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1.

Text of the Proposed Rule Change
(a) Pursuant to the provisions of Section 19(b)(1) of the Securities Exchange Act

of 1934 (“Act”),1 Financial Industry Regulatory Authority, Inc. (“FINRA”) (f/k/a
National Association of Securities Dealers, Inc. (“NASD”)) is filing with the Securities
and Exchange Commission (“SEC” or “Commission”) a proposed rule change to amend
the provisions addressing per share estimated valuations for unlisted direct participation
program and real estate investment trust securities.
The text of the proposed rule change is attached as Exhibit 5.
(b) Not applicable.
(c) Not applicable.
2.

Procedures of the Self-Regulatory Organization
At its meeting on April 17, 2013, the FINRA Board of Governors authorized the

filing of the proposed rule change with the SEC. No other action by FINRA is necessary
for the filing of the proposed rule change.
The effective date of the proposed rule change will be announced in a Regulatory
Notice no later than 90 days following Commission approval. In order to give industry
participants time to make changes to distribution agreements they may wish to implement
in response to the amendments, the effective date of the proposed rule change will be no
earlier than 180 days following Commission approval.

1

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

Page 4 of 268
3.

Self-Regulatory Organization’s Statement of the Purpose of, and Statutory
Basis for, the Proposed Rule Change
(a)

Purpose

FINRA proposes to amend (1) NASD Rule 2340 (Customer Account Statements)
to modify the requirements relating to the inclusion of a per share estimated value for
unlisted direct participation program (“DPP”) and real estate investment trust (“REIT”)
securities on a customer account statement; and (2) FINRA Rule 2310 (Direct
Participation Programs) to modify the requirements applicable to members’ participation
in a public offering of DPP or REIT securities.
Proposed Amendments to NASD Rule 2340 (Customer Account Statements)
NASD Rule 2340 generally requires that general securities members2 provide
periodic account statements to customers, on at least a quarterly basis, containing a
description of any securities positions, money balances or account activity since the last
statement. Paragraph (c) addresses the inclusion of per share estimated values for
unlisted DPP or REIT securities held in customer accounts or included on customer
account statements. The rule also provides for several disclosures regarding the
illiquidity and resale value of unlisted DPPs and REITs.

2

NASD Rule 2340(d)(2) defines “general securities member” as any member that
conducts a general securities business and is required to calculate its net capital
pursuant to the provisions of SEA Rule 15c3-1(a). A member that does not carry
customer accounts and does not hold customer funds or securities is exempt from
the definition.
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FINRA (then NASD) adopted these requirements3 in part to respond to concerns
expressed by the Commission’s Division of Trading and Markets (then Division of
Market Regulation) (“Division”) regarding the sufficiency of information provided on
customer account statements with respect to the current value of illiquid partnership
securities.4 To address these concerns, the Division suggested that FINRA adopt a rule
requiring members to, at a minimum, disclose: (1) that there is no liquid market for most
limited partnership interests; (2) that the value of a partnership, if any, reported on the
account statement may not reflect a value at which customers can liquidate their
positions; and (3) the source of any reported value and a short description of the
methodology used to determine the value and the date the value was last determined.
FINRA, therefore, developed the provisions found in paragraph (c) of NASD Rule 2340,
which have not been amended since original adoption in 2000.5
NASD Rule 2340(c) also addresses the sources that may be used in developing
the per share estimated value included on a customer account statement. When an
unlisted DPP or REIT security’s annual report includes a per share estimated value, the
general securities member must include the estimated value from the annual report in the
customer account statement or an estimated value from an independent valuation service
or any other source, in the first account statement issued by the general securities member
3

See Securities Exchange Act Release No. 43601 (November 21, 2000), 65 FR
71169 (November 29, 2000) (Order Approving File No. SR-NASD-2000-13)
(“Original Approval Order”).

4

See Letter from Brandon Becker, Director, Division of Market Regulation, SEC,
to Richard G. Ketchum, Executive Vice President and Chief Operating Officer,
NASD, dated June 14, 1994.

5

See Original Approval Order.
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thereafter.6 However, the customer account statement may not be left blank when an
estimated value is included on an annual report.
While the rule permits the use of estimated values from sources other than the
annual report, it has become industry practice to include the annual report’s per share
estimated value. During the offering period, the annual report typically reflects the
security’s gross offering price (e.g., $10.00/share par value). A per share estimated value
that reflects the gross offering price does not take into account organization and offering
expenses or cash distributions that occur during the offering period. An initial offering
period can last for three years and may be extended.7 Customer account statements thus
may reflect the gross offering price for up to seven and a half years.8
FINRA proposes to eliminate the requirement in NASD Rule 2340(c) that general
securities members, at a minimum, include the per share estimated value that is reflected

6

Notwithstanding this requirement, the rule provides that a general securities
member must refrain from providing an estimated value for a DPP or REIT
security on a customer account statement if the general securities member can
demonstrate that the estimated value is inaccurate as of the date of the valuation
or is no longer accurate as a result of a material change in the operations or assets
of the program or trust. See NASD Rule 2340(c)(4). In addition, the estimated
value must have been developed from data that is no more than 18 months old at
the time the statement is issued. See NASD Rule 2340(c)(1)(B)(2).

7

Rule 415(a)(5) under the Securities Act of 1933 (“Securities Act”) provides that
certain types of securities offerings, including continuous offerings of DPPs and
REITs, may continue for no more than three years from the initial effective date
of the registration statement. Under Rule 415(a)(6), the SEC may declare another
registration statement for a DPP or REIT effective such that an offering can
continue for another three-year offering period.

8

Because NASD Rule 2340(c) permits the use of an estimated value developed
from data that is no more than 18 months old, the estimated value from the annual
report may be used until up to a year and a half from the conclusion of the
offering.
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on a DPP or REIT security’s annual report. Under the proposal, a general securities
member would not be required to include in a customer account statement a per share
estimated value for an unlisted DPP or REIT security, but any member (not only a
general securities member) may choose to do so if the value has been developed in a
manner reasonably designed to ensure that it is reliable, the member has no reason to
believe that it is unreliable,9 and the account statement includes certain disclosures.
FINRA proposes two methodologies under which an estimated value would be presumed
reliable: (1) net investment; and (2) independent valuation.
The net investment methodology, which may be used for up to two years
following the breaking of escrow,10 would reflect the “net investment” disclosed in the
issuer’s most recent periodic or current report (“Issuer Report”). “Net investment” must
be based on the “amount available for investment” percentage in the “Estimated Use of
Proceeds” section of the offering prospectus or, where “amount available for investment”
is not provided, another equivalent disclosure.11 For example, if the prospectus for an
9

FINRA would not consider a last sale price of an unlisted REIT or DPP in the
secondary market, by itself, to constitute a reason to believe that an estimate
derived by one of the methodologies set forth in this proposal is unreliable
because these transactions often are infrequent and the illiquid nature of the
secondary market may result in large discounts from independent valuation
prices.

10

Generally offering proceeds are placed in escrow until the minimum conditions of
the offering are met, at which time the issuer is permitted to access the offering
proceeds.

11

This disclosure is typically included in the prospectus for REIT offerings and is
described in the SEC’s Securities Act Industry Guide 5 (Preparation of
registration statements relating to interests in real estate limited partnerships).
FINRA would permit the use of equivalent disclosure in DPP offerings if the
disclosure provides a percentage amount available for investment by the issuer
after deduction of organizational and offering expenses.
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offering with a $10 offering price per share disclosed selling commissions totaling 10%
of the offering proceeds and organizational and offering expenses of 2%, the amount
available for investment would be 88%, or $8.80 per share.
The per share estimated value also must deduct the portion, if any, of cumulative
distributions per share that exceeded GAAP net income per share for the corresponding
period, after adding back depreciation and amortization or depletion expenses. This
provision recognizes that depreciation, amortization and depletion expenses reduce net
income per share, but are not expenditures and do not impact the issuer’s cash reserves.
In addition, the deduction for each distribution would be limited to the full amount of the
distribution. Therefore, even if net income, which may be negative during the two years
following the breaking of escrow, with depreciation and amortization or depletion
expenses added back in equals a negative number, the required deduction from the net
investment amount would be limited to the amount of the distribution (rather than being
further reduced by the amount of any negative net income).
The independent valuation methodology, which may be used at any time, would
consist of the most recent valuation disclosed in the issuer’s periodic or current reports.
The independent valuation methodology requires that a third-party valuation expert or
experts determine, or provide material assistance in the process of determining, the
valuation.12

12

Valuation definitions and methodologies for real estate investments generally use
GAAP (ASC 820) as a standard. Performance reporting for institutional real
estate investments also relies on GAAP as its foundational basis. See Investment
Program Association Practice Guidelines 2013-01 (“IPA Guidance”) (April 29,
2013).
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Consistent with the recommendations of the Division prior to the original
adoption of paragraph (c), FINRA proposes to retain disclosure requirements relating to
the nature and liquidity of DPP and REIT products in customer account statements.
Under the proposal, when a customer account statement includes a per share estimated
value for an unlisted DPP or REIT security, the statement must: (1) briefly describe the
per share estimated value, its source and an explanation of the method by which such per
share estimated value was developed; and (2) disclose that the DPP or REIT securities are
not listed on a national securities exchange, are generally illiquid and that, even if a
customer is able to sell the securities, the price received may be less than the per share
estimated value provided in the statement.
When a member refrains from including a per share estimated value in a customer
account statement for an unlisted DPP or REIT security, the statement nonetheless must
disclose that: (1) unlisted DPP and REIT securities are generally illiquid; (2) the current
value of the security will be different than its purchase price and may be less than the
purchase price; and (3) if applicable, an estimated per share value of the security
currently is not available.13
Proposed Amendments to Rule 2310 (Direct Participation Programs)
FINRA Rule 2310(b)(5) (Valuation for Customer Account Statements) generally
provides that no member is permitted to participate in a public offering of DPP or REIT
13

FINRA also is proposing to amend the definitions of DPP and REIT in Rule
2340(d) to remove the exclusion for such securities if they are “on deposit in a
registered securities depository and settled regular way.” FINRA does not believe
that the treatment of account statement disclosures for unlisted DPP or REIT
securities should be different based upon where they are held on deposit or their
settlement cycle.
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securities unless the general partner or sponsor will disclose in each annual report
distributed to investors pursuant to Section 13(a) of the Act: (1) a per share estimated
value of the securities; (2) the method by which such estimated value was developed; and
(3) the date of the data used to develop the estimated value.
FINRA proposes to amend this provision to provide that a member may not
participate in a public offering of a DPP or REIT security unless: (A) a per share
estimated value is calculated on a periodic basis in accordance with a methodology
disclosed in the prospectus, or (B) the general partner or sponsor has agreed to disclose in
the first periodic report filed pursuant to Section 13(a) or 15(d) of the Act after the
second anniversary of breaking escrow: (1) a per share estimated value of the DPP or
REIT calculated by, or with the material assistance of, a third-party valuation expert;14
(2) an explanation of the method by which the per share estimated value was developed;
(3) the date of the valuation; and (4) the identity of the third-party valuation expert used.
In addition, the general partner or sponsor of the program or REIT must have agreed to
ensure that the valuation is conducted at least once every two years; is derived from a
methodology that conforms to standard industry practice; and is accompanied by a
written opinion to the general partner or sponsor of the program or REIT that explains the
scope of the review, the methodology used to develop the valuation, and the basis for the
per share estimated value.
14

The issuer further must agree to ensure that such valuation is conducted at least
once every two years, is derived from a methodology that conforms with standard
industry practice, and is accompanied by a written opinion to the general partner
or sponsor of the program or REIT that explains the scope of the review, the
methodology used to develop the valuation and the basis for the per share
estimated value.
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Industry Consultation and Alternatives Considered
The proposal is intended to protect the investing public by seeking to ensure that
any per share estimated value for an unlisted DPP or REIT security included on a
customer’s account statement is developed in a manner reasonably designed to ensure
that it is reliable. In developing this proposed rule change, FINRA consulted extensively
with members and other industry participants, including concerning the issues relevant to
the various alternative approaches that were considered. These commenters expressed a
variety of opinions concerning what type of valuation should be provided to customers.
Specifically, FINRA requested public comment in two Regulatory Notices15 and met
with industry participants, including independent broker-dealers; broker-dealers affiliated
with sponsors that act as wholesalers; broker-dealers that specialize in advising boards of
directors and general partners; DPP general partners and executives of REITs; clearing
firms; and trade association representatives. The comments received in response to the
Regulatory Notices are summarized here and discussed in detail in Item 5 below.
For example, some commenters to Notice 11-44 favored the use of the gross
offering price, while others preferred the use of a net offering price. In Notice 11-44,
FINRA proposed to require general securities members that hold DPP or REIT securities
in customer accounts to provide a per share estimated value of the security on the
account statement only if it appeared in the most recent annual report of the DPP or
REIT. Notice 11-44 proposed to prescribe the valuations that could be presented. As a
practical matter, the proposal in Notice 11-44 would have required every customer

15

See Regulatory Notice 11-44 (September 2011) (“Notice 11-44”) and Regulatory
Notice 12-14 (March 2012) (“Notice 12-14”).
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account statement to present the prescribed per share estimated value unless the member
has reason to know that it is unreliable.
FINRA considered requiring that every customer account statement provided by a
general securities member present a valuation of DPP and REIT securities. Requiring a
valuation could provide a level of transparency concerning the value of those securities
and the effect of brokerage commissions and other expenses. However, inclusion of a
value on customer account statements for unlisted DPPs and REITs is beneficial to
investors only if the valuation is reliable. As further discussed below, FINRA has
determined not to explicitly require the presentation of a valuation in customer account
statements because it could interfere with the objective of ensuring that valuations are
reliable.
A preferable approach is to require that any valuation that is included in a
customer account statement has been developed in a manner reasonably designed to
ensure that it is reliable, and to prohibit a member from including any valuation that it
has reason to believe is unreliable. This approach directly addresses our concern, which
is that members currently are presenting an unreliable valuation (such as the gross
offering price) in customer account statements – while also providing members with two
possible methodologies that we believe would result in more informative disclosure to
investors. Under the proposal, a methodology developed in a manner reasonably
designed to ensure that it is reliable may be used (unless the member has reason to
believe that the valuation is unreliable).
While the proposal would permit a member to develop its own methodology,
FINRA expects that, in almost all cases, members will rely on the methodologies
suggested by the proposal, both of which are derived by the program sponsor. Today
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Rule 2340 permits members to present a valuation from an independent valuation service
or some other source. When the provision was adopted in 2000, it was unclear whether
members would rely on the valuation stated in the annual report, calculate their own
valuation, or utilize a valuation service. Experience with the rule since its original
adoption has shown that the consistent industry practice is to present the value in the
program’s annual report. If the proposal were adopted, we believe that members will
continue to present the valuation in the program’s periodic reports.
Nevertheless, optionality is necessary to ensure that the valuation is reliable. The
proposal would prohibit a member from presenting a valuation that it has reason to
believe is unreliable. Thus, if we require presentation of a valuation, then in some
circumstances a member might have to weigh two conflicting obligations, to present a
valuation or to exclude one that, in the member’s judgment, might be unreliable.
The question of whether a valuation is “unreliable” may be difficult under
particular facts. It will require consideration of the circumstances under which it was
developed, the evidence of any “red flags” that indicate it may be unreliable and the
significance of various aspects of the methodology. The difficulty is compounded by the
fact that the valuation has been developed by the sponsor, not the member. If
presentation of a valuation were optional, then the rule would not deter the member from
following up on red flags and excluding a valuation that it has reason to believe is
unreliable. A requirement to present the valuation would place the member in a
conundrum: Should it exclude a suspicious valuation based upon the limited facts at its
disposal, or must it present the valuation because the rule requires it? A requirement that
might discourage members from being vigilant would not be consistent with the
objective of investor protection.
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Members and program sponsors have a strong incentive to provide these
valuations; they know that their customers react very negatively to seeing their positions
shown without a value. FINRA will monitor for changes to business practices and, if
there is a significant shift to not presenting a valuation, then we will reconsider the
optional nature of the proposal.
We recognize that the question of whether to require a valuation in all customer
account statements of a general securities member is fundamental to the proposal. We
will carefully review any comments on whether a valuation should be required and
whether valuations will continue to be made available.
Among others, FINRA consulted extensively with the Investment Program
Association’s (“IPA”) Task Force on Account Statement Reporting. On January 31,
2013, the IPA sent a letter proposing “possible solutions which achieve [FINRA’s]
regulatory objectives and enhance transparency, accuracy and understandability of
account statement reporting for investors.”16 The IPA suggested that account statements
reflect a net offering price until the earlier of (1) an appraisal-based valuation of the
securities is published in the issuer’s periodic or current report, or (2) the filing of the
issuer’s first periodic report following the first anniversary of the date when initial
escrow is released to commence investments. The IPA proposed to define “net offering
price” as the gross offering price less sales commissions and dealer manager fees (i.e.,
front-end underwriting compensation expenses as defined in Rule 2310(b)(4)(c)(ii))
reimbursed or paid for with offering proceeds.

16

See Letter from IPA Task Force on Account Statement Reporting, to Robert L.D.
Colby, Chief Legal Officer, FINRA, dated January 31, 2013.

Page 15 of 268
The IPA suggested that, following the filing of the issuer’s first periodic report
after the first anniversary of the breaking of escrow, the net offering price included on a
customer account statement should be reduced to reflect that portion, if any, of
cumulative distributions to investors through the anniversary of the breaking of escrow
which was provided from borrowings, net offering proceeds, returns of capital in
distributions from asset sales proceeds, or stock dividends. Such an adjustment would
capture any dilution of per share value resulting from unearned distributions in the initial
year following breaking of escrow. The IPA suggested that after the filing of the second
periodic report following the second anniversary of the effective date of the first
registration of the offering, the account statement should reflect the per share estimated
value.
The IPA also recommended amending FINRA Rule 2310(b)(5) to prohibit a
member from participating in an offering unless the general partner or sponsor of the
REIT or DPP agrees to provide a per share estimated value no later than the filing of the
second periodic report following the second anniversary of the effective date of the first
registration of the offering. FINRA proposes to prohibit a member from participating in
an offering unless the general partner or sponsor of the REIT or DPP agrees to provide a
per share estimated value in a periodic report filed pursuant to Section 13(a) or 15(d) of
the Act, no later than the second anniversary of breaking escrow and in each annual
report thereafter.
On April 29, 2013, the IPA issued Practice Guidance 2013-01, entitled
“Valuations of Publicly Registered Non-Listed REITs.”17 The IPA Guidance
17

Investment Program Association Practice Guidelines 2013-01 (April 29, 2013).
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recommends that REITs, subject to the approval of a valuation committee and its board
of directors, engage a third-party valuation expert to assist in the process of determining
an estimated per share value.18 The IPA Guidance generally recommends that the
independent third party be a qualified firm with substantial and demonstrable expertise in
valuation of assets or investments similar to those owned by the REIT, that the valuation
be first conducted after the closing of the REIT’s initial public offering and at least once
every two years thereafter, that it be conducted in accordance with the standards of the
Appraisal Institute,19 and that it be certified by a member of the Appraisal Institute with
an appropriate designation.
Similarly, the proposed amendments to Rule 2310 would require that the general
partner or sponsor of the REIT or program agree to ensure that the valuation is conducted
at least once every two years, is derived from a methodology that conforms to standard
industry practice, and is accompanied by a written opinion to the general partner or
sponsor of the program or REIT that explains the scope of the review, the methodology
used to develop the valuation, and the basis for the per share estimated value. The
proposed rule change also builds upon the IPA Guidelines by offering a set of valuation

18

See IPA Guidance at 12.

19

The Appraisal Institute is a trade organization that, among other things, focuses
on education, testing, experience and demonstration of knowledge, understanding
and ability for real estate appraisers.
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methodologies that are similar, but somewhat more expansive.20
As further discussed in Item 4 below, FINRA does not believe that the proposal
will cause a significant economic impact on members. The current rule, and each of the
previously proposed approaches to estimated valuation, requires the inclusion of
estimated valuations in customer account statements in certain circumstances. In
contrast, the instant proposal would remove this requirement, while allowing all members
to voluntarily provide estimated values. Neither the disclosure requirements nor the
proposed amendments to Rule 2310 should impose a significant economic impact on
members. The Rule 2310 amendments generally build upon the existing requirements
and are consistent with the IPA’s guidance. The disclosures proposed by the
amendments are substantially similar to those in the existing rule.
As noted in Item 2 of this filing, the effective date of the proposed rule change
will be announced in a Regulatory Notice no later than 90 days following Commission
approval. In order to give industry participants time to make changes to distribution
agreements they may wish to implement in response to the amendments, the effective
date of the proposed rule change will be no earlier than 180 days following Commission
approval.

20

For example, the net investment methodology suggested by the IPA would not
deduct distributions until the end of the first year, whereas the current proposal
provides for such deductions immediately. FINRA believes that investors will be
better served by understanding immediately the effect of a return of capital as a
distribution (rather than the use of the capital to generate a return on investment)
on the value of their investment. Since expenses, other than those for distribution
– such as program management fees – may contribute to a return on investment,
the current proposal would not deduct those fees in the net investment calculation.
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(b)

Statutory Basis

FINRA believes that the proposed rule change is consistent with the provisions of
Section 15A(b)(6) of the Act,21 which requires, among other things, that FINRA rules
must be designed to prevent fraudulent and manipulative acts and practices, to promote
just and equitable principles of trade, and, in general, to protect investors and the public
interest.
The proposed rule change is necessary for the protection of investors in unlisted
DPP and REIT securities in that it seeks to ensure that per share estimated values for
unlisted DPP and REIT securities included on customer account statements have been
developed in a manner reasonably designed to ensure their reliability. The proposed rule
change also would eliminate the current requirement that members must, at a minimum,
include on customer account statements the per share estimated value of these securities
when a value appears in the annual report. For the reasons explained earlier, FINRA has
determined not to explicitly require the presentation of a valuation in customer account
statements because it could interfere with the objective of ensuring that valuations are
reliable. Instead, under the proposal, a general securities member would not be required
to include in a customer account statement a per share estimated value for an unlisted
DPP or REIT security, but any member (not only a general securities member) may
choose to do so if the value has been developed in a manner reasonably designed to
ensure that it is reliable, the member has no reason to believe that it is unreliable, and the
account statement includes certain disclosures.

21

15 U.S.C. 78o–3(b)(6).
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In addition, the proposed rule change would ensure that customers continue to
receive meaningful information about the nature of DPPs and REITs where a value is not
included and, when a value is provided, the source of the per share estimate, the
methodology by which it is developed and the illiquid nature of the securities.
4.

Self-Regulatory Organization’s Statement on Burden on Competition
FINRA 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. As stated above, FINRA believes that this proposed rule change is necessary for the
protection of investors in unlisted DPP and REIT securities who currently often receive
unreliable per share estimates on their customer account statements. Further, the
proposed rule change treats all general securities members uniformly, including in cases
where the general securities member voluntarily refrains from including a per share
estimate, which is permissible under the proposal.
Each general securities member may choose either to: refrain from including a per
share estimated value (though the member must include the required disclosures, which
are substantially similar to those required today); choose from one of the methodologies
described in the proposed rule change (so long as the member has no reason to believe it
is unreliable);22 or provide a per share estimated value that is derived from some other
methodology that was developed in a manner reasonably designed to ensure that it is
reliable (and so long as the member has no reason to believe that it is unreliable).
22

FINRA also notes that the methodologies proposed are intended to provide
general securities members with two acceptable approaches where they choose to
continue to include per share estimated values on customer account statements.
Such guidance was requested by commenters to the prior proposals, as further
discussed in Item 5 below.
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Irrespective of the methodology used, any member choosing to include a per
share estimated value on a customer account statement must provide the disclosures
required under the proposed rule, which also are substantially similar to those currently
required. Therefore, FINRA 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.
5.

Self-Regulatory Organization’s Statement on Comments on the Proposed
Rule Change Received from Members, Participants, or Others
In September 2011, FINRA published Notice 11-44 requesting comment on

proposed amendments to NASD Rule 2340(c). A copy of Notice 11-44 is attached as
Exhibit 2a. The comment period expired on November 12, 2011, and FINRA received 25
comments.23 A list of the commenters and copies of the comment letters received in
response to Notice 11-44 are attached as Exhibits 2b and 2c, respectively. In March
2012, FINRA published Notice 12-14, which re-proposed amendments to NASD Rule
2340(c) in light of comments received in response to Notice 11-44. A copy of Notice 1214 is attached as Exhibit 2d. The comment period expired on April 11, 2012, and FINRA
received 17 comments.24 A list of the commenters and copies of the comment letters
received in response to Notice 12-14 are attached as Exhibits 2e and 2f, respectively. A
summary of the comments and FINRA’s response is provided below.
Notice 11-44 Proposal

23

See Exhibit 2b for a list of commenters on Notice 11-44.

24

See Exhibit 2e for a list of commenters on Notice 12-14.
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In Notice 11-44, FINRA proposed several modifications to NASD Rule 2340 that
were designed to improve the quality of the information provided to customers on
account statements. The amendments proposed in Notice 11-44 would have limited the
period of time during which per share estimated values could be based on the gross
offering price to the initial three-year offering period provided for under Rule 415(a)(5)
of the Securities Act. These amendments also would have required firms to deduct
organization and offering expenses from the gross offering price to arrive at a per share
estimated value (i.e., a net offering price). In addition, these amendments would have
prohibited a firm from using a per share estimated value from any source, if it “knows or
has reason to know the value is unreliable,” based upon publicly available information or
nonpublic information that came to the firm’s attention. Finally, Notice 11-44 sought to
permit members to refrain from providing a per share estimated value on a customer
account statement if the most recent annual report of the DPP or REIT did not contain a
value that complied with the disclosure requirements of NASD Rule 2340.
While commenters generally supported the proposed changes in Notice 11-44, the
most notable comments concerned using a value other than the public offering price
during the initial offering period and imposing an affirmative duty on members to
monitor and confirm the reliability of the per share estimated value given the proposed
requirement that the member must refrain from using the value if it knows or “had reason
to know” that the value was unreliable.25
Notice 12-14 Proposal

25

ABA and SIFMA.
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FINRA considered the comments received in response to Notice 11-44 and issued
Notice 12-14 reflecting changes that were responsive to the comments received. Under
the revised proposal in Notice 12-14, general securities members would no longer be
required to provide a per share estimated value, unless and until the issuer provided an
estimate based on an appraisal of assets and liabilities in a periodic or current report.
During the initial offering period, member firms would have the option of using a
modified net offering price or designating the securities as “not priced.” The revised
proposal also modified the account statement disclosures that accompany per share
estimated values. Notice 12-14 also included alternative disclosure requirements for
DPPs or REITs that calculate a daily NAV.
While most commenters supported the use of a modified net offering price on the
customer account statement during the initial offering period,26 some commenters
requested that FINRA change the proposed rule language to uniformly state whether the
net offering price should exclude fees other than front-end underwriting compensation
expenses, as opposed to requiring it “at a minimum.”27
Further, while some commenters supported FINRA’s proposed use of a “not
priced” option,28 other commenters objected to members designating securities as “not
priced” on the customer account statement.29 In light of these comments, FINRA’s new

26

American Realty Capital, NAREIT, REISA and U.S. Chamber of Commerce.

27

NASAA and NorthStar.

28

ABA and NASAA.

29

Franklin Square, IPA, NAREIT, NorthStar and PIABA.
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proposed amendments would allow, but not require, members to refrain from providing a
per share estimated value on the customer account statement.
FINRA received several comments on the use of a per share estimated value
based upon an appraisal or valuation of the program’s assets and operations. While some
objected,30 several commenters supported the use of a per share estimated value, as
proposed,31 while others suggested that FINRA require the use of an independent third
party valuation service to provide the value.32 Some commenters requested that FINRA,
at a minimum, clarify whether it would create or require members to use a standardized
valuation methodology.33 In view of the broad range of DPPs and REITs existing in the
marketplace, the current proposal permits flexibility in choosing a methodology for
developing an independent valuation.
Several commenters requested that FINRA broaden the proposal to accommodate
programs, such as business development companies that use a NAV on a periodic basis.34
The new proposed amendments do not specify the use of a daily NAV, but rather would
accommodate any DPP or REIT that provides a per share estimated value reflecting a
valuation disclosed in the issuer report where a third-party valuation expert or experts
determine, or provide material assistance in the process of determining, the valuation.

30

ABA, ICON Investments, IPA and NAREIT.

31

American Realty Capital and W.P. Carey.

32

NASAA.

33

NASAA and Prodigious.

34

American Realty Capital, IPA, and NAREIT.
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6.

Extension of Time Period for Commission Action
FINRA does not consent at this time to an extension of the time period for

Commission action specified in Section 19(b)(2) of the Act.35
7.

Basis for Summary Effectiveness Pursuant to Section 19(b)(3) or for
Accelerated Effectiveness Pursuant to Section 19(b)(2) or Section 19(b)(7)(D)
Not applicable.

8.

Proposed Rule Change Based on Rules of Another Self-Regulatory
Organization or of the Commission
Not applicable.

9.

Security-Based Swap Submissions Filed Pursuant to Section 3C of the Act
Not applicable.

10.

Advance Notices Filed Pursuant to Section 806(e) of the Payment, Clearing
and Settlement Supervision Act
Not applicable.

11.

Exhibits
Exhibit 1. Completed notice of proposed rule change for publication in the

Federal Register.
Exhibit 2a. Regulatory Notice 11-44 (September 2011)
Exhibit 2b. List of comment letters received on Regulatory Notice 11-44
Exhibit 2c. Copies of comment letters received in response to Regulatory Notice
11-44
Exhibit 2d. Regulatory Notice 12-14 (March 2012)
Exhibit 2e. List of comment letters received on Regulatory Notice 12-14
35

15 U.S.C. 78s(b)(2).
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Exhibit 2f. Copies of comment letters received in response to Regulatory Notice
12-14
Exhibit 5. Text of proposed rule change.
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EXHIBIT 1
SECURITIES AND EXCHANGE COMMISSION
(Release No. 34; File No. SR-FINRA-2014-006)

Self-Regulatory Organizations; Financial Industry Regulatory Authority, Inc.; Notice of
Filing of a Proposed Rule Change Relating to Per Share Estimated Valuations for
Unlisted DPP and REITS
Pursuant to Section 19(b)(1) of the Securities Exchange Act of 1934 (“Act”)1 and
Rule 19b-4 thereunder,2 notice is hereby given that on

, Financial

Industry Regulatory Authority, Inc. (“FINRA”) (f/k/a National Association of Securities
Dealers, Inc. (“NASD”)) filed with the Securities and Exchange Commission (“SEC” or
“Commission”) the proposed rule change as described in Items I, II, and III below, which
Items have been prepared by FINRA. The Commission is publishing this notice to solicit
comments on the proposed rule change from interested persons.
I.

Self-Regulatory Organization’s Statement of the Terms of Substance of the
Proposed Rule Change
FINRA is proposing to amend the provisions addressing per share estimated

valuations for unlisted direct participation program and real estate investment trust
securities.
The text of the proposed rule change is available on FINRA’s website at
http://www.finra.org, at the principal office of FINRA and at the Commission’s Public
Reference Room.

1

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

2

17 CFR 240.19b-4.
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II.

Self-Regulatory Organization’s Statement of the Purpose of, and Statutory Basis
for, the Proposed Rule Change
In its filing with the Commission, FINRA included statements concerning the

purpose of and basis for the proposed rule change and discussed any comments it
received on the proposed rule change. The text of these statements may be examined at
the places specified in Item IV below. FINRA has prepared summaries, set forth in
sections A, B, and C below, of the most significant aspects of such statements.
A.

Self-Regulatory Organization’s Statement of the Purpose of, and Statutory
Basis for, the Proposed Rule Change

1.

Purpose

FINRA proposes to amend (1) NASD Rule 2340 (Customer Account Statements)
to modify the requirements relating to the inclusion of a per share estimated value for
unlisted direct participation program (“DPP”) and real estate investment trust (“REIT”)
securities on a customer account statement; and (2) FINRA Rule 2310 (Direct
Participation Programs) to modify the requirements applicable to members’ participation
in a public offering of DPP or REIT securities.
Proposed Amendments to NASD Rule 2340 (Customer Account Statements)
NASD Rule 2340 generally requires that general securities members3 provide
periodic account statements to customers, on at least a quarterly basis, containing a
description of any securities positions, money balances or account activity since the last
statement. Paragraph (c) addresses the inclusion of per share estimated values for
3

NASD Rule 2340(d)(2) defines “general securities member” as any member that
conducts a general securities business and is required to calculate its net capital
pursuant to the provisions of SEA Rule 15c3-1(a). A member that does not carry
customer accounts and does not hold customer funds or securities is exempt from
the definition.
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unlisted DPP or REIT securities held in customer accounts or included on customer
account statements. The rule also provides for several disclosures regarding the
illiquidity and resale value of unlisted DPPs and REITs.
FINRA (then NASD) adopted these requirements4 in part to respond to concerns
expressed by the Commission’s Division of Trading and Markets (then Division of
Market Regulation) (“Division”) regarding the sufficiency of information provided on
customer account statements with respect to the current value of illiquid partnership
securities.5 To address these concerns, the Division suggested that FINRA adopt a rule
requiring members to, at a minimum, disclose: (1) that there is no liquid market for most
limited partnership interests; (2) that the value of a partnership, if any, reported on the
account statement may not reflect a value at which customers can liquidate their
positions; and (3) the source of any reported value and a short description of the
methodology used to determine the value and the date the value was last determined.
FINRA, therefore, developed the provisions found in paragraph (c) of NASD Rule 2340,
which have not been amended since original adoption in 2000.6
NASD Rule 2340(c) also addresses the sources that may be used in developing
the per share estimated value included on a customer account statement. When an
unlisted DPP or REIT security’s annual report includes a per share estimated value, the

4

See Securities Exchange Act Release No. 43601 (November 21, 2000), 65 FR
71169 (November 29, 2000) (Order Approving File No. SR-NASD-2000-13)
(“Original Approval Order”).

5

See Letter from Brandon Becker, Director, Division of Market Regulation, SEC,
to Richard G. Ketchum, Executive Vice President and Chief Operating Officer,
NASD, dated June 14, 1994.

6

See Original Approval Order.
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general securities member must include the estimated value from the annual report in the
customer account statement or an estimated value from an independent valuation service
or any other source, in the first account statement issued by the general securities member
thereafter.7 However, the customer account statement may not be left blank when an
estimated value is included on an annual report.
While the rule permits the use of estimated values from sources other than the
annual report, it has become industry practice to include the annual report’s per share
estimated value. During the offering period, the annual report typically reflects the
security’s gross offering price (e.g., $10.00/share par value). A per share estimated value
that reflects the gross offering price does not take into account organization and offering
expenses or cash distributions that occur during the offering period. An initial offering
period can last for three years and may be extended.8 Customer account statements thus
may reflect the gross offering price for up to seven and a half years.9
7

Notwithstanding this requirement, the rule provides that a general securities
member must refrain from providing an estimated value for a DPP or REIT
security on a customer account statement if the general securities member can
demonstrate that the estimated value is inaccurate as of the date of the valuation
or is no longer accurate as a result of a material change in the operations or assets
of the program or trust. See NASD Rule 2340(c)(4). In addition, the estimated
value must have been developed from data that is no more than 18 months old at
the time the statement is issued. See NASD Rule 2340(c)(1)(B)(2).

8

Rule 415(a)(5) under the Securities Act of 1933 (“Securities Act”) provides that
certain types of securities offerings, including continuous offerings of DPPs and
REITs, may continue for no more than three years from the initial effective date
of the registration statement. Under Rule 415(a)(6), the SEC may declare another
registration statement for a DPP or REIT effective such that an offering can
continue for another three-year offering period.

9

Because NASD Rule 2340(c) permits the use of an estimated value developed
from data that is no more than 18 months old, the estimated value from the annual
report may be used until up to a year and a half from the conclusion of the
offering.
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FINRA proposes to eliminate the requirement in NASD Rule 2340(c) that general
securities members, at a minimum, include the per share estimated value that is reflected
on a DPP or REIT security’s annual report. Under the proposal, a general securities
member would not be required to include in a customer account statement a per share
estimated value for an unlisted DPP or REIT security, but any member (not only a
general securities member) may choose to do so if the value has been developed in a
manner reasonably designed to ensure that it is reliable, the member has no reason to
believe that it is unreliable,10 and the account statement includes certain disclosures.
FINRA proposes two methodologies under which an estimated value would be presumed
reliable: (1) net investment; and (2) independent valuation.
The net investment methodology, which may be used for up to two years
following the breaking of escrow,11 would reflect the “net investment” disclosed in the
issuer’s most recent periodic or current report (“Issuer Report”). “Net investment” must
be based on the “amount available for investment” percentage in the “Estimated Use of
Proceeds” section of the offering prospectus or, where “amount available for investment”

10

FINRA would not consider a last sale price of an unlisted REIT or DPP in the
secondary market, by itself, to constitute a reason to believe that an estimate
derived by one of the methodologies set forth in this proposal is unreliable
because these transactions often are infrequent and the illiquid nature of the
secondary market may result in large discounts from independent valuation
prices.

11

Generally offering proceeds are placed in escrow until the minimum conditions of
the offering are met, at which time the issuer is permitted to access the offering
proceeds.
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is not provided, another equivalent disclosure.12 For example, if the prospectus for an
offering with a $10 offering price per share disclosed selling commissions totaling 10%
of the offering proceeds and organizational and offering expenses of 2%, the amount
available for investment would be 88%, or $8.80 per share.
The per share estimated value also must deduct the portion, if any, of cumulative
distributions per share that exceeded GAAP net income per share for the corresponding
period, after adding back depreciation and amortization or depletion expenses. This
provision recognizes that depreciation, amortization and depletion expenses reduce net
income per share, but are not expenditures and do not impact the issuer’s cash reserves.
In addition, the deduction for each distribution would be limited to the full amount of the
distribution. Therefore, even if net income, which may be negative during the two years
following the breaking of escrow, with depreciation and amortization or depletion
expenses added back in equals a negative number, the required deduction from the net
investment amount would be limited to the amount of the distribution (rather than being
further reduced by the amount of any negative net income).
The independent valuation methodology, which may be used at any time, would
consist of the most recent valuation disclosed in the issuer’s periodic or current reports.
The independent valuation methodology requires that a third-party valuation expert or

12

This disclosure is typically included in the prospectus for REIT offerings and is
described in the SEC’s Securities Act Industry Guide 5 (Preparation of
registration statements relating to interests in real estate limited partnerships).
FINRA would permit the use of equivalent disclosure in DPP offerings if the
disclosure provides a percentage amount available for investment by the issuer
after deduction of organizational and offering expenses.
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experts determine, or provide material assistance in the process of determining, the
valuation.13
Consistent with the recommendations of the Division prior to the original
adoption of paragraph (c), FINRA proposes to retain disclosure requirements relating to
the nature and liquidity of DPP and REIT products in customer account statements.
Under the proposal, when a customer account statement includes a per share estimated
value for an unlisted DPP or REIT security, the statement must: (1) briefly describe the
per share estimated value, its source and an explanation of the method by which such per
share estimated value was developed; and (2) disclose that the DPP or REIT securities are
not listed on a national securities exchange, are generally illiquid and that, even if a
customer is able to sell the securities, the price received may be less than the per share
estimated value provided in the statement.
When a member refrains from including a per share estimated value in a customer
account statement for an unlisted DPP or REIT security, the statement nonetheless must
disclose that: (1) unlisted DPP and REIT securities are generally illiquid; (2) the current
value of the security will be different than its purchase price and may be less than the
purchase price; and (3) if applicable, an estimated per share value of the security

13

Valuation definitions and methodologies for real estate investments generally use
GAAP (ASC 820) as a standard. Performance reporting for institutional real
estate investments also relies on GAAP as its foundational basis. See Investment
Program Association Practice Guidelines 2013-01 (“IPA Guidance”) (April 29,
2013).
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currently is not available.14
Proposed Amendments to Rule 2310 (Direct Participation Programs)
FINRA Rule 2310(b)(5) (Valuation for Customer Account Statements) generally
provides that no member is permitted to participate in a public offering of DPP or REIT
securities unless the general partner or sponsor will disclose in each annual report
distributed to investors pursuant to Section 13(a) of the Act: (1) a per share estimated
value of the securities; (2) the method by which such estimated value was developed; and
(3) the date of the data used to develop the estimated value.
FINRA proposes to amend this provision to provide that a member may not
participate in a public offering of a DPP or REIT security unless: (A) a per share
estimated value is calculated on a periodic basis in accordance with a methodology
disclosed in the prospectus, or (B) the general partner or sponsor has agreed to disclose
in the first periodic report filed pursuant to Section 13(a) or 15(d) of the Act after the
second anniversary of breaking escrow: (1) a per share estimated value of the DPP or
REIT calculated by, or with the material assistance of, a third-party valuation expert;15
(2) an explanation of the method by which the per share estimated value was developed;

14

FINRA also is proposing to amend the definitions of DPP and REIT in Rule
2340(d) to remove the exclusion for such securities if they are “on deposit in a
registered securities depository and settled regular way.” FINRA does not believe
that the treatment of account statement disclosures for unlisted DPP or REIT
securities should be different based upon where they are held on deposit or their
settlement cycle.

15

The issuer further must agree to ensure that such valuation is conducted at least
once every two years, is derived from a methodology that conforms with standard
industry practice, and is accompanied by a written opinion to the general partner
or sponsor of the program or REIT that explains the scope of the review, the
methodology used to develop the valuation and the basis for the per share
estimated value.
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(3) the date of the valuation; and (4) the identity of the third-party valuation expert used.
In addition, the general partner or sponsor of the program or REIT must have agreed to
ensure that the valuation is conducted at least once every two years; is derived from a
methodology that conforms to standard industry practice; and is accompanied by a
written opinion to the general partner or sponsor of the program or REIT that explains the
scope of the review, the methodology used to develop the valuation, and the basis for the
per share estimated value.
Industry Consultation and Alternatives Considered
The proposal is intended to protect the investing public by seeking to ensure that
any per share estimated value for an unlisted DPP or REIT security included on a
customer’s account statement is developed in a manner reasonably designed to ensure
that it is reliable. In developing this proposed rule change, FINRA consulted extensively
with members and other industry participants, including concerning the issues relevant to
the various alternative approaches that were considered. These commenters expressed a
variety of opinions concerning what type of valuation should be provided to customers.
Specifically, FINRA requested public comment in two Regulatory Notices16 and met
with industry participants, including independent broker-dealers; broker-dealers affiliated
with sponsors that act as wholesalers; broker-dealers that specialize in advising boards of
directors and general partners; DPP general partners and executives of REITs; clearing
firms; and trade association representatives. The comments received in response to the
Regulatory Notices are summarized here and discussed in detail in Item II. C. below.

16

See Regulatory Notice 11-44 (September 2011) (“Notice 11-44”) and Regulatory
Notice 12-14 (March 2012) (“Notice 12-14”).
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For example, some commenters to Notice 11-44 favored the use of the gross
offering price, while others preferred the use of a net offering price. In Notice 11-44,
FINRA proposed to require general securities members that hold DPP or REIT securities
in customer accounts to provide a per share estimated value of the security on the
account statement only if it appeared in the most recent annual report of the DPP or
REIT. Notice 11-44 proposed to prescribe the valuations that could be presented. As a
practical matter, the proposal in Notice 11-44 would have required every customer
account statement to present the prescribed per share estimated value unless the member
has reason to know that it is unreliable.
FINRA considered requiring that every customer account statement provided by a
general securities member present a valuation of DPP and REIT securities. Requiring a
valuation could provide a level of transparency concerning the value of those securities
and the effect of brokerage commissions and other expenses. However, inclusion of a
value on customer account statements for unlisted DPPs and REITs is beneficial to
investors only if the valuation is reliable. As further discussed below, FINRA has
determined not to explicitly require the presentation of a valuation in customer account
statements because it could interfere with the objective of ensuring that valuations are
reliable.
A preferable approach is to require that any valuation that is included in a
customer account statement has been developed in a manner reasonably designed to
ensure that it is reliable, and to prohibit a member from including any valuation that it
has reason to believe is unreliable. This approach directly addresses our concern, which
is that members currently are presenting an unreliable valuation (such as the gross
offering price) in customer account statements – while also providing members with two
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possible methodologies that we believe would result in more informative disclosure to
investors. Under the proposal, a methodology developed in a manner reasonably
designed to ensure that it is reliable may be used (unless the member has reason to
believe that the valuation is unreliable).
While the proposal would permit a member to develop its own methodology,
FINRA expects that, in almost all cases, members will rely on the methodologies
suggested by the proposal, both of which are derived by the program sponsor. Today
Rule 2340 permits members to present a valuation from an independent valuation service
or some other source. When the provision was adopted in 2000, it was unclear whether
members would rely on the valuation stated in the annual report, calculate their own
valuation, or utilize a valuation service. Experience with the rule since its original
adoption has shown that the consistent industry practice is to present the value in the
program’s annual report. If the proposal were adopted, we believe that members will
continue to present the valuation in the program’s periodic reports.
Nevertheless, optionality is necessary to ensure that the valuation is reliable. The
proposal would prohibit a member from presenting a valuation that it has reason to
believe is unreliable. Thus, if we require presentation of a valuation, then in some
circumstances a member might have to weigh two conflicting obligations, to present a
valuation or to exclude one that, in the member’s judgment, might be unreliable.
The question of whether a valuation is “unreliable” may be difficult under
particular facts. It will require consideration of the circumstances under which it was
developed, the evidence of any “red flags” that indicate it may be unreliable and the
significance of various aspects of the methodology. The difficulty is compounded by the
fact that the valuation has been developed by the sponsor, not the member. If
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presentation of a valuation were optional, then the rule would not deter the member from
following up on red flags and excluding a valuation that it has reason to believe is
unreliable. A requirement to present the valuation would place the member in a
conundrum: Should it exclude a suspicious valuation based upon the limited facts at its
disposal, or must it present the valuation because the rule requires it? A requirement that
might discourage members from being vigilant would not be consistent with the
objective of investor protection.
Members and program sponsors have a strong incentive to provide these
valuations; they know that their customers react very negatively to seeing their positions
shown without a value. FINRA will monitor for changes to business practices and, if
there is a significant shift to not presenting a valuation, then we will reconsider the
optional nature of the proposal.
We recognize that the question of whether to require a valuation in all customer
account statements of a general securities member is fundamental to the proposal. We
will carefully review any comments on whether a valuation should be required and
whether valuations will continue to be made available.
Among others, FINRA consulted extensively with the Investment Program
Association’s (“IPA”) Task Force on Account Statement Reporting. On January 31,
2013, the IPA sent a letter proposing “possible solutions which achieve [FINRA’s]
regulatory objectives and enhance transparency, accuracy and understandability of
account statement reporting for investors.”17 The IPA suggested that account statements
reflect a net offering price until the earlier of (1) an appraisal-based valuation of the
17

See Letter from IPA Task Force on Account Statement Reporting, to Robert L.D.
Colby, Chief Legal Officer, FINRA, dated January 31, 2013.
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securities is published in the issuer’s periodic or current report, or (2) the filing of the
issuer’s first periodic report following the first anniversary of the date when initial
escrow is released to commence investments. The IPA proposed to define “net offering
price” as the gross offering price less sales commissions and dealer manager fees (i.e.,
front-end underwriting compensation expenses as defined in Rule 2310(b)(4)(c)(ii))
reimbursed or paid for with offering proceeds.
The IPA suggested that, following the filing of the issuer’s first periodic report
after the first anniversary of the breaking of escrow, the net offering price included on a
customer account statement should be reduced to reflect that portion, if any, of
cumulative distributions to investors through the anniversary of the breaking of escrow
which was provided from borrowings, net offering proceeds, returns of capital in
distributions from asset sales proceeds, or stock dividends. Such an adjustment would
capture any dilution of per share value resulting from unearned distributions in the initial
year following breaking of escrow. The IPA suggested that after the filing of the second
periodic report following the second anniversary of the effective date of the first
registration of the offering, the account statement should reflect the per share estimated
value.
The IPA also recommended amending FINRA Rule 2310(b)(5) to prohibit a
member from participating in an offering unless the general partner or sponsor of the
REIT or DPP agrees to provide a per share estimated value no later than the filing of the
second periodic report following the second anniversary of the effective date of the first
registration of the offering. FINRA proposes to prohibit a member from participating in
an offering unless the general partner or sponsor of the REIT or DPP agrees to provide a
per share estimated value in a periodic report filed pursuant to Section 13(a) or 15(d) of
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the Act, no later than the second anniversary of breaking escrow and in each annual
report thereafter.
On April 29, 2013, the IPA issued Practice Guidance 2013-01, entitled
“Valuations of Publicly Registered Non-Listed REITs.”18 The IPA Guidance
recommends that REITs, subject to the approval of a valuation committee and its board
of directors, engage a third-party valuation expert to assist in the process of determining
an estimated per share value.19 The IPA Guidance generally recommends that the
independent third party be a qualified firm with substantial and demonstrable expertise in
valuation of assets or investments similar to those owned by the REIT, that the valuation
be first conducted after the closing of the REIT’s initial public offering and at least once
every two years thereafter, that it be conducted in accordance with the standards of the
Appraisal Institute,20 and that it be certified by a member of the Appraisal Institute with
an appropriate designation.
Similarly, the proposed amendments to Rule 2310 would require that the general
partner or sponsor of the REIT or program agree to ensure that the valuation is conducted
at least once every two years, is derived from a methodology that conforms to standard
industry practice, and is accompanied by a written opinion to the general partner or
sponsor of the program or REIT that explains the scope of the review, the methodology
used to develop the valuation, and the basis for the per share estimated value. The

18

Investment Program Association Practice Guidelines 2013-01 (April 29, 2013).

19

See IPA Guidance at 12.

20

The Appraisal Institute is a trade organization that, among other things, focuses
on education, testing, experience and demonstration of knowledge, understanding
and ability for real estate appraisers.
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proposed rule change also builds upon the IPA Guidelines by offering a set of valuation
methodologies that are similar, but somewhat more expansive.21
As further discussed in Item II. B. below, FINRA does not believe that the
proposal will cause a significant economic impact on members. The current rule, and
each of the previously proposed approaches to estimated valuation, requires the inclusion
of estimated valuations in customer account statements in certain circumstances. In
contrast, the instant proposal would remove this requirement, while allowing all members
to voluntarily provide estimated values. Neither the disclosure requirements nor the
proposed amendments to Rule 2310 should impose a significant economic impact on
members. The Rule 2310 amendments generally build upon the existing requirements
and are consistent with the IPA’s guidance. The disclosures proposed by the
amendments are substantially similar to those in the existing rule.
The effective date of the proposed rule change will be announced in a Regulatory
Notice no later than 90 days following Commission approval. In order to give industry
participants time to make changes to distribution agreements they may wish to
implement in response to the amendments, the effective date of the proposed rule change
will be no earlier than 180 days following Commission approval.

21

For example, the net investment methodology suggested by the IPA would not
deduct distributions until the end of the first year, whereas the current proposal
provides for such deductions immediately. FINRA believes that investors will be
better served by understanding immediately the effect of a return of capital as a
distribution (rather than the use of the capital to generate a return on investment)
on the value of their investment. Since expenses, other than those for distribution
– such as program management fees – may contribute to a return on investment,
the current proposal would not deduct those fees in the net investment calculation.
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2.

Statutory Basis

FINRA believes that the proposed rule change is consistent with the provisions of
Section 15A(b)(6) of the Act,22 which requires, among other things, that FINRA rules
must be designed to prevent fraudulent and manipulative acts and practices, to promote
just and equitable principles of trade, and, in general, to protect investors and the public
interest.
The proposed rule change is necessary for the protection of investors in unlisted
DPP and REIT securities in that it seeks to ensure that per share estimated values for
unlisted DPP and REIT securities included on customer account statements have been
developed in a manner reasonably designed to ensure their reliability. The proposed rule
change also would eliminate the current requirement that members must, at a minimum,
include on customer account statements the per share estimated value of these securities
when a value appears in the annual report. For the reasons explained earlier, FINRA has
determined not to explicitly require the presentation of a valuation in customer account
statements because it could interfere with the objective of ensuring that valuations are
reliable. Instead, under the proposal, a general securities member would not be required
to include in a customer account statement a per share estimated value for an unlisted
DPP or REIT security, but any member (not only a general securities member) may
choose to do so if the value has been developed in a manner reasonably designed to
ensure that it is reliable, the member has no reason to believe that it is unreliable, and the
account statement includes certain disclosures.

22

15 U.S.C. 78o–3(b)(6).
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In addition, the proposed rule change would ensure that customers continue to
receive meaningful information about the nature of DPPs and REITs where a value is not
included and, when a value is provided, the source of the per share estimate, the
methodology by which it is developed and the illiquid nature of the securities.
B.

Self-Regulatory Organization’s Statement on Burden on Competition

FINRA 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. As stated above, FINRA believes that this proposed rule change is necessary for the
protection of investors in unlisted DPP and REIT securities who currently often receive
unreliable per share estimates on their customer account statements. Further, the
proposed rule change treats all general securities members uniformly, including in cases
where the general securities member voluntarily refrains from including a per share
estimate, which is permissible under the proposal.
Each general securities member may choose either to: refrain from including a per
share estimated value (though the member must include the required disclosures, which
are substantially similar to those required today); choose from one of the methodologies
described in the proposed rule change (so long as the member has no reason to believe it
is unreliable);23 or provide a per share estimated value that is derived from some other
methodology that was developed in a manner reasonably designed to ensure that it is
reliable (and so long as the member has no reason to believe that it is unreliable).
23

FINRA also notes that the methodologies proposed are intended to provide
general securities members with two acceptable approaches where they choose to
continue to include per share estimated values on customer account statements.
Such guidance was requested by commenters to the prior proposals, as further
discussed in Item II. C. below.
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Irrespective of the methodology used, any member choosing to include a per
share estimated value on a customer account statement must provide the disclosures
required under the proposed rule, which also are substantially similar to those currently
required. Therefore, FINRA 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.

Self-Regulatory Organization’s Statement on Comments on the Proposed
Rule Change Received from Members, Participants, or Others

In September 2011, FINRA published Notice 11-44 requesting comment on
proposed amendments to NASD Rule 2340(c). A copy of Notice 11-44 is attached as
Exhibit 2a. The comment period expired on November 12, 2011, and FINRA received 25
comments.24 A list of the commenters and copies of the comment letters received in
response to Notice 11-44 are attached as Exhibits 2b and 2c, respectively. In March
2012, FINRA published Notice 12-14, which re-proposed amendments to NASD Rule
2340(c) in light of comments received in response to Notice 11-44. A copy of Notice 1214 is attached as Exhibit 2d. The comment period expired on April 11, 2012, and FINRA
received 17 comments.25 A list of the commenters and copies of the comment letters
received in response to Notice 12-14 are attached as Exhibits 2e and 2f, respectively. A
summary of the comments and FINRA’s response is provided below.
Notice 11-44 Proposal
In Notice 11-44, FINRA proposed several modifications to NASD Rule 2340 that
were designed to improve the quality of the information provided to customers on
24

See Exhibit 2b for a list of commenters on Notice 11-44.

25

See Exhibit 2e for a list of commenters on Notice 12-14.
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account statements. The amendments proposed in Notice 11-44 would have limited the
period of time during which per share estimated values could be based on the gross
offering price to the initial three-year offering period provided for under Rule 415(a)(5)
of the Securities Act. These amendments also would have required firms to deduct
organization and offering expenses from the gross offering price to arrive at a per share
estimated value (i.e., a net offering price). In addition, these amendments would have
prohibited a firm from using a per share estimated value from any source, if it “knows or
has reason to know the value is unreliable,” based upon publicly available information or
nonpublic information that came to the firm’s attention. Finally, Notice 11-44 sought to
permit members to refrain from providing a per share estimated value on a customer
account statement if the most recent annual report of the DPP or REIT did not contain a
value that complied with the disclosure requirements of NASD Rule 2340.
While commenters generally supported the proposed changes in Notice 11-44, the
most notable comments concerned using a value other than the public offering price
during the initial offering period and imposing an affirmative duty on members to
monitor and confirm the reliability of the per share estimated value given the proposed
requirement that the member must refrain from using the value if it knows or “had reason
to know” that the value was unreliable.26
Notice 12-14 Proposal
FINRA considered the comments received in response to Notice 11-44 and issued
Notice 12-14 reflecting changes that were responsive to the comments received. Under
the revised proposal in Notice 12-14, general securities members would no longer be
26

ABA and SIFMA.
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required to provide a per share estimated value, unless and until the issuer provided an
estimate based on an appraisal of assets and liabilities in a periodic or current report.
During the initial offering period, member firms would have the option of using a
modified net offering price or designating the securities as “not priced.” The revised
proposal also modified the account statement disclosures that accompany per share
estimated values. Notice 12-14 also included alternative disclosure requirements for
DPPs or REITs that calculate a daily NAV.
While most commenters supported the use of a modified net offering price on the
customer account statement during the initial offering period,27 some commenters
requested that FINRA change the proposed rule language to uniformly state whether the
net offering price should exclude fees other than front-end underwriting compensation
expenses, as opposed to requiring it “at a minimum.”28
Further, while some commenters supported FINRA’s proposed use of a “not
priced” option,29 other commenters objected to members designating securities as “not
priced” on the customer account statement.30 In light of these comments, FINRA’s new
proposed amendments would allow, but not require, members to refrain from providing a
per share estimated value on the customer account statement.
FINRA received several comments on the use of a per share estimated value
based upon an appraisal or valuation of the program’s assets and operations. While some

27

American Realty Capital, NAREIT, REISA and U.S. Chamber of Commerce.

28

NASAA and NorthStar.

29

ABA and NASAA.

30

Franklin Square, IPA, NAREIT, NorthStar and PIABA.
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objected,31 several commenters supported the use of a per share estimated value, as
proposed,32 while others suggested that FINRA require the use of an independent third
party valuation service to provide the value.33 Some commenters requested that FINRA,
at a minimum, clarify whether it would create or require members to use a standardized
valuation methodology.34 In view of the broad range of DPPs and REITs existing in the
marketplace, the current proposal permits flexibility in choosing a methodology for
developing an independent valuation.
Several commenters requested that FINRA broaden the proposal to accommodate
programs, such as business development companies that use a NAV on a periodic basis.35
The new proposed amendments do not specify the use of a daily NAV, but rather would
accommodate any DPP or REIT that provides a per share estimated value reflecting a
valuation disclosed in the issuer report where a third-party valuation expert or experts
determine, or provide material assistance in the process of determining, the valuation.
III.

Date of Effectiveness of the Proposed Rule Change and Timing for Commission
Action
Within 45 days of the date of publication of this notice in the Federal Register or

within such longer period (i) as the Commission may designate up to 90 days of such date
if it finds such longer period to be appropriate and publishes its reasons for so finding or
(ii) as to which the self-regulatory organization consents, the Commission will:
31

ABA, ICON Investments, IPA and NAREIT.

32

American Realty Capital and W.P. Carey.

33

NASAA.

34

NASAA and Prodigious.

35

American Realty Capital, IPA, and NAREIT.
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(A) by order approve or disapprove such proposed rule change, or
(B) institute proceedings to determine whether the proposed rule change should
be disapproved.
IV.

Solicitation of Comments
Interested persons are invited to submit written data, views and arguments

concerning the foregoing, including whether the proposed rule change is consistent with
the Act. Comments may be submitted by any of the following methods:
Electronic Comments:


Use the Commission’s Internet comment form
(http://www.sec.gov/rules/sro.shtml); or



Send an e-mail to rule-comments@sec.gov. Please include File Number
SR-FINRA-2014-006 on the subject line.

Paper Comments:


Send paper comments in triplicate to Elizabeth M. Murphy, Secretary,
Securities and Exchange Commission, 100 F Street, NE, Washington, DC
20549-1090.

All submissions should refer to File Number SR-FINRA-2014-006. This file number
should be included on the subject line if e-mail is used. To help the Commission process
and review your comments more efficiently, please use only one method. The
Commission will post all comments on the Commission’s Internet website
(http://www.sec.gov/rules/sro.shtml). Copies of the submission, all subsequent
amendments, all written statements with respect to the proposed rule change that are filed
with the Commission, and all written communications relating to the proposed rule
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change between the Commission and any person, other than those that may be withheld
from the public in accordance with the provisions of 5 U.S.C. 552, will be available for
website viewing and printing in the Commission’s Public Reference Room, 100 F Street,
NE, Washington, DC 20549, on official business days between the hours of 10 a.m. and 3
p.m. Copies of such filing also will be available for inspection and copying at the
principal office of FINRA. All comments received will be posted without change; the
Commission does not edit personal identifying information from submissions. You
should submit only information that you wish to make available publicly. All
submissions should refer to File Number SR-FINRA-2014-006 and should be submitted
on or before [insert date 21 days from publication in the Federal Register].
For the Commission, by the Division of Trading and Markets, pursuant to
delegated authority.36
Elizabeth M. Murphy
Secretary

36

17 CFR 200.30-3(a)(12).
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Exhibit 2a

Regulatory Notice

11-44

Customer Account Statements

September 2011

FINRA Requests Comment on Proposed Amendments
to NASD Rule 2340 to Address Values of Unlisted Direct
Participation Programs and Real Estate Investment
Trusts in Customer Account Statements
Comment Period Expires: November 12, 2011

Executive Summary
FINRA is proposing amendments to NASD Rule 2340 (Customer Account
Statements) to address how firms report the per share estimated values
of unlisted Direct Participation Programs (DPPs) and unlisted Real Estate
Investment Trusts (REITs) on customer account statements.1 The amendments
would limit the time period that the offering price may be used as the basis
for a per share estimated value to the period provided under Rule 415(a)(5)
of the Securities Act of 1933 (Initial Offering Period). The amendments also
would require firms to deduct organization and offering expenses from per
share estimated values during the Initial Offering Period. The amendments
would prohibit a firm from using a per share estimated value, from any
source, if it “knows or has reason to know the value is unreliable,” based upon
publicly available information or nonpublic information that has come to the
firm’s attention. Finally, the amendments would allow a firm to omit a per
share estimated value on a customer account statement if the most recent
annual report of the DPP or REIT does not contain a value that complies with
the disclosure requirements of Rule 2340.2

Notice Type
00

Request for Comment

Suggested Routing
Compliance
Legal
00 Senior Management
00
00

Key Topics
Customer Account Statements
Unlisted Direct Participation
Programs (DPPs)
00 Unlisted Real Estate Investment
Trusts (REITs)
00
00

Referenced Rules & Notices
FINRA Rule 2231
FINRA Rule 2310
00 NASD Rule 2340
00 NASD Rule 5110
00 Regulatory Notice 09-09
00 Rule 415 under the Securities
Act of 1933
00
00

Questions regarding this Notice may be directed to:
00

Joseph E. Price, Senior Vice President, Corporate Financing/Advertising
Regulation, at (240) 386-4623;

00

Gary L. Goldsholle, Vice President and Associate General Counsel,
Office of the General Counsel, at (202) 728-8104; or

00

Paul Mathews, Director, Corporate Financing Department, at
(240) 386-4639.

1
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Action Requested
FINRA encourages all interested parties to comment on the proposal. Comments must be
received by November 12, 2011.
Member firms and other interested parties can submit their comments using the following
methods:
00

Emailing comments to pubcom@finra.org; or

00

Mailing comments in hard copy to:
Marcia E. Asquith
Office of the Corporate Secretary
FINRA
1735 K Street, NW
Washington, DC 20006-1506

To help FINRA process and review comments more efficiently, persons should use only one
method to comment on the proposal.
Important Notes: The only comments that FINRA will consider are those submitted
pursuant to the methods described above. All comments received in response to this
Notice will be made available to the public on the FINRA website. Generally, FINRA will
post comments on its site one week after the end of the comment period.3
Before becoming effective, a proposed rule change must be authorized for filing with the
SEC by the FINRA Board of Governors, and then must be approved by the SEC, following
publication for public comment in the Federal Register.4

Background
NASD Rule 2340 generally requires each general securities member firm to send account
statements to customers at least quarterly. The account statements must include a
description of any securities positions, money balances and account activity since the firm
issued the prior account statement. A firm that does not carry customer accounts and does
not hold customer funds or securities is not a general securities member firm and is not
subject to the provisions of Rule 2340.
NASD Rule 2340(c) contains specific provisions addressing the estimated values of DPPs and
REITs on customer account statements.5 The rule generally requires that a general securities
member firm include an estimated value for a DPP or REIT security held in a customer’s
account. The rule states that the per share estimated value included on a customer account
statement may be obtained from the annual report, an independent valuation service or
any other source. The rule requires that firms develop a per share estimated value on a

2
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customer account statement from data that is not more than 18 months old.6 The rule also
requires a firm to remove or amend a per share estimated value if the firm can demonstrate
that the value was inaccurate as of the date of valuation or is no longer accurate as a result
of a material change in operations.
FINRA Rule 2310 (Direct Participation Programs) prohibits a firm from participating in a
public offering of a DPP or REIT unless the general partner or sponsor represents that it will
include a per share estimated value in each annual report.7 The current industry practice
is to use the value in the issuer’s annual report as the per share estimated value on a
customer account statement.
Regulatory Notice 09-09 addressed the use of the offering price, or “par value,” as the basis
of the per share estimated value required under NASD Rule 2340. The Notice discussed the
interplay between the use of the offering price from the annual report and the requirement
that the per share estimated value on a customer account statement be developed from
data that is not more than 18 months old. The Notice explained that 18 months after the
conclusion of the offering, the per share estimated value must be derived from an appraisal
of the issuer’s assets and operations, and may not simply be a restatement of the aged
offering price.

Proposed Amendments8
Presenting Per Share Estimated Value, Net of Organization and
Offering Expenses
The estimated value of an illiquid security such as a DPP or REIT may be derived from
several sources. An appraisal of the issuer’s assets and operations will assist investors in
understanding the value and relative performance of the DPP and REIT over time. However,
in the earlier stages of an offering of a DPP or REIT, as it accumulates assets, the net
offering price can be a suitable alternative, particularly since an appraisal would involve
recently acquired assets and cash that is yet to be invested during the ramp-up period.
Appraisals also may be expensive depending on factors such as the nature and geographic
dispersal of assets. In consideration of these concerns, FINRA proposes to permit valuations
based on the offering price during the Initial Offering Period when the program is acquiring
assets and firms are selling shares at a stable value on a best-efforts basis. However, FINRA
proposes to amend the rule to require that all per share estimated values, including those
that are based on the offering price, reflect a deduction of all organization and offering
expenses (net value).9
Under Rule 2310(a)(12), organization and offering expenses consist of expenses incurred
in connection with registration and distribution, including all forms of compensation paid
to broker-dealers and affiliates in connection with the offering. Rule 2310 generally limits
organization and offering expenses to 15 percent of the gross proceeds of an offering.
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These expenses have three components: (1) issuer expenses that are reimbursed or paid for
with offering proceeds, (2) underwriting compensation, and (3) due diligence expenses.
While any value of an illiquid security is an estimate, netting out the offering expenses is
likely to be a closer approximation to the intrinsic value, particularly since the up-front fees
and expenses reduce the amount of the investable capital during the ramp-up period when
the assets are acquired by the DPP or REIT.10 Requiring net values on customer account
statements during the Initial Offering Period will provide greater transparency to investors
about the fees and expenses, which would benefit investors.11

Close of Initial Offering Period and Appraised Values
Rule 415(a)(5) provides that certain types of registered securities, including DPPs and REITs,
may be offered and sold if no more than three years have elapsed since the initial effective
date of the registration statement. Under Rule 415(a)(6), the Securities and Exchange
Commission may make another registration statement for a DPP or REIT effective for a
second three-year offering period. If a new registration statement is filed, Rule 415(a)(5)
(A) permits securities covered by the prior registration statement to continue to be offered
and sold until the earlier of the effective date of the new registration statement or 180 days
after the third anniversary of the initial effective date. Under the proposed amendments,
the three-year period under Rule 415(a)(5) and any “carryover period” under Rule 415(a)(5)
(A) constitute the Initial Offering Period in NASD Rule 2340.
FINRA proposes to limit the period during which a per share estimated value based on the
net offering price may be included on an account statement to the Initial Offering Period.
Beyond the Initial Offering Period, the volatility in the value of the underlying assets of
a DPP or REIT can cause the value to deviate substantially from the initial offering price,
rendering the net offering price a poor estimate of the per share estimated value. After the
Initial Offering Period, the basis for a per share estimated value included on a customer
account statement must be based on an appraisal of a DPP or REIT’s assets, liabilities and
operations.
The proposed amendments eliminate the provision in NASD Rule 2340(c)(2) that requires
firms to develop a per share estimated value from data that is no more than 18 months old.
Instead, the proposed amendments require the data that serves as the basis for a per share
estimated value to be no less current than the data in the most recent annual report. If
a per share estimated value is available that is more recent than the value in the annual
report, member firms can disclose that value if it meets the requirements of Rule 2340.12

4
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Reliability of Estimated Values
Rule 2340 currently requires a member firm to remove or amend a per share estimated
value if the firm can demonstrate that the value was inaccurate as of the date of valuation
or is no longer accurate as a result of a material change in operations. The proposed
amendments adjust this requirement to prohibit a firm from using a per share estimated
value, from any source, if it “knows or has reason to know the value is unreliable,” based
upon publicly available information or nonpublic information that has come to the firm’s
attention.
The proposed amendments also allow a firm to omit the per share estimated value if
the most recent annual report of the DPP or REIT does not contain a value that complies
with the disclosure requirements of the rule. In the alternative, a firm could decide to
provide a reliable value from a source other than the annual report that meets the rule’s
requirements. The amendments would require, however, that if a per share estimated value
does not appear in or has been removed from a customer account statement, the firm must
disclose the reason the value does not appear or has been removed.

Endnotes
1.

Unlisted DPPs and unlisted REITs do not trade on
a national securities exchange. DPPs are defined
in FINRA Rule 2310 and offer investors an equity
interest in an entity such as a limited partnership
that provides flow-through tax consequences
and distributes income generated from
underlying assets. REITs are defined in Section
856 of the Internal Revenue Code and are passthrough entities that offer investors an equity
interest in a pool of real estate assets, including
land, buildings, shopping centers, hotels and
office properties. The definitions of DPP and
REIT in NASD Rule 2340(d)(3) and (4) exclude
securities listed on a national securities exchange
as well as securities that are in a depository and
settle regular way. The definition of DPP also
excludes any program registered as a commodity
pool.

2.

NASD Rule 2340 only applies to customer
account statements, as defined by that rule. Rule
2340, and as proposed to be amended, would not
apply to annual statements of the fair market
value of assets provided by retirement account
trustees and custodians under Internal Revenue
Service Regulations, including Section 1.408-2(e)
(5)(ii)(E).  

3.

FINRA will not edit personal identifying
information, such as names or email addresses,
from submissions. Persons should submit
only information that they wish to make
publicly available. See NTM 03-73 (November
2003) (NASD Announces Online Availability of
Comments) for more information.

© 2011 FINRA. All rights reserved. FINRA and other trademarks of the Financial Industry Regulatory Authority, Inc.
may not be used without permission. Regulatory Notices attempt to present information to readers in a format
that is easily understandable. However, please be aware that, in case of any misunderstanding, the rule language
prevails.
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4.

See SEA Section 19 and rules thereunder. After a
proposed rule change is filed with the SEC, the
proposed rule change generally is published for
public comment in the Federal Register. Certain
limited types of proposed rule changes, however,
take effect upon filing with the SEC. See SEA
Section 19(b)(3) and SEA Rule 19b-4.

5.

NASD Rule 2340 applies to DPPs and REITs
regardless of whether they are listed or itemized
“above the line” or “below the line.” The term
“below the line” means that securities and other
assets are reported on the account statement,
but are not in the possession of the member.
New platforms that provide processing for
alternative investments may result in DPPs and
REITs being reported more frequently above the
line because the securities are in the possession
of member firms.

6.

NASD Rule 2340(c) also requires that account
statements provide: (1) a brief description of the
estimated value, its source and the method by
which it was developed; and (2) disclosure that
the investment program securities are generally
illiquid securities and the estimated value may
not be realized when investors seek to sell the
security. Additional disclosure are required if
the account statement does not provide an
estimated value.

7.

Section 13(a) of the Securities Exchange Act
requires annual reports to be distributed to
investors.

8.

As part of the rulebook consolidation process,
FINRA has proposed new FINRA Rule 2231 to
replace NASD Rule 2340. See SR-FINRA-2009-028.  
The amendments discussed herein would
be made to NASD Rule 2340 or new FINRA
Rule 2231, depending upon the timing of SEC
approval.  

6

9.

Some REITs have begun to calculate a daily net
asset value (NAV). The selling price per share is
based on the daily NAV calculation and typically
includes a selling commission. Under the
proposal, the net estimated value required on
customer account statements for such programs
would be the NAV and could not include any
commissions, nor any other organization or
offering expense associated with the offering.     

10. If any organization and offering expenses are
to be deducted from portfolio assets or income,
then under the proposal the net estimated value
would have to reflect those deductions that will
be taken during the Initial Offering Period, in
addition to the deduction for organization and
offering expenses paid out of proceeds from the
offering.
11. Regulatory Notice 09-09 reminded firms of
their obligation under the suitability rule to
determine the amount of dividend distributions
that represents a return of investors’ capital
and whether that amount is changing. In
addition, firms must consider whether there
are impairments to the real estate investment
program’s assets or other material events that
would affect the distributions and whether
disclosure regarding dividend distributions needs
to be updated to reflect these events.
12. Firms would not be required to immediately
update the per share estimated values shown
in customer account statements when a new
value appears in the annual report. However,
firms must use reasonable efforts to address
operational or technical requirements associated
with updating per share estimated values, to
ensure that the updating occurs as promptly
as practicable. Firms that require more than
one statement cycle to update the per share
estimated values are likely to raise a presumption
that the firm is not making reasonable efforts.
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Attachment A
Below is the text of the proposed amendments to Rule 2340.

2340. Customer Account Statements
(a) General
No change.
(b) Delivery Versus Payment/Receive Versus Payment (DVP/RVP) Accounts
No change.
(c) Unlisted DPP/REIT Securities
(1) A general securities member that holds a direct participation program (DPP) or real
estate investment trust (REIT) security in a customer’s account must provide a per share
estimated value of such security on the account statement as provided below:
(A) The customer account statement must disclose:
(i) the source of the per share estimated value, which may be from the annual
report, independent valuation service or any other source, and the manner in which
the per share estimated value was calculated, and
(ii) that unlisted DPP or REIT securities are illiquid securities and that the per
share estimated value may not be realized when the customer seeks to liquidate
the security.
(B) During a period not to exceed the period provided under SEC Rule 415(a)(5)
since the initial effective date of the first registration statement under which the DPP
or REIT is offered and sold (Initial Offering Period), any per share estimated value based
upon the offering price must reflect a deduction of the amount of organization and
offering expenses, as defined by FINRA Rule 2310(a)(12).
(C) After the Initial Offering Period, only a per share estimated value calculated
based on an appraisal of the assets, liabilities and operations of the DPP or REIT and
derived from data no less current than the data in the most recent annual report may
be disclosed.
(2) Notwithstanding the requirements in paragraph (1):
(A) A member must refrain from providing a per share estimated value, from any
source, if it knows or has reason to know the value is unreliable, based upon publicly
available information or nonpublic information that has come to the member’s
attention; and
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(B) A member may refrain from providing a per share estimated value if the most
recent annual report of a DPP or REIT does not contain a per share estimated value that
complies with the requirements in paragraphs (1)(B) or (1)(C).
(3) For any member refraining from providing a per share estimated value as permitted
in paragraph (2), the customer account statement must disclose that:
(i) unlisted DPP or REIT securities are illiquid;
(ii) the value of the security is different from its purchase and may be less than
the purchase price
(iii) an estimated valuation of the security is unavailable; and
(iv) the reason the value does not appear in, or has been removed from, the
account statement.
(d) Definitions
No change.

8
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REGULATORY NOTICE 11-44
Proposed Amendments to NASD Rule 2340 to Address Values of Unlisted Direct Participation
Programs and Real Estate Investment Trusts in Customer Account Statements

1.
2.
3.
4.
5.
6.
7.

Date Letter
Received
11/11/11
1/11/11
11/11/11
11/12/11
11/1111
11/11/11
10/04/11

8.

11/11/11

9.
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November 12, 2011
REAL ESTATE INVESTMENT
SECURITIES ASSOCIATION

Submitted via pubcomg anra. org
Real Estate Investment
Securities Association (REISA)
Two Meridian Plaza
10401 North Meridian Street
Suite 202
Indianapolis, IN 46290
main: 317663.4180
fax: 317815.0871
toll-free: 866.353.8422
www.reisa.org

Marcia E. Asquith
Office of the Corporate Secretary
Financial Industry Regulatory Authority, Inc.
1735 K Street, NW
Washington, DC 20006-1506
Re:

FINRA Regulatory Notice 11-44: Customer Account Statements

Dear Ms. Asquith:
On behalf of the Real Estate Investment Securities Association ("REISA"), this
letter is submitted in response to the Financial Industry Regulatory Authority , Inc.'s
("FINRA") request for comments on Regulatory Notice 11-44: Customer Account
Statements ("Regulatory Notice 11 -44"). REISA is a trade association serving the real
estate securities industry including all professionals active in offering , managing and
distributing non-traded REITs, real estate partnerships, tenant-in-common interests
(TICs), Delaware statutory trust interests (DSTs), real estate income and development
funds, oil and gas interests , natural resources and alternative energy investments.
REISA works to maintain the integrity and reputation of the industry by
promoting the highest ethical standards to its members and provide education,
networking opportunities and resources . REISA connects members directly to key
industry experts through intimate forums providing timely trends and education and
helping create a diversified portfolio for their clients . The association was founded in
2003 and has over 800 members who are key decision makers that represent over 30,000
professionals throughout the nation including:
■
®
®
®
®
■
®
®
®
•
■

Sponsors and managers of real estate and related offerings
Broker-dealers
Securities licensed registered representatives
Registered investment advisers (RIAs)
Investment adviser representatives (IARs)
Accountants
Attorneys
Mortgage brokers
Institutional lenders
Qualified intermediaries
Real estate agents
Real estate brokers
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REISA believes in the importance of protecting the investing public while
balancing the need for businesses and sponsors of quality real estate investment products,
along with the FINRA members who sell these products, to be able to efficiently raise
capital without an overly burdensome regulatory scheme.
In Regulatory Notice 11-44, FINRA has proposed amendments to NASD Rule
23401 (Customer Account Statements) (the "Proposed Amendments") to address how
FINRA member firms report per share estimated values of publicly registered, non-traded
direct participation programs (DPPs) and publicly registered, non-traded real estate
investment trusts (REITs) on customer account statements. The Proposed Amendments
would:
a) Limit the time period during which the initial offering price (usually $10
per share) may be used as the basis for the per share estimated value to the
period provided under Rule 415(a)(5) of the Securities Act of 1933, as
amended (the "Initial Offering Period")2;
b) Require FINRA member firms to deduct all organization and offering
expenses3 from the per share estimated value during the Initial Offering
Period;
c) Prohibit a firm from using a per share estimated value, from any source, if
it "knows or has reason to know the value is unreliable," based upon
publicly available information or nonpublic information that has come to
the firm's attention; and
d) Allow a firm to omit a per share estimated value on a customer account
statement if the most recent annual report of the DPP or REIT does not
contain a value that complies with the disclosure requirements of Rule
2340.4

1

As part of the rulebook consolidation process, FINRA has proposed new FINRA Rule 2231 to replace
NASD Rule 2340. See SR-FINRA-2009-028. The amendments discussed in Regulatory Notice 11-44
would be made to NASD Rule 2340 or new FINRA Rule 2231, depending upon the timing of final
approval of this Regulatory Notice.
2 The initial offering period is defined in Regulatory Notice 11-44 and by Rule 415 under the Securities Act
of 1933, as amended, as lasting up to three years plus an additional 180-day extension period if a follow-on
public offering has been registered.
3 Defined in Regulatory Notice 11-44 as expenses incurred in connection with registration and distribution,
including all forms of compensation paid to broker-dealers and affiliates in connection with the offering
and are generally limited to 15% of the gross offering proceeds. These organization and offering expenses
have three components: (a) underwriting compensation, (b) issuer expenses that are reimbursed or paid for
with offering proceeds and (c) due diligence expenses.
4 REISA has no comment on this particular aspect of the Proposed Amendments.
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REISA joins FINRA in its focus on investor protection and transparency relating
to non-listed REITs and other types of DPPs. REISA also understands FINRA's
Corporate Financing Department's push for action to ensure enhanced transparency and
accountability . However, it is important to also recognize that these investment programs
have a unique place in the market for real estate securities and the offering documents for
these programs make it clear that the underlying portfolio contains illiquid, hard real
estate assets that will intrinsically neither increase nor decrease in value until actually
monetized by virtue of a "liquidity event." There are multiple disclosures in the offering
documents for these programs that reference the long-term , illiquid nature of the DPPs
and REITs and their portfolios, the types of investors who should and should not be
investing their money in these types of programs, and the arbitrary nature of the offering
price.
REISA has the following comments and observations relating to the Proposed
Amendments to NASD Rule 2340 regarding Customer Account Statements.
1. Deducting Issuer Organization and Offering Expenses. Requiring that during
the Initial Offering Period , all organization and offering expenses, including
issuer costs , be deducted from the gross offering price resulting in a "net
estimated value" for the purposes of customer account statement reporting,
has a number of shortcomings and unintended consequences, as set forth
below.
a. A valuation during the Initial Offering Period that deducts
underwriting compensation (selling commissions and dealer manager
fees), as well as all organization and offering expenses, including
issuer expenses , fails to acknowledge that such "estimated value" is
just as arbitrary as the stated $10.00 per share price.
b. Especially during the early part of the Initial Offering Period, when a
REIT or DPP is ramping up its operations and its capital raising
activities, the organization and offering expenses will comprise a
significant percentage of offering proceeds raised and will not provide
an accurate depiction of the per share estimated value of the DPP or
REIT. Issuer expenses estimated to be 1% to 3% of gross offering
proceeds at the maximum offering amount could, in fact, comprise
15% to 30% of gross offering proceeds in the initial stages of the
capital raises
5 For example, in a 51 ,000,000,000 maximum offering , just the initial SEC and FINRA filing fees would
equal almost $200,000. Assuming the issuer breaks escrow at $2,000,000 , issues 2,000 shares at $10 per
share and pays underwriting compensation equal to 10% of the gross offering proceeds , the per share
estimated value for customer account statement purposes at that time would equal $8.00 per share (without
taking into account any other issuer organization and offering expenses ). When gross offering proceeds
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c. In 2008, FINRA changed what is now FINRA Rule 2310 to eliminate
the 0.50% of gross offering proceeds cap on due diligence expense
reimbursements in order to encourage adequate due diligence to be
performed on DPPs and REITs.6 In Regulatory Notice 10-22,
Obligation of Broker-Dealers to Conduct Reasonable Investigations in
Regulation D Offerings, FINRA reminded its members of its
significant obligations to perform due diligence and provided detailed
guidance on how to do so, which guidance is used as a roadmap for all.
types of products, including DPPs and REITs. If the cost of
performing adequate due diligence is required to be deducted from the
per share estimated value to be disclosed on customer account
statements, many issuers may become reluctant to reimburse FINRA
members for due diligence expenses and FINRA members may (1) be
required to either pay their own due diligence expenses, (2) cut back
on the due diligence they perform on these DPPs and REITs or
(3) stop selling DPPs and REITs because they cannot meet their due
diligence obligations. In any of these scenarios, by requiring issuer
organization and offering expenses to be deducted in calculating the
per share value of a DPP or REIT, FINRA is discouraging the very
behavior it has been trying to encourage when it lifted the cap on due
diligence expense reimbursements.
2. Calculation of Net Estimated Per Share Values after the Initial Offering
Period and Appraised Value.
a. After the Initial Offering Period, the per share estimated value to be
"included on the customer account statement must be based on an
appraisal of a DPP or REIT's assets, liabilities and operations." REISA
believes that the proper method for determining the value of a DPP or
REIT at any given time would be to appraise its assets deduct its liabilities
and divide that by the number of shares outstanding. REISA believes that
FINRA must clarify what it means to appraise "assets, liabilities and
operations." (Emphasis added). If by including "operations" FINRA
intends that the calculation include an "enterprise value" for the DPP or
REIT, REISA believes that there are other considerations to be addressed,

equal $10,000,000, however, the same $200,000 in filing fees, 10% in underwriting compensation and
10,000 shares sold, the per share estimated value would equal $8.80. Nothing in the inherent value of the
shares changed in the two scenarios except that the upfront, sunk issuer costs have been spread out over
more shares. In either case, neither per share estimated value is a real reflection of the underlying value of
the DPP, REIT or the shares, especially since the selling price remains $10.00 per share.
6 See Notice to Members 08-35, effective August 6, 2008.
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such as whether the per share estimated value is equal to, greater than or
less than its actual "net asset value" (i.e., the sum of the value of its
individual assets, less its liabilities) for reasons relating to market
perception, interests rates, liquidity needs, investor sentiment regarding
the industry sector or the economy generally.
b. FINRA's requirement for current data, i.e., an appraisal must be no less
current than the most recent annual report, could be viewed as actually
requiring a DPP or REIT to appraise its assets on a monthly or quarterly
basis. For example, a DPP or REIT appraises all of its assets for purposes
of calculating the per share estimated value but then has to take an
impairment charge on one or more of the assets in its portfolio in the first
or second quarter of the year. Would the DPP or REIT be required to
come up with a new per share estimated value for the remainder of the
year or is it sufficient to have the per share estimated value that was
reported in the annual report be used for the entire year? Similarly, if the
DPP or REIT acquired a number of assets (or sold a number of assets)
during the year, would a change in the per share estimated value be
required to take into account the addition of the new assets or the absence
of the sold assets? If the DPP or REIT would be required to update its per
share estimated value every quarter, every month or every time it bought,
sold or took an impairment charge on one of its assets, the publicly
registered, non-traded DPP or REIT will start to look very similar to its
publicly traded DPP or REIT brethren with a regular "market price" being
determined. This would fundamentally change the nature of the DPP and
REIT product.
3. Prohibiting the use of a per share estimated value if a FINRA member "knows
or has reason to know the value is unreliable." Such a prohibition will bring
uncertainty and potential liability to FINRA members and could cause
significant chaos in the market for DPPs and REITs. Some of the issues
raised by the prohibition include the following:

a. How does a FINRA member make the determination that the per share
estimated value is unreliable?
b. Is each FINRA member required to perform its own analysis as to the per
share estimated value of each DPP or REIT held by its customers?
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c. If a FINRA member makes a determination that the per share estimated
value is unreliable and therefore does not include the value on its customer
account statement, what type of disclosure is required in place of such
value?
d. Does the FINRA member note on its customer account statement that it
knew or had reason to know that the value provided or reported by the
issuer was unreliable?
e. If there is a large selling group for a DPP or REIT and some members of
the selling group believe that the value is reliable and others do not, what
is the potential liability to each of those who include and exclude the value
on the customer account statement?
f. If an introducing FINRA member believes the value is unreliable but the
clearing FINRA member produces the customer account statements, how
does the introducing FINRA member alert the clearing FINRA member
about the issues relating to the reliability of the value?
9. What role does the clearing FINRA member play in the determination to
include or exclude the value on customer account statements?
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4. Transition Period. REISA believes that FINRA should include a transition
period for implementing the Proposed Amendments in Regulatory Notice 1144 given the significant changes that would occur, especially for those DPPs
and REITs that are currently in their Initial Offering Periods, as well as those
that are currently in registration, if the Proposed Amendments are adopted.
Conclusion
REISA remains committed to collectively working to improve the industry from
the standpoint of transparency and valuation. REISA believes that while Regulatory
Notice 11-44 has the right goals in mind, there are some issues with the Proposed
Amendments that require some adjustments. REISA appreciates the opportunity to
comment on Regulatory Notice 11-44 and looks forward to a continued dialogue with
FINRA on these and other important issues for the protection of investors and the capital
markets.
Sincerely,

Richard B. Chess
President, Real Estate Investment Securities Association
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November 11, 2011

Via PDF email: pubcom@finra.org
Ms. Marcia E. Asquith
Office of the Corporate Secretary
FINRA
1735 K Street, NW Washington, DC 20006-1506
Re:

FINRA Regulatory Notice 11-44

Dear Ms. Asquith,
The Investment Program Association (the “IPA”) appreciates the opportunity to comment on
Regulatory Notice 11-44 published by the Financial Industry Regulatory Authority, Inc.
(“FINRA”) on September 29, 2011. The Notice seeks comments to FINRA’s proposal to modify
NASD Rule 2340 (the “Proposed Amendment”). Rule 2340 governs reporting of per share
estimated values on customer account statements. The IPA is a national trade association
comprised of members engaged in sponsoring, selling or providing services relating to alternative
investments including, among other things, non-listed REITs and other types of direct
participation programs (“DPPs”).
The Proposal
The Proposed Amendment is described in FINRA Regulatory Notice 11-44 (“RN 11-44”). We
understand that FINRA is proposing the changes in an effort to, among other things, assist
investors in understanding the value and relative performance of non-listed REITs and DPPs over
time. If adopted, the Proposed Amendment would modify existing NASD Rule 2340. This rule
generally requires each general securities member firm to send account statements to customers at
least quarterly. NASD Rule 2340(c), in particular, requires the member firm to include an
estimated value for any non-listed REIT or DPP held in a customer’s account developed from
information that is as of a date no more than 18 months prior to the date that the statement is
issued. FINRA Regulatory Notice 09-09 (“RN 09-09”) states that during the offering period,
member firms may report an estimated value based on the offering price of the shares until 18
months after the conclusion of the offering.
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The Proposed Amendment would revise NASD Rule 2340 by:
•

requiring member firms to deduct, during the offering period, all “organization
and offering expenses,” including issuer expenses (“O&O Expenses”), from the
gross offering price resulting in a “net value” for purposes of customer account
statement reporting;

•

limiting the time period during which member firms may use the offering price
on customer account statements;1

•

requiring estimated per share valuations after the offering period to be
determined and reported sooner than the rules and RN 09-09 currently require;
and

•

prohibiting member firms from using a per share estimated value if the firm
knows, or has reason to know, that the estimated value is unreliable.

Discussion
The IPA shares and supports FINRA’s interest in disclosure that furthers an investor’s
understanding of the value and performance of the investments. SEC, “blue sky” and FINRA
rules and regulations impose significant disclosure obligations on offerings conducted by nonlisted REITs and DPPs. For example, the prospectuses for offerings of non-listed REITs and
DPPs clearly disclose all of the O&O Expenses, including selling commissions, to be paid in
connection with the offering. In fact, FINRA requires these disclosures to be made assuming the
highest possible selling commissions and dealer manager fees. This information is typically
discussed at length under the estimated use of offering proceeds, management compensation and
plan of distribution sections of the prospectus. Moreover, the cover page of the prospectus
clearly sets forth, in tabular format, the price to the public, selling commissions, dealer manager
fee and net proceeds before other expenses so that a prospective investor is able to clearly
understand the net amount available to be invested.
During and after the offering period, SEC rules and interpretations also require extensive
disclosure regarding the nature of each property acquired, including the purchase price and
capitalization rate as well as information regarding significant tenants, lease rates and expirations,
audited financial statements for all “significant” acquisitions, and extensive disclosure regarding
the amounts and sources of distributions paid to investors. All of these disclosure requirements
are designed to provide investors and others such as due diligence firms or other analysts, with
the information that can be used to evaluate an investment in a non-listed REIT or DPP. Further,
RN 09-09 and new SEC interpretations regarding disclosure of estimated share values reported
after the end of the offering period provide investors with additional knowledge of an entity’s
performance after it has completed its initial capital raising phase. Through the comment and
review process, the SEC has begun requiring additional extensive disclosure regarding the
1

	
  The initial offering period is defined in your notice and by Securities Act Rule 415 as lasting up to three
years plus an additional 180 day carryover period.

2
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methods used by non-listed REITs and DPPs to estimate share value, including disclosure of all
key assumptions and the range of values arrived at in the process of estimating value.
Presently, a member firm is not required to report an estimated value based on any metric other
than the offering price until the issuer has completed its primary public offering or offerings.
Most issuers typically engage in both an initial offering and a follow-on offering. Thus, the
period before a member firm reports an estimated value not based on the offering price can be
quite long. The IPA understands that this period may be too long. The IPA supports FINRA’s
desire to shorten this timeframe and, subject to further understanding of the interplay between
follow-on offerings and the ability of non-listed REITs and DPPs to achieve their objectives,
including providing a liquidity event or events to their investors, would support a shorter period
of time during which a customer account statement may report a value based on the offering
price.
The IPA does not, however, believe that the changes in the Proposed Amendment that would
require the reporting of a “net value” on the customer account statement during the initial offering
period will further an investor’s understanding of an investment in a non-listed REIT or DPP and
should not be adopted. Also, if one of the objectives of the Proposed Amendment is to change
the commission structure associated with the sale of non-listed REITs and DPPs, we do not
believe the Proposed Amendment should be used for that purpose.
I.

The customer account statement value should be equal to the gross offering price
during the initial offering period.

In raising capital, non-listed REITs and DPPs have generally used a fixed pricing method,
typically $10.00 per share. This offering price has been selected because it provides a transparent
and easily understood manner for determining the number of shares to be issued to an investor
and calculating returns. The fixed offering price is also consistent with the fact that each nonlisted REIT or DPP typically starts as a “blind pool,” raises money and invests proceeds in assets
over a period of time. During an offering period, capital is raised, subsequently deployed, income
grows with the growth of the program’s portfolio, and the underlying asset values themselves
may go up or down. An important component of this process is a follow-on offering. A followon offering typically commences immediately after the initial offering expires or is terminated.
Because many member firms do not actually begin their due diligence investigation and sign
selling agreements until sometime after the initial offering is declared effective, most non-listed
REITs and DPPs receive the bulk of their offering proceeds during the last few months of the
initial offering period and during the follow-on offering. The amount of capital raised largely
influences whether the non-listed REIT or DPP will have the necessary size to effect a successful
liquidity event such as a listing, merger or sale of the portfolio for an attractive return to
investors.
Needless to say, the ultimate value of a security is impacted by many variables, including an
issuer’s policy regarding leverage, the nature of the assets purchased by the issuer, the quality of
the issuer’s management, as well as other macro and micro economic factors. The IPA believes
that many of the SEC’s disclosure rules and initiatives result in investors receiving information

3
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regarding many of these variables so that the investors may understand the value and relative
performance of their investment, particularly during the offering period or periods.
With respect to an illiquid security such as a non-listed REIT or DPP, FINRA acknowledges that
the estimated value “may be derived from several sources.” FINRA goes on to note that an
“appraisal of the issuer’s assets and operations will assist investors in understanding the value and
relative performance” of the entity over time. The IPA agrees with FINRA’s assessment.
Unfortunately, FINRA goes on to state that “in the earlier stages of an offering,” as the issuer
accumulates assets, “the net offering price can be a suitable alternative, particularly since an
appraisal would involve recently acquired assets and cash that is yet to be invested during the
ramp-up period” (emphasis added). FINRA does not, however, cite any recognized authority for
estimating the value of a security in this manner. Despite the lack of any such authority, FINRA
proposes to amend Rule 2340 to require that, during the offering period, all per share estimated
values reflect a deduction of all O&O Expenses, resulting in what FINRA calls a “net value” for
customer account statement purposes.
The IPA does not believe this approach furthers an investor’s ability to understand an investment
in the non-listed REIT or DPP and the relative performance of the investment over time. The
calculation of “net value” is not based on any new information or analysis. We believe the
change, if adopted, will likely confuse investors and may have the unintended consequence of
negatively impacting capital formation in the United States.
A.

Transparency

If the Proposed Amendment is adopted, member firms will be required to report an artificial price
that may confuse investors into thinking the “net value” is a real value. Existing disclosure,
contained on the cover page of each prospectus and in the risk factors of the prospectus, among
other places, clearly explains the initial offering price and related O&O Expenses, including
selling commissions. Reducing the offering price by the amount of O&O Expenses simply
results in a smaller number. Reporting this “net value” on a customer account statement could
very well confuse investors into thinking that the “value” of their investment had immediately
dropped, causing investor consternation, frustration with their registered representatives and a
reluctance to invest in this type of security. All of this despite the fact that all investors had been
provided with transparent disclosure, cleared by the SEC and various state regulatory authorities,
disclosing the offering price, and more importantly, the fees and expenses associated with the
offering and the net proceeds to be realized by the issuer.
Using a “net value” as proposed by FINRA also runs the risk of creating other issues or
consequences that FINRA should further consider and evaluate. In addition to understanding the
impact that the Proposed Amendment would have on follow-on offerings and the ability to effect
a successful liquidity event, the Proposed Amendment could have far reaching negative
consequences. For example, all offerings of shares through “distribution reinvestment plans” or
“DRPs” are priced at a “discount” to the gross offering price. The “net value” approach taken by
the Proposed Amendment will, at a minimum, create a question of whether investors are or are
not purchasing at a discount and may result in negative tax consequences, albeit unintended, for
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these DRP programs. The Proposed Amendment is unclear as to whether O&O Expenses would
be subtracted only on shares sold in the primary offering on which commissions are paid or must
be allocated across all shares that may be offered such as DRP shares. Not everyone participates
in DRP programs and existing FINRA rules prohibit sales loads on these shares. Thus, it seems
the likely outcome would be to allocate these costs only to the shares issued in the primary
offering and thus investors who do participate in the DRP will end up believing they have paid a
premium, not a discount, for DRP shares which would likely reduce the proceeds raised through
DRPs. Also, a statement of “net value” will cause confusion regarding redemption programs.
Most non-listed REIT and DPP programs provide share redemption programs, in which the
redemption price is equal to a percentage of the gross offering price (typically between 90% and
100% of the offering price). If the Proposed Amendment is adopted, in many cases, the stated
redemption price will be higher than the reported “net value” during the pendency of the offering,
suggesting that the redemption would in fact result in a profit to the investors and possibly
resulting in “a run on the bank.” The more funds that an issuer must use to fulfill redemption
requests, the less it will have to purchase properties.
There are other issues as well that raise concerns that merit further study and review. For
example:
(a)
In calculating “net value,” the requirement that issuers deduct
variable, as opposed to fixed, O&O Expenses is problematic. Under FINRA and state
regulations, these variable expenses can be as much as an additional 5% of the gross
offering proceeds even if they are generally much less. For example, under the Proposed
Amendment, it is not clear whether the amount of O&O Expenses reflected on the
customer account statement should be equal to the maximum 15% of gross offering
proceeds at the outset of the offering and then reduced as more shares are sold or whether
the member firm should use an estimated percentage assuming the maximum amount of
proceeds are sold. The Proposed Amendment also does not address how offerings with
caps on O&O Expenses are to be treated and, in particular, the treatment of O&O
Expenses that may exceed the cap as is often the case in the early stages of an offering.
(b)
The Proposed Amendment does not make clear whether O&O
Expenses that are charged after the date as of which a post-offering estimated value for
the program shares is published should be included in any net value that is reported on a
customer account statement during the offering.
(c)
The Proposed Amendment does not make clear whether member
firms must include any particular disclosure to their customers in respect of distribution
and yield percentages based on the gross offering price versus the figures reported on
customer statements. Using something other than the $10.00 offering price will eliminate
the current uniformity of approach which will be a step backward from the goal of
enhancing investor understanding.
(d)
The Proposed Amendment does not address whether member
firms may report, in the case of an issuer that voluntarily reprices its shares during the
pendency of a follow-on offering, this new price as the estimated value for the remainder
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of the offering, whether member firms must require the issuer to publish a new estimated
value on an annual basis and whether member firms must continue to deduct O&O
Expenses throughout the term of the follow-on offering.
(e)
Current rules do not require a member firm to ascribe a customer
account statement value to non-listed REITs and DPPs that are privately offered. The
Proposed Amendment could be read to require them to do so and should be revised to
make it clear that the Proposed Amendment does not impact the treatment of, or apply to,
privately offered non-listed REITs or DPPs.
(f)
Footnote 10 of the Proposed Amendment states that issuers that
deduct O&O Expenses from income or assets must still reduce the gross offering price
for these costs. It is not clear why costs which are funded from income should
nevertheless be subtracted from the gross offering price for customer account statement
purposes. In addition, if this footnote is intended to capture deferred commissions during
the initial offering period, there would be no uniform way of calculating these
commissions because the amount that would be paid during the offering period depends
on when investors purchase shares, which occurs over a period of time.
(g)
The difference in the mandatory prohibition on providing a per
share estimated value in Proposed Rule 2340(c)(2)(A) and the permissive approach in
Proposed Rule 2340(c)(2)(B) is not clear. If the annual report does not contain a per
share estimated value that complies with Proposed Rule 2340(c)(1)(B) or (C), it would
seem a member “knows or has reason to know” the value is unreliable and would
therefore be required, not merely permitted, to refrain from providing the value. The
Proposed Amendment should make clear that FINRA member firms will have the option
of not including an estimated value on customer statements when the member reasonably
believes that it cannot rely or make any such estimate. Further, the Proposed Amendment
should provide greater clarity on when a member firm will be deemed to “know or have
reason to know.” The Proposed Amendment should also make clear that member firms
are not required to conduct an independent analysis of the estimated value.
Rather than require reporting of a “net value,” the IPA believes that FINRA can achieve its
objectives by requiring delivery of a customer purchase confirmation that reflects the gross per
share offering price, the selling commissions paid in connection with the sale as well as the net
offering proceeds realized by the issuer. The IPA does not believe it makes sense to show either
due diligence costs or issuer costs on this separate document. As noted above, these costs are
variable during the offering period.
The investor purchase confirmation would function together with the issuer’s prospectus and
would best assist FINRA in achieving its objectives because it would ensure that each investor is
provided with information regarding the offering price of the shares in connection with the
purchase along with the selling commissions and the net proceeds realized by the issuer.
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B.

Unintended Economic Consequences

There is ample evidence that the U.S. is losing its competitiveness in capital formation with a
growing percentage of this important economic driver moving overseas. Regulation that could
exacerbate this trend in these difficult times should be carefully considered before being
implemented. Non-listed REITs, in particular, serve an important role in both providing investors
with a method to diversify their portfolio and in providing capital to the commercial real estate
industry ($5 to $10 billion annually) which in turn impacts real estate value and performance as
well as job creation.
In the decade preceding the decline in real estate values that began abruptly in 2008, real estate
values generally increased in all major categories each year. During this period, in accordance
with then prevailing regulations, the vast majority of members of the IPA maintained the fixed
offering price in their valuations and they appeared as such on client statements issued from
FINRA member firms. This underscores the longstanding consistency of approach the industry
has taken.
The Proposed Amendment could negatively impact the amount of capital raised by non-listed
REITs and DPPs to the detriment of the U.S. economy. As noted above, the Proposed
Amendment is especially problematic for follow-on offerings which could impact the ability of
non-listed REITs or DPPs to raise adequate capital in order to achieve their investment
objectives. Careful study and analysis is needed to understand these potential impacts.
II.
Changes in customer account statement reporting rules should not be used to change
commission practices.
As noted above, an underlying objective of the Proposed Amendment may be to create greater
competition regarding selling commissions and to ultimately reduce the amount of these
commissions paid in connection with public offerings by non-listed REITs and DPPs. The need
for changes to the commission structure used in the sale of non-listed REITs and DPPs is beyond
the scope of this letter. We do not believe, however, that changes to commissions arrangements
should be a motivating factor underlying the Proposed Amendment. The selling commissions
currently paid in these offerings conform to existing FINRA limits. We believe that market
forces should dictate the outcome on this issue.
III.

The IPA supports more frequent estimates of share value.

As noted above, the IPA agrees with FINRA that the present 18 month post offering timeframe
set out in RN 09-09 is too long. The IPA supports more frequent estimates of share value which
may very likely impact the issuer’s business decisions such as distribution coverage and perhaps
selling commissions. The IPA, however, urges FINRA to study the impact that a shorter
timeframe may have on follow-on offerings and the ability of non-listed REITs and DPPs to
achieve their objectives.
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The IPA also believes that the timeline should be tied to the completion of the offering and not
the filing of an annual report by the issuer. This latter approach leaves too much room for
unintended results and “management” of the offering termination.
Further, the Proposed Amendment should make clear that no change in the published estimated
value is required for customer account statement purposes until the time that the issuer publishes
an estimated per share value. Until this is clarified, member firms will seemingly have an
untenable level of uncertainty as to whether they will be entitled to rely on the offering price
during the offering period and in periods between annual estimated valuations. While there are
notional fluctuations in value during these periods, day-to-day perfection cannot be achieved and
disclosure must be sufficient to keep investors informed that such fluctuations can occur during
these periods.
IV.

Transition issues.

The non-listed REIT and DPP industry and member firms have operated under the historical
paradigm described herein for many years. The Proposed Amendment contains no considerations
of transitioning to its new methodologies, many of which will be highly disruptive to the industry
and its investors. As an example, under current regulations, non-listed REITs and DPPs in
offering are currently reported on customer statements at their gross offering prices. The
consequences of suddenly changing this paradigm may unfairly impact these non-listed REITs
and DPPs and may result in other unintended consequences such as the impact on follow-on
offerings. A sudden change of this magnitude bears further study by FINRA. At the least it
seems that FINRA, if it were to adopt new methodologies along the lines of those described in the
Proposed Amendment, should provide that the effectiveness of the new rule be set at a reasonable
time into the future after they are finalized and officially adopted, both so that FINRA member
firms can prepare their customers for the effect of the new rules, but also so that existing
programs are not prejudiced, new programs can incorporate the new rules into their structures and
that all industry participants can create compliant systems. A reasonable timeframe for this
delayed effectiveness may be eighteen months.
Thank you for your consideration of these very important concerns.
Respectfully submitted,

Martel Day
Chairman
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With regards to the proposed changes to Customer Account Statements pursuant to NASD 2340, please
consider the following thoughts:
1. I believe it would be prudent and I support better disclosure to clients of the Organizational &
Offering expenses and how they are charged and how they could negatively affect the perceived
value of the investment.
2. I think that trying to portray an estimated value in a statement, net of fees, would not be a
feasible decision. These investments are non‐listed and trying to determine a value is very
difficult. If a REIT for example has 15% of Org. and Off expenses, so the statement would reflect
an $8.50 value per share, I don’t believe that his is an accurate value. The REIT could still be
sitting on a lot of cash that has yet to be deployed, meaning the value would most likely be less
than $8.50, or the REIT could have purchased a property(s) at a significant discount and the
value could be more than $8.50. I agree that this is the case in the current $10.00 per share
reflection as well. In addition, investors participating in the DRIP programs, in which REIT
companies promote a discounted $9.50 purchase price, it would be confusing to an investor to
determine how that is valued net of fees and how to portray the overall value in this structure
given some shares were purchased at $10.00 and others at $9.50. I would actually be a
proponent of not indicating any kind of value (including the $10.00 value), but simply having
statements that indicate how much an investor contributed and what the determined share
price was of those contributions but then disclosing that the share price is a “predetermined
value and does not reflect the actual value of the REIT shares, which could fluctuate based upon
factors including, but not limited to, the value of the underlying assets and the organizational
and offering expense.”
3. I believe that this issue is similar to that of an investor buying stock of a private company. The
shares are not valued daily, they are not liquid, commissions are often paid to brokers and
investors pay a predetermined share price, but they understand that that share price can be
somewhat arbitrary as the company value could be fluctuating on a daily basis based upon the
performance of the company. These investors understand that until the private stock liquidates
through another private transaction or until it goes public, the value of those shares were based
upon a predetermined amount and they hope that at liquidation that they are getting back
more than that dollar amount. I agree that this too is a difficult scenario for investors as they
want to know the value of their investment but that is difficult under certain structures and I
think we need to do a better job of educating on those structures.
4. I would propose a statement that indicates the amount invested and the per share price paid for
those shares and then perhaps another line in the same statement that indicates the per share
price paid net of fees (so indicates two share prices on the statement). With both of those
however, I think it is necessary to disclose that those values are arbitrary and predetermined.
5. Another thought is to not reflect a “value” in a statement, but reflect a dollar amount invested
and a price per share paid for that dollar amount and then disclose in that statement, that the
amounted invested and share price paid could fluctuate based upon the performance of the
underlying assets and the fees paid.
6. On the signature pages of most REIT paperwork, there are disclosures that investors initial
before they sign. I would propose another disclosure that indicates that share prices do not
necessarily reflect the value of the investment and that they are paying org. and off expenses
that could be as high as 15% and could negatively affect the value of their shares. With this
disclosure requiring investor initials in the sub docs, and then another disclosure in the actual
quarterly or transaction statements, that indicates that the share value of $10.00 per share my
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not reflect the actual value of the shares, I believe we could address the concerns at hand and
not negatively impact the industry.
I like the direction being taken with this proposed change, but I think it needs to be done more through
disclosure format rather than trying to continue determining a value of shares. I do not think that is
good for the industry, but I do believe that more needs to be done to educate investors on how REITs
are valued (or not valued) and how their fees are structured and how they affect the overall return on
the investments.
With regards to 09‐09, I like the 18 month valuation as REIT’s that are completed the initial offering
period have less moving parts and a real valuation at that point can be closer had. I would propose this
be done more frequently and perhaps be done annually as part of the annual filing of a REIT.
Thank you,
DFPG Investments, Inc.

406 W South Jordan Pkwy, #240
South Jordan, UT 84095
ph. (801) 838-9999
Member FINRA/SIPC
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November 11, 2011

Via PDF email: pubcom@finra.org
Ms. Marcia E. Asquith
Office of the Corporate Secretary
FINRA
1735 K Street, NW Washington, DC 20006-1506
Re: FINRA Regulatory Notice 11-44
Dear Ms. Asquith:
NorthStar Realty Finance Corp. (“NRF”), NorthStar Real Estate Income Trust, Inc. (“NSREIT”)
and NorthStar Realty Securities, LLC (“NorthStar Realty Securities”) appreciate the opportunity to
comment on Regulatory Notice 11-44 (the “Notice”) published by the Financial Industry Regulatory
Authority, Inc. (“FINRA”) on September 29, 2011. The Notice seeks comments to FINRA’s proposal to
modify NASD Rule 2340, which governs reporting of per share estimated values on customer account
statements (the “Proposed Amendment”). NRF is NSREIT’s sponsor and is a NYSE-listed finance real
estate investment trust (“REIT”) that primarily originates, acquires and manages portfolios of commercial
real estate debt, real estate securities and net lease properties. NSREIT is a public, non-listed REIT that
was formed to originate, invest in, and manage a diversified portfolio of commercial real estate debt,
commercial real estate debt-related securities and select commercial real estate equity investments.
NorthStar Realty Securities is a FINRA registered broker-dealer, NSREIT’s dealer manager and an
affiliate of NRF. Together, we offer a unique perspective on the Notice given that (i) to our knowledge,
NSREIT was the first public non-listed REIT with a core focus on commercial debt related investments,
(ii) NSREIT is one of only a few public, non-listed REITs sponsored by a publicly traded company and
(iii) we have the benefit of perspectives held by three important constituencies, namely the sponsor of a
public non-listed REIT, a public non-listed REIT issuer and a captive broker-dealer focused in the
industry.
We commend and share FINRA’s commitment to providing transparency and clear disclosure to
investors. We advise FINRA that we have reviewed and support in principle the comment letter on the
Notice submitted by the Investment Program Association (the “IPA Letter”). Among the matters raised in
the IPA Letter, and the primary focus of this letter, is whether it would be prudent, as proposed by
FINRA, to require brokerage statements to reflect per share estimated values based on the offering price
during the Initial Offering Period (as defined in the Proposed Amendment) as reduced by organization
and offering expenses (the “Net Value Proposal”). We strongly believe that FINRA should not pursue the
Net Value Proposal.
Underlying the Net Value Proposal is the proposition that during the Initial Offering Period, the
initial offering price less organization and offering expenses is an appropriate reflection of the value of
the securities held by the investors or, at a minimum, is a better reflection than the initial offering price
th
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itself. There are many factors that influence the value of a going concern during the Initial Offering
Period, such as, among other matters, the strength of management, the ability to identify and realize upon
market opportunity, brand awareness, market perception, market conditions, the ability to effectively
implement a business plan, underlying asset values of the growing portfolio and expected future cash
flows. We stress our belief that the initial public offering price reduced by organization and offering
expenses is not an appropriate valuation metric and offers no basis for determining the intrinsic value of
the subject securities. In our view, the adoption of the Net Value Proposal will only serve to confuse
investors, leading to potential significant unintended consequences.
Among the unintended consequences that could flow from the Net Value Proposal is that
investors may conclude that the “value” of their investment in the subject going concern is immediately
less than their initial investment. This is an erroneous assumption even in the short term and such error is
exacerbated with the passage of time. We believe that public, non-listed REIT investors generally seek
long term investments and the true “value” of the initial investment could, even in the short term, well be
in excess of the initial investment as a result of many of the factors referenced above. The Net Value
Proposal lacks foundation and could negatively impact capital formation in the United States without
providing investors any enhanced protection. As such, we suggest that FINRA abandon the Net Value
Proposal for the Initial Offering Period and instead continue to work with the Securities and Exchange
Commission (“SEC”) and the state securities commissions to ensure that investors are provided with clear
and accurate disclosure of all organization and offering expenses in the applicable prospectus.
We believe that reflecting the initial public offering price on investor statements is the most
prudent course until such time as the initial public offering is complete and sound valuation
methodologies may be deployed. In addition, we urge FINRA to conduct further research and studies to
determine the potential impact of the Net Value Proposal on follow-on offerings, which may be an
essential continuation of capital raising activity that is necessary to achieve long term business objectives
and the highest possible return to investors.
We fully support the prudent regulation of the United States capital markets by FINRA, the SEC
and the state securities commissions. We appreciate the opportunity to comment on the Proposed
Amendment and Net Value Proposal so we can work in a collaborative manner to protect investors and
support a well-functioning capital markets system in the United States.
Very truly yours,

NorthStar Realty Finance Corp.
Daniel R. Gilbert
Co-President and Chief Investment Officer
NorthStar Real Estate Income Trust, Inc.
Daniel R. Gilbert
President and Chief Investment Officer
NorthStar Realty Securities, LLC
W. Timothy O’Toole
President
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NORTH AMERICAN SECURITIES ADMINISTRATORS ASSOCIATION, INC.
750 First Street N.E., Suite 1140
Washington, D.C. 20002
202/737-0900
Fax: 202/783-3571
www.nasaa.org

NASAA

November 18, 2011

Via electronic submission to pubcom@finra.org

Ms. Marcia E. Asquith
Senior Vice President and Corporate Secretary
FINRA
1735 K Street, NW
Washington DC 20006-1506
RE:

Comments in Response to Regulatory Notice 11-44

Dear Ms. Asquith:
NASAA jurisdictions review DPP offerings to assess whether disclosure is adequate and the
terms are fair to investors. We support the efforts of FINRA in Regulatory Notice 11-44 and the
proposed amendments to Rule 2340, which enhance all disclosures for the benefit of issuers,
FINRA member firms, and investors.
The valuation of DPP securities in customer account statements is important to investors in many
financial planning decisions. Investors will naturally assume that the disclosed value accurately
reflects the true value of their holdings, and investors will review the valuations to assess the
performance of the investment. Asset allocation decisions that include additional purchases or
redemptions may be made based upon this disclosed value.
NASAA is concerned about inconsistent valuation methods by both member firms and issuers.
We believe proposed Rule 2340 improves the valuation of unlisted direct participation programs
or real estate investment trusts in customer accounts. We support this rule and any future
measures to enhance the understanding of these valuations.
The past practice of using the standard offering price ($10 per share) as the valuation of these
DPP/REIT securities for up to seven and one-half years after effectiveness (two registration
statements of three year offerings plus 18 months) is a wholly inadequate method for
determining the current value of these securities in customer account statements. The proposal
to value the securities from the initial effective date and offering period by Rule 415(a)(5) (three
years and 180 days) is supported by NASAA as a significant improvement. NASAA also
supports the deduction of the organizational and offering expenses from the valuation during the
offering period as an improvement over the industry practice of a constant $10 per share.

President: Jack E. Herstein (Nebraska)
President-Elect: Preston DuFauchard (California)
Past-President: David Massey (North Carolina)
Executive Director: Russel Iuculano

Secretary: Rick Hancox (New Brunswick)
Treasurer: Fred Joseph (Colorado)
Ombudsman: Matthew Neubert (Arizona)

Directors: Steven D. Irwin (Pennsylvania)
Andrea Seidt (Ohio)
Patricia D. Struck (Wisconsin)
Frank L.Widmann (Florida)
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Most importantly, NASAA supports proposed Rule 2340(c)(2), which would require the member
firm to not report a value if it knows or has reason to know that the value is unreliable. To
enhance the quality and consistency of the valuations, NASAA encourages FINRA to provide
additional guidance to member firms to comply with this provision. This would include a review
of the financial statements and a US GAAP or IFRS (as allowed by law) analysis in assessing the
appropriate valuation. If adopted, the FASB proposal, Proposed Accounting Standards Update
2011-210-Real Estate-Investment Property Entities (Topic 973), would require a fair market
value for certain real estate holdings in financial reporting. This would further support the
obligation of members to exercise appropriate due diligence in reviewing the financial statements
under proposed Rule 2340(c)(2).
NASAA thanks FINRA for the opportunity to provide comments on Regulatory Notice 11-44
and proposed Rule 2340.
Sincerely,

Jack E. Herstein
NASAA President and
Assistant Director, Nebraska Department of Banking and Finance, Bureau of Securities
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Marcia E. Asquith
Office of the Corporate Secretary
FINRA
1735 K Street, NW
Washington, DC 20006-1506
Re: FINRA Request for Comment on Proposed Amendments to NASD Rule 2340 to Address
Values of Unlisted Direct Participation Programs and Real Estate Investment Trusts in Customer
Account Statements
Ms. Asquith,
We support FINRA’s proposed amendments to NASD Rule 2340 regarding both valuation of Real
Estate Investment Trusts (REITs), and disclosure of deductions of fees and operating expenses in
customer account statements; however, FINRA should also more closely examine disclosure of
account maintenance fees charged by brokers, and establish a mechanism for investors to
receive fair value for their investments after a reasonable period of years.
We currently own two non-publicly traded REITs, and the only mechanism we have of
determining their value comes from mini-tender offers or quotes for their sale on the secondary
market, i.e., these investments are worth only what someone is willing to pay for them, and
certainly not the fixed share prices currently reported on the account statements. We suspect
the actual performance of these investments has fallen far short of their publicly traded
counterparts, but without an accurate valuation we have no guidance about whether we should
sell on the secondary market to cut our losses or hold on to the investments in hopes that they
someday become liquid. We support the proposed amendments requiring more current and
accurate valuation of these investments.
We were unaware of the magnitude of the up-front loads, fees or commissions deducted from
our initial investments in the REITs made several years ago, until only recently when we read
news articles about these investments. Allowing companies to deduct fees in such a nontransparent manner is equivalent to allowing them to steal money directly from a checking or
savings account. So, we applaud FINRA’s efforts to make these up-front expenses more readily
apparent.
When we made the initial investments we assumed the investments were held directly by the
REITS, similar to a stock dividend reinvestment plan. Our financial advisor did not make it
apparent that we would have to pay for an annual account maintenance fee and an “Alternative
Investment Custody and Valuation Fee” for each REIT to a brokerage firm. These fees continually
erode the value of what appear to be questionable investments.
Last, when we invested in the non-publicly traded REITs, we understood they were relatively
illiquid, but anticipated liquidity after a period of years, about five years according to our
financial advisor. Shortly after making our initial investments, both REITs discontinued their
share repurchase programs and we are unaware of any incentive for management to do
anything other than allowing the REITs to run on indefinitely “continuing to collect fees, rather
than trying to find the maximum value for the portfolio of properties” to quote a recent

Page 110 of 268

MarketWatch article. FINRA should establish a mechanism for investors to recover fair value for
their investments after a reasonable period of years.
Thank you for the opportunity to provide input.
Charlie Howell
Laura Stankosky
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Research and Due Diligence Association, Inc.
membership@raddassoc.org

November 11, 2011
Marcia E. Asquith
Office of the Corporate Secretary
FINRA
1735 K Street, N.W.
Washington, D.C. 20006-1506
Re: Regulatory Notice 11-44: Proposed Amendments to NASD Rule 2340
Dear Ms. Asquith,
The Research and Due Diligence Association, Inc. (RADD) is pleased to submit this letter in
response to FINRA’s request for comments on proposed amendments to NASD Rule 2340 to
address values of unlisted direct participation programs and real estate investment trusts in
customer account statements. RADD is an association of individuals involved in research and/or
due diligence functions who are either employed by independent broker-dealers or by firms
retained by broker-dealers to assist in those functions.
RADD is commenting on paragraph (c)(2)(A) of Rule 2340, as proposed to be amended, which
states that “[a] member must refrain from providing a per share estimated value, from any
source, if it knows or has reason to know the value is unreliable, based upon publicly available
information or nonpublic information that has come to the member’s attention[.]” RADD has
two concerns relating to this provision: first, it would subject broker-dealers to an ambiguous
standard that would be extremely difficult to satisfy, and second, it would have a chilling effect
on their ability to conduct due diligence on the program that publishes a valuation or
subsequent offerings by the sponsor of the program that publishes a valuation.

Ambiguous Standard
The standard set forth in this clause is ambiguous primarily due to the use of the term
“unreliable.” Valuations are conducted in a variety of ways – some are conducted entirely by
individuals employed by the issuer or an affiliate, and some are conducted with the input from
an outside firm. If an outside firm is utilized, its role can vary, from merely providing input to
management or the board of the issuer to producing the actual value to be reported by the
issuer. In addition, there are a number of valuation methodologies that might be utilized,
including those based upon net asset value, discounted cash flow analysis, public company
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comparables, or a dividend discount model. The use of each methodology in turn involves
making a number of assumptions, such as assumptions relating to current and future
capitalization rates, the choice of market comparables, and the choice of an appropriate
discount rate.
The “reliability” of a given valuation therefore could be challenged on a number of fronts. For
example, would a valuation be unreliable if it were conducted entirely by internal staff due to
potential conflicts of interest? Similarly, would it be unreliable to rely upon valuation
information provided by a valuation firm retained by the issuer? Would it be unreliable if the
issuer utilized a valuation firm with conflicts of interest due to providing other services to the
issuer or its affiliates? Would broker-dealers be charged with determining the appropriateness
of the methodology chosen, and the reasonableness of each assumption made in the calculation
of value? If so, the broker-dealer could be required to conduct a comprehensive evaluation of
all aspects of a valuation, including the qualifications of the individuals or firms conducting the
valuation, any conflicts of interest that may be present, the appropriateness of the methodology
utilized, and the reasonableness of every assumption made in conducting the valuation.

Potentially Chilling Effect upon Due Diligence
RADD is also concerned that the proposal could have a chilling effect upon due diligence.
Because offering of direct participation programs and non-traded REITs are typically conducted
on a continuous basis, broker-dealers often conduct ongoing or periodic due diligence of these
offerings. And because these programs are typically “blind pools,” due diligence may include an
investigation of prior performance and an evaluation of related disclosure. A review of the
information relating to the valuation of a current or prior offering therefore could be appropriate
as part of due diligence, as it could be relevant to the performance of a current program or that
of a prior program, respectively.
During the course of such due diligence, a broker-dealer will typically review public and nonpublic information. A review of non-public information is generally called for, since a principal
objective of due diligence is to ensure that all material facts pertaining to an issuer are
adequately and accurately disclosed in the offering document, a determination that often
cannot be made by reviewing only public information. RADD believes that broker-dealers
conducting due diligence generally should obtain and review non-public information relating to
valuations of current and prior programs, as well as other non-public information concerning the
issuer, the sponsor, and the sponsor’s prior programs.
RADD is concerned, however, that the proposed amendment could provide disincentive for
broker-dealers to request non-public information, or for sponsors to provide it to them. Many
pieces of information, both significant and insignificant, could arguably have a bearing on the
reliability of a valuation. This includes not only information directly related to the valuation, but
the issuer’s property-level information, financial models and projections, financial statements
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and anything else that could affect the value of a company or its assets. If a broker-dealer is
required to consider the potential impact on the reliability of a valuation of all non-public
information received in the course of its due diligence, it may be reluctant to request as much
non-public information as it otherwise would, and the sponsor may be more reluctant to provide
it.

Conclusion
In light of the forgoing, we would urge FINRA to modify (c)(2)(A) of Rule 2340, as proposed to
be amended, to either (1) include specific language that would make it clear what would
constitute an “unreliable” valuation or (2) choose a more objective standard with a higher
threshold for culpability. In light of the inherent complexity in defining what might constitute
an “unreliable” valuation, RADD believes that adoption of a more objective standard with a
materiality standard and a higher threshold of culpability would be appropriate, so that the
requirement is manageable and not unduly burdensome. In this regard, RADD believes that it
also would be appropriate for FINRA to provide guidance, either in the rule or in a proposing or
adopting release, as to the expected level of inquiry by broker-dealers in evaluating a published
valuation. RADD believes that this or a similar approach would be more appropriate, as it would
continue to hold broker-dealers accountable with respect to published valuations, but would
provide them with a more objective standard of accountability and greater clarity as to their
duty of inquiry.
Please contact the undersigned at 410-964-2500 if you have any questions.
Very truly yours,

John F. Kearney
General Counsel
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I am in full support of any rule which gives investors more transparency and
clarity into the actual value of an investment. To give broker-dealers the option
of showing an incorrect security value on a client statement for 3-5 years seems
to contradict the fairness, transparency and investor protection that FINRA
stands for.
With any other security, the commissions, sales charges, organization and
offering expenses are all deducted, thereby providing the transparency and
truthfulness investors deserve. For some reason, the non-traded REIT industry has
been allowed for years to operated outside of this standard convention. The
non-traded REIT industry has always “hoped” that the value of the underlying
assets would one day “catch up or exceed” their client’s initial purchase price,
but as we all know, that is speculation. (Note: Behringer Harvard was forced to
go mark-to-market on their real estate portfolio and their NAV dropped from $10
per share to $4.25 IN ONE DAY. We all know that the degradation in value
occurred over many years, but investors were kept in the dark. On top of that,
many registered representatives were touting non-traded REITs as “non-volatile”
and “non-correlated”, clearly two misleading statements.)
Non-traded REITs should be shown on client’s statement NET of all upfront
expenses, just like any other investment. Retail investors should not be kept in the
dark as to the true value of their investment, not initially, and surely not for 3+
years. I would want to see the value on the client’s statement reflect the
purchase price less all fees and charges, and then require the underlying assets
be appraised at least annually (and preferably quarterly) by and INDEPENDENT
3RD PARTY MAI appraiser. Allowing the REIT sponsor to do their own appraisals
seems to be allowing the proverbial fox into the hen house.
This is what the investors deserve with regards to transparency. Just because this
investment is illiquid does not provide the justification hide an investments actual
market value from the retail investor.

Randy Lewis | President
Ascent Real Estate Securities, LLC
Member FINRA / SIPC
5251 DTC Parkway, Suite 935
Greenwood Village, CO 80111
303.220.3863 main
303.220.3866 direct
720.272.6500 cell
rlewis@JamesAlpha.com
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November 10, 2011
Marcia E. Asquith
Office of the Corporate Secretary
FINRA
1735 K Street NW
Washington, DC 20006-1506
Re:

FINRA Regulatory Notice 11-44
Proposed Amendments to NASD Rule 2340 to Address Values of Unlisted
Direct Participation Programs and Real Estate Investment Trusts in Customer
Account Statements

Dear Ms. Asquith:
The Securities Industry and Financial Markets Association (“SIFMA”) Clearing
Firms Committee1 is pleased to have the opportunity to comment on FINRA’s recently
proposed amendments to NASD Rule 2340 involving per share estimated values of
unlisted Direct Participation Programs (DPPs) and Real Estate Investment Trust
(REITs)2 on customer account statements (the “Proposed Amendments”). Rule 2340
“applies to members that self-clear or clear for other members.” (See NASD NTM 0108).
The SIFMA Clearing Firms Committee is well positioned to comment on the
Proposed Amendments because it represents the interests of fully-disclosed clearing

1

SIFMA is a non-profit industry association that represents the shared interests of participants in
the global financial markets. SIFMA members include more than 600 international securities
firms, U.S.-registered broker-dealers, and asset managers. SIFMA's mission is to promote
policies and practices that work to expand and perfect markets, foster the development of new
products and services and create efficiencies for member firms, while preserving and enhancing
the public's trust and confidence in the markets and the industry. SIFMA works to represent its
members’ interests locally and globally. It has offices in New York, Washington D.C., and
London and its associated firm, the Asia Securities Industry and Financial Markets Association,
is based in Hong Kong. More information about SIFMA and its members and activities is
available on its website www.sifma.org.
2
Unlisted DPPs (including LLCs and LLPs) and REITs do not trade on a national securities
exchange. See FINRA Regulatory Notice 11-44 at n.1; see also NASD NTM 01-08 (adopting
amendments to NASD Rule 2340 effective 4/16/01).
New York | Washington
120 Broadway, 35th Floor | New York, NY 10271-0080 | P: 212.313.1200 | F: 212.313.1301
www.sifma.org | www.investedinamerica.org
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firms that clear and settle millions of securities transactions each day for thousands of
introducing firms.3
The Proposed Amendments would impose new limits on the time period the
initial offering price could be used as a basis for the estimated valuation of unlisted DPPs
and REITs, and would require issuers to deduct certain fees and expenses from the
calculation of estimated value during the initial offering period. While SIFMA fully
supports FINRA’s efforts to design rules intended to improve customer protection and
provide greater transparency, SIFMA is concerned the language of the Proposed
Amendments may be broadly read to impose new and far-reaching obligations upon
clearing firms, which are inconsistent with the clearing firms’ specialized role as “back
office” providers of clearing and settlement services. This role has long been recognized
both under the law and in FINRA’s own rules, as most recently reflected by FINRA’s
enactment of Rule 4311 and the continuing recognition that responsibilities respecting
customer accounts may be allocated between clearing firms and introducing firms.
Specifically, SIFMA is concerned about three proposed substantive changes set
forth in the Proposed Amendments:
1. A new requirement that the clearing firm “must refrain from providing a per
share estimated value, from any source, if it knows or has reason to know the
value is unreliable, based upon publicly available information or nonpublic
information that has come to the member’s attention”). (See Proposed
Amendments at 2340c(2)(A); italics and underscore supplied).
2. A new requirement that the clearing firm must disclose the reason why an
estimated valuation “does not appear in, or has been removed from, the
account statement.” (See Proposed Amendments at 2340c(3)(iv)).
3. A new requirement that the clearing firm must include an estimated valuation
for unlisted DPPs and REITs on the account statements – even if the annual
report itself contained no valuation – and even if the DPP or REIT is listed
“below the line” on the account statement (in which case the clearing firm
does not provide custody or clearing services for the position on behalf of the

3

Because many introducing firms (aka “correspondents”) do not have the net capital, resources,
technology, personnel or expertise to clear and settle its own trades, the introducing broker-dealer
often contracts with a third-party clearing firm to carry it accounts and perform its back office
functions on a fully-disclosed basis (i.e., disclosed to the introducing firm’s end customers). In
fact, approximately 90% of all broker-dealers registered with the SEC utilize fully disclosed
clearing firms. According to the SEC Office of Economic Analysis (as of January 31, 2004, the
most recent date available), there were a total of 5,218 broker-dealers doing business with the
public and registered with the SEC. Of that total, 573 broker-dealers were self-clearing firms -and 4,645 broker-dealers utilized the services of fully-disclosed clearing firms.
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introducing firm and/or its client). (See Proposed Amendments at
2340c(1)(A)(i) & n. 5).
Industry practice has long been that the clearing firm would either rely upon the
information provided to it by the issuer (or sponsor) of the unlisted securities, such as
DPPs and REITs – which have no public market – or contract with a recognized third
party provider of independent valuation services (IVS) to provide estimated valuations.4
The Proposed Amendments explicitly allow the clearing firm to continue to rely
on an IVS (or any other source) to provide it with estimated valuations – a practice
which SIFMA fully supports. SIFMA also agrees that a clearing firm should not post an
estimated valuation received from a source if it knows – i.e., has actual knowledge—that
the valuation is inaccurate. This is the current standard under Rule 2340 (i.e., the
clearing firm can “demonstrate” the inaccuracy).
However, the Proposed Amendments extend well beyond the actual knowledge
standard (“if it knows”) and appear to impose an additional requirement that the clearing
firm also refrain from posting an estimated valuation if it “has reason to know” – based,
not just on its own records -- but on publicly available or non-public information that has
come to the member’s attention – that the price information may be unreliable. SIFMA is
concerned that this broader language may impose on clearing firms a new and on-going
affirmative duty to monitor and confirm the reliability of the valuations received from
the IVS (or other source) for thousands of unlisted DPPs and REITs. The broad
language of the Proposed Amendments would in essence require the clearing firm to act
as an insurer or guarantor of estimated valuations received from third parties who have
far more expertise in providing valuations – or face regulatory exposure and potential
civil liability after the fact. Clearing firms handle hundreds of thousands of trades daily
on behalf of millions of end customers of introducing firms. If clearing firms were
required to continuously monitor the “reliability” of estimated pricing received for
millions of introduced accounts to determine if it had “reason to know” of unreliability,
then the speed and efficiency demanded in the contemporary securities markets would
not be possible. 5 As further explained below, in 2000 the NASD rejected the “has no
4

Rule 2340 specifically recognizes that an IVS “is intended to refer to a company, independent
of a member, that is in the business of providing estimated values for DPP and REIT securities.”
See NTM 01-08 at n. 5. There are a handful of industry recognized IVS for DPPs and REITs.
Rule 2340 also recognizes that the clearing firm may receive estimated values for DPPs and
REITs from the annual report or “any other source” (which may include issuers who may – or
may not be—affiliated with the introducing firms). See NTM 01-08
5
Nothing in this Comment Letter is intended to suggest or imply an avoidance of FINRA
guidance on outsourcing activities as set forth in NTM 05-48 and its progeny. Clearing firms
recognize that they must have in place specific policies and procedures that will monitor the IVS’
compliance with the terms of any agreements and assess the IVS’ continued fitness and ability to
perform the covered activities being outsourced. The Proposed Amendments however, seek to
impose obligations on the clearing firm far beyond this outsourcing guidance, as well as
FINRA’s current rule proposal on third-party service providers (proposed FINRA Rule 3190).
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reason to believe” standard for clearing firms. As set forth below, we believe the “has
reason to know” standard should be similarly rejected here.
SIFMA respectfully submits that FINRA should delete the new requirements set
forth in items 1-3 above, and should retain the standard of “actual knowledge” under the
current version of Rule 2340 which requires that a clearing firm refrain from posting an
estimated valuation received from a third party only in those cases where the clearing
firm can “demonstrate” the “inaccuracy” of the estimated value.
I. Existing Case Law and Regulations Have Long Recognized the Specialized
Role of Clearing Firms
Clearing firms do not sell securities, nor do they exercise investment discretion.
Rather, a fully-disclosed clearing firm provides “back office” processing services:
clearance and settlement and custody services to other introducing broker-dealers. (See
FINRA Rule 4311 (effective August 1, 2011, and consolidating former NYSE Rule 382
and NASD Rule 3230)).
The relationship between the clearing firm and the introducing broker-dealers is
set forth in a Fully Disclosed Clearing Agreement (“FDCA”), which is filed with and
approved by FINRA. FINRA Rule 4311 requires the allocation of certain
responsibilities between a clearing firm and introducing firm be set forth in the FDCA
and, for practical reasons, other responsibilities for which the rule does not require
specific allocation are typically allocated in the FDCA.6
Under industry standards, all the customer-facing or “front office”
responsibilities are allocated exclusively to the introducing broker-dealer – including
account opening, due diligence, suitability and supervision of accounts, account activity,
and registered reps. Because the relevant front office duties are formally allocated to the
introducing firm and confirmed in a written agreement, which is approved by the
regulators, the clearing firm is relieved of those duties. (See NYSE Information Memo
82-18 (Mar. 5, 1982)).
Because of the clearing firm’s back office role, statutory and common law claims
are routinely dismissed under a long-line of precedent holding that, absent red flags, no
liability arises from a clearing firm’s mere performance of its routine and ministerial
clearance functions. 7 It is also black-letter law that a clearing firm owes no fiduciary

6

As part of the clearing arrangement, each end customer of the introducing firm receives a
disclosure letter (known in the industry as a “Rule 382 letter”) at the beginning of the clearing
relationship notifying them of the specialized role of the clearing firm and the allocation of duties
between the clearing firm and their introducing broker-dealer.
7
See, e.g., Fezzani v. Bear Stearns & Co., 592 F. Supp. 2d 410 (S.D.N.Y. 2008) (clearing firm
not liable for correspondent’s misconduct since clearing firm merely cleared the transactions);
Greenberg v. Bear, Stearns & Co., 220 F.3d 22 (2d Cir. 2000) (The simple providing of normal
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duty to the end customers of the introducing broker-dealer and cannot be held liable for
the acts of an introducing firm. See, e.g., McDaniel vs. Bear, Stearns & Co., Inc. and
Bear Stearns Securities Corp., 196 F. Supp.2d 343 (SDNY 2002); Rozsa v. May Davis
Group, Inc., 187 F. Supp.2d 123 (S.D.N.Y. 2002) (finding that a clearing firm
performing ministerial back office functions did not owe a duty to the plaintiff and
therefore was not liable to him for his broker’s misdeeds), aff’d, 2006 U.S. App. LEXIS
2131 (2d Cir. 2006).
As set forth below, the broad language of the Proposed Amendments appears to
be inconsistent with these regulations and precedent because they may be applied in a
manner that transforms the clearing firm into something it is not -- and could never be –
i.e., an insurer, a guarantor or a fiduciary to the end-customers of introducing firms as to
the reliability of estimated valuations received from third-party valuation services.

II. NASD Has Previously Recognized that a Clearing Firm Should Not Be
Required to Confirm the Reliability of an Estimated Valuation Received
from an IVS, an Annual Report (or other source) Under Rule 2340
The current version of NASD Rule 2340 states that a clearing firm may rely on
an estimated price for an unlisted DPP or REIT received from an IVS – and explicitly
states under a section entitled “Reliability of Estimated Values” that Rule 2340 “does not
obligate a general securities member to confirm the accuracy of an estimated value
provided in a DPP or REIT’s annual report or provided by any other source external to
the member.” (See NASD NTM 01-08 at 34). The current version of Rule 2340 further
states that if the member “can demonstrate (i.e., to the NASD) that the estimated value
was inaccurate as of the date of the valuation or is no longer accurate as a result of a
material change in the operation or assets of the [DPP or REIT]”, the member must
“refrain” from including that estimated value on the statement. (See Id.). SIFMA
submits that this current standard that requires “actual knowledge” should be retained.
It appears that the inclusion of the words “demonstrate” and “inaccuracy” as
found in the current version of Rule 2340 likely resulted from a comment letter received
by the SEC during the comment period for amendments to NASD Rule 2340 that were
proposed in 2000. In particular, the commenter was concerned then – just as SIFMA is
today -- that the proposed rule, as then drafted “would have required members to make
an affirmative determination about the reliability of estimated values provided through
an annual report of a DPP or REIT, by an independent valuation service, or through any

clearing services to a primary broker who is acting in violation of the law does not make out a
case of aiding and abetting against the clearing broker).
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other source.” (See Securities Exchange Act Release No. 432601 (November 21, 2000);
65 F.R. 71169 at pp. 4-5 (November 29, 2000)).8
Specifically, the commenter asserted that as then drafted, the rule “would impose
an unfair obligation on a member to consider the accuracy of an estimated valuation,
even if the member had obtained the estimated value from the DPP or REIT's annual
report or from an independent valuation service that the member had retained to provide
a valuation.” The commenter recommended that NASD Regulation amend the rule to
include a provision from the 1997 Proposal that would prohibit a member from including
on an account statement "an estimated value that the member believes is inaccurate as of
the date of the valuation or is no longer accurate as a result of a material change in the
operations or assets of the program or trust." The commenter believed that the revised
language would prohibit a member from providing an estimated valuation that the
member believes is inaccurate -- without imposing an affirmative duty on the member to
determine that it has no reason to believe that the estimated value is inaccurate. (See Id.,
65 F.R. 71169 at pp. 5-6 (November 29, 2000)).
NASD Regulation responded to the concerns raised by other commenters, by
deleting the “no reason to believe” language and adopting the current language of the
rule which states that a member may refrain from including a per share estimated value
for a DPP or REIT security on an account statement only if the member can
“demonstrate” that the value was “inaccurate” as of the date of the valuation or is no
longer accurate as a result of a material change in the operations or assets of the program
or trust. In so doing, NASD Regulation explicitly stated in 2000 that NASD Rule 2340
“was not intended to impose an obligation on members to guarantee the accuracy of an
estimated value obtained from a third party source.” (See NASD NTM 01-08). Clearing
firms have long relied upon the NASD’s statement in the presentation of estimated
values to end customers on account statements.
SIFMA respectfully submits that the key words in the current version of Rule
2340 are “demonstrate” and “inaccuracy” -- and that this is the proper objective standard
for a clearing firm to follow – i.e., if the clearing firm has actual knowledge such that it
can “demonstrate” the “inaccuracy” of the estimated valuation received from a third
party, the clearing firm should not post that estimated valuation on an account statement.
The current language sets a bright line objective test which is sufficient to encompass
both actual knowledge of an inaccurate price as well as red flags which come to the
clearing firm’s attention suggesting an inaccuracy.
8

It is important to note that the draft of the rule which the commenter was commenting on in
2000 provided that a member could use an estimated valuation for a DPP or REIT on an account
statement if “after considering any relevant information about the market and the particular
investment in its possession, the member has no reason to believe that the estimated valuation is
inaccurate.” Id.. 65 F.R. 71169 at p. 5 n.18 (November 29, 2000) (italics supplied). Thus, the
draft of the rule as commented on by the commenters was even narrower than the scope of the
Proposed Amendments being considered today.
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Under industry practice, if a clearing firm receives red flags that come to its

attention as to accuracy of estimated pricing, it generally makes that information
available to the IVS and asks the IVS to reconsider the valuation in light of this
information. If the IVS changes the valuation in light of the information, then all
clearing firms who may use that same IVS will receive the same amended valuation for
that CUSIP. And if the IVS retains the same valuation for that CUSIP even after
considering the new information brought to its attention, then the clearing firm should be
able to reasonably rely on the IVS’ expertise in this area and not face regulatory
exposure for posting that valuation – unless of course it has “actual knowledge “ and can
“demonstrate” that the IVS valuation is “inaccurate.” Similarly, it is industry practice for
clearing firms to convey price challenges to the IVS. Sometimes the IVS will change a
price in light of a challenge, and sometimes it will not. If the IVS does not change its
valuation in light of the price challenge, the clearing firm should be able to continue to
rely on the IVS’ expertise in this area and it should not have to change the IVS valuation
on its own volition unless it has enough facts and information relating to the security at
issue so as to have actual knowledge of the inaccuracy – i.e., where it can “demonstrate”
the estimated value received from the IVS is inaccurate. SIFMA agrees that a clearing
firm should not post an estimated valuation “if it knows” that the estimated value is
inaccurate.
What the NASD recognized in 2000 the last time similar changes to Rule 2340
were proposed remains true today: a clearing firm should not be obligated to guarantee
an estimated value that is obtained from a third-party source. However, by imposing a
standard in the proposed rule that is based not just on actual knowledge -- but knowledge
the member “has reason to know” -- FINRA is codifying an affirmative duty of inquiry
upon the clearing firm that is inconsistent with the previously recognized specialized role
of the clearing firm and is tantamount to stating that no valuation provided by a thirdparty source can ever be accepted on its face. In effect, it eliminates any of the
efficiencies that arise from using a third-party expert to obtain such valuations. Further,
the “reason to know” standard appears to be an even broader standard than the “has no
reason to believe the value is inaccurate” standard that was summarily rejected by the
NASD back in 2000.
The Proposed Amendments also appear to require clearing firms to
affirmatively monitor “public or non-public information” for thousands of DPPs and
REITs to determine if there is a “reason to know” of unreliability or face regulatory
liability. While there is seemingly qualifying language in the proposal that it is
information that “has come to the attention” of the member, the practical reality is that it
is not very difficult for anyone – regulator or litigant – to establish that information that
was publicly available “came to the attention” of someone employed by a clearing firm
or by an affiliate of a clearing firm. And it is difficult, if not impossible, for a person to
prove that he or she did not see something when the allegation is that the information
was readily available to the general public. “Public information” in the context of a REIT
may include something as generic as the current state of the commercial real estate
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market. It would not be correct to impose an obligation on the clearing firm to question
the valuations presented by a third-party expert in valuations simply because the clearing
firm is aware of the general state of the real estate market. This is very different than if
the clearing firm has been advised directly of issue concerning the performance of a
specific REIT issuer.
Clearing firms custody thousands of different DPPs and REITS and they lack the
expertise or the operational resources to be able to confirm the reliability of estimated
valuations received from an IVS (who are in the very business of providing such
valuations). As the valuations appear on monthly (or, if applicable, quarterly) statements,
it would impose an incredible burden on the clearing firm to do this kind of affirmative
investigation and monitoring review into thousands of unlisted DPPs and REITS held by
end customers prior to transmitting each monthly (or quarterly) account statement. Such
a standard would inappropriately shift the burden of providing accurate information to
the investor from the issuer of the investment to the clearing firm. It would cause the
clearing firm to act as the gatekeeper and guarantor.
Similarly problematic is the requirement that “non-public information” may act
as a trigger for the “reason to know” standard. Many clearing firms are part of larger
entities that are involved in many different aspects of the securities business. Firms are
required to “wall off” the various businesses to prevent the improper communication and
use of certain confidential information across those businesses. Yet, as the proposed
language uses the phrase “has come to the attention of the member”, information that is
received on one side of the “wall” may be imputed to the whole member and may be
viewed as information the clearing firm (or business of the member) should have
considered before publishing prices on an account statement. Not only does this
proposal violate the concept of the “Chinese Wall”, it could lead to inconsistent results
for the same DPP or REIT. Consider the following scenario which will occur under the
Proposed Amendments: Clearing Firm A declines to post an estimated value received
from an IVS on a DPP or REIT based on nonpublic information that permissibly came to
the clearing firm’s attention (but which information it cannot disclose to the IVS or other
third party because of confidentiality). However, Clearing Firm B -- holding the exact
same DPP or REIT for its introducing firms -- continues to post the estimated value
received from the same IVS used by Clearing Firm A because Clearing Firm B is not
privy to that nonpublic information. The Proposed Amendments will create an
inconsistency in account statement disclosures for the exact same security held at two
different clearing firms – all depending upon the subjective facts available -- or not -- to
a particular clearing firm. 9
9

It should be noted that virtually all non-disclosure agreements often impose restrictions that the
recipient may only use such confidential information for a specific and limited purpose. The
Proposed Amendments, however, would impose an obligation on clearing firms to use such
confidential information lawfully in its possession to evaluate the reliability of an estimated
valuation for a DPP or REIT – and to reject such valuation if the clearing firm “should have
known” based on the nonpublic information that such valuation was unreliable. Using nonpublic information in this way may expose the firm to liability for breach of the non-disclosure
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Additionally, applying the “reason to know” standard as the basis for requiring
clearing firms to remove estimated valuations would appear to directly conflict with the
separate IRS standards which require IRA custodians to provide fair market valuations at
year end. In this circumstance, the member firm’s compliance with FINRA’s standard
would likely result in the display of one valuation on account statements -- and
potentially a different valuation on IRA documentation due to the difference in the IRS’
requirements. It appears that the application of the “actual knowledge” standard by
FINRA would result in a less conflicting standard on member firms who must also
comply with IRS regulations.
In sum, the Proposed Amendments will place the clearing firm in an untenable
position: if the clearing firm receives an estimated valuation from an IVS – but
becomes concerned that it is unreliable, it can provide the information which may affect
the reliability to the IVS and ask the IVS to re-consider its valuation. If the IVS – who
has far more expertise than the clearing firm -- says it is retaining the estimated value as
is and will make no change, the clearing firm is faced with an impossible choice under
the Proposed Amendments. If the clearing firm continues to rely on the IVS’ estimate –
and that estimate turns out to be “unreliable” after the fact, then the clearing firm will be
exposed to liability from FINRA for posting that IVS supplied value and violating the
new Rule 2340. But if the clearing firm decides to ignore the IVS supplied value – and
the clearing firm’s decision turns out to be in error -- the clearing firm may be exposed to
potential liability from the issuer of the DPP or REIT, the introducing firm who sold it,
and the end customer who bought it for impairing the value of their holdings.10
A. Clearing Firms Should Not Be Required To Publish the Reason an
Estimated Valuation Does Not Appear in an Account Statement
The Proposed Amendments replace the current language of Rule 2340 which
requires disclosure “if applicable, that accurate valuation information is not available”
with a more substantive disclosure explaining the “reason why the value does not appear
in, or has been removed from, the account statement.” (See Proposed Amendments
2340c(3)(iv)). If the reason for removal of the valuation was due to “non-public
information” lawfully in the possession of the clearing firm, the Proposed Amendments
would require the clearing firm to post that reason on the statement—thereby exposing
the clearing firm to potential liability. Compliance with an SRO rule should not expose a
clearing firm to civil liability. Similarly, even where public information provides the
agreement – yet not using the non-public information in that way may expose the firm to
regulatory liability from FINRA for not complying with the Proposed Amendments to 2340.
SIFMA respectfully submits that this cannot have been FINRA’s intent.
10
Although Rule 2340 only applies to account statements and not IRS required statements, see
RN 11-44 at n.2, there may be potential tax consequences to the end customer resulting from the
clearing firm not posting an available IVS price on the account statement -- especially if the DPP
or REIT is held in a retirement account. Potential tax implications flowing from the Proposed
Amendments are beyond the scope of this Comment Letter.
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basis for the purported “unreliability” of the estimated valuation, and its removal, the
Proposed Amendments require that that specific reason be disclosed on the account
statement. A clearing firm should not be required to provide such an explanation to the
introducing firm’s end customers about products sold by them (especially where a DPP or
REIT sponsor is affiliated with the introducing firm). Such a communication is exclusively
an introducing firm’s obligation allocated to the introducing firm under FINRA Rule 4311.
Indeed, such a requirement is unnecessary and inconsistent with industry practice. There
are many other kinds of factual circumstances in which a clearing firm is required to remove
or does not include a value on an account statement – for example, bankruptcy, illiquid
markets, trading halts, unavailability of pricing – and no specific explanation from the
clearing firm is required (other than a general disclosure on the statement backer consistent
with the current language of Rule 2340).
B. The Proposed Amendments Should Not Apply to DPPs or REITS Prior to
the Issuance of an Annual Report or Which are Listed “Below the Line”
Current Rule 2340 states that a member may voluntarily provide a price for a
DPP or REIT on an account statement prior to the issuance of an annual report, subject to
the requirements of the rule, but must provide a price beginning with the monthly
statement that follows the month in which the DPP or REIT has produced an annual
report that contains a valuation. The Proposed Amendments would require a member to
provide a price from the time the DPP or REIT first is received in the account, which
could be from the date the REIT is first offered for sale. With the additional requirements
imposed by the rule (even if such requirements are modified consistent with SIFMA’s
requests in this letter), the pricing of a REIT or DPP on a statement should remain
permissive but not mandatory prior to the issuance of an annual report that contains a
value. If a member wishes to provide a price in the period prior to the annual report, it
may do so as long as the price information is provided consistent with the other
requirements of Rule 2340.
The Proposed Amendments as currently drafted also appear to apply the
requirements of Rule 2340 to the display of DPPs and REITs that are held “below the
line” on account statements – i.e., to those securities for which the clearing firm performs
no clearing or custody services – and which are custodied elsewhere. Most clearing
firms will accommodate introducing firms by including on the account statement certain
securities held “below the line” for informational purposes only with numerous
disclaimers. In such instance, the estimated value of that security (if any) held below the
line is not included in the total market value shown on the account statement sent by the
clearing firm.
The first sentence of the Proposed Amendments states that a clearing firm “that
holds a [DPP or REIT] in a customer’s account must provide a per share estimated value
…” (See Proposed Amendments 2340(c)(1); italics supplied). The words “hold” and “in
a customer’s account” means that the clearing firm has possession and control and thus
the security is held “above the line” – included in total account value on the account
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statement because it is custodied by the clearing firm. Thus, the statutory language itself
appears to limit the Proposed Amendments to only those DPPs and REITs held above the
line.
However, footnote 5 of RN 11-44 also says that the Proposed Amendments will
apply to DPPs and REITs “regardless of whether they are listed or itemized ’above the
line’ or ’below the line.’” SIFMA submits that such an extension of Rule 2340 to below
the line securities is overbroad and unworkable.11
If the clearing firm does not have possession or control of the DPP or REIT
(which is custodied elsewhere), the clearing firm does not have SEC Rule 15c3-3
(customer protection) obligations for those holdings (nor will there be SIPC coverage for
below the line securities). In cases where the clearing firm is not responsible for
possession or control, in other words, where it does not “hold” the security, it should not
be required to ensure the reliability of valuations noted for such a security – and where
those securities are not even included in total account value. SIFMA submits that Rule
2340 should only apply to securities held above the line – i.e., those securities in the
possession and control of the clearing firm and for which the clearing firm provides
clearing or custody services. (FINRA has separately addressed its expectations regarding
“below the line” – or “assets held away” – securities in Regulatory Notice 10- 19.)

** * *
SIFMA appreciates the opportunity to comment on the Proposed Amendments.
Our comments above are intended to reflect industry practice, and to foster consistency
between the Proposed Amendments and the regulatory guidance and well-established
body of case law long governing the clearing industry. SIFMA would welcome the
opportunity to discuss these comments with FINRA. If you have any questions, please
reach out to me at (212) 313-1260.
Sincerely,

Thomas F. Price
Managing Director
cc: Financial Industry Regulatory Authority, Inc
Marc Menchel, Executive Vice President and General Counsel for
Regulation
11

There is no indication in any of the past guidance on Rule 2340 that FINRA intended to apply
Rule 2340 to below the line securities. The current version of Rule 2340 appears to have limited
its application to above the line securities by defining “account activity” to involve “securities or
funds in possession or control of the member.” See NASD Rule 2340(d)(1)
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November 11, 2011
Marcia E. Asquith
Office of the Corporate Secretary
FINRA
1735 K Street, NW
Washington, DC 20006-1506

Via email:

pubcom@finra.org

Ms. Asquith:

We are submitting this letter of comment to voice our concerns of the proposed changes as noted in the Financial Industry
Regulatory Authority’s (“FINRA”) Regulatory Notice 11-44 (“11-44”). The changes to FINRA Rule 2340 attempts to
address the values of unlisted Direct Participation Programs (“DPPs”) and Real Estate Investment Trusts (“REITs”) as
they are to be reported on customer account statements.
As stated in 11-44, “FINRA proposes to permit valuations based on the offering price during the Initial Offering Period
when the program is acquiring assets and firms are selling shares at a stable value on a best-efforts basis. However,
FINRA proposes to amend the rule to require that all per share estimated values, including those that are based on the
offering price, reflect a deduction of all organization and offering expenses (net value).” It appears 11-44 and the
changes proposed in Rule 2340 do not take into consideration key elements such as the Financial Accounting Standards
Boards (“FASB”) and Accounting Standards Codification (“ASC”) 820.
It is our understanding that the FASB partnered with the Securities and Exchange Commission (“SEC”) in their
construction of the “Fair Value” rules as it pertains to ASC 820. However, this should not be confused with "Fair Market
Value" in the Internal Revenue Service’s (“IRS”) Revenue Ruling 59-60 as described below.
Pursuant to Generally Accepted Accounting Principles (GAAP) and FASB, once a method of valuing assets has been
selected, firms are required to continue to utilize that same method for the life of the asset. ASC 825 (formerly FAS 159)
specifies that the choice of valuation method is up to the reporting entity. In order to determine “fair value” ASC 820
(formerly FAS 157 “Fair Value Measurements and Disclosures”) specifies three levels in which a determination may be
made. They are as follows:
Level 1: prices for the same asset from an active market. (If a stock trades on an exchange, then the trade price is the fair
value.)
Level 2: observable inputs, such as the active market price for similar assets, or a redemption price for the subject asset.
(If the client holds a note, then it would seem that the principal redemption price is an observable input and the interest is
to compensate the note holder for the time value of money.)
Level 3: unobservable inputs, such as an income approach or a market data approach or a cost approach.

4745 Independence Street, Suite B, Wheat Ridge, CO 80033

Phone: 303‐716‐7234

Fax: 303‐716‐7239
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Therefore, once a method for valuing the assets has been chosen, it must continue to provide a value within those
standards identified above until the asset is sold, paid off or becomes impaired. Furthermore, FASB ASC 820 requires
firms to independently evaluate the fair value measurement process utilized by the fund managers to accurately calculate
the NAV.
As referenced above, another key factor that appears to not be taken into consideration is the IRS Revenue Ruling 59-60.
In Section 1 of 59-60 it states, “The purpose of this Revenue Ruling is to outline and review in general the approach,
methods and factors to be considered in valuing shares of the capital stock of closely held corporations for estate tax and
gift tax purposes. The methods discussed herein will apply likewise to the valuation of corporate stocks on which market
quotations are either unavailable or are of such scarcity that they do not reflect the fair market value.”
According to 59-60 there are eight components which must be taken into consideration when arriving at a fair market
value.
1. The nature of the business and the history of the enterprise from its inception.
2. The economic outlook in general and the condition and outlook of the specific industry in particular.
3. The book value of the stock and the financial condition of the business.
4. The earning capacity of the company.
5. The dividend-paying capacity.
6. Whether or not the enterprise has goodwill or other intangible value.
7. Sales of the stock and the size of the block of stock to be valued.
8. The market price of stocks of corporations engaged in the same or a similar line of business having their stocks
actively traded in a free and open market, either on an exchange or over-the-counter.
When taking ASC 820 and IRS Rev Ruling 59-60 into consideration, it appears the proposed changes to FINRA Rule
2340 may inherently cause potentially serious tax problems to owners of alternative investments. The proposed changes
identified in 11-44 also do not address redemption prices and secondary market trades. Rule 2340 does not address the
concerns of giving considerations to changes in asset values with respect to valuations. So our primary concern is
whether there is empirical evidence to support FINRA 11-44 (Rule 2340) over ASC 820 or Rev Ruling 59-60. As such,
the question as to whether the IRS would accept the changes with respect to Rule 2340 approach over 59-60 for estate
valuations remains to be answered.
With that said we have used a similar method if the valuation date is during the offering period and if the offering period
is relatively short and other indicators are not available. However, once the redemption price kicks in, the method
prescribed by Rule 2340 will essentially become meaningless, so the proposed changes will cause confusion for multipleyear offerings.
We would be open to discuss this matter and our thoughts as to what we believe would be the most appropriate and
prudent methods and solutions to address the concerns described above.
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About Prodigious
Prodigious has been providing pricing and valuation services as well as transfer services for alternative investment
securities on behalf of the financial services industry since the 1990s. It has a strong knowledge and intimate
understanding of these securities and it is our desire to ensure the integrity of the marketplace is maintained while
providing complete transparency for both the industry participant firms and the general public.
Respectfully,

Prodigious, LLC
Wheat Ridge, Colorado

321 North Clark Street
Chicago, IL 60654
(312) 988-5588
Fax: (312)988-5578
www.ababusinesslaw.org
businesslaw@americanbar.org
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Ladies and Gentlemen:
This letter is submitted on behalf of the Federal Regulation of Securities
Committee (the “Committee”) of the Business Law Section (the “Section”) of the
American Bar Association (the “ABA”), in response to the request for comments
published by the Financial Industry Regulatory Authority, Inc. (“FINRA”) in Regulatory
Notice 11-44 (September 2011) (the “Proposing Notice”), with respect to proposed
amendments to National Association of Securities Dealers, Inc. (“NASD”) Rule 2340 (to
be renumbered FINRA Rule 2231) to revise the per share estimated value required by
Section (c) thereof to be included by FINRA members on customer account statements
with respect to the securities of public non-traded direct participation program (“DPP”)
and real estate investment trust (“REIT”) securities (the “Proposal”).
This letter was prepared by members of the Subcommittee on FINRA Corporate
Financing Rules of the Committee.
The comments expressed in this letter represent the views of the Committee only
and have not been approved by the ABA’s House of Delegates or Board of Governors and
therefore do not represent the official position of the ABA. In addition, this letter does not
represent the official position of the Section.
I. Background of NASD Rule 2340 and Recent Regulatory Initiatives
We believe it relevant to refer to the background of the regulatory initiatives that
relate to valuations on customer account statements for non-traded DPP and REIT
securities. The Securities and Exchange Commission (the “Commission” or “SEC”)
approved the NASD’s adoption of the current version of NASD Rule 2340(c) on
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November 21, 2000,1 which the NASD had proposed in response to the request of the
Subcommittee on Telecommunications and Finance of the U.S. House of Representatives (the
“House Subcommittee”) and the Commission’s Division of Market Regulation (now, the
Division of Trading and Markets) (the “Division”). The House Subcommittee “expressed
concern to the NASD regarding the sufficiency of information provided on customer account
statements with respect to the current value of illiquid partnership securities. The House
Subcommittee noted that investors in non-traded partnerships should be able to know how their
investments are performing and expressed a belief that [there] might be shortcomings in current
valuation reporting to that group of investors.” In addition, the Division suggested that a
member should, at a minimum, disclose the illiquid nature of DPP securities, that any disclosed
valuation may not reflect a value at which customers can liquidate their positions, and
information on the methodology used to determine the value and the date on which the value was
last determined.2
The concerns of the House Subcommittee and the Division arose as a result of the real
estate market decline at the end of the 1980s following the 1987 stock market crash and
subsequent Commission enforcement actions against certain broker/dealer firms for continuing
to list DPP securities at the offering price or “par value” long after completion of the offering,
which valuations did not reflect the subsequent significant decline in the value of the real estate
portfolios of the DPPs. We have recently experienced a similar period of significant decline in
the real estate market and we agree that it is important that customer account statements for
REITs and DPPs reflect the value of a portfolio of real estate assets they hold.
II. General Comments
We support FINRA’s efforts to enhance disclosure on customer account statements
regarding the illiquidity and valuations of non-traded DPP and REIT securities. The current
terms of NASD Rule 2340(c) significantly responded to the original concerns of the House
Subcommittee and Division for rulemaking following the real estate market decline in the late
1980s. We agree with FINRA that the protections provided by NASD Rule 2340(c) would be
enhanced by prohibiting FINRA members from continuing to disclose the offering price of the
1

SEC Release No. 34-43601 (November 21, 2000); 65 F.R. 71169 (November 29, 2000). Currently, NASD Rule
2340(c) requires that each general securities member that carries customer accounts and holds customer funds or
securities include on account statements a per share estimated value for any public non-traded DPP or REIT security
and provide (1) a brief description of the estimated value, its source, and the method by which it was developed and
(2) disclosure that DPP or REIT securities are generally illiquid and that the estimated value may not be realized
when the investor seeks to liquidate the security. If a FINRA member does not include a per share estimated value
on an account statement, the account statement must include disclosure that: (1) the DPP or REIT securities are
generally illiquid; (2) the value of the security will be different from its purchase price; and (3) if applicable,
accurate valuation information is not available. The rule requires that the per share estimated value used by a
FINRA member on an account statement must be developed from data that is not more than 18 months older than
the date the account statement is issued. Finally, a FINRA member is obligated to refrain from using an estimated
per share value on an account statement if the member can demonstrate that the estimated value is inaccurate.
FINRA has acquiesced in the industry practice of FINRA members using the offering price or par value on customer
account statements for the duration of the securities offering (which generally is at least four years, using two or
more consecutive registration statements) until 18 months after completion of the offering.
2

SEC Release No. 34-43601 (November 21, 2000); 65 F.R. 71169 (November 29, 2000), at 71170.
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securities of a DPP or REIT program (together, the “Program”) as the per share estimated value
on customer account statements after an Initial Offering Period, as the Program will then be in a
position to develop a more relevant per share estimated value based on an appraisal of Program
assets, liabilities, operations and other relevant factors.
However, the disclosure of values for non-traded Program securities on customer account
statements during the Initial Offering Period does not raise the same concerns regarding the
continued use of aged valuations that we believe led the House Subcommittee and the Division
to request that the NASD adopt the current requirements of NASD Rule 2340(c). Therefore, we
believe that the Proposal to require that FINRA members use a value other than the offering
price for non-traded Program securities on customer account statements during the “Initial
Offering Period” as defined in the proposed rule (discussed below) would not provide useful
information to investors that is not already available through the prospectus and would not
advance investor protection interests. To the contrary, as further discussed below, we believe
that the Proposal would result in disclosure of an artificial value for non-traded Program
securities during the Initial Offering Period that is (in comparison to the offering price)
misleading to investors, difficult to calculate, and artificially low.
We also have comments on other aspects of the Proposal. In outline, this letter will
recommend that FINRA:
1. specify that the time period covered by the Initial Offering Period is a fixed period
of three-and-one-half years, regardless of whether the issuer registers the offering
on more than one registration statement during that time;
2. continue to permit FINRA members to disclose the offering price on customer
account statements during the shorter of the Initial Offering Period or the
Program’s publication of an Estimated Appraisal Value, with enhanced disclosure
that the listed value is the current offering price of the security and that the value
of the security is different from its offering price and may be less than the offering
price;
3. permit FINRA members to rely on the issuer’s disclosure of an Appraised
Estimated Value in any SEC filing or submission – not only in the Program’s
annual report;
4. clarify the implications for FINRA members if an issuer publishes more than one
updated Estimated Appraised Value in a calendar year;
5. provide appropriate periods for transition from Net Offering Price disclosure to
Estimated Appraised Value disclosure on customer account statements and, as
well, from one Estimated Appraised Value disclosure to the next; and
6. provide an implementation period for the amendments to Rule 2340, which
amendments will only apply to offerings that are declared effective by the SEC
one year after SEC approval of the amendments.
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III. Per Share Estimated Value Disclosure
FINRA is proposing amendments to NASD Rule 2340 that would require that a general
securities member that “holds” a DPP or REIT security in a customer’s account provide a per
share estimated value for the security on the firm’s customer account statement that:
1. during the “Initial Offering Period,” is based upon the offering price reduced by the
amount of organization and offering expenses, as defined in FINRA Rule 2310(a)(12)
(the “Net Offering Price”); and
2. after the Initial Offering Period, is based on an appraisal of the assets, liabilities and
operations of the DPP or REIT and derived from data no less current than the data in the
issuer’s most recent annual report (the “Appraised Estimated Value”).
The Initial Offering Period
The Proposal would define the “Initial Offering Period” to be no longer than the threeyear period permitted under Securities Act Rule 415 and the up-to-six-month “carryover” period
permitted under that rule from the initial effective date of the first registration statement under
which the DPP or REIT is offered and sold (the “Initial Offering Period”).
We agree in general with the principle underlying the Proposal that it is in the interest of
a Program’s current and potential investors that FINRA members not continue to disclose a
Program’s offering price as the per share estimated value on customer account statements after
an Initial Offering Period, as the DPP or REIT should have completed its initial ramp-up period
during which it will have invested funds raised in the offering and will be in a position to
develop a value based on an appraisal of Program assets. This principle is consistent with the
views of the House Subcommittee and the Division, which were focused on aged valuations long
after completion of a Program offering, so that investors have information on how their
investments are performing during the post-Initial Offering Period.
As currently proposed, the Initial Offering Period for a Program may vary depending on
whether the offering is closed before the end of three years3 or a new registration statement is
filed and, if a new registration is filed, whether it is declared effective before the end of the sixmonth carryover period. We believe it would be preferable to have a single Initial Offering
Period of uniform length for all Programs. Under this approach, the Initial Offering Period
would be defined as the first three-and-a-half years that the securities are offered and sold,
regardless of whether the offering is registered on more than one registration statement. The
advantage of fixing the Initial Offering Period is that Programs are more likely to have a
sufficient time period during which to invest the initial capital raised by the Program and to
3

It is the state securities regulators who determine whether a Program is permitted to continue to offer on the same
registration statement after an initial two-year period. In the past, the state securities regulators have been reluctant
to approve the continued registration of a Program offering for a third year, thereby requiring that the issuer register
a continuation of the offering on a second registration statement after two years. Recently, however, there have been
a number of Program offerings that have been able to obtain state registration for a third year and even for the Rule
415 carryover period.
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conduct an appraisal of Program assets that will result in a meaningful Estimated Appraised
Value for FINRA members to include on customer account statements.
The Per Share Estimated Value Based on the Offering Price4
We support FINRA’s efforts to enhance the information provided to investors in Program
securities as to the value of the non-traded DPP and REIT securities held in the investor’s
account after conclusion of an Initial Offering Period. The provisions of the current rule (which
would be retained in the revised rule) that most clearly protect investors are those which require
disclosure on customer account statements of the source and manner in which the per share
estimated value was calculated, that the DPP or REIT securities are illiquid and that the per share
estimated value may not be realized when the customer seeks to liquidate the security, which
requirements were originally requested by the Division. In comparison, the Proposal that
FINRA members list Program securities during a limited Initial Offering Period with a Net
Offering Price that reflects a deduction of organization and offering (“O&O”) expenses from the
public offering price does not provide a similar level of relevant investor information nor does it
enhance investor protection. Moreover, the proposed Net Offering Price is not related to the
concerns of the House Subcommittee and the Division, which we believe were focused on
preventing aged valuations for DPP securities on customer account statements long after
completion of a Program offering.
Account Statement Disclosures of Security Valuations Are Inherently Imperfect: We
recognize that security valuations on customer account statements are inherently imperfect in
that they can only include a value for each security that provides some guidance to the investor
as to the security’s valuation at a particular point in time and consistent with the characteristics
of the security. While the offering price of a non-traded Program security may not be a perfect
value, the market value for a listed security is also flawed in that it represents only the last sale
price of the security on the last day of the prior month to one purchaser, which does not imply
that the customer will achieve a similar price should the investor determine to sell the security
nor that the price reflects the intrinsic value of the security.
The Net Offering Price Would Be an Artificial Price That Is Misleading to Investors:
Contrary to FINRA’s statement in the Proposing Notice that the Net Offering Price “is more
likely to be a closer approximation to the intrinsic value” of Program securities, we have
concluded that the proposed methodology for calculating the Net Offering Price results in a
valuation that is artificial and more likely to be misleading than the offering price because it
appears to be a “real” value. FINRA has not taken a similar position with respect to any other
4

FINRA states in footnote 2 of the Proposing Notice that Rule 2340 does not apply to the issuer’s obligation to
provide a valuation for retirement account trustees and custodians under Employee Retirement Income Security Act
(“ERISA”) annual report valuation requirements for retirement assets. We believe it unlikely that a Program would
disclose different valuations in its annual report to assist FINRA members to comply with FINRA Rule 2340 and for
once-per-year ERISA valuation purposes because this would result in the same Program securities being assigned a
different valuation depending on whether the securities are held in a customer’s retirement account or regular
brokerage/advisory account. Thus, while Rule 2340 may not technically apply to the issuer’s ERISA valuation, as a
practical matter we believe that a Program issuer will use the valuation developed in compliance with Rule 2340 as
the valuation required to be disclosed for ERISA annual valuation purposes.
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security that the customer account statement should include a price that reflects the intrinsic
value of the security, which in most cases would be materially different from the security’s
purchase or market price. FINRA may wish to consider whether it is appropriate for FINRA, as
a regulator of broker/dealers, to impose by rule a valuation on customer account statements for a
category of securities that it characterizes as reflecting an approximation of the security’s
intrinsic value.
Customer Account Statements Should Not Be Used to Disclose O&O Expenses: We also
do not believe that customer account statements should be the vehicle to provide post-investment
supplemental disclosure to investors regarding the issuer’s O&O expenses and do not agree with
FINRA’s statement in the Proposing Notice that “Requiring net values on customer account
statements during the Initial Offering Period will provide greater transparency to investors about
the fees and expenses that would benefit investors.”
Investors will have received at the time of investment and may continue to access during
the Initial Offering Period current information on the O&O expenses of the offering that is
disclosed on the cover page of the prospectus and in the prospectus summary, the “Estimated
Use of Proceeds” section, the “Summary of Fees, Commissions and Reimbursements” section,
and the “Plan of Distribution” section of the prospectus. These disclosures must be made in
compliance with SEC regulations and FINRA Rule 5110. Therefore, the proposed indirect
disclosure of O&O expenses through the Net Offering Price is more likely to be confusing to
investors during the Initial Offering Period and introduce costs and complexities to the customer
account statement process without any demonstrable investor benefit.
The Net Offering Price Calculation Results in an Artificially Low Valuation That Would
Be Inconsistent With Prospectus Disclosure: Moreover, the proposed calculation of the Net
Offering Price is problematic as a practical matter. Unlike the commission and dealer manager
fee, which are calculated on a per share basis, a Program’s O&O expenses are not a fixed
number and are estimated for the life of the registration statement, actual expenses are not known
until the offering is terminated, and actual expenses may be less than the maximum O&O that is
estimated for purposes of prospectus disclosure and compliance with FINRA Rule 2310. We are
particularly concerned that the provision’s reference to the definition of O&O in FINRA Rule
2310(a)(12) would require that anticipated payments from any source of the issuer’s O&O
expenses, the reimbursement of FINRA member due diligence expenses and underwriting
compensation be deducted from the Program’s offering price to arrive at the Net Offering Price,
i.e., the text of the Proposal and the referenced definition do not limit the deduction from the
offering price to those O&O expenses that will be paid solely from offering proceeds.
As a result, the Net Offering Price disclosed on customer account statements would be
artificially low in deducting both estimated expenses and any O&O expenses (including any
underwriting compensation) that are paid by the sponsor or advisor or from the operations of the
program as “back-end” fees (including “trail commissions”). We believe that the resulting Net
Offering Price disclosed on customer account statements would be misleading and confusing to
investors, since it will not be consistent with disclosure in the prospectus. For example, a
Program offered at $10 per share may estimate that maximum O&O will not exceed 15%, of
which 9% represents underwriting commissions deducted directly from offering proceeds and up
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to 1% paid by the Program to reimburse FINRA member expenses, with the Advisor paying the
remaining 5% of O&O expenses. The Proposal would require that customer account statements
list a per share estimated value of $8.50, whereas issuer proceeds disclosed on the cover page
and in the “Use of Proceeds” section (and other sections) of the prospectus would be $9.10 per
share and the prospectus would disclose that the Program would only be obligated to pay up to
1% for expense reimbursements (all of which expenses may not be incurred).
FINRA Members Will Not Be Able to Obtain the Net Offering Price from the
Prospectus: In addition, although the offering price is disclosed in the prospectus, the prospectus
would not similarly disclose an easily identifiable Net Offering Price for FINRA members to
include on customer account statements. We believe that FINRA members may, therefore, reach
different determinations as to the calculation of the Net Offering Price.
Issuer Organization Expenses Benefit Investors: As a policy matter, we also disagree
with the conclusion inherent in the FINRA Proposal that investors do not benefit from the
expenses incurred by the issuer (or advisor or sponsor) in effecting the organization of the
Program, its distribution to investors and in reimbursing the expenses of broker/dealers to
conduct due diligence on the offering, as well as paying FINRA members for raising funds for
the operation of the Program. We believe it to be particularly inappropriate for FINRA to
require the netting of a Program’s organizational expenses because the funds spent on
organizational expenses enhance the value of the enterprise to the benefit of investors.
Alternative Proposal for Valuation During the Initial Offering Period: We recommend
that FINRA continue to permit FINRA members to disclose the offering price on customer
account statements during the shorter of the Initial Offering Period or the Program’s publication
of an Estimated Appraisal Value, with enhanced disclosure that: (1) the listed value is the current
offering price of the security and (2) the value of the security is different from its offering price
and may be less than the offering price.5 We believe that this clear disclosure of the source6 and
meaning of the listed value when combined with disclosure on the customer account statement
that the Program securities are illiquid and that the value may not be realized when the customer
seeks to liquidate the security, will provide relevant information to investors during the Initial
5

The latter two disclosures are drawn from the proposed disclosure requirements in Section (c)(3)(ii), which refer to
the “purchase price” rather than the “offering price” of the security. We recommend that the disclosure should refer
to the offering price rather than the individual investor’s purchase price so that the value included on account
statements is the same for all investors, since some investors purchase securities with discounted or no commissions
as a result of volume purchases, purchases through an advisory account, and when purchasing dividend reinvestment
plan (“DRIP”) shares. In comparison, we believe that it is appropriate to reference the investor’s purchase price in
the case of disclosure when no value is provided on a customer account statement, as proposed in Section (c)(3)(ii).
We also note that the text of proposed Section (c)(3)(ii) contains an inadvertent error in that it is missing the word
“price” following the first reference to “purchase.”

6

Although proposed Section (c)(1)(A)(1) requires that FINRA members disclose on account statements the source
of the per share estimated value and the manner in which the value was calculated, we are unsure as to whether this
requirement would always result in disclosure that the listed value is the current offering price. Therefore, we are
recommending that FINRA amend the Proposal to provide the specific text that FINRA members should include on
customer account statements to identify that a listed value is the current offering price during the Initial Offering
Period.
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Offering Period that the listed value does not represent a “valuation” of the security for any
purpose. We believe that this is a better approach than creating a theoretical valuation that
investors may rely on inappropriately as an indicator of the intrinsic value of a Program security
during the Program’s limited Initial Offering Period.
To the extent that FINRA determines to require the listing of an offering price net of
certain O&O expenses on customer account statements during the Initial Offering Period
notwithstanding our arguments in opposition thereto, we recommend that FINRA revise the
proposed calculation of the “Net Offering Price” to be the “proceeds to the issuer” figure that is
disclosed in the chart on the cover page of the Program’s prospectus, which reflects the proceeds
to the issuer after deduction of front-end commissions paid from the offering proceeds (the
“Proceeds to the Issuer Value”). The Proceeds to the Issuer Value is not an estimate, accurately
reflects proceeds received by the issuer on a per share basis (regardless of any discount to or
elimination of the commissions for sale of DRIP shares and sales to institutional accounts) and
would be easily available to all FINRA members. In such case, we also recommend that
disclosure be included on the customer account statement that the listed value is the amount of
proceeds received by the Program issuer from the sale of each security so that investors are given
the source of the value and are not misled to believe that the value may be relied upon as an
indicator of the intrinsic value of the security.
The Per Share Estimated Value Based on an Appraisal
Under proposed Section (c)(1)(C) would require that, after the Initial Offering Period,
FINRA members will be required to provide a per share estimated value based on an appraisal of
the assets, liabilities and operations of the DPP or REIT that is derived from data no less current
than the data in the most recent annual report.
Source of Publication of Appraised Estimated Value: Although the Proposal would
obligate a FINRA member to list the security’s Appraised Estimated Value on customer account
statements at the end of the Initial Offering Period based on the issuer’s most recent annual
report, the issuer is likely to have published the Net Offering Price as the per share estimated
value in the annual report immediately prior to the end of the Initial Offering Period as required
by FINRA Rule 2310(b)(5) and Rule 5110(f)(M), as well as to comply with ERISA
requirements. If the Proposal is structured in a manner that would indirectly obligate an issuer to
publish the Appraised Estimated Value in the annual report prior to the end of the Initial Offering
Period in order to assist FINRA members to comply with their obligations under Rule 2340,
issuers of Program securities will not have the full benefit of the proposed Initial Offering Period
in order to invest capital raised by the Program prior to having to conduct an appraisal of
program assets. In the absence of publication of an Appraised Estimated Value in the Program’s
prior annual report, the Proposal would allow FINRA members to refrain from including a
valuation for the securities on its customer account statements after termination of the Initial
Offering Period – which is not the best result for investors.
This gap between the issuer’s Net Offering Price disclosure in the Program’s most recent
annual report prior to the end of the Initial Offering Period and the need for FINRA members to
obtain an Appraised Estimated Value from the issuer for disclosure on customer account
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statements upon the expiration of the Initial Offering Period must be resolved. One approach is
to permit FINRA members to rely on the issuer’s disclosure of an Appraised Estimated Value in
the issuer’s second registration statement or in an amendment to its current registration statement
(or in any other SEC filing or submission, such as a Form 8-K), depending on how the Initial
Public Offering is defined – not only in the Program’s annual report. Moreover, the Proposal
should be revised to provide the issuer with an adequate period of time upon completion of the
Initial Offering Period in which to conduct an appraisal of the Program assets, liabilities, and
operations and other relevant factors in order to publish the first Appraised Estimated Value for
the Program securities. 7
Clarify FINRA Members’ Obligation to Update Disclosure: We would also appreciate
clarification of the implications for FINRA members if an issuer publishes more than one
updated Estimated Appraised Value in a calendar year. For example, an issuer may publish its
first Estimated Appraised Value in a follow-on registration statement that becomes effective on
October 1st. The issuer will then publish an updated Estimated Appraised Value in its annual
report in compliance with FINRA Rules 2310(b)(5) and 5110(f)(2)(M), which will be filed with
the SEC the following April. We would appreciate clarification from FINRA as to whether
FINRA members would be obligated to include that valuation on customer account statements.
Moreover, if a Program determines to publish an updated Estimated Appraised Value due to, for
example, acquisition of a valuable property or properties, we would appreciate clarification as to
the obligations of members to include the updated valuation on customer account statements.
Clarify That FINRA Members May Disclose an Estimated Appraised Value on Customer
Account Statements During the Initial Offering Period: We also request that FINRA clarify that
Section (c)(1)(B) does not require that FINRA members continue to provide the Net Offering
Price on customer account statements during the Initial Offering Period if the issuer publishes an
Estimated Appraised Value in compliance with Section (c)(1)(C) during that period. Given that
the objective of the Proposal is to provide current and potential investors with updated valuation
information as soon as possible, we believe that FINRA members should be permitted to
transition to disclosure of an Estimated Appraised Value on customer account statements if the
issuer publishes an Estimated Appraised Value in any filing with or submission to the
Commission.
Transition Periods Are Needed: As discussed above, we recommend that the Proposal be
revised to provide the issuer with an adequate period of time upon completion of the Initial
Offering Period in which to conduct an appraisal in order to publish the first Appraised
Estimated Value for the Program securities. We also believe that FINRA members will have
some difficulty in timely converting their customer account statement software to reflect the first
Appraised Estimated Value on the next customer account statement after expiration of the Initial
7

In addition to providing a transition period for the issuer to publish its first Appraised Estimated Value and for
FINRA members to include that value on customer account statements, as discussed below, the Proposal should
provide a transition time period between the issuer’s publication of an Appraised Estimated Value in the annual
report or other SEC filing or submission in order for FINRA members to revise their customer account statements to
reflect the new value and should also address the situation where an issuer publishes an interim updated Appraised
Estimated Value.
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Offering Period and to reflect any update to the Appraised Estimated Value that is published any
SEC filing or submission, since the process for obtaining that value from each Program’s SEC
filing or submission and adding it to the firm’s customer account statement is a manual one,
unlike the inclusion of security market values.
We recommend that FINRA obtain information from Program sponsors and clearing
firms that provide customer account statements on an appropriate period for the preparation of
the first appraisal by the Program at the end of the Initial Offering Period and for FINRA
members to transition from the Net Offering Price to the Estimated Appraised Value disclosure
and, as well, from one Estimated Appraised Value disclosure to the next.
Clarify the Factors That an Appraiser May Consider: We recommend that FINRA clarify
the Proposal to reflect FINRA’s explanation in the FINRA October 4, 2011 “Investor Alert on
Non-Traded REITs”8 that an appraisal may also take into account other factors not set forth in
proposed Section (c)(1)(C), including the issuer’s overhead expenses, the cost of capital “and
more.” We anticipate that different appraisal companies will consider different factors in
developing an appraisal and, therefore, recommend that the Proposal should not appear to limit
the factors that should be considered in arriving at a valuation and that language should be added
to proposed Section (c )(1)(C) to provide that the appraisal may consider “any other factors that
are relevant to developing a valuation.”
IV.

Exceptions From the Obligation to Disclose a Per Share Estimated Value

FINRA is also proposing to amend the provision in Rule 2340 that currently requires a
FINRA member to remove or amend the per share estimated value based on the value provided
by the issuer in its annual report only if the firm can demonstrate that the value was inaccurate as
of the date of valuation or is no longer accurate as a result of a material change in
operations. Instead, FINRA is proposing in Section (c)(2)(A) to prohibit a FINRA member
from including a per share estimated value from any source on the firm’s customer account
statements if the member knows or has reason to know (based on public or nonpublic
information) that the value is unreliable.
We are concerned that the absence of a materiality standard in proposed Section (c)(2)(A)
means that a FINRA member may be obligated to refrain from including the issuer’s published
Estimated Appraised Value as a result of the Program’s ordinary acquisition or sale of a property
or portfolio of properties between the issuer’s required annual publication of a per share
estimated value. Therefore, we recommend that FINRA revise the text of proposed Section
(c)(2)(A) to add a materiality standard so that a member is only obligated to refrain from
providing a per share estimated value if the member knows or has reason to know that the value
is materially unreliable.

8

In “Investor Alert on Public Non-Traded REITs,” dated October 4, 2011, FINRA pointed out that “Many factors
affect the pricing, including the portfolio of real estate assets owned, strength of the trust’s balance sheet (assets
versus liabilities), overhead expenses, cost of capital and more. The Boards and managers of non-traded REITs
might even rely on third-party sources to estimate a per-share value.”
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We also believe that FINRA members should understand the difference between the
current provision requiring a determination that a value is “inaccurate” and the proposed
provision that would require a determination that a value is “unreliable.” Therefore, we would
appreciate a fuller explanation or definition that would clarify the standards that a FINRA
member should use to determine that a per share estimated value is “unreliable.”
Proposed Section (c)(2)(B) would also allow a FINRA member to omit the per share
estimated value provided by the issuer in its most recent annual report if the firm concludes that
the value does not comply with the requirements of the rule. In cases where a FINRA member
has omitted the per share estimated value, the member must disclose the reason for such
omission on the account statement. FINRA states in the Regulatory Notice that a FINRA
member is nonetheless permitted to provide a per share estimated value from a source other than
the DPP’s or REIT’s annual report that meets the rule’s requirements.
We support FINRA’s position that a FINRA member is not obligated to develop a per
share estimated value in lieu of the issuer’s published value, which the FINRA member has
determined does not comply with the requirements of the rule. The development of such
valuations by individual FINRA members would be costly and impractical because each firm’s
appraiser would have to be provided access to the Program’s assets, liabilities and operations,
which may not be readily available. Further, different appraisers will likely provide different
valuations, which would result in different valuations being included on the customer account
statements of different FINRA members for the same securities. We believe it would be
preferable for FINRA members to put customers on notice as to the basis for the omission of a
per share estimated value on the customer’s account statement.
However, we would appreciate clarification of the enforcement implications of the
permissive approach of this provision, which would permit a FINRA member to include a per
share estimated value on customer account statements in compliance with the rule even though
the FINRA member concludes that the issuer’s per share estimated value is not in compliance
with the requirements of Sections (c)(1)(B) or (c)(1)(C).
We also recommend that proposed Section (c)(2)(B) be revised to reference a per share
estimated value that is published by the issuer in any filing with or submission to the
Commission, not just in the annual report. As discussed above, Program issuers may include the
first Estimated Appraised Value in an amendment to its current registration statement or in a
follow-on offering registration statement following the Initial Offering Period, depending on how
that term is defined. There may be other situations where a Program issuer may issue an updated
Estimated Appraised Value by means of a press release that is submitted to the Commission as
an exhibit to a Form 8-K or as may be permitted on Form 10-Q.
We also request that FINRA revise the Proposal to clarify the obligations of FINRA
members to list on customer account statements an Estimated Appraised Value that is more
frequently updated than in the Program’s annual report and, as previously discussed, provide for
transition periods between publication and inclusion of an initial or updated Estimated Appraised
Value in the next customer account statement.
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V. Scope of Amended NASD Rule 2340
Current NASD Rule 2340(a) requires that each general securities member send a
statement "containing a description of any securities positions... to each customer whose account
had a security position." Current 2340(c)(1)(B) requires that FINRA members include a per
share estimated value for Program securities on a customer account statement "if the annual
report of a DPP or REIT includes a per share value for a DPP or REIT security that is held in the
customer's account or included on the customer account statement . . . ."
In comparison, the introduction to proposed Rule 2340(c) states that the provision will
apply to Program securities that a “general securities member holds” in a customer's account.
Moreover, FINRA states in footnote 5 to the Proposing Notice that Rule 2340 applies to the
securities regardless of whether listed above or below the line on customer account statements.
For Exchange Act Rule 15c3-3(b) purposes, a FINRA member can carry a security in a customer
account in two ways: by possessing the security or by controlling the security via the
establishment of a good control location under Rule 15c3-3(c). Thus, it appears that NASD Rule
2340, as proposed to be amended, would only apply to Program securities listed on a customer
account statement if the FINRA member has possession "above the line" or control "below the
line," but in each case, the security is being "held" or "carried" by the member in the customer's
account consistent with Exchange Act Rule 15c3-3.
We would appreciate clarification as to whether FINRA intends to change the scope of
NASD Rule 2340 from applying to securities “held in the customer's account or included on the
customer account statement” to securities that a “general securities member holds” in a
customer's account. If FINRA did not intend to change the scope of NASD Rule 2340, we
believe it would be better for FINRA to revise the text of the rule for this purpose rather than
provide an external interpretation, as is done in footnote 5.
VI. Implementation of the Proposal
The Proposing Release does not discuss FINRA’s plans to implement the proposed rule
change with respect to Programs under which securities are being offered at the time of
Commission approval of the proposed rule change. We recommend that FINRA clarify the
implementation of the anticipated amendments to Rule 2340.
There are two categories of Program offerings that will be significantly affected by the
Proposal: those deemed to be in the Initial Offering Period and those that are continuing to offer
securities following the Initial Offering Period by means of a follow-on registration statement.
Since issuers and sponsors of currently outstanding Programs will not have had an opportunity to
take the final version of the Proposal into account when structuring the current Program offering,
we believe that the better approach would be to provide that the amendments to Rule 2340 will
only apply to offerings that are declared effective by the Commission one year after the
Commission’s approval of the amendments.

\\NY - 709545/000420 - 2363279 v1

Page 145 of 268
FINRA
November 16, 2011
Page 13
VII. Burden on Competition and Capital Formation
This letter raises a number of significant concerns regarding the Proposal. For all of the
reasons stated previously, we believe that the Proposal to require the listing of the Net Offering
Price on customer account statements during the Initial Offering Period will result in regulations
that would be contrary to the requirements of Exchange Act Sections 3(f) and 15A(6) in that the
Proposal:
(1) will not promote just and equitable principles of trade nor enhance the protection of
investors and the public interest; and
(2) would impose a significant burden on competition and capital formation by Program
issuers that is not in furtherance of any purposes of the Exchange Act.
In particular, we believe that the Proposal would unfairly discriminate between issuers
contrary to the requirements of Exchange Act Section 15A(6), because the proposed requirement
for the listing of Net Offering Price valuations for non-traded securities is not consistent with the
regulation of valuations for other non-traded securities.

*

*

*

Once again, the Committee appreciates the opportunity to submit these comments.
Members of the Committee are available to meet and discuss these matters with FINRA and its
staff and to respond to any questions.
Very truly yours,

/s/ Jeffrey W. Rubin
Jeffrey W. Rubin
Chair, Federal Regulation of Securities Committee
Drafting Committee:
David M. Katz
Suzanne Rothwell
Judith Fryer
Peter LaVigne
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AMERICAN REALTY CAPITAL
405 PARK AVENUE, 12TH FLOOR
NEW YORK, NY 10022

	
  
November	
  11,	
  2011	
  
Marcia	
  E.	
  Asquith	
  
Office	
  of	
  the	
  Corporate	
  Secretary	
  
Financial	
  Industry	
  Regulatory	
  Authority,	
  Inc.	
  
1735	
  K	
  Street,	
  NW	
  
Washington,	
  DC	
  20006-‐1506	
  
RE:	
  Regulatory	
  Notice	
  11-‐44	
  regarding	
  Customer	
  Account	
  Statements	
  
Dear	
  Ms.	
  Asquith,	
  
Please	
  accept	
  this	
  letter	
  in	
  response	
  to	
  Regulatory	
  Notice	
  11-‐44	
  (FINRA	
  Requests	
  Comment	
  on	
  
Proposed	
  Amendments	
  to	
  NASD	
  Rule	
  23401	
  to	
  Address	
  Values	
  of	
  Unlisted	
  Direct	
  Participation	
  Programs	
  
and	
  Real	
  Estate	
  Investment	
  Trusts	
  in	
  Customer	
  Account	
  Statements)	
  (“Regulatory	
  Notice	
  11-‐44”).	
  This	
  
letter	
  should	
  also	
  be	
  considered	
  a	
  separate	
  supplement	
  to	
  the	
  NAREIT	
  public	
  nonlisted	
  REIT	
  committee	
  
comment	
  letter	
  to	
  which	
  we	
  are	
  also	
  a	
  signatory.	
  
In	
  Regulatory	
  Notice	
  11-‐44,	
  Financial	
  Industry	
  Regulatory	
  Authority,	
  Inc.	
  (“FINRA”)	
  has	
  proposed	
  
amendments	
  to	
  NASD	
  Rule	
  2340	
  (Customer	
  Account	
  Statements)	
  (the	
  “Proposed	
  Amendments”)	
  to	
  
address	
  how	
  firms	
  report	
  per	
  share	
  estimated	
  values	
  of	
  unlisted	
  Direct	
  Participation	
  Programs	
  (“DPPs”)	
  
and	
  unlisted	
  Real	
  Estate	
  Investment	
  Trusts	
  (“REITs”)	
  on	
  customer	
  account	
  statements.	
  The	
  Proposed	
  
Amendments	
  would:	
  
(a) limit	
  the	
  time	
  period	
  that	
  the	
  offering	
  price	
  may	
  be	
  used	
  as	
  the	
  basis	
  for	
  per	
  share	
  estimated	
  
value	
  to	
  the	
  period	
  provided	
  under	
  Rule	
  415(a)(5)	
  of	
  the	
  Securities	
  Act	
  of	
  1933	
  (the	
  “Initial	
  
Offering	
  Period”);	
  
(b) require	
  firms	
  to	
  deduct	
  organization	
  and	
  offering	
  expenses	
  from	
  per	
  share	
  estimated	
  value	
  
during	
  the	
  Initial	
  Offering	
  Period	
  (for	
  purposes	
  of	
  the	
  Proposed	
  Amendments,	
  organization	
  
and	
  offering	
  expenses	
  are	
  generally	
  defined	
  in	
  Regulatory	
  Notice	
  11-‐44);	
  
(c) prohibit	
  a	
  firm	
  from	
  using	
  a	
  per	
  share	
  estimated	
  value,	
  from	
  any	
  source,	
  if	
  it	
  “knows	
  or	
  has	
  
reason	
  to	
  know	
  the	
  value	
  is	
  unreliable,”	
  based	
  upon	
  publicly	
  available	
  information	
  or	
  
nonpublic	
  information	
  that	
  has	
  come	
  to	
  the	
  firm’s	
  attention;	
  and	
  
(d) allow	
  a	
  firm	
  to	
  omit	
  a	
  per	
  share	
  estimated	
  value	
  on	
  a	
  customer	
  account	
  statement	
  if	
  the	
  
most	
  recent	
  annual	
  report	
  of	
  the	
  DPP	
  or	
  REIT	
  does	
  not	
  contain	
  a	
  value	
  that	
  complies	
  with	
  
the	
  disclosure	
  requirements	
  of	
  NASD	
  Rule	
  2340.	
  
	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  
1

	
  As	
  part	
  of	
  the	
  rulebook	
  consolidation	
  process,	
  FINRA	
  has	
  proposed	
  new	
  FINRA	
  Rule	
  2231	
  to	
  replace	
  NASD	
  Rule	
  
2340.	
  	
  See	
  SR-‐FINRA-‐2009-‐028.	
  The	
  amendments	
  discussed	
  in	
  Regulatory	
  Notice	
  11-‐44	
  would	
  be	
  made	
  to	
  NASD	
  
Rule	
  2340	
  or	
  new	
  FINRA	
  Rule	
  2231,	
  depending	
  upon	
  the	
  timing	
  of	
  SEC	
  approval.	
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American	
  Realty	
  Capital	
  and	
  its	
  FINRA	
  member	
  subsidiary,	
  Realty	
  Capital	
  Securities,	
  LLC	
  applaud	
  
FINRA’s	
  Division	
  of	
  Corporate	
  Financing	
  for	
  proposing	
  the	
  above-‐referenced	
  actions	
  to	
  ensure	
  enhanced	
  
transparency	
  and	
  accountability	
  that	
  would	
  place	
  unlisted	
  DPPs	
  and	
  unlisted	
  REITs	
  on	
  competitive	
  
footing	
  with	
  more	
  mainstream	
  investment	
  products.	
  	
  However,	
  in	
  certain	
  respects,	
  we	
  believe	
  FINRA’s	
  
proposals	
  may	
  not	
  go	
  far	
  enough,	
  and	
  the	
  Proposed	
  Amendments,	
  properly	
  augmented,	
  could	
  prove	
  
transformative	
  to	
  the	
  unlisted	
  DPP	
  and	
  unlisted	
  REIT	
  industry.	
  
Regulatory	
  Notice	
  11-‐44	
  proposes	
  three	
  changes	
  to	
  NASD	
  Rule	
  2340	
  regarding	
  account	
  
statements,	
  set	
  forth	
  below.	
  	
  (Our	
  comments	
  are	
  indicated	
  immediately	
  following	
  in	
  bolded	
  type)	
  
•

First,	
  in	
  the	
  case	
  of	
  unlisted	
  DPPs	
  and	
  unlisted	
  REITs,	
  valuations	
  would	
  be	
  required	
  to	
  be	
  
communicated	
  to	
  the	
  investor	
  based	
  on	
  offering	
  price	
  net	
  of	
  all	
  organization	
  and	
  offering	
  
expenses2	
  (net	
  value).3	
  	
  
We	
  support	
  this	
  proposal	
  (and	
  will	
  provide	
  further	
  commentary	
  on	
  the	
  importance	
  of	
  a	
  
date	
  certain	
  implementation	
  later	
  in	
  this	
  letter)	
  for	
  investment	
  programs	
  that	
  become	
  
effective	
  after	
  October	
  1,	
  2011,	
  to	
  the	
  extent	
  that	
  the	
  valuation	
  is	
  shown	
  net	
  of	
  
underwriting	
  compensation.	
  	
  Such	
  action	
  simply	
  acknowledges	
  what	
  the	
  industry	
  has	
  
always	
  known,	
  i.e.,	
  underwriting	
  expenses	
  are	
  dilutive	
  to	
  the	
  share	
  price.	
  However,	
  we	
  do	
  
not	
  believe	
  that	
  valuation	
  during	
  the	
  Initial	
  Offering	
  Period	
  should	
  be	
  reflected	
  net	
  of:	
  (i)	
  
traditional	
  organization	
  and	
  offering	
  issuer	
  expenses,	
  reimbursed	
  from	
  offering	
  proceeds;	
  
or	
  (ii)	
  due	
  diligence	
  expenses	
  (exclusive	
  of	
  underwriting	
  compensation),	
  which	
  are	
  
amortized	
  over	
  a	
  five	
  (5)	
  year	
  period	
  and	
  are	
  therefore	
  already	
  accounted	
  for.	
  In	
  fact,	
  one	
  
of	
  our	
  current	
  product	
  offerings,	
  American	
  Realty	
  Capital	
  Daily	
  Net	
  Asset	
  Value	
  Trust,	
  Inc.,	
  
reports	
  share	
  price	
  net	
  asset	
  value	
  (NAV)	
  at	
  $9.00	
  plus	
  commissions	
  from	
  “Day	
  1.”	
  	
  
Another	
  offering	
  we	
  have	
  recently	
  filed,	
  American	
  Realty	
  Capital	
  Global	
  Daily	
  Net	
  Asset	
  
Value	
  Trust,	
  Inc.,	
  will	
  also	
  report	
  share	
  price	
  NAV	
  from	
  inception	
  in	
  the	
  same	
  way.	
  	
  Both	
  
programs	
  will	
  value	
  25%	
  of	
  their	
  portfolios	
  every	
  quarter,	
  using	
  an	
  independent,	
  third-‐
party	
  valuation	
  firm,	
  employing	
  published	
  valuation	
  criteria	
  applied	
  under	
  the	
  supervision	
  
of	
  the	
  programs’	
  management	
  and	
  respective	
  boards	
  of	
  directors.	
  	
  	
  

•

Second,	
  the	
  period	
  during	
  which	
  a	
  per	
  share	
  NAV	
  can	
  be	
  based	
  on	
  net	
  offering	
  price	
  would	
  
be	
  limited	
  to	
  the	
  Initial	
  Offering	
  Period	
  only.	
  	
  After	
  the	
  Initial	
  Offering	
  Period,	
  per	
  share	
  NAV	
  
would	
  be	
  based	
  on	
  a	
  calculation	
  valuing	
  assets	
  less	
  liabilities.	
  	
  	
  

We	
  fully	
  support	
  this	
  proposal,	
  but	
  believe	
  it	
  fails	
  to	
  go	
  far	
  enough.	
  We	
  believe	
  that	
  there	
  
need	
  to	
  be	
  specific	
  transitional	
  dates	
  established.	
  	
  For	
  the	
  purposes	
  of	
  this	
  letter,	
  we	
  will	
  
suggest	
  that	
  investment	
  programs	
  effective	
  prior	
  to	
  October	
  1,	
  2011,	
  would	
  continue	
  to	
  be	
  
shown	
  at	
  $10	
  per	
  share,	
  and	
  would	
  be	
  valued	
  on	
  a	
  date	
  certain	
  suggested	
  immediately	
  
	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  

2

	
  These	
  organization	
  and	
  offering	
  expenses	
  have	
  three	
  components:	
  (1)	
  issuer	
  expenses	
  that	
  are	
  reimbursed	
  or	
  
paid	
  for	
  with	
  offering	
  proceeds,	
  (2)	
  underwriting	
  compensation,	
  and	
  (3)	
  due	
  diligence	
  expenses.	
  
3
	
  Under	
  the	
  proposal	
  as	
  currently	
  drafted,	
  the	
  net	
  estimated	
  value	
  required	
  on	
  customer	
  account	
  statements	
  for	
  
such	
  programs	
  would	
  be	
  the	
  NAV	
  and	
  could	
  not	
  include	
  any	
  commissions,	
  nor	
  any	
  other	
  organization	
  or	
  offering	
  
expense	
  associated	
  with	
  the	
  offering.	
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below.	
  This	
  valuation	
  should	
  be	
  governed	
  by	
  published	
  criteria	
  applied	
  by	
  an	
  expert,	
  
disinterested	
  third	
  party,	
  supervised	
  by	
  the	
  program’s	
  management	
  and	
  board	
  of	
  
directors,	
  and	
  should	
  be	
  asset	
  based,	
  rather	
  than	
  reflective	
  of	
  an	
  enterprise	
  or	
  strategic	
  
valuation.	
  	
  Programs	
  effective	
  after	
  October	
  1,	
  2011,	
  would	
  be	
  shown	
  at	
  $10	
  less	
  
underwriting	
  compensation	
  and	
  then	
  valued	
  on	
  a	
  date	
  certain	
  suggested	
  immediately	
  
below.	
  The	
  dates	
  certain	
  would	
  vary	
  depending	
  on	
  whether	
  a	
  program	
  was	
  already	
  
effective	
  or	
  still	
  in	
  registration,	
  as	
  follows:	
  
Type	
  of	
  Offering	
  
Effective	
  Offerings	
  (effective	
  
prior	
  to	
  October	
  1,	
  2011)	
  
New	
  Offerings	
  (effective	
  after	
  
October	
  1,	
  2011)	
  and	
  
Subsequent	
  Offerings	
  
	
  
•

Implementation	
  Deadline	
  for	
  Valuation	
  
Earliest	
  to	
  occur	
  of:	
  
• Three	
  years	
  from	
  effective	
  date	
  of	
  offering;	
  
• Closing	
  of	
  offering	
  plus	
  six	
  months;	
  and	
  
• December	
  31,	
  2013.	
  
Earliest	
  to	
  occur	
  of:	
  
• $500	
  million	
  in	
  equity	
  raise;	
  
• Three	
  years	
  from	
  effective	
  date	
  of	
  offering;	
  and	
  
• Closing	
  of	
  offering	
  plus	
  six	
  months.	
  

Third,	
  the	
  current	
  requirements	
  of	
  NASD	
  Rule	
  2340	
  would	
  be	
  adjusted	
  to	
  prohibit	
  a	
  firm	
  
from	
  using	
  a	
  per	
  share	
  estimated	
  value,	
  from	
  any	
  source,	
  if	
  it	
  “knows	
  or	
  has	
  reason	
  to	
  know	
  
the	
  value	
  is	
  unreliable,”	
  based	
  upon	
  publicly	
  available	
  information	
  or	
  nonpublic	
  information	
  
that	
  has	
  come	
  to	
  the	
  firm’s	
  attention.	
  	
  	
  
Although	
  this	
  proposed	
  change	
  seems	
  reasonable,	
  it	
  is	
  worth	
  mentioning	
  that	
  this	
  would	
  
create	
  an	
  additional	
  requirement	
  that	
  member	
  firms	
  perform	
  due	
  diligence	
  on	
  the	
  
legitimacy	
  of	
  the	
  per	
  share	
  valuation.	
  	
  From	
  this	
  perspective,	
  we	
  would	
  recommend	
  that	
  
the	
  proposed	
  amendments	
  be	
  reviewed	
  to	
  determine	
  any	
  potential	
  unintended	
  
consequences	
  to	
  clearing	
  firms	
  and	
  selling	
  group	
  participants.	
  	
  

American	
  Realty	
  Capital	
  and	
  Realty	
  Capital	
  Securities	
  respectfully	
  suggest	
  that	
  FINRA	
  consider	
  
taking	
  the	
  Proposed	
  Amendments	
  a	
  step	
  farther.	
  	
  In	
  particular,	
  we	
  believe	
  that	
  FINRA	
  should	
  more	
  
comprehensively	
  address	
  the	
  following:	
  
•

“Follow-‐on”	
  Offerings.	
  Follow-‐on	
  offerings	
  are	
  not	
  in	
  the	
  best	
  interest	
  of	
  investors,	
  
especially	
  if	
  sold	
  at	
  a	
  stated	
  share	
  price	
  that	
  does	
  not	
  accurately	
  reflect	
  current	
  NAV.	
  	
  
Moreover,	
  size	
  matters,	
  and	
  too	
  large	
  an	
  offering	
  creates	
  an	
  inherent	
  barrier	
  to	
  exit,	
  
depriving	
  stockholders	
  of	
  a	
  reasonably	
  timed	
  full-‐cycle	
  liquidity	
  event.	
  	
  Therefore,	
  we	
  
believe	
  follow-‐on	
  offerings	
  should	
  be	
  prohibited,	
  except	
  to	
  the	
  extent:	
  (1)	
  an	
  offering	
  fails	
  to	
  
reach	
  its	
  target	
  equity	
  raise	
  during	
  its	
  Initial	
  Offering	
  Period	
  and	
  such	
  follow-‐on	
  offering	
  
would	
  allow	
  a	
  program	
  additional	
  time	
  to	
  reach	
  its	
  target	
  equity	
  raise	
  (for	
  example,	
  if	
  a	
  $1.0	
  
billion	
  offering	
  raised	
  only	
  $500	
  million	
  during	
  its	
  Initial	
  Offering	
  Period,	
  it	
  would	
  be	
  
permitted	
  to	
  file	
  a	
  follow-‐on	
  offering	
  for	
  the	
  remaining	
  $500	
  million	
  only);	
  plus	
  (2)	
  any	
  over-‐
allotment	
  or	
  “green	
  shoe”	
  option,	
  limited	
  to	
  a	
  maximum	
  of	
  15%	
  of	
  the	
  originally-‐

Page 149 of 268

•

contemplated	
  offering	
  amount.	
  	
  Notwithstanding	
  the	
  foregoing,	
  and	
  regardless	
  of	
  whether	
  a	
  
follow-‐on	
  offering	
  occurs,	
  a	
  current	
  valuation	
  should	
  be	
  conducted	
  consistent	
  with	
  the	
  
valuation	
  guidelines	
  suggested	
  above,	
  based	
  on	
  a	
  third-‐party’s	
  opinion	
  of	
  value	
  and	
  subject	
  
to	
  published	
  valuation	
  criteria.	
  	
  American	
  Realty	
  Capital	
  presently	
  prohibits	
  follow-‐on	
  
offerings	
  for	
  all	
  companies	
  on	
  our	
  platform,	
  consistent	
  with	
  these	
  guidelines.	
  
“Grandfathering.”	
  We	
  believe	
  that	
  “grandfathering”	
  must	
  be	
  utilized	
  judiciously	
  in	
  order	
  to	
  
provide	
  a	
  consistently	
  applied	
  standard	
  for	
  all	
  currently	
  effective	
  offerings	
  and	
  to	
  minimize	
  
market	
  disruptions	
  resulting	
  in	
  potential	
  harm	
  to	
  investors.	
  We	
  believe	
  that	
  offerings	
  now	
  
effective	
  should	
  be	
  “grandfathered”	
  and	
  permitted	
  to	
  continue	
  to	
  show	
  a	
  net	
  share	
  price	
  of	
  
$10	
  until	
  the	
  valuation	
  dates	
  set	
  forth	
  above.	
  	
  Newly	
  effective	
  offerings	
  (after	
  October	
  1,	
  
2011),	
  as	
  well	
  as	
  any	
  offerings	
  currently	
  in	
  registration	
  which	
  become	
  effective,	
  should	
  be	
  
required	
  to	
  immediately	
  adopt	
  a	
  net	
  share	
  price	
  of	
  $9	
  plus	
  commissions	
  until	
  the	
  evaluation	
  
date	
  set	
  forth	
  above.	
  

American	
  Realty	
  Capital	
  and	
  Realty	
  Capital	
  Securities	
  remain	
  committed	
  to	
  ensuring	
  we	
  conduct	
  
ourselves	
  and	
  our	
  companies	
  in	
  accordance	
  with	
  industry	
  “best	
  practices.”	
  	
  We	
  embrace	
  this	
  principle	
  
for	
  our	
  entire	
  suite	
  of	
  investment	
  programs.	
  	
  By	
  collectively	
  working	
  to	
  improve	
  the	
  industry	
  from	
  the	
  
standpoint	
  of	
  reporting,	
  valuation	
  and	
  transparency,	
  we	
  believe	
  unlisted	
  REITs	
  will	
  become	
  more	
  
competitive	
  with	
  other	
  investments,	
  making	
  them	
  better	
  investments,	
  and	
  growing	
  the	
  unlisted	
  REIT	
  
market	
  larger,	
  so	
  that	
  it	
  might	
  assume	
  its	
  rightful	
  place	
  in	
  the	
  investment	
  hierarchy.	
  	
  	
  
Thank	
  you	
  in	
  advance	
  for	
  your	
  repeated	
  courtesies	
  and	
  your	
  consideration.	
  
Respectfully,	
  	
  
Michael	
  Weil	
  
	
  

Nicholas	
  S.	
  Schorsch	
  
	
  

	
  
	
  
CEO,	
  Realty	
  Capital	
  Securities,	
  LLC,	
  Dealer	
  Manager	
  for:	
  
	
  
American	
  Realty	
  Capital	
  Trust,	
  Inc.	
  
American	
  Realty	
  Capital	
  New	
  York	
  Recovery	
  REIT,	
  Inc.	
  
American	
  Realty	
  Capital	
  Trust	
  III,	
  Inc.	
  
American	
  Realty	
  Capital	
  Daily	
  Net	
  Asset	
  Value	
  Trust,	
  Inc.	
  
American	
  Realty	
  Capital	
  Healthcare	
  Trust,	
  Inc.	
  
American	
  Realty	
  Capital	
  –	
  Retail	
  Centers	
  Of	
  America,	
  Inc.	
  
Phillips	
  Edison	
  –	
  ARC	
  Shopping	
  Center	
  REIT,	
  Inc.	
  	
  
United	
  Development	
  Funding	
  IV,	
  Inc.	
  
	
  
	
  

	
  
	
  
Chairman	
  &	
  CEO,	
  American	
  Realty	
  Capital,	
  
parent	
  company	
  to	
  Realty	
  Capital	
  Securities	
  
and	
  sponsor	
  of	
  American	
  Realty	
  Capital	
  
public	
  non-‐traded	
  real	
  estate	
  offerings	
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November 11, 2011
Ms. Marcia E. Asquith
Office of Corporate Secretary
FINRA
1735 K Street, NW
Washington, DC 20006-1506
RE: FINRA Regulatory Notice 11-44
Dear Ms. Asquith,
We appreciate the opportunity to comment on Regulatory Notice 11-44. This Firm is a 26 year old
Broker Dealer which has significant experience in offering non-listed REITs and DPPs to our clients.
Industry rules and regulations already require prominent disclosure of selling commissions, dealer
management fees, and other organizational costs so that the prospective investor is clearly shown
the net amount available for investment. This firm does not believe that the proposed changes in
valuations shown on customer statements will increase an investor’s understanding of their
investment’s value.
Our firm always emphasizes the longer anticipated holding period for non-traded REITs and DPPs to
our investors. Additionally, most of the non-traded REITs and DPPs that we offer continue to raise
money from investors and purchase assets over an extended time frame. During that period, market
values of acquired properties may go up or down. Generally, money raising increases as an offering
reaches its maximum size or its official closing date. As a result, we do not believe that continuing to
report the investment’s value at the initial offering price is misleading to our clients.
We believe the proposed rule would unfairly single out non-traded REITs and DPPs for price
adjustments which are not required for other investments. For example, when a client buys a five
year CD, we are not required to lower the CD’s value on our statements by the amount of any early
withdrawal penalty. And on variable annuities, we are not required to adjust the variable annuity’s
value by any surrender penalty that may be in effect at the time the statement is prepared. On those
products (and others), the point of sale and prospectus disclosures are deemed adequate disclosure
to investors. We do not think that non-traded REITs and DPPs should be treated differently than
other investments.

8620 W 110th St ● Overland Park, KS 66210 ● voice (800) 800-3177 ● fax (913) 498-2901 ● www.vsrfinancial.com ● Member FINRA, SIPC
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We have long believed that real estate is an important asset class that should be part of a diversified
portfolio for most clients. Industry research has consistently shown that many investors’
performance suffers from bad timing – buying near tops and selling near bottoms. The projected
long term holding periods (and illiquidity) of non-traded REITs and DPPs gives each investor a better
long term opportunity to realize the capital appreciation potential of a portfolio of professionally
managed real estate. We do not consider it an advantage to our investors to give them any
impression that these are liquid investments that can be sold at any time.
Some industry observers believe that the purpose of Regulatory Notice 11-44 is to reduce the selling
commission paid by non-traded REITs and DPPs. We believe that the current level of commissions is
not inappropriate given the projected long holding period for these investments.

Thank you in advance for your consideration of our comments.
Respectfully submitted,

James M. Stanfield
Chief Executive Officer
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November 11, 2011

NATIONAL
ASSOCIATION
OF

REAL ESTATE
INVESTMENT
TRUSTS®


REITS:
BUILDING

Ms. Marcia E. Asquith
Office of the Corporate Secretary
Financial Industry Regulatory Authority
1735 K Street, NW
Washington, DC 20006-1506
Re:

FINRA Regulatory Notice 11-44: FINRA Requests Comment on
Proposed Amendments to NASD Rule 2340 to Address Values of
Unlisted Direct Participation Programs and Real Estate Investment
Trusts in Customer Account Statements

Dear Ms. Asquith,
This letter is in response to FINRA Regulatory Notice 11-44 (the Proposed
Amendment) in which FINRA requests comment on proposed changes to NASD
Rule 2340 (Customer Account Statements) with respect to how per share
estimated values of unlisted Direct Participation Programs (DPPs) and unlisted
Real Estate Investment Trusts (REITs) are reported on customer account
statements.

DIVIDENDS
AND

DIVERSIFICATION®

NAREIT, the National Association of Real Estate Investment Trusts, is the
worldwide representative voice for real estate investment trusts (REITs) and
publicly traded real estate companies with an interest in U.S. real estate and
capital markets. NAREIT’s members are REITs and other real estate businesses
throughout the world that own, operate and finance commercial and residential
real estate.
Our members identified as Equity REITs own, lease and often operate all types
of real estate, while our members identified as Mortgage REITs finance housing
and commercial real estate by originating mortgages or by purchasing whole
loans or mortgage backed securities in the secondary market.
In addition, REITs in the U.S. may be public companies whose securities are
registered with the SEC and listed on an established stock exchange (so-called,
Listed REITs); public companies whose securities are registered with the SEC,
but which are not listed on an established stock exchange (so-called, Public
Non-Listed REITs (PNLRs)); or private companies.
As of June 30, 2011, 225 REITs were “public” through registration with the
SEC, 159 of which are Listed REITs (predominantly listed on the NYSE) and 66
of which are PNLRs. Equity REITs own over 30,000 properties in all 50 states,
with a value of approximately $700 billion, with about $80 billion of that
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amount attributable to PNLRs. These investments are estimated to comprise
approximately 10-15% of investment-grade commercial real estate in the United States,
and they include all property types, including retail, office, multifamily, health care,
lodging, industrial, self storage and timber.
Given the nature of FINRA Regulatory Notice 11-44, this letter and its attachment are
focused solely on PNLRs, which participate at NAREIT through its Public Non-Listed
REIT Council, consisting of all 37 NAREIT PNLR corporate members (the PNLR
Council). The mission of the PNLR Council is to advise NAREIT’s Executive Board on
matters of interest and importance to PNLRs.
The PNLR Council, led by its Executive Committee representing leading sponsors of
PNLRs, has carefully reviewed the Proposed Amendment. As a result, it developed the
attached comment letter for submission to and consideration by FINRA. In short, as
reflected in the attached letter, the position of PNLR Council with respect to the Proposed
Amendment is as follows:
Close of Initial Offering Period and Appraised Value
The PNLR Council supports limiting the period during which a per share estimated value
based on the net offering price may be included on a Customer Account Statement to the
Initial Offering Period, as proposed by FINRA.
Presenting Per Share Net Offering Price, Net of Certain Organization and Offering
Expenses
The PNLR Council supports publication of the net offering price on the Customer
Account Statement during the Initial Offering Period (when the program is acquiring
assets and firms are selling shares at a stable value on a best-efforts basis); it supports the
deduction of certain organization and offering expenses (O&O Expenses) characterized
by FINRA as underwriting compensation (pursuant to FINRA Regulatory Notice 08-35)
as proposed by FINRA; and it does not support the deduction of certain O&O Expenses
characterized by FINRA as issuer expenses or due diligence expenses (pursuant to
FINRA Regulatory Notice 08-35) which it contends are expenses intrinsically connected
to the customer’s investment in the REIT.
In addition, given the fact that the per share amount on the Customer Account Statement
during the Initial Offering Period reflects a per share net offering price rather than a per
share estimated value, the PNLR Council recommends to FINRA that the Customer
Account Statement label the amount determined, after deduction of underwriting
compensation, to be the per share net offering price. The PNLR Council supports
disclosure of such expenses to the customer through the investor confirmation statement.
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Transition Period
The PNLR Council notes that the Proposed Amendment does not address a transition
period for implementation of the new rule. The PNLR Council strongly urges FINRA to
include a transition rule with its final proposal to ensure that inappropriate disruption
does not occur in the market, and so that unnecessary confusion is not created for brokerdealers or their customers.
NAREIT and its PNLR Council look forward to continuing to work with FINRA on the
issues raised by the Proposed Amendment. The Proposed Amendment addresses an
important part of the REIT community at a critical moment, and we look forward to
working with FINRA as it ensures that it provides sound industry guidance and
thoughtful investor protection.
Please feel free to contact me with further questions.
Respectfully submitted,

Steven A. Wechsler
President & CEO
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November 11, 2011
Ms. Marcia E. Asquith
Office of the Corporate Secretary
Financial Industry Regulatory Authority
1735 K Street, NW
Washington, DC 20006-1506
Re:

FINRA Regulatory Notice to Members 11-44; Proposed Amendments to
NASD Rule 2340 to Address Values of Unlisted Direct Participation
Programs and Real Estate Investment Trusts (hereafter, together referred
to as DPPs) in Customer Account Statements (the Proposed Amendment)

Dear Ms. Asquith,
This comment letter regarding the Proposed Amendment is submitted on behalf of the
Public Non-Listed Real Estate Investment Trust (PNLR) Council of the National
Association of Real Estate Investment Trusts (NAREIT), and is signed by its
members, each of whom represents an established sponsor in the PNLR industry.
Together, the members of the PNLR Council and NAREIT play a vital role in helping
to provide a substantial portion of the overall transaction volume for the alternative
asset and real estate markets. As a part of NAREIT, PNLR sponsors and their
products are a critical part of hundreds of thousands of investors’ portfolio
diversification and income strategies, and have distributed tens of billions of dollars to
shareholders since their legal inception nearly thirty years ago. We thank you for the
opportunity to provide our comments on this rule proposal prior to its submission to
the SEC.
Regulatory Notice 11-44 seeks to modify NASD Rule 23401, the Customer Account
Statement Rule, in two specific areas we address in this comment letter:



1

To allow for the use of a fixed net offering price only if published per share
estimated values on investor statements deduct all organization and offering
expenses (net value); and,
To limit the use of a net value per share on an investor statement to the Initial
Offering Period2 of an investment offering program.

We understand that, as part of the rulebook consolidation process, FINRA has proposed new FINRA
Rule 2231 to replace NASD Rule 2340, and that the Proposed Amendment would be effective within
NASD Rule 2340 or new FINRA Rule 2231, depending upon the timing of SEC approval of the rule in
its final form.
2
The Initial Offering Period, defined in your notice and by Securities Act Rule 415 as lasting up to
three years plus an additional 180 day carryover period.

Page 159 of 268
Ms. Marcia E. Asquith
November 11, 2011
Page 2
We commend FINRA for recognizing the Customer Account Statement Rule as a tool
for providing new approaches to investor protection and disclosure, and we support
the majority of both the elements of and analysis in your notice.
In particular, we understand that FINRA is concerned with the length of time that a
fixed public offering price is reported on a customer account statement. Presently,
throughout even a multiple-offering capital formation process for a DPP, the dollar
amount an investor sees on a customer statement does not represent a book or net asset
value of a share of stock in a DPP, nor is it indicative of the proceeds that an investor
would receive if the entity was liquidated. Your proposal would require a calculated
estimated valuation on customer account statements to be published much earlier, at
the end of an Initial Offering Period. We fully support this proposal and feel this will
do much to improve, and to assist investors in understanding, the ultimate value and
relative performance of DPPs over time. We also affirm our view that the Initial
Offering Period is a reasonable period of time during which a non-valuation based
fixed offering price can be both appropriate and consistent with the nature of DPPs as
long-term investment vehicles.
Regarding the customer account statement during the Initial Offering Period, we are
concerned that your rule amendment, if adopted as proposed, would lead investors to
conclude that the “value” of their investment during the Initial Offering Period is equal
to the offering price less any organization and offering expenses. The term “net
value” or any other value construct on an initial statement is subject to many
interpretations as a concept, as there is no external value measure associated with an
Initial Offering Period share price. Blending any concept of approximation to
objective value with a fee grossed down approach during an initial offering results in a
potential disconnect for the investor, combining a form of value analysis into an
acknowledged time in a product life cycle where formal value analysis does not yet
occur. Should FINRA require additional disclosure during the Initial Offering Period
regarding up-front investor costs, we support not referring to any resultant price as a
“value.”
In addition, the process of moving the Initial Offering Period customer account
statement toward a new form of pricing and fee disclosure, if adopted as presently
proposed, will pose significant implementation challenges including capital account,
yield calculation and discounted share pricing issues. This occurs because the
proposed rule alters the baseline for these calculations from $10 to the grossed down
number “net value.” We feel an investor can be led to better understand the price
they pay for a share, as well as related selling commissions and fees, if there is
disclosure clarifying these fees relative to a “net offering price” placed on the
ultimate investor statement. This may require additional fee transparency, but it does
not require a value construct. Using this approach, individual issuers can continue to
determine their own public offering price per share. For example, an issuer could opt
to establish a fixed public offering price resulting, after removal of underwriting fees,
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in net proceeds per share of $10, which it would deem its net offering price. Investor
confirmations could then show fees paid on top of this net offering price in disclosure
that is clear, while investor capital accounts and the Initial Offering Period statement
price per share could remain at $10. We feel this can be a preferable and easier-toimplement alternative to the existing FINRA statement proposal.
Regarding implementation, we strongly encourage FINRA to affect its ultimate rule
proposal through an expansive transitional process that allows currently effective DPP
programs to retain their existing customer statement models. We are concerned that,
absent some form of staged rollout, a marketplace with multiple inconsistent pricing
mechanisms will create investor confusion and hurt DPP’s ability to raise capital. We
also feel an appropriate time is needed after the rule is finalized, but prior to its
adoption, to allow FINRA member firms to prepare their customers for the effect of
the new rule and to allow new DPP programs to incorporate new pricing
methodologies into their structures.
In further consideration of implementation of a new rule, we request that FINRA
complete a full and reasoned assessment, with industry input, of the potential costs and
capital formation impacts associated with placing the proposed “net value” on an
initial offering period customer statement. We also are unclear as to how your
proposal applies to private offerings, or to public non-traded business development
companies.
Finally, we note you propose a pricing mechanism during an initial offering that
recognizes and removes three distinct categories of issuer organization and offering
expenses: issuer expenses that are reimbursed or paid for with offering proceeds; due
diligence expenses; and underwriting compensation (commissions and all other
compensation paid to a FINRA member in connection with a sale). Requiring the
removal of organization and offering expenses beyond those included in the FINRA
definition of underwriting from the initial offering customer statement price diverges
the statement pricing mechanism of DPPs from that accepted by FINRA for other
securities. These other categories of fees are not fixed costs like underwriting, and
they are ultimately paid in total or in part using funds generated by an issuer’s
operations, and not at the point of sale. We suggest that disclosure at the time of
purchase of underwriting charges alone is more practical and appropriate. Other nonunderwriting issuer organization and offering costs vary widely as a percentage of
capital raise over time, rendering the act of fixing and marking them down in a share
price at the initial time of investment arbitrary and often impossible to calculate until
the end of an offering.
The DPP industry and FINRA members selling DPP shares have operated under the
current pricing and customer account statement model for many years. We welcome
this comment period as an opportunity to now enhance the DPP industry and the
process of investment in alternative and real estate assets. We are also committed to
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working with FINRA to make sure the future is free from unintended consequences
and focused on constructive engagement in the regulatory process. Thank you for
your consideration of these important matters.
Respectfully Submitted,

Executive Committee
NAREIT PNLR Council

Chair:
Daniel L. Goodwin, CEO
Inland Real Estate Group

Charles N. Hazen, President & CEO
Hines REIT and Hines Global REIT

Robert S. Aisner, President & CEO
Behringer Harvard Holdings

Nicholas S. Schorsch, Chairman & CEO
American Realty Capital

Marc Nemer, CEO
Cole Real Estate Investments

Thomas K. Sittema, CEO
CNL Financial Group

Charles J. Schreiber, CEO
KBS Realty Advisors
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We appreciate FINRA’s desire to improve and clarify understanding of unlisted REITs in light of
their continued growth and investor impact.
Unfortunately, we are very disappointed in the specific steps and general direction of proposed
regulatioin. It appears FINRA is trying to turn unlisted REITs into traded REITs. As a brokerage
firm, we appreciate and value the unique nature on unlisted REITs as we believe they facilitate
the inclusion of an asset class in portfolios that is distinct and specifically differs from traded
REITs. Trying to force unlisted REITs to become something they are not likely misleads investors
further and potential removes a valuable asset from proper consideration.
More specifically, proposed pricing policies appear to be misleading and draconian. The focus is
on near term accounting measures rather than on the investment’s true value. As such, the
pricing policies are grossly misleading.
If firms are forced to deduct all costs, then allow them to add back in expected liquidity and
aggregation premiums routinely enjoyed by unlisted REITs when they are eventually sold or
listed. The policy as proposed misrepresents the investment through forcing an immediate and
up-front inclusion of all costs without a commensurate recognition of any of the value created.
We believe it is unbalanced and would create inferior practices than exist under the current
system.
Thank you for your consideration.
Daniel Wildermuth
____________________
Chief Executive Officer
Kalos Financial
Phone: 678.356.1100
Toll Free: 888.356.1950
Fax: 678.356.1105
www.KalosFinancial.com

Kalos Financial is an unregistered designation used to represent the Kalos family of companies. Securities
offered through Kalos Capital, Inc., Member NASD/SIPC/MSRB. Investment Advisory Services offered
through Kalos Management, Inc., an SEC Registered Investment Adviser. Insurance products offered
through Kalos Financial, Inc., a licensed insurance agency.
3780 Mansell Road, Suite 150 ♦ Alpharetta, GA 30022 ♦ Phone (678) 356-1100 ♦ Toll free (888) 356-1950
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November 11, 2011
Ms. Marcia E. Asquith
Office of the Corporate Secretary
FINRA
1735 K Street, NW
Washington, DC 20006-1506
Re:

FINRA Regulatory Notice to Members 11-44; Proposed Amendments to NASD Rule 2340 to
Address Values of Unlisted Direct Participation Programs and Real Estate Investment Trusts in
Customer Account Statements

Dear Ms. Asquith:
W. P. Carey & Co. LLC ("W. P. Carey") appreciates this opportunity to provide comments to the
Financial Regulatory Authority, Inc. ("FINRA") regarding the recently released Regulatory Notice 11-44
("Notice 11-44") containing a proposed amendment (the "Proposed Amendment") to NASD Rule 2340
(Customer Account Statements) and a request for comments concerning how unlisted direct participation
programs ("DPPs") and non-traded real estate investment trusts ("REITs") report per share estimated
values on customer account statements.
W. P. Carey is a New York Stock Exchange listed real estate advisory and investment management
company that provides long-term sale-leaseback and build-to-suit financing for companies worldwide and
manages a global investment portfolio approaching $11.5 billion (as of June 30, 2011). Member firm
Carey Financial, LLC is an affiliate of W.P. Carey. W. P. Carey has previously sponsored and advised 16
DPPs, comprised of nine partnerships and seven real estate investment trusts, mostly under the Corporate
Property Associates brand name during W. P. Carey’s more than 35-year history. Of the 16 DPPs
previously sponsored by W. P. Carey, 13 have completed liquidity events, all of which generated positive
returns for investors.
As set forth in Notice 11-44, the Proposed Amendment would require FINRA's member firms to, among
other things, (1) deduct organization and offering expenses from the estimated value per share of a DPP
or REIT1 included in its annual customer account statements, (2) limit the time period during which the
offering price may be used in customer account statements to the Initial Offering Period2 of an offering,
and (3) remove or amend a per share estimated value, from any source, if the member firm "knows or has
reason to know that the value is unreliable," based upon public or non-public information that has come to
such member firm's attention.
We support FINRA's efforts to improve transparency for investors. W. P. Carey's historical practice has
been to obtain and publish independent valuations of its DPP portfolios annually, beginning after

1

Unless otherwise specified, the terms "DPP" and "REIT" refer only to those issuers that are public, non-traded
real estate investment trusts.

2

As used in this letter and consistent with the Proposed Amendment, the term "Initial Offering Period" means the
three-year period under Rule 415(a)(6) of the Securities Act of 1933, as amended, and any "carryover period"
under Rule 415(a)(5)(A) of the Securities Act of 1933, as amended.
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completion of a program's offering.3 We agree with FINRA's proposal to shorten the delay between the
end of the Initial Offering Period and the date of the first valuation. In addition, as discussed below, we
believe it would be helpful if FINRA were to provide guidance to member firms on the characteristics of
a reliable valuation. Finally, while we share FINRA's objective of improving transparency, we believe
that certain aspects of the Proposed Amendment raise logistical questions that warrant further
consideration.
Reliability of Estimated Values
The Proposed Amendment would prohibit a member firm from using a per share estimated value, from
any source, if it "knows or has reason to know that the value is unreliable," based upon public or nonpublic information that has come to its attention. We appreciate that member firms may be in a better
position than many investors to evaluate the reliability of a net asset value (referred to herein as "NAV");
however, we believe it would be very helpful for FINRA to provide member firms with guidance on how
to assess what constitutes a reliable NAV because member firms are not necessarily experts in real estate
valuations. We note that FINRA has provided guidance to member firms in similar contexts, such as in
the area of due diligence for Regulation D offerings where member firms are required to perform an
investigation that is reasonable. For example, in Regulatory Notice 09-09, FINRA reminded member
firms of their due diligence obligations, prior to participating in a public offering of a REIT, to, among
other things, ascertain all material facts relating to a sponsor's financial stability and experience.
The obligation to assess reliability requires an inherently subjective assessment, leaving it up to each
member firm to determine what types of information and criteria would support knowledge or reason to
know that a REIT's estimated NAV is unreliable. Given the variances in methodologies among REITs, it
may be challenging for a member firm to navigate through these differences to distinguish the more
reliable methods from those that are less reliable. With such a subjective assessment, and without more
clarity on what constitutes a reliable NAV, the Proposed Amendment may result in significant variance
among the methodologies used by REITs, making it very difficult for member firms to determine
whether an NAV is reliable. Therefore, in an effort to provide member firms with more clarity as to the
scope of its determination and minimize discrepancies in carrying out this obligation, we suggest that
FINRA consider providing member firms with guidance on the factors and aspects of NAVs that FINRA
deems indicators of reliability or unreliability.
For example, such guidance could highlight the following three aspects of NAV disclosure: (1) the
process, (2) the methodology, and (3) comparative measures.
We believe that understanding the process a REIT utilizes in deriving its NAV is an important element to
determining whether an NAV is reliable. While every REIT may use different valuation techniques
(including the use of multiple techniques), a critical aspect of the valuation process is determining the
parties who are involved, each party's role and responsibility, and in particular, whether external thirdparty advisors are used. When third-party valuations are obtained in addition to internal valuations
performed by the REIT, it may provide a member firm with reasonable assurance that the NAV has been
calculated without potential biases if that third-party is truly independent from the REIT. If FINRA were

3

See Registration Statement on Form S-4 (Registration No. 333-171538) filed by Corporate Property Associates
16 —Global Incorporated for a description of W.P. Carey's customary valuation process.

2
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to provide guidance on the process of deriving NAVs, we request FINRA consider providing their views
on third-party valuations, as well as conflicts of interest disclosure.
The methodology used to calculate NAV is another critical factor to understanding its reliability.
However, in order for member firms to determine whether the methodology used is reliable, they must
first have a proper understanding of the methodology used. This understanding may be achieved through
disclosure. We believe that it is important for REITs to supplement the NAV provided with sufficient
disclosure describing its methodology. We suggest that FINRA consider alerting member firms as to the
types of disclosure that is particularly relevant or important to describing the methodology used, such as
the key assumptions used, holding periods, discount rates, as well as the various components of the
calculation (e.g., properties, cash, securities, other assets and liabilities).
We believe it would also be helpful for FINRA to provide guidance to member firms on certain aspects of
NAV methodologies that may support a more accurate outcome. As previously discussed, we believe that
certain aspects of a methodology may warrant more scrutiny than others. For example, we suggest that a
methodology grounded in an asset-level valuation is more reliable than a methodology based on general
overall factors of the REIT's business or comparisons with trading range multiples of listed REITs. An
asset-level review involves the valuation of each asset separately, which allows the valuator to take into
account the type and specific characteristics of each asset, which may ensure a more accurate and
thorough analysis. In our view, an underlying real estate valuation is more insightful than a methodology
that only measures aggregate asset performance, includes broad categories of a business' assets, such as
goodwill and other financial projections, or relies on listed company multiples for support. Regardless of
the methodology used, however, we believe that member firms would benefit from FINRA's guidance.
Comparative measures, such as historical NAVs of the REIT, showing how values have changed over
time may provide an investor with useful information regarding trends as it seeks to evaluate the NAV of
its investment. This type of information, especially when provided on an annual basis, may also help
member firms better assess the reliability of NAVs in light of changing market conditions.
Each of the three aspects of NAV disclosure discussed above contains valuable insight into the overall
calculation and methodology of NAVs. With guidance and clarity from FINRA as to the factors within
each aspect that may or may not indicate an NAV's reliability, member firms will be better equipped to
make the determination as to whether it "knows or has reason to know that the value is unreliable."
Recommendation: Consider providing guidance or standards to member firms on the factors relating to
the process, methodology and comparative measures in disclosures of NAV by DPPs and REITs.
Timing and Frequency of Appraisals
We request FINRA to consider its rationale for the Proposed Amendment's requiring appraisals beginning
on the very first day following the Initial Offering Period. As noted in Notice 11-44, appraisals of an
issuer's assets and operations will be an extremely helpful tool for investors to gain a greater
understanding of a REIT's value and performance.4 However, we question the ability and feasibility of
REITs to obtain an appraisal shortly after the end of the Initial Offering Period, and the usefulness of such
an appraisal.
4

See page 3 of Notice 11-44.

3
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Significantly reducing the time by which a REIT must obtain an initial appraisal does not take into
account the legitimate concerns of expense and difficulty in conducting appraisals at a time when assets
may have been recently acquired and cash may not yet have been invested. In addition, the appraisals
will be more relevant if they are done at a time when it is reasonably likely that a significant portion of
the offering proceeds will have been invested.
We believe that 12 months (as opposed to 18 months) following the end of the Initial Offering Period will
provide a sufficient amount of time for REITs to obtain appraisals, and at the same time, will benefit
investors by ensuring that they receive this information six months earlier than they would under the
current requirement of NASD Rule 2340(c)(2). Furthermore, we believe that shortening the time period
from 18 months to 12 months strikes a balance among (1) the substantial time and expense necessary for a
REIT to obtain an appraisal, (2) investors' need to receive the results of such appraisal, and (3) selecting
an initial appraisal date that is after the REIT is likely to have invested a significant portion of its offering
proceeds and, therefore, makes the appraisal more informative.
We also recommend that, once appraisals are obtainable (i.e., 12 months following the termination of the
offering, as per our recommendation above), updated valuation information should then be provided to
investors on a quarterly basis to reflect material changes that may have occurred since the annual
appraisal arising from, among other things, updated appraisals that may have been obtained and changes
in indebtedness, other liabilities, working capital, acquisitions and dispositions and other material items.
While this modification to NASD Rule 2340(c)(1)(C) may be somewhat burdensome to REITs and DPPs,
it is our opinion that the investors' need for the most current and up-to-date information regarding the
value of its shares outweighs the potential burden to REITs of providing the information on a quarterly
basis.
Recommendations:
1. Consider reducing the 18 month period following the Initial Offering Period that a REIT has to
provide an appraised value to 12 months.
2. Once appraisals are obtainable (i.e., 12 months following the termination of the offering, as per
our recommendation above), consider requiring that updated information be provided to
investors on a quarterly basis, prior to the next full annual appraisal.
Presenting Per Share Estimated Value, Net of Organization and Offering Expenses
The Proposed Amendment assumes that there is a concrete amount of organization and offering expenses
(including selling commissions) or at a minimum, that this amount is easily calculable. The reality,
however, is that a REIT's organizational and offering expenses as well as the applicable underwriting
compensation associated with its shares are constantly changing. The only certainty regarding the amount
of a REIT's organization and offering expenses (including selling commissions) is that they will not, in
the aggregate, exceed 15% of the gross proceeds of an offering.
The variables inherent in the amount of organization and offering expenses are numerous. For example,
the specific portion of selling commissions that may be allocated to selected dealers varies considerably
among shares sold in an offering. As each purchased share may be attributed a different amount of
commission, it would be extremely difficult for member firms to calculate the commission on a per share

4
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basis. We observe that these varying levels of commissions would result in different estimated net values
for each share of a particular REIT. Furthermore, the portion of selling commissions paid to selected
dealers may change over the course of the Initial Offering Period. This inserts an additional layer of
complexity into any attempt to calculate the value per share net of commissions. We respectfully request
FINRA to consider whether the Proposed Amendment was intended to result in presenting different
estimated net values to each investor and, even more importantly, how firms are expected to overcome the
operational difficulties they face in calculating and disseminating information lacking uniformity. We
respectfully note that neither the Proposed Amendment nor Notice 11-44 provides any guidance on these
critical aspects.
Organization and offering expenses are continuously being incurred. As a result, estimated net values per
share as of a certain date in a REIT's offering period may be rendered stale and potentially inaccurate
almost immediately after the net value's appearance in an annual statement. Additionally, there is no
particular point in time during an Initial Offering Period when organization and offering expenses stop
being accumulated or incurred, until the point at which the REIT reaches the maximum amount of
expenses permitted to be incurred under the FINRA rules. We respectfully request FINRA to consider
whether the goal of helping investors better understand and appreciate a REIT's value and fee structure is
truly served by providing them with an arbitrary, estimated net value per share that, while accurate as of a
certain date, is guaranteed to change (potentially dramatically) in the next statement. We respectfully note
that neither the Proposed Amendment nor Notice 11-44 provides any insight as to whether this concern
has been considered.
Recommendation: Consider continuing to allow DPPs and REITs to use the offering price, or "par
value," as the basis of the per share estimated value required under NASD Rule 2340.
Conclusion
The importance of transparency and full disclosure to investors cannot be overstated. We believe that it
would be useful for FINRA to expand its Proposed Amendment by giving member firms guidance on the
characteristics of a reliable valuation. While we have expressed concerns on the timing of preparing an
initial valuation, as well as some technical issues regarding the "net value" portion of the Proposed
Amendment, we believe that improving DDPs' valuation processes will ultimately provide the most
benefit to investors.
In your consideration of the questions and concerns posed in this letter, we would be happy to discuss our
views or answer any questions. Please contact Richard J. Paley at your convenience at (212) 492-1175.
Very truly yours,
W. P. CAREY & CO. LLC

5
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FINRA Requests Comment on Proposed Amendments
to NASD Rule 2340 to Address Values of Unlisted Direct
Participation Programs and Real Estate Investment
Trusts
Comment Period Expires: April 11, 2012

Notice Type
00

Request for Comment

Executive Summary

Suggested Routing

FINRA seeks comment on a revised proposal to amend NASD Rule 2340
(Customer Account Statements) to address the per share estimated values at
which unlisted Direct Participation Programs (DPPs) and unlisted Real Estate
Investment Trusts (REITs) are reported on customer account statements. The
revised proposal reflects changes based on comments to the amendments
FINRA proposed in Regulatory Notice 11-44.

00

Compliance
Legal
00 Senior Management
00

Key Topics
Customer Account Statements
Unlisted Real Estate Investment
Trusts (REITs)
00 Unlisted Direct Participation
Programs (DPPs)
00

Under the revised proposal, general securities members would no longer be
required to provide a per share estimated value, unless and until the issuer
provides an estimate based upon an appraisal of assets and liabilities in a
periodic or current report filed under the Securities Exchange Act of 1934.
During the initial offering period, member firms would have the option of
using a modified net offering price or designating the securities as “not
priced.” Additionally, the revised proposal modifies the account statement
disclosures that accompany the per share estimated value. The revised
proposal also includes alternative requirements for DPPs or REITs that
calculate a daily net asset value (NAV).
The text of the proposed amendments to NASD Rule 2340 (Customer Account
Statements) is set forth in Attachment A.
Questions regarding this Notice may be directed to:
00

Thomas M. Selman, Executive Vice President, Regulatory Policy, at (202)
728- 6977;

00

Joseph E. Price, Senior Vice President, Corporate Financing/Advertising
Regulation, at (240) 386-4623; or

00

Gary L. Goldsholle, Vice President and Associate General Counsel,
Office of the General Counsel, at (202) 728-8104.

00

Referenced Rules & Notices
FINRA Rule 2310
NASD Rule 2340
00 Notice to Members 01-08
00 Regulatory Notice 11-44
00 Rule 415 under the Securities
Act of 1933
00
00
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Action Requested
FINRA encourages all interested parties to comment on the proposal. Comments must be
received by April 11, 2012.
Member firms and other interested parties can submit their comments using the following
methods:
00

Emailing comments to pubcom@finra.org; or

00

Mailing comments in hard copy to:
Marcia E. Asquith
Office of the Corporate Secretary
FINRA
1735 K Street, NW
Washington, DC 20006-1506

To help FINRA process and review comments more efficiently, persons should use only one
method to comment on the proposal.
Important Notes: The only comments that FINRA will consider are those submitted
pursuant to the methods described above. All comments received in response to this
Notice will be made available to the public on the FINRA website. Generally, FINRA will
post comments as they are received.1
Before becoming effective, a proposed rule change must be authorized for filing with the
Securities and Exchange Commission (SEC) by the FINRA Board of Governors, and then
must be filed with the SEC pursuant to Section 19(b) of the Securities Exchange Act of
1934 (SEA).2

Background
As discussed in Regulatory Notice 11-44, NASD Rule 2340 generally requires each general
securities member firm to send account statements to customers at least quarterly. The
account statements must include a description of any securities positions, money balances
and account activity since the firm issued the prior account statement. A firm that does not
carry customer accounts and does not hold customer funds or securities is not a general
securities member firm and is not subject to the provisions of NASD Rule 2340.
Paragraph (c) of the rule contains specific provisions addressing the estimated values of
DPPs and REITs on customer account statements. The rule generally requires that a general
securities member firm include a per share estimated value for a DPP or REIT security held
in a customer’s account whenever a value appears in the issuer’s annual report. The rule
states that the per share estimated value included on a customer account statement may

2

Regulatory Notice

Page 170 of 268

March 2012

be obtained from the annual report, an independent valuation service or any other source.
The rule requires that firms develop a per share estimated value on a customer account
statement from data that is not more than 18 months old. The rule also requires a firm to
remove or amend a per share estimated value if the firm can demonstrate that the value
was inaccurate as of the date of valuation or is no longer accurate as a result of a material
change in operations. DPPs and REITs are the only securities identified in NASD Rule 2340
for which per share estimated account values are required on an account statement.
In Regulatory Notice 11-44, FINRA proposed several modifications to NASD Rule 2340
that were designed to improve the quality of the information provided to customers. The
proposed amendments in Regulatory Notice 11-44 (original proposal) would have limited
the time period for which the per share estimated value may be based upon the gross
offering price, to the initial three-year offering period provided under Rule 415(a)(5)
of the Securities Act of 1933 (initial offering period). It also would have required firms to
deduct organization and offering expenses from the gross offering price to reach a per
share estimated value (net offering price). In addition, the original proposal would have
prohibited a firm from using a per share estimated value from any source, if it “knows or
has reason to know the value is unreliable,” based upon publicly available information or
nonpublic information that has come to the firm’s attention. Finally, the original proposal
would have allowed a firm to omit a per share estimated value on a customer account
statement if the most recent annual report of the DPP or REIT does not contain a value
that complies with the disclosure requirements of NASD Rule 2340.

Comments Received on Regulatory Notice 11-44
FINRA received 25 comments on the original proposal. While some commenters supported
the proposal, many expressed concern about two elements: (1) the proposed requirement
that the net offering price, rather than a gross offering price, be provided during the initial
offering period, and (2) the proposed requirement that a general securities member firm
refrain from providing a per share estimated value if it knows or has reason to know the
value is unreliable.
The commenters provided numerous bases for objecting to the proposal’s net offering
price requirement. Some commenters addressed the practical limitations of calculating
a net offering price, stating that a net offering price might vary over time as certain fixed
expenses are allocated across a larger number of units sold, or might vary based upon
the amount of selling concessions allocated to a particular broker-dealer. In addition,
commenters noted that displaying a net offering price might create incentives to reduce
expenditures on due diligence and might complicate implementation of issuer dividend
reinvestment and redemption plans.
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Of greater import from a policy perspective were the comments that implied that the
gross offering price was not representative of value. One commenter stated that the gross
offering price is an arbitrary figure and “does not reflect actual value.”3 Commenters also
stated that since the gross offering price does not reflect an estimate of the true value of
the shares, the gross price net of organization and offering expenses cannot reflect such
an estimate. As one broker-dealer stated, “[b]ecause the $10 public offering price is not a
reflection of the net asset value of the security – subtracting organizational and offering
expenses from this arbitrary number to create a second arbitrary number fails to properly
address the issue – i.e., that the net asset value of the security is not calculable until the
assets have been invested.”4
Another commenter added that the net offering price “is not reflective of the investment’s
actual value,” and “deducting organization and offering expenses from an arbitrary starting
price that does not reflect intrinsic value will leave investors confused, as the net amount is
a misrepresentation of what investors may believe is an intrinsic value.”5 Commenters also
suggested that a net price would “confuse investors” and be “artificially low.”6
Most commenters stated that they would support a requirement that member firms
present a per share estimated value based upon an appraisal of the issuer’s assets and
liabilities after the initial offering period. As noted by one commenter, the “appraisals will
be more relevant if they are done at a time when it is reasonably likely that a significant
portion of the offering proceeds will have been invested.”7

Revised Proposal8
FINRA proposes to eliminate the requirement from the existing rule that a member firm
include a per share estimated value for a DPP or REIT security held in a customer’s account
whenever any value appears in the issuer’s annual report. Instead, FINRA proposes to
require that a firm provide a per share estimated value based upon an appraisal from
the issuer’s most recent periodic or current report. We agree with commenters that the
appraised value that appears in the issuer’s periodic or current reports should provide the
most reliable per share estimated value. Requiring the gross offering price or net offering
price to be included in customer account statements simply because it appears in the
issuer’s annual report does not address issues of value.
While the proposal would not require the presentation of net offering price, it would permit
firms to present net offering price (modified as described below) until an appraised value
appears in the issuer’s periodic or current reports, but in no event after the second quarterly
public filing following the initial offering period. An appraised value during most of the
initial offering period would not be as useful to investors because most of the assets in the
program will typically consist of cash and short-term, liquid securities. By the time of this
second quarterly filing, if the issuer has not included an appraised value in its periodic or
current reports, then a member firm would be permitted only to indicate that the security

4
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is “not priced” in its customer account statements. This quarterly filing “grace period”
is designed to ensure that issuers have had sufficient time to conduct an appraisal and
include an appraised value after the initial offering period. Moreover, a quarterly public
filing deadline might occur immediately after the initial offering period, and for this reason
the proposal would allow firms to present the net offering price until the issuer has filed
one more quarterly filing, unless the issuer includes an appraised value in its periodic or
current reports before that time.
During the period in which the issuer has not provided an appraised value (but extending
no longer than the second quarterly filing after the initial offering period) a member
may present a modified version of net offering price or list the securities as “not priced.”
To address some of the practical limitations of calculating a net price, FINRA proposes
to redefine “net offering price” for purposes of the rule as the gross offering price less
any front-end underwriting compensation expenses (as defined in Rule 2310(b)(4)(c)(ii))
reimbursed or paid for with offering proceeds. As such, firms would not be required to
subtract either issuer expenses, due diligence expenses, or trail fees, unlike the original
proposal. Simplifying the methodology to arrive at a net offering price should ease the
burdens on firms electing to use that figure. Moreover, since the net offering price would
reflect only the amount of front-end underwriting compensation expenses (used typically
to pay the wholesaler and dealers), that value will be easily identified by firms participating
in the offering and the estimated value would not have any undesired implications on the
operation and pricing of an issuer’s dividend reinvestment or share repurchase plans.
In light of the comments and concerns expressed herein about the appropriateness of using
gross offering price as a per share estimated value, and the requirements under the existing
rule that firms provide an estimated value on a customer account statement where one
is contained in the annual report, pending adoption of the proposed amendments to Rule
2340, FINRA will accept exemptive requests from firms that do not wish to use a gross
offering price on a customer account statement. Paragraph (e) of the existing rule grants
FINRA authority to exempt firms from the provisions of the rule for good cause shown.
A firm that requests to remove a gross offering price from a customer account statement
because that price is not indicative of the estimated value will generally be deemed to have
met this standard.

Reliability of Estimated Values
Commenters expressed concern about the proposed requirement that a general securities
member firm refrain from providing a per share estimated value if it knows or has reason
to know the value is unreliable. The purpose of this proposal was to clarify the meaning of
a current provision in the rule, which requires a firm to refrain from including a per share
estimated value if the firm “can demonstrate” the value is inaccurate. However, in light of
the other changes to the original proposal, FINRA has withdrawn that particular proposed
requirement concerning the reliability of appraised values.
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Under the revised proposal, we anticipate that per share estimated values will be almost
exclusively derived from values based on appraisals obtained by issuers and included either
in the issuer’s periodic or current reports or a daily NAV calculation. As such, firms typically
will have no reason to question their reliability, and the proposed requirement should not
be necessary. If, however, a firm is aware of red flags as to the reliability of a per share
estimated value, at a minimum, the firm must follow up with the issuer or its independent
valuation service and ask the issuer or independent valuation service to reconsider the
valuation in light of the information. The member firm must evaluate the response received
to determine whether continuing to include the per share estimated NAV is appropriate
in light of the red flags identified. The revised proposal does not require a member firm to
include a per share estimated value on its customer account statements that it reasonably
believes is unreliable.

Account Disclosures
NASD Rule 2340 requires that when a per share estimated value is provided on an account
statement, firms must make certain disclosures pertaining to the illiquid nature of these
securities and the source of the estimated net asset value. FINRA proposes to augment and
refine these disclosures to assist investors in understanding them. First, FINRA proposes
that the requirement to describe the value and the methodology by which a per share
estimated value has been determined should apply only to the net offering price that may
appear before the issuer provides an appraised value. Second, FINRA proposes to replace the
terms “illiquid” and “liquidity” with terms more likely to be familiar to ordinary investors.
Third, FINRA proposes disclosures directing customers to the issuer for information on
redemption and the per share estimated value. Specifically, FINRA proposes that a general
securities firm disclose:
00

that the per share estimated value is being reproduced from the issuer’s public filings
with the SEC and is being presented without inquiry or investigation;

00

the methodology by which any net price is calculated;

00

that no public market currently exists for the securities, and even if the customer is
able to sell these securities, the value the customer receives may be less than the per
share estimated value reflected on the statement; and

00

that additional information about redemption options and the per share estimated
value reflected on the statement is available from the issuer.
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As noted above, in recent years some unlisted DPPs and REITs have developed a daily
NAV.9 To accommodate this new development, FINRA proposes an alternative and parallel
regime for unlisted DPPs and REITs calculating a daily NAV. For these securities, a general
securities firm would have to publish the per share daily estimated NAV as of the end of
the statement period. The proposed required account statement disclosures are virtually
identical and would reflect only small changes based upon the daily NAV method. The
proposal requires disclosure that:
00

the per share estimated daily NAV is provided by the issuer and is being presented
without inquiry or investigation;

00

notwithstanding the availability of a per share estimated daily NAV, no public market
currently exists for the securities, and even if the customer is able to sell these
securities, the value the customer receives may be less than the per share estimated
value reflected on the statement; and

00

additional information about redemption options and the per share estimated daily
NAV reflected on the statement is available from the issuer.
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FINRA will not edit personal identifying
information, such as names or email addresses,
from submissions. Persons should submit
only information that they wish to make
publicly available. See Notice to Members 03-73
(November 2003) (NASD Announces Online
Availability of Comments) for more information.
See Section 19 and rules thereunder. After a
proposed rule change is filed with the SEC, the
proposed rule change generally is published for
public comment in the Federal Register. Certain
limited types of proposed rule changes, however,
take effect upon filing with the SEC. See SEA
Section 19(b)(3) and SEA Rule 19b-4.
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and Chief Executive Officer, Center for Capital
Markets Competitiveness of the United States
Chamber of Commerce, dated November 11,
2011 (Chamber of Commerce).
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Letter from Stephanie L. Brown, Managing
Director and General Counsel, LPL Financial,
dated November 12, 2011 (emphasis in original).
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Chamber of Commerce.

6.

Letters from Martel Day, Chairman, Investment
Program Association, dated November 11, 2011,
and Jeffrey W. Rubin, Chair, Federal Regulation
of Securities Committee, Business Law Section,
American Bar Association, dated November 16,
2011.
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7.

Letter from W.P. Carey & Co. LLC, dated
November 11, 2011.

8.

As part of the rulebook consolidation process,
FINRA has proposed new FINRA Rule 2231 to
replace NASD Rule 2340. See SR-FINRA-2009-028.
The amendments discussed herein would
be made to NASD Rule 2340 or new FINRA
Rule 2231, depending upon the timing of SEC
approval.

9.

One commenter described a new type of unlisted
DPP and REIT with a daily, fluctuating NAV. Letter
from Michael Weil, CEO, Realty Capital Securities,
LLC, and Nicholas S. Schorsch, Chairman and
CEO, American Realty Capital, dated November
11, 2011. Daily NAV REITs calculate the NAV
in part based on appraisals of properties by an
independent valuation firm in accordance with
guidelines established by the board of directors.
Changes in daily NAV typically reflect factors
such as portfolio income, interest expense and
unrealized capital gains or losses on assets and
accrued fees and expenses. For DPPs and REITs
that calculate a daily NAV, firms should use the
daily NAV from the issuer for the end of the
period of the customer account statement.
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Attachment A
Below is the text of the proposed amendments to NASD Rule 2340.

2340. Customer Account Statements
(a) General
No Change.
(b) Delivery Versus Payment/Receive Versus Payment (DVP/RVP) Accounts
No Change.
(c) Unlisted DPP/REIT Securities
(1) A general securities member that holds in a customer’s account a direct
participation program (DPP) or real estate investment trust (REIT), or any other
member that elects to provide per share estimated net asset value (NAV) on an account
statement must publish a per share estimated NAV and accompanying disclosures as
provided herein:
(A) Non-Daily NAV Securities
(i) Appraised Value
A member must publish on regularly scheduled account statements the
per share estimated NAV based upon an appraisal of assets and liabilities from
the issuer’s most recent periodic or current report filed with the SEC under the
Act, unless the member reasonably believes that such per share estimated NAV
is unreliable.
(ii) Net Offering Price
A member may publish on account statements a net offering price that,
at a minimum, deducts any front-end underwriting compensation expenses as
defined in Rule 2310(b)(4)(c)(ii) reimbursed or paid for with offering proceeds,
until the sooner of the presentation of an appraisal of the assets and liabilities
in the issuer’s periodic or current report, or the issuer’s filing of its second
quarterly filing following the effective period of the first registration statement
for the DPP or REIT securities.
(iii) Disclosures
A member must disclose in connection with any per share estimated NAV
or net offering price that:

Regulatory Notice

9

12-14

Page 177 of 268

12-14

March 2012

(a) the per share estimated NAV is being reproduced from the issuer’s
public filings with the SEC and is being presented without inquiry or
investigation;
(b) the methodology by which any net offering price is calculated;
(c) no public market currently exists for the securities, and even if the
customer is able to sell the securities, the value received may be less than
the per share estimated NAV or net offering price; and
(d) additional information about redemption options and the per
share estimated NAV is available from the issuer.
(B) Daily NAV Securities
A member must publish the per share estimated daily NAV as of the end of
the statement period, unless the member reasonably believes that such per share
estimated daily NAV is unreliable, and disclose in connection with any per share
estimated daily NAV that:
(i) the per share estimated daily NAV is provided by the issuer and is being
presented without inquiry or investigation;
(ii) notwithstanding the availability of a per share estimated daily NAV,
no public market currently exists for the securities, and even if the customer
is able to sell the securities, the value received may be less than the per share
estimated daily NAV reflected on the statement; and
(iii) additional information about redemption options and the per share
estimated daily NAV reflected on the statement is available from the issuer.
(d) Definitions
No Change.
(e) Exemptions
No Change.
*****
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EXHIBIT 5
Below is the text of the proposed rule change. Proposed new language is underlined;
proposed deletions are in brackets.
*****
NASD Rule
*****
2300. TRANSACTIONS WITH CUSTOMERS
*****
2340. Customer Account Statements
(a) through (b) No Change.
(c) Unlisted DPP/REIT Securities
[(1)(A) Voluntary Estimated Value]
[A general securities member may provide a per share estimated value for a
direct participation program ("DPP") or real estate investment trust ("REIT") security
on an account statement, provided the member meets the conditions of paragraphs
(b)(2) and (3) below.]
[(B) Mandatory Estimated Value]
[If the annual report of a DPP or REIT includes a per share estimated
value for a DPP or REIT security that is held in the customer's account or
included on the customer's account statement, a general securities member
must include an estimated value from the annual report, an independent
valuation service, or any other source, in the first account statement issued by
the member thereafter, provided that the member meets the conditions of
paragraphs (b)(2) and (3) below.]
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[(2) A member may only provide a per share estimated value for a DPP or
REIT security on an account statement if the estimated value has been developed
from data that is as of a date no more than 18 months prior to the date that the
statement is issued.]
[(3) If an account statement provides an estimated value for a DPP or REIT
security, it must include:]
[(A) a brief description of the estimated value, its source, and the
method by which it was developed; and]
[(B) disclosure that DPP or REIT securities are generally illiquid, and
that the estimated value may not be realized when the investor seeks to
liquidate the security.]
[(4) Notwithstanding the requirement in paragraph (b)(1)(B), a member must
refrain from including a per share estimated value for a DPP or REIT security on an
account statement if the member can demonstrate the value was inaccurate as of the
date of the valuation or is no longer accurate as a result of a material change in the
operations or assets of the program or trust.]
No member is required to include a per share estimated value of a direct participation
program (DPP) or real estate investment trust (REIT) security in a customer account
statement, but any member may do so, provided that the per share estimated value has been
developed in a manner reasonably designed to ensure that it is reliable, the member has no
reason to believe that the per share estimated value is unreliable, and the account statement
provides the disclosures in subparagraph (2)(A).
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(1) For purposes of this paragraph (c), the following per share estimated value
methodologies for a DPP or REIT security will be presumed to have been developed
in a manner reasonably designed to ensure that it is reliable.
(A) Net Investment
At any time before the second anniversary of breaking escrow, the
member may include a per share estimated value reflecting:
(i) the “net investment” disclosed in the issuer’s most recent
periodic or current report (“Issuer Report”). “Net investment” must be
based on the “amount available for investment” percentage in the
“Estimated Use of Proceeds” section of the offering prospectus or,
where “amount available for investment” is not provided, another
equivalent disclosure; and that deducts
(ii) the portion, if any, of cumulative distributions per share
that exceeded GAAP net income per share for the corresponding
period, after adding back depreciation and amortization or depletion
expenses, and provided that the deduction for each distribution shall
not exceed the full amount of the distribution.
(B) Independent Valuation
At any time, the member may include a per share estimated value
reflecting a valuation disclosed in the Issuer Report. A third-party valuation
expert or experts must determine, or provide material assistance in the process
of determining, the valuation.
(2) Disclosures
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(A) If an account statement provides a per share estimated value for a
DPP or REIT security, it must:
(i) briefly describe the per share estimated value, its source,
and an explanation of the method by which such per share estimated
value was developed; and
(ii) disclose that the DPP or REIT securities are not listed on a
national securities exchange, are generally illiquid and that, even if a
customer is able to sell the securities, the price received may be less
than the per share estimated value provided in the statement.
[(5)] (B) If an account statement does not provide an estimated value
for a DPP or REIT security, it must include disclosure that:
[(A)] (i) unlisted DPP or REIT securities are generally illiquid;
[(B)] (ii) the current value of the security will be different than
its purchase price and may be less than the purchase price; and
[(C)] (iii) if applicable, that [accurate valuation information]
an estimated per share value of the security currently is not available.
(d) Definitions
For purposes of this Rule, the following terms will have the stated meanings:
(1) through (2) No Change.
(3) "direct participation program" or "direct participation program security"
refers to the publicly issued equity securities of a direct participation program as
defined in FINRA Rule 2310[2810] (including limited liability companies), but does
not include [securities on deposit in a registered securities depository and settled
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regular way,] securities listed on a national securities exchange[,] or any program
registered as a commodity pool with the [Commodities] Commodity Futures Trading
Commission.
(4) "real estate investment trust" or "real estate investment trust security"
refers to the publicly issued equity securities of a real estate investment trust as
defined in Section 856 of the Internal Revenue Code, but does not include [securities
on deposit in a registered securities depository and settled regular way or] securities
listed on a national securities exchange.
(5) through (6) No Change.
(e) No Change.
*****
FINRA Rules
*****
2300. SPECIAL PRODUCTS
2310. Direct Participation Programs
(a) No Change.
(b) Requirements
(1) through (4) No Change.
(5) Valuation for Customer Account Statements
No member may participate in a public offering of direct participation
program or REIT securities unless:
(A) a per share estimated value is calculated on a periodic basis in
accordance with a methodology disclosed in the prospectus; or
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(B) the general partner or sponsor of the program or REIT has agreed
to: [will disclose in each annual report distributed to investors pursuant to
Section 13(a) of the Exchange Act a per share estimated value of the direct
participation program securities, the method by which it was developed, and
the date of the data used to develop the estimated value.]
(i) disclose in the first periodic report filed pursuant to Section
13(a) or 15(d) of the Exchange Act after the second anniversary of
breaking escrow and in each annual report thereafter, a per share
estimated value calculated by, or with the material assistance of, a
third-party valuation expert; an explanation of the method by which
the per share estimated value was developed; the date of the valuation;
and the identity of the service used to obtain the valuation; and
(ii) ensure that the valuation is:
a. conducted at least once every two years;
b. derived from a methodology that conforms to
standard industry practice; and
c. accompanied by a written opinion to the general
partner or sponsor of the program or REIT that explains the
scope of the review, the methodology used to develop the
valuation, and the basis for the per share estimated value.
(6) No Change.
(c) through (d) No Change.
*****
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5100. SECURITIES OFFERINGS, UNDERWRITING AND COMPENSATION
5110. Corporate Financing Rule — Underwriting Terms and Arrangements
(a) through (e) No Change
(f) Unreasonable Terms and Arrangements
(1) No Change.
(2) Prohibited Arrangements
Without limiting the foregoing, the following terms and arrangements, when
proposed in connection with a public offering of securities, shall be unfair and
unreasonable.
(A) through (L) No Change.
[(M) For a member or person associated with a member to participate
in a public offering of real estate investment trust securities, as defined in
NASD Rule 2340(c)(4), unless the trustee will disclose in each annual report
distributed to investors pursuant to Section 13(a) of the Exchange Act a per
share estimated value of the trust securities, the method by which it was
developed, and the date of the data used to develop the estimated value.]
(g) through (i) No Change
*****

