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NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC.

1735 K STREET NORTHWEST + WASHINGTON D.C. 20006

August 4, 1980

IMPORTANT

OFFICERS, PARTNERS, PROPRIETORS

TO: Members of the National Association of Securities
Dealers, Inc. and Other Interested Persons

LlQaiTLio,y 4id

RE: Request for Comment on Proposed Amendments
to the By-Laws Concerning Composition of the
Association's Board of Governors

COMMENT PERIOD CLOSES ON: September 3, 1980

The National Association of Securities Dealers, Inc. ("NASD") is
publishing for comment proposed amendments to Article IV of the By-Laws
concerning the composition of the Board of Governors. Comments are invited
from all members and other interested persons. The text of Article IV,
showing the changes, is attached to this notice. A discussion of the
background and purpose of the amendments appears below.

Background and Purpose

The overall management and administration of the affairs of the
NASD is vested in its Board of Governors ("Board"”) consisting of a total of 27
persons including the President. Under present Article IV of the By-Laws, the
composition of the Board is established so that a total of 21 members are
required to be elected by the membership and 5 are elected by the Board and
are designated Governors—at-Large. The President is a member of the Board by
virtue of his office.

The present composition of the Board reflects a process of
evolution in response to changing conditions in the investment banking and
securities business. In 1964 the membership approved amendments to the By~
Laws authorizing the Board to elect the first Governor—at—Large from among
underwriter members of investment company shares. In 1969 the membership
approved further amendments providing for a second Governor-at-Large from
among insurance company members and insurance company affiliated members. 1In
1970 the membership authorized the Board to elect 3 additional Governors—at-
Large who do not necessarily have to be from member firms. These positions
have been filled by a number of distinguished persons having unique expertise
and other special qualifications and who have been engaged in such fields as
law, business, academics and government. A number of persons representing
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NASDAQ companies have served in these positions. Governors—at-Large have
assisted immeasurably in the Board's deliberations on many important issues.

The proposal would further change the present composition of the
Board by authorizing the Board to elect 4 additional Governors—at-Large who do
not necessarily have to be associated with members. The Association believes
that increasing the number of Board members which the Board may choose from
within or without the membership offers substantial benefits to the
Association and the membership as a whole. First, it should strengthen the
Association's ability to respond to the interests and importance of wvarious
groups not directly related to the membership, but whose activities can be
expected to affect members and who are also affected by the Association's
activities. For example, although for several years the Board has selected a
Governor-at-Large from among companies whose securities are quoted. in the
NASDAQ System, the proposal would permit appointment of more than one such
Governor—at—Large if an evaluation of the relationship of this group to the
Association leads to the conclusion that additional appointments would be
mutually beneficial to such companies and the membership. In addition, the
Association would be given greater flexibility to assure representation on the
Board of persons having expertise in newer and more specialized areas of
member activities such as direct participation program securities, municipal
bonds and options. The expansion in the number of Governors—at-Large should
improve the Association's ability to obtain the services of outstanding
persons both from within and outside the membership who for a variety of
reasons often have not been available through the existing election
procedures.

The Association in proposing the amendments has thoroughly
considered the possible impact upon continuation of membership control over
the Association's affairs. The statutory standard which Association
requirements concerning representation on the Board must meet are contained in
Section 15A(b)(4) [(former Section 15A(b)(6)] of the Securities Exchange Act
of 1934, as amended by the Securities Acts Amendments of 1975, which provides
that the Association must assure a fair representation of its members in the
selection of Board members and in the administration of the affairs of the
Association. The statute also provides that one or more representatives shall
be representatives of issuers and investors and shall not be associated with
any member of the Association. The Association's Board believes that, as a
matter of sound policy and consistent with the requirements of the statute, it
is imperative that the Association continue to maintain voting control of its
affairs in the hands of its members. This would continue to be the case since
21 out of 31 members would be elected by and from the membership. The
Association believes that the proposal would advance the interests of members
and the industry in terms of the Association's ability to continue to attract
outstanding individuals to dedicate their talents and services as Board
members and the benefits to be gained from a Board representing the broadest
possible range of expertise.

PRy,
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Proposed By-Law Amendments

The proposal would be accomplished by amending Article IV, Section
3(h) of the By-Laws to increase from three (3) to seven (7) the number of
Governors~at-Large elected by the Board from among groups of persons who may
be affiliated or unaffiliated with members. A conforming amendment to Article
IV, Section 2(a) of the By-Laws would provide that the Board shall consist of
31 members reflecting the increased number of Board members and to correct
certain references to the provisions of Section 3.

It is intended that the Board should be given maximum flexibility
in filling the four new Governors—at—Large positions to enable them to phase
in the new members based upon an evaluation of industry needs at any given
time. Thus, amended Article IV, Section 3(h) would provide that each new
Governor—-at-Large shall be elected by the Board at such time as the Board in
its discretion decems appropriate. It is <contemplated at the present time,
however, that two of the new positions would be filled upon effectiveness of
the proposal and that one will be filled each year during the following two

years.

Finally, the reference in present Article IV, Section 3(h) to the
years in which the existing three Governor-at-Large positions shall be filled
is deleted as no longer necessary.

The Association's Board of Governors has authorized publication of
the proposed amendments for comment. After the close of the comment period,
the proposed amendments must again be reviewed by the Board taking into
consideration the comments received. Thereafter, the proposal must be
submitted to the membership for a vote and, if approved, must be submitted for
approval to the Securities and Exchange Commission.

All comments should be addressed to the following:

David P. Parina, Secretary

National Association of Securities
Dealers, Inc.

1735 K Street, N.W.

Washington, D.C. 20006

Any comments must be received by September 3, 1980 and will be
available for public inspection.

Sincerely,

rdon S. Macklin
President
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Text of Proposed Amendments to
Article IV, Sections 2 and 3 of the By-Laws
(Deleted language is stricken; new language is underlined)

ARTICLE IV OF BY-LAWS

Sec. 2(a)

The management and administration of the affairs of the
Corporation shall be vested in a Board of Governors, which shall be composed
of twenty-seven thirty—one members, twenty—one to be elected by the members of
the various districts in accordance with the provisions of Section 3(a)
through €4} (e) of this Article, five nine to be elected by the Board of
Governors in accordance with the provisions of Section 3(e), (f) amd (g) and
(h) of this Article, and the President of the Corporation to be selected by
the Board of Governors in accordance with the provisions of Article V, Section

2.

Sec. 3(h)

Phree Seven members of the Board of Governors shall be elected by
the Board of Governors and they shall be designated Governors—at-Large. ©ne
such Governor-at-barge shait be elected by the Board of Sovernors in ¥576 to
take office +n +97++s One such Governor—at-karge shaii be eiected by the Board
of Governors in 97t to take office in 13727 One such Governor—at-barge shaii
be elected by the Board of Governmors in 1972 to take office in 19735  Any
Governor-at-Large initially filiing a Governor—at-Large office shall be
elected at such time as the Board of Governors in its discretion deems
appropriate.

PR
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NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC.

1735 K STREET NORTHWEST +« WASHINGTON D.C. 20006

August 11, 1980

IMPORTANT

OFFICERS, PARTNERS AND PROPRIETORS
TO: " Members of the National Association of Securities
Dealers, Inc. and Other Interested Persons

RE: Request for Additional Comments on Proposed Revisions
to Schedule E to the Association's By-Laws

COMMENT PERIOD CLOSES ON: September 5, 1980

The National Association of Securities Dealers 1Inc. (the
"Association”) 1is publishing for additional comment proposed
amendments to Schedule E to the Association's By-Laws. Schedule
E relates to member activities in underwriting their own securi-
ties or those of affiliates. Comments are invited from all mem-
bers and other interested persons. The text of Schedule E show-
ing the proposed changes is attached to this notice. A section-
by-section analysis of the proposed changes appears below.

Background

Schedule E to the Association's By-Laws was adopted in the
early 1970's to regulate underwriting by Association members of
their securities and securities of affiliates. Since that time,
various amendments have been made to Schedule E, but no overall
revision of the rule has been made.

Schedule E was adopted at a time when the public distribu-
tion of members' securities was a new phenomenon and many of the
rule's provisions reflect concern over potential harm which could
result from abuse of the self-underwriting process. In recent
years, however, there has been a growing concern that some of the
more restrictive provisions of Schedule E may no longer serve a
useful regulatory purpose and may create impediments to capital
raising by broker/dealers at a time when many believe that such
capital raising should be facilitated so as to improve the capi-
tal base of the securities industry.



Late last year, the Association, through its Corporate
Financing Committee, completed a thorough review of all provi-
sions of Schedule E. In the course of that review, it was noted
that the securities markets have adjusted over the past ten years
to the concept of publicly-owned broker/dealers, that extensive
research information is available on the securities industry and
that many of the concerns expressed in the early 1970's have
failed to materialize. The continuing need to assure a stable
capital base for member firms and to facilitate their capital
raising was also noted. The Association concluded, therefore,
that many of the regulatory concerns reflected in Schedule E are
no longer as relevant as they once were and that changes in the
Schedule are in order.

Proposed revisions to Schedule E which would have
removed or liberalized a number of its provisions were published
for comment in Notice to Members: 80-3 (January 18, 1980).
Copies of that notice are available upon request from the Cor-
porate Financing Department at telephone number (202) 833-7240.
All of the comments received in response to Notice to Members:
80-3 favored liberalization of Schedule E. Many of the comments,
however, suggested that the proposed changes did not go far
enough in liberalizing the Schedule Some of the comments sug-
1

gested that virtually all of Schedu E be eliminated.
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The Association has considered all of the comments
received and has concluded that further revisions to Schedule E
should be proposed. The Association 1is therefore publishing

herewith proposed revisions to Schedule E which would eliminate
many of the rule's present requirements and liberalize many of
the remaining provisions. The specific changes being proposed
are shown in the attached text of Schedule E and are explained in
the section-by-section analysis which follows.

Comment Procedure

The Association's Board of Governors is given the
authority to adopt changes to Schedule E (without a vote of the
membership) by Article IV, Section 2(c) of the Association's By-
Laws. The Board contemplates adopting the proposed revisions

pursuant to that authority.

The Association is requesting comments on the proposed
revisions prior to final Board consideration. All comments
received during this comment period will be reviewed by the
Association's Corporate Financing Committee and changes to the
proposed revisions will be recommended as deemed appropriate.
The Board of Governors will then consider the proposed revisions
again. If the Board approves the revisions, they must be filed



proposed revisions will be recommended as deemed appropriate.
The Board of Governors will then consider the proposed revisions
again. If the Board approves the revisions, they must be filed

with, and approved by, the Securities and Exchange Commission
before they become effective.

All written comments should be addressed to the following:

David P. Parina, Secretary

National Association of Securities Dealers Inc.
1735 K Street, N.W.

Washington, D.C. 20006.

All comments must be received by September 5, 1980. All comments
received will be made available for public inspection.

Any questions regarding this Notice may be directed to
Dennis C. Hensley, Vice President, Corporate Financing Depart-

ment, telephone number (202) 833-7240.
Sincerely,
== £\ M 7/
ik PN
Frank J. Wilsom~-
Senior Vice President
and General Counsel

Attachment
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Section-by-Section Explanation of
Proposed Revisions to Schedule E to
the Association's By-Laws

A section-by-section explanation of the proposed revisions
to Schedule E follows. This explanation compares the proposed
changes with the text of Schedule E as presently in effect. 1In a
few instances, reference is also made to changes proposed earlier

in Notice to Members: 80-3 (January 18, 1980).

The text of Schedule E, showing the proposed revisions, fol-
lows this section-by-section explanation.

Proposed New Section 1 -~ General

This new section has been inserted to clarify the general
applicability of Schedule E.

Section 1 [Proposed New Section 2] - Definitions
Several definitions would be deleted and others revised An
explanation of each follows.
Subsection l(a) [Proposed New Subsection 2(a)] - Definition of
"Affiliate"

This subsection defines those entities which are deemed to
be affiliated with a member, thereby requiring issues of their

securities to comply with Schedule E. The language of the
subsection would be completely revised in an attempt to clarify
its terms. The scope of the definition would be significantly

narrowed and exemptions expanded so that the number and types of
offerings subject to Schedule E would be substantially reduced.
Differences in the treatment of partnerships and corporations
would also be removed.

The definition of "affiliate"™ would continue to be based on
a presumption of control, but control would be presumed to exist
only in those instances of beneficial ownership of 25 percent or
more of the outstanding voting securities or partnership inter-
ests. This contrasts with the present provisions of Schedule E
which deem control to exist wherever an ownership interest of 10



percent or more is present. This change is being proposed as a
result of comments received which suggested that the present
criteria is unrealistically restrictive.

Under the proposed changes, the exemptions from the defini-
tion of "affiliate", and therefore the applicability of Schedule
E, would be continued except in the instance of direct partici-
pation programs. The present exemption for non-debt offerings of
direct participation programs would be expanded to exempt all
offerings by such programs. The latter change is being proposed
in response to comments which suggested that there was 1little
regulatory benefit to be gained by applying the constraints of
Schedule E to debt offerings by direct participation programs.

Subsection 1(b) [Proposed -New Subsection 2(b)] - Definition of
"Bona Fide Independent Market"

This definition sets forth criteria which are intended to
describe a market of such depth and duration as to constitute an
efficient pricing mechanism. The only changes proposed are of a
clarifying nature. It has been pointed out, however, that the
definition as presently proposed does not relate directly to a
market in debt securities. Comments and suggestions are invited,
therefore, as to a means of properly defining a "bona fide inde-
pendent market" for debt securities which relates to the depth
and duration of such a market and its efficiency as a pricing
mechanism.

Subsection 1l(c) [Proposed New Subsection 2(c)] - Definition of

"Bona Fide Independent Market Maker"

The sole purpose of this definition is to elaborate upon the
concept of an independent market. The term "bona fide indepen-
dent market maker" is used only in defining the term "bona fide
independent market."

The only change proposed to this subsection is a deletion of
one of the specified criteria. The Association concluded that
the concept of "a reasonable average rate of inventory turnover"
lacks specificity and is unnecessary in view of the other appli-
cable criteria.
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Proposed New Subsection 2(d) - Definition of "Company"

This new subsection would define "company" along lines
similar to that wutilized in the federal securities statutes,
particularly the Investment Company Act of 1940. This definition
is being proposed for insertion as a result of comments which
noted the frequent use of the term "company", especially in the
proposed definition of "affiliate".

Subsection 1(d) - Definition of "Direct Participation Program"

This subsection presently defines the term "direct partici-
pation program" to parallel the definition contained in recently
adopted Article III, Section 34 of the Rules of Fair Practice.

The proposed revision would delete this definition as super-

fluous in view of language being proposed in new Section
2(a)(3)(iv).

Subsection 1(e) [Proposed New Subsection 2{e)] - Definition of

*Ef fective Date®

No change is proposed to this definition other than a rede-
signation as subsection 2(e).

Subsections 1(f) through (k) - Definitions of T"Financial

Statements," "Immediate Family," "Member,"” "Parent," "Person,"

and "Public Director"

These subsections presently define the terms indicated. All
of these definitions are proposed to be deleted because proposed
deletions in the substantive provisions of Schedule E would make
these definitions superfluous.

Subsection 1(1) [Proposed New Subsection 2(f)] - Definition of
"Public Offering"

This subsection defines "public offering" and, therefore,
the type of securities distributions to which Schedule E ap-
plies. The definition was intended to assure broad application
of Schedule E and that intention remains with respect to this
term.
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The only substantive change proposed for this subsection is
an expansion of the current exemption for offerings made pursuant
to Section 4(2) of the Securities Act of 1933 ("1933 Act"). The
proposal would also exempt offerings made pursuant to Section
4(1) of the 1933 Act. Section 4(1) permits offerings by "any
person other than an issuer, underwriter, or dealer." This
change is being proposed as a result of comments received and
reflects the Association's views that these offerings do not
present a serious threat of abuse.

Subsection 1(m) [Proposed New Subsection 2(g)] - Definition of
"Qualified Independent Underwriter" ’

This subsection defines "qualified independent underwriter"
in terms of past activity and profitability in the securities
business and experience of management. The definition was
intended to establish criteria which would assure that any
functions performed pursuant to Schedule E would be performed by
persons possessing certain minimum levels of experience and
expertise. The test of profitability in paragraph (2) 1is
restricted to operations of a broker/dealer so as to preclude the
reliance upon non-securities income and the requirement for
profitability in three of the last five years was intended to
reflect the cyclical nature of the securities industry. The
requirement for five years' experience by the firm and a majority
of its management personnel is intended as a measure of experi-
ence and expertise.

The proposed amendments to paragraphs (1) and (2) would
codify existing practice that the pro forma combined operations
of predecessor broker/dealer entities will be utilized in deter-
mining compliance with the experience and profitability tests in
instances of merger or acquisition. Other minor language changes
are intended only to clarify existing requirements.

Although the Association is proposing changes to the experi-
ence and profitability standards to be met by firms issuing their
own securities, it was felt that no relaxation was appropriate
with respect to firms charged with the responsibility of perform-
ing the functions of a qualified independent underwriter. These
criteria therefore remain unchanged.



Subsection 1l(n) [Proposed New Subsection 2(h)] - Definition of
"Registration Statement"

This subsection defines the specified term by reference to
the 1933 Act and enumerated documents.

The proposal to incorporate documents required to be filed
by federal or state agencies is intended to clarify that docu-
ments filed with federal banking agencies, for example, may be
subject to Association review if a member participates in a
distribution. The remaining changes are minor clarifications in
language.

Subsection 1(o) - Definition of "Restricted Securities”

"Restricted securities" is presently defined by means of a
description of types of securities.

Proposed deletions to the substantive provisions of Schedule
E remove any references to restricted securities, thereby render-
ing this definition unnecessary. It is therefore proposed that
the definition be deleted.

Subsection 1l(p) [Proposed New Subsection 2(i)] - Definition of
"Settlement"

This subsection defines "settlement" as the distribution of
net proceeds. No substantial change is proposed.

Section 2 - Offerings by a Member
of Its Own Securities

Section 2 presently sets forth criteria which apply to pub-
lic offerings of an issue of a member's own securities. Except
for those subsections relating to the escrow of proceeds, net
capital computation, certain possible circumventions of the
Schedule, and disclosure for intra-state offerings, Section 2 is
proposed to be deleted. This proposal reflects the Association's
view that the provisions of Section 2 are no longer needed to
assure protection of public investors and have become possible
impediments to capital raising by members. A brief analysis of
each subsection follows.



Subsection 2(a) - Financial Statements

This subsection presently specifies the type of financial
statements which must be filed with the Association and disclosed
in offering documents for public offerings by members of their
own securities. The requirements of this subsection also pre-
sently apply to affiliates of members pursuant to subsection
4(a)(4) of Schedule E. The financial disclosure required by sub-
section 2(a) goes beyond requirements under the 1933 Act.

his subsection would be eliminated by the proposed revi-
sions. The Association has concluded that members and their
affiliates should not be subject to any more stringent financial
disclosure requirements than other issuers registering offerings

under the 1933 Act.

Subsections 2(b), (c) and (d) - Restrictions on Sale of Securi-
ties by Stockholders

Subsections 2(b), (c) and (d) of Schedule E presently place
various restrictions upon the disposition of members' securities
held by specified classes of persons. Subsection 2(b){(l)a pro-
hibits the offering of more than 25 percent of stockholders’
equity in specified types of offerings. Subsection 2(b)(1l)b im-
poses a one-year "lock-up" on securities retained by stockholders
after an initial offering. Subsection 2(b)(l)c places a one-year
"lock-up" on restricted securities held by persons associated
with a member in other types of offerings. Subsection 2(b)(1l)d
prohibits any person active in the management of a member and
other specified persons from selling any portion of his ownership
interest in an offering unless a bona fide independent market
exists for the securities and various other requirements are
met. Subsection 2(b)(2) imposes a three-month "lock=up" on re-
stricted securities held by persons associated with a member in
the case of other offerings. Subsection 2(b)(3) requires that
securities restricted by the other provisions bear a prescribed
legend.

Subsection 2(c) prohibits a person associated with a member
from offering his securities as part of an offering unless he has
owned them for at least one year or they were acquired pursuant
to specified conditions. Subsection 2(d) provides that relief
may be given from the specific restrictions in subsections (b)
and (c) in "exceptional and unusual circumstances™ upon a showing
to the Association.



These restrictions reflect the apparent concern at the time
Schedule E was adopted that owners of member firms would utilize
the public offering mechanism to "bail out" from unstable firms,
taking unfair advantage of public investors. Where sales were
permitted, reliance was placed on the safeguard of an existing
bona fide independent market to assure that information on the
issuer would be publicly available and prices established by the
marketplace.

The pr oposed revision of Schedule E would eliminate all of

the restri tlons now contained in these subsections.

The experience gained by the Association in administering
Schedule E has led to the conclusion that these provisions may be
unnecessarily restrictive and that many of the dangers for which
they were initially enacted have proven not to exist. The Asso-
ciation is also mindful of the liberalization in recent years of
Rule 144 under the 1933 Act, and is of the view that the action
proposed here is consistent with the Commission's steps to facil-
itiate the disposition of securities held by insiders. The Asso-
ciation believes that no regqulatory purpose is served in this
instance by imposing greater restrictions upon stockholders of
broker/dealers than are imposed upon the holders of interests in
other types of firms.

Subsection 2(e) - Restrictions on Subsequent Offerings

Subsection 2(e) now prohibits a member from making a subse-
quent public offering for a period of at least one year following
the initial offering of its securities (except for enumerated
employee-benefit programs). The purpose of this subsection was
to prevent members from gquickly diluting ownership interests
recently distributed or from circumventing other restrictions on
the size of offerings through repeated public offerings.

This restriction is deleted in the proposed amendments. The
Association has concluded that this provision is unnecessarily
restrictive under current market conditions, especially in view
of mergers and acquisitions, and is of limited regulatory pur-
pose.

Subsection 2(f) - Restriction on Total Dollar Amount of Offering

Subsection 2(f) limits the total dollar amount of an offer-
ing by a member to three times its net worth, excluding subordi-
nated capital. This restriction was intended to prevent broker/



dealers from incorporating with a minimum capital commitment and
thereafter going to the public for a substantial increase in
capital.

This restriction is eliminated in the proposed amendments.
The Association notes that market conditions have changed since
the provision was originally adopted and that competitive market
forces may be expected to determine the relative size of an
offering which can be successfully distributed.

Subsection 2(g) - Completion of Offerings Within 60 Days

Offerings of members' securities are required by subsection
2(g) to be completed within sixty days.

The limit on offering periods is eliminated in the proposed
amendments, since such a time limit has proven to serve little
regulatory purpose. The apparent danger against which the pro-
visions was adopted, manipulation of capital computations, has
not been a serious problem.

Subsection 2(h) [Proposed New Section 3] - Escrow of Proceeds

Subsection 2(h) requires that proceeds from sales of a mem-
ber's securities be placed in an escrow account and not released
until net capital has been computed. The requirement was intend-
ed to assure that an offering was completed and net capital re-
guirements satisfied before a member could utilize the proceeds.

Only minor language clarifications are made in the proposed

amendments and the subsection is redesignated Section 3.

Subsection 2(i) [Proposed New Section 4] - Net Capital Computa-
tion

Subsection 2(i) requires members to file a net capital com-
putation with the Association upon termination of an offering and
specifies minimum net capital ratios which must be satisfied.

Only minor clarifying language changes are proposed for this
subsection. The subsection would be redesignated new Section
4, The Association concluded that this subsection should be
retained to assure continued net capital compliance by members
issuing securities. It is also believed that this subsection
does not impose an onerous burden on members.
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Subsections 2(j), (k) and (1) - Establishment of Audit Committee

and Election of Public Director

Subsections 2(j) and (k) presently require a member (or its
parent) issuing securities to establish an audit committee of its
board and elect a public director, both within twelve months
following the offering. Subsection 2(1) set dates when these
requirements became effective.

Subsections 2(j) and (k) would be deleted by the proposed
revisions. These proposed deletions should not be seen as a
reflection of any overall Association posture on the desirability
of public directors or audit committees. The Association's Board
of Governors recently urged companies whose securities are quoted
in the NASDAQ System to provide for public directors and audit
committees. The proposed deletion of subsections 2(3) and (k)
instead reflects the Association's view that any requirements for
public directors and audit committees should be applied to
general classes of issuers and that members issuing securities
should not be subjected to any greater requirements than other
similarly situated issuers. The Association is not aware of any
evidence suggesting that broker/dealers should be subjected to
any more stringent standards in this area than other issuers.

Subsection 2(1) would be deleted because the dates specified
therein have expired.

Subsection 2(m) - Periodic Reports to Investors

Members who have distributed securities to the public are
required by subsection 2(m) to send periodic reports to their
securityholders. This requirement is similar to that for affi-
liates of members under subsection 4(a)(5).

Subsection 2(m) would be deleted by the proposed revi-
sions. The Association concluded that the periodic reporting
requirements of the Securities Exchange Act of 1934 ("1934 Act")
are adequate to provide continuing information on members issuing
securities. This proposed revision also reflects the view that
broker/dealers issuing securities should not be subjected to
uniquely restrictive requirements of this nature.



Subsection 2(n) - Filing of FOCUS Report

Subsection 2(n) requires that a member making a public
distribution of its own securities file specified parts of Form
X-17A-5 ("FOCUS" Report) and other specified information with the
Association in certain circumstances.

This subsection would be deleted by the proposed revi-
sions. It was concluded that the normal filing requirements for
FOCUS reports are adequate to monitor firms issuing securities.

Subsection 2(o) [Proposed New Section 5] - Applicability of
Schedule E to Certaln Offerings

Under subsection 2(o), if any issuer directs proceeds from a
public offering to an affiliated member and the member then has
net worth in excess of ten percent of the net worth of the
issuer, the offering will be presumed to have been made by the
member and therefore subject to present Sections 2 and 3 of the
Schedule. Subsection 2(o) was adopted to guard against circum-
vention of Schedule E.

The Association proposes to revise this subsection to
clarify its application. As revised, the subsection, redesig-
nated Section 5, would make it clear that public offerings whose
proceeds are received by a member and public exchange offers for
interests in members are subject to Schedule E. It would also be
clarified that any other offering that results in the public
ownership of a member would be subject to Schedule E. Language
changes would clarify that affiliate status under Schedule E is
to be determined both before and after a proposed offering.

Subsection 2(p) [Proposed New Section 6] - Registration State-
ments for Intrastate Offerings

Subsection 2(p) requires that registration statements for
intrastate offerings contain information comparable to that sug-
gested by the Commission. This subsection is proposed to be
redesignated Section 6 without substantial change.

Most disclosure requirements of Schedule E would be deleted
by the proposed revisions. In view of the differences among
state disclosure practices, however, it was concluded that this
provision should be retained to assure some uniform minimum
standard of disclosure among intrastate offerings.
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Sections 3 and 4 [Proposed New Section 7]
- Underwriting By Member of Issue of Its Own
Securities; Member Underwriting or Participating
In Distribution of Issues of Securities of an Affiliate

Section 3 of Schedule E specifies conditions to be met by a
member seeking to underwrite or participate in the distribution
of a public offering of its own securities. These conditions
vary according to the type of participation by the member. In
each instance, a member must satisfy the experience and financial
stability criteria of subsection 3(a)(3). Generally, these re-
quire that the member has been actively engaged in the securities
business for five years and has been profitable in three of the
immediately preceding five years, and that 1its management

Aanaitatrae AfF Nnarannao 3 y . i
consists of persons the majority of whom have at least five years

experience in the securities business.

The remaining provisions of Section 3 specify different
uards against conflicts of interest in the pricing of secu-
s and preparation of offering documents. These safequards
vary according to the nature of involvement of the issuing member
and the type of offering. Thus, subsections 3(a)(l) and (2)
permit members to participate without limitation in the distri-
bution if the price of the security is established by two qua-
lified independent underwriters who participate in the prepara-
tion of the registration statement, exercise usual standards of
"due diligence" and are represented by independent legal counsel
who renders an opinion as to conformity with securities law.
Subsection 3(b) permits the issuing member to participate in the
distribution in an amount up to ten percent of the offering if
the offering is managed by a qualified independent underwriter
and 1is underwritten on a "firm commitment" basis. Subsection
3(c) permits the issuing member to participate without limitation
in the distribution if a bona fide independent market exists for
the class of securities or the securities are rated "BAA" or
better by a recognized rating service.

areqg
J
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Section 4 of Schedule E specifies those conditions to be met
by a member seeking to participate in the distribution of a pub-
lic offering of an affiliate's securities. The provisions of
present Section 4 closely parallel those in Section 3 with cer-
tain additional requirements. The securities being offered must
not be of an issuer which is a broker/dealer affiliate or a
member unable itself to meet the provisions of Section 3, the
issuer's financial statements must conform to the provisions of
subsection 2(a) and the issuer must represent that it will
provide certain periodic reports to securityholders.
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The proposed revisions would replace the present provisions
of Sections 3 and 4 with new Section 7. The purpose of the pro-
posed revision is to clarify the requirements of Sections 3 and 4
and to liberalize those requirements in certain respects. Many
of the present requirements would remain, however. This reflects
the Association's view that serious conflicts of interest relat-
ing particularly to the pricing of the security and the perfor-
mance of "due diligence" are present whenever a member partici-
pates in the distribution of its securities or those of an
affiliate. The Association concluded that concern for investor
protection dictates that regulatory safeguards be retained in
those areas.

Proposed new Section 7 would apply equally to distributions
by members and their affiliates. Proposed deletions of other
provisions relating teo periodic reports and financial statements
have removed the present differences between the substantive
requirements of Sections 3 and 4.

The present experience and financial stability requirements
for members seeking to participate in a Schedule E distribution
would be revised to remove requirements for past profitability or
business history. The requirement that a majority of the
member's management have five years experience in the securities
industry would be retained in proposed subsection 7(a). These
changes reflect the Association's belief that newly organized
members or members without consistently profitable operations
should not be precluded from participating in a distribution if
other applicable safeguards are present. The Association
pelieves that the marketplace will give appropriate consideration
to a firm's history and profitability. On the other hand, the
Association is concerned that members seeking to participate in
offerings of their own securities subject to Schedule E should be
managed by persons who have a working knowledge of the securities
industry and, therefore, presumably a greater 1likelihood of
success on behalf of their public investors.

Proposed new Section 7(b) would clarify that members seeking
to participate 1in the distribution of their own securities would
be subject to one of two types of criteria, depending upon the
member's type of participation. Subsection 7(b)(l) would list
three conditions under any one of which a member could fully
participate in the distribution. Generally, these would require
either that two independent underwriters price the securities and
exercise "due diligence", or that a bona fide independent market
exist for the securities, or that the securities be rated "Ba" or
better by Moody's or "BB" or better by Standard and Poor's rating
services.
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It should be noted first that proposed subsection 7(b) (1) (i)
imposes an additional requirement on members which have not been
in business for at least five years. While the proposal 1in
subsection 7(a) would no longer require a firm to have been in
the securities business for five years to participate in the
distribution of its securities, the Association concluded that
certain safeguards should be retained where a newer firm is
issuing securities for which there is no bona fide independent
market and no minimum rating. Accordingly, proposed subsection
7(b)(1)(i) would permit a member which (itself or through a

predecessor broker/dealer) has not been engaged in the securities

business for five years to participate in an offering under that

subsection only if the offering is managed by a qualified inde-
pendent underwriter.

It 1is important to note secondly that the option of
utilizing two independent underwriters contained in proposed
subsection 7(b) (1) would no longer require the participation of
counsel to such underwriters. The Association's experience 1in
administering the present requirement in Schedule E for such
counsel indicates that the additional regulatory benefit derived
from the participation of such counsel is marginal in view of the
fact that in most instances such persons are called upon only
after offering documents have been prepared by others. It has
also been suggested that the requirement for participation by
such independent counsel results in additional legal expenses,
thereby constituting a further impediment to capital raising.
The Association has concluded, therefore, that it would be in the
public interest to delete this requirement.

It should also be noted that the proposed ratings ("Ba" by
Moody's or "BB" by Standard and Poor's) are lower than the pre-
sent requirements ("Baa" and "BBB" respectively), thereby reduc-
ing the number of offerings which will be subject to Schedule
E. The Association concluded that the pricing mechanism of the
marketplace can now be expected to properly evaluate offerings of
this type. The minimum ratings which would be required to take
advantage of subsection 7(b)(l)(iii) are nonetheless higher than
that for an exemption from the Association's general filing re-
quirements for public offerings, a minimum rating of "B" (see
NASD Manual (CCH) at page 2025).

Proposed subsection 7(b)(2) would provide that a member may
participate in an amount up to ten percent of the total dollar
amount of an offering of its securities if the offering is a
"firm commitment" underwriting managed by a qualified independent
underwriter. This proposal does not represent any substantive
change from the present provision.



Section 5 - Suitability

This section establishes suitability requirements for custo-
mers purchasing securities distributed pursuant to the provisions
of Sections 3 or 4. Article III, Section 2 of the Association's
Rules of Fair Practice imposes a general obligation upon members
to assure the suitability of recommendations to customers. Pre-
sent Section 5 of Schedule E imposes a somewhat more stringent
standard of suitability and a requirement to maintain a record of
the basis of a member's determination of suitability.

The Association is proposing to delete Section 5. The Asso-
ciation believes that it is no longer necessary to subject mem-
bers to a unique suitability requirement for offerings made
pursuant to Schedule E. It is believed that the investor pro-
tection provided by Article III, Section 2 of the Rules of Fair
Practice is adequate and that retaining a separate requirement in
Schedule E would be redundant.

Section 6 [Proposed New Section 8] - Discreticnary Accounts
Section 6 prohibits the execution of a transaction in any
security distributed pursuant to Section 3 or 4 in a discretion-

ary account wi itten authority of the customer. A minor
amendment is proposed to clarify that this requirement applies to
all members, not only the affiliate of the issuer. The section
would be redesignated Section 8.

Section 7 [Proposed New Section 9] - Sales to Employees

Section 7 provides that, notwithstanding the Association's
"Free-Riding and Withholding"” Interpretation (NASD Manual (CCH)
p. 2039), a member may sell securities distributed pursuant to
Section 2 or 3 to its employees and other specified classes of
persons.

The proposed amendments would delete restrictions on the
sale or transfer of securities aequired under this section for 12
months in some instances and 90 days in others. This proposal
reflects the same concern of the Association discussed in connec-
tion with the proposed removal of similar restrictions from Sec-
tion 2.

The section would also be redesignated Section 9.



Sections 8, 9, 10 and 11 [Proposed New Sections 10,
11, 12 and 13]

Sections 8, 9, 10 and 11 of Schedule E relate to the rela-
tionship of Schedule E to other Association requirements and
explain the procedures for obtaining an exemption from Schedule
E. Most of the proposed revisions to these sections consist only
of minor language changes.

The proposed changes to Section 10 would provide the Cor-
porate Financing Committee with authority to grant exemptions
from Schedule E. Presently, only the Board of Governors is
empowered to grant such exemptions. Experience has shown the
Corporate Financing Committee to be competent to pass upon ques-
tions of exemption, with the Board of Governors rarely deviating
from that Committee's recommendation. Board approval, however,
must often be obtained under severe time constraints and cumber-
some administrative procedures. The Association has therefore
concluded that the interests of members, issuers, and the public
could best be served by delegating authority to the Corporate
Financing Committee to grant or deny requests for exemptions.
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Proposed Amendments
To Schedule E
‘'To the Association's By-Laws?*

Schedule E

Distribution of Issues of Members! Securities
Members and Affiliates

Section 1 General

No member or person associated with a member shall partici-

pate in the distribution of a public offering of securities
issued by the member or an affiliate of the member except in
accordance with thig Schedule.
:
Section * 2 -- Definitions

For purposes of this Schedule,
have the stated meanings:

Affiliate--

£33

(a)

*

the following words shall

a company whieh eentreis; is ecentreliled by er

Deleted language is stricken; new language is underlined.
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+s under ecemmen eontre:r with a members or a persen
agsseetated with sSuek a companry whe i3 aetively engaged in
the management of its business and whe i3 aetiveily engaged
in the management of a memberls busipess er in a pesitien te
exereise eontrols

23 a eempary whieh direetiy or indireetly ownsy
eentrels er helds with pewer 20 vote 16 per eentum or mere
of +the outstanding veting seeuritiesy; or holds seeurities
whieh provide the right te aequire 10 per eentum or mere of
the eutstanding veting seeurities of a members or

£33 a eempary inr whieh a membery or a persen
asseeiated with a member; direetity or indireetiyy ownsy
eonrtrels; holds with power te vete 10 per eentum or mere ef
the eoutstanding voting sSeeuritiesy; eor¥ helds seeurities whieh
provide the right to aeguire 16 per ecentum or mere eof the
eutstanding veting seeurities of the ecempanys

+4} a partnership whereir any partnery; generalr or ii-
mitedy or; in the ecase of a seoile proprietership where the indivi-
duat; has an interest in 10 per eentum or mere of the distribut-
abte prefits or lesses of a members or a partnership in whieh a
member; or persen asseeiated with a member whe i3 aetively en-
gaged in the management of the memberls business; has an interest
in 10 per eentum or mere of the partrershipls distributable pre-

f£its or lessess+ exr
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+53 a eempany wherein an effieer; or persen aetive in
the management ef #the ecompanryls business; has a direet er in-
direet interest in 10 per centum or more of +the distributable
prefits er lesses ef a member partnerships
provideds; hewevery &£hat +the +erm Laffitiate!l shall net be deemed +eo
itnetude an investment cempapny registered as sueh with £he Seeurities
and Exehange Commissien pursuant te the previsiens of the Investment
Cempany Aet ef 1946; as amendeds a separate aecounrt as defired in
Geetien 2ta}{t37} of the Investment Cempany Aet of 1940; as amerndeds a
real estate investment trust as defined in Seetien 856 of the Internat
Revenue cede er a ren-debt offering of a direet partieipation programs

(1) a company which controls, is controlled by or is

under common control with a member.

(2) For purposes of subsection 2(a)(l) hereof,

(i) a company will be presumed to control a

member if the company beneficially owns 25 percent or more

of the outstanding voting securities of a member which is

a corporation, or beneficially owns a partnership interest

in 25 percent or more of the distributable profits or

losses of a member which is a partnership;

(ii) a member will be presumed to control a com-

pany if the member and persons associated with the member

beneficially own 25 percent or more of the outstanding

voting securities of a company which is a corporation, or




beneficially own a partnership interest in 25 percent or

more of the distributable profits or losses of a company

which is a partnership;

(iii) a company will be presumed to be under

common control with a member if:

(1) the same natural person oOr company

controls both the member and company by beneficial-

ly owning 25 percent or more of the outstanding

voting securities of a member or company which is a

corporation, or by beneficially owning a partner-

ship interest in 25 percent oOr more of the

distributable profits or losses of a member or

company which is a partnership; or

(2) a person having the power to direct or

cause the direction of the management or policies

of the member or the company also has the power to

direct or cause the direction of the management or

policies of the other entity in question.

(3) The provisions of paragraphs (1) and (2) hereof

notwithstanding, none of the following shall be presumed to be an

affiliate of a member for purposes of this Schedule E:

(i) an investment company registered with the

Securities and Exchange Commission pursuant to the In-

vestment Company Act of 1940, as amended;
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—

(ii) a "separate account" as defined in Section

2(a)(37) of the Investment Company Act of 1940, as

amended;

(iii) a "real estate investment trust" as defined

in Section 856 of the Internal Revenue Code;

(iv) a "direct participation program" as defined

in Article III, Section 34 of the Rules of Fair Practice.

(b) Bona fide independent market--a market in a e}asé of
seeurities of a eempany security which:
(1) are is registered pursuant to the provisions of
Sections 12(b), er Seetien 12(g) or 15(d) of the Securities
Exchange Act of 1934, unless ¢the cemparyy or ar industry eof which a

ecompany i+9 paréy has speeificaitiy keer exempted from the registration

those provisions e these Seetions by the Seecurities and Exchange

commission;
(2) has an aggregate trading volume for the 12 months

immediately preceding 2 menths the filing of the registration

statement of at least 100,000 shares;

(3) has outstanding for the entire twelve-month period
immediately preceding the filing of the registration statement, a
minimum of 250,000 publicly held shares ef the eitass of
seeérities being offered; and

(4) in the case of over-the-counter securities, has had

at least three bona fide independent market makers for a period



of at least 30 days immediately preceding the filing of the
registration statement and the effective date of the offefing.
(c) Bona fide independent market maker--a market maker which:

(1) continually maintains & net capital as determined
by Rule 15c¢3-1 of the General Rules and Regulations under the
Securities Exchange Act of 1934 of $50,000 or $5,000 for each
security in which it makes a market, whichever is less;

(2) regularly publishes bona fide competitive bid and
offer quotations in a recognized interdealer quotation system;

(3) furnishes bona fide competitive bid and offer

guotations to other brokers and dealers on request; and
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transactions in reasonable amounts, and at his quoted prices,
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+53 has a reasonabie average rate of inventory
turnpevesrs
(d) Company -- a corporation, a partnership, an association, a

joint stock company, a trust, a fund, or any organized group of

persons whether incorporated or not; or any receiver, trustee in bank-

ruptcy or similar official or any liguidating agent for any of the

foregoing, in his capacity as such.

a3 Bireet partieipation pregram -- a pregram whieh preovides
£lew threugh tax corseguences regardiess of the strueture of the iegal

entity or vehiele for distributien ireludingy but net 1imited teoy oii
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and gas pregremsy reai estate syndications {execept real estate invese-
ment trusts)y eagricuitural pregrams; eattie programsy eondemimium
seeuritiesy Subehapter 5 ecorvporate offerings and ail ether programs of
& simiier naturey regardiess of the industry represented by the preo-
sramy or any combinatien therecef:

(e) Effective date--the date on which an issue of securities
first becomes legally eligible for distribution to the public.

+£3 Finaneial statements-- patanece sheety prefit and less
statement or statement of tncome and expense; a statement of seouree
ané application of fundsy and a statement of retained earnings~

t9> tmmediate famkiy--shaltl inelude parents; mether-in-lawy
tather-in-tavwy husband er wifey brether or sistery; brother-in-iaw er
sister-in-iavwy ehiidreny or any reiative to whese suppert sueh persens
eontribute direetiy or imdirveetiyr

thy Nember--any tndividualy partnership; corperationy or eother
tegal entity admitted ¢o membership in the Asseeiation under &he
provisions of Articie I of the By-haws; whese membership is euvrrentiy
effeetive ané whe centinues to be aetively engaged inr the investment
banking or seeurities busénesss

£+ Parent-—any entity affiliated with a member £rem whieh
member the entity derives the prineipal seouree {50% or mere} of its
gress revenues or in whieh it empleys 58% or more of its assetss

£33 Persen——any nmatural perseny partnershipy eerperatienr

assoeiationy or ether legal entity~

i

1



kY Publie direetor--a persen eleeted frem the generail publie
te the beard ef directers eof a member or its parent whe has made &
publie diseributien of an issue of i3 ewn sSeeuritiesr Sueh persen
shal: net ewn or centrel with pewer te veote 5 per eentum or mere of
the eutstanding veting seeurities of the member eor its parent and in
ne eireumstanees be in any way engaged in the investment banking or
seeurities business or be ar eofficer or empleyee of the member or ies
parenty or a member of the immediate famity of an empieyeé eeeupying a
managerial pesitien with & member or i+es parents

£33 (f) Public offering--any primary or secondary distribution of
securities made pursuant to a registration statement or offering
circular including exchange offerimngs, rights offerings, offerings
made pursuant to a merger Or acquisition, straight debt offerings and
all other securities distributions of any kind whatsoever except that
ie shait net ineitude any offering made pursuant to an exemption under
Section 4(1) or 4(2) of the Securities Act of 1933.

tm¥(g) Qualified independent underwriter*-- a member which:

(1) has been is actively engaged in the investment

banking or securities business and which has been so engaged, in

its present form or through predecessor broker/dealer entities,

* In the opinion of the National Association of Securities Dealers
and the Securities and Exchange Commission the full responsibilities
and liabilities of an underwriter under the Securities Act of 1933
attach to a "qualified independent underwriter" performing the
functions called for by the provisions of Sections 3 and 4 7 hereof.
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for at least five years imnediatelyvpreceding the filing of the
registration statement;

(2) in at least three of the five years immediately
preceding the filing of the registration statement has had net

income from operations of the broker/dealer entity or from the

pro forma combined operations of predecessor broker/dealer

entities, exclusive of #&he extraordinary items, as computed in

accordance with generally accepted accounting principles;
(3) as of the date of the filing of the registration
statement and as of the effective date of the offering:
a. if a corporation, has a majority em of its

board of directors or, if a partnership, a majority of its

general partners, are ef persons who have been actively

engaged in the investment banking or securities business
for the five-year period immediately preceding the filing-
of the registration statement;

bz +f a pertnershipy the majority of its
generai: parétners has been aetively engaged in the
invesetment banking or seeurities business £eor the £ive
year peried immediately preceding the £iling of the
registration statements

evb. if a sole proprietorship, the proprietor has
been actively engaged in the investment banking or

securities business for the five-year period immediately
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preceding the filing of the registration statement;

(4) has actively engaged in the underwriting of public
offerings of securities for at 1least the five-year period
immediately preceding the filing of the registration statement;
and

{5) is not an affiliate of the 3issuer-member entity

issuing securities pursuant to Section 7 of this Schedule; and

(6) has agreed in connection with the offering in
respect to which he is acting as such to undertake the full legal
responsibilities and 1liabilities of an underwriter under the
Securities Act of 1933, specifically including those inherent in
the provisions of Section 11 thereof.
tr¥(h) Registration statement--shaii have the meaning given ¢&e

ehat eerm a registration statement as defined by Section 2(8) of the

Securities Act of 1933; previdedy hewevers; &hat sueh +term as used
herein shali: aise imeiude a notification on Form 1A filed with the
Securities and Exchange Commission pursuant to the provisions of Rule
255 of the General Rules and Regulations under the Securities Act of
1933; andy &n the case of an intrastate offeringy any other document,
by whatever name known, initiating +¢he a registration or similar
process by whatever mname knewn for an issue of securities which is

required to be filed by the laws or regulations of any federal or

state agency.
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te} Restrieted seeurities--seeurities heid by.:any persons
inetuding any persens in a eentrel relatienship with the issuer or an
effiliate of an issuer er an affiliate of en issuer subject te the
previsiens ef Rule 144 of the General Rules and Reguiatiens under the
Eeeurities Aet eof 1933 and securities in respeet te whieh a
regiseration statement must be f£iled and beeceme effeeeiveibefere being
seld +e the pubilier

tP¥(i) Settlement--the distribution of the net proceeds from an

offering to the issuer eempany endfor selling stockholders.

Beetion 2 - Offerings by An Issuer-Member of Its
Owr GSeeurities

Any member méy make &a publie offering of an issue of its own
seeuritiess :The feliewing general eriteria shaii appiy ¢o ai}l such
efferings uniess etherwise speeified hereafters

tay Netwithstanding that the registratien may be for ean
i':ﬁtfastate effering er in an amount which weould otherwise e¢uatify
pursuant te the previsiens eof Regaiatieg A under the Securities Aect of
3933 eor otherwises

£+ finaneial statements feor the immediateily preceding
three years must be f£ited therewith and be diseiesed in the

prespectusy offering eireular er ether ecemparable deecumentes



+29 £imancial statements fer the entire peried of ies
existence must be seo £filed and seo disclesed if the issuer has net been
+n exiseence for three yearss

€39 the mest reeent £inaneial statements must be as ef
& date net mere than 950 days prier te the £iling ef the registration
statement and net mere than six {6 months prier te the effective date
of the efferings and

+45 the £inaneial statements for the last ealtendar eor
fiseat years as the ease may bey or less if the member has net been #n
existence for one yeary must centain an independentiy audited and
eereified baianece sheetr | £ +there +3 an updated balance shees
covering & period in execess of six {63 months susequent e +the iase
tuit caiendar or fiseai veary such must aise be independentiy audited
and cereified~r

thy t3¥ar Subjeet +o the previsiens ef subparagraph d+ eof

this paragraph (i} and except as previded in paragraph {2} hereefsy in
the case of an initial eofferingy or an offering by a member of a ciass
of securities which as of the date eof the £iling of the registration
statement £or +the ecurrent eoffering; and as of the effeetive date
thereofy does met have a bena fide aetive independent markeey ne more
than 25 of the equity interest of the stockhoiders thereof as eof the
date of the £iling of the registration statement may be offered as

pare of the issues
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b+ ¥n the case ef an initial efferingy ail seeurities
retained by steoekholders of the issuer shatl; exeept in the ease
ef a bena fide gife or tranafer by operation of lavwy be restrie-~
ted as te sale or transfer for a peried of at least ene {1} year
after the termination of the efferings

es In the ecase of an offering by a member of a etass
of seeurities whieh as of the date of the filing ef the registra-
tion statement for the eurrent offering; and as of the effeetive
date thereofy does net have a bena f£ide aetive independent mar-
kety other thar anr inttial eoffering; ail reserieted seeurities
whieh are heild by persens asseoeiated with the member er any other
perser ir a econtrotr retatienship with a member; whieh were net
part ef the offering shaii; except in the ease ef a bena f£fide
gift er transfer by operation of iaw; be restrieted as te sale er
transfer fer a period of at least ene (1) year after the termina-
tien of the offering-

d= A steckheilder whe i3 aetively engaged in the een-
duet of an issuer memberls investment banking or seeurities
businessy a member of his immediate familyy or an affiliate of a
membery shall net be permitted te seil any pertien ef his ewner-
ship interest in the issuer-member in any offering made pursuant
to the previsiens ef Seetiern 3 hereef uriess a bena fide indepen-
dent market exists for the seeurities anrd the provisiens ef See-

tien 3tarti}y 23 anrnd {3} hereeof are coemplied withs



€23 in atl other offerings; ineluding any effering ef a elass

of seeurities in respeet to whieh a bona f£fide aetive independent mar-—

ket exists as ef the date of the filing of the registration statement

of the eurrent effering; and as of the effeetive date thereof; there

shait be ne Ilimitation on the pereentage eof stoekheidersl equity

interest whieh may be distributed but all restrieted seeurities whiehk

are heid by persens asseoeiated with the membery or any perser in a

eontrol retatienship with a member; whieh were net part ef the offer-

ing shatl; execept in the ease of a bena-fide gift or +ransfer by

eperation of lawy; be restrieted as te sate or transfer foer a peried ef
at teast three {3) menths after the terminatien ef the efferings

previded; hewevery; inr the case eof a bena £ide gift er eransfer by

eperation of ztawy; +the perieds eof restrietien oen sate er ¢ransfer

referred €0 in paragraphs tt} and 2} hereef shaii appiy to the denee

er transferee and shatl be measured as +e the date of the terminatien

©of the offering-~

£33 A1+ seeurities whiehy pursuant £e £he pre-

vistons of this subseetien +{b}7; or eof Seetien 7 hereefy

are restriected as te sale or transfery shall bear a legend

stating etearty the coemmencement date of +the peried eof

regerietiony +£he expiratieon date +thereof and that after

that date nre reskrietien as te erarsferability of &he

security exises as a result eof +he provisiens ef +his

Sehedute B+
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tey k steekhelder whe i3 a persen asseeiated with a member; or
any other persen in a econtrelr relationship with a members mnay nes
effer any ©f his seeurities as part of an effering i+f they have net
been eownred by him fer a peried ef at least eme {1} vear prior £e the
£iting of the registratien statement unlesss

£3 they were acquired during the referred £e ene i}

year peried as a resuit ef +the £fermatien eof a suecesser

eorperation to a preexisting sele proprietership or partnership

in respeet £© whieh he was either the sele preprieter eor a

partner prier te the previeus ene-year peried; or

£23 they were aeguired during the referred te enre +1}

year period as a resuit ef a bena fide steek dividerds steek

Spiit; reeapitaltizationy merger eor seme eother like eventr

+éa+ Netwithstanding the provisiens eof sabseetiens tb}+ and {ey
hereof the sale er transfer of seeurities whieh are +he Subjeet £here-
of shall net be prohibited in execeptional anrd unusual eireumstanees
steh as7 but net neeessariiy limited te7; a sale by an estate er by a
persenr whese £inaneiat eireumstanees; taking inte eensideratien ail
retevant faetors;y requires suehs provided; hewever; JFustifieation feor
sueh must £irst be demenstrated te the Corperations

tey After an initiat offering has been made by a member te the
pubtie of an issue of its seeurities; no other effering to the pubiies
primary or secendaryy; may be made by that member of its seeurities feor

a peried of at least ene year after the terminatier of the offerings
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previdedy hewever; offerirngs made selely e empleyees during that
peried sueh as emptoyee steek eptier; steek purehase er other simitar
type efferingsy shali: net be prohibitedsr

+£¥ Phe totat dotriar amount of an offering by ar issuer member
of i++3 seeurities {exelusive of these seeurities ateributable +o seii-
ing steeckholders) shaltt be re larger than three times the net werth
texetusive eof suberdinated eapital} of the issuer-member as refleeted
in the most recent batance sheet as of a date net mere than 96 days
prier +e +he £iling ef the registration statemert and six {6} menths
prior +o the effeetive date of the efferings Irn computing the tetal
dorlar ameunt of an offering of seeurities with warrants attached; the
tssuer member shall ineilude the exereise value of sueh warrants er
prohibit for a peried of twelve {12} months the exereise thereefs

tgy At} offerings must be eompleted within a peried eof 686 days

afeter the effeetive date thereefs

Section 3 -- Escrow of Proceeds

kY All proceeds from sates ef seeurities ef an offering by a

member of its securities shall be placed in a duly established escrow

account and shall not be released therefrom or used by a member in any

manner until the member has complied with Section 4 hereof. se&tlement
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has been effeected and its net eapital ratiey; cemputed as preseribed in

ef paragraph ti} hereef; is 16-1x

Section 4 -- Net Capital Computation
+++ Every Any #ssuer- member offering its securities pursuant

to this Schedule shall immediately notify the Asseeiatier Corporation

when 4¢s the offering has been terminated and settlement effected and

it shall file with the Asseeiatien Corporation a computation of its

net capital computed pursuant to the provisions of Rule 15c¢3-1 of the
Generaerules and Regulations under the Securities Exchange Act of
1934 (the net capital rule) as of the settlement date. If at such
time its net capital ratio as so computed is more than 36-%+ 10:1 or,
net capital fails to equal 120 percent of the minimum dollar amount
required by Rule 15¢3-1 or, in the event the provisions of Rule 15c3-
1(f) are utilized in making such computation, the net capital is less
than % seven percent of aggregate debit items as computed 1in
accordance with Rule -15c3—3a, all monies received from sales of
securities of the offering must be returned in full to the purchasers
thereof and the offering withdrawn, unless & the member has obtained
from the Securities and Exchange Commission a specific exemption from

the net capital rule. Proceeds from the sales of sueh securities of



the offering may be taken into consideration in computing net capital

ratio for purposes of this paragraph section.

£33 Ary member eor its parent whe makes a publie effering of an
issue ef its ewn seeurities shall alse be reguired teo establish within
twelve {12} menths of the effective date of said effering an Audit
Committee composed of members of the board eof direeters t{exeept that
it shail net inelude the ehief aceceounting or chief finaneiat eoffiecer
of the member eor its parernt) the funetiens of whiehy amerg eotherssy
shait: be the follewing+s

£33 review the secepe of the audies

€23 review with the irdependent auditers the eoerperate

€35 review with the independent auditers +their £inal
repores
+4) review with interral and independent auditers

everall accounting and £inareial eentrels; ané
€53 pe available te the independent auditers during the
yvear fer eensultation purpesess
k3 Any member or its parent who makes a publie effering of an
issue of its own seeurities shall eause to be eleeted to its bearéd ef
direetors within twelve {12} months eof the effeetive date of said
effering a publie directer whe shali serve as a member of the Audie

Committee execept where sueh eleetien is ineensistent with the rutes ef
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& natienalt seeurities exeharges

3y Any member whe made a publie offering of an issue of ies
ewn seeurities prier te Aprit i; 1974 was regquired by Aprit iy 1975 ee
have estabiished and maintain an audit cemmittee te be eharged with
the funetions set fork&h +n Subseetion {3} hereeof and have eaused te be
eteeted to its board a publie direector execept where sueh eleetien is
tneensistent with the ruies of a natieral seeurities exechanger In the
ease of any memberls parent whe has made a publie effering of an issue
of its ewn seeurities prier te May 197 197%7; sueh shaitl be required by
May 19+ 1978+

+my Any member whe has heretofere made; or hereafter makes; a
éiseribution o the pubiie ef an i33ue 0f its seeurities; shall send

to eaeh of i+ts shareheiders ery in the ease of debs offeringss &e eaeh

of &S rnvestorst
35 guartertyy a summary statement of i&s eoperatienss
and
23 anngatlyr independentiy aundited and ecereified

£inaneial statementss

tr+ After a member for whem the Cerperation is the designated
examining aunthority under Ruie 1FA-54a}+é4)y has made diseributien +e
the pubiie of ar iasuve ef its seeurities; it shall £ile with +he
Corperation Part ¥E or IF A of the Seeunrities and Exehange Commissien
Perm X-17A-5 as reguired by the Beard eof Gevernrnerss If the effering

3 subjeet +o the previsiens eof Rule 463 eof +he General Rules and



Reguiations under ¢the Geeurities Aet eof 1933, ecopies of PFerm 65R
reguired by that ruie ¢to be £iled with the Seeurities and Exehange

commiasion shait aise simultaneousty be f£ilted with the Corperatiens

Section 5 - Applicability of Schedule to Certain Offerings

(o) If an issuer #irterds proposes to er dees direct all or
part of the proceeds from a public offering ef i+s seeurities to a
subsidiary er affiliated brekerideatrer-member whieh resuiets inrn the
member having a net woreh in exeess ef 10% ef +he net werth of the

+ssuwery oOr exchange securities by means of a public offering for an

interest in a member and the member is, or as a result of the proposed

transaction would be, an affiliate of the issuer, or proposes to en-

gage in any offering which results in the public ownership of a mem-

ber, the offering shall be deemed +o be a distributien subject to the

provisions ef Seetiens 2 ard 3 of this Schedule E.

Section 6 - Registration Statements for Intrastate Offerings

<P} ¥n the ease of an inerastate offeringy Any member offering




its securities pursuant to an exemption under Section 3(a)(ll) of the

Securities Act of 1933 shall disclose in the registration statement

rust eontain infermatien at least eemparable at a minimum ¢e that

information suggested by the Securities and Exchange Commission in

Securities Act Release No. 5222 (January 3, 1972). entitited "Publie

6fferings of Registered Breoker/bBealers:l

Seetion 3 - Underwriting by Issuer-Member Of
fasue of Its Own Seeurities
tay ARny member may unrderwrite; partieipate as a member eof t£he
underwriting syndicate or seiling greupy ©r assist in £the distributien
. of & publie effering of an issue of its ewn Seenrities enty ifs

++3 the priece at whieh +he issue 3 &eo be distributed
to the pubiie is estabitished by the issuer-member at a priece ne
higher ¢than that receommended by twe gualtified independent
undervwriters whe shaltt atse partieipate in the preparatiorn of £he
registration statemert and the preospeetus; effering eireunlar; er
other ecomparable deecumert; anrd eaeh of whem shaill exereise tehe

gdsuat standards ef due diltigenee in respeet theretes
€23 the referred 1) twe guatified +ndependent
underwriters are represented by regal eounsel irndependent ef the

issuer-member whe shall review the informatiorn econtained ir &he

registration statement and £he prespeetusa; offering eireuntary er
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oether comparable doecumenty anrd issue an opiniern as te whether
they ecenform te all requirements of the £federal seeurities taws
ardy iRr ease of an intrastate efferingy; whether they eenferm te
ait of the requirements ef the state with Furisdietiens
£33 the feollewing eriteria retating te experieree and
£inaneiat stabitity are mets
avr the member {er i+3 predeecesser member if £he
eorperate member i3 a newly fermed eerperatior) has been
aetively engaged imn the investment banking er seeurities
business fer at teast five years immediately preeeding the
£i+3ing of the registratien statements
b= the member in at Ileast three of the £ive
years immediately preeceding the £iling ef the registratien
statement has had a profit £rem its eperatiorns
er the majerity of the board eof direectors
hotding office as of the date of +the £iling eof &he
registration statement and as of the effeetive date of the
effering has been actively engaged in ¢he investment
banking or seeurities business £fer the £ive-year peried
immediatetry preceding ethe f£iting eof the regiseratien
statements
tb3 Notwithstanding ehe previsiens of subseetions tarti) ard
423y hereofy a member may participate as a member eof the underwriting

or seliing group in the distributieon ef an issue of its ewr seeurities
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which i3 the subjeet of a £irm commitment underwriting managed by an
tnrderwriter whe is a guatified independent underwriter in ar amoeunt
net execeeding 16% of +the +totalt deiltar ameunt thereof; proevided +he
reguirements of subseetion tatt3) hereef have beern f£fully satisfied in
a1t respeetss

{tey Netwithstanding the previsiens ef subseetiens {al+ti} and
t2+ ané subseetion {b} hereef; any member whe satisfies in ail
respeets +he proevisiens ef subseetior +tal)t3) may uvnderwrite er
partieipate in +the distributien of ar i3suwe of its ewn Seeurities
without +he prieing recemmendations eof £we quatified irdependent
underwriters i+f the effering s eof a etass of seeurities for whieh a
bona fide indeperdert market exists as ef the date of the f£iling of
the registration statement for the eunrrent offeringy; ard as eof +he
effective date thereofy or if the offering is ef a etass of seeurities

whieh are rated BAA or better by a reecegnized rating serviees

Seetion 4 —- Member Underwriting Or Partieipating
*n Phe Bistributien O0f Issue OFf

Seeurities 0f An Affiliate

tay Anry member may underwrite; partieipate as a member of she

grderwriting syndieate er seilirng greupy or assist in the distributien
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ef a publie effering ef en issue of seeurities of an affiliate eonty

+£2

34 the offering priece is estabiished pursuant e +£he
previsiens ef Geetien 3ftartiy and the preovisiens of GLeetien
3tayt2) are ecemplied withs

€23 the member-underwriter eempiies in all respee:s
with the previsiens ef Seetion 3tart3) except that in lieuw of
paragraph e+ thereofs

ar +f the member-underwriter i3 a partnershipy

a majerity eof i+s general partners as of the date of the

£iting of +the registratien statement and a3 ef +he

effeetive date of the eofferirng shall have been aetively
engaged in +the investment banking er seeurities business
for the five year peried immediately preeceding the £iting
ef the registratien statements oF

b+ +£ the member—-underwriter s a sete
preprietorshipy the preprietor shatl have beer aetivelry
engageé in the investment barking or seeurities businress
for the five year peried immediately preeeding the £iling
of the registration statementr

+34 the seeurities being offering are net of an issuer
whieh i3 a brokerfdeater affiliate of the member whieh i3 uvnabile
itself te meet the previsiens ef Seekien 3tair{3) hereofs

€4y the £inaneial statements of the issuer eonferm in
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atl respeets with the previasiens ef Seetien 2{a) hereofs
53 the +ssuwer represents that it wiitl afeer +he
distribution te the publiie serd te eaekh of its shareholdersy or
in the ease of debt offerings; te each of its investerss
ax gaartertyy a summar;y sStatement of its
eperationss and
b+ annuatiyy independently audited ané
eertified finaneial statements+
tk3 Netwithstanding the previsiens ef subseetion {a) hereef; a
member may partieipate a3 a member of the underwriting or seiling
greup in +the distributien ef an i9sue of an affiliate—issuerls
seeurities whieh 43 the subjeet of a £irm commitmert underwriting
managed by an udnderwriter whe i3 a guatified independent underwriter
in an ameunt net exceeding 10% of the tetal delltar ameunt thereof
previded; hewever; that in any offering where a bena fide independent
market £or the seeurities dees nret existy where mere than ene
partieipating member i3 an eguity ewner of +he issuer ard &heir
aggregate eguiety ownership i3 10% er greater; the aggregate
partieipation in the distributien by sueh members shall be 1imited teo
8% of the tetal detiar ameunrt ef +the eoffering; previded the
requirements of Seetion 3ta}t3} have beern £fully satisfied by sueh
partieipating memberss
tey Netwithstanding the prewvisiers ef subseetions {a} and +by

hereof; any member whe satisfies in all respeets the previsieons ef
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Seetion 3{att3) hereeof may underwrite or partieipate iR +he diseri-
butien ef ap issue of seeurities of an affiliate without +he prieing
recommendations ef +twe guatified indeperndert uvndervwriters if &he
effering is of a elass ef seeurities for whieh a bona £fide independent
markes exists as ef the datre of the filing ef +he registratien state-
ment for the eurrert offering and as of the effeetive date thereeof; or
£ +he offering is ef a eiass eof seeurities whieh are rated BAA or

better by a recognized rating servieex

Section 7 —-- Participation in Distribution

of Securities of Member or Affiliate

(a) No member shall underwrite, participate as a member of the

underwriting syndicate or selling group, or otherwise assist in the

distribution of a public offering of an issue of debt or equity

securities issued or to be issued by the member or an affiliate of the

member unless, in the case of a member which is a corporation, the

majority of the board of directors, or in the case of a member which

is a partnership, a majority of the general partners or, in the case

of a member which is a sole proprietorship, the proprietor as of the

date of the filing of the registration statement and as of the

effective date of the offering shall have been actively engaged in the
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investment banking or securities business for the five year period

immediately preceding the filing of the registration statement.

any

(b) In addition to the requirements of subsection 7(a) above,

member subject to this Schedule shall comply with either

subsection 7(b)(l1) or 7(b)(2) below, depending on the nature of the

member's participation in the distribution.

(1) A member may dnderwrite, participate as a member of

the underwriting syndicate or selling group, or otherwise assist

in the distribution of a public offering of debt or equity

securities subject to this Schedule without limitation as to the

amount of securities to be distributed by the member provided

that one or more of the following three criteria are met:

(i) the price at which an equity issue or the yield at

which a debt 1issue is to be distributed to the public is

established at a price no higher or yield no lower than that

recommended by two qualified independent underwriters who shall

also participate in the preparation of the registration statement

and the prospectus, offering circular, or similar document and

each of whom shall exercise the usual standards of "due dili-

gence" in respect thereto; provided, however, that an offering of

securities by a member which has not been actively engaged in the

investment banking or securities business, in its present form or

as_a predecessor broker/dealer, for at least the five years im-

mediately preceding the filing of the registration statement
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shall be managed by a qualified independent underwriter; or

(ii) the offering is of a class of securities for which

a bona fide independent market exists as of the date of the fil-

ing of the registration statement and as of the effective date

thereof; or

(iii) the offering is of a class of securities rated Ba

or better by Moody's or BB or better by Standard & Poor's rating

service.

(2) A member may participate as a member of the underwriting

or selling group in the distribution of a public offering of debt or

equity securities subject to this Schedule in an amount not exceeding

ten percent of the total dollar amount of the offering provided that

the offering is underwritten on a firm commitment basis and is managed

by a qualified independent underwriter.

Seetien 5 -- Suitabiiity

Every member urderwriting an issue of its ewn seeurteiesy or ef
an affiliater pursuant te the provisiens ef Seetion 3 e¥ 4 hereefy whe
reecemmends te a eustomer the purehase of a seeurity of suek an issue
shai} have reasenable groeunds te believe that the recommendatien s

suieable for sueh eustemer en the basis eof infermatien furnished by
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sueh eustomer eeornecerring the eustemerls investment eb3eectivesy; £inan-
etat situatien; anrd needs; ard any other informatiorn krewmn by sueh
members fn eenneetion with all sueh determinations; the member must
matntain in its files the basis fer and reasers uper whiek it reached

+£3 determinations

Section 6 8- Discretionary Accounts

Notwithstanding the provisions of Article III, Section 15 of the
Corporation's Rules of Fair Practice, or any other provisions of law,
a transaction involving securities geverred by ¢he previsiens ef

Seetien 3 er 4 hereef subject to this Schedule shall not be executed

by any member in a discretionary account without the prior specific

written approval of the customer.

Section # 9-- Sales to Employees —-- No Limitations

Notwithstanding the provisions of the Board of Governors' Inter-
pretation With Respect To "Free-Riding And Withholding," ar issuer a

member may sell securities #mr ar initial publie efferimg which are



subject to the previsiens of Seetier 2 or 3 hereef this Schedule to

its employees; potential employees resulting from intended mergers,
acquisitions, or other business combination of members resulting in
one public successor corporation, or persons associated with it, and
theose members of +he £amily residing withy er dependent £er their

suppert uper said empiteyees the immediate family of such employees or

associated persons without limitation as to amount and regardless of
whether such persons have an investment history with the member as
required by that Interpretations. previded; hewever; that the sate er
transfer ef sueh seeurities shail be restrieted for a peried of tweive
t+2) months execept in the case of a bera fide gift of sueh seeurities
+n whieh ease the period of restrietion shail appiy te the denee-
Where a bena £ide independent market exists for the Seeurities of a
pubtie eofferingy at: seeurities heid or aeqguired by the abeve
eategeories ef persens shall be restrieted for a period of ninety {963

days from the date of termination of the efferings

Section 8 10 -- Relationship Of Schedule E To Interpretation

With Respect To Review Of Corporate Financing

(a) Notwithstanding the provisions of the Interpretation of

the Board of Govcrnors —-- With Respeet Po Review Of Corporate




Financing relating to factors to be taken into consideration in
determining underwriter's compensation, the value of securities of a
new corporate member succeeding to a previously established
partnership or sole proprietorship member acquired by such member or
person associated therewith, or created as a result of such
reorganization, shall not be taken into consideration in determining

such compensation.

(b) All offerings of securities included within the scope of
this Schedule E ireluding but net limited te those whieh are subjeet
2o the preovisierns of Regulatien A under +the Seeurities Aet of 19335
and these whieh are purety intrastate in natures; shall be subject to

the provisions of the Interpretation of the Board of Governors -- With

Respeet Feo Review Of Corporate Financing, and documents and filing

fees relating to such offerings te the extent that ¢+ s not ineensis-

tent herewith ané ail pertinent deecuments relrating thereto shall be

filed with the Asseeiatien Corporation pursuant to the provisions

thereeof of that Interpretation. The responsibility for filing the

required documents and fees shall be that of the issuer-member issuing

securities, or, in the case of an issue of an affiliate, &the respersi-

biliey for £iling the redguired doecuments shail be that of the managing
underwriter or, if there is none, &khat ef the member +nm the affiliated
retationship with the issuer. Otherwises £he Filing Reguirements of

the referred €o Interpretation shall prevaiis
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tey A¥+ members inetruding these members affiltiated with an
issuer making a publie offering of its seeurities subjeet to the pre-
vistons eof +his Sehedute are reguired e £ile +the apprepriate deeu-—
ments and £ilting £ee referred +e under +the ULFiting Reguirementsi
eentaiped in the Beard eof Geverrorsl Interpretation relating te #£he
LReview of Corperate FPFinaneingl neotwithstarding +the £act +hat the

seeurities may othervwise be expressiy exempted frem £iling thereunders

Section 9 11

If the provisions of this Schedule E are inconsistent with any
other provisions of the Corporation's By-Laws, Rules of Fair Practice
or Uniform Practice Code, or of any interpretation thereof or resolu-
tion of the Board of Governors, the provisions of this Schedule shall

prevail.

Section 6 12

The Corporate Financing Committee of the Bearé& ef Gevermers, upon

written request, may 1in exceptional and unusual circumstances, taking



v
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into consideration all relevant factors, exempt a member uncondition-
ally or on specified terms from any or all of the provisions of Sche-

dule E which it deems appropriate. A hearing shall, unless waived by

the party seeking an exemption, be held upon suekh a request by before

the €emmittee er Corporate Financing Committee, or a Subcommitttee
thereof designated by i% for that purposey. whereupery en the basis ef
the reecerd befere itt; a reecommendatien shalti be made by the Cemmittee

en Cerperate Finaneing to the Beard of Geverners of i&s aetiors

Section i+ 13

A violation of the provisions of this Schedule shall constitute
conduct inconsistent with high standards of commercial honor and just
and equitable principles of trade and a violation of Article III,
Section 1 of the Corporation's Rules of Fair Practice and possibly
other sections, especially Sections 2 and 18, as the circumstances of

the case may dictate.
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