NASD "

NASD

REGLILATION

June 3 1999

Katherine A. England

Assigtant Director

Divison of Market Reguletion
Securities and Exchange Commisson
450 Fifth Street, N.W.

Washington, D.C. 20549

Re  FileNo. SR-NASD-98-14 — Proposed Rule Change by the National Association of
Securities Deders, Inc. Concerning Sdes Charge Limitations

Dear Ms. England:

This letter summarizes and responds to comment |etters submitted in response to the Securities
and Exchange Commission’s (“SEC”) publication of proposed changes to National Association of
Securities Dedlers, Inc. (“NASD”) Conduct Rules 2820 and 2830." Commenters condst of Battle
Fowler LLP (“Battle Fowler”), Cahill Gordon & Reindd (* Cahill Gordon”), Carter, Ledyard & Milburn
(“Carter Ledyard”), Chapman and Cutler, Davis Polk & Warddl (“Davis Polk”), the Investment
Company Indtitute (“1CI"), the Nationd Association for Variable Annuities (“NAVA”), and Prudentid
Securities Incorporated (“Prudentid™).

1. Prohibition of Sales Loads on Reinvested Dividends

Battle Fowler, Carter Ledyard, Chapman and Cutler, Davis Polk, the ICI and Prudentia
opposed the proposed prohibition of loads on shares purchased through reinvestment of dividends, as
that prohibition would apply to sponsors of unit investment trusts (“UITS’). Some commenters asserted
that this prohibition is not justified, Snce a UIT investor does not pay a sdes charge twice on the same
assets when he or she purchases shares through reinvested dividends. Moreover, some commenters
pointed out that unlike mutua funds underwriters, UIT sponsors are not permitted to receive fees

1 See Securities and Exchange Commission Release No. 34-40310 (Aug. 7, 1998), 63 Fed. Reg. 43974 (Aug.
17, 1998).
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pursuant to Rule 12b-1 under the Investment Company Act of 1940 (the “1940 Act”), since UITs do
not have boards of directors (whose approva isrequired for Rule 12b-1 plans). Thus, these
commenters urged that UIT sponsors should be permitted to recoup their expenses through sales
charges imposed on reinvested dividends.

Severd commenters asserted that prohibiting such sales charges would be incongstent with
SEC exemptive orders that permit certain UIT sponsors to impose sales charges on reinvested
dividends, subject to certain conditions. Battle Fowler and Chapman and Cutler asserted that this
prohibition would require certain Ul Ts that offer deferred sales|oad structures to create multiple classes
of shares, which could raise issues under the 1940 Act and the federal tax laws.

Carter Ledyard and Davis Polk argued that the proposed prohibition would require UIT
§ponsors to reprogram their computer systems to separate reinvestment shares when deferred sales
loads are deducted. The SEC has issued a moratorium on the implementation of new SEC rules that
require mgor reprogramming of SEC-regulated entities computer systems between June 1, 1999 and
March 31, 2000, in order to alow these entities to focus their efforts on resolving any Y ear 2000
computer programming issues? These commenters questioned the SEC' s authority to approve this
agpect of the proposed rule change in light of its' Y 2K moratorium.

Response: NASD Regulation continues to believe that loads on reinvested dividends
congtitute excessve compensation, regardless of the type of investment company that imposes them.
We are not persuaded by the arguments that the proposed amendments conflict with certain SEC
exemptive orders.

Some comment letters indicated that exemptive relief under the 1940 Act was necessary in
order for UIT sponsors to charge ingtallment loads on reinvested dividends, and that the SEC had
granted thisrelief. We have reviewed the exemptive orders and related notices cited by the comment
letters. While these orders permitted UIT sponsors to charge installment loads, they do not appear to
refer to any dividend reinvestment program. Indeed, we understand that at least two of these orders
applied to fixed portfolio Ul Ts that offered only dividend reinvestment into no-load mutua funds?
Moreover, the exemptive orders provide rdief from the gpplication of certain provisons of the 1940
Act and the SEC rules thereunder. The orders do not address or provide relief from the gpplication of
the NASD’ s Conduct Rules.

2 Securities and Exchange Commission Release No. 34-40377 (Aug. 27, 1998), 63 Fed. Reg. 47051 (Sept. 3,
1998).

3 Compare, e.g., Letter to Jonathan G. Katz, Securities and Exchange Commission from Davis Polk (September
8, 1998) (citing Release Nos. IC-15167 and IC -13848)  with Letter to R. Clark Hooper, NASD, Inc. from Davis
Polk (October 14, 1993) (seeking interpretationthat ~ UITs subject to these orders qualify for higher sales

charge capsin part because they offer reinvestment into no-load mutual funds).
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We dso discussed with the SEC gt&ff the issue of whether UI'Ts would have to creste multiple
classes of shares to comply with the proposed prohibition on loads on reinvested dividends and one
commenter’ s claim that a multiple class structure could cause adverse tax consequences for UITs. We
defer to the expertise of the Division of Investment Management on thisissue. In our view, however,
complying with the proposed amendments should not require UI Ts to adopt a multiple class structure.

We aso do not agree with the offered comparisons to Rule 12b-1 fees. Our determination that
loads on reinvested dividends are excessive was unrelated to the question of whether Rule 12b-1 fees
may be charged. Thus, for example, the prohibition would gpply to mutua funds that have no Rule
12b-1 plan just asit applies to mutuad funds that have Rule 12b-1 plans. As amended, Rule
2830(d)(6)(B) would not prohibit UIT sponsors from imposing sales charges on theinitid purchase of
UIT shares, which UIT sponsors may set at aleve that should adequately compensate them for their
distribution cogts.

Nevertheess, NASD Regulation does recognize that prohibiting sales |oads on reinvested
dividends could require UIT sponsors to reprogram their computer systems. We further recognize that
the SEC’ s moratorium on the implementation of new rules that require major reprogramming of
computer systems may preclude approva of thisruleif it were to take effect prior to April 1, 2000.
Accordingly, NASD Regulation proposes to revise Rule 2830(d)(6)(B) to ddlay the effectiveness of the
prohibition of loads on reinvested dividends with respect to UITs until April 1, 2000, in order to comply
with the Y 2K moratorium.

2. “Fund of Funds’ Definition

Chapman and Cutler and the ICl both recommended changes to the proposed definition of
“fund of funds’ in Rule 2830(b)(11). The proposed amendments published by the SEC would have
defined “fund of funds’ as*an investment company that invests any portion of its assets in the securities
of registered open-end investment companies or registered unit investment trusts.” Both commenters
fdt that this language was too broad and may unnecessarily include funds that invest only a smdl portion
of their assetsin other funds. The commenters noted that Section 12(d)(1)(A) of the 1940 Act permits
an investment company to purchase alimited amount of the total voting stock of another investment
company.* Chapman and Cutler and the ICl suggested that the definition of “fund of funds’ be modified
to more closdly reflect traditiona funds of funds, such as those companies relying on Sections
12(d)(1)(F) and 12(d)(1)(G) of the 1940 Act. Alternatively, the ICI recommended that the definition
include only funds whose investments in other funds exceed the limits permitted under Section
12(d)(1)(A).

4 In particular, Section 12(d)(1)(A) permits an investment company to invest in up to 3% of the shares of
another fund, provided that the value of such shares represents |ess than 5% of the acquiring fund'’ s total
assets, and the acquiring fund' sinvestmentsin all other funds represent less than 10% of the acquiring
fund’s total assets.
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Response: NASD Regulation proposes to modify the definition of “fund of funds’ to include
any investment company that acquires securities issued by any other investment company in excess of
the amounts permitted under Section 12(d)(1)(A) of the 1940 Act. This definition will exclude from the
definition investment companies that invest only asmdl portion of their assetsin other funds shares.

3. Calculation of Contingent Deferred Sales Loads

The proposed amendments would reingtate requirements previoudy applicable pursuant to SEC
Rule 6¢-10 under the 1940 Act concerning the order in which fund shares subject to a contingent
deferred salesload (“CDSL”) must be redeemed. (See Rule 2830(d)(6)(A).) If afund hasa CDSL
that declines over the shareholder’ s investment period, then the proposed amendments would require
the fund to calculate the CDSL asif the shares not subject to the CDSL are redeemed first, and other
shares are then redeemed in the order purchased, provided that another order or redemption may be
used if it resultsin the shareholder paying alower CDSL. Chapman and Cutler commented that some
investors for business or tax reasons may want to apply a different order of redemption than the one
specified by the rule, and that therefore the rule should be modified to alow investors to dictate a
different order of redemption. The IClI commented that, while it does not object to this provison, it
believesthat it should be modified to specify that it appliesto partid redemptions. The ICl dso
recommended that the rule language be modified to provide that an order of redemption other than firs-
infirg-out may be used if such an order “could” (rather than “would”) result in the shareholder paying a
lower CDSL.

Response: NASD Regulation does not believe additiona changes are needed to this
provison. NASD Regulation is not avare of any sgnificant problemsthat arose as aresult of the
identica requirements that were previoudy imposed on the investment company industry by Rule 6¢-10.
Moreover, we are concerned that if investors were permitted to consent to a different order of
redemption, investment company account agreements could include standard language that effectively
alows afund sponsor to determine the order of redemption. We also do not believe that it is necessary
to modify the language of this provison to indicate that it gpplies only to partia redemptions, sinceif dl
shares are redeemed, the issue of redemption order becomes moot.

4. Elimination of Variable Annuity Sales Charge Restrictions

NAVA commented that it strongly supports dimination of the limitsin Rule 2820 on varigble
annuity salesloads. NAVA noted that the Nationa Securities Markets Improvement Act of 1996
(“NSMIA™) amended Section 26 of the 1940 Act to exempt variable annuities from the charge
regtrictions in Sections 26 and 27 of the 1940 Act. NSMIA substituted in their place a requirement that
variable contract charges be reasonable in relation to the services rendered. NAVA commented that
the imposition of saes charge redtrictions on variable annuities would be inconsistent with the purpose
and intent of thisamendment. NAVA aso expressed its support for NASD Regulation’s decison not
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to impose sdes charge limitsin Rule 2830 on funds underlying variable annuities, again citing the
NSMIA amendments to Section 26 of the 1940 Act.

Response: The proposed amendments as revised, like the origina proposa, would eiminate
the regtrictions on variable annuity sdes loads and would not impose sales charge limits on funds
underlying variable annuities.

Very truly yours,

Thomas M. Sdman

Attachment

cc: Kenneth Berman
Divison of Invesment Management
Securities and Exchange Commission

Chrigtine M. Richardson
Divison of Market Regulation
Securities and Exchange Commisson



Sales Char ge Rule Amendments Chronology

July 19, 1999

At the request of the Divison of Market Regulation, the NASD Regulation staff has prepared
this chart, which sets forth dates and descriptions of the series of filings that NASD Regulation has made
with the SEC in connection with its efforts to amend its Conduct Rules 2820 and 2830, governing the
sdes charges for investment companies and variable contracts.

The National Securities Markets Improvement Act of 1996 (NSMIA) permitted the creation of
so-cdled “funds of funds” provided that the sales chargesimposed by such funds are not excessive
under NASD or SEC rules. NASD Regulation had intended that the proposed amendments
accommodate this statutory mandate. Today Rule 2830 does not contemplate sales charges imposed
by funds of funds,

This chronology aso includes the date on which the SEC approved other amendments to Rules
2820 and 2830 rdating to non-cash compensation arrangements. This date isincluded to clarify the
timing of the non-cash amendments, relative to the publication of proposed sales charge amendments.

Date Event Description

Feb. 17,1998 Initid Hling In response to NSMIA and other devel opments, NASD
Regulation initidly submits the proposed changes to the
SEC daff.

The gtaff subsequently directs NASD Regulation to
submit an amendment that adds a sentence stating that
NASD Regulation believes that the proposed changes
are congstent with Section 15A(b)(6) of the 1934 Act.

Mar. 12,1998 Amendment No. 1 NASD Regulation submits an amended filing with the
requested language.

The SEC gaff subsequently provides comments on the
rule proposdl.



June 11, 1998

July 13, 1998

July 15, 1998

After duly 15,
1999

Aug. 12, 1998

Aug. 17, 1998

Sept. 8, 1998

Amendment No. 2

Amendment No. 3

SEC Approves Non-Cash
Compensation Amendments

SEC Requests for Technica

Changes

Amendment No. 4

Federa Register Publication
of Proposa

Comment Period Expires

NASD Regulation submits an amendment that responds
to the SEC gaff comments.

SEC daff, rather than reviewing thefiling asto its
substance, subsequently rgects it on the ground thet it
was inaufficient asto form. The SEC gaff specificaly
objects to the fact that the rule changes from the origind
proposa were itdicized, to makeit easier for the SEC
daff to andyze.

NASD Regulation once again files arevised proposed
rule change, without the itaics.

SEC approves amendments to NASD Conduct Rules
2820 and 2830 relating to the regulation of non-cash
compensation arrangements for the sdle and distribution
of variable contracts and investment company securities.

The SEC daff requests certain grammatica and
technica changesto Amendment No. 3 to the Sdles
Charge Rulefiled on July 13.

NASD Regulation files another revised proposed rule
change in response to SEC dtaff’ s non-substantive
comments on Amendment No. 3.

Thisfiling does not reflect the unrelated non-cash
amendments to Rule 2830.

SEC gaff publishes for comment in the Federd Register
the proposed changes to NASD Conduct Rules 2820
and 2830. See 63 Fed. Reg. 43974 (Aug. 17, 1998).
Proposed changes do not include or refer to rules
changes regarding non-cash compensation
arrangements.

Comment period on sales charge rule proposal expires.



Dec. 17,1998 Extenson No. 1

June 3, 1999

July 19, 1999

Response to Comments

Amendment No. 5

NASD Regulaion submits aletter extending the time for
SEC action on the rule proposd to January 30, 1999.
Extenson requested due to staffing changesin
Advertisng/Investment Companies Regulation
Department.

NASD Regulation fileswith SEC aletter responding to
the comments submitted in response to the SEC's
August 1998 publication of the proposed changesto
NASD Conduct Rules 2820 and 2830.

SEC daff subsequently objectsto filing on ground that
its“re’ lineisincorrect.

Staff subsequently requests this chronology.

Staff subsequently requests clarification of multi-class
issue.

NASD Regulation files aletter with corrected “re’ line,
chronology and explanation of multi-class issue; deems
filing to be Amendment No. 5.



