
It hasn’t taken long for the term “Cul-
ture of Compliance” to capture the hearts and 
minds of the securities regulators in this 
country. Born of high-profile enforcement 
actions such as the Enron and WorldCom 
accounting frauds, research analyst conflict-
of-interest cases, the mutual fund late trad-
ing and market timing scandals, as well as 
the failure to provide “breakpoint” sales dis-
counts, the term certainly has more panache 
than buzzwords like “compliance and ethics,” 
“corrective action” and “proactive initiatives.” 
The question is: Will the phrase ring hollow?

Not if the SEC can help it. In a series of 
speeches by SEC staff—most notably Lori 
A. Richards, director of the SEC’s Office of 
Compliance Inspections and Examinations, 
and Mary Ann Gadziala, associate director of 
that office—the SEC has clearly been seek-
ing to define the contours of this “culture of 
compliance” by providing detailed guidance 
to firms. Financial advisors will find it well 
worth the time to examine the messages 
Gadziala and Richards delivered to compli-
ance audiences in recent speeches.    

Gadziala, for example, pointed out that 
“the most important aspect of compliance 
at a firm is not simply how elaborate its 
system may be or how voluminous its writ-
ten policies may be.” Nor is the culture of 
compliance a “short-term fix to satisfy SRO 
rules or SEC deficiency letters following an 
examination.” Rather, it is much more: “an 
overall environment that fosters ethical be-
havior and sensitivities to compliance with 
the law in all decision-making.” As such, 
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Gadziala said, examiners will expect an “ef-
fective compliance culture” to include:
n �Identification and control of compliance risks
n �Implementation of effective compliance 

and supervisory systems
n  �Well resourced and effective compliance 

function
n �Proactive compliance participation in, 

and oversight of, business supervisory 
activities

n �Effective reporting and resolution of sig-
nificant compliance issues, and

n  �Training and monitoring of employees in 
the performance of their duties

Identifying and Controlling Risks

Gadziala made three important points about 
identifying and controlling compliance risks. 
First, while the SEC is focused on securities 
laws, rules and regulations, firms nonethe-
less must assess risk as it may arise in all other 
areas, such as employment and tax. And citing 

report on and maintain compliance 
n �Acting as liaison to regulators and other 

compliance officials
n �Complying with requirements of specific 

statutory compliance program mandates
n �Establishing and implementing compli-

ance policies and procedures, standards 
and controls

n �Overseeing complete and current written 
supervisory procedures, timely dissemi-
nating them to employees, and monitor-
ing, surveilling, and overseeing business 
supervisory activities

n �Detecting, preventing and managing con-
flicts of interests

n  �Training and education of firm employees, and
n  �Overseeing employee-related matters such 

as registration, licenses, regulatory filings 
and employee trading

Critically, to be effective, compliance func-
tions must be “independent” from the busi-

Enron, they must be alert not to aid and abet 
violations of the law by their customers. Sec-
ond, the “greater the compliance risk, the more 
the firm should focus on compliance in that 
area.” Third, once identified, the risk must be 
controlled, and any control gaps must be ad-
dressed and resolved. The SEC views this iden-
tification and control process as “dynamic” 
because it must respond constantly to changes 
in the law and activities at the firm.
Compliance Programs

While noting that there can be no “stan-
dardized” compliance program, Gadziala 
listed several “core” compliance functions 
that firms must cover:
n Identifying, measuring and assessing com-
pliance risks
n  �Managing compliance risks, addressing 

compliance concerns, and validating cor-
rective plans

n  �Working with top business management to 



nesses of the firm. Independence covers not 
only reporting lines, but also: resolution of 
compliance concerns; compensation, bo-
nuses and performance ratings for compli-
ance personnel; and adequate resources, 
automated systems and experience

Gadziala also gave examples of the sub-
ject areas that may be included in an effec-
tive compliance program:
n �Regulatory capital compliance and finan-

cial responsibility
n �Suitability, switching between products, 

churning, fee-based accounts, margin, 
short-sales, unauthorized trading, park-
ing, late allocations and misappropriation

n  Trade errors and corrections
n  Best execution
n  Market manipulation and insider trading
n  �Protection of confidential customer infor-

mation, privacy issues and data security
n  Books and records
n  Commissions, gifts or entertainment
n   �Information barriers and employee trading
n  Business conduct rules and ethics
n   Branch office reviews
n  �Customer complaint, client marketing, 

advertising and communications
n  �Transfer of funds and customer address 

changes, and
n  �Anti-money laundering compliance

Firms should customize this list and add 
any other subject matter that would be rele-
vant to their particular business operations.

Furthermore, while senior management 
must be able to delegate “substantial re-
sponsibility,” Gadziala emphasized that such 
delegation must be “specific, in writing and 
clearly identify the person or persons with au-
thority and responsibility for the function.”
Supervisory Function

Perhaps the most notable feature of Gad-
ziala’s comments is the reminder to firms 
that the compliance function and the super-
visory function have different purposes. 

“As an independent area, the compliance 
function is designed to perform broad-
based reviews, absent conflicts that may 
arise from compensation or other connec-
tions to the underlying activity. The supervi-
sory function, on the other hand, is typically 
business-oriented and is responsible for 

day-to-day real time review of transactions 
and activities with the direct knowledge of 
the employee’s activities,” she said
Employee Supervision

This is a broad area of compliance, and ac-
cording to Gadziala, aspects of it include:
n  �Appropriate background checks
n  Monitoring registration 
n  �Ensuring implementation of an appropri-

ate program of heightened supervision of 
problem employees

n  �Producing written compliance for employees 
and assisting in creating a code of ethics

n �Implementing employee training and
n  Conducting employee trading reviews

Firms also should be aware that the duty to 
supervise extends not only to registered em-
ployees, but also to non-registered employees 
who “may perform functions critical to the firm’s 
business or otherwise create compliance risks.”
Issues Under Current Examination

The SEC’s Lori Richards recently ad-
dressed many of the same points speaking 
on the “process of compliance.” Addition-
ally, the Office of Compliance and Examina-
tions director provided insights into some 
of the areas on which the SEC has focused 
its examinations of broker/dealers. Some 
areas apply equally to investment advisors. 
In her own words these are:
n �Insider trading and front-running: 

“Whether you’re with an adviser, a broker/
dealer, a hedge fund, a clearing agency or 
a transfer agent, include this area in your 
risk assessment, and in your investigation 
and monitoring efforts.”

n � What are you using your clients’ money for? 
“Given all of the ‘secret payments’ cases that 
we’ve seen, it would make sense for you to 
look at fund expenses and the use of advi-

sory clients’ monies, and be sure that they 
are appropriate, and that the money is used 
as intended and disclosed.” “Also,” she con-
tinued, “be particularly alert to payments to 
affiliates and those that may be intended to 
increase assets under management under 
the guise of something else”

n  �Seniors: ”If your firm does business with 
seniors, be certain that you’re doing so in a 
way that complies with applicable fiduciary 
and ethical principles—as well as suitability 
and disclosure standards—in recognition 
of their age, objectives, capacity and needs

n �Supervision: Examiners are very focused 
on whether firms of all stripes are ade-

quately supervising employees,” Richards 
warned,”—particularly in branch offices, 
on trading desks, with respect to big pro-
ducers, solicitors, and others.”

n  �Trading issues: She identified as hot topics 
Best execution in debt and equity securi-
ties, payments for order flow, soft dollars 
and use of [directed] brokerage, Reg SHO 
(regarding short selling), and mark-ups.”

n  �Controls to prevent theft and misrepre-
sentation: “This includes issues such as 
controls over the creation and sending of ac-
count statements, and account and position 
valuations—and includes theft or misuse of 
customer information by identity thieves.”

n  �Anti Money Laundering: Here Richards left 
no doubt: “We are very interested in your AML 
compliance programs,” she said.

Clearly, the SEC is determined to breathe 
meaning into the term “culture of compliance” 
and expects that it will be embraced by all. 
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{� }Critically, to be 
effective, compliance 

functions must be 
‘independent’ from the 
businesses of the firm.


