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In the following document, NASD
Regulation, Inc. (NASD Regulation)
requests comment on proposed
amendments to NASD® Conduct
Rules 3010 (Supervision) and 3110
(Books and Records) (formerly Arti-
clelll, Sections 27 and 21 of the
NASD Rules of Fair Practice). The
amendments would require firmsto
establish reasonable procedures for
the supervision of correspondence
relating to their business but would
not require endorsement of each item
of correspondence. Where such pro-
cedures do not require pre-use
approval of correspondence, mem-
berswould be required to provide
education and training about the fir-
m'’s procedures for the review of cor-
respondence, document such
education and training, and monitor
to ensure compliance with such pro-
cedures. The amendments also clari-
fy that retention of correspondence
records must comply with Securities
and Exchange Commission (SEC)
rules.

Questions concerning this Notice
should be directed to R. Clark
Hooper, Senior Vice President,
Office of Disclosure and Investor
Protection, NASD Regulation, at
(202) 728-8325 or Mary N. Revell,
Assistant General Counsdl, Office of
General Counsel, NASD Regulation,
at (202) 728-8203.

Request For Comment
The NASD encourages al interested
parties to comment on the proposed

amendments to Rules 3010 and 3110.

Comments can be mailed to:

Joan Conley

Office of the Corporate Secretary
NASD Regulation, Inc.

1735K Street, NW

Washington, DC 20006-1500

or emailed to:
pubcom@nasd.com.

Comments must be received by
January 30, 1997. Before becoming
effective, the Rule amendments must
be adopted by the NASD Regulation
Board of Directors, reviewed by the
NASD Board of Governors, and
approved by the SEC.
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Executive Summary

NASD Regulation, Inc. (NASD Reg-
ulation) requests comment on pro-
posed amendments to NASD®
Conduct Rules 3010 (Supervision)
and 3110 (Books and Records) (for-
merly Articlelll, Sections 27 and 21
of the NASD Rulesof Fair Practice).
The amendments would require firms
to establish reasonabl e procedures for
the supervision of correspondence
relating to their business but would
not require endorsement of each item
of correspondence. Where such proce-
dures do not require pre-use approval
of correspondence, memberswould
be required to provide education and
training about the firm’s procedures
for thereview of correspondence,
document such education and train-
ing, and monitor to ensure compliance
with such procedures. The amend-
ments also clarify that retention of
correspondence records must comply
with Securities and Exchange Com-
mission (SEC) rules.

Questions concerning thisNotice
should bedirected to R. Clark
Hooper, Senior Vice President, Office
of Disclosure and Investor Protection,
NASD Regulétion, at (202) 728-8325
or Mary N. Revell, Assstant Generdl
Counsd, Office of General Counsd,
NASD Regulation, a (202) 728-8203.

Background

In May 1996, the SEC issued an
“Interpretive Release on the Use of
Electronic Mediaby Broker-Dedlers,
Transfer Agents, and Investment
Advisersfor Ddlivery of Informa:
tion.”* That release expressed the
views of the SEC with respect to the
delivery of information through elec-
tronic mediain satisfaction of require-
mentsin the federal securitieslaws
and did not address the applicability
of any self-regulatory organization
(SRO) rules. Inthereleasethe SEC
did, however, strongly encourage the
SROsto work with broker/desler

firmsto adapt SRO supervisory
review requirements governing com-
munications with customersto
accommodate the use of dectronic
communications.

On September 12, 1996, the New
York Stock Exchange (NY SE) filed a
proposal with the SEC to update

NY SE rules governing supervision of
member firms' communications with
the public.® According to apress
release issued by the NY SE, the pro-
posal is designed to recognize the
growing use of electronic communi-
cations such as“e-mail” while still
providing for appropriate supervision.

The NY SE's current rulesrequire
firmsto review al communications
with the public relating to their busi-
ness. For example, aregistered repre-
sentative's correspondence to a
customer must be reviewed prior to
being sent, and al incoming corre-
spondence must be reviewed by the
firm beforeit is given to the repre-
sentative. Under the NY SE proposa,
prior review of all outgoing corre-
spondence and review of al incom-
ing correspondence would no longer
be required. Instead, firms would be
allowed flexibility in developing pro-
ceduresfor review of such corre-
spondence tailored to the nature and
sizeof afirm’'s business and cus-
tomers. Other communications with
the public, such as advertisements,
sdesliterature, and research reports,
would continue to be subject to prior
approval.

The NY SE proposa would require
firmsto devel op written procedures
for review of communicationswith
the public that are designed to provide
reasonable supervison of each regis-
tered representative. In addition, any
firm that does not conduct pre-use
review of correspondence (whether
electronic or manua) would be
required to regularly educate and train
employees about the organization’s
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policies and procedures governing
review of communications, docu-
ment such education and training,
and conduct surveillance to ensure
compliance with the procedures.

The proposed rule changefiled by the
NY SE directly respondsto the SEC's
request to adapt supervison rulesto
accommodate the use of electronic
communications. The proposed
amendmentsto NASD rules govern-
ing review of correspondence would
smilarly respond to this request and
would provide firms with flexibility
in devel oping reasonable procedures
for the review of correspondence.
The proposed approach is designed to
be consistent with the one adopted by
the NY SE and thereby help to ensure
acoordinated regulatory framework
for supervision of manua and elec-
tronic correspondence.

Description

Amended Rule 3010(d)(2) would
provide that afirm must establish
written procedures for review of out-
going and incoming manua and elec-
tronic correspondence of itsregistered
representatives relating to the business
of the member. The procedures must
be designed to provide reasonable
supervision of each registered repre-
sentative, and implementation and
execution of these procedures must be
clearly evidenced.

In developing procedures for the
review of correspondence, NASD
Regulation, Inc. (NASD Regulation)
agreeswith the views expressed in
the draft NY SE Information Memo-
randum submitted to the SEC to
explain the proposed changesto

NY SE rules governing supervision
and review of communications with
the public (NY SE Information
Memao).* Inthe NY SE Information
Memo, the NY SE notes that the
supervisory procedures should speci-
fy, among other things, what isto be
pre- or post-reviewed, the level and

qualifications of personswho will
conduct the reviews, the frequency of
review, and how the review will be
evidenced. NASD Regulation agrees
with these suggestions.

Condggtent with the NY SE proposal,
members will be required to review
correspondence relating to the firm’s
business, rather than just correspon-
dence pertaining to the solicitation or
execution of a securities transaction.
However, firmswould no longer be
required to review each item of cor-
respondence. Instead, firms could use
reasonable sampling techniques, such
as random spot-checking of e-mail
logs. NASD Regulation expects that
making this method effective would
require review of some portion of the
electronic mail sent by each regis-
tered representative, with specia
emphasis on messages ddlivered to
customers of the members.

In addition, while written approval of
correspondence no longer would be
mandated, firms should specify the
means for evidencing review. For
example, firms could electronically
record evidence of supervisory
review of e-mail correspondence
relating to the firm’s business.

Amended Rule 3010(d)(2) would
require each member to develop
written procedures for review of
incoming and outgoing correspon-
dence tailored to its structure and the
nature and size of its businessand
customer base. Any member that
does not conduct prior review of cor-
respondence will be required to: reg-
ularly educate and train registered
representatives as to the firm's proce-
dures governing review of communi-
cations, document such education
and training; and monitor to ensure
implementation and compliance with
the procedures.

In developing supervisory procedures
for the review of correspondence,
NASD Regulation notes, in accor-
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dance with similar views expressed in
the NY SE Information Memo,® that
members should consider whether it
ismore gppropriate to implement uni-
form procedures or procedurestai-
lored to specific functions, offices or
locations, individuals, groups of per-
sons, or specific registration cate-
gories. Inthisregard, the NY SE
Information Memo states that mem-
bers may consider such factors as
“the number, size and location of
offices, the volume of communica-
tions overall and in specific areas of
the organization, the activities con-
ducted by registered representatives
and other applicable persons, the
nature and extent of training provid-
ed, the complaint and overdl disci-
plinary record, if any, of registered
representatives and other gpplicable
persons (with particular emphasison
complaints regarding written or oral
communications with clients) and the
overall experience levels of applica
ble persons using communications
media.”® NASD Regulation agrees
with these views and notes in addition
that reasonable proceduresin some
cases might require review of &l cor-
respondence of particular individuals.

With regard to procedures for the
review of outgoing and incoming
correspondence, NASD Regulation
agrees with the views expressed in
the NY SE Information Memo. In
particular, NASD believes that mem-
bers supervisory systems should
provide specific processes for the
receipt and handling of incoming
checks and customer complaints as
well as standards for correspondence
indicating permitted and prohibited
activities and any restrictions
imposed by the member upon such
correspondence.’

Under amended Rule 3010(d)(3),
each member must retain correspon-
dence in accordance with amended
Rule 3110. Rule 3010(d)(3) aso
requires that the names of the per-
sons who prepared and reviewed cor-
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respondence must be ascertainable
from the retained records and the
records must be made available to
the NASD upon request.

Rule 3110(a) has been amended to
recognize that retention of records
must be made and preserved as pre-
scribed by Rule 17a-3 under the
Securities Exchange Act of 1934
(Exchange Act). The recordkeeping
format, medium, and retention period
must comply with Rule 17a-4 under
the Exchange Act.?

Request For Comment

The NASD encourages al interested
parties to comment on the proposed
amendments to Rules 3010 and 3110.
Comments can be mailed to:

Joan Conley

Office of the Corporate Secretary
NASD Regulation, Inc.

1735K Street, NW

Washington, DC 20006-1500

or e-mailed to:
pubcom@nasd.com.

Comments must be received by
January 30, 1997. Before becoming
effective, the Rule amendments must
be adopted by the NASD Regulation
Board of Directors, reviewed by the
NASD Board of Governors, and
approved by the SEC.

Text Of Proposed Amendments
(Note: Proposed new languageis
underlined; deletions are bracketed.)
Rule 3010. Supervision

(a) through (c) No change

(d) [Written Approval] Review of
Transactions and Correspondence

(1) Supervision of Registered Repre-
sentatives. Each member shall estab-
lish proceduresfor the review and

endorsement by aregistered principal
inwriting, on an interna record, of all
transactions and for the review by a
registered principa of [all] written and
electronic correspondence of itsregis
tered representativesrelating to the
business of such member [pertaining
to the solicitation or execution of any
securities transactions]. Such proce-

memoranda, and correspondencein
conformity with [all applicable laws,
rules, regulations, and statements of
policy promulgated thereunder and
with] the Rules of this Association
and as prescribed by Rule 17a-3
under the Securities Exchange Act of
1934 (Exchange Act). The record-
keeping format, medium, and reten-

dures should be in writing and be

tion period shall comply with Rule

designed to reasonably superviseeach  17a-4 under the Exchange Act.
registered representative. Evidence

that these supervisory procedureshave  (b) through (g) No change
been implemented and carried out

must be maintained and made avail-

ableto the Association upon request. Endnotes

(2) Review of correspondence. Each
member shall develop written proce-
duresthat are appropriate for its busi-
ness, size, structure, and customers
for the review of written and elec-
tronic correspondence relating to its
business. Where such procedures for
the review of correspondence do not
reguire pre-use review, they must
include provision for the education
and training of registered representa-
tives as to the firm's procedures; doc-
umentation of such education and
training; and surveillance and follow-
up to ensure that such procedures are
implemented and adhered to.

(3) Retention of correspondence. Each
member shall retain correspondence
of registered representatives relating
to its business in accordance with
Rule 3110 (“Books and Records’).
The names of the persons who pre-
pared and who reviewed the corre-
spondence shall be ascertainable from
the retained records and the retained
records shall bereadily availableto
the Association, upon request.

(e) through (g) No change
Rule 3110. Books and Records
(8) Requirements

Each member shall make [keep] and
preserve books, accounts, records,

National Association of Securities Dealers, Inc.

! Release No. 33-7288; 34-37182; |C-21945;
IA-1562 (May 9, 1996); 61 FR 24644 (May
15, 1996) (File No. S7-13-96).

2 1d., note 5.

* See Release No. 34-37941 (November 13,
1996); 61 FR 58919 (November 19, 1996)
(File No. SR-NY SE-96-26) (soliciting com-
ment on the NY SE’ s proposed rule change).
4 1d., notes 1 and 2.

5 |1d., notes1 and 3.

¢ |1d., note 3.

7 1d., notes 1 and 4.

® With regard to record retention require-
ments, it should be noted that the SEC recent-
ly proposed for comment amendmentsto its
broker/dealer books and records rules. The
SEC’ s proposal responds to concerns raised
by members of the North American Securi-
ties Administrators Association. See Special
Notice to Members 96-80 and Release No.
34-37850 (October 22, 1996); 61 FR 55593
(Octaber 28, 1996) (File No. S7-27-96) for a
discussion of the proposed amendmentsto
SEC Rules 17a-3 and 17a-4.

One of the SEC’ s proposed amendments to
Rule 17a-4 would require broker/dealersto
preserve books and records indicating that all
outgoing communications have been
approved by aprincipa of the broker/dedler
(emphasis added). If approved, this amend-
ment would have the effect of indirectly
imposing a more stringent correspondence
approva requirement than the approval
requirement that would be imposed under the
proposed amendments to NASD Conduct
Rule 3010 discussed in this Notice. The com-
ment period on the SEC’ s proposed rule
amendments expires on December 27, 1996.
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