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1. Text of Proposed Rule Change

(@ Pursuant to the provisions of Section 19(b)(1) under the Securities Exchange Act of 1934
("Act"), NASD Regulation, Inc. ("NASD Regulation") isfiling with the Securities and Exchange
Commission ("SEC" or "Commission™) a proposed rule change to the Rule 1010 Series, which governs
member admission. The proposed rule change agppearsin Exhibit A.

2. Procedures of the Sdf-Regulatory Organization

(& TheBoard of Directors of NASD Regulation approved the proposed rule change and
authorized its filing with the Commission at the NASD Regulation Board meeting on October 28, 1999.
The Nasdag Stock Market Inc. has been provided an opportunity to consult with respect to the
proposed rule change, pursuant to the Plan of Allocation and Delegation of Functions by the NASD to
its Subsidiaries. The NASD Board of Governorswill have an opportunity to review the proposed rule
change at its meeting on December 9, 1999. No other action by the NASD is necessary for the filing of
the proposed rule change. Section 1(8)(ii) of Article VIl of the NASD By-Laws permits the NASD
Board of Governors to adopt amendmentsto NASD Rules without recourse to the membership for
gpproval.

NASD Regulation proposes to make the rule change effective on or about 30 days after the
date of SEC approval.

(b) Questions regarding this rule filing may be directed to Mary M. Dunbar, Associate Generd
Counsdl, NASD Regulation, Office of Generd Counsd, at (202) 728-8252.

3. Sdf-Regulatory Organization's Statement of the Purpose of, and Statutory Basis for, the
Proposed Rule Change

(& Purpose
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NASD Regulation proposes to amend the Rule 1010 Series, which governs NASD
membership. NASD Regulation staff worked with the Member Admission Review Committee
(Committee),* an ad-hoc committee convened in August 1998, to develop the proposed changes. The
purpose of the proposed rule change is to streamline the Rules and make them more efficient while
preserving their investor protection function.

The most Sgnificant changes are as follows:

e reorganizing and consolidating some of the current rules to make them easer to use;
o dlaifying the rules and palicies that gpply to business expansons by—
e adopting apolicy of building expansgon plansinto membership agreements,
e defining in the rules what kinds of "materid changes in business operations'
require amember to file an gpplication for approva with NASD Regulation,
and
e providing a safe harbor for modest expansions that will not require an
goplication,
which together are intended to provide more even-handed treatment among members
for various business expansons, provide more certainty regarding which expansons
require approval, and eiminate unnecessary gpplications,
e pearmitting the gaff to stay membership gpplications if afirm or one of its principas

is the subject of adisciplinary action;

! Members of the Committee are: Faith Colish, New Y ork, New York; Linda Lerner, All-Tech Investment Group, Inc.,
Montvale, New Jersey; Brian T. Shea, Pershing, Jersey City, New Jersey; Theodore W. Urban, Ferris, Baker & Watts,
Incorporated, Washington, D.C.; and Richard P. Woltman, Spelman & Co., Inc., San Diego, California. Mr. Urban
chairs the Committee.
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o permanently rescinding the National Adjudicatory Council's authority to review
membership decisons that are not gppeded by an Applicant;
o amplifying adminigtrative procedures for submitting an application and caculating
the various time limits that apply to the process, and
e permitting the gtaff to rgect immediately gpplications that are not substantiadly
complete.
A detailed explanation of the proposed rule change follows.
Proposed Rule 1011
The definition of "Associated Person” is amended to clarify that it includes only naturd persons.
The term "materid change in business operaions’ is defined for thefirg time. The definitionis
sgnificant because it triggers a requirement for amember to gpply to the didrict office for gpprovd of
the change under proposed Rule 1017. The term is defined to include removing or modifying a
membership agreement retriction,? adding certain types of business lines, managing or co-managing
underwritings for the first time, or increasing the number of associated personsinvolved in sdes or the
number of offices or markets made in excess of the safe harbor in proposed Interpretive Materia 1011-
1, which is described more fully below.
NASD Regulation does not believe that it is possible to develop an exhaugtive definition of the
term "materid changein business operations” If achange in amember's busness fals outsde of the
definition, or the safe harbor described below (e.g., because it exceeded the safe harbor limits or the

member has disciplinary history), then member may contact the didtrict office to determine if the digtrict

2 NASD Regulation included removing or modifying arestriction in this definition to effect the consolidation of
current Rules 1017 and 1018. Therationale for the consolidation is set forth in the section titled " Proposed Rule
1017," below.



Page 5 of 121

would deem the change to be material. A member is not required to contact the didtrict officeif the
member believes the changeis not materid.
However, if the gaff |ater determines that the change isindeed materid, then the member potentialy
could be subject to disciplinary action for failure to file an application under proposed Rule 1017.
Proposed Interpretive Material 1011-1 (IM-1011-1) is added to create a safe harbor for
certain changes that are presumed not to be materia and therefore do not require amember to submit
an gpplication for approvd of the change. The safe harbor would not be available to members that have
a"disciplinary higory." "Disciplinary history" means afinding of aviolaion by the member or a principa
of the member in the past five years by the Commission, a self-regulatory organization, or aforeign
financid regulatory authority of one or more of the following provisions (or comparable foreign
provisons): Section 15(b)(4)(E) of the Securities Exchange Act of 1934 (failure to supervise); Section
17(a) of the Securities Act of 1933 (fraudulent intergtate transactions); SEC Rules 10b-5 (fraud and
manipulation), and 15g-1 through 15g-9 (penny stock rules); NASD Rules 2110 (just and equitable
principles of trade), 2120 (fraud and manipulation), 2310 (suitability), 2330 (protection of customer
securities and funds), 2440 (fair prices and commissions), 3010 (failure to supervise only), 3310
(manipulative and deceptive quotations), and 3330 (payments to influence market prices); and MSRB
Rules G-19 (suitability), G-30 (prices and commissions), and G-37(b) & (c) (political contributions).
Theterm "principa place of business' is defined for thefirst time. An Applicant's principa place
of busness determines which district office will processits gpplication. "Principa place of busness'
means the location where the officers, partners, or managers direct and control the activities of the

Applicant, unless NASD Regulaion saff designates a different
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location. That location may be where the largest number of associated persons are located or where
the books and records are kept. This definition is designed to prevent an Applicant from trying to select
apaticular digrict office to process its gpplication through its designation of aprincipa place of
business.

NASD Regulation proposes to redefine "'sdes practice violaions' as " sdes practice event"
because the definition includes not only proven violations, but aso unproven dlegations. The current
definition has become obsolete; it tracks a definition that was once used on a Form U-4. The proposed
definition includes any customer complaint, arbitration, or civil litigation that has been or is required to be
reported to the Central Registration Depository (“*CRD”) or otherwiseis required to be reported to the
Association (e.g., via Rule 3070).

Theterms"Applicant” and "Interested Association Staff" are amended to make them congstent
with other rule changes.

Proposed Rule 1012

NASD Regulation proposes to amend the service and filing provisons to permit additiond
methods of deivery and to use consstent terminology for caculating deadlines. Theterm "commercid
courier” is replaced with "overnight courier” to clarify that Applicants and NASD Regulation staff may
use the overnight delivery service offered by the United States Post Office. NASD Regulation
interprets the term "overnight courier” to refer to any entity that regularly provides such overnight
ddivery services, such as Federal Express, DHL, or the United States Post Office. Use of the term
"overnight courier" is not intended to imply that only actud overnight ddivery may be used under the
Rule. Overnight ddlivery should be used if it isavallable. However, if overnight delivery isnot available

for aparticular location, the Applicant or NASD Regulation staff may use the most rapid ddlivery option
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avaladle (e.g., two day service) from the overnight courier and still be in compliance with the proposed
Rule.

Throughout the proposed rules, the term "fil€" is used uniformly to refer to submissons by an
Applicant, and the term "serve' is used uniformly to refer to ddivery of requests, decisions, and the like
by the Association; other terminology, such as "issuance” or "recelpt” isddeted.®* These changes
provide grester clarity in caculaing deadlines in accordance with proposed Rule 1012(a).

The lapse of gpplication provisons are consolidated and moved from Rules 1013(b), 1017(c),
and 1018(d) to proposed Rule 1012(b) for ease of reference. The lgpserule, which isdiscussed in
greater detail in the next section, permits the staff to discontinue processing an gpplication if an
Applicant does not timely provide requested information or documents. The only changesto the lapse
rule are to permit the staff and the Applicant to agree on a submission date for the membership
agreement, rather than requiring that all agreements be submitted within 25 days, and clarify that feesare
not refunded for lgpsed applications.

The subparagraphs of Rule 1012(c) are reordered for ease of reading.

Proposed Rule 1013

One of the mgor changes to this Rule isto smplify gpplication submission procedures.
Currently, this Rule requires Applicants to submit their gpplicationsin two parts. Part One, which
includes primarily forms and fees (e.g., theinitid Forms BD and U-4), is sent directly to the CRD in
Rockville, Maryland, for processing. Part Two, which includes al remaining documents required for
member admisson, is sent to the didtrict office that will review the gpplication. At the time the rule was

adopted, the staff thought it would be more efficient to send each part to the location where it would be
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processed. In practice, this has crested problems when both parts of the application are not submitted
a the sametime, or one or both parts are

incomplete, making it difficult to determine when the application should be trested as filed and when the
gaff should begin reviewing it. The gpplication filing date is critical because the 180-day limitation
placed on the saff for rendering a decision on the gpplication is measured from this date.

To dleviate these problems, NASD Regulation recommends one point of entry for the entire
goplication, the didrict office. Didtrict saff will review the entire gpplication to determine if it is
subgstantialy complete. If o, they will forward any documents that need to go to CRD and continue
processing the application.

NASD Regulation proposes anew rule for deding with applications that are not substantidly
complete at the time of submisson. Currently, the staff does not have any authority to refuse to begin
processing an inadequately prepared application. Instead, they attempt to begin processing such an
gpplication by sending arequest for further information to the Applicant. If the Applicant does not
timely provide the requested information, then the rules permit the staff to "lgpse” the gpplication. The
gaff then notifies the Applicant that the gpplication has lgpsed, dl fees are forfaited, and the Applicant is
required to start over with the application processif it still wants to become an NASD member. These
procedures can consume as much as 90 days and a consderable amount of staff and Applicant
resources, but il result in aregjected gpplication.

Under the proposed rule, if an gpplication is o deficient upon initid submisson that the staff
cannot begin processing it (e.g., it is missing mgor components of the gpplication, such as written

supervisory procedures or a business plan), then the staff may rgect the gpplication. The staff would

% Seg, eg., proposed Rule 1013(a)(5) and (b)(1), Rule 1014(c)(3).
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have no more than 30 days after submission to do this, and would be required to provide reasons for its
action inwriting. NASD Regulation proposes a $350 processing fee for the rgjection of an gpplication
that is not subgtantialy complete. NASD Regulation considered but rgected defining the term
"subgtantially complete’ because the determination will vary depending on the type and complexity of
the proposed business, among other things. The Igpse rules will ill gpply to those Stuations where an
Applicant stops providing information in the middle of the application process.

Rule 1013 dso is smplified by removing requirements for Applicants to submit information that
has aready been submitted to CRD. The digtrict staff has full access to CRD and can obtain the
information they need directly fromit. This change will make the gpplication process smpler for
Applicants by diminating duplicative submissons to NASD Regulaion.

Under the proposed Rule 1013(8)(2), an Applicant will continue to submit only itsinitid Forms
BD and U-4 in paper dong with the rest of the gpplication. The Applicant dso will submit aWeb CRD
entitlement request form with its gpplication. Under proposed Rule 1013(a)(3), upon agpprova of the
Web CRD entitlement request form by NASD Regulation, the Applicant must make al subsequent
Form filings and amendments dectronicaly viaWeb CRD®" . A conforming change is proposed for
Rule 1140. This processwill bein conformity with Commisson requirements for the submission of
Form BD and amendmentstoit.* Similarly, the initial Member Contact Questionnaire and user access
request form aso are submitted on paper; upon gpprova of a membership application, the member may

update it Member Contact Questionnaire electronicaly.

* See Exchange Act Rel. No. 41594 (dul. 2, 1999), 64 FR 37586 (Jul. 12, 1999).
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The proposed rule adds new requirements for Applicants to submit information concerning their
ability to ensure business continuity, including information about the cgpacity of their communications
and operationa systems, contingency plans, disaster recovery plans, and
thelike. NASD Regulation also proposes a new standard for admission that requires that such systems,
plans, and procedures be adequate in proposed Rule 1014(a)(6). The staff would not be required to
investigate the adequacy themsdves; rather, the Applicant would certify that the systems, plans, and
procedures are adequate for the Applicant's business. The Applicant may self-certify or may rely ona
third party (e.g., avendor of such a system) to provide the certification if the Applicant so chooses.

NASD Regulation aso wishes to clarify that under Rule 1013(b)(4), the Applicant and the staff
may agree to hold the membership interview a the Applicant's place of business.

Rule 1013 is amended by adding new subparagraph (b)(5) to require Applicants to provide
updated financid information at the time of their membership interview.

Proposed Rule 1014

NASD Regulation proposes few changes with repect to the standards for admisson. NASD
Regulation proposes a new standard with respect to business continuity, as described above. NASD
Regulation aso proposes that the Applicant's supervisory procedures must specificaly include
procedures to ensure proper registrations are obtained by the firm. All other changes to the standards
for admisson are conforming changes.

NASD Regulation adso consdered the requirement of Rule 1014(a)(9)(C) that prospective
supervisors have at least one year of direct experience or at least two years of related experiencein the
subject areato be supervised. NASD Regulation believesthat this requirement should continue to be

imposed and has published interpretive guidance on this subject in How To Become A Member, which
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isavalable a www.nasdr.comy4700_appendix_b.htm. NASD Regulation does not believe that
Supervisory experience requirements should be increased.

Rule 1014(c), which concerns the submission of membership agreements, is amended by
ddeting the requirement that any member with a membership agreement obtain gpprova from NASD
Regulation of any change in business outside the terms of the agreement. NASD Regulation believes
that this provison istoo redtrictive, particularly for firms with no disciplinary history. The provison dso
puts members with a membership agreement at a disadvantage vis-a-vis members that do not have a
membership agreement.” Therefore, this provision is deleted. When the proposed rule change
becomes effective, to ensure that members are treated equaly, NASD Regulation will permit members
that are digible for the safe harbor to useit, even if their membership agreement includes agenerd
requirement to obtain gpprova from NASD Regulation of any change in business outside the terms of
the agreement. When NASD Regulation examines a member, it will update the membership agreement
to reflect the new rule. As part of the proposed rule change, paragraphs 1014(c) and (d) also are
reordered for ease of reading.

In addition, upon adoption of the proposed rules, NASD Regulation will begin including
business expansions plansin membership agreements to the extent practicable.

Proposed Rule 1015

Under current Rule 1015, the NAC or the Review Subcommittee may cdl for review adigtrict

® |n 1984, the SEC approved a codification of the NASD's member admission procedures, which included a
requirement that any restriction on amember's business be included in a membership agreement executed by the
member. See Exchange Act. Rel. No. 21159, 49 FR 30268 (Jul. 27, 1984) (File No. SR-NASD-82-24). Thus, amember
admitted before 1984 or amember admitted without any restriction from 1984 to 1997 may not have amembership
agreement. 1n 1997, NASD Regulation began requiring all new members to execute a membership agreement,
regardless of whether NASD Regulation imposed any restriction. See NASD Rule 1014(c); Exchange Act Rel. No.
38908 (Aug. 7, 1997); 62 FR 43385 (Aug. 13, 1997) (File No. SR-NASD-97-28).
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decison on amembership gpplication, even if the Applicant does not apped the decison. NASD
Regulation consdered at length whether a procedure or policy could be developed to implement this
provision effectively, but ultimately determined that it is unworkable. NASD Regulation has temporarily
suspended cdlsfor review of membership decisions and proposes to delete this provision atogether for
the reasons set forth in Exchange Act Rel. No. 41311 (Apr. 20, 1999), 64 FR 20347 (Apr. 26, 1999)
(File SR-NASD-99-15).

NASD Regulation aso proposes a new paragraph (h) for dismissng appedsthat are
abandoned by an gpplicant, which includes failing to gppear a a hearing as set forth in current Rule
1015(f)(5), among other things.

Proposed Rule 1017

Current Rule 1017, which addresses gpplications for remova or modification of abusness
restriction, and Rule 1018, which addresses gpplications for gpprova of changesin
ownership, control, or operations, are consolidated in a proposed Rule 1017. Sometimes a member
initiates business changes that involve both rules, which creates confusion as to which rule should be
used. Therefore, NASD Regulation proposes to consolidate these rules to make them easier for staff
and applicants to use and to eiminate any confusion that may arise from overlgpping provisions.

This consolidation is achieved in part by defining the term "materid change in business
operaions' in proposed Rule 1011(i) to include the remova or modification of abusness restriction.
All materid changes in business operations would trigger areview under proposed Rule 1017.
Members should note that a""restriction” is specificaly labeled as such in the membership agreement,

and NASD Regulation issues a decison that sates the rationae for the restriction.
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A redtriction is digtinct from other limitations that a member may st forth in its business plan that
may be recited as part of the "Business Activities' section of a membership agreement. For example, an
goplicant may include in its business plan that it intends to have 10-20 registered representatives and
make markets in no more than 10 stocks. If the NASD approves the gpplication, these self-imposed
limitations, which have been conddered as part of the gpplication, may be included in the "Business
Activities' section of the membership agreement. These types of limitations are not consdered
"redrictions’ under the Rules because they are not imposed by NASD Regulation, and therefore NASD
Regulation does not have to include a rationae for them in the decison in the gpplication. Under the
proposed Rules, amember that has such limitations in its membership agreement may expand beyond
those limitations to the extent permitted in the safe harbor in IM-1011-1.

In contrast, for example, NASD Regulation may specificaly redtrict the number of marketsa
member makes because NASD Regulation determines and issues a decison stating that the member
cannot adequately supervise alarge number of market. 1n such a case, the restricted member cannot
take advantage of the safe harbor in proposed Rule 1011 and must apply under proposed Rule 1017 to

lift the regtriction.

Another type of change that triggers an application under proposed Rule 1017 isachangein the
equity ownership or partnership capita of the member that results in one person or entity owning or
controlling 25 percent or more of the equity or partnership capital. NASD Regulation wishesto clarify
that a group of individuals acting in concert to obtain control of 25 percent or more of the equity or
partnership capital of amember will be deemed to be an "entity” under the Rule, and as such, trigger the

requirement to submit an gpplication to obtain gpprova of the ownership change.
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NASD Regulation proposes to discontinue its review of certain changes. Under proposed Rule
1017, NASD Regulation would discontinue review of member mergers and acquisitions that are
reviewed by the New York Stock Exchange, thereby diminating duplication by self-regulatory
organizations.

Proposed Rule 1017 also sets forth for the first time what type of information should be
included in an application and the content of the staff's decision on an gpplication under thisRule. The
Rule dso clarifies when the application should be filed and what changes can be effected prior to
obtaining NASD Regulation's gpproval.

NASD Regulation proposes a new paragraph (k) to clarify what happensif achangein
ownership goplication lgpses or isdenied. The proposed rule change providesthat if the ownership
change gpplication lgpses or is denied, then the member has a fixed period of time to submit anew
goplication, ® unwind the transaction, or fileaForm BDW. Of course, as under the current rules, a
member could continue to operate with the gpproved owners if the transaction has not closed. The
Department may shorten the 60-day period for the protection of investors or lengthen it upon good
cause shown by the Applicant. The Department may continue to place interim restrictions on the
member during the 60-day (or other imposed) period. NASD Regulation’s practice has been to inform
Applicants of these options, but not impaose particular deadlines. The purpose of the proposed rule
change isto provide more structure to this process and ensure that members who do not timely obtain
goprovds of ownership changes are not doing business with the public.

As part of itsreview of the Rule 1010 Series, NASD Regulation consdered whether the time

framesin Rule 1017 could be shortened o that the overal process would be completed in 90 days.
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NASD Regulation determined not to shorten the time frames at this time because other rule revisons
(eg., defining materid change in operations and listing the documents required for
the application), should speed up processing of gpplications. NASDR dso intends to publish on its
Web ste further guidance to members on what types of documents and informetion the staff will require
if amember requests gpprova to engage in certain specidized aress of the securities or investment
banking busness. NASD Regulation believes that these changes should be given a chance to work
before any time frames are shortened. NASD Regulation will reconsider the issue one year after the
rule revisons have become effective and more information is available about the processing time for
goplications.
Proposed Rule 1018

NASD Regulation proposes to adopt a new Rule 1018, which would permit the staff to Stay a
membership application under Rule 1013 or 1017 if a Sate or federa authority files crimind charges
againg the Applicant or aprincipa or proposed principa of the Applicant; the SEC files a complaint or
arequest for injunctive relief against the Applicant or aprincipa or proposed principa of the Applicant;
or the NASD, another sdf-regulatory organization, or a Sate files a complant dleging aviolation of one
of thelaws or ruleslisted in IM-1011-1 (or a comparable State provison).

Under the proposed rule, the stay would be lifted automaticdly if the Applicant prevailed in the
disciplinary action. The gtaff aso would be authorized to lift the stay if circumstances changed. If the
gaff denied the request to lift the stay, the Applicant could apped to the National Adjudicatory Council.

(b) Statutory Basis

® A lapsed Applicant may propose the same owners; a denied Applicant must propose new owners.
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NASD Regulation bdieves that the proposed rule change is consstent with the provisons of
Section 15A(b)(6) of the Act, which requires, among other things, that the Association's rules
must be designed to prevent fraudulent and manipulative acts and practices, to promote just and
equitable principles of trade, and, in generd, to protect investors and the public interest. Section 15
(8)(b)(18) requires that a nationa securities association establish rules providing afar procedure for the
denid of membership in such association. NASD Regulation believes that the proposed rule change is
congistent with these Sections because it provides better notice to applicants about the various
requirements of the application processes, smplifies and clarifies the rules, and better protects investors
by circumscribing expansons by members with disciplinary histories and by permitting the Association in
certain circumstances to stay applications by members who are subject to disciplinary action. The
proposed rule change also provides better notice to gpplicants whose change in ownership is denied by
informing them of their options once the denid isfind.

4. Sdf-Requlatory Organization's Statement on Burden on Competition

NASD Regulation does not believe that the proposed rule change will result in any burden on
competition that is not necessary or gppropriate in furtherance of the purposes of the Act, as amended.

5. Sdf-Regulatory Organization's Statement on Comments on the Proposed Rule Change
Recaived from Membaers, Participants, or Others

The proposed rule change was published for comment in NASD Notice to Members 99-67.
Two comments were received in response to the Notice. A copy of the Notice to Membersis attached
as Exhibit 2. A copy of the comment letters received in response to the Notice are attached as Exhibit
3.

The commenters raised severd issues. One commenter, the Jeffrey Matthews Financia Group

LLC, stated that the staff has been given too much time to review an Applicant's submission and request
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additiond information. As part of its deliberations on the proposed rules, NASD Regulation consdered
shortening certain deadlines. NASD Regulation determined not to shorten the time frames at thistime
because other rule revisons (eg., defining materia change in operations and listing the documents
required for the gpplication) should speed up processing of gpplications. NASD Regulation isworking
on additiona guidance to members on what types of documents and information the staff will requireif a
member requests gpprova to engage in certain speciaized areas of the securities or investment banking
business. This guidance will be posted on the Web Site shortly. NASD Regulation concluded that these
changes should be given a chance to work before any time frames are shortened. NASD Regulation will
reconsder the issue one year &fter the rule revisons have become effective and more information is
available about the processing time for applications. In the meantime, NASD Regulation will make
every effort to regpond promptly and within the time limits to each submission of information.

This same commenter dso suggested that a member should be permitted to add business
activities without approva from NASD Regulation if the revenues from the activity are less than five
percent of tota revenue. Certain types of business expansons (adding alimited numbers of sdes
personnd, offices, and markets) are permitted under the proposed safe harbor. However, NASD
Regulation determined not to permit a member to add an entirdly new businessline (e.g., municipd or
government securities) because certain regulatory requirements—e.g., obtaining proper regidrations,
meeting supervisory experience requirements, and drafting written supervisory procedures—are
unrelated to the volume of business that a member may be doing. NASD Regulation believesthat a
member's new business line should be reviewed for compliance with al applicable requirements before

the member engagesin that business.
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The Cdlifornia Association of Independent Broker-Deders ("CAIBD") dso submitted a
comment letter. CAIBD dated that: (1) the staff has too much discretion in determining whether a
member should be permitted to expand; (2) NASD Regulation does not need to ask for lease
arrangement information or descriptions of communications and operations systems; (3) supervisory
experience should not be required; (4) membership interviews should be waived in certain
circumstances, (5) alist of persons to be registered should not be required; and (6) an Applicant should
not be required to describe the volatility of its products.

Firs, NASD Regulation does not believe that the staff has too much discretion in rendering a
decison on amember's gpplication to expand its business. Indeed, the criteriafor approva of
membership applicationsis set forth in detall in Rule 1014. To the extent a decison on an gpplicationis
denied in whole or in part or gpproved subject to redtrictions, the rules require that the reason for the
denid or imposition of restrictions be specificaly explained, referencing the gpplicable standard for
membership upon which the decison is based.

Furthermore, as part of its proposal, NASD Regulation is creating a safe harbor that will permit
members to undertake certain types of business expansons without obtaining NASD Regulation
goprova. NASD Regulation believes that it is appropriate to continue exercising discretion in reviewing
expansons outsde of the safe harbor because such expansons are likely to be materid.

Second, NASD Regulation has routinely required Applicants to provide information about thelr
lease arrangements. This permits NASD Regulation to verify certain aspects of an application. For
example, an Applicant that proposed to have a very smal number of registered personsin most cases
would lease space commensurate with staffing. If that Applicant instead leased a very large space,

NASD Regulation would most likely request further information about the business purpose for the
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lease and to ensure that the Applicant was not planning an unapproved expansion. Likewise, if an
applicant proposed to employ alarge number of associated peoplein ardatively small space, NASD
Regulation would question the Applicant’ s ability to support the number of personnd proposed from
both a supervisory and operationa standpoint.

Third, NASD Regulation determined that it should begin asking Applicants for information
about their ability to ensure business continuity, including information about the capecity of their
communications and operationd systems, contingency plans, disaster recovery plans, and the like. The
gaff would not be required to investigate the adequacy themsdves; rather, the gpplicant would certify
that the systems, plans, and procedures are adequate for the gpplicant's business. The gpplicant may
rely on athird party (e.g., avendor of such a system) to provide the certification if the applicant so
chooses. Thisreview will be less extensve in the case of an introducing broker-deder that is relying on
the systems of a clearing broker.

Fourth, NASD Regulation gtaff, as well asthe NAC and the Digtrict Committees, have
expressed the view that the experience requirement for supervisorsis gppropriate. In some cases,
NASD Regulation has appropriately denied membership or a business expanson gpplication where the
Applicant has not demonstrated any experience in the proposed businessline.” NASD Regulation
believes that this experience requirement serves an important investor protection function.

Fifth, NASD Regulation believes that membership interviews are essentia for new member
Applicants under Rule 1013. The in-person interview plays an important role in determining whether
the Applicant and its principa's are knowledgeable about the legal and regulatory requirements of

operating a broker-deder and can demondtrate that they are capable of complying with dl laws and
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regulations, as required by the membership standard in proposed Rule 1014(a)(3). Interviewswith a
current member applying to remove arestriction or expand its business are not required by the rules, but
may be held at the election of staff under proposed Rule 1017.

Sixth, aligt of prospective registered personsis aso essentid to rendering a decision under
proposed Rule 1014. NASD Regulation must check the disciplinary history of dl such personsin
determining whether an Applicant meets the standards set forth in proposed Rule 1014(a)(3) and (10).

Findly, NASD Regulation believes taking the voldility of afirm's productsinto consderation is
necessary in order to assess afirm's ability to maintain an adequate net capita level under SEC Rule
15¢3-1 and the adequacy of the firm's procedures for supervisng its financia and operationa functions.

NASD Regulation requested, but did not receive, comment on severd issuesin NTM 99-67.
NASD Regulation has determined to retain the definition of materid change in business operations and
the safe harbor numbers as proposed in the Notice. However, NASD Regulation has determined that
the definition of disciplinary history should be amended to include violations by officers or principas of
the member. NASD Regulation aso has determined that redtrictions in a membership agreement
should not automaticaly sunset after afixed period (e.g., five years) if the gpplicant does not have any
disciplinary higtory; ingteed, restrictions will continue to be individualy reviewed. Findly, NASD
Regulation determined that it should darify what hgppensif a change in ownership is denied and has

proposed Rule 1017(K) to address this Situation.

6. Extenson of Time Period for Commission Action

Not applicable.

" Inthe Matter of Sierra Nevada Securities, Inc., Exchange Act Rel. No. 41330, 1999 SEC LEXIS 833, Apr. 26, 1999.
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7. Bassfor Summary Effectiveness Pursuant to Section 19(b)(3) or for Accelerated Effectiveness
Pursuant to Section 19(b)(2)

Not applicable.

8. Proposed Rule Change Based on Rules of Another Salf-Regulatory Organization or of
the Commission

Not applicable.
0. Exhibits

1. Completed notice of proposed rule change for publication in the Federal Regider.

2. Copy of Notice to Members 99-67.

3. Copy of comment letters.

Pursuant to the requirements of the Securities Exchange Act of 1934, NASD Regulation has
duly caused thisfiling to be sgned on its behdf by the undersgned thereunto duly authorized.

NASD REGULATION, INC.

BY:
Alden S. Adkins, Senior Vice Presdent and Genera Counsd

Date November 2, 1999
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EXHIBIT 1
SECURITIES AND EXCHANGE COMMISSION
(Release No. 34- ; File No. SR-NASD-99-67)
November , 1999

Sdf-Regulatory Organizations, Notice of Filing of Proposed Rule Change by NASD Regulation, Inc.
Rdating to Amendments to Membership Rules

Pursuant to Section 19(b)(1) of the Securities Exchange Act of 1934 ("Act")! and Rule 19b-4
thereunder,? notice is hereby given that on November 2, 1999, the National Association of Securities
Deders, Inc. ("NASD" or "Associaion’), through its wholly owned subsidiary NASD Regulation, Inc.
("NASD Regulaion’), filed with the Securities and Exchange Commisson ("SEC" or "Commisson'”) the
proposed rule change as described in Items 1, 11, and 111 below, which Items have been prepared by
NASD Regulaion. The Commisson is publishing this notice to solicit comments on the proposed rule
change from interested persons.

l. SELF-REGULATORY ORGANIZATION'S STATEMENT OF THE TERMS OF
SUBSTANCE OF THE PROPOSED RULE CHANGE

NASD Regulation is proposing to amend the Rule 1010 Series, which concerns member
admisson. Additions are underlined; deletions are bracketed.
1010. Membership Proceedings
1011. Definitions

Unless otherwise provided, terms used in the Rule 1010 Series shdl have the meaning as
defined in Rule 0120.

(@) " Applicant”

! 15U.S.C. 78s(b)(1)

217 CFR. 240.190-4.
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Theterm "Applicant” means a person [or entity] that gpplies for membership in the

Association under Rule 1013[,] or amember that files an application [to remove or modify aredtriction
under Rule 1017, or files anotice and application for continuance in membership under Rule 1018] for

approval of a change in ownership, control, or business operations under Rule 1017.

(b) " Associated Person”

The term "Associated Person™ means._(1) anatura person registered under the Rules of the
Association; or (2) asole proprietor, partner, officer, director, branch manager, or other natural person
occupying asmilar status or performing smilar functions who will be or is anticipated to be associated
with the Applicant, or anatura person engaged in the investment banking or securities business who will
be or is anticipated to be directly or indirectly controlling or controlled by the Applicant, whether or not
any such person is registered or exempt from registration under the NASD By-Laws or the Rules of the
Association.

(c) " Department”

The term "Department” means the Department of Member Regulation of NASD Regulation.

(d) " Director™

The term "Director” means amember of the NASD Regulation Board.

(e) "district"”

Theterm "digrict” means a digtrict established by the NASD Regulation Board.

(f) " district office"

The term "didrict office” means an office of NASD Regulation located in adigtrict.

(9) "Governor"
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The term "Governor" means a member of the NASD Board.

(h) " Interested Association Staff"

The term "Interested Association Staff* means an employee who directly participatesin a
decison under Rule 1014[,] or 1017, [or 1018,] an employee who directly supervises an employee
with respect to such decison, an employee who conducted an investigation or examination of a member
that files an gpplication under Rule 1017 [or a notice and application under Rule 1018], the District
Director for the relevant digtrict, and the head of the Department.

(i) “material changein business oper ations'

Theterm "materid changein business operations' includes, but is not limited to:

(1) removing or modifying a membership agreement redtriction;

(2) adding atype of business listed in Item 12 of Form BD, regardless of the

percentage of annual revenue expected to be generated by the activity;

(3) adding business activities that require a higher minimum net capita under SEC Rule

15c3-1;

(4) managing or co-managing for thefirg time (A) afirm commitment underwriting, or

(B) aconditiond arrangement for the distribution of new securities, such as a best efforts

commitment, unless the Association has given the member prior approva to act as manager or

Co-manager; or

(5) increasing the number of Associated Persons involved in sales or the number of

offices or markets made in excess of any one or more of the safe harborsin Interpretive

Material 1011-1.
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[()]() "NASD Board"

Theterm "NASD Board" means the Board of Governors of the NASD.

[()HI(K) "NASD Regulation Board"

The term "NASD Regulation Board" means the Board of Directors of NASD Regulation.

() "principal place of business'

Theterm "principa place of busness' means the executive office from which the sole proprietor

or the officars, partners, or managers of the Applicant direct, control, and coordinate the activities of the

Applicant, unless the Department determines that the principal place of busnessiswhere: (1) the

largest number of Associated Persons of the Applicant are located; or (2) the books and records

necessary to provide information and data to operate the business and comply with applicable rules are

located.

[(k)](m) " sales practice [violations] event™

Theterm "sdes practice [violationg] event means any [conduct directed at or involving a
customer that would condtitute a violation of any Rule in the Rule 2000 or 3000; any provision of the
Act, Securities Exchange Act of 1934; or any State Satute prohibiting fraudulent conduct in connection
with the offer, sale, or purchase of a security or in connection with the rendering of investment advice]

customer complaint, arbitration, or civil litigation that has been reported to the Central Regidration

Depository, currently is required to be reported to the Central Registration Depository, or otherwise has

been reported to the Association.

[(D](n) " Subcommittee"
The term " Subcommittee’ means a subcommittee of the National Adjudicatory Council thet is

condtituted pursuant to Rule 1015 to conduct areview of a Department decision issued under the Rule
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1010 Series.

IM-1011-1. Safe Harborsfor Business Expansions

Thisinterpretive materia concerns the types of bus ness expansgons that will not require a

member to submit a Rule 1017 application to obtain NASD Regulation's approva of the expansion.

This safe harbor appliesto: (1) firmsthat do not have a membership agreement, and (2) firms that

have a membership agreement that does not contain aredtriction on the factors listed below.

The safe harbor is not available to a member that has a membership agreement that contains a

specific restriction as to one or more of the factors listed below. In that case, the agreament takes

precedence because NASD Regulation has determined that a particular restriction should apply asto

one or more of the factors, and NASD Regulation has issued a decison with arationae for that

redriction. Similarly, the safe harbor also does not apply if the member has a membership agreement

that permits expand on beyond the limits set forth below (e.g., an Applicant requests and obtains

approval for ten registered representativesin the first Sx months with an additiond ten registered

representativesin the next year); in such case, the Department has specificadly conddered the firm's

expansion plans and approved them.

The safe harbor is not available to any member that has disciplinary history. For purposes of

this Interpretation, "disciplinary hisory" means afinding of aviolation by the member or aprincipa of

the member in the past five years by the Securities and Exchange Commission, a sdlf-regulatory

organization, or aforeign financid regulatory authority of one or more of the following provisons (or a

comparable foreign provision): Section 15(b)(4)(E) of the Securities Exchange Act of 1934; Section

17(a) of the Securities Act of 1933; SEC Rules 10b-5 and 15g-1 through 15g-9; NASD Rules 2110,
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2120, 2310, 2330, 2440, 3010 (falure to supervise only), 3310, and 3330; and MSRB Rules G-19,

G-30, and G-37(b) & (c).

For those firms to which the safe harbor is available, the following types of expansons are

presumed not to be amateria change in business operations and therefore do not require a Rule 1017

application. For any expansion beyond these limits, a member should contact its district office prior to

implementing the change to determine whether the proposed expansion requires an application under

Rule 1017. Expansonsin each area are measured on arolling 12-month bas's; members are required

to keep records of increasesin personnd, offices, and markets to determine whether they are within the

safe harbor.

"Associated Personsinvolved in sales' includes all Associated Persons, whether or not

registered, who are involved in saes activities with public customers, including sales assisants and cold

cdlers, but excludes derica, back office, and trading personne who are not involved in sales activities.

Safe Harbor —
Number of | ncr ease Permitted Within
Associated Persons I nvolved One Year Period Without
in Sales Rule 1017 Application
1-10 10 persons
1lor more 10 persons or a 30 percent increase,

whichever is greater

Number of Offices

(registered or unregistered)

1-5 3 offices

6 or more 3 offices or a 30 percent increase,
whichever is greater

Number of Markets Made

1-10 10 markets

11 or more 10 markets or a 30 percent increase,
whichever is greater
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1012. General Provisons

(@) [Service of Noticesand Decisions;] Filing by Applicant or_Service by the

Association
[A notice or adecision issued by the Association under the Rule 1010 Series with respect to an
goplication shal be served promptly by firg-class mail on the Applicant or its counsd, unlessaRule
specifies a different method of service. Service by the Association or filing by an Applicant by mail shdl
be deemed complete upon mailing. Service by the Association or filing by an Applicant by commercia
courier or facamile shal be deemed complete on the date specified in the written confirmation of
receipt.]

(1) An Applicant may file an application or any document or informeation requested

under the Rule 1010 Series by firg-class mail, overnight courier, or hand ddivery. If the

Department and the Applicant agree, the Applicant dso may file arequested document or

information by facamile

(2) The Association shal serve anotice or decision issued under the Rule 1010 Series

by first-class mail on the Applicant or its counsd, unless a Rule specifies a different method of

Fvice

(3) Savice by the Association or filing by an Applicant shall be deemed complete as

follows

(A) Sarviceor filing by fird-class mail shall be deemed complete on the date of

postmark;
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(B) Saviceor filing by overnight courier shal be deemed complete on the date

of ddivery to the overnight courier as specified in the airbill;

(C) Saviceor filing by hand ddivery shdl be deemed complete on the date of

receipt as evidenced by adate stamp; and

(D) Saviceor filing by facamile shal be deemed complete on the date

soecified in the document and on the written confirmation of transmisson.

(b) Lapseof Application

(1) Absent ashowing of good cause, an application filed under Rule 1013 or 1017

shdl lapseif an Applicant failsto:

(A) respond fully within 60 days after service of an initid written request for

information or documents under Rule 1013, within 30 days after service of an initid

written request for information or documents under Rule 1017, within 30 days after

sarvice of a subsequent written request for information or documents under Rule 1013

or 1017, or within such other time period agreed to by the Department and the

Applicant;

(B) appear a or otherwise participate in a scheduled membership interview

pursuant to Rule 1013(b) or 1017(f); or

(C) file an executed membership agreement under Rule 1014(d) or Rule

1017(q)(4) within 25 days after service of the agreement, or within such other period

agreed to by the Department and the Applicant.

(2) If an Applicant wishes to continue to seek membership or approval of achangein

ownership, control, or business operations, then the Applicant shall be required to submit anew
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application and fee under Rule 1013 or 1017, respectively. The Association shall not refund

any feefor alapsed application.

[(b)] (c) Ex Parte Communications

(1) The prohibitions againgt ex parte communications shall become effective when

Association saff has knowledge that an Applicant intends to file awritten request for review by

the Nationa Adjudicatory Council under Rule 1015.

[(D)] (2) Unlesson notice and opportunity for an Applicant and Interested Association
Staff to participate, or to the extent required for the disposition of ex parte matters as authorized
by the Rules of the Association:
(A) an Applicant, acounsd or representative of an Applicant, or an Interested
Association Staff shall not make or knowingly cause to be made an ex parte
communication relevant to the merits of a membership proceeding under the Rule 1010
Seriesto a Governor, amember of the National Adjudicatory Council or a
Subcommittee thereof, or an Association employee who is participating or advising in a
decision of such a person with respect to that proceeding; and
(B) aGovernor, amember of the Nationd Adjudicatory Council or a
Subcommittee thereof, or an Association employee who is participating or advising in
the decision of such a person with respect to a membership proceeding shal not make
or knowingly cause to be made to an Applicant, a counse or representative of the
Applicant, or an Interested Association Staff an ex parte communication relevant to the

merits of that proceeding.
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[(2)] (3) A Governor, amember of the National Adjudicatory Council or a
Subcommittee thereof, or an Association employee participating or advising in the decison of
such a person, who receives, makes, or knowingly causes to be made a communication
prohibited by this paragraph shall place in the record of the membership proceeding:
(A) dl such written communicetions,
(B) memoranda stating the substance of dl such ord communications; and
(C) dl written responses and memoranda Stating the substance of dl ora
responses to al such communications.
[(3) The prohibitions againg ex parte communications shal become effective when
Association staff has knowledge that an Applicant intends to file a written request for review by
the National Adjudicatory Council under Rule 1015
[(c)] (d) Recusal or Disqualification
A Governor or amember of the Nationa Adjudicatory Council or a Subcommittee thereof
shall not participate in a matter governed by the Rule 1010 Series as to which that person has a conflict
of interest or bias, or if circumstances otherwise exist where his or her fairness might reasonably be
questioned. In such acase, the person shal recuse himsdf or shal be disqudified asfollows:
(1) The Chair of the NASD Board shdl have authority to direct the disquaification of a
Governor, and amgority of the Governors of the NASD Board excluding the Chair shdl have
authority to direct the disqudification of the Chair of the NASD Board.
(2) The Chair of the Nationa Adjudicatory Council shal have authority to direct the

disqudification of amember of the National Adjudicatory Council or amember of a

Subcommittee appointed pursuant to Rule 1015, and the Vice Chair of the Nationa
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Adjudicatory Council shal have authority to direct the disqudification of the Chair of the
Nationa Adjudicatory Council.
[(d)] (e) Computation of Time

(1) Calendar Day

In the Rule 1010 Series, "day" means cdendar day.

(2) Formula

In computing a period of time under the Rule 1010 Series, the day of the act, event,
default, or Igpse from which the period of time designated begins to run shal not be included.
The last day of the period so computed shal be included unlessit is a Saturday, Sunday, or
Federd holiday, in which event the period runs until the end of the next day that isnot a
Saturday, Sunday, or Federd holiday. Intermediate Saturdays, Sundays, and Federa holidays
shall be excluded from the computation when the period prescribed is ten days or less.
1013. New M ember Application [and Membership] and I nterview
(@) Filing of Application

(1) WhereToFile

[Each Applicant for Association membership shdl file its gpplication in two parts. The
firg part of the gpplication shdl be filed with the Membership Department and shdl include the
following documents]

An Applicant for Association membership shdl file its application with the Department

of Member Reguldtion at the didrict office in the didrict in which the Applicant intends to have

its principa place of busness as defined in Rule 1011(1).
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(2) Contents

The application shdl include:

(A) an origind sgned and notarized paper Form BD, with applicable schedules,

(B) an origina sgned paper Form U-4 for each Associated Person who is
required to be registered under the Rules of the Association;

(C) an original NASD-approved fingerprint card for each Associated Person
who will be subject to SEC Rule 17f-2;

(D) anew member assessment report;

[(E) anew member firm contact questionnaire; and]

[(F)] (E) acheck for the appropriate feg[.];

[(2) Thesecond part of the application shdl be filed with the Department of Member
Reguldion at the didrict office in the didrict in which the Applicant intends to have its principa
place of business and shdl include the following information and documents]

[(A)] (F) adetaled business plan[, in aform prescribed by the Association,)]

that adequately and comprehensively describes al materid aspects of the business that

will be, or are reasonably anticipated to be, performed a and after the initiation of

business operations, incduding future business expansion plans, if any, and includes:

(i) atrid baance, balance sheet, supporting schedules, and
computation of net capital, each of which has been prepared as of adatethat is
within 30 days before the filing date of the gpplication;

(i) amonthly projection of income and expenses, with a supporting

rationae, for the first twelve months of operations;
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(iil) an organizationd chart;
(iv) [alig of] the intended [locations] location of [dl offices, | the

Applicant's principa place of busness and dl other offices, if any, whether or

not such offices would be required to be registered under the Rules of the
Association, and the names of the persons who will be in charge of each office;

(v) aligt of the types of securities to be offered and sold and the types
of retail or indtitutiona customers to be solicited;

(vi) a description of the methods and mediato be employed to develop
acustomer base and to offer and sdll products and services to customers,
including the use of the Internet, telephone solicitations, seminars, or mailings,

(vii) adescription of the business facilities and a copy of any proposed
or find lease;

(viii) the number of markets to be made, if any, the type and voltility of
the products, and the anticipated maximum inventory positions,

(iX) any plan to enter into contractuad commitments, such as
underwritings or other securitiesrelated activities,

(x) any plan to distribute or maintain securities products in proprietary
positions, and the risks, volatility, degree of liquidity, and speculative nature of
the products; [and]

(xi) any other activity that the Applicant may engage in that reasonably
could have amateria impact on net capitd within the first twelve months of

business operations; and
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(xii) a description of the communications and operationa sysems the

Applicant will employ to conduct business with customers or other members

and the plans and procedures the Applicant will employ to ensure business

continuity, indluding:  system capacity to handle the anticipated levd of usage:

contingency plansin the event of sysems or other technologica or

communications problems or failures that may impede cusomer usage or firm

order entry or execution; system redundancies; disaster recovery plans, sysem

security; disclosures to be made to potential and existing customers who may

use such systems; and supervisory or customer protection measures that may

apply to cusomer use of, or access to, such systems,

[(B) acopy of the Applicant's most recent Form BD;]

[(C)](G) acopy of any decison or order by afedera or state authority or self-
regulatory organization taking permanent or temporary adverse action with respect to a
registration or licensng determination regarding the Applicant or an Associated Person;

[(D)](H) alist of all Associated Persong, the most recent Form U-4 and Form
U-5 for each Associated Person, any other document that discloses the disciplinary
hitory of each Associated Person, and alist of any other persons or entities that will
exercise control with respect to the Applicant's business);

[(E)](I) documentation of any of the following events, unless the event has been

reported to the Central Registration Depository:

(i) aregulatory action againg or investigation of the Applicant or an

Associated Person by the Commission, the Commodity Futures Trading
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Commission, afederd, state, or foreign regulatory agency, or a self-regulatory
organization that is pending, adjudicated, or settled;

(i) aninvestment-related civil action for damages or an injunction
againg the Applicant or an Associated Person that is pending, adjudicated, or
Settled;

(i) aninvestment-related customer complaint or arbitration [involving
sdes practice violations, theft, misappropriation, conversion, or breach of

fiduciary duty, againg the Applicant or an Associated Person thet is pending,

settled, or has resulted in an award or judgement] that is required to be

reported on Form U-4; [and]

(iv) acrimind action (other than aminor traffic violation) againg the

Applicant or an Associated Person that is pending, adjudicated, or that has

resulted in aguilty or no contest plea; and

[(F)](v) acopy of any document evidencing a termination for cause or

a permitted resgnation after investigation of an dleged violaion of afederd or

dtate securities law, arule or regulation thereunder, a sdf-regulatory

organization rule, or an industry standard of conduct;

[(G)](J) adescription of any remedia action, such as specid training [or],
continuing education requirements, or heightened supervision, imposed on an
Associated Person by a state or federd authority or salf-regulatory organization;

[(H)](K) awritten acknowledgment that heightened supervisory procedures

and specid educationa programs may be required pursuant to Notice To Members 97-
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19 for an Associated Person whose record[s] reflectd:
(1)] disciplinary actions [involving] or sdes practice [violations] events;
[(i) customer complaints; or
(iii) arbitrations that were resolved adversdly to the Associated Person;]
[(D](L) acopy of find or proposed contracts with banks, clearing entities, or
service bureaus, and a general description of any other fina or proposed contracts,
[(J)](M) adescription of the nature and source of Applicant's capital with

supporting documentation, including alist of al persons or entities that have contributed

or plan to contribute financing to the Applicant's business, the terms and conditions of
such financing arrangements, the risk to net capital presented by the Applicant's
proposed business activities, and any arrangement for additiona capital should a
business need arise;

[(K)](N) adescription of the financia controlsto be employed by the
Applicant;

[(L)](O) adescription of the Applicant's supervisory system and a copy of its
written supervisory procedures, internd operating procedures (including operationd and
interna contrals), interna ingpections plan, written approva process, and qudificaions
investigations required by Rule 3010;

[(M)](P) adescription of the number, experience, and qudifications of
supervisors and principas and the number, experience, and qualifications of personsto
be supervised by such personnel, the other responsibilities of the supervisors and

principas with the Applicant, their full-time or part-time satus, any business activities



Page 38 of 121

that the supervisors or principals may engage in outside of their association with the
Applicant, the hours per week devoted to such activities, and an explanation of how a
part-time supervisor or principa will be able to discharge his or her designated functions
on a part-time bagis;

[(N)](Q) adescription of Applicant's proposed recordkegping system;

[(O)](R) acopy of the Applicant's written training plan to comply with Firm
Element continuing education requirements described in Rule 1120(b), including the
name of the Associated Person responsble for implementation; and

(P) [acopy of the documents described in paragraph (a)(1)] a Web CRD

entitlement request form and a Member Contact Questionnaire user access request

form.

(3) Electronic Filings [The Applicant shdl file both parts of the application

smultaneoudy by commercia courier. The gpplication shall be deemed received on the date
specified in the written confirmation of receipt generated by the commercid courier for the

delivery of the second part of the gpplication to the digtrict office.] Upon approva of the

Applicant's Web CRD entitlement request form, the Applicant shall submit any amendmentsto

its Forms BD or U-4, any additional Forms U-4, and any Form U-5 dectronicdly viaWeb

CRD. Upon approvd of the Applicant's membership, the Applicant shal submit any

amendments to its Member Contact Questionnaire dectronicaly.

(4) Rejection Of Application That |s Not Substantially Complete

If the Department determines within 30 days after thefiling of an application that the

application is not substantialy complete, the Department may reject the application and deem it
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not to have been filed. 1n such case, within the 30 day period, the Department shall servea

written notice on the Applicant of the Department's determination and the reasons therefor. The

Asociation shal refund the application fee, less $350, which shall be retained by the

Association as aprocessing fee. If the Applicant determines to continue to seek membership,

the Applicant shal submit anew application and fee under thisRule.

(5) Reqguest For Additional Documents Or | nfor mation

Within 30 days after the [receipt] filing of an gpplication, the Department shall

[determine whether the gpplication is complete and, if not, shall request] serve aninitia request

for any additiona information or documents necessary to render a decision on the application.

The Department may [request] serve subsequent requests for additiond informetion or

documents at any time during the membership application process.

[(5)] Unless otherwise agreed by the Department and the Applicant, the Applicant shdl
file any additiond information and documents with the Department within 60 days after service
of the Department's initial request and 30 days after service of any subsequent request.

[(b) Lapseof Application]

[(1) Absent a showing of good cause, an application for membership shdl lapse
if an Applicant falsto:

(A) respond fully within 60 days after an initid request for information
or documents, within 30 after any subsequent request, or within such other time period
agreed to by the Department and the Applicant;

(B) appear at or otherwise participate in a scheduled membership

interview pursuant to paragraph (c); or
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(©) return an executed membership agreement under Rule 1014(c)
within 25 days after service of the agreement
[(2) The lgpse of an gpplication shdl require an Applicant continuing to seek

membership to submit a new gpplication under paragraph (a).]

[(c)](b) Member ship Interview

(1) Requirement for Interview

Before the Department [issues @ servesits decision on an application for new
membership in the Association, the Department shall conduct a membership interview with a
representative or representatives of the Applicant.

(2) Serviceof Notice

At least seven days before the membership interview, the Department shdl serve on the
Applicant awritten notice that specifies the date and time of the interview and the representative
or representatives of the Applicant who are required to participate in the interview. The
Department shdl serve the notice by facamile or [commercid] overnight courier. The Applicant
and the Department may agree to a shorter or longer period for notice or a different method of
service under this subparagraph.

(3) Time

Unless the Department directs otherwise for good cause shown, amembership
interview shdl be scheduled to occur within 90 days after the [receipt] filing of an application or
within 60 days after the [receipt] filing of dl additiona information or documents requested,

whichever islater.
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(4) Place

Unless the Department and the Applicant otherwise agree, the membership interview
shdl be conducted in the digtrict office for the digtrict in which the Applicant has or intends to
haveits principa place of business.

(5) Updated Financial Documents

On or before the date of the membership interview, the Applicant shal file an updated

tria baance, balance sheet, supporting schedules, and computation of net capital. The Applicant

shdll prepare such documents as of adate that is within 45 days before the date of the

membership interview, unless the Applicant and the Department agree on alonger period. The

Applicant shdl promptly notify the Department in writing of any maerid adverse changein its

financia condition that occurs before a decison congtituting fina action of the Association is

s2rved on the Applicant.

[(5)](6) Review of Standardsfor Admission

During the membership interview, the Department shall review the gpplication and the
standards for admission to membership with the Applicant's representative or representatives.

[(6)](7) Information From Other Sources

During the membership interview, the Department shdl provide to the Applicant's
representative or representatives any information or document that the Department has obtained
from the Centrd Regigtration Depository or a source other than the Applicant and upon which
the Department intends to base its decison under Rule 1014. If the Department receives such
information or document after the membership interview or decides to base its decison on such

information after the membership interview, the Department shal promptly serve the informeation
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or document and an explanation thereof on the Applicant.
1014. Department Decision
(a) Standardsfor Admission

After consdering the gpplication, the membership interview, other information and
documents provided by the Applicant, other information and documents obtained by the
Department, and the public interest and the protection of investors, the Department shall
determine whether the Applicant meets each of the following standards:

(1) Theapplication and al supporting documents are complete and accurate.

(2) The Applicant and its Associated Persons have dl licenses and regidrations
required by state and federa authorities and sdf-regulatory organizations.

(3) The Applicant and its Associated Persons are capable of complying with the federa
securities laws, the rules and regulations thereunder, and the Rules of the Association, including
observing high standards of commercia honor and just and equitable principles of trade. In
determining whether this standard is met, the Department may take into consideration whether:

(A) adaeor federd authority or self-regulatory organization has taken
permanent or temporary adverse action with respect to aregisration or licensng
determination regarding the Applicant or an Associated Person;

(B) an Applicant's or Associated Person's record[g] reflecty: (i) disciplinary
actionsinvolving sales practice violaions, (ii) cusomer complaints, or (iii) arbitrations
that were resolved adversdly to the Applicant or Associated Person| a saes practice

event;



Page 43 of 121

(C) an Applicant or Associated Person is the subject of a pending,
adjudicated, or settled regulatory action or investigation by the Commission, the
Commodity Futures Trading Commission, afederd, state, or foreign regulatory agency,
or a = f-regulatory organization; a pending, adjudicated, or settled investment-related
civil action for damages or an injunction; [an invesment-related customer complaint or
arbitration aleging sales practice violations, theft, misgppropriation, conversion, or
breach of fiduciary duty that is pending, settled, or has resulted in an award or
judgment;] or acrimina action (other than a minor traffic violation) thet is pending,
adjudicated, or that has resulted in a guilty or no contest pleg;

(D) an Associated Person was terminated for cause or permitted to resign after
an invedtigation of an dleged violation of afederd or Sate securitieslaw, arule or
regulation thereunder, a sdf-regulatory organization rule, or industry standard of
conduct;

(E) adate or federd authority or self-regulatory organization hasimposed a
remedia action, such as specid training [or], continuing education requirements, or
hei ghtened supervision, on an Associated Person; and

(F) adate or federd authority or self-regulatory organization has provided
information indicating that the Applicant or an Associated Person otherwise poses a
threat to public investors.

(4) The Applicant has established al contractud or other arrangements and business
relationships with banks, clearing corporations, service bureaus, or others necessary to: (A)

initiate the operations described in the Applicant's business plan, considering the nature and
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scope of operations and the number of personnd; and (B) comply with the federa securities
laws, the rules and regulations thereunder, and the Rules of the Association.

(5) TheApplicant has or has adequate plans to obtain facilities that are sufficient to:
(A) initiate the operations described in the Applicant's business plan, considering the nature and
scope of operations and the number of personnd; and (B) comply with the federa securities
laws, the rules and regulations thereunder, and the Rules of the Association.

(6) The communications and operationa systems that the Applicant intends to employ

for the purpose of conducting business with cusomers and other members are adequate and

provide reasonably for business continuity in each area set forth in Rule 1013(a)(2)(F)(xii);

[(6)](7) The Applicant is cgpable of maintaining aleve of net capitd in excess of the
minimum net capital requirements set forth in SEC Rule 15¢3-1 adequate to support the
Applicant's intended business operations on a continuing bas's, based on information [that is

current within 30 days before the membership interview] filed under Rule 1013(b)(5). The

Department may impose a reasonably determined higher net capita requirement for the initiation
of operations after consdering:

(A) the amount of net capitd sufficient to avoid early warning leve reporting
requirements, such as SEC Rule 17a-11;

(B) the amount of capital necessary to meet expenses net of revenuesfor at
least twelve months, based on rdliable projections agreed to by the Applicant and the
Department;

(C) any planned market making activities, the number of markets to be made,

the type and volatility of products, and the anticipated maximum inventory positions,
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(D) any plan to enter into other contractua commitments, such as underwritings
or other securities-related activities;

(E) any plan to digtribute or maintain securities products in proprietary
positions, and the risks, voldility, degree of liquidity, and speculative nature of the
products; and

(F) any other activity that the Applicant will engage in that reasonably could
have amaterid impact on net capital within the first twelve months of business
operations.

[(7)](8) The Applicant hasfinancia controlsto ensure compliance with the federd
securities laws, the rules and regulations thereunder, and the Rules of the Association.

[(8)](9) The Applicant has compliance, supervisory, operaiond, and interna control
practices and standards that are consistent with practices and standards regularly employed in
the investment banking or securities business, taking into account the nature and scope of
Applicant's proposed business.

[(9)](10) The Applicant has a supervisory system, including written supervisory
procedures, internal operating procedures (including operationa and internal controls), and
compliance procedures designed to prevent and detect, to the extent practicable, violations of
the federa securities laws, the rules and regulations thereunder, and the Rules of the
Association. In evauating the adequacy of a supervisory system, the Department shall consider
the overdl nature and scope of the Applicant's intended business operations and shal consider

whether:
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(A) the number, location, experience, and qudifications of supervisory
personnel are adequate in light of the number, location, experience, and qudifications of

persons to be supervised; the [disciplinary history of such] Central Regidtration

Depository record or other disciplinary history of supervisory personnd and persons to

be supervised; [any crimind, civil, adminigrative, or arbitration actions or written
customer complaints againgt such persons;] and the number and locations of the offices

that the Applicant intends to open and the nature and scope of businessto be

conducted at each office:

(B) the Applicant has identified specific Associated Persons to supervise and
discharge each of the functionsin Applicant's business plan, and to supervise each of the
Applicant's intended offices, whether or not such offices are required to be registered
under the Rules of the Association;

(C) the Applicant has identified the functions to be peformed by each

Associated Person and has adopted procedures to assure the registration with the

Association and applicable states of all persons whose functions are subject to such

registration reguirements.

[(C)] (D) each Associated Person identified in the business plan to discharge a

supervisory function [in the business plan] has a least one year of direct experience or

two years of related experience in the subject area to be supervised;

[(D)] (E) the Applicant will solicit retall or inditutiond business;

[(E)] (F) the Applicant will recommend securitiesto customers,
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[(F)] (G) thelocation or part-time status of a supervisor or principa will affect
such person's ability to be an effective supervisor;

[(G)] (H) [therecords of an Associated Person reflect: (i) disciplinary actions
involving saes practice violations; (ii) customer complaints, or (iii) arbitrations that were

resolved adversdly to the Associated Person] the Applicant should be required to place

one or more Associated Persons under hel ghtened supervision pursuant to Notice to

Members 97-19;

[(H)] () any remedid action, such as specid training or continuing education
requirements or heightened supervision, has been imposed on an Associated Person by
adate or federa authority or sdf-regulatory organization; and

[(D] (J) any other condition that will have amateria impact on the Applicant's
ability to detect and prevent violations of the federa securities laws, the rules and
regulations thereunder, and the Rules of the Association.

[(10)](11) The Applicant has a recordkeeping system that enables Applicant to comply
with federd, state, and self-regulatory organization recordkeeping requirements and a staff that
isaufficient in qudifications and number to prepare and preserve required records.

[(11)](12) The Applicant has completed atraining needs assessment and has awritten
training plan that complies with the continuing education requirements imposed by the federa
securities laws, the rules and regulations thereunder, and the Rules of the Association.

[(12)](13) The Association does not passess any information indicating that the
Applicant may circumvent, evade, or otherwise avoid compliance with the federal securities

laws, the rules and regulations thereunder, or the Rules of the Association.
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[(13)](14) The gpplication and dl supporting documents otherwise are consstent with
the federa securities laws, the rules and regulations thereunder, and the Rules of the
Association.

(b) Granting or Denying Application

(1) If the Department determines that the Applicant meets each of the sandardsin
paragraph (a), the Department shall grant the gpplication for membership.

(2) If the Department determines that the Applicant does not meet one or more of the
gandards in paragraph (a) in whole or in part, the Department may:

(A) grant the gpplication subject to one or more restrictions reasonably
designed to address a specific financia, operationd, supervisory, disciplinary, investor
protection, or other regulatory concern based on the standards for admissionin Rule
1014(a); or

(B) deny the application.

[(c) Submission of Membership Agreement

If the Department grants an application, with or without restriction, the Applicant's gpprova for
membership shdl be contingent upon the Applicant's submission of awritten membership agreement,
satisfactory to the Department, undertaking to:

(1) engage only in the business st forth in the business plan and the membership
agreement;

(2) abide by any redtriction specified in the Department's decision;

(3) obtain the Department's prior approva of the removal or modification of such a

restriction pursuant to Rule 1017; and
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(4) notify and obtain the Department's gpprova of a change in ownership or control or

amateria change in business operations pursuant to Rule 1018.
The Applicant shal not waive theright to file awritten request for review under Rule 1015 by executing
amembership agreement under this paragraph.]

[(d)] (c) Decision

(1) Time

The Department shall [issue] serve awritten decision on the membership gpplication
within 30 days after the conclusion of the membership interview or after the [submission] filing of
additiondl information or documents, whichever islater.

(2) Content

If the Department denies the application, the decison shdl explain in detall the reason
for denid, referencing the applicable standard or standards in paragraph (). If the Department
grants the application subject to redtrictions, the decison shdl explain in detail the reason for
each redtriction, referencing the applicable standard or standards in paragraph () upon which
the redtriction is based and identify the specific financid, operationa, supervisory, disciplinary,
investor protection, or other regulatory concern that the restriction is designed to address and
the manner in which the redtriction is reasonably designed to address the concern.

(3) Failureto [Issue] Serve Decision

If the Department failsto [issue] serve adecison within 180 days after [receipt] the
filing of an gpplication or such later date as the Department and the Applicant have agreed in
writing, the Applicant may file awritten request with the NASD Board requesting that the

NASD Board direct the Department to [issue] serve adecison. Within seven days after
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[receipt] thefiling of such arequest, the NASD Board shdl direct the Department to serve its
written decison immediately or to show good cause for an extenson of time. If the Department
shows good cause for an extension of time, the NASD Board may extend the 180 day time limit
by not more than 90 days.

(d) Submission of M embership Agreament

If the Department grants an application, with or without restriction, the Applicant's approva for

membership shal be contingent upon the Applicant's filing of an executed written membership

agreaement, satisfactory to the Department, undertaking to:

(1) abide by any redriction specified in the Department's decision; and

(2) obtain the Department's approva of a change in ownership, control, or business

operations pursuant to Rule 1017, indluding the modification or remova of a membership

agreement restriction.

The Applicant shal not waive the right to file awritten request for review under Rule 1015 by executing

amembership agreement under this paragraph.

(e) Service and Effectiveness of Decision

The Department shall serve its decision and the membership agreement on the Applicant in
accordance with Rule 1012. The decision shdl become effective upon service and shdl remain in effect
during the pendency of any review until a decison condtituting find action of the Association isissued
under Rule 1015 or 1016, unless otherwise directed by the Nationa Adjudicatory Council, the NASD
Board, or the Commission.

(f) Effectivenessof Restriction
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A redtriction imposed under this Rule shdl remain in effect and bind the Applicant and dl
successors to the ownership or control of the Applicant unless:

(1) removed or modified by [the Department under Rule 1017] adecison condtituting

fina action of the Association issued under Rule 1015, 1016, or 1017;

[(2) removed or modified by a decison condtituting find action of the Association

issued under Rule 1015 or 1016;] or

[(3)](2) sayed by the Nationd Adjudicatory Council, the NASD Board, or the
Commisson.
(g) Final Action
Unless the Applicant files awritten request for areview under Rule 1015, the Department's
decison shdl condtitute find action by the Association.
1015. Review by National Adjudicatory Council
(&) Initiation of Review by Applicant
[(1) Request by Applicant]
Within 25 days after service of adecison under Rule 1014],] or 1017 [or 1018], an
Applicant may file awritten request for review with the National Adjudicatory Council. A
request for review shal state with specificity why the Applicant believes that the Department's
decison isinconsgtent with the membership standards set forth in Rule 1014, or otherwise
should be set asde, and state whether ahearing is requested. The Applicant smultaneously
shdl [send] file by firgt-class mail a copy of the request to the didtrict office where the Applicant

filed its [membership] goplication.
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[(2) Notice by National Adjudicatory Council

A decison issued under Rule 1014, 1017, or 1018 shal be subject to acall for review
by any member of the Nationd Adjudicatory Council or the Review Subcommittee defined in
Rule 9120 within 30 days after service of the decision. If the Nationa Adjudicatory Council
cdlsadecison for review, awritten notice of review shdl be served promptly on the Applicant
by firg-classmail. The written notice of review shdl state the specific grounds for the review
and whether ahearing isdirected. If adecisoniscaled for review by any member of the
Nationa Adjudicatory Council or the Review Subcommittee, the decision shdl be reviewed by
the Nationd Adjudicatory Council. The Nationa Adjudicatory Council smultaneoudy shall
send by firg-class mail acopy of the notice to the didrict office where the Applicant filed its
membership application.]
(b) Transmission of Documents

Within ten days after [receipt] thefiling of arequest for [or notice of] review, the Department

(1) trangmit to the Nationa Adjudicatory Council copies of dl documents that were
considered in connection with the Department’s decision and an index to the documents; and
(2) serveonthe Applicant acopy of such documents (other than those documents
origindly submitted by Applicant) and a copy of the index.
(c) Membership Application Docket

The Department shal promptly record in the Association's membership application docket each

request for [or notice of] review filed with the National Adjudicatory Council under this Rule and each

materia subsequent event, filing, and change in the status of a membership proceeding.
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(d) Appointment of Subcommittee
The Nationa Adjudicatory Council or the Review Subcommittee defined in Rule 9120 shdll
gppoint a Subcommittee to participate in the review. The Subcommittee shal be composed of at least
two members. One member shal be a current member of the National Adjudicatory Council. The
remaining member or members shal be current or past Directors or past Governors.
() Powersof Subcommittee
If ahearing is requested [or directed], the Subcommittee shall conduct the hearing. If ahearing
is not requested, the Subcommittee may serve anotice directing that a hearing be held. If ahearing is
not requested or directed, the Subcommittee shall conduct its review on the basis of the record
developed before the Department and any written submissions made by the Applicant or the
Department in connection with the request for review.
(f) Hearing
(1) Notice
If ahearing is requested or directed, the hearing shdl be held within 45 days after the
[receipt] filing of the request [or service of the notice by] withthe Nationa Adjudicatory

Council or service of the notice by the Subcommittee. The Nationa Adjudicatory Council shal

[send] serve written notice of the date and time of the hearing to the Applicant by facsmile or
[commercia] overnight courier not later than 14 days before the hearing.

(2) Counsel

The Applicant and the Department may be represented by counsdl at a hearing

conducted pursuant to this Rule.
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(3) Evidence

Formd rules of evidence shdl not gpply to a hearing under thisRule. Not later than five
days before the hearing, the Applicant and the Department shal exchange copies of their
proposed hearing exhibits and witness lists and provide copies of the same to the National
Adjudicatory Council. If the Applicant or the Department fails to provide copies of its
proposed hearing exhibits or witness list within such time, the Subcommittee shall exclude the
evidence or witnesses from the proceeding, unless the Subcommittee determines that good
cause is shown for failure to comply with the production date set forth in this subparagraph.

(4) Transcript

The hearing shall be recorded and atranscript prepared by a court reporter. A

transcript of the hearing shdl be available for purchase from the court reporter at prescribed
rates. The Applicant, the Department, or awitness may seek to correct the transcript. A
proposed correction of the transcript shal be submitted to the Subcommittee within a
reasonable period of time prescribed by the Subcommittee. Upon notice to the Applicant and
the Department, the Subcommittee may direct the correction to the transcript as requested or
sua sponte,

[(5) Failureto Appear at Hearing]

[If an Applicant fals to appear a a hearing for which it has notice, the Nationd
Adjudicatory Council may dismiss the request for review as abandoned, and the decison of
the Department shdl become the find action of the Association. Upon a showing of good
cause, the Nationd Adjudicatory Council may withdraw a dismissa entered pursuant to this

Subparagraph.]
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(g) Additional Information, Briefs

At any time during its consideration, the Subcommittee or the Nationa Adjudicatory Council
may direct the Applicant or the Department to [submit] file additiona information [and to file] or briefs.
Any additiona information or brief [submitted] filed shal be provided to dl parties before the Nationa
Adjudicatory Council rendersits decison.

(h) Abandonment of Request for Review

If an Applicant fails to specify the grounds for its request for review under Rule 1015(a)(1),

appear a ahearing for which it has notice, or file information or briefs as directed, the Nationd

Adjudicatory Council or the Review Subcommittee may dismiss the request for review as abandoned,

and the decision of the Department shall become the find action of the Association. Upon a showing of

good cause, the National Adjudicatory Council or the Review Subcommittee may withdraw adismissa

entered pursuant to this paragraph.

[(h)] (i) Subcommittee Recommendation
The Subcommittee shall present a recommended decision in writing to the Nationa
Adjudicatory Council within 60 days after the date of the hearing held pursuant to paragraph (f), and not
later than seven days before the meeting of the Nationd Adjudicatory Council a which the membership
proceeding shdl be considered.
[(1)]() Decision
(1) Proposed Written Decision
After congdering al matters presented in the review and the Subcommittee's
recommended written decison, the Nationd Adjudicatory Council may affirm, modify, or

reverse the Department's decison or remand the membership proceeding with ingtructions. The
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Nationd Adjudicatory Council shall prepare a proposed written decision pursuant to
subparagraph (2).
(2) Contents
The decison shdl include:
(A) adescription of the Department's decision, including itsrationae;
(B) adescription of the principa issuesraised in the review;
(©) asummary of the evidence on each issue; and
(D) adgatement whether the Department's decision is affirmed, modified, or
reversed, and arationae therefor that references the applicable standards in Rule 1014.
(3) I'ssuance of Decision After Expiration of Call for Review Periods
The Nationd Adjudicatory Council shdl provide its proposed written decision to the
NASD Board. The NASD Board may cal the membership proceeding for review pursuant to
Rule 1016. If the NASD Board does not call the membership proceeding for review, the
proposed written decision of the Nationd Adjudicatory Council shal becomefind. The
Nationa Adjudicatory Council shal serve the Applicant with awritten notice specifying the date
on which the cdl for review period expired and stating that the fina written decison will be
served within 15 days after such date. The Nationd Adjudicatory Council shall serveitsfind
written decision within 15 days after the date on which the call for review period expired. The
decison shdl condtitute the fina action of the Association for purposes of SEC Rule 19d-3,
unlessthe National Adjudicatory Council remands the membership proceeding.

(4) Failuretolssue Decision
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If the Nationd Adjudicatory Council failsto serveitsfina written decison within the

time prescribed in subparagraph (3), the Applicant may file awritten request with the NASD

Board requesting that the NASD Board direct the National Adjudicatory Council to serveits

decison immediately or to show good cause for an extension of time. Within seven days after

[receipt] thefiling of such arequest, the NASD Board shdl direct the National Adjudicatory

Council to serve its written decison immediately or to show good cause for an extension of

time. If the Nationa Adjudicatory Council shows good cause for an extension of time, the

NASD Board may extend the 15 day time limit by not more than 15 days.
1016. Discretionary Review by NASD Board

(a) Call for Review by Governor

A Governor may cal amembership proceeding for review by the NASD Board if the cal for
review is made within the period prescribed in [sub]paragraph [(2)] (b).

(b) 15 Day Period; Waiver

A Governor shal make hisor her cal for review at the next meeting of the NASD Board that is
at least 15 days after the date on which the NASD Board receives the proposed written decision of the
Nationd Adjudicatory Council. By unanimous vote of the NASD Board, the NASD Board may
shorten the period to lessthan 15 days. By an affirmative vote of the mgority of the NASD Board then
in office, the NASD Board may, during the 15 day period, vote to extend the period to more than 15
days.

(c) Review At Next Meeting

If aGovernor calls amembership proceeding for review within the time prescribed in paragraph

(b), the NASD Board shal review the membership proceeding not later than the next meeting of the
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NASD Board. The NASD Board may order the Applicant and the Department to file briefsin
connection with review proceedings pursuant to this paragraph.

(d) Decision of NASD Board, Including Remand

After review, the NASD Board may affirm, modify, or reverse the proposed written decison of
the Nationa Adjudicatory Council. Alternatively, the NASD Board may remand the membership
proceeding with ingructions. The NASD Board shdl prepare awritten decision that includes al of the
elements described in Rule 1015[(1)(2)] (D(2).

(e) I'ssuance of Decision

The NASD Board shdl serve its written decision on the Applicant within 15 days after the
meseting a which it conducted itsreview. The decison shal condtitute the find action of the Association
for purposes of SEC Rule 19d-3, unless the NASD Board remands the membership proceeding.

1017. [Removal or Modification of Business Restriction] Application for Approval of Change

in Owner ship, Control, or Business Oper ations

(a) Events Reguiring Application

[A member of the Association may seek modification or remova of arestriction on its business
activities imposed pursuant to the Rule 1010 Series by filing awritten application with the Department at
the digtrict office for the digtrict in which the member's principd place of businessislocated. The
gpplication shal present facts showing that the circumstances that gave rise to the redtriction have
changed and gate with specificity why the restriction should be modified or removed in light of the
gtandards set forth in Rule 1014 and the articulated rationae for the imposition of the restriction. A copy
of the decision and membership agreement pertaining to such regtriction shal be appended to the

goplication.]
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A member shdl file an application for approva of any of the following changesto its ownership,

control, or business operations:

(1) amerger of the member with another member, unless both are members of the

New Y ork Stock Exchange, Inc. or the surviving entity will continue to be a member of the

New Y ork Stock Exchange, Inc.;

(2) adirect or indirect acquisition by the member of another member, unlessthe

acquiring member is amember of the New Y ork Stock Exchange, Inc.;

(3) adirect or indirect acquisition of substantidly al of the member's assets, unless the

acquirer is amember of the New York Stock Exchange, Inc.;

(4) achangein the equity ownership or partnership capitd of the member that resultsin

one person or entity directly or indirectly owning or controlling 25 percent or more of the equity

or partnership capitd; or

(5) amaterid change in business operations as defined in Rule 1011(i), unless the

Department determines that an application is not required.

(b) Filing and Content of Application

(1) The member shdl file the application with the Department at the digtrict officein the

didtrict in which the member's principa place of businessis located. If the application involves a

merger between members with principa places of businessin two or more didricts, the

application shdl befiled and processed by the digrict office wherein the surviving firm's

principa place of busness will be located.

(2) The application shdl describein detail the change in ownership, control, or business

operations and include a business plan, pro forma financias, an organizationa chart, and written
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supervisory procedures reflecting the change.

(A) If the application requests approva of achange in ownership or control,

the application a0 shall include the names of the new owners, thair percentage of

ownership, and the sources of their funding for the purchase and recapitdization of the

member.

(B) If the application requests the remova or modification of a membership

agreement restriction, the application aso shdl:

() present facts showing that the circumstances that gave rise to the

redtriction have changed; and

(i) state with specificity why the redtriction should be modified or

removed in light of the sandards set forth in Rule 1014 and the articulated

rationde for the imposition of the redtriction.

(C) If the application requests approva of an increase in Associated Persons

involved in sales, offices, or markets made, the application shdl sat forth theincreases in

such areas during the preceding 12 months.

(c) Effecting Change and | mposition of | nterim Restrictions

(1) A member shdl file an application for approva of a change in ownership or control

at least 30 days prior to such change. A member may effect a change in ownership or control

prior to the conclusion of the proceeding, but the Department may place new interim restrictions

on the member based on the sandards in Rule 1014, pending fina Department action.

(2) A member may file an application to remove or modify a membership agreement

redriction a any time. An existing restriction shdl remain in effect during the pendency of the




Page 61 of 121

proceeding.

(3) A member may file an application for approva of amaterid changein busness

operations, other than the modification or remova of aregriction, at any time, but the member

may not effect such change until the conclusion of the proceeding, unless the Department and

the member otherwise agree.

(d) Rejection Of Application That |sNot Substantially Complete

If the Department determines within 30 days after thefiling of an application that the

application is not substantialy complete, the Department may reject the application and deem it

not to have been filed. 1n such case, within the 30 day period, the Department shall servea

written notice on the Applicant of the Department's determination and the reasons therefor. If

the Applicant determines to continue to apply for approva of a change in ownership, control, or

business operations, the Applicant shal submit anew application under this Rule.

[(b)] () Request for Additional Documents and I nformation

Within 30 days after the [receipt] filing of an gpplication [to remove or modify a
regtriction], the Department shal [determine whether the application is complete, and if not,
shdl] serve arequest for any additiond information or documents necessary to render a

decision [under paragraph ()] on the application. The Department may serve subsequent

requests for additiona information or documents a any time during the gpplication process.
Unless otherwise agreed by the Department and the Applicant, the Applicant shdl file any
additiona information and documents with the Department within 30 days after service of a

request.
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[(c) Lapse]
[(2) Absent a showing of good cause, an gpplication to modify or remove aredtriction
shdl lapseif an Applicant failsto:
(A) respond fully within 30 days after arequest for information or
documents;
(B) appear at or otherwise participate in a scheduled membership
interview pursuant to paragraph (d); or
(C©) return an executed membership agreement under paragraph (€)(4) within
25 days after service of the agreement.

(2) The lgpse of an gpplication shdl require the Applicant to submit a new gpplication to
modify or remove arestriction under paragraph (a).]

[(d)] (f) Member ship Interview

(1) The Department may require the Applicant to participate in amembership interview
within 30 days after the [receipt] filing of the gpplication, or if the Department requests
additiond information or documents, within 30 days after the filing of the additiond information
or documents by the Applicant.

(2) At least seven days before the membership interview, the Department shall serve on
the Applicant awritten notice that specifies the date and time of the interview and [the
representative or representatives of the Applicant] persons who are required to participate in
the interview. The Department shall serve the notice by facamile or [commercid] overnight
courier. The Applicant and the Department may agree to a shorter or longer period for notice

or adifferent method of service,
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(3) Unless the Department and the Applicant otherwise agree, the membership
interview shal be conducted in the didtrict office for the didrict in which the Applicant hasiits
principa place of business.

(4) During the membership interview, the Department shall review the gpplication and
the considerations for the Department's decision set forth in paragraph [(€)(2)] (9)(1). The
Department shdl provide to the Applicant's representative or representatives any information or
document that the Department has obtained from the Central Regidtration Depository or a
source other than the Applicant and upon which the Department intends to base its decison
under paragraph [(€)](q). If the Department receives such information or document after the
membership interview or decides to base its decison on such information after the membership
interview, the Department shall promptly serve the information or document and an explanation
thereof on the Applicant.

[(e)] (g) Department Decision

(2) [Inevauating an gpplication submitted under paragraph (a)] The Department shall

consder the application, the membership interview, other information and documents provided

by the Applicant or obtained by the Department, the public interest, and the protection of

investors.

(A) In rendering adecison on an application for approva of achangein

ownership or contral, or an application for approva of amateria change in business

operations that does not involve modification or remova of a membership agreement

redriction, the Depatment shdl determineif the Applicant would continue to meet the

gandardsin Rule 1014(a) upon approva of the application.
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(B) In rendering adecision on an application requesting the modification or

remova of a membership agreement redtriction, the Department shal consider whether

maintenance of the redtriction is gopropriate in light of:
[(A)](@) the standards st forth in Rule 1014,
[(B)](ii) the circumstances that gave rise to the impaosition of the
regriction;
[(C)](iii) the Applicant's operations since the restriction was imposed;
[(D)] (iv) [a] any change in ownership or control or supervisors and
principds, and
[(E)](v) any new evidence submitted in connection with the application.
(2) The Department shdl [issue] serve awritten decision on the gpplication within 30

days after the condlusion of the membership interview or the [submission] filing of additiond

information or documents, whichever islater. If the Department does not require the Applicant
to participate in amembership interview or request additiona information or documents, the
Department shall [issue] serve awritten decision within 45 days after the [receipt] filing of the
gpplication under paragraph (a). The decision shdl state whether the gpplication [to modify or
remove the redtriction] is granted or denied in whole or in part, and shdl provide arationae for
the Department's decision, referencing the applicable standard in Rule 1014.

(3) If the Department failsto [issue] serve adecision within 180 days after [receipt]
filing of an gpplication or such later date as the Department and the Applicant have agreed in
writing, the Applicant may file awritten request with the NASD Board requesting that the

NASD Board direct the Department to issue adecison. Within seven days after [receipt] the
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filing of such arequest, the NASD Board shdl direct the Department to issue a written decison
immediately or to show good cause for an extension of time. If the Department shows good
cause for an extengon of time, the NASD Board may extend the time limit for issuing a decison
by not more than 30 days.

(4) If the Department [modifies or removes a redtriction on the Applicant's business

activities, the] approves an gpplication under this Rule in whole or part, the Department may

require an Applicant to file an executed membership agreement [submitted under Rule 1014

shall be modified accordingly].

[(F)](h) Service and Effectiveness of Decision

The Department shdl serve its decison on the Applicant in accordance with Rule 1012. The
decison shdl become effective upon service and shal remain in effect during the pendency of any
review until a decison condituting fina action of the Association is[issued] served under Rule 1015 or
1016, unless otherwise directed by the National Adjudicatory Council, the NASD Board, or the
Commisson.

[(9)]() Request for Review; Final Action

An Applicant may file awritten request for review of the Department's decision with the
Nationa Adjudicatory Council pursuant to Rule 1015. The procedures set forth in Rule 1015 shall
apply to such review, and the Nationd Adjudicatory Council's decision shall be subject to discretionary
review by the NASD Board pursuant to Rule 1016. If the Applicant does not file arequest for a
review, the Department’s decison shdl condtitute find action by the Association.

[(h)]1()) Removal or Modification of Restriction on Department's I nitiative
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The Department shdl modify or remove aredriction on its own initiative if the Department
determines such action is gppropriate in light of the congderations set forth in paragraph [(e)(1)](q)(1).
The Department shdl notify the member in writing of the Department's determination and inform the
member that it may goply for further modification or remova of aredriction by filing an gpplication
under paragraph (a).

(k) Lapse or Denial of Application for Approval of Changein Owner ship

If an application for approva of achange in ownership lapses, or is denied and dl appeds are

exhausted or waived, the member shall, no more than 60 days after the lapse or exhaustion or waiver of

aopesl:

(1) submit anew application;

(2) unwind the transaction; or

(3) fileaForm BDW.

For the protection of investors, the Department may shorten the 60 day period. For good cause shown

by the member, the Department may lengthen the 60 day period. The Department shall serve written

notice on the Applicant of any change in the 60-day period and the reasons therefor. During the 60-day

or other imposed period, the Department may continue to place interim redtrictions on the member for

the protection of investors.

[1018. Changein Ownership, Control, or Operations|
[(a) Notice
At least 30 days prior to the occurrence of any of the following changes in ownership, contral,

or operations, amember shal file awritten notice and gpplication for continuance in membership with
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the Department at the didtrict office in the didtrict in which the member's principd place of businessis
located:

(1) amerger of the member with another member;

(2) an acquigtion by the member of another member;

(3) anacquistion of subgtantidly dl of the member's assets,

(4) achangein the equity ownership or partnership capita of the member that resultsin
one person or entity owning or controlling 25 percent or more of the equity or partnership
capita; or

(5) amateria change in the member's business operations.]

[(b) Review and Imposition of Interim Restrictions

The Department shdl review a change in ownership, control, or operations described in
paragraph (a) prior to the change taking effect. The Department may maintain existing restrictions on
the member's business activities and place new interim restrictions on the member based on the
gandardsin Rule 1014, pending fina Department action.]

[(c) Request for Information

Within 30 days after receipt of the notice and gpplication under paragraph (a), the Department
shall request any additional information or documents necessary to render a decision under paragraph
(). Unless otherwise agreed by the Department and the Applicant, the Applicant shdl file such
additiona information or documents with the Department within 30 days after the Department’'s request.
The Department may request additiond information and documents at any time during the gpplication
process,; unless the Applicant and the Department agree otherwise, the Applicant shall file such

information or documents within 30 days after the Department's request.]
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[(d) Lapse

(1) Absent ashowing of good cause, an gpplication for continuance in membership
shdl lapseif an Applicant failsto:

(A) respond fully within 30 days after arequest for information or documents

(B) appear at or otherwise participate in a scheduled membership interview
pursuant to paragraph (€); or

(©) return an executed membership agreement under paragraph (g) within 25
days after service of the agreement.

(2) Thelgpse of an gpplication shdl require the Applicant to submit a new gpplication
under paragraph (a).]

[(e) Membership Interview

(1) The Department may require the Applicant to participate in amembership
interview. The membership interview shdl be held within 30 days after the receipt of the
goplication, or if the Department requests additiona information or documents, within 30 days
after thefiling of such additiond information or documents by the Applicant.

(2) At least seven days before the membership interview, the Department shdl serve on
the Applicant awritten notice that specifies the date and time of the interview and the
representative or representatives of the Applicant who are required to participate in the
interview. The Department shdl serve the notice by facsmile or commercia courier. The
Applicant and the Department may agree to a shorter or longer period for notice or a different

method of service.
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(3) Unless the Department and the Applicant otherwise agree, the membership
interview shal be conducted in the didtrict office for the digtrict in which the Applicant has or
intends to have its principal place of busness.

(4) During the membership interview, the Department shdl review the application and
the congderations for the Department's decision set forth in paragraph (f). The Department
shdl provide to the Applicant's representative or representatives any information or document
that the Department has obtained from the Central Registration Depository or a source other
than the Applicant and upon which the Department intends to base its decision under paragraph
(). If the Department receives such information or document after the membership interview or
decides to base its decison on such information after the membership interview, the Department
shdl promptly serve the information or document and an explanation thereof on the Applicant.]
[(f) Department Decision

(1) Inevauating an gpplication submitted under paragraph (a), the Department shdll
consder whether the Applicant continues to meet the standards set forth in Rule 1014 in light of
the change in ownership, control, or operations, and whether current restrictions, if any, or new
restrictions are necessary for the Applicant to continue to meet such standards.

(2) The Department shdl issue awritten decision within 30 days after the membership
interview or the submission of additiona information or documents, whichever islater. If the
Department does not require the Applicant to participate in amembership interview or submit
additiond information or documents, the Department shal issue a written decison within 45
days after receipt of an gpplication under paragraph (a). The decison shal state the terms for

continuance in NASD membership, whether current restrictions, if any, are maintained or new
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regtrictions are imposed, and shdl provide arationae for the Department's decision, referencing
the applicable standard in Rule 1014.

(3) If the Department fails to issue a decision within 180 days after receipt of an
gpplication or such later date as the Department and the Applicant have agreed in writing, the
Applicant may file awritten request with the NASD Board requesting that the NASD Board
direct the Department to issue adecision. Within seven days after receipt of such arequest, the
NASD Board shdl direct the Department to issue a written decision immediately or to show
good cause for an extenson of time. 1f the Department shows good cause for an extension of
time, the NASD Board may extend the time limit for issuing a decision by not more than 30
days|]

[(g) Submission of Membership Agreement

The Department may condition approva of an application for continuance in membership on the
Applicant's submission of a new written membership agreement pursuant to Rule 1014(c).]

[(h) Service and Effectiveness of Decision

The Department shdl serve its decison on the Applicant in accordance with Rule 1012. The
decison shdl become effective upon service and shal remain in effect during the pendency of any
review until adecison condtituting find action of the Association isissued under Rule 1015 or 1016,
unless otherwise directed by the Nationa Adjudicatory Council, the NASD Board, or the
Commission,]

[(i)) Request for Review; Final Action

An Applicant may file awritten request for review of the Department's decision with the

Nationa Adjudicatory Council pursuant to Rule 1015. The procedures set forth in Rule 1015 shall
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apply to such areview, and the Nationa Adjudicatory Council's decison shall be subject to
discretionary review by the NASD Board pursuant to Rule 1016. If the Applicant does not filea
request for review, the Department's action shal condtitute the fina action of the Association.]

1018. Stay of Application During Pendency of Criminal or Other Proceeding

(2) The Department may stay an application filed under Rule 1013 or 1017 if:

(1) adgate or federa authority files crimina charges against the Applicant or aprincipa

or proposed principa of the Applicant;

(2) the Commisson files acomplaint or arequest for injunctive rdief agang the

Applicant or aprincipa or proposed principa of the Applicant; or

(3) the Association, another salf-regulatory organization, or agate files adisciplinary

complaint againg the Applicant or aprincipa or proposed principa of an Applicant dleging a

violation of alaw or rulelised in IM-1011-1 (or a comparable sate law, rule, or regulation).

In such case, the application shall be stayed during the pendency of the proceeding. If the Department

has imposed interim redrictions under Rule 1017(c), the regtrictions shall remain in effect during the

Say.

(b) If the Applicant or principa or proposed principal prevailsin the proceeding, the say shall

be lifted automaticaly.

(c) If thereisamaterid changein the circumstances that gave rise to the say, the Applicant

may file awritten request with the Department to lift the say. The Department shall serve awritten

response on the Applicant within 14 days after the filing of the request by the Applicant. If the

Department denies the request, the Applicant may file awritten request for review with the Nationa

Adjudicatory Council. The National Adjudicatory Council or the Review Subcommittee shal savea
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written response on the Applicant within 30 days.

1019. Application to Commission for Review

No change.

Rule 1140. Electronic Filing Rules
(& Hling Requirement

Except as provided in Rule 1013(a)(2), al [All] forms required to befiled by the By-Laws shall

be filed through an eectronic process or such other process the Association may prescribe to the

Central Regidration Depository.

1. SELF-REGULATORY ORGANIZATION'S STATEMENT OF THE PURPOSE OF,AND
STATUTORY BAS S FOR, THE PROPOSED RULE CHANGE

Initsfiling with the Commisson, NASD Regulation included statements concerning the purpose
of, and basis for, the proposed rule change and discussed any comments it received on the proposed
rule change. Thetext of these statements may be examined at the places specified in Item [V below.
NASD Regulation has prepared summaries, set forth in Sections A, B, and C below, of the most
sgnificant aspects of such statements.

A. Sdf-Regulatory Organization's Statement of the Purpose of, and Statutory Basisfor, the
Proposed Rule Change

1. Purpose
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NASD Regulation proposes to amend the Rule 1010 Series, which governs NASD
membership. NASD Regulation staff worked with the Member Admission Review Committee
(Committee),? an ad-hoc committee convened in August 1998, to develop the proposed changes. The
purpose of the proposed rule change is to streamline the Rules and make them more efficient while
preserving their investor protection function.

The most Sgnificant changes are as follows:

e reorganizing and consolidating some of the current rules to make them easer to use;
o dlaifying the rules and palicies that gpply to business expansons by—
e adopting apolicy of building expansgon plansinto membership agreements,
e defining in the rules what kinds of "materid changes in business operations'
require amember to file an gpplication for approva with NASD Regulation,
and
e providing a safe harbor for modest expansions that will not require an
goplication,
which together are intended to provide more even-handed treatment among members
for various business expansons, provide more certainty regarding which expansons
require approval, and eiminate unnecessary gpplications,
e pearmitting the gaff to stay membership gpplications if afirm or one of its principas

is the subject of adisciplinary action;

¥ Members of the Committee are: Faith Colish, New York, New Y ork; Linda L erner, All-Tech Investment Group, Inc.,
Montvale, New Jersey; Brian T. Shea, Pershing, Jersey City, New Jersey; Theodore W. Urban, Ferris, Baker & Watts,
Incorporated, Washington, D.C.; and Richard P. Woltman, Spelman & Co., Inc., San Diego, California. Mr. Urban
chairs the Committee.
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e pearmanently rescinding the Nationa Adjudicatory Council's authority to review
membership decisions that are not gppealed by an Applicant;
o amplifying adminigtrative procedures for submitting an application and caculaing
the various time limits that apply to the process; and
e peamitting the staff to rgect immediately applications that are not substantialy
complete.
A detailed explanation of the proposed rule change follows.
Proposed Rule 1011
The definition of "Associated Person” is amended to clarify that it includes only naturd persons.
The term "materid change in business operations’ is defined for thefirg time. The definition is
sgnificant because it triggers a requirement for amember to gpply to the digtrict office for gpprovd of
the change under proposed Rule 1017. Theterm is defined to include removing or modifying a
membership agreement regtriction,* adding certain types of business lines, managing or co-managing
underwritings for the first time, or increasing the number of associated personsinvolved in sdesor the
number of offices or markets made in excess of the safe harbor in proposed Interpretive Materia 1011-
1, which is described more fully below.
NASD Regulation does not believe that it is possble to develop an exhaudtive definition of the
term "materid change in business operations.” If achange in amember's business fals outside of the
definition, or the safe harbor described below (e.g., because it exceeded the safe harbor limits or the

member has disciplinary history), then member may contact the didtrict office to determineif the district

* NASD Regulation included removing or modifying arestriction in this definition to effect the consolidation of
current Rules 1017 and 1018. Therationale for the consolidation is set forth in the section titled " Proposed Rule
1017," below.
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would deem the change to be material. A member is not required to contact the didtrict officeif the
member believes the changeis not materid. However, if the aff later determines that the changeis
indeed materid, then the member potentialy could be subject to disciplinary action for falure to file an
gpplication under proposed Rule 1017.

Proposed Interpretive Material 1011-1 (IM-1011-1) is added to create a safe harbor for
certain changes that are presumed not to be material and therefore do not require a member to submit
an gpplication for gpprova of the change. The safe harbor would not be available to members that have
a"disciplinary history.” "Disciplinary history” means afinding of aviolation by the member or a principd
of the member in the past five years by the Commission, a self-regulatory organization, or aforeign
financid regulatory authority of one or more of the following provisions (or comparable foreign
provisions): Section 15(b)(4)(E) of the Securities Exchange Act of 1934 (failure to supervise); Section
17(a) of the Securities Act of 1933 (fraudulent interstate transactions); SEC Rules 10b-5 (fraud and
manipulation), and 15g-1 through 15g-9 (penny stock rules); NASD Rules 2110 (just and equitable
principles of trade), 2120 (fraud and manipulation), 2310 (suitability), 2330 (protection of customer
securities and funds), 2440 (fair prices and commissions), 3010 (failure to supervise only), 3310
(manipulative and deceptive quotations), and 3330 (payments to influence market prices); and MSRB
Rules G-19 (suitability), G-30 (prices and commissions), and G-37(b) & (c) (politica contributions).

Theterm "principd place of busness' is defined for the first time. An Applicant's principa place
of business determines which digtrict office will processits agpplication. "Principa place of business'
means the location where the officers, partners, or managers direct and control the activities of the
Applicant, unless NASD Regulation staff designates a different location. That location may be where

the largest number of associated persons are located or where the books and records are kept. This
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definition is designed to prevent an Applicant from trying to sdect a particular digtrict office to process
its application through its designation of a principa place of business.

NASD Regulation proposes to redefine "sales practice violations' as "sales practice event”
because the definition includes not only proven violations, but also unproven dlegations. The current
definition has become obsolete; it tracks a definition that was once used on a Form U-4. The proposed
definition includes any customer complaint, arbitration, or civil litigation that has been or is required to be
reported to the Central Registration Depository (“*CRD”) or otherwiseis required to be reported to the
Asocidion (eg., via Rule 3070).

Theterms"Applicant” and "Interested Association Staff" are amended to make them congstent
with other rule changes.

Proposed Rule 1012

NASD Regulation proposes to amend the service and filing provisons to permit additiond
methods of deivery and to use congstent terminology for caculating deadlines. Theterm "commercia
courier” is replaced with "overnight courier” to clarify that Applicants and NASD Regulation staff may
use the overnight delivery service offered by the United States Post Office. NASD Regulation
interprets the term "overnight courier” to refer to any entity that regularly provides such overnight
delivery services, such as Federd Express, DHL, or the United States Post Office. Use of theterm
"overnight courier” is not intended to imply that only actua overnight ddivery may be used under the
Rule. Overnight ddlivery should be used if it isavailable. However, if overnight delivery isnot available
for aparticular location, the Applicant or NASD Regulation staff may use the most rgpid ddlivery option
available (e.g., two day service) from the overnight courier and sill be in compliance with the proposed

Rule
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Throughout the proposed rules, the term "file" is used uniformly to refer to submissons by an
Applicant, and the term "serve" is used uniformly to refer to deivery of requests, decisons, and the like
by the Association; other terminology, such as "issuance” or "receipt” is deleted.®> These changes
provide greater clarity in caculaing deadlines in accordance with proposed Rule 1012(a).

The lapse of application provisons are consolidated and moved from Rules 1013(b), 1017(c),
and 1018(d) to proposed Rule 1012(b) for ease of reference. The lapse rule, which is discussed in
greater detail in the next section, permits the staff to discontinue processing an gpplication if an
Applicant does not timely provide requested information or documents. The only changesto the lapse
rule are to permit the saff and the Applicant to agree on a submission date for the membership
agreement, rather than requiring that al agreements be submitted within 25 days, and clarify that feesare
not refunded for lapsed applications.

The subparagraphs of Rule 1012(c) are reordered for ease of reading.

Proposed Rule 1013

One of the mgor changes to this Rule isto smplify application submission procedures.
Currently, this Rule requires Applicants to submit their applicationsin two parts. Part One, which
includes primarily forms and fees (e.g., theinitid Forms BD and U-4), is sent directly to the CRD in
Rockville, Maryland, for processing. Part Two, which includes al remaining documents required for
member admission, is sent to the didtrict office that will review the application. At the time the rule was
adopted, the staff thought it would be more efficient to send each part to the location where it would be
processed. In practice, this has created problems when both parts of the gpplication are not submitted

a the sametime, or one or both parts are incomplete, making it difficult to determine when the

® See, e.g., proposed Rule 1013(a)(5) and (b)(1), Rule 1014(c)(3).
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gpplication should be trested asfiled and when the Saff should begin reviewing it. The application filing
dateiscritical because the 180-day limitation placed on the staff for rendering a decison on the
gpplication is measured from this date.

To dleviate these problems, NASD Regulation recommends one point of entry for the entire
goplication, the didrict office. Didrict Saff will review the entire gpplication to determineif it is
subgtantialy complete. If so, they will forward any documents that need to go to CRD and continue
processing the application.

NASD Regulation proposes a new rule for dealing with gpplications that are not substantialy
complete at the time of submisson. Currently, the staff does not have any authority to refuse to begin
processing an inadequately prepared application. Instead, they attempt to begin processing such an
gpplication by sending arequest for further information to the Applicant. If the Applicant does not
timely provide the requested information, then the rules permit the saff to "lgpse” the application. The
daff then notifies the Applicant that the gpplication has lgpsed, dl fees are forfeited, and the Applicant is
required to start over with the gpplication process if it still wants to become an NASD member. These
procedures can consume as much as 90 days and a considerable amount of staff and Applicant
resources, but gill result in argected application.

Under the propased rule, if an gpplication is so deficient upon initid submission that the staff
cannot begin processing it (eg., it ismissng mgor components of the application, such as written
supervisory procedures or a business plan), then the staff may reject the application. The staff would
have no more than 30 days after submission to do this, and would be required to provide reasons for its
action in writing. NASD Regulation proposes a $350 processing fee for the regjection of an gpplication

that is not subgtantialy complete. NASD Regulation considered but rejected defining the term
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"subgtantially complete’ because the determination will vary depending on the type and complexity of
the proposed business, among other things. The lapse rules will ill apply to those Situations where an
Applicant stops providing information in the middle of the application process.

Rule 1013 dso issmplified by removing requirements for Applicants to submit information that
has aready been submitted to CRD. The digtrict staff has full accessto CRD and can obtain the
information they need directly from it. This change will make the application process smpler for
Applicants by diminating duplicative submissonsto NASD Regulation.

Under the proposed Rule 1013(a)(2), an Applicant will continue to submit only itsinitid Forms
BD and U-4 in paper dong with the rest of the gpplication. The Applicant dso will submit aWeb CRD
entitlement request form with its application. Under proposed Rule 1013(a)(3), upon approva of the
Web CRD entitlement request form by NASD Regulation, the Applicant must make al subsequent
Form filings and amendments dectronicaly viaWeb CRD>" A conforming change is proposed for Rule
1140. This processwill be in conformity with Commission requirements for the submission of Form BD
and amendmentsto it.® Similarly, theinitid Member Contact Questionnaire and user access request
form aso are submitted on paper; upon approval of a membership application, the member may update
it Member Contact Questionnaire eectronically.

The proposed rule adds new requirements for Applicants to submit information concerning their
ability to ensure business continuity, including information about the capacity of their communications
and operationa systems, contingency plans, disaster recovery plans, and the like. NASD Regulation
also proposes a new standard for admission that requires that such systems, plans, and procedures be

adequate in proposed Rule 1014(a)(6). The staff would not be required to investigate the adequacy

® See Exchange Act Rel. No. 41594 (Jul. 2, 1999), 64 FR 37586 (Jul. 12, 1999).
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themselves; rather, the Applicant would certify that the systems, plans, and procedures are adequate for
the Applicant'sbusiness. The Applicant may self-certify or may rely on athird party (e.g., avendor of
such asystem) to provide the certification if the Applicant so chooses.

NASD Regulation dso wishesto darify that under Rule 1013(b)(4), the Applicant and the staff
may agree to hold the membership interview at the Applicant's place of business.

Rule 1013 is amended by adding new subparagraph (b)(5) to require Applicantsto provide
updated financid information at the time of their membership interview.
Proposed Rule 1014

NASD Regulation proposes few changes with respect to the standards for admisson. NASD
Regulation proposes a new standard with respect to business continuity, as described above. NASD
Regulation also proposes that the Applicant's supervisory procedures must specificdly include
procedures to ensure proper registrations are obtained by the firm. All other changes to the standards
for admission are conforming changes.

NASD Regulation aso considered the requirement of Rule 1014(a)(9)(C) that prospective
supervisors have at least one year of direct experience or at least two years of related experience in the
subject areato be supervised. NASD Regulation believes that this requirement should continue to be

imposed and has published interpretive guidance on this subject in How To Become A Member, which

isavailable a www.nasdr.com/4700_appendix_b.htm. NASD Regulation does not bdieve that
supervisory experience requirements should be increased.

Rule 1014(c), which concerns the submission of membership agreements, is amended by
deleting the requirement that any member with a membership agreement obtain approva from NASD

Regulation of any change in business outside the terms of the agreement. NASD Regulation believes
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that this provison istoo redtrictive, particularly for firms with no disciplinary history. The provison adso
puts members with a membership agreement at a disadvantage vis-avis members that do not have a
membership agreement.” Therefore, this provision is ddeted. When the proposed rule change
becomes effective, to ensure that members are treeted equaly, NASD Regulation will permit members
that are digible for the safe harbor to useit, even if their membership agreement includes a generd
requirement to obtain gpprova from NASD Regulation of any change in business outside the terms of
the agreement. When NASD Regulation examines amember, it will update the membership agreement
to reflect the new rule. As part of the proposed rule change, paragraphs 1014(c) and (d) also are

reordered for ease of reading.

In addition, upon adoption of the proposed rules, NASD Regulation will begin including
business expansions plans in membership agreements to the extent practicable.
Proposed Rule 1015

Under current Rule 1015, the NAC or the Review Subcommittee may cdl for review adigtrict
decision on amembership gpplication, even if the Applicant does not apped the decison. NASD
Regulation consdered at length whether a procedure or policy could be developed to implement this
provison effectively, but ultimately determined that it is unworkable. NASD Regulation has temporarily
suspended cals for review of membership decisons and proposes to delete this provision atogether for

the reasons set forth in Exchange Act Rel. No. 41311 (Apr. 20, 1999), 64 FR 20347 (Apr. 26, 1999)

" 1n 1984, the SEC approved a codification of the NASD's member admission procedures, which included a
requirement that any restriction on amember's business be included in a membership agreement executed by the
member. See Exchange Act. Rel. No. 21159, 49 FR 30268 (Jul. 27, 1984) (File No. SR-NASD-82-24). Thus, amember
admitted before 1984 or amember admitted without any restriction from 1984 to 1997 may not have a membership
agreement. 1n 1997, NASD Regulation began requiring all new members to execute a membership agreement,
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(File SR-NASD-99-15).

NASD Regulation aso proposes a new paragraph (h) for dismissing appedsthat are
abandoned by an applicant, which includes failing to appear a a hearing as st forth in current Rule
1015(f)(5), among other things.

Proposed Rule 1017

Current Rule 1017, which addresses gpplications for remova or modification of a business
regtriction, and Rule 1018, which addresses gpplications for gpprova of changesin
ownership, control, or operations, are consolidated in a proposed Rule 1017. Sometimes a member
initiates business changes that involve both rules, which creates confusion as to which rule should be
used. Therefore, NASD Regulation proposes to consolidate these rules to make them easier for Saff
and gpplicants to use and to diminate any confusion that may arise from overlgpping provisons.

This consolidation is achieved in part by defining the term "materia changein business
operations' in proposed Rule 1011(i) to include the remova or modification of a business redtriction.
All materia changes in business operations would trigger areview under proposed Rule 1017.
Members should note that a"redtriction” is specificaly labeled as such in the membership agreement,
and NASD Regulation issues a decison that states the rationae for the restriction.

A redtriction is digtinct from other limitations that a member may st forth in its business plan that
may be recited as part of the "Business Activities' section of amembership agreement. For example, an
gpplicant may include in its business plan that it intends to have 10-20 registered representatives and
make markets in no more than 10 stocks. If the NASD approves the application, these self-imposed

limitations, which have been considered as part of the gpplication, may be included in the "Business

regardless of whether NASD Regulation imposed any restriction. See NASD Rule 1014(c); Exchange Act Rel. No.
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Activities" section of the membership agreement. These types of limitations are not consdered
"regtrictions’ under the Rules because they are not imposed by NASD Regulation, and therefore NASD
Regulation does not have to include a rationae for them in the decison in the gpplication. Under the
proposed Rules, amember that has such limitations in its membership agreement may expand beyond
those limitations to the extent permitted in the safe harbor in IM-1011-1.

In contragt, for example, NASD Regulation may specificaly restrict the number of markets a
member makes because NASD Regulation determines and issues a decison stating that the member
cannot adequately supervise alarge number of market. 1n such acase, the restricted member cannot
take advantage of the safe harbor in proposed Rule 1011 and must apply under proposed Rule 1017 to

lift the redtriction.

Another type of change that triggers an application under proposed Rule 1017 isachangein the
equity ownership or partnership capital of the member that results in one person or entity owning or
controlling 25 percent or more of the equity or partnership capitd. NASD Regulation wishesto clarify
that a group of individuals acting in concert to obtain control of 25 percent or more of the equity or
partnership capital of amember will be deemed to be an "entity” under the Rule, and as such, trigger the
requirement to submit an gpplication to obtain gpprova of the ownership change.

NASD Regulation proposes to discontinue its review of certain changes. Under proposed Rule
1017, NASD Regulation would discontinue review of member mergers and acquisitions that are
reviewed by the New Y ork Stock Exchange, thereby diminating duplication by sdf-regulatory

organizations.

38908 (Aug. 7, 1997); 62 FR 43385 (Aug. 13, 1997) (File No. SR-NASD-97-28).
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Proposed Rule 1017 aso sets forth for the firgt time what type of information should be
included in an gpplication and the content of the staff's decison on an gpplication under thisRule. The
Rule dso clarifies when the application should be filed and what changes can be effected prior to
obtaining NASD Regulation's gpproval.

NASD Regulation proposes a new paragraph (K) to clarify what happensif achangein
ownership gpplication lgpses or isdenied. The proposed rule change provides that if the ownership
change agpplication lgpses or is denied, then the member has a fixed period of time to submit anew
goplication, ® unwind the transaction, or fileaForm BDW. Of course, as under the current rules, a
member could continue to operate with the approved ownersiif the transaction has not closed. The
Department may shorten the 60-day period for the protection of investors or lengthen it upon good
cause shown by the Applicant. The Department may continue to place interim restrictions on the
member during the 60-day (or other imposed) period. NASD Regulation’s practice has been to inform
Applicants of these options, but not impose particular deadlines. The purpose of the proposed rule
changeisto provide more structure to this process and ensure that members who do not timely obtain
gpprovals of ownership changes are not doing business with the public.

As part of itsreview of the Rule 1010 Series, NASD Regulation consdered whether the time
framesin Rule 1017 could be shortened o that the overal process would be completed in 90 days.
NASD Regulation determined not to shorten the time frames at this time because other rule revisons
(e.g., defining materid change in operations and listing the documents required for the application),
should speed up processing of gpplications. NASDR aso intends to publish on its Web site further

guidance to members on what types of documents and information the staff will require if amember

8 A lapsed Applicant may propose the same owners; a denied Applicant must propose new owners.
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requests gpprova to engage in certain speciaized areas of the securities or investment banking business.
NASD Regulation believes that these changes should be given a chance to work before any time
frames are shortened. NASD Regulation will reconsider the issue one year after the rule revisions have
become effective and more information is available about the processing time for gpplications.
Proposed Rule 1018

NASD Regulation proposes to adopt a new Rule 1018, which would permit the staff to Stay a
membership application under Rule 1013 or 1017 if adate or federa authority files crimina charges
againg the Applicant or a principa or proposed principa of the Applicant; the SEC filesacomplaint or
arequest for injunctive relief againgt the Applicant or a principa or proposed principa of the Applicant;
or the NASD, another sdf-regulatory organization, or a state files a complaint dleging aviolation of one
of thelaws or ruleslisted in IM-1011-1 (or a comparable state provision).

Under the proposed rule, the stay would be lifted automaticdly if the Applicant prevailed in the
disciplinary action. The staff aso would be authorized to lift the stay if circumstances changed. If the
daff denied the request to lift the Say, the Applicant could apped to the Nationa Adjudicatory Council.

2. Satutory Basis

NASD Regulation believes that the proposed rule change is cons stent with the provisions of
Section 15A(b)(6) of the Act, which requires, among other things, that the Association's rules must be
designed to prevent fraudulent and manipulative acts and practices, to promote just and equitable
principles of trade, and, in genera, to protect investors and the public interest. Section 15 (a)(b)(18)
requires that a national securities association establish rules providing afair procedure for the denid of
membership in such association. NASD Regulation believes that the proposed rule change is consistent

with these Sections because it provides better notice to gpplicants about the various requirements of the



Page 86 of 121

gpplication processes, smplifies and clarifies the rules, and better protects investors by circumscribing
expangons by members with disciplinary histories and by permitting the Associaion in certain
circumstances to stay gpplications by members who are subject to disciplinary action. The proposed
rule change aso provides better notice to gpplicants whose change in ownership is denied by informing

them of their options once the denid isfind.

B. Sdf-Requlatory Organization's Statement on Burden on Competition

NASD Regulation does not believe that the proposed rule change will result in any burden on
competition that is not necessary or appropriate in furtherance of the purposes of the Act.

C. Sdf-Regulatory Organization's Statement on Comments on the Proposed Rule Change
Recaived from Membaers, Participants, or Others

The proposed rule change was published for comment in NASD Notice to Members 99-67.
Two comments were received in response to the Notice. A copy of the Notice to Membersis attached
as Exhibit 2. A copy of the comment letters received in response to the Notice are attached as Exhibit
3.

The commenters raised severd issues. One commenter, the Jeffrey Matthews Financia Group
LLC, sated that the staff has been given too much time to review an Applicant's submission and request
additional information. As part of its ddliberations on the proposed rules, NASD Regulation considered
shortening certain deadlines. NASD Regulation determined not to shorten the time frames  thistime
because other rule revisons (e.g., defining materia change in operations and listing the documents
required for the application) should speed up processing of applications. NASD Regulation isworking
on additiona guidance to members on what types of documents and information the staff will requireif a
member requests approva to engage in certain speciaized areas of the securities or investment banking

business. This guidance will be posted on the Web Site shortly. NASD Regulation concluded that these
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changes should be given a chance to work before any time frames are shortened. NASD Regulation will
recongder the issue one year after the rule revisions have become effective and more information is
available about the processing time for applications. In the meantime, NASD Regulation will make
every effort to respond promptly and within the time limits to each submission of information.

This same commenter dso suggested that a member should be permitted to add business
activities without approva from NASD Regulation if the revenues from the activity are less than five
percent of tota revenue. Certain types of business expangons (adding a limited numbers of sdes
personnd, offices, and markets) are permitted under the proposed safe harbor. However, NASD
Regulation determined not to permit a member to add an entirdly new businessline (e.g., municipa or
government securities) because certain regulatory requirements—e.g., obtaining proper registrations,
meeting supervisory experience requirements, and drafting written supervisory procedures—are
unrelated to the volume of business that amember may be doing. NASD Regulation believesthat a
member's new business line should be reviewed for compliance with dl applicable requirements before
the member engagesin that business.

The Cdlifornia Association of Independent Broker-Deders ("CAIBD") dso submitted a
comment letter. CAIBD dated that: (1) the saff has too much discretion in determining whether a
member should be permitted to expand; (2) NASD Regulation does not need to ask for lease
arrangement information or descriptions of communications and operations systems; (3) supervisory
experience should not be required; (4) membership interviews should be waived in certain
circumgtances, (5) alist of personsto be registered should not be required; and (6) an Applicant should

not be required to describe the volatility of its products.
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First, NASD Regulation does not believe that the staff has too much discretion in rendering a
decision on amember's gpplication to expand its business. Indeed, the criteriafor approva of
membership applicationsis st forth in detail in Rule 1014. To the extent adecision on an application is
denied in whole or in part or approved subject to redtrictions, the rules require that the reason for the
denid or imposition of restrictions be specificaly explained, referencing the applicable sandard for
membership upon which the decision is based.

Furthermore, as part of its proposa, NASD Regulation is creating a safe harbor that will permit
members to undertake certain types of business expansons without obtaining NASD Regulation
goprova. NASD Regulation believes that it is gppropriate to continue exercising discretion in reviewing
expangons outside of the safe harbor because such expansions are likely to be materid.

Second, NASD Regulation has routingly required Applicants to provide information about their
lease arrangements. This permits NASD Regulation to verify certain aspects of an application. For
example, an Applicant that proposed to have avery small number of registered personsin most cases
would lease space commensurate with staffing. 1f that Applicant instead leased a very large space,
NASD Regulation would most likely request further information about the business purpose for the
lease and to ensure that the Applicant was not planning an unapproved expansion. Likewise, if an
gpplicant proposed to employ alarge number of associated peoplein areatively smal space, NASD
Regulation would question the Applicant’ s ability to support the number of personned proposed from
both a supervisory and operationa standpoint.

Third, NASD Regulation determined that it should begin asking Applicants for information
about their ability to ensure business continuity, including information about the capacity of their

communications and operationd systems, contingency plans, disaster recovery plans, and the like. The
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gtaff would not be required to investigate the adequacy themselves; rather, the gpplicant would certify
that the systems, plans, and procedures are adequate for the applicant's business. The applicant may
rely on athird party (e.g., avendor of such asystem) to provide the certification if the gpplicant so
chooses. Thisreview will be less extensve in the case of an introducing broker-dedler that is relying on
the systems of a clearing broker.

Fourth, NASD Regulation staff, as wel asthe NAC and the Digtrict Committees, have
expressed the view that the experience requirement for supervisorsis appropriate. 1n some cases,
NASD Regulation has appropriately denied membership or abusiness expansion gpplication where the
Applicant has not demonstrated any experience in the proposed business line NASD Regulation
believes that this experience requirement serves an important investor protection function.

Fifth, NASD Regulation believes that membership interviews are essentia for new member
Applicants under Rule 1013. The in-person interview plays an important role in determining whether
the Applicant and its principas are knowledgesble about the legal and regulatory requirements of
operating a broker-dealer and can demonstrate that they are capable of
complying with dl laws and regulations, as required by the membership standard in proposed Rule
1014(a)(3). Interviews with a current member applying to remove aredtriction or expand its business
are not required by the rules, but may be held at the eection of staff under proposed Rule 1017.

Sixth, alist of prospective registered personsis aso essentiad to rendering a decision under
proposed Rule 1014. NASD Regulation must check the disciplinary history of dl such personsin

determining whether an Applicant meets the standards set forth in proposed Rule 1014(a)(3) and (10).

® Inthe Matter of Sierra Nevada Securities, Inc., Exchange Act Rel. No. 41330, 1999 SEC LEXIS 833, Apr. 26, 1999.
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Findly, NASD Regulation believes taking the volatility of afirm's productsinto consderation is
necessary in order to assess afirm's ability to maintain an adequate net capitd level under SEC Rule
15¢3-1 and the adequacy of the firm's procedures for supervising its financia and operationa functions.

NASD Regulation requested, but did not receive, comment on severd issuesin NTM 99-67.
NASD Regulation has determined to retain the definition of materia change in business operations and
the safe harbor numbers as proposed in the Notice. However, NASD Regulation has determined that
the definition of disciplinary history should be amended to include violations by officers or principas of
the member. NASD Regulation aso has determined that redtrictions in a membership agreement
should not automatically sunset after afixed period (e.g., five years) if the applicant does not have any
disciplinary higtory; instead, restrictions will continue to be individudly reviewed. Finadly, NASD
Regulation determined that it should dlarify what happensif a change in ownership is denied and has
proposed Rule 1017(k) to address this Situation.

1. DATE OF EFFECTIVENESS OF THE PROPOSED RULE CHANGE AND TIMING
FOR COMMISSION ACTION

Within 35 days of the date of publication of this notice in the Federal Register or within such

longer period (i) asthe Commission may desgnate up to 90 days of such dateif it finds such longer
period to be appropriate and publishesits reasons for so finding or (ii) as to which the salf-regulatory
organization consents, the Commission will:
(A) by order approve such proposed rule change, or
(B) indtitute proceedings to determine whether the proposed rule change should be
disapproved.

V. SOLICITATION OF COMMENTS
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Interested persons are invited to submit written data, views, and arguments concerning the
foregoing. Persons making written submissions should file Six copies thereof with the Secretary,
Securities and Exchange Commission, 450 Fifth Street, N.W., Washington, D.C. 20549-0609. Copies
of the submission, al subsequent amendments, al written statements with repect to the proposed rule
change that are filed with the Commission, and al written communications relaing to the proposed rule
change between the Commission and any person, other than those that may be withheld from the public
in accordance with the provisons of 5 U.S.C. 552, will be available for ingpection and copying in the
Commission's Public Reference Room. Caopies of such filing will dso be available for ingoection and
copying at the principal office of the NASD. All submissions should refer to File No. SR-NASD-99-
67 and should be submitted by [insert date 21 days from the date of publication].

For the Commission, by the Division of Market Regulation, pursuant to delegated authority. ™

Jonathan G. Katz
Secretary

1017 CFR 200.30-3(3)(12).



