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National Association of Securities Dealers, Inc.

An Open Letter To Members Of The Financial
Services Industry Regarding Compensation Of
Retail Brokers And Their Supervisors August 29, 1994

As you may be aware, Securities and Exchange Commission Chairman
Arthur Levitt asked us to serve on a committee to examine the securities
industry’s compensation practices and to highlight areas of potential conflicts
of interest as well as examples of particularly effective procedures for manag-
ing the broker-investor relationship. The Committee is seeking to identify
practices that most effectively eliminate, reduce, or mitigate these conflicts of
interest.

Specifically, the Committee’s mission is to:
* Review industry compensation practices.

* Identify actual and perceived conflicts of interest for both brokers and man-

= Identify the “best practices” used in the industry to climinate, reduce, or
mitigate such conflicts.

The Commitiee is particularly interested in any conflicts that exist at the time
of sale. Simply stated: When a responsible broker can choose among a large

number of reasonable investments, what influences his/her recommendation?
Does the broker place the investor’s interest first? To what extent do compen-
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sation practices influence a broker’s recommendation?

We hope that this Committee’s work will initiate a dialogue within the indus-
try about the best compensation practices and encourage firms to compete on
the basis of how they manage these real and perceived conflicts.

As part of the Committee’s process, we would like your help and your views
on these issues. We are not seeking information about any specific compensa-
tion program at any particular firm. Rather, we are seeking examples of how
current compensation practices affect sales behavior, as well as examples of
practices that eliminate or reduce conflicts.

The Committee would like your thoughts on what impact, if any, the follow-
ing compensation practices have on sales behavior: differentiating compensa-
tion by product; flat fees versus transactional commissions; recruitment
practices (e.g., up-front payments and increased payouts); compensation for
fixed income products (e.g., credits); sales contests or other incentive pro-
grams; and supervisor compensation.

Similarly, many in the industry have developed practices designed to align
closely the broker’s interest with that of the client. The Committee is interest-
ed in your observations regarding such practices, including supervision and
other management techniques, compliance and training programs, and disclo-
sure.

We want to emphasize that the above are only examples of the kinds of prac-

tices that we are interested in examining; they are in no way intended to limit
any observations or comments you may have on this subject. The Committee

September 1994

461




welcomes any insights you may wish to provide. including those based on your experiences with experimental or pilot
programs.

We hope you will take the time to respond and share your views with us. Please forward your comments to:

Professor Samuel L. Hayes III
Jacob H. Schiff Professor of Investment Banking
Harvard Business School, Morgan 375
Soldiers Field Road
Boston, MA 02163
Fax: (617) 496-6592

Please respond by Friday, October 14, 1994. Thank you in advance for your assistance.
Sincerely,

Daniel P. Tully

Chairman, Committee on Compensation Practices
Chairman and Chief Executive Officer

Merrill Lynch & Co., Inc.

Warren Buffett
Chairman and Chief Executive Officer
Berkshire Hathaway Inc.

Jacob H. Schiff Professor of Investment Banking

Harvard University, Graduate School of Business Administration
Raymond A. Mason

Chairman and Chief Executive Officer

Legg Mason, Inc.

Thomas O’Hara
Chairman of the Board
National Association of Investors Corp.

John F. Welch, Jr.

Chairman and Chief Executive Officer
General Electric Company
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Executive Summary

ANTACQCTY
INAADD
On August 15, 1994, the Securities

NOTICE TO and Exchange Commission (SEC or
Commission) approved amendments,
in part, to Article III, Section 34

MEMB ERS (Section 34), of the NASD Rules of

Fair Practice prohibiting NASD
members or associated persons from
9 4 - 7 O participating in “limited partnership
rollup transactions” (rollup or rollup
transactions) unless the transaction
includes certain specified provisions

\ designed to protect the rights of lim-
SEC Approves Adoptlon ited partners, and amendments to

Of NASD Limited Schedule D to the By-Laws
Partnership Rollup (Schedule D) prohibiting the autho-
Transaction Rules: rization for quotz(gion on the Nasdag
i . National Market™ of any security that
ﬁgsgm’be e??te‘lgg 4 results from a “limited partnership
’ . 3

rollup transaction” unless the transac-
tion was conducted in accordance
with certain specified procedures

S ted Routi designed to protect the rights of im-
uggested houting ited partners (together, rollup rules).
Caninr Manasaman Q1mn]fqnpr\nc]v the Commission
T |IUI IVICII ICI.HUI 11l Il AAAAAAAAAAAAAAAAAAAAAAAAAAA
solicited pubhc comment on pro-
Advertising posed amendments to Section 34
Corporate Finance which would apply the new defini-
Government Securities tion of ‘fhrmted part116rshjp rollup
o transaction” to Subsections (A) and
Institutional (B) of Article III, Section 34(b)(6)
Internal Audit that regulate the receipt of differen-
Legal & Compliance tial compensation for the solicitation
o of sales or tenders in a rollup transac-
Municipal tion.! The amendments approved by
Mutual Fund the SEC take effect November 1,

1994. The full text of the amend-
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Operations ments follows this Notice.

Options

Registration

Background

Research

Syndicate During the 1980s, more than $150

Systems billion of public limited partnership

) interests were sold to U.S. investors,

Trading most of whom were small investors

B Training with an average investment of about

$10,000. Limited partners, unlike
general partners, received many of
the tax benefits of business owner-
ship without the resultant responsi-
bility and liability. Partnerships
“passed through” tax benefits to the

National Association of Securities Dealers, Inc.

limited partners who were not
involved in the day-to-day manage-
ment of the limited partnership and
usually could not lose more than
their capital contributions. Some
partnerships financed limited partner
contributions through recourse or
non-recourse loans, thereby generat-
ing an additional layer of tax write-
offs for the investor.

Limited partnership interests, howev-
er, were typically illiquid, due to the
nature of the investment and the lack
of an active trading market for such
interests. Federal tax reform in 1986
eliminated most tax benefits for lim-
ited partner investors by, among
other things, lowering the marginal
tax rate to 28 percent, eliminating
preferential treatment for capital
gains, limiting the offsetting use of
losses generated from passive activi—
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ing depreciation schedules, extending

the at-rick riles to include real estate
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investments, and altering the method
for calculating depreciation.
Subsequently, economic develop-
ments contributed to the deterioration
of partnership performance. Some
general partners responded by
restructuring the limited partnerships
or “rolling” them up into new enti-
ties.

Use Of Rollups

A limited partnership rollup either
reorganizes an existing limited part-
nership or combines multiple limited
partnerships into a new entity to take
advantage of larger asset pools and
economies of scale. However, many
rollups resulted in newly traded secu-
rities that immediately traded at a
discount to its net asset value, as the
cash flow from the stronger partner-
ships supported losses from weaker

' Securities Exchange Act Release No. 34533
(August 15, 1994); 59 F.R. 43147 (August
22,1994).
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partnerships. Also, many investors in
rollups found that the terms of the
original partnership agreement had
changed significantly as to voting
rights, term of existence of the entity,
management compensation, or
investment objectives. Rollups were
solicited in many cases with the help
of proxy solicitation firms that were
paid to solicit only “yes” votes for
approval of the rollup.

Federal Legislation

The Limited Partnership Reform Act
of 1993, (Rollup Reform Act), enact-
ed in December 17, 1993, as part of
the Government Securities Act
Amendments of 1993, is the legisla-
tive response to rollup transactions.
Section 3(a) of the Rollup Reform
Act amended Section 15A(b) of the
Securities Exchange Act of 1934
(Exchange Act) to require that
NASD nules plummt members from
paruclpatmg in any limited partner-
ship rollup transaction that does not
provide procedures to protect the
rights of limited partners. Section
3(c) of the Rollup Reform Act also
amended Section 15A(b) of the
Exchange Act to require that the
rules of the Nasdaq National Market
prohibit the authorization for quota-
tion of any security resulting from a
rollup transaction unless the transac-
tion provides certain rights for limit-
ed partners. The NASD believes
these new rollup rules comply with
this Congressional mandate.

Amendments

DeFINITIONS

Subsection 34(b)(2)(B) and Part I,
Schedule D have been amended to add
as new definitions the following terms:

e Cash Available for Distribution:
cash flow of a limited partnership
less amounts set aside for restoration
or creation of reserves.

NASD Notice to Members 94-70

« Cash Flow: cash provided from
limited partnership operations,
including lease payments on net leas-
es from builders and sellers, without
deduction for depreciation, but after
deducting cash funds used to pay all
other expenses, debt payments, capi-
tal improvements and replacements.

» Dissenting Limited Partner: a per-
son who, on the date rollup solicita-
tion material is mailed to investors,
holds a beneficial interest in a limited
partnership that is the subject of the
limited partnership rollup transaction
and who voted against the transaction
and complies with procedures estab-
lished by the NASD to assert dis-
senters’ rights, except that for
purposes of an exchange or tender
offer, a person must file an objection
in writing with the party responsible
for tabulating the votes or tenders
u'lil'i'ﬁg the per riod in which the offer

is outstanding. Consequently, a per-

7h e s
son who abstains from voting cannot

qualify as a dissenting limited part-

ner and a nerson who pnrr‘hacpc a
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limited partner interest after the date
on which soliciting material is mailed
will be prevented from asserting dis-
senters’ rights.

«Limited Partner or Investor in a
Limited Partnership: the purchaser of
an interest in a direct participation
program that is a limited partnership,
and who is not involved in the day-
to-day management of the limited
partnership and bears limited liabili-
ty. The term “direct participation pro-
gram” is defined in Section 34 as a
program that provides for flow-
through tax consequences regardless
of the structure of the legal entity.

* Limited Partnership: an unincorpo-
rated association that is a direct par-
ticipation program organized as a
limited partnership, whose partners
are one or more general partners and
one or more limited partners, that
conforms to the provisions of the
Revised Uniform Limited

Partnership Act or the applicable 'y
state statute that regulates the organi- ©
zation of such partnership.

e Limited Partnership Rollup
Transaction: a transaction involving
the combination or reorganization of
one or more limited partnerships,
either directly or indirectly, in which:
1) some or all of the investors in any
of the limited partnerships will
receive new securities reported under
a transaction reporting plan (i.c.,
Nasdaq National Market, the New
York Stock Exchange, and the
American Stock Exchange); 2) any
of the investors’ limited partnership
securities are not, as of the date of the
filing, reported under a transaction
reporting plan; 3) investors in any of
the limited partnerships are subject to
a significant adverse change as to
voting rights, the term of existence of

the entity. managsement compensa-

UIC Crivity, Qe

tion, or investment objectives; and 4)
any such investors are not provided

an optlon to receive or retain a secu- %
rity under suhstantially the same
terms and conditions as the original

issue.?

The first and second requirements are
intended to include those limited
partnership rollup transactions where
the limited partners are not able to

? The SEC has published for comment
whether the current definition of “rollup or
rollup of a direct participation program”
should continue to apply to Subsections
34(b)(6)(A) and 34(b)(6)(B) which regulate
the receipt of differential compensation in
the solicitation of votes and tenders in a
rollup. These provisions were adopted in
1991. See Notice to Members 91-56
(September 1991). The SEC has approved
the new definition of “limited partnership
rollup transaction” to apply to new
Subsection 34(b)(6)(C). The SEC’s com-
ment period expired on September 12, 1994.
The text of the rollup rules attached to this
Notice show Subsections (A) and (B) as if
the proposed amendments published for éi’
comment were adopted.
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dispose of their interests in an active
trading market before the rollup
transaction and then, as a result of a
rollup, receive new listed securities.
The third and fourth requirements are
intended to exclude limited partner-
ship rollup transactions that are not
subject to significant adverse change
or have the option to retain a similar
security. As for the fourth require-
ment, the standards for determining
whether the security to be received
by all investors are substantially the
same as the standards that are includ-
ed in the requirements applicable to
the rights of dissenting limited part-
ners in Subsection 34(b)(6)(C)(1)b
and Subsection 3(a)(2)(ii) to Part IiI,
Schedule D.

The inclusion of the terms “directly or
indirectly” in the preamble to the defi-
nition are intended to include multiple—

DLC}J uaubauuuuo 111 LUC UClLlLlLlUll Ul

limited partnership rollup transactions.
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rollup transactions, such as those in
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first undergoes a simple reorganization
and then, in a subsequent transaction
or series of transactions, the successor
entity is either reorganized or merged
with other business entities and, as a
consequence of this reorganization or
merger, there is a publicly traded secu-
rity with a significant adverse change
in voting rights, the term of existence
of the entity, management compensa-
tion, or investment objectives. Thus,
the definition covers not only transac-
tions in which new securities are
received directly by limited partners in
single or multiple partnership rollups,
but also transactions in which securi-
ties are received indirectly through a
step transaction, such as umbrella part-
nership real estate investment trusts,
discussed below.

* Exclusions from the Definition of
“Limited Partnership Rollup
Transaction”: The definition of “lim-
ited partnership rollup transaction”
also incorporates six exclusions that

conform to the Rollup Reform Act.
The first is for transactions involving
partnerships with an operating policy
or practice of retaining cash available
for distribution and reinvesting pro-
ceeds from the sale, financing, or
refinancing of assets in accordance
with such criteria as the Comrnission
determines appropriate. This excep-
tion is similar to the exclusion recog-
nized by the SEC in adopting a
definition of “finite-life” in Item
901(b) of Regulation S-K.* Such
reinvesting partnerships closely
resemble ordinary operating busi-
nesses and have not been subject to
the criticism associated with limited
partnership rollup transactions.
Investors in such partnerships, like
investors in other operating business-
es, have no expectation that the part-
nership will distribute its cash from
operations or sell its assets and dis-
tribute the proceeds to investors.
Moreover, rollups of reinvesting part-

T d t 3 1 £ ¢l
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fundamental changes associated with

finite_life nartnerching ciich ag
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changes in management compensa-
tion and investor voting rights.

The second exclusion is for transac-
tions involving only limited partner-
ships wherein the interests of the
limited partners are repurchased,
recalled, or exchanged in accordance
with the terms of the pre-existing part-
nership agreement for securities in an
operating company specifically identi-
fied at the time of the formation of the
original limited partnership. Such part-
nerships with a pre-existing agreement
include, for example, limited partner-
ships established solely for the purpose
of conducting research and develop-
ment that were always intended to be
merged with a parent or other affiliate
and are generally not available to the
retail public. These are rollup transac-
tions to which the investor agreed at
the titne of the investor’s original
investment decision and are not the
types of transactions where abuses
have been reported.

National Association of Securities Dealers, Inc.

The third exclusion is for transactions
involving securities to be issued or
exchanged that are not required to be
and are not registered under the
Securities Act of 1933 (1933 Act).
This provision excludes public
issuances of securities, therefore,
under Sections 3(a)(9) and (10) of the
1933 Act as well as Section 1145 of
the Bankruptcy Code.*

The fourth exclusion is for transactions
involving only issuers that are not
required to register or report under
Section 12 of the Exchange Act, both
before and after the transaction.

The fifth exclusion is for transactions
involving a proposal by an indepen-
dent, non-affiliated third party to suc-
ceed to a general partner or sponsor
interest only if the transaction is
approved by not less than 66-2/3 per-
cent of the outstanding units of each of
the participating partnerships and the
cxisting general pattiers receive only
compensatlon expressly prov1ded for

in the pre-existing partnership agree-

ments of the partnerships being rolled
up. This last provision is intended to
prohibit payments to the general part-
ners to secure their approval of the
transaction. The fifth exclusion is
mtended to exclude transactions
resembling either a “hostile” or “white
knight” acquisition by a third-party
without extraordinary financial remu-
neration to the current general partner.
In such situations, the limited partners
have a bona fide choice of retaining
current management or tendering or
exchanging their shares in a limited
partner rollup transaction that changes
the management of the current general
partners.

The sixth exclusion is for transac-
tions, except as the Commission may

* See, Securities Act Rel. No. 6922 (October
30, 1991); 56 FR 217 (November 8, 1991).

* This provision also excludes securities
issued pursuant to Sections 3(a)(11), 3(b),
4(2) and 4(6) of the 1933 Act.
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mila deem to fall within the defini-
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tion of “limited partnership rollup
transaction,” in which the securities
offered to investors are securities of
another entity that are listed on the
Nasdaq National Market, the New
York Stock Exchange or the
American Stock Exchange, if: 1)
such other entity was formed, and
such class of securities was regularly
reported and traded, not less than 12
months before the date on which
soliciting material is mailed to
investors; and 2) the securities of that
entity issued to investors in the trans-
action do not exceed 20 percent of
the total outstanding securities of the
entity, exclusive of any securities of
such class held by or for the account
of the entity or a subsidiary of the
entity.

» Management Fee: fee paid to a
sponsor, general partner(s), their
affiliates, or other persons for man-
agement and administration of a
direct participation program. The
definition uses the term “direct par-
ticipation program” rather than “lim-
ited partnership” because the term
“management fee” is used in provi-
sions in Section 34 that are applica-
ble generally to direct participation
programs offerings. The definition in
Schedule D uses the term “limited
partnership.”

« Solicitation Expenses: direct mar-
keting expenses, incurred by a mem-
ber in a rollup transaction, such as
telephone calls, broker/dealer fact
sheets, legal and other fees related to
the solicitation, and direct solicitation
compensation to members. Since the
expenses must be incurred by or for a
member, the definition does not
cover solicitation expenses incurred
by general partners or proxy solicita-
tion firms that are not NASD mem-
bers. These expenses are included,
however, in transaction costs.

» Transaction Costs: costs incurred in
a limited partnership rollup transac-

NASD Notice to Members 94-70

tion, including printing and mailing
the proxy, prospectus and other docu-
ments; legal fees not related to the
solicitation of votes or tenders; finan-
cial advisory fees; investment bank-
ing fees; appraisal fees; accounting
fees; independent committee expens-
es; travel expenses; and all other fees
related to the preparatory work of the
transaction, but not costs that would
have been otherwise incurred by the
subject limited partnerships in the
ordinary course of business or solici-
tation expenses. As set forth in the
definitions, the total costs related to a
limited partnership rollup transaction
are comprised of solicitation expens-
es and transaction costs.

Substantive Requirements

The NASD has adopted new
Subsection 34(b)(6)(C) to prohibit a
member or person association with a
member {rom patticipating in a limit-
ed partnershlp rollup transaction in
any L,apacfry if the transaction is
unfair and unreasonable.’” Subsection
34(b)(6)(C) contains two basic subdi-
visions. The first subdivision,
Subsection 34(b)(6)(C)(1), defines a
series of circumstances and condi-
tions that create a presumption that a
limited partnership rollup transaction
is not unfair or unreasonable; the sec-
ond subdivision, Subsection
34(b)(6)(C)(ii), defines a series of
circumstances and conditions under
which limited partnership rollup
transactions are presumed to be
unfair or unreasonable. For an appli-
cable limited partnership rollup trans-
action to comply with Section 34, the
transaction must both include one of
the provisions set forth in Subsection
34(b)(6)(C)(i) and not violate any of
the provisions of Subsection
34(b)(6)(C)G1).

The NASD has also adopted amend-
ments to Part III, Schedule D that
establish listing standards for Nasdaq
National Market securities resulting

from a limited partnership rollup
transaction in new Section 3 thereof.’
With minor contextual exceptions,
the rule language is the same as that
adopted in Section 34(b)(6)(C). To
simplify the following discussion of
the substantive requirements of the
rollup rules, section designations ref-
erence the provisions in new Section

34(b)(6)(C).

Limited Partnership Rollup
Transactions Presumed Not To
Be Unfair Or Unreasonable

New Subsection (b)(6)(C)(i) defines
a series of circumstances under
which limited partnership rollup
transactions are presumed not to be
unfair and unreasonable. It is pre-
sumed not to be unfair or unreason-
able if dissenting limited partners are
offered one of the following:
« Compensation Based on

Appr msal——Ne paragraph a. of
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dissenting limited partners may
receive compensation based on the
appraisal of an independent apprais-
er, unaffiliated with the sponsor or
general partner of the program, who
values the assets as if sold in an
orderly manner in a reasonable peri-
od of time, plus or minus other bal-
ance sheet items, and less the cost of
sale or refinancing. The appraisal
should accurately reflect the current
value of the assets and be done in a
manner consistent with appropriate
industry practice.

5 The term of “participation” is defined in
Article I, Section 44(a)(5) to include acting
in “any advisory or consulting capacity to the
issuer related to the offering” and would
include any member acting as a financial
adviser.

¢ Current Section 3 is redesignated as Section
4 and is amended to reference the limited
partnership rollup criteria. Current Section 4
is redesignated Section 5.
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The methodology for valuing part-
nership assets should be that method-
ology that is appropriate for a
particular industry, so that partner-
ships in real estate, oil and gas, and
equipment leasing, for example, may
use different valuation models. The
professionals in each industry should
use whatever appraisal methods are
appropriate to that industry. The
requirement that the appraisal be per-
formed “in a manner consistent with
industry practice” implies that the
appraiser must meet certain logical
qualifications for the performance of
the appraisal. Such qualifications
would include consideration of the
experience and financial stability of
the appraiser, as well as whether the
appraiser meets the standards of a
qualifying organization.

Forms of compensation based on
appraisal include cash, secured or
unsecured debt instruments, and
Fonnle; tuadanlds anqirritina AT dalat
LLCUly traaCapic SCCUritics. i acot
instruments must provide for a
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vide for prepayment with 80 per-
cent of the net proceeds of any sale
or refinancing of the assets of the
entity. All debt instruments must
provide the holders with a market
rate of interest equal to at least 120
percent of the applicable federal
rate as determined by the Internal
Revenue Service, have a term no
greater than eight years, and allow
for the use of unsecured debt instru-
ments only when the entity issuing
the debt has a limitation on total
leverage of 70 percent of the
appraised value of its assets. Freely
tradeable securities utilized as com-
pensation must be previously listed
on a national securities exchange or
previously traded on The Nasdaq
Stock Market™™ prior to the transac-
tion. Nasdagq securities used as
compensation include all securities
traded in The Nasdaq SmallCap
Market™ and the Nasdaq National
Market, thus permitting freely
tradeable securities of any Nasdaq

company to be utilized as compen-
sation to dissenting limited partners.

The number of freely tradeable securi-
ties offered in return for partnership
interests would be determined in rela-
tion to the average last-sale price of the
securities in the 20-day period follow-
ing the date of the meeting at which
the vote on the rollup occurs. If the
issuer of the freely tradable securities
and the sponsor or general partner are
affiliated, and the securities issued as
compensation are new securities, such
securities must not represent more
than 20 percent of the issued and out-
standing securities of that class after
the issuance. A definition solely for
purposes of this provision provides
that a sponsor or general partmer is
deemed affiliated with the issuer if the
sponsor or general partner receives any
material compensation from the issuer
or its affiliates in conjunction with the
rollup transaction or the purchase of
the gcncral ym"‘iﬁcr s interest. The 20
percent limitation on the amount of

cepnritiac offarad ac caomnenaation hy
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an affiliate helps to establish a thresh-
old below which significant dilution is
be presumed to have not occurred.

* Receipt of a Security With
Substantially the Same Terms and
Conditions—New paragraph b. of
Subsection 34(b)(6)(C)(i) provides that
dissenting limited partners may receive
or retain a security with substantially
the same terms and conditions as the
original issue because there is no
material adverse change as to the busi-
ness plan or the investment, distribu-
tion, and liquidation policies of the
partnership and the dissenting limited
partners receive or retain substantially
the same rights, preferences, and prior-
ities they had in their original security.
Where reliance on this provision is
proposed, the NASD Corporate
Financing Department will review the
terms of a new security to determine if
it has substantially the same terms and
conditions as the original issue.

National Association of Securities Dealers, Inc.

* Comparable Rights—New para-
graph c. of Subsection 34(b)(6)(C)(i)
provides for other comparable rights
so that sponsors and general partners
have the flexibility to propose other
protections for limited partners. The
comparable rights options include,
but are not limited to, the right to
supermajority approval of the trans-
action and the right to review of the
transaction by an independent com-
mittee.

« Comparable Rights - Supermajority
Approval—New paragraph c.1. of
Subsection 34(b)(6)(C)(1) provides that
approval of the limited partmership
rollup transaction by 75 percent of the
outstanding units of each of the indi-
vidual participating partnerships pro-
vides dissenting limited partners with
the presumption that the rollup is fair.
The criticism of many limited partner-
ship rollups is that a simple majority of
limited partners Voting for the rollup
Anmetcrn bl e Banaltnd cansdan e ~F
cail UCPJJVC UilictL LLllLll.Cu ycu ICrd vl
the business and financial opportuni-
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inally invested. New paragraph c.1.
provides that this assumption is no
longer reasonable where 75 percent of
the partnership interests (supermajori-
ty) take affirmative action to approve
the transaction, since such an over-
whelming approval of the transaction
provides an indication of its fairness
and beneficial nature. Even though
new paragraph c.1. allows a particular
limited partnership transaction to be
consummated even though individual
partnerships did not approve the trans-
action, any limited partnership that
fails to reach the 75 percent threshold
is excluded from the transaction.

* Comparable Rights - Review by
Independent Committee—New para-
graph c.2. to Subsection 34(b)(6)
(C)(@) provides for a right of review
by an independent committee not
affiliated with the general partner(s)
or sponsors. The independent com-
mittee has certain rights and obliga-
tions. The independent committee’s
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rights are that it: 1) shall have access

to the books and records of the part-
nerships; 2) shall have the authority
to negotiate the proposed transaction
with the general partner or sponsor
for the limited partners, but not the
authority to approve the transaction
for the limited partners; 3) shall have
the ability to retain independent
counsel and financial advisers to rep-
resent all limited partners at the limit-
ed partnerships’ expense and may be
compensated and reimbursed by the
limited partnerships subject to the
rollup transaction; and 4) shall be
entitled to indemnification to the
maximum extent permitted by law
from the limited partnerships subject
to the rollup transaction against
claims, causes of action, or lawsuits
related to any action or decision
made in furtherance of their responsi-
bilities; provided, however, that the
general partner may also agree to
indemnify the independent commit-
tee.

The independent committee’s obli-
gations are that it: 1) shall be
approved by a majority of the out-
standing securities of each of the
participating partnerships; 2) shall
prepare a report to the limited part-
ners subject to the limited partner-
ship roltup transaction that presents
its findings and recommendations,
including any minority views; 3)
shall deliberate for a period no
longer than 60 days unless unani-
mously extended by the members of
the independent committee or if
approved by the NASD.

» Comparable Rights - Other
Comparable Rights—New para-
graph c.3. to Subsection
34(b)(6)(C)(1) provides for other
comparable rights for dissenting lim-
ited partners that are not limited to
supermajority approval or the estab-
lishment of an independent commit-
tee, but include any other
comparable rights proposed by gen-
eral partners or sponsors, provided

NASD Notice to Members 94-70

that the general nartners or sponsors

that the general partners or sponsors
demonstrate to the satlsfactlon of the
NASD or, if the NASD determines
appropriate, to the satisfaction of an
independent committee, that the
rights proposed are comparable.

Limited Partnership Rollup
Transactions Presumed To Be
Unfair And Unreasonable

New Subsection 34(b)(6)(C)(ii)
defines a series of circumstances
under which limited partnership
rollup transactions, regardless of
compliance with Subsection
34(b)(6)(C)(i), are presumed to be
unfair or unreasonable’ if: 1) certain
actions taken by the general partner
result in the unfair conversion and
valuation of general partner interests
in a limited partnership rollup trans-
action; 2) a limited partnership roliup
transaction fails to protect the voting
rights of the limited partners; 3) the
transaction costs of a rejected limited
partner ship rollup transaction arc
unfairly apportioned or allocated; or
4) the payment of fees to general
partners in limited partnership rollup
transactions are unfair, unreasonable,
or inappropriate.

« Actions Taken By the General
Partner—New paragraph a. of
Subsection 34(b)(6)(C)(ii) provides
that it is presumptively unfair and
unreasonable for general partners,
when determining their interest in
the new entity resulting from a limit-
ed partnership rollup transaction, to:
1) convert an equity interest for
which consideration has not been
paid into a voting interest in the new
entity if the equity interest was not
otherwise provided for in the limited
partnership agreement and disclosed
to limited partners; 2) fail to follow
the valuation methods, if any, in the
partnership agreements when valu-
ing their partnership interests; or 3)
utilize a projected value of their
equity interest rather than the

appraised current value of their equi-
ty interest when determining their
interest in the new entity.

» Voting Rights—New paragraph b.
of Subsection 34(b)(6)(C)(ii) con-
tains four provisions for the protec-
tion of investors with respect to
voting rights. New subparagraph b.1.
provides that it is presumptively
unfair if the voting rights in the entity
resulting from the limited partnership
rollup transaction do not follow the
original voting rights of the limited
partnerships participating in the
transaction. However, the NASD rec-
ognizes that certain material changes
to voting rights may be necessary to
conform disparate rights that may
exist among participating partner-
ships. Material changes may be
effected only if the NASD deter-
mines that such changes are not
unfair or if an independent commit-
tee approves such changes.

New subparagraph b.2. provides that

it is presumptively unfair if a majori-

ty of the interests in an entity result-
ing from a limited partnership rollup
transaction is prevented from voting
to take certain actions unless the
sponsor, general partner(s), board of
directors or trustee concur, such as
voting to: amend the limited partner-
ship agreement, articles of incorpora-
tion, by-laws or indenture; dissolve
the entity; remove and elect new man-
agement; and approve or disapprove
the sale of substantially all the assets of
the entity, unless such voting actions
would be inconsistent with state law.

7 Where a limited partnership rollup transac-
tion is determined by NASD staff to include
one of the arrangements considered to be
unfair or unreasonable, the burden of proof is
borne by the member to rebut the presump-
tion by demonstrating that the arrangement is
not unfair or unreasonable or that the
arrangement does not come within one of the
enumerated unfair and unreasonable arrange-
ment provisions.
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New subparagraph b.3. provides that it
is presumptively unfair as to voting
rights if the sponsor or general partner
proposing a limited partnership rollup
transaction is not required to provide a
document that clearly delineates
mnstructions and procedures of voting
against or dissenting from a proposed
transaction.

New subparagraph b.4. provides that it
is presumptively unfair if the general
partner or sponsor fails to utilize an
independent third party to receive and
tabulate all votes and dissents or fails
to require the third patty to make the
tabulation available to the general part-
ner and any lirniied pariner upon
request at any time during and after
voting occurs.

* Transaction Costs—New paragraph
c. of Subsection 34(b)(6)(C)(ii) pro-

vides that it is presumptively unfair if

transaction costs of a rejected limited

parfnpre]’nn rolhm trancaction are not

CUUIVASILE SVLRUE Walsav U aiv aUv

apportioned between the general and

troaly vinfair if

lmited partners 1n accordance with the

final Vote as follows: 1) in the case of a
limited partnership rollup transaction
that is not approved, the general part-
ner/sponsor bears transaction costs in
proportion to the total number of
abstentions and votes to reject the
transaction, and the limited partners
bear transaction costs in proportion to
the number of votes to approve the
transaction; or 2) in the case of a rollup
transaction that is approved, but where
some individual partnerships do not
approve and are not included in the
approved transaction, the general part-
ner is not required to pay costs for the
limited partnerships who have voted
not to approve the transaction.

* Fees of the General Partners—New
paragraph d. of Subsection
34(b)(6)(C)(ii) protects limited part-
ners against the assessment of fees by
a general partner that are unfair, unrea-
sonable, or inappropriate. New sub-
paragraph d.1. provides that it is
presumptively unfair for general part-

ners to receive or convert unearned
management fees discounted to a pre-
sent value while also proposing to
receive new asset-based fees. A similar
presumption of unfaimess applies if
property management fees and other
fees are inappropriate, unreasonable,
or more than, or not competitive with,
what would be paid to third parties for
performing similar services under new
subparagraph d.2. New subparagraph
d.3. provides that substantial and
adverse changes in fees are presumed
unreasonable if not submitted to and
approved by an independent commit-
tee.

Applicability Of Rollup
Rules To UPREITs

During the period when the NASD
rule proposal to adopt the rollup rules
wina mnder concidaratian hy tha QLY
YV AUO UL vULIDIU L AU U)’ LASLwRS B I e
questions were raised concerning the

applicability of the proposed rules to

umbrella partership real estate invest-
ment trust (UPREIT) transactions.® As

aresult of an understanding reached
between the staffs of the NASD and
the SEC, the NASD Corporate
Financing Department intends to work
closely with the SEC Division of
Corporation Finance to review all
direct, indirect, and multi-step limited
partnership rollup transactions in their
entirety, including UPREITS, for an
initial determination of whether a
transaction constitutes a “limited part-
nership rollup transaction.”

Implementation

The new rules take effect November 1,
1994, for: 1) any rollup transaction that
has not been declared effective by the
SEC, regardless of whether the NASD
Corporate Financing Department has
previously issued an opinion of “no
objections” to the proposed underwrit-
ing terms and arrangements; and 2)
any application for inclusion of a secu-
rity in the Nasdaq National Market

National Association of Securities Dealers, Inc.

that has not been designated for inclu-
sion.

* %k k

Questions regarding this Notice as
to the general applicability of the
rollup rules may be directed to
Richard J. Fortwanger, Associate
Director, Corporate Financing
Department at (301) 208-2700.
Questions concerning applications
to the Nasdaq National Market may
be directed to Tim Pupo, Issuer
Services, at (202) 728-8115.

[ PPV [y P
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Section 34 Of The Rules Of F
Practice And Schedule D Of The
By-Laws
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(Note: New language is underlined;
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(a) No change.
(b)
Application

(1) No member or person associated
with a member shall participate in a
public offering of a direct participa-
tion program or a limited partner-
ship rollup transaction [of a direct
participation program] except in
accordance with this subsection.

Definitions
(2)(A) No change.

(B) The following terms shall have

% See, discussion of the applicability of the
rollup rules to UPREITS accompanying
footnotes 32 and 50 in Securities Exchange
Act Release No. 34533 (August 15, 1994);
59 F.R. 43147 (August 22, 1994).
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subsection:

g when used in this

(1).Cash Available For
Distribution—cash flow less amount
set aside for restoration or creation
of reserves.

(ii) Cash Flow—cash funds provided

from operations, including lease pay-
ments on net leases from builders

and sellers, without deduction for
depreciation, but after deducting cash
funds used to pay all other expenses.
debt payments, capital improvements
and replacements,

(i11) Dissenting Limited Partmer—a
person who, on the date on which
soliciting material is mailed to
investors, is a holder of a beneficial
interest in a limited partnership that
is the subject of a limited partnership
rollup iransaction, and who casts a
vote against the transaction and com-
plies with procedures established by
the Association. except that for pur-

~nana nf an avahanoa ar tander offer
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such person shall file an objection in
writing under the rules of the
Association during the period in
which the offer is outstanding. Such
objection in writing shall be filed
with the party responsible for tabulat-
ing the votes or tenders.

[(D)] (iv) Fair Market Net Worth
(Unchanged.)

(v) Limited Partner or Investor in a
Limited Partnership—the purchaser
of an interest in a direct participa-
tion program that is a limited part-
nership who is not involved in the
day-to-day management of the lim-
ited partnership and bears limited
liability.

(vi) Limited Partnership—an unin-
corporated association that is a

direct participation program orga-
nized as a limited partnership whose

partners are one or more general
partners and one or more limited

NASD Notice to Members 94-70

partners. which conforms to the pro-
visions of the Revised Uniform
Limited Partnership Act or the
applicable statute that regulates the
organization of such partnership.

(vii) [Rollup or] Limited Partnership
Rollup Transaction [of a Direct
Participation Program|—a transac-
tion involving [an acquisition, merger
or consolidation of at least one direct
participation program, not currently
listed on a registered national securi-
ties exchange or the NASDAQ
System, into another public direct
participation program or a public cor-
poration or a public trust.] the combi-
pation or reorganization of vne or
more limited partnerships, directly or
indirectly, in which:

a. some or all of the investors in any
of such limited partnerships will

PPN
reccive ncw securities, or secm'itles

in another entity, that will be reported

da f .
under a transaction reporting p_,lan

declared effective before January 1,
1001, bv the Securities and Exchange

(B8t L S &l 30

Notwithstanding the foregoing defi-

nition, a “limited partnership rollup
transaction” does not include:

1. a transaction that involves only a
limited partnership or partnerships
having an operating policy or prac-
tice of retaining cash available for
distribution and reinvesting proceeds

from the sale. financing, or refinanc-
ing of assets in accordance with such

criteria as the Securities and
Exchange Commission determines
appropriate;

2. a transaction involving only limit-
ed partnerships wherein the interests
of the limited partners are repur-
chased, recalled or exchanged pur-
suant to the terms of the pre-existing
limited partnership agreements for
securities in an operating company
specifically identified at the time of

the formation of the original limited

MUEL AL E1ICiuaNS.

partnership;

3. a transaction in which the securi-
ties ta be issued or exchanged are not

Comrmsswn under Section 11A of

the Securities Exchange Act of
1934:*

b. any of the investors’ limited partner-
ship securities are not. as of the date of
the filing. reported under a transaction
reporting plan declared effective
before January 1, 1991, by the
Securities and Exchange Commission
under Section 11A of the Securities

Exchange Act of 1934:*

c. investors in any of the limited part-
nerships involved in the transaction are
subject to a significant adverse change
with respect to voting rights, the term
of existence of the entity, management

compensation, or investment objec-
tives: and

d. any of such investors are not provid-

required to be and are not registered
under the Securities Act of 1933:

4. a transaction that involves only
issuers that are not required to regis-
ter or report under Section 12 of the

Securities Exchange Act of 1934,
both before and after the transaction;

5. a transaction, except as the
Securities and Exchange
Commission may otherwise provide
for by rule for the protection of
investors, involving the combination
or reorganization of one or more
limited partnerships in which a non-
affiliated party succeeds to the inter-
ests of the general partner or

sponsor, if:

A. such action is approved by not
less than 66-2/3 percent of the out-

ed an option to receive or retain a

security under substantially the same
terms and conditions as the original
issue,

standing units of each of the partici-
pating limited partnerships: and

B. as a result of the transaction, the
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existing general partners will receive

only compensation to which they are
entitled as expressly provided for in

(xiv) Solicitation Expenses—direct

marketing expenses incurred by a
member, in connection with a limit-

the pre-existing partnership agree-
ments; or

6. a transaction, except as the

Securities and Exchange
Commission may otherwise provide

for by rule for the protection of
investors, in which the securities

offered to investors are securities of

ed partnership rollup transaction.
such as telephone calls, broker/deal-

er fact sheets. members’ legal and
other fees related to the solicitation

as well as direct solicitation com-
pensation to members.

(xv) Transaction Costs—costs
incurred in connection with a limit-

another entity that are reported under
a transaction reporting plan declared
effective before January 1. 1991, by
the Securities and Exchange
Commission under Section 11A of
the Securities Exchange Act of
1934*; if:

A. such other entity was formed, and

such class of securities was reported
and regularly traded, not less than 12

monthg ]-\efnro f]—\n Aqfn on which

HISLI iR,

soliciting material is mailed to

nvestors; and

11 VVaiLIA k1

B. the securitieg of that entity issuned

ed partnership rollup transaction,
inciuding printing and mailing the
proxy., prospectus or other docu-
ments; legal fees not related to the
solicitation of votes or tenders;
financiai advisory fees; invesimeni
banking fees; appraisal fees;

accounting fees; independent com-
mittee expenses; travel expenses:

and all other fees related to the
preparatory work of the transaction,

hnt not includine cocte at wou 11]

UL LIVL lll\zluulllg oL thul, YY U UL
have otherwise been incurred by the

subiect limited nartnershing in the
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rdmg;‘y course of business or solic-

to investors in the transaction do not
exceed 20 percent of the total out-

standing securities of the entity,
exclusive of any securities of such
class held by or for the account of
the entity or a subsidiary of the enti-
ty.

(viii) Management Fee—a fee paid
to the sponsor, general partner(s),
their affiliates, or other persons for

management and administration of
a direct participation program.

-

[(11)] (ix) Organization and Offering
Expenses—Unchanged.

[(ii1)] (x) Participant—Unchanged.
[(Gv)] (xi) Person—Unchanged.
[(v)] (xii) Prospectus—Unchanged.

[(vi)] (xiii) Registration
Statement—Unchanged.

* Transaction reporting plans under Section
11A were declared effective prior to January
1, 1991, for the Nasdaq National Market, the
New York Stock Exchange, and the
American Stock Exchange.

* kK

Participation in Rollups

(6)(A) No member or person associ-
ated with a member shall participate
in the solicitation of [receive com-
pensation for soliciting] votes or
tenders from limited partners [par-
ticipants] in connection with a limit-
ed partnership rollup transaction [of
a direct participation program or
programs], irrespective of the form
of the resulting entity [resulting
from the rollup] (i.e., a partnership,
real estate investment trust or corpo-
ration), unless [such] any compensa-
tion received by the member:

National Association of Securities Dealers, Inc.

(1) is payable and equal in amount
regardless of whether the limited
partner [participant] votes affirma-
tively or negatively in the proposed
limited partnership rollup transac-
tion;

(ii) in the aggregate, does not exceed
2% of the exchange value of the
newly-created securities; and

(i) 1s paid regardless of whether the
limited partners [participants] reject

the proposed limited partnership
rollup transaction.

(B) No member or person associated
with a member shall participate in
the solicitation of votes or tenders
from limited partners in connection

with [the] a limited partnership rollup
transaction [of a direct participation
program] unless the general
partnci{(s) or sponsoi{(s) proposing
the limited partnership rollup transac-

tion agrees to pay all solicitation

expenses related to the limited part

pership rollup transaction, mclumng

all preparatory work related thereto,
in the event the limited partnership
rollup transaction is [not approved]
rejected.

(C) No member or person associated
with a member shall participate in
any capacity in a limited partnership

rollup transaction if the transaction is
unfair or unreasonable.

(i) A limited partnership rollup trans-

action will be presumed not to be
unfair or unreasonable if the limited

partnership rollup transaction pro-
vides for the right of dissenting limit-
ed partners:

a. to receive compensation for their
limited partnership units based on an
appraisal of the limited partnership
assets performed by an independent

appraiser unaffiliated with the spon-
sor or general partner of the program

which values the assets as if sold in
an orderly manner in a reasonable
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period of time. plus or minus other
balance sheet items. and less the cost
of sale or refinancing and in a man-
ner consistent with the appropriate
industry practice. Compensation to
dissenting limited partners of limited

partnership rollup transactions may
be cash. secured debt instruments

unsecured debt instruments, or

freely-tradeable securities: provided.
however, that:

1. limited partnership rollup transac-
tions which utilize debt instruments
as compensation must provide for a
trustee and an indenture to protect the
rights of the debt holders and provide
a rate of interest equal to at least
120% of the applicable federal rate
as determined in accordance with
Section 1274 of the Internal Revenue
Code of 1986;

L uuutcu Lgd.l uwlblug 1uuug transac-
tions which utilize unsecured debt

s otinaian niadbo oo AnTmmAanoatian

INSTTUIGCIILS as bUluuvuaaduu, in
addition to the requirements of sub-

» —
., must limit total lever-

age to 70% of the appraised value of
the assets;

3. all debt securities must have a term
no greater than 8 years and provide
for prepayment with 80% of the net
proceeds of any sale or refinancing of
the assets previously owned by the
partnership entities subject to the

limited partnership rollup transaction
or any part thereof: and

4. freely-tradeable securities utilized
as compensation to dissenting limited
partners must be previously listed on
a national securities exchange or pre-
viously traded on the Nasdag System
prior to the limited partnership rollup

ship rollup transaction occurs. If the
issuer of the freely-tradeable securi-

ties is affiliated with the sponsor or
general partner, newly issued securi-

and the exclusion of any individual
limited partnership from the limited

partnership rollup transaction which
fails to reach the 75% threshold. The

ties to be utilized as compensation to
dissenting limited partners shall not -
represent more than 20 percent of the
issued and outstanding shares of that
class of securities after giving effect
to the issuance. For purposes of the
preceding sentence, a SpONSOr O gen-
eral partner is “affiliated” with the
issuer of the freely-tradeable securi-
ties if the sponsor or generai partner

third-party appointed to tabulate
votes and dissents pursuant to sub-

paragraph (C)(ii)b4. hereof shall

submit the results of such tabulation
to the NASD;

2. review of the limited partnership
rollup transaction by an independent

committee of persons not affiliated
Wlm me JCIICI ¢ dl part UlCIl b) Or Spon-~

receives any material compensation
from the issuer or its affiliates in con-
junction with the limited partnership
roitup iransaciion or the purchase of
the general partner’s interest: provid-
ed, howeyer. that nothing herein shall
restrict the ability of a sponsor or
general partner to receive any pay-

ment for its equity interests and com-

ath
p\.«uoauuu as umervv’lse PIrovi ‘ded b"

this subparagraph:

b. to receive or retain a security with
substantially the same terms and con-

1918, (B0 LuTo 100 L

ditions as the security originally held.
Securities received or retained will be

considered to have the same terms
and conditions as the security origi-
nally held if:

1. there is no material adverse change
to dissenting limited partners’ rights
with respect to the business plan or
the investment, distribution and liqui-
dation policies of the limited partner-
ship; and

2. the dissenting limited partners
receive substantially the same rights,
preferences and priorities as they bad

pursuant to the security originally
held: or

transaction, and the number of secu-
rities to be received in return for lim-
ited partnership interests must be
determined in relation to the average
last sale price of the freely-tradeable
securities in the 20-day period fol-

¢. to receive other comparable rights
including, but not limited to:

1. approval of the limited partnership
rollup transaction by 75% of the out-

lowing the date of the meeting at
which the vote on the limited partner-

NASD Notice to Members 94-70

standing units of each of the individ-
ual participating limited partnerships

sor. Whenever utilized, the indepen-
dent committee:

A ochall la amemenund oy a mainritu nf
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the outstanding securities of each of
the participating partnerships:

B. shall have access to the books and
records of the partnerships:

C. shall prepare a report to the limit-
ed partners subiject to the limited

partnership rollup transaction that
presents its findings and recommen-

dations. including any minority
views.

D. shall have the authority to negoti-
ate the proposed transaction with the
general partner or sponsor on behalf
of the limited partners, but not the
authority to approve the transaction
on behalf of the limited partners:

E. shall not deliberate for a period
longer than 60 days. although exten-
sions will be permitted if unanimous-
ly agreed upon by the members of
the independent committee or if
approved by the NASD:

E.may be compensated and reim-
bursed by the limited partnerships
subject to the limited partnership
rollup transaction and shall have the
ability to retain independent counsel
and financial advisors to represent all
limited partners at the limited part-

nerships’ expense provided the fees
are reasonable: and
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(3. shall be entitled to indemnifica-

3. utilizes a future value of their equi-

S i C Vailul AL SO

tion to the maximum extent permit-
ted by law from the limited
partnerships subject to the limited

partnership rollup transaction from
claims, causes of action or lawsuits

related to any action or decision

made in furtherance of their responsi-
bilities: provided. however, that gen-
eral partners or sponsors may also

agree to indemnify the independent

committee: or

3. any other comparable rights for
dissenting limited partners proposed

by general partners or Sponsors, pro-
vided, however, that the general part-

ner(s) or sponsor demonstrates to the
satisfaction of the NASD or, if the

NASD determines appropriate, to the
satisfaction of an independent com-
mittee, that the rights proposed are
comparable,

(i) Regardless of whether a limited
Bd.[ UlCIqu[__) IUUUQ ud[lS&Cthll lb lIl
omphance with subp_aragl_”aph (O)Q4),
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tion will be presumed to be unfair
and unreasonable:

a. if the general partner(s):

1. converts an equity interest in any
limited partnership(s) subject to a
limited partnership rollup transaction
for which consideration was not paid
and which was not otherwise provid-
ed for in the limited partnership
agreement and disclosed to limited
partners, into a voting interest in the
new entity (provided, however, an
interest originally obtained in order
to comply with the provisions of
Internal Revenue Service Revenue
Proclamation 89-12 may be convert-
ed).

2. fails to follow the valuation provi-
sions, if any. in the limited partner-
ship agreements of the subject
limited partnerships when valuing
their limited partnership interests; or

ty interest in the limited partnership
rather than the current value of their
equity interest, as determined by an
appraisal conducted in a manner con-
sistent with subparagraph (C)(i)a.,
when determining their interest in the
new entity:

b. as to voting rights, if:

1. the voting rights in the entity
resulting from a limited partnership
rollup transaction do not generally
follow the original voting rights of
the limited partnerships participating
in the limited partnership rollup
transaction; provided, however, that
changes to voting rights may be
effected if the NASD determines that
such changes are not unfair or if the

changes are approved by an indepen-
dent committee;

2. a majority of the interests in an
entity resulting from a limited part-
nership rollup transaction may not,

[N T R APy A Qi
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general partner(s), board of directors,
trustee, or similar governing entity.,
depending on the form of entity and

to the extent not inconsistent with
applicable state law. vote to:

A. amend the limited partnership
agreement. articles of incorporation
or by-laws, or indenture:

B. dissolve the entity:

C. remove the general partner, board
of directors, trustee or similar gov-
erning entity, and elect a new general

partner; board of directors, trustee or

similar governing entity: or

D. approve or disapprove the sale of
substantially all of the assets of the
entity:

3. the general partner(s) or sponsor(s) -
proposing a limited partnership rollup
transaction do not provide each limited
partner with a document which

National Association of Securities Dealers, Inc.

instructe the limited partner on the

Al siaxaacCle PGt taaa QJ1a wiay

proper procedure for voting against or
dissenting from the transaction; or

4. the general partner(s) or sponsor(s)

does not utilize an independent third
party to receive and tabulate all votes
and dissents in connection with the
limited partnership rollup transaction,
and require that the third party make
the tabulation available to the general
partner and any limited partner upon
request at any time during and after
voting occurs;

c. as to transaction costs, if*

1. transaction costs of a rejected lim-

ited partnership rollup transaction are
not apportioned between general and
limited partners of the subject limited

partnerships according to the final
vote on the proposed transaction as

foliows:

A. ibe general partner(s) or
ponsor(s) bear all transaction costs
in propoit tion to the total number of

abstentions and votes to reject the

limited partnership rollup transac-
tion; and

B. limited partners bear transaction
costs in proportion to the number of

votes to approve the limited partner-
ship rollup transaction; or

2. individual limited partnerships that
do not approve a limited partnership
rollup transaction are required to pay
any of the transaction costs, and the
general partner or sponsor is not
required to pay the transaction costs
on behalf of the non-approving limit-
ed partnerships. in a limited partner-
ship rollup transaction in which one
or more limited partnerships deter-
mines not to approve the transaction,
but where the transaction is consum-
mated with respect to one or more
approving limited partnerships: or

d. as to fees of general partners. if;
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1 gonaral nartnare are not nrevented

1. general partners are not prevented
from receiving both unearned man-
agement fees discounted to a present
value (if such fees were not previ-
ously provided for in the limited
partnership agreement and disclosed
to limited partners) and new

asset-based fees:

2. property management fees and
other general partner fees are inap-

propriate, unreasonable and more
than. or not competitive with, what

would be paid to third parties for per-
forming similar services; or

3. changes in fees which are substan-
tial and adverse to limited partners
are not approved by an independent
committee according to the facts and
circumstances of each transaction.

* 3k ok

Definitions

For purposes of Schedule D, unless
the context requires otherwise:

(1)-(4) No change.

(5) “Cash available for distribution”
means cash flow of a limited partner-

ship less amount set aside for restora-
tion or creation of reserves.

(6) “Cash flow”” means cash funds

provided from limited partnership
operations, including lease payments
on net leases from builders and sell-
ers. without deduction for deprecia-
tion, but after deducting cash funds
used to pay all other expenses, debt
payments, capital improvements and
replacements.

[(5)] (1) “Capital and surplus”
Unchanged.

NASD Notice to Members 94-70

[(6)] (8) “Consolidated Quotations

Service” Unchanged.

(9) “Dissenting Limited Partner”—a
person who. on the date on which
soliciting material is mailed to
investors. is a holder of a beneficial
interest in a limited partnership that
is the subject of a limited partnership
rollup transaction, and who casts a
vote against the transaction and com-
plies with procedures established by
the Association, except that for pur-
poses of an exchange or tender offer,
such person shall file an objection in
writing under the rules of the
Association during the period in
which the offer is outstanding. Such
objection in writing shall be filed
with the party responsibie for tabulat-

ing the votes or tenders.

[(7)] (10) “Firm commitment offer-
ing” Unchanged.

[(8)] (11) “Index warrants”
Unchanged.

(12) “Limited partner” or “investor in
a limited partnership” means the pur-
chaser of an interest in a direct partic-

ipation program. as defined in Article
111, Section 34 of the Rules of Fair

f one or more limited partner-

ships, directly or indirectly, in which:

(A) some or all of the investors in any
of such limited partnerships will
receive new securities, or securities
in another entity, that will be reported
under a transaction reporting plan
declared effective before January 1.
1991, by the Securities and Exchange
Commission under Section 11A of

the Securities Exchange Act of
1934:*

(B) any of the investors’ limited part-
nership securities are not, as of the
date of the filing. reported under a
transaction reporting plan declared
effective before January 1, 1991, by
the Securities and Exchange
Commission under Section 11A of

the Securities Exchange Act of
1934:*

(C) investors in any of the limited

U SO [Pp IR —

parinerships involved are subject to a

significant adverse change with
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respect 1o voling ughtS, the term of
existence of the entity. management

compensation. or investment objec-
tives; and

(D). any of such investors are not pro-

Practice, that is a limited partnership
who is not involved in the day-to-day
management of the limited partner-
ship and bears limited liability.

(13) “Limited partnership” means an
unincorporated association thatis a
direct participation program., as
defined in Article II1. Section 34 of the
Rules of Fair Practice, organized as a
limited partnership whose partners are
one or more general partners and one
or more limited partners, which con-
forms to the provisions of the Revised
Uniform Limited Partnership Act or
the applicable statute that regulates the
organization of such partnership.

(14) “Limited Partnership Rollup
Transaction” means a transaction

involving the combination or reorgani-

vided an option to receive or retain a

security under substantially the same
terms and conditions as the original
issue.

Notwithstanding the foregoing defi-

pition. a “limited partnership rollup
transaction” does not include:

(i) a transaction that involves only a
limited partnership or partnerships
having an operating policy or prac-
tice of retaining cash available for
distribution and reinvesting proceeds
from the sale. financing, or refinanc-
ing of assets in accordance with such
criteria as the Securities and
Exchange Commission determines
appropriate;

(ii) a transaction involving only limit-
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ed partnershins wherein the interests

the Securities Exchanoe Act of

of the limited partners are repur-
chased. recalled or exchanged pur-
suant to the terms of the pre-existing
limited partnership agreements for
securities in an operating company
specifically identified at the time of
the formation of the original limited
partnership;

(iii) a transaction in which the securi-

ties to be issued or exchanged are not
required to be and are not registered

1934*: if:

a. such other entity was formed. and
such class of securities was reported
and regularly traded. not less than 12
months before the date on which

soliciting material is mailed to
investors: and

b. the securities of that entity issued to
investors in the transaction do not

exceed 20 percent of the total out-

under the Securities Act of 1933:

(iv) a transaction that involves only

issuers that are not required to regis-

standing securities of the entity, exclu-
sive of any securities of such class

held by or for the account of the entity
or a subsidiary of the entity.

ter or report under section 12 of the

Securities Exchange Act of 1934,
both before and after the transaction;

(v) a transaction, except as the

Securities and Exchange

Commission may otherwise provide
for by rule for the protection of

investors, involving the combination
or reorganization of one or more lim-
PGS RGPS J. SR S .y [P o’ o |
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iated party succeeds to the interests
of the general partner or sponsor., if:

a. such action is approved by not less
than 66-2/3 percent of the outstand-

ing units of each of the participating
limited partnerships: and

b. as a result of the transaction, the

existing general partners will receive
only compensation to which they are
entitled as expressly provided for in

the pre-existing partnership agree-
ments:; or

(vi) a transaction, except as the
Securities and Exchange

Commission may otherwise provide
for by rule for the protection of

investors, in which the securities
offered to investors are securities of

another entity that are reported under
a transaction reporting plan declared
effective before January 1, 1991, by

the Securities and Exchange
Commission under Section 11A of

15) “Management fee” means a fee

paid to the sponsor, general
partner(s). their affiliates, or other

persons for management and admin-
istration of a limited partnership.

(9] (16) “Member” Unchanged.

[(10)] A7) “NASDAQ Market

LV PRI &SP TR |
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[(11)] (18) “NASDAQ National
Market System security”
Unchanged.

[(12)] (19) “NASDAQ System”
Unchanged.

[(13)] (20) “Net Tangible Assets”
Unchanged.

[(14)] 21) “Normal unit of trading”
Unchanged.

[(15)] (22) “Penalty bid”
Unchanged.

[(16)] (23) “Pre-effective stabilizing
bid” Unchanged.

[(17)] (24) “Reported security,”
Unchanged.

(25) “Solicitation expenses” means
direct marketing expenses incurred
by a member in connection with a

National Association of Securities Dealers, Inc.

limited partnershin rollun trangac-
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tion, such as telephone calls. bro-
ker/dealer fact sheets, members’

legal and other fees related to the
solicitation, as well as direct solicita-

tion compensation to members.

[(18)] (26) “Stabilizing bid”
Unchanged.

(27) “Transaction costs” means costs
incurred in connection with a limited
partoership rollup transaction, includ-
ing printing and mailing the proxy,
prospectus or other documents; legal
fees not related to the solicitation of
votes or tenders: financial advisory
fees: investment banking fees:
appraisal fees; accounting fees; inde-
pendent committee expenses: travel
expenses; and all other fees related to
the preparatory work of the transac-
tion, but not including costs that
would have otherwise been incurred
by the subject limited partnerships in
the ordinary course of business or
solicitation expenses.

* Transaction reporting plans under Section
11A were declared effective prior to January
1, 1991, for the Nasdaq National Market, the
New York Stock Exchange, and the
American Stock Exchange.

k) %k k

PART IIT
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Designation Of Nasdaq National
Market System Securities

Sec. 1. - Sec. 2. No change.

Sec. 3. Limited Partnership Rollup
Designation Criteria

In addition to meeting the quantitative
criteria for Nasdag/NMS inclusion, an
issuer that is formed as a result of a
limited partnership rollup transaction,
as defined in Part I, Section (13) here-

of, must meet the criteria set forth
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below in order to he designated.

(a) The limited partnership rollup
transaction must provide for the right
of dissenting limited partners:

(1) to receive compensation for their
limited partnership units based on an
appraisal of the limited partnership
assets performed by an independent
appraiser unaffiliated with the spon-

sor or general partner of the program
which values the assets as if sold in

(iv) freelv-tradeable securities uti-

lized as compensation to dissenting
limited partners must be issued by a
company listed on a national securi-
ties exchange or traded on the
Nasdaq System prior to the limited
partnership rollup transaction, and
the number of securities to be
received in return for limited partner-
ship interests must be determined in
relation to the average last sale price

of the freely-tradeable securities in
the 20-day period following the date

partnership: and

(ii) the dissenting limited partners
receive substantially the same rights,
preferences and priorities as they
had pursuant to the security origi-
nally held; or

(3) to receive other comparable rights
including, but not limited to:

(i) approval of the limited partnership
rollup transaction by 75% of the out-

an orderly manner in a reasonable
period of time, plus or minus other
balance sheet items. and less the cost
of sale or refinancing and in a man-
ner consistent with the appropriate
industry practice. Compensation to
dissenting limited partners of limited

partnership rollup transactions may
be cash, secured debt instruments

unsecured debt instruments. or
freely-tradeable securities; provided.
however. that:

gi) limited p_arcnership rollup transac-
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as compensation must provide for a
trustee and an indenture to protect the
rights of the debt holders and provide
a rate of interest equal to at least

120% of the applicable federal rate
as determined in accordance with

Section 1274 of the Internal Revenue
Code of 1986:

(i1) limited partnership rollup transac-
tions which utilize unsecured debt
instruments as compensation. in
addition to the requirements of sub-
paragraph (i), must limit total lever-

age to 70% of the appraised value of
the assets;

(iii) all debt securities must have a
term no greater than 8 years and pro-
vide for prepayment with 80% of the
net proceeds of any sale or refinanc-
ing of the assets previously owned by
the partnership entities subject to the
limited partnership rollup transaction
or any part thereof; and

NASD Notice to Members 94-70

of the meeting at which the vote on

the limited partnership rollup transac-
tion occurs. If the issuer of the freely-

standing units of each of the individ-
ual participating limited partnerships
and the exclusion of any individual

tradeable securities is affiliated with
the sponsor or general partner, newiy
issued securities to be utilized as

compensation to dissenting limited
partners shall not represent more than
20 percent of the issued and out-
standing shares of that class of secu-
rities after giving effect to the
issuance. For purposes of the preced-

cApmtanaa o anonaent or gonoral
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partner is “affiliated” with the issuer

£ +ha franl 11 1
of the freely tradeable securities if

the sponsor or general partner
receives any material compensation
from the issuer or its affiliates in con-
junction with the limited partnership
rollup transaction or the purchase of
the general partner’s interest: provid-
ed, however, that nothing herein shall
restrict the ability of a sponsor or
general partner to receive any pay-

ment for its equity interests and com-
pensation as otherwise provided by

this section;

(2) to receive or retain a security with
substantially the same terms and con-

ditions as the security originally held.
Securities received or retained will be

considered to have the same terms
and conditions as the security origi-
nally held if:

(1) there is no material adverse
change to dissenting limited partners’
rights with respect to the business
plan or the investment, distribution

and liguidation policies of the limited

limited partnership from the limited
partnership roliup transaction which
fails to reach the 75% threshold. The
third-party appointed to tabulate
votes and dissents pursuant to sub-

paragraph (b)(2)(iv) to Section 3
shall submit the results of such tabu-

Vot b #lan N .
lation to the NASD

o .. )
(i) review of the limited partnership

rollup transaction by an independent

committee of persons not affiliated

with the general partner(s) or spon-

sor. Whenever utilized, the indepen-
dent committee:

a. shall be approved by a majority of
the outstanding securities of each of
the participating partnerships:

b. shall have access to the books and
records of the partnerships:

c. shall prepare a report to the limited
partners subject to the limited part-
nership rollup transaction that pre-
sents its findings and
recommendations. including any
Minority views;

d. shall have the authority to negoti-
ate the proposed transaction with the
general partner or sponsor on behalf
of the limited partners, but not the
authority to approve the transaction

on behalf of the limited partners;

e. shall not deliberate for a period
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longer than 60 days, although exten-
sions will be permitted if unanimous-
ly agreed upon by the members of

the independent commiittee or if
approved by the NASD:

f. may be compensated and reim-
bursed by the limited partnerships
subject to the limited partnership
rollup transaction and shall have the
ability to retain independent counsel
and financial advisors to represent all
limited partners at the limited part-

narching’ avnmanans nravida o fona
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are reasonable; and

g. shall be entitled to indemnification
to the maximum extent permitted by
law from the limited partnerships
subject to the limited partnership
rollup transaction from claims, caus-

es of action or lawsuits related to any
action or decision made in further-

ance of their responsibilities: provid-
ed. however, that general partners or
sponsors may also agree to indemni-

fy the independent committee: or

(iii) any other comparable rights for
dissenting limited partners proposed
by general partners or Sponsors, pro-
vided. however, that the general part-
ner(s) or sponsor demonstrates to the
satisfaction of the NASD or. if the
NASD determines appropriate, to the
satisfaction of an independent com-
mittee, that the rights proposed are
comparable.

(b) Regardless of whether a limited
partnership rollup transaction meets
the requirements set forth in
Subsection 3(a) above, a limited part-
nership rollup transaction will not be
designated:

(1) if the general partner(s):

(i) converts an equity interest in any
limited partnership(s) subject to a

limited partnership rollup transac-
tion for which consideration was

not paid and which was not other-
wise provided for in the limited

partnership agreement and disclosed
to limited partners. into a voting
interest in the new entity (provided,
however, an interest originally
obtained in order to comply with the

provisions of Internal Revenue
Service Revenue Proclamation

89-12 may be converted);

(ii) fails to follow the valuation pro-
visions, if any, in the limited partner-
ship agreements of the subject
limited partnerships when valuing

Tamzee T3mn P S R I T L T

their limited par Lucmuiu IETESiS, Of

(1ii) utilizes a future value of their
equity interest rather than the current
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determined by an appraisal conduct-
ed in a manner consistent with sub-
paragraph (a)(1) of Part ITI. Section 3

hereof, when determining their inter-
est in the new entity;

(2) as to voting rights, if:
(1) the voting rights in the entity result-

ing from a limited partnership rollup
transaction do not generally follow the
original voting rights of the limited
partnerships participating in the limit-
ed partnership rollup transaction; pro-
vided. however, that changes to voting
rights may be effected if the NASD
determines that such changes are not
unfair or if the changes are approved
by an independent commiittee;

(i1) a majority of the interests in an
entity resulting from a limited partner-

ship rollup transaction may not, with-
out concurrence by the sponsor,
general partner(s). board of directors,
trustee, or similar governing entity,
depending on the form of entity and to

the extent not inconsistent with state
law, vote to:

a. amend the limited partnership agree-

ment, articles of incorporation or by-
laws. or indenture;

b. dissolve the entity:

National Association of Securities Dealers, Inc.

c. remove the general partner, board of
directors, trustee or similar governing
entity, and elect a new general partner,
board of directors, trustee or similar

governing entity: or

d. approve or disapprove the sale of
substantially all of the assets of the
entity:;

(iii) the general partner(s) or spon-

sor(s) proposing a limited partnershi

ollup transaction do not provid
cach PEISoil whose €g uuy interest is
subject to the transaction with a doc-
ument which instructs the person on
the proper procedure for voting

aoain eyl e
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(iv) the general partner(s) or spon-
sor(s) does not utilize an independent
third party to receive and tabulate all

votes and dissents in connection with

the limited partnership rollup transac-
tion. and require that the third partv

make the tabulation available to the
general partner and anv limited part-

ner upon request at any time during
and after voting occurs;

(3) as to transaction costs, if:

(1) transaction costs of a rejected
limited partnership rollup transaction
are not apportioned between general
and limited partners of the subject
limited partnerships according to the

final vote on the proposed transaction
as follows:

a. the general partner(s) or sponsor(s)
bear all transaction costs in propor-
tion to the total number of absten-

tions and votes to reject the limited
partnership rollup transaction; and

b. limited partners bear transaction
costs in proportion to the number of
votes to approve the limited partner-
ship rollup transaction; or (2) indi-
vidual limited partnerships that do
not approve a limited partnershig
rollup transaction are required to
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pay any of the transaction costs, and
the general partner or sponsor is not
required to pay the transaction costs
on behalf of the non-approving lim-

ited partnerships. in a limited part-
nership rollup transaction in which
one or more limited partnerships
determines not to approve the trans-
action, but where the transaction is
consummated with respect to one or
more approving limited partnerships;

LA\ ag + £ -+ if-
(4) as to fees of gencral partners, ift

(i) general partners are not prevented
from receiving both unearned man-

acement fees discounted to a present

Ciiy

value (if such fees were not previous-
ly provided for in the limited partner-
ship agreement and disclosed to

limited partners) and new asset-based

fees:

(ii) property management fees and
other general partner fees are inap-

propriate, unreasonable and more
than. or not competitive with, what
would be paid to third parties for per-

forming similar services; or

(iii) changes in fees which are sub-
stantial and adverse to limited part-
ners are not approved by an
independent committee according to
the facts and circumstances of each
transaction.

Sec. [3.] 4. Registration Standards

In addition to meeting the quantita-
tive criteria and the limited partner-

ship rollup criteria, if applicable, for
NASDAQ/NMS inclusion, the issue
must also be:

X ok

Sec. [4.] 5. Quantitative
Maintenance Criteria

& K ok

Designation Criteria for Issuers
Excepting Limited Partnerships

* & %

Sec. [6.] 7. Non-Quantitative
Designation Criteria for Issuers
That Are Limited Partnerships’

(a) Applicability

No provision of this Section shall be
construed to require any foreign

issuer that is a limited nartnershin to
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do any act that is contrary to a law,
rule, or regulation of any public
authority exercising jurisdiction over
such issuer or that is contrary to gen-
erally accepted business practices in
the issuer’s country of domicile. The
Association shall have the ability to
provide exemptions from applicabili-
ty of these provisions as may be nec-
essary or appropriate to carry out this
intent.

(b) Distribution of Annual and
Interim Reports

(1) Each NASDAQ/NMS issuer that
is a limited partnership shall dis-
tribute to limited partners copies of
an annual report containing audited
financial statements of the limited
partnership. The report shall be dis-
tributed to limited partners within a
reasonable period of time after the
end of the limited partnership’s fiscal
year end and shall be filed with the
Association at the time it is distribut-
ed to limited partners.

(2)(i) Each NASDAQ/NMS issuer
that is a limited partnership which is
subject to SEC Rule 13a-13 shall
make available copies of quarterly
reports including statements of oper-
ating results to limited partners either
prior to or as soon as practicable fol-
lowing the partnership’s filing of its
Form 10-Q with the Securities and
Exchange Commission. Such reports
shall be distributed to limited part-

tion in the state in which the limited
partnership is formed or doing busi-
ness or by the terms of the partner-
ship’s limited partnership agreement.
If the form of such quarterly report
differs from the Form 10-Q, the
issuer shall file one copy of the report
with the Association in addition to
filing its Form 10-Q pursuant to
Section 1(c)(12) of Part II. The state-
ment of operations contained in quar-
terly reports shall disclose, at a
minimum, any substantial items of an
unusual or nonrecurrent nature and

net income before and after estimated
federal income taxes or net income
and the amount of estimated federal
taxes.

(ii) Each NASDAQ/NMS issuer that
is a limited partnership which is not
subject to SEC Rule 13a-13 and
which is required to file with the
Securities and Exchange
Commission, or another federal or
state regulatory authority, interim
reports relating primarily to opera-
tions and financial position, shall
make available to limited partners
reports which reflect the information
contained in those interim reports.
Such reports shall be distributed to
limited partners if required by
statute or regulation in the state in
which the limited partnership is
formed or doing business or by the
terms of the partnership’s limited
partnership agreement. Such reports
shall be distributed to limited part-
ners either before or as soon as
practicable following filing with the
appropriate regulatory authority. If
the form of the interim report pro-
vided to limited partners differs

! The NASD has pending at the SEC rule fil-
ing SR-NASD-91-58 that proposes to adopt
corporate governance rules for limited part-
nerships. This proposed rule change was
published for comment in Securities
Exchange Act Rel. No. 30811 (June 15,
1992); 57 F.R. 28542 (June 25, 1992). The
rule language of this proposed rule change is

Sec. [5.] 6. Non-Quantitative ners if required by statute or regula- set forth herein as if adopted.
NASD Notice to Members 94-70 September 1994
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from that filed with the regulatory
authority, the issuer shall file one
copy of the report to limited part-
ners with the Association in addi-
tion to the report to the regulatory
authority that is filed with the
Association pursuant to Section
1(c)(12) of Part II.

(c) Corporate General
Partner/Independent Directors

Each NASDAQ/NMS issuer that is a

limited narfnprc]'nn chall maintain a

corporate general partner or co-gener-
al partner, which shall have the
authority to manage the day-to-day
affairs of the partnership. Such corpo-
rate general or co-general partner shall
maintain two independent directors on
its board of directors. An issuer that is
a limited partnership may be designat-
ed for inclusion in NASDAQ/NMS
upon demonstrating that it has one
independent director and undertaking
to elect a second such director within
12 months of designation. For purpos-
es of this section, “independent direc-
tor’” shall mean a person other than an
officer or employee of the company or
its subsidiaries or any other individual
having a relationship which, in the

opinion of the board of directors,
would interfere with the exercise of
independent judgment in carrying out
the responsibilities of a director.

(d) Audit Committee

The corporate general partner or co-
general partner of each
NASDAQ/NMS issuer that is a limit-
ed partnership shall establish and
maintain an Audit Committee, a
majority of the members of which

shall be indepcndent directors.

(e) Limited Partner Meetings

A NA, QnAﬂﬂ\TMQ issuer that is a

A> G

limited partnershlp shall not be
required to hold an annual meeting of
limited partners unless required by
statute or regulation in the state in
which the limited partnership is
formed or doing business or by the
terms of the partnership’s limited
partnership agreement.

() Quorum

In the event that a meeting of limited
partners is required pursuant to para-
graph (e), the quorum for such meet-

National Association of Securities Dealers, Inc.

ing shall be not less than 33-1/3 per-
cent of the limited partnership inter-
ests outstanding.

(g) Solicitation of Proxies

In the event that a meeting of limited
partners is required pursuant to para-
graph (e), the issuer shall provide all
limited partners with proxy or infor-
mation statements and if a vote is

required shall solicit proxies thereon.
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Each NASDAQ/NMS issuer that is a
limited partnership shall execute a

1 ich
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nated by the Association.

(i) Conflicts of Interest

Each NASDAQ/NMS issuer which is
a limited partnership shall conduct an
appropriate review of all related party
transactions on an ongoing hasis and
shall utilize the Audit Committee or a
comparable body for the review of
potential material conflict of interest
situations where appropriate.

* 3k %
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On August 11, 1994, the SEC
approved a series of related changes
to NASD rules governing transaction
reporting in Nasdaq National
Market® securities, The Nasdaq
SmallCap™ Market securities,
Nasdaq convertible debt securities
(“Nasdaq convertibles™), over-the-
counter equity securities (OTC equi-
ties), and exchange-listed securities
eligible for inclusion in the
Consolidated Quotation Service
(CQS issues).! These amendments
will eliminate the manually prepared
Form T as the principal means of
reporting transactions in the forego-
ing securities when executed outside
normal market hours (9:30 a.m. to 4
p-m., Eastern Time (ET) ) or outside
the hours of the Automated
Confirmation Transaction Service
(ACT) (currently 9 a.m. to 5:15 p.m.
ET). Instead, the covered transactions
will be reported elecironically
through ACT on either trade date or
the next business day. The amend-
ments also recognize that the morn-
ing window for reporting
contemporaneous trades in Nasdag-
listed securities and OTC equities
into ACT will expand by one hour,
starting at 8 a.m. ET. Member firms
can input the required trade reports
via a Nasdaq Workstation® unit or a
computer-to-computer interface.
These changes take effect December
12, 1994. The language of the rule
change follows this Notice.

Background And Description

Since inception of real-time trade
reporting, the NASD has relied on
members’ submission of a paper
Form T to collect transactional data
on off-hours trades. This information
was compiled and reviewed solely
for regulatory purposes without pub-
lic dissemination. Subsequently, the
NASD introduced the . T function to
enable the electronic entry of trade

National Association of Securities Dealers, Inc.

renorte for trades executed hetween Q
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and 9:30 a.m. ET ? or between 4 and
5:15 p.m. ET. This rule change con-
tinues the progression by expanding
the morning window for . T entries to
1 12 hours (8 a.m. to 9:30 a.m. ET)
and by establishing procedures for
electronic reporting of trades execut-
ed outside of ACT’s normal operat-
ing hours.

This rule change is meant to achieve
the electronic capture of virtually
every round-lot trade executed by
NASD members in the covered secu-
rities, regardless of execution time.
Currently, the only off-hours trades
that are reportable electronically are
those executed between 9 and 9:30
am. ET and between 4 and 5:15 p.m.
ET. Such trades are designated .T
trades to denote execution outside
normal market hours. At present,
trades done outside these hours are
reportable only via paper Form T.

This latest initiative also will permit
.T trades {(except .T trades in the sub-
set of OTC equities comprised of for-
cign issues, Canadian issues, and
American Depositary Receipts
(ADRs) ) to be disseminated to mar-
ket data vendors and to subscribers of
Level 2/3 Nasdaq Workstation ser-
vice. However, any “as/of” trades
reported under the amended rules
will be collected solely for audit-trail

' See Securities and Exchange Act Release
No. 34-34527 (August 11, 1994); 59 FR .
42613 (August 18, 1994).

? The morming .T window cannot be used to
enter trade reports on contemporaneous
transactions in CQS issues because the cen-
tral processor (The Securities Industry
Automation Corporation) of such informa-
tion does not open until 9:30 a.m. ET. This
situation will not change as a result of the
NASD's new trade-reporting requirements.
However, it will now be possible to report,
electronically, trades in CQS issues that are
executed outside the hours of 9:30 to 5:15
p-m. ET on the next business day. These will
be designated "as/of" trades.
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and regulatory purposes. After imple-
mentation, NASD staff will evaluate
member firms’ overall compliance
with the new requirements; examine
various alternatives for public dis-
semination of “as/of” trade data; con-
sider the feasibility of expanding the
time period for reporting “as/of”
trades on T +1; and focus on the
complete elimination of paper Form
T as a trade-reporting vehicle.
Meanwhile, the paper Form T will be
maintained solely as a back-up
mechanism for reporting Jast-sale
information to the NASD.

Ultimately, these enhanced procedures
will enable the NASD to compile and
publish comprehensive volume data
for individual securities, including
block-size and other round-lot trades
reported electronically by NASD
members.

Rule Changes

By implementing the following proce-
dures, this rule change will substantial-
ly reduce the need for reporting any
trades via the paper Form T:

* The morning .T window for report-
ing contemporaneous trades in Nasdaq
National Market issues, The Nasdaq
SmallCap Market issues, Nasdaq con-
vertibles, and domestic OTC equities
(including Canadian issues and ADRs)
will be expanded by one hour to run
from 8§ a.m. to 9:30 a.m. ET. Trades
executed during this interval must be
reported into ACT within 90 seconds
of execution and be designated .T to
denote execution outside normal mar-
ket hours (See Schedule D, Parts X,
X1, X1, and XIID);

« Trades executed between midnight
and 8 a.m. ET in Nasdaq National
Market issues, The Nasdaq SmallCap
Market issues, Nasdaq convertibles,
and domestic OTC equities (including
Canadian issues and ADRs) must be
reported into ACT on trade date during

NASD Notice to Members 94-71

the exnanded T period (8 a.m. to 9:30

UIC CAPAIUOL 1 PUiiUle (O Geaxde w7 7

a.m. ET); these trades must be desig-
nated .T trades to denote execution
outside normal hours and be accompa-
nied by time of execution since they
are not being reported in real-time (See
Schedule D, Parts X, X1, XII, and

XTI,

» Trades executed in Nasdaq National
Market issues, The Nasdaq SmallCap
Market issues, Nasdaq convertibles,
and domestic OTC equities (including
Canadian issues and ADRs) between
5:15 p.m. and midnight ET must be
reported into ACT on the next business
day (T+1) between 8 a.m. and 1:30
p.m. ET; these entries must be desig-
nated “as/of” trades to denote execu-

tion on a prior day and be accompa-
nied by a time of execution (See
Schedule D, Parts X, X1, XII, and

X1,

» Trades executed in foreign OTC
equities (excluding Canadian issues
and ADRs) shall be reported into ACT
on T+1 between 8 am. and 1:30 p.m.
ET regardless of the time the trade was
actually executed; such trade reports
must be designated “as/of”” trades and
be accompanied by a time of execu-
tion (See Schedule D, Part XTI,

Gy

» Trades executed in CQS issues out-
side the hours of 9:30 a.m. and 5:15
p.m. ET must be reported into ACT

mented on December 12, 1994:
ADRs)

If the trade was
executed between:
Midnight - 8 a.m.

8 -9:30 a.m.

4 -5:15p.m.

5:15 p.m. - midnight
CQS Trades:
Midnight - 9:30 a.m.
5:15 p.m. - midnight
Foreign OTC Equities
(Excluding Canadian

Issues and ADRs)
Any time on trade datet

Following is a chronicle of the revised reporting requirements to be imple-

Nasdaq National Market, Nasdaq SmallCap, Nasdaq Convertible
Bonds, And Domestic OTC Equities (Including Canadian Issues And

Report to ACT:

Between 8 and 9:30 a.m.; enter . T modifier
and include execution time.

Enter .T modifier and include execution time if
not reported within 90 seconds.

Enter .T modifier and include execution time if
not reported within 90 seconds.

On T+1 between 8 a.m. and 1:30 p.m.; enter
execution time and designate “as/of.”’

On T+1 between 8 a.m. and 1:30 p.m.; enter
execution time and designate “as/of.”
On T+1 between 8 a.m. and 1:30 p.m.; enter
execution time and designate “as/of.”

On T+1 between 8 a.m. and 1:30 p.m.; enter
execution time and designate “as/of.”

+ Member firms that have the operational capability to report transactions in foreign securi-
ties within 90 seconds of execution, between 8 a.m. and 5:15 p.m. ET, may do so at their
option. If a firm chooses this option, it need not report the same transaction(s) on T+1.
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on T+1 between 8 am. and 1:30 p.m.
ET, be designated “as/of” trades, and
be accompanied by a time of execu-
tion (See Schedule G, Section

2(2)3)).

Electronic trade reporting will result
in greater and more timely dissemi-
nation of reliable information for
transactions executed outside normal
market hours. This will provide bro-
ker/dealers and investors with addi-
tional information to facilitate
investment decisions.

Questions regarding this Notice can
be directed to Michael J. Kulczak,
Associate General Counsel, Office of
General Counsel, at (202) 728-8811;
Bernard Thompson, Assistant
Director, Market Surveillance; (301)
590-6436; or Nasdaq Market
Operations at (203) 378-0284.

Text Of Amendments To Schedule

D And G Of The NASD By-Laws

(Note: New text is underlined; delet-
ed text is in brackets.)

Schedule D
Part X
REPORTING TRANSACTIONS
IN NASDAQ NATIONAL

MARKET [SYSTEM
DESIGNATED] SECURITIES

% % 3k
Sec. 2. Transaction Reporting

(a) When and How Transactions are
Reported

2(a)(1)-2(a)(3) No change.

(4) Transaction Reporting Qutside
Normal Market Hours

(i) Last sales reports of transactions
in designated securities executed

between fQ 001 :00 a.m. and 9:30

a.m. Eastem Time shall be transmit-
ted through ACT within 90 seconds
after execution and shall be designat-
ed as “.T” trades to denote their exe-
cution outside normal market hours.
Additionally, last sale reports of
transactions in designated securities
executed between the hours of 4:00
p.m. and 5:15 p.m. Eastern Time
shall be transmitted through ACT
within 90 seconds after execution;
trades executed and reported after
4:00 p.m. Eastern Time shall be des-
ignated as “.T” trades to denote their
execution outside normal market
hours. Transactions not reported
within 90 seconds must include the
time of execution on the trade report.

(ii) Last sale reports of transactions
in designated securities executed out-
side the hours of 8:00 a.m. and 5:15
p.m. Hasiern Time shali be reported

as follows:

(A) Last sale reports of transactions

A A A vam DU JEP I |

cz(c\,‘uwd DEtWeEen uﬁuluguL aiig o :00
a.m. Eastern Time shall be transmit-

ted through ACT between 8:00 a.m.
and 9:30 a.m. Eastern Time on trade

date, be designated as “.T” trades to
denote their execution outside nor-

mal market hours, and be accompa-
nied by the time of execution. The
party responsible for reporting on
trade date, the information to be

reported. and the applicable proce-
dures shall be governed. respective-
ly, by subsections (b). (c). and (d)

below:

(B) Last sale reports of transactions
executed between 5:15 p.m. and
midnight Eastern Time shall be

transmitted through ACT on the next
business day (“T+1") between 8:00

a.m. and 1:30 p.m. Eastern Time, be

designated “as/of” trades to denote
their execution on a prior day. and be

accompanied by the time of execu-
tion. The party responsible for
reporting on T+1, the trade details to
be reported, and the applicable pro-

National Association of Securities Dealers, Inc.

all he ooverned. respec-

ubsections (b), (c). and (d)

cedures s

SURAUITS Sl

tively, by
below.

(5) All members shall report weekly
to the Market Operations Department
in [New York City] Trumbull
Connecticut, on [a] Form T [desig-
nated by the Board of Governors],
last sale reports of transactions in
designated securities [executed out-
side the hours of 9:00 a.m. and 5:15
p.m. Eastern Time.] that were not
transmitted through ACT, for what-
ever reason, either on the trade date
or the next business day. Form T
shall be used exclusively as a back-
up mode whenever electronic entry

of trade data is not feasible due to

system malfunctions or other unusual
conditions.

Part XI

REPORTING TRANSACTIONS

IN NASDAQ SMALL[-JCAP™
SECURITIES

& 3k %k

Sec. 2. Transaction Reporting

(a) When and How Transactions are
Reported

2(a)(1)-2(a)(3) No change.

(4) Transaction Reporting Qutside
Normal Market Hours

(i) Last sales reports of transactions
in designated securities executed
between [9:00] 8:00 a.m. and 9:30
a.m. Eastern Time shall be transmit-
ted through ACT within 90 seconds
after execution and shall be designat-
ed as “.T” trades to denote their exe-
cution outside normal market hours.
Additionally, last sale reports of
transactions in designated securities
executed between the hours of 4:00
p.m. and 5:15 p.m. Eastern Time
shall be transmitted through ACT
within 90 seconds after execution;
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trades executed and reported after
4:00 p.m. Eastern Time shall be des-
1gnated as “.T” trades to denote their
execution outside normal market
hours. Transactions not reported
within 90 seconds must include the
time of execution on the trade report.

(ii) Last sale reports of transactions
in designated securities executed out-
side the hours of 8:00 a.m. and 5:15

p.m. Eastern Time shall be reported

a fall
as iouowWs:

(A) Last sale reports of transactions

executed between midnight and 8:00
a.m. Eastern Time shall be transmit-

ted through ACT between 8:00 a.m.
and 9:30 a.m. Eastern Time on trade
date. be designated as . T” trades to
denote their execution outside normal
market hours, and be accompanied
by the time of execution. The party

esp_on51ble for reporting on trade
date, the information to be reported.
and the applicable procedures shall
be governed, respectively, by subsec-
tions (b), (c), and (d) below:

(B) Last sale reports of transactions
executed between 5:15 p.m. and mid-
night Eastern Time shall be transmit-
ted through ACT on the next
business day (“T+1") between 8:00
a.m. and 1:30 p.m. Eastern Time, be
designated “as/of” trades to denote
their execution on a prior day, and be
accompanied by the time of execu-
tion. The party responsible for report-
ing on T+1, the trade details to be
reported, and the applicable proce-
dures shall be governed. respectivel

by subsections (b). (c). and (d) below.

(5) All members shall report weekly to
the Market Operations Department in
[New York City] Trumbull

nnecticut, on [a] Form T [designat-
ed by the Board of Govemors], last
sale reports of transactions in designat-
ed securities [executed outside the
hours of 9:00 a.m. and 5:15 p.m.
Eastern Time.] that were not transmit-
ted through ACT, for whatever reason.,
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either on the trade date or the pext

business day. Form T shall be used
exclusively as a back-up mode when-
ever electronic entry of trade data is

not feasible due to system malfunc-
tions or other unusual conditions.

Part XTI
REPORTING TRANSACTIONS

IN OVER-THE-COUNTER
EQUITY SECURITIES

® %k &
Sec. 2. Transaction Reporting

(a) When and How Transactions are
Reported

2(a)(1)-2(a)(2) No change.

(3) Transaction Reporting Qutside
Normal Market Hours

(i) Last sale reports of transactions in
OTC Equity Securities executed
between [9:00] 8:00 a.m. and 9:30
a.m. Eastern Time shall be transmitted
through ACT within 90 seconds after
execution and shall be designated as
« T trades to denote their execution
outside normal market hours. Last sale
reports of transactions in OTC Equity
Securities executed between the hours
of 4:00 p.m. and 5:15 p.m. Eastern
Time shall also be transmitted through
ACT within 90 seconds after execu-
tion; trades executed and reported after
4:00 p.m. Eastern Time shall be desig-
nated as “T” to denote their execution
outside normal market hours.
Transactions not reported within 90
seconds must include the time of exe-

cution on the trade report.

(i) Last sale reports of transactions in
OTC Equity Securities executed out-
side the hours of 8:00 a.m. and 5:15

p.m. Eastern Time shall be reported as
follows:

(A) Last sale reports of transactions
in American Depositary Receipts

(“ADRg”). Canadian issues. or
domestic OTC Equity Securities that
are executed between midnight and
8:00 a.m. Eastern Time shall be
transmitted through ACT between
8:00 a.m. and 9:30 a.m. Eastern Time
on trade date, be designated as “.T”
trades to denote their execution out-
side normal market hours, and be
accompanied by the time of execu-
tion, The party responsible for report-
ing on trade date, the trade details to
be reported, and the applicable pro-
cedures shall be governed. respec-
tively, by subsections (b). (c). and (d)
below:

(B) Last sale reports of transactions
in ADRs. Canadian issues, or domes-
tic OTC Equity Securities that are
executed between 5:15 p.m. and mid-
night Eastern Time shall be transmit-
ted through ACT on the next
business day (“T+1")
am. and 1:30 p.m. Eastern Time. be

T atrre .
between 8:00

RIS |

designated “as/of” trades to denote

their execution on a prior day, and be

accompanicd by the time of execu-
tion. The party responsible for report-

ing on T+1, the trade details to be

reported, and the applicable proce-
dures shall be governed., respectively.
by subsections (b), (c), and (d)
below; and

(C) Last sale reports of transactions
in foreign securities (excluding
ADRs and Canadian issues) shall be
transmitted through ACT on T+1
regardless of time of execution.f
Such reports shall be made between
8:00 a.m. and 1:30 p.m. Eastern
Time in the same manner as
described in subsection (ii)(B) above.

(4) All members shall report weekly
to the Market Operations Department
in [New York City] Trumbull
Connecticut, on [a] Form T [desig-
nated by the Board of Govemors],
last sale reports of transactions in
OTC Equity Securities that [are exe-
cuted outside the hours of 9:00 a.m.
and 5:15 p.m. Eastern Time.]were
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not transmitted to ACT, for whatever
reason., either on trade date or the
next business day. Form T shall be
used exclusively as a back-up mode
whenever electronic entry of trade

data is not feasible due to system
malfunctions or other unusual condi-

tions.

1 Member firms that have the operational
capability to report transactions in foreign
securities (excluding ADRs and Canadian
issues) within 90 seconds of execution,

hatwoan tha hature af QNN am and §-18 nm
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Eastern Time. may do so at their option. If a
firm chooses this option, it need not report the
same transaction(s) on T+1 as prescribed by

subsection (11WC).

Part XTH

REPORTING TRANSACTIONS
IN NASDAQ CONVERTIBLE
DEBT SECURITIES

* k%

Sec. 2. Transaction Reporting

(a) When and How Transactions are
Reported

2(a)(1)-2(a)(3) No change.

(4) Transaction Reporting Qutside
Normal Market Hours

(i) Last sales reports of transactions
in designated securities executed
between [9:00] 8:00 a.m. and 9:30
a.m. Eastern Time shall be transmit-
ted through ACT within 90 seconds
after execution and shall be designat-
ed as “.T” trades to denote their exe-
cution outside normal market hours.
Additionally, last sale reports of
transactions in designated securities
executed between the hours of 4:00
p.m. and 5:15 p.m. Eastern Time
shall be transmitted through ACT
within 90 seconds after execution;
trades executed and reported after
4:00 p.m. Eastern Time shall be des-
ignated as “.T” trades to denote their
execution outside normal market

hours. Transactions not reported
within 90 seconds must include the
time of execution on the trade report.

(ii) Last sale reports of transactions
in designated securities executed out-
side the hours of 8:00 a.m. and 5:15

p-m. Eastern Time shall be reported
as follows:

(A) Last sale reports of transactions

executed between midnight and 8:00
a.m. Eastern Time shall be transmit-
tad thrnnoh ACT hatwean 00 a m
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and 9:30 a.m. Eastern Time on trade

date, be designated as “.T” trades to
denote their execution outside normal
market hours, and be accompanied
by the time of execution. The party
responsible for reporting on trade
date, the information to be reported.,
and the applicable procedures shall

be governed. respectively, by subsec-
tions (b). (¢). and (d) below:

(B) Last sale reports of transactions
executed between 5:15 p.m. and mid-
pight Eastern Time shall be transmit-
ted through ACT on the next
business day (“T+1”) between 8:00
a.1m. and 1:30 p.m. Eastern Time, be
designated “as/of” trades to denote

their execution on a prior day, and be
accompanied by the time of execu-

tion. The party responsible for report-

of trade data is not feasible due to

system maifunctions or other unusuai
conditions.

Schedule G

REPORTING TRANSACTIONS
IN LISTED SECURITIES

* %k %

Sec. 2. Transaction Reporting

(a) When

an
\S/ VY ailid AUV aialisaluUns ai

Reported
2(a)(1)-2(a)(2) No change.

[(3) Non-Registered Reporting
Members shall report weekly to the
Market Operations Department in
New York City, on Form T, last sale
reports of transactions in eligible
securities that are not required to be
reported under paragraph (2).]

[(4)] (3) All Members shall report
[weekly to the NASDAQ Department
in New York City, on Form T, last
sale reports of] transactions in eligi-
ble securities executed outside the
hours of 9:30 a.m. and 5:15 p.m.

Eastern Timef.] as follows: (i) by

transmitting the individual trade
reports through ACT on the next

ing on T+1, the trade details to be
reported, and the applicable proce-

business day (“T+1”) between 8:00

a.m. and 1:30 p.m. Eastern Time; (ii)

dures shall be governed, respectively,
by subsections (b). (), and (d) below.

(5) All members shall report weekly
to the Market Operations Department
in [New York City] Trumbull
Connecticut, on [a] Form T [desig-
nated by the Board of Governors],
last sale reports of transactions in
designated securities [executed out-
side the hours of 9:00 a.m. and 5:15
p-m. Eastern Time.] that were not
transmitted through ACT, for what-
ever reason, either on the trade date
or the next business day. Form T
shall be used exclusively as a back-
up mode whenever electronic entry

National Association of Securities Dealers, Inc.

by designating the entries “as/of”
trades to denote their execution on a
prior day: and (iii) by including the
time of execution. The party respon-

sible for reporting on T+1, the trade
details to be reported, and the appli-

cable procedures shall be governed.
respectively by subsections (b). (c).

and (d) below.

All members shall report weekly to
the Market Operations Department in
Trumbull. Connecticut, on Form T.
last sale reports of transactions in eli-
gible securities that were not trans-

mitted through ACT, for whatever
reason. either on the trade date or the
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next business day, Form T shall be
used exclusively as a back-up mode
whenever electronic entry of trade
data is not feasible due to system
malfunctions or other unusual condi-
tions.
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