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Subject: SEC Approval of Corporate Financing Rule and Code of Procedure for

Corporate Financing and Direct Participation Program Matters

: Artlcle 1,

rangements in connection

Inte pretatron of the Board of Governors —

u sron (SEC or Commrssron) has approved new
Section 44 of the Rules of Fair
f,Practrce (Corporate Fmancmg Rule or Rule),
for the review of underwntmg terms and ar-
“with _public
 offerings. The new Rule replaces the current,“

Review of Corporate Flnancrng, Artlcle i,
Sectron 1 of the Rules of Farr Practrce (Inter- i

e L : EXECUTIVE SUMMARY ; : ,
- Th e Secunt.ea and. Exc has .ge Commis- pretat:on) in rte entirety. Q'mn"en.eoushl the

SEC approved new Artrcle Xl to the Code of

Procedure (Code) to provide a procedure for
~the review of NASD staff determinations re-

garding comphance with NASD rules relating
to corporate financing and drrect partrcrpatronf
program matters. ‘The new provrsrons are ef-
fective Immedlately Acopy of the SEC release :

- 'approvmg these changes and the text of the

Rule and the Code are attached to thls Notlce

BACKGROUND

Article TII, 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 participated
to determine whether those terms and arrange-
ments complied with the broad standard of fairness
in Article III, Section 1. By 1970, the criteria for
determining fairness and reasonableness had be-
come more defined. These were incorporated into
the Interpretation, which made it a violation of
NASD rules to participate in any public offering

where the underwriting terms and arrangements are
unfair and unreasonable. By the 1980s, the NASD
had determined that the Interpretation no longer ac-
curately reflected the standards of fairness applied
to NASD members participating in public offerings
and proposed a new Corporate Financing Rule to
replace the Interpretation.

Attached to this Notice is a copy of the SEC
release approving the adoption of the Rule and the
Code for your review. The SEC release sets out in
detail a description of each section of the Rule and
the Code and specifically identifies those provis-
ions which change the current requirements of the
Interpretation or current practice as implemented
by the NASD. Incorporated in the new Rule are
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new filing requirements related to offerings filed
with the SEC on Forms F-9 and F-10 by Canadian
private and crown corporations. The SEC approved
these forms as part of the Multi-Jurisdictional Dis-
closure and Modifications to the Current Registra-
tion and Reporting System for Canadian Issuers
("MJDS"). Also attached is a copy of the text of
the new Rule and the new Code provision. Sched-
ule A to the NASD By-Laws will also be amended
to reflect the revised description of the calculation

of the Corporate Financing filing fee that is set
forth in Subsection (b)(10) of the Rule,.

Following is a discussion of certain provis-
ions of the new Rule that the NASD believes
should be clarified or explained in greater detail.
Commenters on these PlUVlblUub as ngulau_y puu—
lished for comment by the NASD in Notice to
Members 88-92 (November 1988) raised a number
of issues that the NASD considered and addressed
in its rule filing with the SEC proposing to adopt

the Rule.

Subsection (b) Filing Requirements

Information Required To Be Filed

The Rule requires persons filing documents
to provide certain information on the offering. The
required information sets forth the basic compensa-
tion terms and arrangements and identifies whether
any officer, director, or security holder of the is-
suer is associated or affiliated with any member.
The importance of providing a reliable statement
as to the association or affiliation which may exist
between the issuer and any members cannot be
overstated. The proper application of several pro-
visions of the Rule as well as Schedule E to the By-
Laws depends on understanding the precise nature
of such relationships. In its review of a proposed
offering, NASD staff will accept a statement of a
member or its counsel based on their reasonable in-
quiry into the background of the stockholders of
the issuer and any transactions between the issuer
and the underwriter and related persons. State-
ments provided to the NASD that are limited to the
issuer’s knowledge and belief are not sufficient.
Members and their counsel must determine which
procedures to use and whether those procedures
permit them to represent to the NASD that they
have made a reasonable inquiry sufficient to pro-
vide statements that the NASD can rely on when re-
viewing the offering.

Filing Fees

The Rule provides that a filing fee equal to
$500 plus .01 percent of the gross dollar amount of
the offering must be paid at the time the initial doc-
uments relating to any offering are filed. The maxi-
mum filing fee is $30,500 and may be rounded to
the nearest dollar. The Rule provides that the filing
fee be paid, only in the form of a check or money
order, to the National Association of Securities
Dealers, Inc. The NASD will no longer accept cash
tendered with the filing of an offering.

Subsection (¢) Underwriting Compensation
And Arrangements

Ulll caauuaunc lCl nnn auu Al | augculcuw

B Nonaccountable Expense Allowance —
This subsection of the Rule contains several provis-
ions that deal with the treatment of nonaccountable
expense allowances, out-of-pocket expenses, and
payment for transactions in lieu of a public offer-
ing. The list of unfair and unreasonable arrange-
ments includes a new provision prohibiting any
nonaccountable expense allowance in excess of 3
percent of offering proceeds. Nonaccountable ex-
pense allowances of up to 3 percent are usually jus-
tified by members as being reflective of actual
out-of-pocket offering expenses. The NASD also
determined that it would be unduly burdensome to
require an accounting of expenses as long as the
level of reimbursement is below 3 percent. The
Rule permits expense reimbursements in excess
of 3 percent of offering proceeds only if the entire
reimbursement is paid on an accountable basis.
Accountable expenses may not include general
overhead, salaries, supplies, or similar expenses
incurred in the normal conduct of business.

B Prepayment of Expenses — It is also an
unreasonable arrangement for an underwriter to re-
ceive commissions or reimbursements for expenses
before the public offering of securities, except for
reimbursing direct out-of-pocket accountable ex-
penses the underwriter and related persons actually
incurred 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 ex-
penses anticipated to be incurred during the regis-
tration period and before the effective- ness of the
offering.

B Uncompleted Offerings — The Rule also
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clarifies that paying compensation to a member or
person associated with a member in an uncom-
pleted public offering is considered unfair and un-
reasonable. This provision reflects a long-standing
policy that members should not be reimbursed for
lost profits in offerings that are not completed in
accordance with the agreement between the issuer
and the underwriter. This discourages members
from entering into underwriting agreements to ob-
tain payment of what are, in essence, consulting
fees without a bona fide intent to distribute the
issuer’s securities,

At the same time, the NASD has also applied
its long-standing policy not to object to a “merger
or acquisition” clause in the letter of intent that
would permit ihe member to receive a specific
fee pursuant to a formula if, as a result of the
member’s efforts, the issuer enters into a merger
with or is acquired by another company. Therefore,
this provision excludes any payment that is “negoti-
ated and paid in connection with a transaction that
occurs in lieu of the proposed offering as a result
of the efforts of the underwriter and related
persons.”

Valuation of Noncash Compensation — the
Warrant Formula

The Rule contains the warrant formula uti-
lized by the Corporate Financing Department to de-
termine the value of options, warrants, or
convertible securities received as underwriting
compensation. The following example illustrates
the application of the warrant formula when an un-
derwriter proposes to receive a warrant to purchase
common stock. An offering of one million shares
of common stock at $3 per share where the under-
writer proposes to receive, for no consideration,
warrants for 100,000 shares of common stock (the
maximum number permitted under the terms of the
Stock Numerical Limitation) exercisable at 120
percent of the public offering price, the formula
would be applied as follows.

B Step (i) — The proposed public offering
price per security multiplied by 65 percent:

$3.00 x .65 = $1.95

B Step (i1) — Minus the difference between
the exercise price per security ($3.00 x 120 percent
= $3.60) and the public offering price:

o

$1.95 - ($3.60 - $3.00) = $1.35
B Step (iii) — Divided by 2:

$1.35 = 0.675
2

B Step (iv) — Multiplied by the number of
warrants to be received as underwriting compensa-
tion:

$0.675 x 100,000 = $67,500

B Step (v) — Less the price paid for the se-
curities:

$67,500 - $0.00 = $67,500

B Step (vi) — Divided by the offering pro-
ceeds:

$67,500 = 0225
$3,000,000

M Step (vii) — Multiplied by 100:
0225 x 100 =2.25%

The Department also utilizes a simplified war-
rant valuation formula (simplified formula), de-
rived from the formula illustrated above. This
simplified formula is most useful when the consid-
eration paid for an underwriter’s warrant is nomi-
nal, which is usually the case. The formula is:

165 percent - (variable 1) x (variable 2) =
2
compensation value

Variable 1 is the underwriter’s exercise price,
expressed as a percentage of the public offering
price. Variable 2 is the number of securities under-
lying the underwriter’s warrants, expressed as a
percentage of the total number of shares being of-
fered to the public. The compensation value is the
value attributable to the warrants, expressed as a
percentage of the aggregate offering proceeds.
Using the same example illustrated earlier, the sim-
plified formula can be applied by inserting values
for variable 1 and variable 2. Variable 1 in the pre-
ceding example would be 120 percent, as the
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underwriter’s exercise price of $3.60 was 120 per-
cent of the public offering price of $3, and variable
2 would be 10 percent, as the underwriter received
a warrant to acquire 100,000 shares which, when
divided by the one million shares being offered to
the public, equals 10 percent. Therefore, the simpli-
fied formula would also yield a valuation of 2.25
percent of the aggregate offering proceeds.

165 percent - 120 percent x 10 percent =
2

2.25 percent

Underwriters generally propose to receive
warrants representing 10 percent of the securities

offercd. With 10 f

securities, and assuming that the underwriter pays
little or nothing for the warrants, the following
compensation values result from application of the
formula at various warrant exercise prices:

" + natant mh
efcent as a COIJSLullL ﬂ'\}xuuer G

Warrant exercise

price as percent of the =~ Compensation
public offering price value (percent)

100 3.25

107 2.90

110 2.75

115 2.50

120 2.25

125 2.00

130 1.75

135 1.50

140 1.25

145 1.00

150 5

155 .50

160 25

165 0

In the event an underwriter receives a unit
purchase option in a public offering of units, the
NASD must adjust application of the formula to re-
flect both the composition of the units and the dif-
ference between the underwriter’s exercise price
and the public offering price of each component of
the units. For example: an offering of one million
units at $1 per unit, where each unit is comprised
of one share of common stock and two common
stock purchase warrants, each such warrant exercis-
able at $1.50 per share. The underwriter proposes
to receive a unit purchase warrant to acquire

Yo YWevaYs) P e Ta) . ERe Y

100,000 units at $1.20 per unit, or 120 percent of
the public offering price per unit. Each underwriter
unit is identical to the public units, which means
the common stock purchase warrants underlying
the units are also exercisable at $1.50 per share, or
100 percent of the public exercise price. The com-
pensation calculation would involve the following
steps.

(1) Fully dilute the offering — determine the
total number of shares underlying the units distrib-
uted to the public including those shares underly-
ing warrants within the units:

shares within the units 1,000,000
shares underlying

unit warrants 2,000,000
total number of shares 3,000,000

The number of fully diluted shares does not in-
clude any shares to be received by the underwriter.

(2) Divide the shares within the underwriter’s
unit by the number of fully diluted shares obtained
in step (1):

shares within
underwriter’s unit
fully diluted shares

100,000 = 3.33 percent
3,000,000

(3) Divide the number of shares issuable on
exercise of the warrants included in the
underwriter’s unit by the number of fully diluted
shares:

shares underlying
underwriter’s unit
warrants

fully diluted shares

200,000 = 6.67 percent
3,000,000

(4) Calculate the compensation value of the
shares to be valued at the underwriter’s unit exer-
cise price:

165 percent - 120 percent x 3.33 percent = .75 percent
2

This is the value attributable to the shares within
the unit to be acquired by the underwriter.

(5) Calculate the compensation value of the
shares issuable on exercise of the underwriter’s
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165 percent - 100 percent x 6.67 percent =
2

2.17 percent

This is the value attributable to the shares issuable
on exercise of the warrants contained in the unit to
be acquired by the underwriter.

(6) Add the compensation values obtained in
steps (4) and (5):

.75 percent + 2.17 percent = 2.92 percent

1€ 2 9% va A .
pressed as a percentage of the aggregate proceeds
of the offering.

SUMMARY OF CODE OF PROCEDURE

The Code of Procedure for Corporate Financ-
ing and Direct Participation Program Matters
provides procedures for requesting review of deter-
minations based on the Corporate Financing De-
partment staff’s review of public offerings. Only a

Federal Register / Vol. 57, No. 77 / Tuesday, April 21, 1992 / Notices

partment may make application for review of the
Department’s determination. A hearing committee
of a national standing committee of the Board of
Govemors will conduct the review. In appealing a
hearing committee’s determination, the Code speci-
fies that such appeal must be requested within 15
business days following the hearing committee’s
written determination. The Director of Corporate
Financing will issue the hearing committee’s writ-
ten determination on its behalf. The Code also clar-
ifies that determinations of hearing committees or
standing committees are advisory in nature and
that only a District Business Conduct Committee
shall make a finding of a violation of any rule, in-
terpretation, or policy.

EFFECTIVENESS OF RULE AND CODE

The Corporate Financing Rule and the Code
of Procedure were approved by the SEC on April

15, 1992 and are effective immediately. Questions
: 1

Tlaic ATt - ~ s Ata ~ arl~g
concerning this Notice may be directed to Charlces

L. Bennett, Director, or Richard J. Fortwengler, As-

WT A QTN N MDY T ™

sociate Director, NASD Corporaie Financing De-

partment, at (202) 728-8258.

{Release No. 34-30587; File No. SR-NASD~
91-19}

Self-Regulatory Organizations;
National Association of Securities
Dealers, Inc.; Order Approving
Proposed Rule Change Relating to
Codification of the Corporate
Financing Interpretation

April 15, 1992,

Introduction

Dealers, Inc. (*“NASD" or “Association”}

submitted on April 26, 1991, and
amended on November 22, 1991,
December 16, 1991, March 3, 1982 and
March 20, 1992 ! a proposed rule change review of NASD Corporate Financing
pursuant to section 18{b}(1) of the
Securities Exchange Act of 1934 (*Act")? article XII to the NASD Code of
and rule 19b-4 thereunder.® The
preposal adopts & new Rule of Fair
Practice (the “Corporate Financing
Rule” or “Rule”) to replace in its entirety NASD is also proposing to make

the current Interpretation of the Board of conforming changes to Schedule A to
Governors—Review of Corporate
The National Association of Securities Financing (the “Corporate Financing
Interpretation” or “Interpretation”}.

The NASD also proposes to codify the
Association’s practice related to
procedures governing requests for

Department determinations in new

Procedure {"Article XII""). Attached as
Exhibit A to this Order is the complete
language of the Rule. In addition, the

the NASD By-Laws to reflect the revised
description of the calculation of the
Corporation Financing filing fee that is

! Notice of Amendment No. 1 to SR-NASD-91-19
was provided in notice of SR-NASD-91-82
{Securities Exchange Act Release No. 30281,

January 22, 1992} (57 FR 3449, January 29, 1992). In
SR-NASD-91-82, the NASD proposed to amend
exemptions from the Filing Requirements of the
Corporate Financing Interpretation to recognize SEC
Forms F-9, F-10, and F-3 {i.e., public offerings of
securities registered with the SEC on those forms
need not be filed with the Association for review).
Amendment No. 1 to SR-NASD-91-19 made paralle!
changes to the Corporate Financing Rule. The NASD
requested in a letter from Suzanne E. Rothwell,
Associate General Counsel, NASD. to Katherine A.
England, Branch Chief, Over-the-Counter
Regulation, SEC. dated March 19. 1992 that SR~
NASD-91-62 be withdrawn simultaneously with the
approval by the SEC of SR-NASD-81-19.

Amendment No. 2 to SR-NASD-91-19 made
technical changes to this filing to withdraw the
language set forth in Amendment No. 1 that would
have unintentionally nasrowed Subsection (b}{7)(A)

of the Filing Requirements. Amendment No. 3 to SR~

NASD-81-19 made technical changes to this filing
clarifying that offerings on Form F-10 {only with
respect to Canadian issuers) will be exempt if the
offering is pursuant to the home jurisdiction’s shelf
prospectus offering procedures, rather than Rule
415. Amendment No. 4 to SR-NASD-91-19 made
technical changes to this filing that clarified the
wording of section {c){5){C)(ii) and section
(c}{3}CKiv]. These amendments are available for
inspection and copying in the Commission’s Public
Reference Room.

2 15 U.S.C. 784{b){1) (1988).

3 17 CFR 2408.19b-4 (1890).

4 NASD Securities Dealers Manual, Rules of Fair
Practice. Article IIL, section 1. CCH § 2151.02.
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set forth in subsection (b)(10) of the

proposed Corporate Financing rule.
Notice of the proposed rule change

together with the terms of substance of
the proposal was provided by the
issuance of a Commission release
{Securities Exchange Act Release No.
29928, November 12, 1991) and by
publicaticn in the Federal Register (56
FR 58257, November 18, 1991}.% No
comments were received with respect to
the proposed rule change.

Background and Description
L The Interpretation

Article 111, section 1 of the NASD's
Rules of Fair Practice obligates
members. in the conduct of their
business, to observe high standards of
commercial honor and just and
equitable principles of trade. In the early
1960s, the NASD began reviewing
underwriting terms and arrangements of
securities offerings in which members
were participating to determine whether
those terms and arrangements were in
compliance with the broad standard of
fairness in article I, section 1.2 By 1970,
the criteria for determining fairness and
reasonableness had become more
defined and were incorporated into the
Corporate Financing Interpretation,
which made it a violation of the NASD
rules to participate in any public offering
where the underwriting 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 guidances used by the NASD to
determine the fairness and
reasonableness of underwriting terms
and arrangements. Thus, the NASD is
proposing to replace the current
Corporate Financing Interpretation with
the Corporate Financing Rule.

II. The Rule

The Corporate Financing Rule will
codify many of the practices and
policies that the NASD's Corporate
Financing Depariment now follows in
reviewing the underwriting
compensation arrangements of NASD
members, when participating in an
offering of securities to the public.

8 Soe supra footnote 1.

6 Art. 1L, § 1 of the NASD Rules of Fair Practice
provides that * {a] member, in the conduct of his
business, shall observe high standards of
commercial honor and just and equitable principles
of trade.”

Additionally, the Rule sets forth

e et " .
substantive modifications to the

Association's policy and codifies for the
first time a number of different
unpublished factors the NASD uses to
determine the fairness and
reasonableness of underwriting terms
and arrangements of NASD members.
The proposed Rule is divided into four
subsections: (a) Definitions, (b) Filing
Requirements, {c) UnderaTiting
Compensation and Arrangements, and
{d) Power of the Board of Governors.

Below is a brief summary, divided into
the Rule’s subsections. highlighting how
the proposed Rule differs from the
current Interpretation; whether it be the
addition of something new, in deletion
of a provision of the Interpretation, or a
clarification of an existing practice of
procedure.

a. Definitions

The Definitions section explains the
meaning of terms used in the Rule. The
meaning of words and/or phrases
already defined in the NASD's Rules of
Fair Practice or By-Laws are found
therein. A specific reference to the
definitions contained in Schedule E to
the By-Laws has been incorporated into
the proposed Rule since a number of
terms used in the Rule, including
“immediate family.” “hona fide
independent market,” “qualified
independent underwriter,” and “public
offering™ are already defined in
Schedule E.

The Definitions section, in general,
includes the following changes:

¢ The term issver is defined for the first
time to include any selling security holders
offering securities to the public, which
includes any affiliate of the issuer or selling
security holder. Defining the term issuer
broadly obviates the need to utilize the term
“isguer/selling security holder™ throughout
the Rule and obviates and need to reference
all enumerated persons. The broad definition
allows the NASD the opportunity to review
thoroughly the contractual relationships
between members and issuers and their
afﬁliates to determine the applicability of the
Rule.

* The term offering proceeds is defined for
the first time in the definition section {as
opposed to *net offering proceeds™ and
gross dollar amount of offering,” which are
defined and used for other purposes in the
Rule). “Offering proceeds” means the public
offering price of all securities offered to the
public. exclusive of securities subject to any
overallotment optien, securities to be
received by the underwriter and related
persons. or securities underlying other
securities. Offering proceeds, as opposed to
net and gross proceeds, is used in connection
with the calculation of the amount of

underwriting compensation to be received in
connection with an offering by the
underwriter or related person.

* The term “participation or participating
in a public offering” is defined for the first
time so as to codify the NASD's policy with
respect to when a member is considered to be
participating in a public offering. It is
included in the Rule to determine when a
member's activities in connection with a
public offering will trigger the filing
requirements of the Rule and whether a
particular member is regponsible for filing.

¢ The term “underwriter and related
persons,” already defined in the
Interpretation, is expanded in the Rule to
clarify that the definition includes NASD
members acting as agent for an issuer or
sroviding advice to an issuer in a gelf-
undervrriiten offering: and also clarifies that
the term includes members of the
underwriter’s “immediate family"” (as that
term is defined in Schedule E to the By-
Laws). The modified, expanded definition of
underwriter and related persons will now
correlate with “participating in a public
offering,” so that a member considered to be
participating in a offering under Section (a)(5)
will also be considered an “underwriter and
related person.”

b. Filing Requirements

The Filing Requirements section sets

out the requirements for filing public
offerings with the NASD's Corporate
Financing Department, provides for the
confidential treatment of such filings,

ned Bata th ™ i rmati
and lists the documents and information

required to be filed with the Corporate
Financing Department. This section also
lists the types of offerings that are
exempt from filing as well as those
offerings that are exempt from both
filing and compliance with the
Corporate Financing Rule. The Filing
Requirements section codifies without
substantial change existing
requirements in the Interpretation for
the filing of public offerings.?

In addition to substantially
incorporating the filing requirements of
the Interpretation, the Filing
Requirements section of the Rule, in
general, includes the following changes:

« Under the Filing Requirements, the Rule
prohibits the commencement of an offering
unless all necessary documents have been
filed and the Corporate Financing
Department has provided an opinion that it
has no objections to the proposed
underwriting, or an opinion that the proposed
underwriting is unfair and unreasonable. The
latter modification is new, clarifying the
NASD’s policy that a member may not

7 It should be noted that the filing requirements
section focuses on “public offerings”, a term defined
in Schedule E to the NASD's By-Laws, rather then
on SEC-registered offerings. on the bagis that the
NASD's obligation to review its members’
participation in offerings of securities is paramount
when the offering is made to the public. regardless
of whether the offering is exempt from the filing
requirements of the Securities Act of 1933.
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participate in an offering until the Corporate
Financing Department issues a ieiter
expressing an opinion as to the fairness and
reasonableness of the arrangement (the
Interpretation does not clearly state that a
member may not proceed with an offering
without an opinion from the Corporate
Financing Department, and the NASD has
found that some members have gone forward
with an offering without an opinion letter).

¢ The Rule makes some minor
administrative changes to the filing
requirements concerning the filing of final
offering documents with the NASD, and also
clarifies what “supplementary” materials
need to be filed with the Corporate Financing
Department (e.g.. statement of association or
affiliation of any member with officer,
director, etc. of issuer), which will obviate the
need for the Corporate Financing Department
to issue a “defer” opinion letter requesting
additional informaticn on the offering.

« The underwriters must now also, where
applicable, file a statement addressing the
published factors in the Rule which the
NASD uses to determine whether an item of
value received by the underwriter was
received in connection with the offering (e 8.,
the length of time between receipt of the item
and the filing of the offering documents).

» The Rule requires that the NASD be
notified in writing, that an offering has been
declared effective or approved by the
appropriate regulatory agency no later than

PR NPy prppe nur £ . ri
one business day following such approval, or

in the alternative, notified that the offering
has been abandoned within three business
days of the withdrawai or decision io
abandon the offering. The Interpretation only
requires “prompt” notification by telephone
or telegram.

e The Filing section contains a list of
offerings exempt from filing but still subject
to compliance with the Rule. The Rule
clarifies that there is a filing exemption for
the issuance of equity securities by issuers
that are “seasoned” under the NASD's
definition (equity offerings by issuers are
considered “seasoned” if the issuer has
outstanding investment grade debt with a
term of issue of at least four years), as well
as a separate exemption for the issuance of
debt or preferred securities “rated investment
grade.” The Interpretation did not make this
distinction.

¢. Underwriting Compensation and
Arrangements

The Underwriting Compensation and
Arrangements section of the Rule
addresses the amount of underwriting
compensation that can be received by
underwriters and related persons, the
items of compensation 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 non-cash
compensation received as underwriting
compensation. The section also
described presumptively unfair and
unreasonable underwriting terms and
arrangements, enumerates restrictions

on securities received as underwriting
compensation, and addresses conilicis
of interest present when the proceeds of
a public offering are directed to
members participating in the offering.

In addition to clarifying certain
elements of the Interpretation’s
compensation guideline, the section
incorporates, in general, the following
changes into the rule:

e The Rule requires that all underwriting
compensation be disclosed in that portion of
the offering document dealing with
underwriting arrangements, and that there
must be a footnote to the offering proceeds
table on the cover page of the offering
document, referencing the underwriting
section, if the underwriting compensation
consists of more than commissions or
discounts disclosed on the cover page of the
offering document {e.g., stock as

» The Rule lists the factors considered by
the NASD {e.g., the amount of risk assumed
by the underwriter, the type of securities
being offered) used to determine the
“currently effective guideline” on the
maximum amount of compensation
considered fair and reasonable. The
Interpretation does not list such factors, and
states only that the NASD will determine
whether the amount of underwriting
compensation is fair and reasonable. The
NASD believes that publishing the factors
will serve to allay concerns that the
Corporate Financing Department is
subjective in its review of offerings and
establishes a different guideline for each
offering. The Rule, like the Interpretation,
does not list the actual guideline with the
maximum amount of compensation
considered fair and reasonable becaxse the
NASD believes that it would be
counterproductive and discourage
competition to do so.

¢ In an effort to make information
available as to the structure of the corporate
compensation guideline, the Rule has a new
provision which states that the amount of
compensation which is considered fair and
reasonable will generally vary directly with
the amount of risk to be assumed by the
underwriter, and vary inversely with the
dollar amount of the offering proceeds.

© The Rule establishes that the Corporate
Financing Department will examine all items
of value, not just securities, received by an
underwriter within 12 months immediately
preceding the filing of the offering to
determine if such items are received in
connection with the offering. The NASD will
presume that items received during the six
month period immediately preceding the
filing of the offering document are
compensation (such presumption may be
rebutted). The Interprefation looks only to
securities received.

¢ The Rule sets forth the previously
unpublished factors that the Corporate
Financing Department considers {along with
any other relevant factors) in determining
whether an item of value was or will be
received in connection with the offering The
Rule also sets forth certain of the traditional

f‘actors alrea‘dy found in the Interpretation to
determine whether securiiies received should
be considered in connection with the offering.

¢ The Rule codifies the practice set out in
the Interpretation for valuing stock (as
opposed to warrants, options, etc.) received
as compensation, Ze., the difference between
the per security cost and either the market
price per security or the proposed public
offering price of an initial public offering.
Additionally, the Rule, unlike the
Interpretation, provides the mathematical
model used to determine the percentage of
value of the securities.

¢ The Rule, for the first time, discloses the
warrant mathematical formula used by the
Corporate Financing Department to
determine the value of options, warrants, or
convertibie securities received as
underwriting compensation. The NASD
believes that publishing the formula for
valuing warrants will assist members and
their counsel in more accurately determining
the value the Corporate Financing
Department will apply to securities included
in underwriting compensation.

¢ The Rule prohibits the receipt of any item
of compensation for which value cannot be
determined at the time of the offering. This
provision is proposed to address novel forms
of compensation by establishing the general
requirements that all items of value deemed
to be underwriting compensation must have a
determinable value at the time of the offering
in order for the Corporate Financing
Depariment io caicuiate the aggregaie
underwriting compensation in connection
with an offering.

» The Rule codifies the Interpretation’s 10
percent stock numerical limitation, i.e.,
underwriting compensation in the form of
securities cannet be in an amount in excess
of 10 percent to the securities sold to the
public. However, unlike the Interpretation,
the Rule does not contain the provision which
allows the Corporate Financing Department
to limit underwriting compensation in the
form of securities to less than the 10 percent
limitation, or in the alternative, allow the
amount of securities received to exceed the
10 percent guideline. It has been the policy of
the NASD not to use the exceptions to the 10
percent guide so as to prevent subjective
analysis of compensation packages.

» The Rule contains the same mandatory
one-year lock-up provision in the
Interpretation (securities deemed
underwriting compensation cannot be sold,
assigned, etc. for the period of one year
following the effective date of the offering for
which the securities were received).
However, the Rule does not contain the
Interpretation provisions that provide the
NASD with authority to impose a longer
restriction period, a shorter restriction period,
or address installment payments for
securities. It has been the NASD's policy not
to rely on the Interpretation provisions which
allovy variations from the one-year lock-up
provision.

¢ The Rule also changes the current lock-
up policy by permitting convertible or
exercisable securities t¢ be converted or
exercised during the one-year restricted
period, so long as the securities received as a
result thereof remain subject to the required
one-year restriction.
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d. Power of the Board of Governors

The proposed rule provides authority
to the NASD Board of Governors to
amend the Filing Requirements of the
Rule without recourse to the
membership for approval. The NASD
believes it important that it be able to
expeditiously amend the Corporate
Financing filing requirements in order to
respond to changes in the federal
securities laws or in the types of
offerings made or the fees applicable to
Corporate Financing filings.

I Code of Procedure

The proposed Corporate Financing
and Direct Participation Program Code
of Procedure to be included as new
Article XII of the NASD Code of
Procedure (included also in Exhibit A}
codifies the present informal procedures
for requesting review of Corporate

connection with the review of public
offerings. The Article delineates the
procedure for requesting a review of a
determination by the Corporate
Financing Depariment, including
requesting a hearing, notice particulars,
composition of the reviewing body. and
appeals to the Board of Governors.
Pursuant to Article XII only a
“member” aggrieved by a determination
of the Corporate Financing Department
in connection with the underwriting
terms or arrangements may submit an
application for review of the Corporate
Financing Department’s determination
to a hearing committee of a national
standing committee of the Board of
Governors. The subsection is consistent
with the NASD's position that it is the

Financing Department determinations in

responsibility of members participating
in an offering to ensure that the
underwriting terms and arrangements
have received an opinion of “no
objections” from the NASD.

Commission Findings

The Commission finds that the
proposed rule change is consistent with
the requirements of the Act and the
rules and regulations thereunder
applicable to the NASD and, in
particular, the requirements of section
15A of the Act.®

Section 15A(b)(2) of the Act requires,

in no st dbha Accnnintine aefaens
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compliance by its members, and persons
associated with its members, with the
applicable provisions of the Act and the
rules of the NASD. The Commission

halicuna that Hhn ~lasifi~ . |
believes that the clarification and

codification provided by the Corporate
Financing Rule will assist the NASD and
its staff in the enforcement of its
corporate financing policies.
Specifically, NASD members should find
that the codification facilitates their
understanding of the compliance with
the policies of the Association by more
clearly delineating member’s
reaponblumues anu oougauons lﬂ an
accessible format.

Similarly, the Commigsion findse that

the Corporate Financing Rule is
consistent with section 15A(b){6) of the
Act in that it is designed to prevent
fraudulent and manipulative acts and
practices, and designed to protect
investors and the public interest. By
removing certain ambiguities and
precisely outlining Association policy
with regard to corporate financing

© 15 U.S.C. 780-3 {1968).

matters. the NASD is providing its
membership with a definitive guideline
to follow when participating in a public
offering of securities. This will allow the
NASD to more efficiently detect and
prevent unacceptable deviations from
the rule, which ultimately furthers
investor protection by ensuring that the
percentage of investment capital going
toward underwriter compensation
remains fair and reasonable.

Lastly, the Commission believes that
the Corporate Financing Rule is
consistent with section 15A(b}{(9) of the
Act in that it will not impose any burden
on competition not necessary or
appropriate in furtherance of the
purpeses of the Act. Further, the
Commission agrees with the NASD's
decision not to publish the permissible
limits of underwriting compensation for
NASD members because it would be
counterproductive and discourage
competition. Specifically, it would tend
to encourage members to charge issuers
the maximum compensation allowed,
which would impede the objectives of
sections 15a(b(9), as well as section
15A[b)(6) which requires also that the
rules of the Association be designed to
promete just and equitable principles of
trade.

It is therefore ordered, pursuant to
section 19(b)(2) of the Act, that the
above-mentioned proposed rule change.
SR-NASD-81-19, be, and hereby is,
approved.

For the Commission, by the Division of

Market Regulation pursuant to delegated
authority.?

Margaret H. McFariand,
Deputy Secretary.

® 17 CFR 200.30-3(a}{(12).
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{In lieu of Exhibit A referenced in this Federal Reg-
ister, the NASD has included typed text of the new
Corporate Financing Rule and Code of Procedure. ]

ARTICLE Il
RULES OF FAIR PRACTICE

THE CORPORATE FINANCING RULE
Underwriting Terms and Arrangements

Sec. 44
(a) Definitions

For purposes of this Section, t

terms shall have the meanings stated below. The
definitions in Schedule E to the By-Laws are incor-
porated herein by reference.

(1) gross doliar amount of the offering — pub-
lic offering price of all securities offered to the pub-
lic 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
securities;

(2) issuer — the issuer of the securities offered
to the public, any selling security holders offering
securities to the public, any affiliate of the issuer
or selling security holder, and the officers or gen-
eral partners, directors, employees and security
holders thereof;

(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, secu-
rities to be received by the underwriter and related
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-
ticipating in the public offering, and any and all

e followr ng
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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

member shall participate in any manner in any pub-
lic offering of securities subject to this Section,
Schedule E to the By-Laws, or Article III, Section
34 of the Rules of Fair Practice unless documents
and information as specified herein relating 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
Financing Department at the Executive Office
located at 1735 K Street, N.W., Washington, D. C.
20006.

(3) Confidential Treatment
The NASD shall accord confidential treat-
ment to all documents and information filed pursu-
ant to this Section and shall utilize such documents
and information solely for the purpose of review to
determine compliance with the provisions of appli-
cable NASD rules and regulations or for other regu-
latory 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 an-

ticipates participating in a public offering of securi-
ties 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 fil-
ing of any of such documents: (i) with the Securi-
ties and Exchange Commission; (ii) with the state
securities commission; (iii) with any other regula-
tory authority; or (iv) if not filed with any regula-
tory 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 speci-

fied in paragraphs (5) and (6) below have
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been filed with and reviewed by the
NASD; and

(ii) the NASD has provided an opinion
that it has no objections to the proposed
underwriting and other terms and arrange-
ments or an opinion that the proposed
underwriting and other terms and
arrangements are unfair and unreason-
able. If the NASD’s opinion states that
the proposed underwriting and other
terms and arrangements are unfair and un-

reasonable. the member may file modifica-
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tions to the proposed underwrmng and
other terms and arrangements for further

a
writer or a similar capacity tha has been informed
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 arrangements of a proposed offering are unfair
or unreasonable, and the proposed terms and ar-
rangements have not been modified to conform to
the standards of fairness and reasonableness, shall
notify all other members 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 containing arrangements, terms and
conditions which are unfair or unreasonable.

(5) Documents to be Filed

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

(A) Five (5) copies of the registration state-
ment, offering circular, offering memorandum, no-
tification 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 underwriters,
selected dealers agreement, agency agreement, pur-
chase agreement, letter of intent, consulting agree-
ment, partnership agreement, underwriter’s warrant
agreement, escrow agreement, and any other docu-
ment which describes the underwriting or other ar-
rangements in connection with or related to the

distribution, and the terms and conditions relating
thereto; and any other information or documents
which may be material to or part of the said ar-
rangements, 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 statement
or other offering document, one copy marked to
show changes; and three (3) copies of any other
amended document previously filed pursuant to
subparagraphs (A) and (B) above, one copy

marked to chow chanoeg
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(D) Three (3) copies of the final registration
statement declared effective by the Securities and
Exchange Commission or equivalent final offering
tent and a list of the members of the under-
writing syndicate, if not indicated therein, and one
(1) copy of the executed form of the final underwrit-
ing documents and any other document submitted

to the NASD for review.

and
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(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 offer-
ing price;

(B) an estimate of the maximum underwriting
discount or commaission; maximum reimbursement
of underwriter’s expenses, and underwriter’s
counsel’s fees (except for reimbursement of "blue
sky" fees); maximum financial consulting and/or
advisory fees to the underwriter and related per-
sons; maximuin finder’s fees; and a statement of
any other type and amount of compensation which
may accrue to the underwriter and related persons;

(C) a statement of the association or affilia-
tion with any member of any officer, director or
securityholder of the issuer in an initial public of-
fering of equity securities, and with respect to any
other offering provide such information with re-
spect to any officer, director or securityholder of
five percent or more of any class of the issuer’s se-
curities, 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
(iii) the number of equity securities or the
face value of debt securities owned by
such person, the date such securities were
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acquired, and the price paid for such secu-
rities;
(D) a statement addressing the factors in sub-
paragraphs (¢)(4)(C) and (D), where applicable;
(E) a detailed explanation of any other ar-
rangement 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
underwriter and related persons; and

Y A £3i1
(F) Any person filing documents pursuant o

paragraph (5) above shall file with the NASD writ-
ten notice that the offering has been declared effec-
tive or approved by the Securities and Exchange
Commission or other agency no later than one busi-
ness day following such declaration or approval or
that the offering has been withdrawn or abandoned
within three business days following the with-
drawal or decision to abandon the offering.

(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 applicable:

(A) securities offered by a corporate, foreign
government or foreign government agency issuer
which has unsecured non-convertible debt with a
term of issue of at least four (4) years, or unse-
cured non-convertible preferred securities, rated by
a nationally recognized statistical rating organiza-
tion in one of its four (4) highest generic rating cat-
egories, except that the initial public offering of
the equity of an issuer is required to be filed;

(B) non-convertible debt securities and non-
convertible preferred securities rated by a nation-
ally 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 state-
ment Forms S-3 or F-3 and offered pursuant to
Rule 415 adopted under the Securities Act of 1933,

as amended, or Form F-10 (only with respect to Ca-
nadian issuers) and offered pursuant to the home
jurisdiction’s shelf prospectus offering procedures;

(D) securities offered pursuant to a redemp-
tion standby “firm commitment” underwriting ar-
rangement registered with the Securities and
Exchange Commission on Forms S-3, F-3 or F-10
(only with respect to Canadian issuers); and

(E) financing instrument-backed securities
which are rated by a nationally recognized statisti-
cal rating organization in one of its four (4) highest

generic rating categories.
(8) Exempt Offerings

Notwithstanding the provisions of paragraph
(1) above, the following offerings are exempt from
this Section, Schedule E to the By-Laws, and Arti-
cle I1I, Section 34 of the Rules of Fair Practice.
Documents and information relating to the follow-
ing offerings need not be filed for review:

(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 pursu-
ant to Rule 504 (unless considered a public offer-
ing 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 Ex-
change Act of 1934, as amended,;

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

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

(E) offerings of municipal securities as de-
fined in Section 3(a)(29) of the Securities Ex-
change Act of 1934, as amended;

(F) tender offers made pursuant to Regulation
14D adopted under the Securities Exchange Act of
1934, as amended; and

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

(9) Offerings Required to be Filed
Documents and information relating to all
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other public offerings including, but not limited to,
the following must be filed with the NASD for re-
view:

(A) direct participation programs as defined
in Article III, Section 34(d)(2) of the Rules 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 considered a public offerin

uuuuuuuuuuu ¢, which 1s considerea a public otlering
in the state where offered;

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

(F) securities offered by a bank, savings and
loan association, church or other charitable institu-
tion, or common carrier even though such offering
may be exempt from registration with the Securi-
ties and Exchange Commission;

(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 Sub-
section.

uluct

(10) Filing Fees

(A) The initial documents relating to any of-
fering filed with the NASD pursuant to this Sec-
tion 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
dollar.

(B) Amendments to the initially filed docu-
ments which increase the number of securities
being offered shall be accompanied by an addi-
tional amount of filing fee equal to .01% of the in-
crease 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 National
Association of Securities Dealers, Inc.

(D) The provisions of Rule 457 adopted under
the Securities Act of 1933, as amended, shall gov-
ern the computation of filing fees for all offerings

L

filed pursuant to this Section, including intrastate
offerings, to the extent the terms of Rule 457 are
not inconsistent with subparagraphs (10)(A), (B)
or (C) above.

(c) Underwriting Compensation and Arrange-
ments

(1) General
No member or person associated with a mem-
ber shall participate in any manner in any public of-

ﬁ:-ring of securities in which the underwritine or
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other terms or arrangements in connection with or
relating to the distribution of the securities, or the
terms and conditions related thereto, are unfair or
unreasonabie.

(2) Amount of Underwriting Compensation
(A) No member or person associated with a
member shall receive an amount of underwriting
compensation in connection with a public offering
which is unfair or unreasonable and no member or
person associated with a member shall underwrite
or participate in a public offering of securities if
the underwriting compensation in connection with
the public offering is unfair or unreasonable.

(B) For purposes of determining the amount
of underwriting compensation, all items of value re-
ceived or to be received from any source by the un-
derwriter and related persons 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 in-
cluded.

(C) All items of underwriting compensation
shall be disclosed in the section on underwriting or
distribution arrangements in the prospectus or sim-
ilar document and, if the underwriting compensa-
tion includes items of compensation in addition to
the commission or discount disclosed on the cover
page of the prospectus or similar document, a foot-
note to the offering proceeds table on the cover
page of the prospectus or similar document shall in-
clude a cross-reference to the section on underwrit-
ing or distribution arrangements.

(D) For purposes of determining the currently
effective guideline on the maximum amount of un-
derwriting compensation considered fair and rea-
sonable, the following factors, as well as any other
relevant factors and circumstances, shall be taken
into consideration:
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(i) the offering proceeds;

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

derwriter and related persons, which is de-

termined by (a) whether the offering is

being underwritten on a “firm commit-

ment” or “best efforts” basis and (b)

whether the offering is an initial or sec-

ondary offering; and

(iii) the type of securities being offered.

(E) The maximum amount of compensation

(stated as a percentage of the dollar amount of the
qu‘:i‘iﬁg pi‘OCééub} which is considered fair and rea-
sonable generally will vary directly with the
amount of risk to be assumed by the underwriter
and related persons 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 re-
ceived by the underwriter and related persons pur-
suant to paragraph (¢)(2) above, the following
items and all other items of value received or to be
received by the underwriter and related persons in
connection with or related to the distribution of the
offering, as determined pursuant to paragraph
(c)(4) below shall be included:
(i) discount or commission;
(ii) 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);
(iv) finder’s fees;
(v) wholesaler’s fees;
(vi) financial consulting and advisory
fees, whether in the form of cash, securi-
ties, or any other item of value;
(vii) stock, options, warrants, and other se-
curities, 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) secu-
rities purchased in a private placement
made by the issuer;
(viii) special sales incentive items in com-

pliance with subparagraph (c)(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
to by the issuer and underwriter to waive
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 dircc-
tors in excess of that received by other
members of the board of directors;

(xi) commissions, expense reimburse-
ments, or other compensation to be re-
ceived 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 re-
imbursements, paid in the six (6) months
prior to the initial or amended filing of
the prospectus or similar documents to
any member or person associated with a
member for a public offering that was not
completed.

(B) Expenses customarily borne by an issuer,
such as printing costs; SEC, “blue sky” and other
registration fees; NASD filing fees; and accoun-
tant’s fees, shall be excluded from underwriter’s
compensation whether or not paid through an un-
derwriter.

(4) Determination of Whether Compensation

Is Received in Connection With the Offering
(A) All items of value received or to be re-

ceived by the underwriter and related persons dur-
ing the twelve (12) month period immediately
preceding the filing of the registration statement or
similar document, and at the time of and subse-
quent to the public offering, will be examined to
determine whether such items of value are under-
writing compensation in connection with the offer-
ing and, if received during the six (6) month period
immediately preceding the filing of the registration
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statement or similar document, will be presumed to
be underwriting compensation received in connec-
tion with the offering, provided, however, that such
presumption may be rebutted on the basis of infor-
mation satisfactory to the NASD to support a find-
ing that the receipt of an item is not in connection
with the offering and shall not include cash dis-
counts or commissions received in connection with
a prior distribution of the issuer’s securities.

(B) Items of value received by an underwriter
and related person more than twelve (12) months

immediately preceding the date of filing of the reg-
istration statement or similar document will be pre-
sumed not to be underwriting compensation.
However, items received prior to such twelve (12)
month period may be included as underwriting
compensation on the basis of information to sup-
port a finding that receipt of the item is in connec-
tion with the offering.

(C) For purposes of determining whether any
item of value received or to be received by the un-
derwriter 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 circumstances, shall be considered:

(i) the length of time between the date of
filing of the registration statement or sim-
ilar document and, (a) the date of the re-
ceipt of the item of value, (b) the date of
any contractual agreement for services for
which the item of value was or is to be re-
ceived, and (¢) 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;

(i1) 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 (¢)
the proposed public offering;

(iv) the presence or absence 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 the item of value is re-
ceived in connection with the offering.

(D) For purposes of determining whether se-
curities received or to be received by the under-
writer and related persons are in connection with
or related to the distribution of the public offering,
the factors in subparagraph (C) above and the fol-
lowing factors 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 secu-
rities constitute compensation;

(ii) the amount of risk assumed by the re-
cipient of the securities, as determined by
(a) the restrictions on exercise and resale;
(b) the nature of the securities (e. g. war-
rant, stock, or debt); and (¢) the amount
of securities, with a larger amount of
readily marketable securities without re-
strictions on resale or a warrant for securi-
ties tending to indicate that the securities
constitute compensation; and

(ii1) 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 se-
curities constitute compensation.

(E) Notwithstanding the provisions of subpar-
agraph (3)(A)(vi) above, financial consulting and
advisory fees may be excluded from underwriting
compensation upon a finding by the NASD, on the
basis of information satisfactory to it, that an ongo-
ing relationship between the issuer and the under-
writer and related person has been established 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 con-
nection with or related to the offering.

(5) Valuation of Non-Cash Compensation
For purposes of determining the value to be
assigned to securities received as underwriting
compensation, the following criteria and proce-
dures shall be applied:
(A) No underwriter and related person may re-
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ceive a security or a warrant for a security as com-
pensation in connection with the distribution of a
public offering that is different than the security to
be offered to the public unless the security re-
ceived as compensation has a bona fide indepen-
dent market, provided, however, that
(i) in exceptional and unusual circum-
stances, upon good cause shown, such ar-
rangement 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 secu-
rity 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;

(i1) multiplied by the number of securities
received or to be received as underwriting
compensation;

(iit) 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 for-
mula:

(i) the proposed (and actual) public offer-
ing price per security multiplied by .65
(65%);

(i1) minus the difference between the exer-
cise or conversion price per security and
either the market price per security on the
date of acquisition, where a bona fide in-
dependent market exists for the security,
or the proposed (and actual) public offer-
ing price per security;

(ii1) divided by two (2);

(iv) multiplied by the number of warrants,
options, and convertible securities re-
ceived or to be received as underwriting
compensation;

(v) less the total price paid for the securi-
ties;

(vi) divided by the offering proceeds; and

(vii) multiplied by one hundred (100).

(D) a lower value equal to 80% and 60% of
the calculated value 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 restric-
tion required by subparagraph (c)(7)(A)(D).

(6) Unreasonable Terms and Arrangements
(A) No member or person associated with a

rin a nublic

mhar chall m
shall participate in any manner in a public

offermg of securities after any arrangement pro-
posed in connection with the public offering, or the
terms and conditions relating thereto, has been de-
termined to be unfair or unreasonable pursuant to
this Section 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 follow-
ing terms and arrangements, when proposed in con-
nection with the distribution of a public offering of
securities, shall be unfair and unreasonable:

(i) any accountable expense allowance
granted by an issuer to the underwriter
and related persons which includes pay-
ment for general overhead, salaries, sup-
plies, or similar expenses of the
underwriter incurred in the normal con-
duct of business;

(ii) any non-accountable expense allow-
ance in excess of three (3) percent;

(1ii) any payment of commissions or reim-
bursement of expenses directly or indi-
rectly 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 under-
writer and related persons, which advance
is reimbursed to the issuer to the extent
not actually incurred;

(iv) the payment of any compensation by
an issuer to a member or person associ-
ated with a member in connection with an
offering of securities which is not com-
pleted according to the terms of agree-
ment between the issuer and underwriter,
except those negotiated and paid in con-
nection with a transaction that occurs in
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lieu of the proposed offering as a result
of the efforts of the underwriter and re-
lated persons and provided, however, that
the reimbursement of out-of-pocket ac-
countable expenses actually incurred by
the member or person associated with a
member shall not be presumed to be un-
fair or unreasonable under normal circum-
stances;

(v) any right of first refusal regarding fu-
ture public offerings, private placements

T . .
other Fier oq which h
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of more than five (5) years from the effec-
tive date of the offering;
(vi) the receipt by the underwriter and re-
iated 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 security or, if a
bona fide independent market exists for
the security or the underlying security,
the market price at the time of receipt;
(3) is not in compliance with subpara-
graph (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 oth-
erwise is on terms more favorable than
the terms of the securities being of-
fered 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 se-
curities 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 se-
curities offered pursuant to the overallot-
ment option;

(ix) Stock Numerical Limitation - the re-
ceipt by the underwriter and related per-
sons of securities which constitute
underwriting compensation in an aggre-
gate amount greater than ten (10) percent
of the number or dollar amount of secu-
rities being offered 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, ex-
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 secu-
rities or units containing such securities,
of any compensation or expense reimbur-
sement in connection with the exercise or
conversion of any such warrant, option,
or convertible security in any of the fol-
lowing circumstances:
(1) the market price of the security into
which the warrant, option, or convert-
ible security is exercisable or convert-
ible is lower than the exercise or
conversion price;
(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 to
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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 securi-
ties is not solicited by the underwriter
or related person, provided however,
that any request for exercise or conver-
sion will be presumed to be unsolicited
unless the customer states in writing
that the transaction was solicited and
designates in writing the broker/dealer
to receive compensation for the exer-
cise or conversion;
(x1) for a member or person associated
with a member to accept, directly or indi-
rectly, any non-cash sales incentive item
including, but not limited to, travel bo-
nuses, prizes and awards, from an issuer
or an affiliate thereof in excess of $50 per
person per issuer annually. Notwithstand-
ing the foregoing, a member may provide
non-cash sales incentive items to its asso-
ciated persons provided that no issuer, or
an affiliate thereof, including specifically
an affiliate of the member, directly or indi-
rectly participates in or contributes to pro-
viding 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 issuer hires persons primarily for the
purpose of distributing or assisting in
the distribution of the issue, or for the
purpose of assisting in any way in con-
nection with the underwriting, except
to the extent in compliance with 17
C.FR. §240.3a4-1 and applicable state
law.

(C) In the event that the underwriter and re-
lated persons receive securities deemed to be un-
derwriting compensation in an amount constituting
unfair and unreasonable compensation pursuant to
the Stock Numerical Limitation in subparagraph
(B)(ix) above, the recipient shall return any excess
securities to the issuer or the source from which re-
ceived at cost and without recourse, except in ex-
ceptional and unusual circumstances, upon good
cause shown, a different arrangement may be per-
mitted.

(7) Restrictions on Securities

(A) No member or person associated with a
member shall participate in any public offering
which does not comply with the following require-
ments:

(1) securities deemed 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 sccuritics were re-
ceived. However, securities deemed to be
underwriting compensation may be trans-
ferred to any member participating in the
offering and the bona fide officers or part-
ners thereof and securities which are con-
vertible into other types of securities or
which may be exercised for the purchase
of other securities may be so transferred,
converted or exercised if all securities so
transferred or received remain subject to
the restrictions specified herein for the re-
mainder of the initially applicable time pe-
riod;

(i1) certificates or similar instruments rep-
resenting securities restricted pursuant to
subparagraph (A)(i) above shall bear an
appropriate legend describing the restric-
tion 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 part-
ners thereof.

(B) The provisions of subparagraph (A) not-
withstanding, the transfer of any security by opera-
tion of law or by reason of reorganization of the
issuer shall not be prohibited.

(C) Venture Capital Restrictions — when a
member participates in the initial public offering of
an issuer’s securities, such member or any officer,
director, general partner, controlling shareholder or
subsidiary of the member or subsidiary of such con-
trolling shareholder or a member of the immediate
family of such persons, who beneficially owns any
securities of said issuer at the time of filing of the
offering, shall not sell such securities during the of-
fering or sell, transfer, assign or hypothecate such
securities for ninety (90) days following the effec-
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tive date of the offering unless:
(1) 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 siandards of “due diligence” in
respect thereto; or
(ii) the aggregate amount of such sec-
urities held by such member and its re-
lated persons enumerated above would
not exceed 1% of the securities being
offered.

(8) Conflicts of Interest

Proceeds Directed to a Member — no mem-
ber shall participate in a public offering of an
issuer’s securities where more than ten (10) per-
cent of the net offering proceeds, not including un-
derwriting compensation, 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 persons, unless the price at which an equity
issue or the yield at which a debt issue is to be dis-
tributed to the public is established pursuantto Sub-
section 3(c) of Schedule E to the By-Laws.

(A) All offerings included within the scope of
this paragraph (8) shall disclose in the underwrit-
ing or plan of distribution section of the registra-
tion statement, offering circular or other similar
document that the offering is being made pursuant
to the provisions of this paragraph and, where ap-
plicable, the name of the member acting as quali-
fied independent underwriter, and that such
member is assuming the responsibilities of acting
as a qualified independent underwriter in pricing
the offering and conducting due diligence.

(B) The provisions of this paragraph (8) shall
not apply to:

(i) an offering otherwise subject to

the provisions of Schedule E to the
By-Laws;

(ii) an offering of securities exempt from
registration with the Securities and Ex-
change Commission under Section 3(a)(4)

of the Securities Act of 1933;

(iii) an offering of a real estate investment
trust as defined in Section 856 of the Inter-
nal Revenue Code; or

(iv) an offering of securities subject to
Section 34 of the Rules of Fair Practice,
unless the net offering proceeds are in-
tended to be paid to the above persons for
the purpose of repaying loans, advances
or other types of financing utilized to ac-
quire an interest in a pre-existing com-

(d) Power of the Board of Governors

The Board of Governors shall have the power
to alter, amend, supplement or modify the provis-
ions of Subsection (b) of this Section from time to
time without recourse to the membership for ap-
proval as would otherwise be required by Article
IIT of the By-Laws.

CODE OF PROCEDURE
* * 3k

ARTICLE XII

CODE OF PROCEDURE FOR
CORPORATE FINANCING AND DIRECT
PARTICIPATION PROGRAM MATTERS

(1) Purpose

The purpose of this Code of Procedure is to
provide a procedure for review of determinations
by the NASD’s staff regarding compliance with
NASD rules relating to corporate financing and di-
rect 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 ar-
rangements 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. Applications 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 reg-
ulatory agency; provided, however, that a hearing
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
pursuant to paragraph (2) above (hereinafter re-
ferred to as “applicant”) shall request such review
in writing and shall specify in reasonable detail the
source and nature of the aggrievement and the re-
lief requested. The applicant shall state whether a

(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.

(5) Hearing Committee and Procedure

(A) Any hearing shall be before an individual or
individuals designated by the NASD, who shall be
current or past members of the appropriate stand-
ing committee of the Board of Governors, i.e. the
“hearing committee.” Any applicant shall be enti-
tled to appear at, and participate in, the hearing, to
be represented by counsel, and to submit any rele-
vant testimony or evidence. Representatives of the
NASD shall be entitled to appear at, and partici-
pate in, the hearing, to be represented by counsel,
and to submit any relevant testimony or evidence.
Upon agreement of the applicant, representatives
of the NASD, and the hearing committee, a hearing
may be conducted by means of a telephonic or
other linkage which permits all parties to partici-
pate simultaneously in the proceeding.

(B) In the event that the applicant waives a hear-
ing before the appropriate hearing committee, the
hearing committee shall review the matter on the
record before it. Any applicant and the NASD shall
be entitled to submit any relevant written testi-
mony or evidence to the hearing committee.

(6) Requirement for Written Determination
The hearing committee shall render a determi-
nation as to all issues which the committee finds to

be relevant as soon as practicable following conciu-
sion of the hearing or, in cases in which a hearing
is not requested, completion of the committee’s re-
view of the record. The hearing committee may de-
termine 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 compli-
ance with anplinthp ruleg and regulminng_ The

ance with applicable rules and regulations
determination of the hearing committee shall be is-
sued in writing, and a copy shall be sent to each ap-

plicant.

(7) Review by Committee of Board

(A) Any member aggrieved by a determination
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 determi-
nation of a hearing committee shall submit a writ-
ten request for such review to the NASD within
fifteen (15) business days following issuance of
the hearing committee’s written determination.
Any such member shall submit with the written re-
quest for review a written statement specifying the
portion of the hearing committee’s determination
for which review is requested and the relief sought.
Any such member may submit written testimony or
evidence for consideration by the committee. Rep-
resentatives of the NASD may also submit written
testimony or evidence to the committee.

(C) Pursuant to a request duly made, the appro-
priate standing committee of the Board of Gover-
nors will review the determination of a hearing
committee, giving consideration to all parts of the
record which the Board committee finds relevant.
The Board committee shall render a determination
as to all issues which the committee finds to be rel-
evant. The determination of the Board committee
shall be issued in writing, and a copy shall be sent
to each member requesting review.

(8) Nature of Determination

Any determination by a hearing committee
or standing committee rendered 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 determi-
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nation shall not be subject to review by the Board tion or policy. A finding of a violation shali be
of Governors. No such determination shall consti- made only by a District Business Conduct
tute a finding of a violation of any rule, interpreta- Committee.
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