Email Note from Alan Parness – “Broker Aiding and Abetting Unregistered Securities – Klein v. Oppenheimer  3-24-06”
From: Committee on State Regulation of Securities [mailto:BL-STATEREGS@MAIL.ABANET.ORG] On Behalf Of Alan Parness

Sent: Monday, April 24, 2006 10:11 AM

To: BL-STATEREGS@MAIL.ABANET.ORG

Subject: Klein v. Oppenheimer, 2006 Kan. LEXIS 159 (Kan. Sup. Ct. 3/24/06)

Chick Braisted passed along the following to me.  I think many of you will find this decision, construing a clearing broker's joint and several liability for "materially aiding" an introducing broker's sale of unregistered securities, under old KS Sec. 17-1268(b), based on USA (1956) Sec. 410(b) [and in which the court rejected Official Comment 11 to USA

(2002) Sec. 509(g)(4), the successor to Sec. 410(b)], both interesting and troubling.  As precedent, the Klein case potentially makes all clearing brokers guarantors of their introducing brokers' compliance with Blue Sky laws, unless the clearing broker can successfully prove the affirmative due diligence defense under the statute (the case was remanded to the trial court for further findings on the due diligence defense).  Note, however, that the court also remanded to the trial court the issue whether NSMIA preempted the KS registration requirements as regards the only security sold to the plaintiff which wasn't found to be otherwise exempt under the KS law, so the clearing broker might ultimately escape liability on that basis.

Alan M. Parness, Esq.

Counsel

Cadwalader, Wickersham & Taft LLP

One World Financial Center

New York, NY 10281

Tel.:  (212) 504-6342

Fax:  (212) 504-6666

E-Mail:  alan.parness@cwt.com

----- Forwarded by Alan Parness/NY/CWT on 04/24/2006 09:57 AM -----

From: Michelle Clayton [mailto:MClayton@nccusl.org]

Sent: Wednesday, April 19, 2006 4:57 PM

To: Justin Vigdor; Seligman, Joel; Charles Braisted; Alan Baden

Cc: John M. Mccabe

Subject: FW: Kansas Supreme Court/USA(2002) Sec.509 Off.Commnet 11

Dear Justin, Joel, Chick and Alan:

I just received this information regarding a Kansas Supreme Court decision released late last month.  Things appear to have gone somewhat haywire in Kansas given this case and the amendment made to their USA this legislative session.  Please let me know if you have comments.  Thanks.

Best regards,

Michelle

Michelle Clayton

Legislative Counsel

National Conference of Commissioners

   on Uniform State Laws

211 East Ontario Street

Suite 1300

Chicago, Illinois  60611

(312) 915-0195

From: Minnerop, Henry F. [mailto:hminnerop@sidley.com]

Sent: Wednesday, April 19, 2006 3:35 PM

To: Michelle Clayton

Subject: Kansas Supreme Court/USA(2002) Sec.509 Off.Commnet 11

<<Klein v. Oppenheimer.pdf>>

Michelle -

Per our telephone conversation, attached please find the Kansas Supreme Court opinion in Klein v. Oppenheimer filed March 24, 2006. The case involves, among other things, a claim by a Kansas resident who purchased allegedly unregistered securities from his brokerage firm in violation of

Kansas Securities Act 17-1268 (a)   -   Kansas counter-parts to section 410

(a) of the Uniform Securities Act of 1956.

Plaintiff was a customer of LT Lawrence, a broker-dealer that cleared its trades through Oppenheimer & Co. The clearing broker executed the trades at the direction of  LT Lawrence and provided margin financing for one of the five purchases. The clearing broker did not solicit the customer's purchases and had no other involvement with the transactions. Based on these facts, the Kansas Supreme Court reversed the entry of summary judgment in favor of the clearing broker and held that the clearing broker had "materially aided" the sale of the securities within the meaning of KSA

17-1268(b) [USA (1956) Sec. 410 (b)] and, hence, was jointly and severally liable with the seller, LT Lawrence. The Court remanded the case to the trial court to give the clearing firm an opportunity to prove its affirmative defense of ignorance in spite of due diligence under KSA 17-1268(b).

In finding that the clearing broker had "materially aided" in the sale, the Kansas Supreme Court rejected Official Comment 11 to Section 509(g)(4).

That Comment states that "Under 509(g)(4), the performance by a clearing broker of the clearing broker's contractual functions - even though necessary to the processing of a transaction - without more would not constitute material aid or result in liability under this subsection. See, e.g. Ross v. Bolton, 904 F2d 819 (2d Cir. 1990)."

The Court, while recognizing that subsection 509(g)(4) of the USA(2002) corresponds with section 410(b) of the USA(1956), rejected the force of this comment because Ross was an "aiding and abetting" and not a "material aid" case. Thus, according to the Court, "Ross is not good authority for the principle for which it is cited [in the Official Comment]." Klein v Oppenheimer, slip opinion p. 19. The Court had found, in an earlier part of its opinion, that the clearing broker had not aided and abetted the seller in the case under KAS 17-1268(a). The Court noted that the scope of "material aid" liability was broader than the scope of "aiding and abetting".

In rejecting Official Comment 11, the Court followed the suggestion of the purchaser's counsel in this case, Joseph Long, who stated in his brief that "[f]rom the author's personal knowledge, he knows that the Drafting Committee could not agree to include the restriction { in the Comment on clearing broker liability] in the actual statutory language. The Securities Industry Association, a trade group to which all the clearing brokers belong. has been worried about suits like the present one for a number of years, so, at the last minute, it suggested the language in the Comment in an attempt to influence this and future cases." Brief of Plaintiff/Appellant pp. 28-29.

On Aril 14, 2006, he clearing broker filed a motion for rehearing before the Kansas Supreme Court, arguing, among other things, that the Court misconstrued the Official Comment and that the Comment's citation to Ross v. Bolton was intended to underscore the uniformity and concurrence of federal and state securities law liability standards as regards the routine operations of clearing brokers pursuant to standard clearing agreements.

Please do not hesitate to contact me if you have any question.

Henry F. Minnerop

Sidley Austin LLP

787 Seventh Avenue

New York, NY 10019

212-839-5555

Fax: 212-839-5599

hminnerop@sidley.com
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