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PETTTTONERS’ REPLY BRIEF

In accordance with the Court’s Scheduling Order filed herein on August 11, 2015,
Petitioners file this reply brief. All terms defined in Petitioners’ Opening Brief filed August 17,
2015 (*POB”) have the same meaning here. See Glossary of Terms attached to the POB. The
Oklahoma Department of Securities brief filed herein on September 17, 2015 is called herein

“the OSC Brief.”

I ARGUMENT AND AUTHORITIES

A, OSC ENFORCEMENT OF FINRA RULES [S PREEMPTED.

In the POB, Petitioners argued that “[h]ere the OSC, without any prior FINRA action or
any FINRA finding of failure to supervise, purported to engage in direct enforcenient of FINRA
rules.” Plainly, Petitioners argued further, “the federal system preempts state enforcement of the
FINRA rules as such. See POB at 11(emphasis in original), The OSC’s sole response to that
argument is this: “In no way, did the Department intend to prove violations of federal securities
laws” [sic]. OSC Brief at 8. But that is exactly what the Department did endeavor to do. That
is true because, as the POB shows, the FINRA rules themselves are made pursuant to a
delegation of authority from Congress. And the rules are enforced under a Congressional
delegation of authority, with the SEC, and only the SEC, sitting as an appeal tribunal.

It is noteworthy in this connection that, in its brief filed in this Court, the OSC has
carefully avoided reference to the specific FINRA rules that, overwhelmingly, formed the basis
for the Department’s prosecution of Southeast and Black. For example, in its internal appeal
brief to the OSC, the Department cited NASD Rule 3010 twelve times by Petitioners’ count.
See ROA Tab 64 at pp. 10-20.  The Department rested its argument about failure to report an

address change upon FINRA Rule 1122. The OSC Brief filed in this Court will be searched in



vain for a single citation to either NASD/FINRA rule, a tacit concession: (i) that this Court’s
ruling cannot be predicated upon anything except actual Oklahoma law, and (ii) that the OSC
Order was not so predicated (unless it is assumed that the OSC ignored the Department’s brief
in adopting in toto the order of the Administrator of that very Department). The OSC Order
should be reversed for that reason alone.

B. THE OSC LACKS NATIONWIDE ENFORCEMENT POWER.

Closely related to the preemption issue is the overarching issue of the OSC’s
encroachment upon the federal government’s geographic jurisdiction. The latter jurisdiction, of
course, is nationwide. The OSC’s jurisdiction 1s not. The Department unwittingly underscores
its own lack of geographic jurisdiction. It tells the Court that Southeast’s core violation of OSC
Rule 660:11-5-42(22) (the OSC’s highly generalized rules on “supervisory procedures™) was its
failure to supervise its 140 agents that are scattered across the United States. Only a handful of
those agents are in Oklahoma. The OSC, which bore the burden of proof in the OSC
proceedings, never even bothered to identify the Oklahoma agents, save one. The “one,” of
course, is Rodney Watkins, who the Department gave a clean bill of health — this just before the
Department’s eleventh-hour conversion of the OSC case into an omnibus attack on Southeast’s
nationwide supervisory system. But it is now undisputed (at least in the briefing to date) that
Congress has vested nationwide rule-making and enforcement authority in the SEC and, by
delegation, to FINRA. The cease and desist order (“C & D Order”) contained within the OSC
Order, on its face, fails to limit its application to supervision of Oklahoma agents. Hence on its

face that order exceeds OSC jurisdiction.’

' The OSC Order is problematic for another reason as well. Petitioners commend to the Court the
following question upon the Court’s own reading of that order: what exactly has Southeast been ordered
to cease and desist from? To rephrase in the positive: what has Southeast been ordered to do in any state?
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C. THE OS5C HAS IGNORED MATERIALITY REQUIREMENTS.

The POB discusses at length the materiality requirements incorporated in the OSC ;ules,
the Oklahoma Securities Act, and the NASD/FINRA rules (the latter being the rules upon which,
in reality, the OSC relied). See POB at pp. 13-15. The OSC Brief ignores the materiality
requirements altogether and simply proceeds to detail the supposed violations. Tﬁe OS8C may
not simply ignore the materiality requirements imposed sy law. Under the standards of review
cited by both parties, this Court may review, de novo, the OSC’s failure to take legal
requirements into account. See, e.g., OSC Brief at 3 (citing cases).

Ironically, the OSC’s detailing of the putative violations serves to underscore how trivial,
1.€., how nonmaterial, these putative violations were. A recap of the most serious -- supposedly
material -- violations follows, each accompanied by a summary of Petitioners’ response. (The

POI3 responds to each OSC charge in greater detail). See POB at pp. 13-20,

° Watkins’ address change was belatedly reported on his CRD.

As the POB notes, this “violation™ is particularly trivial and technical. Watkins did not
conduct any securities business at all between September 19, 2012 and his reinstatement in the
spring of 2014. See ROA at Tab 1 (3-26-13 Recommendation) at p. 4, § 24 and ROA at Tab 54,
Exhibits “C” (Watkins testimony concerning sales activities) and “D” (customer affidavits).

Plainly the address information could not have affected any customer during the year and a half

Should it terminate some of its agents? Should it establish additional OSJs? How many OSJs and where?
Has the OSC ordered Southeast to establish an OSJ, say, in California? These are just a few of the
questions that are unanswered by the vague terms of the C & D Order. A directive "in terms so vague
that men of common mtelligence must necessarily guess at its meaning and differ as fo its application,
violales the first essential of due process of law." /i re Berry, 68 Cal. 2d 137, 156 (Cal. 1968), quoting
Connally v. General Constr. Co., 269 .S, 385, 391 (1926) and applying the holding there to an
injunction order.



that Watkins was not engaged in the transaction of securities business. In any event the CRD has
been updated, making the “ceases and desist” instruction meaningless as applied to the address-

change issue.

o Southeast failed to supervise its agents nationwide adequately,

Setting aside the glaring jurisdictional issues discussed in this brief and in the POB, the
record makes clear that Southeast’s non-North Carolina agents devote the majority of their time
to financial services activities other than to the sale of securities.” So the Department’s parading
of disasters that might occur (the OSC does not identify any that have actually occurred) is
simply a red herring.3 Assuming that the C&D order can even be understood to command
Southeast to establish more OSJs in non-Oklahoma jurisdictions, the OSC is simply trying to tell
Southeast how to run its business. See especially POB at 17-18 {quoting at length the FINRA
rule allowing broker-dealers discretion to take account of their own business models in

determining supervisory procedures).”

? By way of example, if the brokers spend 10% of their time on securities work, supervising 140 brokers
would be the equivalent workload of supervising 14 full-time securities traders.

* The record refleets that, insofar as supervision of Watkins was an issue, the Department itself required
that Watkins be supervised by another licensed broker in Tulsa, Lamar Guillory. Southeast complied.
The lack of an OSJ in Oklahoma was never an issue in the OSC proceedings until the Department filed its
eleventh-hour amendment.

" FINRA has recently reiterated the importance of reasonableness and flexibility in the application of its
rules to member firms. Thus:

[A] firm’s supervisory system [must] be reasonably designed to achieve compliance with applicable
federal securities laws and regulations and FINRA rules. ... [A]supervisory system cannot guarantee
firm-wide compliance with all applicable laws and regulation and FINRA rules.”

# * *
“The ‘reasonably designed” standard requires that the system “be a product of sound thinking and within
the bounds of common sense, taking into consideration the factors that are unique to a member’s
business’” (quoting an earlier NASD cireular).

FINRA Regulatory Notice 14-10 (March 2014) at Endnote 4. See also id at Endnote 45. Both are
reprinted at: Littp:/www linra,org/industry/notices/ 1 4- 10 (copy attached hereto as Exhibit 1).




e Southeast did not follow its own WSPs relating to order form procedures.

Again this putative violation 1s nonmaterial, bordering on trivial. The Department here is
complaining about the brokers’ failures to send orders to the home office on a printed form. The
Department does not even allege that orders were not written up; it just alleges that the contents
of the order were phoned in (a distinction with barely a difference). It must be assumed that the
Department would also criticize Southeast if the orders were e-mailed and if the e-mails
contained identical information to that which otherwise would be filled into the blanks in the
form. Again the orders are not even submitted to the clearinghouse by the brokers. The
Southeast home office does that after a careful review of each order (part of Southeast’s sound
system of policing its agents’ activities and insuring the suitability of its customers’
investments).

» Southeast failed to conduct annual compliance interviews with each of its agents.

The testimony before the OSC was that the annual interviews were in fact conducted.
Both parties agreed to submit the case to the OSC before the interview notes were ever produced.
In addition, both FINRA itself and Southeast provide compliance training to Southeast
representatives. Southeast distributes many compliance materials throughout the year and it
requires bi-annual representative written declarations. See POB at 19 (discussing FINRA rules
that allow member firms discretion in following procedures that are “reasonably designed to
achieve compliance with applicable securities laws and regulations™). Again FINRA itself
“passed” Southeast’s practices during the periods under review by the OSC.

I CONCLUSION

For the reasons set forth herein and in the POB, the OSC Order should be reversed and

this cause remanded to the OSC with appropriate instructions.
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1. Esiablishing and Mazintaining Written Procedures and Designating Principals
Responsible for Supervision

FINRA Rule 3110(a)(1) requires a firm’s superviscry system to provide for the establishment
and maintenance of written supervisory procedures. In addition, FINRA Rule 3110(a)(2)
requires a firm to designate an appropriately registered principal(s} with autherity to carry
out the supervisory responsibilities for each type of business in which the firm engages for
which registration as a broker-dealer is required.

2. Designating Offices of Supervisary Jurisdiction

FINRA Rule 3110{a}{2) requires a firm to register and designate as a branch officeor an
office of supervisory jurisdiction (O5J) each location, including the main office, that meets
the branch office and QS definitions in FINRA Rule 3110(e). In addition, FINRA Rules 3110(a)
(3) and 3110.01 (Registration of Mzin Office) require all branch offices and OSs to be
registered. FINRA Rule 3110.02 {Designation of Additicnai OSs) adopts, with no substantive
changes, the provisions in NASD Rule 3010(a)(3) setting forth factors a firm shauld consider
in designating additional locations as OSJs.”

3. Designating OSJ/Non-0S] Branch Principals

FINRA Rule 3110{a)(4} requires a firm to designate one or more appropriztely registered
principals in each O5J (defined in FINRA Rule 3110.03 as the “on-site principal”) and one or
more appropriately registered representatives or principals in each non-0S! branch office
with authority to carry out the supervisory responsibilities assigned to that office by the
firm.

FINRA Rute 311003 (Supervision of Multiple O5Js by a Single Principal} clarifies the
requirement in FINRA Rule 3110(a){4) for a firm to designate one or more apprepriately
registered principals in each 05! with the authority to carry cut the supervisory
responsibilities assigned to that office. The designated on-site principal for each OSJ must
have a physical presence, on a reguiar and routine basis, at each 041 for which the principal
has supervisory responsibilities. The rule establishes a general presumption that a principal
will not be designated and assigned to be the on-site prindpal pursuant to Rule 3110({a)(4}
fo supervise more than one OSL i a firm determines it is necessary to designate and assign
a principal to be the on-site principal supervising two or more OS8Js, then the firm must
consider, among other things, the following factors:

b whether the on-site principal is qualified by virtue of expericnce and training to
supervise the activities and associated persons in each location;

b whether the on-site principal has the capacity and time to supervise the activities and
associzted persons in each location;

P whetherthe on-site principal is a producing registered representative;

whether the OSiiocations are in sufficiently close proximity ta ensure that the on-site
principal is physically present at each Jocation on a regular and routine basis; and
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B the nature of activities at each location, including size and number of asscciated
persons, scope of business activities, nature and complexity of products and services
offered, velume of business dene, the disciplinary history of persons assigned to such
locations and any other indicators of irregularities or misconduct.

FINRA Rufe 3110.03 further reguires the firm to establish, maintain and enforce written
supervisory procedures regarding the supervision of all OSls. In ali cases wherea firm
designates and assigns cne on-site principal to supervise more than one 08J, the firm
must document in its written supervisory and inspection precedures the factors used to
determine why the firm considers the supervisory structure to be reasonable. in addition,
the rule provides that the determination by the firm will be subject to scrutiny by FINRA.

4. Supervision of Cne-Person OSls

One-person OSJs are subject to the requitement setforth in FINRA Rule 3110(a)(5) that all

registered persons must be assigned to an appropriately registered representative(s) or

principal{s) wha is responsible for supervising that persen’s activities, as well as FINRA Rule
3110(b){6}, which requires procecures prohibiting supervisory personnel from, among other i
things, supervising their own activities. FINRA reminds firms to conduct focused reviews of ’
one-person 05} locations, especially in fight of possible conflicts of interest that may arise.®

For its part, FINRA will continue to monitor one-person OSJs to determine whether a firm

adequately supervises such locations induding, but not timited to, supervision addressing

possible conflicts of interest or sales practice violations.

5. Assigning Supervisors for Registered Representatives and Determining Qualifications
of Supervisory Personnel

FINRA Ruie 3110(2)(5) requires that each registered persen be assigned to an appropriately
registered representative(s) or principal(s) who is responsible for supervising that persen’s
activities. FINRA Rule 3110(a}{6) requires a firm to use reasonable efforts to determine that
all supervisory personnel have the necessary experience ar training to be quazlified to carry
out their assigned responsibitities.

6. Annual Compliance Meeting

FINRA Rule 21190{a)(7) requires each registered representative and registered principal

to participate, at least once each year, in an interview or meeting at which compliance
matters relevant to the particular representative or principal are discussed. These meetings
need nat be in person.” However, a firm that chooses to conduct compliance meetings
using other methods (2.4, on-demand webcast or course, video conference, interactive
classroom setting, telephone or other electronic means) must ensure, at a minimum, that
each registered person attends the entire meeting. For example, the firm might use on-
demand annual compliance webcast requiring each registered person to use a unique user
1D and password to gain access and use a technology platform to track the time spent on
the webcast, pravide dick-as-you-ge confirmation and have an attestation of completion
atthe end of a webcast. The firm also must ensure that registered persons are able to ask
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questions regarding the presentation and receive answersin a timely fashion, For example,
a firm could host an on-demand annual compliance webcast that aliows registered
persans to ask questions via an email fo a presenter or a centralized address orvia a
telephone hotline and receive timely responses directly or view such responses on the
firm’s intranst site.

B. Woritten Procedures

FINRA Rule 3110(b) {Written Procedures), based on NASD Rute 3010(b}, requires a firm to
establish, maintain and enforce written procedures to supervise the types of business in
which it engages and the activities of its associated persens that are reasonably designed
to achieve compliance with applicable securities laws and regulations and FINRA rules ®

1. Transaction Review and Use of Risk-Based Review

FINRA Rule 3110(h)(2) (Review of Member's Investment Banking and Securities Business),
based on NASD Rule 3010{d)(1), requires a firm to have supervisory procedures for the
review by a registered principal, evidenced in writing, of all transactions relating to the
firm’s investment banking or securities business. However, FINRA Rute 3110.05 (Risk-
based Review of Member’s Investment Banking and Securities Business) permits a firm
to use a risk-based system to review its transactions. The term “risk-based” describes
the type of methadology a firm may use to identify and prioritize for review those areas
that pose the greatest risk of potential securities laws and self-regulatory organization
(SRQO) rule violations. i this regard, a firm is not required to conduct detailed reviews of
each transaction if the firm is using a reasenably designed risk-based review system that
provides the firm with sufficient information to enable the firm to focus on the areas that
pose the greatest numbers and risks of viclation.

If a firm’s procedures for the review of its transactions by a registered principal include
the use of technology-based review systems with parameters designed to assess which
transactions merit further review, a principal must review the parameters and document
the review in writing. As is always the case with the exercise of supervision under FINRA
rules, a principal using an automated supervisary system, aid or tocl for the discharge of
supervisory duties remains responsible for the discharge of supervisory responsibilities
in compliance with FINRA Rule 3110(b}{2). Also, 2 principal relying on a risk-based review
system is responsible far any deficiency in the system’s criteria that would resuitin the
system not being reasonably designed.®

A firm that does not engage in any transactions relating to its investment banking or
securities business {e.g., firm conducting only a mutual fund underwriting business that
effects no transactions) does not have any review obligations pursuant to FINRA Rule
3110(b}(2). Moreover, the firm may comply with FINRA Rule 3120{b}(2} by acknowledging
in its supervisory procedures that it does not engage in any such transactions and that it
must have supervisory policies and procedures in place before doing so.
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2. Correspondence and Internal Communications Review

FINRA Ruie 3116{b){4) (Review of Correspondence and internal Communications) generally
incarporates the substance of NASD Rule 3010(d)(2) (Review of Correspondence) and
requires a firm to have supervisory procedures, which are appropriate for the firm’s
business, size, structure and customers, to review incoming and outgoing written
(including electronic) correspondence and internal communications relating to its
investment banking or securities business.3 in particular, the supervisory procedures

must require the firm’s review of (1) Incoming and outgoing written (including electronic)
correspondence to properly identify and handle in accordance with firm procedures,
customer complaints, instructions, funds and securities and communications that are

of a subject matter that require review under FINRA rules and federal securities laws;

and (2) internal communications to properly identify communications that are of a subject
matier that require review under FINRA rules and federal securities laws.™

The rule also requires that reviews of correspondence and internal communications be
conducted by a registered principal and be evidenced in writing, efther electronically or on

paper.
(i} Risk-based Review

FINRA Rute 3110.06 (Risk-based Review of Correspondence and Internal Communications}
reflects existing guidance regarding a firm’s ability to use risk-based principies fo review

its correspondence and internal communications.? Specifically, a firm, by employing risk-
based principles, must decide the extent ta which additiona: policies and procedures for
the review of incoming and outgoing written {including electronic) correspondence that fall
outside of the subject matters tisted in FINRA Rule 3110{bj}(4) are necessary for its business
and structure, If a firm’s procedures do not require that all correspondence be reviewed
before use or distribution, the procedures must provide for:

B the education and training of assaciated persons regarding the firm's
pracedures governing correspondence;

B the documentation of such education and training; and

k= surveillance and follow-up to ensure that such procedures are implemented
and followed.

In addition, with respect to internal communications, FINRA Rule 31.10.06 reguires a firm,
by employing risk-based principles, to decide the extent to which additional policies and
procedures for the review of these internal communications that are not of a subject
matter that require review under FINRA rules and federal securities laws are necessary
for its business and structure. Consistent with the guidance, FINRA Rules 3110(b){4) and
3110.06 do not require that a firm review every internal communication.” For instance, if
a firm coes not engage in any activities that are of a subject matter that require review, a
firm would not be required to review its internal communications for references to those
activities, provided that its supervisory procedures acknowiedged that factor as part of the
firm’s determination that its procedures were reascnabty designed to achieve compliance
with applicable federal securities laws and FINRA rules.
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{il} Evidence of Review

FINRA Rule 3110.07 (Evidence of Review of Correspondence and Internat Communications)
codifies existing guidance that a firm must identify what communication was reviewed,
the identity of the reviewer, the date of review and the firm’s actions taken as a result

of any significant regulatery issues identified during the review. Merely opening 2
communication is not sufficient review

FINRA Rule 3110.07 permits the use of lexicon-based screening tools or systems; however,
as noted in Regulatory Notice 07-58, firms using automated tools or systems in the course
of their supervisory review of electronic communications must have an unaerstanding

of the limitations of those tools or systems and should cansider what, if any, further
supervisory review is necessary in light of those imitations. Furthermore, the use of
electronic surveillance tools to review communications represents a direct exercise of
supervision by the supervisor (including any use of such tools by the supervisor's delegate
to review communications). The supervisor remains responsible for the discharge of
supervisory responsibilities in compliance with the rule and also is responsible for any
deficiency in the systemn’s criteria that would result in the system not being reascnably
designed.*

With respect to cormmunications reviewed by electronic surveillance tools that are

not setected for further review, a firm may demaonstrate compliance with FINRA Rule
3110.07 if the electronic surveillance system has a means of electronicatly recording
evidence that those communications have been reviewed by that systern. With respect to
communtczations that do not generate aleris, a firm may use an efectronic surveillance or
reviewing tool that onty captures the specified infarmation fields to the extent necessary
to comply with applicable FINRA and SEC rules.s

(ifi} Delegation of Review

FINRA Rule 3110.08 (Delegation of Correspondence and Internal Communication Review
Functions) codifies guidance that a supervisor o principz! may delegate review functions
to an unregistered person; however, the provision also codifies the principle noted above,
that the supervisor or principal remains ultimately responsible for the performance of all
necessary supenvisory reviews.?

(v} Retention of Communications

FINRA Rute 3110.09 (Retention of Correspondence and internal Communications} reguires
a firm to retain its internal communications and correspondence of associated persons
relating to the firm’s investment banking or securities business fer the period of time

and accessibility specified in SEA Rule 17a-4{b).2® The names of the persons who prepared
oUtgoing correspondence and who reviewed the correspondence must be ascertainable
from the retained records, and the retained records must be readily available to FINRA
Upon request.
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3. Review of Customer Complaints

FINRA Rule 3110{(b})(5) (Review of Customer Complaints) requires a firm to have supervisory
procedures to capture, acknowledge and respond to all written (including electronic)
customer complaints.?® The rule does not include oral complaints because they are difficult
to capturé and assess and may raise competing views as to the substance of the complaint
being alleged. However, FINRA encolrages firms to provide customers with a form or other
format that will allow custamers to communicate their complaints in writing. FINRA also
reminds firms that the failure to address any customer complaint, written or aral, may be a
violaticn of FINRA Rule 2010 (Standards of Commercial Honor and Principles of Trade).?

4. Supervision of Supervisory Personnel

FINRA Rule 3110{b}{6} (Documentation and Supervision of Supervisory Personnel)
eliminates NASD Rule 3012’s provisions specifying the supervision of a producing
manager’s customer account activity and heightened supervisian when any producing
manager’s revenues rise zhove a specific threshald. Instead, a firm must have procedures
to prohibit its supervisory personnel fram (1) supervising their own activities; and (2)
reporting to, or having their compensaticn or continued employment determined by, a
person the supervisor is supervising.?! FINRA Rule 3110(b)(6) addresses potential abuses in
connection with the supervision of all supervisory personnel, rather than addressing only
the supervision of a subset of supervisory personnel and their customer account activity.
FINRA believes that addressing the supervision of all supervisory personnel, rather than just
producing managers, is better designed to prevent supervisory situations from occurring
that would not lead to effective supervision.

(i} Limited Exception

FINRA Rule 3110(b)(6) provides an exception for a firm that determines, with respect to any
of its supervisory persennel, that compliance with either of the prohibitions outlined above
is not possible because of the firm’s size or a supervisory persennel’s position within the
firm.22 Afirm relying on the exception must document the factors the firm used to reach

its determination and how the supervisory arrangement with respect to such supervisory
personnel otherwise complies with FINRA Rule 3110{(a}.% FINRA Rule 3110,10 (Supervision
of Supervisory Personnel) reflects FINRA's expectation that this exception will be used
primarily by z sole proprietor in a single-person firm or where a supervisor holds a very
senior executive position within the firm. However, FINRA Rule 3110,10's list of situations is
nen-exclusive, and 2 firm may stili rely on the exception in other instances where it cannot
comply because of its size or the supervisory personnel’s position within the firm, provided
the firm complies with FINRA Rule 3110(b){€)'s documentation requirements. Afirm is not
reguired to notify FINRA of its reliance on the exception

Regulatory Notice 7



{if} Conflicts of Interest

FINRA Rule 3110(b)(5} also requires a firm to have procedures reasanably designed to
prevent the standards of supervision required pursuant to FINRA Rule 3110{z) from being
comptemised due 1o the conflicts of interest that may be present with respect to the
associated person being supervised, such as the supervised person’s position, the amount
of revenue such person generates for the firm or any compensation that the superviser
may derive frorm the associated person being supervised * This provision does not impose
a strict liability obligation to eliminate all conflicts of interest, but rather requires that the
supervisory procedures be reasonably designed despite the firm’s conflicts of interest.

5. Maintenance of Written Supervisery Procedures

FINRA Rule 3110({b}(7) {Maintenance of Written Supervisory Procedures}, based on NASD
Rule 3010(b){4), requires a firm to retain and keep current a copy of the firm's written
supervisory procedures at each OS) and at each location where supervisory activities are
conducted on the firm’s behalf. A firm also must amend its written supervisory procedures
1o reflect changes in applicable securities laws or regulations and FINRA rutes, and as
changes ccourin its supervisory system. Each firm must promptly communicate its
written supervisory procedures and amendments tc all associated persons tc whom such
written supervisary procedures and amendments are relevant based on their activities and
responsibilities.

FINRA Rule 3110.11 {Use of Flectronic Media te Communicate Written Supervisory
Procedures) permits a firm to satisfy its obligation to communicate its written supervisary
procedures (znd any amendments) using elecironic media, provided that the firm complies
with specific conditions, including that the written supervisory procedures have been
promptly communicated to, and are readily accessible by, all associated persons to whom
such supervisory procedures apply based on their activities and responsibilities.”

FINRA Rules 3110(b)(7) and 3110.171 reflect FINRA's continued belief that it is important
for all associated persons to have knowledge of the supervisory procedures relevant to
their activities.®” However, the rule provisions do not prohibit a firm from providing only its
supervisory personnel with the written supervisory procedures’ parameters detziling how
a firm monitors or reviews its associated persons’ activities to detect and prevent potential
vialative conduct (e.g., parameters detailing how a firm reviews an associatec person’s
correspondence or trading).
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C. Inspection Requirements

1. Mandatory Inspection Cycles

FINRA Rule 3110{c){1), based on NASD Rule 3010{c)(1), requires a firm to review, at least
annuaily, the businesses in which it engages.? The review must be reasonably designed

to assist the firm in deteciing and preventing violations of, and achieving compliance

with, applicable securities laws and regulations and FINRA rules. FINRA Rule 3110{c)(1)

also retains NASD Rule 3010{c}(1)'s requirement that & firm review the activities of each
office, including the periodic examination of customer accounts to detect and prevent
irregularities or abuses. Each firm must retain a written record of the date upon which each
review and inspection is conducted. The rule requires a firm to inspect OSJs and supervisary
branch offices at least annually (on a calendar-year basis), non-sbpervisory branch offices at
least every three years and non-branch locations on a regular periodic schedule.®

There is a general presumption that a non-branch location will be inspected at least every
three years, even in the absence of any indicator of irregularities or misconduct (i.e., “red
flags”).30 If a firm establishes a periodic inspection schedule longer than three years, the
firm must document in its written supervisory and inspection procedures the factors used
in determining that a longer periodic inspection cycle is appropriate. A firm also must retain
a written record of each review and inspection, reduce a location’s inspeciion to a written
report and keep each inspection report on flle either for 2 minimum of three years or, if the
location’s inspection schedule is longer than three years, until the next inspection report
has been written *

As FINRA has previously recognized, a general practice exists where a firm may inspect non-
supervisory branch offices on a more frequent cycle than every three years but target only
specified areas of the offices” activities during a particular examination.* Consistert with
NASD Rule 3010(c){1}, FINRA Rule 3110(c)(1) requires that a firm engaging in this practice
must inspect alf of the required areas listed in FINRA Rule 3110(c){2) within the three-year
cycle, regardless of the number of times within that cycle a non-supervisory branch office

is inspected. Also a firm must set forth in its written supervisory and inspection procedures
the manner in which it will inspect those areas within the three-year cycle.

2. Inspection Report Content Requirements

FINRA Rule 3110(c)(2) relocates NASD Rule 3012's requirements regarding the review ang
monitoring of specified activities, such as transmittals of funds and securities and customer
changes of address and investment objectives. Specifically, a firm must test and verify a
location’s supervisory policies and procedures for:

» safeguarding of custorner funds and securities;

» maintaining books and records;

¥ supervision of supervisory personnel;

o
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¥ transmittals of funds or securities fram customers to third party accounts; from
customer accounts to outside entities; from customer accounts to locations other
than a customer’s primary residence; and between customers and registered
representatives, including the hand-delivery of checks; and

B changes of customer account information, including address and investment
abjectives changes, and validation of such changes ™

A firm’s policies and procedures for transmittals of funds or securities must include

a means or method of customer confirmation, notification or follow-up that can be
documented. However, a firm may use reasonabie risk-based criteria to determine the
authenticity of the transmittal instructions

in addition, a firm’s policies and procedures for changes of customer account information
mustinclude a means or method of customer confirmation, notification or follow-up that
can be documented and that complies with SEA Rules 17a-3(a)(17)(1)(B)(2) and 17a-3(a}(17)
GIENEI

With respect to the transmittal of funds or securities from customers ta third party
accounts, FINRA Rule 3110{c}{2) does not include NASD Rule 3012’s parenthetical text

("I.e., a transmitial that would result in a change in benefidal ownership”} to clarify that

all transmittals to an account where a customer on the criginat account is not a named
account helder are subject to the rule. The rule’s follow-up procedures provide an impartant
investor protection functicn by verifying that the customer was aware of the transfer,

Similarly, with respect to changes of customer account information, 2 firm must have
procedures to menitor alf changes of customer account information and not only addrass
and investment ohjective changes.® Examples of other changes to customer account
information would include, without limitation, changes to a custamer’s name, marital
status, telephone, email or other contact information. A firm may delegale reviews of

suich changes to 2n appropriately qualified person whois not a principal, unless another
FINRA or SEC rule would require principal review (e.g., FINRA Rule 4515 (Approval and
Documentation of Changes in Account Name or Designation) prohibiting an account name
ar designation change unless authorized by a gualified and registered principal designated
by the firm).

If a locaticn being inspected does not engage in all of the activities listed above, the firm
must identify those activities and document that superviscry policies and procedures must
be in place at that location. Firms have the flexibility te provide this informatian in either
their written supervisory precedures or a location’s written inspection report.”
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3. Associated Persons Conducting Inspections

FINRA Rule 3110{c)(3) replaces NASD Rule 3010(c){3)'s provision prohibiting branch office
managers and supervisors and the persons they directly or indirectly supervise from
conducting office inspections. FINRA Rule 3120(c)(3) generally prohibits an assodated
person from conducting a lecation’s inspection if the person either is assigned to that
location oris directly or indirectly supervised by, or stherwise reperts to, someone assigned
to that location.® This restriction does not prohibit firms from using compliance personnel
assigned to a firm’s separate compliance department and supervised solely by the
compliance department to conduct a location’s inspections. Such an arrangement helps to
protect against the potential conflicts of interest the provision is designed to address.

4. Limited Exception

FINRA Rute 3110(c}(3) retains, with modifications, NASD Rule 3010(c}(3)'s exception for
firms with limited size and resources from the general prohibitions regarding who can
conduct a location’s inspection, Specifically, if a firm determines that it cannot comply with
FINRA Rule 3110{c)(3}'s general prohibitions, the firm must document in the inspection
report both the factors the firm used te make its determination and how the inspection
otherwise complies with FINRA Rule 3110(c}(1).° A firm wil generally rely on the exception
ininstances where the firm has only one office or has a business model where smalior
single person cffices report directly to an OS) manager who is atso considered the offices’
branch office manager (e.g., independent contractor business model).* However, a firm
may still rely on the excepticn in other instances, provided the firm documents the factars
used in making its determination that it needs to rely on the exception.

FINRA Rute 3110{c}(3) does not Include NASD Rule 3010{c}(3Y's restriction that a firm relying
on the exception must have a principal who has the requisite knowledge to conduct the
inspection. Eliminating this restriction provides a firm with flexibility to assign the mast
appropriate person who has the requisite knowledge, regardiess of registration status, to
conduct a location’s inspecticn, taking into consideration the requirement under FINRA
Rule 3110{c}{1) that a firm’s review of its businesses be reasonably designed {o assist the
firm in detecting and preventing violations of, and achieving compliance with, applicable
securities laws and regulations and FINRA rules.

5. Conflicts of interest

FINRA Rule 3110{c){3) eliminates NASD Rule 3010(c){3)'s heightened office inspection
requirernents firms must implement if the person cenducting the office inspection either
reports to the branch office manager’s supervisor or works in an office supervised by the
branch manager's supervisor and the branch office manager generates 20 percent or more
of the revenue of the business units supervised by the branch office manager’s supervisor.
Instead, firms must have procedures reasonably designed to prevent the effectiveness

of the inspections from being compromised due to the conflicts of interest that may

be present with respect to the locaticn being inspected, including but not imited to,
economic, commercial or financial interests in the assodated person and businesses being
inspected.®
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A firm is not required to eliminate all conflicts of interest with respect to a location’s
inspections. As stated above, however, a firm's review of its businesses must be reasonably
designed to assist the firm in detecting and preventing violations cf, and achieving
compliance with, applicable securities laws and regulations and FINRA rules. To that end,
firms should be diligent in identifying patential conflicts of interest and the marnerin
which they will be addressed to prevent a location’s inspection from being compromised.

F.  Transaction Review and Reporting

Section 15{g} of the Exchange Act,” adopied as part of the insider Trading and Securities
Fraud Enforcement Act of 1988 (ITSFEA)® requires every registered broker or dealer to
establish, mzintain and enforce written policies and procedures reasonably designed to
prevent the misuse of material, non-public information by the broker or dealer or any
associated person of the broker or dealer. To helo firms comply with [TSFEA, NYSE Rule
34221 reguired firms to review trades in NYSE-listed securities and related financial
instruments effected for the firm's account or for the accounts of the firm's employees and
family members and to promptly conduct an internal investigation into any trade the firm
identified that may have violated insider trading laws or rules. FINRA Rule 3110{d} extends
the requirement beyond NYSE-listed securities and related financial instruments to cover
all securities,

In particulzr, FINRA Rule 3110{d) requires a firm to include in its supervisory procedures
a process for reviewing securities transactions that s reasonably designed to identiy
trades that may violate the provisions of the Exchange Act, its regulations or FINRA rules
prehibiting insider trading and manipulative and deceptive devices that are effected for:

> accounts of the firm;

- accounts introduced or carried by the firm in which a person associated with the firm
has a beneficial interest or the authority to make investment decisions;

> accounts of a person associated with the firm that are disclosed to the firm pursuant to
NASD Rule 3050 or NYSE Rule 407, as applicable; and

> covered accounts (as defined below).*

Firms may take a risk-hased approach to monitoring transactions that take into account
their specific business models, and firms are encouraged to tailor their policies and
orocedures to their specific business models. There is no implied obligation on firms as
to how best to conduct the reviews.* For instance, some firms may determine that only
specific departments or employees pose a greater risk and examine trading in those
accounts accordingly.
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1. Covered Accounts

FINRA Rule 2110{d) defines the term “covered account” to include any account intreduced
or carried by the Tirm that is held by (1) the spouse of a person associated with the firm;
{2) a child of the person associated with the firm or such person's spouse, provided that
the child resides in the same household as or is financially dependent upon the person
assaciated with the firm; {3) any other related individual over whase account the person
associated with the firm has control; or {4) any other individual over whose account the
associated person of the firm has contrel and to whaose financial support such person
materially contributes.® Once 2 firm has identified a potentially violative trade, the firm
must conduct promptly an internal investigation into the trade to determine whether a
viotation of the relevant laws or rules has occurred®

2. Internal Investigation Reporting

Although all firms must indude in their supervisory procedures a process for reviewing
transactions that is reasonably designed to identify trades for insider trading, only firms
engaging in investment banking services must file with FINRA written reports {signed by
a senior officer) regarding thelr internal investigaticns.*® A firm engages in “investment
banking services” if it, without fimitation, acts as an underwiiter; participates in a seliing
group in an offering for the issuer ar otherwise acts in furtherance of a public offering of
the issuer; acts as a financial adviser in a merger or acquisition; or provides venture capital
er equity lines of credit or serves as placement agent for the issuer or otherwise acts in
furtherance of a private offering of the issuer.®

Although firms engaged in investment banking services may have special access to
information that increases the risk of insider trading by individuals at the firm, FINRA
understands that sorme types of “investment banking services” may present less risk of
insider trading than others, and firms should take these risks into account when developing
their policies and procedures. As part of implementing a firm's risk-based approach te
these requirements, a firm's procedures should include establishing guidelines ar criteria
for taking reasonable follow-up steps to determine which trades are potentially violative
trades and, therefore, merit further review via an internal investigation. FINRA does not
expect that every trade highlighted in an exceptien or other repert would require a firm to
conduct zn internal investigation; however, firms that use such reports shauld maintain
additional written procedures that set forth guidetines or criteria for reasonable follow-up
steps for determining which trades initially highlighted merit further review.

(i} Quarierly Reporting

FINRA Rule 3110(d) requires firms engaging in investment banking services 1o make
written reparts to FINRA within ten business days of the end of each calendar quarter
describing each internal investigation initiated in the previous calendar quarter, including
the firm’s identity, the commencement date of each internat investigaticn, the status

of each open internal investigation, the resolution of any internal investigation reached
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during the previous calendar quarter, and, with respect to each internal investigation, the
identity of the security, trades, accounts, firm’s associated persons or family members of
such associated person holding a covered account, under review, and a copy of the firm’s
insider trading review policies and procedures > if a firm did not have an epen internal
investigation, or either initiate or complete an internal investigation during a particular
calendar guarter, the firm is not required to submit a report for that quarter.

{ii} Reporting Insider Trading Violations

In addition, if a firm determines after an internal investigation that a trade has violated
provisions of the Fxchange Act, its regulations or FINRA rules prohibiting insider trading
and manipulative and deceptive devices, the firm must, within five business days of the
internal investigation’s completicn, file a written report with FINRA. The report must detail
the completion of the investigaticn, including the results of the investigation, any internal
disciplinary action taken, znd any referral of the matter to FINRA, another SRO, the SEC or
any other federal, state or international regulatory authority >

(iii} Filing Written Reports with FINRA

Firms required to file a written report with FINRA under FINRA Rule 3110(d} must provide
the report, either in hard copy or electronically, to their Regulatory Coordinator. FINRAis
considering alternative methods for filing such reports and will announce any changes to
the filing procedures in a future Regulatory Notice (or similar communication).

E. Branch Office and 05} Definitions

FINRA Rule 3110(e} retains NASD Rule 3010(g}'s definitions of "branch office” and "office of
supervisory jurisdiction,” as well as the definition of “business day”
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Il. FINRA Rule 3120 (Supervisory Control System)

A. Testing and Verifying a Firm's Supervisory Procedures

FINRA Rule 3120(a), based on NASD Rule 3012(2}(1}, requires each firm to designate and
identify to FINRA one or more principals who must establish, maintain and enforce a
system of supervisory contrel policies and procedures that (1) test and verify that the
firm’s supervisory procedures are reasonably designed with respect to the firm’s and

its associated persens’ aciivities to achieve corpliance with applicable securities laws
and regulations and FINRA rules, and (2) where necessary, create additional or amended
supervisory procedures. The designated principals mustalso prepare and submit to the
firm’s senior management a report at least annually summarizing the test results and any
necessary amendments 1o those procedures.

B. Additicnal Content Requirements—¥INRA Rule 3120(b)

FINRA Rule 3120{b) requires a firm that reported $200 million or more in gross revenue
(total revenue less, if applicable, cormnmodities revenue) on its FOCUS report in the prior
calendar year to include, to the extent appiicable to the firm’s business, a:

¥ tabuiation of the reporis pertaining to customer camplaints and internal investigations
made to FINRA during the preceding year; and

A

a discussion of the preceding year's compliance efforts, including procedures and
educational programs, in each of the following areas:

trading and market activities;
investment banking activities;
antifraud and sales practices;
finance and operations;

supervision; and

Y Yy Y Y Y VY

anti-money laundering,

The additional content requirements, which are drawn from NYSE Rula 342.30 (Annual
Report and Certification), provide vatuable information for FINRA's regulatory program and
will be valuable compliznce information for a firm's senior management. In addition, sorme
content requirements relate to regulatory obligations, such as supervision and anti-money
laundering, that apply to all firms, regardiess of their business activities. However, because
all the content requirements are not relevant to every firm, FINRA Rule 3120 provides that a
firm’s report must include the additional content only to the extent applicable to the firm’s
business.
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fil. FINRA Rule 3150 (Holding of Customer Mail)

FINRA Rule 3150, which replaces NASD Rule 3110(i) {Holding of Customer Mail), eliminates
the steict time Imits in NASD Rule 3110(1) and generally allows a firm to hold a custormer’s
mail for a specific time pericd in accordance with the customer’s written instructions if the
firm meets several conditions, Specifically, 2 firm may hold maif for a customer who will not
be receiving mail at nis or her usuat address, provided that the firm:

b receives written instructions from the customer that indude the time perlod during
which the firm is requested to hold the customer’s mait, If the time period included
in the customer’s instructions is longer than three consecutive menths (including
any aggregation of time periods from prior requests), the customer’s instructions
must include an acceptable reason for the request (e.g., safety or security concerns}.
Convenience ts not an acceptable reason for holding mai ionger than three months;

b informs the customer in writing of any alternate methods, such as email or access
through the firm’s website, that the customer may use to receive or monitor account
activity and infermation and ebtains the customer’s confirmation of the receipt of such
information; and

b verifies at reasonabie intervals that the customer’s instructions still apply.

in addition, the firm must be able ioc communicate, as necessary, with the customerin a
timely manner during the time the firm is holding the customer’s mail to provide important
account information {(e.g., privacy notices, the SiFC information disclosures required by
FINRA Ruie 2266 {SIPC Information)). A firm holding a custermer’s malt also must take
actions reasonably designed to ensure that the customer's mail is not tampered with, held
without the customer’s consent, or used by a firm’s associated persons in any manner that
would violate FINRA rules or the federal securities laws.

IV. FINRA Rule 3170 (Tape Recording of Registered Persons by Certain Firms)

FINRA Rule 3170 reconstitutes NASD Rule 3010(b}(2) {Tape Recording of Conversations)
without any substantive changes and includes a definition clarifying that the term “tape
recording” includes without limitation, any electronic or digital recording that meets the
rule’s requirements. Specifically, the rule requires a firm to establish, enforce and maintain
special written procedures supervising the telemarketing activities of all of its registered
persons, including the tape recording of conversations, if the firm has hired more than

a specified percentage of registered persons from firms that meet FINRA Ruie 3170's
definition of “disciplined firm.” To assist firms in complying with FINRA Rule 3170, FINRA
provides a “Disciplinied Firms List” identifying those firms that meet the definition of
“disciplined firm."2
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Endnotes

See Securities Exchange Act Release No, 71179
{December 23, 2013), 78 FR 79542 (December 30,
2013} (Order Appraving Proposed Rule Change
as Modified by Amendment No. 1); File No. SR-
FINRA-2013-025): see also Regulatory Notice
08-24 (May 2008} (Proposed Consolidated FINRA
Ruies Governing Supervision and Supervisory
Controls).

The current FINRA rulebock consists of: (1) FINRA
Rules; {2) KASD Rules; and (3} rules incorporated
from NYSE {Incorporated NYSE Rules) (together,
the NASD Rules and Incorporated NYSE Rules
are referred to as the "Transitional Rulebook”}.
wWhile the NASD Rules generally apply to all
FINRA members, the Incarporated NYSE Rules
apoly only to those member firms of FINRA that
are also members of the NYSE. The FINRA Rules
apply to ail FINRA member firms, unless such
rules have g maore limited application by their
terms. For more inforrnation about the rulebook
consolidation process, see Information Notice
03/12/03 (Rulebook Consolidation Process),

Effective Decernber 1, 2014, the following NYSE
Rules and Interpretations will be deleted from
the Transitional Rulebook: (1) NYSE Rule 342
(Offices-Approval, Supervision and Control)

and NYSE Rule Interpretations 342{a{b)/01
through 342(a){b}/03, 342(5)/01 through
342(b}/02, 342(0)/02, 342(e)/01, 342.10/01,
342.13/01,342.15/01 through 342.15/05,
342.16/01 thraugh 342.16/03; (2) NYSE Rules
343 [Offices-Sole Tenancy, and Hours), 343.10
and NYSE Rule Interpretation 343(a}/01; (3}
NYSE Rule 351{e) (Reporting Requirernents) and
NYSE Rule Interpretation 351(e}/01 (Reports of
investigation); (4) Incorporated NYSE Rule 354
{Reports to Contral Persons); and {5} NYSE Rule
A01 (Business Conduct); and {6) NYSE Rule 4034
(Customer Complaints).

Reguiatory Notice

This standard, which requires that a firm's
supervisory system be reasonazbly designed

to achieve compliance with applicable federal
securities laws and regulations and FINRA rules
recognizes that a supervisory system cannot
guarantee firm-wide compliance with all
applicable laws and reguiation and FINRA rules.
Seg Notice to Members 98-45 {June 1999) {noting
that NASD Rule 2010's “reasonably designed”
standard "recognizes that a supenvisory system
cannat guarantee firm-wide compliance with all
laws and regulations” but that the “reasonably
designed” standard requires that the system

"be & proguct of sound thinking and within

the bounds of common sense, taking into
consideration the facters that are unigue to 2
membet’s business”).

FINRA Rule 311002 specifies that, in addition to
the locations that meet the definition of OS) in
Rule 3110{e}, each firm must also register and
designate other offices a5 0SJs asis necessary to
supervise its associated persons inaccordance
with the standards set forth in Rule 3110.
Inmaking a determination as to whether to
designate a location as an 05J, the firm should
consider the foliowing factors:

{3} whether registered persons at the location
engage in retail sales or other activities involving
regular contact with public customers;

(b) whether a substantial number of registerad
persons conduct securities activities at, orare
otherwise supervised from, such location;

{c) whether the location is geographically distant
from another OS) ofthe firm;

(dYwhether the firm’s registered persons are
geographically dispersed; and

(e} whether the securities activities at such
location are diverse or complex,
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18

See SEC Division of Market Regutation, Staff
Legal Bulietin No. 17: Remote Office Supervision
(March 19, 2004} (reminding broker-deslers that
smzll, remote offices require vigilant supervision
and specifically noting that “[nle individual can
supervise themselves”); NASD Regulatory &
Compliance Alert, Volume 11, Number 2 (June
1987} {cited by Staff Legal Bulletin No. 17 a5
support for staternent that individuals cannot
supervise themselves); see aifso In re Stuart

K. Patrick, 51 S.EC. 415,422 (May 17, 1993)
("[s]upervisian, by its very nature, cannot be
performed by the employee himself) (SEC order
sustaining application of the New York Stock
Exchange’s supervisory rule —also cited by Staff
Legal Bulletin No. 17 as support for statement
that individuals cannoi supervise themselves),

See FINRA Rule 3110.04 {Annual Compliance
Meeting} (codifying existing guidance that

a firm is net required to conduct in-person
meetings with each registered persen or groups
of registered persons to comply with the annual
campliance meetings required by FINRA Rule
3110(a)(7)); see also Notices to Membets 9945
{June 1999} and 05-44 {June 2005); see afso Letter
from Afshin Atabaki, FINRA, to Evan Charkes,
Citigroup Clobal Markets, Inc, dated November
30, 2006 (firms may use on-demand webcast
technology to satisfy the annual compliance
meeting requirement, subject to specified
safeguards and conditions); letter from Afshin
Atabaki, FINRA, To S. Kendrick Dunn, Pacific
Select Distribuiors, Inc, dated February 5, 2013
{firms may use on~demand course without voice
narration to satisfy annual compliance meeting
requirernent, subject to specified safeguards and
conditions).

See FINRA Rule 3110(b){1} (General
Requiremernts).

10.

11

12.

See also Requiatary Netice 07-53 (November
2007} (Deferred Variable Annuities) (discussing
use of automated supervisary systems).

FiNRA Rule 3110¢bY(4) and FINRA Rules 3110.06-
.08 refer to “carrespondznce,” consistant with
FINKA Rule 2210's {Cammunications with

the Public) definition and use of the term
“correspondence.”

Communications that are of a subject matter
that require review under FINRA rules and
the federal securities laws include (without
limitation):

- Commimunications between non-research and
research departments concerning a research
teport’s contents (NASD Rule 2711(b}(3) and
NYSE Rule 472{b}(3}};

- Certain communieations with the public that
require a principal’s pre-approval (FINRA Rule
2210);

» The identification and reporting to FINRA of
customer complaints (FINRA Rule 4530) (as
further detailed herein, FINRA Rule 3110(b)

(5) also affirmatively requires firms to capture,
acknowdedge and respend to all written
{including elecironic) customer complaints);
and

- The tdentification and prior written approvat of
changes in account narne(s) {including relsted
accounts) or designation(s) (including error
accounts) regarding customer orders {FINRA
Rule 4535).

See Requlatory Notice 07—59 (December 2007}
{FINRA Provides Guidance Regarding the Review
and Supervision of Electronic Communications).
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15.

15,

17.

18.

18,

See id, at 3, 9 ("with the exception of the
enumeraied areas requiring review by 2
supenvisor, members may decide, employing
risk-based principles, the extent to which

review of any internal communications is
necessary in accordance with the supervision

of their business™; see also id. at 3 (specifically
noting that the guidance neither created new
supervisory requirements nor required the review
of every communicstian).

Seeid.

Ser Requlatory Notice 07-53 (Navember 2007)
{Deferred Variable Annuities) {discussing use of
automated supervisory systemns).

See FINRA Rule 3110.02 (Retention of
Correspondence and Infernal Communications)
and SEA Rule 17z-4(b}(4) {requiring, among
other things, that a broker-dealer's retained
communications records include any approvals
of communications sent).

See Requilatory Notice 07-59 {December 2007).

The rule purposefully aligns the record retention
veriad for communications with the SEC's

record retention period for the same types of
communications to achieve consistent regulation
in this arez.

Although NYSE Rule 4014 previously required
firms o acknowledge and respond to specified
customer eomplaints (both aral and written},
to harmonize the NASD and NYSE rules in

the interim pericd before completion of the
Consolidzted FINRA Rulebook, FINRA amended
Incarporated NYSE Rule 351(d} {Reporting
Reguirements}to limit the definition of
“custormer complaint” to include only writien
complainis, thereby making the definition
substantially similar to that in NASD Rule
3070(c) (Reporting Requirements). See Securities

Regulztory Notice

20,

21.

Exchange Act Release No. 58533 (Septermber
12, 2008), 73 FR 54652 {September 22, 2008)
{Crder Approving File No. SR-FINRA-2008-036).
FINRA adopted FINRA Rule 4530 1o replace
NASD Rule 3070 and comparabte provisions
in NYSE Rule 351 See Securities Exchange

Act Release No. 63260 (November 5,2010),

75 FR 69508 (November 12, 2010) {Notice of
Filing of Amendments No. 1 and 2 and Order
Granting Accelerated Approval of File No. SR-
FINRA-2010-034). FINRA Ruie 4530 became
effective onJuly 3, 2011, See Requiatory Notice
11-06 {February 2011}

in addition, PINRA's investor education literature
zdvises cusiomers to communicate any
complaints to their broker-dealer in writing,
especially if customers have lost money or
there were any unauthorized trades made in
the customers’ accounts. See FINRA's pamphiet
Investor Complzint Program: What to Do When
Problems Arise; see afso NASD Rule 2340(z)
(Customer Account Statements) {requiring a
customer account statement to, among other
things, advise the customer that any aral
cormmunications should be re-confirmed in
writing to further protect the customer's rights,
including rights under the Securities investor
Protection Act (SIPA}).

FINRA Rule 3110{B)S)C)(1) and (i), FINRA

Rule 3110{b){6} also requires that a firm’s
supervisory procedures include the titles,
registration status and locations of the required
supervisory personnel and the responsibilities
of each supervisory person as these relate to
the types of business engaged in, applicable
taws and regulations, and FINRA ruies, as well
25 a record of the names of 1is designated
supervisary personnel and the dates for which
such designation is or was effective. FINRA Rule
3110{b){6}{A) znd (B].




22.
23,

24

26.

20

FINRA kule 3110(b)(8)(C){ii}a.

FINRA Ruie 312.0(b)(&)(C)(i)a.1 and 2,

NASD Rule 3012 reguires a firm relying on

a similar exception to notify FINRA through

an electronic process (or any other process
prescribed by FINRA) within 30 days of the date
on which the firm first relies on the exception,
and annually thereafter. Firms provide this
natification through the FINRA Contact Systemn
{FCS). Effective December1, 2014, firms wilf no
longer be required to provide this information,
and FINRA intends to disable FCS's natification
feature.

FINRA Rule 3110(b){6)(D).

Specifically, FINRA Rule 3110.11 provides that 2
firm may use electronic media to communicate
its written supendsory procedures {and
amendments) provided that {1) the written
supervisory procedures have been promptly
communicated to, and are readily accessible by,
all assaciated persons to whom such supervisory
procedures apply based on their activities

and responsibilities through, for example, the
firm's intranet system; (2} sl amendments

to the written supervisory procedures are
pramptly posted to the firm'’s electronic

media; (3) associated persons are notified

that amendments relevant to their activities

and responsibilities have been made {o the
written supervisory procedures; (4) the firm has
reasonable procedures to monttor and maintain
the security of the material posted to ensure that
it cannot be altered by unauthorized persons;
and (5} the firm retains current and prior
versions of its written supervisory procedures in
compliance with SEA Rule 17a-4{e}(7Y's applicable
record retention reguirements.

27.

28

29.

30.

31.
32.
33.

34,

35.

36

See also Natice to Members 95-45 (June 1998)
(distinguishing between a firm’s compliance
procedures and wtitten supervisory procedures
and specifying that “[i]t is crucial that all persons
associzted with a member be informed of any
changes in the supervisory system and applicable
written procedures. [NASD Rule 3010(b)(3}],
therefore, requires members to inform all
associated persons of such changes.”).

For purposes of FINRA Rule 3110{c)(1), the term
“annually” means on a calendar-year basis.

See FINRA Rule 3110{c) (1HAHC). In 2ddition,
FINRA Rule 3110.12 (Standards for Reasonable
Review) retains the content of NASD IM-3010-1
{Standards for Reasonable Review) setting forth
the standards for the reasonable review of
offices.

FINRA Rule 3110.13 {General Presumption
of Three-Year Limit for Periodic inspection
Schedules),

FINRA Rule 3110(c)(2).

See Notice fo Members 04-71 {October 2004).

FINRA Rule 3110{c}(2)(A).

FINRA Rule 3110{c}(2){B]. See Requigtory
Notice 09-64 (November 2008) Verification of
Instructions to Transmit or Withdraw Assets
from Customer Accounts) (guidance on firms’
policies and procedures o verify transmittal
instructions).

FINRA Rule 3110{6)(2)(C).

This requirement is consistent with NASD
Rule 3010(c)’s requirement that a firm have
supervisory policies and procedures for
validating changes in customer account
information, See NASD Rule 3010{c)(2)(F).
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38.
39,

40.

41
42,

43.

44,

45.

46,
47,
48,
439,
50,
51,

52,

FINRA Rule 3310(c)(2)(D).

FINRA Rule 3110{0)(3}(B).
FINRA Rule 3110{c){(3)(C).

See FINRA Rule 3110.14 [Exception to Persons
Prohibited from Conducting Inspections).

FINRA Rule 3110{c)(3)(A).
15 US.C. 780(g).

See insider Trading and Securities Fraud
Ernforcement Act of 1688 Pub. L No. 1.00-704,
102 Stat. 4677.

FINRA Rule 3110(d){1}{A)-(D).

FINRA Rule 3110(d)(1)’s “reasonably designed”
standard acknowledges that firms with different
business models may adopt different procedures
and practices.

FINRA RUle 3110(d){4}(A).
FINRA Rule 3110{d)(2).
FINRA Rule 3110{d){3).
FINRA Rule 3110{d)(4}(B).
FINRA Rule 3110{d}(3)(A).
FINRA Rule 3110{d){3)(R).

FINRA previously provided the list to assist
firm's supervisory obligations under NASD Rule
3010(b)(2).
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