
© 2007 Sutherland Asbill & Brennan LLP. All rights reserved.  May 2007, Volume 1, No. 1

Recent Developments

NASD 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.  

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 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 New 
York Stock Exchange ("NYSE") rules.

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).
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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 ("NTM") 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 consistently under the NASD and NYSE rules.

Status: The comment period on the proposal expired on April 9, 2007. The NASD is now in the process 
of reviewing the comments that have been submitted.

Court Overturns SEC Rule Regarding Fee-Based Brokerage Accounts

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 
brokers offering customers fee-based brokerage programs. The court held that under a statutory 
construction analysis of the language of 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). Additionally, the court 
noted that 'other' parties under Section (F) was also clearly intended to cover parties that had not been 
previously been 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: The rule remains in effect until the court issues its mandate. The SEC has yet to make an public 
comment on the ruling or how brokers offering fee-based programs should proceed. One option available 
to the SEC is to seek a rehearing.  

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. 

Ongoing Items of Note

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 
• 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.

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 particpation programs), and 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 
security of type of security.



The new rue 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 comment period on the proposal expired on August 5, 2005. The proposal awaits further 
action by the NASD.

NASD Proposed IM Addressing Business Entertainment 

Summary: In April 2006, NASD filed with the SEC a proposed IM (Interpretive Material) to Rule 3060 to 
more explicitly outline the polices and procedures a member must adopt in connection with its business 
entertainment practices concerning employees of a customer. 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 proposal requires that 
each firm assess its use of business entertainment, determine what limitations are appropriate and meet 
the general guidelines set forth in the proposed rule change, and adopt written polices and procedures to 
ensure that persons associated with the member are following those limitations.  

In April 2007, the NASD filed an amendment to the proposed IM, in an effort to harmonize the language 
with the NYSE's companion proposal (Rule 350A). The proposal also responds to comments raised in 
connection with the initial proposal and provides clarification on certain issues. The filing notes that small 
firms may lack resources to affect the decision making in the manner the IM seeks to prohibit. In 
response, the NASD has created a limited exemption for firms whose entertainment expense is annually 
below $7500. Also, the NASD responds to members concern of excessive burdens being created from 
the proposed IM's record keeping obligations by no longer requiring record keeping procedures for 
expenses under $50.

Status: The proposal awaits further action by the SEC.


