EXHIBIT A
Communications between NASD
(including its attorneys) and the IRS




DAVIS POLK & WARDWELL

Date: August 9, 2006
To: Carter C. Hull, Internal Revenue Service
From: Mario J. Verdolini
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well as responsibility for regulation of its broker/dealer members, listed
companies and other market participants. The NYSE Group, Inc. (“NYSE
Group”), NYSE Regulation’s ultimate corporate parent, is a publicly traded
Delaware corporation that was formed as a holding company in 2005 to
accomplish the merger of the New York Stock Exchange LLC (“NYSE”), a floor-
based auction stock market, and Archipelago Holdings, Inc., an operator of an
electronic trading system for matching buy and sell orders automatically. At the
time of the formation of NYSE Group, NYSE separated its existing market
activities and regulatory operations into two newly formed subsidiaries,
respectively NYSE Market, Inc., 2 Delaware corporation, and NYSE Regulation.

Description of the proposed transaction:

In recent years, the SEC has expressed policy concerns regarding both the
conflicts inherent in for-profit exchanges performing regulatory functions and the
inefficiencies of multiple, overlapping self-regulatory schemes. Consistent with
that view, the SEC has encouraged discussions between NASD and the NYSE
Group to combine the oversight activities currently performed by NASDR and
NYSE Regulation, and is an active participant in the current discussions between
the two organizations.

NASD and the NYSE expect that the combination of their respective
regulatory activities will provide significant cost and compliance efficiencies that
will benefit both market participants and the investing public. For example, cost
reductions will likely accrue to NASDR and NYSE Regulation from the
combination of the staffs, technologies, and facilities currently maintained
separately by each. In addition, the firms subject to both NASDR and NYSE
Regulation oversight will be relieved of the administrative and economic burden
of compliance with two independent—sometimes duplicative and potentially
conflicting—regulatory regimes. Further, the combination of regulatory expertise,
technology and data within a single organization should improve the effectiveness
of the self-regulatory system as a whole, to the direct benefit of the investing
public.

The form of the proposed transaction is still subject to discussion between
the management committees of each of NASD and the NYSE. The transaction
may be accomplished by means of a merger of NYSE Regulation with either a
newly created merger subsidiary of NASD, NASD itself, or NASDR. Other
approaches to the combination may also be considered. The combined entity
wonjd he respppsible for the regulation of all U.S. registered broker-dealers doing
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INTERNAL REVENUE SERVICE
TAX EXEMPT AND GOVERNMENT ENTITIES DIVISION
EXEMPT ORGANIZATIONS

TO: Mr. Mario Verdolini
Davis Polk & Wardwell
FAX: 212-450-3969

FROM: Mr. Cartor C. Huil, 1D 50-03480
Phone: 202-283-8908
FAX: 202-283-8937
Office symbols: SE:T:EO:RA:T:2

COMMENTS: Copy of letter to National Assoclation of Securities Dealers,
Inc.

Number of pages (including this coversheet): 8

This comunmication isintmdcdforthesolenseoftheindi\ridmlmmmhisaddressedandmaywnnh
informstio that Is privileged, confidential and exeopt from disclosure undex applicable law. If the reader of
this comym micstion js not the intcnded recipi t or thc employee or agent for delivering the commuuication to
the intcndsd recipient, you are hereby notificd thet any dissemination, distribution, or copying of this
commmmbeition may be strictly prohibited. I you have reccived this copymunication In error, please notify the
gender Imriaediately by telephone, andreturnthecommuniuﬁonatﬂmaddrmabovevi:theUnltedStatcs
Postal Service. Thank you.
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DEPARTMENT OF THE TREASURY
INTERNAL REVENUE SERVICE
WASHINGTON, D.C. 20224

TAX EXEMPT AND
GOVERNMENT ENTITIES

DIVISION

Date: ' Contact Person:

MAR 13 2007 Carter C. Hull

1D Number:
) 50-03480

Mr. Mario J. Verdolini, Jr. ' Telephane Number.
Davis Polk & Wardwell (202) 283-8908 ;
450 Lexington Avenue . .

New York NY 10017

Dear Mr. Verdolini:
The enclosed copy of a letter is sent to you under the provisions of a Power of Attorney,
Authorizetion and Declaration, oF other proper authorization currently on file with the Intemal

Revenue Service.

i
; Sincerely yours,
Debra J. Kawecki
Manager, Exempt Organizations |
Technical Group 2

Enclosur2:
Copy o letter to National Association of Securities Dealers, Inc.
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DEPARTMENT OF THE TREASURY
INTERNAL REVENUE SERVICE

WASHINGTON, D.C. 20224
TAX EXEMPT AND
GOVERNMENT ENTITIES

DIVISION
Date: MAR 1 3 2007 Contact Person:

- Carter C. Hull

ldentification Number:
50-03480

National Association of Securities Dealers, Inc. Telephone Number:
1735 K Sireet, N.W. (202) 283-8208

Washington, D.C. 20006-1506

Employer identification Number; 53-0088710

Legend:

M = Naticnal Association of Securities Dealers, Inc.

N = NAED Regulation, Inc.

O = Securities and Exchange Commission

P = NYSE Group. Inc

R = New York Stock Exchange, L1.C '

8 = NYSE Regulation. Inc. ) _ 1
m = securities )

n=510t

L

i

£ =103 million -

i
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REDACTED
5,00

175 million : _ "
178.5 million : )

IN#E X [€ €| w0 o

Dear Applicants:

This letter is in reference to the request dated October 26, 2006, as amended and i .
supplemanied by letters dated November 27, 2006, December 4, 2006, December 22, 2006,
and Febiuary 13, 2007, from the authorized representative of M and N, in which M and N |
requested rulings that the proposed transaction will not affect their exempt status under secﬁph

501{c)(8) of the internal Revenue Code. ' \
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National Association of Securities Dealers, Inc.

Both M and N expect that the consolidation will resuit in an expansion of their member
regulatory operations in furtherance of their exempt purposss. M has represented that O has
encourag:d and publicly supported the proposed transaction and the benefits it is expected to:
produce.

M has represented that P and S have stated that they would not proceed with the
proposed transaction unless M changed its one-member, ohe-vote govemance structure. M
has represented that the govemance reforms required by P and S are intended to minimize
member conflict issues presented by the disproportionate concentration of voting powerin M
presently held by “small firms,” defined in M rules as irms with fewer than a certain number of
represeniatives. M represents that as a result of changes in the m industry over recent
decades, small firms today account in the aggregate for only 12% of registered m
representatives, and only 18% of M's member firm gross revenue, but they -hold more than 80%
of the vot ng power in M.

Acseordingly, M's Board of Goverors has asked its member firms to relinquish their
existing 2bility to vote directly on non-staff seats on M's member Board. A new structure would
be implernented to provide for class voting for specific Board seats. This change in the voting
structure will require an affirmative vote of the members to amend M's bylaws.

M represents that it believes that the member vote required to change its governance

. structure and by-laws, and proceed with the proposed transaction, will not succeed if members
do not perceive that the reduction of their collective vating power — and the transaction as a '
whole — is in their best Interests and the interests of a well-functioning, well-regulated m
industry. In order to improve the chances of a favorable outcome in the member vote and
thereby & chieve the public benefits that O, M, and N believe will accrue from the combination of
member regulatory aclivities, a pro-rata payment will be made to all of M’s members if the
proposet| transaction is consummated. Therefore, M belleves that it is nacessary o make the
payment In order to achieve the proposed govemance reforms and effect the transaction with P.

Accordingly, M represents that if the proposed transaction is consummated, a paymeﬁt
will be paid to each firm that is a member of M, regardless of whethar, or how, the firm votes.’
The payrnent will be made in compliance with the corporate law of the State in which M is
incorpor:ted, and will give rise to taxable crdinary income in the hands of the recipient
members. M expects the payment to its members, as well as other costs it expects to incurin
connection with the proposed transaction, will be supported entirely by the expected, value ofithe
incremental cash flows that will be produced by the proposed transaction, with the remaining
surplus 15 be used to expand its regulatory functions and reduce regulatory costs in support of
its exem)pt purposes. .

expectad value of the proposed eonsolidation, which is attributable to projected costsavings, is
in the range of $g to $. This is in addition to the assets S would transfer to M at their net book
value, an amount M believes reflects the fair market vatue of those assets, and the final amount
of which will be subject to an independent faimess opinion- M represents that it and P have |
agreed t5 structure the proposed fransaction so as to leave the parties in a financially neutral

M has recelved an opinion of an independent valuation firm determining thatllthe ‘
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National Association of Securities Dealers, Inc.

position. Accordingly, M will pay P $s of the projected cost savings, an amount negotiated at '
arm’'s-length to make the proposed transaction financially neutrai to P's public shareholders. M
states thal it will effectively act in a manner similar to a constructive trustee to the remaining S_tl

to $y in transaction value.

In connection with the change in M's member voting rights and to achieve the: :

' goveman:e reform required by Pand Sas 8 condition to the proposed transaction, a.one-time | |
payment s proposed to be made to each member of M in the amount of $v, or approximately :
Sw to 8x in the aggregate, depending on the size of M's membership immediately before the ]‘
closing of the proposed yransaction. M issued a proxy statement to its members describing the .
proposed transaction, including the proposed member payment. Subsequently, M’s ’
membership voted on and approved the govemance reforms described in the proxy statement.
The govermnance reforms — and, indirectly, the proposed transaction — remain subject to

approval by O following a public comment period.

M believes that the payment to members is supported by the transaction value P has
forgone in agreeing to a financially neutral transaction and the remaining transaction value of 5t
to $u exceeds the expected payment to the members. ln addition, the independent valuation'
states that if the parties did not agree to a financially neutral transaction, P would have received
an additional $y 1o $z. By agreeing to enter into the proposed transaction on @ financially
neutral basis, P has forgone any share in the remaining transaction value.

Section 501(c)(6) of the Code provides for the exemption from federal Income tax of

pusiness lpanues. chambers of commerce, real-estate boerds, or boards of trade, not organized

- - i } ! st kmaldas
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or individ ual.

Sextion 1.501(a)-1(c) of the Income Tax Regulations states that the words “private
shareholder or individual” in section 501 of the Code refer to persons having a personal and ‘
e e s et et i ae Aaf tha omanizamn. I
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National Association of Securities Dealers, Inc.

An organization is not exempt under section 501(c)(6) of the Code if any part of the
organization's net eamings inure to the menefit of any private shareholder or individual. ‘An
organization exempt under section 501(c)(6) may not be operated for the profit of its Individual,
members. but members may. nevertheless, receive some kinds of benefits from the !
organization. A finding af inurement is generally pased on a payment being made by'the '
section 5(11(c)6) organization. Section 1.501(a)-1(c) of the regulations defines a private
shareholcer or individual as a person having a personal and private interest in the activities of.

the organ‘zation.

|

Wwitt regard to the payment to M's members, if P made an amm's-length payment to M's
members out of P's own assets, that payment would not constitute inurement of M's eamings.
Although in form the proposed payment to members will be made by M. the paymentis being
made to satisfy a condition 1o the transaction imposed by P and S. The payment to M's
members Is supported by the value forgone by P by its agreeing 1o participate in the proposed
transactcn ona financial neutral basis. The independent valuation shows a transaction value,
after making the $g payment to P, in the range of $tto $u, which M has stated that it will hold
effectivel in a manner similar 1o a constructive trust for use In achieving the purposes of the
proposed transaction. This remaining yalue exceeds the amount that would be peid to M's
members. The payment to M’s members has the same practical effect as payment from Pto:
the members in exchange for their agreement to the govemance reform. -

The effect of the proposed transaction will further M's exempt purpose by producing
benefits ior both the m industry and, by extension, for the public that relies on Mand N to
ensure fzimess in the industry. M's exempt purpose is to address the m industry's need for self-
regulation, and the promulgation and enforcement of business conduct and certain other ethical
rules within the m industry. Therefore, we find that the effect of the transaction as a whole
furthers ''s exempt purpose under section 501(c)(6) of the Code.

Thercfore, based on the facts submitted by M and N, we do not find that there vas a
payment from a section 501(c)(6) organization to a shareholder or individual and thus there can
be no inurement. This is based on our understanding that the payment to M’s members will be
made frcm vajue created by the transference of the regulatory functions from S to M. P could
have retained this value but chose 1o have it distributed to M's members. M has indicated that,
while it will receive the value, part of the value M holds is In @ manner similar to a constructive
trustee for the benefit of M's members and to make the payment from P that is necessaryto
effectuals the transference of the regulatory functions. !

rccordingly, based on the facts and circumstances conceming the proposed transaction,
we rule 'hat the proposed transaction will not affect M's or N's tax-exempt status under section
501(eXE) of the Code. i p

This ruling will be made available for public inspection under section 6110 of ﬂ|'le Coda=|
after certain deletions of identifying information are made. For details, see endoseéi Notice 437,
Notice ¢ Intention to Disclose. A copy of this ruling with deletions that we intend to meke
availabke for public Inspection is attached to Notice 437. [f you disagree with our proposed

deletions, you should follow the instructions in Notice 437.

NASD_DEFS0014853




e e

03/14/2007 11:38 FAX 202 283 9482 IRS-Exempt Organizations @oos

-6- l

Nationa! Association of Securities Dealers, Inc.

i I
This ruling is besed on the facts as they were presented and on the understandi!pg that |
there will he no material changes in these facts. Any such change should be reported to the
Ohio Tax =xempt and Government Entities (T E/GE) Customer Service Office. Because it could
help resolve questions conceming your federal income tax status, this ruling should be kept in!
your penT anent records. Pursuant to a Power of Attomey on file in this office, @ copy‘: of this
ietter is being sent to M's and N's authorized representative. : .
| )
Excipt as we have specifically ruled herein, we exprass no opinion as to the '
consequences of this transaction under the cited provisions or under any other provision of the’
]

Code. ‘

This ruling is directed only to the organizations that requested it. Section 61 10(k)(3) of the
Code provides that it may not be used or cited as precedent. . ‘

If thare are any questions about this ruling, please contact the person whose name and :
telephonsz number are shown in the heading of this letter. )

Sincerely yours,
Debra J. Kawecki

Manager, Exempt Organizations 1
Technical Group 2

NASD_DEFS0014854







DAVIS POLK & WARDWELL .

450 LEXINGTON AVENUE

NEWwW York, N.Y. 10017
21 2-450-4000

CONFIDENTIAL

October 26, 2006
Re:  Application of NASD and NASDR for Ruling under Section 501(c)(6)

Internal Revenue Service

TE/GE (SE:T:EO:RA:T:2)

Mr. Carter C. Hull

1111 Constitution Avenue, N.W. (PE-3N3)
Washington, D.C. 20224 =

Dear Mr. Hull:

On behalf of the National Association of Securities Dealers, Inc. .
(“NASD™) and NASD Regulation, Inc. (“NASDR”), the undersigned submits this
request for a ruling regarding a pro-rata cash payment to be made to each of
NASD’s members in connection with the proposed transaction described below.
The transaction is part of an undertaking with the active support and participation
of the Securities and Exchange Commission (“SEC” or the “Commission”) to
consolidate the member regulatory operations of NASD and NYSE Regulation,
Inc. ("NYSE Regulation”) in order to achieve reforms viewed by the parties as
important to the long-term stability and integrity of the U.S. financial markets.

NASD and NASDR request a ruling that the proposed cash payment will
not affect NASD'’s or NASDR’s tax-exempt status under Section 501(c)(6) of the
Internal Revenue Code of 1986, as amended (the “Code™). Information relating to
NASD and NASDR that is required by Revenue Procedure 2006-4, 2006-1 LR.B.
132, is set forth in the Appendix.

NASD_DEFS0016134













Internal Revenue Service 5 October 26, 2006
The concept release observes that the potential for market conflict

concemns arises in the context of an SRO that is part of 2 for-profit exchange, as is

currently the case with the NYSE and NYSE Regulation and as was the case

when NASD owned Nasdaq. The SEC is concerned that rulemaking and

enforcement may suffer because while “regulatory staff is responsible for carrying

out self-regulatory obligations, they are also a component of a competitive

business organization ... [and a] potential loss of objectivity could accompany the

greater knowledge and expertise that result from having SRO regulatory staff

interwoven with SRO market operations.” Id. at 71,262.

As part of the concept release, the SEC solicited comments on various
proposed approaches to the conflicts and inefficiencies described above. One
such approach described by the SEC, which was -dubbed the “Hybrid Model,”
would create a single neutral membership SRO to regulate the conduct of all
brokers and dealers in the U.S. securities industry, while each exchange would
continue to operate a market SRO to govern conduct on that exchange. Id. at
13472 78R -rgwathe gsinole memhershin SRO would not be affiliated with any

.
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governed by rules that “assure a fair representation of its members in the selection
of its directors and administration of its affairs.” 15 U.S.C. § 780-3(b)(4).
Historically, NASD has met this “fair representation” standard with its one firm,
one vote governance model, pursuant to which all members vote on 15 of the 16
non-staff seats on NASD’s 17-member Board. As a result of changes in the
securities industry over recent decades, however, there is now a disproportionate
concentration of voting power in “small firms,” defined in NASD rules as firms
with fewer than 150 representatives. Today, small firms account in the aggregate
for only 12% of registered securities representatives and only 18% of NASD’s

member firm gross revenue, but they have more than 90% of the voting powerin -

NASD.

This concentration of voting power in firms with a relatively minor role in
the overall market leaves NASD susceptible to private interest capture if a faction
among the members dissatisfied with the level of regulation were to persuade
those small firms to support their efforts to gain control of the Board. The current
structure is subject to the risk that a non-representative bloc of firms could
influence NASD for their private benefit. In light of the fairness standards
mandated in section 15A of the Exchange Act, there is a desire that NASD’s
governance be reformed to minimize the risks of the current voting structure.
This is especially important given the expanded authority that the combined
organization will have over the markets. In fact, the NYSE views governance
reform as sufficiently important to the success of the overall transaction that it has
advised NASD that it will not participate the combination if the reform is not
accomplished.

Accordingly, the Board of Governors of NASD expects to ask member
firms to relinquish their existing ability to vote directly on 15 of the 16 non-staff
seats on NASD’s 17-member Board. A new structure would be implemented to -
provide for class voting for specific board seats. The current negotiations
between NASD, the NYSE and the SEC provide for, initially, an expanded
23-member board comprising 11 seats set aside for public govemors; three for
large firms; three for small firms; one for mid-size firms; one for an NYSE floor
member; one for an independent dealer/insurance affiliate; one for an investment
company; and two for staff. In the new structure, the 11 public governors would
be approved by a nominating committee of the Board and, unlike the current
structure, would not be voted on by the member firms. This change in the voting
structure will require an affirmative vote of the members to amend NASD’s
bylaws.

NASD believes that the vote to change its governance will not succeed if
members do not perceive that the reduction of their collective voting power—and
the transaction as a whole—is in their best interests and the interests of a well-
functioning, well-regulated market. In order to improve the chances of a
favorable outcome in the member vote and thereby achieve the public benefits

NASD_DEFS0016139
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that the Commission, NASD and NYSE believe will accrue from the combination
of member regulatory activities, NASD proposes to make a payment pro-rata to
NASD’s members if the transaction is consummated. This payment js in
recognition of the reduction in the members’ collective voting power,-as well as
the fact that their contributions have enabled NASD to provide benefits to the
investing public and that NASD will have sufficient assets to achieve its exempt
purposes after the payment. NASD believes that it is necessary to make the
payment in order to achieve the proposed govemance reforms and effect the
transaction with NYSE Regulation.

Accordingly, if the transaction is consummated, a payment will be paid to
each finm that is a member of NASD, regardless of whether, or how, the firm
votes. Thie payment will be made in compliance with Delaware corporate law
{see memorandum of Delaware counsel attached at Tab C) and will give rise to
taxable ordinary income in the hands of the recipient members. NASD exoects
that the aggregate amount of the payments will be in the range of _bf REDACTED
NASD’s total assets. The amount of the payment will be determined by the
NASD Board of Governors and is subject to the review process described more
fully below. :

2. Current Structure and Description of Proposed Transaction

The current structures of NASD and the NYSE are as follows:

NASD Members -~ Public Shareholders
NASD NYSE Group
Ve
' NYSE
NASDR Regulation

Member Member

Member
Regulation

Issuer
Regulation

Regulation Enforcement

Member/
Market
Enforcement

Market
Surveillance
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3. Resulting Structure |

Following the recapitalization of NASD and transfer of assets by NYSE
Regulation, the structures of NASD (which will be renamed) and NYSE are
expected to be as follows. We bave shown NASDR as the recipient of the NYSE
Regulation assets. As noted above, they may be transferred to a limited liability
company wholly owned by NASD (or by NASDR). Since the limited liability
company would be treated as a disregarded entity for all federal tax purposes,
such a transfer would be treated as if it were to NASD (or NASDR).

NASD Members Public Shareholders

NASD NYSE Group

P

NYSE
Regulation

NYSE NYSE NYSE
Market Market * - lssuver
Enforcement Surveillance Regulation

4. Necessary Approvals

Effecting the combination will require the approval of several
constituencies. The SEC has already shown an unprecedented level of interest in
the discussions between NASD and NYSE, having attended meetings between
A D5~ 1 aho WMIVOT gippa the evnlarateoy nhace nf the nynnased transactions
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firms with a relatively minor role in the overall market to support their efforts to
gain control of the Board. The current structure is subject to the risk that a pon-
representative bloc of firms could influence NASD for their private benefit.
Restructuring the governance will allow NASD to better achieve its exempt
purpose and satisfy the requirements of the Exchange Act by redistributing voting
power in a manner more consistent with NASD’s purposes. In addition, NYSE
Regulation has advised NASD that it will not participate in the proposed
transaction unless NASD’s governance is reformed.

Even if an entity serves an exempt purpose, tax-exempt status under
Section 501(c)(6) is denied where part of the net earnings of that entity inures to
the benefit of any private shareholder or individual. The applicable Regulations
define a “private shareholder or individual™ as a person “having a personal and
private interest in the activities of the organization.” Treas. Reg. Sec. 501()-1(c).
This proscription is generally understood to prohibit the flow of benefits to
persons in control positions within an entity claiming exemption from tax. See
generally, American Campaign Academy v. Comm'r., 92 T.C. 1053 (1989);
Church of Scientology of Cal. v. Comm'r., 83 T.C. 381 (1984); Goldsboro Art
League, Inc. v. Comm'r, 75 T.C. 337 (1980), acg., 1986-1 C.B. 1. However, the
Tax Court has, on at least one occasion, suggested that the existence of prohibited
inurement should be reviewed in light of “the reasonableness and appropriateness
of the expenses” to the exempt purpose of the organization and that “control of
financial decisions by individuals who appear to benefit personally from certain
expenditures does not necessarily indicate inurement.” Unitary Mission Church
v. Comm'r, 74 T.C. 507, 515 (1980) (ultimately finding inurement); see also
Orange County Agric. Soc., Inc. v. Comm'r, 65 AFTR 2d 90-631 (893 F.2d 529)
(citing Unitary Mission Church). In cases involving Section 501(c)(3), the Tax
Court has observed that the private inurement test appears redundant in that it is_
an alternative way of asking whether an entity is organized and operated
exclusively for an exempt purpose. See Unitary Mission Church, 74 T.C. at 512
n.7; Lowry Hosp. Ass’'n. v. Comm'r, 66 T.C. 850, 857 n.8 (1976).

In the proposed transaction, the payment is in furtherance of the exempt

purposes of NASD and NASDR because the transactions contemplated by the

. SEC, NASD and NYSE Regulation will not occur unless the payment is made. In
addition, none of the member firms that would receive the payment is in “control”
with respect to the approval of the payment, or with respect to the operation of
NASD generally. Govemors who are affiliated with member firms will either
forgo any payment to their firms in connection with the proposed transaction or
recuse themselves from the votes to approve both the payment to member firms
and the amount of the payment.

Moreover, although the payment to member firms is necessary to effect
the governance reform in furtherance of NASD’s and NASDR’s exempt purposes,
it is only incidental to the achievement of those purposes. NASD and NASDR

NASD_DEFS0016144
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play central roles in rulemaking and enforcement vital to the operations of the
riation’s financial industry, roles that will be expanded once the combination with
NYSE Regulation is accomplished. The current one firm, one vote governance
structure has placed disproportionate control in the hands of small firms, which
could produce resnits that are in tension-with NASD’s-and- NASDR’s-exempt
purposes and the section 15A fairness standards under which NASD operates.
Govemance reform is, therefore, necessary to the achievement of NASD’s and
NASDR'’s exempt purposes, and the payment is an incidental component of the
plan to secure those ends. A payment that is necessary and incidental to the
achievement of an exempt organization’s exempt purposes should not constitute
private inurement or affect the organization’s tax-exempt status. See, e.g.,
Unitary Mission Church v. Comm r, supra; see also Mill Lane Club, Inc. v.
Comm 'r, 23 T.C. 433 (1954), acg., 1955-1 C.B. 5 (distribution to club members
of proceeds of sale of clubhouse at a profit did not cause club to lose exemption
when sale was incidental to exempt purpose); Gen. Couns. Mem. 38,559 (Nov. 7,
1980) (short-term emergency loans made by union to striking members preserved
united front in on-going negotiations, and thus were incidental to union’s exempt
purpose of furthering collective bargaining, rather than private inurement); S.M.
2710, TII-2 C.B. 230 (1924) (exempt social club’s repurchase of retiting and
deceased members® interests in exchange for their equity contributions plus 5%
interest was “reasonable and necessary’” to keep organization in hands of active
members and did not affect exempt status).

The proposed payment is also insubstantial when viewed in relation to
NASD?’s operations and balance sheet. The contemplated payment is expected to
be in the range of : per member firm. The total payment to

NASD’s 5,100 member firms would be less than -and in the range of
of the total assets reflected on the consolidated balance shects of NASD

and NASDR. The proposed payment also would be permissible under Delaware -
law, :

REDACTED

‘While there is no authority directly addressing a payment in analogous
circumstances, NASD and NASDR believe the payment is a “reasonable and
appropriate” expense to achieve the combination of member regulatory activities
with the NYSE and the proposed govemnance reform. This conclusion is
supported by the unique circumstances of the present case, in which the SEC
supports the purposes of the transaction, has participated in the discussions
regarding the specific structure of the transaction, including the changes to
NASD?’s governance, and will need to approve the bylaw changes in order for the
proposed transaction to be consummated. In sum, the payment to the members
will further the exempt purposes of NASD and NASDR by enabling the
consolidation of the member regulatory operations of NASD and NYSE
Regulation and the achievement of reforms viewed by the parties and the SEC as
important to the long-term stability and integrity of the U.S. financial markets.
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| PROCEDURAL MATTERS

Enclosed with this ruling request letter are (i) Powers of Attorney on
Forms 2848 authorizing the undersigned to represent NASD and NASDR,
(ii) Penalties of Perjury Statements attesting to the veracity of the information set
forth herein and in the Appendix, (iii) a Statement of Proposed Deletions, (iv) a
Ruling Request Checklist (Appendix B of Revenue Procedure 2006-4), and (v) a
check in payment of the required user fee. '

In the transmittal letter for this submission, we have requested expedited
treatment and explained the reasons for that request. We also would be pleased to
meet with you again, if that would be helpful, and to provide a draft ruling letter.

NASD, NASDR, and their representatives are not aware of any authorities
contrary to the rulings requested; nor are they aware of any pending legislation
that affects the transaction. While NASD and NASDR believe that the rulings
requested herein are supported by the relevant authorities and are therefore
correct, because of the factual nature of the inquiry, the application of the law in
connection with these rulings is believed to be uncertain.

Please send the original ruling letter to the taxpayers’ representative, Grant
Callery, and, in accordance with the enclosed Powers of Attorney, a copy of the
ruling letter to the undersigned. You are also authorized to send a copy of the
ruling letter by facsimile transmission to Mario J. Verdolini, Jr. at fax number
(212) 450-3969. NASD and NASDR waive any disclosure violations resulting
from the nature of facsimile transmission. If further information is desired, please
- call the undersigned. If there is any doubt concerning the issuance of a favorable
ruling, we request the privilege of a conference.

Very truly yours,

. !

Ay

Davis Polk & Wardwell
(212) 450-4969
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Re:  NASD/NASDR Ruling Request

Internal Revenue Service
Attention: EO Letter Rulings
Mr. Carter C. Hull

P.O Box 27720

McPherson Station
Washington, D C. 20038

Dear Mr. Hull;

In a telephone conversation on November 30, Ms. Kawecki and Mr.
Chasin asked us to provide additional analysis regarding certain elements of the
Proposed Transaction described in the ruling request we submitted to the Service
on behalf of the National Association of Securities Dealers, Inc. and NASD
Regulation, Inc. (together “NASD") on October 26, 2006 (the *Onginal Ruling
Request”) and in the amended and restated ruling request submitted on November
27, 2006 (the “Amended Ruling Request™). In particular, they asked that we
address the payments to be made to NY'SE Group or NYSE Regulation (together
“NYSE") and others, as well as the rebates and fee reductions proposed to be
made in future years, which will be subject to separate annual Board ratification
before they can be made. Caputalized terms used but not defined here have the
meaning provided in the Original Ruling Request and Amended Ruling Request,
as applicable. Before the end of the week, we shall submit statements under
penalties of perjury with respect to this letter and the Amended Ruling Request.

H Payments to NYSE and others

Ms. Kawecki and Mr. Chasin asked us to discuss the payments to NYSE
that are described on page 8 of the Original Ruling Request and page 9 of the
Amended Ruling Request, as well as any other payments to be made to NYSE or
others in connection with the proposed transaction.

As described in the Original Ruling Request and the Amended Ruling
Request, NASD and NYSE have been engaged in arm’s-length negotiations over
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the purchase price for the NY'SE member regulatory functions. These
negotiations occurred over a peniod of several months, and on November 21,
2006; NASD’s-Board-of Governors agreed toake-a payment 1 conneetion with
the Proposed Transaction consisting of $103 million plus the net book value of
the assets being transferred, which was $15.5 million as of June 30, 2006 and will
be adjusted as of the closing date. The payment is designed to make the Proposed
Transaction “neutral” to NYSE Group sharcholders.

From NASD’s perspective, the Pmposed Transaction will result in an
expansmn of its member regulatory operatons in furtherance of its exempt
purposes. NASD has estimated that the expansion will result in substantially
mereased annual nel cash flow, beginning al{ Jin 2007 growing to’

‘m 2008, rising '(o{ per year by 2011 and contmumg at that level
into the futore, The projected aggregate increased net cash flow for the first five
years alone is approximatelyj .not including the substantial value in
the in incremental anmual net cash flows projected for each year after
that The terms of the arrangements with NYSE are conditioned on the receipt by
NASD of a faimess opinion from an independent valuation firm.

NASD will make other incidental payments in connection with the
Proposed Transaction, all of which are also condihoned on the receipt of the
fairness opinion. These payments, which were described in the term sheet
attached to the Original Ruling Request as Exhibit A and in the final term sheet
attached to the Amended Ruhng Request at Tab K, include an assumption of
compensation obligations to the employees transferred from NYSE to NASD, as
well as payments pursuant to a sublease and security agreement and a transitional
services arrangement. The sublease and secunty agreemnent relates to the office
space curtently occupied by the transferred employees, and the payments under
this agreement witl equal the base rent for the space plus other reasonable direct
and allocated costs. Under a transitional services arranpernent, to the extent
NASD requires technology or other services from NYSE during a one-year
transition pertod, NASD will pay for direct expense hours at actual rates mcurrcd,
plus a 25% mark-up to cover NY'SE’s fixed and allocated costs. Any services.
provided after that period would be subject to future negotiation. NASD is not
obligated to use any of these services.

Other costs associated wath the Proposed Transaction will include fees and
expenses of financial advisors, counsel and accountants, filng fees, printing costs,
and out-of-pockel costs, such as travel m connection with explaining the Proposed
Transaction to members. Rebales and reductions of member assessments and fees
are discussed separately below. We have previously discussed the one-time
special member payment of $35,000.

An entity exempt from U.S. federal income tax under Section 501(c)(6)
will luse its exemption if part of its net eamnings inures to the benefit of any
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private shareholder or individual. The applicable Regulations define a “pnivate
shareholder or individual™ as a person “having a personal and private interest in
the activities of the orgamzation.” Treas Reg Sec. 1.501(a)-1(c). This
proscrniption 1s generally understood to prohibit the flow of benefits to persons in
control positions within an entity claiming exemption from tax. See generally,
American Campaign Academy v. Camm’r., 92 T.C. 1053 (1989); Church of
Screntology of Cal. v. Comm'r., 83 T.C. 381 (1984); Goldsboro Art League, Inc.
v. Comm'r, 75 T.C. 337 (1980), acq., 1986-1 C.B. 1. The purpose of the bar
against private murement is to prohibit the “siphoning of charitable receipts to
insiders” and not “arm’s length contracts made by charitable organizations with
the firms that supply them with essential inputs, whether premises, paper,
computers, legal advice, or fundraising services.” United Cancer Council Inc v.
Commissioner, 165 F.3d 1173, 1176 (7th Cir. 1999), rev'g 109 T C. 326 (1993).

Here, the payments NASD 1s making in connection with the Proposed
Transaction are arm’s-length payments in exchange for assets and services needed
to expand and further its exempt purposes The payments to NYSE cannot result
in private inurement because NYSE does not have control over any operations of
NASD and had no influence on the vote by the Board of Governors to approve the
terms or structure of the Proposed Transaction. While NYSE would, if the
Proposed Transaction is consummated, have a voice in certain appointments and
nominations to NASD's Board of Governors, as well as one seat on the
23-member board, this board structure would be in place only prospectively and
cannot create retroactive insider status in connection with the negotiation of the
Proposed Transaction’s terms.

Secondly, the amount being paid to NYSE in connection with the
Proposed Transaction was determined through arm’s-length negotiations and 1s
subject to an independent fairness opinion, and it would not represent an
impermissible excess benefit even if NYSE were somehow deemed to be an
insider. NASD and NYSE met only as ““a willing buyer and a willing seller,
neither being under any compulsion to buy or sell and both having reasonable
knowledge of relevant facts,” the essence of faimess in a negotiated transaction.
See, e.g., Treas. Reg Sec 1.170-1(c)

Simularly, the payment made to NYSE in connection with the Proposed
Transaction does not confer an impermissible private benefit under principles
generally applicable in the 501(c)(3) context. In order for a charity to satisfy its
exemption from tax under Section 501(c)(3), the apphcable regulations provide
that it must engage “‘primarily n activities which accomplish one or more™ of its
exempt purposes, and that 1t wall lose its exempton 1f “more than an insubstantial
part of its activities is not in furtherance of an exempt purpose.” Treas. Reg. Sec.
1.501(c)(3)-1(c)(1); compare Ginsberg v. Commissioner, 46 T.C. 47 (1966)
(primary beneficiaries of would-be exempt organization formed to dredge local
waterways were the homeowners who supported its activities, and thus
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expects to reduce other service fees as the savings from the Proposed Transaction
materialize.

The IRS has acknowledged that “it1s well established that a business
league or other organization exernpt under § 501(c)(6) may refund part of the
dues or contributions previously paid to the organization for its activities. Such
refunds are treated as reductions in dues.” Rev. Rul. 81-60, 1981-1 C.B. 335; see
also Priv. Ltr. Rul. 8226013 (1981) (pro rata refund of excess dues by § 501(c)(6)
organization to members, where refund did not exceed amount of dues paid by
members, was merely a rebate of membership dues paid during the same taxable
year and not private inurement), Rev. Rul. 77-206, 1977-1 C.B. 149 (1977) (“An
exempt business league may generally make cash distributions to its members
without loss of exemption where such distnbutions represent no more than a
reduction in dues or contributions previously paid to the league to support its
activities.”); King County Ins. Assoc. v. Commissioner, 37B.T.A. 288, 292 (1938)
(refunds and credits to members by exempt business league did not result in
private inurement where ncidental income, which would be taxable to a
corporation engaged 1n a business for profit, served merely to reduce the amount
of dues which otherwise would have been due from members and where refund
did not exceed amount of dues paid for such year).

Certain lumitations have been applied to rebates. First, all money that is
refunded must come only from dues and other amounts contributed by members
receiving the refund. See Rev. Rul. 81-60, 1981-1 CB 335 ( “Refunds ... must be
made out of funds paid by those receiving the refunds.”). Second, implicit in the
idea of a “rebate” is that the distribution must not exceed the amount of dues paid
in. See Michigan Mobile Home and Recreational Fehicle Instit v. Commissioner,
66 T.C. 770, 777 (1976) (finding fault that “a substantial number of the
distributions to members were far in excess of the maximum annual dues™); Rev.
Rul. 77-206 (“Rebates ... may not exceed the amount of the deposits.”). Thurd,
the rebates should not reflect a preference for insiders. Compare Rev. Rul. 81-60
(pro rata rebate permitted) with Michigan Mobile Home and Recreational Vehicle
Instit., 66 T.C. 770 (exemption demed to § 501(c)(6) organization where rebates
of rental fees paid 1n connection with trade show were made to members while
non-members that paid rental fees were denied rebates).

The proposed rebates of member fees to be paid over the next five years, if
made, will fall squarely within the authorities allowing rebates of dues pad to a
501(c)(6) exempt orgamzation. The $6 million in rebates each year would be no
more than the aggregate base assessment and would be far less than the aggregate
member dues expected to be collected by NASD each year. The rebates also will
be less than the projected cost savings from the Proposed Transaction and so are
expected to constitute rebates of excess dues. Each member’s rebate would be no
more than its $1,200 annual base gross income assessment, and no member’s
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rebate will exceed the dues paid during that year. Finally, the rebutes will be paid
pro-tata in proportion to the base assessment.

An additional fact you.may wish fo.consider is that aggregate projected
rebates to each member over the next five years would be $6.000 ($1,200 per year
for five years). When added to the special member payment of $35,000, the total
of $41,000 is within the REDACTED range discussed at our October 5,
2006 meehing and in the Original Ruling Request at page 12. The rebates differ
from un incremental payment in two respects, however. First, they are rebates of
dues that will have been paid in the futore and therefore entatl no net cost to
NASD. Second, they are contingent on separate Board action in each year

NASD expects to finalize a proxy statement to its members by December
11, 2006, and we wall submit a copy of that document when 1t is ready. The
member vote is expected to take place in early January.

If you have any firrther questions or if I can be of any further assistance,
please do not hesitate to call me at (212) -450-4969.

Very truly yours,

HecHlertito]

Mano J. Verdolini, Jr
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December 22, 2006

Re: Application of NASD and NASDR for Ruling under Section S01(c)9)

Internal Revenue Service
° TE/GE (SE:T:EORAT2)
Mr. Carter C. Hull
1111 Constitution Avemue, N.W. (PE

‘Washington, D.C. 20224

° Dear Mr. Hull:
On behalf of the National Association of Securitics Dealers, Inc.
(“NASD") and NASD Regulation, Inc- (“NASDR™), 1 am writing to smend and
restate in its entirety the ruling request | submitted on October 26, 2006, s ‘
27, 2006, and &s supplemented by Jetter on !
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Internal Revemue Service
case found that

With respect to the member conflict issucs, the rel
- SROs, which operale for the dual purposes of serving and regulating
ield “poorly targeted SRO rulemaking, less extensive SRO
_zealous enforcement of SRO rles against members.” Id
at 71,259. Because «guccessful self-regulation relics 08 sufficiently vigorous rule
» enforcement against members,” SRO regulatory operations must be safeguard
against business pressures, including “member domination of SRO funding,
rmember control of SRO governance and member influence OVer regulatory and
enforcement staff.” Id.
The concept reiease observes that the potential for market conflict
: -es in the context of an SRO that is part of a for-profit exchange, as is
Mmm and as was the case
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assocnahon, stating that “*SRO regulation must change to keep pace [with changes
in global financial markets). Unless we acl now to remove unnecessary
dupllcatlon and conflicts of interests in our regulatory structure, we’ll actually
impair the ability of America’s capital markets to remain the world’s strongest.”
In a speech on November 20, 2006, about the competitiveness of U.S. capital
markets, Secretary of Treasory Henry M. Paulson stated that the proposal of the
NYSE and NASD “‘to consolidate their regulatory operations . . . is a positive
development . . . 2 '

The Proposed Transaction would entail the transfer of the member-
regnlatory functions of NYSE Regulation to NASDR. The parties believe that, as
a result of the Proposed Transaction, the U.S. financial markets and the investing
public will benefit from increascd regulatory and enforcement efficiency and from

separation of NYSE Regn]anon s member regulation functions from the for-profit .

NYSE Group.

NASD and NASDR expect the Proposed Transaction will result in an
expansion of their member regulatory operan'ons in furtherance of their exempt
purposes. NASD has estimated that the expansnon will result in substantiallv-
increased annual net cash flow. beginning al .- in 2007, growing t

Pn 2008, rising tg, _per year by 2011 and continuing at tharlevel
into the future. NASD estimales that the minimum present value of the
incremental cash flows that will be produced by the Proposed Transaction in the

first ten years after the consolidation is roughly’ and that the present
value of the total cash flows to be produced by the Proposed Transaction is in the
range of approximately milbon.

NYSE Group and NY SE Regulation have stated, however, that they will
not proceed with the Proposed Transaction unless NASD changes its one-
member, ane-vote governance structure. The govemance reforms required by
NYSE Group and NYSE Regulation are intended to minimize member conflict
issues presented by the disproportionate concentration of voting power in NASD
presently beld by “small firms,” defined in NASD rules as finns with fewer than
150 representatives. As a result of changes in the securities industry over recent
decades, small firms today account in the aggregate for only 12% of registered

! Chairman Christopher Cox, U.S. Securities and Exchange Commission, More Efficient
and Effective Regulation 1n the Era of Global Consohdation of Markets, Address Before the
Securities Industry and Financisl Markeis Association (Nov. 10, 2006),
hitp./fwww._sec.gov/news/speech/2006/spch11 1006cc him (copy attached at Tab L).

? Treasury Secretary Henry M. Paulson, Remarks on the Competitiveness of U.S. Capstal
Markets, Address Before the Economic Club of New York (Nov. 20, 2006),
hnp //www wveasury gov/press/releases/hpl 74 htm (copy attached at Tab M).
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® Recapitalization of NASD. Once the approvals described below have been
obtained, the charter and bylaws of NASD will be amended as necessary to
(i) change NASD’s name 10 reflect the combination; (i) climinate the onc-
member, one-vote govemance, and (iii) increase the size of NASD's Board of
Governors. adopt class voting and set aside, initially, deven scats for public
® govermors, three for large firms, three for small firms, on¢ for mid-size firms, one
for NYSE floor members, one for independent deslerfinsurance affiliates, one for
investment companies, and two for staff.
Transfer of Assess. pmmediately after, and in connection with, the
talization, NYSE Regulation will transfer member-related assets to cither
NASDRor 8 newly created {imited liability company of which NASD or NASDR
would be the sole member.

”E_Mfﬁm would Bmeﬂny include the
- 1u neeg i jts member regulation function, and the

i . thut
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3.  Resulting Structure : i
Following the recapitalization of NASD and transfer of assets by NYSE

Regulation, the structures of NASD (which will be renamed) and NYSE are ;
expected to be as follows. Wehave shown NASDR as the recipient of the NYSE ‘

om0, 358 S A S noted above, they may be transferred to 8 limited liability
- gmns CUiaas tha limited liability
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[ because NASD will be required, after the completion of the member vote, to j
submit the proposed changes in its bylaws to the SEC for approval. The proposed
mlemakingwillberep-inted in the Federal chistermdwillbe subjectto a 1
minimum 21-day comment period, during which the industry and the investing |
public will have an opportunity to review the change in govemance and voice any
° concems prior to final SEC approval.
RULING REQUESTED
We respectfully request ruling that the Proposed Transaction will not w
affect NASD's or NASDR’s tax-exempt status under Section 501 (cX6)- }
e DISCUSSION ‘
|
‘. Section 501(cK6) of the Code and Section 1.501(c)(6)-1 of the |
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REPRESENTATIONS
In connection with the Proposed Transaction, the following
* representations-are hereby made:
1. NASD will continue to operate in furtherance of its exempt
puIposes. .
2. NASDR will continue 10 operate in furtherance of its exempt
purposes.

3. All of the terms of the Proposed Pransaction described herein have
: been approved by the members of NASD's Board of Govemors.

4. No member of NASD’s Board of Govemors, no officer, and no
member of NASD, nor any of their relatives, has received or will
recejve any compensation, consideration or other form of direct or
indirect payment to induce or influence approval of the Proposed
Transaction, other than the pro-rata payment made to each of
NASD’s member finms in connection with the Proposed
Transaction.

5. Governors who are affiliated with member finns did not participate
' in the vote to approve the pro-rata payment to member firms,
including the amount of the payment.

6. NASD estimates that the minimum present value of the
incremental cash flows that will be produced by the Proposed
Transaction in the first ten years afier the consolidation is roughly
REDACTED and that the present value of the total cash flows to
be produced by the Proposed Transaction is_in the range of
approximately NASD expects that
these cash flows will be sufficient to support the payments it
believes are necessary 10 achieve the Proposed Transaction.

7. The changes in the bylaws of NASD will be subject to approval by
the SEC, afier a public comment period.

8. The changes in the bylaws of NASD will be subject to approval by
NASD’s Board and NASD’s members.

9. ' the Proposed Transaction is consummated, each NASD member

firm will be entitled to the pro-rata payment, regardless of whether
or how such member firm's vote is cast. :

NASD_DEFS0016374
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10  Thepaymenttlo cach NASD member firm in connection with the
Proposed Transaction is permissible under Delaware law.

PROCEDURAL MATTERS

Enclosed with this ruling request letter arc (i) Powers of Attorncy on
Forms 2848 authorizing the undersigned to represent NASD and NASDR,
(ii) Penalties of Perjury Statements attesting to the veracity of the information set
forth herein and in the Appendix, (iii) a Statement of Proposed Deletions, (iv) 2
Ruling Request Checklist (Appendix B of Revenue Procedure 2006-4), and (v) a
check in payment of the required user fee.

In the transmittal letter for this submission, we have requested expedited
treatment and explained the reasans for that request. We also would be pleased to
ot with yon again, if that would be helpful, and to provide a draft ruling letter.
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GCONFIDENTIAL

September 10, 2006

Re:  National Association of Securities Dealers, Inc.
NASD Regaulation, Inc,

Internal Revenue Service

TE/GE (SE:T:EO:RA:T:2)

Mr. Joseph Chasin

Mr. Carter Hull -
1111 Constitution Avenue (PE-3N3) “
Washington, D.C. 20224 -

Gentlemen:

1 enclose a supplemental memorandum describing the transaction that the
National Association of Securities Dealers, Inc. and NASD Regulation, Inc.
currently expect to use to achieve the proposed consolidation of regulatory -
operations with NYSE Regulation, Inc., as requested by Mr. Chasin last week. In
addition, packets of materials submmed by NASD and NASDR in connection
with the rulings issued in 2000 will arrive at your offices Monday morning by
Federal Express. Please let me know if you need us to provide any additional
materials.

We look forward to speaking with you to schedule a pre-submission

conference. -
Very truly yours,
m'lo quk°\"‘
Mario J. Verdolini
Enclosures

NASD DEFS0016548
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Date: September 10, 2006
To: Joseph Chasin
Carter C. Hull
Internal Revenue Service
From: Mario J. Verdolini
Re: Supplemental information for National Association of Securities

Dealers, Inc. pre-submission conference

This memorandum provides a description of the transaction that NASD
currently expects to be used to achieve the proposed consolidation of member
regulatory operations of National Association of Securities Dealers, Inc. i
(“NASD”) and NYSE Regulation, Inc. (“NYSE Regulation™), as described in the ‘
materials provided to the Intemal Revenue Service on August 9, 2006.

Current Structure
The current structures of NASD and the NYSE are as follows:

NASD Members Public Shareholders

| |

_ | | L
- S .
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regulatory supervision by NASD and NASDR. NASD and NASDR have
aggregate revenues in the range of $600 million per year, and they reported
approximately $2.9 billion in assets on their June 30, 2006 balance sheets, of
which $2.1 billion was equity. (See attachments, NASD income statement and
balance sheet dated June 30, 2006 and Better Information, Better Regulation.)

NYSE Regulation, Inc. is a New York Type A not-for-profit corporation
controlled indirectly by the NYSE Group. NYSE Regulation’s activities fall into
three general categories: member regulation, market surveillance and
enforcement (member and market). (See attachment, excerpt from NYSE Group
10-Q for the period ending June 30, 2006.)

Proposed transaction:

. In the proposed transaction, the member-related activities of NYSE
Regulation (both member regulation and member-related aspects of enforcement)
would be combined with those of NASD and NASDR.

Step One: Approvals. The following approvals will be needed.
SEC regulatory approval;
NYSE Board of Directors;
NASD Board of Governors; and
NASD member vote.
Step Two: Recapitalization of NASD. The charter and bylaws of NASD
will be amended as necessary to make the following changes.
Change of NASD’s name to reflect combination;
Elimination of one-member, one-vote governance;
Adoption of class voting for Board Governors:
Three Governors for small members;
Three Governors for large members; and

Three Govemnors for other firms, including stock exchange
floor members, independent dealers and investment
companies; and

Payment of $[30,000] to each of NASD’s 5,100 members.

Step Three: Transfer of Assets. Immediately after and in connection with
Step Two, NYSE Regulation will transfer member-related assets to either
NASDR or a newly created limited liability company of which NASD
would be the sole member.

NASD DEFS0016550
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The assets transferred by NYSE Regulation would generally include the
personnel and property it currently uses in its member regulation functior, and the
personnel and property it uses in the portion of its enforcement function that
relates to members, but not to the market. NYSE Regulation would retain the
personnel and property it uses in its market surveillance function, and the
remainder of the personnel and property employed it uses in its enforcement
function. We are not seeking a ruling as to the tax treatment of the transfer of
assets by NYSE Regulation.

Resulting Structure

Following the recapitalization of NASD and transfer of assets by NYSE
Regulation, the structures of NASD (which will be renamed) and NYSE will be as
follows. Note that for illustration, we have shown NASDR as the recipient of the
NYSE Regulation assets. As noted above, they may be transferred to an LLC
wholly owned by NASD. Since the limited liability company would be treated as
disregarded entity for all federal tax purposes, such a transfer would be treated as
if it were to NASD.

Members Public Shareholders
NASD NYSE Group
NYSE

NYSE and NYSE NYSE

NASD Market Market
Member Enforcement Surveillance
Regulation

Under separate cover for delivery on Monday, we are sending you copies of the
1999 ruling request for your convenience.

NASD DEFS0016551
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