total commission costs,

B }enes al;o‘dtséiosed'tﬁe break even price, the expi-ratiott date, and.the total cost of the transactioh.

10
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' untll after he had authonzed a second spread trade three days later on luly 318
[Pages 20~29 and 63-67 of hearing transcript)

13, On July 31, Glover convinced Grey to invest an additional $10,530 and

to buy nine Décember Yen 132 puts, and to selt nine Decem‘ber Yen 65 puts. Grey

credibly testnFed that Glover overcame Grey's initial reluctance to commrt more

funds by stating that th:s trade was 50 certam to generate tremendous profits that it

- was a virtual "hfestyie changer, ".and that LMB’s tradmg advisor had told Glover that

- he “should be bagging groceries if he did not pass thisvtrad'e‘an to his customers.”

As with the heating oil trade, Glover barely mentioned risk,l did not explain that he

was recommending a spread trade, and did not disclose the amount of the total -
commissions. Similarly, during the compliance review for this trade, Jones did not
disclose the total commissions, did not mention risk, and did not ascertain what

Glover had told Grey about the trade or what Grey actua!!y understood about the

- trade.

When Grey did ;eceive the confirmation statements, he told Cavanagh that
he was upset by the amount tsf the commissions and asked Cavanagh to explain
why Glover had instructed hirm to sell options. Cavz‘maghfreplied that Glover héd
“gotten you into som.e'good [in-the-money] contracts,” that by selling far out-of the

money options he could buy more of the "gobd" in-the-money options, and that

® The July 28 and 31 account statements were addressed to Grey’s old Spokane address. On this
record, it is not clear when Grey informed LMB of his new Kalispell address. Nonetheless, even if
the comrect address had been used, it is reasonable to conclude that Grey would not bave received

- -the July 28 confirmation stateenit before July 31, when Glover convinced Gre'y to invest an
~ additional $10,000-dnd to authorize the Yen spread:

1"
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' "{nywajr, it was too late to db anything about it."- {See pages 29-33, 45-48 and 67 L
72 o‘f‘hearingrtr‘anscri'pt.} :
14, In niid—August,v _Ca'vanagﬁ .ad\.r'ised'Gr'ey to buy back the short legs. Gi'ey
| credibly testlified tﬁat he dec_:lined .thié ad-yioe because he preferred to héld out for '
the large profits promised by respendents, and because he understood fhat he
| would have to seri& in more money. [See .pages 34-43, 773;8'50; hearing,irén‘script.]
15. The he‘atiﬁg oil options exﬁired_ on Nbvembef 24, 1998:, aﬁd the Yen |

options expired on December 4, 1998.

_ Conclusions .

Thé. preponderance of th;a evidel;«cé -suppﬁﬂS Grey's dai_m that respondenis -
fr.audulnéntly‘ -indﬁi:ed him apen an options-aéco.unt, rand fraudulently iﬁduced him to : '
aﬁthorize- obtion‘ spreads in order -to.genetate excessive ahd-un'just"ifi,ed
' commissions, inviolatlﬁn of Se&ion 4c(b) of the Commodiiy. Exchange Act and

CFTC rulé 33.10,

Fraudulent solicitation |

Paci, Cav_anagh and G-Iover répéated and'?einfbrced the vmessa‘ge._in the LMB
.CQmmEftia| 'that'essentiall\} »gua_raﬁte_ed that LMB ﬁustomers could make large profits _'
by hﬁyi‘ng options on futqres contracts for commodities that are subject to price
mqvehenié béﬁed'on easily predictable seasonal or cyclical fluctuations in supply.
' _Tha.e rgpresentaiions wére d‘eceptivle because well-known supply and dema‘nd _ “
- forces in the-ca#h market — such as the seasonal price mo#ément qf commodities, 6? _

precipitation, or the lack thereof, during,the-plantin'g, growing and harvesting " ) '

12
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) seasons — already have been iﬁédrpt;rated into the prem.iuﬁs of the options a.md‘thus ».
- confer 60 price advantage to ret;il customers, These repmséﬁta{iphs also M-rerev
' deceptive because the price movementof the underlying cash wwiw or
| underlying fumres contract typically does hot mave in tandem with the br,ice of the
-o;.itiﬁn. Sée Bishop v. First investors’ ?Grbﬁp of the Palm B’gadws, inc., [1 §96¢1 998
v ‘Trahsfer ﬁinder] Conim.‘prt. L. Rep. fCCH] 127,604 (CF.TC 1997); -In re Staryk, - |
11996-1998 Transfer Binder] cqm. Fut. L. Rep. (CCH) 127,206 (CFTC 1997); and
In re JCC, Inc., {_1992—1 994 T@nsfer-'Binderl.Cﬁmm. Fut. L. Rep. {CCH) 127,ﬁ04
{CFTC 1997), _aff‘d‘subrnom. ICC, inc. v. CfTC, 63 F.3d 1557 (11" Cir. 1995). See
also NFA Notice -96-11 (May 16, 1996} (“Seasonality ¢|’.§im; present a distorted and - -
misleadiﬁg view of the iikelihood of cﬁétomers earning dramatic profits by investing' "
with the Member firm, ’énd {re‘present} a clear vid.laﬁon of NFA‘sales practice rules”),
Ca\}aﬁ.a'gh. perpetuated Paci’s fraud, and set up Giover’s fraud, .b'y mi niux;\izing
the specific risks. of LMB’s trading strategy with unsubstantiated claims thét most ér |
all of LMB’s clients Were successfully trading options, with unsubstantiated claims
that several of his clients were actually “making a substantial iiQing at it,” and with
_false claims that risks could be managed with ’knbwledge_of seasonal pritj:e.mdvg-s.
Clo'ver perpetuated Cévanggh's' fraud by ‘making 5imi!a;f misrepréseﬁtations about.
the seasonality tradiﬁg.strategy, by cléfminé that thé yen trade was'a “life style - .
~ changer,” by fa‘iliﬁg o ﬁrovide‘ a fair and accurate disclosure of the act'uﬂ amount pf |
the commissions, and by urging Grey to triple his im)ésfment ‘béfore_ he had
received the cuhfifniation statement that reported the actual arﬁount of the

‘commissions. The fact that LMB’s compliance depai'tment‘p'fovided a technically

13
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" true disdosure of commission costs on a per-contract basus did not free Cavanagh or

Y

Glover from making unrestramed datms of profits made by other customers or
~ boldly pre_dmlmg proﬁts:

Because the size of a firm’s commissions and fees affects the profit
potential of an investment, it affects the kinds of representations that
can be made about profitability. . . . All else being equal, customers
. - of a firm with a high-commission or iee structure will have a more .
difficult time making a profit than those who emp'»lov,r a less expensive -
- firm. As a result, the firm charging higher commissions and feesis
- more limited in what it can claim regarding profit potenttal

']ohﬁson v. Fleck, [1990- 1992 Transfer\Binder] Comm,‘ Fut. L. Rep. (CCH) 924,957, "

' lat 37,502 (CFTC 1990} (Chalrman Grarnm concurrence) Here, where the hlgh

" commissions not only severely hmlted prof' t potential, but substannaliy undermlned

the wablhty of the- spreads, Glover arid Cavanagh not only were constraaned from
making the sort of profit projections that vthey made, but also were obli_gated o
- -f)rdvide .a- fair and accurate disclosure of the total amoﬁnt of commissions. See
- Swickard v. A.C. Edwards & Sons [1984-1986 Transfer Binder] Comrn Fut L. Rep.
: (CCH) 122 522, at 30,522 (CFTC 1985) (“Half of a truth may obviously amount to a
lie if 'understood to be the Whole.") quoting Prossér & Keeton, The Law of Torts, 738 }
(1984); cf CFTC rule 33.7(0, 17 C.F.R. § 33. 7(0 (requiring disclosure of al matenal
. information for an optlons customen). Thus, Cavanagh s and Glover's bold
7 predictions of large profits without anymeamngful disclosure of nsk, a_nd without a
fair and accurate disclosure of the‘ éosts, \_'Nere f}auduléht;» Levihe v. Refco; [1'937_'.
1990 Transfer Binder] Comm. Fut. L. Rep, (CCH) 424,488 (CFTC 1989).

Grey’s decision to invést what was fbr hirﬁ a significant sum of money was

‘_ * consistent with his "iéstimony that he relied on what he had learned from the LMB

14
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" commercial and from Pacn, Cavanagh and Glover: that is, that he was likely to
- -make quick and large p'roﬁts_wiﬂw minimal accompanying risk. The fact that Grey
ackho'wlédged receib’t of the wﬁ'tten dsk-ﬁa?ning does not alter thé conclusion rtha"‘t

he relied on Paci's, Cavanagh's and Glover's representations, and does not

* otherwise bar recovery on a fraud theory, where the averall effect of the oral

* tepresentations substantially outweighed and vitiated the written risk warnings. See-
‘ Schéufffer v Stuart, (1 996-1998 Transfer Binﬁef]' Comm. Fut. L. Rep. {CCH) |
427171, at 45,57? (CFTC 'Septémbef 30, 199?); Leyine v. Relco, supra; Hannay v.

fccs; [1986-1987 Transfer Binder] Comm. Fut, L. Rep. (CCH) ¥ 23,936 (CFTC
1987); Dumn y; ‘Murlas [1986-1987 Transfer Binder],.com;ﬁ. Fut. L. Rep. (.CcH)"
123,357 (CF{ C 1986)‘; O'Hey v. Drefxef Burnham Lambért, inc., [1‘9844 986

~ Transfer Bindér] Comm. Fu-t. L. Rep. (CCH) | 22_,754 {CFTC 1985); and Chicoine v.
Rosenthal, [1980-1982 Transfer Binder] Comm. Fut. L. Rep. (CCH) 1 21,075 (CFTC

‘ 1980), aff'd in part ;md remanded on other grounds 5qb nom. Rosenthal v. CFTC, |

 678F.2d727 (7" Cir. 1982).

7' Similarly, LMB’s perfunctory chpIiénce review cannpt be used as "’advaﬂce
‘exoneration” of respondents’ féaud, especially where Cavanagh and Glover, ;ind the
| UIMB mpliance re.présentative, failed to m&idé a fair and accurate disclaéure of |
" the tqﬁl amount-of- the mmmiésions, and where the coniﬁlianc’e review was |
obviously not designed to cure or fo discover the-sOrt of misrepresentatiéné made in

the LMB ‘commerr;iai aﬁd by Paci, Cavanagh and Glover, 'ICC, iﬁcbrporat_eq‘ Y,

CFTC, supra.
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: _'Fraudulent Breach of deuc:ary Duty
To prove that respondems fraudulentiy traded his opt;ons account in order o
~ generate oommlssions ~ a fraudulent fiduciary violation colloquially known as
| - ‘churoing' — Grey must prove that; '(li) re.épondents contvolled the level and
. fréq_u‘ency of trading activity; (2) the ovefall». volume of lradmg was-excessive in light
: of Grey's trading objoctivos}’ and (3) resoondems acted wﬁﬁ intentato-defraud or
with reckless indifference to Grey's intofests. Hinch, supra.; ‘and fohnson.v. Don-
- Charles, 0 99¢i 992 Transfer Binder] Comm. Fut. L. Rep. (CCH) 1 24,986 (CFTC
- 1991). The fact .that‘ Grey was an unsophisticated, novice trader with a high school
. education and reposed a high degree of thSt in respondento to select trading -
s;rategi'es and to provide trading advice supports the conclusion that respondents
controlled the level of ,irading in Grey'# account. * See Hinch, supra. The fo"ilowing :
factors support the conclosion that the level of tradiog was excessive: ’(1‘) the fact
that the commissioos consumed 36% of Grey’s total invostment in the fi'rst three
oays of tradfng;_ (2} the fact that the spread trades generated three times as much in -
commissions as would haoe a straight option porchase of the same options;
(3) the fact that the commissioﬁ-to-pre‘mium—paid ratios for the spread trades were |

significantly larger than the commiission-to-premium-paid tatios 'would have been

? The term “chummg conjures up the image of humerous day trades and short-term trades gradually
but inexorably decimating a securities or futures account. However, as the Commission has noted:

" "Owing to differences in the mechanics and principals underlying. futures and afttions contracts,

precedent analyzing excessiveé trading in the context of futures. may be of limited relevance in

determining whether excessive trading has occurred in the context of an options account.” Hinch v.

. Commenwealth Financial Group, inc., [1996-1998 Transfer Binder] Comm, Fut. L. Rep. (CCH)

¥ 27,056 (CFTC 1997). Put differently, where a churnéd futures account may be consusmed by

- dozens or hundreds of piranha bites, a churned options account. can be effectively consumed by just
. one of two large shark bites.
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- for straight cpfioﬁ purchases; (4) the fact that respondents’ distorted m"ess‘»age of

near ée:t_ain proﬁts without any balancing fisk disé_:losure did not fairly reflect the

reatity that LMB's oppressive 'co‘-mmission- structure presented a substantial.

: Em’pe'dim_entfm profit potential; and (5} the fact that résﬁohde'nts failed “to show a
‘reasc'med application of their recommendations to the particular needs and desires

of [their client.)” See Hinch, at 45,021-45,022, supra. -

Scnenter o ' ‘ v

The dehberate nature of Cavanagh's and G!over s fraud is eslablished by
their bla_tant disregard of Grey s dire financial condition and .Grey s stated desire to
fimit his investment; by their knowledge of Grey'spafent fack of soph'istix..:ation and
inabi»fity‘ to understand the-b#sic matters such as the mechanics of trading options;
by their éilum to provide a fair and accurate disclosure of 'LMB"s 6ppressi§e-_

commission structure; ind by the fact that they rushed Grey into investing

- additional funds and-authorizing a second spread before he had recewed the wrltten

account statement that accurately and fairly reported the total commissions and fees

Damages

~ The p‘mber measure of damages for chuming coupled with fraudulent profit )

guarantees, fraudulent omissions, and exposure to greater market risk, is Grey's out--

of-pocket losses: $16,253.10. Hinr:h, supra, at 45,022. This amount shallbe

reduced by the $975 paid by Glover pursuant to his settlement agreement with

‘Grey, which_-yields an awafd of $15,278.10.
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| ~ OmDER
Pétrick J. Cavanagh and Thomas Rudell Glover violated Section ‘k(b) of the
- Commodity Exéhange Act and CFTC rule 33.10, oroximately causing $16,253.10 in
| ';damages LMB is liable for the vaolatmns of Paci, Cavanagh and Glover pursuant o
the respondeat superior provisions of section 2(a){1)(A) of the Commodtty Exchange
' jAa.
Smce Glover has satlsf' ed his $975 obhgatlon to Grey under thesr separate
R . “settlement agreement, the award shall be reduced.to $15,278.10, and the complamt B
agamst Thcmas Rudell Glover is hereby DISMISSED. |
Respondents I.MB Tradtng Group, IncOrporated and Patnck Cavanagh are
ORDERED to pay to Zane Grey reparatlonsof $15,278.10, plus interest on that |
ai"nquntA at 6.287% compounded ‘_annuai]y from August 4, 1998, to the dafe of -
_ payment, plus $1 iS in costs for the filing fee. Liability is joint and several.
 Dated February 24, 2000, |
WU F-

PhilipV. McGuire,
ludgment Officer
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