
Executive Summary

On June 17, 2004, the Securities and Exchange Commission (SEC)
approved rule changes (Supervisory Control Amendments) by 
NASD that both create and amend certain rules and interpretive
materials to address a member’s supervisory and supervisory control
procedures.1 On September 30, 2004, the SEC granted accelerated
approval to proposed rule changes to the Supervisory Control
Amendments to conform certain parts of the new rule requirements
to the New York Stock Exchange’s (NYSE’s) recently approved
internal control amendments.2 In their entirety, the approved rule
changes:

➧ Eliminate Rule 3010(a)(8), which required a member 
to identify one or more principals who will review the
member’s supervisory system, procedures, and inspections
and take or recommend action to achieve the member’s
compliance with applicable securities laws and regulations
and with NASD rules;

➧ Create Rule 3012 to require a member to designate one or
more principals who will establish, maintain, and enforce a
system of supervisory control policies and procedures that
test and verify that the member’s supervisory procedures are
reasonably designed to comply with applicable securities
laws and NASD rules and amend those supervisory
procedures where necessary. Rule 3012 also requires that a
person senior or “otherwise independent” to a producing
manager perform the day-to-day supervisory reviews 
of the producing manager’s account activity. However, if a
member is so limited in size and resources that it cannot
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comply with this general supervisory requirement, the member may have a
knowledgeable principal perform the supervisory reviews. In addition, a
member must have in place heightened supervisory procedures for the
supervision of a producing manager who is responsible for 20 percent or more
of the revenue generated by the business units supervised by the producing
manager’s supervisor. 

➧ Amend Rule 3010(c) to codify the minimum inspection cycles for a member’s
offices and to require that office inspections include, without limitation, the
testing and verification of the member’s policies and procedures, including
supervisory policies and procedures in certain specified areas. There is a general
requirement that an office inspection may not be conducted by the branch
office manager for that office, any person within that office who has
supervisory responsibilities, or any individual who is directly or indirectly
supervised by such persons. However, if a member is so limited in size and
resources that it cannot comply with this limitation, the member may have a
knowledgeable principal perform the inspections. Depending upon the position
of the person within the member who conducts the inspection, a member must
have in place heightened inspection procedures for the inspection of an office
where the producing manager is responsible for 20 percent or more of the
revenue generated by the business units supervised by the producing manager’s
supervisor.

➧ Amend Rule 3110 to require that before any customer order is executed, the
account name/designation must be placed upon the memorandum for each
transaction. Additionally, no changes to the account name/designation can be
made unless previously authorized by a member or a person designated under
NASD rules (who must pass a qualifying principal exam). Such person, prior to
giving such approval, must be informed of the essential facts and indicate
his/her approval in writing on the order or similar record. The facts relied upon
by the person in approving the change must be documented in writing and
preserved for a period of not less than three years, with the documentation
preserved for the first two years in an easily accessible place, as the term “easily
accessible place” is used in SEC Rule 17a-4.

➧ Amend Rule 2510(d)(1) to require that time and price discretionary authority is
limited to the day it is granted, absent a specific, written indication signed and
dated by the customer. The limitation does not apply to time and price
discretion exercised for orders in an institutional account pursuant to valid
Good-Till-Cancelled instructions issued on a “not held” basis. Any exercise of
time and price discretion must be reflected on the order ticket.

This Notice provides interpretive guidance on these rule changes. The Notice also
explains the relationship between recently approved (but not yet effective) Rule 3013
and Rules 3012 and 3010. The text of the amendments is set forth in Attachment A and
becomes effective on January 31, 2005.3 A table of contents has been provided for
readers’ convenience.
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Questions/Further Information

Questions concerning this Notice may be directed to Patricia Albrecht, Assistant General
Counsel, Office of General Counsel, Regulatory Policy and Oversight, (202) 728-8026.
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Background

Adequate supervisory systems play an important role in assuring investor protection
and the integrity of the markets. Operational and sales practice abuses can stem from
ineffective supervisory and supervisory control procedures. The 2002 Gruttadauria case,
which involved a branch office manager’s misappropriation of approximately $40
million of customer funds,4 brought tremendous attention to the ongoing problem 
of operational and sales practice abuses at firms and the importance of ensuring that
firms effectively monitor the activities of their employees.

In light of the concerns raised by the Gruttadauria case with respect to inadequate
supervisory systems, NASD has amended certain rules and interpretive materials and 
has created new Rule 3012 (Supervisory Controls System). This Notice explains and
describes those amendments and the provisions of Rule 3012. This Notice also explains
how recently approved Rule 3013 (Annual Certification of Compliance and Supervisory
Processes) and IM-3013 (Annual Compliance and Supervision Certification) interact with
Rule 3012 and amended Rule 3010 (Supervision).

Relationship between Rules 3010, 3012, and 3013

New Rule 3013 requires each member firm’s chief executive officer (CEO) to certify
annually that senior executive management has in place processes to: (1) establish,
maintain, and review policies and procedures reasonably designed to achieve
compliance with applicable NASD rules, Municipal Securities Rulemaking Board (MSRB)
rules, and federal securities laws and regulations; (2) modify such policies and
procedures as business, regulatory, and legislative changes and events dictate; and (3)
test the effectiveness of such policies and procedures on a periodic basis, the timing of
which is reasonably designed to ensure continuing compliance with NASD rules, MSRB
rules, and federal securities laws and regulations. IM-3013 sets forth the language of
the CEO certification and gives further guidance as to the requirements and limitations
of Rule 3013. 

Because Rules 3010 and 3012 also address a member firm’s supervisory policies and
procedures, firms have questioned whether these rules impose duplicative requirements
regarding the establishment of a firm’s supervisory policies and procedures. Although
Rules 3010, 3012, and 3013 are closely related, their obligations are complementary, not
duplicative, in nature. The three rules essentially come together to form an overarching
regulatory scheme for the supervision of member firms. First, Rule 3013 requires the
CEO of each member to certify that they have a process to adopt compliance policies
and supervisory procedures reasonably designed to achieve compliance with applicable
securities laws and regulations and NASD rules. Rule 3010 requires the establishment of
a supervisory system for the firm’s business activities, including the adoption of polices
and procedures reasonably designed to achieve compliance with applicable securities
laws and regulations and NASD rules. The establishment of the supervisory system
required to be adopted in Rule 3010 should result from the processes that are the
subject of the certification of Rule 3013. Finally, Rule 3012 requires firms to (i) have
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supervisory control procedures that test and verify that the members’ supervisory
procedures are reasonably designed to achieve compliance with applicable securities
laws and regulations and NASD rules, and (ii) where necessary, amend or create
additional supervisory procedures. In sum, NASD’s new regulatory supervisory scheme
consists of process, supervision, and adoption of policies and procedures,5 and testing
and amendment of such policies and procedures.

Rule 3012 – Supervisory Control System

Testing and Verification of a Member’s Supervisory Procedures

New Rule 3012 requires that a member designate and specifically identify one or more
principals who will establish, maintain, and enforce supervisory control procedures that
will test and verify that the member’s supervisory procedures are sufficient and amend
or create additional supervisory procedures where the need is identified by such testing
and verification.6 Of course, NASD expects that the designated principals will test and
verify the adequacy of the supervisory control procedures in a manner that is
independent of any business considerations that are countervailing to full compliance
with applicable securities laws and regulations and NASD rules.

Senior or “Otherwise Independent” Person to Review Producing Manager

Rule 3012’s supervisory control policies and procedures must include procedures that
are reasonably designed to review and supervise on a day-to-day basis the customer
account activity conducted by the member’s branch office managers, sales managers,
regional or district sales managers, or any person performing a similar supervisory
function.7 A person who is senior to or “otherwise independent” of the producing
manager must perform these day-to-day supervisory reviews.8 An associated person is
considered a producing manager regardless of the amount of customer account activity
the producing manager conducts. Accordingly, if the president of a member firm
manages only a few accounts on behalf of the president’s family and friends, that
person is considered a producing manager for purposes of Rule 3012.

NASD understands that the determination of seniority for the purpose of deciding who
should conduct a producing manager’s supervisory reviews is a facts and circumstances
test. A person who does not report to the producing manager, whose compensation
is not determined in whole or part by the producing manager, and who is not in the
same chain of authority may be considered senior to the producing manager if that
person has the authority to oversee, direct, and correct the activities of the producing
manager and take all necessary remedial actions, including termination, if and when
necessary.

Similarly, a member must consider certain factors in determining whether a person is an
“otherwise independent” person for purposes of conducting a producing manager’s
day-to-day supervisory reviews. An “otherwise independent” person who may conduct
supervisory reviews may not report either directly or indirectly to the producing
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manager under review. In addition, the otherwise independent person must be situated
in an office other than the office of the producing manager, must not otherwise have
supervisory responsibility over the activity being reviewed (including not being directly
compensated based in whole or in part on the revenues accruing from those activities),
and must alternate such review responsibility with another qualified person every two
years or less.9

The ability of member firms to use individuals who are either senior to or “otherwise
independent” of the producing manager to conduct the producing manager’s 
day-to-day supervisory reviews allows member firms the flexibility to structure their
supervisory review policies and procedures in a manner that both accords with their
various business models and achieves the best customer protection practices. For
example, if a member firm has a person who is senior to the producing manager
assigned as the producing manager’s supervisor but determines that, for customer
protection purposes, the producing manager’s supervisor should not conduct the
day-to-day supervisory reviews of the producing manager’s customer account activity
because the supervisor is located in the producing manager’s office, the member firm
may have a person who meets the definition of an “otherwise independent” person
conduct the day-to-day supervisory reviews of the producing manager’s customer
account activity.

Heightened Supervision Requirements

In addition, Rule 3012’s supervisory control policies and procedures require a member
to have procedures that are reasonably designed to provide heightened supervision
over the activities of the producing manager if the producing manager is responsible
for generating 20 percent or more of the revenue of the business units supervised by
the producing manager’s supervisor over the course of a rolling, twelve-month period.10

NASD views this 20 percent threshold as a trigger for determining when a member
must put in place heightened supervisory procedures. For purposes of determining 
the 20 percent threshold, a member must look at all revenue generated by or credited
to the producing manager or the producing manager’s office, and that amount shall 
be included as part of the overall revenues of the business units supervised by the
producing manager’s supervisor irrespective of a member’s internal allocation of such
revenue. Rule 3012 requires the 20 percent threshold to be calculated on a rolling,
twelve-month basis. The standard for heightened supervision in Rule 3012 does not
create a negative safe harbor, i.e., the inspection of offices falling below the 20 percent
threshold does not create a presumption that heightened supervision is not required.
A member may need to employ heightened supervision in connection with reviews
based on other facts and circumstances.  

For purposes of Rule 3012, the term “heightened supervision” means those supervisory
procedures that are designed to avoid conflicts of interest that serve to undermine
complete and effective supervision because of the economic, commercial, or financial
interests that the supervisor holds in the associated persons and businesses being
supervised.11 Heightened supervisory procedures may include such elements as
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unannounced supervisory reviews, an increased number of supervisory reviews by
different reviewers within a certain period, a broader scope of activities reviewed,
and/or having one or more principals approve the supervisory review of such producing
managers. These examples are meant to illustrate the type of procedures a member
may want to include in its heightened supervisory procedures and are not meant to be
an exclusive or exhaustive list of heightened supervisory procedures a member may
need to put in place. 

Member firms should note that an “otherwise independent” person is not considered
to be the producing manager’s supervisor for purposes of determining whether a
producing manager is responsible for generating 20 percent or more of the revenue of
the business units supervised by the producing manager’s supervisor, such that the
member firm must put in place heightened supervisory procedures. Accordingly, if an
“otherwise independent” person conducts a producing manager’s supervisory reviews,
the firm will not be required to put in place heightened supervisory procedures. The
heightened supervision requirement is designed to avoid any conflicts of interest that
may undermine an objective and comprehensive review of the producing manager’s
customer activity. The factors that define an “otherwise independent” person already
protect against the possibility that any conflicts of interest may exist that might
adversely affect the producing manager’s supervisory reviews, especially the restriction
that an “otherwise independent” person not be directly compensated based in whole
or in part on the revenues accruing from the activities being reviewed. 

“Limited Size and Resources” Exception

Rule 3012 provides a limited exception for any member firm that is so limited in size
and resources (the “limited size and resources” exception) that the member does not
have associated persons who can conduct supervisions and are senior or “otherwise
independent” from the producing managers. In such situations, a member may have
the reviews conducted by a principal who is sufficiently knowledgeable of the
member’s supervisory control procedures.12 Whether a member firm may use the
“limited size and resources” exception depends on the facts and circumstances
surrounding each member firm. In some instances, the size of a member firm will
generally determine that the member firm does not have the ability to conduct the
supervisory reviews for any of its producing managers. For example, a sole proprietor 
or a member with only one small office will be eligible to use the “limited size and
resources” exception. 

In other instances, a member may be able to use the “limited size and resources
exception for part, but not all, of its supervisory obligations. For example, a member
firm may have the size and resources to have a person senior or “otherwise
independent” conduct the reviews of the branch manager of each office but may
need to use the exception in connection with the supervision of the customer account
activity of producing supervisors up the chain of command up to and including the
CEO. Nevertheless, members should be mindful that they can avail themselves of the
“limited size and resources” exception only where a person senior or “otherwise
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independent” of the producing manager is not available to conduct supervision of the
producing manager’s customer account activity. Having someone available but who may
find it difficult to conduct the supervisory reviews is not sufficient to use the “limited
size and resources” exception. Members that do qualify to use the exception may,
nevertheless, want to consider whether it would be in the best interests of the firm to
prohibit its senior persons from servicing accounts. 

Because the “limited size and resources” exception is designed for those firms that
genuinely need relief from the general supervisory requirement applicable to
producing managers, NASD expects the “limited size and resources” exception to be
narrowly construed. Moreover, there is no initial allowance (as discussed below in the
context of Rule 3010) for any particular business model to be permitted to be deemed
of “limited size and resources” solely because of its business model. As noted further
below, each firm using the exception, regardless of business model, will need to
evidence its being of such “limited size and resources” that it cannot comply with the
general requirement. Firms that either construct their business models specifically to
take advantage of the “limited size and resources” exception or that have the size and
resources to comply with the general requirement and yet fail to comply with the
general requirement will be in violation of Rule 3012.

Any supervisory reviews conducted using the “limited size and resources” exception
must still comply, to the extent possible with the general requirement, that someone
who is either senior or “otherwise independent” conduct the reviews.13 For example,
if a firm does not have someone who is senior to a producing manager but does have
persons who would be considered “otherwise independent” except for the fact that
there is an insufficient number to meet the requirement that they conduct the
supervisory reviews on a two-year rotation, the member firm must use these qualified
persons to conduct the producing manager’s supervisory reviews rather than using a
principal who is sufficiently knowledgeable of the member firm’s supervisory control
procedures but who does not meet the factors of the “otherwise independent”
definition.

A member using the “limited size and resources” exception must also document in its
supervisory control procedures the factors used to determine that complete compliance
with all of the provisions of the general supervisory requirement is not possible and
that the required supervisory system and procedures in place with respect to any
producing manager comply, to the extent practicable, with the general supervisory
requirement.14 For instance, a member firm using the “limited size and resources”
exception to conduct the day-to-day supervisory reviews of its most senior personnel
who are also considered producing managers but that has the resources to use the
general supervisory requirement to conduct the day-to-day supervisory reviews of the
rest of its producing managers, must document factors, such as the lack of sufficiently
qualified personnel to conduct supervisory reviews of its senior persons, and how, to
the extent practicable, the persons who are conducting the senior persons’ supervisory
reviews meet some, if not all, of the provisions of the “otherwise independent”
definition.
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Future Notice Requirement for Exception Users

The SEC has specified in the Approval Order that NASD must notify the SEC of those
members that elect to use Rule 3012’s “limited size and resources” exception to the
general supervisory requirement applicable to producing managers. Accordingly,
member firms should be aware that NASD plans to file a rule change to require in the
future that firms using the “limited size and resources” exception notify NASD of their
use of the exception. NASD believes it is essential to collect this information from
members using a Web-based reporting system or other automated electronic platform.
Accordingly, it is intended that the reporting requirement effective date will coincide
with the completion of an electronic reporting process and system designed for that
purpose. Initial technology estimates indicate that it should take no more than one
year from the date of the Approval Order to construct this Web-based system (or other
electronic platform) and bring it on-line; however, members should be aware that
NASD will need to bring such system on-line as soon as practicable. 

Activities that Require Individualized Policies and Procedures 

Rule 3012 also requires that a firm’s supervisory control policies and procedures include
procedures that are reasonably designed to review and monitor the following activities:

➧ All transmittals of funds (e.g., wires or checks, etc.) or securities— 

•• From customers and third-party accounts (e.g., a transmittal that would
result in a change of beneficial ownership);

•• From customer accounts to outside entities (e.g., banks, investment
companies, etc.);

•• From customer accounts to locations other than a customer’s primary
residence (e.g., post office box, “in care of” accounts, alternate address,
etc.); and

•• Between customers and registered representatives, including the hand-
delivery of checks.

➧ Customer changes of address and the validation of such changes of address; and

➧ Customer changes of investment objectives and the validation of such changes
of investment objectives.15

Members should note that the policies and procedures for monitoring these activities
must include a means or method of customer confirmation, notification, or follow-up
that can be documented.16 NASD does not expect a member to have in place
supervisory policies and procedures for activities in which it does not engage. However,
a member must identify those activities in which it does not engage in its written
supervisory control policies and procedures and document that additional supervisory
policies and procedures for such activities must be in place before a member can
engage in them.17
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Dual Members’ Compliance with Substantially Similar NYSE Requirements

Rule 3012 also provides that any member in compliance with substantially similar
requirements of the NYSE shall be deemed to be in compliance with Rule 3012.18 NASD
believes that this provision helps promote consistency between NASD’s and the NYSE’s
supervisory control requirements. 

Elimination of Rule 3010(a)(8)

Finally, NASD has eliminated Rule 3010(a)(8), which required a member to identify one
or more principals who will review the member’s supervisory system, procedures, and
inspections and take or recommend action to achieve the member’s compliance with
the applicable securities laws and regulations and with NASD rules. In light of Rule
3012’s requirements, NASD believes that retaining Rule 3010(a)(8) could result in
members having to engage in duplicative efforts to meet both rules’ provisions. 

Rule 3010 – Supervision

Mandatory Inspection Cycles

Amended Rule 3010(c)(1) details mandatory inspection cycles that each member must
have in place for its supervisory branch offices, non-supervisory branch offices, and
unregistered locations. NASD believes that codifying these mandatory inspection
schedules will enhance oversight and supervision of branch and non-branch locations.

Specifically, Rule 3010(c)(1) requires each member to inspect, at least annually, each
supervisory branch office.19 Any location that is responsible for supervising the activities
of persons associated with a member at one or more of a member’s non-branch office
locations is considered to be a branch office.20 This codifies previous NASD guidance
that branch offices that supervise one or more locations must be inspected at least
annually.21

Also, Rule 3010(c)(1) requires a member to inspect all non-supervisory branch offices, 
at a minimum, every three years.22 When establishing how often to inspect its non-
supervisory branch offices, the member must consider whether the nature and
complexity of a branch office’s securities activities, the branch office’s volume of
business, and the number of associated persons assigned to the branch office require
inspections more frequently than every three years. Also, a member must set forth in 
its written supervisory and inspection procedures the examination cycle and an
explanation of the factors the member used in determining the frequency of the cycle.23

These requirements are consistent with previous NASD guidance advising that, in
determining the inspection cycle for a non-supervisory branch office, a member should
consider the nature and complexity of the securities activity for which the branch office
is responsible, as well as the volume of business conducted at the office and the
number of associated persons assigned to the office and that, after determining the
inspection cycle, a member should document the cycle in its written supervisory and
inspection procedures.24
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NASD understands that a general practice exists where a member may inspect non-
supervisory branch offices on a more frequent cycle than once every three years but
target only certain areas of the offices’ activities during a particular examination.
Accordingly, Rule 3010(c)(1) requires that a member following this practice must inspect
all of the required areas listed in Rule 3010(c)(2), which are discussed below, within the
three-year cycle, regardless of the number of times within that cycle a non-supervisory
branch office is inspected. Also, a member must set forth in its written supervisory and
inspection procedures the manner in which it will inspect those areas within the three-
year cycle.25

Additionally, Rule 3010(c)(1) requires a member to inspect every non-branch location 
on a regular periodic schedule.26 In establishing the inspection schedule, a member 
must consider the nature and complexity of the location’s securities activities and the
nature and extent of contact with customers and set forth in its written supervisory 
and inspection procedures an explanation regarding how the member determined 
the frequency of the examination schedule.27 These requirements are consistent with
previous NASD guidance stating that non-branch locations should be inspected
according to a regular schedule and that the frequency and scope of inspections should 
be determined based on factors such as the nature and volume of business conducted
at the office and the nature and extent of contact with customers.28

Members are advised to look carefully at the activities of their non-branch locations 
to ensure that they are not considered by Rule 3010 to be a branch office. As previously
noted, Rule 3010 considers a non-branch location to be a branch office if it is
responsible for supervising the activities of persons associated with a member at one
or more of the member’s non-branch locations.29

Members should be advised that “locations of convenience” are, by definition,
excluded from being a branch office and, consequently, fall under the category of a
non-branch location.30 A location of convenience is any location where a person
conducts business on behalf of the member occasionally and exclusively by
appointment for the customer’s convenience.31 Often, but not always, a location of
convenience will be a branch office of a bank affiliated with the member firm.
Sometimes, because the meeting is being arranged for the customer’s convenience, the
meeting place could be a hotel conference center or other public area that is close to
the customer. No records of the business conducted are usually kept at this site because
it is not considered a place within the member firm’s purview. However, Rule 3010
would require that locations of convenience still be examined on a regular periodic
schedule. If locations of convenience were excluded from the inspection requirement, 
it could be possible for an associated person to clandestinely conduct business at that
location on a more routine basis, and perhaps to arrange to keep records of any
business conducted at the location that the associated person would not want revealed
to the member firm. As an aid in determining when to conduct such inspections, a
member firm may want to require each associated person to record when a customer
requests to meet at a location of convenience, where the location of convenience is
situated, how often the associated person uses any location of convenience, and what
kind of business is conducted at these locations of convenience.
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Required Content and Recordkeeping Requirements for Inspection Reports 

Rule 3010(c)(2) mandates that a member must reduce each office inspection to a
written report and keep it on file for a minimum of three years, unless the inspection 
is being conducted pursuant to a regular periodic cycle for non-branch office locations
and the regular periodic schedule is longer than a three-year cycle, in which case the
member must keep the report on file at least until the next inspection report has been
written. The written inspection report must also include, without limitation, the testing
and verification of the member’s policies and procedures, including supervisory policies
and procedures, in the areas of: 

➧ Safeguarding customer funds and securities;

➧ Maintaining books and records;

➧ Supervising customer accounts serviced by branch office managers; 

➧ Transmitting funds between customers and registered representatives and
between customers and third parties;

➧ Validating customer address changes; and

➧ Validating changes in customer account information.32

NASD does not expect a member to have in place procedures for activities in which it
does not engage. However, the member must identify those activities in which it does
not engage in the written inspection report and document in the report that
supervisory policies and procedures for such activities must be in place before the
member can engage in them.33

“Limited Size and Resources” Exception

Rule 3010(c)(3) prohibits a branch office manager or any person within that office 
who has supervisory responsibilities or any individual who is supervised by such persons
from conducting office inspections. NASD understands, however, that members have
different business models and/or are limited in size and resources such that they are 
not able to comply fully with those restrictions regarding who can conduct an office
inspection.

Accordingly, Rule 3010(c)(3) also provides a “limited size and resources” exception for
members that cannot comply with the general inspection requirement’s restrictions 
on who may conduct an office inspection. Under the exception, a member firm may
continue to use the persons they have previously used to conduct the office inspections
provided they are principals and have the requisite knowledge to conduct such
inspections.34 Members, however, must be able to document in the office inspection
reports that their size and resources are such that they have no other alternative.35
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Whether a firm is so limited in its size and resources that it cannot comply with the
general requirement is a facts and circumstances test and, similar to the “limited size
and resources” exception in Rule 3012, should be narrowly construed. For instance,
although Rule 3010 provides as an example of limited size and resources, a member
with only one office, this does not mean that any member with one physical location
may use the “limited size and resources” exception. The example in the rule text is
meant to illustrate a small member, such as a member with a single, three-person
office. A member that has one physical location that includes a single production office,
yet is so big that there are other departments, such as corporate offices, technology
offices, etc., would be of sufficient size and resources such that there would be
someone within the firm outside the production office that could conduct the
inspection. However, in the case of Rule 3010 only, a member firm may use the
exception regardless of its size and resources if the firm has a business model where
small or single-person offices report directly to an OSJ manager who is also considered
the offices’ branch office manager (also referred to as the “independent dealer or
independent contractor model”).36 Members with such business models should note
that the exception does not apply on a business model basis to the inspection of the
OSJ; whether an OSJ qualifies for the exception is based solely on a limitation of size
and resources exclusive of business model considerations.

With the exception of those firms using the exception in Rule 3010 as a result of their
business model (i.e., those firms with the independent dealer model described above),
members should be aware that the “limited size and resources” exception is designed
for those firms that genuinely need relief from the general inspection requirement.
Firms that either construct their business models specifically to take advantage of the
“limited size and resources” exception or that have the size and resources to comply
with the general inspection requirement and yet fail to comply with the general
requirement will be in violation of Rule 3010.

Heightened Inspection Requirements

Rule 3010(c)(3) also requires a member to have in place procedures that are reasonably
designed to provide heightened office inspections if two conditions are met: (1) the
person conducting the inspection reports to the branch office manager’s supervisor or
works in an office supervised by the branch manager’s supervisor; and (2) the branch
office manager generates 20 percent or more of the revenue of the business units
supervised by the branch office manager’s supervisor. NASD views this 20 percent
threshold as a trigger for determining when a member must put in place heightened
inspection procedures. For purposes of determining the 20 percent threshold, a
member must look at all revenue generated by or credited to the producing manager
or the producing manager’s office, and that amount shall be included as part of the
overall revenues of the business units supervised by the producing manager’s supervisor
irrespective of a member’s internal allocation of revenues.37 If a producing manager
does not have an individual assigned to supervise him but, rather, is supervised directly
by the member’s compliance department, then the revenue produced would be
attributable to a business unit supervised by the compliance department. If such
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revenue constitutes 20 percent or more of all of the supervised revenue attributable to
the compliance department, then the member must have in place heightened
inspection procedures. Rule 3010 requires the 20 percent threshold to be calculated on
a rolling, twelve-month basis.38 As stated above in the discussion of Rule 3012, a
member may need to employ heightened office inspection procedures based on other
facts and circumstances.  

Rule 3010’s term “heightened inspection” means those inspection procedures that are
designed to avoid conflicts of interest that serve to undermine complete and effective
inspection because of the economic, commercial, or financial interests that the branch
manger’s supervisor holds in the associated persons and businesses being inspected.39

Heightened inspection procedures may include such elements as unannounced office
inspections, increased frequency of inspections, a broader scope of activates inspected,
and/or having one or more principals review and approve the office inspections. These
examples are meant to illustrate the type of procedures a member may want to include
in its heightened inspection procedures and are not meant to be an exclusive or
exhaustive list of heightened inspection procedures a member may need to put in
place.

Rule 3110 – Books and Records

Approval and Documentation Procedures for Changes in Account Name/Designation

Amended Rule 3110(d) requires that, before a customer order is executed, the account
name or designation must be placed upon the memorandum for each transaction. In
addition, only a designated person who has passed a qualifying principal examination
appropriate to the business of the firm may approve any changes in account names or
designations. The designated person also must document the essential facts relied upon
in approving the changes and maintain the record in a central location. A member must
preserve any account designation change documentation for a period of not less than
three years, with the documentation preserved for the first two years in an easily
accessible place, as the term “easily accessible place” is used in SEC Rule 17a-4.40 This
preservation requirement will not only allow members to use existing recordkeeping
systems to meet this requirement, but it will enable members to make the account
designation change documentation promptly available if requested by NASD
examination staff. It also coincides with Rule 3110’s existing mandate that members’
recordkeeping format, medium, and retention periods comply with SEC Rule 17a-4
requirements.41
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Because changes in account names or designations in connection with order executions
can be subject to abuse, NASD believes that a qualified person should approve such
changes and a member should adequately document them. NASD understands that
some members, especially those that use clerical staff to make these changes, may incur
additional costs by requiring that a principal be informed of the surrounding facts of
the change and authorize it. However, NASD believes that account names and
designations are material, sensitive information that must be protected from possible
fraudulent activity. Requiring a principal to authorize the change and be aware of the
surrounding facts for the change is a relatively low-cost method of protecting this
information. 

NASD also believes that Rule 3110’s new requirement that a name or account
designation be placed on “each transaction” promotes consistency with members’
NASD and SEC books and records requirements. Specifically, SEC Rule 17a-3(a)(6)
requires that a memorandum of each brokerage order identify, among other things,
the account for which the order was entered. NASD expects that members, regardless
of the type of securities business they engage in, will comply with this requirement in
the same manner that they comply with the SEC’s books and records requirements. 

IM-3110 – Customer Account Information

Time Limits for Holding Customer Mail

Under revised IM-3110(i), a member, upon a customer’s written instructions, may hold
mail for a customer who will not be at his or her usual address for no longer than two
months if the customer is on vacation or traveling, or three months if the customer is
going abroad.

NASD understands that if a member provides a mail holding service to its customers,
the member may have to put in place additional procedures to comply with the
limitations set forth in IM-3110. However, the interpretive material helps to ensure that
members that do hold mail for customers who are away from their usual addresses, do
so only pursuant to the customers’ written instructions and for a specified, relatively
short period of time. Thus, there is a reduced likelihood of risk that customers would
not receive account statements or other account documentation at their usual
addresses. In addition, the interpretive material will help to ensure that customers
provide members with which they do business current address information, insofar as a
member will not be permitted to hold mail indefinitely. 
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Rule 2510 – Discretionary Accounts

One-Day Limit on Time/Price Discretionary Authority

Rule 2510(d)(1) allows members to exercise time and price discretion on orders for the
purchase or sale of a definite amount of a specified security without prior written
authorization from the customer or prior written approval by the member. However,
the duration of this discretionary authority is limited to the day it is granted, absent
written authorization to the contrary. In addition, any exercise of time and price
discretion must be reflected on the customer order ticket.42

NASD believes that investors will receive greater protection by clarifying the time such
an order remains pending. Customers who wish to grant more extensive discretionary
authority to their registered representatives may do so pursuant to a fully executed
trading authorization. 

NASD does not believe that a general institutional exemption from the one-day time
and price limit would be appropriate. However, Rule 2510’s one-day limitation does 
not apply to time and price discretion exercised for orders effected with or for an
institutional account, as that term is defined in Rule 3110(c)(4),43 pursuant to valid
Good-Till-Cancelled instructions issued on a “not held” basis.44
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ATTACHMENT A

New rule text is underlined; deleted rule text is bracketed.

2510. Discretionary Accounts

(a) through (c) No change.

(d)  Exceptions

This Rule shall not apply to:

(1) discretion as to the price at which or the time when an order given by a customer for the purchase

or sale of a definite amount of a security shall be executed, except that the authority to exercise time and price

discretion will be considered to be in effect only until the end of the business day on which the customer

granted such discretion, absent a specific, written contrary indication signed and dated by the customer.  This

limitation shall not apply to time and price discretion exercised in an institutional account, as defined in Rule

3110(c)(4), pursuant to valid Good-Till-Cancelled instructions issued on a “not-held” basis.  Any exercise of time

and price discretion must be reflected on the order ticket;

(2) No Change.

* * * * *

3010. Supervision

(a)  Supervisory System

Each member shall establish and maintain a system to supervise the activities of each registered representative 

and associated person that is reasonably designed to achieve compliance with applicable securities laws and regulations,

and with applicable NASD Rules [the Rules of this Association].  Final responsibility for proper supervision shall rest with

the member.  A member’s supervisory system shall provide, at a minimum, for the following:

(1) through (7)  No change.

[(8)  Each member shall designate and specifically identify to the Association one or more principals who

shall review the supervisory system, procedures, and inspections implemented by the member as required by this

Rule and take or recommend to senior management appropriate action reasonably designed to achieve the

member’s compliance with applicable securities laws and regulations, and with the Rules of this Association.]

(b)  No change. 

(c)  Internal Inspections
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(1) Each member shall conduct a review, at least annually, of the businesses in which it engages, which

review shall be reasonably designed to assist in detecting and preventing violations of, and achieving compliance

with, applicable securities laws and regulations, and with applicable NASD rules [the Rules of this Association].

Each member shall review the activities of each office, which shall include the periodic examination of customer

accounts to detect and prevent irregularities or abuses [and at least an annual inspection of each office of

supervisory jurisdiction.  Each branch office of the member shall be inspected according to a cycle which shall be

set forth in the firm’s written supervisory and inspection procedures.  In establishing such cycle, the firm shall

give consideration to the nature and complexity of the securities activities for which the location is responsible,

the volume of business done, and the number of associated persons assigned to the location.]

(A)  Each member shall inspect at least annually every office of supervisory jurisdiction and any

branch office that supervises one or more non-branch locations.

(B)  Each member shall inspect at least every three years every branch office that does not

supervise one or more non-branch locations.  In establishing how often to inspect each non-supervisory

branch office, the firm shall consider whether the nature and complexity of the securities activities for

which the location is responsible, the volume of business done, and the number of associated persons

assigned to the location require the non-supervisory branch office to be inspected more frequently than

every three years.  If a member establishes a more frequent inspection cycle, the member must ensure

that at least every three years, the inspection requirements enumerated in paragraph (c)(2) have been

met.  The non-supervisory branch office examination cycle, an explanation of the factors the member

used in determining the frequency of the examinations in the cycle, and the manner in which a member

will comply with paragraph (c)(2) if using more frequent inspections than every three years shall be set

forth in the member’s written supervisory and inspection procedures.

(C)  Each member shall inspect on a regular periodic schedule every non-branch location.  In

establishing such schedule, the firm shall consider the nature and complexity of the securities activities

for which the location is responsible and the nature and extent of contact with customers.  The schedule

and an explanation regarding how the member determined the frequency of the examination schedule

shall be set forth in the member’s written supervisory and inspection procedures.

Each member shall retain a written record of the dates upon which each review and inspection is

conducted.

(2)  An office inspection and review by a member pursuant to paragraph (c)(1) must be reduced to a

written report and kept on file by the member for a minimum of three years, unless the inspection is being

conducted pursuant to paragraph (c)(1)(C) and the regular periodic schedule is longer than a three-year cycle, in

which case the report must be kept on file at least until the next inspection report has been written.  The written

inspection report must also include, without limitation, the testing and verification of the member’s policies and

procedures, including supervisory policies and procedures in the following areas:
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(A)  Safeguarding of customer funds and securities;

(B)  Maintaining books and records;

(C)  Supervision of customer accounts serviced by branch office managers;

(D)  Transmittal of funds between customers and registered representatives and between

customers and third parties;

(E)  Validation of customer address changes; and

(F)  Validation of changes in customer account information.

If a member does not engage in all of the activities enumerated above, the member must identify those

activities in which it does not engage in the written inspection report and document in the report that

supervisory policies and procedures for such activities must be in place before the member can engage in them.

(3)  An office inspection by a member pursuant to paragraph (c)(1) may not be conducted by the branch

office manager or any person within that office who has supervisory responsibilities or by any individual who is

directly or indirectly supervised by such person(s).  However, if a member is so limited in size and resources that it

cannot comply with this limitation (e.g., a member with only one office or a member [with] has a business

model where small or single-person offices report directly to an office of supervisory jurisdiction manager who is

also considered the offices’ branch office manager), the member may have a principal who has the requisite

knowledge to conduct an office inspection perform the inspections.  The member, however, must document in

the office inspection reports the factors it has relied upon in determining that it is so limited in size and resources

that it has no other alternative than to comply in this manner.

A member must have in place procedures that are reasonably designed to provide heightened office

inspections if the person conducting the inspection reports to the  branch office manager’s supervisor or works

in an office supervised by the branch manager’s supervisor and the branch office manager generates 20% or

more of the  revenue of the business units supervised by the branch office manager’s supervisor.  For the

purposes of this subsection only, the term “heightened inspection” shall mean those inspection procedures that

are designed to avoid conflicts of interest that serve to undermine complete and effective inspection because of

the economic, commercial, or financial interests that the branch manager’s supervisor holds in the associated

persons and businesses being inspected.  In addition, for the purpose of this section only, when calculating the

20% threshold, all of the revenue generated by or credited to the branch office or the branch office manager

shall be attributed as revenue generated by the business units supervised by the branch office manager’s

supervisor irrespective of a member’s internal allocation of such revenue.  A member must calculate the 20%

threshold on a rolling, twelve-month basis.

* * * * *
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(g)  Definitions

(1)  No change.

(2)(A) “Branch Office” means any location identified by any means to the public or customers as

a location at which the member conducts an investment banking or securities business, excluding:

(A) through (D) renumbered as (i) through (iv).

(2)(B)  Notwithstanding the exclusions provided in paragraph (2)(A), any location that is

responsible for supervising the activities of persons associated with the member at one or more non-

branch locations of the member is considered to be a branch office.

(3)  No change.

3012.  Supervisory Control System

(a)  General Requirements

(1)  Each member shall designate and specifically identify to NASD one or more principals who

shall establish, maintain, and enforce a system of supervisory control policies and procedures that (A)

test and verify that the member’s supervisory procedures are reasonably designed with respect to the

activities of the member and its registered representatives and associated persons, to achieve compliance

with applicable securities laws and regulations, and with applicable NASD rules and (B) create additional

or amend supervisory procedures where the need is identified by such testing and verification.  The

designated principal or principals must submit to the member’s senior management no less than

annually, a report detailing each member’s system of supervisory controls, the summary of the test

results and significant identified exceptions, and any additional or amended supervisory procedures

created in response to the test results.

(2)  The establishment, maintenance, and enforcement of written supervisory control policies

and procedures pursuant to paragraph (a) shall include:

(A) procedures that are reasonably designed to review and supervise the  customer

account activity conducted by the member’s branch office managers, sales managers, regional

or district sales managers, or any person performing a similar supervisory function.

(i)  A person who is either senior to ,or otherwise independent of, the producing

manager must perform such supervisory reviews.  For purposes of this Rule, an “otherwise

independent” person: may not report either directly or indirectly to the producing manager

under review; must be situated in an office other than the office of the producing manager;

must not otherwise have supervisory responsibility over the activity being reviewed (including

not being directly compensated based in whole or in part on the revenues accruing for those
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activities); and must alternate such review responsibility with another qualified person every two

years or less.

(ii)  If a member is so limited in size and resources that there is no qualified person

senior to, or otherwise independent of, the producing manager to conduct the reviews

pursuant to (i) above (e.g., a member has only one office or an insufficient number of qualified

personnel who can conduct reviews on a two-year rotation), the reviews may be conducted by

a principal who is sufficiently knowledgeable of the member’s supervisory control procedures,

provided that the reviews are in compliance with (i) to the extent practicable.

(iii)  A member relying on (ii) above must document in its supervisory control procedures

the factors used to determine that complete compliance with all of the provisions of (i) is not

possible and that the required supervisory systems and procedures in place with respect to any

producing manager comply with the provisions of (i) above to the extent practicable.  

(B)  procedures that are reasonably designed to review and monitor the following activities:

(i)  all transmittals of funds (e.g., wires or checks, etc.) or securities from customers to

third party accounts (i.e., a transmittal that would result in a change of beneficial ownership);

from customer accounts to outside entities (e.g., banks, investment companies, etc.); from

customer accounts to locations other than a customer’s primary residence (e.g., post office box,

“in care of” accounts, alternate address, etc.); and between customers and registered

representatives, including the hand-delivery of checks;

(ii)  customer changes of address and the validation of such changes of address; and

(iii)  customer changes of investment objectives and the validation of such changes of

investment objectives.

The policies and procedures established pursuant to paragraph (a)(2)(B) must include a means or

method of customer confirmation, notification, or follow-up that can be documented. If a member does

not engage in all of the activities enumerated above, the member must identify those activities in which

it does not engage in its written supervisory control policies and procedures and document in those

policies and procedures that additional supervisory policies and procedures for such activities must be in

place before the member can engage in them; and

(C)  procedures that are reasonably designed to provide heightened supervision over the

activities of each producing manager who is responsible for generating 20% or more of the revenue of

the business units supervised by the producing manager’s supervisor.  For the purposes of this subsection

only, the term “heightened supervision” shall mean those supervisory procedures that evidence

supervisory activities that are designed to avoid conflicts of interest that serve to undermine complete

and effective supervision because of the economic, commercial, or financial interests that the supervisor
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holds in the associated persons and businesses being supervised.  In addition, for the purpose of this

section only, when calculating the 20% threshold, all of the revenue generated by or credited to the

producing manager or the producing manager’s office shall be attributed as revenue generated by the

business units supervised by the producing manager’s supervisor irrespective of a member’s internal

allocation of such revenue.  A member must calculate the 20% threshold on a rolling, twelve-month

basis.

(b) Dual Member

Any member in compliance with substantially similar requirements of the New York Stock Exchange, Inc.

shall be deemed to be in compliance with the provisions of this Rule.

* * * * *

3110. Books and Records

(a) through (b) No change.

(c)  Customer Account Information

(1) through (3) No change.

(4)  For purposes of this Rule, [and] Rule 2310, and Rule 2510 the term “institutional account” shall

mean the account of:

(A) through (C) No change.

(d)  Changes in Account Name or Designation

Before any customer order is executed, there must be placed upon the memorandum for each

transaction, the name or designation of the account (or accounts) for which such order is to be executed.  No

change in such account name(s) (including related accounts) or designation(s) (including error accounts) shall be

made unless the change has been authorized by a member or a person(s) designated under the provisions of

NASD rules.  Such person must, prior to giving his or her approval of the account designation change, be

personally informed of the essential facts relative thereto and indicate his or her approval of such change in

writing on the order or other similar record of the member.  The essential facts relied upon by the person

approving the change must be documented in writing and preserved for a period of not less than three years,

the first two years in an easily accessible place, as the term “easily accessible place” is used in SEC Rule 17a-4.

For purposes of this paragraph (d), a person(s) designated under the provisions of NASD rules to approve

account name or designation changes must pass a qualifying principal examination appropriate to the business

of the firm.

* * * * *
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IM-3110. Customer Account Information

(a) through (h) No Change.

(i)  Holding of Customer Mail

Upon the written instructions of a customer, a member may hold mail for a customer who will not be at

his or her usual address for the period of his or her absence, but (A) not to exceed two months if the member is

advised that such customer will be on vacation or traveling or (B) not to exceed three months if the customer is

going abroad.

* * * * *

9610. Application

(a)  Where to File

A member seeking an exemption from Rule 1021, 1022, 1070, 2210, 2320, 2340, 2520, 2710, 2720,

2810, 2850, 2851, 2860, Interpretive Material 2860-1, 3010(b)(2), 3020, 3210, 3230, 3350, 8211, 8212, 8213,

11870, or 11900, Interpretive Material 2110-1, or Municipal Securities Rulemaking Board Rule G-37 shall file a

written application with the appropriate department or staff of NASD [the Association] and provide a copy of the

application to the Office of General Counsel of NASD [Regulation].

(b) through (c) No Change.
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