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he recent economic downturn has taken its share of ca-
sualties. The market has soured, jobs have been lost, and
nest eggs have cracked. Few, if any, investors have been
immune to the current “great recession.” As a result, securities
regulators are being called upon now more than ever to pro-
vide protection to displeased investors. In her testimony before
the Senate Subcommittee on Financial Services and General
Government, the new Securities and Exchange Commission
(“SEC”) Chairperson Mary L. Schapiro reiterated the SEC’s
commitment to “vigorous enforcement of the securities laws.”!
According to Ms. Schapiro, since the end of January 2009,
the SEC has filed at least 34 emergency temporary restraining
orders, opened more than 358 investigations, and has issued at
least 188 formal orders. These numbers represent significant
increases compared to the same period of 2008.> Ms. Schapiro
also noted the hiring of Robert Khuzami as the SEC’s new
Director of Enforcement. Mr. Khuzami, a longtime federal
prosecutor who served as Chief of the Southern District of New
York’s Securities and Commodities Fraud Task Force testified
recently before the U.S. Senate Banking, Housing, and Urban
Affairs Subcommittee on Securities, Insurance, and Investment.
Mr. Khuzami noted the need for increased funding to enable
the Enforcement Division to meet today’s challenges.’ The need
for additional Enforcement Division resources was also noted
in the March 2009 report by the United States Government
Accountability Office (“GAO”).*
In these unprecedented times, not only are investors faced with
a dismal economy, but investors are also confronted by complex
investments, insurance/security hybrids, and confusing, sometimes
contradictory information. As of late, professionals in the financial
industry have had to maintain a delicate balance and keep a watchful
eye to ensure compliance with federal, state, and Financial Industry
Regulatory Authority (“FINRA”) laws, regulations, and rules. In this
article, we provide a glimpse into recent regulatory enforcement actions
involving some of the most vulnerable investors — seniors. Given the
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volatile state of the financial markets, fallout from
the Bernard Madoff fraud, increased scrutiny on the
roles and effectiveness of the various industry regu-
lators, the near future should hold the possibility
of significant regulatory changes. Indeed, new rules
have already been approved with others waiting in
the wings. In the current recession, investor protec-
tion is of paramount importance, and one can be
certain that the protection of senior investors will
continue to be a priority.

When we speak of senior investors, we define the
group to include those at or near retirement, with
assets that are or may be irreplaceable. Census data
released in May 2008 shows that close to 38 million
Americans are 65 years old or older, which accounts
for thirteen percent of the population of the United
States.” FINRA Notice to Members (“NTM”) 07-
43 states that number of Americans “at or nearing
retirement age is growing at an unprecedented pace.
By 2030, almost 1 out of every 5 Americans — ap-
proximately 72 million people — will be 65 years old
or older.” Clearly, senior citizens form a large — and
growing — segment of our society.

Legislation, Regulation and
Enforcements

According to FINRA, there are no special rules for
senior investors; however, age and life stage are im-
portant factors for firms to consider. In addition to
NTM 07-43, there have been several recent initia-
tives aimed at protecting or advancing the rights of
senior investors. The SEC, along with FINRA and
the North American Securities Administrators As-
sociation (“NASAA”) held a second annual “Senior
Summit” in September 2007 and issued a report that
then-Commissioner Christopher Cox described as a
“wake-up call for securities regulators, the financial
services industry and especially older investors.”
Currently, legislation is pending before federal
and state legislatures, which provides enhanced
protection against — and enhanced penalties for
— securities violations involving senior inves-
tors. The “Senior Investment Protection Act of
20097, §.900, sponsored by Senators Kohl and
McCaskill, would provide grants to states for
enhanced protection of seniors.” These grants
would be limited to states that have adopted
“to the extent practicable” the NASAA Model
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use the grants to fund additional staff, tech-
nology, educational materials, and to enhance
provisions of state law to protect seniors against
misleading or fraudulent practices. Similarly,
the “Senior Investor Protections Enhancement
Act of 2008,” introduced by Senators Kohl and
Casey, provides for additional penalties for viola-
tions against seniors. At the state level, there is
also a growing movement to impose enhanced
penalties for those who prey upon seniors.® For
example, legislation pending in Missouri, S.B.
91, modifies provisions of the state Securities Act
to provide a minimum $50,000 fine for persons
convicted of criminal securities fraud against an
elderly or disabled person and empowers the state
commissioner of securities to impose enhanced
penalties for securities fraud against the elderly
or disabled.’

Having said this, apart from instances of outright
fraud, review of recent state and regulatory enforce-
ment actions has revealed little in the way of new
developments regarding senior investors. FINRA
recently barred a broker for converting and improp-
erly using more than $600,000 from the holdings
of elderly customers. The broker deposited checks
into his personal accounts and used the funds for his
own benefit. According to Susan L. Merrill, FINRA
Executive Vice President and Chief of Enforcement:
“FINRA is committed to identifying and expelling
anyone under our jurisdiction who preys on the
trust and goodwill of his customers, particularly
vulnerable customers like seniors.”

In another recently concluded action, a large
broker-dealer was fined $3 million and ordered to
pay more than $4.2 million in restitution to retir-
ees to resolve charges that the firm’s supervisory
system failed to detect and prevent brokers from
persuading employees to take early retirement
based upon unrealistic promises of consistently
high investment returns and by espousing unsuit-
able investment strategies. Susan L. Merrill of
FINRA stated: “Protecting investors who have re-
tired or are considering retirement has been one of
FINRA's top priorities.” According to Ms. Merrill,
“Brokerage firms and brokers who serve investors
considering retirement must ensure that their
customers are given suitable investment recom-
mendations based upon reasonable assumptions
of market performance and are given thorough
disclosure of investment risks.”

PRACTICAL COMPLIANCE & RISK MANAGEMENT FOR THE SECURITIES INDUSTRY



Seniors — The Laws, The Rules, The Cases

Annuities

Registered persons and firms continue to face sanc-
tions from both FINRA and state regulators for
the improper sale of variable annuities to seniors.
FINRA recently fined a large firm and ordered the
firm to pay more than $260,000 in restitution for a
series of violations related to variable annuity sales
and exchanges. Recent state enforcement actions
have focused on situations where a high percentage
of the senior investor’s net worth has been placed
into the annuity, as well as 1035 exchanges that
detrimentally impact the senior investor (e.g., de-
creased death benefit, extended surrender period,
etc.). According to Ms. Merrill: “Variable annuities
are complex investments that are designed to be
retirement savings vehicles and are meant for the
long-term investor.” FINRA has also stated that
“marketing efforts used by some variable annuity
sellers deserve scrutiny — especially when seniors
are the targeted investors. . . . One scare tactic
used with seniors is to claim that a variable annu-
ity will protect them from lawsuits or seizures of
their assets.”

In a related vein, the SEC recently approved
Rule 151, which applies to equity-indexed annui-
ties issued on or after January 12, 2011." The new
rule resolves the issue of whether equity-indexed
annuities are insurance products or securities. The
new rule provides that if the amounts payable by
the insurer under the contract are more likely than
not to exceed the amount guaranteed under the
contract, the indexed annuity is not an insurance
or annuity contract exempted by Section 3(a)(8) of
the Securities Act. Thus, the equity-indexed annuity
would be subject to the investor protections pro-
vided by the federal securities laws." It is not now
known whether state law and FINRA regulation
will follow with their own law and regulation of
these products, but given the abuses of the product,
such regulation would be expected.

Viaticals

Regulators are also scrutinizing the sale to seniors
of viatical settlements (also referred to as “life
settlements” or “senior settlements”) and “reverse
mortgages.” A viatical settlement involves the pur-
chase by an investor of another person’s life insurance
policy. The policy is typically sold to the investor for
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less than its face value, which provides the insured
with immediate cash. When the insured dies, the
investor collects the full face value of the policy.

According to an April 2009 Release by the NA-
SAA, “[s]tate securities regulators continue to see
problems of fraud and abuse in the growing life
settlement industry.”? Testifying recently before
the U.S. Senate, NASAA President Fred Joseph,
stated that “[l]ife settlements are complex financial
arrangements, involving both securities and insur-
ance transactions. . . . [R]egulating them effectively
requires a joint effort by securities and insurance
regulators, each applying their laws and expertise
to different aspects of the product.” In March
2009, the New York State Insurance Department
proposed legislation regarding viatical settlements,
stating that “[i]n these times of economic uncer-
tainty, there is strong pressure on people pressed
for cash to sell valuable assets, such as life insurance
policies.” The proposed legislation in New York
would authorize the State Insurance Department
to regulate licensing for life settlement providers
and brokers. The proposed legislation would also
require heightened disclosure of information con-
cerning the viatical settlement contract. Further,
the legislation would seek to establish safeguards
against the unlawful release of information about
the identity of an insured individual or policy
owner without consent. FINRA is also reportedly
considering the issuance of guidance related to
viatical settlements.

Reverse Mortgages

Last year, FINRA issued an Investor Alert regard-
ing “reverse mortgages.”'* A “reverse mortgage” is
a type of mortgage, sold only to individuals aged
60 years or older, in which a homeowner borrows
against the value of his or her house. While interest
does accrue, the borrower pays no interest during
the life of the loan. The loan becomes due when
the borrower dies, sells his or her home, or leaves
the home for more than a year (e.g., to enter an
elder care facility). Because interest accrues, at
loan maturity the borrower is likely to owe more
than what was borrowed. The amount owed may
also be affected by declining home values or by the
borrower living longer than expected.

According to the FINRA Investor Alert, reverse

mortgages are expensive, with interest rates that
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sometimes equal 4 percent to 8 percent of the loan
value. Because borrowers still own the home, they
remain responsible for taxes, insurance, and other
costs. FINRA warns that if a borrower is “not able
to meet these obligations, the lender may have the
right to foreclose on your home, leaving you in the
worst possible situation — no place to live, and no
more home equity to draw on.”

Recently, regulators have been responding to
deceptive practices with regard to reverse mort-
gages. For example, House Bill 2513, dealing with
reverse mortgages, was recently proposed before
the Arizona State House of Representative. H.B.
2513 would require, among other things, that
loan originators receive certification from the hom-
eowner that the homeowner has received financial
counseling from an independent third party. The
bill would also require that loan originators provide
the homeowner with a statement and explanation
of rights, obligations, and remedies at least ten days
before closing. A loan originator’s failure to abide
by these and other requirements would constitute
consumer fraud.
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