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NASD extends deadline for CEO Certification under Rule 3013, 
and requires firms that rely on the “limited size and 
resources” exception to notify NASD 
Introduction 
In 2004, the Securities and Exchange Commission 

(“SEC”) adopted a package of rule amendments and new 

rule proposals relating to the compliance and supervisory 

structures of members of the National Association of 

Securities Dealers, Inc. (“NASD”).   

On November 3, 2005 and November 18, 2005, the SEC 

approved amendments to the NASD Conduct Rule 3012 

(“Rule 3012”) that (1) extend until April 1, 2006 the 

date by which members must submit their initial annual 

report required by Rule 3012 and execute their first 

annual certification pursuant to Rule 3013 and IM-3013, 

and (2) require NASD members that rely on the “limited 

size and resources” exception found in Rule 3012 to notify 

NASD of that reliance. 

This publication contains a brief summary of the NASD’s 

recent rulemaking relating to the structure and operation 

of its members’ supervisory controls, following which the 

recent changes to Rule 3012 are described in some detail.  

Please note, however, that this publication is not intended 

to serve as a complete description or discussion of the 

issues involved.  Interested persons should contact any 

of the Shearman & Sterling LLP personnel named on the 

last page of this publication. 

The NASD Supervisory Control Rules 
NASD Conduct Rules 3010, 3012 and 3013 (together, the 

“Supervisory Control Rules”) establish a requirement that 

NASD members – a group that comprises virtually all 

United States-registered broker-dealers – must establish 

and maintain a system of supervisory controls, including 

(a) written supervisory procedures that are designed to 

achieve compliance with securities law and regulation, 

(b) annual office inspection and review, and annual testing 

of the broker-dealer’s supervisory controls, (c) annual 

internal reporting relating to those supervisory controls, 

(d) heightened supervision for certain “producing” 

managers,1 and (e) annual CEO certification of the 

broker-dealer’s procedures.2 

Specifically, the Supervisory Control Rules require, 

among other things, that each NASD member must: 

 Establish and maintain a system to supervise 

the activities of each registered representative, 

registered principal, and other associated person 

that is reasonably designed to achieve compliance 

with applicable securities laws and regulations, and 

with applicable NASD rules. 

 
1  A producing manager generally requires heightened supervision if he or she 

generates 20% or more of the revenue of their business unit or supervisory group. 
2  For more information relating to the NASD Supervisory Control Rules, and in 

particular relating to the annual certification requirement for the chief executive 
officer of each NASD member, please see “SEC Approves NASD Rule 
Requiring Brokers and Dealers to Appoint a Chief Compliance Officer, and 
Requiring Annual Certification of Firm Policies and Procedures”, currently 
available at: http://www.shearman.com/sf_1204/. 
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 Establish, maintain, and enforce written procedures to 

supervise the types of business in which it engages and 

to supervise the activities of registered representatives, 

registered principals, and other associated persons 

that are reasonably designed to achieve compliance 

with applicable securities laws and regulations, and 

with the applicable rules of NASD. 

 Set forth in written supervisory procedures a 

description of the supervisory system established 

by the member, and include the titles, registration 

status and locations of the required supervisory 

personnel and the responsibilities of each 

supervisory person as these relate to the types of 

business engaged in, applicable securities laws and 

regulations, and the rules of NASD. 

 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. 

 Have in place written procedures that are 

reasonably designed to provide heightened office 

inspections if the person conducting the inspection 

(i) reports to the branch office manager’s supervisor 

or works in an office supervised by the branch 

manager’s supervisor and (ii) the branch office 

manager is a “producing” manager. 

 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. 

 Designate and specifically identify to NASD one 

or more principals who are responsible for 

establishing, maintaining, and enforcing a system of 

supervisory control policies and procedures that 

(i) test to permit verification that the NASD 

member’s supervisory procedures are reasonably 

designed with respect to the activities of the member 

to achieve compliance with applicable securities laws 

and regulations, and with applicable NASD rules, 

and (ii) create new or amended supervisory 

procedures where the need is identified by such 

testing and verification. 

 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. 

 Have its chief executive officer (or equivalent 

officer) certify annually that the member has in 

place processes to establish, maintain, review, test 

and modify written compliance policies and written 

supervisory procedures reasonably designed to 

achieve compliance with applicable law and 

regulation, and that the chief executive officer has 

conducted one or more meetings with the chief 

compliance officer in the preceding 12 months to 

discuss such processes. 

While NASD member broker-dealers were previously 

required to maintain and update written procedures 

designed to achieve compliance with law and regulation, 

the 2004 rulemaking that resulted in the Supervisory 

Control Rules constituted a substantial change for 

broker-dealers.  The magnitude of this change is due in 

part to the substantial procedural steps dictated by the 

Supervisory Control Rules that each NASD member 

must now take in order to comply with those rules. 

Extension of deadline for CEO Certification 
In response to inquiries from members, NASD in 

November 2005 filed an amendment with the SEC that 

modified the Supervisory Control Rules in order to allow 

the completion of the initial annual report (as required by 

Rule 3012) and the execution of the initial annual 

certification (as required by NASD Conduct Rule 3013 
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and Interpretive Material 3013 thereunder) by no later 

than April 1, 2006.3   

In addition, NASD clarifies in NTM 05-75 that members 

that are also members of the New York Stock Exchange 

may combine any of the reports required by Rule 3012 

and Interpretive Material 3013 with the Annual Report 

required by NYSE Rule 342.30.  NASD’s purpose in 

permitting the combination of these reports is to “avoid 

any undue duplication of resources when complying with 

these reporting requirements.”4 

NASD NTM 05-75 contains two cautions for NASD 

members.  First, because Rule 3012 became effective on 

January 31, 2005, any member that chooses to submit its 

initial report pursuant to that rule after January 31, 2006 

will have to encompass the period commencing on January 

31, 2005 in its initial report.  Second, NASD members are 

cautioned that the report required by IM-3013 (evidencing 

the broker-dealer’s processes and procedures) needs to be 

submitted to the member’s board of directors and audit 

committee in advance of, but reasonably close in time to, 

the CEO certification required by Conduct Rule 3013. 

Notification of reliance on the “limited size and 
resources” exception 
As noted above, Rule 3012 requires that each NASD 

member must have procedures that are reasonably 

designed to provide safeguards against conflicts of 

interest if the person conducting the inspection (i) reports 

to the branch office manager’s supervisor or works in an 

office supervised by the branch manager’s supervisor and 

(ii) the branch office manager is a producing manager 

that generates 20% or more of the revenue of the business 

units supervised by the branch office manager’s 

supervisor.  Under Rule 3012(a)(2)(A), the general 

 
3  See NASD Notice to Members 05-75, “Supervisory Controls and Annual CEO 

Certification” (November 2005) (“NTM 05-75”).  NASD Notices to Members are 
available on NASD’s Internet Website, www.nasd.com.  In NTM 05-75, NASD 
notes that, “members will be able, if they so choose, to combine the Rule 3012 
report with the report required by IM-3013.” 

4  See NTM 05-75. 

rule is that only a person senior to or otherwise 

independent5 of a producing manager may conduct 

the producing manager’s reviews. 

However, Rule 3012 creates an exception for any member 

firm that, due to its limited size and resources, does not have 

independent associated persons who can conduct the 

required supervisory reviews.  Under the “limited size and 

resources” exception, a principal who is “sufficiently 

knowledgeable of the member’s supervisory control 

procedures” may conduct the required supervisory reviews.6 

When the SEC approved Rule 3012, it required NASD to 

notify the SEC of the NASD members that elected to rely on 

the “limited size and resources” exception described above.  

In response, in November 2005 NASD amended Rule 

3012 to require each NASD member broker-dealer that 

has made a decision to rely on the “limited size and 

resources” exception to notify NASD electronically of that 

decision.  NASD will state the effective date of this 

amendment in a Notice to Members that will be 

published not more than 60 days following the SEC’s 

November 28, 2005 approval of the amendment.7 

 
5  Under Rule 3012(a)(2)(A), an “otherwise independent” person (1) may not 

report either directly or indirectly to the producing manager under review, (2) 
must be situated in an office other than the office of the producing manager, 
(iii) 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 activities), and (iv) must alternate such 
review responsibility with another qualified person every two years or less. 

6  See NASD Rule 3012(a)(2)(A)(ii).  Note that, under Rule 3012(a)(2)(A)(iii), NASD 
members relying on the “limited size and resources” exception must document in 
their supervisory control procedures “the factors used to determine that complete 
compliance with all of the provisions of [the independent review provision] is not 
possible and that the required supervisory systems and procedures in place with 
respect to any producing manager comply with the provisions of [the independent 
review provision] to the extent practicable.” 

7  The effective date of the amendment will be 30 days following publication of 
the Notice to Members. 
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NASD members that intend to rely on the “limited size and 

resources” exception must notify NASD of their decision to 

do so within 30 days of the date on which the member first 

relies on the exception.8  As well, each such NASD member 

will be required to notify NASD annually that it is 

continuing to rely on the “limited size and resources” 

exception.   Each such annual notice must be given not 

later than the anniversary of the notice given in the 

previous year.  As well, NASD members that determine 

that they no longer need to rely on the “limited size and 

resources” exception are now required to notify NASD 

within 30 days of the decision to stop such reliance.   

In its order approving this amendment to Rule 3012,9 

the SEC notes that NASD has designed an electronic 

reporting system that NASD members will use in order 

to make the required notice that they are relying on the 

“limited size and resources” exception. 

 
8  Note, however, that, since the “limited size and resources” exception became 

effective with the rest of Rule 3012 on January 31, 2005, NASD members may 
already be relying on the exception.  In that circumstance, the amendment 
requires NASD members to notify NASD that they are relying on the “limited size 
and resources” exception within 30 days of the effective date of the amendment. 

9  See SEC Release No. 34-52799, “Order Approving Proposed Rule Change 
and Amendment Nos. 1 and 2 Thereto Relating to Amendments to the Rule 
Regarding Supervisory Control Systems, Rule 3012, to Require Notification of 
Reliance on ‘Limited Size and Resources’ Exception” (November 18, 2005), 
currently available at http://www.sec.gov/rules/sro/nasd/34-52799.pdf. 

Conclusion 
Compliance with the Supervisory Control Rules now 

forms a basic part of doing business as a broker-dealer, 

and broker-dealers should expect that NASD’s routine 

and other examinations will seek information regarding 

compliance with the Supervisory Control Rules.  Though 

limited in scope, the “limited size and resources” 

exception is an important attempt to retain some 

flexibility in the systems that are now required in order to 

comply with the Supervisory Control Rules.   

For more information relating to the Supervisory Control 

Rules or to the regulation of securities broker-dealers in 

the United States, please feel free to contact any of the 

Shearman & Sterling LLP personnel named at the end 

of this publication. 

This memorandum is intended only as a general discussion of these issues. It should not be regarded as legal advice. We would be pleased to 
provide additional details or advice about specific situations if desired.   

For more information on the topics covered in this issue, please contact: 

Charles S. Gittleman  
New York 
+1.212.848.7317 
cgittleman@shearman.com 

Russell D. Sacks  
New York 
+1.212.848.7585  
rsacks@shearman.com 
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