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IHITI&L DECISION

~ Complainants’ 1principa1 -allégation:'is that coates churned
their aécount, They aiso_allege that'cbatés made an unauthorized
trade, and made f$1sé and deceptiﬁerstateméhts dutihg_the'acddunt

”spiicitation. Coates étfong1y-dénie$ the allegatibnsQ
| The‘findings.and bénélusionS‘below are based on the parties’
' docﬁméntary ~submissions fand oral testimony, and reflect my.
detérmination that Coates’ testimdny~was generally more éredible
- and piausible; All dates are in 1996, and amounts are rounded to

the nearest dollar.

Factual Findings
The Parties:
1. William Coates was the branch manager of American_Futures

Group’s Irvine, california branch office,l/'and- acted as

1/ mmeriean 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’ aecdunt executive. [Page 14, Hearing Transcript.]
2. Pejmaﬁ'Hamidi;'a resideht of Irvine, California, for 15
years, opened a 301nt account with Shahyar Masouem on May 20, .1996.
At that time, Hamldl was 22 years old, had obtained a Serles 7
license to'deal stocks and mutual funds, had’four years'“experlence
trading stocks'and;Oneiand?oﬂe—helf years' experience trading stock
‘ options, end'uhderstqqd the basic mechanics of trading’options. In
| addition, Hemidi'.reguiariy__read “the Wall Street Journalrjand
| 'Bu.s._i_ness Week, and regularly vieved CNBC. with that background,
despite ‘Hamidiis. relative fouth and.:lack of experience with
commodity futures or options, he could not be considered an
.unsbphisticated.investor. At the time.bf the hearing, Hamidi wae
attending his,seeend year of college. [Pages 6~10, and 55-56 of
HearinQ_Tranécript.]e‘ M . |
| At the time of thé acebunt openinq,  Shahyar Masouem, a
‘resident of Irvihlecr 12 years,'was 24 years old had,a.bachelor.
of 'science -degree in ecology, and had limited investment
ekpe:iende. {Pages 12 14, Hearlng Transcrlpt }
Neither side presented particularly compelling testimony
'regarding_Hamidi?suahd'Masouem’s financial'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

i/ (...contlnued) i

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 alsc 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 $10Q;000. Complainants assert that they vastly
| exaggeratedz the_Se figures at Coates’ instig:ation, and that they. had
to borrow fxr'noney from a 'friend "to 6p'en the account. 'Howevef, they
| have produced no rellable ev:.dence establishing thelr true actual
_ ‘:1ncomes and net worths, and thus have failed to show that the
J.nformat;on _they put in' the a_pplicaticn was inaccurate. In
' 'c_ont'r'ast_, -Coates-t_esti_fied that Haﬁidi and Masouen ‘held _themselves
out as young men with access to considerable sums of money, and.
that he did not suggest or urge them to supply erroneous
infjcrrm'a_tion-.‘ I jh'ave_ cred_ited 'Coates' testimony en this matter.

'[See'pages‘19420, énd 34-37 of hearing transcript.]

The Account Opening and the Initial Trading Strategy '

| 3. In May of 1996, Ham:.dl -and Masouen belleved that the price
of'c_rude oil was abo,u_t t_o drop.r They.based thls belief on a CNBC
nev}s b‘roadcast’ antic'ipating"a United Nations decision to‘ permit
.Iraq to renew eil exports, on discussions with their relatives in
Iran, and on a_'non-AFG te_levisi'on advertisement. Complainants
simﬁlyipicked‘AFG out of the "Commodities" section of the local
) -busines-s 'telephone dire&tory, and arranged a meeting with Coates at
' the AFG offices on May 20, 1996.

Camplalnants explalned to Ccates that they expected the United
Natlcns to permit Iraq to increase the crude oil supply and thus
vdrive down the price. Coates thought that cbmplainants' assumption
was reasonable, but told them that the Ii.N. announcement was
‘scheduled for later that day, and that if Hamidi and Masouem
: interided to take advantage of the market’s reaction to that
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particular .e_vent, ‘they obviousiy had to act guickly by opening the'
account and purchasing the appropriate options. COmpl-ainants.
- concurred, reviewed and sigﬁed the various account-opening
| doéuﬁents',_ and promised to bring in a check the next day to cover
tﬁe_ 'dption' pﬁr-dhas’.e . .N‘otwithstand.ing these hurried ¢ircumstances,
complainants unc‘lefstoo_d that ‘they could | lose . their entire
i.nvéstmen_t_ . | | | | |
o Coates adv:i.s'-e.d gﬁ_oinp_lainants that the nearest -unieaded gasoline ‘
contracf. “ thé:'-:fﬁly contract which expired June 21 -- would be
the mbst sensiti\.re:to’the Uﬁ:‘_.ted _ﬁations‘ announéeméﬁt, .a.nd thus_ thé
_.'mo's't apprbpriate_ to implement éomplain_anté' short4term stratégy.
Hamidi initially insisted that they_ buy puts with 62 or 63 cent
strike pric'e‘s;_ because he bélieve_d. that gasoline was trading
b’etwéen 65 and 66_. However, Coa-ﬁes checked his screen and told
them ‘_that. it was rcurrentl.y_ trading lower, and thus reconmended that
\ Haini_di purchaSe'pﬁts._ with a 59 strike‘price. Hamidi and Masouem
the'n'auj:hor'izel‘d‘ th_é purchase of i_s July unleaded gasoline puts with
a 59-cent strike pricé.. The total cost of the options was $9,072,
~including about $1,500 in commissions. [Page 1 of complaint;
second page of answer; pages 9-11, 18-21, 23-29, 34-36, 41-43 of
hearing transcfipt.] | o
4. Complainants assert “that cQates made a variety--of false
statements to 1ﬁre thém iﬁto opening the account. First, they
assert that he claimed f,hat he had been a government wit_ness
against Ken White and Jack Carl. However, Coates convincingly

denied this assertion and testified that it would have been



iudicrous for him toﬂtestify against the'firm (Jack cCarl) that
_cleared AFG’s3 trades or against a man (Ken White) of whom neitﬁer
" he nor complainants hadieﬁér_heard..'Secoﬁd}'complainants assert
that COatés:‘tautéd. tﬁe' fact that AFG was the only futures
'¢'ommi__ssion | me,réhani: in southern’ Caiifdrnia' “and | couldf more
efficientiy_exécﬁte’ofders'than an independent iniroducing'b:oker.
"Hdwéver, complainaﬁté.ﬁrbduceé.no evidence that AFG was not the
ohly FCM operating braﬁChes ih-séuthern California or thét these
.statemeﬁts 'were' méterially'"misleading. " Finally, coﬁplainants
--aésért‘that COaﬁes‘shoﬁéd theh‘Charts shdwing profitable trading by
 his clients..' Howevér; complainants'never Snght'production_Of'
these charts 6r”des¢ribed them in suffiéientrdétail to establish
that they were misleading aBQUt'Coétéé’jexpertise or pefformance.
“in éontrast; Coates credib1y testified that the charts showed
'prOfitabie‘and unprofitable trading and reflected actual,‘and
.fépresentative, fradin§ results in a ﬁariety of markets, none:of
which involved petroieum prodﬁéts. [Pages 15-17; 22-28, 34-39, 54—

56 of hearing transcript.)

Trading Activity

5. .On May 21, complaiﬁants deposited a total of $9,000, all
of which they ultimately 1ost.. During the life of the account,
‘complainénts wouid pay a total of §7,019 in ‘commissioné and

fees.il 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 is a summary of trading in complainants’

acedunt:’
: Net Premium
e SR Collected =
In Qut  Description - or (Paid) = Commissions
'55;20  5-30 18 Jul. gas. 59¢ puts ‘$2,§4a $(1,502)
‘5—39\,“6404 .10 Jul. cfudevzd¢ calls 1,600 (842)
5f3i, 6&12 -lo‘Jul. corn spreaé‘ .'_‘ . 90 (1,681)
:‘6-04_  6-¢5“  13 Jul. gas. 59¢ puts '_2,134 o (1;693).
fsfné  6-06 10 Aug. crude 1g¢'puts' 900 L (se1)
6-07 6-17 17 Aﬁg. crude 1s¢/19¢ _ | '
: ‘ o put spread (4,550) (1,700)
6-10  6-10 5 ul. copper futures  (2,688) - (276)
6-12' 6*12" ‘ 5'3&1; cbpper futures (1,850) o (276)

.Control of Tradlng Acth;ty

- 6.-: Both sides agree that Coates consulted w1th complainants
1before 1n1t1at1ng each trade, with the exceptlon of the crude oil
trade on June 5, which complainants claim was unauthorlzed, and the
"_1iq_ui<-iati._6n on June 17, which was done pursuant to a power of
‘attorney Signed by.complainants on.Jﬁne 12. [See pages 45-46, and
126-139 of hearing transcript.] Coates credibly testified thét for
- all of the trades Hamidi first brought up information he had read
- or heard about the particular market and Coates then suggested a

trade'désigned 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. {See pages 50-67, 86-88, 113—114,.and‘115 of hearing
itranSctipt.] Compleinants assert that they felt "uncomfortable®
and  “"reluctant" in .cbﬁnectieh,‘with. ceates' ;recommended' spread
 _transectioﬁs, beeause they found the.spread strategy'qompiicéted.
.Heﬁeﬁer, comp1ainanfs“never ihforﬁed Coatés about any discomfort,
reluctance or inability to understand the spfeads. [See pagesxsze
54, 60 75- =77, and 106-108 of hearlng transcript ] |

- ‘7.‘ Both sxdes also agree that COates spoke to complalnants
every day, sometimes tw1ce a day,_ at least ‘unt11 June 17.
Tfpically, both complainants would ‘be present for meet:mgs at
.'Coétesf efflce, but Hamidi sometlmes spoke alone with Coates over
'the ﬁhane;"Masouem‘received the coﬁfirmation end monthly account
Stateﬁents and the mergin call notices, and regularly consulted
With Hemidi.. [Page 30 offhearing_trahscfipt.] Hamidi was not
 feviewing_the.account statements, but complainants do,not'allege,:
and have‘bfoaﬁced no evidence, that Coates was dﬁare of this. [See
pages 15, 29-34,'46-49, 57-59, 62, 65-68 of hearing transcript.]
Neithér'complainant informed COates:of any difficulty”understan&ing'

the account 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 tradesrresulted in a debit closing cash balance: May 20

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



($519); and June 10 ($3,482); and June 12 (%2,096).4/
3ﬂoWever,*with the exception Of the very first day, the account
talways had a p051t1ve llquldation value  in Support of 1ts open
_'optlon pos1tlons. ‘ |

| | _Coates credlbly testlfled that for each trade he had sllghtlyj'
' overspent the account after Hamidi had 1nstructed Coates to commit
g”as much of the funds as possible and had promlsed to cover any
deficit. [See pages.29-34 86-89 of hearlng transcrlpt 1 - Also,
"Hamldl testlfled that Coates accurately reported the net profit or
}‘loss for each completed trade 'and Masouem testlfled that he could
ascertaln the account balance from the account statements. In
.these c1rcumstances Ham1d1 s assertlons that Coates had concealed
or obscured the exlstence of debit balances on various dates Q~ by
falllng-to report the debit balances, bylfalllng to estlmate.the
" purchase costs for the tfades, or by failing to report the £i11
:costs for the trades —-- were not credible. [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, on May

4/ As a result of the resulting cash deficits, 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 complainants 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 charged complainants’
. deficit to Coates’ branch office. See pages 88-89 of hearing
- transcript. Coates has not counterclaimed for the debit balance.



30. ,oh May_zo; the U.N. had'méde the widely expected‘announcement',
‘théi it was allowing Irag to resume oil_expdrts. Although the
market did not feagﬁ as dramatically as expected by Hamidi, Masocuen
and Coéﬁes; the value of the gasoline puts aid gradually increase
between May 20 aﬁd‘MaY‘BO,‘ During this time, Coates. spoke evéry,
day.'wifh' Hamidi and Masouem. -On . May 30;"Cdates' édviSed
complainants to sell the gasoline puts,,because_he thought that
they“had peaked;-'Hamidi\ahthorized the sale of the gasoline puts,
 and_£ea1izéd é;nét_ptéfit of approximately $1,230.2/ [Pages'45-
49 of the hearing transcript.]
'Cgates then sugdested that compléinants speculate in short-
'  term p:ice‘SWings inﬂother'markets, using a short-térm'trading
sttateqy.él. '_ At this point, ‘COmplainants were  apprehensive,
paftly because their initial,strategy df speculating on the Uﬁited
Natiohs anncuncemént had already played.out, but they decided to
~ continue _follcwing' Coates’ advicé because he had successfully
iﬁplemented that strategy. Hamidi then authorized the purchase of
crude oil calls. [See pages 49-59,A 63-64 and 86 of hearing
transcript. ] |
7 10. The initiation of the corn spread on May 31, resulted in
a $751 debit balance and arnmrgin call noﬁice. According to

complainants, Coates had failed to disclose the existence of the

5/ The s59-cent puts had .been bought at $1.00, and were sold at
$1‘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 deficit,‘and theréafter on June 4, adviSed them,to sell the
20—cen£ érude-oil cails_merely to satisfy the margin call, and not
for the réaSOn he stated: that "their:profit had . maxed Qut."'
- However, Coaﬁes~convincing1y téstified that Hamidi had asked to
commit as_ﬁubh of the acédunt eqﬂiﬁy as_possible for‘ihis‘trade,
and_assuréd_COateé that he would déposit additional funds if the
‘account was slightly overspent, as Coates had warned_might happen.

Moreover, the price history of the 20-cent crude oil" call

o ‘establishes that Coates was correct about the crude contract maxing

"out'bedausé it in fact did hit an iﬁterim high of 61 points on June
4 -- éoihcidentaily’the saie'priCelfOr gomplainants! options -- ahd -
-thén dropped and'mostly‘traded bélow-the purchase price ﬁntil the
expiratiqﬁ .daté.l/_ .[See pages. 71-82, and  85~89 of 'hearinq'
transcriﬁt.] | '
| Complainants’ also .éiéim that Coates misrepresented the
estimated profit on this trade. According to compléinants,_Coates'
prOmised é “nice‘prbfit, somewhere'in the neighborhood of-$900,
'[but'thati the profit received was nowhere'near.[that} figure."
'ﬁOWever, the ‘account statements establish that complainants
collected a net premium of $i,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

Z/ official notice is hereby taken of the price history which the
undersigned obtained from the CFTC Division of Economic Analysis.
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span.  The first set of apparent in-and-out trades involved the
sale df the 59-c¢nt July unleadedugasoliné call on May 30, and the
‘re—purchase,of'the same call on June 4. The second set of apparent
in-and-out trades involvéd the sa1é of the 19-cent August crude oil
put on_Jﬁﬁe 6; and the fe—purchase of the same ﬁut the next day as -
part 6f a'spread‘tranSaction..'HoweQer, upon closer inspegtion, it
is Glear that neither of ‘these trades were made to generate
cdmmissions. - |

Fbr the first 59«¢ent_gasoline put trade, the complainants
bought the puts at 100 points on May 20; sold the puts at 135
points on May 30, for a 35?pqih£ brofit; collected a total hei'
‘ _premium'6f $2,646; and paid $1,416 iﬁ.commissions. For the second
59-cent gasoliné put trade, the complainants: bought the puts at 90
_ points_oﬁ‘June 4; sold the puts atjl?&;péints oﬁ June 5, for a 40~
peint profit; collecﬁed é;total.net pfemium:of.$2,184; énd paid
§1,093 in commissions. For these gasoline trades: - complainants
ﬁadé én aggregate 75-point profit; collected an aggregate net
 premium of $4,830; paid an aggregate total of $2,509 in
';cdmmissions; and‘thus realized an aggregate ﬁét profit of $2,321.‘
| Complaihants realized‘significantly_better réSulﬁs ﬁith this active
short-term trading;'than if they had held the pbsition straight
‘throughrfrOm May 20 to June 5. If complainants had merely heid the
initial 18 contracts from May 20 to June 5 {buying at 100 points
énd selling at 130 pdints),.complainants would have made a single
30-point profit, rather than an éggregate 74—point'profit;_ would

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

11



aggregate net premium of $4,830; would have paid just $1;416 in
acommissions, rather'than $2,509 in commissions; and thus would
have reallzed a hypothetlcal net proflt of %1,252, rather than the
agqreqate net proflt of $2,321. In other words, whlle Coates”
drecommendatlon to exit and then re-enter the same market generated
an addltlonal $1 093 in commissions compared to thls hypothetlcal
_ trade,_lt also generated,an addltlona1_$1,061 in net profits fort
complaihants. |

_ﬁor_the'first 19-oent crude oil put.trade,'the'complainants
:bought the puts'gt_gg points on June 5, and sold the puts at 69
':poihts on June 6 (for a 9-poiht profit). Although the second 19-
cent crude 011 put was 1n1t1ated the next day, it ‘cannot be fairly

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

1n1tiated‘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 testlmony about the copper trades was
undermined by inconsistencies, especially where he inexplicabiy
‘,reversed his'testimony about whether Coates had discussed ﬁsing a
$2,§00 loss limit. '[Coﬁpare testimony at page 119, t0»testimony.at
~page 124 of hearing transcript.] In contrast, Coates’ testimony
was more cohsistent, and he credibly testified that the copper
trades were Hamidi’s idea. [See ‘pages 114-134 of hearing

transcript.]
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Allegedly Unauthor;zed Trade |
13 COmplalnants claim that the purchase of ten 19-cent August
crude oil puts on June 5 was unauthorlzed 8/ However, in 1lght‘
of the fact that complalnants falled to: protest thlS trade and
_continued to trade‘with'Coates, and considering that Cbates gave
credlble testlmony explaining this trade, the unauthorlzed trading

'  c1a1m.is unconv;ncing, [Pages 93~ 101 hearing transcrlpt ]

COnelusions

' To prove churhing, complalnants must show (1) ‘that Coates
~ controlled the level andtfrequency of trading, (2) that the overall
level of trading. was excessive in light of their trading
objectives* and (3) that Coates aCted with intent to defraud or in
reckless dlsregard of their 1nterests. See Hinchtv. Commonwealth
_F:nanc1a1-Group,-Inc.,., [Current Transfer Blnder] Comm. Fut L.
Rep,'(ctH) 27,056 (CfTC 1997). Here, the only trade executed
pﬁrsuant to tﬁe power of attorney was the fihal closiﬁg trade.
eThus,-complainants must show that Coates had de facto control'dver
the trading activity. The Commission has identified the following
factors tending to show de facto control: (1) a lack of customer
"sophistication; (2) a lack of prior commodity trading'experience
by the customer and a‘minimum of"tiﬁe devoted by the customer to
the tradi‘ng in the account; (3) a high degree of trust and
confidence reposed in the broker.by the customer; (4) a large

percentage of transactions entered into based on the recommendation

8/ This trade, offset the next day, generated $592 in commissions
and $308 in net profits.
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of:the broker; (5) an_abSence of prior customer approval for
‘tranSaCtions‘entered:into on his behalf; and (6) a customer’s
‘ approval based on adv1ce that is not full, truthful and accurate.
Id. Here, the weight ‘of the ev1dence does not establlsh that, by'
“their conduct, complainants surrendered to Coates-the effective
eon£f01 ef:the levei‘ahd frequendy of trading in their account.
-e'Although Masouem and Hamidi vere both young and without any erior
commodlty experience, both are intelllgent and well—read. Hamidi
had obtalned a Serles 7 license, had four years experlence tradlnq
 stocks and one—and -a half years experlence trading stock options,
.and-understood‘the bas1c_mechan1cs of tradlng options. Masouem and
especially.Hamidi devoted a substantial amount of their time to the
'accounf,eeithef visiting Coates office or speaking“to him every day -
or even twice a day. while Hamidi relied on Coates to select
_speclflc contracts and to monltcr open p051tions, compiainants
suggested the markets in which they wlshed to speculate and failed
' to show  that the Coates’ responsive advice wae incomplete,
~deceptive or inaccurate. In'theee circumstances, complainants'haﬁe
~failed to establish that Coates controlled the trading, and thus
their churning claim must fail.

Finally, compiainants have failed to establish 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.
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Dated February 26, 1998.

philip &. McGuire,
Judgment Officer
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