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Partial Amendment

The self-regulatory organization must provide all required information, presented in a
clear and comprehensible manner, to enable the public to provide meaningful
comment on the proposal and for the Commission to determine whether the proposal
is consistent with the Act and applicable rules and regulations under the Act.

The Notice section of this Form 19b-4 must comply with the guidelines for publication
in the Federal Register as well as any requirements for electronic filing as published
by the Commission (if applicable). The Office of the Federal Register (OFR) offers
guidance on Federal Register publication requirements in the Federal Register
Document Drafting Handbook, October 1998 Revision. For example, all references to
the federal securities laws must include the corresponding cite to the United States
Code in a footnote. All references to SEC rules must include the corresponding cite
to the Code of Federal Regulations in a footnote. All references to Securities
Exchange Act Releases must include the release number, release date, Federal
Register cite, Federal Register date, and corresponding file number (e.g., SR-[SRO]
-xx-xx). A material failure to comply with these guidelines will result in the proposed
rule change being deemed not properly filed. See also Rule 0-3 under the Act (17
CFR 240.0-3)

The Notice section of this Form 19b-4 must comply with the guidelines for publication
in the Federal Register as well as any requirements for electronic filing as published
by the Commission (if applicable). The Office of the Federal Register (OFR) offers
guidance on Federal Register publication requirements in the Federal Register
Document Drafting Handbook, October 1998 Revision. For example, all references to
the federal securities laws must include the corresponding cite to the United States
Code in a footnote. All references to SEC rules must include the corresponding cite
to the Code of Federal Regulations in a footnote. All references to Securities
Exchange Act Releases must include the release number, release date, Federal
Register cite, Federal Register date, and corresponding file number (e.g., SR-[SRO]
-xx-xx). A material failure to comply with these guidelines will result in the proposed
rule change, security-based swap submission, or advance notice being deemed not
properly filed. See also Rule 0-3 under the Act (17 CFR 240.0-3)

Copies of notices, written comments, transcripts, other communications. If such
documents cannot be filed electronically in accordance with Instruction F, they shall be
filed in accordance with Instruction G.

Copies of any form, report, or questionnaire that the self-regulatory organization
proposes to use to help implement or operate the proposed rule change, or that is
referred to by the proposed rule change.

The full text shall be marked, in any convenient manner, to indicate additions to and
deletions from the immediately preceding filing. The purpose of Exhibit 4 is to permit
the staff to identify immediately the changes made from the text of the rule with which
it has been working.

The self-regulatory organization may choose to attach as Exhibit 5 proposed changes
to rule text in place of providing it in Item | and which may otherwise be more easily
readable if provided separately from Form 19b-4. Exhibit 5 shall be considered part
of the proposed rule change.

If the self-regulatory organization is amending only part of the text of a lengthy
proposed rule change, it may, with the Commission's permission, file only those
portions of the text of the proposed rule change in which changes are being made if
the filing (i.e. partial amendment) is clearly understandable on its face. Such partial
amendment shall be clearly identified and marked to show deletions and additions.
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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, ” “Exchange Act” or “SEA”),! Financial Industry Regulatory Authority,
Inc. (“FINRA?”) is filing with the Securities and Exchange Commission (“SEC” or
“Commission”) a proposed rule change to create a separate rule set that would apply to
firms that meet the definition of “capital acquisition broker” and elect to be governed
under this rule set.

The text of the proposed rule change is attached as Exhibit 5 to this rule filing.

(b) Not applicable.

(c) Not applicable.

2. Procedures of the Self-Regulatory Organization

At its meeting on December 5, 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.

If the Commission approves the proposed rule change, FINRA will announce the

implementation date of the proposed rule change in a Regulatory Notice to be published

no later than 60 days following Commission approval. The effective date will be no later

than 180 days following publication of the Regulatory Notice announcing Commission

approval.

! 15 U.S.C. 78s(b)(1).
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3. Self-Requlatory Organization's Statement of the Purpose of, and Statutory
Basis for, the Proposed Rule Change

@) Purpose

There are FINRA firms that are solely corporate financing firms that advise
companies on mergers and acquisitions, advise issuers on raising debt and equity capital
in private placements with institutional investors, or provide advisory services on a
consulting basis to companies that need assistance analyzing their strategic and financial
alternatives. These firms often are registered as broker-dealers because they may receive
transaction-based compensation as part of their services.

Nevertheless, these firms do not engage in many of the types of activities
typically associated with traditional broker-dealers. For example, these firms typically do
not carry or act as an introducing broker with respect to customer accounts, handle
customer funds or securities, accept orders to purchase or sell securities either as
principal or agent for the customer, exercise investment discretion on behalf of any
customer, or engage in proprietary trading of securities or market-making activities.

FINRA is proposing to establish a separate rule set that would apply exclusively
to firms that meet the definition of *“capital acquisition broker” (“CAB”) and that elect to
be governed under this rule set. CABs would be subject to the FINRA By-Laws, as well
as core FINRA rules that FINRA believes should apply to all firms. The rule set would
include other FINRA rules that are tailored to address CABS’ business activities.

General Standards (CAB Rule 010 Series)

Proposed CAB Rule 014 provides that all persons that have been approved for
membership in FINRA as a CAB and persons associated with CABs shall be subject to

the Capital Acquisition Broker rules and the FINRA By-Laws (including the schedules
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thereto), unless the context requires otherwise. Proposed CAB Rule 015 provides that

FINRA Rule 0150(b) shall apply to the CAB rules. FINRA Rule 0150(b) currently

provides that the FINRA rules do not apply to transactions in, and business activities

relating to, municipal securities as that term is defined in the Exchange Act.

CAB Rule 016 sets forth basic definitions modified as appropriate to apply to

CABs. The proposed definitions of “capital acquisition broker” and “institutional

investor” are particularly important to the application of the rule set.

The term “capital acquisition broker” would mean any broker that solely engages

in any one or more of the following activities:

advising an issuer, including a private fund, concerning its securities offerings
or other capital raising activities;

advising a company regarding its purchase or sale of a business or assets or
regarding its corporate restructuring, including a going-private transaction,
divestiture or merger;

advising a company regarding its selection of an investment banker;

assisting in the preparation of offering materials on behalf of an issuer;
providing fairness opinions, valuation services, expert testimony, litigation
support, and negotiation and structuring services;

qualifying, identifying, soliciting, or acting as a placement agent or finder
with respect to institutional investors in connection with purchases or sales of
unregistered securities; and

effecting securities transactions solely in connection with the transfer of

ownership and control of a privately-held company through the purchase, sale,



Page 6 of 303

exchange, issuance, repurchase, or redemption of, or a business combination
involving, securities or assets of the company, to a buyer that will actively
operate the company or the business conducted with the assets of the
company, in accordance with the terms and conditions of an SEC rule, release,
interpretation or “no-action” letter that permits a person to engage in such
activities without having to register as a broker or dealer pursuant to Section
15(b) of the Exchange Act.?

A firm would be permitted to register as, or change its status to, a CAB only if the

firm solely engages in one or more of these activities.

The term “capital acquisition broker” would not include any broker or dealer that:

e carries or acts as an introducing broker with respect to customer accounts;

e holds or handles customers’ funds or securities;

e accepts orders from customers to purchase or sell securities either as principal
or as agent for the customer (except as permitted by paragraphs (c)(1)(F) and
(G) of CAB Rule 016);

e has investment discretion on behalf of any customer;

e engages in proprietary trading of securities or market-making activities; or

e participates in or maintains an online platform in connection with offerings of
unregistered securities pursuant to Regulation Crowdfunding or Regulation A

under the Securities Act of 1933.2

2 See proposed CAB Rule 016(c)(1).

3 See proposed CAB Rule 016(c)(2).
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The term “institutional investor” would have the same meaning as that term has
under FINRA Rule 2210 (Communications with the Public), with one exception. The
term would include any:

e Dbank, savings and loan association, insurance company or registered

investment company;

e governmental entity or subdivision thereof;

e employee benefit plan, or multiple employee benefit plans offered to
employees of the same employer, that meet the requirements of Section
403(b) or Section 457 of the Internal Revenue Code and in the aggregate have
at least 100 participants, but does not include any participant of such plans;

e qualified plan, as defined in Section 3(a)(12)(C) of the Exchange Act, or
multiple qualified plans offered to employees of the same employer, that in
the aggregate have at least 100 participants, but does not include any
participant of such plans;

e other person (whether a natural person, corporation, partnership, trust, family
office or otherwise) with total assets of at least $50 million; and

e person acting solely on behalf of any such institutional investor.

The definition also would include any person meeting the definition of “qualified
purchaser” as that term is defined in Section 2(a)(51) of the Investment Company Act of

1940 (“1940 Act”).*

4 See proposed CAB Rule 016(i). FINRA Rule 2210 does not include “qualified
purchaser” within its definition of “institutional investor.”
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Member Application and Associated Person Registration (CAB Rule 100 Series)

The proposed CAB Rule 100 Series sets forth the requirements for firms that wish
to register as a CAB. The proposed CAB Rule 100 Series generally incorporates by
reference FINRA Rules 1010 (Electronic Filing Requirements for Uniform Forms), and
1122 (Filing of Misleading Information as to Membership or Registration), and NASD
Rules 1011 (Definitions), 1012 (General Provisions), 1013 (New Member Application
and Interview), 1014 (Department Decision), 1015 (Review by National Adjudicatory
Council), 1016 (Discretionary Review by FINRA Board), 1017 (Application for
Approval of Change in Ownership, Control, or Business Operations), 1019 (Application
to Commission for Review), 1090 (Foreign Members), 1100 (Foreign Associates) and
IM-1011-1 (Safe Harbor for Business Expansions). Accordingly, a CAB applicant would
follow the same procedures for membership as any other FINRA applicant, with four
modifications.

e First, an applicant for membership that seeks to qualify as a CAB would have

to state in its application that it intends to operate solely as such.

e Second, in reviewing an application for membership as a CAB, the FINRA
Member Regulation Department would consider, in addition to the standards
for admission set forth in NASD Rule 1014, whether the applicant’s proposed
activities are consistent with the limitations imposed on CABs under CAB
Rule 016(c).

e Third, proposed CAB Rule 116(b) sets forth the procedures for an existing
FINRA firm to change its status to a CAB. If an existing firm is already

approved to engage in the activities of a CAB, and the firm does not intend to
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change its existing ownership, control or business operations, it would not be
required to file either a New Member Application (“NMA”) or a Change in
Membership Application (“CMA?”). Instead, such a firm would be required to
file a request to amend its membership agreement or obtain a membership
agreement (if none exists currently) to provide that: (i) the firm’s activities
will be limited to those permitted for CABs under CAB Rule 016(c), and (ii)
the firm agrees to comply with the CAB rules.”
e Fourth, proposed CAB Rules 116(c) and (d) set forth the procedures for an
existing CAB to terminate its status as such and continue as a FINRA firm.
Under Rule 116(c), such a firm would be required to file a CMA with the
FINRA Member Regulation Department, and to amend its membership
agreement to provide that the firm agrees to comply with all FINRA rules.®
Under Rule 116(d), however, if during the first year following an existing FINRA
member firm’s amendment to its membership agreement to convert a full-service broker-
dealer to a CAB pursuant to Rule 116(b) a CAB seeks to terminate its status as such and
continue as a FINRA member firm, the CAB may notify the FINRA Membership
Application Program group of this change without having to file an application for
approval of a material change in business operations pursuant to NASD Rule 1017. The
CAB would instead file a request to amend its membership agreement to provide that the

member firm agrees to comply with all FINRA rules, and execute an amended

There would not be an application fee associated with this request.

Absent a waiver, such a firm would have to pay an application fee associated with
the CMA. See FINRA By-Laws, Schedule A, Section 4(i).
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membership agreement that imposes the same limitations on the member firm’s activities
that existed prior to the member firm’s change of status to a CAB.’

The proposed CAB Rule 100 Series also would govern the registration and
qualification examinations of principals and representatives that are associated with
CABs. These Rules incorporate by reference NASD Rules 1021 (Registration
Requirements — Principals), 1022 (Categories of Principal Registration), 1031
(Registration Requirements — Representatives), 1032 (Categories of Representative
Registration), 1060 (Persons Exempt from Registration), 1070 (Qualification
Examinations and Waiver of Requirements), 1080 (Confidentiality of Examinations), IM-
1000-2 (Status of Persons Serving in the Armed Forces of the United States), IM-1000-3
(Failure to Register Personnel) and FINRA Rule 1250 (Continuing Education
Requirements). Accordingly, CAB firm principals and representatives would be subject
to the same registration, qualification examination, and continuing education
requirements as principals and representatives of other FINRA firms. CABs also would
be subject to FINRA Rule 1230(b)(6) regarding Operations Professional registration.

Duties and Conflicts (CAB Rule 200 Series)

The proposed CAB Rule 200 Series would establish a streamlined set of conduct
rules. CABs would be subject to FINRA Rules 2010 (Standards of Commercial Honor

and Principles of Trade), 2020 (Use of Manipulative, Deceptive or Other Fraudulent

! To the extent that the rules applicable to the member firm had been amended

since it had changed its status to a CAB, FINRA would have the discretion to
modify any limitations to reflect any new rule requirements.
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Devices), 2040 (Payments to Unregistered Persons),® 2070 (Transactions Involving
FINRA Employees), 2080 (Obtaining an Order of Expungement of Customer Dispute
Information from the CRD System), 2081 (Prohibited Conditions Relating to
Expungement of Customer Dispute Information), 2263 (Arbitration Disclosure to
Associated Persons Signing or Acknowledging Form U4), and 2268 (Requirements
When Using Predispute Arbitration Agreements for Customer Accounts).

CAB Rules 209 and 211 would impose know-your-customer and suitability
obligations similar to those imposed under FINRA Rules 2090 and 2111. CAB Rule
211(b) includes an exception to the customer-specific suitability obligations for
institutional investors similar to the exception found in FINRA Rule 2111(b).

Proposed CAB Rule 221 is an abbreviated version of FINRA Rule 2210
(Communications with the Public), essentially prohibiting false and misleading
statements.

Under proposed CAB Rule 240, if a CAB or associated person of a CAB had
engaged in activities that would require the CAB to register as a broker or dealer under
the Exchange Act, and that are inconsistent with the limitations imposed on CABs under
CAB Rule 016(c), FINRA could examine for and enforce all FINRA rules against such a
broker or associated person, including any rule that applies to a FINRA broker-dealer that
is not a CAB or to an associated person who is not a person associated with a CAB.

FINRA has determined not to subject CABs to FINRA Rules 2121 (Fair Prices

and Commissions), 2122 (Charges for Services Performed), and 2124 (Net Transactions

8 The SEC has approved FINRA'’s rule change to adopt rules relating to payments

to unregistered persons for the consolidated FINRA rulebook. See Regulatory
Notice 15-07 (March 2015). FINRA Rule 2040 became effective on August 24,
2015.
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with Customers), since CABs’ business model does not raise the same concerns that
Rules 2121, 2122 and 2124 are intended to address.

Rule 2121 provides that, for securities in both listed and unlisted securities, a
member that buys for its own account from its customer, or sells for its own account to its
customer, shall buy or sell at a price which is fair, taking into consideration all relevant
circumstances, including market conditions with respect to the security at the time of the
transaction, the expense involved, and the fact that the member is entitled to a profit.
Further, if the member acts as agent for its customer in any such transaction, the member
shall not charge its customer more than a fair commission or service charge, taking into
consideration all relevant circumstances, including market conditions with respect to the
security at the time of the transaction, the expense of executing the order and the value of
any service the member may have rendered by reason of its experience in and knowledge
of such security and the market therefor.

CABs would not be permitted to act as a principal in a securities transaction.
Accordingly, the provisions of Rule 2121 that govern principal transactions would not
apply to a CAB’s permitted activities.

CABs would be permitted act as agent in a securities transaction only in very
narrow circumstances. CABs would be allowed to act as an agent with respect to
institutional investors in connection with purchases or sales of unregistered securities.
CABs also would be permitted to effect securities transactions solely in connection with
the transfer of ownership and control of a privately-held company to a buyer that will

actively operate the company or the business conducted with the assets of the company in
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accordance with the terms and conditions of an SEC rule, release, interpretation or “no-
action” letter.

In both instances, FINRA believes that these circumstances either involve
institutional parties that negotiate the terms of permitted securities transactions without
the need for the conditions set forth in Rule 2121, or involve the sale of a business as a
going concern, which differs in nature from the types of transactions that typically raise
issues under Rule 2121.

Rule 2122 provides that charges, if any, for services performed, including, but not
limited to, miscellaneous services such as collections due for principal, dividends, or
interest; exchange or transfer of securities; appraisals, safekeeping or custody of
securities, and other services shall be reasonable and not unfairly discriminatory among
customers. As discussed above, CABs typically provide services to institutional
customers that generally do not need the protections that Rule 2122 offers, since these
customers are capable of negotiating fair prices for the services that CABs provide.
Moreover, CABs are not permitted to provide many of the services listed in Rule 2122,
such as collecting principal, dividends or interest, or providing safekeeping or custody
services.

Rule 2124 sets forth specific requirements for executing transactions with
customers on a “net” basis. “Net” transactions are defined as a type of principal
transaction, and CABs may not trade securities on a principal basis. For these reasons,
FINRA does not believe it is necessary to include FINRA Rules 2121, 2122 and 2124 as

part of the CAB rule set.
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CAB Rule 201 would subject CABs to FINRA Rule 2010 (Standards of
Commercial Honor and Principles of Trade), which requires a member, in the conduct of
its business, to observe high standards of commercial honor and just and equitable
principles of trade. Depending on the facts, other rules, such as Rule 2010, may apply in
situations in which a CAB charged a commission or fee that clearly is unreasonable under
the circumstances.

Supervision and Responsibilities Related to Associated Persons (CAB Rule 300

Series)

The proposed CAB Rule 300 Series would establish a limited set of supervisory
rules for CABs. CABs would be subject to FINRA Rules 3220 (Influencing or
Rewarding Employees of Others), 3240 (Borrowing from or Lending to Customers), and
3270 (Outside Business Activities of Registered Persons).

Proposed CAB Rule 311 would subject CABs to some, but not all, of the
requirements of FINRA Rule 3110 (Supervision) and, consistent with Rule 3110, is
designed to provide CABs with the flexibility to tailor their supervisory systems to their
business models. CABs would be subject to many of the provisions of Rule 3110
concerning the supervision of offices, personnel, customer complaints, correspondence
and internal communications. However, CABs would not be subject to the provisions of
Rule 3110 that require annual compliance meetings (paragraph (a)(7)), review and
investigation of transactions (paragraphs (b)(2) and (d)), specific documentation and
supervisory procedures for supervisory personnel (paragraph (b)(6)), and internal

inspections (paragraph (c)).
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FINRA does not believe that the annual compliance meeting requirement in
FINRA Rule 3110(a)(7) should apply to CABs given the nature of CABSs’ business model
and structure. FINRA has observed that most current FINRA member firms that would
qualify as CABs tend to be small and often operate out of a single office. In addition, the
range of rules that CABs would be subject to is narrower than the rules that apply to other
broker-dealers. Moreover, as noted above, CABs would be subject to both the
Regulatory and Firm Element continuing education requirements. Accordingly, FINRA
does not believe that CABs need to conduct an annual compliance meeting as required
under FINRA Rule 3110(a)(7).® The fact that the annual compliance meeting
requirement would not apply to CABs or their associated persons in no way would reduce
their responsibility to have knowledge of and comply with applicable securities laws and
regulations and the CAB rule set.

FINRA does not believe that FINRA Rule 3110(b)(2), which requires members to
adopt and implement procedures for the review by a registered principal of all
transactions relating to the member’s investment banking or securities business, or
FINRA Rule 3110(d), which imposes requirements related to the investigation of
securities transactions and heightened reporting requirements for members engaged in
investment banking services, should apply to CABs. CABs would not be permitted to
carry or act as an introducing broker with respect to customer accounts, hold or handle
customers’ funds or securities, accept orders from customers to purchase or sell securities
except under the narrow circumstances discussed above, have investment discretion on

behalf of any customer, engage in proprietary trading or market-making activities, or

o For the same reasons, FINRA does not believe that FINRA Rule 3110.04 should
apply to CABs.
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participate in Crowdfunding or Regulation A securities offerings. Accordingly, due to
these restrictions, FINRA does not believe a CAB’s business model necessitates the
application of these provisions, which primarily address trading and investment banking
functions that are beyond the permissible scope of a CAB’s activities.™

FINRA does not believe that the requirements of FINRA Rule 3110(b)(6) should
apply to CABs. Paragraph (b)(6) generally requires a member to have procedures to
prohibit its supervisory personnel from (1) supervising their own activities; and (2)
reporting to, or having their compensation or continued employment determined by, a
person the supervisor is supervising.™* FINRA also does not believe that FINRA Rule
3110(c), which requires members to conduct internal inspections of their businesses,
should apply to CABs.

FINRA believes that a CAB’s business model, which is geared toward acting as a
consultant in capital acquisition transactions, or acting as an agent solely in connection
with purchases or sales of unregistered securities to institutional investors, or with the
transfer of ownership and control of a privately-held company, does not give rise to the

same conflicts of interest and supervisory concerns that paragraph (b)(6) is intended to

10 For the same reasons, FINRA does not believe that FINRA Rule 3110.05 should
apply to CABs.

1 FINRA Rule 3110(b)(6)(C)(i) and (ii). FINRA Rule 3110(b)(6) also requires that
a member’s supervisory procedures include the titles, registration status and
locations of the required supervisory personnel and the responsibilities of each
supervisory person as these relate to the types of business engaged in, applicable
securities laws and regulations, and FINRA rules, as well as a record of the names
of its designated supervisory personnel and the dates for which such designation
is or was effective. FINRA Rule 3110(b)(6)(A) and (B). In addition, paragraph
(b)(6) requires a member to have procedures reasonably designed to prevent the
standards of supervision required pursuant to FINRA Rule 3110(a) from being
compromised due to the conflicts of interest that may be present with respect to an
associated person being supervised. FINRA Rule 3110(b)(6)(D).
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address. As discussed above, many CABs operate out of a single office with a small
staff, which reduces the need for internal inspections of numerous or remote offices. In
addition, part of the purpose of creating a separate CAB rule set is to streamline and
reduce existing FINRA rule requirements where it does not hinder investor protection.
FINRA believes that the remaining provisions of FINRA Rule 3110, coupled with the
CAB Rule 200 Series addressing duties and conflicts, will sufficiently protect CABs’
customers from potential harm due to insufficient supervision.*?

Proposed CAB Rule 313 would require CABs to designate and identify one or
more principals to serve as a firm’s chief compliance officer, similar to the requirements
of FINRA Rule 3130(a). CAB Rule 313 would not require a CAB to have its chief
executive officer (“CEQ”) certify that the member has in place processes to establish,
maintain, review, test and modify written compliance policies and written supervisory
procedures reasonably designed to achieve compliance with applicable federal securities
laws and regulations, and FINRA and MSRB rules, which are required under FINRA
Rules 3130(b) and (c). FINRA does not believe the CEO certification is necessary given
a CAB’s narrow business model and smaller rule set.

Proposed Rule 328 would prohibit any person associated with a CAB from

participating in any manner in a private securities transaction as defined in FINRA Rule

1 For the same reasons, FINRA does not believe that FINRA Rules 3110.10, .12,
.13, or .14 should apply to CABs. FINRA also believes that it is unnecessary to
apply FINRA Rule 3110.15 to CABs, since the temporary program authorized by
the rule expired on December 1, 2015.
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3280(e).** FINRA does not believe that an associated person of a CAB should be
engaged in selling securities away from the CAB, nor should a CAB have to oversee and
review such transactions, given its limited business model. This restriction would not
prohibit associated persons from investing in securities on their own behalf, or engaging
in securities transactions with immediate family members, provided that the associated
person does not receive selling compensation.

Proposed CAB Rule 331 would require each CAB to implement a written anti-
money laundering (“AML”) program. This is consistent with the SEC’s requirements
and Chapter X of Title 31 of the Code of Federal Regulations. Accordingly, the proposed
rule is similar to FINRA Rule 3310 (Anti-Money Laundering Compliance Program);
however, the proposed rule contemplates that all CABs would be eligible to conduct the
required independent testing for compliance every two years.

Financial and Operational Rules (CAB Rule 400 Series)

The proposed CAB Rule 400 Series would establish a streamlined set of rules
concerning firms’ financial and operational obligations. CABs would be subject to
FINRA Rules 4140 (Audit), 4150 (Guarantees by, or Flow through Benefits for,
Members), 4160 (Verification of Assets), 4511 (Books and Records — General

Requirements), 4513 (Records of Written Customer Complaints), 4517 (Member Filing

13 FINRA Rule 3280(e) defines “private securities transaction” as “any securities

transaction outside the regular course or scope of an associated person’s
employment with a member, including, though not limited to, new offerings of
securities which are not registered with the Commission, provided however that
transactions subject to the notification requirements of NASD Rule 3050,
transactions among immediate family members (as defined in FINRA Rule 5130),
for which no associated person receives any selling compensation, and personal
transactions in investment company and variable annuity securities, shall be
excluded.”
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and Contact Information Requirements), 4524 (Supplemental FOCUS Information), 4530
(Reporting Requirements), and 4570 (Custodian of Books and Records).

Proposed CAB Rule 411 includes some, but not all, of the capital compliance
requirements of FINRA Rule 4110. CABs would be required to suspend business
operations during any period a firm is not in compliance with the applicable net capital
requirements set forth in SEA Rule 15¢3-1, and the rule also would authorize FINRA to
direct a CAB to suspend its operation under those circumstances. Proposed CAB Rule
411 also sets forth requirements concerning withdrawal of capital, subordinated loans,
notes collateralized by securities, and capital borrowings.

CABs would not be subject to FINRA Rules 4370 (Business Continuity Plans and
Emergency Contact Information) or 4380 (Mandatory Participation in FINRA BC/DR
Testing Under Regulation SCI). FINRA does not believe it would be necessary for a
CAB to maintain a business continuity plan (BCP), given a CAB’s limited activities,
particularly since a CAB would not engage in retail customer account transactions or
clearance, settlement, trading, underwriting or similar investment banking activities.
Moreover, FINRA Rule 4380 relates to Rule SCI under the Exchange Act, which is not
applicable to a member that limits its activities to those permitted under the CAB rule set.

Because CABs would not carry or act as an introducing broker with respect to
customer accounts, they would have more limited customer information requirements
than is imposed under FINRA Rule 4512.* CABs would have to maintain each
customer’s name and residence, whether the customer is of legal age (if applicable), and

the names of any persons authorized to transact business on behalf of the customer.

14 See proposed CAB Rule 451(b).
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CABs would still have to make and preserve all books and records required under SEA
Rules 17a-3 and 17a-4.

CAB Rule 452(a) establishes a limited set of requirements for the supervision and
review of a firm’s general ledger accounts.

Securities Offerings (CAB Rule 500 Series)

The proposed CAB Rule 500 Series would subject CABs to certain rules
concerning securities offerings. CABs would be subject to FINRA Rules 5122 (Private
Placements of Securities Issued by Members) and 5150 (Fairness Opinions).

Investigations and Sanctions, Code of Procedure, and Arbitration and Mediation

(CAB Rules 800, 900 and 1000)

CABs would be subject to the FINRA Rule 8000 Series governing investigations
and sanctions of firms, other than FINRA Rules 8110 (Availability of Manual to
Customers), 8211 (Automated Submission of Trading Data Requested by FINRA), and
8213 (Automated Submission of Trading Data for Non-Exchange-Listed Securities
Requested by FINRA).

CABs would not be subject to FINRA Rule 8110 (Availability of Manual to
Customers), which requires members to make available a current copy of the FINRA
manual for examination by customers upon request. If the Commission approves this
proposed rule change, the CAB rule set would be available through the FINRA website.
Accordingly, FINRA does not believe this rule is necessary for CABs.

CABs also would not be subject to FINRA Rules 8211 (Automated Submission of
Trading Data Requested by FINRA) or 8213 (Automated Submission of Trading Data for

Non-Exchange-Listed Securities Requested by FINRA). Given that these rules are
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intended to assist FINRA in requesting trade data from firms engaged in securities
trading, and that CABs would not engage in securities trading, FINRA does not believe
that these rules should apply to CABs.

CABs would be subject to the FINRA Rule 9000 Series governing disciplinary
and other proceedings involving firms, other than the FINRA Rule 9700 Series
(Procedures on Grievances Concerning the Automated Systems). Proposed CAB Rule
900(c) would provide that any CAB may be subject to a fine under FINRA Rule 9216(b)
with respect to an enumerated list of FINRA By-Laws, CAB rules and SEC rules under
the Exchange Act. Proposed CAB Rule 900(d) would authorize FINRA staff to require a
CAB to file communications with the FINRA Advertising Regulation Department at least
ten days prior to use if the staff determined that the CAB had departed from CAB Rule
221’s standards.

CABs would be subject to the FINRA Rule 12000 Series (Code of Arbitration
Procedure for Customer Disputes), 13000 Series (Code of Arbitration Procedure for
Industry Disputes) and 14000 Series (Code of Mediation Procedure).

As noted in Item 2 of this filing, if the Commission approves the proposed rule
change, FINRA will announce the implementation date of the proposed rule change in a

Regulatory Notice to be published no later than 60 days following Commission approval.

The effective date will be no later than 180 days following publication of the Regulatory

Notice announcing Commission approval.
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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,™ 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. FINRA believes that the proposed rule change will improve efficiency and
reduce regulatory burden by reducing the range of rules that apply to capital acquisition
brokers given their limited activities and institutional business model, while maintaining
necessary investor protections.

4. Self-Requlatory 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. FINRA has undertaken an economic impact assessment, as set forth below, to
analyze the regulatory need for the proposed rulemaking, its potential economic impacts,
including anticipated costs and benefits, and the alternatives FINRA considered in
assessing how to best meet its regulatory objectives.

Economic Impact Assessment

A. Regulatory Need

As discussed above, many firms solely engage in corporate financing activities,
including advising companies on mergers and acquisitions, advising issuers on raising
debt and equity capital in private placements with institutional investors, or providing

advisory services on a consulting basis. These firms often register as broker-dealers

1 15 U.S.C. 780-3(b)(6).
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because they may receive transaction-based compensation as part of their services, but
unlike traditional broker-dealers, they do not handle customer funds or securities, carry or
act as an introducing broker with respect to customer accounts, or provide products and
services to retail customers. As a result, many FINRA rules are not applicable to the
business activities of these firms. The proposed rule change establishes a separate set of
streamlined rules that would apply exclusively to these firms and is tailored to address
their business activities, while maintaining necessary investor protections.

B. Economic Impacts

The proposed rule change would impact member firms that engage in CAB-
related business activities, discussed above. As a baseline and based on staff experience,
FINRA preliminarily estimates that the number of member firms that meet this definition
would range from 650 to 750 firms.*® Thus, it is possible that between 16 and 19 percent
of all FINRA member firms may be eligible to operate under this proposed rule set.*’
These firms currently are required to comply with all applicable FINRA rules. These
firms currently may incur costs to evaluate new FINRA rules and interpretations to

ensure that they are not applicable for their business.

10 FINRA notes that a commenter reported a higher estimate of 906 member firms
that would meet the CAB definition based on information available on
BrokerCheck® (See comment of 3PM). This estimate is based on the number of
firms that report their business line (in Form BD) only as “Private Placement,”
“Other,” or “Private Placement” and “Other.” FINRA notes that these business
lines may overlap with some of the business activities of CABs, but do not
exactly correspond to the activities that would meet the CAB definition.

o There are 4,031 firms that are registered with FINRA as broker-dealers.

Accordingly, 650 and 750 firms account for 16% and 19%, respectively, of the
total FINRA membership. See https://www.finra.org/newsroom/statistics
(accessed June 29, 2015).
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FINRA anticipates that some firms provide similar services but are not currently
registered as broker-dealers with the SEC or FINRA. For example, some firms may
currently limit activities, such as not accepting transaction-based compensation for their
services, to avoid broker-dealer registration requirements and attendant costs. Others
may accept transaction-based compensation, but may be relying on SEC no-action relief
to avoid broker-dealer registration.'® It is possible that some of these firms would
reconsider their non-registered status if the new rules were in effect.

Q) Anticipated Benefits

The proposed rule change would reduce the regulatory burden for CABs by
decreasing the range and scope of current FINRA rules that would be applicable to them
given their limited activities and institutional business model. For example, as discussed
above, the proposed rule change would establish a streamlined set of conduct rules.
Similarly, the proposed CAB rules would establish a limited set of supervisory rules that
are better designed to provide CABs with the flexibility to tailor their supervisory
systems to their business models. As discussed above, CABs also would be subject to
more limited customer information requirements than those applicable to other broker-
dealers.

The reduction in these regulatory requirements is anticipated to reduce
compliance costs for member firms that would register as CABs without diminishing
investor protections. These cost savings would include reduction in costs associated with
maintaining FINRA membership, including ongoing compliance activities such as

maintaining policies and procedures. These firms also would likely benefit from more

18 See M&A Brokers, 2014 SEC No-Act. LEXIS 92 (January 31, 2014).
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focused examinations that are tailored to their business activities. To avail themselves of
these benefits, firms would, however, be required to maintain their CAB status and as a result
limit their activities to those permitted under the CAB rules.

As discussed above, CAB rules also may encourage non-member firms that engage
in similar kinds of services as CABs to register with FINRA. FINRA membership would
benefit these non-member firms by allowing them to expand their securities business and
engage in activities permitted under the CAB rules. FINRA membership would subject
these firms to certain FINRA rules, including conduct rules, supervisory rules, and rules
concerning financial and operational obligations of the firms. As a result, FINRA
membership would increase regulatory oversight of these firms, thereby enhancing
investor protection of their customers.

(i) Anticipated Costs

A member firm that seeks to register as a CAB would incur initial legal and other
compliance costs associated with effectively completing the application to amend its
membership agreement to elect CAB status. Such a firm also would incur administrative
costs associated with updating its policies and procedures. FINRA, however, anticipates
that these costs would likely be minimal relative to the cost savings from the streamlined
CAB rules. As firms would have discretion to determine whether to apply for the
amended status, FINRA anticipates that only those firms that anticipate net benefits to
them would do so.

Non-member firms that choose to register as a CAB would incur implementation
and ongoing costs associated with joining and maintaining their broker-dealer
registrations with FINRA. The initial implementation costs would include FINRA

application fees, costs associated with adapting technology infrastructure for regulatory
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data reporting requirements, as well as other legal or consulting costs associated with
developing policies and procedures to ensure continued compliance with SEC and CAB
rules. The ongoing costs would include annual fees associated with FINRA membership,
costs of maintaining data reporting, costs of legal work relating to FINRA membership,
and other costs associated with additional compliance activities. FINRA notes, however,
that the proposed rule change would not impose these costs on non-member firms
because registering as a broker-dealer and electing CAB status is optional. Non-member
firms would likely only choose to register as a CAB broker-dealer and incur these costs if
the anticipated benefits of registering exceed the costs of doing so.

C. Alternatives

In considering how to best meet its regulatory objectives, FINRA considered
several alternatives to particular features of this proposal. For example, the initial
proposal would have allowed CABs to solicit only institutional investors as that term is
defined in FINRA Rule 2210. As discussed in more detail below, several commenters
suggested that the proposed rule change also allow CABs to provide products and
services to accredited investors or qualified purchasers. FINRA’s regulatory programs
have uncovered significant concerns associated with the ways in which firms sell private
placements to accredited investors. Accordingly, FINRA does not believe it is
appropriate to lower the institutional investor threshold for the CAB rules to the
accredited investor standard.

Nonetheless, FINRA agrees that the definition of institutional investor under the
CARB rules should include qualified purchasers as that term is defined under the 1940 Act,

since qualified purchasers are required to own significantly more investments than those
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required for accredited investors, and as a result qualified purchasers are more likely to
have the resources necessary to protect themselves from potential sales practice
problems. Accordingly, FINRA has revised the institutional investor definition to
include qualified purchasers, which would allow CABs to offer interests in private funds
that are excluded from the definition of “investment company” and thus exempt from
registration under the 1940 Act, such as hedge funds or private equity funds.

In developing this proposal, FINRA also considered expanding the scope of
permissible activities for CABs. For example, as discussed below, commenters
suggested that FINRA allow CABs to engage in activities related to the transfer of
ownership or control of a privately-held company consistent with the SEC’s M&A
Brokers no-action letter. FINRA agrees that CABs should be permitted to engage in
merger and acquisition transactions to the same extent as an unregistered broker-dealer
pursuant to the M&A Brokers no-action letter and has revised the definition of CAB to
allow such activities.

5. Self-Requlatory Organization's Statement on Comments on the Proposed
Rule Change Received from Members, Participants, or Others

Background

In February 2014, FINRA published Regulatory Notice 14-09 (the “Notice”),

requesting comment on a proposed rule set for firms that meet the definition of “limited
corporate financing broker” (“LCFB”) (the “Notice proposal”). A copy of the Notice is

attached as Exhibit 2a. The comment period expired on April 28, 2014. FINRA received

51 comments in response to the Notice.™ A list of the commenters in response to the

Twenty-one of the comments were short emails or letters endorsing the comments
of 3PM.
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Notice is attached as Exhibit 2b, and copies of the comment letters received in response
to the Notice are attached as Exhibit 2¢.2 A summary of the comments and FINRA’s
response is provided below.

As discussed below, most of the comments opposed the Notice proposal on the
ground that it did not go far enough to relieve LCFBs of their current regulatory burdens.
This concern, combined with the limitations in activities that the proposal’s rules would
impose, would lead most firms commenting on the proposal not to change their status to
an LCFB.*!

Application of LCFB Rules to Municipal Securities

LCFB Rule 015 would have stated that the LCFB rules do not apply to
transactions in, and business activities relating to, municipal securities as defined in
Section 3(a)(29) of the Exchange Act. One commenter noted that some FINRA member
firms provide financial advisory services only to municipalities or municipal agencies,
including recommending the timing and type of offering and to assist in the selection of
an underwriter. The commenter stated that if this type of firm does not engage in the sale
of municipal securities and would otherwise qualify, it should be eligible to be an

LCFB.?

20 See Exhibit 2b for a list of abbreviations assigned to commenters.

2 As noted above, the proposal would have referred to firms subject to the proposed

rule set as “limited corporate financing brokers” (“LCFBs”) rather than “capital
acquisition brokers” (“CABs”). Similarly, this discussion refers to the rules
proposed in the Notice as the “LCFB rules” rather than the “CAB rules.” The
CAB rules which are submitted as part of this proposed rule change have been
revised from the prior LCFB rules, but maintain the same rule numbers as the
LCFB rules.

2 See Sutter.
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LCFB Rule 015 would not prevent an LCFB from engaging in municipal
securities activities. Rather, as revised, it simply would clarify that FINRA Rule 0150(b)
applies to the CAB rules. FINRA Rule 0150(b) currently provides that the FINRA rules
do not apply to transactions in, and business activities relating to, municipal securities as
defined in the Exchange Act.

Definition of “Customer”

LCFB Rule 016(d) would have defined the term *“customer” as “any natural
person and any entity receiving corporate financing services from an LCFB.” It also
would have specified that the term “customer” does not include a broker or dealer.

One commenter stated that this definition is unclear and should be replaced with
other terms, such as “issuer,” “investor,” “qualified investor,” and “intermediary,” since
these terms better describe the counterparties involved in an LCFB’s business.”® Two
other commenters recommended that FINRA use the term “client” rather than
“customer.”? Another commenter suggested that FINRA be clearer as to what types of
corporate financing services a customer may receive from an LCFB.%

FINRA does not believe it would be appropriate to replace the term “customer”
with other terms such as issuer, investor, or intermediary. The meaning of the term
“customer” depends on the context in which it is used, such as the requirements to know
your customer or to recommend a suitable investment to a customer. Terms such as

“issuer” or “investor” would not be appropriate in these contexts. However, FINRA does

2 See3PM.
24 gee Achates and Q Advisors.

25 See CFSC.
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believe that the term customer should be interpreted in a manner consistent with the way
it is interpreted under the FINRA rules. Accordingly, FINRA has revised this term to
have the same definition as it has under the FINRA rules.?

Institutional Investor Definition

LCFB Rule 016(h) would have allowed an LCFB to solicit only institutional
investors. LCFB Rule 016(g) would have defined the term “institutional investor” to
include banks, savings and loan associations, insurance companies, registered investment
companies, governmental entities and their subdivisions, employee benefit plans and
qualified plans with at least 100 participants (but not including the participants
themselves), any other person with at least $50 million in assets, and persons acting on an
institutional investor’s behalf.

Seven commenters recommended that the LCFB rules allow LCFBs to offer
interests in privately placed companies to accredited investors, as that term is defined in
SEC Regulation D.?” One commenter noted that requiring an LCFB to pre-qualify
potential investors to meet the LCFB rules’ definition of institutional investor, rather than
the Regulation D accredited investor definition, would be difficult, since an LCFB may
not know the financial status of a potential buyer, and could potentially harm an LCFB
client seller by diminishing the pool of prospective investors.?® Three other commenters

recommended that the term “institutional investor” be replaced with a new term,

2 See FINRA Rule 0160(b)(4) (“The term ‘customer’ shall not include a broker or
dealer”).

2t See Achates, LIATI, SFA, Dole, RWI, HighBank, and EYCA. See also 17 CFR
230.501(a).

28 See SFA.
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“qualified investor,” which would include “qualified investors” as that term is defined
under the 1940 Act.”® One commenter questioned whether an LCFB would be permitted
to accept an unsolicited offer from a non-institutional investor.3® Another commenter
inquired as to the documents that FINRA would require an LCFB to retain to confirm an
investor’s institutional status.*

As discussed in the Notice, FINRA purposely did not propose to define
“institutional investor” based on a more inclusive standard, such as the definition of
“accredited investor” in Regulation D under the Securities Act of 1933. FINRA’s
regulatory programs have uncovered serious concerns with the manner in which firms
market and sell private placements to accredited investors. Application of the CAB rules
to firms that market and sell private placements to accredited investors would require
FINRA to expand the applicable conduct rules and other provisions. Therefore, lowering
the threshold of “institutional investor” to the accredited investor standard would frustrate
the purposes of a streamlined rule set.

Nevertheless, FINRA agrees that the definition of “institutional investor” should
include persons that meet the definition of “qualified purchaser” under the 1940 Act.*
Persons that meet the definition of “qualified purchaser” in most cases must own not less
than $5 million in investments, far greater than the minimum assets required by the

accredited investor standard. FINRA believes that it is much less likely that a CAB

29 See 3PM, Q Advisors, and M&A Brokers Letter Attorneys.
%0 See SFA.
3 See EYCF.

32 See 15 U.S.C. 80a-2(a)(51).
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would commit the types of sales practice problems that FINRA has observed in
connection with the sale of Regulation D private placements to accredited investors if an
investor is required to meet the qualified purchaser standard, since a qualified purchaser
likely would have the resources necessary to protect itself from potential sales practice
problems. In addition, by defining “institutional investor” to include qualified
purchasers, CABs would be able to offer interests in private issuers, such as hedge funds
or private equity funds, that are excepted from the definition of “investment company”
pursuant to Section 3(c)(7) of the 1940 Act.

Moreover, as discussed below, FINRA has proposed to expand the permissible
activities of CABs to include effecting securities transactions solely in connection with
the transfer of ownership and control of a privately-held company in accordance with the
terms and conditions of an SEC rule, release, interpretation or no-action letter.** By
expanding CABs’ proposed activities to include these kinds of M&A transactions, CABs
would not be limited to selling ownership or control of a privately-held company only to
institutional investors as defined by the CAB rules, since the SEC’s M&A Brokers no-
action letter** does not contain this limitation. FINRA believes this expansion should
address many of the commenters’ concerns with the institutional investor definition.

Limited Corporate Financing Broker Definition

The proposed definition of LCFB would have allowed firms meeting this

definition to engage in:

% See proposed CAB Rule 016(c)(1)(G).

3 See M&A Brokers, 2014 SEC No-Act. LEXIS 92 (January 31, 2014).
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e advising an issuer, including a private fund concerning its securities
offerings or other capital raising activities;

e advising a company regarding its purchase or sale of a business or assets
or regarding its corporate restructuring, including a going-private
transaction, divestiture or merger;

e advising a company regarding its selection of an investment banker;

e assisting in the preparation of offering materials on behalf of an issuer;

e providing fairness opinions; and

e qualifying, identifying, or soliciting potential institutional investors.

The proposed definition of LCFB would have excluded any broker or dealer that
carries or maintains customer accounts, holds or handles customers’ funds or securities,
accepts orders from customers to purchase or sell securities either as principal or agent
for the customer, possesses investment discretion on behalf of any customer, or engages
in proprietary trading of securities or market making activities.

Although one commenter felt that the definition of LCFB was appropriate,®
others recommended that the definition of LCFB be amended specifically to permit an
LCFB to provide valuation services,* expert testimony and litigation support.®” Other

commenters recommended that the definition be clarified to permit LCFBs to engage in

3 See 3PM.
3 See CFSC.

3 See Sutter and RWI.
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negotiation of transactions,*® and to act as a placement agent for a buyer or seller.*
Another commenter urged FINRA to revise the definition so that it spells out in more
detail the types of advice that an LCFB may provide to a client (e.g., preparing a business
for sale, financial modeling, financial alternatives, evaluating competing offers,
structuring transactions, due diligence and transition issues) and that it should allow an
LCFB to act as a finder (introducing parties to a transaction).*® Others recommended that
LCFBs be permitted to provide research and engage in public company transactions in
connection with their advisory work.**

Commenters also suggested that FINRA allow LCFBs to advise controlling or
minority shareholders in a private business in connection with the sale of stock,* and that
FINRA look to the SEC’s M&A Brokers letter for a description of appropriate LCFB
activities.* The latter commenter also recommended that LCFBs be allowed to solicit
non-institutional investors if both the seller and buyer are or will be actively involved in
running the business (which also is consistent with the M&A Brokers letter).

FINRA intended to allow CABs to provide valuation, expert testimony, litigation
support, negotiation and structuring services, and to act as a placement agent for, or

finder of, institutional investors. Accordingly, FINRA has revised the definition of CAB

38 See Q Advisors.

% See Q Advisors and M&A Brokers Letter Attorneys.
“ See RWI.

* SeeFellsand EYCF.

42

See Harris.

43 See ABA.
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to make this clearer. FINRA does not agree, however, that CABs should be allowed to
produce research for the investing public. If a CAB produced research reports, FINRA
would need to consider whether to add FINRA Rule 2241 and potentially other rules to
the list of CAB rules, which currently do not include these rules.

FINRA agrees that CABs should be permitted to engage in M&A transactions to
the same extent as an unregistered broker pursuant to the M&A Brokers no-action letter.
Accordingly, FINRA has revised the definition of CAB to allow such firms to effect
securities transactions solely in connection with the transfer of ownership and control of a
privately-held company to a buyer that will actively operate the company in accordance
with the terms and conditions of an SEC rule, release, interpretation or no-action letter
that permits a person to engage in such activities without registering as a broker under
Section 15(b) of the Exchange Act.**

One commenter argued that the term “limited corporate financing broker” itself is
problematic because it may confuse clients into thinking that a firm has reduced its
servicing offerings when in fact they remain unchanged.* In response to this concern,
FINRA has changed the name of this defined term, and the name of the rule set, from

“limited corporate financing broker” to “capital acquisition broker.”

4 FINRA also revised the list of activities that a CAB may not engage in to clarify

that a CAB may not carry or act as an introducing broker with respect to customer
accounts or participate in or maintain an online platform in connection with
offerings of unregistered securities pursuant to Regulation Crowdfunding or
Regulation A under the Securities Act of 1933. See proposed CAB Rule
016(c)(2).

45 See McCracken.
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New Member and Change of Business Applications

LCFB Rule 112 would have subjected LCFBs to NASD Rule 1013, which
governs new FINRA membership applications. LCFB Rule 112 also would have
required applicants for FINRA membership that seek to qualify as LCFBs to state in their
applications that they intend to operate as an LCFB.

LCFB Rule 116 would have subjected LCFBs to NASD Rule 1017, which
governs applications for approval of change in ownership, control, or business operations.
Rule 116 also would have allowed an existing FINRA member firm that seeks to change
its status to an LCFB, and that is already approved to engage in the activities of an LCFB,
but which does not intend to change its existing ownership, control, or business
operations, to file a request to amend its membership agreement or obtain a membership
agreement (if none exists), to provide that: (i) the member firm’s activities will be limited
to those permitted for LCFBs under LCFB Rule 016(h); and (ii) the member firm agrees
to comply with the LCFB rules. Rule 116 further specified that an LCFB that seeks to
terminate its status as such and continue as a FINRA member firm would have to file an
application for approval of a material change in business operations pursuant to NASD
Rule 1017 (a “CMA”), and would have to amend its membership agreement to provide
that it agrees to comply with all FINRA rules.

One commenter also recommended that FINRA streamline the new member and
change in membership process for LCFBs, reduce the time period for decisions, and
lower the application fees.*® Other commenters stated that any request to change a firm’s

membership agreement to elect LCFB status should be without a fee, and that firms

46 See M&A Brokers Letter Attorneys.
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should be allowed to revert back to their original non-LCFB status without having to file
a change in membership application during the firm’s first year of operation as an
LCFB.*" Commenters also noted that the proposed requirement to pay a $5000 fee as
part of the CMA in order to buy back a firm’s full broker status is a substantial
disincentive to become an LCFB.*

FINRA does not agree that it should create a different new member process for
applicants that are not already registered broker-dealers and that seek to become CABs.
Although CABs would be subject to fewer FINRA requirements than other broker-
dealers, FINRA still believes that it is important for investor protection and industry
confidence reasons that FINRA have an opportunity to vet new CAB firms in the same
manner that FINRA vets other new firm applicants. Similarly, if a firm wishes to change
its ownership, control or business operations, FINRA believes that it is important that
these changes receive the same review as any other registered firm. FINRA has modified
CAB Rule 112, however, to clarify that a CAB applicant must state in its application that
it intends to operate solely as a CAB. #°

CAB Rule 116 already permits an existing FINRA member firm to elect CAB
status by requesting a change in its membership agreement, and without filing a CMA or
paying a filing fee. However, FINRA agrees that Rule 116 should provide some more

flexibility to a CAB that seeks to revert to its full broker status within the first year after

4 See 3PM and RWI.
18 See Achates and RWI.

49 FINRA also has modified CAB Rules 111, 112, 113, 114, and 115 to clarify that
they apply to persons applying for membership in FINRA as a CAB as well as to
the CABs themselves.



Page 38 of 303

electing CAB status. Accordingly, FINRA has amended Rule 116 to provide that, if
during the first year following an existing FINRA member firm’s amendment to its
membership agreement to elect CAB status, the firm seeks to terminate its CAB status
and continue as a FINRA member firm, the firm may notify the Membership Application
Program group of this change without having to file a CMA. The member firm seeking
this change would have to file a request to amend its membership agreement to provide
that the firm agrees to comply with all FINRA rules, and execute an amended
membership agreement that imposes the same limitations on the firm’s activities that
existed prior to the firm’s change to CAB status.

Reaqistration Categories

Proposed LCFB Rule 123 would have allowed persons registered with LCFBs to
hold only a limited set of registrations that relate to an LCFB’s business.>® The proposal
also would have subjected LCFBs to the Operations Professional (Series 99) registration
requirement.

Commenters objected to limiting the types of registrations that an associated

person of an LCFB may retain.”> Commenters noted that registered persons may be

% Registered principals of LCFBs would have been permitted to hold the General
Securities Principal (Series 24), Limited Principal — Financial and Operations
(Series 27), Limited Principal — Introducing Broker/Dealer Financial and
Operations (Series 28), and Limited Principal — General Securities Sales
Supervisor (Series 9 and 10) registrations. Registered representatives of LCFBs
would have been permitted to hold the General Securities Representative (Series
7), Limited Representative — Direct Participation Programs (Series 22), Limited
Representative — Private Securities Offerings (Series 82), and Limited
Representative — Investment Banking (Series 79) registrations.

> See 3PM, Achates, Signal Hill, Sutter, LIATA, RWI, HighBank, M&A Brokers
Letter Attorneys, and EYCA.
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required to hold other registrations under state law.>* In addition, commenters argued
that this restriction would penalize individuals who may want to change jobs later and
return to a full service broker-dealer, where other registrations would be required. They
favored allowing registered persons to retain their registrations while employed with an
LCFB. Commenters also opposed requiring LCFBs to employ an Operations
Professional.®> Two commenters encouraged FINRA, as part of this process, to re-
examine the permissible scope of activities of various registration categories, such as
Series 22, 62, 79 and 82 registrations.>*

However, one commenter supported the restrictions. It recommended that LCFB
representatives be required to obtain the Series 79 registration, and that LCFB
representatives not be permitted to obtain other registration categories or retain other
existing registrations during the time they are associated with an LCFB.> Another
commenter suggested that LCFB principals and representatives not be permitted to hold
other registrations unless a firm can adequately supervise the activities covered by those
registrations.

FINRA is persuaded that not allowing registered principals and representatives to
obtain and hold the full range of registration categories could potentially penalize

individuals who have already obtained those registration categories, and that the

> See 3PM, Achates, Sutter, and Q Advisors.

>3 See 3PM and M&A Brokers Letter Attorneys.
% See ABA and LeGaye.

®  SeeCFSC.

56 See Harris.
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limitations of proposed LCFB Rule 123 also could potentially conflict with state law
requirements. Accordingly, FINRA is amending CAB Rule 123 to eliminate the prior
restrictions on the types of registrations persons associated with CABs may hold.
Associated persons still would only be permitted to retain registrations that are
appropriate to their functions under the registration rules.

FINRA continues to believe that CABs should be subject to FINRA Rule
1230(b)(6) regarding Operations Professional (Series 99) registration. FINRA believes
the Operations Professional registration category enhances the regulatory structure
surrounding the specified (or “covered” functions), including contributing to the process
of preparing and filing financial regulatory reports, and has noted that for some firms the
Operations Professional often may be the firm’s Financial and Operations Principal.”’
FINRA also is not re-examining the range of permissible activities for principals and
representatives in various registration categories, as those issues are beyond the scope of

this proposed rule change.

Continuing Education Requirements

Proposed LCFB Rule 125 would have required any person registered with an
LCFB who has direct contact with customers in the conduct of the broker’s corporate
financing activities, and the immediate supervisors of such persons, to be subject to many
of the same requirements contained in the Firm Element provisions of FINRA Rule 1250.
Proposed LCFB Rule 125 would not have subjected persons registered with an LCFB to

the Regulatory Element provisions of FINRA Rule 1250, however.

> See Requlatory Notice 11-33 (July 2011).
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One commenter stated that it was not opposed to requiring registered persons to
undergo additional training and continuing education testing to keep an associated
person’s registration active, but proposed that these requirements be imposed only once
every two years.”® Another commenter questioned exempting LCFB personnel from the
Regulatory Element requirements of FINRA Rule 1250, and noted that investment
bankers need to keep up with current rules and regulations as much as other types of
brokers.>

Given that FINRA has revised the proposed registration rules to allow persons
registered with a CAB to hold and retain any principal and representative registrations
that are appropriate to their functions under the registration rules, FINRA believes it is
appropriate to subject associated persons to all of the continuing education requirements
of FINRA Rule 1250, including the Regulatory Element provisions. FINRA has
amended CAB Rule 125 accordingly.

Expungement of Customer Dispute Information

Proposed LCFB Rule 208 (Obtaining an Order of Expungement of Customer
Dispute Information from the Central Registration Depository (CRD) System) would
have subjected LCFBs to FINRA Rule 2080, which sets forth requirements for members
or associated persons seeking to expunge information from the CRD system arising from

disputes with customers. FINRA did not receive any comments on this proposed rule.

58 See 3PM.

5 See Washington U.
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Since the Notice was published, FINRA Rule 2081 (Prohibited Conditions
Relating to Expungement of Customer Dispute Information) became effective.®® FINRA
Rule 2081 prohibits members and associated persons from conditioning or seeking to
condition settlement of a customer dispute on, or otherwise compensating the customer
for, the customer’s agreement to consent to, or not to oppose, the member’s or associated
person’s request to expunge such customer information from the CRD system. The rule
directly addresses any concerns about parties to a settlement “bargaining for”
expungement relief as a condition to settlement and should apply equally to any CAB or
its associated persons seeking to expunge information from the CRD system.
Accordingly, FINRA has amended LCFB Rule 208 also to subject CABs and their
associated persons to FINRA Rule 2081.

Know Your Customer and Suitability

Proposed LCFB Rules 209 (Know Your Customer) and 211 (Suitability) would
have included slightly modified versions of the know your customer (“KYC”) and
suitability requirements of FINRA Rules 2090 and 2111. Proposed LCFB Rule 211(b)
specified that an LCFB or its associated person fulfills the customer-specific suitability
obligations for an institutional account, as defined by FINRA Rule 4512(c), if (1) the
broker or associated person has a reasonable basis to believe that the institutional
customer is capable of evaluating investment risks independently, both in general and
with regard to particular transactions and investment strategies involving a security or
securities and (2) the institutional customer affirmatively indicates that it is exercising

independent judgment in evaluating the broker’s or associated person’s

60 See Regulatory Notice 14-31 (July 2014).
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recommendations. Where an institutional customer has delegated decision-making
authority to an agent, such as an investment adviser or bank trust department, the rule
would have applied these factors to the agent.

One commenter recommended that proposed LCFB Rule 209 be redrafted to
remove any reference to “customer,” instead suggesting that LCFBs should be required to
perform due diligence of issuers, as well as reviews of investors and intermediaries
considering whether to invest in an issuer to ensure qualified status.®* Another
commenter argued that the rule as written is too vague, and that an examiner would be
unable to know if a firm had met its obligations to effectively service a customer.®?

Commenters also were largely critical of proposed LCFB Rule 211. One
commenter stated that it was inappropriate to require a suitability analysis before any
recommendation, and that the rule was written as if an LCFB services retail customers.
This commenter suggested that any suitability analysis should only be required before a
subscription or purchase agreement is signed, and only where an investor is not
represented by a qualified intermediary.®® Another commenter encouraged FINRA to
more clearly define a “recommendation” in this context and reconsider the definition of

“customer” under the proposed rules.®*

o1 See 3PM.
62 See Sutter.
63 See 3PM.

64 See ABA.
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On the other hand, one commenter stated that LCFBs advise issuers, and that the
KYC and suitability requirements should apply to these types of firms.*> Two other
commenters agreed that LCFBs advise both sell-side and buy-side M&A clients, but do
not make recommendations to customers in the traditional sense.®®

FINRA believes that the KYC and suitability rules should apply to CABs. The
KYC rule requires CABs to use reasonable diligence to know and retain the essential
facts concerning every customer and concerning the authority of each person acting on
behalf of such customer. Facts essential to knowing a firm’s customer are those required
to (a) effectively service the customer, (b) understand the authority of each person acting
on behalf of the customer, and (c) comply with applicable laws, regulations and rules.

The rule is flexible in that it recognizes that the determination of what is required
to service a particular client will always be based on the facts and circumstances of a
firm’s relationship with its client. Likewise, the fact that a firm’s client is a party to an
M&A or other private equity transaction does not alter the need to understand the
authority of each person acting on behalf of the customer, or facts necessary to comply
with applicable laws, regulations and rules. Again, these facts will depend on each
transaction’s facts and circumstances, and the rule recognizes this flexibility.

Likewise, FINRA also believes that CABs should be subject to suitability
requirements. If a CAB does not recommend a securities transaction, as some
commenters assert, then the suitability requirements would not apply. Likewise, the

proposed rule specifies that a CAB or associated person fulfills the customer specific

65 See RWI.

60 See HighBank and CSP.
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suitability requirements for institutional investors if (1) the broker or associated persons
has a reasonable basis to believe that the institutional investor is capable of evaluating
investment risks independently and (2) the institutional investor affirmatively indicates
that it is exercising independent judgment in evaluating the broker’s or associated
person’s recommendations. If the institutional investor has delegated decision-making
authority to an agent, these factors apply to the agent. FINRA believes that this provision
largely addresses concerns expressed by commenters that the proposed rule applies retail
investor requirements to transactions involving institutional investors. It also recognizes
that a CAB or its associated person may look to an institutional investor’s agent if the
investor is represented by an agent.

FINRA has added supplementary material to proposed Rule 211 to clarify that a
CAB still must have a reasonable basis to believe, based on reasonable diligence, that a
recommendation is suitable for at least some investors. FINRA also has added
supplemental material providing guidance with regard to the institutional investor
exemption from the customer specific suitability requirements. The text of both of these
supplementary materials is taken from similar supplementary materials that follow
FINRA Rule 2111. FINRA believes that these additions will help clarify the scope of a
CAB’s suitability responsibilities under proposed Rule 211.

FINRA also has revised the definition of “customer” to reflect the definition of
this term under FINRA Rule 0160(b)(4). As revised, customer is defined as not including
a broker or dealer. FINRA is making this change to make clear that the definition of

customer under the CAB rules has the same meaning as under the FINRA rules.
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Communications with the Public

Proposed LCFB Rule 221 would have required LCFB communications to meet
the general principles-based content standards of FINRA Rule 2210, although it also
would have prohibited LCFB communications from projecting or predicting
performance. Proposed LCFB Rule 221 would not have required LCFBs to approve
communications prior to use, nor would it have imposed any filing requirements for
LCFB communications.

One commenter recommended that the proposed rule’s content standards include
a “realistic approach” to setting fair and balanced content standards to meet the realities
of representing issuers of securities.®” Another commenter argued that the proposed rule
does not sufficiently protect investors, and that it should require new firms to file
communications with FINRA and require registered principals to approve firm
communications prior to use.®® Another commenter argued that the cost of archiving
emails for three years and reviewing emails periodically is burdensome.®

FINRA believes that proposed CAB Rule 221 is already sufficiently general to
take into account the institutional nature of CABs’ business models. However, FINRA
recognizes that firms may need to include projections of an issuer’s performance in
communications that are sent to prospective investors, such as pro forma financial
statements related to a business acquisition or combination. For this reason, FINRA has

removed the prohibition on predictions or projections of performance. The proposed rule

67 See 3PM.

68 See CFSC.

69 See Colonnade.
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would continue to prohibit communications from implying that past performance will
recur or making any exaggerated or unwarranted claim, opinion or forecast.

FINRA does not believe it is necessary to include either principal pre-use
approval or filing requirements for CABs given the institutional nature of their business.
CABs will be required to supervise communications, but FINRA intends to allow CABs
the flexibility to determine the best means of such supervision given each firm’s business
model. LCFBs will be subject to the SEC’s record-keeping requirements for emails
under Exchange Act Rules 17a-3 and 17a-4, which FINRA has no authority to alter.

Engaging in Impermissible Activities

Proposed LCFB Rule 240 provided that, upon finding that an LCFB or associated
person of an LCFB has engaged in activities that require the firm to register as a broker
or dealer under the Exchange Act, and that are inconsistent with the limitations imposed
on LCFBs under LCFB Rule 016(h), FINRA may examine for and enforce all FINRA
rules against such a broker or associated person, including any rule that applies to a
FINRA member broker-dealer that is not an LCFB or to an associated person who is not a
person associated with an LCFB. One commenter argued that an LCFB that engages in
impermissible activities should be given a defined remedial period and process for any
unintentional activities of an LCFB until the rules have been in place for a while, given
the potential for rule ambiguity.

FINRA does not believe it is necessary to include within the rule a specific
remedial period for engaging in impermissible activities. FINRA believes that

unintentional violations during a transition period are best handled through the
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examination and enforcement process on a case-by-case basis. Accordingly, FINRA is
not proposing to amend the rule.

Outside Business Activities of Reqgistered Persons

Proposed LCFB Rule 327 would have required LCFBs to be subject to FINRA
Rule 3270 (Outside Business Activities). One commenter urged FINRA to clarify an
LCFB’s supervisory responsibilities when an associated person engages in private
securities transactions away from the firm under NASD Rule 3040, and an LCFB’s
supervisory obligations when an associated person either is also registered with an
affiliated or unaffiliated full-service broker-dealer or refers a customer to a full-service
firm in return for a referral fee.”

An associated person of a CAB would not be permitted to engage in private
securities transactions away from the firm, since such activities would be beyond the
scope of permissible activities for a CAB under proposed CAB Rule 016(c).”* However,
in order to make this restriction more clear, FINRA has added CAB Rule 328, which
would expressly prohibit associated persons of CABs from engaging in private securities
transactions as defined in FINRA Rule 3280(e).

For the same reasons, an associated person of a CAB also would not be allowed to
register with an affiliated or unaffiliated full-service broker-dealer. An associated person
could receive a fee for referring business to another broker-dealer, provided that the

proposed transaction would be permissible for the CAB to conduct itself.

70 See CFSC.

& See CAB Rule 014 (“Persons associated with a capital acquisition broker shall

have the same duties and obligations as a capital acquisition broker under the
Capital Acquisition Broker rules”).
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Anti-Money Laundering Compliance Program

Proposed LCFB Rule 331 would require an LCFB to develop and implement a
written AML program reasonably designed to achieve and monitor its compliance with
the requirements of the Bank Secrecy Act and the Department of Treasury regulations
thereunder. The AML program would have to meet many of the same standards that full-
service broker-dealers must meet under FINRA Rule 3310, except that the program
would provide for independent testing for compliance no less frequently than every two
years, rather than every year.

Five commenters stated that AML audits should not be required for LCFBs, since
such firms receive no customer deposits and have no customer accounts.”> Another
commenter argued that LCFBs should only have to implement a customer identification
program (“CIP”) for issuers and intermediaries with which the LCFB does business, and
for investors where there is no intermediary.” However, another commenter stated that
there is no reason to exempt an LCFB from the one-year AML testing requirement.”

Because the Bank Secrecy Act imposes AML obligations on all broker-dealers,
FINRA does not believe it has the authority to exempt CABs from the requirement to
adopt and implement an AML program. However, due to the limited nature of CABS’
securities transactions, FINRA believes it is appropriate to allow CABs to conduct
independent compliance testing of their AML programs every two years rather than every

year.

& See Growth Venture, Signal Hill, Q Advisors, CSP, and LeGaye.
® See3PM.

" See CFSC.
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Capital Compliance

Proposed LCFB Rule 411 would impose on LCFBs certain requirements imposed
on full-service broker-dealers under FINRA Rule 4110 (Capital Compliance). Unless
otherwise permitted by FINRA, an LCFB would have to suspend all business operations
during any period in which it is not in compliance with the applicable net capital
requirements set forth in Exchange Act Rule 15¢3-1. The proposed rule also would
authorize FINRA to issue a notice pursuant to FINRA Rule 9557 directing a non-
compliant LCFB to suspend all or a portion of its business. The proposed rule would
impose requirements related to withdrawal of equity capital, subordinated loans, and
notes collateralized by securities and capital borrowings similar to provisions in FINRA
Rule 4110.

Numerous commenters recommended that FINRA either eliminate or
substantially reduce net capital requirements for LCFBs,” and that FINRA overhaul the
net capital and FOCUS reporting requirements to better apply these requirements to
LCFBs’ business model.”

The SEC, however, sets these standards under its net capital rules and FINRA
believes that the SEC would have to adjust its net capital requirements before FINRA
could alter the net capital requirements that it imposes under its rules. In this regard,
FINRA has clarified the CAB rules to note that CABs would be required to file
supplemental FOCUS reports pursuant to FINRA Rule 4524 as FINRA may deem

necessary or appropriate for the protection of investors or in the public interest.

& See Growth Venture and LIATI.

6 See 3PM, Colonnade, Bridge 1, CMC, McCracken, RWI, M&A Brokers Letter
Attorneys, IMS, and Stonehaven.
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Audit

Numerous commenters urged FINRA to work with the SEC and the Public
Company Accounting Oversight Board (“PCAOB”) to carve out LCFBs from the
requirement to produce audited financial statements.”” Two commenters recommended
that, as an alternative to an audit, LCFBs’ financials could be subject to an AICPA
“review.””® Another commenter recommended that audits not be required unless a firm
has 20 or more employees or $10 million in net revenues.”

FINRA believes that it does not have the authority to reduce or eliminate the
requirement to obtain audited financial statements.

Fidelity Bonds

The proposal would subject LCFBs to FINRA Rule 4360, which requires each
member firm required to join the Securities Investor Protection Corporation (“SIPC”) to
maintain blanket fidelity bond coverage that provides against loss and have insuring
agreements covering at least six enumerated areas. The minimum required fidelity bond
amount varies depending on a firm’s net capital requirements, but in any case it must be
at least $100,000.

Some commenters argued this requirement should not apply to LCFBs, since
fidelity bonds protect against theft of a customer’s funds. Because LCFBs may not

accept or hold customer funds, these commenters argue that the bond requirement makes

77 See 3PM, Achates, Colonnade, Growth Venture, Signal Hill, Sutter, LIATA,
Bridge 1, Q Advisors, Dole, McCracken, HighBank, CSP, M&A Brokers Letter
Attorneys, LeGaye, and IMS.

® See Achates and RWI.

& See Anderson.
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no sense.!? One commenter noted that an LCFB that issues a fairness opinion should be
required to carry a larger fidelity bond than $100,000.2

In response to these comments, FINRA has determined not to subject CABs to
FINRA Rule 4360 because of CABs’ unique business model. CABs’ clients would be
limited to issuers of unregistered securities, institutional investors, and parties to a
transaction involving the change of control of a privately held company. CABs would
act as agent only in transactions in which funds flow directly from a purchaser of
securities to the issuer or shareholder of such securities, and would not carry or act as an
introducing broker in connection with customer accounts. In addition, CABs would
belong to a separate FINRA membership category that would make them unique among
all other FINRA member firms. For these reasons, FINRA believes it would be
appropriate not to require CABs to maintain a fidelity bond under Rule 4360.

SIPC Dues

Thirteen commenters argued that an LCFB should not have to pay dues to SIPC
on the ground that an LCFB would not carry or act as an introducing broker with respect

to customer accounts or hold or handle customer funds.®

80 See 3PM, Colonnade, Growth Venture, LIATI, Bridge 1, Q Advisors, Dole,
McCracken, RWI, HighBank, CSP, LeGaye, IMS, and Stonehaven.

8l See Sutter.

82 See 3PM, Anderson, LIATI, Bridge 1, Q Advisors, Dole, McCracken, RWI,
HighBank, CSP, LeGaye, IMS, and Stonehaven.
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Almost all persons registered as brokers or dealers under Section 15(b) of the
Exchange Act must be members of SIPC.%* Because these requirements are imposed by
statute, FINRA has no authority to exempt any CAB from SIPC membership.

Other Comments

Commenters had a number of other observations and recommendations regarding
the proposed rule set, which FINRA addresses below.

One commenter recommended that FINRA relieve LCFBs from the requirement
to review and file hard copies of employees’ stock trading records.** Another commenter
recommended that FINRA impose the requirements of NASD Rule 3050 on LCFBs.?
NASD Rule 3050 imposes certain obligations on a member firm that knowingly executes
a transaction for the purchase or sale of a security for the account of a person associated
with another member firm, or any account over which such associated person has
discretionary authority, and on an associated person who opens an account with another
member firm. Among other things, upon written request by the employer member firm,
the associated person must request that the executing member firm transmit duplicate

account confirmations, statements or other information.

8 See Section 3(a)(2)(A) of the Securities Investor Protection Act, 15 U.S.C.
78ccc(a)(2)(A). The only exceptions to this requirement are for: (i) firms whose
principal business is conducted outside the United States, as determined by SIPC;
(i) firms whose business as a broker or dealer consists exclusively of (1) the
distribution of open-end investment companies or unit investment trusts; (I1) the
sale of variable annuities; (I111) the business of insurance; or (I\V) advising
investment companies or insurance company separate accounts; and (iii) firms
that are registered as brokers or dealers solely for the purpose of trading security
futures on an exchange.

84 See Colonnade.

8 See CFSC.
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The CAB rules would not apply NASD Rule 3050 to CABs. FINRA believes
that, due to the limited institutional activities of CABs and their associated persons, it is
not necessary to impose this rule’s obligations on CABs.

Three commenters urged FINRA to eliminate or reduce its assessments on LCFBs
due to the limited level of FINRA oversight of these firms.®® FINRA derives its revenues
from a number of sources, many of which are user fees, such as fees imposed on firms
that file communications with FINRA’s Advertising Regulation Department, or public
offerings with FINRA’s Corporate Financing Department. CABs would not be subject to
many of these user fees since they would not be subject to these filing requirements.
However, CABs would be subject to fees and assessments that apply to all FINRA
member firms, such as the gross income assessment or the new member filing fees.
FINRA believes that it is appropriate to impose these more generalized assessments on
CABs to cover the costs of regulating and examining CAB activities.

One commenter expressed concern that the proposed rule set will lead to differing
interpretations of rules, and will create an uneven playing field with full-service broker-
dealers. This commenter believes that the proposed rule set is contrary to FINRA’s
mission of market integrity and investor protection, and that FINRA and the industry
would be better served by expanding existing rules rather than creating a new rule set.®’

FINRA staff strives to interpret all of its rules in a consistent manner, and it will
make similar efforts to interpret rules consistently if the proposal is approved. To the

extent a CAB rule requires compliance with an existing FINRA rule that applies to full-

8 See Anderson, RWI, and LeGaye.

87 See CFSC.
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service broker-dealers, the staff anticipates that it will interpret the CAB rule in the same
manner as the corresponding FINRA rule. If the CAB rule differs from its FINRA rule
counterpart, the staff intends to interpret the rule consistently with respect to all CABs.
FINRA does not agree that the proposed rule set would be contrary to FINRA’s mission
of market integrity and investor protection. FINRA has carefully crafted the rule set to
include rules that should apply to all broker-dealers, or to broker-dealers that engage in
M&A and other private equity activities with institutional investors, while excluding
from the proposal rules that have no applicability to CABs’ business model, or that would
impose unnecessary burdens given the kinds of activities in which CABs engage.

One commenter suggested that the Federal Trade Commission Red Flag Rules
should apply to LCFBs. This commenter noted that LCFBs may be in possession of
confidential and sensitive information concerning their customers, and that these
customers could be exposed to risks resulting from identity theft.?® The proposal would
not impact whether a CAB is subject to the Red Flag Rules adopted pursuant to the Fair
Credit Reporting Act of 1970, as amended.® The application of the Red Flag Rules
depends on whether a broker or dealer falls within the requirements of the SEC’s
Regulation S-1D.%°

One commenter noted that the proposed rule set omits FINRA Rule 5150
(Fairness Opinions) and a reference to information barriers, such as the guidance

provided in NASD Notice to Members 91-45 (July 1991). The commenter also

88 See RWI.
89 Pub. L 91-508, 84 Stat. 1114 (1970), codified at 15 U.S.C. 1681-1681x.

%0 17 CFR 248 Subpart C. See also Securities Exchange Act Release No. 69359
(April 10, 2013), 78 FR 23637 (April 19, 2013).
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recommended that FINRA clarify that the proposed rule set would apply only to broker-
dealers whose enterprise-wide activities fit within the definition of LCFB, and not to
affiliates of large financial conglomerates, even if the LCFB itself only engages in
activities permissible for an LCFB.*

FINRA agrees that FINRA Rule 5150 should apply to a CAB that provides a
fairness opinion that is subject to that rule. Although this rule generally applies to
fairness opinions that are provided or described to public shareholders, it is possible that
a CAB could serve as an advisor in connection with a public offering of securities and
provide a fairness opinion in connection with the offering. In such a case, it would make
sense to require the same disclosures regarding potential conflicts of interest in
connection with the fairness opinion. Accordingly, FINRA is adding new CAB Rule 515
(Fairness Opinions), which would subject CABs to FINRA Rule 5150.

NASD Notice to Members 91-45 was a joint memorandum prepared by the

National Association of Securities Dealers, Inc., the New York Stock Exchange, and a
committee of the Securities Industry Association that explained the minimum elements of
adequate information barrier policies and procedures pursuant to the requirements of the
Insider Trading and Securities Fraud Enforcement Act of 1988. To the extent a CAB
deals with information that would trigger application of this statute or any other insider
trading law, the CAB would be required to have in place adequate information barriers
necessary to meet these requirements.

FINRA disagrees that a CAB may not be affiliated with a broker-dealer that

engages in activities that are not permitted for CABs. As discussed previously, the CAB

o See Washington U.
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rules would prohibit both a CAB firm and its associated persons from engaging in
activities that are not permitted under the definition of CAB. However, FINRA does not
believe that it would be inconsistent for an affiliate of a CAB to engage in a wider array
of activities; in those cases, the affiliate would be subject to all FINRA rules, and not the
CAB rules.

One commenter urged FINRA to collaborate with the North American Securities
Administrators Association (“NASAA?”) to further reduce regulatory burdens on
LCFBs.* FINRA cooperates with NASAA representatives on securities regulatory
issues, and expects that its staff will continue to discuss matters of mutual interest
regarding CABs with NASAA representatives in the future.

Another commenter requested that FINRA confirm that LCFBs may serve as
“chaperones” for non-U.S. broker-dealers under Exchange Act Rule 15a-6 by performing
activities that are described in Rule 15a-6(a)(3) and related no-action letters. The same
commenter recommended that FINRA confirm with the states that an LCFB would be
eligible for an exemption from state business broker licensing laws, to the extent that they
exempt other registered broker-dealers.®

FINRA is not prepared at this time to confirm that all activities listed in Rule 15a-
6(a)(3) and related no-action letters would be permissible for a CAB. For example, these
activities include effecting securities transactions and issuing all required confirmations

and statements, which appear to be activities beyond what would be permitted under the

%2 See M&A Brokers Letter Attorneys.

9 See EYCF.
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CAB definition. Likewise, the question of whether a CAB would be subject to a
particular state’s business broker licensing laws would be better directed to that state.

Another commenter recommended that FINRA work with the SEC, NASAA, the
Commaodity Futures Trading Commission, the National Futures Association, and the
industry to develop a unified simple regulatory approach to regulating broker-dealer
activities on the basis of risk rather than on transaction-based compensation.** The
commenter’s suggestion is beyond the scope of this proposed rulemaking and would
likely require changes to the federal securities laws.

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.*®

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-Requlatory
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.

ot See IMS.

% 15 U.S.C. 78s(b)(2).



Page 59 of 303

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

Federal Reqgister.

Exhibit 2a. FINRA Regulatory Notice 14-09 (February 2014)

Exhibit 2b. List of comments received in response to FINRA Regulatory Notice

14-09.
Exhibit 2c. Copies of comment letters received in response to FINRA Regulatory
Notice 14-09.

Exhibit 5. Text of the proposed rule change.
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EXHIBIT 1

SECURITIES AND EXCHANGE COMMISSION

(Release No. 34- ; File No. SR-FINRA-2015-054)

Self-Regulatory Organizations; Financial Industry Regulatory Authority, Inc.; Notice of

Filing of a Proposed Rule Change to Adopt the Capital Acquisition Broker Rules

Pursuant to Section 19(b)(1) of the Securities Exchange Act of 1934 (“Act,”

“Exchange Act” or “SEA”)! and Rule 19b-4 thereunder,? notice is hereby given that on
, Financial Industry Regulatory Authority, Inc. (“FINRA”) filed

with the Securities and Exchange Commission (“SEC” or “Commission”) the proposed

rule change as described in Items I, 11, and 111 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.

l. Self-Requlatory Organization’s Statement of the Terms of Substance of the
Proposed Rule Change

FINRA is proposing to create a separate rule set that would apply to firms that
meet the definition of “capital acquisition broker” and elect to be governed under this rule
set.

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.

! 15 U.S.C. 78s(b) ().
2 17 CFR 240.19b-4.
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1. Self-Requlatory 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-Requlatory Organization’s Statement of the Purpose of, and Statutory
Basis for, the Proposed Rule Change

1. Purpose

There are FINRA firms that are solely corporate financing firms that advise
companies on mergers and acquisitions, advise issuers on raising debt and equity capital
in private placements with institutional investors, or provide advisory services on a
consulting basis to companies that need assistance analyzing their strategic and financial
alternatives. These firms often are registered as broker-dealers because they may receive
transaction-based compensation as part of their services.

Nevertheless, these firms do not engage in many of the types of activities
typically associated with traditional broker-dealers. For example, these firms typically do
not carry or act as an introducing broker with respect to customer accounts, handle
customer funds or securities, accept orders to purchase or sell securities either as
principal or agent for the customer, exercise investment discretion on behalf of any
customer, or engage in proprietary trading of securities or market-making activities.

FINRA is proposing to establish a separate rule set that would apply exclusively

to firms that meet the definition of “capital acquisition broker” (“CAB”) and that elect to
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be governed under this rule set. CABs would be subject to the FINRA By-Laws, as well
as core FINRA rules that FINRA believes should apply to all firms. The rule set would
include other FINRA rules that are tailored to address CABs’ business activities.

General Standards (CAB Rule 010 Series)

Proposed CAB Rule 014 provides that all persons that have been approved for
membership in FINRA as a CAB and persons associated with CABs shall be subject to
the Capital Acquisition Broker rules and the FINRA By-Laws (including the schedules
thereto), unless the context requires otherwise. Proposed CAB Rule 015 provides that
FINRA Rule 0150(b) shall apply to the CAB rules. FINRA Rule 0150(b) currently
provides that the FINRA rules do not apply to transactions in, and business activities
relating to, municipal securities as that term is defined in the Exchange Act.

CAB Rule 016 sets forth basic definitions modified as appropriate to apply to
CABs. The proposed definitions of “capital acquisition broker” and “institutional
investor” are particularly important to the application of the rule set.

The term “capital acquisition broker” would mean any broker that solely engages
in any one or more of the following activities:

e advising an issuer, including a private fund, concerning its securities offerings

or other capital raising activities;

e advising a company regarding its purchase or sale of a business or assets or
regarding its corporate restructuring, including a going-private transaction,
divestiture or merger;

e advising a company regarding its selection of an investment banker;

e assisting in the preparation of offering materials on behalf of an issuer;
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e providing fairness opinions, valuation services, expert testimony, litigation
support, and negotiation and structuring services;

e qualifying, identifying, soliciting, or acting as a placement agent or finder
with respect to institutional investors in connection with purchases or sales of
unregistered securities; and

o effecting securities transactions solely in connection with the transfer of
ownership and control of a privately-held company through the purchase, sale,
exchange, issuance, repurchase, or redemption of, or a business combination
involving, securities or assets of the company, to a buyer that will actively
operate the company or the business conducted with the assets of the
company, in accordance with the terms and conditions of an SEC rule, release,
interpretation or “no-action” letter that permits a person to engage in such
activities without having to register as a broker or dealer pursuant to Section
15(b) of the Exchange Act.?

A firm would be permitted to register as, or change its status to, a CAB only if the

firm solely engages in one or more of these activities.

The term “capital acquisition broker” would not include any broker or dealer that:

e carries or acts as an introducing broker with respect to customer accounts;

e holds or handles customers’ funds or securities;

e accepts orders from customers to purchase or sell securities either as principal
or as agent for the customer (except as permitted by paragraphs (c)(1)(F) and

(G) of CAB Rule 016);

3 See proposed CAB Rule 016(c)(1).
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has investment discretion on behalf of any customer;

engages in proprietary trading of securities or market-making activities; or
participates in or maintains an online platform in connection with offerings of
unregistered securities pursuant to Regulation Crowdfunding or Regulation A

under the Securities Act of 1933.%

The term “institutional investor” would have the same meaning as that term has

under FINRA Rule 2210 (Communications with the Public), with one exception. The

term would include any:

bank, savings and loan association, insurance company or registered
investment company;

governmental entity or subdivision thereof;

employee benefit plan, or multiple employee benefit plans offered to
employees of the same employer, that meet the requirements of Section
403(b) or Section 457 of the Internal Revenue Code and in the aggregate have
at least 100 participants, but does not include any participant of such plans;
qualified plan, as defined in Section 3(a)(12)(C) of the Exchange Act, or
multiple qualified plans offered to employees of the same employer, that in
the aggregate have at least 100 participants, but does not include any
participant of such plans;

other person (whether a natural person, corporation, partnership, trust, family
office or otherwise) with total assets of at least $50 million; and

person acting solely on behalf of any such institutional investor.

4 See proposed CAB Rule 016(c)(2).
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The definition also would include any person meeting the definition of “qualified
purchaser” as that term is defined in Section 2(a)(51) of the Investment Company Act of
1940 (“1940 Act™).”

Member Application and Associated Person Registration (CAB Rule 100 Series)

The proposed CAB Rule 100 Series sets forth the requirements for firms that wish
to register as a CAB. The proposed CAB Rule 100 Series generally incorporates by
reference FINRA Rules 1010 (Electronic Filing Requirements for Uniform Forms), and
1122 (Filing of Misleading Information as to Membership or Registration), and NASD
Rules 1011 (Definitions), 1012 (General Provisions), 1013 (New Member Application
and Interview), 1014 (Department Decision), 1015 (Review by National Adjudicatory
Council), 1016 (Discretionary Review by FINRA Board), 1017 (Application for
Approval of Change in Ownership, Control, or Business Operations), 1019 (Application
to Commission for Review), 1090 (Foreign Members), 1100 (Foreign Associates) and
IM-1011-1 (Safe Harbor for Business Expansions). Accordingly, a CAB applicant would
follow the same procedures for membership as any other FINRA applicant, with four
modifications.

e First, an applicant for membership that seeks to qualify as a CAB would have

to state in its application that it intends to operate solely as such.

e Second, in reviewing an application for membership as a CAB, the FINRA

Member Regulation Department would consider, in addition to the standards

for admission set forth in NASD Rule 1014, whether the applicant’s proposed

> See proposed CAB Rule 016(i). FINRA Rule 2210 does not include “qualified
purchaser” within its definition of “institutional investor.”
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activities are consistent with the limitations imposed on CABs under CAB
Rule 016(c).

e Third, proposed CAB Rule 116(b) sets forth the procedures for an existing
FINRA firm to change its status to a CAB. If an existing firm is already
approved to engage in the activities of a CAB, and the firm does not intend to
change its existing ownership, control or business operations, it would not be
required to file either a New Member Application (“NMA”) or a Change in
Membership Application (“CMA?”). Instead, such a firm would be required to
file a request to amend its membership agreement or obtain a membership
agreement (if none exists currently) to provide that: (i) the firm’s activities
will be limited to those permitted for CABs under CAB Rule 016(c), and (ii)
the firm agrees to comply with the CAB rules.®

e Fourth, proposed CAB Rules 116(c) and (d) set forth the procedures for an
existing CAB to terminate its status as such and continue as a FINRA firm.
Under Rule 116(c), such a firm would be required to file a CMA with the
FINRA Member Regulation Department, and to amend its membership
agreement to provide that the firm agrees to comply with all FINRA rules.’

Under Rule 116(d), however, if during the first year following an existing FINRA

member firm’s amendment to its membership agreement to convert a full-service broker-
dealer to a CAB pursuant to Rule 116(b) a CAB seeks to terminate its status as such and

continue as a FINRA member firm, the CAB may notify the FINRA Membership

6 There would not be an application fee associated with this request.

! Absent a waiver, such a firm would have to pay an application fee associated with

the CMA. See FINRA By-Laws, Schedule A, Section 4(i).
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Application Program group of this change without having to file an application for
approval of a material change in business operations pursuant to NASD Rule 1017. The
CAB would instead file a request to amend its membership agreement to provide that the
member firm agrees to comply with all FINRA rules, and execute an amended
membership agreement that imposes the same limitations on the member firm’s activities
that existed prior to the member firm’s change of status to a CAB.®

The proposed CAB Rule 100 Series also would govern the registration and
qualification examinations of principals and representatives that are associated with
CABs. These Rules incorporate by reference NASD Rules 1021 (Registration
Requirements — Principals), 1022 (Categories of Principal Registration), 1031
(Registration Requirements — Representatives), 1032 (Categories of Representative
Registration), 1060 (Persons Exempt from Registration), 1070 (Qualification
Examinations and Waiver of Requirements), 1080 (Confidentiality of Examinations), IM-
1000-2 (Status of Persons Serving in the Armed Forces of the United States), IM-1000-3
(Failure to Register Personnel) and FINRA Rule 1250 (Continuing Education
Requirements). Accordingly, CAB firm principals and representatives would be subject
to the same registration, qualification examination, and continuing education
requirements as principals and representatives of other FINRA firms. CABs also would

be subject to FINRA Rule 1230(b)(6) regarding Operations Professional registration.

To the extent that the rules applicable to the member firm had been amended
since it had changed its status to a CAB, FINRA would have the discretion to
modify any limitations to reflect any new rule requirements.
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Duties and Conflicts (CAB Rule 200 Series)

The proposed CAB Rule 200 Series would establish a streamlined set of conduct
rules. CABs would be subject to FINRA Rules 2010 (Standards of Commercial Honor
and Principles of Trade), 2020 (Use of Manipulative, Deceptive or Other Fraudulent
Devices), 2040 (Payments to Unregistered Persons),” 2070 (Transactions Involving
FINRA Employees), 2080 (Obtaining an Order of Expungement of Customer Dispute
Information from the CRD System), 2081 (Prohibited Conditions Relating to
Expungement of Customer Dispute Information), 2263 (Arbitration Disclosure to
Associated Persons Signing or Acknowledging Form U4), and 2268 (Requirements
When Using Predispute Arbitration Agreements for Customer Accounts).

CAB Rules 209 and 211 would impose know-your-customer and suitability
obligations similar to those imposed under FINRA Rules 2090 and 2111. CAB Rule
211(b) includes an exception to the customer-specific suitability obligations for
institutional investors similar to the exception found in FINRA Rule 2111(b).

Proposed CAB Rule 221 is an abbreviated version of FINRA Rule 2210
(Communications with the Public), essentially prohibiting false and misleading
statements.

Under proposed CAB Rule 240, if a CAB or associated person of a CAB had
engaged in activities that would require the CAB to register as a broker or dealer under
the Exchange Act, and that are inconsistent with the limitations imposed on CABs under

CAB Rule 016(c), FINRA could examine for and enforce all FINRA rules against such a

S The SEC has approved FINRA'’s rule change to adopt rules relating to payments

to unregistered persons for the consolidated FINRA rulebook. See Regulatory
Notice 15-07 (March 2015). FINRA Rule 2040 became effective on August 24,
2015.
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broker or associated person, including any rule that applies to a FINRA broker-dealer that
is not a CAB or to an associated person who is not a person associated with a CAB.

FINRA has determined not to subject CABs to FINRA Rules 2121 (Fair Prices
and Commissions), 2122 (Charges for Services Performed), and 2124 (Net Transactions
with Customers), since CABs’ business model does not raise the same concerns that
Rules 2121, 2122 and 2124 are intended to address.

Rule 2121 provides that, for securities in both listed and unlisted securities, a
member that buys for its own account from its customer, or sells for its own account to its
customer, shall buy or sell at a price which is fair, taking into consideration all relevant
circumstances, including market conditions with respect to the security at the time of the
transaction, the expense involved, and the fact that the member is entitled to a profit.
Further, if the member acts as agent for its customer in any such transaction, the member
shall not charge its customer more than a fair commission or service charge, taking into
consideration all relevant circumstances, including market conditions with respect to the
security at the time of the transaction, the expense of executing the order and the value of
any service the member may have rendered by reason of its experience in and knowledge
of such security and the market therefor.

CABs would not be permitted to act as a principal in a securities transaction.
Accordingly, the provisions of Rule 2121 that govern principal transactions would not
apply to a CAB’s permitted activities.

CABs would be permitted act as agent in a securities transaction only in very
narrow circumstances. CABs would be allowed to act as an agent with respect to

institutional investors in connection with purchases or sales of unregistered securities.
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CABs also would be permitted to effect securities transactions solely in connection with
the transfer of ownership and control of a privately-held company to a buyer that will
actively operate the company or the business conducted with the assets of the company in
accordance with the terms and conditions of an SEC rule, release, interpretation or “no-
action” letter.

In both instances, FINRA believes that these circumstances either involve
institutional parties that negotiate the terms of permitted securities transactions without
the need for the conditions set forth in Rule 2121, or involve the sale of a business as a
going concern, which differs in nature from the types of transactions that typically raise
issues under Rule 2121.

Rule 2122 provides that charges, if any, for services performed, including, but not
limited to, miscellaneous services such as collections due for principal, dividends, or
interest; exchange or transfer of securities; appraisals, safekeeping or custody of
securities, and other services shall be reasonable and not unfairly discriminatory among
customers. As discussed above, CABs typically provide services to institutional
customers that generally do not need the protections that Rule 2122 offers, since these
customers are capable of negotiating fair prices for the services that CABs provide.
Moreover, CABs are not permitted to provide many of the services listed in Rule 2122,
such as collecting principal, dividends or interest, or providing safekeeping or custody
services.

Rule 2124 sets forth specific requirements for executing transactions with
customers on a “net” basis. “Net” transactions are defined as a type of principal

transaction, and CABs may not trade securities on a principal basis. For these reasons,
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FINRA does not believe it is necessary to include FINRA Rules 2121, 2122 and 2124 as
part of the CAB rule set.

CAB Rule 201 would subject CABs to FINRA Rule 2010 (Standards of
Commercial Honor and Principles of Trade), which requires a member, in the conduct of
its business, to observe high standards of commercial honor and just and equitable
principles of trade. Depending on the facts, other rules, such as Rule 2010, may apply in
situations in which a CAB charged a commission or fee that clearly is unreasonable under
the circumstances.

Supervision and Responsibilities Related to Associated Persons (CAB Rule 300

Series)

The proposed CAB Rule 300 Series would establish a limited set of supervisory
rules for CABs. CABs would be subject to FINRA Rules 3220 (Influencing or
Rewarding Employees of Others), 3240 (Borrowing from or Lending to Customers), and
3270 (Outside Business Activities of Registered Persons).

Proposed CAB Rule 311 would subject CABs to some, but not all, of the
requirements of FINRA Rule 3110 (Supervision) and, consistent with Rule 3110, is
designed to provide CABs with the flexibility to tailor their supervisory systems to their
business models. CABs would be subject to many of the provisions of Rule 3110
concerning the supervision of offices, personnel, customer complaints, correspondence
and internal communications. However, CABs would not be subject to the provisions of
Rule 3110 that require annual compliance meetings (paragraph (a)(7)), review and

investigation of transactions (paragraphs (b)(2) and (d)), specific documentation and
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supervisory procedures for supervisory personnel (paragraph (b)(6)), and internal
inspections (paragraph (c)).

FINRA does not believe that the annual compliance meeting requirement in
FINRA Rule 3110(a)(7) should apply to CABs given the nature of CABSs’ business model
and structure. FINRA has observed that most current FINRA member firms that would
qualify as CABs tend to be small and often operate out of a single office. In addition, the
range of rules that CABs would be subject to is narrower than the rules that apply to other
broker-dealers. Moreover, as noted above, CABs would be subject to both the
Regulatory and Firm Element continuing education requirements. Accordingly, FINRA
does not believe that CABs need to conduct an annual compliance meeting as required
under FINRA Rule 3110(a)(7).*° The fact that the annual compliance meeting
requirement would not apply to CABs or their associated persons in no way would reduce
their responsibility to have knowledge of and comply with applicable securities laws and
regulations and the CAB rule set.

FINRA does not believe that FINRA Rule 3110(b)(2), which requires members to
adopt and implement procedures for the review by a registered principal of all
transactions relating to the member’s investment banking or securities business, or
FINRA Rule 3110(d), which imposes requirements related to the investigation of
securities transactions and heightened reporting requirements for members engaged in
investment banking services, should apply to CABs. CABs would not be permitted to
carry or act as an introducing broker with respect to customer accounts, hold or handle

customers’ funds or securities, accept orders from customers to purchase or sell securities

10 For the same reasons, FINRA does not believe that FINRA Rule 3110.04 should
apply to CABs.
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except under the narrow circumstances discussed above, have investment discretion on
behalf of any customer, engage in proprietary trading or market-making activities, or
participate in Crowdfunding or Regulation A securities offerings. Accordingly, due to
these restrictions, FINRA does not believe a CAB’s business model necessitates the
application of these provisions, which primarily address trading and investment banking
functions that are beyond the permissible scope of a CAB’s activities.'

FINRA does not believe that the requirements of FINRA Rule 3110(b)(6) should
apply to CABs. Paragraph (b)(6) generally requires a member to have procedures to
prohibit its supervisory personnel from (1) supervising their own activities; and (2)
reporting to, or having their compensation or continued employment determined by, a
person the supervisor is supervising.> FINRA also does not believe that FINRA Rule
3110(c), which requires members to conduct internal inspections of their businesses,
should apply to CABs.

FINRA believes that a CAB’s business model, which is geared toward acting as a
consultant in capital acquisition transactions, or acting as an agent solely in connection

with purchases or sales of unregistered securities to institutional investors, or with the

u For the same reasons, FINRA does not believe that FINRA Rule 3110.05 should
apply to CABs.

12 FINRA Rule 3110(b)(6)(C)(i) and (ii). FINRA Rule 3110(b)(6) also requires that
a member’s supervisory procedures include the titles, registration status and
locations of the required supervisory personnel and the responsibilities of each
supervisory person as these relate to the types of business engaged in, applicable
securities laws and regulations, and FINRA rules, as well as a record of the names
of its designated supervisory personnel and the dates for which such designation
is or was effective. FINRA Rule 3110(b)(6)(A) and (B). In addition, paragraph
(b)(6) requires a member to have procedures reasonably designed to prevent the
standards of supervision required pursuant to FINRA Rule 3110(a) from being
compromised due to the conflicts of interest that may be present with respect to an
associated person being supervised. FINRA Rule 3110(b)(6)(D).
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transfer of ownership and control of a privately-held company, does not give rise to the
same conflicts of interest and supervisory concerns that paragraph (b)(6) is intended to
address. As discussed above, many CABs operate out of a single office with a small
staff, which reduces the need for internal inspections of numerous or remote offices. In
addition, part of the purpose of creating a separate CAB rule set is to streamline and
reduce existing FINRA rule requirements where it does not hinder investor protection.
FINRA believes that the remaining provisions of FINRA Rule 3110, coupled with the
CAB Rule 200 Series addressing duties and conflicts, will sufficiently protect CABs’
customers from potential harm due to insufficient supervision.*®

Proposed CAB Rule 313 would require CABs to designate and identify one or
more principals to serve as a firm’s chief compliance officer, similar to the requirements
of FINRA Rule 3130(a). CAB Rule 313 would not require a CAB to have its chief
executive officer (“CEQ”) certify that the member has in place processes to establish,
maintain, review, test and modify written compliance policies and written supervisory
procedures reasonably designed to achieve compliance with applicable federal securities
laws and regulations, and FINRA and MSRB rules, which are required under FINRA
Rules 3130(b) and (c). FINRA does not believe the CEO certification is necessary given
a CAB’s narrow business model and smaller rule set.

Proposed Rule 328 would prohibit any person associated with a CAB from

participating in any manner in a private securities transaction as defined in FINRA Rule

1 For the same reasons, FINRA does not believe that FINRA Rules 3110.10, .12,
.13, or .14 should apply to CABs. FINRA also believes that it is unnecessary to
apply FINRA Rule 3110.15 to CABs, since the temporary program authorized by
the rule expired on December 1, 2015.
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3280(e)."* FINRA does not believe that an associated person of a CAB should be
engaged in selling securities away from the CAB, nor should a CAB have to oversee and
review such transactions, given its limited business model. This restriction would not
prohibit associated persons from investing in securities on their own behalf, or engaging
in securities transactions with immediate family members, provided that the associated
person does not receive selling compensation.

Proposed CAB Rule 331 would require each CAB to implement a written anti-
money laundering (“AML”) program. This is consistent with the SEC’s requirements
and Chapter X of Title 31 of the Code of Federal Regulations. Accordingly, the proposed
rule is similar to FINRA Rule 3310 (Anti-Money Laundering Compliance Program);
however, the proposed rule contemplates that all CABs would be eligible to conduct the
required independent testing for compliance every two years.

Financial and Operational Rules (CAB Rule 400 Series)

The proposed CAB Rule 400 Series would establish a streamlined set of rules
concerning firms’ financial and operational obligations. CABs would be subject to
FINRA Rules 4140 (Audit), 4150 (Guarantees by, or Flow through Benefits for,
Members), 4160 (Verification of Assets), 4511 (Books and Records — General

Requirements), 4513 (Records of Written Customer Complaints), 4517 (Member Filing

14 FINRA Rule 3280(e) defines “private securities transaction” as “any securities

transaction outside the regular course or scope of an associated person’s
employment with a member, including, though not limited to, new offerings of
securities which are not registered with the Commission, provided however that
transactions subject to the notification requirements of NASD Rule 3050,
transactions among immediate family members (as defined in FINRA Rule 5130),
for which no associated person receives any selling compensation, and personal
transactions in investment company and variable annuity securities, shall be
excluded.”
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and Contact Information Requirements), 4524 (Supplemental FOCUS Information), 4530
(Reporting Requirements), and 4570 (Custodian of Books and Records).

Proposed CAB Rule 411 includes some, but not all, of the capital compliance
requirements of FINRA Rule 4110. CABs would be required to suspend business
operations during any period a firm is not in compliance with the applicable net capital
requirements set forth in SEA Rule 15¢3-1, and the rule also would authorize FINRA to
direct a CAB to suspend its operation under those circumstances. Proposed CAB Rule
411 also sets forth requirements concerning withdrawal of capital, subordinated loans,
notes collateralized by securities, and capital borrowings.

CABs would not be subject to FINRA Rules 4370 (Business Continuity Plans and
Emergency Contact Information) or 4380 (Mandatory Participation in FINRA BC/DR
Testing Under Regulation SCI). FINRA does not believe it would be necessary for a
CAB to maintain a business continuity plan (BCP), given a CAB’s limited activities,
particularly since a CAB would not engage in retail customer account transactions or
clearance, settlement, trading, underwriting or similar investment banking activities.
Moreover, FINRA Rule 4380 relates to Rule SCI under the Exchange Act, which is not
applicable to a member that limits its activities to those permitted under the CAB rule set.

Because CABs would not carry or act as an introducing broker with respect to
customer accounts, they would have more limited customer information requirements
than is imposed under FINRA Rule 4512.°> CABs would have to maintain each
customer’s name and residence, whether the customer is of legal age (if applicable), and

the names of any persons authorized to transact business on behalf of the customer.

1 See proposed CAB Rule 451(b).
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CABs would still have to make and preserve all books and records required under SEA
Rules 17a-3 and 17a-4.

CAB Rule 452(a) establishes a limited set of requirements for the supervision and
review of a firm’s general ledger accounts.

Securities Offerings (CAB Rule 500 Series)

The proposed CAB Rule 500 Series would subject CABs to certain rules
concerning securities offerings. CABs would be subject to FINRA Rules 5122 (Private
Placements of Securities Issued by Members) and 5150 (Fairness Opinions).

Investigations and Sanctions, Code of Procedure, and Arbitration and Mediation

(CAB Rules 800, 900 and 1000)

CABs would be subject to the FINRA Rule 8000 Series governing investigations
and sanctions of firms, other than FINRA Rules 8110 (Availability of Manual to
Customers), 8211 (Automated Submission of Trading Data Requested by FINRA), and
8213 (Automated Submission of Trading Data for Non-Exchange-Listed Securities
Requested by FINRA).

CABs would not be subject to FINRA Rule 8110 (Availability of Manual to
Customers), which requires members to make available a current copy of the FINRA
manual for examination by customers upon request. If the Commission approves this
proposed rule change, the CAB rule set would be available through the FINRA website.
Accordingly, FINRA does not believe this rule is necessary for CABs.

CABs also would not be subject to FINRA Rules 8211 (Automated Submission of
Trading Data Requested by FINRA) or 8213 (Automated Submission of Trading Data for

Non-Exchange-Listed Securities Requested by FINRA). Given that these rules are
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intended to assist FINRA in requesting trade data from firms engaged in securities
trading, and that CABs would not engage in securities trading, FINRA does not believe
that these rules should apply to CABs.

CABs would be subject to the FINRA Rule 9000 Series governing disciplinary
and other proceedings involving firms, other than the FINRA Rule 9700 Series
(Procedures on Grievances Concerning the Automated Systems). Proposed CAB Rule
900(c) would provide that any CAB may be subject to a fine under FINRA Rule 9216(b)
with respect to an enumerated list of FINRA By-Laws, CAB rules and SEC rules under
the Exchange Act. Proposed CAB Rule 900(d) would authorize FINRA staff to require a
CAB to file communications with the FINRA Advertising Regulation Department at least
ten days prior to use if the staff determined that the CAB had departed from CAB Rule
221’s standards.

CABs would be subject to the FINRA Rule 12000 Series (Code of Arbitration
Procedure for Customer Disputes), 13000 Series (Code of Arbitration Procedure for
Industry Disputes) and 14000 Series (Code of Mediation Procedure).

If the Commission approves the proposed rule change, FINRA will announce the

implementation date of the proposed rule change in a Regulatory Notice to be published

no later than 60 days following Commission approval. The effective date will be no later

than 180 days following publication of the Regulatory Notice announcing Commission

approval.
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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,*® 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. FINRA believes that the proposed rule change will improve efficiency and
reduce regulatory burden by reducing the range of rules that apply to capital acquisition
brokers given their limited activities and institutional business model, while maintaining
necessary investor protections.

B. Self-Requlatory 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. FINRA has undertaken an economic impact assessment, as set forth below, to
analyze the regulatory need for the proposed rulemaking, its potential economic impacts,
including anticipated costs and benefits, and the alternatives FINRA considered in
assessing how to best meet its regulatory objectives.

Economic Impact Assessment

A. Regulatory Need

As discussed above, many firms solely engage in corporate financing activities,
including advising companies on mergers and acquisitions, advising issuers on raising
debt and equity capital in private placements with institutional investors, or providing

advisory services on a consulting basis. These firms often register as broker-dealers

16 15 U.S.C. 780-3(b)(6).
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because they may receive transaction-based compensation as part of their services, but
unlike traditional broker-dealers, they do not handle customer funds or securities, carry or
act as an introducing broker with respect to customer accounts, or provide products and
services to retail customers. As a result, many FINRA rules are not applicable to the
business activities of these firms. The proposed rule change establishes a separate set of
streamlined rules that would apply exclusively to these firms and is tailored to address
their business activities, while maintaining necessary investor protections.

B. Economic Impacts

The proposed rule change would impact member firms that engage in CAB-
related business activities, discussed above. As a baseline and based on staff experience,
FINRA preliminarily estimates that the number of member firms that meet this definition
would range from 650 to 750 firms.!” Thus, it is possible that between 16 and 19 percent
of all FINRA member firms may be eligible to operate under this proposed rule set.'®
These firms currently are required to comply with all applicable FINRA rules. These
firms currently may incur costs to evaluate new FINRA rules and interpretations to

ensure that they are not applicable for their business.

ol FINRA notes that a commenter reported a higher estimate of 906 member firms
that would meet the CAB definition based on information available on
BrokerCheck® (See comment of 3PM). This estimate is based on the number of
firms that report their business line (in Form BD) only as “Private Placement,”
“Other,” or “Private Placement” and “Other.” FINRA notes that these business
lines may overlap with some of the business activities of CABs, but do not
exactly correspond to the activities that would meet the CAB definition.

18 There are 4,031 firms that are registered with FINRA as broker-dealers.

Accordingly, 650 and 750 firms account for 16% and 19%, respectively, of the
total FINRA membership. See https://www.finra.org/newsroom/statistics
(accessed June 29, 2015).
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FINRA anticipates that some firms provide similar services but are not currently
registered as broker-dealers with the SEC or FINRA. For example, some firms may
currently limit activities, such as not accepting transaction-based compensation for their
services, to avoid broker-dealer registration requirements and attendant costs. Others
may accept transaction-based compensation, but may be relying on SEC no-action relief
to avoid broker-dealer registration.' It is possible that some of these firms would
reconsider their non-registered status if the new rules were in effect.

Q) Anticipated Benefits

The proposed rule change would reduce the regulatory burden for CABs by
decreasing the range and scope of current FINRA rules that would be applicable to them
given their limited activities and institutional business model. For example, as discussed
above, the proposed rule change would establish a streamlined set of conduct rules.
Similarly, the proposed CAB rules would establish a limited set of supervisory rules that
are better designed to provide CABs with the flexibility to tailor their supervisory
systems to their business models. As discussed above, CABs also would be subject to
more limited customer information requirements than those applicable to other broker-
dealers.

The reduction in these regulatory requirements is anticipated to reduce
compliance costs for member firms that would register as CABs without diminishing
investor protections. These cost savings would include reduction in costs associated with
maintaining FINRA membership, including ongoing compliance activities such as

maintaining policies and procedures. These firms also would likely benefit from more

19 See M&A Brokers, 2014 SEC No-Act. LEXIS 92 (January 31, 2014).
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focused examinations that are tailored to their business activities. To avail themselves of
these benefits, firms would, however, be required to maintain their CAB status and as a
result limit their activities to those permitted under the CAB rules.

As discussed above, CAB rules also may encourage non-member firms that
engage in similar kinds of services as CABs to register with FINRA. FINRA
membership would benefit these non-member firms by allowing them to expand their
securities business and engage in activities permitted under the CAB rules. FINRA
membership would subject these firms to certain FINRA rules, including conduct rules,
supervisory rules, and rules concerning financial and operational obligations of the firms.
As a result, FINRA membership would increase regulatory oversight of these firms,
thereby enhancing investor protection of their customers.

(i) Anticipated Costs

A member firm that seeks to register as a CAB would incur initial legal and other
compliance costs associated with effectively completing the application to amend its
membership agreement to elect CAB status. Such a firm also would incur administrative
costs associated with updating its policies and procedures. FINRA, however, anticipates
that these costs would likely be minimal relative to the cost savings from the streamlined
CAB rules. As firms would have discretion to determine whether to apply for the
amended status, FINRA anticipates that only those firms that anticipate net benefits to
them would do so.

Non-member firms that choose to register as a CAB would incur implementation
and ongoing costs associated with joining and maintaining their broker-dealer

registrations with FINRA. The initial implementation costs would include FINRA
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application fees, costs associated with adapting technology infrastructure for regulatory
data reporting requirements, as well as other legal or consulting costs associated with
developing policies and procedures to ensure continued compliance with SEC and CAB
rules. The ongoing costs would include annual fees associated with FINRA membership,
costs of maintaining data reporting, costs of legal work relating to FINRA membership,
and other costs associated with additional compliance activities. FINRA notes, however,
that the proposed rule change would not impose these costs on non-member firms
because registering as a broker-dealer and electing CAB status is optional. Non-member
firms would likely only choose to register as a CAB broker-dealer and incur these costs if
the anticipated benefits of registering exceed the costs of doing so.

C. Alternatives

In considering how to best meet its regulatory objectives, FINRA considered
several alternatives to particular features of this proposal. For example, the initial
proposal would have allowed CABs to solicit only institutional investors as that term is
defined in FINRA Rule 2210. As discussed in more detail below, several commenters
suggested that the proposed rule change also allow CABs to provide products and
services to accredited investors or qualified purchasers. FINRA'’s regulatory programs
have uncovered significant concerns associated with the ways in which firms sell private
placements to accredited investors. Accordingly, FINRA does not believe it is
appropriate to lower the institutional investor threshold for the CAB rules to the
accredited investor standard.

Nonetheless, FINRA agrees that the definition of institutional investor under the

CARB rules should include qualified purchasers as that term is defined under the 1940 Act,
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since qualified purchasers are required to own significantly more investments than those
required for accredited investors, and as a result qualified purchasers are more likely to
have the resources necessary to protect themselves from potential sales practice
problems. Accordingly, FINRA has revised the institutional investor definition to
include qualified purchasers, which would allow CABs to offer interests in private funds
that are excluded from the definition of “investment company” and thus exempt from
registration under the 1940 Act, such as hedge funds or private equity funds.

In developing this proposal, FINRA also considered expanding the scope of
permissible activities for CABs. For example, as discussed below, commenters
suggested that FINRA allow CABs to engage in activities related to the transfer of
ownership or control of a privately-held company consistent with the SEC’s M&A
Brokers no-action letter. FINRA agrees that CABs should be permitted to engage in
merger and acquisition transactions to the same extent as an unregistered broker-dealer
pursuant to the M&A Brokers no-action letter and has revised the definition of CAB to
allow such activities.

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

Background

In February 2014, FINRA published Regulatory Notice 14-09 (the “Notice”),

requesting comment on a proposed rule set for firms that meet the definition of “limited
corporate financing broker” (“LCFB”) (the “Notice proposal”). A copy of the Notice is

attached as Exhibit 2a. The comment period expired on April 28, 2014. FINRA received
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51 comments in response to the Notice.”® A list of the commenters in response to the
Notice is attached as Exhibit 2b, and copies of the comment letters received in response
to the Notice are attached as Exhibit 2c¢2 A summary of the comments and FINRA’s
response is provided below.

As discussed below, most of the comments opposed the Notice proposal on the
ground that it did not go far enough to relieve LCFBs of their current regulatory burdens.
This concern, combined with the limitations in activities that the proposal’s rules would
impose, would lead most firms commenting on the proposal not to change their status to
an LCFB. %

Application of LCFB Rules to Municipal Securities

LCFB Rule 015 would have stated that the LCFB rules do not apply to
transactions in, and business activities relating to, municipal securities as defined in
Section 3(a)(29) of the Exchange Act. One commenter noted that some FINRA member
firms provide financial advisory services only to municipalities or municipal agencies,
including recommending the timing and type of offering and to assist in the selection of

an underwriter. The commenter stated that if this type of firm does not engage in the sale

20 Twenty-one of the comments were short emails or letters endorsing the comments

of 3PM.

21 See Exhibit 2b for a list of abbreviations assigned to commenters.

22 As noted above, the proposal would have referred to firms subject to the proposed

rule set as “limited corporate financing brokers” (“LCFBs”) rather than “capital
acquisition brokers” (“CABs”). Similarly, this discussion refers to the rules
proposed in the Notice as the “LCFB rules” rather than the “CAB rules.” The
CAB rules which are submitted as part of this proposed rule change have been
revised from the prior LCFB rules, but maintain the same rule numbers as the
LCFB rules.
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of municipal securities and would otherwise qualify, it should be eligible to be an
LCFB.?

LCFB Rule 015 would not prevent an LCFB from engaging in municipal
securities activities. Rather, as revised, it simply would clarify that FINRA Rule 0150(b)
applies to the CAB rules. FINRA Rule 0150(b) currently provides that the FINRA rules
do not apply to transactions in, and business activities relating to, municipal securities as
defined in the Exchange Act.

Definition of “Customer”

LCFB Rule 016(d) would have defined the term “customer” as “any natural
person and any entity receiving corporate financing services from an LCFB.” It also
would have specified that the term “customer” does not include a broker or dealer.

One commenter stated that this definition is unclear and should be replaced with
other terms, such as “issuer,” “investor,” “qualified investor,” and “intermediary,” since
these terms better describe the counterparties involved in an LCFB’s business.?* Two
other commenters recommended that FINRA use the term “client” rather than
“customer.”” Another commenter suggested that FINRA be clearer as to what types of
corporate financing services a customer may receive from an LCFB.%

FINRA does not believe it would be appropriate to replace the term “customer”

with other terms such as issuer, investor, or intermediary. The meaning of the term

23

See Sutter.
2 See3PM.
25 gee Achates and Q Advisors.

26 See CFSC.
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“customer” depends on the context in which it is used, such as the requirements to know
your customer or to recommend a suitable investment to a customer. Terms such as
“issuer” or “investor” would not be appropriate in these contexts. However, FINRA does
believe that the term customer should be interpreted in a manner consistent with the way
it is interpreted under the FINRA rules. Accordingly, FINRA has revised this term to
have the same definition as it has under the FINRA rules.?’

Institutional Investor Definition

LCFB Rule 016(h) would have allowed an LCFB to solicit only institutional
investors. LCFB Rule 016(g) would have defined the term “institutional investor” to
include banks, savings and loan associations, insurance companies, registered investment
companies, governmental entities and their subdivisions, employee benefit plans and
qualified plans with at least 100 participants (but not including the participants
themselves), any other person with at least $50 million in assets, and persons acting on an
institutional investor’s behalf.

Seven commenters recommended that the LCFB rules allow LCFBs to offer
interests in privately placed companies to accredited investors, as that term is defined in
SEC Regulation D.?® One commenter noted that requiring an LCFB to pre-qualify
potential investors to meet the LCFB rules’ definition of institutional investor, rather than
the Regulation D accredited investor definition, would be difficult, since an LCFB may

not know the financial status of a potential buyer, and could potentially harm an LCFB

2 See FINRA Rule 0160(b)(4) (“The term ‘customer’ shall not include a broker or
dealer”).

28 See Achates, LIATI, SFA, Dole, RWI, HighBank, and EYCA. See also 17 CFR
230.501(a).
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client seller by diminishing the pool of prospective investors.?® Three other commenters
recommended that the term “institutional investor” be replaced with a new term,
“qualified investor,” which would include “qualified investors” as that term is defined
under the 1940 Act.** One commenter questioned whether an LCFB would be permitted
to accept an unsolicited offer from a non-institutional investor.3* Another commenter
inquired as to the documents that FINRA would require an LCFB to retain to confirm an
investor’s institutional status.*

As discussed in the Notice, FINRA purposely did not propose to define
“institutional investor” based on a more inclusive standard, such as the definition of
“accredited investor” in Regulation D under the Securities Act of 1933. FINRA’s
regulatory programs have uncovered serious concerns with the manner in which firms
market and sell private placements to accredited investors. Application of the CAB rules
to firms that market and sell private placements to accredited investors would require
FINRA to expand the applicable conduct rules and other provisions. Therefore, lowering
the threshold of “institutional investor” to the accredited investor standard would frustrate
the purposes of a streamlined rule set.

Nevertheless, FINRA agrees that the definition of “institutional investor” should

include persons that meet the definition of “qualified purchaser” under the 1940 Act.*

»  SeeSFA.

30 See 3PM, Q Advisors, and M&A Brokers Letter Attorneys.
3 SeeSFA.

% SeeEYCF.

% See 15 U.S.C. 80a-2(a)(51).
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Persons that meet the definition of “qualified purchaser” in most cases must own not less
than $5 million in investments, far greater than the minimum assets required by the
accredited investor standard. FINRA believes that it is much less likely that a CAB
would commit the types of sales practice problems that FINRA has observed in
connection with the sale of Regulation D private placements to accredited investors if an
investor is required to meet the qualified purchaser standard, since a qualified purchaser
likely would have the resources necessary to protect itself from potential sales practice
problems. In addition, by defining “institutional investor” to include qualified
purchasers, CABs would be able to offer interests in private issuers, such as hedge funds
or private equity funds, that are excepted from the definition of “investment company”
pursuant to Section 3(c)(7) of the 1940 Act.

Moreover, as discussed below, FINRA has proposed to expand the permissible
activities of CABs to include effecting securities transactions solely in connection with
the transfer of ownership and control of a privately-held company in accordance with the
terms and conditions of an SEC rule, release, interpretation or no-action letter.®* By
expanding CABs’ proposed activities to include these kinds of M&A transactions, CABs
would not be limited to selling ownership or control of a privately-held company only to
institutional investors as defined by the CAB rules, since the SEC’s M&A Brokers no-
action letter® does not contain this limitation. FINRA believes this expansion should

address many of the commenters’ concerns with the institutional investor definition.

3 See proposed CAB Rule 016(c)(1)(G).

® See M&A Brokers, 2014 SEC No-Act. LEXIS 92 (January 31, 2014).
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Limited Corporate Financing Broker Definition

The proposed definition of LCFB would have allowed firms meeting this
definition to engage in:

e advising an issuer, including a private fund concerning its securities
offerings or other capital raising activities;

e advising a company regarding its purchase or sale of a business or assets
or regarding its corporate restructuring, including a going-private
transaction, divestiture or merger;

e advising a company regarding its selection of an investment banker;

e assisting in the preparation of offering materials on behalf of an issuer;

e providing fairness opinions; and

qualifying, identifying, or soliciting potential institutional investors.

The proposed definition of LCFB would have excluded any broker or dealer that
carries or maintains customer accounts, holds or handles customers’ funds or securities,
accepts orders from customers to purchase or sell securities either as principal or agent
for the customer, possesses investment discretion on behalf of any customer, or engages
in proprietary trading of securities or market making activities.

Although one commenter felt that the definition of LCFB was appropriate,*

others recommended that the definition of LCFB be amended specifically to permit an

36 See 3PM.
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LCFB to provide valuation services,*’ expert testimony and litigation support.®® Other
commenters recommended that the definition be clarified to permit LCFBs to engage in

negotiation of transactions,* and to act as a placement agent for a buyer or seller.*
Another commenter urged FINRA to revise the definition so that it spells out in more
detail the types of advice that an LCFB may provide to a client (e.g., preparing a business
for sale, financial modeling, financial alternatives, evaluating competing offers,
structuring transactions, due diligence and transition issues) and that it should allow an
LCFB to act as a finder (introducing parties to a transaction).** Others recommended that
LCFBs be permitted to provide research and engage in public company transactions in
connection with their advisory work.*

Commenters also suggested that FINRA allow LCFBs to advise controlling or
minority shareholders in a private business in connection with the sale of stock,*® and that
FINRA look to the SEC’s M&A Brokers letter for a description of appropriate LCFB
activities.** The latter commenter also recommended that LCFBs be allowed to solicit
non-institutional investors if both the seller and buyer are or will be actively involved in

running the business (which also is consistent with the M&A Brokers letter).

% See CFSC.

% See Sutter and RWI.

% See Q Advisors.

0 See Q Advisors and M&A Brokers Letter Attorneys.
“ See RWI.

2 seeFells and EYCF.

43

See Harris.

. See ABA.



Page 92 of 303

FINRA intended to allow CABs to provide valuation, expert testimony, litigation
support, negotiation and structuring services, and to act as a placement agent for, or
finder of, institutional investors. Accordingly, FINRA has revised the definition of CAB
to make this clearer. FINRA does not agree, however, that CABs should be allowed to
produce research for the investing public. If a CAB produced research reports, FINRA
would need to consider whether to add FINRA Rule 2241 and potentially other rules to
the list of CAB rules, which currently do not include these rules.

FINRA agrees that CABs should be permitted to engage in M&A transactions to
the same extent as an unregistered broker pursuant to the M&A Brokers no-action letter.
Accordingly, FINRA has revised the definition of CAB to allow such firms to effect
securities transactions solely in connection with the transfer of ownership and control of a
privately-held company to a buyer that will actively operate the company in accordance
with the terms and conditions of an SEC rule, release, interpretation or no-action letter
that permits a person to engage in such activities without registering as a broker under
Section 15(b) of the Exchange Act.*”®

One commenter argued that the term “limited corporate financing broker” itself is
problematic because it may confuse clients into thinking that a firm has reduced its

servicing offerings when in fact they remain unchanged.* In response to this concern,

4 FINRA also revised the list of activities that a CAB may not engage in to clarify

that a CAB may not carry or act as an introducing broker with respect to customer
accounts or participate in or maintain an online platform in connection with
offerings of unregistered securities pursuant to Regulation Crowdfunding or
Regulation A under the Securities Act of 1933. See proposed CAB Rule
016(c)(2).

46 See McCracken.
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FINRA has changed the name of this defined term, and the name of the rule set, from
“limited corporate financing broker” to “capital acquisition broker.”

New Member and Change of Business Applications

LCFB Rule 112 would have subjected LCFBs to NASD Rule 1013, which
governs new FINRA membership applications. LCFB Rule 112 also would have
required applicants for FINRA membership that seek to qualify as LCFBs to state in their
applications that they intend to operate as an LCFB.

LCFB Rule 116 would have subjected LCFBs to NASD Rule 1017, which
governs applications for approval of change in ownership, control, or business operations.
Rule 116 also would have allowed an existing FINRA member firm that seeks to change
its status to an LCFB, and that is already approved to engage in the activities of an LCFB,
but which does not intend to change its existing ownership, control, or business
operations, to file a request to amend its membership agreement or obtain a membership
agreement (if none exists), to provide that: (i) the member firm’s activities will be limited
to those permitted for LCFBs under LCFB Rule 016(h); and (ii) the member firm agrees
to comply with the LCFB rules. Rule 116 further specified that an LCFB that seeks to
terminate its status as such and continue as a FINRA member firm would have to file an
application for approval of a material change in business operations pursuant to NASD
Rule 1017 (a “CMA”), and would have to amend its membership agreement to provide
that it agrees to comply with all FINRA rules.

One commenter also recommended that FINRA streamline the new member and

change in membership process for LCFBs, reduce the time period for decisions, and
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lower the application fees.*” Other commenters stated that any request to change a firm’s
membership agreement to elect LCFB status should be without a fee, and that firms
should be allowed to revert back to their original non-LCFB status without having to file
a change in membership application during the firm’s first year of operation as an
LCFB.*® Commenters also noted that the proposed requirement to pay a $5000 fee as
part of the CMA in order to buy back a firm’s full broker status is a substantial
disincentive to become an LCFB.*

FINRA does not agree that it should create a different new member process for
applicants that are not already registered broker-dealers and that seek to become CABs.
Although CABs would be subject to fewer FINRA requirements than other broker-
dealers, FINRA still believes that it is important for investor protection and industry
confidence reasons that FINRA have an opportunity to vet new CAB firms in the same
manner that FINRA vets other new firm applicants. Similarly, if a firm wishes to change
its ownership, control or business operations, FINRA believes that it is important that
these changes receive the same review as any other registered firm. FINRA has modified
CAB Rule 112, however, to clarify that a CAB applicant must state in its application that

it intends to operate solely as a CAB.

4 See M&A Brokers Letter Attorneys.
“ See 3PM and RWI.
49 See Achates and RWI.

%0 FINRA also has modified CAB Rules 111, 112, 113, 114, and 115 to clarify that
they apply to persons applying for membership in FINRA as a CAB as well as to
the CABs themselves.
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CAB Rule 116 already permits an existing FINRA member firm to elect CAB
status by requesting a change in its membership agreement, and without filing a CMA or
paying a filing fee. However, FINRA agrees that Rule 116 should provide some more
flexibility to a CAB that seeks to revert to its full broker status within the first year after
electing CAB status. Accordingly, FINRA has amended Rule 116 to provide that, if
during the first year following an existing FINRA member firm’s amendment to its
membership agreement to elect CAB status, the firm seeks to terminate its CAB status
and continue as a FINRA member firm, the firm may notify the Membership Application
Program group of this change without having to file a CMA. The member firm seeking
this change would have to file a request to amend its membership agreement to provide
that the firm agrees to comply with all FINRA rules, and execute an amended
membership agreement that imposes the same limitations on the firm’s activities that
existed prior to the firm’s change to CAB status.

Reqistration Categories

Proposed LCFB Rule 123 would have allowed persons registered with LCFBs to
hold only a limited set of registrations that relate to an LCFB’s business.>® The proposal
also would have subjected LCFBs to the Operations Professional (Series 99) registration

requirement.

3 Registered principals of LCFBs would have been permitted to hold the General
Securities Principal (Series 24), Limited Principal — Financial and Operations
(Series 27), Limited Principal — Introducing Broker/Dealer Financial and
Operations (Series 28), and Limited Principal — General Securities Sales
Supervisor (Series 9 and 10) registrations. Registered representatives of LCFBs
would have been permitted to hold the General Securities Representative (Series
7), Limited Representative — Direct Participation Programs (Series 22), Limited
Representative — Private Securities Offerings (Series 82), and Limited
Representative — Investment Banking (Series 79) registrations.
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Commenters objected to limiting the types of registrations that an associated
person of an LCFB may retain.’> Commenters noted that registered persons may be
required to hold other registrations under state law.>® In addition, commenters argued
that this restriction would penalize individuals who may want to change jobs later and
return to a full service broker-dealer, where other registrations would be required. They
favored allowing registered persons to retain their registrations while employed with an
LCFB. Commenters also opposed requiring LCFBs to employ an Operations
Professional.* Two commenters encouraged FINRA, as part of this process, to re-
examine the permissible scope of activities of various registration categories, such as
Series 22, 62, 79 and 82 registrations.”

However, one commenter supported the restrictions. It recommended that LCFB
representatives be required to obtain the Series 79 registration, and that LCFB
representatives not be permitted to obtain other registration categories or retain other
existing registrations during the time they are associated with an LCFB.*® Another
commenter suggested that LCFB principals and representatives not be permitted to hold
other registrations unless a firm can adequately supervise the activities covered by those

registrations.”’

52 See 3PM, Achates, Signal Hill, Sutter, LIATA, RWI, HighBank, M&A Brokers
Letter Attorneys, and EYCA.

% See 3PM, Achates, Sutter, and Q Advisors.

>4 See 3PM and M&A Brokers Letter Attorneys.
% See ABA and LeGaye.

®  See CFSC.

57 See Harris.
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FINRA is persuaded that not allowing registered principals and representatives to
obtain and hold the full range of registration categories could potentially penalize
individuals who have already obtained those registration categories, and that the
limitations of proposed LCFB Rule 123 also could potentially conflict with state law
requirements. Accordingly, FINRA is amending CAB Rule 123 to eliminate the prior
restrictions on the types of registrations persons associated with CABs may hold.
Associated persons still would only be permitted to retain registrations that are
appropriate to their functions under the registration rules.

FINRA continues to believe that CABs should be subject to FINRA Rule
1230(b)(6) regarding Operations Professional (Series 99) registration. FINRA believes
the Operations Professional registration category enhances the regulatory structure
surrounding the specified (or “covered” functions), including contributing to the process
of preparing and filing financial regulatory reports, and has noted that for some firms the
Operations Professional often may be the firm’s Financial and Operations Principal.*®
FINRA also is not re-examining the range of permissible activities for principals and
representatives in various registration categories, as those issues are beyond the scope of

this proposed rule change.

Continuing Education Requirements

Proposed LCFB Rule 125 would have required any person registered with an
LCFB who has direct contact with customers in the conduct of the broker’s corporate
financing activities, and the immediate supervisors of such persons, to be subject to many

of the same requirements contained in the Firm Element provisions of FINRA Rule 1250.

%8 See Regulatory Notice 11-33 (July 2011).
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Proposed LCFB Rule 125 would not have subjected persons registered with an LCFB to
the Regulatory Element provisions of FINRA Rule 1250, however.

One commenter stated that it was not opposed to requiring registered persons to
undergo additional training and continuing education testing to keep an associated
person’s registration active, but proposed that these requirements be imposed only once
every two years.® Another commenter questioned exempting LCFB personnel from the
Regulatory Element requirements of FINRA Rule 1250, and noted that investment
bankers need to keep up with current rules and regulations as much as other types of
brokers.*

Given that FINRA has revised the proposed registration rules to allow persons
registered with a CAB to hold and retain any principal and representative registrations
that are appropriate to their functions under the registration rules, FINRA believes it is
appropriate to subject associated persons to all of the continuing education requirements
of FINRA Rule 1250, including the Regulatory Element provisions. FINRA has
amended CAB Rule 125 accordingly.

Expungement of Customer Dispute Information

Proposed LCFB Rule 208 (Obtaining an Order of Expungement of Customer
Dispute Information from the Central Registration Depository (CRD) System) would
have subjected LCFBs to FINRA Rule 2080, which sets forth requirements for members
or associated persons seeking to expunge information from the CRD system arising from

disputes with customers. FINRA did not receive any comments on this proposed rule.

59 See 3PM.

60 See Washington U.
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Since the Notice was published, FINRA Rule 2081 (Prohibited Conditions
Relating to Expungement of Customer Dispute Information) became effective.®* FINRA
Rule 2081 prohibits members and associated persons from conditioning or seeking to
condition settlement of a customer dispute on, or otherwise compensating the customer
for, the customer’s agreement to consent to, or not to oppose, the member’s or associated
person’s request to expunge such customer information from the CRD system. The rule
directly addresses any concerns about parties to a settlement “bargaining for”
expungement relief as a condition to settlement and should apply equally to any CAB or
its associated persons seeking to expunge information from the CRD system.
Accordingly, FINRA has amended LCFB Rule 208 also to subject CABs and their
associated persons to FINRA Rule 2081.

Know Your Customer and Suitability

Proposed LCFB Rules 209 (Know Your Customer) and 211 (Suitability) would
have included slightly modified versions of the know your customer (“KYC”) and
suitability requirements of FINRA Rules 2090 and 2111. Proposed LCFB Rule 211(b)
specified that an LCFB or its associated person fulfills the customer-specific suitability
obligations for an institutional account, as defined by FINRA Rule 4512(c), if (1) the
broker or associated person has a reasonable basis to believe that the institutional
customer is capable of evaluating investment risks independently, both in general and
with regard to particular transactions and investment strategies involving a security or
securities and (2) the institutional customer affirmatively indicates that it is exercising

independent judgment in evaluating the broker’s or associated person’s

61 See Regulatory Notice 14-31 (July 2014).
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recommendations. Where an institutional customer has delegated decision-making
authority to an agent, such as an investment adviser or bank trust department, the rule
would have applied these factors to the agent.

One commenter recommended that proposed LCFB Rule 209 be redrafted to
remove any reference to “customer,” instead suggesting that LCFBs should be required to
perform due diligence of issuers, as well as reviews of investors and intermediaries
considering whether to invest in an issuer to ensure qualified status.®> Another
commenter argued that the rule as written is too vague, and that an examiner would be
unable to know if a firm had met its obligations to effectively service a customer.®®

Commenters also were largely critical of proposed LCFB Rule 211. One
commenter stated that it was inappropriate to require a suitability analysis before any
recommendation, and that the rule was written as if an LCFB services retail customers.
This commenter suggested that any suitability analysis should only be required before a
subscription or purchase agreement is signed, and only where an investor is not
represented by a qualified intermediary.®* Another commenter encouraged FINRA to
more clearly define a “recommendation” in this context and reconsider the definition of

“customer” under the proposed rules.®

62 See 3PM.
63 See Sutter.
64 See 3PM.

65 See ABA.
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On the other hand, one commenter stated that LCFBs advise issuers, and that the
KYC and suitability requirements should apply to these types of firms.®® Two other
commenters agreed that LCFBs advise both sell-side and buy-side M&A clients, but do
not make recommendations to customers in the traditional sense.®’

FINRA believes that the KYC and suitability rules should apply to CABs. The
KYC rule requires CABs to use reasonable diligence to know and retain the essential
facts concerning every customer and concerning the authority of each person acting on
behalf of such customer. Facts essential to knowing a firm’s customer are those required
to (a) effectively service the customer, (b) understand the authority of each person acting
on behalf of the customer, and (c) comply with applicable laws, regulations and rules.

The rule is flexible in that it recognizes that the determination of what is required
to service a particular client will always be based on the facts and circumstances of a
firm’s relationship with its client. Likewise, the fact that a firm’s client is a party to an
M&A or other private equity transaction does not alter the need to understand the
authority of each person acting on behalf of the customer, or facts necessary to comply
with applicable laws, regulations and rules. Again, these facts will depend on each
transaction’s facts and circumstances, and the rule recognizes this flexibility.

Likewise, FINRA also believes that CABs should be subject to suitability
requirements. If a CAB does not recommend a securities transaction, as some
commenters assert, then the suitability requirements would not apply. Likewise, the

proposed rule specifies that a CAB or associated person fulfills the customer specific

66 See RWI.

o7 See HighBank and CSP.
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suitability requirements for institutional investors if (1) the broker or associated persons
has a reasonable basis to believe that the institutional investor is capable of evaluating
investment risks independently and (2) the institutional investor affirmatively indicates
that it is exercising independent judgment in evaluating the broker’s or associated
person’s recommendations. If the institutional investor has delegated decision-making
authority to an agent, these factors apply to the agent. FINRA believes that this provision
largely addresses concerns expressed by commenters that the proposed rule applies retail
investor requirements to transactions involving institutional investors. It also recognizes
that a CAB or its associated person may look to an institutional investor’s agent if the
investor is represented by an agent.

FINRA has added supplementary material to proposed Rule 211 to clarify that a
CAB still must have a reasonable basis to believe, based on reasonable diligence, that a
recommendation is suitable for at least some investors. FINRA also has added
supplemental material providing guidance with regard to the institutional investor
exemption from the customer specific suitability requirements. The text of both of these
supplementary materials is taken from similar supplementary materials that follow
FINRA Rule 2111. FINRA believes that these additions will help clarify the scope of a
CAB’s suitability responsibilities under proposed Rule 211.

FINRA also has revised the definition of “customer” to reflect the definition of
this term under FINRA Rule 0160(b)(4). As revised, customer is defined as not including
a broker or dealer. FINRA is making this change to make clear that the definition of

customer under the CAB rules has the same meaning as under the FINRA rules.
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Communications with the Public

Proposed LCFB Rule 221 would have required LCFB communications to meet
the general principles-based content standards of FINRA Rule 2210, although it also
would have prohibited LCFB communications from projecting or predicting
performance. Proposed LCFB Rule 221 would not have required LCFBs to approve
communications prior to use, nor would it have imposed any filing requirements for
LCFB communications.

One commenter recommended that the proposed rule’s content standards include
a “realistic approach” to setting fair and balanced content standards to meet the realities
of representing issuers of securities.®® Another commenter argued that the proposed rule
does not sufficiently protect investors, and that it should require new firms to file
communications with FINRA and require registered principals to approve firm
communications prior to use.”® Another commenter argued that the cost of archiving
emails for three years and reviewing emails periodically is burdensome.”™

FINRA believes that proposed CAB Rule 221 is already sufficiently general to
take into account the institutional nature of CABs’ business models. However, FINRA
recognizes that firms may need to include projections of an issuer’s performance in
communications that are sent to prospective investors, such as pro forma financial
statements related to a business acquisition or combination. For this reason, FINRA has

removed the prohibition on predictions or projections of performance. The proposed rule

68 See 3PM.

69 See CFSC.

70 See Colonnade.
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would continue to prohibit communications from implying that past performance will
recur or making any exaggerated or unwarranted claim, opinion or forecast.

FINRA does not believe it is necessary to include either principal pre-use
approval or filing requirements for CABs given the institutional nature of their business.
CABs will be required to supervise communications, but FINRA intends to allow CABs
the flexibility to determine the best means of such supervision given each firm’s business
model. LCFBs will be subject to the SEC’s record-keeping requirements for emails
under Exchange Act Rules 17a-3 and 17a-4, which FINRA has no authority to alter.

Engaging in Impermissible Activities

Proposed LCFB Rule 240 provided that, upon finding that an LCFB or associated
person of an LCFB has engaged in activities that require the firm to register as a broker
or dealer under the Exchange Act, and that are inconsistent with the limitations imposed
on LCFBs under LCFB Rule 016(h), FINRA may examine for and enforce all FINRA
rules against such a broker or associated person, including any rule that applies to a
FINRA member broker-dealer that is not an LCFB or to an associated person who is not a
person associated with an LCFB. One commenter argued that an LCFB that engages in
impermissible activities should be given a defined remedial period and process for any
unintentional activities of an LCFB until the rules have been in place for a while, given
the potential for rule ambiguity.

FINRA does not believe it is necessary to include within the rule a specific
remedial period for engaging in impermissible activities. FINRA believes that

unintentional violations during a transition period are best handled through the
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examination and enforcement process on a case-by-case basis. Accordingly, FINRA is
not proposing to amend the rule.

Outside Business Activities of Reqgistered Persons

Proposed LCFB Rule 327 would have required LCFBs to be subject to FINRA
Rule 3270 (Outside Business Activities). One commenter urged FINRA to clarify an
LCFB’s supervisory responsibilities when an associated person engages in private
securities transactions away from the firm under NASD Rule 3040, and an LCFB’s
supervisory obligations when an associated person either is also registered with an
affiliated or unaffiliated full-service broker-dealer or refers a customer to a full-service
firm in return for a referral fee.”

An associated person of a CAB would not be permitted to engage in private
securities transactions away from the firm, since such activities would be beyond the
scope of permissible activities for a CAB under proposed CAB Rule 016(c).”> However,
in order to make this restriction more clear, FINRA has added CAB Rule 328, which
would expressly prohibit associated persons of CABs from engaging in private securities
transactions as defined in FINRA Rule 3280(e).

For the same reasons, an associated person of a CAB also would not be allowed to
register with an affiliated or unaffiliated full-service broker-dealer. An associated person
could receive a fee for referring business to another broker-dealer, provided that the

proposed transaction would be permissible for the CAB to conduct itself.

n See CFSC.

& See CAB Rule 014 (“Persons associated with a capital acquisition broker shall

have the same duties and obligations as a capital acquisition broker under the
Capital Acquisition Broker rules”).
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Anti-Money Laundering Compliance Program

Proposed LCFB Rule 331 would require an LCFB to develop and implement a
written AML program reasonably designed to achieve and monitor its compliance with
the requirements of the Bank Secrecy Act and the Department of Treasury regulations
thereunder. The AML program would have to meet many of the same standards that full-
service broker-dealers must meet under FINRA Rule 3310, except that the program
would provide for independent testing for compliance no less frequently than every two
years, rather than every year.

Five commenters stated that AML audits should not be required for LCFBs, since
such firms receive no customer deposits and have no customer accounts.”® Another
commenter argued that LCFBs should only have to implement a customer identification
program (“CIP”) for issuers and intermediaries with which the LCFB does business, and
for investors where there is no intermediary.” However, another commenter stated that
there is no reason to exempt an LCFB from the one-year AML testing requirement.”

Because the Bank Secrecy Act imposes AML obligations on all broker-dealers,
FINRA does not believe it has the authority to exempt CABs from the requirement to
adopt and implement an AML program. However, due to the limited nature of CABS’
securities transactions, FINRA believes it is appropriate to allow CABs to conduct
independent compliance testing of their AML programs every two years rather than every

year.

3 See Growth Venture, Signal Hill, Q Advisors, CSP, and LeGaye.
™ See3PM.

& See CFSC.
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Capital Compliance

Proposed LCFB Rule 411 would impose on LCFBs certain requirements imposed
on full-service broker-dealers under FINRA Rule 4110 (Capital Compliance). Unless
otherwise permitted by FINRA, an LCFB would have to suspend all business operations
during any period in which it is not in compliance with the applicable net capital
requirements set forth in Exchange Act Rule 15¢3-1. The proposed rule also would
authorize FINRA to issue a notice pursuant to FINRA Rule 9557 directing a non-
compliant LCFB to suspend all or a portion of its business. The proposed rule would
impose requirements related to withdrawal of equity capital, subordinated loans, and
notes collateralized by securities and capital borrowings similar to provisions in FINRA
Rule 4110.

Numerous commenters recommended that FINRA either eliminate or
substantially reduce net capital requirements for LCFBs,’® and that FINRA overhaul the
net capital and FOCUS reporting requirements to better apply these requirements to
LCFBs’ business model.”’

The SEC, however, sets these standards under its net capital rules and FINRA
believes that the SEC would have to adjust its net capital requirements before FINRA
could alter the net capital requirements that it imposes under its rules. In this regard,
FINRA has clarified the CAB rules to note that CABs would be required to file
supplemental FOCUS reports pursuant to FINRA Rule 4524 as FINRA may deem

necessary or appropriate for the protection of investors or in the public interest.

7 See Growth Venture and LIATI.

" See 3PM, Colonnade, Bridge 1, CMC, McCracken, RWI, M&A Brokers Letter
Attorneys, IMS, and Stonehaven.



Page 108 of 303

Audit

Numerous commenters urged FINRA to work with the SEC and the Public
Company Accounting Oversight Board (“PCAOB”) to carve out LCFBs from the
requirement to produce audited financial statements.”® Two commenters recommended
that, as an alternative to an audit, LCFBs’ financials could be subject to an AICPA
“review.””® Another commenter recommended that audits not be required unless a firm
has 20 or more employees or $10 million in net revenues.®

FINRA believes that it does not have the authority to reduce or eliminate the
requirement to obtain audited financial statements.

Fidelity Bonds

The proposal would subject LCFBs to FINRA Rule 4360, which requires each
member firm required to join the Securities Investor Protection Corporation (“SIPC”) to
maintain blanket fidelity bond coverage that provides against loss and have insuring
agreements covering at least six enumerated areas. The minimum required fidelity bond
amount varies depending on a firm’s net capital requirements, but in any case it must be
at least $100,000.

Some commenters argued this requirement should not apply to LCFBs, since
fidelity bonds protect against theft of a customer’s funds. Because LCFBs may not

accept or hold customer funds, these commenters argue that the bond requirement makes

8 See 3PM, Achates, Colonnade, Growth Venture, Signal Hill, Sutter, LIATA,
Bridge 1, Q Advisors, Dole, McCracken, HighBank, CSP, M&A Brokers Letter
Attorneys, LeGaye, and IMS.

” See Achates and RWI.

80 See Anderson.
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no sense.®> One commenter noted that an LCFB that issues a fairness opinion should be
required to carry a larger fidelity bond than $100,000.%?

In response to these comments, FINRA has determined not to subject CABs to
FINRA Rule 4360 because of CABs’ unique business model. CABs’ clients would be
limited to issuers of unregistered securities, institutional investors, and parties to a
transaction involving the change of control of a privately held company. CABs would
act as agent only in transactions in which funds flow directly from a purchaser of
securities to the issuer or shareholder of such securities, and would not carry or act as an
introducing broker in connection with customer accounts. In addition, CABs would
belong to a separate FINRA membership category that would make them unique among
all other FINRA member firms. For these reasons, FINRA believes it would be
appropriate not to require CABs to maintain a fidelity bond under Rule 4360.

SIPC Dues

Thirteen commenters argued that an LCFB should not have to pay dues to SIPC
on the ground that an LCFB would not carry or act as an introducing broker with respect

to customer accounts or hold or handle customer funds.®

8l See 3PM, Colonnade, Growth Venture, LIATI, Bridge 1, Q Advisors, Dole,
McCracken, RWI, HighBank, CSP, LeGaye, IMS, and Stonehaven.

82 See Sutter.

8 See 3PM, Anderson, LIATI, Bridge 1, Q Advisors, Dole, McCracken, RWI,
HighBank, CSP, LeGaye, IMS, and Stonehaven.
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Almost all persons registered as brokers or dealers under Section 15(b) of the
Exchange Act must be members of SIPC.3* Because these requirements are imposed by
statute, FINRA has no authority to exempt any CAB from SIPC membership.

Other Comments

Commenters had a number of other observations and recommendations regarding
the proposed rule set, which FINRA addresses below.

One commenter recommended that FINRA relieve LCFBs from the requirement
to review and file hard copies of employees’ stock trading records.*® Another commenter
recommended that FINRA impose the requirements of NASD Rule 3050 on LCFBs.®®
NASD Rule 3050 imposes certain obligations on a member firm that knowingly executes
a transaction for the purchase or sale of a security for the account of a person associated
with another member firm, or any account over which such associated person has
discretionary authority, and on an associated person who opens an account with another
member firm. Among other things, upon written request by the employer member firm,
the associated person must request that the executing member firm transmit duplicate

account confirmations, statements or other information.

84 See Section 3(a)(2)(A) of the Securities Investor Protection Act, 15 U.S.C.
78ccc(a)(2)(A). The only exceptions to this requirement are for: (i) firms whose
principal business is conducted outside the United States, as determined by SIPC;
(i) firms whose business as a broker or dealer consists exclusively of (1) the
distribution of open-end investment companies or unit investment trusts; (I1) the
sale of variable annuities; (I111) the business of insurance; or (I\V) advising
investment companies or insurance company separate accounts; and (iii) firms
that are registered as brokers or dealers solely for the purpose of trading security
futures on an exchange.

8 See Colonnade.

8 See CFSC.
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The CAB rules would not apply NASD Rule 3050 to CABs. FINRA believes
that, due to the limited institutional activities of CABs and their associated persons, it is
not necessary to impose this rule’s obligations on CABs.

Three commenters urged FINRA to eliminate or reduce its assessments on LCFBs
due to the limited level of FINRA oversight of these firms.®” FINRA derives its revenues
from a number of sources, many of which are user fees, such as fees imposed on firms
that file communications with FINRA’s Advertising Regulation Department, or public
offerings with FINRA’s Corporate Financing Department. CABs would not be subject to
many of these user fees since they would not be subject to these filing requirements.
However, CABs would be subject to fees and assessments that apply to all FINRA
member firms, such as the gross income assessment or the new member filing fees.
FINRA believes that it is appropriate to impose these more generalized assessments on
CABs to cover the costs of regulating and examining CAB activities.

One commenter expressed concern that the proposed rule set will lead to differing
interpretations of rules, and will create an uneven playing field with full-service broker-
dealers. This commenter believes that the proposed rule set is contrary to FINRA’s
mission of market integrity and investor protection, and that FINRA and the industry
would be better served by expanding existing rules rather than creating a new rule set.®®

FINRA staff strives to interpret all of its rules in a consistent manner, and it will
make similar efforts to interpret rules consistently if the proposal is approved. To the

extent a CAB rule requires compliance with an existing FINRA rule that applies to full-

87 See Anderson, RWI, and LeGaye.

8 See CFSC.
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service broker-dealers, the staff anticipates that it will interpret the CAB rule in the same
manner as the corresponding FINRA rule. If the CAB rule differs from its FINRA rule
counterpart, the staff intends to interpret the rule consistently with respect to all CABs.
FINRA does not agree that the proposed rule set would be contrary to FINRA’s mission
of market integrity and investor protection. FINRA has carefully crafted the rule set to
include rules that should apply to all broker-dealers, or to broker-dealers that engage in
M&A and other private equity activities with institutional investors, while excluding
from the proposal rules that have no applicability to CABs’ business model, or that would
impose unnecessary burdens given the kinds of activities in which CABs engage.

One commenter suggested that the Federal Trade Commission Red Flag Rules
should apply to LCFBs. This commenter noted that LCFBs may be in possession of
confidential and sensitive information concerning their customers, and that these
customers could be exposed to risks resulting from identity theft.** The proposal would
not impact whether a CAB is subject to the Red Flag Rules adopted pursuant to the Fair
Credit Reporting Act of 1970, as amended.® The application of the Red Flag Rules
depends on whether a broker or dealer falls within the requirements of the SEC’s
Regulation S-ID.**

One commenter noted that the proposed rule set omits FINRA Rule 5150
(Fairness Opinions) and a reference to information barriers, such as the guidance

provided in NASD Notice to Members 91-45 (July 1991). The commenter also

89 See RWI.
% Pub. L 91-508, 84 Stat. 1114 (1970), codified at 15 U.S.C. 1681-1681x.

o 17 CFR 248 Subpart C. See also Securities Exchange Act Release No. 69359
(April 10, 2013), 78 FR 23637 (April 19, 2013).
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recommended that FINRA clarify that the proposed rule set would apply only to broker-
dealers whose enterprise-wide activities fit within the definition of LCFB, and not to
affiliates of large financial conglomerates, even if the LCFB itself only engages in
activities permissible for an LCFB.%

FINRA agrees that FINRA Rule 5150 should apply to a CAB that provides a
fairness opinion that is subject to that rule. Although this rule generally applies to
fairness opinions that are provided or described to public shareholders, it is possible that
a CAB could serve as an advisor in connection with a public offering of securities and
provide a fairness opinion in connection with the offering. In such a case, it would make
sense to require the same disclosures regarding potential conflicts of interest in
connection with the fairness opinion. Accordingly, FINRA is adding new CAB Rule 515
(Fairness Opinions), which would subject CABs to FINRA Rule 5150.

NASD Notice to Members 91-45 was a joint memorandum prepared by the

National Association of Securities Dealers, Inc., the New York Stock Exchange, and a
committee of the Securities Industry Association that explained the minimum elements of
adequate information barrier policies and procedures pursuant to the requirements of the
Insider Trading and Securities Fraud Enforcement Act of 1988. To the extent a CAB
deals with information that would trigger application of this statute or any other insider
trading law, the CAB would be required to have in place adequate information barriers
necessary to meet these requirements.

FINRA disagrees that a CAB may not be affiliated with a broker-dealer that

engages in activities that are not permitted for CABs. As discussed previously, the CAB

92 See Washington U.
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rules would prohibit both a CAB firm and its associated persons from engaging in
activities that are not permitted under the definition of CAB. However, FINRA does not
believe that it would be inconsistent for an affiliate of a CAB to engage in a wider array
of activities; in those cases, the affiliate would be subject to all FINRA rules, and not the
CAB rules.

One commenter urged FINRA to collaborate with the North American Securities
Administrators Association (“NASAA?”) to further reduce regulatory burdens on
LCFBs.”® FINRA cooperates with NASAA representatives on securities regulatory
issues, and expects that its staff will continue to discuss matters of mutual interest
regarding CABs with NASAA representatives in the future.

Another commenter requested that FINRA confirm that LCFBs may serve as
“chaperones” for non-U.S. broker-dealers under Exchange Act Rule 15a-6 by performing
activities that are described in Rule 15a-6(a)(3) and related no-action letters. The same
commenter recommended that FINRA confirm with the states that an LCFB would be
eligible for an exemption from state business broker licensing laws, to the extent that they
exempt other registered broker-dealers.®*

FINRA is not prepared at this time to confirm that all activities listed in Rule 15a-
6(a)(3) and related no-action letters would be permissible for a CAB. For example, these
activities include effecting securities transactions and issuing all required confirmations

and statements, which appear to be activities beyond what would be permitted under the

% See M&A Brokers Letter Attorneys.

% See EYCF.
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CAB definition. Likewise, the question of whether a CAB would be subject to a
particular state’s business broker licensing laws would be better directed to that state.

Another commenter recommended that FINRA work with the SEC, NASAA, the
Commaodity Futures Trading Commission, the National Futures Association, and the
industry to develop a unified simple regulatory approach to regulating broker-dealer
activities on the basis of risk rather than on transaction-based compensation.*> The
commenter’s suggestion is beyond the scope of this proposed rulemaking and would
likely require changes to the federal securities laws.

I11. 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:

(A) by order approve or disapprove such proposed rule change, or

(B) institute proceedings to determine whether the proposed rule change should
be disapproved.

V. 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:

% See IMS.
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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-2015-054 on the subject line.

Paper Comments:

. Send paper comments in triplicate to Robert W. Errett, Deputy Secretary,
Securities and Exchange Commission, 100 F Street, NE, Washington, DC
20549-1090.
All submissions should refer to File Number SR-FINRA-2015-054. 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
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
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should submit only information that you wish to make available publicly. All
submissions should refer to File Number SR-FINRA-2015-054 and should be submitted

on or before [insert date 21 days from publication in the Federal Reqister].

For the Commission, by the Division of Trading and Markets, pursuant to

delegated authority.*®

Robert W. Errett
Deputy Secretary

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

Regulatory Notice

Limited Corporate Financing
Brokers

FINRA Requests Comment on a Proposed Rule Set
for Limited Corporate Financing Brokers

Comment Period Expires: April 28, 2014

Executive Summary

FINRA is soliciting public comment on a proposed rule set for firms that meet
the definition of “limited corporate financing broker” (LCFB). An LCFB is a firm
that engages in a limited range of activities, essentially advising companies
and private equity funds on capital raising and corporate restructuring. The
rule set would not apply to firms that carry or maintain customer accounts,
handle customers’ funds or securities, accept customers’ trading orders, or
engage in proprietary trading or market-making.

The proposed rules are available as Attachment A at

Notice should be directed to Joseph P. Savage,
Vice President and Counsel, Regulatory Policy, at (240) 386-4534.

Action Requested

FINRA encourages all interested parties to comment on the proposed rule set.

Comments must be received by April 28, 2014.
Comments must be submitted through one of the following methods:

» Emailing comments to

» Mailing comments in hard copy to:

Marcia E. Asquith

Office of the Corporate Secretary
FINRA

1735 K Street, NW

Washington, DC 20006-1506

S
~ -.:.'
4

FINra »

Financial Industry Regulatory Authority

February 2014

Notice Type
» Request for Comment

Suggested Routing

» Compliance
> Legal
» Senior Management

Key Topics
» Corporate Restructuring

» Limited Corporate Financing
Brokers

> Mergers & Acquisitions
» Private Equity Funds

Referenced Rules & Notices

» FINRA Rule 1000 Series
» FINRA Rule 2000 Series
» FINRA Rule 3000 Series
» FINRA Rule 4000 Series
» FINRA Rule 5122

» FINRA Rule 8000 Series
» FINRA Rule 9000 Series
» FINRA Rule 10000 Series
» FINRA Rule 12000 Series
» FINRA Rule 13000 Series
» FINRA Rule 14000 Series
» NASD Rule 1000 Series
» NASD Rule 2000 Series
» NASD Rule 3170



http://www.finra.org/notices/14-09
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mailto:pubcom@finra.org

February 2014

To help FINRA process comments more efficiently, persons should use only one method to
comment on the proposed rule set.

Important Notes: All comments received in response to this Notice will be made available to
the public on the FINRA website. In general, comments will be posted as they are received.?

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 filed with the SEC pursuant to
Section 19(b) of the Securities Exchange Act of 1934 (SEA or Exchange Act).?

Background & Discussion

Some FINRA-regulated firms are solely corporate financing firms that advise companies

on mergers and acquisitions, advise issuers on raising debt and equity capital in private
placements with institutional investors, or provide advisory services on a consulting basis to
companies that need assistance analyzing their strategic and financial alternatives. These
firms often are registered as broker-dealers because they may receive transaction-based
compensation as part of their services.

Nevertheless, these firms do not engage in many of the types of activities typically
associated with traditional broker-dealers. For example, these firms do not maintain
customer accounts, handle customer funds or securities, accept orders to purchase or sell
securities either as principal or agent for the customer, exercise investment discretion on
behalf of any customer, or engage in proprietary trading of securities or market-making
activities.

FINRA is proposing to establish a separate rule set that would apply exclusively to firms
that meet the definition of limited corporate financing broker. An LCFB would be subject to
the FINRA By-Laws, as well as core FINRA rules that FINRA believes should apply to all firms.
The rule set would include other FINRA rules that are tailored to address an LCFB’s business
activities.

General Standards (LCFB Rule 010 Series)

Proposed LCFB Rule 014 provides that an LCFB and persons associated with an LCFB will be
subject to the FINRA By-Laws (including the schedules thereto), unless the context requires
otherwise, and the Limited Corporate Financing Broker Rules. Proposed LCFB Rule 015
provides that the LCFB Rules do not apply to transactions in, and business activities relating
to, municipal securities as that term is defined in the Exchange Act.

LCFB Rule 016 sets forth basic definitions modified as appropriate to apply to an LCFB.
The proposed definitions of “limited corporate financing broker” is particularly important to
the application of the rule set.

2 Regulatory Notice
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The term “limited corporate financing broker” would include any broker that solely engages
in one or more of the following activities:

> advising anissuer, including a private fund, concerning its securities offerings or other
capital raising activities;

> advising a company regarding its purchase or sale of a business or assets or regarding
its corporate restructuring, including a going-private transaction, divestiture or merger;

advising a company regarding its selection of an investment banker;
assisting in the preparation of offering materials on behalf of an issuer;

providing fairness opinions; and

vV VvYyy

qualifying, identifying or soliciting potential institutional investors.?

A firm would be permitted to register as, or change its status to, an LCFB only if the firm
solely engages in one or more of these activities.

The term limited corporate financing broker would not include any broker or dealer that:

» carries or maintains customer accounts;
» holds or handles customers’ funds or securities;

» accepts orders from customers to purchase or sell securities either as principal
or as agent for the customer;

> possesses investment discretion on behalf of any customer; or

> engages in proprietary trading of securities or market-making activities.*

Member Application and Associated Person Registration (LCFB Rule 100 Series)

The proposed LCFB Rule 100 series sets forth the requirements for firms that wish to
register as an LCFB. The proposed LCFB Rule 100 series generally incorporates by reference
FINRA Rules 1010 (Electronic Filing Requirements for Uniform Forms), 1122 (Filing of
Misleading Information as to Membership or Registration), and 1230(b)(6) (Operations
Professional), and NASD Rules 1011 (Definitions), 1012 (General Provisions), 1013 (New
Member Application and Review), 1014 (Department Decision), 1015 (Review by National
Adjudicatory Council), 1016 (Discretionary Review by FINRA Board), 1017 (Application for
Approval of Change in Ownership, Control, or Business Operations), 1019 (Application to
Commission for Review), 1090 (Foreign Members), 1100 (Foreign Associates) and IM-1011-1
(Safe Harbor for Business Expansions). Accordingly, an LCFB applicant would follow the
same procedures for membership as any other FINRA applicant, with four modifications.

>  First, an applicant for membership that seeks to qualify as an LCFB would have to state
in its application that it intends to operate as such.

Regulatory Notice 3



» Second, in reviewing an application for membership as an LCFB, the FINRA Member
Regulation Department would consider, in addition to the standards for admission set
forth in NASD Rule 1014, whether the applicant’s proposed activities are consistent
with the limitations imposed on an LCFB under LCFB Rule 016(g).

» Third, proposed LCFB Rule 116(b) sets forth the procedures for an existing FINRA firm
to change its status to an LCFB. If an existing firm is already approved to engage in the
activities of an LCFB, and the firm does not intend to change its existing ownership,
control or business operations, it would not be required to file either a New Member
Application (NMA) or a Change in Membership Application (CMA). Instead, such a firm
would be required to file a request to amend its membership agreement or obtain a
membership agreement (if none exists currently) to provide that: (i) the firm’s activities
will be limited to those permitted for an LCFB under LCFB Rule 016(g), and (ii) the firm
agrees to comply with the LCFB Rules.®

Fourth, proposed LCFB Rule 116(c) sets forth the procedures for an existing LCFB

to terminate its status as such and continue as a FINRA firm. Such a firm would be
required to file a CMA with the FINRA Member Regulation Department, and to amend
its membership agreement to provide that the firm agrees to comply with all FINRA
Rules.®

The proposed LCFB Rule 100 series also would govern the registration and qualification
examinations of principals and representatives that are associated with an LCFB. These
rules incorporate by reference NASD Rules 1021 (Registration Requirements — Principals),
1031 (Registration Requirements — Representatives), 1060 (Persons Exempt from
Registration), 1070 (Qualification Examinations and Waiver of Requirements), and 1080
(Confidentiality of Examinations), and FINRA Rule 1230(b)(6) (Operations Professional).
Accordingly, LCFB firm principals and representatives would be subject to the same
registration and qualification examination requirements as principals and representatives
of other FINRA firms.

However, LCFB firm principals and representatives would be eligible for fewer registration
categories.” LCFB principals would be eligible to register as a general securities principal
(Series 24), limited principal — financial and operations (Series 27), limited principal —
introducing broker/dealer financial and operations (Series 28), and limited principal —
general securities sales supervisor (Series 9 and 10). LCFB associated persons would be
eligible to register as a general securities representative (Series 7), limited representative

— corporate securities (Series 62), limited representative — private securities offerings (Series
82), limited representative — investment banking (Series 79) and operations professional
(Series 99).

4 Regulatory Notice
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Proposed LCFB Rule 125 would subject an LCFB to continuing education requirements

that are more streamlined than those imposed on other firms under FINRA Rule 1250.
Proposed LCFB Rule 125 would not impose any Regulatory Element continuing education
requirements on an LCFB, but would impose Firm Element requirements. The Firm Element
requirements would apply to any person registered with an LCFB who has direct contact
with customers in the conduct of the firm’s corporate financing activities, and to their
immediate supervisors.

The proposed rule would require an LCFB to establish and implement Firm Element
programs that are appropriate for the LCFB’s business, to administer the program

in accordance with its annual evaluation and written plan, and to maintain records
documenting the program’s content and completion by covered persons. The rule would
require covered persons to take all appropriate and reasonable steps to participate in
continuing education programs required by their firms. The rule also would authorize FINRA
to require an LCFB to provide special training to its covered persons in such areas as FINRA
deems appropriate.

Duties and Conflicts (LCFB Rule 200 Series)

The proposed LCFB Rule 200 series would establish a streamlined set of conduct rules.

An LCFB would be subject to FINRA Rules 2010 (Standards of Commercial Honor and
Principles of Trade), 2020 (Use of Manipulative, Deceptive or Other Fraudulent Devices),
2070 (Transactions Involving FINRA Employees), 2080 (Obtaining an Order of Expungement
of Customer Dispute Information from the CRD System), 2263 (Arbitration Disclosure to
Associated Persons Signing or Acknowledging Form U4), and 2268 (Requirements When
Using Predispute Arbitration Agreements for Customer Accounts), and NASD Rule 2420
(Dealing with Non-Members) and IM-2420-1 (Transactions Between Members and Non-
Members).

LCFB Rules 209 and 211 would impose more streamlined know-your-customer and
suitability obligations than are imposed under FINRA Rules 2090 and 2111.

Proposed LCFB Rule 221 is an abbreviated version of FINRA Rule 2210 (Communications
with the Public), essentially prohibiting false and misleading statements.

Under proposed LCFB Rule 240, if an LCFB or associated person of an LCFB had engaged in
activities that would require the LCFB to register as a broker or dealer under the Exchange
Act, and that are inconsistent with the limitations imposed on an LCFB under LCFB Rule
016(g), FINRA could examine for and enforce all FINRA rules against the broker or associated
person, including any rule that applies to a FINRA broker-dealer that is not an LCFB or to an
associated person who is not associated with an LCFB.

Regulatory Notice 5
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Supervision and Responsibilities Related to Associated Persons
(LCFB Rule 300 Series)

The proposed LCFB Rule 300 series would establish a limited set of supervisory rules for an
LCFB. An LCFB would be subject to FINRA Rules 3220 (Influencing or Rewarding Employees
of Others), 324 (Borrowing from or Lending to Customers), and 327 (Outside Business
Activities of Registered Persons).

Proposed LCFB Rule 311 would subject an LCFB to some, but not all, of the requirements

of FINRA Rule 3110 (Supervision) and, consistent with Rule 3110, is designed to permit

an LCFB flexibility to tailor its supervisory systems to its business models. An LCFB would

be subject to many of the provisions of Rule 3110 concerning the supervision of offices,
personnel, customer complaints, correspondence and internal communications. However,
an LCFB would not be subject to the provisions of Rule 3110 that require annual compliance
meetings (paragraph (a)(7)), review and investigation of transactions (paragraphs (b)(2)

and (d)), specific documentation and supervision procedures for supervisory personnel
(paragraph (b)(6)), and internal inspections (paragraph (c)).

Proposed LCFB Rule 313 would require an LCFB to designate and identify one or more
principals to serve as a firm’s chief compliance officer.

Proposed LCFB Rule 331 would require each LCFB to implement a written anti-money
laundering (AML) program. This is consistent with the SEC’s requirements and Chapter X
of Title 31 of the Code of Federal Regulations. Accordingly, the proposed rule is similar to
FINRA Rule 3310 (Anti-Money Laundering Compliance Programs); however, the proposed
rule contemplates that an LCFB would be eligible to conduct the required independent
testing for compliance every two years.

Financial and Operational Rules (LCFB Rule 400 Series)

The proposed LCFB Rule 400 series would establish a streamlined set of rules concerning
firms’ financial and operational obligations. An LCFB would be subject to FINRA Rules 4140
(Audit), 4150 (Guarantees by, or Flow through Benefits for, Members), 4160 (Verification
of Assets), 4360 (Fidelity Bonds), 4511 (Books and Records — General Requirements), 4513
(Records of Written Customer Complaints), 4530 (Reporting Requirements), and 4570
(Custodian of Books and Records), and NASD Rules 1150 (Executive Representative), 1160
(Contact Information Requirements) and 3170 (Mandatory Electronic Filing Requirements).

6 Regulatory Notice
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Proposed LCFB Rule 411 includes some, but not all, of the capital compliance requirements
of FINRA Rule 4110. An LCFB would be required to suspend business operations during any
period a firm is not in compliance with the applicable net capital requirements set forth in
SEA Rule 15¢3-1, and the rule also would authorize FINRA to direct an LCFB to suspend its
operation under those circumstances. Proposed LCFB Rule 411 also sets forth requirements
concerning withdrawal of capital, subordinated loans, notes collateralized by securities and
capital borrowings.

Because an LCFB would not carry or maintain customer accounts, it would have more
limited customer information requirements than is imposed under FINRA Rule 4512.8 Each
LCFB would have to maintain each customer’s name and residence, whether the customer
is of legal age (if applicable), and the names of any persons authorized to transact business
of the customer. An LCFB would still have to maintain all records required under SEA Rules
17a-3 and 17a-4.

Proposed LCFB Rule 452 establishes a limited set of requirements for the supervision and
review of a firm’s general ledger accounts.

Investigations and Sanctions, Code of Procedure, and Arbitration and Mediation
(LCFB Rules 800, 900 and 1000)

Each LCFB would be subject to the FINRA Rule 8000 series governing investigations and
sanctions of firms, other than FINRA Rules 8110 (Availability of Manual to Customers),
8211 (Automated Submission of Trading Data Requested by FINRA), and 8213 (Automated
Submission of Trading Data for Non-Exchange-Listed Securities Requested by FINRA).

An LCFB would be subject to the FINRA Rule 9000 series governing disciplinary and

other proceedings involving firms, other than the FINRA Rule 9700 series (Procedures

on Grievances Concerning the Automated Systems). Proposed LCFB Rule 900(c) would
provide that any LCFB may be subject to a fine under FINRA Rule 9216(b) with respect

to an enumerated list of FINRA By-Laws, LCFB Rules and SEC Rules under the Exchange

Act. Proposed LCFB Rule 900(d) would authorize FINRA staff to require an LCFB to file
communications with the FINRA Advertising Regulation Department at least ten days prior
to use if the staff determined that the LCFB had departed from LCFB Rule 221’s standards.

An LCFB would be subject to the FINRA Rule 10000 series (Code of Arbitration Procedure),
12000 series (Code of Arbitration Procedure for Customer Disputes), 13000 (Code of
Arbitration Procedure for Industry Disputes) and 14000 series (Code of Mediation
Procedure).

Regulatory Notice 7
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Request for Comment

FINRA requests comment on all aspects of the proposed rules, including any impact on
institutional customers and issuers, potential costs and burdens that the proposal could
impose on an LCFB, and any cost savings and reduced burdens that the proposal would
create for an LCFB. FINRA also requests comment on whether an LCFB should be subject
to any FINRA Rules that are not included in the proposed rule set.

FINRA particularly requests comment concerning the following issues:

» Does the proposed rule set provide sufficient protections to customers of an LCFB?
If not, what additional protections are warranted and why?

» Does the proposed rule set appropriately accommodate the scope of LCFB business
models? If not, what other accommodations are necessary and how would customers
be protected?

> Isthe definition of “limited corporate financing broker” appropriate? Are there any
activities in which broker-dealers with limited corporate financing functions typically
engage that are not included in the definition? Are there activities that should be
added to the list of activities in which an LCFB may not engage?

» Are there firms that would qualify for the proposed rule set but that would choose
not to be treated as an LCFB? If so, what are the reasons for this choice?

» What is the likely economic impact to an LCFB, other broker-dealers and their
competitors of adoption of the LCFB rules?

> FINRA welcomes estimates of the number of firms that would be eligible for the
proposed rule set.

» Proposed LCFB Rule 123 would limit the principal and representative registration
categories that would be available for persons associated with an LCFB. Are there any
registration categories that should be added to the rule? Are there any registration
categories that are currently included in the proposed rule but that are unnecessary
for persons associated with an LCFB?

» Should principals and representatives that hold registration categories not included
within LCFB Rule 123 be permitted to retain these registrations?

» Does an LCFB normally make recommendations to customers to purchase or sell
securities? Should an LCFB be subject to rules requiring firms to know their customers
(LCFB Rule 209) and imposing suitability obligations (LCFB Rule 211) to an LCFB?

» Does the SEC staff no-action letter issued to Faith Colish, et al., dated January 31, 2014,°
impact the analysis of whether a firm would become an LCFB? Is it likely that some
limited corporate financing firms will not register as a broker consistent with
the fact pattern set forth in the no-action letter, or will they register as an LCFB?

8 Regulatory Notice



Endnotes

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 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.

See proposed LCFB Rule 016(g)(1). An LCFB would
not be permitted to qualify, identify or solicit
potential purchasers of securities unless the
purchaser meets the definition of “institutional
investor.” However, an LCFB would be allowed
to serve clients (such as individuals or entities
seeking advice on securities offerings or sales of
businesses) who do not meet the “institutional
investor” definition.

The term “institutional investor” would have the
same meaning as that term has under FINRA
Rule 2210 (Communications with the Public). The
term would include any:

+ bank, savings and loan association, insurance
company or registered investment company;

- governmental entity or subdivision thereof;

+ employee benefit plan, or multiple employee
benefit plans offered to employees of the
same employer, that meet the requirements
of Section 403(b) or Section 457 of the Internal
Revenue Code and in the aggregate have at
least 100 participants, but does not include
any participant of such plans;

February 2014

- qualified plan, as defined in Section 3(a)(12)
(C) of the Exchange Act, or multiple qualified
plans offered to employees of the same
employer, that in the aggregate have at least
100 participants, but does not include any
participant of such plans;

- other person (whether a natural person,
corporation, partnership, trust, family office
or otherwise) with total assets of at least $50
million; and

+ any person acting solely on behalf of any such
institutional investor.

See proposed LCFB Rule 016(f).

FINRA purposely does not propose to define
“institutional investor” based on a more inclusive
standard, such as the definition of “accredited
investor” in Regulation D under the Securities Act
of 1933. See 17 C.F.R. § 230.501(a). The LCFB Rules
are intended to govern the activities of firms
that engage in a limited range of activities, such
as advising companies and private equity funds
on capital raising and corporate restructuring.

As part of these activities, an LCFB would be
permitted to qualify, identify and solicit potential
institutional investors, as defined by the LCFB
Rules.

FINRA's regulatory programs have uncovered
serious concerns with the manner in which firms
market and sell private placements to accredited
investors. Application of the LCFB Rules to

firms that market and sell private placements

to accredited investors would require FINRA to
expand the applicable conduct rules and other
provisions. Therefore, lowering the threshold

of “institutional investor” would eviscerate the
benefits of a streamlined rule set.

© 2014 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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See proposed LCFB Rule 016(g)(2).

There would not be an application fee associated
with this request.

Absent a waiver, such a firm would have to pay
an application fee associated with the CMA. See
FINRA By-Laws, Schedule A, Section 4(i).

See proposed LCFB Rule 123.
See proposed LCFB Rule 451(b).

See Faith Colish, Esq., Carter Ledyard & Milburn
LLP, et al., SEC no-action letter (Jan. 31, 2014).
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EXHIBIT 2b
Alphabetical List of Written Comments
Regulatory Notice 14-09

1. John Ahern, Compass Securities Corporation (April 28, 2014) *

2. Rick Alvarez, CPA, Capital Markets Compliance (“CMC”) (April 25, 2014)

3. James W. Carter, Ernst & Young Capital Advisors, LLC (“EYCA”) (April 28,
2014)

4, Faith Colish, Esg., Martin A. Hewitt, Esq., Eden L. Rohrer, Esq., Linda Lerner,
Esq., Ethan L. Silver, Esq., and Stacy E. Nathanson, Esq., (“M&A Brokers Letter
Attorneys”) (April 28, 2014)

5. Donna DiMaria, Tessera Capital Partners (April 28, 2014) *

6. Donna DiMaria, Third Party Marketers Association (“3PM”) (April 28, 2014)

7. Catherine T. Dixon, Committee on Federal Regulation of Securities, Business
Law Section of the American Bar Association (“ABA”) (May 21, 2014)

8. Richard B. Dole, ASA, CFA, Dole Capital, LLC (“Dole”) (April 25, 2014)

0. Leanne Erickson, Eaton Partners, LLC (April 28, 2014) *

10. Brian X. Fitzgibbon, Fitzgibbon Toigo Associates, LLC (April 28, 2014) *

11.  Weldon G. Fleming, Jr., LIATI Capital, LLC (“LIATI”) (April 18, 2014)

12. Saverio Flemma, SE Advisors, LLC (“SFA”) (April 23, 2014)

13. Eli Gabay, Growth Venture Partners (“Growth Venture”) (March 12, 2014)

14.  Stephen A. Gaines and Dennis W. O’Neill, HighBank Securities, LLC
(“HighBank”) (April 28, 2014)

15. Stacy Havener, Havener Capital Partners LLC (April 28, 2014) *

16.  Chester Hebert, Colorado Financial Service Corporation (“CFSC”) (March 21,
2014)

17.  Tony lanni, Ernst & Young Corporate Finance (Canada) Inc. (“EYCF”) (April 25,
2014)

18. Steven Jafarzadeh, CAIA, CRCP, Stonehaven, LLC (“Stonehaven”) (April 28,
2014)

19.  Antoine C. Kemper, Jr., Butler Capital Partners (April 28, 2014) *




20.

21.
22,

23.

24,
25.

26.
27.

28.

29.
30.
31.
32.
33.

34.
35.
36.
37.
38.

39.
40.
41.
42.
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Tom Korzenecki, Grand Avenue Capital Partners LLC (“GAPC”) (March
6, 2014)

Tiffany Lauterbach, CSP Securities, LP (“CSP”) (April 28, 2014)
Daniel E. LeGaye, The LeGaye Law Firm, P.C. (“LeGaye”) (April 28,
2014)

Gregory M. LeNeave, Anderson LeNeave & Co. (“Anderson”) (March 12,
2014)

Joseph M. Lydon, Goal Consulting LLC (April 28, 2014) *

Keith McCracken, McCracken Advisory Partners (“McCracken”) (April
28, 2014)

Robert G. McGroarty, Bridge 1 Advisors (“Bridge 1) (April 23, 2014)
Roger W. Mehle, Achates Capital Advisors LLC (“Archates”) (March 5,
2014)

John Stuart Miller, Colonnade Securities LLC (“Colonnade”) (March 6,
2014)

Frank P. L. Minard, XT Capital Partners, LLC (April 28, 2014) *
Robert A. Muh, Sutter Securities Incorporated (“Sutter”) (April 1, 2014)
Richard A. Murphy, North Bridge Capital LLC (April 28, 2014) *

Ron Oldenkamp, Genesis Marketing Group (April 28, 2014) *

Robert E. Patterson, Signal Hill Capital Group LLC (*Signal Hill”)
(March 20, 2014)

Peter Pavlina, Hamersley Partners (April 28, 2014) *

Gilman C. Perkins, Perkins Fund Marketing (April 28, 2014) *

Andrew Phillips, Hamersley Partners (April 28, 2014) *

Paige W. Pierce, RW Smith & Associates, Inc. (April 28, 2014) *

Paul Poggi and Andrew D. Tino, Harris Williams & Co. (“Harris”) (April
28, 2014)

Sandra Powers, ARK Global LLC (April 28, 2014) *

David N. Pringle, Fells Point Research LLC (“Fells”) (April 28, 2014)
Steven Rubenstein, Arrow Investments, Inc. (April 28, 2014) *

Michael S. Quinn, Q Advisors (“Q Advisors™) (April 25, 2014)




43.
44,

45.
46.
47.
48.

49.
50.
51.

*
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Lisa Roth, Monahan & Roth, LLC (April 28, 2014) *

Howard Spindel and Cassondra E. Joseph, Integrated Management Solutions
USA LLC (“IMS”) (April 28, 2014)

Lou Stough, CFE, AIW, LLC (“AIW?”) (April 2, 2014)

Kenneth Sweet, Reliance Worldwide Investments, LLC (“RWI) (April 25, 2014)
James L. Tovey, JLT Capital Partners LLC (April 28, 2014) *

Andrew F. Tuch, Washington University School of Law (*“Washington U.”)
(April 28, 2014)

George Vick, Frontier Solutions, LLC (April 28, 2014) *

Bruce A. Williamson, CFA, Fortress Group, Inc. (April 28, 2014) *

Michael Wren, Hamersley Partners (April 28, 2014) *

These commenters wrote a short email or letter supporting 3PM’s comments.
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Braintree, MA 02184
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HE: Commont on LCFB rule sot ragarding Net Capital Compliance

Mz, Asguith,

{r1
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Stan&ard ratio requiremenl. Currantly, the Al ralio ragquirgment increases g member
firm's minimurm net capital requirament {MNCR) a5 a result of & member fim's
aggregate current liabilities (liabllitlas due within 12 manths), Most member firms who
will qualify as a LCFB will have a £5,000 MNCR which will ingréase from time-to-lime as
a result of the LCFB's agaregate hiakulities,

The most commen cument [lability that cavsaes a maember firm's MNCR to increase
above $5,000 is commissions or concesslon payakls to sales representalives as a
resull of a receivable from an invasiment banking transadtion 1hat closes, bul the
receivable has not baan collected. [n mpst cases this recaivabla is collested between 2
ta 5 days from the day of closing and the payabla ta 1he represantative is paid shortly
aftar it has been raceived. Most member ims that will quallfy as a LCFB actually don't
haye an oblipalion to pay 1h& commissians Or ConNcassion payable until the revenue is
recaived because they have wntian agreements with Ihe sala representatives that
waives the sales representativa’s right to recaive payment of the commission or the
concession until the member firm has recaived payment. Howaver, accarding to GAAP,
the commis=ion or concession payahle is required to be bocked al the same time the
CoOmMIission or concession recaivable is booked ragardless of the agresment in place.
Because of the manner In which the Aggregate Indabtedness Standard (Al ratio
requiremeant is curmantly writtan and applied, 1his |labllily increases the member firm's
MNCR. Balow is an axample of how tha Al standand affects a member fimm's MMCR:

A member firm has exacuted agreamants wilh all sales rapresentatives that waive their
right to receive any paymeant from the mambear flrm until such time that the member firm
receives the payment dus from the issuer in ¢leared lunds, The same member firm
closas an invastment banking transactlon on December 31, 2013, which yields a

©
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finance brokers (“LiZ7Bs”) described in Financial Industry Regulatory Authority (“FINRA”)
Repulatory Hotice 14-048 (the “LCFE Rules"). Emsi & Young Capital Advisers, LLC ["E¥YCA }is a
broker-dealer registered with the U5, Secaurities and Exchangs Cammission (“SEC"] and has teen a
member of FINRA since 2310, EY'CA i3 alsu repisiered in Afly-theee LS. states and termitonies.
ETCA™s pnreary business aclivities consis of {17 advising public and privale instindconal clients
regarding mergers and acquisitions. corpedale reslruciunng, and capidal raising activities, including
SOCLTitiCs Offerngs and debl refinancing, and (2} identifying and solicating investaess in private
placements.

W e commend FTNEA far proposing thal broker-dealers like EYCA be subject (o a 3mited rule
selin liew of the B[ panoply of FTNRA rules 10 which they currently are subject The LCFE Rufes,
For imstanee, include streamlined requirements regarting comemunications with the public,
SUPErYISLION, arnd continuing education thal are appropriate for broker-dealers that do not kandle
custesner funds or securities or commaunicate with or execute trades For retail cogtiomoers. For such
broker-dealers, the LCFE Rales previde weleome relief from requiresnenrds that are unnecessary and
castly. Altkough EYCA has nat vet determirad whether it wowld opt for reggstration as an LCFB if
the LCFB Rules wers adopted, we submit this letter to highlight twe modifications e, or
clanfications «f, the LCFB Fules that, if adepred, would enhance the patential wilicy of the LCER
registration czlegory for EYCA and similaly siuated member Smms. In particalar, we believe
FIWEA should (1] pezmit LOFBs o solicit institationz] accredited investors when participating in the
private pacemeni af secerities, and (2] permit LCFBs to mairiain licenses that are not referensed in
LLFB Rule 123 for represeriasives and principals.

L Soticitimg Imstiturisnel Aceredited Investars

Linder LCEE Bele916[hI(L), only broker-dealers thar qualifi, iderizf, ac salicic “institutional
inwestors” as defined in LCFE Eu'e 02 &) would be 2logpble o register as LOFBs. As FINEA
acknowledged in Eegulatory Noliee 14-08, the definition of “instwtignal investor™ in LOCFEB Ride
QL& 1} is mere resimictve than the defnition of "accredited mvestzs™ in Regulaticn I under the
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Securities Act of 1933. For instance, and most significantly from EYCA’s perspective, whereas
broker-dealers that participate in private placements pursuant to Rule 506 of Regulation D are
currently permitted to solicit institutions with total assets in excess of $5,000,000, LCFBs generally
would be prohibited under LCFB Rules from soliciting institutions with total assets of less than
$50,000,000 (unless they fell into one of only a few categories of entities enumerated in the LCFB
Rules, such as banks or registered investment companies). Thus, broker-dealers that otherwise would
be eligible to register as LCFBs would be prohibited from doing so if they solicited institutions with
total assets of between $5,000,000 and $50,000,000. We urge FINRA to permit broker-dealers that
solicit such institutions to register as LCFBs.

FINRA justifies this gap in LCFB eligibility by noting that “[a]pplication of the LCFB Rules
to firms that market and sell private placements to accredited investors would require FTNRA to
expand the applicable conduct rules and other provisions.”' Tt is not clear whic! t

L 1s — and so the key consideration when determining whether existing '_"-ZRA rules should
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' FINRA Regulatory Notice 14-09, note 3.

? For instance, if, as a consequence of permitting LCFBs to solicit accredited investors, FINRA elected to incorporate into
the LCFB Rules FINRA Rule 5123 (Private Placements of Securities), which imposes a filing requirement on broker-
dealers that sell securities in private placements, doing so would have no effect on LCFBs that solicit institutional
accredited investors because broker-dealers that solicit such investors are exempt from the requirements of the rule.
FINRA Rule 5123(b)(1)(J) exempts offerings sold to accredited investors described in Securities Act Rule 501(a)(1), (2),
(3), or (7) — i.e., institutional accredited investors.

3 SEC Securities Act Release No. 6683 (Jan. 16, 1987) (proposing, among other things, to include corporations and
partnerships with total assets in excess of $5,000,000 within the scope of the definition of “accredited investors” for
purposes of Regulation D).



Page 136 of 303

II. Maintaining Registration Licenses Not Referenced in Rule Set

LCFB representatives and principals should be permitted to retain licenses that are not
referenced in LCFB Rule 123. As discussed below, the potentially transient nature of the LCFB
registration category may cause representatives and principals of an LCFB to become associated with
a non-LCFB broker-dealer within a short period of time. Consequently, representatives and
principals may hesitate to associate with an LCFB unless they are permitted to retain licenses that are
not referenced in LCFB Rule 123.

Several aspects of the LCFB registration category could dissuade representatives and
principals from associating with an LCFB unless they are permitted to retain non-required
registrations. First, under LCFB Rule 240, FINRA may require an LCFB to register as a non-LCFB
broker-dealer iZ = =RA determines that the LCFB “has en il ‘r_ activities ha: ire the firm t

==c-nd. under LCFB Rule 116(c)- an L"=_% may become a non-LCFB broker-dealer by filing an

SR o apoed =l 0T £ TEETE i g I nm mem opwereors of ez mx Fi 3 A
eI EmesTar D D5 BRSO T Eorh = aoeneioe = Ll Em-inrm-—i-—_—x.
meioermahad F e REESOT i oo wr oA Gt Te L0T S o ol T e o P neeads e

:‘Egiz-":.:'z‘_?s..'e'_jjﬁ'iir s ® sty 3 oos- L0 S b= dealer

W ey SN I peT prioaals EEE.‘E[I‘EE:E’-’&EES-:::E'HT:‘ CF2s mr==r
e A = oo rerecel I FA Rt i 25 Spact T, LOFS 52 12 e hd shoc ] per ™
LiFB: o ard=r & tepdst=iin For 2 [Eeser s e o0 priocpe. *Z-:-:ga;-;-:—re;-r:ae:ﬁ:i-e-z
pocsl i s e raraden s Tt e b e tes tasems T =2
remreser Einve o el mspecnels. by Ssmece = TFS sbooit e e w g s 2
Semees 12 fommse TLirad Bopresemes e f e noeetar "1""-___.|"'I'-E*E'.|:IES=}E”"'-‘:E'
BCvElr 2=t s oorpoeE s oes o bt o e E_H-L—gix-uem v Semes S
bxzmre Ly Fapresaneve—orpoers Secae st

W Eec s Tor e ey T coramee o e propessd DO TH Rl Pl do oow
ST T TE T T 213 ECEL A s moa b TR o Hsoes a0 v e T oesos anTessel T P
=i or s ovher =oped o e o=t

Sincerely,

ames W. Carter
Chief Executive Officer

* We note in this regard that FINRA’s proposed Rule 1210 would permit FINRA members to maintain a non-required
registration for a representative or principal “provided that such person is engaged in a bona fide business purpose of the
member.” FINRA Regulatory Notice 09-70.
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Faith Calizh, amer Ledvand & M- Tam LLP
slama A Hewill, Amcrmey al Laa
Edzn L. Rchrer, Crowell & Menra LLE
L-oda Lener, Crovecl | & Mozing LLP
E:tan L. Silves, Cartar Ledyard & Slilkain LL2
Smcy B Xathenzon Anom:y o Law

Apal 2820014

Yiaeman o pubcom@lingm oo

MW= hfarcia E_Ascsith

ice of the Corporzie Seoretay
FIPA

21535 K Street. bW

Washicgien, DT 2000 | S0

Dear Ms. Asquui:

‘This comment Letter &= subrnitted on bebalf of the six lawyers who authored the recent request o
the SEC with respect to M&a Brokers, whach relief was ranted by the stafT in a Mo-4Aciica
Lerter made publicly availahls on Januarcy 30, 2014 and arrended February 4, 2004 {the "¥&A
Brokers Letter”). W'e submit this comment letter with respect te FINRA's praposed nifs set for
firms that meed the defioetion of “limited corporate finapcing roker™ ("LCER™ ithe “LOFR

Rule Pmp-z}sal'”}.1

A s propased by FONR A, an LOFE 5 a fitm that engapges it a limited range of activities,
essenitally advising companies and private equity funds oo capital raising and cerporate
resmuciuring, and “solicifing” investments from "institabonal investors." We applasd FINEA in
reeogniziog the ralionale proposed by the ABA Task Fomce for Private Placement Brokers fhe
“Task Force™) and enunciaced in ats 2002 repart (the 2005 Task Force Report™} calling fora
traker-dealer lemzted category of zepismation. However, we do e helieve tbat the languape in
the LCFB Rule Proposal is clear emeuzh, nor as proposed, goes far enough o imit the casts ard
ather additional burdens to which these rypes of limited broker-dealers are currently subject.

FIMEA has specifically saught comment as 1o whether the &4 Brokers Letter impacts 1he
analys1s of whether a firm would deveme an LCFH and whether 1 is kely that some Limited
corperats financirg firms (a) will not repister as a broker consistent witk the fac patiezn sel forth
in the M:&4 Brokers Letter. or (b)) will becoze FINRA members and qualify as an LOFB. Thers
i& o reasom under the MA A Brolers Leder for persons acting within (s pamametess ko be
regulated as an LCFB o register as any other tvpe of broker. The SEC has effect vely carved

ez Limiled Corpasae Finawing Boekers al FIXELA Begulaleey Mevioe 14409 {Fobruary 2014), avalablc al
hitprsve sy liare oopstwca grocpeindusiry: EuE e giiinalic &l noame nbs! it cesip 4 S8 6 pd{
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Al Mzrca E. Asguih
Apnl 22201

Peo= 1 o 5
L=

o4l thes zlzgon o7 hracers Zom all regstatien mcuiremesis. prasided they zhide by the

P =meeTs 26 St = Lhe WAA Bookoers Leomrer. Bacawse %1% A Srckess ame ot egorzdio
rezisiar eith the 580 the areinelzible Tor memership with FIN R4 end enned be recuizd o
b rzgulatzd s LCFBs. Oaly A2 rodozrs w ha w i 1o condot 20tivinies oo mside tie Toar
coevers of Lthe ME A Eiers Lamer (e patizipar=e in caxer! reming wohviizs] = ill ke zligklz
lor mermbe=ip = an LOFA of soeme arher booer mezey

o2 lave not 2diressad each ol vo_r reques s Jor comomines, Sus rather w sl 1oopoint oo oor kav
CONRCETS

Fre FInA2A%s exziaraiion of what az LCFB can and canees do s amthizuous znd nesds o be
saer] rmote slearis. As descrizad o the procosz. and mone thorcuzhbe baloaw, an L2738 zan
salizil siEes it s Nevestheless, propesad ' 01&h Y 5:3725 73210 the teo LCFB
s oot inctzde a brocer-deater the aonepts Snders Fom cosiamers 10 ponchase o e
seCunes. 35 aenl Tor = awmtorer.. . oy permiilicg soliciiasion San not the aoczprace of
onders FISRA, —2zns that a= LCFB may eneage in eJecting tensactions b that fies.

Custaerser 13 at leastan instituticnal inwestor (or zs we propose below, qualified purchaser), and
that the peohibation against an LCFB from accepting customer orders te purchase o1 sell
SCCUNNes, even a5 agent, was not inlended by FINEA o limitan LCFB from engaging in capsral
raising.

We alsp belicve that FINRA should lower the sconarmic threshald of the tipes of customers an
LCFB may solicit in erder toelfert these private placements without compramising the geal of
inwvestar pratection. The “gualified purchaser™ staadard of the Investmeni Company Act of
|94 is, we believe, a much more appropriate skandard. While, an LCFB would be allpwed 10
serve clients such a5 individuals or enbities seeking advice on securities offerings or sales of
businesses who do nat meet the “insthirutional investor” definition, an LCES is more resericted in
the category of investors 1hat it can gualify, idectify and solicit 1o invest in 2 ransaction,

The term “instituticnal investor would bave the same meaning as that teom has usder FTYRA
Rale 210 {Commanications with the Public). The term penesally meludes banks, savings and
l4n sssociabions, insuranes companies, regisiered inveshment companies, governmental eobbes,
emplovee benehil plans, qualified plans, or ether persons {iocluding nanaral persons,
coTparations, parnerships, trusts, family affices or eiheraise] with tatal assets of at [2ast 350
millian or any persen acting selely on behalf of any such institutianal investo:.

* See Rule DLECRY | %]

Tosusc A0w-20aW5 1 A geecTied porceaser mzsl mees ok o the Sllorezg caleras 21 Tndivadpals who aem $% mulben n
invesumenis; B Stk ong. invealoes sk ooawn 525 llioa inoinveskmesis, & & family owsed comeeny Lhal oans 53 illien o
isnrsimenis; dj Frr s malk leis than 525 millios, 3 e shere the prosies and mch sersen b conem bulcs 35ser: o thz =
i5 & Chaalifoe Porchaser, el A " Cualifed Inucociional Borper” onder ule 1364 of te 51 AcL zacest thal “ded! ey ieder Aale
144 ragt =gt the 525 moon slandand of e 1945 A0, sgiher v ce 520 million scaland af Pt 443,

M4 company oamed benelicially onbe by Oresic“ed Pusthisess; S, 2 company wall 2 be deeed 1o be a qualilied
Furchaser ifil s forced oo die spec iz Jurposes T aguining the secusities offened by & I[cH T fied.
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LCYEBs swhile stil]l providing mean:ngful invesior protections. We are mindful o he vital role
played by state securities regulalors in meaitaring activities of seeurilies intermediares. We
arge FINRA o conhinus to werk closely with representabves of MASAA inajeint effart tmo
devise a meae appropriate framework for limited business brokers. W'e aleo recomumensd tha
FINRA work with the SEC o devise a better investor prolechon meachanism than a 55,0
miRiewm net capatal tequirement.  This may require a fidelicy bond or perhaps a fund, 10 which
LCFBs must canmbute and that could te drawn upen in cases of fraud or other lass by an LCFE.
[tis impartant i note that individual states may have certain fidelicy bond requirements and 1hes
it 15 cratical that they be consulted as well in arder 1o make 1he final rle se1 more efficien 2nd
oost effective. Additiemally, we believe that FENEA should eliminate the requiremena for an
annual audichy PCADE accountants. These requirements seem entirely unnscessary and arduly
burdersarne from & financial point of view given the limited business af LCFBs, 1he fact that
they do e execie securidies ransactions, mainlain costomer aceounés or bold funds or
securides. Should eegulators wish to assure themselves that an LCFB or its principal has oot
recgived customer fumds, the regulator could accomplish that poal far eore effectively by
reviewing the relevant bank ascount achvity,

For similar reasons, the requiremeat 10 file FOC LS Reperts on a guarterly basis, and che
oPligaticn te have a Financial and Operatens Principal (FINGP) whe has passed either the
Series X7 or the Semes 2B exam could be elimirated. It may be more effective to coacentrace
SCAME FogulakTy resaurces om escrow requiremnents, general salizitation issues, offenog
documentatign [in order <0 e atle to affirmatively establish the availabiliny of the
excmptiang, wr name & few. Repulators coold require a designated principal i cemplae
simphized traniog that wauld cover the very limited accounting skills and knowledpe requited
for thiz typz of broker-dealer ralber than requiring a FONOP, Withoul lessening the financial
burden ¢f operating a firm, there is little incentive for a ficm te become an LCFB rzther thaa &
broker-gealer. Likewise, FINRA could aretibate very focused examination and continuing
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discussed for Retained Assovciales.

k.

W'z sappoit FINRAS objective e provide a brozer-dealer limaled calegary aof -epismatice.
Honwewer, fioe e reasens Gitad abewe, we bel-ave that the rule propaszl falls shert ef praviding
an etficzent and cost effective lmited resiration for LCFBs. The six lawwers appreciare the

JppTunicy 10 comment cpom FENRA s rale proposal,

Sircerely,

Farih Colish, Esq. Carer Ledvard & Milkbum 12 P
martin A, Hewoit, Esq., Attomey ar Law
Eden L. Rehres, Exq . Crowsll & Moging LLP

Linda Lemer. Esq., Crowell & Morng LLPF

Ezhz L Silver, Exg., Caster Ladyard & Milbum LLP

Sy E Nalianzan, Eso , Allermey at Law
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i #i TESSERA

Capital Poarinety

Member FINRA / SIPC, MA Registered with the SEC and MSRB
April 28, 2014

Marcia E. Asquith

Office of the Corporate Secretary FINRA
1735 K Street, NW

Washington, DC 20006-1506

Re: Regulatory Notice 14-09
Dear Ms. Azaith.

W T =3 =M 7L —ember specializing in third party marketing services. Tessera offers traditional
long-only investment management services as well as alternative investments to institutional
investors and financial intermediaries. 1am also a member and a part of the Board of Directors for
Third Party Marketer’s Association (3PM). | have had an opportunity to review 3PM’s comprehensive
comments regarding the rule set proposed by Regulatory Notice 14-09 for Limited Corporate Finance
Brokers (LCBD). | urge FINRA's Board to carefully consider 3PM's thoughtful and informed
commentary, which has earned my strong support.

Respectfully yours,

s

Donna DiMaria
CEO & CCO

125 Sully’s Trail, Suite 4B e Pittsford, New York 14534 e (585) 203-1480 @ www.tesseracapital.com
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g panies that need assistance analyzing their strategic and financial alternatives

(Limited Corporate Financing Broker or “LCFB”).

While we applaud the steps that FINRA has taken to move this initiative forward by establishing a
working group of industry participants and undertaking a revised rule set, we believe that the proposed
rule set requires amendments and changes in order to effectively address the nuances related to the
constituency of LCFBs, in order to provide a clear roadmap for regulators, including regulatory
examiners in their oversight efforts, and to afford appropriate investor protections.

To that end, this letter we will set forth our comments, suggestions and proposed amendments as
applicable in the hope that we can participate in the forward-moving momentum of this initiative.

Rule 016. Definitions

Because the LCFB does not engage individual consumers in the same manner as full service BDs, the
term “customer” does not fit in the vernacular of an LCFB. For regulators, regulatory field examiners
and industry participants seeking to draft internal working procedures that both conform to regulations
and address their business and operating needs, use of the term presents a fundamental obstacle.

In discussion with FINRA staff members we have ascertained that point (f) in the definition of a “LCFB” is
intended to bring the institutional investors we work with into the definition of “customers”. We feel,
however that the way in which point (f) is written is unclear and leaves room for interpretation. Point (f)
states that a LCFB is any broker that engages in any one or more of the following activities - qualifying,

Page 1
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wenbilying or sollothnr potential Institutional Investors. FINAR asseres that rhds clacse shauald Be read 1y
oean that an "instidutional veslar” m roceiving corporate franomp services from a LCFY and s thus a

"rastupper”,

The definition, however, could be Interpreted to mean thar gualiying, Wdemtifying o

soliciting, potential instifutlonal iInwrstors 15 a0 verviter Lhat Depelils the manager, fund wponsor or [ssuer
ndl L “lostitulivnal investor®. Rather than force the definitlon Into existing terms, we belisue a moie
sound approach involves clear new debinicons rallareel g the basines af o LGB,

Wo propose that the term “customer” be climinated fram 1hi LCFB rules. nts plade, wio regmmengl
the follawing tenims:

L

"Bider” - A Manger, Fund Sponsor, &8, Offerer ar ather similar parson or organirarian that
cngages the services al a LCFB.

"Invasigr” — any peryun, whether a nstural person, corporathon, partnership trust, family
offlce or otherwise, that commits or |5 solicited 1o commit rmoney or Capital (o th [Ssoer,

L]

defined In FINAA Rule 2210 with same modidlcatians, One sych modificatfen should include
allawlng Qualified Purchasers, a3 defined In section 2{a){%1}{a] of the Investment Company
Act of 1940 |15 US.C. HO2 -2 {ali51)A)), t0 he includod in the definition of “Qualified
ivesiers”,  While we recognlze FINRA's concerns with fowering the threshold af
“Institutional Investor” ta "accredit investars”, we see (ualiting Purchasers as 4 prudent snd
rivasgnatll sandard for the 1g/lowing reasons:

v wduld provide & standard consistent with the highest requirements af
alternative Investment funds themselves mandated by the SEC - {30)i7)
funds varsug A{ejf 1} hunes - and by extension other private placements and
uliernative investments; and

' owiuld reduce smbigulty and Inconsistency with SEC rules both whars
third pParty markaters and placendnl agents LOniuet Business directly with
trwirstars andd indirectly through consultants, wealth managers and other
investment advisors who sarve as Intermndiarisg fpe the actual (epal and
Benefic|al lnvaslors,

Intermedlary - a Federally regulated entity that is compensated by an Invastor 10 acl on |13
behalf by engaging in any ane of the tallowing activitles:

= Advise the investor regandlng 08 inyeshimen) palicy
" Delermine 4 target asset allocation
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=  Provide education on new investment opportunities
® Qualify, identify and select investment managers to handle mandates
consistent with the Investors target allocations and risk tolerance

We believe these definitions clearly describe the counterparties involved in LCFB and provide a
meaningful foundation and common vernacular for industry participants, regulators, regulatory
examiners and investors alike. We believe these definitions effectively remove ambiguity and ensure
the consistent application of rules as they are intended. Furthermore, by using terminology that more
accurately reflects the business of a LCFB, we would eliminate any inconsistencies or uncertainty that
currently exists in the proposed definitions.

Rule 116. Application for Approval of Change in Ownership, Control, or Business Operations

While FINRA has eliminated the need for members changing their status to a LCFB to file a CMA /NMA,

without the expense of transition or the need to file a CMA for at least the first year of the category’s
availability. We believe by making the transition period less complex and costly, FINRA will help to
facilitate a broader adoption of the new rule set while allowing LCFB's to put these resources towards
the revision of their compliance program.

Rule 123, Categories of Registration

3PM proposes that FINRA waive the S99 examination requirement for small firms who have a registered
principal assigned to the covered functions outlined in the rule. We believe that the requirements of
Rule 1230 should only apply to unregistered individuals handling any of the covered functions outlined.

Rule 125. Continuing Education Requirements

FINRA is waiving the RE requirement for LCFB, but is reserving the right to require firms to take
educational courses if mandated. We would not be opposed to the requirement for additional training
so long as the training is applicable to the LCFB’s business and relevant from an industry perspective. In
general, we support the requirement for CE testing to keep licensure active, but propose a two-year
frequency which we believe to be more reasonable.

Page 3
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that the intermediary meets all applicable licensing standards, business and experience
standards, among other reviews.

Auke 1. Suitabilty

We bebewe that Fde 111 is essanbial 1o proreicing meaningful, defning reguirements for LCFEs. Beca.se
¢ the unigue natume o whick LCF3s eoncuct 1heir busmiess, me oeSess that Aube 211 must ba O by
Crrfled 5o that regulators, inchAdi-g reguleory @sa~iners, and indusiry personnel alke will find 2
common Erordl, ad a fer mane seche regulabery regime. We be ey thet 1he Rule as cumertly
drafted does nin adeqate'y capture aspects of the suisabiity process thes ére snherent 1 LCFBS, and,
imooEntYy, thad it does cat slegualely provids for i~westor prebecans.

We zlewe the rubs as proposed ik e bwa peianry regands:

i1 by requrng the suabd ity atak=es ta be performed befors any ecpmmesdatior, and
2+ by dafin'ng sutablity m berms ap-dicabd 10 retril irseshors.

“oresiedy these isues, we prupass that e ek be red el @2 genaraly descrced bem:

Fezadig tme tmig ol 1the L. @15y anabpse, we sncamiegs FIhEA o 'ecograe t-at the process of
diigence related o offerings renging From orivats pacemects clered ba Imeestocs ane OoasFied
Imaeoes, te placerients, —ergers and aoqusitions of nusi-ewsacs ol al sires is orpoing ane of- e does
n, and stauld n>, cotdoece u-td e ceel s dossd. We bebeve incorparation of B ovooess s



Page 146 of 303

gesal Do vt e wC e o cl e tae—de g s o PR As enoa aea
Fhih = a2l s= 5 & t12 -0 s Bt P s thesry avziss be co o= &y e b= e
SLSIETEE ST ETI O DIt IC DR & SETWT 5SSO0 hoa oF T BLE SRS TE WX
peored e LFY =2 e e oo = X o v e s T Tt e e S s
W™ T I TE aalEEETy TR TS e s, wE 31 el DX s Dot Settioes

-

Lol s et o B ey TN
-1

T e s d D anuTed | peroe TEaSma e Dens iy el ere s g aact
TEner be e T paced
 Tme LTE shoud DereIosa B perrml A e EirEies nisis siiih T aodtens e g
2y Tmerme ooy w B et T doeslanes: e LT e perT s oo Teoags
the coderberg Seentse o3 e 5 The 5o ket e oew o Hha et orn deoewes
ra e FETadare 5 a2 £ e o =ha o o her e a0
EoEseTs T3 TEr SerE 2 Lared fdees ad T aadied reestors”

Intermediary”).

© The LCFB should be required to perform a suitability analysis similar to that required by the
institutional investor exemption as per Rule 2111 for every “Qualified Investor” for which it
directly conducts business (not through an intermediary). The requirement for a “Qualified
Investor” to provide an affirmative indication of independent judgment should be waived.
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Rule 240. Engaging in Impermissible Activities

As proposed, FINRA may impose severe penalties on a LCFB if the firm engages in any activities that
require the firm to be registered as a broker or dealer under the Exchange Act. To ensure an
evenhanded approach, modification would include explicit language outlining a defined remedial period
and process for any unintentional activities of an LCFB until the practical application has played out
which will likely illuminate these areas of the Rule framework which warrant additional precision.
Egregious and intentional disregard of an LCFB would still fall into the enforceable realm of FINRA
authority.

Rule 331. Anti-Money Laundering Compliance Program

Program (CIP) requirements to conform to the business of a LCFB. Specifically, 3PM recommends that
LCFB's should be required to implement a CIP as follows:

— For allIssuers and Intermediaries with which the LCFB does business
— For all Investors when there is no Intermediary involved.

Fude AL Spia Complianoe

Ir eeves T proposer Fale 211 2houd] et T mineT o et pepe e st = 55000
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We be'ive tha: thic approsch is simply another attempt by both FINRR anG the SEC 10
standardize repartng regardless ol fit exther than make the appropriate changes required far
LCFAs 1o property aszess their firzncial viability ard abvity te pratect rvestors,

A specific sswee that itustrates this disconmeot 15 demeasdrated thoaugh the rewenue gereration
framewedd relative o precate placerent actraty. When gayment = due, 3 LCFB will ook a
receivable for tha incenlive fep owed 10 the firm. dften a carrespondng papabile will be
establisbed that would pass-through a portion of that {ee to the registered rearesentative wha
gels pa 2 commissian on that fea. Both of these entries are in campliarce with the SEC and
AR standards. A disconnect, howewver pcoars in the firm's caloulation of ret cagital. Under SEC
ru%es, the currerd ned capital cabculation does not allow the accrued peceprainle ta be offser by
the payabd= thatm directhy related to it Instead, the entire met commission payahle is requred
to be reorded as ageregate indebtedness (Al), in effect requiring the LCFE to double count the
payable. Thiz mathadalogy does el adhese by GAP standards which weuld allow for 1he
carresporrding offset 1o the receable. Furthemmore a significant number af PCADE registered
Acccuntants believe thail thi is the impraper way o recard revenue or cakulste Al By
folkawirg the SECs mandated approach, the LEFR is nat accurately reflecting s true @pital
CONCon.

+  Supplemental Stotement of Ineoee (™SS0 - In an atterpt ta gatker new irformation and
intelligence, FINAA implemenied the 5500 The 5501 acarparated pew goestions ard data
requests regarding 1 financial conc™ion af rmermber Frms. 'While the goal of 1his exercise was
worthwh'le, we bafieoa that the results FINFA recerves fram these farms are inaccL rate dae @
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Rule 414. Audit

costs of such audits, which will be absorbed by the broker dealer community, is growing exponentially.
The rule requiring PCAOB audits was initially intended to cover firms working with public entities, not
small, broker dealers like those that are covered by the LCFB rule set. Furthermore, the PCAOB interim
inspection program findings simply are not relevant to LCFBs, and would therefore would not be found
in the audits of our firms.

We believe that FINRA should work with other Authorities and Government Agencies, in this case the
PCAOB, to help carve out small broker dealers, specifically LCFBs from this new oversight requirement.
Please see the Appendix for a report entitled PCAOB Audit Oversight and Small, Non-Public Non-
Custodial Broker-Dealers; Attributes-Based Analysis of the Broker-Dealer Risk Profile which supports
3PM'’s perspective.

Rule 436. Fidelity Bonds

3PM feels that Rule 4360 is not applicable to LCFBs and should be omitted from the rule set. Continuing
to subject LCFBs to this Rule does not make sense and offers no protection to the LCFB or investors.

The LCFB proposal did not make any changes to Rule 4360 and as such LCFBs are still required to obtain
a fidelity bond. A fidelity bond insures a firm against intentional fraudulent and dishonest acts
committed by employees and registered representatives under certain specified circumstances. In cases
of theft of customer funds, a fidelity bond generally will indemnify a firm for covered losses sustained in
the handling of customers' accounts. Since, by definition, an LCFB is not permitted to hold or handle
customer funds or securities, this rule is irrelevant to LCFBs. Under the current rules, LCFBs are required

1
im
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to secure costly insurance policies that would protect us and our customers from bankruptcy. While in
theory the idea is sound, in practice if an LCFB was ever sued for wrongdoing, the fidelity bond policy
would not cover our firms or provide the bankruptcy protection the Rule was designed to provide. Since
this rule does offer any type of protection, LCFBs are wasting capital on premiums that could
alternatively be used to support business operations.

Additional Rules Not Covered in the LCFB Rule Set

3PM believes that LCFBs should be exempt from membership in SIPC. Furthermore, while we
understand that FINRA was not the authority that mandated compliance with SIPA, we do believe that
FINRA is in a position to assist the LCFB community in its mission to seek relief from this irrelevant
requirement.

LCFAs. 1PM would howeser like to mabke cdear cor thaughts on the relevanoy of this ACe ba LOFB firms.

3IPC was creatsd under the Sacuriies Inveslo- Prolection Act as a ronproft meribeshp rorperaticr.
SIPC gersees the liquidatior of member Erokes<deaars that tase wher the hrober-cxaler is bankropt
or i Frarcial trootde, amd Customer 3ssets are missing. In a liguidation uwder the Serurities Invesbosr
Fratecton Act, & AC and the cgurt-a apoinizd Toostee work b rebsms sustmmers' securities and cash as
quikly 3s passibbe. Within inits, SIPC especites the retum of missarg customer praperty by protectirg
each tustomer up bo 5500, 000 for sequrites and tash |inchecdfrg @ $.250,000 limit Far casa ol

L @ an rmportant par of the owerall systern af irvestor srolection in the United States. 'While a
number of fedara’ and sfate securites agencies and self-nzgulstory organizatiors deal with cases cof
imeestment fraud, SIPC's focus s bath different and narrow: restoring oestamer cash and sacurities left
“4the hands af ankrupt ar mberwise Francally troubled Arokerase firms.

N SIPC's gwn wiords, their misseon directly refabes 10 protect-g costoner assabs.  LEFS firens iy
cfinition "' oof indisdke anp broder or deofer that corrias or THANETNS SUSToMmer oocms, hokds or
troalies qetomers” funds o Teveanties, ooorsts onders fram ousTomiers R purdfirse o seff seranties os
i principal or o5 an ggent for the customer™, As<uch, LCFB are centinualy paging assessments an L
resEnues = en he 3'FC b -d ta sooders investos thet will never raquive covesage From such an ewent
froma LCFR. This rabeis nod praperk algned wh the business of LOF3 2ed creates sigr Sicz nt expenses
12 LCFBs wiihe o peovicng any targibbe beneht. 1 realitp LOFSs 270 payrg inta a furd that re mburses
imestars Tar somebody 252 wnongedo'rg warch = an unfair praclios.
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* Does the proposed rule set appropriately accommodate the scope of LCFB business models? If
not, what other accommodations are necessary and how would customers be protected?

We do not believe that the current rule set as written is relevant to the LCFB business model for
the reasons articulated above is our discussion on the proposed rule set for LCFBs.

* Is the definition of “limited corporate financing broker” appropriate? Are there any activities
in which broker-dealers with limited corporate financing functions typically engage that are
not included in the definition? Are there activities that should be added to the list of activities
in which an LCFB may not engage?

We believe that definition of LCFB is appropriate.

® Are there firms that would qualify for the proposed rule set but that would choose not to be
treated as an LCFB? If so, what are the reasons for this choice?
We believe that firms may forego the new registration category until details regarding the
NMA/CMA process are better defined. In particular, the cost of switching registration types and

potential enforcement may outweigh the benefits gained by changing categories. For this
reason, we request that consideration be given to preliminarily offering the LCFB registration as
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a category (in lieu of “Other”) subjecting the relevant portion of a firm’s business to the new
rules, as opposed to requiring an all-or-none decision. This would facilitate an orderly transition
for firms, lessen the learning curve for examiners, and generally reduce the margin for
unintended consequences.

* What is the likely economic impact to an LCFB, other broker-dealers and their competitors of
adoption of the LCFB rules?

3PM does not believe that this rule will have a meaningful economic impact on the LCFBs that
are eligible to operate under this proposed rule set. We are not convinced that firms will adopt
the rules unless and until LCFB registration eliminates costly and, we would argue irrelevant,
financial audits and reporting, AML Independent Testing, and SIFMA registration.

The belepw intarmation was excerpted from a repot presented toe PCADE in earty 2013, While
the dala may nok be as corrent a5 we wauld like we Believe numbers reflect avighle estimate af
thee firms that woule be eligible ta register as a LCFB.

FINRA, defines a small firm is any firm with 150 or Tewer licensess, or registered representatives.
FINRA is comprised of appreesmatety 44900 firms of which B5% are cateporized 25 small firms. A&
significant percentage af smakl broker-dealers thal have only 2 or Fewer business lines, have lese
than $1mm in annual revenve, andfor engage in business lines swch as grivate placements,
mergers and acquisitins, and other such bysiness lines which would fall under the @tegary of
LCFB.

These types of small broker-dealers are readily identifrable using BrokerChech, FINRA's public
resource for brabersfealer background reviews, or through i1s centeal data depasitoey (CRD)
with the following aoranyms:

w  Grther

*  PLA = Progate Placemeni

»  PLA and Cther

4 the 4400 FINRA broker-deslers registered, the statistacs reveal the falfowing:
+ 101 proker-dealers repert that private plazerment activity is tF gir only business line:

» 1M broker-dealers da net fail into ary of the custamary FINRA Luginess lines and disclose
“Other” as *heir ondy ling of business, Mast of thess describe their business as mesgers and
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* LCFB firms may be acting as a solicitor for direct participation programs and may have
associated persons holding the Series 22 and 39 registrations

* LCFB firms offering private placements whereby the Issuer is a CTA may be required to
have associated person who hold the Series 3, 30, 31 or 32 registrations

¢ LCFB firms offering private placements whereby the Issuer’s strategy involves options
may hold the Series 4 and 42

* LCFB firms may have associated persons holding the Series 14 examination

As such we believe that FINRA should not restrict the principal and representative registration
categories for persons associated with a LCFB.

e Should principals and representatives that hold registration categories not included within
LCFB Rule 123 be permitted to retain these registrations?

within LCFB 123 would be penalizing a professional for choosing to engage in a regulatory
scheme that was more relevant to their current business operations. The financial industry has
long been categorized by inventive and driven people who often change firms or focus several
times throughout their careers. We believe allowing a LCFB to maintain additional registrations
would be no different than someone who changed roles in a firm and continued to maintain
registrations used in a previous role.

¢ Does an LCFB normally make recommendations to customers to purchase or sell securities?
Should an LCFB be subject to rules requiring firms to know their customers (LCFB Rule 208)
and imposing suitability obligations (LCFB Rule 211) to an LCFB?

We believe that there are firms that would otherwise qualify as a LCFB that make
recommendations to customers. We believe that our recommendations regarding the
fundamental definitions of counterparties and their respective roles in suitability address
concerns that may exist or arise from recommendations of this type.

* Does the SEC staff no-action letter issued to Faith Colish, et al., dated January 31, 2014,9
impact the analysis of whether a firm would become an LCFB? Is it likely that some limited
corporate financing firms will not register as a broker consistent with the fact pattern set forth
in the no-action letter, or will they register as an LCFB?
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In general, 3PM members conduct a business that is very different than the business conducted
by Faith Colish et al. As such we do not believe that this would be a reason for any of our
constituents to choose not to register as a LCFB.

3PM does not believe that many FINRA members meeting the definition of this rule will convert their
registration to this category. Our reasoning is that there are just not enough meaningful changes to the
rule which would make it more conducive to the business of LCFBs. LCFBs are currently spending a great
deal of time and resources following rules that are not appropriate or applicable to our businesses.
These are resources that can alternatively be applied to making meaningful enhancements to our
business and compliance operations.

While we are pleased that FINRA took on this initiative and convened a working industry group to
address the issue, the feedback solicited from this group was only related to the definition of an LCFB
not the underlying rule set. We believe that FINRA should have taken the initiative at least one step
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PCAOB Audit Oversight and
Small, Non-Public Non-Custodial Broker-Dealers

Attributes-Based Analysis of the Broker-Dealer Risk Profile
January 2013
Report Objectives

Since its inception, the PCAOB has exerted diligent efforts to carry out its mission of
investor protection. When Dodd Frank expanded the scope of PCAOB authority to include
oversight of the audits and auditors of broker-dealers, the broker-dealer community
responded with recommendations for exclusions of certain types of broker-dealers. While
forging ahead with an interim audit program, Board members have continued to express
thelr mterest in identifying and understandmg trends related to broker dealer attributes,

Lo 22 & . Lol S L |

- -y - R vttt

an update to data prev1ously shared in March 2011, and asserts that broker-dealers of
limited size and/or with limited business purposes present little or no risk relative to the
scope of PCAOB responsibilities to protect investors. To best ensure that risk is adequately
considered, the report includes an analysis of SIPC distributions through 2012 based on
dollar amount and broker-dealer attributes.

Data presented in this report may lead to other useful trend analyses, including the
consideration of excluding other types of firms, such as introducing firms, firms with
minimum net capital of $5,000, or firms with less than $1mm in annual revenue.

Background

To FINRA, a small firm is any firm with 150 or fewer licensees, or registered
representatives. FINRA is comprised of approximately 4400 firms of which approximately
85% are categorized as small firms. But ‘small’ is relative. To a research analyst, a small cap
company is one with $300 million to $2 billion in market capitalization. The JOBS Act,
designed to lower the regulatory burdens for small companies intending to go public
applies to companies with less than $1billion in revenues. By stark contrast, many of the
smallest broker-dealers are scattered along a broad spectrum of characteristics and
attributes much smaller than any of these standards.

Low Risk Broker-Dealers Based on FINRA Data

Significant percentages of small broker-dealers have only 2 or fewer business lines, have
less than $1mm in annual revenue, and/or engage in business lines that do not inherently
indicate high percentages of risk, such as ‘application way’ mutual funds, variable annuities,

Prepared by Lisa Roth, Aliya Kaziyeva 1 619-283-3500
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privige placements, muergees and acquis(tiong, and other such business lines. Many of thege
firnws aperate under a minimum per cppital reguiremaent ol $5,000.

Amall broker-dealers charagteriged by business lines are readily ldentitionbbe using
BrakerCheck, FINRA' public resonrce for broker-dealer hackground reviews, ve through
It2 centrul dala depositery (GRD) with the Totlowing acronyns:

*  MER - Mulual Funds Hetaller

«  MIRand VA

& {NMher

= LA - Private Macemint

= PLA and Oeher

* VLA - Variable life {nsurance or anouities

Of thue 4400 FINRA reglstered hraker-dealurs, the stalistics veveal Lhe following:

* 191 broker-dealers repuort that private placement aclivily is thisjr anly business line;
bl TTA hrplean s pa ey =k f00 ‘—o any Of the CUStOﬂ]al'y Flr‘lmq L:.UL‘““!.' 5 ‘-L”(
ed-::g('i b tlitfir bu:

== s wewess wenoeae o they engage solely in private placeinent agent anu
“other” activily, ugain describing the other aclivity as mergers, tuquisitions and
placement agent ur third party marketing services.

Cumulatvely, these 806 firms represent a class of brokev-dealer that does pot apén
securitios ar invesimient accaunts, does not carry or introgduce assets or securitics, and
which tlacs not have customers in the retall sense. The business activitios of these fifmes
are governued hy contract, and are not transagtiona),”

Canslder also the follewing approximate number of firms that only engage in retail fales to
cuswomers by application:

* 39 brokerdealers report that thetr naly business line 13 retall sales of mutual funds.
Qut of these 3% firms, all but 3 have fewer than 25 employees;

* 21 broker-dealers offer only variable annuities, 16 of the 21 report hayving fewer
than 50 employees;

* 87 broker-dealer firms disclose having anly two business llnes, mutvual funds and
variable annuities. #2% of these companies have fewer than 10 employees.

The 147 broker deaters described above rngage selely in ‘appitcatinn-way'’ business, which
means that thelr business |5 limfted to purchases and sales of funds andfor anpuitles
uccamplished through direct pepersbased application 1o the mutual fund or annnlry
companies. These companies do nol have custody of customet funds or securlties, and alsoe
do not have clearing arrangements {they are nov ‘fatroducing’). Ruther they operate
through selling agreements with mutual fund and apnoity companies, which are
themselvis regulated by the SEC.

Prepared by Lisa Roth, Aliya Kaziyeva 2 619-283-3500
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SIPL welgred Cn £zairst a stalutory exsrcspion for broker-dealers during Comgressional
deliberations regarcing the PCACGR's scope of authority over brcaer-desier aud = Later, 7o
respeisse tathe recasst by broker-dealer trade asecciatic=s and cchers encci raging FC403
b cacre out inoducing braker-dealers from its zudit socoe, SIPC age=n wrore to PCADE io
Fawar af an all-*ndusive audit arogram, cbng stetistics reganding ils payvouls related o
introdunmg broker-desler ligaidations in particu:ar.

While 2IPC payouts may be used as a measure of risk, ever SPC kas never uaderzoce
consderation of liqguidssion coverage for the types o small broker-dealers discussed ir this

Tepeet

In cthiz oombext, a Teview of SIPC digtribudons lor the past 5 wears demonsirates thar
companies with anly 1 ar 2 &asiness types or attribectes 1o the Zallowing cor-hinations
peesart little or oo sk af inscivency for iwestors: Jn fact, no hreker-dealer witk & or fewer
Bisiness lines, Inclucing these listed belos has every been represented an S12€ bamiarolls:

=  MFE - Muruzl Fiands BEeziler

= MFRand '¥LA

+ grher

* PLA - Privete Placement

* PLAand D=0

* LA - VanakleZife Jrsurance cr anninsies

Low Risk Broker-Dealers Based on PCAOB Data

Prepared by Lisa Roth, Aliya Kaziyeva 3 619-283-3500
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PUADK S mbertmoandd pragram preliminaty results, reported August 2072, reveal cortain
niiterind westknesses (n Bl progeams. While the findings appisie propartioncly
signilicant, the resalts aiee less waorrlsome {0 o gontext o smll broler-desbers ax
sunirarized in the tible bulow:

Finding

Iexe 'rllptlnn

Supplemental
Repurt on Material
Inaacleguacies

Exemption
PMruvisiony
Customer

piratection Rule

from
ook

l'.'ustl:'lmer
Protection Rule

21 of 23 <hid not acleguately test for
confrals related to salepwarding
SUCUTITHS

AL 14 auelits of BBs clalming
exempriong (o 1503-3 did oot fully
comply with comditions ol the
eaemption

Application ta Small  and |
Lindt¢d  Purpose  DBroker-
eulers

Not applicable tn nog-castodial
hroker-dealers

Nat applicable to nnp-custadial
broler-dealers

& of the #) aydits of BDs required to
maintain a gustomer reserve failed
to properly| verify and disclosure
Lhe appropriate restrictive
provisions

Not applicable to non-custodial
broker-dealers

Nt Cajnital Rule

7 ol 23 audlts failed tn sutficieny)y
test the minimum net o capital
computulion

Nat materlally  significant to
biuvKer-dealers  with 5,000
minhnum aet capital

Congiderativn of
Risks ol Muterial
Misstatoments Due
to Frand

1% of 23 audits did not IO0r 0 e le
adequate assessmenks of risks of
imaterial misstatement

Fequiremments

Related Marty | 10 of 23 audits did nof adequately | Subject o FINRA  reviews,
Trinsactions Lest existence and /or sufficiency of | requirements
procedures  related to material
thir pamny vansactions
Rovenue 15 vf 23 uudits did not adequately | Not tnateclally applicable to
Recagnitinn test  ofcurrence, accuracy and | flrms owith «<$1mm annual
compliteness ol revenue i yen e
Establizhing al 12 uf 23 audits did nat evidenoe | Not a;}ljllc;1h|e " lo the
Husts for Reliance | adequate procedures far rellance | acconiting frms mostiikely Lo
or  Reeards  and | on thitd purties used in the andit | perform the andits of sl
Ruports PINEcsE braker-denlers
Falr Value | 6 o' 9 audits involving valuations | Nat applicable o nun-custodial

iid ot adeguately Lest valuation

Frepured by Liso Koth, Allva Kaafvevo 4
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This summary data can be interpreted to mean that many of the PCAOB interim inspection
program findings simply are not relevant, and therefore would not be found, in the audits
of small broker dealers. Of those with a degree of relevance, most would be apparent as a
result of the regulatory initiatives carried out by FINRA, which incorporate considerable
depth in routine inspections of broker-dealer financial data. FINRA reviews include
ongoing assessments of FOCUS filings carried out at both the district and national levels,
and FINRA performs routine onsite inspections according to a risk-based cycle. These
inspections include reviews of financial data, and cover all registered broker-dealers.

Summary
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ABrA. BUSHINESS LAW SECTION

ALAN B ICohd LA A [ T g

Rvrinese Law Section EXPERIENCE

KNOWILEDGE | COMMUNITY |
Muay 21, 2014

Vi entiul lo: pubcom@finra.org

Ms. Mireia L. Adguith

Citice of the Corpornte th-:.rq.:nu'y
FINRA

I'F3% K Sircel, MW

Washinglim, TaC 2U004- | 36

Ko FINRA Repulutory Notiee [4-00
Ruquest for Commment on Proposed Rules tor Limiled Corporiie Fisancing B3ro-
kurs

This commenl letier is submitted on bebalt of the Committer o Yedernl
Regubition of Securities (he “Committze” or “we™) ol 1the Rusiness [aww Section (1he

Se f i 1 tl ;
ol | tr ]
0 w t

“Lamited Curporate ['innging, Brokers” (“LCFBs™ aod “L0FS Rudes™). As deseribed in
the Praposal, un LOFB would Tall within o new FINRA member firm eutegory ad en-
guge vnly in a limited runge of netivities, essentially advising companies and private eg-
ity funds on capital raizing and corporate restructuring. The LCPR Rules would ol up-
ply o imember finns that corry or maintain customer accounts, dandle customers’ funds
ar secuntios, secept customers” trading orders, or engape in proprietary trading or mar-
ket-riskongs,

This letter was prepared by members of the Commitiee's Subcommitive
on Truding ond Markets. While his letter tepicsents the vicws of those whe have pre-
paredd and reviewed i, this letter has nol been opproved by the ABA's House of Gele-
pates or Bourd ot Covernors and, aceordingly, does nol represent e afficial position of
either the ABA or the Section.

We commend FINRA [or developing u customized mile et pertinent (o
the limited activitics ol memhbers engaped in the subset of activities descrbed i the Pros
pusul. We stronply encourage FINRA to move forward with relining and advanging the
Proposal to the fonnal rulermakmy stage after toking inte conaideration the varous
connments and recommendalions you receive dunng this mitial public comment progess.
As set forth in detail below, we huve responded to FINRA'S request for comments on
BN 14-09 und also provide our views shout the strong public policy rtionale undzrlying
the Pll'urlll.'l'!iﬂl and other ruleinakiog m conjunction with FINRAs retrospective rule re-
ViEw.

Swrer, o, PIMILA Huuu]umry Motive Ld-14, FINREL Rogressy Cumpendt o e Eheniveness ot Effl-
clemey af iy Camppications With e Public Bufed; FINRA Repulutury Melicg 14-15, FINRA Ne-
i sid Coenttietd oo M- Fffictivienee sead SRy of ny Gty amd Sranidiies and Nen-Cozdr Compen-

serfoer Rl
AMERICAH BAR AYSOC ANAN BUSIHESS LAW SECTION | 331 WORTH Cymir STRIET, CHICATU L 4DE84

T: a1y w88 3508 | | 312.%A0. 5370 | BUSINTASLAW@AMENI " aMRAN N | ABAE_TI=ELL _awW, ORC
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posal-—and, as imporantly, 1bs failure 10 move foraard wich il I.J|:-:l|.:| the availability of capital-
raising and Business brokerage services to smaller poivalely held companies and privare funds.
Theie types of custamers are most aften sevved by smallzr, limited, and ron-tadibenal mem-
bers.

Particulardly m the ccatext of the LCFB Rules and ideally in all of the FINEA
Rules, we beheve FINREA showld mese chearly differentiate betwveen capital-raising and ME&#4
brekerage services, which are two very different bypes of secanties-relabed activities apdd are ac-
companied by cormrespondingly dafferenl “invesior prolection” cansiderabions. We alsg believe
the FONALA Eoles pead 10 better apcommicdatz limated brekerage service busioess models, such
as members that place private fund sscwrties with "insntutional investors™, as we supzesl dbat
berm ber redefined. There are impartan contextzal distipetions berasen privace and public com-
panies, private and pablic offenmgs, active versus passive invesiors, aod sophisticatsd mstitu-
Homal nvesmors Hafled by professiomal managers, yet the FINRA Rules largely combine these
secunibes-relaied actabies domecher making it chalienging far member Airms te parse these nles
for those requiremenis applicable to tbeir particular activibes.

With thess considerations in mind, we believe several of the propased LCFE sim-
puifications do ned go far encugh 10 be meaningful 4o either soalter FINEA member firms or the
smaller ausiness issuers and owoers irlepded tr be served by the Proposal. We alsa beliewe
FIMRA showld mve greacer consideration 1o e overall complexity and largely riaii brokerage
arientalicn of the FONES Rules in general. Ag repartsd =noits 2022 Year in Review acd Acmual
Firanc:al Reparr, FINRA has embariced upon a mare structored apalysis of the costs and benefics
of niew and exizting rules. We cearmend those 2fferts, panicularly sinos the ecoramic impact of
the FINEA Rulzs on smailer meenber fimms and the smalles privately somed companies they
commmenly serve have oed, in the view of many iadusiey parizipants, beer given adequats con-
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rypes of professionally-staffed insiitutional inwesiors art well-equipped to do their own due dili-
gence, econgric and firancial analysis, and evaloation of privatsly owned basinesses and there-
by tr more effechvely provide corpgrare financing or acquice a conmolling intceest in a portfalia
company. Fancipatuon im these mansaciicns by well-managed poaled invesmment vehicles ceduce
same of the ks associated wath small business enterpmizes far the kenefit of their v investars
through diveesificatien of their portfelios of cerporate fioancings and acquisitions. and 50 35 2
miatier of public palicy should be spongly encouraped.

FINEA"s reguzation of secunbes-related services has a direct and substantal im-
pact oo exch ol these stakeha’ders whose interests are ofeo oot well articulated io the contexd of
broker-dealer regulanign or rulermaking. Addressing several areas of partscular concern wilt re-
quire FINEA™s coordinabon witk the SEC and & pmot evaluation of how their respeciive mles
uopact the securties-relaled services available o smaller privaie busingss issuers and pwmers.
Theze siakeholders depend oo and benctii from the professicnal services provided by interrmeds-
arees that arg, o by law should be, registered and repulated as broker-dealers under Sectign 15 of
the Secunhes Exchange Act of 1934, a5 amended [“Exchange Act'}, and related rubes. The skat-
bary definition of “broker™ and related interprerations and gusfance ssued by the SEC and its
staif’ eocompass a bread mamge of securites-related activities subswmed wilhin the waditrona)

* %ge Settion |5[DY[E: under the Securilies Exchangs Act of 31934, 25 amended, which proncdes: e sbal be un.
[z Fal For o registered Eroker oo dealer o e et any icnsaciicn in, or induce ar anema? 1o nduce 1he georerase
or szl of, any security [oter than cermmercicl paper, banksrs™ asceprances, o ormercial hills), = ass sueh
tooker or dealer (s a mearier of a securihes asspialion regsaresd posue=s o seceoe 158 of chis 1z o eF=cis
TArEACTIONS [ setunities sniely on 3 nabczal secantes exchange of which i1 is 8 member” FINRA 15 the only
Tepmarnd Sacunilies AK5eCian e, a1 preset

e Exchasge Acl Secien SaWd). See oler SEC 518F Guide ta Srober-Caler Regizmarios, svailable ao:
http://www.sec.gov/divisions/marketreg/bdguide.htm; SEC il noeactor leciers cited in the Amerizan Bar As-
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action [hat mvolves s issuance of custeam-ladlored securities (o a smzle professional invester,
such 25 a privale fund or insuranee company. Cemmaonly in these instances, the broker deez pat
handle, cven momcnlanly, the issuer’s secuntlses or the imqestar's cash and so o costody-related
Investor proteclicd, S1PC, or aabi-mooey laundering consilermbens appear te be implicated. Typ-
ically, in these fransachions the broker has oot ucd sttaken any financial obligatdon 10 the issuer or
Imvestar and yed a panaply &f net capital and operational rales still apply, iocludiog those pequir-
e GAAF accounting, quarterly financial repaming, audited foarcial statements, emplovment of
4 finaaceal and cperatans principal, and anti-moopey laundsring procedures. Each of these re-
quiremets ienpates a subsianbal oo-geing oomyp liancs cost, but withaut any apparent iovestar
protection benefit given this lmined servdce context

Similarly, the owners of smaller prvale companies eventually need assistance ia
prepaniog, for sale, finding buyers, and ensilioming ownership. Small business sales are com-
manly structared as cash-for-assers trapsacticns and do pot invalve secunbies or related repule-
tion; hewever, Far warious reasons, in s0mms ransachons the parees may choase ke oaovey ower-
ship through ihe trantfer of the company's secunbes—a stock sale o exchange thoough a merper
or gther hosiress combaralion. The same ecomomic objective of the partiss—conveving owoer-
shig of the business—can have vastly different regulatory consequences e the M&A broker de-

soctalion, Bus:ness Law Section, Bepoer and’ faccmmengaiane of b Frivare Plocamen Sreker-Dealer Tasi
Cowce (2003 ), availakle gn the FEC°s wieb sive at hitp://sce.gov/info/smallbus/2009gbforum/abarcport062005.pdf
1482 PPH Repars™).

FINEA By-Lems, Amcle | pamgraph ju) defines P phrase “investwen! baakiog ar secsites bisipess™ as “tha
Trose=asms, czmied oo v a brober, degier, or me=mcipa’ securties Gealer Jomes chan & bank or depemiment or din
#12: 0f & Tank], or govemmes: serorities brokes or deaas, of vederwrinng or disimbuning isues of recieiius, or
af puecnarieg secvnies and afenng 10e rame Sov rale g 9 desler or of purckatarg endd' seling secariher apon
e order 44 G the acecunt afsners” (erphess added).
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Analyzing how the FINEA Rules do and do nat apply ia 4 limiled, non-mzditionat
oontext 15 somezhmes difficult, even for eaperercad secoritics coonsel. Exicting rules, perhaps
Far historical reasons k3l are oo Zanger applicable, do not appear 1o distingwish berassn capital-
Taisiog, where profecting passive inveslors is a paramount cocssleration, and MEA ranselion:
where sel’ers and buyers of privately comesd companies contr] and actively nan those husinesses
ang where buyers perfoom substantial self-directed pre-purchase due dilipence because they will
conirol asd non the business after closing. FINRA's “knoow vour customes™ ar “suitahilibe™
niles as applisd 10 “cusicaness' whuanf: passive investars make lietle sense when applied to bas-
oess sales and M& A mansactons.” How does 3 memsher demonsimate the COSionKr- -specific suita-
bility of an M&A fransaction o a prospective hisiness seller ec h-u:.-ﬁ‘? Many tmall busioss

*  This ecumes thar the iniermediacy 15 in fae1, SEC-registered and not rzlping on SEC siaff co-aclion Jeners o
e bmker dealer regsmaeee. The limilstion and imnpac of Beee no-aclion Yt i discussed laizr in chis Si-
ler.

¥ The tam “investmen: banking services™ is defined is FINRA Rule 2711, Reseprsh Analpser ond Retearek B
povir, burt caly Far purpasss of thar spee-fie roie. FIRA Bole 2711020 3) provdes Yilmoestment bankisg ser-
vicrs inczde, withoul limitabon, aciing &b & underwsiter of partcipabng i a selling groage o i cfening for
the issuer; acning ag 3 finan:-al sdviser in L wEper or aoquisiien; presiding verrare capitzl, squiny lines oF cred-
M, privale invesinsent. pobdie Sqey mansazioas [PIPES) or sanilar investments: or serving as plscemenl ageni
[o] Rl T
See eg, MASD Rl LO3ZEKdedlining the registration aed quaisficzlins casepory of “Lmotsd Reorsesmalive—
Irmvesimenl Baking™): FLNEA Ple ZTL, Resporck dnaflsms and Reraarch Senceer, and FINRA Bule 5150,
Corponie Finanoeg Rvle—Dngerwniting Tims and dArrosgemenis,

See FINEA RBule 2000, Krow: Four Custoweer, gd FINRA Buls 2311, Suitadnlit:; see alie subseciion [SH4] of
FingA Ros DS, Deffmnions and SEC Sule Scl-1, Delwlioans

See ¢ g Rech iy Mobor 1022, Ob\garion o §raber-Dealerr 'o Coaducr Remanable fnvesnpoiosr v Regu-
tanoe 11 Gfrings



Page 168 of 303
ol B
May I, 3014
Papz&cd 1D

et T Rl T STESE e I O e =t st o T o —amm—e-
DRI N KT e Tl o= MR e Ot s et et s e

G L e MR e e e s s e S O o

EEDLESE T oo I e Sem i e WRS e
S Sl g e orprt TS P shi D e smiemme s Il oo
SO O ST L TR TS EUTOC MR AL IO I SrEwae o7 e Tes

TTESE OTRETNET SRl TE O S T e Ll e T DS RS T TS RO Al ==

-
DO W R -Er eI Tt D R T e TR Tea s S =T

The el e o e pees meama e s ooei— — o

.ﬁ

IR T T S aMe M e BT TG R T e s s = o

SRS eE TS LR S eI e . e remin— smd T e e e T i e e

=2 =z=5= Smom, und likely conmmbuting to FENRA's armial aperating deficits. " As a 5ol
e alverse soomoniie impact oo small members and 1he smaller compatics and business ow=iees
v sres b zooWn progressive |y warse over 1he years.

For example, the burdens and costs of tnidal broker-dealer registration znd on-
pirivg coiviprllinies with ¢urrent SEC and FINRA raquiretmsents are quite substantial. In our Expe-
rienet, il kwgaly decounting, ard compliance-related cosis far even the must basic bmker
thenley siten eavesd 3050000 2nd ap-poiog, compliance-related costs can easily be o the range
o KT 00D 1o % [0 per year. Applying for and obtainmg FONPLA membership akes a mini-
i oF iax i {without taking inte comsideration the 1ime necessary to rezdy the metal ap-
[divition i wninnimkion} and 35 frequently lorger for non-traditional applicants despite ahe lim-
il on’ ooy fgeyy of their proposed actjvities. The application process s confusing 63 appli-
Cinie whiery 1l jwoposed activities do wot i the radinonal “iovesmen baokmg or securhies
nmena”™ pariglgnm, Commealy duniog the application process, FONFA requires new applicante
B Ly wiilien mupwervisory procedures 40 address a Variety of securibes-related activities they de
Nid inrdtal to pesfouyy under tbeir submined business plap. Form BD acwhere jdenzifies “inves-
miendt banking™, MAA, business brokerage, or umtilar concepis as a twpe of regulated “stand-

1 Subsmion el of FIKEA Rl £503, Cusmmer Accomm Infarmanan.
" Consider. for examgle, that many s:ale rea! esi2e wesing iaws Jo oot sontemplae a dua’ agency relationshis
and mey; .3 Facn 2rokon 2 real estate brokes Som cepresect=g beth the seiler and the baver .2 3 cormempalod
szie of properiy. Commony bath sacurities and i estee licensizz aoply 1o the broker inan M@ A iracsaction.

* Eer STC Ruls 10b-19 and FIXAA Rule 2252, Ceromer Confitendtions,

Ser FIMREA' “vear in meview and arnual finans-al reports™, availabl a2 http://www. finra.org/AboutFINR A/
AnnualReports.
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Specific Camrntuts

T A reresiad oorEner cobcenine cerian spesibs meres For coen o amieoe o
Tzlzzaca. zach of tose isaues 5 mepealad oelora [olkosed by e commens.

4 Title 31, Part 1023, Rules for Brokers or Dealers in Securities, under the Bank Secrecy Act, defines the operative
terms “customer” and “account” for purposes of the Customer Identification Program required under Section
1023.220. Section 1023.100(d) provides, in relevant part, that a “customer” is “a person that opens a new ac-
count”. Subparagraph (a)(1) provides that an “account” is “a formal relationship with a broker-dealer established
to effect transactions in securities, including, but not limited to, the purchase or sale of securities and securities
loaned and borrowed activity, and to hold securities or other assets for safekeeping or as collateral.” Many, if not
most, LCFBs would not have an “account” relationship with customers as so defined.
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We hzve oot idezifial macerial gaps v inyesior protection that would be cressad
oy the Proposal. Puboie and icvester (including sellers ad buyess of Businesses) undsmstanding
could o2 modessly enhance? by racuctiog delivery of a simple form of disclesure describing e
limired scooe 0l setunlies-telared servaces permicai under Bz LUFB classiBoation.

With mspect 10 che LOFE Rule 200 Senes, Dawier and' Conpflicrs, we suppam B
msoxe shreamloed approach that keys the dulies be the aclual conPicts and risks of LOFBs. 'With
respect 1o G LCTE Rule 3K Series, Superision amd Responsibdities Relaled 1 Associareg
Ferronr, WE SUppen Biving mecober firms flexibilin: o 1alor Geir sopervisony swstems o their
busiress medels. This is consistent with the FRNEA Bules, as wel ac the Exchanpe Azt

With respect to the LOFE Rule 400 Serizs, Finmcial awd Operations! Rules, we
befizee FONRA should wock Sosely with the SEC 1o modify these existing mules. For examalk
LCFBs are not permitted o kave cosiody o possession of the parties’ fimds or securities. The
parties pically close these ransactiens themselves &2 1he prchase price is 7ypical’y wined be-
mheen e partes” pommaencizl banks, whoch ars aZready sabgect 20 AML rales and -equirements.
Typically, LCFBs 4o not heve malerdial Snescial oblizaticos to ctheir issserseTler o inves-
ronbver cliems. Accordingiy, we s2e litle or no invesace proksctien benefs o requi-e aconzal-
bass® amounhicg ceder GAAP, penoéx finaccial reporiing. axdile” finan:zal smeme:s, 1 fi-
namtal and operarocs princapal qualiBed coder the Serizs 27 or 25 zxams, anc-mecey launder-
ICg pragrams with perodic tord-parmy lestize. or S7PC recdremerss. These ars icoerecty ex-
PECSINE OA-IINQ COMEZANCE requirss#nts for which ro zpoarent invesiar protectom bensfit 1s
nhiainad = this eoceesr
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L T comments, we heliove the FINRA Rules, and pdriicu-
latly ibe preposed LCFB Rules, shauld take into greater corsideration he comparatively heavier
burdens and adverse campetitive ampaces ¢n smaller member firms kandling bansactors for
smaller privalely held companies ard owners, as well as other lim2ted oon-raditional firms such
as thase assistiog poivate funds with furd-specific capitai-raising aclivisies, These are materdally
different centexts than SEC-registesed offerings invelving public companics with retail ioves-
tors. The elemination or madifizd application of certain investor profechon-based requirements in
tnstimatioral corpofate financing amd BI&A ransacrions is bypically balanced by, among other
things. the sephistication of the parsies and their active participation in the nepotiatico of specific
termns, conditiens, and contractual remedies; direct access 1o the isswer’s managemnent team ard
corpargls informaton; and competent inkemal staffing and third-party advisors to perferm their
owo therough self-direcied due diligeoce on the isseerseiter.

Memeover, we stronply believe that, te be usefil to capital-raising by smaller po-
vately held businesses, placement agents 10 prvate fimds and others, an investor thresheld lower
than FTNEA'S “insitionad accoun!” definition must be used. [ view of the typical capital
needs of smaller private issuers, and privale facds relying oo the 3ok 7" exexnpisen Gom repis-
tration under ihe [nvestment Company Act of 1940, as amended {the "5 Ao, we recom-
rrend usimp 3 “qualified purchaser™ standard as defined in Section 2(a)(51WA) of the 1940 Acy '8

24 SEC Ko-Ac. LEXIS 92 (20143

® g defined in Seclion Ia}5 154 & “guzlified purcheses” mears 1) any ralural pzrsan (iocluding any persee
who 20035 a Jaln, community prooerty, of otbher sumules sRared ownerskiz inlerest in an ssusr thar is eacopind
uoder seciica oW T) with Than sersaa’s quatilfed purchaser spouss] waa cwns nal lzss than 55090000 53 =-
vogTrcrrt, as Cefoed bay the Commissicn: (i) any company tal awss nol fess tean 55,000, 04 ia Sooestrenls
end thal is awned Sireetly of indirzcily By oc Jor 2 or moce nabora’ persons who e relaicd as siblings o speerse
lncludig lormer spouses|, o direct iea™ despendacss by bini or adopcion, spouses of such persoos, the =states
ob such persans, of [pundacans, chariizble arganizalicns, or tusts 2stahlished by or foc the bensit of such per-
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sons; (iii) any trust that is not covered by clause (ii) and that was not formed for the specific purpose of acquiring
the securities offered, as to which the trustee or other person authorized to make decisions with respect to the
trust, and each settlor or other person who has contributed assets to the trust, is a person described in clause (i),
(ii), or (iv); or (iv) any person, acting for its own account or the accounts of other qualified purchasers, who in
the aggregate owns and invests on a discretionary basis, not less than $25,000,000 in investments.” See also re-
lated SEC Rules 2a51-1, 2a51-2, and 2a51-3.
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& avelvpiag in The preparation of oflenng materiuls on boholf of un issuer;
*  providimy limesy opinions; and
= gqualifying, tdentlfping or eoliciping potential inatitutional investoss.

We note that all of the listed activitics cXvcpt the lust envision limiting the
LCFB's communications to those with the issner or huainess saller, with the |ast appatently bc-
ng limited to sehienmions. [n our view, thosc limilnlions are unworksble in the context of {i) in-
stitutional comporate finsncing; (i) M&A tnanctiong; wid (i11) limitcd purpuso members quch by
privato [und plavement agents.

With reapect to both institutionsl corporate finanviog and private fund plecement
ugonts, ihe LOFB clussification would be victuslly uselesa unleqs the membey ig alwo pednamed to
anmmunicnte with prospective investurs in 4 manner thet iv not confined to *aolicitation activi-
ty. [n parliculur, in the matitwtional comporate financloy Goolext, e lramowerk would have very
little utility of LCFBy ure unable to be sctively invalved in the discusasions, negotimions, and
gtructiring of the gonlcmplated corporato Binancing trunssction. For privete fund placement
agents, we helieve that the TOVR definition abould envompuss communivations with guulified
inveslors and the full runge of reluted notivities, including the secondary placsinent ol privalc
fand inrereaty puranins 10 Rulc 144A undor tho Sccurities Act of 1933, ay nmended.

Sitnilurly, in the M&A context, we helieve that LOFBs must be ponnpittcd to
communicate with and become involved in all uspects of these transactions.!” Commanly, M&A
trunsuctiony invelve the regate or exchynge of outstantding scourilics, so LCFBx must ulun ba uble
to communiceie with n compuny's shureholder. A prospective invesior o0 & bugincss buysr moy
engage ut M&A beoker o find, surcen, cvsluste, and spprooch prospective  compa-
nigs/issuern/rellers. Go-called "huy-aide” engagetnicits du novl sppoer W come within the scope of
pormittcd activities, bat ure quite common 1n the M&A contexi,

We encourage FINRA 10 itwomemlc inte the LOCFB deofinition activity-related
concopts used in the definition of *“M&A broker” in the M&A Broker Letter, L addition, tho def-
initioh teeds W be melincd 1o stalc clourly thut tho “institutional inveator™ requirement does not
spply tn M&A-relnied netivities, as explamed in endooto 3 10 RN 14-09. We concur thut there is
nv need 1o apply any “instiubonal inventor™ qualifieation to M&A transotions wheoro buth the
geller and buyér arc or will vontrel und be actively involved in running the business, Moreover,
tor do otherwige would, i effect, prochide smullcr businoss scllors and buyers who nre not “inati-
tutional investors”, ay presently defined by FINRA, from obaining thoso profcasions] services.
For chumplc, in o munugement buy-out snd in the formation of an employee stock ownseship
plan ("RESOPYY, the busingss bivers are typically not “institutional investors™. Thia approngh iz
slso consistent with the M&A Proker Letter, which impodcs e such vonditions.

T Ken o.&.. the ncape und deveriphion of ME&EA Beker nclivities provided 1o thn SEC ataf¥ in tha ingoming nubmiy:
B TR Fesulted in e dUbwica o e M&A Bruker |eticr.
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¢ Are thery firmy that would qualify for the proposed rule set but that would choose net 1o
be treated ax an LOFB? if ro, whar ave the reasons for this choice?

Az presently proposed, we helheve the permiassible scope of activitics is too nar-
row, and the igstiutwnsl myester threshold toe high, for any member to find the LCFB regime
o be n commercially or economically attractive altermative, As noted above, additional reforma
in the financial and operatonsl rules (which would require coordination with the SREC sipff)
could result in substantially greater cost savings without diminishing investor protections in the
context covered hy the LCFEB Rules, Curent members have already obtained Mull membership
and created the complience infrastructute necessary 10 maintain it, so would have relatively little
incentive to substantinlly niurrow the scope of their presently permitted aetivities o sxchange for
its limited benefits.

We believe many prospective members will still find the new membership appli-
¢t process to be daunting, frusirating, costly, and time.conguming, As o way 10 measure and
address theze concerns npw andd over time, we encourage FINRA Lo pericdically conduci anon-
yroous surveys of new members who have recently completed the process, including questions
identifying the types of approved member activities.

v What is the likely evonomic impact (o an LUFS, other broker-dealers and their competi-
fors of adoption of the LCFB rules?

Unlesa the additional reforms we have described ure adopted, the likely economic
impact to an LCFR of the adoptien of the Propesal would be negligible, As described elsewhers,
there ure 0 number of opportunitics for meamngfil cost saviogs that are not presently parnt of the
Proposal. We beheve these cost savings are very important. The present impact of FINRA's
“one-size-fits-all” approach on compettion smoog broker-dealers disproportionately bundens
stnaller mismbers fur more than the larger finng that have the economic resources, business vol-
ume, and average transaction $iZe¢ ovér which 1o spread their largely fixed compliance costs,
These considerations hove not been adequately addressed in FINRA's historical cost/benefit and
competitive analysss, which we belisve need 10 be as robust as those sequired of the SEC 1o
rulézmnking context, because of FINRA's delegatid authority und legally mandated membership.

On the other hand, the M&A Broker )etter may bave a far greater and immediate
competitivé impact by allowing unregistered firma and individuals to engage in qualifying M&A
activitics without any of the substaninal costs and burdens of SEC registration and FINRA mers-
barstip, 1T the LCFB Rules arc adopted with the adjistrments we are recommending, we belicve
smaller privately held busingsses imd their owners could be greatly henefited by the opportunity
to reveive these limited but more cost-offective services from members. We believe the adoption
of the LCFE Rules (lo the exlent moditied aleng the lines suggested hetein) would help o level
the competitive playing field with unregisiered servive providers.
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Simalar considerutiony of competitive equity a6 relovant t private fund place-
ment ugents. Many privats fund mansgers wre calling on the 5EC mafl to cxpund the relief pro-
vided in SEC Rule did-1, dwvocioted Persomy af an Tevwer Deepivd Nof e 8e Brokers, from SBEC
brokor-dealer registration (and FINKA mcmborship). This relief would only apply to issuor,
CIenling u soriouy competitive disadvantage for those membors ooly ncting ag private placerent
ngetts, Plawcnenl agonts that are nnt affilinted with any privale fund perform virtwally the smne
functiona ns o private fund manuger’s employees, but they will remsin subject to the FINRA,
Rules, even while 1sauers have loss nood for plucement agent services by istcad using rupidly
ovolving genersl soliciiation techingues. 11 adopled with the repommended foedilications, the
Lf..'-["'ll:'l Rules would allow these memberd 10 muro cost-effectively provide wnaftihinted pluccenent
aulvicch.

»  FINRA weloamicx extimaies uf the mumber of firms that wonldd be eligible for the proposed
rule xel.

While we hove no statistical data upon which 1o huse n numerical eatimale, o
view of the fiequoncy of questions we teceive pertaining W broker-deuler regiatrition with fe-
spect to these liftnted subsets of securnities-relnted activitics, wo bolieve thore is o significant
number of presently uiregntered intermediuries angnged in linilied capital-ruising and busingss
brokerage activities who, 1f' pregentcd with a seruightforward, econonizeally visble ultconstive,
may register with the SBC and becomce limilod FINRA members in order to have groalar regulu-
ory cortuinty with respect to their activitics.

= Peopoeed LOFE Rule 123 would Himit thie principal and regresentaiive registration core-
gorles that wonld by cvailable for persons assoriated with an LOFE. Are there any regly-
tration categories that should be added to the rele? Are e any regisiration categories
that are currently included in the propused rule but thot are unnecegsary for persuns as-
yocioled wirth an LUCFB?

We dirongly eneourmge FINRA t0 re-exafuie bow ity limited registrotion eatego-
ries are aligned for putposcs of both the FINRA Rules ind the Propossl. Current clussificntiong
urtificially distingyigh between, and require sepurste examinations for, the salo of corpomte stock
(Series 62 und R2) and limited labality compuniex (“L7.Cy™) and geners] partuerships (Series 22).
Sccurtics-reluted activitier covered by the Scrics 22 clussificution pre expreasly excluded from
Uiz Serics 62 und R2 clossifigntions, This distmulion wax crested in 1 dny when “ditect purtivipa-
Hoh programes™ (“D80") ware nounigque type of scouritios product becouse of their tax treatmenl
and how they were marketed to retail inveators, T'oday, LLCs are commonly used in al) buginess
contexts and are by no means limited to NPPa, Many busincsses chovse the L1C busingss atrie-
ture hecanse of it floxivilily in corporute govemance, ag well ay ils optienal puss-throngh tix
trentment. The net effect of ths urtificiul wlignment of ¢lussifications 1w require individuals to
tuke und puss morg examinations o we bolieve should he required to engage in ossentiully the
sume securities-related aotivities involving corporations, LLCs, or general particrships. The Se
rics 22 classificution could by redrawn by fovusing on other chareteristies of o VPP *program®
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that are, in aulatance, diffcront than o generol business operated ag an [1.E o general partner-
ship.

FINRA's roulignment also should sddress the Serige B3 classilivation's scope.
Read liternlly, the Serigs 82 otly ¢ovors snlcs “ss purl of u primary offering of securities”, an
henue duck not appear to cover reasles of outwtandaig sceurilics wi would coour in a typical M&A
trananetion, ‘Fhe Serics 82 i cited by FINRA™ FAQu™ as un altamative to the Serics 79, but
without ndjusting the seope of the Series B2 10 include LLCy and genersl purtnerthips, as well aa
réanles of vutstunding securities, thot altermnative complinnes approach would net work.

We nlan encovrape FINRA W rossscss the scope and spplication of ita Seriey 79
classilicution. When developed nnd even when announeed in Rogulatory Notice 0949, Dy
et Hunking Represeniative, Whis classificotion wna widely expected to stive as Lho singlo
FIMRA clasuifieation nngd axaninabion noecssary to eoguge in oll aspects of investment buinking
uctivilics. To the surprive of many, FINKA'S FAQs limitcd its svopo W advisury-only setivities
and wicluded uo sclling-rolated activitien. When coupled with the miunlignmq:m ol the Serey
62/82 nnd exghagion of the Senes 22 clusyilicutions, noted above, FINRA's FAQs substantially
uclelet to the complinnce burden placed o dinalle ficns and their assoviated persons with regpect
W M&A tmnuuctions for smaller companies. Parts of the Serles 79 arc rolovant 1o M&A broker,
hut the exam preaemly meludes o signifivant component of public offering-related cotlent Lhat is
not relevunt in this context, Ap alterative appronch could consider the sduptution of an 1.CFB
caurnindtion trom existing outlines and content.

We nlse believe that Ui Scees 24 clussificstion’s exam includes n significam
cumponent of cuntent that huy litile or no releyanee to the oportion of o limited purpose hroker-
dealer or the wolivilics that would be covered by the LOFE, Insfeid, we bolicve that vither of
FINRA's exiating Series 6 or 82 o (modilied to include LI.Cs and general panbesship on-
gugod in o genersl business nnd reanltes), topether with the statos” Sories 63 exam, nre sdequnte to
¢over the principal und representative wctivitien contemplated by the LOFB clussification in so
far ny they do pot involve public offerings. Tor muny ressons few, if way, smaller incmbom or
LCTBx would aver consider heeoming engaged in o publiv offering. In contrast, we helipye fow,
il wiy, lurger mombers who rogularly hendle public offerings wiould ¢ver consider becoming an
L.CFH, Public offetinge goncnally roquire the commitment of aubatintial finn fcaolrves and aro
designed for the broadest universe of progrective investors; in controst, the LEFH Rulea are de-
signod for smuller private offerings involving & limited subsct of sophisticuted investors and pni-
vately owned budincsses,

Finally, we heligve there t2 10 investur protection purpose servad by applying the
Seres 99, Operattony Frofessional, quahification o7 relaed exanmioation 1o LCFOs. While rele-
vant in g retal Brokornge vonleat, the limited business modals of LOF13g would nut beve the
trunsaction volume or apergtions] components tu justify the use of this examination,

Posed on FINRA's welwitc nt http://www.finra.org/Industry/Compliance/Registration/OualificationsExams/
Qualifications/FAQ/P124190.
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& Should principals and representatives ther hold registrarion categories not incfuded with-
in LCFB Rule 123 he permitted to retain these registrations?

We behieve it setves no investor protection principle to prevent scounties industy
professionais from retaining volidly beld qualificatipns perimitting brouwder activitics while they
remain engaged in & subset of those activities. Associated persons do not lose their past taining,
knowledge and, 03 importantly, experience and, if they tejoim o fully-registered member, will res
swne the continuing educatton training periaining to the broader actvities.

v  Dwer an LOFB novmally make recommendations fo custamers 1o purchise or sell secnri-
tiex? Shoutd an LCFB be subject to rules requiving flrms fo knaw their customers (LOFE
Rule 209} end imposing switability ebligations (LOCFE Rule 211) 1o an LOFE?

The term “recommendation™ 18 not expresaly defined by FINRA; instead, general
guidunce as te what may constitute a recommendution is provided in a nymber of largely unre-
lated interpretations, as well a8 court opinions (usually addressing frauduleni conduct), crealing
ne bright lings and making the legal analysis of the panticular facls and circumstances challeng-
it'ug.ll’1 Uften, out of un abundance of caution there iz a tendéncy to weat cvery discussion e gard-
g & secuntics wansection with a potential counterpurty that is not itself a broker or dealer os a
“recommendation™ 0 8 “customer”, As disvussed abowe, the LCFB classification would have
itle to no udlity if it did not include the ability to comtunicate with prospechive inves-
torahuyers, and for buy-side M& A engagements, to communicote with prospechive sellers. Such
comuunicalions with a prospective investorbuyer/scller spevific to s capitsl-rajsing offering or
M&A mmnsaction ceuld be construed, perhaps over-broadly, as a “recommendation™,

For thig 4and Lhe rensons noted in our gencral cotmments, we strongly encourage
FINBA to more clenrly define a “recommendetion™ and reconsider its definition of “customer” in
the LCFB context, as reflected in LCFB Rule 209, Given the limited scope of LOFB activities,
there 15 no raditonal customer relationship ond no “account” 1o service and, accordingly, we do
not belicve that communications by LCFBs with these types of investors and in the context of the
limited trangactions covered by the LCFB regime should consiitute o “recomumendation™.

With respect to LOFB Rule 211, reference to or the use of 8 “customer profils” or
un “ravestment srategy” wonld not be wlevant. The prescribed content of such o “customer pro-
file” i incongruent with the predicate for the LCFB Rules, particulurly with respect to M&A
transactions. Simlacly, the prescribed customer information required by LCFR Rule 451{h)
should be mudified to reflect the types of parlics who would be served by LCFBs, We belisve
the sume would be true for olher Hmited purpose, non-traditipnal members such os private fund
placement agens,

1 See FINRA Rule 2111; see also FINRA’s “Frequently Asked Questions: FINRA Rule 2111 (Suitability)” and
FINRA Regulatory Notices 12-55, 12-25 and 11-25.
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Similarly, the "know your customer” and customer suitnhility obligations are of
far less relevance in the vumiext of institutional corporate financing activitics und private fund
placement activities, ind wholly irrelevant 11 M&A tupsuctions, Potential investors it “3(e)(7)"
funds are, by virtue of the exemption's conditions,?® limited wr qualified purchugers, Subscription
ngreements and purchaser questionnuires typicnlly include, among other things, representutiong
and warmnties attesting to the conditions defining » quulified purchaser,

Institutional corporate financing and M&A transactions are comtonly heavily
negotiated. Unlike u sl retnil investor, instilutional investors and high net worth individoala
huye gufficient econoiic barguining power to gxert substantial influence aver, if nant dictute, the
terms und conditions they will either offet 1 ur accept fram the issusr. In this context, there is oo
doubt that the investor/buyer is exercising independent judgment und fully self-evaluating in-
vestment risks. Accordingly, in the LCFR context there is little investor protection purpose
scrved by these ryles, Further, in the M&A context, the prognective busingss buyer will du its
own Belf-directed pre-purchise due diligence, will assess whether the target business comcs
within ils strategic, financial, or business objectives, strategica, and plans, will determine the
price and terms it is willing to offer, and will conirol the business nfter the transaction's cloxing.

We recommend Ut LOFR Ruls 22] recognize that in the LOFRE comext an intro-
dutlory communication, summary in natutt, i% lypicully produced, which is initially distributed
to prospecnive inghilubionul investora or business buyetx and used w determine if they have any
interest in & potential transaction. As written, LCFB Rule 221 says “no™ communicotion may
“omil any mpteninl. fact or qualification”. Inherently, by design, these summary documents do nint
contain all naterial facls and gircumstnnces that may pertain 1o the issyer/seller, Prospective in-
stitutional investors and busincss buyers want w condensed summary tv determine, as wn initial
mitler, whether they wish to devote any addimionul time or resources to considesing whether a
potential transaction ix af wny interest. Typically, these summary documents ore expressly quali-
tigd in their entirety by the extensive infnrmution and documentation that will be directly neces-
wible, subject to w confidentiality agreement, by ouch progpective instinztional investorfbuyer wy
&0 integral pant of its self-directed pre-purchase due ditigence. Lirect access is provided to the
issuer/seller's management team and commonly electronic access to materal documents as iden-
Lified by the iysuer/seller and its counsel.

in the M&E A context, it is njso common for the sellet's written materinls to include
forwurd:Ipoking information about such maters ax projected sales growth, including tqening
new markets ind developing new products. This type of forward-looking information iz self:
eviluated by the prospechve business huyer as part of its due diligenve process, LUFR Rule 221
shuuld not prohibat tia type of infotmation from heing provided where the prospective instity-
tiottal atyvestor or busingss buyer is capable of selfevulusling this type of forward-looking i
formntion.

® See Sections 2(a)(51)(A) and 3(c)(7) of the 1940 Act, and SEC Rules 2a51-1, 2a51-2, and 2a51-3.
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*  Doer the SEC staff mo-action fetter teswed to Faith Colish, ot af., dated Jamuwary 31, 2014,
impact the aralpses of whether o firm would become an LCFB? Iz it likely that some Jim-
Fred corporale fimancing firms will ot register as & broker consistent with the fact pat-
terr sed forth in the Ro-acian letter, or will they register as an LCFB?

We beligve 11 1z likely that some, bur oot all, LCFB-elipible persons will choose
oot to become SEC-registered broker-dealers and, consequently, FINRA members. The Méch
Broker Letter and similar prior SEC staff ne-action letters provide the Siafl™s vicw a2 1o the cir-
cumstances in which broker-deater registration should not be required.?’ However, these no-
action letters have significant imitations, both as a legal and practical matter.™ Importanily, the
M&A Broker Letter does not allow for geoeral capital-raising activities where oo change of con-
trol occurs. Henee some members arg cenain to remain registered {and new applicants may apply
for FINEA membership} in order to engage in both types of securities-related actvities. The
FINEA Rules should recognize and give appropriate effect e the reality that members' M&A-
releted services within the scope of the no-action reliel compete with large numbers of vnoregis-
tered bI&:A brokers who rely on the SEC staff o-gotion lemers. Adepting the LCFB Rules, with
our proposed modifications, would help 1o balance the compeBbve circumstances as bebween
regisiered and wnregistered M& A brokers,

We also belicve that stme members could choose to bifurcare their husiness mod-
el by moving those activitics falling withio the scope of the M&A Broker Letter into an unregis-
tered affiliate. Most firms will have dually employed associated persens and so MASD Rule
S0, as eurrenily m effect, wall likely require the registersd member to supervise the private se-
curtics trapsactions conducted through the unregisisred affiliate.” The worcgistered affiliate
could pay its affiliated member for the cost associated with its supervision, bul the transaction-
related revenue is nol required 10 be paid o the member under this mule. Accordingly, memnbwers
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Very truly yours,

i/  Luthenna [\ Dixen

Cathering T, Dixen, Chuir

Federal Repiilulam of Sgeurition Committen
ALA Business Law Seclion

Lrrufting Commition:

Joan W. Adier

W. linrdy Calleott
Fwth Colish
Rlurom Tinvizon
Mually Digping
Dang {i. Fl2isehiin
K. Susun Grafton
Shuno B. Hansen
Martin A, Heowill
Dnvight W, Ohinyls
Lithun I.. Milver
Stephon M. Wink

cr;  Mr, Robert LD Colby, Chief Legnl (Ticer
Mr. Juxeph F, Snvago, Vice President nnd
Counsel, Repulatee'y Fulicy
Iinancial Industry Regulatory Aythority, Inc.

Mr, Siophen Luparello, Lirector

My, Dnvid W, Rlnen, Chiof Counseal
Dividion of Triuliong wrid Muckots
Securitiey und Exchinge Comimignion
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== Fx EEal LUMMENTS DN PROFOSED RULE 5ET FOR LINMITED CORPORATE
FINANLCING BROKERS

Deear Ma, Asquith:

[ commend FINRA for proposing o separate rule set that would apply exelusively to fims
that meet the definition of litnited corporate financing broker {"LCFE™), This new rule set
potentially could strtamline regulation specifically for an LCFB s business activities. Howeyer, 1
think that more consideration and work are needed in order to implement such a rele set, Many of
the concerns bave already been addressed by others. 1 will merety highlight & few that are of
parlicular concemn.

The proposed rule set seema overly restrictive without much by way of benefits (o the
TLFB.

I must assume that the scope of sthvising 8 company regarding the purchase or sale of 8
business or assetn, corporate pdtruclunng, andror divestiture or merger, would include a valuation
analysis and the analysis of sralegic alternatives under ibe propased rule sef. More typically, such
advice ig 1o #5015t Sompanies w developing strategics for wansfioring ownership within (he
fanuly, sale to sharcholders/pariners, sale to etoplovees, sale of business or merger, liquidativa,
and recapitalization.

Such advice may also include “show-me’ type vatustions that would pot be for purpoges
of a rangaction, Among these are vahations for extale and gifl Lx purposss, employer benelit
plans, dispules, wealth ransfer strategics for the ¢losely-held business awner, and so forth,

A particular area of concern with the proposed mule se for the LCFR falls under the beaic
definitien of an LCFB, which seema to restrict activilies io advisiog an issuer or company andfor
ita koard of directors, Any qualifing, identifyring ar soliciting of investors would be Jimited 1o
institutiond] investors as defingd under LCFE Bute O16{z) 1). The $30 million minimum asset
requirement for persons (enlitics) other than institutions iz problematic,

| highlight ihe follewing Request for Comoment: Does an L0488 narmafly make
recummendalions 1o cusiomers io purchase or self securities? Shouid an LOFE i swbjoct to
rufes requiring firms io fmow their customers (LOFB Rufe 200 and tmposing switabifity
cdiigations (LOFB Rufa 21 1) to an LOER?
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The advisor generzlly does ood wake specific recommendsticns 40 ke issuer, company,
of board. The advisor metead assists the costomer in oakng his, her, o %5 own decisions. For
insareg, 3 faimess opicion spegdbically stales thar “this Biimess opmica is 0ot 3 secommendation
1 bezw o 222"

Accordmg|w, umder Eye poopessd aule set. an LOFR wonld be ahle 1o atvise an issoer, 3
<ocnpacy o il board, but woald net be able 1o qualify prospective invesiors uoless the investors
me the insiutional prvestor qualificanien. This woald Limic the scope of an LOFE ™S services and
1l wid be bard 10 fostufy a success fee upon the closing of & fransactiog, nmless Cxe prospective
nvesior qualified &5 & institubomal investoe.

Before choosimp o be beeted as ap LOFR, [ wioahd 1k to see 3 better halomee between
atfivity resirictions and benefits po the Member, This conld be acceoplisted by either rewarking
the rule s2d by Joosening the restrictions o an LCFB's business acziviry or sigrdfieantly reducing
the FINRA, imposed cests of doirg basiness — membersiip fees, SIPC ardd Gdelity insurence
requreryents, 2red the neeed Jor an 2 Tadi

[ bope my commeats oo the proposed rule st are belpful

Fichard B. Diobe, 54, CFA
Chief Executive Officer
Dale Cepilal, LLC
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Marcaa E. Asquith

Cffice of the Corporate Secretary FINAA
1735 K 5treet, MW

Washingtan, DT I0006- 1 506

Re: fegulatory Motice 14-09
Dear M5, Asquith,

My firm Ls a FINRA meenber specializing in plarsrment agent services to institutional inmeestors,

| dn not canry or mainkain customer acosunts, hald o handle costomer ferds or wecurities. | da
not actept orders from customers 1o perchase or sell securities as a pringipal or a5 an agent for
3wy customer, My custemers arg actually Investment Managers, Fund Sponsars ar GPS not
retail Investors. ) beliewe that FINRA MSAE, and the SEC all wish ko make thew own Ives gasy be
Closimg their eyes to the rebevance of rules for distinet sub-sections of their member

universes. A one size fis all mentallty at FINRA requires a standardization of actions/reports to
please Congress regardless ol thelr ralevance, expense to their members or prolection to
imrestors,

1 was hoping to see regulations thal more reflected my buosiness model in your proposed
regulation changes for Limited Corporate Finance Brokars. As things stand vow proposed
changes enlirely miss the mark and there is no reasan for any placerment agent bz consider 2
change In registralion,

| am aksa @ member of the Third Party Marketer's Association [3PM). | have had 20 opgortunity
to review 3PM's comprehensive comments regarding the rube set proposed by Regulatory
Motice 14-118 for Lamited Corparale Finance Brokers [LCBD]. |urge FINRA's Baand to carefulty
consider 3PM’s thowghful and infermed commentary, which has aarned wmy strong support.
{=ee attached)

Best wishes,
Brian X. Fitzgibbon

Fitzgibbon Toigo Associates, LLC (FINRA/SIPC/MSRB member)
412 Park Street, Upper Montclair, NJ 07043

Tel: 973-746-4944 Fax:973-746-2121
Brian@FitzgibbonToigo.com
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April 23,2014

To: Maria E. Asquith
Office of the Corporate Secretary
FINRA
1735 K Street, NW
Washington, DC 20006

Re: Proposed Rule Set for Limited Corporate Financing Brokers (Regulatory Notice
14-09)

General Observations

| amn encouraged by FINRA's proposed activities for Limited Corporate Financing
Brokers ["LCFB"). I belleve LCFE may meaningfully increase the alternatives for
competent representation available to small businesses seeking to sell dhemselves
or raise capital. However, limitng investors and acquirers te "institutional
investors™ undermines what FINRA's proposed rules are secking to accomplish for
the follpwing reasons:

13 LCFE and thedir clients cannot reasonably know upfront withowt potentally
negatdve consequences if certaln potental buyers finvestors meet the instimmtionat
investor qualification before or even aftar they are solicited. While itis commoan in the
private placetnent context to pre-qualify accredited nvestors by asking that such
investors complete a questionnaire to certify their "accredited investor” status prior
o providing offering matecials, a buyer or investor may be unwilling to certify to the
much higher insHtutional investor status prior to receiving any information on the
transaction. The buyer of a small company in many cases may be a comparable size
coropany ot a competitar, The seller will likely never know the financial position of
the buyer in an all cash Ffor stock gransaction. The seller is primarily concerned with
the buyer's abllity to pay the purchase price and the terms of the transaction. [Fthe
deal is structured as a cash and stock deal or an all stock deal, the seller would in fact
have reasonable access to the buyer's financlals and couid determine if the buyer has
350 millien in assets, however, the traing of determining this could be a month or
more after the LCFB has been engaged by its client. Furthet, the Institutional investor
status of the investor is only relevant ko the LCFB and no other party to the
fransaction. There is no “investor protection” ratlonaie in the proposed rule for
reduining insttutionat investor status rather than accreditor investor status, Under
LL5. securities laws, accredited inyestors are assumed to be hoth infarmed and
sophisticated enough not to need the protections alforded to othet investors under
the fedetal securitdes laws.
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2] | helieye that the proposed rules as currently written would prohibit a LCFB from
representng small companies unless the LOFE agreed upiront with the prospective
client as to what purchasers finvestors would be solicited and that Hst would ke
limited to instituttonal investors, This dees not seem practcal given thata
prospective buyer/investor list is usually not complled untl well into any
engagement and often concorrent with or after the LCEB representatives having
done a substantal portdon of thelr inanclal and business due diligence including
thoroughly assessing the competitive landscape, which In many cases will
undoubtedly identlfy potental buyersfinvestors, Feor a small company seller,
limiHng the landseape of buyers [for the sole purpose of allpwing the LUFE to he
engaged and particlpate in the transaction for compensatien] 15 a disadvantage ta
the selling cllent with ne offsetting benefit. The smaller the poel, the 1ess Nkely the
company will be s0ld which could negatively impact {ob growth, and future
Investment In the economy.

If | am the prospective client and the LCFE "honestly” explalned to me this limitation
as o wha ¢an be sollcited, and the lack of any offsetting benefit, | would not hire the
LLFB. The client tould always turn to a traditfonal broker-dealer to seek
representaton, use a ME&A Broker under the recent SEC no-actlan letter, assums no
advisory representation, use legal counsel ondy, or chrcumvent or disregard the rules
entirely.

Putting aside the larger broker-dealers which generally would have limnited interest
in representing companies with an enterprise value of less than $25 million, many of
the regional broker-dealers currently hayve minimum fee requirements that are stll
cost prohibitive to a small company. Even if these broker-dealers accept the
assignment, it 1s possible the company and the sngapemant will not get the senjor
level atention that s warranted and the clicat expects and is paying for.

3) Even assuming that a seller and its advisor can determine that all the porental
buyers to be soliclted are instimdonal inyestors, what happens i(f and when the
company recelves an unsolicited offer from a non-institutional investor? What ls the
LEFE responsibility in this scenarfo? Would the LCFB stll be paid even if the
company sells ta the unsalicited party? This is problematic,

Summary and Suggestions

While I appreciate the term “accredited” has been diluted somewhat by the overall
growth in the economy and inflation, it is the standard long established for
registered broker-dealers with respect to selling private placements. Accredited
investors are presumed under U.S. securities laws to be sophisticated enough to not
need the protections afforded other investors under U.S. securities laws. Itis the
role of the U.S. Congress and the SEC to determine what the appropriate thresholds
should be for the accredited investor standard to balance the goals of investor
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protection, the publlc Intorest and the ceonomy. Lectlon 413{a) of the Dodd-Frank
Act, requires the SEC undertake a réeview of the deflinlton of aceredited investor azg It
appliez o ind!'vidusls every four years and make adjustments as the SBEC deems
appropriate for protection uf investors, In the public Interest and in light of the
agonomy. From the praposed rules, FINRA is proposing ta dictete what level s
appropriate for investor protection, rather than Congresg and the SEC, 1tis hard for
me to undoratand why a sola pracedtioner like myself with twenty-flve years of
investment banklng experlence with theee bulge-bracket Hims 12 betng asked to
aubmit to a higher standard. 15 not a large part of vour concern addressed with the
registration regulrements [Serles 24,77, etd,) that LCFB principals and smplaynes
must adhere tn? Reglstration and continuing education are the sallent factors
FINRA uses to determibne lalum competency with rospect to all registered
hroker: dealers. | belleve that all advisors, whether assoclated wlth a bulge-brackel
firm ur sele practiticnet Hiee myzsell should bo hold to the sama standard, na less or
ng More, in the pursult to affer their clients only warld-class advice.

Whilw: it i5 not my intent to pursue non-institutional accredlted Investors, there arce
many very sophizUvated and wealthy livestors that | balleve should not be excluded
in pxecuting an M&A transaction or private placement You may constder

establishlng a pew deflnition for "nob-Ihsututonsl aceredited Inyestor® with &
minimum net worth above aceredlted but below Institutional.

¥ou will he nble to weed out many of the "bad ackors” through your preposed
reglstrution of LCFB,  Unfortunatoly, there will always be those individuals that
have no raspect for the law.

Furthermore, the SB{ no-action letter dated [anuary 31, 2014, |5 more favorable to
brukers than the propused FINRA rulesa, | bolleve, with reapect 1o the sale of a
company, many M&A brokers may take comfort in the SEC nu-activn letter and
selectvely disregard any new FINRA rules glven they aro, as writtan, mora
rostricivn.

Inadvertently, tha FINRA rules as proposed moy actually discourage companies
from hirlng u LCFB glven the invonsistencies between the two gots of milas for
cortalh of the sama actyites. 1t 15 reasonahle to assume that counse! to a seller will
advise thelr client not to hire the LGRD given the Inconslstencies. Thege
Inconsistencles inoroase rsl, and increased risk has a cost Doos o seller need to he
concerned with remedlex that may acerue to o buyer If the advisor pn the
trungacUon relles on one 8ot of ruleg and not the ather? IFyow ara an awninr of
small company that has heen in the famlly for generations and have made the
lmportant declslon to sell, would you visk hiving o broRet thac 13 potentlally
reatricied Ln his abllity to maximize sharcholder value and that may be subject to
litlgation fenforcement from FINRA and the 5EC. 15 [t condelvable the LCFB would
advlsu hils ient e not solleha cortain parey in the baat internst nf the client begause
he realizes the party 1s not an institutional investor? The rules would dlctate that
the LCFB not act In the best inwerest of hig clieit. This creates an tllogloal regult.
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I hope my comments will encourage FINRA to modify the definition of institutional
investor if it is unwilling to establish parity among all providers of financial advice.

I would be happy to discuss my comments and suggestions with you.

Sincerely,

Laveria Flemma
EF Advizors, LLC
sav@sfadvisors.co
[@17]5623-9159
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To whem it may ooneemn,

A the cruner of @ sroall Bmited BD dras would Lkelr eualify i 3 hmoted corpance finanong heaker ]
wcld e r apprecate H you wowld conoder lowerng the Goandal ieden oo such wolites,

Foe exampie, since Dyece enoitis, (ke mrine) don® caery oasoomer aceoames, the Gdaicr bood sasuld
oo lcoger be requised, the net capill requiremear sheule be climared {or substanmsly lowesed:,
it e annual Brancial/AML iab maney hunde=g) audss shoul no looger e raqaired (as fhe
firm peees ma fnanaal oo sptode nsk an anyece else nor does = deal wth cash deposTs ) casbomer
wrounesy. In fam, the bgpar mgubitooy cos for scll BDs, sach as oooe, s the acowl
Snaacial /AL qudic, capeaally with the new FCAOB mpulaticas tat are commg oo effect later
chus year.

1 bebeve thas these chargee wem'l prevent coprpanies bke mine From sol betnp ceomplant »ath
EFIMEA n:lee, bur will ceetainky hedp cur by dicrdnating uncecessary east burdens.

Thanks in adwanos foc pour comshders om.

Regaris,

Eh

Eb Gabany
J‘l{“ﬂﬂm

Chromcth W eorfure Pariners
(030 GO 32Mp Call

[20F) 57270 Fus
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HighBank Securities LLC

-

ot One South Street, Suite 860

' g a n Baltimore, MD 21202
SECURITIES

www.highbank.com

VIA Email (pubcom@finra.or,

Cear Ms. Asquith,

HighBank Securities, LLC {CA0 1537345] weloomes 1the opportunity bo cemsmeri abaut e proposed rube
sa for Umited Cowporate Financing Srokers. Our business consists mainy of imestmern banking
atveon ndces, namely rergers B acquistion advisary services as well as assistirg ofents i rising
capital, mainky from partkes that qualify as institubemnal investors, | 2 o wieea 3hat gur firn woukd fit
within the proposed definiton of an LCFB.

Through the creation of e Sarkes 79 [Limniled Fepresentathee — Imvestment Banhking| ir JO005% 3nd nore
this propased rube, it appears thet FINRA i seeting ko fador it regulatory requrements to fit tiw
activities perorrsd by fiums like gurs. WEe welcomee this movement.  Th2l s2id, we bebewe that the
propased rubes o ot g for ercegzh andd still result inoa berel of regdation and oversight that remains
crerous and pomains spedfic equirements that ans unbecessarily burdenscme T our busress.
Furthermarne, the recent 3EC 5wl noaction letter issaed te Faith Colish, et 4l., threabens o vedetrine
FINRA's effarts te eraarage registration by finrms that conduct corporats Franos business,

White the proposed LCFB rubes eiminabe a few of 1he reguatory burdens imposed upon fams Eoe ours,
it is our view that the ndes do ot po Tae enaug . Specifucaliy:

v LCFES wiidd stRl be regared to partscipate @5 members of 590, whasa specific missan
= to proberd dients assets beld by brober-gealers. LCFE's are no1 permitted 10 hold
chent fumds or secanties amd. aoccrdingy, mazintaining “he recuirement of SIPE
partepation rakes litsle sanse.”

! Indeed, it is senseless that the SIPC applies to our firm presently as our firm holds no customer funds or securities
and, accordingly, there is no scenario in which customers of our firm ~ the contingent that SIPC is chartered to
protect — would benefit from SIPC’s existence. Compulsory membership in SIPC results in a tariff on our firm’s
revenues that is patently unfair. This unfairness would be continued under the proposed LCFB framework.
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* The requirement of an annual audit by an independant accountant and Bl-anpual AML
lndependent reviews are of negligible value but material cost. Flrms like aurs expend
cansiderahle time, offort and expanie o comply with the requirements of these ansual
raviaws. Thasa audits provide the Investing public wiih na ldentifiable benefit,

+ The ryles would conilnue to require LCFR'S Lo maintain a fidelity Bond with COVETr bt of
at least 5100000, agaln at significant annugl ¢ost to the firm, Far the reasans
mentioned above — we hold no custamer funds - the fidelity bond requirement makes
litle sense and wa would FEquest a reconsicecstion of (0% e,

For thase repsons and others, the LCFR progosed rules do not represent a meaningful reduction in our
regulatory hurden and, accordingly, it is doubtiul whether we would elect inte the LCFB calegory.
especially as tha LCFB pracludes ralsing capital from acoredited investors, While the vast majority of eur
targeted investors gualify as institutional investers, we samotimes reach out to a network of high-net
worth aceredited Investors, an aclion that would be prohibited by the LCFA proposal.

FINRA requested comments on certaln specific ssues. Cur view nn the mast ralgvant lssues 1or us |5
brislow:

*  Doos the proposed rule sef provide sufficlent protections to customers of an LOFB? If not,
whit argitiong) protections are warranted and why?

Qur vigw (s that the proposed rule iet continues to provide sufficient protections for
customers of an LGFB.  In fact, there are many rules and reguiatlons 1hat would
wnnecessarly apply to an LCFB that provide no meaningful protection 1o LCPB's
custamuors (SIPC, fidality band, apnual audt),

s Does the proposed rule set opproprictely accommodate the scope of LOFA business madels?
if hot, what othar acecrmmodotions aré necessory and how would customers be protected?

The proposed rule set aliows LOFBs 1o saliclt ingtitutional Investors but not Investors
that meet the definitlon of accredited investors. This Is a distinctlan that should be
reconsidered, o aceredited Investors are deemed to have a level of sophlsticatlon that
Allows them to sufficiently analyze the risks associated with investing.

s Arg therg firms that would qualify Jor the proposed rule S8 but thal would chodse fot to he
trected os on LCFAP If so, what arg the reosons for this cholce?

Yei! Cne of cur great frustrations /s that our firm has elected to formally reglster az a
hroker-dealer, ot significant cost and burden, while sther firme with whom we directly
fompetd have not  properly reglstered as  broker-dealers [with no  negatlve
consequences). It is our oplnion that thasa firms wiil continue 10 operate without
propér registration despite the LCFH proposed rule set.
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Wht /5 the ikély economic impoct o an LEHS, other broker-dealars and thelr competifors of
aodoption of the LCFH rufes?

We don't sec any significant sconamic Impact 1o an LCFB, The costs easocinted with
britg an LEFR are marginally lower than the costs of belng 8 broker-dealer today, but, as
meéntloned, the proposed on-going costs are still significant.

ol principids ard represeniotives thot hold registration cotegories nat included within
LEFR 123 be peeenitted Lo felain thete registrations?

Yes. We bellove that representatives of an existing breker dealnr that slacis LOFA s{atus
should br allowed to continug to hald alf af the mglstratlans catagoriag that they hald
priar ta fh olegtlan, This protectian seems justifled in that future rule changes could
QUeur o The firm could declde the election was not worthwhile and desire to convent
Lack te a full broker-dealer without the “penalty” of having to re-cartify.

ooy tn LOFD narmalfy moke recormnmendetions to customers to purchose or self securities?
3hould an LCED be subject to rules requiring firms ta knew thelr custamess (LCFA Rule 309)
and imposing suitability ohiigations {LEFE Rule 311) tran LCFA?

Aside from advice provided o our buy-ilde and sell-slde merger and acquisition clients,
dur firrn does not make recommendations to cllents or customars to purchase or sl
securitles and, in fact, that activity (astdo fram In the merger and acquisition contest)
dors not In aur apinipn seem appropriate for an LCFB,

Does the SEC staff rn-octinn fetter issund to Faith Colish, el of, doted Janoarp 31, 2014,
impact the onalyxic of whether o firm would bacome gn LCFBF Is It ikely that some limited
carparaie findmeing firrm will not register 08 o broker consistent with the foct pottern set
forth in the no-action feHer, or will they register os or LCFB?

The na actlon letter ropresents o shitt 1o rogudation thar is significantly more meaningful
than the iIncrementhl changes made in e LCFE proposed rule set. Our firm derlves the
majurity &f it révenue from actlvitles conslstent with those set forth In the no-action
letter. We are currently analyzing the no-actlon letter In detadl, but our prellminary
conclusion s that the majority of aur businass would no langer ba subject o FINAA
regulation as a rosult of the no-actlon ietier,  Although this would represent welcome
financial relief, we belleve this i3 a sipnificant step backward in ensuring the quality of
advite und protection provided by existing regulations and as such encourage FINRA and
our membership ta work hard ta have thr rullng revarsan.

Some might argius that unlicansad “MEA hrakers” coause no harm and therefore they
should not be subject to regulation. We disagres and provide twa real sxamplos.
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Firet, assume 3 lohn owns 3 hustness worh S16 millian and the wast majoriny of his net
wiwth ard life’s eamings are tred up in the business. lahn, desple his significant net
werth, 15 unsephisticated with all matters finarkial. Jahn Fres an unlicenses bSs
beoher whe due b poor advice and shodoy exeodion procesds 1o sef his bosrness for
half af what it 5 tuby werth. lohn has kel S5mmeoand 5 by o way af 1hinkeg
significanzhy “harrmed.”

Serond, under the same fact patterm Johre's conside@tion for the sa%e af his busmess is
stack in the aoquirer and nol cash_ The stock o subject 1o 3 bek-up and ether hquidity
limitatians that require kahn 1o held tie stock for 24 moanths past<lesing. The MEA,
Eruer adhises bohin Ehat thers is ma real sk ko bakding the stock and is mot abde b =ven
quate aperopriets shodies arnd curant mackst dats regarding the liguidity JEoount sahn
should assume ol he decides to lake the stoch as considaralion. During the 24 mandh
pericd the apquiners cimck dwops 50%. lobn is cartainky harmed by having hined the
urloensed, urrepulted MEA broker.

It is cour opimian that the proposed ale set will pot enccurage fiems like ours fo repister
as an LCFB. In fact, the progosed nule seq, souped with 1he no-acbon letter, makes it
even mare likely that mamy firms will condinse te “rolkthe-des™ ard pedomrn ther
servicas ilbcitly qutside walunfary FINRA and %EC cwersighd, mshrg the [weliboods of
Tountless, financialy ursophisticabed business cwsners.

Thank you fir alowing Us 1o prowede pur oimiments. Mease gon’t hesiate 1o Lontact s if you
have questans croeming MHAr respH nse.

Very truly yours,
T,
f H
"-'--i-_.,r.—-SaSa-_.T::a-- . _‘-',_g -
S=ohen I Gares Ceres W OF Bl

M et ED Marazing Drecion 100
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Marga E. Asquith

Cffipe of the Corporate Speratany FINRA
1735 K Streat, My

Washirgton, [ 20006-1506

Re: Regulatory Motice 1409
Dhear Ms. Asguith,

At Hayener Capital Partners, my sales colleagues and | ane registered reps with FINRA member
firm Compass Securities Corporation. Havemer provides outsaurced sales ard marketing services
e inrestment managers tarpeting institutional ireestors. | am alse 2 member ¢f the Third Party
Marketer's Association (3PM). ) have had an epportunity Lo eview 3PM's comprehensive
comments regarding the e set propesed by Regulatory Matioe 14-09 for Limited Corporate
Finarwe Brakers {LCHDY. | urge FINRA's Board 1o canefully consider APW®s thoughtful and
inforrmed commentary, which has earmed my strang supporL

Thank you for yeur carsideratian.
Stacy Havemer

R LR LN LR LREN LR NI R R NSy T RIN TR RI NI YT RTINTY)

Macy Havenser

Hawerner Capital Parmers LLC
Crffice: B55-2849-3777 ¥ Th1

Call: 617-308-2153

Email: stacy@havenercapital.com
Wakzile: www.havenercapital.com
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304 INVERNESS WAY SOUTH, SUITE 355
CENTENNIAL, COLORADO 80112

Financial Service Corporation 303-962-7267
MEMBER FINRA ® SIPC

March 21, 2014 pa—

Marcia E. Asquith i
Office of the Corporate Secretary MAR 24 2014 !
FINRA .

1735 K Street, NW = Fia i
Washington, D.C. 20006-1506 e SA s L L e

RE: Regulatory Notice 14-09; Limited Corporate Financing Broker

Ms. Asquith:

Thank you for the opportunity to comment on the propesed Rule Set for Umited Corposate Finandng
Brokers.

Coborada Fmandal Service Corporation b a8 full service peneral securfiies firm that Inchwdes an
Investmert banking division. We have been Invohved in Investment banking transactions since 2008 and
conduct approxcimately 50 trancsactions par year. We operste on the independent contractor mods] that
has prowed 1o ba benefidal to both our S and owr registered representathves and very attractive o
imvestment banking professionals. For the most part, our chents are private corporations seeking both
mergers and acquisitions servlces a5 well 35 capital In the form of both debt and etpuity.

in revlewing this proposal, s could aot help but ook back at e oflout of the Ssries 79 Impestment
Banking registration® and the unintended consequencet it placed on firms. FINRA did not provide clear
cut definffons that allowed firms o make easonabbe interpretetions of the ule and reasonably expact
e heve 3 ANRA examiner make a similr nterpretzton. From ocur own experence, FIMRA stoff,
ciuding the general counsel's office coudd not prowide 2 defnition of the term "faclitate”™ o wed n
the rule. | see shmilar condushon [n the proposed ruke sat that will lead to very difering Imensekations of
the ree wihen it comes 1o application. Though ot FINRA"s responsibiity, the US Securtties snd
Exchange Commisshon's ketter 1o exempt most mergers and scquisibens brokert from any reglstration
adds o the confusion and areates an abmosphere of "no dincton™ when viesdng the regulatory scheme
sumounding securiies registration. 'We see conhusion in the propesed rule set that will kead 1o yery

T2 303200 Limded Reprssamintive—mvestment Banking [1) Each person assodated with 4 member who 5
Irochubedl withlm the definition of 2 representative 25 defined In BASD Ayly 103] shall ba mequined to regicder with
FIbAA a5 & Limited Represemathon — nyestment Banking wsd pass a qualiicion eamination os speciied by tha
Board of Goverars B wich perton's acthdtles Immbee: (B sthdslg o or faclitabing debt or eguity securities
cffwrings through § private placement of & publlc ofaring, Inclieding but not Embbed 4o odgrasan, undensriting,
marketing, sruCturAng symdbcarion, and pricing of such securities and managing the allooatisn sad Hablllmtien
sithities of swch cfterings, or [B] advising an or feditating menpers and soquisttions, tendar offars, financial
restructurings, a<1et cales, dheestitares o other corporale rearganition: of basdhess combnatian Tansact=oms,
Imcludbng but nat limited to renderbng a falrness, cotvency ar simllar aplnfan
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differing interpretations of the rule when it comes to application. We believe FINRA’s mission is being
compromised to retain firm and representative registrations.

As an example, the proposed Rule 016(h)(1)(F) and footnote 3 of Regulatory Notice 14-09 indicates that
qualifying, identifying or soliciting securities to potential institutional investors by LCFB will be
permissible. This creates confusion. Because, it appears that, pursuant to 016(h) (F) and the footnote,
LCFB will be allowed to engage in traditional broker-dealer's activities to institutional investors.
Allowing solicitation of institutional investors creates confusion and further blurs the line between a
normal broker-dealer and an LCFB.

By way of response, | have repeated your specific requests:

1. Does the proposed rule set provide sufficient protections to customers of an LCFB? If not, what
additional protections are warranted and why?

£-

The tarrn "tustomer”, pursuant 1o the propeied rube LEFB O016[d), maans stry natural parson
and any entity recelving corporote finomdng sarvices from a limied corporate financing
breker. “Corparate Fnencing servioes” Is » broadly used term, and typhcally Inciudes capital
ralsing activities which should be outside tha scope of an LCFE,

However, FINRA did not clearly indicate whether capital mising acthvitles woukd be allpwed
by LCFP in the proposad rule. We propose, to make reasonable Intarpretailons of the rule,
elther: [} to clarify the term "Custemer” by stating "any matural persen and any entity
receiving or having an engagement with LOFE far the sarylces lisved, ikentlfiad or defined In
LCFB Rule D1B{R); or (I} to provide FINRA'S view or expectzthon an caplinl rabing acthities
by LCFB; & bright-liver of demarcation.

According to the proposad rules, registered assoclated persons of LCFA will be sublect to
FINRA Rule 3270, However, the propoded rula i silant on the activities which ant currestly
subject to NASD Rule 3040, private securtdes transactions.

We requast; (i} FINRA'S view on sacurfties transactions of which associated parsons of LCFB
perticipated In; and (I} to pravide FINRA's Interpretation of the foliewing droumstances.

s ‘Whether such ectivities will be viewed as the business activity outskle the scope of
the redationship with the LOFE firm, therefore will ba sublect to FINRA Rule 3270;
= ‘When/M an asseclated person of LCFE b pbo registered with an afflllated ful
servick brokar-deaber for the purposs of conducting tradtlenat Brokerage activities;
*  ‘When/H an azsociated peraon of LCFB k& aiz0 registered with an unafillated full
sarvice broker-dealer for the purpoie of conducting traditonal brokerage acthitfies;
and
v When/H an asoclated perton of LCFD rafers a customer leither insthutional or
nan-Instivthongl customers) o a brokar-gdealer [glther afflilated or unaffiilated) Far
capital raize of an Iss0er of which the LCFB firm angaged |0 ene of the activities of
D16[H 1)
The proposed rule 221 appears to disregard the 2xisting rules conpernlng cammuonkeatians
with the publi:

¢ Thea ona=yaar Flling requiremant appaars to b wabved,
& There appears to be no required supervision af communications
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The rules appear to be vague and contradict their intent. The rule proposal allows capital raise
transactions to institutional clients and yet the rules appear to match retail clients. An LCFB
should be limited to services only and NO transactions, institutional or otherwise.

There is no reason to exempt an LCFB from the annual requirement for the AML independent
examination. The existing exemption applies to Firm’s that do not have any transactions. FINRA
propose to allow transactions, though institutional which we believe are contrary to AML rules.

Does the proposed rule set appropriately accommodate the scope of LCFB business models? If
not, what other accommodations are necessary and how would customers be protected?

3. The proposed nues appeak bo heree nerossed o Bndbed LOFE'S and s assocsied persoes”
direct moerGact with penari] public orstorers |aka retad orsorers|. However, LIFES andglor
s aoGated pErsons”’ cerbaan ponduct may 53l impact peneral pebisc ardeners

As an ek, LIFE G et oor=publle imkormabion thed may npsact, eitker postiinmdy
Dr oepatwely, N Bxeer's ook price, whery'T the ssuer b 3 publicly raded oompsrry.
Therefore, LGRFs and ity #sociated persons saouribes tramsactions seed 1o be sonrtinized
and soperrised by a quealifisd principal

Ao thegly, we propose 0 regue [CFE's and thesr asockesd persons’ comeliance with
P50 Fruda 30500 and [d]- i additson,, due oo the faot that t™e iesimeant banices do ot=n
receber dtocks of equity Sares 3 compersation from the bsoer, we ssappest 1o modily
perone] seoarites redabad raes dmedar 1o 20 H]L pil the Invesorent cfvisers. Aot of 1941

B Thers shoashd be 3 bright-line ol dstimction betwesn an LICRE and amy other brolcer-<ZSeaber
firmn egistration ctegory. | would repest respose o Bem ] abows, A5 an exanple, LCAE
Pz 205 LCFE Rale 311; LOFH Rulle 431 [h; LCPE Rade 511 LCFH Rule 200 |25 we belive,
coniradict e spiit and imert of the nube; especially & they ey relate to individus]
oushorers rather e entities. which ace P ncms 1 ofporabes Anance.

Is the definition of “limited corporate financing broker” appropriate? Are there any activities in
which broker-dealers with limited corporate financing functions typically engage that are not
included in the definition? Are there activities that should be added to the list of activities in
which an LCFB may not engage?

T oo L TFE TS sl s s g wlecrp ar e noOwuding i eE
e e G e feTe o o i ey b= T Wl =l
ErbedrTora=srioe b T e o w e T EESSEC BT

oS = S A P da =S
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¢. LCFB should be also prohibited from raising capital from any source what-so-ever; debt or

equity. To do anything less would compromise the whole intent of the rule set.

4. Are there firms that would qualify for the proposed rule set but that would choose not to be
treated as an LCFB? If so, what are the reasons for this choice?

Adopting an LCFB format should be strictly for an investment banking firm that limits itself to
mergers and acquisitions transactions, no capital raise whatsoever and other usual and normal fee-
based investment banking consulting or drop the idea all together.

5. What is the likely economic impact to an LCFB, other broker-dealers and their competitors of
adoption of the LCFB rules?

Carving out the LCFB would create an un-level playing field for existing broker-dealers who conduct
corporate finance activities in addition to their other lines of business.

6. FINRA welcomes estimates of the number of firms that would be eligible for the proposed rule
set.

An M & A firm would more than likely use the SEC’s exemption and not register.

7. Proposed LCFB Rule 123 would limit the principal and representative registration categories that
would be available for persons associated with an LCFB. Are there any registration categories
that should be added to the rule? Are there any registration categories that are currently
included in the proposed rule but that are unnecessary for persons associated with an LCFB?

The IB (Series 79, either completed or grandfathered by waiver on May 3, 2010) should be a
required registered representative registration that cannot default to a Series 7, 62, or 82
registration. Allowing the use of the Series 7, 62, or 82 contradicts the intent of the rule and creates
additional confusion. An LCFB by being “limited” forfeits it rights to other business lines that are
allowed for full service broker-dealers that also conduct investment banking activities.

8. Should principals and representatives that hold registration categories not included within LCFB
Rule 123 be permitted to retain these registrations?

No. As is the rule now, if a firm is not licensed for a particular line of business, the broker-dealer
cannot “park” the license. To repeat, an LCFB by being limited forfeits it rights to other business
lines that are allowed for full service broker-dealers that also conduct investment banking activities.

9. Does an LCFB normally make recommendations to customers to purchase or sell securities?
Should an LCFB be subject to rules requiring firms to know their customers (LCFB Rule 209) and
imposing suitability obligations (LCFB Rule 211) to an LCFB?

a. Typically, an LCFB does not engage in recommending any securities (either of the issuers
with investment banking engagement or of those with no investment banking engagement
or relationship) to any customers. When/if an LCFB firm does engage in such activities, it
would be in the form of a capital raise. Accordingly, by removing or prohibiting LCFB from
directly or indirectly engaging in capital raise for or on behalf of any issuers will eliminate
the suitability obligations. Furthermore, allowing an LCFB firm to make recommendations to
customers to purchase or sell securities defeats the purpose of the rule (accepts orders to
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purchase or sell securities). Such a recommendation indicates business other than what is

intended under this rule.
b. An LCFB should be subject to LCFB Rule 209, “Know Your Customer.”

10. Does the SEC staff no-action letter issued to Faith Colish, et al., dated January 31, 2014, impact
the analysis of whether a firm would become an LCFB? Is it likely that some limited corporate
financing firms will not register as a broker consistent with the fact pattern set forth in the no-
action letter, or will they register as an LCFB?

The HEC better msoved on faresry 31, 3024 Fas opened the Aoodgates for arpbosy o hang ot &
shingle and be 3 “Tweschment Banior”. Public ProisctSon kas been desnegarded in ths Sebter 1n
Frvor off 3 wery tradl vorsal ety oF sl wha do ol wart o ba regitered. FEMLUA s Hhe
FenEe sy shol] rrcke every 2ot m b the Colich barer resorckad

Thee oreation of e LIFE 5 ooniracy b FOA' s mastdon of markest incegrity ass investor protection. The
reergers and axpuistions market has b populated by pumenoes urseony charscters. The prevailing
Tititade snoe cregtion of the Series 75 Ecenss i the legal comeramity had beooese ore of “# the barier
i ok regldered, dor™ e themn®™. The cresiion of Hhe LOFE and the SEC's ro-acHon kresr referencesd
earier, | bedese wall reset v e ussowory charachers srbuming o the market plare and laking
advanage of, what could be, wery wainesbls sTal bsines peoers and marDe” integrily beng
oonpromised.  Perhaps, FIREW and the: industry would” b beettier senved by Popandiag. exdsting nules
rrther Hran cresting 2 wholde new criepory 10 3cnemmsodabe buesdiness that b sreardy being conducted i
ahorderiy Bshon

Fespectf iy skt
hee T Tl b —
Chester Hebesrt

CE
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= d o oo Tel: 41 416943 3101
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Marcia &, Azquith

Senror Vice Presigent and Corporate Secretary
FINRA

1735 K Strest, NW

Wwashington DC 20006-1500

Rea. Regulatcry Motice 14-08
Daar Mz, Asguith:

We appreclate the opportunity to comment on Regulatory Motice 14-08, in which Ihe
Financial Industry Regulatory Authorlty ("FINRA™ proposes a new set of rules for firms that
mest tha defintticn of a Imited corperate financing breker ("LCFBE"). Ernsl & Young Corporate
Finange [(Canada) Inc. ("EYCF(C)™) 18 a broker-dealer registered with \he SEC and iz 8 membaer
of FINRA. Ameng othar things, EYCF{C) primarily providas advisory Somices 1o its chents with
raapact lo aquity and dabl finanaing, corporale restructuring and diveatitures and mergars and
acguisitions. Al of EYCF(C)'a cliants are institutichal in nature and EYCF{C) does ngt camy or
maimain customer accounts, handle customers’ funds or securitias, accept cuslamars' Iradlng
wrders, of engage in proprielary rading or rmarkel-raking.

Since much of EYCF{C)'s husingse appears to ba encompassed by FINRA'S proposed
LCFB ragisiation category, EYCF{C) |5 Interested in fully undsralanding the proposed
paramalers of the regisiretion category so that it can determing whather i should change its
brokar-dealer regiatralion o that of an LCFB, if such registration category is edopled. EYCF{C)
15 greally appregigtive that FINRA has racognized through s LCFB proposal that fims
providing advisory sorvices such az EYCF({C), do nol angage in many of lha sectivities lypically
assoclated with fraditional broker-dedlars. Thorafora, guch fims should not be required to
comply with thosa FINRA rules that are net actually releyant to their businass.

While EYCF({C} is axcited by the concept of a new hmited reqistration category, EYCF(C)
wanld ke bo confiom 15 understanding of certain aspects of [ha propssal, as well as suggesl
pogaitie modificalions to ansure thal EYCF{C) and similary situated broker-deslers will be able
ter raly on the LCFE registralion categary if the proposal is adopled.

1. Non-Registerabla Activity.

EYCF(C) zeeks lo confwrm that if a registered representative of an LCFE angagas in
activiles thal do not require brokar-dealar regislrabon, such activity will not be required to take
place under the LCFE, Thig igsue arizes in the contex! of lhe SEC'S recent senies of no-aglion
lettars involving brokar-dealer regsiration relief for merger and sequisilion advisory fIFms.
EYCE{C) is interesled in understanding how this no-action reflef iImpacia the LCFB registralion

category.

A member firm of Ernst & Young Global Limitea
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Builld|ng a beitar Fage ?
worhify world

Moat racently, an Jonupery 31, 2014 the SEC staff [38u0d & no-action Istter that providas
limllad broker.dealer reglstratlon reilaf for fIrrrm that angage In marger and acqguisition advlaory
activitigs (tha "January 31 Hu Action Lotter"),' Spacitigally, tha January 31 No-Action Letier
prov/des thot M&A Brokers,? subject to certnin conditiong, may effact trangactions in conhaction
with tha transfar of ownership of privotely-hald cnmpunius’ without heing subiact to the broker-
twiler feagiatrotion requiremonts under Section 1t{a) of the Exchange Act, The conditians on
which the no-action position is besed, intlude, among othar things, the ME&A Brokar npt having
tha ability {o bind 8 party to o bramsaclion or to provide financing for o fransaction. The MEA
Broker muat also Aol have cuslody, contrdd of posaossion of funds or securiflea In connectlon
with 1he traneaction and the trangaction canndl inyolve a publie ﬂ"ﬂl‘h‘lg. I wddition, the |=su=d
aacuritims n the transaction must be “restricied aecurilis” under (he Securitles Act of 1833 (the
"Securities AL,

F."f"ﬂl"'[{:] pssumal that activitipa thet do not roquirg Brakar-doalar ragiatration, aithar
hacauaa auch Activities 1t within the peramatars of AR SEG gteft no-actian position, or soma
othor oxomptiva reliaf. will not be required to bn condugiod through an |LGFB,  Howavor,
EYCF(G) soeks confirmation that If A roglsiered ropresantativa of an LGPFE angages In non-
rogiatorablo actities, such aa thosa contempioted in tha Jonuoery 34 No-Action Latter, the
regiatarad repraasentativo wil not be rogulred to ongoge In theso agiivitios wnder tha LGFY,
Hathar, thoad activitlian will be troated aa "outaldn bysingsg arlivihea” pursiiant tg proposed Hula
327 and will not noad 1o e recorded on tha boaks And records of tha LGFE or ba sublogt to
FINRA rulas govarning tho LGFE,

2. Rule 18a-8 undear the Exchange Acl

In eddition, A cprp pat of EYGF(C)'e adviaory functions involvea EYGF(G) agting Ra a
“chaparonn” for nan-U.5. brokors doglors from the Ernsl & Young natwork, EYGF(G) typlenlly
chaperones tha non-U. 5. frokar-gnalam tn croas-berdor marger and agqulaltion fransactions,
that In the abaance of an oxemption, would require tho non-LU 5, hroker-doalprs to registor with
the SEC a& broker-deaalars undor Soction 15(a)(1) of tha Exchanga Azl A3 this concept I not
addressed in FINRA'e proposal, EYGF(C) would ke to confim that cheporaning aclivitios
pursuant to Rule 158-8{a)(3} undar tho Exchange Act (and related no-action |attera) would e
parmlaglble tor LCFBa In cages In which tho forolgn brokar-deslers' actiyitiag ara Kmited ta thoaa
that ¢ould b0 offacted by an LGFR, Including activitios atherwise pormitted undor the MEA Ne-
Action Lattera, Under tha Ruln 1%a- chaporoning arrangamants, EYCGF{CY 15 rosponsitia for
among other things, pariclpating In communications, obiaining coneants to servica of procnss,
and malntalning requirad booka and recards. FYUF{C) dpaa nal knaw af any rgapon why an

! Som Faith Colish, Ceq., Corfer Ledyerd & Milboer LLP oral, SEC No-Aciion Lattar {(Jun. 31, 2014) Sea
ntan Roland Borgor Stralngy Conawitants, SEC NosAction Letter (May 28, 2071 and Crost & Youny
Corporai Fipdace [Zanaga) ing., SEC Na-Aclion Letlor (July 12, 2012). Togathar, these inres SEC Ma-
Actiun Leliers, and &y sbbaaguant Ma-Aclian Letters addranging this aubjest maliar, aball be referred to
om ine "MAA Ma-Actiun Lattyre,”

T AnCMEA trokor |4 deflnod 0 the Januacy 33 Ne-Action | siar ad an anbty whows Businass of affivcting
aocurition transociiona (3 "solely In connection wilh ha Wansler of Gwieiehie und omed of o privatply-
hokd company. .. 1o o buyor that will aclively operate the company or the business concucsted wilh (b
pysmals of the ompmny,”

a “privataly-held company” (4 dallinad a3 an oparaling company kot (s nol o reporting company undor
the Socurities Lychange Act of 1934 (the “Fxchangn Act')

Amme b frmoof Cost & reas Gs Lol
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LCFO would nol be permitled to chaperone a forelgn brokar-dealgd in the aamé manndar that
trad|tionm broker:denlers con, however, EYCF(C) woutd like conflrmation of 1hia, EYCF(G)
would @lac llke to conlirm with FINRA thal there will be no add(tional reslrictiona or limitationa
placed on chaperoning LGFB% Lhat are nol surréntly in placa on tradllienal chaperaning broker-
doalors,

3 Public Company Transactions,

EYCF(C) notea that thora 1w ne rasiriction on LCFRs engeging In publlc company
tranaadions in cannaction with their advisery work, EYCF{C) believes that thia ia paniculerly
impartant (n llpht of the (mitatlon an the scope of the Jonuory 31 Mo-Action Letier to prlvata
eompany trangactions, EYCF(C) pccasionally provides putlic company MEA advisory services.
EYCF(L) wishas to confirm thet these servitas will b abis 10 ba conducled by LCFBa. Thia will
encourage firme 1o utliza 1his new raglatration catogery In llou of reliance on the M&A Mo-Actlon
Lottera

4, Roquirod Docurmentation for Inatitutiooal Investor Statous.

As currently proposad, RHule ©18(g) definas un ‘instilutional investor”™ lo include among
alhor gnlities, a person (whether a natural perecn, corporation. partnership, trust, family office or
oitharwlse) with total nsaals of ol l&ast $50 milion. EYCF{L} aeaka to undarstand whothor
LCFBs will ba raguired to cbimin any particulpr dorumentation to subslantiate the value of an
Invoster's iptal oasets. EYCF(C) belioves thel LGFEs should bo eble 10 maka thoir own
datarminatione as to whother an Investor meats Lhe “institttlonal invester thrashold based on
the receipt of desumentalion that the LCFE considars 1o be reaspnably appropriata.  Curréntly,
EYCFC) wil qualify an invastar by infermation provided by the Investar, [ncluding
rapresgntalions of by publicly avellable [nfarmatipn concerning the investar. Thé stétus of 1he
Invester i3 plse the aubjecl of rapresantailone and warenliae In the angagemeont matgrialy.
Parswutal of the firm are alar o clreumgtancos prising during their ress&arch pricr t© 8 mandato
prizing pr learned durlng tha coufae of thelr mandato supgosting that tho nformation obtuined (2
gate 18 inaccurate. EYCOF{C) believes thaf ks current practices heve served as an offactive
manns for dalermining an Invastors stalus and should ba sufficiont 1o determine “instiulichal
invesior’ status in conneclion with LCFB requinemants a3 will,

5. State Rogistration Issuos.

Drm of the polantlal benafita of LGFB ragisiration is that il wil afford an exemption from
Comtain state husineas braker ragislration requirements that era available for faderally regislered
troker-dealars, as woll aa statg broker-doular registration requirerents in ¢asos in which the
inatilutional buyer exemption i predicatod gn federal brokur-daular reglstration. For exampla,
the Inoig Buminess Brokars Aet of 1985 requires that any porson domiclled [n lllinols, racalving
compenastion from ancther person to procure a business or asalst In tha procurement of a
businsss, must be regiatered as a busingsa brokar wilk the lincls Sacratary of State Securlilas
Department, unloss, among othar exemptions, ha or sha 13 registored As n dealsr in tha state ol
lllinors or he or 8o ta axampt from ragistrution ag a dealer in Nincls but reglsterad pursuanl 1©
fadoral spourities lawa.  Thoae firms that choose to rely on the ME&A Laltars, rether than
reglstaring as a brokor-dealar, may ba in lhe posilien of being required to raglator a5 a businass
brokor or broknrdoolar with state securling commissions nolwithatanding that they ara ngt

s rpembese Sl Frost § vy Glabal beesie
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required to register with the SEC or become members of FINRA. We urge FINRA to ensure
that this new category is fully recognized by the states as a basis for the exemptions noted
above notwithstanding the more limited requirements applicable to the LCFB category.
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Aprl 28, 2014

Attention: Marcia B, Asquith

Office of the Corporate Secretary FINEA
1735 K Streat, N'W

Washington, D.C. 20006-1506

RE: Regulatory Motice 14-0%9 Proposed Rola Bet for Limited Compernte Finanee Brokers
DCrear M2 Aszquith:

This comnent letter is being submiiled to the Financial Industry Regulstory Authority
{*FINRA") on behalf of Stonehaven, LLC, a FINRA member firm unl i mssociated pervony
{collectively “Stonchaven™) with respect to Regulaiory Motica 14-04 and the Proposed Rule St
for Limited Corporate Finahes Brokers ("LOFBY). Stemehaven 1w alse n member of the Third
Party Markaters Association (“3PM"), and has had the opporiunity 10 review IPM's
comprehensive comments rogarding the rule sel proposed by Regultory Notice 14:09 or LCFBa,
Stonehaven urges FINRA's Board to carefully consichir 3PM "y thoughtful and informed
commentary which has camed Stonchaven's strong suppuor.

Although Stonahaven understands tha preseribed formal which must be followed regarding the
informational exchange cxoedted in these comment periods, it showld be noted that this purticular
topic covora a broad range of material and nuunces which we believe warrants an oral discussion
to truly understand the details and drivers of the proposed reform on this topic in addition to the
conventional ecnmemt ponod und responyes which shull be in writien formol. Stonchaven
suggests that a round table discussion be held following FINRAs review of the collective
reapimiae Jatters from membiers o achieve this goal,

Stonchaven i a global allernutive wssel capitul mising Brm which was founded with the missicn
af representing “bexl af breed” investment munogery in connection with raising capital for their
allernalive investment vehicles, Stonehaven hos cullivated relotionehips on a global bagis with
professional allocators and sophisticated investors since its inception in 2001, Stonchaven's
business mdel, along with other dedicnted capital rmising firms which are serving the U.8.
slternutive nsxet manugement industry, is muterially distinct and different from traditional broker
deulers’ business models which are carying and clearing mermbers.

Thiz comment Ietter hns been formatted te directly convey our “Suggeations” and tha correlaling
"R emyons to support this suggestion™,

puygestion #1

The proposed rule set tor LCFB members should remove the net capatal requirement spplisd to
the LCFB members which cwrently has the threshold ot ai 55,000,
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Keapons supporting this suggestion:

The current net capital requircment thresholkls of 3250000, $100,000, und $50,000 respectively
fur carrying members nnil intrixluging members are miher arbitrary in nature, however the
materiglity of theze dellar amounts aubstaniively supports tho spint of tho nel vapatal
Tequirements which ix in purt to protest the investor sheuld o seenario vnfurl which couzes
damage to an invester, and in theory the broker dealer carrying or cleunng thut sustomoer account
wiruld huve minimally sufficient reserves to npply to 8 remadial solution, 'When applying this
methodology to the $5,00(0 net capital requirement for non-carrying and non-cleating metnbers,
it 18 cloar that $5,000 would universilly be dotermined ws un insuthicient ompunt o apply to nny
hypathetical remedial solution invalving 8 customer. One may then deduce that this spocific nol
capital regquirement 1 io only place to ensure thut all member firmy rempin on the grid ppd
ndhere 10 the general net capitnl requiremetit apparatus, and that pethaps (e lention was that a
well thoughi out resolution would bo implemented down the line, Thiy time has now finnlly
vome, .nd we collectively nead 1o implement specific rules which effectively and efficiently
regulate the LCFB universe of member firms.

Ltnchaven submity that the FOCS reporiing requiremnents for [LOCFB memberz would noed 1o
be averhavled as the current st of caleulutions und data points are nol dircetly applicablc 1o
LCFB members und mora spacifically, plucement ugents, For exemple, o spacific issue that
illustrates this disconnect is demonstrated through the reveue generatlon framework relating
privela placement achivity. The uccrosl requirements set forth by the PCAQR sccovnting regime
directly conflict with a placement agent firm'a ability to accurately eeflect its wus capital
condition bocause of the Aggregute Indebtedness variable nnd its function reluting 1o allowable
and oon-allowable assets. A placement agent Moy accive 8 substanual recoivable o the form of
un incentivo ullacution referral fiee which hiy been accrued on its booky with a correlating net
pnass through payable to registered represéntatives, bul the current nel capilal caluulation
methadology doos not allow the neenied net refvingd sarnings amoeunt 1o impact the net capital,
and therefore can negativety unpact the execss capital o well. This mekes no sonsoe 1o momber
firma in thix situation, nor does it make senge to our PCAOR registered accounting firma which
ire auditing us. The reason s dirsctly colulcd to the net capital rules which were written o upply
to truding firms who caery neeounts, and not to placement agent firms which do not cary
accounts of trade secuntles. Countiess hours and resoureos heve boon allocated to this $5,000
minimumn net canital requiremnent by member firms and FINRA examiners alike. Thie is clcarly
not an ¢ffective shd efficient vse of our collective resources when recogniring thut the da
minimiy threshpld amaount does not translote (o investor protection, but rather to FTNRA
mainiaining a mlé requucinenl Lo got cvery gon-camying and non-clearing memhber firm o
enaurn similar forgnaic accoynting scrutiny applicd to member firma which carry, custody and
clear Hvasior BGcoumnls,

More inportantly, the compliunce exposure which is forcibly imposed onte non-enmying
member firmg that results from this disconnected framework must be corrected, and tng van bo
achieved by removing the $5,000 minimum net capitel requirement and revising the FOCUS
reparting requirenients so that the data points are streambined and meaninglul for non-carrying
member [,
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Femove or uverbiaul tho curront Supplementn! Statement of Ineome (35O eontent und ﬁlirlg
roguiromont for LCFB.

Bewvons supporting this sugecstion:

The questions wid data roquodts outlined in the 8500 in theary have heen implemented to asdisl
FINRA in intelligence guthering uf member firms engueged in privale placement activity umong
other iteing, but 1y practico this hus not been achieved in p aptisfactory manner. This recently
Inplanenled layer of recurring und required infarmitional exchange docs not provido accurate
informativn 10 FINRA or the 8EC beenuse of the wide arruy of nicthedy, limolines und fee
structurey which npnly to the private placement framowork and the placement ugenis which
opernte within thia framework, The 5501 1 ¢learly written inferring thet n uniferm application
of method, timeline and foe sructuroy upplics & the privata placement fremework similar to tic
uniforin proceds which applies to frumework for trugding public securities, This (8 simply
iaccurato, and whom Stonehaven apacifically identified this issue 1o FINEA, wo wora told that
FINRA understends this disconnect, but we ghould just make besl efforts (o interprel the
quexstiony undd nttempt to provide punetual and sucucatc dats anyway. Thiy reflects onother
disconnested channe] of required informational oxchenge where non-carrying nnd non-glearing
member fima are allocating eedourcos 1o the FOCUR reports, ond now 550)] filings as well,
which doct not promote offoctive snd etficient ragulntion or aceurate informationul cXcbange,
el this colluctively rexults in volunhle reyources being wasted, One obvious sxunple of this
wuuld be raluting to the questions poged in the 5501 which eaquosl information regurding the
revenue generated from the sples made io the referenos poriod. Generally, privete placements
cloned in pny particular quartsr will not goocrato commissions in the yame querter which would
Tequire the member firtn liling the S5O0 to reflect 1 "0 in the noawer to the aforementionsd
question. 1lue iy just onw example of the poorly whitten questions ik the S50 which confuse
regulatory liwsons und exominers tlike, precipithte WNGCESERrY scruliny rolaling to porcoived
hatzputs by the regulntors, and indirectly increases sxposure for privele placoment ngents due to
the disconnected framework.

Supecalion #3:

Excmipt LOFB membory from or revise the spegific rules that apply 1o carying mombers und
tlouring members, and coge mptenial expenses h the form of promiums for nonscarrying
members which argunbly have no tangible insurance payaiT in the equation, Specifically, Rule
4360 regarding the Fidelity Bond.

Reusons suppuriing thiy suggestion:

Rule 4360 and the maintenance of a $100,000 fidelity bond wpplics to nonscarmying member
firma, The spirit of thia requirement dovotuils with the genornl spirit of the net eapital
requirements which 13 W sovure » minimum reserve amount of eapital that may be applicd 1o
remedial solutions involviog investors. A fidelity bond insures o firm against intentional
frsudulom and dishonest ncry committed hy employess and rogistered roproscntatives under
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cerlain speciticd circumstances. It cages of thatt ol custornor tunds, e fidelity bond generally will
inderanily a fiem lor covered luases sustsined in the handling of cuatomers' accounts, Clearly,
thin daes not anply (0 non-garmying member firms and therefore LCFB mambers ahould bo
exemptad from Rule 4300, or the Rule should bo roviscd sceordingly.

Sugdestion i

Exvrnpt LCFB mombers from the Secarities Investor Protection Cormporatiog required pryments
rolaling Lo the STPCs6 and SIFC.T filings which impoye assessment payments baged on 4
memhber firm's gross revenues,

Rewsons for supporting this suggestion:

Non-carrying member firms do not corry invostor weeounts, but must puy these sver ingrensing
amuuntx which aro otioctively premiom payments funding the SIPC Fund, Theae rules are not
aligned properly and disproportionately create sighifican expoisdes [or LCFB wilbuul providing
any tangible banefir to the aon-carrying member limm. This is clear through repding the SIPC
Migsion Sislement helow (with moat relevan? lanpuage underlined for cmphaaia}:

SIPC was created under the Securities Invesior Protection Act ax a non-profif membership
carparaiton. SIPC sversees the Hquidatien af mimber braler-dealers thut cluse when the
broker-dealer s bankrupi or in financial irovble, god customer ayyels arg misiing. In

a Niguidarion under ihe Securities Investor Protection Act, SIPC and e coupi-aproinied Trstee
waork (o refira custemers ' Seeuritics and cash g quickly as possible. Within limits, SIPC
gapediies the retirn of missing chusiomer properly by profecting each ogilemer we fe §300,000

or securities und cash (il 8250 000 Uil £ i gniv)

JIPC s an imparian part of the vverall system of investor protection in the United Statps, Whify
a aumber of federol and state securities agencles and self-rogulaiory organizanions deal with
cases af investment fraud, SIPC'S facuy (s botk different and narvow: resturing cusiomer cash
and securitics fef} in the hinds of bankrel or wtheewise fngnciaily trovbicd brokeragc firms.

[n S1PC's nwn wards, their mission directly relates 1o protecting cugtomer agscty. [ i unfar aml
unjust to be collacting premivim payments from all member firmy, when non-curmying member
fiina do nom varry uosounis and thorefors beve nathing for SIPC tn protect,

In ¢losing, Stonchaven aubmie that it 18 critical 1w underytund the motva of the proposed rale set
for LCF8 ml:rnl:lm, which ix ettectively to draw a line of intc]lig.:nt distinction n:gu_rding the
ipplicahle core ryles which have been thematic and cotisimtent in application for ull member
firtme since the passags of tho 1933 Act and 1934 Act, and to crente r subaet of the member
universe 1o otfoctively differentinte o carmying and clearing member firm, such as Morgan
Stonley, from o non-earmying and non-clearing membier limn, such as Stuncheven. This much is
cotuTon aende. 1t i3 imporativo e understend the lerge universe of the distinet differences and
nusnces which epply 1o wniverse of pen-eommying nnd non-clearing member fizne, and
subsequently npply that understanding it a strcam lined upplication of rules to effectively and
efficiently ropuluts thiy befurcated universe of memher firms,
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Stonehaven appreciates the opportunity to offer comments on the proposed rule set for LCFB
and would be pleased to discuss any of the points made in this letter in more detail. Should you
have any questions, please contact Steven Jafarzadeh at (212) 616-7678.

Sincerely,

/s/ Steven Jafarzadeh, CAIA, CRCP
Managing Director, CCO & Partner
Stonehaven, LLC
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i735 K Sorcer, B0

Watkinpran, [ 50041536

R Bepulaon: Macce 1400
Drear Ms. Asquth,

Cher Brm, Fuder Capiz Pastners (CRD 81142427, 55 2 FONRA momber speciaiizing in placemen! agene
services Inr urregisiened pravacs Macomens, per oar Eoem B | am dis 2 member of the Tird Paree
Mlarkerer's Assocadzn (AFA. 1 have ad a0 coporuenin: o review IPMs comprehensive samments
ergasding ke rale sew peogesed b Regulzpory Moz 3408 dor Limited Corporate Finanes Armoos
LCBLY. [ uspe FIXEAs Boasd o carefully comsider 3PN thiraghstul ard wnformed commenian.
which kas camied my sorer suppos.

Butler Capital Pamtners has fourmeen emplovees and speralizes m capial mising Sor hoedes furd
frearmyers.

Ripcerch,

i,

203 Store Hill Road - Old Westbury, XY - 11368 - Tel=eeene (316) 333-7 7
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As a small bfd wha has worked hard at great cost of time and capital to be
a member of FINRA, | am concerned that there is legislation that is being
considered to exempt ME&A “brokers” fram FINAA membership,

We compete with these MEW brokers, By allowing them to conduct
securities transactions (sale of the stock of a private business) what
advantage does the FINRA licensed b/d have?

Should we give up our FINRA licenses and get real estate licenses like they
hava?

Please advise on what cur firm should do.

Tam Knrzerwercki

Frircipal Managing Director
Grand Avenue Capttal Partness LLC
Investment Bankars Meamber FINASYSIPC (ord 135073)
180 S, Lake Avenue, Suite 20%
Pasadenz, Cakfornka 911403 US54
B26-676-183F direct

B2 e 150k office
B2Erd1-2 754 fan

bovm kG rzenenkil: shkype
trk@gacplic.com
www.gacplic.com
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Dzar My, Asguith,

We approciule the opportunity to commenl on the proposcd rule sct change for Limilod Corporalo
Braker Donlors as oullined in Rogululory Notice 14-0%. As a placement ugent for high quality
privite ity and venture capital funds, CSI' Securitien, LF would dafinitely fil the definiiion of
u firm that would bonefit from rolief from o number of the rulea and regulations required of o
rogislored Broker-Dxaler. There are o number of roquirements that C3F Socurities, sod other
firms auch o8 ours, are cwrrently subjectad to through the standord FINRA rule book that neither
provide cuslomor proloclion nor serve to onhonco FINRA'S nbility to suporviso our

nedivitics, The move lowards ostablishing v distinct rulo set for Limited Corporate Finuncing
Brokors is W bo scommondod: howavor, wo fool thot the modifications proposed full abort of
providing significunt reliof in o woss Uwl wo {ocl wre misuligned with the nofure of our
businoss. A fow cxnmplos of rogquiromants currantly tnposed on firms of our mize ond scope that
arc misnlignod includo:

SIM'C Momborship -+ C5P Sacunties doss nol carry cuslomer nccounta nor do wa anguge a
cloaring firm to clear customer uccounis. A no point do wa handle customer funds or
ars wo in 4 position to potontinlly roault in a loxs of customer funds, 0 to require S1PC
mombomhip and the reluied annuul assessment ia an expenaa thot ultimotaly crmies no
value to our Firm.

hntl-Mnnny [nundtnng Audi requiremant  CHP Securinles doa onr Tiaedla guatdngy
fundy e do we fiellinnge e haniling al cusfomer Turdly iy o thind Py, Cuzliancr
luveda willivad to pdrahade peeshict a0l by CRPF Seggiticn i el dirggtly by C8F
Securhies® altenl wid ultimiitely, 1y couie] reproenting (5P Soinrilien” ¢ligm, ©8F
Syt itich (a0t Jiesdtly iavalved in Lhe trwoscticn dynasnice o e B 1w Sullisult Doc
i 10 vetdy aource ol fuede onl/or itcuilor sespiciows weli