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Suitability: The Customer, Their Objectives and Firm Procedures 
Wednesday, November 11 
2:15 p.m. – 3:15 p.m. 
 
Join industry panelists and FINRA staff as they discuss how small firms are complying with suitability 
requirements. They share small firm approaches to, among other things, obtaining and analyzing 
customers’ investment profiles, performing reasonable diligence and training on securities products, and 
effective and deficient supervision of suitability practices. FINRA panelists also discuss possible 
compliance challenges that firms face. 
 
Moderator:  James Wrona 

Vice President and Associate General Counsel  
FINRA Office of General Council 

 
Panelists:   David Martin 
 Chief Executive Officer and Chief Compliance Officer 

Keystone Capital Corporation  
 

 Han Nguyen 
Examination Manager 
FINRA Los Angeles District Office 
 
Raymond Smith 
President 
Smith Brown & Groover, Inc. 
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Suitability: The Customer, Their Objectives and Firm Procedures Panelist Bios: 
 
Moderator:  
 
James S. Wrona is Vice President and Associate General Counsel for FINRA in Washington, DC.  In this 
role, he is responsible for various policy initiatives, rule changes and litigation regarding the securities 
industry. Mr. Wrona formerly was associated with the law firm of K&L Gates LLP, where his practice 
focused on complex federal litigation. He also previously served as a federal law clerk for the Honorable 
A. Andrew Hauk of the United States District Court for the Central District of California (Los Angeles). Mr. 
Wrona is a frequent speaker at securities and litigation conferences and author of numerous law review 
articles, including The Best of Both Worlds: A Fact-Based Analysis of the Legal Obligations of Investment 
Advisers and Broker-Dealers and a Framework for Enhanced Investor Protection, 68 Bus. Law. 1 (Nov. 
2012); The Securities Industry and the Internet: A Suitable Match?, 2001 Colum. Bus. L. Rev. 601 (2001). 

Panelists: 
 
David Martin is the CEO and Chief Compliance Officer of Keystone Capital, a FINRA member firm and 
SEC-registered Investment Adviser. Mr. Martin is responsible for the oversight of registered 
representatives; implementation of compliance policies, procedures and controls; and day-to-day 
operations of the firm. Mr. Martin maintains FINRA Series 7, 24, 66 and 99 licenses. In addition to his 
responsibilities at Keystone, Mr. Martin is a partner at Monahan-Roth, LLC, a securities consulting and 
expert witness firm. He obtained the FINRA/Wharton Certified Regulatory Compliance Professional 
designation in 2010.  

Han T. Nguyen joined the NASD in October 1995. She was previously employed with T. Rowe Price 
Associates, a mutual fund company, in their Los Angeles satellite office. Ms. Nguyen has worked as a 
Cycle Exam Manager for 13 years and is currently a Cause Exam Manager since 2006. Ms. Nguyen 
received a B.S. in Public Administration from the University of Southern California. 

Raymond H. Smith, Jr. is President of Smith Brown & Groover, Inc., a securities broker/dealer in Macon, 
Georgia. In 1997 he became a co-founder of Rivoli Bank and Trust, a commercial bank chartered in 
Georgia, and served on its board of directors until its sale in 2005. He also was a founding investor in 
Patriot Bank of Georgia in 2006. In 2010 Mr. Smith founded Cordia Bank Holding Co. and purchased a 
controlling interest in Bank of Virginia in Richmond. Mr. Smith previously served as chairman of a 5-state 
committee for the Financial Industry Regulatory Advisory Board (FINRA). He has also served on FINRA’s 
Small Firm Advisory Board in Washington, DC. After completing his M.B.A. in 1982, Mr. Smith was 
appointed Vice President at Prudential Capital, where he was responsible for asset and liability 
management and new product development. Subsequently he developed interest rate hedging strategies 
as a Vice President at E.F. Hutton in New York, and co-founded Capital Risk Management Corp., where 
he specialized in asset securitization. Mr. Smith holds leadership positions in various civic and charitable 
groups in Macon, Georgia. He earned his B.B.A from the University of Georgia and M.B.A. from the 
University of Texas. 
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Suitability: The Customer, Their Objectives and Firm Procedures 
Wednesday, November 11 
2:15 p.m. – 3:15 p.m. 
 
 
Citations to Publications Regarding Suitability and Related Topics 
 
SEC Studies 
 
• SEC Request for Data and Other Information Regarding the Duties of Investment Advisers and 

Broker-dealers, Release Nos. 34-69013; IA-3558 (March 1, 2013) (requesting data and other 
information regarding possible rulemaking for investment advisers and broker-dealers to, inter alia, 
create a uniform fiduciary duty) 

 
http://www.sec.gov/rules/other/2013/34-69013.pdf 

• SEC Study on Investment Advisers and Broker-Dealers (Jan. 2011) (discussing the obligations of 
investment advisers and broker-dealers, including suitability obligations, as required by Section 913 
of the Dodd-Frank Wall Street Reform and Consumer Protection Act) 

 
http://www.sec.gov/news/studies/2011/913studyfinal.pdf 

 
FINRA Rules 
 
• FINRA Rule 2111 (Suitability) 

 
http://finra.complinet.com/en/display/display_main.html?rbid=2403&element_id=9859 

 
• FINRA Rule 2330 (Member Responsibilities for Deferred Variable Annuities) 

 
http://finra.complinet.com/en/display/display_main.html?rbid=2403&element_id=8824 

 
• FINRA Rule 2353 (Trading in Index Warrants, Currency Index Warrants, and Currency Warrants – 

Suitability) 
 

http://finra.complinet.com/en/display/display_main.html?rbid=2403&element_id=6295 
 
• FINRA Rule 2360 (Options) 

 
http://finra.complinet.com/en/display/display_main.html?rbid=2403&element_id=6306 

 
• FINRA Rule 2370 (Security Futures) 

 
http://finra.complinet.com/en/display/display_main.html?rbid=2403&element_id=6309 

 
 

 
 
 

http://www.sec.gov/rules/other/2013/34-69013.pdf
http://www.sec.gov/news/studies/2011/913studyfinal.pdf
http://finra.complinet.com/en/display/display_main.html?rbid=2403&amp;element_id=9859
http://finra.complinet.com/en/display/display_main.html?rbid=2403&amp;element_id=8824
http://finra.complinet.com/en/display/display_main.html?rbid=2403&amp;element_id=6295
http://finra.complinet.com/en/display/display_main.html?rbid=2403&amp;element_id=6306
http://finra.complinet.com/en/display/display_main.html?rbid=2403&amp;element_id=6309
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FINRA Frequently Asked Questions 
 
• Combined Suitability FAQs 

 
http://www.finra.org/Industry/Issues/Suitability/ 

 
 
FINRA Subject-Matter Webpages 
 
• Senior Investors 

 
http://www.cb.finra.org/Industry/Issues/Seniors/ 

 
• Suitability 

 
http://www.cb.finra.org/Industry/Issues/Suitability/ 

 
• Variable Annuities 

 
http://www.cb.finra.org/Industry/Issues/VariableAnnuities/ 

 
 
FINRA Regulatory Notices 
 
• Regulatory Notice 13-45 (Dec. 2013) (reminding firms of their responsibilities concerning IRA 

rollovers) 
 

http://www.finra.org/Industry/Regulation/Notices/2013/P418694 
 
• Regulatory Notice 13-31 (Sept. 2013) (highlighting FINRA examination approaches, common 

findings and effective practices for complying with the suitability rule) 
 

http://www.finra.org/Industry/Regulation/Notices/2013/P351221 
 
• Regulatory Notice 12-55 (Dec. 2012) (addressing the scope of the terms “customer” and 

“investment strategy” for purposes of the suitability rule) 
 

http://www.cb.finra.org/Industry/Regulation/Notices/2012/P197436 
 
• Regulatory Notice 12-25 (May 2012) (providing guidance on the new suitability rule in Q&A format) 

 
http://www.finra.org/Industry/Regulation/Notices/2012/P126432 

 
• Regulatory Notice 12-03 (Jan. 2012) (providing guidance regarding heightened supervision of and 

explaining suitability obligations for complex products) 
 

http://www.finra.org/Industry/Regulation/Notices/2012/P125398 
 
• Regulatory Notice 11-25 (May 2011) (providing guidance on and a new effective date for FINRA’s 

new “know your customer” and suitability rules) 
 

http://www.finra.org/Industry/Regulation/Notices/2011/P123702 
 
• Regulatory Notice 11-02 (Jan. 2011) (announcing SEC approval of FINRA’s new “know your 

customer” and suitability rules) 
 

http://www.finra.org/Industry/Regulation/Notices/2011/P122779 
 
 
 

http://www.finra.org/Industry/Issues/Suitability/
http://www.cb.finra.org/Industry/Issues/Seniors/
http://www.cb.finra.org/Industry/Issues/Suitability/
http://www.cb.finra.org/Industry/Issues/VariableAnnuities/
http://www.finra.org/Industry/Regulation/Notices/2013/P418694
http://www.finra.org/Industry/Regulation/Notices/2013/P351221
http://www.cb.finra.org/Industry/Regulation/Notices/2012/P197436
http://www.finra.org/Industry/Regulation/Notices/2012/P126432
http://www.finra.org/Industry/Regulation/Notices/2012/P125398
http://www.finra.org/Industry/Regulation/Notices/2011/P123702
http://www.finra.org/Industry/Regulation/Notices/2011/P122779
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• Regulatory Notice 10-41 (Sept. 2010) (reminding firms of their sales practice and due diligence 
obligations when selling municipal securities in the secondary market 

 
http://www.finra.org/web/groups/industry/@ip/@reg/@notice/documents/notices/p122112.pdf 

 
• Regulatory Notice 10-22 (April 2010) (discussing suitability obligations in context of private 

offerings) 
 

http://www.finra.org/Industry/Regulation/Notices/2010/P121299 
 
• Regulatory Notice 10-06 (Jan. 2010) (providing guidance on recommendations made on blogs and 

social networking websites) 
 

http://www.finra.org/Industry/Regulation/Notices/2010/P120760 
 
• Regulatory Notice 09-42 (July 2009) (reminding firms of their obligations with variable life 

settlement activities) 
 

http://www.finra.org/Industry/Regulation/Notices/2009/P119547 
 
• Regulatory Notice 09-35 (June 2009) (recommending review of municipal securities activities) 

 
http://www.finra.org/web/groups/industry/@ip/@reg/@notice/documents/notices/p119067.pdf 

 
• Regulatory Notice 09-32 (June 2009) (announcing SEC approval of amendments to the variable 

annuity rule that limited the rule’s application to recommended transactions, changed the triggering 
event that begins the principal review period, and clarified various other issues) 

 
http://www.finra.org/Industry/Regulation/Notices/2009/P118955 

 
• Regulatory Notice 09-31 (June 2009) (reminding firms of sales practice obligations relating to 

leveraged and inverse exchange-traded funds) 
 

http://www.finra.org/Industry/Regulation/Notices/2009/P118953 
 
• Regulatory Notice 09-25 (May 2009) (proposing consolidated FINRA rules governing suitability and 

know-your-customer obligations) 
 

http://www.finra.org/Industry/Regulation/Notices/2009/P118711 
 
• Regulatory Notice 08-81 (Dec. 2008) (reminding firms of their sales practice obligations with regard 

to the sale of securities in a high yield environment) 
 

http://www.finra.org/web/groups/industry/@ip/@reg/@notice/documents/notices/p117558.pdf 
 
• Regulatory Notice 07-53, Deferred Variable Annuities (November 2007) (announcing SEC approval 

of and the effective date for Rule 2821 covering sales practices for deferred variable annuities, 
including a suitability obligation tailored specifically to such transactions) 

 
http://www.finra.org/RulesRegulation/NoticestoMembers/2007NoticestoMembers/P037403 

 
• Regulatory Notice 07-43, Senior Investors (September 2007) (reminding firms of the obligations, 

including suitability obligations, relating to senior investors and highlighting industry practices to 
serve such customers) 

 
http://www.finra.org/web/groups/rules_regs/documents/notice_to_members/p036816.pdf 

 
 
 
 
 

http://www.finra.org/web/groups/industry/%40ip/%40reg/%40notice/documents/notices/p122112.pdf
http://www.finra.org/Industry/Regulation/Notices/2010/P121299
http://www.finra.org/Industry/Regulation/Notices/2010/P120760
http://www.finra.org/Industry/Regulation/Notices/2009/P119547
http://www.finra.org/web/groups/industry/%40ip/%40reg/%40notice/documents/notices/p119067.pdf
http://www.finra.org/Industry/Regulation/Notices/2009/P118955
http://www.finra.org/Industry/Regulation/Notices/2009/P118953
http://www.finra.org/Industry/Regulation/Notices/2009/P118711
http://www.finra.org/web/groups/industry/%40ip/%40reg/%40notice/documents/notices/p117558.pdf
http://www.finra.org/RulesRegulation/NoticestoMembers/2007NoticestoMembers/P037403
http://www.finra.org/web/groups/rules_regs/documents/notice_to_members/p036816.pdf
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Notices to Members 
 
• Notice to Members 07-06, Supervision of Recommendations after a Registered Representative 

Changes Firms (Feb. 2007) (explaining special considerations when supervising recommendations 
of newly associated registered representatives to replace funds and variable products) 

 
http://www.nasd.com/web/groups/rules_regs/documents/notice_to_members/nasdw_018630.pdf 
 

• Notice to Members 05-59, NASD Reminds Members of Obligations When Selling Structured 
Products (Sept. 2005) (reminding members of their obligations, including suitability requirements, 
when selling structured products) 

 
http://www.finra.org/web/groups/industry/@ip/@reg/@notice/documents/notices/p014997.pdf 

 
• Notice to Members 04-89, NASD Alerts Members to Concerns When Recommending or Facilitating 

Investments of Liquefied Home Equity (Dec. 2004) (discussing, inter alia, suitability concerns when 
recommending the use of liquefied home equity to purchase securities) 

 
http://www.nasd.com/web/groups/rules_regs/documents/notice_to_members/nasdw_012714.pdf 

 
• NASD Notice to Members 04-30 (April 2004) (reminding firms of sales practice obligations in sale of 

bonds and bond funds) 
 

http://www.finra.org/web/groups/industry/@ip/@reg/@notice/documents/notices/p003130.pdf 
 
• Notice to Members 03-71, NASD Reminds Members of Obligations When Selling Non-Conventional 

Investments (Nov. 2003) (reminding members of their obligations, including suitability requirements, 
when selling non-conventional investments) 

 
http://www.nasd.com/web/groups/rules_regs/documents/notice_to_members/nasdw_003070.pdf 

 
• Notice to Members 01-23, Suitability Rule and Online Communications (April 2001) (discussing 

various suitability issues in the online context and also providing guidelines for determining whether 
a particular communication—whether electronic or otherwise—constitutes a "recommendation" 
triggering application of the suitability rule) 

 
http://www.nasd.com/web/groups/rules_regs/documents/notice_to_members/nasdw_003887.pdf 

 
• Notice to Members 99-35, NASD Reminds Members of Their Responsibilities Regarding the Sales 

of Variable Annuities (May 1999) (reminding members of their responsibilities, including suitability 
obligations, regarding the sales of variable annuities and providing guidelines) 

 
http://www.nasd.com/web/groups/rules_regs/documents/notice_to_members/nasdw_004395.pdf 

 
• Notice to Members 96-60, Clarification of Members' Suitability Responsibilities under NASD Rules 

with Special Emphasis on Member Activities in Speculative and Low-Priced Securities (March 
1997) (discussing members' suitability obligations when selling low-priced securities and clarifying 
the breadth of the suitability rule's coverage) 

 
http://www.nasd.com/web/groups/rules_regs/documents/notice_to_members/nasdw_016905.pdf 

 
• Notice to Members 96-86, NASD Regulation Reminds Members and Associated Persons that Sales 

of Variable Contracts are Subject to NASD Suitability Requirements (Dec. 1996) (emphasizing that 
sales of variable contracts are subject to suitability requirements) 

 
http://www.nasd.com/web/groups/rules_regs/documents/notice_to_members/nasdw_004697.pdf 

 
 
 
 
 

http://www.nasd.com/web/groups/rules_regs/documents/notice_to_members/nasdw_018630.pdf
http://www.finra.org/web/groups/industry/%40ip/%40reg/%40notice/documents/notices/p014997.pdf
http://www.nasd.com/web/groups/rules_regs/documents/notice_to_members/nasdw_012714.pdf
http://www.finra.org/web/groups/industry/%40ip/%40reg/%40notice/documents/notices/p003130.pdf
http://www.nasd.com/web/groups/rules_regs/documents/notice_to_members/nasdw_003070.pdf
http://www.nasd.com/web/groups/rules_regs/documents/notice_to_members/nasdw_003887.pdf
http://www.nasd.com/web/groups/rules_regs/documents/notice_to_members/nasdw_004395.pdf
http://www.nasd.com/web/groups/rules_regs/documents/notice_to_members/nasdw_016905.pdf
http://www.nasd.com/web/groups/rules_regs/documents/notice_to_members/nasdw_004697.pdf
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• Notice to Members 95-80, NASD Further Explains Members Obligations and Responsibilities 
Regarding Mutual Funds Sales Practices (Sept. 1995) (reminding members that, when determining 
suitability of a mutual fund, they should consider fund’s expense ratio and sales charges as well as 
its investment objectives) 

 
http://nasd.complinet.com/nasd/display/display.html?rbid=1189&record_id=1159003811&element_i 
d=1159003637&highlight=95-80#r1159003811 

 
• Notice to Members 94-16, NASD Reminds Members Of Mutual Fund Sales Practice Obligations 

(March 1994) (providing guidance regarding mutual fund sales practices, including suitability) 
 

http://nasd.complinet.com/nasd/display/display.html?rbid=1189&record_id=1159003811&element_i 
d=1159003637&highlight=95-80#r1159003811 

 
 
FINRA Interpretive Letters 
 
• FINRA Interpretive Letter to Brian Sweeney, Trustmont Financial Group, Inc., dated Aug. 26, 2013, 

from James S. Wrona, FINRA Vice President and Associate General Counsel (providing guidance 
on the applicability of FINRA Rule 2111 (Suitability) to FINRA members' recommendations of 
securities transactions in connection with the EB-5 Immigrant Investor Program) 

 
http://www.finra.org/Industry/Regulation/Guidance/InterpretiveLetters/P332008 

 
 
FINRA Regulatory & Compliance Alerts 
 
• Reminder—Suitability of Variable Annuity Sales, Regulatory & Compliance Alert (2002) 

(emphasizing, in part, that an associated person must be knowledgeable about a variable annuity 
before he or she can determine whether a recommendation to purchase, sell or exchange the 
variable annuity is appropriate) 

 
http://www.nasd.com/RulesRegulation/PublicationsGuidance/MemberUpdates/RegulatoryandComplianc
eAlerts/NASDW_015299 

 
• Online Brokerage Services and the Suitability Rule, Regulatory & Compliance Alert (Summer 2000) 

(providing guidance regarding electronic communications that could be considered 
“recommendations” triggering application of the suitability rule) 

 
http://www.nasd.com/web/groups/rules_regs/documents/rca/nasdw_002377.pdf 

 
• Suitability Issues for Multi-Class Mutual Funds, Regulatory & Compliance Alert (Summer 2000) 

(discussing various suitability issues related to mutual funds) 
 

http://www.nasd.com/web/groups/rules_regs/documents/rca/nasdw_002377.pdf 
 
 
FINRA Investor Materials 
 
• Suitability: What Investors Need to Know 

 
http://www.finra.org/Investors/ProtectYourself/BeforeYouInvest/P197434 

 
• FINRA Investor Alert: Duration – What an Interest Rate Hike Could Do to Your Bond Portfolio 

 
http://www.finra.org/Investors/ProtectYourself/InvestorAlerts/Bonds/P204318 

 
 
• FINRA Investors – Smart Bond Investing – Tips Before You Invest 

 
http://www.finra.org/Investors/InvestmentChoices/Bonds/SmartBondInvesting/tips/index.htm 

http://nasd.complinet.com/nasd/display/display.html?rbid=1189&amp;record_id=1159003811&amp;element_i
http://nasd.complinet.com/nasd/display/display.html?rbid=1189&amp;record_id=1159003811&amp;element_i
http://www.finra.org/Industry/Regulation/Guidance/InterpretiveLetters/P332008
http://www.nasd.com/RulesRegulation/PublicationsGuidance/MemberUpdates/RegulatoryandComp
http://www.nasd.com/web/groups/rules_regs/documents/rca/nasdw_002377.pdf
http://www.nasd.com/web/groups/rules_regs/documents/rca/nasdw_002377.pdf
http://www.finra.org/Investors/ProtectYourself/BeforeYouInvest/P197434
http://www.finra.org/Investors/ProtectYourself/InvestorAlerts/Bonds/P204318
http://www.finra.org/Investors/InvestmentChoices/Bonds/SmartBondInvesting/tips/index.htm
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Books 
 
• NORMAN S. POSER & JAMES A. FANTO, BROKER-DEALER LAW AND REGULATION (4th ed. 

2013). 
 
 
Law Review Articles 
 
• James S. Wrona, The Best of Both Worlds: A Fact-Based Analysis of the Legal Obligations of 

Investment Advisers and Broker-Dealers and a Framework for Enhanced Investor Protection, 68 
BUS. LAW. 1 (Nov. 2012). 

 
http://www.americanbar.org/publications/the_business_lawyer/volume_68/number_1.html 

 
• Nancy C. Libin & James S. Wrona, The Securities Industry and the Internet: A Suitable Match? 

2001 COLUM. BUS. L. REV. 601 (2001). 
 

http://www.cblr.org/archives.html 
 

 
Other FINRA Publications Discussing Suitability-Type Issues 
 
• Notice to Members 05-50, Member Responsibilities for Supervising Sales of Unregistered Equity- 

Indexed Annuities (Aug. 2005) (discussing members’ responsibilities for supervising sales of equity- 
indexed annuities) 

 
http://www.nasd.com/web/groups/rules_regs/documents/notice_to_members/nasdw_014821.pdf 

 
• Notice to Members 05-48, Members' Responsibilities When Outsourcing Activities to Third-Party 

Service Providers (July 2005) (outlining members’ responsibilities when outsourcing activities to 
third-party service providers) 

 
http://www.nasd.com/web/groups/rules_regs/documents/notice_to_members/nasdw_014735.pdf 

 
• Notice to Members 05-26, NASD Recommends Best Practices for Reviewing New Products (April 

2005) (recommending best practices for reviewing new products) 
 

http://www.nasd.com/web/groups/rules_regs/documents/notice_to_members/nasdw_013755.pdf 
 
• Notice to Members 03-68, NASD Reminds Members That Fee-Based Compensation Programs 

Must Be Appropriate (Nov. 2003) (discussing factors to consider when determining the 
appropriateness of fee-based compensation programs) 

 
http://www.nasd.com/web/groups/rules_regs/documents/notice_to_members/nasdw_003079.pdf 

 
 
Significant Suitability Cases 
 
• Costello v. Oppenheimer & Co., 711 F.2d 1361, 1369 (7th Cir. 1983) (discussing various factors 

that courts and regulators consider in determining whether the trading was excessive) 
 
• Richard G. Cody, Exchange Act Rel. No. 64565, 2011 SEC LEXIS 1862, *30-32 (May 27, 2011) 

(explaining, among other things, that a broker can violate reasonable-basis suitability by failing to 
perform a reasonable investigation of a recommended product and to understand the risks of the 
recommendation notwithstanding that the recommendation could be suitable for some investors) 

 
• Scott Epstein, Exchange Act Rel. No. 59328, 2009 SEC LEXIS 217, at *40 n.24 (Jan. 30, 2009) (“In 

interpreting the suitability rule, we have stated that a [broker’s] ‘recommendations must be 
consistent with his customer’s best interests.’”) 

 

http://www.americanbar.org/publications/the_business_lawyer/volume_68/number_1.html
http://www.cblr.org/archives.html
http://www.nasd.com/web/groups/rules_regs/documents/notice_to_members/nasdw_014821.pdf
http://www.nasd.com/web/groups/rules_regs/documents/notice_to_members/nasdw_014735.pdf
http://www.nasd.com/web/groups/rules_regs/documents/notice_to_members/nasdw_013755.pdf
http://www.nasd.com/web/groups/rules_regs/documents/notice_to_members/nasdw_003079.pdf
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• Michael Frederick Siegel, Exchange Act Rel. No.58737, 2008 SEC LEXIS 2459 (Oct. 6, 2008) 
(discussing various factors to consider in determining whether a communication is a 
recommendation and reviewing elements of reasonable-basis and customer-specific suitability), 
aff’d in relevant part, 592 F.3d 147 (D.C. Cir. Jan. 12, 2010), cert. denied, 2010 U.S. LEXIS 4340 
(May 24, 2010) 

 
 
• Raghavan Sathianathan, Exchange Act Rel. No. 54722, 2006 SEC LEXIS 2572, at *21-33 (Nov. 8, 

2006) (discussing suitability obligations in the context of different mutual fund share classes, as well 
as the use of margin) 

 
• Dane S. Faber, Exchange Act Rel. No. 49216, 2004 SEC LEXIS 277, at *23-24 (Feb. 10, 2004) 

(stating that, under the suitability rule, a “broker’s recommendations must be consistent with his 
customer’s best interests” and are “not suitable merely because the customer acquiesces in 
[them]”); id. at *26 ("We have repeatedly found that high concentration of investments in one or a 
limited number of speculative securities is not suitable for investors seeking limited risk.") 

 
• Wendell D. Belden, Exchange Act Rel. No. 47859, 2003 SEC LEXIS 1154, at *14 (May 14, 2003) 

(finding unsuitable recommendations where motivation for recommending Class B shares over 
Class A shares was the significantly greater commissions that the broker received from the former 
shares) 

 
• James B. Chase, Exchange Act Rel. No. 47476, 2003 SEC LEXIS 566, at *12-21 (March 10, 2003) 

(upholding suitability violation and noting that high concentration in a speculative security was 
inappropriate and that the customer’s college education does not mean that she was a 
sophisticated investor who fully understood the risky investment) 

 
• Jack H. Stein, Exchange Act Rel. No. 47335, 2003 SEC LEXIS 338, at *8 (Feb. 10, 2003) (“Even in 

cases in which a customer affirmatively seeks to engage in highly speculative or otherwise 
aggressive trading, a representative is under a duty to refrain from making recommendations that 
are incompatible with the customer’s financial profile.”); id. at *11 (stating that it was improper for a 
broker to make recommendations “on the basis of guesswork” regarding a customer’s net worth 
where a customer refused to provide broker with any information regarding other assets not listed 
on her new account form) 

 
• Rafael Pinchas, 54 S.E.C. 331, 341 n.22 & 342 (1999) (holding that "[t]ransactions that were not 

specifically authorized by a client but were executed on the client's behalf are considered to have 
been implicitly recommended within the meaning of the NASD rules" and "excessive trading, by 
itself, can violate NASD suitability standards by representing an unsuitable frequency of trading") 

 
• Clinton Hugh Holland, Jr., 52 S.E.C. 562, 565-66 (1995) (emphasizing, in the suitability context, the 

inappropriateness of the shift in the customer’s portfolio from conservative to speculative  
securities), aff'd, 105 F.3d 665 (9th Cir. 1996) 

 
• David Joseph Dambro, 51 S.E.C. 513, 517 & n.14 (1993) ("[The respondent] was obligated to make 

his recommendation only on the basis of concrete information about [his customer's] financial 
situation . . . [and] [w]ithout knowing [the customer's] other securities holdings and financial  
situation, [the respondent] could not make the requisite customer-specific evaluation necessary for  
a suitable recommendation.") 

 
• F.J. Kaufman and Co., 50 S.E.C. 164, 168 (1989) (explaining “reasonable basis” and “customer 

specific” suitability obligations) 
 
• Dep’t of Enforcement v. Medeck, No. E9B2003033701, 2009 FINRA Discip. LEXIS 7 (NAC July 30, 

2009) (discussing various elements of churning and excessive trading) 
 
• Dep’t of Enforcement v. Frankfort, No. C02040032 (NAC May 24, 2007) (finding a violation of the 

suitability rule and noting that a broker can, under certain circumstances, violate the suitability rule 
by failing to disclose material information) 
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rule and finding that the broker violated the “reasonable basis” suitability obligation) 

 
• Dep’t of Enforcement v. Bendetsen, No. C01020025, 2004 NASD Discip. LEXIS 13, at *12 (NAC 
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whether a broker’s recommendation is suitable is not whether the client acquiesced in them, but 
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• Dep't of Enforcement v. Howard, No. C11970032, 2000 NASD Discip. LEXIS 16, at *19 (NAC Nov. 

16, 2000) (holding that the broker's recommendations "also led to an undue concentration of these 
speculative securities, making the recommendations particularly unsuitable"), aff'd, Exchange Act 
Rel. No 46269, 2002 SEC LEXIS 1909 (July 26, 2002), aff'd, No. 02-1939, 2003 U.S. App. LEXIS 
19454 (1st Cir. Sept. 19, 2003) 

 
• Dist. Bus. Conduct Comm. v. Kunz, Complaint No. C3A960029, 1999 NASD Discip. LEXIS 20, *62- 

63 & n.29 (NAC July 7, 1999) (holding that respondent's distribution of an issuer's offering 
document did not, by itself, constitute a recommendation of the subject security for suitability 
purposes), aff'd, Exchange Act Rel. No. 45290, 2002 SEC LEXIS 104 (Jan. 16, 2002) 

 
• Dist. Bus. Conduct Comm. v. Nickles, Complaint No. C8A910051, 1992 NASD Discip. LEXIS 28, 

*18 (NBCC Oct. 19, 1992) (holding that suitability rule "applies not only to transactions that 
registered persons effect for their clients, but also to any recommendations that a registered person 
makes to his or her client") 



The Best of Both Worlds: A Fact-Based Analysis
of the Legal Obligations of Investment Advisers
and Broker-Dealers and a Framework for Enhanced
Investor Protection

By James S. Wrona*

A crucial debate on financial regulatory reform, affecting virtually every investor in the

United States, is now taking place. The debate centers on the standards of care required

of financial professionals when they provide investment advice. Two separate and markedly

different regulatory regimes apply to these financial professionals: one for investment

advisers and one for broker-dealers. This article discusses recent congressional initiatives

related to advisers and broker-dealers, reviews existing obligations when advisers and

broker-dealers provide advice to customers, and identifies regulatory gaps that need to

be bridged. The level of regulatory oversight that both models receive also is explored.

Finally, the article offers a framework to ensure robust investor protection and, as part

of that framework, recommends that policymakers impose additional obligations on both

broker-dealers and advisers to achieve truly universal standards of conduct that are in

investors’ best interests.

I. INTRODUCTION

In the wake of the worst economic crisis since the Great Depression,1 one of
the most important debates on financial regulation in the past several decades is

now taking place. The debate, which will affect virtually every investor in the

United States, centers on how to reform and, to the extent possible, reconcile
the diverse standards of care required of financial professionals when they pro-

vide investment advice to customers. Unbeknownst to many investors before the

* Mr. Wrona is Vice President and Associate General Counsel for the Financial Industry Regula-
tory Authority in Washington, D.C. In this role, he assists with policy initiatives, rule changes, and
litigation regarding the securities industry. Mr. Wrona formerly was associated with the law firm of
K&L Gates LLP, where his practice focused on complex federal litigation. He also previously served
as a federal law clerk for the Honorable A. Andrew Hauk of the United States District Court for the
Central District of California (Los Angeles). The views and analysis expressed herein are those of the
author and do not necessarily reflect those of FINRA or of the author’s colleagues. FINRA, as a matter
of policy, disclaims responsibility for any private publication or statement by any employee.
1. See JOSEPH E. STIGLITZ, FREEFALL: AMERICA, FREE MARKETS, AND THE SINKING OF THE WORLD ECONOMY 1

(2010) (comparing the recent recession to the Great Depression); Ben Bernanke, Four Questions
About the Financial Crisis: Speech to Morehouse College (Apr. 2009), available at http://www.
federalreserve.gov/newsevents/speech/bernanke20090414a.htm (stating that it is the worst economic
crisis since the Great Depression).
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economic crisis (and no doubt to some afterward), there are two separate regu-
latory regimes in the United States for financial professionals who offer invest-

ment advice: one for investment advisers (“advisers”) and one for broker-

dealers.2

Federally registered advisers are regulated by the U.S. Securities and Ex-

change Commission (“SEC” or “Commission”) and are subject to the Invest-

ment Advisers Act of 1940 (“Advisers Act”) and the regulations and rules pro-
mulgated thereunder.3 In general, broker-dealers that sell securities to the public

in the United States are regulated by the self-regulatory organization (“SRO”)

the Financial Industry Regulatory Authority (“FINRA”),4 the SEC, and the

2. See U.S. SEC. & EXCH. COMM’N, STUDY ON INVESTMENT ADVISERS AND BROKER-DEALERS AS REQUIRED BY

SECTION 913 OF THE DODD-FRANK WALL STREET REFORM AND CONSUMER PROTECTION ACT 93–101 ( Jan.
2011) [hereinafter IA/BD STUDY] available at http://www.sec.gov/news/studies/2011/913studyfinal.
pdf (citing studies indicating that investors generally do not understand the differences between ad-
visers and broker-dealers regarding the services they provide and the standards of conduct to which
they are subject).
3. Section 202(a)(11) of the Advisers Act defines an “investment adviser” to include “any person

who, for compensation, engages in the business of advising others . . . as to the value of securities or
as to the advisability of investing in, purchasing, or selling securities, or who, for compensation and as
part of a regular business, issues or promulgates analyses or reports concerning securities.” 15 U.S.C.
§ 80b-2(a)(11) (2006 & Supp. IV 2010). Section 202(a)(11)(C) excludes from the definition broker-
dealers whose advisory activities are solely incidental to their securities business and receive no
“special compensation” for their advisory services. 15 U.S.C. § 80b-2(a)(11)(C) (2006). Registration
with the SEC generally is required if an adviser (1) manages more than $100 million in client assets,
(2) advises certain funds or business development companies, or (3) works in a state that does not
register advisers. See Advisers Act § 203, 15 U.S.C. § 80b-3 (2006 & Supp. IV 2010); Advisers Act
§ 203A, 15 U.S.C. § 80b-3a (2006 & Supp. IV 2010). All other advisers are subject to state registra-
tion systems that have requirements similar to the Advisers Act. Advisers are regulated by either the
SEC or the states, but not both. This article focuses on advisers registered with the SEC.
4. FINRA, the largest SRO in the United States, is a national securities association registered with

the SEC under section 15A of the Maloney Act Amendments to the Exchange Act. See 15 U.S.C.
§ 78o-3(a) (2006); see also About the Financial Industry Regulatory Authority, FINRA, http://www.
finra.org/AboutFINRA/ (last visited Oct. 29, 2012) (explaining that FINRA “is the largest independent
regulator for all securities firms doing business in the United States”). FINRA was created in 2007
through the consolidation of the National Association of Securities Dealers (“NASD”) and the New
York Stock Exchange Member Regulation (“NYSE”). See Press Release, FINRA, NASD and NYSE
Member Regulation Combine to Form the Financial Industry Regulatory Authority—FINRA ( July
30, 2007), available at http://www.finra.org/newsroom/newsreleases/2007/p036329; SEC Order Ap-
proving Proposed Rule Change to Amend the By-Laws of NASD to Implement Governance and Re-
lated Changes to Accommodate the Consolidation of the Member Firm Regulatory Functions of
NASD and NYSE Regulation, Inc., 72 Fed. Reg. 42169 (Aug. 1, 2007). “FINRA’s mission is to protect
America’s investors by making sure the securities industry operates fairly and honestly.” About the
Financial Industry Regulatory Authority, FINRA, http://www.finra.org/AboutFINRA/ (last visited Oct.
29, 2012). FINRA oversees approximately 4,345 broker-dealer firms, 163,410 branch offices, and
635,145 registered securities representatives. Id. FINRA has nearly 3,300 employees and operates
dual headquarters in Washington, D.C., and New York, NY, with twenty regional offices across the
country. Id. In general, “all registered broker-dealers that deal with the public must become members
of FINRA . . . and may choose to become exchange members.” IA/BD STUDY, supra note 2, at 47. FINRA
regulates these broker-dealers with SEC oversight. See Exchange Act § 19(b), (d), (g), (h), 15 U.S.C.
§ 78s(b), (d), (g), (h) (2006 & Supp. IV 2010).
FINRA has its own rulebook, with which broker-dealers must comply, and is in the process of

creating a consolidated FINRA set of rules following the NASD and NYSE merger, discussed above.
The current FINRA rulebook consists of (1) FINRA rules; (2) NASD rules; and (3) NYSE rules. See FIN-
RA’s Rulebook Consolidation Process, FINRA, http://www.finra.org/Industry/Regulation/FINRARules/
P038095 (last visited Oct. 16, 2012). FINRA examines broker-dealers for compliance with FINRA

2 The Business Lawyer; Vol. 68, November 2012



states.5 Broker-dealers are subject to the requirements of the Securities Exchange
Act of 1934 (“Exchange Act”), the regulations and rules promulgated thereunder,

certain state laws, and FINRA rules.6 The standard-of-care debate has been char-

acterized, or perhaps mischaracterized, as whether “fiduciary” or “suitability”
obligations provide better investor protection.

The fiduciary duty, which derives from a judicial interpretation of section 206

of the Advisers Act, applies to advisers in their dealings with customers.7 This
fiduciary obligation is not easily defined, but, as discussed below, it includes du-

ties of loyalty and care regarding an adviser’s interactions with a customer.8 For

broker-dealers, FINRA Rule 2111 imposes suitability obligations.9 The suitability
rule, explained in depth below, generally requires that a broker-dealer have a

reasonable basis for believing that a recommendation of a security or investment

strategy is suitable for a customer, based on the customer’s investment profile.10

Media reports have repeatedly described the differences between the two

standards by stating that advisers are subject to a stringent fiduciary duty requir-

ing them to act in their customers’ best interests, while broker-dealers are subject
to a weaker duty that merely requires their recommendations be suitable for

their customers.11 That interpretation of the fiduciary duty and of the suitability

rules and the federal securities laws, and FINRA brings enforcement actions against broker-dealers
when violations occur. See FINRA, WE’RE HERE TO PROTECT, EDUCATE AND INFORM INVESTORS: GET TO

KNOW US 2 (2012), available at http://www.finra.org/web/groups/corporate/@corp/@about/documents/
corporate/p118667.pdf. For purposes of this article, NASD and NYSE rules, decisions, and guidance
will be referred to as FINRA rules, decisions, and guidance, unless specifically noted for citation or
other purposes.

5. See IA/BD STUDY, supra note 2, at 46−47.
6. Section 3(a)(4)(A) of the Exchange Act generally defines a broker as “any person engaged in

the business of effecting transactions in securities for the account of others.” 15 U.S.C. § 78c(a)(4)(A)
(2006 & Supp. IV 2010). A dealer is defined under section 3(a)(5)(A) of the Exchange Act as “any
person engaged in the business of buying and selling securities for his own account, through a broker
or otherwise.” Id. § 78c(a)(5)(A). The general distinction is that a broker acts as an agent and a dealer
acts as a principal. This article will refer to brokers and dealers, and their employees, collectively as
“broker-dealers” or “firms” unless otherwise indicated. As noted above, in addition to effecting secur-
ities transactions for their customers, broker-dealers are permitted to offer investment advisory serv-
ices that are solely incidental to their securities business if they do not receive any special compen-
sation for such advisory services. See supra note 3; see also IA/BD STUDY, supra note 2, at 15–16.

7. See SEC v. Capital Gains Research Bureau, Inc., 375 U.S. 180 (1963).
8. See IA/BD STUDY, supra note 2, at 22−24, 27−29, 106, 110−23.
9. See FINRA R. 2111(a) (2011). FINRA rules are available at http://finra.complinet.com/en/

display/display.html?rbid=2403&element_id=607. Citations are to the last amendment dates of the
rules.
10. See FINRA R. 2111(a).
11. See Paul Sullivan, In Investing, Disclosure Only Gets You So Far, N.Y. TIMES, Feb. 9, 2012, at F6

(“[A]verage investors do not understand the difference between a broker (legally bound only to rec-
ommend ‘suitable’ investments) and someone who is working as a fiduciary (more strictly required to
recommend what’s best for you, not merely suitable, and disclose any conflicts).”); Sarah Morgan, The
Battle Over Brokers’ Duty to Their Clients Reaches a Standstill, WALL ST. J., Jan. 24, 2012, at C7
(“A major push by consumer advocates to hold stockbrokers to the same client-comes-first standard
of care required of investment advisers—the so-called fiduciary standard—seemed close to success
only a year ago. . . . Under current rules, brokers only need to ensure the products they sell their
clients are ‘suitable’ . . . .”); Elizabeth Ody, Investors Prefer Broker Commissions; Rather Than a Fee
Based on Their Assets, USA TODAY, June 10, 2011, at B5 (“Brokers currently must meet a standard
to offer clients ‘suitable investments,’ whereas [advisers] have a fiduciary obligation to put clients’
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rule has begun to shape, and to a great extent skew, the debate. If the goal of the
debate ultimately is to lead to meaningful regulatory reform, this mischaracteri-

zation is unhelpful as a starting point. The almost exclusive focus on those ob-

ligations also ignores numerous important investor-protection obligations im-
posed on broker-dealers that are not imposed on advisers. In addition, and

perhaps more significant, broker-dealers are subject to much greater regulatory

oversight, in terms of both compliance examinations and enforcement efforts. In-
deed, the infrequency with which advisers currently are examined and disci-

plined is cause for concern. As one SEC Commissioner recently stated, “[f]or

far too long, in the investment advisory area, the Commission has been unable
to perform its responsibilities adequately to fulfill its mission as the investor’s

advocate, and investment advisory clients have not been adequately protected.

This must change.”12

This article begins with a discussion of recent congressional initiatives related

to advisers and broker-dealers. It then provides a detailed review of the obliga-

tions imposed on advisers and on broker-dealers (including fiduciary and suit-
ability obligations) when they provide advice to customers and identifies regula-

tory gaps that need to be bridged. The level of regulatory oversight that both

models receive also is explored. The article, moreover, offers a framework for
a regulatory approach that will ensure the most robust investor protection,

while maintaining investors’ choices regarding how best to make investment de-

cisions. As part of that framework, this article concludes that policymakers need
to impose additional obligations on both broker-dealers and advisers to achieve

truly universal standards of conduct that are in investors’ best interests.

best interests first.”); Aldo Svaldi, Regulatory Limbo Contributes to Slow Recovery, Expert Says, DENVER

POST, June 3, 2011, at B8 (“Fiduciaries must place the interest of a client before their own versus the
more lenient requirement that a product they sell be ‘suitable.’ ”); Chuck Jaffe, Funds Will React to
“Best Interests” Rule; Debate Whether Brokers’ Advice Serves Customers, BOSTON HERALD, Jan. 30,
2011, at B22 (stating that investment advisers “have a fiduciary duty to serve their client’s best inter-
est” and that the “law only requires that [broker-dealers’] recommendations be ‘suitable’ for the
client”); Michelle Singletary, One Set of Standards for Financial Advisers, Brokers Makes Sense, WASH.
POST, Jan. 27, 2011, at A13 (“An investment adviser has a fiduciary duty to serve the best interest
of clients. . . . Brokers don’t have to act in a client’s best interest. Instead, the law says they have
to make sure their recommendations are suitable for the client.”); Eileen Ambrose, SEC Suggests
Brokers Have Fiduciary Duty, BALT. SUN, Jan. 25, 2011, at C1 (same); Cort Haber, 2 Standards Too
Much; One is “Fiduciary,” the Other is “Suitability”; Risky When Investment Advisers Aren’t All Held to
the Same Set of Rules, ATLANTA JOURNAL-CONSTITUTION, June 27, 2010, at 2D (same); Rob Lieber, Finding
Financial Advice in the Age of Bad Behavior, N.Y. TIMES, June 6, 2009, at B1 (discussing SEC fraud
charges against former president of the National Association of Personal Financial Advisers, an ad-
viser trade organization critical of broker-dealers that has “promoted [advisers’] adherence to a ‘fidu-
ciary’ standard, where members act only in a client’s best interests. Other financial professionals often
only agree to do what is ‘suitable.’ ”).
12. Elisse B. Walter, Statement on Study on Enhancing Investment Adviser Examinations 8

( Jan. 2011) [hereinafter Commissioner Statement on IA Examinations Study], available at http://
www.sec.gov/news/speech/2011/spch011911ebw.pdf. Commissioner Walter is uniquely knowledge-
able about advisers, broker-dealers, SROs, and federal financial regulators. She worked as an SEC
staff attorney, general counsel of the Commodity Futures Trading Commission, and FINRA executive
before serving as an SEC Commissioner. See SEC Biography: Elisse B. Walter, U.S. SEC. & EXCH. COMM’N
( Jan. 29, 2009), http://www.sec.gov/about/commissioner/walter.htm.
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II. CONGRESSIONAL ACTION

In 2010, Congress enacted and President Barack Obama signed into law the

Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010

(“Dodd-Frank”).13 Congress promulgated Dodd-Frank in reaction to the eco-
nomic crisis and a number of misdeeds in the financial industry thought to

have played a role in creating it.14 As such, Dodd-Frank sought to promote “fi-

nancial stability” and “protect consumers from abusive financial services practi-
ces.”15 Dodd-Frank includes two sections that are particularly relevant to the

current debate.

Section 913 required the SEC to conduct a study on adviser and broker-dealer
obligations and identify regulatory gaps.16 This section, moreover, authorized,

but did not require, the SEC generally to propose rules for advisers and

broker-dealers that address those regulatory gaps.17 Section 913 also specifically
stated that the SEC may consider establishing a fiduciary duty for broker-dealers

that is no less stringent than the one imposed on advisers.18 Congress, however,

expressed its preference that any such undertakings preserve existing investor
choices and differing business models.19

One notable difference between advisers and broker-dealers is their fee ar-

rangements. As discussed in greater detail below, advisers often use an asset-
based fee structure (whereby a customer pays an annual fee “based on the per-

centage of assets under management”), while broker-dealers ordinarily use a

transaction-based fee structure (whereby a customer pays a commission or other
fee for each purchase, sale, or exchange of a security).20 In addition, some advis-

ers, by agreement with their customers, have ongoing responsibilities to monitor

customer accounts and, when appropriate, recommend changes to the invest-
ment holdings in the accounts.21 Broker-dealers normally do not have such on-

going responsibilities. Finally, broker-dealers generally are permitted to act in a

principal capacity when dealing with customers.22 Thus, a broker-dealer can buy

13. Pub. L. No. 111-203, 124 Stat. 1376 (2010) [hereinafter Dodd-Frank].
14. See U.S. GOV’T ACCOUNTABILITY OFFICE, REPORT TO CONGRESS ON DODD-FRANK ACT REGULATIONS 1

(Nov. 2011) (GAO-12-151), available at http://gao.gov/assets/590/586210.pdf.
15. Dodd-Frank, supra note 13, 124 Stat. at 1376 pmbl.
16. Id. § 913(b)−(d), 124 Stat. at 1824−27.
17. Id. § 913(f ), 124 Stat. at 1827−28.
18. Id. § 913(g), 15 U.S.C.A. §§ 78o, 80b-11 (West 2009 & Supp. 2012).
19. For instance, Congress, in section 913 of Dodd-Frank, indicated that various services and

practices that are distinct to the broker-dealer model should not be viewed as inconsistent with
the imposition of a fiduciary standard that is no less stringent than the one imposed on advisers.
See Dodd-Frank § 913(g), 15 U.S.C.A. §§ 78o, 80b-11; see also Exchange Act § 15(k)(1), 15 U.S.C.
§ 78o(k)(1) (2006 & Supp. IV 2010). As the SEC explained, those provisions, among others, “make
clear that the implementation of the uniform fiduciary standard should preserve investor choice
among such services and products and how to pay for these services and products (e.g., by preserving
commission-based accounts, episodic advice, principal trading and the ability to offer only propriet-
ary products to customers).” IA/BD STUDY, supra note 2, at 113.
20. See IA/BD STUDY, supra note 2, at 7, 10–11.
21. Id. at 13 (noting that some advisers offer arrangements whereby they agree to provide ongoing

investment advice).
22. Id. at 119.
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securities from and sell securities to customers for or from its own account.
A broker-dealer, however, must disclose the capacity in which it is acting,

whether as principal or agent, and may only charge fair and reasonable fees

and prices related to any transaction.23 Section 206(3) of the Advisers Act im-
poses different requirements on advisers in this context. That provision generally

requires an adviser that acts in a principal capacity to provide written disclosure

to and receive consent from the customer to act in such capacity on a trade-
by-trade basis prior to the completion of each transaction.24

In recognition of these differences, section 913 of Dodd-Frank amended the

Exchange Act by providing that a broker-dealer’s charging of commissions
“shall not, in and of itself, be considered a violation of [any such fiduciary

duty] applied to a broker-dealer” and that a broker-dealer would not be required

to have a “continuing duty of care or loyalty to the customer after providing
personalized investment advice about securities.”25 Although section 913 of

Dodd-Frank does not use similar language regarding broker-dealers acting in

a principal capacity, section 913 references specific sections of the Advisers
Act, but not section 206(3), when discussing a possible uniform fiduciary

duty.26 Congress’s omission in section 913 of Dodd-Frank of any reference to

section 206(3) of the Advisers Act evidences a congressional intent to allow
broker-dealers to continue to act in a principal capacity without having to pro-

vide written disclosure to and receive consent from customers for each individual

transaction. As discussed below in Part VI.B., requiring written disclosure and

23. See id. at 56 n.252 (noting that a broker-dealer that acts as principal must disclose the cost of
the security and the best price obtainable on the open market and must disclose all material facts
when recommending a security to a customer that the broker-dealer intends to sell to the customer
from its own account); id. at 57 (stating that SEC Exchange Act Rule 10b-19 “requires a broker-dealer
effecting customer transactions in securities . . . to provide written notification to the customer, at or
before completion of the transaction, disclosing information specific to the transaction, including
whether the broker-dealer is acting as agent or principal and its compensation, as well as any
third-party remuneration it has received or will receive”); id. at 66–69 (discussing broker-dealers’
obligation to charge only those fees related to transactions that are fair and reasonable).
24. See Advisers Act § 206(3), 15 U.S.C. § 80(b)-6(3) (2006 & Supp. IV 2010) (prohibiting an

adviser from “[a]cting as principal for his own account” regarding the purchase or sale of a security
for a client “without disclosing to such client in writing before the completion of such transaction the
capacity in which he is acting and obtaining the consent of the client”). The disclosure must be in
writing, but the client’s consent does not have to be in writing. See IA/BD STUDY, supra note 2, at 26.
The disclosure and consent, however, generally must be obtained separately for each transaction—
“blanket consent” ordinarily will not suffice. Id. But see Temporary Advisers Act Rule 206(3)-3T,
17 C.F.R. § 275.206(3)-3T (2012) (providing an alternative means of compliance with section 206(3)
of the Advisers Act for investment advisers that are dually registered as investment advisers and
broker-dealers).
25. See Dodd-Frank § 913(g), 15 U.S.C.A. §§ 78o, 80b-11 (West 2009 & Supp. 2012); see also

Exchange Act § 15(k)(1), 15 U.S.C. § 78o(k)(1) (2006 & Supp. IV 2010).
26. Section 913(g) of Dodd-Frank amended the Exchange Act by providing, inter alia, that the

SEC may promulgate a uniform fiduciary duty for broker-dealers and advisers that creates a standard
that “shall be no less stringent than the standard applicable to investment advisers under sections 206(1) and
(2) of [the Advisers Act] when providing personalized investment advice about securities.” 15 U.S.C.A.
§§ 78o, 80b-11 (emphasis added); see also Exchange Act § 15(k)(1), 15 U.S.C. § 78o(k)(1). Neither
Dodd-Frank nor the Exchange Act references section 206(3) of the Advisers Act when discussing a
potential uniform fiduciary duty.
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consent on a trade-by-trade basis would hinder the handling of customer orders,
reduce market liquidity, and be unnecessary in light of other protections that are

available to address potential conflicts that may arise when a broker-dealer acts

in a principal capacity.
Section 914 of Dodd-Frank required the SEC to prepare a second study to ad-

dress ways to enhance adviser examinations.27 Congress directed the SEC, in

preparing the study, to consider the number and frequency of examinations
and the feasibility of using an existing, or establishing a new, SRO to enhance

the adviser examination process.28

In enacting Dodd-Frank, Congress was attuned to the main issues regarding
the different regulatory regimes. It sought input, however, from experts in the

field before requiring the creation of new or different obligations that might ad-

versely impact the economy, businesses, and important investor choices without
providing meaningfully enhanced investor protection.29 SEC staff recently com-

pleted the mandated studies. They are discussed in detail below, but a few points

should be mentioned at the outset.
The SEC staff studies are comprehensive and thoughtfully drafted. It must be

acknowledged, however, that they were not prepared in a vacuum. Political con-

cerns and public perception—and, to a lesser extent, occasional competing per-
spectives between different regulatory agencies and even between different de-

partments within those agencies—can sometimes influence how such

documents approach issues under consideration. With that in mind, this article
focuses mainly on the SEC staff ’s factual findings discussed in the studies.

III. ADVISER OBLIGATIONS

Advisers are subject to the standards set forth in the Advisers Act, which do

not expressly impose a fiduciary obligation. The courts and the SEC, however,

have held that the Advisers Act implicitly imposes a fiduciary duty on advisers.30

In addition to this somewhat imprecise duty, advisers are subject to several ob-

ligations under the Advisers Act and SEC rules that prohibit or require more spe-

cific conduct. This Part discusses each obligation in turn.

27. Dodd-Frank, supra note 13, § 914, 124 Stat. at 1830.
28. Id.
29. Id. (requiring SEC to prepare a study addressing ways to enhance adviser examinations);

id. § 913(b)−(d), 124 Stat. at 1824−27 (mandating that SEC prepare a study on adviser and broker-
dealer obligations that, inter alia, identifies regulatory gaps, analyzes ways to bridge those gaps,
and assesses the potential impact on investors, advisers and broker-dealers—including as to costs
and range of products and services offered—regarding any potential rulemaking). In preparing the
studies, moreover, the SEC sought and received public comments on the identified issues. See IA/BD
STUDY, supra note 2, at 4−5. In regard to the IA/BD Study, for example, the SEC “received more than
3,000 individualized comments, including comments from investors, financial professionals, industry
groups, academics, and other regulators.” Id. at 5.
30. Subsequent to the judicial interpretation of the Advisers Act as including a fiduciary duty, the

SEC recognized this duty in SEC Advisers Act Rule 204A-1, discussed in detail below, but it did not
identify the duty’s parameters or provide an expanded discussion of the topic. 17 C.F.R. § 275.204A-1
(2012).
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A. FIDUCIARY DUTY

Much has been made in the standard-of-care debate of an adviser’s fiduciary

duty and, judging solely from media reports, one may well conclude that its

investor-protection powers are unparalleled.31 Closer scrutiny, however, reveals
something a little less remarkable. Nonetheless, one of the SEC staff studies rec-

ommends, without proposing a specific rule, imposing a fiduciary duty on

broker-dealers that is no less stringent than the one for advisers.32 In determin-
ing what such a universal fiduciary duty might actually encompass, it is impor-

tant to review both the historical underpinnings and current application of the

adviser’s fiduciary duty.

1. Judicial Interpretation of the Advisers Act

In SEC v. Capital Gains Research Bureau, Inc.,33 the United States Supreme

Court noted that advisers are held to high ethical standards.34 The Court stated
that the Advisers Act “reflects a congressional recognition of the delicate fiduciary

nature of an investment advisory relationship.”35 The Court found that section

206 of the Advisers Act, which contains antifraud provisions, imposes a fiduciary
duty on advisers to act in “good faith,” provide “full and fair disclosure of all

material facts,” and “employ reasonable care to avoid misleading” customers.36

The Court’s decision, however, left a number of questions unresolved. As an
initial matter, it remained unclear whether a cause of action based on an adviser’s

violation of its fiduciary duty would, in some circumstances, require a showing

of scienter (that the defendant acted with intent or extreme recklessness rather
than mere negligence).37 In Capital Gains, the Court held that the SEC was

not required to prove scienter in an enforcement action brought under section

206 of the Advisers Act.38 The Court stated that Congress, “in empowering
the courts to enjoin any practice that operates ‘as a fraud or deceit’ upon a

client, did not intend to require proof of intent to injure and actual injury to

the client.”39 The Court found that the defendant had violated section 206
of the Advisers Act by failing to disclose a conflict of interest.40 Section 206 of

31. See supra note 11.
32. See IA/BD STUDY, supra note 2, at 108−23.
33. 375 U.S. 180 (1963).
34. Id. at 188–89.
35. Id. at 191.
36. Id. at 194.
37. For discussions of scienter requirements generally, see the following: Aaron v. SEC, 446

U.S. 680, 686–87 n.5 (1980); Ernst & Ernst v. Hochfelder, 425 U.S. 185, 193 (1976); In re Baesa Sec.
Litig., 969 F. Supp. 238, 241 (S.D.N.Y. 1997); Dep’t of Enforcement v. Reynolds, No. CAF990018,
2001 NASD Discip. LEXIS 17, at *44–47 (NAC June 25, 2001).
38. Capital Gains, 375 U.S. at 196.
39. Id.
40. The defendant advisers published a monthly advisory report to 5,000 subscribers who paid an

annual fee for the service. Id. at 182–83. Defendants “purchased shares of a particular security shortly
before recommending it in the report for long-term investment.” Id. at 183. The price of the security
increased within days of the defendants’ distribution of the report. Id. Defendants then sold their
shares for a profit. Id. Defendants did not disclose this information to their clients. Id.
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the Advisers Act, however, has four separate provisions and the Court did not
cite to a particular provision when it rendered its decision.

Section 206(1) prohibits an adviser from “employ[ing] any device, scheme,

or artifice to defraud” a client.41 Section 206(2) prohibits an advisor from
“engag[ing] in any transaction, practice or course of business which operates

as a fraud or deceit upon” a client.42 As noted above, section 206(3) prohibits

an adviser from “[a]cting as principal for his own account” regarding the pur-
chase or sale of a security for a client “without disclosing to such client in writing

before the completion of such transaction the capacity in which he is acting and

obtaining the consent of the client.”43 Section 206(4) prohibits an adviser from
“engag[ing] in any act, practice, or course of business which is fraudulent,

deceptive, or manipulative.”44

Although the Capital Gains decision did not cite a particular paragraph of sec-
tion 206, the Court relied on the language in section 206(2) when it held that the

SEC did not have to show scienter.45 After Capital Gains, courts have reaffirmed

that scienter need not be proven in section 206(2) cases,46 and some courts have
similarly held that scienter is not an element of a case based on section 206(4).47

Several courts have held, however, that scienter is required in an action under

section 206(1).
Courts holding that section 206(1) requires a showing of scienter have looked

to the treatment of other antifraud provisions that use similar language. In Car-

roll v. Bear, Stearns & Co.,48 the plaintiff alleged violations of both section 206(1)
of the Advisers Act and SEC Exchange Act Rule 10b-5, the latter of which requires

a showing of scienter.49 The court quoted language from section 206(1) that is

identical to language in Rule 10b-5 and held that the same scienter requirement
applies to both.50 The court found that the plaintiff ’s claim failed because it did

not allege facts sufficient to plead a cause of action requiring proof of scienter.51

The court opined that the plaintiff ’s “remedy, if any, lies in an action in state court
for common law breach of contract and/or negligence.”52

41. 15 U.S.C. § 80b-6(1) (2006).
42. Id. § 80b-6(2).
43. 15 U.S.C. § 80b-6(3) (2006 & Supp. IV 2010). Section 206(3) does “not apply to any trans-

action with a customer of a broker or dealer if such broker or dealer is not acting as an investment
adviser in relation to such transaction.” Id.
44. Id. § 80b-6(4).
45. SEC v. Capital Gains Research Bureau, Inc., 375 U.S. 180, 195 (1963) (using the “fraud and

deceit” language of section 206(2) of the Advisers Act).
46. Aaron v. SEC, 446 U.S. 680, 694 (1980) (reaffirming that there is no intent requirement for

actions based on section 206(2) of the Advisers Act); Steadman v. SEC, 603 F.2d 1126 (5th Cir.
1979) (same), aff ’d, 450 U.S. 91 (1981).
47. SEC v. Steadman, 967 F.2d 636 (D.C. Cir. 1992) (holding that section 206(4) of the Advisers

Act does not require a showing of scienter).
48. 416 F. Supp. 998 (S.D.N.Y. 1976).
49. Id. at 1000.
50. Id. at 1001; see also SEC v. Mannion, 789 F. Supp. 2d 1321, 1339 (N.D. Ga. 2011).
51. Carroll, 416 F. Supp. at 1001.
52. Id. at 1002.

The Best of Both Worlds 9



Similarly, in SEC v. Moran,53 the SEC brought a securities fraud action against
an adviser under sections 206(1) and (2) of the Advisers Act. The court noted

that the language of section 206(1) is identical to that of section 17(a)(1) of

the Securities Act of 1933, which requires a showing of scienter.54 The Moran
court concluded that the defendant had not violated section 206(1) of the Advisers

Act because that section requires a showing of scienter, which had not been pro-

ven.55 The court, however, found that the defendant had violated section 206(2) of
the Advisers Act since that provision requires only a showing of negligence.56

Thus, an adviser’s level of responsibility under a fiduciary duty may differ depend-

ing on which paragraph of section 206 the action is based.
The more perplexing dilemma is identifying exactly what this fiduciary duty

requires of advisers beyond the issue of mental culpability. Unlike a prescriptive,

rules-based approach, there is no detailed list of actions that must be taken or
avoided. Historically, moreover, fiduciary obligations have differed markedly de-

pending on a variety of factors, including the common law or statutory basis for

the duty and the relationship between the parties.57 Simply announcing the ex-
istence of a fiduciary duty does not provide a roadmap of acceptable or prohib-

ited conduct. As Justice Cardozo once remarked, “[b]ut to say that a man is a

fiduciary only begins analysis; it gives direction to further inquiry.”58 The only
duty clearly imposed by the Capital Gains decision is the duty to disclose material

conflicts of interest.

2. SEC Report on Adviser and Broker-Dealer Obligations

In the years since Capital Gains, the SEC has provided some clarity on what
the fiduciary obligation means in the adviser context. In 2011, pursuant to Con-

gress’s directive in section 913 of Dodd-Frank, the SEC published its compre-

hensive report on the obligations of advisers and broker-dealers, the IA/BD
Study.59 In its discussion of an adviser’s fiduciary obligations, the IA/BD Study

53. 922 F. Supp. 867 (S.D.N.Y. 1996).
54. Id. at 896.
55. Id. at 897.
56. Id.; see also SEC v. Chiase, No. 10-CV-5110, 2011 U.S. Dist. LEXIS 142331, at *13 (D.N.J.

Dec. 12, 2011) (“Scienter is necessary to violate Section 206(1) of the Advisers Act, but is not re-
quired to prove violations of Section 206(2).”); SEC v. Mannion, 789 F. Supp. 2d 1321, 1339
(N.D. Ga. 2011) (same); SEC v. Batterman, 00 Civ. 4835 (LAP), 2002 U.S. Dist. LEXIS 18556, at *23
(S.D.N.Y. Sept. 30, 2002) (same).
57. See Advocare Int’l LP v. Horizon Labs., Inc., 524 F.3d 679, 695–97 (5th Cir. 2008) (discussing

differing fiduciary obligations depending on parties’ relationship); United States v. Murphy, 323 F.3d
102, 113–18 (3d Cir. 2003) (noting various fiduciary obligations in different settings); Cohen v.
Cohen, 773 F. Supp. 2d 373, 396 (S.D.N.Y. 2011) (discussing limitation periods that apply for differ-
ent fiduciary duties); see also Deborah A. DeMott, Beyond Metaphor: An Analysis of Fiduciary Obligation,
1988 DUKE L.J. 879, 879 (“Fiduciary obligation is one of the most elusive concepts in Anglo-American
law. . . . Although one can identify common core principles of fiduciary obligation, these principles
apply with greater or lesser force in different contexts involving different types of parties and
relationships.”).
58. SEC v. Chenery Corp., 318 U.S. 80, 84–85 (1943).
59. See IA/BD STUDY, supra note 2, at 1.
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essentially identified two overarching duties, each of which can be broken into
two subparts.

The SEC explained that an adviser has a duty of loyalty that includes acting in a

customer’s best interests and eliminating or disclosing conflicts of interest.60 The
SEC also stated that an adviser has a duty of care that includes providing suitable

investment advice and seeking best execution.61

a. Duty of Loyalty—Acting in the Customer’s Best Interests

The SEC has stated that the “duty of loyalty requires an adviser to serve the

best interests of its clients.”62 In explaining this principle in the IA/BD Study,
the SEC indicated that it includes the “obligation not to subordinate the clients’

interests to its own.”63 At one point, the SEC noted that it had received many

letters raising issues and seeking guidance regarding the scope of the term
“best interests.”64 The SEC responded that it “interprets the uniform fiduciary

standard to include, at a minimum, the duties of loyalty and care as interpreted

and developed under Advisers Act sections 206(1) and 206(2).”65 The SEC then
reiterated that the duty of loyalty “prohibits an adviser from putting its interests

ahead of its clients” and requires the elimination or disclosure of material con-

flicts of interest.66

This duty to act in their clients’ best interests, frequently highlighted in media

reports as the reason advisers provide better investor protection than broker-

dealers, is not easy to define. Moreover, as discussed below in Part IV.B. and ap-
parently not widely known, case law, the IA/BD Study, and FINRA regulatory

notices make clear that this often-praised duty currently applies to broker-dealers

as well.

b. Duty of Loyalty—Disclosing Conflicts of Interest

As mentioned above, advisers’ duty of loyalty also includes an obligation

either to eliminate or disclose material conflicts of interest.67 An adviser’s

disclosure of conflicts of interest is accomplished largely through a “disclosure

60. See id. at 22–24, 106, 110–20.
61. Id. at 27–29, 106, 120–23.
62. Id. at 22.
63. Id.
64. Id. at 110.
65. Id. at 110–11.
66. Id. at 112–13. As support for its statement, the SEC cited Capital Gains and two SEC settlement

releases: In re Speaker, Investment Advisers Act Rel. No. 1605 ( Jan. 13, 1997) (settled order); In re
Mark Bailey & Co., Investment Advisers Act Rel. No. 1105 (Feb. 24, 1998) (settled order). See IA/BD
STUDY, supra note 2, at 113 n.513. All of the cited decisions addressed advisers’ failures to disclose
conflicts of interests. None offered additional explanation of what it means to act in a customer’s
best interests. The SEC’s almost exclusive reliance on decisions involving an adviser’s duty of disclo-
sure when discussing the adviser’s duty to act in the “customer’s best interests” leads to the question
of whether, in the SEC’s view, they are (or at one point were) actually one and the same. For purposes
of this article, however, the duty of disclosure and the duty to act in the customer’s best interests will
be treated as separate obligations.
67. IA/BD STUDY, supra note 2, at 22.
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‘brochure’ that advisers must provide to prospective clients initially and to exist-
ing clients annually.”68 This brochure is commonly referred to as a Form ADV

disclosure.69 The SEC has explained that much of the Form ADV disclosure “ad-

dresses an investment adviser’s conflicts of interest with its clients, and is disclo-
sure that the adviser, as a fiduciary, must make to clients in some manner regard-

less of the form requirements.”70 Form ADV lists specific items that must be

disclosed.71 The SEC has stated, however, that an adviser’s “fiduciary duty to dis-
close is a broad one, and the delivery of the adviser’s brochure alone may not

fully satisfy the adviser’s disclosure obligation.”72 As discussed in Part VI.A.,

broker-dealers currently are not subject to such broad disclosure requirements,
although FINRA rules and case law do impose numerous discreet disclosure

obligations on them.

c. Duty of Care—Providing Suitable Advice

According to the IA/BD Study, “advisers owe their clients the duty to provide

only suitable investment advice. . . . To fulfill this obligation, an adviser must
make a reasonable determination that the investment advice provided is suitable

for the client based on the client’s financial situation and investment objec-

tives.”73 To support such a proposition, the SEC cited a pair of older releases.74

The first, published in 1997, made an identical statement regarding advisers’

suitability obligations under the Advisers Act, but the release otherwise focused

on the Investment Company Act of 1940.75 In the second release cited, the SEC,
in 1994, proposed its own suitability rule.76 The proposal would have created

explicit suitability obligations similar to those that the FINRA suitability rule im-

posed at that time.77 During the discussion of the proposal, however, the SEC
stated that advisers already were subject to an implicit suitability obligation.78

The SEC ultimately did not adopt the proposed rule.

The SEC’s IA/BD Study did not cite case law in support of its contention that
advisers have a suitability obligation for the advice they provide, but there is an

older case that was decided on suitability principles. In 1965, the SEC issued a

decision in In re Shearson, Hammill & Co.,79 finding that the adviser defendants
had committed, inter alia, willful violations of sections 206(1) and (2) of the

68. Id. at 18.
69. See id. at 114.
70. Id. at 19.
71. Id. at 19–20.
72. Id. at 23.
73. Id. at 27; see also id. at 106, 123.
74. Id. at 27.
75. Status of Investment Advisory Programs Under the Investment Company Act of 1940, 62 Fed.

Reg. 15098, 15102 (Mar. 31, 1997) (to be codified at 17 C.F.R. pts. 270, 274).
76. Suitability of Investment Advice Provided by Advisers; Custodial Account Statements for

Certain Advisory Clients, 59 Fed. Reg. 13464 (proposed Mar. 22, 1994) (to be codified at 17 C.F.R.
pt. 275).
77. Id. at 13464–66.
78. Id.
79. Nos. 8-475, 801-348, 1965 SEC LEXIS 269 (Nov. 12, 1965).
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Advisers Act.80 The advisers had recommended speculative securities that were
at odds with their clients’ investment objectives and needs.81

The SEC’s IA/BD Study also stated that an “adviser has ‘a duty of care requiring

it to make a reasonable investigation to determine that it is not basing its recom-
mendations on materially inaccurate or incomplete information.’”82 The SEC’s

IA/BD Study again relied on a release, this time regarding proxy voting by advis-

ers,83 but noted that the SEC “has brought enforcement actions alleging omis-
sions and misrepresentations regarding investment strategies” and cited two

settlements involving fraud.84

In brief, advisers have a suitability obligation. That obligation, while part of an
adviser’s fiduciary duty, has not developed over time through case law or the

promulgation of a rule with broader and more detailed requirements. FINRA’s

suitability rule, on the other hand, has developed in numerous important ways
over time and imposes more significant obligations on broker-dealers than the

implicit suitability obligation imposes on advisers, addressed below in Part IV.B.

d. Duty of Care—Seeking Best Execution

The SEC’s IA/BD Study states that advisers have a duty of care to seek “best

execution of clients’ securities transactions where they have responsibility to se-
lect broker-dealers to execute client trades (typically in the case of discretionary

accounts).”85 Pursuant to this duty, an adviser must seek execution of transac-

tions that are “the most favorable under the circumstances.”86 An adviser should
consider a number of factors when deciding which broker-dealer to select for

execution services, including “execution capability, commission rate, financial

responsibility, responsiveness to the adviser, and the value of any research pro-
vided.”87 An adviser must evaluate execution services periodically.88

An adviser is permitted to use a broker-dealer with which it is affiliated and to

direct brokerage to particular brokers, as long as the adviser discloses any poten-
tial conflict of interest to clients.89 An adviser also may aggregate orders on be-

half of multiple accounts to receive volume discounts regarding execution costs

80. Id. at *59.
81. Id. at *54. One customer, a teenager, had asked to purchase shares of one stock, but an adviser

defendant instead recommended that he buy shares of another stock at a higher price. Id. The adviser
had suggested that there would soon be favorable developments regarding the recommended stock.
Id. In addition, the adviser, without inquiring into a seventy-year-old widow’s finances or investment
objectives, recommended that the widow invest in a speculative security. Id. The widow, however,
had limited financial means and actually desired safety of principal and some dividend income. Id.
82. IA/BD STUDY, supra note 2, at 28 (citing Proxy Voting by Investment Advisers, Investment

Advisers Act Rel. No. 3052 ( July 14, 2010)).
83. Id.
84. Id. (citing In re Fahey, Investment Advisers Act Rel. No. 2196 (Nov. 24, 2003) (settled order);

In re Hamby, Investment Advisers Act Rel. No. 1668 (Sept. 22, 1997) (settled order)).
85. IA/BD STUDY, supra note 2, at 28.
86. Id.
87. Id. at 28–29.
88. Id. at 29.
89. Id.

The Best of Both Worlds 13



if the aggregation is for the purpose of seeking best execution and no particular
account is advantaged or disadvantaged by the aggregation.90

Broker-dealers must comply with a number of order handling requirements,

discussed below in Part IV.F. They include the duty of best execution and the
prohibition generally on trading ahead of customer orders. FINRA and case

law have stated that both of these requirements create fiduciary duties for

broker-dealers.

B. ADVISERS ACT PROVISIONS AND SEC ADVISERS ACT RULES IMPOSING

SPECIFIC REQUIREMENTS

In addition to the fiduciary duty, with its four subparts, advisers are subject to

several Advisers Act provisions and SEC Advisers Act rules that impose more

specific obligations regarding certain types of activities. These obligations
cover registration, advertising, supervision, and recordkeeping.

1. Registration

Advisers must register with the SEC using Form ADV, Part 1A, which is filed

electronically through the Investment Adviser Public Disclosure website
(“IAPD”).91 Advisers must “disclose information about their disciplinary history,

type of services provided and other aspects of their business”92 and must keep

their information current.93

Broker-dealers similarly must register with the SEC, FINRA, and state regu-

lators.94 As discussed below in Part IV.A., however, broker-dealers also are sub-

ject to an important admission process, which requires that they meet numer-
ous standards before they can conduct a securities business. Broker-dealers’

registered persons, moreover, must adhere to qualification, licensing, and con-

tinuing education requirements. Advisers are not subject to these additional
requirements.95

2. Advertising

Advisers must comply with specific restrictions and prohibitions regarding ad-
vertisements. SEC Advisers Act Rule 204(4)-1 states that an adviser is prohibited

by the provisions of section 206(4) of the Advisers Act from using an advertise-

ment that (1) refers to a testimonial concerning the adviser; (2) refers to the ad-
viser’s past specific recommendations “that were or would have been profitable

90. Id.
91. See SEC Advisers Act Rules 203-1, 204-1, 17 C.F.R. §§ 275.203-1, 275.204-1 (2012). FINRA

operates IAPD by agreement with the SEC and state regulators. IA/BD STUDY, supra note 2, at 18 n.66.
92. IA/BD STUDY, supra note 2, at 18.
93. Id.
94. Id. at 46−47.
95. Id. at 137–38.
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to any person” unless the adviser provides or offers to provide a list of all recom-
mendations that the adviser made within the past year; (3) represents that a

graph, chart, formula, or other device can be used to determine whether and/

or when to purchase or sell securities unless the advertisement prominently
discloses the limitations and the difficulties regarding the use of such devices;

(4) contains a statement that inaccurately represents that a report, analysis, or

other service is free; or (5) contains a statement of a material fact that is untrue
or otherwise false or misleading.96

Advisers, however, are not required to have a supervisor review and approve

any advertisements.97 They also are not obligated to submit any advertisements
to regulators for review and approval.98 As discussed in Parts IV.E. and VI.B.,

broker-dealers do have such obligations regarding various communications

with the public.

3. Supervision

The Advisers Act imposes general supervision obligations on advisers. Section

203(e)(6) of the Advisers Act states that an adviser will not be deemed to have

failed reasonably to supervise any person if it “(A) establishe[s] procedures, and a
system for applying such procedures, which would reasonably be expected to

prevent and detect” violations of the Advisers Act and rules thereunder and

(B) reasonably discharges the duties and obligations outlined in such proce-
dures.99 SEC Advisers Act Rule 206(4)-7, moreover, requires an adviser to

adopt written policies and procedures reasonably designed to prevent violations

of the Advisers Act and rules thereunder, annually review their adequacy and
effectiveness, and designate a chief compliance officer who is responsible for

administering them.100

In addition, section 204A of the Advisers Act requires advisers to “establish,
maintain, and enforce written policies and procedures reasonably designed, tak-

ing into consideration the nature of such investment adviser’s business, to pre-
vent the misuse . . . of material, non-public information.”101 SEC Advisers Act

Rule 204A-1, moreover, requires advisers to “establish, maintain, and enforce

a written code of ethics.”102 This code of ethics must include standards of busi-
ness conduct that “reflect [the adviser’s] fiduciary obligations and those of [the

adviser’s] supervised persons.”103 It also must require that supervised persons

comply with applicable federal securities laws, report violations of the code of
ethics promptly to the chief compliance officer, and receive a copy of the code

96. SEC Advisers Act Rule 206(4)-1(a)(1) to (a)(5), 17 C.F.R. § 275.206(4)-1(a)(1) to (a)(5)
(2012).

97. IA/BD STUDY, supra note 2, at 131.
98. Id.
99. Advisers Act § 203(e)(6), 15 U.S.C. § 80b-3(e)(6) (2006).
100. SEC Advisers Act Rule 206(4)-7, 17 C.F.R. § 275.206(4)-7 (2012).
101. Advisers Act § 204A, 15 U.S.C. § 80b-4a (2006).
102. SEC Advisers Act Rule 204A-1, 17 C.F.R. § 275.204A-1 (2012).
103. SEC Advisers Act Rule 204A-1(a)(1), 17 C.F.R. § 275.204A-1(a)(1).
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of ethics and acknowledge such receipt in writing.104 Furthermore, “access
persons”105 must periodically report personal securities holdings.106

FINRA’s supervision rules (reviewed in Parts IV.H. and VI.B.) impose more

detailed obligations on broker-dealers. Among other things, these rules require
broker-dealers to establish a detailed “supervisory hierarchy,” including the des-

ignation of “a direct supervisor for each registered representative[,]” conduct in-

spections of branch offices, and supervise registered persons’ private securities
transactions under certain circumstances.107 Broker-dealers also must receive

notification of registered representatives’ outside business activities, consider

whether such activities will compromise the registered representatives’ responsi-
bilities to the broker-dealers’ customers, and evaluate the advisability of prohib-

iting or imposing conditions on the activities.108

4. Recordkeeping

SEC Advisers Act Rule 204-2 imposes limited recordkeeping obligations on
advisers. The rule requires advisers to create and maintain accurate and current

books and records regarding only specific types of information.109 The rule enu-

merates the particular records that advisers generally must create and main-
tain110 and lists some additional ones if the adviser has custody of client assets

or exercises proxy voting rights regarding client securities.111 Finally, the rule

indicates the length of time and the manner in which advisers must keep such
records.112

In contrast to the comprehensive recordkeeping requirements for broker-

dealers (discussed in Parts IV.J. and VI.B.), advisers are not subject to a broad
general requirement to maintain other records not specifically listed that relate

to their advisory business.113 The lack of such a requirement, the SEC has ac-

knowledged, diminishes the effectiveness of the SEC’s examinations of advisers
and could weaken “the level of investor protection that results from regulatory

examination programs.”114

104. SEC Advisers Act Rule 204A-1(a)(2) to (a)(4), 17 C.F.R. § 275.204A-1(a)(2) to (a)(4).
105. “Access person” includes a supervised person who has access to certain nonpublic informa-

tion, a person “[w]ho is involved in making securities recommendations to clients, or who has access
to such recommendations that are nonpublic,” and all of the adviser’s directors, officers, and partners
if the adviser’s primary business is providing investment advice. SEC Advisers Act Rule 204A-1(e)(1),
17 C.F.R. § 275.204A-1(e)(1).
106. SEC Advisers Act Rule 204A-1(b)(1), 17 C.F.R. § 275.204A-1(b)(1).
107. IA/BD STUDY, supra note 2, at 135.
108. See FINRA R. 3270, 3270.01 (2009).
109. SEC Advisers Act Rule 204-2(a), 17 C.F.R. § 275.204-2(a) (2012).
110. Id.
111. SEC Advisers Act Rule 204-2(b), (c)(2), 17 C.F.R. § 275.204-2(b), (c)(2) (2012).
112. SEC Advisers Act Rule 204-2(e) to 2(k), 17 C.F.R. § 275.204-2(e) to 2(k) (2012).
113. IA/BD STUDY, supra note 2, at 139.
114. Id.
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IV. BROKER-DEALER OBLIGATIONS

The SEC has described FINRA’s suitability rule as having “the most far-reaching

potential for dealing with improper selling practices”115 and as “critical to ensur-

ing investor protection and fair dealing with customers.”116 FINRA’s suitability
rule is arguably one of the most important customer-protection standards in

the securities industry.117 It is therefore understandable that the debate over

whether the adviser or broker-dealer model provides better customer protection
has focused on the suitability rule when analyzing broker-dealer obligations.

That focus also may derive, at least in part, from a desire to simplify the analysis

regarding the differences between advisers and broker-dealers by merely com-
paring one standard to another—fiduciary versus suitability. Unfortunately,

that focus minimizes the relevance of myriad other sales practice rules that

FINRA has in its arsenal, all of which play critical roles in protecting customers.
In fact, only broker-dealers are subject to exacting standards even before they

first open their doors to the investing public. That trend continues once they

begin their securities operations, because broker-dealers are subject to rigorous
oversight and regulatory requirements (including broad suitability obligations)

that are more detailed than those imposed on advisers.

A. REGISTRATION, ADMISSION, QUALIFICATION, LICENSING,
AND CONTINUING EDUCATION

Broker-dealers are subject to FINRA registration, admission, qualification,
licensing, and continuing education requirements.118 These serve an important

115. SEC Special Study of Securities Markets, H.R. DOC. NO. 88-95, pt. 1, at 311 (1st Sess. 1963).
116. SEC Order Granting Accelerated Approval of Proposal to Adopt FINRA Rules 2090 (Know

Your Customer) and 2111 (Suitability) in the Consolidated FINRA Rulebook, 75 Fed. Reg. 71479,
71479 (Nov. 23, 2010) [hereinafter Order Approving Suitability and KYC Rules].
117. The IA/BD Study recognized the importance of suitability obligations on numerous occa-

sions. The SEC emphasized that an adviser’s fiduciary duty includes an implicit suitability obligation
and that “a central aspect of a broker-dealer’s duty of fair dealing is the suitability obligation.” IA/BD
STUDY, supra note 2, at 27–28, 59, 106, 123. The study also explained that FINRA’s suitability rule is
“grounded in concepts of ethics, professionalism, fair dealing, and just and equitable principles of
trade, which gives [FINRA] more authority in dealing with suitability issues” than federal regulators
have when enforcing suitability obligations based on the legal requirements of certain antifraud pro-
visions of the federal securities laws. Id. at 60. Not surprisingly, therefore, the IA/BD Study empha-
sized that “the uniform fiduciary standard would be an overlay on top of the existing investment ad-
viser and broker-dealer regimes and would supplement them, and not supplant them.” Id. at 109. Of
course, the fact that the SEC recently approved FINRA’s new suitability rule in the face of substantial
lobbying efforts to delay such action until after the SEC proposes a universal fiduciary duty also sig-
nals the SEC’s belief that suitability obligations will continue to play a significant investor-protection
role if it adopts a universal fiduciary duty. See SEC Notice of FINRA Proposal to Adopt FINRA Rules
2090 (Know Your Customer) and 2111 (Suitability) in the Consolidated FINRA Rulebook, 75 Fed.
Reg. 51310, 51314–15 (Aug. 19, 2010) [hereinafter Notice of Proposed Suitability and KYC Rules];
see also Order Approving Suitability and KYC Rules, supra note 116. The SEC also recently proposed
a rule on security-based swap activities pursuant to Dodd-Frank that would impose SEC suitability
obligations modeled after FINRA’s suitability rule. See Business Conduct Standards for Security-Based
Swap Dealers and Major Participants, 76 Fed. Reg. 42396 (proposed July 18, 2011) (to be codified at
17 C.F.R. pt. 240).
118. See IA/BD STUDY, supra note 2, at 136−38.
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role in allowing FINRA to know and assess the business activities of broker-
dealers and to ensure that their registered persons are qualified to handle their as-

signed responsibilities. Advisers also are subject to a registration requirement,119

but have no admission, qualification, licensing, or continuing education
obligations.120

Broker-dealers first must register with FINRA, the SEC, and applicable states

by completing and filing a Uniform Application for Broker-Dealer Registration
form (“Form BD”) with the Central Registration Depository system (“CRD”),

which FINRA administers and the SEC, the states, and SROs use.121 In general,

broker-dealers also must register their associated persons with FINRA using a
Uniform Application for Securities Industry Registration form (“Form U4”) via

CRD.122 Broker-dealers, their control persons, and their associated persons

must disclose, among other things, whether they have been subject to certain
criminal, regulatory, or civil actions, and they must keep their information cur-

rent.123 FINRA BrokerCheck®, moreover, allows investors to review the profes-

sional and disciplinary backgrounds of firms and brokers online.124

In addition to these registration and disclosure requirements, a broker-dealer

may not engage in a securities business unless it satisfies FINRA’s standards for

admission to membership.125 As part of this admission process, FINRA evalu-
ates, inter alia, whether the applicant is capable of complying with all applicable

laws, regulations, and rules.126 FINRA may deny an application, approve an

application in full, or approve an application with “one or more restrictions rea-
sonably designed to address a specific financial, operational, supervisory, discipli-

nary, investor protection, or other regulatory concern based on the standards for

admission.”127 FINRA approvals of new membership applications often include
various business restrictions that address FINRA concerns.128 Broker-dealers can-

not remove or modify any such business restrictions or materially change their

business operations without FINRA approval.129

Furthermore, broker-dealers’ associated persons “who effect or participate in

effecting securities transactionsmust satisfy certain qualification requirements . . . ,

which include passing one or more examinations administered by FINRA to

119. Id. at 136.
120. Id. at 137.
121. Id. at 47.
122. Id. at 49 & n.213.
123. Id. at 47–49 & n.213; see also In re Neaton, Admin. Proc. File No. 3-14252, 2011 SEC LEXIS

3719, at *17–18 (Oct. 20, 2011); Dep’t of Enforcement v. Knight, No. C10020060, 2004 NASD Discip.
LEXIS 5, at *13 (NAC Apr. 27, 2004).
124. BrokerCheck® is available on FINRA’s website at www.finra.org/brokercheck.
125. See IA/BD STUDY, supra note 2, at 48.
126. NASD R. 1014(a) (2008). NASD rules are available at http://finra.complinet.com/en/display/

display.html?rbid=2403&element_id=605. All citations are to the last amendment dates of the rules.
127. Id. R. 1014(b).
128. IA/BD STUDY, supra note 2, at 49.
129. Id.
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demonstrate competence in the areas in which they will work.”130 These persons
also must comply with continuing education requirements.131 The continuing

education topics, which FINRA periodically updates and the SEC approves, gen-

erally “focus on current compliance, regulatory, ethical and sales-practice stan-
dards.”132 Individuals subject to the requirements ordinarily must complete the

training in their second year of registration and every three years thereafter.133

In addition, broker-dealers must institute an ongoing, in-house education
program to keep employees current on “securities products, services, and strat-

egies offered by the [broker-dealer].”134 The program must include, at a mini-

mum, specific training on “investment features and associated risk factors[,]
[s]uitability and sales practice considerations[,]” and “regulatory requirements”

related to the types of products, services, and strategies that the broker-dealer

offers.135 Advisers are not subject to any such requirements.

B. SUITABILITY

FINRA imposes numerous suitability obligations on broker-dealers through its
general suitability rule—applicable to all recommendations to customers involv-

ing all types of securities and investment strategies involving securities—and var-

ious other rules with heightened suitability components that apply to specific
types of complex or risky investment products and strategies. As previously

noted, the explanation frequently used to describe the differences between fidu-

ciary and suitability obligations is that the former requires that an adviser act in
the customer’s best interests while the latter merely requires that a broker-dealer

recommend a security or strategy that is suitable. That facile description is

incomplete and incorrect on many levels.
FINRA’s general suitability rule is based on the fundamental principle of fair

dealing with customers and is intended to promote ethical practices and high

standards of professional conduct.136 Numerous cases, the IA/BD Study, and
FINRA regulatory notices explicitly state that, under FINRA’s suitability rule,

“a broker’s recommendations must be consistent with his customers’ best inter-

ests.”137 The very premise of what has become the starting point in the debate

130. Id. at 77.
131. FINRA R. 1250 (2011); see also Exchange Act § 15A(g)(3)(B)(i), 15 U.S.C. § 78o-3(g)(3)(B)(i)

(2006).
132. IA/BD STUDY, supra note 2, at 77.
133. FINRA R. 1250(a)(1). In addition, individuals subject to certain types of disqualification or

disciplinary sanctions are required to retake the training. Id.
134. Id. R. 1250(b)(2)(B).
135. Id.
136. FINRA R. 2111.01 (2011).
137. In re Sathianathan, Admin. Proc. File No. 3-12245, 2006 SEC LEXIS 2572, at *21 (Nov. 8,

2006); see also In re Epstein, Admin. Proc. File No. 3-12933, 2009 SEC LEXIS 217, at *40 n.24
( Jan. 30, 2009) (“In interpreting the suitability rule, we have stated that a [broker’s] ‘recommendations
must be consistent with his customer’s best interests.’”); In re Faber, Admin. Proc. File No. 3-11156,
2004 SEC LEXIS 277, at *23–24 (Feb. 10, 2004); In re Belden, Admin. Proc. File No. 3-10888,
2003 SEC LEXIS 1154, at *11 (May 14, 2003); In re Howard, Admin. Proc. File No. 3-10392,
2002 SEC LEXIS 1909, at *5–6 ( July 26, 2002), aff ’d, 77 F. App’x 2 (1st Cir. 2003); In re Powell &
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over which regulatory model provides better investor protection with regard to
investment advice is thus faulty. The same principle that some opine makes the

advisers’ model more protective of investors’ interests actually also applies to

broker-dealers when they recommend securities or investment strategies involv-
ing securities to customers.

The misperception, moreover, does not end there. The suitability obligation

imposed on advisers as part of their fiduciary duty is not nearly as detailed as
the obligations that FINRA’s suitability rule imposes on broker-dealers. Indeed,

the SEC has acknowledged that it has not provided specific guidance on an ad-

viser’s suitability obligation.138 The relatively few SEC cases and releases that dis-
cuss an adviser’s suitability obligation merely repeat that the advice must be suit-

able based on the customer’s financial situation and investment objectives.139

That obligation is but a small piece of the broader suitability obligations that
FINRA’s rules explicitly impose on broker-dealers.

1. FINRA’s General Suitability Rule

FINRA has imposed explicit, rule-based suitability obligations on broker-

dealers for more than seventy years.140 Over that period, case law also has
used the rule as a basis to establish numerous additional suitability requirements

for broker-dealers.141 Recently, FINRA adopted a new general suitability rule

(FINRA Rule 2111) that replaced its old one (NASD Rule 2310). FINRA Rule
2111 provides, in part, that a broker-dealer “must have a reasonable basis to be-

lieve that a recommended transaction or investment strategy involving a security

or securities is suitable for the customer, based on the information obtained
through the reasonable diligence of the [broker-dealer] to ascertain the custom-

er’s investment profile.”142 The general suitability rule originally was developed

McGowan, Inc., Nos. 8-2212, 8-11453, 1964 SEC LEXIS 497, at *3–4 (Apr. 24, 1964); Dep’t of En-
forcement v. Evans, No. 20006005977901, 2011 FINRA Discip. LEXIS 36, at *22 (Oct. 3, 2011);
Dep’t of Enforcement v. Cody, No. 2005003188901, 2010 FINRA Discip. LEXIS 8, at *19 (May
10, 2010), aff ’d, Admin. Proc. File No. 3-13932, 2011 SEC LEXIS 1862 (May 27, 2011); Dep’t of
Enforcement v. Bendetsen, No. C01020025, 2004 NASD Discip. LEXIS 13, at *12 (NAC Aug. 9,
2004); IA/BD STUDY, supra note 2, at 59; FINRA Regulatory Notice 12-25, 2012 FINRA LEXIS 32,
at *10 (May 2012) [hereinafter Notice 12-25]; FINRA Notice to Members 01-23, 2001 NASD
LEXIS 28, at *20 (Apr. 2001) [hereinafter NTM 01-23].
138. IA/BD STUDY, supra note 2, at 123.
139. See supra Part III.A.2.c.
140. Nancy C. Libin & James S. Wrona, The Securities Industry and the Internet: A Suitable Match?,

2001 COLUM. BUS. L. REV. 601, 610 & n.28.
141. See generally IA/BD STUDY, supra note 2, at 63−65, 106 (noting that case law interpretations

have imposed a number of important suitability obligations on broker-dealers); Notice 12-25, supra
note 137, at *2−3, *10−13, *50−52 (explaining that, over the years, case law has imposed various
key suitability obligations on broker-dealers).
142. FINRA R. 2111(a) (2011). The suitability rule is only triggered when a broker-dealer makes a

“recommendation.” See FINRA Regulatory Notice 11-02, 2011 FINRA LEXIS 11, at *5 ( Jan. 2011)
[hereinafter Notice 11-02]. FINRA does not define the term, but it has offered several guiding prin-
ciples that should be considered when determining whether a particular communication is a recom-
mendation. See id. at *6; see also Notice 12-25, supra note 137, at *15–17 & nn.24–26 (discussing
guiding principles and various interpretations of the term “recommendation”); FINRA Regulatory No-
tice 10-06, 2010 FINRA LEXIS 6, at *6–9 ( Jan. 2010) (providing guidance on recommendations
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“to neutralize the inherent conflict of interest in the broker-customer relation-
ship, in which the broker’s interest in generating commissions may be at odds

with the customer’s interest.”143 The rule also “implicitly recognizes that custom-

ers may rely on broker-dealers’ special investment skills and knowledge, and it is
thus appropriate to make broker-dealers responsible for the investment advice

that they give to customers.”144

FINRA’s new rule retains the core features of its predecessor, codifies in one
place many of the significant interpretations of the old rule, and otherwise makes

the general suitability rule an even more powerful investor-protection tool.145

This subpart highlights some of the differences between the old and new
FINRA general suitability rules and explores the numerous obligations that the

general suitability rule imposes on broker-dealers.

a. Differences Between Old and New Suitability Rules

In November 2010, the SEC approved FINRA’s new suitability rule.146 A re-

view of some of the differences between the old and new general suitability rules
provides several examples of how broker-dealers’ suitability obligations have

been expanded and strengthened over time. Other examples are discussed in

Part IV.B.1.b.

(i) New Rule Explicitly Covers Investment Strategies

The new rule covers not only recommended purchases, sales, and exchanges

of securities, but, unlike the old rule, also explicitly covers recommended
investment strategies involving securities, including recommendations to hold se-

curities.147 Although previous interpretations stated that the predecessor rule

made on blogs and social networking websites); NTM 01-23, supra note 137, at *10–15 (announcing
the guiding principles and providing examples of communications that likely do and do not consti-
tute recommendations); In re Siegel, Admin. Proc. File No. 3-12659, 2008 SEC LEXIS 2459, at
*21–27 (Oct. 6, 2008) (applying these principles to the facts of the case to find a recommendation),
aff ’d in relevant part, 592 F.3d 147 (D.C. Cir.), cert. denied, 130 S. Ct. 333 (2010); In re Kunz,
No. G3A960029, 1999 NASD Discip. LEXIS 20, at *63 (NAC July 7, 1999) (stating that the distri-
bution of offering material ordinarily would not, by itself, constitute a recommendation triggering
application of the suitability rule).
143. Libin & Wrona, supra note 140, at 605.
144. Id. It must be emphasized, however, that FINRA need not prove actual customer reliance

on broker-dealer communications to find a violation of its rules. See In re Glodek, Admin. Proc.
File No. 3-13414, 2009 SEC LEXIS 3936, at *14 (Nov. 4, 2009).
145. Notice 11-02, supra note 142, at *2. FINRA emphasized that, “[t]o the extent that past No-

tices to Members, Regulatory Notices, case law, etc., do not conflict with the new rule requirements
or interpretations thereof, they remain potentially applicable, depending on the facts and circumstan-
ces of the particular case.” Id. at *2 n.3; see also FINRA Regulatory Notice 11-25, 2011 FINRA LEXIS
45, at *4 (May 2011) [hereinafter Notice 11-25] (same). Although FINRA did not codify case law
requiring a broker to act in a customer’s best interests, it went to great lengths to ensure that the ob-
ligation was highlighted during and after the rulemaking process for the new suitability rule. See No-
tice of Proposed Suitability and KYC Rules, supra note 117, at 51314–15; Notice 12-25, supra note
137, at *10–15; Notice 11-02, supra note 142, at *7 n.11. The obligation clearly applies under the
new rule.
146. See Order Approving Suitability and KYC Rules, supra note 116.
147. Notice 12-25, supra note 137, at *6–7.
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implicitly applied to recommended investment strategies,148 the case law sug-
gests that the old rule’s coverage of investment strategies was somewhat narrow

in practice.149 The new rule states that the term “investment strategy” is to be

interpreted “broadly.”150 As a result, the rule creates some new or modified
obligations regarding recommendations of investment strategies.151

One area where this is particularly evident is the new rule’s application to an

explicit recommendation to hold securities.152 This aspect is completely new—
it does not codify or build on an interpretation of the predecessor rule.153

148. For instance, when it published NASD’s Online Suitability Policy Statement in the Federal
Register in April 2001, the SEC included the following broad statement in the release: “The Commis-
sion notes that although NASD Notice to Members 01-23 does not expressly discuss electronic com-
munications that recommend investment strategies, the NASD suitability rule continues to apply to
the recommendation of investment strategies, whether that recommendation is made via electronic
communication or otherwise.” SEC Announcement of NASD’s Online Suitability Policy State-
ment, 66 Fed. Reg. 20697, 20702 (Apr. 24, 2001). FINRA interpretive materials (“IMs”) addressing
FINRA’s old suitability rule also referenced the rule’s application to recommended strategies. See
NASD IM-2310-3 (1996) (“Members’ responsibilities include having a reasonable basis for recom-
mending a particular security or strategy, as well as having reasonable grounds for believing the rec-
ommendation is suitable for the customer to whom it is made.” (emphasis added)). NASD IM-2310-3
has been superseded by FINRA Rule 2111. NASD rules that have been superseded by FINRA rules
are available at http://finra.complinet.com/. All citations to such NASD rules are to the last amend-
ment dates of the rules prior to being superseded by FINRA rules.
149. In In re F.J. Kaufman & Co., Admin. Proc. File No. 3-6710, 1989 SEC LEXIS 2376 (Dec. 13,

1989), the SEC held that a “margined buy-write strategy was unsuitable for the” customers, “given
their ‘financial situation and needs.’ ” Id. at *15 (internal citation omitted). A number of SEC deci-
sions issued after Kaufman also lent support for applying the old suitability rule to recommended
strategies in certain situations. As with Kaufman, many involved recommendations to purchase secur-
ities on margin. See, e.g., In re Stein, Admin. Proc. File No. 3-10675, 2003 SEC LEXIS 338, at *15
(Feb. 10, 2003); In re Rangen, Admin. Proc. File No. 3-8994, 1997 SEC LEXIS 762, at *8–11 (Apr. 8,
1997); In re Lewis, Admin. Proc. File No. 3-7317, 1991 SEC LEXIS 2245, at *2–8 (Oct. 8, 1991). In
these cases, the SEC did not appear to find liability based solely on the volatility of the particular stocks
purchased on margin but rather considered the risk involved in leveraging the customers’ portfolios to
purchase additional stock. In other words, the focus was not solely on the recommendation of “the pur-
chase, sale or exchange of any security” but also on the recommendation to use a risky technique (a
margin account) to enable the purchase of more stock.
Similarly, the old rule applied to recommendations to use liquefied home equity to purchase secur-

ities. FINRA stated under the old suitability rule, for instance, that “recommending liquefying home
equity to purchase securities may not be suitable for all investors. [Broker-dealers] should consider
not only whether the recommended investments are suitable, but also whether the strategy of investing
liquefied home equity in securities is suitable.” FINRA Notice to Members 04-89, 2004 NASD LEXIS
76, at *7 (Dec. 2004). Finally, the old rule applied to recommended strategies to liquidate securities for
the express purpose of purchasing a non-security investment, such as an equity-indexed annuity. See In
re Barto, Settlement No. 20060043524 (Oct. 27, 2008), available at http://disciplinaryactions.finra.org/
viewdocument.aspx?DocNB=11360 (barring a broker for recommending that customers sell securities
to purchase equity-indexed annuities where the customers were at or near retirement and needed
access to their funds and the equity-indexed annuities were long-term, illiquid investments with
high surrender penalties).
150. See FINRA R. 2111.03 (2011).
151. See Notice 12-25, supra note 137, at *21–33 (discussing the breadth of the new rule’s “invest-

ment strategy” language); Notice 11-25, supra note 145, at *22 (same); Notice 11-02, supra note 142,
at *8 (same).
152. FINRA R. 2111.03 (stating that the strategy language would apply to an explicit recommen-

dation to hold a security or securities).
153. NASD Rule 2310(a) explicitly referred to “the purchase, sale, or exchange of any security,”

thereby precluding its application to recommendations to hold securities. NASD R. 2310(a)
(1996) (superseded by FINRA R. 2111 (2011)).
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A broker’s statements to a customer during an annual account review that the
customer should maintain the securities positions in the account or continue

to use an investment strategy are examples of explicit hold recommendations

covered by the rule.154 The rule’s focus, however,

is on whether the recommendation was suitable when it was made. A recommenda-

tion to hold securities, maintain an investment strategy involving securities, or use

another investment strategy involving securities—as with a recommendation to pur-

chase, sell or exchange securities—normally would not create an ongoing duty to

monitor and make subsequent recommendations.155

Notwithstanding the potentially broad scope of the new rule’s “investment

strategy” language, FINRA provided a safe-harbor provision for certain types

of educational information and tools that the rule otherwise might cover, includ-
ing certain asset allocation models.156 FINRA wanted “to encourage [broker-

dealers] to freely provide educational material and services to customers.”157

Nonetheless, FINRA warned that the safe-harbor provision would be strictly
construed158 and would not apply if the educational information was accompa-

nied by a recommendation of a specific security.159

(ii) New Rule Codifies the Three Main Obligations

The new rule codifies the three primary suitability obligations: reasonable-

basis, customer-specific, and quantitative suitability.160 Previously, these obliga-

tions largely were discussed in case law, rather than in the rule itself.161

154. Notice 12-25, supra note 137, at *23; Notice 11-25, supra note 145, at *14.
155. Notice 12-25, supra note 137, at *23.
156. FINRA R. 2111.03. Under this safe-harbor provision, broker-dealers may use, inter alia,

“[a]sset allocation models that are (i) based on generally accepted investment theory, (ii) accompa-
nied by disclosures of all material facts and assumptions that may affect a reasonable investor’s assess-
ment of the asset allocation model or any report generated by such model, and (iii) in compliance
with FINRA Rule 2214 (Requirements for the Use of Investment Analysis Tools), if the asset alloca-
tion model is an ‘investment analysis tool’ covered by Rule 2214.” Id. Such “models often take into
account the historic returns of different asset classes over defined periods of time.” Notice 12-25,
supra note 137, at *25 n.39. FINRA stated that “the suitability rule would not apply, for example,
to a general recommendation that a customer’s portfolio have certain percentages of investments
in equity securities, fixed-income securities, and cash equivalents, if the recommendation is based
on an asset allocation model that meets the above criteria and the firm does not recommend a par-
ticular security or securities in connection with the allocation.” Id. at *25. In addition, the rule “would
not apply to a firm’s allocation recommendation regarding broad-based market sectors,” as long as it
meets the above criteria and does not include recommendations of particular securities. Id. at *25–26.
FINRA warned, however, that “broker-dealers should assess whether allocation recommendations in-
volving certain types of sub-categories of broader market sectors or even more limited groupings are
so specific or narrow that they constitute recommendations of particular securities” and thus fall out-
side the safe-harbor provision. Id. at *26–27.
157. Notice 11-02, supra note 142, at *9.
158. Notice 12-25, supra note 137, at *24 n.38; Notice 11-25, supra note 145, at *17.
159. FINRA R. 2111.03 (2011); see also supra note 156.
160. FINRA R. 2111.05 (2011); see also Notice 11-02, supra note 142, at *11–12.
161. There were some passing references to these obligations in the IMs following NASD Rule

2310 (see NASD IM-2310-2; IM-2310-3), but the IMs did not explain the obligations. That was
left to the case law. See, e.g., In re Cody, Admin. Proc. File No. 3-13932, 2011 SEC LEXIS 1862,
at *30–32 (May 27, 2011) (discussing reasonable-basis suitability); In re Siegel, Admin. Proc. File
No. 3-12659, 2008 SEC LEXIS 2459, at *28–30 (Oct. 6, 2008) (explaining reasonable-basis and
customer-specific suitability); In re Pinchas, Admin. Proc. File No. 3-9639, 1999 SEC LEXIS
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The codification of the three main obligations provides greater clarity regarding
what is expected of broker-dealers.162

The reasonable-basis obligation has two components: a broker-dealer must

(1) perform reasonable diligence to understand the nature of the security or
strategy, as well as the potential risks and rewards, and (2) determine whether

the recommendation is suitable for at least some investors based on that under-

standing.163 A broker-dealer must adhere to both components of reasonable-
basis suitability. A broker-dealer, for example, could violate the obligation if

it did not understand the recommended security or strategy, even if the security

or strategy is suitable for at least some investors.164 The new rule also explains
that,

[i]n general, what constitutes reasonable diligence will vary depending on, among

other things, the complexity of and risks associated with the security or investment

strategy and the [broker-dealer’s] familiarity with the security or investment strategy.

A [broker-dealer’s] reasonable diligence must provide [it] with an understanding of

the potential risks and rewards associated with the recommended security or

strategy.165

The reasonable-basis obligation is critically important because some products

and strategies that are offered to investors, including retail investors,166 have
become increasingly complex or risky.167

Customer-specific suitability requires that a broker-dealer have a reasonable

basis to believe that a recommendation is suitable for a particular customer
based on that customer’s investment profile.168 Under customer-specific suitabil-

ity, broker-dealers have affirmative due-diligence obligations to seek to obtain a

considerable amount of information from customers to understand their “invest-

1754, at *22 (Sept. 1, 1999) (“[E]xcessive trading, by itself, can violate NASD suitability standards by
representing an unsuitable frequency of trading.”); In re F.J. Kaufman & Co., Admin. Proc. File No.
3-6710, 1989 SEC LEXIS 2376, at *8–13 (Dec. 13, 1989) (discussing reasonable-basis and customer-
specific suitability).
162. FINRA R. 2111.05 (2011).
163. Id. R. 2111.05(a).
164. See Cody, 2011 SEC LEXIS 1862, at *30–32 (stating that broker can violate reasonable-basis

suitability by failing to perform reasonable investigation of recommended product and to understand
risks even though recommendation is otherwise suitable); Siegel, 2008 SEC LEXIS 2459, at *28–30
(finding violation for failing to perform reasonable diligence to understand the security).
165. FINRA R. 2111.05(a) (2011).
166. Dodd-Frank defines “retail customer” as a natural person “who (1) receives personalized in-

vestment advice about securities from a broker or dealer or investment adviser; and (2) uses such
advice primarily for personal, family, or household purposes.” Dodd-Frank § 913(a), 124 Stat.
at 1824.
167. Notice 12-25, supra note 137, at *49.
168. FINRA R. 2111.05(b); see also Siegel, 2008 SEC LEXIS 2459, at *28 (noting customer-specific

obligation); Dep’t of Enforcement v. Evans, No. 20006005977901, 2011 FINRA Discip. LEXIS 36, at
*22−24 (Oct. 3, 2011) (“A [broker-dealer] violates FINRA suitability standards when [it], among
other things, inadequately assesses whether a recommended trade is suitable for the specific customer
to whom the representative directs the recommendation.”); Dep’t of Enforcement v. Cody, No.
2005003188901, 2010 FINRA Discip. LEXIS 8, at *18 (NAC May 10, 2010) (same), aff ’d, Admin.
Proc. File No. 3-13932, 2011 SEC LEXIS 1862 (May 27, 2011).
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ment profiles.”169 Indeed, the new rule broadens the information-gathering
obligations by, for instance, requiring broker-dealers to seek more information

than was explicitly required by the predecessor rule.170 The new rule adds a

customer’s age, investment experience, time horizon, liquidity needs, and risk
tolerance to the explicit list of customer-specific factors from the predecessor

rule (i.e., other investments, financial situation and needs, tax status, and invest-

ment objectives).171 The added language codifies interpretations of the prede-
cessor rule.172 Together, these factors generally make up a customer’s “invest-

ment profile.”173 There is, however, some flexibility—a broker-dealer would

not have to seek to obtain a factor if the broker-dealer documents that there
is a reasonable basis to believe that the factor is irrelevant under the circumstan-

ces.174 This list of customer-specific factors that a broker-dealer must seek to

obtain and analyze is much broader and more detailed than the information re-
quired by advisers’ implicit obligation, which, as noted above, generally requires

only that an adviser consider a client’s “financial situation and investment

objectives.”175

Quantitative suitability requires a broker-dealer that has actual or de facto con-

trol over a customer account to have a reasonable basis for believing that, in light

of the customer’s investment profile, a series of recommended transactions,
even if suitable when viewed in isolation, are not excessive and unsuitable for

the customer.176 Factors such as turnover rate, cost-to-equity ratio, and use of

169. FINRA R. 2111(a) (2011) (listing customer-specific factors that broker-dealers must seek to
obtain and analyze to determine a customer’s “investment profile”).
170. Notice 11-02, supra note 142, at *9.
171. Compare FINRA R. 2111(a), with NASD R. 2310 (1996) (superseded by FINRA R. 2111

(2011)). For explanations of these factors, see Notice 12-25, supra note 137, at *3–6 & nn.4–11.
172. See Notice 12-25, supra note 137, at *3 n.3 (explaining that the newly added factors derived

from case law interpretations under the predecessor suitability rule).
173. FINRA R. 2111(a).
174. See FINRA R. 2111.04 (2011). The “essential requirement of [the information-gathering] pro-

vision is that the [broker-dealer] exercise ‘reasonable diligence’ to ascertain the customer’s investment
profile.” Notice 11-25, supra note 145, at *8. FINRA emphasized that “a broker-dealer cannot make
assumptions about customer-specific factors for which the customer declines to provide information.
Furthermore, when customer information is unavailable despite a broker-dealer’s reasonable dili-
gence, the firm must carefully consider whether it has a sufficient understanding of the customer
to properly evaluate the suitability of a recommendation.” Notice 12-25, supra note 137, at *41.
Nonetheless, the suitability rule “would not prohibit a broker-dealer from making a recommendation
in the absence of certain customer-specific factors as long as the firm has enough information about
the customer to have a reasonable basis to believe the recommendation is suitable. The significance of
specific types of customer information will depend on the facts and circumstances of the particular
case.” Id. FINRA also stated that, “[w]hile the rule lists some of the aspects of a typical investment
profile, not every factor may be relevant to all situations. Indeed, Supplementary Material .04 states
that a [broker-dealer] need not seek to obtain and analyze all of the factors if it ‘has a reasonable basis
to believe, documented with specificity, that one or more of the factors are not relevant components
of a customer’s investment profile.’” Notice 11-25, supra note 145, at *8.
175. See IA/BD STUDY, supra note 2, at 27.
176. FINRA R. 2111.05(c) (2011). For an explanation of actual and de facto control, see Notice

12-25, supra note 137, at *50 n.64.
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in-and-out trading in a customer’s account may provide a basis for finding that
the activity at issue was excessive.177

The new rule thus explicitly requires a broker-dealer to understand both the

product/strategy and the customer’s investment profile.178 It also makes clear
that the lack of such an understanding may itself violate the suitability rule, ir-

respective of whether the recommendation otherwise may be appropriate.179

Once the broker-dealer fully understands the product/strategy and customer’s
investment profile, it then must ensure that the recommended product/strategy

is a suitable fit for that particular customer and, if there are a series of recommen-

dations for an account that the broker-dealer controls, that the recommendations
are not excessive.

(iii) New Rule Prohibits Disclaiming Suitability Obligations

FINRA’s new suitability rule explicitly prohibits a broker-dealer from “dis-
claim[ing] any responsibilities under the suitability rule.”180 It is unclear

whether, or to what extent, an adviser may disclose away its suitability or

other responsibilities.181

(iv) New Rule Alters Institutional-Customer Exemption

The new rule modifies the institutional-customer exemption that existed

under the old rule (IM-2310-3). FINRA Rule 2111 replaces the old rule’s defi-

nition of “institutional customer” with the more common definition of “institu-
tional account” in FINRA’s “books and records” rule, FINRA Rule 4512(c).182 In

addition to the definitional change, the new institutional-customer exemption

177. FINRA R. 2111.05(c). For an explanation of the factors used to determine whether the
activity in a customer’s account was excessive, see Notice 12-25, supra note 137, at *50–52 &
nn.66–68.
178. Notice 11-02, supra note 142, at *12.
179. Id.
180. FINRA R. 2111.02 (2011).
181. To the extent that an adviser’s disclaimer of suitability obligations is viewed as an attempted

waiver of an Advisers Act provision or a “rule, regulation, or order thereunder,” the disclaimer argu-
ably would be void under section 215 of the Advisers Act. See Advisers Act § 215, 15 U.S.C. § 80b-15(a)
(2006) (“Any condition, stipulation, or provision binding any person to waive compliance with any pro-
vision of this title or with any rule, regulation, or order thereunder shall be void.”); see also Use of
Electronic Media, Securities Act Release No. 33-7856, 2000 SEC LEXIS 847, at *40 n.61 (Apr. 28,
2000) (reminding “issuers that specific disclaimers of anti-fraud liability are contrary to the policies
underpinning the federal securities laws” and citing, inter alia, section 215(a) of the Advisers Act). Be-
cause an adviser’s suitability obligation is implicit, however, section 215 may not apply to such a dis-
claimer. In addition, the theme running through the regulation of advisers is that disclosure (often
at account opening) is of paramount importance. As a result, an adviser’s disclosure that it may not
perform suitability reviews or may not provide advice that meets suitability standards conceivably
could be viewed as an adequate substitute for adherence to suitability standards under the adviser reg-
ulatory model.
182. See FINRA R. 2111(b) (2011). “Institutional account” means the account of a bank, savings

and loan, insurance company, registered investment company, registered investment adviser, or any
other person (whether a natural person, corporation, partnership, trust or otherwise) with total assets
of at least $50 million. See id. R. 4512(c) (2011). In regard to the “other person” category, the mon-
etary threshold generally changed from $10 million invested in securities and/or under management
used in the predecessor rule to at least $50 million in total assets in the new rule. Compare NASD
IM-2310-3 (1996) (superseded by FINRA R. 2111 (2011)), with FINRA R. 2111(b), 4512(c).
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focuses on two factors: (1) whether a broker “has a reasonable basis to believe
the institutional customer is capable of analyzing investment risks independ-

ently” (a factor used in the predecessor rule), and (2) whether “the institutional

customer affirmatively indicates that it is exercising independent judgment”
(a new requirement).183 A broker-dealer fulfills its customer-specific suitability

obligation (discussed above) if these conditions are satisfied.184

(v) Releases Clarify Documentation Obligations

FINRA also explained in two releases accompanying the new rule that broker-
dealers may use a risk-based approach to evidencing compliance.185 FINRA

stated that, “although a firm has a general obligation to evidence compliance
with applicable FINRA rules, the suitability rule does not include explicit docu-

mentation requirements, except in a situation where a firm determines not to

seek certain information in the first place.”186 The suitability rule applies to all
recommendations, “but the extent to which a firm needs to document its suit-

ability analysis depends on an assessment of the customer’s investment profile

and the complexity of the recommended security or investment strategy involv-
ing a security or securities (in terms of both its structure and potential perform-

ance) and/or the risks involved.”187 For example, “the recommendation of a

large-cap, value-oriented equity security usually would not require documenta-
tion.”188 Conversely, the recommendation of a complex or particularly risky

security or investment strategy usually would require documentation.189

b. Other Obligations Imposed by the General Suitability Rule

Over the course of more than seventy years, FINRA examinations of and en-

forcement actions against broker-dealers have resulted in a substantial body of
case law that provides significant additional interpretations of the suitability

rule. Case law makes clear, for example, that there is no scienter requirement

under the suitability rule.190 Case law also emphasizes that, even when a cus-
tomer initiates a discussion about or enthusiastically expresses an interest in a

security or strategy, a broker-dealer has a duty to refrain from recommending

183. FINRA R. 2111(b). The facts and circumstances of the particular situation will dictate the
type of information that a broker-dealer will need to obtain to comply with the exemption.
184. Id. R. 2111(b). The institutional-customer exemption does not apply to reasonable-basis and

quantitative suitability. See Notice 12-25, supra note 137, at *54 n.73; Notice 11-02, supra note 142,
at *14.
185. Notice 11-25, supra note 145, at *6.
186. Id.
187. See Notice 12-25, supra note 137, at *34. The fact that a broker-dealer has documented

its suitability analysis, however, does not mean that it has complied with its suitability obligations.
Notice 11-25, supra note 145, at *6.
188. See Notice 12-25, supra note 137, at *35.
189. See id. FINRA provided numerous examples of complex or particularly risky securities or

strategies. Id. at *35–36 & nn.50–51. FINRA also gave examples of specific types of hold recommen-
dations that broker-dealers should consider documenting. See id. at *37–38.
190. Erdos v. SEC, 742 F.2d 507, 508 (9th Cir. 1984); In re Stein, Admin. Proc. File No. 3-10675,

2003 SEC LEXIS 338, at *18 n.31 (Feb. 10, 2003).
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the security or strategy if it is inconsistent with the customer’s investment pro-
file.191 In addition, some cases involving different classes of mutual fund shares

indicate that the suitability rule includes a requirement that a broker-dealer min-

imize costs of securities transactions when possible and consistent with the
customer’s investment objectives.192 In certain circumstances, there can be a

suitability obligation to disclosematerial information about a recommended secur-

ity or strategy193 and to ensure that the customer understands the risks associated
with the recommendation.194 Finally, a broker-dealer cannot recommend a trans-

action or strategy that would result in or exacerbate an undue concentration of a

particular security or limited number of securities in a customer’s account.195

These important requirements have largely been left out of the public

standard-of-care debate, perhaps because they are not easily summarized in a

brief news article or a sound bite. A discussion of the suitability rule without
them, however, is obviously incomplete. Even a thoughtful explanation of the

general suitability rule must be the beginning and not the end of the discussion,

since broker-dealers are subject to numerous other investor-protection obligations.

2. Product/Strategy-Specific FINRA Rules that Include
Suitability Components

FINRA has created a number of rules with heightened suitability and other ob-

ligations focusing on specific securities or strategies that are particularly complex

191. Stein, 2003 SEC LEXIS 338, at *8 (“Even in cases in which a customer affirmatively seeks to
engage in highly speculative or otherwise aggressive trading, a representative is under a duty to re-
frain from making recommendations that are incompatible with the customer’s financial profile.”); In
re Pinchas, Admin. Proc. File No. 3-9639, 1999 SEC LEXIS 1754, at *22 (Sept. 1, 1999) (stating that
a customer’s desire “to double her money . . . would not have relieved [the defendant] from his duty
to recommend only those trades suitable to her situation”); In re Reynolds, Admin. Proc. File No. 3-
7203, 1991 SEC LEXIS 2725, at *8 (Dec. 4, 1991) (explaining that broker must abstain from making
unsuitable recommendations even when customer desires to engage in aggressive trading); Dep’t of
Enforcement v. Cody, No. 2005003188901, 2010 FINRA Discip. LEXIS 8, at *19 (May 10, 2010),
aff ’d, Admin. Proc. File No. 3-13932, 2011 SEC LEXIS 1862 (May 27, 2011).
192. See Dep’t of Enforcement v. Sathianathan, No. C9B030076, 2006 NASD Discip. LEXIS 3, at

*30–32 (NAC Feb. 21, 2006) (finding suitability violation where broker recommended that customer
purchase mutual fund class B shares even though, with the size of the investment, he could have
saved thousands of dollars in costs by availing the customer of breakpoint discounts available
with class A shares), aff ’d, Admin. Proc. File No. 3-12245, 2006 SEC LEXIS 2572 (Nov. 8, 2006);
Dep’t of Enforcement v. Belden, No. C05010012, 2002 NASD Discip. LEXIS 12, at *13 (NAC
Aug. 13, 2002) (same), aff ’d, Admin. Proc. File No. 3-10888, 2003 SEC LEXIS 1154 (May 14, 2003).
193. See Dep’t of Enforcement v. Frankfort, No. C02040032, 2007 NASD Discip. LEXIS 16, at

*31–32 (NAC May 24, 2007) (noting that a broker can, under certain circumstances, violate the suit-
ability rule by failing to disclose material information).
194. See In re Chase, Admin. Proc. File No. 3-10586, 2003 SEC LEXIS 566, at *18 (Mar. 10,

2003) (stating that a broker-dealer “must be satisfied that the customer fully understands the risks
involved and is . . . able . . . to take those risks”); In re Keel, Admin. Proc. File No. 3-7449, 1993
SEC LEXIS 41, at *5 ( Jan. 11, 1993) (same).
195. See In re Faber, Admin. Proc. File No. 3-11156, 2004 SEC LEXIS 277, at *26 (Feb. 10, 2004)

(“We have repeatedly found that a high concentration of investments in one or a limited number of
speculative securities is not suitable for investors seeking limited risk.”); Chase, 2003 SEC LEXIS 566,
at *13 (same).
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or risky, such as the rules covering variable annuities,196 day trading,197 direct
participation programs,198 index warrants,199 options,200 and securities fu-

tures.201 Broker-dealers, moreover, are subject to SEC rules containing height-

ened suitability and other obligations regarding the sale of penny stocks.202

FINRA also has issued regulatory notices suggesting that broker-dealers imple-

ment heightened suitability and supervisory standards when they recommend

certain other types of complex or particularly risky securities or strategies.203

FINRA’s Rule 2330, which covers recommendations of variable annuities, of-

fers a good example of FINRA’s approach to supplementing its general suitability

rule to address particularly complex securities that have been the subject of sales
abuses.204 Before the adoption of Rule 2330, FINRA had grown increasingly

concerned over inappropriate sales and exchanges of variable annuities, which

are complex, illiquid, and often expensive investments containing both securities
and insurance features.205 Brokers sold “variable annuities to elderly customers

for whom such long-term, illiquid products were not suitable.”206 They sold

“variable annuities without explaining (and, in some cases, without knowing)
the characteristics of the products.”207 Brokers recommended that customers ex-

change one variable annuity for another “without ensuring that such exchanges

were beneficial for their customers or properly disclosing costs.”208 Moreover,

196. FINRA R. 2330 (2012).
197. FINRA R. 2130 (2011) (requiring special account opening procedures for day trading); id.

R. 2270 (requiring delivery of a day trading risk disclosure statement).
198. FINRA R. 2310 (2009) (requiring heightened suitability and disclosure for direct participa-

tion programs).
199. FINRA R. 2350 Series (2009) (requiring special account opening procedures and heightened

suitability and supervision for certain index and currency warrants).
200. FINRA R. 2360 (2011) (requiring special account opening procedures, disclosure, and

heightened suitability regarding options).
201. Id. R. 2370 (requiring special account opening procedures, disclosure, and heightened suit-

ability regarding securities futures).
202. SEC Exchange Act Rules 15g-1 to 15g-7, 15g-9, 17 C.F.R. §§ 240.15g-1 to -7, -9 (2012).

See supra note 4 for an explanation of FINRA’s enforcement of the Exchange Act and rules
thereunder.
203. See FINRA Regulatory Notice 12-03, 2012 FINRA LEXIS 3, at *1–6 ( Jan. 2012) (providing

guidance to broker-dealers on heightened supervision and suitability for various complex or risky
products and citing numerous other regulatory notices that FINRA has issued on the topic).
204. At the outset, it is important to recognize that variable annuities can be appropriate and, in-

deed, beneficial investments for certain investors. The ability to annuitize for lifetime income pay-
ments may become increasingly important, for instance, as people have to plan for their own retire-
ment rather than being able to rely on pension plans. Tax-deferred growth also is a significant
component of a variable annuity. Investing with multiple money managers through one vehicle
can be important to some investors. Furthermore, some investors may benefit from guaranteed living
benefits upon reaching retirement age when market values have declined. In spite of those positive
features, however, variable annuity sales have raised investor-protection concerns.
205. See SEC Notice of Amendment 1 to FINRA Proposed Variable Annuity Rule, 70 Fed. Reg.

42126, 42126 ( July 21, 2005) [hereinafter Notice of Amendment 1 to FINRA VA Rule]; FINRA No-
tice to Members 04-45, 2004 NASD LEXIS 85, at *1 ( June 2004) [hereinafter NTM 04-45]; FINRA
Regulatory Notice 07-53, 2007 FINRA LEXIS 52, at *2, *8 & n.10 (Nov. 2007) [hereinafter Notice
07-53].
206. Notice of Amendment 1 to FINRA VA Rule, supra note 205, at 42126.
207. Id.
208. Id.; see also NTM 04-45, supra note 205, at *1 & n.1.
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firms “failed to adequately train and supervise” brokers regarding variable
annuity transactions.209 After first attempting to address these problems by

issuing numerous warnings, publishing “best practice” guidelines for broker-

dealers and educational material for investors, “strengthen[ing] its examination
program, and [bringing] a number of significant enforcement actions,”210

FINRA “determined that it needed to create a rule specifically covering” variable

annuities.211

Rule 2330, which became effective in February 2010,212 covers recommended

purchases and exchanges of variable annuities and initial subaccount alloca-

tions.213 Brokers must make reasonable efforts to learn the numerous
customer-specific factors listed as part of a customer’s investment profile under

the new general suitability rule, discussed above, as well as the customer’s in-

tended use of the variable annuity, liquid net worth, and other life insurance
holdings.214 Brokers must have reasonable grounds for believing that the cus-

tomer has been informed, in general, of the material features of annuities215

and would benefit from “tax-deferred growth, annuitization, or a death or living
benefit.”216 They also must have reasonable grounds for believing that the con-

tract as a whole, subaccount allocations, and riders and other enhancements are

suitable based on the customer’s investment profile.217 In the case of an “ex-
change,” moreover, the broker must consider whether the customer would

incur a surrender charge, would lose existing benefits, or has had another

209. Notice of Amendment 1 to FINRA VA Rule, supra note 205, at 42126.
210. Id. at 42126–27 & nn.6–7.
211. Id. at 42127; SEC Notice of FINRA’s Amendment 2 to Proposed Rule Relating to Transactions

in Variable Annuities, 71 Fed. Reg. 36840, 36842 ( June 28, 2006) [hereinafter Notice of Amendment
2 to FINRA VA Rule].
212. See FINRA Regulatory Notice 10-05, 2010 FINRA LEXIS 5, at *1 ( Jan. 2010).
213. FINRA R. 2330(a)(1) (2012). The rule does not cover recommendations regarding customers’

sales of variable annuities; qualified retirement plans (unless there is an individualized recommenda-
tion to a plan participant); subaccount reallocations; and payments made after the initial purchase. Id.
However, FINRA’s general suitability rule, FINRA Rule 2111, discussed above, does apply in those
situations. See Notice of Amendment 2 to FINRA VA Rule, supra note 211, at 36842.
214. FINRA R. 2330(b)(2) (2012). FINRA emphasized that, “in general, variable annuities are ap-

propriate only for customers with long-term investment objectives who intend to take advantage of
tax-deferred accumulation and annuitization.” Notice of Amendment 2 to FINRA VA Rule, supra note
211, at 36844.
215. FINRA R. 2330(b)(1)(A)(i) (2012). Examples include the existence of a surrender period and

charges, potential tax penalty, and unique fees. Id. The rule’s requirement that a broker-dealer dis-
close, only “in general” terms, the material features of variable annuities does not mean that a
broker-dealer “may ignore product-specific features. [FINRA] noted that the [broker-dealer] must
be capable of discussing the specific features of the variable annuity under consideration, and
must know these features in order to adequately perform a suitability analysis.” Notice of Amendment
2 to FINRA VA Rule, supra note 211, at 36843; see also Notice 07-53, supra note 205, at *6. Signifi-
cantly, FINRA also explained that a broker-dealer that “merely delivers a prospectus to an investor
ordinarily would not have a reasonable basis to believe that the customer has been instructed or
educated—‘informed’—about the material features of a variable annuity for purposes of the rule.”
Notice 07-53, supra note 205, at *7 n.8.
216. FINRA R. 2330(b)(1)(A)(ii) (2012).
217. Id. R. 2330(b)(1)(A)(iii).
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exchange in the preceding thirty-six months.218 The broker must document and
sign these determinations.219

The rule also imposes supervisory and training obligations. The rule, for ex-

ample, requires a supervisor to review and approve or reject each variable annu-
ity transaction.220 The supervisor can approve a transaction only if it is suitable

based on the same factors that the broker must consider.221 The supervisor must

document and sign such determinations.222 In addition, firms must establish
and maintain written supervisory procedures reasonably designed to achieve

compliance with the rule and implement surveillance procedures to determine

whether brokers are engaging in inappropriate rates of exchanges.223 Further-
more, firms must develop specific training so that brokers and supervisors

understand and comply with the rule’s requirements and understand the mate-

rial features of annuities.224

FINRA’s experience with variable annuities demonstrated that its general suit-

ability rule, a crucial component of FINRA’s program, is not a panacea for every

ill in the securities industry. The general suitability rule was an important tool in
combating abuses in relation to variable annuities, but it was not enough stand-

ing alone.

C. KNOW YOUR CUSTOMER

A “know your customer” rule, FINRA Rule 2090, requires broker-dealers to

seek to obtain and document a wide range of customer information at account
opening, irrespective of whether the broker-dealer makes or intends to make rec-

ommendations to the customer. The rule states that a broker-dealer must “use

reasonable diligence, in regard to the opening and maintenance of every account,
to know (and retain) the essential facts concerning every customer and concern-

ing the authority of each person acting on behalf of such customer.”225 The rule

defines “essential facts” as “those [facts] required to (a) effectively service the cus-
tomer’s account, (b) act in accordance with any special handling instructions for

the account, (c) understand the authority of each person acting on behalf of the

customer, and (d) comply with applicable laws, regulations, and rules.”226

218. FINRA R. 2330(b)(1)(B) (2012). The Supplementary Material to Rule 2330 places an obliga-
tion on a broker-dealer to have actual knowledge of exchanges that previously occurred at that
broker-dealer and to make “reasonable efforts to ascertain whether the customer has had an exchange
at any other broker-dealer within the preceding 36 months.” Id. R. 2330.05. The better approach is to
view the obligation to seek to obtain information about a customer’s “existing assets” under FINRA
Rule 2330(b)(2) as similarly requiring a broker-dealer actually to know what assets are held at that
broker-dealer and then to use reasonable efforts to obtain information about assets that the customer
holds at other financial or insurance institutions.
219. Id. R. 2330(b)(1).
220. Id. R. 2330(c).
221. Id.
222. Id.
223. Id. R. 2330(d).
224. Id. R. 2330(e).
225. FINRA R. 2090 (2011).
226. Id. R. 2090.01.
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The exact type of information that must be obtained often will vary depending
on a number of factors, including the customer’s needs, the broker-dealer’s busi-

ness model, and the products and services that the broker-dealer offers. With

regard to the requirement that a broker-dealer “understand the authority of
each person acting on behalf of the customer[,]” however, FINRA has stated

that a broker-dealer generally would need “to know the names of any persons

authorized to act on behalf of a customer and any limits on their authority
that the customer establishes and communicates to the [broker-dealer].”227

The rule does not provide definite periods within which broker-dealers must

update customer information. FINRA has stated that, “[a]s with a customer’s in-
vestment profile under the suitability rule, a [broker-dealer] should verify the

‘essential facts’ about a customer under the know-your-customer rule at intervals

reasonably calculated to prevent and detect any mishandling of a customer’s ac-
count that might result from the customer’s change in circumstances.”228 The

reasonableness of such efforts would “depend on the facts and circumstances

of the particular case.”229

D. JUST AND EQUITABLE PRINCIPLES

FINRA’s rulebook includes a broad, generalized ethical provision. The rule
serves a crucial role in FINRA’s regulation of broker-dealers because it covers

all aspects of a broker-dealer’s business conduct, including conduct that is not

covered by more specific rules.230 FINRA Rule 2010 states that a broker-dealer,
“in the conduct of its business, shall observe high standards of commercial honor

and just and equitable principles of trade.”231 FINRA Rule 2010 does not require

a showing of scienter.232

FINRA, the SEC, and the courts have interpreted the Rule 2010 requirement

that the misconduct occur “in the conduct of [a broker-dealer’s] business” as

broadly applying to all unethical business conduct, regardless of whether the
conduct involves securities.233 The breadth of FINRA Rule 2010 is particularly

important because, at times, broker-dealers engage in conduct that is not directly

227. Notice 11-25, supra note 145, at *4–5.
228. Notice 11-02, supra note 142, at *3 n.5.
229. Id. FINRA noted, however, that SEC Exchange Act Rule 17a-3 “requires broker-dealers to,

among other things, attempt to update certain account information every 36 months regarding ac-
counts for which the broker-dealers were required to make suitability determinations.” Id.
230. FINRA often considers a violation of another FINRA rule or the federal securities laws to con-

stitute a violation of FINRA Rule 2010. See In re FCS Sec., Admin. Proc. File No. 3-14015, 2011 SEC
LEXIS 2366, at *3 n.2 ( July 11, 2011); In re Fox & Co. Invs., Inc., Admin. Proc. File No. 3-11873,
2005 SEC LEXIS 2822, at *18 n.19 (Oct. 28, 2005). The significance of FINRA Rule 2010, however,
is that it broadly captures myriad types of business conduct not covered by more specific rules,
including conduct unrelated to securities activity.
231. FINRA R. 2010 (2008).
232. In re DiFrancesco, Admin. Proc. File No. 3-14195, 2012 SEC LEXIS 54, at *9 ( Jan. 6, 2012).
233. Iallegio v. SEC, No. 98-70854, 1999 U.S. App. LEXIS 10362, at *4–5 (9th Cir. May 20,

1999); Vail v. SEC, 101 F.3d 37, 39 (5th Cir. 1996); Jefferson Pilot Sec. Corp. v. Blankenship,
257 F. Supp. 2d 962, 967–68 (N.D. Ohio 2003); In re Kobey, Admin. Proc. File No. 3-7548,
1992 SEC LEXIS 3313, at *7–8 (Dec. 22, 1992).
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related to securities activity. With many of FINRA’s rules explicitly applying only
to securities activity, a gaping hole in the regulatory fabric would exist in the ab-

sence of a broad application of FINRA Rule 2010. The public trust in the finan-

cial industry is damaged when broker-dealers engage in any misconduct,
whether or not it occurs in relation to securities activity.

FINRA Rule 2010 has been found to cover various types of misconduct that

do not involve securities. Violations of the rule have been found, for example,
when brokers have forged customer signatures on insurance applications or mis-

appropriated funds from customers’ insurance premiums.234 A broker who was

treasurer of a political organization was found to have violated the rule when he
misappropriated the organization’s funds.235 Similarly, a broker who was an of-

ficer of a charitable foundation violated the rule when he “used gift certificates

and wine, purchased with the [charitable organization’s] funds, for his own per-
sonal benefit and not in connection with the [organization’s] business.”236 An-

other broker was expelled from the securities industry for altering customer

documents that his firm was required to produce to FINRA.237 Moreover, the
president and owner of a firm was disciplined under the rule for failing to com-

ply with a court judgment requiring him to pay attorney’s fees and costs in a law-

suit he initiated against his former customers challenging an arbitration
award.238

Adjudicators also have found violations of the rule when, for instance, brokers

have made various misrepresentations to their firms, such as misrepresenting
purchases of annuities in order to increase commissions,239 submitting false ex-

pense reports to obtain reimbursement for country club fees,240 persuading a

234. In re Cipriani, Admin. Proc. File No. 3-8152, 1994 SEC LEXIS 506, at *4–10 (Feb. 24, 1994);
In re Jackson, Admin. Proc. File No. 3-4079, 1975 SEC LEXIS 1404, at *2–4 ( June 16, 1975); In re
Lablow, Admin. Proc. File No. 3-6343, 1985 SEC LEXIS 1913, at *3 (Mar. 20, 1985); DBCC v. Shegon,
No. C9A960030, 1997 NASD Discip. LEXIS 66, at *4 (NAC Nov. 20, 1997).
235. In re Vail, Admin. Proc. File No. 3-8532, 1995 SEC LEXIS 1514, at *7–9 ( June 20, 1995),

aff ’d, 101 F.3d 37 (5th Cir. 1996).
236. In re Mullins, Admin. Proc. File No. 3-14302, 2012 SEC LEXIS 464, at *33–42 (Feb. 10,

2012).
237. In re Rooms, Admin. Proc. File No. 3-11621, 2005 SEC LEXIS 728 (Apr. 1, 2005), aff ’d, 444

F.3d 1208 (10th Cir. 2006). FINRA’s document request, issued pursuant to Rule 8210 (which re-
quires firms’ compliance with such requests), was addressed to the firm’s president, not to the de-
fendant. Id. at *5, *10−11. The firm’s president had instructed the defendant to assist with the docu-
ment production. Id. at *7. The defendant then altered some of the documents. Id. at *7–9. The SEC
held that a person could not be found liable under Rule 8210 if the person was unaware of the Rule
8210 request, but could be found liable under Rule 2010 in such circumstances. Id. at *11–14. The
Rooms decision is important because broker-dealers often must use numerous employees to comply
with large FINRA document requests. It is virtually impossible for FINRA or any regulator to know in
advance all of the firm employees who might play a role in gathering and producing documents pur-
suant to a Rule 8210 request for information. Without just and equitable principles, the defendant in
Rooms likely would have gone unpunished and document productions, which serve a vital role in
FINRA’s enforcement efforts, potentially would have been rendered less reliable.
238. Dep’t of Enforcement v. Shvarts, CAF980029, 2000 NASD Discip. LEXIS 6 ( June 2, 2000).
239. In re Rembert, Admin. Proc. File No. 3-8074, 1993 SEC LEXIS 3146, at *2–3 (Nov. 16,

1993).
240. Iallegio v. SEC, Admin. Proc. File No. 3-8925, 1996 SEC LEXIS 3057, at *5–7 (Oct. 31,

1996), aff ’d, No. 98-70854, 1999 U.S. App. LEXIS 10362 (9th Cir. May 20, 1999).
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back-office employee to wrongly credit commissions,241 or improperly obtain-
ing donations as part of a gift matching program.242 Another broker was dis-

ciplined under the rule when he made unauthorized use of a coworker’s credit

card.243

In addition to covering broker-dealer activities that do not involve securities,

Rule 2010 has been interpreted as imposing important due diligence and disclo-

sure obligations on broker-dealers regarding their participation in private secur-
ities offerings. In In re Kunz,244 for instance, FINRA held that the defendants vio-

lated Rule 2010 when they distributed offering material for a private placement

that (1) included a misleading financial statement for the issuer, which a certified
public accountant had audited, and (2) failed to disclose their close relationship

with the issuer. As to the issuer’s misleading financial statement, FINRA stated,

“[w]hile it may be reasonable for a broker/dealer to rely on financial statements
audited by a certified public accountant in some situations, we do not believe

that to be the case here.”245 FINRA pointed to numerous “red flags” indicating

irregularities that required the defendants to look behind the audited finan-
cials.246 FINRA held that these red flags, which could be gleaned from the offer-

ing material, required the defendants to investigate “whether [the issuer] actually

owned [a large asset on its books], notwithstanding that the financials were aud-
ited by an accountant.”247

With regard to the omission claim, FINRA found that the defendants had a

duty to refrain from distributing the offering material without disclosing to
their customers a consulting relationship they had with the issuer.248 FINRA

stated that “it strains credibility to suggest that a reasonable investor would

not have viewed a potential conflict of interest like that present here as having
altered the total mix of information.”249

FINRA’s holdings in Kunz regarding a broker-dealer’s due diligence and dis-

closure obligations have become important components of FINRA’s regulation
of broker-dealer participation in private placements.250 Because of the unique

facts of that case, however, FINRA likely would not have been successful in

241. In re Burkes, Admin. Proc. File No. 3-7756, 1993 SEC LEXIS 949, at *8 n.16 (Apr. 14,
1993), aff ’d, 29 F.3d 630 (9th Cir. 1994).
242. In re Goetz, Admin. Proc. File No. 3-9206, 1998 SEC LEXIS 499, at *4–12 (Mar. 25, 1998).
243. In re Manoff, Admin. Proc. File No. 3-10499, 2002 SEC LEXIS 2684, at *11–16 (Oct. 23,

2002).
244. No. G3A960029, 1999 NASD Discip. LEXIS 20 (NAC July 7, 1999), aff ’d, Admin. Proc. File

No. 3-9960, 2002 SEC LEXIS 104 ( Jan. 16, 2002).
245. Id. at *33.
246. FINRA noted, among other things, that the asset “was by far the largest asset [the issuer]

listed in the financial statement, it caused [the issuer] to have a positive net worth, it [supposedly]
was purchased a mere four days prior to the accountant’s certification of the financial statement[,]”
and the valuation of the issuer’s stock that was used to purchase it was suspect. Id. at *33–34.
247. Id. at *34.
248. Id. at *35.
249. Id. at *35–36.
250. See FINRA Regulatory Notice 10-22, 2010 FINRA LEXIS 43, at *17–18 (Apr. 2010) (high-

lighting Kunz decision in discussion on broker-dealer obligations when participating in private
offerings).
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prosecuting the action in the absence of Rule 2010.251 In sum, the requirement
that a broker act in accordance with just and equitable principles appropriately

applies to a wide variety of conduct.

E. COMMUNICATIONS WITH THE PUBLIC

FINRA’s “communications with the public” rule provides standards for vari-

ous types of broker-dealer communications, such as advertisements, corre-

spondence, and public appearances.252 The rule generally requires broker-dealer
communications with the public to be fair and balanced; include material infor-

mation; be free from exaggerated, false, or misleading statements or claims; and
be consistent with applicable securities laws, regulations, and rules.253 Perhaps

most important, the rule requires various broker-dealer communications with

the public to be submitted to a firm supervisor and/or FINRA for content review
and approval.254

It also is important to note that, as with just and equitable principles, FINRA’s

standards for communications with the public apply irrespective of whether the
activity involves a security. In In re Wallace,255 the SEC emphasized that Rule

2210 is “not limited to advertisements for securities, but provide[s] standards

applicable to all [broker-dealer] communications with the public.”256

F. ORDER HANDLING

Broker-dealers are subject to a number of obligations when they execute or-

ders for customers. In fact, two of those obligations have been found to create
fiduciary duties. FINRA Rule 5310, known as the best execution rule, requires

broker-dealers to “use reasonable diligence to ascertain the best market for the

subject security and buy or sell in such market so that the resultant price to
the customer is as favorable as possible under prevailing market conditions.”257

FINRA has emphasized that “a broker/dealer’s duty of best execution derives

from common law agency principles and fiduciary obligations.”258 Similarly,
the requirement in FINRA Rule 5320 that a broker-dealer generally not trade

ahead of customer orders is rooted in a broker-dealer’s “basic fiduciary obliga-

tions under agency law.”259

251. The record in Kunz, for instance, lacked the type of evidence needed to prove a suitability or
fraud violation. 1999 NASD Discip. LEXIS 20, at *62–63.
252. FINRA R. 2210(a) (2011).
253. Id. R. 2210(d).
254. Id. R. 2210(c).
255. Admin. Proc. File No. 3-9549, 1998 SEC LEXIS 2437 (Nov. 10, 1998).
256. Id. at *13.
257. FINRA R. 5310 (2011).
258. FINRA Notice to Members 01-22, 2001 NASD LEXIS 27, at *4 (Apr. 2001); see also Newton

v. Merrill, Lynch, Fenner & Smith, Inc., 135 F.3d 266, 270 (3d Cir. 1998) (discussing obligation’s
roots in agency and fiduciary law).
259. FINRA Regulatory Notice 09-15, 2009 FINRA LEXIS 235, at *4 (Mar. 2009); see also FINRA

Notice to Members 85-12, 1985 NASD LEXIS 430, at *1 (Feb. 1985).
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Broker-dealers also are subject to restrictions on how much they charge a cus-
tomer for executing an order. FINRA’s “mark-up policy” states that it shall be a

violation for a broker-dealer “to enter into any transaction with a customer in any

security at any price not reasonably related to the current market price of the
security or to charge a commission which is not reasonable.”260

SEC Exchange Act Rule 10b-10, moreover, requires that a broker-dealer pro-

vide a customer with written confirmation of a securities transaction.261 The
confirmation generally must disclose, inter alia, the “date and time of the trans-

action”; the “identity, price, and number of shares . . . of such security purchased

or sold by such customer”; whether the broker-dealer is acting in an agent or prin-
cipal capacity; whether the broker-dealer received payment for order flow regard-

ing certain securities; and the “source and amount of any other remuneration

received or to be received by the broker in connection with the transaction.”262

G. FINANCIAL RESPONSIBILITY

Broker-dealers (but not advisers) are subject to stringent financial responsibility
requirements pursuant to the SEC’s net capital rule, Exchange Act Rule 15c3-1.

The rule’s main purposes “are to protect customers and other market partici-

pants from broker-dealer failures and to enable those firms that fall below the
minimum net capital requirements to liquidate in an orderly fashion without

the need for a formal proceeding or financial assistance from the Securities In-

vestor Protection Corporation [“SIPC”].”263 In general, a firm that fails to meet
its minimum net capital requirement must immediately cease operating its secur-

ities business.264

In addition, broker-dealers must file with FINRA monthly and quarterly re-
ports concerning their financial and operational status (“FOCUS Reports”),265

as well as annual audited financial statements.266 These provide FINRA with val-

uable information regarding a broker-dealer’s business and financial stability.
Advisers have no equivalent requirements.

260. NASD IM-2440-1 (2008) (Mark-Up Policy). See supra note 4 for an explanation of FINRA’s
enforcement of NASD rules.
261. SEC Exchange Act Rule 10b-10, 17 C.F.R. § 240.10b-10 (2012); see also FINRA R. 2232

(2011). See supra note 4 for an explanation of FINRA’s enforcement of the Exchange Act and
rules thereunder.
262. SEC Exchange Act Rule 10b-10, 17 C.F.R. § 240.10b-10.
263. In re Fox & Co. Invs., Inc., Admin. Proc. File No. 3-11873, 2005 SEC LEXIS 2822, at *18

(Oct. 28, 2005). As the IA/BD Study explained, broker-dealers generally are “required to be members
of SIPC[,] which protects their customers from loss of their cash and securities up to specified limits if
the broker-dealer becomes insolvent.” IA/BD STUDY, supra note 2, at 73.
264. IA/BD Study, supra note 2, at 73. However, a broker-dealer that fails to meet its net capital

requirement may be permitted to engage in very limited securities activities, such as effecting liqui-
dating or closing transactions at customers’ requests, depending on the facts and circumstances and
likely only with SEC and/or FINRA approval.
265. SEC Exchange Act Rule 17a-5, 17 C.F.R. § 240.17a-5 (2012). See supra note 4 for an explan-

ation of FINRA’s enforcement of the Exchange Act and rules thereunder.
266. SEC Exchange Act Rule 17a-5(d), 17 C.F.R. § 240.17a-5(d); NASD R. 3170 (2006); FINRA

Regulatory Notice 11-46, 2011 FINRA LEXIS 81 (Oct. 2011).
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H. SUPERVISION

The SEC has described supervision as “the touchstone to ensuring that broker-

dealer operations comply with the securities laws and [FINRA] rules. It is also a

critical component to assuring investor protection.”267 Consistent with that view,
FINRA imposes numerous important supervisory obligations on broker-dealers.

FINRA’s supervision rules cover all aspects of a broker-dealer’s business activ-

ities, mandate participation by all levels of firm personnel, and require review
and analysis of the effectiveness of firm systems and procedures, as well as ap-

propriate modifications thereto when deficiencies are identified.

Rule 3010, for instance, requires a broker-dealer to establish a supervisory
system for the firm’s business activities, including the adoption of written super-

visory policies and procedures reasonably designed to achieve compliance with

applicable securities laws and FINRA rules.268 A broker-dealer’s supervisory sys-
tem must provide for, among other things, (1) the designation of a registered

principal or principals to execute the supervisory responsibilities for each type

of the firm’s activities,269 (2) the assignment of each registered person to a super-
visor,270 (3) written procedures for conducting office inspections,271 and (4) a

commitment to meet at least annually with each registered representative and

registered principal to discuss compliance matters relevant to the individual.272

Broker-dealers also are required to inspect branch offices.273

Furthermore, Rule 3012 requires broker-dealers to designate one or more

principals responsible for a system of supervisory control policies and proce-
dures that “test and verify” that the supervisory procedures are reasonably de-

signed to achieve compliance with relevant laws, regulations, and rules and “cre-

ate additional or amend supervisory procedures where the need is identified by
such testing and verification.”274 A broker-dealer’s senior management must re-

ceive a report that details the firm’s system of supervisory controls, summarizes

test results, and discusses additional supervisory procedures, if any, created in
response to the test results.275 In addition, Rule 3130 requires a broker-dealer’s

chief executive officer (or equivalent officer) to certify annually that the firm has

a process to adopt compliance policies and supervisory procedures reasonably
designed to achieve compliance with applicable securities laws, regulations,

and rules.276

267. In reKaminski, Admin. Proc. File No. 3-14054, 2011 SEC LEXIS 3225, at *35 (Sept. 16, 2011).
268. NASD R. 3010(a), (b) (2007). “The standard of ‘reasonable’ supervision is determined based

on the particular circumstances of each case.” In re Pellegrino, Admin. Proc. File No. 3-12941, 2008
SEC LEXIS 2843, at *32–33 (Dec. 19, 2008). See supra note 4 for an explanation of FINRA’s enforce-
ment of NASD rules.
269. NASD R. 3010(a)(2) (2007).
270. Id. R. 3010(a)(5).
271. Id. R. 3010(a)(1), (c).
272. Id. R. 3010(a)(7). For all minimum requirements that a broker-dealer’s supervisory system

must contain, see id. R. 3010(a)(1)−(7).
273. Id. R. 3010(c).
274. NASD R. 3012(a)(1) (2005).
275. Id.
276. FINRA R. 3130 (2008).
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FINRA also has stated that broker-dealers should consider implementing for-
mal written procedures for vetting new products.277 A broker-dealer’s product

committee, which ordinarily includes representatives from all relevant parts of

the broker-dealer (e.g., compliance, legal, finance, marketing, sales, and opera-
tions), should perform a detailed review of new products.278 The product com-

mittee then should make a formal decision regarding whether to allow a product

to be sold to customers.279 If the committee approves the product, the broker-
dealer’s procedures also should include some level of post-approval review to de-

termine whether the product has performed as anticipated.280 Broker-dealers,

moreover, should assess whether to employ a similar approach to the introduc-
tion of new technologies.281

Although supervisory systems and procedures are important, they are not suf-

ficient in and of themselves to ensure reasonable supervision. The duty of super-
vision requires broker-dealers to investigate “red flags” that indicate irregular-

ities.282 This responsibility requires a broker-dealer to conduct adequate

follow-up and review to make sure the identified problem has been meaningfully
addressed.283 In addition, broker-dealers must “determine that supervisors

understand and can effectively conduct their requisite responsibilities.”284

277. See FINRA Notice to Members 05-26, 2005 NASD LEXIS 7 (Apr. 2005).
278. Id. at *12.
279. Id.
280. Id. FINRA has stated, however, that a broker-dealer’s “approval of a product for sale does not

necessarily mean that an associated person has complied with the reasonable-basis obligation” under
the suitability rule. Notice 11-25, supra note 145, at *20 (emphasis added). FINRA explained that,
“even if a firm’s product committee has approved a product for sale, an individual broker’s lack of
understanding of a recommended product or strategy still could violate the obligation[.]” Id. at
*21. A firm needs to educate its brokers on the risks and rewards of products and strategies. Id.
at *22. A broker can “rely on a firm’s fair and balanced explanation of the” risks of a product or strat-
egy, but “if the [broker] remains uncertain about the potential risks . . . or has reason to believe that
the firm failed to address a particular issue or has done so in an incomplete or inaccurate manner,
then the [broker] would need to engage in further inquiry before recommending the product [or
strategy].” Id.
281. See FINRA Regulatory Notice 07-59, 2007 FINRA LEXIS 58, at *4–5 (Dec. 2007) (emphasiz-

ing that broker-dealers “should consider, prior to implementing new or different methods of commu-
nication, the impact on the firm’s supervisory system. . . . In this way, firms can identify and timely
address any issues that may accompany the adoption of new electronic communications technolo-
gies.” (emphasis added)); FINRA Notice to Members 05-49 ( July 2005), available at http://www.
finra.org/Industry/Regulation/Notices/2005/P014773 (stating that broker-dealers must ensure that
reasonable supervisory measures have been or will be implemented “before [they] actually use[] or
allow[] [their] associated persons to use such technology”).
282. In re Midas Sec. LLC, Admin. Proc. File No. 3-14308, 2012 SEC LEXIS 199, at *46 ( Jan. 20,

2012) (“[R]ed flags and suggestions of irregularities demand inquiry.”); In re World Trade Fin.
Corp., Admin. Proc. File No. 3-14307, 2012 SEC LEXIS 56, at *42–43 ( Jan. 6, 2012); In re Pelle-
grino, Admin. Proc. File No. 3-12941, 2008 SEC LEXIS 2843, at *32–33 (Dec. 19, 2008); In re
Studer, Admin. Proc. File No. 3-11426, 2004 SEC LEXIS 2347, at *22 (Oct. 14, 2004). A broker-
dealer, however, can violate its supervisory obligations even in the absence of red flags. See Seco
Sec., Inc., Admin. Proc. File No. 3-6754, 1988 SEC LEXIS 1776, at *6 (Sept. 1, 1988).
283. See Midas Sec., 2012 SEC LEXIS 199, at *49–50 (stating that red flags “demand inquiry as

well as adequate follow-up and review”); World Trade Fin. Corp., 2012 SEC LEXIS 56, at *42–43;
Pellegrino, 2008 SEC LEXIS 2843, at *32–33.
284. In re Kresge, Admin. Proc. File No. 3-12402, 2007 SEC LEXIS 1407, at *35 ( June 29, 2007).

It is not enough, however, “to delegate supervisory responsibility to a subordinate, even a capable one,
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Red flags could exist, for instance, not only with regard to a particular broker or
customer account, but also as to the ineffectiveness of a supervisor, compliance

department, or supervisory system.285

Advisers’ supervision obligations are much more generalized. They do not re-
quire the type of top-to-bottom supervision and formal checks and balances that

FINRA’s rules mandate.

I. SECURITIES AND BUSINESS ACTIVITIES CONDUCTED

AWAY FROM THE BROKER-DEALER

FINRA imposes obligations on a broker-dealer to understand and, when ap-
propriate, preclude or impose reasonable conditions on associated persons’ se-

curities and non-securities activities that occur away from the firm. Misconduct

that occurs away from a broker-dealer nonetheless can raise investor-protection,
reputational, and other concerns. Indeed, investors who are aware that an indi-

vidual is employed by a broker-dealer may not understand that the activity in

question is occurring away from and without the full oversight of the broker-
dealer.286

Rule 3040 requires an associated person to provide written notice to the

broker-dealer of a proposed securities transaction away from the firm (“private
securities transaction”).287 The associated person’s written notice must describe

in detail the proposed transaction and the person’s intended role in it.288 The

notice also must state whether the person “has received or may receive selling
compensation in connection with the transaction.”289 If the associated person

has received or expects to receive compensation, the firm must provide written

notice to the person that it approves or disapproves the person’s participation in
the proposed transaction.290 If the firm disapproves, the associated person may

and then simply wash his hands of the matter until a problem is brought to his attention. . . . Implicit
is the additional duty to follow up and review that delegated authority to ensure that it is being prop-
erly exercised.” In re Patrick, Admin. Proc. File No. 3-7715, 1993 SEC LEXIS 1213, at *7–8 (May 17,
1993) (emphasis added), aff ’d, 19 F.3d 66 (2d Cir.), cert. denied, 115 S. Ct. 54 (1994); see also In re
Goddard, Admin. Proc. File No. 3-7859, 1993 SEC LEXIS 2214, at *13 (Sept. 2, 1993) (finding in-
adequate a compliance director’s reliance on a subordinate supervisor to monitor problematic activity
without follow up).
285. See Dep’t of Enforcement v. Cohen, No. EAF0400630001, 2010 FINRA Discip. LEXIS 12, at

*27–35 (NAC Aug. 18, 2010) (finding supervision violation where broker-dealer’s chief administra-
tive officer, who was responsible for the compliance department, did not take appropriate action in
the face of numerous red flags that a particular supervisor and the compliance department as a whole
were not functioning properly).
286. See In re McNabb, Admin. Proc. File No. 3-9886, 2000 SEC LEXIS 2120, at *23 (Oct. 4,

2000) (noting that the rule on private securities transactions “protects investors from the hazards
of unmonitored sales and protects the firm from loss and litigation”); FINRA R. 3270.01 (2009) (re-
quiring broker-dealers to consider whether a registered person’s outside business activity will incor-
rectly be viewed by customers as related to the broker-dealer’s business and to, among other things,
assess risks to the customers and the firm).
287. NASD R. 3040(b) (1999). See supra note 4 for an explanation of FINRA’s enforcement of

NASD rules.
288. NASD R. 3040(b).
289. Id.
290. Id. R. 3040(c)(1).
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not participate in the transaction.291 If it approves, the firm must record the se-
curities transaction on its books and records and supervise the associated per-

son’s participation in the transaction as if the transaction were executed at the

firm.292

Rule 3270 requires registered persons to notify their broker-dealer in writing

prior to engaging in non-securities activities away from the firm (“outside business

activities”).293 Although the rule does not aim to regulate the day-to-day outside
business activities of a registered person, it does require a broker-dealer to assess

whether such activities will compromise the registered person’s responsibilities

to the broker-dealer’s customers or cause customers to believe mistakenly that
the activities are part of the broker-dealer’s business.294 Based on its assessment

of a proposed outside business activity, a broker-dealer must determine whether

to prohibit or impose conditions on the activities.295 In its order approving Rule
3270, the SEC explained that the rule requires a broker-dealer “to implement a

system to assess the risk that these outside business activities may cause potential

harm to investors and to manage these risks by taking appropriate actions.”296

J. RECORDKEEPING

Broker-dealers are subject to comprehensive recordkeeping obligations. SEC
Exchange Act rules provide minimum requirements regarding the records that

broker-dealers are required to create and the length of time they must maintain

such records.297 SEC Exchange Act Rule 17a-3 lists numerous specific types of
records that broker-dealers must create and maintain, including, among other

things, operational records (e.g., trade blotters, ledgers, order tickets, trade con-

firmations), employee records, computerized or automated systems records,

291. Id. R. 3040(c)(3).
292. Id. R. 3040(c)(2). Where the associated person has not and will not receive selling compen-

sation, the broker-dealer must provide the associated person “prompt written acknowledgement of
said notice and may, at its discretion, require the person to adhere to specified conditions in connec-
tion with his participation in the transaction.” Id. R. 3040(d).
293. FINRA R. 3270 (2009).
294. Id. R. 3270.01; see also SEC Approval of FINRA Proposed Rule Relating to Outside Business

Activity of Registered Persons, 75 Fed. Reg. 53362, 53365 (Aug. 31, 2010) [hereinafter Approval
Order for Outside Business Activity Rule].
295. FINRA R. 3270.01. The rule does not require broker-dealers to provide approval, written or

otherwise, of a registered person’s outside business activities. See Approval Order for Outside Busi-
ness Activity Rule, supra note 294, at 53364. FINRA has stated, however, that the rule “does not pre-
clude any [broker-dealer] from including a prior member consent requirement as part of its proce-
dures to manage the outside business activities of its registered persons.” Id.
296. Approval Order for Outside Business Activity Rule, supra note 294, at 53365. A broker-

dealer should require registered persons to notify the firm in the event of a material change to
their outside business activities. FINRA stated “that the requirement for a registered person to
amend or supplement the nature of the prior written notice is implicit in [Rule 3270].” Id. Nonethe-
less, FINRA noted that a broker-dealer’s “supervisory system should demand that each registered per-
son notify the member in the event of a material change to his or her outside business activities.” Id.
A broker-dealer also must maintain a record of compliance with the rule for each written notice re-
ceived. FINRA R. 3270.01.
297. See SEC Exchange Act Rule 17a-3, 17a-4, 17 C.F.R. §§ 240.17a-3, 17a-4 (2012).
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customer account records, customer complaint records, and communications
with the public.298

SEC Exchange Act Rule 17a-4 generally indicates both the length of time that

broker-dealers must hold such records and the manner in which they must be
held.299 That rule also requires a broker-dealer to retain all communications

that it receives and sends (including inter-office memoranda and communica-

tions), as well as all written agreements (including with respect to any account)
“relating to [its] business as such.”300 The SEC has stated that the “content, rather

than the format, of a message determines whether it is covered” under the rule.301

The provision thus covers external and internal electronic communications—
such as e-mails, instant messaging, and internet communications—as long as

they relate to the broker-dealer’s “business as such.”302

Advisers have more limited recordkeeping obligations.303 They must retain a
narrower list of specifically enumerated documents and do not have the equiv-

alent of the broker-dealer “business as such” obligations.304 The SEC has stated

that this limits the effectiveness of examinations of advisers and could compro-
mise the protection afforded to adviser clients.305

K. SELF-REPORTING TO FINRA

In addition to the reporting and disclosure obligations discussed above,

broker-dealers are required to report to FINRA written customer complaints,

various types of civil and criminal actions filed against them, and certain internal
conclusions of wrongdoing. The information obtained through this requirement

plays a crucial role in helping FINRA identify misconduct and operational

difficulties.
Broker-dealers, for example, must report to FINRA various specified events

and quarterly statistical and summary information regarding written customer

complaints and file with FINRA copies of certain criminal actions, civil com-
plaints, and arbitration claims.306 In addition, broker-dealers must report inter-

nal conclusions of violations. Pursuant to this requirement, a broker-dealer must

submit a report to FINRA within thirty calendar days after the firm has concluded
or reasonably should have concluded that an associated person or the firm violated

certain securities, insurance, commodities, financial- or investment-related laws,

298. SEC Exchange Act Rule 17a-3, 17 C.F.R. § 240.17a-3.
299. SEC Exchange Act Rule 17a-4, 17 C.F.R. § 240.17a-4.
300. SEC Exchange Act Rule 17a-4(b)(4), (7), 17 C.F.R. § 240.17a-4(b)(4), (7).
301. vFinance Invs., Inc., Admin. Proc. File No. 3-12918, 2010 SEC LEXIS 2216, at *22 ( July 2,

2010).
302. Id.; see also Centreinvest, Inc., Admin. Proc. File No. 3-13304, 2009 SEC LEXIS 2611,

at *17–18 ( July 31, 2009).
303. See IA/BD STUDY, supra note 2, at 139.
304. Id.
305. Id.
306. FINRA R. 4530 (2011).
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rules, regulations, or standards of conduct of any domestic or foreign regulatory
body or SRO.307 Advisers have no such self-reporting obligations.

V. EXAMINATIONS AND DISCIPLINARY ACTIONS

The imposition of investor-protection obligations on advisers and broker-
dealers, no matter how stringent, largely will be ineffective unless there are fre-

quent and searching examinations for compliance with and meaningful enforce-

ment regarding such obligations. This Part reviews the relevant statistics for both
advisers and broker-dealers.

A. EXAMINATIONS

Pursuant to section 914 of Dodd-Frank, SEC staff prepared its Study on En-

hancing Investment Adviser Examinations.308 The study provided statistics that

raise concerns regarding adviser examinations. The number of adviser examina-
tions conducted each year “decreased 29.8%, from 1,543 examinations in 2004

to 1,083 examinations in 2010.”309 The study further noted that “only 9% of ad-

visers were examined in 2010.”310 SEC staff reported that “the average adviser
can expect to be examined only once every 11 years.”311

Conversely, the SEC explained that, on average, FINRA conducts examina-

tions of 55 percent of all broker-dealers every year.312 All broker-dealers are ex-
amined at least once every four years, and oftentimes more frequently.313 Those

broker-dealers that present the greatest risk (e.g., those that have had serious dis-

ciplinary or financial problems) are examined at least annually.314 FINRA exami-
nations often lead to “informal and formal disciplinary actions, which range from

deficiency letters to enforcement actions and can result in censure and fines as

well as suspension or expulsion from FINRA membership or association.”315

307. Id. R. 4530(b). Only violations that meet the reporting threshold under the rule must be re-
ported. These generally include misconduct that has a “widespread impact or potential widespread
impact” on a firm, its customers, or the markets, or that results from a “material failure” of the
firm’s “systems, policies, or practices involving numerous customers, multiple errors, or significant
dollar amounts.” Id. R. 4530.01.
308. See U.S. SEC. & EXCH. COMM’N, STAFF STUDY ON ENHANCING INVESTMENT ADVISER EXAMINATIONS AS

REQUIRED BY SECTION 914 OF THE DODD-FRANK WALL STREET REFORM AND CONSUMER PROTECTION ACT ( Jan.
2011) [hereinafter IA EXAMINATIONS STUDY], available at http://www.sec.gov/news/studies/2011/
914studyfinal.pdf.
309. Id. at 14.
310. Id.
311. Id.
312. Id. at 30–31; see also COMMISSIONER STATEMENT ON IA EXAMINATIONS STUDY, supra note 12, at 2−3.
313. IA/BD STUDY, supra note 2, at A-9. FINRA conducts “ ‘cycle’ or ‘routine’ examinations on

cycles ranging from every one, two, three, or four years, depending on FINRA’s annual risk assess-
ment of the member firm.” Id. FINRA also initiates “ ‘cause’ or ‘targeted’ examinations based on cus-
tomer complaints, anonymous tips, and referrals from the Commission, market surveillance staff, and
arbitrations.” Id. at A-11.
314. Id. at A-9.
315. Id. at A-11; see also id. at A-12.
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Broker-dealers also are examined by the SEC and the states.316 Although the
SEC does not routinely examine broker-dealers, it initiates “cause” examinations

based on tips and customer complaints.317 In 2008, 2009, and 2010, for exam-

ple, the SEC conducted 772, 662, and 490 examinations, respectively, of broker-
dealers.318 In 2008, 2009, and 2010, the states collectively conducted 1,651,

1,774, and 1,525 examinations, respectively, of broker-dealers.319 These SEC

and state examinations are in addition to FINRA’s, providing multiple extra
layers of oversight to an already heavily regulated industry. In the case of the ad-

viser industry, only the SEC examines and otherwise regulates advisers registered

with it.320

The SEC staff study on adviser examinations also discussed three main options

for enhancing adviser examinations, as section 914 of Dodd-Frank required. The

approaches were (1) imposition of “user fees” on advisers that would help fund
the SEC’s adviser program; (2) authorization of one or more SROs to examine

advisers, with SEC oversight; and (3) authorization of FINRA to examine advis-

ers that are dually registered as broker-dealers.321 The SEC staff study heavily
favored the first option and discounted the effectiveness of using SROs.322

In a highly unusual step, one SEC Commissioner provided a very public, very

strong rebuke of the SEC staff ’s study.323 The SEC Commissioner expressed her
disappointment in the study and, “for the first time in [her] tenure as a Commis-

sioner,” felt it necessary “to write separately in order to clarify and emphasize

certain facts, and ensure that Congress knows that the current resource problem
is severe, that the problem will only be worse in the future, and that a solution is

needed now.”324 The Commissioner stated that the SEC “is not, and, unless sig-

nificant changes are made, cannot fulfill its examination mandate with respect to
investment advisers.”325 That would be the case, she added, “even if the Com-

mission had the resources to double its examination frequency percentage, re-

turning to the 2004 frequency level of 18%. Eighteen percent coverage annually
is better than 9%, but still insufficient.”326

The brunt of the Commissioner’s criticism, however, focused on the study’s

promotion of “user fees” to fund increased SEC examinations and disregard of

316. See id. at 89, 91 (explaining that broker-dealers are regulated by the SEC, SROs, and the
states and that states conduct examinations of broker-dealers).
317. See id. at A-13 to A-14.
318. Id. at A-15.
319. Id. at A-26.
320. Similarly, those advisers registered with states are only examined by the states—not by the

states and the SEC. See id. at 84. Some states, however, do impose certain registration requirements
on employees of advisers registered with the SEC. See id. at 86.
321. IA EXAMINATIONS STUDY, supra note 308, at 25. Approximately five percent of advisers are du-

ally registered as broker-dealers. Id. at 37. FINRA has jurisdiction to regulate the broker-dealer part of
such businesses, but it does not have jurisdiction to regulate the adviser part. Id.; see also IA/BD STUDY,
supra note 2, at A-8.
322. See IA EXAMINATIONS STUDY, supra note 308, at 25–39.
323. See COMMISSIONER STATEMENT ON IA EXAMINATIONS STUDY, supra note 12.
324. Id. at 1–2.
325. Id. at 2.
326. Id.

The Best of Both Worlds 43



the benefits of the SRO model. The Commissioner stated that the answer to the
second inquiry under section 914 of Dodd-Frank—that the SEC evaluate and

recommend ways to enhance examinations—“is that one or more SROs would

dramatically improve the frequency of adviser examinations.”327 The Commis-
sioner pointed, in part, to the fact that the SEC’s “current examination rate for

advisers (9%)—which [the SEC’s Office of Compliance Inspections and Exami-

nations (“OCIE”)] estimates could drop as low as 7% in 2011 if additional exam-
iners are not added—would have to increase by . . . more than six times to reach

the average rate at FINRA (55.5%).”328 The SEC’s OCIE also estimated that “it

would need to double the current number of its adviser examiners (460) to in-
crease the frequency of examinations to even 20%.”329 To get to the level of fre-

quency with which FINRA examines broker-dealers annually, “OCIE would

need to add more than 2,000 examiners to its advisory program, bringing the
total to about 2,500.”330 The Commissioner noted that the “frequency of

[SEC] examinations [of advisers from 2004–2010] continued to drop despite

increases in the number of [SEC adviser] examiners in 2009–10.”331

Perhaps most significant was the Commissioner’s view that the study’s discus-

sion and weighing of the three options to improve examinations was “far from

balanced or objective.”332 The study, for instance, did “not make clear that
many of the benefits of the user fee option are shared by the SRO options.”333

The Commissioner stated that the study also failed to discuss disadvantages to

the user fee option, exaggerated the disadvantages of using SROs, lacked an ob-
jective discussion of the benefits of using SROs, and gave too much weight to

adviser industry concerns about using SROs.334 As noted in this article’s intro-

duction, the Commissioner concluded that the lack of adequate examinations of
advisers raised serious investor-protection concerns regarding adviser clients.335

B. DISCIPLINARY ACTIONS

The SEC has authority to bring enforcement actions against both advisers and

broker-dealers. The IA/BD Study provided data on such actions, stating that, “[i]n

recent years, [the SEC’s Division of] Enforcement has brought approximately
600 enforcement actions each year against individuals and entities accused of

327. Id.
328. Id. at 3.
329. Id.
330. Id.
331. Id.
332. Id. at 6.
333. Id.
334. Id. at 7. With regard to the advantages of using SROs, the Commissioner explained that it

would free-up SEC resources, add significant resources outside the SEC, increase “speed and effi-
ciency through SRO processes that are more expedited than those used by the government,” and
add to the SEC’s “set of tools an ability to promulgate ethical and business conduct standards that
would further protect investors.” Id. The Commissioner noted that “the user fee option does not nec-
essarily provide any of these benefits.” Id.
335. Id. at 8.
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violating the federal securities laws.”336 The IA/BD Study then stated, “Typically,
actions primarily involving broker-dealers represent 9% to 22% of total [SEC]

Enforcement actions brought each year [or 54 to 132 actions per year], and

actions primarily involving advisers represent 11% to 16% of total Enforcement
actions brought each year [or 66 to 96 actions per year].”337

Of course, broker-dealers, unlike advisers, also are subject to FINRA discipli-

nary actions. The IA/BD Study stated that, “[i]n 2009, FINRA brought over 993
disciplinary actions[,]” levied significant fines, and “expelled 20 firms, barred

383 individuals from the industry, and suspended 363 others.”338 The SEC

noted, moreover, that the statistics for 2009 are “consistent with disciplinary ac-
tions taken by FINRA . . . between 2004 and 2008.”339 In addition to SEC and

FINRA disciplinary actions, the states can take enforcement action against

broker-dealers.340 Statistical information for state disciplinary actions is not
available, however.

Using the SEC’s 2009 data, a total of seventy-six disciplinary actions were

brought against advisers341 and a total of 1,102 disciplinary actions were brought
against broker-dealers (109 SEC enforcement actions342 and 993 FINRA enforce-

ment actions343). These disparate figures are even more significant in light of the

larger number of advisers at the time. In 2009, there were 11,452 advisers regis-
tered with the SEC344 compared with 5,100 broker-dealers.345 It is fair to assume

that this odd juxtaposition reflects the significantly fewer detailed and actionable

obligations that are imposed on—and the dearth of examinations of—advisers.
Whatever the exact causes, however, this lack of enforcement of adviser obliga-

tions should raise serious concerns for policymakers as they consider how best

to protect investors going forward.

VI. FRAMEWORK FOR STRENGTHENING INVESTOR PROTECTION

Section 913 of Dodd-Frank specifically requires the SEC to consider imposing
a universal fiduciary duty on advisers and broker-dealers that is no less stringent

than the one currently imposed on advisers. It also directs the SEC to consider

closing the regulatory gaps in other areas. This article proposes steps for doing
both. Customers deserve these reforms in light of the abuses that played at least a

partial role in creating the worst economic crisis since the Great Depression. The

marketplace needs them to restore the public trust. Financial professionals—the
term this article will use to refer to both advisers and broker-dealers—ultimately

336. IA/BD STUDY, supra note 2, at A-18.
337. Id. at A-19.
338. Id. at A-21.
339. Id.
340. Id. at A-22 (noting generally that states have examination and enforcement programs for

broker-dealer activities).
341. Id. at A-19.
342. Id.
343. Id. at A-21.
344. IA EXAMINATIONS STUDY, supra note 308, at 8.
345. IA/BD STUDY, supra note 2, at 8.
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will benefit from them in the form of greater investor reliance on and confidence
in their services. Financial professionals also should benefit from lower litigation

costs as they create improved supervisory systems and procedures to comply

with the new obligations, leading to the discovery and correction of problems
at an earlier stage. Enhanced disclosure of conflicts and of material features re-

lated to investment advice, moreover, should lead to fewer investor misunder-

standings regarding the risks associated with that advice.

A. UNIVERSAL FIDUCIARY DUTY

As discussed above, an adviser’s current fiduciary duty includes obligations to

disclose conflicts of interest, act in the customer’s best interests, provide suitable

investment advice, and seek best execution.346 Broker-dealers are subject to all
of those obligations but the broad disclosure requirement347 and, as demon-

strated above, some broker-dealer obligations are more demanding than those

of advisers.348 Although FINRA rules and case law currently impose myriad dis-
creet disclosure requirements,349 broker-dealers do not have a broad disclosure

obligation comparable to the one imposed on advisers. That should change.

346. Id. at 22–29.
347. Although an adviser’s broad disclosure requirement is the only adviser fiduciary duty to

which broker-dealers currently are not subject, an adviser’s obligation to act in a customer’s best in-
terests could be viewed as somewhat broader than that of a broker-dealer. Unlike that of an adviser, a
broker-dealer’s obligation to act in a customer’s best interests generally is tied to a recommendation
through interpretation of the suitability rule. See supra Part IV.B. Therefore, an adviser’s obligation
may apply in a wider range of circumstances. Nonetheless, the protection the obligation provides
is most needed when a recommendation is made. Indeed, there may be only rare circumstances
when the protection of the obligation would be necessary in the absence of a recommendation.
One such situation when the obligation may be necessary irrespective of whether a broker-dealer
makes a recommendation is when a broker-dealer executes a customer’s order. In that situation, how-
ever, broker-dealers also must act in the customer’s best interests via the best execution rule, which
has been interpreted as imposing fiduciary obligations on broker-dealers. See supra Part IV.F. Accord-
ingly, in practice, a broker-dealer’s duty to act in a customer’s best interests is substantially similar to
that of an adviser and it is only the broad disclosure part of the advisers’ fiduciary duty that differs in
material respect from the obligations of broker-dealers. Furthermore, as discussed above, broker-
dealers are subject to numerous other important requirements that do not apply to advisers.
348. Broker-dealer suitability obligations, for instance, are far more detailed and actionable than

those imposed on advisers. See supra Parts III.A.2.c. & IV.B.
349. See, e.g., FINRA R. 2210 (2011) (requiring various disclosures of material facts regarding

communications with the public); id. R. 2214 (requiring various disclosures regarding the use of in-
vestment analysis tools); FINRA R. 2232 (2009) (requiring a broker-dealer to provide a customer
with a written confirmation of any security transaction with numerous disclosures about the trans-
action); id. R. 2262 (requiring written disclosure that a broker-dealer is controlled by, controlling,
or under common control with the issuer of any security before entering into a contract with or
for a customer for the purchase or sale of such security); FINRA R. 2264 (2011) (requiring a
broker-dealer, before opening a margin account for a customer, to furnish to the customer a margin
disclosure statement explaining, inter alia, margin and the risks associated with it); FINRA R. 2267
(2008) (requiring broker-dealers to provide in writing to customers, at least once every calendar year,
FINRA’s BrokerCheck® hotline number and FINRA’s website address); FINRA R. 2269 (2009) (re-
quiring disclosure of participation or interest in a primary or secondary distribution of a security);
FINRA R. 2270 (2011) (requiring a broker-dealer that promotes a day-trading strategy to provide
a day-trading risk disclosure statement to a customer before opening an account for the customer
and to post such disclosure statement on the firm’s website in a clear and conspicuous manner);
FINRA R. 2310 (2009) (requiring a broker-dealer to inform a prospective participant in a direct
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Imposing on broker-dealers the adviser broad duty to disclose conflicts of in-
terest would provide needed transparency and allow customers to make more

informed decisions about the ways in which they receive investment advice

and make investment decisions. Customers should have access to clear, plain
English information about any potential conflict that may arise during their re-

lationship with the broker-dealer. At present, advisers generally make such dis-

closures at the beginning of the adviser-customer relationship using Form ADV.
Policymakers should use a similar approach with broker-dealers. Fortunately, a

model for such an approach already exists.

In 2010, FINRA issued a concept release proposing a Form ADV-type disclo-
sure regime for broker-dealers.350 FINRA’s proposal would require broker-

dealers at account opening “to provide a written statement to [retail] customer[s]

describing the types of accounts and services it provides, as well as conflicts as-
sociated with such services and any limitations on the duties the firm otherwise

owes to retail customers.”351 FINRA explained that it “conceived of a document

similar in purpose to Form ADV.”352 The proposed disclosure document would
cover four broad areas.

First, a broker-dealer would need to disclose “[t]he types of brokerage ac-

counts and services the firm provides to retail customers, such as research,
underwriting and recommendations of securities, products and strategies.”353

Second, a broker-dealer would need to disclose “financial or other incentives

that a firm or its registered representatives have to recommend certain products,
investment strategies or services over similar ones.”354 Third, a broker-dealer

would need to disclose “conflicts that may arise between a firm and its custom-

ers, as well as those that may arise in meeting the competing needs of multiple
customers, and how the firm manages such conflicts.”355 Fourth, a broker-dealer

would need to disclose the “limitations on the duties a firm owes to its custom-

ers.”356 The concept release also provides detailed examples of the types of dis-

participation program (DPP) or a real estate investment trust (REIT), prior to executing a purchase
transaction, all pertinent facts relating to the liquidity and marketability of the DPP or REIT during
the term of the investment); FINRA R. 2330 (2011) (requiring broker-dealers to make various dis-
closures about the features and fees related to variable annuities); id. R. 2360 (requiring delivery
of an options risk disclosure statement); id. R. 2370 (requiring delivery of a security futures risk dis-
closure statement); NASD R. 2711 (2012) (requiring various disclosures regarding research reports);
see also In re Chase, Admin. Proc. File No. 3-10586, 2003 SEC LEXIS 566, at *18 (Mar. 10, 2003)
(requiring explanation to customers of risks associated with recommendations); Dep’t of Enforcement
v. Frankfort, No. C02040032, 2007 NASD Discip. LEXIS 16, at *31–32 (NAC May 24, 2007) (re-
quiring disclosure to customers of information material to a recommendation in certain circumstan-
ces); In re Kunz, No. G3A960029, 1999 NASD Discip. LEXIS 20, at *35−36 (NAC July 7, 1999) (re-
quiring disclosure of conflicts of interest to customers regarding private offerings), aff ’d, Admin. Proc.
File No. 3-9960, 2002 SEC LEXIS 104, at *35−36 ( Jan. 16, 2002).
350. FINRA Regulatory Notice 10-54, 2010 FINRA LEXIS 102 (Oct. 2010).
351. Id. at *1.
352. Id. at *3–4.
353. Id. at *5–6.
354. Id. at *7.
355. Id. at *8.
356. Id.

The Best of Both Worlds 47



closures that would be required under each broad category.357 Policymakers
should adopt FINRA’s disclosure approach, or a similar one, to close the regu-

latory gap on the broker-dealer side and provide enhanced investor protection.

As part of that account-opening disclosure obligation, policymakers should
explicitly require a broker-dealer that intends to act in a principal capacity to

provide such information in writing to the customer and to receive the custom-

er’s consent before it may act in a principal capacity. Unlike the requirement for
advisers, however, broker-dealers should be permitted to make the disclosure

and obtain the customer’s consent prospectively at account opening for all

orders. This approach recognizes the important liquidity function that broker-
dealers serve when they buy and sell securities for or from their own account.

In addition, because broker-dealers (unlike advisers) are in the business of effect-

ing customer orders, allowing disclosure and consent to apply prospectively for
all orders (rather than requiring it on a trade-by-trade basis) promotes the effi-

cient handling of customer orders, in terms of timing, pricing, and overall costs.

A number of existing FINRA rules, moreover, provide significant added protec-
tions against potential conflicts that could arise when a broker-dealer acts in a

principal capacity.

Under FINRA rules, for example, a broker-dealer, “[i]n any transaction for or
with a customer[,]” must “ascertain the best market for the subject security and

buy or sell in such market so that the resultant price to the customer is as favor-

able as possible under prevailing market conditions” and may only charge a rea-
sonable fee for the transaction.358 These obligations protect against a customer

paying a higher price or higher fees when a broker-dealer acts in a principal ca-

pacity. In fact, customers may receive price improvement when a broker-dealer
internalizes a customer order. Furthermore, the suitability rule requires a

broker-dealer to have a reasonable basis to believe that a securities recommen-

dation is suitable for and consistent with the best interests of the customer.359

These obligations provide important safeguards against an unscrupulous

broker-dealer attempting to dump underperforming stock held in its inventory

on an unsuspecting customer.
In addition to these account-opening disclosure requirements, broker-dealers,

consistent with advisers’ current obligations, should be required to disclose cer-

tain information when making recommendations of securities or investment
strategies involving securities. In general, this recommendation-disclosure obliga-

tion should require a financial professional, when making a recommendation, to

disclose conflicts of interest that are not adequately addressed by the account-
opening written disclosure. In addition to addressing such conflicts, this obliga-

tion should require a financial professional to disclose material information

about the recommended security or strategy, such as particular risks associated
with or unusual features of the recommended security or strategy. The obligation,

357. Id. at *5–8.
358. FINRA R. 5310 (2011); NASD IM-2440-1 (2008).
359. See FINRA R. 2111(a) (2012); see also supra note 137 and cases cited therein.
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however, should be flexible. The obligation should depend on the facts and
circumstances of the particular recommendation; it should not require written

disclosure, and it should not require a broker-dealer to duplicate disclosures

made pursuant to other federal laws or FINRA rules.360

A few more points about the recommendation-disclosure obligation deserve

additional consideration. As an initial matter, financial professionals should

make every effort to educate customers about recommended securities and strat-
egies, especially when those securities and strategies are complex or particularly

risky. They should do so, moreover, in a manner calculated to provide customers

with a full understanding of the securities and strategies.361 While this goal is
important (and perhaps necessary regarding certain types of securities and strat-

egies), a requirement that customers fully understand recommendations not only

would be nearly impossible to demonstrate, but might not always be in custom-
ers’ best interests.

Financial professionals generally are expected to have a more thorough under-

standing of securities and strategies than their customers and to apply that exper-
tise when assisting customers with investment decisions. That is a financial pro-

fessional’s job. Moreover, some segments of the investing public, for a variety of

reasons (including time constraints), are not particularly interested in gaining an
in-depth education about specific securities and strategies. These individuals

should not be denied access to sound investment advice simply because of finan-

cial professionals’ concerns over potential liability—a result that might occur if a
rule required such a full understanding. Obviously, however, when recom-

mended securities or strategies are particularly complex or risky, there is a

greater need to ensure that customers understand the potential risks and benefits
involved.

Imposing these disclosure obligations on broker-dealers will enhance investor

protection. Such action also will create more uniformity between advisers and
broker-dealers.

Both advisers and broker-dealers already are required to act in a customer’s

best interests when making recommendations; however, some uncertainty re-
mains regarding the parameters of such a duty. Some have suggested that it

means that a financial professional can only recommend the “best” or “cheapest”

product,362 although this is not the current standard for either advisers or

360. As noted previously, a number of FINRA rules and case law already impose various discreet
disclosure obligations on broker-dealers, including some that relate to recommendations or transac-
tions. See supra note 349.
361. It must be emphasized, however, that a customer’s comprehension of and willingness to fol-

low a recommendation does not (and should not) relieve a broker-dealer from only recommending a
security or strategy that is suitable based on that customer’s investment profile. In re Stein, Admin.
Proc. File No. 3-10675, 2003 SEC LEXIS 338, at *14 (Feb. 10, 2003).
362. See, e.g., Sarah Morgan, The Battle Over Brokers’ Duty to Their Clients Reaches a Standstill, WALL

ST. J., Jan. 24, 2012, at C7 (“Under current rules, brokers only need to ensure the products they sell
their clients are ‘suitable,’ and not necessarily the best possible or least expensive option. . . . Advisers,
on the other hand, are held to a fiduciary standard that requires them to recommend the less-pricey
option . . . .”); Elizabeth Ody, In Whose Best Interest? Brokers, Advisers and You, WASH. POST, Nov.
28, 2010, at G3 (“Some advocates say that if brokers were required to meet the fiduciary standard,
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broker-dealers. All financial professionals should strive to provide the best pos-
sible advice to their customers. It is unclear, however, exactly how a financial

professional would quantify what is the best or cheapest product. As one secur-

ities lawyer emphasized, “ ‘I have never seen any case law defining the difference
between suitable and best’. . . . [I]f an investor sued his or her adviser, arguing

that the adviser recommended a product that was suitable but not the best, ‘it

would be considered frivolous.’ ”363

The SEC’s IA/BD Study makes numerous references to the duty of advisers

and broker-dealers to act in customers’ best interests,364 but the report does

not offer any guidance beyond explaining that it includes the “obligation not
to subordinate the client’s interest to its own.”365 Nowhere in its comprehensive

report does the SEC state, or even suggest, that advisers or broker-dealers can

recommend only the best or cheapest product pursuant to this standard. It is
hard to imagine the SEC failing to mention such a proposition if case law sup-

ported it or the SEC believed it to be true. Indeed, the closest support for such a

proposition comes from FINRA’s regulation of broker-dealers.
FINRA has brought several disciplinary actions against brokers who recom-

mended mutual fund shares that were unsuitable for their customers because

they were more costly for the customers than mutual fund shares of a different
class. In one case, Department of Enforcement v. Belden,366 FINRA stated that “a

registered representative’s suitability obligation encompasses the requirement

to minimize the sales loads that a customer pays for mutual fund shares,
when consistent with the customer’s investment objectives.”367 Those interpre-

tations, however, have not been read to require broker-dealers to recommend

only the best or cheapest investment products. Nor should they be.368

As inviting as it may be to suggest that financial professionals should always

limit their recommendations to the best or cheapest products, imposing a

legal obligation to do so may be unrealistic. The questions that such an obliga-
tion would raise are almost limitless. How would best or cheapest be defined or

they would have to recommend the best investments for clients, rather than merely suitable invest-
ments, because they would be required to take their clients’ best interests to heart.” (emphasis
added)).
363. Ody, supra note 362, at G3 (quoting Nelson Ebaugh, a Houston-based securities lawyer).
364. See IA/BD STUDY, supra note 2, at 22, 59, 101, 105–07, 109–10, 112.
365. Id. at 22.
366. No. C05010012, 2002 NASD Discip. LEXIS 12, at *13 (NAC Aug. 13, 2002), aff ’d, Admin.

Proc. File No. 3-10888, 2003 SEC LEXIS 1154 (May 14, 2003).
367. Id. at *13; see also Dep’t of Enforcement v. Sathianathan, No. C9B030076, 2006 NASD Dis-

cip. LEXIS 3, at *30–32 (NAC Feb. 21, 2006) (same), aff ’d, Admin. Proc. File No. 3-12245, 2006
SEC LEXIS 2572 (Nov. 8, 2006).
368. The better approach is to view these interpretations consistent with previous ones suggesting

that the suitability rule requires consideration not only of the suitability of a recommended mutual
fund, but also of the particular share class within that fund. In that regard, factors such as the cost of
the share class and the customer’s expected holding period would be important considerations, par-
ticularly since share classes are investments in the same funds. See FINRA Notice to Members 95-80,
1995 NASD LEXIS 109, at *8 (Sept. 26, 1995) (“An added concern relative to funds having multiple
fee structures is not only matching the type of fund to the investor’s objective, but also recommending
the appropriate fee structure.”).
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quantified? Would financial professionals essentially be prohibited from recom-
mending actively managed mutual funds369 in light of historical data suggesting

that less expensive index funds370 often, although not always, outperform the

former?371 Are policymakers better equipped than market forces to make such
decisions?372 Assuming no outright legal prohibition on particular types of se-

curities, would a financial professional need to compare all securities to deter-

mine the best or cheapest securities or a more limited universe of securities? If
the former, can regulators realistically expect financial professionals to have

the kind of knowledge of all securities that would suffice to meet the reasonable-

basis suitability obligation? Would firms’ product committees, which perform
searching reviews of products and serve as the first line of quality control, be

prohibited from limiting the universe of products that can be offered to custom-

ers? If the obligation allowed financial professionals to compare a more limited
universe of securities, how would that more limited universe be defined?

As these questions suggest, there is a practical side to the analysis that policy-

makers must consider. Imposing a requirement that financial professionals rec-
ommend only the best or least expensive securities or investment strategies may

be unworkable from an implementation standpoint, may discount the impor-

tance of numerous factors that financial professionals should consider when
making recommendations,373 and may limit customers’ investment choices. Pol-

icymakers should clarify that the obligation prohibits financial professionals

from placing their interests ahead of customers’ interests but does not impose
a legal requirement that financial professionals recommend only the best or

least expensive securities or investment strategies.

369. FINRA has noted that the “particular investments a fund makes are determined by its
objectives and, in the case of an actively managed fund, by the investment style and skill of the
fund’s professional manager or managers.” Mutual Funds, FINRA, http://www.finra.org/Investors/
SmartInvesting/ChoosingInvestments/MutualFunds/ (last visited Oct. 18, 2012).
370. Passively managed “[i]ndex funds aim to achieve the same return as a particular market

index, such as the S&P 500 Composite Stock Price Index, by investing in all—or perhaps a repre-
sentative sample—of the companies included in an index.” SEC’s Invest Wisely: An Introduction to Mu-
tual Funds, U.S. SEC. & EXCH. COMM’N ( July 2, 2008), http://www.sec.gov/investor/pubs/inwsmf.htm.
371. FINRA explained, “In any given year, most actively managed funds do not beat the market. In

fact, studies show that very few actively managed funds provide stronger-than-benchmark returns
over long periods of time, including those with impressive short term performance records. That’s
why many individuals invest in funds that don’t try to beat the market at all. These are passively man-
aged funds, otherwise known as index funds.” Mutual Funds, FINRA, http://www.finra.org/Investors/
SmartInvesting/ChoosingInvestments/MutualFunds/ (last visited Oct. 18, 2012); see also Mark Hul-
bert, Index Funds Win Again, N.Y. TIMES, Feb. 21, 2009, at B5 (discussing a recent study and stating
that “after fees and taxes, it is the extremely rare actively managed fund or hedge fund that does better
than a simple index fund”).
372. There are varying views on the appropriateness of investing in actively managed funds, a

small percentage of which do outperform lower cost index funds. See The 6% Factor: Which Fund Man-
agers Will Outperform Index Funds?, KNOWLEDGE@WHARTON (Mar. 21, 2000), http://knowledge.wharton.
upenn.edu/article.cfm?articleid=149.
373. Notice 12-25, supra note 137, at *13 (emphasizing, for example, that the “customer’s invest-

ment profile . . . is critical to [a suitability] assessment, as are a host of product- or strategy-related
factors in addition to cost, such as the product’s or strategy’s investment objectives, characteristics
(including any special or unusual features), liquidity, risks and potential benefits, volatility and likely
performance in a variety of market and economic conditions”).
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To reconcile the suitability obligations of advisers and broker-dealers under a
new universal fiduciary duty, policymakers also should consider imposing an ex-

plicit suitability rule, modeled after FINRA’s rule, on advisers.374 At present, the

suitability obligations of broker-dealers and advisers simply are not coterminous.
FINRA’s suitability rule places much more detailed and actionable obligations on

broker-dealers than does the vaguely stated, rarely enforced, implicit suitability

obligation that the SEC imposes on advisers under the rubric of “fiduciary.”
A universal fiduciary duty also should continue to require that advisers seek

and broker-dealers provide best execution for customer orders. The SEC’s guid-

ance and FINRA rules, however, appear to provide necessary protection at
present. Beyond a passing reference to their importance under the universal fi-

duciary duty, the best execution requirements thus would not need to be the

subject of proposed rulemaking.
The suggested changes described above would create a strong universal fidu-

ciary duty providing enhanced investor protection. The changes also would pro-

vide clearer guidance to the regulated community on the scope of their obliga-
tions. Policymakers are encouraged to give these proposed changes meaningful

consideration as they review options for creating a universal fiduciary duty.

B. OTHER INITIATIVES TO ENHANCE INVESTOR PROTECTION

The creation of a universal fiduciary standard will assist in ensuring equal pro-

tection of investors under both regimes, but, even more important, additional
reform may be needed to reconcile those areas where regulation of advisers is

deficient. Beyond imposing a universal fiduciary duty, with its four subparts,

policymakers should consider requiring advisers to adhere to the more rigorous
standards applicable to broker-dealers in a number of areas (in addition to this

article’s proposal to subject advisers to the broader and more detailed FINRA

suitability requirements, addressed above). Policymakers, for instance, should
impose on advisers the same type of admission, qualification, licensing, and con-

tinuing education requirements that currently apply to broker-dealers, with ob-

vious tailoring for the adviser business model. At present, advisers are not sub-
ject to any such requirements.375 As the IA/BD Study emphasized, “FINRA’s

process for evaluating membership applications aims to fully evaluate relevant

aspects of applicants and to identify potential weaknesses in their internal sys-
tems, thereby helping to ensure that successful applicants would be capable of

conducting their business in compliance with applicable regulations.”376 Fur-

thermore, broker-dealer qualification, licensing, and continuing education re-
quirements for registered persons create an important “barrier to entering and

374. Minor additional modifications would need to be made to the adviser version in recognition
of the differences between advisers and broker-dealers, for example, where an adviser agrees to mon-
itor a customer’s portfolio and recommend changes thereto on an ongoing basis.
375. IA/BD STUDY, supra note 2, at 137–38.
376. Id. at 136–37.
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remaining in the profession.”377 There are no such barriers for an adviser to
enter and remain in the adviser industry.

Policymakers also should consider requiring advisers to submit certain types

of communications with the public to supervisors and/or regulators for content
review and approval, as broker-dealers currently must do. In one year alone,

“FINRA reviewed more than 99,000 communications” and “completed 476 in-

vestigations involving 2,378 separate communications.”378 Although statistics
are not available, the FINRA requirements for broker-dealer supervisor review

of various communications presumably result in keeping myriad problematic

communications from being disseminated each year. These measures help elim-
inate misleading communications before they can harm substantial numbers of

investors. Advisers are subject to important advertising standards, but overall

they are not as stringent as those imposed on broker-dealers and do not require
any review and approval by adviser supervisors or regulators.379

Both advisers and broker-dealers are subject to supervisory obligations. The

adviser model, however, might benefit from some of the detailed structure im-
posed on broker-dealers.380 Broker-dealer supervisory obligations explicitly re-

quire accountability from the top of a firm’s leadership on down. From mandat-

ing a significant level of commitment on the part of a firm’s leadership through to
requiring a direct supervisor for each registered person, FINRA’s supervisory ob-

ligations send the message that such systems and procedures are not merely a

formality to appease regulators.
Furthermore, policymakers should assess whether advisers should be subject

to the broader broker-dealer recordkeeping requirements. Broker-dealers must

create and maintain a long laundry list of specific types of documents.381 In ad-
dition, a broker-dealer must retain all communications sent and received (exter-

nal and internal), as well as all written agreements, “relating to [its] business as

such.”382 At present, advisers are merely required to retain materials that fall “in
specific enumerated categories, meaning that many important records relating to

an adviser’s business may not be available for internal supervision and compli-

ance oversight or for inspection by Commission staff.”383

Advisers should be required to adhere to certain financial responsibility re-

quirements as well. Because advisers, unlike many broker-dealers, generally

do not maintain custody of customer funds or securities, they should not be re-
quired to maintain high levels of net capital. Advisers, however, should be held

to at least minimal standards, similar to those applied to broker-dealers that do

not maintain custody of customer funds and securities. Such requirements
would provide a measure of assurance that customers seeking financial guidance

377. Id. at 138.
378. Id. at 72.
379. Id. at 131.
380. Id. at 135.
381. See Exchange Act Rule 17a-3, 17 C.F.R. § 240.17a-3 (2012).
382. Exchange Act Rule 17a-4(b)(4), (7), 17 C.F.R. § 240.17a-4(b)(4), (7) (2012).
383. IA/BD STUDY, supra note 2, at 139.
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(and often paying fees on an annual basis for services to be rendered throughout
the year) are dealing with an entity that is itself financially responsible and not

operating at or near a loss.

Advisers also should be subject to the type of self-reporting obligations to
which broker-dealers must adhere. Broker-dealer self-reporting to FINRA of cus-

tomer complaints, various types of civil and criminal actions, and certain internal

conclusions of wrongdoing provide critical information to FINRA and can stop
misconduct before greater harm to customers or the integrity of the markets

occurs.

Perhaps the most significant reform that could occur would be to subject ad-
visers to meaningful examinations and enforcement actions. The examination of

advisers every eleven years and the almost complete lack of enforcement actions

brought against them are disconcerting. As one SEC commissioner recently ex-
plained, the SRO model offers many benefits and certainly would enhance ad-

viser examination efforts.384 Policymakers, however, must take action to provide

stricter oversight of advisers, irrespective of whether they choose to adopt the
SRO model, increase the SEC’s funding, or enable the SEC examination program

to be self-funded through user fees. Imposing more stringent obligations will

mean very little without appropriate oversight.
Finally, it must be acknowledged that advisers and broker-dealers generally

use distinct fee structures and offer some differing services. As noted earlier, ad-

visers primarily charge an asset-based fee, while broker-dealers primarily charge
a commission or other fee for each transaction. The advisers’ fee structure has the

benefit of reducing incentives to recommend securities simply to procure com-

missions. In theory, such a fee structure may be more justifiable in the adviser
context because many advisers, by agreement with their customers, have on-

going responsibilities to monitor customer accounts and, when appropriate, rec-

ommend changes to the investment holdings in the accounts.385 An asset-based
fee arrangement essentially allows advisers to receive remuneration for such on-

going monitoring, among other services. Broker-dealers normally do not have

such ongoing responsibilities. As discussed below, moreover, charging an
asset-based fee does not always benefit customers.

In Dodd-Frank, Congress considered but rejected a prohibition on charging

commissions.386 Congress also stated in Dodd-Frank that a broker-dealer

384. COMMISSIONER STATEMENT ON IA EXAMINATIONS STUDY, supra note 12, at 2.
385. IA/BD STUDY, supra note 2, at 13 (noting that some advisers offer arrangements whereby they

agree to provide ongoing investment advice). It is important to emphasize, however, that an asset-
based fee arrangement can be extremely beneficial to advisers because it provides them with a regular
(and, depending on the circumstances, higher) income stream. That is, an adviser that charges annual
or quarterly fees based on a percentage of the value of assets under management has a more regular
(and potentially higher) income stream from each customer than does an adviser or other entity that
charges transaction-based or hourly fees. After all, many customers trade or seek advice infrequently
or sporadically. An adviser charging an asset-based fee would still get paid during those periods of
inactivity. An adviser charging transaction-based or hourly fees would not.
386. See Dodd-Frank § 913(g), 15 U.S.C.A. §§ 78o, 80b-11 (West 2009 & Supp. 2012); see also

Exchange Act § 15(k)(1), 15 U.S.C. § 78o(k)(1) (2006 & Supp. IV 2010).
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would not be required to have a “continuing duty of care or loyalty to the cus-
tomer after providing personalized investment advice about securities.”387 Those

decisions were prudent, not simply because the alternative would have required

thousands of businesses to alter radically their business models and incur mas-
sive costs in the process, but the decisions preserve investors’ choices regarding

financial services and fee structures.

Some broker-dealers have moved toward the adviser model of charging asset-
based fees.388 What broker-dealers, their customers, and regulators have discov-

ered, however, is that asset-based fee arrangements can result in higher fees for

customers than if they paid commissions on a per-transaction basis.389 Broker-
dealer customers who use “buy and hold” strategies (or otherwise trade infre-

quently) and who seek investment advice only sporadically inevitably pay

much higher fees under an asset-based model without any concomitant bene-
fits.390 Indeed, regulators brought a number of disciplinary actions against

broker-dealers that had placed customers in fee-based accounts for whom

such accounts were inappropriate.391

This article does not take a position on which fee structures and business

models are more appropriate. All fee structures and business models have ben-

efits and drawbacks. The appropriateness of a fee structure or type of financial
service for a particular investor will depend on a variety of factors, including

the investor’s objectives, investment experience, preferred investment strategy,

and need or desire for ongoing or frequent investment advice. Providing custom-
ers with a choice of fee structures and financial services, however, is undoubt-

edly a desirable approach.

VII. CONCLUSION

In recently discussing the need for greater investor protection, the SEC’s

Chairperson stressed that all financial professionals providing similar services
“should be subject to the same standard of conduct.”392 Unquestionably, that

would be the best outcome. On the broker-dealer side, that would mean impos-

ing a new, broad disclosure obligation. Broker-dealers already are subject to the

387. See supra note 386.
388. See FINRA Notice to Members 03-68, 2003 NASD LEXIS 78, at *1 (Nov. 2003).
389. Id. at *4.
390. Id.; see also supra note 385 and discussion therein.
391. See In re A.G. Edwards & Sons, Inc., NYSE Hearing Panel Decision 06-133, 2006 NYSE Disc.

Action LEXIS 143, at *11–14 ( July 10, 2006) (finding firms inappropriately maintained customers in
fee-based accounts that were more expensive in light of the trading activity); In re Oppenheimer &
Co., NYSE Hearing Panel Decision 05-190, 2005 NYSE Disc. Action LEXIS 112, at *40–41 (Dec. 29,
2005) (finding violations where firm allowed customers to be charged significantly more for fee-
based accounts than if the customers had paid commissions); Press Release, FINRA, NASD Orders
Morgan Stanley to Pay Over $6.1 Million for Fee-Based Account Violations (Aug. 2, 2005), available
at http://www.finra.org/Newsroom/News Releases/2005/P014804; Press Release, FINRA, NASD Fines
Raymond James $750,000 for Fee-Based Account Violations (Apr. 27, 2005), available at http://www.
finra.org/Newsroom/NewsReleases/2005/P013876.
392. Alexis Leondis & Elizabeth Hester, Proposed Rules for Brokers May Remake Industry, WASH.

POST, June 21, 2009, at G3 (quoting SEC Chairperson Mary L. Schapiro).
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other aspects of the adviser fiduciary duty, although clarifying the adviser and
broker-dealer obligation to act in the customer’s best interests would be helpful.

What may surprise many unfamiliar with the current obligations of advisers

and broker-dealers is that Congress or the SEC will need to impose new obliga-
tions on advisers and subject them to regular examinations and enforcement ac-

tions before the two models provide similar levels of investor protection. True

regulatory reform of financial professionals cannot focus solely on the need to
improve the broker-dealer model. Broker-dealers are subject to many more ex-

plicit investor-protection obligations than are advisers. Policymakers should con-

sider imposing several of these obligations on advisers, such as broker-dealer re-
quirements regarding admission, qualification, licensing, continuing education,

communications with the public, supervision, recordkeeping, financial respon-

sibility, and self-reporting of violations. In addition, advisers’ fiduciary duties in-
clude the obligation to provide suitable advice, but this obligation is ill-defined

and, in practice, far less actionable than that imposed on broker-dealers. That

must be remedied. Imposing on advisers some of the more prescriptive and ac-
tionable broker-dealer obligations mentioned above would be a significant start

toward real harmonization.

Perhaps most important is closing the huge gaps that exist in the oversight ex-
amination and enforcement of adviser obligations. The infrequency with which

advisers are examined and disciplined in comparison with broker-dealers is

troubling. The obligations that are imposed on advisers, whether they remain
the same or are enhanced to make them comparable with those of broker-dealers,

are of little consequence without meaningful examinations and enforcement

actions.
Differences in regulatory oversight may result in financial professionals decid-

ing to act in a capacity that subjects them to the least oversight. Advisers and

broker-dealers both provide investment advice to customers (and often offer
other similar services). At present, however, advisers are subject to vastly differ-

ent levels of regulatory oversight than are broker-dealers. Policymakers must

consider the possibility that financial professionals offering similar services
may choose a form of registration (adviser or broker-dealer) that will subject

them to the least regulatory oversight and reduce the risk of discipline for mis-

conduct. Imposing uniform levels of regulatory oversight on both advisers and
broker-dealers would eliminate such considerations, which in turn would pro-

mote competition and maintain investor choices. More important, it would en-

sure that all investors receive the same level of protection.
Regardless of the outcome, the debate on the appropriate standards of care

and level of regulatory oversight should be well informed and clear. Both models

have something to offer to regulatory reform. However, the widely held belief
that broker-dealers are subject to substantially lower standards of conduct is

illusory.
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