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NASD Developments

NASD Proposed Variable Annuity Sales Practice Rule (Rule 2821) 

Summary: Rule 2821 would create recommendation requirements (including a heightened suitability obligation), 
expanded principal review and approval requirements, and supervisory and training requirements with respect to 
variable annuity transactions. The rule was first proposed in 2004 and has been amended four times, most recently in 
March 2007.  

The March 2007 amendment revises the rule’s principal approval provisions by requiring that a principal determine 
whether he or she approves a transaction prior to transmitting a customer’s application to the issuing insurance company 
for processing, but not later than seven business days after the customers sign the application. In connection with these 
new standards, the NASD indicates that it would clarify that a broker-dealer that is holding an application for a deferred 
variable annuity and a non-negotiated check from a customer written to an insurance company for a period of seven 
business days or less would not be in violation of the prompt transmittal requirements of NASD Rules 2330 and 2820. 
Also, the NASD would ask the SEC for no-action relief regarding SEC Rules 15c3-1 and 15c3-3 under the Securities 
Exchange Act of 1934 when the same circumstances exist. 

Amendment 4 also modifies certain language in the “Recommendation Requirements” section of the proposal.  The 
proposed rule had provided that a member or person associated with a member “determine” that a variable annuity 
transaction is suitable in accordance with Rule 2310.  Amendment 4 replaces “determine” with a “reasonable basis to 
believe.” 

Status:  The SEC previously sought comment on Proposed Rule 2821 subsequent to the NASD’s filing of 
Amendment 2.  It is unclear whether the SEC will seek additional comment on the proposal. 

On May 15, 2007, the NASD filed a letter with the SEC in connection with Proposed NASD Rule 2821.  The letter 
updates a May 2006 submission which was included as part of the NASD's filing of Amendment No. 2 to Rule 2821.  
The May 2006 submission responded to comments and also summarized NASD variable annuity examinations and 
enforcement actions, covering the 2004-2005 period.  The letter provides updated examination and enforcement 
information to the SEC, presumably designed to bolster the NASD's case that a targeted rule with respect to 
purchases and exchanges of deferred variable annuities is necessary. 

NASD Proposed IM Addressing Business Entertainment 

Summary: On May 22, 2007, the SEC published a notice requesting comment on rule filings by the NASD and NYSE 
relating to business entertainment by member firms and their associated persons.  The NASD rule filing proposes to 
add interpretive material, IM-3060 under NASD Rule 3060, which would codify the principle that a member or its 
associated persons should not give anything of value to a customer representative intended to have the likely effect of 
causing a customer representative to act inconsistent with the best interest of the customer.  The NYSE rule filing 
proposed to add a new rule, Rule 350A, governing gifts and entertainment practices which is similar to IM-3060. 

The proposed requirements of IM-3060 are triggered by three new definitions:  “customer,” “customer representative,” 
and “business entertainment.”  The Release explains that the term “customer representative” replaces the term 
“employee” used in prior versions of IM-3060, to clarify that the rule applies to persons other than employees and 
conforms to the terminology of Rule 350A.  Additionally, the definition of “business entertainment” codifies NASD’s 
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position that an associated person of a member must accompany or participate in an event for it to be deemed 
business entertainment.  However, IM-3060 would recognize an exception where there is an exigent circumstance. 

IM-3060 would also require that written policies and procedures for business entertainment address the following: 

• Members must define the forms of business entertainment that are appropriate or inappropriate business 
entertainment, including standards addressing the nature and frequency of entertainment, types and 
class of accommodation and transportation, and either firm dollar limits or thresholds requiring advance 
written approval. 

• Members should design their policies and procedures to detect and prevent business entertainment that 
is intended as, or could reasonably be perceived to be intended as, an improper quid pro quo. 

• Members’ policies and procedures must establish qualification standards for supervisors who administer 
the policies and procedures.  

• Members’ policies and procedures must provide for appropriate training and education of all applicable 
personnel. 

The Release notes that as long as the policies and procedures are “reasonably designed” to comport with the 
principles of IM-3060, members are free to define the approach and method of their written policies and procedures. 

The proposed IM would supersede a 1999 NASD interpretative letter stating that Rule 3060 does not prohibit "ordinary 
and usual business entertainment" (such as an occasional meal, sporting event, theater production, or comparable 
entertainment event) provided that the entertainment "is neither so frequent nor so extensive as to raise any question of 
propriety."  The proposed IM is intended to replace the 1999 letter with an approach that allows firms to adopt policies 
and procedures that are tailored to the firm's business needs. 

The NASD’s filing seeks to provide some relief for smaller firms by creating a limited exemption for firms whose 
entertainment expense is annually below $7500.  Also, the NASD responds to members' concern regarding obligations
by no longer requiring record keeping procedures for expenses under $50. 

Status:  The SEC’s comment period on the proposals expired on June 12, 2007.  

NASD Proposed Exception From the Principal Approval Requirement for Filed Sales 
Material 

Summary: On July 16, 2007, the NASD filed a proposed rule change with the SEC which would amend NASD Rule 
2210 (Communications with the Public) to create an exception from the principal approval requirements for sales 
material that another member has filed with the NASD Advertising Department, and for which the Department has 
issued a response letter finding that the material appears to be consistent with applicable standards.  In its filing, the 
NASD notes that it anticipates that firms will use the exception primarily with respect to mutual fund and variable 
insurance product sales material. 

Status:  The rule proposal was filed with the SEC on July 16, 2007 and awaits further action by the SEC. 

NASD Proposed Amendments to Rule 3013 and Accompanying Material 3013 to Permit 
Members to Designate Co-CEOs and Multiple CCOs 

Summary: On July, 16, 2007, the NASD filed with the SEC a rule change that amends NASD Rule 3013, and 
accompanying interpretive material 3013, to permit members to designate co-chief executive officers and multiple chief 
compliance officers to discharge the requirements of those rules.  While co-CCOs would be able to divide up the 
requirements of the Rule and the accompanying Interpretative Material, co-CEOs would not be able to do so. Each 
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CEO would be held responsible for the representations in the certification as if they were the member’s only CEO, and
the signature of each CEO would be expected to appear on the same single annual certification. 

Status:  On July 16, 2007, the NASD filed the amendment with the SEC as a non-controversial rule change 
rendering it effective upon filing. Accordingly, the compliance date is July 16, 2007.  

NASD and NYSE Proposed Guidance on Review, Supervision of Electronic 
Communications 

Summary:  On June 14, 2007, the NASD posted Notice to Members 07-30 requesting comment on proposed joint 
guidance by the NASD and NYSE regarding the review and approval of electronic communications by member firms. 
The proposal would seek to provide guidance on supervising electronic communications in the following six areas: 

• written policies and procedures; 
• types of electronic communications requiring review; 
• person(s) responsible for reviews; 
• review methods; 
• frequency of reviews; and 
• review documentation. 

The proposed guidance would permit a firm to employ risk-based principles to determine the extent to which additional 
supervisory policies and procedures are required to adequately supervise its business and manage the firm's 
reputational, financial and litigation risk. 

Status:  Comments on the Proposed Guidance were due by July 13, 2007. 

NASD Proposed Rule Regarding Sales Contests and Non-Cash Compensation 

Summary: In July 2005, NASD published Notice to Members 05-04, which requested comment on a proposal to 
prohibit all product-specific sales contests and to apply the non-cash compensation rules to sales of all securities. 

The proposal would eliminate the current non-cash compensation rules – Rules 2710(i) (REITs and other publicly 
offered securities), 2810(c) (direct participation programs), 2820(g)(4) (variable contracts), and 2830(l)(5) (investment 
companies) – and replace them with new Rule 2311.  The new rule would apply to the payment or receipt of non-cash 
compensation with respect to the sale or distribution of any type of security. 

The new rule would also ban all "sales contests" which would be defined as "any contest among associated persons 
for cash or non-cash prizes that is preconditioned on the achievement of a sales target within a defined period of time 
with respect to the sale or distribution of any security or any type of security." 

Status: The proposal awaits further action by the NASD. 

NASD Proposed Amendments to Rules 3010(g) and 2711 in connection with the Rule Harmonization Project 
with the NYSE

The NASD in Notice to Members 07-12 requests comments on proposed amendments to Rules 3010(g) and 2711.  Of 
relevance to independent broker-dealers is the proposed amendments to Rule 3010(g) which would eliminate the 
definition of "Office of Supervisory Jurisdiction" ("OSJ") and would adopt definitions for "supervisory branch office," 
"limited supervisory branch office," "non-supervisory branch office" and a "non-branch office." These changes seek to 
reclassify office designations in line with NYSE rules.
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The functions that currently make a location an OSJ would generally be captured in a new definition of "supervisory 
branch office."  Consistent with NYSE rules, locations at which the only activity being conducted is the final review of 
research reports would not be covered by the definition. Like the current system for OSJs, an appropriately registered 
principal must be on-site at a supervisory branch as provided in Rule 3010(a)(4), and such location would be subject to 
an annual inspection cycle as provided in Rule 3010(c)(1)(A).

A "limited supervisory branch office" would be any location of the member that supervises one or more non-branch 
locations and does not supervise any supervisory branches or any other limited supervisory branch offices.  Such 
location would be subject to branch office registration and would be subject to an annual inspection cycle as provided 
in Rule 3010(c)(1)(A).  The office would not be required to be staffed with an appropriately registered principal on-site 
as provided in Rule 3010(a)(4).

A "non-supervisory branch office" would be any location of the member that satisfies the definition of branch office, 
but does not qualify as a supervisory branch office or limited supervisory branch office. Like the current system for 
non-OSJ branch offices, a non-supervisory branch office would be subject to branch office registration. Such an office 
would not be required to have a registered principal on-site but instead would be required to have one or more 
registered representatives or principals on site to carry out supervisory responsibilities as provided in Rule 3010(a)(4), 
and such location would be subject to inspection at least every three years as provided in Rule 3010(c)(1)(B).

The fourth and final classification would be a "non-branch location" which would be any location of the member, 
including but not limited to a main office, that does not qualify as any of the other three office classifications.  In 
addition, a non-branch location would include a location that qualifies for an exclusion from the definition of "branch 
office" pursuant to Rule 3010(g)(2), provided such locations do not engage in any other activities that would require 
branch office registration.  A non-branch location would also include certain locations that engage in certain types of 
activities (e.g., final approval of research reports, investment banking services, or proprietary trading or securities 
lending).

Notice to Members 07-12 explains that the proposal to amend Rule 3010(g) grows out of the NASD/NYSE Rule 
Harmonization initiative. This initiative dates back to early 2006 when the NASD and the NYSE announced that they 
would be working together to harmonize their rulebooks in order to achieve consistency where possible. The NTM 
further explains that the driving force for the proposed amendments is to treat offices whose only supervisory-related 
function is the principal review and approval of final research reports (“Research Report Offices”) consistently under the 
NASD and NYSE rules.

Status: The comment period on the proposal expired on April 9, 2007. Subsequent to the closing of the comment 
period, the NASD staff announced that it would not advance the proposal in its current form. Instead, the staff is 
considering amending the definition of OSJ to create an exception for Research Report Offices instead of the 
wholesale changes that were originally proposed.  

NASD Rule 2342 – SIPC Information 

Summary:  In Notice to Members 07-29, the NASD announced that the effective date of Rule 2342 is November 6, 
2007.  Rule 2342 sets forth certain requirements for providing information to customers about SIPC. 

SEC Developments 

Court Overturns SEC Rule Regarding Fee-Based Brokerage Accounts; Court Stays 
Mandate Until October 1, 2007 

Summary:  On March 30, 2007, the United States Court of Appeals for the D.C. Circuit vacated Rule 202 (a)(11)1 
under the Investment Advisers Act of 1940 on the grounds that the SEC exceeded its authority in promulgating the rule. 
Rule 202(a)(11)-1 provides an exemption from investment adviser status for firms offering customers fee-based 



5

brokerage programs. The court held that under a statutory construction analysis of the language of Section 202(a)(11)(C) 
of the Advisers Act, the SEC had no authority to exempt brokers from the definition of an investment adviser if they provide 
advisory services and receive special compensation. 

In adopting the rule, the SEC relied upon its authority under section 202(a)(11)(F), which authorizes the SEC to 
exempt from the Advisers Act "such other persons not within the intent of this paragraph, as the Commission may 
designate by rules and regulations or order."  The court found that since Congress had specifically carved out an 
exception for when 'any' broker is not deemed an investment adviser, the SEC surpassed its authority in including 
brokers as an 'other' party under section (F). In this respect, the court noted that 'other' parties under section (F) was 
intended to cover parties that had not been previously addressed under section 202(a)(11).  The court concluded 
that by adopting the Rule and creating additional exceptions for brokers the SEC expanded the prescribed 
rights specifically set out by Congress. 

Status:  On May 14, 2007, the SEC announced that it would not seek a rehearing.  Instead, the SEC sought a stay of 
the court’s mandate.  On June 25, 2007, the court granted an order to stay its mandate until October 1, 2007.  

SEC Reexamination of Rule 12b-1; 12b-1 Roundtable 

Summary:  As part of an ongoing examination of Rule 12b-1, the SEC hosted a July 19 roundtable at which 
representatives of the mutual fund industry, financial intermediaries, investor advocacy organizations and others were 
invited to discuss issues related to the rule.  Rule 12b-1 under the Investment Company Act permits fees to be 
deducted from mutual fund assets to pay distribution and shareholder servicing.  The full-day roundtable was organized 
as a series of panel discussions covering the following four topics:  (1) the history of Rule 12b-1; (2) modern-day uses 
of 12b-1 plans to finance the distribution of mutual fund shares; (3) the costs and benefits of 12b-1 plans; and (4) 
options for reform of Rule 12b-1.  In conjunction with the roundtable, the Commission requested public comment on 
Rule 12b-1. 

Status:  The public comment period on Rule 12b-1 arising out of the Roundtable closed on July 19. 

SEC Point-of-Sale Disclosure Proposal 

Summary:   In February 2004, the SEC proposed new Rules 15c2-2 and 15c2-3 under the 1934 Act and amendments 
to Rule 10b-10 under the 1934 Act to require broker-dealers to provide their customers with information regarding 
distribution-related costs and conflicts of interest that arise from the distribution of mutual funds, 529 plans and variable 
annuities. Proposed Rule 15c2-2 would govern confirmation disclosure requirements for these products and would 
require information about: 

• front-end and deferred sales fees and other distribution-related costs; 
• the broker-dealer's compensation for selling the securities; 
• revenue sharing arrangements and portfolio brokerage arrangements; and 
• whether the broker-dealer's salespersons receive extra compensation for selling fund shares.

Proposed Rule 15c2-3 would require broker-dealers to provide point-of-sale disclosure to customers and would require 
the following disclosures: 

• transaction-specific distribution related costs; and 
• remuneration arrangements that lead to conflicts. 

Status:  The comment period on the proposed rules and amendments initially expired on April 12, 2004.  On February 28, 2005, 
the SEC reopened this proposal for comment and in response to feedback received, requested supplemental comments on 
revised versions of the proposed point-of-sale and confirmation documents.The reopened comment period expired on 
April 4, 2005.  The proposal awaits further action by the SEC.  Recent statements by SEC Chairman Cox note that the 
staff is close to finishing work on this proposal.
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SEC Signals Possible Amendments to Regulation S-P 

The SEC staff announced at a recent conference that the SEC is likely to propose a series of amendments to 
Regulation S-P that will give financial services firms clearer guidance on requirements to protect customers' 
confidential information.  Of particular interest to independent broker-dealers, one of the anticipated amendments will 
allow brokers to take certain customer information to their new firms when they change employment. 

At the same time that the SEC has signaled possible amendments to Regulation S-P, it continues to pursue 
investigations of independent firms' practices in the receipt and handling of information from incoming registered 
representatives who are seeking to transfer their customers from their current firm.  The SEC appears to be particularly 
interested in whether the firms are receiving client account statements which contain holdings details and account 
numbers.  Additionally, the SEC appears to be looking into firms’ procedures with respect to information received from 
an incoming registered representative via email, once the information has been used to prepopulate forms necessary 
to transfer the clients to the new broker-dealer, or to change the dealer of record for the client's account. 


