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NASD Notice to Members 97-19

Executive Summary

The Joint Regulatory Sales Practice
Sweep Report recommended that
firms should, among other things:
adopt stringent procedures for hiring
registered representatives, initiate
heightened supervisory procedures
for registered representatives with a
history of customer complaints, disci-
plinary actions, or arbitrations; and
ensure compliance with cold-calling
requirements. This Notice to Mem-
bers contains a memorandum devel-
oped and jointly issued by NASD
Regulation, Inc. (NASD Regulations")
and the New York Stock Exchange,
Inc. (NY SE) which describesthe
findings and recommendeations of the
Joint Regulatory Sales Practice
Sweep (Sweep) that would alert firms
of their responsibilitiesunder NY SE
and NASD® rulesto provide particu-
larly close supervision to certain
registered representatives. The mem-
orandum also describes actions that
could constitute heightened supervi-
sory procedures.

Questions concerning this Notice
may be directed to Mary Revell,
Assistant General Counsal, NASD
Regulation, at (202) 728-8203.

Questions about the Sweep should

be directed to Daniel M. Sibears,
Vice President, Member Regulation,
NASD Regulation, at (202) 728-6911.

© National Association of Securities Dealers, Inc.
(NASD), April 1997. All rights reserved.

April 1997
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R T T Newvor
NASD REGULATION Stack Exchange
MEMORANDUM
TO: Membersand Member Organizations

DATE: April 15,1997

SUBJECT: TheJoint Regulatory Sales Practice Sweep; Heightened Supervisory Procedures

l. Background

The Joint Regulatory Sales Practice Sweep (Sweep) was an initiative involving the staffs of the National Asso-
ciation of Securities Dedlers, Inc. (NASD®), the New York Stock Exchange, Inc. (NY SE), the Securities and
Exchange Commission (SEC), and representatives of the North American Securities Administrators Associa-
tion, Inc. (collectively, the Working Group) to review the sales practice activities of selected registered repre-
sentatives and the hiring, retention, and supervisory practices of the brokerage firms employing them.* From
December 1994 through November 1995, the Working Group conducted on-site examinations of 179 branch
and main offices of 101 different brokerage firms throughout the U.S. The examinations focused on the sales
practice activities of 347 registered representatives who were selected based on criteriaincluding, among other
things, a history of customer complaints, disciplinary problems, or arbitrations. One-fifth of the Sweep’'s 179
examinations resulted in enforcement referrals and an additional one-fourth of the examinations resulted in the
issuance of letters of caution or deficiency letters.

[l.  Sweep Findings

The Joint Regulatory Sales Practice Sveep Report (Sweep Report) was released on March 18, 1996. Although
the findings are not representative of the industry as awhole, they provide important information for the entire
industry. The key findingsincluded in the Sweep Report are:

. Some firms are willing to employ registered representatives with a history of disciplinary actionsinvolv-
ing abusive sales practices or customer complaints.

. Many of the branch offices examined conduct only the minimum background review required by NASD
or NY SE rules before hiring aregistered representative. This may contribute to the significant move-
ment within the securities industry of registered representatives with a history of customer complaints,
disciplinary actions, or arbitrations.

. Supervisorsin certain branches examined conducted either inadequate or no routine review of cus-
tomers' securities transactions effected by registered representatives to detect sales practice abuses.

. While one-haf of the branches examined engage in some type of cold-calling activity, amost one-half of
these did not fully comply with the applicable laws or regulations governing unsolicited telemarketing.

t Thisreview was undertaken as afollow-up to the SEC report titled “ The Large Firm Project: A Review of Hiring, Retention and
Supervisory Practices,” issued in May 1994.
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[11.  Sweep Report Recommendations

Based on the results of the Sweep, the Working Group made specific recommendations relating to the preven-
tion and detection of sales practice abuses by registered representatives. In the following discussion of the rec-
ommendations addressed to firms, NASD Regulation, Inc. (NASD Regulation®) and the NY SE reiterate their
support and endorsement of the Sweep Report recommendations and remind firms of their current responsibili-
tiesunder NASD and NY SE rules.

A. Improved Hiring Proceduresfor Registered Representatives

To ad in effortsto identify and, where appropriate, exclude registered representatives with a history of cus
tomer complaints, disciplinary actions, or arbitrations from the securities industry, it is recommended that firms
and their branch offices determine if their hiring procedures are adequate and, if necessary, improve their hiring
procedures when considering registered representatives for employment.

In addition to reviewing an applicant’s Form U-4 and Form U-5, reviewing the applicant’s history in the Cen-
tral Registration Depository" (CRD), and contacting the applicant’s previous employers, asis now required
under existing self-regulatory organization (SRO) rules, firms should consider the following as “best hiring
practices’:

(2) discuss with the applicant the nature of the applicant’s prior customers and the types of securities sold while
associated with prior employers,

(2) obtain from the applicant explanations regarding any customer complaints and regulatory actions to deter-
mine the merit, to the extent practicable, of each before hiring;

(3) ask applicants about the existence of and nature of any pending proceedings, customer complaints, regula
tory investigations, or arbitrations not listed in CRD; and

(4) involve compliance and legal staff, as appropriate, in the hiring process, and designate an individual (above
the branch office manager level) or acommittee to review the customer complaints, disciplinary actions, or
arbitrations before hiring aregistered representative with such a history.

Firms are reminded that they are responsible under SRO and SEC rules and regulations to investigate ade
quately each applicant’s character, business repute, qualifications, and experience before hiring and to maintain
documentation of the steps taken in the hiring process. Required employment records are subject to regulatory
review during examinations.

B.  Supervison for Registered Representatives with a History of Customer Complaints, Disciplinary
Actions, or Arbitrations
A firm that hires aregistered representative with arecent history of customer complaints, final disciplinary
actionsinvolving sales practice abuse or other customer harm, or adverse arbitration decisions should deter-
mineif it is necessary to develop and implement special supervisory procedures tailored to the individual reg
istered representative, or whether its existing supervisory procedures and educational programs are sufficient to
address the circumstances. This determination should be made also where aregistered representative, during
his or her employment, develops such a history. The procedures should involve, where appropriate (as dis
cussed in more detail in Section 1V below), amore frequent or focused review of the registered representa
tive's activities by hisor her supervisor for aperiod of time.

Theindividual’s direct supervisor or other designee of the firm should consider performing athorough review of a
registered representative’'s customer account activity if, subsequent to hiring, the registered representative becomes
subject to customer complaints. Such areview procedure could be activated, for example, when the registered rep-
resentative is named, during aone-year period, in three customer complaints alleging sales practice abuse.
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C.  Branch Manager Compensation

As ameans to encourage branch office managers to devote sufficient time and employ adequate supervisory
toals, firms should consider tying or increasing an existing component of a branch office manager’s compensa-
tion to the manager’s effective supervision of the branch’s registered representatives. Under such a scenario,
managers would be compensated, in part, for effective supervision and compliance efforts which avoid sales
practice abuses.

D. Firm Supervisory Obligations

Firms must fulfill all of their obligations under SRO rulesto supervise the activities of registered representa:

tives and other associated persons. Firms are reminded of their long-standing responsibilities to implement rea

sonable procedures designed to detect and prevent rule violations and to correct deficienciesin, and violations
of, relevant laws, rules, and regulations. Firms aso are reminded that they are responsible for supervising
branch offices and that it isimportant that appropriately registered principals be designated to carry out super-
visory responsibilities.

NASD members are reminded of the following supervisory obligations under NASD rules:

1 Firms must designate one or more appropriately registered principalsin each office of supervisory juris-
diction (OSJ), including the main office, and one or more appropriately registered representatives or
principalsin each non-OSJ branch office with authority to carry out the supervisory responsibilities
assigned to each office [NASD Rule 3010(a)(4)].

2. Atleast annualy, firms must conduct areview of the businessesin which they engage. The review must
be reasonably designed to assist in detecting and preventing violations of and achieving compliance with
applicable securities laws and regulations and with the rules of the NASD [NASD Rule 3010(c)].

3. Firmsmust conduct an annual inspection of their OSIs[NASD Rule 3010(c)].

4.  Firmsmust conduct inspections of non-OSJs according to the schedule in the firm’s written supervisory
procedures [NASD Rule 3010(c)].

5. Firmsmust retain awritten record of the dates that each review and inspection was conducted [NASD
Rule 3010(c)].

NY SE members are reminded of the following supervisory obligations under NY SE rules:

1. Firmsmust supervise each office, department, or business activity [NY SE Rule 342(a)].

2. Frmsmust delegate to qualified principals or employees responsibility and authority for the supervision
and control of each office, department, or business activity, and provide appropriate procedures for
supervision and control [NY SE Rule 342(b)(1)].

3. Firmsmust establish a separate system of follow-up and review to determine that the del egated authority
and responsibility is being properly exercised [NY SE Rule 342(b)(2)].

4.  Firmsmust appoint a compliance officer to direct day-to-day compliance activities (NY SE Rule 342.13).

5. Firmsmust conduct an annual inspection of each branch office (NY SE Interpretation Handbook, NY SE
Rule 342(a),(b)/03, p. 3404).
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E. Cold-Calling Training and Supervision
Firms must adequately train and supervise all telemarketers and registered representatives who engage in cold
calling on the provisions of Federal Communications Commission and SRO rules on cold calling.

Firms must maintain a“do-not-call” list and make the list available to al personnel that engage in cold calling
or telemarketing.?

V. Guidance: Heightened Supervisory Procedures

This section of the memorandum provides guidance to firms that have made the decision to hire one or more
registered representatives whose records reflect: (1) disciplinary actionsinvolving sales practice abuse; (2) a
history of customer complaints; and/or (3) arbitrations that were not resolved in favor of the registered repre
sentative. In particular, this memorandum discusses the profile of registered representatives that should be con
sidered for heightened supervision based on their histories, and contains examples of the types of specifically
designed supervisory procedures that firms may want to consider in order to provide a heightened level of
scrutiny of their activities.

A firm that hires one or more registered representatives with a history of customer complaints, disciplinary
actions, or arbitrations, or that employs aregistered representative who devel ops such arecord during his or
her employment, should recognize that it has heightened supervisory responsibilities that will requireit, at a
minimum, to examine the circumstances of each such case and make a reasonabl e determination whether its
standard supervisory and educational programs are adequate to address the issues raised by the record of any
such registered representative. As stated in the Sweep Report, firms should recognize that if aregistered repre-
sentative with such a history engages in further sales practice violations, securities regulators will closely eval-
uate whether the firm itself should be subject to disciplinary action for afailure to supervise the registered
representative, beginning with the decision-making process that led to the individual being hired.

Due to the importance of these issues, NASD Regulation and the NY SE urge their members to distribute this
memorandum to all appropriate supervisory personnel. NASD Regulation and the NY SE, in the course of their
member examinations, will review the practices in place as part of the hiring process, the means used to identi-
fy and supervise registered representatives with problematic histories, and any specific supervisory systems
and procedures developed by amember to provide heightened supervision where appropriate, and will consid
er whether specific rules requiring specia supervision are warranted.

A. Disciplinary History

The principa means of identifying registered representatives who may require special supervisonisareview
of al relevant customer complaints, disciplinary actions, and arbitrations disclosed for each registered repre
sentative on Forms U-4 and U-5 filed with the CRD. A heightened level of supervision may be appropriate for
aregistered representative whose CRD report discloses sales practice problems and not simply isolated
instances of customer complaints, minor disciplinary actions, or arbitrations. Whilefinal disciplinary actions,
complaints, or arbitrations resolved in amanner adverse to the registered representative indicate a disciplinary
problem, multiple pending complaints, disciplinary actions, or arbitrations may be indicative of a history that
should be carefully reviewed.

A firm that employs personsin the following categories and does not have a standard supervisory policy that
addresses such persons should determine whether existing procedures are adeguate to provide reasonable
supervision or whether heightened supervision is warranted:

2 Subseguent to the release of the Sweep Report, the SEC approved new NASD telemarketing rules imposing time restrictions and
disclosure requirements in connection with telephone calls made to customers by members and their associated persons. See Release
No. 34-38009 (December 2, 1996); 61 FR 65625 (December 13, 1996) (File No. SR-NASD-96-28). Therefore, firms aso must
ensure that their associated persons comply with these new telemarketing rules.
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. registered representatives with a history of customer complaints, disciplinary actions, or arbitrations;

. persons hired in anon-registered capacity who previously were employed as registered representatives
and who have such a history;

. registered representatives who devel op such a history while associated with the firm;

. registered representatives terminated from prior employment for what appears to be a significant sales
practice or regulatory violation; or

. registered representatives who have had a frequent change of employerswithin the industry.

Thefollowing list of examples of actions that must be reported on Forms U-4 and U-5, with aciteto therele-
vant questions on the specific form, is provided to illustr ate the types of actions firms should review in deter-
mining whether aregistered representative should be subject to specia supervision. The review need not
necessarily lead to the conclusion that heightened supervision in excess of that ordinarily provided by the firm
iswarranted in aparticular case, but any conclusion that is reached must be reasonable and supportablein view
of al circumstances.

Regulatory Disciplinary Actions

* A pending or adjudicated regulatory action or an investigation by the SEC; the Commodity Futures
Trading Commission; afederd, state, or foreign regulatory agency; or an SRO (Questions 22C, 22D,
22E, and 22G on Form U-4).

Domestic or Foreign Civil Judicial Actions
. A pending investment-related civil action (Question 22H(2) of Form U-4).

. An injunction in connection with an investment-rel ated activity; aviolation of an investment-related
statute or regulation; or a settlement of an investment-related civil action (Question 22H(1) on Form U-4).

Customer Complaints

. A customer complaint, arbitration, or civil action that isinvestment-related alleging sales practice viola-
tionsthat is still pending, that was settled, or that resulted in an award or judgment (Question 221 on
Form U-4).

Terminations

. Termination for cause or a permitted resignation after investigations or allegations of violation of invest-
ment-related statutes, regulations, rules, or industry standards of conduct (Question 22J on Form U-4;
Form U-5).

B. Development and I mplementation of Special Supervision

SRO rules require members to establish written procedures for supervising registered representatives and other
associated persons. The procedures must be reasonably designed to achieve compliance with applicable securi-
tieslaws and regulations and SRO rules. See NASD Rule 3010 and NY SE Rule 342.

The findings and recommendations of the Sweep Report suggest that ordinary supervisory procedures may not
be sufficient to ensure compliance with federal securities|aws and SRO rules by newly hired registered repre-
sentatives with a history of repeated customer complaints, disciplinary actions, or arbitrations or registered rep-
resentatives who devel op such a history while associated with afirm. The NY SE and NASD Regulation
recommend that firms make appropriate changesin their supervisory proceduresin such cases.
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Consequently, once an individual has been identified as requiring specia supervision because of the existence
of such ahistory, the firm should consider developing and implementing specia supervisory procedures struc-
tured to address sales practice concerns that are raised by that history. Similar to procedures rel ated to employ-
ing a person subject to a statutory disqualification, these procedures should be devel oped based on the areas
that were the subject of the person’s previous customer complaints, disciplinary actions, or arbitrations. The
procedures also should recognize the nature of the firm’s business and the size and structure of the firm. The
individual who will oversee the activities of the registered representative should be adequately qualified and
have the appropriate training and experience to provide adequate supervision. The firm also should review the
registered representative’s CRD record and the nature of the activitiesin which he or sheis, or will be, engaged
(considering, for example, the types of products he or she plansto sell and reviewing the person’stop
accounts, including changes or trends in account activity and commissions earned). The firm should consider
meeting with the registered representative and the person who is or will be his or her supervisor, during which
the supervisor’s understanding of the prior conduct of the registered representative and willingness to accept
responsibility for hisor her supervision can be confirmed.

The SRO rule requirement to establish written procedures for supervising registered representatives provides a
firm with abasis for documenting each specia supervisory arrangement that it chooses to put in place, includ-
ing assessment of the type of special supervision needed, identification of the person who isresponsible for
providing the supervision, and specification of the frequency and scope of review as determined by the firm.
For such procedures to be effective, the firm should alert the registered representative and the supervisor to the
terms of the specia supervision, including the period of time the special supervisory procedureswill bein
effect. Thefirm could reguire the registered representative and his or her direct supervisor to sign an acknowl-
edgment, indicating their understanding and their agreement to abide by the terms of the specia supervision
for the requisite time period. It also is advisable for the firm to document the termination of a period of specia
supervision, including an assessment of whether the objectives of the supervisory arrangement were met. It is
important that firms retain evidence of special supervision.

SRO rules aso require firms to enforce their supervisory procedures. Accordingly, the firm should develop
mechanisms for monitoring any special supervisory procedures that it chooses to adopt to the same extent that
it monitorsits supervisory procedures generally. For example, firmsthat regularly require supervisorsto pro-
vide asign-off on daily activity could require supervisors of registered representatives subject to special super-
visory arrangements to expressly include those arrangementsin such asign-off, or to periodically attest in
writing that they have carried out the terms of the specia supervision. Asisthe case with supervisory proce-
dures generally, compliance with the terms of the specia supervisory arrangements could be reviewed by the
individuals who normally conduct branch office inspections required by SRO rules as aroutine part of those
ingpections. Of course, firmswould be free, asthey are today, to determine that more frequent than annual
inspections may be appropriate in any Situation where heightened supervisory procedures are in effect. Asis
the case with any ingpection, areport of findings, including discrepancies, would be reported to and acted on
by the appropriate party.

C. Devdoping and Implementing Heightened Supervisory Procedures

Some factors that might be considered for guidance in devising tailored supervisory programs are described in
detail below. Firms are cautioned that these factors and suggestions are neither exhaustive nor will they consti-
tute a safe harbor. The adequacy of a supervisory program can be determined only with reference to the profile
of the specific firm, situation, and individuals.

Registered Representative Activities

One of thefirgt things to consider when establishing heightened supervisory proceduresisthe nature of the
conduct that resulted in the registered representative’s history of customer complaints, disciplinary actions, or
arbitrations, and whether the conduct involved a particular securities product, customer type, or activity. In any
of these ingtances, the product, customer, or activity type should be examined to identify the level and type of
risk it presents. The firm should then determine what type of supervision might best control and limit thistype
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of risk. This may range from providing the ordinary level of supervision, to restricting a registered representa-
tive'sactivitiesfor aperiod of timein amanner that is based on the firm’s assessment of the registered repre-
sentative's prior problems, to assigning a mentor or partner in whom the firm has confidence to work with the
registered representative. A firm also may determine that its standard procedures will be adequate, and operate
on the understanding that if there isany sign of a problem detected during some stated period, heightened pro-
cedures or sanctions will follow. Additionally, such actions may be positively reinforced if associated with
training or education involving the product or activity in question.

Training

SRO rules require each member firm, as part of the Firm Element of its Continuing Education Program, to
conduct aneeds analysis and establish atraining plan that includes certain minimum standards. See NASD
Rule 3070 and NY SE Rule 345A.. For example, such programs, when dealing with investment products and
services, must identify their investment features and associated risk factors, their suitability in various Situa
tions, and applicable regulatory requirements that affect the products or services, and present these themesin
an understandable format. When analyzing needs and devel oping Firm Element programs, a determination
should be made as to whether specialized training should be provided to aregistered representative who has a
history of customer complaints, disciplinary actions, or arbitrations involving a particular securities product or
aparticular activity. Firms could make certain that such training focuses upon the areas in which the registered
representative has had problems and is tailored to any specia needsin these areas. Additionally, firms should
track customer complaints and, if specific trends are identified, programs should be established to train regis-
tered representatives to avoid future complaints.

New Account Procedures

If warranted after areview of al circumstances, firms should consider whether a supervisor should exercise
closer than normal control over the establishment of new customer accounts by aregistered representative. For
example, if aregistered representative has a history of complaintsinvolving initial transactionsin accounts,
closer scrutiny of hisor her account opening practices may be warranted. In addition to the normal require-
ments for opening anew account set out in NASD Rule 3110 and NY SE Rule 405, the manager might choose
to spesk with all or selected new account holders or to independently verify the customer information on the
account form on arandom or consistent basis, depending on the situation. If the firm deemed it prudent in view
of prior activities, it might prohibit any trading until the account information or the order information could be
independently verified with the customer. Of course, the optiona practice of sending noticesto all new cus-
tomersto verify and ask for comment on the new account information on file at the firm upon the opening of
the account might be sufficient in a specific set of circumstances, as might a decision to instead monitor subse-
quent transactions.

Many firms currently encourage their registered representatives to revise and resubmit customer account infor-
mation forms each time the customer’s investment objectives change. This practice, when in use, can also be
an aid in monitoring registered representatives under special supervision. Finaly, while not prohibited by rule,
firms should be particularly cautious about alowing individuals who warrant specia supervision to handle cer-
tain types of accounts, including: discretionary accounts; margin, futures, and options accounts; employee,
employee-related, and retirement-plan accounts; accounts that contain low-priced, speculative securities; other
accounts engaged in high-risk strategies; or any accounts where any of the conduct leading to the previous reg-
ulatory problems might be an issue.

Foecific Transactions

SRO rules require firms to establish procedures for the review of all transactions by a supervisor. See NASD
Rule 3010 and NY SE Rule 342. When reviewing conduct to determine whether heightened supervision iswar-
ranted, firms should focus on whether a specific type of transaction wasinvolved in prior problems, and should
consider prohibiting like transactions, or requiring supervisory approval of al such transactionsin advance of
execution, asisroutinely required at many firmsin the case of low-priced securities, options, and discretionary
trades. Examples of ordersthat may pose potential harm, and as to which many firms may as amatter of prac-
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tice aready require prior supervisory approval, are: ordersin discretionary accounts; ordersin low-priced,
Specul ative securities; orders of an unusua size or frequency considering the particular account’s trading pat-
tern; deep out-of-the money and uncovered options orders; or mutual fund switches. Firms without such proce-
duresasanormal part of their supervisory programs should give careful consideration to making them a part
of any heightened supervision program.

Customer Account Activity Monitoring

SRO rules require membersto periodically examine customer accounts to detect and prevent irregularities or
abuses. See NASD Rule 3010 and NY SE Rule 342. Many firms meet this requirement by generating specia
exception or activity reports that enable supervisors to detect unusual trading activity in the account. For exam-
ple, firms could consider devel oping exception reports that are designed to detect: transactions that are unchar-
acteristic in size or volume; any unusual increases or decreases in a broker’s commissions; transactions
between accounts; or excessive or suspicious corrections. Firms aso could consider reviewing the registered
representative’s customer contacts by, for example, monitoring selected tel ephone conversations between the
registered representative and both existing and potentia customers or attending meetings between the repre-
sentative and hisor her clients. Firms a so could consider requiring supervisors to have more frequent and
closer contact with customers of registered representatives who are subject to heightened supervision to deter-
mine whether potential problems exist and further inquiry is warranted. Contacting customers who choose to
transfer their accounts to another firm also may be helpful in certain circumstances.

D. Suggestionsfor Standard Supervisory Procedures
Thefollowing are supervisory procedures that are included in this memorandum as areminder to pay particular-
ly close attention to compliance with these procedures by registered representatives under special supervision.

Trade Corrections, Extensions, and Liquidations

Because excessive trade corrections, extensions, and liquidations may be a sign of compliance problems, firms
should be particularly careful to take appropriate action to identify registered representatives under special
supervision whose transactions result in repeated trade corrections, extensions, or liquidations and to investi-
gate and take follow-up action as appropriate.

Communications Wth the Public

Notwithstanding recent proposed changesto SRO rulesthat would eliminate the need for prior approval, afirm
should consider the need for additional review of correspondence between aregistered representative subject
to specia supervision and hisor her clients.

Outgoing Correspondence, Advertising, and Sales Literature

A firm’sroutine procedures should include a reasonable system for the supervision of aregistered representa
tive's correspondence or use of advertising and sales literature, as defined in SRO rules. See NASD Rules
3010 and 2210 and NY SE Rules 342 and 472. Enhanced procedures may be appropriate for registered repre-
sentatives subject to special supervision, including, for instance, requiring the approval of all correspondence
prior to use, even when prior approval is not specifically required by SRO rules. Firms aso should take rea-
sonable steps to prevent such individuals from circumventing approval by, for example, using the Internet or
other electronic mediafor communications, or restricting the registered representative’s use of certain types of
communications, including the Internet or other electronic media, eectronic mail, or mass mailings, where

appropriate.

Incoming Correspondence and Customer Complaints

Firms should have in place reasonable procedures for supervising incoming correspondence, including corre-
spondence sent by facsimile, electronic mail, overnight mail, or courier. Firms' procedures should include a
system for handling customer complaints that requires customer complaints to be brought to the attention of
the appropriate supervisor. Repeated sales practice complaints regarding aregistered representative subject to
heightened supervision, particularly a representative who previoudy was disciplined for sales practice violaions,
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may be indicative of acompliance problem. Such complaints should be closely monitored and resolved in
coordination with the registered representative’'s supervisor and other firm management, as warranted. Also,
whenever aregistered representative subject to special supervision isnamed in a credible customer complaint
alleging sales practice abuses, it is prudent for the firm to conduct a thorough review of selected customer
accounts of the registered representative for conduct similar to the conduct described in the complaint.

V. Conclusion

While most firms have adequate supervisory systemsin place, firms can and should continually review the
effectiveness of their policies, procedures, supervisory systems, and internal controls and make appropriate
changes when necessary. Additionally, firms should review their pre-hiring procedures and consider the recom-
mendationsin this memorandum if they are not included in their procedures. Strong pre-hiring procedures

will strengthen the industry’s efforts to preclude problem registered representatives from remaining in or re-
entering the industry.

The SEC, the SROs, state securities regulators, and the industry must work together to identify registered rep-
resentatives with ahistory of customer complaints, disciplinary actions, or arbitrations at an early stage. Sales
practice abuse can be reduced through enhanced and effective firm supervisory policies and procedures
designed to prevent and detect abusive sales practices aswell as through effective supervision and training,
examination oversight, and an aggressive enforcement effort. In addition, those firms that do not aready have
in place pre-hiring processes that allow for the identification and review of disciplinary, regulatory, and other
issues before a hire is made must improve their pre-hiring screening of registered representative applicants.
Implementation of the recommendations and suggested supervisory procedures set forth above can grestly
enhance the prevention and detection of sales practice problems, thereby protecting the integrity of the market-
place and the interests of the investing public.

The Sweep Report is available on the SEC’'s Web Site at wwwv.sec.gov or you can request a copy by contacting:
John Heine, SEC, (202) 942-0020;

Reid Walker, NASD, (202) 728-8243; or

Al DiGiulio, NY SE, (212) 656-3274.

Questions concerning this memorandum may be directed to Joe Bailey, NY SE, at (212) 656-5130; Mary
Revell, NASD Regulation, at (202) 728-8203; or Daniel Sibears, NASD Regulation, at (202) 728-6911.
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