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January 16, 2009

Ms. Marcia E. Asquith

Office of the Corporate Secretary
FINRA

1735 K Street NW

Washington, DC 20006-1506

Re: Comments on Proposed FINRA Rule 4530 (ReportinBequirements)
FINRA Regulatory Notice 08-71 — Comment Letter

Dear Ms. Asquith:

| write this letter on behalf of the National Sdgief Compliance
Professionals (“NSCP”). The NSCP is the largegjanization in the
securities industry serving compliance professi®nakclusively through
education, certification (CSCP), publications, adtation forums, and
regulatory advocacy. Since its founding in 198%50¥ membership has
grown to over 1700 members including compliancefgasionals at broker-
dealers, investment advisers, banks, insurance &g and hedge funds.

The NSCP appreciates the opportunity to commerraposed Rule
4530 (“Proposed Rule”). Our comments are intenbedffer constructive
observations. This letter first addresses the geepof the Proposed Rule,
followed by a discussion regarding selected subgeeas set forth in
Regulatory Notice 08-71. The NSCP, opposes ceaspects of the Proposed
Rule, supports others and asks for clarification sdme proposed
requirements.

Purpose of the Proposed Rule

The Proposed Rule reflects part of FINRA’s effartdevelop a new,
consolidated rulebook. It would integrate curredASD Rule 3070
(Reporting Requirements) and NYSE Rule 351 (RepgriRequirements)
While the new rule largely continues existing R8@/70 requirements, there
are many new disclosure requirements for most FINR&nbers which are
not also NYSE members (“Dual Members”).

We believe the most important reason for requinmgmber firms to
report on customer complaints, regulatory actiong ktigation is customer
protection. Knowledge of reportable events impagtifirms serves to
facilitate FINRA’'s ability to address risks to costers and securities
markets: We support efforts to help accomplish that goé are concerned
however about efforts to capture potentially vastoants of information
about issues unrelated to FINRA'’s mission and glictgon.
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There are many governmental and self regulatory@ge to police various aspects of
the financial services industry. We are conceraeout FINRA's apparent effort to expand the
scope of its search for information to insuranagustry matters, for example. This expansion
increases the risk of duplicative regulatory owgrsi confusion and greater expense for
securities industry participants without offsettimgnefits for regulatory purposes.

The Proposed Rule is aimed at protecting investoige believe the Proposed Rule’s
current language misses that target. We belieportiag requirements should relate to
situations of actual or potential customer harmaidSlifferently: Where there is customer harm,
there should be reporting. Instead of embracimgdimple formula, the Proposed Rule sweeps
in areas and issues that range away from investiegiion. FINRA has the opportunity to
create a constructive, informative standard thatmbers know how to comply with.
Alternatively, FINRA can inundate members and FINp&sonnel with reporting a vast array of
non-investment related matters, thus diluting tfiecéiveness of reporting requirements. We
encourage FINRA to choose the former.

General Observations

Specificity Enhances Clarity.As compliance professionals our members are géneral
charged with managing the processeskentreporting. We believe FINRA should aim to
facilitate its members’ understanding of what tineyst do to comply with the rule. While it is
important to employ a principles-based approachegulating many areas of the securities
industry, we do not believe this area lends iteelthat approach. In this area, we believe that
greater specificity enhances clarity.

We applaud FINRA for its evident intent to achielarity through the discussion in the
Notice and in proposing a Supplementary MateriaistiSn (.01-.08). That may well be the best
location for addressing several of the issues ifiedtin this Comment Letter. As a general
observation, we encourage FINRA to provide as ntamgrete examples oéportableeventsas
possible.

The “should have known” standard is too demandingAs a general matter, we are
concerned about the “should have known” standa&ihce business organizations often are
involved in a large number of activities, the dlilto know all things without receiving a
specific notification is quite challenging. HasNIRA established a standard for determining
when a member firm “should have known of the exicé of the items enumerated in current
Rule 30707

Some events might require a great deal of time aeffdrt to get an accurate
understanding and develop a clear restatemenediatits. For example, a firm may learn of an
event 29 calendar days after it occurred. A farerggulator may have launched an
investigation, or enforcement action, or issued@er in an enforcement action. Understanding
that regulator’s action can require extensive deteavork, sometimes complicated by language
and time zone differences. Notwithstanding a 2(hR@isight conclusion that a firm “should
have known” about the event, it is not uncommortliernews of an event to take several days or
weeks before it reaches a firm’s management or tange department. The “should have
known” standard could be arbitrarily employed igaame of “gotcha.”
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External Findings [Proposed Rule 4530(a)(1)(A)]

This provision requires reporting whenever a memfreassociated person has been
found to have violated any securities, insuranceroodities, financial or investment-related
laws, rules, regulations or standards of conduetngfdomestic or foreign regulatory body, self-
regulatory organization or business or professiongnization.

Overbreadth. New paragraph (a)(1)(A) would expand the currequirement to include
reports on findings of violations related to inswra and commodities.

We question the proposed requirement to reportramae-related findings. Similarly
Proposed Rule 4530(e) would require members tocbl@es of insurance-related criminal and
civil complaints and arbitration claims. We obsetlkat the Notice does not offer the reason for
reporting such matters. We believe the reportihguzh matters would impose an increased
burden on members and provide information of Itdkevance to FINRA'’s regulatory purpose.

Insurance-related matters may have nothing to db &imember firm or associated
person’s conduct. Reporting all insurance-relateatters could extend to a broad array of
incidents which relate exclusively to insurancetcact issues and have nothing to do with a
member firm’s or associated person’s condudthe NASD published an interpretation in 1992
which stated that there is no need to report aanagiecifically related to an insurance-related
settlement where a dispute related “neither to régesi activities nor allegations of theft or
misappropriation of funds or securities or forg&ty.We recommend that FINRA consider
comparable language for the Proposed Rule, or denpublishing an interpretation, perhaps in
the Supplementary Material.

As currently written, matters related to fixed lifesurance, fixed annuities, casualty,
health, and property insurance claims must be tegor Not only are these matters outside
FINRA'’s regulatory authority, but we believe thesuéting volume of general insurance issues
would result in an unmanageable volume of infororatieing filed, to the detriment of industry
resources and FINRA'’s ability to sort though thkevent data. In the aftermath of Hurricane
Katrina, for example, insurance claim litigationysécketed. Automobile insurance coverage
claims are filed constantly. Reporting claims lostnature are clearly not within the scope of
issues intended to be addressed in the Proposed Rlarrowing the scope of this provision to
require reporting of the items currently enumerate®ule 3070 will avoid excessive reporting
for members and FINRA will avoid an administratiightmare.

The Proposed Rule would also seem to require a rewrdfiiliated with an insurance
company to report on insurance-related litigatiovoiving affiliates, up-stream or downstream,
that have nothing to do with the member itself ahweould only add to the volume of reports.
Also, the proposal would appear to require a menteeport on litigation involving insurance
carried out by an associated person through ancggemelated to the member firm such as
issues related to property and casualty insurameglical insurance or other such matters. As
you are aware, many registered personnel are gedniv conduct insurance business for
insurance companies unrelated to the member. Asaye further aware, insurance complaints
and litigation outside of securities issues is urtle purview of state insurance regulators. The
current wording of the proposal would be akin testate insurance regulator requiring the
reporting of securities-related matters. We beliivat the requirements should be limited to
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reporting civil litigation or arbitration involvinghsurance products that are registered or treated
as securities (e.g., variable annuities). To dhetise will generate data far in excess of what is
useful or appropriate to FINRA’s underlying purpose

The term “business or professional organizationsddks clarity. The Proposed Rule
expands the scope of potential reportable findbogsiclude violations of rules or standards of
conduct by “business or professional organizatioas” opposed to_“financiabusiness or
professional organizations.” It appears to us tihigtscope ofeportable eventsill extend well
beyond those contemplated when the policy estabiismeporting requirements was first
adopted. As indicated by the SEC in 1995, the geepof rule 3070 is to permit the association
to separately collect data on a timely basis tostuttially enhance its ability to detect and
investigate sales practices violations through ¢lagly identification of problem registered
representatives. Would not the expansion of reportable eventsnidude any business or
professional organization disputes and conductdstahfindings potentially implicate issues
totally unrelated to investor protection? Would adChamber of Commerce or trade association
decision be beyond the boundaries established MIRA regulatory oversight? Does a
community improvement association, finding that anmber’s display of an offending (but
FINRA compliant) sign rise to the level ofreaportable evert At a minimum, we suggest that
the types of entities/groups considered relevaritasiness or professional organizations” be
clearly defined and examples of such organizatimnprovided.

Internal Conclusions [Proposed Rule 4530(a)(3)]

Proposed Rule 4530(a)(3) would require a FINRA memntb report its conclusions that
the member or an associated person has violateg Saourities, insurance, commodities,
financial or investment-related laws, rules or deads of conduct of any domestic or foreign
regulatory body or self-regulatory organizatioiMfember firms would not be required to report
their conclusions of violations of business or pssional organization rules or conduct
standards. Isolated ministerial violations whiale aemedied promptly and do not implicate
customer harm are excluded.

The requirement to report all internal disciplinaagtions is extremely broad and
burdensome. The following questions and issues breisesolved:

Whose responsibility is it?RRs are frequently appointed by multiple insueaoarriers.
Many carriers are not affiliated with a FINRA membels a member firm responsible for
reporting on the actions of those carriers vissa-am associated person? How can members
become aware of this information? What about astiaken by a member’s affiliate which is
not associated with FINRA?

If a disciplinary action is taken by an affiliatedmpany, is that action considered to be
an internal conclusion or an external finding? W dbhe member be required to report “business
dispute” issues between an affiliated company andssociated person as “disciplinary action?”
Here is an example involving the termination of BRR and recoupment of advanced
commissions. Many firms have RRs on a level stipintheir early years, or as a means of
incenting seasoned reps to come on-board who nwey daemporary drop in income. If the
relationship does not work out, the RR is termidatad future commissions may be withheld to
compensate for insurer losses incurred. Contrlgthased, the RR receives level commissions
in return for giving up rights to commissions eatriring that time frame if certain goals are
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not met. The firm might treat this as a terminatior cause. While not reaching otherwise
reportable levels, when coupled with the exercisthe firm’s contractual right to “withhold”
commissions, could this be construed asportable everit

Former Associated Persons requirement is cumbersorithe Proposed Rule includes
an interpretation (.07) requiring reporting a 4%8por (c)eventrelating to a former associated
person if the event occurred while the individualswassociated with the member. What would a
firm’s obligation be to investigate a possible wixdn? Given that the RR is no longer with the
firm, obtaining the RR’s side of the story would difficult, if not impossible. Would firms be
at risk for defamation claims if they report viatats without the former RR’s input? Shouldn’t
there be a time limit foeventreporting if discovered after a RR’s terminationPotential
violations could be discovered many years aftenteation. The person may no longer be in the
industry or could even be deceased. Larger firftenchave a high turnover of both registered
and other associated persons. The passage oft¢inhd mean that a member firm has thousands
of former associated persons. Whether an evenalfcioccurred during a particular person’s
association with a firm could be challenging toastigate. We recommend that a more precise
description of type ofeportable eventbe developed and a reasonable time limit for reglui
reporting be established.

Scope of Internal Conclusions is too broad.We recommend that the Internal
Conclusions portion of the Proposed Rule not béuded. If FINRA chooses to include the
requirement we urge FINRA to define what an “in&rconclusion” means, with greater
specificity. When has a member “concluded” thatadation has occurred? Suppose an internal
audit report indicated findings of potential law)e or conduct standards violations. While the
writer of such a report might injudiciously ass#rat violations have occurred, it would be
necessary for management, perhaps in consultaiibningide or outside counsel to investigate
the assertions contained in the report. Manageraedtcounsel may ultimately determine a
violation has or has not occurred or, as is oftendase, a firm’s management may be unable to
determine that a violation has occurred with angrele of certainty. Member firms should not
be rushed into reporting tentative conclusions iojug of a specific number of days to report.
This is made more difficult by a requirement thateport be made from a date when the firm
“should have known.”

It is unclear when an event becomes “reportableCurrently under 3070(b) a firm is
required to report when the firm knows or shouldeh&nown of the existence of avent
Under Proposed Rule 4530(a)(3), a firm would beiireg to report when it has concluded an
RR has violated rules, regulations or standardsonfiuct. What constitutes a conclusion? This
would be difficult to implement with certainty.

Obtaining information from “foreign regulatory bodes.” The Proposed Rule requires
that reportable eventdy “foreign regulatory bodies” be reported witt88 days from when a
firm knew or “should have known.” Foreign regulgtdodies are not necessarily compelled to
apprise member firms of their actions. There ixantralized forum where a firm can identify
this information.

As a general matter, reporting foreign regulatatioas can be challenging since we
might be unaware of that action for a lengthy tipexiod. In that regard, we question the
“should have known” aspect of the Proposed RulaceCagain, some foreign regulators may not



Ms. Marcia E. Asquith
January 16, 2009
Page 6

share FINRA’s sense of urgency in reporting ingggtons, or othereportable eventgo
member firms domiciled in the U.S.

For these reasons, we urge FINRA to either eliniiais portion of the proposal or, at a
minimum, provide that the 30 day period regardiogeign regulatory findings be tied to actual
notice of such findings.

Internal Conclusion Reporting.

NYSE Rule 351(a)(1) ExperienceProposed Rule 4530(a)(3) would require a menter t
report “internal conclusions” (more specificallgstances in which a member has concluded that
it or an associated person(s) has violated seesyitinsurance, commodities, financial or
investment-related laws, rules, regulations or daaas of conduct of any domestic or foreign
regulatory body or SRO). As explained in PropoSeghplementary Material .01, a member
would not be required to report an isolated violatithat can reasonably be viewed as a
ministerial violation that did not result in custemharm and was remedied promptly upon
discovery.

In the discussion regarding Internal Conclusiom® Notice asserts that NYSE rule
351(a)(1) “requires firms to report their internebnclusions of the enumerated violative
conduct.” We are uncertain that the NYSE Rule [8%1)] was uniformly interpreted and
understood by NYSE members as suggested in Re@kx3da. Our reading of Information
Memo 06-11 indicates that the reporting requiremeot 351(a)(1) include a number of
exceptions and implicit interpretations permittiimgse exceptions. We note that items .01 and
.02 of the Supplementary Materials include an abated version of NYSE Information Memo
06-11. Is it FINRA'’s intent to omit certain pontie of Memo 06-11? While not a model of
clarity, the Memo appears to provide more guidahea the derivative portions located in Item
.01 and .02 of the Supplementary Materials. We ot example that certain violative conduct
did not implicate a need to make a filihgAre we to understand that those exceptions coatin
to apply, or will a clearer discussion of differesdrom the 06-11 Memo be forthcoming?

Members should not be required to make legal demsi. We believe that many firms
understood a reportable event to occur when thaseanfinding by a court or regulatory agency
of a violation. Given the challenges of determiniwhether violative conduct had occurred,
some NYSE members chose to “punt” that issue toNMSE regulatory staff for interpretation.
Other member firms either chose to reach a coraiuand report, or deferred a conclusion for
lengthy periods of time. More importantly, we qi@s the propriety of requiring business
persons to reach a legal conclusion about anyractmcerning itself or an associated person.
While some actions might be generally agreed bgladervers to be violations, it is not clear that
all actions could be similarly determined. Lawyemsgulators and courts regularly dispute
whether actions by firms and individuals are viekatof rules. Forcing non-lawyers to reach
legal conclusions is unfair and inappropriate. eaivthe potential consequences of such
decisions, firms have often been reluctant to resacih conclusions. Legal counsel often advise
against acknowledging law or rule violations sirsteeh admissions can be pounced on by
private litigants. A firm’s management can identind address behavior it deems inappropriate
without reaching legal conclusions.

There are many potential risks of reaching legalctgsions. Firms are likely to be
second-guessed by regulators and challenged bgiatsib persons branded as rules or conduct
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standard violators. We believe this approach cselde to chill members’ internal review and
self-policing efforts. Those efforts should be @maged. We urge FINRA to reconsider this
aspect of the Proposed Rule.

“Isolated Ministerial Violations” can be interpretd in many ways.Different firms can
construe this requirement differently. Supplemsntdaterial .01 explains that members need
not “report an isolated violation by the membelaarassociated person of the member that can
be reasonably viewed as a ministerial violationtted applicable rules that did not result in
customer harm and was remedied promptly upon desgdv This establishes a four-prong test
for minor violations to escape reporting. The atmn must be: (a) isolated, (b) ministerial,
(c) result in no customer harm, and (d) be remegrednptly. This standard is subjective and
vague. Members need certainty when considerinig teporting obligations. A few examples
demonstrate the point:

What if a violation was initially considered an lst@d ministerial violation, but a repeat
violation occurred? Would it no longer be consetbministerial as it is no longer “isolated” and
if so, within what time frame would a repeat of thelation become reportable?

If two or more ministerial violations not resultimg investor harm are noted during the
same branch office inspection and promptly remedieah they be considered isolated
violations? If a ministerial violation not reswulgj in investor harm is promptly remedied and not
reported, but later is found to have recurred, tt@nmember continue to define the violation as
isolated?

Are books and recordkeeping violations identifiegrinly a branch office inspection
ministerial? If the branch office inspection relgethat a single client file contains a client-
signed blank form, is this a ministerial violation?

If an isolated ministerial violation not resultimgy investor harm can be resolved in two
weeks, has it been remedied promptly? What #kes four weeks to remedy the violation?

Are audit findings Internal Conclusions? Would findings from field office reviews be
deemed internal conclusions? We believe not.

While we oppose characterizing internal conclusicsms reportable events we
recommend that if included in the final rule, thaernal Conclusions are those decisions made
by designated members of a firm’s senior managemfd also recommend that reporting only
those violations that have resulted in customemhstrould be required.

Reporting Thresholds. The proposed reporting thresholds for member fi(®25,000)
and for RR’s ($15,500) are too low. These repgrthresholds were established more than ten
years ago. Given the average rate of inflationinduthe last ten years, we recommend
establishing reporting thresholds as follow$he reporting threshold called for by Proposed
Rule 4530(a)(1)(9) should b&30,000 for RRsand $50,000 for Members. The reporting
threshold for Proposed Rule 4530(a)(2), where anaated person is the subject of disciplinary
action involving a fine in excess of $2,500, shdwd$5,000.

Reporting Deadline [Proposed Rule 4530(a)]

The Proposed Rule would extend the time period régorting events specified in
Proposed Rule 4530(a)(1).
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We support the extension of the time period fororgpg specified events from 10
business days to 30 calendar days. We expres®rmotitat, given the proposed increase in
scope of reportable events, that some member fespecially those associated with large multi-
service organizations, might encounter difficulty gathering information from affiliated
organizations. For example, a broker-dealer aféll with a major insurance conglomerate,
could encounter difficulty in meeting the time lation if certain eventse.g, customer
complaints, are filed with an insurance company @oitnot immediately reach the FINRA
broker-dealer member. Also, keep in mind that &Ray be licensed and registered to sell the
insurance products of scores of insurance companies

We note that Proposed Rule 4530(b) requires agedcgersons to report (a)(dyents
promptlyto their associated vender. Promptly is not defior included in the 30 day prescribed
time period. Obviously, a member may not learraakeportable event within 30 days. We
presume that a member has 30 days from the dates#isciated person apprised it of a
reportable event

Calculating Monetary Thresholds — Civil Litigation or Arbitration; Other Claims
for Damages [Proposed Rule 4530(a)(1)(G)]

Proposed Supplementary Material .06 for Proposdd B30 would require a member
to include attorneys fees and interest in the @atabunt when calculating whether the monetary
thresholds for reportable civil litigation and arhtion events have been met.

Attorneys fees and interest should not be includedhe calculation. First, we presume
that the requirement would not extend to unresolitgghtion/arbitration matters,e., no special
disclosure need be made pursuant to paragraph(@)(io describe pending litigation with ad
damnum clauses exceeding the threshold amountsorn@ys fees have little to do with an
underlying course of action. Rather, they indidag passage of time or how much litigants are
willing to spend.

Second, we believe the goal of the Proposed Rudatisfied without including attorneys
fees and interest. At a minimum, such a requir¢raan be expected to cause over-reporting.
Including attorneys fees and interest in these utations effectively lowers the reporting
threshold. More importantly, fees and interestriate if any relationship to the underlying
harm caused to customers.

Some member firms may choose to defend claims eigdy. If claims are specious or
threaten a firm’s reputation, a firm may invest mnous time and expense in defending them.
Many firms believe they would become “patsies’liey earned a reputation as early settlers.
Some matters are vigorously defended “on principle,, a strong belief that no wrongdoing
occurred.

Billable rates for attorneys vary widely across toeintry. New York and Los Angeles
lawyers generally charge more than Pocatello, Idalwyers to prosecute a case. Large firms
having a higher volume of claims and other legatknman negotiate reduced billing rates and
cap fees. Similarly, fees charged by claimantsykrs can vary widely across the country and
may be awarded by courts and arbitrators in a widedparate manner. Why should firms be
required to include legal fees in calculating thidds?
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Interest rates assessed in disputed matters edbergiflect the passage of time. Some
matters may be brought after a potential claim basn dormant for several years. Some
litigation and arbitration matters may be conduaiedr several years.

The vagaries of time and geography should not bedreipon to determine threshold
reporting. Such a methodology would clearly operata discriminatory fashion against many
firms. We recommend that attorneys fees and istamnet be included in the calculation of
monetary damages.

Duplicative Reporting Obligations. We urge FINRA to work aggressively to eliminate
reporting redundancies that currently exist betwgenProposed Rule and Forms U4, U5 and
BD. We recognize that FINRA has committed to danshiotice 08-71. However, we note that
this same commitment was made by the NASD in 198bowt making much headway. We
believe now is the time to address duplicative ammetimes inconsistent reporting
requirements. We urge FINRA to seize this oppatyurand make every effort to have this
change in place when Proposed Rule 4530 taked.effec

We look forward to discussing the issues we hawremsed in this letter with FINRA
staff members, if that would be helpful. Pleasetact me at 860.672.0843 with any questions.

Thank you for considering our comments.
Sincerely,

Joan Hinchman

! We note that current NYSE Rule 351 and NASD R@léBwere engendered by the SEC’s Large Firm Project
Report conducted by the SEC in conjunction with the NA&RI NYSE. Driven by a concern over the frequency
and severity of sales abuses, regulators sougtdetttify sales practice problems at an earlier ssta§eeSEC
Release No. 34-36211 (September 8, 1995).

2 We question the need to report on commoditietedldindings since FINRA clearly has no regulatory

authority in those subject areas and only limitatharity in insurance, i.evariable contracts and perhaps indexed
products if SEC Rule 151A becomes effective.

3 Members of our letter-drafting committee recalbtttthe language of NASD Rule 3070(a)(8), prior to
interpretive clarification, prompted members whassociated persons or affiliates engaged in inseraales to
report a variety of complaints and findings. Maofythose reports were superfluous to the purpogbeofule. The
NASD was inundated with thousands of reports frimmd or associated persons selling the producteadbus
insurance carriers.

*  Seelanuary 2, 2002 letter from Shirley H. Weiss FINR@bsite:
http://www.finra.org/Industry/Regulation/Guidanag#érpretivelLetters/P002716

®  SeeExchange Act Release No. 36211, 60FR 48182 (38pt1995)(Approving Release) and NASD Notice to
Members 85-81. The NASBsserted [tlhe new rule will provide important neggulatory information that will
assist the NASD in the timely identification of gean members, branch offices, and registered remtasives in
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order to more aggressively detect and investigatesspractice violations.The NYSE and NASD reporting rules
were approved as consistent with the requiremehtise01934 Act. The 1934 Act and NASD rules amgéted at
securities law violations. See Sections 15A(bi&J (7) of the 1934 Act.

®  See for exampleAccordingly, if a firm has concluded that an widual has engaged in violative conduct and
imposes discipline less severe than that whicledsired to be reported under NYSE Rule 351(a){h@); the firm
need notmake a filing under NYSE Rule 351(a)(1) with respethat employee’s conduct.

Similarly, if a firm determines to discharge aistgred employee as a direct consequence of misctnihe
NYSE expects a Form U5 filing will be made thataelg identifies the circumstances resulting in themination.
An RE-3 filing need not be made since the Form WEd fwith the NYSE would satisfy the requiremenfsttee
rules. Should a non-registered employee be digeldafor violative conduct, the NYSE expects an Riifig
would be made identifying the circumstances thsiilted in the termination.





