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< Abstract >

Investors, who lack the experience and the knowledge for
making investment decisions, chose to entrust the decisions to
a securities firm who will conduct discretionary trading on
their behalf. There is, however, a risk of the securities firms
betraying the trust of investors and engaging in churning in
order to increase their brokerage commissions. "Churning" is
regarded as a breach of fiduciary duty in Korea. Thus, brokers
who engage in such wrongdoings are sanctioned and
discretionary trades, the root of churning, are also strictly

regulated.

Despite various regulations, however, covert discretionary
trading still takes place and often results in churning. Thus,
ex-ante and ex-post measures need to be put in place to
enable investors to recover losses incurred by churning.
Although strict prohibition of discretionary trading is being
discussed as an ex-ante measure, and civil recovery for
victimized investors as an ex-post measure, there is insufficient
legal basis to adequately respond to churning. Consequently,
the lack of legal remedy available for betrayed investors, and
the lack of adequate civil sanctions that can be imposed on the
brokerage firms or their employees, can potentially undermine

confidence in the securities industry.

Therefore, jurisprudential study is necessary to establish the
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elements of churning and to provide effective civil remedies to
the victims. This paper will provide the comparative legal
analyses on regulations of churning among U.S., Japan and
Korea, which is an area of brokerage business that has the
largest potential for conflict of interests. The paper will also
examine reasonable improvement measures to enable ex-ante

prevention of churning and ex-post recovery of investors’ losses.

Such discussions lead to the following conclusions as a way
of improving the system. First, there must be efforts to
quantify the criteria for determining "excessiveness." Currently,
the Korean court has overly comprehensive criteria for
determining churning. Such comprehensiveness gives rise to
ambiguity when applying the criteria to specific churning
claims. Thus, we need to review in detail the leading
quantitative analysis tools, such as the turnover ratio,
commission equity ratio and frequency of in-and-out trading,

and try to present prima facie objective criteria.

Second, there must be a legal basis for limiting subjective
elements to scienter. The Korean court applies tort liability as
prescribed by Article 750 of the Civil Act to churning cases.
Unlike other tort liabilities, negligence is not considered and
only scienter is considered as a subjective element. The court,

however, is silent as to the underlying reasoning. If churning
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is to be addressed as a tort liability under Article 750 of the
Civil Act, there should be a specific basis for limiting the

subjective elements to scienter.

Third, the investor’'s burden of proof should be lessened.
Currently, the Korean court does not adequately protect the
investors, because it requires the investor, the plaintiff, to
directly prove scienter through specific evidence that the
securities firm engaged in churning. Individual investors are in
a disadvantageous position compared to securities firms as they
lack the ability to collect and analyze information. Requiring
the investor to prove that the securities firm engaged in

churning for self-interest may be too burdensome.

Fourth, there is a need for formula for calculating damages
in a way that is fair to both the investor and the securities
firm. There is insufficient research on ways to identify damages
of the investor as a result of churning and to calculate such
damages in a certain standard formula. The Supreme Court
currently applies the out-of-pocket model for assessing the
damages. It is difficult, however, to exclude non-causal factors,
such as the ups and downs in the market. Furthermore, when
there was even a slight amount of investment gain, the Court

assumes that there were no damages.
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Last, information disclosure on securities firms and their
employees should be strengthened. If investors can easily
access to the information on securities firms and employees
who were sanctioned for unlawful acts, they will be able to
make informed decisions and be careful when considering
opening the account with such securities firms or employees
who are likely to engage in such unlawful practices. To this
end, information should be disclosed as to the sanctions
imposed by self-regulatory organization as well as those

imposed by government-regulatory.
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