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NASD Notice to Members 97-27

Executive Summary

On August 20, 1996, the Securities
and Exchange Commission (SEC)
approved amendments to the NASD®
Conduct Rules (Conduct Rules) giv-
ing NASD Regulation, Inc. (NASD
Regulation®) expanded sales-prac-
tice authority over exempted securi-
ties. ThisNotice clarifiesthat this
expanded sales-practice authority
permits NASD Regulation to goply
the Conduct Rulesto membersand
thelr registered representatives who
sall or distribute group variable con-
tracts and other securities exempted
under the Securities Exchange Act
of 1934 (Exchange Act), other than
municipal securities, and that such
securities are now subject to the
Conduct Rules.

Discussion
Background

Before enactment by Congress of the
Government Securities Act Amend-
mentsof 1993 (GSAA),! NASD
Regulation was gtatutorily precluded
under the Exchange Act from gpplying
the Conduct Rulesto transactionsin
exempted securities as defined in Sec-
tion 3(a)(12) of the Exchange Act.2
The GSAA diminated this statutory
limitation, thus permitting NASD Reg-
ulation to apply the Conduct Rulesto
transactionsin al exempted securities,
except municipa securities.® Subse-
quent to the enactment of the GSAA
amendments, NASD Regulation filed
proposed amendments with the SEC
to implement this expanded sdes-
practice authority. The SEC requested
public comment on the proposed
amendments and gpproved them on
August 20, 1996. NASD Regulation
announced the SEC' sgpprovd in
NASD Noticeto Members 96-66
(NTM 96-66). The amendments
announced in NTM 96-66 expanded
the authority of NASD Reguldion to
goply the Conduct Rulesto transac-
tionsin al exempted securities, except
municipal securities.

While the primary focus of these
changes was the application of sales-
practice rules to government securi-
ties (one category of exempted
securities under Section 3(a)(12) of
the Exchange Act), they aso applied
to most other exempted securities
under Section 3(a)(12), including
interestsin certain qualified retire-
ment plans that use as funding vehi-
cles variable life insurance and
annuity contractsissued and dis-
tributed by life insurance companies
(Group Variable Contracts).* When
NASD Notice to Members 94-62
solicited member comment on the
proposed amendments, commenters
responses focused on issues relating
solely to government securities.
Since the publication of NTM 96-66,
however, NASD Regulation has
received requests regarding whether,
and to what extent, the Conduct
Rules goply to sales of Group Vari-
able Contracts by NASD members
and their associated persons.

ThisNotice clarifiesthat under the
expanded sales-practice authority
granted to NASD Regulation pur-
suant to the GSAA, the Conduct
Rules as gpproved in amended form
by the SEC apply to the sale of Group
Variable Contracts and other exempt-
ed securities (other than municipal
securities) by NASD members and
their registered representatives.®

Group Variable Contracts

Many life insurance companies cre-
ate variable annuity and life insur-
ance contracts and distribute such
products to qualified retirement plans
directly, or through broker/deders.
Qualified retirement plans permit
plan participants, through employer
and/or employee contributions, to
accumul ate tax-deferred savings paid
out upon retirement or termination of
employment.

Insurance companies structure vari-
able annuity and life insurance con-
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tractsto provide investment options
or life insurance benefits for qualified
retirement plans, typicaly at the dis-
cretion of the plan participant rather
than the employer. The investment
options may consist of underlying
stock and bond investment portfolios,
the values of which fluctuate with the
market value of the securitiesin the
portfolio. Through the use of vari-
ablelifeinsurance contracts, the
insurance company may also provide
a death benefit for the contracthol der
or plan participant. Thetypesof cus-
tomers who purchase Group Variable
Contracts vary from large corpora-
tionsto small businesses.

NASD Regulation believes that
Group Variable Contracts present
many of the investor protection con-
cerns presented by other types of
securities, and that the Conduct
Rules must gpply to sales of these
products by members and their regis-
tered representatives. For example,
registered representatives should per-
form athorough suitability analysis
and should provide adequate disclo-
sureto their customers concerning
Group Variable Contracts. In addi-
tion, member firms should have the
same opportunity to supervise trans-
actions by their registered representa
tivesin Group Variable Contracts.
Because of smilar investor protec-
tionissues, NASD Regulation has
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long applied its Conduct Rulesto
salesby members and their registered
representatives of individua variable
annuities, variablelife insurance, and
mutua funds. The Conduct Rules
goply only to sdlesof Group Varidble
Annuity Contractsby NASD members
and their registered representatives.

Therefore, NASD members whose
registered representatives sdll or dis-
tribute Group Variable Contracts
must review, and amend if necessary,
their existing supervisory and com-
pliance systems, policies, and proce-
dures to ensure that sales practices
relating to Group Variable Contracts
are properly addressed in the mem-
ber’s oversight and regulation of such
salespractices. NASD Regulation
will include areview for compliance
in those areas during its examinations
and, to the extent needed, will pro-
vide future interpretive guidance on
the scope of the gpplication of indi-
vidual rules.

Questions concerning this Notice may
be directed to Thomas M. Selman,
Director, Advertisng/Investment
Companies Regulation, NASD
Regulation, at (240) 386-4533; or
Raobert J. Smith, Senior Attorney,
Office of Genera Counsd, NASD
Regulation, at (202) 728-8176.

Endnotes

* Government Securities Act Amendments of
1993, Pub. L. No. 103-202, § 1(a), 107 Stat.
2344 (1993).

2 Before enactment of the GSAA, Section
15A(f) of the Exchange Act prevented regis-
tered securities associations from exercising
authority over transactions by aregistered
broker or dealer in any exempted security.

® Rules for municipal securities are promul-
gated by the Municipa Securities Rulemak-
ing Board.

4 Section 3(a)(12)(A)(iv) includesas an
exempted security “... any security arising
out of acontract issued by an insurance com-
pany, which...security isissued in connection
with a qualified plan as defined in subpara-
graph (c) of this paragraph.”

® Other exempted securities under Section
3(a)(12) include: any interest in asingle trust
fund or a collective trust fund maintained by
abank issued in connection with aqualified
plan; any interest in a pooled income fund,
callective trust or investment fund that is
excluded from the definition of an investment
company under the Investment Company Act
of 1940; and any interest in a church plan or
account that is excluded from the definition
of an investment company under the Invest-
ment Company Act of 1940. The Conduct
Ruleswould apply to the sale of such securi-
tiesby NASD members and their registered
representatives.

© 1997, National Association of Securities
Dedlers, Inc. (NASD). All rights reserved.
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