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By Kevin Kulling, J.D.

A federal court has dismissed a complaint that alleged Scottrade routed certain orders to trading venues that
offered the biggest kickbacks, in violation of the discount broker’s duty of best execution. The court concluded
that the alleged misconduct occurred in connection with the purchase or sale of covered securities and was thus
precluded by SLUSA (Lewis v. Scottrade, August 29, 2016, Ross, J.).

Alleged violations. The complaint was brought by Nicholas Lewis, a client who placed non-directed standing
limit orders with Scottrade. Lewis alleged that some trading venues offered kickbacks to brokers, like Scottrade,
who directed their clients’ orders to the venue. Under this "maker-taker" arrangement, Lewis alleged, some
trading venues paid brokers a "rebate" when they route or "make" a standing limit buy or sell order to the venue,
charging a "taker fee" to brokers that take the order.

According to Lewis, Scottrade had a duty of best execution buying and selling stocks, bonds, options and
other assets on behalf of its clients. He claimed that in all instances a broker’s duty of best execution required
the broker to put its customers’ interests ahead of its own and to use reasonable diligence to ensure that the
customer receives as favorable of a price as possible.

According to Lewis, the trading venues that offered the largest kickbacks also tended to offer the lowest
execution quality, i.e., orders that were executed at prices that were less advantageous for clients.

Class action claims. On behalf of a putative class, Lewis sought to assert three state-based claims against
Scottrade. He alleged that the conduct violated the Missouri Merchandising Practices Act (MMPA), constituted
a breach of fiduciary duty arising out of Scottrade’s failure to act consistently with its duty of best execution, and
resulted in unjust enrichment.

SLUSA. Scottrade brought a motion to dismiss the complaint, arguing that the claims were precluded by
SLUSA. At issue in the case, the court said, was whether Lewis’s complaint alleged that Scottrade made a
misrepresentation or omission or employed any manipulative or deceptive device "in connection with" the
purchase or sale of covered securities.

The court said that SLUSA’s "in connection with" requirement suggested that there be a connection between the
misrepresentation or omission and a decision to purchase or sell covered securities, and that the misconduct
made a significant difference in somebody’s decision to purchase or sell a covered security.

Court holding. The court concluded that the action was precluded by SLUSA because the gravamen of the
claim was that Scottrade engaged in deceptive conduct in relation to its order routing practices. At their core, the
court said, Lewis’s claims were based on his allegation that Scottrade failed to disclose that it was violating, or
at least operating under a conflict of interest in relation to, its duty of best execution. The court further conduced
that the alleged misconduct "not only coincided with the purchase or sale of covered securities," but was also
material to the decisions of Lewis and class members to buy or sell securities through Scottrade.

Here, Lewis’s claims all involved allegations that Scottrade’s misconduct in order routing caused them to obtain
less competitive prices for their securities, the court said. Scottrade’s failure to disclose that it was not achieving,
or seeking to achieve, best execution, while generating revenue for itself, would induce customers to trade with
Scottrade, and was material to every purchase or sale of a covered security through Scottrade.
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The court thus concluded that the gravamen of Lewis’s claims was that Scottrade failed to disclose that it was
operating under a conflict of interest with regard to its order routing process or that it was not achieving, or at
least approximating, best execution; and that the alleged misconduct occurred "in connection with the purchase
or sale" of covered securities.

The case is No. 15-cv-01255.

Attorneys: Ashley R. Rifkin (Robbins Arroyo LLP) for Nicholas Lewis. Brandi Lynne Burke (Thompson Coburn
LLP) for Scottrade, Inc.

Companies: Scottrade, Inc.
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