
































branch office or OS] of the firm from which the
person conducting business at the non-branch
location is directly supervised.

Rule 3010(g)(3) provides that:

(3) A member may substitute a central office address
and telephone number for the supervisory
branch office or OS] locations referred to in
paragraph (g)(2) above provided it can demon-
strate to the Association’s District Office having
jurisdiction over the member that it has in place
a significant and geographically dispersed super-
visory system appropriate to its business and that
any investor complaint received at the central
site is provided to and resolved in conjunction
with the office or offices with responsibility over
the non-branch business location involved in the
complaint.

It is important to remember that the terms “Branch
Office” and “OSJ” are not synonymous. Because the dif-
ferences in supervisory requirements between Branch
Office and OS] can be confusing, the terms need to be
reviewed carefully when, for example, determining
whether an office really is an OS] or whether a Branch
Office falls within the subparagraph (g)(2) definition. The
branch office exclusions of Rule 3010(g){(2) offer a variety
of helpful relief for remote offices and representatives.
Further relief may be found in subsection (g)(3) of Rule
3010, which permits a member to substitute a central
office address and telephone number for the supervisory
branch office or OS] under certain conditions, the most
important of which is that a supervisory program exists to
review complaints and to see that they are followed up
with the local office.

The NASD has proposed revision of the definition of
“Branch Office” in NASD Rule 3010(g)(2) designed to
allow registration of branch offices through the central
registration depository system. The proposed definition
has gone through several amendments as a result of com-
ments from the public and National Association of Securi-
ties Administrators. The current definition of a branch
office as set forth above applies to any location identified
to the public as a location in which the member conducts
an investment banking or securities business. The pro-
posed definition is any location other than the main office
where one or more associated persons or members regu-
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larly conduct the business of effecting any transactions in
or inducing or attempting to induce the purchase or sale
of any security or that is held out as such, excluding:

{A) a customer service or back office type function
where there are no sales activities;

(B) certain associated persons’ primary residences
subject to certain limitations and restrictions;

(C) temporary locations used for securities business
less than 30 days a year (i.e., secondary residence
or summer home);

(D) an office of convenience to meet with customers
where they are located, which is ot held out to
the public as a branch office;

{(E) any location that is primarily engaged in non-
securities activities and from which there are less
than 25 securities transactions effected in any
one year, provided there is information concern-
ing the address, telephone number, location from
which the associated person regularly conducts
business;

(F) activities on the floor of a registered national
exchange; and

(G) a temporary location in connection with a busi-
ness continuity plan.

Unfortunately, the change in the rule will sweep in a
number of locations that were previously not branch
offices, primarily trading offices where firms conduct pro-
prietary trading on electronic markets. Electronic markets
were not excluded from the national securities exchange
definition. Thus; a broker-dealer that trades on eSpeed or
similar upstairs electronic securities markets and does not
hold the office out to the public and does not deal with
any customers but conducts only proprietary trading will
fall within the proposed definition. The proposal has
been pending for some time and there is still controversy;
it is unclear whether the new definition will be adopted.

New York Stock Exchange Rule 342

The SEC recently approved the amendment to NYSE
Rule 342 and certain other rules of the NYSE so that such
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rules are similar to the amended NASD Rules 3010 and
3012. The effective date of Rule 342 and other recent
NYSE rules adopted at the same time was January 31,
2005, the same effective date as the new NASD rules.
The NYSE amended Rule 401 with respect to transmitting
funds from customer accounts, customer changes of
address and customer changes of investment objectives,
requiring new procedures with respect to all of those
areas. Also, Rule 408 was amended to be parallel to the
NASD rule changes discussed previously. Rule 410 was
changed with respect to maintenance of orders received
from customers and changes in account name or designa-
tion. While Rule 342 does not define a branch office, it
does require prior NYSE consent for each office “other
than a main office.” Thus, under the literal wording of
the rule, when a registered representative operates from
home or a remote location, each such location is consid-
ered an office. However, the NYSE has supplemented
Rule 342 so that the rule is similar in concept, if not
wording, to the NASD rule. For that reason, NYSE Rule
342 is not discussed at length in this paper.

ll. COMPLIANCE OFFICERS
The SEC Position

Over the past 10 years, the SEC enforcement staff and
various self-regulatory organizations have brought pro-
ceedings against compliance officers for failure to super-
vise. The SEC has clearly stated that legal and compliance
personnel are not automatically supervisors for purposes
of the 34 Act. The SEC and other regulators, when deter-
mining whether a compliance officer has supervisory
responsibility, will focus on the degree of responsibility,
ability, or authority to affect the conduct of the broker
whose behavior is at issue. See In re Gutfreund.3 A more
basic test is whether the compliance officer has the ability
to hire or fire an employee. See In re Arthur james Huff.*
However, since Gutfresnd, this later test is not definitive.
Under Gutfreund, a compliance officer will be deemed to
be a supervisor if it is shown that he or she was in a
unique position in relationship to the wrongful conduct
such that he or she has the ability to stop it and that the
employer has authorized the particular compliance per-
sonnel to go beyond his usual compliance and legal duties
to supervise a particular employee or operation.

3. 52S.E.C. 2849, 1992 SEC Lexis 293 (Dec. 3, 1992).
4. S0S.E.C. 524, 1991 WL 296561 (Mar. 28, 1991).
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In the 21(a) Report accompanying the Gutfreund con-
sent order, then-Commissioner Mary L. Schapiro (now
President of the NASD) stated as follows:

There are three critical messages in this
report conceérning who may be deemed to be
a ‘supervisor.’ First, employees who have
legal or compliance responsibilities do not
become ‘supervisors” solely because of their
positions. In other words, the Commission
will analyze each case on the basis of its
unique facts and circumstances, taking into
account the managerial structure of the par
ticular firm and the devolution of responsi-
bility within the firm. Second, the determi-
nation of whether a particular person is a
supervisor depends on whether, under the
facts and circumstances of a particular case,
that person has a requisite degree of respon-
sibility, ability or authority to affect the con-

. duct of the. employees whose behavior is at
issue. Again, the facts and circumstances are
crucial, as is an analysis of responsibility and
control, to making the determination. And
third, it is possible, to become a supervisor
under a particular set of facts and circum-
stances, even if formerly you did not have -
‘direct supervisory responsibility for any of
the-activities of the employee.’

* * * * *

In my view, the facts and circumstances
which may make you ‘become’ a supervisor
vis-3-vis a particular employee, when for-
merly you were not, are (1) your knowledge
and awareness of allegedly improper con-
duct, and (2) being so situated within a firm
that you have some ability to affect the con-
duct at issue.’ :

Most large wirehouses consider their compliance offi-
cers to be staff personnel, not line supervisors, and their
procedures make it clear that the compliance officers do
not supervise specific registered representatives or princi-

5. Remarks of Commissioner Mary L. Schapiro, Broker-Dealer
Failure to Supervise: Determining Who is a “Supervisor,” at
14-15, SIA Compliance and Legal Seminar (Mar. 24, 1993).
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pals. Compliance staff provide compliance advice to line
supervisors but the decision as to whether to hire, fire,
discipline or carry out the advice remains with the line
supervisors. However, if the written supervisory proce-
dures, particularly the designations of supervisors, are not
clear regarding who has responsibility for supervision of a
particular person, the compliance officer maybe charged
as a supervisor. The SEC and the self-regulatory organi-
zations’ basic principle seems to be that if the written
supervisory procedures do not clearly delineate the line of
supervision, all persons dealing with a violator will be
charged for failure to supervise. It appears that the SEC is
reaching in seme cases beyond its past acknowledged
standard to name compliance personnel if (1) they are
very senior persons; (2) they can, by reason of their influ-
ence within the firm, cause a person to be terminated or
stop the violative conduct. This could create troublesome
precedent due to its: fact-intensive nature and the difficulty
of application. If continued, ultimately, the courts and
the SEC are going to have a difficult time dealing with the
potentially arbitrary nature of this standard.

It is critically important that compliance officers estab-
lish a supervisory chain of command which does not
include compliance personnel. Supervisory procedures
should not specifically assign supervisory. responsibilities
to compliance professionals:. I they do, then the compli-
ance personnel may have supervisory responsibilities. Of
course, the fact that compliance personnel review actions
or activities of others will not necessarily amount to direct
supervision,

The NASD and NYSE

Notwithstanding some comments to the contrary, the
recent amendments to NASD.Rule 3010 and the adop-
tion of Rules 3012 and 3013 and the companion NYSE
rules increase the-risk of disciplinary action for compli-
ance officers. It is interesting to note, however; that the
NASD in promulgating Rule 3013 departed from its pro-
posed rule which also required certification by the chief
compliance officer. The NASD staff recently stated that
the rule should not increase the risk for compliance offi-
cers. However, because of the responsibility for evaluat-
ing the compliance system, for reporting to the chief
executive officer and a variety of other issues that are
raised, the chief compliance officer and compliance per-
sonnel will be the subject of complaints by claimants in
arbitration and by plaintiffs in litigation. In arbitration,
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the tribunal generally lets claimants argue any position
and often treats violations of NASD and NYSE rules as
actionable even though they may not be a legal cause of
action. In litigation, it is unlikely that the mere violation
of a supervision rule itself will constitute a legal cause of
action. However, from an evidentiary standpoint, it may
be offered to prove either intent or evidence of lack of
supervisory control resulting in vicarious liability of a
broker-dealer for violation by employees. With respect
to NASD and NYSE disciplinary proceedings, the rules
create a significant number of responsibilities for compli-
ance personnel and officers, all of which could involve
disciplinary action in the event of a violation of the intri-
cate rules established by NASD rules 3010, 3012, 3013
and the NYSE companion rules.

/1. DESIGNING THE SUPERVISORY STRUCTURE

In large part, an efficient; effective supervisory restruc-
ture is no more than an efficient management structure.
Supervisory controls from a regulatory standpoint are in-
most cases good management controls. An efficient,
effective supervisory structure should have adequate:
supervisory controls giving reasonable assurances of (1) {
reliability of reporting and effecting transactions; (2) com-
pliance with applicable rules and laws; and (3) reliability
of financial reporting. To achieve this, the elements dis-
cussed below need to be considered.

The Control Environment

A control environment requires a number of things,
including (1) a general philosophy of high ethics through-
out the firm; (2) an arganizational structure providing for
control; (3) human resource department participation;
and (4) compliance Department participation.

The SEC and the NASD have often talked about the
tone at the top. That means that the top executives, in
their day-to-day business dealings with their subordinates,
demonstrate a philosophy of ethics and integrity. All
firms should have a code of ethical conduct. The mission
statement of the firm should also clearly reflect the tone at
the top. There should be adequate training regarding the
code of conduct, ethics, legal and regulatory requirements
for all personnel. Performance and incentive compensa-
tion should be designed to avoid unrealistic performance
goals that undermine ethics and create inherent conflicts
resulting in violations of law and regulatory requirements.
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The control environment should have a procedure to
resolve close ethical and legal calls with appropriate docu-
mentation. It should also encourage careful and realistic
risk assessment as explained below.

Risk Assessment

Risk assessment is a very important element of an
appropriate supervisory structure. In the first instance,
identification of risk is a significant job. Each significant
organizational, structural and business risk needs to be
identified. Business risk includes conflicts and ethical
issues as well as legal and regulatory issues. Risks need to
be continually assessed as changes are made in the busi-
ness of the entity, the activities of its competitors, the
technology available and the business climate. Risk must
be assessed but the assessment obviously has to be reason-
able because every business is threatened with enumerable
risks, not all of which can be identified. Therefore, rea-
sonable risk assessment is the key - the ones that are a real
threat or a possibility. Another key element is manage-
ment of risk with internal controls. Although risk control
is a management task, the compliance department must
work with management to control risk. In all steps of risk
assessment; the compliance department must be a key par-
ticipant. The identification of the risk, the assessment of
risk and the development of contrels for management of
the risk should involve the compliance department in
almost all phases.

Control Activities

Control activities are another important element in
structuring an efficient supervisory structure. As part of
the structure, it must be clear as to who is accountable to
whom and for what. This needs to be articulated not only
in an organizational chart, but in specific job descriptions
for each supervisor. This requires the active participation
of the compliance department as well as supervisory man-
agers. Most importantly, the job descriptions must be
realistic and must conform to reality of the business. In
addition, job descriptions must be certain to cover all of
the areas of responsibility, including the person’s supervi-
sory compliance duties. Compliance procedures need to
specifically instruct supervisors as to how supervision
should be documented. The control activities must be
changed on a regular basis as there are changes in the
business, competitors and in technology and business
practices. To accomplish this, it is necessary to periodi-
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cally review and test all of the procedures and policies and
the supervisory structure control activities.

Information and Communication

Information and communication is another critical ele-
ment. The supervisory structure must be designed so that
there is a free flow of information at all times to and
between management supervisors at all levels. Informa-
tion must also simultaneously flow to the compliance
department. As the information goes up the line of super-
visors, it must be condensed so that it is truly usable by
senior managers. The flow of information must be
designed to be usable by not only management but by the
compliance department. Importantly, the information
and communication system will rely to a large extent on
computer systems, testing and exception reports. Howev-
er, exception reports must be realistic. There must not be
too many false positives.

Notwithstanding the developments in software and
computer compliance systems today, there is no substitute
for individual review. The key is communication with the
individuals being supervised as to what they are doing,
how they are doing it and why they are doing it. The
ability to review, ask questions and understand why
supervised persons are engaging in specific activity
requires training of the supervisor in communications, a
healthy skepticism and how to follow up when things that
seem out of place or too good to be true.

Monitoring

The last key element of a supervisory structure is a pro-
gram for monitoring. Day-to-day monitoring by supervi-
sors and the compliance department is critical. This
involves systems, exception reports and most importantly
knowing how supervised personnel are carrying out their
business functions. Day-to-day monitoring must also
include the compliance department’s review of exception
reports and communications from supervisors seeking
advice.

Important elements of monitoring are inspections and
audits. Regular inspections are required by the NASD and
NYSE rules. Routine inspections in most cases should be
on a surprise basis. The supervisory procedures should
also envision for-cause inspections. There should be
parameters determining when to conduct a surprise
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inspection for cause, but the procedures should provide
for judgment calls as to whether or not to proceed with a
for-cause surprise inspection. In all cases, there should be
an audit or inspection program, which may need to be
expanded or contracted, depending upon the particular
issues and nature of the audit. A report should always be
prepared. The firm’s procedures should provide for use of
either employees who are independent from the function
being inspected, or outside independent auditors, such as
law firms or other firms that conduct regulatory inspec-
tions. There should be procedures to evaluate the inspec-
tion report by both management and the compliance
department. Significant deficiencies should be brought to
the attention of the highest level of the firm. The proce-
dure should detail how deficiencies should be brought to
senior executives or the audit committee in the case of
public companies. The procedures should include a pro-
cess for evaluating remedies for the deficiencies, imple-
mentation of the remedies, and most importantly, after a
period of time, testing the remedies to provide reasonable
assurances that they are functional.

The Oversll Structure

Creating a supervisory structure today is a challenge. In
the past, broker-dealers were smaller and simpler and
tended to be more specialized. Today, some firms engage
in retail sales, institutional sales, corporate finance,
research, proprietary trading, making markets on and off
exchanges and other diverse activities. In the traditional
organization, a chief executive officer has three or four
other key executives reporting to him: normally the chief
financial officer, the chief legal officer and the head of
sales. In large firms, the head of corporate finance and
research and sometimes a head of market activity, includ- .
ing proprietary trading, report to the chief executive. offi-
cer as well. Today, many of these functions need to be
segregated at least at two levels below the chief executive
officer so that-there are separate executives heading each
of retail sales, institutional sales, research, corporate
finance, proprietary trading and market making. In many
cases, protective walls are required between research and
corporate finance, between corporate finance, research
and proprietary trading, and between market making and
proprietary trading. In addition, because of the wide
range of activities, a large firm has a significantly complex
job in structuring its compliance structure. Smaller or
specialized firms also may have conflicts that need to be
carefully reviewed, but in general it is simpler. For the
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large firm, there are obviously many structures.

Each of the line departments should have a relationship
with the chief compliance officer at the senior executive
level, but also at each level down the line. For example,
each branch office should report up the line to the head of
retail. However, each branch office manager should have
a liaison directly with the compliance department. There
should be a liaison between the compliance department
and each lowest level supervisor and a liaison between
each supervisor from the lowest level, such as the branch
manager, and each district manager, regional manager
and national retail sales manager.

- The Compliance Department Within the Firm Structure

Today it is recommended for most firms that the chief
compliance officer report directly to the chief executive
officer. The chief compliance officer is normally a staff
function and is not a line functior with a right-to-hire or
fire, although the compliance function needs to be part of
the decision-making process with respect to retention of
employees that may have had violations of either firm pol-
icy ar the law. Based on my personal experience, it is a
mistake for the chief compliance officer to report to the
general counsel because in such cases the general counsel
becomes a de facto chief compliance officer in many cases.
I believe that it is better to separate the legal function
from the compliance function for a variety of reasons.
Obviously the law department will be involved with the
compliance department, but their role is significantly dif-
ferent than the role of the compliance department.

The compliance department may or may not have an
internal audit function. Internal-audit department in
many firms may perform such functions as-part of the
compliance department because of efficiency. However,
the internal audit department may be completely indepen-
dent from the compliance department and carry out the
Rules 3010 and 3012 inspections.  However, my experi-
ence is that most firms are placing the inspection function
within the internal audit department, whether it is under
the compliance department or completely independent of
the compliance department. If the firm is big enough this
may work well. It is possible to outsource the inspection
or audit function to law firms or compliance organiza-
tions, However, the compliance department must be in a
position to assist in structuring the inspections, reviewing
the reports and from time to time getting into detail
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behind the report, including workpapers of the internal
auditors. Structure of the compliance department will
vary enormously depending upon the size of the firm and
its activities. In a large firm, there will be specialists in the
compliance department for retail sales, institutional sales,
research issues, corporate finance issues, proprietary trad-
ing issues and market making. If the firm engages in
international operations, there will be compliance special-
ists in those areas.

Another important element of the compliance depart-
ment is its systems, primarily today electronic systems
which will enable the department to review a wide range
of transactions and to sample them as need be. The sys-
tems need to be designed so that they can be easily
changed to review different types of activities as the mar-
kets change and business methods change. Exception
reports are an important part of the review system. @l
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