
 1 

 
Ethics 

 
© Monica Haven 051303 

 
 
 

 
 
 

I. Definition 
 
 “Ethics”, when used in the context of this course refers to rules or 

standards governing the conduct of a person or the members of a 
profession.  [American Heritage Dictionary of the English Language, 4th 
Edition, © 2000 by Houghton Mifflin Company.] 

 
 Ethics should not be confused with morals, principles or ideals: 
 

 Morals:  Rules or habits of conduct based on personal character, 
conscience and the judgment of good and evil 

 

 Principles:  Pre-established rules or standards of good behavior 
 

 Ideals:  Embodiment or model of perfection one strives to achieve 
 

Ethics is an amalgamation of all in that ethics are a set of pre-established 
rules (principles) outlining proper behavior (morals) based on prevailing 
social standards designed to inspire perfection (ideals). 
 
Joseph Fletcher, an Episcopalian priest, espoused the theory of 
situational ethics, claiming that underlying motivating forces supercede 
the ultimate outcome of actions.  In other words, love—defined in the 
religious context as that of which only God is capable but which all people 
should strive to achieve—conquers all.  If an act results in a negative 
consequence to the detriment of another, the perpetrator should be 
forgiven if his intent was honorable. 
 
Unfortunately, “love” is not always perceived to be the same by all 
individuals at all times.  A newly married couple, still wearing rose-colored 
glasses, may readily forgive each other for a multitude of sins early in 
their marriage, but become far more critical of each other as time 
progresses.  Eventually, even love will not justify a husband’s wandering 
eye or wife’s lackadaisical attitude toward housekeeping.  Spanking a 
child because you love him and want to keep him from harm when he 
crosses against a red light, may not be ethical or acceptable in today’s 
American society.  Times change. 
 
Thus, situational ethics do not provide a concrete frame of reference that 
can provide a uniform structure.  In fact, ethics can vary from culture to 
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culture.  For example, business ethics as defined by western standards 
would appear to have been almost non-existent in the former socialist 
countries of the European East Block.  Propelled by government 
mandates, production standards and unsatisfactory compensation, many 
businesses could not have survived without violating ethical standards 
and engaging in cover-ups, false labeling, bribery and corruption. 
 
Lawrence Kohlberg, a Harvard University professor created a six-stage 
model of moral development which claimed that ethics are honed 
throughout life.  Initially, children see only their own needs and act 
accordingly to obtain what they want without regard for others.  
Eventually, people learn to accept the concept of collectively determined 
fairness and finally progress to an awareness of justice based on 
reciprocity and equality.  It can be argued that residents of former socialist 
regimes, like children, did not advance beyond the early stages of moral 
development and therefore, acted ethically only when they feared 
punishment. 

 
A. In Search of Excellence 

 
Various adjectives immediately come to mind when seeking to 
define professional ethics.  The individual should be of sound 
character as exemplified by his 

 

 Integrity 

 Credibility 

 Reliability 

 Proficiency 
 

B. Character Traits 
 

For the most part, these traits must be inherent to the individual 
and cannot be acquired on command.  Knowledge and expertise 
can be schooled, but if the professional does not already have the 
moral fiber by which to accommodate the ethical standards set 
forth by the profession, he will always suffer a dichotomy between 
what he should do and what he wants to do.  And the client will 
inevitably suffer as well. 

 
C. Professional Standards 
 

Most associations and organizations have adopted a Professional 
Code of Ethics and expect their membership to adhere to the 
guidelines set forth therein. 
 
1. Tax Professionals 
 

Enrolled Agents naturally are bound by the US Treasury 
Department’s Circular 230. 
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 Part A sets forth rules relating to the authority to 
practice before the Internal Revenue Service. 

 Part B prescribes the duties and restrictions relating 
to that practice. 

 Part C contains rules relating to disciplinary 
proceedings. 

 Part D contains rules applicable to disqualification 
of appraisers. 

 Part E contains general provisions, including those 
relating to the availability of official records. 

 
Depending on the practitioner’s other credentials and 
affiliations, he may be further constrained by the Code of 
Ethics delineated by the National Association of Enrolled 
Agents (NAEA) and its many state chapters, the American 
Institute of Certified Public Accounts (AICPA), International 
Federation of Accountants (IFAC), American Accounting 
Association (AAA), state Certified Public Accounting (CPA) 
societies, amongst others. 

 
2. Financial Advisors 

 
Much in the same way, those in the financial profession 
are also subject to codes established by various 
organizations, including (but not limited to): 
 

 National Association of Securities Dealers (NASD) 

 Association of Financial Planning Professionals 
(AFPP) 

 Investment Management Consultants (IMCA) 

 National Association of Personal Financial Advisors 
(NAPFA) 

 Society of Financial Service Professionals 

 Certified Financial Planner (CFP) Board of 
Standards, Inc. 

 The Financial Planning Association (FPA) 

 Investment Company Institute (ICI) 
 

Clearly, there is no shortage of professional affiliations 
available to the practitioner and thus, no dearth of 
governing bodies to which he must answer. 
 
A tax practitioner who chooses to offer financial services 
as an adjunct to his business, will be beholden to 
overlapping, and sometimes even conflicting, Codes of 
Ethics mandated by the various organizations. 
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II. Code of Ethics 
 
 Most codes are designed to set forth the minimum standards of ethical 

conduct expected of the practitioner in hopes of mandating his voluntary 
compliance or facing disciplinary measures.  [See Appendix A for 
Excerpts from the CFP Code of Ethics and Professional Responsibility.] 

 
In the case of the CFP, the following ethical standards are demanded: 

 

 Integrity 

 Objectivity 

 Competence 

 Fairness 

 Confidentiality 

 Professionalism 

 Diligence 
 

Part I of the Code defines and illustrates each of these precepts, while 
Part II expounds on these principles by creating specific rules to serve as 
guiding lights for the CFP designee.  Specific rules are of note as they are 
repeated almost uniformly in all Codes: 
 
A. Conflicts of Interest (Rule 404) 

 
Recognizing that such conflicts inevitably develop and cannot be 
avoided, the Code stipulates remedy by disclosure.  Although 
mere disclosure does not in and of itself resolve the conflict, it 
does give the parties the opportunity to proceed cautiously and 
with eyes wide open. 
 
For example, if one were to ask a Honda dealer what he believes 
to be the best car in the world, it should not come as a surprise 
when he shouts, “A Honda, of course!”  One look on the lot will 
confirm that he has an entire inventory of Hondas he hopes to sell 
at a profit.  It would be self-defeating if the Honda dealer were to 
tell his customers that Mercedes are actually better. 
 
On the other hand, maybe Hondas really are the better cars.  In 
fact, it is precisely for this reason that the dealer chose to 
specialize in Hondas rather than Mercedes. 
 
So, was he lying when he was asked what he believed to be the 
best car?  Maybe; maybe not.  But since the person making the 
inquiry is obviously aware of the potential conflict the dealer faces, 
his answer can be taken with the appropriate grain of salt. 
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B. Disclosure (Rule 401) 
 

In that same vein, the CFP Board believes that all parties are 
entitled to as much information as possible and so it is incumbent 
upon the designee to provide that data. 
 
Say, a traveler was planning a trip and was looking for information 
regarding the local weather to help him decide what to pack.  
Listening with only half an ear, the traveler hears that he can 
expect a lot of precipitation and packs accordingly:  Raincoat, 
umbrella, and galoshes. 
 
Upon arrival at his destination, he realizes his mistake.  It’s 
snowing, not raining.  Had he gleaned additional information about 
temperatures, he might instead have packed a down-parka, 
gloves and earmuffs. 

 
C. Outside Activities (Rule 411) 

 
As strange as it may seem, the designee must inform his 
employer on an ongoing basis of any outside affiliations or 
activities in which he is engaged. 
 
For example, the designee (a full-time planner) also plays guitar 
and occasionally performs his music.  It would seem highly 
unlikely that this activity would either interfere with the 
performance of his financial planning duties or create any potential 
conflict of interest.  On the other hand, it could be argued that the 
designee’s performance (regardless of its quality) might reflect 
negatively on the employing firm.  Imagine that the gig is a sleazy 
bar and one of the firm’s rather conservative clientele saw the 
planner enter this sordid establishment! 
 

D. Fiduciary Responsibility (Rule 202) 
 

The CFP designee, as most other financial professionals, has the 
obligation to act in the best interest of his client and thus, must 
subjugate his own needs and desires to that of his client.  Often, 
that becomes difficult if the planner’s compensation is dependent 
upon the client’s choice to implement the planner’s advice.  The 
planner may recommend an investment alternative that yields the 
greatest commission rather than the greatest potential benefit to 
the client. 
 
Of course, the planner should always take a long-term view of the 
situation and realize that if he can make the client happy in the 
near-term, he will by default build a lasting relationship with that 
client.  In so doing, the planner will ultimately benefit.
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E. Recommendations (Rule 703) 
 

As any good NASD-licensed securities broker knows, 
“recommendations must be fair and reasonable” (NYSE Rule 
405).  Thus, the broker must know his customer to be able to 
ascertain what exactly would be considered reasonable—and 
therefore, suitable—for a specific client’s situation. 
 
It is commonly accepted that limited partnership interests are 
unsuitable for “Grandma”.  Typically, limited partnerships are 
associated with long-term, high-risk investments which are illiquid.  
Thus, Grandma might not have the opportunity to reap the 
potential benefits of the investment if her life expectancy is shorter 
than the expected term of the partnership. 
 
But, what if this “Grandma” is only 45 years old (she started 
young)?  Or, this is a partnership investing in US Government 
securities and GNMAs?  Or, this partnership has made provisions 
for conversion to a registered security which can be traded on a 
public exchange within 2 years?  Or, this Grandma is indeed 85 
years old, but she is considering investing only $10,000 in this 
partnership—a mere fraction of her $1 million portfolio? 
 
The point is that every situation is different and warrants the 
planner’s attention.  Recommendations must be suitable, given 
the situation at hand.  And so, most Codes, including CFP Rule 
703, speak to this issue. 

 
F. Supervision  (Rule 705) 

 
Knowing that the designee often acts in managerial capacity, this 
rule mandates that he become responsible and liable for the 
actions of his subordinates.  The Pilatus principle cannot be 
applied and the designee may not simply wash his hands of the 
wrongdoings of others.  By extension, he too becomes liable. 

 
G. Education (Rule 301) 

 
The designee has the obligation to remain current with all 
developments in his field.  This does not, of course, mean that he 
need be an expert in anything other than his own field, but he 
should be aware of the changes in the environment as they may 
impact his business and his clientele.  To that end, most 
professional organizations mandate ongoing continuing education.  
In addition, most associations encourage networking amongst 
their membership in the hopes that one member’s expertise in a 
given area will supplement another’s lack of knowledge. 
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H. Confidentiality (Rule 501) 
 

The designee may not reveal to others (unless compelled by law) 
any information about his client without that client’s consent.  
Association rules are often merely an adjunct to federal laws 
already in effect. 
 
For example, the Gramm-Leach-Bliley Act (GLBA) enacted in 
1999 stipulates civil penalties for failure to comply with its 
provisions regarding privacy.  The act specifically prohibits the 
practitioner from sharing confidential information with non-affiliated 
third parties, unless: 
 

 The client has been informed that such information may be 
shared 

 The client has been given the opportunity to tell the 
practitioner that he may not share the information 

 The client has not asked the practitioner to keep the 
information confidential 

 
Confidential information typically includes non-public personal 
information—items which cannot be found in public sources, such 
as government records, telephone directories and newspapers 
and includes such items as social security numbers, income and 
expense amounts, credit card numbers, account balances, etc. 
 
A non-affiliated third party would be someone other than an 
employee of the firm. 
 
The Act stipulates that the customer (someone with whom the 
practitioner has established a continuing relationship) receive an 
annual notice of the firm’s privacy policy. 
 

a. If the practitioner neither discloses nor reserves the 
right to disclose information, he may provide a 
Simplified Privacy Notice. 

b. A Full Notice must be used in all other cases, 
stating what confidential information may be 
collected and/or disclosed, the categories of all 
non-affiliates to whom the information may be 
disclosed, an explanation of the customer’s right to 
opt out of the disclosure, and a detail of office 
policies regarding provisions taken to protect the 
information. 

 
[See Appendix B for a sample disclosure statement.]  Although 
some practitioners may be able to incorporate a privacy statement 
into an Engagement Letter, it is best to consult an attorney for 
proper application of the law. 
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California’s newly enacted Privacy Law (Civil Code §1798.85) 
states that a person or entity, not including a state or local agency, 
shall not print an individual's Social Security Number (SSN) on 
any materials that are mailed to the individual, unless state or 
federal law requires the social security number to be on the 
document to be mailed. Notwithstanding this provision, 
applications and forms sent by mail may include social security 
numbers. 
 
However, the law does allow a person or entity, not including a 
state or local agency that has previously used an individual's 
social security number in a manner inconsistent with the new law, 
to continue to use that individual’s SSN after July 1, 2002 if all of 
the following conditions are met: 
 

 the use of the SSN is continuous, and 

 the client is provided with an annual disclosure informing 
him of his right to stop the use of the SSN, and 

 no written request was received by the client to stop usage 
of the SSN, and 

 services are not denied to the client based on his request 
for denial of SSN usage 

 
 
III. Applicable Laws 
 

Many laws have duplicate provisions while others were designed to plug 
legal loopholes left by their predecessors and exploited by devious 
individuals.  The list below enumerates federal laws in chronological 
order.  This list is not comprehensive and, in addition, many states have 
enacted their own versions. 

 
A. 1933:  Securities Act 

 
The primary purpose of the Act is to provide full and fair 
disclosure.  It mandates the registration of new issues (also known 

as 1 offerings or IPOs) and the disclosure of information in a 
prospectus which must be approved by the SEC and offered to all 
potential investors.  Because so much paperwork is required 
under the law, it is frequently known by its nickname “The Paper 
Act”. 

 
B. 1934:  Securities and Exchange Act 

 
The Act regulates the securities markets, the extension of credit 
(margin trading), insider trading and the conduct of people and 
has therefore been nicknamed the “People Act”.  The Act 
established the Securities and Exchange Commission (SEC) 
which was given subpoena powers as well as the responsibility for 
surveillance of all trading activities. 
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C. 1938:  Maloney Act 

 
This was merely an amendment to the Act of 1934 and gave the 
industry the power to regulate itself, ultimately leading to the 
creation of the National Association of Securities Dealers in the 
following year and other self-regulatory organizations (SROs) 
later. 

 
D. 1939:  Trust Indenture Act 

 
In an attempt to protect bond investors, this act requires that all 
corporate bonds be issued under a trust indenture approved by 
the SEC. 

 
E. 1940:  Investment Advisors Act 

 
The Act requires Investment Advisors (IAs) to register with the 
SEC.  It is designed to protect the public from fraud and 
misrepresentation, as well as self-dealing on the part of the IA.  It 
was amended in 1960 and interpreted in 1981 and again in 1987. 

 
F. 1956:  Uniform Gift to Minors Act (UGMA) 

 
In an attempt to streamline gifting to minors and avoid the 
necessity of creating trusts to affect transfers, this act allows for 
the establishment of custodial accounts.  Upon attaining the age 
of majority (18 in most states; 21 in some), the donee may take 
possession of all of the assets in the account, as the gifts made to 
fund the account are irrevocable. 

 
G. 1968:  Consumer Credit Protection Act 

 
This act establishes rules regarding disclosures that lenders must 
provide to borrowers in an attempt to minimize fraud.  It is also 
known as the Truth-in-Lending Act. 

 
H. 1970:  Securities Investor Protection Act 

 
SIPC insurance protects each separate customer against 
brokerage firm default up to a maximum of $500K—of that, the 
first $100K may be in cash or cash equivalents. 

 
I. 1974:  Employee Retirement Income Security Act 

 
ERISA governs the operation of most private pension and benefit 
plans and sets the guidelines for the management of pension 
funds. 
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J. 1975:  Securities Act Amendments 
 
The revisions to the Act of 1934 led to the establishment the 
National Market System (NMS) and the creation of the Municipal 
Securities Rulemaking Board (MSRB), the SRO given regulatory 
oversight of all municipal bond dealers and traders. 

 
K. 1987:  Investment Advisor Release 1092 

 
It was written to provide further clarification of definition of 
Investment Advisor and states that all three components must be 
present: 
 

 The advice (or analysis) provided must be concerning 
securities, both specific or general, and 

 The advice must constitute a business activity carried on 
with some regularity, and 

 The advisor must be compensated, such as when he 
receives anything of economic value 

 
L. 1991:  Telephone Consumer Protection Act 

 
In response to several court actions brought by disgruntled 
consumers, this Act requires that firms maintain an ongoing Do 
Not Call list, specifying the names and numbers of individuals who 
have explicitly asked not to be contacted again.  Calls to unknown 
individuals (cold calls) can only be made between the hours of 8 
AM and 9 PM in the call recipient’s time zone and the caller must 
identify himself as well as the company he represents. 

 
M. 1994:  Uniform Prudent Investor’s Act 
 

Adopted by more than 30 states, this act requires that each 
investment should not be considered merely individually, but as 
part of the whole portfolio and that the trade-off between risk and 
potential reward should be considered when making 
recommendations.  This is often referred to as the “Prudent 
Investor Rule” and is similar to the ”Prudent Man Rule” which 
resulted from a court opinion in 1830.  At that time, the rule’s focus 
was primarily on income and capital preservation, whereas the 
modern incarnation recognizes that portfolio diversification can 
significantly minimize unsystematic (or business) risk. 

 
N. 1996:  National Securities Markets Improvement Act 

 
Also known as the Coordination Act, it became effective in 1997 
and delineates the regulatory responsibilities of federal and state 
authorities.
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O. 1986:  Uniform Transfer to Minors Act (UTMA) 
 
Adopted by all 50 states to either replace or supplement the 
UGMA, this act extends the definition of gifts beyond mere cash 
and securities to include real estate, collectibles, royalties and 
patents.  The age of majority is increased to 21 (25 in California). 

 
P. 1984:  Insider Trader Sanctions Act 
 

This amendment to the Act of 1934 delineates civil and criminal 
penalties for insider trading violations, now defined to include 
individuals who aid and abet others to buy and sell securities 
based on material, non-public information. 

 
Q. 1988:  Insider Trading and Securities Fraud Enforcement Act 
 

Liability for insider trading violations is extended to control 
individuals, defined as officers, directors or large shareholders of a 
corporation, if they had knowledge or recklessly disregarded the 
fact that the controlled person was likely to engage in insider 
trading and they failed to take steps to prevent the illegal activity.  
The SEC may award bounties to informants in the amount of 10% 
of the penalties recovered under the Act.  

 
R. 1998:  Insider Trading Act 

 
Empowers the Financial Services Board to investigate matters 
and raises maximum criminal penalties to $2 million and/or 10 
years imprisonment.  Civil penalties are limited to treble damages 
for any amounts gained or losses avoided as a result of trades 
based upon the inside information used. [See Appendix C for 
Insider Trading Quiz] 

 
S. 2002:  Sarbanes-Oxley Act 

 
Establishes new corporate governance requirements and imposes 
additional duties upon accounting firms that audit publicly traded 
companies.  A five-member Public Company Accounting 
Oversight Board is charged with the registration of all public 
accounting firms, the conduct of compliance inspections and the 
enforcement of disciplinary actions.  Destruction or falsification of 
documents is punishable by up to 20 years imprisonment and up 
to a $1 million fine.  The statute of limitations on securities fraud 
claims is extended to the earlier of five years after occurrence or 
two years after discovery—previously the statute was limited to 
three years and one year, respectively. 
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IV. Regulatory Authorities 
 

Innumerable oversight committees, professional associations and 
governmental agencies have been granted regulatory authority.  A few of 
those encountered most frequently by the financial consultant and those 
which wield most power are listed below: 

 
  A. Securities and Exchange Commission (SEC) 
 

Created under the Securities and Exchange Act of 1934, the SEC 
is comprised of 5 commissioners appointed by the US President 
to 5-year terms.  To avoid potential party control, no more than 3 
of the 5 commissioners may be of the same political affiliation. 
 
The SEC was given the authority to administer the Securities Act 
of 1933, which had previously been under the purview of the 
Federal Trade Commission (FTC), as well as the Trust Indenture 
Act of 1939, the Investment Company Act of 1940, the Investment 
Advisors Act of 1940, the Securities Act Amendments of 1975 and 
the Sarbanes-Oxley Act of 2002.  Its mission is to ensure full 
disclosure and protect the public against malpractice in the 
securities markets. 
 
Although the SEC has subpoena powers, violations of federal 
laws are prosecuted by the US Attorney General. 
 
The following individuals and/or entities must be registered with 
the SEC: 
 

 Issuers 

 Exchanges 

 Investment companies 

 Investment advisors 

 Broker/Dealers (B/Ds) 

 National securities exchanges 

 SROs 
 

B. Self-Regulatory Organizations (SROs) 
 
 1. National Association of Securities Dealers (NASD) 
 

This non-profit organization was created in compliance 
with the Maloney Act.  All B/Ds and individual 
representatives dealing in the over-the-counter (OTC) 
market must be members and abide by the bylaws of the 
organization which are enforced by the SEC. 
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The NASD is often charged with conflicting responsibilities: 
 

 To standardize the industry 

 To establish high moral and ethical standards in 
securities trading 

 To act as intermediary between the investing public 
and governmental regulators 

 To establish fair and equitable trading rules 

 To establish a disciplinary body able to enforce 
these rules 
 

It quickly becomes obvious that an organization which 
requires membership of industry participants cannot 
always act in dual capacity and serve all interests 
equitably.  This is a “club” from which the public is 
excluded, but upon which the investing public must rely for 
just administration of the rules and fair resolution of any 
ensuing dispute. 

 
2. Municipal Securities Rulemaking Board (MSRB) 

 
Created in 1975, this SRO is charged with the regulatory 
oversight of all municipal bond trading activity. 

 
3. Options Clearing Corporation (OCC) 

 
Since 1973, the OCC has been the issuer and guarantor of 
every options contract issued and traded on US 
exchanges.  It acts as the contra-party to every trade, 
ensuring that all contracts can be exercised by a holder at 
his choosing and assigned to a writer able to meet his 
obligation.  This SRO is dedicated to promoting stability 
and financial integrity in the options markets by focusing on 
effective risk management. 
 

4. Commodities Futures Trading Commission (CFTC) 
 
Created by Congress in 1974 as an independent agency, 
the CFTC is responsible for regulating all futures trading in 
the US and is the counter-part to the OCC for this portion 
of the derivative markets. 
 

5. New York Stock Exchange (NYSE) 
 

Founded in 1792, this is the oldest stock exchange in the 
world and also operates much like a private club, governed 
by a board of directors composed of 24 individuals 
representing the exchange membership.  Members of the 
exchange are those individuals and firms who have 
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purchased one of the 1366 seats currently available (the 
most recent price was $1.5 million, down from $2.5 million 
one year ago!).  Until recently, that membership list was 
unavailable to the public, but can now be accessed online 
at www.nyse.com. 
 
Again, there is significant potential for conflicts of interest 
as the NYSE must satisfy the needs of its membership 
without compromising the public’s right to a fair trading 
forum. 

 
Although the NYSE is the largest exchange in the US, 
numerous regional exchanges operate in a similar fashion, 
including the American Exchange (AMEX), the 
Philadelphia Exchange (PHLX), the Chicago Stock 
Exchange (CHX), amongst others.  Both floors of the 
Pacific Stock exchange were just recently closed and 
trading was moved to the newly established Archipelago 
Exchange, a fully automated electronic system owned and 
operated in part by Goldman Sachs, J.P. Morgan, E*Trade 
and Merrill Lynch. 

 
C. Disciplinary Proceedings 
 

Depending on the jurisdiction of the regulatory entity, proceedings 
and penalties for violations of rules will vary.  However, a brief 
summary of NASD proceedings is detailed below: 
 
Under the Code of Procedure (COP), a complaint is filed against 
an individual or a firm with the Office of Hearing Officers.  Based 
on their findings, the respondent may choose to appeal to the 
National Adjudicatory Council, the Board of Governors and finally 
to the SEC.  The sanctions available to the NASD are limited to 
fines, censures, temporary suspensions and permanent expulsion 
from the club.  Further redress is relegated to the courts. 
 
Disputes between members or between members and the public 
may be resolved under the Code of Arbitration (COA) which hopes 
to streamline the legal process by offering an alternative system 
giving the aggrieved parties the opportunity to air their complaints 
in a less formal environment.  Arbitration is a dispute resolution 
mechanism which is final and binding, whereby an impartial panel 
determines liability and whether the parties are entitled to recover 
damages.  Mediation is an informal, voluntary process in which an 
impartial but trained individual helps the warring parties to reach a 
mutually acceptable resolution. [See Appendix D for NASD 
Statistics.] 
 
For comparison, the CFP Board’s disciplinary procedures are 
discussed next:  Upon receipt of a written complaint, the Staff 
Counsel of the CFP Board investigates the complaint.  If he 
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determines that an investigation is warranted, a 2-member Inquiry 
Panel either dismisses or forwards the complaint to a 3-member 
Hearing Panel which then submits its finding to the Board of 
Professional Review.  Appeals may be filed with the Board of 
Appeals.  Disciplinary actions are limited to private censure, a 
public letter of admonition, suspension or revocation of right to use 
the CFP designation.  [See Appendix E  for CFP Statistics.] 

 
 
V. Rules and Guidelines 
 

A. Disclosure 
 

The predominant theme amongst the bylaws of all SROs, as well 
as federal and state legislation, is that of disclosure.  Almost 
anything is allowed as long as it as been disclosed to the 
participants.  Thus, even activities one might otherwise assume to 
be unethical or illegal, might in fact be acceptable with prior written 
notification.  Examples include: 
 

 Sharing in a customer’s profits and losses (SEC Rule 19f) 

 Control relationships with the issuer (NASD Rile 2240) 
 
However, there are vast number of rules which address specifics 
do’s and don’ts. 
 
1. Trade confirmations must be delivered to the customer 

prior to the completion of the transaction (SEC Rule 10b-
10). 

2. The B/D must disclose whether he acted in principal or 
agency capacity when affecting the trade (SEC Rule 10b-
10). 

3. Advertising must be approved 10 days prior to use (NASD 
2210).  Advertising is defined as any communication that 
goes out to more than one individual. 

 

 Advertising must contain the name of the B/D and 
its affiliation with the NASD, but the font size of the 
word “NASD” may not be larger than the name of 
the B/D which might falsely imply endorsement by 
the SRO. 

 If a recommendation is made, the B/D must have 
reasonable grounds and must disclose the price of 
the specific security at the time the 
recommendation was made. 

 Neither specific results, nor exaggerated or 
unwarranted claims may be made. 

 If a testimonial is used, it must state that it is not 
representative of the experience of all clients, how 
much was paid to the individual testifying (if it is 
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more than just a nominal sum), and must be made 
by an expert if it involves technical aspects. 

 If comparisons are made, a balanced presentation 
is required indicating differences as well as 
similarities. 

 It should always be noted that past performance is 
not indicative of future performance. 

 
4. No false or misleading information may be provided in 

mutual fund sales literature (Rule 156). 
5. Issuers must file quarterly (Form 10-Q) and annual (Form 

8-K) reports (SEC Rule 13a-1). 
6. B/Ds must file quarterly statements of financial condition 

known as Financial and Operation Combined Uniform 
Single (FOCUS) reports, as well as furnish customers with 
semi-annual reports (SEC Rule 17a-5). 

7. Insiders must report their acquisitions and/or changes in 
position within 10 days after the end of the month in which 
the transaction occurred (SEC Rule 13d-1). 

8. Restricted Stock must be held by for at least one year from 
the date of issue and then can only be sold in limited 
quantities (Rule 144). 

 
B. Customer Protection 

 
In an effort to provide minimum operational standards for those in 
the financial industry, the following rules were adopted to minimize 
the potential exposure faced by clients often at the mercy of the 
professionals upon whom they must rely: 
 
1. Minimum net capital requirements are established for B/Ds 

which may not operate unless they have at least $250K in 
liquid assets (SEC Rule 15c3-1). 

2. If a B/D’s net capital falls below the minimum early warning 
limits or his aggregate indebtedness becomes excessive, 
he will be required to make immediate notification to the 
authorities and cease doing business until the problem can 
be resolved (SEC Rule 17a-11). 

3. A physical count of securities must be performed on a 
quarterly basis, but no less often than once every 2 months 
and no more often than every 4 months (SEC Rule 17a-
13). 

4. A Chinese wall must be maintained between the 
underwriting and trading departments of a B/D to avoid the 
possible sharing of information and self-dealing (SEC Rule 
10b-5). 

5. Unless specifically exempt under the law, securities must 
be registered with the SEC and sold under prospectus if 
distributed to a member of the public (Rule 230). 

6. All of the B/D’s books and records are subject to inspection 
(SEC Rule 17b). 
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7. All customer or regulatory complaints received by a 
registered representative must immediately be forwarded 
to his B/D for investigation (NASD Rule 3110). 

 
C. Trading Rules 

 
The rules listed below were developed in the hopes of providing 
an element of fairness to investors: 
 
1. The customer is entitled to the best available price (NASD 

Rule 2320). 
2. Mark-ups should be fair and reasonable.  This rule is 

sometimes referred to as the 5% Mark-up Policy (NASD 
Rule 2440). 

3. Only since 1975 (!) have fixed commissions been 
prohibited on the registered stock exchanges (SEC Rule 
19b-3). 

4. The B/D must make quarterly reports publicly available, 
identifying the venues to which their customer orders were 
routed (SEC Rule 11Ac1-6). 

 
D. Inherent Conflicts 

 
Some rules might on the surface appear to be for the benefit of 
the small investor (a member of the public), but upon closer 
scrutiny, one must question whether a rule instituted by the 
industry has only altruistic motives.  For example: 
 

 SEC Rule 11a1-1 establishes the sequence in which multiple 
orders for the same security will be completed:  Priority 
(Price)—Parity (Size)—Precedence (Time).  Thus, it would 
seem that the small investor’s order would inevitably be 
consigned to last execution. In the NYSE Floor Official 
Manual, the practice is justified on the grounds that “it is often 
a practical impossibility to keep track of successive time 
priorities. To keep the market moving, giving bids and offers 
precedence based on size is often a practical necessity.” 

 The 9-Bond rule ostensibly states that small orders for 9 bonds 
or less must first be given the opportunity to trade on the floor 
of the exchange (NYSE Rule 396).  As most bond trades are 
accomplished between institutional investors trading directly 
amongst themselves, the small investor would be forced to 
negotiate his transaction with the big boys absent this rule.  
However, it can also be argued that this rule simply generates 
business for the NYSE, a for-profit organization. 

 
Rick Adkins, head of the CFP Board Task Force charged with 
rewriting the CFP Code of Ethics in an attempt to incorporate a 
Fairness Principle, is concerned about the inherent discord 
between the Board’s primary responsibility as an advocate for the 
general public and the need to provide for its member designees.  
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He is quoted in Investment Advisor (January 2002):  “We have to 
be aware how things affect the practitioner since that is who we 
license to deliver services to the public.” 

 
E. The Golden Rule 

 
To the ethical practitioner, many of these rules simply seem to 
codify good behavior which should be a matter of course.  
Obviously, that is not the case for some individuals who have felt 
the need to apply the letter rather than the spirit of the law.  In 
response to the abuses of a minority, the majority is now subject 
to and frustrated by an over-abundance of legislation. 
 
However, regardless of the quantity and scope of the rules, there 
simply is no substitute for good judgment and ethical behavior.  It 
is always best to treat others as you would want to be treated 
yourself or, better yet, treat everyone as though she were your 
mother.  Remember, you love her and you will have to sit at the 
dinner table with her after all is said and done! 
 
This sentiment has been extolled by countless trite proverbs:  
“What goes around, comes around”, or “It builds good karma”, or 
“Do unto others as you would have them do unto you”. 
 
Readying my house for sale in the next few weeks, I am spending 
a relative fortune on new carpets, appliances, dry rot damage, and 
termite eviction.  A cynic might argue that I am doing it merely 
because I hope to recoup my costs by selling my home at a higher 
price.  A more trusting individual might attribute my home 
improvement urges to a desire to do right by the prospective buyer 
who deserves to purchase a home in prime condition.  And I might 
hope that some seller somewhere will return the favor when I am 
ready to purchase another home. 
 
In fact, it’s really about self-respect.  In the end, I have to be able 
to look in the mirror and hold my image in esteem.  I have to be 
able to set my own moral compass and use it to navigate to the 
best of my abilities. 

 
 
VI. Full Circle 
 

That, then, brings us full circle.  Governed, guided and often hampered by 
rules, the practitioner in the financial services industry must ultimately rely 
upon his own morals and a Code of Ethics, whether written or unwritten.  
Tax practitioners face increased challenges, as they must reconcile 
multiple Codes with one another.  Questions frequently arise: 
 

 Having prepared the client’s tax return and hoping to minimize future 
tax liabilities, should the practitioner recommend specific municipal 
bond investments? 
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 The tax practitioner has touted the benefits of various tax-deductible 
retirement savings plans, but should he now recommend a specific 
investment vehicle to the client seeking to make an IRA or SEP 
contribution? 

 Based on a long-standing relationship and the rapport established, the 
client has named the tax practitioner as successor trustee to his living 
trust.  Upon the grantor’s death, should the practitioner personally 
manage the assets in the portfolio? 

 
Pros and cons could be argued for both affirmative and negative answers, 
and the ultimate course of action will have to be selected by the ethical 
practitioner. [See Appendix F  for In-Class Discussion] 
 
A. Practice Standards 

 
In an attempt to guide the designee through the maze of ethical 
issues, the CFP Board has adopted 10 standards, effective 
January 1, 2002: 
 
1. The financial planning practitioner and the client shall 

mutually define the scope of the engagement before any 
financial planning service is provided. 

2. The financial planning practitioner and the client shall 
mutually define the client's personal and financial 
goals, needs and priorities that are relevant to the scope 
of the engagement before any recommendation is made 
and/or implemented. 

3. The financial planning practitioner shall obtain sufficient 
quantitative information and documents about a client 
relevant to the scope of the engagement before any 
recommendation is made and/or implemented. 

4. The financial planning practitioner shall analyze the 
information to gain an understanding of the client's 
financial situation and then evaluate to what extent the 
client's goals, needs and priorities can be met by the 
client's resources and current course of action.  

5. The financial planning practitioner shall consider 
sufficient and relevant alternatives to the client's current 
course of action in an effort to reasonably meet the client's 
goals, needs and priorities. 

6. The financial planning practitioner shall develop the 
recommendation(s) based on the selected alternative(s) 
and the current course of action in an effort to reasonably 
meet the client's goals, needs and priorities. 

7. The financial planning practitioner shall communicate the 
recommendation(s) in a manner and to an extent 
reasonably necessary to assist the client in making an 
informed decision. 

8. The financial planning practitioner and the client shall 
mutually agree on the implementation responsibilities 
consistent with the scope of the engagement. 
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9. The financial planning practitioner shall select appropriate 
products and services that are consistent with the client's 
goals, needs and priorities. 

10. The financial planning practitioner and client shall 
mutually define monitoring responsibilities. 

 
The AICPA defines similar standards categorized into: 
 

 General Standards stipulating professional competence, 
due diligence, planning and supervision, and the gathering 
of sufficient supporting data 

 Consulting Standards stressing that to serve the client’s 
best interest, the practitioner must develop an 
understanding with the client and communicate diligently 
with him throughout the engagement. 

 Engagement Procedures beginning with a clear delineation 
of the terms and scope of the engagement and confirmed 
in an engagement agreement and reiterated in a summary 
of findings at the conclusion of the relationship 

 
And Circular 230—revised by the US Department of Treasury on 
July 26, 2002—addresses the issue of due diligence incumbent 
upon tax practitioners.  When preparing and taking a position on a 
client’s return, the practitioner must perceive a realistic possibility 
of success.  During the representation process, the practitioner is 
required to exercise due diligence when preparing documents and 
must determine the correctness of any oral or written 
representations made by the client to the IRS. 
 
Although §10.22 allows the practitioner to rely upon the work 
product of another person, he must nevertheless use reasonable 
care “in engaging, supervising, training and evaluating the person” 
upon whose work he will depend.  Due diligence mandates that 
some probing and verification is required to satisfy the practitioner 
that he has no reason to believe that any representation made is 
incorrect. 
 
If the practitioner believes that his client is guilty of noncompliance 
with “the revenue laws of the US or has made an error in or 
omission from any return, document, affidavit or other paper”, he 
must promptly notify the taxpayer and advise him of the 
consequences of such actions (§10.21). 
 
Communication is the key and seems to be the common 
denominator in all codes, regardless of discipline. In the financial 
arena, a client will never be happy with bad news but will most 
likely accept it, if he has been kept fully informed on an ongoing 
basis.  The only thing worse than bad news, is no news at all. 
 
Communication serves the dual purpose of defining what is 
expected of the practitioner and making sure that the client does 
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not harbor unreasonable expectations of either the advisor or the 
investment vehicles recommended.  A clear understanding in 
advance will minimize and often eliminate unpleasant 
misunderstandings in the future. 

 
B. Paperwork 

 
However, verbal communications cannot replace the need for 
proper record keeping.  Thus, the practitioner will soon become 
inundated with forms and more forms.  Some are designed to 
meet compliance requirements stipulated by various legislative 
rulings.  Others are often merely forms required in-house and vary 
from firm to firm. 
 
These are best referred to as the “CYA forms” which state that the 
practitioner told his client something, here’s what he told him, the 
client understood and agreed to it, and has now signed his name 
in acceptance of the information or policy in advance of its 
application, leaving little room for argument down the road. 
 
Of course, there is always wiggle room.  The client can always 
claim that he was not given the proper opportunity to read the 
disclosures in full and was forced to sign the form any way.  Or, 
the practitioner misrepresented the purpose or contents of the 
form.  Or, it is later established that the client simply cannot read! 
 
Thus, the forms will not provide the ultimate protection that either 
the client or the practitioner is seeking, but it can be said that they 
are better than nothing. 
 
1. Internal Record Keeping [See Appendix G for sample 

forms.] 
 

This list is far from comprehensive and merely represents 
a sampling of forms a B/D may require of the registered 
representative: 

 

 Disclosure of Outside Business Activity 

 MSRB Rule G-37 Form:  Disclosure of the registered 
representative’s political contributions as per MRSB 
Rule G-37 

 Checks and Securities Received Blotter 

 Daily Transaction Blotter:  Historical account of all daily 
transactions including purchases and sales of 
securities as well as receipts and disbursements of 
cash 

 Customer Ledgers:  Can be replaced by customer 
statements 

 Order Tickets and Trade Confirmations—SEC Rules 
17a-3 and 17a-4 now require that the date and time the 
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order was received from the client be notated on the 
Order Ticket 

 
The majority of these records must be kept for a minimum 
of 3 years; some even for 6 years. 

 
2. Client Forms [See Appendix H for sample forms.] 

 
Depending on the B/D’s own internal compliance 
provisions, forms similar to these listed may be required 
when transacting client business: 
 

 Margin Disclosure Form 

 Options Disclosure Document 

 Low-priced Securities Disclosure Form 

 Investment Company Products Prospectus Receipt 
and Disclosure Form 

 
 
VII. Conclusion 
  
 Although the practitioner may potentially face a myriad of ethical 

dilemmas, an equal profusion of support in the form of written procedures 
and requisite paperwork exists to guide the individual down the path of 
righteousness. 

 
Specifically, the following unethical practices have been identified in the 
Investment Advisors Release 1092 and should be avoided: 
 

 Making unsuitable recommendations 

 Making discretionary trades without prior written consent 

 Churning or excessive trading 

 Making 3rd party trades without authorization 

 Borrowing from or lending to the customer 

 Misrepresentations of any sort 

 Failure to disclose the source of 3rd party research 

 Charging unreasonable fees 

 Failure to disclose conflicts of interest 

 Guaranteeing a customer against profits or losses 

 Using unauthorized advertising 

 Breaching confidentiality 

 Commingling of funds 

 Failure to provide investment advisory services without a written 
contract 
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Adherence to the seven principles of conduct listed below will help the 
practitioner successfully navigate the field strewn with ethical landmines: 

 

 Integrity 

 Objectivity 

 Competence 

 Fairness 

 Confidentiality 

 Professionalism 

 Diligence 
 

 

 

Professional Ethics 
 

Enrolled Agents know that everything is permitted, 
unless it is expressly forbidden. 

 
IRS Auditors know that everything is forbidden, 

even if it is expressly permitted. 
 

Corporate Accountants know that everything is permitted, 
even if it is expressly forbidden. 

 
Financial Planners know that everything is forbidden, 

unless it is expressly permitted. 
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APPENDIX A 

 
Excerpts from 

Certified Financial Planner (CFP)™ 

Code of Ethics and Professional Responsibility 

Copyright © 1986-2000, Certified Financial Planner Board of Standards, Inc. 
Full text can be found at www.cfp-board.org/lcnse_coe.html 

 
 
 

Preamble 
 
The Code of Ethics and Professional Responsibility (Code) has been adopted by the Certified 
Financial Planner Board of Standards, Inc. (CFP Board) to provide principles and rules to all 
persons whom it has recognized and certified to use the CFP, Certified Financial Planner, and 
CFP design marks (collectively "the marks"). 
 
Composition 
 
The Code consists of two parts: Part I - Principles and Part II - Rules. The Principles are 
statements expressing in general terms the ethical and professional ideals expected of CFP 
designees. As such the Principles are inspirational in character but are intended to provide a 
source of guidance for CFP designees. The Rules provide practical guidelines derived from the 
tenets embodied in the Principles. 
 
Part I - Principles 
 
Principle 1 – Integrity 
A CFP designee shall offer and provide professional services with integrity.  Integrity demands 
honesty and candor which must not be subordinated to personal gain and advantage. Within the 
characteristic of integrity, allowance can be made for innocent error and legitimate difference of 
opinion; but integrity cannot coexist with deceit or subordination of one's principles. 
 
Principle 2 - Objectivity 
A CFP designee shall be objective in providing professional services to clients. Objectivity 
requires intellectual honesty and impartiality. 
 
Principle 3 - Competence 
A CFP designee shall provide services to clients competently and maintain the necessary 
knowledge and skill to continue to do so in those areas in which the designee is engaged. 
Competence also includes the wisdom to recognize the limitations of that knowledge and when 
consultation or client referral is appropriate. 
 
Principle 4 - Fairness 

A CFP designee shall perform professional services in a manner that is fair and reasonable to 
clients, principals, partners, and employers and shall disclose conflict(s) of interest(s) in providing 
such services.  Fairness is treating others in the same fashion that you would want to be treated 
and is an essential trait of any professional. 
 
Principle 5 - Confidentiality 
A CFP designee shall not disclose any confidential client information without the specific consent 
of the client unless in response to proper legal process, to defend against charges of wrongdoing 
by the CFP designee or in connection with a civil dispute between the CFP designee and client. 
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Principle 6 – Professionalism 
A CFP designee's conduct in all matters shall reflect credit upon the profession.  Because of the 
importance of the professional services rendered by CFP designees, there are attendant 
responsibilities to behave with dignity and courtesy to all those who use those services, fellow 
professionals, and those in related professions. A CFP designee also has an obligation to 
cooperate with fellow CFP designees to enhance and maintain the profession's public image and 
to work jointly with other CFP designees to improve the quality of services. 
 
Principle 7 - Diligence 
A CFP designee shall act diligently in providing professional services.  Diligence is the provision 
of services in a reasonably prompt and thorough manner. 
 
Part II-Rules 
 
Rule 101 
A CFP designee shall not solicit clients through false or misleading communications or 
advertisements. 
 
Rule 202 
A financial planning practitioner shall act in the interest of the client. 
 
Rule 301 
A CFP designee shall keep informed of developments in the field of financial planning and 
participate in continuing education throughout the CFP designee's professional career in order to 
improve professional competence in all areas in which the CFP designee is engaged. 
 
Rule 401 
In rendering professional services, a CFP designee shall disclose to the client: 
(a) Material information relevant to the professional relationship. 
(b) The information required by all laws applicable to the relationship in a manner complying with 

such laws. 
 
Rule 404 
A CFP designee shall promptly disclose the conflicts of interests to the client or other necessary 
persons. 
 
Rule 406 
A CFP designee's compensation shall be fair and reasonable. 
 
Rule 411 
A CFP designee shall: 
(a) Advise the CFP designee's employer of outside affiliations which reasonably may 

compromise service to an employer; and 
(b) Provide timely notice to the employer and clients, unless precluded by contractual obligation, 

in the event of change of employment or CFP Board licensing status. 
 
Rule 501 
A CFP designee shall not reveal—or use for his or her own benefit without the client's consent, 
any personally identifiable information relating to the client relationship or the affairs of the client, 
except and to the extent disclosure or use is reasonably necessary. 
 
Rule 502 
A CFP designee shall maintain the same standards of confidentiality to employers as to clients. 
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Rule 603 
A CFP designee who has knowledge, which is not required to be kept confidential under this 
Code, that another CFP designee has committed a violation of this Code which raises substantial 
questions as to the designee's honesty, trustworthiness or fitness as a CFP designee in other 
respects, shall promptly inform CFP Board. 
 
Rule 606 
In all professional activities a CFP designee shall perform services in accordance with applicable 
laws, rules, and regulations of governmental agencies and other applicable authorities. 
 
Rule 608 
The Investment Advisers Act of 1940 requires registration of investment advisers with the U.S. 
Securities and Exchange Commission and similar state statutes may require registration with 
state securities agencies. CFP designees shall disclose to clients their firms' status as registered 
investment advisers. Under present standards of acceptable business conduct, it is proper to use 
registered investment adviser if the CFP designee is registered individually. If the CFP designee 
is registered through his or her firm, then the CFP designee is not a registered investment adviser 
but a person associated with an investment adviser. The firm is the registered investment adviser. 
Moreover, RIA or R.I.A. following a CFP designee's name in advertising, letterhead stationery, 
and business cards may be misleading and is not permitted either by this Code or by SEC. 
 
Rule 703 
A financial planning practitioner shall make and/or implement only recommendations which are 
suitable for the client. 
 
Rule 705 
A CFP designee shall properly supervise subordinates with regard to their delivery of financial 
planning services, and shall not accept or condone conduct in violation of this Code.
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APPENDIX B 
 

Privacy Notice 
(Sample) 

 
 

Your Information 
 

Your non-public information is collected from various sources: 
 

 Information received from you on tax organizers, worksheets, clients 
questionnaires, applications and other documentation you provide; 

 Information you provide during personal interviews and telephone conversations; 

 Information about your transactions with the firm; 

 Information received about you from consumer reporting agencies if background 
or credit checks are conducted only our behalf. 

 
 

Non-Disclosure 
 

Your non-public personal information is not disclosed to any person or party except as 
required by law. 
 
Upon closing your account, your non-public information will not be disclosed to any 
person or party. 
 
 

Security 
 

Access to your information is restricted in a variety of ways: 
 

 Only to those employees who have a need to know to provide services or 
products to you; 

 Physical security, electronic security safeguards and strict procedural measures 
consistent with federal standards are in place to protect your non-public 
information. 

 
 
Your privacy is important.  Your trust that information is protected is equally important.  
Please call if you have questions. 
 
 

Accepted by:            
  (Signature) 
 
Client’s Name:            
  (Please print) 
 
Date:            
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APPENDIX C 
 

Insider Trading Quiz 
Source:  Gary Tidwell and Abdul Aziz, College of Charleston 

 

 

1. Sam, the president of ABC Co., learns that his firm is going to acquire XYZ Corp. by 
making a tender offer.  The information has not yet been publicly announced.  Sam 
purchases the stock.  This is: 

 
a. Illegal insider trading 
b. Not illegal insider trading 

 
 
2. Joe is an accountant for and accounting firm conducting the year-end audit of ABC, Inc.  

While doing so, he learns of a massive accounting fraud that will clearly result in ABC’s 
reporting of a lower profit than expected by industry analysts.  Before the information can 
be made public, Joe in violation of company policy, purchases put options on ABC.  Joe 
has 

 
a. Violated insider trading laws 
b. Not violated insider trading laws 

 
 
3. Bill calls Jane, a friend whom he often advises on the purchase of stocks.  He tells her to 

purchase BB, Inc. because he has heard that “BB is about to be taken over”.  Although 
this conversation on the rumored take-over is really no different than many other 
conversations she has had with Bill, Jane buys BB stock.  Subsequently, BB is taken 
over and Jane doubles her investment.  She has: 

 
a. Violated insider trading laws based on misappropriation 
b. Violated insider trading laws based on a tippee-liability theory 
c. Not Violated insider trading laws 

 
 
4. Clyde works for Channel 1 as an investigative reporter.  Through his job, he learns that 

Ace, Inc. will report massive losses for the upcoming quarter.  He is aware of Channel 1’s 
rules against using information obtained through his employment for personal benefit, but 
he buys puts on Ace before the report is aired.  He has: 

 
a. Not violated insider trading rules because he has only violated Channel 1 rules 
b. Not violated insider trading rules because he owes no duty to Ace, Inc. 
c. Not violated insider trading rules for the reasons in both a and b 
d. Violated insider trading laws 

 
 
5. Joe Lookdown is walking down Wall Street and finds a slip of paper containing inside 

information on CC, Inc.  Based on this, he purchases stock in CC.  He has: 
 

a. Committed an insider trading violation 
b. Not committed an insider trading violation 
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6. Joe Lookdown is walking down Wall Street.  He has a good friend, Mike, who works as 

an executive for CC, Inc.  Mike sees Joe walking down Wall Street and yells, “Here is 
something for you!”  He throws Joe a slip of paper with some material, non-public 
information on CC.  Joe buys the stock.  He has: 

 
a. Committed an insider trading violation 
b. Not committed an insider trading violation 

 
 
7. Greg is president of DD, Inc.  Because he trusts Bob’s business judgment and because 

Bob is unaffiliated with DD, Greg asks his advice on how to disclose a huge loss by the 
company.  Bob agrees to keep the information confidential and then buys puts on DD, 
earning $55,000 on his investment.  He has: 

 
a. Committed an insider trading violation 
b. Not committed an insider trading violation 

 
 
8. Larry is having dinner and sees Billy, a prominent businessman and president of Big 

Growth, Inc.  Larry and Billy don’t know each other, but Larry overhears Billy say, “Our 
stock is going to really increases when we announce those earnings tomorrow”.  Larry 
buys the stock prior to the announcement.  He has: 

 
a. Committed an insider trading violation 
b. Not committed an insider trading violation 

 
 
9. Jim is a corporate executive at XYZ Corp. and a golfing buddy of Moe.  He tells him, “You 

should buy XYZ stock.  Don’t ask any questions, but I just put everything I own on it, and 
you should do the same”.  Moe mortgages his home and buys as much XYZ as he can 
afford.  Subsequently, XYZ is announced as being a takeover candidate and Moe makes 
a large profit.  He has: 

 
a. Committed an insider trading violation 
b. Not committed an insider trading violation because he did not know this was 

inside information 
c. Not committed an insider trading violation because he was not told the source of 
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APPENDIX D 

 
NASD Statistics 

(Source:  http://www.nasdadr.com/statistics.asp) 

 
 

Regulatory Actions Against Firms and Individuals 
1998-2002 

 

 1998 1999 2000 2001 2002 

Customer complaints received 5,957 6,391 6,584 5,155 4,495 

Customer complaints resolved 5,671 6,771 6,932 5,123 4,611 

Firms expelled 12 10 13 11 8 

Total # of member firms 5,592 5,482 5,579 5,499 5,892 

Firms suspended 2 4 2 6 2 

Total # of registered reps 589,120 620,387 672,489 673,822 662,311 

Individuals barred 369 477 388 466 440 

Individuals suspended 264 268 281 346 374 

 
 

Controversies Involved in Arbitration Cases 
1998-2002 

 

 1998 1999 2000 2001 2002 

Margin calls 39 104 284 375 366 

Churning 552 665 473 784 824 

Unauthorized trading 824 915 611 884 930 

Failure to supervise 956 1,097 1,270 1,968 2633 

Negligence 869 1,329 1,867 2,275 2522 

Omission of facts 579 474 476 692 1178 

Breach of fiduciary duty 1,655 2,093 2,489 3,458 4236 

Unsuitability 1,104 1,311 900 1,524 2644 

Misrepresentation 1,578 1,482 1,321 1,895 2623 

Online trading N/A 55 214 155 95 

 
 

Results of Customer Arbitration Cases 
1998-2002 

 

 1998 1999 2000 2001 2002 

Percent of customer award cases 60 61 53 53 55 

Damages awarded in customer 
cases (in millions) 

163 126 76 97 139 

Average turnaround time (days) n/a n/a n/a 102 106 

Type of security with greatest # 
of cases (ranked from high to 
low) 

Stock 
Options 

LPs 
MFs 

Bonds 

Stock 
Options 

MFs 
Bonds 

LPs 

Stock 
Options 

MFs 
Bonds 

LPs 

Stock 
MFs 

Options 
Bonds 

LPs 
CDs 

Stock 
MFs 

Options 
Bonds 

LPs 
CDs 
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APPENDIX E 

 
CFP Statistics 

(Source:  http://www.cfp.net/Media/survey.asp?category=4)  

 
 
 
 

Origin of Cases 
1998-2002 

 

 1998 1999 2000 2001 2002 

Discovered by CFP Board 87 116 95 75 57 

Originated by Consumer 34 38 28 41 57 

Referred by another CFP 
member 

19 11 13 13 9 

Self-disclosed 101 100 92 93 115 

Totals 241 265 228 222 238 

 
 
 
 

Case Outcomes 
1998-2002 

 

 1998 1999 2000 2001 2002 

Administrative dismissal 38 29 70 24 22 

Private censure 12 26 22 36 30 

Public letter of admonition 9 5 4 6 8 

Suspension 14 18 9 11 12 

Revocation 18 40 24 24 16 

Other 1 8 6 5 5 

Cases Dismissed 118 123 116 129 133 

Totals 210 249 251 235 226 
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APPENDIX F 

 

Ethical Dilemmas 
In-class Discussion 

 

1. RR receives a call from a client requesting to purchase 1000 shares of XYZ Stock.  When 
RR asks why the client wishes to make the purchase, the client explains, “My dad works 
for the company and heard that XYZ will soon be taken over.” 
 
a. Should the RR accept the order? 
b. If he accepts the order, will he be in potential violation of insider trading rules? 
c. Should he get additional information from the client, such as what type of 

position the father has or how he obtained the information? 
d. What course of action should the RR take? 
e. What should he advise the client to do? 
f. Could the RR have processed an unsolicited order? 

 
 
2. The practitioner acts in dual capacity—he is both the Investment and Tax Advisor to the 

client.  Upon his recommendations, the client has used the advisor’s timing service to buy 
and sell mutual fund shares frequently and repeatedly throughout the year.  At year-end, 
the mutual fund family issued a 5-page report detailing all of the trading activity and 
indicating most of the trades as wash sales.  The footnote at the bottom of the page 
recommends that the client consult his tax advisor regarding the tax consequences of his 
activity. 

 
a. Should the Investment Advisor offer tax advice? 
b. Can the Investment Advisor, working in dual capacity, absolve himself of his 

responsibilities as a tax advisor to the client? 
c. Can the advisor be held liable for incorrect tax advice? 
d. Can the advisor be held liable for investment advice which resulted in negative 

tax consequences to the client? 
e. How could the situation possibly be avoided in the future? 

 
 
3. Upon review of the tax data, EA notices and is surprised that his 89-year old client has 

engaged in extensive margin trading activity.  When questioned, the client seems 
completely unaware of the activity and in fact, does not even understand the concept and 
attendant risks of margin trading.  The client explains that he had an account with tax-free 
municipal funds at Brokerage Firm A.  When his stockbroker switched brokerage firms, 
he allowed the RR to transfer the account, but was not told that it would entail the sale of 
these proprietary mutual funds.  Thereafter, the RR invested the newly available funds in 
high tech. stocks.  But, because it was more “fun” and/or lucrative to trade $800,000 than 
$400,000, the RR put the client on margin without explaining the risks or obtaining the 
client’s signature on the Margin Agreement.  The RR then churned the account until an 
unexpected market downturn resulted in numerous margin calls that the client could not 
meet.  Without notice to the client, the RR sold all of the assets in the account to meet the 
calls until a mere $40,000 remained! 

 
a. Identify the unethical activities. 
b. Does the EA, who is also an RR and a member of the NASD, have a 

responsibility to inform the client of the wrongdoings he suspects? 
c. Should the EA report the unethical behavior to the authorities? 
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APPENDIX G 

 
Sample Record Keeping Forms 

(These forms are provided courtesy of SSN, Inc. and should not be duplicated—only the forms of the practitioner’s own B/D should be used) 
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APPENDIX G (continued) 
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APPENDIX G (continued) 
 
 
 

 

mhave
n.n

et



36 

APPENDIX G (continued) 
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APPENDIX H 
 

Sample Client Forms 
(These forms are provided courtesy of SSN, Inc. and should not be duplicated—only the 

forms of the practitioner’s own B/D should be used) 
 

 

Margin Disclosure to Clients of Securities Service Network, Inc. 

Securities Service Network, Inc., ("SSN") is furnishing this document to you to provide some basic 

facts about purchasing securities on margin, and to alert you to the risks involved with trading securities 

in a margin account. Before trading stocks in a margin account, you should carefully review the margin 

agreement provided by SSN and the clearing firm (NFS or Pershing) through which your account is 

maintained. Please consult SSN or your registered representative regarding any questions or concerns 

you may have with your margin accounts. You can contact SSN at 800-264-5499.  

When you purchase securities, you may pay for the securities in full or you may borrow part of the 

purchase price. If you choose to borrow funds to pay for your securities, you will open a margin 

account with SSN. The securities purchased are the firm's collateral for the loan to you. If the securities 

in your account decline in value, so does the value of the collateral supporting your loan. As a result, 

the clearing firm and or SSN can take action, such as issue a margin call and/or sell securities or other 

assets in any of your accounts held through SSN, in order to maintain the required equity in the 

account.  

It is important that you fully understand the risks involved in trading securities on margin. These risks 

include the following:  

You can lose more funds than you deposit in the margin account. A decline in the value of securities 

that are purchased on margin may require you to provide additional funds to your account avoid the 

forced sale of those securities or assets in your account(s).  

Securities Service Network, Inc. or the clearing firm that maintains custody of your account, can force 

the sale of securities or other assets in your account(s). If the equity in your account falls below the 

maintenance margin requirements or the clearing firm's higher "house" requirements, SSN, can sell the 

securities or other assets in any of your accounts, to cover the margin deficiency. You also will be 

responsible for any short fall in the account after such sale.  

Securities Service Network, Inc., can sell your securities or other assets without contacting you. Some 

investors mistakenly believe that a firm must contact them for a margin call to be valid, and that SSN or 

the clearing firm cannot liquidate securities or other assets in their accounts to meet the call unless they 

have been contacted first. This is not the case. Most firms will attempt to notify their customers of 

margin calls, but they are not required to do so. However, even if SSN has contacted a customer and 

provided a specific date by which the customer can meet a margin call, SSN can take necessary steps to 

protect its financial interests, including immediately selling the securities without notice to the 

customer.  

You are not entitled to choose which securities or other assets in your account(s) are liquidated or sold 

to meet a margin call. Because the securities are collateral for the margin loan, SSN has the right to 

decide which security to sell in order to protect its interests.  

·"House" maintenance margin requirements can be increased at any time without the need to provide 

you advance written notice. Changes in margin lending and maintenance policy often take effect 

immediately and may result in the issuance of a maintenance margin call. Your failure to satisfy the call 

may cause SSN to liquidate or sell securities in your account(s).  

·You are not entitled to an extension of time on a margin call. While an extension of time to meet 

margin requirements may be available to customers under certain conditions, a customer does not have 

a right to the extension.  

Acknowledged by:       Date:     Account #:     
    (Client Signature) 
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APPENDIX H (continued) 
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APPENDIX H (continued) 
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APPENDIX H (continued) 
 

 
 

 

mhave
n.n

et



41 

APPENDIX I 
 

Ethics Binder for Enrolled Agents 
 
 
 

Irene Lawrence, EA (as quoted in the EA Journal January/February 2003) recommends 
that tax practitioners gather the following items in a 3-part binder for handy reference: 
 
1. NAEA Code of Ethics (available at www.naea.org) 
 
2. US Treasury Circular 230—Revised July 26, 2002 (available at www.irs.gov) 
 
3. IRC Code Sections for quick reference: 
 

 §6107 Income tax return preparer must furnish copy of return to taxpayer 
and must retain a copy or list 

 

 §6109 Identifying numbers 
 

 §6694 Understatement of taxpayer’s liability by income tax preparer 
[penalties] 

 

 §6695 Other assessable penalties with respect to the preparation of 
income tax returns for other persons 

 

 §6713 Disclosure of use of information by preparers of returns [penalties] 
 

 §7216 Disclosure or use of information by preparers of returns 
 

 §7404 Action to enjoin income tax preparers 
 

 §7427 Income tax return preparers [burden of proof] 
 mhave

n.n
et

http://www.naea.org/
http://www.irs.gov/



