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FINRA Proposes Consolidated Rules Governing Suitability 
and Know-Your-Customer Obligations 

BY THE INVESTMENT MANAGEMENT PRACTICE 

In Regulatory Notice 09-25 (the “Notice”), the 
Financial Industry Regulatory Authority (FINRA) 
requested comment on proposed FINRA rules 
governing suitability and know-your-customer 
obligations. FINRA is proposing these rules as 
part of the ongoing process of developing a 
consolidated FINRA rulebook of former NASD 
and NYSE rules. The proposed rules will replace 
(a) NASD Rule 2310, which deals with suitability 
obligations, and (b) NYSE Rule 405, which deals 
with know-your-customer obligations. Comments 
on the proposed rules are due by June 29, 2009. 

Suitability—Proposed FINRA Rule 2111 

Proposed FINRA Rule 2111 is a modified version 
of NASD Rule 2310 (the “NASD Suitability 
Rule”). Similar to the NASD Suitability Rule, 
proposed Rule 2111 would apply only if a firm or 
its associated person makes a recommendation. 
Proposed Rule 2111 differs from the NASD 
Suitability Rule in the following aspects: 

Scope: Proposed Rule 2111 will expand 
suitability obligations to include not only 
recommended securities transactions, but also 
recommended investment strategies involving a 
security or securities. The proposed rule would 
also replace the existing Interpretative Material1 
with “Supplementary Material” which would 
codify and discuss the following three main 
suitability obligations: 

(i) Reasonable basis suitability – a member 

firm must have a reasonable basis to 
believe, based on adequate due diligence, 
that the recommendation is suitable “for 
at least some investors;” 

(ii) Customer-specific suitability – a member 
firm must have a reasonable basis to 
believe that the recommendation is 
suitable for a particular customer; 

(iii) Quantitative suitability – for firms that 
have actual or de facto control over a 
client account, the member firm must 
have a basis to believe that a series of 
recommended transactions, even if 
suitable when viewed in isolation, are not 
excessive or unsuitable for the customer 
when taken together. While no single test 
would define excessive activities, factors 
that might provide a basis for finding a 
violation of the quantitative suitability 
obligation would include the turnover rate, 
the cost-equity ratio, and the use of in-
and-out trading in a customer’s account. 

In addition, the Supplementary Material would 
clarify that a broker-dealer’s suitability 
obligations require it have a reasonable 
expectation that a customer has the financial 
ability to meet any future or continuing financial 
commitment.  

Information Gathering: The NASD Suitability 
Rule prohibits a broker-dealer from 
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recommending a transaction to a customer 
unless the broker-dealer has reasonable grounds 
for believing that the recommendation is suitable 
for such customer upon the basis of the facts, if 
any, disclosed by such customer. The rule 
requires that broker-dealers make reasonable 
attempts to obtain specified customer 
information such as financial and tax status and 
investment objectives. Proposed Rule 2111 will 
require a broker-dealer to make reasonable 
attempts to obtain the following additional 
customer information: age, investment 
experience, investment time horizon, liquidity 
needs, and risk tolerance. In addition, under 
Proposed Rule 2111, a firm must consider not 
only the information disclosed to the firm by its 
customers but also any other information 
“known to the firm or its associated persons.”  

Institutional Customers: Proposed Rule 2111 
would provide a clear exemption from the 
suitability rule for transactions or investment 
strategies involving securities recommended to 
institutional customers. Currently, the NASD's 
Suitability Rule does not distinguish between 
recommendations made to institutional and to 
retail investors. Instead, the suitability 
obligations applicable to institutional customers 
are set forth in an interpretation (NASD IM-
2310-3), which would now be replaced with Rule 
2111. The exemption afforded under Proposed 
Rule 2111 is subject to the following conditions: 

• the institutional customer must 
affirmatively agree to forego the 
protection provided by the customer-
specific obligation of the suitability rule; 

• the firm or associated person reasonably 
believes that: 

(i) the institutional customer is capable of 
analyzing the risks of investments 

independently, both in general and 
with respect to the particular 
transaction and investment strategy; 
and 

(ii) the institutional customer is in fact 
exercising independent judgment in 
evaluating the recommendation. 

In addition, Proposed Rule 2111 would define 
“institutional customer” to be consistent with the 
definition set forth in NASD Rule 3110(c)(4), 
which unlike the current definition of institutional 
customer in the Interpretation, considers certain 
natural persons as institutional accounts.2 

Know-Your-Customer—Proposed Rule 
2090 

Proposed FINRA Rule 2090 would adopt a 
modified version of NYSE’s Rule 405(1) requiring 
all firms to use due diligence to learn (and 
retain) the "essential facts" relative to every 
customer and the authority of each person 
acting on behalf of such customer. “Essential 
facts” include the customer’s financial profile and 
investment objectives or policy. In the Notice, 
FINRA states that this know-your-customer 
obligation arises at the beginning of the 
relationship, does not depend on whether a 
recommendation has been made and that a 
similar know-your-customer obligation is 
embedded in the just and equitable principles of 
FINRA Rule 2010.  

Finally, in the Notice FINRA seeks comment on 
whether it should propose expanding suitability 
requirements to all recommendations on 
investment products, services, and strategies, 
regardless of whether the recommendations 
involve securities (e.g.,. commodities, 
insurance). 
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If you have any questions concerning the new proposed rules, please do not hesitate to contact any of 
the following Paul Hastings Investment Management or Securities and Capital Markets practice 
lawyers: 

New York 

Investment Management Chair 
 
Michael R. Rosella 
212-318-6800 
mikerosella@paulhastings.com 

Securities and Capital Markets Chair 
 
Michael L. Zuppone 
212-318-6906 
michaelzuppone@paulhastings.com  

San Francisco 

Investment Management Vice Chair 

 

David A. Hearth 
415-856-7007 
davidhearth@paulhastings.com 

 

 

 

To learn more about our Investment Management practice and professionals, please follow this link. 
 
 
To learn more about our Securities and Capital Markets practice and professionals, please follow this link.  

 

 

 

 
1 Currently IM-2310-2 “Fair Dealing with Customers” and IM-2310-3 “Suitability Obligations to Institutional Customers.” 

2 Rule 3110(c)(4) states that an “institutional account” includes an account of (A) a bank, savings and loan association, 
insurance company, or registered investment company; (B) an investment adviser registered either with the Securities and 
Exchange Commission under Section 203 of the Investment Advisers Act of 1940 or with a state securities commission (or 
any agency or office performing like functions); or (C) any other entity (whether a natural person, corporation, 
partnership, trust, or otherwise) with total assets of at least $50 million. 
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