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INITIAL DECISION

Complainants’ ‘principal allegation is that Coates churned
their aécouht.‘ They aiso allege thaﬁ.ébates made an.unauﬁhorizedr.
trade, and made false and deceptlve statements durlng the account

 sol1citat1on. Coates strcngly denles the allegatlons. |
© - The findings and conclusions below are based on the parties’
' docgméntary submissions 'aﬁd oral testimony, and reflect_ my
determination that Coates’ testim&ny'was generally more credible_
and plausible. All dates are in 1996, and amounts are rounded to

the nearest dollar.

Factual Findings
The PartiéS}
i. 'William Coates was the branch manager of American Futures

Group’s Irvine, California branch 'office,l/ and . acted  as

1/ american Futures Group’s registration as a futures commission
merchant has been suspended by the CFTC, In re American Futures
Group, Inc., et al., Notice (CFTC Docket No. 95-15, Aug. 20, 1997);

(contlnued...)



complainants’ account executive. [Page 14, Heariﬁg'Transcript,]

2. Pejmaa ﬁamidi; a resident of Irvine, California, for 15
. _years, opéned a‘joint”accoﬁnt_with Shahyar Masouem on May 20, 1996.
At that time, Hami&i was 22 years old;‘had_obtainedaa Series 7
license to'deal atockS'and mutual fuhds,_had’four.yéaIS' experience
trading stocks and one-and-one-half years’ experiance_trading-Stcck
o options, and understood‘the basic medhaniCS of trading options. In
| addition, Hamidi regularly read the wall Street Journal ~and
‘Business Week, and regularly v1ewed CNBC. Wlth that background '
‘despite Hamldi s relatlve youth and lack of experlence. with
commodity futures or' options, he’ could not be considered an
unaoﬁhisticatéd investor. At the time of the hearing, Hamidi was
attehding hisiséCOnd'year'of college. [Pagea 6~10, and 55556'of
 Hearing Transcript.] , |

At the time: of Vthé acqpuht' opening, shahyar? Masocuem, a
resident of_Irvine'fOr 12'years, was 24 yéars old,.had a bachelor
of science degrée in ecoiogy, an& had 1imitéd investﬁent‘
experience. . (Paées 12-14, Héarinngranscript.]

Neither side pfesented.,partiCularly compelling testimony
regarding Hamidi’s 'and Masouem?s financia1 status;  Hamidi and
Masouem represented on the account application that each had an

‘annual income between $50,000 and $75,000, and a net worth between

1/ (...contlnued)

and its membership has been suspended by the NFA, In re American
Futures Group, Inc., Notice and Order of Suspension (NFA Case No.

97-AWD-22, Jan.. 9, 1997). See also In re American Futures Group,
Inc., et al., Decision (NFA Case No. 95-BCC-15, Mar. 24,
1997) (expelling AFG from NFA membership), appeal pending.
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$50,000 and $106;000. Complainants assert that they wvastly
': exaggefated theSe figureé at Coates’ instigation, and that they had
to_borroﬁrmoﬁey'fr¢m a ftiend to open the éccoﬂnt, However, they
have prbduced ﬁo reliable evidence-establiéhing their true éctual-
‘ihcomés and net worths; énd thus have failed to show thai the: '

| informatidn-rtﬁéy. put in the applicaticn'.was inaccurate. In
cpﬁtrast, Ccates testified that Hamidi and Masouem held themselves
'out.as_YOung men with access tofcdnsiderable snmé of money, and.
.that he .did not_ suggest .of urge them to supply erronebus_-
'infcrmation; 'I have credited Coates' testimony on this mattér.

'[See'pages.19-20,_énd 34-37 of hearing transcript}]

The ACéount Opening ahd the initial Trading Strategy

_'3. in Méy‘of 1996, Hamidi and Masouenm believed‘that ﬁhe pfice
" of crude oil was about to drop. They based this belief on a CNBC
-néﬁs broadcast anticipating‘a United Nations decision td péﬁmit
Iraqg to renew oil exports, on discus;ions with their relatives in.
VIraﬁ, and:cna a non-AFG television advertisement. Complainants
simplyzpicked‘AEG out of the "éommodities" section of the local
.-business'teléphone direétory, and arranged a meeﬁing with Coates at
the Af‘G offices on May 20, 1996.
| Campiainants explained.to Coates that they expected the United
 Nations to permit Iraqg to increase the crude oil supply and thus
vdrive down the price. Coates'thought that coﬁplainants' assumption
was reasonable, but told ‘them that the U.N. anncuncement was
.schedule.d for later that day, and that if Hamidi and Masouenm
-ihtended to take advantage of the market’s reaction to that
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particulartevent,(they obviously had to act quickly by opening the
account and purchasihq- the appropriate options. Complainants
concurred, reviewed end signed the various account-opening
documents, and promised to brlng in a check the next day to cover
the optlon purchase.. Notw1thetand1ng these hurrled c1rcumstances,
ccmplainants uﬂderstood that they could lose . their entire
investment. |
COates adv1sed complainants that the nearest unleaded gasollne

contract -- the July contract Wthh explred June 21 -~  would be
_ the most sensitive to the Unlted Nations anncuncement, and thus the

"mcst apprcprlate to implement complalnants' short—term strategy

-~ Hamidi xnltlally 1nslsted that they buy puts with 62 or 63 cent
: str;ke prlces, because “he belleved that gesollne. was trading
| between 65 and 66. Howevef, Coates checked his scfeen and told

'them that it was currently tradlng lower, and thus recommende& that
t.HaMldl purchase puts with a 59 strike prlce. Hamldi and Masouem a

ethen'authorized,the purchase of iB‘Juiy unleaded gasoline puts with
"a 59-cent strike price.. The total cost of the,optichs was $9,072,
including about  $1,500 in commissions. [Page :L'of’complaint;
'Seccnd page of answer; pages 9-11, 18-21, 23-29, 34-36, 41-43 of
hearing transcript.] | |

4. Ccomplainants assert that Coates made a variety of false

statements te'lcre them intc opening the account. First, they
assert that he claimed that he had been a goverriment witness
against Ken White and Jack carl. However, Coates convincingly

denied this assertion and testified that it would have been



ludicrous for him to. testify against the firm (Jack cCarl) that
cleared AFG’s trades or agalnst a man (Ken Whlte) of whom nelther
“he nor complalnants had ever heard. Second, complainants assert
that Coates touted the fact that AFG ‘was the only futures
comm1551on merchant inw'southern California and could more
_efflclently execute orders than an 1ndependent introducing brcker.
' However, ccmplalnants produced no ev1dence that AFG was not the

only FCM operatlng branches in southern Callfornla or that these
-_statements wére materlally' mlsleadlng. Flnally, complainants
- assert that cOates shcwed them charts showing profitable tradlng by
hhls clients. | However, complalnants never scught_prcductlon_of“
these charts or described them in sufficient detail to establish
that they were misleading'abcut'Coetes' expertise or perfcrmance.
In contrast, Coates credibly.testified that the charts showed
.prcfltable and unprofltable tradlng and. reflected actual, and
representative, tradlng results in a varlety of markets, none of
which 1nvolved petroleum products. [Pages 15-17, 22-28, 34-39, 54-

56 of hearing_transcript,j

Trading Activity

| 5. .0On May 21;3comp1ainents deposited a total of $9,000, all
.'of which they ultimately lost. During the life of the account,:
" complainants would pay a total of $7,019 in ‘commissicns and

fee‘s'.it't For the option trades, the over-all commission-to-

2/ This calculation.includes $879 in commission credits, which AFG
assessed Coates’ branch office to cover the debit balance.
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premium-paid ratio was 23%.3/
Set out below 1is a summary of trading in complainants’

- .account:.

Net Premium

- R : Collected R _
- In - gut Qescrlgt;on _ or (Paid} = Commissions.
5-20 5~301 18 Jul. gas. 59¢ puts  $2,646 $(1,502)
5-30 . 6-04 10 Jul. crude 20¢ calls 1,600 (842)
5-31 ‘6412" 10 Jul. corn'spread‘ ' 90 (1,681)
6-04 6-05 13 Jul. gas. 59¢ puts 2,184 o (3,093)
6-05  6-06 10 Aug. crude 19¢ puts 900 (591)
6-07 6-17 17 Aug. crude 18¢g/19¢ |

- : put spread (4,550) - (1,700)

6-10 ~6-10 5 Jul. copper futures  (2,688) (276)

6-12 6-12 5 Jul. copper futures (1,850 . (276)

:Control of Tradlng Act1v1ty

6._‘ Both sides agree that Coates consulted with complalnants
1befbrellnlt1at1ng each trade, with the exceptlon-of_the crude oil
trade.on Juné 5, which cbmplainanté.claim wés unauthorized, and the
‘,iiqui_c‘iation on June 17, which was done pursuant to a power of
~attorney signed by complainants on 3une.12; [See pages 45-46, and
126-139 of hearing tfanscript.) Coates éredibly testified that for
all of the trades Hamidi first brought up information he had read
.or,heard'about the particular narket .and Coates then suggested a

trade designed to capture a profit on the price move expected by

3/ For spreads, the premium paid calculation was based on the net
premium paid when the spread was initiated.
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Hamidi. tSee-pages:50-67,.86—88, 113-114, and 115 of hearing
_transcript. ]} IComplainants assert that they felt "uncomfortable®
and "reluctant“ in 'conneotion.‘With. coates' recommendede spread
'transact;ons, because they found the spread strategy compllcated.
'HoweVer, complalnants never 1nformed Coates about any dlscomfort
reluctance or lnablllty to understand the spreads. [See pages 52-
" 54, 60, 75-77, and 106- 108 of hearlng transcript ]
k7i‘ Both sxdes also agree that COates spoke to complalnants
_every day, sometimes twice a day, at_ least_ untll June 17.
Typlcally, both complai'nants .wo"uld ‘'be present for -‘meet.inqs at
'Coates' offlce, but Hamid1 sometlmes spoke alone w1th Coates over
‘the phone. Masouem recelved the conflrmatlon and monthly account -
'Stateﬁents and the margln_callrnotlces, and regularly consulted
_w1th Hamidi. .[Page 30 of‘hearihg transcript ] Hamidi was not
Irev1ew1ng the account statements, but complalnants do not allege,ﬁ
and have produced no evidence, that.Coates was aware of thls. [See
~ pages 15, 29-34, 46-49, 57—59, 62, 65-68 of hearlng transcrlpt 1
Neither complaihant-informed.Coates.of any'dlfficulty'understand;ng

the-acoount statements. '[See pages 31-32, 46, 59, 65-68.]

Deficit Trading and Margin Calls

8. Four of the eight trades were initiated on dates when the
account had a debit or zero opening cash balance: May 20 ($0);
“June 4 ($741); June 5 ($648); and June 12 ($3,482). And seven of
the eight trades resulted in a debit closing cash balance: May 20

($9,073); May 31 ($741); June 4 ($640); June 5 ($141); June 7



(5519), and June 10 (%3, 482) ; and June 12 ($2,096).%/
'However, w1th the exceptlon of the very flrst day, the account
| always hadza'p051t1ve'1;qu1dation value in support of its open'
option positidns. | |

Coates credlbly testlfled that for each trade he had Sllthly‘

'overspent the account after Hamidi had 1nstructed Coates to commlt
‘?as much of the funds as possible and had promlsed to cover any
'VdeflCIt. [See pages 29- 34,-86-89 of_hearlngutranserlpt ] Also,
Hamidi testifiedethateceaﬁes aCGurafely‘reperted,the het profit or
‘less7£br each cdmp;etedetfade,iand Masouem‘testified that he could
ascertain the account balance from the acceunt statements. In
 .these c1rcumstances, Hamldl s assertlons that Coates had concealed
| cr obscured the exlstence of deblt balances on various dates —— by
falllnq to report the debit balances,.by falllng to estlmate the.
'Vipurchase costs for the trades, or by falllng to report the flll'
'costs for the trades -- were not credlble. [See pages 49, 74-77,

‘92, 104-114 of hearing transcript.]

Change in Trading Strategy
9. The initial trade implementing complainants’ strategy

based on the U.N. announcement was completed ten days later, oh May

4/ as a result of the resulting cash deflclts, AFG issued a series

of margin calls, which complainants were never forced to meet until
the last trade in the account. Coates’ testimony that he never
advised complalnants to ignore the margin call notices has been
credited in part because he "was on the hook" for any deficit, and
- is supported by the fact that AFG ultimately c¢harged complalnants'
deficit to Coates’ branch office. See pages 88-89 of hearing
 transcript. Coates has not counterclalmed for the deblt balance.



30. On Mey 20, the U.N._had‘madelthe widely expected‘announcement
_thet it was allowing Iraq'to‘resume oilrexports;' Although the
market did not react as dramatically as expected by Hamidi, Masouenm
and CQates, the value of the gasollne puts did gradually 1ncrease
between May 20 and May 30. During thls time, Coates spoke every
‘day w1th Ham1d1 and Masouem. _ On May 30,_ Coates advised
;'complalnants to sell the. gasollne puts, because he thought that
| they had peaked. Ham1d1 authorlzed the sale of the gasollne puts,
and reallzed a net proflt of approx1mately %1, 230,/ (Pages 45-
49 of the hearlng transcrlpt ]

' coates then suggested that complalnants speculate in short—
term price sw1ngs 1n other markets, using a short-ternm tradlng
.strategy.sl - At this point, Complainants were apprehensive,
h partly because thelr 1n1t1a1 strategy of speculatlng on the United
Natlons announcement had elready played out, but they decided to -
| continue_ folioWing Coates’ advice ‘because he had successfully
" implemented that strategy. Hamidi then authorized the purchase of
“crude oil calls.  [See pages .49—59,> 63-64 and 86 of -hearing
.transcript.] |

10. The initiation of the corn spread on May 31, resulted in
a'$751 debit balance and a margin call notice. sccording to

.complainants, Coates had failed to disclose the existence of the

3/ The 59-cent puts had been bought at $t. 00, and were sold at
81, 35.

§/ The ‘remainder of the trades recommended by Coates were

“consistent with this short-term strategy, involving either July or
August contracts, and the five options trades held open for an
average of 4.8 days, and two futures day trades..
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‘cash def1c1t, and thereafter on June 4, advised'tﬁem.to sell the
20~ cent crude oil calls merely to satisfy the margin call, and not
for the reason he stated; that "their proflt had maxed out."‘
—~ﬂoweVer,7Coates‘convincingly testified that Hamidi had asked to
commit as much of the accocnt eqﬁity as.possible.for'this ‘trade,
.and assured Coates that he. would deposit additional funds if the

account was sllghtly overspent as cQates had warned mlght happen.
| Mbreover,, the prlce hlstory of the 20—oent crude oil  call:
Iestabllshes that CDates was correct about the crude contract maxing
“out because.lt in fact_dld hit an 1nter1m high of 61 polnts on June
4 == coihcidentally'the sale bricelfor complainants? options —- and
-thén dropped and mostly traded below the purchase price until the
exPiratioﬁ' date.l/ . [See pages 71—52, and 85-89 of ’hearinq”
- transcriot.]

' [complainahts' ‘also claim that Coates misrepresented' the
estlmated proflt on this trade. According to cOmplainants; Coates.
promlsed a “nlce profit, somewhere in the nelqhborhood of $900,

[but that] the proflt received was nowhere near [that}] flgure."
.However, the account statements establlsh that complalnants
collected a net premium of $1,600, and realized a net profit of

$758, just $142 under, or about 15.5% off, Coates’ estimate.

 In-and-out Trading
11, Two_sets of trades involved apparent in-and-out trading,

i.e., the sale and re-purchase of the same contract in a short time

2/ otficial notice is hereby taken of the price hlstory which the
"~ undersigned obtained from the CFTC Division of Economic Analysis.
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span.-1The first set of apparent in-and-out trades involved the
sale of'the 59-cent July unleaded gasoline call on May 30, and the
're—pufchase of the samé-cail on'JUne 4. The second set.of apparént
in-and-out trades 1nvolved the sale of the 19-cent August crude oil
put on June 6, and the re-purchase of the,same put the next day ag
part of a'spread transactlon. However, upon‘closer inspection, it
o is clear that neither 6f-‘thése trades :ﬁére made to .generate
commissions.
_ Fér the7first Sé—cent Qasoline put trade, the complainants
¥_:bough£'the'put$ at 100 pointsren May 20; sold the puts at 135
yPOintS-on May 30, for a 35—pqint.profit; cdllectéd a total ﬁet
'Vpremium bf $2,646; and paid $1,416 iﬁ.cbmmissions. For the secoﬁd_
59-cent gaSOIine put trade, the complaihahts:'bought the puts at 90
,points‘on.dune 4; éold'the puts at.130 péints on Juhérs,_for a 40-
_péint_profit; collected a total het pfemium of $2,184; -énd.paid
$1,093 ih commissions. For.these Qaéoline trades: 'complainants
ﬁade an aggregate 75-point profit; collected an'aggregate'net
premjum of $4;é30; paid an aggregate total of $2,509 in
:commissions; and‘thus realized an_aggregate ﬁét profit of $2,321.‘
'Complainants realized significantly better results-with.this active
short-term_trading; than if they had held the position straight
through from May 20 to June 5.- 1f complainants had merely held the .
initial 18 contracts from May 20 to June 5 (buying at 100 points
and sélling-at 130 points), complainants would have made a single.
30-point pﬁofit, rather than an Aggfegate 74—point'profit; wouid

have collected a total net premium of $2,268, rather than an

11



7 aggfegate net premium of $4,830; would have paid just $1,416 .in
:commissions, rather than'$2;509 in commissions; and thus would
have reélizedna‘hypothetical net profit of $1,252, rather than the

aggregate net profit of $2,321. 1In other words, ‘while Coates’

B  fecOmhendation'tb'exit and then re-enter the same market generated

an additional $1;093‘in COmmiSSions cdmpéfed‘to this hypothetical
 tradé, it also generated'an_additional‘$i,661 in net profitsﬂfor'
cdmplainanﬁs. | |

| For the first 19—cen€_crude oil'put.ﬁrade,,the comp1ainants

bought the puts at 60 points on June 5, and sold the puts at 69

- points on June 6 (for a 9-poiht profit). Although the second 19-
cent crude oil put was initiated the néxt day,'it cannot be fairly

characterized .as a fraudulént in-and-out trade, because it was

initiated after a dip in the market, at 49 points.

. Copper Day Trades
12._'The last two trades_were day trades in the copper futures
contract. Hamidi’s testimony = about the <copper trades 'was
undermined by inconsistengies, especially where he inexplicabiy
reversed his testimony about whether Coates had discussed using a
$2,§00 loés limit. [Coﬁpare testimony at page 119, to testimony at
~page 124 of hearing transcript.] 1In CDntrast,‘Cqétes' testimony
was more consistent, and he credibly testified that the cépper_
trades were Hamidi's idea. [See pages 114-134 of hearing

transcript.]
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Allégédly Unauthorized Trade

13.'Comp1aihants claim that the purchase of‘ten‘lg-cent Augﬁst
crude oil puts on June 5 was unauthorized. 8/ However, in llght
of the fact that complalnants falled to: protest thls trade and
continued to trade ‘with Coates, and eonsiderinq that COates gave .
credlble testlmony explalnlng thls trade, the unauthorlzed tradlng:

clalm is unconv1ncing [Pages 93-101 hearing transcrlpt.]

conclusipps

To pfoVedchurning, complainants ﬁuSt Show.(l)'that.coates
controlled the 1eve1 and frequency of trading, (2) that the overall
level of tradlng was exce331ve in llght of their tradlng
objectlves and (3) that cGates acted with 1ntent to defraud or in
dreckless dlsregard of thelr 1nterests. See HlnCh V. Commonwealth
2F:nanc1al Group, Inc.,., [Current Transfer Binder] Comm. Fut. L.
Rep; (CcH) §27,056 (CFTC 1997). Here,.the only trade executed |
pursﬁant to tﬁe power of attorney was the final closihg trade.
Thus, complainants must show that Coates had‘de facto control aver
the trading activity. TheICOmmission hae.identified the following
factors tending to show de facto control: (1) a lack of custonmer
sqphietication; (2) a lack of prior commodity trading experience
rby the custémef and a‘minimum of time devoted by the customer to
‘the tradi'ng in the account; (3) a hlgh degree of trust and
confldence reposed in the broker by the customer; (4) a large

percentage of transactions entered into based on the recommendation

8/ fThis trade, offset the next day, generated $592 in commissions
and $308 in net profits.
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of the broker; (5) én absence of prior customer approval for
tranSACtipns‘entéred'into on his behalf; and. (6) a customer;s
approval based on advice that is not ‘ful-—i, truthful and accurate.
- Id. Here, the_weightfof £héfévidehce.does n0t~esfab1ish'that,-by
;their"cqnduét; complainants_Sufrenderéd'tc-Coates the effective
'éonﬁfol-df the 1eve1_aﬁd freﬁuency of trading in their account.
Although Masouem and Hamidi were both young and without any ?rior
”cammédity_experience, both are intelligeht and well-read. Hamidi
" had obﬁained“a Series'f license, had four years experience trading
Vst0cks and one—and+a.half_years,experience tréding stock options,
| and underétoad}thé basiclmechaﬁics of trading options. _Maéouém_and.
eépecially Hamidi devoted a_subStahtial ambunt_of their time to thé
acdount, either:visiting coates.offide or spéaking‘to‘him every daj
_or even twice a day. While Hamidi relied on Coates to select
specific coﬁtracté énd to'monitér'open positions, COmpiainants
suggested the’markets in which they wished to‘speculate and failed
_to show that the Coates’ responsive advicé was incomplete,
deceptive or inaccurate. In:theSe circumstances, compléinants have
failed to establish that Coates cpntrolied the-trading, and thus
their churning claim must fail. |
.Finally, compiainants have failed to establiéh that Coates
made any unauthorized trades or that he'otherwise‘defrauded them

during the opening of the account.

ORDER
No violations having been shown, the complaint in this matter

is DISMISSED.

14



Dated February 26, 1998.

Philip 4. Mccuire,
Judgme'nt Officer
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