o

1970
EPORT TO

EMBERS

CONDENSED VERSION

L T
ARCR EXFRESS 150 PFD
EI‘.US Et2e 82
9PI0 81y g2
Bitk 82
81 82




and products in the securities industry, continued

to use its responsibility to fuse the opinions of its members into cohesive
goals and needed improvements for the industry and the public.

A major change in the NASD in 1970 was the shift in leadership. The NASD

formerly a partner in McDonald and Company in Cleveland, as the new Presi.
dent of the Association. | have found Gordon Macklin extraordinarily well
equipped to spur the Association on to reach its proper pasition 2s a pivotal
point in the over-the-counter market and the entire securities industry.



The primary accomplishment for the over-the-counter market and the NASD
during 1970 was, of course, the completion of NASDAQ. The system was
actually working by the end of 1970, although the official start-up date didn’t
occur until February 8, 1971, On that date, NASDAQ quotations were first

Ramo Corporation (the NASDAQ contractory should be commended for their
fine wark in bringing to fruition the first “Electronic Stock Market” in the
country.

Because of the swelling volume in late 1969 and early 1970, the NASD's
nationwide OTC clearing system has assumed increased importance. As a
significant step in developing the clearing program, the National Clearing
Corporation acquired the National OTC Clearing Corporation in New York City
in late August. This acquisition has given us the opportunity to incorporate
a functioning clearing organization into our overall program.

Investor protection took a significant step forward in 1870 with the enact-
ment of the Securities Investor Protection Act. The NASD actively participated
in working with a special industry task force and the Congress in designing
a corporation to safeguard investors from financial foss resulting from finan.
cial instability in a brokerage firm. Under the new law, investors are protected
in a similar manner to customers of banks and savings and loan companies.

Traditionai methods of regulating as well as Mmanaging the securities busi-
ness have come under fire this year from the Congress and from some industry
leaders. | firmiy believe that the concept of self-regulation s working for the
public and the industry, and with the increased cooperation and communica-
tion between the various regulatory organizations, that it will grow in effective-
hess in the future. Let us continue working together for the goad of the whole
instead of one of itg parts.

The NASD, in spearheading major projects to improve the industry, has
demonstrated during the past year that self-regulation is a constructive force
in moving the industry forward to meet goals that are responsive to the desires
and needs of the public and investing community.

The continuing task of the Association, as | envision it, is to constantly
re-examine our position ir the industry’s regulatory framework and not only

Respectfully submitted,

bdles A ) 2

Gordon L. Teach
1870 Chairman



PRESIDENT’S REPORT

SELF-REGULATION

With the unprecedented expansion of the securities industry in 1968 and
1969 and the resultant fails problems, sedf-regulation in 1970 came under close
scrutiny by Congress, the Securities znd Exchange Commission and the invest-
ing public. In answer to this challenge, the NASD not only increased its regula-
tory efforts during the year, hut also launched new studies aimed at increasing
the Association's efficiency in self-regulation,

The Association’s reguiatory responsibility in 1970 covered 4,470 mem-
bers—an increase of 122 over the arevious year. Branch offices hit a new
high in May of 1970 but ended up the year at 6,990 for a 254 decrease from
1969. Registered representatives, which have increased over 125 percent in
the past 5 years, continued to increase in 1970, Buring the year about 24,000
were registered ta bring the total to a record levei of 197 870 for an increase
of 13 percent.

Examination of Member Firms

The cornerstone of self-regulation is the Association’s examinations of
member firms, and the past year was the Association's most active year in
terms of exzminations and complaint actions. We conducted a total of 4,114
examinations, including 2,113 regular and 496 special exams of main offices.
Under the regular examination program, 47 percent of members' main offices
were visited on a routine basis for a complete review of all phases of each
firm's business.

Four hindred forty formal complaints were filed, compared to 264 in
1969 and 138 in 1968, In addition, 9% summary complaints—the procedure
used in minor, technical intractions—were initiated during the year compared
to 36 lust year. During the year the Districts closed 328 formal camplaints,
more than double the number closed the previous year.

During 1970 the Securities and Exchange Commission ruled on three of the
Association's disciplinary actions that had been appeaied. In ohe case, the
SEC dismissed the appeal while in another case the SEC upheld the NASD's
decision. In the third ruling the SEC aFirmed the findings of the Association
but reduced the penalty.

In disposing of complaints last ysar, District Committees or the Board of
Governors expelled 15 members and revoked the registrations of 38 repre-

sentatives. Nineteen members and 50 representatives were suspended during
the year for various periods, and 210 members and 54 representatives were
censured. Two hundred thirteen members and 98 representatives were fined,
vith total fines and costs collected from January 1, 1970 through December
21, 1970 amounting to $500,243.23. As of December 31, 1970 there were
237 complaints open at the District level, 236 (709%) of which were fess
than six months old.

The special surveillanee program that began in 1968 giving particular
attention to members’ capital and aperational problems continued in 1970,
The program mcludes such measures as scheduling advisory meetings with
executive personnel, upholding emergency rules which subject members to

receive, and requiring certain members to report faifs statistics on a monthly
basis. From June of 1968 to December of 1970, 4,920 inspections have been
cerried out under the program, and 154 firms were placed under operating
restrictions. As of December 31, 1970 anly 6 firms were under operating
restrictions, and the dollar volume of fails to deliver under our monitering

by the end of December, 1970. Thig dramatic downswing occurred because of
the slackening in volume and increased efforts by NASD members to put their
back offices in order.

Because of the Upsurge of trading volume in late 1970 and early 1971,
the Association is keeping a close watch on member firmy’ back aoffice opera-
tio1s to make sure that the paperwork problems of the past are not repeated.

The strengthening of District staffs, which have been built up considerably
in recent years, was continued in 1970. As of year-end, there werg 125 ex-
aminers in the field, up from 90 3 year ago. All but one District office now
have Assistant Directors to aid in the administrative workload, and an assistant
is planned for the remaining office,

To maintain pace with the growth in the field force, the NASDH is further
strengthening the Department of Regulation, which warks closely with the
Districts, The Department is directing special attention to updating our exami-
nation procedures, including e€mphasis on the many new and sophisticated
problems EMerging in such ureas as corporate finance; mutual funds and in-
surence otientaled activities; oil, gas and real estate syndications and similar
tax-shelter programs,

Tre NASD is also examining the capital structure of non-exchange firms.
The Assaciation formed a special Committee on Capital Standards in the fali
of 1970 ta review the capital requirements necessary for entering the securities
husiness and the adequacy of present regulations in all areas of financiat
responsibility applied to NASD members. The committee has been studying
the \mplications of all factors relating te the financial stability of members
and has reported its preliminary findings to the NASD Roard of Governors,

Qualification Examination Program

The Association routinely administers qualification examinations for alf
applicants for registration as principals or registered representatives with the
NASD. Through changing, up-dating and intensifying the degree of difficulty
of these examinations, the Association endeavors to continually up-grade the

Last year at the NASD's examination centers, the Association administered
60,364 of its own examinations and 25,084 examinations for other organiza-
tions, such as the stock exchanges or the various states.

The NASD believes that the qualification examination program has en-
couraged firms to better train their employees and, consequently, has raised
the level of competence of securities salesmen who deal directly with the
public,

The imporiance of thoreugh training in developing capable and ethical
representatives cannot be underestimated. in keeping with the goal of the
Qualification Examination Program 1o taise the level of competence of in-
dividuals entering the securities business, the Board of Gevernors has au-
thotized a comprehensive study of the functions of registered representatives,
with particular emphasis on how individuals are trained for their work. The
Purposes of this study are to determine the training needs of {he registered
representative, to cvaluate the lovel of training in the industry, to establish
the feasibility of NASD involvement in this training process, and to provide
the basis for possible changes in the NASD's registration and qualification
procedires, The target date for completion of the study is late summer of
1971.

Uniform Practice
The NASD's Uniform Practice Committer, a standing group of operations



personne: representing member firms across the country, has deait with a
growing number of projects affecting securities processing in addition to its
commitmant to administer and maintain a review of the Uniform Practice
Code. The Code, a set of regulations which governs a member in his dealings
with othe: members, standardizes certain mechanics for completing over-the-
counter transactions. Areas covered by the Code include dividend reporting,
ex-dividend dates, settlement dates, due-bills, trade comparisons, delivery rules
for stocks and bonds, reclanations, buy-ins and sell-outs,

The Committee has been an interested party in the development and
implementation of the CUSIP number, which uniquely identifies each security
issue traded publicly. A number of members have been successfyl in com-
pletely converting to CUSIP for their interpal processing and in order to
further facilitate certificate identification and handling, the number now
appears on certificates of those issues which are quoted in the news services.
The interest in having a common system for wentifying securities should
foster the expanded use of CUsIP.

A propcsed rule now pending with the SEC would require issuers of OTC
securities 1o report dividend informetion to the NASD on a timely basis. This
step woulc strengthen the means of obtaining dividend news since, in many
cases, the Association now relies on the good will of corporations to forward
such information. The contemplated advance reporting would insure broader
coverage of dividends, would avoid late ex-dates, allow members to make
transfers to meet record dates, and cul down customers’ problems related to
dividends. The required approvals of the proposal are expected in the near
future,

A set of Uniform Transier Requiements developed by a Joint Banking-
Securities Industry group studying transfers has been forwarded to the mem-
bership. Tre requirements have narrowed down what documentation, espe-
cially with “legal™ registrations, certain banks require in order to make
expeditious transfers. This group is studying other ways to streamline trans-
fer methods.

In additicn to the Joint Industry Cormmittee which studies transfers, Uniform
Practice Conmittee members and the staff participale with groups studying
deliveries. tlividends and security protection. Some projects under considera-
tion include making more efficient use of large denomination certificates
for deliveries, constructing an educational brochure oin what constitutes good
delivery on bonds, and devising a new system for handling due-bills repre-
senting interest payabie on bonds,

The Security Protection Committee has heen instrumentat in securing a
pilot program for a computerized data-bank for the verification of fost and
stolen secunties, The system was designed for the Security Protection Com-
mittee with the help of Sci-Tek, Inc. Should the pilot pragram prove to be
Successful, -he data-bank will be made available to all memberg of the
financial community.

Arbitratian

For the past two years the Association has offered an arbitration pro-
gram for the voluntary submission of disputes between members or a mem.-
ber and a customer arising out of securities transactions. This program was
introduced ir response to an anticipatad need for a forum providing for the
prompt, fair and cconomical disposition of securities disputes,

Although the Association is still a relative newcomer in the field of arbitra-
tion, the administrative experience which has been gained, coupled with
member requests, has prompted the recommendation that a program be
adopted so that & member firm can be compefled to arbitrate a dispute
stemming from & securities transaction with another member. A comprehen-
sive study of all arbitration laws, on both the state and federal level, was
conducted to determine the possible effect of changing the Association's
arbitration program to inciude mandatory submission of disputes. The im-
partance of this study arises from the riecessity of complying with the varying
jurisdictional requirements hefore controversies submitted for arbitration can
be properly resoived.

As proposed by our Arbitration Committee, a program of required wrbitration
would apply anly to disputes arising after the date of the program’s inaugura-
tion. Controversies which originate before this date would continue to be
eligible for submission on a voluntary basis,

Member comments in reply to & recent special repart dealing with the
concept of mzndatory arbitration have heen submitted to the Board of Gov.
ernors along with proposed changes to the Arbitration Code. Should these
proposals be approved by the Board, they will be submitted to the member-

ship for comment and subsequently for a vote.
Corporate Einancing

Since 1962 the NASD, through its Committee on Corporate Financing, has
revicwed the compensation arrangements of member firms for their services
in regard to underwritings. These reviews are for the purpose of determin-
ing whether the arrangements ertered into are fair and reasonable in light
of the Rules of Fair Practice. The Commitlee membership has expanded
groatly over the past two years and presently numbers twenty individuals,
Under the present volume, it is required to hold meetings on a weekly basis
in order to accomplish these reviews,

During 1970, the Corporate Financing Department received 2,127 new
registrations for review. This figure represents a substantial reduction from
last year's peak volume of 3,900 issues. However, past market conditions
have not decreased the volume as much as expected, and cormpanies continue
to file at a steady pace.

Of the issues received, 632, or approximately 32 percent, received an
unfavorable comment of same degree. The Committee reviews the terms of
offerings in advance of any sales to the public and then issues an opinion
on the fairness of the arrangements. It is therafore significant to note that
of -hose receiving an unfavorable comment (although a number of issues
are still pending), not one offering in 1970 went to market without the ap-
propriate maodifications being made. This not only demonstrates the effec-
tivevess of the program but also illustrates the willingness of the members
to cooperate and to comply with the requirements.

Sorme of the 1970 volume is attributable to the number of intrastate
issues filed during the year. In addition, a large percentage of the volume
was due to the tremendous Increase in the number of tax shelter oriented

years. This year alone, over 500 such programs were filed for review, with
the largest portion directed toward real estate syndication. The number
of these filings demonstrates the increase in popularity of these new securities.
Also. the lovels of compensation and the types of arrangements being con-
structed illustrate the necd for definite underwriting suidelines in these par-
ticular areas.

Consequently guidelines, as they would apply to these areas, were approved
by the Board for issuance to the membership for comment. On December
16, 1970 such proposals, entitled “‘Amendments to the interpretation of
the Board of Governors with Respect to Review of Corporate Financing,”
were circulated to the membership, their counsels and other interested parties,
Comments on these guidelines are now being reviewed by the staff and the
Committee, and an analysis of these responses will be made available for
the Board's consideration.

Keeping in line with the Association's cooperation with state securities
commissions, the staff of the Department and representatives from the Qi
and Gas Institute attended a conference to help draft guideiines for the

estate syndication, specifically limited partnership interests.

In view of the greatly increased sales of limited partnership interests in
oil and gas drilling funds to the public in the past two or more years, the
Board of Governors established an Oil and Gas Committee. Since the bulk
of oil and gas programs are sold through NASD members, the Assaciation
has an obligation concerning ethical practices in connection with their dis-
tribution. This Committee’s function is ta determine, initially, whether the
Association's existing rules are adequate and can properiy be applied ta
these securitics and, secondly, what, if anything, the Association can do
to insure the proper discharge of its responsibility in connection with these
distributions. A similar committee to study real estate syndications has been
formed.

Another special commitice of the Board of Governors, the Committec to
Study SelfrUndenNriting, was established in late 1970. The reasons for the
formation of this Commiittee are: (1) to restudy the policy which prohibits
member {irms from underwriting their own securities or underwriting those of
a parent or subsidiary of that member; (2) to determine wheather this is the
proper approach to the problem and; (3) if not, to recommend an alternative.
Alter consideration of ail aspects of the policy, proposals will be made and
circulatec to the membership for comment,

Financial Reporting
An unnual financial réporting program, required by the Securities and



Exchanze Commission, was inaugurated by the NASD during 1970. All NASD
members were- required o file infarmation (on Form 17A-10) regarding
income and expenses with the Association by spring of 1970.

By the end of December, 95 rercent of the NASD members had filed this
information. Some firms did not respond hecause they had gone out of busi-
ness, and the Association is contacting the remaining firms that failed to file.

Data from the reports were delivered to the SEC during the fall and winter
of the vear. The names of firms submitting information have been, and will
be. kept conlidential by the Association

Statistics generated by these reports: have already proved useful to the
Association, and should be more valuable in the future. So far, they have
been used to support NASD arguments in certain legal cases; to provide
background for the Securities Investor Protection Corporation and for the
NASD's 1ew mutual fund econamic study (see¢ section an Legislation). Statistics
compiled from the program will be reiayed to NASD members for manage-
ment use.

During the year, the Association also began requiring members to file
quarterly financisl reports (Form Q) with the NASD. These forms are a short-
ened version of the annual financial reports, and are used primarily o give
the NASD's Department of Regulation warning of impending financial and/or
back-cffice problems in member firms.

Yariable Contracts and Investmen: Companies

A trend apparently developing in the mdustry is toward one-stop financial
service far customers. Insurance companies, through licensing their sales-
men to also se!l mutual fund shares and variable contracts, have accelerated
this trend. Two Associztion departments —the Investment Companies and
Advertising Department and the Variable Contracts Department—have been
engaged ‘n assimilating NASD insurance aflthated members into the Associa
tion and in formulating guidelines for this newest segment of the membership.

There are now 217 members of the Association who are sither insurance
companies or their subsidiarics. Qvar 60,000 insurance agents affiliated with
these companics are registered with the Association—more than 30 percent
of the total registered representatives. in addition. there are an uncounted
number of representatives who are now licensed to sell insurance but who
are employees of non-insurance company firms or their subsidiaries, In 1970
we saw the beginning of a reverse trend, with some general securilies firms
and their representatives becaming licensed to sell insurance.

During the year a Subcommittee of the Variable Contracts Committee met
with Distr ct Directors and their stall to discuss the insurance aspects of
complaints invelving both equities and insurance.

The Variable Contracts Committee met five times in 1970 and discussed
a wide variety of subjects, Resolutions to the Board which received a favorable
vote incluced the recommendation to adopt the variable contracts rule (new
Section 29 of Article 11| of the Rutes of Fair Practice) which is now in effect.
The Board also voted to exempt those life insurance companies, which are
themselves registered as broker/dealars, from the requirement to file quarterly
financial reparts.

The Investment Companies and Advertising Department is respansible for
reviewing sales literature both for general brokerage firms and investment
companies. The Department was alse involved during the year in preparatary
steps for the mutual fund economic study under the new mutual fund law
(see Legisiation section}. The Department also closely watched litigation
affecting tre mutual fund industry, and established a liaison group to work
on praoblemrs shared by mutual funds and variabie contracts.

Sales literature submitted to the Association for review remained at a
high level during 1970. Investment company sales literature, which the
Department examines for conformance to the SEC Statement of Policy.
amounted to 12 406 separate adverlisements during the year. In addition
2,485 examples of general advertising, which is reviewed for compliance with
NASD guidelines, were examined by the Department.

A joint subcommitiee, composed of members from the nvestment Com-
panies Committee and the Variable Contracts Committee, was formed in
1970 to provide an interchange of ideas on similar prablems faced by the two
groups. One of the problems studieq by the subcommittee was the SEC's
proposed rule to amend Rule 22d-1 under the Investment Company Act of
1940 to impose stringent requirements regarding investments in mutual
iunds or variuble products by employees of the companies offering these
products. The NASD commented on the proposed rule indicating that those
employees ol an investment company its investment adviser and principal
underwriter should be allowed to purchase that investment company’s shares
either withoLt a sales load or at a discount. On the other hand, the NASD

stressed that exemptions from Rule 22d-1 should not include sales made
to persons whose activities are unrefated to the investment company. The
finat SEC rule, which became effective on February 8, 1971, retains exemptinns
far employees whose activities are related to the investment company—-in-
cluding life insuranece salesmen seliing mutual fund shares, transfer agents,
and specified supervisory personnel, The new rule cancels af| exemptions
for employees not directly involved with the investment company’s activities.

An amendment 1o Section 26 of the Rules of Fair Practice, which regards
forward pricing, was ratified by the membership in 1970. The amendment
conformed Section 26 to Rule 22c-1 of the Investment Company Act which
requires that mutual funds calculate net asset value at least once a day by
the MNew York Stock Exchange closing time. This simply means that an in-
vestor purchasing mutual fund shares before the NYSC closing time would
pay the price determined at that day’s close. If he should place an order
alter the closing time, his charge would be based on the net asset value cal-
culated at the next day's closing timea.

The Investment Companies Department has taken special interest in two
cases before the Securities and Exchange Commission—one regarding Mutual
Funds Advisory, Inc. (the affiliated broker/dealer for The Fundpack Incorpo-
rated) and the other involving First Multifund of America and the First Multi-
fund Advisory Corporation. Both cases involve a possible exemption from
Section 22d of the Investment Company Act which requires that mutual fund
shares he soid at the offering price stated in the fund's prospectus. The As-
sociation, which is acting as a participant in each case, opposes any exemp
tions to Section 22d other than those currently allowable.

NASDAG

During 1970 after more than 7 years of planning, developing, and testing.
the final pieces of the NASD's Automated Quotation System were put into
plage. And on February g, 1971, at 10:00 a.m.. NASDAQ became a reality,

Wark on the system actually began as early as 1963 whan the Securities
and Exchange Commission's Special Study of the Securities Markets stressed
the need for automation in the over-the-counter market, An Autemation Com-
mittee headed by Robert M, Gardiner, a previous NASD Board Chairman,
was tormed and began a study to determine the areas where autornation
woLld prove most valuable and effective. With the groundwork laid, the Com-
mittee retained Arthur D. Little Inc., a management consuitant firm, 1o make
an .n-depth anzlysis of the practicality of designing an automated quotations
system for the over-the-counter market. Though the highly complex nature of
the OTC market with its wide differences in size, location and interest of
broker/dealers presented a major challenge, the study showed both the
need for and the feasibility of an automated quote system.

With the approval of the Board of Governors, the Automation Committee
next began the complex task of developing NASDAQ. After holding many
interviews with brokerage firms throughout the eountry and engaging in
discussions with the SCC staif and Commissioners, the Committee drew up
specificalions for the system. In 1968, culminating these years of intensive
research and study, the Association signed a contract with The Bunker-Ramo
Corparation to build a 20 million dollar electranic communications system
to tie together the over-the-counter market into one vast electronic stock
market.

The heart of the NASDAQ system is located in Trumbult, Connacticut,
where a staff of 100 programmers and technicians man the central com-
puter complex. Smaller computers are alse manned by the Bunker-Ramo
field force in New York City, Chicago, Atianta, Dallas and San Francisco
whicit in turn feed quotes and queries into the Trumbull automation center.
The data center at Trumbuil cantains back-up equipment in every vital element
to insure continuous service. Two computers, either one of which can handle
the operation, form the nucleus of the system. If public power fails, a giant
bank of storage batteries supplies the power until a turbo-generator system
comes on line. Temperature and humidity are controlled by a dual system
of chillers and boilers. All stock data is recorded magnetically in duplicate
and there are rigid security systems and routines that keep equipment safe
from tampering and the information safe from unauthorized persons,

At start-up, NASDAQ was providing over 700 broker/dcalers with quoles
on approximalely 2,400 stocks. The system consists of three levels of service—
one for the registered representatives, one for retail traders, and one for
market makers. Level | is used by securities salesmen to obtain representative
bid and asked prices on NASDAQ securities. These quotes are available
through existing desk-top units used for infarmation on listed stocks. The



Operation of the NASDAQD sys-
tem is explained by a rep-
resemiative of the Bunker-
Ramo Corporation to traders
in 2 NASDAQ subscribing firm.
All broker/dealers with
NASDAQ terminals were
trained to use the system
before the NASDAQ start-up
date,

distributors are Scantlin Electronics, inc., Ultronics Systems Corp. and Bunker-
Ramo. All distributors receive their information from the NASDAQ computers
and relay fhese quotes from their own computers, Level It fists all market
makers' bic' and asked quotes for NASDAQ securities, but does not provide
for the input of quotes. Level Il pruvides the same information as Level I,
but allows & market maker to enter his quotes into the system,

Through NASDAD, traders have access to a wider sampling of bid ang
asked prices from market makers without making numerous telephone calls.
They have to make only cne call to complete a trade. Registered repre-
sentatives can quickly retrieve current hid and asked quotes on NASDAQ
securities for their customers, allowing the security salesman to give both
better and quicker service. Investors, for the first time, can get current bid
and asked gquotes on all the OTC securities in the NASDAQ system. They wili
be able to follow trends in the OTC market through volume figures and
OTC stock indices. The result will, of course, be greater investor confidence
in the entire OTC market. The wealth of current and accurate information on
OTC securities and the market trends which will be more visible should
encourage institutional investors to participate more in QTC trading.

Over-the-counter stock indices will e available through the NASDAQ sys-
tem and will be released to the majar wire services on an hourly basis, Daily
and weekly summaries will also be made available, The indices will be com-
puted every 5 minutes and will be separated into the following categories:
Composite, Industrials, Banks/Insurance, Other Finance, Transportation and
Utilities.

There will be new problems to cope with and new decisions to make as
the system grows and matures. One decision that is nat oo far away is
whether securities listed on other exchanges should be carried on the NASDAQ
system. To study this question, the Beoard of Governors voted to include 36
exchange listed securities on a test basis in NASDAQ. These securities will be
quated on NASDAQ for 2 90 ta 180 day test period beginning on April 5, 1971,
Characteristics of OTC trading in listed stocks in contrast to exchange markets
will be emphasized by the study. To determine i third market securities should
be permanenily kept in the syslem, the NASD will examine transactions in these
securities by non-exchange members before and after their inciusion in
NASDAQ. The Association is also evalusting the responsibilities of its surveil-
lance program for NASDAQ as they weuld relate to third market sacurities
carried on the system,
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The NASDAQ logo (teft) will
> S0on become a symbol that

NASDAO is widely recognized by in-
vestors and the general public.
4 > The logo will be used in the
nationwide consumer educa-
. ° tien program and will be pro-
Y Y v minently displayed in the ofi-
. fices of NASDAQ subscribing
firms.

OTC Consumer Education Program

Also for the first time in the history of the over-the-counter market, a
nationwide consumer education program is being developed 1o inform and
educate the public about the opportunities available in the OTC market. The
target audiences for the pregram are the general public, investors and NASD
members. Because of the significance of the new NASDAQ system, the edu-
cation program has been timed to begin after NASDAQ s operating smoothly.
Cur-ent estimates place the beginning of the cansumer-education campaign
in the summer or early fall of 1971,

The NASD Board of Governors unanimously approved the education con-
cept last May, stressing that a communications gap between the industry and
investors should be closed. The Governors agreed that the program should
first introduce the NASDAQ system, and later should famiiiarize investors with
other aspects of the over-the-counter market's operation.

The education program, which is the responsibility of the Association's
Information Committee, is being developed by Doremus & Campany in New
York City, one of the nation's largest firms specializing in financial advertising.
The estimated investment in this ambitious communications effort is
$1,000,000—an amaunt which is being collected through voluntary contribu-
tions primarily from NASDAQ subscribing firms.

Since May, Doremus & Company has been developing advertisements and
other communications toals for use in the program. The firm also completed
production of a multi-media presentation explaining the rationale and design
of the program to NASDAQ subscribers, During the year, the program was




Thisisthe yearof NASDAG
/ .
and 'more religble fDTC |nfonn?fwn

NASDAQ:
The Electronic
Stock Market.

Tools used in the comprehen-
sive educational program ta
kindle interest in the OTC
market will include advertise-
meants in publications with na-
tionwide distribution, and an
educational film entitied “Tha
Electronic Stock Market.”

shown to members in the New York City and Washington, D, C. areas. In 1871,
the presentation will be shown to NASDAQ subscribers in other peographic
areas around the country.

The presentation highlights the techniques that will be used in the educa-
tional program. Among them are: (1) Advertisements in nationally known
publications, such as Life, The Wall Street Journal, U. S. News and World
Report, Time, Forbes, Institutional Investor and the fnvestment Dealers’ Digest.
(2) Local radio and television commercials and newspaper advertiscrments
which will dovctail with the national campaign for use by broker /deaters, (3)
Eooklets describing NASDAG and the OTC market for use by broker /deaiers
with their customers. (4} An educational film spatlighting NASDAQ calied
“The Electronic Stock Market,”” This film will be available to NASDAQ sub-
scribers. (5) A packaged seminar program for use by broker/dealers to edy-
cate and inform investor groups, clubs, civic groups and students.

The program will aiso include an ongoing public relations effort which will
biz coordinated by the National Security Traders Association. In July, the
Traders decided to merge their educational efforts into the overall consumer
campaign, realizing that the two Associations could have a greater impact
on investors by working together. The NSTA's assistance will strengthen the
NASD communications effert, since the traders have had ten years of success-
ful experience in publicizing the OTC market.

Some of the public relations activities that are planned in conjunction with
the program are: fiaison wilh the press regarding OTC developments; creation
of feature stories on the OTC market: a speakers bureau which would make
industry leaders available for speeches about the OTC market: and an infor-
mation bureau to answer investor guestions, Doremus & Company is also lend.
ing its assistance to this aspect of the educational campaign.

This far-reaching communications effort is a significant step forward in re-
mcving investor misunderstanding about the OTC market and in acquainting
the general pubiic with this too littie understood, but vital, segment of the
securities business. )

% Counter Trading,” which pin-
ned down OTC trading pat-
erns during a sample week
in 1969, was published by the
= National Clearing Corporation
in 1970,

National Clearing Corporation

High trading volume in 1968 and 1969 resulted in paperwork problems
for NASD member firms, consternation on the part of investors who received
late stock certificates and efforts by the Association to improve the situation.

Paramount in importance for the reduction of paperwork problems is the
National Clearing Corporation which wasg established in 1965 by the Associ-
ation to develop a nationwide cfearing system for the over-the-counter market.
NCC is an outgrowth of a study conducted by Arthur D. Little, Inc. regard-
ing methaods to reduce industry back-office problems. The ADL study strongly
récommended that the NASD establish a continuous net settlement system
for clearing over-the-counter securities transactions, The study predicted that
such a system could eventually reduce “fails to deliver and receive” in the
industry by as much as 50 percent,

This proposed system will merge apen securities positions daity and carry
them forward on a perpetual basis, leaving all items in the system until settle-
ment occurs. The system wil| begin with the reporting of trades by clearing
members and will end with the clearance of securities delivered with a cor-
responding money seitiement daily to a Clearing Center. All settlements, re-
ceipts and deliveties of securities will be made directly to a Clearing Center,

Other NCC services will include dividend accounting and processing of trans.
fer instructions, The system is also being designed to include a securities de-
positary feature.



The initial approach of the National Clearing Corporation will be to orga-
nize Clearing Cenlers to Operate indapendently within specific geographic
areas, NCC plans to fully develop trade reportmg and clearing processing
within each area and then to expand coverage by linking these centers in
order to settle trades between other geographical areas. In the future the
system wiil be expanded to handle all over-the-countar trades admitted to the
clearing svstem within and among ail geographical parts of the country. Cur-
rent plans indicate that the first NCO clearing center will be established
in 1971,

Since May of 1970, NCC and the Pacific Coast Stack Exchange have Been
working together in designing the clearing system. At that time, PCSE signed
an agreem-nt with NCC to make available computer programs and other neces-
sary material used in its clearing system. PCSE, which has had experience
operating a net-by-net settlement system similar to NCC’s planned continuous
net settiement system, has freed some of its personnel to work with NCC
staffers in adapting its clearing program to fit the needs of the new nation-
wide OTC system.

As another step in implementing its new service, NCC acguired the National
OTC Ciearing Corporation last fall, NOTC, which operates in the New York
area, was established in 1961 to aid in the clearing of OTC securities trans.
actions in that area, The Natjonal Clearing Corporation plans to have the pres.
ent experienced NOTC staff operate the NOTC's current balance order clearing
systemn until NCC's continuous net settlement system can be inavgurated in
New York.

NCC recently conducted a survey of OTC trading patterns within the United
States. The purpose of this survey was to enable the Nationul Clearing Corpo-
ration to pinpeint the cities in which to locate @rea centers to most effectively
serve the OTC market. Results of the survey (which was published by NCC
as “'Survey of Over-The-Counter Trading™) indicate that New York should
contain onc of the first centers because it 1s the heart of trading in the
cauntry. Statistics taken from member firms reporting data during the sample
week of Novemnber 3-7, 1969, indicate that New York was on both sides of as
many as 42 percent of the total transactions. Accordingly, the Clearing Cor-
poration plans to establish a clearing center in the New York City area. The
survey also supported NCG’s opinion that a center should be opened on the
West Coast. The Midwest is another target for one of the mnitial NCC clearing
centers.

The NASD has been exploring the role of NCC in the overall securities
industry with the Banking and Securities industry Committee. This high level
group, which consists of representatives from the securities and banking indus-
tries, was organized to solve problems faced by both industries. One of BASIC's
high priority goals is establishing a nuationwide securities depository, NCC
has kept BASIC up ta date on the requircments of its clearing system and has
explored how NCC might interface with o central securities depository,

Legisiation

Late in 1970, the 91st Congress passed twa bills which will vitally affect
the securities industry. One was the “mutual fund bill." which had travelled
a long and tortuous road before final enactment. The other established a
Securities Investor Protection Corporation {modeled after the Federal Deposit
Insurance Gorporation) which will insure investors up to $50,000 in combined
cash and securities in case of financial problems in a SIPC member firm.
President Nixon signed both bills into law late in the year.

The new mutual fund law amends the Investmeant Company Act of 1940.
The main areas of interest relate to mutual fund sales charges: regulation
of contractua, or front-end |pad investinent plans; and distinct fiduciary
standards for investment advisers for mutual funds.

The Association had testified before the Congressional cemitittees responsi-
ble for this fegislation, slressing its general support of the legislation, with
the exception »f a pravision which woulc have aliowed savings and loan asso-
ciations and tanks to operate mutual funds. This section was omitted from
the final legislation, but the question remains to be decided by the United
Stales Supreme Court, The Association also had expressed its willingness to
determine a “‘non-excessive'* mutual fund sales charge—a responsibility which
is delegated to the NASD under the new law

In anticipation of passage of the legislation, the Association has been plan-
ning to carry out a mutual fund economic study for more than a year. The
consensus of the Board of Governors and the staff was that such a study
should be undartaken by independent consultants, working with NASD guid-
ance. In December of 1970, after intervicwing many consulting firms, the

Association hired the consulting firm of Booz, Allen & Hamiiton, inc. Booz
Allen will be-working with Faster Associates, Inc., an economic consulting
firm based in Washington, D. C. Foster Associates will contribute primarily
in the area of theoretical and practical regulatory practices, which is the firm's
fortz. The initial stages of the study are now in progress.

The legislation charges the NASD with making and enforcing rules to
prevent excessive sales loads on the distribution of open-end investment
company shares. These rules are to he made effective not later than 18 months
after President Nixon signed the Act—which places the deadiine in mid-
summer of 1972 Tentatively, the Association aims to finish the study by
January of 1972 and afterwards ta formulate the necessary rules.

The section of the law which reguiates contractual pians allows the sponsars
of such plans to operate under two alternatives:

(1) The first alternative retains the 50 percent maximum first-year sales
toad and the 9 percent overall sales charge provisions previously in effect.
If a periodic plan certificate is sold with such a Ivad, the following refund
provisions apply: The holder may surrender the certificate at any time within
the first eighteen months after 1ssuance and receive the value of his account
plus the excess of any sales load above 15 percent of his total payments.
The registered investment company issuing the certificate, or any depositor
of an underwriter for such company must give writien notice of these redemp-
tion rights. This notification must be made to cach certificate hoider who
has missed three payments or more within 30 days following the cxpiration
of fifteen months after the issuance of the certificate,

{23 A second alternative allows nof more than 20 percent of any one pay-
ment to be deducted for sales load, and provides that the entire deduction
during the first four years may not excecd 64 percent of the total payments.
Again, the total sales charge may not exceed 9 percent af the total investment
over the life of the plan. Under this alternative a seller would be entitled lo
deduct & 16 percent sales load each year for the four-year period or 20 percent
in ecach of the first three years and 4 percent in the fourth year,

The law also gives a specific fiduciary duty to a fund’s investment adviser,
which would allow either the Securities and Exchange Commission or a share-
holder to sue an investment adviser for a breach of fiduciary duty—particy-
larly regarding compensation for his services.

SIPC

The Securities Investor Protection Act is an example of cooperation among
the various industry self-regulatory agencies, the Securities and Exchange
Commission, the U.S. Department of the Treasury and the Congress, Passage
of the legislation acquired urgent overtones when the demise of several New
York Stock Exchange members strained the Exchange’s Special Trust Fund
which was estabiished to reimburse customers suffering financial losses.

The industry formed a Task Force to gather statistics regarding brokerage
firms' financial positions and to formulate suggestions for an insurance corpo-
ration Lo protect investors. The Task Force, which consisted of representatives
from the various exchanges and the NASD, aided in crealing the Securi-
ties Investor Protection bill which was signed in 1970. The SEC also drafted
their version of similar legistation. After meeting on the legisiation, repre-
sentatives of the SEC, the Industry Task Force and the U.S. Treasury Depart-
ment crafted a compromise bill which was presented to Congress for its
consideration.

in its final form, the [aw requires that all registered brokers/dealers and
members of national securities exchanges as of December 30, 1970, and
thereafter, must be members of SIPC unless exempt under the Act. Exemp-
tions apply to broker/dealers who deal exclusively with the sale of mutual
funds, the sale of variable annuities or insurance, or which adviss investment
compan‘es.

SIPC will be funded through assessments on its members. By April 29,
1971, the fund is required to contain $75 million. Initially, the fund will con-
sist of a comhination of assessments, monies to be transferred from existing
trust funds, and confirmed bank lines of credit. Eventually, the fund will be
expanded to $150 million through assessments, and lines of credil will be
phased out.

The inilial assessment will not exceed Y& af 1 percent of a firm’s 1969
gross revenues from the securities business. Later, assessments of i of 1
percent will be levied until the tund reaches $150 million. The SIPC Board
has the autharity to ask the SEC to increase the assessment 1o a rmaximum
of 1 percent if such a move becomes necessary and would not be injurious
to the business.



The legislation provides $1 billion in credit from the U.S. Treasury if
necessary. This would only be used if the SIPC fund should prove inadequate.
Such a loan would be repaid by SIPC members and possibly through an SEC
specia- transaction charge applied to securities transactions over $5,000.

The appropriate self-regulatory agencies will examine all members of SIPC
for compliance with financial responsibility rules. The SEC has oversight
over the Corporation, access to all of its books and records and the power
to alter its rules.

Heading the first SIPC Board of Governors is Byran D. Woodside, a former
SEC Commussioner. Other memoers of the Board are: Glenn E. Anderson,
President and Director of the Carolina Securities Corporation; Andrew J.
Melton. Jr., Chairman of the Executive Committee of Smith, Barney & Co.;
Bruce K. Maclaury, Deputy Undersecretary of the Treasury for Monetary
Affairs; 1. Charles Partee, Adviser to the Federal Reserve Board; Donald
T. Regan, Chairman of the Board of Merrill Lynch, Pierce, Fenner & Smith; and
George J. Stigler, Professor of Economics, University of Chicago.

In Januvary of this year, Senatar Harrison A. Williams, Jr. (D.-New Jersey)
announced that the Senate Securities Subcommittee, which he chairs, would be
conducting a study of the securities industry, concentrating on the financial
structure of brokerage firms. The Subcommitiee decided that there was a
need for such a study after hearing testimony on the SIPC legislation. Also
covered by the study, which is expected to take two years, will be back office
procedures; the role of the traditional stock certificate: and the effective
ness o’ selfregulatory organizations in coping with industry problems. Ques-
tionnai-es regarding free credit balances and the hypothecation of customers’
securities have been sent ta 50 brokerage firms. and hearings for the study
are expected to begin in the spring, of this year.

Litigation

Durirg the year. the U.S. District Court ruled in favor of the NASD in the
case, Norman C. Harwell, et al vs. Growth Programs, of al. This is a class
action involving contractual plans, which questions the Association's author-
ity to restrict members from using or encouraging the use of the withdrawal
and reinvestmenl privilege for purposes inconsistent wilh its intent.

The Zourt held that the NASD was acting properly under the authority
granted by the Maloney Act and that the Association's interpretation was
reasonajle. The decision was appealed o the United States Court of Appeals
for the Fifth Circuit. Arguments have been held and a decision is pending.
The NASD does not believe it has any liability in this case.

The MASD, as well as the lnvestment Company Institute, has been involved
for over a year in litigation regarding the guestion of a bank's being allowod
to operate a mutual fund—specifically the First National City Bank of New
York City, which has been operating a commingled investment account. Two
cases, NASD vs. Securities amd Exchange Commission, and the Invest-
ment Company Institute vs. Camp, regarding this subject were jointly decided
by the United States Court of Appuais of the District of Columbia in 1969 in
favor of the First National City Bank. Both the NASD and the ICI proceeded
to ask the United States Supremsz Court to hear the cases, and the Court
decided to do so. Arguments have been heard by the Supreme Court, and a
decision is pending. The outcome has particular significance for the securities
business because of the omission of provisions permitting banks to operate
mutual funds in the new mutual fund law (see Legislation section).

In a proceeding before the SEC, the Division of Trading and Markets
has allcged that the NASD does not have the authority 1o prohihit its members

10

from selling mutual funds and variable annuities to subsidiaries of Aetna Life
and Casualty Company who are not members of the Association. The NASD
strongly maintains that. under the Maloney Amendment to the Securities
zxchange Act of 1934, the Assaciation has the authority to prohibit its mem-
bers from joining in & securities distribution with any non-member. The NASD
has filed a brief in the case which is now before an SEC hearing cxaminer.

The Association is also presently involved in litigation with Shumate &
Company, inc., a small broker /dealer in Dallas, Texas (Shumate & Company,
Inc. vs. National Association of Securities Dealers, Inc.). Shumate & Company
has claimed that the NASD, by excluding listed securities from {he NASDAQ
system, has violated the antitrust laws. The company also claims that the
Associalion’s election procedures should be changed on the theory that the
Association is dominated by New York Stock Fxchange members. The Associa-
tion contends that, under the Maloney Act and because of approval by the
Securitics and Exchange Commission of its actions and procedures, the
NASD has antitrust immunity. A motion to dismiss the case has been filed
and argucd. The Court took the matter under advisement. The NASD believes
it has meritorious defenses in this proceeding.

In another case, in Chicago (Wolf et al vs. National Association of Securities
Cealers, Inc.), customers of Norville & Co. are suing the Association to re-
cover their losses. stemming from bankruptcy of the firm, The Association
does not believe that it has any liahility in the case,

The spirit of 1970 has been one of increased cooperation between all
organizations and firms invelved with the sceurities business. Several out-
standing examples of this industry teamwork immediately come to mind.
NASDAQ, which fulfills a major NASD goal, would never have been possible
wilhout the years of preparation by members of the NASDAQ Committee, the
advice of the Securities and Exchange Commission, and the support af the
Nalional Security Traders Association. In addition, the Association’s new
clearing system has been aided by the Pacilic Coast Stock Exchange. and by
the foresight of National OTC Corporation slockholders that cooperated fully
in the acquisition of the NOTC by the National Clearing Corporation.

On a broader scale, the year marked the beginning of the Banking and
Securdies Industry Committee—a high leyel group including leaders in bnth
the securities and banking industries which is dedicated to solving problems
the two industries have in common. Amaong the projects being tackled by the
BASIC Committee are the reduction of DK's—when one side claims no
knowledge of a trade—and the planning of a nationwide securities depositery.

The iIndustry Task Force, consisting of representatives from all of the
self repulatory agencies, is still another example of industry interaction ob-
taining positive results. The Task Force was instrumental in providing Con-
gress with suggestions regarding investor protection—many which were in-
corporated into the new Securities Investor Protection Act.

The year has also brought about a unified partnership between the National
Securily Traders Association and the NASD, which are both sharing in the
task of informing the public ahout new developments in the over-the-counter
market. Under this arrangement, selected NASD committeemen sit on NSTA
commiltees, and vice versa——a situalion which facilitates the flow of ideas
between the two organizations and which should result in a mare comprehen-
sive, successful consumer education campaign.

Continued cooperation and exchange of ideas between industry organiza-
tions is the path that the NASD and all of the self-regulatory agencies must
follow in order to strengthen the industry and to fulfill the primary responsi-
bility of protecting the pubilic.

Sincerely,

Gordon S. Macklin
President



New

Mergers or Consolidations

1970 STATISTICAL

MEMBERSHIP STATISTICS—1970

Members

Terminations

Normal Resignation
Death of Sole Proprietor
Retirement or Death of Principal
Absorbed by Another Member

Ca

pital Rule

Not doing OTC Business
Other

Fo

Mem
Mem

r Cause
By SEC
NASD Action

Non-Payment Fines & Costs
Failure to File Assessment

Report

12

Non-Payment of Assessment 21

Total Out

Net Gain
bership 12/31/69
bership 12/31/70

Re: . Totai Out

Ty

pe of Organization
Corporations
Partnerships

Sole Proprietorships
Other

Length of Membership

Less than One Year
One to Two Years
Two to Three Years
Three to Five Years
Five to Ten Years
Over Ten Years

274

27
54

&3

587
22
443

465
122
4,348
4,470

EXAMINATIONS ADMINISTERED BY THE NASD
FOR THE FIVE YEAR PERIOD BEGINNING

January 1, 1946 and ending December 31, 1970

QUALIFICATION A
EXAM

YEARS FOR NASD
19686 23,359
1967 25,544
1968 58,561
1969 66,748

1970

63,653

£.
DMIN

XAMS

ISTERED
FOR OTHER

INSTITUTIONS

16,858

20,289

31,342

35,238

26,862

TOTAL

40,217

45,833

89,903

102,036

90,515

REVIEW

MEMBER FIRMS

THOUSANDS

1966

1967

BRANCH OFFICES

1968

1969

1970

THOUSANDS

7,244

6.990

1866

REGISTERED REPRESENTATIVES

1967

1968

1969

1970

THOUSANDS

197,57Q

1 71’1100

£7,806

1966

1967

1568

1969

1870

200

175

150

125

100

75

50
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