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I. Regulators’ View of Themselves as Partners of Firm Compliance Departments 

A. New Rule 3013 and IM 3013-1 Requiring Annual Compliance Certification by 
CEO 

1. The 2003 proposal 

 The NASD proposed in 2003 to require each of its members to designate a Chief 
Compliance Officer who, together with the member’s Chief Executive Officer, would certify 
annually that the member has adequate compliance and supervisory policies and procedures.  In 
its Notice to Members regarding the proposed amendment and accompanying Interpretive 
Material, the NASD explained the background and goal of the amendment as follows: 
 

Comprehensive compliance and supervisory systems constitute the 
bedrock of effective securities industry self-regulation and the 
primary strata of investor protection.  As such, NASD believes that 
a member’s senior management should regard the adequacy of its 
compliance and supervisory policies and procedures with the same 
seriousness accorded to such fundamental operational prerequisites 
as, for example, net capital requirements.  To develop this ethos, 
NASD further believes it is essential that regular and significant 
interaction occur between senior business and compliance officers.  
Moreover, those compliance officers must be empowered with 
sufficient leverage to oblige senior management to give 
meaningful consideration to the caliber of a member’s compliance 
and supervisory systems. 

                                                 
1 Brandon Becker is a partner, and Christie Farris Öberg is a lawyer, in the law firm of Wilmer 
Cutler Pickering Hale and Dorr LLP.  This outline is for general information purposes only and 
does not represent our legal advice as to any particular set of facts, nor does it represent any 
undertaking to keep recipients advised as to all relevant legal developments. 
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To that end, NASD has developed a proposal to ensure that 
compliance – and by extension, investor protection – is given the 
highest priority by a member’s senior executive officers. 

NASD Special Notice to Members 03-29 (June 2003) (emphasis added).2  The proposed 
Interpretive Material clarifies that “[n]o liability will accrue to the signatories to the certification 
under this or any other NASD rule or interpretation as a consequence of their certification 
provided that at the time they execute the certification they have a reasonable basis for doing so 
and do so in a manner that comports with high standards of commercial honor and just and 
equitable principles of trade.”  Id., Exhibit B (Proposed IM-3010-1). 
 

2. The new rule as adopted 

In response to comments, the NASD revised the scope of the certification in the original 
proposal.  The final rule (adopted as new rule 3013 and Interpretive Material 3013-1) requires 
certification from the CEO only, rather than both the CEO and the CCO, although the 
certification includes a statement that the CEO has consulted with the CCO.   Also, the final 
version of the certification does not state that the compliance policies are “adequate,” but rather 
attests that the member has policies in place to “establish, maintain, review, test, and modify” its 
compliance and supervisory policies and procedures, which must be “reasonably designed” to 
achieve compliance with applicable rules and regulations.  

 
On the other hand, the rule as adopted requires that an annual report evidence the 

member’s processes, that the CEO review this report, and that the report be submitted to the 
member’s board of directors and audit committee.  According to the Interpretive Material, the 
report need not state any conclusions from the review of the member’s policies and procedures.  
The IM also states that the member must produce the report in its entirety upon the request of the 
NASD.  See NASD Notice to Members 04-79 (Nov. 2004). 
 

3. Glauber’s comments 

 Then NASD Chairman Robert Glauber, commenting on the initial rule proposal, noted 
that “you can’t stop what you don’t have either the opportunity or the power to stop,” and stated 
that the proposed rule aims to “empower and improve the position of compliance officers.”  
Remarks by Robert R. Glauber, NASD Chairman and CEO, at the NASD Spring Securities 
Conference, Hollywood, FL, May 1, 2003 (emphasis added). 
 
 Glauber has also said: 
 

Regulators will indeed continue to do our part. But it is your firms 
that must do the truly heavy lifting to win back and hold on to the 
trust of their customers.  

                                                 
2 All materials cited in the outline are listed in a bibliography with Internet citations at the end of 
the outline. 



 

 
 
US1DOCS 5908581v2 

3

That is because enforcement -- forced compliance, if you will -- 
comes after the damage is done; after investors have lost money 
they should not have lost; and after investor confidence has been 
harmed.  

By contrast, improved self-compliance by the firms can prevent 
investors from being harmed in the first place. That's why we are 
working with the SEC to put the finishing touches on the rule to 
require certification, involving a firm's CEO and Chief Compliance 
Officer, that a process is in place to assure compliance with NASD 
and SEC rules.  

So self-policing is not only helpful, but indispensable, for the 
health of the capital markets. Because brokerage firms really are 
the front lines of compliance. It is they who can provide the 
earliest detection, and the swiftest, most cost-effective response. 

Robert R. Glauber, Opening Address, NASD Spring Securities Conference, Baltimore, MD, May 
12, 2004. 
 

4. Similar NYSE Rule Amendments 

In 2005, the New York Stock Exchange also adopted rule amendments to require that a 
member firm appoint a CCO and to impose a CEO certification process similar to the NASD’s.  
See Exch. Act Rel. No. 52780 (Nov. 16, 2005) (adopting release).  Like the NASD, the NYSE 
described the certification requirement as a means to promote communication between senior 
management and compliance officials: 

 
It is the Exchange’s expectation that the CEO certification 
requirement will result in a meaningful and substantive interaction 
between the CEO, CCO, and others responsible for the member 
organization’s regulatory compliance. The overarching purpose of 
this process is to provide the CEO with an informed basis for the 
certification. 

NYSE Information Memo 05-101 (Dec. 16, 2005). 
 

B. NASD Calls for Member Assistance in Improving Compliance 

1. Chairman Glauber’s comments 

 Robert Glauber, while NASD Cha irman, indicated that the NASD aims to improve self-
compliance and wants member input in the process: 
 

The form our self-compliance efforts will take likewise will draw 
from a broad range of options. Among these will be additional 
templates and checklists; online applications; call- in workshops 
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and other Q&A sessions; and educational offerings online and in 
person. And we will use NASD technology to offer innovative 
products -- such as the one we have developed with a leading third-
party provider, Gryphon Networks, which will incorporate CRD 
data to give interested members a comprehensive, cost-effective 
way to comply with all the new state and federal "Do Not Call" 
laws.  

I can't overstate the importance of your involvement to the success 
of these efforts. For member input will be a big part of our 
knowing what assistance and products you would find most useful. 
And member feedback will be no less important to letting us know 
whether any given tool or service is on the right track and how it 
can be improved.  

Remarks by Robert R. Glauber, NASD Chairman and CEO, at the NASD Spring Securities 
Conference, Hollywood, FL, May 1, 2003 (emphasis added). 
 
 Further, Glauber has suggested that firms can and should use the NASD as a resource to 
help them achieve better compliance with applicable rules: 
 

. . . NASD is fully committed to doing everything we appropriately 
can to help you meet your self-compliance responsibilities. That 
means providing value-added tools, information and services. It 
means developing and delivering the best education and training in 
the industry. And it means you should track down Ann Short, Bob 
Gulick, or one of our other people in your particular area of 
interest and get to know them and what they can do. 

Robert Glauber, Remarks at NASD Fall Securities Conference, Scottsdale, AZ, Oct. 16, 2003 
(emphasis added). 
 

2. Mary Schapiro’s comments 

 Mary Schapiro has emphasized that regulation alone, without firm efforts, cannot 
accomplish the goal of investor protection:  “A system that relies entirely upon regulation to 
promote the development of an ethical business culture invites failure.”  Mary L. Schapiro, Vice 
Chairman, NASD, Remarks at the SIA C&L Annual Seminar, Lake Buena Vista, FL, Apr. 9, 
2003.  (Her example is research analyst conflicts of interest:  Regulations required honest 
research, but the industry allowed business considerations to trump this requirement.)   
 

a) Firms should keep regulators informed of developing concerns 

 The NASD envisions the industry as having an important part in its “Ahead of the Curve” 
initiatives, which are designed to catch problems as early as possible.  In addition to member 
firms’ taking greater account of regulatory risk in their business models, the member-regulator 
relationship must improve: 
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The second part of your role in getting ahead of the curve involves 
tweaking the relationship between the membership and the 
regulator. NASD derives great benefit and insight from its board, 
standing committees, district committees, and interaction with 
industry groups such as The Bond Market Association. Industry 
and public participation in our mission simply makes us better 
regulators. Especially in the case of industry participation, your 
critical eye glanced on our rulemaking proposals and Notices to 
Members keeps us more focused and accurate than could otherwise 
possibly be the case. But it is not enough to be our critic. You need 
to provide us with the information necessary for us to do our part 
in staying ahead of the curve. And you have to understand that we 
will receive information from you with an ever-more-critical eye. 
When you tell us in the context of debt mark-ups that your risk is 
compounded by the fact that investors have superior knowledge 
compared to the dealer and then tell us at the same time that 
greater price transparency in debt mark-ups hurts liquidity that we 
will ask the question: how can providing transactional information 
to parties you already contend have better and greater information 
possibly have any ill effects? We need for you to deal with us 
openly, consistently and honestly. . . . 

I don't argue that the consequences to member firms in 
transforming the relationship with their regulator from one of cat-
and-mouse to one of partnering is cost free; I simply observe that it 
is much less costly in the long run to get our views and 
involvement. We have to recognize that we share the same boat 
when it comes to investor protection and market integrity.  No 
industry can thrive if customer trust and confidence is absent. We 
will be reaching out to the industry through various forums to help 
us reach the goal of cutting off the prospect of these problems at 
the pass and I ask that you not wait to be called.  

Mary L. Schapiro, Vice Chairman, NASD, Remarks at The Bond Market Association’s Eighth 
Annual Legal & Compliance Conference, New York, NY, Feb. 4, 2003 (emphasis added). 
 
 More recently, Schapiro has stressed that the relationship between industry and the self-
regulatory organizations can and should be characterized by cooperative efforts: 
 

I want to share with you today my views on the role and 
importance of self- regulation.  At this time when the SEC is 
considering the role and construct of self- regulatory organizations, 
I think it important that the industry recognize its stake in self-
regulation and not regard it as a burden to be endured, but rather as 
an opportunity to be reaped.  Will we disagree on policy or on the 
reach and extent of rules?  Yes, that is both inevitable and healthy.  
But, that doesn't mean we have to be consigned to a working 



 

 
 
US1DOCS 5908581v2 

6

relationship of hostility or suspicion.  We can disagree and yet our 
efforts can be constructive.  

Am I describing aspirations for the future?  I don't think so.  I think 
this has been the experience of our relationship to date, but it has 
been forgotten or recast because of recent events. 

. . . 

Whatever criticism we took for our CEO certification rule, I trust 
no one disagrees with its animating purpose-that compliance 
professionals occupy a critical role within the broker-dealer and 
should be recognized as such.  And we know first-hand just how 
talented you are.  We rely on many in this room to teach us the in-
the-weeds details of what we must regulate.  It has always been our 
experience that you took up that task with zeal and generosity.  
You did that even in times when our policy and rulemaking 
initiatives had you at wits end and when you vehemently disagreed 
with us.  And there is no shame in a regulator recognizing that and 
saying thank you.  As I said earlier, a cooperative relationship 
between the regulator and the industry is not an aspiration, it is a 
reality and I think it has always been the case. 

. . . 

The “S” in self-regulation was never meant to connote industry 
control of its own regulation because, bluntly, I must tell you that 
that form of self-regulation would already be history in the wake of 
recent events as it would have no sustaining credibility.  The “S” in 
self-regulation is the role of industry in informing regulation and, 
in my view, that is the essential functional element needed if self-
regulation is to have any meaning. 

Mary L. Schapiro, Vice Chairman, NASD, Remarks at SIA Compliance & Legal Division 
Conference, Palm Desert, CA, Apr. 4, 2005 (emphasis added). 
 
 Schapiro has described the “Ahead of the Curve” initiatives as opportunities for both the 
NASD and the firms it regulates to reap benefits: 
 

In the context of Ahead of the Curve initiatives, we bring firms 
into the loop as part of a cooperative exercise in gathering 
information. Firms seem to relish the opportunity to teach us their 
business, make their points, both commercial and substantive, and 
have an interaction with NASD outside the context of an 
examination.  . . . I wanted to note the marriage of benefits—firms 
having an opportunity to share their unvarnished thoughts, 
concerns and interests with NASD in a constructive setting—and 
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the reduction of burden—the need for fewer sweeps because of 
alternative and better avenues for information discovery. 

Mary L. Schapiro, Vice Chairman, NASD, Remarks at SIA Compliance & Legal Division 
Annual Conference, Hollywood, FL, Mar. 20, 2006.  
 

b) Firms can improve regulators’ ability to provide meaningful 
guidance 

 Schapiro has stated that firms play an important role in informing regulators of current 
practices and helping them to determine what are best practices: 
 

For the ATC [i.e., Ahead of the Curve] structural issues, we have 
an obligation to call to your attention the industry-wide concerns 
we have and work with you to address them. An example of an 
ATC process or structural issue is our initiative on new product 
review. We have been exploring with larger firms the internal 
processes they use to vet and ultimately offer new products to their 
customers. And, we are now expanding our discussions to smaller 
firms to learn what procedures work for them. 

. . . 

We are working with firms that have strong new product review 
systems, to extract and distill from their proprietary processes 
generic ideas on how best to evaluate a new product for sale. Such 
ideas involve how the firm designs and prices the product, what 
risk it carries for the firm and how those risks will be controlled, 
how it will be regulated, what customers it will be appropriate for, 
how the reps selling it will be trained and supervised, and how the 
firm will assess the investor experience with the product over time. 

Our goal is to collect the best practices and publish a white paper 
that can help to inform the entire industry in this critically 
important area. An early suggestion I would have is to insure that 
both business and compliance personnel are involved early in the 
process, so that supervision and potential regulatory pitfalls can be 
considered from the beginning. 

Mary L. Schapiro, Vice Chairman, NASD, Remarks at NASD Fall Conference, Rancho Mirage, 
CA, Oct. 14, 2004 (emphasis added). 
 

c) Firms should seek regulator guidance 

 Schapiro has praised industry efforts at improved compliance, including firms’ seeking 
guidance on specific issues from NASD: 
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Your efforts at self-compliance are as important here as anything 
that we will do and I believe that we are already seeing evidence of 
your efforts. Barely a week passes when my staff is not asked 
about best execution obligations in the Bond market. I have heard 
from institutional traders inquiring about unusual pricing on retail 
trades and expressing concern about whether they really indicate 
the market. Clearly, these questions show that you are focusing on 
issues that simply were not on the radar screen before—issues 
about market integrity that were little discussed. This "early 
benefit" of Phase I deployment [of TRACE -- the Trade Reporting 
and Compliance Engine] is exactly as it should be and I applaud 
your focus on compliance.  

Mary L. Schapiro, Vice Chairman, NASD, Remarks at The Bond Market Association’s Eighth 
Annual Legal & Compliance Conference, New York, NY, Feb. 4, 2003 (emphasis added). 
 

d) Firms should keep regulators informed of problems 

 Also in regards to the “Ahead of the Curve” initiative, Schapiro has remarked,  
 

Outside NASD, we are engaging the services of other regulators 
and experts, but our most important partner in this is you.  

In the past, your most frequent help has been commenting on our 
rule proposals. Those comments help shape our rules with greater 
precision, but these tumultuous times call for you to be more than 
just our critic, even a constructive one. You need to provide us 
with information that we can use to stay ahead of the curve. I am 
willing to wager that the major problems that we are struggling 
with today were discussed first within your firms. How much 
better off would we be today if the regulators had been included in 
those discussions, so that an early response to growing problems 
could have been implemented?  

Mary L. Schapiro, Vice Chairman, NASD, Remarks at NASD Fall Securities Conference, San 
Diego, CA, Oct. 22, 2002 (emphasis added). 
 

e) Earning back the trust of regulators 

 Schapiro has said that, just as recent securities industry scandals have harmed investor 
confidence, “in equal measure there has been damage to the bond of trust between regulators and 
the industry.”  She has described industry-regulator interaction as essential to effective self-
regulation, and she has called upon the industry to restore the regulators’ trust by “doing the right 
thing”: 
 

Even though self-regulation does not operate at the pleasure of 
regulated firms, this does not mean it can operate effectively in an 
environment in which it is divorced from firms. I said a moment 
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ago that self-regulation is regulation informed and illuminated by 
the views of the industry. Unfortunately, however, when we see 
questionable practices, as widespread as those in the mutual fund 
operational and sales areas, we must question the value of input 
received from the industry. Anyone looking objectively at the 
recent-and continuing-reports would question whether even the 
basic and most fundamental provisions of the law and commercial 
honor are being observed within some firms and be left with real 
doubts about whether they are putting the interests of their clients 
above all others. 

Speaking as a regulator, I think you will see us staying in the deep 
end for quite awhile. That means, above all else, aggressive 
enforcement of the rules and pushing enforcement of our bedrock 
ethical rule, that firms must observe high standards of commercial 
honor and just and equitable principles of trade. This means, 
among other things, that even where there isn't a specific rule 
tailored to address a specific situation, a firm and its officers 
should be committed to do the right thing.  

Mary L. Schapiro, Remarks at SIA Compliance & Legal Conference, Phoenix, AZ, Mar. 22, 
2004 (emphasis added). 
 

C. NASD Efforts to Educate and Inform Compliance Professionals 

1. Compliance curriculum at the University of Reading 

 Earlier this year, the NASD and the University of Reading in England launched a new 
curriculum, which offers a Master's Degree, a Diploma, and a Certificate in Capital Markets, 
Regulation and Compliance.  Commenting on the new program, which is intended for 
compliance professionals, Glauber said: 
 

Securities firms are the front line of compliance when it comes to 
protecting investors. Compliance officials play a substantial role in 
the day-to-day operations at firms.  And NASD is committed to do 
everything in its power to help firms and brokers meet their 
regulatory commitments. 

The creation of this new set of professional qualifications, which 
will be recognised on an international level, will raise the profile of 
the compliance function even further and help create a respected 
career path for compliance professionals across the world. This can 
only serve to reinforce the integrity of global markets and increase 
investor confidence. 

Growing Regulatory Requirements Drive Compliance onto the University Curriculum, NASD 
News Rel., Jan. 25, 2006.  
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2. Informational webcasts on compliance  

 In connection with the NASD’s launching of webcasts intended to provide guidance to 
compliance professionals, Mary Schapiro made the following statement: 
 

At NASD, we have increased our focus on supporting firms’ 
compliance efforts through a number of programs, including this 
webcast series.  We want to inform firms, in plain English, about 
what NASD expects from them, and what they can expect from us.  
To achieve the goals of investor protection and market integrity, 
it’s crucial that firms be knowledgeable about their obligations and 
compliant with NASD and SEC rules - and we are committed to 
helping them do that. 

Taking the Mystery Out of Regulatory Processes: NASD Launches Plain-English Webcasts for 
Compliance Officers and Staff , NASD News Rel., July 5, 2006.  
 

3. Mary Schapiro on educational programs 

Schapiro, now Chairman and CEO of the NASD, recently stated that the NASD is 
committed to continued development of educational programs for firms: 
 

NASD has been placing a heavy emphasis on compliance-related 
education and training. We offer a wide range of educational 
programs from short webcasts and podcasts at one end of the scale, 
to an intensive three-year course of study at the University of 
Pennsylvania's Wharton School at the other. And, there are many 
resources in between, including conferences, phone- in workshops 
and a library of e- learning courses. Our menu of education and 
training will continue to expand to meet the needs of the industry. 

Mary L. Schapiro, Chairman and CEO, NASD, Remarks at NASD Fall Securities Conference, 
Los Angeles, CA, Nov. 16, 2006. 
 

D. Mary Schapiro’s “Listening Tour” 

Prior to assuming her role as Chairman and CEO of the NASD, Mary Schapiro went on 
what she calls a “listening tour,” during which she spoke to CEOs at “dozens” of firms around 
the country in an effort to learn “their view of the regulatory and business environment and how 
we could best work together to ensure the highest levels of compliance in the industry.”  Mary L. 
Schapiro, Chairman and CEO, NASD, Remarks at NASD Fall Securities Conference, Los 
Angeles, CA, Nov. 16, 2006.  She has described a number of themes that emerged during the 
tour: 
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1) Redundancy, cost, and inefficiency are problems in the current SRO structure.  
Schapiro indicated that this concern is being addressed by efforts to create a 
single SRO. 

 
2) The NASD should address problems early and work with industry to resolve 

them, rather than dealing with them through the enforcement process.  
Schapiro stated that the NASD prefers to work with firms to fix problems at 
their inception.  She cited the NASD’s various task forces as such 
“cooperative ventures.” 

 
3) Fines that may be too severe.  Schapiro stated, “In the absence of egregious 

violations or those involving fraud, fines are meant to be remedial, not 
punitive. Our purpose in imposing them is to correct errant conduct, not to 
damage a firm's reputation or financial health.”  She cited recent revisions to 
the Sanction Guidelines to incorporate size and resources as relevant 
considerations in setting fines.  

 
4) The education and training opportunities NASD provides for firms are 

helpful.  Schapiro indicated that this would continue to be a priority for the 
NASD. 

 
5) Many firms do not understand the NASD’s processes and why it does what it 

does.  Schapiro said that she aims for the NASD to be “as transparent as 
possible in [its] approach to firms.”  Among efforts in this direction, she cited 
webcasts on the NASD website and the “Liaison Program” that assigns each 
member firm a contact person at NASD. 

Id. 
 

E. Comments by Lori Richards 

1. Firms’ and regulators’ “common mission” 

 Richards has said:  “We very much view our role in the public sector as working to foster 
private sector compliance. At the most fundamental level, we have a common mission -- we both 
want to ensure that the compliance function is strong, well resourced, respected within the firm 
and able to do its job.”  Lori Richards, Director, SEC Office of Compliance Inspections and 
Examinations, “Remarks at ‘Meet the Regulators,’” Mid-Atlantic Securities Forum, 
Philadelphia, PA, Mar. 21, 2002. 
 

2. Examinations as an information aid to firms 

 Richards has remarked that SEC examinations have investor protection as their goal, but 
that the examination process also “helps [firms] to identify potent ial weaknesses in your 
compliance practices, and in so doing, helps you to strengthen your compliance program.  I also 
hope that we help educate your management about the need for a top quality compliance 
program.”  Id.  Specifically, Richards has indicated that OCIE has a policy of conducting exit 
interviews with a firm at the end of an examination, so that the firm has a chance to correct 
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problems as soon as possible.  In addition, OCIE’s policy is to send a deficiency letter even if a 
matter is being referred to Enforcement, in order to provide the firm with information and an 
opportunity to fix the problems as quickly as possible.  Id. 
 

3. Keeping regulators informed 

 Richards has described “keeping your regulator informed” as one aspect of maintaining a 
“culture of compliance”: 
 

Pick up the phone. Let us know about the problems you're dealing 
with, and the changes you are implementing. It may be a difficult 
call to make, but you're much better off being forthcoming with 
your regulator than if we detect the problem ourselves. More 
broadly, we need to understand each other, and to make sure that 
our efforts at change are mutually supportive. We need to keep 
each other informed. 

Lori Richards, Director, SEC Office of Compliance Inspections and Examinations, “Instilling 
Lasting and Meaningful Changes in Compliance,” National Society of Compliance Professionals 
2004 National Membership Meeting, Washington, D.C., Oct. 28, 2004. 
 

4. Chief Compliance Officer as regulators’ “ally” 

 Following the SEC’s adoption of new rules to require funds and investment advisers to 
appoint Chief Compliance Officers, see Investment Advisers Act Rel. No. IA-2204 (Dec. 17, 
2003) (final rule release), Richards has stated that the SEC staff will look to these officers as an 
important resource in connection with examinations: 
 

As regulators, we will look to the Chief Compliance Officer as our 
ally, just as we do the independent auditors and the Board of 
Directors, particularly the independent directors. As examiners, we 
will develop that alliance — we will speak often to the Chief 
Compliance Officer, utilizing her knowledge to more completely 
understand the fund’s compliance program, to hear concerns, and 
to understand emerging issues and the ways in which they are 
being handled. We expect the Chief Compliance Officer to be 
open, honest and candid with us about issues that arise. Our 
examination process likely will begin with a discussion with the 
Chief Compliance Officer, and will have as its goal an assessment 
of whether the compliance program as a whole is effective in light 
of the fund it serves. As I said, we view the Chief Compliance 
Officer as an ally in ensuring that the interests of fund shareholders 
are served.  

Lori Richards, Director, SEC Office of Compliance Inspections and Examinations, “The New 
Compliance Rule: An Opportunity for Change,” Investment Company Institute/Independent 
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Directors Council Mutual Fund Compliance Programs Conference, Washington, DC, June 28, 
2004. 
 

F. Comments by Mary Ann Gadziala. 

 Mary Ann Gadziala has described the examination goal of improving compliance 
systems as one that requires a cooperative effort by examiners and compliance departments: 
 

First, we are pursuing increased risk assessment and coordination 
to improve examination focus and use of limited resources. And 
second, we have endeavored to make our examinations more 
proactive and forward- looking to assist us in earlier identification 
of concerns, working with firms to implement controls and 
improvements that will at their best prevent violations from 
occurring at all. The implementation of both of these concepts 
requires an enhanced partnership of our examination team with 
firms’ risk control groups such as yourselves to achieve the most 
effective, comprehensive, and efficient compliance and risk 
management programs possible at all broker-dealer organizations.   

 
Mary Ann Gadziala, Assoc. Director, SEC Office of Compliance Inspections and Examinations, 
Remarks at SIA Compliance and Legal Division Regional Seminar, Washington, D.C., Oct. 19, 
2005. 
 

G. Richard Ketchum’s Comments on the “Self-Regulatory Compact” 

 After becoming the first Chief Regulatory Officer of the New York Stock Exchange, 
Richard Ketchum has stated that there is a need to re-visit the notion of a “self- regulatory 
compact” as a foundation of self-regulation, with the objective being to encourage collaboration 
among the SROs, industry, and investors.  He has described the starting point for this endeavor 
as follows: 
 

For, let there be no doubt, if we do not accept the fact that the 
burden of self-regulation is collaborative with equal responsibility 
to the industry and those in this hall who advise them, as it is with 
the SROs, then we have already failed. 

. . .  

The first step on this road should be how we, together, build a 
commitment to a culture of compliance in the securities industry.   
For if self-regulation is to stand for anything, it must be more than 
just a strong enforcement program.  In the words of Chairman 
Donaldson, “oversight of our securities markets and market 
participants remains grounded in the principle that regulation 
works best when it occurs close to the regulated activity.”  
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Investors will most benefit if compliance is embraced not out fear, 
but out of sound business practices.  

Richard G. Ketchum, Chief Regulatory Officer, NYSE, Keynote Speech at the Practising Law 
Institute, November 11, 2004 (emphasis added). 
 
 The notion of collaboration and partnership carries over to Ketchum’s description of the 
NYSE’s examination reviews: 
 

Our goal in these internal control reviews will be to share best 
practices with your clients that we have observed at other firms.  
By doing this, we hope to strengthen the internal control 
environments of firms by leveraging these best practices.  

We also would like to deepen the relationship with the largest 
firms by gaining a better understanding of the drivers of their 
business, as well as the business and compliance issues they are 
facing.  We plan to do this by scheduling quarterly meetings to 
discuss business results and compliance initiatives. 

Id.  See also Richard G. Ketchum, Chief Regulatory Officer, NYSE, Sommer Lecture at 
Fordham University Law School, Nov. 9, 2004 (“I want to increase the dialogue between us and 
senior executives of our member firms.  We want to better understand their challenges, their 
risks, how they are dealing with conflicts and the competitive pressures that are inherent in the 
securities industry.”). 
 
 In 2006, Ketchum assumed the position of CEO of NYSE Regulation, Inc., the subsidiary 
of NYSE Group, Inc. that is responsible for regulating activities on the NYSE and NYSE Arca.  
 

H. Re-Evaluation of the Self-Regulatory System 

As the above quotations illustrate, regulators frequently have framed their own objectives 
as complementary to those of firm compliance departments.  It should be noted, however, that 
the SEC currently is considering whether the relationship between the self-regulatory 
organizations and the firms they regulate is, in its current form, optimal in terms of the ultimate 
objective of investor protection.  In November 2004, the SEC published a concept release 
soliciting comment on the existing self-regulatory system and possible alternative regulatory 
approaches.  See Concept Release Concerning Self-Regulation, Exch. Act Rel. No. 50700 (Nov. 
18, 2004) (“Concept Release”).3  Among the concerns raised by the SEC was the existence of 
inherent conflicts in a system in which organizations regulate their members and how these may 
affect an SRO’s ability to regulate effectively: 

                                                 
3 For a discussion of the Concept Release, see Brandon Becker, Andre Owens, and Cherie 
Weldon, Self-Regulation Revisited:  SEC Seeks Comment on Potential Enhancements to 
Securities Self-Regulatory System, WALL STREET LAWYER (Feb. 2005). 
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Unchecked conflicts in the dual role of regulating and serving can 
result in poorly targeted SRO rulemaking, less extensive SRO 
rulemaking, and under zealous enforcement of SRO rules against 
members. It is also important to note that, even where an SRO 
structure may appear sound, successful self- regulation relies on 
sufficiently vigorous rule enforcement against members on the part 
of the SRO. If regulatory staff is disinclined to regulate members, 
self-regulation will fail. Thus, to be effective, an SRO must be 
structured in such a way that regulatory staff is unencumbered by 
inappropriate business pressure. 

Pressures that inhibit effective regulation and discourage vigorous 
enforcement against members can arise for a variety of reasons, 
including member domination of SRO funding, member control of 
SRO governance, and member influence over regulatory and 
enforcement staff. In addition, the economic importance of certain 
SRO members may create particularly acute conflicts, especially in 
light of the consolidation of some of the largest securities firms.  

Id. 
 
 In its comments to the Concept Release, in which it defended the self-regulatory system, 
the NASD, echoing the theme of partnership with firms’ compliance officers, described its 
interactions with the industry as enhancing its ability to regulate effectively: 
 

Moreover, private sector regulators are able to tap industry 
expertise in ways not readily available to the government and use 
this expertise to better protect investors and ensure market 
integrity. Among other things, this expertise helps to ensure that 
rules are practical, workable, and effective. Also, industry 
participants often are in the best position to identify potential 
problems, thus enabling regulators to stay ahead of the curve. In 
this regard, we believe that the response of NASD and the industry 
to the problems surrounding mutual fund breakpoints exemplifies 
the benefits of self-regulation, including the use of collective 
judgment and industry expertise to address complex problems in 
an expeditious manner. It also demonstrates the confidence with 
which the Commission can turn to NASD and the industry to 
evaluate and resolve difficult regulatory issues. 

 . . . [T]he participation by those regulated raises the level of 
consciousness of regulation in the industry and increases the 
likelihood of compliance and peer scrutiny. Extensive industry 
participation in self-regulatory processes encourages awareness of 
regulatory issues as well as enhances acceptance of self- regulatory 
initiatives and has the benefit of contributing to a strong 
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compliance culture within the firms that participate in the 
development of the rules. 

Comment Letter from Robert R. Glauber, President and CEO, NASD, to Jonathan G. Katz, File 
No. S7-40-04 (Mar. 15, 2005) (footnotes omitted and emphasis added).  See also Robert R. 
Glauber, President and CEO, NASD, Testimony Concerning Self-Regulatory Organizations in 
the Securities Markets, Hearing Before the S. Comm. on Banking, Housing, and Urban Affairs, 
109th Cong. (Mar. 9, 2006) (expressing the same views, and criticizing the NYSE’s decision to 
maintain an affiliation between its for-profit exchange and its regulatory arm).  
 
 John Thain, in testimony to a Senate committee regarding self-regulation, also defended 
self-regulation.  Like Glauber, Thain took the position that a self-regulatory system—particularly 
one in which, like the NYSE, the regulating entity is affiliated with an exchange—has the 
advantage of more knowledgeable regulators.  He also suggested that self-regulation may 
promote a cooperative regulatory environment: 
 

The coordination and communication that arises from affiliation 
also reduces the “us versus them” mentality that prevents 
cooperative regulatory risk assessment and management. 
Affiliation also creates a regulator with market sensitivity and a 
businessperson who understands regulation. Finally, the affiliation 
of a regulator with an exchange focuses accountability for the 
direct and indirect costs that regulatory activities impose on the 
market. Neither the effectiveness nor the efficiency of regulation 
becomes “someone else’s problem.” 

John A. Thain, CEO, NYSE Group Inc., Testimony Concerning Self-Regulatory Organizations 
in the Securities Markets, Hearing Before the S. Comm. on Banking, Housing, and Urban 
Affairs, 109th Cong. (Mar. 9, 2006).  
 

I. Recent Comments Regarding the Status of Self-Regulatory Organizations and the 
Goal of Regulator Consolidation 

1. Chairman Cox 

SEC Chairman Christopher Cox stated recently that, in light of increasing global 
consolidation of securities exchanges, simplification of the current self- regulatory system is an 
important goal.  Cox said that the NASD’s and NYSE Regulation’s regulatory functions may 
soon be merged: 
 

The very good news, as we meet here today, is that we're on the 
verge of historic changes that will simplify the current self 
regulatory structure. Instead of multiple and often redundant 
players, we may soon have a single self regulator for all firms in 
the securities industry. Instead of two rulebooks, two separate and 
uncoordinated regulatory staffs, and two completely different 
enforcement systems; instead of a menagerie of potentially 
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conflicting schemes that can actually undermine the effectiveness 
of regulation and the efficiency of the securities markets -- we 
might soon be able to increase the effectiveness of regulation for 
the benefit of investors by eliminating the needless and often 
harmful duplication that interferes with that investor protection 
mission. 

Christopher Cox, SEC Chairman, “More Efficient and Effective Regulation In the Era of Global 
Consolidation of Markets,” Remarks to the Securities Industry and Financial Markets 
Association Boca Raton, FL, Nov. 10, 2006.  The goal of consolidation, in Cox’s view, is driven 
by the need to modernize, but he continues to believe that “regulation of the markets works best 
when the front line regulator is in proximity to the market.”  Id.  Cox described the NASD’s and 
NYSE Regulation’s efforts to harmonize their rules, and he said that both are “committed to the 
braoder objective of a single self regulatory organization.”  Id.  He also said that he expects rule 
proposals aimed at harmonizing the SROs’ rules to be submitted soon.  Id. 
 

2. Mary Schapiro 

Mary Schapiro echoed Cox’s comments regarding current progress being made toward 
creating a single SRO, which she said “ would greatly reduce unnecessary regulatory costs on 
firms while increasing regulatory effectiveness.”  Mary L. Schapiro, Chairman and CEO, NASD, 
Remarks at NASD Fall Securities Conference, Los Angeles, CA, Nov. 16, 2006.  Schapiro said 
that the views of smaller firms would not be neglected in the new structure, as the new SRO will 
be “committed to an ongoing program of reducing regulatory costs and reducing burdens for 
firms of all sizes,” and “firms of all sizes will be represented on the Board of Governors.”  Id. 
 

3. John Thain 

John Thain was quoted in a recent interview as saying that the NASD and NYSE 
Regulation are “very close” to creating a single SRO, which he said would “basically inure to the 
benefit of [brokerage] firms.”  Aaron Lucchetti, Thain Engineers Change at NYSE, WALL ST. J., 
Nov. 17, 2006, at C1.  He also commented, “Eliminating unnecessary and duplicative regulation 
is good for investors, because, in the end, it reduces the expense.”  Id. 
 
II. Regulators’ Statements About Role of Compliance Departments 

A. Comments by Annette Nazareth 

 As Director of the Division of Market Regulation, Annette Nazareth urged compliance 
and legal departments evaluating conflicts of interest to recognize that they have responsibilities 
to investors as well as to their firms: 
 

Many of you, as compliance or legal officers, are well-positioned 
to observe your firm's daily business dealings and witness first-
hand potential conflicts of interest as they may arise. In addressing 
potential conflicts, you must remember, as compliance and legal 
officers, that you also serve several masters. You serve the firm, 
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which looks to you to protect its most valuable, albeit off-the-
books assets, its reputation; but you also serve the investor, who 
makes investments based on his or her trust in the firm. 

Annette L. Nazareth, Director, SEC Division of Market Regulation, Remarks before SIA 
Compliance and Legal Division Member Luncheon, New York, NY, July 19, 2005. 
 

B. Comments by Linda Chatman Thomsen 

Linda Chatman Thomsen has stated that firms share regulators’ interest in protecting 
investors, because investor confidence is essential to firms’ business success: 
 

[W]e, like you, have to continue doing our job, which is to protect 
investors; maintain fair, orderly, and efficient markets; and 
facilitate capital formation. These three goals, which together form 
the Commission's mission statement, are clearly inter-related: by 
seeking to ensure the markets operate in a fair and efficient 
manner, we protect investors and create a market environment in 
which investors are not afraid to commit capital. While these goals 
are not necessarily the same as protecting the industry, I do believe 
they are consistent with the long-term best interests of the industry 
- if investors are getting hurt, the markets are not operated in a fair 
manner, and people are afraid to invest, your businesses don't stand 
much of a chance. So, to the extent we continue to uncover illegal 
conduct in the securities industry that harms investors, we won't 
give the perpetrators a break. 

. . .  

I think the securities industry and the SEC share a common focus 
in many respects, as much as our interests may appear, at times, to 
diverge. That common focus is the best interests of investors, and 
both you and we must continue to do our jobs in a manner that puts 
investors first. For you, I believe that means maintaining a strong, 
but flexible, compliance program . . . and looking to investor 
interests in making compliance and business decisions. For us, that 
means we will continue to bring actions when we uncover illegal 
conduct that has harmed investors, and will continue to follow our 
rigorous internal process of analysis and review, in order to ensure 
the fairness and appropriateness of the actions we bring. 

Linda Chatman Thomsen, Director, SEC Division of Enforcement, “Putting Investors First,” 
Remarks before the ALI-ABA Course of Study SEC/NASD Compliance, Washington, D.C., 
June 17, 2005 (emphasis added). 
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C. Comments by Lori Richards 

 Richards has emphasized that compliance makes good business sense and that firms 
should dedicate adequate resources to compliance and invest in technology that can improve 
compliance controls: 
 

The people in this room understand that Compliance Matters. But, 
unless we convince business managers, top level executives, and 
others, our collective efforts will not be effective. I recently said 
that for a firm to be compliant "it takes a village." What I meant by 
that was that compliance professionals are not guarantors for the 
firm's compliance with the law. They aid, educate, guide, detect, 
and check, but the firm's business-line employees are first and 
foremost responsible for their own conduct. Supervisors and 
managers, and indeed, all employees must view compliance with 
the law as a given in all forms of business, and they must view 
compliance professionals as indispensable in helping them to do 
that.  

Lori Richards, Director, SEC Office of Compliance Inspections and Examinations, Remarks at 
National Society of Compliance Professionals Nationa l Membership Meeting, Washington, D.C., 
Oct. 26, 2005.  See also Lori Richards, Director, SEC Office of Compliance Inspections and 
Examinations, Remarks at Mid-Atlantic Securities Forum, Philadelphia, PA, Mar. 21, 2002.  The 
goal, says Richards, is to deve lop a good “culture of compliance,” which consists of five 
elements: 
 

First, it has a strategic vision. Compliance activities have to relate 
to some larger strategic goal. Second, it identifies the specific risks 
that could arise within each strategic area. The devil, as they say, is 
in the details. Third, it establishes control points for each of these 
risks. Fourth, it is well documented. Documentation provides 
transparency, both internal, to senior management, and external, to 
auditors and regulators. Fifth and finally, specific people are 
accountable for managing each specific element of the compliance 
system. You can have the best policies and procedures in the 
world, but if no one is making them work, they will be useless.  

Lori Richards, Director, SEC Office of Compliance Inspections and Examinations, Remarks at 
Spring Compliance Conference: National Regulatory Services, Tucson, AZ, April 23, 2003. 
 
 Again emphasizing the importance of a strong “culture of compliance,” Richards recently 
described what she calls the “process of compliance,” which should “serve to help the firm avoid 
violations, and help the firm to detect violations and deal with them effectively.”  Lori Richards, 
Director, SEC Office of Compliance Inspections and Examinations, “The Process of 
Compliance,” Remarks at National Membership Meeting of the National Society of Compliance 
Professionals, Washington, D.C., Oct. 19, 2006.  She cites certain elements from the U.S. 
Sentencing Guidelines as aspects of a compliance program: 
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• Oversight of Compliance: including by the board, oversight 

committees, supervisors, and the compliance officer;3 

• Standards, Polices and Procedures: including a code of 
ethics or code of conduct, and operating and compliance 
policies and procedures that implement the standards; 

• Exercise Due Diligence in Delegating Responsibilities: 
don't delegate significant responsibility to individuals who 
have engaged in misconduct, or conduct inconsistent with 
an effective compliance and ethics program; 

• Communication, Education and Training: to ensure that all 
employees and agents clearly understand their obligations, 
including all those who have responsibilities under the 
policies and procedures; 

• Monitoring and Auditing: including processes to detect 
violations, like surveillance, exception reporting, internal 
investigations and hotlines; 

• Enforcement and Discipline: encouraging compliant 
actions and appropriately sanctioning non-compliant 
actions; and 

• Response, Prevention and Evaluation: respond to 
indications of problems to prevent further similar 
misconduct, and periodically risk-assess the program to 
ensure that it's addressing compliance risks effectively.  

Id. (citing 2005 Federal Sentencing Guidelines, Chapter 8, §8B2.1 “Effective Compliance and 
Ethics Program”).   
 

D. Comments by Mary Ann Gadziala 

 Mary Ann Gadziala has described a “culture of compliance” as “an overall environment 
that fosters ethical behavior and sensitivities to compliance with the law in all decision-making.”  
Mary Ann Gadziala, Assoc. Dir., SEC Office of Compliance Inspections and Examinations, 
“Comprehensive Compliance Examinations for Securities Firms,” Compliance Management and 
Structure Conference, Washington, D.C., May 16, 2006.  She has provided the following 
description of what may evidence such an environment: 
 

Some elements examiners may expect to find in an effective 
compliance culture include: the identification and control of 
compliance risks; implementation of effective compliance and 
supervisory systems; a well resourced and effective compliance 
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function with compliance leadership recognized at the same level 
as business heads; participation of compliance persons in assisting 
and overseeing proactive business supervisory activities; effective 
reporting and resolution of significant compliance issues; and 
training and monitoring employees in the performance of their 
duties.  

Id. 
 
 Gadziala describes the following as being among the core compliance functions: 
 

• Identification, measurement, and assessment of compliance 
risk. 

• Managing compliance risks, addressing compliance 
concerns, and validating corrective plans. 

• Working with top business management to report on and 
maintain compliance, and escalate compliance failures. 

• Acting as liaison with regulators and other compliance 
officials. 

• Complying with requirements of specific statutory 
compliance program mandates. 

• Establishing and implementing compliance policies and 
procedures, and standards and controls. 

• Overseeing complete and current written supervisory 
procedures, timely disseminating them to employees, and 
monitoring, surveilling, and overseeing business 
supervisory activities. 

• Detecting, preventing and managing conflicts of interests. 

• Training and education of firm employees. 

• Overseeing employee-related matters, such as registration, 
licenses, regulatory filing, and employee trading.  

Id.  Gadziala notes that these functions are primarily responsibilities of the firm and its 
designated officer, although they commonly are delegated to others.  She states that such 
delegation should occur in writing and specify the delegated functions and the person or persons 
with authority and responsibility for carrying out those functions.  Id. 
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E. Comments by Mary Schapiro 

 Schapiro has focused on the need for firms to act on concerns that arise, without waiting 
for regulators to discover and/or address the problem, regardless of what other firms are doing: 
 

I believe that both effective regulation and successful compliance 
programs promote a balanced business culture that recognizes the 
tension between the desire to maximize profits and the absolute 
obligation to always put the investor first. . . . We expect a firm to 
discover issues of potential concern from within and take 
appropriate corrective action; BEFORE a big problem develops. If 
we have learned anything in the past year, let it be that knowing 
you have a problem and taking comfort in the fact that the rest of 
the Street has the same problem, is no protection from the wrath of 
regulators, the press and investors.   

Mary L. Schapiro, Vice Chairman, NASD, Remarks at SIA C&L Annual Seminar, Lake Buena 
Vista, FL, Apr. 9, 2003 (emphasis added). 
 
 Schapiro describes the role of a compliance department as follows: 
 

You see what goes on day-to-day and can spot small problems 
before they become large ones. You develop specific practices and 
policies from our general guidance, to make regulation work in 
concert with your business, not against it. You are there to make 
sure that losses that investors suffer come from the vagaries of the 
market, and not from dishonest practices or unfair dealing. You are 
the ever-present reminder that if a broker's conscience flexes too 
readily, the consequences will be swift and formidable.  

You do all these things all day, and every day, and it would be hard 
to overemphasize the role you play in ensuring fair securities 
markets. I believe that there is no higher calling than your 
profession, and we all thank you for what you do to protect 
investors 

Remarks by Mary L. Schapiro, Vice Chairman, NASD, at NASD Fall Securities Conference, San 
Diego, CA, Oct. 22, 2002. 
 

F. Comments by Richard Ketchum 

1. Importance of Compliance Departments 

 Ketchum has stressed the importance of compliance departments to firms, stating that 
“[f]irms have to recognize that their legal and compliance staffs are their lifelines to building [a] 
compliance foundation.”  Richard G. Ketchum, Chief Regulatory Officer, The New York Stock 
Exchange, Sommer Lecture at Fordham University Law School, November 9, 2004.  He has 
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characterized the compliance role as adding crucial value to a firm:  “[E]ach of you carries a 
critical responsibility for the firms you work for or represent.  Your ability to guide your firm to 
an effective compliance culture can translate to more value than any trading department or 
investment banker.”  Richard G. Ketchum, Chief Regulatory Officer, NYSE, Welcoming 
Address at NYSE Regulation First Annual Securities Conference, June 21, 2005. 
 

2. Recognition of Improvements and Need for Further Progress 

 Ketchum has praised firms for improvements in their compliance efforts, and urged firms 
to ensure that they keep up with their peers in their compliance efforts: 
 

[L]et me take a moment to acknowledge that I have seen a sea 
change in most member firms’ commitment to implementing 
effective compliance controls.  Without minimizing the challenge 
we still collectively must meet, it is important to note that we have 
seen meaningful progress: 

• in how firms report and respond to customer complaints,  

• in firms’ supervisory oversight of reps with a history of 
customer sales practice complaints,  

• in the controls that firms are employing to ensure that reps 
do not improperly gain control of customer assets,  

• in the process by which you approve new products for retail 
distribution, and  

• in the proactive efforts you now engage in to identify and 
address conflict issues.  

As I have stated, if that progress reflected your firms, or your 
clients’ activities, then it deserves to be recognized as a milepost in 
the road towards more effective compliance controls.  If it does 
not, then your competitors have left you behind and it is time to 
react. 

Id. 
 

G. The Firm-Specific Shape of a Compliance Department 

 OCIE recognizes that a compliance department’s particular approach will depend on the 
specific characteristics of the firm: 
 

During our comprehensive examinations, we are not looking for 
one particular set of policies and procedures. There is no single 
blueprint for risk management, compliance, or supervision - they 
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must be crafted to reflect the particular business operations of each 
firm. Their design and implementation must take into account such 
factors as - size and geographic dispersion, types of business 
activities, products offered and customers of the firm, operations 
and technology, legal and regulatory issues, market conditions, and 
other relevant factors. Moreover, risk management, compliance, 
and supervision must be viewed as constantly evolving - as the 
environment changes, or as better practices come to light - firms 
should change their systems accordingly to maintain the highest 
level of appropriate controls. Appropriate updated controls and 
comprehensive oversight should serve as an effective defense 
against significant losses, violations, customer harm, and firm 
failures.  

Mary Ann Gadziala, Assoc. Dir., SEC Office of Compliance Inspections and Examinations, 
Keynote Address at Glasser Legalworks Broker-Dealer Compliance Conference, New York, 
May 6, 2003.  See also Mary Ann Gadziala, Assoc. Dir., SEC Office of Compliance Inspections 
and Examinations, “Comprehensive Compliance Examinations for Securities Firms,” 
Compliance Management and Structure Conference, Washington, D.C., May 16, 2006 (stating 
that a firm “should design its compliance system based upon its own business operations, 
structure, customer base, size, complexity, product mix, geographic dispersion, and other factors 
related to the firm”). 
 
III. SEC Staff’s Statements About Interacting in the Examination/Inspection Context 

A. Advice from OCIE on the Examination Process 

1. Be proactive in dealing with examiners 

 John Walsh, OCIE Chief Counsel, offers the following advice to compliance officers on 
how approach examinations: 
 

Skillful compliance knows how to navigate through the process. 
On an examination, not too long ago, during our interview of a 
business manager, we discovered a significant weakness in a 
particular procedure. A compliance official was present. He said 
nothing to obstruct what the manager was saying. But, several 
hours later, he came back to the examination team, reported that as 
soon as the interview had ended he initiated an internal review of 
the procedure, and he presented us with the results. The situation 
was much better than the business manager had described, and 
steps were taken to remedy any possible confusion among other 
employees. 

That is how you practice compliance. Do not obstruct. Do not 
cover up. Be alert to what is happening. Be proactive. Be accurate. 
And be remedial.  
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John H. Walsh, Chief Counsel, SEC Office of Compliance Inspections and Examinations, “What 
Makes Compliance a Profession?”, NRS Symposium on the Compliance Profession, Miami 
Beach, FL, Apr. 11, 2002. 
 

2. Approach examinations as a “healthy check on operations” 

 Lori Richards advises firms to view OCIE as an ally: 
 

We also expect cooperation and candor in the examination process.  
Most firms in the securities industry view examinations as a part of 
doing business -- not as an intrusion but as a healthy check on 
operations.  If you view examinations in this way at the outset, and 
communicate this view to your staff, it's likely that the exam is 
going to go smoothly.  It's terribly important that you ensure that 
you are providing information promptly and completely, and that 
you are open and honest with examiners.  On our part, as I said, 
we'll be forthcoming with you about any problems we see.  Our 
goal is to establish a relationship of professional cooperation at all 
times.   

Lori Richards, Director, SEC Office of Compliance Inspections and Examinations, Remarks at 
Mid-Atlantic Securities Forum, Philadelphia, PA, Mar. 21, 2002 (emphasis added). 
 

3. Communicate openly with examiners 

 Richards has stated that communication with OCIE during an examination is encouraged 
and expected, as are “cooperation and candor” on the part of examined firms, both to assist the 
examiners in understanding firm’s compliance controls and to minimize the burden examinations 
impose on the firms.  In this context, she has stated, “We encourage communication during the 
examination - please talk with examination staff about any issues that arise.”  Lori Richards, 
Director, SEC Office of Compliance Inspections and Examinations, “An Update on the SEC’s 
Examination Program,” Remarks at Financial Services Institute: First Annual Public Policy Day, 
Washington, D.C., Oct. 13, 2004. 
 
 Expanding on this theme of open communication, Richards has described communicating 
information to regulators as “one of the more important functions of a compliance program,” as 
well as a significant factor in the outcome of an examination: 
 

[C]oming in from the outside, as a regulator, it is often difficult for 
us to determine what sort of situation you have experienced. Is it a 
compliance problem that you identified and quickly resolved, or is 
it an indication of deep-seated or systemic problems at your firm? 
Your ability to deliver quality information to us about the incident 
will have an important impact on how we respond. If it appears to 
us that you have identified the problem and taken appropriate steps 
to fix it, including by repaying customers or investors when 
appropriate, our reaction to the problem should reflect that. Indeed, 
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in many, many situations, when we can conclude that the firm 
promptly and effectively resolved the problem, and when the 
conduct did not appear to be intentional, we have concluded that 
enforcement referral is not appropriate. These situations never see 
the light of day, so you may not know about them. Your ability to 
deliver that information in an effective and efficient way will be 
enhanced if we have open lines of communication, if we have a 
solid professional relationship; and if we have a history of honest 
and reliable dealings. In short, open lines of communication should 
be as important to you as they are to us.    

Lori Richards, Director, SEC Office of Compliance Inspections and Examinations, Remarks at 
National Society of Compliance Professionals National Membership Meeting, Washington, D.C. 
(Oct. 25, 2005) (emphasis added). 
 

4. Take “prompt corrective action” 

 Firms are encouraged to address problems promptly, whether they surface in the context 
of an examination or not.  Taking such action should help maintain good relationships with the 
regulators: 
 

It is critical that if a problem does occur, a firm must promptly 
investigate it, correct the problem, advise regulators, and fix the 
deficiencies that allowed the problem to occur. The SEC has 
advised firms that such prompt responsiveness will be positively 
considered by examiners, enforcement staff, and the SEC in 
making enforcement decisions and other regulatory 
determinations. In our role as examiners, we will do wha t we can 
to assist you to take prompt corrective action. We keep open lines 
of communication during examinations. We will also generally 
conduct an exit interview to inform firms of any problems we have 
found during our examinations so that they can resolve them as 
quickly as possible.  

Mary Ann Gadziala, Assoc. Director, SEC Office of Compliance Inspections and Examinations, 
Remarks at 2003 Fiduciary and Risk Management Ass’n Fiduciary and Risk Management 
Seminar, Richmond, VA, Feb. 26, 2003. 
 

5. Self-Reporting in the Examination Context 

Mary Ann Gadziala of OCIE has emphasized the importance of self-reporting in the 
examination context, in part as a means of mitigating possible action by the SEC: 
 

In the early stages of the [comprehensive compliance] 
examination, examiners will also ask the firm to self-report on any 
material compliance breaches and how they are being addressed. 
We will also request a copy of the firm's annual compliance report 



 

 
 
US1DOCS 5908581v2 

27

required under NYSE rules. The SEC stressed the importance of 
self-policing, self-reporting, remediation and cooperation with 
regulatory authorities in its Section 21(a) Report and Commission 
Statement on the Relationship of Cooperation to Agency 
Enforcement Decisions issued on October 23, 2001 [Release Nos. 
44969 and 1470]. The SEC listed 13 criteria that it would consider 
in determining what action, if any, to take against a firm in 
connection with a violation of securities laws. If you have not 
recently read these documents, it would be worthwhile to do so as 
you design compliance policies or prepare for a compliance 
examination. 

Mary Ann Gadziala, Assoc. Director, SEC Office of Compliance Inspections and Examinations, 
“The Vital Role of Effective Comprehensive Compliance Controls at Broker-Dealers,” Remarks 
at The Bond Market Association's Ninth Annual Legal and Compliance, New York, N.Y., Feb. 
4, 2004. 
 

6. Evaluation of Compliance Resources 

Lori Richards has addressed examiners’ interest in ensuring that compliance professionals are 
allocated adequate resources to perform their responsibilities: 
 

In an effort to make sure that new chief compliance officers were 
receiving the resources and support they need, examiners had 
sometimes asked, at the beginning of an examination, whether the 
CCO believed that she/he had sufficient resources and support. It 
seemed like a good way to ask the CCO directly - "are you getting 
what you need to do your job?" In practice, however, I understand 
that it caused a lot of angst. The question placed CCOs in an 
awkward position. Do they open an exam by criticizing their firm? 
Members of the compliance community, including the NSCP, 
informed me that they were troubled by these requests. We'll be a 
little lower key on this issue - if, during the exam it appears that 
the compliance function does not seem to have the resources or 
staff that it needs, either in general or in a particular area, we will 
raise the issue informally with the CCO. 

Lori Richards, Director, SEC Office of Compliance Inspections and Examinations, Remarks at 
National Society of Compliance Professionals National Membership Meeting, Washington, D.C., 
Oct. 26, 2005. 
 

B. SIA on “Relationships with Regulators” 

 The SIA provides the following general advice to securities firms: 
 

Consistent with the firm's legal obligations to its shareholders, 
employees and clients and its commitment to high ethical 
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standards, dealings with regulators should be timely, forthright and 
cooperative. 

Ongoing regulatory reporting obligations should be discharged in a 
timely, accurate manner with appropriate attention to dealing fairly 
with individual employees. 

The firms' legal and/or compliance departments should be actively 
included in the regulatory examination process to gain the potential 
benefit of an early discovery of problems and give the firms an 
opportunity to correct them. 

Firms' employees must understand the role regulators play in the 
securities industry. Through ongoing education, employees will be 
better able to work within the regulatory guidelines and legal 
framework. 

For the common good of the industry, firms should be willing to 
share with regulators their policies, procedures, technology and 
organizational structures designed to achieve effective self-
regulation.  

Securities Industry Ass’n, “Relationships with Regulators,” available at 
http://www.sia.com/best_practices/html/relationships_regulators.html (emphasis added). 
 

C. Advice from NASD on the Examination Process 

 An NASD webcast regarding examinations advises cooperation in the examination 
context:  “Cooperation is key to a successful exam.  Work with the examiner if additional 
documentation is needed.  If the examiner finds possible deficiencies, see if the situation can be 
resolved during the exam.”  What to Expect: Preparing for an NASD Routine Examination, 
NASD Webcast, available at 
http://www.nasd.com/web/groups/educ_progs/documents/education_programs/nasdw_016836.p
df (visited Nov. 2, 2006). 
 
 With respect to disagreements with examiners, the webcast advises: 
 

At times, differences may arise between examiners and member 
firms. You can always approach an examiner with questions and 
comments, but if you have a question that you cannot resolve with 
the examiner, contact the NASD supervisor assigned to your exam. 
The supervisor is charged with ensuring high standards of 
professionalism and accuracy. He or she will take all issues 
seriously and will respond promptly. Please note, however, that 
NASD exam staff perform a critical regulatory function and 
therefore make the final call on the timing, topics and scope of a 
particular exam. 
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Id. 
 
IV. Conflict of Interest Reviews:  “Voluntary” Disclosures to the SEC 

A. Cutler’s Challenge 

 In September 2003, Steve Cutler, then Director of the SEC’s Division of Enforcement, 
issued the following challenge: 
 

Find the problems and correct them now. I call upon every 
financial services firm to undertake a top-to-bottom review of its 
business operations with the goal of addressing conflicts of interest 
of every kind. No one is in a better position than you to identify the 
conflicts that arise from a financial services firm's efforts to pursue 
business profitability. 

Stephen M. Cutler, Director, SEC Division of Enforcement, Remarks at National Regulatory 
Services Investment Adviser and Broker-Dealer Compliance/Risk Management Conference, 
Charleston, SC, Sept. 9, 2003. 
 
 The challenge included some suggestion that adverse consequences could result from a 
firm’s failure to disclose its findings voluntarily to the SEC: 
 

Once you've systematically identified the conflicts within your 
firm, work to address them, and inform us of any violative 
conduct. For if we find it on our own, I assure you that the 
consequences will be worse.  

Each conflict has the potential, under the right circumstances, to 
blacken the eye of Wall Street. The future reputation of your firms 
could well depend on how you respond to the conflicts I've 
mentioned as well as those I have not. I reiterate that you have an 
opportunity here to get ahead of the curve by addressing the 
problems that now exist. I urge you to take that opportunity. Doing 
so will put you in a far better position from a regulatory 
perspective as the Commission and other regulators continue to 
uncover conflicts of interest within your firms.  

Id. (emphasis added). 
 

B. Evaluation of Industry Efforts 

 Lori Richards, Director of the SEC’s Office of Compliance Inspections and 
Examinations, has on several occasions commented on the industry’s efforts to respond to 
Cutler’s challenge.  In April 2004, her evaluation was quite positive: 
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Earlier this year, we asked large financial services firms to 
describe any review for conflicts of interest that they have 
performed or are performing, and the results. What conflicts were 
identified? What steps did the firm take to eliminate or mitigate the 
conflict? I am pleased that so many firms are working proactively 
to conduct this kind of analysis, and invite all firms to talk to us 
about the work they are doing. I believe that this is a positive step, 
and indicates to me that firms have recognized that they must be 
proactive in identifying conflicts of interest that might incentivize 
illegal or unethical conduct, and take steps to eliminate or mitigate 
those conflicts. I believe that firms that are undertaking this effort 
are doing so with the right spirit - "let's figure out where our 
vulnerabilities are, and engage in dialogue with our regulators 
about how to fix those areas."  

Lori A. Richards, Director, SEC Office of Compliance Inspections and Examinations, “The Need 
for More Proactive Risk Assessment,” Remarks at NRS Annual Spring Compliance Conference, 
April 14, 2004 (emphasis added). 
 
 She later offered another perspective on industry efforts: 
 

While many firms are engaged in this effort and are taking it quite 
seriously, it appears to me that others may not be as serious about 
the effort. Firms that have only scratched the surface by identifying 
conflicts that have previously been identified by regulators -- such 
as conflicts of interest in the sales of proprietary or revenue-
sharing products, incentive compensation paid to registered 
representatives, or mutual fund sales' missing breakpoints -- have 
not really done a serious self-analysis. This worries me because 
without a careful analysis of your vulnerabilities, you can't really 
begin to start the effort to make the kind of proactive change that I 
think is important.  

Lori Richards, Director, SEC Office of Compliance Inspections and Examinations, “Instilling 
Lasting and Meaningful Changes in Compliance,” Remarks at National Society of Compliance 
Professionals 2004 National Membership Meeting, Washington, D.C., Oct. 28, 2004. 
 

C. Chairman Donaldson’s Comments on the Need for the Industry to Examine 
Conflicts of Interest  

Chairman Donaldson, too, while SEC Chairman, commented on the importance of firms’ 
evaluating potential conflicts of interest: 
 

For the securities industry, and for all of American business, it 
should be clear that we are in a new era, with higher standards and 
enhanced scrutiny - by regulators, business partners, and the public 
at-large. There are and will be new bright line rules to be observed. 
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But these rules alone will not prevent the onset of corporate 
corruption. Indeed, I hope that the securities industry, and the 
entire business community, will see these lines as the bare 
minimum when it comes to compliance. Because if there is going 
to be a true restoration of long-term confidence in the U.S. 
economy, and the global economy, what's really needed is the full 
engagement of the securities industry in an effort to advance an 
underlying spirit of reform. Every firm needs to conduct a 
fundamental assessment of its obligations to its customers. These 
assessments must be done at the highest levels, and senior 
management and the board should be ready to issue directives - or 
codes of ethics - about precisely what it means to put the customer 
first. They must identify, eliminate, manage and/or disclose the 
conflicts of interest between their firms and their customers.  

Moreover, there must be a commitment to giving these ideas teeth 
- meaning that those who stand in violation should face swift and 
severe punishment. In short, it is critical that there be an industry-
wide mindset to do the right thing, and that this becomes part of 
the industry's DNA, from top to bottom. 

William H. Donaldson , SEC Chairman, Remarks to Securities Industry Association, Boca 
Raton, FL, Nov. 7, 2003 (emphasis added). 
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