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EXECUTIVE SUMMARY

NASD members are invited to vote on
a proposed Corporate Financing Rule (the
"Rule") that, if adopted, would replace the
current Interpretation of the Board of Gover-
nors — Review of Corporate Financing
under Article Hl, Section 1 of the NASD
Rules of Fair Practice (the "Interpretation”).
The proposed Rule has been approved by
the NASD Board of Governors and now re-
quires membership approval. Prior to
becoming effective, the Rule must be filed
with, and approved by, the Securities and
Exchange Commission ("SEC"). The text of
the Rule follows this notice.

BACKGROUND

Article IT1, Section 1 of the NASD Rules of
Fair Practice obligates members, in the conduct of
their business, to observe high standards of com-
mercial honor and just and equitable principles of
trade. In the early 1960s, the NASD began review-
ing underwriting terms and arrangements of public
securities offerings in which members were par-
ticipating to determine whether compensation
terms and arrangements were in compliance with
the broad standard of fairness in Article III, Sec-

tion 1. By 1970, the criteria for determining fair-
ness and reasonableness had become more defined
and were incorporated into the Interpretation,
which made it a violation of NASD rules to par-
ticipate in any public offering in which the under-
writing terms and arrangements are unfair and
unreasonable.

Although the language of the Interpretation
has been amended from time to time, it no longer
accurately reflects all current industry practices or
the guidelines used by the NASD to determine the
faimess and reasonableness of underwriting com-
pensation terms and arrangements. Therefore, the
Corporate Financing Rule was developed to codify
and clarify existing NASD policies and proce-
dures, to update the standards of fairness applied to
public offerings, and to replace the Interpretation.

In November 1988, the NASD published
Notice to Members §8-92, which requested com-
ment on the proposed Rule. The Corporate Financ-
ing Committee (the "committee") received and
reviewed 22 letters of comment from member
firms involved in the underwriting of public offer-
ings and from law firms representing member-firm
clients.

Generally, commenters expressed strong sup-
port for the codification of existing practices and
policies under the Interpretation into a Corporate
Financing Rule. Specific comments were received
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in three areas of the plUpchu Rule: definitions,
filing requirements, and underwriting compensa-
tion and arrangements. The NASD Board of Gover-
nors and the committee determined that a number
of the comments received raised valid concerns
about the application of the Rule to members’ par-
ticipation in the distribution of public offerings.
The Rule for which membership approval is being
sought, therefore, incorporates changes responsive
to those comments.

SUMMARY OF CORPORATE

FINANCING RUL

A subsection-by-subsection dlscussion of the
major provisions of the Rule appears below.

Subsection (a): Definitions

The subsection on definitions is meant {o ¢x-
plain the meaning of terms used in the Rule. Defini-
tions for "gross dollar amount of the offering,” "net
offering proceeds," and "offering proceeds” have
been included to clarify the differences between
the terms as used in the Rule. "Gross dollar amount
of the offering” is used only in the calculation of
filing fees. The term "net offering proceeds” ex
cludes from gross proceeds all expenses of is-
suance and dlstnbutlon. "Offering proceeds” i
defined as the gross proceeds of an offering, ex-
clusive of the proceeds of any overallotment op-
tion, securities to be paid to underwriters and
related persons, or securities underlying other
securities.

The definition of "underwriter and related per-
sons" in the Interpretation has been restated in the
proposed Rule with two modifications: the addition
of immediate family members of any person in the
definition, and the phrase "any member participat-
ing in the public offering." Also, the concept of

"participation in an offering" has been defined and
is intended to specify when a member’s activities
in connection with a public offering will trigger the
filing requirements of the Rule. The definition ex-
cludes from "participation” the rendering of an ap-
praisal in a savings and loan conversion or bank
offering, or the issuance of a fairness opinion ina
going-private transaction.

Subsection (b): Filing Requirements

The Filing Requirements subsection of the
Rule codifies existing requirements for the filing
of public offerings contained in the Interpretation
without substantial change. The filing location has

(2) as the Cor-
porate Fmancmg Departrnent (the "department") at
the NASD’s Executive Office, in recognition of the
fact that the NASD’s multiple offices could create
confusion as to where the filing should be made.
Filing with the department is required no later than
one business day after filing with the SEC or other
regulatory authority.

Subsection (b)(4)(B) contains a new
provision stating that an offering in which a mem-
ber or person associated with a member par-
ticipates may not commence until the member has
received an opinion from the NASD as to the fair-
ness and reasonableness of the underwriting terms
and arrangements. If the opinion provided by the
NASD is that the underwriting terms and arrange-
ments are unfair or unreasonable, the member has
the opportunity to file modifications to the
proposed underwriting arrangements for further
review. If the proposed underwriting terms and ar-
rangements are not modified, the Rule requires the
member to inform other members intending to par-
ticipate in the offering that the proposed terms and

arrangements have not been modified to conform

to the NASD standards of fairness and reasonable-
ness.

A list of the specific documents to be filed,
along with the number of copies of each, is in-
cluded in Subsection (b)(5). Certain information
necessary for the department’s review and required
to be filed with the documents is listed in Subsec-
tion (b)(6) of the Rule.

Subsection (b)(7) contains a list of offerings
exempt from filing but still subject to compliance
with the Rule. The filing exemption for offerings
utilizing Form S-3 and offered pursuant to Rule
415 has been expanded to also include offerings
utilizing Form F-3 and Rule 415 to provide an ex-
emption for "world class" issuers. Subsection
(b)(8) lists offerings not subject to the Rule and ex-
empt from filing. The list of offerings required to
be filed contained in Subsection (b)(9) tracks the

‘list contained in the Interpretation. Finally, Subsec-

tion (b)(10) codifies the proper calculation of the
appropriate filing fee, which was increased effec-
tive October 1, 1989.

Subsection (c): Underwriting Compensation and
Arrangements

Subsection (c) addresses the amount of under-
writing compensation that can be received by un-
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pensation that will be deemed to be underwriting
compensation, the criteria for determining whether
compensation is received in connection with a
public offering, and the valuation of noncash com-
pensation received as underwriting compensation.
Subsection (c) also lists presumptively unfair and
unreasonable underwriting terms and arrange-
ments, enumerates restrictions on securities
received as underwriting compensation, and addres-
ses conflicts of interest present when the proceeds
of a public offering are directed to members par-
ticipating in the offering.

Subsection (c)(1) states that no member or
person associated with a member shall underwrite
or participate in a public offering if the underwrit-
ing compensation in connection with the offering
is unfair or unreasonable. Subsection (c)(2)
prohibits a member from receiving an amount of
underwriting compensation that is unfair or un-
reasonable and requires full disclosure of all under-

Writing C(‘}mpCuaauUu in that PUHIOH of the

offering document dealing with underwriting or dis-
tribution arrangements.
pensation is disclosed on the cover page of the
offering document, there must be a cross-reference
to the section on underwriting or distribution
arrangements. Subsection (¢)(2)(D) discusses the
factors considered by the NASD in determining the
maximum amount of compensation considered fair
and reasonable.

Subsection (¢)(3) lists the items of compensa-
tion that will be viewed as underwriting compensa-
tion in connection with an offering. Several
modifications to the list in the Interpretation have
been made: (1) a right of first refusal for future of-
ferings granted to the underwriter is included as
compensation with a stated compensation value of
one percent of offering proceeds or the amount
contractually agreed to by the issuer and the under-
writer for the underwriter to waive the right of first
refusal; (2) fees paid to an underwriter by an issuer
for a public offering that was not completed within
six months prior to the initial or amended filing of
an offering by a new underwriter are included as
underwriting compensation; (3) fees of a qualified
independent underwriter are included as underwrit-
ing compensation; and, (4) if the NASD filing fee
is paid or reimbursed by the issuer, the Rule states
that such payment or reimbursement will not be
viewed as underwriting compensation.

When under w'uLiug COI-

AS AT S

Avmarmang e Fang mwaid

Yy 1Ll 1c5a1u o CAPUILIDLD UL 110G palu Ly pi 101

tn enred e

underwriters in connection with an uncompleted of-
fering, in exceptional or unusual circumstances and
upon good cause shown, the NASD has discretion
not to view such expenses or fees as underwriting
compensation. This provides the department with
the opportunity to review the facts and circumstan-
ces relating to the type and amount of compensa-
tion paid and the reasons for the offering not being
completed.

Subsection (¢)(4) enumerates the criteria con-
sidered by the department in determining whether
any item of value is underwriting compensation
received in connection with a public offering. The
Interpretation currently only specifies factors that
may be used to determine whether securities ac-
quired by underwriters and related persons con-
stitute compensation in connection with an
offering. Therefore, the Rule institutes guidelines
for determining whether either securities or com-
pensation not in the form of securities is in connec-

tion with an offering and considered underwriting
compensation.
hanntinn (A\(A T

Subscction K
that items of value celved wit
mediately preceding the filing of an offering will
be considered to be underwriting compensation.
Excepted are cash discounts or commissions
received in connection with the successful distribu-
tion of the issuer’s securities in a prior offering.
Subsection (¢)(4)(E) provides the basis for which
financial consulting and advisory fees may be ex-
cluded from underwriting compensation.

Subsection (¢)(5) of the Rule deals with the
valuation of noncash compensation received as un-
derwriting compensation. Subsection (c)(5)(A)
prohibits underwriters and related persons from
receiving as underwriting compensation a security
or warrant for a security that is different from the
security being offered to the public or that does not
have a bona fide independent market.

An NASD notice published in 1981 permitted
members to receive securities as underwriting com-
pensation that were different from the securities of-
fered to the public or that did not have a bona fide
market. The example cited in the notice was the
receipt of warrants for common stock in an under-
written debt offering where the warrants could be
valued for compensation purposes on the basis of
the current market value of the underlying stock,
or if no market for the stock exists, on a case-
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by-case basis taking into account book value and
other relevant factors. However, the department
has experienced much difficulty in assigning a
compensation value to securities that have no
market, since such securities are typically acquired
at little or no cost and, in the absence of any
market value to determine the economic benefit

received by the underwriter and related person, any
analysis of the compensation value of such
securities is necessarily highly subjective.

The Rule states in Subsection (¢)(5)(A)(1)
that, in exceptional and uvnusual circumstances,
upon good cause shown, the department or the com-
mittee may approve an arrangement providing for
the acquisition of securities or rights to acquire

securitics that are either different from the

securities being offered or do not have a bona fide
independent market.

Subsection (¢)(5)(A)(ii) originally proposed
to limit underwriter’s warrants received as under-
writing compensation in unit offerings to warrants
based only on the common siock component of the
public units, exclusive of the common stock under-
lying any warrants in the public units. This
provision would have prohibited underwriters from
receiving a so-called "unit purchase option™” permit-
ling the member to receive a warrant for the pur-
chase of the units sold to the public.

Many commenters on the Rule argued that, in
unit offerings, it should be considered fair and
reasonable for the underwriter to receive a unit pur-
chase option enabling the underwriter to purchase
units identical to the public’s. Therefore, Subsec-
tion (¢)(5)(A)(ii) was modified to state that, in unit
offerings, underwriters and related persons are per-
mitted to receive a unit purchase option provided
that the underwriter’s units are the same as the
public’s units, with the terms of the unit purchase
option being no more favorable than the terms of
the units received by the public; i.e., the exercise
price of the unit purchase option is equal to or
greater than the price paid by the public in the of-
fering, and the exercise price of any warrants for
additional securities contained within the unit pur-
chase option similarly is greater than or equal to
the exercise price of the public’s warrants. In
addition, the term of exercisability for any war-
rants contained in the unit purchase option must
be identical to the term of the public’s unit war-
rants.

Subsection (¢)(5)(B) describes the valuation
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of cheap stock deemed to be underwriting compen-
sation. Subsection (c)(5)(C) of the Rule contains
the warrant formula utilized by the department to
determine the value of options, warrants, or conver-
tible securities received as underwriting compensa-
tion. Both valuations are expressed as a percentage
of offering proceeds. Subsection (¢)(S)(D) allows
securities restricted from sale, transfer, assignment,
or hypothecation for a period longer than the re-
quired one year to receive a discounted compensa-
tion value to reflect the risk of an extended lock-up
period.

Subsection (¢)(6)(A) permits the department
to deem public offering terms and arrangements
unfair and unreasonable not only on the basis of
application of the Rule, but also for inconsistency
with other NASD rules. The list of unfair and un-
reasonable arrangements in Subsection (c)(6)(B)
includes a prohibition on any nonaccountable ex-
pense allowance in excess of 3 percent of offering
proceeds. The department has found that nonac-

countable expense allowances of up to 3 percent

usually are justified by members as belng reflec-

tive of actual out-of-pocket offering expenses.

Many commenters read this provision as outlawing
any expense allowance over 3 percent, but the Rule
allows expense reimbursements in excess of 3 per-
cent of offering proceeds if they are on an account-
able basis only. Accountable expenses may not
include general overhead, salaries, supplies, or
similar expenses incurred in the normal conduct of
business.

Subsection (¢)(6)(B)(iii) deems it an un-
reasonable arrangement for an underwriter to
receive commissions or reimbursements for expen-
ses prior to commencement of a public offering of
securities, except for the reimbursement of direct
out-of-pocket accountable expenses actually in-
curred by the underwriter and related persons in
preparation for the offering. A member may
receive an advance on such expenses provided that
the amount of the advance bears a reasonable
relationship to the actual amount of accountable
expenses anticipated to be incurred during the
registration period and prior to the effectiveness of
the offering.

Furthermore, the Rule clarifies that the pay-
ment of any compensation by an issuer or an af-
filiate to a member or pcrson associated with a
member in connection with an uncompleted public
offering is considered unfair and unreasonable.

50




The only permitted exceptions are for the reimbur-
sement of actual accountable out-of-pocket expen-
ses and the payment of compensation negotiated in
connection with a transaction that occurs in lieu of
the proposed offering.

A number of unfair and unreasonable arrange-
ments have been enumerated in Subsection
(c)(6)(B) of the Rule to clarify and codify policies
presently applied by the department. These include
a prohibition on:

® A right of first refusal with a duration of
more than five years from the effective date of the
offering.

® Warrants, options, or convertible securities
having a duration of more than five years or exer-
cisable below the public offering price.

m More than one demand registration rlght at
the issuer’s expense.

B A demand registration right with a duration
of more than five years from the effective date of
the offering.

t
tion of more than seven years fr

,: .
date of the offering.

B The receipt of any item of indeterminate
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B An overallotment option greater than 15
percent of the amount of sccurities being offered.

® The receipt of securities as underwriting
compensation in an amount greater than the Stock
Numerical Limitation, which limits the amount of
securities that can be received as underwriting com-
pensation to 10 percent of the securities sold to the
public.

The conditions relating to the receipt of war-
rant solicitation fees by members and associated
persons upon the exercise of warrants contained in
unit offerings are enumerated in Subsection
(c)(6)(B)(x). The Rule requires disclosure in the of-
fering document of any arrangements to pay
solicitation fees if the arrangements are con-
templated or if any agreement exists as to such ar-
rangements at the time of the offering. If no
arrangements are contemplated or no arrangement
exists at the time of the offering, the disclosure of
any warrant solicitation fee must be made in the
prospectus or offering circular provided to security
holders at the time of exercise or conversion of
warrants.

Warrant solicitation fees may be received on
securities held in a discretionary account only
upon the written approval of the customer. Fees

paid within one year of the effective date of an of-
fering are included as underwriting compensation
in connection with the offering.

The prohibition currently contained in the In-
terpretation on the receipt by a member or persons
associated with a member of non-cash sales incen-
tive items has been incorporated into Subsection
(c)(6)(B)(xi) of the Rule.

Subsection (¢)(6)(B)(xii) deems it an unfair
and unreasonable arrangement for a member to par-
ticipate with an issuer in a public distribution of a
nonunderwritten issue of securities if the issuer
hires persons primarily for distributing or assisting
in the distribution of the issue, or for the purpose
of assisting in any way in connection with the offer-

lllé, \/AU\/FL to the extent that the issuer or those per-

sons associated with the issuer are in compliance
with applicable state law and the federal exemption
from registration as a broker-dealer.

Subsection (c)(7) clarifies and recodifies the
lock-up restrictions on securities deemed to be un-
derwriting compensation. Subsection (c)(7)(A){iii)
states that securities to be received by a member as
underwriting compensation shall be issued only to
a member participating in the offering or the bona
fide officers and partners thereof.

The Venture Capital Restrictions of the Inter-
pretation have been incorporated into Subsection
(c)(7)(C) of the Rule. The language has been up-
dated to clarify the terms of the 1 percent de mini-
mis exemption from the venture capital lock-up
provisions currently contained in the Interpretation.

Subsection (c)(8) concerns conflicts of inter-
est and governs members’ participation in public
offerings where more than 10 percent of the net of-
fering proceeds are intended to be paid to members
participating in the distribution of the offering, or
associated or affiliated persons of such members,
or members of the immediate family of such per-
sons. Such participation would be permitted only
in compliance with the provisions of this para-
graph, which may require the pricing opinion and
due diligence of a qualified independent under-
writer. In addition, all such offerings must disclose
the name of the member acting as qualified in-
dependent underwriter in the offering document.

Subsection (d): Power of the Board of Governors
Subsection (d) of the proposed Rule permits

the Board of Governors to adopt, alter, amend, sup-

plement, or modify the filing requirements under
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Subsection (b) without prior membership
approval.

Code of Procedure

No comments were received on the Code of
Procedure for Corporate Financing and Direct Par-
ticipation Program Matters, which codifies the
present informal procedures for requesting review
of NASD determinations in connection with the
review of public offerings. Only a member ag-
grieved by a determination of the N ASD may make
application for review of the staff’s determination
to a hearing committee of a national standing com-
mittee of the Board of Governors. The Code also
specifies that an appeal of a hearing committee’s
determination must be requested within 15 busi-
ness days following the hearing committee’s writ-
ten determination. Determinations of hearing
committees or standing committees are advisory in
nature, and a finding of a violation of any rule, in-
terpretation, or policy shall be made only by a Dis-
{rict Business Conduct Committee pursuant to the
Code of Procedure.

Rather than being included in the Corpo
Financing Rule, the Code of Procedure for C
porate Financing and Direct Participation Program
Matters will be moved to the NASD’s Code of Pro—
cedure. Amendments to the Code of Procedure do
not require a membership vote. Nevertheless, the
text of the amendment follows the text of the Rule.

REQUEST FOR VOTE

Following is the complete text of the
proposed Corporate Financing Rule. The Rule,
which would replace the Corporate Financing Inter
pretation, is important and merits members’ imme-
diate attention. Prior to becoming effective, the
Rule must be approved by the NASD membership
and thereafter by the SEC.

The NASD Board of Governors believes this
amendment to the Rules of Fair Practice to be
necessary and appropriate and recommends that
members vote their approval. Please mark the at-
tached ballot according to your convictions and
return it in the enclosed, stamped envelope to The
Corporation Trust Company. Ballots must be
postmarkcd no later than April 5, 1990.

Questions concerning this notice may be
directed to Richard J. Fortwengler, Assistant Direc-
tor, NASD Corporate Financing Department, at
(202) 728-8238.

rate

L

[Note: All language is new and replaces in its en-
tirety the current Interpretation of the Board of
Govermnors — Review of Corporate Financing,
Article 111, Section 1 of the Rules of Fair Practice
(NASD Manual, 2151.02 at pages 2023-2036)].

Underwriting Terms and Arrangements

Sec.
(a) Definitions

For purposes of this Section, the following
terms shall have the meanings stated below. The
definitions in Schedule E to the By-Laws are incor-
porated herein by reference.

(1) gross dollar amount of the offering —
public offering price of all securities offered to the
public and securities included in any overallotment
option, the registration price of securities to be
paid to the underwriter and related persons, and the
registration price of any securities underlying other

cecurities:
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(2) issuer — the issuer of the securities offered
to the pubhc any gelhnc QP(‘IH‘H‘V holders offerlnz

securities to the public, any afﬁhate of the issuer

or selling sccurity holder, and the officers or

general partners, directors, employees and securlty
holders thercof;

(3) net offering proceeds — offering proceeds
less all expenses of issuance and distribution;

(4) offering proceeds — public offering price
of all securities offered to the public, not including
securities subject to any overallotment option,
securities to be received by the underwriter and re-
lated persons, or securities underlying other
securities;

(5) participation or participating in a public
offering — participation in the preparation of the
offering or other documents, participation in the
distribution of the offering on an underwritten, non-
underwritten, or any other basis, furnishing of cus-
tomer and/or broker lists for solicitation, or
participation in any advisory or consulting capacity
to the issuer related to the offering, but not the
preparation of an appraisal in a savings and loan
conversion or a bank offering or the preparation of
a fairness opinion pursuant to Rule 13e-3; and

(6) underwriter and related persons — in-
cludes underwriters, underwriter’s counsel, finan-
cial consultants and advisors, finders, members of
the selling or distribution group, any member par-
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ticipating in the public offering, and any and all
other persons associated with or related to and
members of the immediate family of any of the
aforementioned persons.
(b) Filing Requirements
(1) General
No member or person associated with a mem-

ber shall participate in any manner in any public of-

fering of securities subject to this Section,
Schedule E to the By-Laws, or Article 111, Section
34 of the Rules of Fair Practice unless documents
and information as specified herein rclating to the
offering have been filed with and reviewed by the
NASD.
(2) Means of Filing
Documents or information required by this rule
to be filed with the NASD shall be considered to
be filed only upon receipt by its Corporate Financ-
ing Department at the Executive Office located at
1735 K Street, N.W., Washington, D.C. 20006.
(3) Confidential Treatment
The NASD shall accord confidential treatment
to all documents and information filed pursuant to
this Section and shall utilize such documents and
information solely for the purpose of review to
determine compliance with the provisions of ap-
plicable NASD rules and regulations or for other
regulatory purposes deemed appropriate by the
NASD.
(4) Requirement for Filing
(A) Unless filed by the issuer, the managing
underwriter, or another member, a member
that anticipates participating in a public of-
fering of securities subject to this Section
shall file with the NASD the documents and
information with respect to the offering
specified in paragraphs (5) and (6) below no
later than one business day after the filing of
any of such documents: (i) with the
Securities and Exchange Commission; (ii)
with the state securities commission; (iii)
with any other regulatory authority; or (iv) if
not filed with any regulatory authority, at
least fifteen (15) business days prior to the
anticipated offering date.
(B) No offering of securities subject to this
Section shall commence unless:
(i) the documents and information
specified in paragraphs (5) and (6) below
have been filed with and reviewed by the
NASD, and the NASD has provided an

opinion that it has no objections to the
proposed underwriting and other terms
and arrangements. If the NASD’s opinion
states that the proposed underwriting and
other terms and arrangements are unfair
and unreasonable, the member may file
modifications to the proposed underwrit-
ing and other terms and arrangements for
further review.
(C) Any member acting as a managing under-
writer or a similar capacity that has been in-
formed of an opinion by the NASD, or a
determination by the appropriate standing
committee of the Board of Governors, that
the proposed underwriting terms and arran-
gements of a proposed offering are unfair or
unreasonable, and the proposed terms and ar-
rangements have not been modified to con-
form to the standards of faimess and
reasonableness, shall notify all othcr mem-
bers proposing to participate in the offering
of that opinion or determination at a time
sufficiently prior to the effective date of the
offering or the commencement of sales SO
the other members will have an opportunity
as a result of specific notice to comply with
their obligation not to participate in any way
in the distribution of a public offering con-
taining arrangements, terms and conditions
which are unfair or unreasonable.

(5) Documents to be Filed

The following documents relating to all
proposed public offerings of securities shall be
filed for review:

(A) Five (5) copies of the registration state-
ment, offering circular, offering memoran-
dum, notification of filing, notice of
intention, application for conversion and/or
any other document used to offer securities
to the public;

(B) Three (3) copies of any proposed under-
writing agreement, agreement among under-
writers, selected dealers agreement, agency
agreement, purchase agreement, letter of in-
tent, consulting agreement, partmership
agreement, underwriter’s warrant agree-
ment, escrow agreement, and any other docu-
ment which describes the underwriting or
other arrangements in connection with or re-
lated to the distribution, and the terms and
conditions relating thereto; and any other
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information or documents which may be
material to or part of the said arrangements,
terms and conditions and which may have a
bearing on the NASD’s review;

(C) Five (5) copies of each pre- and post-
effective amendment to the registration state-
ment or other offering document, one copy
marked to show changes; and three (3)
copies of any other amended document pre-
viously filed pursuant to subparagraphs (A)
and (B) above, one copy marked to show

chanoeg: and
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(D) Three (3) copies of the final registration
statement declared effective by the
Securities and Exchange Commission or
equivalent final offcring document and a list
of the members of the underwriting syndi-
cate, if not indicated therein, and one (1)
copy of the executed form of the final under-
writing documents and any other document
submitted to the NASD for review.
(6) Information Required to be Filed
Any person filing documents pursuant to para-
graph (4) above shall provide the following infor-
mation with respect to the offering:
(A) an estimate of the maximum public of-
fering price;
(B) an estimate of the maximum underwrit-
ing discount or commission; maximum reim-
bursement of underwriter’s expenses, and
underwriter’s counsel’s fees (except for
reimbursement of "blue sky" fees); maxi-
mum financial consulting and/or advisory
fees to the underwriter and related persons;
maximum finder’s fees; and a statement of
any other type and amount of compensation
which may accrue to the underwriter and re-
lated persons;
(C) a statement of the association or affilia-
tion with any member of any officer, direc-
tor or securityholder of the issuer in an
initial public offering of equity securities,
and with respect Lo any other offering pro-
vide such information with respect to any of-
ficer, director or securityholder of 5% or
more of any class of the issuer’s securities,
to include:
(i) the identity of the person,
(ii) the identity of the member and
whether such member is participating in
any capacity in the public offering, and

(iil) the number of equity securities or the
face value of debt securities owned by
such person, the date such securities were
acquired, and the price paid for such
securities;
(D) a statement addressing the factors in sub-
paragraphs (c)(4)(C) and (D), where ap-
plicable;
(E) a detailed explanation of any other arran-
gement entered into during the 12-month
period immediately preceding the filing of
the offering, which arrangement provides
for the receipt of any item of value and/or
the transfer of any warrants, options, or
other securities from the issuer to the under-
writer and related persons; and
(F) any person filing documents pursuant to
paragraph (5) above shall file with the
NASD written notice that the offering has
been declared effective or approved by the
Securities and Exchange Commission or
other agency no later than one business day
following such declaration or approval or
that the offering has been withdrawn or aban-
doned within three business days following
the withdrawal or decision to abandon the of-
fering.
(7) Offerings Exempt From Filing
Notwithstanding the provisions of paragraph (1)
above, documents and information related to the
following public offerings need not be filed with
the NASD for review, unless subject to the
provisions of Schedule E to the By-Laws. How-
ever, it shall be deemed a violation of this Section
or Article III, Section 34 of these Rules of Fair
Practice, for a member to participate in any way in
such public offerings if the underwriting or other
arrangements in connection with the offering are
not in compliance with this Section or Section 34,
as applicabie: '
(A) securities offered by a corporate, foreign
government or foreign government agency
issucr which has unsecured non-convertible
debt with a term of issue of at least four (4)
years, or unsecured non-convertible
preferred securities, rated by a nationally
recognized statistical rating organization in
one of its four (4) highest generic rating
categories, except that the initial public of-
fering of the equity of an issuer is required
to be filed;
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nationally recognized statistical rating
organization in one of its four (4) highest
generic rating categories;
(C) securities registered with the Securities
and Exchange Commission on registration
statement Form S-3 or F-3 and offered pur-
suant to Rule 415 adopted under the
Securities Act of 1933, as amended;
(D) securities offered pursuant to a redemp-
tion standby "firm commitment" underwrit-
ing arrangement registered with the
Securities and Exchange Commission on
Form S-3; and
(E) financing instrument-backed securities
which are rated by a nationally recognized
statistical rating organization in one of its
four (4) highest generic rating categories.
(8) Exempt Offerings
Notwithstanding the provisions of paragraph (1)
ahove, the following offerings are exempt from
this Section, Schedule E to the By-Laws, and Ar-
ticle III, Section 34 of the Rules of Fair Practice.

Documents and information relating to the follow-
ine offerineos need not be filed for review:

iy UILUILLED UG UL UL a0 AL 2

(A) securities exempt from registration with
the Securities and Exchange Commission
pursuant to the provisions of Sections 4(1),
4(2) or 4(6) of the Securities Act of 1933, as
amended, or pursuant to Rule 504 (unless
considered a public offering in the states
where offered), Rule 505 or Rule 506
adopted under the Securities Act of 1933, as
amended;

(B) securities which are defined as "exempt
securities” in Section 3(a)(12) of the
Securities Exchange Act of 1934, as
amended;

(C) securities of investment companies
registered under the Investment Company
Act of 1940, as amended, except securities
of a management company defined as
"closed-end company" in Section 5(a)(2) of
that Act;

(D) variable contracts as defined in Article
III, Section 29(b)(1) of the Rules of Fair
Practice;

(E) offerings of municipal securities as
defined in Section 3(a)(29) of the Securities
Exchange Act of 1934, as amended;

(F) tender offers made pursuant to Regula-
tion 14D adopted under the Securities Ex-
change Act of 1934, as amended; and

(G) securities issued pursuant to a competi-
tively bid underwriting arrangement meeting
the requirements of the Public Utility Hold-
ing Company Act of 1935, as amended.

(9) Offerings Required to be Filed

Documents and information relating to all other
public offerings including, but not limited to, the
following must be filed with the NASD for review:

(A) direct participation programs as defined
in Articie III, Section 34(d)(2) of the Ruies
of Fair Practice;

(B) mortgage and real estate investment
trusts;

(C) rights offerings;

(D) securities exempt from registration with
the Securities and Exchange Commission
pursuant to Section 3(a)(11) of the Securities
Act of 1933, as amended, which is con-
sidered a public offering in the state where
offered;

(E) securities exempt from registration with
the Securities and Exchange Commission
pursuant to Rule 504 adopted under the
Securities Act of 1933, as amended, which is
considered a public offering in the states
where offered;

(F) securities offered by a bank, savings and
loan association, church or other charitable
institution, or common carrier even though
such offering may be exempt from registra-
tion with the Securities and Exchange Com-
mission;

(G) securities offered pursuant to Regulation
A or Regulation B adopted under the
Securities Act of 1933, as amended; and

(H) any offerings of a similar nature that are
not exempt under paragraphs (7) or (8) of
this Subsection.

(10) Filing Fees

(A) The initial documents relating to any of-
fering filed with the NASD pursuant to this
Section shall be accompanied by a filing fee
equal to $500 plus .01% of the gross dollar
amount of the offering, not to exceed a fee
of $30,500. The amount of filing fee may be
rounded to the nearest dolar.

(B) Amendments to the initially filed docu-
ments which incrcase the number of
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securities being offered shall be accom-

panied by an additional amount of filing fee
equal to .01% of the increase in the amended
gross dollar amount of the offering, not to
exceed $30,500 when aggregated with all
fees previously paid.
(C) Filing fees shall be paid only in the form
of check or money order payable to the Na-
tional Association of Securities Dealers, Inc.
(D) The provisions of Rule 457 adopted
under the Securities Act of 1933, as
amended. shall govern the computation of
filing fees for all offerings filed pursuant 1o
this Section, including intrastate offerings,
to the extent the terms of Rule 457 are not in-
consistent with subparagraphs (10)(A), (B)
or (C) above.

(c) Underwriting Compensation and Arrange-

ments

(1) General

No member or person associated with a member

shall participate in any manncr in any public offer-
ing of securities in which the underwriting or other
terms or arrangements in connection with or relat-
ing to the distribution of the securities, or the terms
and conditions related thereto, are unfair or un-
rcasonable.

(2) Amount of Underwriting Compensation
(A) No member or person associated with a
member shall receive an amount of under-
writing compensation in connection with a
public offering which is unfair or un-
reasonable and no member or person as-
sociated with a member shall underwrite or
participate in a public offering of securities
if the underwriting compensation in connec-
tion with the public offering is unfair or un-
reasonable.

(B) For purposes of determining the amount
of underwriting compensation, all items of
value received or to be received from any
source by the underwriter and related per-
sons which are deemed to be in connection
with or related to the distribution of the
public offering as determined pursuant to
paragraphs (c)(3) and (c)(4) below shall be
included.

(C) All items of underwriting compensation
shall be disclosed in the section on undcr-
writing or distribution arrangements in the
prospectus or similar document and, if the

1g com cludes items

of compensation in add1t1on to the commis-
sion or discount disclosed on the cover page
of the prospectus or similar document, a
footnote to the offcring proceeds table on
the cover page of the prospectus or similar
document shall include a cross-reference to
the section on underwriting or distribution
arrangements.
(D) For purposes of determining the current-
ly effective guideline on the maximum
amount of underwriting compensation con-
sidered fair and reasonable, the following
factors, as well as any other relevant factors
and circumstances, shall be taken into con-
sideration:

(i) the offering proceeds;

(ii) the amount of risk assumed by the un-

derwriter and related persons, which is

determined by (a) whether the offering 1s

being underwritten on a "firm commit-

ment" or "best efforts" basis and (b)

whether the offering is an initial or secon-

dary offering; and

(m) the type of securities being offered.
(E) The maximum amount of compensation
(stated as a percentage of the dollar amount
of the offering proceeds) which is con-
sidered fair and reasonable generally will
vary directly with the amount of risk to be
assumed by the underwriter and related per-
sons and inversely with the dollar amount of
the offering proceeds.

(3) Items of Compensation

(A) For purposes of determining the amount
of underwriting compensation received or to
be received by the underwriter and related
persons pursuant to paragraph (c)(2) above,
the following items and all other items of
value received or to be received by the un-
derwriter and related persons in connection
with or related to the distribution of the of-
fering, as determined pursuant to paragraph
(¢)(4) below shall be included:

(i) discount or commission;

(i) reimbursement of expenses to or on

behalf of the underwriter and related per-

SOnS;

(iii) fees and expenses of underwriter’s

counsel (except for reimbursement of

"blue sky" fees);

compensation
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\iv') finder’s fees;

(v) wholesaler’s fees;

(vi) financial consulling and advisory
fees, whether in the form of cash,
securities, or any other item of value;

(vii) stock, options, warrants, and other
securities, including securities received as
underwriting compensation, for example:
(a) in connection with a private placement
of securities for the issuer; (b) for provid-
ing or arranging bridge financing for the
issuer; (c) as a finder’s fee; (d) for con-
sulting services to the issuer; and (e)
securities purchased in a private place-
ment made by the issuer;

(viii) special sales incentive items in com-
pliance with subparagraph (¢)(6)(B)(xi);
(ix) any right of first refusal provided to
the underwriter and related persons to un-
derwrite or participate in future offerings
by the issuer, which will have a compensa-

tion value of 1% of the offering proceeds

or that dollar amount contractually agreed

a saminr and mndarwrito
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the right of first refusal;
(x) compensation to be received by the un-
derwriter and related persons or by any
person nominated by the underwriter as
an advisor to the issuer’s board of direc-
tors in excess of that received by other
members of the board of directors;
(xi) commissions, expense reimburse-
ments, or other compensation to be
received by the underwriter and related
persons as a result of the exercise or con-
version within twelve (12) months follow-
ing the effective date of the offering of
warrants, options, convertible securities,
or similar securities distributed as part of
the offering;
(xii) fees of a qualified independent under-
writer; and
(xiii) compensation, including expense
reimbursements, paid in the six (6)
months prior to the initial or amended
filing of the prospectus or similar docu-
ments to any member or person as-
sociated with a member for a public
offering that was not completed.
(B) Expenses customarily borne by an is-
suer, such as printing costs; SEC, "blue sky”
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{fees; and accountant s fees shall be ex-
cluded from underwriter’s compensation
whether or not paid through an underwriter.

(4) Determination of Whether Compensation
Is Received in Connection With the Offering

(A) All items of value received or to be
received by the underwriter and related per-
sons during the twelve (12) month period im-
mediately preceding the filing of the
registration statement or similar document,
and at the time of and subsequent to the
public offering, will be examined to deter-
mine whether such items of value are under-
writing compensation in connection with the
offering and, if received during the six (6)
month period immediately preceding the
filing of the registration statement or similar
document, will be presumed to be underwrit-
ing compensation received in connection
with the offering, provided, however, that
such presumption may be rebutted on the
basis of 1nformat10n satisfactory to the
NASD to support a finding that the receipt

As22 10 SUPPOIt 4 TGN a1

of an item is not in connection with the offer-

ing and shall not include cash discounts or

commissions received in connection with a
prior distribution of the issuer’s securities.
(B) Items of value received by an under-
writer and related person more than twelve
(12) months immediately preceding the date
of filing of the registration statement or
similar document will be presumed not to be
underwriting compensation. However, items
received prior to such twelve (12) month
period may be included as underwriting com-
pensation on the basis of information to sup-
port a finding that receipt of the item is in
connection with the offering.
(C) For purposes of determining whether
any item of value received or to be received
by the underwriter and related persons is in
connection with or related to the distribution
of the public offering, the following factors,
as'well as any other relevant factors and cir-
cumstances, shall be considered:
(i) the length of time between the date of
filing of the registration statement or
similar document and (a) the date of the
receipt of the item of value, (b) the date
of any contractual agreement for services
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for which the item of value was or is to be
received, and (c) the date the performance
of the service commenced, with a shorter
period of time tending to indicate that the
item is received in connection with the of-
fering;
(i) the details of the services provided or
to be provided for which the item of value
was or is to be received;
(iii) the relationship between the services
provided or to be provided for which the
item of value was or is to be received and
(a) the nature of the item of value, (b) the
compensation value of the item, and (c)
the proposed public offering;
(iv) the presence or ahgence of arm’s-
length bargaining or the existence of any
affiliate relationship between the issuer
and the recipient of the item of value,
with the absence of arm’s-length bargain-
ing or the presence of any affiliation tend-
ing to indicate that ihe item of value is
received in connection with the offering.
(D) For purposes of determining whether
securities received or to be received by the
underwriter and related persons are in con-
nection with or related to the distribution of
the public offering, the factors in sub-
paragraph (C) above and the following fac-
tors shall be considered:
(i) any disparity between the price paid
and the offering price or the market price,
if a bona fide independent market exists
at the time of acquisition, with a greater
disparity tending to indicate that the
securities constitute compensation;
(ii) the amount of risk assumed by the
recipient of the securities, as determined
by (a) the restrictions on exercise and
resale; (b) the nature of the securities
(e.g., warrant, stock, or debt); and (c¢) the

amount of securities, with a larger amount

of readily marketable securities without
restrictions on resale or a warrant for
securities tending to indicate that the
securities constitute compensation; and
(iii) the relationship of the receipt of the
securities to purchases by unrelated pur-
chasers on similar terms at approximately
the same time with an absence of similar
purchases tending to indicate that the

sccuritics constitute compensaftion.

(E) Notwithstanding the provisions of sub-
paragraph (3)(A)(vi) above, financial con-
sulting and advisory fees may be excluded
from underwriting compensation upon a
finding by the NASD, on the basis of infor-
mation satisfactory to it, that an ongoing
relationship between the issuer and the un-
derwriter and related person has been estab-
lished at least twelve (12) months prior to
the filing of the registration statement or
similar document or that the relationship, if
established subsequent to that time, was not
entered into in connection with the offering,
and that actual services have been or will be
rendered which were not or will not be in
connection with or related to the offering.
(5) Valuation of Non-Cash Compensation
For purposes of determining the value to be as-
signed to securities received as underwriting com-

pensation, the following criteria and procedures

shall be applied:

(A) No underwriter and related person may
cceive a security or a warrant for a security
as compensation in connection with the dis-

tribution of a public affering that is different

d PUULIV UiiTiilig wiidl 25 W22 202

than the security to be offered to the public
unless the security received as compensation
has a bona fide independent market,
provided, however, that
(i) in exceptional and unusual circumstan-
ces, upon good cause shown, such arran-
gement may be permitted by the NASD;
and
(ii) in an offering of units, the underwriter
and related persons may only receive a
warrant for the unit offered to the public
where the unit is the same as the public
unit and the terms are no more favorable
than the terms of the public unit.
(B) securities that are not options, warrants
or convertible securities shall be valued on
the basis of:
(i) the difference between the per security
cost and either the market price per
security on the date of acquisition, where
a bona fide independent market exists for
the security, or the proposed (and actual)
public offering price per security;
(ii) multiplied by the number of securities
received or to be reccived as underwriting
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compensation;
(iii) divided by the offering proceeds; and
(iv) multiplied by one hundred (100).
(C) options, warrants or convertible
securities, shall be valued on the basis of the
following formula:
(i) the proposed (and actual) public offer-
ing price per security multiplied by .65
(65%);
(ii) minus the difference between the con-
version price per security and either the
market price per security on the date of ac-
quisition, where a bona fide independent
market exists for the security, or the
proposed (and actual) public offering

price per security;

(iii) divided by two (2);

(iv) multiplied by the number of conver-

tible securities received or to be received

as underwriting compensation;

(v) less the total price paid for the

securliies;

(vi) divided by the offering proceeds; and

(vii) multiplied by one hundred (100).
(D) alower value equal to 80% and 60% of
the value calculation shall be assigned if
securities and, where relevant, underlying
securities, are or will be restricted from sale,
transfer, assignment or other disposition for
a period of one and two years, respectively,
beyond the one-year period of restriction re-
quired by subparagraph (c)(7)(A)(D).

(6) Unreasonable Terms and Arrangements

(A) No member or person associated with a
member shall participate in any manner in a
public offering of securities after any arran-
gement proposed in connection with the
public offering, or the terms and conditions
relating thereto, has been determined to be
unfair or unreasonable pursuant to this Sec-
tion or inconsistent with any By-Law or any
Rule of Fair Practice, or other rule or regula-
tion, of the NASD.
(B) Without limiting the foregoing, the fol-
lowing terms and arrangements, when pro-
posed in connection with the distribution of
a public offering of securities, shall be un-
fair and unreasonable:

(i) any accountable expense allowance

granted by an issuer to the underwriter

and related persons which includes pay-

plies, or similar expenses of the under-
writer incurred in the normal conduct of
business;

(ii) any non-accountable expense al-
lowance in excess of three (3) percent;
(iii) any payment of commissions or reim-
bursement of expenses directly or indirect-
ly to the underwriter and related persons
prior to commencement of the public sale
of the securities being offered, except a
reasonable advance against out-of-pocket
accountable expenses actually anticipated
to be incurred by the underwriter and re-
lated persons, which advance is reim-
bursed to the issuer to the extent not
actually incurred;

(iv) the payment of any compensation by
an issuer to a member Or person as-
sociated with a member in connection

with an offering of securities which is not

mmplefm‘ appnrd;no to the terms of agree-

ment between the issuer and underwriter,

o . A
cxcept those negotiated and paid in con-

nection with a transaction that occurs in
lieu of the proposed offering as a result of
the efforts of the underwriter and related
persons and provided, however, that the
reimbursement of out-of-pocket account-
able expenses actually incurred by the
member or person associated with a
member shall not be presumed to be un-
fair or unreasonable under normal cir-
cumstances;
(v) any right of first refusal regarding fu-
ture public offerings, private placements
or other financings which has a duration
of more than five (5) years from the effec-
tive date of the offering;
(vi) the receipt by the underwriter and re-
lated persons of underwriting compensa-
tion consisting of any option, warrant or
convertible security which:
(1) is exercisable or convertible more
than five (5) years from the effective
date of the offering;
(2) is exercisable or convertible at a
price below either the public offering
price of the underlying sccurity or, if a
bona fide independent market exists for
the security or the underlying security,
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the market price at the time of receipt;
(3) is not in compliance with sub-
paragraph (c)(5)(A) above;
(4) has more than one demand registra-
tion right at the issuer’s expense;
(5) has a demand registration right with
a duration of more than five (5) years
from the effective date of the offering;
(6) has a piggyback registration right
with a duration of more than seven (7)
years from the effective date of the of-
fering; or
(7) is convertible or exercisable or
otherwise is on terms more favorable
than the terms of the securities being
offered to the public;
(vii) the receipt by the underwriter and re-
lated persons of any item of compensation
for which a value cannot be determined at
the time of the offering;
(viii) when proposed in connection with
the distribution of a public offering of
securities on a "firm commitment” basis,
any overallotment option providing for
the overallotment of more than fifteen
(15) percent of the amount of securities
being offered, computed excluding any
securities offered pursuant to the overal-
lotment option;
(ix) Stock Numerical Limitation — the
receipt by the underwriter and related per-
sons of securities which constitute under-
writing compensation in an aggregate
amount greater than 10% of the number
or dollar amount of securities being of-
fered to the public, which is calculated to
exclude:
(1) any securities deemed to constitute
underwriting compensation;
(2) any securities issued or to be issued
pursuant to an overallotment option;
(3) in the case of a "best efforts" offer-
ing, any securities not actually sold; and
(4) any securities underlying warrants,
options, or convertible securities which
are part of the proposed offering, €x-
cept where acquired as part of a unit;
(x) the receipt by a member or person as-
sociated with a member, pursuant to an
agreement entered into at any time before
or after the effective date of a public offer-

ing of warrants, options, convertible
securities or units containing such
securities, of any compensation or ex-
pense reimbursement in connection with
the exercise or conversion of any such
warrant, option, or convertible security in
any of the following circumstances:
(1) the market price of the security into
which the warrant, option, or conver-
tible security is exercisable or conver-
tible is lower than the exercise or

I\I‘\“(YD"(“ 1 -
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(2) the warrant, option, or convertible
security is held in a discretionary ac-
count at the time of exercise or conver-
sion, except where prior specific
written approval for exercise or conver-
sion is received from the customer;
(3) the arrangements whereby compen-
sation is to be paid are not disclosed (a)
in the prospectus or offering circular
by which the warrants, options, or con-
vertible securities are offered to the
public, if such arrangements are con-
templated or any agreement exists as t0
such arrangements at that time, and (b)
in the prospectus or offering circular
provided to securityholders at the time
of exercise or conversion; or
(4) the exercise or conversion of the
warrants, options or convertible
securities is not solicited by the under-
writer or related person, provided how
ever, that any request for exercise or
conversion will be presumed to be un-
solicited unless the customer states in
writing that the transaction was
solicited and designates in writing the
broker/dealer to receive compensation
for the exercise or conversion;
(xi) for a member or person associated
with a member to accept, directly or in-
directly, any non-cash sales incentive
item including, but not limited to, travel
bonuses, prizes and awards, from an is-
suer or an affiliate thereof in excess of
$50 per person per issuer annually. Not-
withstanding the foregoing, a member
may provide non-cash sales incentive
items to its associated persons provided
that no issuer, or an affiliate thereof,

d
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including specifically an affiliate of the
member, directly or indirectly participates
in or contributes to providing
such non-cash sales incentive; or
(xii) for a member to participate with an
issuer in the public distribution of a non-
underwritten issue of securities if the is-
suer hires persons primarily for the pur-
pose of distributing or assisting in the
distribution of the issue, or for the pur-
pose of assisting in any way in connection
with the underwriting, except to the ex-
tent in compliance with 17 C.ER.
240.3a4-1 and applicable state law.
(C) In the event that the underwriter and re-
lated persons receive securities deemed to
be underwriting compensation in an amount
constituting unfair and unreasonable com-
pensation pursuant to the Stock Numerical
Limitation in subparagraph (B)(ix) above,
the recipient shall return any excess

sec cnrities to

the i issuer o m
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(7) Restrictions on Securities

(A) No member or person associated with a
member shall participate in any public offer-
ing which does not comply with the follow-
ing requirements:
(i) securities deecmed to be underwriting
compensation shall not be sold, trans-
ferred, assigned, pledged or hypothecated
by any person, except as provided in sub-
paragraph (B) below, for a period of one
year following the effective date of the of-
fering for which the securities were
received. However, securities deemed to
be underwriting compensation may be
transferred to any member participating in
the offering and the bona fide officers or
partners thereof and securities which are
convertible into other types of securities
or which may be exercised for the pur-
chase of other securities may be so trans-
ferred, converted or exercised if all
securities so transferred or received
remain subject to the restrictions
specified herein for the remainder of the
initially applicable time period;

\u) certifica

representing securities restricted pursuant
to subparagraph (A)(i) above shall bear
an appropriate legend describing the
restriction and stating the time period for
which the restriction is operative; and
(iii) securities to be received by a member
as underwriting compensation shall only
be issued to a member participating in the
offering and the bona fide officers or
partners thereof.
(B) The provisions of subparagraph (A)
notwithstanding, the transfer of any security
by operation of law or by reason of reor-
ganization of the issuer shall not be
prohibited.
(C) Venture Capital Restrictions — When a
member participates in the initial public of-
fering of an issuer’s securities, such member
or any officer, director, general partner, con-
trolling shareholder or subsidiary of the
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member or °"h51dla"y of such nnnfrn]hng

shareholder or a member of the immediate

family nfa h 1
family of such persons, who beneficially

OWwnSs any securities of said issuer at the time
of uuug of the offeri ing, shall not sell such
securities during the offering or sell, trans-
fer, assign or hypothecate such securities for
ninety (90) days following the effective date
of the offering unless:
(i) the price at which the issue is to be dis-
tributed to the public is established at a
price no higher than that recommended by
a qualified independent underwriter who
does not beneficially own 5% or more of
the outstanding voting securities of the is-
suer, who shall also participate in the
preparation of the registration statement
and the prospectus, offering circular, or
similar document and who shall exercise
the usual standards of "due diligence" in
respect thereto; or
(ii) the aggregate amount of such
securities held by such member and its re-
lated persons enumerated above would
not exceed 1% of the securities being of-
fered.

(8) Conlflicts of Interest

(A) Proceeds Directed to a Member — No
member shall participate in a public offering
of an issuer’s securities where more than ten
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(10) percent of the net offering proceeds, not
including underwriting compensation, are in-
tended to be paid to members participating
in the distribution of the offering or as-
sociated or affiliated persons of such mem-
bers, or members of the immediate family of
such persons, unless the price at which an
equity issue or the yield at which a debt
issue is to be distributed to the public is es-
tablished pursuant to Subsection 3(c) of
Schedule E to the By-Laws.
(i) All offerings included within the scope
of this paragraph (8) shall disclose in the
underwriting or plan of distribution scc-
tion of the registration statement, offering
circular or other similar document that the
offering is being made pursuant to the
provisions of this paragraph and, where
applicable, the name of the member ac-
ting as qualified independent underwriter,
and that such member is assuming the
responsibilities of acting as a qualified in-
dependent underwriter in pricing the offer-
ing and conducting due diligence.
(ii) The provisions of this paragraph (8)
shall not apply to:
(1) an offering otherwise subject to the
provisions of Schedule E to the By-
Laws;
(2) an offering of securities exempt
from registration with the Securities
and Exchange Commission under Sec-
tion 3(a)(4) of the Securities Act of
1933;
(3) an offering of a rcal estate invest-
ment trust as defined in Section 856 of
the Internal Revenue Code; or
(4) an offering of securities subject to
Article II, Section 34 of the Rules of
Fair Practice, unless the net offering
proceeds are intended to be paid to the
above persons for the purpose of repay-
ing loans, advances or other types of
financing utilized to acquire an interest
in a pre-existing company.
(d) Power of the Board of Governors
The Board of Governors shall have the power
to alter, amend, supplement or modify the
provisions of Subsection (b) of this Section from
time to time without recourse to the membership
for approval as would otherwise be required by

Article 1II of the By-Laws,

CODE OF PROCEDURE FOR
CORPORATE FINANCING AND DIRECT
PARTICIPATION PROGRAM MATTERS

(Note: The following provisions are not subject to
member vote.)

(1) Purpose

The purpose of this Code of Procedure is to pro-
vide a procedure for review of determinations by
the NASD’s staff regarding compliance with
NASD rules relating to corporate financing and
direct participation program matters by which any
member is aggrieved.

(2) Application by Aggrieved Member

Any member aggrieved by a determination
rendered pursuant to any rule or regulation of the
NASD relating to underwriting terms or arrange-
ments may make application for review of such
determination. In exceptional or unusual cir-
cumstances, a member may request conditionally
or unconditionally an exemption from such rules or
regulations. Apphcatlons for review will be ac-
cepted only with respect to offerings for which a
registration statement or similar document has
been filed with the appropriate federal or state
regulatory agency; provided, however, that a hear-
ing committee may waive the requirement for
filing prior to review upon a finding that such
review is appropriate under the circumstances.

(3) Application for Review

Any member making application for review pur-
suant to paragraph (2) above (hereinafter referred
to as "applicant”) shall request such review in writ-
ing and shall specify in reasonable detail the
source and nature of the aggrievement and the
relief requested. The applicant shall state whether a
hearing is requested and shall sign the written ap-
plication.

(4) Notice of Hearing

Any applicant shall have a right to a hearing
before a hearing committee constituted as provided
in paragraph (5) below. The hearing committee
may request a hearing on its own motion. A hear-
ing shall be scheduled as soon as practicable, at a
location determined by the hearing committee.
Written notice of the hearing shall be sent to the ap-
plicant stating the date, time, and location of the
hearing.
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(5) Hearing Committee and Procedure
(A) Any hearing shall be before an in-
dividual or individuals designated by the
NASD, who shall be current or past mem-
bers of the appropriate standing committee
of the Board of Governors, i.e., the "hearing
committee." Any applicant shall be entitled
to appear at, and participate in, the hearing,
to be represented by counsel, and to submit
any relevant testimony or evidence.
Representatives of the NASD shall be en-
titled to appear at, and participate in, the
hearing, to be represented by counsel, and to
submit any relevant testimony or evidence.
Upon agreement of the applicant, representa-
tives of the NASD, and the hearing commit-
tee, a hearing may be conducted by means
of a telephonic or other linkage which per-
mits all parties to participate simultaneously
in the proceeding.
(B) In the event that the applicant waives a
hearing before the appropriate hearing com-
mittee, the hearing committee shall review
the matter on the record before it. Any ap-
plicant and the NASD shall be entitled to

submit any relevant written testimony or
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evidence to the hearing committee.

(6) Requirement for Written Determination

The hearing committee shall render a determina-
tion as to all issucs which the committee finds to
be relevant as soon as practicable following con-
clusion of the hearing or, in cases in which a hear-
ing is not requested, completion of the committee’s
review of the record. The hearing committee may
determine whether the proposed underwriting or
other terms and arrangements in connection with
or relating to the distribution of the securities, or
the terms and conditions related thereto, taking
into consideration all elements of compensation
and all of the relevant surrounding factors and cir-
cumstances, are fair and reasonable and in com-
pliance with applicable rules and regulations. The
determination of the hearing committee shall be is-
sued in writing, and a copy shall be sent to each ap-
plicant.
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(A) Any member aggricved by a determina-
tion of a hearing committee shall have a
right to have that determination reviewed by
the appropriate standing committee of the
Board of Governors.

(B) Any member seeking a review of a deter-
mination of a hearing committee shall sub-
mit a written request for such review to the
NASD within fifteen (15) business days fol-
lowing issuance of the hearing committee’s
written determination. Any such member
shall submit with the written request for
review a written statement specifying the
portion of the hearing committee’s deter-
mination for which review is requested and
the relief sought. Any such member may sub-
mit written testimony or evidence for con-
sideration by the committee. Representatives
of the NASD may also submit written tes-
timony or evidence to the committee.

(C) Pursuant to a request rhﬂv made, the ap-

propriate standing committee of the Board

of Governors will review the determination
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of a hearing committee, giving consideration
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to all parts of the rccord which the Board

committee finds relevant. The Board com-
mittee shall render a determination as to all
issues which the committee finds to be
relevant. The determination of the Board
committee shall be issued in writing, and a
copy of the determination shall be sent to
each member requesting review.
(8) Nature of Determination
Any determination by a hearing committee or
standing committee shall constitute the opinion of
that committee as to compliance with applicable
NASD rules, interpretations or policies and shall
be advisory in nature only. Such determination
shall not be subject to review by the Board of
Governors. No such determination shall constitute
a finding of a violation of any rule, interpreta-
tion or policy. A finding of a violation shall be
made only by a District Business Conduct Commit-
tee.
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MAIL VOTE
Subject: Proposed Amendment Re: Disclosure of Payment for Order Flow Practices on

Customer Confirmations; Last Voting Date: April 5, 1990

EXECUTIVE SUMMARY

To improve disclosure of broker-dealer
compensation for order flow and to make the
disclosure more uniform, the NASD Board of
Governors approved a change to the NASD
Rules of Fair Practice on which members
are requested to vote. The change would
require specific language to appear in bold
typeface in a prominent location on each
applicable customer confirmation disclosing
the kind of compensation arrangements.
Prior to becoming effective, the change must

and Exchange Commission. The text of the
proposed change follows this notice.

be filed with and approved by the Securities

BACKGROUND AND EXPLANATION

In the past several months, the subject of
broker-dealer compensation for sending customer
orders to particular market makers has come under
scrutiny by the NASD and the Securities and Ex-
change Commission. In June 1989, the NASD is-
sued a questionnaire to market makers that, among
other things, requested information about their
"hard dollar" payment practices. In July 1989, the
SEC hosted the "Roundtable on Commission Dol-

lar and Payment For Order Flow Practices,” which
featured commentators from broker-dealers, self-
regulatory organizations, money managers, and
pension plan sponsors.

The NASD survey and SEC roundtable
showed that, although payment for order flow prac-
tices exist, they are generally well documented in
broker-dealer records and are generally disclosed
to customers with boiler-plate language on the
back of confirmations. In order to study the issue
further and to determine if any NASD regulatory
action were warranted, the NASD formed a special
subcommittee of the Trading Committee. The sub-
committee reviewed current compensation prac-
tices and found that, while disclosure to customers
was being made, the quality and method of dis-
closure varied from firm to firm.

In the interest of improving disclosure to
customers and making it more uniform, the sub-
committee recommended, and the NASD Board of
Governors approved, a change to the NASD Rules
ol Fair Practice, Article II1, Section 12, "Dis-
closure on Confirmations." The Board of Gover-
nors believes that payment for order flow practices
should be more specifically disclosed and high-
lighted on customer confirmations and that mem-
bers should again be reminded of their obligations
to assure best execution for customer trades




Disclosure of Compensation

Rule 10b-10 under the Securities Exchange
Act of 1934 prescribes information that a broker or
dealer must disclose to its customer on the confir-
mation form. The rule requires, among other
things, that the broker-dealer disclose whether addi-
tional remuneration has been or will be received in
connection with a transaction, and that the source
and amount of such payment be furnished to the
customer upon written request Under this rule,
therefore, payments received by a rctail firm from
a market maker in return for directing its order
flow to the market maker is considered additional
compensation and must be disclosed to the cus-
tomer. The NASD Board of Governors believes
that this disclosure must be more specifically
stated than is the current practice and that the fol-
lowing language must appear in bold typeface, in
a prominent location, on each customer confirma-
tion transaction that has been subject to a compen-
sation plan:

The firm may receive remuneration for
directing orders to a particular broker or
dealer, through which your transaction is ex-
ecuted. Such remuneration is considered com-
pensation to us and the source and amount of
any compensation will be disclosed upon request.

The Board believes that the proposed lan-
guage, appearing prominently in bold print on cus-
tomer confirmations, will more clearly disclose
these compensation arrangements. Therefore, it ap-
proved submitting the rule change to the SEC for
approval, pending membership vote on the change.

Best Execution

The Interpretation of the Board of Governors
on Execution of Retail Transactions,2 the "Best Ex-
ecution Interpretation,” requires that:

[i]n any transaction for or with a cus-
tomer, a member and persons associated
with a member shall . . . buyorsell...so
that the resultant price to the customer is

as favorable as possible nndpr revailin
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market conditions.

In accordance with longstanding NASD
policy, this requirement is particularly applicable
to situations in which firms direct their order flow
to a selected dealer. Although examinations by the
NASD indicate that firms that have entered into
agreements for payment for order flow are obtain-
ing the best execution of their customers’ transac-
tions, it is important for all firms to assure that
they continue to obtain the best execution of trades
subject to these arrangements. NASD examiners
will continue to review this area during on-site ex-
aminations to ensure ongoing compliance.

The NASD Board of Governors believes this
change to the Rules of Fair Practice is necessary
and appropriate and recommends that members
vote their approval. Please mark the attached ballot
according to your convictions and return it in the
enclosed, stamped envelope to The Corporation
Trust Company. Ballots must be postmarked no
later than April 5, 1990.

Questions or comments regarding this notice
may be directed to P. William Hotchkiss in the Sur-

veillance Department at (202) 728-8235.

PROPOSED AMENDMENT TO
ARTICLE III, SECTION 12,
NASD RULES OF FAIR PRACTICE

- (Note: New language is underlined)

Section 12 (b) A member that receives com-
pensation for sending customer orders to a par-
ticular market center or market maker must give or
send to each customer, at or before the completion
of each transaction, written notification disclosing,
in bold print:

The firm may receive remuneration for direct-
ing orders to a particular broker or dealer, through
which your transaction is executed. Such remunera-
tion is considered compensation to us and the
source and amount of any compensation will be dis-

closed upon request.

! Rule 10b-10(a)(7), 17 CFR §240.10b-10(a)(7).
2 NASD Manual (CCH) p. 2037.
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MAIL VOTE

Subject: Proposed Amendments to Article IlI, Sections 2 and 21(c) of the Rules of Fair
Practice Re: Customer Account Information; Last Voting Date: April 5, 1990

The NASD requests members to vote on
proposed amendments to Article Ill, Sections
2 and 21(c) of the Rules of Fair Practice
("Rules”) that would operate prospectively to
require NASD members to make reasonable
efforts to obtain certain information pertaining
to customer accounts. In the case of nonin-
stitutional accounts, the  proposed
amendment to Section 21(c) would require
NASD members to make reasonable efforts to
obtain the necessary additional information

prior to the settiement of the initial transaction

in the account, including discretionary and

corporate accounts. Existing requirements

regarding mstltutlonal accounts are retained,

and the new rule requires that the names of
any persons authorized to transact business
on behalf of the entities should be obtained, if
the customer is a corporatlon partnership, or
other legal entity.

The proposed amendment to Section 2
requires NASD members to make reasonable
efforts to obtain certain additional information
prior to the execution of a transaction recom-
mended to a noninstitutional customer. Both

proposed amendments exclude transactions’

and accounts when the investments are
limited to money market mutual funds. The
text of each proposed amendment follows this
notice. :

BACKGROUND AND SUMMARY OF
AMENDMENTS

Pursuant to Article 111, Section 21(c) of the

Rules, the accounts of all customers are required to
be maintained in such form and manner as to show
name; address; age; signatures of the introducing
representative and member, partner, officer, or
manager accepting the account for the member;

and a customer’s association with or employment
by another member. In discretionary accounts, the
customer’s occupation must be noted, along with
the signature of each person authorized to exercise
discretion in such account. When recommending to
a customer the purchase, sale, or exchange of any
security, Article III, Section 2 currently requires
that a member have reasonable grounds for believ-




ing that the recommendation is suitable for the cus-
tomer on the basis of any facts disclosed by the cus-
tomer as to his other security holdings, financial
situation, and needs.

The NASD Board of Governors believes that
these procedures should be strengthened to require
additional information on each account and that
sufficient information be obtained to permit the
member firm to make more informed determina-
tions about accounts and investment recommenda-
tions.

The Board therefore proposes to amend Sec-
tion 21(¢c) to require a member to make reasonable
cfforts to obtain, prior to the settlement of the ini-
{ial transaction in a noninstitutional customer ac-
count, the tax identification or Social Security
number of the customer and the occupation and
namc and address of the employer of each cus-
tomer for each account, in addition to the above-
listed information currently required to be
obtained. In addition, if the customer is a corpora-
tion, partnership, or other legal cntity, the member
also must obtain the names of any persons
authorized to transact business on behalf of such
entity. With respect to discretionary accounts, the
member would be required to obtain the signature
of each person authorized to exercise discretion in
the account and the date such discretion is granted.

Moreover, Section 2 is proposed to be
amended to provide that, prior to the execution of a
transaction recommended to a noninstitutional cus-
tomer, a member must make reasonable efforts to
obtain information concerning that customer’s
financial status, tax status, investment objectives,
and such other information used or considered to
be reasonable and necessary by the member or
registered representative in making recommenda-
tions to the customer.

The proposed amendments exclude transac-
tions and accounts in which investments are
limited to money market mutual funds.

The Board believes that the proposed amend-
ments to Article III, Sections 2 and 21(c) of the
Rules will provide extra protection for both cus-
tomers and firms. The requircment of "reasonable
effort,” can be met by prepared questionnaires for
customers to complete and return or by telephone
inquiry. It is not necessary to obtain a written state-
ment from a customer in each instance in order to
be in compliance with the rule.

The requirement of Section 21(c) that infor-

mation be obtained prior to the
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pr settlement of the in-
itial transaction and of Section 2 that information
be obtained prior to the execution of a transaction
recommended to a noninstitutional customer will
also allow some freedom in opening new accounts.
In addition, it may be advisable for members to
keep a record of efforts that they have made to ob-
tain a customer’s tax identification or Social
Security number, as required by Section 103.35,
Part 103 of Title 31 of the Code of Federal Regula-
tions adopted by the Treasury Department, effec-
tive June 1972.

COMMENTS RECEIVED

The proposed amendment to Article I, Sec-
tion 21(c) of the NASD Rules of Fair Practice was
published for comment in NASD Notice to Mem-
bers 88-91 (November 1988).* The NASD
received 10 comments on the proposed amendment.

One of the commenters unqualifiedly sup-
ported the proposal. The remaining nine com-
menters generally supported the proposal with
suggested modifications: five would prefer to
delete employment information requirements; two
suggested the deletion of tax-status information;
two questioned the need for time and date of ap-
proval information on discretionary orders; two
stated that discount broker-dealers should be ex-
empt from the proposed requirements; and two
questioned the application of the proposal to invest-
ment company securities accounts.

The Board considered these comments and
determined that the proposed requirements for addi-
tional account information would benefit the
public, were not onerous and, thus, no exemption
should be granted to either investment company
securities accounts or discount brokers. An exemp-
tion was provided, however, for transactions and
accounts in which investments are limited to
money market mutual funds. For similar rcasons,
the Board decided that the employment and tax
status information requirements were important

* The original proposal did not include an amend-
ment to Section 2. Rather, the amendment to Section 21(c)
originally proposed a subsection that encompassed infor-
mation to be obtained prior to a recommendation made to
a noninstitutional customer. After further discussion, the
Board concluded that, organizationally, the requirements
pertaining to recommendations to customers should be
contained in Section 2, rather than Section 21(c).
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issues that would not impose an undue burden on
members.

However, the Board did delete the require-
ment of time and date approval for each discretion-
ary order, substituting instead a requirement that a
record be kept of the date on which discretion was
granted for each account. The Board also extended
the definition of the term "institutional account” to
include registered investment advisers and entities
with total assets of at least $50 million. In addition,
the Board clarified the proposal to state that the
names of persons authorized to act on behalf of
partnerships and other legal entities, in addition to
corporations, should be obtained, and that this re-
quirement should apply to both institutional and
noninstitutional accounts.

The Board of Governors thus believes that the
proposed amendments to Article III, Sections 2 and
21(c) of the NASD Rules are necessary and ap-
propriate and recommends that members vote their
approval. Prior to becoming effective, the
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the Securities and Exchange Commission.

Please mark the enclosed ballot according to
your convictions and return it in the enclosed,
stamped envelope 1o The Corporation Trust Com-
pany. Ballots must be postmarked no later than
April 5, 1990.

Questions concerning this notice can be
directed to Deborah F. Mcllroy, Senior Attorney,
NASD Office of General Counsel, at (202)

728-8816.

PROPOSED AMENDMENT TO
ARTICLE III, SECTION 2 OF THE
NASD RULES OF FAIR PRACTICE

(Note: New language is underlined; deleted lan-
guage is in brackets).

Recommendation to Customers
Sec. 2.(a) In recommending to a customer the pur-
chase, sale or exchange of any security, a member
shall have reasonable grounds for believing that
the recommendation is suitable for such customer
upon the basis of the facts, if any, disclosed by
such customer as to his other security holdings and
as to his financial situation and needs.

(b)Prior to the execution of a transaction recom-
mended to a non-institutional customer, other than
transactions with customers where investments are
limited to money market mutual funds, a member
shall make reasonable efforts to obtain information

concerning:
(i) the customer’s financial status;
(ii) the customer’s tax status;
(1i1) the customer’s investment objectives; and

(iv) such other information used or con-
sidered to be reasonable and necessary by
such member or registered representative in
making recommendations to the customer.

PROPOSED AMENDMENT TO
ARTICLE II1, SECTION 21(c) OF THE

NACSTY DFTY ﬁﬂ ATEI T Fals ah Fal ol

NASD RULES OF FAIR PRACTICE

(Note: New language is underlined; deleted lan-
guage is in brackets).

Books and Records

Sec. 21.
% % %k %

(c) Each member shall maintain accounts of cus-
tomers in such form and manner 4as 1o show the fol-
lowing information: name, address, and whether
the customer is legally of age; the signature of the
registered representative introducing the account
and the signature of the member or the partner, of-
ficer, or manager accepting the account for the
member. If the customer is associated with or
employed by another member, this fact must be
noted. In discretionary accounts, the member shall
also record the age or approximate age and occupa-
tion of the customer as well as the signature of
each person authorized to exercise discretion in
such account.]

Customer Account Information
(c) Each member shall maintain accounts
opened after (effective date of amendment) as fol-
lows:
(1) for each account, each member shall main-
tain the following information:

(i) customer’s name and residence;
(ii) whether customer is of legal age;

(iii) signature of the registered representative
introducing the account and signature of the
member or partner, officer, or manager who
accepts the account; and

(iv) if the customer is a corporation, partner-
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ship, or other legal entity, the names of any per-

sons authorized to transact business on behalf of
the entty;

(2) for each account other than an institutional
account, and accounts in which investments are
limited to transactions in money market funds,
cach member shall also make reasonable efforts to
obtain, prior to the settlement of the initial transac-
tion in the account, the following information to
the extent it is applicable to the account:

(i) customer’s 1ax identification or Social
Security number;

(ii) occupation of customer and name and ad-
dress of employer; and

(iii) whether customer is an associated person
of another member; and

(3) for discretionary accounts, in addition to
compliance with subsections (1) and (2) above, and

Article 111, Section 15(b) of these rules
ber shall:
(i) obtain the signature of each person
authorized to exercise discretion in the ac-
count; and

(ii) record the date such discretion is granted.

he mem-

(4) For purposes of this section and Article III,
Section 2, the term "institutional account" shall
mecan the account of:

(i) a bank, savings and loan association, in-
surance company, or ~eg-ste red investment
company;

(ii) an investment adviser registered under
Section 203 of the Investment Advisers Act of
1540; or

(iii) any other entity (whether a natural per-
son, corporation, partnership, trust, or other-
wise) with total assets of at least $50 million.
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MAIL VOTE |
Subject: Proposed Technical Amendment to Pending Prompt Receipt Rule;

Last Voting Date: April 5, 1990

The membership is requested to vote
on an amendment to a Rule of Fair Practice
that the membership voted to approve last
year (Notice to Members 89-20). The
amendment makes a technical change relat-
ing to partial deliveries of securities.

XECUTIVE SUMMARY

PROMPT RECEIPT AND
DELIVERY RULE AMENDMENT

The membership has previously approved a
new section under Article III of the NASD Rules
of Fair Practice that codifies the Board of
Governors’ Interpretation with respect to Prompt
Receipt and Delivery of Securities ("Interpreta-
tion"), presently appearing in the NASD Manual
under Section 1 of Article III of the Rules of Fair
Practice. The new section has not yet been ap-
proved by the Securities and Exchange Commis-
sion. The section codifies the Interpretation’s
requirement that a member ascertain that a purchas-
ing customer agrees to receive a partial execution
of the order.

The amendment you are asked to vote on at

this time would establish an exception to this re-
quirement for purchase orders of less than a single
unit of trading. The provision would be substituted
for the exception in the previously approved sec-
tion that covers purchase orders of a single unit of
trading or less. It is believed that the exception
should more properly relate to orders for less than
a single trading unit with orders of a single trading
unit or more being covered by the requirement.

The approved new section to the NASD Rules
of Fair Practice, with the amendment being voted
on here, will become effective upon SEC approval.1

Please mark the enclosed ballot according to
your convictions and return it in the enclosed,
stamped envelope to The Corporation Trust Com-
pany. Ballots must be postmarked no later than
April 5, 1990.

(Note: New language is underlined; deleted lan-
guage is in brackets.)

The new Rule of Fair Practice previously approved
was part of a package of new rules and amendments upon
which a vote by NASD members was solicited in NASD
Notice to Members 89-20 (Feb. 17, 1989).
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PROPOSED AMENDMENT TO
NASD RULES OF FAIR PRACTICE

ARTICLE IIT

Prompt Receipt and Delivery of Securities
2
Sec. [C]
(a) Purchases. No member or person as-
sociated with a member shall accept a customer’s

agent agrees to receive securities againsi payment
in an amount equal to any execution, even though
such an execution may represent the purchase of
only a part of a larger order.

*The following is the text of subsection (a) of new
Section [C] as approved by the membership last year. The
new rule was designated Section [C] in the submission for
member vote made in NASD Notice to Members 89-20
(Feb. 17, 1989). Upon SEC approval, a section number
will be substituted for the letter designation.
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