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RECENT ALERTS: DISTRIBUTION AND BROKER-DEALERS

BD Fined for Target Performance in PPMs (12/24/09)

FINRA fined a broker-dealer for misleading statements made in fund PPMs distributed by the BD.  FINRA claims that the PPMs included target returns without a reasonable basis for making the statements and which “were not supported by prior performance.”   The funds were sponsored by affiliates of the BD.  

OUR TAKE: FINRA has periodically dabbled into a BD’s responsibility for PPM disclosure.  (See NtM 03-07.)  This case was easier for FINRA because the BD sold affiliated funds.   Separately interesting is the suggestion that target performance could be permissible if supported by prior performance.  

http://www.finra.org/Newsroom/NewsReleases/2009/P120612
Inter-Dealer Broker to Pay $25 Million for Displaying False Orders and Proprietary Trading (12/23/09)
A large inter-dealer broker agreed to pay $25 Million in fines and disgorgement and retain an independent consultant in connection with displaying fictitious flash trades in order to attract customers and otherwise misleading customers about proprietary trading.   The SEC alleges that the firm displayed fictitious “bird” trades on its trading screens in order to attract trader attention.  The SEC also alleges that the firm traded for its proprietary accounts, which was contrary to representations made to clients.  The SEC also charged several of the firm’s principals.    

OUR TAKE: Over the last year, the SEC has increased its focus on the institutional trading and inter-dealer markets, examining such areas as flash orders, derivatives, floor specialists, and inter-dealer trading.  By moving upstream in its regulatory focus, the SEC will improve buy-side execution and ultimately protect investors.
http://www.sec.gov/litigation/admin/2009/33-9097.pdf
FINRA Proposal Would Clarify Payments to Unregistered Persons (12/3/09)

FINRA has proposed a new rule clarifying the circumstances under which a broker-dealer may make payments to a non-BD.  The new Rule would make clear that a BD could make payments to an unregistered person/entity so long as the recipient is not required to register as a broker-dealer under Section 15(a) of the Exchange Act.  FINRA would defer to SEC interpretations under Section 15(a), which generally require the receipt of transaction-based compensation to trigger BD registration.  FINRA proposes eliminating Rule 2420, which has been the source of much confusion over the years.

OUR TAKE: This is a welcome reform.  We can dispense with the argument that mere receipt of compensation from a broker-dealer makes the recipient a broker-dealer.  It also clarifies that solicitors who receive compensation that is not transaction-based (i.e. asset-based) do not have to register as broker-dealers.
http://www.finra.org/web/groups/industry/@ip/@reg/@notice/documents/notices/p120480.pdf
Class Action Claims that RIA Had Due Diligence Obligation for Recommended Funds (12/2/09)
A class action filed in federal court in Idaho alleges that an investment adviser committed securities fraud by recommending the purchase of investment funds through misleading private placement memorandums.  The complaint alleges that the RIA is a “seller” of securities under Section 12 of the Securities Act and therefore had a duty to “make a reasonable and diligent investigation of the statements contained in the PPMs.”  The complaint alleges that the PPMs stated that the funds would purchase oil and gas interests but instead commingled investor funds.  The complaint also charges the affiliated broker-dealer and individual registered representatives.
OUR TAKE: We think the plaintiffs are wrong on the law in that investment advisers should not be deemed “sellers” of securities under Section 12 because they do not receive special compensation (e.g. commissions).  However, we expect that due to recent scandals, the courts and the regulators will require that an investment adviser perform some due diligence on securities that it recommends.   
http://securities.stanford.edu/1044/PAML00_01/20091125_f01c_0900613.pdf
Wholesaling to Brokers Requires BD Registration, SEC Charges (11/20/09)

The SEC has filed a complaint against an investor relations firm claiming that its wholesaling activities constituted unregistered broker-dealer activities.  The defendants (the firm and its principals) provided various business services including business and sales development consulting, web site design, and drafting press releases.  Most significantly, the defendants operated a call center that solicited brokers to sell their client’s securities.  The SEC charges that the defendants acted as “dealers” under the 1934 Act because they participated in the underwriting.  Significant to the SEC’s case is that the defendants were compensated with below-market price stock that they sold in the public marketplace.

OUR TAKE: An oft-asked question is whether pure wholesaling – soliciting brokers, investment advisers, and other intermediaries – requires broker-dealer registration.  The SEC’s position in this complaint is that such activities constitute underwriting activities.

http://www.sec.gov/litigation/complaints/2009/comp21305.pdf
Donohue Wants Summary Prospectus for Variable Products and Rules on Target Date Fund Marketing (11/12/09)
In a recent speech, Andrew Donohue, the SEC’s Director of the Division of Investment Management, recommended changes to disclosure and marketing materials for variable insurance products and target date funds.  Mr. Donohue said that the SEC is considering a proposal for a summary prospectus for variable insurance products similar to the regime recently adopted for mutual funds.  Mr. Donohue also said that the SEC is considering additional rules governing the names and marketing materials for target date funds.  He said that the Division of Investment Management is “concerned that target date marketing messages be balanced and that they not suggest a uniformity or simplicity of target date funds where these are not present.”

OUR TAKE: The idea of a variable insurance product point-of-sale disclosure document has been suggested many times.  The mutual fund summary prospectus would be a good framework.  With respect to the marketing of target date funds, the SEC has rarely offered specific guidance on fund marketing materials, so any guidance would be helpful.  We expect FINRA to weight in on these marketing issues as well.
http://www.sec.gov/news/speech/2009/spch110609ajd.htm
BD Hit Hard in Muni Pay-to-Play Action (11/6/09)

A large broker-dealer firm agreed to pay $75 Million and forfeit more than $647 million in swap fees in connection with failing to disclose payments made to win municipal underwriting business.  The SEC alleges that the respondent agreed to make significant payments to local firms that had political connections to county commissioners that awarded underwriting and swap business.  The SEC alleges that the recipients provided no services and that the respondent failed to disclose the payments to investors.  The SEC claims that it received much of its information via taped telephone conversations.  The respondent agreed to make a $50 Million payment to benefit county employees, pay a $25 Million penalty, and forfeit over $647 million in amounts owed under the swap agreements.  The SEC is also pursuing an action against two managing directors of the firm.

OUR TAKE: We question whether disclosure would have made any difference.  We suspect this is really a pay-to-play case.  Nevertheless, firms should take note of the SEC’s continuing prosecution of solicitor payments in the public funds arena.  Also, the revamped Enforcement Division is showing its willingness to use criminal prosecutorial tactics like taping telephone conversations.  
http://www.sec.gov/litigation/admin/2009/33-9078.pdf
Firm Element Advisory Includes Leveraged ETFs, FTC Red Flags Rule, U4s, Munis (10/26/09)
The Securities Industry/Regulatory Council on Continuing Education has published its Fall Firm Element Advisory.  New topics highlighted include: (i) sales practices and suitability for leveraged and inverse ETFs; (ii) the FTC’s Red Flags Rule requiring the creation of an Identity Theft Prevention Program; (iii) revised U4 that include additional regulatory action information by November 14; (iv) variable contract sales practices: (v) margin requirements for credit default swaps; and (vi) new rules for municipal securities.

OUR TAKE: These advisories are great roadmaps for creating a satisfactory firm element CE program.

http://www.cecouncil.com/Documents/FEA_Semi_Annual_Update.pdf
New York Proposes Legislation Imposing Criminal Penalties on Use of Intermediaries for Pension Funds (10/23/09)

The New York State Legislature has introduced bipartisan legislation that would codify Attorney General Cuomo’s anti-pay-to-play Code of Conduct for state pension funds.  The legislation bans the use of placement agents, although it allows the use of third parties to directly assist investment firms by preparing marketing materials or conducting due diligence.  The proposed legislation prohibits firms from doing business with a public pension fund for 2 years after making a campaign contribution.  Additional elements include increased disclosure, a higher standard of conduct (no “appearance of impropriety”), and an annual compliance certification.  

OUR TAKE: The move from a Code of Conduct to legislation allows for enhanced penalties including criminal prosecution.  New York has led the way on this issue.  Expect other states and the SEC to follow suit.  
http://www.oag.state.ny.us/media_center/2009/oct/oct8a_09.html
FINRA Proposes Changes to Review, Filing and Content Standards for Marketing Materials (9/23/09)

FINRA has proposed a complete re-work of the rules governing communications with the public and the content, filing, and review requirements.  The new rule consolidates the categories into institutional communications, retail communications, and correspondence, thereby eliminating the old regime based on “advertisements” and “sales literature.”  Some significant changes include: (1) filing would be required for all retail communications, not just advertisements; (2) expanding pre-filing to more categories of materials; (3) requiring filing of marketing materials for closed-end funds; and (4) regulating public appearances especially where recommendations are included.

OUR TAKE: The new rule rationalizes several other rules and interpretations.  FINRA is also approaching “point-of-sale” type content standards.  

http://www.finra.org/web/groups/industry/@ip/@reg/@notice/documents/notices/p120005.pdf
Trustee Bank Will Pay $1 Million Fine for Aiding/Abetting Securities Fraud (9/22/09)

A U.S. bank that served as directed trustee for an allegedly fraudulent investment plan operated by an unregistered broker-dealer outside the U.S. agreed to pay a $1 Million fine for aiding and abetting securities laws violations.  The SEC has alleged that the unregistered BD committed securities fraud by failing to disclose exorbitant commissions to mostly Latin American clients for investment accounts housed at the bank and invested in U.S. mutual funds.  The SEC alleges that the bank aided and abetted by allowing its name and reputation to be used in marketing and failing to disclose the commissions received by the primary defendant.

OUR TAKE: The SEC is putting an added regulatory burden on service providers to monitor the securities law compliance of investment product distributors.    
http://www.sec.gov/litigation/litreleases/2009/lr21215.htm
Four Private Equity Firms Return $4.5 Million to NYS Common Fund (9/18/09)
Four private equity firms have agreed to repay $4.5 Million in fees in connection with retaining placement agents to obtain business from the New York State Retirement Fund.  The four firms also agreed to abide by New York’s Code of Conduct, which bans investment firms from hiring, utilizing, or compensating placement agents, lobbyists, or other third-party intermediaries in order to obtain public pension fund investments.  Notably, two of the firms did not even know that the placement agents that they paid were funneling money to Hank Morris, who has been indicted on securities and fraud charges.  Agreements with the placement agents required approval before payment to a sub-finder or other third party.  The New York State Code of Conduct has served as the basis for a recently proposed SEC rule.
OUR TAKE: We do not sanction corruption, conflicts of interest, or lack of transparency.  However, banning placement agents may be overbroad.  In many cases, third party placement agents serve as the marketing arm of smaller fund managers who would otherwise never become available to public pension funds.  
http://www.oag.state.ny.us/media_center/2009/sep/sep17a_09.html
Schapiro Warns Firms that Engage in “Vigorous Recruiting Programs” (9/1/09)
SEC Chairman Mary Schapiro issued an open letter to broker-dealer CEOs encouraging them to be “particularly vigilant” in monitoring sales practices after “engaging in vigorous recruiting programs” that might induce recruited brokers to engage in unlawful conduct.  Ms. Schapiro indicated that “recent press articles” indicate that firms are offering “substantial inducements” to potential recruits that might encourage them to engage in churning and unsuitable recommendations in order to hit commission targets.  Ms. Shapiro also warned firms to ensure the sufficiency of the firm’s compliance and supervisory structure as a firm’s sales force expands.

OUR TAKE: Aren’t all brokers paid on commission?  Don’t they all have incentives to meet sales targets?  We suppose that firms mentioned in “recent press articles” as engaging in a “vigorous recruiting program” are now on notice that the SEC may be coming soon for a visit.  Will firms that lose brokers now have an incentive to report their raiding competitors to the SEC?
http://www.sec.gov/news/press/2009/2009-189-letter.pdf
CCO Censured for Misleading Form BD About Foreign Control Relationship (8/24/09)
The Chief Compliance Officer of a broker-dealer agreed to a 3-month ban, a fine, and cooperation with the SEC in connection with a foreign control party’s solicitation of US investors.  The SEC alleges that a foreign broker-dealer that controlled the US broker-dealer solicited US investors to purchase Russian securities.  The SEC claims that personnel of the US broker-dealer, including the CCO, referred US investors that showed interest in purchasing Russian securities to the foreign entity, which, according to the SEC, controlled the US BD through management and budget.  The CCO was also responsible for marketing and solicitation activities.  The SEC argues that the foreign BD did not qualify for exemption under Rule 15a-6.  The SEC claims that the CCO aided and abetted the securities laws violations by failing to describe the foreign firm’s control relationship on the Form BD.

OUR TAKE: The SEC will act against a CCO that actively participates in a securities law violation and fails to take his/her compliance responsibilities seriously.  Ignorance of the Form BD requirements is no excuse for someone who assumes the Chief Compliance Officer title.
http://www.sec.gov/litigation/admin/2009/34-60485.pdf
Broker Barred for Facilitating Private Fund Fraud (8/20/09)
A broker that paid a portion of his commissions back to clients that committed alleged wrongdoing in connection with the operation of an unregistered fund was barred from the industry and ordered to pay restitution.  The SEC alleges that the broker kicked back 90% of his commissions on fund trades as inducement to obtain the brokerage business.   According to the SEC, the broker also helped solicit investors for the fund as a way to increase fund assets and brokerage.  The SEC claims that the fund managers placed unauthorized trades, misappropriated client funds, and hid trading losses.

OUR TAKE: The SEC has been prosecuting service providers that facilitated, and benefited from, wrongdoing.  
http://www.sec.gov/litigation/admin/2009/33-9060.pdf
FINRA Declares that Short-Term Trading of Closed-End Funds is Unsuitable (7/30/09)
FINRA fined two large broker-dealers for failing to properly supervise brokers who recommended short-term trading of closed-end funds, which allowed the brokers to collect large up-front sales charges.  In addition to the action by FINRA, the firms, following self-induced investigations, paid $2 Million and $3 Million, respectively, to aggrieved investors.  FINRA opined that short-term trading of closed-end funds is generally unsuitable because of the large sales charges (up to 4.5%) imposed at the IPO.

OUR TAKE: We understand the churning objection i.e. flipping your clients through multiple closed-end funds for no other purpose than to generate sales charge revenue.  We don’t understand the position that short-term trading of closed-end funds is “generally unsuitable.”  One of the reasons many closed-end funds are traded on exchanges is to ensure liquidity.  FINRA did not allege that any investor lost money on the trading itself.
http://www.finra.org/Newsroom/NewsReleases/2009/P119457
SEC Proposes Banning Solicitation Payments and Political Contributions for Public Plans (7/22/09)
The SEC is proposing a new rule that would prohibit advisers seeking to manage public plans from making political contributions or paying solicitors.  Under the proposal, an adviser that makes a political contribution to “an elected official in a position to influence the selection of the adviser” could not provide advisory services for a period of 2 years from the date of the contribution.  The proposal would also ban payments to solicitors or placement agents to solicit advisory business from public plans.  The proposed rule would apply to public plans including government employee retirement plans and 529 plans.

OUR TAKE: Many states already have bans on, or disclosure rules concerning, political contributions by vendors seeking to manage public plan assets.  The outright ban on solicitation payments seems overbroad.  When it comes to solicitors, why are public plans different than employee benefit plans or other fiduciary clients?  The SEC already has a rule (206(4)-3) requiring full disclosure to the investor of any payments received by a solicitor.  Banning solicitors may have the unintended consequence of limiting public plans to a few large investment managers that have significant marketing resources.
http://www.sec.gov/news/press/2009/2009-168.htm
Large BD/RIA Sanctioned for Misconduct in Managed Account Program (7/21/09) 
The SEC censured and fined a large BD/RIA with violations of the Advisers Act’s anti-fraud and supervisory provisions with respect to a financial adviser that recommended unapproved investment managers for its managed account program.  The SEC has alleged that various disclosures for the Respondent’s managed account program described the due diligence performed before recommending a money manager.  However, a large producer recommended managers that did not go through the due diligence process.  The SEC alleges that the firm and the producer had an undisclosed conflict of interest because the recommended investment managers compensated the firm through brokerage commissions and new advisory clients.  In addition to violating the anti-fraud provisions of the Advisers Act, the SEC has charged violations of Section 203(e)(6) for failing to properly supervise.  

OUR TAKE: In recent years, the SEC has closely scrutinized wrap and managed account programs to ensure that sponsors disclose all conflicts of interest with respect to recommended money managers.  The “rogue employee” defense will not likely protect a firm if it benefits from the misconduct.
http://www.sec.gov/litigation/admin/2009/34-60342.pdf
Firm that Recommended Investment in Ponzi Scheme Not Liable for Securities Fraud (7/16/09)
The US Court of Appeals for the Second Circuit has dismissed the securities fraud claim brought against a firm that recommended investing in a hedge fund that was a Ponzi scheme.  The Court opined that the Defendant lacked the necessary intent to deceive required by Section 10(b) and Rule 10b-5 because it did not have actual knowledge that the recommended investment was a Ponzi scheme and that its representations about the fund were untrue.  Rejecting the Plaintiff’s argument that the Defendant’s purported due diligence should have uncovered the fraud, the Court stated that the Plaintiff’s complaint did not allege that there were “obvious signs of fraud, or that the danger of fraud was so obvious that [the Defendant] must have been aware of it.”  

OUR TAKE:  This case will serve as a significant precedent for feeder funds and advisers that have recommended bad investments resulting from the fraud by the underlying sponsor.  While the Second Circuit does not give permission to intentionally (recklessly?) ignore warning signs, a plaintiff must still prove that the adviser had actual knowledge of the fraud.  One open question is whether the SEC will apply the same standard in regulatory enforcement actions against registered advisers.
http://blog.cipperman.com/files/5/4/0/0/2/128517-120045/South_Cherry_Street.pdf
BD to Pay Over $17 Million for Failing to Disclose Revenue Sharing from REIT Sponsors (7/13/09)

A broker-dealer agreed to pay over $17 Million in disgorgement and penalties for failing to disclose revenue sharing received from REIT sponsors.  The SEC alleges that the BD demanded compensation above the compensation for dealer fees disclosed in the REIT prospectuses.  The SEC claims that the BD issued invoices for services such as conference fees, shareholder servicing, and due diligence which were simply a sham to make the revenue sharing look like legitimate payments for services.  The SEC has alleged violations of the Exchange Act’s anti-fraud rules and Rule 10b​-10, which requires full disclosure of compensation in a confirmation.

OUR TAKE:  This action expands on the mutual fund revenue sharing cases brought a few years ago.  BDs (and product sponsors) should ensure disclosure of any compensation arrangement funded by client assets.

http://www.sec.gov/litigation/admin/2009/33-9051.pdf
BD Fined $1.4 Million for Failing to Deliver Prospectuses (6/26/09)

A large broker-dealer agreed to pay a $1.4 Million fine for failing to deliver prospectuses to clients.  FINRA alleged that during an 18-month period, the firm failed to deliver prospectuses in 6000 of 22,000 transactions.  According to FINRA, the firm failed to ensure that its outside vendor delivered the documents and inform its operations department of the need to send prospectuses.  FINRA noted that the SEC changed the prospectus delivery rule in 2005 but physical delivery of prospectuses is still required for mutual funds and ETFs.

OUR TAKE:  Failure to deliver disclosure documents also exposes the BD to potential liability for failing to ensure that a client has received full disclosure of a product’s features and risks.  Product sponsors should also conduct due diligence to ensure that their distribution channels properly deliver their disclosure documents because a firm can’t use the prospectus as a defense when the investor hasn’t received it.
http://www.finra.org/Newsroom/NewsReleases/2009/P119052
SEC Charges Solicitor for Failing to Disclose Compensation under Solicitation Rule (6/23/09)
In its recently amended complaint related to the Madoff case, the SEC charged a firm that solicited on behalf of Madoff with aiding and abetting violations of the Advisers Act’s solicitation rule even though neither Madoff nor the Defendant is a registered investment adviser.  The SEC alleges that the solicitor acted as Madoff’s marketing arm and received large, undisclosed payments based on assets.  In addition to charging the defendants with various violations of the anti-fraud rules, the SEC charged that the defendants “knowingly provided substantial assistance” to Madoff’s violations of Rule 206(4)-3, which requires an investment adviser to ensure that its solicitors disclose to solicited clients all compensation paid to the solicitor.

OUR TAKE: It has been unclear whether a solicitor could have liability under Rule 206(4)-3 for failing to ensure the disclosure required by the Rule, or whether the liability resides solely with the payor.  The SEC argues that, through aiding and abetting, a solicitor can also have liability for not disclosing its compensation.
http://www.sec.gov/litigation/complaints/2009/comp21095.pdf
BD to Pay $1 Million Fine for Paying Finder that Didn’t Perform Services (6/22/09)

FINRA has fined a large broker-dealer $1 Million for, in part, paying a finder that provided no services in connection with stock loan transactions.  According to FINRA, firms are permitted to pay finders to assist “borrowers in locating securities, especially hard-to-borrow stocks.”  However, firms are not permitted to make “unjustified payments to finders who provided no service.”

OUR TAKE: FINRA did not cite a violation of any particular law or rule.  Presumably, this type of action extends FINRA’s long-standing objection to interpositioning whereby a firm receives payment without performing some type of service other than simply making introductions.  FINRA, along with the SEC, has been taking action against solicitors and their clients where the arrangement does not involve some type of service being provided.

http://www.finra.org/Newsroom/NewsReleases/2009/P119007
FINRA Proposes Point-of-Sale Disclosure of Mutual Fund Revenue Sharing (6/19/09)
As part of its rule consolidation project, FINRA has proposed enhancing disclosure of revenue sharing between fund companies and broker-dealer distributors.  New Rule 2341 would replace NASD Rule 2830 and would require point-of-sale disclosure of all revenue sharing arrangements, other than loads and service fees disclosed in the prospectus.  Under the proposal, the BD would be required to disclose the “nature of any … cash payments received in the past 12 months” and identify the name of each payor.  The disclosure would be listed “in descending order based upon the amount of compensation received from each offeror.”  The disclosure would be required at the time of opening the customer’s account and updated at least semi-annually.
OUR TAKE: This proposed Rule looks very similar to the requirements of Rule 206(4)-3 under the Advisers Act, which requires advisers to disclose all solicitation payments to end clients.  We think FINRA needs to clarify what it means by the “nature of any … cash payments.”  Does this mean the BD has to disclose the amount, the method of calculation, both, or neither?

http://www.finra.org/web/groups/industry/@ip/@reg/@notice/documents/notices/p119013.pdf
SEC Finalizes Approval of Variable Annuity Rule (6/16/08)
The SEC has approved the principal review requirements of NASD Rule 2821 governing purchases and exchanges of deferred variable annuities.  Under the modified and approved Rule, principal review must occur within 7 business days of receipt of a complete application by the OSJ.  The initially proposed rule required review within 7 business days of a customer’s signature.  The modified and approved Rule makes 2821 only applicable to recommended transactions and not customer-initiated transaction.  The modified provisions become effective on February 8, 2010, although the suitability, supervision, and training provisions are already in effect.

OUR TAKE:  These modifications make sense, and FINRA deserves credit for listening to industry comments.  Starting the principal review clock from the date of customer signature created a fire drill in situations where an application was deficient, or a customer failed to timely deliver the application after signature.  It also never made sense to require all these review requirements where customers purchased variable annuities without a broker involved.
http://www.finra.org/web/groups/industry/@ip/@reg/@notice/documents/notices/p118954.pdf
FINRA Says that Leveraged and Inverse ETFs Are Not Suitable for Retail Investors (6/12/09)

FINRA has declared that leveraged and inverse ETFs are not suitable for retail investors who plan to hold such securities for more than one trading session.  In a recent Notice to Members, FINRA warned of the mathematical compounding effects of such investment vehicles that could result in significant tracking error from the applicable index, particularly in volatile markets.  FINRA considers leveraged and inverse ETFs as derivative financial products subject to IM-2310-2(e).  FINRA requires any sales material to note that the vehicle will not track the underlying index and that declared that prospectus disclosure is not sufficient.
OUR TAKE: Many financial planners and investment advisers use leveraged and inverse ETFs as a volatility-reducing tool in a broad portfolio.  Why is FINRA forcing the retail investor to invest long-only especially after what just happened in the markets?  
http://www.finra.org/web/groups/industry/@ip/@reg/@notice/documents/notices/p118952.pdf
Ketchum Calls for Heightened Supervision of “Wealth Events” (6/10/09)

In a recent speech, Rick Ketchum, FINRA’s chairman and CEO, called for heightened supervision of sales practices surrounding “wealth events,” which he defined as events involving “large amounts of money being turned over” and fundamentally changing the way “investors interact with their broker or financial adviser.”  As examples, he used “death of a parent or spouse, severance or simply entering retirement these days.”   He also challenged the dichotomy between the suitability and fiduciary standards of care: “[T]here's a need to explore seriously whether a properly designed fiduciary standard can effectively be applied to broker-dealer selling activities.”

OUR TAKE: FINRA, under the new leadership of Mr. Ketchum, continues with its regulatory land-grab.  Mr. Ketchum wants to regulate investment advisers, apply a fiduciary standard to broker-dealers, and heighten ongoing supervisory requirements over loosely defined “wealth events.”  Borrowing a page from the SEC, Mr. Ketchum claims that FINRA’s mission is to serve as “an advocate for investors.”
http://www.finra.org/Newsroom/Speeches/Ketchum/P118889
DoL Won’t Allow Participant Advice until at least November 2009 (5/26/09)
The Department of Labor again delayed the effective date of the rule allowing the provision of investment advice to participant directed benefit plans.  The rule will not become effective until November 18, 2009.  The DoL indicated that comment letters raised concerns about mitigating the potential for investment adviser self-dealing.

OUR TAKE: Don’t make any business decisions assuming that this class exemption will become effective as written.  We expect significant changes and further delays.
http://www.dol.gov/federalregister/PdfDisplay.aspx?DocId=22702
FINRA Wants Permanent Disclosure of Past Regulatory Actions (5/19/09)
FINRA has requested the SEC to permit the expansion of its BrokerCheck service to make records of final regulatory actions against brokers permanently available.  Currently, such records become unavailable two years after the broker leaves the securities industry.  FINRA has argued that several recent financial frauds were perpetrated by former rogue brokers who left the industry.  

OUR TAKE: We think that public disclosure of past regulatory actions helps both investors and other brokers without a regulatory history.  FINRA has correctly identified a problem with past violators showing up with new schemes outside the direct supervision of the regulators.
http://www.finra.org/Newsroom/NewsReleases/2009/P118543
FINRA Proposes Expanding Suitability to Non-Securities Activities (5/18/09)
As part of consolidating the NYSE and NASD rulebooks, FINRA has requested comment on whether it should expand the suitability obligation to all recommendations whether or not such recommendations involve securities.  The request comes buried in the Notice to Members announcing a consolidated suitability rule that essentially combines the old NASD and NYSE rules but adds little to a firm’s current obligations.  

OUR TAKE: Broadening the suitability obligation beyond recommendations related to securities would significantly expand FINRA’s authority.  If approved, activities such as insurance sales, estate planning, and financial planning would come under FINRA jurisdiction.  

http://www.finra.org/Industry/Regulation/Notices/2009/P118711
BD To Pay $1 Million for Excessive Mark-Ups on U.S. Treasury Securities (5/12/09)

FINRA ordered a BD to pay $1 Million in restitution and a fine for charging excessive and undisclosed markups on government bonds.  According to FINRA, the BD charged markups ranging from 3.5% to 6.2% on U.S. Treasury STRIPS.   FINRA argued that the markups were “excessive and fraudulent because the amount charged was greater than the amount warranted by market conditions, the cost of executing the transactions and the value of the services rendered to the customers.”  FINRA listed the several factors a BD must consider when charging commissions including expenses, profit, services, market liquidity, and expertise.
OUR TAKE: What prompted FINRA to bring this action?  Was it the lack of disclosure?  The relatively high mark-up?  The fact that it was government bonds?   Our guess is that this last factor was the most significant because FINRA seemed to stress that this case involved U.S. Treasuries, which, according to FINRA, are “the most liquid securities available in the market.”  This case also serves as a good roadmap for investment managers assessing best execution.
http://www.finra.org/Newsroom/NewsReleases/2009/P118673
SEC Adds Investment Firm Who Paid Solicitation Fees to List of Defendants in Pay-to-Play Case (5/4/09)

The SEC has added an investment management firm and its principal to the defendants charged with securities fraud in connection with the New York Retirement Fund pay-to-play scandal.  The SEC has charged the investment manager for paying solicitation fees which were really kickbacks to political consultants charged with recommending investment managers to the Retirement Fund.  The SEC argues in its complaint that the firm knew that the solicitors did not perform any legitimate service.

OUR TAKE: Rule 206(4)-3 only requires disclosure of solicitation payments, not an assessment of whether the solicitor performs “legitimate” services.  Nevertheless, investment firms should assess whether solicitors do more than merely grant access to a potential client, especially if that client is a public plan.

http://www.sec.gov/litigation/complaints/2009/comp21018.pdf
BD Hit with Failure to Supervise Branch Office that Conducted Ponzi Scheme (4/30/09)
The SEC has charged a broker-dealer and a supervising principal with failing to properly supervise a registered representative that operated a ponzi scheme which in significant client losses.  The SEC has alleged that the fraud would have been uncovered had the firm and/or the principal followed firm procedures and investigated red flags.  The SEC contends that, during branch exams, the principal did not review bank records that would have showed cash flows into and out of the Rep’s personal bank account.  The SEC said that the firm and the principal should have investigated how the branch office continued to operate even though the commissions from the firm declined over time and the branch appeared to operate at a significant loss.  The principal also failed to review files that would have uncovered the fraud.  The SEC has charged violations with Section 15(b)(4)(E) of the Exchange Act, which requires reasonable supervision.  The BD has agreed to pay a $500,000 fine and the supervisor is barred from supervising for a period of one year.

OUR TAKE: Branch office examinations should be more than cursory.  Without a complete review, a firm risks a failure to supervise charge if a branch conducts illegal activities.

http://www.sec.gov/litigation/admin/2009/34-59830.pdf
http://www.sec.gov/litigation/admin/2009/34-59831.pdf
SEC Sues Hedge Fund for Lying to Third Party Selling Agent (4/28/09)
The SEC has filed a suit against two hedge funds, their investment adviser, and the principal alleging securities fraud and misrepresentations in connection with offering the funds through third party selling agents.  According to the SEC complaint, in response to an asset verification due diligence request from the selling agent, the fund manager doctored the prime brokerage account statement to portray greater assets.  The SEC also alleges that the fund manager provided marketing materials to the selling agent that inflated performance.

OUR TAKE: It is noteworthy that the third party selling agent is not named (yet) as a defendant.  This case may help third party selling agents and solicitors by giving some guidance about their obligations to conduct due diligence.  In this case, according to the SEC, the selling agent did seek asset verification.
http://www.sec.gov/litigation/complaints/2009/comp21012.pdf
New York Comptroller Bans Solicitors (4/22/09)
New York State’s Comptroller, Thomas DiNapoli, banned placement agents, paid intermediaries, and lobbyists from receiving payments from investment managers for the opportunity to manage assets for the New York State Common Fund.  The ban, instituted through press release, includes any form of compensation.  The ban  responds to a recent pay-to-play scandal involving New York’s public fund management.

OUR TAKE: We expect other states and other large benefit plans to institute similar bans on solicitors.  We also expect the SEC to address regulation of solicitors both under the Advisers Act and the Exchange Act.
http://www.osc.state.ny.us/press/releases/apr09/042209.htm
Massachusetts Charges Feeder Fund Manager with Securities Fraud for Investing in Madoff (4/2/09)
The Massachusetts Securities Division has filed a lawsuit against an investment adviser that managed feeder funds that invested a large portion of assets in Madoff Investments.  The MSD has argued that the fund manager violated Massachusetts securities anti-fraud statutes by failing to conduct the due diligence that it claimed it conducted in offering and marketing materials.  The complaint alleges that the fund manager did not receive timely trade confirmations, assess counterparties, or verify assets.  The complaint claims that due diligence was simply a “marketing pitch.”  The MSD seeks restitution for investors, disgorgement of fees, and fines.

OUR TAKE: It is fairly draconian to charge the feeder fund manager with securities fraud.  The manager is as much a victim of the Madoff scheme as any other investor.   The question, which will ultimately be settled by the courts, is whether the manager, when acting on behalf of its clients, was fraudulent, negligent or merely in incompetent.  
http://www.sec.state.ma.us/sct/sctfairfield/Fairfield_Complaint_1_of_2.pdf
http://www.sec.state.ma.us/sct/sctfairfield/Fairfield_Complaint_2_of_2.pdf
Fund Distributor Barred From Industry for Blowing Regulation D and Failing to Conduct Due Diligence (4/1/09)
A Registered Rep that distributed private funds was barred from the industry and agreed to pay approximately $300,000 in disgorgement and interest for failing to comply with the private placement requirements of Regulation D and failing to conduct proper due diligence so as to avoid making misleading statements to investors.  The SEC alleged that the Respondent did not comply with the private offering exemption under Regulation D because he supervised sales personnel who cold-called hundreds of prospects from a pre-purchased lead list.  The SEC also faulted the Respondent for failing to review the issuer’s financial statements which indicated that the funds could not have yielded the returns promised to investors.

OUR TAKE: Fund distributors must have some sort of pre-existing relationship with prospects before soliciting them.  The SEC is also stressing the obligation of distributors to conduct due diligence and not just rely on the claims and marketing materials of fund sponsors.
http://www.sec.gov/litigation/admin/2009/33-9012.pdf
Large BD to Pay $7 Million Because FINRA Believes Equity Mutual Funds Were Unsuitable for Retirees (3/30/09)
A large broker-dealer has agreed to pay a $3 Million fine and more than $4.2 Million in restitution for failing to supervise two registered representatives that FINRA alleges made unsuitable recommendations to clients nearing retirement.  According to FINRA the Reps promised at least 10% returns without distributions of principal and offered a plan to take distributions from retirement accounts before 59 1/2.  According to FINRA, the Reps invested the customers in equity mutual funds “with an unsuitably high concentration in equity funds” and recommended “unsuitable variable annuity transactions.”  The activity occurred from 1998-2003.  Susan Merrill, FINRA’s Chief of Enforcement, said that “Brokerage firms and brokers who serve investors considering retirement must ensure that their customers are given suitable investment recommendations based upon reasonable assumptions of market performance…”  
OUR TAKE: Was it really unsuitable back in 1998 to recommend that near-retirees with a 20+ year time horizon should invest IRA accounts in equity mutual funds and variable annuities?  Was it really crazy projecting a 10% return over the long term investing time horizon?  What’s the lesson in this action?   Don’t make projections and be especially conservative with clients nearing retirement.  
http://www.finra.org/Newsroom/NewsReleases/2009/P118270
FINRA Chief Wants FINRA to Regulate RIAs and Apply Fiduciary Standard to BDs (3/24/09)
In his first speech as Chairman and CEO of FINRA, Richard Ketchum argued that FINRA should assume regulation of investment advisers and apply a reconciled fiduciary standard to both investment advisers and broker-dealers.  He called the disparity in the oversight regimes for broker-dealers and investment advisers the “most glaring example of what needs to be fixed in the current [regulatory] system.”  He asserted that “FINRA is uniquely positioned from a regulatory standpoint to build an oversight program for investment advisers quickly and efficiently.”  Supporting his position that FINRA rather than the SEC should supervise investment advisers, Mr. Ketchum cited the Madoff scandal and noted that in 2007 the SEC conducted fewer than 1,500 exams of the 11,000 registered investment advisers it supervises while FINRA conducts 2,500 annual exams of the 4,900 firms it supervises.  With respect to a reconciled standard of care, Mr. Ketchum proposed a fiduciary standard that “can effectively be applied to broker-dealer selling activities.”
OUR TAKE: We believe that a single regulatory regime for BD and RIAs will happen and that a fiduciary standard for both will apply.  The question is whether regulatory oversight will be given to FINRA or the SEC.  

http://www.finra.org/Newsroom/Speeches/Ketchum/P118256
SEC Argues that Solicitors Must Perform Certain Services to Avoid Prosecution (3/23/09)

In a lawsuit filed against the solicitor for several hedge funds, the SEC has alleged that the solicitor aided and abetted securities laws violations because it did not perform “bona fide finding, placement or other services” and assisted in hiding the true nature of the payments as an undisclosed kickback arrangement.  The suit was brought in connection with an alleged pay-to-play scheme to manage assets of the New York Retirement Fund.  The SEC has alleged that New York’s Deputy Comptroller conspired with a political consultant to funnel funds to the consultant by requiring hedge fund managers to pay solicitation fees to the consultant as a quid pro quo to manage public assets.  The SEC has alleged that any disclosures to the investment committee were “opaque” in that they hid the true recipient and did not describe the quid pro quo relationship.  In its complaint, the SEC argues that the solicitor did not perform legitimate placement services such as the identification and introduction of clients to potential investors, assisting the client to solicit investors, and performing other services such as crafting marketing materials and presentations.  
OUR TAKE:  In its complaint, the SEC essentially expands the obligations imposed on solicitors.  The SEC seems to have created a new requirement that solicitors perform some list of “legitimate” services that entitle solicitors to receive compensation.  As a consequence, we would recommend that solicitors detail the services they perform in any disclosure given to investors.
http://www.sec.gov/litigation/complaints/2009/comp20963.pdf
SEC Charges Auditor with Securities Fraud for Allowing Client to Send Misleading Audit Reports To Investors (3/19/08)
In its complaint against Madoff’s auditors, the SEC has charged the auditors with direct violations of the securities laws because the auditors knew that Madoff sent communications to clients that included the firm’s audit reports as well as statements indicating that audits were prepared by the firm in accordance with GAAP and that the auditor passed on the Madoff’s internal controls.  The SEC alleges that the auditor knew (or recklessly disregarded) that Madoff used the audit reports in marketing and client service communications to clients.  The SEC charges that the audit firm essentially failed to conduct any reasonable examination of Madoff’s activities.  The SEC argues that the firm benefited from its fraudulent activity through the audit fees it received.  The SEC also alleges violations of the independence rules and aiding and abetting various provisions of the securities laws.

OUR TAKE: Although this is obviously an extreme example of alleged auditor misconduct, audit firms (and other service providers) should significantly restrict the rights of clients to use their work product in client communications.   Otherwise, they risk direct liability for securities fraud.
http://www.sec.gov/litigation/complaints/2009/comp20959.pdf
Global Player to Pay $200 Million for Ignoring U.S. BD and RIA Registration (2/20/09)

A large, global financial institution agreed to disgorge $200 Million for failing to register as a U.S. broker-dealer and investment adviser even though it advised US clients on the purchase and sale of securities.  According to the SEC, the defendant used a team of client advisers to solicit clients and securities transactions by traveling to the U.S. and communicating with U.S. clients from non-U.S. jurisdictions.  The illegal communication alleged included phone calls and e-mails from non-U.S. servicing centers.  The SEC alleges that the defendant knew that it violated U.S. securities laws but tacitly allowed the illegal practices to continue because of business reasons.

OUR TAKE: Firms should be aware that most countries have laws prohibiting securities solicitation without registration.  Just because you don’t set foot in a particular jurisdiction doesn’t mean you are exempt from their securities laws.  And, once you go in-country, you will most certainly trigger registration and regulation.  
http://www.sec.gov/litigation/complaints/2009/comp20905.pdf
BD to Pay Nearly $1 Million for Failing to Review Fee-Based Accounts (2/19/09)

A BD agreed to pay nearly $1 Million in fines and restitution for allowing customers in fee-based brokerage accounts to pay more than they would have paid in a traditional brokerage accounts.  FINRA explained that firms must ensure that fee-based brokerage accounts are appropriate for an investor and remain appropriate based on the account’s projected cost.  FINRA alleged that many of the accounts remained in the fee-based accounts even though the accounts engaged in no trading over a period of 2 years.  FINRA also charged the BD with failing to give customers applicable breakpoint discounts and failing to inform customers that they would pay fees on assets held on margin and short sales.

OUR TAKE: FINRA continues to expand the suitability requirement to an ongoing obligation to review customer account holdings.  In this way, FINRA essentially creates a fiduciary obligation for BDs that is similar to the fiduciary obligation applicable to registered investment advisers.  

http://www.finra.org/Newsroom/NewsReleases/2009/P117860
BD Expected To Pay Over $10 Million in Fines and Restitution for Fund and UIT Sales Practices (2/13/09)
FINRA fined a large BD more than $4.5 Million related to mutual fund and UIT sales.  The fines are in addition to returning over $5 Million to investors and agreeing to future remediation on thousands of other transactions.  According to FINRA, the firm failed to observe breakpoint discounts, provide discounts in NAV transfer programs, ignored rollover discounts, and recommended unsuitable purchases of Class B and Class C shares.

OUR TAKE: These are big numbers.  When the fines move into the seven figures, it means that FINRA wants the industry to notice.  We expect that FINRA is getting weary having to bring the same suitability case against different BDs for failing to offer customers the benefit of breakpoints, load waivers, and transfer programs.  FINRA has been warning the industry for at least 7 years that firms need to implement appropriate policies and procedures to avoid these problems.



http://www.finra.org/Newsroom/NewsReleases/2009/P117836
BD Must Arbitrate Consequential Damages in ARS Settlement (2/10/09)
The SEC recently announced another Auction Rate Securities settlement that includes the right of investors to seek consequential damages in a special FINRA arbitration procedure.  FINRA defines “consequential damages” as the harm suffered from ARS transactions including “opportunity costs or losses that resulted from investors’ ability to access their funds because their ARS assets were frozen.”  The Respondent BD must also offer rescission and compensation for losses.

OUR TAKE: Historically, offering rescission has been the most significant penalty on securities firms for misleading sales practices.  Allowing aggrieved investors to collect consequential damages significantly increases potential liability.  We wonder if this remedy will remain specific to ARS cases or represents the brave new world in securities enforcement.

http://www.sec.gov/litigation/litreleases/2009/lr20885.htm
http://www.finra.org/Newsroom/NewsReleases/2008/P117557
Illinois Requires Information Filing About Exec Officers and Families to Bid on State Contracts (2/5/09)
The State of Illinois has adopted legislation requiring any person whose aggregate bids and proposals on state contracts exceed $50,000 annually to file a Business Entity Registration Form that requires disclosure of all executive employees and their spouses and minor children.  The law presumably would apply to investment managers seeking to manage state funds.  The Form must be filed along with any bid/proposal in response to a state RFP.  Illinois defines “executive employee” as a firm’s President, Chairman, or CEO as well as any employee whose compensation is determined directly, in whole or in part, by the award or payment of contracts.”  The registration, which is made with the State Board of Elections, is designed to monitor political contributions.  
OUR TAKE: Firms should be aware of these types of information reporting requirements when bidding to manage public funds.  Failure to comply may not result in jail time, but it could ban you from bidding.  Also, failure to comply with state anti-corruption laws could result in a PR nightmare.
http://www.elections.il.gov/Downloads/BusinessRegistration/PDF/PublicAct95-0971.pdf
http://www.elections.il.gov/Downloads/BusinessRegistration/PDF/BEREPForm.pdf
SEC Supports FINRA Decision to Waive Exam Requirements Only in Rare Circumstances (2/4/09)

The SEC recently upheld a FINRA decision denying the request of a member firm to waive the Series 7 for one of its reps based on his experience in the securities industry, educational achievement and regulatory experience.  The SEC said that FINRA properly based its decision on its “Qualification Examination Waiver Guidelines.”  Although the Rep had passed the Series 7, his registration lapsed because more than 2 years had elapsed since leaving his prior broker-dealer firm.  During the lapse period, the Rep went to law school, interned at an SEC regional office for 4 months, and passed Level I of the CFA exam.  Upon becoming associated with the petitioning broker-dealer, the Rep passed the Series 24.  Nevertheless, FINRA refused to grant a waiver from the Series 7 exam.  The SEC supported the FINRA decision that the law degree lacked “substantial emphasis on finance and investments,” the internship only lasted 4 months and that the prior employment with a broker-dealer only lasted a few months.  The SEC also supported FINRA’s determination that the Series 7 is not subsumed within the Series 24; instead, they serve different purposes and test different subject matters. 
OUR TAKE:  We often get asked whether a Rep can avoid taking the Series 7 again after a 2-year lapse.  This case shows that FINRA rarely grants waivers from the examination requirements and how FINRA makes its determinations.  Unless FINRA gives you some indication that it would waive the exam, it’s probably a lot less time and effort to take the exam than appeal FINRA’s decision to require it.

http://www.sec.gov/litigation/opinions/2009/34-59326.pdf
http://www.finra.org/Industry/Compliance/Registration/QualificationsExams/RegisteredReps/Qualifications/p010600
Large BD/IA Fined $1 Million for Pension Consulting Affiliate’s Disclosure Failures and Conflicts (2/2/09)
A large broker-dealer/investment adviser agreed to pay a $1 Million fine and accepted a cease and desist order as a result of SEC allegations that its pension fund consulting affiliate failed to disclose compensation arrangements that benefited affiliates.  The pension consulting affiliate, according to the SEC, did not disclose that its recommended directed brokerage program and transition management services benefited affiliates and their investment adviser representatives.  The SEC also alleged that (i) the Respondent’s method for recommending managers did not comport with the Brochure delivered to clients, (ii) the Respondent failed to keep adequate records concerning ADV Part II delivery and (iii) the Respondent failed to adequately supervise the offending office and its personnel.  The SEC alleged violations of the Advisers Act’s anti-fraud and recordkeeping rules.

OUR TAKE: This is a conflict of interest case.  The SEC has consistently pursued investment advisers, who are fiduciaries, for conflicts of interest that result in financial benefits to the adviser or an affiliate to the detriment of their clients.  Although the SEC frames these cases as a failure to adequately disclose the conflict of interest, we wonder whether any amount of disclosure can protect a fiduciary that lines its own pockets at the expense of its clients.  
http://www.sec.gov/litigation/admin/2009/ia-2834.pdf
Financial Adviser Pleads Guilty in Tax Shelter Scheme (1/26/09)
A financial adviser pleaded guilty to conspiracy to defraud the IRS and faces up to 5 years in prison for selling and participating in tax shelters marketed by a large national accounting firm.  According to the indictment, the adviser’s firm marketed the shelter to clients and served as a general partner to sham investment funds designed solely to create tax benefits for the investor/clients through the use of swap transactions.  
OUR TAKE: The US Attorney alleges that the adviser actually helped create and run the tax shelter trading vehicles rather than merely sell a structure created by a third party.  However, this case should serve as a warning to advisers about the hazards of selling tax-driven products. 
http://www.usdoj.gov/usao/nys/pressreleases/January09/boltoncharlespleapr.pdf
http://blog.cipperman.com/files/5/4/0/0/2/128517-120045/Bolton_indictment.pdf
Broker Barred From Industry for Taking Bribes in IPO Allocation Scheme (1/22/09)
A broker who solicited bribes to allocate IPOs to a hedge fund was barred from associating with any BD or investment adviser.  He was previously sentenced to prison for committing wire fraud and violating New York’s anti-bribery statute.  According to the criminal indictment, the broker contacted a co-conspirator at a hedge fund to arrange a scheme whereby the hedge fund would kick back 10% of all profits from selling IPO allocations.  The broker received approximately $9,500 in payments.

OUR TAKE:  For brokers: This respondent/defendant ruined his life and career for less than $10,000.  For compliance officers: Bad actors with access will always try to capitalize on their position; a compliance system should try to capture any source of funds received by registered personnel.
http://www.sec.gov/litigation/admin/2009/34-59242.pdf
http://blog.cipperman.com/files/5/4/0/0/2/128517-120045/Risoli_indictment.pdf
Wholesaler Charged With 10b-5 Violation for Assisting Market Timers (1/20/09)

The SEC recently brought a 10b-5 action against a mutual fund wholesaler who received personal payments from market timers.  The wholesaler was employed by a mutual fund company and engaged in undisclosed arrangements whereby the market timers either directly or indirectly compensated the wholesaler for arranging market timing through a third-party broker-dealer.  The SEC claimed that the wholesaler was an agent and fiduciary of the mutual fund company and violated both his employment agreement and internal policies.  The SEC charged that his conduct violated Section 10(b) of the 1934 Act and Rule 10b-5, which prohibit fraudulent conduct in the sale of securities.

OUR TAKE:  Usually, the SEC alleges 10b-5 violations where a seller fails to disclose material information to the buyer of a security.  In this case, the wholesaler did not mislead the buyer.  Instead, he failed to disclose material information to his employer, the seller of the security, in violation of his duty to the employer.  The SEC is essentially claiming that the wholesaler acted as an agent of the buyer (the market timer) to defraud the seller.
http://www.sec.gov/litigation/admin/2009/34-59249.pdf
BD Firms Must Use PACOB-Registered Audit Firm Starting in 2009 (1/9/09)

The SEC Order allowing BD firms to use an audit firm not registered with the Public Accounting Oversight Board expired on December 31, 2008.  As a result, all non-public BDs must use a PACOB registered audit firm to audit their financial statements starting with 2009.  The requirement to use a PACOB firm arose from the Sarbanes-Oxley Act.  A list of PACOB-registered firms is available at www.pcaobus.org.  If a BD changes accounting firms, Rule 17a-5(f)(4) requires a filing with the SEC.
OUR TAKE:  You have this year to either make a switch or get your auditor to register with the PACOB.  The overall cost of auditing BD firms will likely increase.

http://www.pcaobus.org/News_and_Events/News/2009/01-07.aspx
FINRA Makes It Nearly Impossible To Dismiss Arbitrations (1/12/09)

FINRA has adopted rules making it much more difficult to obtain a motion to dismiss a claim in FINRA arbitration.  Under the new rule, an arbitration panel can only grant a motion to dismiss before a claimant has presented his/her case if there is a “factual impossibility” i.e. that the respondent “could not have been associated with the conduct.”  Also, a motion to dismiss could only be granted after a hearing and by a unanimous decision.  If a respondent loses the motion, it must pay the costs of the party to respond.  Also, FINRA can assess sanctions and penalties if it determines that the motion was filed in bad faith.  

OUR TAKE: We wonder if FINRA arbitration is really the best venue for broker-dealers.  Precluding a respondent from making a motion to dismiss invites frivolous claims by customers.
http://www.finra.org/Newsroom/NewsReleases/2009/P117686
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