Patrice Gliniecki
Senior Vice President and
Deputy General Counsel

Direct: (202) 728-8014
Fax: (202) 728-8264

May 29,2007

Ms. Nancy M. Morris
Secretary
Securities and Exchange Commission
100 F Street, NE
Washington, DC 20549- 1090
Re:

File No. SR-NASD-2007-023 - Response to Comments

Dear Ms. Morris:
This letter responds to comments received by the Securities and Exchange Commission
("SEC" or "Commission") to the above-referenced filing, a proposed rule change to amend the
By-Laws of NASD ("By-Laws" or "NASD By-Laws") to implement governance and related
changes to accommodate the planned consolidation of the member firm regulatory operations of
NASD and NYSE Regulation, Inc. ("NYSE Regulation") into NASD, operating under a new
name ("New SRO"). The proposed rule change was published for comment in the Federal
Register on March 26, 2007.'
The Commission received 73 comment letters in response to the proposed rule change.2
Commenters represented a broad spectrum of NASD membership, as well as various trade
organizations, members of the public and one state securities regulator. Most of the commenters
opposed the proposed rule change, addressing either the language of the proposed By-Laws or
the procedures by which they were adopted. A broad cross-section of commenters supported the
proposed rule change, among them several representatives of small firms, the nation's second
largest mutual fund firm, the Securities Industry and Financial Markets Association ("SIFMA"),
the Financial Services Institute ("FSI"), the National Association of Independent Brokermealers
("NAIBD") and the North American Securities Administrators Association ("NASAA").
Comments directed specifically at the language of the proposed By-Laws addressed three
primary i s s ~ e s .First,
~ commenters focused most intently on whether the proposed By-Law
1

Securities Exchange Act Release No. 55495 (March 20,2007), 72 FR 14149 (March 26,
2007).
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See Exhibit 1. The Commission also posted to its Web site four additional letters it
received prior to the filing of the proposed rule change and an NASD letter in response to
the arbitration issues raised in those advance submissions. See Exhlbit 2.
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NASD and the New York Stock Exchange LLC ("NYSE") expect to submit additional
rule filings to the Commission in connection with the consolidation, including a filing by
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changes would assure members of New SRO fair representation in the selection of the New SRO
Board and in the administration of the entity's affairs. Those opposed to the proposal contended
that the By-Law changes fall short of the fair representation mandate of Section 15A(b)(4) of the
Exchange Act. Second, a few commenters asserted that NASD failed to comply with existing
By-Law time period requirements to approve a By-Law change. Finally, one commenter raised
concerns regarding the By-Law definitions for the two seats on the New SRO Board of
Governors designated for representatives of an investment company affiliate and either an
independent dealer or insurance company affiliate.
NASD has carefully considered these comments, but upon such consideration and
analysis believes that they are unpersuasive and lacking as a basis for the Commission to deny
approval of the proposed rule change. The proposed By-Law changes fully meet the statutory
requirement for fair representation. Indeed, the proposed New SRO By-Laws would provide
members with representation and participation that exceed that of members of other selfregulatory organizations whose governance rules have previously been approved by the
Commission. With respect to the time periods to approve By-Law changes, NASD acted
consistent with state law procedures, which provide an alternative means to propose and adopt
certain corporate governance changes. Finally, language in the proxy materials and historical
context clarify those eligible for the Investment Company Affiliate and Independent
DealerIInsurance Company Affiliate seats on the Board of Governors.
In addition to comments specific to the language of the proposed rule change, several
letters raised other concerns about the consolidation and member approval of the By-Law
changes. Some commenters contended that the proxy process lacked clarity or transparency.
Other commenters questioned either the propriety or derivation of the $35,000 payment to be
made to members upon close of the transaction. And more generally, certain comrnenters

NASD proposing to incorporate by reference certain rules of NYSE relating to the
regulation of member firm conduct; such rules would be applied solely to members of
New SRO that also are members of NYSE on or after the date of closing, until such time
as New SRO adopts, subject to SEC approval, a consolidated rule book. NASD and
NYSE also will be submitting an Agreement pursuant to Rule 17d-2 under the Securities
Exchange Act of 1934 ("Exchange Act") proposing to allocate certain regulatory
responsibilities between the two organizations. In addition, assuming the SEC's approval
of this proposed rule change, NASD expects to file amendments to its Certificate of
Incorporation with the SEC, and amendments to the Uniform Registration Forms to
reflect its new name.
NYSE recently filed a proposed rule change to provide guidance regarding new and
pending arbitration claims in light of the consolidation of NYSE Regulation's arbitration
department with that of NASD Dispute Resolution, Inc. See SR-NYSE-2007-48. NASD
further anticipates NYSE's filing a proposed rule change to mandate New SRO
membership for certain NYSE-only member firms.
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asserted that the consolidation will result in less investor protection because it would "eliminate"
a regulator. NASD takes issue with these comments and addresses them below.
Fair Representation
The proposed rule change sets forth in full detail the composition of the New SRO Board
and the nomination, election and appointment processes to populate that Board and the
nominating committee. For the purposes of this response to comments, the most relevant aspects
of the proposed governance structure are summarized as follows:
The proposed rule change would create a New SRO Board structure that balances public
and industry participation and designates certain Governor seats for firms of various sizes and
with particular business models. For the first three years (the "Transitional Period"), the Board
would be comprised of 23 governors: eleven "Public Governors," ten "Industry Governors," and
the Chief Executive Officers ("CEOs") of NASD and NYSE Regulation. The eleven Public
Governors must have no material business relationship with a broker or dealer or an SRO
registered under the Exchange Act. Of the ten Industry Governors: (1) three would be registered
with a member that employs 500 or more registered persons ("Large Firm Governors"); (2) one
would be registered with a member that employs at least 151 and no more than 499 registered
persons ("Mid-Size Firm Governor"); (3) three would be registered with a member that employs
at least one and no more than 150 registered persons ("Small Firm Governors"); (4) one would
be associated with a floor member of the New York Stock Exchange ("Floor Member
Governor"); (5) one would be associated with an independent dealer or insurance affiliate
("Independent DealerIInsurance Affiliate Governor"); and (6) one would be associated with an
investment company affiliate ("Investment Company Affiliate Governor"). After the
Transitional Period, the seat for the CEO of NYSE Regulation would terminate and the
authorized number of Governors would be reduced to 22. The Board could increase its size up to
25 Governors, provided that the number of Public Governors always must exceed the number of
Industry ~ o v e r n o r s . ~
Under the proposal, the Small, Mid-Size and Large Firm Governors initially would be
nominated by one or both of the preexisting NASD Board of Governors ("NASD Board") and
the Board of Directors of NYSE Group ("NYSE Group Board"), depending on the category.
Members of corresponding size could nominate additional candidates through a petition process
and would elect the Governors in their respective category. The NASD Board and NYSE Group
Board each would appoint five Public Governors; one Public Governor would be jointly
appointed; the NYSE Group Board would appoint the Floor Member Governor; the NASD
4

The proposed By-Laws state that the Board size may be no fewer than 16 nor more than
25 Governors. However, as one commenter pointed out, as a practical matter the Board
cannot have fewer than 22 Governors due to the number of designated Industry Governor
seats and the requirement that Public Governors exceed the number of Industry
Governors. Thus, absent the filing of a proposed rule change, there would be a minimum
number of 10 Industry Governors, 11 Public Governors, plus the CEO of New SRO.
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Board would appoint the Independent/Insurance Affiliate Governor; and the two Boards would
jointly appoint the Investment Company Affiliate overn nor.' After the Transitional Period, a
nominating committee determined by the then-constituted New SRO Board would be responsible
for nominating persons for appointment or election to the New SRO Board, while members
would retain the right to put forth alternative candidates for their designated seats.
Commenters expressed concerns with the proposed governance structure, even while
many of them supported the combination of the two regulatory groups. Some commenters
contended that the New SRO Board would have insufficient industry representation, while others
objected to the number of Governors that would be appointed rather than elected. However,
cornmenters complained most vehemently that the proposed rule change would abolish the
current "one-member-one-vote" governance structure and the existing right to elect all of the
NASD Board seats (with the exception of the Chair of the National Adjudicatory Council and
NASD CEO, who hold seats based on position).
Collectively, those commenters essentially urged the Commission to require New SRO to
adopt their preferred alternative governance structure, one with greater industry representation
and greater voting rights for members in the selection of the Board as opposed to the carefully
balanced and calibrated governance structure that was approved by a majority of the
membership. The relevant inquiry for the Commission on this topic is whether the proposed
governance structure adopted by the NASD Board - itself the product of a one-member-one-vote
system - and approved by a majority of the membership with equal voting rights, meets the
statutory requirement of "fair representation" pursuant to Section 15A(b)(4) of the Exchange
Act. That provision mandates that a registered securities association "assure a fair representation
of its members in the selection of its directors and the administration of its affairs and provide
that one or more directors shall be representative of issuers and investors and not be associated
with a member of the association, broker, or dealer." NASD believes that by any reasonable
measure - and by all measures previously employed by the Commission to assess compliance

5

Effective as of closing of the transaction, the NYSE Group Board and the NASD Board
in office prior to the closing will appoint the Public Governors and Industry Governors
that they, either individually or jointly, have the power to appoint. The Public Governors
will hold office for the Transitional Period. The three Large Firm Governors, three Small
Firm Governors and one Mid-Size Governor will be elected as Governors at the first
annual meeting of members following the closing, which is expected to be held within
ninety days after closing of the transaction and will hold office until the first annual
meeting of members following the Transitional Period. During the interim period from
closing of the transaction until the annual meeting, these seven seats will be filled by
three interim Industry Governors appointed by the NASD Board prior to the closing of
the transaction from industry governors currently on the NASD Board, three interim
Industry Governors appointed by the NYSE Group Board and one interim Industry
Governor jointly appointed by the NYSE Group Board and the NASD Board prior to the
closing of the transaction.
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with the fair representation standard - the proposed rule change satisfies the statutory
requirement.
The proposed governance structure ensures that at least 40% of the New SRO Board will
be comprised of industry representatives.6 ~ h u sthe
, proposal ensures substantial industry
representation, while still maintaining the overall independence of the New SRO Board and the
numerical dominance of Public Governors. The proposal further allows members to elect at least
28% of the total number of directors and maintains a one-member-one-vote system for all ByLaw changes. In addition, the proposed governance structure ensures diversity of member
representation on the Board by guaranteeing certain seats for different size firms and those with
particular business models. In this regard, NASD notes that small firm representation will
increase from one to three guaranteed seats. Moreover, the proposed composition of and
selection process for the Small Firm Governors and Large Firm Governors are identical, ensuring
fairness and balance between those firms that make up the largest percentage of membership and
those firms that employ the largest percentage of the registered representative population. These
components, together with the significant participation by members in multiple advisory
capacities and the disciplinary process of New SRO, establish a governance structure that
comfortably fits within the parameters the Commission has previously articulated to comply with
the fair representation requirement.
The Commission previously approved governance structures that provided for less
member representation in the selection of an SRO's directors and administration of its affairs
than NASD has proposed here. For example, in a February 2006 order approving the business
combination between the New York Stock Exchange, Inc. and Archipelago Holdings, Inc., the
Commission found that a parallel fair representation standard for exchanges pursuant to Section
6(b)(3) of the Exchange Act had been met by a requirement that members elect 20% of the
wholly independent boards of directors of New York Stock Exchange LLC and NYSE
Regulation and a provision allowing members to nominate directly candidates for those seats
through a petition process.7 In so doing, the Commission affirmed that the fair representation
standard does not even preclude an exchange or association from having a board of directors
without any direct member representation, a structure it had earlier approved with respect to a
fully independent NYSE predecessor board.' In marked contrast, the current proposed rule
change would guarantee substantial direct member participation on the New SRO Board - a
minimum of ten seats - and permit members to elect a higher percentage of the total Board seats.
6

NASD believes that the presence of no fewer than 11 Public Governors, none of whch
may have a material relationship with a broker or dealer or registered SRO, satisfies the
requirement to have at least one director representative of issuers and investors.

7

Securities Exchange Act Release No. 53382 (February 27,2006), 71 FR 11251 (March 6,
2006) (File No. SR-NYSE-2005-77) ("NYSE Regulation Approval").

8

Securities Exchange Act Release No. 48946 (December 17,2003), 68 FR 74678
(December 24,2003).
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Member representation on the proposed New SRO Board also would exceed that of the
Nasdaq Stock Market LLC, whose Board of Directors is similarly comprised of only 20%
member representatives. In its January 13,2006 order approving Nasdaq's exchange
registration, the Commission expressly stated that 20% member representation and the means by
which those directors are elected - and members do not elect directors other than the member
representatives - satisfied the fair representation ~ t a n d a r d .Further,
~
the proposed New SRO
governance structure is comparable to the composition of other SRO boards of directors, such as
the Chicago Stock Exchange (12 directors: six public, five "participant" and the CEO) and the
International Securities Exchange (14 directors: eight non-industry and six market participants
allocated by business types).
The Commission also has found relevant to the determination of compliance with the fair
representation requirement member participation on advisory committees and in the
organization's disciplinary processes. l o To that end, NASD notes that New SRO intends to
maintain the extensive member involvement in the administration of New SR07saffairs through
representation on District Committees, Standing Committees, the Advisory Council (consisting
of the Chairs of the District Committees and the Market Regulation Committee), the Small Firm
Advisory Board, disciplinary hearing panels and the National Adjudicatory Council.
Commenters asserting that New SRO should have more elected Board members
seemingly fail to appreciate that the proposed governance structure strikes a balance between the
necessity of overall independence and the desire for substantial, meaningful and diverse industry
representation. The proposed rule change provides for the Small Firm, Mid-Size Firm and Large
Firm Governors to be elected by firms of corresponding size, each with an equal vote; all other
Governor seats would be appointed by the New SRO Board (and during the Transitional Period,
by the predecessor NASD and NYSE Group Boards). The proposal further would establish a
Nominating Committee that would nominate candidates for each seat other than that of the CEO.
The Nominating Committee would be a subset of the Board determined in number and
composition by the Board from time to time, provided that the number of Public Governors on
the committee must always equal or exceed the number of Industry Governors on it.'
Significantly, members also may petition to place alternative candidates on the ballot for their
respective member-elected seats.

'

9

Securities Exchange Act Release No. 53128 (January 13,2006), 71 FR 3550 (January 23,
2006).

lo

NYSE Regulation Approval, 71 FR at 11260-61

"

The Nominating Committee must be comprised of a minority of the entire New SRO
Board (i.e., at least one less than half of the New SRO Board), and the New SRO CEO
may not be a member of the Nominating Committee.
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In context of the overall proposed governance structure, NASD believes the election and
appointment process is consistent with the fair representation standard. It reserves for members
the ability to nominate and elect a percentage of the Board - at least 28% - that alone would
satisfy the fair representation standard for the reasons explained above. Yet the proposed rule
change provides for three additional industry seats and the potential for member-elected
Governors to serve on the committee to nominate those seats. In fact, the expectation is that at
least 20% of the Nominating Committee will be comprised of Industry Governors. As a tradeoff to the substantial industry participation on the Board and to maintain its overall
independence, NASD believes it reasonable and sensible to ensure that public members are
selected by a nominating committee and that the Board is not dominated by the industry. The
Investment Company Affiliate, Independent DealerIInsurance Affiliate and Floor Member
Governors represent seats with distinct business models that are important in informing the
deliberations of the Board. To that end, the governance structure reflects a process of vetting by
the Nominating Committee and appointment by the Board for the purpose of ensuring that the
Governors serving in those seats will be in the best position to provide that subject matter
expertise.
Time Period for By-Law Changes
Some commenters contended that NASD failed to follow its existing By-Law procedures
for adopting amendments to those By-Laws. Article XVI of the NASD By-Laws provides that
an amendment to the By-Laws be approved by a majority of the members voting within 30 days
after the date of submission to the membership. These commenters noted that the proposed
amendments were submitted to members on December 14,2006 and that the vote approving the
By-Law changes occurred more than 30 days later, on January 19,2007.
While Article XVI of the NASD By-Laws provides a procedure for obtaining member
approval of amendments to the By-Laws, that procedure does not purport to be the exclusive
means by which member approval of amendments to the By-Laws must be obtained. Article
XXI of the NASD By-Laws permits special meetings of the membership. Members of a
Delaware non-stock corporation, including NASD, may take action at an annual or special
meeting held pursuant to 8 Del. C. $ 21 1(a) or, unless otherwise restricted by such corporation's
certificate of incorporation, by written consent pursuant to 8 Del. C. fj228. The Article XVI ByLaw procedure did not eliminate the ability of NASD members under Article XXI and other
applicable law to approve changes to the By-Laws at an otherwise validly convened meeting of
the members of NASD.'~
Independent Dealer/Insurance Affiliate and Investment Company Affiliate Governors
One cornrnenter noted confusion in the proposed rule change with respect to the
eligibility for the seats of Investment Company Affiliate Governor and the Independent
DealerIInsurance Affiliate Governor. By way of clarification, those two seats are intended to
ensure representation on the New SRO Board for certain segments of the securities industry,
12

See 8 Del. C. $ 109(a).
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carrying forward their presence on the NASD Board since at least 1998. The proposed rule
change would slightly modify the existing NASD Board structure in that the independent dealer
seat would be an alternative to the insurance seat, rather than an alternative to the regional retail
firm seat, which has been incorporated into the guaranteed seats for various sized firms. This
change has been instituted to reflect the increasing similarity in business models between
independent dealers and insurance companies, both of which typically provide their services
through independent contractors. The proposed rule change would thus reserve one Board seat
to represent that independent channel.
To the extent the Independent DealerIInsurance Affiliate Governor seat is filled by an
independent dealer, such firm would be a broker-dealer member of New SRO, as it has been on
the NASD Board. With respect to the insurance and investment companies, NASD notes that
those segments of the industry undertake their operations through a wide variety of affiliated
entities, some of which have broker-dealer components. To that end, the description of those
seats in the proxy document refer repeatedly to affiliates of such companies, recognizing that the
most appropriate representative for those slots may come from anywhere within the insurance or
investment company complex. Thus, the proposed rule change is intended to continue the
presence on the New SRO Board of representatives from the particular business models of
independent dealerslinsurance companies and investment companies and to provide the
Nominating Committee the flexibility to fill those Board seats with the best available candidates
affiliated with a firm from those industry segments.
Diversity of Regulators
A few commenters asserted that the consolidation would result in less investor protection
by reducing the number and diversity of regulators overseeing the industry. NASD believes
those commenters give far too little weight to the substantial benefits the combination will
achieve - greater efficiencies, clarity and cost savings in the regulation of the financial markets and overstate the value of a second, duplicative regulator. Investors ultimately will be better
protected by a single, more efficient regulator administering a single streamlined set of rules with
the combined resources of two talent-filled and dedicated organizations. For example, rather
than have two sets of examiners looking at the same conduct at the same firms, New SRO will be
able to leverage the best technologies of the two existing organizations, complementary
examiner expertise and a combined enforcement staff to look at more aspects of more firms and to do so more effectively. And of course the SEC and state securities regulators will remain
as additional sets of eyes to augment and, in the case of the SEC, to oversee New SRO's efforts.
Other Issues
Some commenters also raised concerns about the completeness of the proxy and certain
statements by NASD management regarding the potential consequences of failing to approve the
proposed By-Law changes.
These contentions lack merit. As an initial matter, NASD believes that the member vote
process raised all of the issues now being raised by these commenters, and subjected all of these
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issues to lively debate in advance of the member vote. The members received communications
from NASD favoring the transaction, as well as communications from groups opposing the
transaction. This process occurred over a five week period, and included 28 town-hall meetings,
conference calls, mailings, emails and telephone calls. NASD provided access to its member
contact list to groups opposing the transaction, and thereby affording these groups the
opportunity to raise all of the issues to the membership. The member firms approved the ByLaw amendments after being able to consider all of these same arguments in opposition.
Moreover, the proxy statement contained an extensive discussion of the negotiations with
NYSE, the rationale for the $35,000 payment, and how the By-Law changes would affect the
voting rights of NASD members. Statements by NASD prior to the member vote were
consistent with the proxy statement. Further, the proxy statement and NASD management
properly noted that if members did not approve the By-Law amendments, the Commission could
step in and address reform of SROs on its own terms. This possibility was reaffirmed in
Standard Investment Chartered, Inc. v. National Association of Securities Dealers, Inc.,I3 a
recent decision dismissing a challenge to the pending regulatory consolidation. In holding that
the plaintiff failed to exhaust its administrative remedies, the court noted that pursuant to section
19(c) of the Exchange Act, the Commission had the authority to "impose the By-Law
amendments at issue here without a vote of the NASD membership, or under section 19(b) to
disapprove a proposed By-Law amendment that was unanimously approved by the NASD
membership."'" Accordingly, there is nothing inaccurate or incomplete about such statements by
NASD management.
Some comrnenters additionally questioned either the propriety or derivation of the
$35,000 payment to be made to members upon close of the transaction. These concerns are
similarly misplaced. As the proxy statement clearly explained, NASD would pay each member
$35,000 based on expected future incremental cash flows that would result from the regulatory
consolidation. The payments would fall within public IRS guidance, and the proxy statement
made clear that the payments would be made by NASD. Thus, there is no basis for questioning
the propriety or derivation of the payments.

'
l4

Standard Investment Chartered, Inc. v. National Association of Securities Dealers, Inc.,
No. 07 Civ. 2014,2007 U.S. Dist. LEXIS 32566 (S.D.N.Y. May 2,2007).
2007 U.S. Dist. LEXIS 32566, at "18-19.
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NASD believes that the foregoing fully responds to the significant comments on the
proposed rule change. If you have any questions, please call me at (202) 728-8014 or Philip
Shaikun, Associate Vice President and Associate General Counsel, at (202) 728-845 1.
Very truly yours,

Patrice M. Gliniecki
Senior Vice President and Deputy General Counsel
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