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NASD Notice to Members 97-50

Executive Summary

NASD Regulation, Inc. (NASD Reg-
ulation®") requests comment on
appropriate regulation regarding the
participation by members and their
associated persons in arrangements
for the payment and receipt of vari-
ous forms of incentive-based cash
compensation for the sale and distri-
bution of investment company and
variable contract securities.

Questions concerning this Request
For Comment may be directed to R.
Clark Hooper, Senior Vice President,
Office of Disclosure and Investor
Protection, NASD Regulation, at
(202) 728-8325 and Robert J. Smith,
Senior Attorney, Office of General
Counsdl, NASD Regulation, at (202)
728-8176.

Request For Comment

NASD Regulation encourages all
members and interested partiesto
respond to theissuesraised in this
Notice. Comments should be
mailed to:

Joan Conley

Office of the Corporate Secretary
NASD Regulation, Inc.

1735K Street, NW

Washington, D.C. 20006-1500;

or e-mailed to:
pubcom@nasd.com

Comments must be received by
October 15, 1997. Before becoming
effective, any rule change developed
asaresult of comments received
must be adopted by the NASD Regu-
lation, Inc. Board of Directors, may
be reviewed by the NASD Board of
Governors, and must be approved by
the SEC.
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NASD
REGULATION
REQUEST FOR
COMMENT

97-30

Executive Summary

NASD Regulation, Inc. (NASD Reg-
ulation®") requests comment on
appropriate regulation regarding the
participation by members and their
associated persons in arrangements
for the payment and receipt of vari-
ous forms of incentive-based cash
compensation for the sale and distri-
bution of investment company and
variable contract securities. In
addressing thisissue, commenters
are asked to consider whether certain
forms of incentive-based cash com-
pensation designed to encourage
sales of these products, such as*rev-
enue sharing” agreements and differ-
ential commission payments, are
harmful or beneficial to customers or
the industry. Commenters are also
asked to consider the appropriate reg-
ulatory approach to such arrange-
ments, including possible disclosure
requirements or substantive prohibi-
tions. NASD Regulation requests
that National Association of Securi-
ties Dedlers, Inc. (NASD®) members,
investors, and others, in consdering
their responses and comments, focus
in particular on the need to permit
members and associated personsthe
flexibility to structure compensation
arrangements in the most effective
manner possible in accordance with
their business requirements while
addressing any investor protection
concernsthat may arise in connection
with some compensation practices.

Questions concerning this Request
For Comment may be directed to R.
Clark Hooper, Senior Vice President,
Office of Disclosure and Investor Pro-
tection, NASD Regulétion, at (202)
728-8325 and Robert J. Smith, Senior
Attorney, Office of General Counsd,
NASD Regulation, at (202) 728-8176.

Background
Current NASD Rules

Paragraph (1)(1) to NASD Conduct
Rule 2830 prohibits principal under-
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writers of investment company
shares from making cash and non-
cash paymentsto NASD members
salling such shares unless the pay-
ments are disclosed in the prospec-
tus.” Conduct Rule 2830(l) further
states that “ special compensation
arrangements’ made available to
individua dealers which are not gen-
erally made available to al dedlers
must be disclosed in detail, including
the identity of particular dedlers
involved.” Thisrequirement includes
disclosure of all such paymentsto
dealers, regardless of whether other
prospectus disclosure rules apply.’
The disclosure provisions were
intended to inform investors of cer-
tain concessions, in addition to the
charges already required to be dis-
closed in the prospectus, that dealers
receive to promote specific products.

Conduct Rule 2830 does not contain
adefinition of “special compensation
arrangement,” and members have
interpreted the term differently. In
some instances, issuers have taken
the position that cash compensation
arrangements with individual deslers
do not constitute “ specia” compen-
sation arrangements where such
arrangements are available to all
dealers upon request, and therefore
do not have to be disclosed in the
prospectus with the required speci-
ficity. Thisinterpretive ambiguity
has resulted in awide array of disclo-
sure practices by issuersregarding
special cash compensation, ranging
from specific to very generd disclo-
sure or, in some cases, no disclosure.

NASD Rulesfor variable products do
not contain any requirements regard-
ing prospectus disclosure of cash
compensation arrangements.”

Recent NASD Initiatives
In 1994, NASD Regulation requested
member comment on proposed rules

that would have more closely regulat-
ed non-cash compensation arrange-
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ments and sales promotion awards
involving trips, merchandise and
other prizes, for the sale of mutual
funds and variable contracts (Non-
Cash Proposal).” While the Non-
Cash Proposal generally was aimed
at enhancing supervisory control and
reducing “point-of-sale” influences
inherent in non-cash incentives, it
also restated the current requirement
in NASD Rulesto disclosein the
prospectus all “ cash compensation”
and “specia cash compensation”
arrangements for the sale of mutual
funds. “Cash compensation” was
proposed to be defined as “any dis-
count, concession, fee, service fee,
commission, asset-based sales
charge, loan, or override received in
connection with the sale and distribu-
tion of investment company securi-
ties” “Special cash compensation”
was not defined.

When the Non-Cash Proposal was
published by the Securities and
Exchange Commission (SEC) for
public comment,” it contained an
additional provision that proposed to
require that certain cash compensa-
tion credit for the sale of mutual
funds and variable products be equal -
ly weighted. This provisionwas
intended to prevent members from
paying out non-cash awardsin the
form of cash, thereby circumventing
the non-cash provisions. However,
some commenters, primarily insur-
ance-affiliated broker/deglers, stated
that such arequirement appeared to
mandate equal treatment of all forms
of cash compensation. In particular,
the commenters were concerned that
the proposed ruleswould restrict the
ability of member firms and their
affiliated insurance companiesto pay
higher commissions or offer higher
incentives for their proprietary prod-
ucts. Further, the commenters under-
scored the difficultiesin trying to
identify which compensation prac-
ticeswould qualify as cash or non-
cash compensation for purposes of
the proposed rule and to what extent

those practices provided significant
incentives for salespersonsto sell one
product over another. Asaresult of
these comments, the Board of Direc-
tors of NASD Regulation approved
the deletion of the provision requir-
ing equal credit for certain cash com-
pensation incentives. On May 6,
1997, NASD Regulation resubmitted
the Non-Cash Proposal to the SEC
without the incentive cash compensa-
tion provision.

The Tully Report

In May 1994, an industry committee
chaired by Merrill Lynch Chairman
Danidl P. Tully (the Committee) was
formed at the request of SEC Chair-
man Arthur Levitt to address con-
cernsregarding conflicts of interest in
the brokerage industry. The Com-
mittee's mandates were to review
industry compensation practices for
registered representatives (RRs) and
branch managers, identify actual and
perceived conflicts of interest for
RRs and branch managers, and iden-
tify the “best practices’ used in the
industry to eliminate, reduce or miti-
gate such conflicts. The Committee
issued its report on April 10, 1995
(Tully Report).” Among some of the
“best practices’ identified were (i)
paying a portion of RR compensation
based on client assets in the account,
regardless of transactiona activity;
(i) prohibiting sales contests, or per-
mitting contests based only on broad
measures, rather than on single prod-
ucts; and (iii) paying identical com-
missionsto RRsfor proprietary and
non-proprietary products within a
product category, so that, with
respect to the products in the same
category, RRs are less motivated at
point-of-sale by incentives.” General-
ly, the Tully Report’s findings and
conclusions reflected a growing con-
cern that the securitiesindustry
should more closely align theinter-
ests of brokerage firms and RRsto
those of their customers and should
encourage long-term relationships
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between firms and RRs and their cus-
tomers.

Discussion
Types Of Arrangements

NASD Regulation is aware of a
broad range of cash compensation
practices by which investment com-
pany and variable contract issuers,
distributors, underwriters, investment
advisers or affiliates of these entities
(Offerors) provide various payments,
incentives, rewards or val ue-added
servicesto retail broker/dealers or
their RRsin exchange for selling,
promoting, or carrying the Offeror’s
products. Some of these payments
(sometimesreferred to as* revenue
sharing”) are paid to the broker/deal -
er and generally remain at the entity
level to cover firm costs; other pay-
ments, such as differential commis-
sion payouts, are passed on to RRs
and raise more directly the point-of-
sale issues associated with the pay-
ment of differential compensation for
proprietary products and sales con-
tests.

Such arrangements include:

a) differential commission payouts
by an Offeror to retail broker/deders,
such as:

* cash awards or increased commis-
sion payouts for sales contests, in
particular, contests that promote a
single product of an Offeror over the
short term;

* higher base commission payouts for
the sale of proprietary products;

* bonus commissions on new busi-
ness;

» excess commissions for the sale of
particular products,

e renewa commissions for maintain-
ing accounts with an Offeror;
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* service commissions for ongoing
customer and shareholder account
service; and

« commission payments for large
purchases of the Offeror’s funds at
net asset value by the broker/dealer’s
customers,

b) payments by an Offeror to retail
broker/dedlersin exchange for:

» carrying the Offeror’s funds as one
of the broker/dedler’s“preferred”
funds,

» conducting “due diligence” exami-
nation of an Offeror's products;

» placing the Offeror’s ads in the bro-
ker/deder’sinternal newdletter;

» alowing the Offeror to prepare the
broker/dedler’straining materials;
and

* providing omnibus and subaccount-
ing servicesto the broker/dedler’'s
customers who have purchased the
Offeror’'sfunds,; and

¢) reimbursement by an Offeror to
retail broker/dealersto cover business
costs, such as:

e errors and omissions insurance;

* group life and health insurance;

« contributions to pension plans;
 agent and RR licensing fees;

* generation of salesleads;

« continuing education;

* office space, furniture and tele-
phone hills;

* general marketing costs;

e training of an “equity” speciaist;
and

* management bonuses or “overrides’
to wholesaers and supervisors.

Current Best Practices

The Tully Report identified current
“best practices’ of firmsthat are
designed to align more closely the
interests of firms and their RRswith
their customers. The Tully Report
assessed al firms, not just firms that
exclusively sl mutua funds and
variable products. According to the
Report, many firms have adopted the
practice of paying identical commis-
sionsfor the sale of proprietary and
non-proprietary products to ensure
that RRs are indifferent to incentives
when making recommendations.
The Tully Report noted that some
firms have adopted policies against
sdes contests of any kind; other
firms permit contests but base them
on broad measures rather than asin-
gle product. The Tully Report also
noted that some firms have adopted
practices of paying aportion of RR
compensation based on client assets
in an account regardless of transac-
tional activity or deferring aportion
of RR compensation for several years
and linking payment to agood com-
pliancerecord. At least onefirm
adopted the practice of linking a por-
tion of compensation for the sale of
variable products to certain customer
satisfaction measures, such asthe
RR’s product knowledge and respon-
Siveness to customer needs.

The Tully Report noted in particular
that, where differential compensation
practices were still in place, there
was generally no disclosure of extra
compensation RRs receive for the
sde of particular products. For
example, there was generaly no dis-
closure of the extraincentives associ-
ated with sales contests or the sale of
proprietary products. The Tully
Report concluded that knowledge of
such practices may lead to better
decision-making by clients and that
full disclosure of such practices may
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reduce the potentid for conflict and
abuse’

The Need For Additional Public
Comment On Cash Compensation
| ssues

Some commenters to the Non-Cash
Proposal asked whether disclosure
should apply equally to similar com-
pensation arrangements for the sdle
of variable products. Other com-
menters expressed concerns regard-
ing the impact of the Non-Cash
Proposal on disparate payout of com-
missions and compensation to repre-
sentatives for the sale of proprietary
products. Some commenters sug-
gested that customers are not harmed
by cash arrangements that do not
involve deducting payments from
customer purchases or fund assets
and, therefore, that such payments
should neither be disclosed nor regu-
lated. Other commenters proposed
that all “revenue sharing” cash com-
pensation practices be either dis-
closed in the prospectus or
prohibited.

Cash compensation arrangements of
the types described above provide an
array of economic resources from
which distribution and marketing
costs for mutua funds and variable
products are financed. NASD Regu-
lation has historicaly not attempted
to regulate the internal compensation
arrangements of member firms and
their RRs. However, NASD Regula-
tion recogni zes that the compensa-
tion arrangements described abovein
Some cases may create incentives to
inappropriately favor one product
over another. Such arrangements
may provide point-of-sale or other
incentives that could compromise
proper customer suitability determi-
nations or otherwise create a percep-
tion that a member's interests might
not, in some circumstances, be fully
aligned with the interests of cus-
tomers. NASD Regulation seeks
comment on the appropriate regula-
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tory approach regarding the partici-
pation by members and their associ-
ated personsin cash compensation
arrangements described above.

General Approaches

One approach might be to mandate
disclosure of al cash compensation
arrangements. Asnoted above,
athough NASD Conduct Rule 2830
currently prohibits principal under-
writers of investment company
shares from making cash and non-
cash payments to NASD members
selling such shares unless the pay-
ments are disclosed in the prospec-
tus, the current content and scope of
disclosure varieswidely. A disclo-
sure approach to cash compensation
isalso consistent with the NASD’s
long-standing practice to not substan-
tively regulate the internal compensa-
tion arrangements of member firms
and their RRs.

Investors may find that information
on cash compensation arrangements
would beimportant in determining
whether an RR’s particular product
recommendation was influenced by
such arrangements. Yet some of the
cash compensation arrangements
described above may be of solittle
interest to investors or so far removed
from any effective point-of-sale influ-
ence that disclosure of such informa:
tion would not serve a significant
customer protection or other regula-
tory purpose.

A disclosure approach would seem to
require, at a minimum, a determina-
tion of what kind of information
would need to be disclosed (e.g., only
those cash compensation arrange-
ments that raise significant point-of-
sale conflicts, such as sales contests,
rather than entity-level, revenue shar-
ing arrangements) and with what
specificity, where the disclosure
would occur (e.g., prospectus, state-
ment of additional information, a
separate document), when it would

occur (e.g., a point of sale), and who
would provideit (e.g., Offerors, sell-
ing dedlers, RRS).

Another approach might beto
impose substantive requirements on
cash compensation arrangements —
for example, limiting or prohibiting
payments of differential compensa-
tion. Imposing substantive require-
ments to pay the same commissions
to RRsfor proprietary and non-pro-
prietary products, for example, would
attempt to ensure that RRs are indif-
ferent to incentives when making
recommendations and sales. Similar-
ly, it may be appropriate for NASD
Regulation to prohibit differential
compensation in connection with the
offer and sale of “multiple class’
funds. A multiple classfundisan
open-end investment company that
issues two or more classes of securi-
ties representing interests in the same
investment portfolio. Each class may
vary with respect to expensesfor dis-
tribution, administration and share-
holder services. Certain classes may
be more appropriate for aparticular
investor (eg., Class A sharesfor a
long-term investment). To the extent
that compensation arrangements with
respect to various classes might dif-
fer, aprohibition of differential com-
pensation arrangements with respect
to multiple class funds might better
ensure that the form of compensation
would not unduly influencean RR’s
recommendation of aclass.

Yet it may be difficult to define “ dif-
ferential compensation” for these
purposes. For example, how would
NASD Regulation or its members
treat different streams of compensa
tion paymentsfor the sale of different
funds? How would different com-
pensation arrangements for different
types of funds (e.g., international
funds and municipal bond funds) be
resolved?

Moreover, existing commission-
based compensation systems may
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reflect legitimate business considera
tionsthat derive from a competitive
market. For example, smaler, less-
known issuers may want to provide
additional compensation to members
and their RRsin order to encourage
them to learn more about their prod-
ucts and how those products can help
customers meet their investment
objectives. Theimposition by NASD
Regulation of rulesrequiring similar
commission structures could be
viewed as anti-competitive and
incons stent with the NASD’s pur-
pose under the Securities Exchange
Act of 1934 to promulgate rules that
“...are designed to promote just and
equitable principles of fair
trade...remove impediments to and
perfect the mechanism of afree and
open market...and are not designed
to...impose any schedule or fix rates
of commissions, alowances, dis-
counts, or other feesto be charged by
[the NASD'’s] members...””

Another approach might be to regard
cash compensation arrangements that
create conflicts of interest as funda-
mentally a sales-practice issue.
When recommending to a customer
the purchase, sdle or exchange of any
security, NASD Rule 2310 requires
that the member have reasonable
grounds for believing that the recom-
mendation is suitable for the cus-
tomer. It may be possible to provide
more detailed guidance concerning
the applicability of the suitability
requirements to differential compen-
sation arrangements. Such detailed
guidance might not anticipate all of
the circumstances under which com-
pensation arrangements can be con-
ducted according to the varied and
evolving business practices of our
members, however.

Because of the significant interest in
cash compensation arrangements and
how such arrangements ought to be
regulated, NASD Regulation is solic-
iting comment on (i) the nature of
various cash compensation arrange-
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ments within the mutual fund and
variable product industries as
described above (such as“revenue
sharing” and payments of differential
compensation for proprietary vs.
non-proprietary products), (ii) the
potential harms and benefits of such
arrangements, and (iii) the appropri-
ate regulatory approach to the
arrangements (including imposing
disclosure requirements or substan-
tive prohibitions, or regulating the
arrangements under existing NASD
sales practice rules).

Solicitation Of Comments

1. Do cash compensation arrange-
ments as described above raise spe-
cific investor protection concerns?
Do these arrangementsin general
encourage or discourage aligning the
common interests of investors, sales-
persons and firms? Are there other
compensation practices not identified
above that should be regulated?

2. Do cash compensation arrange-
ments create sufficiently strong
“point-of-sal€” incentives to warrant
substantive regul ations regarding
their use? Would the answer to the
guestion vary depending on whether
such incentives are retained at the
firm level or passed on to individual
salespersons? Would the answer to
the question vary depending on
whether an arrangement, such asa
saes contest, is designed to promote
the sale of aparticular product?

3. If cash compensation arrange-
ments warrant substantive regula-
tions, what would be the appropriate
form of such regulations? Should
such arrangements generally be pro-
hibited or permitted within certain
guidelines? Should guidelines
require equal weighting of cash com-
pensation credit when offered as part
of asales contest, reflecting asimilar
requirement for non-cash incentives
in the Non-Cash Proposal?

4. |sit more appropriate to require
disclosure of cash compensation
arrangements rather than substantive
regulation? Should disclosure be
provided in the prospectus and/or
some other document? What infor-
mation and level of detail should be
included? Should the responsibility
for providing the disclosurefal on
the Offeror, the retail broker/dealer
and/or the salesperson? Are current
NASD prospectus disclosure rules
for mutual funds sufficient to require
disclosure of cash compensation
arrangements? Should the NASD’s
rules regarding variable products
require smilar disclosure?

5. Areindividua investors concerned
about and interested in disclosure of
the cash compensation arrangements
described above? What investor pro-
tection purposes are served when
such information is made available to
investors? Rather than substantive
regulation or disclosure, isit more
appropriate to address concerns
regarding cash compensation
arrangements under existing NASD
sdles practice rules, such asrules
regarding suitability requirements?

Request For Comment

NASD Regulation encourages all
members and interested partiesto
respond to the issuesraised in this
Notice. Comments should be
mailed to:

Joan Conley

Office of the Corporate Secretary
NASD Regulétion, Inc.

1735K Street, NW

Washington, D.C. 20006-1500;

or e-mailed to:
pubcom@nasd.com

Comments must be received by
October 15, 1997. Before becoming
effective, any rule change developed
asaresult of comments received
must be adopted by the NASD Regu-

NASD Regulation Request For Comment 97-50

lation, Inc. Board of Directors, may
be reviewed by the NASD Board of
Governors, and must be approved by
the SEC.

Endnotes

" See subparagraph (1)(1)(C) to NASD Con-
duct Rule 2830. This provision statesin part:
“No underwriter or associated person of an
underwriter shall offer, pay, or arrange for the
offer or payment to any other member, in
connection with retail sales or distribution of
investment company securities, any discount,
concession, fee or commission (hereinafter
referred to as*“ concession”) which:..is not
disclosed in the prospectus of the investment
company. If the concessions are not uniform-
ly paid to al deslers purchasing the same dol-
lar amounts of securities from the
underwriter, the disclosure shall include a
description of the circumstances of any gen-
eral variations from the standard schedule of
concessions. If specia compensation
arrangements have been made with individu-
al dedlers, which arrangements are not gener-
aly availableto al dedlers, the details of the
arrangements, and the identities of the dealers
shall aso be disclosed.”

’Id.

* Under SEC Rules, front-end, asset-based
and deferred sales charges are required to be
disclosed in the fund’ s prospectus fee table.

“ See NASD Conduct Rule 2820.

* See Yoecial Notice to Members 94-67
(August 22, 1994).

* Securities Exchange Act Rel. No. 37374
(June 26, 1996); 61 FR 35822 (July 8, 1996).

" See Report of the Committee on Compensa
tion Practices, April 10, 1995.

* See Tully Report, pp. 12-13.
* See Tully Report, p. 23.

“15U.SC. § 780-3.

© 1997, National Association of Securities
Dealers, Inc. (NASD). All rights reserved.
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