
FINRA Approves New “Know Your Customer” 
and “Suitability” Rules

On July 9, 2012, the Financial Industry Regulatory Authority (“FINRA”) approved new Know Your 
Customer and Suitability rules governing the broker-client relationship.

KNOW YOUR CUSTOMER RULE
Prior to July 9, 2012, NASD Rule 405 governed member firms and associated persons and their 
obligation to know their customers. Under NASD Rule 405, every member firm was required to 
do the following:

(1) Use due diligence to learn the essential facts relative to every customer, every order, every 
cash or margin account accepted or carried by such organization and every person holding 
power of attorney over any account accepted or carried by such organization.

(2) Supervise diligently all accounts handled by registered representatives of the organization.

(3) Specifically approve the opening of an account prior to or promptly after the completion 
of any transaction for the account of or with a customer...The member, principal executive 
or other designated person approving the opening of the account shall, prior to giving his 
approval, be personally informed as to the essential facts relative to the customer and to the 
nature of the proposed account and shall indicate his approval in writing on a document 
which is a part of the permanent records of his office or organization.

NASD Rule 405 has been simplified and replaced with FINRA Rule 2090, which provides:

Every member shall use reasonable diligence, in regard to the opening and maintenance 
of every account, to know (and retain) the essential facts concerning every customer and 
concerning the authority of each person acting on behalf of such customer.

The new rule provides some clarity to the “know your customer” standard. The new rule includes 
an express “reasonable diligence” standard, compared to the old rule’s more vague requirement to 
“use due diligence”. FINRA has also defined “essential facts” as those facts required to (a) effectively 
service the customer’s account, (b) act in accordance with any special handling instructions for 
the account, (c) understand the authority of each person acting on behalf of the customer, and (d) 
comply with applicable laws, regulations, and rules. Although instructive, FINRA’s guidance is still 
ambiguous as to what facts are essential to “effectively servicing a customer’s account” and what 
facts must be obtained to comply with unspecified laws, regulations, and rules.

The new rule also places new obligations on member firms. Firms must not only comply with the 
Know Your Customer rules when opening a client account, but in maintaining an account as well. 
This new aspect of the rule will require member firms to update client information on a periodic 
basis, regardless of whether the broker has made any recommendation. 

This new Know Your Customer rule works hand-in-hand with the new suitability rule.

SUITABILITY
A broker is required to make suitable recommendations to his or her clients. Prior to July 9, 2012, 
the parameters of this suitability obligation were set forth in Rule 2310, which provides: 
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In recommending to a customer the purchase, sale or exchange of any security, a member shall have reasonable grounds for believing that 
the recommendation is suitable for such customer upon the basis of the facts, if any, disclosed by such customer as to his other security 
holdings and as to his financial situation and needs. 

Under Rule 2310, members were required to make reasonable efforts to obtain client information concerning: (1) the customer’s financial status; 
(2) the customer’s tax status; (3) the customer’s investment objectives; and (4) such other information used or considered to be reasonable by 
such member or registered representative in making recommendations to the customer. 

The new suitability rule, FINRA Rule 2111, modified the above rule, and reads as follows: 

A member or an associated person must have a reasonable basis to believe that a recommended transaction or investment strategy 
involving a security or securities is suitable for the customer, based on the information obtained through the reasonable diligence of the 
member or associated person to ascertain the customer’s investment profile. A customer’s investment profile includes, but is not limited to, 
the customer’s age, other investments, financial situation and needs, tax status, investment objectives, investment experience, investment 
time horizon, liquidity needs, risk tolerance, and any other information the customer may disclose to the member or associated person in 
connection with such recommendation. 

As can be seen, some of the most important modifications include:

• requiring a “reasonable basis” to believe, based on “reasonable diligence”, that the investment is suitable;
• expanding the suitability obligation from purely transactional one time occurrences to “investment strategies”, which is intended to be 

interpreted broadly;
• expanding the suitability obligations to explicit recommendations to “hold” an investment;
• expanding the scope of information that a broker must attempt to obtain through reasonable diligence to include age, investment 

experience, time horizon, liquidity needs and risk tolerance to the existing list (other holdings, financial situation and needs, tax status 
and investment objectives); and

• requiring firms and associated persons to document with specificity their reasonable basis for believing that a factor is not relevant in 
order to be relieved of the obligation to obtain further information about that factor.

CONCLUSION
These new rules do not dramatically change the long-standing obligations owed by brokers and member firms to clients. But they do offer clarity 
to the existing rules, and expand the existing obligations to areas that make practical sense to both investors and financial professionals.

If you have any questions or need additional information, please feel free to contact Financial Services Professional Liability Chair Andrew J. 
Dorman, Brian P. Nally, or a member of Reminger’s Financial Services Professional Liability practice group. 

As laws vary substantially from state to state and are constantly changing, only a lawyer and certified public accountants can provide you with specific tax and legal 
advice to rely upon. This has been prepared for informational purposes only. It does not contain legal advice or legal opinion and should not be relied upon for individual 
situations. Nothing herein creates an attorney-client relationship between the Reader and Reminger. The information in this document is subject to change and the Reader 
should not rely on the statements in this document without first consulting legal counsel.
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