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The fraud, misrepresentation, unauthorized trading and churning claims that 

dominated the securities litigation landscape from the 1970’s into the 1990’s comprise a 

very small portion of the current securities cases and are generally ancillary to the 

“suitability” claim. Suitability claims do not rely on formulas and provide a “beauty-is-in-

the-eye-of-the-beholder” claim. Without hard and fast rules such as are required to establish 

a churning claim, the size of the loss (and sometimes the degree of sympathy an attorney 

can generate for his or her clients) is, unfortunately, the determining factor in whether a loss 

turns into a lawsuit. And, since the loss has occurred, the case is always one of Monday-

morning-quarterbacking. When the name of the game was fraud, misrepresentation, 

churning or unauthorized trading, the line in the litigation sandbox was clearly definable: 

Follow the rules and there was no law suit.  Today, that rule no longer holds true and 

brokers must understand the concept of suitability and think defensively. 

 The stated investment objective must correspond to the activity in the account. If, 

for example, there is to be technical trading, the use of options strategies (other than 

covered calls) or margin in an account, even if they comprise a small portion of the overall 

strategy, speculation must be first or second investment objective.  Similarly, an account 

with a number of securities that do not pay dividends must have an investment objective of 

at least growth and sometimes aggressive growth. If an account has its primary or 

secondary investment objective as income, it had better be producing a reasonable amount 

of income.   

 Concentration is another factor that increases risks and is the frequent subject of 

suitability claims.  Over-concentration can occur as a result of investing in a security, an 

industry or a sector as well as the “type” of security such growth stocks, small cap or high-



 
 

                

yield bonds, for example. There is no hard and fast rule for what constitutes an over-

concentrated position or account but 15% in a security or 22-27% in an industry or sector 

has been sufficient to sustain damage awards.  Combining concentrated positions and 

margin is deadly mix to a regulator. 

 Most importantly, just because a customer, for example, wants to speculate does not 

mean that the customer should speculate. Thanks to the NASD’s suitability rule, brokers 

are indeed their customers’ keepers.  The question is not what the customer wants to do but 

rather what the customer can afford to do. Investment objective is only one of the factors in 

the suitability matrix and it is the least important one. And, “financial situation” means not 

the customer’s net worth but rather his or her economic needs The NASD and SEC 

disciplinary decisions are rife with situations where the broker was severely sanction even 

though the activity in the account was precisely what the customer wanted to do but could 

not afford to do. In fact, even in instances where the customer understood the risks and 

participated with the broker in the strategy, the broker has been held responsible. 

There is no secret formula or simple answer to what may or may not be viewed as 

“suitable” from the hindsight of a terrible market when a customer suffers substantial 

losses. What may be unforeseeable today becomes imminently predictable from the vantage 

point of tomorrow.   However, an awareness of what the industry considers the range of 

proper asset allocation for various customers is the first line of defense since the industry 

has proclaimed that asset allocation is the single most important factor in determining a 

portfolio’s success. 



 
 

                

The Importance of Asset Allocation 

As Merrill Lynch has declared, asset allocation is “the most important determination 

of portfolio performance,” even more important than security selection: 

 

As New York Life explained: 



 
 

                

 

And American Express agreed: 

 



 
 

                

As Smith Barney noted: 

 



 
 

                

What is proper asset allocation?  The following generic classification by Merrill 

Lynch is pretty much the industry standard for the stated investment objectives: 

 



 
 

                

The quality of the security is as important and sometimes more important than the 

allocation between equities, bonds and other investment classification. Again, the Merrill 

Lynch risk pyramid follows the industry stand: 

 
 



 
 

                

Asset Allocation Models 

A.G. Edwards provides similarly specific guidelines: 

 
 
 

 

 

 



 
 

                

 

And, more specifically for the moderate portfolio Smith Barney recommends: 

 



 
 

                

Morgan Stanley Dean Witter: 

 

UBS/PaineWebber: 

 



 
 

                

American Express: 

 



 
 

                

Fidelity: 

 

 

 

 

 

 



 
 

                

AmSouth Bank: 

 



 
 

                

UnionBanc: 

 

The importance of shifting assets to more conservative, income producing securities as the 

customer approaches retirement is crucial and can be difficult especially if the customer has 

enjoyed success in the more aggressive investments or strategies which now become open 



 
 

                

to criticism as he or she approaches retirement age. As Edward Jones illustrates safety now 

becomes increasingly preeminent: 

 

Fidelity recommends, short-term treasury or corporate instruments and bonds must 

dominate the allocation as the customer nears retirement: 



 
 

                

 

These asset allocation guidelines hold equally true for accounts invested in mutual funds as 

illustrated by Morgan Stanley’s guidelines for such accounts: 

 


