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) Stock Ahead

Sometlmes an |nvestor who has entered an order to buy
or sell a stock at a certain price will see transactions at
that price reported on the ticker tape while his own order
has not been executed. The reason is that other buy and
sell orders at the same price came in to the speclalist
ahead of his and had prigrity. {See: Book, Specialist}

Stock Clearing Corporation

A substdlary of the New York Stock Exchange. Inc
which acts as a central agency for clearing firms in
providing a “clearance operation” through which trans-
actions made on the floor are confirmed and balanced
and, also, a “settlement operation” which handles the
physical delivery of securities and money payments,
{See: Central Certificale Service)

Stock Diwdend

A dwldend pald i eecur:tres rather than cash The diw-
dend may be additional shares of the issuing cormr
or in shares of another company {usually a subs
held by the company. {(See: Ex-Dividend, Spiit)

Stockholder ot Hecord

A stockhotder whose name is reglstered on the books of
the issuing corporation. (See: Record Date, Ex-Dividend,
Ex-Righis)

Stop lett Order '

A stop I|m|t order to buy becomes a t;mat order axe-
cutable at the limit price, or at a better price, if obtain-
able, when a transaction in the security occurs at o
above the stop price after the order is represented in the
Trading Crowd. A stop limit order to sell becomes a limit
order executable at the Iimit price or at a better price, if
obtainable, when a transaction in the security ocours at

_ or below the stop price after the order is renresented in

the Tradmg Crowd.

Stop Order

A stop order o buy becornes a market order when a
transaction in the security cccurs at or above the stop
price after the order is represented in the Trading Crowd.
A stop order to sell becomes a market order when a
transastion in the security occurs at or below the stop
price after the order is represented in the Trading Crowd.
A stop order may be used in an effort to protect a paper
profit, or to try to limit a possible loss to a certain armount.
Since it becomes a market order when tha stop price is
reached, there is no certainty that it will be exeouted at
that price. (See: Limited Order, Market Order) L

Stopped Stock

A service perrormed—ln most cases by the epe ist—
for an order given him by a commission broker. Let's say
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X¥Z just sold at $50 a share. Broker A comes along with
an order to buy 100 shares at the market. The lowest
offer is $50.50. Broker A believes he can do better for
his client than $50.50, perhaps might get the stock at
$50.25. But he doesnt want to take a chance that he'll
miss the market—that is, the next sale might be $50.50
and the following one even higher. So he asks the spe-
cialist if he will stop 100 at Y& ($50.50). The speciafist
agrees. The specialist guarantees Broker A he will get
100 shares at 501 if the stock selis at that price. In the
meartime, if the specialist or Broker A succeeds in exe-
cuting the order at $50.25, the stop is called off. {See:
Spemahst)

Street
The New York ttnanmat eommunlty in the Wa}I Street area.

Street Name

Securmes held in the name of a broker mstead of his
customer's name are said to be carried in a ‘“street
nzmg." This occurs when the securities have been
b - t on margin or when the customer wishas the se-
Cy, }o be heid by the broker.
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B ~ Swrtch Order—Contmgent Order

An order for the purchase {sale) of one stock and the

sale {purchase) of another stock at a stipulated price
difference.

_ Swﬂchmg

Sellmg one secunty and buying another.

Syndtcate .

A group of lnvestment bankers who together underwnte
and distribute a new issue of securities or a_large block
of an outstanding issue. (See: Investment Banker)

Tax-ExcmptBond

(See Mumc.-pa.' Bond)

Techmcal Posmon

A term applred to the various mternat factors aﬁectmg
the market; ocpposed to external forces such as earnings,
dividends, political considerations and general economic
conditions. Some internal factors considered in apprais-
ing the market's technical position include the size of the
short interest, whether the market has had a sustained
advance or decline without interruption, a sharp ad-
vance or decline on small volume wnd the amcunt of
credit in use in the market. (See: Overbought Oversold}

f% Thm Markel ]

A ?et in whfch there are comparatlvely few bids to
bu offers to sell or both. The phrase may apply to a

single security or to the entire stock market. In a thin

35




market, price fluctuations between transactions are usu-
ally larger than when the market is liquid. A thin market
in a particular stock may reflect lack of interest in that

issue or a limited suppiy of or demand for stock in the,

market. (See: Bid and Asked, Liquidity, Offer)

Treker

The mstrument whrch prmts prlces and vo!ume of secu-
rity transactions in cities and towns throughout the L. 5.
and Canada within minutes after each trade on the floor.

Time Q_rr_ler

An order whlch becomes a market or Irmrted pnce order
at a specified time.

Supo:sedlgr "ﬁ'ﬁ_érde" mformatlon on corporallon aﬁalrs

Trader T

One who buys and sells for h|s own account 1or
term profit. (See: Investor, Speculator)

_ Trading Floor (See: Floor)

Tradmg Post

One of 23 trading Iocaﬂons on lhe ﬂoor of the New
York Stock Exchange at which stocks assigned to that
location are bought and sold. About 75 stocks are
traded at each post. (See: Inaciive Post)

This term may refer to two different operations. For one,
the delivery of a stock certificate from the seller's broker
to the buyer's broker and legal change of ownership,
normally accomplished within a few days. For another,
io record the change of ownership on the books of the
corporation by the transfer agent. When the purchaser's
name is recorded on the bocks of the company, divi-
dends, notices of meetings, proxies, financial reports and
all pertinent literature sent by the issuer to its securities
holders are mailed direct 1o the new owner. (See: Defiv-
ery, Registrar, Sireet Name}

Transier Agerii

A transfer agent keeps a record of the name of each
registered shareowner, his or her address, the number
of shares ownad, and sees that cerificates presented to
his office for transfer are properly cancelled and new
certificates issued in the name of the transferee. (See:
Delivery, Registrar, Transter)

Transfer Tax

A tax |mposed by New York State when a sec, 3 is
sold or transfarred from one person 1o anothel®
tax is paid by the seller. On sales by New York State
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residents, it ranges from 1.25 cents a share to 5 cents
a share sold for $20 or more. Sales by out-of-state
residents not employed in New York are taxed at re-
duced rates. There is no tax on transfers of bonds.

Treasury Stock

Stock issued by a campany but fater reacquired. It may
be held in the company's treasury indefinitely, reissued
to the public, or retired, Treasury stock receives no divl-
dends and has no vote while held by the company.

Turnover

The vo!ume of business in a security of the entlre
market, If turnover on the NYSE is reported at 15
million shares on a particular day, 15,000,000 shares
changed hands. Odd-lot turnover is tabulated sepa-
rately and ordinarily is not included in reported volurmne.

Tw Dollar Broker

Members on the floor of the NYSE who executs orders
er brokers having more business at that time than
n handie themsetves, or for firms who do not have
change member-partner on the floor. The term
.+ from the time when these independent brokers
received $2 per hundred shares for executing such
orders. The fee is paid by the broker and today it varies
with the price of the stock. {See Commission Broker)

Underwrlter (See fnuestmenr Banker}
' Unfisted

A ssourity not Irsted on a stock e-xchange- {Bee; Over-
the—Counter)

. Unhsted Trading Prnrileges

On some exchanges a stock may be traded at the request
of a member without any prior application by the com-
pany itself. The company has no agreement to conform
with standards of the exchange. Today admission of a
stock to unlisted trading privileges requires SEG ap-
proval of an application filed by the exchange. The
information in the application must be made available by
the exchange to the pubiic. No unlisted stocks are traded
on the New York Stock Exchange. {See: Listed Stock)

L Up Tick

A term used to designate a transaction made at a prroe
higher than the preceding transaction. Also called a
“plus-tick.” A stock may be sold short only on an up
tick, or on a “zero-plus” tick. A “zero-plus” tick is a term
used for a transaction at the same price as the preceding
trade but higher than the preceding different price.

Conversely, a down tick, or “minus™ tick, is a term
ug? designate a transaction made at a price lower
th. & preceding trade. A “zero-minus” tick is a trans-
act ,Jad& at the same price as the preceding sale but
lowe¥ian the preceding different price.

A plus sign, or a minus sign, is displayed throughout

37




the day next to ihe last price of each company’s stock
traded at each trading post on the floor of the New Yark
Stock Exchange. (See: Short Sale)

o iio......Yoting Right

The stockholder's right to vote his stock in the affairs of
his company. Most common shares have one voie each.
Preferred stock usually has the right to vote when pre-
ferred dividends are in default for a specified period. The

right to vote may be deiegated by the stockholder to
another person. (See: Cumulative Voting, Proxy)

Warrant
A certificate giving the holder the right to purchase secu-
rities at a stipulated price within a specified time limit or
perpetually. Sometimes a warrant is offered with securl-
ties as an inducement to huy. {See: Rights)

When Issued

A short form of "when, as and if issued."” The term Indi-
cates & conditional transaction in a security aut®
for issuance but not as yet actually issued. Ai;'-
issued” transactions are on an “if"" basis, to bg.
if and when the actual security is ssued and &#® Ex-
change or National Association of Securities Dealers
rules the transactions are to be settled.

... WieHouse

A member firm of an exchange maintaining a communica-
ticns network linking either its own branch offices, offices
of correspondent firms, or a combination of such offices.

Working Control

Theoretically ownership of 51 per cent of a company's
voting stock is necessary to exercise control. In practice
—and this is particularly true in the case of a large cor-
poration —effective control sometimes can be exerted
through ownership, individually or by & group acting in
cencernt, of less than 30 per cent.

. Y;eld e

Also known as return. The dividends or interest paid by
a company expressed as a percentage of the current
price—otr, if you own the security, of the price yow origi-
nally paid. The return on a stock is figured by dividing
the total of dividends paid in the preceding 12 months by
the current market price—or, if you are the owner, the
price you originally paid. A stock with a curreni market
value of $40 a share which has paid $2 in dividends in
the preceding 12 months is said to return 5 per cent
{$2.00--%40.00}. If you paid $20 for the stock five years
earlier, the stock would be returning you 10 per ceg

your original investment. The current returnnal ‘Ris
figured the same way. A 3 per cent $1,000 bond s~ Jpat
$600 offers a return of 5 per cent ($30--$600}. . ring
the yield of a bond to maturity calls for a bortl yield

table. {See: Dividend, Interest)
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_ Subscription Order Form

THE EXCHANGE
MAGAZINE

published monthly by the
New York Steck Exchange, Inc.

Each month THE EXCHANGE brings you congise,
perceplive reports of business and economic
affairs that are the background of informed in-
vestment. Its articles reflect developments inves-
Anps are currently thinking and talking about,

13 pocket-size monthly also keeps you in touch

3 key trends and events threcugh regular manthly

. Aures. Economics fer Investors explains the in-

vestment implications of economic stafistice. New
on the Big Board features profiles of companies
just taking their place on the NYSE. And Perspec-
tives on Business analyzes trends that the in-
formed investor should be aware of.
Here, in one magazine, you have information You
might otherwise get only by reading several finan-
cial journais. There is no advertising and sub-
scription rates are modest.

Check Here Please

Please enter my subscripticn for the term | have
checked below. | enclose check in fuil payment.

O 2 years, $7.00
{1 14 months, $4.50

Name
Address o e s
City : —
State_.._. . _

- 2ip..

Return This Form To:

The Exchange Magazine
11 Wall Street
New York, N.Y. 10005
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On February 8, 1971, the
over-the-counter securities
market stepped quietly
and successfully into the
computerized world of the
tuture by acquiring an electronic
central nervous system with
the somewhat strange name of
NASDAQ (pronounced NAZ-
DAK). NASDAQ is an acronym
for the National Association
of Securities Dealers Automated
Quotations.

To the casual cbserver, this
important milestone for the
securities industry and investing
public may have gone unnoticed
since it did not markedly change
the format or content of the
over-the-counter stock tables
displayed on the financial
pages of many newspapers
across the country. While the
general appearance of these
OTC tables may have been
almost the same, shortly after
start-uip closer examination
would have shown that the
spread between bid and asked
quotations had narrowed
considerably for many of the
stocks listed there, and that an
additional column with volume
information had been included.

At securities firms, too,
outward appearance might
have been deceplive, since
customers’ requests for )
guotations and their buy and
self orders in OTC stocks were
handied in essentially the same
manner as in the past. Except
that now the elapsed time for
a transaction to take place,
from guotation to order
confirmation, had been reduced
dramatically and the reliability
of current quotations given by
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firms or closing quotes published
in newspapers had been vastly
improved.

Despite these unobtrusive
aspects, the advent of NASDAQ
has been rightly characterized
as a major revolution in the
securities industry which will
significantly improve the quality
and dependabilily of information
available to investors—both
institutional and individual-—
and for broker/dealer firms in this
large and important segment of
the securities markels.

And yet before one can
understand NASDAQ's present
impact and future promise, cne
must understand the over-the-
counter market itself; what it is,
how it functions, and the extent
and scope of its position in
the fabric of the overall financial
community. This booklet
describes these relationships
and shows how NASDAQ is
changing the visibility and
availabfe knowledge of the
OTC market for the benefit of
all types of investors,

(
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What is the over-the-counter
securities market?

Simply stated, the over-the-
counter market is alf of the
buying and selling activity in
securities that does not take
place on a stock exchange.
While the OQTC market includes
from 30,0G0 to 40,000 common
stocks of public corporations,
only about 10,000 to 12,000
issues trade with any reqularity

 within a given year and only
5,00G of these could be described
as actively traded.

Most corporate bonds are
traded in the OTC market as
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well as state, municipal and
LS. government obligations.
All new issues of any security
offered to the public for the
first time are traded in the OTC
market and secondary
distributions of large blocks
of stock, whether exchange
listed or not, usually are
oftered to the public at a fixed
price in the OTC market. Since
open-end investment company
shares (mutual funds) are
considered new issues under
law, these are also sold within
the over-the-counter market
structure. Most banks and
insurance company stocks trade
in the OTC market, as do many ; .
Canadian and other foreign !\}%
issues including American : if
Depository Receipts. . _
Almost cvery conceivable
size and type of company,
product or service is represented
in the over-the-counter market.
Issues of public utilities, chemical
companies, petroleum pipe lines,
transportation companies, textile
manufacturers, breweries, retailers,
manufaciurers, and raw materiai
producers have the stock of their
corporations merchandised and
traded by a national network of
some 4,400 broker/dealers in the
over-the-counter market.
Each year, an increasing
number of companies must
seek capital from the general
pubiic to develop new products
and explore new markets. This
capital is obtained in exchange
tor the privilege of a share in
awnership offered by the :
company's stock. The burgeon-- } Ve
ing demand for capital serves p
to broaden the number of stocid
in the over-the-counter market,

which in turn provides a wider
range and greater number of
opportunities for investors.

Because of this ever
growing need for new capital,
the over-the-counter market
is a key factor in economic
expansion. Without this market,
American industry could well
be starved for new capital,
while investors would have far
fewer choices as to where to
invest their maoney. itisa
matter of record that many
shareowners acquire their first
securities by buying OTC stocks,
often the issues of companies
for which they work, or industries
and tocal businesses in their own
home towns.

Some investors and casual
followers of the financial pages
assume that if a security isn'
listed on a stock exchange
then the stock is one of inferior
quality. This is certainly far from
the truth. The over-the-counter
market offers investors a broad
variety of issues ranging from
little known, unproven speculative
stocks to some of the gilt-edged
giants of the American industry.

Many investors, analysis
and institutional managers
interested in growth are
constantly searching the over-
the-counter market to find those
special situation companies
which show unusual potential
for future expansion. Many of the
glamour stocks of today grew up
in the over-the-counter market,
which has been called the
spawning ground for the IBM's
and Xerox's of the future,

A recent study conducied
by the trade publication “Over-
the-Gounter Securities Review”
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indicates that in terms of
common stocks alone the
over-the-countier market had a
minimum vaiue of 150 billion
dotlars as of the end of
December, 1971. The same
publication also reported that
there were six OTC companies
whose stocks had a market value
exceeding $1 billion each {the
top company's stock was
valued at $2.2 bilHon). There
were about 20 companies with
a market value of better than
$500 million each and almost
200 with a market value of
over $100 million each.

The OTC market—
how does it operate?

The over-the-counter market
is essentially a way of doing
business by negotiation, in
contrast to a stock exchange,
which is a central market place
or lacation housing facilities
for trading securities by an
avction system. OTC
securities are generally bought
and sold through a network
of thousands of dealers in large
and small cities across the

~country linked together

previously by only the telephone
and telegraph. Now the NASDAQ
quotations system has tied this
3,000-mile long trading floor

into a single visible marketplace.
Professional buyers and sellers
seek each other out with the
touch of a button and negctiate
prices on the most favorable
basis that can be achieved.
Often these negotiations are -
accomplished in a matter of
seconds. Because over-the-
counter securilies are traded by
a widely dispersed negotiated

7
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system rather than in an auction
market with a fixed focation, in
the past there was no method

of disseminating infarmation on
a current basis. However, the
new NASDAQ quotations
system has provided the binding
lirnk through which investars

in all parts of the country can
instantly have at their finger

tips current representlative bid
and asked quolations and
broker/dealers can have up-
to-the-scecond quoted prices of
all market makers in the
NASDAQ system. Firms that
maintain markets and inventories
in OTC stocks conlinuously
update and adjust their

prevailing at that time as his
market quotation. Buying and
selling brokers can then enter
their own bids and offers and
when these prices meet, a
transaction takes place, and

it is put on a ticker which
announces the name of the
stock, the number of shares
traded and the price.

The complexion of the
cxchange markets today bas
been changed materially by the
emergence of institutionat
purchases and sales in large
blocks so that the generalized
concept of an auction market is
ng longer completely accurate.

. ; ﬁ Large block trades which are
quotations throughout the day ; S crossed on the floor of a stock
on the issucs In which they j :aug exchange usually have been

hold an interest and NASDAQ
instantaneously distributes this
information to all firms that
subscribe to the service,

On the other hand, exchange

irading is conducted in the
manner of a two-sided auction
so that when a buy and sell
order coincide as to price

they are matched and a
transaction takes place. On
exchanges all orders to buy

or sell any of the securilies
listed there are funneled on to
the exchange floor from oftices
of member firms. Brokers with
orders to buy a given stock
meet brokers with orders to sell
at what is called a trading post
where all transactions in

that stock take place. The
price of the last transaction

is posted there, and the
specialist or market maker who
is responsible for that particular
sccurity wilt post the highest =
bid and lowest offering price

negotiated first as to price by
the broker or brokers
representing two or more
institutional investors and
displayed on the exchange tape
for record purposes. In
addition, in an auction situation
when there is an imbalance in
supply and demand, i.e., more
buy orders than scil orders or
vice versa, then the specialist
in that stock must assume the
position of a dealer and handle
the trade from his own inventory
in much the same manner as

an over-the-counicr dealer.

A pivotal figure in the OTC
distribution system is the dealer
who continuously maintains a
market in certain issues and
stands ready to buy and sel}
much in the same manner as a
wholesale supplier of any goods
or merchandise. Thus, a market
maker plays a role similar in
many ways to that of a specialist
on a stock exchange; with an




important difference. In most
exchange stocks, only one
specialist makes a market;

but there are often five or more
competing market making
deafers bidding and offering a
particular over-the-counter
security. Through his activities
in buying and selling for his
own account with other market
makers, and the execution of
trades for retail firms with cus-
tomer orders, the market maker
provides depth and liguidity in
the issues traded as well as a
stabilizing force during temparary
imbalances in the market.

The vilal role of the
OTC trader.

When you place an order
to buy or sell an over-the-
counter stock, the stockbroker
with whom you deal transmits
your order to the OTC order
room of his firm. Here, an
OTC order trader assumes
the responsibility for completing
the transaciion at the best price
he can, taking into account the
size of the arder and the abitity of
a pariicular market maker to
handle the size in question.

He does this by delermining
the dealer making the best
market and then arriving at an
equitable price through
negotiation. The trader’s job
is a demanding one, and his
high competence and knowledge
contributes greatly to the smooth
- functioning of the over-the-
counter market. To foster higher
standards in these areas, most |
securities traders belong to the
National Securities Traders
Association, a professional
organization with more than
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5,000 members and 32 affiliates
nationwide,

Important Note: The tact
that a firm does business as
an OTC dealer or broker does
not prevent it from being an
exchange member. Mast sfock
exchange member firms maintain
OTC departments. Many
individual firms make markets in
hundreds of OTC securities.

The OTC market:
Advantages for
corporations and
investors.

Many caompanies that could
tist on a national or regional
exchange choose to remain
in the OTC market because
of this highly efficient network
of multiple, competing dealers
that must be responsive to
present and potential share-
holder needs.

By far, the most important
advantage of the OTC market
is this multiple dealer support,
merchandising and sponsorship.
Prior to the development of a
broad and spontaneous market

" for a particular stock, a company

is dependent upon over-the-
counter dealers for the
maintenance of a market and
stimutating of investor interest.
In this highly competitive
atmosphere, the activities of
dealers are determined both
by investment attraction of
the stock and profitability of
trading the issue.

This respansibility to provide
the best possible market for a
stock is neither casual nor
theoretical, since the OTC
market maker wilt generally
have substantial capital

11
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committed in maintaining his
inventory. in most cases the
combined capital from a dozen
or more market makers
compeling in the same OTC
security, far excecds the capital
resources of the single
exchange specialist trading in
a similar listed security. Such
market making activity has a
beneficial effect an supply and
demand because of the inter-
action between competing
dealers which complements
their marchandising activities
and contact with investors.
Indeed, it is dealer
competition in market making

that acts as a balance wheel - P
for the OTC securities market. } @
Even though dealers are not —? @

physically together, they are in
conslant communication so that
price spreads scldom drift
far apart. The NASDAQ
communications system which
now ties together aimost all
retail firms and OTC market
makers has added the missing
link to this competitive structure
by providing instant trader
access to up-te-the-minute
quotations of afl market makers
in a particular siock, regardless
of their physical localion. If a
dealer should become out of
tine on his guotes, other
competing deaters find it
profitabte to sell o him or buy
from him until he adjusts his
quotations. Thus inter-dealer
trading, coupled with the
visibility of NASDAQ, is an
important factor in maintaining
a closely competitive market
with narrow spreads between
bids and offers. k
Just as it is true that some
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companics in the OTG market
may be suited and ready for
exchange listing, it is also a

fact that a great number of other
companies arc not. A premature
move to an exchange can have
serious, adverse effects on the
market for a stock, effects
which are compounded by the
fact that listing is virtually an
irrevocable decision.

The major problem for an
OTC company is not really a
o list or not to list” dilemma.
Rather, it is to decide when, if
ever, listing would be
advantageous.

The amount of spontancous
investor interest is an important
yardslick for company officials
{0 consider in making the listing
decision. When the stock ot a
company can trade more or
less by itscif without the
merchandising efforts of OTC
market makers and retail dealers,
then that company may be
ready to consider exchange
listing. It is vital to remember
however, that many companies
may never achieve this status
where they command instant
investor recognition and interest.

t-urthermore, exchange
listing which eliminates the
dealer market will definitely
resull in a loss of interest by
non-rmmembers of the exchange
and possibly even a reduction
of interest by dealers who are
exchange members, since
trading in exchange listed
securities generally does
not encourage the retait
merchandising efforts commonly
asseciated with over-the-
counter stocks which have
growlh potential.
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The QTC market—
How it is supervised.

From a daily operational
standpoint, the National
Association of Securities Dealers,
a non-profit, self-regulatary
agency based in Washington,

D. C., is the most impertant body
regulating and policing the OTC
market. Qver 4,300 brokers

and dealers including almost

all members of stock exchanges,
belong to this organization and
agree to abide by its rules as

a condition of membership.

The NASD came into being
in the 1930's as a result of
Federal government legislation.
It is registered with and works
in close conjunction with the
Securities and Exchange
Commission, the Federal agency
charged wilh overseeing all of the
stock exchanges and any such
national securities associations.

Governed by an elected
25-man Board of Governors
from the securities industry and
supplemented by hundreds
of working committeemen from
all sections of the country, the
NAGD has the power to enforce
with its rmmembers just and
equitable principles of trade,
and to censure, fine, suspend
or expe] members who violate
its rules. As the principal
watchdog of the OTC markaet,
the NASD periodically inspects
the books and records of each
member firm on a surprise basis
to be sure that the Association’s
many rules are being praperly
observed and to determine the
capital condition of the firm,

For exampte, the NASD,
which is financially supported

15
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by its members, rather than with
taxpayers’ money, requires
thorough training and the
successful completion of
qualifying examinations for all
principal officers and salesmen
of broker/dealer firms. The
NASD, through its 475
employees, also maintains close
surveillance over misleading
advertising, excessive mark-ups
or commissions and requires
mamber firms to properly
supervise all activities of
registered representatives.

The NASD is also presently
establishing a market
surveiliance program through
its new NASDAQ system which
will help discover possible
fraudulent or manipulalive
practices in the OTC market.

Evar since the early 1950/s,
volume of securities trading
hias been climbing steadily in
all rarkets, both listed and
over-the-counter,

Whiie the financial
community could cope with
this increasing business up {o
a point by adding personnei
and equipment, areas of critical
pressure began to appear. By
the mid-1960's, it had become
evident that what had been

3

instituted as solutions were at g

best stop-gap measures,
ineffective in the face of volume
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that was exceeding the most
optimistic projections by a
substantial margin.

The over-the-counter
market faced a special problem.
The normal system for cbtaining
guotations in this market called
for a broker to check with
several dealers by telephone
in arder to develop reascnably
accurate bid and asked figures.
Even then the broker could
not be absolutely sure that he
had obtained the best possible
price for his customer except
in those cases where all market
making dealers were checked.
This was not practical for those
stocks in which five or more
dealers in different locations
maintained reqular markets.

As volume reached record
heights, the system which had
worked well for many vears
reached its limits. It was
becoming saturated with more
trading activity and more
demand for quotes than it could
handle effectively. Stockbrokers
wore having difficulty securing
bid and asked prices for their
clients. And the clients were
becoming disenchanted with
the sfowing service.

The Nalional Association
of Securities Dealers set oul o
correct the situation. Although
the complexity of the OTC
market presenied several major
difficulties, a comprehensive
analysis showed both the need
for and the feasibiity of
designing and implemeanting an
automated quote system that
would preserve and enhance
the negotiated character of the
OTG market which had served
the needs of individual invesiors
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for many years. Afler much
carcliul study and many
discussions with leaders in the
tinancial community, the NASD
signed a contract with lhe
Bunker Ramo Corporation (o
build & $25 million electronic
communications syslem to tie
the OFC segment of the industry
together into one vast electronic
stock market. NASDAQ, the
NASED's automated guotalion
system, is the resulf of these
cftorts, The system became
areality on February 8, 1971

at 10:00 a.m.

MNASDAQ:
What it is.

NASDAQ is a computerized \%
communications system thal
collects and stores up-to-the-
second guotations from a
nationwide network of OTC
dealers making markets in
stocks which have been
approved for inclusion in the
NASDAQ system. On December
31,1971, there were 3,000
companies listed on NASDAQ:;
companies which are required
by the NASD 1o have $1 million
in assets, 500 or more
sharehalders, a minimum of
104,000 shares outstanding and
at least two broker/dealers
registered as market makers
and continually quoting the
slock in the syslem. NASDAQ
campanies must also meet the
same SEC reporting and
disclosure standards as
established for exchange lisied
stocks.

The hearl of the system is '}
located in Trumbull, ConnectiuJ
where a staffl of programmers
and technicians man the central

i8

computer complex. Smaller
supplemental computers are also
locatoed in several cities
throughout the country. The
data center at Trumbull contains
back-up equipment of every vital
glement to insure contintous
service. If public power fails, a
giant bank of storage batteries
supplies power untif a turbo-
generatar system comes on line.
Temperature and humidity are
rigidly conlrolled. All stock

data is recorded in duplicate
and there are strict security
systems to keep information

and equipment protected.

The 3,000 stocks on
NASDAQ number about as
many as those listed on the
New York and American Stock
Exchanges combined. Most
of the stocks now in the system
are OTC stocks but a number
of sccurities listed on major
exchanges are also carried.
Listed stocks handled by
non-exchange market-making
OTC dealers and traded off
the floors of the exchanges are
the stocks which comprise the
so-called “Third Market.”

NASDAG:
How it works.

To make sound decisions,
investors, OTC traders, and
market-making dealers need
information. Accurale,
immediate information. NASDAQ
gives it io them. And since the
information needs of each of
these three groups is somewhat
different, NASDAQ provides
information in three separate
formats (or levels) that are
specially tailored to the
requirements of each.

19
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As the system is organized,
Level | service is designed to
serve individual investors who
are clients of the retail branches
of brokerage firms. It takes
the quotations of all dealers
making a markel in a slock and
delivers current representative
bid and asked prices. This is
aclually 2 median quote
represeniing the middle point
of the quotes of ail the dealers.
Since any NASDAQ stock has -
a minimum of two market make, 1} [j%
and some as many as twenty-fi {\}
or thirty, this quotation will '
{airly reflect the existing market.

The representative guole
is transmitied eloctronically
from the computer center and
is received an about 20,000
standard desk top guotation
units that are familiar pieces
of equipment in most brokerage
firm offices.

What is of key importance
with Level | service is the fact
that quotations are current,
accurate, and visiblo. Ali
markel makars in a particular
stock are obligated o fred
chianges in bid or asked prices
into the system immediataly.

These changes appear on
terminals within five seconds.

Thusg, with stocks in the
NASDAL systom, you can call
your broker for a quote, receive
it immediately, make your
decision to buy or sell then and
Ihere, while you are still on the:
telephone. Further, you can

20

be confident thal the quotatien
is accurate, and that the price
you pay or receive wilt be at
or very near the guoted bid

or offer.

Boon fo retail traders and
large-scale order executers.

Level Il terminals are
specially designed units with
TV-1ype screens to serve the
needs of two kinds of users:

1. Broker/dealers retailing OTC
securities to the public.

2. Large-scale professional
order executers. By pressing

a few buttons on the keyboard
of the Level 11 unit, the trader
can sec immediately all the
current quotations of the market
makers in a specific stock in the
NASDAGQ system. The quotes
of only five market makers,
ranked according o the best
prevailing bids or offers at that
iime, are displayed on the
sgreen. If there are more, the
kalance can be retrieved in
groups of five by pressing a
special “‘'morg” button.

NASDAQ eliminates literally
thousands of telephone calls
that were formesly made in an
offort to determine which dealer
was making ihe best markel.
The system also enables
brokerage firms and institutional
investors to gain prompt
execution of orders since the
trader can directly contact
ithe dealer showing the best

21
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market to complete the
transaction.

NASDAG does not change
the actual trading process.
Once he knows what the
quoctations are, the tradar must
stifl telephone or aclivate a
direct wire to the market maker.
As an investor, you siill have
the skill of a retzil trader working
for you but, thanks to NASDAQ),
the procedure is considerably
quicker, lt's easy 1o see why.
Prior to NASDAQ, the majority
of calls were to secure
quotations. Today, 90% of the
calis a market maker receives
from brokers are for the purpose
of consummating a trade,
according to the head of a
large trading firm in New York
City.

Helping market makers
make markets.

Some 600 market making
dealers are equipped with
Level 11} units that are similar
to Level Il equipment except
that they have added features
which enable the dealer to enter
and change or update quotations
on the stocks in which he makes
markets. Entries and changes
are fed into the computer system
and within five seconds the
current figures will appear on
ali Level §l and 1§l terminals
everywhere in the country. In -
addition, the representative
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bid & asked price showing
on Level | units will also be
automatically adjusted.

Dealers cannot make
markets in any stocks without
prior authorization from the
NASD. Dealers must meet and
maintain certain capital
standards and they must agree
to make markets on a reguiar
basis. Only when he has been
approved as a market maker
can a dealer enter quotations
and changes into the NASDAQ
system, and then only for those
stocks in which he has authority
to act as a market maker. 1tis
physically impossible for him
to enter or change the quotes
of any slocks but his own.

in accordance with NASD
rules, market-making dealers
are required to exacute
{ransactions for at least 100
shares of stock upon the request
of other NASD members at the
dealers’ prevaiting quotations
in tho NASDAQ system.

Buying or selling stock
in the OTC market

with NASDAQ.

Perhaps the simplest way
to understand haw the OTC
market and NASDAQ works
iz to trace the step-by-step
route of an arder to buy the
stack of XYZ Company whose
shares trade in the OTC market
and are quoted on NASDAQ.

Assume that your stock-
broker has recommended XYZ
to you as having above average
growth potentiat. It is a young
company and he advises that
he is sending you a report
recently published by the
research department of his firm.
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Whoen the report arrives,
you check cut the figures and
agree that the possibilities for
XY¥YZ are good. You decide to
buy 200 shares if you can
purchase them for around 20,
the approximate market price
indicated in the research report.

You discuss your thinking
with your broker and ask him
for a current quotation. After
checking his desk-top NASDAQ
quotations unit, he tells you that
the current representative
market is 20V bid, 21 offered.
This means that under normat
market conditions you should
be able to buy your stock at

£21 a share or slightly loss, 3
plus the broker's commission.
Pricr ta NASDAQ, your ?

broker might have taken the
quotation from the National
Quotations Bureau “pink
sheets.” This quote might have
been out of date by several days.
If it came from the newspaper
stock tables, it would have been
cbtained by the NASD from
just one market maker and it
would have been at least 24
hours ofd.

Before NASDAQ, to obtain
a current quote, your broker
would have asked his order
clerk to check the market, a
procedure requiring telephoning
at least three market makers.
Delays of a half hour or more
weore commaon during busy
periods, and the spread
between bid and asked guotes was
apt to be quite wide—as much
as a point or even two on
stocks in the 20 to 30 dollar a
share price range. Now with
NASDAQ, investors can have
an accuraie quoie immediately,
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and because each dealer can
see his competitor's guatations,
spreads tend to be much
NArrower.

You decide to proceed with
the purchase and instruct
your broker to buy the two
hundred shares ‘“‘at the market.”
He in turn writes up your
order and transmits it to his
OTC order room. Up until
the moment of transmission,
the procedure is exactly the
same as if you were buying
a stock on the New York or
any other registered stock
exchange.

Here, the steps become
slighlly different as the traders
in your stockbroker's QTG
order room go to work. Since
XYZ is in the NASDAQ system,
the trader would check his
NASDAQ unit's TV screen and
go right to the dealer displaying
the best market. The trader
would then consummate the
order with the appropriate
market making dealer.

When the transaction had
been completed and your 200
shares of XYZ purchased
{probably within seconds), your
broker’s trader would then report
back the successful execution,
including the price at which
he had hought the stock. Your
broker would then call you,
just as he would in the case
of any listed stock.

Again, prior to NASDAQ,
another difficulty often surfaced
at this point that caused many
investors o be uneasy about
the OTC market. This difficulty
—directly traceable to reliance
on cutdated quotes—was the
frequently wide variation between
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quoted prices in newspapers
and actual execution prices.
For example, on a quotation

of 20% bid, 21 offered, an
investor would logically assume
ihat he would pay 21 or less,
plus commisgsion. On too many
occasions in the pre-NASDAQ
era, however, the cheapest stock
available might turn cut to be
21%a, 22, or more——not because
of any unethical practice on
the part of dealers or because
of extremely volatile market
conditions, but because of the
slow, cutmoded quotation
system that could not give
current prices.

for both corporations
and investors.

NASDAQ: What it means "”?

NASDAQ brings visibility
1o the over-the-counter market.
People know whal’s going on
because they can see what's
going on. This visibility factor
along with speed and accuracy
of quotations are important
elements revoluiionizing the
OTC market.

Several months alter
NASDAQ became operational,
the NASD began compiling
and releasing price indices
on genaral segments of the
OTC market. These indices,
which include all domestic
common stocks listed in the
system, are divided into seven
categories: Compaosite,
industrials, Banks, Insurance,
Other Finance, Transportation,
and Utilities. Together they

provide, for the first time, a }

comprehensive and accurate
gauge of CTC performance. _}
¢On Decamber 31, 1971,
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the Industrial Index was 116.53,
up significantly from the base
of 100 assigned when the system
starled in February of 1971,
Also showing increases were
Insurance at 121.33, Other
Finance ai 116.91, Transportation
at 120.12, the Composite Index
was recorded at 114,12, and
Banks at 101.82. Utilities at
94.37 had dropped somewhat
since February.

Tho NASDAQ OTC Price
Indices are available over tho
MASDAQ terminal screens
where they are updated every
five minutes. They are also
distributed three times a day
through the wire services—
at11:00 a.m., 12:30 p.m. and
at 3:30 p.m.

Live volume figures on
QOTC stock trading has always
been an imporlant invesior
tool missing from the arsenal
of information needed by asiute
followers of the market.

The most tecent service
provided by NASDAQ is the
availability of volume statistics
on OTG activity. Never before

“was there such a yardstick

for measuring activity in the
over-the-counter market. The
relcase of volume information
has brought to light some
interesting and, perhaps,
unsuspectod data on the
magnitude of NASDAQ activity
as compared to the exchanges.
It has shown that daily volume of
shares traded over-the-counter
on NASDAQ is greater than the

“total volume on all other

exchanges combined with the
exceaplion of the New York
Stock Exchange. NASDAQ
volume consistently runs about
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halt the Big Board's volume.
During the week of November

i through 5, the first week
volume information was released,
NASDAQ volume was reported
as 33,309,300 shares traded,
double the American Stock
Exchange volume which was
reported at 16,560,000, During
the same week 65,410,000 shares
changed hands on the New

York Stock Exchange.,

NASDAQ trading amounted
1o 138,129,900 shares during
November, for an average of
6,577,624 shares traded daily;
and expanded during December
to 188,247,200 shares, averaging
8,556,691 shares traded daily.

It has been projected, based
on the aggregate NASDAQ
volume reported for November
and December 1971, that more
than two billion shares could
be traded on the NASDAQ
systemn in 1872.

NASDAQ volume
information, which is released
directly from the NASDAQ
central computers to the wire
services evary day, includes
volume figures for each NASDAQ
security, total volume of all
NASDAQ common and preferred
stocks, and a list of the ten
mast actively traded NASDAQ
stocks. The system also
transmiits to wire services,
weekly, monthiy and yearly
market summaries, providing
a base for more comprehensive
analysis of OTC aclivity. With
daily volume figures on each
NASDAQ sfock transmitied to
the wire scervices every trading
day, investors and corporate
executives are now able o
measure the depth and liguidity
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of the market in any particular
stock. They can gauge the
momentum of trends and
check to see price movements
on heavy or light volume.
Volume figures supply a whole
new dimension to the OTC
market.

Another banefit of this
automated system is that
NASDAQ has shown
at least two and somelimes
as many as 20 or 30 dealers
make markeis in any NASDAQ
stock. As we have seen, the
structure of multiple market
makers provides companies
“listed” on NASDAQ with
strong dealer support, -
mearchandising and sponsorshiy }
for the securities carried in the §
system. The multi-dealer
structure combined with visible
quotations also introduces an
element of intense competition.
A recent magazine article cites
instances where stocks in the
%80 a share range were quoted
on NASDAQ with spreads of
only half a point between bid
and asked.

The next steps: Nationwide
automated clearing of
transactions and the reporting
of actual trades.

When the NASD began
developing NASDAQ, it also
began to plan for a companion
autemated system which would
clear and settie OTC transactions
on a nationwide basis.

Currently, most brokers
in the QTG market setile their
trades directly with other firms. }
Documents are mailed or sent . *
by messenger to these other ‘
firms—a cumbersome, time-
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consuming process that
functions inefficiently in

times of high voiume and often
causes investors problems in
delays in obtaining stock
certificates purchased.

Now, the National Clearing
Corporation—a wholly owned
subsidiary established by the
NASD—has developed an
automated system that will
compare, clear and settie OTC
trades on what is termed a
continuous net basis. Under
this system, all settlements
will be made directly with the
clearing corporation rather

than between individual brokers.

The system already being
operated on a pilot basis in
New York City, is expected to
include all OTC firms in the
Now York area by mid-1972
and become operational
nationally by 1973.

This system is expected to
reduce costs, reduce lost and
stolen securities, and eliminate
most errors and defays by
minimizing internal accounting
and paperwork processing. it
has been estimated that 60%
of all currcnt deliveries wilt
no longer be nocessary and that
trades that dao not match could
he cut almosi in half.

NASBDAQ's remarkable
success as a communications
system has prompied interest
in developing a new and wider
roie for the system in the OTC
market. Work is already
underway on the development
of a process whareby market
makers will be able to report
actual trades into the system.
It is anticipated that this
informaiion will become part
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of the over-the-counter clearing
operations of the National
Clearing Corporation.

NASDAQ: Where does it go
from here?

A good question since the
possibilities open to the
NASDAQ system are many
and varied. For exampie,
direct voice communication
between retail traders and
market makers over the
NASDAQ system is entirely
feasible. There is also the
potential for the compilation
of vast amounts of statistical
data on OTC irading that would
be of immense benefit to
research departments and
technical market analysts.

Another potential of the
NASDAQ system is to aid the
NASD in regulation of the
over-the-counter market. Serving
as a window on OTC activity,
the system enables the
Association to observe what's
happening and where. Now
underway, on a pilct basis,
is a Stock Watch-Market
Surveillance Program. Like
similar programs at various
Exchanges, it notes wide price
and volume fluctuations and
examines the reasons for
these fluctuations.

it is an undeniable fact that
NASDAQ has created a ferment
in the world of finance. The
electronic stock market is truly
a revolutionary advance. And
fike all revolutions, no one
knows for sure quite where or
how it will all end. But whateve
the end, you may be certain
of one thing: Investors are
benefiting.
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For RELEASE Monday, Septeamber 13, 1971

SECURITIES AND EXCHANGE COMMISSION
Washington, D. C. 20549

SECURITIES EXCHANGE ACT OF 1934
Release No. 9310

ADOPTION OF RULE 15¢2-11 UNDER THE SECURITIES EXCHANGE ACT OF 1934

The Securities and Exchange Commission today anncunced the adoption
of Bule 15c2-11 under the Securities Exchange Act of 1934 (the Act"). In
general, Rule 15¢2-11 prohibits the initiation or resumption of quotations
Tegpecting a security by a broker or dealer who lacks specified informatiun
concerning the security and the fssuer.

On June 24, 1970, in Securities Exchange Act Release No. 8909, the
Commisgion published its proposal to adopt Rule 15¢2-11. It has considered
the comments and suggestions it received in response to that proposal and
now adopts the rule in the form set forth below.

The Commission has discussed on an earlier occasion the practices
of mome companies and persons in connection with the distribution of the
securities of "shell” corporations by means of the "spin off” device. 1/
These practices have often resulted in the initiation of market making
activities by some brokers and dealers by the submission of quotations,
in most casesa, at & time when mo financial or other information concern-
ing the security or the issuer was available to either the breokers and
dealers submitting the quotations or to public investors induced to pur-
chase the security. Frequently, there was a substantial increase in the
market price of the securities due, in large measure, to the fraudulent
and manipulative activities of the persons involved.

Although the practices discussed in Securities Act Release No. 4982
involved the securities of "shell”™ corporations, the fraudulent and manipula-
tive potential inherent in those situations also exists when a broker or
dealer submits quotations concerning any infrequentiy-traded security in
the absence of certain information.

Therefore, to protect public investors against these occurrences,
Rule 15¢2-11 (subject to certain exemptions) prohibits a broker or dealer
from submitting any quotation (as defined) for any security to any quo-
tation medium unless {a) a registration statement has become effective

1/ Securities Act Release No. 4982, July 2, 1969.



-2- 34-9310

with respect to such security within 9C days prior to the time of sub-
mission or publication of the quotation, and was not subject to a stop
order at the time of such submission or publication, and unless the broker
or dealer has in his records a copy of the prospectus, or (b) a notifica-
tion under Regulation A has become effective with respect to such security
within 40 days prior to the time of submission or publication of the quo-
tation, and was not the subject of a suspension order at the time of such
submission or publication, and unless the broker or dealer has in his records
a copy of the offering circular, or (¢) the issuer is required to file
reports pursuant to Section 13 or 15(d) of the Act, or is the issuer of a
security covered by Section 12(g)}(2)(B) or (G) of the Act, the broker or
dealer has a reasonable basis for believing that the issuer is current in
filing the reports or statements required, and the broker or dealer has in
his records a copy of the issuer's most recent amnnual report and any other
reports required to be filed at regular intervals which were filed after
such annual report, or (d) the broker or dealer has in his records specified
information, which he must make reasonably available to any person expressing
an interest in entering into a transaction in that security with him, and
which he has no reasonable basis for believing is not true and correct, and
which was obtained by him from sources which he has a reasonable basis for
believing are reliable. As that term is used in the rule, the require-
ment that the broker or dealer 'ake reasonably available" the specified
information would mean that the broker or dealer must furnish the infor-
mation to the interested person at the cost of reproduction, if for any
reason it is impractical to provide the information in any other manner.

The rule also requires the broker or dealer to send to the inter-dealer-
quotation-system, at least 2 days before the submission or publication

of the quotation, the specified information in a form prescribed by
such system,

The rule also requires that the broker or dealer keep, with respect
to any quotation which is within the provisions of the rule, records
regarding all the circumstances surrounding the quotation, including
the identity of the persons for whom the quotation is submitted or
published and any information given the broker or dealer by such persons.
All information required to be kept by the broker or dealer is to be
maintained and preserved as part of his records for the periods specified
in Rule 17a-4 of the Act. '

The rule exempts from its provisions the submission or publication
of a guotation respecting a security admitted to trading on a national
securities exchange which is traded on such an exchange on the same day
or on the day before the day of submission or publication., The rule also
exempts a security which has been the subject of both bid and ask quota-
tions at specific prices at least twelve days within the previous thirty
calendar days with no more than four business days in succession without
such a gquotation. 2/ Some of the comments received requested the Commission

2/ 1t should be noted that this exemption provision requires prior quetations
"~ at the specified frequency for the period immediately preceding
the broker®s or dealer's submission or publication of his gquotation. Thus,
the exemption does not apply if at any time the market for the
security in the previous thirty days has not met the specified conditions.
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to exempt from the provisions of the rule certain situations which, it was
claimed, are not within the basic purpose of the rule. There is a general
provision exempting the publication or submission of any quotation which
the Commission may exempt, either unconditionally or upon specified terms
and conditions, as not censtituting a fraudulent, manipulative or deceptive
practice comprehended within the purpose of the rule, Those persons who
believe that the submission or publication of their quotations would not
contravene the purpose of this rule are invited to make a written sub-
mission atating theilr reasons and specific facts supporting that belief,
in order to afford the Commission an opportunity to determine whether to
apply this exemptive provisjon in those situations,

It should be emphasized that this rule is not intended to, and
does not, excuse brokers and dealers from their duty to comply with
applicable registration and other anti-fraud provisions of the federal
securities laws and Commission rules, including their duty to make appropriate
inquiry, In this comnmection, brokers and dealers should be aware that the
submission or publication of a quotation at a price which does not bear a
reasonable relationship to the nature and scope of the issuer's business
or its finamecial status or experience, may constitute a part of a
fraudulent or manipulative scheme.

STATUTORY BASIS

The Securities and Exchange Cormission, acting pursuant to the pro-
visions of the Securities Exchange Act of 1934, and particularly Sections
15(c)(2), 17(a), and 23(a) thereof, and deeming it in the public interest
and for the protection of investors, hereby adopts Rule 15c¢2-11 as set
forth below, effective Decembar 13, 1971.

TEXT OF RULE 15¢2-11

Rule 15¢2-11. 1Initialiun or Resumption of Quotations Without Specified Information,

re—

{(a) 1t shall be a fraudulent, manipulative, and deceptive practice
within the meaning of Section 15(c)(2) of the Act, for a broker or dealer
to publish any quotation for a security ar, directly or indirectly, to
submit any such quotation for publication, in any quotation medium (as
defined in this rule) umnless:

(1} the issuer has filed a registration statement under
the Securities Act of 1933 which becare effective less than 90
calendar days prior to the day on which such broker or dealer
publishes or submits the quotation to the quotation medium, pro-
vided that such registration statement has not thereafter been the
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subject of a stop order which is still in effect when the quota-
tion is published or submitted, and such broker or dealer has in

his records a copy of the prospectus specified by Section 10(a)
of the Securities Act of 1933; or

(2) the issuer has filed a notification under Regulation A
under the Securities Act of 1933 which became effective less than
40 calendar days prior to the day on which such broker or dealer
publishes or submits the quotation to the quotation medium, pro-
vided that the offering circular provided for under Regulation A
has not thereafter become the subject of a suspension order which
is still in effect when the quotation is published or submitted,
and such broker or dealer has in his records a copy of such offer-
ing circular; or

(3) (A) the issuer is required to file reports pursuant to
Section 13 or 15(d) of the Act, or is the issuer of a security
covered by Section 12(g)(2)(B) or (G) of the Act, and

(B) the broker or dealer has 2 reasonable basis for
believing that the issuer is current in filing the reports required
to be filed at regular intervals pursuant to Section 13 of 15(d)
of the Act, or, in the case of insurance companies exempted from
Section 12(g) of the Act by subparagraph 12{g)(2) (G) thereof, the
annual statement referred to in Section 12(g) (2)(G) (i) of the Act; and

(C) the broker or dealer has in his records the issuer's
most recent annual report filed pursuant to Section 13 of 15(d) of the
Act, or the annual statement in the case of an insurance company
not subject to Section 12(g) of the Act, together with any other
reports required to be filed at regular intervals under such
provisions of the Act which have been filed by the issuer after
such annual report or annmual statement; or

{4) such broker or dealer has in his records, and shall make
reasonably available upon request to any person expressing an interest
in a proposed transaction in the security with such broker or dealer,
the following information (which shall be reasonably current in
relation to the day the quotation is submitted), which he has no
reasonable basis for believing is not true and correct or reasonably
current, and which was obtained by him from sources which he has a
reasonable basis for believing are reliable: (1) the exact name of
the issuer and its predecessor (if any); (2) the address of its
principal executive offices; (3) the state of incorporation, if it
is a corporation; (4) the exact title and class of the security;

(5) the par or stated value of the security; (6) the number of
shares or total amount of the securities outstanding as of the
end of the issuer's most recent fiscal year; (7) the name and
address of the transfer agent; (8) the nature of the issuer's
business; (9) the nature of products or services
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offered; (10) the pnature and extent of the isgsuer's facilities;

{11) the name of the chief executive oflficer and members of the

board of directors; (12) the issuer's most rccent balance slicet

and profit and loss and retained earnings statements; (13) similar financial
information for such part of the two preceding fiscal years as the issuer
or its predecessor has been in existence; (14) whether the broker or
dealer or any associated person is affiliated, directly or indirectly

with the issuer; (15) whether the quotation is being published or
submitted on behalf of any cther broker or dealer, and, if so, the

name of such brecker or dealer; and, (16) whether the quotation

is being submitted or published directly or indirectly on behalf

of the issuer, or any director, officer or any person, directly

or indirectly the beneficial owner of more than 10 per cent of the
outstanding units or shares of any equity security of the issuer,

and, if so, the name of such person, and the basis for any exemption

under the federal securities laws for any sales of such securities

on behalf of such person., If such information is made available to others
upon request pursuant to this subparagraph, such delivery, unless otherwise
represented, shall not constitute a representation by such broker or
dealer that such information is true and correct, but shall constitute a
Tepresentation by such broker or dealer that the information is reasonably
current in relation to the day the gquotation is submitted, that he has no
reasonable basis for believing the information is not true and correct,
and that the information was obtained from sources which he has a reason-
able basis for believing are reliable.

(b) With respect to any security the quotation of which is within
the provisions of this rule, the broker or dealer submitting or publishing
such quotation shall maintain in his records information regarding all
circumstances involved in the submission of publication of such quotatioen,
including the identity of the persom or persons for whom the quotation
is being submitted or published and any inf ormation regarding the transaction
provided to the broker or dealer by such person or persons.

(c) The broker or dealer shall maintain in writing as part cof his
records the information described in paragraphs (a) and (B), and any
other information (including adverse infermation) regarding the issuer
which comes to his knowledge or possession before the publication or
submission of the quotation, and preserve such records for the periods
specified in Rule 17a-4.

(d) TFor any security of an issuer included in paragraph (2)(4),
the broker or dealer submitting the quotation shall furnish to the
inter-dealer-quotation-system (as defined below), in such form as such
system shall prescribe, at least 2 days before the quotation is published
or submitted, the information regarding the security and the issuer
which such broker or dealer is required to maintain pursuant to said
paragraph (a)(4).

(e) For purposes of this rule:

(1) "Quotation mediuwm" shall mean any "inter-dealer quota-
tion system" or any publication or electronic communications network
or other device which is used by brokers or dealers to make known to
others their interest in transactions in any security, fncluding
offers to buy or sell at a stated price or otherwise, or invitations
of offers to buy or sell.
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(2) "inter-dealer quotation system' shall mean any system
of general circulation to brokers or dealers which regularly
disseminates quotations of identified brokers or dealers.

{3) except as otherwise specified in this rule, "quotation"

shall mean any bid or offer at a specified price with respect
to a security,

(f) The provisions of this rule shall not apply to:

(1) the publication or submission of a quotation respecting
a security admitted to trading on a national securities exchange
and which 1s traded on such an exchange on the same day as, or on
the business day next preceding, the day the quotation is published
or submitted,

(2} the publication or submission of 2 quotation for securi=-
ties of foreign issuers exempt from Section 12(g) of the Act by
reason of compliance with the provisions of Rule 12g3-2(b).

(3) the publication cor submission of a quotation respecting a
security which has been the subject of both bid and ask quotations
in an inter-dealer quotation system at specified prices on each of at
least twelve days within the previous thirty calendar days, with no more
than four business days in succession without such a twe-way quotationm,

(g) The requirement in subparagraph (a)(4) that the information with
respect to the issuer be "reasonably current” will be presumed to be
satisfied, unless the broker or dealer has information to the contrary, if:

(1} the balance sheet is as of a date less than 16 months
before the publication or submissim of the quotation, the state-
ments of profit and loss and retained earnings are for the 12 months
preceding the date of such balance sheet, and if such balance sheet
is net as of a date less than 6 months before the publication or
submission of the quotation, it shall be accompanied by additional
statements of profit and loss and retained earnings for the period
from the date of such balance sheet toc a date léss than 6 months

before the publication or submission of the guotation,

(2) other information regarding the issuer specified in.
subparagraph (a)(4) is as of a date within 12 months pricr to the
publication or submission of the quotatien.
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(h) Thia rule shall not prohibit any publication or submission of
any quotation if the Commission, upon written request or upon its own
motion, exempts such quotation either unconditionally or on specified
terms and conditions, as not constituting a fraudulent, manipulative or
deceptive practice comprehended within the purpose of this rule.

By th‘g Commission.

Theodore L., Humes
Assoclate Secretary

NOGTICE
In corresponding with the Commission
about mailing list changes and dellst-
ing, please include ALL MAILING
LIST CODES AND SYMBOLS appear-
ing in your address as presently shown.
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The compensation structure of the securities business is being
challenged from many directions, 'The Justice Department has ques-
tinned the need for fixed minimums on stock exchange commissions

* As noted in the opening paragraph, this area of regulation is in a period of rapid
vhange; the statements hercin are current as of January 20, [970.

A teviserd version of this article is expected to be included in a book on the regulation
of zecurities dealers, to be published by McGraw. Hill,

+ Professor of Taw, Comell University. AB. 1952, LLB. 1955, Harvard University.
Fxccutive Assistant to the Chairman, Securities and Exchange Commission, 1966-68,

The author wishes 10 express his appreciation ta Peter Sterling, of the Cornell Law
School class of 1970, for his yescatch assistznce in the preparation of this article.
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and the Securities and Exchange Commission is holding extensive hear-
ings to determine whether and in what form they can be justified.
Congress is considering legislation to control sales loads on mutual
fund shares. The National Association of Securities Dealers found “un-
fair or unreasonable” underwriting compensation in more than fifteen
percent of the new issues it reviewed in 1968. And the securities busi-
ness itself is complaining that its charges on small transactions are in-
adequate to cover its costs.

The following summary of the complex of regulations governing
compensation in the securities business may help to explain some of
the dissatisfaction with the current situation, as well as pointing toward
possible areas for change.

I

SourcES oF INCOME OF BROKER-DEALERS

The securities business is essentially a service business. Some of the
transactions in which broker-dealer firms engage take the form of
principal transactions, but basically such firms act as intermediaries
between buyers and sellers of securities—members of the public, insti-
tutional investors, and the issuers of the securities themselves. Broker-
dealers receive compensation from a variety of activities, each of which
is subject to distinct regulations and limitations. A study done for the
National Association of Securities Dealers (NASD) showed that its
members in 1964 obtained about forty-four percent of their income
from stock exchange commissions, seventeen percent from over-the-
counter transactions, eight percent from mutual fund sales activities,
six percent from corporate underwritings, and the remaining twenty-
five percent from miscellaneous other sources, including interest on
customers’ margin accounts, commodity transactions, advisory fees,
and service charges.! The compensation mix varied greatly from firm
to firm, with the larger firms deriving a greater proportion of their
income from stock exchange commissions, the small-to-medium firms
deriving the greatest proportion from over-the-counter activities, and
the smallest firms receiving most of their income from the retailing of
mutual fund shares.?

1 Booz, ALLEN & Hamiron, INC, OvER-THE-COUNTER MankErs Stuby 13 (1966) [here-
inafter cited as OTC STURY). See also NEw YorE STock Excuance, 1989 Facr Book 57.
2 OTC 5Srupy 13,
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1I

Stock EXCHANGE TRANSACTIONS

A, Fixed Minimum Commission Rates

Commissions on stock exchange transactions are based on sched-
ules of minimum commissions established by the national securities
exchanges and binding on their members. The commission rate sched-
ules of the various exchanges are substantially identical, so that a firm
that is a member of several exchanges must charge the same commission
to a customer for a particular transaction regardless of on which ex-
change it is executed.? Since New York Stock Exchange {NYSE) trans-
actions account for approximately eighty percent of the dollar volume
of all exchange trading,* the following discussion is based on the NYSE
rules, with appropriate indications of variations to be found in the
ruies of other exchanges.

1. Scope of Restriction

The stock exchange rules prescribe minimum commission rates,
and there is generally no legal restriction against members charging
higher rates. As a practical matter, however, member firms seldom
charge more than the minimum rate for services to which the rate
schedule applies.®

The commission rate schedule is divided into two distinct parts:
(I) a schedule of rates to be charged by members to non-members for
effecting a complete transaction on the exchange® and {2) a schedule

3 The New York Stock Exchange [NYSE], American Stock Exchange [AMEX], Mid-
west Stock Exchanpge [MSE], and Pacific Coast Stock Exchange [PCSE] rules state that in
the event of a conflict as to commission rates to be charged, theit members may follow
the rates prescribed by the exchange where the transaction occurred. NYSE CoNsT. art.
XV, § 1; Amex Const. att. VI, § 1; MSE tules art. XXVIIL, rule 19; PCSE rule 1V, § 3D.
A NYSE member which is also a memhber of a regional exchange (f.£., an exchange located
ousside the City of New York) is permitted to deal in all securities listed or traded on
such other exchange, including securities dually listed on the NYSE. NYSE Consrt. art.
XIV, § 8. The AMEX rules also permit member trading of duaily-listed AMEX securt-
ties outside the City of New York. Amex Consr, art. V, § 4(g). The SEC found in 1941
that “irreparable damage™ would result to the regional exchanges if the NYSE prevented
its members from dealing on another exchange in securities dealt in on the NYSE, and
ordered the NYSE constitution amended to permit such dealing. The Ruies of the NYSE,
10 SEC. 270 (194)) (The Multiple Trading Case).

+ SEC Securities Fxchange Act Release No. 8239, at 4 n.2 {Jan. 26, 1968).

5 See genevally AssoriATION 0F 5TOCR ExCHANGE FirMs, Commission TABLES FOR TRANS-
ACTIONS UN THE NEW YORK S5TOCK EXCHANCE AND THE AMERICAN STOCR EXCHANGE,

¢ “Noo-member” is usually defined as any party not a member ar allied member of
an exchange, and includes professivnal brokers as well as ordinary customers. NYSE
Cowst. art. I, § 5(e).
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of rate, 10 be charged by members to one another for the various steps
involved in the complete transaction.

The minimum rate to be charged to non-members applies to all
non-members, including those engaged in the securities business. Since
the rules of the exchanges generally prohibit members from executing
transaciions in listed stocks off the floor of an exchange,” this in effect
places a minimum on the commission that a member firm may charge
a non-member firm for effecting a transaction in a listed security.

2. Non-Member Ruates

a. Services Covered. The minimum rate to be charged to a2 non-
member is an all-inclusive rate, covering the execution and clearance
of the transaction, arrangements for the registration and delivery of the
sccurities, and basic rescarch and custodial services. The exchanges
generally impose restrictions, however, on the additional services that
a memher firm may perform for a customer without charging addi-
tional fees,® on the ground that these may constitute rebates of the
minimum commission.?

If both the buyer and seller are non-members, two full COMmMmis-
sions must be charged, even where the same firm acts as broker for
both parties to the transaction.

b. Basic Rate. The commission to be charged to a non-member
for the execution of a transaction in listed stocks, rights, or warrants
is based on the “money involved” in a “single transaction.” On stocks
selling for one dollar per share and above, the basic rate is three doilars
plus

297, on first $400 of money involved, plus

19, on next $2,000 of money involved, plus
1/29, on next $2,600 of money involved, plus
1/169, on money involved above $5,000.°

Under this formula, the minimum commission for buying or sell-

7 See NYSE rules 384, 395, 896; AMEX rule 187; MSE rules art, XXI1, rule 6; PCSE
rule XIII, § 2.

B Examples of prohibited arrangements are unusual interest rates or money advances
or assumption of stamp taxes or office cxpenses by a member, NYSE rule 369; certain types
of statistical and investment advisory services, NYSE tule 440; supplementary material
and certain office space arrangements, NYSE rule 343, The regional exchange rules con-
tain similar prohibitions. Amex Const, art, VI, § 5 MSE rules art, XXVEHI, rule 16;
PCSE Cowst. art. XIV, § 1.

B See NYSE Consr. art. XV, § 1.

10 NYSE Cowsr, art. XV, § 2(a){l}; Amex Consr. art. VI, § Z(a}i MSE rules art.
XXVIIT, rule 2(a); PCSE rule TV, § 1(a)1).
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ing one hundred shares of a high-priced stock is greater than the com-
mission for buying or selling one hundred shares of a low-priced stock
but is a smaller percentage of the “money involved.” For example, the
minimum commission for buying or selling one hundred shares of
stock selling at $20 a share is $27, or 1.85 percent of the money in-
volved; for one hundred shares of a $40 stock, it is $39, or .98 percent
of the money involved; and for one hundred shares of an $80 stock,
it is $47, or 0.5 percent of the money involved.

Although this formula on its face appears to provide a substantially
lower rate for large transactions, each one hundred shares or less in-
cluded in an order is deemed to be a separate, “single transaction” to
which the formula is to be applied.!* Thus the minimum commission
on a single order to buy or sell 200 shares of a $40 stock is $78, or
two times $39, and on a single order to buy or sell 1,000 shares it is
%390, or ten times $39. A customer who wants to invest $4,000, there-
fore, must pay a commission of $54 if he buys 200 shares of a §20 stock
as against $39 if he buys one hundred shares of a $40 stock.

c. Lower Rate on Large Orders. Prior to December 5, 1968, the
above rate applied to all orders without limitation as to size, so that
the minimum commission on a single order to buy or sell 100,000
shares of a particular stock was 1,000 times the commission on one
hundred shares of the same stock. However, the volume of large block
transactions in listed stocks,’? particularly by institutional investors,®
had been rapidly increasing, and the SFC's public hearing on stock
exchange commission rates disclosed that substantial portions of the
commissions on institutional business were being “given up” to
broker-dealer firms and other persons who had no connection with the
execution of the transactions.'* Consequently, the national securities
exchanges were required to put into effect on December 5, 1968, an
“interim” reviscd minimum commission rate schedule providing sub-
stantially lower rates for the portion of an order that exceeds 1,000
shares.’d The modified rate for each "single transaction” of one hundred
shares or less after the first 1,000 shares is:

11 NYSE Cosst. art, XV, § 2(d¥I}; AMex Const. art. VI, § 2{f); MSE rules art.
XXVIII, rule 2(dy(1); PCSE rule IV, § 1{L).

12 In 1968 on the NYSE there were 11,234 transactions involving 10,000 or more
shares, accounting for 109, of reported volume. NYSE, 1968 Ann. REP. 15,

13 1t is estimated that at present approximately 509, of non-member volume on the
NYSE is transacted by institutions. 5FC, 1968 Ann. Rep. 3.

11 Sege text accompanying notes 38-62 infra.

18 NYSE ConsT. art. XV, § 2(2)(2); Amex Cownst. art. VI, § 2(a)(2); MSE rules art.
XXVII, rule 2(z){2); PCSE rule IV, § 1{a}(2). It was estimated that the new volume dis-
count on orders over 1,000 shares would redoce brokerage commissions about §150 million
in 1969. SEC, 1968 ANN. REF. 2.
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Money Involved Commission

$100 to $2.800 1122 of money involved plus $4
$2.800 to $3.000 compute as for $2,800

$3.000 to $0.000 . 17297 of money involved plus 3
Above $9.000 1/10%, of money inveolved plus $39

Thus the minimum commission on a purchase or sale of 10,000 shares
of a $40 stock is now $2,460 [(10 X $39) - (90 X $23)] as compared
with $3,500 (100 X $39) under the previous formula. The interim rate
also provides that the minimum commission on any order, no matter
how large, cannot exceed $100,000.1¢

An “order” is deemed to include all purchases or sales for one
account, of a single security, on the same day, pursuant to a single
order.!” When a large order from a customer is executed over a period
of several days, each day’s executions are considered a separate “order”
for the purpose of computing the minimum commission. Where parts
of a single order from a customer to a broker are executed on different
exchanges, the regional stock exchanges will permit the lower rate to
be charged on the portion in excess of 1,000 shares regardless of the
exchange on which executed.!®

d. Odd Lots. The minimum commission on the purchase or sale
of less than one hundred shares'? is generally fixed at two dollars less
than the commission on a one hundred share transaction involving the
same amount of money. An odd-lot transaction is automatically ex-
ecuted between the customer and the odd-lot dealer at the price of
the next round-lot transaction in the stock. In additicn to the commis-
sion charged by the customer’s broker, the odd-lot dealer charges the
customer a ‘“‘differential” of onefourth point (25 cents) on stocks
selling at $55 or higher and one-eighth point (12.5 cents) on stocks sell-
ing below $55.2°

18 NYSE ConsT. art. XV, § 2()); AMex Const. art. VI, § 2(h); MSE rules art. XXVIII,
rule 2(f); PCSE rule 1V, § 1{d}. One NYSE member advertised that it acted as broker
for both buyer and seller in a2 NYSE transaction on May 4, 1967, involving K85 600 shares
of Sperry Rand at a price of §30.75 a share. N.Y. Times, May B, 1967, at 64. Under the
then-existing rates, the minimum commissions to be charged by the firm on that transac-
tion totaled §402,600. Under the new rate schedule, the minimum commissions would
total §200,000.

17 NYSE Const, art. XV, §§ 2(d}2), (3); Amex Cowst. art. VI, § 2(f)(2); MSE rules
art. XXVIII, rule 2(d){w); PCSE rule IV, § 1(b}(2).

18 E.g., MSE rules art. XXVIIIL, rule 2(j).

12 For minimum rates on 100-share lots, see text accompanying notes 10-11 supra. A
“unit of trading" is usually 100 shares and any number below 100 is an odd lot. How-
ever, certain stocks have “units of trading” of 10 or even 50 shares as fixed by the various
exchanges. NYSE rule 85; AMEX rule 120; MSE rules art. IV, rule 6; PCSE rule 1, § T(a}.

20 NYSE rule 125. The present $55 “break point” was adopted by the NYSE in June
1966, Between 1942 and 1966, the “break peint” was $40 and had been established net by
the Exchange but by the two NYSE member firms that handle all odd-lot transactions on
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e. Special Types of Securities and Transactions. Special rules
prescribe minimum commission rates for shares sclling below one
dollar,*! for bonds,” for “when issued” or “when distributed” trans-
actions,”® and other special circumstances.

5, Intra-Member Rates

Exchange rules also prescribe minimum commissions to be charged
by members to other members for various services in connection with
the exccution of transactions. The minimum commissions for floor
brokerage and clearance range from 1.85 cents a share for shares selling
between one dollar and two dollars to 9.30 cents a share for shares
sclling at 8200 and above;2* minimum commissions for floor brokerage
alone range from 1.15 cents a share for shares sclling between one
dollar and two dollars to 4.65 cents a share for shares selling at $200
* and minimum clearing charges range from 0.30 cents a
share for shares selling between fifty cents and one dollar to 3.00 cents
a share for shares selling at §$50 and above.?®

and above;

B. Rates and Services to Non-Member Professionals

The NYSF rules prohibit member firms fromn charging lower com-
missions to non-member broker-dealers than to other customers, and the
rules endeavor to set precise limitations on the services member firms
may perform free or at less than cost for non-member professionals.??
For example, there arc specific Jimitations on the {urnishing of office
space, investment advice, and private wire services, as well as a general

that Exchange. A class action is presently pending against those two firms, alleging that
they combined and conspired to monepelize odd-lat trading and fixed the odd-lot dif-
ferentiul at an excessive amenne i violation of the Shemnan Act. Eisen v, Carlisle &
Jacquelin, 391 F2d 555 (2d Cir, 1968). The “break point™ on AMEX rransactions is still
$40. For the 1nles on other exchanaes, see AMEX rule 204; MSFE Summary of Rules, § 14
PCSE rule 1, § B,

21 NYSE Const. art. XV, § 2{a2)(3); Amex Coxst.oart. VI, § 2(a)(3); MSE rules art.
XXVILL, rule 2(c)(2); PCSE rule IV, § 1(a)(3}.

22 NYSE ConsT. art, XV, § 5, Asmex Congt. art. VI, § 2(d); MSE rules art. XXVIIE,
rule 3; PCSE rule IV, § }{f).

22 NYSE Coxsr. art. XV, § 4 Avex Coxst. art. V1, § 2(1); MSFE rules art. XXVIIE,
rile 5.

24 NYSE Consr, art. XV, § 2iby{1); Asmex Cosst. art. VI, § 2(b); MSE rules art.
XV, rules 20b). {(¢3(1); PUSE rule IV, § 4(a).

26 NYSE Cowst. art. XV, § 2:0){8); Amex Coxst. art. VI, § 2(by; MSE rules art.
XXVIIL rule 2()(1); PCSE rule IV, § 4(b).

26 NYSE Const. art. XV, § 4, Aqex Cowst, art. VI, § 2(b); MSE rules art. XXVIIIT,
rule 2(b}; PUSE mle IV, § 4(al. NYSE interpretation permits member firms to charge cor-
respondents not less than 219 of the non-member rare rather than computing the special
rate for each transaction,

2T See NYSE Const. art. 1, § S{e); id. art. XV, § 1.
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prohibition against offering other types of services unless the cash com-
pensation is sufficient to cover all direct and indirect costs of the service
or unless the service is contingent on the non-member giving the mem-
ber firmm commission business and the cash charge covers all costs of
creating, producing, and distributing the service.?

I. Reciprocal Business Arrangements

Since these rules effectively prevent NYSE non-members from
deriving direct compensation from transactions in listed securities
which are executed for their customers on the NYSE,* reciprocal
dealing arrangements have been established between NYSE-member
and regional exchange-member firms. The NYSE-member firm, which
is also 2 member of a regional exchange, usually agrees to give one
dollar of commission to the regional exchange-member firm for each
two dollars in commissions on transactions in listed securities it re-
ceives from the latter.3® Prior to December b, 1968, reciprocity often
took the form of the NYSE-member firm executing transactions in
duaily-listed securities on a regional exchange of which it was also a
member, and “giving up” a portion of the commission to the regional
firm.3! Since the prohibition on “give-ups,”# reciprocity has taken the ~
form of NYSE members placing orders with regional exchange mem-
bers for execution of transactions in dually-listed stocks on the regional
exchanges.® In May 1969, however, the NYSE advised the SEC that
some of these reciprocal arrangements appeared to violate the NYSE
rules against rebates and that it was considering prohibiting reciprocal
arrangements.**

2. Discounts

The NYSE recently announced that it is considering a rule change
permitting its members to give a discount, amounting to perhaps one-

28 See note B supra.

28 The non-member must pay the member the NYSE minimum commission and
will usually receive no mere than the minimum commission from his own customer,

30 These arrangements in 1968 resulted in the NYSE giving out $19.9 million in
regional business in return for $34.4 million io NYSE husiness. Wall 5t. J., June 10, 1969,
at 4, col. 1.

31 Wall 5t. J., July 3, 1968, at 17, col. 8.

32 NYSE CoxsT., art. XV, § 1; AMEX CoNsT. art. VI, § 1; MSE rules ant. XXVIII, tule
12; PCSE rule 1V, § 1(a). See text accompanying notes 38-62 infre.

33 wall St. T, Jan. 9, 1965, at 1, col. 6. See also note 54 infrz and accompanying text.

3¢ Wall St. J., May 5, 1969, at 6, col. 2. NYSE rule 382 requires a member to file
written information concerning any direct or indirect reciprocal armangement related to
NYSE listed commission business involving any NYSE member, broker or dealer, baok,
trust company, mutual fund, ete. Fach arrangement is subject to Exchange approval.
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third of the commission, to “qualified” non-member broker-dealers.®®
The American Stock Fxchange (AMEX) already admits qualified
broker-dealers to “associate membership” entitling them to have trans-
actions executed on the AMEX at special intra-member rates that
range from about twenty percent to one hundred percent above the
rates charged to regular members for comparable services®® but are
considerably below the rates charged to non-members. For example,
the commission charged to an associate member for execution and
clearance of one hundred shares of a $20 stock is $10.75, as compared
with $6.90 to a regular member and $27 to a non-member. The ini-
tiation fee for an associate member is ive percent of the last sale price
of a regular membership, but not less than $1,000.37

C. Recent Developments Regarding Commission Rates
1. Institutional Investors and the Growth of “Give-Ups”

Prior to December 5, 1968, the minimum commissions on large
transactions were simply multiples of the minimum commissions for
one-hundred-share transactions.®® During the 1960's, the rapidly grow-
ing participation in the stock market by institutions and the con-
comitant increase in large block trading began to provide stock ex-
change member firms with commissions substantially in excess of the
prices at which they would have been willing to exccute the trans-
actions in a competitive service market. Exchange rules prohibited
member firms from reducing their rates to large customers or pro-
viding offsetting services,® but nothing prevented member firms from
sharing their commissions with other member firms. Managers of
certain large institutional investors, particularly the mutual funds,
began to direct hrokers to “give up” a portion of their commissions
on fund portfolio transactions to other member firms.# These other
member firms might be firms that had provided the fund with invest-
ment advice or, to an increasing extent, firms that had actively sold

35 Wall St. J., June 10, 1969, at 4, rol. 1.

38 Amex Const. art. IV, § /o).

a7 Id. art. VI, § 2{b). The Pacific Coast Stock Exchange grants “'preferred rates™ (7597
of the non-member minimum) te approved non-members who are members of a national
securities exchange or national securities association, or who are engaged in the banking
business. PCSE rule IV, § 2. A list of approved non-members is published by the Exchange.

38 See note 11 supra and accompanying text.

0 See notes Y & 27 supra.

40 The give-ups were usually at least 609, and often 709%, or more, of the commis-
sion received by the broker, SEC, PusLic Pollcy TMPLICATIONS OF INVESTMENT COMPANY
GrowtH, published as H.R. Rre. No. 2337, 0th Cong., 2d Sess. 170 {1966) [hereinafter cited
as MUTUAL FunD REPORT].
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the fund'’s shaies ot Initially the technique could be used only to com-
pensate stock exchange member Rrms for sales of mutual fund shares,
but, cemmencing in 1950, six of the seven regional exchanges amended
their Tules to permit members o “give up” part of their commissions
o any member of the NASD, These amendments caused a substantial
amount of business in dually-listed stacks to be diverted to the regional
exchanges for the purpose of compensating non-member broker-dealers
for matual fund sales.** The NYSE did not permit its members to
split commissions with non-NYSE members on NYSE transactions,*
but evidence introduced at the SEC hearing on stock exchange com-
mission rates indicated that some member firms had channeled dollars
to non-members by crediting them with arbitrary amounts on un-
related transactions in over-the-counter sccurities.tt

In 1965 two of the largest investment advisers, which distributed
fund shares largely through their own organizations and therefore
had no incentive to utilize brokerage commissions to reward dealers
who sold fund shares, established broker-dealer subsidiaries that were
admitted to membership on the Pacific Coast Stock Fxchange (PCSE).
These firms executed some transactions for the funds on the PCSE,
but their principal purpose was to receive reciprocal business and give-
ups from firms that executed transactions for the funds on other ex-
changes, principally the NYSE. All of the net profit from this oper-
ation, inn one case, and appruximately half ol the nnet pmﬁL, in the other
case, was returned to the funds in the form of reduction in the man-
agement fee paid to the adviser.*®

2. The NYSE Proposal and the SEC Response

In January 1968 the NYSE proposed to the SEC a five-point revi-
sion In its commission rate structure. The proposal envisioned un-
specified volume discounts, continuation of customer-directed give-ups
with a limitation on the percentage that might be given up, prohibition
of “rebative” reciprocal practices, discounts for “qualified” non-mem-
ber broker-dealers, and limitation of membership and discounts on all
exchanges to “bona fide broker-dealers.”*® The SEC responded by in-
viting public comment on the NYSE proposals and on a proposed SEC
rule that prohibited mutual fund managers from directing any give-up

1 Id. at 164-67.

42 Id. at 171,

4% NYSE Consr. art. XV, § 8.

44 See Washington Post, July 2, {968, at N6, col. 1.

4% MutuaL Funp Rerory 109, 172,

48 SEC Securities Exchange Act Release No. 8259 (Jan. 26, 1968).
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of commissions on mutual fund portfolio transactions unless the bene-
fits of the give-up accrued to the fund and its shareholders.*

Among the comments received by the SEC was a lengthy memo-
randum from the Department of Justice, which concluded that “the
maintaining of an effective auction market, does not appear to justify
the fixing of minimum commission rates by the NYSE” and that “rate
lixing is plainly unnecessary in institutional trading and, generally,
for large transactions.”®® On May 28, 1968, the SEC requested the
NYSE, pursuant to section 19(b) of the Exchange Act, to adopt as an
interim measure either a specified revised commission rate schedule
providing reduced rates for the portion of any order in excess of 400
shares or a rule eliminating minimum rates of commission on orders
in excess of $50,000.#° At the same time, the SEC announced that it was
ordering a general public investigatory hearing into the commission
rate structure of the national securities exchanges.5®

On Aungust 8, 1968, the NYSE proposed an alternative interim
rate, providing reduced rates for that portion of any order in excess
of 1,000 shares.® On August 30 the SEC accepted the NYSE revision,®
which, after approval by the NYSE membership, went into effect on
December 5, 1968.53 The regional exchanges each adopted substantially
ideutical rate structures, At the same time, each of the exchanges
amended its constitution or rules to prohibit give-ups by providing that

[n]o member . .. shall, in consideration of the receipt of business . . .
and at the direct or indirect request of a non-member or by direct
or indirect arrangement with a non-member, make any payment
ot give up any work or give up all or any part of any commission
or other property to which such member . | . is or will be cntitled b

3. The Public Hearing on Commission Rates

‘The SEC is continuing its public hearing into the commission
rate structure. The principal alternatives under consideration for
dealing with the problem of commission rates on large transactions
are: (/) continuation of minimum commissions, either in the present or

47 id.

48 Comments of the United States Dep't of Justice on SEG Sccurities Exchange Act
Release No. 8239 (Jan. 26, 1968),

48 SEC Securitics Exchange Act Release Neo. 8324 (May 28, 1968).

50 fd.

81 CCH Fed. Sec. L. Rep. 4§ 77,585 (1968).

52 SEC Sccurities Exchange Act Release No. 8399 (Sept. 4, 1968).

63 For description of the revised rate schedule, see text accompanying notes 12-18
supra.

Gt See, 2., NYSE Conwst, art. XV, § 11 Asmex Coxst. art. VI, § 1,
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a mod-ied form; {2) elimination of minimum commissions on large
transactions; and (3) expanding large investors' opportunity to recap-
ture a portion of their brokerage costs through membership on ex-
changes. The NYSE has consistently opposed eliminating minimum
commissions on large transactions, on the ground that “[n]egotiated
commission rates would minimize the incentive for members to con-
duct business primarily on the floor of the NYSE . . . [and] would
divert trading into new and splintered over-thecounter markets.”
The Justice Department and a number of economists, on the other
hand, argue that fixing minimum rates in the securities industry is
not only unnecessary,”® but presents peculiar difficulties because of the
great variations in size, efficiency, and product mix of brokerage firms.57

The NYSE also opposes institutional membership,5® which many
brokers believe would deprive them of their best customers. Its an-
nounced reason is that “[granted seats on the exchange, the insti-
tutions might soak up funds normally invested by individuals and
sharply cut the small lot trading that provides the market’s liquidity.”*®
Managers of some investment institutions, on the other hand, believe
they should be entitled to join exchanges, at least to the extent of
enabling them to obtain the lower commission rates available to mem-
bers. 50

The NYSE has announced that it hopes to submit a new rate
schedule to the SEC early in 1970.%2 In the meantime, however, the
SEC has invited argument on the question whether, if minimum com-
mission rates are to be retained, they should continue to fix an “all-
inclusive” rate for non-members or should be limited to “such
relatively standardized services as ‘execution’ and ‘clearance,” ” as in
the case of intra-member rates.®?

66 NYSE, Economic EFFecTs OF NEGOTIATED CoMMISSION RATFS ON THE BROKERAGE
INDUSTRY, 'THE MARKET FOR (CORFORATE SECURITIES, AND THE INVESTING PuRLIG 11 (1968).

B8 N.Y. Times, May 2, 1969, at 5%, col. 1,

57 Memorandum of the United States Dep't of Justice on the Fixed Minimum Com-
mission Rate Structure 98-106 (Jan, 1969) [hereinafter cited as Justice Dep't Memo].

58 N.Y. Tirnes, Oct. 30, 1969, at 67, col. 1. See alis id., May 3, 1969, at 47, col. 8. The
Fustice Department’s Antitrust Division has recently challenged the NYSE position that
restrictions on public ownership of member finrm shares should exist te prevent institu-
tional investars from gaining membership on the exchange. Wail 5t. J., Nov. 18, 1969, at
3, col. 2.

69 Wall St. J., Jan. 23, 1969, at 3, col. 2.

80 See N.Y. Times, Nav. 17, 1969, at 73, col. 8.

61 NYSE Special Membership Bull, in BNA, Sec. REc. & L. Rer, No. 26, at x-3 (Nov.
26, 1969).

82 SEC Securities Exchange Act Release No. 8791 (Dec. 31, 1969).
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D. Rates and Services to Small Customers

The same rigid structure which makes large transactions highly
profitable produces, at the other end of the scale, commissions on small
transactions which many brokers assert are insufficient to cover the
costs of handling them. There is no legal prohibition against charging
more than the minimum commission rates on exchange transactions,
but individual brokers are unwilling to do so.%

Brokers and exchange cofficials have suggested modifications in the
commission rate structure to deal with this problem, either increasing
the minimum charge, or the “single transaction” charge, or imposing
scparate charges for the maintenance of an account or for specific
services such as safeguarding customers’ securities.®* Pending such
action, many hrokerage houses have imposed minimum requirements
for purchases by new customers. A survey by the NYSE in May 1969
showed that fourteen percent of the 514 firms responding required
a new customer to make a minimum purchase ranging from $1,500 to
$250,000; fifteen percent required 2 minimum purchase of $1,000, and
five percent had minimums ranging from $100 to $500.%* No statute
or exchange rule requires brokers to accept small customers, but ex-
change officials consider rejecting small accounts inconsistent with
their policy of interesting small investors in the securities market,®®
The President of the NYSE has stated, however, that “one of the key
changes in the commission structure [to be submitted to the SEC in
carly 1970} must be an increase in rates on small orders.”®

F. Setting of Minimum Commission Rates
1. Action by the Exchanges

Since trading on the NYSE accounts for the great majority of
stock exchange commission business,® and since the membership of

83 N.Y. Titnes, May 3, 1969, at 17, col. 8.

81 Wall St. J., April 11, 1969, at 3, col. 2.

66 Wull St. J., June 6, 1069, at 4, col. 4, More recently, several firms doing a large
retail business have changed their method of compensating salesmnen to make it less attrac-
tive for them to solicit stall orders. See WY, Times, Dee. 15, 1969, at 77, col. 6; id. Dec,
16, 1969, at &7, col. 7.

88 Ralph 8, Saul, president of the AMEX, stated that a continuing rejection of smaller
public transactions “could lead to further domination of the iarket by institutions---
mmutual funds, commercial banks, insurance companies and pension funds—with a cor-
responding loss of market liquidity.” Wall St. J., Apdl 11, 1969, at 3, col. 2.
$7 Address of Robert Haack, in BNA Sec. Res. & L. Rep. No, 26, at x-1 (Nov. 26, 1969).
88 See note 4 supra and accompanying text.
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the NYSE overlaps that of the other exchanges to a large degree, the
NYSE commission rate structure determines the pattern for the in-
dustry.

a. Procedure. The NYSE’s basic commission rate structure is set
forth in article XV of its constitution. Amendments to the constitution
must be approved by a majority of the Board of Governors and by a
majority of the members.® Since the product mix of NYSE members
varies greatly from firm to firm, any change in the commission rate
structure, other than an increase in the general level of rates, will be
opposed by some group of members.™ Each of the five changes in com-
mission rates between 1934 and 1967 was recommended by a special
committee of the NYSE and primarily involved an increase in the gen-
eral level of rates, although limited structural changes were involved
in some instances.™

b. Stendards. The emphasis in the NYSE committee reports
preceding the five rate increases was on the income received from
commission business, the cost of doing such business, and the necessity
for a “fair return.””** The NYSE’s ability to develop precise standards
has been hampered by the heterogeneity of the member firms, the
absence of a mandatory uniform system of accounts, and limited capac-
ity to gather economic information.™

2. Review by the SEC

a. Procedure. Under section 19(b)(9) of the Exchange Act, the
SEC is authorized to alter or supplement the rules of any exchange “in

respect of . . . the fixing of reasonable rates of commission” if “after
appropriate notice and opportunity for hearing, the Commission deter-
mines . . . that such changes are necessary or appropriate for the

protection of investors or to insure fair dealing in securities traded
in upon such exchange or to insure fair administration of such ex-
change.” Before altering or supplementing exchange rules, the SEC
must first request the exchange to effect such changes itself.

The SEC has never exercised its authority under this section to

80 NYSE ConsT. art. XX. On the MSE and PCSE the Board of Governors has authority
to set and change rates, and no amendment to the constitution or approval by the mem-
bership is necessary. PCSE Consrt. art. X1V, § 1; MSE Coxst. art. XII, § 2. The AMEX
follows the NYSE pattern. AMEX ConsT. art. XIII.

10 See Wall St. J., Oct. 21, 1968, at 34, col. 1; id. Jan. 28, 1969, at 2, col. 3,

71 REPORT OF SPECIAL STUDY OF SEcURITIES Markers, HR. Dec. No. 85, 88th Cong,
1st Sess., pt. 2, at 329 (1963) [hereinafter cited as SPEciaL STUDY].

T2 Id. at 333-37.

78 Id. at 937-48.
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alter or supplement exchange rules governing commission rates.” The
1964 change in commission rates for large orders™ was the first change
resulting from a formal request by the SEC under section 19(h)(9),™
although rate increases put into effect by the NYSE in 1942 and 1958
v ere modified in accordance with “recornmendations” or "'suggestions”
by the SEC.

Section 19(h) does not set forth any procedure for automatic SEG
review of rule changes instituted by the exchange. In cach of the four
changes in commission rates between 1937 and 1953, the NYSE pre-
sented its proposals to the SEG and awaited the SEC’s approval, or
indication of lack of objection, before making any effort to put the rule
changes into eflect.™ In 1958, however, the NYSE notified the SEG
of propused changes and eight days later submitted the proposed
schedule to the membership for approval, without waiting for SEC
reaction. The membership approved the rates, and they went into
effect seven weeks after the notification to the SFC, despite the SEC's
anuouncement of its intention to study their reasonableness.” The SEC
completed its study scveral months later. The cnsuing discussions
resulted in the acceptance by the NYSE, in February 1959, of SEC sug-
gestions to decrease certain commission rates at the lower range of the
scale by approximately five percent and to eliminate the “round turn”
discount adopted in 1953 3¢

In light of the 1958 experience, the Special Study recommended
that “existing procedures should be modified to assure that proposed
changes in rates will be submitted to the Commission adequately in
advance of their proposed eflcctiveness.”’® Pursuant to this suggestion,
the SEC in 1964 adopted rule 17a-8, requiring every exchange to file
a report of any proposed rule change at least three weeks before any
action is taken by the members or governing body of the exchange.®

74 The only case in which such autharity has been exercised was The Rules of the
NYSE, 10 $E.C. 270 (1041}, describied in pote 3 supra.

748 See text accompanying notes 12-18 supra.

70 SEC Svcurities Fxchange Act Release No. 8324 (May 28, 1968).
7 Spectarn Srupy, pt. 2, at 530, 331, 344

T8 Id, ar 344

0 Id. at 345,

B0 Fd. at R3L

81 fd. at 351

k2 The adoption of rule 172 8 was proposed early in 1964. SEC Securities Fxchange
Act Release No. 7218 {Jan. 9, 1964). It became effective April 6, 1964. SEC Sccurities Ex-
change Act Release Nao. V253 (March 3, 1964),
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If any shbstantive change is made in the proposal, it starts a new three-
week period.®

b, Standards. Section 19(b} provides that the SEG may require
such rule changes as “‘arc neccessary or appropriate {or the protection
of investors or to insure fair dealing in securities traded in upon such
exchange or to insure fair administration of such exchange.” Section
19(b)(9) refers to the “fixing of reasonable rates of commission,”® but
the Special Study noted the absence of any “comprehensive and con-
sistent public articulation, on the part of the Exchange or the Com-
mission, of the principles or criteria to be applied in interpreting the
standard.”® One can hope that the public hearing on the commission
rate structure commenced in July 1968 will produce at least an at-
tempt by the SFEC to articulate these principles and criteria.

A related problem noted by the Special Study is the inadequacy of
the data available to the SEC concerning the economics of the securities
business.*® Prior to 1968, the only information regularly available to
the SEC was that voluntarily supplied by the NYSE on the basis of the
income and expense reports submitted by its members. The Special
Study found that despite improvements over the years, these reports
failed to supply the data necessary to cnable the SEC to discharge
effectively its statutory obligation to review the “‘reasonableness” of
commission rates.®

In June 1968 the SEC adopted a new rule 17a-10, requiring every
registered broker-dealer carrying public customer accounts to file an-

52 The Special Study also recommended consideration of the feasibility of providing
for a refund or adjustment of any portion of a rate incrcase which is put into effect by
an exchange and subsequently disapproved by the SEC. SrecIAnL Stuny, pt. 2. at 351, No
specific action has vet been taken by the SEC to implement this proposal.

With respect to the possible liability of an exchange and its wembers under the
antitrust laws for rates established by an exchange and subsequently disapproved by the
SEC on the giound that they are not “reasonable,” see Sabre Shipping Corp. v. American
President Lines, Ltd, 285 F. Supp. %49 (5.D.N.Y. 1968). In the Sabre case, invelving the
fixing of rates by a shipping conference, the court held, on a motion to dismiss, that the
defendants enjoyed no immunity from antitrust laws notwithstanding a pending Federal
Maritime Commission review of revised conference rates:

The mere fact that agreements setting rates are permitted to take effect prior to

approval, dees not ntean that irrespective of their effect on the commerce of the

United States they may be enjoyed until the defendants are caught, only to be

released from all past liability simply by discontinuing those rates.
Id. at Y8H. See also text accompanying notes 30-112 infra.

84 15 US.C, § 78s(b)(W) {1964 (vmphasis added).

85 SpECIAL STUDY, pt. Z, at 348,

B8 Id. at 342.

87 Id. at 342, 343
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nual income and expense reports with the SEC or with either the
NASD or a national securities exchange, which will transmit the re-
ports to the SEC3® A report must be made for cach calendar year, start-
ing with 1969, and is due ninety days after the end of the year. As a
result of industry opposition to providing the SEC with specific in-
formation about individual firms, the rule provides that, in forwarding
copies of the reports filed by their members to the SEC, the exchanges
and the NASD may omit the names and addresses of the members for
whom the reports are transmitted.

The rule requires the filing of one of three alternative forms. The
most comprehensive form is to be filed by firms that are members of
the NYSE or have gross securities income of $1,600,000 or more during
the year. An intermediate form js to be filed by non-members of the
NYSE who have gross securities income between $100,000 and §1.-
(00,000. The sitaplest form is to be filed by non-members of the NYSE
who have gross secuvities income between $20,000 and $100,000 or
have gross securities income of $20,000 or more and derived more than
cighty percent of such income from retail mutual fund sales, municipal
bonds, fractional interests in oil, gas or other mineral rights, variable
annuities, savings and loan placements, real estate syndications, or any
combination of these. Firms that have gross sccurities income of less
than $20,000, that effect transactions only for other brokers or dealers,
or that are engaged only in wholesale distribution of mutual fund
shares or variable annuitics are required to file ¢only an introductory
page containing very limited information. The new reports are de-
signed “to provide needed comprehensive Anancial data on a continuing
basis so that up-to-date information will he readily available to the SEC,
the exchanges, and the NASD in connection with the performance of
their respective responsibilities.” s

3. Antitrust Questions

The fixing of minimum commission rates by agreement among
the members of an exchange would clearly violate section 1 of the
Sherman Act as an agreement among colpelitors to restramn price
competition, unless an exemption is available. In Stlver v. New York
Stock Exchange® decided in 1963, the Supreme Court held that

The Securities Exchange Act contains no express exemption
from the antitrust laws . . . . This means that any repealer of the

SEC Securities Exchange Act Release No. 8347 (June 28, 1968).
& Id.
o0 373 1.5, 341 (1963).
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antitrust laws must be discerned as a matter of implication, and
“fi]t is a cardinal principle of construction that repeals by impli-
cation are not favored.” . . . Repeal is to be regarded as implied
only if necessary to make the Securities Exchange Act work, and
even then only to the minimum extent necessary.?!

'The Silver case did not involve the NYSE's power to adopt rules fixing
minimum rates of commissions, but rather its action in instructing its
members to discontinue their wire connections with the plaintiff, a
non-mermber firm.

In Kaplan v. Lehman Brothers®? sharcholders in five mutual funds
sued the NYSE and four of its member firms, which had acted as brokers
for the funds, to recover treble damages based on the difference between
the commissions charged to the funds under the NYSE rules and the
rate§ that would have been available to the funds “by the cperation
of free and open competition.””®® Plaintiffs took the position that pre-
scribed minimum rates can never be reasonable and that the fixing of
minimum tates through the collective action of NYSE members is
therefore illegal per se under the Sherman Act.” On the issue of per se
illegality, the district court held that if the NYSE action was within
the authority conferred on the Exchange by the 1934 Act, plaintiffs’
position was inconsistent with the Silver decision. The court entered

. summary judgment for defendants. On appeal to the Seventh Circuit,
the SEC filed an amicus curiae brief® that urged three points: (I)
“Collective action by the Exchange and its members in establishing com-
mission rate tules is specifically contemplated under the Securities Ex-
change Act and thus does not constitute a per se violation of the
antitrust laws;"™® (2) the possible unreasonableness of existing min-
imum commission rates should not give rise to a cause of action under
the antitrust laws;*" and (3) an exchange should be exempt from anti-
trust liability when

(1) the allegedly illegal conduct is strictly pursuant to an exchange
rule promulgated in the course of scli-regulatory duties and con-
sistent with traditional concepts of fair and orderly procedures;
(2) the exchange rule was filed with Commission; {8} the particular

o1 fd. at 357.

02 250 F. Supp. 562 (N.D. Ill. 1966), aff’'d, 371 F.2d 409 (7th Cir), ceri. denied, 380
.5, 954 (1967).

28 250 F. Supp. at 563,

84 Id. at 564,

98 Brief for Securities & Exchange Commission as Amicus Curiae, Kaplan v. lLehman
Bros., 371 F2d 409 (7th Cir. 1967).

28 1d. at 11.

97 Id. at 20.
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rule in question was subject to the Commission’s oversight and
authority under Section 19(b) or ether sections of the Exchange
Act, and within the area in which Congress contemplated that the
exchanges would act, unless and until otherwise determined by the
Commission; and (4) the rule is applied in a fundamentally fair
manner consistent with the purposes and goals of the Exchange
Act."®

The court of appeals affirmed in a two-page opinion which went beyond
the position taken hy either the district court or the SEC. It “mn-
terpreted” the district court’s action “as holding that the antitrust laws
are inapplicalile to the New York Stock Exchange insofar as its prescrib-

ing of minimum commission rates is concerned,” and held that

[o]n the facts set forth in the complaint herein, we do not construe
the Sherman act and the exchange act as showing a congressional
intention to permit the maintenance of an autitrust prosecution
of the exchange or its members to he hased upon its action relating
to rates of commission to be charged by its members ®

‘The Supreme Court denied certiorari, over the dissent of Chief Justice
Warren who argued that the “blunderbuss approach” of the Seventh
Circuit “falls far short of the close analysis and delicate weighing
process mandated by this Court’s opinion in Silver.”1%

On July I, 1968, the STC commenced a public hearing inte the
commission rate structure of the national securities exchanges.’! The
memorandum that the NYSE snbmitted in August 19681 argues, on
the basis of legislative history, not only that the antitrust laws are in-
applicable (o the fixing of minimum commission rates by exchanges,
but that the SECG has no power under the Exchange Act “to prevent
the exchanges from fixing commission rates or to abolish exchange
rules which do 50”19 The NYSE further contends that elimination

B8 I at 32-43 (footnote omitted,
B9 371 Fid at 413, Cf. Thill Scenrities Corp. v. New York Stock Exchange, 38 T1.S.L.W.
2138 (E.D. Wis. Aug. 21, 196Y), where the coutt held that the NYSE prohibition against
members sharing commissions with non-members did not constitute a per se violation of
the antitrust laws and that it would he inappropriate for the court to inguire into the

reasonahleness of the prohibition in light of the SEC's current hearings on stock exchange
COINISsion Tates,

100 380 T8, 951, 957 (1967 (dissenting opinion). Neither the SEC nor the Justice
Department raok a position on the granting of certiorari.

101 See SFC Securities Exchange Act Release Noo 8324 (May 28, 196H).

168 Memarandom on Beholf of the New York Stock Exchange on Comunission Rate
Structure of Registered National Scourities Exchanges, August 1968,

1d fd. at 7. But see SEC Svcuritivs Exchange Act Release No. B324 (May 28, 1968),
requesting the NYSE, pursuant to § 149/by of the Exchange Act, either to adopt specified
revised minimum commission rates or to climinate minimum rates with respect to ordery
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of fixed minimum commissions would “undermine” the regulatory
role of exchanges,!® “result in destructive competition,”% and "rc_sult
in rate discriminations, unrelated to volume discounts or cost savings,
in favor of large investors,”108

The Justice Department responded in January 1969 with a 200-
page memorandum.**? It contends that “the system of fixed minimum
commissions is not justified or needed ‘to make the Securities Exchange
Act work,” 1% and that the “historical context is utterly inconsistent
with any inference that Congress intended to ratify the then existing
rate structure or other practices.”!® The memorandum concludes that
the SEC "has the duty to eflect the reconciliation of the antitrust Iaws
and the Sccurities Exchange Act outlined in the Silver case,” and “has
the power, and indeed the duty, to abolish commission rate fixing on
registered national securities exchanges except to the extent that it
can he shown that such price fixing is necessary to achieve the purposes
of the Act.”1"® The Justice Department also argues that elimination
of fixed minimum commission rates would “strengthen the NYSE mar-

above $50,000. In its reply, the NYSE indicated that it considered both alternatives, but
felt that it was in the public interest to maintain minimum rates of commission, Letter
from NYSE to SEC, Aug. 8, 1068,

104 NYSE Memorandum, supra note 102, at 18,

105 I1d, at 20.

108 Id. at 24.

07 Justice Dep't Memo, supra note 57.

108 Id. at 18.

108 Id. at 21.

110 7d. at 18. See FMC v. Akticholaget Svenska Amerika Linien, 390 U.S. 238 (1968), in-
volving shipping conference rules that prohibited travel agents from selling passage across
the Atlantic on non-conference lines and required unanimous action by conference members
before the maximum commission rates payable to travel agents eould be changed. The
Federal Maritime Commission, in disapproving the agreements as “contrary to the publie
interest,” stated that “confercnce restraints that interfere with the policies of antitrust
laws will be approved only if . . . necessary to secure important public benefits or in
furtherance of a valid regulatory purpese of the Shipping Act.” Tt placed the burden of
proof on the steamsbip lines to establish these Iegitimate objectives and justify the re-
straints. The steamship lines argued that the FMC antitrust test was not a permissible
elaboration of the “public interest” standard since “the whole purpose of the statutory
scheme would be defeated if incompatibility with the antitrust laws can be a sufficient
reason for denying immunity from these laws.” The Supreme Court unanimously affirmed
the FMC's decision, holding that

once an antitrust violation is established, this alone will normally constitute sub-

stantial evidence that the agreement is “contrary to the public interest,” unlesa

other evidence in the record fairly detracts from the weight of this factor. . ..

[Thus] the antitrust test formulated by the Commission is an apprepriate refine-

ment of the statutory public interest” standard.

Id. at 245-46, See Note, Antitrust and the Securities Industry: Lessons from the Shipping
Industry, 55 CornEzL L. REV, 96 (1969).
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ket,""1 and recommends that the SEC eliminate fixed minimum com-
mission rates over a five-year period, commencing with the elimina-
tion of fixed minimums on transactions over $50,000 and reducing that
figure by $10,000 each year.}'?

111

OVER-THE-COUNTER T RANSACTIONS

In contrast o stock exchange transactions, no minimum comrmis-
ston rates are applicable to transactions in the over-the-counter {OTG)
market. 'The Txchange Act specifically provides that a national securi-
ties association, such as the NASD, may not adopt rules designed “to
fix minimum profits, to impose any schedule of priccs, or to impose
any schedule or fix minimum rates of commissions, allowances, dis-
counts, or other charges.” On the other hand, the rules of such an
association must be designed “to provide safeguards against unrea-
sonable profits or unreasonable rates of commissions or other charges.”13

The rules governing compensation for transactions in the OTG
market are complicated by the broker-dealer’s ability, in many trans-
actions, to chonse whether to act as agent or principal. If the broker-
dealer maintains an inventory in the particular security, he will
normatly sell to his customer from that inventory as principal. If he
must obtain the security from another dealer, he may either buy for
his customer as agent and charge a commission or buy as principal and
resell to the customer at a mark-up.

An SEG sampling of sales of 135 OTC stocks on January 18, 1962,
showed that in fifty percent of the retail sales transactions the broker-
dealers purchased for customers as agents, in twenty-five percent they
purchased and tesold as principal, and in twenty-five percent they sold
as principal from inventory.’’* An NASD sampling of 246 stocks sold
on August 11, 1965, showed that in sixty-six percent of such transac-
tions the broker-dealers purchased for customers as agents, in twelve

111 Tustice Dep't Memo 43.
112 Id. at 195, 196. The present Assistant Attorncy General, Richard W. MacLaren,
has taken a similar position, stating thar “{t{he question is whether rate fxing and related
practices are necessary . . . to achieve a legitimate goal of the Exchange Act. . . . If they
are not necessary, then they are subject to the Sherman Act, just like any other agree-
ment in restraint of trade.”” BNA Skc. RiG. & L. Rer. No, 5, at A-2 {July 2, 1969).
113 Securities Exchange Act of 1934, § 15A(b)(3), 15 U.S.C. § 7Ba-5(b)(8) (1964).
114 OTC STupY 15.
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percent they purchased and resold as principal, and in twenty-two
percent they sold as principal from inventory.!®

A. Compensation for Acting as Customer's Agent

When a broker-dealer buys or sells a security for a customer as
agent, the NASD requires that -

he shall not charge his customer more than a fair commission or
service charge, taking into consideration all relevant circumistamces
including market conditions with respect to such security at the
time of the transaction, the expense of exccuting the order and the:
value of any service he may have rendered by reason of his experi-
ence in and knowledge of such security and the market therefor.118

The amount of the commission must be set forth on the confirmation
that the broker-dealer is required to send the customer on tompletion
of the transaction.!!?

Although stock exchange commission rate schedules are inappli-
cable to OTC stock transactions, including transactions handled by
member firms, the Special Study found that approximately ninety-five
percent of the agency transactions in OT'C stocks in its 1962 sample
were executed at the NYSE commission rate, and that non-member as
well as member firms tended to use the NYSE schedule in such trans-
actions.'® A study of agency transactions done for the NASD showed
that the average charge on a purchase or sale for a custoper in Sep-

tember 1965 was 1.10 percent of the money involved in the transac-
tion.11®

B. Compensation for Dealing with Customer as Principal

In contrast to the situation where a broker-dealer acts as agent
for his customer, a broker-dealer who acts as a principal in the sale
of a security to his customer is not required to disclose on the con-
firmation anything other than the “net” price to be paid by the cus-
tomer for the security.’® Without information as to the cost of the
security to the dealer or the prices currently being quoted by dealers

116 Id, The reasons for the increase in agency transactions as against non-inventory
principal transactions are discussed in text accompanying notes 147-160 infra.

116 NASD Rules, art. I11, § 4.

117 Securities Exchange Act of 1934, § 15(c)(1); rule 15c1-4, 17 CF.R. § 240.15cl-4
(1969).

118 Sprcyan STUDY, pl. 2, at 624, 625,

1us OTC STUDY M4,

120 See Securities Exchange Act of 1934, § 15(c)(1); rule 15¢c1-5.
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making a market in the stock, the customer has no way of knowing
what he is being charged for the dealer’s services. ™™

1. Limitations on Mark-Ups

In 1942 the SEC published for comment a rule that would have
required dealers to disclose to their customers in principal transactions
the best current independent bid and asked prices for the security. The
NASD opposed this proposal, and surveyed its members to determine
their mark-up practices. It ascertained that forty-seven percent of the
transactions were made at mark-ups of three percent or less and
seventy-one percent were made at mark-ups of five percent or less.'*?
In October 1943 the NASD distributed the results of the survey to its
members, noting that there might be circumstances in which a mark-up
of more than five percent would be justified, and that 2 mark-up of
five percent or even lower is not always justified, but the five percent
figure would serve as a guide to what constitutes a “fair spread or
profit” within the meaning of the NASD’s Rules of Fair Practice.’®

This “five percent policy” has been elaborated through interpreta-
tiom over the years. The amount of the mark-up is to be computed by
reference to the “prevailing market price,” of which the dealer’s con-
temporaneous cost is the best indication in the absence of other bona
fide evidence.** A mark-up pattern of five percent or even less may be
considered unfair or unreasonable under appropriate circumstances.
The fairness of mark-ups may not be justified on the basis of excessive
expenses, but should be determined by reference to all relevant factors,
including the type and price of the security and its availability in the
market, the amount of money involved in the transaction, the nature
of the dealer’s business, the type of service and facilities provided to
customers, the dealer’s general pattern of mark-ups, and the type and
extent of disclosure he makes to his customers.'*

A large number of disciplinary proceedings based wholly or partly
on excessive mark-ups have been brought against broker-dealers by
Loth the NASD and the SEC. Both the NASD and the SEC require

121 See Charies Hughes & Co. v. SEC, 139 F.2d 434 (2d Cir. 1943).

122 NASD Rules, Interpretation of the Board of Governors following articie III, § 4.
123 Jd. In 1944, members of the NASD challenged the Board’s authority to establish
the 59 policy” by interpretation of the Rules of Fair Practice and demanded that the
policy staternent be considered a rule which must be submitted to a membership vote.
‘The SEC held that the Board's action was “by no means an inflexible limitation on
spreads,” and thus constituted an interpretation rather than a rule. NASD, Inc, 17 S.EC.
459 (1944).

124 NASD Rules, Interpretation of the Board of Governors following artide III, § 4.
128 Id.
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that retail sales and purchase prices be reasonably related to the “cur-
rent” or “prevailing” market price at the time of the challenged trans-
actions.'® Usually proceedings are initiated against brokers whose
mark-ups are consistently not reasonably related to current market
price. Objectionable patterns have consisted of as many as 563'%7 and
as few as fourtcen'® transactions, and mark-ups found unfair have
ranged from 5.4 percent'?® to 200 percent.!*® Although the decisions
generally refer to the NASIY's “five percent policy,” mark-ups between
five percent and ten percent may be justified in some instances. Mark-
ups above ten percent are generally considered unjustifiable.’®! In cases
that also involve other improper practices, a violation of the mark-up
rule may be found on the basis of fewer transactions and lewer mark-
ups_l.'l2

When the NASD has shown the existence of a pattern of mark-up
violations, the member has the burden of establishing “justifying cir-
cumstances” for his action.’® The following have been held not to be
“justifying circumstances”: excessive expenses in making a sale;™ risk
in maintaining a large inventory;!* small total dollar amount of the
tranisaction;'*® reliance on NASD inspection and appraval of books;*37
and mark-ups consistent with those customary in the vicinity.'®® In

128 Thill Securities Corp., SEC Securities Exchange Act Release No. 7342, at 6 {June
11, 1964).

127 1.A. Winston & Co., SEC Sccurities Exchange Act Release No. 7334 (June 5, 1964).

128 Powell & McGowan, Inc., SEC Securities Fxchange Act Release No. 7302 (April 24,
1964),

128 Id.

120 Linder, Bilotti & Co., Inc., SEC Sccurities Exchange Act Release No. 7738 (Nov. 5,
1965).

131 Gateway Stock & Bond, Inc, SEC Securitics Exchange Act Release No. 8003, ar 4
{Dec. 8, 1966). The SEC has “repeatedly held that mark-ups of more than 109, are unfair
even in the sale of low priced securities and particulaily where there are transactions of
substantial size.” Costelle, Russotto & Co., SEC Securities Exchange Act Release No. 7729,
at 5 (Oct. 22, 1965).

132 Shearson, Hammill & Co., SEC Seccuritics Exchange Act Relcase No. 7743 (Nov,
12, 1965); Powel! & McGowan, Inc., SEC Sccuritics Fxchange Act Release No. 7302 (April
24, 1964).

133 NASD Rules, Interpretation of the Board of Govemon following article 111, § 4.

134 Kenneth R. Stucker Investmment Securities, SEC Securities Exchange Act Release
Na. 7828 (Feb. 15, 1966).

145 General Investing Corp., SEC Securities Exchange Act Release No. 7816 (May 15,
1964).

138 Amsbary, Allen & Morton, Inc.,, SEC Securitics Exchange Act Release No. 7834
(March 7, 1966).

137 Midland Securities, Inc., 40 $.E.C. 333 (1960).

138 Amsbary, Allen & Morton, Inc., SEC Securities Exchange Act Release No. 7834
{March 7, 1966).
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many instances, the dealer claims his mark-up was justified because
the sale was of a low-priced security, relying on an NASD statement
that a “somewhat higher percentage may sometimes be justified” in
the case of a low-priced security; i.e., a security. that sells for ten doliars
or less.® Jt seems, however, that the “low price factor” alone will not
justify a consistent pattern of mark-ups at a level substantialiy above
five percent.!1?

a. Determination of Prevailing Market Price. A retail dealer who
does not maintain a position in a particular security should, in the
absence of countervailing evidence, use his contemporaneous cost—
the price paid to other dealers to purchase the same security on the
same day—as his mark-up base. 141

When a dealer who makes a wholesale market in a security sells
that security to a retail customer out of inventory, there is a question
whether the mark-up should be based on the dealer's contemporaneous
cost, normally his bid price, or the price at which the stock is then being
offered by dealers to one another. The Special Study found that most
integrated firms base their mark-up on the price at which they are then
offering the stock to other dealers’? and recommended that the obliga-
tions of an integrated broker-dealer in respect to his retail pricing be
“defined . . . more clearly and positively.”!#3 The 1966 OTC Study*
computed gross income from retail OTC sales as “the difference be-
tween the then current interdealer asked price and the ‘net’ price con-
firmed to the customer.”!®

Recent cases indicate that an integrated dealer is required to use
his contempoeraneous cost as a mark-up base when the security is not
actively traded among dealers, that is, when no independent competi-

135 Handlev Invest. Co. v. SEC, 354 F.2d 64, 65 {10th Cir. 1965) {quotes interpretation
of MASD Rules art. 1, §8 1, 4, which refer to securities worth less than $10}; Samue! R.
Franklin & Co. v. 5EC, 290 F.2d 719, 725 (Oth Cir. 1961) (court refers to the same quote);
Ross Serurities Inc., 40 SEC. 1064, 1066 (1962).

140 $ee Handley Invest. Co. v. SEC, 554 F.2d 64 (10th Cir. 1965} (25%-579, matk-up
on 614-814 cent stocks held excessive); Managed Investment Programs, 87 S.E.C. 783 (1957)
{109,219, mark-up on $2 and $3 stocks held excessive); Amsbary, Allen & Morton, Inc.,
SEC Securities Exchange Act Release No. 7834 (March 7, 1966) (8.39-119; on 26 transac-
tions at prices from $5.75-36.50 held excessive).

141 See Kenneth B. Stucker Investment Securities, SEC Sccurities Exchange Act Re-
lease No, 7828 (Feb. 15, 1966); Costello, Russottn & Co.. SEC Securities Exchange Act Re-
lease No. 7729, at 2 (Oct. 22, 1965)% J.A. Winston & Co., SEC Securities Exchange Act
Release No, 7337 (June 8, 1964).

142 SpEcIAL STUDY, pt. 2, at 649.

i3 Id. at 677.

144 See mote 1 supra.

148 OTC Stupy, Appendix C, form III.
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tive market exists. This is usually the case where the integrated firm is
the dominant factor in either the wholesale or retail market. When an
independent competitive retail and wholesale market does exist, the
integrated dealer may use the offering prices quated by other dealers
to one another as the basis for his retail mark-ups.!

2. Special Study Recommendations

Among the sixteen recommendations of the Special Study con-
cerning OTC markets, three recommendations relating to dealers’
charges for retail transactions were subjects of particular objection by
segments of the securities business.!*7

a. “Riskless” Transactions, The Special Study recommended that
“a broker-dealer who neither is a primary market maker nor has a
bona fide inventory position should be required (subject to defined
exceptions) to execute customers’ orders on an agency basis.”"** This
proposal was designed to require disclosure of the amount of the retail
mark-up in the so-called “riskless transaction” whereby a broker-dealer,
after accepting a customer’s order, purchases the stock from another
dealer as principal and resells at a mark-up to the customer.

In discussions with the SEC in 1964, the NASD argued that this
proposal would tend to force firms to execute OTC transactions at
commissions roughly equivalent to NYSE minimum commission rates,
thus putting an “economic squceze' on its members and diverting their
merchandising efforts away from O7TC stocks.™® The SEC has taken no
action to implement the recommendation. The 1966 OTC Study
showed, however, that the average mark-up on ‘Triskless” principal
transactions declined from 2.93 percent in September 1963 to 2.40 per-
cent in September 1965, while, in comparison, average commissions
on agency transactions only declined from 1.13 percent to 1.10 percent
during the same period.’® Furthermore, between 1962 and 1965 the
proportion of retail OTC sales accounted for by “riskless” principal
transactions declined from about twenty-five percent to about twelve
percent, while the proportion accounted for by agency transactions in-

146 Langley-Howard, Inc, SEGC Securities Exchange Act Release No. 8361 {July 21,
1968); Century Securities Co., SEC Securities Exchange Act Relcase No. 8123 (July 14,
1967); Gateway Stock & Bond, Inc., SEC Sccurities Exchange Act Release No. 8003 (Dec. 8,
19G6); Strathmore Securities, Inc, SEC Securities Exchange Act Release No. 7864 (April
18, 1966); Shearson, Hammill & Co., SEC Securities Exchange Act Release No. 7745 (Nov.
12, 1965).

14T OTC StupY 1.

148 SpECIAL STUDY, pt. 2, at 676.

14% OTC Stupy 2,

180 Id. at 34.
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creased frrm about fifty percent to sixty-six percent.’®! These changes
are attributable in part to the improvements in disclosure discussed
below.3™

b, Disclosure. 'The Special Study recommended changes in the
manner in which “retail” quotations were furnished cither by or under
the supervision of the NASD for publication in newspapers.’™® While
the bid prices published at that time gencrally represented the inter-
dealer bids, the retail asked prices were generally determined by adding
tu the inter-dealer asked prices a percentage ronark-up ranging from
about five percent on stocks selling beJow twenty-five dollars to about
two percent on stocks selling above $185.1% The Special Study con-
cluded that this system must be “confusing if not deceptive to many
investars™" since an investor “may get the impression or actually be
told that his security was boughr commission free, below the ‘high.” 7188
It re;ammended that the newspaper quotations be revised “to show
generally ... the Lest prevailing interdealer bid and asked quotations
rhat can he reasonably ascertained.”!157

In 1964 the NASD, with the concurrence of the SEC, adopted
a plan providing for newspaper publication of representative inter-
deal=r bid and asked prices for the approximately 1,300 actively traded
stocks of larger companies that appear on the “national list.” This
systemy was lnaugurated “on a test basis” in February 1865, and has
been in effect since that time. In 1966 it was extended to the less
awtively traded securities of smaller companies appearing on the so-
citlled “local lists. 1o

A third controversial recommendation by the Special Study was
that a broker-dealer selling as principal be required to state in the
cefirmarion the inter-dealer price available at the time of the transac-
tien, therchy showing the customer the approximate amount of the
mark-up.'™ The NASD strongly opposed this recommendation on
ceonomic grounds,'®™ and it has not been implemented.

151 Fo.oat 150,

152 Jd,

163 SpECIAL STUDY, pt. 2, at 677.
184 Jd. at H34.

158 Jd, at 667.

1808 7d. at 644 (footnote omitted).
18T Id. at 677.

168 WASIY, 1966 ANN. REFP. 4,

16¢ SrEciaL STrDY, pt. 2, at 677, 678.
180 QT STuny 2.
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Iv

SALE oF MurtuAlL FUND SHARES

A. Method of Fixing Sales Loads

In contrast to stock exchange transactions, for which uniform min-
imum commissions are established by the various exchanges, and to
OTC transactions, to which no minimum commissions or mark-ups are
applicable, the compensation payable to a dealer for selling shares of
a mutual fund is fixed by the sponsor of each fund and is binding on
all dealers who sell shares of that fund.

Under section 22(d) of the Investment Company Act of 1940, no
dealer may sell shares of 2 mutual fund to a public customer “except
at a current public offering price described in the prospectus.” This
restriction is applicable regardless of whether the dealer acquired the
shares from the fund itself or from a shareholder of the fund.*s! The
fund prospectus normally scts forth the public offering price of fund
shares in terms of the net asset value of the fund on a per-share basis
plus a sales load, which is a specified percentage of the public offering
price.'%? For example, if a mutual fund prospectus specifies a sales load
of 85 percent of the public offering price, and the current net asset
vatue of the fund works out to $9.15 per share, a customer who buys
one hundred shares of the fund will pay $1,000, of which $85 (8.5 per-
cent of the public offering price) is divided between the dealer and the
principal underwriter and $915 is paid over to the fund to purchase
the one hundred shares.

B. Level of Sales Loads

In its 1966 Muiual Fund Report, the SEC found that the pre-
vailing level of sales loads was 8.5 percent of the public offering price.'®

181 This restriction was z factor in the virtual climination of sccondary trading in
mutual fund shares.

162 Rule 22¢-1, which became effective January 13, 1969, provides that the price at
which mutual fund shares are sold must be based on the first net asset value computed
after the order is received by the dealer. This procedure is known as “forward pricing.”
The net asset value must be recomputed at least once a day. Prior to January 13, 1969,
many funds sold shares on the basis of the last net asset value computed before a specified
cut-off time which preceded the rceeipt of the order. Rule 22¢-1: proposed, SEC Invest-
ment Company Act Release No. 5413 (June 25, 1968); adopted, SLC Investment Company
Act Release No. 5519 (Oct. 16, 196%); interpreted, SEC Investment Company Act Release
No. 5563 (Dec. 27, 1968).

163 KKC, PUBLIC PoLIcY IMPLICATIONS OF INVESTMENT COMPANY GROWTH, published as
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Of the 195 load funds listed in one compilation, none charged more
than nine percent, 102 charged exactly 8.5 percent, and only eight
charged less than 7.5 percent.® The Commission also found that com-
petitive pressures had resulted in an increase in sales loads over the
years, since funds compete for the favor of dealers by offering higher
compensation rather than for the favor of customers by offering lower
sales costs.’® A survey of thirty leading load funds indicated that the
median sales load had increased from 7.5 percent in 1950 to 8.5 per-
cent in 196,148

There is no general statutory limit on mutual fund sales charges.
Section 27{ai{l; of the Investment Company Act, however, limits the
sales load on periodic payment plans to nine percent,’®” and there have
Leen some indications that the SEC might take the view that a sales
load in excess of nine percent on shares of any murual fund is "un-
ronscionable or grossly excessive,”198

Section 22(b} of the Investment Company Act authorizes the
NASD to adopt rules limiting the discount from the public offering
price at which its members may purchase mutual fund shares “'in order
that the price at which such security is offered or sold to the public
shall not include an unconscionable or grossly excessive sales load.'192
Pursuant to this provision, the NASD has adopted a rule prohibiting
any member from participating in the offering or sale of mutual fund
shares for which they act as underwriter, if the offering price includes
a sales load “which is unfair, taking into consideration all relevant
circumstances, inchuding the current marketability of such security and
all expenses invelved.”t™

However, the NASD has specifically made its “five percent policy”
on mark-ups for OTC scearities inapplicable to the distribution of
snutual fund shares on the ground that such transactions are “under-
writing” activities.'™ This rationale is questionable; distribution of
mutual fund shares is technically an “underwriting” activity in the
sense of a public offering of newly issued securities, but it is com-

H.R. Rer. No. 2837, 8%th Cong., 2d Sess. 19 (1966) [hereinafter cited us Muivar Funo
RErort].

184 fd at 204.

185 Id. at 208.

188 [Id,

187 See text accompanying notes 193-94 infrg.

188 Flearings on H.R. 9510 & 9511 Refore the Subcomm. of the House Comm. on
Interstate and Foreign Comm., 90th Cong., lst Sess. 722 (1967).

189 15 1.8.C. § 80a-22(b) (1964).

17¢ NASD Rules, art. 1IT, § 26/d).

171 NASD} Rules, Interpretation of the Board of Governors following article IIT, § 4.
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pletely “riskless” since NASI} rules prohibit members from purchasing
any shares-of a mutual fund except for the purpose of filling an order
already received from a customer.??

In its 1966 Mutual Fund Report, the SEC recommended that the
Investment Company Act be amended to provide that sales charges for
mutual fund shares be limited to five percent of the net asset value
(equivalent to 4.76 percent of the public offering price}.™ This pro-
posal was strongly opposed by the industry, and the Senmate Banking
and Currency Committee rejected it during the 1967 hearings on
mutual fund legislation. The Committee instead recommended an
amendment of section 22(b) to authorize the NASD {or any other
securities association registered under section [5A of the Exchange
Act) to prohibit its members from offering mutual fund shares at a
price that includes an “excessive’ sales load.'™ 'This provision was
carried over into the 1969 Senate bill.1™ In formulating rules as to
excessive sales loads, the association would be required by the bill to
“allow for reasonable compensation for sales personnel, broker-dealers,
and underwriters, and for reasonable sales loads to investors.'178

Eighteen months after enactment of the proposed amendments,
the SEC would be authorized to alter or supplement the rules of the
association as necessary to eflectuate the purpose of the amendments.'™
This authority would be exercised in the manner prescribed in section
15A(k}(2) of the Exchange Act, under which the SEC must first request
the association ta alter or supplement its rules in a specified manner.
If such action is not taken within a reasonable time, the SEC itself,
after appropriate notice and opportunity for hearing, may order the
rules of the association to be altered or supplemented as necessary to
cffectuate the statutory objectives. 1™

The SEC would also be authorized, after eighteen months, to
adopt rules effectuating the purpose of the amendments by regulating
sales by broker-dealers who are not members of a registered securities

172 NASD Rules, art. LI, § 26([)(2}.

171 Mutuar Fune ReporT 223,

174 5. Rep. No. 1351, 90th Cong., 2d Sess. 2, 15 (1868) [hereinafter cited as 1968 Senate
Report]. At present such an assoaciation can prohibit only sales at prices thar include
“unconscivnable or grossly excessive' sales loads. Investment Company Act of 1940, § 23(b),
15 US.C. § B0a-22(b) (19643,

175 5, 2224, Olst Conp., Ist Sess. & 12 (1969 The Subcommittee on Commerce and
Finance of the House Committee on Interstate and Foreign Commerce held hearings on the
Senate bill in late 1969. This provision of the hill is not opposed by the industry.

178 Id,

W7 Id.

178 Cf. note 74 supra and accompanying text.
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association.'™ However, 2 non-member broker-dealer would not be
subject to regulation if the underwriter of the mutual fund shares
which he Is selling filed a notice of election to comply with the rules of
the association in distributing the shares of such fund.**®

C. Quantity Discounts

The public offering price set forth in a2 mutual fund prospectus
customarily provides for progressively lower sales loads on larger pur-
chases. The first breakpoint is usually between $10,600 and $25,000;
above it the sales load is about one percent lower. There are usually
further step-downs Jeading ultimately to a load of about one percent on
sales excecding $1,000,000.%% Many funds permit a series of purchases,
or purchases of shares of different funds distributed by the same prin-
cipal underwriter, to be cumulated for purposes of entitling the pur-
chaser to the lower sales load. 182

In 1941 the SEC’s General Counsel gave an opinion that the
quantity discount practice did not viclate section 22(d}, which requires
that mutual fund shares be sold at “a current public offering price
described in the prospectus,” if the quantity discounts were clearly
described in the prospectus and available to any member of the public
on a nondiscriminatory basis.'® In 1938 the SEC cedified this ppinion
in rale 22d-1,'** which provides an exemption from section 22{d} to the
extent necessary to permit sales at reduced sales loads “in accordance
with a scale of reducing sales load varying with the quantity of securi-
ties purchased by any person.” The rule provides that the reduced
sales load may be applied to the purchase of shares of several funds
distributed by the same principal underwriter. The reduction may be
applied on the hasis of the amount invelved in (f) a single purchase,
(2) a single purchase plus amoeunts previously purchased, or (3} a series
of purchases over a period of not less than thirteen months pursuant
to a “statement of intention” containing certain specified provisions.

In a recent case based on the contention that mutual fund quantity

17¢ Several lavge mutual fund underwriters distiibute their shares through “captive”
sales organizations which are not members of the NASD.

180 § 2224, O1st Cong., 1st Sess. § 12 {1969,

181 Murvat. Funo Rrevort 210, Tnducing a custormer to purchase an amount of
shares just below an amount that wonld entitle him to a lower sales load has been held
by the NASD to be contvary to just and equitable principles of trade. NASD MaxuaL,
Interpretation of Beard of Governors 4 5266, See Mason, Moran & Co., 35 S.E.C. B4 (1953);
SEC Securities Exchange Act Release No. 7743, at 34 (Nov. 12, 1965%); Russell L. Irish In-
vestments, SEC Securities Exchange Act Release No. 7687, at 7 (Aug. 27, 1965).

182 Mprual Funn RrporT 206, 207.

18% Qpinion of General Counsel, SEC Investment Company Act Release No.o 80
(March 13, 1341); 2 P-H Sgc. REc, € 26,324.1, at 25,656,

184 SEC Investment Company Act Release No. 2798, at 47 (Dec. 2, 1958).
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discounis violate the price discrimination provisions of the Robinson-
Patman Act,’ the court concluded that

[T]he Act was enacted to protect only persons in a competitive rela-
tionship with one another, and personal investors do not occupy
that status. The alleged “price discrimination” would be immune
from attack . .. because curnulative quantity discounts are impliedly
exempted from the Robinson-Patman Act by virtue of the Invest-
ment Company Act of 1940 and the rules and regulations of the
SEC enacted pursuant to it 186

1. Group Sales

Prior to 1958, the SEC allowed medical and dental associations
and other groups to pool payments by their members and to purchase
mutual fund shares at the lower sales loads applicable to large pur-
chases.® In 1958, in response to “industry complaints” that the prac-
tice of group sales threatened the indusiry’s “orderly distribution
system,’ % the SEC provided in rule 22d-1 that quantity discounts
should not be available to “a group of individuals whose funds are
combined, directly or indirectly, for the purchase [of fund shares or]
a trustee, agent, custodian, or other representative of such a group.”'*®
The SEC justified its position on the ground that group sales are in-
consistent with the policy against “discriminatory pricing policies™
found in section 22(d), even though in rule 22d-1 it specifically sanc-
tioned discounts for large purchases by single individuals for their own
account and sales at a reduced lovad or no load to officers, directors,
partners, and employees of the funds.1%

In October 1968 the SEC announced that it was considering
amending rule 22d-1 to delete the clause prohibiting quantity discounts
for group purchases. It stated that, as a result of its studies of the
mutual fund industry, it “now believes that no disruption of the or-

185 15 US.CL § 13(a) (1964).

188 Raum v. Investors Diversiied Services, Inc., 286 F. Supp. 914, 921 {N.D. 111, 1968}.

187 SEC Investment Company Act Release No. 2798, at 46 (Dec. 2, 1958).

188 jd. at 45.

180 This was done by adopting 2 special definition of “person™ for the purpose of
rule 22d-1. “Person,” as defined by §§ 2{a}(27) and 2(a)}(8) of the Investment Company Act
includes “any organized group of persons whether incorporated or not.” In 1960 the SEC
also ruled that groups which had been 1aking advantage of the quantity discount prior
to the SEC's change of heart could not continue to du so on future purchascs. SEC Invest-
ment Company Act Release No. 3015 (April 15, 1960).

190 See In re Travelers Equities Fund, Inc.,, BNA Sec. REc. & Law REp. No. 19, at A5
(Oct. 8, 1969) in which the NASD opposed a proposal by Travelers to offer shares without
any sales load to cmployees of all Travelers cornpanies as well as to contract sales repre-
sentatives and their employees. Travelers subsequently limited its requested exemption and
the NASD withdrew its opposition, S¢e BNA Sec. Rec, & Law Rer. No. 23, ac A-15 {(Nov.
5, 1969).
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derly, effective distribution system of mutual funds shares would de-
velop if mutual funds and their distributors were allowed, on a strictly
voluntary basis, to afford quantity discounts to groups of individuals

. on a uniform, nondiscriminatory basis.”*® Industry spokesmen
have opposed the amendment,!? and the SEC has as yet taken no further
action.

D. Periodic Payment Plans

Special provisions are applicable tu periodic payment plans (also
known as “contractual plans” or “front-end load plans’”). Under these
plans, mutual fund shares are purchased by payment of monthly or
other periodic fixed installments over a period of years. A distinctive
feature of the plans is that, while the payments are generally spread
over a period of ten vears or more, a large part of the sales load on
the total plan is deducted from the payments made during the first year.

Under scction 27(1) of the Investment Company Act, the total
sales load on the completed plan may not exceed nine percent of the
total payments made by the purchaser, but up to one-half of each of
the first twelve monthly payments may be deducted for sales load.®
For example, a plan calling for payment of $12,000 in 120 monthly
installments of 3100 each can provide for a total sales load of $1,080,
obtained by deducting $50 from cach of the first twelve payments and
$4.44 from each of the remaining 108 payments.’®* .

In its 1966 Mutual Fund Report, the SEC recommended that
front-end loads in the sale of mutual fund shares be prohibited and
that the sales load be required to be uniform on all installments.!#
"This recommendation was based on the finding that the substantial
proportion of investors who signed up for these plans and who were
unable or unwilling to continue making payments were penalized by
sales charges that could run as high as fifty percent of the amount they
had invested.'®

191 SEC Investment Company Act Release No. 5507, 2t 2 (Oct. 7, 1968).

182 See Simpson & Hodes, The Continuing Controversy Surrounding the Uniform Price
Maintenance Provisions of the Investment Company Act of 1940, 44 NoTer DAME Law.
718, 724 {1969}, While a majority of the comments opposed any discounts on group sales,
a number of commentators indicated that they would approve the proposal if it could be
limited to bona Bde groups formed for unrclated purposes, and if other procedural prob-
lems vould be resolved.

188 MuTuaL Fusp REPORT 230.

194 The sale of periodic pavment plans featuring a front-end load is prohibited or
sharply limited in California, Ilineis, and Wisconsin. CAL. Aomin. Cope tit. 10,
§ 260.140.80; I11, Sec. L. REGS., rule ¢9; Wisc, Apm. Cobg, SEC 2.03.

186 MuTtuaL Funn REporr 247,

198 Id. at 22, 287.
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The prohibition of front-end load plans was vigorously opposed
by the Association of Mutnal Fund Plan Sponsors, a trade association.*®
The mutual fund bill passed by the Senate in 1968 substituted a pro-
vision that preserved the nine percent sales load limit for the entire
pian but provided that not raore than twenty percent of any payment
could be deducted for sales load. The bill also limited the average
deduction for sales load on the first forty-eight monthly payments to
sixteen percent.'® The purpose of this provision was to permit the
dealer to receive as much compensation on the first forty-eight monthly
installments as he can receive under the present law, but to spread
that compensation more evenly over the forty-eight-month period so
that, no matter how early an investor dropped out of the plan, he could
not be penalized by an effective sales foad of greater than twenty per-
cent.

The 1968 Senate bill also provided that when, in any month, an
investor paid more than the minimum monthly payment called for by
the plan, the sales load on the excess would be at the lower rate ap-
plicable to payments made after the first forty-eight monthly pay-
ments.’® This provision was designed to deal with the situation in
which, for example, a customer buying a fifty-dollar-a-month plan 1s
induced to start with a lump-sum payment of $600——equivalent to the
entire first year’s payments—on which the sales load would currently
be $300. The Senate committee felt that the practice of charging the
higher load on lump-sum payments is “totally inconsistent with the
industry’s justification of the front-end load—-that it is necessary to
provide adequate compensation for the sale of mutual fund shares to
people who are only able to invest small amounts of money at a given
time.”'%00

The bill passed by the Senate in 1969 retains the pattern of limita-
tions found in the 1968 bill, but applies them only to plan sponsors
who elect to be governed by them.?®! Non-electing plan sponsors would
continue to be governed by the present limitations of section 27(a),
subject to the proviso that if any investor redeemed his plan within
three years from the time of his first payment, he would be entitled to
receive (I) the value of his account under the plan, which would reflect
any gain or loss in the net asset value of the underlying fund shares,
plus (2) the amount by which the aggregate sales load he had paid

197 Hearings on 5. 1659 Before the Senate Comm. on Banking & Currency, 90th Cong.,
1st Sess. 372 (1967).

1908 8§, 3724, 90th Cong., 2d Sess. § 16 (1968). See also 7958 Senate Report 16.

1w S. 3724, 90th Cong., 2d Sess. § 16 (1968).

200 1968 Senate Report 17.

201 §. 2924, Olst Cong., 1st Sess. § 17(f) (1969).
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exceeded fifteen percent of his total payments made under the plan.20*
The plan spensor would be required to notify any investor who had
missed three payinents or more during the first three years of the plan
of his right to redeem and the amounts to which he would be entitled
under this provision.#3

The 1969 bill also provides that, within sixty days after any person
invests in a plan, he must be sent a notice setting forth the charges to
be deducted from his payments under the plan and notifying him that
he has a right to withdraw from the plan within sixty days of the
mailing of the notice and to receive {I) the value of his account, plus
{2} the sales loads, custodian fees, and other expenses with which he
has beenr charged.®™ While the Senate Committee Report is unclear
un the point,#® it appears that this right of withdrawal applies whether
the plan sponsor clects to he governed by the limitation on sales loads
or remains subject to present regulations with the new provision for
a partial refund of sales load during the first three years of the plan.

F. Additional Compensation for Sale of Mutual Fund Shares

Although the portion of the sales load received by a broker-dealer
is his basic compensation for the sale of mutual fund shares, there exist
various means by which he can obtain additional compensation.

1. Portfulio Brokerage—Reciprocily

Trading by mutual funds in portiolio securities, mostly listed
stocks, generates a great deal of commissions. The rapid growth of
mutual funds n recent years, combined with an accelerated rate of
portfolio turnover, has increased the importance of this source of com-
pensation.

It has been the practice of mutual fund managers to direct the
commissions from fund portfolio transactions to broker-dealers who
sell shares of the fund or provide “research” or other services to the
Fund.®% Prior to December 5, 1968, this could be accomplished by
dirccting the brokers to whom they gave the funds’ orders for execu-
tinn to “give up’’ portions of the fixed minimum commissions to the
oiher broker-dealers whom the fund managers wished to reward. On
that date the national securities exchanges prohibited these "customer-
directed give-ups, 7

w2 I, § 160).
2k Fef, g 16
204 7d. § I6(c).
203 8, Rer. No. 91-184, 91st Cong., 1st Sess, 20 (1969).
208 MuTyual Funn REFORT 165,

207 See text accompanying notes 45-54 supra,
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“This prohibition, of course, does not prevent fund managers from
giving portlolio business directly to broker-dealers whom they wish
to reward. This practice, however, is much more cumbersome than
the “give-up.” Furthermorte, it may expose the fund manager to L
ability if he gives a portfolic order to a broker-dealer who, he has
reason to believe, is not likely to be able to execute the transaction at
the price most favorable to the fund.” Aside from this fiduciary
liability, a fund manager is potentially liable under the antitrust laws
if he follows a regular practice of giving “reciprocal” portfolio com-
mission business to particular broker-dealers for reasons unrelated to
their ability to obtain the best execution for the fund.?® A broker-
dealer may be similarly liable if he refuses to scll fund shares unless
he gets reciprocal business. A number of consent judgments directed
against reciprocal business practices of this nature have recently been
obtained by the Justice Department under section 1 of the Sherman
Act,” and the Silver and Kaplan cases® give no reason to think that
any implied exemption from the antitrust laws applicable to exchange
fixing of minimum commission rates also insulates reciprocal arrange-
ments from antitrust labilivy 2t

2. “Special Deals”

Outside the reciprocal brokerage arca, the NASD considers it
incensistent with just and equitable principles of trade for a mutual
tund underwriter, in connection with the sale of mutual fund shares,
to give an NASD member “anything of material value in addition to
the discounts or concessions set forth in the currently effective pro-
spectus [of the mutual fund].”#* This interpretation hias been construed
to apply to gifts of more than twenty-five dollars in value, loans and
guarantecs, sales of securities on a pr{:fcrcntial hasis, extra discounts,
wholesale overrides, and travel expenses unrelated to attendance at
bona fide business meetings related to the fund, but not to apply to oc-

208 See Hubshman Management Corp., SEC Securities Exchange Act Release No. 8557
{March 20, 1969).

208 See United States v. General Dynamics Corp., 258 F. Supp. 36 (SD.N.Y. 1966).
The court found that systematic reciprocal trading arrangements, whether coercive or
based on mutual patronage, were anti-competitive practices and violated section 1 of the
S$herman Act.

210 Wall St. J., June 20, 1969, at 40, col. 1.

211 Silver v. New York Stock Exchange, 373 U.S. 841 {1963); Kaplan v. Lehman Bros,
250 F. Supp. 562 (N.D. I11. 1966), aff'd, 371 F.2d 409 (7th Cir.), cert. denied, 589 US, 954
{1967).

212 See text accompanying notes 30-112 supra.

213 NASD Manuat, Interpretation of the Board of Gevernars § 5262,
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casional dinners or entertainment or to items of “reminder advertising”
such as ballpoint pens and calendar pads.?'

The NASD also considers it improper for a member to compensate
its salesmen for selling mutnal fund shares in a manner that does not
“bear a reasonable relationship to the dealer discount sct forth in
the prospectus.”#13

3. Sales Load on Reinvestment of Dividends

In its Mutual Fund Report, the SEC found that more than halt
of the mutual fund sharcholder accounts in existence in 1965 provided
for automatic reinvestment of capital gains and dividend distributions.
Although no fund charges a sales load on reinvestment of capital gains,
almost half the funds at that time charged a full sales load on the
reinvestment of income dividends.?'® A substantial part of this sales
load is paid over by the underwriter to the dealer who originally sold
the shares or, if he is no longer in business, to sume other dealer. The
ST.C recommended that it be given authority to prohibit this “anom-
alous practice,” on the ground that the reinvestment of dividends
involves no sales effort justifying the imposition of a sales load.®7
Rather than giving the SEC the special authority it sought, the Senate
committee left the matter to be dealt with under the general powers
to regulate “excessive” sales loads granted to the NASD and the SEC
by the Senate bill. The committee felt that the standards set forth in
those provisions would “permit flexible treatment of the problem of
sales loads on automatic investinent of dividends, which involve listle
or 1o new selling effore.”##

'\’Y
UUNDERWRITING

A. Fixed Public Offering Price

In the typical Airm-commitment underwriting, the underwriters
purchase stock from the issuer or selling stockholder and resell it
either directly to the public or to “selected dealers” for resale to the
public. 'The agreements among the underwriters and between the

214 Jd,

25 fdd, € 5263

218 MuTual Funo REpoRY 215,
217 Jd. at 223,

218 {048 Senate Report 16,
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underwriters and the “sclected dealers” require that all sales to the
public be made at the public offering price fixed by the underwriters,
which provides for a profit, or “spread,” above the price which the
underwriters have agreed to pay the issuer or selling stockholder 2®

No express statutory provision exempts these resale price main-
tenance agreements from the antitrust laws, The SEC held i 1945,
however, that “[t]he mere making of agreements containing provisions
for a fixed offering price . . . is not per se unlawful” under the Sherman
Act, although, “like many other contracts, these may be entered into
and performed under circumstances that amount to an unlawful sup-
pression of competition.”*¢ But the SEC also held that the NASD has
no authority to discipline a member who violates a price maintenance
agreement.**! The Commission felt that any rule or interpretation by
the NASD requiring adherence to price maintenance agreements would
be contrary to the provisions of section 15A(b)(8) of the Exchange Act,
under which the rules of a national securities association may not be
designed “to fix minimum profits . . . or . . . minimum rates of com-
missions, allowances, discounts or other charges.”

Agrecments among underwriters and with “selected dealers” also
customarily provide that a discount from the public offering price
may be allowed 10 any NASD member. Under the NASD's Rules of
Fair Practice, a member is prohibited from dealing with non-member
brokers or dealers except at the same prices as such member accords to
the general public,??? and this rule is interpreted to bar members from
participating in any underwriting syndicate or selling group that in-
cludes non-members.22¥ This restriction against non-member participa-
tion in underwriting is a principal incentive for a broker-dealer to join
the NASD,

B. Level of Underwriting Compiensation
1. Statutory Restrictions

The federal securities laws impose no direct restrictions on the
amount of compensation that may be paid to underwriters and dealers
in conncction with a public offering, but full disclosure of all under-

219 United States v. Morgan, 118 F. Supp. 621, 693 (5.D.NY, 1953}
220 National Association of Securities Dealers, Inc., 1% 5.E.C. 424, 464 (1945). Judge
Medina expressed his “complete agreement” with this position in United States v, Morgan,
118 F. Supp. 621, 699 (S.D.N.Y. 1453), an antitrust action against 16 leading underwriters.
201 National Association of Securities Dealers, Inc., 1% S.E.C. 424, 445 (1945).
222 NASD Rules art. III, § 25.
223 NASD Rules, Interpretation of the Board ef Governors following article III, § 24,




386 CORNELL LAW REVIEW [Vol. 55:348

writing compensation is required in public offerings that are subject
to the registration requirements of the Sccurities Act of 1933.7%

By way of statute or regulation, a number of states impose de-
tailed restrictions on the amount of underwriting compensation that
may be paid on issues qualified for sale in those states,*® and other
states give discretionary power to administrative officials to deny
vegistration of an issue i “unreasonable” underwriting compensation
will be paid.=®

2. NASD Supervision

The NASD “five percent mark-up policy” is not applied to fixed-
price underwritten oflerings.®” Since 1961, however, the NASD has
mterpreted its Rules of Fair Practice as prohibiting members from
participating in underwritings “in which the underwriting arrange-
ments as a whole are unfair or unreasonable.”#*® In determining fair-
ness or reasonableness, the NASD takes into account the size of the
underwriting, whether it is being sold ¢n a firm commitment or best
efforts basis, the type of security, the nature and amount of compensa-
tion, and other relevant factors. In determining the amount of com-
pensation, the NASD considers the gross amount of the underwriters’
discount, any expenses borne by the issuer or selling stockholder that
would normally be borne by the underwriters, and any stock or options
acquircd by the underwriters or related paitties. 'The arrangements are
vormally considered unfair or unreasonable per se if the underwriters
or related parties receive stock, options or warrants that are translerable
within a period of one vear from the date of the offering **

To implement these restrictions, the NASD carrently requires
any member acting as managing underwriter of a registered or intra-
state public offering to file with it, prior to the offering, copies of the

284 Seruritics Act of 1933, schedule A, item 17, 16 USCL§ Vaa (1964,

225 Selling cotmmissions are limited to 1597 of the oifering price in a2 number of states.
s, e, Candrl Apsas Cove tin 10, § 260.140.20; Ine. Sec. Cova REG., tule 19.02; Mich.
DEPT oF CoMar, SeC. RULES, pt, 3, rule 706.5; Minw. Recs. 5 Div. 20; Onto Biv. oF S¥c,
reg, CO-JO5(AY.

228 The Unifoim Securities Act <ontains a provision permitting the administrator to
suspend or revors 3 registration statement if the offering “has been or would be made
with varcasonable amounts of anderwriters” and sellers” discounts, comnissions, or other
compunsation o . . Untrors Sree Acr § 306(F). This provision has been adopted
in Alabama, Colorado, Hawaii, Indiana, Kentueky, Montana, Oklahoma, Oregon, Puerto
Rico, Washington, and Wyoming.

227 NASD Rules, Interpretation of the Board of Governors fullowing article 1IT, § 4

228 NASD Rules, Interpretation of the Board of Governors following article 111, § 1.

2298 Jd. See also state restrictions discussed in PLIs Conference on “Going Public,” 2
Rxv. oF Stc. ReGs. 846 (1969).
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offerir - prospectus and other documents describing the underwriting
arrangements. These are reviewed by the NASD's Committee on Under-
writing Arrangements.”™ A detailed set of gunidclines for underwriters’
compensation is reported to have been approved by the NASD Com-
mittee on Underwriting Arrangements and commented on by the
SEC, and is expected to be issued early in 19702 ‘The number of
issues reviewed by the committee increased from 428 in 1966 to 1,074
in 1967 to 2,108 in 1968. The underwriting arrangements in 328 issues
were initially found “unfair or unreasonable” in 1968 as against seven-
tecn in the previous year.?? In almost all of these cases, the arrange-
ments were modified to mect the committee’s objections.?3

VI

InTEREST INCOME

Interest charged on customers’ margin accounts constitutes a
substantial part of the income of broker-dealers, particularly that of the
larger NYSE. member firms. ‘The income and expense reports filed by
NYSE members doing public commission business in 1960 showed that
thirteen percent of their gross income came from interest received
from customers’ balances. 2

A, Disclosure of Imterest Rate

The Special Study found that “normally money is lent to margin
customers at the going call-money rate plus one or onc-half point.”23%
Margin loans by registered broker-dealers were specifically exempted
from the 1968 federal Consumer Credit Protection Act®*® on the ground
that the SFC already had authority under the Fxchange Act to require
appropriate disclosure ™7

In December 1969 the SFC adopted a new rule 10b-16. It re-
quires broker-dealers who extend credit to their customers to provide
the customers with (1) an initial statement disclosing the basis on which
interest will be charged, the initial interest rate, the conditions under
which it may be changed, and any additional charges or liens; and

220 NASD Rules, Interpretation of the Board of Governors following article 111, § 1.
21 3 Rev. oF SEc. Rros. 859 {1970}

222 WASD, 1968 REPDRT TO MEMBERS 6, 7.

233 Id.

224 SprciaL STuny, pt. 2, at 39.

235 SerciAL STupy, pt, 1, at %96,

236 15 11.5.C. § 1603(2) {Supp. IV, 1969).

237 8, Rer. No. 392, 90th Cong., 1st Sess. 9 {1967).
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{2} a quarterly statement disclosing the interest charged and the manner
in which 1t was computed.?*

B. Use of Customers’ Free Credit Balances

The Special Study found that free credit balances in customers’
accounts are an tmportant source of financing fur broker-dealers, par-
ticularly exchange members, Although a few states require segregation
of customers’ credit balances from firm assets, balances are generally
available for firm operations, including the financing of loans to margin
customers.®??

Under SEC rule 15¢3-2, adopted in 1964, a broker-dealer must, at
least quarterly, send 1o each customer whose free credit balance may be
used for the firm’'s business purposes a notice inferming him of this
fact and that the funds are payable to the customer on demand.?®

The Special Study also found that most firms pay no interest to
customers on these balances, and that those that do pay interest do so
only on large balances that are reinvested within a short period of
time. Frequently, interest is paid only when the customer requests it.**
There is no rule requiring payment of interest on these balances; in
fact, the NYSE prohibits its members from paying interest “on any
credit balance created for the purpose of receiving interest thereon’’?42
on the ground that to do so would violate section 21 of the Banking
Act of 1933, which bars broker-dealers from engaging in the business
of “receiving deposits.”** To implement this policy, the NYSE “has
informally promulgated the view that interest can be paid on free
credit balances only at a half point or more below the going call-money
rate.”** The SEC’s tule 15c3-2 does not adopt the recommendation
of the Special Study that notice to customers disclose “that interest
is not paid on such balances {or the circumstances in which interest
is paid).2e

238 Proposed, SEC Securities Exchange Act Release No. 8594 (May 2, 1969); adopted,
SEC Securities Exchange Act Release No. 8973 (Dec. 8, 1969).

23% SpECIAL STupy, pt. ), at 399

240 Proposed, SEC Securities Exchanpe Act Release No.o 7266 (March 12, 1964);
adopted, SEC Sccurnities Exchange Act Release No. 7325 (May 27, 1064).

241 SpECIAL STUBY, pt. 1, at 395

242 NYSE rule 436.

243 12 11.S.C. § 378 (Supp. IV, 196%).

244 Srrcrar STUDY, pt. 1, at 3935,

245 Id. at 415. The SEC stated that “this information is not directly pertinent to the
purpose of the rule; e, to pul customers en notice that free credit balances left with
the broker-dezler may be used in the business and therefore may be at visk.” SEC Securities
Exchange Act Release No. 7325 (May 27, 1964).
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REGULATION X
(12 CFR 224)

Effective November 1, 1971

RULES GOVERNING BORROWERS WHO
OBTAIN SECURITIES CREDIT #

SECTION 224,1--8COPE OF PART

This Part 224 (Regulation X) containg Rules
angd Regulations promulgated by the Board of
Governors of the Federal Reserve System {(“the
Beard”) under the Securities Exchange Act of
1934 as amended (“thc Act”) and applies to all
persons described below who obtain, receive, or
enjoy the beneficial use of credit for the purpose
of purchasing or carrying securitics.! For defini-
tions of technical lerms scc section 224.5, Parts
207, 220, and 221 (Marpin Regulations G, T, and
U) and the Statutory Appendix. The purposc of
this part (Regulation X} is to prevent the infusion
of unrcgulated credit obtained both outside and

“within the United States into United States securi-

tics markets in circumvention of the provisions of
the ‘Board’s margin regulations or by borrowers
falscly certifying the purpose of a loan or other-

* This text corresponds to the Code of Federal Regula-
tions, Title 12, Chapier IE, Part 224, cited as 12 CFR 224,
The words “this part,” as used herein, mean Regulation X

115 1L8.C. T8g.

wise wilfully and intentionally evading the pro-
visions of thosc regulations. When the term “ob-
tain credit” is wpsed in this part (Regulation X) it
means ‘“‘obtain, receive, or cnjoy the bencficial use
of credit” and when the term “purpose credit” is
uscd, it means “credit for the purpose of purchas-
ing or carrying sccurities.” When the term “bor-
rower” is used, it means a person who obtains
credit. This part (Regulation X) implements sec-
tion 7(f) of the Act, and gencrally applies to
borrowers who are:

(1) Pcrsons who obtuin credit [rom within the
United States, or

{b} Those persons whoe obtzin credit from out-
side the United States who are:

(1) United States persons,?

(2) Forcign persons whe are controlled by
United States persons,” or

#VWor definition of the ierm “United States person,” see
Statutory Appendix, scction 7(f){2) (A).

#For definition of the term “foreign person controlled
by a United States person,” see Statutory Appendix, sec-
tion T(EI(23(CH.




REGULATION X

§ 224.2

(3) Foreign persons acting on behalf of or
in conjunction with * United States persons.

SECTION 2242—GENERAL RULE

(a) Credit obtained from within the United
States, A borrower shall not obtain any purpose
credit from within the United States unless he docs
50 in compliance with the following conditions:

(1) Credit obtained from a G-lender shali con-
form to the provisions of Part 207 (Regulation
G), which is herchby incorporated in this part
(Regulation X). When the term “G-lender” is
used in this part (Regulation X}, it meuns a per-
son who is not a broker/dealer or bank, who in
the ordinary course of his business extcnds, main-
tains, or arranges credit that is secured, directly or
indirectly, in whole or in part, by collateral that
includes any margin securities, and who is subject
te the registration requirement of section 207.1(a)
of Part 207 (Regulation G).

(2) Credit obtained from a broker/dealer shall
conform to the provisions of Part 220 {Regula-
tion T}, which js hereby incorporated in this purt
(Regulation X). When the term “broker/dealer”
is used in this part (Regulation X), it means a
petson who is a broker or dealer, including every
member of a national securities exchanpge, and
includes a forcign branch or subsidiary of
broker/dealer.

(3) Credit obtained from a bank shall con-
form to the provisions of Part 221 (Regulation
U), except for section 221.2(i). Except for such
section, Part 221 (Regulation U) is hereby incor-
porated in this part {Regulation X). When the
term “bank” is used in this part (Regulation X),
it means a bank that is subject to Part 221 {Regu-
lation U).5

{b) Credit obtained from outside the United
States. (1) A United States person or foreign
person controtled by a United States person or
acting on behalf of or in conjunction with such
& person shall not obtain any purpose credit ¢ from
outside the United States except in compliance
with the following conditions;

(i} Credit obtained from a foreign branch of a

* For definition of the term “acting on behslf of or in
conpunction with,” see section 224.5¢{a} of this part {Regu-
lation X).

“For definition of the term “bank” meaning “bank
that is sabject to Regulation U,” sec section 224.5(b) of
t3h{is pgrt (Regulation X) and Statfitéry Appendix, scetion

aj(&).

?For definition of the ferm “purpose credil,” see sec-
tion 224.5(3) of this part (Reguiation X}.

G-lender shall conform to the provisions of Part
207 (Regulation G}, except that the requirement
of section 207.1{¢) us to obtaining a statement of
the purpose of the credit shall not apply.

(1) Credit obtaincd from a foreign brunch or
subsidiary of a broker/dealer shall conform to the
provisions of Part 220 (Regulation T}.

(iii) Credit obtained from a foreign branch of
a bank shall conform to the provisions of Part 221
(Regulation U) which would apply if the credit
were obtained from the head office of the bank in
the United States, except that the requirement of
section 221.3(a) of Part 221 (Regulation U) as
to obtaining a staternent of the purpose of the
credit shalj not apply.

(iv} Credit ohtained from a foreign tender shali
conform to the provisions of Part 207 (Regula-
tion G} which would apply if the person extend-
ing, arranging, or maintaining the credit were a
G-lender, except that the requirement of sec-
tion 207.1(¢) of Part 207 (Regulation &) as to
obtaining a statement of the purpose of the credit
shall not apply. When the term “foreign lender”
is used in this part (Reguolation X) if means any
persen, other than a United States person, who in
the ordinary course of his business extends, main-
tains, or arranges purpose credit outside the
United States and who is not a foreign branch or
subsidiary of a broker/dealer, a foreign branch of
a bank, or a foreign branch of a G-lender.

(2} The provisions of subparagraph (1} of this
paragraph 224.2{b) shall not apply to credit cx-
tended before November 1, 1971, except that as
to credit extended after October 26, 1970, the
requirements as to withdrawals and substitations
of collateral shall apply after May 1, 1972, as
follows: the requirements in paragraph 207.1(j)
of Part 207 (Repulation (G} shall apply to credit
obtained from a foreign branch of a G-lender or
from a forcign lender; the requirements in para-
graph 220.3(b) of Part 220 {Regulation T) shall
apply to credit obtained from a foreign branch or
subsidiary of a broker/dealer; and the reguire-
ments in paragraph 221.1(b) of Part 221 (Regula-
tion U) shall apply to credit obtained from a
foreign branch of a bank.

(3} Record of eredit. Every borrower subject
to this Part 224 (Rcpulation X) who obtains any
credit from a lender described in subdivisions (i),
(i), or (iv) of paragraph 224.2(bY (1), if such
credit is secured directly or indirectly, in whole or
in part, by collateral that includes any security,
shall prepare and retain in his records, for at least
6 years after such credit is extinguished, a record
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REGULATION X

substantially in conformity with the requirements
of Federal Reserve Form X-1.

SECTION 224.3—-EXEMPTIONS

The following classes of persons shall be ex-
empted from the provisions of section 7(f) of the
Act and this part (Regulation X} to the extent
described below:

{a) A United States persen whose permanent
restdence is outside the United States, and who
does not during any calendar year obtain a total
of more than 35,000 or have outstanding at any
time during any calendar year a total! of more
thanr $5,000 in credit obtaincd outside the United
States to purchase or carry margin sccurities.

{b} A borrower who is not a United States
person, but is controlled by or acting on behalf
of or in conjunction with such person, who ob-
tains credit for the purpose of bona fide clearing,
market making, or arbitrage transactions in off-
shore debt securities that are convertible into mar-
gin sccurities, except that any credit outstanding
against collateral consisting of such securities shall
be brought inte conformity with the other pro-
visions of this part {Regulation X)7 upon the con-
versien of such securities into margin securities.

{(c) A borrower who is not a United States
person, but is controlled by or acting on behalf of
or in conjunction with such person, who obtains
credit from outside the United States, which bor-
rower has been exempted by the Board of Gov-
ernors of the Federal Reserve System, by Order,
from the requirements of this part (Regulation
X)), either unconditionally or upon specified terms
and cenditions or for stated periods, upon a find-
ing that exceptional circumstances warrant the
granting of such an cxemption, and that the ex-
emption is consonant with the purposes of sec-
tion 7{f) of the Act and the provisions of this part
(Regulation X)),

SECTION 224.4. -REPORTS AND RECORDS

Every borrower described in section 224.1 who
obtains any credit that is sccured dircctly or ip-
directly, in whole or in pari, by collateral that
includes any securities, shall maintain such ree-
ords and file such reports as may be prescribed by
the Board of Governors of the Federal Reserve
System to enable it to perform the functions
conferred upon it by the Act.

*Including Parts 207, 220, or 221 (Regulations ¢, T,
and 1) where applicable,

SECTION 224 5—DEFINITIONS

Unless the context otherwise requires, or it is
otherwise specificd hercin, the terms used in and
for the purposes of this part {Regulation X) have
the meanings given them in this section 224.5, in
sections 3(a) or 7(f} of the Act, or in arts 207,
220, or 221 {Regulations G, T, or UJ}. The rele-
vant portions of sections 3{a) and 7{f) of the Act
are set forth in the Statutory Appendix. In the
case of inconsistency between definitions appear-
ing in this section 2245 and thosc appeuaring in
Parts 207, 220, or 221 (Regulations G, T, or U},
the definition appearing ir the regulation that ap-
plies to the particular credit involved, whether
Parts 207, 220, or 221 (Reguiations G, T, or U),
shall prevail.

(a} The terin *“acting on behalf of or in con-
junction with” in reference to a foreign person
means obtaining credit for the purpose of pur-
chasing or carrying a security in which, or in the
income or pains or losses from which, a United
States person or a foreign person controlled by a
United States person has a substantial direct or
indirect beneficial interest, Absent these factors
the term does not include an interest derived
solely from the ownership of less than 50 per cent
of the outstanding capital stock issued by such
foreign person who is obtaining such credit.

(b) The term “bank” means a bank as defined
in section 3(a) (6) of the Act, including a foreign
branch of a bank, except that such term does not
include a bank which is a member of a national
sgeurities exchange, a foreign affiliate of a bank,
or a foreign bank.

{(c) The tecrm  “broker/dealer” means any
broker or dealer including every member of a
national securities exchange, and includes a for-
cign branch or subsidiary of a broker/dealer.

(d) The term “foreign lender™ means a person,
other than a United States person, who in the
ordinary course of his business extends, maintains,
or arranges purpose credit outside the United
States and who is not & foreipn branch or sub-
sidiary of a broker/dealer, a foreign branch of a
bank, or a foreign branch of a G-lender.

(e} The term “€-lender” means a person whe
is not a broker/decaler or bank, who In the ordi-
nary course of his business cxtends, maintains, or
arranges credit that is secured, directly or in-
dircctly, in whole or in part, by collateral that
includes any margin securitics, and who is sub-
ject to the registration requirement of section
207.1{a) of Part 207 (Regulation G}).
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(f) The term *indivectly secured” includes any
arrangement with the lender under which the right
or ability to sell, pledge, or otherwise dispose of
securities owned by the borrower (or by any other
person who has made the use of such securitics
available to the borrower) is in any way restricted
as long as the credit remains outstanding, or under

which the cxercise of such right, whether by

written agreement or otherwise, is or may be
cause for acceleration of maturity of the credit.
The foregoing shall not apply, however—

(1) if such restriction arises solely by virtue of
an arranpement with the lender which pertaing
generally to the borrower’s assets unless a sub-
stantial part of such asscls consists of margin
securities, or

{2) if the lender in good faith has not relied
upon such securities as collateral in the extension
or maintenance of the particular credit, or

{3) to securities held by the lender only in the
capacity of custodian, depositary, or trustee, or
under similar circumstances, if the lender in good
faith has not relied upon such securities as col-
laterat in the extension or maintenance of the
particular credit.

(g) The term “lender” means a person who in
the ordinary course of his business extends, main-
tains, or arranges for credit, inchuding a G-lender,
a broker/dealer, a bank, and a foreign lender.

(h} The term “margin secority” shall have the
meaning of “margin security” as defined in sec-
tion 207.2(d) of Part 207 (Regulation G) if the
borrower is obtaining credit from a G-lender or
a foreign iender, the meaning of “margin security”
as defined in section 220.2(f) of Part 220 (Regu-
lation T) if the borrower is obtaining credit from
a broker/dezler, and the meaning of “margin
stock™ as defined in section 221.3(v) of Part 221
(Regulation 1) if the borrower is obtaining credit
from a bank.

(i) The term “offshore debt security” as to this
part (Regulation X) means a debt security offered
only outside the United States, the purchase of
which by a United States person would give rise
fo a liability under the Interest Equalization Tax
{26 U.S.C. 4911 et seq).

(i) The tcrm “purpose credit” means credit for
the purpose of purchasing or carrying securities.
The purpose of a credit is determined by sub-
stance rather than form. The following are some
examples of purpose credit:

(1) Credit which is for the purpose, whether
immedijate, incidental, or ultimate, of purchasing
Or carrying a security is “purposc credit,” despite
any temporary application of the funds otherwise.

{2} Credit to enable the borrower to reduce or
retire indebtedness which was originally incurred
to purchase a security is for the purpose of “carry-
ing” such a security.

{3) Credit that is secured directly or indirectly,
in whole or in part, by collateral that inclodes any
securities, is presumed to be for the purpose of
purchasing or carrying securities, unless the bor-
rower has complied with the requirements of Part
207 (Regulation (), Part 220 (Regulation T), or
Part 221 (Regulation U) as to the statement of
the purpose of a credit, if such requirements are
applicable, or in the case of credit obtained from
a foreign lender, can furmish satisfactory evidence
of the use of the credit for a purpose other than
purchasing or carrying securities.

(4) An extension of credit provided for m a
plan, program, or investmeut contract offered or
sold or otherwise initiated after August 31, 1969,
which provides for the acquisition both of any
securities and of goods, services, property inter-
ests, or investtaents.

(k) The term “obtain credit” means to obtain,
receive, or enjoy the beneficial use of credit.

(I) The terrn “United States™ includes any State
of the United States, the District of Columbia,
Puerto Rico, the Canal Zone, the Virgin Islands,
or any other possession of the United States.

SECTION 224.6--MISCELLANEQUS
PROVISIONS

(a} Innocent mistake. An innocent mistake
made in good faith by z borrower in connection
with the obtaining of a credit shall not be deemed
to be a violation of this part (Regulation X) if
promptly after discovery of the mistake the bor-
rower takes whatever action is practicable to
remedy the non-compliance.

(b) Aiding or abetting. Any person who wil-
fully aids or abets the violation by any other per-
son of any provision of this part (Regulation X)
shall be deemed to be in violation of this part
(Regulation X). For the purpose of this para-
graph, the term “aids or abets” shall include, but
not be limited to, counsels, commands, induces, or
procurcs.




3 F.R.]‘:;‘o';;n X-1 SPECTMEN ONLY

BOARD OF GOVERNORS OF THE FEDERAIL RESERVE SYSTEM

RECORD WHICH BORROWERS ARE REQUIRED TO MAKE AND MAINTAIN
OF FACTS CONCERNING CREDIT COLLATERALIZED BY SECURITIES

WHEN SUCH CREDIT 1S OBTAINED FROM
OUTSIDE THE UNITED STATES

*PURSUANT TO REGULATION X
“RULES GOVERNING BORROWERS WHO OBTAIN SECURITIES CREDIT”
(FEDERAL RESERVE FORM X-1)

A FALSE OR DISHONEST STATEMENT BY A BORROWER ON THIS FORM OR ANY SCHEDULE
THERETO MAY BE PUNISHABLE BY FINE OR IMPRISONMENT
(U0.S. CODE, TITLE 15, SECTION 78ff AND TITLE 18, SECTION 1001)

Unless specifically exempted from {he provisions of Regulation X, the following borrowers must complete
thig record or a record substantially in conformity with this form at or prior to the time when credit is
obtained from any source outside the United States, other than a foreign branch or subsidiary of a United
States broker or dealer who is subject to Regulation T, if the credit is secured in any way by collateral
that includes any United States security or security registered on a national securities exchange:

United States persons,
Foreign persons who are controlled by United States peraons, or
Foreign persons acting on behalf of or in conjunction with United States persons.

Date credit obtained Amount, of credit $

Purpose of this credit (state in detail) ieeteasebteeesimsessssressimtessssmesesistesebeseeresnee termceeeaumtessmstssmmseenreseesbiabenssnien

’ securities, number of shares, and market value on date credit is obtained) Ferrereesreearreeseearesnee et

R b rmr e rAre AR R R mramderermm s RS NS EANEEAAREE R R Er AR Lo iy e

Name and address of lender extending credit terreemmeaneesane

SIGNED ..ot tritb e e SIGNED

(Manuzl signature)  {Date] (Mancal signature) (Date)

[Typr or prict name) {Type or print‘:;;lzi
Address of DOTTOWEE ...ttt ecos 4t re s reseemse e roe e e asbet b ke oanh 4 b £ ememe b b1 4w e bmnm e e em s e e dr e s nt b b 1s
* Copies of Regnlation X may be obtained from any Federal Reserve Bank in the United States and zre available at United
States Embassies and consular posts.
THIS FORM MUST BE RETAINED BY THE BORROWER AND BY ANY UNITED STATES
PERSON REQUIRED TO OBTAIN AND RETAIN A COPY FOR AT LEAST 6 ;
YEARS AFTER THE TERMINATION OF THIS CREDIT




The terms used on this record have the meanings given them below; for additional defi-
nitions, please refer to section 224.5 of Regulation X, section 3(a) or 7(f) of the Securi-
ties Exchange Act of 1934 as amended, or Regulations G, T, or U issued by the Board
of Governors of the Federal Reserve System,

The term “United States person” includes a2 person which is organized or exists under the laws of
any State or, in the case of a natural person, citizen or resident of the United States; a domestic cstate;
or a trust in which one or more of the foregoing persoms has a ¢umulative direct or indirect beneficial
intereat in excess of 50 per centum of the value of the trust.

The term “foreign person controlled by a United States person” includes any noncorporate entity in
which United States persons directly or indirectly have more than a 50 per centum beneficial interest, and
any corporation in which one or more United States persons, directly or indircctly, own stock possessing
more than 50 per centum of the total combined voting power of all classes of stock entitled to vote, or more
than 58 per centum of the total value of sharea of all classes of stock,

The term “acting on hehalf of or in conjunction with” in reference to a foreign person means obtain-
ing credit for the purpose of purchasing or carrying a security in which, or in the income or gains or
losses from which, a United States person or a foreign pérson controlled by a United States persen has
a substantial direct or indirect beneficizl interest. Absent these factors the term does not include an
interest derived solely from the owncrship of less than 50 per cent of the outstanding capital stoek
jssued by such foreign person who is obtaining such credit.

The term “obtain eredit” means to obtain, receive, or enjoy the beneficial use of credit.

The term “United Siates” includes any State of the United States, the District of Columbia, Puerto
Rico, the Canal Zone, the Virgin Islands, or any other possession of the United States.

The term “lender” means u person who in the ordinary course of his business extends, maintaing, or
arranges for credit, including a G-lender, a broker/dealer, a bank, and a foreign lender.

The term “G-lender™ means a person who is not a broker/dealer or bank, who in the ordinary course
of his business extends, maintains, or arranges credit that is secured, directly or indirectly, in whole
or in part, by eollateral that includes any margin securities, and who is subject to the registration re-
quirement. of seciion 207.1{a) of Part 207 (Regulation Q).

The term “bank™ means a hank as defined in section 3{a) {6) of the Securities Exchange Act of 1934,
including a foreign branch of a bank, except that such term does not include a bank which is a member
of a national securities exchange, a foreign affiliate of a bank, or a foreign bank.

The term “forcign lender” means a person, other than a United States person, who in the ordinary
course of his business extends, maintains, or arranges purpose credit outside the United States and who
is not a foreign branch or subsidiary of a broker/dealer, a foreign branch of a bank, or a foreign branch of
a G-lender. :

The term “zrranging for eredit” refers to any activity in relation to the credit absent which the credit
would not be obtained or any participation indispensable and necessary to the completion of the credit
transaction.
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REGULATION G
{12 CFR 207)
As amended effective March 30, 1971

SECURITIES CREDIT BY PERSONS OTHER THAN
BANKS, BROKERS, OR DEALERS *

SECTION 207.1-—GENERAL RULE

(a) Registration. Every person who, in the ordi-
nary course of his business,' during any calendar
quarier ended after October 20, 1967, extends or
arranges for the extension of a total of $50,000 or
more or has outstanding at any time during the
calendar quarter, a total of $100,000 or more, in
credit, secured directly or indirectly,” in whole or in
part, by collateral that includes any margin securi-
ties,” nnless such person is subject to Part 220
{Regulation T) or Parl 221 (Regolation U) of this
Chapter, is subject to the registration requirements
of this paragraph and shall, within 30 days following
the end of the calendar quarter during which the
person becomes subject to such registration require-
ments, register with the Board of Governors of the
Federal Reserve System by filing a statement in con-
formity with the requirements of Federal Reserve
Form G-} with the Federal Reserve Bank of the
district in which the principal office of such person
is located: Provided, That in the case of credit so

* This text corresponds to the Code of Federal Regula-
tionis, Title 12, Chapter II, Part 207, cited as 12 CFR 207,
The words “this part™ as used herein, mean Regulation (.

*8ee § 207.2(b).

i 5ee § 207200,

3 8ee § 207.2(d).

i1

secured by collateral that inclides any OTC margin
stock * and/or debt securities convertible into OTC
margin stock and no other margin security, such
date shall be July 8, 1969, instead of October 20,
1967,

(b} Termination of registrafion. Any person so
registered who bas not, durtng the preceding 6 calen-
dar months, extended or arranged for the extension
or maintenance of or had cutstanding any credit
secured directly or indirectly, in whole or in part, by
collateral that includes any margin securitics may
apply for termination of such registration by filing
Federal Reserve Formn G-2 with the Federal Re-
serve Bank of the district in which the principal
office of such person is located. A registration shall
be deemed terminated when such application is ap-
proved by the Board of Goverpors of the Federal
Reserve System.

(c) Definition of lender and applicabilify of mar-
gin requirements. Any person subject to the regis-
tration requircments of paragraph (a} of this section
who, in the ordinary course of his business, extends
or maintains or arranges {or the extension or main-
tenance of any credit for the purpose of purchasing
OF carrying any margin securify (hereinafter called

" 4Sce § 207.2(f). “OTC stock” is stock which is traded
“over the coumter.”
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“'purpose credit”), if such credit is secured directly
or indirectly, in whole or in part, by collateral that
includes any such security, is a “lender” subject to
this part and shall not after February 1, 1968, ex-
cept as provided in § 207.4(a}, extend or arrange

for the cxtension of any purpose credit in an amount

exceeding the maximum lcan value of the collateral,
as prescribed from time to time for margin securi-
ties in § 207.5 (the Supplement 1e Regulation G),
or as detenmined by the lender in good faith for any
collateral other than margin securitics: Provided,
That credit extended before July 8, 1969, for the
purpose of purchasing or carrying OTC margin
stock and/or debt securities convertible into such
stock shall not be deemed to be purpose credit: And
provided furiher, That any collateral consisting of
convertible securities described in paragraph (d) of
this section shall bave loan value only as provided
in that paragraph,

(d) Credit on convertible debt securities. (1) A
lender may extend credit for the purpose specified
in paragraph (c) of this section on collateral con-
sisting of any debt security (1) convertible with or
without consideration, presently or in the future,
into a margin security or (ii) carrying any warrant
or right to subscribe to or purchase such a marpgin
security (such a convertible debt security is some-
times referred to herein as a “convertible security”).

(2) Credit extended under this paragraph shall
be subject to the same conditions as any other credit
subject to-this section except: (i) the entire amount
of such credit shall be considered a single credit
treated separately from the single credit specified in
paragraph (g) of this section and all the collateral
securing such credit shall be considered in detesrmin-
ing whether or not the credit complies with this part,
and (i1) the maximum loan value of the collateral
shall be as prescribed from time to time in
§ 207.5(b) (the Supplement to Regulation G).

(3) Any convertible security originally eligible
as collateral for credit extended under this paragraph
shall be ireated as such as long as continuously held
as collateral {or such credit even though it ceases to
be convertible or to carry warrants or rights,

(4) In the event that any margin security other
than a convertible security is substituted for a con-
vertible security held as collateral for credit extended
under this section, such margin security and any
credit extended on it in cornpliance with this part
shall thereupon be treated as subject to paragraph
() of this section and not to this paragraph and the
credif extended under this paragraph shall be re-

12

duced by an amount equal to the maxirmim loan
value of the security withdrawn,

(2) Statements as to purpose of credit. (1) In con-
nection with any cxtension of credit secured directly
or indirectly, in whole or in part, by collateral that
includes any margin security, every person who is
subject to the registration requirement of paragraph
(%) of this section shall, prior to such extension, ob-
tain a statement in conformity with the requirements
of Federal Reserve Form G-3 executed by the cus-
tomer and executed and accepted in good faith by
such person. Such person shall retain such statement
in his records for at least 3 years after such credit
is extinguished. In determining whether credit is
“purpose credit”, such person may rely on the state-
ment executed by the customer if accepted in good
faith. To accept the cuslomer’s statement in pood
faith, such person muost (i) be alert to the circum-
stapces surrounding the credit and (ii) if he has any
further information which would cause a prudent
man not te accept the statement without inqguiry,
have investigated and be satisfied that the customer’s
statement is truthful,

{2) Circumstances which could indicate that
such person bas not exercised reasonable diligence
in so investigating and so satisfying himself would
include, but are not limited to, facts such as that (i)
the procceds of the credit were paid to a broker or
to a hank in connection with contemporaneous de-
livery of margip securitics, whether or not payment
was made against delivery, (ii) there were frequent
substitutions of margin securitics serving as collateral
for the credit, or (iii) the amount of the credit was
disproportionate, or the terms inappropriate, to the
stated purpose.

(f) Credit extended to person subject to Repula-
tion T. (1) No lender shall extend or maintain any
credit for the purpose of purchasing or carrying any
margin security to any customer who is subject to
Part 220 of this Chapter {Regulation T} without
collateral or on collateral consisting of margin secu-
rities (other than exempted securities ). Where the
credit is to be used in the ordinary course of busi-
ness of such customer, such credit is presumed to
be for the purposc of purchasing or carrying margin
securities unless the lender has in his records a
statement to the contrary obtained and executed in
conformity with the requirements of paragraph (e}
of this section.

{(2) The prohibition of this paragraph (f) shail
not apply to credit which is unsecured or secured by

s As defined in 15 US.C, 78(a) (12).
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collateral other than margin securities, and which is
(i) made to a dealer” to aid in the distribution of
securities to customers not through the medium of
a nalional securities exchange, or (ii} subordinated
to the claims of general creditors by a subordination
agreement approved by an appropriate committee
of a national securities exchange or by a “satisfac-
tery subordination agreement” as defined in para-
graph (c)(7) of Rule 15¢3-1 of the Securities and
Exchange Commission (17 CFR 240.15¢3-1(¢)
(M)

{3) The Board of Governors of the Federal
Reserve System may by Order exempt from the
prohibitions of this paragraph (f) and the re-
quirements of this part, either unconditionally or
upon specified terms and conditions or for stated
periods, any loan for the purpose of making a
loan or providing capital to a person who is sub-
jeet 1o Part 220 of this Chapter (Regnlation T),
upon a finding that the granting of such an ex-
emption is necessary or appropriate, in the public
interest or for the protection of investors; Pro-
vided, That the Securities Investor Protection
Corporation shall have certified to the Board that
such action is appropriate 1nder the circumstances,

(g) Combining purpose credit extended to the
same customer, For the purpose of this part, except
for a credit subject to paragraph (d) of this section
and § 207.4(a) (2}, the aggregate of all outstanding
purpose credit extended to a customer by a lender
after February 1, 1968, shall be considered a single
credit and, except as provided in paragraphs (d)
and (1) of this section, all the collateral securing
such a credit, whether direcily or indirectly, in whole
or in part, shall be considered in determining
whether the credit complies with this past.

(h) Purpose and nonpurpose credit extended to
the same person. No lender shall after February 1,
1968, extend or arrange for the cxtension of any
purpose credit, of majntain or arrange for the
maintenance of any purpose credit extended after
February 1, 1968, if the credit is secured directly
or indirectty, in whole or in part, by collateral that
includes any margin security which also secures,
directly or indirectly, in whole or in part, any other
credit in excess of $5,000 extended to the sarne cus-
tomer after February 1, 1968; and no lender shall
have ouistanding at the same time 1o the same cus-
tomer both such purpose eredit and any such other
credit: Provided, That the prohibitions of this para-
graph shall not apply to (i} credit extended for the
purpose of purchasing, constructing, maintaining, or
"8 & defined in 15 US.C. 78c(a)} (5).

improving a dwelling which is occupied or to be
occupied by the customer as his principal residence
when such credit is secured by a first lien on such
dwelling; or (ii) credit secured by a share account
or other claim acquired by the customer from the
lender independently of the credit and payable (or
entitling the holder to a loan thereon) in a dollar
amount determined without regard to the market
value of the assets supporting the claim. :

(i) Purpose credit secured both by margin securi-
ties and by other collateral. In the case of any pur-
pose credit extended or arranged after February 1,
1968, secured directly or indirectly, in whole or in
part, by any margin security, no other collateral shalt
have any loan value in respect to such credit for the
purpose of this part: Provided, however, That a
share account or other claim acquired by the cus-
tomer from the lender independently of the credit
and payable (or entitling the holder to a loan there-
on} in a dollar amount determined without regard
o the market value of the assets supporting the
claim shall have a maximum loan value as defer-
mined by the lender in good faith.

(j} Withdrawals and substitutions of collateral.
(1) General rule. Except as permitted by the next
subparagraph and by § 207.4(a), while a lender
maintains any purpose credit extended after Feb-
ruary 1, 1968, the lender sball not at any time per-
mit any withdrawal or substitution of collateral un-
less either (i) the credit would not exceed the
maximum loan value of the collateral after such
withdrawal or substitution, or (ii) the credit is
reduced by at least the amount by which the maxi-
mum loan value of any collate:! deposited is Jess
than the “retention requirement” of any collateral
withdrawn. The retention requirement of colfateral
other than margin securities is the same as its maxi-
mum loan value and the retention requirement of
collateral consisting of margin securities or debt
securities convertible into margin securities is pre-
scribed from time to time in § 207.5 (the Supple-
ment to Regulation ), '

(2) Same-day substitution of collateral. Bxcept
as prohibited by § 207.4(a) a lender may permit a
substitittion of margin securities effected by a pur-
chase and sale on ovders executed within the same
day: Provided, That (i} if the proceeds of the sale
exceed the total cost of the purchase, the credit is
reduced by at least an amount equal to the retention
requirement in respect to the sale less the reten-
tion requirement in respect to the purchase, or (if)
if the total cost of thé purchase exceeds the pro-
ceeds of the sale, the credit may be increased by an

13
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amount no greater than the maximum loan value of
the securities purchased less the maximum loan
value of the securities seld. If the maximum lcan
value of the collateral securing the credit has become
less than the amount of the credit, the amount of
the credit may nonetheless be increased if there is
provided additional collateral having maximum loan
value at least equal to the amount of increase, or
the credit is extended pursuant fo § 207.4(a).

SECTION 207.2—DEFINITIONS

For the purpose of this part, unless the context
otherwise requires:

(a) Terms herein have the meanings piven them
in section 3(a) of the Securitics Exchange Act of
1934 (15 US.C. 78c(a)).

{b} The term “in the ordinary course of his busi-
ness” means occurring or reasonably expected to
oceur from time to time in the course of any activity
of 2 person for profit or the management and pres-
ervation of property or in addition, in the case of a
person other than an individual, carrying out or in
furtherance of any business purpose.

(c) The “purpose” of a credit is determined by
substance rather than form,

(1} Credit which is for the purpose, whether
immediate, incidental, or ultimate, of purchasing or
carrying a margin security is “purpose credit”, de-
spite any temporary application of funds otherwise.

(2) Credit to enable the customer to reduce or
retire indebtedness which was originally incurred to
purchase a margin security is for the purpose of
“carrying” such a security,

(3) An extension of credit provided for in a
plan, program, or investment contract offered or
sold or otherwise initiated after August 31, 1969,
which provides for the acquisition both of any se-
curities described in paragraph {d) of this section
and of goods, services, property interests, other se-
curitics, or investments, is “purpese credit.”

(d) Margin security. The term “margin security”
means any equity security * which is (1) a regis-
tered equity security, (2) an OTC margin stock,
(3) a debt security (i} convertible with or without
consideration, presently or in the future, into a mar-
Ein security, or (ii) carrying any warrant or right to
subscribe to or purchase, presently or in the future,
a margin security, (4} any such warrant or right,
(5} a security issued by an investment company,
other than 2 small business investment compapy

‘licensed under the Small Business Investment Com-

pany Act of 1958 (15 U.8.C. 661), registered pur-
* As defined in 15 U.S.C. 78c(a) (11).
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suant to section 8 of the Investment Company Act
of 1940 (15 U.S.C. 80a-8), unless at least 95 per
cent of the assets of such company are continuously
invested in exempted securities,”

(e) Registered equity security. The term “regis-

tered equity sccurity” means any equity security

which (1) is registered on a national securities ex-
change, (2) has unlisted trading privifeges on a
national securities exchange, or (3) is excrapted by
the Securities and Exchange Commission from the
operation of section 7{c)(2) of the Securities Ex-
change Act of 1934 (15 U.S.C. 78g(c)(2)} only
to the extent necessary to render lawful any direct
or indirect extensiop or maintenance of credit on
such security.

{(f} OTC margin stock. (1) The term “OTC
margin stock” means stock not traded on a national
securities exchange which the Board of Governors
of the Federal Reserve System has determined to
have the degree of national investor interest, the

depth and breadth of market, the availability of in-

formation respecting the stock and its issuer, and
the character and permanence of the issuer to war-
rant subjecting such security to the requirements of
this part.

(2) The Board will from time to time publish a
list of OTC margin stocks as to which the Board has
made the determinations described in subparagraph
{1) of this paragraph (f). Except as provided in
subparagraph {4) of this paragraph {f}, such stocks
shall meet the requirements of § 207.5(d) (the
Supplement to Regulation G).

(3} The Board shall from time to time remove
from the Iist described in subparagraph (2) of this
paragraph (f) stocks that cease to:

(1) Exist or of which the issuer ceases to exist, or

(ii) Meet substantially the provisions of sub-
paragraph (1) of this paragraph {f) and § 207.5(d)
(the Supplement to Regolation (),

{4) The foregoing notwithstanding, the Board
may, upoen its own initiative, or upon application by
any tnterested party, omit or remove any stock that
is not traded on a naticnal securities exchange from
or add any such stock to such list of OTC margin
stocks, if in the judgment of the Board such action
is necessary or appropriate in the public interest,

{5} It shall be unlawful for any person to make,
or cause to be made, any representation to the effect
that the inclusion of a security on such list of OTC
margin stocks is evidence that the Board or the Se¢-
curities and Exchange Commission has in any way
passed upon the merits of, or given approval to,

# Ag defined in 15 TLS.C. 78c(a) (12).
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such security or any transaction therein. Any state-
ment in an advertisement or other similar communi-
cation containing a reference to the Board in con-
nection with such stocks or such list shall constitute
such an unlawful representation.

{g) Parchase and sale. (1) The term “purchase”
includes any contract to buy, purchase, or other-
wise acquire.

(2) The term “sale” includes any contract to
sell or otherwise dispose of.

(h) The term *customer” includes any recipient
of the credit to whom credit is extended directly or
indirectly for the use of the customer, and also
includes any person engaged in a joint venture, or
as a member of a syndicate or a group, with the
customer with respect to a purpose loan.

(i) The term “indirectly secured” inchudes, ex-
cept as provided in § 207.4(a) (3), any arrangement
with the cuslomer under which the customer’s right
or ability to sell, pledge, or otherwise dispose of
margin securities owned by the customer Is in any
way restricted as long as the credit remains out-
standing, or under which the exercise of such right,
whether by written agreement or otherwise, is or
may be cause for acceleration of the maturity of
the credit: Provided, That the foregoing shall not
apply (1) if such restriction arises solely by virtue
of an arrangement with the customer which pertains
generally to the customer’s assets unless a substan-
tial part of such assets consists of marpin securitics,
or (2} if the lender in good faith has not relied upon
such securities as collateral in the extension or main-
tenance of the particular credit: And provided
furtker, That the foregoing shall not apply to stock
held by the lender only in the capacity of custodian,
depositary, or trustee, or under similar circum-
stances, if the lender in good faith has not rclied
upon such sccurities as collateral in the extension or
maintenance of the particular credit.

(i) The term “stock” includes any security com-
monly known as a stock; any voting trust certificate
or other instrument representing such a sccurity;
any security convertible with or without considera-
tion into such security, certificate, or other instru-
ment, or carrying any warrant or right to subscribe
to or purchase such a security; or any such warrant

or right.
SECTION 207.3—REPORTS AND RECORDS

{a) Bvery persom who is registered pursnant to
§ 207.1{a} of this part shall within 30 days follow-
ing the end of each succeeding calendar quarter file
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a report on Federal Reserve Form G-4 with the
Federal Rescrve Bank of the district in which the
principal office of the lender is tocated.

{b) Every person whe has registered pursuant
to § 207.1(a) of this part shall maintain such
records as shall be prescribed by the Board of Gov-
ernots of the Federal Reserve System to enable it to
perform the functions conferred upon it by the Se-
curities Exchange Act of 1934 (15 U.S.C. 78).

SECTION 207.4—MISCELLANEQUS
PROVISIONS

(a) Stock option and employee stock purchase
plans. In respect to any credit extended and main-
tained by a corporation, by a lender wholly con-
trolled und (except in the casc of a lender formed
prior to February 1, 1968, or a trustec) wholly
owned by such corporation, or by a lender which
is a membership thrift organization whose member-
ship is limited to employees and former employces
of such corporation, its subsidiaries, or affiliates
{such corporations and such lenders arc both some-
times referred to as “plan-lenders™), to an officer
or cmployec of the corporation, subsidiary, or affili-
ate thercof to finance the exercise of rights granted
such officer or employee under a stock option plan
or employee stock purchase plan adopted by the
corporation and approved by a majerity of its stock-
holders to purchase margin securities of such cor-
poration, subsidiary, or affiliate,

(1) Sections 207.1(c}, (d}, (D), (g), (b, (i),
and (j) of this part shall not apply (1) to any such
credit extended to finance the exercise of such rights
granted to any named officer or employee prior to
February 1, 1968 and effectively exercised by such
officer or employee prior to February 1, 1969 (with
respect to credit extended to purchase OTC margin
stock or debt sccurities convertible into such stock,
such dates shall be July &, 196%, and July B, 1970,
respectively), (i) to any credit extended prior to
February 1, 1969, to a plan-lender pursuant to a
hona fide written commitment in eXistence on Feb-
ruary t, 1968, to finunce the exercise of such rights
and by such plan-lender from the proceeds of such
credit to any officer or employee to finacce the exer-
cise of rights granted pursuant to a stock purchase
plan under which the cxercise price does not exceed
50 per cent of the market value of the stock subject
to purchase, valued as of the offering date thereof,
or (jii) to any credit extended by a plan-lender pur-
suant to a stock purchase plan or stock option which
is qualified or restricted under Internal Revenue




REGULATION G

§ 207.4

Code §§ 422, 423, or 424, to finance the exercise
of such rights granted prior to February t, 1968,

(2) The restrictions imposed by § 207.1(c) and
{d} and § 207.5 {the Supplement 10 Regulation G)
on the maximum loan value of margin securities
serving as collateral for purpose credit shali not
apply to securities purchased, and serving as direct
or indirect collateral for credit extended, pursuant to
such a plan: Provided, That

{i) The entire amount of credit extended to any
officer or employee pursuant to this subparagraph
(2} in comnection with the exercisc of rights under
such plun or plans shall be considered a single credit;

(ii) At the time when credit is extended in con-
nection with a plan subject to this subparagraph,

{a} the plan-lender computes the “deficiency”—
the amount by which the credit exceeds the maxi-
mum loan valuc of the collateral as prescribed by
§ 207.5 (the Supplement to Regulation G), and
(&) the agreement under which the credit is ex-
tended provides that, except as permitted by. the
proviso in subdivision (iii) of this subparagraph, the
officer or employee shall, in respect to such defi-
clency, for at least 3 years from the extension of
the credit, make equal repayments to the plan-lender
at least quurterly and equivalent to at least 20 per
cent of such deficicncy per annum, or such Jesser
amount as the Board of Goverpors of the Federal
Reserve System, upon application, may permit;

(iit} The officer or employee is not permitted
under such plan or credit agreement to sell, with-
draw, pledge, or otherwisc dispose of all or any
part of such collateral until {4) all repayments have
been made for 2t least the 3-year period provided in
subdivision {ii) of this subparagraph and the defi-
ciency has been repaid, or (&) as a result of the re-
payments described in subdivision (ii) of this sub-
paragraph, and/ or of a change in the current market
value of the collateral, the maximum loan value of
the collateral, as prescribed by § 207.5 (the Supple-
ment to Regulation (3}, is at least equal to the credit
which remains owing from the officer or employee
to the plan-lender, whichever shall occur first: Pro-
vided, That this restriction need not apply where
such collateral is required o be sold to meet emer-
gency expenscs arising from circumstances not rea-
sonably foreseeable at the time of the extension of
the credit (for this purpose such emergency expenses
shall include the death, disability, or involuntary
termination of employment of the officer or em-
ployee or some other change in his circumstances,
involving extreme hardship, not reasonably foresee-
able at the time ihe credit is extended. The oppor-
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tunity to realizc monetary gain is not a “change in
his circumstances” for this purpese); and

{iv) At such time as either of the conditions with
respect to sale, withdrawal, pledge, or other disposi:
tion of collateral specified in subdivision (iti} of this
subparagraph ure satisfied the credit is thereafter
treated as a credit subject to all the requirements of
this part.

(3) No extension of credit to a plan-lender to
finance such a pian shall be deemed to be indirectly
secured by a margin security purchased pursuant
to the plan: Provided, That such security is not
repledped by the plan-lender to secure such exten-
sion of credit to the plan-lender and in no event
does the person extending such credit have recourse
to such security: 4And provided further, That the
amount ¢f the credit does not exceed the totat
amount of credit currently extended by such plan-
lender pursuant to such plao, :

(b) Extensions and remewals. The renewal or
extension of mmaturity of a credit need not be
treated as the cxiension of a credit if the amount
of the credit is not increased cxcept by the addition
of intcrest or service charges on the credit or of
taxes on transactions in connection with the credit.

(c)} Reorganization or recapitalization. Nothing
in this part shall be construed to prohibit with-
drawal or substitution of securities to enable a
customer to participate in a reorganization or re-
capitalization.

(d) Mistakes in good faith. Failure to comply
with this part due to a mechanical mistake made
in good faith in determining, recording, or cal-
cuilating any credit, balance, market price, or loan
value, or other similar mechanical mistake, shall
not constitutle a violation of this part if promptly
after discovery of the mistake the lender takes
whatever action is practicable to remedy the non-
compliance.

(c) Arranging for credif. A lender may arrange
for the extension or maintenance of credit by any
person upon the same terms and conditions as
those upon which the lender, under the provisions
of this part, may himself extend or maintain such
credit, but only upon such terms and conditions,
except that this Jimitation shall not apply with
respect to the arranging by a lender for a bank
subject to Part 221 of this Chapter {Regulation U)
to extend or maintain credit on margin securities
or exempted securities.

(f} Combined purchase of mutnal funds and
insurance. (1) An extension of purpose credit
provided for in a plan, program, or investment

¢
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contract that is registered with the Securitics and
Exchange Commission under the Securities Act of
1933 {15 U.S.C. 77) and provides for the ac-
quisition both of a security isszed by an invest-
ment company described in § 207.2{d) (5} and of
an insurance policy or contract shall be subject
to all the provisions of this part, cxcept that, where
the credit is secured by the sccurity and does not
exceed the premium on such policy (plus any
applicable interest), the maximum loan valuc of
such security shall be 40 per cent of its current
market value, as determined by any reasonable
method.

(2) Sections 207.1(c}, (d), (f), (g}, (h), (D),
and {}) of this part shall not apply to any credit
extended to a person registered pursuant to

§ 207.1(a) who extends credit pursuant to sub-
paragraph (1) of this paragraph, Provided, That:

(i} the credit extended pursuant to this sub-
paragraph is secured by securitics that are issued
by an investment company described in
§ 207.2{8)}{5), and are carried for the account
of one or more customers under & plan, program,
or investmen{ contract described in subparagraph
(1) of this paragraph (and the person extending
such credit receives written notice from the
recipient of the credit to this effect); and

(ii) the provisions of such plan, program, or
investment contract conform to the provisions of
Rule 15c2-1 of the Securities and Exchange Com-
mission concerning hypothecation of customers’
securities (17 CFR 240.15¢2-1).

[SECTION 207.5-—SUPPLEMENT, containing maximum loan values, retention requirement, and requirements for in-

clusion on list of OTC margin stock, is printed separately.}

17




F. B. Form G-3
Rev. 6-69 SPECIMEN ONLY

BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

STATEMENT OF PURPOSE OF AN EXTENSION OF CREDIT SECURED BY MARGIN
SECURITIES BEY A PERBON SURJECT TO REGISTRATION UNDER RECULATION G
(FEDERAL RESERVE FORM G-3)

A FALSE OR DISHONEST STATEMENT ON THIS FORM
MAY BE PUNISHABLE BY FINE OR IMPRISONMENT
(U.S. CODE, TITLE 15, SECTION 78ff AND TITLE 18, SECTION 1001)

Inatructions:

(1) Please print or type (if space is inndequate attach separate sheet).

{2} The term “margin security” is defined in § 207.2{d} of Regulation G. See also § 207.2 (e).

(3) Parl I {(3) and (4) need be filled in only if the purpose of the credit deseribed in Part I (1) is other than to purchase
OT carTy margin seeurities.

(4) In Part I1 “source of valuation” need be filled in only if such source iz other than regularly published information
in journal of peneral cireulation.

(5) Part 1I need not be completed in the case of a credit of $5,000 vr less whieh is not for the purpese of purchasing or
earrying margin securities. However, in such cases, Part I must be completed as 1f Part IT were completed.

PART I {to be complected by customer(s) }

{1} The purpose of this credi} in the amount of $ -.. . . ... ... , secured in whole or in part by
the margin securities listed in Part TI (A) and (B) is (describe in detail ... ...
2y . . et o, has outstanding, or has

[Mame of person extending eredit)

agreed to extend, fo the undersigned, the following credits in addition to the credit described on this form

{iternize and describe briefly, including amounts and collateral if any). If none, 30 state ... e

(3) Is any of the collateral listed in Part IT (A) or {R) to be delivered, or has any such collateral
been delivered, from a bank, broker, dealer, or person other than the undersigned? Yes [] No [J
If yes, from whom? . Apainst payment? Yes [] No [J

(4) Has any of the collateral Ysted in Part II (A) or (B) been owned less tham six months?

Yes [] No [0 If yes, identify all such collateral so owned. ... ... e e

The undersigned has (have) read this form and hereby certifies and affirms that to the best of my {(our)
knowledge and belief the informatien rontained therein is true, accurate, and complete.

BIGNED o BIGNED oo

{Frint or type name} {Print or type name)
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PART I¥ (to be compleied by person extending credit}

(A) Collateral consisting of margin securitieg, other than debt securities convertible into margin securt-

ties. The loan value of such securities under the eurrent Supplemont to Regulation G is . . . . per cent.
R X Market price Bource of Tol.a‘l I:“sr_ket
No. af hares Itemize repargtefy by isaue per share valantion price per

sde

(B) Collateral consisting of debt securities convertible into margin securities. The loan value of such

securities under the current Supplement to Regulation G Is ... ... per cent.
e e e S . - | T
Far value Iternize weparately by isane Murket price valation Pril::n:el'
{{’} Other collateral.
] " Mk | Soweor | Good fain
eneribe briefly {itetnize where 10 per cent or wore) valne vatuation Toah valas

The undersigned, a person subject to registration under Repulation (i, is aware that this credit secured
by margin securities may be subject to Regulation G, has read (his form, has accepted the customer’s
statement on Part I in good faith as defined helow®, and hereby certifies and affirms that to the
hest of his knowledge and belief all the infermation contained therein is true, accurate, and complete.

Date ... SIGNED

[T'rint or type name amd lithe}

* Repulation G requires that the customer’s stalement on this form be accepted hy the person extending the credit in
gowd faith, Good faith requires that such person {1) must be alert Lo the eircumstances surrounding the credit, and (2} if he
has any information which would cause a prudent man not to accept the statement witheut inqoiry, has investigated znd is
satisfied thal the statement is truthful. Among the facts which would reguire such investigation are reccipt of the statement
through the mail or from a third party. )

THIS FORM MUST BE RETAINED BY THE PERSCN EXTENDING THE CREDIT FOR AT
LEAST THREE YEARS AFTER THE TERMINATION OF THIS CREDIT
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REGULATION T
(12 CFR 2200
As amended effective May 15, 1970

CREDIT BY BROKERS AND DEALERS *

SECTION 220.1-—SCOPE OF PART

This part is issued by the Board of Governors of
the Federal Reserve System {hereinafter called the
“Board”) pursnant {o the Sccurities Exchange Act
of 1934 (called the “Act” in this part), particularly
sections 7 and 8(a) thereof (15 U.S.C. 78g,
78h{a), as amended), and applies to every broker
or dealer, including every member of a national
securities exchange,

SECTION 220.2—DEFINITIONS

For the purposes of this part, unless the context
otherwise requires:

{a) Thec terms herein have the meanings given
them in section 3{a) of the Act (15 US.C.
78c{a)).

(b) The term “creditor” means any broker or
dealer including ¢very member of a national secu-
rities exchange. .

(c) The term “costomer” (1) includes any
person, or any group of persons acting jointly, (i)
to or for whom a creditor is cxtending, arranging,
or maintaining any credit, or (ii) who, in ac-
cordance with the ordinary usage of the trade,
would be considered a customer of the creditor,

* This text corresponds te the Code of Federal Regula-
tions, Title 12, Chapter 11, Part 220, cited as 12 CFR 220.
The words *this part,” as nsed herein, mean Regulation T.
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and {2} includes, but is not limited to {i} in case
the creditor is a firm, any partner in the firm who
wonld be considered a customer of the firm if he
were not a pariper, and (ii) any joint venture in
which a creditor participates and which would be
considered a customer of the creditor if the creditor
were not a participant.

{d) The tcrm “registered security” means any
security which (1} is registered on & national secu-
rities exchange; or {2} in consequence of its hav-
ing unlisted trading privileges on a national securi-
ties exchange is deemed, under the provisions of
section 12{f) of the Act {15 US.C. 78D, to be
registered on a national securities exchange; or
{3) is exempted by the Securities and Exchange
Commission from the operation of section 7(c) (2}
of the Act (15 U.S.C. 782(c){2)) only to the ex-
tent necessary to render lawful any direct or in-
direct extension or maintenance of credit on such
security or any direct or indirect arrangement
therefor which would not have been unlawtul if
such security had been a security (other than an
exempted sccurity) registered on a national securi-
ties exchapge.

(e} (1) The term “OTC wmargin stock™ ! means
stock not traded on a national securities exchange
which the Board of Governors of the Federal Re-

1HOTC stock” hereinafter refers to stock traded “over
the counter.”
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serve System has determined to have the degree of
national investor interest, the depth and breadth of
market, the avaiability of information respecting
the stock and its issuer, and the character and per-
manence of the issuer to warrant subjecting such
stock to the requircments of this part.

(2} The Board will from time to titoe publish a
list of OTC margin stock as to which the Board
has made the determinations described in subpara-
graph (1) of this parapraph (e). Except as pro-
vided in subparagraph (4) of this paragraph (e),
such stocks shall meet the.requiremends of § 220.8
{g) (the Supplement to Regulation T).

(3) The Board will from time to time remove
from the list described in subparagraph (2) of this
paragraph (e} stocks that cease to:

(i) Exist or of which the issuer ceases 10 exist,
or

(ii} Mcet substantially the provisions of sub-
paragraph (1) of this paragraph (e) and of § 220.8
(g} (the Supplement to Regulation T).

(4) The foregoing notwithstanding, the Board
may, upon its own initiative or upon application
by any intercsted party, omit or remove any stock
that is not traded on a national securities exchange
from or add any such stock to such list of OTC
marpin stocks if in the judgment of the Board,
such action js necessary or appropriate in the pub-
lic interest.

(5) It shall be vnlawful for any creditor to
make, or cause to be made, any representation to
the cffect that the inclusion of a security on such
list of OTC margin stocks is cvidence that the
Board or the Securities and Exchange Commission
has in any way passed vpon the merits of, or given
approval to, such security or any traosaction there-
in. Any statement in an advertisement or other simi-
lar communication containing a reference to the
Board in connection with such stocks or such list
shall constitute such an unlawful representation.

{(f) The term “margin security” means any
registered security or OTC margin stock.

(g) The iterm “exempted security” has the
meaning given it in scction 3(a) of the Act (15
U.8.C. 78c(a)(12)), except that the term does
not include a security which js exempted by the
Securities and Exchange Commission from the
operation of section 7(c)(2) of the Act {15 U.5.C.
782(c)(2)) only to the extent described in para-
graph (d}(3) of this section.

(h) The term “non-equity security” means any

? As defined in 15 U.S.C. 78c¢(a) (11).
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security other than an equity security® or an
exempted security.

SECTION 220.3—~GENERAIL ACCOUNTS

(a) Contents of general account. All financial
relations between a creditor and a customer,
whether recorded in opne record or in more than
one record, shall be included in and be deemed fo
be part of the costomer’s general account with the
creditor, except that the relations which § 2204
permits to be included in any special account pro-
vided for by that section may be included in the ap-
propriate special account, and all fransactions in
commadities, and, cXcept to the extent provided in
paragraph (b}{2) of § 2203, all transactions in
non-¢quity securities, exempted securities, and in
other securities having no loan value in a general
account under the provisions of § 220.3(c) and
§ 220.8 (the Supplement to Regulation T} (except
unissued securities, short sales and purchases to
cover short sales, sccurities positions to offset short
sales, contracts involving an endorsement or guaran-
tee of any pui, call, or other option), shall be in-
chided in the appropriate special account provided
for by § 220.4. During any period when such
§ 220.8 specifies that margin equity securities shall
bave no loan value in a general account or special
convertible debt security account (sometimes re-
ferred to herein as “special convertible security
account”) subject to § 220.4(j), any transaction
consisting of a purchase of a security other than a
purchase of a security to reduce or close out a
short position shall be effected in the special cash
account provided for by § 220.4(c} or in some
other appropriate special account provided for by
§ 220.4.

(b) General rule. (1) A creditor shall not effect
for or with any customer in a general account,
special bond account subject to § 220.4(i), or spe-
cial convertible security account any transaction
which, in combination with the other transactions
effected in such account on the same day, creates
an excess of the adjusted debit balance of such
account over the maximum loan value of the
securities in such account, or increases any such
excess, unless in connection therewith the creditor
obtains, as promptly as possible and in any event
hefore the expiration of 5 full business days follow-
ing the date of such transaction, the deposit into
such account of cash or securities in such amount
that the cash deposited plus the loan value of the
securities deposited equals or exceeds the excess so
created or the increase so caused.
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{2} Except as permitted in this subparagraph,
no withdrawal of cash or exempted or margin
securities shall he permissible if the adjosted debit
balance of the account {(whether the general
account, the special bond account, or the special
convertible security account) would exceed the
maximum loan value of the securitics in such
account after such withdrawal. The exceptions are
available only in the event no cash or securities
need to be deposited in such account in connec-
tion with a transaction on a previous day and none
wonjd need to be deposited thereafter in connec-
tion with any withdrawal of cash or securities cn
the current day. The permissibie exceptions are (i)
registered non-equity securities or cxempiad securi-
ties held in the general account on March 11,
1968, and continuously thereafier may be with-
drawn upon the deposit in the account of cash
(or margin cquity securities counted at their maxi-
mum loan value) at least equal to the “retention
requirement” of such withdrawn securities, or (ii)
except as provided in (i) of this subparagraph,
sccurities having loan value in the general account,
the special bond account, or the special convertible
security account may be withdrawn upon the de-
posit in such account of cash or securities having
loan value in such aceount counted at the maxi-
mum loan value at least equal to the “retention re-
quirement” of those securities, or {iii} cash may be
withdrawn upon the deposit in the general account,
the speeial bond account, or the special convertible
security account of securities having a maximum
loan value in such account at least egqual to the
amount of cash withdrawn, or (iv) upon the sale
(other than the short sale} of securities having
loan value in the general account, special bond
account, or special convertible security account
there may be withdrawn in cash an amount equal
to the difference between the current market value
of the securities sold and the “retention require-
ment” of such securities, or (v) upon the sale
(other than the short sale) of a registered non-
cquity security or an cxempted security that was
held in the geperal account on March 11, 1968,
and cootinuously thereafter there may be with-
drawn in cash an amount equal to the difference
between the current market value of the securities
sold and the “retention requirement” of those
securities as prescribed in § 220.8 (fhe Supplement
to Regulation T).

{3) Rules for computing the maximum loan
value of the securities in a geperal account, special
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bond account, or special convertible security ac-
count and the adjusted debit balance of such
account are provided in paragrapbs (c) and (d) of
this section, and certain modifications of and ex-
ceptions to the general rule stated in this paragraph
are provided in the subsequent paragraphs of this
section and in § 220.6.

(c) Maximum loan valve and current market
value. {1) The maximum loan value of the sccuri-
ties in a general account, special bond account, or
special convertible security account is the sum of
the maximurn loan values of the individual securi-
tics in such account, including securities (other
than unissued sccurities) bought for such account
but not vet debited thereto, but excluding securities
sold for such account whether or not payment has
been credited thereto.

(2) Except as otherwise provided in this para-
graph, the maximum loan value of a security in a
general account, special bond account, or special
converlible security account shall be such maxi-
mum loan value as the Board shall prescribe from
time to time in § 220.8 (the Supplement to Repula-
tion T). No collateral other than an exempted
security or a registered non-cquity security held in
siich account on March 11, 1568, and continuously
thereafter, or margin equity security shall have any
loan value in a general account except that a
margin equity security eligible for a special con-
vertible security account pursuant to § 220.4(j)
shall have loan value in a general account only if
held in the account on March 11, 1968, and con-
tinuously thereafter.

(3} A warrant or certificate which cvidences
only a right to subscribe to or otherwisc acquire
any security and which expires within 90 days of
issuance shall have no loan value im a general
account, special bond account, or special con-
vertible security account; but, if the account con-
tains the security to the holder of which such
warrant or certificate has been issued and such
warrant or certificate is held in an appropriate
account maintained by the creditor for the cus-
tomer the current market value of such security (if
such security is a margin security) shall, for the
purpose of calculating its maximum loan value, be
increased by the current market value of such
warrant or certificate.

{4} For the current market value of a security
throughout the day of its purchase or sale, the
creditor shall use its total cost or the net proceeds
of its sale, as the case may be, and at any other
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time shall use the closing sale price of the sccurity
on the preceding business day as shown by any
regularly published reporting or quotation service.
In the absence of any such closing sale price, the
creditor may use any reasonable estimate of the
matket value of such security as of the close of
business on such preceding business day.

(d) Adjusted debit balance. For the purpose of
this part, the adjusted debit balance of a general
account, special bond account, or special con-
vertible security account shall be calculated by
taking the sum of the following items:

(1) the net debit balance, if amy, of such
account;

{2} the total cost of any securities (other than
unissued securities) bought for such account. but
not yet debited thereto;

(3) the current market value of any securities
(other than unissued securities) sold short in the
general account plus, for each security (other
than an exempted security), such amount as the
Board shall prescribe from time to time in § 220.8
(the Supplement to Regulation T} as the margin
required for such short sales, except that such
amount so prescribed in such § 220.8 need not be
included when there are held in the general account
the same securities or securities exchangeable or
convertible within 90 calendar days, without re-
striction other than the payment of money, into
such securities sold short;

(4) the amount of margin specified by paragraph
() of this section for every net commitment in such
account in unissued securities, plus all unrealized
losses on each commitment in unissued securities
and minus all unrealized pains (not exceeding the
required margin} on cach commitment in unissued
securities; and

(5) the amount of any muargin customarily re-
quired by the creditor in connection with his en-
dorsement or guarantee of any put, call, or other
option;
and deducting there from the sum of the following
items:

(6) the net credit balance, if any, of such ac-
count; and

(7) the net proceeds of sale of any securities
(other than unissued securities) sold for such ac-
count bot for which payment has not yet been
credited thereto.

In case such account is the account of a partner of
the creditor or the account of a joint venture in
which the creditor participates, the adjusted debit
balance shall be computed according to the forego-
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ing rule and the supplementary rules prescribed in
§ 220.6(a) and (b).

(e} Ligquidation in Len of deposit.’ In any case
in which the deposit required by paragraph (b) of
this section, or any portion thereof, is not obtained
by the creditor within the S-day period specified
therein, margin non-exempted sccurities shall be
sold (or, to.the extent that there are insufficient
margin non-excmpted securities in the general ac-
count, special bond account, or special convertible
security account other liquidating transactions shall
be effected in such account), prior to the expiration
of such 5-day period, in such amcunt that the re-
sulting decrease in the adjusted debit balance of such
account exceeds, by an amount at Ieast as great as
such required deposit or the undeposited portion
thereof, the "retention requirement” of any margin
or axempted securities sold: Provided, That a credi-
tor is not required to scll securities or to effect other
liguidating transactions specified by this paragraph
in an amount greater than necessary to climinate the
excess of the adjusted debit balance of such account
over the maximum loan value of the securities
remaining in such account after such liquidation.

(f) Extensions of fime. In cxceptional cases, the
5-day period specified in paragraph (b) of this sec-
tion may, on application of the creditor, be extended
for one or more limited periods commensurate with
the circumstances (1) by any regularly constituted
commitfce of 4 national securities exchange having
jurisdiction over the business conduct of its mem-
bers, of which exchange the creditor is 2 member or
through which his transactions are effected, or (2)
in instances where the procedure described above is
not readily available or appropriate, by a committee
of a national securities association: Provided, That
such committee is satisfied that the creditor is act-
ing in good faith in making the application and that
the circumstances are in fact exceptional and war-
rant such action.

{g} Transactions on given day. For the purposes
of paragraph (b) of this scction, the question of
whether or not an cxcess of the adjusted debit bal-
ance of a general account, special bond account, or
special convertible security account over the maxi-
mum toan value of the securities in such account is
crealed or increased on a given day shall be deter-

4 This requirement rclates to the action to be taken when
a customer fails to make the deposit required by § 220.3(b),
and it is not intended to countenance on the part of cns-
tomers the practice commonly known as “free-riding,” to
prevent which the principal national sccurities exchanges
have adopied centain rmles. Sée the rules of such exchanges
and § 220.7(e).
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mined on the basis of alf the trabsactions in the
account on such day exchisive of any deposit of
cash, deposit of sccurities, covering transaction, or
other liquidation that has been effected on such day,
putsuant to the requirement of paragraphs (b) or
{e) of this section, in connection with a transaction
on a previous day. In any case in which an excess

so created, or increase so caused, by transactions on .

a given day does not exceed $100, the creditor need
not obtain the deposit specified therefor in subpara-
graph (h) (1) of this section. Any transaction which
serves to meet the requirements of paragraph (e) of
this section or otherwise serves to permit any off-
selting {ransaction in an account shall, to that ex-
tent, be unavailable to permit any other transaction
in such account, For the purposes of this part (Reg-
ulation T), if a security has maximum loan value
under subparagraph (c)(1) of this section in a
general account, a sale of the same security (even
though not the same certificate) in such account
shall be dezmed to be a long sale and shall not be
deemed to be or treated as a short sale,

{(h) Unissued securities. (1) The amount to be
included in the adjusted debit balance of a pgeneral
account, special bond account, or special convertible
security accoumt as the margin required for a nel
long commitment in vnissued securitics shall be the
cuirent market value of the net amount of unissued
securities long minus the maximum loan value which
such net amount of secorities would have if they
were issued margin securities held in such account;
and ihe amount to be so included as the margin re-
quired for a net short commitrnent in unissued se-
curities shall be the amount which would be required
as margin for the net amount of unissued securitics
short if such sectrities were issued securities apd
were sold short in such account: Provided, That no
arnount peed be included as margin for a pet short
commitment in unissued securilies when there are
held in such account securities in respect of which
the unissued securities are to be issued, nor for any
net position in unissued securities that are exempted
securities.

(2) Whenever a creditor, pursuant to a purchase
of an unissued security for a customer, receives an
issued security which is not a margin or exempted
security, the creditor shall treat as the margin re-
quired for such purchase, any payment by the cus-
tomer for such issued security as a transackion (other
than a withdrawal) which increases the adjusted
debit balance of a general account, special bond ac-
count, or special convertible security account by the
amount of the payment minus the amount required

to be included in the adjusted debit balance of such
account, at the time of and In comnection with the
purchase of the unissued security.

" SECTION 220.4—SPECIAL ACCOUNTS

(a) General mde. (1) Pursuant to this section, a
creditor may establish for any customer one or more
special accounts. .

(2) Each such special account shall be recorded
separately and shafl be confined to the transactions
and refations specifically authorized for such ac-
count by the appropriate paragraph of this section
and to transactions and relations incidental to those
specifically authorized. An adequate record shall be
matntained showing for each such account the full
details of all iransacticns in the account.

(3) A special account established pursuant to
this section shall not be used in any way for the pur-
pose of evading or circumventing any of the provi-
sions of this part. If a customer has with a creditor
both a general account and one or more such special
accounts, the creditor shall treat each such special
account as if the customer had with the creditor no
general account, special bond account subject to
§ 220.4(i), or special convertible security account
subject to § 220.4(j).

{4) The only other conditions to which transac-
tions in such special accounts shall be subject under
the provisions of this part shall be such conditions
as are specified in the appropriate paragraph of this
section and in §§ 220.2, 220.6, 220.7, or 220.8,
excepl insofar as 8 220.3 applies to §§ 220.4(i),
and (j). ) '

{b) Special ommibus account, Tn a special omni-
bus account, a member of a national securities ex-
change may effect and finance tramsactions for
another member of a national securities exchange or
a broker or dealer registered with the Securities and
Exchange Commission under section 15 of the Se-
curities Exchange Act of 1934 (15 U.S.C. 780)
from whom the member receives (1) written notice,
pursuant to 2 rule of the Securities and Exchange
Commission concerning the hypothecation of cus-
tomers' securities by brokers or dealers (Rule 8c-1
(17 CFR 240.8c-1) or Rule 15¢2-1 (17 CFR
240.15¢2-1) ), to the effect that all securities car-
ried in the account will be carried for the account
of the customers of the broker or dealer and (2)
written notice that any short sales effected in the
account will be short sales made in behalf of the
customers of the broker or dealer other than his
partners. No substitutions of collateral securing
credit extended to a broker or dealer not described
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in the preceding sentence shall be permitted after
October 6, 1969, and no such credit shall be main-
tained after July 8, 1970,

(c) Special cash account. {1) In a special cash
account, a creditor may effect for or with any cus-
tomer bona fide cash transactions in securities in
which the creditor may:

(i) Purchase any security for, or sell any security
to, any customer, provided funds sufficient for the
purpose are already held in the account or the pur-
chase or sale is in reliance upon an agreement ac-
cepted by the creditor in good faith that the cus-
tomer will promptly make full cash payment for the
sccurity and that the customer does not contemplate
selling the security prior to making such payment.

(ii) Sell any security for, or purchase any se-
curity from, any customer, provided the security is
held in the account or the creditor is informed that
the customer or his principa! owns the sccurity and
the purchase or sale is in reliance upon an agree-
ment accepted by the creditor in good faith that the
security is to be promptly deposited in the account.

(2} In case a customer purchases a security
{other than an exempted securily) in the special
cash account and docs not make full cash pay-
ment for the security within 7 days after the date
on which the security is so purchased, the creditor
shall, except as provided in subparagraphs (3.)—(7)
of this paragraph, promptly cancel or otherwise
liquidate the transaction or the unsettled portion
thereof.

(3) ¥f the security when so purchased is an un-
issued security, the period applicable to the trans-
action under subparagraph (2) of this paragraph
shall be 7 days after the date on which the security
is made available by the issuer for delivery to pur-
chasers. If the security when so purchased is a
“when distributed” security which is to be dis-
tributed in accordance with a published plan, the
period applicable to the tramsaction under sub-
paragraph (2} of this paragraph shall be 7 days
after the date on which the security is so dis-
tributed. ‘If the security when so purchased is a
new security issued or to be issued for the purpose
of refunding outstanding securities which mature,
or are to be payable upon presentation for redemp-
tion, within 35 days of the date on which the new
security is made available by the issuer for delivery
to purchasers, the period applicable to the trans-
action under subparagraph (2) of this paragraph
shall be 7 days after such maturity or payment
date: Provided, That this sentence shall apply only
to the payment of that portion of the purchase price
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that does not exceed 103 per cent of the amount
that will be payable to the purchaser of the new
security upon such maturity of, or payment for,
sccurities owned by him at the time of the purchase.

(4) If any shipment of securities is incidental
to the consummation of the transaction, the period
applicable to the transaction under subparagraph
(2} of this paragraph shall be dcemed to be ex-
tended by the nmumber of days required for all such
shipments, but not by more than 7 days.

(3) If the creditor, acting in goed faith in ac-
cordance with subparagraph (1) of this paragraph,
purchases a security for a customer, or sells a se-
curity to a customer, with the understanding that
he is to deliver the security promptly to the cus-
tomer, and the full cash payment to be made
promptly by the customer is to be made against
such delivery, the creditor may at his option treat
the transaction as one to which the period appli-
cable under subparagraph (2} of this paragraph is
not the 7 days therein specified but 35 days after
the date of such purchase or sale,

{6) If an appropriatc committee of a national
securities exchange or a national securities associa-
tion is satisfied that the creditor is acting in good
faith in making the application, that the application
relates to a bona fide cash trapsaction, and that ex-
ceptional circumstances warrant such action, such
committee, on application of the creditor, (i) may
extend any period specified in subparagraphs (2},
(3), (4), or (5} of this paragraph for one or more.
limited periods commensurate with the circum-
stances, or (ii}, in case a security purchased by the
customer in the special cash account is a margin or
exempted security, ‘may authorize the transfer of
the transaction to a general account, special bond
account, special convertible security account, or
special omnibus account, and the completion of
such transaction pursvant to the provisions of this
part relating to such an account.

(7) The 7-day periods specified in this para-
graph refer to 7 full business days. The 35.day
period and the 90-day pericd specified in this para-
graph refer to calendar days, but if the last day of
any such peried is a Saturday, Sunday, or holiday,
such period shall be considered to end on the next
full business day, For the purposes of this para-
graph, a creditor may, at his option, disregard any
sum duc by the customer not exceeding $100.

{8} Ualess funds sufficient for the purpose are
aiready in the account, no security other than an
exempied security shall be purchased for, or sold
io, any customer in a special cash account with the
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creditor if any security other than an exempted
security has been purchased by such customer in
such an account during the preceding 90 days, and
then, for any reason whatever, without having been
previously paid for in full by the customer, the
security has been sold in the account or delivered
out to any broker or dealer: Provided, That an
appropriate committee of a national securities ex-
change or a national securities association, on ap-
plication of the creditor, may authorize the creditor
to disregard for the purposcs of this subparagraph
any given instance of the type therein described if
the committee is satisfied that both creditor and
customer are acting in good faith and that circum-
stances warrant such authorization. For the pur-
poses of this subparagraph, the cancelation of a
transaction, otherwise than to correct an error, shall
be deemed to constitute a sale. The creditor may
disregard for the purposes of this subparagraph a
sale without prior payment provided fult cash pay-
ment is received within the period described by sub-
paragraph (2) of this paragraph and the customer
has not withdrawn the proceeds of sale on or before
the day on which such payment (and also final pay-
ment of any check received in that connection) is
received, The creditor may so disregard a delivery
of a security to another broker or dealer provided
such delivery was for deposit into a special cash
account which the latter broker or dealer maintains
for the same customer and in which account there
are already sufficient funds to pay for the security
so purchased; and for the purpose of determining in
that connection the status of a customer’s account
at another broker or dealer, a creditor may rely upon
a written statement which he accepts in good faith
from such other broker or dealer.

(d) Special arbitrage account. In a special arbi-
trage account, z member of a2 national securities
exchunge may effect and finance for any custemer
bona fide arbitrage transactions in securities. For
the purpose of this paragraph, the term “arbi-
trage” means (1} a purchase or sale of a secuarity
in one market together with an offsetting sale or
purchase of the same security in a different market
at as nearly the samc time ag practicable, for the
purpose of taking advantage of a difference in
prices in the two markets, or {2) a purchase of a
security which is, without restriction other than
the payment of mopey, exchangeable or convert-
ible within 90 calendar days following the date of
its purchase into a second security together with
an offsetting sale at or about the same time of
such second security for the purpose of taking
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advantage of a disparity in the prices of the two
securities, except that when the security purchased
is solely a due bill for, or other evidence of the
right to receive, only the security that is sold, and
the security that is sold is trading as a when-issued
sceurity, such period shalt be 180 calendar days,

(e) Special commodity account. In a special
commodity account, a creditor may cffect and carry
for any custemer transactions in commodities.

(f) Special miscellaneous account. In a special
riscellaneons account, a creditor may:

(1) With the approval of any reglarly consti-
tuted committee of a national securities exchange
having jurisdiction over the business conduct of its
members, extend and maintain credit to meet the
emergency needs of any creditor;

(2)(i) Extend and maintain credit, (a) to or
for any partner of a firm which is a member of a
national sccurities exchange to enable such partner
to make a contribution of capital to such firm, or to
purchase stock in an affiliated corporation ef such
firm, or (&) to or for any person who is or will
become the holder of stock of a corporation which
is a member of a national securities exchange to
enablc such person to purchase stock in such cor-
poration, or to purchase stock in an affiliated cor-
poration of such- corporation; provided the lender
as well as the borrower is a partner in such member
firm or a stockholder in such member corporation,
or the lender is a firm or a stockbolder in such
member corporation, or the lender is a firm or cor-
poration which is a member of a national securities
exchange and the borrower is a-partner in such firm
or a stockholder in such corporation;

(ii} Extend and maintain subordinated credit to
another creditor for capital purposes: Provided, That

(a) Either the lender or the borrower is a firm
or corporation which is a member of a national
securitics exchange, the other party to the credit is
an affiliated corporation of such member firm or
corporation, and, in addition to the fact that an
appropriate committee of the exchange is satisfied
that the credit is not in contravention of any rule of
the exchange, the credit has the approval of such
committee, or

(b) The lender as well as the borrower is a
member of such exchange, the credit has the ap-
proval of an appropriate committee of the ex-
change, and tbe committee, in addition to being
satisfied -that the credit is not in contravention of
any rule of the exchange, is satisfied that the credit
is outside the ordinary course of the lender’s busi-
ness, and that, if the borrower’s firm or corporation
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or an affiliated corporation of such firm or corpora-
tion does any dealing in securities for its own
account, the credit is not for the purpose of increas-
ing the amount of such dealing.

(iil) For the purpose of subdivisions {i) and
(ii) of this subparagraph, the term “affiliated cor-
peration” means a corporation all the common
stock of which is owned directly or indirectly by
the member firm or general partpers and cmployees
of the firm, or by the member corporation or
holders of voting stock and employees of the cor-
poration and an appropriate committee of the ex-
change has approved the member firm's or member
corporation’s affiliation with such affiliated cor-
poration,

(3) Purchase any security from any customer
who is 2 member of a national securities exchange
or a broker or dealer registered with the Securities
and Exchange Commission under section 15 of the
Securities Exchange Act of 1934 (15 U.S.C. 780),
or sell any security to such customer: Provided,
That the creditor acting in good faith purchases or
sells the security for delivery, against full payment
of the purchase price, as promptly as practicable in
accordance with the ovdinary usage of the trade;

(4) Effect and finance, for any member of a
national securities cxchange who is registered and
acts as odd-dot dealer in securities on the exchange,
such member’s fransactions as an odd-lot dealer in
such securities, or effect and finance, for any joint
venture in which the creditor participates, any
transactions in any securitics of an issue with re-
spect to which all participants, or all participants
other than the creditor, are registered and act on a
national securities exchange as odd-lot dealers;

(5) Efcct transactions for and finance any joint
venture or group in which the creditor participates
and in which all participants are dealers (whether
such participants he acting jointly or severally), or
any member thereof or participant therein, for the
purpose of facilitating the underwriting or distribut-
ing of all or part of an issue of securities (i) not
through the medinm of a national securities ex-
change, or (ii) the distribution of which has been
approved by the appropriate commitiee of a national
securities exchange;

(6) Effect for any customer the colection or
exchange (other than by sale or purchase} of secu-
rities deposited by the customer specifically for
such purposes, and (subject te any other applicable
provisions of law) received from or for any cus-

28

tomer, and pay out or deliver to or for any cus-
tomer, any money or securities;

(7) Effect and carry for any customer transac-
tions in foreign exchange; and

(8) Extend and maintain credit to or for any
customer without collateral or on any collateral

whatever for any purposc * other than purchasing or
cartying or trading in securities.

{g) Specialist’s account. In a special account
designated us a specialist’s account, a creditor may
effect and finance, for any member of a national
securities exchange who is registered and acts as a
specialist in securities on the exchange, such mem-
ber’s transactions as a specialist in such securities,
or cffect and finance, for any joint venture in which
the creditor participates, any transactions in-any
securities of an issue with respect to which ali par-
ticipants, or all participants other than the creditor,
are registered and act on a national securities ex-
change as specialists. Such specialist’s account shall
be subject to the same conditions to which it would
be subject if it were a general account ¢xcept that if
the specialist’s exchange, in addition to the other
requirements applicable to specialists, is designated
by the Board of Governors of the Federal Rescrve
System as requiring reports suitable for supplying
current information regarding specialists’ use of
credit pursuant to this paragraph, the reguirements
of §220.6(b} regarding joint ventures shall not
apply to such accounts and the maximurm Joan
value of a registered security in such account shall
be as determined by the creditor in good faith.

{(h) Spectal subscriptions accounts. In a special
subscriptions account a creditor may cffect and
finance the acquisition of a margin security for a
customer through the excrcise of a right to acquire
such security which is evidenced by a warrant or
certificate issued to stockholders and expiring within
90 days of issuance, and such special subscriptions -
account shall be subject to the same conditions to
which it would be subject if it were a general
account, except that:

(1) Each such acquisition shall be treated sepa-
rately in the account, and prior to initiating the
transaction the creditor shall obtain a deposit of
cash in the account such that the cash deposited
plus the maximem loan value of the securities so
acquired equals or exceeds the subscription price,
giving effeet to a maximum loan value for the
securities so acquired of 75 per cent of their current

4 8ee § 220,7{c).
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market value as determined by any rcasonable
method;

{2} After October 20, 1967, at the time when
credit is extended pursuant to this paragraph, the
creditor shall compute the amount by which the
credit exceeds the maximum loan value of the col-
luteral as prescribed by § 220.8 (the Supplement to
Regulation ‘TY and the customer shall reduce the
credit by an amount equal to at least one-fourth of
such sum by the end of each of the 4 succeeding 3-
calendar-month periods or until the credif does not
excecd the current maximum loan value of the col-
lateral, whichever shall occur first, and, ¥ the credi-
tor fails to obtain the required quartetly reduction
or a portion thereof with respect to a particular
acquisition within 5 full business days after such
reduction is due, the creditor shall promptly liqui-
date a portion of the collateral so acquired and
apply the proceeds of the sale to reduce the credit,
in an amount equal to at least twice the required
payment or portion thereof for the first 2 such
liquidations, at least equal to the required payment
or portion thereof for the third such liqridation,
and at least sufficient so that the remaining credit
does not exceed the current maximum loan value
of the remaining collateral after the fourth such
liquidation: Provided, That no such liguidation
need be in an amount greater than is necessary so
that the remaining credit does not exceed the maxi-
mum Joan value of the remaining coflateral deter-
mined as of the date the credit was extended; and

(3) The creditor shall not permit any with-
drawal of cash or sccurities from the account so
long as the remaining credit cxeeeds the maximum
loan value of the remaining collateral in the ac-
count, except that when the remaining credit ¢x-
tended in connection with a given acquisition of
securities in the account has become equal to or less
than the maximum loan value of such securitics as
prescribed in § 220.8 (the Supplement to Regula-
tion T) (or in connection with an acquisition after
October 20, 1967, the requirements of subpara-
graph (2) of this section have been fulfilled), such
securitics shall be transferred to the general account
{or, if eligible, to a special convertible security ac-
count pursuant to § 220.4(j)) together with any
remaining portion of such credit. In order to facili-
tate the exercise of a right in accordance with the
provisions of this paragraph, a creditor may permit
the right to be transterred from a general account to
the speeial subscriptions account without regard to
any other requirement of this part.
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(i} Special bond aeccount. In a special bond
account a creditor may ¢ffect and finance trans-
actions in exempted securities and registered non-
equity securities for any customer.® :

(i) Special convertible debt security account
(1) In = special convertible debt security account
a creditor may extend credit on any margin security
consisting of a margin debt security (i) convertible
with or without consideration, presently or in the
future, into margin stock or (ii} carrying a warrant
or right to subscribe to or purchase such stock.

(2) A special convertible debt security account
shall he subject to the same conditions to which it
would be subject il it were a general account except
that the maximum loan value of the securities in
the account shall be as prescribed from time ta time
in § 220.8 (the Supplement to Regulation T}.

{3) Any security which ceases to be an equity
security while held in this account shall continue to
be treated as an equity security as Jong as it is

‘centinuously held i this account.

{(4) In the event any stock is to be substituted
for a secunty held in this account, or if a seourity
held in this account is to be used to offset a short
salc in the general account, such security shail
thercupon be transferred to the customer’s general
account apainst a deposit of cash or margin securi-
ties gligible for an extension of credit in this account
{counted at their maximum [oan value) equal to at
least the maximum loan value of the security for
which such substitution is made, without regard to
the retention requirement of § 220.3(b) (2},

{k) Special equity funding account, In a special
equity funding account a creditor who is the issuer
or u subsidiary or affiliate of the issuer of a plan,
program, Or investment contracl, registered with the
Sccurities and Exchange Commission under the
Securities Act of 1933 (15 U.S.C. 77), that pro-
vides for the acquisition both of a security issued
by an investment company registered pursuant to
section 8 of the Investment Company Act of 1940
{15 U.S.C. 80a-8) and of insurance may arrange
for the extension or maintenance of credit, not in
excess of the premivms on such policy (plus any
applicable intercst), on a security issued by such an
investment company that serves as collateral under
such a plan, program, or investment contract: Pro-
vided, That such credit is extended or maintained
by a lender subject to Part 207 of this Chapter
{Regulation G) or a bank subject to Part 221 of
this Chapter (Regulation U). A creditor arrang-

5 For maximum loan value of such sccuritics see § 2208
(b}, the Supplement to Regulation T.
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ing credit in a special equity funding account shall
not extend, arrange, or maintain credit in the gen-
eral account or any other special account in
§§ 220.3 and 220.4 of this part.

SECTION 220.5-—BORROWING BY
MEMBERS, BROKERS, AND DEALERS

(&) General rule, Tt is unlawful for any creditor,
directly or indirectly, to borrow in the ordinary
coursc of business as a broker or dealer on any
registered security (other than an cxempted secu-
rity) except: o

{1) frem or through a member bank of the
Federal Reserve System; or

(2) from any nonmember bank which shall
have filed with the Board an agreement wbich is
still in force and which is in the form prescribed
by this part; or

(3) to the extent to which, under the provisions
of this part, loans are permitted between members
of a national securities e¢xchange and/or brokers
and/or dealers, or loans are permitted to meet
emergency needs,

{b) Apreements of nonmember banks. An
agreement filed pursuant to section 8(a) of the Act
(15 U.S.C. 78h(a)) by a bank not a member of
the Federal Reserve System shall be substantially in
the form contained in Form F.R, T-2 if the bank
has its principal place of business in a territory or
insular possession of the United States, or if it has
an office or agency in the United States and its
principal ptace of business outside the United
States. The agreement filed by any other nonmem-
ber bank shall be in substantially the form con-
tained in Form F.R. T-1. Aoy nonmember bank
which has executed any such apgreement may ter-
minate the agreement if it obtains the written con-
sent of the Board. Blank forms of such agreements,
information regarding their filing or termination,
and information regarding the names of nonmem-
ber banks for which such agreements are in force,
may be obtained from any Federal Reserve Bank,

(c) Borrowing from other credifors. A creditor
may berrow from another creditor in the ordinary
course of business as a broker or dealer on any
registered sccurity to the extent and subject to the
terms upen which the latter may extend credit to
him in accordance with the provisions of this part,
and subject to any other applicable provisions of

[aw,
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SECTION 220.6—CERTAIN TECHNICAL
DETAILS

(a} Accounts of partners. In case a pgeneral
account, special bond account, of special con-
vertible security account is the account of a partner
of the creditor, the creditor, in calculating the ad-
justed debit balance of such account and the maxi-
mum loan value of the securities therein, shall dis-
regard the partner’s financial relations with the
firm as reflected in his capital and ordinary drawing
accounts,

(b) Contribntion to joint ventore, In.case a
general account, special bond account, or special
convertible security account is the account of a
joint venture in which the creditor participates, the
adjusted debit balance of such account shail in-
clude, in addition to the items specified in
§ 220.3(d), any amouni by which the creditor’s
contribution te the joint venture exceeds the con-
tribution which he would have made if he had con-
tributed merely in proportion to his right to share
in the profits of the joint venture.

(¢) Guaranteed accounts, No guarantce of a
customer’s account shall be given any effect for
purposes of this part.

{d) Tramsfer of accoumnts. {1) In the event of
the transfer of 2 geperal account, special bond ac-
count, or special convertible security account from
one creditor to another, such account may be
treated for the purposes of this part as if it had
been maintained by the transferec from the date of
its origin: Provided, That the transfcree accepts in
good faith a signed staternent of the {ransferor that
no cash or sccurities need be deposited in such
account in connection with any transaction that has
been effected in such account or, in case he finds
that it is not practicable to obtain such a statement
from the transferor, accepts in good fajth such a
signed statement from the customer.

(2} In the event of the transfer of a peneral
account, special bond account, or special con-
vertible security account, from cne customer fo
another, or to others, as a bona fide incident to a
transaction that is not undertaken for the purpose
of avoiding the requirements of this "part, each
such transferee account may be treated by the
creditor for the purposes of this part as if it had
been maintained for the transferce from the date
of its origin: Provided, That the creditor accepts in
good faith and keeps with such transferee account






