


Securities Arbitration Commentator Vol. 2010, No. 2

2

SECURITIES ARBITRATION COMMENTATOR
Mailing Address:  SAC, P.O. Box 112, Maplewood, N.J.  07040.  Business Office: 93 
Riggs Place, South Orange, NJ 07079.  Tel:  (973) 761-5880.  FAX No. (973) 761-
1504.  Copyright © 2011 Securities Arbitration Commentator, Inc., Publisher.  No part 
of this publication may be reproduced in any manner without the written permission 
of the publisher.

SUBSCRIPTION INFORMATION:  
The Securities Arbitration Commentator is published 8 times per year and sells by 
annual subscription. Regular Subscription: $290; Preferred Subscription (with weekly 
e-mail Alerts): $590. Back issues of SAC are available to subscribers only at $20 
per issue.  An attractive SAC-imprinted "D-Ring" binder is also available to store 
back-issues.  The 1.5" blue binder, with grey print on its face and backing, costs $15.

The Board of Editors functions in an advisory capacity to the Editor.  Editorial decisions concern-
ing the newsletter are not the responsibility of the Board or its members; nor are the comments 
and opinions expressed in the newsletter necessarily the views of the Board, any individual Board 
member, or any organization with which she/he may be affiliated.

BOARD OF EDITORS

Howard G. Berg
Jackson, Grant & Co., Inc.

Peter R. Boutin
Keesal Young & Logan

Robert S. Clemente
Attorney at Law

Patricia E. Cowart
Wells Fargo Advisors

Joel E. Davidson
Davidson & Grannum

Roger M. Deitz
Mediator • Arbitrator

Paul J. Dubow
Arbitrator • Mediator

Robert Dyer
Allen Dyer Doppelt Milbrath 
& Gilchrist

George H. Friedman
FINRA Dispute Resolution

Constantine N. Katsoris
Fordham University School of Law

Theodore A. Krebsbach
Krebsbach & Snyder

Richard L. Martens
Casey Ciklin Lubitz Martens & 
O'Connell

Deborah Masucci
AIG Companies, Inc.

Sam Scott Miller
Orrick Herrington & Sutcliffe

David E. Robbins
Kaufmann Gildin Robbins & Op-
penheim, LLP

Michael B. Roche
Schuyler Roche & Crisham, P.C.

James D. Yellen
J. D. Yellen & Associates

Richard P. RyderMANAGING EDITOR

cont'd on page 3

 NEW FA STANDARDS cont'd from page 1

facts that might cause them to render 
anything but disinterested advice. 

The fiduciary standard includes 
the duty of care and loyalty to the 
adviser’s customers.  The duty of 
loyalty requires an investment adviser 
“to act in the best interests of clients 
and to avoid or disclose conflicts.”6  
The duty of customer loyalty prohibits 
an adviser from putting its interests or 
those of its firm ahead of its clients.7  
An advisor is also required to provide 
clients and prospective clients with 
an account opening document, 
before or upon entering a contract, 
which sets forth disclosures of risks 
and the rights of each party.8  The 
duty of care mandates an adviser to 
“make a reasonable investigation 
to determine that the adviser is not 
basing its recommendations on 
materially inaccurate or incomplete 
information.”9  This duty obligates 
investment advisers to “seek best 
execution for their clients’ securities 
transactions when they have the 
responsibility to select broker-dealers 
to execute client trades.”10

The New FINRA  
Suitability Rules 
Most customer complaints against 
registered representatives and broker-
dealers are arbitrated before FINRA 

Dispute Resolution, and tend to fall 
into four broad categories:  suitability, 
churning, unauthorized trading and 
misrepresentation.11  While there is 
considerable overlap, most garden-
variety customer arbitrations involve 
at least some claim of suitability.

Registered representatives’ recom-
mendations to their customers are 
governed by the suitability rule, also 
known as the “know your customer” 
rule.  The current suitability rule is 
codified in FINRA (formerly NASD) 
Rule 2310, which is closely related 
to former New York Stock Exchange 
Rule 405(1).  These rules have recently 
been revised and expanded into new 
FINRA Rules 2090, “Know Your 
Customer,” and 2111, “Suitability.”12

FINRA’s current suitability rule, 
Rule 2310, requires registered 
representatives to have “reasonable 
grounds” to believe that a recom-
mendation is suitable based upon 
any facts the customer has disclosed 
about her needs.13  It also requires 
FINRA members to make “reasonable 
efforts” to obtain the financial status, 
tax status, investment objectives, and 
other “reasonably” related information 
about a customer prior to executing 
any transactions on behalf of that 
customer.14
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or associated person to ascertain the 
customer's investment profile.17

FINRA suggests, in a regulatory notice 
accompanying new Rule 2111, that 
the term “investment strategy” should 
be interpreted broadly to encompass 
the “explicit recommendation to 
hold a security.”18  In other words, a 
registered representative’s explicit 
recommendation to hold a security is 
encompassed by the new suitability 
rule.  This new provision represents an 
expansion of existing case law, which 
does not generally impose liability 
on a registered representative for 
recommending that a customer merely 
hold a security.19 However, the rule 
does not contemplate holder liability 
absent an explicit recommendation 
to hold a security; otherwise a 
recommendation which was reasonable 
when made could result in unlimited 
future liability in the event of a market 
downturn many years later. 

This raises the question of what 
constitutes a recommendation.  FIN-
RA Regulatory Notice 11-02, which 
accompanies the new suitability rule, 
provides examples of communications 
between brokers and customers that 
are not considered recommendations, 
so long as they do not include 
a recommendation of particular 
securities.  Communications that 
would escape the purview of the new 
rule are:

     (1) general financial and investment 
information (such as basic invest-
ment concepts and estimates of fu-
ture retirement income needs).

     (2) descriptive information about an 
employer-sponsored retirement or 
benefit plan and investment options 
under such plans.

     (3) asset allocation models accom-
panied by appropriate disclaimers.

     (4) interactive investment materials 
incorporating any of the other types 
of information already mentioned.20 
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Effective October 7, 2011, new 
FINRA Rule 2090 requires member 
firms to:

     use reasonable diligence, in regard 
to the opening and maintenance 
of every account, to know (and 
retain) the essential facts concerning 
every customer and concerning the 
authority of each person acting on 
behalf of such customer. 15

According to FINRA, the “essential 
facts” for the purpose of Rule 2090 
are those necessary to: (1) effectively 
service the customer’s account; (2) 
act in accordance with any special 
handling instructions for the account; 
(3) understand the authority of each 
person acting on behalf of the customer; 
and (4) comply with applicable laws, 
regulations, and rules.16

While member firms have long been 
expected to know their customers, 
the requirement that they retain their 
customers’ “essential facts” is new.  
FINRA’s supplementary material for 
the new rule--including a regulatory 
notice-- does not elaborate on this new 
mandate or explain what constitutes 
proper retention of customer 
information.  It does appear, however, 
that the onus is on the member firm 
to document, with contemporaneous 
records, adequate background infor-
mation under the know your customer 
rule.  Moreover, the new rule expli-
citly obligates the member firm to 
undertake due diligence to understand 
the authority of a trustee, guardian, co-
account holder or other person acting 
on behalf of the customer.    

New Rule 2111 shifts the suitability 
focus from individual purchases to 
investment strategy, by requiring that 
registered representatives and member 
firms:
       
      have a reasonable basis to believe 

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 member 

The new know your customer rule 
also expands the types of information 
that registered representatives must 
consider in their suitability analysis.  
The categories of information that 
brokers now must consider as part of 
the customer’s “investment profile” 
are the customer’s: (1) age; (2) 
financial situation and needs; (3) tax 
status; (4) investment objectives; (5) 
investment experience; (6) investment 
time horizon; (7) liquidity needs; 
(8) risk tolerance; and (9) any other 
information the customer might 
disclose.  Current Rule 2310 only 
requires consideration of four items:  
the customer’s financial status, tax 
status, investment objectives, and 
“other information used or considered 
to be reasonable . . . in making 
recommendations.”21

FINRA Regulatory Notice 11-02 
posits three aspects of suitability 
obligations.22  These are the 
“reasonable-basis obligation,” the 
“customer-specific obligation,” and the 
“quantitative obligation.”  Although 
FINRA does not clearly outline these 
obligations in the body of the rule 
itself, the supplemental commentary 
accompanying the rule explains 
them.23

Reasonable-basis suitability requires 
a registered representative to have a 
“reasonable basis to believe, based 
on reasonable diligence,” that a 
recommendation is “suitable for 
at least some investors.”  While 
FINRA advises that “what constitutes 
reasonable diligence will vary” 
according to the situation, reasonable 
diligence means an understanding of 
“the risks and rewards” of the security 
or recommended strategy.24  In other 
words, any recommendation must be 
plausibly suitable for at least some 
investors.  

Customer-specific suitability, as the 
name suggests, requires a broker to 
“have a reasonable basis” to believe 
that a recommendation is “suitable 
for a particular customer based on that 
customer’s investment profile.”25  This 
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includes the customer’s experience in 
the markets; net worth and directions 
given to the registered representative.  
Thus, the recommendation must be 
suitable for that individual customer.  

“Quantitative suitability” applies 
when a broker has “actual or de facto 
control” over a customer account, 
and requires that such a broker “have 
a reasonable basis for believing 
that a series of transactions, even if 
suitable when viewed in isolation, are 
not excessive and unsuitable for the 
customer when taken together in light 
of the customer’s investment profile.”26  
This concept would capture claims 
of undue concentration or excessive 
account activity. 

Even with the changes in the new 
suitability rules, what is properly 
“suitable” and worthy of a broker’s 
recommendation will not necessarily 
be synonymous with the customer’s 
stated desires.  FINRA notes, in its 
January 2011 Regulatory Notice, 
that “it is well settled that a ‘broker’s 
recommendations must be consistent 
with his customer’s best interests’ and 
are ‘not suitable merely because the 
customer acquiesces in [them].’”27

The Proposed Fiduciary Standard 
for Registered Representatives
In July 2010, the Dodd-Frank 
Wall Street Reform and Consumer 
Protection Act of 2010 was signed into 
law.28  Section 913(b) of Dodd-Frank 
required the SEC to conduct a study 
evaluating the effectiveness of the 
existing legal and regulatory standards 
of care for financial advisers, broker-
dealers, and associated persons.29  
Among the fourteen issues Dodd-
Frank specifically mandated the SEC to 
study were: (1) the effectiveness of the 
existing legal and regulatory standards 
of care for brokers, investment 
advisers, and associated persons; (2) 
whether the existence of different 
standards of care causes confusion for 
retail customers; and (3) whether the 
SEC should conduct rulemaking to 
address the current legal and regulatory 
standards in place.30  As expected, 
the SEC report, released on January 

21, 2011, recommends adoption of a 
uniform fiduciary standard for both 
investment advisers (who are currently 
held to such a standard) and registered 
representatives (who currently are 
not).

The SEC study gauged the perceptions 
of retail customers by soliciting public 
comment from, and focus-group 
testing of, investors and investor 
advocates.31  The SEC reports that 
retail customers are confused by 
the roles of investment advisers and 
broker-dealers, especially about the 
different standards of care applicable 
to financial advisers and broker-
dealers.32  This misunderstanding is 
“compounded by the fact that retail 
customers may not necessarily have 
the sophistication, information, 
or access needed to represent 
themselves effectively in today’s 
market and to pursue their financial 
goals.”33  The report concludes that 
“it is important that retail investors be 
protected uniformly when receiving 
personalized investment advice or 
recommendations about securities 
regardless of whether they choose to 
work with an investment adviser or 
a broker-dealer,” and recommends 
that the SEC implement “a uniform 
fiduciary standard of conduct that is 
no less stringent than currently applied 
to investment advisers.”34

The debate over extending fiduciary 
standards to retail registered 
representatives has been brewing 
for some time.  Investor advocates, 
predictably, have urged a fiduciary 
standard for years.  Claimants’ lawyer 
Seth Lipner, a founder of the Public 
Investors Arbitration Bar Association 
(PIABA), argues that the new 
FINRA suitability rule “doesn’t go 
far enough.”35  Imposing a fiduciary 
standard would have the effect of 
holding brokers accountable for acting 
in the best interests of their clients, 
particularly when it conflicts with 
the brokers’ own interests.36  Other 
investor advocates have similarly 
complained that the suitability 
rule fails to police conflicts in 
which brokers’ financial interest 

influences or drives their investment 
recommendations.  

As one critic complains: “The 
broker is free to recommend inferior 
options that compensate the broker 
more generously, rather than what’s 
best for the investor.”37  Claimants’ 
advocates urge that, “among other 
things, a fiduciary [standard] would, 
e.g. prevent securities firms from 
selling investment products that a firm 
created or for which it is receiving 
extra compensation.”38  Further, Lipner 
argues that new FINRA Rule 2111 does 
not expressly apply to non-investment 
products, such as buying real estate or 
certain non-security insurance policies, 
nor does it “provide greater guidance 
on the meaning of the important 
predicate ‘recommendation,’” which 
is not defined by either the rule or 
supplemental material.39

Surprisingly, the securities industry 
has not uniformly opposed the new 
proposed uniform fiduciary standard.  
According to Financial Adviser 
Magazine, the Securities Industry 
and Financial Markets Association 
(SIFMA) endorses the adoption of a 
fiduciary standard for brokers.40  There 
is concern among the broker-dealer 
community, however, that a fiduciary 
standard of care should be crafted 
carefully to account for the unique role 
of registered representatives.  Although 
it supports the adoption of a fiduciary 
standard, SIFMA is “worried . . . that 
the SEC could write the standard in 
a way that upends brokers’ business 
model.”41  

RBC Wealth Management CEO 
John Taft, a SIFMA spokesperson, 
expressed his concern “that the federal 
fiduciary standard of care [should] 
preserve investor choice and investor 
access to a broad range of products 
and services.”42 Investment News 
reports that some brokers warn that “a 
fiduciary standard would force them to 
dump less profitable clients or adopt a 
fee-only business model.”43 After-all, 
a fee-based compensation structure 
makes well-heeled customers more 

cont'd on page 5
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attractive than middle-class earners.  In 
addition, broker dealers are concerned 
that imposition of a fiduciary standard 
could hamper the promotion and sale 
of the firm’s own products.  As SIFMA 
board member Chet Helck asks, “If 
you can’t sell your products to your 
customers, who do you sell them to?”44   

Some SEC officials have similarly 
expressed misgivings about the 
proposed fiduciary standard.  SEC 
Commissioners Kathleen L. Casey and 
Troy A. Paredes issued a statement, 
accompanying the agency’s January 21 
report, dissenting that the SEC study 
“does not adequately recognize the 
risk that its recommendation [that the 
standards for brokers and investment 
advisers be “harmonized”] could 
adversely impact investors.”45  These 
two commissioners warn that, because 
of regulatory burdens on financial 
professionals, investors may have 
“fewer broker-dealers and investment 
advisers to choose from, may have 
access to fewer products and services, 
and may [lead to investors paying] 
more for the services and advice they 
do receive.”46  

Indeed, the January 2011 SEC 
report explicitly anticipates potential 
increased costs to broker-dealers 
in complying with a new standard.  
The more obvious examples are 
initial costs of compliance, such 
as amending disclosures, training, 
policies, and monitoring procedures, 
as well as preparing new account 
documentation.47  Based on these 
costs, the report explains,

     In general, to the extent costs were 
to increase for broker-dealers, and 
assuming their brokerage accounts 
in question remained commission-
based and the trading frequencies in 
those accounts did not change, one 
would expect the profitability to the 
broker-dealer of such commission-
based accounts to decrease.48

Other potential outcomes considered 
by the report include the possibility 
that broker-dealers would choose 
to reregister as investment advisers, 

thereby converting brokerage accounts 
into advisory accounts subject to 
advisory fees, or that broker-dealers 
may unbundle their services and 
instead provide them through affiliates 
or third parties, further resulting 
in increased costs.49  Significantly, 
the SEC report suggests that any 
increased costs associated with the 
new standard, for example, increased 
costs of insurance for the firm, would 
ultimately be passed on to the firm’s 
customers: 

     [T]o the extent that broker-dealers 
respond to a new standard by choos-
ing from among a range of business 
models. . . certain costs might be 
incurred, and ultimately passed on 
to retail investors in the form of 
higher fees or lost access to services 
and products.  Any increase in costs 
to retail investors detracts from the 
profitability of their investments.50

Implementation of the 
Fiduciary Standard
And then there’s the question of 
what a fiduciary standard would 
look like and how it would impact 
the new suitability rules.  The 
recent consolidation of the FINRA 
suitability rules makes it unlikely 
that the SEC would substantially 
modify the suitability requirements 
if it does impose a fiduciary standard 
on FINRA member firms and 
associated persons.  How, then, will 
the imposition of a fiduciary standard 
upon registered representatives affect 
suitability analysis?  Will a registered 
representative’s recommendations 
have to be really, really suitable?  Or 
rather, will a fiduciary standard result 
in a two-step analysis for evaluating the 
propriety of broker recommendations, 
with the first step being an analysis 
of suitability and a second step to 
determine whether the broker’s 
fiduciary duty was breached?  

An individual recommendation, for 
example, could be suitable for the 
customer, but still not be as beneficial 
as other possible alternatives.  
Imposition of a fiduciary standard 
could potentially elevate the debate 

at an arbitration beyond “was the 
recommendation reasonable?” to “was 
it the best recommendation for the 
customer?”  Moreover, the fiduciary 
standard encompasses a weighing 
of conflicts of interest.  These issues 
will need to be addressed as the law 
develops.

How, too, should the SEC go about 
implementing a universal fiduciary 
standard considering that registered 
representatives are bound by suitability 
requirements and regulated by FINRA, 
but investment advisers are not?  This is 
especially significant given the SEC’s 
suggestion that a universal standard 
is necessary to correct the confusion 
that exists among the public as to the 
difference in standards for brokers and 
investment advisers.51   This confusion 
may depend on the changing role 
of registered representatives and 
investment advisers -- and which 
investment professionals are actually 
making recommendations to buy, sell 
or hold securities. 

The “uniform standard” may not 
be a two-way street. In fact, it may 
not make sense.  To the extent that 
investment advisers and registered 
representatives have different jobs 
and serve different functions, it may 
not alleviate confusion to apply the 
same legal standard to their conduct.  
For example, an adviser who didn’t 
think that she was recommending 
the purchase, sale or holding of 
an individual security might be 
understandably perplexed to find 
herself forced to defend a suitability 
claim under the new suitability rules.  

One suggested partial solution to the 
problem of investor confusion would 
be to move oversight of financial 
advisers to FINRA, as the SEC is 
currently considering.52  This idea, 
however, is causing concern among 
financial advisers, accountants, and 
state securities regulators, who have 
written the SEC to oppose the move.53  
The Wall Street Journal quotes 
SEC Commissioner Luis Aguilar 
as warning that such a move would 

cont'd on page 6
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“amount to outsourcing the SEC’s 
regulatory mission and would be 
more costly than increasing the SEC’s 
resources to oversee advisers.”54  

The American Institute of Certified 
Public Accountants further warns, 
somewhat unfairly, that FINRA 
has a “perfunctory approach to 
enforcement” and that the agency 
might be biased against investment 
advisers during compliance exams.55  
FINRA, however, maintains that 
oversight would be improved under 
its SRO jurisdiction.56  Requiring 
investment advisers to register with 
FINRA might well subject them to 
FINRA Conduct Rules-- including 
the obligation to arbitrate customer 
disputes. 

Conclusion
Regardless of the path that the SEC 
takes in harmonizing the obligations of 
FINRA registered representatives and 
financial advisers, some developments 
appear to be trending in the regulatory 
environment.  The new FINRA suit-
ability rules create and expand existing 
obligations to customers; as a result, 
the arguments available to claimants’ 
counsel in consumer arbitrations have 
been expanded.  In addition, broker-
dealers and registered representatives 
can expect an increase in claims as the 
publicity of these new rules convince 
more investors (and their attorneys) 
that they may have stronger cases than 
they might have had before the effective 
date of the 2011 suitability rules.  There 
is also likely to be an increase in the 
number of awards for claimants.  Finally, 
arbitration hearings will become more 
complex in order to adjudicate and de-
termine multileveled suitability claims.
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SAC DISCOUNT OFFER
We are privileged periodically, 
because we represent so many 
practitioners and other arbitration 
participants, to obtain for our sub-
scribers price discounts regarding 
worthwhile resource materials and 
relevant conferences. We are partic-
ularly pleased to offer a substantial 
discount for this excellent work:

Securities Arbitration Procedure 
Manual, Fifth Edition by David 
Robbins.
This 3,000+ page treatise has, since 
1990, been recognized as a neces-
sary and pragmatic reference tool in 
the field of securities arbitration and 
mediation for practitioners, arbitra-
tors and mediators. SAC has made 
arrangements with LexisNexis to 
extend a 25% discount to our sub-
scribers. Your status as a subscriber 
to any of SAC’s newsletters entitles 
you to call 973-761-5880 or email 
us at help@sacarbitration.com and 
be provided with a toll free tele-
phone number and code or instruc-
tions to order this Manual online.




