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The Road to Expungement
Grows Longer

By Howard R. Elisofon, Grant R. Cornehls*

Introduction

A good reputation is the most valuable
asset for any firm or registered person
in the securities industry. So what
can a broker and his or her firm do
when a customer damages their
reputations with false accusations of
wrongdoing?

Since the Central Registration
Depository® (“CRD”) system was first
created in 1981, the Financial Industry
Regulatory  Authority (“FINRA™)
and its predecessor, the National

Association of Securities Dealers
(“NASD”),! have allowed member
firms and associated registered

persons to seek expungement of
information concerning disputes with
customers. But since 1999, the road
to expungement has become much
longer.

FINRA has introduced numerous
procedural safeguards designed to
protect the integrity of the CRD
and ensure that legitimate dispute
information significant to investors
and securities regulators will not be
expunged. Expungement is intended
to be the exception, not the rule, and
the expungement of information from
the CRD has progressively become
more difficult. This article provides
an overview of that progression
and the current requirements for the

expungement of customer dispute
information .

What is the CRD?

FINRA operates the CRD, which is
an online registration and licensing
system for the U.S. securities
industry. The CRD contains
information gathered from state and
federal securities regulators and
self-regulatory organizations such
as FINRA and its member firms.
The CRD provides information
concerning member firms, as well as
their associated persons, and includes
administrative information, such as
current registrations and employment
history, as well as disclosure
information concerning criminal and
disciplinary history, civil litigation,
and customer disputes.?

Recently, FINRA has sought to
significantly expand the information
available to the public through its
BrokerCheck online system. The
BrokerCheck database is derived
from the information in the CRD
and allows investors to research the
professional backgrounds of current
and former registered brokerage firms
and associated persons.* Among other
things, FINRA has sought to require
reporting of customer disputes on
an associated person’s Form U4,
even where the associated person

cont'd on page 2

* Howard R. Elisofon is a partner at Herrick, Feinstein LLP in New York. Grant
R. Cornehls is an associate at the firm. Both are members of the firm's Securities
Litigation practice group. The authors retain second reprint rights in this article.
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has not been named as a party to the
dispute’ FINRA Rule 8312, which
became effective November 30,
2009, expands available information
concerning regulatory actions taken
against persons who are no longer in
the securities industry.®

The CRD serves as a report card on
the reputation of firms and industry
professionals.  FINRA encourages
investors to consult BrokerCheck
“when choosing whether to do
business or continue to do business
with a particular broker or brokerage
firm.”? For this reason, member
firms and associated persons have a
strong interest in clearing their good
names through the expungement
of unwarranted customer dispute
information from the CRD. On the
other hand, FINRA has continually
sought to balance this interest with the
need to protect investors by ensuring
the integrity of the information
available through the CRD system.®

The Evolution of the
Expungement Process
Judicial Confirmation Required
From the creation of the CRD system
in 1981 until 1999, the NASD would
expunge information from the CRD
system on the basis of an arbitration
award directing such relief? NASD
took the position that “expungement
of information from the CRD system
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that is ordered by an arbitrator and
contained in an award should be
afforded the same treatment as a
court-ordered expungement.”’®  In
1999, under pressure from securities
regulators, the NASD agreed to a
moratorium on the expungement of
information in customer disputes,
“anless the award has been confirmed
by a court of competent jurisdiction.”"!

Since 1999 FINRA has required
members and associated persons
to obtain court orders directing
expungement or confirming an
arbitration award containing an
expungement directive.'? This require-
ment was later made permanent and
codified as NASD Rule 2130,® and
currently appears in FINRA Rule
2080, which states that “[m]embers
or persons seeking to expunge
information from the CRD system
arising from disputes with customers
must obtain an order from a court
of competent jurisdiction directing
such expungement or confirming
an arbitration award containing
expungement relief.”'* Following
the Rule 2080 procedures occasions
further delay and adds an additional
layer of costs for brokers and firms
who seek expungement of customer
dispute information.

Currently, a party who seeks a court
order directing expungement or
cont'd on page 3
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confirming an award that contains an
expungement directive must notify
FINRA and must name FINRA as an
additional party unless FINRA waives
that requirement.' Upon receipt
of a request for a waiver, FINRA
staff will notify each of the states in
which the individual is registered or is
seeking registration that the individual
is seeking expungement and has
submitted a waiver request.!®

Specific
Required
Many customer disputes are resolved
through settlement and respondents
frequently seek the claimant’s
consent to expungement as part of the
settlement.”” But some claimants and
their counsel felt pressure to consent
to a stipulated award containing an
expungement directive in exchange
for monetary compensation, even
where they believed that the firm or
the individual broker was culpable.
As one attorney explained, “even if
you and your client thought the guy
was guilty as sin you would still do
it, because you wouldn’t get money
unless you agreed to that.”!3

Arbitral  Findings

Some observers were concerned
that arbitrators would routinely
approve such stipulated awards on
the basis of affidavits submitted
by the parties without considering
whether the request for expungement
was justified.” In 2004, the
NASD warned that members and
associated persons who “negotiate
settlements with customers in return
for exculpatory affidavits that the
member or associated person knows or
should know are false or misleading”
would be “subject to disciplinary
action,” including possible criminal
sanctions.

FINRA Rule 2080(b)(1), which
took effect in 2004, was intended to
curtail such settlement practices by
presenting three legitimate grounds
for expungement, any one of which
would trigger relief: (a) the claim,
allegation, or information is factually
impossible or clearly erroneous; (b)
the registered person was not involved

in the alleged investment-related
sales practice violation, forgery, theft,
misappropriation, or conversion of
funds; or (c) the claim, allegation
or information is false®  FINRA
would waive its right to be named as
a party to an action seeking judicial
confirmation if an expungement award
was based on “an affirmative finding
that the expungement meets one or
more of the standards in the rule.”?

FINRA Rule 2080 does not expressly
require the arbitrators to affirmatively
find that one or more of the grounds
for expungement have been met, and
indeed contemplates situations in
which expungement relief would be
“based on judicial or arbitral findings
other than those described” in the
Rule.?® However, from the outset,
it was expected that a party seeking
expungement would request such
relief from the panel of arbitrators,
who would then decide whether to
direct expungement on the basis of one
of the three standards set forth in the
Rule The arbitrators were expected
to state whether expungement
was granted and the basis for the
award.®  Where the parties settled
their dispute, expungement would
require a stipulated award containing
affirmative findings that expungement
is based on one or more of the standards
set forth in the Rule and setting forth
“the basis on which the expungement
relief was granted.”?

The arbitrators could require “the
submission of documents or a brief
evidentiary hearing to gather the
information necessary to make such
findings,” but were not expressly
required to do so.”” “In such cases,
FINRA expected that arbitrators
would examine the amount paid and
any other terms and conditions of the
settlement that might raise concerns
about the associated person’s behavior
before awarding expungement.”?

State Regulatory Intervention

In 2007, at least two state regulators
became concerned that expungement
was being routinely granted in the
absence of affirmative findings that
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such relief was warranted. These
regulators included New York’s then-
newly elected Attorney General,
Andrew Cuomo, and the Maryland
Securities Commissioner, Melanie
Lubin. Contrary to FINRA’s
expectation, it appeared that some
arbitrators continued to rubber-stamp
stipulated awards drafted by the parties
that included expungement relief,
without inquiring into the facts of the
case or the terms of the settlement.?
In such awards, the panel of arbitrators
typically satisfied the letter of FINRA
Rule 2080 by stating that one or more
of the standards in the Rule had been
met, without further explanation.*

Starting in 2007, the New York
Attorney General and the Maryland
Securities Commissioner moved to
intervene in a number of cases where
individuals sought to confirm an award
directing expungement of customer
dispute information from their CRD
records3'  In these cases, the New
York Attorney General argued that
the arbitrators failed to comply with
FINRA Rule 2080 by failing to provide
affirmative findings of fact to support
the recommendation of expungement.*

Required Hearing and Written
Explanation for Award
Required
The New York Attorney General’s
efforts to oppose confirmation were
largely unsuccessful. Several courts
recognized that “traditionally, there is
no mandate that an arbitrator give any
reason for an award,”* and concluded
that “for judicial confirmation, there
is no requirement for the arbitrator
to make any of the specific findings
listed in the Rule”  One court
observed that nothing in FINRA Rule
2080 “tells the court what it must find
or what the arbitrator must find for a
court to confirm” an award directing
expungement.”®>  Nor is there any
requirement in Rule 2080 that the
arbitrators hold a hearing on the
issue of expungement*  Only one
court refused to confirm the awards
presented to it, but even that court
stated that it would confirm the awards
cont'd on page 4
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if the panels provided “amended
awards containing specific affirmative
factual findings in each case justifying
the expungement recommendations,
along with the portions of the record
on which those findings are based,” to
enable the court to review the award >’

The New York Attorney General’s
intervention did, however, influence
FINRA to change its procedures again.
In a proposed rule change in October
2008, FINRA referenced several of the
New York cases and proposed a new
rule that would require a hearing on
the record and a written explanation
by the arbitrators of the reasons for
expungement relief 3

Effective January 26, 2009, FINRA
mstituted  “new  procedures  for
arbitrators to follow when considering
requests for expungement relief under
NASD Rule 2130,” now FINRA
Rule 2080.* The procedures were
intended to “ensure that arbitrators
have the opportunity to consider the
facts that support or weigh against a
decision to grant expungement,” and
“add transparency to the process.”
These procedures have been codified
in FINRA Rule 12805, which, among
other things, requires the panel to hold
arecorded hearing session on the issue
of expungement and to indicate which
of the three Rule 2080 grounds for
expungement serve as the basis for
the expungement order! Moreover,
the arbitrators must “provide a brief
written explanation of the reason(s) for
its finding that one or more Rule 2080
grounds for expungement applies to
the facts of the case.”?

Conclusion
For brokers and firms who seek
to expunge customer dispute

1. FINRA was created in July 2007 through a consolidation of the National Association
of Securities Dealers (“NASD™) and the member regulation, enforcement, and arbitra-

information from the CRD, such
relief has never been more difficult
to obtain. The requirements for
obtaining expungement of customer
dispute information have significantly
increased since 1999, with FINRA
adding new procedural hurdles to
“challenge expungement directives
that might diminish or impair the
integrity of the system and to ensure the
maintenance of essential information
for regulators and investors.”*

Expungement is still available, but at
the cost of significant time and expense.
At the same time, FINRA continues to
recognize the competing “interests of
the brokerage community and others
in a fair process that recognizes their
stake in protecting their reputations
and permits expungement from the
CRD system when appropriate.”™*
Nevertheless, FINRA has made
clear that expungement should be
the exception, not the rule. FINRA
believes that “the new procedures
that arbitrators must follow when
considering requests for expungement
will add transparency and procedural
safeguards designed to ensure that the
extraordinary relief of expungement
is granted only under appropriate
circumstances.”*

To date there do not appear to have
been any judicial decisions confirming
or denying an expungement directive
made pursuant to the latest FINRA
directives. It remains to be seen
whether the new FINRA Rule 12805,
which took effect at the beginning
of 2009, will achieve its goal of
eliminating expungement as a routine
feature of settlements in customer
disputes and limiting expungement
to cases where an arbitration panel
has made the necessary examination

Footnotes
ited June 9,2010).

tion functions of the New York Stock Exchange. See hup:/iwww finra.orglaboutfinral

(site visited June 10, 2010).

2. Expungement of information arising out of industry disputes between member firms
and their associated persons are governed by different procedures that are beyond the
scope of this article. For more information about these procedures, see John Nachmann,
“Expungement of Information from the Central Registration Depository in Intra-Indus-
try Disputes,” The Newral Corner, Vol. 2 (FINRA 2010).

3. See NASD Notice to Members 04-16 (March 2004) at 212.
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4. See hitp:/iwww finrq.orglinvestors/ToolsCalculators/BrokerCheck/index.him (site vis-

and determined that expungement is
warranted by the facts. Parties who
seek expungement should expect
greater scrutiny of the basis for such
relief from arbitration panels.

The new FINRA procedures should
not be allowed to result in increased
judicial scrutiny of awards granting
expungement relief. Judicial review of
arbitration awards should be limited to
ensuring that the arbitrators complied
with the procedural requirements of
FINRA Rules 12805 and 2080, rather
than a de novo review by the court
whether the facts of the case justify
expungement.

Attorneys who represent member firms
and their associated persons should
remember that “[jJudicial review of
an arbitrator’s award is extremely
limited, and once an issue has been
decided by an arbitrator, questions of
law and fact are not within the power
of the judiciary to review.™¢ A judicial
decision that refuses to confirm an
award directing expungement on the
grounds that it was not warranted by
the facts of the case would in effect
substitute the court’s judgment for
that of the arbitrators and would be
“an impermissible modification of the
award that affect[s] the substantive
rights of the parties.”¥’

Finally, it remains to be seen whether
the enhanced fact-finding procedures
mandated by FINRA Rule 12805 will
satisfy the concerns of state regulators
such as the New York State Attorney
General and the Maryland Securities
Commissioner or whether they will
seek to intervene in cases where the
requirements of FINRA Rules 12805
and 2080 arguably have not been met.

5. FINRA Regulatory Notice 08-20 (April 2008) at 2.

6. FINRA Regulatory Notice 09-66 (November 2009) at 2.

{site visited June 9, 2010).

7. See hup:ihwww finra.orglinvestors/ToolsCalculators/BrokerCheckl/index hm

8. See Exchange Act Release No. 34-59771 (April 15, 2009), at 7 (“NASD Rule 2130
serves to enhance the integrity of information in the CRD system and to further ensure

that investor protection is not compromised when arbitrators order expungement of in-
formation from a CRD record.”).

9. See Exchange Act Release No. 34-47435 (March 4, 2003) at 4.

cont'd on page 5
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40.1d. at 2.

41. See FINRA Rule 12805.

42. See id.

43. See Exchange Act Release No. 34-47435 (March 4, 2003) at 4.

44.1d.

45. See Exchange Act Release No. 34-59771 (Apr. 15, 2009), at 7.
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