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1.   Text of the Proposed Rule Change 

(a)  Pursuant to the provisions of Section 19(b)(1) of the Securities Exchange Act 

of 1934 (“Act” or “Exchange Act”),1 the Financial Industry Regulatory Authority, Inc. 

(“FINRA”) is filing with the Securities and Exchange Commission (“SEC” or 

“Commission”) a proposed rule change to: (1) adopt FINRA Rule 4111 (Restricted Firm 

Obligations) to require member firms that are identified as “Restricted Firms” to maintain 

a deposit in a segregated account from which withdrawals would be restricted, adhere to 

specified conditions or restrictions, or comply with a combination of such obligations; 

and (2) adopt a new FINRA Rule 9561 (Procedures for Regulating Activities Under Rule 

4111), and amend FINRA Rule 9559 (Hearing Procedures for Expedited Proceedings 

Under the Rule 9550 Series), to create a new expedited proceeding to implement 

proposed Rule 4111.2  In addition, FINRA proposes to adopt Capital Acquisition Broker 

(“CAB”) Rule 412 (Restricted Firm Obligations), to clarify that member firms that have 

elected to be treated as CABs would be subject to proposed FINRA Rule 4111, and to 

amend Funding Portal Rule 900(a) (Application of FINRA Rule 9000 Series (Code of 

Procedure) to Funding Portals), to clarify that funding portals would not be subject to 

proposed FINRA Rule 9561. 

The text of the proposed rule change is set forth in Exhibit 5.   

(b)  Not applicable. 

(c)  Not applicable. 

 
1  15 U.S.C. 78s(b)(1). 

2  This reflects a different numbering than was originally proposed.  See Regulatory 
Notice 19-17 (proposing to number the proposed new expedited proceeding rule 
as Rule “9559” and to renumber current Rule 9559 as Rule “9560”). 
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2.   Procedures of the Self-Regulatory Organization 

The FINRA Board of Governors authorized the filing of the proposed rule change 

with the SEC.  No other action by FINRA is necessary for the filing of the proposed rule 

change.   

 If the Commission approves the proposed rule change, FINRA will announce the 

effective date of the proposed rule change in a Regulatory Notice to be published no later 

than 60 days following Commission approval.  The effective date will be no later than 60 

days following publication of the Regulatory Notice announcing Commission approval.   

3.    Self-Regulatory Organization’s Statement of the Purpose of, and Statutory 
Basis for, the Proposed Rule Change 

 
(a)   Purpose 

  Background 

 FINRA has been engaged in an ongoing effort to enhance its programs to address 

the risks that can be posed to investors and the broader market by individual brokers and 

member firms that have a history of misconduct.  As part of these efforts, FINRA is 

proposing to adopt Rule 4111, which would impose obligations on member firms that 

have significantly higher levels of risk-related disclosures than similarly sized peers.  

FINRA would preliminarily identify these member firms by using numeric, threshold-

based criteria and several additional steps that would guard against misidentification.  

The obligations could include requiring a member firm to maintain a specific deposit 

amount, with cash or qualified securities, in a segregated account at a bank or clearing 

firm, from which the member firm could make withdrawals only with FINRA’s approval.  

The obligations also could include conditions or restrictions on the operations and 

activities of the member firm and its associated persons that relate to, and are designed to 
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address the concerns indicated by, the preliminary identification criteria and protect 

investors and the public interest.  FINRA also is proposing to adopt FINRA Rule 9561, 

and amend FINRA Rule 9559, to create a new expedited proceeding to implement 

proposed Rule 4111. 

 FINRA has a number of tools to deter and remedy misconduct by member firms 

and the individuals they hire, including review of membership applications, focused 

examinations, risk monitoring and disciplinary actions.  These tools have been effective 

in identifying and addressing a range of misconduct by individuals and member firms, 

and FINRA has continued to strengthen them.  In recent years, for example, FINRA has 

enhanced its key investor protection rules and examination programs, expanded its risk-

based monitoring of brokers and member firms, and deployed new technologies designed 

to make its regulatory efforts more effective and efficient.3 

 These efforts have strengthened protections for investors and the markets, but 

persistent compliance issues continue to arise in some FINRA member firms, which are a 

top focus of FINRA regulatory programs.  While historically small in number, such firms 

generally do not carry out their supervisory obligations to ensure compliance with 

applicable securities laws and regulations and FINRA rules, and they act in ways that 

could harm their customers and erode trust in the brokerage industry.  Recent academic 

 
3  For example, in October 2018, FINRA announced plans to consolidate its 

Examination and Risk Monitoring Programs, integrating three separate programs 
into a single, unified program to drive more effective oversight and greater 
consistency, eliminate duplication and create a single point of accountability for 
the examination of member firms.  The consolidation brings those programs under 
a single framework designed to better direct and align examination resources to 
the risk profile and complexity of member firms.  FINRA is conducting its 
examinations under this unified program in 2020.   
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studies, for example, find that some firms persistently employ brokers who engage in 

misconduct, and that misconduct can be concentrated at these firms.  These studies also 

provide evidence that the past disciplinary and other regulatory events associated with a 

firm or individual can be predictive of similar future events.4  While these firms may 

eventually be forced out of the industry through FINRA action or otherwise, these 

patterns indicate a persistent, if limited, population of firms with a history of misconduct 

that may not be acting appropriately as a first line of defense to prevent customer harm by 

their brokers. 

 Such firms expose investors to real risk.  For example, FINRA has identified 

certain firms that have a concentration of associated persons with a history of 

misconduct, and some of these firms consistently hire such individuals and fail to 

reasonably supervise their activities.  These firms generally have a retail business 

engaging in cold calling to make recommendations of securities, often to vulnerable 

customers.  FINRA has also identified groups of individual brokers who move from one 

firm of concern to another firm of concern.  Such firms and their associated persons often 

have substantial numbers of disclosures on their records.  In such situations, FINRA 

 
4  For example, in 2015 FINRA’s Office of the Chief Economist (“OCE”) published 

a study that examined the predictability of disciplinary and other disclosure events 
associated with investor harm based on past similar events.  The OCE study 
showed that past disclosure events, including regulatory actions, customer 
arbitrations and litigations of brokers, have significant power to predict future 
investor harm.  See Hammad Qureshi & Jonathan Sokobin, Do Investors Have 
Valuable Information About Brokers? (OCE Working Paper, Aug. 2015).  A 
subsequent academic research paper presented evidence that suggests a higher 
rate of new disciplinary and other disclosure events is highly correlated with past 
disciplinary and other disclosure events, as far back as nine years prior.  See Mark 
Egan, Gregor Matvos, & Amit Seru, The Market for Financial Adviser 
Misconduct, J. Pol. Econ. 127, no. 1 (Feb. 2019): 233-295. 
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closely examines the firms’ and brokers’ conduct, and where appropriate, FINRA will 

bring enforcement actions to bar or suspend the firms and individuals involved. 

 However, individuals and firms with a history of misconduct can pose a particular 

challenge for FINRA’s existing examination and enforcement programs.  In particular, 

examinations can identify compliance failures—or imminent failures—and prescribe 

remedies to be taken, but examiners are not empowered to require a firm to change or 

limit its business operations in a particular manner without an enforcement action.  While 

these constraints on the examination process protect firms from potentially arbitrary or 

overly onerous examination findings, an individual or firm with a history of misconduct 

can take advantage of these limits to simply continue activities that pose risk of harm to 

investors until they result in an enforcement action. 

 Enforcement actions in turn can only be brought after a rule has been violated and 

any resulting customer harm has already occurred.  In addition, these proceedings can 

take significant time to develop, prosecute and conclude, during which time the 

individual or firm is able to continue misconduct, with significant risks of additional 

harm to customers and investors.  Parties with serious compliance issues often will 

litigate enforcement actions brought by FINRA, which potentially involves a hearing and 

multiple rounds of appeals, forestalling the imposition of disciplinary sanctions for an 

extended period.  For example, an enforcement proceeding could involve a hearing 

before a Hearing Panel, numerous motions, an appeal to the National Adjudicatory 

Council (“NAC”), and a further appeal to the SEC.  Moreover, even when a FINRA 

Hearing Panel imposes a significant sanction, the sanction is stayed during appeal to the 

NAC, many sanctions are automatically stayed on appeal to the SEC, and they potentially 
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can be stayed during appeal to the courts.  And when all appeals are exhausted, the firm 

may have withdrawn its FINRA membership and shifted its business to another member 

or other type of financial firm, limiting FINRA’s jurisdiction and avoiding the sanction, 

including making restitution to customers. 

 Temporary cease and desist proceedings, while useful, do not always provide an 

effective remedy for potential ongoing harm to investors during the enforcement 

process.5  Temporary cease and desist proceedings are available only in narrowly defined 

circumstances.  Moreover, initiation by FINRA of a temporary cease and desist action 

does not necessarily enable more rapid intervention, because FINRA must be prepared to 

file the underlying disciplinary complaint at the same time. 

 In addition, by the time sanctions are imposed, as noted above, the firm may have 

exited the industry, thereby limiting FINRA’s jurisdiction over the misconduct.  In such 

circumstance, the firm may also fail to pay arbitration awards owed to claimants, leaving 

investors uncompensated and diminishing confidence in the securities markets.  

 Therefore, FINRA is strengthening its tools to respond to firms and brokers with a 

significant history of misconduct, and the firms that employ those brokers, several of 

which are described below.   

 Additional Steps Undertaken by FINRA 

 To address these problems, FINRA has undertaken the following: 

 
5  See FINRA Rule 9800 Series (Temporary and Permanent Cease and Desist 

Orders). 
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 Published Regulatory Notice 18-15, which rearticulates the obligation of member 

firms to implement heightened supervisory procedures tailored to the associated 

persons with a history of misconduct; 

 Proposed rule amendments that would require a member firm to conduct with 

FINRA a materiality consultation before allowing persons with a history of 

misconduct to become owners, control persons, principals or registered persons of 

a member firm; authorize the imposition in a disciplinary proceeding of 

conditions and restrictions on the activities of a respondent member firm or 

respondent broker that are reasonably necessary for the purpose of preventing 

customer harm, and require a respondent broker’s member firm to adopt 

heightened supervisory procedures for such broker, when a disciplinary matter is 

appealed to the NAC or called for NAC review; require firms that apply to 

continue associating with a statutorily disqualified person to include in that 

application an interim plan of heightened supervision that would be effective 

throughout the application process; and allow the disclosure through FINRA 

BrokerCheck of the status of a member firm as a “taping firm” under FINRA Rule 

3170 (Tape Recording of Registered Persons by Certain Firms);6 

 Published Regulatory Notice 18-17, which announced revisions to the FINRA 

Sanction Guidelines; 

 
6  See Securities Exchange Act Release No. 88600 (April 8, 2020), 85 FR 20745 

(April 14, 2020) (Notice of Filing of File No. SR-FINRA-2020-011); see also 
Regulatory Notice 18-16 (April 2018). 
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 Raised fees for statutory disqualification applications;7 and 

 Revised the qualification examination waiver guidelines to permit FINRA to more 

broadly consider past misconduct when considering examination waiver 

requests.8 

While these efforts should help mitigate the risks posed by individual brokers 

with a history of misconduct, challenges remain where a member firm itself has a 

concentration of such brokers—in some cases because the firm seeks out such brokers—

or otherwise has a history of substantial compliance failures. 

Proposed Rule 4111 (Restricted Firm Obligations) 

 FINRA is proposing to adopt Rule 4111 (Restricted Firm Obligations), a new rule 

that would use numeric thresholds based on firm-level and individual-level disclosure 

events and impose a Restricted Deposit Requirement on member firms that present a high 

degree of risk to the investing public.  FINRA believes that the direct financial impact of 

a restricted deposit is most likely to change such member firms’ behavior—and therefore 

protect investors.  An added benefit of this proposal would be to preserve member firm 

funds for payment of arbitration awards against them and their associated persons.  The 

proposal would consider “Covered Pending Arbitration Claims”9 and unpaid arbitration 

 
7  See Securities Exchange Act Release No. 83181 (May 7, 2018), 83 FR 22107 

(May 11, 2018) (Notice of Filing and Immediate Effectiveness of File No. SR-
FINRA-2018-018). 

8  See Regulatory Notice 18-16 (April 2018). 

9  The term “Covered Pending Arbitration Claim” is defined in proposed Rule 
4111(i)(2) to mean, for purposes of Rule 4111, an investment-related, consumer 
initiated claim filed against the member or its associated persons in any arbitration 
forum that is unresolved; and whose claim amount (individually or, if there is 
more than one claim, in the aggregate) exceeds the member’s excess net capital.  
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awards10 in determining the size of a Restricted Firm’s “Restricted Deposit 

Requirement.”11  The proposal also would establish presumptions that, when assessing an 

application by a member firm or former member firm that was previously designated as a 

Restricted Firm for withdrawal from a Restricted Deposit Account,12 the Department of 

Member Regulation (“Department”) shall: (i) deny an application for withdrawal if the 

member firm, the member firm’s Associated Persons who are owners or control persons, 

or the former member firm have any Covered Pending Arbitration Claims or unpaid 

arbitration awards, or if the member firm’s Associated Persons have any Covered 

Pending Arbitration Claims or unpaid arbitration awards relating to arbitrations 

outstanding that involved conduct or alleged conduct that occurred while associated with 

the member firm; but (ii) approve a former member firm’s application for withdrawal 

when that former member firm commits in the manner specified by the Department to use 

 
The claim amount includes claimed compensatory loss amounts only, not requests 
for pain and suffering, punitive damages or attorney’s fees, and shall be the 
maximum amount for which the member or associated person, as applicable, is 
potentially liable regardless of whether the claim was brought against additional 
persons or the associated person reasonably expects to be indemnified, share 
liability or otherwise lawfully avoid being held responsible for all or part of such 
maximum amount.  This term conforms, in relevant part, to the definition of 
Covered Pending Arbitration Claim in Rule 1011(c).  See Securities Exchange 
Act Release No. 88482 (March 26, 2020), 85 FR 18299 (April 1, 2020) (Order 
Approving File No. SR-FINRA-2019-030).  

10  For purposes of this Form 19b-4, “unpaid arbitration awards” also includes unpaid 
settlements related to arbitrations. 

11  The term “Restricted Deposit Requirement” is defined in proposed Rule 
4111(i)(15). 

12  See proposed Rule 4111(i)(14) (proposed definition of “Restricted Deposit 
Account”). 
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the amount it seeks to withdraw from its Restricted Deposit to pay the former member 

firm’s specified unpaid arbitration awards. 

 The proposed rule would create a multi-step process for FINRA’s determination 

of whether a member firm raises investor-protection concerns substantial enough to 

require that it be subject to additional obligations.  Those obligations could include a 

requirement to maintain a deposit of cash or qualified securities in an account from which 

withdrawals would be restricted, or conditions or restrictions on the member firm’s 

operations that are necessary or appropriate for the protection of investors and in the 

public interest.  The proposed rule would give each affected member firm several ways to 

affect outcomes, including a one-time opportunity to reduce staffing so as to no longer 

trigger the preliminary identification criteria and numeric thresholds.  The firm also could 

explain to the Department why it should not be subject to a Restricted Deposit 

Requirement or propose alternatives, and the firm could challenge a Department 

determination by requesting a hearing before a Hearing Officer in an expedited 

proceeding.   

 The proposed multi-step process includes numerous features designed to narrowly 

focus the new obligations on the firms most of concern.  As the flow chart in Exhibit 2d 

reflects, this process is akin to a “funnel.”  The top of the funnel applies to the range of 

member firms with the most disclosures, with a narrowing in the middle of the potential 

member firms that may be subject to additional obligations, and the bottom of the funnel 

reflecting the smaller number of member firms that are determined to present high risks 

to the investing public. 
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 General (Proposed Rule 4111(a)) 

Proposed Rule 4111(a) would require a member designated as a Restricted Firm 

to establish a Restricted Deposit Account and maintain in that account deposits of cash or 

qualified securities with an aggregate value that is not less than the member’s Restricted 

Deposit Requirement, except in certain identified situations, and be subject to conditions 

or restrictions on the member’s operations as determined by the Department to be 

necessary or appropriate for the protection of investors and in the public interest.  

 Annual Calculation by FINRA of the Preliminary Criteria for Identification 

(Proposed Rule 4111(b)) 

The multi-step process would begin with an annual calculation.  As explained 

more below, proposed Rule 4111(b) would require the Department to calculate annually 

(on a calendar-year basis) the “Preliminary Identification Metrics”13 to determine whether 

a member firm meets the “Preliminary Criteria for Identification.”14  A key driver of that 

is whether a member firm’s “Preliminary Identification Metrics” meet quantitative, risk-

based “Preliminary Identification Metrics Thresholds.”15   

Several principles guided FINRA’s development of the proposed Preliminary 

Criteria for Identification and the proposed Preliminary Identification Metrics 

Thresholds.  The criteria and thresholds are intended to be replicable and transparent to 

 
13  See proposed Rule 4111(i)(10) (definition of “Preliminary Identification 

Metrics”). 

14  See proposed Rule 4111(i)(9) (definition of “Preliminary Criteria for 
Identification”). 

15  See proposed Rule 4111(i)(11) (definition of “Preliminary Identification Metrics 
Thresholds”).  
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FINRA and affected member firms; employ the most complete and accurate data 

available to FINRA; be objective; account for different firm sizes and business profiles; 

and target the sales-practice concerns that are motivating the proposal.  These criteria are 

intended to identify member firms that present a high risk but avoid imposing obligations 

on member firms whose risk profile and activities do not warrant such obligations.   

Using these guiding principles, FINRA is proposing numeric thresholds based on 

six categories of events or conditions, nearly all of which are based on information 

disclosed through the Uniform Registration Forms.16  The six categories, collectively 

defined as the “Disclosure Event and Expelled Firm Association Categories,”17 are: 

1. Registered Person Adjudicated Events;18 

 
16  One of the event categories, Member Firm Adjudicated Events, includes events 

that are derived from customer arbitrations filed with FINRA’s dispute resolution 
forum. 

17  See proposed Rule 4111(i)(4). 

18  “Registered Person Adjudicated Events,” defined in proposed Rule 4111(i)(4)(A), 
means any one of the following events that are reportable on the registered 
person’s Uniform Registration Forms: (i) a final investment-related, consumer-
initiated customer arbitration award or civil judgment against the registered 
person in which the registered person was a named party, or was a “subject of” 
the customer arbitration award or civil judgment; (ii) a final investment-related, 
consumer-initiated customer arbitration settlement, civil litigation settlement or a 
settlement prior to a customer arbitration or civil litigation for a dollar amount at 
or above $15,000 in which the registered person was a named party or was a 
“subject of” the customer arbitration settlement, civil litigation settlement or a 
settlement prior to a customer arbitration or civil litigation; (iii) a final 
investment-related civil judicial matter that resulted in a finding, sanction or 
order; (iv) a final regulatory action that resulted in a finding, sanction or order, 
and was brought by the SEC or Commodity Futures Trading Commission 
(“CFTC”), other federal regulatory agency, a state regulatory agency, a foreign 
financial regulatory authority, or a self-regulatory organization; or (v) a criminal 
matter in which the registered person was convicted of or pled guilty or nolo 
contendere (no contest) in a domestic, foreign, or military court to any felony or 
any reportable misdemeanor. 
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2. Registered Person Pending Events;19 

3. Registered Person Termination and Internal Review Events;20 

4. Member Firm Adjudicated Events;21 

 
19  “Registered Person Pending Events,” defined in proposed Rule 4111(i)(4)(B), 

means any one of the following events associated with the registered person that 
are reportable on the registered person’s Uniform Registration Forms: (i) a 
pending investment-related civil judicial matter; (ii) a pending investigation by a 
regulatory authority; (iii) a pending regulatory action that was brought by the SEC 
or CFTC, other federal regulatory agency, a state regulatory agency, a foreign 
financial regulatory authority, or a self-regulatory organization; or (iv) a pending 
criminal charge associated with any felony or any reportable misdemeanor. 
Registered Person Pending Events does not include pending arbitrations, pending 
civil litigations, or consumer-initiated complaints that are reportable on the 
registered person’s Uniform Registration Forms. 

20  “Registered Person Termination and Internal Review Events,” defined in 
proposed Rule 4111(i)(4)(C), means any one of the following events associated 
with the registered person at a previous member firm that are reportable on the 
registered person’s Uniform Registration Forms: (i) a termination in which the 
registered person voluntarily resigned, was discharged or was permitted to resign 
from a previous member after allegations; or (ii) a pending or closed internal 
review by a previous member.  FINRA has revised this definition, from the 
version proposed in Regulatory Notice 19-17 (May 2019), to clarify that 
termination and internal review disclosures concerning a person whom a member 
firm terminated would not impact that member firm’s own Registered Person 
Termination and Internal Review Metric; rather, they would only impact the 
metrics of member firms that subsequently register the terminated individual.     

21  “Member Firm Adjudicated Events,” defined in proposed Rule 4111(i)(4)(D), 
means any one of the following events that are reportable on the member firm’s 
Uniform Registration Forms or based on customer arbitrations filed with 
FINRA’s dispute resolution forum: (i) a final investment-related, consumer-
initiated customer arbitration award in which the member was a named party; 
(ii) a final investment-related civil judicial matter that resulted in a finding, 
sanction or order; (iii) a final regulatory action that resulted in a finding, sanction 
or order, and was brought by the SEC or CFTC, other federal regulatory agency, a 
state regulatory agency, a foreign financial regulatory authority, or a self-
regulatory organization; or (iv) a criminal matter in which the member was 
convicted of or pled guilty or nolo contendere (no contest) in a domestic, foreign, 
or military court to any felony or any reportable misdemeanor. 
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5. Member Firm Pending Events;22 and 

6. Registered Persons Associated with Previously Expelled Firms (also referred 

to as the Expelled Firm Association category).23 

To calculate whether a member firm meets the Preliminary Criteria for 

Identification, the Department would first compute the Preliminary Identification Metrics 

for each of the Disclosure Event and Expelled Firm Association Categories.  Each 

category’s Preliminary Identification Metric computation would start with a calculation 

of the sum of the pertinent disclosure events or, for the Expelled Firm Association 

category, the sum of the Registered Persons Associated with Previously Expelled Firms.  

For the adjudicated disclosure-event based categories, the counts would include 

disclosure events that were resolved during the prior five years from the date of the 

calculation.  For the pending events categories and pending internal reviews, the counts 

would include disclosure events that are pending as of the date of the calculation.  In 

addition, for the three Registered Person disclosure-event based categories, the counts 

would include disclosure events across all Registered Persons In-Scope, which is defined 

 
22  “Member Firm Pending Events,” defined in proposed Rule 4111(i)(4)(E), means 

any one of the same kinds of events as the “Registered Person Pending Events,” 
but that are reportable on the member firm’s Uniform Registration Forms. 

23  “Registered Persons Associated with Previously Expelled Firms,” defined in 
proposed Rule 4111(i)(4)(F), means any “Registered Person In-Scope” who was 
registered for at least one year with a previously expelled firm and whose 
registration with the previously expelled firm terminated during the “Evaluation 
Period” (i.e., the prior five years from the “Evaluation Date,” which is the annual 
date as of which the Department calculates the Preliminary Identification 
Metrics).  See proposed Rule 4111(i)(5), (6), and (13) (proposed definitions of   
“Evaluation Date,” “Evaluation Period,” and “Registered Persons In-Scope”). 
This proposed definition is narrower than the definition proposed in Regulatory 
Notice 19-17.            
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to include persons registered with the member firm for one or more days within the one 

year prior to the calculation date.24  

Each of those six sums would then be standardized to determine the member’s six 

Preliminary Identification Metrics.  For the five “Registered Person and Member Firm 

Events” categories (Categories 1-5 above),25 the proposed Preliminary Identification 

Metrics are in the form of an average number of events per registered broker, calculated 

by taking each category’s sum and dividing it by the number of Registered Persons In-

Scope.  The sixth Preliminary Identification Metric—the proposed Expelled Firm 

Association Metric—is in the form of a percentage concentration at the member firm of 

Registered Persons Associated with Previously Expelled Firms.  This concentration is 

calculated by taking the number of Registered Persons Associated with Previously 

Expelled Firms and dividing it by the number of Registered Persons In-Scope.  

A firm’s six Preliminary Identification Metrics are used to determine if the 

member firm meets the Preliminary Criteria for Identification.  To meet the Preliminary 

Criteria for Identification, a member firm would need to meet the Preliminary 

Identification Metrics Thresholds, set forth in proposed Rule 4111(i)(11), for two or more 

of the appropriate metrics listed above for its size and, if it does, one of these metrics 

must be for adjudicated events or the Expelled Firm Association Metric, and the firm 

must have two or more Registered Person and Member Firm Events (i.e., events in 

categories besides the Registered Persons Associated with Previously Expelled Firms 

 
24  See proposed Rule 4111(i)(13). 

25  See proposed Rule 4111(i)(12) (definition of Registered Person and Member Firm 
Events). 
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category).26  This involves analyzing the extent to which the Preliminary Identification 

Metrics meet the specified numeric Preliminary Identification Metrics Thresholds and 

meet additional conditions intended to prevent a member firm from becoming potentially 

subject to additional obligations solely as a result of pending matters or a single event or 

condition.27  Specifically, the Department would:    

 first, pursuant to proposed Rules 4111(b) and (i)(9)(A), evaluate whether two or 

more of the member firm’s Preliminary Identification Metrics are equal to or 

more than the corresponding Preliminary Identification Metrics Thresholds for the 

member firm’s size, and whether at least one of those Preliminary Identification 

Metrics is the Registered Person Adjudicated Event Metric, the Member Firm 

Adjudicated Event Metric, or the Expelled Firm Association Metric; and  

 second, pursuant to proposed Rules 4111(b) and (i)(9)(B), evaluate whether the 

member firm has two or more Registered Person or Member Firm Events (i.e., 

two or more events from Categories 1-5 above).  

 
26  Including an Expelled Firm Association Metric in the Preliminary Criteria for 

Identification is similar to how FINRA Rule 3170 (Tape Recording of Registered 
Persons by Certain Firms) imposes recording requirements on firms with specific 
percentages of registered persons who were previously associated with disciplined 
firms. 

27  The purpose of ensuring that a firm does not meet the Preliminary Criteria for 
Identification solely because of pending matters is because FINRA recognizes 
that pending matters include disclosure events that may remain unresolved or that 
may subsequently be dismissed or concluded with no adverse action.  As 
explained in more detail in the Economic Impact Assessment, FINRA also 
evaluated the impact of including and excluding pending matters from the 
Preliminary Criteria for Identification.  Based on this evaluation, FINRA has 
included pending matters in the proposed criteria because they are critical to 
identifying firms that pose greater risks to their customers.   
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If all of these conditions are met, the member firm would meet the Preliminary Criteria 

for Identification.  

Each specific numeric threshold in the Preliminary Identification Metrics 

Thresholds grid in proposed Rule 4111(i)(11) is a number which represents outliers with 

respect to peers for the type of events in the category (i.e., the firm is at the far tail of the 

respective category’s distribution), which is intended to preliminarily identify member 

firms that present significantly higher risk than a large percentage of the membership.  In 

addition, there are numeric thresholds for seven different firm sizes, to ensure that each 

member firm is compared only to its similarly sized peers.28  As explained more below in 

the Economic Impact Assessment, based on recent history FINRA expects that its annual 

calculations will identify between 45-80 member firms that meet the Preliminary Criteria 

for Identification.29 

The following three examples demonstrate—in practical terms—the point at 

which a member firm’s Preliminary Identification Metrics would meet the Preliminary 

Identification Metrics Thresholds in proposed Rule 4111(i)(11): 

 
28  Because FINRA has narrowed the definition of Registered Persons Associated 

with Previously Expelled Firms from the version that was originally proposed in 
Regulatory Notice 19-17, FINRA also has revised the Expelled Firm Association 
Metric Thresholds.    

29  Due to the revisions in the Preliminary Criteria for Identification, discussed 
above, and the inclusion of the year 2019 in the review period, this estimate and 
other corresponding estimates in the Economic Impact Assessment have changed 
from the ones in Regulatory Notice 19-17. 
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 Preliminary Identification 
Metrics Thresholds 
 

Practical Equivalent 

Example 1 
(member firm size 
between 1-4 
registered persons)  

The Preliminary Identification 
Metrics Threshold for the 
Registered Person 
Adjudicated Event Metric, for 
a member firm that has 
between one and four 
Registered Persons In-Scope 
as of the Evaluation Date,30 is 
0.50 (or 0.50 events per 
Registered Broker In-Scope).   

For a member firm with four 
Registered Persons In-Scope as 
of the Evaluation Date, the 
member would meet the 
Preliminary Identification 
Metrics Threshold for the 
Registered Person Adjudicated 
Event Metric if the sum of its 
four Registered Persons In-
Scope’s Adjudicated Events, 
which reached a resolution over 
the five years before the 
Evaluation Date, was two or 
more.  
 
(4 Registered Persons In-Scope) 
* (0.50 Preliminary 
Identification Metrics Threshold 
for the Registered Person 
Adjudicated Event Metric) = (2 
Adjudicated Events) 
 

Example 2 
(member firm size 
between 20-50 
registered persons) 

The Preliminary Identification 
Metrics Threshold for the 
Member Firm Adjudicated 
Event Metric, for a member 
firm that has between 20-50 
Registered Persons In-Scope 
as of the Evaluation Date, is 
0.20 (or 0.20 events per 
Registered Broker In-Scope). 

For a member firm with 50 
Registered Persons In-Scope as 
of the Evaluation Date, the 
member firm would meet the 
Preliminary Identification 
Metrics Threshold for the 
Member Firm Adjudicated Event 
Metric if the sum of the member 
firm’s Adjudicated Events, 
which reached a resolution over 
the five years before the 
Evaluation Date, was ten or 
more.   
 
(50 Registered Persons In-
Scope) * (0.20 Preliminary 

 
30  The “Evaluation Date” is defined in proposed Rule 4111(i)(5) to mean the date, 

each calendar year, as of which the Department calculates the Preliminary 
Identification Metrics to determine if the member firm meets the Preliminary 
Criteria for Identification. 
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Identification Metrics Threshold 
for the Member Firm 
Adjudicated Event Metric) = (10 
Adjudicated Events) 
 

Example 3 
(member firm size 
between 51-150 
registered persons) 

The Preliminary Identification 
Metrics Threshold for the 
Expelled Firm Association 
Metric, for a member firm 
that has between 51-150 
Registered Persons In-Scope 
as of the Evaluation Date, is 
0.03 (or a 3% concentration 
level).   

For a member firm with 100 
Registered Persons In-Scope as 
of the Evaluation Date, the 
member firm would meet the 
Preliminary Identification 
Metrics Threshold for the 
Expelled Firm Association 
Metric if the sum of its 
Registered Persons Associated 
with Previously Expelled Firms 
was three or more.  
 
(100 Registered Persons In-
Scope) * (0.03 Preliminary 
Identification Metrics Threshold 
for the Expelled Firm 
Association Metric) = (three 
Registered Persons Associated 
with Previously Expelled Firms)   
  

 

 In a comment to Regulatory Notice 19-17, SIFMA requested more clarity around 

when the annual Evaluation Date would be.  FINRA would announce the first Evaluation 

Date no less than 120 calendar days before the first Evaluation Date.  Subsequent 

Evaluation Dates would be on the same month and day each year, except when that date 

falls on a Saturday, Sunday or federal holiday, in which case the Evaluation Date would 

be on the next business day. 

 FINRA has conducted a thorough analysis of the proposed criteria and thresholds 

to ensure that the proposed Preliminary Criteria for Identification preliminarily identify 



 Page 22 of 596 

the types of member firms that are motivating this rule proposal.31  As explained below, 

however, the proposed rule involves several additional steps to guard against the risk of 

misidentification.  

 Initial Department Evaluation (Proposed Rule 4111(c)(1)) 

For each member firm that meets the Preliminary Criteria for Identification, the 

Department would conduct, pursuant to proposed Rule 4111(c)(1), an initial internal 

evaluation to determine whether the member firm does not warrant further review under 

Rule 4111.  In doing so, the Department would review whether it has information to 

conclude that the computation of the member firm’s Preliminary Identification Metrics 

included disclosure events or other conditions that should not have been included because 

they are not consistent with the purpose of the Preliminary Criteria for Identification and 

are not reflective of a firm posing a high degree of risk.  For example, the Department 

may have information that the computation included disclosure events that were not 

sales-practice related, were duplicative (involving the same customer and the same 

matter), or mostly involved compliance concerns best addressed by a different regulatory 

response by FINRA.  The Department would evaluate the events to determine, among 

other things, whether they indicated risks to investors or market integrity, rather than, for 

instance, repeated violations of procedural rules.   

 
31  OCE has tested the Preliminary Criteria for Identification, including the 

Preliminary Identification Metrics Thresholds, in several ways.  For example, 
OCE has compared the firms captured by the proposed criteria to the firms that 
have recently been expelled or that have unpaid arbitration awards.  OCE also has 
consulted with Department staff and examiners about whether, based on their 
experience, the criteria identifies firms that appear to present high risks to 
investors. 
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The Department would also consider whether the member firm has addressed the 

concerns signaled by the disclosure events or conditions or altered its business 

operations, including staffing reductions, such that the threshold calculation no longer 

reflects the member firm’s current risk profile.  Essentially, the purpose of the 

Department’s initial evaluation is to determine whether it is aware of information that 

would show that the member firm—despite having met the Preliminary Criteria for 

Identification—does not pose a high degree of risk.  

Pursuant to proposed Rule 4111(c)(3), if the Department determines, after this 

initial evaluation, that the member firm does not warrant further review, the Department 

would conclude that year’s Rule 4111 process for the member firm and would not seek 

that year to impose any obligations on it.  If, however, the Department determines that the 

member firm does warrant further review, the Rule 4111 process would continue. 

 One-Time Opportunity to Reduce Staffing Levels (Proposed Rule 4111(c)(2)) 

If the Department determines, after its initial evaluation, that a member firm 

warrants further review under proposed Rule 4111, such member firm—if it would be 

meeting the Preliminary Criteria for Identification for the first time—would have a one-

time opportunity to reduce its staffing levels to no longer meet these criteria, within 30 

business days after being informed by the Department.  The member firm would be 

required to demonstrate the staff reduction to the Department by identifying the 

terminated individuals.  The proposed rule would prohibit the member firm from rehiring 

any persons terminated pursuant to this option, in any capacity, for one year.  A member 

firm that has reduced staffing levels at this stage may not use that staff-reduction 

opportunity again.   
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If the Department determines that the member firm’s reduction of staffing levels 

results in its no longer meeting the Preliminary Criteria for Identification, the Department 

would close out that year’s Rule 4111 process for the member firm and would not seek 

that year to impose any obligations on that firm.  If, on the other hand, the Department 

determines that the member firm still meets the Preliminary Criteria for Identification 

even after its staff reductions, or if the member firm elects not to use its one-time 

opportunity to reduce staffing levels, the Department would proceed to determine the 

firm’s maximum Restricted Deposit Requirement, and the member firm would proceed to 

a “Consultation” with the Department. 

 FINRA’s Determination of a Maximum Restricted Deposit Requirement 

(Proposed Rule 4111(i)(15)) 

For members that warrant further review after being deemed to meet the 

Preliminary Criteria for Identification and after the initial Department evaluation, the 

Department would then determine the member’s maximum “Restricted Deposit 

Requirement.”  

The Department would tailor the member firm’s maximum Restricted Deposit 

Requirement amount to its size, operations and financial conditions.  As provided in 

proposed Rule 4111(i)(15), the Department would consider the nature of the member 

firm’s operations and activities, revenues, commissions, assets, liabilities, expenses, net 

capital, the number of offices and registered persons, the nature of the disclosure events 

counted in the numeric thresholds, insurance coverage for customer arbitration awards or 

settlements, concerns raised during FINRA exams, and the amount of any of the firm’s or 

its Associated Persons’ “Covered Pending Arbitration Claims” or unpaid arbitration 
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awards.32  Based on a consideration of these factors, the Department would determine a 

maximum Restricted Deposit Requirement for the member firm that would be consistent 

with the objectives of the rule, but not significantly undermine the continued financial 

stability and operational capability of the member firm as an ongoing enterprise over the 

next 12 months.  FINRA’s intent is that the maximum Restricted Deposit Requirement 

should be significant enough to change the member firm’s behavior but not so 

burdensome that it would force the member firm out of business solely by virtue of the 

imposed deposit requirement.  

 Consultation (Proposed Rule 4111(d)) 

 If the Department determines, after the process discussed above, that a member 

firm warrants further Rule 4111 review, the Department would consult with the member 

firm, pursuant to proposed Rule 4111(d).  This Consultation will give the member firm an 

 
32  The proposed factors that the Department would consider when determining a 

maximum Restricted Deposit Requirement have been revised from the ones 
proposed in Regulatory Notice 19-17.  Some of the revisions are to ensure that 
proposed Rule 4111(i)(15) describes more accurately the factors that would be 
relevant to a determination of the maximum Restricted Deposit Requirement.  In 
this regard, the “annual revenues” and “net capital requirements” factors proposed 
in Regulatory Notice 19-17 have been modified to “revenues” and “net capital,” 
and “assets,” “expenses,” and “liabilities” have been added as factors.  Another 
revision clarifies that the Covered Pending Arbitration Claims and unpaid 
arbitration awards factors include claims and awards against the firm and its 
Associated Persons.  The Department’s consideration of claims and awards 
against the firm’s Associated Persons would focus on claims and awards against 
Associated Persons who are owners or control persons and on claims and awards 
relating to arbitrations that involved conduct or alleged conduct that occurred 
while associated with the member firm.  The revised proposed definition also 
adds the member firm’s “insurance coverage for customer arbitration awards or 
settlements” as a factor.  FINRA believes that, if Restricted Firms were able to 
procure errors and omissions policies, or other kinds of insurance coverage, for 
some or all of the kinds of arbitration claims that customers typically bring, that 
could warrant a reduced Restricted Deposit Requirement and would be behavior 
to encourage.            
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opportunity to demonstrate why it does not meet the Preliminary Criteria for 

Identification, why it should not be designated as a Restricted Firm, and why it should 

not be subject to the maximum Restricted Deposit Requirement. 

In the Consultation, there would be two rebuttable presumptions: that the member 

firm should be designated as a Restricted Firm; and that it should be subject to the 

maximum Restricted Deposit Requirement.  The member firm would bear the burden of 

overcoming those presumptions.   

Proposed Rule 4111(d)(1) governs how a member may overcome these two 

presumptions.  First, a member may overcome the presumption that it should be 

designated as a Restricted Firm by clearly demonstrating that the Department’s 

calculation that the member meets the Preliminary Criteria for Identification is inaccurate 

because, among other things, it included events, in the six categories described above, 

that should not have been included because, for example, they are duplicative, involving 

the same customer and the same matter, or are not sales-practice related.  Second, a 

member firm may overcome the presumption that it should be subject to the maximum 

Restricted Deposit Requirement by clearly demonstrating to the Department that the 

member firm would face significant undue financial hardship if it were required to 

maintain the maximum Restricted Deposit Requirement and that a lesser deposit 

requirement would satisfy the objectives of Rule 4111 and be consistent with the 

protection of investors and the public interest; or that other conditions and restrictions on 

the operations and activities of the member firm and its associated persons would address 

the concerns indicated by the thresholds and protect investors and the public interest.   
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Proposed Rule 4111(d)(2) governs how the Department would schedule and 

provide notice of the Consultation.  In a change from the proposal in Regulatory Notice 

19-17, the Department would provide the written letter required by the rule at least seven 

days prior to the Consultation, and would establish a process whereby the member can 

request a postponement for good cause shown.  These changes, which are in response to a 

comment on Regulatory Notice 19-17, are intended to ensure that the firms have 

sufficient time to prepare for the Consultation and to enhance the procedural protections.     

Proposed Rule 4111(d)(3) provides guidance on what the Department would 

consider during the Consultation when evaluating whether a member firm should be 

designated as a Restricted Firm and subject to a Restricted Deposit Requirement.  This 

provision also provides member firms with guidance on how to attempt to overcome the 

two rebuttable presumptions.  For example, proposed Rule 4111(d)(3) requires that the 

Department consider: 

 information provided by the member firm during any meetings as part of 

the Consultation;  

 relevant information or documents, if any, submitted by the member firm, 

in the manner and form prescribed by the Department, as would be 

necessary or appropriate for the Department to review the computation of 

the Preliminary Criteria for Identification;  

 any plan submitted by the member firm, in the manner and form 

prescribed by the Department, proposing in detail the specific conditions 

or restrictions that the member firm seeks to have the Department 

consider;  
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 such other information or documents as the Department may reasonably 

request from the member firm related to the evaluation; and  

 any other information the Department deems necessary or appropriate to 

evaluate the matter.   

To the extent a member firm seeks to claim undue financial hardship, it would be 

the member firm’s burden to support that with documents and information. 

 Department Decision and Notice (Proposed Rule 4111(e)); No Stays 

After the Consultation, proposed Rule 4111(e) would require that the Department 

render a Department decision.  Under proposed Rule 4111(e)(1), there are three paths that 

decision might take: 

 If the Department determines that the member firm has rebutted the 

presumption that it should be designated as a Restricted Firm, the 

Department’s decision would state that the member firm will not be 

designated that year as a Restricted Firm.   

 If the Department determines that the member firm has not rebutted the 

presumption that it should be designated as a Restricted Firm or the 

presumption that it must maintain the maximum Restricted Deposit 

Requirement, the Department’s decision would designate the member firm 

as a Restricted Firm and require the member firm to promptly establish a 

Restricted Deposit Account, deposit and maintain in that account the 

maximum Restricted Deposit Requirement, and implement and maintain 

specified conditions or restrictions, as necessary or appropriate, on the 

operations and activities of the member firm and its associated persons 
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that relate to, and are designed to address the concerns indicated by, the 

Preliminary Criteria for Identification and protect investors and the public 

interest. 

 If the Department determines that the member firm has not rebutted the 

presumption that it should be designated as a Restricted Firm but has 

rebutted the presumption that it must maintain the maximum Restricted 

Deposit Requirement, the Department’s decision would designate the 

member firm as a Restricted Firm; would impose no Restricted Deposit 

Requirement on the member firm, or would require the member firm to 

promptly establish a Restricted Deposit Account, deposit and maintain in 

that account a Restricted Deposit Requirement in such dollar amount less 

than the maximum Restricted Deposit Requirement as the Department 

deems necessary or appropriate; and would require the member firm to 

implement and maintain specified conditions or restrictions, as necessary 

or appropriate, on the operations and activities of the member firm and its 

associated persons that relate to, and are designed to address the concerns 

indicated by, the Preliminary Criteria for Identification and protect 

investors and the public interest. 

Pursuant to proposed Rule 4111(e)(2), the Department would provide a written notice of 

its decision to the member firm, pursuant to proposed Rule 9561 and no later than 30 

days from the latest scheduling letter provided to the member firm under proposed Rule 

4111(d)(2), that states the obligations to be imposed on the member firm, if any, and the 
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ability of the member firm to request a hearing with the Office of Hearing Officers in an 

expedited proceeding, as further described below. 

Proposed Rule 4111(e)(2) would provide that a request for a hearing would not 

stay the effectiveness of the Department’s decision.  However, upon requesting a hearing 

of a Department decision that imposes a Restricted Deposit Requirement, the member 

firm would only be required to maintain in a Restricted Deposit Account the lesser of 

25% of its Restricted Deposit Requirement or 25% of its average excess net capital 

during the prior calendar year, until the Office of Hearing Officers or the NAC issues its 

final written decision in the expedited proceeding.33  This has one exception: a member 

firm that is re-designated as a Restricted Firm and is already subject to a previously 

imposed Restricted Deposit Requirement would be required to maintain the full amount 

of its Restricted Deposit Requirement until the Office of Hearing Officers or the NAC 

issues its final written decision in the expedited proceeding. 

Considering the nature of the firms identified as Restricted Firms and the risks 

they present, the immediate effectiveness of the Department’s decision will help protect 

investors during the pendency of the expedited proceeding.  Moreover, FINRA believes 

that the no-stay provision is consistent with fairness principles, because obligations 

would be imposed only after firms are preliminarily identified, from among their firm-

 
33  In Regulatory Notice 19-17 (May 2019), FINRA originally proposed that the 

member firm would be required, upon requesting a hearing, to deposit the lesser 
of 50% of the Restricted Deposit Requirement or 25% of the firm’s average 
excess net capital during the prior calendar year.  FINRA has revised this 
provision because, although the no-stay provisions are a fundamental part of how 
the proposed rule would protect investors, FINRA believes that this aspect of the 
no-stay provisions could be less burdensome than originally proposed and still 
achieve its intended purpose.    
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size peer group, by transparent criteria and a process that involves an initial evaluation 

and a consultation with the firm.      

 Continuation or Termination of Restricted Firm Obligations (Proposed Rule 

4111(f)) 

The proposed Restricted Firm Obligations Rule would require FINRA to 

determine annually whether each member firm is, or continues to be, a Restricted Firm 

and whether the member firm should be subject to any obligations.  For this reason, 

proposed Rule 4111(f) contains provisions that set forth how any obligations that were 

imposed during the Rule 4111 process in one year are continued or terminated in that 

same year and in subsequent years.   

Proposed Rule 4111(f)(1), titled “Currently Designated Restricted Firms,” 

establishes constraints on a member firm’s ability to seek to modify or terminate, directly 

or indirectly, any obligations imposed pursuant to Rule 4111.  Because the Restricted 

Firm Obligations Rule would entail annual reviews by the Department to determine 

whether a member firm is a Restricted Firm that should be subject to obligations, a 

Restricted Firm could seek each year to terminate or modify any obligations that continue 

to be imposed.  For this reason, proposed Rule 4111 does not authorize a Restricted Firm 

to seek, outside of the Consultation process and any ensuing expedited proceedings after 

a Department decision, a separate interim termination or modification of any obligations 

imposed.  Rather, proposed Rule 4111(f)(1) provides that a member firm that has been 

designated as a Restricted Firm will not be permitted to withdraw all or any portion of its 

Restricted Deposit Requirement, or seek to terminate or modify any deposit requirement, 

conditions, or restrictions that have been imposed on it, without the prior written consent 
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of the Department.  In a change from the proposal in Regulatory Notice 19-17, there 

would be a presumption that the Department shall deny an application by a member firm 

or former member firm that is currently designated as a Restricted Firm to withdraw all 

or any portion of its Restricted Deposit Requirement.34   

Proposed Rule 4111(f)(2), titled “Re-Designation as a Restricted Firm,” addresses 

the scenario when the Department determines in one year that a member firm is a 

Restricted Firm, and in the following year determines that the member firm still meets the 

Preliminary Criteria for Identification.  In that instance, the Department would re-

designate the member firm as a Restricted Firm, and the obligations previously imposed 

on the member firm would continue unchanged, unless either the member firm or the 

Department requests, within seven days of the Department’s decision to re-designate the 

member firm as a Restricted Firm, a Consultation.35  If a Consultation is requested, the 

obligations previously imposed would continue unchanged unless and until the 

Department modifies or terminates them after the Consultation.  In addition, in the 

Consultation process, a presumption would apply that any previously imposed Restricted 

Deposit Requirement, conditions or restrictions would remain effective and unchanged, 

absent a showing by the party seeking changes that they are no longer necessary or 

appropriate for the protection of investors or in the public interest.  At the end of the 

Consultation, the Department would be required to provide written notice of its 

 
34  This revision, and additional revisions to proposed Rule 4111(f)(3) discussed 

below, are intended to make more clear the process that would guide the 
Department’s assessment of applications for withdrawal from a Restricted 
Deposit Requirement.   

35  The seven-day period to request a Consultation is a revision from the proposal in 
Regulatory Notice 19-17 (May 2019), which proposed a 30-day period.  
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determination to the member firm, no later than 30 days from the date of the latest 

scheduling letter provided to the member firm under Rule 4111(d)(2).   

Proposed Rule 4111(f)(3), titled “Previously Designated Restricted Firms,” 

addresses the scenario where the Department determines in one year that a member firm 

is a Restricted Firm, but in the following year(s) determines that the member firm or 

former member firm36 either does not meet the Preliminary Criteria for Identification or 

should not be designated as a Restricted Firm.  In that case, the member firm or former 

member firm would no longer be subject to any obligations previously imposed under 

proposed Rule 4111.  There would be one exception: a former Restricted Firm would not 

be permitted to withdraw any portion of its Restricted Deposit Requirement without 

submitting an application and obtaining the Department’s prior written consent for the 

withdrawal.  Such an application would be required to include, among other things set 

forth in proposed Rule 4111(f)(3)(A), evidence as to whether the firm, its Associated 

Persons, or the former member firm have Covered Pending Arbitration Claims or any 

unpaid arbitration awards outstanding.  

The Department would determine whether to authorize a withdrawal, in part or in 

whole.  Proposed Rule 4111(f)(3)(B)(i) would establish a presumption that the 

Department shall approve an application for withdrawal if the member firm, its 

Associated Persons, or the former member firm have no Covered Pending Arbitration 

Claims or unpaid arbitration awards.  Proposed Rule 4111(f)(3)(B)(ii) would establish 

presumptions that the Department shall: (a) deny an application for withdrawal if the 

member firm, the member firm’s Associated Persons who are owners or control persons, 

 
36  See proposed Rule 4111(i)(7) (definition of “Former Member”). 
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or the former member have any “Covered Pending Arbitration Claims,” unpaid 

arbitration awards, or if the member’s Associated Persons have any “Covered Pending 

Arbitration Claims” or unpaid arbitration awards relating to arbitrations that involved 

conduct or alleged conduct that occurred while associated with the member; but (b) 

approve an application by a former member for withdrawal if the former member 

commits in the manner specified by the Department to use the amount it seeks to 

withdraw from its Restricted Deposit to pay the former member’s specified unpaid 

arbitration awards.37  The Department would be required to issue, pursuant to proposed 

Rule 9561, a notice of its decision on an application to withdraw from the Restricted 

Deposit Account within 30 days from the date the application is received by the 

Department. 

 Restricted Deposit Account (Proposed Rule 4111(i)(14)) 

If a Department decision requires a member firm to establish a Restricted Deposit 

Account, proposed Rule 4111(i)(14) would govern this account.  The underlying policy 

for the proposed account requirements is that, to make a deposit requirement effective in 

creating appropriate incentives to member firms that pose higher risks to change their 

behavior, the member firm must be restricted from withdrawing any of the required 

deposit amount, even if it terminates its FINRA membership.  

 
37  The presumptions in proposed Rule 4111(f)(3)(B) have been modified from what 

was proposed in Regulatory Notice 19-17.  In addition, in clarifying changes from 
Regulatory Notice 19-17, proposed Rule 4111(f)(3) expressly provides that the 
Covered Pending Arbitration Claims and unpaid arbitration awards of a member 
firm’s “Associated Persons” are pertinent to an application for a withdrawal from 
the Restricted Deposit Requirement.   
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The proposed rule would require that the Restricted Deposit Account be 

established, in the name of the member firm, at a bank or the member firm’s clearing 

firm.  The account must be subject to an agreement in which the bank or the clearing firm 

agrees: not to permit withdrawals from the account absent FINRA’s prior written 

consent; to keep the account separate from any other accounts maintained by the member 

firm with the bank or clearing firm; that the cash or qualified securities on deposit will 

not be used directly or indirectly as security for a loan to the member firm by the bank or 

the clearing firm, and will not be subject to any set-off, right, charge, security interest, 

lien, or claim of any kind in favor of the bank, clearing firm or any person claiming 

through the bank or clearing firm; that if the member firm becomes a former member, the 

Restricted Deposit Requirement in the account must be maintained, and withdrawals will 

not be permitted without FINRA’s prior written consent; that FINRA is a third-party 

beneficiary to the agreement; and that the agreement may not be amended without 

FINRA’s prior written consent.  In addition, the account could not be subject to any right, 

charge, security interest, lien, or claim of any kind granted by the member.38 

 Books and Records (Proposed Rule 4111(g))  

Proposed Rule 4111(g) would establish new requirements to maintain books and 

records that evidence the member firm’s compliance with the Restricted Firm Obligations 

Rule and any Restricted Deposit Requirement or other conditions or restrictions imposed 

under that rule.  In addition, the proposed books and records provision would specifically 

 
38  In the event of a liquidation of a Restricted Firm, funds or securities on deposit in 

the Restricted Deposit Account would be additional financial resources available 
for the Restricted Firm’s trustee to distribute to those with claims against the 
Restricted Firm. 



 Page 36 of 596 

require a member firm subject to a Restricted Deposit Requirement to provide to the 

Department, upon its request, records that demonstrate the member firm’s compliance 

with that requirement. 

 Notice of Failure to Comply (Proposed Rule 4111(h)) 

FINRA also is proposing a requirement to address the situation when a member 

firm fails to comply with the obligations imposed pursuant to proposed Rule 4111.  

Under proposed Rule 4111(h), FINRA would be authorized to issue a notice pursuant to 

proposed Rule 9561 directing a member firm that is not in compliance with its Restricted 

Deposit Requirement, or with any conditions or restrictions imposed under Rule 4111, to 

suspend all or a portion of its business. 

 Definitions (Proposed Rule 4111(i)) 

A complete list of defined terms used in proposed Rule 4111 appears in proposed 

Rule 4111(i).39 

 Net Capital Treatment of the Deposits in the Restricted Deposit Account 

(Proposed Rule 4111.01) 

Proposed Supplementary Material .01 would clarify that because of the 

restrictions on withdrawals from a Restricted Deposit Account, deposits in such an 

account cannot be readily converted to cash and therefore shall be deducted in 

determining the member’s net capital under Exchange Act Rule 15c3-140 and FINRA 

Rule 4110.  

 
39  See Exhibit 5. 

40  17 CFR 240.15c3-1. 
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 Compliance with Continuing Membership Application Rule (Proposed Rule 

4111.02 - Compliance with Rule 1017) 

Proposed Supplementary Material .02 would clarify that nothing in proposed Rule 

4111 would alter a member firm’s obligations under Rule 1017 (Application for 

Approval of Change in Ownership, Control, or Business Operations).  A member firm 

subject to proposed Rule 4111 would need to continue complying with the requirements 

of Rule 1017 and submit continuing membership applications as necessary. 

 Examples of Conditions and Restrictions (Proposed Rule 4111.03) 

In a change from Regulatory Notice 19-17, FINRA is proposing to add, in 

supplementary material to proposed Rule 4111, a non-exhaustive list of examples of 

conditions and restrictions that the Department could impose on Restricted Firms.  

FINRA believes that providing these examples will provide clarity about the 

Department’s authority to impose conditions and restrictions without restricting the 

Department’s flexibility to react and respond to different sources of risk.  The non-

exhaustive list of examples of conditions and restrictions includes: (1) limitations on 

business expansions, mergers, consolidations or changes in control; (2) filing all 

advertising with FINRA’s Department of Advertising Regulation; (3) imposing 

requirements on establishing and supervising offices; (4) requiring a compliance audit by 

a qualified, independent third party; (5) limiting business lines or product types offered;  

(6) limiting the opening of new customer accounts; (7) limiting approvals of registered 

persons entering into borrowing or lending arrangements with their customers; 

(8) requiring the member to impose specific conditions or limitations on, or to prohibit, 

registered persons’ outside business activities of which the member has received notice 
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pursuant to Rule 3270; and (9) requiring the member to prohibit or, as part of its 

supervision of approved private securities transactions for compensation under Rule 3280 

or otherwise, impose specific conditions on associated persons’ participation in private 

securities transactions of which the member has received notice pursuant to Rule 3280.       

 Planned Review of Proposed Rule 4111 

FINRA plans to conduct a review of proposed Rule 4111 after gaining sufficient 

experience under proposed Rule 4111.  Among other things, FINRA would review 

whether the Preliminary Identification Metrics Thresholds remain targeted and effective 

at identifying member firms that pose higher risks.  

Proposed Amendments to the Rule 9550 Series to Establish a New Expedited 

Proceeding to Implement the Requirements of Proposed Rule 4111 

FINRA is proposing to establish a new expedited proceeding in proposed Rule 

9561 (Procedures for Regulating Activities Under Rule 4111) that would allow member 

firms to request a prompt review of the Department’s determinations under the Restricted 

Firm Obligations Rule and grant a right to challenge any of the “Rule 4111 

Requirements,” including any Restricted Deposit Requirements, imposed.41  The new 

expedited proceeding would govern how the Department provides notice of its 

determinations and afford affected member firms the right to seek a Hearing Officer’s 

review of those determinations.  The proposed expedited proceeding is similar in nature 

to FINRA’s other expedited proceedings. 

 
41  Proposed Rule 9561(a)(1) would define the “Rule 4111 Requirements” to mean 

the requirements, conditions, or restrictions imposed by a Department 
determination under proposed Rule 4111. 
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 Notices Under Proposed Rule 4111 (Proposed Rule 9561(a)) 

Proposed Rule 9561(a) would establish an expedited proceeding for the 

Department’s determinations under proposed Rule 4111 to designate a member firm as a 

Restricted Firm and impose obligations on the member; and to deny a member’s request 

to access all or part of its Restricted Deposit Requirement.  

Proposed Rule 9561(a) would require the Department to serve a notice that 

provides its determination and the specific grounds and factual basis for the Department’s 

action; states when the action will take effect; informs the member firm that it may file, 

pursuant to Rule 9559, a request for a hearing in an expedited proceeding within seven 

days after service of the notice; and explains the Hearing Officer’s authority.  The 

proposed rule also would provide that, if a member firm does not request a hearing, the 

notice of the Department’s determination will constitute final FINRA action. 

Proposed Rule 9561(a) also would provide that any of the Rule 4111 

Requirements imposed in a notice issued under proposed Rule 9561(a) are immediately 

effective.  In general, a request for a hearing would not stay those requirements.  There 

would be one partial exception: when a member firm requests review of a Department 

determination under proposed Rule 4111 that imposes a Restricted Deposit Requirement 

on the member for the first time, the member firm would be required to deposit, while the 

expedited proceeding was pending, the lesser of 25% of its Restricted Deposit 

Requirement or 25% of its average excess net capital over the prior year.  
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 Notice for Failure to Comply with the Proposed Rule 4111 Requirements  

(Proposed Rule 9561(b)) 

Proposed Rule 9561(b) would establish an expedited proceeding to address a 

member firm’s failure to comply with any requirements imposed pursuant to proposed 

Rule 4111.  

Proposed Rule 9561(b) would authorize the Department, after receiving 

authorization from FINRA’s chief executive officer (“CEO”), or such other executive 

officer as the CEO may designate, to serve a notice stating that the member firm’s failure 

to comply with the Rule 4111 Requirements, within seven days of service of the notice, 

will result in a suspension or cancellation of membership.  The proposed rule would 

require that the notice identify the requirements with which the member firm is alleged to 

have not complied; include a statement of facts specifying the alleged failure; state when 

the action will take effect; explain what the member firm must do to avoid the suspension 

or cancellation; inform the member firm that it may file, pursuant to Rule 9559, a request 

for a hearing in an expedited proceeding within seven days after service of the notice; and 

explain the Hearing Officer’s authority.  The proposed rule also would provide that, if a 

member firm does not request a hearing, the suspension or cancellation will become 

effective seven days after service of the notice. 

Proposed Rule 9561(b) also would provide that a member firm could file a 

request seeking termination of a suspension imposed pursuant to the rule, on the ground 

of full compliance with the notice or decision.  The proposed rule would authorize the 

head of the Department to grant relief for good cause shown. 
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 Hearings (Proposed Amendments to the Hearing Procedures Rule) 

If a member firm requests a hearing under proposed Rule 9561, the hearing would 

be subject to Rule 9559 (Hearing Procedures for Expedited Proceedings Under the Rule 

9550 Series).  FINRA is proposing several amendments to Rule 9559 that would be 

specific to hearings requested pursuant to proposed Rule 9561. 

Hearings in expedited proceedings under proposed Rule 9561 would have 

processes that are similar to the hearings in most of FINRA’s other expedited 

proceedings—including requirements for the parties’ exchange of documents and 

exhibits, the time for conducting the hearing, evidence, the record of the hearing, the 

record of the proceeding, failures to appear, the timing and contents of the Hearing 

Officer’s decision, the Hearing Officer’s authority, and the authority of the NAC to call 

an expedited proceeding for review—and FINRA is proposing amendments to the Rule 

9559 provisions that govern these processes to adapt them for expedited proceedings 

under proposed Rule 9561.  A few features of the proposed amendments to Rule 9559 

warrant emphasis or guidance. 

 Hearing Officer’s Authority (Proposed Amended Rule 9559(d) 

and (n))  

Hearings in expedited proceedings under proposed Rule 9561 would be presided 

over by a Hearing Officer.  The Hearing Officer’s authority would differ depending on 

whether the hearing is in an action brought under proposed Rule 9561(a) (Notices Under 

Rule 4111) or 9561(b) (Notice for Failure to Comply with the Rule 4111 Requirements). 

Proposed amended Rule 9559(n)(6) would provide that the Hearing Officer, in 

actions brought under proposed Rule 9561(a), may approve or withdraw any and all of 
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the Rule 4111 Requirements, or remand the matter to the Department, but may not 

modify any of the Rule 4111 Requirements, or impose any other requirements or 

obligations available under proposed Rule 4111.  

Proposed amended Rule 9559(n)(6) would authorize the Hearing Officer, in 

failure-to-comply actions under proposed Rule 9561(b), to approve or withdraw the 

suspension or cancellation of membership, and impose any other fitting sanction.  

Authorizing a Hearing Officer to impose any other fitting sanction is intended to provide 

a Hearing Officer with authority that is appropriate for responding to situations involving 

member firms that repeatedly fail to comply with an effective FINRA action under 

proposed Rule 4111. 

 Timing Requirements  

The proposed amendments to the Hearing Procedures Rule are intended to give 

member firms a prompt process for challenging a Department decision under proposed 

Rule 4111.  Proposed amended Rule 9559(f) would require that a hearing in actions 

under proposed Rule 9561(a) be held within 30 days, and that a hearing in failure-to-

comply actions under proposed Rule 9561(b) be held within 14 days, after the member 

firm requests a hearing.42 

Proposed amended Rule 9559(o) would require the Hearing Officer, in all actions 

pursuant to proposed Rule 9561, to prepare a proposed written decision, and provide it to 

the NAC’s Review Subcommittee, within 60 days of the date of the close of the hearing.  

Pursuant to Rule 9559(q), the Review Subcommittee could call the proceeding for review 

 
42  Proposed amendments to Rule 9559 contain other related timing requirements for 

proceedings pursuant to proposed Rule 9561. 
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within 21 days after receipt of the proposed decision.  As in most expedited proceedings, 

the timing of FINRA’s final decision would then depend on whether or not the Review 

Subcommittee calls the matter for review.43 

 Contents of the Decision 

Proposed amended Rule 9559(p) would govern the contents of the Hearing 

Officer’s decision.  The proposed amendments would broaden Rule 9559(p)(6) to 

account for the kinds of obligations that could be imposed under proposed Rule 4111.  

Rule 9559(p) would otherwise remain the same.  For example, Rule 9559(p) would 

continue to require that the Hearing Officer’s decision include a statement setting forth 

the findings of fact with respect to any act or practice the respondent was alleged to have 

committed or omitted or any condition specified in the notice, the Hearing Officer’s 

conclusions regarding the condition specified in the notice, and a statement in support of 

the disposition of the principal issues raised in the proceeding.   

Additional guidance may be helpful, considering the different kinds of issues that 

may arise in an expedited proceeding pursuant to proposed Rule 9561.  For example, in a 

request for a hearing of a Department determination that imposes a Restricted Deposit 

Requirement or other obligations under Rule 4111, the principal issues raised may 

include whether: (1) the member firm should not be designated a Restricted Firm; (2) the 

Department incorrectly included disclosure events when calculating whether the member 

firm meets the Preliminary Criteria for Identification; (3) a Restricted Deposit 

Requirement would impose an undue financial burden on the member firm; or (4) the 

obligations imposed are inconsistent with the standards set forth in proposed Rule 

 
43  See FINRA Rule 9559(q). 
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4111(e).  In a request for a hearing of a Department determination that denies a request to 

withdraw amounts from a Restricted Deposit Account, the principal issues raised may 

include whether the member firm or its Associated Persons have Covered Pending 

Arbitration Claims or unpaid arbitration awards and the nature of those claims or awards. 

 No Collateral Attacks on Underlying Disclosure Events 

In expedited proceedings pursuant to proposed Rule 9561(a) to review a 

Department determination under the Restricted Firm Obligations Rule, a member firm 

may sometimes seek to demonstrate that the Department included incorrectly disclosure 

events when calculating whether the member firm meets the Preliminary Criteria for 

Identification.  When the member firm does so, however, it would not be permitted to 

collaterally attack the underlying merits of those final actions.  An expedited proceeding 

under proposed Rule 9561 would not be the forum for attempting to re-litigate past final 

actions.44 

 As noted in Item 2 of this filing, if the Commission approves the proposed rule 

change, FINRA will announce the effective date of the proposed rule change in a 

Regulatory Notice to be published no later than 60 days following Commission approval.  

 
44  Attempts to collaterally attack final matters are also precluded in other FINRA 

proceedings.  Cf. Dep’t of Enforcement v. Amundsen, Complaint No. 
2010021916601, 2012 FINRA Discip. LEXIS 54, at *21-24 (FINRA NAC Sept. 
20, 2012) (rejecting respondent’s attempt to collaterally attack a judgment that 
was required to be disclosed on Form U4), aff’d, Exchange Act Release No. 
69406, 2013 SEC LEXIS 1148 (Apr. 18, 2013), aff’d, 575 F. App’x 1 (D.C. Cir. 
2014); Membership Continuance Application of Member Firm, Application No. 
20060058633, 2007 FINRA Discip. LEXIS 31, at *51 (July 2007) (holding, in a 
membership proceeding, that a firm may not address its and its FINOP’s past 
disciplinary history by collaterally attacking those past violations) (citing BFG 
Sec., Inc., 55 S.E.C. 276, 279 n.5 (2001)); Jan Biesiadecki, 53 S.E.C. 182, 185 
(1997) (describing, in eligibility proceedings, FINRA’s long-standing policy of 
prohibiting collateral attacks on underlying disqualifying events). 
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The effective date will be no later than 60 days following publication of the Regulatory 

Notice announcing Commission approval.45 

(b)   Statutory Basis 

 FINRA believes that the proposed rule change is consistent with the provisions of 

Section 15A(b)(6) of the Act,46 which requires, among other things, that FINRA rules 

must be designed to prevent fraudulent and manipulative acts and practices, to promote 

just and equitable principles of trade, and, in general, to protect investors and the public 

interest.  The proposed rule change is designed to protect investors and the public interest 

by strengthening the tools available to FINRA to address the risks posed by member 

firms with a significant history of misconduct, including firms at which individuals with a 

significant history of misconduct concentrate.  The proposed rule would create strong 

measures of deterrence while a firm is designated as a Restricted Firm, limiting the 

potential for harm to the public.  It also should create incentives for firms to change 

 
45  FINRA notes that the proposed rule change would impact all member firms, 

including member firms that have elected to be treated as capital acquisition 
brokers (“CABs”), given that the CAB rule set incorporates the FINRA Rule 9550 
Series by reference.  In addition, FINRA is proposing to adopt CAB Rule 412, to 
reflect that a CAB would be subject to Rule 4111.   

 The proposed rule change would not impact, however, member firms that are 
funding portals.  At this time, regulatory experience with funding portals is still at 
an early stage.  The permissible business activities of funding portals are limited 
and, as such, it is not clear that funding portals present the corresponding risks 
that FINRA is seeking to address in the broker-dealer space.  Moreover, 
developing relevant metrics and thresholds for funding portals would require a 
separate effort and analysis because, unlike broker-dealers, the Uniform 
Registration Forms do not apply to funding portals and their associated persons.  
Accordingly, FINRA is proposing to amend Funding Portal Rule 900(a) to add 
proposed Rule 9561 as a rule to which funding portal members would not be 
subject. 

46  15 U.S.C. 78o-3(b)(6). 
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behaviors and activities, either to avoid being designated as a Restricted Firm or lose an 

existing Restricted Firm designation, to mitigate FINRA’s concerns. 

4.   Self-Regulatory Organization’s Statement on Burden on Competition 

FINRA does not believe that the proposed rule change will result in any burden 

on competition that is not necessary or appropriate in furtherance of the purposes of the 

Act.   

FINRA has undertaken an economic impact assessment, as set forth below, to 

analyze the regulatory need for the proposed rulemaking, its potential economic impacts, 

including anticipated benefits and costs, and the alternatives FINRA considered in 

assessing how to best meet its regulatory objectives. 

Economic Impact Assessment 

A. Regulatory Need 

 FINRA uses a number of measures to deter and discipline misconduct by firms 

and brokers, and continually strives to strengthen its oversight of the brokers and firms it 

regulates.  These measures span across several FINRA programs, including review of 

new and continuing membership applications, risk monitoring of broker and firm activity, 

cycle and cause examinations, and enforcement and disciplinary actions. 

  As part of its efforts to monitor and deter misconduct, FINRA has adopted rules 

that impose supervisory obligations on firms to ensure they are appropriately supervising 

their brokers’ activities.  These rules require each firm to establish, maintain and enforce 

written procedures to supervise the types of business in which it engages and the 

activities of its associated persons that are reasonably designed to achieve compliance 

with applicable securities laws and regulations, and FINRA rules.  Under this regulatory 
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framework, FINRA also provides guidance to ensure consistency in interpretation of the 

rules and to further strengthen compliance across firms.  As such, all firms play an 

important role in ensuring effective compliance with applicable securities laws and 

FINRA rules to prevent misconduct.  This is consistent with the incentives of economic 

agents.47 

 Nonetheless, some firms do not effectively carry out these supervisory obligations 

to ensure compliance and they act in ways that could harm their customers—sometimes 

substantially.  For example, recent academic studies find that some firms persistently 

employ brokers who engage in misconduct, and that misconduct can be concentrated at 

these firms.  These studies also provide evidence of predictability of future disciplinary 

and other regulatory-related events for brokers and firms with a history of past similar 

events.48  These patterns suggest that some firms may not be acting appropriately as a 

first line of defense to prevent customer harm.  Further, some firms may take advantage 

of the fair-process protections afforded to them under the federal securities laws and 

FINRA rules to forestall timely and appropriate regulatory actions, thereby limiting 

FINRA’s ability to curb misconduct promptly.  Without additional protections, the risk of 

potential customer harm may continue to exist at firms that fail to effectively carry out 

their supervisory obligations or are associated with a significant number of regulatory-

related events.  Further, even where harmed investors obtain arbitration awards, harm 

 
47  See, e.g., Roland Strausz, Delegation of Monitoring in a Principal-Agent 

Relationship, Rev. Econ. Stud. 64(3):337-57 (July 1997).  The paper shows that in 
a standard principal-agent framework, the delegation of monitoring by the 
principal (e.g., a regulator) to the agent (e.g., a firm) can be economically efficient 
for both parties.     

48  See supra note 4. 
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followed by recompense typically comes with some economic costs to customers and 

brokers, and firms may still fail to pay those awards.  Unpaid arbitration awards harm 

successful customer claimants and may diminish investors’ confidence in the arbitration 

process.49 

 To mitigate these risks, FINRA seeks additional authority to impose obligations 

on firms that pose these types of greater risk to their customers.  The proposed Restricted 

Firm Obligations Rule would identify firms based upon a concentration of significant 

firm and broker events on their disclosure records that meet the proposed criteria and 

specified thresholds.  Under the proposal, FINRA seeks to impose obligations on the 

operations and activities of the member and its associated persons that are necessary or 

appropriate to address the concerns indicated by the Preliminary Criteria for 

Identification and protect investors and the public interest.  

B.  Economic Baseline 

 The economic baseline used to evaluate the economic impacts of the proposed 

rules is the current regulatory framework, including FINRA rules relating to supervision, 

the membership application process, statutory disqualification proceedings and 

disciplinary proceedings that provide rules to deter and discipline misconduct by firms 

and brokers.  This baseline serves as the primary point of comparison for assessing 

economic impacts of the proposed rules, including incremental benefits and costs.  

 The proposals are intended to apply to firms that pose far greater risks to their 

customers than other firms.  One identifier of these types of firms is that they and their 

 
49  Investors may also file claims in courts or other dispute resolution forums.  

Successful claimants in these forums may face similar challenges associated with 
collecting awards or judgments. 



 Page 49 of 596 

brokers generally have substantially more regulatory-related events on their records than 

do their peers.50  Consistent with this, the proposed Restricted Firm Obligations Rule 

would specifically apply to firms that have far more Registered Person and Member Firm 

Events, or far higher concentrations of Registered Persons Associated with Previously 

Expelled Firms, compared to their peers.51  Based on staff analysis of all firms registered 

with FINRA between 2013 and 2019, firms that would have met the Preliminary Criteria 

for Identification had on average four to nine times more Registered Person and Member 

Firm Events than peer firms at the time of identification.  Specifically, the number of 

events per firm, for firms that would have met the Preliminary Criteria for Identification, 

ranged, on average, from 25-52 events during the Evaluation Period, compared to 4-5 

events per firm for firms that would not have met the Preliminary Criteria for 

Identification.  The median number of events per firm, for the firms that would have met 

the Preliminary Criteria for Identification, ranged from approximately 9-18 events, 

compared to zero events among other firms that would not have met the Preliminary 

Criteria for Identification.   

 Although disciplinary and regulatory-related events are one of the identifiers for 

firms posing higher risk, FINRA recognizes that firms posing higher risks do not always 

 
50  As discussed above, recent studies provide evidence of predictability of future 

regulatory-related events for brokers and firms with a history of past regulatory-
related events.  As a result, brokers and firms with a history of past regulatory-
related events pose greater risk of future harm to their customers than other 
brokers and firms. 

51  For example, for each of the six Preliminary Identification Metrics, the 
Preliminary Identification Metrics Threshold was chosen to capture one to five 
percent of the firms with the highest number of events per registered broker or the 
highest concentrations of Registered Persons Associated with Previously Expelled 
Firms, in respective firm-size categories. 
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manifest themselves with greater disclosures on their records.  These firms may be 

newer, have recently made changes in management, staff or approach, or simply may be 

more effective in avoiding regulatory marks.   

C. Economic Impacts 

1.  Proposed Restricted Firm Obligations Rule 

 To estimate the number and types of firms that would meet the Preliminary 

Criteria for Identification, FINRA analyzed the categories of events and conditions 

associated with the proposed criteria for all firms during the 2013-2019 review period.  

For each year, FINRA determined the approximate number of firms that would have met 

the proposed criteria.  The number of firms that would have met the proposed criteria 

during the review period serves as a reasonable estimate for the number of firms that 

would have been directly impacted by this proposal had it been in place at the time.  This 

analysis indicates that there were 45-80 such firms at the end of each year during the 

review period, as shown in Exhibit 3a.  These firms represent 1.3-2.0% of all firms 

registered with FINRA in any year during the review period.  The population of firms 

identified by the proposed criteria reflects the distribution of firm size in the full 

population of registered firms.  Approximately 88-94% of these firms were small, 4-12% 

were mid-size and 0-3% were large at the end of each year during the review period, as 

shown in Exhibit 3b.52 

 
52  FINRA defines a small firm as a member with at least one and no more than 150 

registered persons, a mid-size firm as a member with at least 151 and no more 
than 499 registered persons, and a large firm as a member with 500 or more 
registered persons.  See FINRA By-Laws, Article I. 
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 FINRA notes that the number of firms that would have met the proposed criteria 

during the review period have declined (by approximately 44%) from 80 firms in 2013 to 

45 firms in 2019.  This decline is associated with an overall decrease in the number of 

Registered Person and Member Firm Events and the number of firms associated with 

these events.53  Specifically, the Registered Person and Member Firm Events have 

declined by 24% and the number of firms with one or more of these events has declined 

by 22% during the review period.  However, the average number of events per firm 

identified by the proposed criteria has increased, suggesting that there may be an increase 

in concentration of events across a smaller set of firms that may pose greater risks to their 

customers.  For example, the average number of Registered Person and Member Firm 

Events for the firms identified by the criteria has increased by 94% from 24 events per 

firm in 2013 to 47 events per firm in 2019.  These trends over the 2013-2019 review 

period suggest that while many firms continue to improve their regulatory records over 

time, a small proportion of firms may continue to further engage in activities that pose 

greater risks to their customers, which the proposed rule is intended to address.  

 In developing the proposed Preliminary Criteria for Identification, FINRA paid 

significant attention to the impact of possible misidentification of firms, specifically, the 

economic trade-off between including firms that are less likely to subsequently pose risk 

of harm to customers, and not including firms that are more likely to subsequently pose 

risk of harm to customers.  There are costs associated with both types of 

 
53  FINRA notes that part of the decline in the number of events and the firms that 

would have met the proposed criteria may be associated with an approximately 
15% decline in the overall number of registered firms during the 2013-2019 
review period. 
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misidentifications.54  The proposed criteria, including the proposed numerical thresholds, 

aim to balance these economic trade-offs associated with over- and under-identification.55  

Further protection against misidentification would be provided by the proposed initial 

Department evaluation and the Consultation process. 

 Anticipated Benefits 

 The proposal’s primary benefit would be to reduce the risk and associated costs of 

possible future customer harm.  This benefit would arise directly from additional 

restrictions placed on firms identified as Restricted Firms and resulting expected 

increased scrutiny by these firms on their brokers.  Further, this benefit would also accrue 

indirectly from improvements in the compliance culture, both by firms that meet the 

proposed criteria and by firms that do not.  For example, the proposal may create 

incentives for firms that meet the Preliminary Criteria for Identification to change 

activities and behaviors, to mitigate the Department’s concerns.  Similarly, the proposal 

may have a deterrent effect on firms that do not meet the Preliminary Criteria for 

Identification, particularly firms that may be close to meeting the proposed criteria.  

 
54  For example, subjecting firms that are less likely to pose a risk to customers to the 

proposed Restricted Deposit Requirement or other obligations would impose 
additional and unwarranted costs on these firms, their brokers and their 
customers. 

55  In order to evaluate the effectiveness of the proposed criteria at identifying firms 
that pose greater risks, FINRA examined the overlap between the firms that 
would have met the Preliminary Criteria for Identification each year during the 
review period and the firms that were subsequently expelled, associated with 
unpaid awards, or identified by Department staff as suitable candidates for 
additional obligations.  Finally, as discussed below, FINRA also examined 
disclosure events associated with firms that would have met the Preliminary 
Criteria for Identification each year during the review period, subsequent to 
meeting the criteria, to assess the extent of risk posed by these firms. 
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These firms may change behavior and enhance their compliance culture in ways that 

better protect their customers. 

 The proposal also may help address unpaid arbitration awards.  Under the 

proposed rule, the Department may require a Restricted Firm to maintain a restricted 

deposit at a bank or a clearing firm that agrees not to permit withdrawals absent FINRA’s 

approval.  The amount of the Restricted Deposit Requirement would take into 

consideration, among other factors, the amount of any Covered Pending Arbitration 

Claims and unpaid arbitration awards against the member firm or its Associated Persons.  

Moreover, the proposed rule would have presumptions that the Department would: 

(a) deny an application by a member firm or former member firm that was previously 

designated as a Restricted Firm for a withdrawal from the Restricted Deposit if the 

member firm, its Associated Persons who are owners or control persons, or the former 

member firm have any Covered Pending Arbitration Claims or unpaid arbitration awards, 

or if the member firm’s Associated Persons have any Covered Pending Arbitration 

Claims or unpaid arbitration awards relating to arbitrations that involved conduct or 

alleged conduct that occurred while associated with the member firm; but (b) approve a 

former member firm’s application for withdrawal if the former member firm commits in 

the manner specified by the Department to use the amount it seeks to withdraw from its 

Restricted Deposit to pay the former member firm’s specified unpaid arbitration awards.  

Accordingly, the proposed rule could potentially create incentives for firms to pay unpaid 

arbitration awards against the firm or its Associated Persons, thereby alleviating, to some 
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extent, harm to successful claimants and enhancing investor confidence in the arbitration 

process.56   

 To scope these potential benefits and assess the potential risk posed by firms that 

would meet the proposed Preliminary Criteria for Identification, FINRA evaluated the 

extent to which firms that would have met the criteria during 2013-201757 (had the 

criteria existed) and their brokers were associated with “new” Registered Person and 

Member Firm Events after having met the proposed criteria.  These “new” events 

correspond to events that were identified or occurred after the firm’s identification, and 

do not include events that were pending at the time of identification and subsequently 

resolved in the years after identification.  As shown in Exhibit 3c, FINRA estimates that 

there were 77 firms that would have met the Preliminary Criteria for Identification in 

2013.  These firms were associated with 1,552 “new” Registered Person and Member 

Firm Events that occurred after their identification, between 2014 and 2019.  Exhibit 3c 

similarly shows the number of events associated with firms that would have met the 

Preliminary Criteria for Identification in 2014, 2015, 2016 and 2017.  Across 2013-2017, 

there were 180 unique firms58 that would have met the proposed Preliminary Criteria for 

 
56  Further, as discussed above, the Department would consider a member firm’s and 

its Associated Persons’ unpaid arbitration awards as one of the factors in 
determining the amount of the Restricted Deposit Requirement.  As a result, there 
would be additional incentives to pay unpaid arbitration awards. 

57  This analysis examines firms that would have met the Preliminary Criteria for 
Identification from 2013 until 2017 (instead of the 2013-2019 review period) to 
allow sufficient time for the “new” events to resolve in the post-identification 
period. 

58  Certain firms would have met the criteria in multiple years during the review 
period.  The 180 firms discussed in the text correspond to the unique number of 
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Identification, and these firms were associated with a total of 2,995 Registered Person 

and Member Firm Events that occurred in the years after they met the proposed criteria.59  

 Exhibit 3c also shows the number of Registered Person and Member Firm Events 

for these firms compared to other firms.  Specifically, FINRA calculated a factor which 

represents a multiple for the average number of events (on a per registered person basis) 

for firms that would have met the Preliminary Criteria for Identification relative to other 

firms of the same size that would not have met the Preliminary Criteria for Identification.  

For example, as shown in Exhibit 3c, the factor of 6.1x for 2013 indicates that firms 

meeting the Preliminary Criteria for Identification in 2013 had 6.1 times more new 

disclosure events (per registered person) in the years after identification (2014-2019) than 

other firms of the same size registered in 2013 that would not have met the Preliminary 

Criteria for Identification.  Overall, this analysis demonstrates that firms that would have 

met the Preliminary Criteria for Identification during the 2013-2017 period had on 

average approximately 6-20 times more new disclosure events after their identification 

than other firms in the industry during the same period that would not have met the 

Preliminary Criteria for Identification.       

 Anticipated Costs 

 The anticipated costs of this proposal would fall primarily upon firms that meet 

the Preliminary Criteria for Identification and that the Department deems to warrant 

 
firms that would have met the criteria in one or more years during the review 
period. 

59  Specifically, FINRA examined and counted all Registered Person and Member 
Firm Events that occurred any time after the firms were identified until December 
31, 2019. 
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further review after its initial evaluation.  Although FINRA would perform the annual 

calculation and conduct an internal evaluation, firms may choose to expend effort to 

monitor whether they would meet the Preliminary Criteria for Identification, and incur 

associated costs, at their own discretion.  To the extent that a firm deemed to warrant 

further review under proposed Rule 4111 chooses to seek to rebut the presumption that it 

is a Restricted Firm subject to the maximum Restricted Deposit Requirement, it would 

incur costs associated with collecting and providing information to FINRA.  For example, 

these firms may provide information on any disclosure events that may be duplicative or 

not sales-practice related.  These firms may also provide information on any undue 

significant financial hardship that would result from a maximum Restricted Deposit 

Requirement.  Likewise, a firm availing itself of the one-time staffing reduction 

opportunity incurs the separation costs, along with the potential for lost future revenues. 

 In addition, firms subject to a Restricted Deposit Requirement or other obligations 

would incur costs associated with these additional obligations.  These would include, for 

example, costs associated with setting up the Restricted Deposit Account and ongoing 

compliance costs associated with maintaining the account.  Further, as a result of 

restrictions on the use of cash or qualified securities in the deposit account or other 

restrictions on the firm’s activities, the firm may lose economic opportunities, and its 

customers may lose the benefits associated with the provision of these services.   

 Similarly, a firm required to apply heightened supervision to its brokers would 

incur implementation and ongoing costs associated with its heightened supervision 
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plan.60  Firms that meet the Preliminary Criteria for Identification also may incur costs 

associated with enhancing their compliance culture, including possibly terminating 

registered persons with a significant number of disclosure events—through exercising the 

one-time staffing reduction option under proposed Rule 4111 or otherwise—and 

reassigning the responsibilities of these individuals to other registered persons.  Finally, 

there may be indirect costs, including greater difficulty or increased cost associated with 

maintaining a clearing arrangement, loss of trading partners, or similar impairments 

where third parties can determine that a firm meets the proposed Preliminary Criteria for 

Identification or has been deemed to be a Restricted Firm. 

 Firms that do not meet the proposed Preliminary Criteria for Identification, 

particularly ones that understand they are close to meeting the proposed criteria, also may 

incur costs associated with enhancing their compliance culture or making other changes 

in order to avoid meeting the proposed criteria in the future.  These costs may include 

terminating registered persons with disciplinary records, replacing them with existing or 

new hires, enhancing compliance policies and procedures, and improving supervision of 

registered persons.  Finally, registered persons with significant number of disciplinary or 

other disclosure events on their records may find it difficult to retain employment, or get 

employed by new firms, particularly where those firms and their associated registered 

persons already have disciplinary records.  Similarly, firms meeting the proposed criteria 

 
60  These costs would likely vary significantly across firms.  Costs would depend on 

the specific obligations imposed specific to the firm and its business model.  In 
addition, costs could escalate if a heightened supervision plan applied to brokers 
that serve as principals, executive managers, owners, or in other senior capacities.  
Such plans may entail reassignments of responsibilities, restructuring within 
senior management and leadership, and more complex oversight and governance 
approaches. 
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or those close to meeting the proposed criteria may find it difficult to hire registered 

persons with disclosure events.  FINRA notes, however, that the anticipated economic 

impacts on firms hiring and registered persons seeking employment would likely be 

limited to a small proportion of registered persons and member firms.61 

 Other Economic Impacts 

 FINRA also has considered the possibility that, in some cases, this proposal may 

impose restrictions on brokers’ and firms’ activities that are less likely to subsequently 

harm their customers.  In such cases, these brokers and firms may lose economic 

opportunities or find it difficult to retain brokers or customers.  FINRA believes that the 

proposal mitigates such risks by requiring an initial layer of Departmental review, and 

providing affected firms an opportunity to engage in a Consultation with the Department 

and request a review of the Department’s determination in an expedited proceeding.  

 FINRA also considered that some firms may consider not reporting, 

underreporting, or failing to file timely, required disclosures on Uniform Registration 

Forms in an effort to avoid costs associated with the proposals.  However, this potential 

impact is mitigated because many events are reported by regulators or in separate public 

notices by third parties and, as a result, FINRA can monitor for these unreported events.  

Further, failing to timely update Uniform Registration Forms is a violation of FINRA 

 
61  For example, during the 2013 to 2019 review period, only one to two percent of 

the registered persons had any qualifying events in their regulatory records, which 
represents the most conservative estimate of the set of registered persons who 
might be impacted by the proposed rule.  Further, the vast majority of member 
firms, approximately 98%, would likely be able to employ most of the individuals 
seeking employment in the industry—including ones who have some 
disclosures—without coming close to meeting the Preliminary Criteria for 
Identification. 
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rules and can result in fines and penalties, thereby serving as a deterrent for 

underreporting, misreporting and failing to file timely required disclosures. 

 Considering that the proposed criteria are based on a firm’s experience relative to 

its similarly sized peers, FINRA does not believe that the proposed criteria impose costs 

on competition between firms of different sizes.  Further, because FINRA would perform 

the annual calculation to determine the firms that meet the Preliminary Criteria for 

Identification, the costs a firm incurs to monitor its status in relation to the proposed 

criteria would be discretionary and not likely create any competitive disadvantage based 

on firm size.  Although the proposed rule would not impose these monitoring costs, 

FINRA would provide transparency around how the Preliminary Criteria for 

Identification are calculated and appropriate guidance to assist firms seeking to monitor 

their status.  Similarly, FINRA does not anticipate that the proposed Restricted Firm 

Obligations Rule, including the Restricted Deposit Requirement or any required 

conditions and restrictions, would create competitive disadvantages across firms of 

different sizes.  This is, in part, because FINRA would consider the number of offices and 

registered persons, among other factors, when determining the appropriate maximum 

Restricted Deposit Requirement or any conditions and restrictions, to ensure that the 

obligations are appropriately tailored to the firm’s business model but do not significantly 

undermine the continued financial stability and operational capability of the firm as an 

ongoing enterprise over the ensuing 12 months.     

 As discussed above, FINRA would exercise some discretion in determining the 

maximum Restricted Deposit Requirement and tailor it to the size, operations and 

financial conditions of the firm, among other factors.  This approach is intended to align 
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with FINRA’s objective to have the specific financial obligation be significant enough to 

change a Restricted Firm’s behavior but not so burdensome that it would indirectly force 

it out of business.  In determining the specific maximum Restricted Deposit Requirement, 

FINRA would consider a range of factors, including the nature of the firm’s operations 

and activities, revenues, commissions, assets, liabilities, expenses, net capital, the number 

of offices and registered persons, the nature of the disclosure events counted in the 

numeric thresholds, insurance coverage for customer arbitration awards or settlements, 

concerns raised during FINRA exams, and the amount of any of the firm’s or its 

Associated Persons’ “Covered Pending Arbitration Claims” or unpaid arbitration awards.  

In developing the proposal, FINRA considered the possibility of having a transparent 

formula, based on some of these factors, to determine a maximum Restricted Deposit 

Requirement.  However, as discussed in more detail below, given the range of relevant 

factors and differences in firms’ business models, operations, and financial conditions, 

FINRA decided not to propose a uniform, formulaic approach across all firms.  

 In developing the proposal, FINRA also considered the possibility that the size of 

the maximum Restricted Deposit Requirement may be too burdensome for the firms, and 

could undermine their financial stability and operational capability.  FINRA believes that 

these risks are mitigated by providing affected firms an opportunity to engage in a 

Consultation process with FINRA and propose a lesser Restricted Deposit Requirement 

or restrictions or conditions on their operations.  Further, as discussed above, Restricted 

Firms would have the opportunity to request a review of the Department’s determination 

in an expedited proceeding.  
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2.  Proposed Expedited Proceeding Rule 

 When FINRA imposes obligations on a firm pursuant to the proposed Restricted 

Firm Obligations Rule, the firm may experience significant limitations to its business 

activities and incur direct and indirect costs associated with the obligations imposed.  The 

proposed Expedited Proceeding Rule would, in general, require that these obligations 

apply immediately, even during the pendency of any appeal.    

 The proposed rule would be associated with investor protection benefits through 

the impact of the no-stay provision in proposed Rule 9561(a)(4).  Under the proposal, 

obligations imposed by the Department would be effective immediately, except that a 

firm that is subject to a Restricted Deposit Requirement under proposed Rule 4111 and 

requests a hearing would be required to make only a partial deposit while the hearing is 

pending.  This would reduce the risk of investor harm during the pendency of a hearing.  

Similarly, the no-stay provision may limit hearing requests by firms that seek to use them 

only as a way to forestall FINRA obligations.      

 The benefit of the proposed rule accruing to firms would be to permit firms to 

appeal FINRA’s determinations (both to request prompt review of obligations imposed or 

of determinations for failure to comply) in an expedited proceeding, thereby reducing 

undue costs where firms may have been misidentified or where the obligations imposed 

are not necessary or appropriate to address the concerns indicated by the Preliminary 

Criteria for Identification and protect investors and the public interest.  For example, the 

proposed rule is anticipated to reduce any undue costs by the proceeding’s expedited 

nature.  Similarly, the proposed rule’s time deadlines may also reduce the costs of the 

proceedings, in certain cases.  
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 The costs would be borne by firms that choose to seek review via the proposed 

expedited proceeding, and these costs can be measured relative to a standard proceeding.  

These firms would incur costs associated with provisions and procedures specific to this 

proposed rule, including the provision that the obligations imposed would not be stayed.62  

This would include the obligations imposed under the proposed rule, including the 

Restricted Deposit Requirement, and the requirement that the firm, upon the 

Department’s request, provide evidence of its compliance with these obligations.  

However, the extent of the costs associated with the Restricted Deposit Requirement 

would be mitigated by the expedited nature of the proceeding and by the provision that 

would require a firm, during the pendency of an expedited hearing process, to maintain 

only a partial deposit requirement. 

 As with the other proposals, FINRA does not anticipate that the proposed rule 

would have differential competitive effects based on firm size or other criteria.  The costs 

and benefits are anticipated to apply to all firms that request a hearing in an expedited 

proceeding.  

D.  Alternatives Considered 

 FINRA recognizes that the design and implementation of the rule proposals may 

impose direct and indirect costs on a variety of stakeholders, including firms, brokers, 

regulators, investors and the public.  Accordingly, in developing its rule proposals, 

FINRA seeks to identify ways to enhance the efficiency and effectiveness of the 

 
62  The effect of the no-stay provision is that imposed obligations would apply 

immediately, even during the pendency of any hearing request.  As a result, the 
no-stay provision would impose direct costs on misidentified firms or firms for 
which the obligations imposed are not necessary or appropriate. 
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proposed rules while maintaining their regulatory objectives.  For example, FINRA 

considered several alternatives to addressing the risks posed by firms and their brokers 

that have a history of misconduct, including alternative approaches and alternative 

specifications to the numeric threshold based-approach and the Restricted Deposit 

Requirement.     

1.  Alternative to the Proposed Numeric Threshold-based Approach 

 In addition to the proposed approach based on numeric thresholds, FINRA 

considered an approach similar to the Investment Industry Regulatory Organization of 

Canada’s (IIROC) “terms and conditions” rule, IIROC Consolidated Rule 9208, that 

would allow FINRA to identify a limited number of firms with significant compliance 

failures and impose on them appropriate terms and conditions to ensure their continuing 

compliance with the securities laws, the rules thereunder, and FINRA rules.63  FINRA 

considered and evaluated the economic impacts of such a terms and conditions rule 

relative to proposed Rule 4111.  

 Compared to proposed Rule 4111, a terms and conditions rule would provide 

FINRA with greater flexibility in identifying firms that should be subject to additional 

obligations.  This greater flexibility could help better target its application and reduce 

misidentification by allowing FINRA to leverage non-public information, including 

regulatory insights collected as part of its monitoring and examination programs, in 

identifying firms that pose the greatest risk.  Further, under a terms and conditions rule, 

 
63  IIROC Consolidated Rule 9208 permits IIROC to impose terms and conditions on 

an IIROC Dealer Member’s membership when IIROC considers these terms and 
conditions appropriate to ensure the member’s continuing compliance with IIROC 
requirements. 
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FINRA could quickly update its identification of firms based on emerging risk patterns, 

to ensure that the rule continues to be effective at addressing firms that presently pose the 

greatest risk.  This flexibility could mitigate the risk that the criteria and thresholds in 

proposed Rule 4111 no longer identify the appropriate firms. 

 Further, as discussed above, the identification criteria in proposed Rule 4111 may 

not identify all the firms that pose material risk to their customers, such as firms that may 

act to stay just below the proposed criteria and thresholds by any means, including 

misreporting or underreporting disclosure events.  The absence of a set identification 

criteria in a terms and conditions rule would make it more difficult for firms to evade the 

identification criteria and thus could provide greater investor protections.          

 At the same time, a terms and conditions rule may have certain disadvantages 

relative to proposed Rule 4111.  For example, a benefit of proposed Rule 4111 is the 

deterrent effect it may have on firms that do not meet the proposed Preliminary Criteria 

for Identification, particularly firms that may be close to meeting the criteria.  These 

firms may change behavior and enhance their compliance culture in ways that could 

better protect their customers.  By comparison, under a terms and conditions rule, in the 

absence of transparent criteria, firms would have to assess FINRA’s view of the 

significance of repeated exam findings to determine whether to change their conduct to 

avoid potential terms and conditions. 

 Although FINRA has considered, and will continue to explore, this alternative, it 

is not proposing a terms and conditions rule at this time.  
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2. Alternative Specifications for the Proposed Numeric Threshold-based 

Approach 

 FINRA also considered several alternatives to the numerical thresholds and 

conditions for the Preliminary Criteria for Identification.  In determining the proposed 

criteria, FINRA focused significant attention on the economic trade-off between incorrect 

identification of firms that may not subsequently pose risk of harm to their customers, 

and not including firms that may subsequently pose risk of harm to customers.  FINRA 

also considered three key factors: (1) the different categories of reported disclosure 

events and metrics, including the Expelled Firm Association Metric; (2) the counting 

criteria for the number of reported events or conditions; and (3) the time period over 

which the events or conditions are counted.  FINRA considered several alternatives for 

each of these three factors.  

 Alternatives Associated with the Categories of Disclosure Events and 

Metrics 

 In determining the different types of disclosure events, FINRA considered all 

categories of disclosure events reported on the Uniform Registration Forms, including the 

financial disclosures.  FINRA decided to exclude financial disclosures because while 

financial events, such as bankruptcies, civil bonds, or judgments and liens, may be of 

interest to investors in evaluating whether or not to engage a broker or a firm, these types 

of events by themselves are not evidence of customer harm.  

 In developing the Preliminary Criteria for Identification, FINRA also considered 

whether pending criminal, internal review, judicial and regulatory events should be 

excluded from the threshold test.  Pending matters are often associated with an emerging 
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pattern of customer harm and capture timely information of potential ongoing or recent 

misconduct.  However, pending matters may include pending regulatory investigations 

and criminal proceedings that do not result in a finding.64  FINRA evaluated the impact of 

eliminating pending matters from the Preliminary Criteria for Identification.  Specifically, 

FINRA identified the firms that would no longer meet the proposed criteria (had the 

criteria existed) during the evaluation period if pending-events categories were eliminated 

from the criteria, and examined the extent to which such firms were associated with 

“new” Registered Person and Member Firm Events.  As shown in Exhibit 3d, FINRA 

estimates that these firms had on average approximately 8.0-13.1 times more new 

disclosure events than other firms in the industry during the same period that would not 

have met the Preliminary Criteria for Identification.65  Accordingly, based on this review 

and other validations, FINRA decided to include pending matters in the proposed criteria 

because they are critical to identifying firms that pose greater risks to their customers.   

 
64  As discussed in more detail below, several commenters expressed concerns about 

including pending and un-adjudicated events in the Preliminary Criteria for 
Identification.  Commenters suggested that pending events are often associated 
with frivolous cases and that many pending regulatory investigations and criminal 
proceedings are discontinued without action. 

65  In assessing the impact of removing pending events from the Preliminary Criteria 
for Identification and restricting the criteria solely to final events, FINRA also 
examined the number of firms that would have met or exceeded at least one 
Preliminary Identification Metrics Threshold in the Registered Person 
Adjudicated Events, Member Firm Adjudicated Events, or Registered Persons 
Associated with Expelled Firms categories, during the relevant period.  This 
analysis showed that the number of firms identified by this alternative criteria 
would increase from 45-80 firms to 131-196 firms, each year, during the review 
period.  Similarly, FINRA estimates the number of firms that would have met or 
exceeded at least two thresholds within these categories to be 32-57 firms, each 
year, during the review period.   
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 As with other categories, the proposed Preliminary Identification Metrics 

Thresholds for the relevant Preliminary Identification Metrics, including the Registered 

Person Pending Event Metric and the Member Firm Pending Event Metric, are intended 

to capture firms that are on the far tail of the distributions.  Thus, firms meeting these 

thresholds have far more pending matters on their records than other firms in the industry 

that do not meet these thresholds.  Nonetheless, FINRA recognizes that pending matters 

include disclosure events that may remain unresolved or that may subsequently be 

dismissed or concluded with no adverse action because they lack merit or suitable 

evidence.66  In order to ensure that a firm does not meet the Preliminary Criteria for 

Identification solely because of pending matters, FINRA has proposed the conditions 

that, to meet the criteria, the firm must meet or exceed at least two of the six Preliminary 

Identification Metrics Thresholds, and at least one of the thresholds for the Registered 

Person Adjudicated Event Metric, Member Firm Adjudicated Event Metric, or Expelled 

Firm Association Metric. 

 In developing the Preliminary Criteria for Identification, FINRA also considered 

alternatives to the Expelled Firm Association Metric.  For example, in Regulatory Notice 

19-17, FINRA initially proposed the metric to be based on all registered persons who 

were previously associated with one or more previously expelled firms, at any time in 

their career and irrespective of their duration of association at the previously expelled 

firm.  FINRA subsequently narrowed the Expelled Firm Association Metric by only 

including registered persons who were registered with a previously expelled firm within 

 
66  For example, customers may file complaints that are false or erroneous and such 

complaints may subsequently be withdrawn by the customers or get dismissed by 
arbitrators or judges. 
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the prior five years (i.e., whose registration with a previously expelled firm terminated 

during the prior five years) and who were registered with the expelled firm for at least 

one year.  FINRA selected this formulation to analyze because the five-year lookback is 

consistent with the lookback periods for the other proposed metrics in the proposal and, 

based on staff experience, FINRA believes that individuals who are more recently 

associated with previously expelled firms (e.g., in the last five years) and have longer 

tenures at expelled firms (e.g., a year or more, instead of a shorter employment duration) 

generally pose higher risk than other individuals.   

 In developing the proposal, FINRA conducted several validations on the firms 

meeting the criteria, including the proposed Expelled Firm Association Metric, by 

reviewing the extent to which firms identified during 2013-2017 (had the criteria existed) 

were subsequently expelled, associated with unpaid awards, or identified by the 

Department as suitable candidates for additional obligations.  As discussed above, 

FINRA also evaluated the extent to which firms that would have met the criteria during 

2013-2017 (had the criteria existed) and their brokers were associated with “new” 

Registered Person and Member Firm Events after having met the criteria.  As shown in 

Exhibit 3c, FINRA estimates that the identified firms had on average approximately 6.1-

19.9 times more new disclosure events after their identification than other firms in the 

industry during the same period that would not have met the Preliminary Criteria for 

Identification.  Based on staff review and validations, FINRA believes that the proposed 

Expelled Firm Association Metric preserves the usefulness of the Preliminary Criteria for 

Identification (as originally proposed in Regulatory Notice 19-17) and continues to 

identify firms that pose greater risks to their customers. 
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 Alternatives Associated with the Counting Criteria for the Proposed 

Criteria and Metrics 

 FINRA considered a range of alternative counting criteria for the Preliminary 

Criteria for Identification.  For example, FINRA considered whether the Preliminary 

Criteria for Identification should be based on firms meeting two or more Preliminary 

Identification Metrics Thresholds, or whether the number of required thresholds should 

be decreased or increased.  Decreasing the number of required thresholds from two to one 

would increase the number of firms that would have met the Preliminary Criteria for 

Identification during the review period from 45-80 firms to 155-217 firms, each year.  

Alternatively, increasing the number of required thresholds from two to three would 

decrease the number of firms that would have met the Preliminary Criteria for 

Identification from 45-80 firms to 11-20 firms, each year.  FINRA reviewed the list of 

firms identified under these alternative counting criteria and examined the extent to 

which they included firms that were subsequently expelled, associated with unpaid 

awards, or identified by the Department as suitable candidates for additional obligations.  

FINRA also paid particular attention to firms that would have been identified by these 

alternative criteria but subsequently were not associated with high-risk activity, as well as 

firms that would not have been identified by these alternatives that were associated with 

high-risk events.  Based on this review, FINRA believes that the proposed approach—

meeting two or more of the Preliminary Identification Metrics Thresholds—more 

appropriately balances these trade-offs between misidentifications than the alternative 

criteria.   
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 Alternatives Associated with the Time Period over which the Metrics Are 

Calculated 

 The proposed Preliminary Identification Metrics are based on two different time 

periods over which different categories of events and conditions are counted (“lookback 

periods”).  Pending events, including the Registered Person Pending Events and the 

Member Firm Pending Events categories, are counted in the Preliminary Identification 

Metrics only if they are pending as of the Evaluation Date.  Adjudicated events, including 

the Registered Person Adjudicated Events and the Member Firm Adjudicated Events 

categories, and Registered Persons Associated with Previously Expelled Firms are 

counted in the Preliminary Identification Metrics over a five-year lookback period.67   

 In developing the proposal, FINRA considered alternative criteria for the time 

period over which the disclosure events or conditions are counted.  For example, FINRA 

considered whether adjudicated events should be counted over the individual’s or firm’s 

entire reporting period or counted over a more recent period.  Based on its experience, 

FINRA believes that more recent events (e.g., events occurring in the last five years) 

generally pose a higher level of possible future risk to customers than other events.  

Further, counting events over an individual’s or firm’s entire reporting period would 

imply that brokers and firms would always be included in the Preliminary Identification 

Metrics for adjudicated events, even if they subsequently worked without being 

 
67  Registered Persons In-Scope include all persons registered with the firm for one 

or more days within the one year prior to the Evaluation Date. 
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associated with any future adjudicated events.  Accordingly, FINRA decided to include 

adjudicated events only in the more recent period (i.e., a five-year period).68    

 Similarly, FINRA also considered alternative limits on the time periods over 

which components of the Expelled Firm Association Metric would be calculated.  For 

example, FINRA considered alternative metrics based on only firms that have been 

expelled within three to five years prior to the Evaluation Date.  Further, FINRA 

considered alternatives where the individual broker’s association with the previously 

expelled firm was within a five-year window around the firm’s expulsion.  In evaluating 

these alternatives, FINRA recalculated the underlying thresholds to capture firms that are 

on the far tail of the distribution for these alternative metrics.69  As with other 

alternatives, FINRA conducted several validations on alternative specifications of time 

periods for calculating the Expelled Firm Association Metric.  These validations included 

reviewing the extent to which firms identified by alternative specifications of the 

proposed criteria were associated with “new” events after identification, subsequently 

expelled or associated with unpaid awards, or were identified by the Department as 

suitable candidates for additional obligations.  Based on these validations, FINRA 

selected the proposed five-year period for calculating the Expelled Firm Association 

 
68  This also is consistent with the time period used for counting “specified risk 

events” in SR-FINRA-2020-011. 

69  These alternatives would have identified approximately the same number of firms 
as meeting the Preliminary Criteria for Identification, during the review period. 
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Metric as the alternative specifications did not result in any material change to the 

proposed criteria’s ability to identify firms that pose greater risk of customer harm.70  

3.  Alternatives to the Restricted Deposit Requirement  

 In developing the proposal, FINRA considered alternative approaches to the 

Restricted Deposit Requirement.  For example, FINRA considered increasing the capital 

requirements on identified firms, in lieu of the Restricted Deposit Requirement.  A net 

capital approach would provide the identified firms greater flexibility and control over 

the assets.  These firms would be able to use the assets for cash flow and operating 

expenses.  As a result, an additional net capital charge would be associated with lower 

direct and indirect costs to these firms.  However, there are several drawbacks with 

respect to economic incentives and anticipated impacts to relying upon a net capital 

approach as a tool for addressing the risks posed by firms with a significant history of 

misconduct.  For example, the firm assets that would be maintained pursuant to an 

increased net capital requirement would not be deposited into a separate restricted 

account and may be fungible with other firm assets.  As a result, these assets could be 

withdrawn by the identified firms at any time and these firms could employ the capital 

during the pendency of the restriction period.  This suggests that the deterrent effect of an 

increased net capital approach would be much lower on a dollar-for-dollar basis than the 

proposed Restricted Deposit Requirement.  An increased net capital approach also may 

not be sufficiently impactful in providing incentives to change firm behavior if a 

 
70  For example, as discussed above, FINRA estimates that the firms identified by the 

proposed criteria (based on a five-year period for calculating the Expelled Firm 
Association Metric) had on average approximately 6.1-19.9 times more new 
disclosure events after their identification than other firms in the industry during 
the same period that would not have met the proposed criteria. 



 Page 73 of 596 

Restricted Firm already maintains substantial excess net capital.  Further, considering that 

the identified firms could withdraw their assets at any time under a net capital approach, 

FINRA would not be able to ensure that any funds would be available for satisfying 

unpaid arbitration awards.  In light of these considerations, FINRA decided to propose a 

Restricted Deposit Requirement approach, rather than changes to the capital requirements 

on identified firms.   

 FINRA also considered whether the Restricted Deposit Requirement amount 

should be based on a formula or include a cap in order to provide greater transparency to 

the member firms.  To assess the feasibility of a strict formula or cap in setting the 

Restricted Deposit Requirement, FINRA assessed the financial condition of the firms that 

would have been identified by the Preliminary Criteria for Identification in 2019 (if the 

criteria had existed) and found significant variation across firms.  These variations 

existed even across firms within the same size category.  For example, FINRA found that 

the highest firm’s revenues were approximately 1,750 times that of the firm with the 

lowest revenue when standardized by the number of registered persons at the firm.  

Within firm size categories, the corresponding difference in revenues per registered 

person was as high as over 80 times.  Similarly, there was significant variation in the 

reported cash and ownership equity across these firms.  The highest firm’s excess net 

capital was over 3,500 times that of the firm with the lowest excess net capital 

(standardized per registered person).71  The firm reporting the highest ownership equity 

was over 2,300 times that of the lowest firm’s ownership equity (standardized per 

 
71  See Exhibit 3e, which reflects the firms that would have met the Preliminary 

Criteria for Identification in 2019, had the criteria existed.    
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registered person).  Further, firms’ awards and settlements appear to be unrelated to their 

financial condition.  For example, FINRA estimates that over 20% of the identified firms 

with high awards and settlement amounts have low or medium revenues (on a per 

registered person basis) or high revenues and low or medium awards and settlement 

amounts.72  Thus there appears to be no consistent relationship between firm size, and 

basic metrics of the financial condition of the firm, and potential obligations to harmed 

customers.  Given these significant variations in quantitative factors and the qualitative 

nature of some of the factors for consideration (e.g., concerns raised during FINRA 

exams), FINRA decided to maintain the Department’s discretion for determining the 

Restricted Deposit Requirement, instead of proposing a formula or a cap.  Additionally, 

FINRA believes that if the proposal were to include a precise formula, it may undermine 

the effectiveness of the rule by providing an opportunity for firms to take actions to 

minimize the expected restricted deposit. 

5.    Self-Regulatory Organization’s Statement on Comments on the Proposed 
Rule Change Received from Members, Participants, or Others 

 
The proposed rule change was published for comment in Regulatory Notice 19-17 

(May 2019).  Thirty-two comments were received in response to the Regulatory Notice.73  

Exhibit 2a is a copy of the Regulatory Notice.  Exhibit 2b is a list of commenters.  

 
72  For purposes of this Form 19b-4, “high” arbitration awards, settlement amounts 

and revenues means the top tercile (above 66th percentile) of these awards, 
settlements and revenues among firms that would have met the proposed criteria, 
and “medium” and “low” arbitration awards, settlement amounts and revenues 
means the middle tercile (33rd-66th percentile) and bottom tercile (below the 33rd 
percentile).  See Exhibit 3f, which reflects the firms meeting the Preliminary 
Criteria for Identification in 2019.   

73  All references to commenters are to the comment letters as listed in Exhibit 2b. 
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Exhibit 2c contains copies of the comment letters received in response to the Regulatory 

Notice.  Of the 32 comment letters received, 11 were generally in favor of the proposed 

rule change, and 18 were generally opposed.   

FINRA has considered the comments received.  In light of some of those 

comments, FINRA has made some modifications to the proposal.  The comments and 

FINRA’s responses are set forth in detail below. 

General Support for the Proposal 

 Several commenters expressed general support for the proposed rule changes in 

Regulatory Notice 19-17.74  For example, NASAA commended FINRA’s attempt to 

strategically identify, and more strongly regulate, the limited number of member firms 

with histories of regulatory noncompliance, and stated that the proposal should increase 

investor protection while imposing minimal burdens on the brokerage industry.  

Massachusetts called the proposal a positive step toward protecting investors from the 

riskiest corners of the brokerage industry, and asserted that the proposal rightly places the 

burden of investor protection on the firms that hire bad brokers and ensures that investors 

have meaningful recourse when harmed.  CAI likewise expressed support for how the 

proposal would enhance customer protection by imposing additional obligations on a 

targeted group of firms.  SIFMA supported how the proposal fits into FINRA’s 

continuing efforts to help ensure that arbitration claims, awards, and settlements are paid 

in full.  Cetera supported both the concept and manner in which FINRA has approached 

 
74  CAI, Cambridge, Cetera, FSI, Massachusetts, MIRC, NASAA, PIABA, PIRC, 

SIFMA, St. John’s SOL.  Supportive commenters also suggested ways in which 
the proposal could be modified or enhanced, which are discussed in more detail 
below. 
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this effort.  Cambridge agreed that an objective data assessment coupled with a 

comprehensive and transparent review of that data—which is the general structure of the 

proposed Restricted Firm Obligations Rule—will aid FINRA in identifying those high 

risk member firms and registered persons contemplated by this proposal.    

 General Opposition to the Proposal 

 Several commenters generally opposed proposed Rule 4111, on a variety of 

grounds.  For example, several commenters wrote that the proposal would 

disproportionately affect small firms or reflected an attempt to put small firms out of 

business.75  PIRC, however, characterized industry objections that the proposed rule 

would disproportionately affect small firms as unwarranted noting that the rule accounts 

for different firm sizes in its threshold calculations.  Each specific numeric threshold in 

the Preliminary Identification Metrics Thresholds grid (proposed Rule 4111(i)(11)) 

represents an outlier with respect to similarly sized peers.  Moreover, the process of 

determining a Restricted Deposit Requirement would require the Department to consider 

several factors that relate to firm size and a parameter directly influenced by firm size.76  

Thus, while the revised proposal includes several modifications that will lessen some of 

the original proposal’s burdens on all firms, the modifications are not specific to small 

firms.     

 
75  Brooklight, Colorado FSC, Dempsey, FSI, IBN, Joseph Stone, Luxor, McNally, 

Moss & Gilmore, Westpark. 

76  See proposed Rule 4111(i)(15)(A) (including as factors, inter alia, the “nature of 
the firm’s operations and activities” and “the number of offices and registered 
persons,” and requiring that the Department determine a maximum Restricted 
Deposit Requirement that “would not significantly undermine the continued 
financial stability and operational capability of the firm as an ongoing enterprise 
over the next 12 months”).    
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 Some commenters generally opposed the proposal on the basis of its potential 

adverse impacts on individuals.77  For example, some commenters contended that many 

terminated individuals would have to uproot their lives and be unable to find a new 

broker-dealer.78  Brooklight commented that innocent representatives who associated 

with a firm expelled for firm-level issues would be marked with a “scarlet letter” that 

could end their careers.  Westpark commented that the proposed rule would make it 

financially untenable for small firms to employ brokers with certain levels of disclosures, 

essentially making them unemployable.  HLBS commented that the proposed rule will 

allow FINRA to grossly intrude on member firms’ recruiting and termination decisions.  

Some commenters expressed concern that the proposal would unfairly affect some 

persons who previously worked at disciplined firms and persons with any regulatory 

incidents regardless of their intent.79   

 FINRA notes, however, that between 2013 and 2019, only one to two percent of 

registered persons in any year had any qualifying events in their regulatory records, 

which represents the most conservative estimate of the set of brokers who might be 

associated with the proposed rule.  Further, approximately 98% of member firms would 

be able to employ individuals seeking employment in the industry—including ones who 

have some disclosures and ones who were terminated by Restricted Firms—without 

meeting the Preliminary Criteria for Identification.  Moreover, under a separately 

 
77  Brooklight, Dempsey, Joseph Stone, Westpark.  

78  Dempsey, Joseph Stone. 

79  Brooklight, Dempsey, Joseph Stone. 
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proposed rule, a member firm could register an individual who has only one “specified 

risk event” in their record without having to request a materiality consultation.80   

 For these reasons, FINRA is not proposing to revise proposed Rule 4111 to 

address these comments, except to narrow the scope of the Expelled Firm Association 

Metric.  FINRA recognizes that proposed Rule 4111 could result in some firms declining 

to employ persons who have associated with a firm that has been expelled, even when it 

would not cause the firm to meet the Preliminary Criteria for Identification.  FINRA does 

not believe this concern—which is similar to how some firms may respond to FINRA’s 

“Taping Rule”81—warrants removing the Expelled Firm Association Metric from the 

Preliminary Criteria for Identification.  Nevertheless, as explained more below, FINRA 

has narrowed the Expelled Firm Association Metric, to narrow its impact on individuals.   

 Westpark commented that the proposal is inconsistent with Section 15(b)(6) of 

the Exchange Act, which requires that FINRA rules not be designed to permit unfair 

discrimination between brokers or dealers, and Section 15A(b)(9) of the Exchange Act, 

which requires that FINRA rules not impose any burden on competition not necessary or 

appropriate in furtherance of the Exchange Act.  Proposed Rule 4111, however, will 

allow FINRA to impose obligations only on the limited number of member firms that 

pose substantially higher risks to investors compared to their similarly sized peers, and 

only after a multi-step process that has numerous procedural protections, for the purpose 

 
80  See Securities Exchange Act Release No. 88600 (April 8, 2020), 85 FR 20745 

(April 14, 2020) (Notice of Filing of File No. SR-FINRA-2020-011). 

81  See Rule 3170 (Tape Recording of Registered Persons by Certain Firms).  The 
Taping Rule provides, in general, that a firm is a “taping firm” when specified 
percentages of its registered persons have been associated with one or more 
“disciplined firms” in a registered capacity within the last three years. 
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of protecting investors and the public interest.  Therefore, FINRA believes the proposal is 

an appropriate means of protecting investors and the public interest, and is not unfair.82 

 Several commenters predicted that, for a variety of reasons, the proposal will not 

achieve its intended goals83 or commented that the proposal is insufficient.84  For 

example: (1) some question the underlying premise of using disclosure data to predict 

future customer harm;85 (2) Rockfleet suggested that when a Restricted Deposit 

Requirement would essentially shut a firm down, the firm would likely terminate its 

membership and “leav[e] FINRA in exactly the position it is seeking to avoid”; 

(3) Joseph Stone commented that firms that dilute their concentration of brokers that 

meet the threshold criteria can still pose risks, and that the proposal will “force firm 

management to push quality and compliant representatives out of their firms”; (4) Luxor 

commented that there is no evidence to prove that the proposal will cure the problem it is 

intended to solve; (5) Massachusetts wrote that the annual calculation is predictable and 

may provide an incentive for firms to comply only enough to remain just below the 

triggering thresholds; (6) Cambridge predicted that member firms without significant 

retained earnings would be given exceptions to the Restricted Deposit Requirement; 

(7) Network 1 wrote “[t]here will always be ‘bad’ brokers”; and (8) ASA commented that 

 
82  See Securities Exchange Act Release No. 17371 (December 12, 1980), 45 FR 

83707 (December 19, 1980) (Order Approving File No. SR-NASD-78-3) 
(explaining that disparate treatment of differently situated parties is not 
necessarily either fair or unfair). 

83  ASA, Dempsey, Joseph Stone, Luxor, PIABA, Rockfleet, Worden.  

84  ASA, Better Markets.  

85  Cetera, Dempsey, Luxor. 
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certain aspects of the proposal “do not go far enough to remove the most egregious actors 

from our industry” and would “marginally increase the financial obligations of bad actor 

firms and allow [them] to continue their abuse of Main Street investors.” 

 The primary goal of the proposed rule change is to incentivize members with a 

significant history of misconduct relative to their peers to change behavior, and FINRA 

believes that the proposed rule change is reasonably designed to achieve that goal.  The 

way the proposal identifies the affected firms is consistent with recent academic studies 

that analyzed correlations between disclosure data and risks to investors.  The proposed 

rule change creates substantial, ongoing incentives for the firms that present the highest 

levels of risk to change behavior, and gives FINRA an important new tool to respond to 

those firms that continue to present outlier-level risks to investors.  FINRA also believes 

that the most effective measure to incentivize such firms to change behavior is a financial 

restriction—including the mere potential for a financial restriction.   

 Several commenters state that the proposal’s impacts are too broad to address the 

risks posed.  For example, Brooklight expressed that instead of impacting just a “few bad 

actors,” the proposal imposes increased regulatory burdens on “every single member” 

and could “sweep in wholly innocent firms.”  HLBS commented that the proposed rule 

would impose punishment based only on the mere suspicion of misconduct.  Rockfleet 

commented that the burdens would be unwarranted, because unpaid arbitration awards 

are “not a widespread industry issue,” and the proposal would unfairly capture firms that 

only employ a single individual with numerous disclosure events.  Sichenzia commented 

that reducing unpaid arbitration awards is better achieved through less onerous means.  
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FSI expressed concern that the proposal does not provide adequate safeguards to protect 

against misidentification.   

 FINRA believes, however, that the proposed rule change is reasonably designed 

to impact a relatively small number of firms posing outlier-level risks.  The proposed 

Rule 4111 “funnel” process has numerous safeguards designed to protect against 

misidentification.  Furthermore, although the proposal would have ancillary benefits for 

addressing unpaid arbitration awards, the proposal’s primary purpose is to create 

incentives for members that pose outlier-level risks to change behavior.   

 Luxor commented that the proposal is inconsistent with the usual “causal 

relationship inherent in any regulatory schema” where misconduct precedes the sanctions 

imposed.  Proposed Rule 4111, however, is similar to other kinds of rules and regulations 

that impose requirements and restrictions based on a firm’s circumstances.  For example, 

FINRA’s membership rules permit FINRA to impose restrictions on new member 

applicants that are reasonably designed to address specific concerns, including—besides 

disciplinary concerns—financial, operational, supervisory, investor protection, or other 

regulatory concerns.86  As another example, Exchange Act Rule 15c3-1,87 the Net Capital 

Rule, imposes different minimum net capital requirements based on the types of 

securities business the broker-dealer conducts.  Moreover, the obligations that FINRA 

may impose pursuant to Rule 4111 are not “sanctions” for violations; rather, they are 

 
86  See Rule 1014(c)(2) (describing granting of applications for new membership 

subject to restrictions). 

87  17 CFR 240.15c3-1. 
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obligations that relate directly to firm profiles that pose substantially more risk to 

investors than the profiles of the vast majority of other member firms of similar sizes.    

 Some commenters opposed the proposal on the ground that it is unnecessary.  For 

example, Rockfleet commented that FINRA’s membership program and examinations 

should be sufficient to deal with firms that have a poor supervisory structure and 

compliance culture.  Likewise, Network 1 wrote that FINRA’s enforcement program is a 

practical solution for addressing “bad brokers.”  As explained above, however, while 

FINRA has a number of tools for identifying and addressing a range of misconduct by 

individuals and firms, and has strengthened these protections for investors and the 

markets, persistent compliance issues continue to arise in some member firms.  Proposed 

Rule 4111 reflects FINRA’s belief that more can be done to protect investors from firms 

with a significant history of misconduct.       

 Notwithstanding that FINRA has generally retained the proposal as it was 

originally proposed, FINRA appreciates the concerns raised by the commenters about the 

potential impacts and effectiveness of proposed Rule 4111.  If approved, FINRA plans to 

review proposed Rule 4111 after gaining sufficient experience under the rule, at which 

time it will assess the rule’s ongoing effectiveness and efficiency.          

Concerns that the Proposal Gives FINRA Too Much Discretion, and Requests for 

Increased Transparency 

 Several commenters contended that, in numerous respects, the proposal gives 

FINRA too much discretion.88  Commenters pointed to how the proposal gives the 

Department discretion to decide: (1) in the initial Department evaluation stage, which 

 
88  CAI, Cambridge, FSI, Sichenzia, Westpark. 
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firms require further review; (2) the maximum and actual Restricted Deposit 

Requirement; and (3) the types of conditions or restrictions that may be imposed.89  Some 

commenters further requested that the proposal provide more transparency on how 

FINRA would exercise its discretion.  For example, Sichenzia suggested which kinds of 

disclosure events FINRA should eliminate from consideration during the initial 

Department evaluation, and some commenters requested that FINRA clarify how the 

Department would calculate a Restricted Deposit Requirement90 and what kinds of 

conditions or restrictions could be imposed.91  Some commenters recommended specific 

conditions and restrictions that FINRA should impose.92 

 FINRA believes that the proposal contains numerous steps that are objective and 

do not involve the use of discretion or that limit or focus FINRA’s discretion.  FINRA 

notes that the annual calculation—the first and most significant step that identifies 

member firms that are subject to the proposed rule—does not involve the use of 

discretion.  The annual calculation uses objective, transparent criteria to identify outlier 

firms with the most significant history of misconduct relative to their peers (based on a 

review of the criteria as if it existed today, the number of member firms would be 

between 45-80 firms).  Following the annual calculation, the Department would conduct 

an evaluation to review whether it has information that a member firm’s calculation 

included disclosure events or conditions that should not have been included because they 

 
89  CAI, Cambridge, FSI, Rockfleet, Sichenzia, Westpark, Whitehall. 

90  CAI, Westpark, Whitehall.  

91  FSI, Massachusetts, NASAA, PIRC, St. John’s SOL. 

92  Massachusetts, MIRC, NASAA, St. John’s SOL. 
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are not consistent with the purpose of the Preliminary Criteria for Identification and are 

not reflective of a firm posing a high degree of risk, whether the member has already 

addressed the concerns signaled by the disclosure events or conditions, or whether the 

member firm has altered its business operations such that the calculation no longer 

reflects the member firm’s current risk profile.  During the Consultation, the Department 

would evaluate whether the member firm has demonstrated that the calculation included 

disclosure events that should not have been included (because they are duplicative or not 

sales-practice related).  When the Department considers whether a member firm should 

be subject to the maximum Restricted Deposit Requirement, it will evaluate whether the 

maximum amount would impose an undue financial hardship and whether a lesser 

amount, or conditions and restrictions, would satisfy the objectives of the rule and be 

consistent with the protection of investors and the public interest.  The ability to request a 

Hearing Officer’s review also would protect against overreaching.   

 To ensure that the member firms identified as Restricted Firms are of the type 

motivating this proposal and incentivize Restricted Firms to reduce the risks posed to 

investors, however, the Department will need some degree of flexibility to identify, react 

and respond to different sources of risk.  For this reason, the revised proposal retains the 

ability of the Department to make internal assessments during the evaluation and 

Consultation, including ones concerning the amount of the Restricted Deposit 

Requirement and the conditions and restrictions that may be imposed, to appropriately 

address the concerns indicated by the Preliminary Criteria for Identification.   
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 Nevertheless, FINRA agrees with commenters’ request for additional clarity 

regarding the conditions and restrictions that could be imposed under the proposed rule.93  

For this reason, the revised proposal provides a non-exhaustive list of conditions and 

restrictions that could be imposed on Restricted Firms.  Moreover, the proposed rule’s 

descriptions of the Department’s tasks and discretion are broad enough to allow FINRA 

to provide further guidance as it gains experience implementing the rule.  For example, 

FINRA could provide additional guidance if it learns of categories of disclosure events 

that could be described as not consistent with the purpose of the Preliminary Criteria for 

Identification or not reflective of a firm posing a high degree of risk.  FINRA also could 

provide further guidance on the kinds of conditions and restrictions that might be 

warranted in different contexts.    

Comments Concerning the Preliminary Criteria for Identification 

 Numerous commenters suggested alternatives to several aspects of the 

Preliminary Criteria for Identification.  Some suggested narrower criteria, including, for 

example, requests to: (1) exclude criminal events in which the registered person pled nolo 

contendere;94 (2) exclude or narrow criteria based on final regulatory actions;95 

(3) remove or narrow criteria based on pending events or unadjudicated events;96 (4) 

 
93  See, e.g., FSI, NASAA, PIRC. 

94  Westpark. 

95  Moss & Gilmore, Westpark. 

96  AdvisorLaw, Cambridge, Cetera, HLBS, Joseph Stone, Luxor, Moss & Gilmore, 
Westpark, Worden. 
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remove or modify the criteria based on terminations or internal reviews;97 (5) remove or 

substantially narrow the Expelled Firm Association Metric;98 (6) increase the $15,000 

threshold for settlements99 and establish a minimum threshold for awards and 

judgments;100 (7) decrease the lookback period;101 (8) distinguish between events by 

recidivist and non-recidivist brokers;102 (9) exclude all matters that are not sales-practice 

or investment-related103 or that do not involve customer harm;104 (10) address or remove 

“nuisance arbitrations . . . settled without admission of guilt” and “disclosure events . . . 

filed by a compensated non-attorney representative”;105 (11) narrow the term “Registered 

Persons In-Scope” to exclude persons who were registered with a member firm for only 

one day and include only those who have been employed with a member firm for at least 

180 days;106 (12) reconsider the inclusion in the criteria of settlements of arbitrations and 

 
97  Cambridge, Cetera, Westpark.  Two of these commenters cautioned that including 

termination and internal review events could discourage firms from conducting 
internal reviews and filing appropriate termination disclosures on the Uniform 
Registration Forms, thereby reducing internal compliance procedures and 
potentially leading to underreporting of such events.  Cetera, Westpark. 

98  Cambridge, Cetera, Joseph Stone, Luxor, Network 1, Sichenzia, Westpark.   

99  Cambridge, Joseph Stone, Luxor.  

100  Cambridge. 

101  Westpark. 

102  Sichenzia. 

103  Cambridge. 

104  Westpark. 

105  Luxor, Moss & Gilmore, Sichenzia. 

106  Westpark. 
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regulatory actions,107 disclosure events against persons who were named due to their 

position within a chain of supervision,108 and “allegation-driven” disclosures;109 and (13) 

account for widespread product or market collapse that could result in a high number of 

new disclosure events.110     

 Some commenters suggested broader criteria, including requests to: (1) lower the 

dollar threshold for settlements;111 (2) increase the lookback period;112 (3) include 

financial disclosures like judgments, liens, bankruptcies and compromises;113 (4) include 

non-investment related civil matters that involve dishonesty, deceit, or reckless or 

intentional wrongdoing;114 (5) include internal reviews by other member firms;115 (6) 

include a category based on specific products sold by the member firm;116 and (7) include 

expunged Registered Person Adjudicated Events.117   

 
107  HLBS, Moss & Gilmore, Westpark. 

108  Cambridge, Westpark. 

109  Worden. 

110  Cambridge. 

111  Better Markets. 

112  Better Markets. 

113  Massachusetts, NASAA. 

114  Massachusetts. 

115  Massachusetts. 

116  MIRC, PIABA.  

117  NASAA. 
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 Two commenters criticized or questioned how the metrics thresholds were based 

on firm size.118 

 In response to the comments about the proposed criteria’s underlying categories 

and metrics, FINRA made two modifications to the proposal in Regulatory Notice 19-17.  

First, as explained above, the revised proposal uses a narrower definition of Registered 

Persons Associated with Previously Expelled Firms.  Instead of an unlimited lookback 

over a registered person’s entire career and no limitations based on the duration of the 

person’s registration with the expelled firm as originally proposed in Regulatory Notice 

19-17, the revised proposal would include only those registered persons who were 

registered with a previously expelled firm for at least one year and within the five years 

prior to the date the Preliminary Criteria for Identification are calculated.  Persons’ 

previous registrations with expelled firms (i.e., beyond the five-year lookback) would not 

be counted in this category or towards an employing member firm’s Expelled Firm 

Association Metric.  Moreover, FINRA believes using a five-year lookback would be 

consistent with the lookback periods for the other metrics.119   

 Second, FINRA believes that the comments about the termination and internal 

review events demonstrated a need for clarification of the relevant metric.  The revised 

proposal would make clear that termination and internal review disclosures concerning a 

person that a member firm terminated would not impact that member firm’s own 

Registered Person Termination and Internal Review Metric; rather, those disclosures 

 
118  Rockfleet, Worden. 

119  FINRA analyzed whether the revised Expelled Firm Association Metric still 
preserves its usefulness, and FINRA determined that it does, as explained in the 
Economic Impact Assessment.         
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would only impact the metrics of member firms that subsequently register the terminated 

individual.  

 Otherwise, FINRA has decided to retain the rest of the Preliminary Criteria for 

Identification as originally proposed in Regulatory Notice 19-17.  Many of the 

commenters’ other proposed alternative definitions and criteria comments concern issues 

that FINRA already considered and addressed in the economic assessment in Regulatory 

Notice 19-17, and the comments have not persuaded FINRA that any changes would be 

more efficient or effective at addressing the potential for future customer harm presented.  

As FINRA explained in Regulatory Notice 19-17, the primary benefit of the proposed 

rule change would be to reduce the risk and associated costs of possible future customer 

harm by member firms that meet the proposed criteria, by applying additional restrictions 

on firms identified as Restricted Firms and by the increased scrutiny that will likely result 

by these firms on their brokers.  In developing this proposal, one of the guiding principles 

was to provide transparency regarding the proposal’s application, so that firms could 

largely identify with available data the specific set of disclosure events that would count 

towards the proposed criteria and whether the firm had the potential to be designated as a 

Restricted Firm.  This is why—unlike many of the alternatives suggested by 

commenters—FINRA’s proposal is based on events disclosed on the Uniform 

Registration Forms, which are generally available to firms and FINRA.   

 Several commenters expressed concern over how the Preliminary Criteria for 

Identification relies on data in the Uniform Registration Forms.120  Several commenters 

contended that there are underlying problems with the information disclosed through the 

 
120  AdvisorLaw, Cambridge, Moss & Gilmore, Worden. 
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Uniform Registration Forms, stemming primarily from the allegation-based disclosures 

that must be made and frivolous arbitrations.121  One commenter pointed to the number of 

expungements as evidence of the unreliability of the disclosure data.122  NASAA, 

PIABA, and some law school clinics raised a concern from a different perspective, 

writing that expungements are granted too frequently and will cause the annual 

calculation of the Preliminary Criteria for Identification to not identify all firms that pose 

the highest risks.123  Relatedly, several commenters suggested that the proposed 

Preliminary Criteria for Identification highlights problems with expungements, including 

that the proposal will incentivize even more expungement requests,124 that FINRA should 

simultaneously pursue meaningful expungement reform,125 or that FINRA should make it 

easier to expunge certain customer dispute information because Uniform Registration 

Form disclosures would now carry greater weight.126  Some commenters predicted that 

the proposal will create perverse incentives to avoid making required disclosures on the 

Uniform Registration Forms.127     

 FINRA believes, however, that the data reported on the Uniform Registration 

Forms is reliable enough on which to base proposed Rule 4111.  FINRA rules require 

 
121  AdvisorLaw, Cambridge, Moss & Gilmore, Worden.  

122  AdvisorLaw.  

123  MIRC, NASAA, PIABA, PIRC.  

124  MIRC, NASAA, PIABA, PIRC. 

125  NASAA, PIABA. 

126  Cambridge.  

127  Cetera, PIRC, St. John’s SOL. 
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firms and individuals to make accurate disclosures, and they could be subject to 

disciplinary action and possible disqualification if they fail to do so.  Regulators are the 

source of disclosures on Form U6.  FINRA’s Department of Credentialing, Registration, 

Education and Disclosure conducts a public records review to verify the completeness 

and accuracy of criminal disclosure reporting.  And although some commenters take 

issue with some of the specific events that must be disclosed on the Uniform Registration 

Forms, the SEC has taken the position that “essentially all of the information that is 

reportable on the Form U4 is material.”128    

 FINRA recognizes that the number of expungement requests may increase as a 

result of this proposal.  However, the existing regulatory framework and FINRA rules are 

designed to ensure that expungements are granted only after a neutral adjudicator 

(arbitrator or judge) concludes that expungement is appropriate.  Furthermore, OCE has 

tested the proposed thresholds in several ways using the existing Central Registration 

Depository (“CRD”) data, including comparing the firms captured by the proposed 

thresholds to the firms that have recently been expelled, that have unpaid arbitration 

awards, that Department staff has identified as high risk for sales practice and fraud based 

on the Department’s own risk-based analysis, and that subsequently had additional 

disclosures after identification.  Moreover, FINRA is actively engaged in efforts to 

address concerns with the current system of arbitration-based expungement of customer 

allegations from brokers’ records.129  FINRA’s planned review of proposed Rule 4111 

 
128  Joseph S. Amundsen, Exchange Act Release No. 69406, 2013 SEC LEXIS 1148, 

at *41 (Apr. 18, 2013), aff’d, 575 F. App’x 1 (D.C. Cir. 2014). 

129  FINRA recently filed a proposed rule change that would amend the Codes of 
Arbitration Procedure for Customer and Industry Disputes (“Codes”) to modify 
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would necessarily account for any future amendments to the expungement process and 

any associated impact on the underlying data in CRD.  Accordingly, FINRA does not 

believe that the proposal would directly result in inappropriate expungements being 

granted or appropriate expungements being not granted, or that it would undermine the 

quality of the underlying CRD information used for the proposed metrics. 

 Annual Calculation of the Preliminary Criteria for Identification 

 Massachusetts contends that calculations of the Preliminary Criteria for 

Identification should occur more than annually.  FINRA appreciates this suggestion, but  

believes that it should gain experience with an annual requirement before considering 

whether to conduct more frequent reviews.   

 SIFMA requested that the proposal provide more transparency around the 

variables for the annual calculation of the Preliminary Criteria for Identification, so that 

firms can have the same ability as FINRA to calculate whether they meet the thresholds.  

 
the current process relating to requests to expunge customer dispute information.  
The proposed rule change would amend the Codes to: (1) impose requirements on 
expungement requests filed either during an investment-related, customer-
initiated arbitration or separate from a customer-initiated arbitration (“straight-in 
requests”); (2) establish a roster of arbitrators with enhanced training and 
experience from which a three-person panel would be randomly selected to decide 
straight-in requests; (3) establish procedural requirements for expungement 
hearings; and (4) codify and update the best practices of the Notice to Arbitrators 
and Parties on Expanded Expungement Guidance that arbitrators and parties must 
follow.  See Securities Exchange Act Release No. 90000 (September 25, 2020), 
85 FR 62142 (October 1, 2020) (Notice of Filing of File No. SR-FINRA-2020-
030); Notice to Arbitrators and Parties on Expanded Expungement Guidance, 
available at https://www.finra.org/arbitration-andmediation/notice-arbitrators-and-
parties-expanded-expungement-guidance).  In addition, FINRA recently amended 
the Codes to apply minimum fees to requests to expunge customer dispute 
information.  See Securities Exchange Act Release No. 88945 (May 26, 2020), 85 
FR 33212 (June 1, 2020) (Order Approving Filing of File No. SR-FINRA-2020-
005); Regulatory Notice 20-25 (July 2020). 
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For example, SIFMA explained that firms will need specific information about the 

Evaluation Date to make the calculations on their own.   

 FINRA agrees that additional clarity should be provided regarding the timing of 

the calculation.  Proposed Rule 4111 is intended to be transparent enough so that member 

firms can understand whether they are at risk of being subject to additional obligations, 

and member firms will need to know the exact Evaluation Date to do their own 

calculations.  FINRA would announce in a Regulatory Notice the first Evaluation Date no 

less than 120 days before the first Evaluation Date.  FINRA also would announce that 

subsequent Evaluation Dates would be on the same month and day each year, except 

when that date falls on a Saturday, Sunday, or federal holiday, in which case the 

Evaluation Date would be on the next business day.  

  Some commenters requested that FINRA provide member firms with assistance in 

determining if they meet the Preliminary Criteria for Identification.  For example, CAI 

requested clarification on whether FINRA would provide advance notice to firms that 

meet or come close to meeting the Preliminary Criteria for Identification.  Cambridge 

wrote that FINRA should notify firms in advance that they meet the criteria and publish a 

list of expelled firms.  SIFMA requested that FINRA provide an electronic worksheet, 

available year round.   

 FINRA does not currently plan to provide member firms with advance notice 

about whether they would meet, or are close to meeting, the Preliminary Criteria for 

Identification, because the calculation under the proposal would occur annually, not on a 

rolling basis, and calculating the events included in the Preliminary Criteria for 

Identification based on an earlier date may lead to different results.  Moreover, the 
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proposed rule is designed to be transparent enough to allow member firms to perform 

their own calculations.  FINRA agrees, however, that additional guidance and resources 

could facilitate member firms’ independent calculations, and FINRA will explore ways to 

provide helpful resources.  For example, this could include mapping the Disclosure Event 

and Expelled Firm Association Categories to the relevant disclosure questions on the 

Uniform Registration Forms.  It also could include making available, year round, a 

worksheet that member firms could populate with the number of Registered Persons In-

Scope, the number of disclosure events in each category, and the number of Registered 

Persons Associated with Previously Expelled Firms to generate information about 

whether the member firm meets or is close to meeting the Preliminary Criteria for 

Identification.130  FINRA also would consider making available to member firms a list of 

expelled firms, if that information is burdensome for member firms to obtain on their 

own.   

 One-Time Staffing Reduction 

 Several comments addressed the proposal’s one-time staffing reduction 

opportunity.  PIRC expressed support for the one-time staffing reduction opportunity, 

commenting that it will have the benefit of lowering the number of representatives who 

have repeatedly harmed investors.  Joseph Stone commented that member firms should 

have several opportunities to reduce staff, not just one.  Westpark stated that the one-time 

opportunity should renew after three years.  HLBS called the staffing reduction 

 
130  Such a year-round worksheet could be a tool for member firms to monitor their 

status in relation to the Preliminary Criteria for Identification, but not a 
determinate one.  Whether a member firm will meet the criteria could only be 
definitively established on the annual Evaluation Date. 
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opportunity the proposal’s “most alarming and punitive measure,” because member firms 

would “conduct a mass termination not because of an independent business decision but 

because . . . failing to do so . . . would essentially result in financial ruin.”  

 FINRA has retained the one-time staffing reduction opportunity as originally 

proposed.  The one-time staffing reduction opportunity is intended to provide another 

procedural protection for member firms, because it would give a firm that meets the 

Preliminary Criteria for Identification one opportunity to reduce staff so as to fall below 

the criteria’s thresholds.  It has been designed as only a single opportunity to deter 

member firms from resurrecting a high-risk business model after a staff reduction.  

Moreover, FINRA does not agree with HLBS’s assertion that the proposed staffing 

reduction opportunity removes member firms’ independence to make business decisions.  

FINRA believes that a member firm that meets the Preliminary Criteria for Identification, 

possibly inadvertently, in one year should have the choice of whether to exercise the 

staffing reduction option.  Furthermore, a firm that chooses to exercise the staffing 

reduction option would have the independence to decide how to proceed going forward, 

with the knowledge that it has once met the Preliminary Criteria for Identification, that 

the preliminary criteria are fully transparent, and that it would not have another 

opportunity to reduce staff to avoid a review under Rule 4111.  

 Better Markets stated that the staffing reduction opportunity needs to better 

protect investors, by prohibiting other high-risk firms from hiring terminated persons, 

prohibiting any firms from hiring the terminated persons for one year, or requiring that 

staff reductions commence with brokers with the highest number of disclosure events or 

with frequent and severe violations.  FINRA is already pursuing, however, a separate 
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proposal that would require a member firm to request a materiality consultation with 

FINRA staff when a person who has one final criminal matter or two “specified risk 

events” seeks to become an owner, control person, principal or registered person of the 

member.131  That related proposal would potentially impact persons terminated pursuant 

to the staffing reduction opportunity.          

 Consultation 

 Westpark commented that proposed Rule 4111 does not give firms enough time to 

prepare for the Consultation.  Because the proposed rule sets tight deadlines for the 

Department’s decision, FINRA agrees that the proposed deadlines for the Consultation 

would also be tight.  For this reason, FINRA has revised proposed Rule 4111(d)(2) to 

require that the letter scheduling the Consultation provide at least seven days’ notice of 

the Consultation date, and also give the member firm the opportunity to request a 

postponement of the Consultation for good cause shown.  Postponements would not 

exceed 30 days unless the member firm establishes the reasons a longer postponement is 

necessary.  

 Other comments about the Consultation did not prompt FINRA to make revisions.  

For example, FSI commented that the Consultation should be an opportunity for FINRA 

to work collaboratively with the identified firm.  FINRA believes the Consultation is 

already intended to give member firms an opportunity to meet with FINRA and 

demonstrate why the calculation of the Preliminary Criteria for Identification should not 

include certain events or provide a rationale as to why the firm should not be required to 

 
131  See Securities Exchange Act Release No. 88600 (April 8, 2020), 85 FR 20745 

(April 14, 2020) (Notice of Filing of File No. SR-FINRA-2020-011). 
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maintain the maximum Restricted Deposit Requirement.  As such, FINRA does not 

believe further revisions are necessary.     

 Chiu and Luxor wrote that although proposed Rule 4111 would allow members 

during the Consultation to request a waiver of the maximum Restricted Deposit 

Requirement for financial hardship reasons, member firms will not do so because it 

would deter recruitment and cause brokers to leave.  Allowing member firms to 

demonstrate undue financial hardship, however, is consistent with the intent of the 

Restricted Deposit Requirement that it not significantly undermine the member firm’s 

continued financial stability and operational capability as an ongoing enterprise over the 

next 12 months.  Moreover, FINRA anticipates that member firms subject to the 

requirement will not be deterred from asserting that a Restricted Deposit Requirement 

would cause an undue financial hardship, given that such arguments could lead to a 

reduced Restricted Deposit Requirement or no deposit requirement at all.  Moreover, the 

proposal would not make public any such assertions by a member firm.   

 In a comment related to the Consultation, FSI commented that firms should not 

shoulder the risk of misidentification, and that FINRA should have to demonstrate its 

reasons for continuing the review process for firms preliminarily identified as high risk.  

Proposed Rule 4111 only places burdens of proof on the small number of firms that meet 

the Preliminary Criteria for Identification and that the Department determines, after 

conducting its initial evaluation, warrants further review.  Each of these firms would have 

the opportunity to overcome the presumption that it should be designated as a Restricted 

Firm and subject to the maximum Restricted Deposit Requirement.  Under the proposed 

rule, the affected firms would initiate this process because they would be in the best 
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position to provide the relevant information.  For example, proposed Rule 4111(d)(1)(A) 

would provide that a member firm may overcome the presumption that it should be 

designated as a Restricted Firm by clearly demonstrating that the Department’s 

calculation included events that should not have been included because, for example, they 

are duplicative, involving the same customer and the same matter, or are not sales 

practice related.  The member firm, not Department staff, is in the best position to 

provide that kind of information about the disclosure data.  Likewise, the member firm 

would be in the best position to demonstrate, pursuant to proposed Rule 4111(d)(1)(B), 

that it would face undue financial hardship if it were required to maintain the maximum 

Restricted Deposit Requirement. 

Restricted Deposit Requirement 

 FINRA also received general comments concerning the proposed Restricted 

Deposit Requirement concept.  Some commenters were generally opposed to the 

proposed requirement.  Their reasons include: (1) a deposit requirement may trigger 

unintended consequences which result in harm to the investing public;132 (2) a deposit 

requirement may lead to competitive disadvantages, because members without significant 

retained earnings may receive exceptions, while members with greater working capital 

would not;133 (3) the only members likely to be able to satisfy a deposit requirement 

would be ones that do not anticipate being subject to the rule;134 (4) a deposit requirement 

 
132  Cambridge. 

133  Cambridge. 

134  Cambridge. 
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would “result[ ] in cash flow problems, increased borrowing, and layoffs”135 and a 

“devastating economic impact” on the broker-dealer and its employees, customers, 

vendors, and counterparties;136 (5) restricted funds could be better used for other 

purposes;137 (6) there is little evidence why restricted deposits are necessary;138 

(7) requiring “up front financing of uninsured claims, many of which are specious, would 

have negative net capital implications”;139 (8) any assertion that unpaid arbitration awards 

is rampant and justifies the deposit requirement is false;140 (9) a deposit requirement 

would put small firms out of business and result in less choice for investors;141 and (10) 

many members do not have sufficient cash to hold as restricted deposits.142  

 Other commenters were generally supportive of the Restricted Deposit 

Requirement concept.  PIRC said that Restricted Deposit Requirements should help deter 

misconduct and also help FINRA “rein in Restricted Firms that shut down and 

reconstitute themselves in an attempt to avoid paying settlements and awards.”  SIFMA 

 
135  Westpark. 

136  Rockfleet. 

137  Chiu. 

138  Brooklight. 

139  Moss & Gilmore. 

140  Moss & Gilmore. 

141  Chiu, IBN, Whitehall.  Whitehall also wrote that the proposal entails “FINRA . . . 
demanding funds for itself” and “using [members] as bank accounts to expand” 
FINRA’s activities.  Nothing in the proposal, however, results in FINRA 
receiving any assets from firms.  At all times, a Restricted Firm would continue to 
own the assets that it maintains in a Restricted Deposit Account.    

142  Whitehall. 
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opined that the proposal “appropriately embraces the ‘front-end’ approach” to addressing 

unpaid awards by “seeking to identify those small number of firms with an extensive 

history of misconduct and/or relevant disclosure events, and as appropriate, requiring 

[them] to set aside cash deposits or qualified securities that could be applied to . . . unpaid 

awards.”   

 FINRA’s proposal continues to provide that the Department could impose a 

Restricted Deposit Requirement on Restricted Firms.  FINRA believes that a financial 

requirement is the measure most likely to motivate Restricted Firms to change behavior.  

As such, the Restricted Deposit Requirement is an essential feature of the proposal to 

protect investors, with the possible secondary benefit of helping to address the issue of 

unpaid arbitration awards.  Moreover, the proposal attempts to counteract firms’ 

preemptively withdrawing capital by instructing the Department to consider several 

financial factors—not just net capital—when determining a Restricted Deposit 

Requirement.  In addition, FINRA believes the implications of a Restricted Deposit 

Requirement on a member firm’s net capital levels—that a member firm would have to 

deduct deposits in Restricted Deposit Accounts in determining the firm’s net capital143—

is one reason why the proposal would incentivize member firms to avoid becoming 

Restricted Firms, not a reason to abandon the Restricted Deposit Requirement concept.  

Finally, the proposal contemplates that the Restricted Deposit Requirement should 

 
143  See proposed Rule 4111.01. 
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correlate to the financial realities at the member firm, and allows the firm to attempt to 

demonstrate that it would impose undue financial burdens.144   

Calculating a Restricted Deposit Requirement 

 FINRA received several comments about the Department’s determination of a 

Restricted Deposit Requirement.  CAI expressed support for some of the proposed factors 

that the Department would consider when calculating the Restricted Deposit 

Requirement.  In addition, CAI endorsed the proposed limitation in proposed Rule 

4111(i)(15) that the maximum Restricted Deposit Requirement be an amount that would 

not significantly undermine the continued financial stability and operational capability of 

the firm as an ongoing enterprise over the next 12 months.   

 Several commenters expressed concerns about the proposed factors that the 

Department would consider when calculating the Restricted Deposit Requirement.  For 

example, Sichenzia called the factors “arbitrary”; some commenters opposed the 

inclusion of, or requested modifications to, the “Covered Pending Arbitration Claims” 

factor;145 Network 1 commented that the Restricted Deposit Requirement should not 

consider “bona fide nuisance claims brought in arbitration”; Cambridge objected to the 

“gross revenues” factor, on the grounds that that factor would not contemplate the firm’s 

contractual obligations for which the revenues have already been allocated; and Moss & 

 
144  Westpark commented that proposed Rule 4111 is inconsistent with Section 

15A(b)(5) of the Exchange Act, which requires that FINRA’s rules “provide for 
the equitable allocation of reasonable dues, fees, and other charges among 
members.”  The proposed Restricted Deposit Requirement, however, is not a due, 
fee or charge.  Assets that a member maintains in a Restricted Deposit Account 
would remain the member’s assets; they would not be provided to, used by, or 
owned by FINRA.  

145  Moss & Gilmore, Network 1, Sichenzia, Westpark. 
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Gilmore objected to considering “concerns raised during FINRA exams” on the grounds 

that “novice examiners . . . [often] conduct the front-line examinations.”146   

 Some commenters believed that the list of factors should be expanded.  For 

example, two commenters requested that FINRA account for instances in which the firm 

has insurance coverage for arbitration claims.147  MIRC commented that the Covered 

Pending Arbitration Claims factor should be expanded to include other kinds of pending 

claims that could lead to unpaid awards, not just ones limited to the arbitration setting.  

PIABA requested that the Restricted Deposit Requirement calculation also take into 

account the nature and extent of harm that the Restricted Firm has done in the past.   

 As explained above, FINRA has made several revisions to the factors that the 

Department would consider when determining a maximum Restricted Deposit 

Requirement.  The “annual revenues” and “net capital requirements” factors proposed in 

Regulatory Notice 19-17 have been modified to “revenues” and “net capital,” and 

“assets,” “expenses,” and “liabilities” have been added as factors.  In addition, FINRA 

has clarified that unpaid arbitration awards against a member firm’s Associated Persons 

is one relevant factor.  FINRA believes this modified and expanded list of factors would 

lead to a more complete consideration of the firm’s financial situation.   

 FINRA has retained the other proposed factors, however, because they 

appropriately and accurately describe the factors, financial and otherwise, that would be 

most relevant to the Department when calculating a Restricted Deposit Requirement.  

This includes the Covered Pending Arbitration Claims factor.  Because one purpose of 

 
146  Moss & Gilmore. 

147  Network 1, Sichenzia. 
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the Restricted Deposit Requirement is to preserve some of a Restricted Firm’s assets for 

potential payment of arbitration awards, FINRA believes that purpose is served by 

allowing the Department to consider Covered Pending Arbitration Claims when 

determining a Restricted Deposit Requirement.  At the same time, the revised proposed 

rule also adds as a factor the member’s “insurance coverage for customer arbitration 

awards or settlements.”  FINRA believes that if Restricted Firms were able to procure 

errors and omissions insurance policies or other kinds of insurance coverage for some or 

all of the kinds of claims that customers typically bring in arbitrations, at meaningful 

coverage amounts, that could warrant a reduced Restricted Deposit Requirement and 

would be behavior to encourage.   

 Two commenters contended that because potential liabilities relating to pending 

arbitrations must be accrued on financial statements, a Restricted Deposit Requirement 

that is based in part on Covered Pending Arbitration Claims (which would be a non-

allowable asset) would “double[ ] the net capital impact.”148  While there would not 

usually be a double impact—accruals of contingent liabilities based on pending 

arbitrations usually reflect only a small percentage of the potential liability—a member 

firm’s net capital level could be impacted by a Restricted Deposit Requirement based in 

part on Covered Pending Arbitration Claims and a member firm’s accruals of potential 

liabilities stemming from the same pending arbitration claims.  For this reason, the 

Department’s consideration of Covered Pending Arbitration Claims could take into 

account whether any liability accruals for those same claims warrant a reduction in the 

Restricted Deposit Requirement.  It should be noted, however, that the purposes of 

 
148  Network 1, Rockfleet. 
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accruing a liability on a financial statement are different from the purposes of the 

proposed Rule 4111 requirement to deposit money in a Restricted Firm’s segregated, 

restricted account. 

 In addition to comments about the specific factors that the Department would 

consider, some commenters requested that the proposal describe with more specificity 

how the Restricted Deposit Requirement would be calculated or establish caps.  CAI, for 

example, requested that FINRA develop specific limitations such as caps and a formula 

that focuses on the correlation between revenues that may give rise to unpaid arbitration 

awards (e.g., penny stock sales) and unpaid arbitration award amounts.  FSI suggested 

that FINRA use published guidelines to provide transparency.  Westpark suggested that 

the proposal should cap the Restricted Deposit Requirement at a specified percentage of 

required net capital amounts or a percentage of average net income over a three-year 

lookback period.  Whitehall asked whether FINRA would have a formula for calculating 

the Restricted Deposit Requirement.  MIRC suggested that FINRA should impose 

Restricted Deposit Requirements that are sufficient to meet all unpaid awards and 

pending claims related to products and product types. 

 FINRA has not proposed a uniform formulaic approach for calculating the 

Restricted Deposit Requirement because of the range of relevant factors and differences 

in member firms’ business models, operations, and financial conditions.  In addition, 

although formulas do provide objective, transparent methodologies, here they would 

allow member firms the opportunity to manipulate their revenue numbers during the 

calculation periods.  For these reasons, FINRA has retained the factor-based, principles-

based approach to determining a Restricted Deposit Amount.     
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 Impact on Unpaid Arbitration Awards 

 PIABA contended that the proposal will not solve the issue of unpaid arbitration 

awards, because there is no indication that the Restricted Deposit Requirements will be 

sufficient to cover anticipated arbitration awards.  Relatedly, several commenters 

requested that the proposal also provide more clarity on how the Restricted Deposit 

Requirement could be used to pay investor claims.149     

 With respect to the relationship between proposed Rule 4111 and unpaid 

arbitration awards, FINRA notes that FINRA rules currently prohibit member firms or 

registered representatives who do not pay arbitration awards in a timely manner from 

continuing to engage in the securities business under FINRA’s jurisdiction.150  As to 

proposed Rule 4111, it was designed to address a broader range of investor protection 

concerns posed by firms and individuals with a significant history of misconduct, 

including but not limited to unpaid arbitration awards.  The Rule would apply to firms 

who, based on statistical analysis of their prior disclosure events, are substantially more 

likely than their peers to subsequently have a range of additional events indicating 

various types of harm or potential harm to investors.   

 Nevertheless, FINRA believes proposed Rule 4111 may have important ancillary 

effects in addressing unpaid customer arbitration awards.  In particular, the Rule may 

deter behavior that could otherwise result in unpaid arbitration awards, by incentivizing 

 
149  MIRC, PIABA, PIRC. 

150  See FINRA Rule 9554.  Under FINRA rules, unless a respondent has specified 
defenses to non-payment, the respondent must pay a monetary award within 30 
days of receipt.  See FINRA Rule 12904(j).  In addition, firms with unpaid awards 
cannot re-register with FINRA and individuals cannot register as representatives 
of any member firm, without paying or discharging the outstanding award. 
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firms to reduce their risk profile and violative conduct in order to avoid being deemed a 

Restricted Firm and becoming subject to the Restricted Deposit Requirement (or other 

conditions or restrictions).  In addition, firms may be incentivized to obtain insurance 

coverage for potential arbitration awards, because such coverage would be taken into 

account in determining any Restricted Deposit Requirement.  Moreover, and as explained 

above, the proposed rule includes several presumptions, applicable to the Department’s 

assessment of an application by a firm previously designated as a Restricted Firm for a 

withdrawal from a Restricted Deposit, that would further incentivize the payment of 

arbitration awards.   

 FINRA has made several revisions to proposed Rule 4111(f) to make more clear 

the process that would guide the Department’s evaluation of a request for a withdrawal 

from a Restricted Deposit Account.  As explained above, these include several 

presumptions of approval or denial that set forth how Covered Pending Arbitration 

Claims or unpaid arbitration awards would impact the Department’s evaluation.  The 

presumptions of denial that would apply when a Restricted Firm or previously designated 

Restricted Firm applies for a withdrawal from a Restricted Deposit would still apply 

when the firm seeks to use the funds to satisfy unpaid arbitration awards; unless the 

presumption of denial can be overcome, those firms would generally need to satisfy 

unpaid arbitration awards using funds other than those in a Restricted Deposit 

Account.151  There would be a separate presumption that a request by a former member 

firm previously designated as a Restricted Firm to access its Restricted Deposit would be 

approved when it commits in the manner specified by the Department to use the amount 

 
151  See proposed Rule 4111(f)(1) and (f)(3)(B)(ii)(a). 
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it seeks to withdraw from its Restricted Deposit to pay the former member’s specified 

unpaid arbitration awards.   

 PIABA also raised the concern that thinly capitalized firms would have smaller 

Restricted Deposit Requirements.  A member’s thin capitalization at the time of the 

Consultation, however, would be only one factor of many that the Department would 

consider when determining a Restricted Deposit Requirement, and would not necessarily 

result in a lower requirement.   

 Custodians of the Restricted Deposit Account 

 Some commenters expressed concern about how proposed Rule 4111 would  

require the Restricted Deposit Account to be maintained with a bank or clearing firm.  

Rockfleet predicted that it will be unlikely that banks or clearing firms will create new 

policies and procedures for the small amount of Restricted Deposit Accounts that would 

result from the proposal.  SIFMA commented that a number of clearing firms believe it 

would be problematic to custody a Restricted Deposit Account “given the clearing firm’s 

unique role in the relationship between an introducing broker and its clients,” and how 

the proposed rule would impose additional duties and responsibilities that are not now 

part of clearing firms’ systems and procedures.  SIFMA also stated that custody by a 

clearing firm of the Restricted Deposit Requirement likely would not provide FINRA 

with the level of transparency that FINRA would want.   

   The revised proposal retains the option for Restricted Firms to establish Restricted 

Deposit Accounts with clearing firms.  FINRA believes that member firms have an 

existing relationship with their clearing firms and should be permitted to establish the 

Restricted Deposit Account with them if the parties choose.  Nothing in the proposal 
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requires clearing firms to establish Restricted Deposit Accounts.  Where a clearing firm is 

unwilling or unable to establish these accounts, the proposal would permit Restricted 

Firms to establish such accounts at banks.   

 SIFMA also commented that the proposal should be revised to expressly allow 

trust companies to maintain the accounts.  FINRA believes that the original proposal 

includes many trust companies and so gives members sufficient options and flexibility.     

 Comments Concerning Proposed Expedited Proceedings 

 As originally proposed in Regulatory Notice 19-17, proposed Rule 9561(a) would 

have provided that any of the Rule 4111 Requirements imposed in a notice issued under 

proposed Rule 9561(a) would be immediately effective; that, in general, a request for a 

hearing would not stay those requirements; and that, if a member firm requests a hearing 

of a Department determination that imposes a Restricted Deposit Requirement for the 

first time, the member firm would be required to deposit, while the expedited proceeding 

was pending, the lesser of either 50% of its Restricted Deposit Requirement or 25% of its 

average excess net capital during the prior calendar year.  Westpark commented that the 

expedited proceedings would not be meaningful because obligations would not be stayed.  

Luxor commented that the requirement to deposit a percentage of the Restricted Deposit 

Requirement would be “devastating.”   

 In general, FINRA has retained the no-stay provisions as originally proposed.  

FINRA believes that the proposed no-stay provisions are a fundamental part of how the 

proposed rules would protect investors.  Requiring Restricted Firms to comply with 

obligations imposed during the short pendency of an expedited proceeding would afford 

more immediate protections to investors from firms that pose outlier-level risks.  
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Moreover, requiring immediate compliance with the Department’s decision would be 

similar to other situations in which firms and individuals posing substantial risks must 

abide by FINRA decisions before underlying proceedings are resolved, such as when 

disciplinary respondents must abide by temporary cease and desist orders before an 

underlying disciplinary proceeding is complete or comply with FINRA-imposed bars 

while an SEC appeal is pending.  Nonetheless, FINRA believes that one aspect of the 

proposed no-stay provisions could be less burdensome without compromising its 

intended purpose.  Accordingly, FINRA has revised the proposed rules to lower the 

proposed partial-deposit requirement to the lesser of 25% of the Restricted Deposit 

Requirement or 25% of the firm’s average excess net capital during the prior calendar 

year. 

 Cetera commented that the hearings should be conducted by a Hearing Panel that 

includes two industry members and one Hearing Officer, because Hearing Officers are 

viewed as “not as objective.”  FINRA has retained, however, the proposal to have 

Hearing Officers preside over the new expedited proceedings.  Hearing Officers preside 

over several kinds of proceedings.152  And here, FINRA believes the need for swift 

proceedings as a result of the proposed no-stay provisions and to protect investors works 

in favor of the efficiency of Hearing Officer-only proceedings.  Moreover, FINRA 

believes there are additional protections for the firms in the proposal, given that the 

 
152  See FINRA Rule 9559(d) (providing that Hearing Officers preside over, and act 

as the sole adjudicator for, proceedings initiated under Rules 9553 (failures to pay 
FINRA dues, fees and other charges), 9554 (failures to comply with arbitration 
awards or related settlements or orders of restitution or settlements providing for 
restitution), and 9556(h) (subsequent proceedings for failures to comply with 
temporary or permanent cease and desist orders)). 
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Hearing Officer’s authority will be circumscribed and that the NAC’s Review 

Subcommittee will have the right to call the proceeding for review. 

 Cetera commented that the proposed rule would require hearings to be held in 

expedited proceedings in an unreasonably short time after the firm receives notice of its 

Restricted Firm status.  FINRA believes, however, that the proposed rule offers 

reasonable time limits and an opportunity to seek extensions.  Under proposed Rules 

9561(a)(5) and 9559(f)(5), a member would be required to request a hearing within seven 

days after service of a notice of a determination that a firm is a Restricted Firm, and a 

hearing would be required to be held within 30 days after the member files that hearing 

request.  In addition, under an existing provision in Rule 9559, the Hearing Officer could 

extend the time limits for holding the hearing for good cause shown or with the consent 

of all the parties.       

 PIABA commented that under proposed Rule 9561(b), which would establish an 

expedited proceeding to address a member firm’s failure to comply with any 

requirements imposed pursuant to proposed Rule 4111, FINRA should be required to 

immediately suspend a non-compliant firm and should not have the discretion not to act.  

Although FINRA expects that non-compliant Restricted Firms would be a high priority 

for the Department of Enforcement, the revised proposal retains FINRA’s prosecutorial 

discretion to ensure that FINRA can use its best judgments about how to deploy its 

limited resources.  

 Rockfleet commented that the proposed Rule 9561(b) expedited proceeding is 

counterintuitive, because canceling a Restricted Firm’s membership would result in 

FINRA losing any control over the firm.  FINRA respectfully disagrees and believes that 
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proposed Rule 4111 must provide a tool for FINRA to compel the immediate compliance 

with obligations that have been imposed pursuant to the rule.   

 Procedural Protections 

 Several commenters contended that the proposal is an attempt to impose the 

equivalent of sanctions while avoiding the fair-process requirements that would be 

present in a disciplinary proceeding, and to ban persons who are not statutorily 

disqualified.153  The proposed Rule 4111 process, however, is neither a disciplinary nor 

an eligibility proceeding, and the obligations that could be imposed pursuant to proposed 

Rule 4111 would not be sanctions imposed for violations.  Furthermore, FINRA believes 

the proposal gives affected member firms substantial procedural protections.  These 

include providing notice that a member has met the Preliminary Criteria for Identification 

and of the maximum Restricted Deposit Requirement; a one-time staffing reduction 

opportunity for firms that meet the Preliminary Criteria for Identification for the first 

time; a Consultation, which will allow affected firms to attempt to show why they should 

not be deemed Restricted Firms or be subject to the maximum Restricted Deposit 

Requirement; and the right to seek an expedited hearing before a Hearing Officer.154  

These procedural protections are in addition to the Preliminary Criteria for Identification, 

which would be fully transparent and enable firms to monitor whether they are at risk of 

meeting the threshold criteria.   

 
153  Brooklight, Luxor, Network 1, Rockfleet, Westpark. 

154  The right to have a Hearing Officer’s decision reviewed by the SEC would be 
governed by Section 19 of the Exchange Act. 



 Page 112 of 596 

 Moreover, the proposal is neither intended nor designed to expel member firms 

and persons that are not statutorily disqualified.  In this regard, FINRA notes that the rule 

text contains express language that the Department determine a maximum Restricted 

Deposit Requirement that “would not significantly undermine the continued financial 

stability and operational capability of the firm as an ongoing enterprise over the next 12 

months,” and also contemplates situations in which Restricted Firms remain member 

firms for years.  Furthermore, persons terminated pursuant to the Rule 4111 staffing 

reduction opportunity would be permitted to seek employment with any other member 

firm and allowed to apply to re-associate with the Restricted Firm after one year.155  

 Unintended Consequences 

 Rockfleet expressed concern that clearing firms will terminate clearing 

agreements for firms deemed to be Restricted Firms, and that firms using tri-party 

clearing agreements could be impacted through no fault of their own.  CAI raised a 

concern that being deemed as a Restricted Firm could have ramifications for firms that 

are parties to selling agreements.  FINRA appreciates that proposed Rule 4111 may have 

potential unintended consequences, and plans to examine issues like those when FINRA 

reviews proposed Rule 4111 after gaining sufficient experience under the rule.   

 Public Disclosure Issues 

 Several commenters addressed whether there should be public disclosure of a 

firm’s status as a Restricted Firm.  Some opposed any disclosure at all, warning that 

disclosure could adversely impact the affected firms, and would make it more likely the 

 
155  Some commenters (Network 1, Westpark) asserted that the proposed rule change 

would be unconstitutional, for a variety of reasons.  FINRA, however, is not a 
state actor. 
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firm would fail.156  Several commenters, particularly regulators and public advocacy 

groups, argue that FINRA should disclose the names of Restricted Firms to the public or, 

at least, to other regulators or clearing firms.157   

 FINRA believes the aim of the proposal is to address the risks posed by Restricted 

Firms by imposing appropriate restrictions on them and, at the same time, providing them 

with opportunities and incentives to remedy the underlying concerns (e.g., the one-time 

staff reduction, the opportunity to roll off the Restricted Firms list).  Because requiring 

FINRA to publicly disclose a firm’s Restricted Firm status may potentially interfere with 

those purposes, FINRA is not proposing to require the public disclosure of a firm’s status 

as a Restricted Firm at this time.  FINRA believes that it is necessary to gain meaningful 

experience with the proposed rule to evaluate the impact of creating an affirmative 

disclosure program.158       

 Economic Impact Assessment 

 Rockfleet commented that the proposal appears to be reverse engineered to target 

firms that FINRA has already chosen.  As discussed above, the proposed Preliminary 

Criteria for Identification are based on metrics that are replicable and transparent to 

FINRA and the affected member firms, and are intended to identify firms that pose far 

 
156  Cetera, FSI. 

157  Better Markets, Massachusetts, NASAA, SIFMA, St. John’s SOL. 

158  It should be noted that information about a firm’s status as a Restricted Firm, and 
any restricted deposit it must maintain, could become publicly available through 
existing sources or processes.  Such disclosures could occur, for example, through 
Form BD, Form CRS, or financial statements, or when a Hearing Officer’s 
decision in an expedited proceeding is published pursuant to FINRA’s publicity 
rule. 
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greater risks to their customers than other firms.  One identifier of these types of firms is 

that they and their brokers generally have substantially more Registered Person and 

Member Firm Events compared to their peers.  This is consistent with a growing 

academic literature that provides evidence on past disciplinary and other regulatory 

events associated with a firm or individual being predictive of similar future events.159  

These patterns indicate a persistent, albeit limited, population of firms with a history of 

misconduct that may not be acting appropriately as a first line of defense to prevent 

customer harm by their brokers.  Accordingly, the proposed rule is intended to strengthen 

FINRA’s toolkit to respond to these firms and brokers with a significant history of 

misconduct based on a proposed criteria that relies on regulatory and other disclosure 

events, similar to those used in the literature. 

 FINRA also conducted several validations on the firms meeting the criteria, by 

reviewing the extent to which firms identified were subsequently expelled, associated 

with unpaid awards, or were associated with “new” Registered Person and Member Firm 

Events.  For example, these validations showed that the identified firms had on average 

approximately 6.1-19.9 times more new disclosure events after their identification than 

other firms in the industry during the same period that would not have met the 

Preliminary Criteria for Identification.  This suggests that the proposed criteria is 

effective in identifying firms that may be associated with additional events after 

identification, which is consistent with the literature’s finding on regulatory events being 

predictive of similar future events. 

 
159  See supra note 4. 
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 Better Markets commented that the Economic Impact Assessment did not 

quantify the harm to investors when firms with a significant history of misconduct are 

permitted to continue engaging with investors.  The proposed rule is intended to place 

additional restrictions on identified firms and increase scrutiny by these firms on their 

brokers.  As a result, FINRA anticipates that the proposed rule will reduce the risk and 

associated costs of possible future customer harm and lead to improvements in the 

compliance culture, relative to the economic baseline of the current regulatory 

framework.  The proposed rule is intended to create incentives for firms and brokers to 

limit or end practices that result in customer harm and provide increasing restrictions on 

those that choose not to alter their activities.  Nonetheless, it is difficult to predict or 

quantify, before the proposed rule is implemented, the extent to which firms may 

continue to engage in harmful activities despite any additional restrictions imposed.  

However, FINRA plans to review the proposed rule after gaining sufficient experience 

with it, at which time FINRA will assess the rule’s ongoing effectiveness and efficiency.   

 Westpark wrote that FINRA should analyze how many brokers who are currently 

licensed and in good standing would become “unemployable” if the proposed rule were 

approved.  FINRA’s Economic Impact Assessment of the proposed rule includes the 

economic impacts on firms hiring and registered persons seeking employment.  For 

example, as discussed above, FINRA estimates that during the 2013-2019 review period 

only one to two percent of the registered persons had any qualifying events in their 

regulatory records.  Accordingly, 98%-99% of the registered persons (with no qualifying 

events) should have no adverse economic impacts associated with their employment 

opportunities.  Further, the vast majority of member firms, approximately 98%, would 
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likely be able to employ most of the individuals seeking employment in the industry—

including ones who have some disclosures—without coming close to meeting the 

Preliminary Criteria for Identification.  Accordingly, FINRA believes that these 

anticipated economic impacts would likely be limited to a small proportion of registered 

persons and member firms, particularly in cases where registered persons with 

disclosures are seeking employment at firms at or near the Preliminary Criteria for 

Identification.  

 Westpark commented that FINRA should back-test the impact of the proposed 

rule to cover a period that was not a bull market.  The economic impact assessment 

evaluated the proposed criteria over the 2013-2019 period.  Because of the criteria’s 5-

year lookback period for adjudicated events, the evaluation included events that reached a 

resolution between 2009 and 2019, which includes the period of the global financial 

crisis.        

 Suggested Alternatives or Additional Measures 

 Several comments suggested alternatives to proposed Rule 4111.  For example, 

several commenters suggested that FINRA improve how it uses its existing rules and 

programs.  For example, Network 1 commented that FINRA’s enforcement program is 

already a practical solution for addressing “bad brokers.”  Brooklight suggested that 

FINRA try to solve for any gaps in its enforcement authority and processes that prevent 

FINRA from dealing with the “few bad actors” motivating the proposal.  ASA wrote that 

FINRA should pursue the expulsion of firms that do not carry out their supervisory 

obligations and act in ways that harm customers, and impose immediate lifetime bans on 

those who engage in certain egregious acts, such as theft of customer funds.  ASA further 
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commented that FINRA “has an obligation to penalize and, if necessary, revoke the 

licenses of bad actors,” and that “[i]f FINRA believes it lacks the authority or the tools 

necessary to stop the most egregious abuses, . . . then it should work with the . . . SEC, 

Congress and the industry to correct the problem.”  Joseph Stone commented that FINRA 

should continue focusing on firms’ supervisory systems.     

 As explained above, FINRA has a number of current programs through which it 

strives to prevent and deter misconduct by member firms and the individuals they hire.  

These tools have been effective in identifying and addressing a range of misconduct by 

individuals and firms, and FINRA has continued to strengthen them.  Despite FINRA’s 

efforts, however, persistent compliance issues continue to arise in some member firms, as 

explained above.  Thus, while FINRA continues to explore whether additional 

enhancements to existing programs, including relevant statutory or regulatory changes,160 

would help FINRA target firms or individuals that engage in serious misconduct with 

greater speed and effectiveness, FINRA believes there remains a strong need to equip 

FINRA with authority to address more proactively the current risks posed by the limited 

population of firms with a significant history of misconduct.  

 
160  The Exchange Act includes fair procedure requirements for various SRO actions, 

including the disciplining of members and persons associated with members, and 
sets out the types of misconduct that presumptively exclude brokers from 
engaging in the securities business (identified as statutory disqualifications or 
“SDs”).  The Exchange Act and SEC rules thereunder also establish a framework 
within which FINRA evaluates whether to allow individuals who are the subject 
of a statutory disqualification.  In addition, FINRA’s review of many SD 
applications is governed by the standards set forth in Paul Edward Van Dusen, 47 
S.E.C. 668 (1981), and Arthur H. Ross, 50 S.E.C. 1082 (1992).  These standards 
provide that, in situations where an individual’s misconduct has already been 
addressed by the SEC or FINRA, and certain sanctions have been imposed for 
such misconduct, FINRA should not consider the individual’s misconduct when it 
evaluates an SD application.    
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 Some commenters proposed that, instead of a Restricted Deposit Requirement, 

FINRA should impose insurance or performance bond requirements,161 create a national 

investor recovery pool funded from fines that FINRA receives162 or a restitution fund,163 

or impose additional capital requirements on identified firms.164  FINRA believes these 

alternatives present challenges and is continuing to propose a Restricted Firm Obligations 

Rule that would authorize the imposition of Restricted Deposit Requirements.   

 Some commenters proposed other alternatives for FINRA’s consideration.  Chiu 

wrote that FINRA should instead focus attention on investor education and encouraged 

the creation of more tools like the Senior Helpline.  Colorado FSC recommended that 

FINRA assign “disciplinary training and behavior restructuring” to address disclosure 

related issues.  FINRA does not believe, however, that the suggested alternatives would 

be as effective as the proposed Restricted Firm Obligations Rule at addressing firms with 

a significant history of misconduct and encouraging such firms to modify their behavior 

and risk profile.   

 Several commenters proposed steps that FINRA should take in addition to the 

proposal.  These included: (1) requiring firms to provide BrokerCheck reports to 

customers;165 (2) expelling firms that are Restricted Firms for two consecutive years;166 

 
161  Brooklight, Cetera, Rockfleet. 

162  PIRC. 

163  Sichenzia. 

164  ASA. 

165  PIRC. 

166  Better Markets. 
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(3) “de-licensing” all current brokers who worked at such firms when they were initially 

designated as Restricted Firms;167 (4) disclosing more information on BrokerCheck, such 

as the percentage of brokers at a firm with disclosures and the average number of 

brokers’ and firm’s disclosures,168 or which brokers have a demonstrable pattern of 

violating the law;169 and (5) explaining to investors the methods that “recidivist” firms 

employ.170  Several commenters also suggested that FINRA give more consideration to 

proposing a rule like Investment Industry Regulatory Organization of Canada (IIROC) 

Consolidated Rule 9208, which is a terms and conditions rule.171   

 FINRA appreciates receiving suggestions on additional steps it might take to 

address firms with a significant history of misconduct, and FINRA will continue to 

explore ways to address firms with a significant history of misconduct.  As FINRA 

explained in Regulatory Notice 19-17, this includes continuing to consider whether to 

propose a terms and conditions rule.  FINRA notes, however, that some of Better 

Markets’ suggestions essentially request that FINRA broaden the statutory definition of 

disqualified persons, which is not within FINRA’s jurisdiction to do.172   

 
167  Better Markets. 

168  St. John’s SOL. 

169  Better Markets. 

170  Better Markets. 

171  Better Markets, Brooklight, Cambridge, Cetera, Luxor, Massachusetts, MIRC, 
PIRC.   

172  See 15 U.S.C. 78c(a)(39) (defining “statutory disqualification”). 
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  Miscellaneous Comments Outside the Scope of the Proposal 

 Some commenters raised concerns regarding issues that are not directly related to 

the proposal, such as whether barring “rogue brokers” or firms is effective,173 whether the 

Uniform Registration Forms should request disclosure of unsubstantiated allegations or 

unadjudicated alleged rule violations,174 and whether FINRA Hearing Officers are 

impartial.175  FINRA believes, however, that these comments are outside the scope of the 

proposal. 

6.   Extension of Time Period for Commission Action 

FINRA does not consent at this time to an extension of the time period for 

Commission action specified in Section 19(b)(2) of the Act.176 

7. Basis for Summary Effectiveness Pursuant to Section 19(b)(3) or for 
Accelerated Effectiveness Pursuant to Section 19(b)(2) or Section 19(b)(7)(D) 

 
Not applicable.  

8. Proposed Rule Change Based on Rules of Another Self-Regulatory 
Organization or of the Commission 

 
Not applicable.   

9.   Security-Based Swap Submissions Filed Pursuant to Section 3C of the Act 

Not applicable.  

 
173  Chiu. 

174  AdvisorLaw. 

175  Moss & Gilmore. 

176  15 U.S.C. 78s(b)(2). 
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10.   Advance Notices Filed Pursuant to Section 806(e) of the Payment, Clearing 
and Settlement Supervision Act 

Not applicable.  

11. Exhibits 
 
  Exhibit 1.  Completed notice of proposed rule change for publication in the 

Federal Register. 

 Exhibit 2a.  Regulatory Notice 19-17 (May 2019).  

 Exhibit 2b.  List of comment letters received in response to Regulatory Notice 19-

17 (May 2019).   

 Exhibit 2c.  Copies of the comment letters received in response to Regulatory 

Notice 19-17 (May 2019).   

Exhibit 2d.  Flow chart of the proposed Rule 4111 process. 

Exhibit 3a.  Number of Firms Meeting the Preliminary Criteria for Identification. 

Exhibit 3b.  Distribution of Firms Meeting the Preliminary Criteria for 

Identification by Firm Size. 

Exhibit 3c.  New Events (after identification) Associated with Firms Meeting the 

Preliminary Criteria for Identification. 

Exhibit 3d.  New Events Associated with Firms No Longer Meeting the 

Preliminary Criteria for Identification after removing Pending Events.  

Exhibit 3e.  Variation in Financial Metrics for Firms Meeting the Preliminary 

Criteria for Identification. 

Exhibit 3f.  Association between Revenues and Award & Settlement Amounts for 

Firms Meeting the Preliminary Criteria for Identification.  

 Exhibit 5.  Text of the proposed rule change. 
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EXHIBIT 1 
 
SECURITIES AND EXCHANGE COMMISSION 
(Release No. 34-             ; File No. SR-FINRA-2020-041) 
 
 
Self-Regulatory Organizations; Financial Industry Regulatory Authority, Inc.; Notice of 
Filing of a Proposed Rule Change to Adopt FINRA Rule 4111 (Restricted Firm 
Obligations) and FINRA Rule 9561 (Procedures for Regulating Activities Under Rule 
4111) 
 

Pursuant to Section 19(b)(1) of the Securities Exchange Act of 1934 (“Act”)1 and 

Rule 19b-4 thereunder,2 notice is hereby given that on                                          , the 

Financial Industry Regulatory Authority, Inc. (“FINRA”) filed with the Securities and 

Exchange Commission (“SEC” or “Commission”) the proposed rule change as described 

in Items I, II, and III below, which Items have been prepared by FINRA.  The 

Commission is publishing this notice to solicit comments on the proposed rule change 

from interested persons.   

I.    Self-Regulatory Organization’s Statement of the Terms of Substance of the 
Proposed Rule Change  

 
FINRA is proposing to (1) adopt FINRA Rule 4111 (Restricted Firm Obligations) 

to require member firms that are identified as “Restricted Firms” to maintain a deposit in 

a segregated account from which withdrawals would be restricted, adhere to specified 

conditions or restrictions, or comply with a combination of such obligations; and 

(2) adopt a new FINRA Rule 9561 (Procedures for Regulating Activities Under Rule 

4111), and amend FINRA Rule 9559 (Hearing Procedures for Expedited Proceedings 

Under the Rule 9550 Series), to create a new expedited proceeding to implement 

 
1  15 U.S.C. 78s(b)(1).   

2  17 CFR 240.19b-4.   
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proposed Rule 4111.3  In addition, FINRA proposes to adopt Capital Acquisition Broker 

(“CAB”) Rule 412 (Restricted Firm Obligations), to clarify that member firms that have 

elected to be treated as CABs would be subject to proposed FINRA Rule 4111, and to 

amend Funding Portal Rule 900(a) (Application of FINRA Rule 9000 Series (Code of 

Procedure) to Funding Portals), to clarify that funding portals would not be subject to 

proposed FINRA Rule 9561. 

The text of the proposed rule change is available on FINRA’s website at 

http://www.finra.org, at the principal office of FINRA and at the Commission’s Public 

Reference Room. 

II. Self-Regulatory Organization’s Statement of the Purpose of, and Statutory Basis 
for, the Proposed Rule Change 

 
In its filing with the Commission, FINRA included statements concerning the 

purpose of and basis for the proposed rule change and discussed any comments it 

received on the proposed rule change.  The text of these statements may be examined at 

the places specified in Item IV below.  FINRA has prepared summaries, set forth in 

sections A, B, and C below, of the most significant aspects of such statements. 

A. Self-Regulatory Organization’s Statement of the Purpose of, and Statutory 
Basis for, the Proposed Rule Change 

 
1. Purpose 

 
Background 

FINRA has been engaged in an ongoing effort to enhance its programs to address 

the risks that can be posed to investors and the broader market by individual brokers and 

 
3  This reflects a different numbering than was originally proposed.  See Regulatory 

Notice 19-17 (proposing to number the proposed new expedited proceeding rule 
as Rule “9559” and to renumber current Rule 9559 as Rule “9560”). 
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member firms that have a history of misconduct.  As part of these efforts, FINRA is 

proposing to adopt Rule 4111, which would impose obligations on member firms that 

have significantly higher levels of risk-related disclosures than similarly sized peers.  

FINRA would preliminarily identify these member firms by using numeric, threshold-

based criteria and several additional steps that would guard against misidentification.  

The obligations could include requiring a member firm to maintain a specific deposit 

amount, with cash or qualified securities, in a segregated account at a bank or clearing 

firm, from which the member firm could make withdrawals only with FINRA’s approval.  

The obligations also could include conditions or restrictions on the operations and 

activities of the member firm and its associated persons that relate to, and are designed to 

address the concerns indicated by, the preliminary identification criteria and protect 

investors and the public interest.  FINRA also is proposing to adopt FINRA Rule 9561, 

and amend FINRA Rule 9559, to create a new expedited proceeding to implement 

proposed Rule 4111. 

 FINRA has a number of tools to deter and remedy misconduct by member firms 

and the individuals they hire, including review of membership applications, focused 

examinations, risk monitoring and disciplinary actions.  These tools have been effective 

in identifying and addressing a range of misconduct by individuals and member firms, 

and FINRA has continued to strengthen them.  In recent years, for example, FINRA has 

enhanced its key investor protection rules and examination programs, expanded its risk-
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based monitoring of brokers and member firms, and deployed new technologies designed 

to make its regulatory efforts more effective and efficient.4 

 These efforts have strengthened protections for investors and the markets, but 

persistent compliance issues continue to arise in some FINRA member firms, which are a 

top focus of FINRA regulatory programs.  While historically small in number, such firms 

generally do not carry out their supervisory obligations to ensure compliance with 

applicable securities laws and regulations and FINRA rules, and they act in ways that 

could harm their customers and erode trust in the brokerage industry.  Recent academic 

studies, for example, find that some firms persistently employ brokers who engage in 

misconduct, and that misconduct can be concentrated at these firms.  These studies also 

provide evidence that the past disciplinary and other regulatory events associated with a 

firm or individual can be predictive of similar future events.5  While these firms may 

 
4  For example, in October 2018, FINRA announced plans to consolidate its 

Examination and Risk Monitoring Programs, integrating three separate programs 
into a single, unified program to drive more effective oversight and greater 
consistency, eliminate duplication and create a single point of accountability for 
the examination of member firms.  The consolidation brings those programs under 
a single framework designed to better direct and align examination resources to 
the risk profile and complexity of member firms.  FINRA is conducting its 
examinations under this unified program in 2020.   

5  For example, in 2015 FINRA’s Office of the Chief Economist (“OCE”) published 
a study that examined the predictability of disciplinary and other disclosure events 
associated with investor harm based on past similar events.  The OCE study 
showed that past disclosure events, including regulatory actions, customer 
arbitrations and litigations of brokers, have significant power to predict future 
investor harm.  See Hammad Qureshi & Jonathan Sokobin, Do Investors Have 
Valuable Information About Brokers? (OCE Working Paper, Aug. 2015).  A 
subsequent academic research paper presented evidence that suggests a higher 
rate of new disciplinary and other disclosure events is highly correlated with past 
disciplinary and other disclosure events, as far back as nine years prior.  See Mark 
Egan, Gregor Matvos, & Amit Seru, The Market for Financial Adviser 
Misconduct, J. Pol. Econ. 127, no. 1 (Feb. 2019): 233-295. 
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eventually be forced out of the industry through FINRA action or otherwise, these 

patterns indicate a persistent, if limited, population of firms with a history of misconduct 

that may not be acting appropriately as a first line of defense to prevent customer harm by 

their brokers. 

 Such firms expose investors to real risk.  For example, FINRA has identified 

certain firms that have a concentration of associated persons with a history of 

misconduct, and some of these firms consistently hire such individuals and fail to 

reasonably supervise their activities.  These firms generally have a retail business 

engaging in cold calling to make recommendations of securities, often to vulnerable 

customers.  FINRA has also identified groups of individual brokers who move from one 

firm of concern to another firm of concern.  Such firms and their associated persons often 

have substantial numbers of disclosures on their records.  In such situations, FINRA 

closely examines the firms’ and brokers’ conduct, and where appropriate, FINRA will 

bring enforcement actions to bar or suspend the firms and individuals involved. 

 However, individuals and firms with a history of misconduct can pose a particular 

challenge for FINRA’s existing examination and enforcement programs.  In particular, 

examinations can identify compliance failures—or imminent failures—and prescribe 

remedies to be taken, but examiners are not empowered to require a firm to change or 

limit its business operations in a particular manner without an enforcement action.  While 

these constraints on the examination process protect firms from potentially arbitrary or 

overly onerous examination findings, an individual or firm with a history of misconduct 

can take advantage of these limits to simply continue activities that pose risk of harm to 

investors until they result in an enforcement action. 
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 Enforcement actions in turn can only be brought after a rule has been violated and 

any resulting customer harm has already occurred.  In addition, these proceedings can 

take significant time to develop, prosecute and conclude, during which time the 

individual or firm is able to continue misconduct, with significant risks of additional 

harm to customers and investors.  Parties with serious compliance issues often will 

litigate enforcement actions brought by FINRA, which potentially involves a hearing and 

multiple rounds of appeals, forestalling the imposition of disciplinary sanctions for an 

extended period.  For example, an enforcement proceeding could involve a hearing 

before a Hearing Panel, numerous motions, an appeal to the National Adjudicatory 

Council (“NAC”), and a further appeal to the SEC.  Moreover, even when a FINRA 

Hearing Panel imposes a significant sanction, the sanction is stayed during appeal to the 

NAC, many sanctions are automatically stayed on appeal to the SEC, and they potentially 

can be stayed during appeal to the courts.  And when all appeals are exhausted, the firm 

may have withdrawn its FINRA membership and shifted its business to another member 

or other type of financial firm, limiting FINRA’s jurisdiction and avoiding the sanction, 

including making restitution to customers. 

 Temporary cease and desist proceedings, while useful, do not always provide an 

effective remedy for potential ongoing harm to investors during the enforcement 

process.6  Temporary cease and desist proceedings are available only in narrowly defined 

circumstances.  Moreover, initiation by FINRA of a temporary cease and desist action 

does not necessarily enable more rapid intervention, because FINRA must be prepared to 

file the underlying disciplinary complaint at the same time. 
 

6  See FINRA Rule 9800 Series (Temporary and Permanent Cease and Desist 
Orders). 
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 In addition, by the time sanctions are imposed, as noted above, the firm may have 

exited the industry, thereby limiting FINRA’s jurisdiction over the misconduct.  In such 

circumstance, the firm may also fail to pay arbitration awards owed to claimants, leaving 

investors uncompensated and diminishing confidence in the securities markets.  

 Therefore, FINRA is strengthening its tools to respond to firms and brokers with a 

significant history of misconduct, and the firms that employ those brokers, several of 

which are described below.   

 Additional Steps Undertaken by FINRA 

 To address these problems, FINRA has undertaken the following: 

 Published Regulatory Notice 18-15, which rearticulates the obligation of member 

firms to implement heightened supervisory procedures tailored to the associated 

persons with a history of misconduct; 

 Proposed rule amendments that would require a member firm to conduct with 

FINRA a materiality consultation before allowing persons with a history of 

misconduct to become owners, control persons, principals or registered persons of 

a member firm; authorize the imposition in a disciplinary proceeding of 

conditions and restrictions on the activities of a respondent member firm or 

respondent broker that are reasonably necessary for the purpose of preventing 

customer harm, and require a respondent broker’s member firm to adopt 

heightened supervisory procedures for such broker, when a disciplinary matter is 

appealed to the NAC or called for NAC review; require firms that apply to 

continue associating with a statutorily disqualified person to include in that 

application an interim plan of heightened supervision that would be effective 
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throughout the application process; and allow the disclosure through FINRA 

BrokerCheck of the status of a member firm as a “taping firm” under FINRA Rule 

3170 (Tape Recording of Registered Persons by Certain Firms);7 

 Published Regulatory Notice 18-17, which announced revisions to the FINRA 

Sanction Guidelines; 

 Raised fees for statutory disqualification applications;8 and 

 Revised the qualification examination waiver guidelines to permit FINRA to more 

broadly consider past misconduct when considering examination waiver 

requests.9 

While these efforts should help mitigate the risks posed by individual brokers 

with a history of misconduct, challenges remain where a member firm itself has a 

concentration of such brokers—in some cases because the firm seeks out such brokers—

or otherwise has a history of substantial compliance failures. 

Proposed Rule 4111 (Restricted Firm Obligations) 

 FINRA is proposing to adopt Rule 4111 (Restricted Firm Obligations), a new rule 

that would use numeric thresholds based on firm-level and individual-level disclosure 

events and impose a Restricted Deposit Requirement on member firms that present a high 

degree of risk to the investing public.  FINRA believes that the direct financial impact of 

 
7  See Securities Exchange Act Release No. 88600 (April 8, 2020), 85 FR 20745 

(April 14, 2020) (Notice of Filing of File No. SR-FINRA-2020-011); see also 
Regulatory Notice 18-16 (April 2018). 

8  See Securities Exchange Act Release No. 83181 (May 7, 2018), 83 FR 22107 
(May 11, 2018) (Notice of Filing and Immediate Effectiveness of File No. SR-
FINRA-2018-018). 

9  See Regulatory Notice 18-16 (April 2018). 
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a restricted deposit is most likely to change such member firms’ behavior—and therefore 

protect investors.  An added benefit of this proposal would be to preserve member firm 

funds for payment of arbitration awards against them and their associated persons.  The 

proposal would consider “Covered Pending Arbitration Claims”10 and unpaid arbitration 

awards11 in determining the size of a Restricted Firm’s “Restricted Deposit 

Requirement.”12  The proposal also would establish presumptions that, when assessing an 

application by a member firm or former member firm that was previously designated as a 

Restricted Firm for withdrawal from a Restricted Deposit Account,13 the Department of 

Member Regulation (“Department”) shall: (i) deny an application for withdrawal if the 

member firm, the member firm’s Associated Persons who are owners or control persons, 

or the former member firm have any Covered Pending Arbitration Claims or unpaid 

 
10  The term “Covered Pending Arbitration Claim” is defined in proposed Rule 

4111(i)(2) to mean, for purposes of Rule 4111, an investment-related, consumer 
initiated claim filed against the member or its associated persons in any arbitration 
forum that is unresolved; and whose claim amount (individually or, if there is 
more than one claim, in the aggregate) exceeds the member’s excess net capital.  
The claim amount includes claimed compensatory loss amounts only, not requests 
for pain and suffering, punitive damages or attorney’s fees, and shall be the 
maximum amount for which the member or associated person, as applicable, is 
potentially liable regardless of whether the claim was brought against additional 
persons or the associated person reasonably expects to be indemnified, share 
liability or otherwise lawfully avoid being held responsible for all or part of such 
maximum amount.  This term conforms, in relevant part, to the definition of 
Covered Pending Arbitration Claim in Rule 1011(c).  See Securities Exchange 
Act Release No. 88482 (March 26, 2020), 85 FR 18299 (April 1, 2020) (Order 
Approving File No. SR-FINRA-2019-030).  

11  For purposes of this Form 19b-4, “unpaid arbitration awards” also includes unpaid 
settlements related to arbitrations. 

12  The term “Restricted Deposit Requirement” is defined in proposed Rule 
4111(i)(15). 

13  See proposed Rule 4111(i)(14) (proposed definition of “Restricted Deposit 
Account”). 
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arbitration awards, or if the member firm’s Associated Persons have any Covered 

Pending Arbitration Claims or unpaid arbitration awards relating to arbitrations 

outstanding that involved conduct or alleged conduct that occurred while associated with 

the member firm; but (ii) approve a former member firm’s application for withdrawal 

when that former member firm commits in the manner specified by the Department to use 

the amount it seeks to withdraw from its Restricted Deposit to pay the former member 

firm’s specified unpaid arbitration awards. 

 The proposed rule would create a multi-step process for FINRA’s determination 

of whether a member firm raises investor-protection concerns substantial enough to 

require that it be subject to additional obligations.  Those obligations could include a 

requirement to maintain a deposit of cash or qualified securities in an account from which 

withdrawals would be restricted, or conditions or restrictions on the member firm’s 

operations that are necessary or appropriate for the protection of investors and in the 

public interest.  The proposed rule would give each affected member firm several ways to 

affect outcomes, including a one-time opportunity to reduce staffing so as to no longer 

trigger the preliminary identification criteria and numeric thresholds.  The firm also could 

explain to the Department why it should not be subject to a Restricted Deposit 

Requirement or propose alternatives, and the firm could challenge a Department 

determination by requesting a hearing before a Hearing Officer in an expedited 

proceeding.   

 The proposed multi-step process includes numerous features designed to narrowly 

focus the new obligations on the firms most of concern.  As the flow chart in Exhibit 2d 

reflects, this process is akin to a “funnel.”  The top of the funnel applies to the range of 
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member firms with the most disclosures, with a narrowing in the middle of the potential 

member firms that may be subject to additional obligations, and the bottom of the funnel 

reflecting the smaller number of member firms that are determined to present high risks 

to the investing public. 

 General (Proposed Rule 4111(a)) 

Proposed Rule 4111(a) would require a member designated as a Restricted Firm 

to establish a Restricted Deposit Account and maintain in that account deposits of cash or 

qualified securities with an aggregate value that is not less than the member’s Restricted 

Deposit Requirement, except in certain identified situations, and be subject to conditions 

or restrictions on the member’s operations as determined by the Department to be 

necessary or appropriate for the protection of investors and in the public interest.  

 Annual Calculation by FINRA of the Preliminary Criteria for Identification 

(Proposed Rule 4111(b)) 

The multi-step process would begin with an annual calculation.  As explained 

more below, proposed Rule 4111(b) would require the Department to calculate annually 

(on a calendar-year basis) the “Preliminary Identification Metrics”14 to determine 

whether a member firm meets the “Preliminary Criteria for Identification.”15  A key 

driver of that is whether a member firm’s “Preliminary Identification Metrics” meet 

quantitative, risk-based “Preliminary Identification Metrics Thresholds.”16   

 
14  See proposed Rule 4111(i)(10) (definition of “Preliminary Identification 

Metrics”). 

15  See proposed Rule 4111(i)(9) (definition of “Preliminary Criteria for 
Identification”). 

16  See proposed Rule 4111(i)(11) (definition of “Preliminary Identification Metrics 
Thresholds”).  
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Several principles guided FINRA’s development of the proposed Preliminary 

Criteria for Identification and the proposed Preliminary Identification Metrics 

Thresholds.  The criteria and thresholds are intended to be replicable and transparent to 

FINRA and affected member firms; employ the most complete and accurate data 

available to FINRA; be objective; account for different firm sizes and business profiles; 

and target the sales-practice concerns that are motivating the proposal.  These criteria are 

intended to identify member firms that present a high risk but avoid imposing obligations 

on member firms whose risk profile and activities do not warrant such obligations.   

Using these guiding principles, FINRA is proposing numeric thresholds based on 

six categories of events or conditions, nearly all of which are based on information 

disclosed through the Uniform Registration Forms.17  The six categories, collectively 

defined as the “Disclosure Event and Expelled Firm Association Categories,”18 are: 

1. Registered Person Adjudicated Events;19 

 
17  One of the event categories, Member Firm Adjudicated Events, includes events 

that are derived from customer arbitrations filed with FINRA’s dispute resolution 
forum. 

18  See proposed Rule 4111(i)(4). 

19  “Registered Person Adjudicated Events,” defined in proposed Rule 4111(i)(4)(A), 
means any one of the following events that are reportable on the registered 
person’s Uniform Registration Forms: (i) a final investment-related, consumer-
initiated customer arbitration award or civil judgment against the registered 
person in which the registered person was a named party, or was a “subject of” 
the customer arbitration award or civil judgment; (ii) a final investment-related, 
consumer-initiated customer arbitration settlement, civil litigation settlement or a 
settlement prior to a customer arbitration or civil litigation for a dollar amount at 
or above $15,000 in which the registered person was a named party or was a 
“subject of” the customer arbitration settlement, civil litigation settlement or a 
settlement prior to a customer arbitration or civil litigation; (iii) a final 
investment-related civil judicial matter that resulted in a finding, sanction or 
order; (iv) a final regulatory action that resulted in a finding, sanction or order, 
and was brought by the SEC or Commodity Futures Trading Commission 
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2. Registered Person Pending Events;20 

3. Registered Person Termination and Internal Review Events;21 

4. Member Firm Adjudicated Events;22 

 
(“CFTC”), other federal regulatory agency, a state regulatory agency, a foreign 
financial regulatory authority, or a self-regulatory organization; or (v) a criminal 
matter in which the registered person was convicted of or pled guilty or nolo 
contendere (no contest) in a domestic, foreign, or military court to any felony or 
any reportable misdemeanor. 

20  “Registered Person Pending Events,” defined in proposed Rule 4111(i)(4)(B), 
means any one of the following events associated with the registered person that 
are reportable on the registered person’s Uniform Registration Forms: (i) a 
pending investment-related civil judicial matter; (ii) a pending investigation by a 
regulatory authority; (iii) a pending regulatory action that was brought by the SEC 
or CFTC, other federal regulatory agency, a state regulatory agency, a foreign 
financial regulatory authority, or a self-regulatory organization; or (iv) a pending 
criminal charge associated with any felony or any reportable misdemeanor. 
Registered Person Pending Events does not include pending arbitrations, pending 
civil litigations, or consumer-initiated complaints that are reportable on the 
registered person’s Uniform Registration Forms. 

21  “Registered Person Termination and Internal Review Events,” defined in 
proposed Rule 4111(i)(4)(C), means any one of the following events associated 
with the registered person at a previous member firm that are reportable on the 
registered person’s Uniform Registration Forms: (i) a termination in which the 
registered person voluntarily resigned, was discharged or was permitted to resign 
from a previous member after allegations; or (ii) a pending or closed internal 
review by a previous member.  FINRA has revised this definition, from the 
version proposed in Regulatory Notice 19-17 (May 2019), to clarify that 
termination and internal review disclosures concerning a person whom a member 
firm terminated would not impact that member firm’s own Registered Person 
Termination and Internal Review Metric; rather, they would only impact the 
metrics of member firms that subsequently register the terminated individual.     

22  “Member Firm Adjudicated Events,” defined in proposed Rule 4111(i)(4)(D), 
means any one of the following events that are reportable on the member firm’s 
Uniform Registration Forms or based on customer arbitrations filed with 
FINRA’s dispute resolution forum: (i) a final investment-related, consumer-
initiated customer arbitration award in which the member was a named party; 
(ii) a final investment-related civil judicial matter that resulted in a finding, 
sanction or order; (iii) a final regulatory action that resulted in a finding, sanction 
or order, and was brought by the SEC or CFTC, other federal regulatory agency, a 
state regulatory agency, a foreign financial regulatory authority, or a self-



Page 135 of 596 
 

5. Member Firm Pending Events;23 and 

6. Registered Persons Associated with Previously Expelled Firms (also referred 

to as the Expelled Firm Association category).24 

To calculate whether a member firm meets the Preliminary Criteria for 

Identification, the Department would first compute the Preliminary Identification Metrics 

for each of the Disclosure Event and Expelled Firm Association Categories.  Each 

category’s Preliminary Identification Metric computation would start with a calculation 

of the sum of the pertinent disclosure events or, for the Expelled Firm Association 

category, the sum of the Registered Persons Associated with Previously Expelled Firms.  

For the adjudicated disclosure-event based categories, the counts would include 

disclosure events that were resolved during the prior five years from the date of the 

calculation.  For the pending events categories and pending internal reviews, the counts 

would include disclosure events that are pending as of the date of the calculation.  In 

addition, for the three Registered Person disclosure-event based categories, the counts 

 
regulatory organization; or (iv) a criminal matter in which the member was 
convicted of or pled guilty or nolo contendere (no contest) in a domestic, foreign, 
or military court to any felony or any reportable misdemeanor. 

23  “Member Firm Pending Events,” defined in proposed Rule 4111(i)(4)(E), means 
any one of the same kinds of events as the “Registered Person Pending Events,” 
but that are reportable on the member firm’s Uniform Registration Forms. 

24  “Registered Persons Associated with Previously Expelled Firms,” defined in 
proposed Rule 4111(i)(4)(F), means any “Registered Person In-Scope” who was 
registered for at least one year with a previously expelled firm and whose 
registration with the previously expelled firm terminated during the “Evaluation 
Period” (i.e., the prior five years from the “Evaluation Date,” which is the annual 
date as of which the Department calculates the Preliminary Identification 
Metrics).  See proposed Rule 4111(i)(5), (6), and (13) (proposed definitions of   
“Evaluation Date,” “Evaluation Period,” and “Registered Persons In-Scope”). 
This proposed definition is narrower than the definition proposed in Regulatory 
Notice 19-17.            
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would include disclosure events across all Registered Persons In-Scope, which is defined 

to include persons registered with the member firm for one or more days within the one 

year prior to the calculation date.25  

Each of those six sums would then be standardized to determine the member’s six 

Preliminary Identification Metrics.  For the five “Registered Person and Member Firm 

Events” categories (Categories 1-5 above),26 the proposed Preliminary Identification 

Metrics are in the form of an average number of events per registered broker, calculated 

by taking each category’s sum and dividing it by the number of Registered Persons In-

Scope.  The sixth Preliminary Identification Metric—the proposed Expelled Firm 

Association Metric—is in the form of a percentage concentration at the member firm of 

Registered Persons Associated with Previously Expelled Firms.  This concentration is 

calculated by taking the number of Registered Persons Associated with Previously 

Expelled Firms and dividing it by the number of Registered Persons In-Scope.  

A firm’s six Preliminary Identification Metrics are used to determine if the 

member firm meets the Preliminary Criteria for Identification.  To meet the Preliminary 

Criteria for Identification, a member firm would need to meet the Preliminary 

Identification Metrics Thresholds, set forth in proposed Rule 4111(i)(11), for two or more 

of the appropriate metrics listed above for its size and, if it does, one of these metrics 

must be for adjudicated events or the Expelled Firm Association Metric, and the firm 

must have two or more Registered Person and Member Firm Events (i.e., events in 

categories besides the Registered Persons Associated with Previously Expelled Firms 
 

25  See proposed Rule 4111(i)(13). 

26  See proposed Rule 4111(i)(12) (definition of Registered Person and Member Firm 
Events). 



Page 137 of 596 
 

category).27  This involves analyzing the extent to which the Preliminary Identification 

Metrics meet the specified numeric Preliminary Identification Metrics Thresholds and 

meet additional conditions intended to prevent a member firm from becoming potentially 

subject to additional obligations solely as a result of pending matters or a single event or 

condition.28  Specifically, the Department would:    

• first, pursuant to proposed Rules 4111(b) and (i)(9)(A), evaluate whether two or 

more of the member firm’s Preliminary Identification Metrics are equal to or 

more than the corresponding Preliminary Identification Metrics Thresholds for the 

member firm’s size, and whether at least one of those Preliminary Identification 

Metrics is the Registered Person Adjudicated Event Metric, the Member Firm 

Adjudicated Event Metric, or the Expelled Firm Association Metric; and  

• second, pursuant to proposed Rules 4111(b) and (i)(9)(B), evaluate whether the 

member firm has two or more Registered Person or Member Firm Events (i.e., 

two or more events from Categories 1-5 above).  

 
27  Including an Expelled Firm Association Metric in the Preliminary Criteria for 

Identification is similar to how FINRA Rule 3170 (Tape Recording of Registered 
Persons by Certain Firms) imposes recording requirements on firms with specific 
percentages of registered persons who were previously associated with disciplined 
firms. 

28  The purpose of ensuring that a firm does not meet the Preliminary Criteria for 
Identification solely because of pending matters is because FINRA recognizes 
that pending matters include disclosure events that may remain unresolved or that 
may subsequently be dismissed or concluded with no adverse action.  As 
explained in more detail in the Economic Impact Assessment, FINRA also 
evaluated the impact of including and excluding pending matters from the 
Preliminary Criteria for Identification.  Based on this evaluation, FINRA has 
included pending matters in the proposed criteria because they are critical to 
identifying firms that pose greater risks to their customers.   
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If all of these conditions are met, the member firm would meet the Preliminary Criteria 

for Identification.  

Each specific numeric threshold in the Preliminary Identification Metrics 

Thresholds grid in proposed Rule 4111(i)(11) is a number which represents outliers with 

respect to peers for the type of events in the category (i.e., the firm is at the far tail of the 

respective category’s distribution), which is intended to preliminarily identify member 

firms that present significantly higher risk than a large percentage of the membership.  In 

addition, there are numeric thresholds for seven different firm sizes, to ensure that each 

member firm is compared only to its similarly sized peers.29  As explained more below in 

the Economic Impact Assessment, based on recent history FINRA expects that its annual 

calculations will identify between 45-80 member firms that meet the Preliminary Criteria 

for Identification.30 

The following three examples demonstrate—in practical terms—the point at 

which a member firm’s Preliminary Identification Metrics would meet the Preliminary 

Identification Metrics Thresholds in proposed Rule 4111(i)(11): 

 
29  Because FINRA has narrowed the definition of Registered Persons Associated 

with Previously Expelled Firms from the version that was originally proposed in 
Regulatory Notice 19-17, FINRA also has revised the Expelled Firm Association 
Metric Thresholds.    

30  Due to the revisions in the Preliminary Criteria for Identification, discussed 
above, and the inclusion of the year 2019 in the review period, this estimate and 
other corresponding estimates in the Economic Impact Assessment have changed 
from the ones in Regulatory Notice 19-17. 
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 Preliminary Identification 
Metrics Thresholds 
 

Practical Equivalent 

Example 1 
(member firm size 
between 1-4 
registered persons)     

The Preliminary Identification 
Metrics Threshold for the 
Registered Person Adjudicated 
Event Metric, for a member 
firm that has between one and 
four Registered Persons In-
Scope as of the Evaluation 
Date,31 is 0.50 (or 0.50 events 
per Registered Broker In-
Scope).   

For a member firm with four 
Registered Persons In-Scope as of 
the Evaluation Date, the member 
would meet the Preliminary 
Identification Metrics Threshold 
for the Registered Person 
Adjudicated Event Metric if the 
sum of its four Registered Persons 
In-Scope’s Adjudicated Events, 
which reached a resolution over 
the five years before the 
Evaluation Date, was two or 
more.  
 
(4 Registered Persons In-Scope) * 
(0.50 Preliminary Identification 
Metrics Threshold for the 
Registered Person Adjudicated 
Event Metric) = (2 Adjudicated 
Events) 
 

Example 2 
(member firm size 
between 20-50 
registered persons) 

The Preliminary Identification 
Metrics Threshold for the 
Member Firm Adjudicated 
Event Metric, for a member 
firm that has between 20-50 
Registered Persons In-Scope as 
of the Evaluation Date, is 0.20 
(or 0.20 events per Registered 
Broker In-Scope). 

For a member firm with 50 
Registered Persons In-Scope as of 
the Evaluation Date, the member 
firm would meet the Preliminary 
Identification Metrics Threshold 
for the Member Firm Adjudicated 
Event Metric if the sum of the 
member firm’s Adjudicated 
Events, which reached a 
resolution over the five years 
before the Evaluation Date, was 
ten or more.   
 
(50 Registered Persons In-Scope) 
* (0.20 Preliminary Identification 
Metrics Threshold for the 

 
31  The “Evaluation Date” is defined in proposed Rule 4111(i)(5) to mean the date, 

each calendar year, as of which the Department calculates the Preliminary 
Identification Metrics to determine if the member firm meets the Preliminary 
Criteria for Identification. 
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Member Firm Adjudicated Event 
Metric) = (10 Adjudicated 
Events) 
 

Example 3 
(member firm size 
between 51-150 
registered persons) 

The Preliminary Identification 
Metrics Threshold for the 
Expelled Firm Association 
Metric, for a member firm that 
has between 51-150 Registered 
Persons In-Scope as of the 
Evaluation Date, is 0.03 (or a 
3% concentration level).   

For a member firm with 100 
Registered Persons In-Scope as of 
the Evaluation Date, the member 
firm would meet the Preliminary 
Identification Metrics Threshold 
for the Expelled Firm Association 
Metric if the sum of its Registered 
Persons Associated with 
Previously Expelled Firms was 
three or more.  
 
(100 Registered Persons In-
Scope) * (0.03 Preliminary 
Identification Metrics Threshold 
for the Expelled Firm Association 
Metric) = (three Registered 
Persons Associated with 
Previously Expelled Firms)   
  

 

 In a comment to Regulatory Notice 19-17, SIFMA requested more clarity around 

when the annual Evaluation Date would be.  FINRA would announce the first Evaluation 

Date no less than 120 calendar days before the first Evaluation Date.  Subsequent 

Evaluation Dates would be on the same month and day each year, except when that date 

falls on a Saturday, Sunday or federal holiday, in which case the Evaluation Date would 

be on the next business day. 

 FINRA has conducted a thorough analysis of the proposed criteria and thresholds 

to ensure that the proposed Preliminary Criteria for Identification preliminarily identify 

the types of member firms that are motivating this rule proposal.32  As explained below, 

 
32  OCE has tested the Preliminary Criteria for Identification, including the 

Preliminary Identification Metrics Thresholds, in several ways.  For example, 



Page 141 of 596 
 

however, the proposed rule involves several additional steps to guard against the risk of 

misidentification.  

 Initial Department Evaluation (Proposed Rule 4111(c)(1)) 

For each member firm that meets the Preliminary Criteria for Identification, the 

Department would conduct, pursuant to proposed Rule 4111(c)(1), an initial internal 

evaluation to determine whether the member firm does not warrant further review under 

Rule 4111.  In doing so, the Department would review whether it has information to 

conclude that the computation of the member firm’s Preliminary Identification Metrics 

included disclosure events or other conditions that should not have been included because 

they are not consistent with the purpose of the Preliminary Criteria for Identification and 

are not reflective of a firm posing a high degree of risk.  For example, the Department 

may have information that the computation included disclosure events that were not 

sales-practice related, were duplicative (involving the same customer and the same 

matter), or mostly involved compliance concerns best addressed by a different regulatory 

response by FINRA.  The Department would evaluate the events to determine, among 

other things, whether they indicated risks to investors or market integrity, rather than, for 

instance, repeated violations of procedural rules.   

The Department would also consider whether the member firm has addressed the 

concerns signaled by the disclosure events or conditions or altered its business 

operations, including staffing reductions, such that the threshold calculation no longer 

 
OCE has compared the firms captured by the proposed criteria to the firms that 
have recently been expelled or that have unpaid arbitration awards.  OCE also has 
consulted with Department staff and examiners about whether, based on their 
experience, the criteria identifies firms that appear to present high risks to 
investors. 



Page 142 of 596 
 

reflects the member firm’s current risk profile.  Essentially, the purpose of the 

Department’s initial evaluation is to determine whether it is aware of information that 

would show that the member firm—despite having met the Preliminary Criteria for 

Identification—does not pose a high degree of risk.  

Pursuant to proposed Rule 4111(c)(3), if the Department determines, after this 

initial evaluation, that the member firm does not warrant further review, the Department 

would conclude that year’s Rule 4111 process for the member firm and would not seek 

that year to impose any obligations on it.  If, however, the Department determines that the 

member firm does warrant further review, the Rule 4111 process would continue. 

 One-Time Opportunity to Reduce Staffing Levels (Proposed Rule 4111(c)(2)) 

If the Department determines, after its initial evaluation, that a member firm 

warrants further review under proposed Rule 4111, such member firm—if it would be 

meeting the Preliminary Criteria for Identification for the first time—would have a one-

time opportunity to reduce its staffing levels to no longer meet these criteria, within 30 

business days after being informed by the Department.  The member firm would be 

required to demonstrate the staff reduction to the Department by identifying the 

terminated individuals.  The proposed rule would prohibit the member firm from rehiring 

any persons terminated pursuant to this option, in any capacity, for one year.  A member 

firm that has reduced staffing levels at this stage may not use that staff-reduction 

opportunity again.   

If the Department determines that the member firm’s reduction of staffing levels 

results in its no longer meeting the Preliminary Criteria for Identification, the Department 

would close out that year’s Rule 4111 process for the member firm and would not seek 
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that year to impose any obligations on that firm.  If, on the other hand, the Department 

determines that the member firm still meets the Preliminary Criteria for Identification 

even after its staff reductions, or if the member firm elects not to use its one-time 

opportunity to reduce staffing levels, the Department would proceed to determine the 

firm’s maximum Restricted Deposit Requirement, and the member firm would proceed to 

a “Consultation” with the Department. 

 FINRA’s Determination of a Maximum Restricted Deposit Requirement 

(Proposed Rule 4111(i)(15)) 

For members that warrant further review after being deemed to meet the 

Preliminary Criteria for Identification and after the initial Department evaluation, the 

Department would then determine the member’s maximum “Restricted Deposit 

Requirement.”  

The Department would tailor the member firm’s maximum Restricted Deposit 

Requirement amount to its size, operations and financial conditions.  As provided in 

proposed Rule 4111(i)(15), the Department would consider the nature of the member 

firm’s operations and activities, revenues, commissions, assets, liabilities, expenses, net 

capital, the number of offices and registered persons, the nature of the disclosure events 

counted in the numeric thresholds, insurance coverage for customer arbitration awards or 

settlements, concerns raised during FINRA exams, and the amount of any of the firm’s or 

its Associated Persons’ “Covered Pending Arbitration Claims” or unpaid arbitration 

awards.33  Based on a consideration of these factors, the Department would determine a 

 
33  The proposed factors that the Department would consider when determining a 

maximum Restricted Deposit Requirement have been revised from the ones 
proposed in Regulatory Notice 19-17.  Some of the revisions are to ensure that 
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maximum Restricted Deposit Requirement for the member firm that would be consistent 

with the objectives of the rule, but not significantly undermine the continued financial 

stability and operational capability of the member firm as an ongoing enterprise over the 

next 12 months.  FINRA’s intent is that the maximum Restricted Deposit Requirement 

should be significant enough to change the member firm’s behavior but not so 

burdensome that it would force the member firm out of business solely by virtue of the 

imposed deposit requirement.  

 Consultation (Proposed Rule 4111(d)) 

 If the Department determines, after the process discussed above, that a member 

firm warrants further Rule 4111 review, the Department would consult with the member 

firm, pursuant to proposed Rule 4111(d).  This Consultation will give the member firm an 

opportunity to demonstrate why it does not meet the Preliminary Criteria for 

Identification, why it should not be designated as a Restricted Firm, and why it should 

not be subject to the maximum Restricted Deposit Requirement. 
 

proposed Rule 4111(i)(15) describes more accurately the factors that would be 
relevant to a determination of the maximum Restricted Deposit Requirement.  In 
this regard, the “annual revenues” and “net capital requirements” factors proposed 
in Regulatory Notice 19-17 have been modified to “revenues” and “net capital,” 
and “assets,” “expenses,” and “liabilities” have been added as factors.  Another 
revision clarifies that the Covered Pending Arbitration Claims and unpaid 
arbitration awards factors include claims and awards against the firm and its 
Associated Persons.  The Department’s consideration of claims and awards 
against the firm’s Associated Persons would focus on claims and awards against 
Associated Persons who are owners or control persons and on claims and awards 
relating to arbitrations that involved conduct or alleged conduct that occurred 
while associated with the member firm.  The revised proposed definition also 
adds the member firm’s “insurance coverage for customer arbitration awards or 
settlements” as a factor.  FINRA believes that, if Restricted Firms were able to 
procure errors and omissions policies, or other kinds of insurance coverage, for 
some or all of the kinds of arbitration claims that customers typically bring, that 
could warrant a reduced Restricted Deposit Requirement and would be behavior 
to encourage.            
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In the Consultation, there would be two rebuttable presumptions: that the member 

firm should be designated as a Restricted Firm; and that it should be subject to the 

maximum Restricted Deposit Requirement.  The member firm would bear the burden of 

overcoming those presumptions.   

Proposed Rule 4111(d)(1) governs how a member may overcome these two 

presumptions.  First, a member may overcome the presumption that it should be 

designated as a Restricted Firm by clearly demonstrating that the Department’s 

calculation that the member meets the Preliminary Criteria for Identification is inaccurate 

because, among other things, it included events, in the six categories described above, 

that should not have been included because, for example, they are duplicative, involving 

the same customer and the same matter, or are not sales-practice related.  Second, a 

member firm may overcome the presumption that it should be subject to the maximum 

Restricted Deposit Requirement by clearly demonstrating to the Department that the 

member firm would face significant undue financial hardship if it were required to 

maintain the maximum Restricted Deposit Requirement and that a lesser deposit 

requirement would satisfy the objectives of Rule 4111 and be consistent with the 

protection of investors and the public interest; or that other conditions and restrictions on 

the operations and activities of the member firm and its associated persons would address 

the concerns indicated by the thresholds and protect investors and the public interest.   

Proposed Rule 4111(d)(2) governs how the Department would schedule and 

provide notice of the Consultation.  In a change from the proposal in Regulatory Notice 

19-17, the Department would provide the written letter required by the rule at least seven 

days prior to the Consultation, and would establish a process whereby the member can 
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request a postponement for good cause shown.  These changes, which are in response to a 

comment on Regulatory Notice 19-17, are intended to ensure that the firms have 

sufficient time to prepare for the Consultation and to enhance the procedural protections.     

Proposed Rule 4111(d)(3) provides guidance on what the Department would 

consider during the Consultation when evaluating whether a member firm should be 

designated as a Restricted Firm and subject to a Restricted Deposit Requirement.  This 

provision also provides member firms with guidance on how to attempt to overcome the 

two rebuttable presumptions.  For example, proposed Rule 4111(d)(3) requires that the 

Department consider: 

• information provided by the member firm during any meetings as part of 

the Consultation;  

• relevant information or documents, if any, submitted by the member firm, 

in the manner and form prescribed by the Department, as would be 

necessary or appropriate for the Department to review the computation of 

the Preliminary Criteria for Identification;  

• any plan submitted by the member firm, in the manner and form 

prescribed by the Department, proposing in detail the specific conditions 

or restrictions that the member firm seeks to have the Department 

consider;  

• such other information or documents as the Department may reasonably 

request from the member firm related to the evaluation; and  

• any other information the Department deems necessary or appropriate to 

evaluate the matter.   
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To the extent a member firm seeks to claim undue financial hardship, it would be 

the member firm’s burden to support that with documents and information. 

 Department Decision and Notice (Proposed Rule 4111(e)); No Stays 

After the Consultation, proposed Rule 4111(e) would require that the Department 

render a Department decision.  Under proposed Rule 4111(e)(1), there are three paths that 

decision might take: 

• If the Department determines that the member firm has rebutted the 

presumption that it should be designated as a Restricted Firm, the 

Department’s decision would state that the member firm will not be 

designated that year as a Restricted Firm.   

• If the Department determines that the member firm has not rebutted the 

presumption that it should be designated as a Restricted Firm or the 

presumption that it must maintain the maximum Restricted Deposit 

Requirement, the Department’s decision would designate the member firm 

as a Restricted Firm and require the member firm to promptly establish a 

Restricted Deposit Account, deposit and maintain in that account the 

maximum Restricted Deposit Requirement, and implement and maintain 

specified conditions or restrictions, as necessary or appropriate, on the 

operations and activities of the member firm and its associated persons 

that relate to, and are designed to address the concerns indicated by, the 

Preliminary Criteria for Identification and protect investors and the public 

interest. 
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• If the Department determines that the member firm has not rebutted the 

presumption that it should be designated as a Restricted Firm but has 

rebutted the presumption that it must maintain the maximum Restricted 

Deposit Requirement, the Department’s decision would designate the 

member firm as a Restricted Firm; would impose no Restricted Deposit 

Requirement on the member firm, or would require the member firm to 

promptly establish a Restricted Deposit Account, deposit and maintain in 

that account a Restricted Deposit Requirement in such dollar amount less 

than the maximum Restricted Deposit Requirement as the Department 

deems necessary or appropriate; and would require the member firm to 

implement and maintain specified conditions or restrictions, as necessary 

or appropriate, on the operations and activities of the member firm and its 

associated persons that relate to, and are designed to address the concerns 

indicated by, the Preliminary Criteria for Identification and protect 

investors and the public interest. 

Pursuant to proposed Rule 4111(e)(2), the Department would provide a written notice of 

its decision to the member firm, pursuant to proposed Rule 9561 and no later than 30 

days from the latest scheduling letter provided to the member firm under proposed Rule 

4111(d)(2), that states the obligations to be imposed on the member firm, if any, and the 

ability of the member firm to request a hearing with the Office of Hearing Officers in an 

expedited proceeding, as further described below. 

Proposed Rule 4111(e)(2) would provide that a request for a hearing would not 

stay the effectiveness of the Department’s decision.  However, upon requesting a hearing 
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of a Department decision that imposes a Restricted Deposit Requirement, the member 

firm would only be required to maintain in a Restricted Deposit Account the lesser of 

25% of its Restricted Deposit Requirement or 25% of its average excess net capital 

during the prior calendar year, until the Office of Hearing Officers or the NAC issues its 

final written decision in the expedited proceeding.34  This has one exception: a member 

firm that is re-designated as a Restricted Firm and is already subject to a previously 

imposed Restricted Deposit Requirement would be required to maintain the full amount 

of its Restricted Deposit Requirement until the Office of Hearing Officers or the NAC 

issues its final written decision in the expedited proceeding. 

Considering the nature of the firms identified as Restricted Firms and the risks 

they present, the immediate effectiveness of the Department’s decision will help protect 

investors during the pendency of the expedited proceeding.  Moreover, FINRA believes 

that the no-stay provision is consistent with fairness principles, because obligations 

would be imposed only after firms are preliminarily identified, from among their firm-

size peer group, by transparent criteria and a process that involves an initial evaluation 

and a consultation with the firm.      

 
34  In Regulatory Notice 19-17 (May 2019), FINRA originally proposed that the 

member firm would be required, upon requesting a hearing, to deposit the lesser 
of 50% of the Restricted Deposit Requirement or 25% of the firm’s average 
excess net capital during the prior calendar year.  FINRA has revised this 
provision because, although the no-stay provisions are a fundamental part of how 
the proposed rule would protect investors, FINRA believes that this aspect of the 
no-stay provisions could be less burdensome than originally proposed and still 
achieve its intended purpose.    
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 Continuation or Termination of Restricted Firm Obligations (Proposed Rule 

4111(f)) 

The proposed Restricted Firm Obligations Rule would require FINRA to 

determine annually whether each member firm is, or continues to be, a Restricted Firm 

and whether the member firm should be subject to any obligations.  For this reason, 

proposed Rule 4111(f) contains provisions that set forth how any obligations that were 

imposed during the Rule 4111 process in one year are continued or terminated in that 

same year and in subsequent years.   

Proposed Rule 4111(f)(1), titled “Currently Designated Restricted Firms,” 

establishes constraints on a member firm’s ability to seek to modify or terminate, directly 

or indirectly, any obligations imposed pursuant to Rule 4111.  Because the Restricted 

Firm Obligations Rule would entail annual reviews by the Department to determine 

whether a member firm is a Restricted Firm that should be subject to obligations, a 

Restricted Firm could seek each year to terminate or modify any obligations that continue 

to be imposed.  For this reason, proposed Rule 4111 does not authorize a Restricted Firm 

to seek, outside of the Consultation process and any ensuing expedited proceedings after 

a Department decision, a separate interim termination or modification of any obligations 

imposed.  Rather, proposed Rule 4111(f)(1) provides that a member firm that has been 

designated as a Restricted Firm will not be permitted to withdraw all or any portion of its 

Restricted Deposit Requirement, or seek to terminate or modify any deposit requirement, 

conditions, or restrictions that have been imposed on it, without the prior written consent 

of the Department.  In a change from the proposal in Regulatory Notice 19-17, there 

would be a presumption that the Department shall deny an application by a member firm 
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or former member firm that is currently designated as a Restricted Firm to withdraw all 

or any portion of its Restricted Deposit Requirement.35   

Proposed Rule 4111(f)(2), titled “Re-Designation as a Restricted Firm,” addresses 

the scenario when the Department determines in one year that a member firm is a 

Restricted Firm, and in the following year determines that the member firm still meets the 

Preliminary Criteria for Identification.  In that instance, the Department would re-

designate the member firm as a Restricted Firm, and the obligations previously imposed 

on the member firm would continue unchanged, unless either the member firm or the 

Department requests, within seven days of the Department’s decision to re-designate the 

member firm as a Restricted Firm, a Consultation.36  If a Consultation is requested, the 

obligations previously imposed would continue unchanged unless and until the 

Department modifies or terminates them after the Consultation.  In addition, in the 

Consultation process, a presumption would apply that any previously imposed Restricted 

Deposit Requirement, conditions or restrictions would remain effective and unchanged, 

absent a showing by the party seeking changes that they are no longer necessary or 

appropriate for the protection of investors or in the public interest.  At the end of the 

Consultation, the Department would be required to provide written notice of its 

determination to the member firm, no later than 30 days from the date of the latest 

scheduling letter provided to the member firm under Rule 4111(d)(2).   

 
35  This revision, and additional revisions to proposed Rule 4111(f)(3) discussed 

below, are intended to make more clear the process that would guide the 
Department’s assessment of applications for withdrawal from a Restricted 
Deposit Requirement.   

36  The seven-day period to request a Consultation is a revision from the proposal in 
Regulatory Notice 19-17 (May 2019), which proposed a 30-day period.  
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Proposed Rule 4111(f)(3), titled “Previously Designated Restricted Firms,” 

addresses the scenario where the Department determines in one year that a member firm 

is a Restricted Firm, but in the following year(s) determines that the member firm or 

former member firm37 either does not meet the Preliminary Criteria for Identification or 

should not be designated as a Restricted Firm.  In that case, the member firm or former 

member firm would no longer be subject to any obligations previously imposed under 

proposed Rule 4111.  There would be one exception: a former Restricted Firm would not 

be permitted to withdraw any portion of its Restricted Deposit Requirement without 

submitting an application and obtaining the Department’s prior written consent for the 

withdrawal.  Such an application would be required to include, among other things set 

forth in proposed Rule 4111(f)(3)(A), evidence as to whether the firm, its Associated 

Persons, or the former member firm have Covered Pending Arbitration Claims or any 

unpaid arbitration awards outstanding.  

The Department would determine whether to authorize a withdrawal, in part or in 

whole.  Proposed Rule 4111(f)(3)(B)(i) would establish a presumption that the 

Department shall approve an application for withdrawal if the member firm, its 

Associated Persons, or the former member firm have no Covered Pending Arbitration 

Claims or unpaid arbitration awards.  Proposed Rule 4111(f)(3)(B)(ii) would establish 

presumptions that the Department shall: (a) deny an application for withdrawal if the 

member firm, the member firm’s Associated Persons who are owners or control persons, 

or the former member have any “Covered Pending Arbitration Claims,” unpaid 

arbitration awards, or if the member’s Associated Persons have any “Covered Pending 

 
37  See proposed Rule 4111(i)(7) (definition of “Former Member”). 
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Arbitration Claims” or unpaid arbitration awards relating to arbitrations that involved 

conduct or alleged conduct that occurred while associated with the member; but (b) 

approve an application by a former member for withdrawal if the former member 

commits in the manner specified by the Department to use the amount it seeks to 

withdraw from its Restricted Deposit to pay the former member’s specified unpaid 

arbitration awards.38  The Department would be required to issue, pursuant to proposed 

Rule 9561, a notice of its decision on an application to withdraw from the Restricted 

Deposit Account within 30 days from the date the application is received by the 

Department. 

 Restricted Deposit Account (Proposed Rule 4111(i)(14)) 

If a Department decision requires a member firm to establish a Restricted Deposit 

Account, proposed Rule 4111(i)(14) would govern this account.  The underlying policy 

for the proposed account requirements is that, to make a deposit requirement effective in 

creating appropriate incentives to member firms that pose higher risks to change their 

behavior, the member firm must be restricted from withdrawing any of the required 

deposit amount, even if it terminates its FINRA membership.  

The proposed rule would require that the Restricted Deposit Account be 

established, in the name of the member firm, at a bank or the member firm’s clearing 

firm.  The account must be subject to an agreement in which the bank or the clearing firm 

agrees: not to permit withdrawals from the account absent FINRA’s prior written 
 

38  The presumptions in proposed Rule 4111(f)(3)(B) have been modified from what 
was proposed in Regulatory Notice 19-17.  In addition, in clarifying changes from 
Regulatory Notice 19-17, proposed Rule 4111(f)(3) expressly provides that the 
Covered Pending Arbitration Claims and unpaid arbitration awards of a member 
firm’s “Associated Persons” are pertinent to an application for a withdrawal from 
the Restricted Deposit Requirement.   
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consent; to keep the account separate from any other accounts maintained by the member 

firm with the bank or clearing firm; that the cash or qualified securities on deposit will 

not be used directly or indirectly as security for a loan to the member firm by the bank or 

the clearing firm, and will not be subject to any set-off, right, charge, security interest, 

lien, or claim of any kind in favor of the bank, clearing firm or any person claiming 

through the bank or clearing firm; that if the member firm becomes a former member, the 

Restricted Deposit Requirement in the account must be maintained, and withdrawals will 

not be permitted without FINRA’s prior written consent; that FINRA is a third-party 

beneficiary to the agreement; and that the agreement may not be amended without 

FINRA’s prior written consent.  In addition, the account could not be subject to any right, 

charge, security interest, lien, or claim of any kind granted by the member.39 

 Books and Records (Proposed Rule 4111(g))  

Proposed Rule 4111(g) would establish new requirements to maintain books and 

records that evidence the member firm’s compliance with the Restricted Firm Obligations 

Rule and any Restricted Deposit Requirement or other conditions or restrictions imposed 

under that rule.  In addition, the proposed books and records provision would specifically 

require a member firm subject to a Restricted Deposit Requirement to provide to the 

Department, upon its request, records that demonstrate the member firm’s compliance 

with that requirement. 

 
39  In the event of a liquidation of a Restricted Firm, funds or securities on deposit in 

the Restricted Deposit Account would be additional financial resources available 
for the Restricted Firm’s trustee to distribute to those with claims against the 
Restricted Firm. 
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 Notice of Failure to Comply (Proposed Rule 4111(h)) 

FINRA also is proposing a requirement to address the situation when a member 

firm fails to comply with the obligations imposed pursuant to proposed Rule 4111.  

Under proposed Rule 4111(h), FINRA would be authorized to issue a notice pursuant to 

proposed Rule 9561 directing a member firm that is not in compliance with its Restricted 

Deposit Requirement, or with any conditions or restrictions imposed under Rule 4111, to 

suspend all or a portion of its business. 

 Definitions (Proposed Rule 4111(i)) 

A complete list of defined terms used in proposed Rule 4111 appears in proposed 

Rule 4111(i).40 

 Net Capital Treatment of the Deposits in the Restricted Deposit Account 

(Proposed Rule 4111.01) 

Proposed Supplementary Material .01 would clarify that because of the 

restrictions on withdrawals from a Restricted Deposit Account, deposits in such an 

account cannot be readily converted to cash and therefore shall be deducted in 

determining the member’s net capital under Exchange Act Rule 15c3-141 and FINRA 

Rule 4110.  

 Compliance with Continuing Membership Application Rule (Proposed Rule 

4111.02 - Compliance with Rule 1017) 

Proposed Supplementary Material .02 would clarify that nothing in proposed Rule 

4111 would alter a member firm’s obligations under Rule 1017 (Application for 

 
40  See Exhibit 5. 

41  17 CFR 240.15c3-1. 
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Approval of Change in Ownership, Control, or Business Operations).  A member firm 

subject to proposed Rule 4111 would need to continue complying with the requirements 

of Rule 1017 and submit continuing membership applications as necessary. 

 Examples of Conditions and Restrictions (Proposed Rule 4111.03) 

In a change from Regulatory Notice 19-17, FINRA is proposing to add, in 

supplementary material to proposed Rule 4111, a non-exhaustive list of examples of 

conditions and restrictions that the Department could impose on Restricted Firms.  

FINRA believes that providing these examples will provide clarity about the 

Department’s authority to impose conditions and restrictions without restricting the 

Department’s flexibility to react and respond to different sources of risk.  The non-

exhaustive list of examples of conditions and restrictions includes: (1) limitations on 

business expansions, mergers, consolidations or changes in control; (2) filing all 

advertising with FINRA’s Department of Advertising Regulation; (3) imposing 

requirements on establishing and supervising offices; (4) requiring a compliance audit by 

a qualified, independent third party; (5) limiting business lines or product types offered;  

(6) limiting the opening of new customer accounts; (7) limiting approvals of registered 

persons entering into borrowing or lending arrangements with their customers; 

(8) requiring the member to impose specific conditions or limitations on, or to prohibit, 

registered persons’ outside business activities of which the member has received notice 

pursuant to Rule 3270; and (9) requiring the member to prohibit or, as part of its 

supervision of approved private securities transactions for compensation under Rule 3280 

or otherwise, impose specific conditions on associated persons’ participation in private 

securities transactions of which the member has received notice pursuant to Rule 3280.       
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 Planned Review of Proposed Rule 4111 

FINRA plans to conduct a review of proposed Rule 4111 after gaining sufficient 

experience under proposed Rule 4111.  Among other things, FINRA would review 

whether the Preliminary Identification Metrics Thresholds remain targeted and effective 

at identifying member firms that pose higher risks.  

Proposed Amendments to the Rule 9550 Series to Establish a New Expedited 

Proceeding to Implement the Requirements of Proposed Rule 4111 

FINRA is proposing to establish a new expedited proceeding in proposed Rule 

9561 (Procedures for Regulating Activities Under Rule 4111) that would allow member 

firms to request a prompt review of the Department’s determinations under the Restricted 

Firm Obligations Rule and grant a right to challenge any of the “Rule 4111 

Requirements,” including any Restricted Deposit Requirements, imposed.42  The new 

expedited proceeding would govern how the Department provides notice of its 

determinations and afford affected member firms the right to seek a Hearing Officer’s 

review of those determinations.  The proposed expedited proceeding is similar in nature 

to FINRA’s other expedited proceedings. 

 Notices Under Proposed Rule 4111 (Proposed Rule 9561(a)) 

Proposed Rule 9561(a) would establish an expedited proceeding for the 

Department’s determinations under proposed Rule 4111 to designate a member firm as a 

Restricted Firm and impose obligations on the member; and to deny a member’s request 

to access all or part of its Restricted Deposit Requirement.  

 
42  Proposed Rule 9561(a)(1) would define the “Rule 4111 Requirements” to mean 

the requirements, conditions, or restrictions imposed by a Department 
determination under proposed Rule 4111. 
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Proposed Rule 9561(a) would require the Department to serve a notice that 

provides its determination and the specific grounds and factual basis for the Department’s 

action; states when the action will take effect; informs the member firm that it may file, 

pursuant to Rule 9559, a request for a hearing in an expedited proceeding within seven 

days after service of the notice; and explains the Hearing Officer’s authority.  The 

proposed rule also would provide that, if a member firm does not request a hearing, the 

notice of the Department’s determination will constitute final FINRA action. 

Proposed Rule 9561(a) also would provide that any of the Rule 4111 

Requirements imposed in a notice issued under proposed Rule 9561(a) are immediately 

effective.  In general, a request for a hearing would not stay those requirements.  There 

would be one partial exception: when a member firm requests review of a Department 

determination under proposed Rule 4111 that imposes a Restricted Deposit Requirement 

on the member for the first time, the member firm would be required to deposit, while the 

expedited proceeding was pending, the lesser of 25% of its Restricted Deposit 

Requirement or 25% of its average excess net capital over the prior year.  

 Notice for Failure to Comply with the Proposed Rule 4111 Requirements  

(Proposed Rule 9561(b)) 

Proposed Rule 9561(b) would establish an expedited proceeding to address a 

member firm’s failure to comply with any requirements imposed pursuant to proposed 

Rule 4111.  

Proposed Rule 9561(b) would authorize the Department, after receiving 

authorization from FINRA’s chief executive officer (“CEO”), or such other executive 

officer as the CEO may designate, to serve a notice stating that the member firm’s failure 
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to comply with the Rule 4111 Requirements, within seven days of service of the notice, 

will result in a suspension or cancellation of membership.  The proposed rule would 

require that the notice identify the requirements with which the member firm is alleged to 

have not complied; include a statement of facts specifying the alleged failure; state when 

the action will take effect; explain what the member firm must do to avoid the suspension 

or cancellation; inform the member firm that it may file, pursuant to Rule 9559, a request 

for a hearing in an expedited proceeding within seven days after service of the notice; and 

explain the Hearing Officer’s authority.  The proposed rule also would provide that, if a 

member firm does not request a hearing, the suspension or cancellation will become 

effective seven days after service of the notice. 

Proposed Rule 9561(b) also would provide that a member firm could file a 

request seeking termination of a suspension imposed pursuant to the rule, on the ground 

of full compliance with the notice or decision.  The proposed rule would authorize the 

head of the Department to grant relief for good cause shown. 

 Hearings (Proposed Amendments to the Hearing Procedures Rule) 

If a member firm requests a hearing under proposed Rule 9561, the hearing would 

be subject to Rule 9559 (Hearing Procedures for Expedited Proceedings Under the Rule 

9550 Series).  FINRA is proposing several amendments to Rule 9559 that would be 

specific to hearings requested pursuant to proposed Rule 9561. 

Hearings in expedited proceedings under proposed Rule 9561 would have 

processes that are similar to the hearings in most of FINRA’s other expedited 

proceedings—including requirements for the parties’ exchange of documents and 

exhibits, the time for conducting the hearing, evidence, the record of the hearing, the 
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record of the proceeding, failures to appear, the timing and contents of the Hearing 

Officer’s decision, the Hearing Officer’s authority, and the authority of the NAC to call 

an expedited proceeding for review—and FINRA is proposing amendments to the Rule 

9559 provisions that govern these processes to adapt them for expedited proceedings 

under proposed Rule 9561.  A few features of the proposed amendments to Rule 9559 

warrant emphasis or guidance. 

• Hearing Officer’s Authority (Proposed Amended Rule 9559(d) 

and (n))  

Hearings in expedited proceedings under proposed Rule 9561 would be presided 

over by a Hearing Officer.  The Hearing Officer’s authority would differ depending on 

whether the hearing is in an action brought under proposed Rule 9561(a) (Notices Under 

Rule 4111) or 9561(b) (Notice for Failure to Comply with the Rule 4111 Requirements). 

Proposed amended Rule 9559(n)(6) would provide that the Hearing Officer, in 

actions brought under proposed Rule 9561(a), may approve or withdraw any and all of 

the Rule 4111 Requirements, or remand the matter to the Department, but may not 

modify any of the Rule 4111 Requirements, or impose any other requirements or 

obligations available under proposed Rule 4111.  

Proposed amended Rule 9559(n)(6) would authorize the Hearing Officer, in 

failure-to-comply actions under proposed Rule 9561(b), to approve or withdraw the 

suspension or cancellation of membership, and impose any other fitting sanction.  

Authorizing a Hearing Officer to impose any other fitting sanction is intended to provide 

a Hearing Officer with authority that is appropriate for responding to situations involving 
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member firms that repeatedly fail to comply with an effective FINRA action under 

proposed Rule 4111. 

• Timing Requirements  

The proposed amendments to the Hearing Procedures Rule are intended to give 

member firms a prompt process for challenging a Department decision under proposed 

Rule 4111.  Proposed amended Rule 9559(f) would require that a hearing in actions 

under proposed Rule 9561(a) be held within 30 days, and that a hearing in failure-to-

comply actions under proposed Rule 9561(b) be held within 14 days, after the member 

firm requests a hearing.43 

Proposed amended Rule 9559(o) would require the Hearing Officer, in all actions 

pursuant to proposed Rule 9561, to prepare a proposed written decision, and provide it to 

the NAC’s Review Subcommittee, within 60 days of the date of the close of the hearing.  

Pursuant to Rule 9559(q), the Review Subcommittee could call the proceeding for review 

within 21 days after receipt of the proposed decision.  As in most expedited proceedings, 

the timing of FINRA’s final decision would then depend on whether or not the Review 

Subcommittee calls the matter for review.44 

• Contents of the Decision 

Proposed amended Rule 9559(p) would govern the contents of the Hearing 

Officer’s decision.  The proposed amendments would broaden Rule 9559(p)(6) to 

account for the kinds of obligations that could be imposed under proposed Rule 4111.  

Rule 9559(p) would otherwise remain the same.  For example, Rule 9559(p) would 
 

43  Proposed amendments to Rule 9559 contain other related timing requirements for 
proceedings pursuant to proposed Rule 9561. 

44  See FINRA Rule 9559(q). 
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continue to require that the Hearing Officer’s decision include a statement setting forth 

the findings of fact with respect to any act or practice the respondent was alleged to have 

committed or omitted or any condition specified in the notice, the Hearing Officer’s 

conclusions regarding the condition specified in the notice, and a statement in support of 

the disposition of the principal issues raised in the proceeding.   

Additional guidance may be helpful, considering the different kinds of issues that 

may arise in an expedited proceeding pursuant to proposed Rule 9561.  For example, in a 

request for a hearing of a Department determination that imposes a Restricted Deposit 

Requirement or other obligations under Rule 4111, the principal issues raised may 

include whether: (1) the member firm should not be designated a Restricted Firm; (2) the 

Department incorrectly included disclosure events when calculating whether the member 

firm meets the Preliminary Criteria for Identification; (3) a Restricted Deposit 

Requirement would impose an undue financial burden on the member firm; or (4) the 

obligations imposed are inconsistent with the standards set forth in proposed Rule 

4111(e).  In a request for a hearing of a Department determination that denies a request to 

withdraw amounts from a Restricted Deposit Account, the principal issues raised may 

include whether the member firm or its Associated Persons have Covered Pending 

Arbitration Claims or unpaid arbitration awards and the nature of those claims or awards. 

• No Collateral Attacks on Underlying Disclosure Events 

In expedited proceedings pursuant to proposed Rule 9561(a) to review a 

Department determination under the Restricted Firm Obligations Rule, a member firm 

may sometimes seek to demonstrate that the Department included incorrectly disclosure 

events when calculating whether the member firm meets the Preliminary Criteria for 
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Identification.  When the member firm does so, however, it would not be permitted to 

collaterally attack the underlying merits of those final actions.  An expedited proceeding 

under proposed Rule 9561 would not be the forum for attempting to re-litigate past final 

actions.45 

 If the Commission approves the proposed rule change, FINRA will announce the 

effective date of the proposed rule change in a Regulatory Notice to be published no later 

than 60 days following Commission approval.  The effective date will be no later than 60 

days following publication of the Regulatory Notice announcing Commission approval.46 

 
45  Attempts to collaterally attack final matters are also precluded in other FINRA 

proceedings.  Cf. Dep’t of Enforcement v. Amundsen, Complaint No. 
2010021916601, 2012 FINRA Discip. LEXIS 54, at *21-24 (FINRA NAC Sept. 
20, 2012) (rejecting respondent’s attempt to collaterally attack a judgment that 
was required to be disclosed on Form U4), aff’d, Exchange Act Release No. 
69406, 2013 SEC LEXIS 1148 (Apr. 18, 2013), aff’d, 575 F. App’x 1 (D.C. Cir. 
2014); Membership Continuance Application of Member Firm, Application No. 
20060058633, 2007 FINRA Discip. LEXIS 31, at *51 (July 2007) (holding, in a 
membership proceeding, that a firm may not address its and its FINOP’s past 
disciplinary history by collaterally attacking those past violations) (citing BFG 
Sec., Inc., 55 S.E.C. 276, 279 n.5 (2001)); Jan Biesiadecki, 53 S.E.C. 182, 185 
(1997) (describing, in eligibility proceedings, FINRA’s long-standing policy of 
prohibiting collateral attacks on underlying disqualifying events). 

46  FINRA notes that the proposed rule change would impact all member firms, 
including member firms that have elected to be treated as capital acquisition 
brokers (“CABs”), given that the CAB rule set incorporates the FINRA Rule 9550 
Series by reference.  In addition, FINRA is proposing to adopt CAB Rule 412, to 
reflect that a CAB would be subject to Rule 4111.   

 The proposed rule change would not impact, however, member firms that are 
funding portals.  At this time, regulatory experience with funding portals is still at 
an early stage.  The permissible business activities of funding portals are limited 
and, as such, it is not clear that funding portals present the corresponding risks 
that FINRA is seeking to address in the broker-dealer space.  Moreover, 
developing relevant metrics and thresholds for funding portals would require a 
separate effort and analysis because, unlike broker-dealers, the Uniform 
Registration Forms do not apply to funding portals and their associated persons.  
Accordingly, FINRA is proposing to amend Funding Portal Rule 900(a) to add 
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2. Statutory Basis 

FINRA believes that the proposed rule change is consistent with the provisions of 

Section 15A(b)(6) of the Act,47 which requires, among other things, that FINRA rules 

must be designed to prevent fraudulent and manipulative acts and practices, to promote 

just and equitable principles of trade, and, in general, to protect investors and the public 

interest.  The proposed rule change is designed to protect investors and the public interest 

by strengthening the tools available to FINRA to address the risks posed by member 

firms with a significant history of misconduct, including firms at which individuals with a 

significant history of misconduct concentrate.  The proposed rule would create strong 

measures of deterrence while a firm is designated as a Restricted Firm, limiting the 

potential for harm to the public.  It also should create incentives for firms to change 

behaviors and activities, either to avoid being designated as a Restricted Firm or lose an 

existing Restricted Firm designation, to mitigate FINRA’s concerns. 

B. Self-Regulatory Organization’s Statement on Burden on Competition 

FINRA does not believe that the proposed rule change will result in any burden 

on competition that is not necessary or appropriate in furtherance of the purposes of the 

Act.   

FINRA has undertaken an economic impact assessment, as set forth below, to 

analyze the regulatory need for the proposed rulemaking, its potential economic impacts, 

including anticipated benefits and costs, and the alternatives FINRA considered in 

assessing how to best meet its regulatory objectives. 
 

proposed Rule 9561 as a rule to which funding portal members would not be 
subject. 

47  15 U.S.C. 78o-3(b)(6). 
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Economic Impact Assessment 

1.  Regulatory Need 

 FINRA uses a number of measures to deter and discipline misconduct by firms 

and brokers, and continually strives to strengthen its oversight of the brokers and firms it 

regulates.  These measures span across several FINRA programs, including review of 

new and continuing membership applications, risk monitoring of broker and firm activity, 

cycle and cause examinations, and enforcement and disciplinary actions. 

  As part of its efforts to monitor and deter misconduct, FINRA has adopted rules 

that impose supervisory obligations on firms to ensure they are appropriately supervising 

their brokers’ activities.  These rules require each firm to establish, maintain and enforce 

written procedures to supervise the types of business in which it engages and the 

activities of its associated persons that are reasonably designed to achieve compliance 

with applicable securities laws and regulations, and FINRA rules.  Under this regulatory 

framework, FINRA also provides guidance to ensure consistency in interpretation of the 

rules and to further strengthen compliance across firms.  As such, all firms play an 

important role in ensuring effective compliance with applicable securities laws and 

FINRA rules to prevent misconduct.  This is consistent with the incentives of economic 

agents.48 

 Nonetheless, some firms do not effectively carry out these supervisory obligations 

to ensure compliance and they act in ways that could harm their customers—sometimes 

 
48  See, e.g., Roland Strausz, Delegation of Monitoring in a Principal-Agent 

Relationship, Rev. Econ. Stud. 64(3):337-57 (July 1997).  The paper shows that in 
a standard principal-agent framework, the delegation of monitoring by the 
principal (e.g., a regulator) to the agent (e.g., a firm) can be economically efficient 
for both parties.     
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substantially.  For example, recent academic studies find that some firms persistently 

employ brokers who engage in misconduct, and that misconduct can be concentrated at 

these firms.  These studies also provide evidence of predictability of future disciplinary 

and other regulatory-related events for brokers and firms with a history of past similar 

events.49  These patterns suggest that some firms may not be acting appropriately as a 

first line of defense to prevent customer harm.  Further, some firms may take advantage 

of the fair-process protections afforded to them under the federal securities laws and 

FINRA rules to forestall timely and appropriate regulatory actions, thereby limiting 

FINRA’s ability to curb misconduct promptly.  Without additional protections, the risk of 

potential customer harm may continue to exist at firms that fail to effectively carry out 

their supervisory obligations or are associated with a significant number of regulatory-

related events.  Further, even where harmed investors obtain arbitration awards, harm 

followed by recompense typically comes with some economic costs to customers and 

brokers, and firms may still fail to pay those awards.  Unpaid arbitration awards harm 

successful customer claimants and may diminish investors’ confidence in the arbitration 

process.50 

 To mitigate these risks, FINRA seeks additional authority to impose obligations 

on firms that pose these types of greater risk to their customers.  The proposed Restricted 

Firm Obligations Rule would identify firms based upon a concentration of significant 

firm and broker events on their disclosure records that meet the proposed criteria and 

 
49  See supra note 5. 

50  Investors may also file claims in courts or other dispute resolution forums.  
Successful claimants in these forums may face similar challenges associated with 
collecting awards or judgments. 
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specified thresholds.  Under the proposal, FINRA seeks to impose obligations on the 

operations and activities of the member and its associated persons that are necessary or 

appropriate to address the concerns indicated by the Preliminary Criteria for 

Identification and protect investors and the public interest.  

2.  Economic Baseline 

 The economic baseline used to evaluate the economic impacts of the proposed 

rules is the current regulatory framework, including FINRA rules relating to supervision, 

the membership application process, statutory disqualification proceedings and 

disciplinary proceedings that provide rules to deter and discipline misconduct by firms 

and brokers.  This baseline serves as the primary point of comparison for assessing 

economic impacts of the proposed rules, including incremental benefits and costs.  

 The proposals are intended to apply to firms that pose far greater risks to their 

customers than other firms.  One identifier of these types of firms is that they and their 

brokers generally have substantially more regulatory-related events on their records than 

do their peers.51  Consistent with this, the proposed Restricted Firm Obligations Rule 

would specifically apply to firms that have far more Registered Person and Member Firm 

Events, or far higher concentrations of Registered Persons Associated with Previously 

Expelled Firms, compared to their peers.52  Based on staff analysis of all firms registered 

 
51  As discussed above, recent studies provide evidence of predictability of future 

regulatory-related events for brokers and firms with a history of past regulatory-
related events.  As a result, brokers and firms with a history of past regulatory-
related events pose greater risk of future harm to their customers than other 
brokers and firms. 

52  For example, for each of the six Preliminary Identification Metrics, the 
Preliminary Identification Metrics Threshold was chosen to capture one to five 
percent of the firms with the highest number of events per registered broker or the 
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with FINRA between 2013 and 2019, firms that would have met the Preliminary Criteria 

for Identification had on average four to nine times more Registered Person and Member 

Firm Events than peer firms at the time of identification.  Specifically, the number of 

events per firm, for firms that would have met the Preliminary Criteria for Identification, 

ranged, on average, from 25-52 events during the Evaluation Period, compared to 4-5 

events per firm for firms that would not have met the Preliminary Criteria for 

Identification.  The median number of events per firm, for the firms that would have met 

the Preliminary Criteria for Identification, ranged from approximately 9-18 events, 

compared to zero events among other firms that would not have met the Preliminary 

Criteria for Identification.   

 Although disciplinary and regulatory-related events are one of the identifiers for 

firms posing higher risk, FINRA recognizes that firms posing higher risks do not always 

manifest themselves with greater disclosures on their records.  These firms may be 

newer, have recently made changes in management, staff or approach, or simply may be 

more effective in avoiding regulatory marks.   

3.  Economic Impacts 

A.  Proposed Restricted Firm Obligations Rule 

 To estimate the number and types of firms that would meet the Preliminary 

Criteria for Identification, FINRA analyzed the categories of events and conditions 

associated with the proposed criteria for all firms during the 2013-2019 review period.  

For each year, FINRA determined the approximate number of firms that would have met 

the proposed criteria.  The number of firms that would have met the proposed criteria 
 

highest concentrations of Registered Persons Associated with Previously Expelled 
Firms, in respective firm-size categories. 
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during the review period serves as a reasonable estimate for the number of firms that 

would have been directly impacted by this proposal had it been in place at the time.  This 

analysis indicates that there were 45-80 such firms at the end of each year during the 

review period, as shown in Exhibit 3a.  These firms represent 1.3-2.0% of all firms 

registered with FINRA in any year during the review period.  The population of firms 

identified by the proposed criteria reflects the distribution of firm size in the full 

population of registered firms.  Approximately 88-94% of these firms were small, 4-12% 

were mid-size and 0-3% were large at the end of each year during the review period, as 

shown in Exhibit 3b.53 

 FINRA notes that the number of firms that would have met the proposed criteria 

during the review period have declined (by approximately 44%) from 80 firms in 2013 to 

45 firms in 2019.  This decline is associated with an overall decrease in the number of 

Registered Person and Member Firm Events and the number of firms associated with 

these events.54  Specifically, the Registered Person and Member Firm Events have 

declined by 24% and the number of firms with one or more of these events has declined 

by 22% during the review period.  However, the average number of events per firm 

identified by the proposed criteria has increased, suggesting that there may be an increase 

in concentration of events across a smaller set of firms that may pose greater risks to their 

 
53  FINRA defines a small firm as a member with at least one and no more than 150 

registered persons, a mid-size firm as a member with at least 151 and no more 
than 499 registered persons, and a large firm as a member with 500 or more 
registered persons.  See FINRA By-Laws, Article I. 

54  FINRA notes that part of the decline in the number of events and the firms that 
would have met the proposed criteria may be associated with an approximately 
15% decline in the overall number of registered firms during the 2013-2019 
review period. 
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customers.  For example, the average number of Registered Person and Member Firm 

Events for the firms identified by the criteria has increased by 94% from 24 events per 

firm in 2013 to 47 events per firm in 2019.  These trends over the 2013-2019 review 

period suggest that while many firms continue to improve their regulatory records over 

time, a small proportion of firms may continue to further engage in activities that pose 

greater risks to their customers, which the proposed rule is intended to address.  

 In developing the proposed Preliminary Criteria for Identification, FINRA paid 

significant attention to the impact of possible misidentification of firms, specifically, the 

economic trade-off between including firms that are less likely to subsequently pose risk 

of harm to customers, and not including firms that are more likely to subsequently pose 

risk of harm to customers.  There are costs associated with both types of 

misidentifications.55  The proposed criteria, including the proposed numerical thresholds, 

aim to balance these economic trade-offs associated with over- and under-

identification.56  Further protection against misidentification would be provided by the 

proposed initial Department evaluation and the Consultation process. 

 
55  For example, subjecting firms that are less likely to pose a risk to customers to the 

proposed Restricted Deposit Requirement or other obligations would impose 
additional and unwarranted costs on these firms, their brokers and their 
customers. 

56  In order to evaluate the effectiveness of the proposed criteria at identifying firms 
that pose greater risks, FINRA examined the overlap between the firms that 
would have met the Preliminary Criteria for Identification each year during the 
review period and the firms that were subsequently expelled, associated with 
unpaid awards, or identified by Department staff as suitable candidates for 
additional obligations.  Finally, as discussed below, FINRA also examined 
disclosure events associated with firms that would have met the Preliminary 
Criteria for Identification each year during the review period, subsequent to 
meeting the criteria, to assess the extent of risk posed by these firms. 
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 Anticipated Benefits 

 The proposal’s primary benefit would be to reduce the risk and associated costs of 

possible future customer harm.  This benefit would arise directly from additional 

restrictions placed on firms identified as Restricted Firms and resulting expected 

increased scrutiny by these firms on their brokers.  Further, this benefit would also accrue 

indirectly from improvements in the compliance culture, both by firms that meet the 

proposed criteria and by firms that do not.  For example, the proposal may create 

incentives for firms that meet the Preliminary Criteria for Identification to change 

activities and behaviors, to mitigate the Department’s concerns.  Similarly, the proposal 

may have a deterrent effect on firms that do not meet the Preliminary Criteria for 

Identification, particularly firms that may be close to meeting the proposed criteria.  

These firms may change behavior and enhance their compliance culture in ways that 

better protect their customers. 

 The proposal also may help address unpaid arbitration awards.  Under the 

proposed rule, the Department may require a Restricted Firm to maintain a restricted 

deposit at a bank or a clearing firm that agrees not to permit withdrawals absent FINRA’s 

approval.  The amount of the Restricted Deposit Requirement would take into 

consideration, among other factors, the amount of any Covered Pending Arbitration 

Claims and unpaid arbitration awards against the member firm or its Associated Persons.  

Moreover, the proposed rule would have presumptions that the Department would: 

(a) deny an application by a member firm or former member firm that was previously 

designated as a Restricted Firm for a withdrawal from the Restricted Deposit if the 

member firm, its Associated Persons who are owners or control persons, or the former 
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member firm have any Covered Pending Arbitration Claims or unpaid arbitration awards, 

or if the member firm’s Associated Persons have any Covered Pending Arbitration 

Claims or unpaid arbitration awards relating to arbitrations that involved conduct or 

alleged conduct that occurred while associated with the member firm; but (b) approve a 

former member firm’s application for withdrawal if the former member firm commits in 

the manner specified by the Department to use the amount it seeks to withdraw from its 

Restricted Deposit to pay the former member firm’s specified unpaid arbitration awards.  

Accordingly, the proposed rule could potentially create incentives for firms to pay unpaid 

arbitration awards against the firm or its Associated Persons, thereby alleviating, to some 

extent, harm to successful claimants and enhancing investor confidence in the arbitration 

process.57   

 To scope these potential benefits and assess the potential risk posed by firms that 

would meet the proposed Preliminary Criteria for Identification, FINRA evaluated the 

extent to which firms that would have met the criteria during 2013-201758 (had the 

criteria existed) and their brokers were associated with “new” Registered Person and 

Member Firm Events after having met the proposed criteria.  These “new” events 

correspond to events that were identified or occurred after the firm’s identification, and 

do not include events that were pending at the time of identification and subsequently 

 
57  Further, as discussed above, the Department would consider a member firm’s and 

its Associated Persons’ unpaid arbitration awards as one of the factors in 
determining the amount of the Restricted Deposit Requirement.  As a result, there 
would be additional incentives to pay unpaid arbitration awards. 

58  This analysis examines firms that would have met the Preliminary Criteria for 
Identification from 2013 until 2017 (instead of the 2013-2019 review period) to 
allow sufficient time for the “new” events to resolve in the post-identification 
period. 
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resolved in the years after identification.  As shown in Exhibit 3c, FINRA estimates that 

there were 77 firms that would have met the Preliminary Criteria for Identification in 

2013.  These firms were associated with 1,552 “new” Registered Person and Member 

Firm Events that occurred after their identification, between 2014 and 2019.  Exhibit 3c 

similarly shows the number of events associated with firms that would have met the 

Preliminary Criteria for Identification in 2014, 2015, 2016 and 2017.  Across 2013-2017, 

there were 180 unique firms59 that would have met the proposed Preliminary Criteria for 

Identification, and these firms were associated with a total of 2,995 Registered Person 

and Member Firm Events that occurred in the years after they met the proposed criteria.60  

 Exhibit 3c also shows the number of Registered Person and Member Firm Events 

for these firms compared to other firms.  Specifically, FINRA calculated a factor which 

represents a multiple for the average number of events (on a per registered person basis) 

for firms that would have met the Preliminary Criteria for Identification relative to other 

firms of the same size that would not have met the Preliminary Criteria for Identification.  

For example, as shown in Exhibit 3c, the factor of 6.1x for 2013 indicates that firms 

meeting the Preliminary Criteria for Identification in 2013 had 6.1 times more new 

disclosure events (per registered person) in the years after identification (2014-2019) than 

other firms of the same size registered in 2013 that would not have met the Preliminary 

Criteria for Identification.  Overall, this analysis demonstrates that firms that would have 
 

59  Certain firms would have met the criteria in multiple years during the review 
period.  The 180 firms discussed in the text correspond to the unique number of 
firms that would have met the criteria in one or more years during the review 
period. 

60  Specifically, FINRA examined and counted all Registered Person and Member 
Firm Events that occurred any time after the firms were identified until December 
31, 2019. 
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met the Preliminary Criteria for Identification during the 2013-2017 period had on 

average approximately 6-20 times more new disclosure events after their identification 

than other firms in the industry during the same period that would not have met the 

Preliminary Criteria for Identification.       

 Anticipated Costs 

 The anticipated costs of this proposal would fall primarily upon firms that meet 

the Preliminary Criteria for Identification and that the Department deems to warrant 

further review after its initial evaluation.  Although FINRA would perform the annual 

calculation and conduct an internal evaluation, firms may choose to expend effort to 

monitor whether they would meet the Preliminary Criteria for Identification, and incur 

associated costs, at their own discretion.  To the extent that a firm deemed to warrant 

further review under proposed Rule 4111 chooses to seek to rebut the presumption that it 

is a Restricted Firm subject to the maximum Restricted Deposit Requirement, it would 

incur costs associated with collecting and providing information to FINRA.  For example, 

these firms may provide information on any disclosure events that may be duplicative or 

not sales-practice related.  These firms may also provide information on any undue 

significant financial hardship that would result from a maximum Restricted Deposit 

Requirement.  Likewise, a firm availing itself of the one-time staffing reduction 

opportunity incurs the separation costs, along with the potential for lost future revenues. 

 In addition, firms subject to a Restricted Deposit Requirement or other obligations 

would incur costs associated with these additional obligations.  These would include, for 

example, costs associated with setting up the Restricted Deposit Account and ongoing 

compliance costs associated with maintaining the account.  Further, as a result of 
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restrictions on the use of cash or qualified securities in the deposit account or other 

restrictions on the firm’s activities, the firm may lose economic opportunities, and its 

customers may lose the benefits associated with the provision of these services.   

 Similarly, a firm required to apply heightened supervision to its brokers would 

incur implementation and ongoing costs associated with its heightened supervision 

plan.61  Firms that meet the Preliminary Criteria for Identification also may incur costs 

associated with enhancing their compliance culture, including possibly terminating 

registered persons with a significant number of disclosure events—through exercising the 

one-time staffing reduction option under proposed Rule 4111 or otherwise—and 

reassigning the responsibilities of these individuals to other registered persons.  Finally, 

there may be indirect costs, including greater difficulty or increased cost associated with 

maintaining a clearing arrangement, loss of trading partners, or similar impairments 

where third parties can determine that a firm meets the proposed Preliminary Criteria for 

Identification or has been deemed to be a Restricted Firm. 

 Firms that do not meet the proposed Preliminary Criteria for Identification, 

particularly ones that understand they are close to meeting the proposed criteria, also may 

incur costs associated with enhancing their compliance culture or making other changes 

in order to avoid meeting the proposed criteria in the future.  These costs may include 

terminating registered persons with disciplinary records, replacing them with existing or 

 
61  These costs would likely vary significantly across firms.  Costs would depend on 

the specific obligations imposed specific to the firm and its business model.  In 
addition, costs could escalate if a heightened supervision plan applied to brokers 
that serve as principals, executive managers, owners, or in other senior capacities.  
Such plans may entail reassignments of responsibilities, restructuring within 
senior management and leadership, and more complex oversight and governance 
approaches. 
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new hires, enhancing compliance policies and procedures, and improving supervision of 

registered persons.  Finally, registered persons with significant number of disciplinary or 

other disclosure events on their records may find it difficult to retain employment, or get 

employed by new firms, particularly where those firms and their associated registered 

persons already have disciplinary records.  Similarly, firms meeting the proposed criteria 

or those close to meeting the proposed criteria may find it difficult to hire registered 

persons with disclosure events.  FINRA notes, however, that the anticipated economic 

impacts on firms hiring and registered persons seeking employment would likely be 

limited to a small proportion of registered persons and member firms.62 

 Other Economic Impacts 

 FINRA also has considered the possibility that, in some cases, this proposal may 

impose restrictions on brokers’ and firms’ activities that are less likely to subsequently 

harm their customers.  In such cases, these brokers and firms may lose economic 

opportunities or find it difficult to retain brokers or customers.  FINRA believes that the 

proposal mitigates such risks by requiring an initial layer of Departmental review, and 

providing affected firms an opportunity to engage in a Consultation with the Department 

and request a review of the Department’s determination in an expedited proceeding.  

 FINRA also considered that some firms may consider not reporting, 

underreporting, or failing to file timely, required disclosures on Uniform Registration 
 

62  For example, during the 2013 to 2019 review period, only one to two percent of 
the registered persons had any qualifying events in their regulatory records, which 
represents the most conservative estimate of the set of registered persons who 
might be impacted by the proposed rule.  Further, the vast majority of member 
firms, approximately 98%, would likely be able to employ most of the individuals 
seeking employment in the industry—including ones who have some 
disclosures—without coming close to meeting the Preliminary Criteria for 
Identification. 
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Forms in an effort to avoid costs associated with the proposals.  However, this potential 

impact is mitigated because many events are reported by regulators or in separate public 

notices by third parties and, as a result, FINRA can monitor for these unreported events.  

Further, failing to timely update Uniform Registration Forms is a violation of FINRA 

rules and can result in fines and penalties, thereby serving as a deterrent for 

underreporting, misreporting and failing to file timely required disclosures. 

 Considering that the proposed criteria are based on a firm’s experience relative to 

its similarly sized peers, FINRA does not believe that the proposed criteria impose costs 

on competition between firms of different sizes.  Further, because FINRA would perform 

the annual calculation to determine the firms that meet the Preliminary Criteria for 

Identification, the costs a firm incurs to monitor its status in relation to the proposed 

criteria would be discretionary and not likely create any competitive disadvantage based 

on firm size.  Although the proposed rule would not impose these monitoring costs, 

FINRA would provide transparency around how the Preliminary Criteria for 

Identification are calculated and appropriate guidance to assist firms seeking to monitor 

their status.  Similarly, FINRA does not anticipate that the proposed Restricted Firm 

Obligations Rule, including the Restricted Deposit Requirement or any required 

conditions and restrictions, would create competitive disadvantages across firms of 

different sizes.  This is, in part, because FINRA would consider the number of offices and 

registered persons, among other factors, when determining the appropriate maximum 

Restricted Deposit Requirement or any conditions and restrictions, to ensure that the 

obligations are appropriately tailored to the firm’s business model but do not significantly 
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undermine the continued financial stability and operational capability of the firm as an 

ongoing enterprise over the ensuing 12 months.     

 As discussed above, FINRA would exercise some discretion in determining the 

maximum Restricted Deposit Requirement and tailor it to the size, operations and 

financial conditions of the firm, among other factors.  This approach is intended to align 

with FINRA’s objective to have the specific financial obligation be significant enough to 

change a Restricted Firm’s behavior but not so burdensome that it would indirectly force 

it out of business.  In determining the specific maximum Restricted Deposit Requirement, 

FINRA would consider a range of factors, including the nature of the firm’s operations 

and activities, revenues, commissions, assets, liabilities, expenses, net capital, the number 

of offices and registered persons, the nature of the disclosure events counted in the 

numeric thresholds, insurance coverage for customer arbitration awards or settlements, 

concerns raised during FINRA exams, and the amount of any of the firm’s or its 

Associated Persons’ “Covered Pending Arbitration Claims” or unpaid arbitration awards.  

In developing the proposal, FINRA considered the possibility of having a transparent 

formula, based on some of these factors, to determine a maximum Restricted Deposit 

Requirement.  However, as discussed in more detail below, given the range of relevant 

factors and differences in firms’ business models, operations, and financial conditions, 

FINRA decided not to propose a uniform, formulaic approach across all firms.  

 In developing the proposal, FINRA also considered the possibility that the size of 

the maximum Restricted Deposit Requirement may be too burdensome for the firms, and 

could undermine their financial stability and operational capability.  FINRA believes that 

these risks are mitigated by providing affected firms an opportunity to engage in a 
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Consultation process with FINRA and propose a lesser Restricted Deposit Requirement 

or restrictions or conditions on their operations.  Further, as discussed above, Restricted 

Firms would have the opportunity to request a review of the Department’s determination 

in an expedited proceeding.  

B.  Proposed Expedited Proceeding Rule 

 When FINRA imposes obligations on a firm pursuant to the proposed Restricted 

Firm Obligations Rule, the firm may experience significant limitations to its business 

activities and incur direct and indirect costs associated with the obligations imposed.  The 

proposed Expedited Proceeding Rule would, in general, require that these obligations 

apply immediately, even during the pendency of any appeal.    

 The proposed rule would be associated with investor protection benefits through 

the impact of the no-stay provision in proposed Rule 9561(a)(4).  Under the proposal, 

obligations imposed by the Department would be effective immediately, except that a 

firm that is subject to a Restricted Deposit Requirement under proposed Rule 4111 and 

requests a hearing would be required to make only a partial deposit while the hearing is 

pending.  This would reduce the risk of investor harm during the pendency of a hearing.  

Similarly, the no-stay provision may limit hearing requests by firms that seek to use them 

only as a way to forestall FINRA obligations.      

 The benefit of the proposed rule accruing to firms would be to permit firms to 

appeal FINRA’s determinations (both to request prompt review of obligations imposed or 

of determinations for failure to comply) in an expedited proceeding, thereby reducing 

undue costs where firms may have been misidentified or where the obligations imposed 

are not necessary or appropriate to address the concerns indicated by the Preliminary 
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Criteria for Identification and protect investors and the public interest.  For example, the 

proposed rule is anticipated to reduce any undue costs by the proceeding’s expedited 

nature.  Similarly, the proposed rule’s time deadlines may also reduce the costs of the 

proceedings, in certain cases.  

 The costs would be borne by firms that choose to seek review via the proposed 

expedited proceeding, and these costs can be measured relative to a standard proceeding.  

These firms would incur costs associated with provisions and procedures specific to this 

proposed rule, including the provision that the obligations imposed would not be 

stayed.63  This would include the obligations imposed under the proposed rule, including 

the Restricted Deposit Requirement, and the requirement that the firm, upon the 

Department’s request, provide evidence of its compliance with these obligations.  

However, the extent of the costs associated with the Restricted Deposit Requirement 

would be mitigated by the expedited nature of the proceeding and by the provision that 

would require a firm, during the pendency of an expedited hearing process, to maintain 

only a partial deposit requirement. 

 As with the other proposals, FINRA does not anticipate that the proposed rule 

would have differential competitive effects based on firm size or other criteria.  The costs 

and benefits are anticipated to apply to all firms that request a hearing in an expedited 

proceeding.  

 
63  The effect of the no-stay provision is that imposed obligations would apply 

immediately, even during the pendency of any hearing request.  As a result, the 
no-stay provision would impose direct costs on misidentified firms or firms for 
which the obligations imposed are not necessary or appropriate. 



Page 181 of 596 
 

4.  Alternatives Considered 

 FINRA recognizes that the design and implementation of the rule proposals may 

impose direct and indirect costs on a variety of stakeholders, including firms, brokers, 

regulators, investors and the public.  Accordingly, in developing its rule proposals, 

FINRA seeks to identify ways to enhance the efficiency and effectiveness of the 

proposed rules while maintaining their regulatory objectives.  For example, FINRA 

considered several alternatives to addressing the risks posed by firms and their brokers 

that have a history of misconduct, including alternative approaches and alternative 

specifications to the numeric threshold based-approach and the Restricted Deposit 

Requirement.     

A.  Alternative to the Proposed Numeric Threshold-based Approach 

 In addition to the proposed approach based on numeric thresholds, FINRA 

considered an approach similar to the Investment Industry Regulatory Organization of 

Canada’s (IIROC) “terms and conditions” rule, IIROC Consolidated Rule 9208, that 

would allow FINRA to identify a limited number of firms with significant compliance 

failures and impose on them appropriate terms and conditions to ensure their continuing 

compliance with the securities laws, the rules thereunder, and FINRA rules.64  FINRA 

considered and evaluated the economic impacts of such a terms and conditions rule 

relative to proposed Rule 4111.  

 Compared to proposed Rule 4111, a terms and conditions rule would provide 

FINRA with greater flexibility in identifying firms that should be subject to additional 
 

64  IIROC Consolidated Rule 9208 permits IIROC to impose terms and conditions on 
an IIROC Dealer Member’s membership when IIROC considers these terms and 
conditions appropriate to ensure the member’s continuing compliance with IIROC 
requirements. 
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obligations.  This greater flexibility could help better target its application and reduce 

misidentification by allowing FINRA to leverage non-public information, including 

regulatory insights collected as part of its monitoring and examination programs, in 

identifying firms that pose the greatest risk.  Further, under a terms and conditions rule, 

FINRA could quickly update its identification of firms based on emerging risk patterns, 

to ensure that the rule continues to be effective at addressing firms that presently pose the 

greatest risk.  This flexibility could mitigate the risk that the criteria and thresholds in 

proposed Rule 4111 no longer identify the appropriate firms. 

 Further, as discussed above, the identification criteria in proposed Rule 4111 may 

not identify all the firms that pose material risk to their customers, such as firms that may 

act to stay just below the proposed criteria and thresholds by any means, including 

misreporting or underreporting disclosure events.  The absence of a set identification 

criteria in a terms and conditions rule would make it more difficult for firms to evade the 

identification criteria and thus could provide greater investor protections.          

 At the same time, a terms and conditions rule may have certain disadvantages 

relative to proposed Rule 4111.  For example, a benefit of proposed Rule 4111 is the 

deterrent effect it may have on firms that do not meet the proposed Preliminary Criteria 

for Identification, particularly firms that may be close to meeting the criteria.  These 

firms may change behavior and enhance their compliance culture in ways that could 

better protect their customers.  By comparison, under a terms and conditions rule, in the 

absence of transparent criteria, firms would have to assess FINRA’s view of the 

significance of repeated exam findings to determine whether to change their conduct to 

avoid potential terms and conditions. 
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 Although FINRA has considered, and will continue to explore, this alternative, it 

is not proposing a terms and conditions rule at this time.  

B.  Alternative Specifications for the Proposed Numeric Threshold-based 

Approach 

 FINRA also considered several alternatives to the numerical thresholds and 

conditions for the Preliminary Criteria for Identification.  In determining the proposed 

criteria, FINRA focused significant attention on the economic trade-off between incorrect 

identification of firms that may not subsequently pose risk of harm to their customers, 

and not including firms that may subsequently pose risk of harm to customers.  FINRA 

also considered three key factors: (1) the different categories of reported disclosure 

events and metrics, including the Expelled Firm Association Metric; (2) the counting 

criteria for the number of reported events or conditions; and (3) the time period over 

which the events or conditions are counted.  FINRA considered several alternatives for 

each of these three factors.  

 Alternatives Associated with the Categories of Disclosure Events and 

Metrics 

 In determining the different types of disclosure events, FINRA considered all 

categories of disclosure events reported on the Uniform Registration Forms, including the 

financial disclosures.  FINRA decided to exclude financial disclosures because while 

financial events, such as bankruptcies, civil bonds, or judgments and liens, may be of 

interest to investors in evaluating whether or not to engage a broker or a firm, these types 

of events by themselves are not evidence of customer harm.  
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 In developing the Preliminary Criteria for Identification, FINRA also considered 

whether pending criminal, internal review, judicial and regulatory events should be 

excluded from the threshold test.  Pending matters are often associated with an emerging 

pattern of customer harm and capture timely information of potential ongoing or recent 

misconduct.  However, pending matters may include pending regulatory investigations 

and criminal proceedings that do not result in a finding.65  FINRA evaluated the impact 

of eliminating pending matters from the Preliminary Criteria for Identification.  

Specifically, FINRA identified the firms that would no longer meet the proposed criteria 

(had the criteria existed) during the evaluation period if pending-events categories were 

eliminated from the criteria, and examined the extent to which such firms were associated 

with “new” Registered Person and Member Firm Events.  As shown in Exhibit 3d, 

FINRA estimates that these firms had on average approximately 8.0-13.1 times more new 

disclosure events than other firms in the industry during the same period that would not 

have met the Preliminary Criteria for Identification.66  Accordingly, based on this review 

 
65  As discussed in more detail below, several commenters expressed concerns about 

including pending and un-adjudicated events in the Preliminary Criteria for 
Identification.  Commenters suggested that pending events are often associated 
with frivolous cases and that many pending regulatory investigations and criminal 
proceedings are discontinued without action. 

66  In assessing the impact of removing pending events from the Preliminary Criteria 
for Identification and restricting the criteria solely to final events, FINRA also 
examined the number of firms that would have met or exceeded at least one 
Preliminary Identification Metrics Threshold in the Registered Person 
Adjudicated Events, Member Firm Adjudicated Events, or Registered Persons 
Associated with Expelled Firms categories, during the relevant period.  This 
analysis showed that the number of firms identified by this alternative criteria 
would increase from 45-80 firms to 131-196 firms, each year, during the review 
period.  Similarly, FINRA estimates the number of firms that would have met or 
exceeded at least two thresholds within these categories to be 32-57 firms, each 
year, during the review period.   
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and other validations, FINRA decided to include pending matters in the proposed criteria 

because they are critical to identifying firms that pose greater risks to their customers.   

 As with other categories, the proposed Preliminary Identification Metrics 

Thresholds for the relevant Preliminary Identification Metrics, including the Registered 

Person Pending Event Metric and the Member Firm Pending Event Metric, are intended 

to capture firms that are on the far tail of the distributions.  Thus, firms meeting these 

thresholds have far more pending matters on their records than other firms in the industry 

that do not meet these thresholds.  Nonetheless, FINRA recognizes that pending matters 

include disclosure events that may remain unresolved or that may subsequently be 

dismissed or concluded with no adverse action because they lack merit or suitable 

evidence.67  In order to ensure that a firm does not meet the Preliminary Criteria for 

Identification solely because of pending matters, FINRA has proposed the conditions 

that, to meet the criteria, the firm must meet or exceed at least two of the six Preliminary 

Identification Metrics Thresholds, and at least one of the thresholds for the Registered 

Person Adjudicated Event Metric, Member Firm Adjudicated Event Metric, or Expelled 

Firm Association Metric. 

 In developing the Preliminary Criteria for Identification, FINRA also considered 

alternatives to the Expelled Firm Association Metric.  For example, in Regulatory Notice 

19-17, FINRA initially proposed the metric to be based on all registered persons who 

were previously associated with one or more previously expelled firms, at any time in 

their career and irrespective of their duration of association at the previously expelled 

 
67  For example, customers may file complaints that are false or erroneous and such 

complaints may subsequently be withdrawn by the customers or get dismissed by 
arbitrators or judges. 
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firm.  FINRA subsequently narrowed the Expelled Firm Association Metric by only 

including registered persons who were registered with a previously expelled firm within 

the prior five years (i.e., whose registration with a previously expelled firm terminated 

during the prior five years) and who were registered with the expelled firm for at least 

one year.  FINRA selected this formulation to analyze because the five-year lookback is 

consistent with the lookback periods for the other proposed metrics in the proposal and, 

based on staff experience, FINRA believes that individuals who are more recently 

associated with previously expelled firms (e.g., in the last five years) and have longer 

tenures at expelled firms (e.g., a year or more, instead of a shorter employment duration) 

generally pose higher risk than other individuals.   

 In developing the proposal, FINRA conducted several validations on the firms 

meeting the criteria, including the proposed Expelled Firm Association Metric, by 

reviewing the extent to which firms identified during 2013-2017 (had the criteria existed) 

were subsequently expelled, associated with unpaid awards, or identified by the 

Department as suitable candidates for additional obligations.  As discussed above, 

FINRA also evaluated the extent to which firms that would have met the criteria during 

2013-2017 (had the criteria existed) and their brokers were associated with “new” 

Registered Person and Member Firm Events after having met the criteria.  As shown in 

Exhibit 3c, FINRA estimates that the identified firms had on average approximately 6.1-

19.9 times more new disclosure events after their identification than other firms in the 

industry during the same period that would not have met the Preliminary Criteria for 

Identification.  Based on staff review and validations, FINRA believes that the proposed 

Expelled Firm Association Metric preserves the usefulness of the Preliminary Criteria for 
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Identification (as originally proposed in Regulatory Notice 19-17) and continues to 

identify firms that pose greater risks to their customers. 

 Alternatives Associated with the Counting Criteria for the Proposed 

Criteria and Metrics 

 FINRA considered a range of alternative counting criteria for the Preliminary 

Criteria for Identification.  For example, FINRA considered whether the Preliminary 

Criteria for Identification should be based on firms meeting two or more Preliminary 

Identification Metrics Thresholds, or whether the number of required thresholds should 

be decreased or increased.  Decreasing the number of required thresholds from two to one 

would increase the number of firms that would have met the Preliminary Criteria for 

Identification during the review period from 45-80 firms to 155-217 firms, each year.  

Alternatively, increasing the number of required thresholds from two to three would 

decrease the number of firms that would have met the Preliminary Criteria for 

Identification from 45-80 firms to 11-20 firms, each year.  FINRA reviewed the list of 

firms identified under these alternative counting criteria and examined the extent to 

which they included firms that were subsequently expelled, associated with unpaid 

awards, or identified by the Department as suitable candidates for additional obligations.  

FINRA also paid particular attention to firms that would have been identified by these 

alternative criteria but subsequently were not associated with high-risk activity, as well as 

firms that would not have been identified by these alternatives that were associated with 

high-risk events.  Based on this review, FINRA believes that the proposed approach—

meeting two or more of the Preliminary Identification Metrics Thresholds—more 
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appropriately balances these trade-offs between misidentifications than the alternative 

criteria.   

 Alternatives Associated with the Time Period over which the Metrics Are 

Calculated 

 The proposed Preliminary Identification Metrics are based on two different time 

periods over which different categories of events and conditions are counted (“lookback 

periods”).  Pending events, including the Registered Person Pending Events and the 

Member Firm Pending Events categories, are counted in the Preliminary Identification 

Metrics only if they are pending as of the Evaluation Date.  Adjudicated events, including 

the Registered Person Adjudicated Events and the Member Firm Adjudicated Events 

categories, and Registered Persons Associated with Previously Expelled Firms are 

counted in the Preliminary Identification Metrics over a five-year lookback period.68   

 In developing the proposal, FINRA considered alternative criteria for the time 

period over which the disclosure events or conditions are counted.  For example, FINRA 

considered whether adjudicated events should be counted over the individual’s or firm’s 

entire reporting period or counted over a more recent period.  Based on its experience, 

FINRA believes that more recent events (e.g., events occurring in the last five years) 

generally pose a higher level of possible future risk to customers than other events.  

Further, counting events over an individual’s or firm’s entire reporting period would 

imply that brokers and firms would always be included in the Preliminary Identification 

Metrics for adjudicated events, even if they subsequently worked without being 

 
68  Registered Persons In-Scope include all persons registered with the firm for one 

or more days within the one year prior to the Evaluation Date. 
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associated with any future adjudicated events.  Accordingly, FINRA decided to include 

adjudicated events only in the more recent period (i.e., a five-year period).69    

 Similarly, FINRA also considered alternative limits on the time periods over 

which components of the Expelled Firm Association Metric would be calculated.  For 

example, FINRA considered alternative metrics based on only firms that have been 

expelled within three to five years prior to the Evaluation Date.  Further, FINRA 

considered alternatives where the individual broker’s association with the previously 

expelled firm was within a five-year window around the firm’s expulsion.  In evaluating 

these alternatives, FINRA recalculated the underlying thresholds to capture firms that are 

on the far tail of the distribution for these alternative metrics.70  As with other 

alternatives, FINRA conducted several validations on alternative specifications of time 

periods for calculating the Expelled Firm Association Metric.  These validations included 

reviewing the extent to which firms identified by alternative specifications of the 

proposed criteria were associated with “new” events after identification, subsequently 

expelled or associated with unpaid awards, or were identified by the Department as 

suitable candidates for additional obligations.  Based on these validations, FINRA 

selected the proposed five-year period for calculating the Expelled Firm Association 

Metric as the alternative specifications did not result in any material change to the 

proposed criteria’s ability to identify firms that pose greater risk of customer harm.71  

 
69  This also is consistent with the time period used for counting “specified risk 

events” in SR-FINRA-2020-011. 

70  These alternatives would have identified approximately the same number of firms 
as meeting the Preliminary Criteria for Identification, during the review period. 

71  For example, as discussed above, FINRA estimates that the firms identified by the 
proposed criteria (based on a five-year period for calculating the Expelled Firm 
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C.  Alternatives to the Restricted Deposit Requirement  

 In developing the proposal, FINRA considered alternative approaches to the 

Restricted Deposit Requirement.  For example, FINRA considered increasing the capital 

requirements on identified firms, in lieu of the Restricted Deposit Requirement.  A net 

capital approach would provide the identified firms greater flexibility and control over 

the assets.  These firms would be able to use the assets for cash flow and operating 

expenses.  As a result, an additional net capital charge would be associated with lower 

direct and indirect costs to these firms.  However, there are several drawbacks with 

respect to economic incentives and anticipated impacts to relying upon a net capital 

approach as a tool for addressing the risks posed by firms with a significant history of 

misconduct.  For example, the firm assets that would be maintained pursuant to an 

increased net capital requirement would not be deposited into a separate restricted 

account and may be fungible with other firm assets.  As a result, these assets could be 

withdrawn by the identified firms at any time and these firms could employ the capital 

during the pendency of the restriction period.  This suggests that the deterrent effect of an 

increased net capital approach would be much lower on a dollar-for-dollar basis than the 

proposed Restricted Deposit Requirement.  An increased net capital approach also may 

not be sufficiently impactful in providing incentives to change firm behavior if a 

Restricted Firm already maintains substantial excess net capital.  Further, considering that 

the identified firms could withdraw their assets at any time under a net capital approach, 

FINRA would not be able to ensure that any funds would be available for satisfying 

 
Association Metric) had on average approximately 6.1-19.9 times more new 
disclosure events after their identification than other firms in the industry during 
the same period that would not have met the proposed criteria. 
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unpaid arbitration awards.  In light of these considerations, FINRA decided to propose a 

Restricted Deposit Requirement approach, rather than changes to the capital requirements 

on identified firms.   

 FINRA also considered whether the Restricted Deposit Requirement amount 

should be based on a formula or include a cap in order to provide greater transparency to 

the member firms.  To assess the feasibility of a strict formula or cap in setting the 

Restricted Deposit Requirement, FINRA assessed the financial condition of the firms that 

would have been identified by the Preliminary Criteria for Identification in 2019 (if the 

criteria had existed) and found significant variation across firms.  These variations 

existed even across firms within the same size category.  For example, FINRA found that 

the highest firm’s revenues were approximately 1,750 times that of the firm with the 

lowest revenue when standardized by the number of registered persons at the firm.  

Within firm size categories, the corresponding difference in revenues per registered 

person was as high as over 80 times.  Similarly, there was significant variation in the 

reported cash and ownership equity across these firms.  The highest firm’s excess net 

capital was over 3,500 times that of the firm with the lowest excess net capital 

(standardized per registered person).72  The firm reporting the highest ownership equity 

was over 2,300 times that of the lowest firm’s ownership equity (standardized per 

registered person).  Further, firms’ awards and settlements appear to be unrelated to their 

financial condition.  For example, FINRA estimates that over 20% of the identified firms 

with high awards and settlement amounts have low or medium revenues (on a per 

registered person basis) or high revenues and low or medium awards and settlement 
 

72  See Exhibit 3e, which reflects the firms that would have met the Preliminary 
Criteria for Identification in 2019, had the criteria existed.    
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amounts.73  Thus there appears to be no consistent relationship between firm size, and 

basic metrics of the financial condition of the firm, and potential obligations to harmed 

customers.  Given these significant variations in quantitative factors and the qualitative 

nature of some of the factors for consideration (e.g., concerns raised during FINRA 

exams), FINRA decided to maintain the Department’s discretion for determining the 

Restricted Deposit Requirement, instead of proposing a formula or a cap.  Additionally, 

FINRA believes that if the proposal were to include a precise formula, it may undermine 

the effectiveness of the rule by providing an opportunity for firms to take actions to 

minimize the expected restricted deposit. 

C. Self-Regulatory Organization’s Statement on Comments on the Proposed 
Rule Change Received from Members, Participants, or Others 

 
The proposed rule change was published for comment in Regulatory Notice 19-17 

(May 2019).  Thirty-two comments were received in response to the Regulatory Notice.74  

Exhibit 2a is a copy of the Regulatory Notice.  Exhibit 2b is a list of commenters.  

Exhibit 2c contains copies of the comment letters received in response to the Regulatory 

Notice.  Of the 32 comment letters received, 11 were generally in favor of the proposed 

rule change, and 18 were generally opposed.   

 
73  For purposes of this Form 19b-4, “high” arbitration awards, settlement amounts 

and revenues means the top tercile (above 66th percentile) of these awards, 
settlements and revenues among firms that would have met the proposed criteria, 
and “medium” and “low” arbitration awards, settlement amounts and revenues 
means the middle tercile (33rd-66th percentile) and bottom tercile (below the 33rd 
percentile).  See Exhibit 3f, which reflects the firms meeting the Preliminary 
Criteria for Identification in 2019.   

74  All references to commenters are to the comment letters as listed in Exhibit 2b. 
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FINRA has considered the comments received.  In light of some of those 

comments, FINRA has made some modifications to the proposal.  The comments and 

FINRA’s responses are set forth in detail below. 

General Support for the Proposal 

 Several commenters expressed general support for the proposed rule changes in 

Regulatory Notice 19-17.75  For example, NASAA commended FINRA’s attempt to 

strategically identify, and more strongly regulate, the limited number of member firms 

with histories of regulatory noncompliance, and stated that the proposal should increase 

investor protection while imposing minimal burdens on the brokerage industry.  

Massachusetts called the proposal a positive step toward protecting investors from the 

riskiest corners of the brokerage industry, and asserted that the proposal rightly places the 

burden of investor protection on the firms that hire bad brokers and ensures that investors 

have meaningful recourse when harmed.  CAI likewise expressed support for how the 

proposal would enhance customer protection by imposing additional obligations on a 

targeted group of firms.  SIFMA supported how the proposal fits into FINRA’s 

continuing efforts to help ensure that arbitration claims, awards, and settlements are paid 

in full.  Cetera supported both the concept and manner in which FINRA has approached 

this effort.  Cambridge agreed that an objective data assessment coupled with a 

comprehensive and transparent review of that data—which is the general structure of the 

proposed Restricted Firm Obligations Rule—will aid FINRA in identifying those high 

risk member firms and registered persons contemplated by this proposal.    
 

75  CAI, Cambridge, Cetera, FSI, Massachusetts, MIRC, NASAA, PIABA, PIRC, 
SIFMA, St. John’s SOL.  Supportive commenters also suggested ways in which 
the proposal could be modified or enhanced, which are discussed in more detail 
below. 
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 General Opposition to the Proposal 

 Several commenters generally opposed proposed Rule 4111, on a variety of 

grounds.  For example, several commenters wrote that the proposal would 

disproportionately affect small firms or reflected an attempt to put small firms out of 

business.76  PIRC, however, characterized industry objections that the proposed rule 

would disproportionately affect small firms as unwarranted noting that the rule accounts 

for different firm sizes in its threshold calculations.  Each specific numeric threshold in 

the Preliminary Identification Metrics Thresholds grid (proposed Rule 4111(i)(11)) 

represents an outlier with respect to similarly sized peers.  Moreover, the process of 

determining a Restricted Deposit Requirement would require the Department to consider 

several factors that relate to firm size and a parameter directly influenced by firm size.77  

Thus, while the revised proposal includes several modifications that will lessen some of 

the original proposal’s burdens on all firms, the modifications are not specific to small 

firms.     

 Some commenters generally opposed the proposal on the basis of its potential 

adverse impacts on individuals.78  For example, some commenters contended that many 

terminated individuals would have to uproot their lives and be unable to find a new 

 
76  Brooklight, Colorado FSC, Dempsey, FSI, IBN, Joseph Stone, Luxor, McNally, 

Moss & Gilmore, Westpark. 

77  See proposed Rule 4111(i)(15)(A) (including as factors, inter alia, the “nature of 
the firm’s operations and activities” and “the number of offices and registered 
persons,” and requiring that the Department determine a maximum Restricted 
Deposit Requirement that “would not significantly undermine the continued 
financial stability and operational capability of the firm as an ongoing enterprise 
over the next 12 months”).    

78  Brooklight, Dempsey, Joseph Stone, Westpark.  
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broker-dealer.79  Brooklight commented that innocent representatives who associated 

with a firm expelled for firm-level issues would be marked with a “scarlet letter” that 

could end their careers.  Westpark commented that the proposed rule would make it 

financially untenable for small firms to employ brokers with certain levels of disclosures, 

essentially making them unemployable.  HLBS commented that the proposed rule will 

allow FINRA to grossly intrude on member firms’ recruiting and termination decisions.  

Some commenters expressed concern that the proposal would unfairly affect some 

persons who previously worked at disciplined firms and persons with any regulatory 

incidents regardless of their intent.80   

 FINRA notes, however, that between 2013 and 2019, only one to two percent of 

registered persons in any year had any qualifying events in their regulatory records, 

which represents the most conservative estimate of the set of brokers who might be 

associated with the proposed rule.  Further, approximately 98% of member firms would 

be able to employ individuals seeking employment in the industry—including ones who 

have some disclosures and ones who were terminated by Restricted Firms—without 

meeting the Preliminary Criteria for Identification.  Moreover, under a separately 

proposed rule, a member firm could register an individual who has only one “specified 

risk event” in their record without having to request a materiality consultation.81   

 For these reasons, FINRA is not proposing to revise proposed Rule 4111 to 

address these comments, except to narrow the scope of the Expelled Firm Association 

 
79  Dempsey, Joseph Stone. 

80  Brooklight, Dempsey, Joseph Stone. 

81  See Securities Exchange Act Release No. 88600 (April 8, 2020), 85 FR 20745 
(April 14, 2020) (Notice of Filing of File No. SR-FINRA-2020-011). 
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Metric.  FINRA recognizes that proposed Rule 4111 could result in some firms declining 

to employ persons who have associated with a firm that has been expelled, even when it 

would not cause the firm to meet the Preliminary Criteria for Identification.  FINRA does 

not believe this concern—which is similar to how some firms may respond to FINRA’s 

“Taping Rule”82—warrants removing the Expelled Firm Association Metric from the 

Preliminary Criteria for Identification.  Nevertheless, as explained more below, FINRA 

has narrowed the Expelled Firm Association Metric, to narrow its impact on individuals.   

 Westpark commented that the proposal is inconsistent with Section 15(b)(6) of 

the Exchange Act, which requires that FINRA rules not be designed to permit unfair 

discrimination between brokers or dealers, and Section 15A(b)(9) of the Exchange Act, 

which requires that FINRA rules not impose any burden on competition not necessary or 

appropriate in furtherance of the Exchange Act.  Proposed Rule 4111, however, will 

allow FINRA to impose obligations only on the limited number of member firms that 

pose substantially higher risks to investors compared to their similarly sized peers, and 

only after a multi-step process that has numerous procedural protections, for the purpose 

of protecting investors and the public interest.  Therefore, FINRA believes the proposal is 

an appropriate means of protecting investors and the public interest, and is not unfair.83 

 
82  See Rule 3170 (Tape Recording of Registered Persons by Certain Firms).  The 

Taping Rule provides, in general, that a firm is a “taping firm” when specified 
percentages of its registered persons have been associated with one or more 
“disciplined firms” in a registered capacity within the last three years. 

83  See Securities Exchange Act Release No. 17371 (December 12, 1980), 45 FR 
83707 (December 19, 1980) (Order Approving File No. SR-NASD-78-3) 
(explaining that disparate treatment of differently situated parties is not 
necessarily either fair or unfair). 
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 Several commenters predicted that, for a variety of reasons, the proposal will not 

achieve its intended goals84 or commented that the proposal is insufficient.85  For 

example: (1) some question the underlying premise of using disclosure data to predict 

future customer harm;86 (2) Rockfleet suggested that when a Restricted Deposit 

Requirement would essentially shut a firm down, the firm would likely terminate its 

membership and “leav[e] FINRA in exactly the position it is seeking to avoid”; 

(3) Joseph Stone commented that firms that dilute their concentration of brokers that 

meet the threshold criteria can still pose risks, and that the proposal will “force firm 

management to push quality and compliant representatives out of their firms”; (4) Luxor 

commented that there is no evidence to prove that the proposal will cure the problem it is 

intended to solve; (5) Massachusetts wrote that the annual calculation is predictable and 

may provide an incentive for firms to comply only enough to remain just below the 

triggering thresholds; (6) Cambridge predicted that member firms without significant 

retained earnings would be given exceptions to the Restricted Deposit Requirement; 

(7) Network 1 wrote “[t]here will always be ‘bad’ brokers”; and (8) ASA commented that 

certain aspects of the proposal “do not go far enough to remove the most egregious actors 

from our industry” and would “marginally increase the financial obligations of bad actor 

firms and allow [them] to continue their abuse of Main Street investors.” 

 The primary goal of the proposed rule change is to incentivize members with a 

significant history of misconduct relative to their peers to change behavior, and FINRA 

 
84  ASA, Dempsey, Joseph Stone, Luxor, PIABA, Rockfleet, Worden.  

85  ASA, Better Markets.  

86  Cetera, Dempsey, Luxor. 
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believes that the proposed rule change is reasonably designed to achieve that goal.  The 

way the proposal identifies the affected firms is consistent with recent academic studies 

that analyzed correlations between disclosure data and risks to investors.  The proposed 

rule change creates substantial, ongoing incentives for the firms that present the highest 

levels of risk to change behavior, and gives FINRA an important new tool to respond to 

those firms that continue to present outlier-level risks to investors.  FINRA also believes 

that the most effective measure to incentivize such firms to change behavior is a financial 

restriction—including the mere potential for a financial restriction.   

 Several commenters state that the proposal’s impacts are too broad to address the 

risks posed.  For example, Brooklight expressed that instead of impacting just a “few bad 

actors,” the proposal imposes increased regulatory burdens on “every single member” 

and could “sweep in wholly innocent firms.”  HLBS commented that the proposed rule 

would impose punishment based only on the mere suspicion of misconduct.  Rockfleet 

commented that the burdens would be unwarranted, because unpaid arbitration awards 

are “not a widespread industry issue,” and the proposal would unfairly capture firms that 

only employ a single individual with numerous disclosure events.  Sichenzia commented 

that reducing unpaid arbitration awards is better achieved through less onerous means.  

FSI expressed concern that the proposal does not provide adequate safeguards to protect 

against misidentification.   

 FINRA believes, however, that the proposed rule change is reasonably designed 

to impact a relatively small number of firms posing outlier-level risks.  The proposed 

Rule 4111 “funnel” process has numerous safeguards designed to protect against 

misidentification.  Furthermore, although the proposal would have ancillary benefits for 
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addressing unpaid arbitration awards, the proposal’s primary purpose is to create 

incentives for members that pose outlier-level risks to change behavior.   

 Luxor commented that the proposal is inconsistent with the usual “causal 

relationship inherent in any regulatory schema” where misconduct precedes the sanctions 

imposed.  Proposed Rule 4111, however, is similar to other kinds of rules and regulations 

that impose requirements and restrictions based on a firm’s circumstances.  For example, 

FINRA’s membership rules permit FINRA to impose restrictions on new member 

applicants that are reasonably designed to address specific concerns, including—besides 

disciplinary concerns—financial, operational, supervisory, investor protection, or other 

regulatory concerns.87  As another example, Exchange Act Rule 15c3-1,88 the Net Capital 

Rule, imposes different minimum net capital requirements based on the types of 

securities business the broker-dealer conducts.  Moreover, the obligations that FINRA 

may impose pursuant to Rule 4111 are not “sanctions” for violations; rather, they are 

obligations that relate directly to firm profiles that pose substantially more risk to 

investors than the profiles of the vast majority of other member firms of similar sizes.    

 Some commenters opposed the proposal on the ground that it is unnecessary.  For 

example, Rockfleet commented that FINRA’s membership program and examinations 

should be sufficient to deal with firms that have a poor supervisory structure and 

compliance culture.  Likewise, Network 1 wrote that FINRA’s enforcement program is a 

practical solution for addressing “bad brokers.”  As explained above, however, while 

FINRA has a number of tools for identifying and addressing a range of misconduct by 
 

87  See Rule 1014(c)(2) (describing granting of applications for new membership 
subject to restrictions). 

88  17 CFR 240.15c3-1. 
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individuals and firms, and has strengthened these protections for investors and the 

markets, persistent compliance issues continue to arise in some member firms.  Proposed 

Rule 4111 reflects FINRA’s belief that more can be done to protect investors from firms 

with a significant history of misconduct.       

 Notwithstanding that FINRA has generally retained the proposal as it was 

originally proposed, FINRA appreciates the concerns raised by the commenters about the 

potential impacts and effectiveness of proposed Rule 4111.  If approved, FINRA plans to 

review proposed Rule 4111 after gaining sufficient experience under the rule, at which 

time it will assess the rule’s ongoing effectiveness and efficiency.          

Concerns that the Proposal Gives FINRA Too Much Discretion, and Requests for 

Increased Transparency 

 Several commenters contended that, in numerous respects, the proposal gives 

FINRA too much discretion.89  Commenters pointed to how the proposal gives the 

Department discretion to decide: (1) in the initial Department evaluation stage, which 

firms require further review; (2) the maximum and actual Restricted Deposit 

Requirement; and (3) the types of conditions or restrictions that may be imposed.90  Some 

commenters further requested that the proposal provide more transparency on how 

FINRA would exercise its discretion.  For example, Sichenzia suggested which kinds of 

disclosure events FINRA should eliminate from consideration during the initial 

Department evaluation, and some commenters requested that FINRA clarify how the 

 
89  CAI, Cambridge, FSI, Sichenzia, Westpark. 

90  CAI, Cambridge, FSI, Rockfleet, Sichenzia, Westpark, Whitehall. 
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Department would calculate a Restricted Deposit Requirement91 and what kinds of 

conditions or restrictions could be imposed.92  Some commenters recommended specific 

conditions and restrictions that FINRA should impose.93 

 FINRA believes that the proposal contains numerous steps that are objective and 

do not involve the use of discretion or that limit or focus FINRA’s discretion.  FINRA 

notes that the annual calculation—the first and most significant step that identifies 

member firms that are subject to the proposed rule—does not involve the use of 

discretion.  The annual calculation uses objective, transparent criteria to identify outlier 

firms with the most significant history of misconduct relative to their peers (based on a 

review of the criteria as if it existed today, the number of member firms would be 

between 45-80 firms).  Following the annual calculation, the Department would conduct 

an evaluation to review whether it has information that a member firm’s calculation 

included disclosure events or conditions that should not have been included because they 

are not consistent with the purpose of the Preliminary Criteria for Identification and are 

not reflective of a firm posing a high degree of risk, whether the member has already 

addressed the concerns signaled by the disclosure events or conditions, or whether the 

member firm has altered its business operations such that the calculation no longer 

reflects the member firm’s current risk profile.  During the Consultation, the Department 

would evaluate whether the member firm has demonstrated that the calculation included 

disclosure events that should not have been included (because they are duplicative or not 

 
91  CAI, Westpark, Whitehall.  

92  FSI, Massachusetts, NASAA, PIRC, St. John’s SOL. 

93  Massachusetts, MIRC, NASAA, St. John’s SOL. 
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sales-practice related).  When the Department considers whether a member firm should 

be subject to the maximum Restricted Deposit Requirement, it will evaluate whether the 

maximum amount would impose an undue financial hardship and whether a lesser 

amount, or conditions and restrictions, would satisfy the objectives of the rule and be 

consistent with the protection of investors and the public interest.  The ability to request a 

Hearing Officer’s review also would protect against overreaching.   

 To ensure that the member firms identified as Restricted Firms are of the type 

motivating this proposal and incentivize Restricted Firms to reduce the risks posed to 

investors, however, the Department will need some degree of flexibility to identify, react 

and respond to different sources of risk.  For this reason, the revised proposal retains the 

ability of the Department to make internal assessments during the evaluation and 

Consultation, including ones concerning the amount of the Restricted Deposit 

Requirement and the conditions and restrictions that may be imposed, to appropriately 

address the concerns indicated by the Preliminary Criteria for Identification.   

 Nevertheless, FINRA agrees with commenters’ request for additional clarity 

regarding the conditions and restrictions that could be imposed under the proposed rule.94  

For this reason, the revised proposal provides a non-exhaustive list of conditions and 

restrictions that could be imposed on Restricted Firms.  Moreover, the proposed rule’s 

descriptions of the Department’s tasks and discretion are broad enough to allow FINRA 

to provide further guidance as it gains experience implementing the rule.  For example, 

FINRA could provide additional guidance if it learns of categories of disclosure events 

that could be described as not consistent with the purpose of the Preliminary Criteria for 

 
94  See, e.g., FSI, NASAA, PIRC. 
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Identification or not reflective of a firm posing a high degree of risk.  FINRA also could 

provide further guidance on the kinds of conditions and restrictions that might be 

warranted in different contexts.    

Comments Concerning the Preliminary Criteria for Identification 

 Numerous commenters suggested alternatives to several aspects of the 

Preliminary Criteria for Identification.  Some suggested narrower criteria, including, for 

example, requests to: (1) exclude criminal events in which the registered person pled nolo 

contendere;95 (2) exclude or narrow criteria based on final regulatory actions;96 

(3) remove or narrow criteria based on pending events or unadjudicated events;97 (4) 

remove or modify the criteria based on terminations or internal reviews;98 (5) remove or 

substantially narrow the Expelled Firm Association Metric;99 (6) increase the $15,000 

threshold for settlements100 and establish a minimum threshold for awards and 

judgments;101 (7) decrease the lookback period;102 (8) distinguish between events by 

 
95  Westpark. 

96  Moss & Gilmore, Westpark. 

97  AdvisorLaw, Cambridge, Cetera, HLBS, Joseph Stone, Luxor, Moss & Gilmore, 
Westpark, Worden. 

98  Cambridge, Cetera, Westpark.  Two of these commenters cautioned that including 
termination and internal review events could discourage firms from conducting 
internal reviews and filing appropriate termination disclosures on the Uniform 
Registration Forms, thereby reducing internal compliance procedures and 
potentially leading to underreporting of such events.  Cetera, Westpark. 

99  Cambridge, Cetera, Joseph Stone, Luxor, Network 1, Sichenzia, Westpark.   

100  Cambridge, Joseph Stone, Luxor.  

101  Cambridge. 

102  Westpark. 
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recidivist and non-recidivist brokers;103 (9) exclude all matters that are not sales-practice 

or investment-related104 or that do not involve customer harm;105 (10) address or remove 

“nuisance arbitrations . . . settled without admission of guilt” and “disclosure events . . . 

filed by a compensated non-attorney representative”;106 (11) narrow the term “Registered 

Persons In-Scope” to exclude persons who were registered with a member firm for only 

one day and include only those who have been employed with a member firm for at least 

180 days;107 (12) reconsider the inclusion in the criteria of settlements of arbitrations and 

regulatory actions,108 disclosure events against persons who were named due to their 

position within a chain of supervision,109 and “allegation-driven” disclosures;110 and (13) 

account for widespread product or market collapse that could result in a high number of 

new disclosure events.111     

 Some commenters suggested broader criteria, including requests to: (1) lower the 

dollar threshold for settlements;112 (2) increase the lookback period;113 (3) include 

 
103  Sichenzia. 

104  Cambridge. 

105  Westpark. 

106  Luxor, Moss & Gilmore, Sichenzia. 

107  Westpark. 

108  HLBS, Moss & Gilmore, Westpark. 

109  Cambridge, Westpark. 

110  Worden. 

111  Cambridge. 

112  Better Markets. 

113  Better Markets. 
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financial disclosures like judgments, liens, bankruptcies and compromises;114 (4) include 

non-investment related civil matters that involve dishonesty, deceit, or reckless or 

intentional wrongdoing;115 (5) include internal reviews by other member firms;116 (6) 

include a category based on specific products sold by the member firm;117 and (7) include 

expunged Registered Person Adjudicated Events.118   

 Two commenters criticized or questioned how the metrics thresholds were based 

on firm size.119 

 In response to the comments about the proposed criteria’s underlying categories 

and metrics, FINRA made two modifications to the proposal in Regulatory Notice 19-17.  

First, as explained above, the revised proposal uses a narrower definition of Registered 

Persons Associated with Previously Expelled Firms.  Instead of an unlimited lookback 

over a registered person’s entire career and no limitations based on the duration of the 

person’s registration with the expelled firm as originally proposed in Regulatory Notice 

19-17, the revised proposal would include only those registered persons who were 

registered with a previously expelled firm for at least one year and within the five years 

prior to the date the Preliminary Criteria for Identification are calculated.  Persons’ 

previous registrations with expelled firms (i.e., beyond the five-year lookback) would not 

 
114  Massachusetts, NASAA. 

115  Massachusetts. 

116  Massachusetts. 

117  MIRC, PIABA.  

118  NASAA. 

119  Rockfleet, Worden. 
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be counted in this category or towards an employing member firm’s Expelled Firm 

Association Metric.  Moreover, FINRA believes using a five-year lookback would be 

consistent with the lookback periods for the other metrics.120   

 Second, FINRA believes that the comments about the termination and internal 

review events demonstrated a need for clarification of the relevant metric.  The revised 

proposal would make clear that termination and internal review disclosures concerning a 

person that a member firm terminated would not impact that member firm’s own 

Registered Person Termination and Internal Review Metric; rather, those disclosures 

would only impact the metrics of member firms that subsequently register the terminated 

individual.  

 Otherwise, FINRA has decided to retain the rest of the Preliminary Criteria for 

Identification as originally proposed in Regulatory Notice 19-17.  Many of the 

commenters’ other proposed alternative definitions and criteria comments concern issues 

that FINRA already considered and addressed in the economic assessment in Regulatory 

Notice 19-17, and the comments have not persuaded FINRA that any changes would be 

more efficient or effective at addressing the potential for future customer harm presented.  

As FINRA explained in Regulatory Notice 19-17, the primary benefit of the proposed 

rule change would be to reduce the risk and associated costs of possible future customer 

harm by member firms that meet the proposed criteria, by applying additional restrictions 

on firms identified as Restricted Firms and by the increased scrutiny that will likely result 

by these firms on their brokers.  In developing this proposal, one of the guiding principles 

 
120  FINRA analyzed whether the revised Expelled Firm Association Metric still 

preserves its usefulness, and FINRA determined that it does, as explained in the 
Economic Impact Assessment.         
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was to provide transparency regarding the proposal’s application, so that firms could 

largely identify with available data the specific set of disclosure events that would count 

towards the proposed criteria and whether the firm had the potential to be designated as a 

Restricted Firm.  This is why—unlike many of the alternatives suggested by 

commenters—FINRA’s proposal is based on events disclosed on the Uniform 

Registration Forms, which are generally available to firms and FINRA.   

 Several commenters expressed concern over how the Preliminary Criteria for 

Identification relies on data in the Uniform Registration Forms.121  Several commenters 

contended that there are underlying problems with the information disclosed through the 

Uniform Registration Forms, stemming primarily from the allegation-based disclosures 

that must be made and frivolous arbitrations.122  One commenter pointed to the number 

of expungements as evidence of the unreliability of the disclosure data.123  NASAA, 

PIABA, and some law school clinics raised a concern from a different perspective, 

writing that expungements are granted too frequently and will cause the annual 

calculation of the Preliminary Criteria for Identification to not identify all firms that pose 

the highest risks.124  Relatedly, several commenters suggested that the proposed 

Preliminary Criteria for Identification highlights problems with expungements, including 

that the proposal will incentivize even more expungement requests,125 that FINRA should 

 
121  AdvisorLaw, Cambridge, Moss & Gilmore, Worden. 

122  AdvisorLaw, Cambridge, Moss & Gilmore, Worden.  

123  AdvisorLaw.  

124  MIRC, NASAA, PIABA, PIRC.  

125  MIRC, NASAA, PIABA, PIRC. 
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simultaneously pursue meaningful expungement reform,126 or that FINRA should make it 

easier to expunge certain customer dispute information because Uniform Registration 

Form disclosures would now carry greater weight.127  Some commenters predicted that 

the proposal will create perverse incentives to avoid making required disclosures on the 

Uniform Registration Forms.128     

 FINRA believes, however, that the data reported on the Uniform Registration 

Forms is reliable enough on which to base proposed Rule 4111.  FINRA rules require 

firms and individuals to make accurate disclosures, and they could be subject to 

disciplinary action and possible disqualification if they fail to do so.  Regulators are the 

source of disclosures on Form U6.  FINRA’s Department of Credentialing, Registration, 

Education and Disclosure conducts a public records review to verify the completeness 

and accuracy of criminal disclosure reporting.  And although some commenters take 

issue with some of the specific events that must be disclosed on the Uniform Registration 

Forms, the SEC has taken the position that “essentially all of the information that is 

reportable on the Form U4 is material.”129    

 FINRA recognizes that the number of expungement requests may increase as a 

result of this proposal.  However, the existing regulatory framework and FINRA rules are 

designed to ensure that expungements are granted only after a neutral adjudicator 

(arbitrator or judge) concludes that expungement is appropriate.  Furthermore, OCE has 

 
126  NASAA, PIABA. 

127  Cambridge.  

128  Cetera, PIRC, St. John’s SOL. 

129  Joseph S. Amundsen, Exchange Act Release No. 69406, 2013 SEC LEXIS 1148, 
at *41 (Apr. 18, 2013), aff’d, 575 F. App’x 1 (D.C. Cir. 2014). 
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tested the proposed thresholds in several ways using the existing Central Registration 

Depository (“CRD”) data, including comparing the firms captured by the proposed 

thresholds to the firms that have recently been expelled, that have unpaid arbitration 

awards, that Department staff has identified as high risk for sales practice and fraud based 

on the Department’s own risk-based analysis, and that subsequently had additional 

disclosures after identification.  Moreover, FINRA is actively engaged in efforts to 

address concerns with the current system of arbitration-based expungement of customer 

allegations from brokers’ records.130  FINRA’s planned review of proposed Rule 4111 

would necessarily account for any future amendments to the expungement process and 

any associated impact on the underlying data in CRD.  Accordingly, FINRA does not 

believe that the proposal would directly result in inappropriate expungements being 

granted or appropriate expungements being not granted, or that it would undermine the 

quality of the underlying CRD information used for the proposed metrics. 
 

130  FINRA recently filed a proposed rule change that would amend the Codes of 
Arbitration Procedure for Customer and Industry Disputes (“Codes”) to modify 
the current process relating to requests to expunge customer dispute information.  
The proposed rule change would amend the Codes to: (1) impose requirements on 
expungement requests filed either during an investment-related, customer-
initiated arbitration or separate from a customer-initiated arbitration (“straight-in 
requests”); (2) establish a roster of arbitrators with enhanced training and 
experience from which a three-person panel would be randomly selected to decide 
straight-in requests; (3) establish procedural requirements for expungement 
hearings; and (4) codify and update the best practices of the Notice to Arbitrators 
and Parties on Expanded Expungement Guidance that arbitrators and parties must 
follow.  See Securities Exchange Act Release No. 90000 (September 25, 2020), 
85 FR 62142 (October 1, 2020) (Notice of Filing of File No. SR-FINRA-2020-
030); Notice to Arbitrators and Parties on Expanded Expungement Guidance, 
available at https://www.finra.org/arbitration-andmediation/notice-arbitrators-and-
parties-expanded-expungement-guidance).  In addition, FINRA recently amended 
the Codes to apply minimum fees to requests to expunge customer dispute 
information.  See Securities Exchange Act Release No. 88945 (May 26, 2020), 85 
FR 33212 (June 1, 2020) (Order Approving Filing of File No. SR-FINRA-2020-
005); Regulatory Notice 20-25 (July 2020). 
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 Annual Calculation of the Preliminary Criteria for Identification 

 Massachusetts contends that calculations of the Preliminary Criteria for 

Identification should occur more than annually.  FINRA appreciates this suggestion, but  

believes that it should gain experience with an annual requirement before considering 

whether to conduct more frequent reviews.   

 SIFMA requested that the proposal provide more transparency around the 

variables for the annual calculation of the Preliminary Criteria for Identification, so that 

firms can have the same ability as FINRA to calculate whether they meet the thresholds.  

For example, SIFMA explained that firms will need specific information about the 

Evaluation Date to make the calculations on their own.   

 FINRA agrees that additional clarity should be provided regarding the timing of 

the calculation.  Proposed Rule 4111 is intended to be transparent enough so that member 

firms can understand whether they are at risk of being subject to additional obligations, 

and member firms will need to know the exact Evaluation Date to do their own 

calculations.  FINRA would announce in a Regulatory Notice the first Evaluation Date no 

less than 120 days before the first Evaluation Date.  FINRA also would announce that 

subsequent Evaluation Dates would be on the same month and day each year, except 

when that date falls on a Saturday, Sunday, or federal holiday, in which case the 

Evaluation Date would be on the next business day.  

  Some commenters requested that FINRA provide member firms with assistance in 

determining if they meet the Preliminary Criteria for Identification.  For example, CAI 

requested clarification on whether FINRA would provide advance notice to firms that 

meet or come close to meeting the Preliminary Criteria for Identification.  Cambridge 
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wrote that FINRA should notify firms in advance that they meet the criteria and publish a 

list of expelled firms.  SIFMA requested that FINRA provide an electronic worksheet, 

available year round.   

 FINRA does not currently plan to provide member firms with advance notice 

about whether they would meet, or are close to meeting, the Preliminary Criteria for 

Identification, because the calculation under the proposal would occur annually, not on a 

rolling basis, and calculating the events included in the Preliminary Criteria for 

Identification based on an earlier date may lead to different results.  Moreover, the 

proposed rule is designed to be transparent enough to allow member firms to perform 

their own calculations.  FINRA agrees, however, that additional guidance and resources 

could facilitate member firms’ independent calculations, and FINRA will explore ways to 

provide helpful resources.  For example, this could include mapping the Disclosure Event 

and Expelled Firm Association Categories to the relevant disclosure questions on the 

Uniform Registration Forms.  It also could include making available, year round, a 

worksheet that member firms could populate with the number of Registered Persons In-

Scope, the number of disclosure events in each category, and the number of Registered 

Persons Associated with Previously Expelled Firms to generate information about 

whether the member firm meets or is close to meeting the Preliminary Criteria for 

Identification.131  FINRA also would consider making available to member firms a list of 

expelled firms, if that information is burdensome for member firms to obtain on their 

own.   
 

131  Such a year-round worksheet could be a tool for member firms to monitor their 
status in relation to the Preliminary Criteria for Identification, but not a 
determinate one.  Whether a member firm will meet the criteria could only be 
definitively established on the annual Evaluation Date. 
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 One-Time Staffing Reduction 

 Several comments addressed the proposal’s one-time staffing reduction 

opportunity.  PIRC expressed support for the one-time staffing reduction opportunity, 

commenting that it will have the benefit of lowering the number of representatives who 

have repeatedly harmed investors.  Joseph Stone commented that member firms should 

have several opportunities to reduce staff, not just one.  Westpark stated that the one-time 

opportunity should renew after three years.  HLBS called the staffing reduction 

opportunity the proposal’s “most alarming and punitive measure,” because member firms 

would “conduct a mass termination not because of an independent business decision but 

because . . . failing to do so . . . would essentially result in financial ruin.”  

 FINRA has retained the one-time staffing reduction opportunity as originally 

proposed.  The one-time staffing reduction opportunity is intended to provide another 

procedural protection for member firms, because it would give a firm that meets the 

Preliminary Criteria for Identification one opportunity to reduce staff so as to fall below 

the criteria’s thresholds.  It has been designed as only a single opportunity to deter 

member firms from resurrecting a high-risk business model after a staff reduction.  

Moreover, FINRA does not agree with HLBS’s assertion that the proposed staffing 

reduction opportunity removes member firms’ independence to make business decisions.  

FINRA believes that a member firm that meets the Preliminary Criteria for Identification, 

possibly inadvertently, in one year should have the choice of whether to exercise the 

staffing reduction option.  Furthermore, a firm that chooses to exercise the staffing 

reduction option would have the independence to decide how to proceed going forward, 

with the knowledge that it has once met the Preliminary Criteria for Identification, that 
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the preliminary criteria are fully transparent, and that it would not have another 

opportunity to reduce staff to avoid a review under Rule 4111.  

 Better Markets stated that the staffing reduction opportunity needs to better 

protect investors, by prohibiting other high-risk firms from hiring terminated persons, 

prohibiting any firms from hiring the terminated persons for one year, or requiring that 

staff reductions commence with brokers with the highest number of disclosure events or 

with frequent and severe violations.  FINRA is already pursuing, however, a separate 

proposal that would require a member firm to request a materiality consultation with 

FINRA staff when a person who has one final criminal matter or two “specified risk 

events” seeks to become an owner, control person, principal or registered person of the 

member.132  That related proposal would potentially impact persons terminated pursuant 

to the staffing reduction opportunity.          

 Consultation 

 Westpark commented that proposed Rule 4111 does not give firms enough time to 

prepare for the Consultation.  Because the proposed rule sets tight deadlines for the 

Department’s decision, FINRA agrees that the proposed deadlines for the Consultation 

would also be tight.  For this reason, FINRA has revised proposed Rule 4111(d)(2) to 

require that the letter scheduling the Consultation provide at least seven days’ notice of 

the Consultation date, and also give the member firm the opportunity to request a 

postponement of the Consultation for good cause shown.  Postponements would not 

exceed 30 days unless the member firm establishes the reasons a longer postponement is 

necessary.  
 

132  See Securities Exchange Act Release No. 88600 (April 8, 2020), 85 FR 20745 
(April 14, 2020) (Notice of Filing of File No. SR-FINRA-2020-011). 
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 Other comments about the Consultation did not prompt FINRA to make revisions.  

For example, FSI commented that the Consultation should be an opportunity for FINRA 

to work collaboratively with the identified firm.  FINRA believes the Consultation is 

already intended to give member firms an opportunity to meet with FINRA and 

demonstrate why the calculation of the Preliminary Criteria for Identification should not 

include certain events or provide a rationale as to why the firm should not be required to 

maintain the maximum Restricted Deposit Requirement.  As such, FINRA does not 

believe further revisions are necessary.     

 Chiu and Luxor wrote that although proposed Rule 4111 would allow members 

during the Consultation to request a waiver of the maximum Restricted Deposit 

Requirement for financial hardship reasons, member firms will not do so because it 

would deter recruitment and cause brokers to leave.  Allowing member firms to 

demonstrate undue financial hardship, however, is consistent with the intent of the 

Restricted Deposit Requirement that it not significantly undermine the member firm’s 

continued financial stability and operational capability as an ongoing enterprise over the 

next 12 months.  Moreover, FINRA anticipates that member firms subject to the 

requirement will not be deterred from asserting that a Restricted Deposit Requirement 

would cause an undue financial hardship, given that such arguments could lead to a 

reduced Restricted Deposit Requirement or no deposit requirement at all.  Moreover, the 

proposal would not make public any such assertions by a member firm.   

 In a comment related to the Consultation, FSI commented that firms should not 

shoulder the risk of misidentification, and that FINRA should have to demonstrate its 

reasons for continuing the review process for firms preliminarily identified as high risk.  
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Proposed Rule 4111 only places burdens of proof on the small number of firms that meet 

the Preliminary Criteria for Identification and that the Department determines, after 

conducting its initial evaluation, warrants further review.  Each of these firms would have 

the opportunity to overcome the presumption that it should be designated as a Restricted 

Firm and subject to the maximum Restricted Deposit Requirement.  Under the proposed 

rule, the affected firms would initiate this process because they would be in the best 

position to provide the relevant information.  For example, proposed Rule 4111(d)(1)(A) 

would provide that a member firm may overcome the presumption that it should be 

designated as a Restricted Firm by clearly demonstrating that the Department’s 

calculation included events that should not have been included because, for example, they 

are duplicative, involving the same customer and the same matter, or are not sales 

practice related.  The member firm, not Department staff, is in the best position to 

provide that kind of information about the disclosure data.  Likewise, the member firm 

would be in the best position to demonstrate, pursuant to proposed Rule 4111(d)(1)(B), 

that it would face undue financial hardship if it were required to maintain the maximum 

Restricted Deposit Requirement. 

Restricted Deposit Requirement 

 FINRA also received general comments concerning the proposed Restricted 

Deposit Requirement concept.  Some commenters were generally opposed to the 

proposed requirement.  Their reasons include: (1) a deposit requirement may trigger 

unintended consequences which result in harm to the investing public;133 (2) a deposit 

requirement may lead to competitive disadvantages, because members without significant 

 
133  Cambridge. 
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retained earnings may receive exceptions, while members with greater working capital 

would not;134 (3) the only members likely to be able to satisfy a deposit requirement 

would be ones that do not anticipate being subject to the rule;135 (4) a deposit requirement 

would “result[ ] in cash flow problems, increased borrowing, and layoffs”136 and a 

“devastating economic impact” on the broker-dealer and its employees, customers, 

vendors, and counterparties;137 (5) restricted funds could be better used for other 

purposes;138 (6) there is little evidence why restricted deposits are necessary;139 

(7) requiring “up front financing of uninsured claims, many of which are specious, would 

have negative net capital implications”;140 (8) any assertion that unpaid arbitration 

awards is rampant and justifies the deposit requirement is false;141 (9) a deposit 

requirement would put small firms out of business and result in less choice for 

 
134  Cambridge. 

135  Cambridge. 

136  Westpark. 

137  Rockfleet. 

138  Chiu. 

139  Brooklight. 

140  Moss & Gilmore. 

141  Moss & Gilmore. 
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investors;142 and (10) many members do not have sufficient cash to hold as restricted 

deposits.143  

 Other commenters were generally supportive of the Restricted Deposit 

Requirement concept.  PIRC said that Restricted Deposit Requirements should help deter 

misconduct and also help FINRA “rein in Restricted Firms that shut down and 

reconstitute themselves in an attempt to avoid paying settlements and awards.”  SIFMA 

opined that the proposal “appropriately embraces the ‘front-end’ approach” to addressing 

unpaid awards by “seeking to identify those small number of firms with an extensive 

history of misconduct and/or relevant disclosure events, and as appropriate, requiring 

[them] to set aside cash deposits or qualified securities that could be applied to . . . unpaid 

awards.”   

 FINRA’s proposal continues to provide that the Department could impose a 

Restricted Deposit Requirement on Restricted Firms.  FINRA believes that a financial 

requirement is the measure most likely to motivate Restricted Firms to change behavior.  

As such, the Restricted Deposit Requirement is an essential feature of the proposal to 

protect investors, with the possible secondary benefit of helping to address the issue of 

unpaid arbitration awards.  Moreover, the proposal attempts to counteract firms’ 

preemptively withdrawing capital by instructing the Department to consider several 

financial factors—not just net capital—when determining a Restricted Deposit 

 
142  Chiu, IBN, Whitehall.  Whitehall also wrote that the proposal entails “FINRA . . . 

demanding funds for itself” and “using [members] as bank accounts to expand” 
FINRA’s activities.  Nothing in the proposal, however, results in FINRA 
receiving any assets from firms.  At all times, a Restricted Firm would continue to 
own the assets that it maintains in a Restricted Deposit Account.    

143  Whitehall. 
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Requirement.  In addition, FINRA believes the implications of a Restricted Deposit 

Requirement on a member firm’s net capital levels—that a member firm would have to 

deduct deposits in Restricted Deposit Accounts in determining the firm’s net capital144—

is one reason why the proposal would incentivize member firms to avoid becoming 

Restricted Firms, not a reason to abandon the Restricted Deposit Requirement concept.  

Finally, the proposal contemplates that the Restricted Deposit Requirement should 

correlate to the financial realities at the member firm, and allows the firm to attempt to 

demonstrate that it would impose undue financial burdens.145   

Calculating a Restricted Deposit Requirement 

 FINRA received several comments about the Department’s determination of a 

Restricted Deposit Requirement.  CAI expressed support for some of the proposed factors 

that the Department would consider when calculating the Restricted Deposit 

Requirement.  In addition, CAI endorsed the proposed limitation in proposed Rule 

4111(i)(15) that the maximum Restricted Deposit Requirement be an amount that would 

not significantly undermine the continued financial stability and operational capability of 

the firm as an ongoing enterprise over the next 12 months.   

 Several commenters expressed concerns about the proposed factors that the 

Department would consider when calculating the Restricted Deposit Requirement.  For 

 
144  See proposed Rule 4111.01. 

145  Westpark commented that proposed Rule 4111 is inconsistent with Section 
15A(b)(5) of the Exchange Act, which requires that FINRA’s rules “provide for 
the equitable allocation of reasonable dues, fees, and other charges among 
members.”  The proposed Restricted Deposit Requirement, however, is not a due, 
fee or charge.  Assets that a member maintains in a Restricted Deposit Account 
would remain the member’s assets; they would not be provided to, used by, or 
owned by FINRA.  
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example, Sichenzia called the factors “arbitrary”; some commenters opposed the 

inclusion of, or requested modifications to, the “Covered Pending Arbitration Claims” 

factor;146 Network 1 commented that the Restricted Deposit Requirement should not 

consider “bona fide nuisance claims brought in arbitration”; Cambridge objected to the 

“gross revenues” factor, on the grounds that that factor would not contemplate the firm’s 

contractual obligations for which the revenues have already been allocated; and Moss & 

Gilmore objected to considering “concerns raised during FINRA exams” on the grounds 

that “novice examiners . . . [often] conduct the front-line examinations.”147   

 Some commenters believed that the list of factors should be expanded.  For 

example, two commenters requested that FINRA account for instances in which the firm 

has insurance coverage for arbitration claims.148  MIRC commented that the Covered 

Pending Arbitration Claims factor should be expanded to include other kinds of pending 

claims that could lead to unpaid awards, not just ones limited to the arbitration setting.  

PIABA requested that the Restricted Deposit Requirement calculation also take into 

account the nature and extent of harm that the Restricted Firm has done in the past.   

 As explained above, FINRA has made several revisions to the factors that the 

Department would consider when determining a maximum Restricted Deposit 

Requirement.  The “annual revenues” and “net capital requirements” factors proposed in 

Regulatory Notice 19-17 have been modified to “revenues” and “net capital,” and 

“assets,” “expenses,” and “liabilities” have been added as factors.  In addition, FINRA 

 
146  Moss & Gilmore, Network 1, Sichenzia, Westpark. 

147  Moss & Gilmore. 

148  Network 1, Sichenzia. 
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has clarified that unpaid arbitration awards against a member firm’s Associated Persons 

is one relevant factor.  FINRA believes this modified and expanded list of factors would 

lead to a more complete consideration of the firm’s financial situation.   

 FINRA has retained the other proposed factors, however, because they 

appropriately and accurately describe the factors, financial and otherwise, that would be 

most relevant to the Department when calculating a Restricted Deposit Requirement.  

This includes the Covered Pending Arbitration Claims factor.  Because one purpose of 

the Restricted Deposit Requirement is to preserve some of a Restricted Firm’s assets for 

potential payment of arbitration awards, FINRA believes that purpose is served by 

allowing the Department to consider Covered Pending Arbitration Claims when 

determining a Restricted Deposit Requirement.  At the same time, the revised proposed 

rule also adds as a factor the member’s “insurance coverage for customer arbitration 

awards or settlements.”  FINRA believes that if Restricted Firms were able to procure 

errors and omissions insurance policies or other kinds of insurance coverage for some or 

all of the kinds of claims that customers typically bring in arbitrations, at meaningful 

coverage amounts, that could warrant a reduced Restricted Deposit Requirement and 

would be behavior to encourage.   

 Two commenters contended that because potential liabilities relating to pending 

arbitrations must be accrued on financial statements, a Restricted Deposit Requirement 

that is based in part on Covered Pending Arbitration Claims (which would be a non-

allowable asset) would “double[ ] the net capital impact.”149  While there would not 

usually be a double impact—accruals of contingent liabilities based on pending 

 
149  Network 1, Rockfleet. 
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arbitrations usually reflect only a small percentage of the potential liability—a member 

firm’s net capital level could be impacted by a Restricted Deposit Requirement based in 

part on Covered Pending Arbitration Claims and a member firm’s accruals of potential 

liabilities stemming from the same pending arbitration claims.  For this reason, the 

Department’s consideration of Covered Pending Arbitration Claims could take into 

account whether any liability accruals for those same claims warrant a reduction in the 

Restricted Deposit Requirement.  It should be noted, however, that the purposes of 

accruing a liability on a financial statement are different from the purposes of the 

proposed Rule 4111 requirement to deposit money in a Restricted Firm’s segregated, 

restricted account. 

 In addition to comments about the specific factors that the Department would 

consider, some commenters requested that the proposal describe with more specificity 

how the Restricted Deposit Requirement would be calculated or establish caps.  CAI, for 

example, requested that FINRA develop specific limitations such as caps and a formula 

that focuses on the correlation between revenues that may give rise to unpaid arbitration 

awards (e.g., penny stock sales) and unpaid arbitration award amounts.  FSI suggested 

that FINRA use published guidelines to provide transparency.  Westpark suggested that 

the proposal should cap the Restricted Deposit Requirement at a specified percentage of 

required net capital amounts or a percentage of average net income over a three-year 

lookback period.  Whitehall asked whether FINRA would have a formula for calculating 

the Restricted Deposit Requirement.  MIRC suggested that FINRA should impose 

Restricted Deposit Requirements that are sufficient to meet all unpaid awards and 

pending claims related to products and product types. 
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 FINRA has not proposed a uniform formulaic approach for calculating the 

Restricted Deposit Requirement because of the range of relevant factors and differences 

in member firms’ business models, operations, and financial conditions.  In addition, 

although formulas do provide objective, transparent methodologies, here they would 

allow member firms the opportunity to manipulate their revenue numbers during the 

calculation periods.  For these reasons, FINRA has retained the factor-based, principles-

based approach to determining a Restricted Deposit Amount.     

 Impact on Unpaid Arbitration Awards 

 PIABA contended that the proposal will not solve the issue of unpaid arbitration 

awards, because there is no indication that the Restricted Deposit Requirements will be 

sufficient to cover anticipated arbitration awards.  Relatedly, several commenters 

requested that the proposal also provide more clarity on how the Restricted Deposit 

Requirement could be used to pay investor claims.150     

 With respect to the relationship between proposed Rule 4111 and unpaid 

arbitration awards, FINRA notes that FINRA rules currently prohibit member firms or 

registered representatives who do not pay arbitration awards in a timely manner from 

continuing to engage in the securities business under FINRA’s jurisdiction.151  As to 

proposed Rule 4111, it was designed to address a broader range of investor protection 

concerns posed by firms and individuals with a significant history of misconduct, 

 
150  MIRC, PIABA, PIRC. 

151  See FINRA Rule 9554.  Under FINRA rules, unless a respondent has specified 
defenses to non-payment, the respondent must pay a monetary award within 30 
days of receipt.  See FINRA Rule 12904(j).  In addition, firms with unpaid awards 
cannot re-register with FINRA and individuals cannot register as representatives 
of any member firm, without paying or discharging the outstanding award. 
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including but not limited to unpaid arbitration awards.  The Rule would apply to firms 

who, based on statistical analysis of their prior disclosure events, are substantially more 

likely than their peers to subsequently have a range of additional events indicating 

various types of harm or potential harm to investors.   

 Nevertheless, FINRA believes proposed Rule 4111 may have important ancillary 

effects in addressing unpaid customer arbitration awards.  In particular, the Rule may 

deter behavior that could otherwise result in unpaid arbitration awards, by incentivizing 

firms to reduce their risk profile and violative conduct in order to avoid being deemed a 

Restricted Firm and becoming subject to the Restricted Deposit Requirement (or other 

conditions or restrictions).  In addition, firms may be incentivized to obtain insurance 

coverage for potential arbitration awards, because such coverage would be taken into 

account in determining any Restricted Deposit Requirement.  Moreover, and as explained 

above, the proposed rule includes several presumptions, applicable to the Department’s 

assessment of an application by a firm previously designated as a Restricted Firm for a 

withdrawal from a Restricted Deposit, that would further incentivize the payment of 

arbitration awards.   

 FINRA has made several revisions to proposed Rule 4111(f) to make more clear 

the process that would guide the Department’s evaluation of a request for a withdrawal 

from a Restricted Deposit Account.  As explained above, these include several 

presumptions of approval or denial that set forth how Covered Pending Arbitration 

Claims or unpaid arbitration awards would impact the Department’s evaluation.  The 

presumptions of denial that would apply when a Restricted Firm or previously designated 

Restricted Firm applies for a withdrawal from a Restricted Deposit would still apply 
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when the firm seeks to use the funds to satisfy unpaid arbitration awards; unless the 

presumption of denial can be overcome, those firms would generally need to satisfy 

unpaid arbitration awards using funds other than those in a Restricted Deposit 

Account.152  There would be a separate presumption that a request by a former member 

firm previously designated as a Restricted Firm to access its Restricted Deposit would be 

approved when it commits in the manner specified by the Department to use the amount 

it seeks to withdraw from its Restricted Deposit to pay the former member’s specified 

unpaid arbitration awards.   

 PIABA also raised the concern that thinly capitalized firms would have smaller 

Restricted Deposit Requirements.  A member’s thin capitalization at the time of the 

Consultation, however, would be only one factor of many that the Department would 

consider when determining a Restricted Deposit Requirement, and would not necessarily 

result in a lower requirement.   

 Custodians of the Restricted Deposit Account 

 Some commenters expressed concern about how proposed Rule 4111 would  

require the Restricted Deposit Account to be maintained with a bank or clearing firm.  

Rockfleet predicted that it will be unlikely that banks or clearing firms will create new 

policies and procedures for the small amount of Restricted Deposit Accounts that would 

result from the proposal.  SIFMA commented that a number of clearing firms believe it 

would be problematic to custody a Restricted Deposit Account “given the clearing firm’s 

unique role in the relationship between an introducing broker and its clients,” and how 

the proposed rule would impose additional duties and responsibilities that are not now 

 
152  See proposed Rule 4111(f)(1) and (f)(3)(B)(ii)(a). 
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part of clearing firms’ systems and procedures.  SIFMA also stated that custody by a 

clearing firm of the Restricted Deposit Requirement likely would not provide FINRA 

with the level of transparency that FINRA would want.   

   The revised proposal retains the option for Restricted Firms to establish Restricted 

Deposit Accounts with clearing firms.  FINRA believes that member firms have an 

existing relationship with their clearing firms and should be permitted to establish the 

Restricted Deposit Account with them if the parties choose.  Nothing in the proposal 

requires clearing firms to establish Restricted Deposit Accounts.  Where a clearing firm is 

unwilling or unable to establish these accounts, the proposal would permit Restricted 

Firms to establish such accounts at banks.   

 SIFMA also commented that the proposal should be revised to expressly allow 

trust companies to maintain the accounts.  FINRA believes that the original proposal 

includes many trust companies and so gives members sufficient options and flexibility.     

 Comments Concerning Proposed Expedited Proceedings 

 As originally proposed in Regulatory Notice 19-17, proposed Rule 9561(a) would 

have provided that any of the Rule 4111 Requirements imposed in a notice issued under 

proposed Rule 9561(a) would be immediately effective; that, in general, a request for a 

hearing would not stay those requirements; and that, if a member firm requests a hearing 

of a Department determination that imposes a Restricted Deposit Requirement for the 

first time, the member firm would be required to deposit, while the expedited proceeding 

was pending, the lesser of either 50% of its Restricted Deposit Requirement or 25% of its 

average excess net capital during the prior calendar year.  Westpark commented that the 

expedited proceedings would not be meaningful because obligations would not be stayed.  
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Luxor commented that the requirement to deposit a percentage of the Restricted Deposit 

Requirement would be “devastating.”   

 In general, FINRA has retained the no-stay provisions as originally proposed.  

FINRA believes that the proposed no-stay provisions are a fundamental part of how the 

proposed rules would protect investors.  Requiring Restricted Firms to comply with 

obligations imposed during the short pendency of an expedited proceeding would afford 

more immediate protections to investors from firms that pose outlier-level risks.  

Moreover, requiring immediate compliance with the Department’s decision would be 

similar to other situations in which firms and individuals posing substantial risks must 

abide by FINRA decisions before underlying proceedings are resolved, such as when 

disciplinary respondents must abide by temporary cease and desist orders before an 

underlying disciplinary proceeding is complete or comply with FINRA-imposed bars 

while an SEC appeal is pending.  Nonetheless, FINRA believes that one aspect of the 

proposed no-stay provisions could be less burdensome without compromising its 

intended purpose.  Accordingly, FINRA has revised the proposed rules to lower the 

proposed partial-deposit requirement to the lesser of 25% of the Restricted Deposit 

Requirement or 25% of the firm’s average excess net capital during the prior calendar 

year. 

 Cetera commented that the hearings should be conducted by a Hearing Panel that 

includes two industry members and one Hearing Officer, because Hearing Officers are 

viewed as “not as objective.”  FINRA has retained, however, the proposal to have 

Hearing Officers preside over the new expedited proceedings.  Hearing Officers preside 
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over several kinds of proceedings.153  And here, FINRA believes the need for swift 

proceedings as a result of the proposed no-stay provisions and to protect investors works 

in favor of the efficiency of Hearing Officer-only proceedings.  Moreover, FINRA 

believes there are additional protections for the firms in the proposal, given that the 

Hearing Officer’s authority will be circumscribed and that the NAC’s Review 

Subcommittee will have the right to call the proceeding for review. 

 Cetera commented that the proposed rule would require hearings to be held in 

expedited proceedings in an unreasonably short time after the firm receives notice of its 

Restricted Firm status.  FINRA believes, however, that the proposed rule offers 

reasonable time limits and an opportunity to seek extensions.  Under proposed Rules 

9561(a)(5) and 9559(f)(5), a member would be required to request a hearing within seven 

days after service of a notice of a determination that a firm is a Restricted Firm, and a 

hearing would be required to be held within 30 days after the member files that hearing 

request.  In addition, under an existing provision in Rule 9559, the Hearing Officer could 

extend the time limits for holding the hearing for good cause shown or with the consent 

of all the parties.       

 PIABA commented that under proposed Rule 9561(b), which would establish an 

expedited proceeding to address a member firm’s failure to comply with any 

requirements imposed pursuant to proposed Rule 4111, FINRA should be required to 

immediately suspend a non-compliant firm and should not have the discretion not to act.  
 

153  See FINRA Rule 9559(d) (providing that Hearing Officers preside over, and act 
as the sole adjudicator for, proceedings initiated under Rules 9553 (failures to pay 
FINRA dues, fees and other charges), 9554 (failures to comply with arbitration 
awards or related settlements or orders of restitution or settlements providing for 
restitution), and 9556(h) (subsequent proceedings for failures to comply with 
temporary or permanent cease and desist orders)). 
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Although FINRA expects that non-compliant Restricted Firms would be a high priority 

for the Department of Enforcement, the revised proposal retains FINRA’s prosecutorial 

discretion to ensure that FINRA can use its best judgments about how to deploy its 

limited resources.  

 Rockfleet commented that the proposed Rule 9561(b) expedited proceeding is 

counterintuitive, because canceling a Restricted Firm’s membership would result in 

FINRA losing any control over the firm.  FINRA respectfully disagrees and believes that 

proposed Rule 4111 must provide a tool for FINRA to compel the immediate compliance 

with obligations that have been imposed pursuant to the rule.   

 Procedural Protections 

 Several commenters contended that the proposal is an attempt to impose the 

equivalent of sanctions while avoiding the fair-process requirements that would be 

present in a disciplinary proceeding, and to ban persons who are not statutorily 

disqualified.154  The proposed Rule 4111 process, however, is neither a disciplinary nor 

an eligibility proceeding, and the obligations that could be imposed pursuant to proposed 

Rule 4111 would not be sanctions imposed for violations.  Furthermore, FINRA believes 

the proposal gives affected member firms substantial procedural protections.  These 

include providing notice that a member has met the Preliminary Criteria for Identification 

and of the maximum Restricted Deposit Requirement; a one-time staffing reduction 

opportunity for firms that meet the Preliminary Criteria for Identification for the first 

time; a Consultation, which will allow affected firms to attempt to show why they should 

not be deemed Restricted Firms or be subject to the maximum Restricted Deposit 

 
154  Brooklight, Luxor, Network 1, Rockfleet, Westpark. 
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Requirement; and the right to seek an expedited hearing before a Hearing Officer.155  

These procedural protections are in addition to the Preliminary Criteria for Identification, 

which would be fully transparent and enable firms to monitor whether they are at risk of 

meeting the threshold criteria.   

 Moreover, the proposal is neither intended nor designed to expel member firms 

and persons that are not statutorily disqualified.  In this regard, FINRA notes that the rule 

text contains express language that the Department determine a maximum Restricted 

Deposit Requirement that “would not significantly undermine the continued financial 

stability and operational capability of the firm as an ongoing enterprise over the next 12 

months,” and also contemplates situations in which Restricted Firms remain member 

firms for years.  Furthermore, persons terminated pursuant to the Rule 4111 staffing 

reduction opportunity would be permitted to seek employment with any other member 

firm and allowed to apply to re-associate with the Restricted Firm after one year.156  

 Unintended Consequences 

 Rockfleet expressed concern that clearing firms will terminate clearing 

agreements for firms deemed to be Restricted Firms, and that firms using tri-party 

clearing agreements could be impacted through no fault of their own.  CAI raised a 

concern that being deemed as a Restricted Firm could have ramifications for firms that 

are parties to selling agreements.  FINRA appreciates that proposed Rule 4111 may have 

 
155  The right to have a Hearing Officer’s decision reviewed by the SEC would be 

governed by Section 19 of the Exchange Act. 

156  Some commenters (Network 1, Westpark) asserted that the proposed rule change 
would be unconstitutional, for a variety of reasons.  FINRA, however, is not a 
state actor. 
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potential unintended consequences, and plans to examine issues like those when FINRA 

reviews proposed Rule 4111 after gaining sufficient experience under the rule.   

 Public Disclosure Issues 

 Several commenters addressed whether there should be public disclosure of a 

firm’s status as a Restricted Firm.  Some opposed any disclosure at all, warning that 

disclosure could adversely impact the affected firms, and would make it more likely the 

firm would fail.157  Several commenters, particularly regulators and public advocacy 

groups, argue that FINRA should disclose the names of Restricted Firms to the public or, 

at least, to other regulators or clearing firms.158   

 FINRA believes the aim of the proposal is to address the risks posed by Restricted 

Firms by imposing appropriate restrictions on them and, at the same time, providing them 

with opportunities and incentives to remedy the underlying concerns (e.g., the one-time 

staff reduction, the opportunity to roll off the Restricted Firms list).  Because requiring 

FINRA to publicly disclose a firm’s Restricted Firm status may potentially interfere with 

those purposes, FINRA is not proposing to require the public disclosure of a firm’s status 

as a Restricted Firm at this time.  FINRA believes that it is necessary to gain meaningful 

experience with the proposed rule to evaluate the impact of creating an affirmative 

disclosure program.159       

 
157  Cetera, FSI. 

158  Better Markets, Massachusetts, NASAA, SIFMA, St. John’s SOL. 

159  It should be noted that information about a firm’s status as a Restricted Firm, and 
any restricted deposit it must maintain, could become publicly available through 
existing sources or processes.  Such disclosures could occur, for example, through 
Form BD, Form CRS, or financial statements, or when a Hearing Officer’s 
decision in an expedited proceeding is published pursuant to FINRA’s publicity 
rule. 
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 Economic Impact Assessment 

 Rockfleet commented that the proposal appears to be reverse engineered to target 

firms that FINRA has already chosen.  As discussed above, the proposed Preliminary 

Criteria for Identification are based on metrics that are replicable and transparent to 

FINRA and the affected member firms, and are intended to identify firms that pose far 

greater risks to their customers than other firms.  One identifier of these types of firms is 

that they and their brokers generally have substantially more Registered Person and 

Member Firm Events compared to their peers.  This is consistent with a growing 

academic literature that provides evidence on past disciplinary and other regulatory 

events associated with a firm or individual being predictive of similar future events.160  

These patterns indicate a persistent, albeit limited, population of firms with a history of 

misconduct that may not be acting appropriately as a first line of defense to prevent 

customer harm by their brokers.  Accordingly, the proposed rule is intended to strengthen 

FINRA’s toolkit to respond to these firms and brokers with a significant history of 

misconduct based on a proposed criteria that relies on regulatory and other disclosure 

events, similar to those used in the literature. 

 FINRA also conducted several validations on the firms meeting the criteria, by 

reviewing the extent to which firms identified were subsequently expelled, associated 

with unpaid awards, or were associated with “new” Registered Person and Member Firm 

Events.  For example, these validations showed that the identified firms had on average 

approximately 6.1-19.9 times more new disclosure events after their identification than 

other firms in the industry during the same period that would not have met the 

 
160  See supra note 5. 
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Preliminary Criteria for Identification.  This suggests that the proposed criteria is 

effective in identifying firms that may be associated with additional events after 

identification, which is consistent with the literature’s finding on regulatory events being 

predictive of similar future events. 

 Better Markets commented that the Economic Impact Assessment did not 

quantify the harm to investors when firms with a significant history of misconduct are 

permitted to continue engaging with investors.  The proposed rule is intended to place 

additional restrictions on identified firms and increase scrutiny by these firms on their 

brokers.  As a result, FINRA anticipates that the proposed rule will reduce the risk and 

associated costs of possible future customer harm and lead to improvements in the 

compliance culture, relative to the economic baseline of the current regulatory 

framework.  The proposed rule is intended to create incentives for firms and brokers to 

limit or end practices that result in customer harm and provide increasing restrictions on 

those that choose not to alter their activities.  Nonetheless, it is difficult to predict or 

quantify, before the proposed rule is implemented, the extent to which firms may 

continue to engage in harmful activities despite any additional restrictions imposed.  

However, FINRA plans to review the proposed rule after gaining sufficient experience 

with it, at which time FINRA will assess the rule’s ongoing effectiveness and efficiency.   

 Westpark wrote that FINRA should analyze how many brokers who are currently 

licensed and in good standing would become “unemployable” if the proposed rule were 

approved.  FINRA’s Economic Impact Assessment of the proposed rule includes the 

economic impacts on firms hiring and registered persons seeking employment.  For 

example, as discussed above, FINRA estimates that during the 2013-2019 review period 
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only one to two percent of the registered persons had any qualifying events in their 

regulatory records.  Accordingly, 98%-99% of the registered persons (with no qualifying 

events) should have no adverse economic impacts associated with their employment 

opportunities.  Further, the vast majority of member firms, approximately 98%, would 

likely be able to employ most of the individuals seeking employment in the industry—

including ones who have some disclosures—without coming close to meeting the 

Preliminary Criteria for Identification.  Accordingly, FINRA believes that these 

anticipated economic impacts would likely be limited to a small proportion of registered 

persons and member firms, particularly in cases where registered persons with 

disclosures are seeking employment at firms at or near the Preliminary Criteria for 

Identification.  

 Westpark commented that FINRA should back-test the impact of the proposed 

rule to cover a period that was not a bull market.  The economic impact assessment 

evaluated the proposed criteria over the 2013-2019 period.  Because of the criteria’s 5-

year lookback period for adjudicated events, the evaluation included events that reached a 

resolution between 2009 and 2019, which includes the period of the global financial 

crisis.        

 Suggested Alternatives or Additional Measures 

 Several comments suggested alternatives to proposed Rule 4111.  For example, 

several commenters suggested that FINRA improve how it uses its existing rules and 

programs.  For example, Network 1 commented that FINRA’s enforcement program is 

already a practical solution for addressing “bad brokers.”  Brooklight suggested that 

FINRA try to solve for any gaps in its enforcement authority and processes that prevent 
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FINRA from dealing with the “few bad actors” motivating the proposal.  ASA wrote that 

FINRA should pursue the expulsion of firms that do not carry out their supervisory 

obligations and act in ways that harm customers, and impose immediate lifetime bans on 

those who engage in certain egregious acts, such as theft of customer funds.  ASA further 

commented that FINRA “has an obligation to penalize and, if necessary, revoke the 

licenses of bad actors,” and that “[i]f FINRA believes it lacks the authority or the tools 

necessary to stop the most egregious abuses, . . . then it should work with the . . . SEC, 

Congress and the industry to correct the problem.”  Joseph Stone commented that FINRA 

should continue focusing on firms’ supervisory systems.     

 As explained above, FINRA has a number of current programs through which it 

strives to prevent and deter misconduct by member firms and the individuals they hire.  

These tools have been effective in identifying and addressing a range of misconduct by 

individuals and firms, and FINRA has continued to strengthen them.  Despite FINRA’s 

efforts, however, persistent compliance issues continue to arise in some member firms, as 

explained above.  Thus, while FINRA continues to explore whether additional 

enhancements to existing programs, including relevant statutory or regulatory changes,161 

 
161  The Exchange Act includes fair procedure requirements for various SRO actions, 

including the disciplining of members and persons associated with members, and 
sets out the types of misconduct that presumptively exclude brokers from 
engaging in the securities business (identified as statutory disqualifications or 
“SDs”).  The Exchange Act and SEC rules thereunder also establish a framework 
within which FINRA evaluates whether to allow individuals who are the subject 
of a statutory disqualification.  In addition, FINRA’s review of many SD 
applications is governed by the standards set forth in Paul Edward Van Dusen, 47 
S.E.C. 668 (1981), and Arthur H. Ross, 50 S.E.C. 1082 (1992).  These standards 
provide that, in situations where an individual’s misconduct has already been 
addressed by the SEC or FINRA, and certain sanctions have been imposed for 
such misconduct, FINRA should not consider the individual’s misconduct when it 
evaluates an SD application.    
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would help FINRA target firms or individuals that engage in serious misconduct with 

greater speed and effectiveness, FINRA believes there remains a strong need to equip 

FINRA with authority to address more proactively the current risks posed by the limited 

population of firms with a significant history of misconduct.  

 Some commenters proposed that, instead of a Restricted Deposit Requirement, 

FINRA should impose insurance or performance bond requirements,162 create a national 

investor recovery pool funded from fines that FINRA receives163 or a restitution fund,164 

or impose additional capital requirements on identified firms.165  FINRA believes these 

alternatives present challenges and is continuing to propose a Restricted Firm Obligations 

Rule that would authorize the imposition of Restricted Deposit Requirements.   

 Some commenters proposed other alternatives for FINRA’s consideration.  Chiu 

wrote that FINRA should instead focus attention on investor education and encouraged 

the creation of more tools like the Senior Helpline.  Colorado FSC recommended that 

FINRA assign “disciplinary training and behavior restructuring” to address disclosure 

related issues.  FINRA does not believe, however, that the suggested alternatives would 

be as effective as the proposed Restricted Firm Obligations Rule at addressing firms with 

a significant history of misconduct and encouraging such firms to modify their behavior 

and risk profile.   

 
162  Brooklight, Cetera, Rockfleet. 

163  PIRC. 

164  Sichenzia. 

165  ASA. 
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 Several commenters proposed steps that FINRA should take in addition to the 

proposal.  These included: (1) requiring firms to provide BrokerCheck reports to 

customers;166 (2) expelling firms that are Restricted Firms for two consecutive years;167 

(3) “de-licensing” all current brokers who worked at such firms when they were initially 

designated as Restricted Firms;168 (4) disclosing more information on BrokerCheck, such 

as the percentage of brokers at a firm with disclosures and the average number of 

brokers’ and firm’s disclosures,169 or which brokers have a demonstrable pattern of 

violating the law;170 and (5) explaining to investors the methods that “recidivist” firms 

employ.171  Several commenters also suggested that FINRA give more consideration to 

proposing a rule like Investment Industry Regulatory Organization of Canada (IIROC) 

Consolidated Rule 9208, which is a terms and conditions rule.172   

 FINRA appreciates receiving suggestions on additional steps it might take to 

address firms with a significant history of misconduct, and FINRA will continue to 

explore ways to address firms with a significant history of misconduct.  As FINRA 

explained in Regulatory Notice 19-17, this includes continuing to consider whether to 

propose a terms and conditions rule.  FINRA notes, however, that some of Better 

 
166  PIRC. 

167  Better Markets. 

168  Better Markets. 

169  St. John’s SOL. 

170  Better Markets. 

171  Better Markets. 

172  Better Markets, Brooklight, Cambridge, Cetera, Luxor, Massachusetts, MIRC, 
PIRC.   
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Markets’ suggestions essentially request that FINRA broaden the statutory definition of 

disqualified persons, which is not within FINRA’s jurisdiction to do.173   

  Miscellaneous Comments Outside the Scope of the Proposal 

 Some commenters raised concerns regarding issues that are not directly related to 

the proposal, such as whether barring “rogue brokers” or firms is effective,174 whether the 

Uniform Registration Forms should request disclosure of unsubstantiated allegations or 

unadjudicated alleged rule violations,175 and whether FINRA Hearing Officers are 

impartial.176  FINRA believes, however, that these comments are outside the scope of the 

proposal. 

III. Date of Effectiveness of the Proposed Rule Change and Timing for Commission 
Action 

 
Within 45 days of the date of publication of this notice in the Federal Register or 

within such longer period (i) as the Commission may designate up to 90 days of such date 

if it finds such longer period to be appropriate and publishes its reasons for so finding or 

(ii) as to which the self-regulatory organization consents, the Commission will: 

 (A)  by order approve or disapprove such proposed rule change, or 

 (B)  institute proceedings to determine whether the proposed rule change should 

be disapproved.  

 
173  See 15 U.S.C. 78c(a)(39) (defining “statutory disqualification”). 

174  Chiu. 

175  AdvisorLaw. 

176  Moss & Gilmore. 
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IV. Solicitation of Comments 

 Interested persons are invited to submit written data, views and arguments 

concerning the foregoing, including whether the proposed rule change is consistent with 

the Act.  Comments may be submitted by any of the following methods: 

Electronic Comments: 

• Use the Commission’s Internet comment form 

(http://www.sec.gov/rules/sro.shtml); or 

• Send an e-mail to rule-comments@sec.gov.  Please include File Number 

SR-FINRA-2020-041 on the subject line. 

Paper Comments: 

• Send paper comments in triplicate to Secretary, Securities and Exchange 

Commission, 100 F Street, NE, Washington, DC  20549-1090. 

All submissions should refer to File Number SR-FINRA-2020-041.  This file number 

should be included on the subject line if e-mail is used.  To help the Commission process 

and review your comments more efficiently, please use only one method.  The 

Commission will post all comments on the Commission’s Internet website 

(http://www.sec.gov/rules/sro.shtml).  Copies of the submission, all subsequent 

amendments, all written statements with respect to the proposed rule change that are filed 

with the Commission, and all written communications relating to the proposed rule 

change between the Commission and any person, other than those that may be withheld 

from the public in accordance with the provisions of 5 U.S.C. 552, will be available for 

website viewing and printing in the Commission’s Public Reference Room, 100 F Street, 

NE, Washington, DC 20549, on official business days between the hours of 10 a.m. and 3 
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p.m.  Copies of such filing also will be available for inspection and copying at the 

principal office of FINRA.  All comments received will be posted without change.  

Persons submitting comments are cautioned that we do not redact or edit personal 

identifying information from comment submissions.  You should submit only 

information that you wish to make available publicly.  All submissions should refer to 

File Number SR-FINRA-2020-041 and should be submitted on or before [insert date 21 

days from publication in the Federal Register]. 

 For the Commission, by the Division of Trading and Markets, pursuant to 

delegated authority.177 

 
Jill M. Peterson 

 Assistant Secretary 

 
177  17 CFR 200.30-3(a)(12). 



Summary 
As part of FINRA’s ongoing initiatives to protect investors from misconduct, 
FINRA is requesting comment on proposed new Rule 4111 (Restricted Firm 
Obligations) that would impose tailored obligations, including possible 
financial requirements, on designated member firms that cross specified 
numeric disclosure-event thresholds. These thresholds were developed 
through a thorough analysis and are based on the number of events at 
similarly sized peers. The member firms that could be subject to these 
obligations, while small in number, present heightened risk of harm to 
investors and their activities may undermine confidence in the securities 
markets as a whole. The proposal would further promote investor protection 
and market integrity and give FINRA another tool to incentivize member firms 
to comply with regulatory requirements and to pay arbitration awards.

FINRA is requesting comment on: 

1. proposed new Rule 4111 (Restricted Firm Obligations), which would
authorize FINRA to require “Restricted Firms,” identified by a multi-
step process involving threshold calculations, to make deposits of cash
or qualified securities that could not be withdrawn without FINRA’s
prior written consent, adhere to other conditions or restrictions on the
member’s operations that are necessary or appropriate for the protection
of investors and in the public interest, or be subject to some combination
of those obligations; and

1
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(Restricted Firm Obligations) Imposing Additional 
Obligations on Firms with a Significant History of 
Misconduct  
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2. proposed new Rule 9559 (Procedures for Regulating Activities Under Rule 4111) (new 
Rule 9559) and amendments to existing Rule 9559 (Hearing Procedures for Expedited 
Proceedings Under the Rule 9550 Series) to be renumbered as Rule 9560 (Rule 9560 or 
the Hearing Procedures Rule) to create an expedited proceeding that allows a prompt 
review of the determinations under the Restricted Firm Obligations Rule and grants a 
member a right to challenge any obligations imposed.1  

The proposed rule text is available in Attachment A. A flow chart describing proposed 
Rule 4111 is available in Attachment B. A chart presenting examples of restricted deposit 
requirements is available as Attachment C. The attachments referenced in the Economic 
Impact Assessment are available in Attachment D (Attachments D-1, D-2 and D-3).    

Questions concerning this Notice should be directed to: 

00 Kosha Dalal, Associate Vice President and Associate General Counsel, Office of General 
Counsel (OGC), at (202) 728-6903 or Kosha.Dalal@finra.org; or

00 Michael Garawski, Associate General Counsel, OGC, at (202) 728-8835 or  
Michael.Garawski@finra.org. 

Questions concerning the Economic Impact Assessment in this Notice should be  
directed to:

00 Jonathan Sokobin, Senior Vice President and Chief Economist, Office of the Chief 
Economist (OCE), at (202) 728-8248 or Jonathan.Sokobin@finra.org; or

00 Hammad Qureshi, Senior Economist, OCE, at (202) 728-8150 or  
Hammad.Qureshi@finra.org.

Action Requested 
FINRA encourages all interested parties to comment. Comments must be received by  
July 1, 2019. 

Comments must be submitted through one of the following methods: 

00 Emailing comments to pubcom@finra.org; or 
00 Mailing comments in hard copy to: 

Jennifer Piorko Mitchell  
Office of the Corporate Secretary  
FINRA  
1735 K Street, NW  
Washington, DC 20006-1506 

To help FINRA process comments more efficiently, persons should use only one method to 
comment. 

2	 Regulatory	Notice

May 2, 201919-17
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Important Notes: All comments received in response to this Notice will be made available to 
the public on the FINRA website. In general, FINRA will post comments as they are received.2 

Before becoming effective, the proposed rule change must be filed with and approved by 
the Securities and Exchange Commission (SEC or Commission) pursuant to Section 19(b)  
of the Securities Exchange Act of 1934 (SEA or Exchange Act).3

Background & Discussion
FINRA has been engaged in an ongoing effort to enhance its programs to address the 
risks that can be posed to investors and the broader market by individual brokers and 
member firms that have a history of misconduct. FINRA has a number of tools to deter and 
remedy misconduct by member firms and the individuals they hire, including review of 
membership applications, focused examinations, risk monitoring and disciplinary actions. 
These tools have been effective in identifying and addressing a range of misconduct by 
individuals and firms, and FINRA has continued to strengthen them. In recent years, for 
example, we have enhanced our key investor protection rules and examination programs, 
expanded our risk-based monitoring of brokers and firms and deployed new technologies 
designed to make our regulatory efforts more effective and efficient.4

While these efforts have strengthened protections for investors and the markets, persistent 
compliance issues continue to arise in some FINRA member firms. While historically small 
in number and a top focus of FINRA regulatory programs, such firms generally do not carry 
out their supervisory obligations to ensure compliance with applicable securities laws and 
regulations and FINRA rules, and they often act in ways that harm their customers and 
erode trust in the brokerage industry. Recent academic studies, for example, find that some 
firms persistently employ brokers who engage in misconduct, and that misconduct can be 
concentrated at these firms. These studies also provide evidence that the past disciplinary 
and other regulatory events associated with a firm or individual can be predictive of similar 
future events.5 While these firms may eventually be forced out of the industry through 
FINRA action or otherwise, these patterns indicate a persistent, if limited, population of 
firms with a history of misconduct that may not be acting appropriately as a first line of 
defense to prevent customer harm by their brokers. 

Such firms expose investors to real risk. For example, FINRA has identified certain firms that 
have a concentration of individuals with a history of misconduct, and some of these firms 
consistently hire such individuals and fail to reasonably supervise their activities. These 
firms generally have a retail business with vulnerable customers and engage in cold calling 
to make recommendations of securities. FINRA has also identified groups of individual 
brokers who move from one firm of concern to another firm of concern. In addition, certain 
firms, along with their representatives, have substantial numbers of disclosures on their 
records. For example, as of year-end 2018, there were 20 small firms (i.e., firms with no 
more than 150 registered persons) with 30 or more disclosure events over the prior five 
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years, 10 mid-size firms (i.e., firms with between 151 and 499 registered persons) with 
45 or more disclosure events over the prior five years, and five large firms (i.e., firms with 
500 or more registered persons) with 750 or more disclosure events over the prior five 
years.6 In such situations, FINRA closely examines the firms’ and brokers’ conduct, and 
where appropriate, FINRA will bring enforcement actions to bar or suspend the firms and 
individuals involved.  

However, individuals and firms with a history of misconduct can pose a particular challenge 
for FINRA’s existing examination and enforcement programs. In particular, examinations 
can identify compliance failures—or imminent failures—and prescribe remedies to be 
taken, but examiners are not empowered to require a firm to change or limit its business 
operations in a particular manner. While these constraints on the examination process 
protect firms from potentially arbitrary or overly onerous examination findings, an 
individual or firm with a history of misconduct can take advantage of these limits to simply 
continue ongoing activities that harm or pose risk of harm to investors until they result in 
an enforcement action.

Enforcement actions in turn can only be brought after a rule has been violated—and any 
resulting customer harm has already occurred. In addition, these proceedings can take 
significant time to develop, prosecute and conclude, during which time the individual 
or firm is able to continue misconduct, perpetuating significant risks of additional harm 
to customers and investors. Parties with serious compliance issues often will litigate 
enforcement actions brought by FINRA, which potentially involves a hearing and multiple 
rounds of appeals, thereby effectively forestalling the imposition of disciplinary sanctions 
for an extended period. For example, an enforcement proceeding could involve a hearing 
before a Hearing Panel, numerous motions, an appeal to the National Adjudicatory Council 
(NAC), and a further appeal to the SEC. Moreover, even when a FINRA Hearing Panel 
imposes a significant sanction, the firm can forestall its effectiveness through the appeals 
process, because sanctions are stayed during appeals to the NAC and potentially the SEC. 
And when all appeals are exhausted, the firm may have withdrawn its FINRA membership, 
limiting FINRA’s jurisdiction and eliminating the leverage that FINRA has to incent the firm 
to comply with the sanction, including making restitution to customers.              

Temporary cease and desist proceedings do not always provide an effective remedy for 
potential ongoing harm to investors during the enforcement process.7 Temporary cease 
and desist proceedings are available only in narrowly defined circumstances. Moreover, 
initiation by FINRA of a temporary cease and desist action does not necessarily enable more 
rapid intervention, because FINRA must be prepared to file the underlying disciplinary 
complaint at the same time. 

In addition, by the time intervention is practical, as noted above, the firm may have 
exited the industry, thereby limiting FINRA’s jurisdiction over the misconduct. In such 
circumstance, the firm may also fail to pay arbitration awards in favor of harmed investors, 
preventing their recovery and potentially diminishing confidence in the arbitration process.
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A typical example of these challenges would be a firm that hires representatives with 
numerous disclosure events, has a poor supervisory structure and compliance culture, 
consistently engages in aggressive sales practices to retail customers relating to 
unregistered penny stocks, private placements or illiquid securities, and affirmatively seeks 
to stall the imposition of disciplinary sanctions. In FINRA’s experience, such a firm may 
attempt to prolong FINRA’s examination and investigation efforts by failing to provide full 
and timely responses to FINRA’s requests for information. This lack of cooperation requires 
FINRA to increase regulatory pressure to gain cooperation and seek other sources for 
information, delaying FINRA’s investigative efforts. 

When FINRA is ready to pursue enforcement action against such a firm, a temporary 
cease and desist order may not be available (since many circumstances are not within the 
scope of that authority) or may not enable more rapid intervention (since the disciplinary 
complaint must be ready to be filed at the same time). While a disciplinary proceeding 
will be commenced as soon as possible (with or without a temporary cease and desist 
proceeding), the firm can further prolong the disciplinary action by litigating through the 
stages described above. 

In light of these considerations, FINRA has undertaken an initiative to better address the 
issues created by individuals and firms with a history of misconduct. The initial focus of this 
initiative has been to strengthen the controls by FINRA and firms over the risks posed by 
individuals with a history of misconduct, including:

00 Regulatory Notice 18-15 (Heightened Supervision), which reiterates the existing 
obligation of member firms to implement for such individuals tailored heightened 
supervisory procedures under Rule 3110;

00 Regulatory Notice 18-16 (FINRA Requests Comment on FINRA Rule Amendments 
Relating to High-Risk Brokers and the Firms That Employ Them), which seeks comment 
on proposed rule amendments that, among other things, would impose additional 
restrictions on member firms that employ brokers with a history of specified 
misconduct events by requiring the filing with FINRA of a materiality consultation 
when such individuals seek to become owners, control persons, principals or registered 
persons of a firm; authorize Hearing Panels and Hearing Officers to impose conditions 
and restrictions on a respondent in a disciplinary proceeding that are reasonably 
necessary for the purpose of preventing customer harm during that respondent’s 
appeal of a disciplinary decision; and require firms that apply to continue associating 
with a statutorily disqualified person to include in that application an interim plan of 
heightened supervision that would be effective throughout the application process; 
and 

00 Regulatory Notice 18-17 (FINRA Revises the Sanction Guidelines), which announced 
revisions to the FINRA Sanction Guidelines. 
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In addition, FINRA raised fees for statutory disqualification applications,8 and it revised the 
qualification examination waiver guidelines to more broadly consider past misconduct 
when considering examination waiver requests.9

While these efforts should help mitigate the risks posed by individual brokers with a history 
of misconduct, challenges remain where a member firm itself has a concentration of such 
brokers without adequate supervision—in some cases because the firm seeks out such 
brokers—or otherwise has a history of substantial compliance failures. 

As a result, FINRA is proposing to adopt Rule 4111, which would impose obligations on 
members that have significantly higher levels of risk-related disclosures than similarly sized 
peers. FINRA would preliminarily identify these members by using numeric, threshold-
based criteria and several additional steps that would guard against misidentification. 
The obligations could include requiring a member to maintain a specific deposit amount, 
with cash or qualified securities, in a segregated account at a bank or clearing firm, from 
which the member could make withdrawals only with FINRA’s approval. This proposal also 
aims to preserve firm funds for payment of arbitration awards against them. The proposal 
would achieve this both through how a member’s “covered pending arbitration claims” and 
unpaid arbitration awards could impact the size of its restricted deposit requirement, and 
a presumption that a member would continue to maintain a restricted deposit if it has any 
“covered pending arbitration claims” or unpaid arbitration awards.10    

FINRA also considered proposing a “terms and conditions” rule similar to Investment 
Industry Regulatory Organization of Canada (IIROC) Consolidated Rule 9208, which permits 
IIROC, in an effort to strategically target the most problematic firms, to exercise discretion 
to identify firms and develop appropriate terms and conditions on their operations.11 
Although FINRA is still considering such a rule, it is not proposing it at this time. 

Proposed Amendments

1. Proposed Rule 4111 (Restricted Firm Obligations)

FINRA is proposing to adopt Rule 4111 (Restricted Firm Obligations), a new rule that would 
use numeric-based thresholds based on firm-level and individual-level disclosure events 
or conditions disclosed on the Uniform Registration Forms12 and, subject to an internal 
Department of Member Supervision (Department) review and member firm consultation 
process, presumptively impose a “Restricted Deposit Requirement” on members that 
present a high degree of risk to the investing public. FINRA believes that a restricted deposit 
is most likely to change such members’ behavior—and therefore protect investors—
through its direct financial impact. 
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00 General/Multi-Step Process for Identifying “Restricted Firms” 
(Proposed Rule 4111(a))

The proposed rule would create a multi-step process to guide FINRA’s determination 
of whether a member raises investor-protection concerns substantial enough to 
require that it be subject to additional obligations. Those obligations could include a 
requirement to maintain a deposit of cash or qualified securities in an account from 
which withdrawals would be restricted, or conditions or restrictions on the member’s 
operations that are necessary or appropriate for the protection of investors and in the 
public interest.13 The proposed rule would give each affected member firm several ways 
to affect outcomes, including a one-time opportunity to reduce staffing so as to no longer 
trigger the preliminary identification criteria and numeric thresholds, a consultation 
with the Department at which the member could explain why it should not be subject 
to a Restricted Deposit Requirement or propose alternatives, and the right to challenge 
a Department determination by requesting a hearing before a Hearing Officer in an 
expedited proceeding.  

The proposed multi-step process includes numerous features designed to focus the 
obligations on the small number of firms motivating this rule proposal. As the attached 
flow chart reflects (Attachment B), this process is akin to a “funnel.” The top of the funnel 
applies to a limited set of firms with numerous disclosures, with a narrowing in the middle 
of the potential member firms that may be subject to additional obligations, and the 
bottom of the funnel reflecting the small number of member firms that present high risks 
to the investing public.

00 Annual Calculation by FINRA of Preliminary Criteria for Identification  
(Proposed Rule 4111(b)) 

The multi-step process would begin with an annual calculation. As explained more below, 
the Department would calculate annually a member firm’s “Preliminary Identification 
Metrics” to determine if it meets the “Preliminary Criteria for Identification.” A key driver of 
that is whether a firm’s “Preliminary Identification Metrics” meet quantitative, risk-based 
“Preliminary Identification Metrics Thresholds.”14 

Several principles guide the Preliminary Criteria for Identification and the Preliminary 
Identification Metrics Thresholds. The criteria and thresholds are intended to be replicable 
and transparent to FINRA and affected member firms; employ the most complete and 
accurate data available to FINRA; are objective; account for different firm sizes and business 
profiles; and target the sales-practice concerns that are motivating the proposal. FINRA also 
has sought to develop criteria and thresholds that identify members that present a high 
risk but limit improperly imposing obligations on firms whose risk profile and activities do 
not warrant such obligations.  
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Using these guiding principles, FINRA is proposing numeric thresholds based on six 
categories of events or conditions, nearly all of which are based on information disclosed 
through the Uniform Registration Forms.15 The six categories are:

1. Registered Person Adjudicated Events;16

2. Registered Person Pending Events;17

3. Registered Person Termination and Internal Review Events;18

4. Member Firm Adjudicated Events;19

5. Member Firm Pending Events;20 and

6. Registered Persons Associated with Previously Expelled Firms (also referred to as 
the Expelled Firm Association category).21

To calculate whether a member meets the Preliminary Criteria for Identification, which is 
defined in proposed Rule 4111(i)(9), the Department would first compute the Preliminary 
Identification Metrics for each category, which are set forth in proposed Rule 4111(i)(10).  
Each category’s Preliminary Identification Metric computation would start with a 
calculation of the sum of the pertinent disclosure events or, for the Expelled Firm 
Association category, the sum of the Registered Persons Associated with Previously 
Expelled Firms. For the adjudicated disclosure-event based categories, the counts would 
include disclosure events that reached a resolution during the prior five years from the date 
of the calculation. For the pending-events categories and pending internal reviews, the 
counts would include disclosure events that are pending as of the date of the calculation. 
In addition, for the three Registered Person disclosure-event based categories, the counts 
would include disclosure events across all “Registered Persons In-Scope,” defined in 
proposed Rule 4111(i)(13) as persons registered with the member firm for one or more days 
within the one year prior to the calculation date.      

Each of those six sums would then be standardized to determine the member’s six 
Preliminary Identification Metrics. For the five Registered Person and Member Firm event 
categories (Categories 1-5 above), the proposed Preliminary Identification Metrics are 
in the form of an average number of events per registered broker, calculated by taking 
each category’s sum and dividing it by the number of Registered Persons In-Scope. 
For the Registered Persons Associated with Expelled Firms category (Category 6), the 
proposed Preliminary Identification Metric is in the form of a percentage concentration 
at the member of registered persons who, at any time in their career, were associated 
with previously expelled firms. This concentration is calculated by taking the number of 
Registered Persons Associated with Previously Expelled Firms and dividing it by the number 
of Registered Persons In-Scope.  
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A firm’s six Preliminary Identification Metrics are used to determine if the member firm 
meets the Preliminary Criteria for Identification. To meet the Preliminary Criteria for 
Identification, a firm would need to meet the Preliminary Identification Metrics Thresholds, 
set forth in proposed Rule 4111(i)(11), for two or more of the appropriate categories listed 
above for its size and, if it does, one of these categories must be for adjudicated events and 
the firm must have two or more events (in categories besides the Expelled Firm Association 
category). This involves analyzing the extent to which the Preliminary Identification 
Metrics meet the specified numeric Preliminary Identification Metrics Thresholds and meet 
additional conditions intended to prevent a member from becoming potentially subject to 
additional obligations solely as a result of pending matters or a single event or condition. 
Specifically, the Department would:

00 first, pursuant to proposed Rule 4111(b) and (i)(9)(A), evaluate whether two 
or more of the member firm’s Preliminary Identification Metrics are equal to 
or more than the corresponding Preliminary Identification Metrics Thresholds 
for the member firm’s size,22 and whether at least one of those Preliminary 
Identification Metrics is the Registered Person Adjudicated Event Metric, the 
Member Firm Adjudicated Event Metric, or the Expelled Firm Association  
Metric; and 

00 second, pursuant to proposed Rule 4111(b) and (i)(9)(B), evaluate whether  
the member firm has two or more Registered Person or Member Firm Events 
(i.e., two or more events from Categories 1-5 above).23 

If all these conditions are met, the member would meet the Preliminary Criteria for 
Identification. 

Each specific numeric threshold in the Preliminary Identification Metrics Thresholds grid in 
proposed Rule 4111(i)(11) is a number which represents outliers with respect to peers for 
the type of events in the category (i.e., the firm is at the far tail of the respective category’s 
distribution), which is intended to preliminarily identify member firms that present 
significantly higher risk than a large percentage of the membership. In addition, there 
are numeric thresholds for seven different firm sizes, to ensure that each member firm is 
compared only to its similarly sized peers. As explained more below in the Economic Impact 
Assessment, based on recent history FINRA expects that its annual calculations will identify 
between 60-98 member firms that meet the Preliminary Criteria for Identification.

Regulatory	Notice	 9

May 2, 2019 19-17

Page 248 of 596



The following three examples demonstrate—in practical terms—the point at which a member firm’s Preliminary 
Identification Metrics would meet the Preliminary Identification Metrics Thresholds in proposed Rule 4111(i)(11):  

Preliminary Identification Metrics Thresholds Practical Equivalent

Example 1 
(member firm 
size between 
1-4 registered 
persons)    

The Preliminary Identification Metrics Threshold 
for the Registered Person Adjudicated Event 
Metric, for a member that has between one 
and four Registered Persons In-Scope as of the 
Evaluation Date,24 is 0.50 (or 0.50 events per 
Registered Broker In-Scope).  

For a member with four Registered Persons In-
Scope as of the Evaluation Date, the member 
would meet the Preliminary Identification Metrics 
Threshold for the Registered Person Adjudicated 
Event Metric if the sum of its four Registered 
Persons In-Scope’s Adjudicated Events, which 
reached a resolution over the five years before the 
Evaluation Date, was two or more. 

(4 Registered Persons In-Scope) * (0.50 Preliminary 
Identification Metrics Threshold for the Registered 
Person Adjudicated Event Metric) = (2 Adjudicated 
Events)

Example 2 
(member firm 
size between 
20-50 registered 
persons)

The Preliminary Identification Metrics Threshold 
for the Member Firm Adjudicated Event Metric, 
for a member that has between 20-50 Registered 
Persons In-Scope as of the Evaluation Date, is 0.20 
(or 0.20 events per Registered Broker In-Scope).

For a member with 50 Registered Persons In-Scope 
as of the Evaluation Date, the member would meet 
the Preliminary Identification Metrics Threshold for 
the Member Firm Adjudicated Event Metric if the 
sum of the member’s Adjudicated Events, which 
reached a resolution over the five years before the 
Evaluation Date, was ten or more.  

(50 Registered Persons In-Scope) * (0.20 Preliminary 
Identification Metrics Threshold for the Member 
Firm Adjudicated Event Metric) = (10 Adjudicated 
Events)  

Example 3 
(member 
firm size 
between 51-
150 registered 
persons)

The Preliminary Identification Metrics Threshold 
for the Expelled Firm Association Metric, for a 
member that has between 51-150 Registered 
Persons In-Scope as of the Evaluation Date, is  
0.25 (or a 25% concentration level).  

For a member with 100 Registered Persons In-
Scope as of the Evaluation Date, the member 
would meet the Preliminary Identification Metrics 
Threshold for the Expelled Firm Association Metric 
if the sum of its Registered Persons Associated 
with Previously Expelled Firms was 25 or more. 

(100 Registered Persons In-Scope) * (0.25 
Preliminary Identification Metrics Threshold for the 
Expelled Firm Association Metric) = (25 Registered 
Persons Associated with Previously Expelled Firms)          
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FINRA has conducted a thorough analysis of the proposed criteria and thresholds to ensure 
that the proposed Preliminary Criteria for Identification preliminarily identify the member 
firms that are motivating this rule proposal.25 As explained below, however, the proposed 
rule involves several additional steps to guard against the risk of misidentification.    

00 Initial Department Evaluation (Proposed Rule 4111(c)(1))

For each member firm that meets the Preliminary Criteria for Identification, the 
Department would conduct, pursuant to proposed Rule 4111(c)(1), an initial internal 
evaluation to determine whether the member does not warrant further review under 
Rule 4111. In doing so, the Department would review whether it has information to 
conclude that the computation of the member’s Preliminary Identification Metrics included 
disclosure events or other conditions that should not have been included because they 
are not consistent with the purpose of the Preliminary Criteria for Identification and are 
not reflective of a firm posing a high degree of risk. For example, the Department may 
have information that the computation included disclosure events that were not sales-
practice related, were duplicative (involving the same customer and the same matter), or 
mostly involved compliance concerns best addressed by a different regulatory response 
by FINRA. As another example, the Department may have information that the Expelled 
Firm Association Metric calculation included registered persons who had associated with 
previously expelled firms only for a brief amount of time. The Department would also 
consider whether the member has addressed the concerns signaled by the disclosure 
events or conditions or altered its business operations, including staffing reductions, 
such that the threshold calculation no longer reflects the member’s current risk profile. 
Essentially, the purpose of the Department’s initial evaluation is to determine whether 
it is aware of information that would show that the member—despite having met the 
Preliminary Criteria for Identification—does not pose a high degree of risk. 

If the Department determines, after this initial evaluation, that the member does not 
warrant further review, the Department would conclude that year’s Rule 4111 process for 
the member and would not seek that year to impose any obligations on the member. If, 
however, the Department determines that the member does warrant further review, the 
Rule 4111 process would continue. 

00 One-Time Opportunity to Reduce Staffing Levels (Proposed Rule 4111(c)(2))

If the Department determines, after its initial evaluation, that a member that meets the 
Preliminary Criteria for Identification warrants further review under Rule 4111, such 
member—if it would be meeting the Preliminary Criteria for Identification for the first 
time—would have a one-time opportunity to reduce its staffing levels to no longer meet 
these criteria, within 30 business days after being informed by the Department. The 
member would be required to demonstrate the staff reduction to the Department by 
identifying the terminated individuals. The proposed rule would prohibit the member from 
rehiring any persons terminated pursuant to this option, in any capacity, for one year.  
A member that has reduced staffing levels at this stage may not use that staff-reduction 
opportunity again.    
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If the Department determines that the member firm’s reduction of staffing levels results 
in its no longer meeting the Preliminary Criteria for Identification, the Department would 
close out that year’s Rule 4111 process for the member and would not seek that year to 
impose any obligations on that member. If, on the other hand, the Department determines 
that the member still meets the Preliminary Criteria for Identification even after its staff 
reductions, or if the member elects not to use its one-time opportunity to reduce staffing 
levels, the Department would proceed to determine the member’s maximum Restricted 
Deposit Requirement, and the member would proceed to a Consultation with the 
Department.   

00 FINRA’s Determination of a Maximum Restricted Deposit Requirement  
(Proposed Rule 4111(i)(15)) 

For members that warrant further review after being deemed to meet the Preliminary 
Criteria for Identification and after the initial Department evaluation, the Department 
would then determine the member’s maximum “Restricted Deposit Requirement.” 

The Department would tailor the member’s maximum Restricted Deposit Requirement 
amount to its size, operations and financial conditions. As provided in proposed  
Rule 4111(i)(15), the Department would consider the nature of the member’s operations 
and activities, annual revenues, commissions, net capital requirements, the number of 
offices and registered persons, the nature of the disclosure events counted in the numeric 
thresholds, the amount of any “covered pending arbitration claims” or unpaid arbitration 
awards, and concerns raised during FINRA exams.26 Based on a consideration of these 
factors, the Department would determine a maximum Restricted Deposit Requirement for 
the member that would be consistent with the objectives of the rule, but not significantly 
undermine the continued financial stability and operational capability of the member as an 
ongoing enterprise over the next 12 months. FINRA’s intent is that the maximum Restricted 
Deposit Requirement should be significant enough to change the member’s behavior but 
not so burdensome that it would force the member out of business solely by virtue of the 
imposed deposit requirement.  

To provide increased transparency, Attachment C contains several examples that are 
intended to demonstrate how, in different scenarios, the Department might exercise its 
discretion in determining a maximum Restricted Deposit Requirement. Nothing in the 
examples is intended to suggest that the Department will follow specific formulas in 
determining a maximum Restricted Deposit Requirement or the weight that any specific 
circumstances carry. FINRA welcomes comments on alternative ways of calculating the 
Restricted Deposit Requirement that would be more predictable while remaining impactful 
but avoiding disproportionate effects on different types of firms.
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00 Consultation (Proposed Rule 4111(d)) 

As explained above, if the Department determines, after initially calculating that a member 
firm meets the Preliminary Criteria for Identification, conducting its internal evaluation, 
and affording the one-time opportunity to reduce staffing levels (if available), that a 
member warrants further Rule 4111 review, the Department would consult with the 
member, pursuant to proposed Rule 4111(d). This Consultation will give the member an 
opportunity to demonstrate why it does not meet the Preliminary Criteria for Identification, 
why it should not be designated as a Restricted Firm, and why it should not be subject to 
the maximum Restricted Deposit Requirement.

In the Consultation, there would be two rebuttable presumptions: that the member 
should be designated as a Restricted Firm; and that it should be subject to the maximum 
Restricted Deposit Requirement. The member would bear the burden of overcoming those 
presumptions.  

Proposed Rule 4111(d)(1) governs how a member may overcome these two presumptions. 
Proposed Rule 4111(d)(1)(A) provides that a member may overcome the presumption that  
it should be designated as a Restricted Firm by clearly demonstrating that the Department’s 
calculation that the member meets the Preliminary Criteria for Identification is inaccurate 
because, among other things, it included events, in the six categories described above, 
that should not have been included because, for example, they are duplicative, involving 
the same customer and the same matter, or are not sales-practice related. Proposed Rule 
4111(d)(1)(B) provides that a member may overcome the presumption that it should be 
subject to the maximum Restricted Deposit Requirement by clearly demonstrating to the 
Department that the member would face significant undue financial hardship if it were 
required to maintain the maximum Restricted Deposit Requirement and that a lesser 
deposit requirement would satisfy the objectives of Rule 4111 and be consistent with the 
protection of investors and the public interest; or that other conditions and restrictions on 
the operations and activities of the member and its associated persons would address the 
concerns indicated by the thresholds and protect investors and the public interest.  

Proposed Rule 4111(d)(2) governs how the Department would schedule and provide  
notice of the Consultation. 

Proposed Rule 4111(d)(3) provides guidance on what the Department would consider 
during the Consultation, when evaluating whether a member should be designated as 
a Restricted Firm and subject to a Restricted Deposit Requirement. This provision also 
provides members with guidance on how to attempt to overcome the two rebuttable 
presumptions. For example, proposed Rule 4111(d)(3) requires that the Department 
consider information provided by the member during any meetings as part of the 
Consultation; relevant information or documents, if any, submitted by the member,  
in the manner and form prescribed by the Department, as would be necessary or 
appropriate for the Department to review the computation of the Preliminary Criteria for 
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Identification; a plan, if any, submitted by the member, in the manner and form prescribed 
by the Department, proposing in detail the specific conditions or restrictions that the 
member seeks to have the Department consider; such other information or documents as 
the Department may reasonably request from the member related to the evaluation; and 
information provided by the member during any meetings as part of the Consultation. To 
the extent a member seeks to claim undue financial hardship, it would be the member’s 
burden to support that with documents and information.   

00 Department Decision (Proposed Rule 4111(e)); No Stays  

After the Consultation, proposed Rule 4111(e) would require that the Department render a 
Department decision. Under proposed Rule 4111(e)(1), there are three paths that decision 
might take:  

00 If the Department determines that the member has rebutted the presumption 
that it should be designated as a Restricted Firm, the Department’s decision 
would be required to state that the member will not be designated that year  
as a Restricted Firm.  

00 If the Department determines that the member has not rebutted the 
presumption that it should be designated as a Restricted Firm or the 
presumption that it must maintain the maximum Restricted Deposit 
Requirement, the Department’s decision would designate the member as a 
Restricted Firm and require the member to promptly establish a Restricted 
Deposit Account, deposit and maintain in that account the maximum Restricted 
Deposit Requirement, and implement and maintain specified conditions or 
restrictions, as necessary or appropriate, on the operations and activities of the 
member and its associated persons that relate to, and are designed to address 
the concerns indicated by, the Preliminary Criteria for Identification and protect 
investors and the public interest.  

00 If the Department determines that the member has not rebutted the 
presumption that it should be designated as a Restricted Firm but has rebutted 
the presumption that it must maintain the maximum Restricted Deposit 
Requirement, the Department’s decision would designate the member 
as a Restricted Firm; would impose no Restricted Deposit Requirement 
on the member or require the member to promptly establish a Restricted 
Deposit Account, deposit and maintain in that account a Restricted Deposit 
Requirement in such dollar amount less than the maximum Restricted Deposit 
Requirement as the Department deems necessary or appropriate; and would 
require the member to implement and maintain specified conditions or 
restrictions, as necessary or appropriate, on the operations and activities of the 
member and its associated persons that relate to, and are designed to address 
the concerns indicated by, the Preliminary Criteria for Identification and protect 
investors and the public interest.  
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Pursuant to proposed Rule 4111(e)(2), the Department would be required to provide a 
written notice of its determination to the member, pursuant to proposed new Rule 9559,27 

no later than 30 days from the date of the letter that scheduled the Consultation. Where 
the Department decision imposes a Restricted Deposit Requirement or other conditions 
or restrictions, it also would inform the member of its ability to request a hearing with the 
Office of Hearing Officers in an expedited proceeding, as further described below.

Proposed Rule 4111(e)(2) would provide that a request for a hearing would not stay the 
effectiveness of the Department’s determination. However, upon requesting a hearing of 
a Department determination that imposes a Restricted Deposit Requirement, the member 
would only be required to maintain in a Restricted Deposit Account the lesser of 50% of its 
Restricted Deposit Requirement or 25% of its average excess net capital during the prior 
calendar year, until the Office of Hearing Officers or the National Adjudicatory Council 
(NAC) issues its final written order in the expedited proceeding. This has one exception: 
a member that is re-designated as a Restricted Firm and is already subject to a previously 
imposed Restricted Deposit Requirement would be required to maintain the full amount of 
its Restricted Deposit Requirement until the Office of Hearing Officers or the NAC issues its 
final written order in the expedited proceeding.                 

00 Continuation or Termination of Restricted Firm Obligations (Proposed Rule 4111(f)) 

The proposed Restricted Firm Obligations Rule would require FINRA to evaluate annually 
whether each member is, or continues to be, a Restricted Firm and whether the member 
should be subject to any obligations. For this reason, proposed Rule 4111(f) contains 
provisions that set forth how any obligations that were imposed during the Rule 4111 
process in one year are continued or terminated in that same year and in subsequent years.        

Proposed Rule 4111(f)(1), titled “Currently Designated Restricted Firms,” establishes 
constraints on a member’s ability to seek to modify or terminate, directly or indirectly, 
any obligations imposed pursuant to Rule 4111. Because the Restricted Firm Obligations 
Rule would entail annual reviews by the Department to determine whether a member 
is a Restricted Firm that should be subject to obligations, a Restricted Firm would have 
an annual opportunity to seek the termination or modification of any obligations that 
continue to be imposed. For this reason, proposed Rule 4111 does not authorize a Restricted 
Firm to seek, outside of the Consultation process and any ensuing expedited proceedings 
after a Department decision, an interim termination or modification of any obligations 
imposed. Rather, proposed Rule 4111(f)(1) provides that a member that has been 
designated as a Restricted Firm will not be permitted to withdraw all or any portion of its 
Restricted Deposit Requirement, or seek to terminate or modify any deposit requirement, 
conditions, or restrictions that have been imposed on it, without the prior written consent 
of the Department.
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Proposed Rule 4111(f)(2), titled “Re-Designation as a Restricted Firm,” addresses the 
scenario when the Department determines in one year that a member is a Restricted Firm, 
and in the following year determines that the member still meets the Preliminary Criteria 
for Identification. In that instance, the Department would re-designate the member as 
a Restricted Firm, and the obligations previously imposed on the member would remain 
effective and unchanged, unless either the member or the Department requests, within 
30 days of the Department’s decision to re-designate the member as a Restricted Firm, 
a Consultation. If a Consultation is requested, the obligations previously imposed would 
remain effective and unchanged unless and until the Department modifies or terminates 
them after the Consultation. In addition, in the Consultation process, a presumption 
would apply that any previously imposed Restricted Deposit Requirement, conditions or 
restrictions would remain effective and unchanged, absent a showing by the party seeking 
changes that they are no longer necessary or appropriate for the protection of investors or 
in the public interest. At the end of the Consultation, the Department would be required 
to provide written notice of its determination to the member, no later than 30 days from 
the date of the letter provided to the member under Rule 4111(d)(2) that schedules the 
Consultation.

Proposed Rule 4111(f)(3), titled “Previously Designated Restricted Firms,” addresses the 
scenario where the Department determines in one year that a member is a Restricted 
Firm, but in the following years determines that the member either does not meet the 
Preliminary Criteria for Identification or should not be designated as a Restricted Firm. In 
that case, the member would no longer be subject to any obligations previously imposed 
under proposed Rule 4111. There would be one exception: a former Restricted Firm would 
not be permitted to withdraw any portion of its Restricted Deposit Requirement without 
submitting an application and obtaining the Department’s prior written consent for the 
withdrawal. Such an application would be required to include, among other things set forth 
in proposed Rule 4111(f)(3), evidence as to whether the member has “covered pending 
arbitration claims” or any unpaid arbitration awards outstanding against the member. The 
Department would determine whether to authorize a withdrawal, in part or in whole, but 
there would be a presumption that the member would be required to continue to maintain 
its Restricted Deposit Requirement if it has any “covered pending arbitration claims” or 
any unpaid arbitration awards. The Department would be required to issue a notice of its 
decision on an application to withdraw from the Restricted Deposit Account, pursuant to 
proposed new Rule 9559, within 30 days from the date the application is received.     

00 Restricted Deposit Account (Proposed Rule 4111(i)(14))

If a Department decision requires a member to establish a Restricted Deposit Account, 
proposed Rule 4111(i)(14) would govern this account. The underlying policy for the 
proposed account requirements is that, to make a deposit requirement effective in creating 
appropriate incentives to members that pose higher risks to change their behavior, the 
member must be restricted from withdrawing any of the required deposit amount, even if 
it terminates its FINRA membership. 
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The proposed rule would require that the Restricted Deposit Account be established, in the 
name of the member, at a bank or the member’s clearing firm. The account must be subject 
to an agreement in which the bank or the clearing firm agrees: not to permit withdrawals 
from the account absent FINRA’s prior written consent; to keep the account separate from 
any other accounts maintained by the member with the bank or clearing firm; that the 
cash or qualified securities on deposit will not be used directly or indirectly as security for a 
loan to the member by the bank or the clearing firm, and will not be subject to any set-off, 
right, charge, security interest, lien, or claim of any kind in favor of the bank, clearing firm 
or any person claiming through the bank or clearing firm; that if the member becomes a 
former member, the Restricted Deposit Requirement in the account must be maintained, 
and withdrawals will not be permitted without FINRA’s prior written consent; that FINRA is 
a third-party beneficiary to the agreement; and that the agreement may not be amended 
without FINRA’s prior written consent. In addition, the account could not be subject to any 
right, charge, security interest, lien, or claim of any kind granted by the member.

These account restrictions would impact how a Restricted Firm calculates its net capital 
levels. As explained in proposed Rule 4111.01, a deposit in the Restricted Deposit Account 
would be an asset of the member firm that could not readily be converted into cash, 
due to the restrictions on accessing it. Accordingly, the member would be required to 
deduct deposits in the Restricted Deposit Account when determining its net capital under 
Exchange Act Rule 15c3-1 and FINRA Rule 4110.

00 Books and Records (Proposed Rule 4111(g))

Proposed Rule 4111(g) would establish new requirements to maintain books and records 
that evidence the member’s compliance with the Restricted Firm Obligations Rule and any 
Restricted Deposit Requirement or other conditions or restrictions imposed under that rule. 
In addition, the proposed books and records provision would specifically require a member 
subject to a Restricted Deposit Requirement to provide to the Department, upon its request, 
records that demonstrate the member’s compliance with that requirement.  

00 Notice of Failure to Comply (Proposed Rule 4111(h))

FINRA also is proposing a requirement to address the situation when a member fails to 
comply with the obligations imposed. Under proposed Rule 4111(h), FINRA would be 
authorized to issue a notice pursuant to proposed new Rule 9559 directing a member that 
is not in compliance with its Restricted Deposit Requirement, or with any conditions or 
restrictions imposed under Rule 4111, to suspend all or a portion of its business.

00 Definitions (Proposed Rule 4111(i))

The above description of proposed Rule 4111 introduces many of the terms that would be 
defined by Rule 4111. A complete list of defined terms used in the proposed rule appears in 
proposed Rule 4111(i).
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00 Compliance with Continuing Membership Application Rule (Proposed Rule 4111.02 - 
Compliance with Rule 1017)

Proposed Supplementary Material .02 would clarify that nothing in the proposed rule 
would alter a member’s obligations under Rule 1017 (Application for Approval of Change 
in Ownership, Control, or Business Operations). A member firm subject to proposed Rule 
4111 would need to continue complying with the requirements of Rule 1017 and submit 
continuing membership applications as necessary.

00 Periodic Review of Preliminary Identification Metrics Thresholds 

FINRA would review the Preliminary Identification Metrics Thresholds on a periodic basis, 
to consider whether the thresholds remain targeted and effective at identifying firms that 
pose higher risks.  

2. Proposed Amendments to the Rule 9550 Series to Establish a New Expedited 
Proceeding to Implement the Requirements of Proposed Rule 4111

FINRA is proposing to establish a new expedited proceeding in the Rule 9550 Series 
(Expedited Proceedings), specifically proposed new Rule 9559 (Procedures for Regulating 
Activities Under Rule 4111), that would allow member firms to request a prompt review 
of the Department’s determinations under the Restricted Firm Obligations Rule and 
grant a right to challenge any of the “Rule 4111 Requirements,” including any Restricted 
Deposit Requirements, imposed.28 The new expedited proceeding would govern how the 
Department provides notice of its determinations and afford affected member firms the 
right to seek a Hearing Officer’s review of those determinations. 

00 Notices Under Proposed Rule 4111 (Proposed New Rule 9559(a))

Proposed new Rule 9559(a) would establish an expedited proceeding for the Department’s 
determinations under proposed Rule 4111 to designate a member as a Restricted Firm and 
impose obligations on the member; and to deny a member’s request to access all or part of 
its Restricted Deposit Requirement. 

Proposed new Rule 9559(a) would require the Department to serve a notice that provides 
its determination and the specific grounds and factual basis for the Department’s action; 
states when the action will take effect; informs the member that it may file, pursuant 
to Rule 9560, a request for a hearing in an expedited proceeding within seven days after 
service of the notice; and explains the Hearing Officer’s authority. The proposed rule also 
would provide that, if a member does not request a hearing, the notice of the Department’s 
determination will constitute final FINRA action.

Proposed new Rule 9559(a) also would provide that any of the Rule 4111 Requirements 
imposed in a notice issued under proposed new Rule 9559(a) are immediately effective. In 
general, a request for a hearing would not stay those requirements. There would be one 
partial exception: when a member requests review of a Department determination under 
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proposed Rule 4111 that imposes a Restricted Deposit Requirement on the member for 
the first time, the member would be required to deposit, while the expedited proceeding 
was pending, the lesser of 50% of its Restricted Deposit Requirement or 25% of its average 
excess net capital over the prior year.     

00 Notice for Failure to Comply with the Proposed Rule 4111 Requirements  
(Proposed New Rule 9559(b)) 

Proposed new Rule 9559(b) would establish an expedited proceeding to address a 
member’s failure to comply with any requirements imposed pursuant to proposed 
Rule 4111. 

Proposed new Rule 9559(b) would authorize the Department, after receiving authorization 
from FINRA’s CEO, or such other executive officer as the CEO may designate, to serve a 
notice stating that the member’s failure to comply with the Rule 4111 Requirements, 
within seven days of service of the notice, will result in a suspension or cancellation of 
membership. The proposed rule would require that the notice identify the requirements 
with which the member is alleged to have not complied; include a statement of facts 
specifying the alleged failure; state when the action will take effect; explain what the 
member must do to avoid the suspension or cancellation; inform the member that it may 
file, pursuant to Rule 9560, a request for a hearing in an expedited proceeding within seven 
days after service of the notice; and explain the Hearing Officer’s authority. The proposed 
rule also would provide that, if a member does not request a hearing, the suspension or 
cancellation will become effective seven days after service of the notice.   

Proposed new Rule 9559(b) also would provide that a member could file a request seeking 
termination of a suspension imposed pursuant to the rule, on the ground of full compliance 
with the notice or decision. The proposed rule would authorize the head of the Department 
to grant relief for good cause shown.     

00 Hearings (Proposed Amendments to the Hearing Procedures Rule)29

If a member requests a hearing under proposed new Rule 9559, the hearing would be 
subject to Rule 9560 (Hearing Procedures for Expedited Proceedings Under the Rule 9550 
Series). FINRA is proposing several amendments to Rule 9560 that would be specific to 
hearings requested pursuant to proposed new Rule 9559.  

Hearings in expedited proceedings under proposed new Rule 9559 would have processes 
that are similar to the hearings in most of FINRA’s other expedited proceedings—including 
requirements for the parties’ exchange of documents and exhibits, the time for conducting 
the hearing, evidence, the record of the hearing, the record of the proceeding, failures to 
appear, the timing and contents of the Hearing Officer’s decision, the Hearing Officer’s 
authority, and the authority of the NAC to call an expedited proceeding for review—and 
FINRA is proposing amendments to the Rule 9560 provisions that govern these processes 
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to adapt them for expedited proceedings under proposed new Rule 9559. A few features of 
the proposed amendments to Rule 9560 warrant emphasis or guidance: 

00 Hearing Officer’s Authority (Proposed Amended Rule 9560(d) and (n))

Hearings in expedited proceedings under proposed new Rule 9559 would be presided over 
by a Hearing Officer. The Hearing Officer’s authority would differ depending on whether 
the hearing is in an action brought under proposed new Rule 9559(a) (Notices Under Rule 
4111) or 9559(b) (Notice for Failure to Comply with the Rule 4111 Requirements):

00 Proposed amended Rule 9560(n)(6) would provide that the Hearing Officer, in 
actions brought under proposed new Rule 9559(a), may approve or withdraw 
any and all of the Rule 4111 Requirements, or remand the matter to the 
Department, but may not modify any of the Rule 4111 Requirements, or impose 
any other requirements or obligations available under proposed  
Rule 4111. 

00 Proposed amended Rule 9560(n)(6) would authorize the Hearing Officer, in 
failure-to-comply actions under proposed new Rule 9559(b), to approve or 
withdraw the suspension or cancellation of membership, and impose any  
other fitting sanction. Authorizing a Hearing Officer to impose any other  
fitting sanction is intended to provide a Hearing Officer with authority that 
is appropriate for responding to situations involving firms that repeatedly  
fail to comply with an effective FINRA action under proposed Rule 4111.

00 Timing Requirements

The proposed amendments to the Hearing Procedures Rule are intended to give members a 
prompt process for challenging a Department decision under proposed Rule 4111. Proposed 
amended Rule 9560(f) would require that a hearing in actions under proposed new Rule 
9559(a) be held within 30 days, and that a hearing in failure-to-comply actions under 
proposed new Rule 9559(b) be held within 14 days, after the member requests a hearing.30  

Proposed amended Rule 9560(o) would require the Hearing Officer, in all actions pursuant 
to proposed new Rule 9559, to prepare a proposed written decision, and provide it to 
the NAC’s Review Subcommittee, within 60 days of the date of the close of the hearing. 
Pursuant to Rule 9560(q), the Review Subcommittee could call the proceeding for review 
within 21 days after receipt of the proposed decision. As in most expedited proceedings, 
the timing of FINRA’s final decision would then depend on whether or not the Review 
Subcommittee calls the matter for review.31 

00 Contents of the Decision

Proposed amended Rule 9560(p) governs the contents of the Hearing Officer’s decision. 
The proposed amendments would broaden Rule 9560(p)(6) to account for the kinds 
of obligations that could be imposed under proposed Rule 4111. Rule 9560(p) would 
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otherwise remain the same. For example, Rule 9560(p) would continue to require that the 
Hearing Officer’s decision include a statement setting forth the findings of fact with respect 
to any act or practice the respondent was alleged to have committed or omitted or any 
condition specified in the notice, the Hearing Officer’s conclusions regarding the condition 
specified in the notice, and a statement in support of the disposition of the principal issues 
raised in the proceeding.  

Additional guidance may be helpful, considering the different kinds of issues that may 
arise in an expedited proceeding pursuant to proposed new Rule 9559. For example, in a 
request for a hearing of a Department determination that imposes a Restricted Deposit 
Requirement or other obligations under Rule 4111, the principal issues raised may 
include whether: (1) the member firm should not be designated a Restricted Firm; (2) the 
Department incorrectly included disclosure events when calculating whether the member 
meets the Preliminary Criteria for Identification; (3) a Restricted Deposit Requirement 
would impose an undue financial burden on the member; or (4) the obligations imposed 
are inconsistent with the standards set forth in proposed Rule 4111(e). In a request for a 
hearing of a Department determination that denies a request to withdraw amounts from 
a Restricted Deposit Account, the principal issues raised may include whether the member 
firm has covered pending arbitration claims or unpaid arbitration awards. 

00 No Collateral Attacks on Underlying Disclosure Events

In expedited proceedings pursuant to proposed new Rule 9559(a) to review a Department 
determination under the Restricted Firm Obligations Rule, a member firm may sometimes 
seek to demonstrate that the Department included incorrectly disclosure events when 
calculating whether the member meets the Preliminary Criteria for Identification. When 
the member does so, however, it would not be permitted to collaterally attack the 
underlying merits of those final actions. An expedited proceeding under proposed new Rule 
9559 would not be the forum for attempting to re-litigate past final actions.32  

Additional Approach Considered
FINRA also has considered a “terms and conditions” rule, but is not proposing such a rule 
at this time. As further discussed below in the Economic Impact Assessment, the numeric 
threshold-based approach in Rule 4111 has benefits and limitations. Because the rule 
would provide transparent, objective criteria based on public disclosure events, it would 
allow firms to understand clearly how they could become subject to the rule. On the other 
hand, the numeric-based criteria and thresholds may not identify all firms that raise the 
concerns motivating this proposal; firms may minimally change behavior simply to stay 
below established criteria and thresholds; firms may attempt to underreport required 
disclosures on Uniform Registration Forms; and the numerous steps that guard against 
misidentifications will affect how quickly FINRA can intervene. 
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Because of these limitations, FINRA also has considered an additional option for addressing 
firms with a history of misconduct that may pose a risk to investors. A key objective in 
developing possible approaches was to strengthen FINRA’s ability to take earlier, effective 
intervention. The firms motivating FINRA action in this area typically have substantial and 
unaddressed compliance failures over multiple examination cycles that put investors or 
market integrity at risk. These serious compliance failures may be prolonged by firms while 
FINRA works to build a case of violations of specific securities requirements, which often 
requires obtaining the willing cooperation of customers. To meet this challenge, FINRA has 
considered another option that would permit FINRA to address prolonged noncompliance 
by the small number of firms whose activities present heightened risk of harm to investors 
and that may undermine confidence in the securities markets as a whole.  

Specifically, FINRA has considered a proposal that would be similar to the IIROC’s “terms 
and conditions” rule. Under this rule, IIROC may impose terms and conditions on an 
IIROC Dealer Member’s membership when IIROC considers these terms and conditions 
appropriate to ensure the member’s continuing compliance with IIROC requirements. IIROC 
has indicated that it will use this authority against its dealers that fail to address significant 
compliance findings or that fail to demonstrate a commitment to the development 
of a strong compliance culture, and primarily to address situations in which there are 
outstanding compliance issues that clearly require regulatory action, but that may not 
be best addressed through an enforcement proceeding.33 IIROC’s imposition of terms and 
conditions may be challenged by requesting a hearing panel review and a further appeal  
to provincial authorities, but the terms and conditions do not appear to be stayed during  
an appeal.

Compared to proposed Rule 4111, the regulatory benefits of a “terms and conditions” rule 
approach could arise from greater flexibility in identifying firms of concern, which may 
not trigger Rule 4111’s thresholds, and quicker intervention to ensure compliance. Such an 
approach could also help mitigate the under- and over-inclusive concerns of the threshold-
based criteria approach, and it could help fill the gap where a firm might not otherwise 
meet the numeric thresholds of proposed Rule 4111 but still has a history of serious 
noncompliance that poses a high degree of risk to investors or the markets. It also could 
allow for the imposition of tailored limitations and controls on firms and their brokers who 
might otherwise endanger customers, while motivating changes in the practices, activities 
and culture of firms seeking to terminate any terms and conditions imposed.  

This approach could empower FINRA—outside of the continuing membership application 
process, the enforcement process and the proposed new Restricted Firm Obligations Rule—
to require that a member abide by identified terms and conditions to incent its compliance 
with the federal securities laws and FINRA rules. Possible terms and conditions could 
include operational, conduct, financial, or sales practice obligations; limitations on business 
expansions; or other obligations on the business of the member or its associated persons. 
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Under this “terms and conditions” approach, the circumstances in which FINRA 
could intervene would be limited to when a member has repeatedly and significantly 
demonstrated a lack of compliance with the securities laws, the rules thereunder, or 
FINRA rules in specific ways that threaten investors or market integrity, and has not acted 
promptly to resolve the noncompliant condition. To ensure that the authority could be 
used in only the most serious circumstances, the imposition of terms and conditions would 
require the prior approval of FINRA’s Chief Executive Officer or other executive officer not 
in FINRA’s Departments of Member Supervision or Enforcement. In addition, a firm could 
be given an opportunity to request a prompt review of any terms and conditions imposed 
through an expedited proceeding process.

Although FINRA has closely considered, and will continue to further explore, this option, 
it is not proposing a terms and conditions approach at this time pending consideration of 
proposed Rule 4111.

Economic Impact Assessment

1.  Regulatory Need

FINRA uses a number of measures to deter and discipline misconduct by firms and brokers, 
and continually strives to strengthen its oversight of the brokers and firms it regulates. 
These measures span across several FINRA programs, including review of new and 
continuing membership applications, risk monitoring of broker and firm activity, cycle and 
cause examinations, and enforcement and disciplinary actions.

As part of its efforts to monitor and deter misconduct, FINRA has adopted rules that 
impose supervisory obligations on firms to ensure they are appropriately supervising their 
brokers’ activities. These rules require each firm to establish, maintain and enforce written 
procedures to supervise the types of business in which it engages and the activities of its 
associated persons that are reasonably designed to achieve compliance with applicable 
securities laws and regulations, and FINRA rules. Under this regulatory framework, FINRA 
also provides guidance to ensure consistency in interpretation of the rules and to further 
strengthen compliance across firms. As such, all firms play an important role in ensuring 
effective compliance with applicable securities laws and FINRA rules to prevent misconduct. 
This is consistent with the incentives of economic agents.34

Nonetheless, some firms do not effectively carry out these supervisory obligations to 
ensure compliance and they act in ways that could harm their customers—sometimes 
substantially. For example, recent academic studies find that some firms persistently 
employ brokers who engage in misconduct, and that misconduct can be concentrated at 
these firms. These studies also provide evidence of predictability of future disciplinary and 
other regulatory-related events for brokers and firms with a history of past similar events.35 
These patterns suggest that some firms may not be acting appropriately as a first line of 
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defense to prevent customer harm. Further, some firms may take advantage of the fair-
process protections afforded to them under the federal securities laws and FINRA rules to 
forestall timely and appropriate regulatory actions, thereby limiting FINRA’s ability to curb 
misconduct promptly. Without additional protections, the risk of potential customer harm 
may continue to exist at firms that fail to effectively carry out their supervisory obligations 
or are associated with a significant number of regulatory-related events. Further, even 
where harmed investors obtain arbitration awards, brokers and firms may still fail to pay 
those awards. Unpaid arbitration awards harm successful customer claimants and may 
diminish investors’ confidence in the arbitration process.36

To mitigate these risks, FINRA seeks additional authority to impose obligations on firms 
that pose these types of greater risk to their customers. The proposed Restricted Firm 
Obligations Rule would identify firms based upon a concentration of significant firm and 
broker events on their disclosure records that meet the proposed criteria and specified 
thresholds. Under the proposal, FINRA seeks the authority to impose obligations on firms 
that are necessary or appropriate.   

2.  Economic Baseline

The economic baseline used to evaluate the economic impacts of the proposed rules 
is the current regulatory framework, including FINRA rules relating to supervision, the 
membership application process, statutory disqualification proceedings and disciplinary 
proceedings that provide rules to deter and discipline misconduct by firms and brokers. This 
baseline serves as the primary point of comparison for assessing economic impacts of the 
proposed rules, including incremental benefits and costs. 

The proposals are intended to apply to firms that pose greater risks to their customers than 
other firms.  One identifier of these types of firms is that they and their brokers generally 
have substantially more regulatory-related events on their records than do their peers.37 
Consistent with this, the proposed Restricted Firm Obligations Rule would specifically 
apply to firms that have far more Registered Person and Member Firm Events, or far higher 
concentrations of Registered Persons Associated with Previously Expelled Firms, compared 
to their peers.38 Based on staff analysis of all firms registered with FINRA between 2013 
and 2018, firms that would have met the Preliminary Criteria for Identification had on 
average 4-8 times more Registered Person and Member Firm Events than peer firms at 
the time of identification. Specifically, the number of events per firm, for firms that would 
have met the Preliminary Criteria for Identification, ranged, on average, from 26-42 events 
during the Evaluation Period, compared to 5-7 events per firm for other firms. The median 
number of events per firm, for the firms that would have met the Preliminary Criteria for 
Identification, ranged from approximately 10-17 events, compared to 0 events amongst 
other firms.  
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Although disciplinary and regulatory-related events are one of the identifiers for firms 
posing higher risk, FINRA recognizes that firms posing higher risks do not always manifest 
themselves with greater disclosures on their records. These firms may be newer, have 
recently made changes in management, staff or approach, or simply may be more effective 
in avoiding regulatory marks. 

3. Economic Impacts

A. Proposed Restricted Firm Obligations Rule

To estimate the number and types of firms that would meet the Preliminary Criteria for 
Identification, FINRA analyzed the categories of events and conditions associated with the 
proposed criteria for all firms during the 2013-2018 review period. For each year, FINRA 
determined the approximate number of firms that would have met the proposed criteria. 
The number of firms that would have met the proposed criteria during the review period 
serves as a reasonable estimate for the number of firms that would have been directly 
impacted by this proposal had it been in place at the time. This analysis indicates that 
there were 60-98 such firms at the end of each year during the review period, as shown in 
Attachment D-1. These firms represent 1.6-2.4% of all firms registered with FINRA in any 
year during the review period. The population of firms identified by the proposed criteria 
reflects the distribution of firm size in the full population of registered firms. Approximately 
90-94% percent of these firms were small, 4-10% percent were mid-sized and 0-2% percent 
were large at the end of each year during the review period, as shown in Attachment D-2.39

In developing the proposed Preliminary Criteria for Identification, FINRA paid significant 
attention to the impact of possible misidentification of firms; specifically, the economic 
trade-off between including firms that are less likely to subsequently pose risk of harm 
to customers, and not including firms that are more likely to subsequently pose risk of 
harm to customers. There are costs associated with both types of misidentifications.40 
The proposed criteria, including the proposed numerical thresholds, aim to balance these 
economic trade-offs associated with over- and under-identification.41 Further protection to 
misidentification would be provided by the proposed initial Department evaluation and the 
Consultation process.     

00 Anticipated Benefits

The proposal’s primary benefit would be to reduce the risk and associated costs of possible 
future customer harm. This benefit would arise directly from additional restrictions 
placed on firms identified as Restricted Firms and increased scrutiny by these firms on 
their brokers. Further, this benefit would also accrue indirectly from improvements in the 
compliance culture, both by firms that meet the proposed criteria and by firms that do 
not. For example, the proposal may create incentives for firms that meet the Preliminary 
Criteria for Identification to change activities and behaviors, to mitigate the Department’s 
concerns. Similarly, the proposal may have a deterrent effect on firms that do not meet the 
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Preliminary Criteria for Identification, particularly firms that may be close to meeting the 
proposed criteria. These firms may change behavior and enhance their compliance culture 
in ways that better protect their customers.

The proposal also may help address unpaid arbitration awards associated with firms 
identified as Restricted Firms under the proposal. Under the proposed rule, the Department 
may require a Restricted Firm to maintain a restricted deposit at a bank or a clearing firm 
that agrees not to permit withdrawals absent FINRA’s approval. Moreover, the proposed 
rule would have a presumption that the Restricted Firm maintain the deposit if it has 
any covered pending arbitration claims or unpaid arbitration awards. Accordingly, the 
proposed rule could potentially create incentives for firms to pay unpaid arbitration awards, 
thereby alleviating, to some extent, harm to successful claimants and enhancing investor 
confidence in the arbitration process.42 

To scope these potential benefits and assess the potential risk posed by firms that would 
meet the proposed Preliminary Criteria for Identification, FINRA evaluated the extent to 
which firms that would have met the criteria during 2013-201643 (had the criteria existed) 
and their brokers were associated with “new” Registered Person and Member Firm Events 
after having met the proposed criteria. These “new” events correspond to events that 
were identified or occurred after the firm’s identification, and do not include events that 
were pending at the time of identification and subsequently resolved in the years after 
identification. As shown in Attachment D-3, FINRA estimates that there were 89 firms 
that would have met the Preliminary Criteria for Identification in 2013. These firms were 
associated with 1,859 “new” Registered Person and Member Firm Events that occurred 
after their identification, between 2014 and 2018. Attachment D-3 similarly shows the 
number of events associated with firms that would have met the Preliminary Criteria for 
Identification in 2014, 2015 and 2016. Across 2013-2016, there were 183 unique firms44 
that would have met the proposed Preliminary Criteria for Identification, and these firms 
were associated with a total of 2,793 Registered Person and Member Firm Events that 
occurred in the years after they met the proposed criteria.45

Attachment D-3 also shows the number of Registered Person and Member Firm Events 
for these firms compared to other firms. Specifically, FINRA calculated a factor which 
represents a multiple for the average number of events (on a per registered person basis) 
for firms that would have met the Preliminary Criteria for Identification relative to other 
firms of the same size. For example, as shown in Attachment D-3, the factor of 6.3x for 
2013 indicates that firms meeting the Preliminary Criteria for Identification in 2013 had 6.3 
times more new disclosure events (per registered person) in the years after identification 
(2014-2018) than other firms of the same size registered in 2013. Overall, this analysis 
demonstrates that firms that would have met the Preliminary Criteria for Identification 
during the review period had on average approximately 6-9 times more new disclosure 
events after their identification than other firms in the industry during the same period.  
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00 Anticipated Costs

The anticipated costs of this proposal would fall primarily upon firms that meet the 
Preliminary Criteria for Identification and that the Department deems to warrant further 
review after its initial evaluation. Although FINRA would perform the annual calculation 
and conduct an internal evaluation, firms may choose to expend effort to determine if they 
would meet the Preliminary Criteria for Identification, and incur associated costs, at their 
own discretion. To the extent that a firm deemed to warrant further review under proposed 
Rule 4111 chooses to rebut the presumption that it is a Restricted Firm subject to the 
maximum Restricted Deposit Requirement, it would incur costs associated with collecting 
and providing information to FINRA. For example, these firms may provide information 
on any disclosure events that may be duplicative or not sales-practice related. These firms 
may also provide information on any undue financial hardship that would result from a 
Restricted Deposit Requirement. Likewise, a firm availing itself of the one-time staffing 
reduction opportunity incurs the separation costs, along with the potential for lost future 
revenues.

In addition, firms subject to a Restricted Deposit Requirement or other obligations would 
incur costs associated with these additional obligations. These would include, for example, 
costs associated with setting up the Restricted Deposit Account and ongoing compliance 
costs associated with maintaining the account. Further, as a result of restrictions on the 
use of cash or qualified securities in the deposit account or other restrictions on the firm’s 
activities, the firm may lose economic opportunities, and its customers may lose the 
benefits associated with the provision of these services.  

Similarly, a firm required to apply heightened supervision to its brokers would incur 
implementation and ongoing costs associated with its heightened supervision plan.46 
Firms that meet the Preliminary Criteria for Identification also may incur costs associated 
with enhancing their compliance culture, including possibly terminating registered 
persons with significant number of disclosure events—through exercising the one-time 
staffing reduction option under proposed Rule 4111 or otherwise—and reassigning the 
responsibilities of these individuals to other registered persons. Finally, there may be 
indirect costs, including greater difficulty or increased cost associated with maintaining a 
clearing arrangement, loss of trading partners, or similar impairments where third parties 
can determine that a firm meets the proposed Preliminary Criteria for Identification or has 
been deemed to be a Restricted Firm.

Firms that do not meet the proposed Preliminary Criteria for Identification, particularly 
ones that understand they are close to meeting the proposed criteria, also may incur 
costs associated with enhancing their compliance culture to avoid meeting the proposed 
criteria. These costs may include terminating registered persons with disciplinary records, 
replacing them with existing or new hires, enhancing compliance policies and procedures, 
and improving supervision of registered persons. Finally, registered persons with significant 
number of disciplinary or other disclosure events on their records may find it difficult to 
retain employment, or get employed by new firms.
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00 Other Economic Impacts

FINRA also has considered the possibility that, in some cases, this proposal may impose 
restrictions on brokers’ and firms’ activities that are less likely to subsequently harm their 
customers. In such cases, these brokers and firms may lose economic opportunities or find 
it difficult to retain brokers or customers.  FINRA believes that the proposal mitigates such 
risks by requiring an initial layer of Departmental review, and providing affected firms an 
opportunity to engage in a Consultation with the Department and request a review of 
FINRA’s determination in an expedited proceeding. FINRA recognizes that some firms may 
elect to terminate the registrations of certain brokers with disclosure events, and these 
brokers may find it difficult to get employed by other firms. 

FINRA also considered that some firms may consider not reporting, underreporting, or 
failing to file timely, required disclosures on Uniform Registration Forms in an effort to 
avoid costs associated with the proposals. However, this potential impact is mitigated 
because many events are reported by regulators or in separate public notices by third 
parties and, as a result, FINRA can monitor for these unreported events. Further, failing to 
update timely Uniform Registration Forms is a violation of FINRA rules and can result in 
fines and penalties, thereby serving as a deterrent for underreporting or misreporting.

Considering that the proposed criteria are based on a firm’s experience relative to its 
similarly sized peers, FINRA does not believe that the proposed criteria impose costs on 
competition between firms of different sizes. Further, because FINRA would perform 
the annual calculation to determine the firms that meet the Preliminary Criteria for 
Identification, the costs a firm incurs to monitor its status in relation to the proposed 
criteria would be discretionary and not likely create any competitive disadvantage based 
on firm size. Although the proposed rule would not impose these monitoring costs, 
FINRA would provide transparency around how the Preliminary Identification Metrics are 
calculated and appropriate guidance to assist firms seeking to determine their status. 
Similarly, FINRA does not anticipate that the proposed Restricted Firm Obligations Rule, 
including the Restricted Deposit Requirement or any required conditions and restrictions, 
would create competitive disadvantages across firms of different sizes. This is, in part, 
because FINRA would consider firm size, among other factors, when determining the 
appropriate maximum Restricted Deposit Requirement or any conditions and restrictions, 
to ensure that the obligations are appropriately tailored to the firms’ business models but 
do not significantly undermine the continued financial stability and operational capability 
of the firm as an ongoing enterprise over the ensuing 12 months.    

As discussed above, FINRA would exercise some discretion in determining the maximum 
Restricted Deposit Requirement and tailor it to the size, operations and financial conditions 
of the firm. This approach is intended to align with FINRA’s objective to have the specific 
financial obligation be significant enough to change a Restricted Firm’s behavior but not 
so burdensome that it would indirectly force it out of business. In determining the specific 
maximum Restricted Deposit Requirement, FINRA would consider a range of factors, 
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including the nature of the firm’s operations and activities, annual revenues, commissions, 
net capital requirements, the number of offices and registered persons, the nature of 
the disclosure events counted in the numeric threshold, the amount of any “covered 
pending arbitration claims” or unpaid arbitration awards, and concerns raised during 
FINRA exams. In developing the proposal, FINRA considered the possibility of having a 
transparent formula, based on some of these factors, to determine a maximum Restricted 
Deposit Requirement. However, given the range of relevant factors and differences 
in firms’ business models, operations, and financial conditions, FINRA decided not to 
propose a uniform, formulaic approach across all firms. Nonetheless, FINRA recognizes 
that in the absence of a transparent formulaic approach, firms that meet the Preliminary 
Criteria for Identification may overestimate or underestimate the maximum Required 
Deposit Requirement and incur associated costs.47 Accordingly, FINRA seeks comment on 
alternative approaches that could be used to determine the maximum Restricted Deposit 
Requirement, and why these alternatives may be more efficient and effective than the 
proposed rule. 

In developing the proposal, FINRA also considered the possibility that the size of the 
maximum Restricted Deposit Requirement may be too burdensome for the firms, and could 
undermine their financial stability and operational capability. FINRA believes that these 
risks are mitigated by providing affected firms an opportunity to engage in a Consultation 
process with FINRA and propose a lesser Restricted Deposit Requirement or restrictions or 
conditions on their operations. Further, as discussed above, Restricted Firms would have the 
opportunity to request a review of FINRA’s determination in an expedited proceeding.  

B. Proposed Expedited Proceeding Rule

When FINRA imposes obligations on a firm pursuant to the proposed Restricted Firm 
Obligations Rule, the firm may experience significant limitations to its business activities 
and incur direct and indirect costs associated with the obligations imposed. The proposed 
Expedited Proceeding Rule would, in general, require that these obligations apply 
immediately, even during the pendency of any appeal.   

The proposed rule would be associated with investor protection benefits through the 
impact of the no-stay provision (proposed new Rule 9559(a)(4)). Under the proposal, 
obligations imposed by FINRA would be effective immediately, except that a firm subject 
to a Restricted Deposit Requirement under proposed Rule 4111 would be required to 
make a partial deposit while the matter is pending review. This would reduce the risk of 
investor harm during the pendency of a hearing requested by the firm. Similarly, the no-
stay provision may limit hearing requests by firms that seek to use them only as a way to 
forestall FINRA obligations.     

The benefit of the proposed rule accruing to firms would be to permit firms to appeal 
FINRA’s determinations (both to request prompt review of obligations imposed or of 
determinations for failure to comply) in an expedited proceeding, thereby reducing 
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undue costs where firms may have been misidentified. For example, the proposed rule is 
anticipated to reduce the costs associated with obligations imposed on misidentified firms 
by the proceeding’s expedited nature. Similarly, the proposed rule’s time deadlines may 
also reduce the costs of the proceedings, in certain cases. 

The costs would be borne by firms that choose to seek review via the proposed expedited 
proceeding, and these costs can be measured relative to a standard proceeding. These 
firms would incur costs associated with provisions and procedures specific to this proposed 
rule, including the provision that the obligations imposed would not be stayed.48 This 
would include the obligations imposed under the proposed rule, including the Restricted 
Deposit Requirement, and the requirement that the firm, upon the Department’s request, 
provide evidence of its compliance with these obligations. However, the extent of the 
costs associated with the Restricted Deposit are mitigated by the expedited nature of the 
proceeding and by the provision that would require a firm, during an expedited hearing 
process, to maintain only a partial deposit requirement.

As with the other proposals, FINRA does not anticipate that the proposed rule would have 
differential competitive effects based on firm size or other criteria. The costs and benefits 
are anticipated to apply to all firms that request an expedited hearing.   

4. Alternatives Considered

FINRA recognizes that the design and implementation of the rule proposals may impose 
direct and indirect costs on a variety of stakeholders, including firms, brokers, regulators, 
investors and the public. Accordingly, in developing its rule proposals, FINRA seeks 
to identify ways to enhance the efficiency and effectiveness of the proposals while 
maintaining their regulatory objectives. FINRA seeks comment on potential alternatives to 
the proposed amendments in this Notice and why these alternatives may be more efficient 
or effective at addressing broker and firm misconduct than the proposed amendments.

In developing this proposal, FINRA considered several alternatives to addressing the risks 
posed by firms and their brokers that have a history of misconduct, including an alternative 
to the proposed numeric threshold-based approach and alternative specifications to the 
proposed numeric threshold based-approach. 

A. Alternative to the Proposed Numeric Threshold-Based Approach

In addition to the proposed approach based on numeric thresholds, FINRA considered an 
approach similar to IIROC’s “terms and conditions” rule that would allow FINRA to identify 
a limited number of firms with significant compliance failures and impose on them 
appropriate terms and conditions to ensure their continuing compliance with the securities 
laws, the rules thereunder, and FINRA rules. FINRA considered and evaluated the economic 
impacts of such a Terms and Conditions rule relative to proposed Rule 4111. 
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Compared to proposed Rule 4111, a Terms and Conditions rule would provide FINRA with 
greater flexibility in identifying firms that should be subject to additional obligations. This 
greater flexibility could help better target its application and reduce misidentification by 
allowing FINRA to leverage non-public information, including regulatory insights collected 
as part of its monitoring and examination programs, in identifying firms that pose the 
greatest risk. Further, under a Terms and Conditions rule, FINRA could quickly update its 
identification of firms based on emerging risk patterns, to ensure that the rule continues to 
be effective at addressing firms that presently pose the greatest risk. This flexibility could 
mitigate the risk that the criteria and thresholds in proposed Rule 4111 no longer identify 
the appropriate firms.

Further, as discussed above, the identification criteria in proposed Rule 4111 may not 
identify all the firms that pose material risk to their customers, such as firms that may 
act to stay just below the proposed criteria and thresholds by any means, including 
misreporting or underreporting disclosure events. The absence of a set identification 
criteria in a Terms and Conditions rule would make it more difficult for firms to evade the 
identification criteria and thus could provide greater investor protections.         

A Terms and Conditions rule also may have certain disadvantages relative to proposed Rule 
4111. For example, a benefit of proposed Rule 4111 is the deterrent effect it may have on 
firms that do not meet the proposed Preliminary Criteria for Identification, particularly 
firms that may be close to meeting the criteria. These firms may change behavior and 
enhance their compliance culture in ways that could better protect their customers. By 
comparison, under a Terms and Conditions rule, in the absence of transparent criteria, 
firms must assess FINRA’s view of the significance of repeated exam findings to determine 
whether to change their conduct to avoid potential terms and conditions.

Although FINRA has considered, and will continue to explore this alternative, it is not 
proposing a terms and conditions approach at this time.

B. Alternative Specifications for the Proposed Numeric Threshold-Based Approach

FINRA also considered several alternatives to the numerical thresholds and conditions 
for the Preliminary Criteria for Identification. In determining the proposed criteria, FINRA 
focused significant attention on the economic trade-off between incorrect identification 
of firms that may not subsequently pose risk of harm to their customers, and not including 
firms that may subsequently pose risk of harm to customers but do not meet the proposed 
thresholds. FINRA also considered three key factors: (1) the different categories of reported 
disclosure events and metrics; (2) the counting criteria for the number of reported events or 
conditions; and (3) the time period over which the events or conditions are counted. FINRA 
considered several alternatives for each of these three factors. 
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00 Alternatives Associated with the Categories of Disclosure Events and Metrics

In determining the different types of disclosure events, FINRA considered all categories 
of disclosure events reported on the Uniform Registration Forms, including the financial 
disclosures. FINRA decided to exclude financial disclosures because while financial events, 
such as bankruptcies, civil bonds, or judgments and liens, may be of interest to investors in 
evaluating whether or not to engage a broker or a firm, these types of events by themselves 
are not evidence of customer harm. 

In developing the Preliminary Criteria for Identification, FINRA also considered whether 
pending criminal, internal review, judicial and regulatory events should be excluded 
from the threshold test. FINRA decided to include these pending events because they 
often are associated with an emerging pattern of customer harm and capture timely 
information of potential ongoing or recent misconduct. Further, as with other categories, 
the proposed Preliminary Identification Metrics Thresholds for the relevant Preliminary 
Identification Metrics, including the Registered Person Pending Event Metric and the 
Member Firm Pending Event Metric, are intended to capture firms that are on the far 
tail of the distributions. Thus, firms meeting these thresholds have far more pending 
matters on their records than other firms in the industry. Nonetheless, FINRA recognizes 
that pending matters include disclosure events that may remain unresolved or that may 
subsequently be dismissed or concluded with no adverse action because they lack merit 
or suitable evidence.49 In order to ensure that a firm does not meet the Preliminary Criteria 
for Identification solely because of pending matters, FINRA has proposed the conditions 
that, to meet the criteria, the firm must meet or exceed at least two of the six Preliminary 
Identification Metrics Thresholds, and at least one of the thresholds for the Registered 
Person Adjudicated Event Metric, Member Firm Adjudicated Event Metric, or Expelled Firm 
Association Metric.50

00 Alternatives Associated with the Counting Criteria for the Proposed Criteria  
and Metrics

FINRA considered a range of alternative counting criteria for the Preliminary Criteria 
for Identification. For example, FINRA considered whether the Preliminary Criteria for 
Identification should be based on firms meeting two or more Preliminary Identification 
Metrics Thresholds, or whether the number of required thresholds should be decreased or 
increased. Decreasing the number of required thresholds from two to one would increase 
the number of firms that would have met the Preliminary Criteria for Identification during 
the review period from 60-98 firms to 150-220 firms, each year. Alternatively, increasing 
the number of required thresholds from two to three decreases the number of firms 
that would have met the Preliminary Criteria for Identification from 60-98 to 15-35, 
each year. FINRA reviewed the list of firms identified under these alternative counting 
criteria and examined the extent to which they included firms that were subsequently 
expelled, associated with unpaid awards, or identified as suitable candidates for 
additional obligations by the Department. FINRA also paid particular attention to firms 
that would have been identified by these alternative criteria but subsequently were not 
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associated with high-risk activity, as well as firms that would not have been identified 
by these alternatives that were associated with high-risk events. Based on this review, 
FINRA believes that the proposed approach—meeting two or more of the Preliminary 
Identification Metrics Thresholds—more appropriately balances these trade-offs between 
misidentifications than the alternative criteria.  

00 Alternatives Associated with the Time Period over which the Metrics Are Calculated

The proposed Preliminary Identification Metrics are based on three different time periods 
over which different categories of events and conditions are counted (look-back periods). 
Pending events, including the Registered Person Pending Events and the Member Firm 
Pending Events categories, are counted in the Preliminary Identification Metrics only if they 
are pending as of the Evaluation Date. Adjudicated events, including the Registered Person 
Adjudicated Events and the Member Firm Adjudicated Events categories, are counted 
in the Preliminary Identification Metrics over a five-year look-back period. The Expelled 
Firm Association Metric does not have a limit on the look-back period, and is based on the 
association of Registered Persons In-Scope with a previously expelled firm at any time in 
their career.51 

In developing the proposal, FINRA considered alternative criteria for the time period over 
which the disclosure events or conditions are counted. For example, FINRA considered 
whether adjudicated events should be counted over the individual’s or firm’s entire 
reporting period or counted over a more recent period. Based on its experience, FINRA 
believes that events that are more recent (e.g., events occurring in the last five years) 
generally pose a higher level of possible future risk to customers than other events. Further, 
counting events over an individual’s or firm’s entire reporting period would imply that 
brokers and firms would always be included in the Preliminary Identification Metrics for 
adjudicated events, even if they subsequently worked without being associated with any 
future adjudicated events. Accordingly, FINRA decided to include adjudicated events only  
in the more recent period (i.e., a five-year period).52  

Similarly, FINRA also considered whether there should be limits on the time period over 
which the Expelled Firm Association Metric is calculated. For example, FINRA considered 
alternative metrics that would only be based on firm expulsions over the last three to five 
years. Further, FINRA considered alternatives where the individual broker’s association with 
the previously expelled firm was within a five-year window around the firm’s expulsion. 
In evaluating these alternatives, FINRA recalculated the underlying thresholds to capture 
firms that are on the far tail of the distribution for these alternative metrics.53 As with 
other alternatives, FINRA evaluated these alternatives by paying particular attention to 
the economic trade-offs of misidentifications, including over- and under-identification 
of firms. Based on this evaluation, FINRA determined that the Expelled Firm Association 
Metric proposed in this Notice better accounts for these economic trade-offs. Nonetheless, 
FINRA specifically seeks comments on alternatives FINRA should consider for the Expelled 
Firm Association Metric and why these alternatives may be more effective and efficient for 
identifying the firms that this proposal seeks to address. 
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Request for Comment
FINRA requests comment on all aspects of the proposal. FINRA requests that commenters 
provide empirical data or other factual support for their comments wherever possible. 
FINRA specifically requests comment concerning the following issues.

General 

1. Are there alternative ways to address members that pose a high degree of risk  
that should be considered? What are the alternative approaches that FINRA  
should consider?

2. Are there any material economic impacts, including costs and benefits, to investors, 
issuers and firms that are associated specifically with the proposal? If so:

c. What are these economic impacts and what are their primary sources?

d. To what extent would these economic impacts differ by business attributes, 
such as size of the firm or differences in business models?

e. What would be the magnitude of these impacts, including costs and benefits?

3. Are there any expected economic impacts associated with the proposal not 
discussed in this Notice? What are they and what are the estimates of those 
impacts?

Proposed Rule 4111

4. As discussed above, the framework in proposed Rule 4111 for identifying members 
that pose a high degree of risk is based on identifying members with significantly 
more reportable events than their peers, based upon six proposed categories of 
events and conditions.

a. Does this appear to be a reasonable approach for identifying members that 
could be subject to additional obligations? Are there other approaches FINRA 
should consider?   

b. Do the seven firm-size categories in proposed Rule 4111(i)(11) appropriately 
group firms of similar sizes? Should FINRA consider additional size categories  
or consider combining certain size categories?

c. The framework is based on six different categories of events and conditions. 
Each of these categories is based on a combination of disclosure events. Do 
these categories appropriately combine similar types of disclosure events? 
Should FINRA consider additional disclosure categories or consider aggregating 
or disaggregating certain categories?

d. FINRA anticipates that the distributions of the six categories of events and 
conditions would change over time. Should FINRA consider updating the 
Preliminary Identification Metrics Thresholds periodically, to ensure that they 
continue to identify members that are significantly different than their peers? 
If so, how frequently should FINRA consider updating the thresholds?
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5. As discussed above, when developing proposed Rule 4111, FINRA considered 
several numerical and categorical thresholds for identifying member firms that 
could potentially be subject to a Restricted Deposit Requirement and other 
obligations. In determining the proposed metrics and thresholds, FINRA paid 
significant attention to the economic trade-offs associated with misidentifications, 
including both over- and under-identification of member firms. FINRA seeks 
comments on the proposed numerical thresholds and metrics, including the 
following key factors associated with developing the metrics: (a) the different 
categories of reported disclosure events and conditions; (b) the counting criteria 
for the metrics; and (c) the time period over which the metrics are calculated. 
Specifically, FINRA seeks comment on whether alternative inputs for any of these 
factors should be considered, and why these alternatives may better identify firms 
that pose greater risks to their investors.   

6. Should FINRA consider alternative thresholds or look-back periods for the Expelled 
Firm Association Metric? What factors or conditions should FINRA consider when 
developing a metric with respect to expelled firm association? 

7. Proposed Rule 4111 includes several processes, including qualitative reviews and 
consultations, to minimize potential sources of misidentifications. These processes 
may aid in the identification of the members motivating this proposal, but may 
also delay the imposition of obligations on them. Are there alternative processes 
that should be considered?   

8. Proposed Rule 4111 is premised on a notion that the most effective tool to 
change the behavior of a member firm that presents a high degree of risk is a 
financial restriction. The proposal, however, affords members that meet the 
Preliminary Criteria for Identification the opportunity to advocate for a lower 
Restricted Deposit Requirement or for conditions and restrictions as alternatives 
to a Restricted Deposit Requirement. Are there better ways to create a potential 
financial restriction that serves as an effective incentive to change firm behavior?  

9. Proposed Rule 4111 would restrict a member firm from withdrawing any amount 
from the Restricted Deposit Account, even if it terminates its FINRA membership. 
However, the proposed Restricted Deposit Account would not be bankruptcy 
remote and could be used to satisfy claims in a bankruptcy proceeding. Should 
FINRA consider ways to structure the Restricted Deposit Account so that it is 
bankruptcy remote or preferentially available to customer claims in the event of a 
bankruptcy? If so, how should FINRA structure the Restricted Deposit Account, and 
what conditions and priorities should FINRA consider placing on claims in the event 
of a bankruptcy?

10. Proposed Rule 4111 would allow a member firm that meets the Preliminary Criteria 
for Identification, and that the Department determines warrants further review 
under Rule 4111, to present why certain disclosure events should not be counted. 
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For example, a member could maintain that disclosure events should not be 
included in the annual calculation because they involved the same person and the 
same event or were non-sales-practice related. Are there other characteristics of 
disclosure events that should lead to not including those events in the calculation 
of whether the member firm meets the Preliminary Criteria for Identification?  

11. Proposed Rule 4111 uses a principles-based approach for determining a maximum 
Restricted Deposit Requirement. 

a. FINRA intends to take several factors into account in determining the 
maximum Restricted Deposit Requirement, including the nature of the 
member’s operations and activities, annual revenues, commissions, net capital 
requirements, the number of offices and registered persons, the nature of the 
disclosure events counted in the numeric thresholds, the amount of covered 
pending arbitration claims or unpaid arbitration awards, and concerns raised 
during FINRA examinations. Are there other factors FINRA should consider in 
making this determination? What are those factors, and how should FINRA 
account for them?

b. Should FINRA instead consider a formula-based approach(es)? If so, what 
would be an appropriate formula-based approach that results in a meaningful 
Restricted Deposit Requirement? How would the formula-based approach 
account for differences in firms’ business models, financial conditions, or other 
factors discussed above?

12. Should there be a cap on the maximum Restricted Deposit Requirement? If so, 
what should the cap be? Should it be expressed as a specific dollar amount? As a 
number derived from a firm-specific figure, such as a percentage of the member’s 
gross revenues? Or something else?

13. Apart from having to comply with a Restricted Deposit Requirement or other 
obligations, are there collateral consequences that could result from being 
designated as a Restricted Firm, even if FINRA does not publicly disclose that 
designation? If so, what are those collateral consequences?

14. This Notice explains that FINRA would review the Preliminary Identification Metrics 
Thresholds in proposed Rule 4111 on a periodic basis, to consider whether the 
thresholds remain targeted and effective at identifying member firms that pose 
higher risks. How frequently should FINRA conduct those periodic reviews?  
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Proposed New Rule 9559 and Proposed Amended Rule 9560

15. Hearings in expedited proceedings under proposed new Rule 9559 would be 
presided over by a Hearing Officer. By requiring the appointment of a Hearing 
Officer instead of a Hearing Panel, FINRA intends to create efficiencies, considering 
the number of potential expedited proceedings that could result from the 
proposed rule and the substantial amount of time and resources that the Office 
of Hearing Officers could expend in identifying Hearing Panelists. However, 
there would be potential benefits to having a Hearing Panel preside over the 
proceedings, especially due to the industry experience that Hearing Panelists 
may have. Should FINRA consider requiring that a Hearing Panel be appointed in 
proceedings under proposed new Rule 9559? Would the benefits of appointing 
Hearing Panelists outweigh the costs?

Additional Approaches Considered   

16. Should FINRA consider a rule proposal that would provide it discretion to identify 
firms that pose significant concerns and impose tailored terms and conditions on a 
firm, similar to the IIROC’s “terms and conditions” rule? If so, should FINRA consider 
adopting both proposed Rule 4111 and a “terms and conditions” rule, or just one of 
these kinds of rules? What would be the costs and consequences to member firms 
of a “terms and conditions” rule, and what kinds of limitations should be placed on 
such a rule? 

17. FINRA’s authority to seek temporary cease and desist orders is limited to alleged 
violations of specific Exchange Act provisions, specific Exchange Act rules, and 
specific FINRA rules. It is also limited to circumstances in which the alleged violative 
conduct is likely to result in significant dissipation or conversion of assets or other 
significant harm to investors prior to the completion of the underlying disciplinary 
proceeding.54 Should FINRA consider expanding its authority to seek temporary 
cease and desist orders?   

In addition to comments responsive to these questions, FINRA invites comment on any 
other aspects of the rules that commenters wish to address. FINRA further requests any 
data or evidence in support of comments. While the purpose of this Notice is to obtain 
input as to whether or not the current rules are effective and efficient, FINRA also welcomes 
specific suggestions as to how the rules should be changed. 
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1.	 The	proposed	new	rule	establishing	expedited	
proceeding	procedures	for	regulating	activities	
under	proposed	Rule	4111	would	be	new	Rule	
9559	(Procedures	for	Regulating	Activities	Under	
Rule	4111);	current	Rule	9559	(Hearing	Procedures	
for	Expedited	Proceedings	Under	the	Rule	9550	
Series)	would	be	renumbered	as	Rule	9560.	
References	in	this	Notice	to	“new	Rule	9559”	are	to	
the	proposed	new	rule;	references	to	“Rule	9560”	
or	“the	Hearing	Procedures	Rule”	are	to	current	
Rule	9559.

2.	 Persons	submitting	comments	are	cautioned	that	
FINRA	does	not	redact	or	edit	personal	identifying	
information,	such	as	names	or	email	addresses,	
from	comment	submissions.	Persons	should	
submit	only	information	that	they	wish	to	make	
publicly	available.	See Notice to Members 03-73 
(Online	Availability	of	Comments)	(November	
2003)	for	more	information.

3.	 See	SEA	Section	19	and	rules	thereunder.	After	a	
proposed	rule	change	is	filed	with	the	SEC,	the	
proposed	rule	change	generally	is	published	for	
public	comment	in	the	Federal Register.	Certain	
limited	types	of	proposed	rule	changes	take	effect	
upon	filing	with	the	SEC.	See	SEA	Section	19(b)(3)	
and	SEA	Rule	19b-4.

4.	 For	example,	in	October	2018,	FINRA	announced	
plans	to	consolidate	its	Examination	and	Risk	
Monitoring	Programs,	integrating	three	separate	
programs	into	a	single,	unified	program	to	drive	
more	effective	oversight	and	greater	consistency,	
eliminate	duplication	and	create	a	single	point	of	
accountability	for	the	examination	of	firms.	That	
effort	is	well	underway,	and	FINRA	expects	the	
consolidation	will	bring	those	programs	under	a	
single	framework	designed	to	better	direct	and	
align	examination	resources	to	the	risk	profile	and	
complexity	of	member	firms.

5.	 For	example,	in	2015	FINRA’s	Office	of	the	
Chief	Economist	(OCE)	published	a	study	that	
examined	the	predictability	of	disciplinary	and	
other	disclosure	events	associated	with	investor	
harm	based	on	past	similar	events.	The	OCE	study	
showed	that	past	disclosure	events,	including	
regulatory	actions,	customer	arbitrations	and	
litigations	of	brokers,	have	significant	power	
to	predict	future	investor	harm.	See	Hammad	
Qureshi	&	Jonathan	Sokobin,	Do Investors Have 
Valuable Information About Brokers?	(FINRA	
Office	of	the	Chief	Economist	Working	Paper,		
Aug.	2015).	A	subsequent	academic	research	paper	
presented	evidence	that	suggests	a	higher	rate	
of	new	disciplinary	and	other	disclosure	events	is	
highly	correlated	with	past	disciplinary	and	other	
disclosure	events,	as	far	back	as	nine	years	prior.	
See Mark	Egan,	Gregor	Matvos,	&	Amit	Seru,		
The Market for Financial Adviser Misconduct,	J.		
Pol.	Econ.	127,	no.	1	(Feb.	2019):	233-295.

6.	 The	number	of	disclosure	events	correspond	to	
the	number	of	Registered	Person	and	Member	
Firm	Events	(defined	in	proposed	Rule	4111(i)(12))	
during	the	Evaluation	Period	(defined	in	proposed	
Rule	4111(i)(6)),	as	of	December	31,	2018.	As	per	
the	Evaluation	Period	definition,	all	final	events	are	
counted	over	the	prior	five	years,	and	all	pending	
events	are	counted	if	they	were	pending	as	of	
December	31,	2018.		

7.	 See FINRA	Rule	9800	Series	(Temporary	and	
Permanent	Cease	and	Desist	Orders).

8.	 See	Securities	Exchange	Act	Release	No.	83181	
(May	7,	2018),	83	FR	22107	(May	11,	2018)	(Notice	
of	Filing	and	Immediate	Effectiveness	of	File	No.	
SR-FINRA-2018-018).	

9.	 See Regulatory Notice 18-16.		

Endnotes
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10.	 The	term	“covered	pending	arbitration	claim”	is	
defined	in	proposed	Rule	4111(i)(2)	to	mean	an	
investment-related,	consumer	initiated	claim	filed	
against	the	member	or	its	associated	persons	
that	is	unresolved;	and	whose	claim	amount	
(individually	or,	if	there	is	more	than	one	claim,	
in	the	aggregate)	exceeds	the	member’s	excess	
net	capital.	The	claim	amount	includes	claimed	
compensatory	loss	amounts	only,	not	requests	for	
pain	and	suffering,	punitive	damages	or	attorney’s	
fees.	This	term	also	is	proposed	in	Regulatory 
Notice 18-06	(February	2018).	FINRA	anticipates	
that	the	term	would	be	amended	in	proposed	
Rule	4111(i)(2)	to	conform	to	any	final	definition	
adopted	under	the	proposal	in	Regulatory Notice 
18-06.	For	purposes	of	this	Notice,	the	term	
“unpaid	arbitration	awards”	also	includes	unpaid	
settlements	related	to	arbitrations.	

11.	 See IIROC	Consolidated	Rule	9208.

12.	 “Uniform	Registration	Forms”	mean	Forms	BD,	U4,	
U5	and	U6.		

13.	 See	proposed	Rule	4111(a)	and	(d).

14.	 This	part	of	the	Notice	uses	many	terms	that	are	
defined	in	proposed	Rule	4111(i).	The	terms	used	
have	the	meanings	as	defined	in	proposed	Rule	
4111(i).			

15.	 See supra	note	12.	One	of	the	event	categories,	
Member	Firm	Adjudicated	Events,	includes	events	
that	are	derived	from	customer	arbitrations	filed	
with	FINRA’s	dispute	resolution	forum.

16.	 “Registered	Person	Adjudicated	Events,”	defined	
in	proposed	Rule	4111(i)(4)(A),	means	any	one	
of	the	following	events	that	are	reportable	on	
the	registered	person’s	Uniform	Registration	
Forms:	(i)	a	final	investment-related,	consumer-
initiated	customer	arbitration	award	or	civil	
judgment	against	the	registered	person	in	
which	the	registered	person	was	a	named	party,	

or	was	a	“subject	of”	the	customer	arbitration	
award	or	civil	judgment;	(ii)	a	final	investment-
related,	consumer-initiated	customer	arbitration	
settlement,	civil	litigation	settlement	or	a	
settlement	prior	to	a	customer	arbitration	or	
civil	litigation	for	a	dollar	amount	at	or	above	
$15,000	in	which	the	registered	person	was	a	
named	party	or	was	a	“subject	of”	the	customer	
arbitration	settlement,	civil	judgment	settlement	
or	a	settlement	prior	to	a	customer	arbitration	
or	civil	litigation;	(iii)	a	final	investment-related	
civil	judicial	matter	that	resulted	in	a	finding,	
sanction	or	order;	(iv)	a	final	regulatory	action	that	
resulted	in	a	finding,	sanction	or	order,	and	was	
brought	by	the	SEC	or	Commodity	Futures	Trading	
Commission	(CFTC),	other	federal	regulatory	
agency,	a	state	regulatory	agency,	a	foreign	
financial	regulatory	authority,	or	a	self-regulatory	
organization;	or	(v)	a	criminal	matter	in	which	the	
registered	person	was	convicted	of	or	pled	guilty	
or	nolo	contendere	(no	contest)	in	a	domestic,	
foreign,	or	military	court	to	any	felony	or	any	
reportable	misdemeanor.			

17.	 “Registered	Person	Pending	Events,”	defined	in	
proposed	Rule	4111(i)(4)(B),	means	any	one	of	the	
following	events	associated	with	the	registered	
person	that	are	reportable	on	the	registered	
person’s	Uniform	Registration	Forms:	(i)	a	pending	
investment-related	civil	judicial	matter;	(ii)	a	
pending	investigation	by	a	regulatory	authority;	
(iii)	a	pending	regulatory	action	that	was	brought	
by	the	SEC	or	CFTC,	other	federal	regulatory	
agency,	a	state	regulatory	agency,	a	foreign	
financial	regulatory	authority,	or	a	self-regulatory	
organization;	or	(iv)	a	pending	criminal	charge	
associated	with	any	felony	or	any	reportable	
misdemeanor.	Registered	Person	Pending	Events	
does	not	include	pending	arbitrations,	pending	
civil	litigations,	or	consumer-initiated	complaints	
that	are	reportable	on	the	registered	person’s	
Uniform	Registration	Forms.
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18.	 “Registered	Person	Termination	and	Internal	
Review	Events,”	defined	in	proposed	Rule		
4111(i)(4)(C),	means	any	one	of	the	following	
events	associated	with	the	registered	person	
that	are	reportable	on	the	registered	person’s	
Uniform	Registration	Forms:	(i)	a	termination	in	
which	the	registered	person	voluntarily	resigned,	
was	discharged	or	was	permitted	to	resign	after	
allegations;	or	(ii)	a	pending	or	closed	internal	
review	by	the	member.

19.	 “Member	Firm	Adjudicated	Events,”	defined	
in	proposed	Rule	4111(i)(4)(D),	means	any	of	
the	following	events	that	are	reportable	on	the	
member	firm’s	Uniform	Registration	Forms,	or	are	
based	on	customer	arbitrations	filed	with	FINRA’s	
dispute	resolution	forum:	(i)	a	final	investment-
related,	consumer-initiated	customer	arbitration	
award	in	which	the	member	was	a	named	party;	
(ii)	a	final	investment-related	civil	judicial	matter	
that	resulted	in	a	finding,	sanction	or	order;	(iii)	a	
final	regulatory	action	that	resulted	in	a	finding,	
sanction	or	order,	and	was	brought	by	the	SEC	
or	CFTC,	other	federal	regulatory	agency,	a	state	
regulatory	agency,	a	foreign	financial	regulatory	
authority,	or	a	self-regulatory	organization;	or	
(iv)	a	criminal	matter	in	which	the	member	was	
convicted	of	or	pled	guilty	or	nolo	contendere	(no	
contest)	in	a	domestic,	foreign,	or	military	court	to	
any	felony	or	any	reportable	misdemeanor.

20.	 “Member	Firm	Pending	Events,”	defined	in	
proposed	Rule	4111(i)(4)(E),	means	any	one	of	the	
same	kinds	of	events	as	the	“Registered	Person	
Pending	Events,”	but	that	are	reportable	on	the	
member	firm’s	Uniform	Registration	Forms.

21.	 “Registered	Persons	Associated	with	Previously	
Expelled	Firms,”	defined	in	proposed	Rule	
4111(i)(4)(F),	means	any	registered	person	
registered	for	one	or	more	days	within	the	year	

prior	to	the	“Evaluation	Date”	(i.e.,	the	annual	
date	as	of	which	the	Department	calculates	
the	Preliminary	Identification	Metrics)	with	the	
member,	and	who	was	associated	with	one	or	
more	previously	expelled	firms	(at	any	time	in		
his/her	career).

22.	 For	each	of	the	six	Preliminary	Identification	
Metrics,	proposed	Rule	4111(i)(11)	establishes	
numeric	thresholds	for	seven	different	firm	sizes.	
Firm	sizes	are	based	on	the	number	of	registered	
persons,	and	range	from	members	that	have	1-4	
registered	persons	to	members	that	have	500	
or	more	registered	persons.	Thus,	the	proposal	
establishes	42	different	numeric	thresholds.		

23.	 “Registered	Person	and	Member	Firm	Events,”	
a	term	defined	in	proposed	Rule	4111(i)(12),	
means	the	sum	of	events	in	the	following	five	
categories:	(i)	Registered	Person	Adjudicated	
Events;	(ii)	Registered	Person	Pending	Events;	
(iii)	Registered	Person	Termination	and	Internal	
Review	Events;	(iv)	Member	Firm	Adjudicated	
Events;	and	(v)	Member	Firm	Pending	Events.			

24.	 The	“Evaluation	Date”	is	defined	in	proposed	
Rule	4111(i)(5)	to	mean	the	date,	each	calendar	
year,	as	of	which	the	Department	calculates	the	
Preliminary	Identification	Metrics	to	determine	if	
the	member	firm	meets	the	Preliminary	Criteria	
for	Identification.	

25.	 OCE	has	tested	the	Preliminary	Criteria	for	
Identification,	including	the	Preliminary	
Identification	Metrics	Thresholds,	in	several	
ways.	For	example,	OCE	has	compared	the	firms	
captured	by	the	proposed	criteria	to	the	firms	that	
have	recently	been	expelled	or	that	have	unpaid	
arbitration	awards.	OCE	also	has	consulted	with	
Member	Supervision	staff	and	examiners	about	
whether,	based	on	their	experience,	the	criteria	
identifies	firms	that	appear	to	present	high	risks	
to	investors.				
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26.	 See supra	note	10,	for	an	explanation	of	references	
in	this	Notice	to	the	term	“unpaid	arbitration	
awards.”

27.	 See supra	note	1,	for	explanations	of	references	in	
this	Notice to	“new	Rule	9559”	and	references	to	
“Rule	9560”	or	the	“Hearing	Procedures	Rule.”

28.	 Proposed	new	Rule	9559(a)(1)	would	define	
the	“Rule	4111	Requirements”	to	mean	the	
requirements,	conditions,	or	restrictions	imposed	
by	a	Department	determination	under	proposed	
Rule	4111.		

29.	 See supra	note	1,	for	explanations	of	references	in	
this	Notice	to	“new	Rule	9559”	and	references	to	
“Rule	9560”	or	the	“Hearing	Procedures	Rule.”

30.	 Proposed	amended	Rule	9560	contains	other	
related	timing	requirements	for	proceedings	
pursuant	to	proposed	new	Rule	9559.	

31.	 See FINRA	Rule	9560(q).

32.	 Attempts	to	collaterally	attack	final	matters	
are	also	precluded	in	other	FINRA	proceedings.		
Cf. Dep’t of Enforcement v. Amundsen,	Complaint	
No.	2010021916601,	2012	FINRA	Discip.	LEXIS	54,	
at	*21-24	(FINRA	NAC	Sept.	20,	2012)	(rejecting	
respondent’s	attempt	to	collaterally	attack	a	
judgment	that	was	required	to	be	disclosed	on	
Form	U4),	aff’d,	Exchange	Act	Release	No.	69406,	
2013	SEC	LEXIS	1148	(Apr.	18,	2013),	aff’d,	575	F.	
App’x	1	(D.C.	Cir.	2014);	Membership Continuance 
Application of Member Firm,	Application	No.	
20060058633,	2007	FINRA	Discip.	LEXIS	31,	at	*51	
(July	2007)	(holding,	in	a	membership	proceeding,	
that	a	firm	may	not	address	its	and	its	FINOP’s	
past	disciplinary	history	by	collaterally	attacking	
those	past	violations)	(citing	BFG Sec., Inc.,	55	S.E.C.	
276,	279	n.5	(2001));	Jan Biesiadecki,	53	S.E.C.	182,	
185	(1997)	(describing,	in	eligibility	proceedings,	
FINRA’s	long-standing	policy	of	prohibiting	
collateral	attacks	on	underlying	disqualifying	
events).

33.	 See	IIROC	Consolidated	Rule	9208;	see also	IIROC	
Notice	17-0010,	at	pp.	2,	14	(Jan.	12,	2017)	(IIROC	
Compliance	Priorities),	available	at	www.iiroc.ca/
Documents/2017/2461049c-03b1-4bfa-ba16-
2ac05bd59ab4_en.pdf.

34.	 See, e.g.,	Roland	Strausz,	Delegation of Monitoring 
in a Principal-Agent Relationship,	Rev.	Econ.	Stud.	
64(3):337-57	(July	1997).	The	paper	shows	that	
in	a	standard	principal-agent	framework,	the	
delegation	of	monitoring	by	the	principal	(e.g.,	
a	regulator)	to	the	agent	(e.g.,	a	firm)	can	be	
economically	efficient	for	both	parties.				

35.	 See supra	note	5.

36.	 Investors	may	also	file	claims	in	courts	or	other	
dispute	resolution	forums.	Successful	claimants	
in	these	forums	may	face	similar	challenges	
associated	with	collecting	awards	or	judgments.

37.	 As	discussed	above,	recent	studies	provide	
evidence	of	predictability	of	future	regulatory-
related	events	for	brokers	and	firms	with	a	history	
of	past	regulatory-related	events.	As	a	result,	
brokers	and	firms	with	a	history	of	past	regulatory-
related	events	pose	greater	risk	of	future	harm	to	
their	customers	than	other	brokers	and	firms.

38.	 For	example,	for	each	of	the	six	Preliminary	
Identification	Metrics,	the	Preliminary	
Identification	Metrics	Threshold	was	chosen	to	
capture	1%	-	5%	of	the	firms	with	the	highest	
number	of	events	per	registered	broker	or	the	
highest	concentrations	of	Registered	Persons	
Associated	with	Previously	Expelled	Firms,	in	
respective	firm-size	categories.

39.	 FINRA	defines	a	small	firm	as	a	member	with	
at	least	one	and	no	more	than	150	registered	
persons,	a	mid-size	firm	as	a	member	with	at	least	
151	and	no	more	than	499	registered	persons,	
and	a	large	firm	as	a	member	with	500	or	more	
registered	persons. See FINRA	By-Laws,	Article	I.
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40.	 For	example,	subjecting	firms	that	are	less	likely	to	
pose	a	risk	to	customers	to	the	proposed	Restricted	
Deposit	Requirement	or	other	obligations	would	
impose	additional	and	unwarranted	costs	on	these	
firms,	their	brokers	and	their	customers.

41.	 In	order	to	evaluate	the	effectiveness	of	the	
proposed	criteria	at	identifying	firms	that	pose	
greater	risks,	FINRA	examined	the	overlap	
between	the	firms	that	would	have	met	the	
Preliminary	Criteria	for	Identification	each	year	
during	the	review	period	and	the	firms	that	were	
subsequently	expelled,	associated	with	unpaid	
awards,	or	identified	by	Department	staff	as	
suitable	candidates	for	additional	obligations.	
Finally,	as	discussed	below,	FINRA	also	examined	
disclosure	events	associated	with	firms	that	would	
have	met	the	Preliminary	Criteria	for	Identification	
each	year	during	the	review	period,	subsequent	
to	meeting	the	criteria,	to	assess	the	extent	of	risk	
posed	by	these	firms.

42.	 Further,	as	discussed	above,	the	Department	
would	consider	unpaid	awards	as	one	of	the	
factors	in	determining	the	amount	of	the	
Restricted	Deposit	Requirement.	As	a	result,	
Restricted	Firms	would	have	additional	incentives	
to	pay	unpaid	arbitration	awards.

43.	 This	analysis	examines	firms	that	would	have	met	
the	Preliminary	Criteria	for	Identification	from	
2013	until	2016,	to	allow	sufficient	time	for	the	
“new”	events	to	resolve	in	the	post-identification	
period.

44.	 Certain	firms	would	have	met	the	criteria	in	
multiple	years	during	the	review	period.	The	183	
firms	discussed	in	the	text	correspond	to	the	
unique	number	of	firms	that	would	have	met	the	
criteria	in	one	or	more	years	during	the	review	
period.

45.	 Specifically,	FINRA	examined	and	counted	all	
Registered	Person	and	Member	Firm	Events	that	
occurred	any	time	after	the	firms	were	identified	
until	March	15,	2019.

46.	 These	costs	would	likely	vary	significantly	across	
firms.	Costs	would	depend	on	the	specific	
obligations	imposed	specific	to	the	firm	and	its	
business	model.	In	addition,	costs	could	escalate	if	
a	heightened	supervision	plan	applied	to	brokers	
that	serve	as	principals,	executive	managers,	
owners	or	in	other	senior	capacities.	Such	plans	
may	entail	re-assignments	of	responsibilities,	
restructuring	within	senior	management	and	
leadership,	and	more	complex	oversight	and	
governance	approaches.

47.	 For	example,	firms	may,	conservatively,	
overestimate	the	amount	of	the	required	deposit,	
and	withhold	the	use	of	additional	funds,	thereby	
losing	out	on	economic	opportunities	associated	
with	these	excess	funds,	until	FINRA	informs	these	
firms	of	their	actual	maximum	Restricted	Deposit	
Requirement.			

48.	 The	effect	of	the	no-stay	provision	is	that	imposed	
obligations	would	apply	immediately,	even	during	
the	pendency	of	any	hearing	request.	As	a	result,	
the	no-stay	provision	would	impose	direct	costs	on	
misidentified	firms.

49.	 For	example,	customers	may	file	complaints	that	
are	false	or	erroneous	and	such	complaints	may	
subsequently	be	withdrawn	by	the	customers	or	
get	dismissed	by	arbitrators	or	judges.

50.	 In	order	to	assess	the	impact	of	removing	
pending	events	from	the	Preliminary	Criteria	for	
Identification	and	restricting	the	criteria	solely	to	
final	events,	FINRA	examined	the	number	of	firms	
that	would	have	met	or	exceeded	at	least	one	
Preliminary	Identification	Metrics	Threshold	in	the	
Registered	Person	Adjudicated	Events,	Member	
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Firm	Adjudicated	Events,	or	Registered	Persons	
Associated	with	Expelled	Firms	categories,	during	
the	relevant	period.	This	analysis	showed	that	
the	number	of	firms	identified	by	this	alternative	
criteria	would	increase	from	60-98	firms	to	150-
220	firms,	each	year,	during	the	review	period.	
Similarly,	FINRA	estimates	the	number	of	firms	
that	would	have	met	or	exceeded	at	least	two	
thresholds	within	these	categories	to	be	50-75	
firms,	each	year,	during	the	review	period.		

51.	 Registered	Persons	In-Scope	include	all	persons	
registered	with	the	firm	for	one	or	more	days	
within	the	one	year	prior	to	the	Evaluation	Date.

52.	 This	is	consistent	with	the	time	period	used	for	
counting	“specified	risk	events”	in	Regulatory 
Notice 18-16.

53.	 These	alternatives	would	have	identified	
approximately	the	same	number	of	firms	as	
meeting	the	Preliminary	Criteria	for	Identification,	
during	the	review	period.

54.	 See	FINRA	Rules	9810(a),	9840(a).
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Attachment A 

Attachment A shows the text of the proposed rule change.  Proposed new language is 

underlined; proposed deletions are in brackets.1 

 

* * * * * 

4111.  Restricted Firm Obligations 

 (a)  General 

A member designated as a Restricted Firm shall be required, except as provided in 

paragraphs (e) and (f), to establish a Restricted Deposit Account and maintain in that 

account deposits of cash or qualified securities with an aggregate value that is not less 

than the member’s Restricted Deposit Requirement, and shall be subject to such 

conditions or restrictions on the member’s operations as determined by the Department to 

be necessary or appropriate for the protection of investors and in the public interest.  

(b)  Annual Calculation by FINRA of Preliminary Criteria for Identification  

For each member, the Department will compute annually (on a calendar-year 

basis) the Preliminary Identification Metrics to determine if the member meets the 

Preliminary Criteria for Identification.   

(c)  Initial Department Evaluation and One-Time Staff Reduction 

(1)  Initial Department Evaluation 

If the member is deemed to meet the Preliminary Criteria for 

Identification, the Department shall conduct an internal evaluation to determine 

whether (A) the member does not warrant further review under this Rule because 

1  FINRA is proposing that current FINRA Rule 9559 be renumbered to Rule 9560. 

Additional rule amendments would be needed to conform to the renumbered rule.  
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the Department has information to conclude that the computation of the member’s 

Preliminary Identification Metrics included disclosure events (and other 

conditions) that should not have been included because they are not consistent 

with the purpose of the Preliminary Criteria for Identification and are not 

reflective of a firm posing a high degree of risk.  The Department shall also 

consider whether the member has addressed the concerns signaled by the 

disclosure events or conditions or altered its business operations such that the 

Preliminary Criteria for Identification calculation no longer reflects the member’s 

current risk profile, or (B) except as provided in paragraph (c)(2), the member 

should proceed to a Consultation.  

(2)  One-Time Staff Reduction 

If the Department determines that the member meets the Preliminary 

Criteria for Identification and such member has met such criteria for the first time, 

such member may reduce its staffing levels to no longer meet the Preliminary 

Criteria for Identification within 30 business days after being informed by the 

Department.  The member shall provide evidence of the staff reduction to the 

Department identifying the terminated individuals.  Once the member has reduced 

staffing levels to no longer meet the Preliminary Criteria for Identification, it shall 
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not rehire in any capacity a person terminated to accomplish the staff reduction 

for a period of one year.   

(3)  Close-Out Review 

If the Department determines that the member no longer warrants further 

review in accordance with paragraph (c)(1)(A) or (c)(2), the Department shall 

close out the review of the member for such year. 

(d)  Consultation 

(1)  General 

If the Department determines that the member meets the Preliminary 

Criteria for Identification and should proceed to a Consultation, the Department 

shall conduct the Consultation to allow the member to demonstrate why it does 

not meet the Preliminary Criteria for Identification and should not be designated 

as a Restricted Firm.  If the member is designated as a Restricted Firm, the 

Department may require it to maintain the Restricted Deposit Requirement or be 

subject to such conditions or restrictions as the Department in its discretion shall 

deem necessary or appropriate for the protection of investors or in the public 

interest, or both.  The member bears the burden of demonstrating that it should 

not be designated as a Restricted Firm and should not be required to maintain the 

maximum Restricted Deposit Requirement.   

(A)  A member may overcome the presumption that it should be 

designated as a Restricted Firm by clearly demonstrating that the 

Department’s calculation that the member meets the Preliminary Criteria 

for Identification included events in the Disclosure Event and Expelled 

Firm Association Categories that should not have been included because 
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for example, they are duplicative, involving the same customer and the 

same matter, or are not sales practice related; and 

(B)  A member may overcome the presumption that it should be 

subject to the maximum Restricted Deposit Requirement by clearly 

demonstrating to the Department that the member would face significant 

undue financial hardship if it were required to maintain the maximum 

Restricted Deposit Requirement and that a lesser deposit requirement 

would satisfy the objectives of this Rule and be consistent with the 

protection of investors and the public interest; or that conditions and 

restrictions on the operations and activities of the member and its 

associated persons would address the concerns indicated by the 

Preliminary Criteria for Identification and protect investors and the public 

interest.   

(2)  Scheduling Consultation 

The Department shall provide a written letter to each member it 

determines should proceed to a Consultation of the date, time and place of the 

Consultation and shall coordinate with the member to schedule further meetings 

as necessary. 

(3)  Consultation Process 

In conducting its evaluation of whether a member should be designated as 

a Restricted Firm and subject to a Restricted Deposit Requirement, the 

Department shall consider: 

(A)  information provided by the member during any meetings as 

part of the Consultation; 
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(B)  relevant information or documents, if any, submitted by the 

member, in the manner and form prescribed by the Department, as shall be 

necessary or appropriate for the Department to review the computation of 

the Preliminary Criteria for Identification;  

(C)  a plan, if any, submitted by the member, in the manner and 

form prescribed by the Department, proposing in detail the specific 

conditions or restrictions that the member seeks to have the Department 

consider; 

(D)  such other information or documents as the Department may 

reasonably request in its discretion from the member related to the 

evaluation; and 

(E)  any other information the Department deems necessary or 

appropriate to evaluate the matter.    

(e)  Department Decision and Notice 

(1)  Department Decision 

Following the Consultation, but no later than 30 days from the date of the 

letter provided to the member under paragraph (d)(2), the Department shall render 

a Department Decision as follows:  

(A)  If the Department determines that the member has rebutted the 

presumption set forth in paragraph (d)(1)(A) that it should be designated 

as a Restricted Firm, the Department’s decision shall state that the firm 

shall not be designated as a Restricted Firm. 

(B)  If the Department determines that the member has failed to 

rebut the presumption set forth in paragraphs (d)(1)(A) and (d)(1)(B) that 
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it should be designated as a Restricted Firm that must maintain the 

maximum Restricted Deposit Requirement, the Department’s decision 

shall designate the member as a Restricted Firm and require the member 

to: (i) promptly establish a Restricted Deposit Account and deposit and 

maintain in that account the maximum Restricted Deposit Requirement; 

and (ii) implement and maintain specified conditions or restrictions, as the 

Department deems necessary or appropriate, on the operations and 

activities of the member and its associated persons to address the concerns 

indicated by the Preliminary Criteria for Identification and protect 

investors and the public interest. 

(C)  If the Department determines that the member has failed to 

rebut the presumption in paragraph (d)(1)(A) that it should be designated 

as a Restricted Firm but that it has rebutted the presumption in paragraph 

(d)(1)(B) that it must maintain the maximum Restricted Deposit 

Requirement, the Department shall designate the member as a Restricted 

Firm and shall: (i) impose no Restricted Deposit Requirement on the 

member or require the member to promptly establish a Restricted Deposit 

Account and deposit and maintain in that account a Restricted Deposit 

Requirement in such dollar amount less than the maximum Restricted 

Deposit Requirement as the Department deems necessary or appropriate; 

and (ii) require the member to implement and maintain specified 

conditions or restrictions, as the Department deems necessary or 

appropriate, on the operations and activities of the member and its 
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associated persons to address the concerns indicated by the Preliminary 

Criteria for Identification and protect investors and the public interest. 

(2)  Notice of Department Decision, No Stays 

No later than 30 days following the letter provided to the member under 

paragraph (d)(2), the Department shall issue a notice of the Department’s decision 

pursuant to Rule 9559 that states the obligations to be imposed on the member, if 

any, under this Rule 4111 and the ability of the member under Rule 9559 to 

request a hearing with the Office of Hearing Officers.  A timely request for a 

hearing shall not stay the effectiveness of the notice issued under Rule 9559, 

except that for a notice under Rule 9559(a) a member obligated to maintain a 

Restricted Deposit Requirement shall be required to maintain in a Restricted 

Deposit Account the lesser of 50% of its Restricted Deposit Requirement or 25% 

of its average excess net capital during the prior calendar year, until the Office of 

Hearing Officers or the NAC issues a written decision under Rule 9560; provided, 

however, that a member that has been re-designated as a Restricted Firm as set 

forth in paragraph (f)(2) and is already subject to a previously imposed Restricted 

Deposit Requirement shall be required to maintain the full amount of its 

Restricted Deposit Requirement until the Office of Hearing Officers or NAC 

issues a written decision under Rule 9560. 

(f)  Continuation or Termination of Restricted Firm Obligations 

(1)  Currently Designated Restricted Firms 

A member or Former Member that is currently designated as a Restricted 

Firm subject to the requirements of this Rule shall not be permitted to withdraw 

all or any portion of its Restricted Deposit Requirement, or seek to terminate or 
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modify any deposit requirement, conditions, or restrictions that have been 

imposed pursuant to this Rule, without the prior written consent of the 

Department.   

(2)  Re-Designation as a Restricted Firm 

Where a member has been designated as a Restricted Firm in one year and 

is determined to meet the Preliminary Criteria for Identification the following 

year in accordance with paragraph (b), the firm shall be re-designated as a 

Restricted Firm, and the obligations previously imposed on the member in 

accordance with this Rule shall remain effective and unchanged, unless either the 

member or the Department requests a Consultation in writing within 30 days of 

the date of the letter provided to the member under paragraph (d)(2), in which 

case the obligations previously imposed shall remain effective and unchanged 

unless and until the Department modifies or terminates them after the 

Consultation.  If a Consultation is conducted, there shall be a presumption that the 

Restricted Deposit Requirement and conditions or restrictions, if any, previously 

imposed on the member shall remain effective and unchanged absent a showing 

by the party seeking changes that the previously imposed obligations are no 

longer necessary or appropriate for the protection of investors or in the public 

interest.  If a Consultation is not timely requested, the member shall be subject to 

paragraph (f)(1).  

(3)  Previously Designated Restricted Firms 

A member or Former Member that is a Restricted Firm in one year, but 

does not meet the Preliminary Criteria for Identification or is not designated as a 

Restricted Firm the following year(s), shall no longer be subject to any deposit 
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requirement, conditions, or restrictions previously imposed on it under this Rule; 

provided, however, the member or Former Member shall not be permitted to 

withdraw any portion of its Restricted Deposit Requirement without submitting an 

application and obtaining the prior written consent of the Department.  Such 

application shall: 

(A)  be made in such form and manner as FINRA may prescribe;  

(B)  be accompanied by a copy of a current account statement for 

the member or Former Member’s Restricted Deposit Account;  

(C)  include a certification by the member’s or Former Member’s 

chief executive officer (or equivalent officer) stating the member’s or 

Former Member’s Restricted Deposit Requirement; the value of the cash 

or qualified securities on deposit in the member’s or Former Member’s 

Restricted Deposit Account; the value of cash or qualified securities on 

deposit in the member’s or Former Member’s Restricted Deposit Account 

that the member or Former Member is seeking the Department’s consent 

to withdraw; and 

(D)  include evidence that there are no “covered pending 

arbitration claims,” unpaid arbitration awards or unpaid settlements 

relating to arbitrations outstanding against the member or Former 

Member, or if there are any “covered pending arbitration claims,” unpaid 

arbitration awards or unpaid settlements relating to arbitrations 

outstanding provide a detailed description of such.   

After such review and investigation as it considers necessary or 

appropriate, the Department shall determine whether to authorize a withdrawal, in 
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part or whole, of cash or qualified securities from the member’s or Former 

Member’s Restricted Deposit Account.  There shall be a presumption that the 

Department shall require the member or Former Member to continue to maintain 

its Restricted Deposit Requirement if the member or Former Member has any 

“covered pending arbitration claims,” unpaid arbitration awards or unpaid 

settlements relating to arbitrations outstanding.  Within 30 days from the date the 

application is received by the Department, the Department shall issue a notice of 

the Department’s decision pursuant to Rule 9559.  

(g)  Books and Records 

Each member shall maintain records evidencing the member’s compliance with 

this Rule and any Restricted Deposit Requirement or conditions or restrictions imposed in 

accordance with this Rule, including without limitation, records relating to the calculation 

of the Preliminary Criteria for Identification, Consultation, the Restricted Deposit 

Account, conditions or restrictions imposed, and agreements with bank(s) or clearing 

firm(s), for a period of six years from the date the member is no longer subject to the 

requirements of this Rule.  In addition, a firm that is subject to a Restricted Deposit 

Requirement shall provide to the Department, upon its request, records, agreements and 

account statements that demonstrate the firm’s compliance with the Restricted Deposit 

Requirement.  

(h)  Notice of Failure to Comply 

FINRA may issue a notice pursuant to Rule 9559(b) directing a member that is 

not in compliance with the Restricted Deposit Requirement or the conditions or 

restrictions imposed by this Rule to suspend all or a portion of its business.  
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(i)  Definitions 

For purposes of this Rule, the following terms shall have the following meanings: 

(1)  The term “Consultation” means one or more meetings or consultations 

between the Department and a member that meets the Preliminary Criteria for 

Identification. 

(2)  The term “Covered Pending Arbitration Claim,”2 means an 

investment-related, consumer initiated claim filed against the member or its 

Associated Persons that is unresolved; and whose claim amount (individually or, 

if there is more than one claim, in the aggregate) exceeds the member’s excess net 

capital.  For purposes of this definition, the claim amount includes claimed 

compensatory loss amounts only, not requests for pain and suffering, punitive 

damages or attorney’s fees.  

(3)  The term “Department” means FINRA’s Department of Member 

Supervision.  

(4)  The term “Disclosure Event and Expelled Firm Association 

Categories” means the following categories of disclosure events and other 

information: 

(A)  “Registered Person Adjudicated Events” means any one of the 

following events that are reportable on the registered person’s Uniform 

Registration Forms: 

2  See Regulatory Notice 18-06 (April 2018).  The term “covered pending arbitration claim” 

is proposed in Regulatory Notice 18-06.  FINRA anticipates that the term would be 

amended in proposed Rule 4111 to conform to any final definition adopted under the 

proposal in Regulatory Notice 18-06. 
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(i)  a final investment-related, consumer-initiated customer 

arbitration award or civil judgment against the registered person in 

which the registered person was a named party or was a “subject 

of” the customer arbitration award or civil judgment; 

(ii)  a final investment-related, consumer-initiated customer 

arbitration settlement, civil litigation settlement or a settlement 

prior to a customer arbitration or civil litigation for a dollar amount 

at or above $15,000 in which the registered person was a named 

party or was a “subject of” the customer arbitration settlement, 

civil judgment settlement or a settlement prior to a customer 

arbitration or civil litigation; 

(iii)  a final investment-related civil judicial matter that 

resulted in a finding, sanction or order; 

(iv)  a final regulatory action that resulted in a finding, 

sanction or order, and was brought by the Commission or 

Commodity Futures Trading Commission (CFTC), other federal 

regulatory agency, a state regulatory agency, a foreign financial 

regulatory authority, or a self-regulatory organization; or 

(v)  a criminal matter in which the registered person was 

convicted of or pled guilty or nolo contendere (no contest) in a 

domestic, foreign, or military court to any felony or any reportable 

misdemeanor. 
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(B)  “Registered Person Pending Events” means any one of the 

following events associated with the registered person that are reportable 

on the registered person’s Uniform Registration Forms:  

(i)  a pending investment-related civil judicial matter;  

(ii)  a pending investigation by a regulatory authority; 

(iii)  a pending regulatory action that was brought by the 

Commission or CFTC, other federal regulatory agency, a state 

regulatory agency, a foreign financial regulatory authority, or a 

self-regulatory organization; or 

(iv)  a pending criminal charge associated with any felony 

or any reportable misdemeanor.  

(C)  “Registered Person Termination and Internal Review Events” 

means any one of the following events associated with the registered 

person that are reportable on the registered person’s Uniform Registration 

Forms:  

(i)  a termination in which the registered person voluntarily 

resigned, was discharged or was permitted to resign after 

allegations; or 

(ii)  a pending or closed internal review by the member. 

(D)  “Member Firm Adjudicated Events” means any of the 

following events that are reportable on the member’s Uniform 

Registration Forms, or are based on customer arbitrations filed with 

FINRA’s dispute resolution forum: 
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(i)  a final investment-related, consumer-initiated customer 

arbitration award in which the member was a named party; 

(ii)  a final investment-related civil judicial matter that 

resulted in a finding, sanction or order; 

(iii)  a final regulatory action that resulted in a finding, 

sanction or order, and was brought by the Commission or CFTC, 

other federal regulatory agency, a state regulatory agency, a 

foreign financial regulatory authority, or a self-regulatory 

organization; or 

(iv)  a criminal matter in which the member was convicted 

of or pled guilty or nolo contendere (no contest) in a domestic, 

foreign, or military court to any felony or any reportable 

misdemeanor. 

(E)  “Member Firm Pending Events” means any one of the 

following events that are reportable on the member’s Uniform 

Registration Forms: 

(i)  a pending investment-related civil judicial matter; 

(ii)  a pending investigation by a regulatory authority; 

(iii)  a pending regulatory action that was brought by the 

Commission or CFTC, other federal regulatory agency, a state 

regulatory agency, a foreign financial regulatory authority, or a 

self-regulatory organization; or 

(iv)  a pending criminal charge associated with any felony 

or any reportable misdemeanor. 
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(F)  “Registered Persons Associated with Previously Expelled 

Firms” means any registered person registered for one or more days within 

the year prior to the Evaluation Date with the member, and who was 

associated with one or more previously expelled firms (at any time in 

his/her career). 

(5)  The term “Evaluation Date” means the date, each calendar year, as of 

which the Department calculates the Preliminary Identification Metrics to 

determine if the member meets the Preliminary Criteria for Identification. 

(6)  The term “Evaluation Period” means the prior five years from the 

Evaluation Date, provided that for the Registered Person Pending Events and 

Member Firm Pending Events categories and pending internal reviews in the 

Registered Person Termination and Internal Review Events category, it would 

correspond to the Evaluation Date (and include all events that are pending as of 

the Evaluation Date).  

(7)  The term “Former Member” means an entity that has withdrawn or 

resigned its FINRA membership, or that has had its membership cancelled or 

revoked. 

(8)  The term “qualified security” has the meaning given it in SEA Rule 

15c3-3(a)(6). 

(9)  The term “Preliminary Criteria for Identification” means meeting the 

following conditions: 

(A)  Two or more of the member’s Preliminary Identification 

Metrics are equal to or more than the corresponding Preliminary 
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Identification Metrics Thresholds, and at least one of these metrics is 

amongst the following metrics:  

(i)  Registered Person Adjudicated Event Metric;  

(ii)  Member Firm Adjudicated Event Metric; and 

(iii)  Expelled Firm Association Metric; and 

(B)  The member has two or more Registered Person and Member 

Firm Events during the Evaluation Period. 

(10)  The term “Preliminary Identification Metrics” means the following 

six metrics that are based on the number of disclosure events (defined above) per 

Registered Persons In-Scope or percent of Registered Persons In-Scope associated 

with previously expelled firms: 

(A)  “Registered Person Adjudicated Event Metric” would be 

computed as the sum of Registered Person Adjudicated Events that 

reached a resolution during the Evaluation Period, across all Registered 

Persons In-Scope and divided by the number of Registered Persons In-

Scope.   

(B)  “Registered Person Pending Event Metric” would be 

computed as the sum of Registered Person Pending Events as of the 

Evaluation Date, across all Registered Persons In-Scope and divided by 

the number of Registered Persons In-Scope. 

(C)  “Registered Person Termination and Internal Review Event 

Metric” would be computed as the sum of Registered Person Termination 

and Internal Review Events that reached a resolution during the 

Evaluation Period and pending internal reviews by the member as of the 
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Evaluation Date, across all Registered Persons In-Scope and divided by 

the number of Registered Persons In-Scope. 

(D)  “Member Firm Adjudicated Event Metric” would be 

computed as the sum of Member Firm Adjudicated Events that reached a 

resolution during the Evaluation Period, across all Registered Persons In-

Scope and divided by the number of Registered Persons In-Scope. 

(E)  “Member Firm Pending Event Metric” would be computed as 

the sum of Member Firm Pending Events as of the Evaluation Date, across 

all Registered Persons In-Scope and divided by the number of Registered 

Persons In-Scope. 

(F)  “Expelled Firm Association Metric” would be computed as the 

sum of Registered Persons Associated with Previously Expelled Firms, 

divided by the number of Registered Persons In-Scope.  

(11)  The term “Preliminary Identification Metrics Thresholds” means the 

following thresholds corresponding to each of the six Preliminary Identification 

Metrics. 
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 (12)  The term “Registered Person and Member Firm Events” means the 

sum of the following categories of defined events during the Evaluation Period: 

(A)  Registered Person Adjudicated Events; 

(B)  Registered Person Pending Events; 

(C)  Registered Person Termination and Internal Review Events; 

(D)  Member Firm Adjudicated Events; and 

(E)  Member Firm Pending Events. 

(13)  The term “Registered Persons In-Scope” means all persons registered 

with the firm for one or more days within the one year prior to the Evaluation 

Date. 

(14)  The term “Restricted Deposit Account” means an account in the 

name of the member: 

(A)  at a bank (as defined in Section 3(a)(6) of the Exchange Act) 

or the member’s clearing firm; 

(B)  subject to an agreement in which the bank or the member’s 

clearing firm, as applicable, agrees: 

(i)  not to permit withdrawals (other than withdrawals of 

interest or the withdrawal of qualified securities or cash after and 

on the same day as the deposit of cash or qualified securities of 

equal value) from the Restricted Deposit Account without the prior 

written consent of FINRA; 

(ii)  to keep the account separate from any other accounts 

maintained by the member with the bank or clearing firm;  
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(iii)  that the cash or securities on deposit in the account 

will at no time be used directly or indirectly as security for a loan 

to the member by the bank or clearing firm and will not be subject 

to any set-off, right, charge, security interest, lien, or claim of any 

kind in favor of the bank, clearing firm or any person claiming 

through the bank or clearing firm; 

(iv)  that if the member becomes a Former Member, the 

Restricted Deposit Requirement in the Restricted Deposit Account 

shall be maintained and the bank or clearing firm will not permit 

withdrawals from the Restricted Deposit Account without the prior 

written consent of FINRA as set forth in paragraph (f)(3); and  

(v)  that FINRA is a third-party beneficiary to such 

agreement and that such agreement may not be amended without 

the prior written consent of FINRA; and 

(C)  not subject to any right, charge, security interest, lien or claim 

of any kind granted by the member. 

(15)  The term “Restricted Deposit Requirement” means the deposit to be 

maintained by the member as follows:  

(A)  the specific maximum Restricted Deposit Requirement for a 

member, determined by the Department taking into consideration the 

nature of the firm’s operations and activities, annual revenues, 

commissions, net capital requirements, the number of offices and 

registered persons, the nature of the disclosure events counted in the 

numeric thresholds, the amount of any “covered pending arbitration 
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claims,” unpaid arbitration awards or unpaid settlements related to 

arbitrations, and concerns raised during FINRA exams.  Based on a review 

of these factors, the Department would determine a maximum Restricted 

Deposit Requirement for the member that would be consistent with the 

objectives of this Rule, but would not significantly undermine the 

continued financial stability and operational capability of the firm as an 

ongoing enterprise over the next 12 months; or 

(B)  the amount, adjusted after the Consultation, determined by the 

Department; and  

(C)  with respect to a Former Member, the Restricted Deposit 

Requirement last calculated pursuant to paragraph (i)(15)(A) or (15)(B) 

when the firm was a member. 

(16)  The term “Restricted Firm” means each member that is designated as 

such in accordance with paragraphs (e)(1)(B) and (e)(1)(C). 

(17)  The term “Uniform Registration Forms” means the Forms BD, U4, 

U5 and U6, as applicable. 

• • • Supplementary Material: --------------  

.01  Net Capital Treatment of the Deposits in the Restricted Deposit Account   

 Because of the restrictions on withdrawals from a Restricted Deposit Account, 

deposits in such an account cannot be readily converted into cash and therefore shall be 

deducted in determining the member’s net capital under SEA Rule 15c3-1 and Rule 4110. 

.02  Compliance with Rule 1017 

  Nothing in this Rule shall be construed as altering in any manner a member’s 

obligations under Rule 1017. 
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* * * * * 

9559.  Procedures for Regulating Activities Under Rule 4111 

 (a)  Notices Under Rule 4111 

 (1)  Notice of Requirements or Restrictions 

 FINRA’s Department of Member Supervision (“Department”) shall issue 

a notice of its determination under Rule 4111 that a firm is a Restricted Firm and 

the requirements, conditions or restrictions to which the Restricted Firm is subject 

(hereinafter, collectively referred to as the “Rule 4111 Requirements”). 

 (2)  Service of Notice 

 FINRA staff shall serve the member subject to a notice issued under this 

Rule (or upon counsel representing the member, or other person authorized to 

represent others under Rule 9141, when counsel or other person authorized to 

represent others under Rule 9141 agrees to accept service for the member) by 

facsimile, email, overnight courier or personal delivery.  Papers served on a 

member, counsel for such member, or other person authorized to represent others 

under Rule 9141 by overnight courier or personal delivery shall conform to 

paragraphs (a)(1) and (3) and, with respect to a member, (b)(2) of Rule 9134.  

Papers served on a member by facsimile shall be sent to the member’s facsimile 

number listed in the FINRA Contact System submitted to FINRA pursuant to 

Article 4, Section III of the FINRA By-Laws, except that, if FINRA staff has 

actual knowledge that a member’s FINRA Contact System facsimile number is 

out of date, duplicate copies shall be sent to the member by overnight courier or 

personal delivery in conformity with paragraphs (a)(1) and (3) and (b)(2) of Rule 

9134.  Papers served on a member by email shall be sent to the member’s email 

Page 303 of 596



address listed in the FINRA Contact System submitted to FINRA pursuant to 

Article 4, Section III of the FINRA By-Laws and shall also be served by either 

overnight courier or personal delivery in conformity with paragraphs (a)(1) and 

(3) and (b)(2) of Rule 9134.  Papers served on counsel for a member, or other 

person authorized to represent others under Rule 9141 by facsimile or email shall 

be sent to the facsimile number or email address that counsel or other person 

authorized to represent others under Rule 9141 provides and shall also be served 

by either overnight courier or personal delivery in conformity with paragraphs 

(a)(1) and (3) of Rule 9134.  Service is complete upon sending the notice by 

facsimile or email, sending the notice by overnight courier or delivering it in 

person, except that, where duplicate service is required, service is complete upon 

sending the duplicate service. 

 (3)  Contents of Notice 

 A notice issued under this Rule shall include the Department’s 

determinations under Rule 4111 and state the specific grounds and include the 

factual basis for the FINRA action.  The notice shall state when the FINRA action 

will take effect.  The notice shall state that the respondent may file a written 

request for a hearing with the Office of Hearing Officers pursuant to Rule 9560.  

The notice also shall inform the respondent of the applicable deadline for filing a 

request for a hearing and shall state that a request for a hearing must set forth with 

specificity the basis for eliminating any Rule 4111 Requirements.  In addition, the 

notice shall explain that, pursuant to Rule 9560(n), a Hearing Officer may 

approve or withdraw any and all of the Rule 4111 Requirements, or remand the 

matter to the Department that issued the notice for further consideration of 
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specified matters, but may not modify any of the Rule 4111 Requirements 

imposed by the notice or impose any other obligations or restrictions available 

under Rule 4111. 

 (4)  Effectiveness of the Rule 4111 Requirements  

 The Rule 4111 Requirements imposed by a notice issued and served under 

paragraph (a) of this Rule are immediately effective; provided, however, that 

when a firm requests review of a Department determination under Rule 4111 that 

imposes a deposit requirement on the firm for the first time, the firm shall be 

required to deposit only 50% of its restricted deposit requirement or 25% of its 

average excess net capital over the prior year, whichever is less, while the hearing 

is pending.  The Rule 4111 Requirements, and the partial deposit requirement 

required by Rule 4111 and this paragraph, shall remain in effect while the hearing 

is pending.  

 (5)  Request for Hearing 

 A member served with a notice under paragraph (a) of this Rule may file 

with the Office of Hearing Officers a written request for a hearing pursuant to 

Rule 9560.  A request for a hearing shall be made within seven days after service 

of the notice issued under this Rule.  A request for a hearing must set forth with 

specificity the basis for eliminating any Rule 4111 Requirements.  

 (6)  Failure to Request Hearing 

 If a member does not timely request a hearing, the notice under paragraph 

(a) of this Rule shall constitute final FINRA action. 
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(b)  Notice for Failure to Comply with the Rule 4111 Requirements 

 (1)  Notice of Suspension or Cancellation   

 If a member fails to comply with any Rule 4111 Requirements imposed 

under this Rule, the Department, after receiving authorization from FINRA’s 

Chief Executive Officer or such other executive officer as the Chief Executive 

Officer may designate, may issue a suspension or cancellation notice to such 

member stating that the failure to comply with the Rule 4111 Requirements 

within seven days of service of the notice will result in a suspension or 

cancellation of membership. 

 (2)  Service of Notice 

 FINRA staff shall serve the member subject to a notice issued under 

paragraph (b) in accordance with the service provisions in paragraph (a)(2). 

 (3)  Contents of Notice 

 The notice shall explicitly identify the Rule 4111 Requirements with 

which the firm is alleged to have not complied and shall contain a statement of 

facts specifying the alleged failure.  The notice shall state when the suspension 

will take effect and explain what the respondent must do to avoid such 

suspension.  The notice shall state that the respondent may file a written request 

for a hearing with the Office of Hearing Officers pursuant to Rule 9560.  The 

notice also shall inform the respondent of the applicable deadline for filing a 

request for a hearing and shall state that a request for a hearing must set forth with 

specificity any and all defenses to the FINRA action.  In addition, the notice shall 

explain that, pursuant to Rules 8310(a) and 9560(n), a Hearing Officer may 
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approve or withdraw the suspension or cancellation of membership, and may 

impose any other fitting sanction.  

 (4)  Effective Date of Suspension or Cancellation 

 The suspension or cancellation referenced in a notice issued and served 

under paragraphs (b)(1) and (b)(2) shall become effective seven days after service 

of the notice, unless stayed by a request for hearing pursuant to Rule 9560.   

 (5)  Request for a Hearing 

 A member served with a notice under paragraphs (b)(1) and (b)(2) may 

file with the Office of Hearing Officers a written request for a hearing pursuant to 

Rule 9560.  A request for a hearing shall be made before the effective date of the 

notice, as indicated in paragraph (b)(4) of this Rule.  A request for a hearing must 

set forth with specificity any and all defenses to the FINRA action. 

 (6)  Failure to Request Hearing 

 If a member does not timely request a hearing, the suspension or 

cancellation specified in the notice shall become effective seven days after the 

service of the notice and the notice shall constitute final FINRA action. 

 (7)  Request for Termination of the Suspension 

 A member subject to a suspension imposed after the process described in 

paragraphs (b)(1) through (6) of this Rule may file a written request for 

termination of the suspension on the ground of full compliance with the notice or 

decision.  Such request shall be filed with the head of the Department.  The head 

of the Department may grant relief for good cause shown. 
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• • • Supplementary Material: --------------  

.01  Application to Former Members Under Rule 4111 

For purposes of this Rule, the term member also shall include a “Former 

Member” as defined in Rule 4111(i) as applicable. 

* * * * * 

[9559]9560.  Hearing Procedures for Expedited Proceedings Under the Rule 9550 

Series 

(a)  Applicability 

The hearing procedures under this Rule shall apply to a member, person 

associated with a member, person subject to FINRA’s jurisdiction or other person who is 

served with a notice issued under the Rule 9550 Series and who timely requests a hearing 

or who is served with a petition instituting an expedited proceeding under Rule 9556(h).  

For purposes of this Rule, such members or persons shall be referred to as respondents. 

(b)  Computation of Time 

Rule 9138 shall govern the computation of time in proceedings brought under the 

Rule 9550 Series, except that intermediate Saturdays, Sundays and Federal holidays shall 

be included in the computation in proceedings brought under Rules 9556 through 

[9558]9559, unless otherwise specified. 

(c)  Stays 

(1)  Unless the Chief Hearing Officer or the Hearing Officer assigned to 

the matter orders otherwise for good cause shown, a timely request for a hearing 

shall stay the effectiveness of a notice issued under Rules 9551 through 9556 and 

9559(b), except that: (A) the effectiveness of a notice of a limitation or 

prohibition on access to services offered by FINRA or a member thereof under 
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Rule 9555 with respect to services to which the member or person does not have 

access shall not be stayed by a request for a hearing; and (B) this paragraph has no 

applicability to a petition instituting an expedited proceeding under Rule 9556(h). 

(2)  A timely request for a hearing shall stay the effectiveness of a notice 

issued under Rule 9557 for ten business days after service of the notice or until 

the Office of Hearing Officers issues a written order under Rule 

[9559]9560(o)(4)(A) (whichever period is less), unless FINRA’s Chief Executive 

Officer (or such other executive officer as the Chief Executive Officer may 

designate) determines that a notice under Rule 9557 shall not be stayed. Where a 

notice under Rule 9557 is stayed by a request for a hearing, such stay shall remain 

in effect only for ten business days after service of the notice or until the Office of 

Hearing Officers issues a written order under Rule [9559]9560(o)(4)(A) 

(whichever period is less) and shall not be extended. 

(3)  A timely request for a hearing shall not stay the effectiveness of a 

notice issued under Rule 9558, unless the Chief Hearing Officer or the Hearing 

Officer assigned to the matter orders otherwise for good cause shown. 

(4)  A timely request for a hearing shall not stay the effectiveness of a 

notice issued under Rule 9559(a). 

(d)  Appointment and Authority of Hearing Officer and[/or] Hearing Panel 

(1)  For proceedings initiated under Rules 9553, 9554, [and] 9556(h) and 

9559, the Chief Hearing Officer shall appoint a Hearing Officer to preside over 

and act as the sole adjudicator for the matter. 

(2)  For proceedings initiated under Rules 9551, 9552, 9555, 9556 (except 

Rule 9556(h)), 9557 and 9558, the Chief Hearing Officer shall appoint a Hearing 
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Panel composed of a Hearing Officer and two Panelists.  The Hearing Officer 

shall serve as the chair of the Hearing Panel. For proceedings initiated under 

Rules 9551, 9552, 9555, 9556 (except Rule 9556(h)) and 9558, the Chief Hearing 

Officer shall select as Panelists persons who meet the qualifications delineated in 

Rules 9231 and 9232.  For proceedings initiated under Rule 9557, the Chief 

Hearing Officer shall select as Panelists current or former members of the FINRA 

Financial Responsibility Committee. 

(3)  Rules 9231(e), 9233 and 9234 shall govern disqualification, recusal or 

withdrawal of a Hearing Officer or, if applicable, Hearing Panelist. 

(4)  A Hearing Officer appointed pursuant to this provision shall have 

authority to do all things necessary and appropriate to discharge his or her duties 

as set forth under Rules 9235 and 9280. 

(5)  Hearings under the Rule 9550 Series shall be held by telephone 

conference, unless the Hearing Officer orders otherwise for good cause shown. 

(6)  For good cause shown, or with the consent of all of the parties to a 

proceeding, the Hearing Officer or, if applicable, the Hearing Panel may extend or 

shorten any time limits prescribed by this Rule other than those relating to Rule 

9557. 

(e)  Consolidation or Severance of Proceedings 

Rule 9214 shall govern the consolidation or severance of proceedings, except that, 

where one of the notices that are the subject of consolidation under this Rule requires that 

a hearing be held before a Hearing Panel, the hearing of the consolidated matters shall be 

held before a Hearing Panel.  Where two consolidated matters contain different timelines 

under this Rule, the Chief Hearing Officer or Hearing Officer assigned to the matter has 
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discretion to determine which timeline is appropriate under the facts and circumstances of 

the case.  Where one of the consolidated matters includes an action brought under a Rule 

that does not permit a stay of the effectiveness of the notice or where FINRA’s Chief 

Executive Officer (or such other executive officer as the Chief Executive Officer may 

designate), in the case of Rule 9557, or Hearing Officer, in the case of Rule 9558(d), 

determines that a request for a hearing shall not stay the effectiveness of the notice, the 

limitation, prohibition, condition, requirement, restriction, obligation or suspension 

specified in the notice, or the partial deposit requirement specified in Rule 9559(a)(4), 

shall not be stayed pending resolution of the case.  Where one of the consolidated matters 

includes an action brought under Rule 9557 that is stayed for up to ten business days, the 

requirement [and/]or restriction specified in the notice shall not be further stayed. 

(f)  Time of Hearing 

(1)  A hearing shall be held within five business days after a respondent 

subject to a notice issued under Rule 9557 files a written request for a hearing 

with the Office of Hearing Officers. 

(2)  A hearing shall be held within ten days after a respondent is served a 

petition seeking an expedited proceeding issued under Rules 9556(h). 

(3)  A hearing shall be held within 14 days after a respondent subject to a 

notice issued under Rules 9556 (except Rule 9556(h)), [and] 9558 or 9559(b) files 

a written request for a hearing with the Office of Hearing Officers. 

(4)  A hearing shall be held within 30 days after a respondent subject to a 

notice issued under Rules 9551 through 9555 files a written request for a hearing 

with the Office of Hearing Officers. 
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(5)  A hearing shall be held within 30 days after a respondent subject to a 

notice issued under Rule 9559(a) files a written request for a hearing with the 

Office of Hearing Officers. 

([5]6)  The timelines established by paragraphs (f)(1) through (f)(5[4]) 

confer no substantive rights on the parties.  

(g)  Notice of Hearing 

The Hearing Officer shall issue a notice stating the date, time, and place of the 

hearing as follows: 

(1)  At least two business days prior to the hearing in the case of an action 

brought pursuant to Rule 9557; 

(2)  At least six days prior to the hearing in the case of an action brought 

pursuant to Rule 9556(h); 

(3)  At least seven days prior to the hearing in the case of an action 

brought pursuant to Rules 9556 (except Rule 9556(h)), [and] 9558 or 9559(b); 

and 

(4)  At least 21 days prior to the hearing in the case of an action brought 

pursuant to Rules 9551 through 9555 or 9559(a). 

(h)  Transmission of Documents 

(1)  Not less than two business days before the hearing in an action 

brought under Rule 9557, not less than six days before the hearing in an action 

brought under Rule 9556(h), not less than seven days before the hearing in an 

action brought under Rules 9556 (except Rule 9556(h)), [and] 9558 or 9559(b), 

and not less than 14 days before the hearing in an action brought under Rules 

9551 through 9555 or 9559(a), FINRA staff shall provide to the respondent who 

Page 312 of 596



requested the hearing or the respondent who has received a petition pursuant to 

Rule 9556(h), by facsimile, email, overnight courier or personal delivery, all 

documents that were considered in issuing the notice unless a document meets the 

criteria of Rule 9251(b)(1)(A), (B), (C) or (b)(2). Documents served by facsimile 

or email shall also be served by either overnight courier or personal delivery.  A 

document that meets the criteria in this paragraph shall not constitute part of the 

record, but shall be retained by FINRA until the date upon which FINRA serves a 

final decision or, if applicable, upon the conclusion of any review by the SEC or 

the federal courts. 

(2)  Not less than two business days before the hearing in an action 

brought under Rule 9557, not less than three days before the hearing in an action 

brought under Rules 9556, [and] 9558 or 9559(b), and not less than seven days 

before the hearing in an action brought under Rules 9551 through 9555 or 

9559(a), the parties shall exchange proposed exhibit and witness lists.  The exhibit 

and witness lists shall be served by facsimile, email, overnight courier or personal 

delivery. Documents served by facsimile or email shall also be served by either 

overnight courier or personal delivery. 

(i)  Evidence 

Formal rules of evidence shall not apply to a hearing under this Rule Series. Rules 

9262 and 9263 shall govern testimony and the admissibility of evidence. 

(j)  Additional Information 

The Hearing Officer or, if applicable, the Hearing Panel may direct the Parties to 

submit additional information. 
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(k)  Record of Hearing 

Rule 9265 shall govern the requirements for the record of the hearing. 

(l)  Record of Proceeding 

Rule 9267 shall govern the record of the proceeding. 

(m)  Failure to Appear at a Pre-Hearing Conference or Hearing or to 

Comply with a Hearing Officer Order Requiring the Production of Information 

Failure of any respondent to appear before the Hearing Officer or, if applicable, 

the Hearing Panel at any status conference, pre-hearing conference or hearing, or to 

comply with any order of the Hearing Officer or, if applicable, Hearing Panel requiring 

production of information to support any defense to the notice or petition that respondent 

has raised, shall be considered an abandonment of the respondent’s defense and waiver of 

any opportunity for a hearing provided by the Rule 9550 Series. In such cases: 

(1)  The notice issued under the Rule 9550 Series shall be deemed to be 

final FINRA action. The Hearing Officer or, if applicable, the Hearing Panel may 

permit the hearing to go forward as to those parties who appear and otherwise 

comply with this Rule. 

(2)  The Hearing Officer may issue a default decision against a respondent 

who is the subject of a petition filed pursuant to Rule 9556(h) and may deem the 

allegations against that respondent admitted.  The contents of a default decision 

shall conform to the content requirements of Rule [9559]9560(p).  A respondent 

may, for good cause shown, file a motion to set aside a default.  Upon a showing 

of good cause, the Hearing Officer that entered the original order shall decide the 

motion.  If the Hearing Officer is not available, the Chief Hearing Officer shall 

appoint another Hearing Officer to decide the motion.  If a default decision is not 
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called for review pursuant to Rule [9559]9560(q), the default decision shall 

become the final FINRA action. 

(n)  Sanctions, Requirements, Costs and Remands 

(1)  In any action brought under the Rule 9550 Series, other than an action 

brought under Rule 9556(h), [or] Rule 9557 or Rule 9559, the Hearing Officer or, 

if applicable, the Hearing Panel may approve, modify or withdraw any and all 

sanctions, requirements, restrictions or limitations imposed by the notice and, 

pursuant to Rule 8310(a), may also impose any other fitting sanction. 

(2)  In an action brought under Rule 9556(h), the Hearing Officer may 

impose any fitting sanction. 

(3)  In an action brought under Rule 9557, the Hearing Panel shall approve 

or withdraw the requirements [and/]or restrictions imposed by the notice.  If the 

Hearing Panel approves the requirements [and/]or restrictions and finds that the 

respondent has not complied with all of them, the Hearing Panel shall impose an 

immediate suspension on the respondent that shall remain in effect unless FINRA 

staff issues a letter of withdrawal of all requirements [and/]or restrictions pursuant 

to Rule 9557(g)(2). 

(4)  The Hearing Officer or, if applicable, the Hearing Panel may impose 

costs pursuant to Rule 8330 regarding all actions brought under the Rule 9550 

Series. 

(5)  In any action brought under the Rule 9550 Series, other than an action 

brought under Rule 9556(h), or Rule 9557, the Hearing Officer or, if applicable, 

the Hearing Panel may remand the matter to the department or office that issued 

the notice for further consideration of specified matters. 
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(6)  In any action brought under Rule 9559(a), the Hearing Officer may 

approve or withdraw any and all of the Rule 4111 Requirements, or remand the 

matter to the Department that issued the notice for further consideration of 

specified matters, but may not modify any of the Rule 4111 Requirements 

imposed by the notice or impose any other requirements, obligations or 

restrictions available under Rule 4111.  In any action brought under Rule 9559(b), 

the Hearing Officer may approve or withdraw the suspension or cancellation of 

membership, and may impose any other fitting sanction. 

(o)  Timing of Decision 

(1)  Proceedings initiated under Rules 9553, [and] 9554 and 9559 

Within 60 days of the date of the close of the hearing, the Hearing Officer 

shall prepare a proposed written decision and provide it to the National 

Adjudicatory Council’s Review Subcommittee. 

(2)  Proceedings initiated under Rules 9556 and 9558 

Within 21 days of the date of the close of the hearing, the Hearing Officer 

shall prepare a proposed written decision that reflects the views of the Hearing 

Panel, as determined by majority vote, and provide it to the National Adjudicatory 

Council’s Review Subcommittee. 

(3)  Proceedings initiated under Rules 9551, 9552 and 9555 

Within 60 days of the date of the close of the hearing, the Hearing Officer 

shall prepare a proposed written decision that reflects the views of the Hearing 

Panel, as determined by majority vote, and provide it to the National Adjudicatory 

Council’s Review Subcommittee. 
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(4)  Proceedings initiated under Rule 9557 

(A)  Written Order 

Within two business days of the date of the close of the hearing, 

the Office of Hearing Officers shall issue a written order that reflects the 

Hearing Panel’s summary determinations, as decided by majority vote, 

and shall serve the Hearing Panel’s written order on the Parties.  The 

Hearing Panel’s written order under Rule 9557 is effective when issued.  

The Hearing Panel’s written order will be followed by a written decision 

explaining the reasons for the Hearing Panel’s summary determinations, as 

required by paragraphs (o)(4)(B) and (p) of this Rule. 

(B)  Written Decision 

Within seven days of the issuance of the Hearing Panel’s written 

order, the Office of Hearing Officers shall issue a written decision that 

complies with the requirements of paragraph (p) of this Rule and shall 

serve the Hearing Panel’s written decision on the Parties. 

(5)  If not timely called for review by the National Adjudicatory Council’s 

Review Subcommittee pursuant to paragraph (q) of this Rule, the Hearing 

Officer’s or, if applicable, the Hearing Panel’s written decision shall constitute 

final FINRA action.  For decisions issued under Rules 9551 through 9556, [and] 

9558 or 9559, the Office of Hearing Officers shall promptly serve the decision of 

the Hearing Officer or, if applicable, the Hearing Panel on the Parties and provide 

a copy to each FINRA member with which the respondent is associated. 

(6)  The timelines established by paragraphs (o)(1) through (5) confer no 

substantive rights on the parties. 
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(p)  Contents of Decision 

The decision, which for purposes of Rule 9557 means the written decision issued 

under paragraph (o)(4)(B) of this Rule, shall include: 

(1)  a statement describing the investigative or other origin of the notice 

issued under the Rule 9550 Series; 

(2)  the specific statutory or rule provision alleged to have been violated or 

providing the authority for the FINRA action; 

(3)  a statement setting forth the findings of fact with respect to any act or 

practice the respondent was alleged to have committed or omitted or any 

condition specified in the notice; 

(4)  the conclusions of the Hearing Officer or, if applicable, Hearing Panel 

regarding the alleged violation or condition specified in the notice; 

(5)  a statement of the Hearing Officer or, if applicable, Hearing Panel in 

support of the disposition of the principal issues raised in the proceeding; and 

(6)  a statement describing any sanction, requirement, obligation, 

restriction or limitation imposed, the reasons therefore, and the date upon which 

such sanction, requirement, obligation, restriction or limitation shall become 

effective, if they are not already effective. 

(q)  Call for Review by the National Adjudicatory Council 

(1)  For proceedings initiated under the Rule 9550 Series (other than Rule 

9557), the National Adjudicatory Council’s Review Subcommittee may call for 

review a proposed decision prepared by a Hearing Officer or, if applicable, 

Hearing Panel within 21 days after receipt of the decision from the Office of 

Hearing Officers.  For proceedings initiated under Rule 9557, the National 

Page 318 of 596



Adjudicatory Council’s Review Subcommittee may call for review a written 

decision issued under paragraph (o)(4)(B) of this Rule by a Hearing Panel within 

14 days after receipt of the written decision from the Office of Hearing Officers. 

Rule 9313(a) is incorporated herein by reference. 

(2)  If the Review Subcommittee calls the proceeding for review within 

the prescribed time, a Subcommittee of the National Adjudicatory Council shall 

meet and conduct a review not later than 40 days after the call for review.  The 

Subcommittee shall be composed pursuant to Rule 9331(a)(1).  The 

Subcommittee may elect to hold a hearing or decide the matter on the basis of the 

record made before the Hearing Officer or, if applicable, the Hearing Panel.  Not 

later than 60 days after the call for review, the Subcommittee shall make its 

recommendation to the National Adjudicatory Council.  Not later than 60 days 

after receipt of the Subcommittee’s recommendation, the National Adjudicatory 

Council shall serve a final written decision on the parties via overnight courier or 

facsimile.  The National Adjudicatory Council may affirm, modify or reverse the 

decision of the Hearing Officer or, if applicable, the Hearing Panel.  The National 

Adjudicatory Council also may impose any other fitting sanction, pursuant to 

Rule 8310(a), and may impose costs, pursuant to 8330.  In addition, the National 

Adjudicatory Council may remand the matter to the Office of Hearing Officers for 

further consideration of specified matters. 

(3)  For good cause shown, or with the consent of all of the parties to a 

proceeding, the Review Subcommittee, the National Adjudicatory Council 

Subcommittee or the National Adjudicatory Council may extend or shorten any 

time limits prescribed by this Rule other than those relating to Rule 9557. 
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(4)  The National Adjudicatory Council’s written decision shall constitute 

final FINRA action. 

(5)  The National Adjudicatory Council shall promptly serve the decision 

on the Parties and provide a copy of the decision to each FINRA member with 

which the respondent is associated. 

(6)  The timelines established by paragraphs (q)(1) through (5) confer no 

substantive rights on the parties. 

(r)  Application to SEC for Review 

The right to have any action pursuant to this Rule reviewed by the SEC is 

governed by Section 19 of the Exchange Act.  The filing of an application for review by 

the SEC shall not stay the effectiveness of final FINRA action, unless the SEC otherwise 

orders. 

* * * * * 
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Proposed Rule 4111 (Restricted Firm Obligations)

Annual Preliminary Criteria for Identification Calculation by FINRA’s Department 
of Member Supervision (Department)

The numeric thresholds for the criteria are based on (i) several categories of events and conditions 
of broker and firm disclosures; (ii) firm sizes; and (iii) lookback periods.

ALL MEMBER FIRMS

 Maximum Restricted Deposit Requirement
The Department will tailor the firm’s maximum 

Restricted Deposit Requirement based on the firm’s 
size, operations and financial conditions.

Candidate Consultation Process
• The Department will conduct a consultation with the firm to determine

if the firm should be designated as a Restricted Firm (RF)

• Presumption that the firm will be designated as an RF and subject 
to the maximum restricted deposit amount, the firm can provide 
information to overcome the presumption

Department Decision
Department provides Notice of Determination to Firm

The Firm overcomes 
presumption and is NOT 

designated as an RF

Appeals Process
Proposed New Expedited Proceeding Rule

Firm Appeals
under proposed new Expedited 

Proceedings Rule–no stay of 
obligations, but maintain % of deposit

Firm Accepts Designation
 as RF and related obligations

Initial Evaluation by Department
The staff will review the events and the risk profile

of the firm to determine if the firm should not 
be subject to further review under the rule.

Firm Meets Preliminary Criteria for IdentificationFirm Does Not Meet 
Preliminary Criteria 

for Identification

No Obligations

Appeals

Accepts

Option to Reduce Staff
A firm that meets the preliminary criteria for the

first time has a one-time option to reduce staffing 
levels to below numeric thresholds

Does Not Undertake Staff Reduction

Accepts

Appeals

Undertakes
Staff 

Reduction

The Firm does not 
overcome presumption 

and is subject to 
maximum restricted 
deposit requirement 

and obligations

The Firm does not 
overcome presumption 

that it is an RF but 
demonstrates financial 
hardship and is subject 

to no or a lesser restricted 
deposit requirement 

and obligations

No 
Further 
Review

Yes Further Review Required

Attachment B
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Attachment C 

Examples of Maximum Restricted Deposit Requirements

Firm A 

Firm Description:  Firm A is a mid-sized member firm with an independent contractor model. It engages 
primarily in retail-focused business. A large percentage of the member’s revenues is derived from self-
offerings and private placements. A small percentage of its customers are foreign.

Financial Information: Firm A earned $25 million in gross revenues, including $10 million in commissions, 
over the last 12 months; has a $100,000 net capital requirement; and has maintained $550,000 in excess 
net capital (average over 12 months). Over the past five years, Firm A paid an average of 2% of total 
revenue in arbitration and customer settlements and litigations. The member has no unpaid arbitrations or 
settlements. 

Aggravating Circumstances: Firm A meets the Preliminary Identification Metrics Thresholds for the 
Registered Person Adjudicated Events Metric and the Registered Person Termination and Internal Review 
Events Metric, and 25% of its registered representatives have adjudicated event disclosures. Over the 
last four years, Firm A has doubled in size by hiring registered representatives and principals who have 
disciplinary histories or previously worked at heavily disciplined firms. Its primary products are of higher 
risk, and its recent examinations have shown ongoing supervisory deficiencies. 

Mitigating Factors: None.   

Maximum Restricted Deposit Requirement: In light of the above facts and circumstances, the Department 
would set Firm A’s maximum Restricted Deposit Requirement between $500,000 and $1,250,000. 
Considering the member firm’s recent rapid growth through the hiring of persons with disciplinary 
histories, its primary focus on selling high-risk products, and its ongoing supervisory deficiencies as 
identified in recent examinations, Firm A’s maximum Restricted Deposit Requirement would be set in the 
high end of the range ($750,000 - $1,250,000).        

Firm B

Firm Description: Firm B is a large member firm, with more than 500 registered representatives and more 
than 10 branch offices. It operates as an independent contractor model, with a decentralized management 
structure. Its predominant business lines are retail sales of OTC equities, underwriting, proprietary trading, 
and market making. A large percentage of its accounts are retail, and many accounts are owned by seniors.

Financial Information: Firm B earned $125 million in gross revenues, including $40 million in commissions, 
over the last 12 months; its minimum net capital requirement is $100,000; it has maintained excess net 
capital of $2 million (average over 12 months). Over the past five years, Firm B has paid an average of 
2% of total revenue in arbitration and customer settlements and litigations. The member has no unpaid 
arbitrations or settlements.

Aggravating Circumstances: Firm B meets the Preliminary Identification Metrics Thresholds for the 
Registered Person Adjudicated Event Metric and the Expelled Firm Association Metric. More than 5% of its 
public-facing registered representatives have adjudicated disclosure events; more than 25% of its registered 
representatives are from disciplined member firms; and 10 of its registered representatives have a history 
of significant misconduct. It hires representatives and principals from disciplined member firms. Firm B 
has high turnover at the control function level. FINRA’s last several cycle examinations have identified 
supervisory weaknesses, including inconsistencies in how branch offices are overseen and in oversight of 
registered representatives’ outside business activities.

Mitigating Factors: Firm B has recently appointed a new chief executive officer, and it has a substantial 
errors and omissions policy.   

Maximum Restricted Deposit Requirement: In light of the above facts and circumstances, the Department 
would set Firm B’s maximum Restricted Deposit Requirement between $1,725,000 - $5,750,000. 
Considering the aggravating and mitigating factors, Firm B’s maximum Restricted Deposit Requirement 
would be set above the midpoint of the range (>$3,737,500), but not at the high end of the range.        
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Firm C

Firm Description: Firm C is a small member firm. It introduces accounts on a fully-disclosed basis. Its 
business lines are sales of equities (including low-priced securities), options, and advisory services. Its 
accounts are retail accounts. Firm C’s owner is the chief executive officer, chief financial officer, and chief 
compliance officer. 

Financial Information: Firm C earned $175,000 in gross revenues (including $130,000 in commissions) over 
the past 12 months; its minimum net capital requirement is $5,000; it has maintained excess net capital of 
$9,000 (average over 12 months). It has no unpaid customer arbitration awards or settlements.

Aggravating Factors: Firm C meets the Preliminary Identification Metrics Thresholds for the Registered 
Person Adjudicated Event Metric and the Expelled Firm Association Metric. Firm C’s owner has 25 disclosure 
events, including several formal actions, regulatory actions, and suspensions. All of the member’s registered 
representatives have adjudicated events. Firm C sells penny stocks. 

Mitigating Factors: Firm C earns a low amount of revenue. It has not been required to pay any arbitration 
and customer settlements over the last five years. The firm’s most recent FINRA cycle examination resulted 
in no findings.

Maximum Restricted Deposit Requirement: In light of the above facts and circumstances, the Department 
would set Firm C’s maximum Restricted Deposit Requirement between $0 - $17,000. Considering the 
aggravating and mitigating factors, Firm C’s maximum Restricted Deposit Requirement would be set within 
the lower end of the range (<$6,000). 
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Attachment D-1: Number of Firms Meeting the Preliminary Criteria for Identification*

Number of Firms
Percentage of FINRA 

Registered Member Firms

2013 4,140 89 2.1%

2014 4,068 98 2.4%

2015 3,941 86 2.2%

2016 3,835 67 1.7%

2017 3,721 60 1.6%

2018 3,582 61 1.7%

* The statistics correspond to the number of firms that would have met the Preliminary Criteria for Identification 
as of year-end (December 31st) of the identification year.

Identification Year
Number of  FINRA 
Registered Member 

Firms

Firms Meeting the Preliminary Criteria for 
Identification
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Attachment D-2: Distribution of Firms Meeting the Preliminary Criteria for Identification by Firm Size*

Small Mid-Size Large Total Small Mid-Size Large

2013 4,140 84 4 1 89 94% 4% 1%

2014 4,068 92 4 2 98 94% 4% 2%

2015 3,941 79 5 2 86 92% 6% 2%

2016 3,835 61 5 1 67 91% 7% 1%

2017 3,721 54 6 0 60 90% 10% 0%

2018 3,582 55 6 0 61 90% 10% 0%

FINRA defines a small firm as a member with at least one and no more than 150 registered persons, a mid-size firm as a member with at 
least 151 and no more than 499 registered persons, and a large firm as a member with 500 or more registered persons. See FINRA By-Laws, 
Article I.

Identification 
Year

Number of FINRA 
Registered Member 

Firms

Firms Meeting the Preliminary Criteria for Identification

Number of Firms Percent of Total

* Firm sizes are computed using the number of registered persons at the end of each identification year, e.g. December 31st. 

Page 325 of 596



Identification Year
Number of Firms Meeting the 

Preliminary Criteria for 
Identification

Post-Identification Period
Number of "New" Registered Person and Member Firm 

Events in the Post-Identification Period

2013 89 2014-2018 1,859
(6.3x)**

2014 98 2015-2018 1,671
(7.5x)**

2015 86 2016-2018 1,287
(8.2x)**

2016 67 2017-2018 636
(9.2x)**

2013-2016 183*** 2014-2018 2,793

Attachment D-3: New Events (after identification) Associated with Firms Meeting the Preliminary Criteria for Identification

** The factors reported in parentheses represent a multiple for the average number of new events (on a per registered person basis) for firms that would have met the 
Preliminary Criteria for Identification relative to other firms. For example, the factor of 6.3x for 2013 shows that firms that met the Preliminary Criteria for 
Identification in 2013 had 6.3 times more new disclosure events (per registered person) in the years after identification (2014-2018) than other firms registered in 
2013.

* "New" events correspond to Registered Person and Member Firm Events that were identified or occurred after the firm’s identification, and do not include events 
that were pending at the time of identification and subsequently resolved. 

*** These 183 firms correspond to the unique number of firms that meet the Preliminary Criteria for Indentification in one or more years during this period. Some of 
these firms meet the criteria in multiple years during the 2013-2016 period.
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Exhibit 2b 

Alphabetical List of Written Comments 
Regulatory Notice 19-17 

 

1. Matthew Alex, Raphaella Arnaud, Karoline Silva, & Elissa Germaine, Investor 
Rights Clinic at Pace Law School (“PIRC”) (July 1, 2019) 

2. Charles R. Brettell, Brooklight Place Securities, Inc. (“Brooklight”) (June 12, 
2019) 

3. Richard J. Carlesco Jr., IBN Financial Services, Inc. (“IBN”) (June 6, 2019) 

4. Kevin M. Carroll, Securities Industry and Financial Markets Association 
(“SIFMA”) (July 1, 2019) 

5. Kwok C. Chiu (June 11, 2019) 

6. Colorado Financial Service Corporation (“Colorado FSC”) (June 7, 2019) 

7. Catherine M. Corrigan, Rockfleet Financial Services, Inc. (“Rockfleet”) (July 1, 
2019) 

8. Jerry Dempsey, Jr., Dempsey Lord Smith, LLC (“Dempsey”) (July 1, 2019) 

9. Scott A. Eichhorn, University of Miami School of Law Investor Rights Clinic 
(“MIRC”) (July 1, 2019) 

10. Michael H. Ference & Richard J. Babnick Jr., Sichenzia Ross Ference LLP 
(“Sichenzia”) (June 28, 2019) 

11. William F. Galvin, The Commonwealth of Massachusetts (“Massachusetts”) 
(June 28, 2019) 

12. Michael P. Gilmore, Moss & Gilmore LLP (“Moss & Gilmore”) (June 28, 2019) 

13. Owen Harnett, HLBS Law (“HLBS”) (July 1, 2019) 

14. Christopher A. Iacovella, American Securities Association (“ASA”) (August 6, 
2019) 

15. Julie E. Kamps, WestPark Capital Financial Services, LLC (“Westpark”) (July 1, 
2019) 

16. Dennis M. Kelleher & Lev Bagramian, Better Markets (“Better Markets”) (July 1, 
2019) 

17. Dochtor Kennedy, AdvisorLaw, LLC (“AdvisorLaw”) (May 28, 2019) 

18. Les Kern (May 3, 2019) 
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19. Clifford Kirsch & Eric Arnold, Committee of Annuity Insurers (“CAI”) (July 1, 
2019) 

20. Christine Lazaro & Samuel B. Edwards, Public Investors Arbitration Bar 
Association (“PIABA”) (July 1, 2019) 

21. Damian Maggio, Joseph Stone Capital, LCC (“Joseph Stone”) (June 28, 2019) 

22. David Marron, Richard Mayer & Christine Lazaro, Esq., St. John’s University 
School of Law Arbitration Clinic (“St. John’s SOL”) (July 1, 2019) 

23. David D. McNally, McNally Financial Services Corporation (“McNally”) (June 
27, 2019) 

24. Seth A. Miller, Cambridge Investment Research, Inc. (“Cambridge”) (July 1, 
2019)  

25. Ken Norensberg, Luxor Financial Group, Inc. (“Luxor”) (June 27, 2019)  

26. Michael Pieciak, North American Securities Administrators Association, Inc., 
(“NASAA”) (July 1, 2019) 

27. Dan Pisenti, Whitehall-Parker Securities, Inc. (“Whitehall”) (May 3, 2019) 

28. Mark Quinn, Cetera Financial Group, Inc. (“Cetera”) (July 1, 2019) 

29. Matthew Rothchild, EFS Advisors (“EFS”) (June 27, 2019) 

30. Damon D. Testaverde, William R. Hunt, Jr. & Joseph C. Cascarelli, Esq., 
Network 1 Financial Securities, Inc. (“Network 1”) (June 27, 2019) 

31. Robin M. Traxler, Financial Services Institute (“FSI”) (July 1, 2019) 

32. Jamie John Worden, Worden Capital Management, LLC (“Worden”) (June 30, 
2019) 



July 1, 2019 

VIA ELECTRONIC SUBMISSION 

Jennifer Piorko Mitchell 
Office of the Corporate Secretary 
FINRA 
1735 K Street, NW 
Washington, DC 20006-1506 

Re:  Regulatory Notice 19-17, Protecting Investors from Misconduct 

Dear Ms. Mitchell: 

The Investor Rights Clinic at Pace Law School, operating through John Jay Legal 
Services, Inc. (PIRC),1 welcomes the opportunity to comment on FINRA’s proposed new Rule 
4111 (Restricted Firm Obligations), which imposes additional obligations on firms with a 
significant history of misconduct. The proposed rule seeks to promote investor protection and 
market integrity by giving FINRA a tool to incentivize member firms to comply with regulatory 
requirements and to pay arbitration awards. To accomplish these goals, the proposed rule 
authorizes FINRA to identify firms that present a heightened risk of harm to investors through a 
multi-step process involving numeric-based threshold calculations. It then requires these firms to 
make deposits of cash or qualified securities that could not be withdrawn without FINRA’s prior 
written consent and to adhere to other conditions or restrictions on the member’s operations that 
FINRA deems necessary or appropriate to protect investors. 

PIRC supports FINRA’s efforts to protect investors from firms with a significant history 
of misconduct and views the rule as a positive step in this direction. However, we believe the 
rule should be refined, and we recommend broader measures to accomplish the goals set out in 
the Regulatory Notice. While the proposed numeric thresholds should identify many high-risk 
firms, we are concerned that some firms could try to mislead and underreport disclosures to stay 
below the numeric thresholds. Moreover, while the proposed financial obligations on Restricted 
Firms should help deter misconduct, we recommend that FINRA clarify the process for 

1 PIRC, which opened in 1997, is the nation’s first law school clinic in which law students, for academic credit and 
under close faculty supervision, provide pro bono representation to individual investors of modest means in 
arbitrable securities disputes. See Barbara Black, Establishing A Securities Arbitration Clinic: The Experience at 
Pace, 50 J. LEGAL EDUC. 35 (2000); see also Press Release 97-101, Securities Exchange Commission, SEC 
Announces Pilot Securities Arbitration Clinic To Help Small Investors – Levitt Response To Concerns Voiced At 
Town Meetings (Nov. 12 1997), available at http://www.sec.gov/news/press/pressarchive/1997/97-101.txt. 
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determining and using the restricted funds and more fully detail the other potential conditions or 
restrictions. Finally, PIRC supports the creation of an industry-funded national investor recovery 
pool to address the larger issue of unpaid awards and recommends investor education to deter 
serial misconduct by requiring member firms and registered representatives to provide 
BrokerCheck reports to customers. 
 
Identifying Restricted Firms Using Numeric-Based Thresholds 
 

To identify the firms that expose investors to high risk because of their history of 
significant misconduct, FINRA proposes using a multi-step, “funnel” process which begins with 
an annual calculation, based on six categories of broker and firms disclosures,2 to preliminarily 
identify firms that present a significantly higher risk to investors than a large percentage of the 
membership. FINRA proposes using numeric thresholds for seven different firm sizes to ensure 
that each member firm is compared to similarly sized peers. The identification process then 
involves an initial evaluation by FINRA to determine whether, despite preliminary identification, 
the member does not impose a sufficiently high level of risk to warrant further review. If further 
review is warranted, FINRA would provide a one-time option to reduce staffing levels to below 
the thresholds. FINRA also offers a consultation with the member firm to determine whether it 
should be considered Restricted, as well as the opportunity to appeal. Only after this thorough 
process would FINRA consider a member a Restricted Firm. 
 

As detailed in the Regulatory Notice, it appears that FINRA is cognizant of the most 
problematic and consistent offenders in the industry. The proposed rule uses numeric thresholds 
based on individual and firm disclosure events to identify these firms, while giving firms 
sufficient opportunity to avoid being mistakenly or wrongly identified as Restricted. 
Additionally, the one-time option to reduce risky staff has the added bonus of lowering the 
number of representatives who have repeatedly harmed investors. 
 

While PIRC supports the numeric-based threshold approach as a positive step towards 
identifying high-risk firms, we are concerned that firms may attempt to mislead and underreport 
required disclosures in an attempt to stay below the numeric thresholds. FINRA notes that the 
IIROC “terms and conditions” approach would capture member firms with substantial 
compliance failures that might not otherwise be captured by the threshold approach but declined 
to propose that approach at this time. We support any supplemental or alternative methods, such 
as the “terms and conditions” approach, that would identify high-risk firms that have evaded the 
numeric threshold approach. 
 

We are also concerned that the firms identified by the numeric-based threshold approach 
may underrepresent the number of firms and individuals with numerous disclosure events that 
have been expunged. It has been well established that, despite FINRA’s position that 
expungement of customer dispute information is an extraordinary measure, expungement is 
granted in the majority of cases in which it is requested. Thus, the numeric-based threshold 
criteria may not capture all of the firms or individuals with a significant and disproportionate 

2 These six categories are: Registered Person Adjudicated Events, Registered Person Pending Events, Registered 
Person Termination and Internal Review Events, Member Firm Adjudicated Events, Member Firm Pending Events, 
and Registered Person Associated with Previously Expelled Firms. 
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history of misconduct. Moreover, we echo PIABA’s concern that the numeric-based threshold 
approach could encourage unwarranted requests for expungement in an attempt to avoid the 
Restricted Firm designation. 

 
Industry objections that the proposed rule would disproportionately affect small firms are 

unwarranted, as the rule accounts for different firm sizes in its threshold calculations and should 
only identify firms that persistently hire individuals who pose a high risk to investors. 

 
Restricted Firm Financial Obligations 
 

Proposed Rule 4111 would give FINRA the authority to impose financial obligations on 
designated Restricted Firms by requiring them to make deposits of cash or qualified securities 
into a Restricted Deposit Account and maintain a minimum balance called the Restricted Deposit 
Requirement. FINRA will tailor the Restricted Deposit Requirement based on, among other 
factors, the nature of the firm’s operations and activities, annual revenue, net capital 
requirements, the number of offices and registered persons, the nature of the disclosure events 
captured by the numeric thresholds, and the amount of any covered pending arbitration claims or 
unpaid arbitration awards. Once funds are deposited in the restricted account, Restricted Firms 
could not withdraw them without FINRA’s prior consent. In addition to the Deposit 
Requirement, the proposed rule anticipates additional potential “conditions or restrictions.” 

 
PIRC generally supports the Restricted Firm financial obligations aspect of the proposed 

rule and believes it should help deter misconduct. However, the additional potential “conditions 
and restrictions” seem ambiguous, and it is unclear if and how FINRA will adjust a member’s 
Restricted Deposit Requirement if a member actually uses these funds to pay unpaid awards. 
 

The proposed financial obligations should help FINRA rein in Restricted Firms that shut 
down and reconstitute themselves in an attempt to avoid paying settlements and awards because 
members would need FINRA’s consent to withdraw funds from their Restricted Accounts. A 
member that becomes a former member would still have funds tied up in the previous firm’s 
Restricted Account and thus have less capital to work with upon attempted reconstitution. 
Although this aspect of the proposal should have a positive deterrent effect, we echo the concern 
raised by PIABA President Christine Lazaro that it could encourage gamesmanship among 
member firms to keep operating capital low.3 
 
Unpaid Arbitration Awards 

The Restricted Deposit Requirement should help address the issue of unpaid arbitration 
awards. However, while the proposed rule suggests that the funds subject to the Restricted 
Deposit Requirement should be used by member firms to pay unpaid arbitration awards, it does 
not state that they must be used for this purpose. We recommend making this a requirement. 

 

3 Christine Lazaro, FINRA Proposal to Restrict Recidivist Behavior a Good Start – But More Needs to be Done, 
INVESTMENTNEWS: OUTSIDE-IN (May 14, 2019), https://www.investmentnews.com/article/20190514/BLOG09/ 
190519967/finra-proposal-to-restrict-recidivist-behavior-a-good-start-x2014. 
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Additionally, because the funds generated by the Restricted Deposit Requirement likely 
will not be sufficient to cover all unpaid arbitration awards, PIRC supports the creation of a 
national investor recovery pool as a complementary method to address this issue. The pool 
should be maintained and administered by FINRA through the collection of fines on rule-
breaking members, from its profits, or through a modest assessment on members. In addition to 
ensuring that all awards are paid to customers, such a pool should incentivize the industry to 
police itself and minimize the misconduct that has led to the need for such a pool. 
 
Mandatory Disclosure of BrokerCheck Reports 
 

To ensure that customers are aware of reported misconduct before choosing a broker, 
PIRC recommends an additional condition on Restricted Firms – requiring mandatory disclosure 
of BrokerCheck reports by these firms and their registered representatives. Specifically, we 
recommend that FINRA require members to provide both firm and individual BrokerCheck 
reports to new customers as part of the account opening process, as well as at periodic intervals 
(perhaps with year-end account statements). This type of simple investor education would 
empower investors to avoid working with, or to ask clarifying questions of, brokers with a 
history of significant misconduct, while deterring such misconduct in the first place. Despite 
FINRA’s efforts to promote BrokerCheck, in our experience, customers who are victims of 
brokers with a significant history of misconduct are unaware of this tool until it is too late. 
FINRA should consider requiring this disclosure of all members and registered representatives, 
which would provide all investors with the ability to make informed decisions when choosing a 
broker. 

 
Conclusion 

While proposed Rule 4111 enhances the protection of investors from firms with a history 
of significant misconduct, the rule should be refined to avoid underreporting and gamesmanship, 
as well as explicitly to require the payment of unpaid arbitration awards. Finally, we encourage 
FINRA to address the larger problem of unpaid arbitration awards through a national investor 
recovery pool and to enhance investor education by requiring brokers to share BrokerCheck 
reports with customers. 

 
Respectfully submitted, 
 
Pace Investor Rights Clinic 

 
       Matthew Alex, Student Intern 
 
       Raphaella Arnaud, Student Intern 
 
       Karoline Silva, Student Intern 

 
Elissa Germaine, Director 
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BY ELECTRONIC MAIL 
 
Financial Industry Regulatory Authority (FINRA) 
1735 K Street, NW 
Washington, DC 20006-1506 
 
RE: Comments on FINRA Proposed Rule 4111 
 
 
Dear Sir or Madam: 
 
I write today on behalf of Brooklight Place Securities, Inc. (“BPSI,” “Firm,” “we,” or “our”) in regard to 
Proposed Rule 4111 (the “Proposed Rule”).  In summary, BPSI is of the opinion that the Proposed Rule 
should not be adopted for the reasons set out below. 
 
Firm Overview 

Located just outside of Chicago, IL, BPSI has been “lighting the way to a brighter tomorrow” for our 
registered representatives and clients since 1984. Our approach is straight-forward: support our Reps and 
clients to identify specific long-term goals and then develop and implement strategies to meet them. Our 
unique combination of the best Reps in the industry and convenient access to an extensive portfolio of 
mutual funds, variable products, stocks and bonds provides clients peace of mind when thinking about 
how to achieve their financial services goals. 
 
In FINRA’s nomenclature, BPSI is considered a “small firm” and it is from this position that our comments 
originate.  
 
Discussion 
 
In a highly regulated industry in a county as litigious as America, few financial services professionals will 
go their entire careers unscathed by a client complaint.  In addition, for those unfortunate enough to 
simply associate with a firm that itself is sanctioned by FINRA for firm-level issues, wholly innocent 
representatives will be marked with the scarlet letter of having been so associated.  Proposed Rule 4111 
could effectively end the careers of many of these reps as their options for future association would be 
vastly diminished in an already shrinking pool of broker-dealers. 
 
Further, small firms would be disproportionately impacted by the Proposed Rule, as FINRA’s ratio test 
could hamper both their ability to continue as a going concern in the face of heightened regulatory cost, 
diminished recruiting potential and the requirement to essentially “post bail” through the Proposed Rule’s 
financial obligations. 
 
Rather than true protection for investors along the lines of preventative measures, the Proposed Rule 
simply segregates cash into a “pre-funded victims account” based on little evidence that such a fund is 
necessary and under the assumption that identified firms and their representatives are ravenous wolves 
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waiting to pounce on unsuspecting clients.  It would appear that if a financial reserve is what FINRA is 
really after, they could get there by other means than saddling the entire industry with additional 
regulatory burden – something like an increased SIPC tax or other insurance-type coverages come to mind. 
 
FINRA reaches its conclusion that the Proposed Rule is necessary based on no publicly available data 
(though they reference having such data) and by referring to what sounds like a few known repeat 
offenders that for some inexplicable reason it can’t seem to reach under its current powers.  Rather than 
solving for whatever gap in enforcement powers it might need to resolve what sounds like a serious 
problem with a few bad actors, it turns the whole industry on its head and requires firms prove they aren’t 
potential thieves by wrapping a reporting requirement around every single member premised on some 
formula that at best will lead to an increased regulatory burden with no discernible benefit and at worst 
sweep in wholly innocent firms that merely tripped an arbitrary trigger, the regulatory equivalent of using 
a sledgehammer to swat a fly. 
 
What seems reasonably clear in reading the tea leaves is that FINRA would rather have the Canadian Rule 
it cites to at the end of the Background & Discussion section (IIROC Consolidated Rule 9208).  That rule, 
which we have not reviewed, appears to allow for authority by the regulator to impose additional terms 
and conditions on “strategically target[ed] . . . problematic firms” which, frankly, sounds like a vastly better 
idea than casting the extraordinarily wide net FINRA has proposed in the Proposed Rule.  So, why would 
FINRA not simply have proposed that solution; one can only wonder because FINRA never addresses that 
rather disclaiming that as something they’re not “proposing at this time.”  Again, why not? 
 
Finally, we note the hostile tone FINRA evidences in regard to what amount to cherished American rights 
– like due process and a constraint on ex post facto laws & regulation – in comments essentially venting 
their frustration at their inability to remove bad actors from the financial system (see, full paragraph 2 on 
page 4 and full paragraph 2 on page 8).  Bad actors should be removed – forcefully, permanently and as 
swiftly as allowed by law or regulation.  But in its zeal to do so, FINRA cannot simply brush aside the rights 
of accused to defend themselves or retroactively apply its tests (both of which it would likely be 
constrained from doing by the US court system). 
 
Summary 
 
In closing, we believe the Proposed Rule provides little (if any) actual customer protection, presents a 
grave potential threat to reps and small firms and is better dealt with by other means, some of which 
FINRA itself references. 
 
 
Sincerely, 
 
 
 
Charles R. Brettell 
President 
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I believe this will again have a disproportionate effect on small firms. If FINRA wants small firms out of 
the industry, let us know now. Quit nickel and diming us. Small firms can’t pay for register 
representatives (such as forgivable loans) like the larger firms can. So often times we have to take reps 
with minor nicks on their disclosure record. Such as financial disclosures. Please call me if you have 
questions.  

 

Richard J. Carlesco Jr.,  LUTCF 

 

IBN Financial Services, Inc. 

404 Old Liverpool Rd. 

Liverpool, NY 13088 

Mailing Address 

PO Box 2365 

Liverpool, NY 13089 

Ph: (315) 652-4426  

Fax: (315) 652-1035 

Toll-Free: (877) 492-9464 

 

http://www.ibnfinancialservices.com  
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July 1, 2019 

 

Via E-Mail to pubcom@finra.org 

 

Jennifer Piorko Mitchell  

Office of the Corporate Secretary 

FINRA 

1735 K Street, NW 

Washington, DC 20006-1506 

 

Re: Regulatory Notice 19-17 (Protecting Investors from Misconduct) 

 

Dear Ms. Mitchell:  

 

The Securities Industry and Financial Markets Association (“SIFMA”)1 appreciates the opportunity to 

comment on Notice 19-17 (the “Notice” or the “Proposal”).2  The Proposal would impose tailored 

obligations, including financial set-asides, on designated member firms that cross specified, numeric 

disclosure-event thresholds.  The stated purpose of the Proposal is to give FINRA another tool to 

incentivize member firms to comply with regulatory requirements and to pay arbitration awards.  We 

respectfully submit the following comments and recommendations for your consideration. 

 

SIFMA supports targeted efforts to ensure  

firms pay their arbitration awards in full. 

 

We applaud FINRA’s continuing efforts to help ensure that arbitration claims, awards, and settlements 

are paid in full.  At the same time, we have been careful to explain that the issue of unpaid awards is not 

an indictment of the current securities arbitration system, or of the various processes currently available 

to help collect an arbitration award.  Nor does it justify calls to create some form of post-award 

collection pool, insurance, or guaranty.  Such a pool would be unfair and inappropriate because, among 

1  SIFMA is the leading trade association for broker-dealers, investment banks and asset managers operating in the U.S. and 

global capital markets. On behalf of our industry’s nearly 1 million employees, we advocate on legislation, regulation and 

business policy, affecting retail and institutional investors, equity and fixed income markets and related products and 

services. We serve as an industry coordinating body to promote fair and orderly markets, informed regulatory compliance, 

and efficient market operations and resiliency. We also provide a forum for industry policy and professional development. 

SIFMA, with offices in New York and Washington, D.C., is the U.S. regional member of the Global Financial Markets 

Association (GFMA). For more information, visit http://www.sifma.org. 

2  FINRA Regulatory Notice 19-17, available at https://www.finra.org/industry/notices/19-17. 
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other things, it would essentially require the many good actors (firms who pay their awards) to pay for 

the few bad actors (firms who do not).3 

 

The issue of unpaid awards cannot be solved on the “back-end” as a matter of post-award collection 

because at that point the money is already gone.  Rather, the issue needs to be addressed on the “front-

end” – before an arbitration arises by ensuring that the firm maintains adequate resources to satisfy it.  

The Proposal appropriately embraces the “front-end” approach by seeking to identify those small 

number of firms with an extensive history of misconduct and/or relevant disclosure events, and as 

appropriate, requiring those firms to set aside cash deposits or qualified securities that could be applied 

to pay the firm’s or its representatives’ unpaid awards.  SIFMA supports this approach. 

 

FINRA should ensure that firms can  independently self-evaluate and 

continuously monitor their status as a prospective Restricted Firm. 

 

The Proposal would create a multi-step process for FINRA to identify whether a firm should be subject 

to additional obligations (e.g., a cash deposit set-aside, etc.).  The first step is an annual calculation by 

the Department of Member Supervision (the “Department”) of a firm’s “Preliminary Identification 

Metrics”,4 which is the calculated metric for each of the following six categories of events or conditions: 

 

1. “Registered Person Adjudicated Events”5 

2. “Registered Person Pending Events”6 

3. “Registered Person Termination and Internal Review Events”7 

4. “Member Firm Adjudicated Events”8 

5. “Member Firm Pending Events”9 

6. “Expelled Firm Association”10 

 

Next, the Department would compare the firm’s six metrics numbers to the chart of “Preliminary 

Identification Metrics Thresholds”11 and determine if the firm meets the “Preliminary Criteria for 

Identification.”12  If the firm meets that criteria, then the Department would continue its process, 

3  See, e.g., SIFMA testimony before U.S. Senate Committee on Banking, Housing and Urban Affairs (June 28, 2018) 

(objecting to a bill that would have required FINRA to establish an industry-financed recovery pool to pay the full value of 

unpaid arbitration awards), available at https://www.sifma.org/resources/news/sifma-submits-testimony-raising-concerns-

with-unpaid-arbitration-legislation-s-2499/.  

4  Proposed Rule 4111(i)(10) (Definitions).   

5  Id. at (i)(4)(A). 

6  Id. at (i)(4)(B). 

7  Id. at (i)(4)(C). 

8  Id. at (i)(4)(D).  

9  Id. at (i)(4)(E). 

10  Id. at (i)(4)(F). 

11  Id. at (i)(11). 

12  Id. at (i)(9).   
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ultimately determining whether the firm should be designated as a “Restricted Firm” required to 

establish a “Restricted Deposit Account.”   

 

The process proposed by FINRA is essentially FINRA-controlled, with the Department making the 

calculations and then informing the firm.  Firms cannot readily duplicate the Department’s calculations 

with precision because they don’t know all of the required variables, including, for example:  (i) the 

“Evaluation Date”13 (the date on which the Department calculates the firm’s Preliminary Identification 

Metrics); (ii) the “Evaluation Period”14 (the five years prior from the Evaluation Date); and (iii) the 

“Registered Persons In-Scope”15 (all persons registered with the firm for one or more days within the 

one year prior to the Evaluation Date).  More importantly, firms cannot identify with certainty or 

precision what disclosures/reportable events the Department is counting as part of its calculation. 

 

The better approach would be to allow firms to be more directly involved in the process.  Firms should 

have the in-house ability to make the same exact calculation as FINRA to determine if the firm meets 

the Preliminary Criteria for Identification.  This would allow a firm to monitor itself on a continuous 

basis, self-police, and address any issues before FINRA comes knocking on its door.  It would 

encourage firms to focus greater attention on the Proposal’s metrics and take proactive corrective 

measures and would thereby probably reduce the Proposal’s regulatory burden on the Department. 

 

Accordingly, we recommend that FINRA provide member firms with an electronic template or 

worksheet that firms could use to make the identical calculation as the Department.  We further 

recommend that such template/worksheet be available on a year-round basis so that firms can 

periodically, or even continuously, monitor their metrics and take corrective action to avoid triggering 

the relevant thresholds. 

 

FINRA should not designate clearing firms as potential 

custodians of the Restricted Deposit Account. 

 

The Proposal states that the Restricted Deposit Account must be established at a bank or the member’s 

clearing firm, and must be subject to an agreement in which the bank or clearing firm agrees to a number 

of requirements.  A number of clearing firms expressed concern with serving the role of custodian of the 

Restricted Deposit Account. 

 

These clearing firms believe it would be problematic to custody a Restricted Deposit Account given the 

clearing firm’s unique role in the relationship between an introducing broker and its clients.  Fulfilling 

this role would impose additional duties and responsibilities on clearing firms that are not part of their 

systems and procedures today, and that would require significant time and resources to develop.  

Moreover, custody by a clearing firm likely would not provide FINRA with the level of transparency 

that it would want regarding these funds.  For these reasons, we recommend that the Proposal be revised 

to state that a Restricted Deposit Account must be established at a third-party bank or trust company. 

 

 

13  Id. at (i)(5).   

14  Id. at (i)(6).   

15   Id. at (i)(13).   
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FINRA should facilitate clearing firms’ compliance with  

their due diligence obligation by sharing the identify of an  

introducing firm client designated as a Restricted Firm. 

 

The Proposal states that firms designated as Restricted Firms:  “present heightened risk of harm to 

investors and their activities may undermine confidence in the securities market as a whole”; “often act 

in ways that harm their customers and erode trust in the brokerage industry”; and “expose investors to 

real risk.” 

 

Pursuant to FINRA Rule 4311(b)(4), a clearing firm is required to conduct appropriate due diligence 

with respect to its introducing firm relationships to assess, among other things, the reputational risk that 

the relationship will have on the clearing firm.  Pursuant to the Supplementary Material to Rule 4311, 

the clearing firm’s due diligence may include, without limitation, “inquiring by the [clearing] firm into 

the introducing firm’s … complaint and disciplinary history.” 

 

The Proposal is specifically targeted towards individuals and firms with a history of misconduct and 

FINRA’s related view that such history “can be predictive of similar future events.”  As a result, 

FINRA’s designation of a firm as a Restricted Firm is directly relevant to, and interrelated with, clearing 

firms’ due diligence obligation.  Accordingly, in the interest of investor protection and regulatory 

transparency, and in order to facilitate clearing firms’ compliance with their due diligence obligation, we 

recommend that FINRA share with clearing firms the identify of their introducing firm clients, if any, 

that FINRA has designated as a Restricted Firm.  

   

* * * 

 

If you have any questions or would like to further discuss these issues, please contact the 

undersigned.  

 

    Sincerely,  

 
___________________________________  

Kevin M. Carroll  

Managing Director and  

Associate General Counsel  

 

 

cc: via e-mail to: 

Robert L.D. Colby, Chief Legal Officer, FINRA 

 Richard W. Berry, Executive Vice President and Director, FINRA-DR 
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Re: Proposed new Rule 4111 (Restricted Firm Obligations) 
 
To Whom It May Concern: 
 
Rule 4111 would be unfair on all FINRA member firms as well as some financial advisors who 
are looking to rebuild their lives. Secondly, what problem is FINRA looking to solve with the 
restricted firm deposit? 
 
For small firms, every dollar is budgeted and planned to grow the firm either through 
acquisitions, technology, and/or personnel. The dollars small firms spend today must pay 
dividends in the near future. Having dollars tied up in a restricted firm deposit is not a good 
allocation of resources. 
 
And asking for a waiver due to low financial resources is a nonstarter. A firm looking for a 
waiver would be a red flag for brokers. Not only would it deter recruitment, but brokers may 
leave the firm to avoid being the last person on a ‘sinking ship”. 
 
I have a few disclosures and a termination. My boss gave me a chance to move my book and 
rebuild. Now with this proposed new rule, he will be making the difficult decision of letting 
people go in order to avoid the restriction or tie up more of his funds in a restricted firm deposit 
account. As a broker who has had to move a book of business several times, it is not easy. Again, 
those funds could be better used to recruit advisors, spend on technology, and improve 
compliance. 
 
Even if rogue brokers or rogue firms are barred, people from those firms still wind up in other 
firms. They wind up in RIA dispensing “advice”. They wind up in unregistered firms. Why else 
would the SEC have a PAUSE list? 
 
FINRA should focus more of their attention on investor education. Have investors be educated 
about their rights. Have investors be educated on researching the broker or the firm. Knowledge 
is the best way to combat bad sales practices. One initiative by FINRA is a success story, the 
Senior Helpline. The Senior Helpline is a good tool for people to call to ask questions. There 
should be other outreaches like that. 
 
Ultimately, FINRA would be reducing the number of brokerage firms that are out there. Mid and 
large firms, who can afford the restricted firm deposit, will give investors less choice. It was not 
the small firms that caused the 2008 financial crisis. The small firms did not get any bailout from 
the 2008 financial crisis. But it was the large firms that got the bailout. It was the large firms that 
created these derivative products that nobody understood but sold to their customers. It was the 
large firms who are, mixing banking with investments, selling mortgages that were out of budget 
for the borrower. We need a few more “Bailey Building & Loans” to give investors options than 
having to crawl to “Mr. Potter.” 
 
Kwok C. Chiu 
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MEMBER FINRA • SIPC 

 
304 INVERNESS WAY SOUTH, SUITE 355 

CENTENNIAL, COLORADO 80112 
303-962-7267 

 
 
June 7, 2019 
 
Jennifer Piorko Mitchell 

Office of the Corporate Secretary 

FINRA 

1735 K Street, NW 

Washington, DC 20006-1506 

 

Re: Regulatory Notice 19-17 

       Proposed FINRA Rule 4111 

 

Dear Jennifer Piorko Mitchell: 

 

We submit this comment on behalf of Colorado Financial Service Corporation as it relates to the 
Proposed Rule 4111 by FINRA (the “Proposed Rule”). We believe the underlying basis for the 
Proposed Rule does not apply to the majority of member firms and it would place an undue 
financial and economic burden on smaller member firms that are operating in an honorable and 
respectable manner, who have chosen to onboard enough representatives with disclosures, 
enough to pass the obligation thresholds. Though FINRA states that they are aware that various 
members and representatives would “eventually be forced out of the industry”, this is counter 
intuitive to the mission of FINRA 360 that has been at the forefront of the image campaign for 
several years now.  
 
The Regulatory Notice 19-17 would give FINRA additional authority to impose tailored 
obligations, including possible financial requirements on designated member firms that cross 
specified numeric disclosure-event thresholds without having committed any misconducts or 
wrongdoings. The imposed “obligations” are merely based on analysis derived from a number 
factor that places firms on the list because they have registered representatives that have prior 
disclosures. The new Rule would only force the smaller sized firms to exit the industry because 
they have representatives who have disclosures that might not always be at fault but settled to 
avoid incurring more expenses with litigations or other legal costs. The reasons stated by FINRA 
do not mention how the changes would enhance investor confidence or promote investor 
protection and market integrity. Again, the New Rule only adds a financial constraint onto small 
and mid-sized firms that are being transparent and following the FINRA disclosure and filing 
requirements.      
     
It is of our opinion that having a lesser variety of small firms for individuals and investors to 
choose from negatively impacts the industry as a whole, and that a better course of action 
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would be the provision and assignment of “Disciplinary training and behavior restructuring” in 
order to attempt to correct disclosure related issues and acknowledge issues presented with 
representatives before taking action to force them out of the industry.  
Sincerely, 

Colorado Financial Service Corporation 
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July 1, 2019 

   

 

  

Jennifer Piorko Mitchell 

Office of the Corporate Secretary 

FINRA 

1735 K Street, NW 

Washington, DC  20006-1506 

Via Email: pubcom@finra.org 

                                                                                                                                                           

 

 

Dear Ms. Mitchell: 

 

Rockfleet Financial Services, Inc. (“Rockfleet”) is a broker/dealer and submitting these 

comments in response to FINRA Regulatory Notice 19-17 (“RN 19-17”). 

 

Rockfleet recognizes FINRA’s desire to remove “bad actors” from its ranks, which appears 

to be the goal of Proposed New Rule 4111 (“Rule 4111”), under the guise of ensuring 

harmed investors are paid their arbitration settlements. However, Rule 4111 could unfairly 

impact the broker/dealer, other employees, customers, and counterparties negatively. 

While there are charts and commentary on the method by which firms would be classified 

as “Restricted Firms,” they do not tie together cohesively and seem to have been backed 

into to make a case for the firms that FINRA wants to target. 

 

 

Unfair Impact 

 

As noted by one commentator, the Restricted Firm designation for a small firm can be 

triggered by one individual with 15 events, or 15 individuals with one event. Putting aside 

why a firm would register and individual with 15 events, it is grossly unfair to consider the 

firm itself as the problem, especially if the disclosure events happened at a prior firm.  

 

Anecdotally, we hear that clearing firms are planning to include being designated as a 

Restricted Firm to be disclosed to them by correspondent firms, and the clearing agreement 

will be terminated. This is grossly unfair to the other individuals employed by the firm who 

can no longer open an account or process a trade for their customers, who will also be 

severely impacted.  
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Firms utilizing tri-party clearing agreements could be impacted through no fault of their 

own. Take, for example, Firm B, recently classified as a Restricted Firm, Its clearing firm, 

Firm A, terminates its clearing agreement. Firm C, who has a tri-party clearing agreement 

with Firm B now also no longer has a clearing firm, through no fault of its own. 

 

RN 19-17 states that the restricted account held at a bank or clearing firm would be in the 

broker/dealer’s name, but subject to numerous restrictions, including requiring FINRA 

approval for asset distribution. It seems unlikely that banks and clearing firms are going to 

create new policies and procedures, account documents, processes, etc. to open up what 

FINRA estimates to be fewer than 100 accounts.  

 

Broker/dealer owners looking to retire and sell their portion of the business, for example, 

and have nothing to do with the “bad actors” could be negatively impacted by a malicious, 

meritless arbitration. 

 

Net capital computations require a reserve for the award in some instances, and the 

restricted account appears not to qualify as good capital as the assets are not readily 

convertible to cash. This doubles the net capital impact. 

 

Some broker/dealers may have much of their net capital tied up in their clearing deposit – 

potentially more than their regulatory net capital requirement. Even the 25% of excess net 

capital threshold could plunge a firm into a net capital violation, effectively shutting it 

down. Even without a violation, the funds held at the clearing firm cannot be released; 

firms may have limited cash with which to pay their bills and make payroll, impacting 

potentially numerous employees who have nothing to do with the arbitration award, and 

with no due process. FINRA’s confiscation of the broker/dealer’s property could result in 

a devastating economic impact on a broker/dealer, its employees, customers, vendors, and 

other counterparities. 

 

The Math 

Some of the examples cited do not tie-in. In the Background & Discussion section, FINRA 

notes “five large firms (i.e., firms with 500 or more registered person) with 750 or more 

disclosure events over the prior five years” as seemingly part of the problem. Yet, the chart 

in Appendix D-2 lists zero large firms in 2017 and 2018.  

 

RN 19-17 states, “The median number of events per firm, for the firms that would have 

met the Preliminary Criteria for Identification, ranged from approximately 10-17 events, 

compared to 0 events amongst the other firms.”  With there being no large firms on the list, 

it would appear that large firms have no events, as they are “the other firms.” This appears 

to be blatantly inaccurate and misleading. 
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RN 19-17 makes reference in numerous places to “peer firms” and specifically asks in its 

Request for Comments if the seven firm-size categories in Rule 4111(i)(11) are grouped 

appropriately. There is no indication of how many firms fall into each category, so there is 

no way to determine if there is an even distribution. Likewise, there is no way to determine 

from the information provided if the metric associated with each Firm Size Category is 

appropriate.  

 

Targeted Firms 

 

Several references in RN 19-17 indicated that FINRA pre-selected the firms it wants to 

target with Rule 4111, then backed into the methodology that would ensure their selection: 

 

“Based on staff analysis of all firms registered with FINRA between 2013 and 2018, firms 

that would have met the Preliminary Criteria for Identification had on average 4-8 times 

more Registered Person and Member Firm Events than peer firms at the time of 

identification. Specifically, the number of events per firm, for firms that would have met 

the Preliminary Criteria for Identification, ranged, on average, from 26-42 events during 

the Evaluation Period, compared to 5-7 events per firm for the other firms.”  It would seem 

that objective criteria should first be established, i.e., we are going to look at firms with 25 

times more events and then identify the firms. Conversely, FINRA apparently identified 

the firms they want to target first, then calculated the statistics. 

 

“FINRA has conducted a thorough analysis of the proposed criteria and thresholds to 

ensure that the proposed Preliminary Criteria for Identification primarily identify the 

member firms that are motivating this rule proposal.” This blatantly states that they are 

targeting specific firms and developed the thresholds to match the list. 

 

Bypassing Safeguards  

 

Section 3(a)(39) of the Securities Exchange Act of 1934. One of the highlighted means 

of avoiding having a firm’s assets confiscated and placed into a restricted account is 

suggested several times in RN 19-17: fire the identified registered representatives causing 

the firm to be classified as a “Restricted Firm.” It appears FINRA’s efforts to remove “bad 

actors” is frustrated by the inability to ban registered representatives who do not meet any 

of the disqualifying events according to Section 3(a)(39) of the Securities Exchange Act of 

1934 (“Exchange Act”).  

 

Temporary Cease and Desist Orders. FINRA’s efforts are additionally frustrated by its 

acknowledged limitations as they “are available only in narrowly defined circumstances.” 
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When these narrowly defined circumstances were granted, there must have been much 

discussion on the topic. Rule 4111 seeks to circumvent the safeguards in place to protect 

broker/dealers from overzealous enforcement officers.  

 

Due Process. RN 19-17 notes that, “the firm can further prolong the disciplinary action by 

litigating….,” i.e., by exercising its legal rights. Rule 4111 would seek to circumvent this. 

The account must be funded immediately, or a portion of it if there is an appeal, regardless 

of if the customer’s complaint has any merit. Pending, as well as final awards are included 

in the calculation, assuming a 100% loss rate by the broker/dealer, for the full amount 

claimed in the complaint. 

 

Too Much Discretion. RN 19-17 states that, “Nothing in the examples is intended to 

suggest that the Department will follow specific formulas in determining a maximum 

Restricted Deposit Requirement or the weigh that any circumstances carry.”  

 

Counterintuitive Principles 

 

One of the overriding goals of Rule 4111 is to seize control of a portion of a firm’s assets 

so that if the firm goes out of business or otherwise does not pay a customer arbitration 

award, FINRA can direct those funds. However, RN 19-17 notes that “the member’s failure 

to comply with the Rule 4111 Requirements, within seven days of service of the notice, 

will result in a suspension or cancellation of membership.”  RN 19-17 previously notes its 

frustration in compelling former broker/dealers to pay arbitration awards, as when “the 

firm may have withdrawn its FINRA membership, limiting FINRA’s jurisdiction and 

eliminating the leverage that FINRA has to incent the firm to comply with the sanction, 

including making restitution to customers.” It appears it is in FINRA’s best interest to NOT 

cancel a firm’s membership, or it loses whatever control it formerly had over the firm. 

 

Exaggeration of the Issue 

 

In the Background & Discussions section, FINRA states that “Enforcement actions in turn 

can only be brought after a rule has been violated – and any resulting customer harm has 

already occurred.”  While the first phrase is correct, the requirement for customer harm for 

enforcement action is not. FINRA regularly takes enforcement action on rule violations 

that do not harm customers. That same paragraph continues on lamenting that 

broker/dealers exercise their rights to appeals, hearings, and other relief – processes put in 

place exactly to prevent the type of overreach that Rule 4111 seeks to implement.  

 

Existing Examination Process. RN 19-17 notes that certain firms have “a poor 

supervisory structure and compliance culture.” FINRA scrutinizes a broker/dealer’s 
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supervisory system before it becomes a member and conducts regular, periodic 

examinations. It also has the ability for ad hoc Information Requests. There is no reason 

for any firm with a poor supervisory structure and compliance culture to be continuing in 

that manner. 

 

Alternatives to Rule 4111 

 

Errors and Omissions (“E&O”) Insurance. As noted by several commenters, many 

firms have E&O Insurance that covers these awards. Similar to the rule requiring a fidelity 

bond, FINRA could require E&O insurance for all broker/dealers. 

 

Summary 

 

A letter to the Senate Banking Committee on unpaid arbitrations cites that of all customer 

cases closed between 2012 and 2016, only 2% resulted in an unpaid award, representing 

$14 million in 2016. Of that $14 million, $8.96 million are against broker/dealers who are 

no longer in business, leaving only $5.04 million where FINRA would gain any leverage 

from Rule 4111.  

 

While certainly of profound importance to the customers seeking their awards, it is not a 

widespread industry issue and the serious harm it would inflict in its implementation is 

unwarranted. Rule 4111 is overkill for a $5 million/year problem that can be best addressed 

by other means, as suggested above, i.e., simply mandating E&O insurance. 

 

As a final thought, it is likely that if a firm were found to be subject to Rule 4111 and 

funding the restricted account would essentially shut it down, the firm would simply not 

fund the account and terminate its membership agreement, leaving FINRA in exactly the 

position it is seeking to avoid. 

 

Sincerely, 

  

 
 

Catherine M. Corrigan 

Chair, President & CEO 
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July 1, 2019 
 
Via email: pubcom@finra.org 
 
Jennifer Piorko Mitchell 
Office of the Corporate Secretary 
FINRA Inc 
1735 K Street, NW 
Washington, DC 200006-1506 
 
Re: Regulatory Notice 19-17 
       Proposed FINRA Rule 4111 
 
Dear Ms. Mitchell: 
 
Dempsey Lord Smith, LLC would like to respectfully submit comments on the new proposed 
FINRA Rule 4111.  Our firm’s principals fully support FINRA’s efforts to protect the investing public 
from unethical and fraudulent activities of a minor subset of industry participants, but we are 
concerned about the effectiveness of this new proposed rule to prevent such activities. The firm 
would like to point out that by definition, harmful acts to clients such as fraud and/or unethical 
sales practices are only realized and/or discovered after the occurrence, and the use of big data 
to try to be predictive of an event that has not occurred is certainly not an exact science, and 
does nothing to prevent these acts.  We are also extremely concerned about the use of highly 
questionable data quality with respect to customer complaints as one of the criteria to classify 
firms.  Our firm’s direct experience with FINRA arbitration is certainly less than an encouraging 
endorsement of merit of some customer complaints, and with the number of frivolous claims 
filed one would have to wonder how these would be counted against a firm or representative.  It 
is also very important to note that a customer complaint does not mean that a representative 
has necessarily done anything fraudulent or unethical.  Our firm and our advisors are in the 
“securities investment” business, and all investments contain risks, and it is a fact some 
investments do not perform as expected by the advisor and/or firm, but this in no way is 
indicative of harmful intent of the advisor and/or firm.  The use of raw data that contains claim 
information of this nature to predict restricted firm status with no due process is un-American, 
and highly questionable. 
 
Our firm’s principals also believe this new proposed rule would have a disproportionate effect on 
smaller FINRA member firms, and immediate unintended consequences with respect to 
registered representatives with any kind of regulatory background.  Advisors with any prior 
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regulatory incidents regardless of harmful intent, would be in danger of being given notice to 
terminate just to reduce the firm’s overall “risk rating”.  It is also important to note that many of 
these advisors would not be able to find a new broker/dealer for this very reason.  Small member 
firms designated as a “restricted firm” would have a permanent death sentence as their advisors 
with clean records would leave not wanting to be associated with the restricted firm, and then 
no way to recruit new representatives.  Surely, FINRA would not consider this a desired outcome 
as the small broker/dealers of this country do serve a large portion of the smaller clients which 
are allocated to call centers at the larger member firms.   
 
The proposed additional capital reserve requirements would also disproportionately affect 
smaller firm as well in our opinion, and are not feasible for most small firms.  The current financial 
environment for broker/dealers is extremely capital intensive with all of the regulatory and 
compliance pressures, and margins are already razor thin for smaller firms.  The additional capital 
required to make any kind of real difference in unpaid arbitration claims would put extreme 
pressure on most small firms. 
 
In short, we applaud the intent of the new rule to protect investors, but we have serous concerns 
about the methodology, the reliance on potentially poor data quality, and the potentially 
unnecessary reputational damage using predictive assumptions about events that have not 
occurred.  We are requesting that this rule not be adopted in its current format. 
 
 
Sincerely, 
 
 
 
 
Jerry Dempsey, Jr 
CEO, Dempsey Lord Smith, LLC 
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         June 28, 2019 

 

Office of the Corporate Secretary  

Financial Industry Regulatory Authority  

1735 K Street, NW  

Washington, DC 20006-1506 

Attn: Jennifer Piorko Mitchell  

 

Re: Comment on Proposed Rule 4111 
                                                                    

Dear Ms. Mitchell:  

 
 My law firm and I have represented many FINRA, NYSE, and AMEX member firms and 

associated persons for nearly thirty (30) years.  This letter is sent with respect to Proposed 

FINRA Rule 4111 which we view as an ill-advised attempt by FINRA to legislate out of 

existence small broker dealers and registered representatives that FINRA, through the use of 

flawed criteria, classifies as bad actors.  The proposed rule should not be adopted.  Broker 

dealers, large and small, are already subject to strict regulatory examinations and scrutiny that 

include regular FINRA cycle exams and audits designed to detect potential and actual regulatory 

issues for remediation or, in instances where regulatory issues are perceived to be egregious, 

result in disciplinary actions. Small firms are already under siege in attempts to keep up with 

FINRA examinations and the often burdensome and repetitive requests for documents and 

information.  It is often a full time job trying to keep ahead of FINRA with respect to 8210 

requests and many reputable small broker dealers have closed shop as a result of the burdens that 

already exist relating to regulatory exams.  Proposed FINRA Rule 4111 will add another layer of 

administrative red tape that small firms will not be able to comply with and that will force them 

out of business – perhaps that is the goal of the proposed rule.  

 

 Despite paying lip service in the proposed rule to a process for administrative review 

there is a “Presumption that the firm will be designated as an RF” – a Restricted Firm.  Small 

firms already exist in an environment of perceived hostility.  FINRA is codifying this apparent 

animus with a “presumption” that a firm is a bad actor and imposes on the firm the burden to 

rebut FINRA’s pre-conceived conclusion.  This presumption of guilt is contrary to one of the 

core tenets upon which this country was founded. 
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 FINRA proposes to designate as “Restricted Firms” those that “have a history of 

misconduct” and “persistently employ brokers who engage in misconduct.”  Unfortunately, 

nearly all firms, large and small, have been the subject of civil customer claims and disciplinary 

actions and investigations that conclude with outcomes that, though unfavorable, are not any 

evidence of misconduct.  In the proposed rule FINRA considers, generally, two categories that 

fall within its definition of misconduct: customer initiated civil litigation in the form of customer 

arbitrations and court actions, and disciplinary investigations and actions by SROs and federal 

and state regulators.  This includes proceedings that are “pending” – that is, the matters that have 

not been adjudicated and have not resulted in adverse determinations.  Brokers that FINRA 

regards as recidivist are often the subject of customer arbitrations and regulatory actions that are 

of questionable merit.  The matters are often settled to avoid the uncertainties of litigation and to 

avoid the significant FINRA fees and attorney’s fees associated with participating in, and 

defending, such actions. Small firms are often the place of last resort for such brokers who 

should be permitted to ply their trade but who will be rendered unemployable as a result of the 

proposed rule. 

 

 The proposed rule defines “Registered Person Adjudicated Events” at 4111(i)(4)(A) as: 

 

(i) a final investment-related, consumer-initiated customer arbitration award or civil 

judgment against the registered person in which the registered person was a named party 

or was a “subject of” the customer arbitration award or civil judgment;  

 

(ii) a final investment-related, consumer-initiated customer arbitration settlement, civil 

litigation settlement or a settlement prior to a customer arbitration or civil litigation for a 

dollar amount at or above $15,000 in which the registered person was a named party or 

was a “subject of” the customer arbitration settlement, civil judgment settlement or a 

settlement prior to a customer arbitration or civil litigation;  

 

(iii) a final investment-related civil judicial matter that resulted in a finding, sanction or 

order;  

 

(iv) a final regulatory action that resulted in a finding, sanction or order, and was brought 

by the Commission or Commodity Futures Trading Commission (CFTC), other federal 

regulatory agency, a state regulatory agency, a foreign financial regulatory authority, or a 

self-regulatory organization 

 

 Arbitration settlements and awards are one of the criteria referenced in the proposed rule.  

Any reliance on arbitration settlements and awards is misplaced.  FINRA has permitted the 

arbitration process to run amok such that Non-Attorney Representatives (NARs) often relying on 

stolen customer records engage in customer cold calling to drum up frivolous customer 

arbitration claims.  The actions of NARs has been so egregious that FINRA has enacted a 
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proposed rule to ban NARs from representing customers in FINRA arbitrations.  The claims filed 

by NARs are often inflated and for exorbitant sums that compel brokers (and firms) to settle for 

more than the $15,000 threshold broker reporting amount – since attorney’s fees and FINRA fees 

alone would result in tens of thousands of dollars in costs.  This does not give rise to the 

presumption of a meritorious claim and should not form a basis for any determination that a 

broker engaged in “misconduct”.  In addition, one of the NARs, Stock Loss Recovery Group, 

LLC, filed what turned out to be bogus arbitration and mediation claims through the FINRA DR 

Portal.  After receiving claims filed by Stock Loss Recovery Group, LLC, FINRA sent repeated 

and stern emails to member firms such that if they did not promptly respond to mediation 

demands filed through FINRA the matters would result in arbitration proceedings.  The 

“complaints” resulted in disclosures on broker U-4s.  The Stock Loss Recovery Group, LLC 

arbitration and mediation claims, and settlements, were fraudulent and done in certain instances 

without the customers’ knowledge.  FINRA allowed this NAR to utilize the FINRA platform to 

perpetuate this fraud.  When one member firm requested that FINRA reimburse the member firm 

as a result of FINRA’s negligence in permitting its platform to be used for a fraudulent purpose, 

the request met with silence.  One of the principals of Stock Loss Recovery Group, LLC was 

criminally charged and is currently incarcerated.     

 

 Many customer claimant law firms have systems that alert them to arbitration filings 

against brokers – which arbitration filings also identify the broker dealers with which the brokers 

are affiliated.  The law firms promptly issue releases, blog and web postings asking if any 

customers have accounts with the broker or broker dealer in attempts to solicit claimants for the 

purpose of filing customer claims.  This results in additional frivolous customer arbitrations, 

corresponding CRD disclosures and, in many instances, settlements beyond the threshold 

amount.  In certain instances such claims result in actual arbitration awards against brokerage 

firms and brokers.  However, the “market place” resolves such matters, and such awards should 

not form the basis for an attempt by FINRA to designate a firm or a broker as a bad actor.  The 

bottom line is that customer arbitrations, customer settlements, and arbitration awards are not 

indicative of wrongdoing – they are evidence of a civil dispute between a customer and his or her 

broker and broker dealer.  Customer arbitrations and settlements are not valid evidence of broker 

misconduct and should not form a basis for a determination of “misconduct”.    

     

 Reliance on “a final regulatory action that resulted in a finding, sanction or order” as a 

basis to determine that a broker engaged in “misconduct” is also misplaced.  For the purposes of 

CRD disclosure, and now proposed Rule 4111, a settlement with a regulatory agency constitutes 

a “finding” or “order”.  Defending regulatory actions is expensive and there are significant dire 

consequences in the event a party is the subject of an adverse ruling, including potential statutory 

disqualification.  The prevailing wisdom among the securities defense bar is that a respondent 

stands little chance before a state regulatory tribunal, regardless of the merit or lack of merit of a 

state claim.  The chances of a respondent prevailing in FINRA OHO and Market Regulation 
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actions are also regarded as dim.1  Respondent brokers (and brokerage firms) have no choice but 

to settle typically “without admitting or denying the claims and allegations”.  Oftentimes, 

regulatory actions and corresponding settlements are not indicative of broker “misconduct” and 

should not result in a black mark to the broker or the broker dealer hiring such brokers.   

 

 Reliance on “Pending Events” including “a pending investigation by a regulatory 

authority” is also misplaced.   “Registered Person Pending Events,” defined in proposed Rule 

4111(i)(4)(B), means any one of the following events associated with the registered person that 

are reportable on the registered person’s Uniform Registration Forms: (i) a pending investment-

related civil judicial matter; (ii) a pending investigation by a regulatory authority; (iii) a pending 

regulatory action that was brought by the SEC or CFTC, other federal regulatory agency, a state 

regulatory agency . . .”  Regulatory actions that have not even been adjudicated and 

investigations will be considered by FINRA in determining if a firm will be designated a 

“Restricted Firm” for hiring brokers subject to such matters.  The inclusion of “Pending Events” 

for consideration in labeling a firm a “Restricted Firm”, in and of itself, demonstrates the 

improper and ill-advised nature of the proposed rule.      

 

 The above discussion applies equally to “Member Firm Adjudicated Events”2 and 

“Member Firm Pending Events”. 

 

 FINRA is disproportionately and unfairly targeting small broker dealers.  A review of the 

FINRA Broker Check Report for Merrill Lynch shows 1340 reported disclosures; Citigroup 

Global Markets Inc. (formerly Smith Barney) has 1175 reported disclosures; Goldman Sachs has 

342 disclosures; Wells Fargo Clearing Services has 453 disclosures and Wells Fargo Securities 

has 142 disclosures.  The dollar amounts of arbitration awards and disciplinary assessments 

against large firms far exceeds those of what FINRA will label “Restricted Firms”.  Other than 

fining large firms amounts that are a mere drop in the bucket, and that will have no material 

1 The FINRA Office of Hearing Officers adjudicates Department of Enforcement actions against member firms. A 

review of the biographies of the “impartial” Hearing Officers employed by the FINRA Office of Hearing Officers 

reveals that nearly all of them were previously employed by FINRA to prosecute cases against brokers and 

brokerage firms on behalf of the FINRA Department of Enforcement, FINRA Market Regulation Department, the 

FINRA National Adjudicatory Council or by the SEC enforcement divisions.  

 
2 “Member Firm Adjudicated Events,” defined in proposed Rule 4111(i)(4)(D), means any of the following events 

that are reportable on the member firm’s Uniform Registration Forms, or are based on customer arbitrations filed 

with FINRA’s dispute resolution forum: (i) a final investment-related, consumer-initiated customer arbitration award 

in which the member was a named party; (ii) a final investment-related civil judicial matter that resulted in a finding, 

sanction or order; (iii) a final regulatory action that resulted in a finding, sanction or order, and was brought by the 

SEC or CFTC, other federal regulatory agency, a state regulatory agency, a foreign financial regulatory authority, or 

a self-regulatory organization; or (iv) a criminal matter in which the member was convicted of or pled guilty or nolo 

contendere (no contest) in a domestic, foreign, or military court to any felony or any reportable misdemeanor.  
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impact on firm operations, FINRA is certainly not taking any action to rein in alleged 

misconduct by shutting down large firms.   

 

 Once FINRA identifies a Scarlet Letter firm it will then impose a “Maximum Restricted 

Deposit Requirement” as the cudgel to finally put the firm out of business.  “Once the  

Department determines that the member has failed to rebut the presumption set forth in 

paragraphs (d)(1)(A) and (d)(1)(B) that it should be designated as a Restricted Firm that must 

maintain the maximum Restricted Deposit Requirement . . .”  The term “Restricted Deposit 

Requirement” means the deposit to be maintained by the member as follows:  

 

(A) the specific maximum Restricted Deposit Requirement for a member, determined by 

the Department taking into consideration the nature of the firm’s operations and 

activities, annual revenues, commissions, net capital requirements, the number of offices 

and registered persons, the nature of the disclosure events counted in the numeric 

thresholds, the amount of any “covered pending arbitration claims,” [“the claim amount 

includes claimed compensatory loss amounts”] unpaid arbitration awards or unpaid 

settlements related to arbitrations, and concerns raised during FINRA exams.”  

(Emphasis added.)  

 

 FINRA will now require small firms to maintain in deposit accounts amounts sufficient 

to cover any or every arbitration claim, regardless of the merits of the claims.  Many small firms 

have errors and omissions insurance policies that cover arbitration clams and the deductibles 

associated with such policies are set aside by firms over the course of proceedings out of 

recurring revenues.  FINRA will presumably require such firms to make up-front deposits of 

deductible amounts, or entire claim amounts subject to carrier reservations of rights, that will 

significantly and negatively impact net capital.  Firms that do not have E&O insurance often set 

aside amounts during the course of arbitration proceedings sufficient to fund potential 

settlements or awards.  As with E&O deductibles and carrier disputed claims, requiring up front 

financing of uninsured claims, many of which are specious, would have negative net capital 

implications.  Broker dealers have no interest in going out of business by failing to settle 

meritorious arbitration claims or failing to pay arbitration awards.  The FINRA “Statistics on 

Unpaid Customer Awards in FINRA Arbitrations” show that of the 2,512 FINRA arbitration 

claims closed in 2017, 1,650 or 66% were settled.  Of the 151 monetary awards issued in 2017 

just 15 awards against active broker dealers and brokers were unpaid – which is .006% of all 

2017 closed arbitrations.  The vast majority of unpaid monetary awards, 70%, were against firms 

and brokers that were already inactive as of the date the statements of claim were filed and most 

of those arbitrations were uncontested. There was no breakdown of the number of unpaid awards 

against active broker dealers versus individual brokers.  However it is reasonable to conclude 

that unpaid awards against active broker dealers was significantly less than 15 in 2017.  Any 

assertion that unpaid arbitration awards against broker dealers is rampant and justifies a 

requirement that firms set aside up-front money to ensure payment of arbitration awards is false.  
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Requiring deposits relating to non-adjudicated arbitration claims is patently improper and 

smacks of the imposition of an unwarranted financial burden on small broker dealers.     

 

 In addition to required deposits relating to non-adjudicated (and often meritless) claims, 

another criterion for considering the amount of the Restricted Deposit Requirement is “concerns 

raised during FINRA exams”.  This is particularly problematic and should not be a factor for 

consideration.  Though the broker dealer community has a great deal of respect for the 

examination process and the FINRA examiners it is often the case that novice examiners who 

have no experience in the securities industry and have very little regulatory experience conduct 

the front-line examinations and inspections.  In addition, firms have experienced examiners who 

have expressed hostility and have threatened firms and individual brokers with regulatory actions 

and expulsion.  Moreover, “concerns raised during FINRA exams” should be designed to call to 

the attention of broker dealers matters that require review, attention, and remediation if 

necessary.  FINRA exams should be a tool for improvement of broker dealer operations and 

regulatory compliance.  “Concerns” is an ill-defined catch all that is, frankly, alarming.  Many of 

the “concerns” that are raised in FINRA exams are typically the subject of exit letters, responses 

and interviews that often result in the resolution of issues in the ordinary course without resort to 

enforcement proceedings. Reliance on “concerns” raised during FINRA exams to essentially 

punish a firm by requiring it to maintain a restricted deposit account goes against the 

fundamental purpose of the exam process.  

 

 There are fundamental defects with respect to Proposed Rule 4111, a very few of which 

have been outlined in this letter.  The broker dealer community understands that one of the 

fundamental purposes of FINRA is to ensure adherence to securities laws, rules and regulations.  

However, Proposed Rule 4111 does nothing to advance this goal and appears to be an attempt to 

legislate out of existence small broker dealers that fall into certain categories based on flawed 

metrics – including “pending” matters that have not resulted in adverse determinations. Further, 

the administrative imperatives and processes associated with the proposed rule will include 

another layer of FINRA procedures that small broker dealers will have difficulty complying with 

and will sap resources that would be better spent complying with regulatory mandates and the 

necessary oversight associated with customer protection.  

 

 FINRA should not adopt Proposed Rule 4111.   

 

 

         Very truly yours, 

 

         Michael P. Gilmore 
 

         Michael P. Gilmore 

MPG:eu  
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July 1, 2019 

 

 

By Electronic Email (pubcom@finra.org) 

 

 

Jennifer Piorko Mitchell 

Office of the Corporate Secretary 

FINRA  

1735 K Street, NW 

Washington, DC 20006-1506 

 

 

RE:  Regulatory Notice 19-17: FINRA Requests Comment on Proposed New Rule 4111 

(Restricted Firm Obligations) Imposing Additional Obligations on Firms with a 

Significant History of Misconduct. 

 

Dear Ms. Mitchell,   

 

Thank you for the opportunity to submit these comments on the proposed new rule to the 

Financial Industry Regulatory Authority (“FINRA”) Financial and Operational Rules, Rule 4000 

Series (FINRA Proposed Rule 4111) on behalf of HLBS Law.  

 

 HLBS Law appreciates FINRA’s goal of enforcing measures to protect investors and 

maintaining an accurate and meaningful regulatory platform to inform the investing public. 

HLBS Law advocates for removal of meritless customer disclosures for Registered 

Representatives. HLBS utilizes FINRA’s dispute resolution forum and follows FINRA Rules 

promulgated to provide a path to expunge false and misleading U4 and U5 disclosures, of which 

there are many. This common goal of making sure the public can make informed decisions is 

why Proposed FINRA Rule 4111 cannot be enacted. 

 

FINRA has created 6 categories of events or conditions that will flag a registered member 

and potentially increase the risk a member firm will be designated as restricted: 

 

1. Registered Person Adjudicated Events; 

2. Registered Person Pending Events; 

3. Registered Person Termination and Internal Review Events; 

4. Member Firm Adjudicated Events; 

5. Member Firm Pending Events; and 

6. Registered Persons Associated with Previously Expelled Firms (also referred to as 

the Expelled Firm Association category). 

 

To avoid designation, Proposed FINRA Rule 4111 has a one-time option to terminate Registered 

Persons to reduce staffing levels to below numeric thresholds. Proposed FINRA Rule 4111 is 

overbroad and violates the trust the public has placed in FINRA to report accurate and  
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meaningful information. Rule 4111 would create the designation of a Restricted Firm when 

numeric thresholds of disclosures proposed by FINRA are met. 

 

If a firm meets the restrictive status, the member firm is required to deposit a large sum of money 

pursuant to a grid created by FINRA. The purpose of FINRA Rule 4111 according to Regulatory 

Notice 19-17 is to protect investors from misconduct. In reality, FINRA Rule 4111 is a punitive 

measure without due process constraints. It is designed to punish Registered Persons and 

Registered Firms and does little more than spread unverified accusations and inhibit free trade. 

 

1. A restricted status designation under Proposed Rule 4111 misleads the public 

because it is based on unverified misconduct. 

 

Proposed Rule 4111 is not crafted to inform the public when misconduct occurs for 

several reasons:  

 A Member firm’s decision to settle is a business decision, not an admission of 

misconduct. In the vast majority of FINRA arbitrations, the costs to fully litigate a 

matter to conclusion far outweighs the costs to simply settle the case for pennies 

on the dollar, regardless of the merits of the case.   

 A presumption of guilt is an anathema to fundamental principles of justice. 

FINRA has provided no evidence or support that shows pending claims are 

related to misconduct. FINRA is essentially adopting presumed guilty standard. 

As it stands, the Rule is a blanket measure that does not differentiate between 

meritorious and unmeritorious claims. 

 Proposed FINRA Rule 4111 attempts to undermine what historically has been a 

business decision whether or not to terminate someone’s employment or 

contractual relationship. The rule throws out a blanket category without 

addressing what language is on the registered member’s Form U-5. FINRA has 

not tailored the designation to ensure a nexus between firm attrition and investor 

protection. 

 

As drafted, this rule punishes mere suspicion of misconduct. It results in a disservice to the 

public, and a chilling effect on Member firms and Registered Persons. Why waste resources on 

anything more than a cursory investigation when the punishment is the same whether there is any 

wrongful conduct found or not? This rule does not result in a truthful disclosure to the public, 

only the branding of a scarlet letter on the chest of Member firms and Representatives. 

 

2. The proposed rule inhibits free trade by allowing FINRA to insert itself in 

Member firms’ day-to-day business decisions. 

 

A fundamental principle of the American workforce economy is that business and people 

are free to choose with whom to associate in their employment relationship. With rare exception, 

States have acknowledged that an employer/employee relationship is at-will. The Proposed Rule 

allows FINRA to substantially influence Member firms’ recruiting and termination decisions. 
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Proposed Rule 4111 is aimed at only small to mid-sized firms. These firms do not have 

the same resources for attracting and keeping experienced representatives as large firms do. To 

be blunt, there is significant business value in attracting experienced Registered Representatives 

who, but for a U4 or U5 disclosure, would not consider aligning with a smaller firm. Proposed 

Rule 4111 forces Member firms to prioritize disclosures over candidate attributes. In order to 

stay competitive, a Member firm must now factor in whether to retain a 30-year veteran with a 

20-year old disclosure, or an untested recruit with a clean record. This is a gross intrusion on 

onboarding and retention decisions. 

 

The most alarming and punitive measure of Proposed FINRA Rule 4111 is the one-time 

option to terminate Registered Persons to reduce staffing levels to below numeric thresholds. 

Layoffs are a regular occurrence on the employment landscape. However, under Rule 4111, 

Member firms would conduct a mass termination not because of independent business decision, 

but because the practical result of failing to do so is a regulatory designation that would 

essentially result in financial ruin. 

 

Conclusion 
 

FINRA has the privilege and burden of making sure the investing public is protected and 

informed. Proposed Rule 4111 does not align with this objective. 4111 is overbroad and employs 

strong-arm tactics that rely on the BrokerCheck public reporting system that is itself indisputably 

flawed. It is our hope that the SEC once again steps in like it did with Regulatory Notice 17-42 

and object to this overbroad rule with sweeping consequences. 

 

Once again, HLBS Law thanks you for the opportunity to submit these comments. If 

there is any further information or other assistance that we may be able to provide, or if there are 

any questions we may be able to answer, please contact me at owen.harnett@hlbslaw.com or 

720-515-9069. 

 

 

 
Respectfully, 

 

 

 

Owen Harnett 

Managing Attorney 
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August 6, 2019 

 

Ms. Jennifer Piorko Mitchell 

Office of the Corporate Secretary 

Financial Industry Regulatory Authority 

1735 K Street, NW 

Washington, D.C. 20006-1506 

 

Re: Proposed New Rule 4111 (Restricted Firm Obligations) Imposing Additional 

Obligations on Firms with a Significant History of Misconduct, Regulatory Notice 19-17 

 

Dear Ms. Mitchell: 

 

The American Securities Association (ASA)1 appreciates the opportunity to comment on the 

proposed rule 4111 (Proposal) released for comment by the Financial Industry Regulatory 

Authority (FINRA). The Proposal seeks to address a very important issue in our industry, and we 

applaud FINRA and its leadership for bringing these issues into the public debate. While we 

strongly support FINRA promoting investor protection and market integrity, certain aspects of 

the Proposal seem contrary to FINRA’s mission as a self-regulatory organization (SRO), they do 

not go far enough to remove the most egregious actors from our industry, and they could 

ultimately harm the Main Street investors and retirement savers it seeks to protect.  

 

As an SRO, FINRA’s mission is to “safeguard the investing public against fraud and bad 

practices.” This obligates FINRA to use every tool at its disposal to remove brokers from our 

industry who repeatedly fail to comply with regulations and engage in egregious acts that harm 

the customers of brokerage firms. We fully support FINRA revoking the licenses of brokers and 

expelling firms that employ these types of business models. 

 

As FINRA states in the Proposal, there continues to be an ongoing problem within the brokerage 

industry of certain firms hiring recidivist brokers who are known to be bad actors and then 

failing to properly supervise them. The Proposal notes that “such firms generally do not carry out 

their supervisory obligations to ensure compliance with applicable securities laws regulations 

and FINRA rules, and they often act in ways that harm their customers and erode trust in the 

brokerage industry.”2 

1 The ASA is a trade association that represents the retail and institutional capital markets interests of regional 

financial services firms who provide Main Street businesses with access to capital and advise hardworking 

Americans how to create and preserve wealth. The ASA’s mission is to promote trust and confidence among 

investors, facilitate capital formation, and support efficient and competitively balanced capital markets. This 

advances financial independence, stimulates job creation, and increases prosperity. The ASA has a geographically 

diverse membership base that spans the Heartland, Southwest, Southeast, Atlantics, and Pacific Northwest regions 

of the United States. 
2 Proposal at 3 
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If FINRA determines that a specific firm does not carry out its supervisory obligations and acts 

in ways that harms their customers, then FINRA has an obligation to pursue the expulsion of that 

firm from the brokerage industry. Recidivist brokers should not be allowed to move from one 

firm to another with impunity, and firms that have a demonstrated track record of hiring them 

and failing to properly oversee them have no place in our industry. 

 

Regrettably, instead of clarifying what criteria will necessitate penalty or expulsion, the Proposal 

creates a byzantine process that would marginally increase the financial obligations of bad actor 

firms and allow these firms to remain in practice and continue their abuse of Main Street 

investors. This outcome is unacceptable and contrary to FINRA’s mission. FINRA is not an 

insurer responsible for pricing certain ‘risks’ in the market; it is an SRO that has an obligation to 

penalize and, if necessary, revoke the licenses of bad actors whether they are held by firms or by 

brokers. If FINRA believes it lacks the authority or the tools necessary to stop the most 

egregious abuses within the brokerage industry, then it should work with the Securities and 

Exchange Commission (SEC), Congress and the industry to correct the problem. 

 

We also draw a parallel between provisions in the Proposal and a concept release by FINRA 

discussing unpaid arbitration awards. As the ASA noted with respect to this proposal – which 

would have affected only 2% of all arbitration awards granted – that the net result would be that 

innocent investors and brokerage firms will ultimately pay for the actions of bad actors who 

should be barred from operating in our industry in the first place.  

 

We would also suggest that FINRA apply a capital charge in lieu of the proposed collection of 

funds. We are concerned about the precedent a rulemaking which requires firms to place funds 

into an account controlled by regulator will set and how such a precedent could be misused in the 

future.  

 

We also strongly believe that there are certain acts, such as theft of customer funds, that are so 

egregious and reprehensible that they should be punished with an immediate lifetime ban from 

the industry. There is no place for this in our industry and we strongly encourage FINRA to 

move in this direction.  

 

While we appreciate efforts by FINRA to hold bad actors accountable, we believe the Proposal 

can do better. We encourage FINRA to instead clarify how it can use its authority to penalize or 

remove recidivist brokers and those who commit certain violations from the brokerage industry. 

We welcome the opportunity to engage with FINRA as it moves forward on this initiative. 

 

Sincerely, 

 

 

 

 

Christopher A. Iacovella 

Chief Executive Officer 

American Securities Association 
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July 1, 2019 

TO:   pubcom@finra.org 

FROM:   Julie E. Kamps, Esq. 

jkamps@wpcfs.com 

 

 I am writing regarding proposed Rule 4111 in response to Notice to Members 19-17.  

Proposed Rule 4111 should not be enacted because it will have a disparate impact on small 

firms, for the reasons set forth herein.  While material changes to the Rule are also suggested 

herein, even if FINRA adopted all of the suggested changes, the Rule should still not be enacted.   

 The number of broker-dealers has declined from 5,892 in March 2007 to 3,989 in March 

2017.  This should cause policymakers grave concern.  Proposed Rule 4111 will only exacerbate 

this downward trend.  FINRA’s true priority, as reflected in, among other things, this proposed 

Rule, is to force small firms out of the business. 

In general, small firms and small businesses are the driving force of new employment and 

innovation in the United States.  Congress has demonstrated that easing regulation, not 

increasing regulation, to encourage funding of small businesses, is a legislative priority.  For 

instance, in 2012, Congress enacted the Jumpstart Our Business Startups Act with bipartisan 

support, to ease regulation and encourage the formation of small business. 

 FINRA, which purports to operate as a “not-for-profit” corporation, acts with 

unresolvable financial conflicts of interest in its regulatory activities.  FINRA wants to put small 

firms out of business because it cannot make a profit regulating small firms.  FINRA can only 

pay its executive management and employees the outsize salaries and bonuses it pays them if it 

collects significant fines and controls regulatory costs.  The cost of regulating small firms 

exceeds the fines that FINRA can collect from small firms.  As a result, FINRA is seeking to 
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enact a rule that disparately impacts small firms and greatly enhances FINRA’s ability to put 

them out of business. 

 To determine the true impact on small firms of the proposed rule, the FINRA Chief 

Economist should do an economic analysis of the true effect on small firms if the proposed rule 

is enacted.  The FINRA Chief Economist should do an analysis of how many brokers who are 

licensed with FINRA and in good standing would become unemployable under proposed Rule 

4111.  For example, the FINRA Chief Economist should do an analysis of how many of the 

66,477 registered representatives who worked at small firm in 2017 have worked at a firm that 

has been expelled at any time in their careers, which would render such representative virtually 

unemployable under the proposed Rule.  

FINRA’s Testing of the Metrics From 2013 to 2018 is Flawed 

The back-testing of the impact of proposed Rule 4111 on FINRA Firms in Attachment D 

is flawed since it only includes the time period for a bull market (it does not consider the effect 

of a market correction, such as what occurred in 1987, 2001 or 2008)  Historically, a significant 

number of “events,” (as defined in the Notice) occur within a couple of years after a market 

correction, yet the analysis contained in Attachment D only goes back to 2013, which is five 

years after the 2008 correction.  FINRA should review their customer complaints, terminations 

for cause, arbitration, etc. statistics for this period, which no doubt will bear out this concern. 

Proposed Rule 4111 Should Be Abandoned Because It Lacks Transparency 

While FINRA claims that proposed Rule 4111 has transparency, it in fact does not.  For 

instance, proposed Rule 4111 encompasses a “flow chart” filtering process that permits FINRA 

to simply decline to enforce the Rule against some firms and to enforce the Rule against other 

firms.  The flow chart filtering process gives FINRA unconstrained discretion to enforce, or not 
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to enforce, proposed Rule 4111.  The Rule also gives FINRA complete discretion to exempt a 

Firm from the restrictions after its Consultation.  There should be specific, enumerated criteria 

that restricts and constrains FINRA.   

FINRA also has unfettered ability to place “conditions or restrictions on the member’s 

operations.”  This power again entirely lacks transparency.  There are no guidelines or 

parameters on what “conditions or restrictions” FINRA can place on a firm in the event that 

FINRA decides to enforce proposed Rule 4111 against it.  FINRA would be free to raise 

compliance costs at a small firm to a level that would exhaust a small firm’s resources and force 

that firm to close its doors. 

 There is also no transparency in FINRA’s ability to set the amount of the Restricted 

Deposit.  The Restricted Deposit is a backdoor way of allowing FINRA to randomly increase the 

Net Capital requirements on firms it selects to do so or increase the amount of cash required to 

run a firm.  There are no parameters or guidelines for how much the Restricted Deposit can be.  

Proposed Rule 4111(i)(15) states that a Restricted Deposit Amount “would not significantly 

undermine the continued financial stability and operational capability of the firm as an ongoing 

enterprise….”  This is just not true and as any CEO or CFO knows, taking away a significant 

amount of cash from the operations results in cashflow problems, increased borrowing, and 

layoffs.  However, there is no maximum or cap on what FINRA could set as a Restricted Deposit 

Amount and FINRA has complete discretion over this that is not reviewable outside of FINRA.   

Thus, FINRA can easily set a Restricted Deposit amount that would be far outside the 

reach of a small firm.  However, large firms would undoubtedly not be subjected to Restricted 

Deposit Amounts that would threaten the existence of the firm. 
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 For these reasons, among others, proposed Rule 4111 lacks transparency and should be 

abandoned. 

Proposed Rule 4111 Is Too Subjective and Gives FINRA Too Much Discretion to Apply the 

Rule in a Manner That is Arbitrary and Capricious 

Proposed Rule 4111 empowers FINRA to act in a manner that is arbitrary and capricious 

in numerous material ways.  Rules of a self-regulatory organization cannot be “arbitrary and 

capricious.”  See, e.g., Susquehanna International Group, LLP, et al., v. SEC, 866 F. 3d 442 

(D.C. Cir. 2017) (reviewing SEC Order approving rule of self-regulatory organization under the 

“arbitrary, capricious, an abuse of discretion, or otherwise not in accordance with law” standard 

of the Administrative Procedures Act). 

For example, the proposed Rule gives FINRA unfettered ability to place “conditions or 

restrictions on the member’s operations,” to set the amount of the Restricted Deposit, and to 

exempt a firm from the Restricted Deposit requirement.  There are no parameters as to what 

conditions or restrictions could be set. 

Proposed Rule 4111(i)(15) states that a Restricted Deposit Amount “would not 

significantly undermine the continued financial stability and operational capability of the firm as 

an ongoing enterprise….”  However, there is no maximum or cap on what FINRA could set as a 

Restricted Deposit Amount and there is no safeguard preventing FINRA from setting a deposit 

that actually seriously impacts the viability of the firm.  For example, at the very minimum, there 

should be a restriction in place that prevents a Restricted Deposit Amount from being greater 

than a certain percentage of required Net Cap or a percentage of average Net Income over the 

last three years.  The use of the word “significantly” is vague and ambiguous and permits FINRA 

to apply the proposed Rule in a manner that is arbitrary and capricious. 
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Proposed Rule 4111 also gives FINRA arbitrary authority to set deadlines for things that 

could be different for different firms.  For instance, proposed Rule 4111(e)(1)(B)(i) states that a 

Restricted Firm must “promptly establish a Restricted Deposit Account….”  The use of the word 

“promptly” is vague and ambiguous and permits FINRA to apply the proposed Rule in a manner 

that is arbitrary and capricious.  FINRA would have the discretion to set a timeline for the 

establishment of a Restricted Deposit that does not provide a small firm with enough time to 

raise the capital. 

These are just three examples of why proposed Rule 4111 cannot be enacted because it 

gives FINRA too much discretion to apply it in a manner that is arbitrary and capricious. 

Proposed Rule 4111 Exceeds FINRA’s Authority Under the Securities and Exchange Act of 

1934 

 Proposed Rule 4111 violates the Exchange Act and exceeds FINRA’s authority under the 

Exchange Act and thus cannot be approved by the United States Securities and Exchange 

Commission (the “Commission”).  A FINRA rule that violates the Securities and Exchange Act 

of 1934 (the “Exchange Act”) is unenforceable.  See 15 U.S.C. § 78s(b)(3)(C) (SRO rule “may 

be enforced … to the extent it is not inconsistent with the provisions of this title [15 U.S.C. 

§§ 78a et seq.], the rules and regulations thereunder, and applicable Federal and State law.”).   

 The Exchange Act constricts FINRA’s authority.  FINRA only has authority to have rules 

that are “designed to prevent fraudulent and manipulative acts and practices, to promote just and 

equitable principles of trade, […] to remove impediments to and perfect the mechanism of a free 

and open market […], and are not designed to permit unfair discrimination between customers, 

issuers, brokers or dealers ….”  15 U.S.C. § 78o-3(b)(6) (emphasis added).  Here, proposed Rule 
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4111 exceeds FINRA’s authority under the Exchange Act because it is designed and intended to 

permit unfair discrimination between brokers and dealers and otherwise serves no purpose. 

The Rule will have, and is intended to have, a disparate impact on small and large 

broker-dealers.  The draconian requirements that this proposed rule seeks to impose will 

essentially put many more small firms out of business by raising compliance costs, effectively 

raising the net capital requirement, and limiting and restricting firm operations that provide 

sources of revenue for small firms.  And as FINRA’s own analysis points out in Attachment D, 

discussed below, the proposed Rule will have an impact on small firms and almost no impact on 

large firms.  

Congress has shown over and over again that the growth and development of small 

business in the United States is a public policy priority.  The Exchange Act itself reflects this 

public policy.  The Exchange Act does not authorize the Commission to approve any rule of a 

self-regulatory organization that imposes an undue burden on competition.  See, e.g., 15 U.S.C. 

§ 78o-3(b)(9) (“An association of brokers and dealers shall not be registered as a national 

securities association unless the Commission determines that […] (9) The rules of the association 

do not impose any burden on competition not necessary or appropriate in furtherance of the 

purposes of this chapter.”). 

Moreover, under 15 U.S.C. § 78o-3(b)(5), “[a]n association of brokers and dealers shall 

not be registered as a national securities association unless the Commission determines that – 

[…] [t]he rules of the association provide for the equitable allocation of reasonable dues, fees, 

and other charges among members ….”  Effectively raising the net capital and cash requirements 

on certain firms on an arbitrary basis violates this law. 
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FINRA rules must “remove impediments to and perfect the mechanism of a free and open 

market […], and are not designed to permit unfair discrimination between […] brokers[] or 

dealers ….”  15 U.S.C. § 78o-3(b)(6).  Rather than “remove impediments to and perfect the 

mechanism of a free and open market,” proposed Rule 4111 is an impediment to a free and open 

market.   

Proposed Rule 4111 burdens small firms only.  This is proven beyond any doubt by 

Attachment D-2, Distribution of Firms Meeting the Preliminary Criteria for Identification by 

Firm Size.  Attachment D-2 identifies the percentage of firms meeting the Preliminary Criteria 

for Identification by Firm Size.  During the sample period of 2013 to 2018, 94% to 90% of the 

firms meeting the Preliminary Criteria for Identification were small firms.  During this time, the 

percentage of the total of large firms meeting the Preliminary Criteria for Identification ranged 

from 0% to 2% of the firms. 

In addition to being a result of the factors discussed herein, the fact that 90% of the firms 

meeting the criteria are small firms and 0% of the firms meeting the criteria are large firms is a 

direct result of, among other things, the bias in the Preliminary Identification Metric Thresholds.  

The thresholds are purposely set to punish small firms and to allow for wrongdoing at large firms 

with no consequences under the rule.   

Proposed Rule 4111 also violates the Exchange Act and cannot be enacted because it is 

an end-run around the Exchange Act’s requirement that there be a fair process for imposing 

discipline on a member firm or a representative.  See 15 U.S.C. §780-3(b)(8).  Rule 4111 allows 

FINRA to far exceed its disciplinary abilities, by monetarily sanctioning firms and by restricting 

their operations at FINRA’s discretion with no protections for the firms or the representatives 

that the Rule would impact. 
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In the Notice to Members on page 4, FINRA explains its true basis for the rule.  FINRA 

states that “examiners are not empowered to require a firm to change or limit its business 

operations” and that “these constraints on the examination process protect firms from potentially 

arbitrary or overly onerous examination findings” and that “enforcement actions can only be 

brought after a rule has been violated.”   

In the next paragraph, FINRA admits that with the proposed Rule it is trying to 

circumvent the laws, regulations, and rules that limit and restrict FINRA’s ability to impose 

discipline.  FINRA admits that enforcement actions can only be brought when a rule is violated 

and that firms and representatives are entitled to hearings and appeals.  FINRA wants to enact a 

rule that simply circumvents the due process and fair procedure requirements that provide what 

limited restriction there is on FINRA’s behavior and allow it to sanction firms with impunity.  

See 15 U.S.C. §78o-3(b)(8).   

The true basis for proposed Rule 4111 is for FINRA to circumvent the due process 

guarantees for member firms and registered representatives in the Exchange Act and the 

Constitution.  The true purpose to is to remove the “constraints” on the examination process that 

protect firms from potentially arbitrary or overly onerous examination findings and replace those 

constraints with unfettered and arbitrary discretion.  It has nothing to do with “investor 

protection,” “market integrity,” or “arbitration awards.” 

Proposed Rule 4111 Cannot Be Enacted Because It Violates the United States Constitution 

 Proposed Rule 4111 cannot be enacted because it is unconstitutional.  See 15 U.S.C. 

§ 78s(b)(3)(C) (SRO rule “may be enforced … to the extent it is not inconsistent with the 

provisions of this title [15 U.S.C. §§ 78a et seq.], the rules and regulations thereunder, and 

applicable Federal and State law.”).  Proposed Rule 4111 would be unenforceable because it 
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violates the Constitution and the Exchange does not permit it.  Moreover, the Commission 

cannot issue an Order approving a rule of a self-regulatory organization such as FINRA that 

violates due process because all activities of the Commission are subject to the constraints of the 

Constitution.  In addition, the constraints of the Constitution apply to FINRA’s activities and its 

rules, because FINRA does not have rule-making authority and can only enact a rule with an 

order of the Commission,1 to which the Constitution applies.  Thus, all FINRA rules must be 

constitutional.  Proposed Rule 4111 is not. 

Because interested FINRA staff would rule on exemption requests, there is no 

meaningful appeals process of the Restricted Deposit Amount, there is no meaningful appeals 

process at all because, among other things, there is no stay during the appeals process, and two of 

the Preliminary Identification Metrics subject firms to the Restricted Deposit and conditions and 

limitations on their operations prior to any adjudication of fault, the rule is unconstitutional.  It is 

also unconstitutional because it has no rational basis, is impermissibly vague and ambiguous, and 

is arbitrary and capricious. 

While the limitation or restriction of a member firm’s operations is appealable to the 

Commission, there is no stay during the appeal, meaning the firm could be forced out of business 

before the appeal is even heard.  In addition, the amount of the Restricted Deposit is only 

appealable, also without a stay, within FINRA.  Thus, interested FINRA staff would be free to 

set a firm’s Restricted Deposit at such a level that a firm would be unable to pay it and would 

force the firm out of business.  Such a firm would have no recourse outside of FINRA.  The 

FINRA process for hearings and appeals favors FINRA nearly 100% of the time and does not 

provide for or protect due process.  Indeed, reviewing five years of decisions of the National 

1 See 15 U.S.C. § 78s(b). 
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Adjudicatory Council shows that FINRA wins 99% of the time, per se evidence of bias.  The 

Rule 9600 Series is subject to collateral attack because it is unconstitutional. 

Two of the Preliminary Identification Metrics would subject firms to punitive deposit 

requirements and restrictions on their operations prior to any adjudication of fault.  “Registered 

Person Pending Events,” as defined in proposed Rule 4111(i)(4)(B), would permit FINRA to 

require firms to maintain deposits and enable FINRA to limit or restrict a firm’s operations prior 

to any finding that the broker at issue violated any law, rule, or regulation.  “Member Firm 

Pending Events,” as defined in proposed Rule 4111(i)(4)(E), would have the same effect.  In 

effect, it is “guilty until proven innocent.” 

Permitting FINRA to count pending events in the Preliminary Identification Metric 

makes a mockery of due process.  “Pending” events by definition exclusively consist of 

allegations that have not been proven.  Counting “Pending Events” in the Preliminary 

Identification Metric allows FINRA to circumvent the established enforcement procedures 

entirely without due process. 

Proposed Rule 4111 has no rational basis.  FINRA claims that the basis for the proposed 

rule is to “promote investor protection and market integrity and give FINRA another tool to 

incentivize member firms to comply with regulatory requirements and to pay arbitration 

awards.”  The proposed Rule does not accomplish this purpose and the stated purpose is a sham. 

FINRA’s own enforcement behavior belies any claim that a Restricted Deposit is 

necessary for the protection of investors or to encourage member firms to pay arbitration awards, 

as FINRA settles with representatives and supervisors and allows them to stay in the business 

while expelling the whole firm, causing the very problems they claim now to be seeking to fix.  

Page 384 of 596



If FINRA believes a representative is not suitable for the business, the regulator should revoke 

the representative’s license and not punish a whole firm.  

Moreover, a firm that does not pay an arbitration award or an arbitration settlement gets 

suspended.  It is hard to imagine how a rule that permits FINRA to arbitrarily raise a small firm’s 

capital requirements and limit a firm’s operations would enhance a firm’s ability to pay 

arbitration awards or “encourage” them to do so.  There is no rational basis. 

“Investor protection” and “market integrity” are completely meaningless generic terms 

that that this rule claims to support but does not.  The real basis for proposed Rule 4111 is to 

enhance the ability to discriminate against small firms in favor of large firms and to use the 

backdoor to expel small firms and bar representatives that it otherwise cannot or will not under 

existing FINRA rules and the Constitution’s and the Exchange Act’s guarantees of due process 

and fair procedure protections. 

As stated above, in the Notice to Members on page 4, FINRA explains its actual basis for 

the rule.  FINRA states that “examiners are not empowered to require a firm to change or limit 

its business operations” and that “these constraints on the examination process protect firms from 

potentially arbitrary or overly onerous examination findings” and that “enforcement actions can 

only be brought after a rule has been violated.”   

There is no rational basis for proposed Rule 4111 because what it really does is allow 

FINRA to circumvent the due process and fair procedure guarantees for member firms and 

registered representatives in the Constitution and the Exchange Act.  The true purpose to is to 

remove the “constraints” on the examination process that protect firms from potentially arbitrary 

or overly onerous examination findings and replace those constraints with unfettered and 
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arbitrary discretion.  It has nothing to do with “investor protection,” “market integrity,” or 

“arbitration awards.” 

In addition to the requirement that the proposed Rule be constitutional, FINRA’s 

enforcement of the rule must also be constitutional.  FINRA claims both to have “governmental 

immunity” exempting it from civil suits and to be a “private actor,” exempting it from the 

application of the United States Constitution to its rules and actions.  This leaves firms in the 

untenable position of having no recourse.  It is an untenable position that is subject to attack.  

There is no such thing as a “private actor with sovereign immunity.” 

As a result, proposed Rule 4111 cannot be enacted because it is so vague and ambiguous 

that it gives FINRA free range to enforce the rule in an arbitrary and discriminatory fashion.  

There are no guidelines or constraints on how FINRA could limit or restrict a member firm’s 

business.  The language of the rule violates due process because it is impermissibly vague. 

For instance, proposed Rule 4111(a) provides that a member “shall be subject to such 

conditions or restrictions on the members operations as determined by the Department to be 

necessary or appropriate for protection of investors and in the public interest.”  This language is 

irreparably vague, ambiguous, contentless, and meaningless.  The rule is so standardless that it 

authorizes and encourages seriously discriminatory enforcement. 

Proposed Rule 4111 Is Biased Against Small Firms 

According to NTM 19-17, “as of year-end 2018, there were 20 small firms (i.e., firms 

with no more than 150 registered persons) with 30 or more disclosure events over the prior five 

years, 10 mid-size firms (i.e., firms with between 151 and 499 registered persons) with 45 or 

more disclosure events over the prior five years, and five large firms (i.e., firms with 500 or more 

registered persons) with 750 or more disclosure events over the prior five years.”  NTM 19-17, p. 
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4.  The impact on a small firm of one disclosure event is enormous, while the impact on a large 

firm of any disclosure event has literally no impact.  If a firm with 100 representatives is allowed 

to have 30 disclosures, how is a firm with 500 representatives allowed to have 750 disclosures? 

FINRA is purposely insulating large firms with hundreds of disclosure events from 

proposed Rule 4111 while subjecting small firms with a tiny fraction of the disclosure events to 

draconian financial burdens.  Permitting large firms to have 750 disclosure events while only 

permitting small firms to have 30 disclosure events reflects evident bias against small firms.  The 

alleged wrongdoing of one representative at a small firm puts that small firm over the limit and 

has no impact on a large firm. 

FINRA’s Attachment D-2 chart shows that 0% of the large firms met the Preliminary 

Criteria for Identification in the last two years of the review period. 

To demonstrate the flaws in the proposed Rule, one only has to compare the 

BrokerCheck reports of the small firms with the BrokerCheck reports of the large firms.  Large 

Firm 1 has 1,174 Disclosures on its BrokerCheck Report, including 531 Regulatory Events, 4 

Civil Events, and 639 Arbitrations.  In 2018 alone, Large Firm 1 had at least 6 regulatory 

disclosure events, including making misstatements and omissions (resulting in a $6,500,000 

fine), failure to supervise, failure to establish and maintain a supervisory system, and failure to 

supervise traders who were mismarking trades and engaging in unauthorized trading (resulting in 

a $5,750,000 fine).  These violations include such systemic violations as, for example, the failure 

to establish and maintain a reasonable system to review for the accuracy of content in the firm’s 

customer trade confirmations over 11 years pertaining to errors in 9.3 million of the firm’s 12.5 

million trade confirmations ($550,000 fine).   
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Large Firm 2 was sanctioned for having systems that allowed five representatives to steal 

more than $1 million out of customer accounts.  Large Firm 2 paid a $4.5 million dollar fine to 

the SEC.  Small firms have been expelled for far less egregious conduct. 

Yet, somehow, according to FINRA’s proposed metrics and thresholds, 0% of large firms 

met the test for a restricted firm. 

On the other hand, one “disclosure event” regarding alleged “supervisory” violations 

relating to one representative where there are no customer complaints and no losses would count 

as the exact same thing at a small firm. 

Attachment D-2, Distribution of Firms Meeting the Preliminary Criteria for Identification 

by Firm Size, is per se evidence of the bias in proposed Rule 4111 against small firms.  For the 

years 2013 through 2018, small firms accounted for more than 90% of all firms meeting the 

“Preliminary Criteria for Identification.”  Yet these small firms have a small number of 

disclosures relative to the enormous number of disclosures at large firms. 

The Preliminary Identification Metric Exponentially Magnifies the Existing Regulatory 

Bias 

 FINRA does not enforce the rules against small and large firms, or the representatives 

who work in those respective firms, in the same way.  FINRA also does not enforce the rules 

against firms in an evenhanded manner.  There is no uniformity in FINRA sanctions for similar 

conduct across firm sizes.  There is also no uniformity in the charges that FINRA brings.   

The Preliminary Identification Metric Is Subject to Manipulation 

The Preliminary Identification Metric is also subject to manipulation due to the bias in 

FINRA’s process for expelling firms.  With exceedingly rare example, FINRA does not expel 

large firms.  However, FINRA expels small firms.   
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For example, FINRA never expelled Lehman Brothers, Bear Stearns, or Brookstreet 

Securities Corporation.  Therefore, none of the representatives who worked at the two largest 

broker-dealers responsible for the near collapse of the U.S. economy in 2008 or a large firm that 

blew up when its dangerously leveraged collateralized mortgage obligation activities imploded 

have had their records marked with “being from an expelled firm.”  As a result, even if a 

representative worked at Lehman Brothers, Bear Sterns, or Brookstreet, that representative 

would not have a mark on his or her license.  So, when those representatives go to work for other 

firms, also likely large firms, the hiring firms will avoid triggering the Preliminary Identification 

Metric. 

Rather than be subject to FINRA sanctions and expulsion, Congress paid hundreds of 

billions of dollars to bail out the very entities that created the 2008 crisis.  For example, AIG and 

its Chief Executive Officer were never sanctioned or expelled. 

 Brookstreet, a large firm that sold derivative securities that were over-leveraged and thus 

risky to its customers without proper disclosures, was never expelled.  Its membership was 

“cancelled” by FINRA on September 3, 2008. 

 By contrast, FINRA expels small firms that are already out of business, exceeding its 

authority.  For instance, FINRA expelled Small Firm 1 in July 2017.  Small Firm 1 had 18 

regulatory events on its BrokerCheck Report and had been in business since 1978 (compared to 

the hundreds if not thousands at large firms).  Small Firm 1 filed Form BDW on December 9, 

2016.  FINRA did not expel the firm until July 2017, after the firm had already filed Form BDW 

and gone out of business.  According to BrokerCheck, FINRA “expelled” Small Firm 1 for 

“failure to pay fines and costs” on July 31, 2017.  As a result, every representative who ever 

worked at Small Firm 1 now bears the mark on his or her license as being from an expelled firm. 
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 In 2017, there were more than half a million registered representatives working at large 

firms.  By contrast, in 2017, there were only 66,477 representatives working at more than 3,000 

small firms.  According to FINRA’s 2018 FINRA Industry Snapshot, 81% of the registered 

representatives worked at large firms.  Yet, because FINRA does not expel large firms, with 

extremely rare exception, these representatives do not have a mark on their license as being from 

an expelled firm.  Because FINRA expels small firms, the metrics disparately impact the 

representatives who work at small firms. 

Proposed Rule 4111 Is a Backdoor Way of Expelling Firms and Barring Representatives 

from the Industry 

 Proposed Rule 4111 gives FINRA the discretion to put restrictions and limitations on 

firms and to require firms to put up a Restricted Deposit that will undoubtedly be out of reach for 

at least some small firms.  Proposed Rule 4111 is intended to provide FINRA with a mechanism 

to force small firms out of business that it otherwise cannot with the bare minimum of 

protections that small firms have against FINRA as it is. 

Proposed Rule 4111 is also intended to make it financially untenable for small firms to 

employ brokers with certain levels of disclosures, essentially making such brokers 

unemployable.  This is a backdoor way of removing from the industry brokers whom FINRA has 

no grounds to bar.  It permits FINRA to essentially bar from the industry brokers who have not 

violated any rule while further denying them any due process or appeals procedures.  FINRA 

would not have to prove any violation of a rule, regulation, or law that could support the sanction 

of a bar from the industry, yet such brokers will be rendered unemployable.  This is a backdoor 

way around the Exchange Act’s requirements that FINRA cannot take away the license of a 
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representative without a violation that is proven through a fair procedure and due process, as 

guaranteed by the Exchange Act and the Constitution.  See 15 U.S.C. §780-3(b)(8).   

 Firms should be entitled to employ any broker who has a FINRA license.  If FINRA 

believes that any certain broker has engaged in conduct that would warrant a bar from the 

industry, FINRA should be required to proceed under the established disciplinary rules and 

requirements to revoke his or her license. 

 There is an enormous range of disclosure items that would count towards a Registered 

Representative’s Adjudicated and Pending Event Metrics.  For example, many customers file 

arbitration complaints anytime they lose money and make allegations that are not true.  Many 

customer arbitrations are entirely without merit.  Nonetheless, a small award from an arbitration 

panel or the settlement of a meritless claim to reduce the cost of litigation would count towards a 

firm’s Preliminary Identification Metric.  On the other hand, a large meritorious claim against 

another representative with a million dollar award would count as the exact same thing.  There is 

no method for a representative to have an opportunity to be heard regarding what is essentially a 

disciplinary mark on his/her license under Proposed Rule 4111.  Moreover, if a claimant names 

every officer of the firm, which is common practice, each officer named in the arbitration would 

count towards the metric even if they were never involved with the customer. 

 This is also true as to a representative who once worked at a firm that was later expelled, 

even if they worked there years or decades before the expulsion.  Such a representative would be 

unemployable.  There is no method for a representative to have an opportunity to be heard 

regarding what is essentially a disciplinary mark on his or her license under Proposed Rule 4111. 
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The Proposed Ways That a Firm Can Affect the Outcome Are Unlikely to Work 

FINRA is unlikely to exempt any firms from the Restricted Deposit Requirement based 

on a member’s explanation of why it should not be subject to the Restricted Deposit 

Requirement.  Member firms that are designated as Restricted Firms are also unlikely to get 

relief from a Hearing Officer from the FINRA Office of Hearing Officers.  Member firms are 

also unlikely to get relief from the FINRA National Adjudicatory Council.  The track record of 

the OHO and the NAC speaks for itself.  This would subject firms to a long and expensive 

appeal, during which time the firm’s resources are tied up in the Restricted Deposit Account and 

during which time there is no stay of the restrictions FINRA decides to impose.  With regard to 

the amount of the Restricted Deposit, there is no appeal outside of FINRA and the internal 

FINRA appeals process is unconstitutional. 

PROPOSED RULE 4111 SHOULD BE MATERIALLY CHANGED 

The Formula for Computing the Preliminary Identification Metrics is Overinclusive 

Persons registered with the firm for one day should not be counted towards the metric.  

There should be a minimum employment period of 180 days before the representative counts 

towards the metric. 

The Preliminary Identification Metrics Should be Materially Changed 

Adjudicated Events 

“Registered Person Adjudicated Events,” defined in proposed Rule 4111(i)(4)(A), should 

not include subsection (ii) regarding settlements of customer claims because representatives 

settle cases with false and unsupportable allegations to avoid legal fees, the distraction of 

arbitrations, and arbitration risk.  The allegations are never proven and should not be counted 

against the representative or the firm.   
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Subsections (i) and (ii) should be narrowed because Claimants’ lawyers often reflexively 

name all officers and directors as control persons or for failure to supervise regardless of the fact 

that such officers and directors never even had supervisory responsibilities or customer contact.  

Thus, one settlement implicating one representative could count as five or more events even 

when there is no fault. 

Subsections (iii) and (iv) should not include “findings” because such findings are the 

result of settlements and are not the result of proven allegations.  Representatives settle false 

accusations for many reasons, including the expense of litigating claims, the distraction of a 

proceeding, and the general risk attendant to a contested proceeding.  In addition, events that do 

not involve any customer harm should not be included. 

Subsection (v) should not include criminal matters in which the registered person pled 

nolo contendere (no contest) because there was no admission or proof of guilt. 

“Member Firm Adjudicated Events,” defined in proposed Rule 4111(i)(4)(D), should not 

include “findings” because firms settle for many reasons even if there has not been a violation of 

the laws, rules, or regulations, including the decision to stop paying substantial legal fees, to put 

the matter behind the firm because it is distracting to management, and to avoid the FINRA 

disciplinary proceeding and appeal process, which is entirely biased in favor of FINRA.  These 

“findings” in an AWC have not gone through a judicial process and there has not been any 

determination of factual or legal violations.  A firm does not admit it engaged in any 

wrongdoing.   

If findings are included it is highly likely that this compromise process will end as 

individuals and small firms will need to fight to the end to avoid the devastating consequences of 

Rule 4111.  Such “findings” remain unproven allegations that were never subjected to the 
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judicial process.  Including “findings” in the Preliminary Identification Metric elevates 

“findings,” in which the member firm does not admit the “findings,” to the same level as what 

has been proven at a hearing.  In addition, events that do not involve any customer harm should 

not be included. 

Pending Events 

 “Registered Person Pending Events,” as defined in proposed Rule 4111(i)(4)(B), and 

“Member Pending Events,” as defined in proposed Rule 4111(i)(4)(E), should not be included in 

any final rule.  Including “pending events” in the Preliminary Identification Metric is unfair and 

violates due process.  Allegations are not proven and are often false.  This allows FINRA to open 

an investigation into a member firm and, in conjunction with the biased metric thresholds for the 

other categories, automatically put a small firm over the Preliminary Identification Metric 

Threshold.   

Including pending investigations in the Preliminary Identification Metric allows FINRA 

to simply sidestep its obligation to fairly conduct investigations.  FINRA would be able to 

financially sanction a firm and restrict its activities without proving anything.  According to 

FINRA in every 8210 letter, mere investigations “should not be construed as an indication that 

the Enforcement Department or its staff has determined that any violations of federal securities 

laws or FINRA, NASD, NYSE, or MSRB rules have occurred.”  However, under Proposed Rule 

4111, FINRA would be able to immediately sanction a firm. 

Criminal defendants are entitled to due process of law and are innocent until proven 

guilty.  Sanctioning a firm because it or a representative had a pending criminal matter would 

deny such firm or person due process of law. 

In addition, events that do not involve any customer harm should not be included. 
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Registered Person Termination and Internal Review Events 

  “Registered Person and Internal Review Events,” as defined in proposed Rule 

4111(i)(4)(C), should not be included in the Preliminary Identification Metric.  Including any 

pending or closed internal review would have the obvious and perverse effect of discouraging 

firms from conducting internal reviews and lessening, not enhancing, internal compliance 

procedures.  It is another example of the true basis for the Rule, to circumvent the disciplinary 

process and punish small firms.  The proposed Rule has nothing to do with investor protection or 

market integrity. 

Registered Persons Associated with Previously Expelled Firms 

 “Registered Persons Associated with Previously Expelled Firms,” (also referred to as the 

Expelled Firm Association category), as defined in proposed Rule 4111(i)(4)(F), should be 

entirely removed as a category.  In the alternative, representatives should not be counted who 

worked at an expelled firm “at any time in his/her career.” 

 A high-ranking FINRA official admitted to the Wall Street Journal that “the fact that 

someone has worked for a high-risk or expelled firm ‘doesn’t mean they’re necessarily a bad 

actor or guilty of anything.”2   

Representatives should not be counted who worked at an expelled firm “at any time in 

his/her career.”  There are representatives who worked at firms that were expelled years later.  

The representatives who once worked at a firm that was later expelled were not implicated in the 

enforcement actions in any way should not be counted.  There should also be a time limit on 

when such representative worked at a firm that was expelled.   

2 “FINRA program hasn’t barred any brokers who worked at “Wolf of Wall Street” firm,” The Wall Street Journal, 

March 5, 2012, available at http://www.marketwatch.com/story/watchdogs-hunt-is-short-on-wolves-2015-03-05 
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 In addition, representatives hired by a member firm before the prior firm was expelled 

should not be counted towards the threshold.  Firms that hire representatives from firms that have 

not been expelled at the time of the hiring decision should not be counted towards the threshold.  

A FINRA rule should not be allowed to contain a “gotcha” provision. 

 However, the category should be entirely removed because if FINRA expels a firm, it 

would automatically make all of its representatives, even the ones who were completely 

uninvolved in the events leading to the expulsion, unemployable. 

 The “One-Time Staff Reduction” should be revisited due to this discrepancy.  If a 

representative is currently employed at a firm during an “Evaluation” period and none of his 

former employer member firms was an “Expelled Firm,” but during the next “Evaluation Period” 

one or more of his prior employers are so labelled, the Firm is arbitrarily penalized for something 

that was completely out of both the current firm’s and the representative’s control in a “gotcha.” 

The metric Registered Persons Associated with Previously Expelled Firms is biased 

against small firms.  It is unfair and overbroad.  FINRA’s method for marking the licenses of 

representatives who once worked at a firm that was later expelled itself violates due process as 

there is no notice and opportunity to be heard for a representative whose license is being marked 

with what is at its essence a disciplinary item. 

FINRA has virtually only expelled small firms.  When a firm is “expelled,” every 

representative who ever worked at the firm, no matter when or for how long, is branded with the 

mark of being from an expelled firm.  There are instances of a representative working at a firm 

for 7 days, years before the firm was ever expelled, who now bears the mark on their 

BrokerCheck as being from an expelled firm and other representatives who worked at a firm 20 
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years before it was expelled and who, if they worked for a member firm for one day during the 

Evaluation Period, would count towards the firm’s threshold. 

Almost all of the representatives from “expelled” firms in the current time had nothing to 

do with whatever disciplinary proceeding got the firm expelled, yet they are tarnished with being 

from an expelled firm.  However, there are instances of FINRA settling with the representatives 

and supervisors who were involved and allowing them to stay in the business while expelling the 

entire firm and marking the licenses of all of the innocent representatives.   

Proposed Rule 4111 threatens the ability of representatives who work at small firms to 

obtain and retain continued employment because, even though they are entirely innocent, the 

mark on their license of having worked at an expelled firm will discourage firms from hiring 

them due to the financial penalties and threat of the imposition of conditions and restrictions on 

their operations.  Such innocent representatives will be rendered unemployable. 

On the other hand, no matter the conduct, large firms with significant financial resources 

are permitted to simply pay fines.  When a small firm cannot pay a fine, the firm is expelled.   

As even further evidence of the uneven application of the rules and the potential for 

abuse, as demonstrated above, FINRA does not expel large firms that engage in rampant 

wrongdoing, such as Brookstreet, Lehman Brothers, and Bear Stearns, leaving those 

representatives free to go to other large firms without the scarlet letter of having worked at a firm 

that was expelled, and leaving large firms free to hire these representatives without having to 

count anything towards their thresholds. 

Depending on the length of time that an expelled firm was registered, this metric could 

count thousands of representatives as having been from an expelled firm.  This is an example of 
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FINRA’s disproportionate enforcement activities against small firms having an even more 

magnified effect here.   

The Preliminary Identification Metric Thresholds Discriminate Against Small Firms 

The Preliminary Identification Event Metric Thresholds are also strongly biased against 

small firms.  For Member Firm Pending Events, for a firm up to 100 representatives, one 

pending event puts the firm at the threshold.  For firms over 100 representatives, the thresholds 

are skewed in their favors.  A firm with 500 representatives can have up to 4 pending events 

without triggering the threshold.  In other words, under the proposed rule, a large firm with four 

pending criminal investigations would not have its activities restricted or have to put up a 

Restricted Deposit, but a small firm with one FINRA investigation that may have no merit would 

have its operations restricted or limited and their capital requirement arbitrarily raised with no 

due process protections, no fair procedure, and no meaningful appeal. 

 In addition, there is no provision made for actual harm to investors of the event.  An 

event with no customer losses with a nominal fine would count the same as an event impacting 

millions of customers with a fine in the millions.  FINRA disciplines member firms and 

individual representatives even when there is no harm to customers and such regulatory events 

should not be counted. 

The One-Time Opportunity to Reduce Staffing Should Renew After Three Years 

Proposed Rule 4111(c)(2) permits a firm that has triggered the Preliminary Identification 

Metric for the first time to reduce headcount to go below the threshold.  The opportunity to 

Page 398 of 596



reduce staffing should renew every three years.  A lifetime bar on the opportunity to reduce 

staffing ignores, for instance, the reality of the cyclical nature of the financial markets. 

The Five-Year Lookback is Too Long 

 The Evaluation Period of five years is too long.  See Proposed Rule 4111(i)(6).  For the 

adjudicated disclosure-event categories, under Proposed Rule 4111, the counts would include 

disclosure events that reached a resolution during the prior five years from the date of the 

calculation.  The lookback period should be three years, as that would give a firm ample 

opportunity to resolve any issues. 

Pending Arbitrations Should Not Impact the Size of a Restricted Deposit 

No deposit should be required for pending arbitrations.  On page 6 of the Notice, FINRA 

states that “pending arbitration claims” could impact the size of the required deposit.  See NTM 

19-17, at p. 6.  Pending arbitration claims involve allegations that have not been proven.  The 

proposed rule would give claimants’ lawyers a gun to point at small firms in that the claimants’ 

lawyers could simply inflate the damages claim, for instance, to force a firm to put up an 

enormous restricted deposit, essentially forcing a small firm to settle meritless cases prior to 

every Evaluation Period. 

Small firms would also be forced to settle meritless cases before the Evaluation Period, 

regardless of when they were filed during the year, to get the case off the firm’s books prior to 

any meaningful opportunity for discovery and disclosure and prior to any opportunity to make a 

motion to dismiss, to engage in legitimate settlement discussions, or to defend itself at a hearing.  

Proposed Rule 4111 eviscerates the Code of Arbitration Procedure and provides the claimant’s 

securities bar with a potent weapon that will result in unfair results and violate firms’ and 

representatives’ due process rights, among other things. 

Page 399 of 596



There is Literally No Way For a Small Firm To Get Its Restricted Deposit Amount Back 

At the next Evaluation Period after a firm is no longer determined to be a Restricted 

Firm, FINRA can still keep the Restricted Deposit for as long as it wants under the terms of 

proposed Rule 4111(f)(3).  To get the Deposit back, a Firm must make an “application” to 

FINRA, who has complete discretion under the Rule to force the Firm to maintain the Deposit.  

FINRA will makes its determination “After such review as it considers necessary or 

appropriate….”  This is another instance of the Rule being vague and ambiguous and allowing 

FINRA to apply the Rule in a manner that is arbitrary and capricious. 

The proposed Rule also has a “presumption that the Department shall require the member 

or the Former Member to continue to maintain its Restricted Deposit Requirement if the member 

or the Former Member has any ‘covered pending arbitration claims,’ unpaid arbitration awards 

or unpaid settlements relating to arbitrations outstanding.”  Rule 4111(f)(3)(D).   

This allows FINRA to financially punish small firms against whom a claimant’s lawyer 

has filed a meritless arbitration.  It also punishes a small firm that is making settlement payments 

on a payment plan, even if that firm is paying as agreed.  It also punishes small firms that have 

absolutely no history whatsoever of not paying arbitration awards in customer arbitrations. 

It also materially alters a small firm’s ability to settle an arbitration, because the 

claimants’ bar will seek to obtain a settlement in the maximum amount of the funds available, 

just like they do with an insurance policy, not an amount that is actually reflective of the 

settlement value of the case. 

Page 400 of 596



The Proposed Rule Does Not Provide Firms With Adequate Time to Prepare For a 

Consultation or Implement Any Requirements 

Proposed Rule 4111(d)(2) provides no protections to firms or restrictions on FINRA 

regarding the length of time between the written letter informing the firm that it is subject to a 

Consultation and the date and place of a Consultation.  Proposed Rule 4111(e)(1)(B)(ii) also 

provides no timetable for firms to implement any conditions or restrictions that FINRA imposes 

or to fund a Restricted Deposit Account.  Small firms do not have large amounts of extra capital 

and FINRA could suspend a firm if it cannot fund the Restricted Deposit Account in whatever 

time frame FINRA arbitrarily imposes. 

There is No Meaningful Appeals Process 

Proposed Rule 4111(e)(2) provides that there is no stay during the pendency of an appeal.  

This renders the appeals process, which is already largely meaningless, even more meaningless.  

*** 

In conclusion, Proposed Rule 4111 should not be enacted for all of the reasons set forth 

herein.  Even if FINRA adopted all of the changes suggested herein, the Rule should still not be 

enacted for all of the reasons set forth above. 
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July 1, 2019 

 

Jennifer Piorko Mitchell 

Office of the Corporate Secretary 

FINRA 

1735 K Street, NW 

Washington, DC 20006-1506 

 

Re: Proposed New Rule 4111 (Restricted Firm Obligations) Imposing Additional Obligations 

on Firms with a Significant History of Misconduct, Regulatory Notice 19-17  

 

Dear Mrs. Mitchell:  

 

Better Markets1 appreciates the opportunity to comment on the above-captioned 

Regulatory Notice (“Notice” or “Rule”) released for comment by the Financial Industry 

Regulatory Authority (“FINRA”).  The Notice proposes a convoluted, Rube Goldberg-type 

process2 to identify and place new obligations on “predator wolf-pack” firms populated with 

recidivists brokers whose business model appears to be maximizing profits by targeting and 

ripping off unsuspecting and vulnerable investors in violation of FINRA and other rules.   

 

While it is arguably better than nothing, trying to minimally regulate firms that specialize 

in recidivist brokers—by  making it a little costlier for them to operate—is grossly insufficient and 

doomed to fail to achieve the purported objectives of the Notice.  FINRA has the indispensable 

mission to protect investors and promote market integrity; it must do more to stop firms that 

specialize in recidivist brokers.  Rather than, at best, half measures, FINRA must revoke the 

licenses and expel these firms that are based on a predator wolf-pack business model that specialize 

in harming investors.   

 

1  Better Markets is a non-profit, non-partisan, and independent organization founded in the wake of 

the 2008 financial crisis to promote the public interest in the financial markets, support the 

financial reform of Wall Street, and make our financial system work for all Americans again. 

Better Markets works with allies—including many in finance—to promote pro-market, pro-

business, and pro-growth policies that help build a stronger, safer financial system that protects 

and promotes Americans’ jobs, savings, retirements, and more. 
2  See infra, “Description of the Proposal.”  According to his entry in Wikipedia, Rube Goldberg “is 

best known for his popular cartoons depicting complicated gadgets performing simple tasks in 

indirect, convoluted ways.”  https://en.wikipedia.org/wiki/Rube_Goldberg.   
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Making matters worse, these predator firms are not just going after any investors; they are 

specifically targeting and harming the most vulnerable kinds of investors, including seniors, those 

with language barriers, and those who lack of basic financial literacy.3  What possible service or 

good do predator firms provide to investors that cannot be offered by thousands of other FINRA 

members that actually follow FINRA’s and Securities and Exchange Commission’s (SEC) rules?  

What is the public interest, market integrity, and pro-investor rationale for permitting these 

predatory firms to use FINRA’s seal-of-approval to continue to harm investors?  This Notice fails 

to answer these threshold questions, which, in our view, is a disservice to millions of American 

investors who have to rely upon FINRA as the cop on the beat and the front-line regulator of the 

broker-dealer profession.   

 

While it is tempting to say that the policies proposed in this Notice are steps in the right 

direction, we cannot say that in this comment letter.  Investors, and particularly those harmed by 

such unscrupulous brokers and firms who retain them, deserve concrete, effective, swift and far-

reaching consequences from FINRA for brokers that repeatedly violate FINRA’s rules, and the 

firms that employ them, not convoluted and weak attempts at regulation.  We do not believe 

FINRA is lacking authority under its current rules to more forcefully and effectively punish and 

expel predators, and to bar predator wolf-packs from ever forming.  However, if FINRA feels it 

lacks such authority to properly reduce investor harm by effectively punishing and deterring high-

risk firms, then it should have proposed a rule that would have authorized FINRA to become a 

more effective regulator.   

 

 Instead, FINRA chooses to do the bare minimum by proposing to make it marginally more 

expensive for the worst-of-the-worst broker-dealer firms, that have already proven that they will 

brazenly disregard FINRA rules, to continue hiring and rewarding brokers that give self-serving 

advice and sell unsuitable products that are harmful for investors’ and their families’ financial 

health.  These are not close calls; these are not brokers with a blemish or violation here or there; 

these are not firms hiring a broker or two with isolated violations.  These are predator wolf-pack 

firms whose business model is to maximize profits by breaking rules and ripping off unsuspecting 

and vulnerable investors.  They need to be put out of business and barred from forming new ones.  

Investors need to be protected from the harmful practices of the wolf-packs and be better served 

by other, law-abiding FINRA members.  

 

Investors need and deserve honest, qualified, and competent brokers and firms who respect 

and follow the rules when offering their services and financial products.  Americans need these 

good broker firms and their brokers to help them meet their life goals, including saving for their 

children’s college education, preparing for retirement, and enjoying a decent standard of living.  

As the front-line regulator of brokers and brokerage firms, FINRA has a paramount responsibility 

to ensure that all investors—especially the unsophisticated, elderly, and less educated—are 

3  Broker misconduct, particularly among the recidivists, is more prevalent in counties and cities 

with a large proportion of retirees and a lower educated population.  Said differently, bad brokers 

and the firms that employ and reward them specifically target and flourish in areas where there 

are unsophisticated investors and vulnerable adults who can more easily be preyed upon.  See 

Mark Egan, Gregor Matvos &Amit Seru, The Market for Financial Adviser Misconduct at 27, J. 

OF POL. ECON. (forthcoming) (Sept. 1, 2017), available at 

https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2739170.  .  
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protected from predatory and unscrupulous broker firms who employ brokers who repeatedly 

break the law with impunity with little or nothing to fear from FINRA. 

 

FINRA can and must do more to address and extinguish the predatory wolf-pack business 

model, and our comment letter will focus on ways FINRA must significantly improve this Notice 

and its oversight of the broker-dealer firms.  

 

SUMMARY OF COMMENTS 

 

• FINRA is falling far short of its regulatory duties by seemingly caring more about 

the economic viability of recidivist broker firms that are FINRA’s members than about the investor 

clients they harm.  

 

• The Proposal risks perpetuating the recidivist mills’ business model and increasing 

moral hazard when permitting firms with a long history of investor harm to remain operational by 

depositing some funds into a segregated account.  

 

• The Proposal should not be approved unless significantly improved by applying 

more stringent criteria in identifying high-risk firms, including at a minimum:  

 

o look-back or review period of 10 years, and not just 5.   

o The disclosure events should include all settlements, penalties, arbitration claims, 

etc., that are at or above $5,000, and not $15,000 as proposed.   

o The disclosure events should include all events that are harmful to investors, not 

just those that are discovered through consumer complaints (so called, “consumer-

initiated events,”).  FINRA should count with equal weights events that are 

discovered through, for example, whistleblower tips or regulatory examinations.  

The Proposal seems to be limited to only events that are consumer-initiated events.  

 

• FINRA must not permit those who have been laid-off or terminated as part of the 

consultation process to be hired by other firms for at least one year, and never by another high-risk 

firm.  The Proposal only inadequately prohibits the firm who has laid off the broker from rehiring 

the same person within a year.  Additionally, during the consultation period, FINRA must require 

the termination or lay-off of brokers, starting with those with the most disclosure events regardless 

of their role within the organization or the revenue they generate.   

 

• FINRA must prominently publicize the names of high-risk firms.  At a minimum, 

FINRA must prominently publicize the names of the firms that have been designated high-risk 

twice.  FINRA must also publicize the names of newly formed firms that are made-up of 20% or 

more brokers who were affiliated with previously twice-designated high-risk firm.  

 

• FINRA must require brokers who are affiliated with twice-designated high-risk 

firms to disclose to their former, current and prospective clients the fact that they are employed 

by such a firm.  
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• At the end of the second year, if the firm is still a high-risk firm, FINRA must expel 

the firm, and de-license all current brokers who were employed by the firm at the time of initial 

designation. 

 

• We support FINRA obtaining authority to impose specific “terms and conditions” 

on certain firms who either circumvent the obligations and restrictions placed upon them by the 

Proposed Rule 4111 (as amended by our comments herein) or otherwise refuse to significantly 

improve their compliance culture.  

 

DESCRIPTION OF THE PROPOSAL  

 

FINRA’s proposed Rule 41114 creates an extraordinarily lengthy and complex process that 

would, eventually, impose financial obligations and other requirements on certain high-risk 

member firms that are identified through a complicated process and application of various criteria 

and metrics.  The proposed Rule 4111 would annually evaluate FINRA’s entire 3,580-plus broker-

dealer membership through the following six different metrics (using information obtained from 

Uniform Registration Forms):  

   

1. Registered Person Adjudicated Events;5 

2. Registered Person Pending Events;6 

3. Registered Person Termination and Internal Review Events;7 

4. Member Firm Adjudicated Events;8 

5. Member Firm Pending Events;9 and 

6. Registered Persons Associated with Previously Expelled Firms (also Referred to as 

the Expelled Firm Association category).10 

 

For each of these “Preliminary Identification Metrics” categories, FINRA proposes to 

apply different thresholds, depending on the firm’s size (as measured by number of registered 

persons in the firm); only once above these thresholds would a firm be designated as having met 

the “Preliminary Criteria for Identification.11  The table below shows the different Preliminary 

Identification Metrics Thresholds that FINRA would apply as part of its annual computation and 

evaluation of disclosure events: 

 

4  Proposed Rule text is available at 

http://www.finra.org/sites/default/files/notice_other_file_ref/Regulatory_Notice_19-

17_Attachment_A.pdf.  
5  “Registered Person Adjudicated Events,” defined in proposed Rule 4111(i)(4)(A). 
6  “Registered Person Pending Events,” defined in proposed Rule 4111(i)(4)(B). 
7  “Registered Person Termination and Internal Review Events,” defined in proposed Rule 

4111(i)(4)(C). 
8  “Member Firm Adjudicated Events,” defined in proposed Rule 4111(i)(4)(D). 
9  “Member Firm Pending Events,” defined in proposed Rule 4111(i)(4)(E). 
10  “Registered Persons Associated with Previously Expelled Firms,” defined in proposed Rule 

4111(i)(4)(F). 
11  See Proposed Rule 4111(i)(11). 
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Source: FINRA Proposed Rule 4111(i)(11). 

 

For example, a firm with 10 registered persons would need to have more than two 

“Adjudicated Events” and more than one “Pending Event” to pass the thresholds of these 

categories.  Additionally, a smaller firm would need to have, on average, more “Adjudicated 

Events” per capita compared to its peers than larger firms (again, compared to its peers).  Or, 

smaller firms need to have a higher concentration of “Persons Associated with Previously Expelled 

Firms” among its brokers’ ranks than larger firms to qualify. 12    Finally, a firm needs to pass the 

thresholds of at least two categories to be designated as having met the Preliminary Criteria for 

Identification. 13  

 

  To assess the impact of the proposed Rule, FINRA evaluated its entire membership 

between the 2013-2018 period to analyze categories of events that would have caused firms to 

meet the Preliminary Criteria for Identification.   According to this analysis, “there were 60-98 

such firms at the end of each year during the review period” or 1.6-2.4% of all firms registered 

with FINRA in any year during the review period.14  Furthermore, “approximately 90-94% percent 

of these firms were small, 4-10% percent were mid-sized and 0-2% percent were large at the end 

of each year during the review period.”15  The below table shows this analysis, separated by firm 

size (according to number of registered representatives).   

 

12    Within categories one-five, FINRA would calculate using simple averages: dividing the number 

of events over number of registered representatives.  For the sixth category, the metric would 

show the percentage concentration of the firm with employees who were associated with 

previously expelled firms at any point in their career. 
13   A firm can be flagged Preliminarily for meeting just two or more of the set forth thresholds as 

compared to other firms their size.  If a firm were to meet the threshold for two metrics (metrics 

one-five), one would have to be for adjudicated events, and the firm must have at least two 

events. 
14  See Notice at 25.  
15  See Notice at 25-26.  
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Source: Proposed New Rule 4111 (Restricted Firm Obligations) Imposing Additional Obligations on Firms 

with a Significant History of Misconduct, Regulatory Notice 19-17, Attachment D-2. Available at 

http://www.finra.org/sites/default/files/notice_other_file_ref/Regulatory_Notice_19-

17_Attachment_D.pdf.  
 

Once a firm meets the Preliminary Criteria for Identification, there are several more steps 

before it is designated as a “Restricted Firm” and thus become subject to the new financial and 

other obligations.  After the Criteria is met, FINRA will conduct a focused analysis of the 

firm’s disclosure events to reduce the likelihood of misidentification.  Once this analysis is 

complete, FINRA will preliminarily designate the firm as “Restricted Firm” and propose a 

“Restricted Fund” amount.  After these preliminary decisions, FINRA will invite the firm to 

engage in consultations.  During this consultation process, the firm will have the opportunity to 

rebut two presumptions: the presumption that it must be designated as a “Restricted Firm” and the 

presumption that the firm must maintain a “Restricted Fund” in the amount proposed by FINRA.16   

 

If a firm successfully rebuts both presumptions, no further obligations are imposed.  

However, if FINRA decides that the firm has not rebutted the presumption that the firm should be 

a Restricted Firm but has rebutted the presumption of maintaining the maximum amount in the 

Restricted Fund, it will be designated as Restricted Firm, but will have either no Restricted Fund 

or will have appropriately reduced Restricted Fund.  However, the firm would have to implement 

and maintain specific conditions or restrictions on operations at FINRA’s discretion with the aim 

of addressing the Preliminary Criteria for Identification metrics.17  Finally, if the firm has not 

rebutted either presumption, then the firm will be designated as a Restricted Firm for that year, be 

required to establish a Restricted Deposit Account, deposit and maintain in that account the 

maximum Restricted Deposit Requirement, and implement specific conditions identified by 

16  See Proposed Rule 4111(e)(1). 
17  Ibid. 
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FINRA to address the metrics indicating the firm meeting the Preliminary Criteria for 

Identification.18 

 

Once a firm is designated as a “Restricted Firm,” and after it fails to rebut the presumptions, 

the firm would be permitted to reduce its staffing levels so as to fall below the thresholds that had 

triggered the firm’s identification.19  If a firm satisfactorily reduces staffing, then the firm is no 

longer designated as a Restricted Firm for that year.   

 

If a firm fails to adequately reduce staff, FINRA will finalize its designation the firm as a 

Restricted Firm, and require the firm to establish a bankruptcy-remote, segregated account 

Restricted Fund, and FINRA will determine a Maximum Restricted Deposit Requirement to be 

deposited into this fund.20  This account “must be subject to an agreement in which the bank or the 

clearing firm agrees: not to permit withdrawals from the account absent FINRA’s prior written 

consent; to keep the account separate from any other accounts maintained by the member with the 

bank or clearing firm; that the cash or qualified securities on deposit will not be used directly or 

indirectly as security for a loan to the member by the bank or the clearing firm, and will not be 

subject to any set-off, right, charge, security interest, lien, or claim of any kind in favor of the bank, 

clearing firm or any person claiming through the bank or clearing firm; that if the member becomes 

a former member, the Restricted Deposit Requirement in the account must be maintained, and 

withdrawals will not be permitted without FINRA’s prior written consent; that FINRA is a third-

party beneficiary to the agreement; and that the agreement may not be amended without FINRA’s 

prior written consent.  In addition, the account could not be subject to any right, charge, security 

interest, lien, or claim of any kind granted by the member.”21 

 

In setting the Restricted Deposit Requirement, FINRA will “tailor the member’s maximum 

… amount to its size, operations and financial conditions” and consider the nature of “member’s 

operations and activities, annual revenues, commissions, net capital requirements, the number of 

offices and registered persons, the nature of the disclosure events counted in the numeric 

thresholds, the amount of any “covered pending arbitration claims” or unpaid arbitration awards, 

and concerns raised during FINRA exams.”22  The Notice explains that this Maximum Restricted 

Deposit is intended to be high enough to change the firm’s behavior but “not so burdensome that 

it would force the member out of business solely by virtue of the imposed deposit 

requirement.”23   

 

After FINRA designates the firm as Restricted Firm and requires the establishment of a 

“Restricted Fund,” the firm can request a hearing with the Office of Hearing Officers in an 

expedited proceeding.24  The proposed Rule would not permit any stay during the hearing 

18  Ibid. 
19  See in Proposed Rule 4111(d). 
20  See Proposed Rule 4111(i)(15). 
21  See Notice at 17.  
22   See Notice at 12.  
23  See Notice at 12 and 28, emphasis added.  
24  See Notice at 15. 
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proceedings.  Additionally, if a firm is found to not have complied with the obligations of Rule 

4111, FINRA could suspend or cancel the firm’s membership, with FINRA’s CEO’s consent.  

 

Finally, FINRA discusses but does not propose in the Notice a general authority to impose 

specific “terms and conditions” upon firms that either game the proposed Rule 4111 by staying 

just below the thresholds that would trigger their identification or otherwise do not change their 

behavior and fail to “demonstrate commitment  to the development of strong compliance 

culture.”25  Unfortunately, other than a brief reference and discussion of a similar “terms and 

conditions” authority that a Canadian SRO has implemented, there is no further discussion 

regarding the contours and possible uses of such authority.  In our comments below, we will 

support in concept granting such authority to FINRA to empower it with appropriate regulatory 

tools to stop and deter firms that have substantial and unaddressed compliance failures and seem 

impervious to obligations and restrictions envisioned by Rule 4111 (as amended by our comments 

herein).      

 

COMMENTS 

 

FINRA’s Primary Mission Is to Protect Investors and the Integrity of the Securities Markets, 

Not Serve the Interests of Its Worst Members Who Repeatedly Violate the Law.  The 

Proposal Risks Perpetuating the Recidivist Wolf-Packs Business Model. 

 

 As the front-line regulator of broker-dealers, FINRA has a paramount responsibility to 

ensure that investors—particularly the vulnerable population of retail and unsophisticated 

investors—are protected and not preyed upon by unscrupulous brokers and firms that hire and 

reward these brokers.  As briefly described in the Notice, FINRA currently has several regulatory 

tools that aim to deter or punish misconduct by firms and brokers.  These include the ability to not 

renew or deny membership applications, conduct firm-focused examinations and other monitoring 

for risks, and bring enforcement cases.   But, as the Notice itself admits, “persistent compliance 

issues continue to arise in some FINRA member firms.”26   

 

There are multiple, peer-reviewed studies showing the disproportionate harm that firms 

that specialize in bad brokers inflict on investors.27 As released, the Proposal fails to even remotely 

solve this fundamental challenge.   

 

Instead of appropriately working to rid its membership ranks of firms that attract and pay 

brokers who have indisputable records of repeat misconduct and investor abuses, this Notice 

tinkers on the margins by essentially making it slightly costlier for firms to hire or retain brokers 

with checkered pasts by slightly raising the firm’s regulatory costs.  While some firms may indeed 

25  See Notice at 21-23.  
26  See Notice at 3.  
27  See, e.g., Mark Egan, Gregor Matvos &Amit Seru, The Market for Financial Adviser Misconduct, 

J. OF POL. ECON. (forthcoming) (Sept. 1, 2017), available at 

https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2739170.  See also Benjamin Lesser & 

Elizaeth Dilts, Wall Street’s Self-Regulator Blocks Public Scrutiny of Firms with Tainted Brokers, 

REUTERS INVESTIGATES (June 12, 2017), available at 

https://www.reuters.com/investigates/specialreport/usa-finra-brokers/.  
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decide to fire or not hire a broker with a long rap-sheet in order not to tie funds into the Restricted 

Fund and assume costs associated with heightened supervision (as proposed in the Notice) and 

potential liability, it would still permit firms that repeatedly choose to hire recidivist brokers to 

operate.   

 

The Notice fails to make any persuasive public policy rationale for keeping these recidivist 

wolf-packs in business.  Indeed, every FINRA member shares the reputational stain caused by 

such recidivist wolf-packs and should, in their own self-interest if not in the public interest, demand 

that such firms be shut down. 

 

As FINRA detailed in the Notice, there is no dispute about these firms and brokers and the 

business practices:  

 

“Such firms expose investors to real risk.  For example, FINRA has identified certain firms 

that have a concentration of individuals with a history of misconduct, and some of these 

firms consistently hire such individuals and fail to reasonably supervise their activities.  

These firms generally have a retail business with vulnerable customers and engage in cold 

calling to make recommendations of securities. FINRA has also identified groups of 

individual brokers who move from one firm of concern to another firm of concern.  In 

addition, certain firms, along with their representatives, have substantial numbers of 

disclosures on their records.”28   

 

Others have exposed the prevalence of these recidivist wolf-pack firms more starkly.  A 

recent Wall Street Journal investigation exposed a deeply troubling fact: There are over 100 

FINRA regulated firms—  

 

“where 10% to 60% of the in-house brokers had three or more investor complaints, 

regulatory actions, criminal charges or other red flags on their records… These brokerages 

helped sell to investors more than $60 billion of stakes in private companies.”29 

 

The Journal gave an example of one still operating and seemingly flourishing broker-dealer, 

Newbridge Securities Corp., in Boca Raton, FL, employing over 100 brokers, showing that—  

 

“Investors have a one in four chance of getting a broker there with at least three red flags. 

Regulators sanctioned the firm 20 times—an average of twice a year—over the past 

decade, with fines of $1.75 million.”   

 

These are the firms that FINRA licenses and is legally mandated to regulate.  And yet, the 

Notice fails to show what, if anything, do these firms do to deserve the privilege of carrying a 

FINRA license and engaging investors?  What services or products do they provide to investors 

and the public that cannot be provided by other law-abiding firms and brokers?  The Notice offers 

no description or explanation.   

28  See Notice at 3.  
29  See Jean Eaglesham & Coulter Jones, Firms with Troubled Brokers Are Often Behind Sales of 

Private Stakes, WALL ST. J. (June 24, 2018), available at https://www.wsj.com/articles/firms-

with-troubled-brokers-are-often-behindsales-of-private-stakes-1529838000.  
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The pernicious practices described above cry out for a fundamental re-thinking of how 

brokerage firms that are designed for and specialize in investor harm are regulated by FINRA—a 

rethinking that should include expelling these firms so they cannot continue to cause investor harm.  

But, inexcusably, FINRA seems to be more concerned about the economic viability of these firms.  

In fact, several times in the Notice, FINRA argues that it does not want to drive-out these firms 

that seek and embrace recidivist brokers and engage in profitable yet harmful investor conduct.  

Because the Restricted Fund will be set at levels to ensure that the firm will continue to be 

economically viable and make profits despite the obligation to segregate some funds into the 

Restricted Fund, the proposal will perpetuate the recidivist mill business models.  Whatever profits 

will need to be frozen in the segregated Restricted Fund, the firm would likely offset these by 

doubling-down on its predatory practices, all the while using FINRA’s membership as an 

imprimatur to attract and mislead investors.   

 

This Restricted Fund will increase moral hazard by allowing firms with a lax culture of 

compliance to essentially insure their business practices through the Restricted Fund.  Instead of 

discouraging and reducing the number of recidivist wolf-pack firms that profit through investor 

harm and violation of FINRA rules, the Proposal runs the risk of actually increasing their numbers.  

If the Rule is adopted as proposed, FINRA would signal to firms that have a culture of non-

compliance but are below the thresholds that would trigger their designation, that they can in fact 

become much more profitable, even if they go beyond the thresholds, so long as they are willing 

to set aside some funds and slightly increase the cost of doing business.  This Rule, if approved as 

proposed, could serve as an acceptable on-ramp for firms that have a culture of non-compliance 

and are seeking to maximize profits to join the ranks of wolf-pack firms. 

 

Allowing high-risk firms to remain operational is also unfair to the vast majority of 

FINRA’s members who want to serve their clients honestly and well.  High-risk firms sully the 

reputation of the entire industry and erode the confidence of the entire investing public and the 

public at large, who also lose faith in the regulators who are supposed to be vigilant against 

fraudsters.  Investors who have been hurt by a recidivist wolf-pack are further demoralized and 

victimized when they see that the same fraudsters are still holding a license— a public privilege—

and continue to work in the industry.  Investors are the constituency FINRA must serve, and all its 

regulatory actions and proposals should be designed for the maximal benefit of investors—and, by 

extension, the brokers who serve those investors honestly–and not the recidivist wolf-pack firms 

that have decided to cheat time and time again. 

 

The Notice also fails to quantify the harm to investors caused by brokers who peddle 

unsuitable investments that generate high commissions for themselves and profits for their 

brokerage firms.  The Notice further fails to analyze the additional harm to investors that will be 

realized when firms with a long history of misconduct are permitted to continue engaging 

investors.  These costs are real, and FINRA must take them account as it debates the merits of this 

Proposal and its regulatory approach to high-risk broker firms.  
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 FINRA has not been charged by Congress to ensure that recidivist brokers have gainful 

employment in the financial industry or that firms that specialize in hiring and unleashing them on 

unsuspecting and vulnerable investors maximize their profits.    FINRA exists to protect investors 

and promote market integrity.30  If FINRA indeed has investors’ best interest in mind, it should 

not compromise that interest for the benefit of broker-dealer firms who are either unable or 

unwilling to comply with the letter and spirit of the law.  Neither the employment prospects of 

recidivist brokers nor FINRA’s concern for decreasing the number of small broker-dealers among 

its membership should outweigh what is best for the investing public.   

 

The Measures in the Proposal Are Inexcusably Weak and Should Not be Approved Without 

Complete Overhaul. 

 

FINRA Should Identify Firms Using More Stringent Criteria and Capture More High-Risk Firms.  

FINRA’s Proposed Criteria and Metrics Risk Under-Identifying Many High-Risk Firms.   

 

First, the Notice proposes to count towards the “disclosure event” any “final investment-

related, consumer-initiated customer arbitration award or civil judgement against the person for a 

dollar amount at or above $15,000 in which the person [e.g., broker] was a named party.”31  FINRA 

must lower this monetary threshold to $5,000.  With the median brokerage account balance of U.S. 

investors at only $6,200, setting the “disclosure event” threshold at $5,000 would better serve the 

investing public.32  Moreover, lowering the threshold from the proposed $15,000 threshold to 

$5,000 would enable FINRA to capture more misconduct, and this lowered threshold could serve 

as a more sensitive gauge for FINRA to assess the quality of the service and the level of integrity 

among brokers and the firms that employ them.   

 

Second, FINRA should not exclude “disclosure events” that are harmful to investors but 

are not “consumer-initiated.”  There is no public interest, market integrity, or investor protection 

rationale for FINRA to overlook or discount harmful conduct simply based on who initiated the 

complaint.  FINRA should include events that it has discovered through its regulatory activities 

(examinations and inspections, whistleblower tips, enforcement, sweeps, etc.).  There is no reason 

why FINRA should exclude a “disclosure event” discovered at a broker-dealer firm that is training 

its recidivist brokers ways to churn, peddle unsuitable products, or engage in any other predatory 

conduct upon especially vulnerable investors who are either too intimidated or unsophisticated to 

lodge a complaint.  These discovered, non-consumer-initiated events should count with equal 

weight as those that are consumer-initiated.    

 

Third, FINRA should expand the review period to include the previous 10 years, instead 

of 5 as proposed in the Notice, but credit firms that have demonstrated record of improved 

compliance during the previous 5 years.  A look-back period of 5 years risks under-identifying 

medium and large firms whose disclosure events (even if they are many) would still need to be 

30  See About FINRA (last visited on June 21, 2019), available at http://www.finra.org/about.  
31  See Proposed Rule 4111(i)(A)(i-ii). 
32  See Brokerage Accounts in the United States, Advanced Analytical Consulting Group and 

Deloitte, (November 30, 2015), available at 

https://www.dol.gov/sites/default/files/ebsa/researchers/analysis/retirement/brokerage-accountsin-

the-us.pdf. 
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divided by the large number of affiliated registered representatives for them to breach the proposed 

Preliminary Identification Metrics Thresholds.  Expanding the look-back period to 10 years would 

mitigate the risk of under-identification.  To alleviate concerns that a 10 year lookback period is 

unduly harsh, and to incentivize firms to actually reform, FINRA could consider crediting firms 

that have demonstrated improved compliance in the most recent 5-year period.  

 

Fourth, FINRA must not permit those who have been laid-off or terminated as part of the 

consultation process to be hired by other firms for at least one year, and never by another high-risk 

firm.  The Proposal only prohibits the firm who has laid off the broker from rehiring the same 

person within a year.  But this leaves open the scenario where a recidivist broker who has been 

laid-off simply joins another recidivist wolf-pack that is either more brazen and unwilling to 

comply with FINRA rules or is just below the threshold to be identified as a high-risk firm.  FINRA 

should not permit this unhealthy turnover. 

 

Finally, as firms engage in consultations with FINRA to take advantage of the one-time 

opportunity to reduce the number of brokers to fall below the designation thresholds, FINRA must 

require that the firms begin their termination or laying-off process with those brokers who have 

the highest number of disclosure events.  Alternatively, FINRA could require that the firm 

terminate or lay-off those brokers who would have had a harmful combination of frequent and 

severe violations of FINRA and SEC rules that have direct impact on investors.  In all 

circumstances, FINRA should prohibit firms from retaining recidivist brokers due to their position 

within the firm or the amount of revenue they produce. 

 

FINRA Should Prominently Publicize the Names of the High-Risk Firms So Investors Are 

Maximally Empowered to Make More Informed Broker-Dealer Choice.   

 

First, FINRA must prominently publicize the names of the high-risk firms.  If FINRA 

refuses to do what is right and necessary and expel firms who specialize in harming investors, then 

it must at least provide bold and unmistakable warnings that would empower investors to make 

more informed broker-dealer choices.  FINRA’s use of robust disclosures would help investors to 

better protect themselves.  Blunt and prominent warnings have long been an effective technique 

for informing consumers of dangerous products, such as cigarettes.   

 

At a minimum, FINRA must prominently publicize the names of the firms that have been 

twice-designated as high-risk.  Similarly, FINRA must also publicize the names of newly formed 

firms that are made-up of 20% or more of brokers who were affiliated with of previously twice-

designated high-risk firm. 

 

Second, FINRA must require brokers who are affiliated with twice-designated high-risk 

firms to disclose to their former, current and prospective clients the fact that they are employed by 

such a firm.  These registered representatives either clearly know or are willfully ignorant of the 

fact that they are affiliated with and paid by a broker-dealer that essentially has been running a 

multi-year boiler room.  All investors who have been or are about to be solicited by these brokers 

deserve to know the fact that whichever firm is employing the broker has been twice-designated 

as a high-risk firm by the front-line SRO. 
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Finally, FINRA should engage in more investor education on the topic, clearly explaining 

the methods these recidivist wolf-packs employ and why they pose a threat to investors.   FINRA 

should also design and implement a disclosure system, either on BrokerCheck or through a 

separate user-friendly database, that clearly identifies those brokers with a demonstrable pattern 

of violating the law.  Such an enhanced education and disclosure regime will prove more effective 

at warning investors that the use of these brokers and brokerage firms will be harmful to the 

investor’s financial health. 

 

FINRA Must Expel Firms at The End of the Second Year of Designation.   

 

The Notice must be amended to authorize FINRA to expel firms that have not significantly 

changed their behavior at the end of the second year of designation, and de-license and bar all 

current brokers of the firm who were affiliated with the firm at the time of the initial designation.  

This expulsion order should not be appealable and should take immediate effect.  The rationale for 

this swift and effective remedy is elegantly simple:  firms that have been twice-designated and 

have not significantly improved their compliance culture prove that they are irredeemable, and 

they do not deserve to be permitted to serve, or more likely, harm any additional investors.   It 

would be a disgrace for FINRA to continue to lend its imprimatur and the privilege of being a firm 

regulated by FINRA to twice-designated firms that specialize in fraud and misconduct.  At the end 

of the second year of designation, FINRA should have the authority, and the will to exercise that 

authority, to solve this issue and send a strong signal to the brokerage industry that it will no longer 

tolerate boiler-rooms, predator wolf-packs, and fraud-houses.   

 

FINRA Must Obtain Authority to Impose Specific and Effective Terms and Conditions on Firms 

That Game FINRA’s Rules. 

 

As noted above, the Notice briefly discusses but does not propose a general authority to 

impose specific “terms and conditions” upon firms that either game the proposed Rule 4111 by 

staying just below the thresholds that would trigger their identification or otherwise do not change 

their behavior and fail to “demonstrate commitment  to the development of strong compliance 

culture.”33  While it is unclear to us why FINRA declined to actually propose such “terms and 

conditions” authority, we nonetheless support in concept granting such authority to FINRA to 

empower it with appropriate regulatory tools to stop and deter firms that have substantial and 

unaddressed compliance failures and that seem impervious to the obligations and restrictions 

envisioned by Rule 4111 (as amended according to comments in this letter).  Given the extensive 

due process available to FINRA members, and their strong influence over FINRA’s board and the 

advisory committees that guide FINRA’s policymaking and examination priorities, it is 

extraordinarily unlikely that FINRA would abuse this “terms and conditions” authority.  We 

therefore support FINRA obtaining authority to impose specific “terms and conditions” on certain 

firms who either circumvent the obligations and restrictions placed upon them by the Proposed 

Rule 4111 (as amended by our comments herein) or otherwise refuse to significantly improve their 

compliance culture. 

 

CONCLUSION 

 

33  See Notice at 21-23.  
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We hope these comments are helpful.  We support fair and appropriate measures designed 

to ensure that all brokers receive all the process to which they are due.  But none of the procedural 

or fairness arguments advanced to date can justify the excessive leniency that FINRA has 

displayed toward bad brokers and brokerage firms.   The priority must be to protect investors and 

to eject recidivist brokers and brokerage firms from the industry.   

 

FINRA has the authority, duty, and competency to do what is in the best interest of 

investors: reduce the prevalence of recidivism and expel firms specializing in investor harm.  Now 

FINRA must apply its resolve to achieve this goal.  FINRA must go beyond the specifics of this 

Notice and fundamentally change its treatment of and tolerance for firms that specialize in harming 

investors.   

   

 

Sincerely,  

 

 

 
 

 

Dennis M. Kelleher 

President & CEO 

 

Lev Bagramian 

Senior Securities Policy Advisor  

 

 

Better Markets, Inc. 

1825 K Street, NW 

Suite 1080 

Washington, DC 20006 

(202) 618-6464 

 

dkelleher@bettermarkets.com 

lbagramian@bettermarkets.com 

www.bettermarkets.com 
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Date: May 28, 2019 

Sent: VIA E MAIL (pubcom@finra.org)  

Re:  FINRA Proposed New Rule 4111 Comment 

Dear Ms. Mitchell,  

Once again, FINRA is proposing new rules which will undoubtedly cost member firms and their 
registered representatives money and time. Not surprisingly, the determination of who will be required to 
pay is based upon disclosure items prominently displayed on BrokerCheck. FINRA has again chosen to 
extract money and resources from its members, based merely upon allegations, rather than adjudicated 
findings of fact. When implemented, the assessment of costs and resources is triggered by mere allegations. 
Policy which fails to consider the veracity of allegations prior to implementing this punitive measure is wholly 
irresponsible and tantamount to a gross abuse of authority.  

 
BrokerCheck publishes unsubstantiated allegations related to investor complaints and customer 

disputes. It publishes information related to alleged Rule violations which have not yet been adjudicated or 
found to have occurred.  
 

While the public benefits by having access to admitted, proven, and verified wrongdoing by financial 
professionals, the publication of false, misleading, erroneous, and potentially defamatory disclosures does 
nothing more than dilute the integrity of such reporting.   
 

Yes, through FINRA’s dispute resolution process, FINRA U4 expungement and U5 Termination 
expungement are possible. In fact, over the last few years, we have assisted our clients with disclosure 
removal in over 520 instances. In each one of these cases, all facts and evidence are considered by a neutral 
arbitrator or judge. Then, and only then, the neutral arbitrator or judge has made a finding that the facts and 
evidence fail to adequately support the allegations made. More specifically, these finders of fact apply the 
standards enumerated within FINRA’s Rule governing which specific circumstances warrant expungement 
of the inadequate allegations.  
 

In the current regulatory environment, both the falsely accused and the true “bad actors” are 
immediately branded by public disclosures on their BrokerCheck profile when allegations are made. The 
proposed Rule amounts to nothing more than FINRA broadening the scope of an ineffective and inefficient 
practice to punish both the guilty and the innocent. 
 

Despite FINRA’s attempt to pass this off as a measure aimed at protecting the investing public, 
the proposed Rule 4111 is merely another expensive obligation for firms that is based on the cauldron 
of true and untrue allegations within BrokerCheck. The purported goals of the imminent Rule appear to 
be honorable. However, FINRA completely undermines itself by choosing to rely upon a watered-down 
population of data containing both guilty and innocent individuals.  
 

Sincerely, 
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July 1, 2019 
 
Jennifer Piorko Mitchell 
Office of the Corporate Secretary 
FINRA 
1735 K Street, NW 
Washington, DC 20006-1506 
pubcom@finra.org 
 
 RE: Regulatory Notice 19-17: Request for Comment on Proposed New Rule 4111 (Restricted 
Firm Obligations) Imposing Additional Obligations on Firms with a Significant History of Misconduct 
 
Dear Ms. Piorko Mitchell: 
 

I write on behalf of the Public Investors Arbitration Bar Association (“PIABA”), an international bar 
association comprised of attorneys who represent investors in securities arbitrations. Since its formation in 
1990, PIABA has promoted the interests of the public investor in all securities and commodities arbitration 
forums, while also advocating for public education regarding investment fraud and industry misconduct. Our 
members and their clients have a strong interest in rules promulgated by the Financial Industry Regulatory 
Authority (“FINRA”) relating to investor protection.  

 PIABA generally supports the adoption of FINRA Rule 4111 (Restricted Firm Obligations) as well as 
the accompanying new Rule 9559 (Procedures for Regulating Activities Under Rule 4111).  As FINRA noted 
in Regulatory Notice 19-17: “The proposal would further promote investor protection and market integrity 
and give FINRA another tool to incentivize member firms to comply with regulatory requirements and to 
pay arbitration awards.”  This is consistent with PIABA’s goals of promoting the interests of investors and 
investor protection.  We applaud all steps that regulators take in furtherance of those goals, but the problem 
that high-risk firms and high-risk brokers create is enormous.  While we generally support the rules for what 
they will do to strengthen the regulation and compliance of high-risk firms and brokers, with the noted 
exceptions below, Rules 4111 and 9559 will not cure the long-standing unpaid arbitration award issue and 
we are concerned it is misleading to those interested in the unpaid arbitration award issue to suggest 
otherwise.  
 

The proposed rules would create a multi-step process to strengthen regulation of high-risk firms.  
First, the process identifies “Restricted Firms” that meet quantifiable Preliminary Identification Metrics.  
FINRA’s threshold is based on firm size and number of disclosure events.  After opportunity for further 
Department evaluation and consultation with the firm, the rule authorizes FINRA to require identified 
Restricted Firms to deposit cash or qualified securities that may not be withdrawn without FINRA’s prior 
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written consent (“Restricted Deposit Account”). FINRA may also require adherence to other conditions or 
restrictions on the member’s operations deemed necessary to protect investors and in the public interest.   
 
 Proposed FINRA Rule 4111 begins to address a number of issues affecting public investors unfairly 
harmed by bad actors in the industry, in particular recidivist individuals and firms.  But it has significant 
shortfalls that should be corrected before adoption.  We address the following, and additional comments, in 
further detail: 
 
(1)  The proposed rule does not come close to resolving the epidemic of unpaid FINRA arbitration awards; 
(2) The threshold calculations used to designate “Restricted Firms” highlight the problems with expungement 

of customer dispute information – FINRA cannot deem a firm “High Risk” if the settled customer 
complaints are routinely erased from the CRD system; 

(3) There are meaningful questions regarding the nature and extent of FINRA’s discretion in applying and 
enforcing the proposed rules; and 

(4) The predictive model used to identify “Restricted Firms” is unduly narrow insofar as it focuses 
exclusively on firm size and reporting history, and does not address the nature of the products being sold 
by the member. Accordingly, the proposed rule does not address the common problem of a single 
product (or product type) raising a host of arbitration claims, and awards, which serve to bankrupt the 
member.   

 
Unpaid Arbitration Awards 

 
 As FINRA is aware, the problem of uncollectable firms and registered representatives is a significant 
one and something that PIABA has worked hard to address.  As we have stated repeatedly, if FINRA 
arbitration is to promote confidence in the markets and be perceived as a fair alternative to jury trials, 
investors who go through the process and receive an award must be able to collect that award.   
 

We therefore noted with interest the last sentence of Regulatory Notice 19-17, which reads: 
 
The proposal would further promote investor protection and market integrity and give FINRA 
another tool to incentivize member firms to comply with regulatory requirements and to pay 
arbitration awards.  (Emphasis added).   
 
Recent press surrounding the proposed rule goes even further.  According to an Investment News editorial 
dated May 11, 2019, FINRA “finally may have come up with a fair way to ensure that investors who win 
arbitration awards actually receive them.”1 The editorial piece highlights the misleading nature of suggesting 
the rule is a mechanism to resolve the unpaid arbitration award issue. 
 

While it is true that a small number of firms2 would be required to set aside some sum of funds (so 
long as it would not cause an undue burden on the firms’ operations), we do not see anything in the rule 

                                                     
1 “FINRA plan to address unpaid arbitration award problem deserves fair hearing” InvestmentNews, 
(May 11, 2019), available at:  https://www.investmentnews.com/article/20190511/FREE/190519995/finra-
plan-to-address-unpaid-arbitration-award-problem-deserves-fair 
2 In the Regulatory Notice, FINRA noted that “1.6-2.4% of all firms registered with FINRA in any year 
during the review period,” or 60 – 98 firms, would have met the criteria subjecting the firms to the rule’s 
coverage.  Regulatory Notice 19-17, p. 25. 
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proposal that attempts to square the sums to be set aside with the unpaid arbitration award experience.  Stated 
differently, we have seen no data that shows the sums set aside will be sufficient to cover anticipated 
arbitration awards.  To the contrary, the language in the proposed rule limiting the amount FINRA can require 
a high-risk firm to set aside to a sum that will “not significantly undermine the continued financial stability 
and operational capability of the member as an ongoing enterprise over the next 12 months”3 means that the 
more thinly capitalized a firm, the smaller amount FINRA would require the firm to put in the Restricted 
Deposit Account.  Such a limiting feature would necessarily result in it having a very minimal impact on 
unpaid awards.   

 
In further support of this conclusion, PIABA has reviewed the list of firms with unpaid awards 

between 2013 and 2017, available on FINRA’s website, and calculated the unpaid award amount for each 
firm.4  Half of the firms listed appear to have 2 or more unpaid awards.  More than 85% of the firms have 
unpaid awards of $100,000 or more.  Forty percent of the firms have unpaid awards in excess of $1 million.  
Requiring those firms to deposit small sums in a Restricted Deposit Account will simply not have a material 
impact on the issue of unpaid awards.  Additionally, we see nothing in the rule proposal that explains why, 
exactly, the rule would incentivize member firms to pay awards. 
 

While PIABA appreciates any effort to make sure wronged investors are appropriately compensated, 
to be more effective in combating the unpaid award problem, analysis must be completed to assess the nature 
and extent of harm that Restricted Firms have done in the past, and more quantifiably use that data in 
determining the amount of deposits to be required.  It may be that the data shows that a restricted deposit size 
would need to be so significantly large that enhanced additional measures must also be taken for a particular 
individual or firm for there to be any meaningful impact on unpaid awards.  
 

The proposed rule should also address how aggrieved investors could access those restricted deposits 
to satisfy the arbitration awards that the Restricted Firms refuse to pay themselves.  The proposed rule must 
also clarify what will happen to a Restricted Deposit Account if a firm goes out of business, in particular if 
there are outstanding unpaid awards, but also considering that valid customer claims may not be identified 
until years afterwards.  Finally, the proposed rule should clarify that Restricted Deposit Accounts can be used 
to pay not only unpaid arbitration awards, but unpaid arbitration settlements as well.5 
 

                                                     
3 Regulatory Notice 19-17, p. 12. 
4 PIABA assumed any awards issued following a firm’s termination of membership or within a year prior 
to the firm’s termination were unpaid.   
5 FINRA should be able to track data regarding breach of contract/breach of settlement agreement claims 
and/or customer communications that a member firm or associated person has failed to pay a settlement 
agreement in further violation of FINRA rules. 
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Expungement of Customer Dispute Information under FINRA Rules 2080 and 12805 
 

Proposed FINRA Rule 4111 also calls into question the ongoing problem related to the pervasive 
nature of expungements.  First and foremost, to the extent the threshold analysis to determine “restricted” 
status reviews a member firm’s disclosure history, it is axiomatic that FINRA can only review the disclosures 
that exist in the record.  If customer complaints are expunged, FINRA will be unable to consider those 
disclosures and potentially miss appropriately designating a recidivist firm as being “Restricted.”  As PIABA 
has pointed out a number of times, expungements are granted all too frequently, and in violation of FINRA’s 
attempts to ensure expungement is an extraordinary remedy, rather than the norm as it exists today.  

 
PIABA first reported on the issue on September 24, 2007, and found that expungement was granted 

in 98.4% of the cases.  PIABA next reported on the issue in 2013 in a report titled “Expungement Study of 
the Public Investors Arbitration Bar Association.”6  The 2013 study found that, for awards issued from May 
18, 2009, through December 31, 2011, expungement was granted 96.9% of the time it was requested in cases 
resolved by settlement or stipulated awards.  PIABA then updated its analysis in 2015 in a report titled simply 
“Update to the 2013 Expungement Study of the Public Investors Arbitration Bar Association.”7  The update 
found that, for cases filed from January 1, 2012, through December 31, 2014, expungement was granted in 
87.8% of the cases. 

 
In short, despite FINRA’s attempts to curb the problem of rampant expungements, the problem 

remains unabated with only very small progress having been made on this issue over the last decade.  Which 
leads us to the second problem related to expungements: FINRA member firms can avoid being labeled 
“Restricted Firms” if they sanitize their records.  The proposed rule therefore will have the likely and 
unintended consequence of further incentivizing member firms and registered representatives to pursue 
expungement of customer complaints.  Accordingly, to the extent FINRA contemplates the proposed rule, 
PIABA urges FINRA to simultaneously pursue meaningful expungement reform. 
  

FINRA Discretion 
 

 While PIABA understands the need for a certain amount of flexibility in the application of the proposed 
rule, we question the extent it should be allowed.  For example, proposed FINRA Rule 4111(h) states that 
(emphasis added): “FINRA may issue a notice pursuant to Rule 9559(b) directing a member that is not in 
compliance with the Restricted Deposit Requirement or the conditions or restrictions imposed by this Rule 
to suspend all or a portion of its business.”  We question why the discretion is permitted in the event a member 
has failed to abide by the rules’ strictures.  The non-compliant member is, by definition, a high-risk one.  
Accordingly, we cannot conceive of a good reason a high-risk firm would be allowed to continue its business 
unabated despite its violation of the rule.  Instead, a non-compliant firm should be subject to immediate 
suspension.  Accordingly, this section of the rule should state that “FINRA shall … suspend all of its 
business.” 

 
                                                     

6 Available at https://piaba.org/system/files/2018-01/REPORT%20-
%20Expungement%20Study%20of%20the%20Public%20Investors%20Arbitration%20Bar%20Associatio
n.pdf 
7 Available at:  https://piaba.org/sites/default/files/newsroom/2015-
10/Update%20on%20the%202013%20Expungement%20Study%20of%20PIABA%20%28October%2020
%2C%202015%29.pdf . 
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The Predictive Model Is Too Narrow 
 
 FINRA’s proposed rule uses history as a guide to future performance by focusing the threshold analysis 
on member firm reported events as a trigger for application of Restricted Firm status.  Despite the 
admonishment that past performance is not a guarantee of future performance, the data identified by FINRA 
does support the concept that the more bad actors employed by a member firm, the more likely sales abuses 
will take place in the future.8  But limiting the analysis as the proposed rules would require ignores the all-
too-common problem presented by product failures.  High-risk firms will often focus a large percentage of 
their business on selling particular products, commonly non-publicly traded investments.  A failure of such 
a product will bring a rash of claims.  And, in the event the member firm bears culpability for the sale of the 
products (such as UBS with Puerto Rico municipal bonds or Securities America with Medical Capital), the 
resulting liabilities can destroy the firm and leave investors without recourse.  Securities America threatened 
to do exactly that when it testified, in court, that the failure to approve a minimal class action settlement 
would result in its bankruptcy over the following weekend.9  Any threshold analysis must therefore consider 
the nature of the products sold by the member firms, and the extent to which it sells said products.  If FINRA 
is truly trying to protect against risky behavior, the member firms’ actual ongoing sales behavior must be 
factored into the analysis. 

 
Additional Comments 

 
The proposed rule would allow a restricted firm to deposit cash or “qualified securities” to meet the 

firm’s obligation.  However, the proposed rule lacks a mechanism to address the changing value of those 
securities.  If the securities drop in value, will the firm be required to supplement the value?  If the securities 
increase in value, will the firm be allowed to withdraw the excess value?  FINRA should address the 
frequency of the Restricted Deposit Account valuation and establish rules requiring the account 
replenishment. 

 
It is clear that FINRA put considerable time, effort, and thought into proposed Rule 4111, and the 

particular metrics to determine “Restricted Firm” status.  We question, however, what happens when the 
product of a particular metric applied to a particular firm size results in a fraction.  For example, the 
“Registered Person Adjudicated Event Metric” is .3 for firms of between 5 and 9 people.  Accordingly, if the 
firm was comprised of 6 registered representatives, the trigger would seem to be 1.8 (the product of .3 and 
6).  Would it take 1 event to satisfy that trigger, or will FINRA round up and require 2 events?  Clarification 
is needed regarding how such rounding issues will be addressed. 

 
Conclusion 

 
 Once again, PIABA acknowledges and appreciates the considerable time and effort FINRA put into RN 
19-17 and its proposed rule changes.  We urge FINRA to put the rule into context and acknowledge that it is 

                                                     
8 See McCann, Qin, and Yan “How Widespread and Predictable is Stock Broker Misconduct?” Journal of 
Index Investing, Summer 2017, Vol. 26, Issue 2, Pp. 6-25, available at:  
https://www.slcg.com/pdf/workingpapers/McCann%20Qin%20and%20Yan%20on%20BrokerCheck%20Fi
nal.pdf;  
9 See Susanne Craig, “Judge Backs Arbitration in Case Against Securities America,” Dealbook, March 18, 
2011, available at: https://dealbook.nytimes.com/2011/03/18/judge-backs-arbitration-in-securities-america-
case/ 
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an incremental step toward protecting public investors from high-risk firms.  However, despite its good 
intentions and FINRA’s commendable efforts, absent meaningful changes, the proposed rule could well have 
the unintended consequence of making the expungement problem worse.  Moreover, while the clear purpose 
of the proposed rule is to better regulate high-risk firms and brokers, we strongly urge FINRA to acknowledge 
that it is not likely to have a meaningful impact on resolving the unpaid arbitration award issue or, in the 
alternative, provide sufficient data to support the impact of the new rule on unpaid arbitration awards.  PIABA 
simply does not want to see a well-intended rule be tainted or misused by those seeking to give it attributes 
it will not have.  We thank you for the opportunity to comment on the proposed rule, and urge FINRA to 
consider the issues set forth above before any final version is adopted. 
 
Sincerely, 
 

 
Christine Lazaro 
President  
 

 
Samuel B. Edwards 
Executive Vice-President 
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Jennifer Piorko Mitchell 
Office of the Corporate Secretary  
Financial Industry Regulatory Authority  
1735 K Street, NW  
Washington, DC 20006-1506 
 

Re: Comment on Proposed Rule 4111 

                                                                    

Dear Ms. Mitchell:  

I respectfully share my comments to Rule 4111 proposal. I believe this rule needs to be 
completely rethought.  It puts the livelihoods of good hard-working people at risk for the wrong 
reasons.   The criteria of this rule are discriminatory and punitive against innocent brokers and 
small firms. To label a firm as proposed will hurt such a firm from a reputational standpoint, hurt 
their ability to grow and give it a stigma that will certainly be used unfairly against them in 
litigation.   This will force small firms to put up monies for liabilities that don’t exist and force 
firms to terminate persons for reasons that serve no purpose. 

Because a firm has resources to dilute their concentration of brokers that fall into these criteria 
doesn’t mitigate risk of misconduct.  This is completely unfair and geared to benefit larger firms. 
Because a firm has a number of representatives that don’t meet the criteria doesn’t negate the 
fact these representatives exist.  This shouldn’t bring immunity to a firm from the rule.   A firm 
can create a training program or hire a significant number of new representatives with no 
disclosures and potentially escape this categorization.  If a small firm wanted to accomplish this 
it will have to allocate a significant budget away from supervision and move it to new broker 
hiring.  

The focus should continue to be on the supervisory system over such brokers.  Firms with a high 
percentage of representatives from disciplined firms or a number of disclosures are under 
constant audit.  They are constantly improving their systems as a result.  These firms are 
constantly being identified by risk metrics of FINRA which lead to constant never-ending audits, 
inquiry and scrutiny.  Small firms are constantly proving audit after audit the viability of their 
supervisory systems.  Some of these small firms that would meet the criteria have better 
supervisory systems than firms which wouldn’t be selected.  It seems counterproductive to me.   
The audit cycle is much more frequent on these firms.  Now this proposed rule wants to force 
firms which are already spending enormous amounts of their budgets towards supervision to put 
up additional money for potential claims that don’t even exist. That is unfair and unreasonable. 
What about the firms that are already spending significant capital to pay premiums to maintain 
errors and omissions insurance?  That should resolve the concern of unpaid arbitrations which 
appears to be a major motivation behind this proposal.   

The criteria to begin with is completely unfair.  The rule will force firms to terminate brokers 
who may ultimately land at firms that are audited less frequently. That is counterproductive. This 
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rule as is does not mitigate misconduct.  I don’t see any way it accomplishes that objective.  It 
will force firm management to push quality and compliant representatives out of their firms.  

There is a systemic problem in the industry starting with the disclosure and arbitration system 
and how it leads to unfair circumstances and an increase in disclosures for industry 
representatives and small firm owners.  

America has more litigation than the rest of the world combined.  The securities industry is the 
only industry in which a broker or member has to report every part of their business or personal 
history for the rest of the public to review, judge, and take advantage of.  To label a broker or a 
firm as a risk for non-compliance for a disclosure or a series of disclosures over $15,000 is 
unfair.  This is evidence of a clear disconnect between the persons proposing this rule and the 
real-life challenges the members face from disclosure system abuses, complaints and/or disputes.   
I am a believer in the need for transparency, However, the current disclosure and arbitration 
systems are broken and lead to more disclosures and more litigation. If this rule is looked at from 
the perspective of the members it would be realized that a disclosure or event over $15,000 is not 
an indicator of misconduct.   It results from a reasoned decision to cut down on costs.  An 
arbitration against a member costs the member FINRA arbitration fees.   It costs on average 
between $4,000 and $7,000 in FINRA fees just to get sued. Then the member will have to pay an 
attorney a retainer between $10,000- $20,000 just to start a defense whether the case is valid or 
frivolous. To get a frivolous case expunged you have to first arbitrate and then go to court and 
spend at least another $7,500.  Even a frivolous case filed costs the member significantly more 
money than $15,000 to the member just to defend.  To say this $15,000 should be a marker to 
categorize a broker and a firm into such a detrimental category is unreasonable. 

The FINRA broker check system is for public awareness.  Predatory law firms are now violating 
FINRA terms of service of the broker check and disclosure system and using it for commercial 
purposes.  If a person googles a brokerage firm, he or she will find more advertisements to sue 
the firm, and a statement that these law firms are “investigating” the firm/representatives, than 
you will see information about the broker dealer itself you are trying to find information about. 
These firms use aggressive tactics and know how expensive and difficult the arbitration system is 
for members and they exploit it so they can extract a settlement.  Many claimant’s attorneys 
work on contingency – yet members and brokers have to pay retainers and pay by the hour.   It 
should be a no surprise to anyone why so many representatives have an increase in claims filed 
which settle for litigation costs which is substantially higher than $15,000.  $15,000 is not an 
appropriate benchmark given the costs of litigation.  Disclosures of this nature are not 
evidence of risk for misconduct and should not be labeled as such.  

Just because a claim gets filed doesn’t mean it should have any merit and place a bias against a 
representative.  Pending arbitrations shouldn’t be considered in a vacuum to infer liability to a 
firm and a resulting restricted deposit.  Just because a claim is made doesn’t mean a firm should 
put aside their needed capital when there is an abundance of frivolous cases.  This is why firms 
have insurance policies. 
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A 20-year veteran representative who has conducted business with several hundred, if not 
thousands of customers and has 6 disclosures on their license doesn’t mean this poses a risk for 
future misconduct.  I believe regulatory actions for sales practice violations are more relevant. 

6. Expelled firm representatives.   

To label a firm as restricted because they hire a concentration of brokers from an expelled firm is 
unfair.  Especially because the expulsion of their previous firm is more than likely caused by 
conduct of control persons behind a closed door and not from the brokers who had nothing to do 
with or any knowledge of the violation.  This certainly should not add a risk metric to their new 
firm.  Activities and failures at a previous firm made by management shouldn’t follow innocent 
brokers in a way that will adversely affect their lives and the lives of the new firm owners when 
the new firm has its own supervisory systems and procedures. The firm should be judged for its 
own procedures to keep in compliance with rules and regulations.    A representative’s past firm 
history does not make the representatives more likely to engage in bad behavior.  

For example: a firm gets expelled for penny stock liquidations.  Why would FINRA propose 
labelling a broker a heightened risk because the owners made a bad decision and the broker had 
nothing to do with the conduct.  In this example this broker who never transacted a penny stock 
in his 20-year career is not higher risk for misconduct.  This rule will categorize this person for 
potential termination even though the representative did not have any violations within their own 
independent business that related to the firm going out of business.   FINRA does thorough 
investigations and disciplines individuals who are responsible for violations.  The proposal to 
consider individuals from expelled firms does not make the industry any safer.  It’s a punitive 
move against small firms and innocent brokers with limited resources.  It benefits the larger firm 
rosters.   

There are many firms with brokers with high concentrations of disclosures which have good 
systems in place for supervision.  They are able to demonstrate the ability to supervise as 
evidenced by the constant audits they endure.  Now staff wants to punish and potentially 
dismantle small firms.  FINRA should not label the firm for anything other than what its control 
persons have done and should not label the individual broker for anything but the individuals’ 
own conduct.  This entire rule is misguided.  Forcing firms to reduce staff and causing brokers to 
uproot their lives to move firms will be the ultimate result which does nothing for the industry 
and does nothing to increase customer protection. The concern over unpaid arbitrations can be 
overcome with an errors and omissions policy. 

 

One-time opportunity (if available) is suspect.  If available? Not sure what that means but it 
sounds like an option for staff to make a discretionary decision, if wanted, at any given time 
significantly affecting an organization.  The proposed rule itself will cause major adjustments in 
a firm’s operations since the firm won’t be able to sustain a restricted firm deposit for liabilities 
that may not ever occur.  If a firm decides to try to work with staff and make adjustments to their 
business and they make changes that somehow aren’t good enough, the door shouldn’t be closed 
on it.  If a firm works expeditiously, it shouldn’t be limited to one-time opportunity or else. It 
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shouldn’t be of the nature of a dictatorship.  Firms should be given several opportunities or a 
reasonable time period to work with Staff to accomplish a major adjustment.   

In closing, I am for regulation and rules that make sense to ultimately be fair to the investor but 
also the industry members.  I believe this rule need to be rethought to accomplish the goals it 
seeks to address.  The way this proposal is now is unfair to small firms. 

 

In closing my suggested changes are as follows: 

Criteria of Representatives from expelled firms should be removed in its entirety. 

A firm with an errors and omissions insurance policy should be exempt. 

Pending matters should be removed. 

Customer complaints settled for $15,000 or more should be changed to $100,000 or, at the very 
least $75,000. 

The one-time opportunity should be changed to a time frame with multiple consults and an 
expedited appeal process available without the restrictions in place until the outcome. 

 

 

 

Respectfully 

 

Damian Maggio 
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      July 1, 2019 

Via Email To pubcom@finra.org 

Jennifer Piorko Mitchell 

Office of the Corporate Secretary 

FINRA 

1735 K Street NW 

Washington, D.C. 20006-1506 
 

 Re: Regulatory Notice 19-17 
 
Dear Ms. Mitchell: 

The St. John’s University School of Law Securities Arbitration Clinic (the “Clinic”) would 

like to thank you for the opportunity to comment on the proposed rule change concerning the 

imposition of additional obligations on firms with a significant history of misconduct pursuant 

to proposed new rule 4111.  The Clinic is a curricular offering where students represent public 

investors of limited means in disputes against their investment brokers.1   

 FINRA’s rule proposal seeks to introduce FINRA rule 4111 to impose additional 
obligations on firms that have a history of misconduct or have hired employees with a history of 
misconduct. The new obligations are: the establishment of a “restricted deposit account” and 
additional conditions or restrictions that may be necessary to protect investors. 
 

The rule proposal is an effort by FINRA to protect investors from predatory and harmful 
practices that some brokerage firms and brokers might employ. FINRA is attempting to not only 
promote investor protection, but also ensure that investors who have been harmed have access 

1 For more information, please see http://www.stjohns.edu/law/securities-arbitration-clinic. 

Securities Arbitration 

Clinic 

St. Vincent de Paul 

Legal Program, Inc. 

8000 Utopia Parkway 

Queens, NY  11439 

Tel (718) 990-6930 

Fax (718) 990-6931 

Email: 

sac@stjohns.edu 

www.stjohns.edu/law/

sac 
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to these “restricted deposit accounts” in their arbitration efforts. The Clinic commends FINRA’s 
efforts in increasing investor protection. However, the Clinic believes more must be done to 
prevent misconduct in the first place, as well as to ensure that recidivist brokers and firms are 
held accountable to investors they have harmed. 
 

The Clinic believes that more stringent conditions should be adopted to ensure firms 
deemed to be “high-risk” are not harming investors. Under the proposal, FINRA contemplates 
that “additional conditions or restrictions” may be imposed on high risk firms, however, there 
are no specific additional conditions or restrictions set forth in the proposal. At a minimum, 
firms that are under the purview of the rule should be subject to heightened supervision 
obligations. Such a requirement would be beneficial and a step towards increased investor 
protection.  

 
The Clinic also urges FINRA to include language in the proposed rule that would 

incentivize firms to maintain appropriate capital and operating account levels. Under the 
proposed rule, the firms have an incentive to reduce their capital levels because in the multi-
factor review process they would end up not being required to deposit a large amount into the 
restricted deposit account due to their already low levels of capital. FINRA should ensure firms 
that are deemed high risk are not able to evade the obligations the rule imposes by being 
underfunded. Arguably, investors doing business with such a firm need even more protections. 
As discussed above, such firms should also be subjected to heightened supervision obligations, 
regardless of the deposit amount. Further, there may be other restrictions that are appropriate, 
such as restrictions on the types of products that the firm may sell to investors. 

 
Additionally, firms are able to avoid coverage by the rule by firing problem employees, 

or undergoing a one-time staffing reduction. However, the firm was willing to hire high-risk 
brokers in the first place, and allowing the one-time staffing reduction will not ensure that such 
a firm does not remain a risk to investors. Accordingly, even if the firm is able to overcome the 
obligation to fund a restricted deposit account because of a one-time staffing reduction, FINRA 
should consider additional obligations or restrictions for the firm, such as heightened 
supervision obligations. Such obligations, at least in the short term, should ensure the firm has 
truly reduced its risk level. 

 
Moreover, not every firm will comply with the spirit of the proposed rule. This may 

result in gamesmanship and evasion of reporting and disclosure requirements to feign 
compliance while actually falling under a “high-risk” determination. To minimize this, FINRA 
must be vigilant in reviewing firm regulatory filings to ensure the filings are complete and 
truthful. In addition, the Clinic believes that more information should be available through 
BrokerCheck in order to allow investors to fully vet brokers and firms before they invest. FINRA 
has established that disclosures may be predictive of future misconduct. Therefore, information 
such as the percentage of brokers at a firm who have disclosures should be included on a firm’s 
BrokerCheck. A firm’s designation as a “Restricted Firm” or “High-Risk Firm” should also be 
included. Additionally, information about the average number of disclosures that brokers and 
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firms have will provide investors with better information by which to assess broker and firm 
disclosures.  

In conclusion, the Clinic believes that the rule is a step forward in regulating those 

members of the industry who are at the highest risk of harming investors. However, the 

proposal should be expanded to include further obligations for members found to be “high-

risk.” Finally, FINRA should consider additional factors pursuant to which a firm may be deemed 

“high-risk.” 

Thank you for the opportunity to comment on these important proposals. 
     

Respectfully submitted, 

 

/s/ 
David Marron 
Legal Intern  

 

/s/ 
Richard Mayer 
Legal Intern 

 

/s/ 

Christine Lazaro, Esq. 
Director of the Securities Arbitration Clinic 
And Professor of Clinical Legal Education 
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This rule seems to be overly burdensome and directed primarily at small firms with the intent of 
requiring capital in excess of the normal capital requirements. I am sure that my comment will fall on 
deaf ears.  
 
David D. McNally, President 
McNally Financial Services Corporation 
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VIA ELECTRONIC MAIL:  pubcom@finra.org 
 
 
July 01, 2019 
 
 
Ms. Jennifer Piorko Mitchell 
Office of the Corporate Secretary 
The Financial Industry Regulatory Authority, Inc. 
1735 K Street, NW 
Washington, DC 20006-1506 
 
 
Re: Regulatory Notice 19-17: Request for Comment on Proposed New Rule 4111 

(Restricted Firm Obligations) Imposing Additional Obligations on Firms with a 
Significant History of Misconduct 

 
Dear Ms. Mitchell, 
 
Cambridge Investment Research, Inc. (“Cambridge”) appreciates the opportunity to comment on 
Regulatory Notice 19-17: Request for Comment on Proposed New Rule 4111 (Restricted Firm 
Obligations) Imposing Additional Obligations on Firms with a Significant History of Misconduct.  
FINRA is seeking a broad range of commentary regarding all aspects of this proposal and hopes 
to obtain input regarding whether this proposed new rule will be effective and efficient in 
addressing the history of misconduct FINRA has observed among a small number of member 
firms. FINRA has proposed a rule which would impose tailored obligations, including possible 
financial requirements, upon a designated member firm when that firm’s calculation results under 
this proposed new rule cross specified numeric thresholds. FINRA states that this proposed rule is 
prompted by the activities of a small number of member firms that continue to create a disproportionate 
number of compliance issues relative to their peers. FINRA believes these firms pose greater risk to 
the investing public due to the nature and number of regulatory-related events these firms have 
disclosed. FINRA holds that the remedies it has created under this proposal are intended to apply to 
that small number of member firms only.  
 
Cambridge supports FINRA’s goal of protecting the investing public and agrees that member firms 
which pose a heightened risk of harm to the investing public, and whose conduct undermines investor 
confidence, should be subject to additional scrutiny. As always, Cambridge supports the 
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implementation of sensible, well-crafted, and clearly understandable rules and commends FINRA for 
its efforts to protect investors from misconduct.  
 
Cambridge agrees that an objective data assessment coupled with a comprehensive and transparent 
review of that data will aid FINRA in identifying those high risk member firms and registered 
persons contemplated by this proposal. However, given the prospective impacts upon member 
firms, registered persons and their clients, Cambridge believes FINRA should revise certain 
aspects of the rule to accomplish its underlying goals.   
 
Cambridge requests FINRA consider amending the prospective rule per the analysis below and 
hopes FINRA will consider the following comments as it further develops this proposed rule. 
 
Calculation Metrics, Criteria, and Methodology  
 
Considering FINRA’s intent to identify those comparatively few firms that, in FINRA’s view, present 
a heightened risk to the investing public, Cambridge believes the Calculation Metrics, Criteria, and 
Methodology described in Proposed Rule 4111 should be modified to focus on those investor-related 
events creating the high level of risk FINRA seeks to address. 
 
As FINRA has noted, the vast majority of member firms do not pose the high degree of risk prompting 
this proposal. Thus, certain changes to these Calculation Metrics, Criteria, and Methodology would 
better align the application of Proposed Rule 4111 with the spirit behind it, that is, to identify those 
high risk member firms only and to impose measures to protect the investing public from the high risk 
activities of those member firms.  
 
Preliminary Identification Metric Thresholds 
 
Overall, Cambridge agrees that the employment of an iterative process, that includes phases of 
data assessment followed by a comprehensive and transparent  review, makes the most sense and 
supports the structured process as portrayed in Attachment B of the proposal. Cambridge believes, 
given the novelty, breadth and depth of this proposed rule, coupled with the prospective impact of 
the attendant effects of its implementation upon member firms, that FINRA should implement 
various checks and balances throughout the process. These checks and balances should be 
measured and reasoned so as to lessen the number and impact of potential false positive results.  
 
The proposed rule gives FINRA broad discretion to determine whether a firm is a Restricted Firm 
and should be subject to heightened financial requirements. Considering the significant impact this 
will have on certain member firms and the burden and harm placed on misidentified firms, 
Cambridge believes such firms should be notified if the threshold calculations causes them to be 
identified as high risk during the preliminary identification process and allow the firms to review 
and address any data points and calculations the firms do not believe are accurate prior to the 
Evaluation stage. In addition, Cambridge believes the initial review during the Evaluation stage 
should require FINRA to consult with the member firm and demonstrate its reasons for a continued 
review.  Cambridge further believes FINRA should establish a fact-based, demonstrable and 
transparent process to conclude a firm is a Restricted Firm.  
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Arbitration and Civil Judgments 
 
Proposed rule 4111(i)(4)(A)(i) includes disclosure of arbitration awards and civil judgments in 
which the registered person was a named party. This metric takes into account all customer 
arbitration awards and civil judgments regardless of the size of the award or judgment and without 
recognition of the registered person’s specific involvement in the matter. As a result, this proposed 
metric could capture individuals who are in an ownership or leadership position or the chain of 
supervision and are simply a named party as a result of a zealous litigation strategy or tactic even 
though they are not involved in the conduct ultimately at issue in the award or judgment.  Because 
these individuals may have no direct history of misconduct, but are otherwise caught up in an 
action that causes them to be included in the Preliminary Identification Metrics, Cambridge 
believes this does not further FINRA’s purpose underlying the rule.  Therefore, Cambridge 
suggests FINRA modify its definition to include named parties only to the extent the award or 
judgment concludes they were involved with the underlying conduct giving rise to the event.   
 
Additionally, Cambridge believes FINRA should establish a minimum award threshold in an 
amount of no less than $50,000 for 4111(i)(4)(A)(i) to apply.  This amount reflects an average 
minimum cost to defend investment-related, consumer-initiated actions that are otherwise not 
settled for legitimate business reasons and are not necessarily reflective of high risk behavior.  For 
example, a small award or judgement for a loss in account value due to a market correction that 
the registered person or member firm refused to settle does not seem like the type of high risk 
behavior FINRA is seeking to eliminate. A more narrowly tailored rule with a minimum threshold 
dollar amount to account for such real-world examples would still accomplish FINRA’s goals 
while not inhibiting sound businesses decisions to challenge zealous claims that may have little 
merit but result in some type of award or judgment. 
 
Settlements 
 
Proposed Rule 4111(i)(4)(A)(ii) contemplates capturing settlements as low as $15,000. Cambridge 
believes such a low threshold renders the proposed rule overly inclusive. Often matters are 
resolved merely to avoid the cost of litigation, without regard to the merit (or lack of merit) in the 
underlying claim. The cost associated with the defense of such matters could easily exceed $50,000 
and thus a settlement at or below that figure does not necessarily reflect enhanced risk. Instead, 
settlement of a matter at or below $50,000 may simply reflect a sound business decision. 
Cambridge proposes the settlement threshold contemplated in this particular subparagraph be 
increased to at least $50,000.  Failing to increase this minimum could result in an increased number 
of matters taken to a final award or judgment, thus increasing the burden on investors seeking 
relief as well as registered persons and member firms who desire to avoid the negative impacts of 
Proposed Rule 4111.  
 
Criminal Felonies 
 
Proposed Rule 4111(i)(4)(A)(v) includes any criminal felony for which the registered person was 
convicted, pled guilty or no contest. While criminal findings are relevant to a member firm’s 
determination of whether to associate with a particular registered person, they do not necessarily 
reflect conduct indicating present-day high risk behavior concerning the investing public. 
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Cambridge recommends that this provision, along with Proposed Rule 4111(i)(4)(B)(iv), be 
limited in time to those events occurring within the 10 years prior to the calculation in order to 
align with the approach used for statutory disqualification. 
 
Registered Person Pending Events 
 
Proposed Rule 4111(i)(4)(B), Registered Person Pending Events, includes certain events 
associated with a registered person that are reportable on a Uniform Registration Form. Cambridge 
believes this provision should be amended with regard to time and scope. As FINRA is likely 
aware, member firms typically err on the side of reporting potential disclosure events, including 
those matters which are stale or moot given the age of the event. This conservative approach to the 
firm’s reporting obligation, which arguably benefits the investing public in the form of additional 
information, also potentially harms well-intended firms by potentially erroneously increasing the 
pending events metric calculation in a manner not consistent with the specific focus of identifying 
member firms or registered persons who may pose a high risk of misconduct to the investing 
public.  
 
Further, a matter may remain pending for an extended period of time through no fault of the firm 
or an individual. The mere pendency of a matter, without any adjudication of wrongdoing, 
adversely impacts both the firm and the registered person in the context of the calculation 
contemplated by this proposed rule. At the same time, the pending event in no way informs the 
question of the nature and extent of any particular risk presented by that firm or the registered 
person – presumably the question to which the proposed rules seeks information.  It is not 
uncommon for certain pending matters to remain for years with no actions taken. Including these 
types of matters will likely inflate calculations, possibly pushing a member firm into the realm of 
Evaluation or even a Restricted Firm, when that member is not necessarily engaging in high risk 
behavior.  
 
Thus, Cambridge believes this provision should be limited to those events occuring within the 10 
year period prior to the calculation so as to eliminate old matters which will likely never come to 
fruition, but rather were reported as a matter of practice versus on a substantive basis.  
Additionally, this provision should include additional language to further define those specific 
matters, investigations, actions, or charges that FINRA is attempting to mitigate, which are more 
specifically relevant to this review.  
 
Member Firm Internal Reviews 
 
Proposed Rule 4111(i)(4)(C)(ii) includes pending or closed internal reviews by the member firm. 
Cambridge believes this provision should be amended to differentiate among the types of internal 
reviews conducted by member firms and should limit the reviews included in this calculation 
metric to those relating to the violations FINRA believes to be indicia of high risk behavior. 
Cambridge also believes this provision should be limited to reviews pending or closed within the 
10 years prior to the calculation. 
 
Additionally, Cambridge requests FINRA provide clarification and guidance regarding the scope 
and application of this provision. FINRA should include additional language to note the specific 
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sales practice or investor-related disclosure events FINRA believes identify the improper behavior 
this metric is intended to capture. This clarification could include references to specific questions 
on forms U-4 and U-5; citations to certain rules, notices, or interpretive guidance; or newly created 
FAQs discussing how FINRA intends to identify and capture the type of information and data it 
considers relevant for evaluation under this provision.  
 
Civil Judicial Matters 
 
Proposed Rule 4111(i)(4)(E)(i) deals with member firm pending civil judicial matters. Often these 
matters involve conduct unrelated to the heightened risk posed to investors by member firms and 
registered persons with histories of misconduct. Cambridge suggests FINRA amend this provision 
to distinguish those investment-related matters from those that are administrative in nature, and 
exclude all matters that are not sales practice or investment-related from the calculation. 
 
Pending Investigations 
 
As currently drafted, Proposed Rule 4111(i)(4)(E)(ii) captures any pending investigation by a 
regulatory authority.  Again, this provision potentially casts too broad a net and should provide a 
mechanism for distinguishing among various types of matters.  Given the regularity with which 
FINRA, the SEC, and the various state securities agencies oversee and investigate the dealings of 
member firms, application of this metric as written will likely produce an inflated result and thus 
be less relevant to FINRA’s inquiry. A more defined provision that distinguishes between the 
various types of matters subject to investigation by these agencies concerning to FINRA would 
more closely align with the objectives of this proposed rule.  
 
Registered Persons Formerly Associated with Expelled Firms 
 
Proposed Rule 4111(i)(4)(F), regarding Registered Persons Associated with Previously Expelled 
Firms, includes any registered person who (1) was registered with the member firm for one or 
more days during the prior year and (2) had been associated with a previously expelled firm at any 
time. Cambridge believes this metric is well intended but may create adverse results for both 
registered persons and member firms that pose little to no risk to the investing public.  As a 
preliminary matter, there is no direct causal connection between a registered person’s association 
with an expelled firm and the high risk behavior this proposal seeks to address. There are numerous 
examples where a registered person without disclosure history indicative of high risk behavior may 
have at one time associated with a member firm now expelled. In these instances, the registered 
person likely had nothing to do with the matter justifying the expulsion. In the event the registered 
person participated in high risk behavior or improper conduct at the expelled firm, this should 
evidence itself as a disclosure on that individual’s form U-4 or U-5, which would be included in 
the metrics in Propose Rule 4111.  It seems counter to FINRA’s stated objective in the proposed 
rule to potentially penalize a member firm, now employing a registered person who has no sales 
practice violations or investor-related disclosure events but who was formerly registered with an 
expelled member for a brief time, because of the past affiliation of one of its registered persons 
with an expelled firm. The impending result is likely that member firms will refuse to register any 
registered persons leaving expelled firms, thereby driving such persons from the industry and 
creating investor harm by mass abandonment of client relationships.  Including anyone associated 
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with a previously expelled member in the metrics does not produce the focused risk based result 
FINRA seeks with this proposed rule.  
 
If FINRA retains this provision, Cambridge believes FINRA should only include this metric for 
expelled firms that truly created investor harm.  Cambridge recommends FINRA consider the facts 
underlying the events causing the member firm’s expulsion. For instance, did the member firm 
violate net capital requirements or was the expulsion a result of investor harms? Application of 
this provision as defined will likely result in a chilling effect among member firms when 
considering registering a person with a history of affiliation with an expelled member firm. This 
could drive otherwise compliant registered persons out of the business, and could harm that 
person’s clients as a result. 
 
These proposed changes would allow for those registered persons who may have been associated 
with an unscrupulous former member, but did not engage in high risk behavior, to move on from 
an undesirable past association; however, it would allow FINRA to focus on trending high risk 
behaviors of those registered persons who seek to avoid scrutiny by changing firms.  
 
Preliminary Criteria for Identification 
 
Cambridge recommends FINRA modify the Preliminary Criteria for Identification defined in 
4111(i)(9)(B). The criteria should be amended consistent with the comments and concerns noted 
above. For example, included in this calculation is whether a “member has two or more Registered 
Person and Member Firm Events during the Evaluation Period.” Cambridge believes applying this 
criteria in such broad form likely will generate false positive results because it creates the potential 
that one event may be reflected in multiple disclosures and counted several times in the various 
criteria.  
 
Discussing proposed rule 4111(c)(1), FINRA contemplates that a false positive result could be 
produced by duplicative events, non-sales related events, and events warranting a different 
regulatory response. FINRA recognizes that these events potentially giving rise to a false positive 
could all be removed in advance from the calculation criteria. A process to screen out erroneously 
included disclosure events that are “duplicative (involving the same customer and the same 
matter)”1 or not indicative of any relevant pattern “reflective of a firm posing a high degree of 
risk”2 would further FINRA’s goal of identifying those events that “are associated with an 
emerging pattern of customer harm”3 only; “and would capture timely information of potential 
ongoing or recent misconduct.”4  
 
Maximum Restricted Deposit Requirement 
 
Cambridge believes the Maximum Restricted Deposit Requirement may trigger unintended 
consequences which result in harm to the investing public. If for example, the requirement of a 
deposit cannot be implemented because of minimum net capital requirements, will FINRA have 

1 Regulatory Notice 19-17 at 11. 
2 Id. 
3 Id. at 32. 
4 Id.  
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additional impactful recourse? Member firms without significant retained earnings, subject to the 
Deposit Requirement, may receive an exception due to the lack of stability of the firm whereas a 
member firm with greater working capital subject to the requirement would not be granted an 
exception, and thus potentially placed at a competitive disadvantage.  
 
In the Examples of Maximum Restricted Deposit Requirements provided on Attachment C of the 
Notice, FINRA, by way of example, shows that the Restricted Deposit Requirement will likely be 
greater than a member firm’s excess net capital. This example of how this requirement will be 
calculated is problematic because a calculation based on gross revenues does not contemplate 
contractual obligations the member firm may have to vendors, service providers, staff and 
registered persons for which those revenues have already been allocated. Further, as it is likely 
these obligations do not rise to the level of a significant undue financial hardship under Proposed 
Rule 4111(d)(1)(B), it is possible that members who should be subject to this provision will act in 
advance to extract any excess net capital that could be exposed to this restriction. Thus, the only 
member firms likely to have dollars which could be subjected to this requirement are those who 
do not anticipate being subjected to this rule because they are not intentionally creating high risk 
to the investing public and are seeking to comply with FINRA rules and requirements.  
 
Department Evaluation Process  
 
The Initial Department Evaluation Process under Proposed Rule 4111(c)(1) outlines the steps 
FINRA staff would take “to determine whether it is aware of information that would show that the 
member – despite having met the Preliminary Criteria for Identification – does not pose a high 
degree of risk.”5 As noted above, FINRA staff would engage in review of multiple factors to, on 
its own, determine whether a false positive identification occurred as a result of the Preliminary 
Criteria for Identification Calculation.  
 
Within the Notice, FINRA lists the type of information a member firm could provide to redefine 
or challenge a result. Nothing contained in this section, however, compels or obligates FINRA 
staff to consider this information in connection with its review during this evaluation process. 
Rather, the rule simply requires FINRA staff to conduct an evaluation to determine whether further 
review is warranted. As a result, FINRA’s determination could be based on information not 
specifically contemplated for consideration by the proposed rule.   
 
The potential lack of transparency is made more troublesome by the fact that FINRA’s finding in 
this regard is subject to a rebuttable presumption adverse to the member firm. It would be more 
equitable for FINRA to give the member firm notice of the result of the calculation identifying the 
member firm as a potential Restricted Firm, provide the firm with a preliminary computation 
identifying which criteria produced the result, give an explanation of the components of the 
computation, and give the member firm a meaningful opportunity to challenge FINRA’s 
preliminary computation. 
 
 
 
 

5 Id. 
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Proposed Additional and Alternative Measures and Means 
 
In addition to giving those member firms who fall subject to the Evaluation process an opportunity 
to present evidence during the Evaluation stage in order address a potential false positive outcome 
as a result of the calculation, Cambridge suggest FINRA consider additional and alternative 
measures and means.  
 
Additional Factors 
 
The proposed rule contemplates a determination of risk based solely on a strict numerical basis 
derived from the number of disclosures and the number of registered persons. Though this 
consideration is bound to a five-year period, this means of measuring risk does not account for the 
fact that older and/or larger member firms may have more disclosure events because they serve 
more investors. To address this issue, Cambridge suggests FINRA consider weighting the 
Preliminary Identification Metric Thresholds to account for the length of time a member firm has 
existed along with the number of registered persons and customers served by that member firm. 
 
To illustrate this point, consider which of the following scenarios presents the greater risk: (1) a 
member firm with 100 registered persons, serving 10,000 investors, with 21 Registered Person 
Adjudicated Events, or (2)  a member firm with 100 registered persons, serving 100 investors, with 
21 Registered Person Adjudicated Events.  In both situations, the member firm’s metrics place that 
member firm above the threshold of 0.20, however, on a per investor basis, the ratios change to 
0.0021 and 0.21 respectively. As such, including a weighted metric based on the size of the 
member firm’s investor base would provide a more accurate reflection of the risk that member 
firm may pose to the investors it serves and could assist in further identifying those member firms 
that pose a higher degree of risk to the investing public generally.  
 
Additional Rule Amendment Proposal 
 
In conjunction with the proposed rule, Cambridge urges FINRA to consider amending Rule 
2080(a) to exclude from the requirement to obtain a court order those instances where a dispute 
with a customer was disclosed on a registered person’s Uniform Disclosure Forms, but that 
registered person was not involved in the subject matter of the dispute, was not subject to any 
consequences as a result of the determination or settlement of the matter, or was removed or 
dismissed from the matter as a party after a review of the facts. As mentioned earlier, registered 
persons have often incurred disclosure events as a result of being named in a matter due to their 
position within a chain of supervision, their presence in an office, their role as a senior manager, 
officer or director of the member firm, or because the person bringing the matter named them in 
error. As these disclosures could potentially carry much greater weight, FINRA should allow for 
these types of events to be more readily removed from these registered person’s Uniform 
Disclosure Forms. 
 
Terms and Conditions  
 
As stated above, Cambridge believes FINRA should give member firms additional opportunities 
to engage and cooperate with FINRA staff throughout this new process. While FINRA 
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contemplates a one-time reduction of staff to remedy the result placing that member firm in a 
restricted firm status, FINRA could provide additional remedial options.  FINRA contemplates a 
“terms and conditions” rule6, but chose not to propose this approach at this time.  Cambridge does 
not believe this should be an all or none proposition.  Contemplation of new rule provisions is not 
a Sophie’s choice. FINRA could incorporate “terms and conditions” measures during the Initial 
Evaluation and Consultation phases to deal with those member firms whose calculation results 
place them at or above the thresholds. These measures could include opportunities to appeal any 
findings or cooperatively remedy those pertinent issues.  Cambridge urges FINRA to reconsider 
its approach in order to handle a potential dramatic increase in volumes of Preliminary 
Identification Metric Thresholds under the proposed new rule.  For example, what will happen in 
instances of a widespread product collapse or market collapse resulting in a high number of new 
events occurring within both the Registered Person and Member Firm categories?  Will FINRA 
adjust the thresholds or will many firms be swept up into the status of a Restricted Firm?  Without 
factoring in such broad sweeping events, member firms on the cusp in a particular category may 
find themselves subject to this proposed new rule by no fault of their own, even though they are 
not participating in high risk activities detrimental to clients. 
 
List of Firms and Registered Persons 
 
To further assist firms with this new process, FINRA could compile and publish a comprehensive 
list of expelled member firms and provide member firms information as to whether prospective 
new registered persons desiring to associate with the member would trigger identification under 
this rule and subject the member firm to further scrutiny under the rule.  
 
Additional Incentive for Compliance 
 
As an additional incentive for greater compliance, FINRA could implement measures to protect 
member firms, not subject to a restriction under Proposed Rule 4111, who seek to assist those registered 
persons whose business practices did not contribute to another restricted member firm’s negative 
disclosure history but who may become caught up in the potentially negative impacts of such 
restriction, and their clients in relocating their business to a member firm not subject to the punitive 
provisions of this proposed rule.  
 
Under this additional measure, which could further incentivize member firms who may fall into a 
Restricted Firm status to greater compliance, FINRA could include language specifically limiting 
that Restricted Firm from bringing certain legal actions against other member firms. For example, 
registered persons departing Restricted Firms may subject their new member firm to certain legal 
actions if it were to accept registrations of a large number of registered persons from the Restricted 
Firm. Adding language to the proposed rule that would protect member firms from such legal 
actions could provide another powerful incentive for firms to avoid being identified as a Restricted 
Firm.  
 
 
 
 

6 Id. at 21-23. 
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Conclusion  
 
In conclusion, Cambridge respectfully suggests that to achieve the intent articulated by FINRA in 
this proposed rule, FINRA should modify the rule as noted above.  Cambridge believes the novelty 
and breadth of the proposed rule compels an extremely measured approach to its implementation. 
The potential for unintended consequences to firms and registered persons must be balanced 
against the need for such a strict, data-driven analysis. Cambridge strongly supports FINRA’s 
efforts to protect investors, but also asks FINRA to balance the prospective harm to the reputations 
of honest member firms, registered persons and their clients.  
 
Cambridge would be happy to further discuss any of the comments or recommendations in this 
letter with FINRA.  
 

 
Respectfully submitted, 
 

// Seth A. Miller 
 
Seth A. Miller 
General Counsel 
Senior Vice President, Chief Risk Officer  
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Business Development & Compliance Consultants for Brokerage Firms & RIA’s   

29 Frost Lane, Lawrence, New York 11559 

Tel: 347-247-9977      email: Ken@luxorbd.com  

 

June 27
th
 2019 

 

Via email: pubcom@finra.org 
     

Jennifer Piorko Mitchell 

Office of the Corporate Secretary  

FINRA Inc 

1735 K Street, NW 

Washington, DC 20006-1506 

 

 

Re:  Regulatory Notice 19-17 

       Proposed FINRA Rule 4111 

 

Dear Ms. Mitchell: 

 

I write this comment today on behalf of Luxor Financial Group, Inc and numerous small firms that we 

represent regarding Proposed Rule 4111 (the “Proposed Rule”). The spirit and substance of the Proposed 

Rule are a cause of deep concern, and are strikingly intrusive even to an industry accustomed to the 

intense scrutiny necessary to safeguard the public. In short, the Proposed Rule should not be adopted.  

In Regulatory Notice 19-17, which requests comment on the Proposed Rule, several considerations are set 

forth to justify implementation of Rule 4111. The impetus at the heart of the matter is the desire to 

strengthen the controls FINRA has which previously prevented enforcement and sanction of misconduct 

until after such harm has occurred. While misconduct and sanction usually occur in that order, and 

represents the sort of causal relationship inherent in any regulatory schema, Regulatory Notice 19-17 

describes it as an undue constraint on the enforcement process. Regulatory Notice 19-17 concedes that 

market forces will cause bad actors to “eventually be forced out of the industry” regardless Rule 4111 is 

necessary as a prophylactic measures. The logic here is perplexing and un-American. The Notice cites 

certain research that suggests that past behavior can be an indicator of future misconduct, but sociology is 

hardly the province of financial regulators; the tone is Orwellian.  

FINRA provides no evidence, argument, or data to prove that the Proposed Rule will cure the problem 

that it has been invented to solve. FINRA provides no evidence, argument, or data to support the 

proposition that the Proposed Rule is what is minimally necessary to address the unknown degree of harm 

posed by the small group of repeat offenders, or why these offenders seemingly can’t be reached under 

FINRA’s current powers. There is no publicly available data to suggest whether public opinion aligns 

with the Proposed Rule. There is no consideration of how public opinion and trust may be affected by the 

Proposed Rule. FINRA concludes the background and discussion portion of the Notice by alluding to 

Consolidated Rule 9208 promulgated by the Investment Industry Regulatory Organization of Canada, 

which targets problematic firms. Perhaps a targeted solution would alleviate many of the concerns 

currently circulating among member firms about this rule, but FINRA only notes that are “not proposing 

it at this time”. 
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Indeed, what is perhaps inadvertently conveyed as impetus for the rule is frustration with the rights 

currently exercised by member firms. FINRA reductively and summarily addresses these rights, and yet 

member firms are entitled to reasonable constraints on regulation, as well as the expectation that the 

regulatory system will not seek to impose rules that are overly broad and arbitrary. While it is in the best 

interest of FINRA, the investing public, and most member firms to remove bad actors- this escalation in 

enforcement compounds the frustration of small firms already cornered by a complex and layered web of 

rules. The Proposed Rule affects broker-dealers both preemptively and retroactively in a manner that the 

standard court system would surely limit. While surely the public trust is eroded when there is customer 

harm, public trust is also eroded when they are given cause to wonder why the current system of rules and 

regulations protecting them is inadequate as is.  

Although unpaid arbitration awards and recidivist brokers may be inconsistent with FINRA’s mission, 

this does not automatically warrant the imposition of a complicated series of thresholds and calculations 

that will, with virtual certainty, chill the rights of member firms to do business and to freely associate 

with brokers. Regulatory Notice 19-17 sends the clear message that the primary concern of FINRA is the 

“particular challenge” that it faces in examining and disciplining individual firms with a history of 

misconduct. It is a frankly astonishing admission that FINRA has begun to see the due-process rights of 

its member firms as an inconvenience that is superseded when member firms “take advantage of the 

limits” of legal constraints on enforcement activity. Regulatory Notice 19-17 explicitly states: 

Enforcement actions in turn can only be brought after a rule has been violated-and 

any resulting consumer harm has already occurred. In addition, these proceedings can 

take significant time to develop, prosecute, and conclude, during which time the 

individual or firm is able to continue misconduct. 

The right of the individual or firm to forestall the imposition of disciplinary sanctions by exercising their 

right to a legal defense is not an inconvenience that can be circumvented as dictated by FINRA standing 

in the shoes of the investing public. There is some transparent frustration here with the legal constraints 

on their enforcement and the time it takes to pursue them to a conclusion and remedy, but this Proposed 

Rule would preemptively enforce economic sanctions and undermine the appeals process. This initiative 

is ill advised, and unfair to many of those doing business in the industry. Many FINRA member firms, 

especially smaller firms, will feel an outsized impact under this new proposed rule. Free access to cash-

on-hand or qualified securities is critical to the now shrinking field of small firms. A restricted deposit 

requirement compromises a firm’s ability to transact business that may be necessary to both maintain 

operations and cover payment of any pending arbitration claims. With access to both a smaller pool of 

potential employees marked with the “scarlet letter” of prior misconduct and with restricted access to 

funds, smaller firms will struggle to exist, while larger firms will view it as the cost of doing business.  

Small firms budget carefully, and allot their dollars into acquisitions, technology, personnel and 

compliance. Under the Proposed Rule, some will be forced to tie up their funds in a restricted deposit 

account, or terminate employees who would trigger this requirement. These terminated employees would 

not simply exit the financial services industry; they have always migrated to “advice” based positions or 

to un-registered firms, where there is even less oversight. The proposed waiver to compensate for 

financial hardship is a perfunctory consideration; anyone with knowledge of the industry knows that to 

avail oneself of this waiver would deter recruitment and lead to brokers leaving the firm. The ripple 

effects of the Proposed Rule seem to have been deemed unworthy of consideration or description. When 

small to mid-sized firms are inadvertently crippled it gives the investing public less choice. Large firms 

will consolidate more of the market. These are the same firms that caused the 2008 financial crisis and 

who will far more easily absorb the impact of the Proposed Rule.  

 

Page 450 of 596



 

A cursory review of the BrokerCheck system reveals thousands of regulatory actions as well as client 

arbitrations against larger broker dealers, who often have thousands of disclosed incidents for their 

representatives. Yet due to the size and resources of larger firms, the numeric thresholds imposed would 

result in absorbable losses, while smaller firms would be faced with an existential crisis.  

To mitigate the impact on smaller firms, we recommend that: 

1. The threshold be raised on reportable settlements to the $50,000 - $100,00 range as the 

current amounts for reporting are extremely low and create a large amount of reportable 

events from settlements which are simply settled to avoid the high costs of litigation; 

2. Association with a disciplined firm should be held against the actual ownership persons, 

rather than brokers who were simply affiliated as this makes brokers guilty by association as 

opposed to actual misconduct by the broker and consequently unfairly punishes the firm that 

hires that broker;  

3. Nuisance arbitrations that are settled without admission of guilt be addressed; 

4. Remove the requirement of placing funds on hold during proceedings as this is devastating to 

small Firms with limited resources. Moreover, this issue is resolved for Firms that have an 

E&O policy which should certainly eliminate the requirement for a cash reserve for firms 

who have a policy in place; 

5. Pending actions should have no bearing as everyone is entitled to have issues adjudicated 

prior to being penalized; 

6. Additional considerations need to be addressed as to the disproportionate impact the 

Proposed Rule will have on small firms.  

 

Sincerely, 

 

Ken Norensberg 

Ken Norensberg,  

Managing Director, Luxor Financial Group 

& Former FINRA Governor 
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   July 1, 2019 

 

 

By email to pubcom@finra.org  

 

Jennifer Piorko Mitchell  

Office of the Corporate Secretary  

FINRA  

1735 K Street, NW  

Washington, DC 20006-1506 

 

Re:  Regulatory Notice 19-17: Protecting Investors from Misconduct  

 

Dear Ms. Mitchell: 

 

On behalf of the North American Securities Administrators Association, Inc. 

(“NASAA”),
1
 I am writing in response to the request for comment by the Financial Industry 

Regulatory Authority (“FINRA”) on Regulatory Notice 19-17: Protecting Investors from 

Misconduct (the “Proposal”).
2
 NASAA commends FINRA’s attempt to strategically identify, and 

more strongly regulate, the limited number of FINRA member firms with histories of regulatory 

noncompliance. The Proposal represents another step in FINRA’s recent multi-pronged effort to 

protect investors from the bad behavior of certain high-risk firms – an effort NASAA supports. 

 

The Proposal is designed to proactively deter misconduct by the highest risk FINRA 

member firms and to mitigate the issue of nonpayment of arbitration awards. The Proposal 

would create a new category of “Restricted Firms,” which are those firms that present high risks 

to investors because of demonstrated patterns of prior misconduct by the firms and their 

associated persons, and empower FINRA to require these firms to set aside additional monies for 

the protection of investors beyond the firms’ existing minimum net capital requirements. The 

Proposal contains a robust process for evaluating these issues and, as demonstrated by FINRA 

data, should affect only a small number of broker-dealers. The Proposal thus should increase 

investor protection while imposing minimal burdens on the brokerage industry. NASAA 

supports the Proposal and encourages its adoption with changes as set out below to better align 

the Proposal with its investor protection goals. 

 

1 Organized in 1919, NASAA is the oldest international organization devoted to investor protection. NASAA’s 

membership consists of the securities administrators in the 50 states, the District of Columbia, Canada, Mexico, 

Puerto Rico, and the U.S. Virgin Islands. NASAA is the voice of securities agencies responsible for grass-roots 

investor protection and efficient capital formation. 
2
 See Regulatory Notice 19-17: Protecting Investors from Misconduct, FINRA (May 2, 2019), available at 

https://www.finra.org/sites/default/files/notice_doc_file_ref/Regulatory-Notice-19-17.pdf.  
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1. Designation as a “Restricted Firm” Under New Rule 4111 Should be Public 

Information  

FINRA does not propose to publicly disclose those firms receiving a Restricted Firm 

designation, however, publishing this information would strengthen both investor protection and 

transparency. Identification of Restricted Firms would be a valuable public service entirely 

consistent with FINRA’s general standards for public disclosure of disciplinary information 

under FINRA Rule 8313. An appropriate analogy is to FINRA’s treatment of so-called “Taping 

Firms.” At a minimum, though, the names of Restricted Firms should be provided to state 

securities regulators so it can be included in NASAA members’ regulatory oversight and risk 

analyses. 

 

Designation as a Restricted Firm is closely analogous to being designated a Taping Firm 

under FINRA Rule 3170. FINRA allows for public disclosure to investors of a firm’s Taping 

Rule status if requested via the BrokerCheck toll-free telephone listing.
3
 This provides investors 

– and other regulators such as NASAA members – with access to this information. The 

underlying purposes of the Taping Rule are the same as those behind the Proposal: both rules 

seek to identify high risk FINRA member firms and to impose additional regulatory and 

compliance obligations on them.
4
 For the same reasons that FINRA makes the identity of Taping 

Firms and those disciplined under the Taping Rule known to the public, it should make the 

identities of Restricted Firms under new Rule 4111 known as well.  

 

Publicizing which firms have been designated as Restricted Firms would strengthen the 

Proposal immeasurably. Being designated under new Rule 4111 will have regulatory 

consequences for Restricted Firms (including the requirement to set aside additional money in 

Restricted Deposit Accounts), but these obligations only go so far. If investors do not have 

access to this information they will not be able to know they are doing business with a high risk 

firm. Investors cannot obtain the same level of information through BrokerCheck that FINRA 

will use in designating members as Restricted Firms. Making the identities of Restricted Firms 

public would serve as a clear, simple – and entirely warranted – notice to investors to tread 

carefully when doing business with these firms and their associated persons. At a minimum, the 

names of Restricted Firms should be provided to state securities regulators so NASAA members 

can include this information in their own regulatory oversight and risk analyses. Regulatory 

coordination and collaboration is an important mainstay of deterrence and oversight, and will be 

particularly relevant with respect to Restricted Firms. 

 

3
 See FINRA Rule 3812(b)(2)(F). A recent FINRA proposal would also require this information be provided 

proactively on BrokerCheck, and NASAA supported this proposal. See Letter from Joseph Borg, NASAA President, 

to Jennifer Piorko Mitchell, Re: FINRA Regulatory Notice 18-16: High Risk Brokers (Aug. 1, 2018), available at 

https://www.finra.org/sites/default/files/18-16_NASAA_Comment.pdf.  
4
 See, e.g., Notice to Members 05-46: Taping Rule, NASD (July 2005) (describing the purpose of the Taping Rule), 

available at http://www.finra.org/sites/default/files/NoticeDocument/p014653.pdf.  
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2. Account for any Registered Person Adjudicated Events that have been Expunged 

Pursuant to FINRA Rule 2080 when Calculating and Evaluating the Preliminary 

Criteria for Identification 

The Proposal would create an entirely new regulatory process for identifying and 

assigning Restricted Firm status.
5
 A key step in this process will be FINRA’s analysis of member 

firms according to certain “Preliminary Criteria for Identification.”
6
 These criteria, defined in 

great detail in proposed FINRA Rule 4111, correspond to many of the mandatory disclosures on 

Form BD and Form U4, including the disclosures required by Item 14I of Form U4. Item 14I 

requires registered individuals to disclose information regarding customer complaints and 

customer-initiated arbitration and civil litigation.
7
 The information captured in Item 14I is 

particularly relevant in identifying patterns of misconduct at a firm that could present high risks 

to investors – e.g., numerous customer complaints about a single representative or about multiple 

representatives related to the same issues could be indicative of a pattern of misconduct. But 

FINRA Rule 2080 allows associated persons to have Item 14I information expunged from CRD. 

Once such a disclosure has been expunged, it is no longer reported under Item 14I on the 

individual’s subsequent Form U4 filings.
8
 The Proposal does not address how or if expunged 

customer complaint information will be considered when determining and assessing the 

Preliminary Criteria for Identification. 

 

How expunged customer complaints, arbitrations, and civil litigations are treated when 

determining whether a firm meets the Preliminary Criteria for Identification is an important 

question that must be addressed before the Proposal can be implemented. In NASAA’s view, this 

is a critical issue. NASAA has consistently advocated for significant reform to the rules and 

processes related to expungement.
9
 NASAA must again note that expungement was intended as 

5
 This process can be visualized through a flowchart included as Attachment B to the Proposal.  

6
 See Proposed Rule 4111(i)(9). 

7
 Form U4 Item 14I(1)-(5). 

8
 NASAA is unaware of any law, rule, regulation, or guidance dictating this result. However, the general 

understanding of what it means for something to “be expunged” could be the reason events that would otherwise be 

reportable pursuant to Item 14I but that have been expunged under Rule 2080 are not reported on subsequent Form 

U4 filings. Further, arbitration awards recommending expungement pursuant to Rule 2080 contain the following (or 

similar) language: “The Arbitrator recommends the expungement of all references to this matter from registration 

records maintained by the CRD.” The use of “all references” and reference to “registration records” in such 

awards has resulted not only the removal from CRD of existing references to an expunged matter but in practice has 

also relieved individuals from disclosing the expunged matter in their future Form U4 filings, because these future 

filings are registration records maintained by the CRD. 
9
 See Letter from Joseph Borg, NASAA President and Alabama Securities Director, to Marcia Asquith, FINRA 

Office of the Corporate Secretary, Re: FINRA Regulatory Notice 17-42, Proposed Amendments to the Codes of 

Arbitration Procedure Relating to Requests to Expunge Customer Dispute Information (Feb. 5, 2018) available at 

http://www.nasaa.org/wp-content/uploads/2011/07/NASAA-Comments-to-FINRA-Regarding-Reg-Notice-17-42-

Expungement.pdf; see also Letter from William Beatty, NASAA President and Washington Director of Securities, 

to Barbara Black, FINRA Dispute Resolution Taskforce, Re: NASAA Comments on Expungement of Matters from 

the Central Registration Depository (Aug. 31, 2015), available at 

http://nasaa.cdn.s3.amazonaws.com/wpcontent/uploads/2011/07/NASAA-Expungement-Letter-enclosure.pdf.; 
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an extraordinary remedy to be granted in only limited circumstances. Today, however, 

expungement is anything but an extraordinary remedy.
10

 

 

Because expungements are routinely granted and represent potentially valuable 

regulatory data in assessing patterns of misconduct, FINRA must account for expunged 

Registered Person Adjudicated Events when determining whether a firm should be designated a 

Restricted Firm. FINRA should revise the Proposal to add the number of expunged Registered 

Person Adjudicated Events to the Preliminary Criteria for Identification. The number of 

expunged Registered Person Adjudicated Events should be counted and assessed in the same 

manner as the other metrics in the Proposal when determining whether a firm satisfies the 

Preliminary Criteria for Identification. If FINRA fails to account for expunged Registered Person 

Adjudicated Events in its Restricted Firm analysis, it will be creating a powerful incentive for 

registered persons to seek even more expungements. More importantly, not counting the number 

of expungements in the Preliminary Identification Criteria could also lead to firms encouraging – 

or even facilitating – expungements for their associated persons in the hopes of avoiding 

designation as a Restricted Firm. These incentives would only make expungement more common 

and less extraordinary, moving it even further from its intended purpose.11 

 

 

Letter from Joseph Borg, NASAA President, to Barbara Sweeney, Secretary NASD Regulation, Inc., Re: Request 

for Comments – 01-65 Proposed Rules and Policies Relating to the Expungement of Information from the Central 

Registration Depository (Dec. 31, 2001), available at http://www.nasaa.org/wp-content/uploads/2011/07/95-

Letter.37262-47637.pdf; Letter from Deborah Bortner, NASAA CRD Steering Committee Co-Chair, to Margaret H. 

McFarland, Deputy Secretary, U.S. Securities and Exchange Commission, Re: File No. SR-NASD-2002-168; 

Proposed Rule 2130 Concerning the Expungement of Customer Dispute Information from CRD (Jun. 4, 2003) 

available at http://www.nasaa.org/wpcontent/uploads/2011/07/82-ProposedNASDRule-202130.37775-72237.pdf; 

Letter from Karen Tyler, NASAA President, to Nancy M. Morris, Secretary, U.S. Securities and Exchange 

Commission, Re: Release No. 34-57572; File No. SR-FINRA-2008-010, Notice of Filing of Proposed Rule Change 

Relating to Amendments to the Codes of Arbitration Procedure To Establish New Procedures for Arbitrators To 

Follow When Considering Requests for Expungement Relief (Apr. 24, 2008) available at 

http://www.nasaa.org/wpcontent/uploads/2011/07/31-Release-No34-57572SR-FINRA-2008-010NASAA.pdf; Letter 

from Andrea Seidt, NASAA President, to Elizabeth M. Murphy, Secretary, U.S. Securities and Exchange 

Commission, Re: Release No. 34-71959, File No. SR-FINRA-2014-020 Notice of Filing of a Proposed Rule Change 

to Adopt FINRA Rule 2081 Prohibited Conditions Relating to Expungement of Customer Dispute Information (May 

14, 2014) available at http://www.nasaa.org/wp-content/uploads/2011/07/NASAA-Comment-Letter-ReleaseNo-34-

71959-File-No-SR-FINRA-2014-020.pdf.  
10

 In 2018, 684 expungements were granted – more than twice the number granted in 2016. In the current year-to-

date, more than 350 expungements have been granted, indicating that 2019 is likely to see another record number of 

customer complaints being removed from CRD. It is important to note that these figures do not count individual 

customer complaints or arbitrations but instead only count the individual representatives that have been granted an 

expungement, many of whom are granted expungement for multiple customer complaints or arbitrations. 
11

 NASAA’s position on expungement is that it is an extraordinary remedy to be granted only in limited 

circumstances and the current process has failed to maintain the narrow scope of this remedy. If at such future time 

that expungement relief is awarded in the truly exceptional instances for which it was established, NASAA would be 

supportive of FINRA revisiting how it evaluates expunged information for purposes of proposed Rule 4111. 
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3. Include Additional Financial Disclosure Information from Form BD and Form U4 

in the Preliminary Criteria for Identification 

NASAA encourages FINRA to expand the Preliminary Criteria for Identification to 

include financial disclosure requirements from Form BD and Form U4. Specifically, Form BD 

questions 11I through 11K and Form U4 questions 14K through 14M require disclosure of 

information about bankruptcies, unsatisfied liens and judgments, and security bonds. The 

information contained in these disclosures is essential to the investor protection concerns 

underlying the Proposal as these questions demonstrate potential inability (or unwillingness) to 

satisfy one’s financial obligations. FINRA has crafted the Preliminary Criteria for Identification 

to capture those firms most likely to pose harm to investors. Adding these additional financial 

disclosure questions to the Restricted Firm criteria would be consistent with this objective.  

 

4. Include Examples of Potential Conditions or Restrictions that Reasonably May be 

Imposed on Restricted Firms 

Proposed Rule 4111 would provide FINRA with authority to require Restricted Firms to 

maintain a Restricted Deposit Account and “be subject to such conditions or restrictions on the 

member’s operations” as FINRA determines.
12

 This broad authority would, in keeping with 

FINRA Rule 8310(a)(7), include the ability to “impose any other fitting sanction” as FINRA 

deems appropriate.
13

 The Proposal is silent, though, on what such conditions or restrictions might 

entail. We encourage FINRA to provide greater guidance on this point and, in particular, to 

identify conditions or restrictions that generally may be appropriate, such as:  

 

• Mandatory heightened supervision plans for every associated person of 

the Restricted Firm with a disciplinary disclosure on the person’s Form 

U4;
14

 

• Disclosure by the firm of its status as a Restricted Firm to the firm’s 

existing customers in a format acceptable to FINRA;  

• Requirement that the Restricted Firm obtain approval from FINRA before 

hiring any employee (or retaining any person on an independent 

contractor basis) who has any disciplinary disclosures on the person’s 

Form U4 or unpaid arbitration awards;  

• Requirement that the Restricted Firm retain an independent compliance 

consultant at its own expense to monitor its regulatory compliance and 

12
 See Proposed Rule 4111(a). 

13
 See Sanctions for Violation of the Rules, FINRA Rule 8310 (eff. Dec. 15, 2008). 

14
 In this regard, heightened supervision plans should conform with the standards set forth in FINRA Regulatory 

Notice 18-15: Heightened Supervision (available at 

https://www.finra.org/sites/default/files/notice_doc_file_ref/Regulatory-Notice-18-15_1.pdf).  

Page 456 of 596

https://www.finra.org/sites/default/files/notice_doc_file_ref/Regulatory-Notice-18-15_1.pdf


report any material breaches of applicable securities laws and regulations 

to FINRA;  

• Limitations on the menu of products maintained by the Restricted Firm, 

particularly with regard to products with known sales practice issues (or, 

in the alternative, limitations on the firm’s ability to solicit certain 

products);  

• Requirement that the Restricted Firm perform more frequent reviews of 

customer transactions as well as sales practice assessments of transaction 

volumes and products sold;  

• Requirement for the Restricted Firm to obtain errors and omissions 

insurance coverage pursuant to terms acceptable to FINRA (if the firm 

does not already maintain such coverage); and 

• Limitations on the Restricted Firm’s solicitation of new clients. 

 

In sum, we applaud the FINRA staff’s work preparing the Proposal. Rule 4111 would, if 

adopted, serve as a bulwark against FINRA member firms that maintain cultures of regulatory 

noncompliance.  

 

If you have any questions about these comments, please contact NASAA’s General 

Counsel, A. Valerie Mirko (vm@nasaa.org or 202-737-0900), or NASAA’s Broker-Dealer 

Section Chair, Leslie Van Buskirk (Leslie.VanBuskirk@dfi.wisconsin.gov or 608-266-3432).  

 

 

     Sincerely, 

 

      
 

     Michael Pieciak 

     NASAA President  

     Commissioner, Vermont Department of  

     Financial Regulation 
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Dear FINRA: 
 
FINRA has a lot of nerve pre‐judging future behavior and demanding funds for itself.  FINRA has a regular 
habit of exacting payment in circumstances where it has not suffered any harm or loss.  And now FINRA 
wants to profile firms and use this crystal ball to force firms to set up prepaid accounts to cover FINRA’s 
future shakedown interests.  This is pathetic and unacceptable.   
 
In its never ending examinations FINRA taxes firms’ resources to track down the smallest little 
compliance issues that often pose no material risk to the investing public.  FINRA then identifies these 
insignificant items to justify the massive waste of firms’ resources in these unorganized and nearly 
endless audits.  Are these little “infractions”(which often are disputed by firms) a basis for requiring 
restricted deposits from firms? 
 
FINRA collects disclosures of allegations and traffics in them publicly, regardless of the damage it does to 
innocent firms and representatives.  Are these unadjudicated allegations the basis for lifting money from 
firms?  If a firm hires a representative who has some items on his/her Form U‐4 over a lengthy career 
but now must submit to a new broker/dealer’s system, is the new firm penalized for hiring this 
representative? 
 
We do not trust the judgments of FINRA.  This position is informed by years of enduring silly exercises 
over negligible issues with FINRA personnel.  Who at FINRA is going to determine the necessity for and 
size of a required restricted deposit?  Will there be a trigger and a formula described in an actual 
rule?   What redress do firms have when the FINRA decision is disproportional or completely ridiculous?   
 
Many firms do not have large amounts of cash available to be held as restricted deposits.  Firms need 
these assets to handle their own responsibilities within their businesses and to grow their 
operations.  And as with most regulation, such new requirements further reduce competition for the 
larger firms by pricing the smaller firms out of business.  But more importantly, many of us are tired of 
FINRA treating us like opportunistic criminals and using us as bank accounts to expand the activities of a 
runaway self‐regulator. 
 
Dan Pisenti 
Whitehall‐Parker Securities, Inc. 
477 Pacific Avenue, 2nd Floor 
San Francisco, CA  94133 
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We have net capital requirements. We have the U4 disclosures. We have Brokercheck. And now FINRA 
wants to enact this Rule 4111, which reads like a highly passive‐aggressive piece of rulemaking. If there 
are people FINRA wants out of the industry, just bar them and be done with it. Stop playing these games 
where firms are “incentivized” to do FINRA’s dirty work by imposing a glass wall de‐facto bar by giving 
firms another not so subtle wink and a nudge to refuse association to certain people. 
 
I recommend that the rule not be enacted. 
 

 
 

Matthew Rothchild 
Compliance Officer 
EFS Advisors 
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VIA ELECTRONIC MAIL 
 
July 1, 2019 
 
Submitted electronically to pubcom@finra.org 
 
Jennifer Piorko Mitchell 
Office of the Corporate Secretary 
FINRA  
1735 K Street, NW 
Washington, DC 20006-1506 
 
Re: FINRA Regulatory Notice 19-17 

Protecting Investors from Misconduct: FINRA Requests Comment on Proposed New Rule 4111 
(Restricted Firm Obligations) Imposing Additional Obligations on Firms with a Significant 
History of Misconduct 

 
Dear Ms. Mitchell: 
 

On May 2, 2019, the Financial Industry Regulatory Authority, Inc. (“FINRA”) issued 
Regulatory Notice 19-17, Protecting Investors from Misconduct, (the “Notice”).1 The Notice solicits 
comment on proposed new Rule 4111 (the “Proposed Rule”), as well as a proposed new rule and 
proposed amendments to existing rules to allow firms to request a prompt review of FINRA’s 
determinations under the Proposed Rule and create an expedited proceeding that would allow 
for a prompt review of determinations under the Proposed Rule. 
 

The Notice summarizes FINRA’s review of its existing programs to address the heightened 
risks that can be posed to investors and the broader market by some FINRA member firms and 
individuals with histories of misconduct. Despite examination and enforcement efforts, FINRA notes 
that persistent compliance issues continue to arise in a small number of FINRA member firms. To 
remedy these issues, FINRA launched an initiative to enhance its controls over the risks posed by 
individuals, including clarifying heightened supervision requirements, revising the FINRA Sanction 
Guidelines, raising fees for statutory disqualification applications, and revising examination 
waiver guidelines to consider an individual’s past misconduct. FINRA Regulatory Notice 19-17 
would: (i) require materiality consultations for FINRA member firms that employ brokers with a 
history of misconduct; (ii) authorize Hearing Panels and Hearing Officers to impose conditions and 
restrictions on individuals during an appeal of a disciplinary decision; and (iii) require an interim 
plan of heightened supervision with any firm’s application to continue associating with a statutorily 
disqualified person.  

 
 
 
 
 

1 The Notice is posted at https://www.finra.org/sites/default/files/notice_doc_file_ref/Regulatory-Notice-19-
17.pdf. 
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Background on FSI Members 
 

The Financial Services Institute2 (FSI) appreciates the opportunity to comment on this 
proposal. The independent financial services community has been an important and active part of 
the lives of American investors for more than 40 years. In the U.S., there are approximately 
167,000 independent financial advisors, which account for approximately 64.5% percent of all 
producing registered representatives.3 These financial advisors are self-employed independent 
contractors, rather than employees of Independent Broker-Dealers (IBD).  

 
FSI member firms provide business support to financial advisors in addition to supervising 

their business practices and arranging for the execution and clearing of customer transactions. 
Independent financial advisors are small-business owners who typically have strong ties to their 
communities and know their clients personally. These financial advisors provide comprehensive 
and affordable financial services that help millions of individuals, families, small businesses, 
associations, organizations and retirement plans with financial education, planning, 
implementation, and investment monitoring. Due to their unique business model, FSI member firms 
and their affiliated financial advisors are especially well positioned to provide middle-class 
Americans with the financial advice, products, and services necessary to achieve their investment 
goals.  

Overview of the Proposed Rule 
 

Despite recent regulatory enhancements to deal with member firms with a concentration of 
brokers with past misconduct issues and without adequate supervision, FINRA indicates that 
challenges remain. To remedy these issues, the Proposed Rule seeks to impose tailored obligations 
on firms that have significantly higher levels of risk-related disclosures than their similarly sized 
peers (a “Restricted Firm”). The Proposed Rule would create a multi-step process to guide FINRA’s 
determination of whether to impose additional obligations.  

 
A firm’s review process begins by calculating the sum of certain disclosure events and 

registered persons associated with previously expelled firms (“Preliminary Identification Metrics”). 
A firm’s Preliminary Identification Metrics are then standardized and compared with numeric 
thresholds, which represent outliers with respect to peers for the type of events in the category 
(“Preliminary Identification Metrics Thresholds”). By comparing a firm’s Preliminary Identification 
Metrics to the established Preliminary Identification Metrics Thresholds, the Proposed Rule seeks to 
identify firms that present significantly higher risk than a large percentage of FINRA members. By 
providing different categories based on a firm’s size, the Preliminary Identification Metrics 
Thresholds seek to ensure that each firm is compared only to its similarly sized peers. A firm meets 
the Preliminary Criteria for Identification as a Restricted Firm if: (1) two or more of a firm’s 

2 The Financial Services Institute (FSI) is the only organization advocating solely on behalf of independent financial 
advisors and independent financial services firms. Since 2004, through advocacy, education and public awareness, 
FSI has successfully promoted a more responsible regulatory environment for more than 100 independent financial 
services firm members and their 160,000+ affiliated financial advisors – which comprise over 60% of all producing 
registered representatives. We effect change through involvement in FINRA governance as well as constructive 
engagement in the regulatory and legislative processes, working to create a healthier regulatory environment for our 
members so they can provide affordable, objective advice to hard-working Main Street Americans. For more 
information, please click here. 
3 The use of the term “financial advisor” or “advisor” in this letter is a reference to an individual who is a dually 
registered representative of a broker-dealer and an investment adviser representative of a registered investment 
adviser firm. The use of the term “investment adviser” or “adviser” in this letter is a reference to a firm or individual 
registered with the SEC or state securities division as an investment adviser. 
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Preliminary Identification Metrics are equal to or more than the corresponding threshold for the 
firm’s size; (2) at least one of those Preliminary Identification Metrics is the Registered Person 
Adjudicated Event Metric, the Member Firm Adjudicated Event Metric, or the Expelled Firm 
Association Metric; and (3) the member firm has two or more Registered Person or Member Firm 
Events. 

 
Once a firm is deemed to meet the Preliminary Criteria for Identification, the Proposed 

Rule would require FINRA to conduct an initial evaluation to “determine whether it is aware of 
information that would show that the member—despite having met the Preliminary Criteria for 
Identification—does not pose a high degree of risk.”4  FINRA notes that this is intended to guard 
against the risk of misidentification of firms that could result from using the process outlined 
above. 
 

FINRA would also permit some firms who meet the Preliminary Criteria for Identification to 
reduce staffing levels to no longer meet the criteria. However, this option is only available if it is 
the firm’s first time meeting the criteria. The Proposed Rule permits FINRA to continue the review if 
FINRA determines that a firm still meets the Preliminary Criteria for Identification following any 
reduction in staffing levels, or if a firm is not eligible for or opts out of reducing staffing levels.  

 
The next step in the review process grants FINRA the discretion to determine the maximum 

amount of any deposit that a member could be required to maintain, in cash or qualified 
securities, in a segregated account at a bank or clearing firm (“Restricted Deposit Requirement”). 
In addition to discouraging misconduct, FINRA notes that the financial requirement aims to 
preserve firm funds for payment of arbitration awards.  

 
As another line of defense intended to guard against the risk of misidentification, the 

Proposed Rule requires a member firm consultation with FINRA during which the firm could explain 
why it should not be designated as a Restricted Firm and why it should not be subject to a 
Restricted Deposit Requirement. While the Proposed Rule outlines how a firm may overcome the 
presumption that it should be designated as a Restricted Firm and subject to a Restricted Deposit 
Requirement, it grants FINRA discretion to make the final determination as to whether a firm has 
overcome the presumption. Upon finding that a firm should be designated as a Restricted Firm, 
the Proposed Rule would grant FINRA discretion to impose any additional obligations, including 
financial requirements or other conditions or restrictions. 
 

Discussion 
 

FSI appreciates the opportunity to submit comments in response to the Notice. FSI is 
generally supportive of FINRA’s efforts to protect investors from firms with histories of repeated 
misconduct. However, FSI believes that the Proposed Rule would benefit from clear parameters 
around the discretion that will be exercised by FINRA and clarification on the impact to net 
capital requirements and small firms. We provide further analysis below. 

 
 
 
 

 

4 The Notice, at p. 11. 
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I. FINRA’s Broad Use of Discretion 
 

A. Preliminary Identification Metrics Thresholds  
 

The Proposed Rule grants FINRA broad discretion to determine how a firm will be 
identified for review. The Notice states that the Preliminary Criteria for Identification, Preliminary 
Identification Metrics and Preliminary Identification Metrics Thresholds are intended to identify 
firms who are outliers among their similarly sized peers.5 The Notice states that this is merely a 
preliminary identification of firms that present significantly higher risk than a large percentage of 
FINRA member firms.6 However, FINRA acknowledges that the numeric, threshold-based criteria 
runs the risk of being over-inclusive and could lead to the misidentification of firms. Still, FINRA 
states that it believes that the proposed counting criteria strikes a balance between 
misidentification and the alternative criteria that it examined.7  

 
FSI is concerned that the Proposed Rule does not provide adequate safeguards to protect 

firms against misidentification. The preliminary criteria, thresholds and safeguards are subjective 
and centered on FINRA’s use of discretion to determine whether a firm should be subject to 
review, as discussed in more detail below. FSI requests that FINRA adopt more conservative 
counting criteria for the Preliminary Criteria for Identification as to not subject misidentified firms 
to an unnecessary and burdensome review process. 
 

B. Initial Internal Review and Member Consultation 
 

The Proposed Rule grants FINRA broad discretion to make a determination as to whether 
a firm is a Restricted Firm and should be subject to financial requirements and specified conditions 
or restrictions. During the initial internal review, FINRA has complete discretion to determine 
whether a firm that has been preliminarily identified should continue in the review process. During 
the member consultation, the firm is required to overcome FINRA’s presumption that it is a 
Restricted Firm and that it should be subject to a Restricted Deposit Requirement. The Proposed 
Rule also grants FINRA the authority to request information and documents from a firm, as it 
deems necessary or appropriate for making its final determination.8  

FSI agrees with FINRA that the numeric, threshold-based criteria create risks of 
misidentification and over-inclusiveness.9 For this reason, FSI does not believe that a firm should 
shoulder the risk of misidentification and the burden of overcoming a presumption that is based on 
FINRA’s use of discretion. Instead, FSI believes that the initial internal review should instead 
require FINRA to objectively demonstrate its reasons for continuing the review process for a firm 
that has been preliminarily identified as high risk. FSI also believes that a member consultation 
presents an opportunity for FINRA to work collaboratively with a firm that has been correctly 
identified to remedy any issues that pose high risks to retail investors. 
 

C. Maximum Restricted Deposit Requirement 
 

The Proposed Rule grants FINRA broad discretion to make a determination of a firm’s 
maximum Restricted Deposit Requirement. Under the Proposed Rule, FINRA would be required to 

5 The Notice, at p. 9. 
6 The Notice, at p. 9. 
7 The Notice, at pp. 32-33. 
8 Proposed FINRA Rule 4111(d)(3)(B), (D)-(E). 
9 See, e.g., The Notice, at p. 25. 
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consider “the nature of the firm’s operations and activities, annual revenues, commissions, net 
capital requirements, the number of offices and registered persons, the nature of the disclosure 
events counted in the numeric thresholds, the amount of any ‘covered pending arbitration claims’ 
or unpaid arbitration awards or unpaid settlements related to arbitrations, and concerns raised 
during FINRA exams” when determining a firm’s maximum Restricted Deposit Requirement.”10 The 
Notice states that the “maximum Restricted Deposit Requirement should be significant enough to 
change the member’s behavior but not so burdensome that it would force the member out of 
business.”11 Further, the Notice invites comments on “alternative ways of calculating the Restricted 
Deposit Requirement that would be more predictable while remaining impactful.”12  

 
As currently drafted, FINRA would have broad discretion to determine the amount of a 

firm’s maximum Restricted Deposit Requirement, so long as it considers the many factors required 
by the Proposed Rule. FSI agrees that some subjectivity is necessary to be able to tailor Restricted 
Deposit Requirements to each Restricted Firm. However, FSI believes that this can be achieved by 
use of published guidelines that would serve to provide transparency to FINRA’s discretion with 
respect to this determination. FSI urges FINRA to consider also providing firms with a written notice 
explaining its determination of a firm’s maximum Restricted Deposit Requirement, which would 
promote transparency, accountability, predictability and consistent application of the Proposed 
Rule. 
 

D. Department Decisions 
 

The Proposed Rule grants FINRA broad discretion to determine whether a firm will be 
deemed a Restricted Firm, and whether a financial requirement would be imposed on a Restricted 
Firm. In addition, the Proposed Rule would grant FINRA discretion to determine the amount of any 
financial requirement and any specified conditions or restrictions that may be imposed.  

 
FSI understands the need to encourage compliance and protect investors from harm. 

However, the Notice does not acknowledge the fact that the SEC and FINRA already provide 
deterrents for violating their rules in the form of robust sanctions. The imposition of additional 
obligations based on a mix of criteria that includes events that have already been adjudicated 
would result in further penalizing firms for matters that were already decided. The Notice also 
does not address the fact that the SEC and FINRA have transparent enforcement guidelines. FSI 
believes that the Proposed Rule would benefit from transparency around the calculation of 
Restricted Deposit Requirements, and the types of conditions and restrictions that it intends to 
impose on Restricted Firms. Similar to the request above, FSI urges FINRA to consider providing 
firms with a written notice explaining its determination of a firm’s Restricted Deposit Requirement, 
specified conditions and restrictions. This would promote transparency, accountability, 
predictability and consistent application of the Proposed Rule. 
 

II. Net Capital Requirements 
 

The Proposed Rule would require that the Restricted Deposit Requirement be maintained in 
an account subject to a number of restrictions on withdrawals. The Notice indicates that the 
account restrictions would impact how a Restricted Firm calculates its net capital levels. 
Specifically, a deposit in the account would be an asset of the firm that could not readily be 

10 Proposed FINRA Rule 4111(i)(15)(A). 
11 The Notice, at p. 12. 
12 The Notice, at p. 12. 
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converted into cash, due to the restrictions on accessing it. Therefore, the firm would be required 
to deduct deposits in the account when determining its net capital under Exchange Act Rule 15c3-
1 and FINRA Rule 4110. 

It appears that FINRA presumes that any amount in a Restricted Deposit Account should be 
deducted from a firm’s net capital based on the requirement to deduct “fixed assets and assets 
which cannot be readily converted into cash” from a firm’s net worth.13 The SEC provides a non-
exhaustive list of items that may be considered “fixed assets” or “assets which cannot be readily 
converted into cash,” including real estate, furniture, unsecured advances and loans, interest 
receivable, certain insurance claims, all other unsecured receivables, certain securities borrowed, 
and certain receivables from an affiliate of the firm. FSI believes that FINRA should seek SEC 
staff guidance which would serve to confirm that a Restricted Deposit Account fits into the 
category of assets which cannot be readily converted into cash. 

 
III. Impact on Small Firms 

 
FSI is concerned about the impact that the Proposed Rule would have on small firms, which 

are those firms with 150 or fewer registered representatives.14 The Notice states that FINRA 
expects that between 60-98 firms would meet the Preliminary Criteria for Identification under the 
Proposed Rule. However, approximately 90% of the firms that meet the preliminary criteria 
would be small firms.  

FSI agrees with FINRA that “[s]mall firms represent a critical portion of FINRA’s 
membership and often face regulatory challenges that are unique from their large firm 
counterparts.”15 In particular, small firms are more likely to settle complaints with customers and 
agree to a FINRA Letter of Acceptance, Waiver and Consent for enforcement actions involving 
FINRA. In other words, the number and type of disclosure events involving small firms may not 
necessarily be indicative of the level of misconduct occurring at small firms. This is due in part 
because small firms have limited financial resources for litigation expenses and related costs. This 
results in many small firms having disclosure events that they would not otherwise have if they 
were able to fully litigate the complaint or action. As a result of this limitation, large firms do not 
incur the same types and number of disclosure events as small firms. FSI is concerned that that the 
Proposed Rule could create a patently unfair outcome for small firms, and may only serve to 
exacerbate the challenges experienced by smaller firms. 

 
IV. Transparency and Retrospective Review 

 

FSI appreciates FINRA’s willingness to be transparent with firms regarding the specific 
calculation of the firm’s Preliminary Criteria for Identification. This transparency will assist firms in 
understanding FINRA’s determination and allow them to make necessary changes that could alter 
the determination and preserve investor protection. Additionally, the numeric thresholds provide 
firms with the information necessary to determine where they stand in comparison to their similarly 
sized peers. While this information is helpful to an individual firm, FSI believes that there are 
collateral consequences that could result from any determinations, information or documents 

13 Exchange Act Rule 15c3-1(c)(2)(iv). 
14 FINRA defines a small firm as a member with at least one and no more than 150 registered persons, a mid-size 
firm as a member with at least 151 and no more than 499 registered persons, and a large firm as a member with 
500 or more registered persons. See FINRA By-Laws, Article I. 
15 See FINRA, The Small Firm Report (July 23, 2018), https://www.finra.org/industry/small-firm-report.  
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related to the review process being made publicly available or being used in FINRA arbitration. 
By FINRA’s admission, the Preliminary Criteria for Identification is not without flaw, and runs the 
risk of misidentifying firms even when multiple safeguards are in place.16 Publicly identifying firms 
based on criteria that is less than precise may result in reputational risk that many firms would 
consider to be irreparable. For this reason, we caution FINRA to treat the following information as 
strictly confidential information: (i) whether, in any given year, a firm meets the Preliminary 
Criteria for Identification; (ii)  information or documents provided during FINRA’s consultation with 
the firm; (iii) a firm’s status as a Restricted Firm and any written notice of such determination; and 
(iv) if applicable, the existence of a Restricted Deposit Account or any other specified conditions 
or restrictions resulting from the review. 

FSI also appreciates that FINRA will periodically conduct a review of the Preliminary 
Identification Metrics Thresholds.17 We encourage FINRA to also consider a retrospective review 
of Rule 4111 at a future point in time, preferably after the rule has been in place for at least 
three years. The review should examine whether Rule 4111 is accomplishing its intended goal and 
whether the investor protection benefits of the rule continue to outweigh the resource output by 
both firms and FINRA to comply with and enforce the rule. Depending on the outcome of the 
review, FINRA should then seek to make any necessary changes or adjustments to the Rule and its 
application. 

 
Conclusion 

 
In conclusion, FSI believes that the Proposed Rule would benefit from clear parameters 

around the discretion that will be exercised by FINRA and clarification on the impact to net 
capital requirements and small firms. 

Thank you in advance for considering these comments. If you have questions about 
anything in this letter, or if we can be of any further assistance in connection with this rulemaking, 
please feel free to contact me at robin.traxler@financialservices.org or (202) 393-0022. 

 
Respectfully submitted,  

 
Robin M. Traxler, Esq. 
Senior Vice President, Policy & Deputy General Counsel 

 

16 See The Notice, at p. 35 (noting that the proposed rule “includes several processes, including qualitative reviews 
and consultations, to minimize potential sources of misidentifications.”) (emphasis added). 
17 The Notice, at p. 18. 
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Via email submission to pubcom@finra.org 
 
June 30, 2019 
 
Jennifer Piorko Mitchell 
Office of the Corporate Secretary 
FINRA 
1735 K Street NW 
Washington, DC 20006-1506 
 
Dear Ms. Mitchell: 
 
Worden Capital Management, LLC (“WCM”) is filing this response to certain proposed rule amendments 
and changes identified in FINRA’s Regulatory Notice 19-17 (“the Notice”), during the comment period. 
 
Regulatory Notice describes FINRA’s proposed Rule 4111, which would create a classification of 
broker/dealers who would be so-called “Restricted Firms”. The aim of this rule, as described in the 
Notice, is to “promote investor protection and market integrity and give FINRA another tool to 
incentivize member firms to comply with regulatory requirements and to pay arbitration awards.” 
Respectfully, WCM submits that this proposed rule will do neither; instead this rule will cost 
broker/dealers and their representatives both money and time, which are already stretched thin for many 
member firms. 
 
FINRA created BrokerCheck as a checks and balances tool, allowing the public to have access to CRD 
history, including regulatory actions, complaints and arbitrations, and past workplace transgressions. 
However, the process is allegation driven, forcing members to report items against their representatives 
without a scintilla of evidence being presented. In fact, FINRA currently requires that items be reported 
even if they have been able to determine that the allegations are FACTUALLY INACCURATE. This is 
astounding considering that we all live under a presumption of innocence under law until proven guilty. 
Basically, FINRA reporting requires a presumption of guilt until proven innocent. In a day and age where 
there are arbitration solicitation companies in existence, operating outside their jurisdiction, FINRA is 
looking to rely on the number of FINRA Dispute Resolution cases filed against member firms and their 
representatives as a determining factor for subjecting a member to this rule. It is commonly known 
throughout the industry, and within FINRA itself, that these companies act in an unscrupulous manner, as 
evidenced by FINRA’s attempt to remove third-party non-attorney representatives from the Dispute 
Resolution process. In Regulatory Notice 17-34, FINRA describes in detail why it is proposing the 
prohibition of non-attorney third party representation (pp 2-3), including that these companies: 

- Use the forum for inappropriate business practices; 
- Require retainers of up to $25,000 for their services and are non-refundable; 
- Represent parties in jurisdictions where state law prohibits such representations; and, 
- Pursuing frivolous and stale claims to elicit settlements. 

These concerns certainly indicate that FINRA is aware of the issues yet, seek to impose additional 
monetary and time requirements on member firms for these practices. It appears to be the height of 
hypocrisy. 
 
Additionally, FINRA seeks to use pending regulatory proceedings as a metric for its determinations, even 
though they have not been adjudicated through any process. Again, FINRA is bypassing the presumption 
of innocence and any modicum of due diligence. If the member firm and its representatives are found to 
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have done nothing wrong, they have been exposed to the inclusion of the metric prior to being found 
guilty of any wrong-doing. 
 
Lastly, WCM is of the opinion that FINRA has devised an artificial metric to rely on determining if a firm 
meets the initial criteria. Using the size of a member firm as a determining factor is truly arbitrary, 
considering that a member with over 1,300 reported disclosures on BrokerCheck (Merrill Lynch) would 
not be subject to the new rule, but a member of a lesser size could be considered for inclusion with 
perhaps 1-5 reported events. It also seems that the member firms are policing the activity of 
representatives themselves based on Attachment D to Regulatory Notice 19-17. The number of members 
who would meet the initial determining factor has dropped from 89 to 61 (2.1% of the membership to 
1.7% of the membership). This would point to member firms taking their hiring practices seriously and 
policing themselves. 
 
WCM appreciates the opportunity to give comment on the proposed rule and hopes that FINRA will take 
into consideration our comments and others to find that this rule, as currently composed, is not in 
anyone’s best interest. 
 
Thank you. 
 
Sincerely, 
 
 
Jamie John Worden 
CEO, Worden Capital Management, LLC 
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Proposed Rule 4111 (Restricted Firm Obligations)

Annual Preliminary Criteria for Identification Calculation by FINRA’s Department 
of Member Regulation (Department)

The numeric thresholds for the criteria are based on (i) several categories of events and conditions 
of broker and firm disclosures; (ii) firm sizes; and (iii) lookback periods.

ALL MEMBER FIRMS

 Maximum Restricted Deposit Requirement
The Department will tailor the firm’s maximum 

Restricted Deposit Requirement based on the firm’s 
size, operations and financial conditions.

Candidate Consultation Process
• The Department will conduct a consultation with the firm to determine

if the firm should be designated as a Restricted Firm (RF)

• Presumption that the firm will be designated as an RF and subject
to the maximum restricted deposit amount, the firm can provide 
information to overcome the presumption

Department Decision
Department provides Notice of Determination to Firm

The Firm overcomes 
presumption and is NOT 

designated as an RF

Appeals Process
Proposed New Expedited Proceeding Rule

Firm Appeals
under proposed new Expedited 

Proceedings Rule–no stay of 
obligations, but maintain % of deposit

Firm Accepts Designation
 as RF and related obligations

Initial Evaluation by Department
The staff will review the events and the risk profile

of the firm to determine if the firm should not 
be subject to further review under the rule.

Firm Meets Preliminary Criteria for IdentificationFirm Does Not Meet 
Preliminary Criteria 

for Identification

No Obligations

Appeals

Accepts

Option to Reduce Staff
A firm that meets the preliminary criteria for the

first time has a one-time option to reduce staffing 
levels to below numeric thresholds

Does Not Undertake Staff Reduction

Accepts

Appeals

Undertakes
Staff 

Reduction

The Firm does not 
overcome presumption 

and is subject to 
maximum restricted 
deposit requirement 

and obligations

The Firm does not 
overcome presumption 

that it is an RF but 
demonstrates financial 
hardship and is subject 

to no or a lesser restricted 
deposit requirement 

and obligations

No 
Further 
Review

Yes Further Review Required

Exhibit 2d
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Number of Firms
Percentage of FINRA 

Registered Member Firms

2013 4,140 77 1.9%

2014 4,070 80 2.0%

2015 3,942 72 1.8%

2016 3,837 62 2%

2017 3,721 59 2%

2018 3,606 59 1.6%

2019 3,522 45 1.3%

Identification Year
Number of  FINRA 
Registered Member 

Firms

Firms Meeting the Preliminary Criteria for 
Identification

* The statistics correspond to the number of firms that would have met the Preliminary Criteria for 
Identification as of year-end (December 31st) of the identification year.

Exhibit 3a: Number of Firms Meeting the Preliminary Criteria for Identification*
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Exhibit 3b: Distribution of Firms Meeting the Preliminary Criteria for Identification by Firm Size*

Small Mid-Size Large Total Small Mid-Size Large

2013 4,140 72 3 2 77 94% 4% 3%

2014 4,070 75 4 1 80 94% 5% 1%

2015 3,942 67 4 1 72 93% 6% 1%

2016 3,837 57 4 1 62 92% 6% 2%

2017 3,721 53 6 0 59 90% 10% 0%

2018 3,606 52 7 0 59 88% 12% 0%

2019 3,477 40 5 0 45 89% 11% 0%

FINRA defines a small firm as a member with at least one and no more than 150 registered persons, a mid-size firm as a member with at least
151 and no more than 499 registered persons, and a large firm as a member with 500 or more registered persons. See FINRA By-Laws,
Article I.

Identification 
Year

Number of FINRA 
Registered Member 

Firms

Firms Meeting the Preliminary Criteria for Identification

Number of Firms Percent of Total

* Firm sizes are computed using the number of registered persons at the end of each identification year, e.g. December 31st.
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Identification Year
Number of Firms Meeting the 

Preliminary Criteria for 
Identification

Post-Identification Period
Number of "New" Registered Person and Member 

Firm Events in the Post-Identification Period*

2013 77 2014 – 2019 1,552
(6.1)**

2014 80 2015 – 2019 1,542
(10.5)**

2015 72 2016 – 2019 117900%
(12.2)**

2016 62 2017 – 2019 107200%
(17.8)**

2017 59 2018 – 2019 561
(19.9)**

2013 – 2017 180*** 2014 – 2019 2,995

Exhibit 3c: New Events (after identification) Associated with Firms Meeting the Preliminary Criteria for Identification

* "New" events correspond to Registered Person and Member Firm Events that were identified or occurred after the firm’s identification and do not include
events that were pending at the time of identification and subsequently resolved. Events associated with Registered Persons that are registered with multiple 
firms are counted for each firm they represent.

** The factors reported in parentheses represent a multiple for the average number of new events (on a per registered person basis) for firms that would have 
met the Preliminary Criteria for Identification relative to other firms. For example, the factor of 6.1x for 2013 shows that firms that met the Preliminary 
Criteria for Identification in 2013 had 6.1 times more new disclosure events (per registered person) in the years after identification (2014 – 2019) than other 
firms registered in 2013.

*** These 180 firms correspond to the unique number of firms that meet the Preliminary Criteria for Identification in one or more years during this period. 
Some of these firms meet the criteria in multiple years during the 2013 – 2017 period.
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Identification Year
Number of Firms No Longer 

Meeting the Preliminary 
Criteria for Identification

Subsequent Period
Number of "New" Registered Person and Member 

Firm Events in Subsequent Period**

2013 16 2014 – 2019 124
(8x)***

2014 21 2015 – 2019 226
(13.1x)***

2015 22 2016 – 2019 112
(11.2x)***

2016 17 2017 – 2019 74
(6.5x)***

2017 18 2018 – 2019 66
(10.3x)***

2013 – 2017 63*** 2014 – 2019 390

Exhibit 3d: New Events Associated with Firms No Longer Meeting the Preliminary Criteria for Identification after 
removing Pending Events*

* The statistics in this exhibit are based on firms that no longer meet the Preliminary Criteria for Identification after removing pending events. In addition, we
conducted this analysis based on the Preliminary Criteria for Identification as proposed in Regulatory Notice 19-17 and found no material change in these 
statistics.

** "New" events correspond to Registered Person and Member Firm Events that were identified or occurred after the firm’s identification and do not include 
events that were pending at the time of identification and subsequently resolved. Events associated with Registered Persons that are registered with multiple 
firms are counted for each firm they represent. 

*** The factors reported in parentheses represent a multiple for the average number of new events (on a per registered person basis) for firms that would no 
longer meet the Preliminary Criteria for Identification after removing pending events relative to other firms. For example, the factor of 8x for 2013 shows 
that firms that would no longer meet the Preliminary Criteria for Identification in 2013 had 8 times more new disclosure events (per registered person) in the 
years after identification (2014 – 2019) than other firms registered in 2013.

**** These 63 firms correspond to the unique number of firms that no longer meet the Preliminary Criteria for Identification after removing pending events 
in one or more years during this period. Some of these firms no longer meet the criteria in multiple years during the 2013 – 2017 period.
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Exhibit 3e: Variation in Financial Metrics for Firms Meeting the Preliminary Criteria for Identification*

Min Max Factor** Min Max Factor** Min Max Factor** Min Max Factor**

1 $11.40 $243.53 21 $0.03 $17.79 712 $0.89 $4.61 5 $2.56 $10.09 4

2 $0.63 $50.12 80 $0.60 $28.05 47 $0.58 $7.81 13 $2.09 $24.92 12

3 $109.65 $195.22 2 $0.0007 $21.08 30,442 $4.27 $72.79 17 $7.14 $122.72 17

4 $61.34 $1,095.75 18 $0.27 $1,191.47 4,472 $0.55 $1,981.36 3,571 $1.83 $2,345.09 1,282

5 $30.59 $466.21 15 $0.39 $58.42 149 $0.61 $1,208.06 1,996 $1.63 $655.85 403

6 $96.78 $318.36 3 $1.16 $10.38 9 $0.59 $50.53 85 $1.00 $60.62 60

All $0.63 $1,095.75 1,743 $0.0007 $1,191.47 1,721,017 $0.55 $1,981.36 3,571 $1.00 $2,345.09 2,338

** Factor corresponds to the ratio of the Maximum to the Minimum.

*** Zeroes and negative values have been removed. 

* The statistics are based on firms meeting the Preliminary Criteria for Identification in 2019. In addition, we conducted an analysis of firms meeting the Preliminary Criteria
for Identification as proposed in Regulatory Notice 19-17 and found no material change in these financial metrics.

Financial Metrics (thousands of dollars, per Registered Person***)

Firm Size 
Category

Revenues Cash Excess Net Capital Ownership Equity

Page 558 of 596



Revenues

High**** Medium Low Total 

High**** 0.22      0.09      0.02      0.33      
Medium 0.07      0.18      0.09      0.33      
Low 0.04      0.07      0.22      0.33      

Total 0.33      0.33      0.33      1.00      

**** 'High' refers to the top tercile group of firms (66-100th percentile), 'Medium' to the second 
tercile group of firms (33-66th percentile), and 'Low' to the bottom tercile (0-33rd percentile) 
group of firms.

Exhibit 3f: Association between Revenues and Award & Settlement 
Amounts for Firms Meeting the Preliminary Criteria for Identification*

A
w

ar
d 

&
 S

et
tl

em
en

t 
A

m
ou

nt
s 

**
*

* The statistics are based on firms meeting the Preliminary Criteria for Identification in 2019
on a per registered person basis. In addition, we conducted an analysis of firms meeting the
Preliminary Criteria for Identification as proposed in Regulatory Notice 19-17 and found no
material change in the association between Revenues and Award & Settlement Amounts.

Award & Settlement Amounts x Revenues**

**Reported as a proportion of firms meeting the Preliminary Criteria for Identification.

*** Award & Settlement Amounts are based on total amount of awards and settlements per 
firm from 2013-2019.
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Exhibit 5 

Exhibit 5 shows the text of the proposed rule change.  Proposed new language is 
underlined; proposed deletions are in brackets. 
 

* * * * * 

FINRA Rules 

* * * * * 

4000.  FINANCIAL AND OPERATIONAL RULES 

* * * * * 

4111.  Restricted Firm Obligations 

 (a)  General 

A member designated as a Restricted Firm shall be required, except as provided in 

paragraphs (e) and (f) of this Rule, to establish a Restricted Deposit Account and 

maintain in that account deposits of cash or qualified securities with an aggregate value 

that is not less than the member's Restricted Deposit Requirement, and shall be subject to 

such conditions or restrictions on the member's operations as determined by the 

Department to be necessary or appropriate for the protection of investors and in the 

public interest.  

(b)  Annual Calculation by FINRA of Preliminary Criteria for Identification  

For each member, the Department will compute annually (on a calendar-year 

basis) the Preliminary Identification Metrics to determine if the member meets the 

Preliminary Criteria for Identification.   
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(c)  Initial Department Evaluation and One-Time Staff Reduction 

(1)  Initial Department Evaluation 

If the member is deemed to meet the Preliminary Criteria for 

Identification, the Department shall conduct an internal evaluation to determine 

whether (A) the member does not warrant further review under this Rule because 

the Department has information to conclude that the computation of the member's 

Preliminary Identification Metrics included disclosure events (and other 

conditions) that should not have been included because they are not consistent 

with the purpose of the Preliminary Criteria for Identification and are not 

reflective of a firm posing a high degree of risk.  The Department shall also 

consider whether the member has addressed the concerns signaled by the 

disclosure events or conditions or altered its business operations such that the 

Preliminary Criteria for Identification calculation no longer reflects the member's 

current risk profile, or (B) except as provided in paragraph (c)(2) of this Rule, the 

member should proceed to a Consultation.  

(2)  One-Time Staff Reduction 

If the Department determines that the member meets the Preliminary 

Criteria for Identification and such member has met such criteria for the first time, 

such member may reduce its staffing levels to no longer meet the Preliminary 

Criteria for Identification within 30 business days after being informed by the 

Department.  The member shall provide evidence of the staff reduction to the 

Department identifying the terminated individuals.  Once the member has reduced 

staffing levels to no longer meet the Preliminary Criteria for Identification, it shall 
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not rehire in any capacity a person terminated to accomplish the staff reduction 

for a period of one year.   

(3)  Close-Out Review 

If the Department determines that the member no longer warrants further 

review in accordance with paragraph (c)(1)(A) or (c)(2) of this Rule, the 

Department shall close out the review of the member for such year. 

(d)  Consultation 

(1)  General 

If the Department determines that the member meets the Preliminary 

Criteria for Identification and should proceed to a Consultation, the Department 

shall conduct the Consultation to allow the member to demonstrate why it does 

not meet the Preliminary Criteria for Identification and should not be designated 

as a Restricted Firm.  If the member is designated as a Restricted Firm, the 

Department may require it to maintain the Restricted Deposit Requirement or be 

subject to such conditions or restrictions as the Department in its discretion shall 

deem necessary or appropriate for the protection of investors or in the public 

interest, or both.  The member bears the burden of demonstrating that it should 

not be designated as a Restricted Firm and should not be required to maintain the 

maximum Restricted Deposit Requirement.   

(A)  A member may overcome the presumption that it should be 

designated as a Restricted Firm by clearly demonstrating that the 

Department's calculation that the member meets the Preliminary Criteria 

for Identification included events in the Disclosure Event and Expelled 
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Firm Association Categories that should not have been included because 

for example, they are duplicative, involving the same customer and the 

same matter, or are not sales practice related; and 

(B)  A member may overcome the presumption that it should be 

subject to the maximum Restricted Deposit Requirement by clearly 

demonstrating to the Department that the member would face significant 

undue financial hardship if it were required to maintain the maximum 

Restricted Deposit Requirement and that a lesser deposit requirement 

would satisfy the objectives of this Rule and be consistent with the 

protection of investors and the public interest; or that conditions and 

restrictions on the operations and activities of the member and its 

associated persons would address the concerns indicated by the 

Preliminary Criteria for Identification and protect investors and the public 

interest.   

(2)  Scheduling Consultation 

The Department shall provide a written letter to each member it 

determines should proceed to a Consultation or that will proceed to a Consultation 

pursuant to paragraph (f)(2) of this Rule at least seven days prior to the 

Consultation, of the date, time and place of the Consultation and shall coordinate 

with the member to schedule further meetings as necessary.  A Consultation shall 

begin at the time scheduled, unless the Department, for good cause shown by the 

member, provides a written letter that postpones the commencement of the 
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Consultation.  Postponements shall not exceed 30 days unless the member 

establishes the reasons a longer postponement is necessary.   

(3)  Consultation Process 

In conducting its evaluation of whether a member should be designated as 

a Restricted Firm and subject to a Restricted Deposit Requirement, the 

Department shall consider: 

(A)  information provided by the member during any meetings as 

part of the Consultation; 

(B)  relevant information or documents, if any, submitted by the 

member, in the manner and form prescribed by the Department, as shall be 

necessary or appropriate for the Department to review the computation of 

the Preliminary Criteria for Identification;  

(C)  a plan, if any, submitted by the member, in the manner and 

form prescribed by the Department, proposing in detail the specific 

conditions or restrictions that the member seeks to have the Department 

consider; 

(D)  such other information or documents as the Department may 

reasonably request in its discretion from the member related to the 

evaluation; and 

(E)  any other information the Department deems necessary or 

appropriate to evaluate the matter.    

(e)  Department Decision and Notice 

(1)  Department Decision 
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Following the Consultation, but no later than 30 days from the date of the 

latest letter provided to the member under paragraph (d)(2) of this Rule, the 

Department shall render a Department Decision as follows:  

(A)  If the Department determines that the member has rebutted the 

presumption set forth in paragraph (d)(1)(A) of this Rule that it should be 

designated as a Restricted Firm, the Department's decision shall state that 

the firm shall not be designated as a Restricted Firm. 

(B)  If the Department determines that the member has failed to 

rebut the presumption set forth in paragraphs (d)(1)(A) and (d)(1)(B) of 

this Rule that it should be designated as a Restricted Firm that must 

maintain the maximum Restricted Deposit Requirement, the Department's 

decision shall designate the member as a Restricted Firm and require the 

member to: (i) promptly establish a Restricted Deposit Account and 

deposit and maintain in that account the maximum Restricted Deposit 

Requirement; and (ii) implement and maintain specified conditions or 

restrictions, as the Department deems necessary or appropriate, on the 

operations and activities of the member and its associated persons to 

address the concerns indicated by the Preliminary Criteria for 

Identification and protect investors and the public interest. 

(C)  If the Department determines that the member has failed to 

rebut the presumption in paragraph (d)(1)(A) of this Rule that it should be 

designated as a Restricted Firm but that it has rebutted the presumption in 

paragraph (d)(1)(B) of this Rule that it must maintain the maximum 
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Restricted Deposit Requirement, the Department shall designate the 

member as a Restricted Firm and shall: (i) impose no Restricted Deposit 

Requirement on the member or require the member to promptly establish a 

Restricted Deposit Account and deposit and maintain in that account a 

Restricted Deposit Requirement in such dollar amount less than the 

maximum Restricted Deposit Requirement as the Department deems 

necessary or appropriate; and (ii) require the member to implement and 

maintain specified conditions or restrictions, as the Department deems 

necessary or appropriate, on the operations and activities of the member 

and its associated persons to address the concerns indicated by the 

Preliminary Criteria for Identification and protect investors and the public 

interest. 

(2)  Notice of Department Decision, No Stays 

No later than 30 days following the latest letter provided to the member 

under paragraph (d)(2) of this Rule, the Department shall issue a notice of the 

Department's decision pursuant to Rule 9561(a) that states the obligations to be 

imposed on the member, if any, under this Rule 4111 and the ability of the 

member under Rule 9561 to request a hearing with the Office of Hearing Officers.  

A timely request for a hearing shall not stay the effectiveness of the notice issued 

under Rule 9561(a), except that for a notice under Rule 9561(a) a member 

obligated to maintain a Restricted Deposit Requirement shall be required to 

maintain in a Restricted Deposit Account the lesser of 25 percent of its Restricted 

Deposit Requirement or 25 percent of its average excess net capital during the 
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prior calendar year, until the Office of Hearing Officers or the NAC issues a 

written decision under Rule 9559; provided, however, that a member that has 

been re-designated as a Restricted Firm as set forth in paragraph (f)(2) of this 

Rule and is already subject to a previously imposed Restricted Deposit 

Requirement shall be required to maintain the full amount of its Restricted 

Deposit Requirement until the Office of Hearing Officers or NAC issues a written 

decision under Rule 9559. 

(f)  Continuation or Termination of Restricted Firm Obligations 

(1)  Currently Designated Restricted Firms 

A member or Former Member that is currently designated as a Restricted 

Firm subject to the requirements of this Rule shall not be permitted to withdraw 

all or any portion of its Restricted Deposit Requirement, or seek to terminate or 

modify any deposit requirement, conditions, or restrictions that have been 

imposed pursuant to this Rule, without the prior written consent of the 

Department.  There shall be a presumption that the Department shall deny an 

application by a member or Former Member that is currently designated as a 

Restricted Firm to withdraw all or any portion of its Restricted Deposit 

Requirement.  An application under this paragraph for a withdrawal from a 

Restricted Deposit Requirement shall comply with the content requirements in 

paragraph (f)(3)(A)(i) through (iv) of this Rule.     

(2)  Re-Designation as a Restricted Firm 

Where a member has been designated as a Restricted Firm in one year and 

is determined to meet the Preliminary Criteria for Identification the following 



Page 568 of 596 
 

 
 

year in accordance with paragraph (b) of this Rule, the Department shall provide a 

written letter to the member stating that it shall be re-designated as a Restricted 

Firm, and that the obligations previously imposed on the member in accordance 

with this Rule shall remain effective and unchanged, unless either the member or 

the Department requests a Consultation in writing within seven days of the date of 

the letter, in which case the obligations previously imposed shall remain effective 

and unchanged unless and until the Department modifies or terminates them after 

the Consultation.  If a Consultation is conducted, there shall be a presumption that 

the Restricted Deposit Requirement and conditions or restrictions, if any, 

previously imposed on the member shall remain effective and unchanged absent a 

showing by the party seeking changes that the previously imposed obligations are 

no longer necessary or appropriate for the protection of investors or in the public 

interest.  If a Consultation is not timely requested, the member shall be subject to 

paragraph (f)(1) of this Rule.   

(3)  Previously Designated Restricted Firms 

(A)  A member or Former Member that is a Restricted Firm in one 

year, but does not meet the Preliminary Criteria for Identification or is not 

designated as a Restricted Firm the following year(s), shall no longer be 

subject to any deposit requirement, conditions, or restrictions previously 

imposed on it under this Rule; provided, however, the member or Former 

Member shall not be permitted to withdraw any portion of its Restricted 
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Deposit Requirement without submitting an application and obtaining the 

prior written consent of the Department.  Such application shall: 

(i)  be made in such form and manner as FINRA may 

prescribe;  

(ii)  be accompanied by a copy of a current account 

statement for the member or Former Member's Restricted Deposit 

Account;  

(iii)  include a certification by the member's or Former 

Member's chief executive officer (or equivalent officer) stating the 

member's or Former Member's Restricted Deposit Requirement; 

the value of the cash or qualified securities on deposit in the 

member's or Former Member's Restricted Deposit Account; the 

value of cash or qualified securities on deposit in the member's or 

Former Member's Restricted Deposit Account that the member or 

Former Member is seeking the Department's consent to withdraw; 

and 

(iv)  include evidence that there are no "Covered Pending 

Arbitration Claims," unpaid arbitration awards or unpaid 

settlements relating to arbitrations outstanding against the member, 

the member's Associated Persons or the Former Member, or if 

there are any "Covered Pending Arbitration Claims," unpaid 
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arbitration awards or unpaid settlements relating to arbitrations 

outstanding, provide a detailed description of such.   

(B)  After such review and investigation as it considers necessary 

or appropriate, the Department shall determine whether to authorize a 

withdrawal, in part or whole, of cash or qualified securities from the 

member's or Former Member's Restricted Deposit Account.  There shall 

be presumptions that the Department shall: (i) approve an application for 

withdrawal if the member, the member's Associated Persons, or the 

Former Member have no "Covered Pending Arbitration Claims," unpaid 

arbitration awards or unpaid settlements relating to arbitrations 

outstanding; and (ii) (a) deny an application for withdrawal if the member, 

the member's Associated Persons who are owners or control persons, or 

the Former Member have any "Covered Pending Arbitration Claims," 

unpaid arbitration awards or unpaid settlements relating to arbitrations 

outstanding, or if the member's Associated Persons have any "Covered 

Pending Arbitration Claims," unpaid arbitration awards or unpaid 

settlements relating to arbitrations outstanding that involved conduct or 

alleged conduct that occurred while associated with the member; but (b) 

approve an application by a Former Member for withdrawal if the Former 

Member commits in the manner specified by the Department to use the 

amount it seeks to withdraw from its Restricted Deposit to pay the Former 

Member's specified unpaid arbitration awards or unpaid settlements 

relating to arbitrations outstanding.  Within 30 days from the date the 



Page 571 of 596 
 

 
 

application is received by the Department, the Department shall issue a 

notice of the Department's decision pursuant to Rule 9561(a).  

(g)  Books and Records 

Each member shall maintain records evidencing the member's compliance with 

this Rule and any Restricted Deposit Requirement or conditions or restrictions imposed in 

accordance with this Rule, including without limitation, records relating to the calculation 

of the Preliminary Criteria for Identification, Consultation, the Restricted Deposit 

Account, conditions or restrictions imposed, and agreements with bank(s) or clearing 

firm(s), for a period of six years from the date the member is no longer subject to the 

requirements of this Rule.  In addition, a firm that is subject to a Restricted Deposit 

Requirement shall provide to the Department, upon its request, records, agreements and 

account statements that demonstrate the firm's compliance with the Restricted Deposit 

Requirement.  

(h)  Notice of Failure to Comply 

FINRA may issue a notice pursuant to Rule 9561(b) directing a member that is 

not in compliance with the Restricted Deposit Requirement or the conditions or 

restrictions imposed by this Rule to suspend all or a portion of its business.  

(i)  Definitions 

For purposes of this Rule, the following terms shall have the following meanings: 

(1)  The term "Consultation" means one or more meetings or consultations 

between the Department and a member that meets the Preliminary Criteria for 

Identification. 
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(2)  The term "Covered Pending Arbitration Claim," for purposes of this 

Rule 4111, means an investment-related, consumer initiated claim filed against 

the member or its Associated Persons in any arbitration forum that is unresolved; 

and whose claim amount (individually or, if there is more than one claim, in the 

aggregate) exceeds the member's excess net capital.  For purposes of this 

definition, the claim amount includes claimed compensatory loss amounts only, 

not requests for pain and suffering, punitive damages or attorney's fees, and shall 

be the maximum amount for which the member or Associated Person, as 

applicable, is potentially liable regardless of whether the claim was brought 

against additional persons or the Associated Person reasonably expects to be 

indemnified, share liability or otherwise lawfully avoid being held responsible for 

all or part of such maximum amount.  

(3)  The term "Department" means FINRA's Department of Member 

Regulation.  

(4)  The term "Disclosure Event and Expelled Firm Association 

Categories" means the following categories of disclosure events and other 

information: 

(A)  "Registered Person Adjudicated Events" means any one of the 

following events that are reportable on the registered person's Uniform 

Registration Forms: 

(i)  a final investment-related, consumer-initiated customer 

arbitration award or civil judgment against the registered person in 
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which the registered person was a named party or was a "subject 

of" the customer arbitration award or civil judgment; 

(ii)  a final investment-related, consumer-initiated customer 

arbitration settlement, civil litigation settlement or a settlement 

prior to a customer arbitration or civil litigation for a dollar amount 

at or above $15,000 in which the registered person was a named 

party or was a "subject of" the customer arbitration settlement, 

civil litigation settlement or a settlement prior to a customer 

arbitration or civil litigation; 

(iii)  a final investment-related civil judicial matter that 

resulted in a finding, sanction or order; 

(iv)  a final regulatory action that resulted in a finding, 

sanction or order, and was brought by the SEC or Commodity 

Futures Trading Commission (CFTC), other federal regulatory 

agency, a state regulatory agency, a foreign financial regulatory 

authority, or a self-regulatory organization; or 

(v)  a criminal matter in which the registered person was 

convicted of or pled guilty or nolo contendere (no contest) in a 

domestic, foreign, or military court to any felony or any reportable 

misdemeanor. 

(B)  "Registered Person Pending Events" means any one of the 

following events associated with the registered person that are reportable 

on the registered person's Uniform Registration Forms:  
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(i)  a pending investment-related civil judicial matter;  

(ii)  a pending investigation by a regulatory authority; 

(iii)  a pending regulatory action that was brought by the 

SEC or CFTC, other federal regulatory agency, a state regulatory 

agency, a foreign financial regulatory authority, or a self-

regulatory organization; or 

(iv)  a pending criminal charge associated with any felony 

or any reportable misdemeanor.  

(C)  "Registered Person Termination and Internal Review Events" 

means any one of the following events associated with the registered 

person at a previous member that are reportable on the registered person's 

Uniform Registration Forms:  

(i)  a termination in which the registered person voluntarily 

resigned, was discharged or was permitted to resign from a 

previous member after allegations; or 

(ii)  a pending or closed internal review by a previous 

member. 

(D)  "Member Firm Adjudicated Events" means any one of the 

following events that are reportable on the member's Uniform Registration 

Forms, or are based on customer arbitrations filed with FINRA's dispute 

resolution forum: 

(i)  a final investment-related, consumer-initiated customer 

arbitration award in which the member was a named party; 
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(ii)  a final investment-related civil judicial matter that 

resulted in a finding, sanction or order; 

(iii)  a final regulatory action that resulted in a finding, 

sanction or order, and was brought by the SEC or CFTC, other 

federal regulatory agency, a state regulatory agency, a foreign 

financial regulatory authority, or a self-regulatory organization; or 

(iv)  a criminal matter in which the member was convicted 

of or pled guilty or nolo contendere (no contest) in a domestic, 

foreign, or military court to any felony or any reportable 

misdemeanor. 

(E)  "Member Firm Pending Events" means any one of the 

following events that are reportable on the member's Uniform Registration 

Forms: 

(i)  a pending investment-related civil judicial matter; 

(ii)  a pending investigation by a regulatory authority; 

(iii)  a pending regulatory action that was brought by the 

SEC or CFTC, other federal regulatory agency, a state regulatory 

agency, a foreign financial regulatory authority, or a self-

regulatory organization; or 

(iv)  a pending criminal charge associated with any felony 

or any reportable misdemeanor. 

(F)  "Registered Persons Associated with Previously Expelled 

Firms" means any Registered Person In-Scope who was registered for at 
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least one year with a previously expelled firm and whose registration with 

the previously expelled firm terminated during the Evaluation Period. 

(5)  The term "Evaluation Date" means the date, each calendar year, as of 

which the Department calculates the Preliminary Identification Metrics to 

determine if the member meets the Preliminary Criteria for Identification. 

(6)  The term "Evaluation Period" means the prior five years from the 

Evaluation Date, provided that for the Registered Person Pending Events and 

Member Firm Pending Events categories and pending internal reviews in the 

Registered Person Termination and Internal Review Events category, it would 

correspond to the Evaluation Date (and include all events that are pending as of 

the Evaluation Date).  

(7)  The term "Former Member" means an entity that has withdrawn or 

resigned its FINRA membership, or that has had its membership cancelled or 

revoked. 

(8)  The term "qualified security" has the meaning given it in SEA Rule 

15c3-3(a)(6). 

(9)  The term "Preliminary Criteria for Identification" means meeting the 

following conditions: 

(A)  Two or more of the member's Preliminary Identification 

Metrics are equal to or more than the corresponding Preliminary 
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Identification Metrics Thresholds, and at least one of these metrics is 

among the following metrics:  

(i)  Registered Person Adjudicated Event Metric;  

(ii)  Member Firm Adjudicated Event Metric; and 

(iii)  Expelled Firm Association Metric; and 

(B)  The member has two or more Registered Person and Member 

Firm Events during the Evaluation Period. 

(10)  The term "Preliminary Identification Metrics" means the following 

six metrics that are based on the number of disclosure events (defined above) per 

Registered Persons In-Scope or percent of Registered Persons In-Scope associated 

with previously expelled firms: 

(A)  "Registered Person Adjudicated Event Metric" would be 

computed as the sum of Registered Person Adjudicated Events that 

reached a resolution during the Evaluation Period, across all Registered 

Persons In-Scope and divided by the number of Registered Persons In-

Scope.   

(B)  "Registered Person Pending Event Metric" would be 

computed as the sum of Registered Person Pending Events as of the 

Evaluation Date, across all Registered Persons In-Scope and divided by 

the number of Registered Persons In-Scope. 

(C)  "Registered Person Termination and Internal Review Event 

Metric" would be computed as the sum of Registered Person Termination 

and Internal Review Events that reached a resolution during the 
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Evaluation Period and pending internal reviews by a previous member as 

of the Evaluation Date, across all Registered Persons In-Scope and divided 

by the number of Registered Persons In-Scope. 

(D)  "Member Firm Adjudicated Event Metric" would be 

computed as the sum of Member Firm Adjudicated Events that reached a 

resolution during the Evaluation Period, divided by the number of 

Registered Persons In-Scope. 

(E)  "Member Firm Pending Event Metric" would be computed as 

the sum of Member Firm Pending Events as of the Evaluation Date, 

divided by the number of Registered Persons In-Scope. 

(F)  "Expelled Firm Association Metric" would be computed as the 

sum of Registered Persons Associated with Previously Expelled Firms, 

divided by the number of Registered Persons In-Scope.  

(11)  The term "Preliminary Identification Metrics Thresholds" means the 

following thresholds corresponding to each of the six Preliminary Identification 

Metrics. 
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(12)  The term "Registered Person and Member Firm Events" means the 

sum of the following categories of defined events during the Evaluation Period: 

(A)  Registered Person Adjudicated Events; 

(B)  Registered Person Pending Events; 

(C)  Registered Person Termination and Internal Review Events; 

(D)  Member Firm Adjudicated Events; and 

(E)  Member Firm Pending Events. 

(13)  The term "Registered Persons In-Scope" means all persons registered 

with the firm for one or more days within the one year prior to the Evaluation 

Date. 

(14)  The term "Restricted Deposit Account" means an account in the 

name of the member: 

(A)  at a bank (as defined in Section 3(a)(6) of the Exchange Act) 

or the member's clearing firm; 
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(B)  subject to an agreement in which the bank or the member's 

clearing firm, as applicable, agrees: 

(i)  not to permit withdrawals (other than withdrawals of 

interest or the withdrawal of qualified securities or cash after and 

on the same day as the deposit of cash or qualified securities of 

equal value) from the Restricted Deposit Account without the prior 

written consent of FINRA; 

(ii)  to keep the account separate from any other accounts 

maintained by the member with the bank or clearing firm;  

(iii)  that the cash or securities on deposit in the account 

will at no time be used directly or indirectly as security for a loan 

to the member by the bank or clearing firm and will not be subject 

to any set-off, right, charge, security interest, lien, or claim of any 

kind in favor of the bank, clearing firm or any person claiming 

through the bank or clearing firm; 

(iv)  that if the member becomes a Former Member, the 

Restricted Deposit Requirement in the Restricted Deposit Account 

shall be maintained and the bank or clearing firm will not permit 

withdrawals from the Restricted Deposit Account without the prior 

written consent of FINRA as set forth in paragraphs (f)(1) and 

(f)(3) of this Rule; and  
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(v)  that FINRA is a third-party beneficiary to such 

agreement and that such agreement may not be amended without 

the prior written consent of FINRA; and 

(C)  not subject to any right, charge, security interest, lien or claim 

of any kind granted by the member. 

(15)  The term "Restricted Deposit Requirement" means the deposit to be 

maintained by the member as follows:  

(A)  the specific maximum Restricted Deposit Requirement for a 

member, determined by the Department taking into consideration the 

nature of the firm's operations and activities, revenues, commissions, 

assets, liabilities, expenses, net capital, the number of offices and 

registered persons, the nature of the disclosure events counted in the 

numeric thresholds, insurance coverage for customer arbitration awards or 

settlements, concerns raised during FINRA exams, and the amount of any 

of the firm's or its Associated Persons' Covered Pending Arbitration 

Claims, unpaid arbitration awards or unpaid settlements related to 

arbitrations.  Based on a review of these factors, the Department would 

determine a maximum Restricted Deposit Requirement for the member 

that would be consistent with the objectives of this Rule, but would not 
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significantly undermine the continued financial stability and operational 

capability of the firm as an ongoing enterprise over the next 12 months; or 

(B)  the amount, adjusted after the Consultation, determined by the 

Department; and  

(C)  with respect to a Former Member, the Restricted Deposit 

Requirement last calculated pursuant to paragraph (i)(15)(A) or (15)(B) of 

this Rule when the firm was a member. 

(16)  The term "Restricted Firm" means each member that is designated as 

such in accordance with paragraphs (e)(1)(B) and (e)(1)(C) of this Rule. 

(17)  The term "Uniform Registration Forms" means the Forms BD, U4, 

U5 and U6, as applicable. 

• • • Supplementary Material: --------------  

.01  Net Capital Treatment of the Deposits in the Restricted Deposit Account.    

Because of the restrictions on withdrawals from a Restricted Deposit Account, deposits in 

such an account cannot be readily converted into cash and therefore shall be deducted in 

determining the member's net capital under SEA Rule 15c3-1 and FINRA Rule 4110. 

.02  Compliance with Rule 1017.  Nothing in this Rule shall be construed as altering in 

any manner a member's obligations under Rule 1017. 

.03  Examples of Conditions and Restrictions.  For purposes of this Rule, the 

conditions or restrictions that the Department may impose include, but are not limited to, 

the following: 

(a)  limitations on business expansions, mergers, consolidations or changes in 

control; 



Page 583 of 596 
 

 
 

(b)  filing all advertising with FINRA's Department of Advertising Regulation; 

(c)  imposing requirements on establishing and supervising offices; 

(d)  requiring a compliance audit by a qualified, independent third party; 

(e)  limiting business lines or product types offered;  

(f)  limiting the opening of new customer accounts; 

(g) limiting approvals of registered persons entering into borrowing or lending 

arrangements with their customers; 

(h)  requiring the member to impose specific conditions or limitations on, or to 

prohibit, registered persons' outside business activities of which the member has received 

notice pursuant to Rule 3270; and  

(i)  requiring the member to prohibit or, as part of its supervision of approved 

private securities transactions for compensation under Rule 3280 or otherwise, impose 

specific conditions on associated persons' participation in private securities transactions 

of which the member has received notice pursuant to Rule 3280.  

* * * * * 

9500.  OTHER PROCEEDINGS 

* * * * * 

9550.  Expedited Proceedings 

* * * * * 

9559.  Hearing Procedures for Expedited Proceedings Under the Rule 9550 Series 

(a)  No Change.  

(b)  Computation of Time 
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Rule 9138 shall govern the computation of time in proceedings brought under the 

Rule 9550 Series, except that intermediate Saturdays, Sundays and Federal holidays shall 

be included in the computation in proceedings brought under Rules 9556 through 9558 

and 9561, unless otherwise specified. 

(c)  Stays 

(1)  Unless the Chief Hearing Officer or the Hearing Officer assigned to 

the matter orders otherwise for good cause shown, a timely request for a hearing 

shall stay the effectiveness of a notice issued under Rules 9551 through 9556 and 

9561(b), except that: (A) the effectiveness of a notice of a limitation or 

prohibition on access to services offered by FINRA or a member thereof under 

Rule 9555 with respect to services to which the member or person does not have 

access shall not be stayed by a request for a hearing; and (B) this paragraph has no 

applicability to a petition instituting an expedited proceeding under Rule 9556(h). 

(2)  A timely request for a hearing shall stay the effectiveness of a notice 

issued under Rule 9557 for 10[ten] business days after service of the notice or 

until the Office of Hearing Officers issues a written order under Rule 

9559(o)(4)(A) (whichever period is less), unless FINRA's Chief Executive Officer 

(or such other executive officer as the Chief Executive Officer may designate) 

determines that a notice under Rule 9557 shall not be stayed.  Where a notice 

under Rule 9557 is stayed by a request for a hearing, such stay shall remain in 

effect only for 10[ten] business days after service of the notice or until the Office 

of Hearing Officers issues a written order under Rule 9559(o)(4)(A) (whichever 

period is less) and shall not be extended. 
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(3)  No Change.  

(4)  A timely request for a hearing shall not stay the effectiveness of a 

notice issued under Rule 9561(a). 

(d)  Appointment and Authority of Hearing Officer and[/or] Hearing Panel 

(1)  For proceedings initiated under Rules 9553, 9554, [and] 9556(h) and 

9561, the Chief Hearing Officer shall appoint a Hearing Officer to preside over 

and act as the sole adjudicator for the matter. 

(2) through (6)  No Change.  

(e)  Consolidation or Severance of Proceedings 

Rule 9214 shall govern the consolidation or severance of proceedings, except that, 

where one of the notices that are the subject of consolidation under this Rule requires that 

a hearing be held before a Hearing Panel, the hearing of the consolidated matters shall be 

held before a Hearing Panel.  Where two consolidated matters contain different timelines 

under this Rule, the Chief Hearing Officer or Hearing Officer assigned to the matter has 

discretion to determine which timeline is appropriate under the facts and circumstances of 

the case.  Where one of the consolidated matters includes an action brought under a Rule 

that does not permit a stay of the effectiveness of the notice or where FINRA's Chief 

Executive Officer (or such other executive officer as the Chief Executive Officer may 

designate), in the case of Rule 9557, or Hearing Officer, in the case of Rule 9558(d), 

determines that a request for a hearing shall not stay the effectiveness of the notice, the 

limitation, prohibition, condition, requirement, restriction, obligation or suspension 

specified in the notice, or the partial deposit requirement specified in Rule 9561(a)(4), 

shall not be stayed pending resolution of the case.  Where one of the consolidated matters 
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includes an action brought under Rule 9557 that is stayed for up to 10[ten] business days, 

the requirement [and/]or restriction specified in the notice shall not be further stayed. 

(f)  Time of Hearing 

(1)  No Change. 

(2)  A hearing shall be held within 10[ten] days after a respondent is 

served a petition seeking an expedited proceeding issued under Rules 9556(h). 

(3)  A hearing shall be held within 14 days after a respondent subject to a 

notice issued under Rules 9556 (except Rule 9556(h)), [and] 9558 or 9561(b) files 

a written request for a hearing with the Office of Hearing Officers. 

(4)  No Change. 

(5)  A hearing shall be held within 30 days after a respondent subject to a 

notice issued under Rule 9561(a) files a written request for a hearing with the 

Office of Hearing Officers. 

([5]6)  The timelines established by paragraphs (f)(1) through (f)(5[4]) of 

this Rule confer no substantive rights on the parties.  

(g)  Notice of Hearing 

The Hearing Officer shall issue a notice stating the date, time, and place of the 

hearing as follows: 

(1) through (2)  No Change.  

(3)  At least seven days prior to the hearing in the case of an action 

brought pursuant to Rules 9556 (except Rule 9556(h)), [and] 9558 or 9561(b); 

and 
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(4)  At least 21 days prior to the hearing in the case of an action brought 

pursuant to Rules 9551 through 9555 or 9561(a). 

(h)  Transmission of Documents 

(1)  Not less than two business days before the hearing in an action 

brought under Rule 9557, not less than six days before the hearing in an action 

brought under Rule 9556(h), not less than seven days before the hearing in an 

action brought under Rules 9556 (except Rule 9556(h)), [and] 9558 or 9561(b), 

and not less than 14 days before the hearing in an action brought under Rules 

9551 through 9555 or 9561(a), FINRA staff shall provide to the respondent who 

requested the hearing or the respondent who has received a petition pursuant to 

Rule 9556(h), by facsimile, email, overnight courier or personal delivery, all 

documents that were considered in issuing the notice unless a document meets the 

criteria of Rule 9251(b)(1)(A), (B), (C) or (b)(2).  Documents served by facsimile 

or email shall also be served by either overnight courier or personal delivery.  A 

document that meets the criteria in this paragraph shall not constitute part of the 

record, but shall be retained by FINRA until the date upon which FINRA serves a 

final decision or, if applicable, upon the conclusion of any review by the SEC or 

the federal courts. 

(2)  Not less than two business days before the hearing in an action 

brought under Rule 9557, not less than three days before the hearing in an action 

brought under Rules 9556, [and] 9558 or 9561(b), and not less than seven days 

before the hearing in an action brought under Rules 9551 through 9555 or 

9561(a), the parties shall exchange proposed exhibit and witness lists.  The exhibit 
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and witness lists shall be served by facsimile, email, overnight courier or personal 

delivery.  Documents served by facsimile or email shall also be served by either 

overnight courier or personal delivery. 

(i) through (m)  No Change. 

(n)  Sanctions, Requirements, Costs and Remands 

(1)  In any action brought under the Rule 9550 Series, other than an action 

brought under Rule 9556(h), [or] Rule 9557 or Rule 9561, the Hearing Officer or, 

if applicable, the Hearing Panel may approve, modify or withdraw any and all 

sanctions, requirements, restrictions or limitations imposed by the notice and, 

pursuant to Rule 8310(a), may also impose any other fitting sanction. 

(2)  No Change. 

(3)  In an action brought under Rule 9557, the Hearing Panel shall approve 

or withdraw the requirements [and/]or restrictions imposed by the notice.  If the 

Hearing Panel approves the requirements [and/]or restrictions and finds that the 

respondent has not complied with all of them, the Hearing Panel shall impose an 

immediate suspension on the respondent that shall remain in effect unless FINRA 

staff issues a letter of withdrawal of all requirements [and/]or restrictions pursuant 

to Rule 9557(g)(2). 

(4) through (5)  No Change. 

(6)  In any action brought under Rule 9561(a), the Hearing Officer may 

approve or withdraw any and all of the Rule 4111 Requirements, or remand the 

matter to the department that issued the notice for further consideration of 

specified matters, but may not modify any of the Rule 4111 Requirements 
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imposed by the notice or impose any other requirements, obligations or 

restrictions available under Rule 4111.  In any action brought under Rule 9561(b), 

the Hearing Officer may approve or withdraw the suspension or cancellation of 

membership, and may impose any other fitting sanction. 

(o)  Timing of Decision 

(1)  Proceedings initiated under Rules 9553, [and] 9554 and 9561 

Within 60 days of the date of the close of the hearing, the Hearing Officer 

shall prepare a proposed written decision and provide it to the National 

Adjudicatory Council's Review Subcommittee. 

(2) through (4)  No Change.  

(5)  If not timely called for review by the National Adjudicatory Council's 

Review Subcommittee pursuant to paragraph (q) of this Rule, the Hearing 

Officer's or, if applicable, the Hearing Panel's written decision shall constitute 

final FINRA action.  For decisions issued under Rules 9551 through 9556, [and] 

9558 or 9561, the Office of Hearing Officers shall promptly serve the decision of 

the Hearing Officer or, if applicable, the Hearing Panel on the Parties and provide 

a copy to each FINRA member with which the respondent is associated. 

(6)  No Change. 

(p)  Contents of Decision 

The decision, which for purposes of Rule 9557 means the written decision issued 

under paragraph (o)(4)(B) of this Rule, shall include: 

(1) through (5)  No Change.  
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(6)  a statement describing any sanction, requirement, obligation, 

restriction or limitation imposed, the reasons therefore, and the date upon which 

such sanction, requirement, obligation, restriction or limitation shall become 

effective, if they are not already effective. 

(q) through (r)  No Change. 

9561.  Procedures for Regulating Activities Under Rule 4111 

 (a)  Notices Under Rule 4111 

 (1)  Notice of Requirements or Restrictions 

 FINRA's Department of Member Regulation ("Department") shall issue a 

notice of its determination under Rule 4111 that a firm is a Restricted Firm and 

the requirements, conditions or restrictions to which the Restricted Firm is subject 

(hereinafter, collectively referred to as the "Rule 4111 Requirements"). 

 (2)  Service of Notice 

 FINRA staff shall serve the member subject to a notice issued under this 

Rule (or upon counsel representing the member, or other person authorized to 

represent others under Rule 9141, when counsel or other person authorized to 

represent others under Rule 9141 agrees to accept service for the member) by 

facsimile, email, overnight courier or personal delivery.  Papers served on a 

member, counsel for such member, or other person authorized to represent others 

under Rule 9141 by overnight courier or personal delivery shall conform to 

paragraphs (a)(1) and (3) and, with respect to a member, (b)(2) of Rule 9134.  

Papers served on a member by facsimile shall be sent to the member's facsimile 

number listed in the FINRA Contact System submitted to FINRA pursuant to 
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Article 4, Section III of the FINRA By-Laws, except that, if FINRA staff has 

actual knowledge that a member's FINRA Contact System facsimile number is 

out of date, duplicate copies shall be sent to the member by overnight courier or 

personal delivery in conformity with paragraphs (a)(1) and (3) and (b)(2) of Rule 

9134.  Papers served on a member by email shall be sent to the member's email 

address listed in the FINRA Contact System submitted to FINRA pursuant to 

Article 4, Section III of the FINRA By-Laws and shall also be served by either 

overnight courier or personal delivery in conformity with paragraphs (a)(1) and 

(3) and (b)(2) of Rule 9134.  Papers served on counsel for a member, or other 

person authorized to represent others under Rule 9141 by facsimile or email shall 

be sent to the facsimile number or email address that counsel or other person 

authorized to represent others under Rule 9141 provides and shall also be served 

by either overnight courier or personal delivery in conformity with paragraphs 

(a)(1) and (3) of Rule 9134.  Service is complete upon sending the notice by 

facsimile or email, sending the notice by overnight courier or delivering it in 

person, except that, where duplicate service is required, service is complete upon 

sending the duplicate service. 

 (3)  Contents of Notice 

 A notice issued under this Rule shall include the Department's 

determinations under Rule 4111 and state the specific grounds and include the 

factual basis for the FINRA action.  The notice shall state when the FINRA action 

will take effect.  The notice shall state that the respondent may file a written 

request for a hearing with the Office of Hearing Officers pursuant to Rule 9559.  
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The notice also shall inform the respondent of the applicable deadline for filing a 

request for a hearing and shall state that a request for a hearing must set forth with 

specificity the basis for eliminating any Rule 4111 Requirements.  In addition, the 

notice shall explain that, pursuant to Rule 9559(n), a Hearing Officer may 

approve or withdraw any and all of the Rule 4111 Requirements, or remand the 

matter to the Department that issued the notice for further consideration of 

specified matters, but may not modify any of the Rule 4111 Requirements 

imposed by the notice or impose any other obligations or restrictions available 

under Rule 4111. 

 (4)  Effectiveness of the Rule 4111 Requirements  

 The Rule 4111 Requirements imposed by a notice issued and served under 

paragraph (a) of this Rule are immediately effective; provided, however, that 

when a firm requests review of a Department determination under Rule 4111 that 

imposes a deposit requirement on the firm for the first time, the firm shall be 

required to deposit only 25 percent of its restricted deposit requirement or 25 

percent of its average excess net capital over the prior year, whichever is less, 

while the hearing is pending.  The Rule 4111 Requirements, and the partial 

deposit requirement required by Rule 4111 and this paragraph, shall remain in 

effect while the hearing is pending.  

 (5)  Request for Hearing 

 A member served with a notice under paragraph (a) of this Rule may file 

with the Office of Hearing Officers a written request for a hearing pursuant to 

Rule 9559.  A request for a hearing shall be made within seven days after service 
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of the notice issued under this Rule.  A request for a hearing must set forth with 

specificity the basis for eliminating any Rule 4111 Requirements.  

 (6)  Failure to Request Hearing 

 If a member does not timely request a hearing, the notice under paragraph 

(a) of this Rule shall constitute final FINRA action. 

 (b)  Notice for Failure to Comply with the Rule 4111 Requirements 

 (1)  Notice of Suspension or Cancellation   

 If a member fails to comply with any Rule 4111 Requirements imposed 

under this Rule, the Department, after receiving authorization from FINRA's 

Chief Executive Officer or such other executive officer as the Chief Executive 

Officer may designate, may issue a suspension or cancellation notice to such 

member stating that the failure to comply with the Rule 4111 Requirements 

within seven days of service of the notice will result in a suspension or 

cancellation of membership. 

 (2)  Service of Notice 

 FINRA staff shall serve the member subject to a notice issued under this 

paragraph (b) in accordance with the service provisions in paragraph (a)(2) of this 

Rule. 

 (3)  Contents of Notice 

 The notice shall explicitly identify the Rule 4111 Requirements with 

which the firm is alleged to have not complied and shall contain a statement of 

facts specifying the alleged failure.  The notice shall state when the suspension 

will take effect and explain what the respondent must do to avoid such 
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suspension.  The notice shall state that the respondent may file a written request 

for a hearing with the Office of Hearing Officers pursuant to Rule 9559.  The 

notice also shall inform the respondent of the applicable deadline for filing a 

request for a hearing and shall state that a request for a hearing must set forth with 

specificity any and all defenses to the FINRA action.  In addition, the notice shall 

explain that, pursuant to Rules 8310(a) and 9559(n), a Hearing Officer may 

approve or withdraw the suspension or cancellation of membership, and may 

impose any other fitting sanction.  

 (4)  Effective Date of Suspension or Cancellation 

 The suspension or cancellation referenced in a notice issued and served 

under paragraphs (b)(1) and (b)(2) of this Rule shall become effective seven days 

after service of the notice, unless stayed by a request for hearing pursuant to Rule 

9559.   

 (5)  Request for a Hearing 

 A member served with a notice under paragraphs (b)(1) and (b)(2) of this 

Rule may file with the Office of Hearing Officers a written request for a hearing 

pursuant to Rule 9559.  A request for a hearing shall be made before the effective 

date of the notice, as indicated in paragraph (b)(4) of this Rule.  A request for a 

hearing must set forth with specificity any and all defenses to the FINRA action. 

 (6)  Failure to Request Hearing 

 If a member does not timely request a hearing, the suspension or 

cancellation specified in the notice shall become effective seven days after the 

service of the notice and the notice shall constitute final FINRA action. 
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 (7)  Request for Termination of the Suspension 

 A member subject to a suspension imposed after the process described in 

paragraphs (b)(1) through (6) of this Rule may file a written request for 

termination of the suspension on the ground of full compliance with the notice or 

decision.  Such request shall be filed with the head of the Department.  The head 

of the Department may grant relief for good cause shown. 

• • • Supplementary Material: --------------  

.01  Application to Former Members Under Rule 4111.  For purposes of this Rule, the 

term member also shall include a "Former Member" as defined in Rule 4111(i) as 

applicable.  

* * * * * 

Capital Acquisition Broker Rules 

* * * * *  

400.  FINANCIAL AND OPERATIONAL RULES 

* * * * * 

412.  Restricted Firm Obligations 

 All capital acquisition brokers are subject to FINRA Rule 4111. 

* * * * * 

Funding Portal Rules 

* * * * * 

900.  Code of Procedure. 

(a)  Application of FINRA Rule 9000 Series (Code of Procedure) to Funding 

Portals 
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 Except for the FINRA Rule 9520 Series, FINRA Rule 9557, FINRA Rule 9561, 

and the FINRA Rule 9700 Series, all funding portal members shall be subject to the 

FINRA Rule 9000 Series, unless the context requires otherwise, provided, however, that: 

(1) through (9)  No Change. 

(b)  No Change. 

* * * * * 
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