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I. INTRODUCTION

With the growing need for Americans to prepare for their own retirement, the demand for independent financial 
advice has only grown. One of the key sources of this advice comes from independent financial advisors affiliat-
ed with independent and insurance company-owned broker-dealers.

According to Discovery Data, there are currently 471 independent and insurance firms in the United States that 
have almost 160,000 financial advisors associated with them in all 50 states. The independent model is unique, 
in that the firms’ associated financial advisors are independent contractors, not employees of the broker-dealer. 
This independent contractor model is key to providing advisors with the freedom to provide their clients with a 
wide array of products and services, without being restricted to proprietary products of a parent firm.  Indepen-
dent financial advisors not only provide their clients with investment advice, they also often provide guidance on 
insurance, taxes and estate planning. Such guidance can constitute outside business activities (OBAs) under the 
securities laws.

The independent model is critical to providing advice to “Main Street” Americans, who are often neglected by 
larger Wall Street financial firms. However, the decentralized nature of this model provides unique challenges 
for broker-dealers, one of which is supervision of financial advisors located in a variety of branch offices situat-
ed over a large geographic area. This decentralization is only increased when independent model firms acquire 
other such firms and face the challenge of supervising branch offices and registered representatives who have 
operated under a different supervisory structure and compliance policies and procedures. This paper will review 
the applicable regulatory framework for supervision of the independent model, examine survey results of Finan-
cial Services Institute (FSI) members about their supervision programs, discuss the challenges the supervision of 
specific products and services presents, and, finally, review considerations for supervision when firms are consid-
ering a merger, with the attendant challenges of consolidating different structures and policies and procedures.

http://www.financialservices.org
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II. BROKER-DEALER SUPERVISION

 A. Regulatory Framework

Broker-dealers are required to supervise their associated persons, pursuant to Sections 15(b)(4)(E) and 15(b)(6)
(A) of the Securities Exchange Act of 1934 (Exchange Act). These statutes authorize the Securities and Exchange 
Commission (SEC) to impose sanctions on a firm or any person that fails to reasonably supervise a person subject 
to their supervision who commits a violation of the federal securities laws. The Exchange Act provides that a firm 
or supervisory individual will not be found to have failed to reasonably supervise another person if the firm or 
supervisory individual has established reasonable procedures and a system for applying such procedures, the 
firm or individual has reasonably discharged those procedures and the firm has no reason to believe such proce-
dures and systems are not being complied with. The Commission interprets this statutory requirement as imposing 
a duty on broker-dealers to develop a system for implementing its procedures that could reasonably be expect-
ed to prevent and detect securities law violations.1

Under the Exchange Act, most registered brokers and dealers are required to be members of FINRA.2 The Ex-
change Act authorizes FINRA to regulate the conduct of broker-dealers and impose supervisory obligations on 
them. FINRA Rule 3110 requires a firm to establish and maintain a system to supervise the activities of its associ-
ated persons that is reasonably designed to achieve compliance with applicable securities laws and regulations 
and FINRA rules. Rule 3110 further requires firms to establish, maintain and enforce written supervisory proce-
dures (WSPs) to supervise the activities of its associated persons and the types of businesses in which it engages 
that are reasonably designed to achieve compliance with applicable securities laws and regulations and FINRA 
rules. Among other things, a firm’s WSPs must address supervision of supervisory personnel and provide for the 
review of a firm’s investment banking and securities business, correspondence and internal communications, and 
customer complaints. The rule requires firms to set out supervisory obligations with a high level of detail: WSPs 
should identify the specific individual(s) responsible for each review, the supervisory activities such persons will 
perform, the frequency of the review, and the way reviews are documented.

Rule 3110 also requires broker-dealers to designate and register branch offices and offices of supervisory juris-
diction (OSJs), conduct internal inspections and review transactions for insider trading.

FINRA Rule 3120 requires a firm to have a system of supervisory control policies and procedures that tests and 
verifies a firm’s supervisory procedures. The required supervisory controls are different from the requirement for 
WSPs; the controls are used to test and verify that the firm’s WSPs are reasonably designed to ensure that the 
firm and its associated persons comply with applicable securities laws and regulations and FINRA rules. Testing of 
a firm’s WSPs should occur on at least an annual basis, to take into consideration changes in regulation and the 
business environment. Rule 3120 also requires a firm to designate a principal who is responsible for establishing, 
maintaining and enforcing a firm’s controls, as well as preparation of an annual report for senior management 
that details the firm’s supervisory control system, the results of the testing, significant identified exceptions, and 
any additional supervisory procedures created in response to the test results. 

Rule 3130 is designed to require interaction between the firm’s management and its compliance officers to en-
sure that the firm is giving sufficient attention to its compliance program. Under that rule, a firm must designate 
a chief compliance officer (CCO), and the firm’s chief executive officer (CEO) (or equivalent officer) must certify 
annually that he or she met with the CCO in the preceding 12 months to discuss the firm’s processes and other 
specified matters. Rule 3130 also requires the firm’s CEO to certify annually that the firm has in place processes 

1 Kirkpatrick, Pettis, Smith, Polian Inc., et al., (Kirkpatrick), Release No. 34-48748 (Nov. 5, 2003).
2  Section 15(b)(8).
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to establish, maintain, review, test and modify policies and procedures reasonably designed to achieve compli-
ance with applicable securities laws and regulations and FINRA rules and report on those processes to the firm’s 
board of directors and audit committee.

 B. FINRA Rules regarding Violations Particularly Relevant to an Independent Broker-Dealer 
(IBD)

All independent and traditional model registered broker-dealers must observe the same set of securities laws, 
rules and guidance. All registered broker-dealers are also governed by the same supervision requirements which, 
when reduced to their essence, require “reasonable” supervision. “Reasonable” supervision is defined in terms of 
the size of a firm, its reporting structure, the specific types of business in which it is engaged and the nature of its 
customers. Traditional and independent model broker-dealers likely differ in those characteristics, which explains 
why their supervisory regimes might differ in certain respects.

In evaluating what is “reasonable” for a firm’s supervisory systems and procedures, we can start with the premise 
that an unassailable supervisory system would be one that assigns a different compliance officer to every reg-
istered individual to look over the broker’s shoulder and review every one of his or her actions. Obviously, that 
extreme case would be impossible to implement from a cost and resources standpoint, and so broker-dealers 
need to consider how best to use their resources in a “reasonable” manner to prevent and detect violations of 
the securities laws. Supervision of certain types of activities lend themselves equally well to any model of firm. 
In particular, certain activities always need to be supervised centrally, such as licensing and disclosures regard-
ing associated persons, automated reviews for concentration levels of certain types of products and capital and 
financial issues.

However, for detecting and preventing certain types of violations, the independent model poses particular chal-
lenges. These challenges typically spring from the fact that independent model firms (IBDs) frequently are com-
posed of many relatively small branch offices – often consisting of one individual or a small team – that might 
not be located in easily accessible locations. Those branches also are likely independently owned by indepen-
dent contractor registered representatives. The various branches also might engage in a wide range of activity, 
some of which is subject to regulation under FINRA rules and some of which constitutes OBAs of which firms need 
to be aware. Another source of challenge is the fact that the sub-units of the broker-dealer might use different 
platforms for trade reporting, email review and retention, suitability review, and surveillance, among other things. 
These platforms might be difficult to integrate. Thus, it might be challenging for such a decentralized supervision 
model to supervise OBAs, email review and retention, and cybersecurity, among other things. 

The issues where IBDs appear to face the greatest challenges are covered by specific FINRA rules, which provide 
a strong hook for enforcement action by FINRA and the SEC. Fortunately, there is a body of guidance and case 
law to show where the pitfalls lie and to help registrants frame their policies and procedures. Below we review 
some of the more significant areas.

1. Outside Business Activities and Private Securities Transactions

Under FINRA rules, a registered person must give his or her firm written notice prior to engaging in an outside 
business activity, and the member needs to consider whether to impose conditions on such activities. Specifically, 
FINRA Rule 3270 provides that a registered person who is an employee, independent contractor, sole proprietor, 
officer, director or partner of another person, or is compensated or reasonably expects to be compensated from 
any other person as a result of any business activity outside the scope of the relationship with his or her member 
firm, must provide prior written notice to the member.3  

3  See “Outside Business Activities, A White Paper from the Financial Services Institute, Inc.” (June 2017), for a more in-depth discussion 
of the issue. 
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The member firm that receives the written notice needs to consider whether the proposed outside business activity 
will interfere with or otherwise compromise the broker’s responsibilities to his firm or the firm’s customers or may 
be viewed by the firm’s customers or the public as part of the firm’s business. If such issues exist, the firm should 
evaluate whether to impose specific conditions on or, where the issues cannot be mitigated, outright prohibit the 
broker’s outside business.

FINRA rules prohibit private securities transactions – often called “selling away” – by an associated person unless 
he provides prior written notice to the firm detailing the proposed transaction and stating whether he has re-
ceived or may receive selling compensation. Specifically, FINRA Rule 3280 requires that when considering securi-
ties transactions for which an associated person will receive or has received compensation, the firm must state in 
writing whether it approves or disapproves of the person’s participation in the transaction. If the firm approves 
it, the transaction must be recorded on the firm’s books and records and be subject to the firm’s supervision. For 
transactions that are not conducted for selling compensation, the firm must provide written acknowledgment that 
it has been notified and may impose conditions on the broker’s participation in the transaction. 

2. Email Review and Retention

FINRA Rule 3110(b)(4) requires that a firm’s written supervisory procedures include procedures for the review of 
incoming and outgoing written correspondence – which includes electronic communications – as well as internal 
communications relating to the firm’s investment banking or securities business. The rule requires reviews of cor-
respondence and internal communications to be conducted by a registered principal and evidenced in writing, 
either electronically or on paper. Notably, the supervisory procedures “must be appropriate for the member’s 
business, size, structure, and customers.” 

Section 17(a) of the Exchange Act, and Rule 17a-3 promulgated thereunder, requires broker-dealers to create 
certain records, including trade blotters, asset and liability ledgers, securities records, order tickets, trade confir-
mations, trial balances and other records of its business. Rule 17a-4 specifies the manner and length of time that 
these records must be maintained. Among other things, records subject to Rule 17a-3 must be preserved for six 
years, Rule 17a-4(a); and if a firm uses electronic storage media to maintain these records, the firm must, among 
other things, “[p]reserve the records exclusively in a non-rewritable, nonerasable format,” Rule 17a-4(f). Firms 
must provide a representation to its designated examining authority that the selected storage media meets the 
conditions set forth in Rule 17a-4 and must have an audit system providing for accountability regarding inputting 
or records required to be maintained and preserved. The rules also require every broker-dealer that uses elec-
tronic storage media for some or all of its record preservation to retain at least one third-party vendor who has 
access and the ability to download information from the broker-dealer’s electronic storage media to any medium 
that is acceptable under the rule. 

These email retention requirements also are imposed on broker-dealers by FINRA Rule 3110(a), which requires 
broker-dealers “to make and preserve books, accounts, records, memoranda, and correspondence in conformity 
with all applicable laws, rules, regulations, and statements of policy” and requires that records be maintained in 
conformity with the format, medium and retention period required under Rule 17a-4 under the Exchange Act. In 
addition, FINRA Rule 4511 provides, in pertinent part, that “(a) [m]embers shall make and preserve books and 
records as required under the FINRA rules, the Exchange Act and the applicable Exchange Act rules; (b) [m]em-
bers shall preserve for a period of at least six years those FINRA books and records for which there is no speci-
fied period under the FINRA rules or applicable Exchange Act rules; [and] (c) [a]11 books and records required 
to be made pursuant to the FINRA rules shall be preserved in a format and media that complies with [Securities 
Exchange Act of 1934] Rule 17a-4.” 

http://www.financialservices.org
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3. Cybersecurity

A relatively new aspect of a broker-dealer’s operations that was barely an issue at the time of FSI’s 2017 
Outside Business Activities white paper4 is the safety of information on a broker-dealer’s electronic systems, that 
is, cybersecurity. FINRA and the SEC are heavily focused on firms’ cybersecurity preparedness. They have high-
lighted the issue in their annual priorities letters,5 emphasized the area in their annual examinations and brought 
enforcement actions for inadequate supervision in this area. Those regulators and the Department of Justice 
have also issued extensive guidance, including reports on best practices and frameworks for cybersecurity con-
trols.6 Potential violations include violations of the SEC’s Regulation S-P, 17 C.F.R. Section 248.30(a), known as the 
“Safeguards Rule,” and failure to supervise in violation of FINRA Rule 3010.

Many of the specific failings identified by the regulators in their guidance and in enforcement actions are par-
ticularly applicable to IBDs because, as discussed, many such firms have a somewhat decentralized supervisory 
model, and use a variety of different compliance systems, policies and procedures that might not be adequately 
integrated as a result of growth of the firm through merger activity. Cybersecurity gaps might include the failure 
to ensure independent contractors install anti-virus software and other protection on their computers; the failure 
to implement procedures for the encryption of laptops or data stored on laptops; the failure to use a properly 
configured computer firewall; and the failure to audit computers to confirm the installation of security software. 

4. Consolidated Reports

Many broker-dealer firms provide account reports to their customers that pull together information regarding 
various financial holdings beyond that firm’s securities activity and positions. This information might involve activity 
at an affiliated investment advisor or at an advisor with which a registered representative is associated, but it 
might also include other holdings. The reports constitute communications with the public that are subject to FINRA’s 
requirements that they are clear, accurate and not misleading. Moreover, they do not replace the customer ac-
count statements required by FINRA rules. Possible violations that might result from the use of these consolidated 
reports include: FINRA Rule 2210 for misleading sales literature or correspondence; and FINRA Rule 3110 (a), 
(b) and (d) for failure to have an adequate system for supervising the use of the consolidated reports. In addi-
tion, if the consolidated reports contain false and misleading information obtained from a third party, for exam-
ple, false valuations of customer assets, then the firm or registered representative could be subject to charges of 
fraud. 

Broker-dealers must supervise these reports to ensure that the information reported regarding assets held at the 
firm matches the information in the firm’s own account statements, and that information regarding assets held 
away is not false and misleading. The latter inquiry requires taking reasonable steps to accurately reproduce in-
formation. Although improved software and other vendor solutions make it easier to create consolidated reports, 
they are still subject to negligent or intentional errors. According to FINRA’s Regulatory Notice 10-19,7 a firm 
should have effective controls that include procedures to vet and approve the templates used for consolidated 
reports before they are used for customer reports. FINRA also recommends, among other things, regular reviews 
of the consolidated reporting process as part of a firm’s testing and oversight programs and centralized consol-
idated reporting programs using a single firm-wide system. FINRA notes that firms often end up with decentral-
ized consolidated reporting structures that use multiple reporting systems because of a firm’s affiliation with or 

4  Financial Services Institute, Outside Business Activities (June 2017) https://www.financialservices.org/wp-content/uploads/2017/09/
FSI-Outside-Business-Activities-White-Paper.pdf.
5  For example, see 2018 letter, http://www.finra.org/industry/2018-regulatory-and-examination-priorities-letter (“Cybersecurity 
threats remain a significant risk and will continue to be a priority.”).
6  See the Department of Justice’s Cybersecurity Unit guidance, https://www.justice.gov/criminal-ccips/cybersecurity-unit; FINRA Report 
on Cybersecurity Practices; the SEC’s cybersecurity resources, https://www.sec.gov/spotlight/cybersecurity; and FINRA’s Report on Cy-
bersecurity Practices, http://www.finra.org/sites/default/files/p602363%20Report%20on%20Cybersecurity%20Practices_0.pdf.
7  http://www.finra.org/sites/default/files/NoticeDocument/p121253.pdf.
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acquisition of groups of representatives or branch offices that bring with them legacy systems.
 

C. Guidance Regarding Supervision

FINRA influences broker-dealers’ behavior and seeks to make them compliant with the securities laws through 
licensing, guidance examinations and enforcement. At the licensing stage, FINRA ensures that firms have the ap-
propriate systems and procedures in place to be able to conduct themselves appropriately and comply with the 
securities laws. FINRA provides guidance in the form of training materials and frequent regulatory notices that 
elaborate on particular rules or requirements, among other things. FINRA conducts examinations of broker-deal-
ers on a regular cycle and also for cause in the event of possible ongoing wrongdoing. The results of these exam-
inations are intended to point firms to needed improvements. FINRA enforces its rules and the federal securities 
laws through formal disciplinary proceedings. Although FINRA brings a high volume of enforcement proceedings 
– well over 1,000 per year – they are the most extreme measures FINRA can take to correct a registrant’s be-
havior and are regarded as the last ditch means if licensing, guidance and examinations fail.

FINRA guidance provides a rich source of information to enable a firm to ensure its supervisory systems and pro-
cedures are reasonable. The guidance is based upon a combination of FINRA’s own interpretations of the secu-
rities laws’ supervisory requirements and its observations of the state of the art in the industry, revealed through 
examinations and input from FINRA’s committees. It exists in several forms, including Regulatory Notices and 
Regulatory Guidance. Through searches on FINRA’s website, a firm can find reliable guidance on a broad range 
of issues.

At the beginning of each year, FINRA issues an Annual Examination Priorities Letter that provides information 
about areas FINRA plans to review in its exams in the coming year. The annual letter sets its priorities based on 
observations from its regulatory programs as well as input from various stakeholders, including member firms, 
other regulators and investor advocates. While the priorities letter is not a complete list of the areas that are 
covered in FINRA examinations – for example, many fundamental areas will not necessarily be listed among that 
year’s priorities – it is a very useful resource to guide a firm in reviewing its compliance and supervisory pro-
grams and ensuring that they are up to standards in anticipation of that year’s examination, as well as to protect 
the firm against evolving forms of misconduct. Many of the priorities concern supervision. It is a good idea for 
a firm to review letters from the current and recent years at the beginning of each year, and in advance of a 
scheduled examination, and to evaluate its supervisory systems and procedures against those announced priori-
ties. 

The SEC’s Office of Compliance, Inspections and Examinations (OCIE) also publishes an annual letter with the 
Examination Priorities of its National Exam Program. For example, in the 2018 letter, OCIE specifically stated 
that it will focus on the protection of retail investors, including seniors and those saving for retirement, as well as 
disclosure of investment fees and other compensation received by financial professionals; electronic investment 
advisors – sometimes known as “robo-advisors”; wrap fee programs in which investors are charged a single fee 
for bundled services; and never-before-examined investment advisors.8

D. Regulatory Guidance for Supervising IBDs

Regulators have provided extensive guidance over the years regarding broker-dealer supervision, often focused 
on evolving areas and on areas they view as presenting risk. Not surprisingly, this guidance has also addressed 
IBD model firms. In particular, a key component of supervision of IBD firms is a program of branch office inspec-
tions. This section will discuss the regulators’ guidance on branch office inspections.

8  SEC 2018 National Exam Program Examination Priorities, https://www.sec.gov/about/offices/ocie/national-examination-pro-
gram-priorities-2018.pdf.

http://www.financialservices.org
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1. Remote Office Supervision – SEC Guidance

In March 2004, the SEC Division of Market Regulation published Staff Legal Bulletin No.17: Remote Office 
Supervision (the Bulletin). The purpose of the Bulletin was to describe “certain supervisory tools that, based on 
Commission staff examinations and recent Commission enforcement cases, are characteristic of good supervisory 
procedures, including the use of unannounced on-site inspections.”9 The Bulletin outlined the clear need to have 
adequate supervisory procedures for both the protection of investors as well as broker-dealers. It laid out a se-
ries of recommended policies and procedures for proper supervision, discussed below in more detail.

One of the Bulletin’s strongest recommendations involved a firm’s conduct of inspections, making clear that “bro-
ker-dealers that conduct business through remote offices have not adequately discharged their supervisory 
obligations where there are no inspections of those offices.”10 Inspections normally take one of two broad forms: 
“routine inspections,” which occur as a normal part of a firm’s business and “for cause inspections,” which occur 
when the firm becomes aware of a possible violation. The SEC recommends that all on-site exams include: “(1) a 
review of a sampling of customer files, including account opening documents and trading records; (2) a review of 
the signature guarantee log; (3) a review of correspondence, advertisements, and sales literature made avail-
able at the remote office; (4) a review of business records, including physical and computer files; (5) in-person 
questioning of the representative by the supervisor about business activities, including inquiry about any unusual 
activity; and (6) in-person interview by the supervisor of the representative’s assistant or support staff, if any, 
about the remote office’s business and any unusual activity.”11 If irregular activity is detected via the steps above, 
a more thorough exam is recommended.

The Bulletin recommends that firms use unannounced exams for routine inspections of remote branch locations 
whenever possible, as they are more likely to “deter and detect misconduct because they diminish the opportunity 
for concealment, removal, or destruction of the evidence of misconduct.”12 Unannounced inspections increase the 
likelihood that a supervisor will find evidence of wrongdoing in customer files, such as false account statements, 
since the registered representative will not have the opportunity to alter, remove and/or destroy such evidence in 
advance of the inspection. In addition, unannounced inspections may reveal the existence of “marketing materials 
that describe unapproved products, local billboards with unapproved advertisements, or customer account state-
ments showing purchases of unapproved securities.”13  

The Bulletin recommends that, in addition to creating a random unannounced exam schedule for offsite branch 
locations, broker-dealers prioritize the examination of branches that present one or more of the following “red 
flags”: “(1) customer complaints; (2) a large number of elderly customers; (3) a concentration in highly illiquid 
or risky investments; (4) an increase or change in the types of investments or trading concentration that a repre-
sentative in a remote office is recommending or trading; (5) an unexpected improvement in a representative’s 
production, lifestyle, or wealth; (6) questionable or frequent transfers of cash or securities between customer ac-
counts, or to or from the representative; (7) the disciplinary history of the representative; (8) substantial customer 
investments in one or a few securities or class of mutual fund shares that is inconsistent with firm policies related to 
such investments; (9) churning; (10) trading that is inconsistent with customer objectives; or (11) significant switch-
ing activity of mutual funds or variable products held for short time periods.”14 The use of “red flags” to prioritize 
exams is thought to increase the likelihood of catching improper conduct early on, thus protecting both investors 
and the broker-dealer.

9  SEC Staff Legal Bulletin No. 17, 3/19/2004, https://www.sec.gov/interps/legal/mrslb17.htm.
10  Ibid.
11  Ibid.
12  Ibid.
13  Ibid.
14  Ibid.

http://www.financialservices.org
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In addition to on-site inspections, the SEC recommends a robust system of offsite electronic monitoring to detect 
violations, such as the misappropriation of client funds and unauthorized trading. In addition, the SEC explains 
that effective monitoring “include contacting a random sampling of customers to make general inquiries or to 
inquire about specific account activity,”15 if “red flags” are detected. 

2. Branch Office Inspections – FINRA/SEC Guidance

FINRA published its views on branch office inspections in Regulatory Notice 11-54 (the Notice), which it prepared 
in conjunction with the SEC. The Notice found that firms that execute the internal examination process well tend to 
share these characteristics:

•	 Exams tailored to the business model of the branch in question
•	 Prioritizing exams based on risk rather than a set schedule
•	 Utilizing many unannounced exams
•	 Using experienced examiners
•	 Having procedures in place to avoid conflicts of interests of examiners.16

•	
The Notice also highlighted issues that FINRA found among firms with deficient branch exam procedures, includ-
ing:

•	 Using generic procedures that do not consider the type of business conducted at a particular branch
•	 Using inexperienced examiners
•	 Using a “check the box” exam procedure that does not question the firm’s underlying risk controls
•	 A lack of review of the overall branch exam program
•	 A failure to follow pre-set procedures, such as announcing exams that were supposed to be 

unannounced
•	 A failure to have a heightened supervision process for representatives with disciplinary issues17

FINRA considers “a well-designed branch inspection program (to be) both: (1) a necessary element…of a firm’s 
compliance and reasonable supervision of its branch offices and branch office personnel…and (2) an integral 
component of the firm’s risk management program.”18 With that in mind, FINRA outlined what it considers to be 
important points: risk-based inspections; oversight of branch office inspections; and requirements and guidance 
pertaining to broker-dealer branch inspections. 

a. Risk-Based Inspections

Risk assessment systems are deemed critical by FINRA for driving both the frequency and intensity of examina-
tions of particular branch offices. Branch offices should be “continuously monitored with respect to changes in the 
overall business, products, people and practices.”19 In addition, examination personnel must have sufficient knowl-
edge of the business mix at a particular branch and should be overseen by senior personnel, such as a CCO. 

FINRA also argues that in-person branch exams provide an important opportunity for supervisors “to better iden-
tify the nature and extent of outside business activities of registered branch office personnel,”20 which can carry 
additional risks for both investors and the broker-dealer. 

15  SEC Staff Legal Bulletin No. 17 (March 19, 2004) https://www.sec.gov/interps/legal/mrslb17.htm.
16  FINRA Regulatory Notice 11-54, Page 1, http://www.finra.org/sites/default/files/NoticeDocument/p125204.pdf.
17 FINRA Regulatory Notice 11-54, Page 2, http://www.finra.org/sites/default/files/NoticeDocument/p125204.pdf.
18  Ibid.
19  Ibid.
20  FINRA Regulatory Notice 11-54, Page 2, http://www.finra.org/sites/default/files/NoticeDocument/p125204.pdf.

http://www.financialservices.org
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Unannounced exams are also considered a critical component of a well-designed supervisory system. Firms 
should employ a risk-based system to determine how often a branch office is subject to an unannounced exam. 
Amongst the risk factors that should be considered in this process are: “sales of structured products; sales of com-
plex products, including variable annuities; sales of private or otherwise unregistered offerings of any type; or 
offices that associate with individuals with a disciplinary history or that previously worked at a firm with a disci-
plinary history.”21

b. Regulatory Oversight of Branch Office Inspections

In addition to conducting thorough field exams of branch offices, the Notice advises firms that it is critical they 
conduct regular internal reviews of the procedures used for field exams. When conducting regulatory exams, the 
SEC and FINRA will review several items to ensure a firm’s branch exam procedures are up to date and effec-
tive, including:

•	 The existence of up-to-date supervisory procedures for accounts supervised by producing 
representatives;

•	 Policies and procedures for handling customer property physically at a branch office, such as checks 
and securities;

•	 Means to validate customer address changes;
•	 Procedures for transmitting funds between customers and third parties;
•	 Sales policies related to products such as variable annuities, structured products and private 

offerings;
•	 Practices for supervising retail practices such as means of detecting churning and unauthorized 

training;
•	 Systems to approve advertising and other communications with the public;
•	 Means of detecting unauthorized OBAs;
•	 Procedures for handling customer complaints; and
•	 Systems to uncover the use of unauthorized electronic devices by branch office personnel.22

c. Required Elements of Broker-Dealer Branch Inspections

The Notice highlights that broker-dealer supervision of its related branch offices is a critical component of the 
federal securities regulatory system. As such, the SEC is charged with “impos(ing) sanctions on a firm or any 
person that fails to reasonably supervise someone that is subject to the supervision of such firm or person who 
violates the federal securities laws”23 and that a defense against such a charge is being able to demonstrate that 
the firm has in place a supervisory system that would reasonably be expected to detect and prevent regulatory 
violations. The notice gives several recommendations as to what such a system would include:

•	 Branch exams conducted at reasonable intervals, with many unannounced exams, as pre-announced 
exams run the risk of the destruction of evidence by field personnel;

•	 Heightened supervisory procedures for representatives with disciplinary histories;
•	 Verification of the nature of a registered representative’s OBAs;
•	 Senior managers who oversee and update the overall supervisory program;
•	 Sufficient resources devoted to the supervisory program and proper delegation of responsibilities; 

and

21   FINRA Regulatory Notice 11-54, Page 3, http://www.finra.org/sites/default/files/NoticeDocument/p125204.pdf.
22  FINRA Regulatory Notice 11-54, Page 3-4, http://www.finra.org/sites/default/files/NoticeDocument/p125204.pdf.
23   FINRA Regulatory Notice 11-54, Page 4, http://www.finra.org/sites/default/files/NoticeDocument/p125204.pdf.
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•	 A thorough system for investigating customer complaints.24

i. Designate Supervisory Responsibility

The SEC states that “a necessary part of a firm’s supervisory structure”25 includes assigning a direct supervisor 
to each registered representative. In addition, firms should review the number of representatives a supervisor is 
responsible for overseeing to ensure that adequate resources are available. Firms should also consider whether a 
“the supervisor stands to benefit from the representative’s sales activities”26 as such financial incentives can create 
a conflict of interest.

ii. Carefully Review Forms U4 and U5 When Hiring Representatives

Firms should be especially careful when hiring representatives who have a prior disciplinary history, particularly 
when hiring them for remote branches. The Notice further emphasizes the need for heightened supervision of the 
representative, if it does decide to hire someone with a disciplinary history.27  

iii. Closely Monitor OBAs and Selling Away

The SEC recommends that firms “have adequate procedures for reviewing, analyzing, or following up on the 
information representatives provide concerning outside activities,”28 including a system to alert the firm to “red 
flags, such a representative living a more lavish lifestyle than the income known to the firm would indicate is rea-
sonable. In addition, firms should be wary of OBAs that have names similar to the broker-dealer or the branch 
office, as it can increase the likelihood of a customer’s funds being misappropriated. 

iv. Implement Procedures to Detect Financial Misconduct

In the Notice, the SEC strongly recommends that a firm’s supervisory system be designed to detect possible im-
proper financial activities, including: “(1) the receipt of checks made payable to a representative or any outside 
business of a representative; (2) the opening of a bank account in the firm’s name or any name similar to the 
firm’s name by a representative; (3) the receipt of cash and securities by a representative; (4) frequent or ques-
tionable transfers of funds or securities between customer accounts; (5) use of a post office box or an address 
associated with the representative for customer accounts; and (6) the transfer of customer funds or securities to 
employee accounts without supervisory approval.”29

v. Educating Representatives

It is critical that firms provide periodic training to representatives regarding both securities laws and regulations, 
as well as the firm’s procedures to prevent inadvertent misconduct. 

vi. Monitor and Verify Customer Address Changes

The SEC states that its rules require firms “to send notification of a change of address to a customer’s old ad-
dress for each account with a natural person as a customer or owner.”30 In addition, the SEC advises firms to give 
heightened scrutiny to address changes where the new address is one known to be associated with a registered 
representative. 

24  FINRA Regulatory Notice 11-54, Page 4-5, http://www.finra.org/sites/default/files/NoticeDocument/p125204.pdf.
25  Ibid.
26  Ibid.
27  Ibid.
28  Ibid.
29  Ibid.
30  Ibid.

http://www.financialservices.org
http://www.finra.org/sites/default/files/NoticeDocument/p125204.pdf


11 financialservices.org

vii. Record Use of the Signature Guarantee Stamp

The SEC recommends firms have a system to monitor the signature guarantee stamp to reduce the chances of 
forgeries. Such a system may include a usage log with a counter to track each use of the stamp.

viii. Maintain Copies of and Review Incoming and Outgoing Correspondence

The Notice highlights that rules promulgated under the Exchange Act, as well as those passed by FINRA and 
other self-regulatory organizations, require firms to maintain copies or correspondence sent to customers by rep-
resentatives and vice versa. The Notice recommends that firms review emails sent by representatives as well as 
require branch office fax machines be programmed to send a duplicate of all transmissions to the appropriate 
supervisor. 

ix. Customer Awareness

The Notice highlights the fact that customer awareness is a key part of any effective supervisory regime and 
gives five keys steps for firms to follow in this area:

1) Firms should review and confirm all new account information within 30 days of account opening.
2) Firms should provide customers with an address or phone number at the firm to direct complaints, as 

well as the contact information for their representative’s supervisor.
3) The Notice highlights several key procedures firms should make customers aware of, including actions 

representatives are prohibited from engaging in, such as: “(i) accepting customer checks payable 
to the representative or any business name other than the name of the firm; (ii) accepting cash; (iii) 
borrowing money from customers; and (iv) guaranteeing profits, the price or the performance of a 
security.”31

4) Firms should have a means for directly communicating with investors that does not involve their 
registered representatives, for example in cases where unusual activity is detected in their accounts.

5) Firms should alert customers to information available from regulators, including the SEC and FINRA. 
This information can take the form of a reference to the regulators’ websites.

 

III. FSI MEMBER SUPERVISION SURVEY RESULTS

To better understand the supervisory and regulatory challenges faced by independent financial services firms, 
FSI conducted a survey of its members in 2017. The survey questioned firms about a wide range of issues, includ-
ing: firm size and number of branch offices, the use of Offices of Supervisory Jurisdiction (OSJs), firm supervisory 
procedures, special procedures for various products, non-brokerage business activities, hiring practices, merg-
er-related issues and regulatory exams. Below is a summary of the survey’s findings, a complete recounting of 
which is included as an appendix to this paper.

The 15 FSI member firms that participated in the study varied in size, but tend toward larger firms with many 
OSJs and branch offices spread out over a wide area. Specifically, only one participant has five or fewer 
branch offices, while the rest have at least 20 branch offices and over 70% have over 40. Close to 90% of 
participating firms have branch offices in more than five states. Almost half of the participants have at least 40 
OSJs. In addition, all but one participating firm have at least one branch office that is over 100 miles from its 

31  FINRA Regulatory Notice 11-54, Page 4-5, http://www.finra.org/sites/default/files/NoticeDocument/p125204.pdf.
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corresponding OSJ. 

Remote Supervision: Most of the participating firms employed a traditional OSJ supervisory model while a 
few indicated that they supervise their branches from the firm’s home office using a dedicated supervisory staff 
rather than employ an OSJ model. All firms indicated that OSJs will be subject to an on-site inspection at least 
annually. As for branch office exams, half of the firms examine their branch offices annually while the rest use 
longer time frames, but at least every three years, and some require approval to be examined less than annual-
ly. Finally, 80% of firms reported they do not require branch offices to use the firm’s name, and one prohibited 
the branch from using the firm’s name. 

Participating firms indicated they employ a wide range of technologies to facilitate remote supervision. Not 
surprisingly, email review was used by all firms in the study, since such review is required by FINRA rules. At least 
60% of firms indicated they also use technology to monitor various issues, including: social media, outside broker-
age accounts, exception reports, training, OBAs, private securities transactions, submission of new business, books 
and records, correspondence, and gifts and entertainment. In contrast, few of the firms – fewer than 15% – used 
technology for remote monitoring of text messages, most likely because they do not allow advisors to text clients. 

Sales Practices: As part of their sales practices, survey respondents commonly use product disclosures and spe-
cial procedures. Special disclosures are commonly used for variable annuities – 86% of responding firms – and 
smaller percentages used special disclosures for product switches, mutual funds, IRA rollovers, 529 plans, alter-
native investments and equity indexed annuities. A few of the firms make special disclosures for sales of bonds, 
structured products and penny stocks. 

Seniors: Firms have put in place even greater safeguards as to their senior clients, above and beyond the special 
procedures used for various products. Almost all firms indicated they closely monitor suitability requirements when 
dealing with senior clients. A similarly large number also employ special procedures when selling seniors certain 
types of products, such as variable annuities and REITs. Many of the firms also require special advisor and super-
visor training. One firm indicated it requires a face-to-face evaluation of the client’s mental capabilities.32 

OBAs: Firms reported that the types of OBAs their financial advisors most frequently engage in are insurance 
and investment advice, with accounting and tax preparation far less common. Many firms indicated that a finan-
cial advisor’s separate investment advisory business must still follow the same supervisory procedures as broker-
age-related business. In addition, several firms reported that all OBAs require pre-approval by the home office 
prior to a financial advisor engaging in them, a stricter requirement than the written notice required by FINRA 
rules. 

Hiring Practices: Hiring practices have recently come under scrutiny by regulators, particularly around “high risk” 
or “recidivist brokers” – typically, those with disciplinary histories. Almost all firms indicated that before hiring a 
financial advisor the firm puts the candidate through a specified interview process. Depending on the size of the 
firm, the prospective financial advisor will need to interview with the senior staff of their future OSJ and/or the 
firm’s senior compliance staff, up to and including the CEO in some cases. While 80% of firms indicated they do 
hire individuals with disciplinary histories, only half indicated they would allow the hiring of an advisor that would 
require heightened supervision. In addition, of those firms that indicated they would hire an advisor with a disci-
plinary history, many cautioned that doing so depended on each individual case and requires various interviews 
and an examination of the potential hire’s specific disciplinary history. 

Merger Issues: When firms merge often they will find their supervisory and review systems are incompatible with 

32  These supervisory practices likely will be impacted by FINRA’s new rules regarding the financial exploitation of seniors and other 
specified adults.
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each other. In this survey, only one firm reported that it had merged with another firm in the previous five years. 
That firm indicated that after the merger it worked to ensure all parts of the combined entity were using the 
same systems after the completion of the merger.

Regulatory Exams: Finally, participating firms indicated varying experiences with both FINRA and SEC (OCIE) 
examinations in the previous five years. All firms indicated they had been examined by FINRA at least twice in 
the previous five years, with almost three-quarters of them indicating they had been examined more than twice. 
In most cases, FINRA exams resulted in more than five findings. The most common finding involved overall super-
vision and supervision of branch offices. Other common findings involved suitability issues, email retention and 
OBAs. Other less common findings included the use of consolidated reports, the use of non-approved materials 
and the timing of check deposits. Of these various findings, over half were referred to FINRA enforcement and 
approximately 30% resulting in formal disciplinary proceedings. 

SEC exams appear to be less common than FINRA exams. One firm reported having no SEC exams in the last 
five years, while 21% reported one, 42% reported two and 35% reporting two or more. Findings from SEC 
exams also appear to be less common, with only 20% of respondents indicating more than five findings from 
these exams, with the most common findings involving various overall supervisory issues and branch office super-
vision. Finally, enforcement referrals are far less common from SEC exams; only 13% of respondents reported 
that OCIE had referred findings to enforcement referral, and no formal actions appear to have been taken with 
respect to those referrals. 
 

IV. THEMES OF ENFORCEMENT CASES AGAINST IBDS

FINRA’s formal disciplinary proceedings provide the best indicator of FINRA’s concerns about supervision and the 
best warning as to firms’ exposure to potential charges. The proceedings against independent firms naturally run 
the gamut of types of violations, but also focus on particular types of violations that independent firms should 
protect themselves against. They include supervision of variable annuity sales practices, inadequate supervision 
of the use of consolidated reports and failure to adequately oversee private securities transactions, in particular 
investment adviser activity.

A. Supervision of Variable Annuity Transactions

In 2011, FINRA issued an Acceptance, Waiver, and Consent (AWC, an Enforcement settlement order) finding that 
an independent contractor firm finding that its supervisory system for approving variable annuity transactions 
was faulty. The firm had both employee advisors and principals who were employees of the firm and others 
who were independent contractors, and the firm’s approach to supervision differed between the two categories. 
Variable annuity transactions for customers of firm employees were reviewed for suitability by a principal in one 
of the firm’s corporate OSJ. In contrast, independent contractor registered representatives submitted their vari-
able annuity transactions for suitability review to either their independent contractor OSJ principal or one of the 
corporate OSJs. Moreover, the independent contractor OSJ principals were permitted to self-review their own 
variable annuity transactions.33

B. Supervising Use of Consolidated Reports

Several formal disciplinary proceedings in the last several years faulted IBDs for their supervision of consolidat-

33  Brecek & Young Advisors, Inc., No. 2008015068501 (Feb. 2, 2011).
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ed reports. Each of the cases provided the following summary of FINRA policy:

FINRA Regulatory Notice 10-19 (the Notice) reminds member firms that consolidated reports are commu-
nications with the public and therefore must be clear, accurate and not misleading pursuant to FINRA Rule 
2210(d)(1), which describes the content standards applicable to such communications. Firms that allow rep-
resentatives to create consolidated reports must supervise the activity pursuant to FINRA Rule 3110 (and 
its predecessor NASD Rule 3010). Where consolidated reports include accounts and assets held away 
from a firm, the firm must ensure that registered representatives are taking reasonable steps to ensure 
that those accounts and assets are valued accurately. The Notice recommends that firms providing consol-
idated reports to customers “ensure that the size and complexity of the consolidated reporting program 
does not exceed the firm’s ability to supervise the activity and to subject it to a rigorous system of internal 
controls.”34

The violations included the failure to have written procedures to address the use and supervision of consolidated 
reports when the firm permitted its registered representatives to prepare and disseminate such reports, including:

•	 Failure to have a policy regarding manual entry of securities positions and values, using firm-
approved software;35

•	 Failure to have an adequate system to detect the use of consolidated reports by registered 
representatives or to verify account assets or valuation information provided to customers, and 
failure to maintain documentation demonstration that consolidated reports were properly reviewed 
and maintained, where registered representatives used at least five different systems to prepare 
and distribute consolidated reports to customers;36 and

•	 Failure to follow written supervisory procedures requiring that registered representatives complete 
training before using manual-entry function to create consolidated reports that reported assets 
held away from the firm, and requiring that a spot check of manual entries to audit 50% of the 
registered representatives’ consolidated reports each month.37

C. Supervision of RIAs’ Private Securities Transactions

Several formal disciplinary proceedings found failures to supervise by IBDs that had registered representatives 
who operated as registered investment advisers that held customer assets at broker-dealers other than the firm. 
The AWCs issued in these cases set out FINRA’s policy regarding a broker-dealer’s obligation to supervise such 
private securities transactions:

Under NASD Rule 3040, before participating in a private securities transaction, an associated person must 
provide written notice to his member firm. Rule 3040 defines a “private securities transaction” as “any 
securities transaction outside the regular course or scope of an associated person’s employment with a 
member.” Rule 3040(c)(2) requires a member that has approved an associated person’s participation in a 
private securities transaction, where the person has received or may receive selling compensation, to re-
cord such transaction on its books and records and to supervise the person’s participation in the transaction 
as if the transaction was executed on behalf of the member. 

NASD Notice to Members (NTM) 94-44 and NASD NTM 96-33 clarified that member firms must supervise 
the securities activity of registered representatives who engage in investment advisory activities away from 

34  See, e.g., Wells Fargo Advisors, LLC, AWC 201504374021 (December 5, 2016).
35  Wells Fargo Advisors, LLC, AWC 2015043740201 (December 5, 2016).
36  Center Street Securities, Inc., AWC 2014039415901 (November 24, 2015).
37  Questar Capital Corporation, AWC 2013037301701 and 2014038871401 (November 9, 2015).
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the firm where those registered representatives participate in the execution of securities transactions on 
behalf of their investment advisor clients. 

In this regard, FINRA found that a firm failed to record on its books and records securities transactions in which 
the registered representatives participated for compensation through his RIA or otherwise supervise such activ-
ities, and that its written supervisory procedures failed to address the approval process for private securities 
transactions or provide procedures for their ongoing supervision.38

D. Review of Emails

An IBD’s need to rely on different systems for compliance and supervision as a result of its acquisition of business-
es that used different systems can cause supervisory lapses in the required review of electronic communications. 
In one case, an IBD failed to retain the emails of three firm representatives who used third-party email accounts 
not provided by the Firm to send and receive business-related email. The firm knew that the representatives used 
outside email addresses yet failed to take any steps to preserve those emails. The firm violated Section 17(a) of 
the Exchange Act and Rule 17a-4 thereunder, NASD Conduct Rule 3110(a) (for the conduct on or before Decem-
ber 4, 2011), FINRA Rule 4511 (for the conduct on or after December 5, 2011), and FINRA Rule 2010.
 

V. CONSOLIDATION CHALLENGES

The merger of broker-dealers presents a particular challenge to supervision, and that challenge is compounded 
when an IBD acquires another firm because of the tendency of such independent firms to have a decentralized 
and looser supervisory structure. As discussed previously in this white paper, when a broker-dealer joins an in-
dependent model parent broker-dealer, it often already will have established its own independent culture and 
systems and procedures. The challenge is how to undergo the necessary feat of conforming to the parent entity, 
while maintaining its own independent culture. An IBD might consist of a collection of stand-alone businesses – 
often advisory firms, family wealth management firms or insurance agencies. As difficult as it might be to bring 
those independent firms together into one entity, it might be even more difficult to combine two firms that are 
collections of such stand-alone businesses.

The challenges to combining two stand-alone firms are increasingly presented as broker-dealers continue to 
merge and IBD model firms acquire other such firms. Such mergers present economies of scale when an acquiring 
firm can apply its well-developed compliance systems to additional operations, while expanding the customer 
base, geography and available products presented by acquired firms. The downside to such mergers results 
from any lags in merging businesses, cultures and compliance systems. Indeed, regulators are highly alert to any 
hiccups in supervision that might result from merging entities. In particular, regulators have brought several actions 
charging supervisory failure that grew out of the failure to adequately merge their systems.39   

To discuss the challenges of merging supervisory systems and best practices for doing so, the authors spoke to se-
nior compliance and legal personnel at several large IBDs that had engaged in numerous acquisitions of smaller 
broker-dealers over the last several years. Firms that are experienced in acquiring other firms – and some IBDs 
engage in frequent acquisitions, since that is how these firms grow – have a regimen for conducting the acqui-
sition. They orient the schedule of the project off a projected merger date, and build in dates for certain mile-

38  Boenning & Scattergood, Inc., AWC 2014038906401 (Aug. 24, 2016). See also Geneos Wealth Management, Inc. AWC No. 
2012032374601 (Oct. 30, 2015) (with respect to sales of limited partnership interests sold as part of registered representative’s 
disclosed outside advisory activities).
39  LPL Financial LLC, AWC No. 2012032218001 (May 21, 2013).

http://www.financialservices.org


16 financialservices.org

stones, including for dealing FINRA’s Membership Application (MAP) group, and sending negative consent letters 
to customers. The following consistent themes emerged from the senior officials who helped identify the candi-
dates for acquisition, oversaw the due diligence on the candidates, and oversaw integration efforts.

A. Considerations of a Merger

While the difficulty of merging systems might be a consideration in evaluating a merger candidate, that does not 
tend to be a deal-breaker, according to senior officers of IBDs. The general attitude among firms experienced at 
making acquisitions is that those issues can be addressed and fixed. (As discussed further below, it is nevertheless 
vital that the systems be in working order as of day one of operations of the merged entity.) 

More significantly, in acquiring a firm, the acquirer will evaluate the level of risk it is willing to take. Risk can 
arise from the hiccups in merging systems that are described above, as well as from various unknowns. Firms have 
rejected potential merger targets – even after investing substantial up-front work – for reasons largely related 
to risk. In some cases, the acquiring firm was uncomfortable with the array of products that the acquired firm fo-
cused on, as well as the firm’s due diligence on these products. In some cases, the acquirer might have questioned 
the target firm’s culture of compliance. Or the acquirer might have concluded that supervisory procedures were 
simply not sufficiently advanced to give the acquirer confidence, such as excessive reliance on manual processes, 
or supervisory personnel who are not sufficiently trained or experienced to be effective.

B. Integrating Systems

In a merger, the basic compliance and supervisory systems need to be combined. These include the financial 
books and records, trade reporting platforms, suitability systems and reports, concentration reports, and email 
review and retention. In addition, the newly combined firm should have a single back office, that establishes 
new accounts in a consistent way. The task of integrating firms is made much easier if the two firms are using the 
same operating platforms, including account opening and trade review systems. Because larger acquiring firms 
typically use some of the “brand name” compliance systems, there is a reasonable chance that the acquired firm 
already uses the same system, which would ease the combination. Even if the two firms use different systems, if 
both systems are in common use, integration might be eased. On the other hand, if the firms are of similar size, 
and the acquired firm has a state-of-the-art system while the acquiring firm’s system is aged, the firms might 
choose to go with the newer system. 

The biggest challenge reported by firms is working with data that might be less than pristine. During the period 
leading up to the closing, the firms will work on rectifying the data, sometimes by using a vendor. The goal is to 
have data ready to combine at the time the merger closes. 

Difficulties in combining data could result from the use of different clearing brokers or different technology plat-
forms. In an extreme case, the firms might decide to attempt to use manual processes for merging firms, or they 
may delay integration for a period of months or a year to provide time for evaluating the problem and coming 
up with a solution. In some cases, the decision can be political, based on the desire to avoid alienating the ac-
quired firm’s brokers. 

In reviewing systems to be integrated, a firm would also look at the knowledge and experience of the acquired 
firm’s supervisory personnel to determine their training needs. It is recommended that such training is provided 
prior to the closing of the merger, so that supervisors are ready to hit the ground running when the merger closes. 

From a financial standpoint, a firm will send its auditor to the acquired firm to review its financial records prior to 
the merger, to determine if there are any unanticipated financial risks to be accommodated.
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C. Integrating Workforces

Combining the financial advisors in the two merging firms appears to be a two-way street: the acquiring firm 
seeks to win over the brokers at the acquired firm while obtaining confidence in them as part of the new firm. To 
bring these brokers on board, the acquiring firm will hold numerous in-person meetings with the acquired work-
force and explain the benefits of the merger and the positive aspects of the acquiring firm’s culture. The more 
knowledge they have of the firm’s systems, compensation structure, products and personnel before the merger is 
closed, the better. Much of this is a management challenge, requiring so-called “internal marketing.” For exam-
ple, one firm’s strategy is to locate the key influencers within the firm, and work to get them on board first, on 
the assumption that others will follow. As a general matter, the level of attachment of a firm’s financial advisors 
to their firm is relatively loose, and so the merging entities are well-advised to do everything in their power to 
avoid disrupting their routines and their relationships with their clients.

To obtain confidence, firms indicated that they need to conduct individual due diligence on every registered 
representative who would come over. If they do not meet the standards of the acquiring firm in terms of ethics, 
knowledge and disposition, then they will not be asked to join the acquiring firm. Frequently, there is at least one 
financial advisor who does not make the cut and does not stay with the combined firm. The fact that the larger 
producers at smaller firms make a substantial contribution to the firm’s revenue might have given those producers 
relatively free reign at the acquired firm. The acquiring firm should be alert to the need to show these producers 
the appropriate level of respect while integrating them into the policies, procedures and supervisory systems of 
the larger firm.

D. Consolidating Operations

The operations of the two merging firms cannot be consolidated until the merger closes. Leading up to that point, 
the acquiring firm should take an inventory of all operations and systems that will need to be combined. This 
would include the compliance department and personnel, trade reporting platforms, trade surveillance systems, 
electronic communications, and the branch office system. Once all operations and systems are identified, the 
acquirer should determine whether the acquired company’s systems are still necessary, whether they can be fold-
ed into existing systems, or whether they should be preserved to run side-by-side with the existing systems. The 
considerations that go into that decision include whether the systems can be integrated immediately without any 
risk to the availability of customer data to the financial advisers, what efficiencies can be realized by integrating 
or jettisoning systems, and the cost of integrating systems. There are occasions when a firm might decide to delay 
combining systems for a year or more, to make sure that systems and data are ready to be combined.

Consolidation includes the need to combine written supervisory procedures. Certain policies need to be standard-
ized, such as concentration limits, or restrictions on the sale of certain types of products. However, the procedures 
themselves are more difficult to combine, and, while the acquiring firm presumptively has the upper hand, such 
combinations often require negotiation and political judgment.

E. Post-Acquisition

The merged entities need to be prepared to begin conducting business jointly as soon as the merger is concluded. 
However, that does not mean that the work of ensuring that the merger is successful is concluded. If consultants 
were involved in the integration effort, they should keep tabs on the new financial advisors to be able to see 
when they are comfortable with the new firm’s systems and procedures. This process could last from 60 to 90 
days until everyone involved in the acquisition process agrees that the office is in good shape, at which point it 
can be released from the transition process.

For the first six months, it might be a good idea to have in each office an employee dedicated to responding to 
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questions from financial advisors who came over in the acquisition. This person would also be able to help deter-
mine at what point those financial advisors are comfortable with the new firm. Within the first six months, it also 
would be helpful to have an internal auditor from the acquiring firm conduct an abbreviated branch exam to 
determine if the process is working.

F. Dealing with Regulators

In planning and executing a combination of internal regulatory functions and operations, the SEC and FINRA are 
important stakeholders. The success of a combination is of obvious importance to the regulators and depending 
upon how the combination is achieved, will have implications for customer protection.

It is recommended that the acquiring firm informs regulators – particularly the FINRA district that supervises the 
firm – as soon as it decides to acquire another firm. The district staff will help identify any particular problems to 
address and will likely have suggestions. They might even provide some insights into the acquired firm. In addi-
tion, district staff will walk the firm through the Rule 1017 process, under which a firm is required to submit an 
Application for Approval of Change in Ownership, Control, or Business Operations. While a firm might be reluc-
tant to voluntarily expose its processes to a regulator, it is preferable to the alternative, that is, a regulator tak-
ing a harsh view when something goes wrong because the firm had the opportunity to consult and did not take it. 
 

VI. CHECKLIST – RECOMMENDATIONS

This White Paper has presented a summary of regulations and guidance relevant to broker-dealer supervision, 
the results of a survey of FSI member firms, a summary of applicable enforcement actions and case studies of su-
pervisory challenges presented by mergers. As a result of this discussion, IBDs should consider the following when 
it designs, implements and enhances its supervisory program.

 y What challenges are presented by the firm’s business model?
 h Does the firm have remote branch offices?
 h Does the firm permit a broad range of business lines?
 h Does it permit a broad range of outside business and private securities transactions?
 h Do different locations, units or business lines use different technology for email review and 

retention, customer reporting, trade surveillance or suitability, among other things?
 h Has the firm merged with other firms in recent years?
 h Does the firm use or permit consolidated account statements?

 y What is the state of the firm’s existing supervisory capabilities?
 h Does it have the ability to visit remote locations?
 h Does it have the technological capability to review activity remotely?
 h Does it have supervisory personnel experienced in all relevant business lines? 
 h Does the firm have sufficient access to information regarding outside business activities, including 

outside sales of securities?

 y Has the firm reviewed its supervision in recent years?
 h Is the firm up-to-date on SEC and FINRA rule changes and guidance?
 h Has the firm reviewed its WSPs to ensure that they conform to and address the firm’s current 

structure and lines of business?
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 h Has the firm taken all necessary steps to address examination findings and disciplinary 
proceeding and enforcement findings and orders that it take specified remedial measures?

 h Has the firm consulted with its regulators, including FINRA Member Regulation, to obtain 
suggestions for improvement?

 h Has the firm considered the need to retain experienced outside specialists to review its policies 
and procedures, technology and product mix, among other things?

 h Has the firm provided regular and relevant training to its senior, compliance and supervisory 
personnel?

 y Has the firm considered the supervisory consequences of a proposed merger (assuming it 
makes sense from a business standpoint)?

 h Are the firms’ cultures compatible?
 h Do the acquired firm and its registered representatives have a disciplinary history that raises red 

flags?
 h Do the firm use different technology platforms that might be difficult to combine?
 h Has the firm considered why the acquired for firm is for sale?
 h Have you considered the expectations of the regulators for the merger? 
 h Have you fully absorbed prior acquisitions?

 

VII. CONCLUSIONS

As discussed in this paper, the regulatory framework for broker-dealer supervision poses unique challenges to 
IBDs and the products and services they provide. The specific rules, guidance, and case law outlined provide 
a road map to help firms develop supervisory policies and procedures; and provide best practices and other 
important considerations to evaluate when merging supervisory systems. The aspects of the independent model 
that pose supervisory challenges, such as OBAs, are critical to Main Street Americans and are the same aspects 
driving demand for independent financial advice.   
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