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NASD Notice to Members 98-47

Executive Summary

On May 29, 1998, the Securities and
Exchange Commission (SEC)
approved amendments to National
Association of Securities Dealers,
Inc. (NASD®) Rule 3110 (the Books
and Records Rule) that (i) change
the definition of “institutional account”
to include the accounts of investment
advisers that are now required to
register with the states pursuant to
the National Securities Markets
Improvement Act of 1996 (NSMIA),
and (i) exclude certain customer
accounts from the requirement to
obtain certain tax and employment
information from the customer.

Questions concerning this Notice
may be directed to Joseph E. Price,
Counsel, Advertising/Investment
Companies Regulation, NASD Regu-
lation, Inc., at (202) 728-8877 or
Robert J. Smith, Assistant General
Counsel, Office of General Counsel,
NASD Regulation®¥, at (202) 728-
8176.

Discussion

The Books and Records Rule
requires that members obtain certain
information for all accounts. The
Rule requires that, for accounts other
than institutional accounts and
accounts limited to money market
funds, members must make reason-
able attempts to obtain: (i) a cus-
tomer’s tax identification or social
security number; (i) a customer’s
occupation and the name and
address of the employer; and

(iii) information about whether the
customer is an associated person of
another member (Retail Customer
Information).

Similarly, NASD Conduct Rule 2310
(Suitability Rule) requires members
to make reasonable efforts to obtain
certain information, such as the cus-
tomer’s financial status and invest-
ment objectives, from retail customers
prior to the execution of a transaction.

Interpretive Material 2310-3 (IM-2310-
3) describes members’ suitability obli-
gation in making recommendations to
institutional customers. The primary
considerations under IM-2310-3
include the customer’s capability to
evaluate risk independently and the
extent to which individual judgment is
exercised when making investment
decisions.

Accounts Of Registered
Investment Advisers

NSMIA and new rules recently
adopted by the SEC under the
Investment Advisers Act of 1940
(Advisers Act) reallocated regulatory
oversight of investment advisers
between the SEC and the states.
Under the new rules, advisers to reg-
istered investment companies and
those with assets under manage-
ment of at least $25 million generally
will register exclusively with the SEC.
Most others will register exclusively
with the states.

The Books and Records Rule pro-
vides that, for purposes of both the
Books and Records Rule and the
Suitability Rule, the term “institutional
account” includes the account of an
investment adviser registered with
the SEC. Consequently, advisory
accounts that were considered to be
“institutional accounts” when the
Retail Customer Information provi-
sion in the Books and Records Rule
was adopted became excluded from
the definition because they migrated
to state regulation under NSMIA.

The amendments take into account
the bifurcation of investment adviser
regulation between the SEC and the
states by changing the definition of
“institutional account” in subpara-
graph (c)(4) of the Books and
Records Rule to include both invest-
ment advisers required to register
with the SEC and those required to
register with the states. The amend-
ments treat the state-regulated advi-
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sory accounts as “institutional
accounts” for purposes of the Books
and Records Rule and the Suitability
Rule.

Accounts Limited To Mutual
Fund Shares

A primary purpose of obtaining Retail
Customer Information is to help a
member evaluate the suitability of a
recommendation. NASD Regulation
has determined that the requirement
to obtain Retail Customer Informa-
tion is burdensome and largely
unnecessary as it applies to mem-
bers who distribute directly marketed
mutual funds and other unsolicited
accounts that are limited to mutual
fund shares and for which no recom-
mendations are made. With regard
to the requirement in the Books and
Records Rule to obtain a customer’s
tax identification or social security
number, the tax laws already impose
obligations on funds to obtain this
information.! The requirement in the
Books and Records Rule to deter-
mine whether a customer is an asso-
ciated person of another member
also is unnecessary because NASD
Conduct Rule 3050, which provides
the obligations of executing mem-
bers when the member knows that a
person associated with an employing
member has an interest in an
account, expressly excludes
accounts that are limited to transac-
tions in mutual fund shares.

The amendments thus revise sub-
paragraph (c)(2) of the Books and
Records Rule to exclude mutual
funds that are not recommended by
the member or its associated per-
sons from the obligation to obtain
Retail Customer Information. Mem-
bers are still required to make rea-
sonable efforts to obtain Retail
Customer Information for retail
accounts that are not subject to
these limitations. This change will
not affect the need to obtain any
information from customers or others

NASD Notice to Members 98-47

in order to meet any other regulatory
obligations that may exist.

Text Of New Rule

(Note: New language is underlined; deletions
are bracketed.)

3100. Books and Records, and
Financial Condition

3110. Books and Records
(a) Requirements

Each member shall keep and pre-
serve books, accounts, records,
memoranda, and correspondence in
conformity with all applicable laws,
rules, regulations and statements of
policy promulgated thereunder and
with the Rules of this Association.

(c) Customer Account Information

Each member shall maintain
accounts opened after January 1,
1991 as follows:

(1) for each account, each member
shall maintain the following informa-
tion:

(A) customer’s name and residence;
(B) whether customer is of legal age;

(C) signature of the registered repre-
sentative introducing the account
and signature of the member or part-
ner, officer, or manager who accepts
the account; and

(D) if the customer is a corporation,
partnership, or other legal entity, the
names of any persons authorized to
transact business on behalf of the
entity;

(2) for each account, other than an
institutional account, and accounts in
which investments are limited to
transactions in [money market funds]
open-end investment company

shares that are not recommended by
the member or its associated per-
sons, each member shall also make
reasonable efforts to obtain, prior to
the settlement of the initial transac-
tion in the account, the following
information to the extent it is applica-
ble to the account:

(A) customer’s tax identification or
Social Security number;

(B) occupation of customer and
name and address of employer; and

(C) whether customer is an associat-
ed person of another member; and

(3) for discretionary accounts, in
addition to compliance with subpara-
graphs (1) and (2) above, and Rule
2510(b) of these Rules, the member
shall:

(A) obtain the signature of each per-
son authorized to exercise discretion
in the account;

(B) record the date such discretion is
granted; and

(C) in connection with exempted
securities other than municipals,
record the age or approximate age of
the customer.

(4) For purposes of this Rule and
Rule 2310 the term “institutional
account” shall mean the account of:

(A) a bank, savings and loan associ-
ation, insurance company, or regis-
tered investment company;

(B) an investment adviser registered
either with the Securities and
Exchange Commission under Sec-
tion 203 of the Investment Advisers
Act of 1940 or with a state securities
commission (or any agency or office
performing like functions); or

(C) any other entity (whether a natu-
ral person, corporation, partnership,
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trust or otherwise) with total assets of
at least $50 million.

Endnote

L1 1f a customer refuses to provide tax identifi-
cation, Internal Revenue Service rules
require a fund to withhold 31 percent of all
redemptions or distributions.

© 1998, National Association of Securities Dealers,
Inc. (NASD). All rights reserved.
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Executive Summary

On May 18, 1998, the Securities and
Exchange Commission (SEC)
approved amendments to National
Association of Securities Dealers,
Inc. (NASD®) Interpretive Material
2110-1 (IM-2110-1) and Rule 2720,
revising certain provisions of the
Free-Riding and Withholding Inter-
pretation (Interpretation). These
amendments address direct and indi-
rect owners of broker/dealers, invest-
ment grade debt offerings, foreign
investment companies, secondary
offerings, issuer directed share pro-
grams, and accounts under the
Employment Retirement Income
Security Act. The amendments also
provide NASD Regulation, Inc., staff
with general exemptive authority.
These rule amendments will be
effective on August 17, 1998. The
text of the amended rules and the
Federal Register version of the SEC
approval order are attached. This
Notice is being issued to alert mem-
bers of their revised compliance
responsibilities under the Interpreta-
tion.

Questions concerning this Notice
should be directed to Gary L. Gold-
sholle, Assistant General Counsel,
Office of General Counsel, NASD
Regulations", at (202) 728-8104.

Background

The purpose of the Interpretation is
to protect the integrity of the public
offering system by ensuring that
members make a bona fide public
distribution of “hot issue” securities
and do not withhold such securities
for their own benefit or use such
securities to reward persons who are
in a position to direct future business
to the member. Hot issue securities
are defined by the Interpretation as
securities of a public offering that
trade at a premium in the secondary
market whenever such trading com-
mences. The Interpretation also
assures that members and partici-

pants in the securities industry do not
take unfair advantage of their “insider
position” in the industry to the detri-
ment of public investors.

The Interpretation prohibits members
from retaining the securities of hot
issues in their own accounts and pro-
hibits members from allocating such
securities to directors, officers,
employees, and associated persons
of such members and other
broker/dealers. It also restricts mem-
ber sales of hot issue securities to
the accounts of specified categories
of persons, including, among others,
senior officers of banks, insurance
companies, investment companies,
investment advisory firms, or any
other institutional type account, and
any other person with such organiza-
tions whose activities influence or
include the buying and selling of
securities. These basic prohibitions
and restrictions are also made appli-
cable to sales by members to
accounts in which any such persons
may have a beneficial interest and,
with some exceptions, to members of
the immediate family of those per-
sons restricted by the Interpretation.

Amended Rules

NASD Regulation has received SEC

approval of amendments to IM-2110-
1 and Rule 2720. See 63 FR 28535

(May 26, 1998). These amendments
provide for the following:

Exemptive Authority

New paragraph (a)(5) of the Interpre-
tation provides NASD Regulation
staff with general exemptive authori-
ty. As revised, the Interpretation
authorizes NASD Regulation staff,
upon written request made by a
member, pursuant to the Rule 9600
Series, to provide an exemption
unconditionally or on specified terms
from any or all provisions, consistent
with the purposes of the Interpreta-
tion, the protection of investors, and
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the public interest. Persons request-
ing an exemption from the Interpreta-
tion should submit a detailed written
statement of the grounds for granting
the exemption to: NASD Regulation,
Inc., Attn: Office of General Counsel,
1735 K Street, N.W., Washington,
DC 20006.

Treatment Of Direct
And Indirect Owners
Of Broker/Dealers

New paragraph (b)(9) addresses
persons who directly or indirectly
have an ownership interest in a bro-
ker/dealer, other than a limited busi-
ness broker/dealer as defined in
paragraph (c) of the Interpretation.
The subparagraph creates a new
category of restricted person, provid-
ing generally that members shall not
sell hot issue securities to a person,
or a member of the immediate family
of such person who is supported
directly or indirectly to a material
extent by such person, who has con-
tributed capital to a broker/dealer,
other than solely a limited business
broker/dealer, or the account in
which any such person has a benefi-
cial interest. The amendments pro-
vide an exemption from this new
category for persons whose owner-
ship interest is passive and less than
10 percent, and where either: (1)
such person purchases hot issues
from a person other than the mem-
ber in which it has a passive owner-
ship and such person is not in a
position to direct the allocation of hot
issues; or (2) the member in which
such person has a passive owner-
ship interest or the parent of such
member is publicly traded on an
exchange or The Nasdaq Stock Mar-
ket (Nasdaq®).

The provisions in new paragraph
(b)(9) also provide an exemption for
sales to the account of any person
restricted under subparagraph (b)(9)
that is established for the benefit of
bona fide public customers, includ-
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ing, among others, insurance com-
pany general, separate, and invest-
ment accounts, and bank trust
accounts. Members should be
aware that this exemption applies
solely to the accounts of persons
restricted pursuant to paragraph
(b)(9). It should be noted that para-
graph (b)(9) does not restrict pur-
chases of hot issues by any entity
owned in part or whole by the person
restricted by paragraph (b)(9), but
instead reaches only the “accounts”
in which restricted owners have a
beneficial interest.

Rated Investment Grade Debt

The amendments to the Interpreta-
tion exempt certain classes of debt
securities. Specifically, the amend-
ments exempt debt securities (other
than debt securities convertible into
common or preferred stock) and
financing instrument-backed securi-
ties that are rated by a nationally rec-
ognized statistical rating organization
in one of its four highest generic rat-
ing categories. Members should be
aware that debt securities and
financing instrument-backed securi-
ties must both be rated by a national-
ly recognized statistical rating
organization in one of its four highest
generic rating categories. NASD
Regulation reminds members that
the Interpretation will continue to
apply to all other types of debt instru-
ments, except those expressly
excluded.

Foreign Investment Companies

The amendments to paragraphs (f)
and (1)(6) of the Interpretation exempt
sales of hot issues to foreign invest-
ment companies that meet the fol-
lowing criteria: (1) the fund has 100
or more investors; (2) the fund is list-
ed on a foreigh exchange or autho-
rized for sale to the public by a
foreign regulatory authority; (3) no
more than 5 percent of the fund
assets are to be invested in the hot

issue securities being offered; and
(4) any person owning more than 5
percent of the shares of the fund is
not a restricted person as described
in paragraph (b)(1), (2), (3), (4), or (9)
of the Interpretation. In order for a
member to sell hot issues to a for-
eign investment company, as
defined above, the member must
receive a written certification pre-
pared by counsel admitted to prac-
tice law before the highest court of
any state of the United States or the
foreign jurisdiction where the invest-
ment company is organized, or by an
independent certified public accoun-
tant licensed in any state of the Unit-
ed States or the foreign jurisdiction
where the investment company is
organized.

The written certification made pur-
suant to paragraph (1)(6) shall be
deemed current for the same period
as certifications furnished pursuant
to paragraph (f)(1)(B). Specifically, a
written certification by counsel or an
independent certified public accoun-
tant shall be deemed current if it is
based upon the status of the account
as of a date not more than 18
months prior to the date of the hot
issue transaction.

For purposes of paragraph (1)(6),
NASD Regulation interprets the pro-
vision that there be 100 or more
investors to require that 100 or more
persons have direct investments in
the foreign investment company.
NASD Regulation would not permit
investors of an entity that in turn
invests in the foreign investment
company to be included in the total
number of investors for purposes of

paragraph (I)(6).
Secondary Distributions

The amendments also exempt cer-
tain secondary offerings from the
Interpretation. The amendments to
the definition of the term “public offer-
ing™ in paragraph (I)(1) exempt hot
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issues in a secondary distribution by
an issuer, or any security holder of
the issuer, of “actively-traded securi-
ties.” New paragraph (1)(7)(A)
defines “actively-traded securities” as
securities that have an average daily
trading volume (ADTV) of at least $1
million and are issued by an issuer
whose common equity securities
have a public float of at least $150
million. New paragraph (1)(7)(B)
defines the term “ADTV.” The defini-
tions of “actively-traded securities”
and “ADTV” were modeled after the
SEC'’s Regulation M. 62 FR 520
(January 3, 1997).

Issuer-Directed Share
Exemptions

Issuer-directed share programs have
become an increasingly valuable and
popular tool for employee develop-
ment and retention. The amend-
ments to paragraph (d) of the
Interpretation are designed to simpli-
fy the application of the issuer-direct-
ed share exemption to employees
and directors of an issuer. The
amendments permit an issuer specif-
ically to direct its own shares to
employees and directors, or employ-
ees and directors of a parent or sub-
sidiary of the issuer, or any other
entity which controls or is controlled
by the issuer, or potential employees
and directors resulting from an
intended merger, acquisition, or
other business combination of the
issuer. For purposes of this para-
graph, a parent-subsidiary or other
control relationship would be
deemed to include an entity that
holds 50 percent or more of any
class of equity securities of another
entity. Employees and directors of
sister corporations to the issuer are
not subject to an exemption for
issuer-directed securities, however,
members may request an exemption
for such persons under paragraph
(@)(5) as discussed above.

NASD Notice to Members 98-48

Members should note that the issuer-
directed share program is no longer
limited to persons restricted in para-
graphs (b)(3) through (8) of the Inter-
pretation. NASD Regulation’s
amendments permit employees and
directors of an issuer to purchase hot
issues from such issuer’s directed
share program even if such employ-
ees and directors are materially sup-
ported by persons associated with a
member restricted under paragraph
(b)(2) of the Interpretation.

The amendments also consolidate
the issuer-directed share provisions
in paragraph (d). Separate provi-
sions addressing issuer-directed
share programs of members and
parents of members were contained
in Rule 2720(m). The new provi-
sions standardize the “lock-up” peri-
od for issuer-directed securities to
three months.

NASD Regulation reminds members
that the Interpretation is designed to
ensure that members make a bona
fide public distribution of hot issue
securities of a public offering that
trade at a premium in the secondary
market regardless of whether such
securities are acquired by the mem-
ber as an underwriter, as a selling
group member, or from a member
participating in the distribution as an
underwriter or a selling group mem-
ber, or otherwise. These provisions
ensure that the Interpretation applies
to securities that are part of a public
offering notwithstanding that some of
those securities are specifically
directed by the issuer on a non-
underwritten basis. NASD Regula-
tion will continue its practice of
requiring the managing underwriter
of the offering to be responsible for
ensuring that the distribution of non-
underwritten securities is made in
compliance with the Interpretation.

As a result of the plenary exemptive
authority granted in new paragraph
(@)(5), NASD Regulation has elimi-

nated paragraph (d)(2) from the
Interpretation. Members may
request an exemption for the sale of
issuer-directed securities to a
restricted person who is neither an
employee nor director of the issuer
under the general exemptive proce-
dures described above. While
NASD Regulation staff will be able to
exercise greater flexibility than cur-
rently permitted under the Interpreta-
tion, members should articulate a
valid business reason for such sales.
In addition, members should repre-
sent that such securities shall not be
subject to the same “lock-up” provi-
sions as securities directed by an
issuer pursuant to paragraph (d).

Accounts For Qualified Plans
Under The Employment
Retirement Income Security
Act (ERISA)

New paragraph (f)(3) addresses the
status of qualified employee benefit
plans under ERISA. Generally, the
amendments provide that an
employee benefits plan qualified
under ERISA shall not be deemed
restricted. The amendments in new
paragraph (b)(3) provide guidance in
determining the factual circum-
stances in which a qualified ERISA
plan would be deemed restricted.

Questionnaire

In its review for compliance with the
Interpretation, NASD Regulation reg-
ularly issues a Free-Riding Question-
naire through the Compliance Desk
software service to the managing
underwriter and other members par-
ticipating in the distribution of hot
issue securities. NASD Regulation
has revised the questionnaire to
reflect the amendments to the Inter-
pretation. A copy of the new Ques-
tionnaire follows this Notice.
Additional information about the
Compliance Desk and the Question-
naire is contained in Notice to Mem-
bers 96-18.
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Text Of Rule Amendments

(Note: Next text is underlined; deletions are
bracketed.)

IM-2110-1. Free-Riding and
Withholding

(a) Introduction
(1) No change.

(2) As in the case of any other inter-
pretation issued by the [Board of
Governors of the] Association, the
implementation thereof is a function
of the NASD Regqulation staff [District
Business Conduct Committee] and
the [Board of Governors] NASD Reg-

(b) Violations of Rule 2110
(1)-(8) No Change

(9) Sell any of the securities to any

a percentage interest in the member
equal to the percentage interest of
the entity in the member multiplied
by the percentage interest of such
person in such entity.

person, or to a member of the imme-
diate family of such person who is
supported directly or indirectly to a
material extent by such person, who
owns or has contributed capital to a
broker/dealer, other than solely a lim-
ited business broker/dealer as
defined in paragraph (c) of this inter-
pretation, or the account in which
any such person has a beneficial
interest, provided, however, that:

(A) The prohibition shall not apply to

ulation Board of Directors. Thus, the
interpretation will be applied to a
given factual situation by NASD Reg-

any person who directly or indirectly
owns any class of equity securities
of, or who has made a contribution of

ulation staff, subject to oversight by

capital to, a member, and whose

the Board, with staff soliciting input

ownership or capital interest is pas-

from individuals active in the invest-
ment banking and securities busi-
ness [who are serving on these
committees or on the Board. They].
In making such interpretations, staff

sive and is less than 10% of the
equity or capital of a member, as

long as:

(i) such person purchases hot issues

and the Board will construe this inter-
pretation to effectuate its overall pur-
pose to assure a public distribution of
securities for which there is a public
demand.

(3)-(4) No change.

(5) The NASD Regqulation staff, upon

from a person other than the mem-
ber in which it has such passive own-
ership and such person is not in a
position by virtue of its passive own-
ership interest to direct the allocation
of hot issues, or

(i) such member’s shares or shares
of a parent of such member are pub-

written request, may, taking into con-

licly traded on an exchange or Nas-

sideration all relevant factors, provide

daq.

an exemption either unconditionally
or on specified terms from any or all

(B) This prohibition shall not apply to

of the provisions of this interpretation

sales to the account of any person

upon a determination that such
exemption is consistent with the pur-

restricted under this subparagraph
(9) established for the benefit of

poses of the interpretation, the pro-

bona fide public customers, including

tection of investors, and the public

insurance company general, sepa-

interest. A member may appeal a

rate and investment accounts, and

decision issued by NASD Regulation

bank trust accounts.

staff to the National Adjudicatory
Council pursuant to the Code of Pro-

(C) For purposes of this subpara-

cedure.
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graph (9), any person with an equity
ownership or capital interest in an
entity that maintains an investment in
a member shall be deemed to have

(c) No Change
(d) Issuer-Directed Securities

[(1) This interpretation shall apply to
securities which are part of a public
offering notwithstanding that some or
all of those securities are specifically
directed by the issuer to accounts
which are included within the scope
of paragraph (b)(3) through (8)
above. Therefore, if a person within
the scope of those subparagraphs to
whom securities were directed did
not have the required investment his-
tory, the member would not be per-
mitted to sell him such securities.
Also, the “disproportionate” and
“insubstantial” tests would apply as in
all other situations. Thus, the direct-
ing of a substantial number of securi-
ties to any one person would be
prohibited as would the directing of
securities to such accounts in
amounts which would be dispropor-
tionate as compared to sales to
members of the public. If such
issuer-directed securities are sold to
the issuer's employees or directors
or potential employees or directors
resulting from an intended merger,
acquisition, or other business combi-
nation, such securities may be sold
without limitation as to amount and
regardless of whether such employ-
ees have an investment history as
required by the interpretation; provid-
ed, however, that in the case of an
offering of securities for which a bona
fide independent market does not
exist, such securities shall not be
sold, transferred, assigned, pledged,
or hypothecated for a period of three
months following the effective date of
the offering. This interpretation shall
also apply to securities which are
part of a public offering notwithstand-
ing that some of those securities are
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specifically directed by the issuer on
a non-underwritten basis. In such
cases, the managing underwriter of
the offering shall be responsible for
insuring compliance with this inter-
pretation in respect to those securi-
ties.]

[(2) Notwithstanding the above, sales
of issuer-directed securities may be
made to non-employee/director
restricted persons without the
required investment history after
receiving permission from the Board
of Governors. Permission will be
given only if there is a demonstration
of valid business reasons for such
sales (such as sales to distributors
and suppliers, who are in each case
incidentally restricted persons), and
the member seeking permission is
prepared to demonstrate that the
aggregate amount of securities so
sold is insubstantial and not dispro-
portionate as compared to sales to
members of the public, and that the
amount sold to any one of such per-
sons is insubstantial in amount; pro-
vided, however, that such securities
shall not be sold, transferred,
assigned, pledged, or hypothecated
for a period of three months following
the effective date of the offering.]

Employees and directors of an
issuer, a parent of an issuer, a sub-

following the effective date of the
offering.

(e) No Change

(f) Investment Partnerships and
Corporations

(1) A member may not sell a hot
issue to the account of any invest-
ment partnership or corporation,
domestic or foreign (except compa-
nies registered under the Investment
Company Act of 1940 or foreign
investment companies as defined
herein) including but not limited to
hedge funds, investment clubs, and
other like accounts unless the mem-
ber complies with either of the follow-
ing alternatives:

(A)-(B) No Change

(2) The member shall maintain a
copy of the names and business
connections of all persons having
any beneficial interest in the account
or a copy of the current written repre-
sentation in its files for at least three
years following the member's last
sale of a new issue to the account,
depending upon which of the above
requirements the member elects to
follow. For purposes of this para-
graph (f) and the certification
required pursuant to paragraph (1)(6),

sidiary of an issuer, or any other enti-
ty which controls or is controlled by
an issuer, or potential employees
and directors resulting from an
intended merger, acquisition, or
other business combination of an
issuer otherwise subject to this inter-

a list or written representation shall
be deemed to be current if it is based
upon the status of the account as of
a date not more than 18 months prior
to the date of the transaction.

(3) An employee benefits plan quali-

pretation in paragraphs (b)(2)
through (9) may purchase securities

fied under the Employee Retirement
Income Security Act shall be

that are part of a public offering that

deemed restricted under this inter-

are specifically directed by the issuer

pretation in accordance with the fol-

to such persons; provided, however,

lowing provisions:

that in the case of an offering of
securities for which a bona fide inde-

(A) Any plan sponsored by a bro-

pendent market does not exist, such

ker/dealer is restricted;

securities shall not be sold, trans-
ferred, assigned, pledged, or hypoth-

(B) Any plan sponsored by an entity

ecated for a period of three months

that is not involved in financial ser-
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vices activities is not restricted
whether or not any plan participants
may be restricted;

(C) Any plan sponsored by an entity
that is engaged in financial services
activities, including but not limited to,
banks, insurance companies, invest-
ment advisers, or other money man-
agers, is not restricted, provided that
the plan permits participation by a
broad class of participants and is not
designed primarily for the benefit of
restricted persons.

(9)-(k) No Change
() Explanation of Terms

The following explanation of terms is
provided for the assistance of mem-
bers. Other words which are defined
in the By-Laws and Rules shall,
unless the context otherwise
requires, have the meaning as
defined therein.

[(1) Associated Person

A person associated with a member
or any other broker/dealer, as
defined in Article | of the Associa-
tion's By-Laws, shall not include a
person whose association with the
member is limited to a passive own-
ership interest in the member of 10%
or less, and who does not receive
hot issues from the member in which
he or she has the ownership interest;
and that such member is not in a
position to direct hot issues to such
person.]

([2]1) Public Offering

The term public offering shall mean
any primary or secondary distribution
of securities made pursuant to a reg-
istration statement or offering circular
including exchange offers, rights
offerings, offerings made pursuant to
a merger or acquisition, straight debt
offerings, and all other securities dis-
tributions of any kind whatsoever
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except any offering made pursuant to
an exemption under Section 4(1), 4(2)
or 4(6) of the Securities Act of 1933,
as amended. The term public offer-
ing shall exclude exempted securi-
ties as defined in Section 3(a)(12) of
the Act, and debt securities (other
than debt securities convertible into
common or preferred stock) and
financing instrument-backed securi-
ties that are rated by a nationally rec-
ognized statistical rating organization
in one of its four highest generic rat-
ing categories. The term public offer-
ing shall exclude secondary offerings
by an issuer, or any security holder
of the issuer, of actively-traded secu-

([3]12) Immediate Family

The term immediate family shalll
include parents, mother-in-law or
father-in-law, husband or wife, broth-
er or sister, brother-in-law or sister-
in-law, son-in-law or daughter-in-law,
and children. In addition, the term
shall include any other person who is
supported, directly or indirectly, to a
material extent by the member, per-
son associated with the member or
other person specified in paragraph
(b)(2) above.

([413) Normal Investment Practice

Normal investment practice shall
mean the history of investment of a
restricted person in an account or
accounts maintained by the restrict-
ed person. Usually the previous one-
year period of securities activity is
the basis for determining the ade-
quacy of a restricted person's invest-
ment history. Where warranted,
however, a longer or shorter period
may be reviewed. It is the responsi-
bility of the registered representative
effecting the allocation, as well as the
member, to demonstrate that the
restricted person's investment history
justifies the allocation of hot issues.
Copies of customer account state-
ments or other records maintained

NASD Notice to Members 98-48

by the registered representative or
the member may be utilized to
demonstrate prior investment activi-
ty. In analyzing a restricted person's
investment history the Association
believes the following factors should
be considered:

(A) The frequency of transactions in
the account or accounts during that
period of time. Relevant in this
respect are the nature and size of
investments.

(B) A comparison of the dollar
amount of previous transactions with
the dollar amount of the hot-issue
purchase. If a restricted person pur-
chases $1,000 of a hot issue and his
account revealed a series of pur-
chases and sales in $100 amounts,
the $1,000 purchase would not
appear to be consistent with the
restricted person's normal invest-
ment practice.

(C) The practice of purchasing main-
ly hot issues would not constitute a
normal investment practice. The
Association does, however, consider
as contributing to the establishment
of a normal investment practice, the
purchase of new issues which are
not hot issues as well as secondary
market transactions.

([5]4) Disproportionate

(A) In respect to the determination of
what constitutes a disproportionate
allocation, the Association uses a
guideline of 10% of the member's
participation in the issue, however
acquired. It should be noted, howev-
er, that the 10% factor is merely a
guideline and is one of a number of
factors which are considered in
reaching determinations of violations
of the interpretation on the basis of
disproportionate allocations. These
other factors include, among other
things:

(i) the size of the participation;

(i) the offering price of the issue;

(iii) the amount of securities sold to
restricted accounts; and

(iv) the price of the securities in the
aftermarket.

(B) It should be noted that disci-
plinary action has been taken against
members for violations of the inter-
pretation where the allocations made
to restricted accounts were less than
10% of the member's participation.
The 10% guideline is applied as to
the aggregate of the allocations.

(C) Notwithstanding the above, a
normal unit of trading (100 shares or
10 bonds) will in most cases not be
considered a disproportionate alloca-
tion regardless of the amount of the
member's participation. This means
that if the aggregate number of
shares of a member's participation
which is allocated to restricted
accounts does not exceed a normal
unit of trading, such allocation will in
most cases not be considered dis-
proportionate. For example, if a
member receives 500 shares of a
hot issue, he may allocate 100
shares to a restricted account even
though such allocation represents
20% of the member's participation.
Of course, all of the remaining
shares would have to be allocated to
unrestricted accounts and all other
provisions of the interpretation would
have to be satisfied. Specifically, the
allocation would have to be consis-
tent with the normal investment prac-
tice of the account to which it was
allocated and the member would not
be permitted to sell to restricted per-
sons who were totally prohibited from
receiving hot issues.

([6]5) Insubstantiality
This requirement is separate and dis-
tinct from the requirements relating to

disproportionate allocations and nor-
mal investment practice. In addition,
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this term applies both to the aggre-
gate of the securities sold to restrict-
ed accounts and to each individual
allocation. In other words, there
could be a substantial allocation to
an individual account in violation of
the interpretation and yet be no viola-
tion on that ground as to the total
number of shares allocated to all
accounts. The determination of
whether an allocation to a restricted
account or accounts is substantial is
based upon, among other things, the
number of shares allocated and/or
the dollar amount of the purchase.

(6) Foreign Investment Company

restricted person as described in

paragraphs (b)(1), (2), (3). (4) or (9)

of this interpretation.

(7) Actively-traded securities

(A) Actively-traded securities means
securities that have an ADTV value
of at least $1 million and are issued
by an issuer whose common equity
securities have a public float value of
at least $150 million.

(B) “ADTV” means the worldwide

average daily trading volume, during
the two full calendar months immedi-

ately preceding, or any 60 consecu-

The term foreign investment compa-

tive calendar days ending within the
10 calendar days preceding. the fil-

ny shall include any fund company

ing of the registration statement; or, if

organized under the laws of a foreign

there is no registration statement or if

jurisdiction, which has provided to

the distribution involves the sale of

the member a written certification

securities on a delayed basis pur-

prepared by counsel admitted to
practice law before the highest court

suant to Securities Act Rule 415, two
full calendar months immediately

of any state of the United States or
such foreign jurisdiction. or by an

preceding, or any consecutive 60
calendar days ending within the 10

independent certified public accoun-
tant licensed to practice in any state

calendar days preceding, the deter-
mination of the offering price.

of the United States or such foreign
jurisdiction, that states that:

(A) the fund has 100 or more
investors:

(B) the fund is listed on a foreign
exchange or authorized for sale to
the public by a foreign regulatory
authority;

{C) no more than 5% of the fund
assets are to be invested in the
securities being offered; and,

(D) any person owning more than
5% of the shares of the fund is not a

NASD Notice to Members 98-48

(m) No Change

2720. Distribution of Securities
of Members and Affiliates—
Conflicts of Interest

(a)-(I) No Change

[(m) Sales to Employees—No
Limitations

Notwithstanding the provisions of IM-
2110-1, “Free-Riding and Withhold-
ing,” a member may sell securities
issued by a member, a parent of a
member, an entity which wholly

owns a member, an entity which
owns (alone or in the aggregate with
any wholly-owned, non-public sub-
sidiary) at least 51% of the outstand-
ing voting stock of a member or by
an issuer treated as a member or
parent of a member under paragraph
(i) hereof to the member’'s employ-
ees; potential employees resulting
from an intended merger, acquisition,
or other business combination of
members resulting in one public suc-
cessor corporation; persons associ-
ated with the member; and the
immediate family of such employees
or associated persons without limita-
tion as to amount and regardless of
whether such persons have an
investment history with the member
as required by IM-2110-1; provided,
however, that in the case of an offer-
ing of equity securities for which a
bona fide independent market does
not exist, such securities shall not be
sold, transferred, assigned, pledged,
or hypothecated for a period of five
months following the effective date of
the offering.]

(n)-(q) are redesignated as (m)-(p)

Endnote

1 The amendments to the definition of “pub-
lic offering” apply only to the Interpretation
and do not affect any other NASD rute,
including Rules 2710, 2810, and 2720.

© 1998, National Association of Securities Dealers,
Inc. (NASD). All rights reserved.
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CHX's jurisdiction,!8 the proposat also
will facilitate the CHX's oversight of
such persons by ensuring that the CHX
has the authority to enforce its rules and
the federal securities laws against such
persons.

The CHX's proposal also protests
investors and the public interest by
noting that a person characterized as an
independent contractor must register
with the CHX if he or she falls within
the definition of registered person. This
position is consistent with the 1982
Letter,!9 which stated, among other
things, that an independent contractor
salesperson whose activities are subject
to control by a broker-dealer must be
registered with a SRO. By providing a
clear statement of the CHX's policy
regarding the registration of
independent contractors, the CHX's
proposal should help to ensure that
independent contractors who come
within the CHX's definition of
registered person register with the CHX.

CHX Article VI, Rule 2(c). *'Person
Exempt from Registration,”” provides
exemptions from registration for
associated persons who functions are
solely and exclusively clerical or
ministerial or who are not actively
engaged in the securities business.20
The Commission notes that the rules of
the National Association of Securities
Dealers, Inc. ('NASD") also provide
these exemptions from registration.2!
Accordingly, the Commission believes
that these exemptions from registration
are reasonable and raise no new
regulatory issues.

New CHX Article VI, Rule 2(d).
“QOther Registration Requirements,”
prohibits members from making
application for the registration of any
associated person when there is no
intent to employ such person in the
member's securities business. NASD
Rule 1031 (a) also contains this
prohibition. Accordingly. the
Commission believes that this provision
of the CHX's proposal is reasonable and
raises no new regulatory issues.

The Commission believes that it is
reasonable for the CHX to amend
Interpretation and Policy .01 to indicate
that amendments to Forms U-4 and
BDA regarding any registered person
must be submitted to the CHX within 30
days after the registered person learns

18 Registered persons submit to the authority of
the organizations or states to which they apply for
registration on the Form U-4.

19 See 1982 Letter. supra note 9.

20 As noted above, persons in this category may
include. for example, for example, senior officers in
a division of a broker-dealer that does not
participate in the member's securities business. See
March 13 Conversation. supra note 10.

21 See NASD Rule 1060(a) (1) and (2).

the facts or circumstances requiring the
forms to be revised. or. if the
amendment involves a statutory
disqualification. as defined in the Act.
within 10 days after the disqualification
occurs.22 The Commission notes that the
rules of the NASD contain a sin:ilar
provision.23 Accordingly. the
Commission believes that the CHX's
amendment to Interpretation and Policy
.01 is reasonable and raises no new
regulatory issues.

The Commission finds good cause for
approving Amendment Nos. 2 and 3 1o
the proposal prior to the thirtieth day
after the date of publication of rotice of
filing thereof in the Federal Register.
Amendment No. 2 clarifies new CHX
Article VI, Rule 2(b) by indicating that
members, as well as associated persons.
are registered persons under CHX
Article VI, Rule 2(b}. This change
reflects the inclusion of sole proprietors
within CHX Article VI, Rule 1{b:'s
enumerated list of registered pe:sons
and eliminates an inconsistency that
would arise if the CHX defined
registered persons to include only
persons associated with members and
member organizations. Amendment No.
3 strengthens the CHX's proposal by
requiring the filing of amendments to
Forms U-4 and BD that involve a
statutory disqualification within 10 days
after the statutory disqualification
occurs. Accordingly, the Commission
believes that it is consistent with
Sections 6 and 19(b) of the Act to
approve Amendment Nos. 2 and 3 on an
accelerated basis.

IV. Solicitation of Comments

Interested persons are invited to
submit written data, views, and
arguments concerning Amendment Nos.
2 and 3, including whether Amendment
Nos. 2 and 3 are consistent with the Act.
Persons making written submissions
should file six copies thereof with the
Secretary, Securities and Exchange
Commission, 450 Fifth Street, N.W.,
Washington, D.C. 20549. Copies of the
submission, all subsequent
amendments, all written statements
with respect to the proposed ru:e
change that are filed with the
Commission, and all written
communications relating to the
proposed rule change between te
Commission and any persons, ozher
than those that may be withheld from
the public in accordance with the
provisions of 5 U.S.C. 552, will be
available for inspection and copying in
the Commission’s Public Reference
Room. Copies of such filing will also be

22 See Amendment No. 3. supra note 6
23See NASD By-Law Article V, Sectior 2(c).

available for inspection and copying at
the principal office of the CHX. All
submissions should refer to file number
SR-CHX-98-06 and should be
submitted by June 16, 1998.

V. Conclusion

It is therefore ordered, pursuant to
Section 19(b)(2) of the Act,2% that the
proposed rule change (SR-CHX-98-06)
is approved.

For the Commission, by the Division of
Market Regulation, pursuant to delegated
authority.?5
iFR Doc. 98-13816 Filed 5-22-98; 8:45 am]
BILLING CODE 8010-01-M

SECURITIES AND EXCHANGE
COMMISSION

[Release No. 34-40001; File No. SR-NASD-
97-95]

Self-Regulatory Organizations; Order
Granting Approval of Proposed Rule
Change By the National Association of
Securities Dealers, Inc. Relating to
Amendments to the Free-Riding and
Withholding Interpretation

\May 18. 1998,

I. Introduction

On December 23, 1997, the National
Association of Securities Dealers
Regulation, Inc. ("NASD Regulation”)
filed with the Securities and Exchange
Commission {"SEC” or “Commission”’)
a proposed rule change pursuant to
Section 19(b)(1) of the Securities
Exchange Act of 1934 (“Act”),2 and
Rule 194-b thereunder.3 Notice of the
proposal appeared in the Federal
Register on February 11, 1998.4 The
Commission received one comment
letter regarding the proposal.5 The

2415 U.S.C. 78s(b)(2).

2517 CFR 200.30-3(a)(12).

'On March 12, 1998, NASD Regulation filed
Amendment No. 1 to the proposal. Amendment No.
1 revised Paragraph (b})(9)(A)(ii} to include the
shares of a member’s parent that are publicly traded
on an exchange or Nasdaq in the exemption granted
for shares of members traded on an exchange or
Nasdaq. Section [I{ of this approval order contains
a further discussion of this amendment. In brief, the
technical amendment was necessary to reflect the
fact that members are often part of a holding
company structure wherein the parent of the
member is the entity that actually trades on an
exchange or Nasdaq. Amendment No. 1 also
corrected a drafting error in the original proposal’s
Paragraph (d) of IM-2110-1 to clarify that both
employees and directors may take advantage of an
exemption for issuer directed securities programs.
Because this amendment is technical the statute
does not require that it be published for comment.

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

317 CFR 240-19b-4.

4 Securities Exchange Act Release No. 39620
(February 4. 1998}, 63 FR 7026 (February 11, 1998).

5 See letter from Sullivan & Cromwell to Jonathan
G. Katz, Secretary. SEC. dated March 13, 1998.
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commenter generally supported the
proposed rule change with some
modifications.6

The proposal amends Interpretative
Material IM-2110-1 and Rule 2720 to
revise certain aspects of the Free-Riding
and Withholding Interpretation
("Interpretation”). The purpose of the
Interpretation is to protect the integrity
of the public offering system by
ensuring that members make a bona fide
public distribution of ""hot issue”
securities and do not withhold such
securities for their own benefit or use
the securities to reward other persons
who are in a position to direct future
business to the member. Hot issues are
defined by the Interpretation as
securities of a public offering that trade
at a premium in the secondary market
whenever such trading commences.

The Interpretation prohibits members
from retaining the securities of hot
issues in their own accounts and
prohibits members from allocating such
securities to directors, officers,
employees and associated persons of
such members and other broker-dealers.
It also restricts member sales of hot
issue securities to the accounts of
specified categories of persons.
including, among others, senior officers
of banks, insurance companies,
registered investment companies,
registered investment advisory firms
and any other person with such
organizations whose activities influence
or include the buying and selling of
securities. These basic prohibitions and
restrictions are also made applicable to
sales by members of hot issue securities
to accounts in which any such persons
may have a beneficial interest and, with
some exceptions, to members of the
immediate family of those persons
restricted by the Interpretation.

In March 1997, the NASD Regulation
Board of Directors ("'Board”), acting
upon recommendation from the
National Business Conduct Committee
("NBCC") 7 considered various
amendments to the Interpretation. The
Board submitted a series of proposed
rule amendments to the membership for
comment in Notice to Members 97-30.

60n April 9. 1998. NASD Regulation filed
Amendment No. 2 to the proposal. See letter to
Katherine A. England, Assistant Director, Division
of Market Regulation. Amendment No. 2 responds
to the comment letter submitted by Sullivan and
Cromwell regarding the proposed rule change.
NASD Regulation’s response to the comment letter
is discussed in detail in Section [II of this approval
order. Because this amendment is technical the
statute does not require that it be published for
comment.

7The name of this committee has been changed
to National Adjudicatory Council. See Securities
Exchange Act Release No. 39470 (December 19,
1997). 62 FR 67927 (December 30, 1997).

NASD Regulation received 22 comment
letters in response to Notice to Members
97-30. As described below, the proposal
has been amended in response to these
comments.

II. Summary Description of the
Proposed Rule Change

A. Exemptive Authority

Previously. there has not been a
provision in the Interpretation itself to
allow the NBCC, the Board, or NASD
Regulation staff to grant exemptive
relief. In the past, the NBCC, relying on
the NASD By-Law's grant of authority to
the Board and its Committees, granted
exemptions in certain unique
circumstances. NASD Rule 9600
delegates exemptive authority in the
Interpretation to the Office of General
Counsel. The Interpretation previously
provided for exemption relief solely in
cases involving sales of issuer-directed
securities to non-employee-director
restricted persons pursuant to Paragraph
(d)(2) of the Interpretation.

As revised, the Interpretation
authorizes NASD Regulation staff, upon
written request and taking into
consideration all relevant factors, to
provide an exemption either
unconditionally or on specified terms
from any or all of the provisions of the
Interpretation, consistent with the
purposes of the Interpretation, the
protection of investors and the public
interest. The proposed rule revisions
also provide that persons may appeal
decisions of NASD Regulation staff to
the National Adjudicatory Council.

B. Treatment of Direct and Indirect
Owner of Broker-Dealers

In 1994, the Interpretation’s definition
of “associated person’” was amended to
exempt certain passive investors in
broker-dealers.® Among other things, the
rule amendments approved in the
instant filing address two limitations:
from the previous amendments. First,
the definition of associated person as
previously provided in the
Interpretation did not include non-
natural persons that have an ownership
interest in or have contributed capital to
a broker-dealer. Secondly, the
Interpretation did not affirmatively
specify any ownership levels at which
a natural person becomes an associated
person by reason of his or her
ownership interest in a broker-dealer.
Rather, the Interpretation only specified
when a natural person is not an
associated person.

8 Securities Exchange Act Release No. 35059

(December 7, 1994), 59 FR 64455, 64457 (December
14, 1994).

In Notice to Members 97-30. NASD
Regulation proposed creating a new
definition of "restricted person.”
Among other things, commenters
advised the NASD that this approach
would result in confusion because the
term “‘restricted person’’ was already
used throughout the Interpretation.
Commenters also observed that when
the proposed restricted persons
provisions were read with other sections
of the Interpretation, the Interpretation
would appear to be so broad as to
preclude purchases by any entity that
owns 10 percent or more of a broker-
dealer or any account in which such
entity has a beneficial interest.

Having considered the potential
problems with creating a new definition
of “'restricted person,’ to clarify the
application of the Interpretation to
natural and non-natural persons, the
Interpretation has been revised by
NASD Regulation to create a new
Paragraph (b)(9) of IM 2110-1.
Paragraph (b}(9) (A} would exempt from
the Interpretation’s prohibitions
purchases by any person who directly or
indirectly owns any class of equity
securities of, or who has made a
contribution of capital to, a member,
and whose ownership or capital interest
is passive and is less than 10 percent of
the equity or capital of a member, as
long as such person purchases hot
issues from a person other than the
member in which it has such passive
ownership and such person is notin a
position by virtue of its passive
ownership interest to direct the
allocation of hot issues.

Alternatively, a second exemption
embodied in Paragraph (b)(9)(A) would
exclude purchases by any person who
directly or indirectly owns any class of
equity securities of, or who has made a
contribution of capital to, a member,
and whose ownership or capital interest
is passive and is less than 10 percent of
the equity or capital of a member, as
long as such member’s shares, or shares
of a parent of such member, are traded
on an exchange or Nasdag.

In response to commenters’ concerns
that the rule revisions proposed in
Notice to Members 97-30 would
prohibit sales of hot issues to all entities
within many insurance companies that
own a broker-dealer, Paragraph (b)(9) (B)
of the proposal exempts sales of hot
issues to any account established for the
benefit of bona fide public customers of
a person restricted pursuant to
Paragraph (b)(9). This exception
expressly notes that such accounts
would include, but are not limited to, an
insurance company’s general or separate
accounts.
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Finally, Paragraph {(b)(9)(C) retains the
indirect ownership provisions originally
proposed in Notice to Members 97-30.
Specifically, it provides that any person
with an equity ownership or capital
interest in an entity that maintains an
investment in a member shall be
deemed to have a percentage interest of
the entity of the member multiplied by
the percentage interest of such person in
such entity.

C. Exception to the Public Offering
Definition

Heretofore, debt offerings have been
included in the Interpretation’s
definition of “"public offering.”” The
proposed rule change would provide an
exception from the Interpretation for
debt securities other than debt securities
convertible into common or preferred
stock. This exclusion is based upon the
rationale that such offerings do not raise
the same issues as equity offerings
inasmuch as the price for a particular
debt security generally fluctuates based
on interest rate movements rather than
demand factors. The definition of public
offering also would except financing
instrument-backed securities that are
rated by a nationally recognized
statistical rating organization in one of
the four highest generic rating
categories. Lastly, NASD Regulation has
reconsidered its earlier position and, in
response to comment letters received
regarding Notice to Members 97-30,
revised the term public offering so as to
exclude secondary offerings by an issuer
whose securities are actively traded
securities. The modified Interpretation
defines actively traded securities to
include securities that have a
worldwide average daily trading volume
value of at least $1 million and are
issued by an issuer whose common
equity securities have a public float
value of at least $150 million.

D. Foreign Mutual Funds

Purchases of shares of investment
companies registered under the
Investment Company Act of 1940 were
previously exempt from the
Interpretation based upon the rationale
that the interest of any one restricted
person in an investment company
ordinarily is de minimis and because
ownership of investment company
shares generally is subject to frequent
turnover. The proposed rule revisions
would extend this rationale to the
purchase of shares of foreign investment
companies and thus exempt such shares
from the Interpretation, subject to
verification procedures designed. among
other things, to ensure that the company
is listed on a.foreign exchange or

authorized for sale to the policy by a
foreign regulatory authority.

E. Issuer-Directed Share Exemption

In Notice to Members 97-30. NASD
Regulation stated that persons have
requested that the language of Faragraph
(d) of the Interpretation be modified to
clarify that the exemption is available to
employees of the issuer who are
materially supported by a restricted
person and both employees anc non-
employee directors. Based upon the
comments received and its own
initiative to clarify and streamline the
issuer-directed securities provisions
more generally, the proposed rule
change modifies Paragraph (d) of the
Interpretation to permit persons
associated with a member and their
immediate family members to purchase
hot issues. The amendments clarify that
the exemptions apply to emplovees and
directors of a parent or subsidiary of the
issuer, consistent with NASD
Regulation’s past practice.

F. Accounts for Qualified Plans Under
the Employment Retirement Income

Security Act ("ERISA")

The Interpretation has not previously
expressly addressed the status of
qualified employee benefit plans under
ERISA. In direct response to the
requests of commenters, the proposed
rule change clarifies the status of such
accounts. To that end. the proposal
incorporates within the Interpretation
itself a prior NBCC interpretation
governing the matter. As a general rule.
NASD Regulation believes qualified
ERISA plans should not be deemed an
“investment partnership or corporation”
and should not be considered a
“restricted account’ for purposes of the
Interpretation. The proposed
amendments to the Interpretation
provide guidance, however, in
determining the factual circumstances
wherein a qualified ERISA plan could
be deemed restricted.

I1I. Comments Letters Received and
Amendment No. 2 to the Proposal

As noted above, the Commission
received one comment letter from
Sullivan and Cromwell. Amendment
No. 2 to the filing responds to the
comment letter and, as discussed below,
amends the proposal to address issues
raised by the Sullivan and Cromwell
letter.

A. Investment Grade Securities

The proposed rule change exempts
from the Interpretation debt securities
(other than debt securities convertible
into common or preferred stock) and
financing instrument backed-securities

that are rated by a nationally recognized
statistical rating organization in one of
its four highest generic rating categories.
Sullivan and Cromwell recommends
that NASD Regulation exempt
“investment grade preferred securities,”
(i.e., preferred equities) from the
Interpretation based upon its
understanding that prices for such
securities are principally based on
prevailing interest rates and that many
investors view investment grade
preferred securities of different issuers
as being largely fungible.

NASD Regulation does not agree with
Sullivan and Cromwell that “investment
grade preferred securities’ should be
excluded from the Interpretation,
because NASD Regulation does not
believe that the prices of investment
grade preferred securities are based on
interest rate movements to the same
extent as investment grade debt. NASD
Regulation believes that demand-side
factors play an important role in the
price of many preferred securities. In
addition, preferred securities generally
differ from investment grade debt in that
they are rarely collateralized. Moreover,
purchasers of preferred securities often
look to the issuer’s business and
management in determining whether to
purchase the security. For these reasons,
NASD Regulation believes that
“investment grade preferred securities”
should not be excluded from the
Interpretation. Amendment No. 2 to the
filing states, however, that NASD
Regulation will evaluate the impact of
excluding investment grade debt and
investment grade financing-backed
securities from the Interpretation and
will consider in the future whether
preferred equities should also be
excluded.

B. Paragraph (b)(9) and Direct/Indirect
Owniers of Broker-Dealers

In Paragraph (b)(9) of the proposed
rule change, NASD Regulation prohibits
members from selling hot issues to any
person or to a member of the immediate
family of such person who owns or has
contributed capital to a broker-dealer,
other than solely a limited business
broker-dealer as defined in Paragraph {c)
of the Interpretation, or the account in
which any such person has a beneficial
interest, with certain exceptions for
ownership interest of less than 10%.
Importantly, however, Paragraph (b)(9)
exempts sales to the account of a
restricted person that is established for
the benefit of bona fide public
customers.

The Sullivan & Cromwell letter makes
a number of particularized comments,
which are discussed in detail below.
The thrust of Sullivan & Cromwell
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comments is that Paragraph (b)(9)
should be revised to apply only to
institutions that are “principally
engaged in the broker-dealer business.”
In responding to the suggestion, NASD
Regulation notes that it has rejected this
argument many times and continues to
believe that such a narrow approach is
inconsistent with the scope and intent
of the Interpretation. As reiterated in
Amendment No. 2 to the filing, NASD
Regulation is of the opinion that the
proposed revisions by Sullivan and
Cromwell would leave open a
substantial possibility of reciprocal self-
dealing among broker-dealer and
owners of broker-dealers.

NASD Regulation notes that the
Interpretation protects the integrity of
the public offering process by ensuring
that members make a bona fide public
distribution at the public offering price
of hot issue securities and do not
withhold such securities for their own
benefit or use such securities to reward
other persons in the financial services
business who are in a position to direct
future business to the member. NASD
Regulation believes the Interpretation
also ensures that members of the
securities industry do not take
advantage of their inside position in the
industry to the detriment of public
investors. In light of the foregoing
rationales, NASD Regulation believes
that persons who own a significant
percentage of a broker-dealer, i.e., 10%
or more, should be restricted under the
Interpretation.

NASD Regulation notes that it has
provided an exemption from the
interpretation for persons that own 10%
or more of a broker-dealer by permitting
such persons to purchase hot issues for
the benefit of bona fide public
customers, or for an ERISA account
pursuant to Paragraph (f)(3). NASD
Regulation does not believe that
permitting such persons to purchase hot
issues for proprietary accounts, even if
such hot issues directly or indirectly
benefit some public shareholder, is
consistent with the purposes of the
Interpretation,

1. Banks and Industrial Companies with
Broker-Dealer Subsidiaries and
Affiliates

Sullivan and Cromwell states in its
letter that it is concerned that the
proposed rule change would affect the
public offering market by making hot
issues unavailable to many institutional
customers, and in particular, banks with
broker-dealer subsidiaries and affiliates.
Sullivan and Cromwell observes that
proposed Paragraph (b)(9) generally
would prohibit the sale of hot issues to
banks with broker-dealer subsidiaries

and affiliates. To the extent that these
banks purchase hot issues on a
proprietary basis, NASD Regulation
believes that the Interpretation should
apply. NASD Regulation notes,
however, that banks with broker-dealer
subsidiaries and affiliates may purchase
hot issues on behalf of bona fide public
customers, pursuant to the exemption
set forth in Paragraph (b)(9).

The proposed rule change also would
prohibit industrial companies that own
broker-dealers, such as General Electric
Company ("GE") and Ford Motor
Company ("'Ford") from purchasing hot
issues for their own account. Here again,
NASD Regulation believes that this is
the correct result. However, companies
such as GE and Ford would be able to
purchase hot issues for an account in
which they have a beneficial interest,
provided that such account is
established for the benefit of bona fide
public customers.

2. Accounts Established for the Benefit
of Bona Fide Public Customers

As stated above, Paragraph (b)(a) of
the proposed rule change contains an
exemption for sales to the account of
any person restricted under this
subparagraph that is established for the
benefit of bona fide public customer.
Specifically, Paragraph (b)(9) states that
such accounts would include
“insurance company general and
separate accounts.” NASD Regulation
included these examples because it
understood that investments from such
accounts are passed on directly to
policy holders, i.e,, bona fide public
customers.

The Sullivan and Cromwell letter
suggests that the exemption for accounts
established for the benefit of bona fide
public customers applies solely to life
insurance companies. As explained by
NASD Regulation, it was not intended
that the exemption described in
Paragraph (b)(9) apply solely to life
insurance companies. NASD Regulation
intended that the exemption apply
across all industries. Accordingly,
Paragraph (b)(9)(B) of the proposed rule
change has been amended. The revised
language is set forth below. Additions to
the provision are italicized. Language to
be deleted appears in brackets.

This prohibition shall not apply to sales to
the account of any person restricted under
this paragraph established for the benefit of
bona fide public customers, including [an]
insurance company general [or] , separate
and investment accounts and bank trust
accounts.

3. Shares of a Member Traded as Part of
a Holding Company

As originally proposed, Paragraph
(b)(9) of the proposed rule change
would exempt any person who owns
any class of equity securities of, or who
has made a contribution of capital to, a
member, and whose ownership or
capital interest is passive and is less
than 10% of the equity or capital of a
member, so long as such member’s
shares are publicly traded on an
exchange or Nasdaq. Sullivan &
Cromwell states that this exemption
does not properly reflect the fact that
many of the largest broker-dealers are
subsidiaries of publicly traded holding
companies and are not themselves
publicly traded. NASD Regulation
previously addressed this issue in
Amendment No. 1 to the filing.
Amendment No. 1 revises paragraph
(b)(9)(A)(ii) to include within the
exemption shares of a parent of a
member firm that are publicly traded on
an exchange or Nasdaq.

4. Immediate Family Members

Paragraph (b)(9) applies to “any
person, or to a member of the immediate
family of such person.” Sullivan and
Cromwell states that Paragraph (b)(9)
would require a member, for example
Merrill Lynch, to confirm not only that
its customer does not own any Merrill
Lynch Parent stock, but also that none
of his or her immediate family members
owns any such stock. Sullivan and
Cromwell also states that Paragraph
{b)(9) does not exempt immediate family
members who are not materially
supported by the restricted person, as
does Paragraph (b)(2) of the
Interpretation. Sullivan and Cromwell
maintains that it would be almost
impossible for a broker-dealer owned by
a publicly traded holding company to
comply with Paragraph (b)(9) since, on
its face, it would require the broker-
dealer to obtain complete information
regarding the securities portfolios of
each of its customers’ immediate family
members. Proposed Paragraph (b)(9),
however, is implicated only by persons
who own 10% or more of a member.
Nevertheless, NASD Regulation believes
that the provisions regarding the
immediate family members of restricted
persons under proposed Paragraph
(b)(9) should not be more restrictive
than the provisions in Paragraph (b)(2).
which pertain to associated persons of
a member. NASD Regulation has
therefore amended Paragraph (b) (9) so
as to exclude immediate family
members who are not materially
supported by restricted persons. Revised
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Paragraph (b)(9) is set forth below. New
language is italicized.

Sell any of the securities to any person, or

to a member of the immediate family of such
person who is supported directly or indirectly
to a material extent by such person, * * *

5. Miscellaneous Changes to Paragraph
(b)(9)

Pursuant to Amendment No. 2. NASD
Regulation also corrected an inadvertent
clerical error in Paragraph (b)(9)(C) of
the proposed rule change that was
identified by the Sullivan and Cromwell
comment later. The missing language set
forth below was contained in the
proposed rule change as published in
NASD Notice to Members 97-30, but
was omitted from the rule filing. New
language is italicized. Revised
Paragraph (b}(9)(C) has been amended to
read as follows:

For purposes of this paragraph, any person
with an equity ownership or capital interest
in an entity that maintains an investment in
a member shall be deemed to have a
percentage interest in the member equal to
the percentage interest of the entity in the
member multiplied by the percentage interest
of such person in such entity.

C. Foreign Investment Companies

Paragraphs (f) and (1)(6) of the
proposed rule change would exempt
foreign investment companies i.e..
foreign mutual funds, organized under
the laws of the foreign jurisdiction, that
have provided to the member a written
certification prepared by counsel or an
independent certified public
accountant, which states that: (1) The
fund has 100 or more investors; (2) the
fund is listed on a foreign exchange or
authorized for sale to the public by a
foreign regulatory authority, (3) no more
than 5% of the fund assets are to be
invested in the hot issue securities being
offered, and (4) any person owning more
than 5% of the shares of the fund is not
a restricted person.

Sullivan and Cromwell states that
while it agrees that an exemption
should be provided for foreign
investment companies, it opposes any
requirement that NASD members obtain
written certification from an attorney or
accountant. Sullivan and Cromwell
proposes instead that NASD Regulation
exempt foreign investment companies
based upon their “‘status’ under foreign
regulatory regimes, for example, any
fund qualified for sale under the
European Union’s Directive on
Undertakings for Collective Investment
in Transferable Securities.

In response to comments received
regarding Notice to Members 97-30, and
to alleviate the burdens associated with
the written certification requirement,

NASD Regulation modified proposed
Paragraph (1)(6) to permit foreign. anc
not just U.S., attorneys and accountants
to provide written certifications. NASD
Regulation continues to believe,
however, that written certifications are
an appropriate method of deterrining
whether a particular foreign investment
company meets the criteria for
exemption from the Interpretation and
does not agree that this requiren‘ent
should be eliminated.

Sullivan and Cromwell states in its
comment letter that if written
certifications are to be required. it
recommends two changes. First Sullivan
and Cromwell states that foreign
investment companies, like registered
investment companies. do not
investigate the status of their
shareholders and thus will be unable to
comply with the requirement to certify
that "‘any person owning more than 5%
of the shares of the fund is not & person
described in Paragraphs (b)(1). (2), (3).
or (4) of the Rule.”

NASD Regulation considered this
issue in proposing the exemption for
foreign investment companies but
concluded that the concerns of the
Interpretation that restricted persons dc
not indirectly purchase hot issues
through foreign investment companies
were paramount. Accordingly. if a
foreign investment company is cwned
more than 5% by a person, an attorney
or accountant must certify that such
person is not a restricted person under
the Interpretation. The attorney or
accountant providing the written
certification required pursuant to
paragraph (1)(6) may rely upon
information supplied by the foreign
investment company and any
shareholder that owns more than 5% of
the foreign investment company. NASD
Regulation is of the opinion that the
shareholder is likely to cooperaze with
any request by the foreign investment
company, or its counsel or accountant.
regarding the shareholder’s status under
the Interpretation since the
shareholder’s cooperation may enhance
the foreign investment company’'s
investment opportunities by permitting
it to invest in hot issues. As a practical
matter, however, the requirement to
determine whether a more than 5%
shareholder is a restricted person is
unlikely to affect many foreign
investment companies because. as
Sullivan and Cromwell concedes in its
comment letter, each foreign investment
company must have at least 100
shareholders and. consequently, it is
unlikely that the interest of any one
person will exceed the 5% threshold.

Second, Sullivan and Cromwell states
that, as drafted, Paragraph (1}(6) of the

Interpretation would require a member
firm to obtain a written certification
prior to each hot issue sale to a foreign
investment company. Sullivan and
Cromwell views this as unduly
burdensome and recommends that
NASD Regulation revise Paragraph
{1)(B) to be consistent with Paragraph
(f)(2). which states that “'a written
representation shall be deemed to be
current if it is based upon the status of
the account as of a date more than 18
months prior to the date of the
transaction.” NASD Regulation agrees
that members should not be required to
obtain a written certification before each
transaction and will adopt the same
standard in effect for certifications made
pursuant to Paragraph (f)(2).
Accordingly, the final sentence of
Paragraph (f)(2) of the Interpretation
shall be amended as set forth below.
New language is italicized.

For purposes of this paragraph (f) and the
certification required pursuant to paragraph
(1)(6). a list or written representation shall be
deemed to be current if it is based upon the
status of the account as of a date not more
than 18 months prior to the date of the
transaction.

In addition to responding to the
Sullivan and Cromwell observations,
Amendment No. 2 corrected proposed
Paragraph (1)(6)(D) to make the
paragraph clearer and more consistent
with other parts of the Interpretation.
The revised paragraph is set forth
below. New language is italicized.
Language to be deleted from the
paragraph appears in brackets.

Any person owning more than 5% of the
share of the fund is not a restricted person
as described in paragraph (b)(1). (2). (3). for]
(4) or (9) of the [Rule] interpretation.

D. Secondary Distributions

The proposed rule change exempts
from the Interpretation secondary
distributions by an issuer whose
securities are actively-traded securities.
Sullivan and Cromwell supports the
decision to exempt secondary offerings
but objects to the provision in the
definition of “‘actively-traded securities”
that excludes securities issued by the
distribution participant or an affiliate of
the distribution participant. NASD
Regulation's proposed rule change to
exempt secondary offerings was drafted
to track the exemption for actively-
traded securities set forth in the SEC’s
Regulation M. In adopting the
exemption for secondary distributions,
NASD Regulation was focusing on the
average daily trading value and public
float value provisions of Regulation M
exempt securities. NASD Regulation
agrees with Sullivan and Cromwell
concerning secondary offerings of
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members or affiliates of members and
proposes revising the definition of
“actively-traded securities” to extend
the exemption to securities issued by a
distribution participant or an affiliate of
the distribution participant. Paragraph
(D(7)(A), as amended, is set forth below.
Language to be deleted from the
paragraph appears in brackets.
Actively-traded securities means securities
that have an ADTV value of at least $1
million and are issued by an issuer whose
common equity securities have a public float
value of at least $150 million{; provided.
however, that such securities are not issued
by the distribution participant or an affiliate
of the distribution participant].

Finally, Sullivan Cromwell notes that
Paragraph (1)(1) refers to secondary
distributions "'by an issuer.” Sullivan
and Cromwell asks whether secondary
distributions by an existing security
holder are subject to the Interpretation.
If not, Sullivan and Cromwell
recommends amending the text of
proposed Paragraph (1)(1) to extend the
exemption to such distributions. NASD
Regulation did not intend to exclude
from the exemption secondary offerings
by security holders. Accordingly, it has
revised Paragraph (1)(1) as set forth
below. New language is italicized.
Language to be deleted from the
paragraph appears in brackets.

The term public offering shall exclude
secondary distributions by an issuer or any
security holder of the issuer, of {whose
securities are] actively-traded securities.

IV. Conclusion

The Commission has carefully
considered the comments set forth in
the Sullivan and Cromwell letter. As
discussed in detail above, the NASD
Regulation has made a number of
technical amendments to the proposal
in response to the Sullivan and
Cromwell letter, which the Commission
believes are consistent with the spirit of
the Interpretation. Indeed, the
Commission believes the changes to the
proposal which were made pursuant to
Amendment No. 1 and No. 2 will
facilitate the ability of NASD member
firms to comply with the Interpretation,
because the amendments further clarify
the intent of the proposed rule change.
For example, in response to the Sullivan
and Cromwell letter, the Interpretation
was amended to clarify that the
exemption in paragraph (b)(9)(B) for
sales to the accounts of restricted
persons established for the benefit of
bona fide public customers was
intended to apply across all industries,
as opposed to life insurance companies
exclusively. Similarly, Amendment No.
1 to the proposal facilitates member firm
compliance by amending the paragraph

(b)(9)(A)(ii) exemption for shares of a
member traded on an exchange or
Nasdaq to include an exemption for
shares of a member traded as a part of
a holding company. This amendment
fosters member firm compliance with
the Interpretation by recognizing that
many of the largest broker-dealers are
subsidiaries of publicly traded holding
companies and are not themselves
publicly traded.

NASD Regulation has determined not
to revise the proposal in response to
Sullivan and Cromwell’s suggestion that
paragraph (b)(9) of the Interpretation,
which with certain exceptions. prohibits
sales of hit issue securities to any
person who owns or has contributed
capital to a broker-dealer, be revised
such that it only applies to institutions
engaged “principally in the broker-
dealer business.” The Commission
agrees with NASD Regulation that such
an amendment is inconsistent with the
scope and intent of the proposal.
because the modification would leave
open a substantial possibility of self-
dealing between broker-dealers and
owners of broker-dealers. Accordingly,
the Commission believes NASD
Regulation has a sound investor
protection basis for its decision not to
narrow the scope of paragraph (b)(9) of
the Interpretation as requested by
Sullivan and Cromwell.

The Commission believes the
proposed rule change, as amended, is
consistent with the provisions of section
15(A)(b)(6) of the Act,® which provides
in pertinent part that the rules of a
national securities association be
designed to prevent fraudulent and
manipulative acts, promote just and
equitable principles of trade and protect
investors and the public interest.
Specifically, the proposal preserves
public confidence in the fairness of the
investment banking and securities
business by ensuring that members of
the investment banking community do
not unfairly benefit from public
offerings by virtue of their positions as
insiders, to the detriment of public
investors. Preservation of investor
confidence in the fairness of the markets
is critical to the continued participation
of all classes of securities marked
participants. The Commission believes,
moreover, that the proposed rule change
is consistent with section 15A(b)((9) 1©
in that it will alleviate certain inequities
caused by the Interpretation, which
imposed burdens on competition not
necessary or appropriate in furtherance
of the purposes of the Act.

215 U.S.C. 780-3.
1015 U.S.C. 780-3.

In approving this proposal. the
Commission notes that it is has
considered the proposal’'s impact on
efficiency, competition, and capital
formation.!! The Commission believes
the proposal will facilitate the capital
raising process by removing restrictions
and compliance burdens imposed by the
Interpretation with respect to certain
transactions where application of the
Interpretation does not enhance investor
protection or the public interest. For
example, the proposal excludes from the
definition of public offering secondary
offerings by an issuer whose securities
are actively traded securities. At the
same time, the Interpretation continues
to apply to those securities allocations
that pose a risk of undercutting the
Interpretation’s objective of ensuring a
bona fide distribution of hot issue
securities to the public.

It is therefore ordered, pursuant to
Section 19(b)(2) 12 of the Act, that the
proposed rule change SR-NASD-97-95
be and hereby is approved.

For the Commission, by the Division of
Market Regulation, pursuant to delegated
authority.13
Margaret H. McFarland,

Deputy Secretary.
[FR Doc. 98-13850 Filed 5-22-98; 8:45 amj
BILLING CODE 8010-01-M

SMALL BUSINESS ADMINISTRATION

Notice of Action Subject to
Intergovernmental Review Under
Executive Order 12372

AGENCY: U.S. Small Business
Administration.

ACTION: Notice of Action Subject to
Intergovernmental Review Under

Executive Order 12372.

SUMMARY: The Small Business
Administration (SBA) is notifying the
public that it intends to grant the
pending applications of 22 existing
Small Business Development Centers
(SBDCs) for refunding on October 1,
1998, subject to the availability of funds.
Four states do not participate in the EO
12372 process, therefore, their addresses
are not included. A short description of
the SBDC program follows in the
supplementary information below.

The SBA is publishing this notice at
least 90 days before the expected
refunding date. The SBDCs and their
mailing addresses are listed below in
the addresses section. A copy of this
notice also is being furnished to the

1115 U.S.C. 78¢(f).

1215 U.S.C. 78s(b)(2).
1317 CFR 200.30-3(a}(12).
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NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC.

Firm:
Address:

Re: Offering Date:

INSTRUCTIONS: Each member is required to complete either Section | or Section Il based upon the capacity in
which they acted in the distribution of the new issue. Sections Il and IV must be completed by all firms for their
“confirmed”* securities. It is the executing broker/dealer’s responsibility to ensure that securities were distributed
in compliance with the Free-Riding and Withholding Interpretation, IM-2110-1.

SECTIONI. TO BE COMPLETED BY THE MANAGING UNDERWRITER ONLY

A. Total number of securities offered for public distribution:
(Include any additional shares sold as part of any over-allotment
provision and any shares sold short for the account of the syndicate.)

B. Total number of securities allocated for sale to other underwriters
and selling group members:

C. Total number of securities confirmed* by your firm to retail and institutional
customers, including all shares billed and delivered on behalf of others,
designated orders, group sales, directed sales, etc.:

SECTION Il. TO BE COMPLETED BY ALL UNDERWRITERS, SELLING GROUP
MEMBERS AND OTHER PARTICIPANTS IN THE DISTRIBUTION

A. Total number of securities confirmed* by your firm to retail and institutional
customers. (Do not include shares billed and delivered on your behalf by the
managing underwriter, designated orders, group sales, directed sales, etc.):

B. Indicate capacity in which your firm participated in the offering:
00 Underwriter
O Selling Group
O Other (define)

For purposes of this questionnaire, “confirmed” means the number of new issue securities allocated to the firm for
distribution purposes and for which the firm has issued a confirmation/comparison reflecting the full detail of such
sale to retail customers, institutional accounts, or other broker/dealers. When participating in a distribution of new
issue securities, broker/dealers are responsible for ensuring compliance with the Free-Riding and Withholding
Interpretation for all securities allocated and confirmed by that broker/dealer.
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SECTION Ill. BREAKDOWN OF SECURITIES DISTRIBUTED BY YOUR FIRM

INSTRUCTIONS: Indicate total number of securities distributed in each category and, unless otherwise noted,
provide detailed information in Section 1V, “Sales to Restricted Accounts.” This breakdown should contain the
final figures after giving effect to all cancellations and reallocations. For additional information regarding
categories, please refer to the Free-Riding and Withholding Interpretation, IM 2110-1.

1. Securities held in a firm account.

2. Sales to any officer, director, general partner, employee or agent of the
member or any other broker/dealer, or to person associated with the
member or with any other broker/dealer, or to a member of the immediate
family of such a person.

Indicate the number of shares/units that were sold pursuant to the following
provisions:

(A) Sales to persons associated with broker/dealers whose business is limited to
investment company/variable contract securities or direct participation programs.

Number of shares/units

(B) Sales to a member of the immediate family of a person associated with a member
who is not supported directly or indirectly by that person if the sale is by a
broker/dealer other than that employing the restricted person and the restricted
person has no ability to control the allocation of the hot issue.

Number of shares/units
It is not necessary to complete Section IV for items 2 (A) and (B).

3. Sales to a person who is a finder with respect to the public offering or to any
person acting in a fiduciary capacity to the managing underwriter, including
among others, attorneys, accountants and financial consultants, or to any
other person who is supported directly or indirectly, to a material extent, by
any person specified in this paragraph.

4. Sales to any senior officer of a bank, savings and loan institution, insurance
company, investment company, investment advisory firm, or any other
institutional type account, (including, but not limited to hedge funds, investment
partnerships, investment corporations, or investment clubs) domestic or foreign,
or to any person in the securities department of, or to any employee or any
other person who may influence or whose activities directly or indirectly involve
or are related to the function of buying and selling securities for any bank,
savings and loan institution, insurance company, investment company,
investment advisory firm, or other institutional type account, domestic or
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foreign, or to any other person who is supported directly or indirectly, to a
material extent, by any person specified in this paragraph.

5. Sales to any account in which any person specified under paragraphs (2),
(3), or (4) has a beneficial interest.

6. Sales to other domestic broker/dealers for bona fide public customers,
other than those enumerated in paragraphs (2), (3), (4), or (5) above.

No. of Written Representation Received
Name of Broker/Dealer Shares/Units (pursuant to paragraph 6)

Yes No

Yes No

Yes No

It is not necessary to complete Section IV for item 6.

7. Sales to any domestic bank, domestic branch of a foreign bank, trust
company or other conduit for an undisclosed principal.

(A) Indicate the number of shares/units that were sold based upon
assurances obtained that ultimate purchasers were not restricted persons.

Number of shares/units

It is not necessary to complete Section IV for item 7(A).
8. Sales to a foreign broker/dealer or bank.

Indicate the number of shares/units that were sold pursuant to the following
conditions.

(A) Sales by a foreign broker/dealer or bank participating in the distribution
as an underwriter that were made in accordance with provisions of
underwriting agreement.

Number of shares/units

(B) Affirmative inquiry was obtained that ultimate purchasers were not
restricted persons.
Number of shares/units —

It is not necessary to complete Section IV for items 8(A) and (B).
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9. Sales to direct and indirect owners of a broker/dealer.
Indicate the number of shares/units that were sold pursuant to the following
provisions.
(A) Sales to direct and indirect owners whose passive ownership interest
amounts to less than 10% of the broker/dealer, and:
(1) the owner purchases hot issues from a person other than the
member in which it has a passive ownership interest, and such
owner is not in a position to direct the allocation of hot issues, or
Number of shares/units
(2) the shares of the member or parent of the member in which
the passive owner has an ownership interest are traded on an
exchange or Nasdaqg.
Number of shares/units
(B) Sales to the account of any person restricted under paragraph (b)(9)
of the Interpretation established for the benefit of bona fide public customers.
Number of shares/units
It is not necessary to complete Section IV for items 9(A) and (B).
10. Sales to an investment partnership or corporation, domestic or foreign
(except companies registered under the Investment Company Act of 1940
or exempt foreign investment company as defined in the Free-Riding and
Withholding Interpretation) including but not limited to hedge funds,
investment clubs, and other like accounts.
Indicate the number of shares/units that were sold pursuant to the following
conditions:
(A) “Carve out” mechanism was utilized.
Number of shares/units
(B) Determination was made based upon file containing information
on all persons having a beneficial interest, or the opinion of counsel
or accountants was obtained.
Number of shares/units
It is not necessary to complete Section IV for items 10(A) and (B).
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11. Sales to public customers.
It is not necessary to complete Section IV for item 11.

TOTAL (1 through 11)

Please note that the total should be equal to total securities confirmed by your firm as noted in Section | or II.
Indicate the number of shares/units that were originally sold to a restricted account and were subsequently
canceled prior to the end of the first business day after the date on which secondary market trading begins

and were reallocated to an unrestricted account.

O Not Applicable

Signature of Principal Title

NOTE: Questionnaires should be returned to the Corporate Financing Department by the date specified.
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Executive Summary

On June 12, 1998, the Securities and
Exchange Commission (SEC)
approved amendments to National
Association of Securities Dealers,
Inc. (NASD®) Rule 2860 and Inter-
pretive Material 2860-1 (IM-2860-1).
The amendments to Rule 2860 make
three basic changes. First, the
amendments increase the position
limits on conventional equity options
to the greater of three times the basic
limit of 4,500 contracts, or three
times any standardized equity
options position limit for which the
underlying security qualifies or would
be able to qualify. Second, the
amendments disaggregate conven-
tional equity options from standard-
ized equity options and FLEX equity
options for position limit purposes,
i.e., standardized and FLEX equity
option positions do not count towards
the position limits for conventional
equity options on the same underly-
ing security. Third, the amendments
provide that the OTC Collar Aggrega-
tion Exemption shall be available
with respect to an entire conventional
equity options position, not just that
portion of the position that is estab-
lished pursuant to the NASD’s Equity
Option Hedge Exemption (Hedge
Exemption). In addition, the amend-
ments to IM-2860-1 clarify and
update the illustrative examples to be
consistent with the new amendments
and prior increases in the Hedge
Exemption. The amendments
became effective on June 12, 1998.
The text of the amended rules and
the Federal Register version of the
SEC Release are attached. See 63
FR 33746 (June 19, 1998).

Questions concerning this Notice
should be directed to Gary L. Gold-
sholle, Assistant General Counsel,
Office of General Counsel, NASD
Regulation, Inc., at (202) 728-8104.

Background And Discussion
NASD Rule 2860 governs members’
activities in standardized, convention-
al, and FLEX equity options. Stan-
dardized options are exchange-traded
options issued by the Options Clear-
ing Corporation (OCC) that have
standardized terms for strike prices,
expiration dates, and the amount of
the underlying security. Convention-
al options are any other options con-
tracts not issued, or subject to
issuance, by the OCC. Conventional
options are also frequently referred to
as over-the-counter (OTC) options.
FLEX equity options are exchange-
traded options issued by the OCC
that give investors the ability, within
specified limits, to designate certain
terms of the option (i.e., the exercise
price, exercise style, expiration date,
or option type).

NASD Rule 2860(b)(3) imposes a
ceiling or position limit on the number
of conventional and standardized
equity options contracts in each class
on the same side of the market (i.e.,
aggregating long calls and short puts
or long puts and short calls) that can
be held or written by a member, a
person associated with a member, a
customer, or a group of customers
acting in concert. The position limits
for equity options are established
according to a five-tiered system
whereby more actively traded securi-
ties with larger public floats are sub-
ject to higher position limits and less
actively traded stocks are subject to
lower limits. The current tiers for
standardized equity options are
4,500, 7,500, 10,500, 20,000, and
25,000 options contracts.! The
NASD rules do not specifically gov-
ern whether a particular equity option
falls within one of the position-limit
tiers. Rather, the NASD position limit
rule generally provides that the posi-
tion limit established by an options
exchange(s) for a particular equity
option is the applicable position limit
for purposes of the NASD rule.
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On September 9, 1997, the Commis-
sion approved a two-year pilot pro-
gram to eliminate position and
exercise limits for FLEX equity
options, which are traded on the vari-
ous options exchanges.? In light of
the pilot program, NASD Regulations"
amended its rules governing position
and exercise limits for conventional
equity options to foster competition
between the OTC market and the
options exchanges.

NASD Regulation believes that
FLEX equity options closely resem-
ble and are economically equivalent
to conventional equity options.
Accordingly, the amendments to
Rule 2860(b)(3) seek to more closely
align the NASD’s position limit rules
for conventional equity options with
those for FLEX equity options. In
fact, the new limits on conventional
equity options correspond to the
position limits that were in effect for
FLEX equity options prior to the elim-
ination of such limits in the pilot pro-
gram. Under the new amendments,
the position limits for conventional
equity options have increased to the
greater of three times the basic limit
of 4,500 contracts, or three times any
higher standardized equity options
position limit for which the underlying
security qualifies or would be able to

qualify.

The new amendments also provide
that conventional equity options posi-
tions shall not be aggregated with
standardized and FLEX equity
options positions overlying the same
security for position limit purposes.
Disaggregation of conventional and
other options is necessary to give full
effect to the increase in position lim-
its for conventional equity options.
Without disaggregation, positions in
FLEX equity options or standardized
equity options would reduce or
potentially even eliminate (in the
case of FLEX equity options) the
available position limits for conven-
tional equity options.

NASD Notice to Members 98-49

To illustrate how these new limits
work, consider the following example
of stock ABCD, which is subject to a
position limit of 25,000 standardized
equity option contracts. In this exam-
ple, a market participant could estab-
lish a position of 25,000 standardized
option contracts on ABCD and an
additional 75,000 conventional option
contracts on ABCD on the same side
of the market, since conventional
and standardized option positions
would be disaggregated. In addition,
the market participant also may have
a position of any size in FLEX Equity
Options overlying ABCD, since such
FLEX equity options would not be
aggregated with either the conven-
tional equity options or standardized
equity options overlying ABCD.

The NASD’s Hedge Exemption3 pro-
vides for an automatic exemption
from equity option position limits for
accounts that have established
hedged positions on a limited one-
for-one basis (i.e., 100 shares of
stock for one option contract). Under
the Hedge Exemption, the largest
options position that may be estab-
lished (combining hedged and
unhedged positions) may not exceed
three times the basic position limits
for either standardized or conven-
tional equity options. The OTC Col-
lar Aggregation Exemption* provides
that positions in conventional put and
call options establishing OTC collars
need not be aggregated for position
limit purposes. An OTC collar trans-
action involves the purchase (sale) of
a put and the sale (purchase) of a
call on the same underlying security
to hedge a long (short) stock posi-
tion.

The new amendments modify the
terms of the OTC Collar Aggregation
Exemption to apply to an entire con-
ventional equity option position, not
just the portion that is established
pursuant to the Hedge Exemption.
This amendment is consistent with
the economic logic underlying the

OTC Collar Aggregation Exemption,
i.e., that if the terms of the exemption
are met, the segments of an OTC
collar will never both be in-the-
money at the same time or exer-
cised.

To illustrate how these new provi-
sions work, consider the following
example of stock ABCD that is sub-
ject to a standardized equity option
position limit of 25,000 contracts and
a conventional equity option position
limit of 75,000 contracts. If the mar-
ket participant had increased the size
of its conventional equity options
position to 225,000 pursuant to the
Hedge Exemption (based upon a
limit of three times the 75,000 con-
ventional equity options position
limit), the market participant could
then establish an OTC collar on
ABCD involving 225,000 long (short)
calls and 225,000 short (long) puts,
for a total of 450,000 contracts.

Finally, members are reminded that
Rule 2860(b)(5) imposes reporting
obligations on “each account in
which the member has an interest . . .
and each customer account, which
has established an aggregate posi-
tion of 200 or more option contracts
(whether long or short) of the put
class and the call class on the same
side of the market covering the same
underlying security.” Information
reported to the NASD is used by
NASD Regulation Market Regulation
staff as part of their ongoing market
surveillance operations. Additional
information concerning members’
options reporting obligations may be
found in Notice to Members 94-46.
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Text Of Rule Amendments

(Note: New text is underlined, deletions are
bracketed.)

Rule 2860. Options
(a) No Change

(b) Requirements

(2) Definitions

The following terms shall, unless the
context otherwise requires, have the
stated meanings:

(A) - (UU) No Change

(VV) Standardized Equity Option—
The term “standardized equity option”
means any equity options contract
issued, or subject to issuance by, The
Options Clearing Corporation that is
not a FLEX Equity Option.

(WW) - (AAA) Redesignated accord-
ingly.

(3) Position Limits

(A) Stock Options—Except in highly
unusual circumstances and with the
prior written approval of the Associa-
tion in each instance, no member
shall effect for any account in which
such member has an interest, or for
the account of any partner, officer,
director or employee thereof, or for
the account of any customer, an
opening transaction through Nasdagq,
the over-the-counter market or on
any exchange in a stock option con-
tract of any class of stock options if
the member has reason to believe
that as a result of such transaction
the member or partner, officer, direc-
tor or employee thereof, or customer
would, acting alone or in concert with
others, directly or indirectly, hold or
control or be obligated in respect of
an aggregate equity options position
in excess of:

(i) 4,500 option contracts of the put

NASD Notice to Members 98-49

class and the call class on the same
side of the market covering the same
underlying security, combining for
purposes of this position limit long
positions in put options with short
positions in call options, and short
positions in put options with long
positions in call options; or

(i) 7,500 options contracts of the put
class and the call class on the same
side of the market covering the same
underlying security, providing that the
7,500 contract position limit shall only
be available for option contracts on
securities which underlie [or qualify
to underlie] Nasdaq or exchange-
traded options qualifying under appli-
cable rules for a position limit of
7,500 option contracts; or

(iii) 10,500 option contracts of the put
class and the call class on the same
side of the market covering the same
underlying security providing that the
10,500 contract position limit shall
only be available for option contracts
on securities which underlie [or quali-
fy to underlie] Nasdag or exchange-
traded options qualifying under
applicable rules for a position limit of
10,500 option contracts; or

(iv) 20,000 options contracts of the
put and the call class on the same
side of the market covering the same
underlying security, providing that the
20,000 contract position limit shall
only be available for option contracts
on securities which underlie [or quali-
fy to underlie] Nasdag or exchange-
traded options qualifying under
applicable rules for a position limit of
20,000 option contracts; or

(v) 25,000 options contracts of the
put and the call class on the same
side of the market covering the same
underlying security, providing that the
25,000 contract position limit shall
only be available for option contracts
on securities which underlie [or quali-
fy to underlie] Nasdag or exchange-
traded options qualifying under

applicable rules for a position limit of
25,000 option contracts; or

(vi) such other number of stock
options contracts as may be fixed
from time to time by the Association
as the position limit for one or more
classes or series of options provided
that reasonable notice shall be given
of each new position limit fixed by
the Association.

(vii) Equity Option Hedge Exemption

a. The following positions, where
each option contract is “hedged” by
100 shares of stock or securities
readily convertible into or economi-
cally equivalent to such stock, or, in
the case of an adjusted option con-
tract, the same number of shares
represented by the adjusted contract,
shall be exempted from established
limits contained in subparagraph

(b)(3)(A)(i) through (vi) above:
1. long call and short stock;

2. short call and long stock;

3. long put and long stock;

4. short put and short stock.

b. Except as provided [under] in
paragraph (b)(3)(A)(ix) and in the
OTC Collar Exemption contained in
paragraph (b)(3)(A)(viii), in no event
may the maximum allowable posi-
tion, inclusive of options contracts
hedged pursuant to the equity option
position limit hedge exemption in
subparagraph a. above, exceed
three times the applicable position
limit established in subparagraphs
(b)(3)(A)())[-] through (v) with respect
to standardized equity options, or
paragraph (b)(3)(A)(ix) with respect
to conventional equity options.

c¢. The Equity Option Hedge Exemp-
tion is a pilot program authorized by
the Commission through December
31, 1998.
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(viii) OTC Collar Aggregation Exemp-
tion

a. For purposes of this paragraph
(b), the term OTC collar shall mean a
conventional equity option position
comprised of short (long) calls and
long (short) puts overlying the same
security that hedge a corresponding
long (short) position in that security.

b. Notwithstanding the aggregation
provisions for short (long) call posi-
tions and long (short) put positions
contained in subparagraphs
(b)(3)(A)(i) through (v) above, the
conventional options positions
involved in a particular OTC collar
transaction [established pursuant to
the position limit hedge exemption in
subparagraph (vii)] need not be
aggregated for position limit purpos-
es, provided the following conditions
are satisfied:

1. the conventional options can only
be exercised if they are in-the-
money;

2. neither conventional option can be
sold, assigned, or transferred by the
holder without the prior written con-
sent of the writer;

3. the conventional options must be
European-style (i.e., only exercisable
upon expiration) and expire on the
same date;

4. the strike price of the short call can
never be less than the strike price of
the long put; and

5. neither side of any particular OTC
collar transaction can be in-the-
money when that particular OTC col-
lar is established.

6. the size of the conventional
options in excess of the applicable
basic position limit for the options
established pursuant to paragraph
(b)(3)(AX(ix) [(A)(i)-(v) above] must be

hedged on a one-to-one basis with

NASD Notice to Members 98-49

the requisite long or short stock posi-
tion for the duration of the collar,
although the same long or short
stock position can be used to hedge
both legs of the collar.

c¢. For multiple OTC collars on the
same security meeting the conditions
set forth in subparagraph b. above,
all of the short (long) call options that
are part of such collars must be
aggregated and all of the long (short)
put options that are part of such col-
lars must be aggregated, but the
short (long) calls need not be aggre-
gated with the long (short) puts.

d. Except as provided above in sub-
paragraphs b. and c., in no event
may a member fail to aggregate any
conventional [or standardized]
options contract of the put class and
the call class overlying the same
equity security on the same side of
the market with conventional option
positions established in connection
with an OTC collar.

e. Nothing in this paragraph
(b)(3)(A)(viii) changes the applicable
position limit for a particular equity
security.

(ix) Conventional Equity Options

a. For purposes of this paragraph
(b), standardized equity options con-
tracts of the put class and call class
on the same side of the market over-
lying the same security shall not be
aggregated with conventional equity
options contracts or FLEX Equity
Options contracts overlying the same

security on the same side of the mar-
ket. Conventional equity options
contracts of the put class and call
class on the same side of the market
overlying the same security shall be
subject to a position limit equal to the

greater of:

1. three times the basic limit of 4,500
contracts, or

2. three times any standardized equi-
ty options position limit as set forth in
subparagraphs (b)(3)(A)(ii) through
(v) for which the underlying security
gualifies or would be able to qualify.

b. In order for a security not subject
to standardized equity options trad-
ing to qualify for an options position
limit of more than 4,500 contracts, a
member must first demonstrate to
the Association’s Market Regulation
Department that the underlying secu-
rity meets the standards for such
higher options position limit and the
initial listing standards for standard-
ized options trading.

(footnotes deleted)
IM-2860-1. Position Limits

The following examples illustrate the
operation of position limits estab-
lished by Rule 2860(b)(3) (all exam-
ples assume a position limit of 4,500
contracts and that the options are
standardized options):

(a) Customer A, who is long 4,500
XYZ calls, may at the same time be
short 4,500 XYZ calls, since long and
short positions in the same class of
options (i.e., in calls only, or in puts
only) are on opposite sides of the
market and are not aggregated for
purposes of paragraph (b)(3).

(b) Customer B, who is long 4,500
XYZ calls, may at the same time be
long 4,500 XYZ puts. Paragraph
(b)(3) does not require the aggrega-
tion of long call and long put (or short
call and short put) positions, since
they are on opposite sides of the
market.

(c) Customer C, who is long 1,700
XYZ calls, may not at the same time
be short more than 2,800 XYZ puts,
since the 4,500 contract limit applies
to the aggregation of long call and
short put positions in options cover-
ing the same underlying security.
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Similarly, if Customer C is also short
1,600 XYZ calls, he may not at the
same time be long more than 2,900
puts, since the 4,500 contract limit
applies separately to the aggregation
of short call and long put positions in
options covering the same underly-
ing security.

(d) Customer D, who is short
900.000 [450,000] shares of XYZ,
may be long up to 13,500 [9,000]
XYZ calls, since the “hedge” exemp-
tion contained in paragraph
(b)(3)(A)(vii) permits Customer D to
establish an options position up to
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13,500 [9,000] contracts in size. In
this instance, 4,500 of the 13,500
[9,000] contracts are permissible
under the basic position limit con-
tained in paragraph (b)(3)(A)(i) and
the remaining 9,000 [4,500] contracts
are permissible because they are
hedged by the 900,000 [450,000]
short stock position.

Endnotes
" Rule 2860(b)(3)(A)(i) through (v).

2 See 62 FR 48683 (September 16, 1997)
(approving two-year pilot program eliminat-
ing position limits on FLEX equity options

traded on the American Stock Exchange, the
Chicago Board Options Exchange and the
Pacific Exchange); see also 63 FR 14743
(March 26, 1998) (amending NASD rules to
eliminate position limits on FLEX equity
options, consistent with the pilot program).

3 Rule 2860(b)(3)(A)(vii).
4 Rule 2860(b)(3)(A)(viii).

© 1998, National Association of Securities Dealers,
Inc. (NASD). All rights reserved.
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availability of information needed to
fully investigate a potential
manipulation if it were to occur. For
foreign stock index derivative products,
these agreements are especially
important to facilitate the collection of
necessary regulatory, surveillance and
other information from foreign
jurisdictions. In order to address the
above concerns, the Commission notes
that the Index will be maintained in
accordance with CBOE Rule 31.5(E)(7),
which states that foreign country
securities or ADRs that are not subject
to a comprehensive surveillance
agreement and have less than 50% of
their global trading volume in dollar
value in the United States, cannot. in
the aggregate, represent more than 20%
of the weight of an index.

For the reasons discussed above, the
Commission finds good cause to
approve Amendment No. 2 prior to the
thirtieth day after the date of
publication of notice of filing thereof in
the Federal Register. Specifically,
Amendment No. 2 provides that the
Index value will be disseminated every
15 seconds and will be calculated based
on real-time prices, for all of the
component stocks, including those
foreign stocks that are traded during
CBOE trading hours. With respect to
foreign stock components that trade
during CBOE trading hours, each Index
calculation will use the most recent last
sale price from the appropriate home
market. For foreign stocks that do not
trade during CBOE trading hours, the
closing price will be used to calculate
the Index value. In addition,
Amendment No. 2 clarifies that
component securities will be replaced
or supplemented only under the events
discussed below. Absent unusual
circumstances involving a merger or
consolidation, conversion into another
class of securities, a spin-off, or the
termination of a depositary receipt
program, the Exchange will adhere to
the following procedures: (1) in the
event of a merger or consolidation
(whether between component stocks or
between one component stock and one
non-component stock), the original
component stock will be replaced by the
new security; (2) in the eventof a
conversion into another class of
security, the original compeonent stock
will be replaced by the new security; (3)
in the event of a spin-off of a subsidiary,
both the subsidiary issue and the
original parent security will be included

comprehensive surveillance agreement require that
the parties to the agreement provide each other,
upon request, information about market trading
activity, clearing activity and customer identity. See
Securities Exchange Act Release No. 31529
(November 27, 1992).

in the Index. unless the subsidiary is an
insignificant percentage of the original
security, in which case the CBOZ will
consult with the SEC prior to omitting
the subsidiary issuer from the Index;
and (4) should a depositary receipt
program be terminated, for any reason,
after an ADR had already been included
in the Index, the CBOE in consultation
with the SEC staff will evaluate the
appropriate procedure to be employed
to ensure continuity of the Index. The
Commission notes that no comments
were received when the original notice
of the proposed rule change was
published and that no new regulatory
issues are presented in Amendmrent No.
2.

Accordingly, the Commission believes
that it is consistent with Sections 6({b}(5)
and 19(b)(2)19 of the Act, to find good
cause exists to approve Amendment No.
2 on an accelerated basis.

IV. Solicitation of Comments

Interested persons are invited to
submit written data, views and
arguments concerning Amendment No.
2, including whether the proposed rule
change is consistent with the Act.
Persons making written submissions
should file six copies thereof with the
Secretary, Securities and Exchange
Commission, 450 Fifth Street, N.-W.,
Washington, D.C. 20549. 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 inspection and copying in
the Commission’s Public Referer.ce
Room, 450 Fifth Street, NW.,
Washington, D.C. 20549. Copies of such
filing will also be available for
inspection and copying at the principal
office of CBOE. All submissions should
refer to File No. SR-CBOE-98-17 and
should be submitted by July 10, 1998.

For the foregoing reasons, the
Commission finds that the CBOE's
proposal to list and trade warrants based
on the Index is consistent with the
requirements of the Act and the rules
and regulations thereunder.

It is therefore ordered, pursuant to
Section 19(b)(2) of the Act, that the
proposed rule change (SR-CBOE-98-
17), as amended, is approved.

1915 U.S.C. 78s(b)(2).

For the Commission, by the Division of
Market Regulation, pursuant to delegated
authority.20

Jonathan G. Katz,

Secretary.

[FR Doc. 98-16349 Filed 6-18-98; 8:45 am]
BILLING CODE 8010-01-M

SECURITIES AND EXCHANGE
COMMISSION

[Release No. 34-40087; File No. SR-NASD-
98-23]

Self-Regulatory Organizations;
National Association of Securities
Dealers, Inc; Order Granting Approval
and Notice of Filing and Order
Granting Accelerated Approval to
Amendment No. 1 and Amendment No.
2 to Proposed Rule Change Relating to
an Amendment to the NASD’s Options
Position Limit Rule

June 12, 1998.

I. Introduction

On March 10, 1998, NASD
Regulation, Inc. {"NASD Regulation’’)
submitted to the Securities and
Exchange Commission ("SEC” or
“Commission’’), pursuant to Section
19(b)(1) of the Securities Exchange Act
of 1934 ("Exchange Act” or "Act”) ! and
Rule 19b-4 thereunder,? a proposed rule
change to amend Rule 2860(b) of the
National Association of Securities
Dealers, Inc. ("NASD") or
“Association”) to: (1) increase the
position limits on conventional equity
options to three times the basic position
limits for standardized equity options
on the same security; (2) disaggregate
conventional equity options from
standardized equity options and FLEX
Equity Options for position limit
purposes; and (3) provide that the OTC
Collar Aggregation Exemption shall be
available with respect to an entire
conventional equity options position,
not just that portion of the position that
is established pursuant to the NASD's
Equity Option Hedge Exemption.

The proposed rule change was
published for comment in Exchange Act
Release No. 39893 (April 21, 1998), 63
FR 23317 (April 28, 1998) NASD
Regulations submitted an amendment to
the proposed rule change on April 29,
1998.3 A second amendment to the

2017 CFR 200.30-3(a)(12) (1994).

'15 U.S.C. 78s(b)(1) (1988).

217 CFR 240.19b-4 (1994).

3 See Letter to Katherine A. England, Assistant
Director, Division of Market Regulation,
Commission. from John M. Ramsay, Vice President
and Deputy General Counsel, NASD Regulation,
dated April 29, 1998 ("Amendment No. 17).
Amendment No. 1 makes certain technical
corrections to the text of the proposed rule change.
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proposed rule change was submitted on
June 3, 1998.4 One comment letter was
received on the proposal ® This order
approves the proposed rule change, as
amended.

II. Description

NASD Rule 2860(b)(3) provided that
the position limit ® for each equity
option is determined according to a five-
tiered system whereby more actively
traded securities with larger public
floats are subject to higher position
limits and less actively traded stocks are

4 See Letter to Katherine A, England. Assistant
Director, Division of Market Regulation.
Commission, from Gary L. Goldsholle. Assistant
General Counsel, NASD Regulation, dated June 2,
1998 {*Amendment No. 2”). Amendment No. 2
corrects a deficiency in the language of the
proposed rule change by clarifying that the tripling
aspect of the proposal will apply to all conventional
equity options. Under the current rules, the position
limits for conventional equity options overlying a
security for which there is no standardize equity
options contract is set at 4,500 contracts, or such
higher limit for which the underlying security
would qualify. As now written, the proposed rule
language establishes position limits for
conventional equity options at “'three times the
applicable position limit established for
standardized equity options overlying the security.”
but does not take into account the circumstance
where there is no standardized equity option
contract overlying the security. Amendment No. 2
proposes language that triples the position limits for
all conventional equity options, including those for
which there is no standardize equity option
contract overlying the security.

5 See Letter to Jonathan G. Katz, Secretary.
Commission, from Deutsche Bank Securities, Inc.,
Merrill Lynch, Pierce Fenner & Smith, Inc., Morgan
Stanley & Co., Inc., Salomon Brothers Inc./Smith
Barney. Inc., and SBC Warburg Dillon Read, Inc..
dated June 2, 1998 ("'Firms’ Letter”). The letter
supports the approval of SR-NASD-98-23, as
amended.

The Commission notes that it received a comment
letter on a separate NASD rule filing (SR-NASD-
97-80) on January 23, 1998, that is relevant to
present filing. The letter supported the approval of
SR-NASD-97-80, as well a SR-NASD-97-67.
which was substantively very similar to the present
filing. SR-NASD-97-67, was withdrawn and
replaced by the present filing. See Letter to
Jonathan G. Katz, Secretary, Commission, from
Bear, Stearns & Co., Deutsche Morgan Grenfell, Inc.,
Goldman, Sachs & Co., Lehman Brothers, Inc.,
Merrill Lynch, Pierce Fenner & Smith, Inc.. Morgan
Stanley & Co., Inc., Natwest Securities Corporation,
Salomon Brothers, Inc., SBC Warburg Dillon Read.
Inc., and Smith Barney. Inc., dated January 23,
1998.

6 Position limits impose a ceiling on the number
of option contracts in each class on the same side
of the market (i.e.. aggregating long calls and short
puts or long puts and short calls) that can be held
or written by an investor or group of investors
acting in concert. Exercise limits restrict the
number of options contracts that an investor or
group of investors acting in concert can exercise
within five consecutive business days. Under NASD
Rules, exercise limits correspond to position limits,
such that investors in options classes on the same
side of the market are allowed to exercise. during
any five consecutive business days. only the
number of options contracts set forth as the
applicable position limit for those options classes.
See NASD Rules 2860(b) (3) and {4).

subject to lower limits.7 Presently.
conventional and standardized equity
options are subject to the same position
limits, and all equity options overlying
a particular equity security on the same
side of the market are aggregated for
position limit purposes, regardless of
whether the option is a conventional,
standardized or FLEX Equity Option.8
On September 9, 1997, the Commission
approved a two-year pilot program
("'Pilot Program”) to eliminate position
and exercise limits for FLEX Equity
Options, which are traded on the
American Stock Exchange, Inc.
("AMEX"), the Chicago Board Options
Exchange, Inc. ("CBOE"), and the
Pacific Exchange, Inc. ("PCX")
(collectively “Options Exchange”).9 In
light of the Pilot Program, NASD
Regulation is proposing to amend its
rules governing position and exercise
limits for conventional equity options.
NASD Regulation previously has filed a
proposed rule change to eliminate
position and exercise limits on FLEX
Equity Options to make its rules
consistent with the Pilot Program. 0
NASD Regulation believes the proposed
rule change herein is necessary to foster
competition between the over-the-
counter ("OTC”) market and the
Options Exchanges.

FLEX Equity Options are exchange-
traded options issued by the OCC that
give investors the ability, within
specified limits, to designate certain
terms of the option (i.e., the exercise
price, exercise style, expiration date,
and option type). Because they are non-
uniform and individually negotiated,
FLEX Equity Options closely resemble
and are economically equivalent to
conventional equity options.
Accordingly, to align more closely the
NASD'’s position limit rules for
conventional equity options with the
rules for FLEX Equity Options, NASD
Regulation proposes to amend Rule
2860(b)(3) to provide that: (1) position

7Currently, the five tiers are for 4,500, 7,500,
10,500, 20,000, and 25,000 contracts NASD rules do
not specifically govern how a specific equity option
falls within one of the five position limit tiers.
Rather, the NASD's position limit established by an
options exchange(s) for a particular equity option is
the applicable position limit for purpose of the
Government's rule.

8 Standardized options are exchange-traded
options issued by the Options Clearing Corporation
("OCC") that have standard terms with respect to
strike prices, expiration dates, and the amount of
the underlying security. A conventional option is
any other option contract not issued. or subject to
issuance by, OCC.

9 See Exchange Act Release No. 39032 (September
9.1997) 62 FR 48683 (September 16, 1997).

10SR-NASD-98-15. The Commission notes that
SR-NASD-98-15 was approved on March 19, 1998.
See Exchange Act Release No. 39771 (March 19,
1998}, 63 FR 14743 (March 26, 1998).

limits on conventional equity options
shall be increased to three times the
basic position limits for standardized
equity options on the same security, (2)
conventional equity options shall be
disaggregated from standardized equity
options FLEX Equity Options for
position limit purposes; and (3) the OTC
Collar Aggregation Exemption shall be
available with respect to an entire
conventional equity options position,
not just that portion of the position that
is established pursuant to the NASD's
Equity Option Hedge Exemption.

The NASD's Equity Option Hedge
Exemption !'! provides for an automatic
exemption from equity option limits for
accounts that have established hedged
positions on a limited one-for-one basis
(i.e., 100 shares of stock for one option
contract). Under the Equity Option
Hedge Exemption, the largest options
position that may be established
{combining hedged and unhedged
positions) may not exceed three times
the basic position limit. The OTC Collar
Aggregation Exemption !2 provides that
positions in conventional put and call
options establishing OTC collars need
not be aggregated for position limit
purposes. An OTC collar transaction
involves the purchase (sale) of a put and
the sale (purchase) of a call on the same
underlying security to hedge a long
(short) stock position.

At the present time, NASD Regulation
believes that the prudent regulatory
approach is to increase position limits
on conventional equity options in
conjunction with continued availability
of the Equity Option Hedge Exemption
and OTC Collar Aggregation Exemption.
NASD Regulation proposes an
incremental approach and in this case
believes increasing position limits for
conventional equity options to three
times the position limits for
standardized equity options is
appropriate. These proposed limits
correspond to the position limits in
effect for FLEX Equity Options prior to
the Pilot Program.

NASD Regulation also believes that
conventional equity options positions
should not be aggregated with
standardized and FLEX Equity Options
on the same securities for position limit
purposes. It believes that disaggregation
of conventional and other options is
necessary to give full effect to the
proposed increase in position limits for
conventional equity options. Without
disaggregation, positions in FLEX
Equity Option or standardized option
positions would reduce or potentially
even eliminate (in the case of FLEX

11 Rule 2860(b)(3)(A) (vii).
12 2860(b) (3} (A) (viii).
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Equity Options) the available position
limits for conventional equity options.

To illustrate how these proposed
amendments would work, consider the
following example of stock ABCD,
which is subject to a position limit of
25,000 standardized equity option
contracts. In this example, a market
participant could establish a position of
25.000 standardized option contracts on
ABCD and an additional 75.000
conventional option contracts on ABCD
on the same side of the market, since
conventional and standardized option
positions would be disaggregated. In
addition, the market participant also
may have a position of any size in FLEX
Equity Options overlying ABCD, since
such FLEX Equity Options would not be
aggregated with either the conventional
equity options or standardized equity
options overlying ABCD. Further, by
taking advantage of the Equity Option
Hedge Exemption, which permits a
market participant to assume a hedged
options position that is three times the
otherwise applicable position limit, a
market participant could increase the
number of conventional equity options
to 225,000 contracts.

NASD Regulation proposes to modify
the terms of the OTC Collar Aggregation
Exemption to apply to an entire
conventional equity option position, not
just the portion that is established
pursuant to the Equity Option Hedge
Exemption. NASD Regulation believes
such an amendment is consistent with
the economic logic underlying the OTC
Collar Aggregation Exemption, i.e., that
if the terms of the exemption are met,
the segments of an OTC collar will
never both be in-the-money at the same
time or exercised. Under current rules,
assuming that stock ABCD is subject to
a basic position limit of 25,000
contracts, a market participant taking
advantage of the Equity Option Hedge
Exemption could establish a hedged
position on ABCD involving a total of
75,000 conventional equity option
contracts (three times the basic limit),
including 50,000 contracts that are
established under the Equity Option
Hedge Exemption. A market participant
using the OTC Collar Aggregation
Exemption could then establish a
conventional position of 50,000 long
(short) calls and 50,000 short (long)
puts, for a total of 125,000 contracts
overlying ABCD. The proposed rule
change to the OTC Collar Aggregation
Exemption would allow a market
participant to establish a collar
consisting of two segments, each of
which involves a position three times
greater than the basic position limit.
Consequently, using the example above,
a market participant could establish an

OTC collar on ABCD involving 75.000
long (short) calls and 75,000 short (long)
puts, for a total of 150,000 contracts.!3

If. however, the basic position limits
for conventional options were tripled, as
proposed above, the permissible options
position established under the OTC
Collar Aggregation Exemption would be
correspondingly increased. For
example, if the market participate in the
above example had increased the size of
its conventional options position to
225,000 contracts pursuant to the Equity
Option Hedge Exemption as proposed
above (based upon a limit of three times
the 75.000 conventional equity options
position limit), the market participant
could establish an OTC collar on ABCD
involving 225,000 long (short) calls and
225,000 short (long) puts, for a total of
450,000 contracts.

Finally, in addition to the proposed
rule changes discussed above, the NASD
is proposing to clarify and updace the
examples contained in IM-2860-1 so
that they are consistent with the instant
proposal and prior increases in the
hedge exemption.

II1. Discussion

The Commission finds that the
proposed rule change is consistent with
the requirements of the Act and the
rules and regulations thereunder
applicable to the Association, and. in
particular, with the requirements of
Section 15A(b)(6).14 Specifically, the
Commission believes that the proposed
rule change is designed to prevent
fraudulent and manipulative acts and
practices, to promote just and equitable
principles of trade, and is not designed
to permit unfair discrimination between
customers, issuers, brokers, or dealers.

The Commission also believes that the
proposed rule changes is consistent
with Section 11A of the Act in that it
will increase the position limits on
conventional equity options,
disaggregate conventional equity
options from exchange-traded equity
options for position limit purposes, and
provide that the OTC Collar Aggregation
Exemption may be utilized with respect
to any conventional equity options
position, not just that part of the
position that is established pursuant to
the NASD's Equity Option Hedge
Exemption, and thereby allow market

13 While the OTC Collar Aggregation Exemption
is self-effectuating with respect to the hedged
components of conventional options positions,
NASD Regulation has also permitted memibers to
include non-hedged positions within OTC collars
under the terms of the OTC Collar Aggregation
Exemption on a pre-approval basis. Accordingly.
the instant rule change would turn this pre-
approval process for non-hedged components of
OTC collars into a self-effectuating process.

1415 U.S.C. 780-3(b}(6).

participants in the OTC options market
to compete effectively with the
participants using standardized options
or with entities not subject to position
limit rules.

Since the inception of conventional
equity options trading, the NASD has
had rules imposing limits on the
aggregate number of options contracts
that a member or customer could hold
or exercise.!5 These rules are intended
to prevent the establishment of options
positions that can be used or might
create incentives to manipulate or
disrupt the underlying market so as to
benefit the options position. In
particular, position and exercise limits
are designed to minimize the potential
for mini-manipulation '8 and for corners
or squeezes of the underlying market. In
addition, they serve to reduce the
possibility for disruption of the options
market itself, especially in illiquid
options classes.

The Commission has been careful to
balance two competing concerns when
considering a self-regulatory
organization's position and exercise
limits. The Commission has recognized
that the limits must be sufficient to
prevent investors from disrupting the
market for the underlying security by
acquiring and exercising a number of
options contracts disproportionate to
the deliverable supply and average
trading volume of the underlying
security. At the same time, the
Commission has realized that limits
must not be established at levels that are
so low as to discourage participation in
the options market by institutions and
other investors with substantial hedging
needs or to prevent specialists and
market makers from adequately meeting
their obligations to maintain a fair and
orderly market.17

The Commission believes that the
proposed rule change will improve the
conventional equity options market for
several reasons. First, the Commission
notes that the NASD's current reporting
requirements for all conventional equity
options transactions establishing large
options positions will apply to such
transactions effectuated under the new
rule. Rule 2860(b) (5) (ii) imposes

15 As stated earljer, under NASD rules
conventional and standardized equity options
currently are subject to the same position limits,
and all equity options overlying-a particular equity
security on the same side of the market are
aggregated for position limit purposes, regardless of
whether the option is a conventional, standardized
of FLEX Equity Option.

16 Mini-manipulation is an attempt to influence,
over a relatively small range. the price movement
in a stock to benefit a previously established
derivatives position.

17 See H.R. Rep. No. IFC-3, 96th Cong., 1st Sess.
at 189-91 (Comm. Print 1978) ("Options Study”).
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reporting obligations on “'each account
in which the member has an interest
* * *and each customer account,
which has established an aggregate
position of 200 or more option contracts
* * * " Information reported to the
NASD is used by the NASD Regulation
Market Regulation staff as part of their
ongoing market surveillance operations
and helps to minimize the risk of any
market manipulation or disruption
related to the accumulation or
disposition of large options positions. It
also enables NASD Regulation to
identify large positions held or written
by a member that could pose a financial
risk to the member or its clearing firm.

Second. the tripling of the position
limits on conventional equity options
will help those investors who utilize
conventional equity options, typically
large, sophisticated institutional
investors, or persons of extremely high
net worth, with their extensive hedging
needs.18

Third, the Commission also believes
that the proposed tripling of position
limits for conventional equity options
will expand the depth and
competitiveness of the conventional
equity option market without
significantly increasing concerns
regarding intermarket manipulations or
disruptions of the options or the
underlying securities. Broker-dealers
and banks act as dealers in the OTC
derivatives market, and compete with
each other for counterparty business.
The proposal will enable broker-dealers
to compete more effectively with banks
that are not subject to NASD rules for
OTC options transactions. It will also
enable NASD members to accommodate
better their clients’ risk management
strategies. The Commission recognizes,
however, that the proposal presents
substantial increases in OTC options
transactions. It will also enable NASD
members to accommodate better their
clients’ risk management strategies. The
Commission recognizes, however, that
the proposal present substantial
increases in OTVC options positions.
Although the proposed rule change
increases threefold the position limits
for conventional equity options, those
markets that are relatively less active
and not as deep in trading interest will
remain subject to the lowest existing
position limit, i.e., 4,500x3, or 13,500

181n the Firms’ Letter, the commenters indicate
that they ""have experienced an overwhelming
interest by institutional and other accredited
investors to enter into collar transactions and other
hedging transactions involving conventional
options.” On several occasions they have been
unable “‘to meet the demand for this hedging
activity due to the relatively low [applicable]
conventional option position limits.” See Firms’
Letter, supra, note 5.

option contracts. Moreover. as noted
above, the large positions will be
reported to the NASD for monitoring.
Finally, the Commission notes that the
proposed positions for conventional
equity options are still capped at a fixed
level, whereas there are no position
limits for FLEX Equity options.

Fourth, the Commission believes that
the disaggregation of conventional
equity options from standardized equity
options is warranted given that the
tripling provision will otherwise be of
limited effect. That is, if an investor has
reached the limit for standardized
equity options and is required to
aggregate those options with his
conventional equity options, he will
reach the total position limit for
conventional equity options sooner than
if the standardized and conventional
equity options were not aggregated. The
Commission also notes that, under the
rules of the Options Exchanges, FLEX
Equity Options, which are very similar
to conventional equity options, are not
aggregated with standardized equity
options for position limit purposes.!®

Fifth, the Commission notes that in
September 1997, it approved the
elimination of position and exercise
limits for FLEX Equity Options on a two
year pilot basis.20 As stated above, FLEX
Equity Options are exchange-traded
options issued by the OCC that give
investors the ability, within specified
limits, to designate certain terms of the
option (i.e., the exercise price, exercise
style, expiration date, and option type).
Conventional equity options are very
similar to FLEX Equity Options given
that they are also non-uniform and
individually negotiated.2! Traditionally.
the Commission has taken a gradual,
evolutionary approach toward
expansion of position and exercise
limits. The Commission believes that
increasing position limits for
conventional equity options to three
times the position limits for
standardized equity options is
appropriate given the Commission’s
previous approach to the expansion of
position and exercise limits. The
Commission also believes that the
proposed rule change will help to foster
competition between the OTC market
and the Options Exchanges, as well as
ensure that OTC market participants are
not placed at a competitive

19 Positions in FLEX Index Options generally are
also not aggregated with options on any stocks
included in the index or with FLEX Index Option
positions on another index. See, e.g.. CBOE Rule
24A.7(c).

20 See supra note 9.

21 Conventional equity options are not, however,
issued or subject to issuance by OCC.

disadvantage vis-a-vis the Options
Exchanges.

The Commission finds good cause to
approve Amendment No. 1 to the
proposed rule change prior to the
thirtieth day after the date of
publication of notice of filing thereof in
the Federal Register. Amendment No. 1
makes minor technical changes to the
text of the proposed rule. Specifically,
Amendment No. 1 clarifies in the rule
language that the Equity Option Hedge
Exemption program was approved by
the Commission on a pilot basis only
until December 31, 1998. Amendment
No. 1 also makes certain clerical
corrections. Accordingly, the
Commission believes that it is
consistent with Section 15A(b)(6) of the
Act to approve Amendment No. 1 to the
proposed rule change on an accelerated
basis.

The Commission finds good cause to
approve Amendment No. 2 to the
proposed rule change prior to the
thirtieth day after the date of
publication of notice of filing thereof in
the Federal Register. Amendment No 2
corrects a deficiency in the text of the
proposed rule. Specifically, Amendment
No. 2 clarifies in the rule language that
position limits for conventional equity
for which there is not standardized
equity option contract overlying the
security are also to be tripled. Under the
current rules, the position limits for
conventional equity options overlying a
security for which there is no
standardized equity options contract is
set at 4,500 contracts, or such higher
limit for which the underlying security
would qualify. As now written, the
proposed rule language establishes
position limits for conventional equity
options at ‘‘three times the applicable
position limit established for
standardized equity options overlying
the security,” but does not take into
account the circumstance where there is
no standardized equity option contract
overlying the security. Amendment No.
2 proposes language that triples these
limits. The Commission believes that
accelerated approval of Amendment No.
2 is appropriate given that it clarifies the
application of the new position limits in
a manner that is consistent with the
approach established in the original rule
filing. Accordingly, the Commission
believes that it is consistent with
Section 15A(b)(6) of the Act to approve
Amendment No. 2 to the proposed rule
change on an accelerated basis.

Interested persons are invited to
submit written data, views and
arguments concerning Amendment No.
1 and Amendment No. 2 to the
proposed rule change, including
whether the amendments are consistent
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with the Act. Persons making written
submissions should file six copies
thereof with the Secretary, Securities
and Exchange Commission, 450 Fifth
Street, N.'W., Washington, D.C. 20549.
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 inspection and copying at
the Commission’s Public Reference
Room. Copies of such filing will also be
available for inspection and copying at
the principal office of the Exchange. All
submissions should refer to File No.
SR-NASD-98-23 and should be
submitted July 10, 1998.

IV. Conclusion

For the foregoing reasons, the
Commission finds that NASD
Regulation’s proposal, as amended, is
consistent with the requirements of the
Act and the rules and regulations
thereunder.

It is therefore ordered, pursuant to
Section 19(b)(2) of the Act,22 that the
proposed rule change (SR-NASD-98-
23) is approved, as amended.

For the Commission, by the Division of
Market Regulation, pursuant to delegated
authority.23
Jonathan G. Katz,

Secretary.
[FR Doc. 98-16351 Filed 6-18-98; 8:45 am]
BILLING CODE 8010-01-M

SECURITIES AND EXCHANGE
COMMISSION

[Release No. 34-40086; File No. SR-NSCC-
98-4)

Self-Regulatory Organizations;
National Securities Clearing
Corporation; Notice of Filing of a
Proposed Rule Change Adopting an
Interpretation of the Board of Directors
Regarding NSCC’s Obligation to
Continuously Review Participants to
Determine if Participants Are Required
to Reapply for Membership Due to a
Material Change in Conditions

June 12, 1998.

Pursuant to Section 19(b)(1) of the
Securities Exchange Act of 1934
("Act”),! notice is hereby given that on

2215 U.S.C. 78s(b)(2).
2317 CFR 200.30-3(a)(12) (1994).
t15 U.S.C. 78s(b){1).

April 24, 1998, the National Securities
Clearing Corporation ("NSCC") filed
with the Securities and Exchange
Commission ("Commission’’) the
proposed rule change (File No. SR-
NSCC-98-4) as described in [terns [, 11,
and Il below, which items have been
prepare primarily by NSCC. The
Commission is publishing this notice to
solicit comments from interested
persons on the proposed rule change.

I. Self-Regulatory Organization’s
Statement of the Terms of Substance of
the Proposed Rule Change

The proposed rule change would add
Addendum T to NSCC's Rules and
Procedures regarding NSCC's obligation
to continuously review participants to
determine if they are required to reapplv
for membership due to a material
change in conditions. A copy of
proposed Addendum T is attached as
Exhibit A to the rule filing.

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

In its filing with the Commission.
NSCC 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. NSCC has prepared
summaries, set forth in sections (A), (B),
and (C) below, of the most significant
aspects of such statements.2

(A) Self-Regulatory Organizatior:'s
Statement of the Purpose of. and
Statutory Basis for, the Proposed Rule
Change

Under the proposed rule change,
NSCC will be permitted to (i) reexamine
a participant who has undergone a
material change in circumstances,3 (ii)
reconsider the participant’s continuing
status as a participant as if such entity
was initially applying for membership
when conditions originally in existence
at the time a participant was accepted
for membership have materially
changed, and (iii) require the participant
to satisfy any concerns NSCC may have

2The Commission has modified the text of the
summaries prepared by NSCC.

3 Proposed Addendum T sets forth three
categories where changes may warrant
reconsideration: (1) material changes in ownership.
control of management, (2) material changes in
business lines. including but not limited to. new
business lines undertaken, or (3) participation as a
defendant in litigation which could reasonably have
a direct negative impact on the participan:’s
business. Proposed Addendum T states that these
categories are listed as examples and should not be
viewed as exclusive in the process.

as to the participant’s ongoing
membership in NSCC as part of such
reevaluation. In addition, Addendum T
explicitly states that participants have
the affirmative obligation to advise
NSCC if such material change occurs.

Under the Act and the rules and
regulations thereunder, NSCC is
obligated to safeguard securities and
funds in the possession and control.
NSCC believes that this obligation,
coupled with the fact that NSCC is the
guarantor of participants’ transaction
submitted to it for clearance and
settlement, require that NSCC have
flexibility to consider material changes
pertaining to such participants and have
the ability to take appropriate steps in
light of such changes.

When a material change occurs with
respect to an existing participant's
ownership, control or management, mix
of business, use of third party service
provides, or regulatory history, among
other areas, NSCC is faced with a
different risk perspective than that
which it faced at the time it approved
such participant’s application for
membership. The NSCC board has
concluded that it is in the best interests
of NSCC and its membership as a whole
that NSCC address these types of
changes, including the ability to require
the participants to reapply for
membership, as if the participant was
not already a participant.

NSCC believes that participants
change their business mix as their focus
in the financial industry change.
According to NSCC, enter new
businesses, discontinue old ones,
change management. change risk
policies, or take other actions or steps
which could result in an entirely
different entity (other than changing the
corporate name of such entity) from the
one which was approved for NSCC
membership. NSCC believes that if it
did not have the ability to continually
reexamine participants’ status, the
purpose behind scrutinizing
applications and the comfort level
provided by such process, would be
undermined.

NSCC believes that the proposed rule
change is consistent with the
requirements of the Act and the rules
and regulations thereunder because it
will clarify the rules of NSCC relating to
the continuing standards required for
membership and NSCC's obligation to
safeguard securities and fund within its
control.

(B) Self-Regulatory Organization's
Statement on Burden on Competition
NSCC does not believe that the
proposed rule change will impact or
impose a burden on competition that is
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Executive Summary

As requested by the Department of
Treasury (Treasury), the National
Association of Securities Dealers,
Inc. (NASD®) provides members with
information from the Office of Foreign
Assets Control (OFAC) about per-
sons and entities identified as “Spe-
cially Designated Nationals and
Blocked! Persons.” Effective May 26,
1998, OFAC updated its master list,
adding the names of six individuals
and 21 entities who have been deter-
mined to play a significant role in
international narcotics trafficking cen-
tered in Colombia, or who have been
determined to act for or on behalf of,
or to be owned or controlled by other
specially designated narcotics traf-
fickers; adding the names of 62 enti-
ties which have been determined to
act for or on behalf of, or to be owned
or controlled by the Government of
Sudan; and removing the names of
two individuals previously designated
as specially designated narcotics
traffickers. In addition, OFAC issued
Burmese Sanctions Regulations that
prohibit new investment in Burma by
U.S. persons effective May 21, 1998.

Questions concerning this Notice
may be directed to OFAC’s Compli-
ance Hotline for financial institutions,
at (800) 540-6322.

Background

The U.S. government mandates that
all financial institutions located in the
United States, overseas branches of
these institutions and, in certain
instances, overseas subsidiaries of
the institutions comply with OFAC
regulations governing economic
sanctions and embargo programs
regarding the accounts and other
assets of countries identified as
threats to national security by the
President of the United States. This
always involves accounts and assets
of the sanctioned countries’ govern-
ments, and may also involve the
accounts and assets of individual

nationals of the sanctioned countries.
Also, these regulations prohibit unli-
censed trade and financial transac-
tions with such countries.

Under these regulations, financial
institutions must block identified
assets and accounts when such
property is located in the United
States, is held by U.S. individuals or
entities, or comes into the posses-
sion or control of U.S. individuals or
entities. The definition of assets and
property is very broad and covers
direct, indirect, present, future, and
contingent interests. In addition,
Treasury identifies certain individuals
and entities located worldwide that
are acting on behalf of sanctioned
governments, and that must be treat-
ed as if they are part of the sanc-
tioned governments.

OFAC may impose criminal or civil
penalties for violations of these regu-
lations. Criminal violations may result
in corporate and personal fines of up
to $1 million and 12 years in jail; civil
penalties of up to $275,000 per viola-
tion may also be imposed. To ensure
compliance, OFAC enlists the coop-
eration of various regulatory organi-
zations and asks the NASD to
remind its members about these reg-
ulations.

Foreign Assets Control
Regulations

OFAC currently administers sanc-
tions and embargo programs against
Libya, Iran, Irag, the Federal Repub-
lic of Yugoslavia (Serbia and Mon-
tenegro), Serb-controlled areas of
Bosnia and Herzegovina, Bosnian
Serb military and civilian leaders,
North Korea, Sudan, Syria, and Cuba.
In addition, OFAC prohibits certain
exports to the UNITA faction in Ango-
la; new investment in Burma (Myan-
mar); and transactions with
designated terrorists, foreign terrorist
organizations, and narcotics traffick-
ers.

July 1998
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Broker/dealers cannot deal in securi-
ties issued from these target coun-
tries and governments and must
block or freeze accounts, assets, and
obligations of blocked entities and
individuals when this property is in
their possession or control.

According to OFAC, broker/dealers
need to establish internal compliance
programs to monitor these regula-
tions. OFAC urges broker/dealers to
review their existing customer
accounts and the securities in their
custody to ensure that any accounts
or securities blocked by existing
sanctions are being treated properly.
Broker/dealers also should review
any other securities that may repre-
sent obligations of, or ownership
interests in, entities owned or con-
trolled by blocked commercial or
government entities identified by
OFAC.

Broker/dealers must report blockings
within 10 days by fax to OFAC’s
Compliance Division at (202) 622-
1657. Firms are prohibited from mak-
ing debits to blocked customer
accounts, although credits are autho-
rized. Blocked securities may not be
paid, withdrawn, transferred (even by
book transfer), endorsed, guaran-
teed, or otherwise dealt in.

NASD Notice to Members 98-50

OFAC has issued general licenses
authorizing continued trading on the
national securities exchanges on
behalf of blocked Cuban and North
Korean customer accounts under
conditions preserving the blocking of
resulting assets and proceeds. Sec-
ondary market trading with respect to
certain Yugoslav debt securities
issued pursuant to the “New Financ-
ing Agreement” of September 20,
1988, is also authorized; however,
certain restrictions and reporting
requirements apply.

List Of Sanctioned
Governments And Individuals
Whenever there is an update to its
regulations, an addition or removal of
a specifically designated national, or
any other pertinent announcement,
OFAC makes the information avail-
able electronically on the U.S. Coun-
cil on International Banking’s
INTERCOM Bulletin Board in New
York and the International Banking
Operations Association’s Bulletin
Board in Miami. The information also
is immediately uploaded onto Trea-
sury’s Electronic Library (TEL) on the
FedWorld Bulletin Board network
and is available through several
other government services provided
free of charge to the general public.

In addition, members can use the
NASD Regulation, Inc., Web Site
(www.nasdr.com) to link to OFAC’s
list of individuals and companies
subject to economic or trade sanc-
tions. OFAC’s Web Site contains
additional information that may be
helpful to members and may be
accessed directly (www.ustreas.gov/
treasury/services/fac/fac.htmi).
Members also may refer to NASD
Notices to Members 98-20, 98-8, 97-
87, 97-35, 97-4, 96-23, and 95-97.

NASD members are urged to review
their procedures to ensure compli-
ance with OFAC regulations.

Endnote

1 Blocking, which also may be called freez-
ing, is a form of controlling assets under U.S.
jurisdiction. While title to blocked property
remains with the designated country or
national, the exercise of the powers and priv-
ileges normally associated with ownership is
prohibited without authorization from OFAC.
Blocking immediately imposes an across-
the-board prohibition against transfers or
transactions of any kind with respect to the

property.

© 1998, National Association of Securities Dealers,
Inc. (NASD). All rights reserved.
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Executive Summary

On May 28, 1998, the National Adju-
dicatory Council (NAC) considered
two requests for exemptive relief
under Municipal Securities Rulemak-
ing Board (MSRB) Rule G-37(i). The
NAC'’s decisions are published below
in redacted form, pursuant to a publi-
cation policy that the NAC adopted,
described below.

Questions regarding this Notice
should be directed to Sharon Zackula,
Assistant General Counsel, Office of
General Counsel, NASD Regulation,
Inc., at (202) 728-8985.

Publication Policy

The NAC has decided to publish
each final NAC decision regarding
MSRB Rule G-37(i) in a redacted
form in a Notice. Key identifying
information will be redacted (e.g., the
name of the municipal finance pro-
fessional (MFP); the name of the
member firm; the name of the recipi-
ent of the contribution; the name of
the city, state, or governmental entity
that is the issuer; and other legal
names that would allow a reader to
identify the parties involved).

The publication policy will be subject
to exceptions on a case-by-case
basis. If the National Association of
Securities Dealers, Inc. (NASD®) is
apprised of particularly egregious
conduct, including, for example,
intentional conduct to evade the Rule
by the contributor/MFP or the firm’s
management, the NASD may decide
to identify fully some or all of the par-
ties and other specifics.

The NASD believes that its obligation
to further investor protection is ful-
filled by the publication of such deci-
sions, which will inform both the
public and the broker/dealer commu-
nity of the NASD’s enforcement of
MSRB Rule G-37. By publishing the
decisions, the investing public and
the broker/dealer community will

understand the rationale for such
decisions. The policy will encourage
firms to continue to maintain strict
supervisory and screening proce-
dures relating to political contribu-
tions by firm employees.

The first two decisions of the NAC
regarding MSRB Rule G-37 and sub-
ject to this policy are set forth below.
The NAC denied exemptive relief to
Firm A, referenced in Letter 1, which
was subject to a ban due to a $25
contribution. However, based on the
factors identified below, the NAC lift-
ed the remaining term of the ban for
Firm X, referenced in Letter 2. In
Firm X's case, the ban was triggered
by a $100 contribution.

© 1998, National Association of Securities Dealers,
Inc. (NASD). All rights reserved.
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Recent NAC Decisions Regarding MSRB Rule G-37(i) Exemptive Relief

Letter 1: Exemptive Relief Denied

Firm A
Address

Re: Firm A MSRB Rule G-37 Exemption Request

Dear Mr. M:

The National Adjudicatory Council (“NAC”) of NASD Regulation, Inc. (“NASD Regulation”) reviewed Firm A’s appeal
for exemptive relief on Date, and denied the request.

In reaching this determination, the NAC was particularly concerned that the timing of the contribution and other cir-
cumstances surrounding the contribution created the appearance of a link between the contribution and the potential
award of municipal securities business. Specifically, the Municipal Finance Professional (“MFP”) had personal knowl-
edge of a proposed Project, was aware as a member of the Project Board that implementation of the proposed
improvements included plans to issue a substantial amount of municipal bonds, based upon several public projections
for the proposed project, and had signed Firm A documentation that made him eligible to receive a finder’s fee for the
award of such business. In addition, the contribution was made to a City Council member who was one of a very
small number of City Council members who sat on the City Council’s subcommittee exercising jurisdiction over the
Project and who apparently was in a position to influence the award of business pertaining to a substantial municipal
securities offering for which Firm A was a candidate.

In these circumstances, the NAC concluded that it would be inconsistent with the purposes of Rule G-37 to grant the
requested exemption. Accordingly, the NAC denied the requested exemption. We note that the exemption request
suggested that the contribution in question should not be deemed to have been made by an MFP to an “official of an
issuer” as those terms are defined in Rule G-37. For purposes of this action, we assumed that the contribution would
trigger the prohibitions of the rule. Any interpretive questions concerning the application of Rule G-37, including those
identified in the request, should be addressed to the Municipal Securities Rulemaking Board.

The NAC granted the request for confidential treatment regarding the record generally, except that the decision of the
NAC will be published in redacted form in the NASD’s Notices to Members, and otherwise provided in redacted form
as requested. Key identifying information that may identify the actual parties or the issuer will be redacted (e.g., the
name of the MFP; the name of the member firm; the name of the recipient of the contribution; the name of the city,
state, or governmental entity that is the issuer; and other legal names that may allow a reader to identify the parties
involved).
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Letter 2: Exemptive Relief Conditionally Granted

Firm X
Address

Re: Firm X MSRB Rule G-37 Exemption Request

Dear Mr. N:

The National Adjudicatory Council (“NAC”) of NASD Regulation, Inc. (“NASD Regulation”) reviewed Firm X’'s appeal
for exemptive relief on Date, and granted it.

The contribution that was made by the Firm X Municipal Finance Professional (“MFP”) on Date, appears to have
been made inadvertently, was small, and was immediately returned. Moreover, there appears to have been no quid
pro quo sought by the making of the contribution by either the MFP or Firm X. Firm X acted both within the letter and
intent of the rule when confronted with the knowledge of the inadvertent contribution. When the contribution was
made, Firm X had very detailed policies in place regarding MSRB Rule G-37 and related rules. Upon discovering the
contribution had been made, Firm X voluntarily avoided initiation of any prohibited activity with the municipality in
guestion and took additional proactive steps to avoid any recurrence of any conduct that could trigger the MSRB Rule
G-37 ban on business.

Based upon the facts and circumstances set forth above, the NAC granted conditional exemptive relief to Firm X by
removing the ban on the municipal securities business activities described in MSRB Rule G-37(b) effective as of NAC
Meeting Date. The NAC concluded that exemptive relief from the two-year ban on municipal securities business was
consistent with the public interest, the protection of investors, and the purposes of the rule. In granting the relief, the
NAC did not conclude that a one-year and one-month ban was appropriate in the circumstances. Rather, the NAC
concluded that having the ban continue for any additional period beyond that period already served by Firm X would
be disproportionate to the conduct of Firm X and its MFP.

The NAC granted the request for confidential treatment regarding the record generally, except that the decision of the
NAC will be published in redacted form in the NASD’s Notices to Members, and otherwise provided in redacted form
as requested. Key identifying information that may identify the actual parties or the issuer will be redacted (e.g., the
name of the MFP; the name of the member firm; the name of the recipient of the contribution; the name of the city,
state or governmental entity that is the issuer; and other legal names that may allow a reader to identify the parties
involved).
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Executive Summary

On April 17, 1998, in Release No.
34-39883, the Securities and
Exchange Commission (SEC)
approved an amendment to National
Association of Securities Dealers,
Inc. (NASD®) Rule 3010 to require
members to establish special super-
visory procedures, including the tape
recording of conversations, when
they have hired more than a speci-
fied percentage of registered persons
from certain firms that have been
expelled or that have had their bro-
ker/dealer registrations revoked for
violations of sales practice rules (the
Taping Rule or Rule).! The new
Rule will be effective on August 17,
1998. The text of the new Rule and
the Federal Register version of the
SEC release are attached.

Interpretive questions concerning the
new Rule should be directed to Mary
Revell, Associate General Counsel,
NASD Regulation, Inc., at (202) 728-
8203. Questions concerning compli-
ance with the new Rule should be
directed to Susan Lang, Senior
Research Analyst, Department of
Member Regulation, NASD Regula-
tionsV, at (202) 728-6969. Members
should submit reports required by the
Taping Rule to Compliance, Depart-
ment of Member Regulation, NASD
Regulation, 1735 K Street, N.W.,
Washington, D.C. 20006.

Background

The Taping Rule was developed to
respond to two issues. First, it
responds to concerns expressed in
the Joint Regulatory Sales Practice
Sweep (Sweep) Report 2 regarding
the need for heightened supervision
of certain registered representatives
with troubled regulatory and compli-
ance records. The Rule also
addresses the particular problems
that occur when a firm hires a large
number of individuals who formerly
worked at a firm that has been
expelled or has had its registration

revoked and where they were inade-
quately supervised and trained.

The NASD initially published the
Taping Rule for comment in Notice to
Members 96-59. NASD Regulation
revised the proposal in response to
the 42 comment letters that were
received, and filed the proposed Tap-
ing Rule with the SEC for approval in
September 1997.

The SEC published notice of the pro-
posed Taping Rule and one amend-
ment to the Rule in the Federal
Register in December 1997. The
SEC received one comment letter on
the proposed Rule. The SEC
approved the proposed Rule, as
amended, and Amendment No. 2 to
the proposed Rule on April 17, 1998.

The text of the new Taping Rule is
set forth below. For a complete
description of the history of the Rule,
members should review in detail the
attached Federal Register version of
the SEC release.

Taping Rule

The Taping Rule will apply whenever
a specified percentage of a member
firm’s sales force is comprised of reg-
istered persons who were employed
within the last three years by a firm
that has been expelled from mem-
bership in a securities industry self-
regulatory organization or has had its
registration as a broker/dealer
revoked by the SEC (a Disciplined
Firm). The requisite percentage
varies depending on the size of the
firm, from 40 percent for a small firm
to 20 percent for a larger firm. The
firm must establish the required
supervisory procedures within 30
days of receiving notice from NASD
Regulation, or obtaining actual
knowledge, that it is subject to the
provisions of the Rule.

Under the Taping Rule, if the requi-
site percentage of a member’s sales
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force previously was employed by a
Disciplined Firm, the member will be
required to adopt special written pro-
cedures to supervise the telemarket-
ing activities of all of its registered
persons. The procedures require, at
a minimum, that the member tape
record all telephone conversations
between all of its registered persons
and both existing and potential cus-
tomers for a period of two years. The
measures required by the Rule are
designed to prevent a reoccurrence
of sales practice abuse or other cus-
tomer harm that caused the Disci-
plined Firm to be expelled or have its
registration revoked.

The Rule requires that firms ensure
that they tape record any means of
telecommunications that is regularly
used by registered persons to com-
municate with customers. In connec-
tion with this requirement, firms
should ensure that the means of
telecommunications used is capable
of being taped. If, for example, regis-
tered persons use cellular phones on
a regular basis to call customers,

and it is not possible to tape record
cellular telephone conversations, a
firm should prohibit the use of cellular
telephones for communicating with
customers. On the other hand, the
occasional use of a cellular tele-
phone where warranted for other
business reasons would not be pro-
hibited.

The Rule also requires firms subject
to the taping requirement to establish
reasonable procedures for reviewing
tape recordings to ensure compli-
ance with securities laws and NASD
rules, to submit reports to the NASD
on their supervision of telemarketing,
and to retain and catalog the tapes.
NASD Regulation believes that, in
adopting review procedures reason-
ably designed to comply with this
requirement, members generally
would be expected to:

¢ specify the minimum percentage of

NASD Notice to Members 98-52

tape recordings that must be
reviewed and how the review will
be conducted, or, if a random
review is utilized, specify how the
random review will be conducted;

¢ identify one or more senior persons
at the firm with appropriate knowl-
edge and training to review the
tape recordings;

* identify how the supervisory review
will be conducted and documented;

* consider the complaint and overall
disciplinary history, if any, of regis-
tered persons whose telephone
conversations are being recorded
in establishing the review proce-
dures and specifying the minimum
percentage of tape recordings that
must be reviewed (with particular
emphasis on complaints regarding
telemarketing);

* maintain records documenting how
and when tape recordings are
reviewed; and

* monitor to ensure that the proce-
dures are being implemented and
complied with.

The factors above are not exclusive
and members must consider all
appropriate factors when developing
their review procedures and imple-
menting their supervisory reviews.

In complying with the Taping Rule,
members must comply with federal
and state civil and criminal statutes
governing the tape recording of con-
versations. Each state has a statute
governing wiretapping; there also is
a federal statute governing wiretap-
ping and electronic surveillance.3
The federal statute and the majority
of the state statutes permit taping of
telephone conversations with the
consent of one party (one-party
statutes);* a minority of state statutes
require the consent of all parties to
the conversation (two-party

statutes).> Three issues arise from
the proposed Rule: what is neces-
sary to comply with one-party
statutes; what is necessary to com-
ply with two-party statutes; and how
to comply where a conversation
occurs between a person in a one-
party state and a person in a two-
party state.

The question of which state law
applies when a conversation occurs
between a person in a one-party
statute state and a person in a two-
party statute state is an open issue
that depends on the individual laws
of each state and the individual facts.
Firms would be required to indepen-
dently determine that state laws are
satisfied. The best practice in each
case would be for member firms to
notify their registered persons and
customers that their telephone calls
are being tape recorded.

While each firm is responsible for
complying with the Taping Rule,
NASD Regulation will provide firms
with all of the information they need
to determine if they are subject to the
requirements of the Rule. NASD
Regulation will make a monthly
determination of which firms are sub-
ject to the Rule. NASD Regulation
will then notify each firm that is sub-
ject to the Rule and that it has 30
days to establish the supervisory
procedures required by the Rule.
NASD Regulation also will compile
and maintain a list of firms that met
the definition of “Disciplined Firm”
within the last three years that will be
placed on the NASD Regulation Web
Site (www.nasdr.com). A copy of the
initial list is attached to this Notice.

NASD Regulation believes that firms
should be able to rely on the accura-
cy of the information provided to
them. Firms that are notified by
NASD Regulation that they are sub-
ject to the Rule must establish the
procedures required by the Rule.
Firms that do not receive this notifi-
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cation are not required to establish
the special supervisory procedures.
However, if a firm has actual knowl-
edge, inconsistent with the informa-
tion relied upon by NASD
Regulation, that it is subject to the
Rule, NASD Regulation anticipates
that the firm will be disciplined for fail-
ure to comply with the Rule.

Finally, any member required to
adopt these procedures may seek an
exemption from the requirement.
NASD Regulation may grant an
exemption upon a satisfactory show-
ing that the member’s supervisory
procedures ensure compliance with
applicable securities laws and regu-
lations and NASD rules. Members
should follow the procedures detailed
in the Rule 9600 Series when seek-
ing an exemption.

Text Of Amendments To Rule
3010

(Note: New language is underlined; deletions
are bracketed.)

Rule 3010. Supervision
(a) No change

(b) Written Procedures

(1) No change

(2) Tape recording of conversations

this paragraph within 30 days of
receiving notice from NASD Requla-

e A firm with at least five but fewer
than ten registered persons, where

tion or obtaining actual knowledge
that it is subject to the provisions of

this paragraph.

(iii) The procedures required by this
paragraph shall include tape-record-

40% or more of its registered per-
sons have been employed by one
or more Disciplined Firms within
the last three years;

e A firm with at least ten but fewer

ing all telephone conversations
between the member’s reqgistered
persons and both existing and poten-

than twenty reqistered persons,
where four or more of its reqgistered
persons have been employed by

tial customers.

(iv) The member shall establish rea-
sonable procedures for reviewing the

one or more Disciplined Firms with-
in the last three years;

¢ A firm with at least twenty regis-

tape recordings made pursuant to
the requirements of this paragraph to

tered persons, where 20% or more
of its registered persons have been

ensure compliance with applicable
securities laws and regulations and

employed by one or more Disci-
plined Firms within the last three

applicable rules of this Association.
The procedures must be appropriate
for the member’s business, size,
structure, and customers.

(v) All tape recordings made pur-
suant to the requirements of this
paragraph shall be retained for a
period of not less than three years
from the date the tape was created,

years.

(ix) For purposes of this Rule, the
term “registered person” means any
person registered with the Associa-
tion as a representative, principal, or
assistant representative pursuant to
the Rule 1020, 1030, 1040, and
1110 Series or pursuant to Municipal
Securities Rulemaking Board

the first two years in an easily acces-

(“MSRB”) Rule G-3.

sible place. Each member shall cat-
alog the retained tapes by reqistered

(x) For purposes of this Rule, the

person and date.

(vi) Such procedures shall be main-

term “disciplined firm” means a mem-
ber that, in connection with sales
practices involving the offer, pur-

tained for a period of two years from

chase, or sale of any security, has

the date that the member establishes

been expelled from membership or

the procedures required by the provi-

participation in any securities indus-

(i) Each member that either is noti-
fied by NASD Regulation or other-

sions of this paragraph.

(vii) By the 30th day of the month fol-

try self-requlatory organization or is
subject to an order of the Securities
and Exchange Commission revoking

wise has actual knowledge that it

lowing the end of each calendar

meets one of the criteria in para-

quarter, each member firm subject to

graph (b)(2)(viii) relating to the
employment history of its registered

the requirements of this paragraph

its registration as a broker/dealer.

(xi) Pursuant to the Rule 9600

shall submit to the Association a

persons at a Disciplined Firm as

report on the member’s supervision

Series, the Association may exempt
any member unconditionally or on

defined in paragraph (b)(2)(x) shall

of the telemarketing activities of its

specified terms and conditions from

establish, maintain, and enforce spe-

reqgistered persons.

cial written procedures for supervis-
ing the telemarketing activities of all

(viii) The following members shall be

the requirements of this paragraph
upon a satisfactory showing that the
member’s supervisory procedures

of its registered persons.

(i) The member must establish the

required to adopt special supervisory

ensure compliance with applicable

procedures over the telemarketing

securities laws and requlations and

activities of their registered persons:

applicable rules of the Association.

supervisory procedures required by
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(3)[(2)]No change to text
(A)I(3)] No change to text

(c) through (g) No change

Text Of Amendments To Rule
9610

(Note: New language is underlined.)

Rule 9600. Procedures for
Exemptions

Rule 9610. Application
(a) File With General Counsel

A member seeking an exemption
from Rule 1021, 1022, 1070, 2210,
2340, 2520, 2710, 2720, 2810, 2850,
2851, 2860. Interpretive Material
2860-1, 3010(b)(2), 3350, 11870, or
11900, Interpretive Material 2110-1,
or Rule G-37 shall file a written appli-
cation with the appropriate depart-
ment or staff of the Association and
provide a copy of the application to
the Office of General Counsel of
NASD Regulation.

Disciplined Firmsse

A. R. Baron & Co., Inc.

Banc Street Securities, Inc.
Beacon Securities, Inc.
Capital Investment Managers, Inc.
Coastline Financial, Inc.
Escalator Securities, Inc.
Euro-Atlantic Securities Inc.
F.N. Wolf & Co., Inc.
Feltman & Co.

H. L. Camp & Company, Inc.

NASD Notice to Members 98-52

Hibbard Brown & Co., Inc.

Jaron Equities Corp.

Johnston Kent Securities, Inc.
Kinlaw Securities Corporation

L. C. Wegard & Co., Inc.

M. H. Novick & Co., Inc.

M. Rimson & Co., Inc.

M.G.S.I. Securities, Inc.

Penn Capital Financial Services, Inc.
Prime Investors, Inc.

Retirement Investment Group
Selheimer & Co.

Shaner & Company, Inc.

Stratton Oakmont Inc.

Townsley Associates & Company,
Inc.

U.S. Securities Corporation of
Washington, D.C.

Westcap Securities, L.P.

Endnotes

163 FR 20232 (April 23, 1998). See also
correction in Release No. 34-39883A (April
23,1998), 63 FR 24202 (May 1, 1998).

2 staffs of the NASD, New York Stock
Exchange (NYSE), North American Securi-
ties Administrators Association (NASAA),
and the Office of Compliance Inspections
and Examinations, SEC, Joint Regulatory
Sales Practice Sweep: A Review of the
Sales Practice Activities of Selected Regis-
tered Representatives and the Hiring, Reten-
tion, and Supervisory Practices of the
Brokerage Firms Employing Them (March
1996). The Sweep was an initiative involv-
ing the staffs of the NASD, the SEC, the
NYSE, and representatives of NASAA to
review the sales practice activities of select-
ed registered representatives and the hiring,
retention, and supervisory practices of the
brokerage firms employing them in order to

identify possible problem registered repre-
sentatives, review their sales practices, and
assess whether adequate hiring, retention,
and supervisory mechanisms were in place.
The Sweep Report was released on March
18, 1996.

318 U.S.C. § 2519 et seq.

41n one-party statute states, the only issue
is whether the registered person knows of
and consents to the tape recording. The
recording requirement would run to the firm,
and the equipment would be the firm's.
Therefore, it would be necessary for the firm
to ensure that the person has notice and
consents to the tape recording of his or her
telephone conversations. This could be
accomplished through a clause in an
employment agreement or employee hand-
book or other written notice to the registered
person.

S1n two-party statute states, it would be nec-
essary to insert on the firm'’s telephone line a
recording stating that all telephone conver-
sations are being taped, similar to customer
service lines in other industries. Some
states require a system of beeps or buzzers
that sound throughout the conversation.
Some states also have a “business use
exception” to the two-party statute consent
requirement, but it is worded and applied dif-
ferently in each state.

8 This list is comprised of firms that were dis-
ciplined within the last three years and was
compiled based on information available as
of June 15, 1998.

© 1998, National Association of Securities Dealers,
Inc. (NASD). All rights reserved.
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however, if more than six years have
elapsed from the transaction,
occurrence, or event giving rise to the
claim, under Rule 10304 of the Code,
the claim will not be eligible for
submission to arbitration.!! All claims
involving general securities broker/
dealers will continue to be accepted for
arbitration consistent with past practice.
Claims previously submitted that the
Office has already declined to arbitrate
under the old policy cannot be
resubmitted under the policy being
announced herein.

2. Statutory Basis

NASD Regulation believes that the
proposed rule change is consistent with
the provisions of Section 15A(b) (6) of
the Act 12 in that eliminating a barrier to
the arbitration of disputes involving
exempted securities, public customers
and members will have access to a fair,
efficient, and cost-effective forum for
the resolution of such disputes.

B. Self-Regulatory Organization's
Statement on Burden on Competition

The NASD does not believe that the
proposed rule change will impose any
inappropriate burden on competition.

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

No written comments were either
solicited or received.

II1. Date of Effectiveness of the
Proposed Rule Change and Timing for
Commission Action

Within 35 days of the 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 (i) as to
which the self-regulatory organization
consents, the Commission will: |

(A) by order approve the proposed
rule change, or

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

IV. Solicitation of Comments

Interested persons are invited to
submit written data, views, and
arguments concerning the foregoing,

"' NASD Regulation notes that it has a proposed
amendment to Rule 10304, rule filing SR-NASD-
97-44, pending approval with the SEC. Under the
proposed rule change all claims are presumed to be
eligible: however, the presumption can be overcome
if the respondent challenges the claim on the basis
that more than six years have elapsed since the act
or occurrence giving rise to the claim.

1215 U.S.C. 78--3.

including whether the proposed rule
change is consistent with the Act.
Persons making written submissions
should file six copies thereof with the
Secretary, Securities and Exchange
Commission, 450 Fifth Street, N.W.,
Washington, D.C. 20549. 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 inspection and copying at
the Commission’s Public Reference
Room. Copies of such filing will also be
available for inspection and copying at
the principal office of the NASD. All
submissions should refer to File No.
SR-NASD-98-04 and should be
submitted by May 14, 1998,

For the Commission, by the Division of

Market Regulation, pursuant to delegated
authority.!3

Margaret H. McFarland,

Deputy Secretary.

[FR Doc. 98-10754 Filed 4-22-98; 8:45 am]
BILLING CODE 8010-01-M

SECURITIES AND EXCHANGE
COMMISSION

[Release No. 34-39883; File No. SR-NASD-
97-69]

Self-Regulatory Organizations; Order
Granting Approval of Proposed Rule
Change, as Amended, and Notice of
Filing and Order Granting Accelerated
Approval of Amendment No. 2 to the
Proposed Rule Change by the National
Association of Securities Dealers, Inc.
Relating to the Tape Recording of
Conversations

April 17, 1998.

I. Introduction

On September 12, 1997, the National
Association of Securities Dealers, Inc.
("NASD"), through its regulatory
subsidiary NASD Regulation, Inc.
(“"NASD Regulation”) filed with the
Securities and Exchange Commission
{("SEC" or "Commission’’) a proposed
rule change pursuant to Section 19(b)(1)
of the Securities Exchange Act of 1934
("Act”).t and Rule 19b-4 thereunder.2
In this filing, NASD Regulation
proposed amendments to Rule 3010 to

1317 CFR 200.30-3(a)(12).
115 U.S.C. 78s(b)(1).
217 CFR 240.19b-4.

require the tape recording of
conversations where members hire more
than a specified percentage of registered
persons from certain firms that have
been expelled or that have had their
broker/dealer registration revoked for
violations of sales practices rules. The
proposed rule change also includes a
conforming rule change to Rule 9610.
Notice of this proposed rule change was
published in the Federal Register on
December 3, 1997 {as amended, the
“Notice").3 The Commission received
one comment letter, which expressed
concerns about using tape recording as
a method of supervision, in response to
the Notice. On March 9, 1998, NASD
Regulation filed Amendment No. 2 with
the Commission.5 This order approves
the rule change, as amended, and grants
accelerated approval of Amendment No.
2 to the rule change.

II. Background

At its meeting in July 1996, the NASD
Regulation Board of Directors
authorized the staff to issue a Notice to
Members soliciting comment on
proposed changes to NASD supervisory
Rule 3010 to require the tape recording
of telephone conversations of registered
representatives in certain
circumstances. The Rule was developed
both to respond to concerns expressed
in the Joint Regulatory Sales Practice
Sweep (""Sweep ") Report regarding the

3 See Securities Exchange Act Release No. 39361
{(November 26, 1997), 62 FR 64422 (File No. SR-
NASD-97-69). Amendment No. | to the proposed
rule filing was filed on November 12, 1997. The
changes contained in this amendment were
included in the Notice. See Letter from Mary N.
Revell, Associate General Counsel, NASD
Regulation, to Katherine A. England. Assistant
Director, Division of Market Regulation,
Commission (November 17, 1997).

4 See Letter frum R. Gerald Baker, Securities
Industry Association ("SIA™), to Jonathan G. Katz,
Secretary, Commission, dated February 11, 1998.

5 See letter from Mary N. Revell, Associate
General Counsel, NASD Regulation, to Katherine A.
England, Assistant Director, Office of Market
Supervision, Division of Market Regulation (March
9, 1998). In Amendment No. 2, NASD Regulation:
(1) Applies the proposal to firms that have a work
force comprised of a specified number of registered
persons who were employed by a “disciplined
firm" within the last three years instead of two
years: (2) requires firms to establish special
procedures to supervise the telemarketing activities
of registered persons instead of registered
representatives; (3) amends the definition of
registered persons to include those persons who
register as municipal securities principals or
representatives pursuant to Muricipal Securities
Rulemaking Board Rule G~3; and (4) provides
guidance on what would constitute “‘reasonable
procedures for reviewing the tape recordings made
pursuant to the requirements of " the taping rule in
a Notice to Members announcing approval of the
rule.

6 Staffs of the NASD, New York Stock Exchange
("NYSE"). North American Securities
Administrators Association {("NASAA"). and the
Office of Compliance Inspections and
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need for heightened supervision of
certain registered representatives with
troubled regulatory and compliance
records and also to address the
particular problems that occur when a
firm hires a larger number of
individuals who formerly worked at a
firm that has been expelled or has had
its registration revoked (a “'Disciplined
Firm”) where they were inadequately
supervised and trained.

NASD Regulation stated in its filing
that one of the key findings of the
Sweep Report concerned the
willingness of some firms to employ
registered representatives with a history
of disciplinary actions or customer
complaints.? Based on this finding, the
Working Group collectively
recommended that firms that hire
registered representatives with a recent
disciplinary history involving sales
practice abuse or other customer harm
should implement special supervisory
procedures tailored to the individual
registered representative, which include
a heightened level of scrutiny of the
registered representative’s activities by
his or her supervisor, for a period of
time.8 The Sweep Report recommended
that, if firms fail to establish such
special supervisory procedures, the self-
regulatory organizations (""SROs")
should consider revising their rules to
specifically require that registered
representatives with a recent history of
disciplinary actions involving sales
practice abuse or other customer harm
be placed under special supervision by
the firm for a period of time.

NASD Regulation and the NYSE have
issued a memorandum discussing the
Sweep Report and providing guidance
on actions firms could take to provide
heightened supervision of problem
registered representatives.? While the
special procedures designed to provide
a heightened level of supervision
recommended by the Sweep Report and
described in the NASD/NYSE

Examinations, SEC, Joint Regulatory Sales Practice
Sweep: A Review of the Sales Practice Activities of
Selected Registered Representatives and the Hiring.
Retention, and Supervisory Practices of the
Brokerage Firms Employing Them (March 1996).
The Sweep was an initiative involving the staffs of
the NASD, the SEC, the NYSE. and representatives
of the NASAA (collectively. the "Working Group')
to review the sales practice activities of selected
registered representatives and the hiring. retention,
and supervisory practices of the brokerage firms
employing them in order to identify possible
problem registered representatives, review their
sales practices. and assess whether adequate hiring,
retention, and supervisory mechanisms are in place.
The Sweep Report was released on March 18, 1996.

7 The current proposal focuses on the disciplinary
history of the firm that formerly employed the
registered representative.

8]d. at ii. iv.

9NASD Notice of Members 97-19 (April 1997):
NYSE Information Memo 97-20 (April 15, 1997).

memorandum may provide adequate
supervision of associated persons in
most circumstances. NASD Regulation
proposes to adopt specific procedures in
certain situations in order to provide the
level of supervision required by Rule
3010.

NASD Regulation proposes to amend
NASD Rule 3010 to require firms that
hire a specified number of individuals
from Disciplined Firms to tape-record
telephone conversations between their
registered persons and existing and
potential customers. The proposed Rule
would apply when a firm hires a
substantial number of registered persons
from a firm or firms that have been
expelled or had their registrations
revoked for sales practice abuse. The
measures are designed to preventa
reoccurrence of sales practice abuse or
other customer harm that caused the
Disciplined Firm to be expelled or have
its registration revoked. The propcsal is
similar to an interpretation adopted by
the National Futures Association
("NFA”) in 1993 to combat abusive cold
calling.'® The NFA's interpretation is
discussed below.

A. Notice to Members 96-59 and
Original Proposal

In its filing with the Commission,
NASD Regulation described Notice to
Members 96-59 (“NTM 96-59"), which
contained the original proposed Rule
(“original proposal’ or “'original
Rule”).1! NASD Regulation's original
proposal captured a broader swath of
firms. It would have been triggered
whenever a significant portion of a
member's work force was comprised of
associated persons who formerly were
employed by a Disciplined Firm or
firms or when the firm itself was a
Disciplined Firm. The original proposal
defined a Disciplined Firm, for purposes
of the Rule, as one that had been
disciplined (e.g., expelled, suspended.
or enjoined) by a regulatory entity. an
SRO, or a court within the previous five
years for telemarketing or sales-practice
abuses in connection with the
solicitation, offer, or sale of securities.

NASD Regulation's original proposal
also stated that if more than 20 percent
of a member's sales force of associated
persons previously were employed by a
Disciplined Firm, the member would
have been required to adopt special
written procedures to supervise the
telemarketing activities of its associated
persons. Firms that were themselves

10 See Letter from Lynn K. Gilbert, Deputy
Director, Commodity Futures Trading Commission,
to Daniel . Roth. General Counsel. NFA (January
19, 1993).

11 See Notice to Members 96-59 (September
1996).

Disciplined Firms also would have been
required to adopt these procedures. The
procedures would have required, at a
minimum, that the employer member
tape record all telephone conversations
between all of its associated persons and
both existing and potential customers,
and maintain these procedures for two
years. For each firm that was itself a
Disciplined Firm, at the end of the two-
year period. NASD Regulation would
have conducted an evaluation to
determine whether, and for how long,
the firm would continue to be subject to
the requirements of the Rule. The Rule
also would have required firms subject
to the taping requirement to review the
tapes periodically to ensure compliance
with securities laws and NASD rules, to
submit reports to NASD Regulation on
their supervision of telemarketing
activities, and to retain and index the
tapes.

B. Comments and Response on the
Original Proposal

NASD Regulation received 42
comment letters in response to its initial
Notice to Members.12 Of the 42

12 NASD Regulation received the following
comment letters: (1) Letter from Brian C.
Underwood. A.G. Edwards & Sons. Inc.
("Edwards""), dated October 31, 1996; (2) Letter
from Kevin P. Howe, American Express Financial
Advisors ("AEFA"). dated October 31, 1996; (3)
Letter from G. Thomas Mitchell, Aurora Insurance
and Securities. Inc. ("Aurora”), dated October 10,
1996; (4) Letter from Jerome Snyder, Barington
Capital Group, L.P. ("Barington”). dated October 23,
1996; (5) Letter from Leslie D. Smith, Berthel Fisher
Company ("Berthel”), dated October 25, 1996; (6)
Letter from Walter . Miller, Capital Growth
Planning, Inc. ("Capital”). dated September 24,
1996; (7) Letter from Sanford D. Greenberg,
Chatfield Dean & Co. ('Chatfield Dean"}, dated
October 31, 1996: (8) Letter from Neil Lawrence
Lane, Citicorp Investment Services ("CIS"), dated
October 31, 1996: (9) Letter from David ]J. Master,
Coastal Securities ("Coastal’’), dated October 31.
1996: (10) Letter from John Polanin, Jr., Cowen &
Company {“Cowen"), dated November 7, 1996; (11)
Letter from Richard L. Sandow, Cullum & Sandow
Securities, Inc. {"Cullum™), dated October 17, 1996;
(12) Letter from Gregg Thaler. Duke & Company.
Inc. ("Duke I""). dated October 10, 1996: (13) Letter
from William Rotholz, Duke & Company, Inc.
("Duke II'"), dated October 29, 1996; (14) Letter from
Shannon Braymen, Duncan-Smith Securities, Inc.

{ 'Duncan-Smith"), dated October 22, 1996; (15)
Letter from James H. Pyle et al., E.E. Powell &
Company, Inc., dated October 21, 1996; (16) Letter
from Nancy K. Port, Equity Services, Inc. ("ESI"),
dated October 30, 1996; (17) Letter from Rick
Fetterman, Fetterman Investments, Inc.. dated
October 1, 1996: (18) Letter from Herbert O. Sontz,
GKN Securities {"GKN"). dated October 31, 1996;
(19) Letter from Lawrence E. Wesneski, Hoak
Breedlove Wesneski & Co. ('Hoak™"), dated October
21.1996: (20) Letter from Cabell B. Birdsong,
Investors Security Company. Inc. ("ISC"), dated
October 22, 1996; (21) Letter from David A. Rich,
Jefferies & Company, Inc., dated November 8. 1996;
(22) Letter from Thomas P. Koutris, John Hancock
Distributors, Inc.. dated September 23, 1996; (23)
Letter from A.E. Monahan, Keystone Capital
Corporation ("Keystone"). dated October 7, 1996:

Continued
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comment letters, 39 were opposed to the
proposal, including those filed by the
Securities Industry Association. Lehman
Brothers, Merrill Lynch, Morgan
Stanley, and Smith Barney. NASD
Regulation stated that most of the
commenters supported the NASD's
objective in proposing the taping Rule
and agreed that firms should be
discouraged from recruiting groups of
registered persons from a Disciplined
Firm, however, they did not believe that
tape recording of conversations was an
appropriate regulatory requirement and
feared that regulators will require even
more comprehensive tape recording in
the future.

The definition of a Disciplined Firm is
too broad: NASD Regulation stated that
many of the commenters believe the
definition of a Disciplined Firm in the
original Rule was too broad. For
example, the original definition would
have included a firm that was the
subject of an injunction for a technical
or inadvertent violation of state law or
as the result of a consensual injunction
involving only a fraction of the firm'’s
business and employees. NASD
Regulation responded by narrowing the
definition of a Disciplined Firm to
include firms that have been expelled
from membership in a securities
industry SRO or that have had their

(24) Letter from Pau! B. Uhlenhop, Lawrence,
Kamin, Saunders & Uhlenhop {Lawrence,
Kamin"}, dated October 29, 1996; (25) Letter from
Kathryn S. Reinmann, Lehman Brothers Inc.
("Lehman’). dated October 31, 1996; (26) Letter
from Kenneth S. Spirer, Merrill Lynch, Pierce,
Fenner & Smith ("*Merrill Lynch”). dated November
14, 1996: (27) Letter from Jack G. Levin,
Montgomery Securities {"Montgomery"’}, dated
January 16, 1997; (28) Letter from Frederick W.
Bogdan, Morgan Stanley & Co.. Incorporated
(""Morgan Stanley"}, dated October 30, 1996 (29)
Letter from Dennis S. Kaminski. Mutual Service
Corporation ("MSC"), dated October 29, 1996; (30)
Letter from Richard Berenger, Nathan & Lewis
Securities, Inc. (""Nathan & Lewis"), dated October
18, 1996: (31) Letter from Douglas L. Dunahay.
Neidiger/Tucker/Bruner Inc. ("Neidiger"}, dated
October 29, 1996; (32) Letter from Edward T. Borer,
Philadelphia Corporation ("PC"), dated October 17,
1996: (33) Letter from Michael Flannigan, Protective
Group Securities Corporation ("PGSC"). dated
September 24, 1996; (34) Letter from Robert A.
Fitzner, Jr., RAF Financial Corporation {"RAF"),
dated October 29, 1996: (35) Letter from Glen F.
Hackmann, Robert W. Baird & Co.. Incorporated
('Baird™). dated October 31, 1996: (36) Letter from
Douglas F. Schofield, Schofield Investments, Inc..
dated September 18. 1996; (37) Letter from Richard
O. Scribner, Allen B. Holeman, and C. Evan
Steward, SIA, dated November 4. 1996; (38) Letter
from Dov S. Schecter, Smith Barney Inc. ("Smith
Barney"). dated October 31, 1996; (39) Letter from
Patrick G. Haayes. Stratton Oakmont, Inc.
("Stratton”), dated October 30. 1996; (40} Letter
from Walter H. Schlobohm. dated February 10,
1997; (41) Letter from John Maceranka, The
Windmill Group. Inc.. dated September 28, 1996:
and (42) Letter from Stanley J. Allen Jr.. Yee,
Desmond, Schroeder & Allen, Inc. ("Yee"). dated
October 28, 1996.

registration revoked by the SEC due to
telemarketing or sales practice abuses.

The Rule is too broad with respect to
the individuals included in the
percentage calculation and the time
frame: NASD Regulation stated that
commenters complained the Rule was
too broad in several respects. First,
commenters said the Rule would target
firms and individuals for the actions of
other firms and individuals of which
they had no knowledge or control 13
Second, the commenters criticized the
Rule’s application to all individuals that
had ever been employed by a
Disciplined Firm in the calculation of
the percentage that would trigger the
special supervisor procedures.!4
Finally, NASD Regulation stated that
commenters believed the Rule should be
limited to personnel who have contact
with customers, such as registered
representatives, and should exclude
clerical and ministerial employees from
both the 20% calculation and the taping
requirement.!5

In response, NASD Regulation
narrowed the scope of the original Rule
to apply only to firms that hire a
specified percentage of individuals who
were employed at a Disciplined Firm
within the last three years. NASD
Regulation also limited the individuals
calculated in the percentage to register
persons, leaving out clerical and
ministerial personnel. Also, NASD
Regulation limited the persons subject
to the taping requirement to registered
representative in conversations with
both existing and potential customers.

The Rule does not achieve the stated
purpose: NASD Regulation noted that
several commenters questioned whether
the original Rule goes beyond the scope
of the Sweep Report and would be
effective in achieving the Sweep Report
recommendations because taping is not
an effective means of supervising sales
efforts. 16

NASD Regulation responded by
emphasing that the taping requirement
is being restricted to particularly
egregious situations. They stated their
concern that when a firm hires high
percentages of employees from firms
that have been expelled by an SRO or
that have had their registration revoked
by the Commission, these groups of
employees are unlikely to have been
trained or supervised adequately. In

13 See, e.g.. letters from Lehman and Morgan
Stanley.

4 See, e.g.. letters from Edwards. Morgan Stanley.
Nathan & Lewis, PC, SIA, and Stratton.

15 See, e.g.. letters from Edwards, Barington,
Chatfield Dean, Cullum, Duke II, ESI. ISC, Morgan
Stanley, Baird, and Stratton.

16 See. e.g.. letters from CIS, Duke II, ESI, Lehman,
Merrill Lynch, MSC, Nathan & Lewis, and SIA.

addition. NASD Regulation stated its
belief in the in terrorem effect of
recording telephone conversations to
deter sales practice abuses. Finally, the
NASD believes the Rule directly
addresses the issues raised when a firm
hires a high percentage of individuals
who were employed by a Disciplined
Firm where they were inadequately
trained and supervised.

The costs of the Rule are too great:
The NASD noted that some commenters
expressed concerns that the costs of the
original Rule would be too high,
considering the limited benefits of the
Rule. The commenters also stated that
the Rule would have a disproportionate
effect on small firms.!7

The NASD stated that its narrowing of
many aspects of the Rule would result
in lower compliance costs. Specifically,
in the revised proposal. the NASD
exempted firms with five or fewer
registered persons from the Rule and
tiered the structure for determining the
percentage of employees that trigger the
taping requirement so that smaller firms
would have to hire 30% or more of their
registered persons from Disciplined
Firms before they would trigger the
requirement. In addition, the NASD
stated that by narrowing the definition
of a Disciplined Firm, fewer firms will
be subject to the taping requirement.!8
Finally, with respect to certain practical
compliance difficulties, the NASD
agreed to provide firms with all the
relevant information they need to
determine whether they are in
compliance with the Rule.

Privacy concerns: The NASD stated
that many commenters felt the original
Rule would invade the privacy of both
a firm’s customers as well as the firm’s
registered representatives, which would
be unfair to both firms and registered
representatives that did not have
disciplinary histories. Commenters also
believe that the Rule would conflict
with federal and state wiretapping laws.
Finally, they are concerned that the

'7The commenters stated that small firms would
be disproportionately effected both in the cost of
taping and in the numbers of firms likely to become
subject to the threshold percentage of 20%. See
letters from Capital, Cowen, Duncan-Smith. Hoak,
SIA. and Yee.

18 The NASD revised the definition of Disciplined
Firm to include only expelled and revoked firms in
order to focus, at least initially, on the most
egregious cases with the greatest'supervisory and
disciplinary problems. For the two-year period
1995-1996, 14 firms met the definition of
Disciplined Firm: 4 firms were expelled from SRO
membership and 10 had their registrations revoked.
This approach is similar to the one taken by the
NFA., and will allow the NASD to gain experience
with the implementation of the Rule before it
considers expanding the definition of Disciplined
Firm to include firms that have been suspended
from SRO membership or from SEC registration.
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Rule does not restrict the accessibility
and manner in which the tapes may be
used. !9

As stated above, because the Rule has
been revised to address only the most
egregious situations, the impact on
privacy will be minimized. Also, upon
approval, NASD Regulation will inform
NASD members that, in complying with
this Rule, they must also comply with
federal and state civil and criminal
statutes governing the tape recording of
conversations. This is the same
approach the NFA has taken with
respect to this issue.20

Each state has a statute governing
wiretapping; there also is a federal
statute governing wiretapping and
electronic surveillance.2! The federal
statute and the majority of the state
statutes permit taping of telephone
conversations with the consent of one
party (“'one-party statutes’),22 a
minority of state statutes require the
consent of all parties to the conversation
(“two-party statutes’).23 Three issues
arise from the proposed Rule: what is
necessary to comply with one-party
statutes; what is necessary to comply
with two-party statutes; and how to
comply where a conversation occurs
between a person in a one-party state
and a person in a two-party state. The
NASD has left compliance with the state
statutes on wiretapping and privacy for
each broker-dealer.

C. Proposed Rule

As revised and filed with the
Commission, the proposed Rule would
apply whenever a specified percentage
of a member firm’s sales force is

19 See. e.g., letters from AEFA. Duke II. Lawrence,
Kamin, Lehman, Morgan Stanley, MSC, Neidiger,
Montgomery, SIA, and Smith Barney.

20 See Interpretive Notice to NFA Compliance
Rule 2-9, Supervision of Telemarketing Activity,
9021 (February 18, 1997).

2118 U.S.C. §§2519 et seq.

221n one-party statute states. the only issue is
whether the registered representative knows of and
consents to the tape recording. Since the recording
requirement would run to the firm. and the
equipment would be the firm’s, it might be argued
that the firm, and not the representative, is doing
the recording. Therefore, it would be necessary for
the firm to insure that the representative has notice
and consents to the tape recording of his or her
telephone conversations. This could be
accomplished through a clause in an employment
agreement or employee handbook or other written
notice to the representative.

23[n two-party statute states, it would be
necessary to insert on the firm'’s telephone line a
recording stating that all telephone conversations
are being taped. similar to customer service lines in
other industries. Some states require a system of
beeps or buzzers that sound throughout the
conversation. Another possibility is to insert a
clause into the customer agreement notifying
customers that their calls will be tape recorded.
Some states also have a ""business use exception”
to the two-party statute consent requirement. but it
is worded and applied differently in each state.

comprised of registered persons who
were employed within the last three
years by a firm that has been expelled
from membership in a securities
industry SRO or has had its registration
as a broker/dealer revoked by the SEC.
The requisite percentage varies
depending on the size of the firm, from
40 percent for a small firm to 20 percent
for a larger firm. The firm must establish
the required supervisory procedures
within 30 days of receiving notice from
NASD Regulation or obtaining actual
knowledge that it is subject to the
provisions of the Rule.

Under the proposed Rule, if the
requisite percentage of a member’s sales
force previously was employed by a
Disciplined Firm, the member would be
required to adopt special written
procedures to supervise the
telemarketing activities of all of its
registered persons. The procedures
would require, at a minimum, that the
member tape record all telephone
conversations between all of its
registered persons and both existing and
potential customers for a period of three
years, and maintain these supervisory
procedures for two years. The Rule
would require firms to ensure that they
tape record all regularly used means of
telecommunications, including cellular
phones. The Rule also would require
firms subject to the taping requirement
to establish reasonable procedures for
reviewing the tape recordings to ensure
compliance with securities laws and
NASD rules, to submit reports to the
NASD on their supervision of
telemarketing, and to retain and catalog
the tapes.

While each firm is responsible for
complying with the Rule, NASD
Regulation will provide firms with all of
the information that they need to
determine if they are subject to the
requirements of the Rule. NASD
Regulation believes that firms should be
able to rely on the accuracy of the
information provided to them by the
NASD. Therefore, the NASD anticipates
that a firm will be disciplined for failure
to comply with the Rule only if it has
actual knowledge of information that
would make the firm subject to the Rule
that is inconsistent with the information
provided by NASD Regulation to the
firm that indicated that the firm was not
subject to the Rule.

NASD Regulation will compile and
maintain several lists that firms will be
able to review on a quarterly basis to
assist them to determine if they are in
compliance with the Rule. The primary
list that will be prepared will be a list
of firms that meet the definition of
Disciplined Firm. Two additional lists
will be prepared that should be helpful.

One list will contain an alphabetical
listing of all registered persons who had
worked for Disciplined Firms within the
last three years. Another list will be
compiled containing the same list of
people grouped according to the firm for
which they currently work. In order to
alert firms that they are approaching the
percentage that would make them
subject to the requirements of the Rule,
the second list will contain a
computation of the percentage of all
registered persons at the firm
represented by registered persons who
had been employed at a Disciplined
Firm within the last three years.

The Rule is thus very similar to an
NFA interpretation concerning
supervision of telemarketing activity.24
NFA member firms subject to the
requirements of the interpretation must
tape record all sales solicitations. The
NFA interpretation applies to firms that
meet criteria relating to the percentage
of the firm's associated persons who
formerly were employed at a firm that
was closed down and barred from the
industry through enforcement actions
for deceptive telemarketing practices.2>
These firms are required by the NFA
interpretation to tape record sales
solicitations. An NFA member subject to
these procedures may seek a waiver of
the taping requirement upon a
satisfactory showing that its current
supervisory procedures provide
effective supervision over its employees,
including enabling the member to
identify potential problem areas before
customer abuse occurs. The NFA has
rarely granted such waivers. In one
instance, a waiver was granted to a firm
that did not engage in telemarketing and
had only institutional customers. In two
other instances, partial waivers were
granted to firms that hired outside
consultants. NFA informed NASD
Regulation that they were not satisfied
with the work performed by the outside
consultants and would not grant such
waivers in the future.26 In response to
commenter requests, NASD Regulation
has included a waiver provision in the
proposed Rule, and also has proposed a

24 See Interpretive Notice to NFA Compliance
Rule 2-9, Supervision of Telemarketing Activity.
9021 (February 18, 1997).

25In early 1997, 44 firms met the NFA definition
of Disciplined Firm. See Interpretive Notice to NFA
Compliance Rule 2-9, Supervision of Telemarketing
Activity. 9021 (February 18, 1997).

26 Telephone conversation between Mary N.
Revell, Associate General Counsel, NASD. and
Daniel Driscoll, Vice President, Compliance. NFA
(February 26, 1997).
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conforming change to the Rule 9600
Series.27

II1. Discussion

For the reasons discussed below, the
Commission finds that the proposed
rule change is consistent with the
requirements of the Act and the rules
and the regulations thereunder
applicable to registered securities
associations, in particular the
requirements of Section 15A(b)(6) of the
Act.28 Among other things, Section
15A(b)(6) of the Act requires that the
rules of a national securities association
be designed to foster cooperation and
coordination with persons engaged in
regulating, clearing, settling, processing
information with respect to, and
facilitating transactions in securities, to
remove impediments to and perfect the
mechanism of a free and open market
and a national market system, and in
general, to protect investors and the
public interest.

In particular, the Commission
believes that the proposed rule change
will discourage the revival of
disciplined firms that have been barred
by the industry or that have had their
registrations revoked by the
Commission. In essence, firms that
decide to hire significant numbers of
employees from disciplined firms will
be required to ensure a proper
supervisory environment that protects
investors and prevents fraudulent and
manipulative telemarketing acts and
practices. The monitoring of registered
persons’ telephone conversations will
help to provide additional supervision
of individuals who formerly worked at
a disciplined firm where they were

inadequately trained and supervised.
In the Notice, the Commission

requested comments on all aspects of
the proposal, as well as the need to
inform investors that their calls are
being taped. The Commission received
one comment letter concerning the
proposal. The SIA expressed general
concerns about tape recording
conversations as a method of
supervision. While the Commission
recognizes the limitations of this form of
supervision, the Commission believes
that if registered persons know their
phone calls are being taped then they
are more likely to avoid making false or
exaggerated representations. In addition,
compliance officals will have another
tool to monitor persons who worked
previously at firms with significant sales
practice problems. Moreover, the fact

27 See, e.g.. letters from Edwards, Barington,
Cullum, Duke I, Duke II, Duncan-Smith, GKN.
Hoak. Morgan Stanley. Baird. and Montgomery.

2815 U.S.C. §780-3(b)(6).

that tapes of the telephone
conversations will be available to
persons who have disputes with broker-
dealer firms will spur firms with a
substantial percentage of representatives
from an expelled firm to take extra
measures to supervise these persons.

No comments were received
concerning the issue of notice to
investors that their calls are being taped.
NASD Regulation has indicated its
belief that the issue of notification is
addressed by state privacy laws and that
firms will be required to independently
determine that state laws are satisfied.
The Commission believes that the best
practice would be for member firms to
notify their registered persons and
customers that their telephone calls are
being tape recorded.

The Commission expects the NASD to
monitor the Rule and assess its
effectiveness. For example, the NASD
should monitor the number of firms that
become subject to the Rule as well as
firms that hire representatives from
disciplined firms but do not trigger the
taping requirement to see if there is a
need to adjust the percentages. Also, the
NASD should monitor the number of
firms exempt from the Rule because
they have five or fewer employees to
determine if this is an effective
exclusion. Furthermore, the NASD
should make sure firms comply with
state laws on notification.

The Commission finds good cause for
approving Amendment No. 2 prior to
the thirtieth day after the date of
publication of notice thereof in the
Federal Register. Amendment No. 2
applies the proposal to member firms
with a work force comprised of a
specified number of registered persons
who were employed by a “disciplined
firm" within the last three years instead
of two years.29 In the Notice, the
Commission requested comment on
whether the original two-year time
frame was appropriate. Although no
comments were received on this issue,
NASD Regulation and the Commission
believe that a three-year time frame will
better capture registered persons who
worked at disciplined firms during a
period of inadequate training,
supervision, and sales practice abuses.
Therefore. the Commission believes that
granting accelerated approval to
Amendment No. 2 is appropriate and
consistent with Section 15A of the
Act.30

29 Amendment No. 2 also makes several technical
amendments which clarify the application of the
previously noticed changes to Rules 3010 and 9610.

3015 U.S.C. §780-3.

IV. Solicitation of Comments

Interested persons are invited to
submit written data, views and
arguments concerning Amendment No.
2 to the proposed rule change, including
whether the proposed rule change is
consistent with the Act. Persons making
written submissions should file six
copies thereof with the Secretary.,
Securities and Exchange Commission,
450 Fifth Street, N.'W., Washington, D.C.
20549. Copies of the submission, all
subsequent amendments,” all written
statements with respect to Amendment
No. 2 that are filed with the
Commission, and all written
communications relating to Amendment
No. 2 between the Commission and any
persons, 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 inspection and
copying in the Commission’s Public
Reference Room. Copies of the filing
will also be available for inspection and
copying at the principal office of the
NASD. All submissions should refer to
File No. SR-NASD-97-69 and should
be submitted by May 15, 1998.

V. Conclusion

It is therefore ordered, pursuant to
Section 19(b)(2) of the Act,3! that the
proposed rule change (SR-NASD-97-
69). including Amendment No. 2
thereto, is approved on an accelerated
basis.

For the Commission. by the Division of
Market Regulation, pursuant to delegated
authority.32
Margaret H. McFarland,

Deputy Secretary.
[FR Doc. 98-10796 Filed 4-22-98; 8:45 am]
BILLING CODE 8010-01-M

SECURITIES AND EXCHANGE
COMMISSION

[Release No. 34-39881; File No. SR-PCX-
9816}

Self-Regulatory Organizations; Notice
of Filing of Proposed Rule Change and
Amendment No. 1 Thereto by the
Pacific Exchange, Inc., Relating to
Communication Devices on the
Trading Floor

April 16, 1998.

Pursuant to Section 19(b)(1) of the
Securities Exchange Act of 1934
("Act”},! and Rule 19b-4 thereunder,?2
notice is hereby given that on March 31,

1998, the Pacific Exchange, Inc. ("PCX"”

3115 U.S.C. §78s(b)(2).
3217 CFR 200.30-3(a){(12).
115 U.S.C. 78s(b)(1).

217 CFR 240.19b-4.
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SECURITIES AND EXCHANGE
COMMISSION

[Release No. 34-39883A; File No. SR—
NASD-97-69]

Self-Regulatory Organizations; Order
Granting Approval of Proposed Rule
Change, as Amended, and Notice of
Filing and Order Granting Accelerated
Approval of Amendment No. 2 to the
Proposed Rule Change by the National
Association of Securities Dealers, Inc.,
Relating to the Tape Recording of
Conversations

April 23, 1998.
Correction

In FR Document No. 98-10796,
beginning on page 20232 for Tuesday,
April 23, 1998, make the following
correction. On page 20235, second
column, the first full paragraph, revise
the second sentence to read:

“The procedures would require, at a
minimum, that the member tape record
all telephone conversations between all
of its registered persons and both
existing and potential customers for a
period of two years, and maintain these
supervisory procedures for two years.”
Jonathan G. Katz,

Secretary.
[FR Doc. 98-11567 Filed 4-30-98: 8:45 am]
BILLING CODE 8010-01-M

SMALL BUSINESS ADMINISTRATION

Data Collection Available for Public
Comments and Recommendations

ACTION: Notice and request for
comments.

SUMMARY: In accordance with the
Paperwork Reduction Act of 1995, this
notice announces the Small Business
Administration’s intentions to request
approval on a new, and/or currently
approved information collection.

DATES: Comments should be submitted
on or before June 30, 1998.

FOR FURTHER INFORMATION CONTACT:
Curtis B. Rich, Management Analyst,
Small Business Administration, 409 3rd
Street, S. W., Suite 5000, Washington,
D. C. 20416. Phone Number: 202-205-
6629.

SUPPLEMENTARY INFORMATION:

Title: '8 (a) Export Survey Initiative”.

Type of Request: New Request.

Form No: N/A.

Description of Respondents: 8 (a)
Firms who are located in the top ten
exporting states and have more than one

of the SIC Codes listed as the top ten for
exporting.

Annual Responses: 200.

Annual Burden: 50.

Comments: Send all comments
regarding this information collection to
William A. Fisher, Acting Associate
Administrator, Office of Minority
Enterprise Development, Small Business
Administration, 409 3rd Street, S W.,
Suite 8000, Washington. D.C. 20416.
Phone No: 202-205-6412.

Send comments regarding whether
this information collection is necessary
for the proper performance of the
function of the agency. accuracy of
burden estimate, in addition to ways to
minimize this estimate, and ways to
enhance the quality.

Dated: April 27, 1998.

Jacqueline White,

Chief, Administrative Information Branch.
[FR Doc. 9811540 Filed 4-30-98; 8:45 am]
BILLING CODE 8025-01-P

SMALL BUSINESS ADMINISTRATION

[Declaration of Economic Injury Disaster
#9841]

Commonwealth of Pennsylvania and
Contiguous Counties in Ohio

Mercer County and the contiguous
Counties of Butler, Crawford, Lawrence,
and Venango in Pennsylvania and
Mahoning and Trumbull Counties in
Ohio constitute an economic injury
disaster loan area as a result of a fire
that occurred on April 6, 1998 in the
Hermitage Square Plaza in the City of
Hermitage, Pennsylvania. Eligible small
businesses and small agricultural
cooperatives without credit available
elsewhere may file applications for
economic injury assistance as a result of
this disaster until the close of business
on January 25, 1999 at the address listed
below or other locally announced
locations: Small Business
Administration, Disaster Area 1 Office,
360 Rainbow Blvd. South, 3rd Fl.,
Niagara Falls, NY 14303.

The interest rate for eligible small
businesses and small agricultural
cooperatives is 4 percent.

The economic injury number for Ohio
is 9842002.
(Catalog of Federal Domestic Assistance
Program No. 59002)

Dated: April 23, 1998.
Aida Alvarez,
Administrator.
[FR Doc. 98-11539 Filed 4~30-98; 8:45 am|
BILLING CODE 8025-01-P

SMALL BUSINESS ADMINISTRATION

[Declaration of Disaster #3079]

Arkansas; (and Contiguous Counties
in Missouri and Tennessee)

Mississippi County and the
contiguous Counties of Craighead,
Crittenden, and Poinsett in the State of
Arkansas; Dunklin and Pemiscot
Counties in the State of Missouri; and
Dyer, Lauderdale, and Tipton Counties
in the State of Tennessee constitute a
disaster area as a result of damages
caused by severe storms and tornadoes
that occurred on April 16, 1998.
Applications for loans for physical
damages as a result of this disaster may
be filed until the close of business on
June 22, 1998 and for economic injury
until the close of business on January
25, 1999 at the address listed below or
other locally announced locations:
Small Business Administration, Disaster
Area 3 Office, 400 Amon Carter Blvd.,
Suite 102, Ft. Worth, TX 76155.

The interest rates are:

Percent
For Physical Damage:
Homeowners With Credit Avail-
able Elsewhere .........ccceeveeeene 7.000
Homeowners  Without Credit
Available Elsewhere ................ 3.500
Businesses With Credit Available
Elsewhere .....c.coocviiiiinicennnens 8.000
Businesses and Non-Profit Orga-
nizations Without Credit Avail-
able Elsewhere ........ccccocvineeee 4.000
Others (Including Non-Profit Or-
ganizations) With Credit Avail-
able Elsewhere ........ccceeeviviens 7.125
For Economic Injury:
Businesses and Small Agricul-
tural Cooperatives  Without
Credit Available Elsewhere ..... 4.000

The numbers assigned to this disaster
for physical damages are 307912 for
Arkansas; 308012 for Missouri; and
308112 for Tennessee. For economic
injury the numbers are 984300 for
Arkansas; 984400 for Missouri; and
984500 for Tennessee.

(Catalog of Federal Domestic Assistance
Program Nos. 59002 and 59008)

Dated: April 23, 1998.
Aida Alvarez,

Administrator.
[FR Doc. 98-11538 Filed 4-30-98; 8:45 am]

BILLING CODE 8025-01-P
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NASD Notice to Members 98-53

Executive Summary

The Office of the Corporate Secre-
tary would like to remind members of
the importance of keeping the names
of Executive Representatives, as well
as mailing addresses for branch
offices, up-to-date. Making certain
that the Central Registration Deposi-
tory (CRD*) is updated with changes
in address and contact people,
ensures that regular Notices and spe-
cial mailings will be directed properly.

The National Association of Securi-
ties Dealers, Inc. (NASD®) By-Laws
require each member to appoint and
certify to the NASD one “executive
representative.” The Executive Rep-
resentative of your firm must be a
registered principal and a senior
manager within the firm. The individ-
ual designated as the Executive Rep-
resentative will represent, vote, and
act in all NASD affairs.

To change the Executive Repre-
sentative of your firm, you must
submit written notification to the
NASD Corporate Secretary. The
form to use for this purposeis
included with this Notice. You may
submit the original or a photocopy
to:

Joan Conley, Corporate Secretary
Executive Representative Program
c/o CRD/PD Department

National Association of

Securities Dealers, Inc.

1390 Piccard Drive

Rockville, MD 20850

or fax to (202) 728-8075.

To change the address for mailings
sent to both main offices and branch
offices, or to update the contact
name, a properly executed Schedule
E of Form BD must be sent to CRD.
Notifications submitted on U.S. Post
Office address change cards cannot
be processed.

© 1998, National Association of Securities Dealers,
Inc. (NASD). All rights reserved.
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EXECUTIVE REPRESENTATIVE FORM

Date:

NASD Member Firm;:

Firm CRD #:;

The NASD Member Firm referenced above designates (name)

CRD # , as Executive Representative to the NASD as of

(date) . This person is a member of the firm’s senior management and is a

registered principal with the firm.

Name of person preparing this form:

Telephone number;

Return this form to:

Joan Conley, Corporate Secretary

Executive Representative Program

c/o CRD/PD Department

National Association of Securities Dealers, Inc.
1390 Piccard Drive

Rockville, MD 20850

or fax to (202) 728-8075

NASD Notice to Members 98-53 July 1998
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NASD Notice to Members 98-54

Executive Summary

On June 22, 1998, the Securities and
Exchange Commission (SEC)
approved amendments to National
Association of Securities Dealers,
Inc. (NASD®) Rule 2210 (Communi-
cations with the Public) that permit
the approval of research reports by a
supervisory analyst approved by the
New York Stock Exchange (NYSE)
to satisfy NASD requirements that
research reports be approved by a
registered principal. The amend-
ments are effective immediately.

Questions concerning this Notice
may be directed to Frank J. McAuliffe,
Vice President, Member Regulation,
NASD Regulation, Inc., at (301) 590-
6694; Thomas A. Pappas, Associate
Director, Advertising Regulation
Department, NASD Regulations", at
(202) 728-8330, or Robert J. Smith,
Assistant General Counsel, Office of
General Counsel, NASD Regulation,
at (202) 728-8176.

Discussion

NASD Rule 2210 regarding Commu-
nications with the Public requires
each item of advertising and sales lit-
erature to be approved by signature
or initial by a registered principal of
an NASD member prior to use or fil-
ing with NASD Regulation. The defi-
nition of “sales literature” in Rule
2210 includes research reports.
Paragraph (b) of NYSE Rule 472
regarding Communications with the
Public requires that research reports
be prepared or approved by a super-
visory analyst acceptable to the
NYSE under NYSE Rule 344.1 A
joint NASD/NYSE member raised the
issue of whether the approval of
research reports by a supervisory
analyst approved by the NYSE under
NYSE Rule 344 could satisfy the
NASD requirement under NASD
Rule 2210 that a registered principal
approve research reports prior to use
or filing with NASD Regulation.

In order to become a supervisory
analyst under NYSE Rule 344, an
applicant may present evidence of
appropriate experience and either

(i) pass an NYSE Supervisory Ana-
lysts Qualification Examination or

(i) successfully complete a specified
level of the Chartered Financial Ana-
lysts Examination prescribed by the
NYSE and pass only that portion of
the NYSE Supervisory Analysts
Qualification Examination dealing
with Exchange rules on research
standards and related matters.?

The NYSE designation of “superviso-
ry analyst” does not constitute a reg-
istration category for NASD
principals. However, NASD Regula-
tion reviewed the NYSE content out-
line for the NYSE’s Supervisory
Analysts Qualification Examination
and concluded that the coverage in
the examination of the NYSE com-
munication rules is comparable to the
communication rules covered in the
NASD general principal examination.
In addition, the particular categories
of securities addressed in the “securi-
ties analysis” section of the NYSE
content outline are fixed income
securities and equity securities.

Accordingly, NASD Regulation
believes that, with respect to the level
of training and experience necessary
for the review of research reports on
debt and equity, the level of supervi-
sory analyst registration is compara-
ble to the level of NASD general
principal registration. Given that the
scope of approval authority is limited
to research reports on debt and equi-
ty and that the material in the super-
visory analyst and general principal
examinations is comparable, the
investor protection goals intended by
the NASD’s current general principal
review requirement can be satisfied
by NYSE requirements in this area,
thereby eliminating duplicative regu-
latory requirements.

July 1998
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The rule change amends subpara-
graph (b)(1) of Rule 2210 to state
that the requirement that advertise-
ments and sales literature be
approved by a registered principal of
an NASD member firm may be met,
with respect to corporate debt and
equity securities that are the subject
of research reports as that term is
defined in NYSE Rule 472, by the
signature or initial of a supervisory
analyst approved pursuant to NYSE
Rule 344. Any other advertisements
or sales literature requiring internal
approval, such as Investment Com-
pany sales material, would continue
to require approval by an NASD reg-
istered principal.

NASD Notice to Members 98-54

Text Of New Rule

(Note: New language is underlined.)

2200. Communications with
Customers and the Public

2210. Communications with
the Public

(b) Approval and Recordkeeping

(1) Each item of advertising and
sales literature shall be approved by
signature or initial, prior to use or fil-
ing with the Association, by a regis-
tered principal of the member. This
requirement may be met, only with

respect to corporate debt and equity

securities that are the subject of

research reports as that term is

defined in Rule 472 of the New York

Stock Exchange, by the signature or
initial of a supervisory analyst
approved pursuant to Rule 344 of the
New York Stock Exchange.

Endnotes

1 “Research reports” are defined by the
NYSE in Rule 472 as “...an analysis of indi-
vidual companies, industries, market condi-
tions, securities or other investment vehicles
which provide information reasonably suffi-
cient upon which to base an investment
decision.”

2 See NYSE Rule 344, Supplementary
Material .10.

© 1998, National Association of Securities Dealers,
Inc. (NASD). All rights reserved.
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NASD Notice to Members 98-55

Executive Summary

On April 11, 1994, The Nasdaq
Stock Market, Inc., began operation
of the Fixed Income Pricing System™
(FIPS®) for members trading high-
yield bonds. FIPS was created to
facilitate the over-the-counter (OTC)
trading of high-yield, corporate debt
securities rated BB+ or lower by
Standard & Poor’s Corporation. The
goals in the creation of FIPS were
similar to those which led to the cre-
ation of The Nasdaq Stock
Market®—to increase information
and transparency in the marketplace,
thereby encouraging investment and
growth. As the list of bonds requiring
FIPS reporting continues to expand,
members are reminded of their
reporting and quotation obligations.

Reporting Transactions
Market Place Rules 6240A
nd 6240B)
FIPS securities may be classified into
two categories:

1. Mandatory Bonds consist of the
most active top-tier FIPS securities
(currently totaling 50 bonds).
These bonds must be reported within
five minutes after trade execution.

2. Non-Mandatory Bonds are all
other FIPS securities. There are
approximately 2,000 bonds that
must be reported anytime during
the trading day.

The obligation to report transactions
on FIPS securities depends on the
role of each party in the trade. In
transactions between:

* A FIPS dealer and a FIPS broker’s
broker—only the broker’s broker
reports the trade.

* Two FIPS dealers—only the sell-
side dealer reports the trade.

* A FIPS participant and non-partici-
pant—only the FIPS participant

reports the trade.

Quotation Obli%ations (Market
Place Rule 6230)

If you are actively trading in one or
more FIPS mandatory bond(s) as a
FIPS dealer as described in Market
Place Rule 6230, you may be obli-
gated to enter and maintain firm
guotations into the FIPS system.
The failure to quote in accordance
with the FIPS rules may result in dis-
ciplinary action.

FIPS participants must continuously
display firm bids/offers in the FIPS
mandatory bonds in which they are
actively trading. Quotations may be
one- or two-sided and must be rea-
sonably related to the prevailing mar-
ket in each bond. Quotes must reflect
a minimum size of 100 bonds
($100,000 par value) and be in incre-
ments of 1/8 of a point. FIPS dealers
may enter firm quotations into FIPS
under their own names or through a
FIPS broker. Quotes entered under a
dealer’'s own name will be identified
as such; all others will bear the name
of the broker with the dealer remain-
ing anonymous.

A FIPS broker must transmit all
quotes received from FIPS dealers to
the FIPS system for dissemination to
all FIPS participants and to the public
through market data vendors (via the
Bond Quotation Dissemination Ser-
vice (BQDS) data feed).

Please Note: If you are not actively
trading in a particular FIPS security
and only execute trades to accom-
modate customer orders, you still
have an obligation to report these
trades to the National Association of
Securities Dealers, Inc. (NASD®).

Common Questions

The following questions may arise
regarding the reporting of FIPS
trades:

July 1998
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Question: If | believe that my firm is
not a FIPS dealer or broker’s broker,
do I have to report atrade in a
FIPS security to the NASD?

Answer: Yes, all transactions in
FIPS securities must be reported,
subject to limited exceptions. The
reporting guidelines are set forth
according to mandatory or non-
mandatory bond categories. This
would include all firms that trade
high-yield bonds for their own (inven-
tory) account and/or that execute
trades on behalf of customers. Any
trade executed by a firm in a FIPS
bond must be reported to the NASD.

Question: What securities are eligi-
ble for quoting in FIPS?

Answer: FIPS securities are OTC
high-yield, fixed-income corporate
debt securities rated BB+ or lower by
Standard & Poor’s Corporation. It is
also possible that a non-rated issue
may be a FIPS-eligible security.

Question: If  am a broker/dealer
who is a correspondent of a clearing
firm, will my clearing firm report the
trades on my behalf?

Answer: Not necessarily. The obliga-
tion to report falls on the shoulders of
the firm that executes the trade,
whether it be for inventory or to accom-
modate a customer order. Most clear-
ing firms will not assume the
responsibility to report trades they did
not execute on behalf of their corre-
spondents. It should not be assumed
that the clearing firm is reporting your
trades in FIPS securities.

Question: As a compliance officer,
am | required to monitor the reporting
of all FIPS transactions—especially
on those desks that, in the normal
course of business, may not consis-
tently trade high-yield bonds?

Answer: Yes, all compliance officers
should be certain that every part of

NASD Notice to Members 98-55

their firm is reporting FIPS trades.
Many traders assume that, in a nor-
mal course of business, the high-
yield trading desk is reporting all of
the firm’s FIPS transactions and the
firm’s obligations to the rules are
being fulfilled. This may not be
completely accurate. For example,
there are high grade desks that
trade crossover bonds and utility
desks that trade bonds that are
rated BB+ or lower. These desks
may be located in different areas
and/or different floors in a particular
firm. The firm is obligated to report all
of its FIPS transactions, regardless
of the desk that trades the bonds.

It is imperative that all Compliance
Officers, Head Traders, and all
corporate traders be aware of the
reporting obligation, regardless of
which desk trades a FIPS bond, so
that the firm remains in compli-
ance. Failure to report FIPS
trades as required may be
grounds for disciplinary action by
NASD Regulation, Inc.

Attached is a reprint of the letter that
went out to all FIPS participants on
June 3, 1998, concerning the recent
increase in the number of bonds in
our database.

The list of additions referenced in the
letter below is attached in this Notice.
This list of additions, as well as the
entire list of FIPS bonds, can be
obtained by calling Joanie Rizzo at
(212) 858-3975. The entire list can
also be accessed through our
FIPS Web Site located at
www.nasdaqfips.com. In order to
ensure that you are in compliance
with the reporting of all FIPS bonds,
you must review the entire list. Many
of these bonds may be traded by
other trading desks within your firm.

Please familiarize yourself with
the FIPS Web Site and utilize it for
obtaining lists and other informa-
tion, as it will eventually become

the primary source of FIPS system
changes. The fax system is both
cumbersome and expensive, SO we
will be moving toward a paper-free,
timely method of contacting FIPS par-
ticipants via the Web Site, hopefully
before the end of the summer. Once
the new method is in place, those of
you who require contact through the
fax system may continue to have that
option at a fee to be determined.

If a daily e-mail subscription contain-
ing the complete list of FIPS manda-
tory and non-mandatory issues
would be of interest to your firm at
this time, please send us an e-mail at
fipsfeedbk@nasd.com.

As always, if you have any questions
or concerns regarding FIPS, please
contact:

Nasdaq®

General Questions
Justin Tubiolo
(212) 858-4419

Technology Questions
Jim Schroder
(212) 858-4321

FIPS Service Desk
Cheryl Glowacki
(203) 385-6373

FIPS Subscriber Services
Stacey Galullo
(800) 777-5606

FIPS Literature/Fax List Inquiries
Joanie Rizzo
(212) 858-3975

MarketWatch and TradeWatch
(800) 211-4953
or (301) 590-6890

NASD Regulation™

Regulatory Questions

Stephen Simmes

(301) 590-6451

© 1998, National Association of Securities Dealers,
Inc. (NASD). All rights reserved.
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June 3, 1998

Dear FIPS Participant:

| want to alert you to an upcoming significant increase in the number of bonds subject to trade reporting on the Fixed
Income Pricing System™ (FIPS®).

As you know, a very large percentage of high-yield bonds have come to market as 144A issues. When these private
placements are exchanged for like publicly traded securities, they become subject to FIPS reporting and National
Association of Securities Dealers, Inc. (NASD®) oversight. Please be aware that approximately 450 such issues will
be added to the FIPS database and faxed to you in increments over the next several weeks.

We have made every effort to contact every FIPS Participant Firm for a current fax number and the name of at least
one designated FIPS responsible party, but it is the obligation of each Participant Firm to advise us of any changes in
fax number or contact person. If you do not receive any faxes over the next several days, please call Joan Rizzo at
(212) 858-3975 to verify your fax number.

Enclosed is a complete list of the exchanged 144A issues that will become eligible for reporting on FIPS. The entire
list of FIPS bonds can be viewed and printed from the FIPS Web Site at www.nasdagfips.com. From the homepage,
click on “Issue Data,” then enter your FIPS Workstation user ID and password. (Service Desk Participants can obtain
a FIPS Web Site user ID/password by contacting Subscriber Services at (800) 777-5606.) For the full list, select one
of the “Full List” files in the “Download” section of the Issue Data page. If you do not have Internet access, the full list
can be obtained in hard copy by calling Joan Rizzo at (212) 858-3975.

Members are again specifically reminded of their reporting obligations under NASD Market Place Rules 6240A,
6240B, and 6230, which mandate timely reporting of all trades in FIPS listed bonds. Failure to report FIPS trades
as required may be grounds for disciplinary action by NASD Regulation, Inc.

As always, members with questions regarding FIPS reporting or quotation obligations are urged to contact me at
(212) 858-4419, Jim Schroder, Assistant Director, at (212) 858-4321, or Stephen Simmes, Market Regulation, at
(301) 590-6451.

Sincerely ,

P A TFogists

Justin Tubiolo
Director, Fixed-Income
Trading and Market Services

NASD Notice to Members 98-55 July 1998
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ISSUER NAME COLLATERAL TYPE CUSIP Coupon Maturity  Exchanged
AES CORP Senior Sub Notes 00130HAGO 8.375  08/15/07 09/19/97
AES CORP Senior Sub Notes 00130HAK1 8.500 11/01/07 03/16/98
AES CORP Senior Sub Debs 00130HAL9 8.875 11/01/27 03/16/98
AFC ENTERPRISES Senior Sub Notes 00104QAB3 10.250  05/15/07 09/08/97
APS INC. Company Guarantee 002030AC8 11.875  01/15/06 07/18/96
ABRAXAS PETRO/CN ABRAXAS SERIES B Senior Notes 003831AC8 11.500 11/01/04 03/14/97
ACKERLY COMM INC. SERIES B Senior Notes 004527AD9 10.750 10/01/03 01/15/94
ACME BOOT CO. SERIES B Senior Notes 004622AD8 11.500 12/15/00 08/02/94
ADAMS OUTDOOR ADVERTISING Senior Notes 006348AB2 10.750  03/15/06 08/16/96
ADELPHIA COMMUNICATIONS SERIES B Senior Notes 006848AS4 9.250 10/01/02 12/03/97
ADELPHIA COMMUNICATIONS SERIES B Senior Notes 006848AK1 9.500 02/15/04 05/04/94
ADELPHIA COMMUNICATIONS SERIES B Senior Notes 006848AH8 10.250  07/15/00 02/10/94
AFFINITY GROUP HOLDING Senior Notes 00826WAC5 11.000  04/01/07 09/15/97
AFTERMARKET TECHNOLOGY SERIES D Senior Sub Notes 008318AD9 12.000  08/01/04 09/11/95
AIRTRAN AIRLINES INC. SERIES B Company Guarantee 00949KAA7 10.500  04/15/01 02/06/98
ALARIS MEDICAL SYSTEMS Company Guarantee 011638AAl 9.750 12/01/06 10/21/97
ALL-AMERICAN BOTTLING Senior Notes 016431AB4 13.000 08/15/01 01/07/94
ALLBRITTON COMMUNICATIONS SERIES B Senior Sub Debs 016745AD3 9.750 11/30/07 06/05/96
ALLIANCE GAMING CORP. SERIES B Company Guarantee 01859PAG9 10.000  08/01/07 01/05/98
ALLIED WASTE NORTH AMERICA Company Guarantee 01958XACL1 10.250 12/01/06 07/23/97
ALLIED WASTE INDUSTRIES Senior Discount Nts ~ 019589AC4 0/11.300  06/01/07 12/16/97
ALLISON ENGINE INC. Senior Sub Notes 019686AB0O 10.000 12/01/03 07/01/94
ALPINE GROUP INC. SERIES B Senior Notes 020825AD7 12.250  07/15/03 01/19/96
ALVEY SYSTEMS INC. Senior Sub Notes 022380AB5 11.375 01/31/03 06/11/96
AMER COMMUNICATION SVCS Senior Discount Nts  02520BAE2 0/12.750  04/01/06 06/25/96
AMER COMMUNICATION SVCS Senior Discount Nts ~ 02520BAC6 0/13.000 11/01/05 03/27/95
AM GENERAL CORPORATION SERIES B Senior Notes 001702AB5 12.875  05/01/02 10/17/95
AMERICAN PAD & PAPER-DEL SERIES B Senior Sub Notes 028821AA4 13.000 11/15/05 07/24/96
AMERICAN RESTAURANT SERIES * Notes 029309AB7 12.000 09/15/98 10/13/92
AMER RESTAURANT SERIES 92 Senior Notes 029309AE1 13.000 09/15/98  08/28/96
AMER RESTAURANT SERIES 93 Senior Notes 029309AF8 13.000 09/15/98  08/28/96
AMER RESTAURANT GROUP Senior Notes 029305AC3 0/14.000 12/15/05 03/14/94
AMERICAN SKIING CO. SERIES B Senior Sub Notes 029654AG5 12.000 07/15/06 01/15/97
AMERICAN SKIING CO. SERIES B Discount Notes 029654AH3  0/13.750  01/15/07 01/15/97
AMERICO LIFE INC. Senior Sub Notes 03060NAB6 9.250 06/01/05  10/26/93
AMERIGAS PARTNERS, L.P. SERIES B Senior Notes 030981AB0O 10.125  04/15/07 07/14/95
AMERITRUCK DISTRIBUTION SERIES B Senior Sub Notes 03071XAC9 12.250 11/15/05 02/22/98
AMTRAN INC. Company Guarantee 03234GACO  10.500 08/01/04  01/09/98
AMTROL INC. Senior Sub Notes 03234AAC3 10.625 12/31/06  02/18/97
ANCHOR ADVANCED PRODUCTS Senior Notes 032816AC4 11.750 04/01/04 10/00/97
ANKER COAL GROUP INC. SERIES B Senior Notes 035396AB6 9.750 10/01/07 03/11/98
ANVIL KNITWEAR INC. SERIES B Senior Notes 03734PAC5 10.875  03/15/07 08/22/97
ARCHIBALD CANDY CORP. Company Guarantee 039525AC4 10.250 07/01/04  11/12/97
ASCENT ENTERTAINMENT GROUP Senior Discount Nts ~ 043628AC0O  0/11.875 12/15/04 03/02/98
ATLAS AIR INC. Senior Notes 049164ACO0 10.750  08/01/05 12/04/97
ATRIUM COMPANIES INC. Senior Sub Notes 04962VAC3 10.500 11/15/06 05/09/97
AUTOTOTE CORP. SERIES B Company Guarantee 053323AF8 10.875 08/01/04  10/27/97
AVONDALE MILLS INC. Company Guarantee 054393AB9 10.250 05/01/06  10/23/96
AXIA INC. SERIES B Senior Sub Notes 054596AC5 11.000 03/15/01  08/24/94
BE AEROSPACE INC. SERIES B Senior Sub Notes 055381AD9 9.875  02/01/06 05/14/96
B&G FOODS INC. Company Guarantee 055088AC2 9.625 08/01/07  03/11/98
BPC HOLDING CORP. SERIES B Senior Notes 055930AB7 12.500 06/15/06 09/27/96
BTI TELECOM CORP. Senior Notes 05577BACL1 10.500  09/15/07 03/10/98
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BANKNORTH CAPITAL TRUST | SERIES B Company Guarantee 06646QAC3  10.520 05/01/27  11/13/97
BAR TECHNOLOGIES Company Guarantee 067016AE5 13.500 04/01/01  08/28/96
BELCO OIL & GAS CORP. SERIES B Senior Sub Notes 077410AC2 8.875  09/15/07  11/00/97
BELCO OIL & GAS CORP. SERIES B Company Guarantee 191886AC4 10.500 04/01/06  07/12/96
BELDEN & BLAKE CORP. SERIES B Company Guarantee 077447AC4 9.875 06/15/07  11/00/97
BENEDEK BROADCASTING Senior Notes 081904AC8 11.875 03/01/05  12/11/95
BENTON OIL & GAS Senior Notes 083288AEQ0 9.375 11/01/07  02/20/98
BENTON OIL & GAS Senior Notes 083288AC4 11.625 05/01/03  08/23/96
BIG 5 CORP. SERIES B Senior Notes 089150AB2 10.875  11/15/07  02/18/98
BIG FLOWER PRESS Senior Sub Notes 089160AC9 8.875  07/01/07  09/25/97
BOOTH CREEK SKI HOLDINGS SERIES B Senior Notes 099408ACO 12500 03/15/07  08/13/97
BUILDING MATERIALS CORP. SERIES B Senior Notes 120111AJ8 8.000  10/15/07  03/20/98
BUILDING MATERIALS CORP. SERIES B Senior Notes 120111AF6 8.625  12/15/06  03/12/97
BUILDING MATERIALS CORP. SERIES B Senior Notes 120111AC3 11.750 07/01/04  12/15/94
BURKE INDUSTRIES INC. Company Guarantee 121360AB7 10.000 08/15/07  01/28/98
BUSSE BROADCASTING CORP. Senior Notes 123309AD8 11.625 10/15/00  03/08/96
BWAY CORP. SERIES B Company Guarantee 056039AC4 10.250  04/15/07  03/11/98
CCPR SERVICES INC. Company Guarantee 12489XAD4  10.000 02/01/07  07/29/97
CFP HOLDINGS INC .SERIES B Senior Notes 12526FAB2 11.625 01/15/04  08/11/97
CLN HOLDINGS INC. 2nd PRIORITY DISCOUNT NTS Senior Discount Nts ~ 125638AB2 0.000 05/15/01  11/14/97
CMS ENERGY SERIES B Senior Notes 125896AG5 7.375 11/15/00  02/13/97
CP FUNDING CORP. SERIES CL B Disc 1st Mtge Nts 125923AC6 0/12.500 06/15/04  11/15/94
CS WIRELESS SYSTEMS INC. SERIES B Senior Discount Nts ~ 22942TAE1 0/11.375 03/01/06  12/09/96
CSK AUTO INC. SERIES A Company Guarantee 12637KAB7 11.000 11/01/06  06/17/97
CABOT SAFETY CORP. Senior Sub Notes 127098AB7 12500 07/15/05  12/01/95
CALMAR INC. SERIES B Senior Sub Notes 13126BAD9 11.500 08/15/05  01/10/96
CALPINE CORP. Senior Notes 131347AF3 8.750  07/15/07  12/30/97
CALPINE CORP. Senior Notes 131347AD8 10.500 05/15/06  11/05/96
CAMBRIDGE INDUSTRIES INC. SERIES B Company Guarantee 132201AE4 10.250  07/15/07  01/14/98
CANANDAIGUA BRANDS SERIES C Senior Sub Notes 137219AE1 8.750  12/15/03  03/07/97
CAPSTAR BROADCASTING Senior Sub Notes 14066PADS8 9.250 07/01/07  09/15/97
CAPSTAR BROADCASTING Senior Discount Nts ~ 14066PACO 0/12.750  02/01/09  09/11/97
CARSON INC. SERIES B Company Guarantee 145845AB9 10.375 11/01/07  02/19/98
CASINO MAGIC-LOUISIANA SERIES B Company Guarantee 147907AD1 13.000 08/15/03  08/28/97
CELLNET DATA SYSTEMS INC. SERIES B Senior Discount Nts ~ 15115MAF8 0/13.000  06/15/05  02/14/97
CELLNET DATA SYSTEMS INC. Senior Discount Nts ~ 15115MAL5 0/14.000  10/01/07  01/22/98
CENTRAL RENTS INC. SERIES B Senior Notes 154900AE4 12.875 12/15/03  10/28/94
CHANCELLOR MEDIA CORP.-LA SERIES B Company Guarantee 158916ACO 8.750  06/15/07  11/17/97
CHANCELLOR MEDIA CORP. SERIES B Company Guarantee 158916AD8 10.500 01/15/07  05/15/97
CHARTER COMM SO. EAST L.P. SERIES B Senior Notes 160907AC5 11.250 03/15/06  08/26/96
CHARTER COMM SO. EAST HLD. SERIES B Discount Notes 161170AC9 0/14.000 03/15/07  08/26/96
CHATTEM INC. SERIES B Senior Sub Notes 162456AE7 12.75 06/15/04  09/19/94
CHATWINS GROUP INC. Senior Notes 162468AE2 13.000  05/01/03  09/01/93
CHEMICAL LEAMAN CORP. Senior Notes 163749AC8 10.375 06/15/05  11/10/97
CHESAPEAKE ENERGY CORP. Senior Notes 165167AF4 10.500 06/01/02  09/25/95
CINEMARK USA INC. SERIES B Senior Sub Notes 172441AL1 8.500 08/01/08  03/09/98
CINEMARK USA INC. SERIES B Senior Sub Notes 172441AF4 9.625 08/01/08  11/22/96
CINEMARK USA INC. SERIES D Senior Sub Notes 172441AJ6 9.625 08/01/08  10/30/97
CITADEL BROADCASTING CO. Senior Sub Notes 17285EAC3 10.250 07/01/07  01/28/98
CLARK MATERIALS HANDLING Company Guarantee 181475AC8 10.750  11/15/06  03/17/97
CLARK REFINING & MARKETING INC. Senior Sub Notes 181900AE1 8.875 11/15/07 02/23/98
CLARK-SCHWEBEL INC. SERIES B Debentures 181515AB3 12,500 07/15/07  12/00/97
CLEVELAND ELEC/TOLEDO EDISON SERIES B Notes 186118AG0 7.190 07/01/00 10/27/97
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CLEVELAND ELEC/TOLEDO EDISON SERIES B Notes 186118AH8 7.670 07/01/04 10/27/97
CLIFFS DRILLING CO. SERIES D Company Guarantee 18682CAF7 10.250  05/15/03 12/16/97
COACH USA INC. SERIES B Company Guarantee 18975LACO 9.375 07/01/07 11/12/97
COAST HOTELS & CASINO SERIES B Company Guarantee 19035CAC6 13.000 12/15/02 08/22/96
COBBLESTONE GOLF GROUP SERIES B Senior Notes 190885AC7 11500 06/01/03 11/05/96
COINMACH CORP. SERIES D Senior Notes 192596AE4 11.750 11/15/05 02/06/98
COLE NATIONAL GROUP INC. Senior Sub Notes  193292AG4 8.625 08/15/07 01/27/98
COLLINS & AIKMAN FLOORCOVER. SERIES B Senior Sub Notes 19483NAC9 10.000  01/15/07 07/07/97
COLORADO GAMING & ENT. Senior Notes 196469AA8 12.000 06/01/03 06/07/96
COLORADO PRIME CORP. Company Guarantee 196902AD2 12.500 05/01/04 10/10/97
COMCAST CELLULAR HOLDINGS SERIES B Senior Notes 20029YAC4 9.500 05/01/07 11/07/97
COMFORCE OPERATING INC. SERIES B Senior Notes 20038MAC9 12.000 12/01/07 03/30/98
COMMUNICATIONS INSTRUMEN. SERIES B Company Guarantee 203406AC7 10.000  09/15/04 03/05/98
COMMUNICATIONS & POWER IND. SERIES B Senior Sub Notes 20338CAC8 12.000  08/01/05 12/20/95
COMMUNITY DISTRIBUTORS SERIES B Company Guarantee 203646ABO 10.250 10/15/04 03/13/98
CONNECTICUT LIGHT & POWER SERIES C 1st Mortgage 207597DQ5 7.750  06/01/02 10/00/97
CONSECO INC. SERIES B Senior Sub Notes 066229AB1 13.000 11/01/02 05/14/93
CONTIFINANCIAL CORP. Senior Notes 21075VAC1 7.500 03/15/02 06/11/97
CONTINENTAL AIRLINES INC. SERIES 962D Pass-thru Certificate  210805AU1 11.500  04/02/08 11/01/96
CORE-MARK INTERNATIONAL Senior Sub Notes 218682AD4 11.375  09/15/03 02/07/97
CORPORATE EXPRESS SERIES B Senior Sub Notes 219888AB0O 9.125  03/15/04 03/20/95
COURTYARD BY MARRIOTT SERIES B Senior Notes 222746AC3 10.750  02/01/08 06/17/96
CROSS TIMBERS OIL CO. SERIES B Senior Sub Notes 227573AG7 8.750 11/01/09 12/19/97
CROSS TIMBERS OIL CO. SERIES B Senior Sub Notes 227573AD4 9.250  04/01/07 06/16/97
CURTICE-BURNS FOODS INC. Senior Sub Notes 231382AA0 12.250  02/01/05 01/19/95
DADE INTERNATIONAL INC. SERIES B Senior Sub Notes 233663AE3 11.125  05/01/06 12/04/96
DAY INTERNATIONAL GROUP INC. SERIES B Senior Notes 239536AB1 11.125  06/01/05 12/05/95
DECORATIVE HOME ACCENTS SERIES B Senior Notes 243626AE8 13.000  06/30/02 12/13/95
DEL MONTE CORP./FOODS CO. SERIES B Senior Sub Notes 245217AH7 12.250  04/15/07 08/21/97
DELCO REMY INTERNATIONAL INC. Company Guarantee 246626AE5 10.625  08/01/06 01/00/98
DELL COMPUTER Senior Notes 247025AC3 11.000 08/15/00 01/30/94
DELTA BEVERAGE GROUP Senior Notes 247389AB5 9.750 12/15/03 04/04/97
DELTA MILLS INC. SERIES B Company Guarantee 247701AB1 9.625 09/01/07  02/12/98
DETAILS INC. SERIES B Senior Sub Notes 25063WAC4  10.000 11/15/05 03/16/98
DETAILS HOLDINGS CORP. SERIES B Senior Discount Nts ~ 25063TAA5  0/12.500 11/15/07 03/16/98
DI GIORGIO CORP. SERIES B Senior Notes 252435AF9 10.000 06/15/07 10/10/97
DIl GROUP INC. Senior Sub Notes 232949AC1 8.500 09/15/07  01/22/98
DIAL CALL COMMUNICATIONS SERIES B Senior Discount Nts ~ 25246PAES 10.250 12/15/05 05/23/94
DIGITAL TV SVC./DTS CAPTL SERIES B Company Guarantee 25387XACL1 12.500 08/01/07 01/30/98
DISCOVERY ZONE Company Guarantee 25468BAF4 13.500 08/01/02  03/06/98
DOBSON COMMUNICATIONS CORP. Senior Notes 256069AC9 11.750  04/15/07 06/17/97
DOLLAR FINANCIAL GROUP SERIES A Senior Notes 256666AB4 10.875 11/15/06 04/10/97
DRYPERS CORP. SERIES B Senior Notes 262497AG5 10.250  06/15/07 10/15/97
DRYPERS CORP. SERIES B Senior Notes 262497AC4 12.500 11/01/02 08/12/93
DYNCORP INC. Senior Sub Notes 268162AD6 9.500 03/01/07  07/28/97
E&S HOLDINGS CORP. SERIES B Senior Sub Notes 26822QAC7  10.375 10/01/06  02/12/97
EV INTERNATIONAL INC. SERIES A Company Guarantee 269263AC3 11.000  03/15/07 09/05/97
EASCO CORP. SERIES B Senior Notes 270330AG8 10.000 03/15/01  08/19/94
ECHOSTAR DBS CORP. Company Guarantee 27876GAC2 12,500 07/01/02  11/28/97
ECHOSTAR SATELLITE BROADCAST. Senior Discount Nts  27876DAB1 0/13.125  03/15/04 07/26/96
ELECTRONIC RETAILING SYS. Senior Discount Nts ~ 285825AC9 0/13.250  02/01/04 07/07/97
ENVIRODYNE INDUSTRIES SERIES B Senior Notes 294037AJ5 12.000  06/15/00 12/08/95
EXIDE ELECTRONICS GROUP SERIES B Senior Sub Notes 302052AC9 11.500 03/15/06 07/19/96
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EYE CARE CENTERS Senior Notes 302294AC7 12.000 10/01/03 06/09/94
FM HOLDINGS INC. SERIES B Debentures 301933AB3 13.125  09/15/05 01/18/94
FAIRCHILD SEMICONDUCTOR Senior Sub Notes 303727AC5 10.125  03/15/07 08/13/97
FALCON DRILLING CO. INC. SERIES B Senior Notes 305914AB9 9.750 01/15/01 08/30/94
FALCON HOLDING GROUP, L.P. Senior Sub Notes 306064AB2 11.000 09/15/03 10/29/93
FARM FRESH INC. SERIES A Senior Notes 307669AE1 12.250 10/01/00 05/20/94
FEDERAL DATA CORP. Company Guarantee 313252AC2 10.125  08/01/05 01/22/98
FELCOR SUITES, L.P. Company Guarantee 313917AE6 7.375 10/01/04 03/20/98
FELCOR SUITES, L.P. Company Guarantee 313917AF3 7.625 10/01/07 03/20/98
FINGERHUT CO. Senior Notes 317867AC3 7.375  09/15/99 02/03/97
FIRST PALM BEACH BANCORP SERIES B Debentures 33589BAC9 10.350  06/30/02 12/23/97
FLEMING COMPANIES INC. SERIES B Company Guarantee 339130AK2 10.500 12/01/04 02/10/98
FLEMING COMPANIES INC. SERIES B Company Guarantee 339130AL0 10.625  07/31/07 02/10/98
FLORIDA COAST PAPER LLC SERIES B 1st Mortgage 340606AC6 12.750  06/01/03 11/13/96
FONDA GROUP INC. SERIES B Senior Sub Notes 344555AC1 9.500 03/01/07 07/31/97
FORMAN PETROLEUM CORP. SERIES B Company Guarantee 346361AE8 13.500 06/01/04 10/31/97
FOUR M CORP. SERIES B Senior Notes 350870AC5 12.000 06/01/06 11/13/96
FOX/LIBERTY NETWORKS LLC Senior Notes 351437AC2 8.875  08/15/07 01/23/98
FOX/LIBERTY NETWORKS LLC Senior Discount Nts ~ 351437ADO0 0/9.750  08/15/07 01/23/98
FREEDOM CHEMICALS INC. Senior Sub Notes 356371AC8 10.625 10/15/06 03/17/97
GFSI HOLDINGS INC. SERIES B Senior Discount Nts ~ 36169LAC8 0/11.375  09/15/09 01/30/98
GENERAL MEDIA Senior Notes 370295AD9 10.625 12/31/00 07/15/94
GENESIS HEALTH VENTURES Senior Sub Notes 371912AF3 9.250 10/01/06 02/28/97
GENMAR HOLDINGS SERIES A Senior Sub Notes 372305AB8 13.500 07/15/01 11/30/94
GEOTEK COMMUNICATION INC. SERIES B Senior Discount Nts  373654AG7 0/15.000  07/15/05 12/05/95
GIANT INDUSTRIES Company Guarantee 374508AD1 9.000 09/01/07  12/26/97
GLASSTECH INC. SERIES B Senior Notes 377265AG8 12.750 07/01/04 12/01/97
GLOBALSTAR L.P./CAPITAL SERIES * Senior Notes 379363AK0 11.375  02/15/04 08/15/97
GORGES/QUIK TO FIX FOOD SERIES B Senior Sub Notes 382883AB2 11.500 12/01/06  04/28/97
GOTHIC ENERGY CORP. SERIES B Company Guarantee 383482AE6 12.250 09/01/04  12/01/97
GRAHAM FIELD HEALTH PDS SERIES A Senior Sub Notes 384632AB1 9.750  08/15/07 02/09/98
GRAND CASINOS INC. SERIES B Company Guarantee 385269AC9 9.000 10/15/04  02/17/98
GRANITE DEVELOPMENT PARTNERS Senior Notes 387347AB3 10.830 11/15/03 12/05/94
GREENPOINT CAPITAL TRUST | Company Guarantee 39538PAC7 9.100 06/01/27 10/14/97
GREYHOUND LINES SERIES B Company Guarantee 398048AH1 11.500  04/15/07 08/01/97
GREYSTONE HOMES INC. Senior Notes 398068AB2 10.750  03/01/04  07/29/94
HCC INDUSTRIES Company Guarantee 404125AE6 10.750  05/15/07  12/03/97
HAMMONS, JOHN Q., HOTELS L.P. 1st Mortgage 408628AC9 9.750 10/01/05 12/16/96
HARRAHS OPER. INC. SERIES B Senior Sub Notes 413627AB6 8.750  03/15/00 08/23/93
HAYES LEMMERZ INTL. INC. SERIES B Company Guarantee 420804AG1 9.125  07/15/07 10/28/97
HAYES LEMMERZ INTL. INC. SERIES B* Company Guarantee 420804AH9 9.125  07/15/07 10/28/97
HEALTHSOUTH CORP. SERIES B Senior Sub Notes 211642AD5 10.375  04/01/03 05/26/93
HEARTLAND WIRELESS COMM. Senior Notes 42235WAC2  13.000 04/15/03 03/13/96
HEARTLAND WIRELESS SERIES D Senior Notes 42235WAG3  13.000  04/15/03 01/22/97
HEARTLAND WIRELESS SERIES B Senior Notes 42235WAH1  14.000 10/15/04 04/10/97
HEDSTROM CORP. Company Guarantee 42279QAC2  10.000 06/01/07  12/11/97
HEDSTROM HOLDINGS INC. Senior Discount Nts ~ 422914AE1 0/12.000  06/01/09 12/04/97
HERFF JONES INC. Senior Sub Notes 42718EABO 11.000  08/15/05 12/04/95
HINES HORTICULTURE INC. SERIES B Senior Sub Notes 433245AB3 11.750 10/15/05 02/16/96
HOLLYWOOD PARK/OPERATING SERIES B Senior Sub Notes 43625PAB5 9.500 08/01/07 03/17/98
HOLLYWOOD ENTERTAINMENT SERIES B Senior Sub Notes 436141AC9 10.625 08/15/04 10/31/97
HORSESHOE GAMING LLC SERIES B Company Guarantee 44075LAF8 9.375  06/15/07 11/07/97
HORSESHOE GAMING LLC SERIES B Senior Notes 44075LAC5 12.750  09/30/00 06/12/96
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HUBCO INC. Sub Debentures 404382AC7 7.750 01/15/04 07/02/94
HUBCO INC. Sub Debentures 404382AF0 8.200  09/15/06 12/13/96
HYDROCHEM INDUSTRIAL SVC. SERIES B Company Guarantee 448850AB3 10.375  08/01/07 11/12/97
HYPERION TELECOMMUNICATIONS SERIES B Senior Notes 44914KAH1 12.250  09/01/04 11/20/97
ICG HOLDINGS INC. Company Guarantee 449247AE5 0/11.625  03/15/07 07/16/97
ICG HOLDINGS INC. Senior Discount Nts ~ 449247AA3 0/13.500  09/15/05 01/08/96
ICN PHARMACEUTICALS INC. SERIES B Senior Notes 448924AD2 9.250  08/15/05 11/11/97
ICO INC. SERIES B Senior Notes 449294AE7 10.375  06/01/07 11/18/97
IHF HOLDINGS INC. SERIES B Senior Discount Nts ~ 449619AC9  0/15.000 11/15/04 05/17/95
IMC GLOBAL INC. SERIES B Notes 449669AG5 10.750  06/15/03 10/11/93
ISP HOLDINGS INC. SERIES B Senior Notes 450302AE4 9.000 10/15/03 04/09/97
ISP HOLDINGS INC. SERIES B Senior Notes 450302AF1 9.750  02/15/02 04/09/97
ITC DELTACOM INC. Senior Notes 45031TACS 11.000 06/01/07 11/12/97
IXC COMMUNICATIONS INC. SERIES B Company Guarantee 450713AC6 12.500 10/01/05 08/02/96
ICON HEALTH & FITMESS SERIES B Senior Sub Notes 44929HAB4 13.000 07/15/02 05/17/95
IMAGYN MEDICAL TECHNOLOGIES Company Guarantee 45244EAA8 12.500  04/01/04 11/05/97
IMPERIAL HOLLY CORP. Company Guarantee 452835AD3 9.750 12/15/07 03/12/98
INDSPEC CHEMICAL SERIES B Senior Sub Notes 455781AC8 0/11.500 12/01/03 03/14/93
INSILCO CORP. Senior Sub Notes 457659AH3 10.250  08/15/07 11/14/97
INTELCOM GROUP (USA) INC.(see also ICG) Company Guarantee 449247AB1 0/12.500  05/01/06 08/09/96
INTERMEDIA COMMUNICATION SERIES B Senior Notes 458801AR8 8.500 01/15/08 03/11/98
INTERMEDIA COMMUNICATION SERIES B Senior Notes 458801AS6 8.875 11/01/07 02/12/98
INTERMEDIA COMMUNICATION OF FL SERIES B Senior Notes 458801AE7 13.500 06/01/05 09/06/95
INTERNATIONAL KNIFE & SAW INC. Senior Sub Notes 459733AC5 11.375 11/15/06 03/17/97
INTERNATIONAL WIRELESS COMMUNICATIONS  Senior Discount Nts ~ 46058GAES8 0.000 08/15/01 12/20/96
IRIDIUM LLC/CAPITAL CORP. SERIES B Company Guarantee 46268KAK1 14.000 07/15/05 10/07/97
IRON MOUNTAIN INC. Company Guarantee 46284PAD6 8.750  09/30/09  01/13/98
ISLE OF CAPRI/CAP. CORP. SERIES B 1st Mortgage 464587AC8 13.000 08/31/04 01/21/98
IVEX HOLDINGS CORP. SERIES B Debentures 465851AB9 13.250  03/15/05 06/30/93
JOHNSTOWN AMERICA INDUSTRIES SERIES C Company Guarantee 479477AD3 11.750  08/15/05 12/18/97
JORDAN INDUSTRIES INC. SERIES B Senior Notes 480695AJ4 10.375  08/01/07 09/29/97
JORDAN INDUSTRIES INC. SERIES B Senior Sub Notes 480695AK1 0/11.750  04/01/09 09/29/97
JORDAN TELECOM PRODUCTS SERIES B Senior Discount Nts  480767AH5 0/11.750  08/01/07 12/11/97
K&F INDUSTRIES SERIES B Senior Sub Notes 482240AG3 9.250 10/15/07 03/06/98
KSL RECREATION GROUP INC. SERIES B Senior Sub Notes 482683AC3 10.250 05/01/07 10/13/97
KEEBLER CORP. Senior Sub Notes 487251AC4 10.750 07/01/06 11/25/96
KELLEY OIL & GAS CORP. SERIES B Senior Sub Notes 487906AD1 10.375 10/15/06 02/10/97
KINETIC CONCEPTS INC. SERIES B Company Guarantee 49460WAC3 9.625 11/01/07  03/03/98
KITTY HAWK INC. Company Guarantee 498326AC1 9.950 11/15/04  03/20/98
KNOLL INC. Senior Sub Notes 498904AB7 10.875  03/15/06 07/15/96
KNOLOGY HOLDINGS INC. Senior Discount Nts ~ 499179AE9 0/11.875 10/15/07 03/24/98
LDM TECHNOLOGIES INC. SERIES B Company Guarantee 50182PAC3 10.750  01/15/07 05/28/97
LADY LUCK GAMING SERIES QTR 1st Mortgage 505903AC8 11.875  03/01/01 03/29/96
LADY LUCK GAMING SERIES SA 1st Mortgage 505903AD6 11.875  03/01/01 03/29/96
LEINER HEALTH PRODUCTS Senior Sub Notes 52536PAC2 9.625  07/01/07 12/15/97
LENFEST COMMUNICATIONS Senior Sub Notes 526055AD0 10.500 06/15/06 10/09/96
LESLIE'S POOLMART Senior Notes 527069AC2 10.375  07/15/04 11/28/97
LILLY INDUSTRIES INC. Senior Notes 532491AC1 7.750  12/01/07  01/00/98
LODGENET ENTERTAINMENT Senior Notes 540211AC3 10.250 12/15/06 05/15/97
LOOMIS FARGO & CO. Company Guarantee 543462AC9 10.000 01/15/04  07/22/97
MMI PRODUCTS INC. SERIES B Senior Sub Notes 553090AC5 11.250  04/15/07 10/01/97
MAJESTIC STAR CASINO LLC Senior Notes 56075NAC5 12.750  05/15/03 11/13/96
MARK IV INDUSTRIES INC. Senior Sub Notes 570387AQ3 7.500  09/01/07 12/15/97
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MARSH SUPERMARKET INC. SERIES B Company Guarantee 571783AD1 8.875  08/01/07 12/03/97
MAXXIM MEDICAL Company Guarantee 57777GAC9 10.500 08/01/06 11/25/96
MCCAW INTERNATIONAL LTD. Senior Discount Nts ~ 579472AE1 0/13.000  04/15/07 09/05/97
MEGO MORTGAGE CORP. Company Guarantee 585165AA1 12.500 12/01/01 11/22/96
MERIT BEHAVIORAL CARE Senior Sub Notes 589867AB6 11.500 11/15/05 04/18/96
METALLURG INC. Notes 591261AA0 12.000  04/14/07 04/14/97
METRIS COMPANIES INC. Company Guarantee 591598AC1 10.000 11/01/04 03/09/98
METROCALL INC. Senior Sub Notes 591647AD4 9.750 11/01/07 03/17/98
METROCALL INC. Senior Sub Notes 74342CAC9 11.875  06/15/05 11/06/95
METRONET COMMUNICATIONS Senior Notes 59169YAES8 12.000  08/15/07 01/20/98
MOHEGAN TRIBAL GAMING SERIES B Senior Notes 608329AC2 13.500 11/15/02 07/18/96
MORAN TRANSPORTATION CO. Notes 616506AB7 11.750  07/15/04 11/18/94
MOTHERS WORK INC. Senior Notes 619903AB3 12.625  08/01/05 11/29/95
MOTORS AND GEARS INC. SERIES D Senior Notes 620103AE1 10.750 11/15/06 02/18/98
NTL INCORPORATED SERIES B Senior Notes 459216AG2 0/11.500 02/01/06 05/23/96
NTL INCORPORATED SERIES A Senior Notes 459216AD9 0/12.750  04/15/05 08/18/95
NATIONAL FIBERSTOCK CORP. Senior Notes 636049AC2 11.625  06/15/02 11/20/96
NAVISTAR FINANCIAL CORP. SERIES B Senior Sub Notes 638902AK2 9.000 06/01/02 08/26/97
NEENAH CORPORATION SERIES D Senior Sub Notes 640071AF3 11.125  05/01/07 09/11/97
NEWFIELD EXPLORATION CO. SERIES B Senior Notes 651290AC2 7.450 10/15/07 12/19/97
NEWS CORP. LTD. SERIES B Senior Discount Nts ~ 62944VAB6 0.000  06/15/99 12/08/94
NEWFLO CORP. SERIES B Sub Notes 651305AB0 13.250 11/15/02 05/28/93
NEXTLINK COMMUNICATIONS Senior Notes 65333AAC2 12.500  04/15/06 08/05/96
NORMEX TECHNOLOGIES CORP. SERIES B Senior Discount Nts ~ 45322KAC5 14.000 05/15/02 12/20/95
NORTEK INC. SERIES B Senior Notes 656559AW1 9.125  09/01/07 11/18/97
OLYMPUS COMM. L.P./CAP. CORP. SERIES B Senior Notes 68162YACO 10.625 11/15/06 06/09/97
OMEGA CABINETS Senior Sub Notes 682070AB3 10.500 06/15/07  01/21/98
OMNIPOINT CORP. Senior Notes 68212DAE2 11.625  08/15/06 12/17/96
OMNIPOINT CORP. SERIES A Senior Notes 68212DAF9 11.625  08/15/06 03/21/97
ORBCOMM GLOBAL L.P./CAPITAL SERIES B Senior Notes 68555RACO0 14.000 08/15/04 01/16/97
OUTSOURCING SOLUTIONS SERIES B Senior Sub Notes 690132AC9 11.000 11/01/06  05/29/97
OXFORD AUTOMOTIVE INC. Company Guarantee 690903AC3 10.125  06/15/07  11/21/97
PM HOLDINGS CORP. Debentures 69344KAC9 0/11.500  09/01/05 01/21/94
PACKAGED ICE INC. SERIES B Company Guarantee DD0121960 12.000 04/15/04  10/15/97
PACKAGING RESOURCES INC. Senior Notes 695168AC8 11.625 05/01/03  09/20/96
PAGEMART INC. Senior Discount Nts ~ 695534AC1 12.250 11/01/03 09/14/94
PAGEMART NATIONWIDE Senior Discount Nts ~ 69553QAC2 0/15.000  02/01/05 07/12/95
PANDA FUNDING CORP. SERIES A-1 Bonds 69833DAC3 11.625  08/20/12 03/20/97
PANDA GLOBAL ENERGY CO. Company Guarantee 69833HAEQO 12500 04/15/04  10/15/97
PANTRY INC. Company Guarantee 698657AE3 10.250 10/15/07  02/09/98
PARAGON HEALTH NETWORKS SERIES B Senior Sub Notes 698940AF0 0/10.500 11/01/07 03/13/98
PARK-OHIO INDUSTRIES Senior Sub Notes 700677AE7 9.250 12/01/07 02/24/98
PEGASUS COMMUNICATIONS SERIES B Senior Notes 705904AD2 9.625 10/15/05 02/25/98
PEGASUS MEDIA & COMMUNICATIONS SERIES B Notes