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Strict Liability Has No Place In 'Should Have Known' Case 

By Brian Rubin and Michelle McIntyre (June 8, 2020, 4:29 PM EDT) 

In a May 21, brief filed with the U.S. Court of Appeals for the D.C. Circuit in Thaddeus 
North v. U.S. Securities and Exchange Commission, the SEC turned "should have known" 
liability into a strict liability standard.[1] The D.C. Circuit should not apply this 
interpretation. 
 
The Case Against North at FINRA and the SEC 
 
In July 2013, the Financial Industry Regulatory Authority initiated an enforcement action 
against a registered representative of a broker-dealer, the firm's chief executive officer, 
and Thaddeus North, who was the chief compliance officer.[2] 
 
The registered representative was charged with enabling a statutorily disqualified person, 
or SDP, to operate as an unregistered person, circumventing the registration 
requirements. The CEO was alleged to be the registered representative's supervisor 
and was charged with failing to supervise the registered representative's relationship 
with the SDP.  
 
FINRA charged North with failing to report to FINRA the registered representative's relationship with the 
SDP, among other things. Under FINRA rules, firms are required to report to FINRA if the firm or an 
associated person is involved with an individual subject to statutory disqualification within a certain 
period of time after the member knows or should have known of the relationship. Under the firm's 
procedures, North was responsible for such reporting.  
 
FINRA did not allege that North knew of such a relationship, but rather that North was aware of the 
agreement between the registered representative and the SDP "as a result of the inquiries made by 
FINRA's staff during a March 2010 examination of" the firm. This is the should-have-known charge. 
 
The hearing panel found that in connection with the FINRA exam, North briefly reviewed invoices 
between the registered representative's entity and the SDP's entity, sent them to the CEO, and then 
reported them to FINRA. At that time, North did not know that one of the entities was connected to the 
SDP. Pursuant to a subsequent FINRA request, North saw the agreement between the registered 
representative's entity and the SDP's entity but again didn't know about the connection with the SDP.  
 
To determine whether North should have known, the hearing panel considered North's alleged failures 
to follow up on red flags: "North did not question [the registered representative] about the agreement, 
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did not investigate the relationship between [the SDP's business] and [the registered representative], 
and did not attempt to learn the details about [the SDP's business]." 
 

The hearing panel then stated: 

Had he done so and asked [the registered representative] who she was dealing with at [the SDP's 
business], North likely would have learned of [the SDP's] connection to [the SDP's business] and 
his ongoing relationship with [the registered representative]. 

 
Thus, the hearing panel's decision turned on speculation about what North likely would have learned, if 
he had followed up. The FINRA hearing panel found North liable for the violations. He was fined $10,000 
and suspended for 30 business days for failing to report the registered representative's relationship with 
the SDP, in addition to being sanctioned for the other violations.  
 
North appealed to FINRA's National Adjudicatory Council[3] and then to the SEC,[4] both of which found 
him liable. Rather than applying the "likely would have learned" standard used by the hearing panel, the 
NAC and the SEC conflated North's alleged failures to follow up on red flags with the should-have-known 
standard. 
 
According to the NAC and the SEC, the failure to follow up on the red flags was sufficient to establish 
that North should have known. Both of them found that North should have known, but didn't, because 
he failed to follow the red flags.  
 
According to the NAC, when the registered representative provided North with the service agreement 
and invoices, he "should have learned about [the registered representative's] relationship with [the 
SDP], triggering North's obligation to report it to FINRA." 
 
The NAC also found that North should have known about the relationship in March 2010 because he 
"should have sought additional details."  
 
On appeal to the SEC, the commission found that FINRA proved should-have-known liability because 
North "did not question [the registered representative] about the agreement or invoices or investigate 
further." 
 
The SEC went on to state: 

We agree with the NAC that these facts should have led North to inquire about that relationship. 
Accordingly, North violated [the relevant FINRA rules] because he did not report [the registered 
representative's] and [the SDP's] relationship to FINRA although he should have known about it. 
 
Both the NAC and the SEC got it wrong: following up on red flags does not necessarily establish that 
someone should have known about something. Indeed, the hearing panel's "likely would have learned" 
language proves the point. The SEC's brief to the D.C. Circuit continues that faulty reasoning. 
 
The Appeal to the D.C. Circuit 
 
North appealed to the D.C. Circuit. In its brief, the SEC argued that the should-have-known concept 
requires inquiry and the law "treats a person as possessing whatever knowledge inquiry would have 
produced." 
 



 

 

In other words, people must follow up on red flags, and if that follow up would have yielded evidence of 
the wrongdoing, then that knowledge is imputed. Instead of applying this test, the SEC applied a strict 
liability analysis to the facts. 
 
The SEC cited its finding that, "in the face of red flags," North should have "inquire[d] about" the 
relationship. The SEC then inexplicably concluded that North's "failing to even 'question [the registered 
representative] about the agreement or the invoices," means that he "failed to fulfill his [FINRA rule] 
obligation." 
 
The SEC's analysis is faulty for several reasons. 
 
First, the SEC ignored the second prong, which requires analyzing the knowledge that the inquiry "would 
have produced." Instead, the SEC assumed that if North inquired about the relationship, he would have 
learned that an SDP was associated with the firm. Without performing such an analysis, the SEC was 
applying a strict liability approach, which is inconsistent with should-have-known liability. The SEC's brief 
cited two cases that made this point.[5]  
 
Second, even if the SEC had analyzed the second prong, there is no evidence that if North had inquired 
about the relationship, he would have gained sufficient information to file a notification with FINRA. In 
certain circumstances, if someone follows up on red flags, that inquiry produces knowledge. 
 
For example, if North failed to read emails containing the subject heading "our secret deal," which could 
constitute red flags, and if those emails discussed the secret relationship between the registered 
representative and the SDP, then North would have learned about the relationship if he had followed 
up. 
 
In that hypothetical, he should have known about their relationship, but he didn't because he failed to 
follow up. For this hypothetical, the nexus between North's following up on the red flag and his learning 
about the relationship is direct. In contrast, the actual facts are substantially different, and FINRA 
presented no evidence showing that if North had followed up, he would have learned about the 
relationship. 
 
The most FINRA established is that North could possibly have learned about the relationship, and such a 
finding is insufficient to support a should-have-known charge.  
 
The hearing panel analyzed the facts and found that if North questioned the registered representative 
about the agreement, investigated the relationship between the SDP's business and the registered 
representative, and attempted to learn the details about the SDP's business, he likely would have 
learned about the relationship. 
 
"Likely would have learned" falls short of the D.C. Circuit precedent, which requires an analysis of what 
"knowledge [the] inquiry would have produced."[6]  
 
The hearing panel's findings are not supportable. Although the hearing panel may believe that 
registered representatives will answer a compliance officer's questions truthfully, that a compliance 
officer can investigate issues the same way that FINRA does, and that an SDP will cooperate with a 
compliance officer at a firm that the SDP is not associated with, the reality is different. 
 
The reality is that registered representatives do not whither under questioning by compliance officers.  



 

 

In this case, there is ample evidence that the registered representative likely would have continued to 
keep the relationship a secret. 
 
First, the registered representative never previously informed the firm or North of the relationship 
despite numerous opportunities to do so. FINRA, in fact, charged the registered representative for her 
deception. 
 
Second, the registered representative benefited significantly from keeping the arrangement a secret. 
According to the complaint, the firm paid her almost $1.8 million in net commissions due to her 
relationship with the SDP, while she previously earned only approximately $80,000 a year as the SDP's 
assistant at another firm. Given these facts, it was not reasonable to conclude that North likely would 
have learned about the relationship by questioning the registered representative.  
 
FINRA also presented no evidence of how North could have obtained information from the SDP. North, 
as CCO, did not have FINRA's Rule 8210 to force the SDP or the registered representative to provide 
documents or information. 
 
In addition, given the financial interest the SDP had through his relationship with the registered 
representative, it seems highly unlikely that the SDP would have told the CCO anything. 
 
The SEC, in its brief to the D.C. Circuit, brushed past these issues. Instead, it applied a strict-liability test, 
simply asserting that North should have followed up on the red flags and, if he did, he would have 
somehow magically learned about the SDP. Rather than concern itself with what kind of answers North 
may or may not have received if he had followed up, the SEC concluded that he is strictly liable because 
he didn't follow up.  
 
Finally, the SEC failed to consider the relevant standard of care regarding North's failure to follow up. 
The history of Rule 4530 suggests a scienter approach. 
 
In the notice of filing for FINRA Rule 4530, in response to a comment that the "'should have known' 
standard is too demanding," the SEC stated, "[t]he purpose of the 'should have known' standard is to 
ensure that members do not intentionally avoid becoming aware of a reportable event." 
 
Thus, FINRA would have needed to prove that North "intentionally avoid[ed] becoming aware" of the 
relationship by not following up or, alternatively, that his behavior was an extreme departure from the 
standards of ordinary care. FINRA presented no evidence to support this standard.  
 
There is evidence that North did not act with bad intent. At the Hearing, North contended that he didn't 
view the relevant facts as red flags that needed to be followed up: "I don't think I would ever look at a 
company — if [the registered representative] hired a cleaning service, I wouldn't look at the cleaning 
service and try to find out who owns it and who operates it and things like that." 
 
Indeed, the hearing panel noted that "there was nothing on the face of the [agreement] that struck 
[North] as illegal or immoral." While FINRA and the SEC disagrees with whether these facts constituted 
red flags and whether his follow up was reasonable, there is nothing suggesting that North acted 
intentionally in trying to avoid becoming aware of the relationship. 
 



 

 

For example, there is no evidence that he received kickbacks from the registered representative or the 
SDP, or that he would have suffered repercussions from his firm if he had become aware of the 
relationship. Under the proper standard of care, the D.C. Circuit should not find North liable. 
 
Conclusion 
 
In this case, a proper should-have-known analysis under Rule 4530 needs to analyze what information 
North would have discovered if he had followed up on red flags and whether he intentionally avoided 
becoming aware of a reportable event. FINRA failed to present evidence on either issue, and the SEC's 
brief ignored these standards. 
 
North was not charged with a strict liability violation, and the D.C. Circuit should, therefore, find him not 
liable on this charge.  
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