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On July 9, 2012, FINRA’s new suitability rule, Rule
2111, went into effect. Although FINRA characterized
Rule 2111 as the codification of years of guidance, it
is significantly different from its predecessor, NASD
Rule 2310. Although the triggering event under both
rules is “a recommendation,” FINRA has dramatically
changed the definition of recommendation. Indeed,
Rule 2111 applies to a much broader spectrum of
communications than Rule 2310, and thus presents
new challenges to firms and their representatives.
This article analyzes the different definitions of
recommendation under NASD Rule 2310 and FINRA
Rule 2111 and then discusses best practices for
managing the risks associated with the expanded
obligation contained in Rule 2111. 

The New Triggering Event

Under NASD Rule 2310, the suitability obligation was
triggered when a broker made a recommendation
that resulted in a transaction. Indeed, NASD Rule
2310(a) stated that when recommending “the
purchase, sale, or exchange of any security,” a
member had to have “reasonable grounds for
believing that the recommendation is suitable for
such customer upon the basis of the facts, if any,
disclosed by the customer.”  In contrast, under Rule
2111, a transaction is not required to trigger the
suitability obligation.  Pursuant to Rule 2111, “[a]
member or associated person must have a reasonable
basis to believe that a recommended transaction or
investment strategy involving a security or securities is
suitable for the customer.” Thus, under Rule 2111, the
new suitability obligation is triggered whenever a
broker recommends either a transaction or “an
investment strategy.” 

Further, FINRA has advised its members that the term
investment strategy “should be interpreted broadly,”
and that it will examine the “facts and circumstances”
to determine if a communication amounts to a
recommendation.  According to FINRA, Rule 2111
would apply to a communication only if a “reasonable
person” would view the communication as a

recommendation.  Although FINRA has not issued a
bright-line test for what constitutes a
“recommendation,” the tipping point that turns a
communication into a recommendation appears to be
the extent to which the communication involves
personalized investment advice. 

Indeed, “explicit” advice “to hold a security”
constitutes a “recommendation.” Similarly, a
communication that does not result in a transaction or
even reference a specific security can be deemed a
recommendation regarding an investment strategy if
the communication is sufficiently specific. Further, a
communication with an individual who does not have
an account can be a “recommendation” for the
purposes of Rule 2111.  Indeed, FINRA has stated
that Rule 2111 applies to “customers,” which FINRA
has said includes anyone who is not a broker or a
dealer, and “clearly would include an individual or
entity with whom a broker-dealer has even an
informal business relationship related to brokerage
services.” 

In contrast, more generic communications do not fall
within the definition of “recommendation.” Thus, a
communication explaining basic financial concepts
such as diversification, inflation or asset classes does
not constitute a recommendation.  Likewise, an
informational statement about employer-sponsored
retirement plans is not a recommendation. Finally, an
asset allocation model, which is based upon generally
accepted investment theory and accompanied by
appropriate disclosures, does not constitute a
recommendation. 

Thus, FINRA Rule 2111 applies to a far greater set of
communications than NASD Rule 2310. Indeed,
under Rule 2111, the suitability obligation can attach
to communications that do not result in transactions
or the establishment of an actual customer account. 

Avoiding Arguments about Inadvertent
Recommendations 

The old suitability rule, by its terms, applied to “the
purchase, sale, or exchange” of securities. Hence, if
there was no transaction, there was no obligation.
However, because Rule 2111 does not require either a
transaction or even a customer account, it presents a
greater challenge. Thus, now firms must determine
how to avoid liability for communications that were
never intended to be recommendations and to
document “hold recommendations” and “strategies.”
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Further, it is conceivable that disgruntled investors
may attempt to hold firms and representatives
responsible for transactions executed in self-directed
investment accounts based upon “recommendations”
made by the representative during a review of the
account at the firm. 

To limit such problems, firms should ensure that their
representatives understand that “a recommendation”
can include (1) communications with customers that
result in transactions, (2) communications with
prospective customers in pitch meetings and (3)
conversations at social events.  In addition, firms
should adopt written procedures that instruct
representatives to preface out-of-office conversations
with a clear disclaimer of a recommendation, similar
to the “forward-looking statements” disclaimers that
are used by officers of publicly traded companies.
Such a disclaimer could be as simple as, “I can’t make
a recommendation without obtaining more detailed
information about your investment objectives and
financial needs.” The disclaimer should establish that
no recommendation was made because Rule 2111
forbids disclaiming responsibility for the suitability
obligation.  Thus, the disclaimer must be clear
enough that a reasonable person would understand
that no recommendation was being made.

Furthermore, firms should adopt procedures that
advise customers that neither the firm nor the
representative will make recommendations about
transactions executed elsewhere. For example, firms
should consider inserting language in new account
forms that requires the customer to acknowledge that
the firm and the representative do not and will not
make recommendations about transactions executed
elsewhere. Annual letters and year end statements
should contain similar statements.  Likewise, in the
context of pitch meetings, firms should consider using
disclosure forms that clearly state that the ideas
presented should not be viewed as personal
recommendations, but rather as educational
information about investment concepts such as
diversification. The disclosure forms should also
expressly state that the firm and representative
cannot make personal recommendations without
obtaining detailed information about the prospective
customer’s investment objectives, financial needs, tax
situation, risk tolerance and liquidity needs. 

CONCLUSION

Although Rule 2111’s expanded definition of
“recommendation” presents compliance and risk
reduction challenges to firms and representatives,
these challenges are not insurmountable. Indeed,
FINRA has said that a communication will be deemed
a recommendation only if a reasonable customer –
which is an “every man” standard – would view the
communication as a recommendation.  Accordingly,
firms should provide training to representatives
regarding the new definition of “recommendation”
and should adopt disclosure forms that plainly state
that the firm and its representative do not make
recommendations about investments held elsewhere.
Such procedures and disclosures may not prevent
claims, but they should help firms limit their liability
for statements that are not intended to be
recommendations.   

The information and materials presented by Wilson Elser represents
solely their opinion and not necessarily those of Aon Risk Solutions
which takes no position or responsibility as respects the materials
or opinions presented by Wilson Elser.  Aon Risk Solutions
recommends that you consult with competent legal counsel and/or
other professional advisors before taking any action based upon
the content of this article.

Comments suggestions or inquiries are welcome and should be
directed to: mary.pat.fischer@aon.com 

Aon Risk Services Northeast, Inc. 
199 Water Street New York, NY 10038 • (800) 243-5117

Janene M. Marasciullo is a Partner in the law firm Wilson Elser with
over twenty years experience in her practice areas of Securities &
Financial Services Litigation, Regulatory & Enforcement Defense
and Employment litigation.

X-10025-1012


