NASD FINES AMERIPRISE $1.2 MILLION IN 

CONNECTION WITH SALES OF 529 PLANS

Firms Should Review Sales Practices and Compliance

By Todd Cipperman, Esq.


The NASD gave the industry a 529 Plan wake-up call in October when it levied more than $1.2 Million in fines and penalties against Ameriprise in connection with its sales of 529 Plans.  The NASD stated that Ameriprise Financial Services (while operating under the name American Express Financial Advisors) failed to properly supervise sales of out-of-state 529 Plans when customers could have obtained certain tax benefits by purchasing their home-state Plans.  Ameriprise must pay a fine of $500,000 and approximately $750,000 to reimburse more than 500 disadvantaged customers.


The investigation that led to the enforcement action examined Ameriprise’s sales activity during 2001-2004, during which time, according to the NASD, Ameriprise sold over $1.1 Billion in 529 Plans to 138,000 customer accounts.  From May 2001 to October 2003, the NASD found that Ameriprise offered only the Wisconsin 529 Plan even though half of the state Plans available offered some form of tax deduction or credit for investing in a home-state plan.  According to the NASD, Ameriprise made 32% of total sales to customers who could have benefited by investing in their home-state plans.  Ameriprise sold an additional $55 Million in the Wisconsin 529 Plan through the end of 2004.


The NASD indicated that Ameriprise had not reasonably designed its procedures to ensure the suitability of the 529 Plans sold to its customers.  During most of the period in question, the NASD indicated that Ameriprise has no specific procedures in place with respect to the sale of 529 Plans, relying, instead, on general compliance requirements applicable to the sale of all products.  Moreover, the NASD judged as inadequate the procedures that Ameriprise did finally adopt in October 2003.  The NASD stated that Ameriprise should have had procedures in place that required registered representatives to consider state tax benefits when recommending a 529 Plan.  Ameriprise should have required its representatives to also consider investment performance, investment choices, fees, and expenses.


The NASD indicated that the enforcement action is the first to arise from the NASD’s recent industry sweep of sales practices in this area.  The industry should expect more enforcement activity.  In testimony delivered to the Senate in September 2004, Mary Schapiro, NASD Vice Chairman and President of the Regulatory Policy and Oversight Division, indicated that its 2003-04 industry sweep revealed that the vast majority of 529 Plan sales were made to out-of-state residents.  At most firms, out-of-state sales accounted for well over 90% of total sales.  In her testimony, Schapiro raised concerns about sales practices, marketing materials, total fees, including fees and expenses of the underlying mutual funds, suitability, recordkeeping, and supervision.  She indicated that the number and variation of 529 Plans complicate the sales process for both investors and registered representatives.  


For the uninitiated, 529 Plans are college savings plans established under Section 529 of the Internal Revenue Code.  Earnings in a 529 Plan accumulate tax-free and can be withdrawn tax-free for the purpose of paying for certain qualifying higher education expenses – tuition, room, board, books, etc.  Most states have established their own 529 Plans, which are often operated by a professional investment management firm.  Underlying investments generally include mutual funds.  Contributions to a 529 plan are federally taxable.  Many states will not tax contributions to the extent that in-state residents invest in an in-state Plan.  Most states will tax contributions made to an out-of-state plan.  


Substantive regulation of 529 Plans falls under the Municipal Securities Rulemaking Board because the SEC considers interests in the Plans to be municipal securities.  Consequently, firms that sell 529 Plans must register as municipal securities brokers.  Registered representatives selling 529 Plans must have a Series 7 or 52 (or Series 6 if the only municipal securities sold are 529 Plans) and must be supervised by a Series 53 or 51, depending on the circumstances.  Firms selling 529 Plans must also amend the Form BD to include status as a municipal securities dealer or broker, include applicable income on Schedule I of the FOCUS filings, register with SIPC, obtain a fidelity blanket bond, and comply with the Rule 17f-2 fingerprinting requirements.  Any commission received must be fair and reasonable under MSRB Rule G-30, and, pursuant to MSRB Rule G-32, the firm must deliver a copy of the issuer’s official statement.  Additionally, firms must observe MSRB rules with respect to political contributions.  


Both the MSRB and NASD Rules govern sales practices of 529 Plans because the MSRB regulates sales of interests in the Plans, and the NASD regulates sales of interests in the underlying mutual funds.  MSRB Rule G-21 prohibits any false or misleading advertisements.  Any advertisement must include a statement that advises an investor to consider the investment objectives, risks, and charges and expenses associated with investing; explains that more information is available in the issuer's official statement; states that the official statement should be read carefully before investing; and advises an investor to consider, before investing, whether the investor's or designated beneficiary's home state offers any state tax or other benefits that are only available for investments in such state's qualified tuition program.  MSRB Rule G-21 also requires performance data to comply with SEC Rule 482 (investment company advertising) and other SEC and NASD disclosure rules as well as requires registered principal pre-use approval of any sales materials and recordkeeping.  


The NASD stated explicitly in Notice to Members 03-17 that member firms selling 529 Plans must observe its rules in the event sales materials refer to performance of underlying mutual funds, investment objectives and policies of such mutual funds, experience of the mutual fund portfolio manager, the benefits of investing in such mutual funds, or the fees and expenses of such mutual funds.  Firms must file such materials with the NASD 10 days before use.  Firms selling 529 Plans must also comply with Rule 482 and NASD Conduct Rule 2210 (public communications).


With respect to enforcement, Mary Schapiro, in her testimony before the Senate stated that although the NASD does not regulate 529 Plans, the NASD will enforce its own rules and those of the MSRB when member firms sell 529 Plans.  Schapiro cited MSRB Rule G-19 requiring that a broker-dealer have reasonable grounds that a recommendation of a particular 529 Plan is suitable.  She noted that the MSRB has interpreted Rule G-19 to suggest that sales of out-of-state plans can be suitable in light of other factors such as portfolio management, investment choices, and fees.  Nevertheless, she clearly suggested a suitability concern when a broker sells an out-of-state plan to an investor who could claim a deduction or credit for investing in an in-state plan.  In its September 2004 Investor Alert, the NASD also raised questions about commissions received by broker-sold vs. direct sold Plans and loads imposed and fees charged by the underlying mutual funds.  


Broker-dealer firms help their clients by recommending 529 Plans as an effective and tax-efficient college savings vehicle.  Moreover, 529 Plans are a growing product category where investors need their financial advisor’s help and guidance, given the wide array of Plans, products, and features.  As the Ameriprise case shows, firms seeking to offer 529 Plans must ensure adequate compliance with both NASD and MSRB Rules, including suitability, advertising, fees and licensing.  

Todd Cipperman is the Founder and Principal of Cipperman & Company, a boutique legal consulting firm devoted exclusively to the investment management industry.   Cipperman & Company supports the legal needs of broker-dealers, investment advisers, investment managers, mutual funds, hedge funds, and service providers who need best-practice legal, compliance and regulatory solutions.  For more information, he can be reached (610) 648-9449 or tcipperman@cipperman.com.
