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Of particular significance this year was the selec-
tion, effective October 1, 1974, of Bradford Com-
puter & Systems, Inc. (Bradford), as facilities man-
agement contractor for NCC clearing operations. This
contract ‘was the latest step in a continual cost-
cutting program implemented by NCC as a result
of persistent low volume in the over-the-counter mar-
ket. Of principal concern to the NCC Board of Direc-
tors was the need to protect the Clearing Corpora-
tion from incurring continuing losses and possibly
requiring further rate increases. The net effect of
the terms of the Bradford proposal was to eliminate
the possibility of further losses and to improve the
current cash flow. An important consideration in
awarding the contract to Bradford was that no action
be taken that would delay implementation of the
long-sought industry objective of a single national
clearing system for all securities transactions. So
as not to impede progress toward a single national
clearing system, provision was made in the contract
for early termination, should it become necessary.

The NCC Board continues to set policy as in the
past, and retains a staff to perform planning, legal
support, surveillance over clearing members' finan-
cial status, uniform practice, internal audit, and
membership matters. NCC's surveillance activities
continue to be coordinated with others of the NASD
and the exchanges.

On December 6, 1974, NCC began implementa-
tion, on a pilot basis, of a Nationzal Envelope Settle-
ment System (NESS) in Minneapolis, New York and
Phitadelphia. This system, participation in which is
voluntary, is an extension of the present envelope
settlement system, which allows clearing banks and
clearing members who maintain New York offices to
deliver and receive envelopes from other clearing

members either with or without an assigned dollar
value, making one daily money settlement with NCC.
The National Envelope Settlement System expands
this present service by allowing for inter-city receipts
and deliveries between participants in different re-
gional clearing cities. Inter-city deliveries are deliv-
ered and settled on a next-day basis. By early Janu-
ary, 1975, full NESS operations will be implemented
in all other regional clearing cities.

Plans for the future include expansion of several
present services, the development of a National
Trade Comparison Service which will allow for the
inter-regional comparison of trades in non-CNS eligi-
ble securities, and interfaces with other regional
depositories.

1974 was a year in which the Association made
meaningfu! progress in many areas, both in its own
activities and in cooperative endeavors with other
regulatory bodies. 1975 is expected to be equally
productive. In the regulatory area, 1975 should see
further progress on a number of projects already
underway. Some exampiles are new computerized
reports for detecting OTC market manipulation,
more sophisticated surveillance methods over mem-
hers' financial /operational condition, and upgraded
qualificaticn standards for registered principals and
representatives.

In addition, the Board of Governors will address

the question of whether to purchase the NASDAQ
System from Bunker Ramo Corporation. Work will
continue on the feasibility of adapting the System to
such new uses as the display of OTC options quota-
tions and the display of block interest indications.
Pending legislation, if enacted into law, could have a
profound effect upon members’ activities and will,
therefore, be followed closely. NCC will continue to
expand its services, at the same time continuing to
participate in industry efforts to achieve a single
national clearing system.

This changing environment will present a signifi-
cant challenge to the Association in the years ahead.
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and Direct Participation Program Registered Repre-
sentative Examination will also be implemented dur-
ing the first half of 1975.

Early in 1975, the Asscciation will submit for
member comment a revised Schedule C of the NASD
By-Laws. This schedule will specify the registration
requirements for various categories of representa-
tives and principals. In addition to the registered
representative categories noted above, the proposed
schedule includes a number of new registration
categories for principals. These include: General
Securities Principal; Investment Company Products/
Variable Contracts Principal; Security Trader Princi-
pal; Direct Participation Program Principal; Finan-
cial and Operations Principal; Underwriter Principal;
and Options Principal. These categories extend the
concept of specialization used at the registered rep-
resentative level to principal registrations. To insure
uniformity, the NASD will work closely with other
regulatory bodies in the development of the princi-
pal examination programs. Pending final approval
of the new Schedule C by the NASD Board and non-
disapproval by the Commission, the new examina-
tions will be put into effect as they are developed
during the latter half of 1975 and in early 1976.

Investment Companies

During September 1974, the SEC held public
hearings on the Association’s Anti-Reciprocal Rule
and Investment Company Portfolio Practices. Follow-
ing the submission of a detailed written statement,
including the results of a survey of mutual fund
underwriters, the Association testified at these hear-
ings in support of a revision of the Rule. The Asso-
ciation’s suggested revision is intended to clarify that,
subject to best execution, a mutual fund is not pro-
hibited from following a publicly disclosed policy of
selecting broker/dealers to execute portfolio trans-
actions on the basis of sales of fund shares. The
Association's proposal was based in part on indica-
tions that the Rule had been interpreted as requiring
that sellers of fund shares be avoided when portfolio
transactions were executed, with the unintended re-
sult that portfolio brokerage commissions had been
diverted from otherwise qualified broker/dealers. By
year end, the Commission had not published its
views on the Association’s proposed clarification.

In November 1974, the SEC published its Report
on Mutual Fund Distribution and Section 22(d) of
the Investment Company Act of 1940. This Report,
and the regulatory program stemming from it, re-
sulted from public hearings held by the Commission
in February and March of 1973. As announced by
the Commission, its mutual fund distribution pro-
gram involved:

¢ An amendment to Rule 134 under the Securities
Act of 1933 (effective December 10, 1974) to
allow greater flexibility in mutual fund adver-
tising.

e A proposal to amend the Commission’s Statement
of Policy to permit more meaningful portrayal
of investment results in mutual fund sales litera-
ture.

* An amendment to Rule 22d-1 under the Invest-
ment Company Act of 1940 (effective December
16, 1974) to provide greater opportunities for
mass-marketing by allowing quantity discounts
and other price variations for a wide variety of
groups.

* An announcement of the Commission’s intention
to propose rules and to provide administrative
relief to increase opportunities for price variations
in specified circumstances.

e A request of the Association to adopt a rule
eliminating contractual restrictions which prevent
dealers from engaging in brokered transactions in
mutual fund shares.

s An announcement of the Commission’s intention
to view favorably interpretive requests from
brokers wishing to charge fees for services con-
nected with the purchase of no-load mutual funds
under certain circumstances.

e An indication to the Association that the Com-
mission would not object to the implementation
of its proposed rule on mutual fund sales charges.
(This rule, which was submitted for membership
comment in Novémber 1972, is expected to be
submitted to a formal vote of the membership
early in 1975.)

e An announcement that the Commission would
seek legislative authority to consider further steps
needed to move toward price competition.

The Association is directly involved in several
aspects of the Commission’s program and it is there-
fore likely that the membership will be solicited for
comments on several important issues during the
forthcoming year.

During the year, the Commission also adopted an
amendment to Rule 15¢1-4 under the Securities Ex-
change Act of 1934. The revised rule, which was,
in general, supported by the Association, permits
quarterly statements in lieu of individual confirma-
tions to be sent to certain types of tax-qualified in-
vestors in mutual fund shares.

Variable Contracts

In its regulatory program covering investment
companies described in the preceding section of this
report, the Securities and Exchange Commission in-
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Chairman’s Report

The effectiveness of
the NASD in fulfilling
its role as a regulatory
body was strengthened
throughout each of my
three years on the Board
of Governors. Existing
programs were consist-
-ently improved and new

programs started utiliz-

LQ ing new and sophisti-

‘ cated techniques.

The breadth of the As-
sociation's regulatory activities in 1974 is illustrated
by the following:

e Creation of new and highly sophisticated early
warning reports relating to financial and opera-
tional conditions of members.

* Development of specialized qualification examina-
tions for various categories of registered princi-
pals and representatives.

o Participation in the work of the SEC Report Co-
ordinating Group to reduce unnecessary or dupli-
cative reporting by member broker/dealers.

e Start of conversion of some 300,000 manually-
kept registration records to an automated cost-
effective system.

To camplement the regulatory activities, effort was
directed in 1974 to developing new ways in which
the Association could assist its members. In my view,
there need be no conflict between the Association’s
acting as a regulator and being helpful to its mem-
bers. For example, the NASD initiated a program in
several parts of the country in which an Association
Governor, District Chairman or Committeeman, ac-
companied by NASD staff, visited members through-
out the District. The purpose of these visits was not
to conduct examinations or to deal with disciplinary
problems. We sought, instead, to acquaint members
with changes in the Association's regulatory pro-
gram, to discuss other areas of NASD activity, to
listen to and get a grasp of members’ views and
problems and to offer the Association's assistance
in whatever way possible. The success of this pro-
gram has resulted in plans to expand these endeav-
ors in 1975, -

A new type of meeting was held in Boston in
October. An all-member committee ran a seminar
designed to assist the membership in finding solu-
tions to a variety of problems. In the sales area, 15
panelists, each a specialist in his respective field,
- explained marketing techniques for such products

as tax-exempt bonds, common stocks, options, new
issues, secondaries, pension and profit sharing plans,
mutual funds, tax shelters and insurance programs.
A luncheon speaker discussed full service financial
ptanning, i.e., the types of services which broker/
dealers may have to be qualified to offer clients in
the future. An operations panel discussed ways of
cutting costs and increasing efficiency. Finally, a
panel on regulation outlined programs designed to
avoid duplication and reduce the expense of regula-
tion. This seminar was attended by approximately
160 individuals representing 90 member organiza-
tions in District 13. As a result of this initial success,
the Association is now planning similar seminars in
other Districts. '

Another example of the broadened scope of NASD
activities was the sponsoring of seminar programs in
Chicago, New York and lLos Angeles for principal
executives of NASDAQ companies. These seminars
provided these corporate officials with a better under-
standing of the NASDAQ market. Similar programs
are being considered for 1975.

In addition, the Association is planning to hold
seminars of a mare specialized nature for its mem-
bers throughout the country. Forthcoming revisions
to SEC Rule 15c¢3-1, the net capital rule, including
the proposal to adopt an alternative net capital re-
quirement, will reshape existing financial standards
considerably; therefore, meetings to educate the
membership on these modifications should prove
most beneficial. (In connection with the adoption of
SEC Rule 15¢3-3, the customer protection rule, the
Association held 44 seminars of a similar nature
attended by about 4,400 persons in 1972 and 1973.)

In summary, then, the Association’s goal for the
future will be to combine its regulatory responsibili-
ties to protect the investing public with a series of
programs to enhance the marketplace and assist its
members.

New programs are possible because of the efforts,
skills and enthusiasm of hundreds of securities in-
dustry personnel. These industry leaders, who give
unsparingly of their time on local, district and na-
tional committees and on the Board of Governors,
provide the planning and leadership which make the
Association’s programs so highly effective. To all of
them, and to the NASD's truly capable and dedicated
staff, my thanks.

Respectfully submitted.

b W Lefee”

David R. Murphey, H!



President's Report

Without question 1974
has been an extremely dif-
ficult year for the securities
industry and the investing
public. . Discouraging eco-
nomic events on nationa!
and international levels re-
sulted in a further deteri-
oration of securities prices
and low volume throughout
most of the year. As a con-
sequence, the securities in-
dustry continued to con-
tract, with many broker/dealers pursuing more in-
tently a variety of budget cutting and cost savings pro-
grams to reduce averhead and the erosion of capital.

Since the financial resources of the Association
are directly tied to overall membership conditions
including, among others, the number of active firms,
registrations of individuals and profitability of mem-
bers, we too were compelled to initiate some belt-
tightening measures beyond those previously imple-
mented. For example, NASD staff was reduced over
the course of the year from 575 to 498 full-time
employees. All of these measures were thoroughly
studied and examined to assure that there would
be no lessening of our regulatory effectiveness or
elimination of services provided. There were, in addi-
tion, other significant steps taken that will assist
the Association’s financial picture.

In the past, all costs associated with the develop-
ment, operation and regulation of the NASDAQ mar-
ket have been borne solely by members of the NASD.
Now that the NASDAQ System has become firmly
established and a much expanded regulatory mecha-
nism is in place and functioning, the Association’s
Board of Governors concluded that it is appropriate
and reasonable to have investors in NASDAQ com-
panies participate to a limited extent through their
NASDAQ companies in sharing those- costs which
directly relate to the operation and regulation of this
market.

A schedule of annual fees and an entry fee plan
became effective on June 1, 1974, Annual fees will
result in approximately $2,000,000 being contrib-
uted by NASDAQ companies to the regulation of the
market—an amount equivalent to about fifteen per
cent of direct industry expenses for System opera-
tion and regulation.

The fee sctiedules were adopted with support for

the concept expressed by a substantial majority of
the NASDAQ companies that responded to the Asso-
ciation's request for comment. The Association will
in turn respond to suggestions made by a number
of NASDAQ ccmpanies by giving them representa-
tion in its policy-making deliberations.

Also significant in improving the financial outiook
for the Association was the selection, effective Octo-
ber 1, 1974, of Bradford Computer and Systems,
Inc. as the facilities management contractor for the
clearing operations of the National Clearing Corpo-
ration (NCC), a wholly-owned subsidiary of the
NASD. NCC’s net loss for its fiscal year ending
September 30, 1974, amounted to almost $700,000.
Additional infusions of capital from the Association
to NCC and increased rates for clearing members
loomed as likely prospects if losses continued to be
incurred. The arrangement with Bradford eliminated
the possibility of further losses and immediately
improved the cash flow at NCC.

The selection of Bradford as facilities manager is
notable as an illustration of the potential within the
industry for saving money by sharing facilities.
Bradford, the nation's largest securities processing
organization, is able to share with the over-the-
counter clearing operation computer facilities, space,
couriers, other personnel and a communications net-
work.

The Association continues to view the formation
of a single national clearing system for all securi-
ties transactions, both on the exchanges and over-
the-counter, as a most important step toward cutting
costs by eliminating expensive and wasteful dupli-
cation of effort. The NASD will continue to work
through the National Securities Processing Commit-
tee to achieve a merger of the various clearing en-
tities and the establishment of a governing structure
that will assure access to the clearing system by
all broker/dealers on a fair and non-discriminatory
basis.

As you read through this Annual Report, you will
find in many areas programs that will serve to make
-more efficient both the operations of the Association
and its membership. Even in these most difficult
times, it is possible to see evidence that the long-
term prospects for our industry are bright.

Respectfully submitted,

At

Gordon S. Macklin
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1974—REPORT TO MEMBERS

The continuation of severely depressed conditions
in the over-the-counter market throughout 1974 in-
tensified the need for the Association to continue its
program of close surveillance, to utilize automated
techniques that serve to reduce costs to the Associa-
tion and its members and to cooperate with other
organizations regulating the securities industry.

Substantial progress can be reported in a broad
list of areas. Furthermore, the benefits to the Asso-
ciation's membership of programs initiated this past
year will become progressively more apparent in the
years to come.

REGULATION

Continuing a program started in 1972, several
steps were undertaken by the Association during
1974 to make more efficient the total regulatory
environment within which the membership functions.
First, Regulation Division staff representatives par-
ticipated actively on a number of key industry com-
mittees and groups in a cooperative endeavor to
achieve greater uniformity in industrywide regulatory
practices. Second, the reorganization of the Regula-
tion Division, started in 1973, was completed. Third,
a number of the Association’s regulatory programs
and procedures were further refined. At the same
time, many were modified to reduce costs substan-
tially without lessening the entire program’s regu-
latory effectiveness.

Some of these activities are described in this Re-
port.

Membership

The number of Association members declined by
almost 14 percent in 1974. During the year, termi-
nations of member firms rose to 655 while new
member additions totaled 164. The number of
branch offices declined by 508. Contributing to these
reductions was a growing tendency by many broker/
dealers to consolidate into larger, better capitalized
organizations and, as part of a variety of intensified
budget cutting and cost saving programs, to close
unprofitahle branch offices. The number of regis-
tered representatives declined in 1974 by about
4 percent. At year end, slightly more than 200,000
individuals were registered with the Association.
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Examination of Member Firms

Partly as a result of the Assaciation's improved sur-
veillance and examination of members, the number
of firms referred to the Securities Investor Protection
Corporation (SIPC) as in or approaching financial
difficulty dropped dramatically during 1974. At the

. close of 1973, the Association was reporting to

SIPC 57 members in that category. By the end of
1974, the number had been reduced to 27.

Likewise, only 14 firms for which the NASD was
the designated examining authority were placed in
SIPC liquidation during the year, compared with 27
in 1973 and 40 in 1972. The Association is continu-
ing its close cooperation with SIPC with the aim of
reducing firm failures and the resulting claims
against SIPC funds,

During 1974, the Association conducted a total
of 3,464 routine and financial /operational examina-
tions of members’ main offices and 71 routine exami-
nations of branch offices. Also, 401 ‘‘cause’ or
“special’”’ examinations were completed during the
year.

As a result of this examination program, 234
Formal and Summary Complaints were filed and
268 Letters of Admission, Waiver and Consent were
accepted. Disciplinary actions during 1974 resulted
in the expulsion of 97 firms, the barring of 249
individuals, and the suspension of 55 firms and 145
individuals.

Anti-Fraud Programs

In 1972, a joint NASD/SEC Anti-Fraud Task Force
was formed for the purpose of investigating cases
involving fraud and manipulation in the sale and/or
distribution of securities. More recently, the activi-
ties of NASD participants on the task force were
centralized so that the staff now functions as the
Anti-Fraud Section of the Department of Enforce-
ment. The Section is manned by people who have
had experience in the area of investigating manipu-
lation and fraud. All possible fraud and manipufa-
tion cases, whether uncovered by District examiner
personne! or some other source such as the NASDAQ
Market Surveillance Section, are referred to the Anti-
Fraud Section for investigation.

The work of the Anti-Fraud Section and the Joint



Task Force has resulted in the initiation of SEC ad-
ministrative proceedings against 144 individuals and
39 broker/dealers. Five persons have been indicted,
three of whom were convicted of criminal violations
uncovered by the task force. Injunctions have been
obtained against eleven persons, seven securities
firms, and three corporations not engaged in the se-
curities business. Additionally, the Commission sus-
pended trading in twelve issues.

Joint NASD/SEC OTC Task Force

Another joint task force comprised of staff mem-
bers of the NASD and SEC was formed in early 1973
to improve the computer capabilities of each in con-
nection with ongoing OTC market surveillance and
enforcement programs, particularly with respect to
market manipulation. During 1974, the task force
was successful in designing the specifications for
two prototype NASD surveillance reports: one, a price-
volume graph and the other, a quotation analysis
report that will, among other things, analyze market
maker quotation changes.

When the task force’s projects become operational
in 1875, the resulting reports will be more sophisti-
cated than those presently available; will pinpoint
more accurately, and on a timely basis, potential
market manipulations in the OTC market; will free
market surveillance analysts for more in-depth
follow-through investigations on a greater number of
situations; and should prove to be an effective deter-
rent to pctential market manipulations.

SEC Report Coordinating Group

On May 1, 1974, the Report Coardinating Group,
an SEC Advisory Committee, was formed for a two-
year period to assist the Commission in its program’
of streamlining the reporting system for the secu-
rities industry. The program's objective is to reduce,
consolidate and eliminate unnecessary and duplica-
tive reports now required to be filed by broker/
dealers. .

In addition to one Association staff member who
serves on this Committee, nine other NASD em-
ployees have assisted the Report Coordinating Group
thus far by serving on staff work groups or subcom-
mittees formed for the purpose of developing a uni-
form financial and operational report (FOCUS Re-
port); uniform trading, assessment, and registration
forms; and uniform record-retention periods.

The first phase of the Committee’s work was com-
pleted in December when it delivered an *‘Interim
Report’”” and a “FOCUS Report Revised Discussion
Paper” to the Commission. The Committee recom-
mended the adoption of a FOCUS Report which would

simplify current reporting requirements through the
elimination of, where practicable, certain reports in-
cluding, among others, SEC Forms X-17A-5, X-17A-
10 and X-17A-11; Self-Regulatory Reports—Form M,
Form Q, Joint Regulatory Report, and Income and
Expense Report; and similar reports and forms used
by other regulatory authorities. It also recommended
that steps be taken to adopt uniform registration and
trading forms, and that the industry consider steps
to simplify the present system of collecting SIPC
assessments.

Registration Records and Forms

During the year the NASD completed its pilot pro-
gram involving the automation of facilities to main-
tain and retrieve records for registered representa-
tives and registered principals. Full implementation
of the program, involving nearly 300,000 records,
was started in July 1974. When the program is com-
pleted in early 1976, the Association will be able
to use cost-effective, modern computer techniques
to gain access to records formerly maintained and
retrieved manually.

Work also continued throughout 1974 to develop
uniform industry application/registration forms so
that one form could be used by broker/dealers and
another by individuals for filing with all regulatory
organizaticns. Thus, a multiplicity of forms would be
reduced to two. This effort, dating back to October
1972, invoived the participation by various securi-
ties and commodities exchanges, the SEC, the North
American Securities Administrators, the NASD and
other interested parties.

On December 27, 1974, the Association an-
nounced that, beginning January 1, 1975, Form U-4,
the “‘Uniform Application for Securities and Com-
modities Industry Representative and/or Agent',
would be accepted by the Association for requesting
registration of persons required to be registered
with the Association. This action was taken in co-
operation with all national securities exchanges, cer-
tain commodities exchanges and 40 states which
have agreed to accept this form in lieu of their own
separate applications for registration. Form U-3, the
“Uniform Application for Registration, Membership
or License of Broker-Dealer Firms'', was recently
published for comment by the SEC. Upon expiration
of the comment period in early 1975, it is expected
that this form will also be adopted.

Although certain technical changes in these forms
are likely, the acceptance of uniform registration
forms represents yet another step taken by the
Association, in concert with others, to eliminate
costly, duplicative paper work for members,
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1974 STATISTICAL REVIEW
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EXAMINATIONS ADMINISTERED BY THE NASD
FOR THE FIVE YEAR PERIOD BEGINNING

January 1, 1970 and ending December 31, 1974

EXAMS
QUALIFICATION ADMINISTERED
EXAMS FOR OTHER
YEARS FOR NASD INSTITUTIONS TOTAL
1970 63,653 26,862 90,515
1971 32,366 21,696 54,062
1972 38,519 26,262 64,781
1973 46,312 26,286 72,598
1974 26,783 21,059 47,212

Qualifications

For the past three years, the Association has been
working with industry task forces and other regula-
tory bodies on an extensive project designed to up-
grade qualification standards for securities industry
personnel. The primary goal of this project is to
develop improved qualifying examinations geared to
specific job functions in the securities industry. At
the end of 1974, work had been completed or was
near completion on five new examinations for reg-
istered representatives, including those for the fol-
lowing: General Securities Registered Representa-
tive; Investment Company Products/Variable Con-
tracts Registered Representative; Security Trader;
Real Estate Securities Registered Representative;
and Direct Participation Program Registered Repre-
sentative.

The new General Securities Registered Repre-
sentative Examination program was inaugurated
jointly by the NASD and the New York Stock Ex-
change in September 1974. The examination is given
once a month and is composed of 250 multiple
choice questions to be answered within six hours.
During 1975, the Association will work closely with
the New York Stock Exchange and other exchanges
in developing both a uniform industry study guide
for the General Securities Examination and additional
examination forms for this program.

In the second half of 1974, the Association pub-
lished study guides for both the Investment Com-
pany Products/Variable Contracts Examination and
the Rea! Estate Securities Examination. The Real
Estate Securities Examination was made available to
state securities administrators in October and will
become an NASD requirement during the first half
of 1975. The Investment Company Products /Variable
Contracts Examination, Security Trader Examination,



cluded twc items of significance to members market-
ing variable annuities.

First, the Commission indicated that it would not
abject to the adoption of a proposed Association rule
- -GOVErRE Mmaximum-sales-chargéson-virrfabie annui-
ties. This rule was developed by the Variable Con-
tracts Committee following an extensive study of
variable annuities conducted by the management
consultant firm of Booz, Allen & Hamilton in 1972,
Members will be asked to vote for the adoption of
the rule in early 1975. .

Second, the Commission announced that in the
near future it would publish for comment a proposed
rule to relieve issuers of variable annuities from the
restrictions of Section 22(d) of the Investment Com-
pany Act of 1940—the retail price maintenance
provision.

A further recommendation of the Booz, Allen study
was that the SEC's prohibition against the use of
illustrations giving hypothetical investment results
in the sale of variable annuities should be removed.
It was felt that such illustrations would help to in-
crease investor understanding of variable annuities
and enhance competition. Both the Association and
the insurance industry have been advocating such a
course of action for some years. It was, therefare,
with some regret that the Association felt it neces-
sary to comment unfavorably on a proposal for the
introduction of such illustrations which was issued
by the SEC in August. The Asscciation felt that the
iHustrations proposed were so complex and difficult
to understand that they would not achieve the de-
sired objectives.

Because most variable annuities are periodic pay-
ment plans and feature relatively small purchase
payments at frequent intervals over many years,
compliance with the confirmation requirements of
federal securities reguiations has been extremely
costly to members marketing such contracts. Con-
sequently, the Association welcomed proposals
issued by the SEC during the year which would
allow confirmations to be sent at less frequent inter-
vals for certain group and tax-qualified pension
plans. In its extensive comments on the proposals,
the Association requested that the SEC broaden the
scope of the proposed regulation to include all kinds
of investment plans where payments were made
periodically over long periods of time.

The Association continues to draw heavily on the
personnel of insurance company members to provide
the necessary expertise in developing and formulat-
ing policy. No less than 14 of the national commit-
tees of the Association’s Board of Governors include

' representation from the insurance industry.
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Real Estate Securities

The process of introducing real estate personnel
to securities industry regulation has been a relatively
smooth one mainly because of the efforts of two
committees appointed by the NASD in late 1973.

The Ad Hoc Policy Committee continues to study
the many rules of the Association to determine
which may have an effect on the safe of real estate
securities. The Committee, composed of representa-
tives of both the NASD and the National Association
of Realtors, has recommended major rule changes to
the NASD Board of Governors. In September 1974,
as a result of one such recommendation, the Board
approved an amendment to the Markup Policy as it
applies to certain real estate securities. The Com-
mittee has also dealt with many policy issues in-
volving the interrelationship of NASD rules with Fed-
eral Reserve Board, state and SEC regulation of
these securities.

The examination developed by the Special Sub-
committee on Real Estate Examination will be put
into use in 1975. Successful completion of this
examination, designed to test an individual's knowl-
edge of the basics of real estate and securities laws,
will qualify him as a limited real estate securities
salesman. The examination, designed as both an
NASD and nonmember examination, has received
the attention of many state securities administrators,
some of whom have instituted its use as a qualifica-
tion for licensing within their states.

SIPC Task Force

Early in 1974, a task force was formed by the
Chairman of SIPC to study methods to improve and
streamline procedures for the orderly transfer of
assets and reimbursement of customer funds under
the Securities Investor Protection-Act of 1970 (the
Act).

At the end of July, the task force, which included
a member of the NASD's Regulation Division staff,
completed its study and presented its report to the
SIPC Board of Directors. Notwithstanding the fact
that the Act has afforded protection to many cus-
tomers who previously received nane, the Task Force
Report stressed the need for flexible statutory guide-
lines designed to allow SIPC and trustees to exer-
cise discretion in making customers whole quickly
and with a minimum of expense. The task force
made numerous recommendations, most of which
were based on the following basic policy determi-
nations: SIPC’s role should remain that of a liquida-
tor, not a regulator; broker/dealers in financial diffi-
culty whose customers require the protection of the
Act should continue to be liquidated rather than re-



habilitated employing SIPC funds; SIPC or the trus-
tee should have greater flexibility to provide prompt
satisfaction of claims, more adequate customer pro-
tection and greater economy of administration; and
the protection afforded customers under the Act
sheufd be adequate to enable SIPC to fulfill its func-
tion of maintaining investor confidence in securities
- firms and securities markets.

The SIPC Board of Directors endorsed most of the
proposed changes to the Act recommended by the
task force. The two recommendations not fully en-
dorsed by the Board concerned a proposed increase

"in the present limits of coverage and a proposed
elimination of the current exclusion of mutua! fund
and variable annuity firms from membership in SIPC.
With regard to the present limits of protection, cur-
rently set at $50,000 maximum per account (with
a $20,000 maximum for cash claims), the Board
determined that any increase in coverage should
coincide with future increases in FDIC coverage for
bank accounts. Although the Board agreed with the
task force recommendation concerning mutual fund
and variable annuity firms, it directed that its report
contain an alternative approach which would elimi-
nate the holders of mutual funds and/or variable
annuities from the protection features of the Act.
The proposed elimination of the mutual fund-
variable annuity exclusion was strongly opposed by
the Association’s representative on the task force
since the large number of firms which would be
affected by this recommendation are smaller broker/
dealers whose activities do not present the risks
the Act is designed to protect. In a separate state-
ment which accompanied the Task Force Report, he
concluded that the recommendation would appear
to be contrary to the intent of a recent Senate Reso-
lution urging that steps be taken to assure the con-

tinued participation of small broker/dealers in the
securities markets.

Draft legisiation was subsequently submitted to
the Congress on December 17, 1974 and thereafter
bilis were introduced in both houses of Congress.

Relations With State
Securities Administrators

For the last fifteen years the Association has en-
joyed a close working relationship with state securi-
ties administrators. Recentiy the Association has ex-
panded its areas of cooperation with the states to
reduce duplicate regulatory efforts. The result has
been the development of uniform registration forms
for broker/dealers and their representatives or
agents, the administration of a newly developed
real estate securities examination, and the coordi-

nation of regulations dealing with new issues of secu-
rities including tax sheiters. In addition, the Asso-
ciation is working with state administrators to obtain
“blue sky'’ exemptions for certain qualified NASDAQ-
quoted companies. An important development in
1974 was the NASD’s proposal to the administra-
tors of a six-point cooperative program concerning
the exchange of investigatory information and docu-
ments in an attempt to coordinate examinations of
broker/dealers. The Association will continue to
work with the states on these and other programs.

Tax Sheltered Programs

In a letter dated May 6, 1974, the Securities and
Exchange Commission questioned the appropriate-
ness of the NASD's enacting rules in the tax shelter
area which would have imposed NASD regulatory
cantrol over all aspects of these public offerings.
The Commission urged prompt submission by the
Association of rules pertaining to traditional areas
of regulation but requested that attempts to regu-
late issuers and sponsors who are not NASD mem-
bers be avoided. The letter suggested instead the
establishment of broad suitability standards to cover
all offerings and urged the expansion of suitability
standards to include private placements.

The Asscciation has forwarded to the SEC an
alternate approach which should achieve the neces-
sary regulation in the area. If this approach is
adopted, the NASD would impose significant regula-
tion on members and their affiliates sponsoring tax
sheltered programs and on members distributing
these securities in nonmember sponscred programs.
Rules governing tax sheltered programs are expected
in early 1975, The Association continues to study
the feasibility of adopting regulations covering pri-
vate placements as suggested by the Commission.

Corporate Financing

Public offerings of securities in which NASD mem-
bers intend to participate are reviewed by the Asso-
ciation to determine whether the underwriting terms
and distribution arrangements are fair and reason-
able. The bleak market conditions of 1974 had a
significant impact upon the number of offerings
filed for review. Only 701 were submitted, represent-
ing a dollar value of $8.65 billion. These figures
were down from 1,428 and $14.1 billion respectively
in 1973. The largest number of 1974 filings was
in the category of tax sheltered programs, with 306
offerings filed for review, compared with 504 the
previous year.

Underwriting terms and arrangements were found
to be unacceptable under the Association’s rules
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and regulations in 273 of the offerings filed. In all
cases modifications were made to comply with NASD
regulations before the securities were sold to the
public.

Advertising

The Association’s Advertising Department reviews
members’ advertising and sales literature for com-
pliance with SEC and NASD rules and guidelines.
Reflecting industry conditions, the volume of litera-
ture reviewed in 1974 declined to slightly over
10,000 pieces from over 11,200 the previous year.
The majority of advertising and sales literature filed
by members continues to be mutual fund or variable
annuity oriented, although the volume of this type
of material declined from over 6,800 pieces in 1973
to 6,200 in 1974. Material regarding tax sheltered
offerings also declined from over 1,200 pieces in
1973 to 950 in 1974,

In April 1974, the Association revised its filing
requirements regarding investment company sales
literature. Often literature filed in advance requires
little or no change and it was felt that mandatory
refiling of such material was an unnecessary burden
on members. Under the revised requirements, litera-
ture filed in advance need not be resubmitted unless
specifically requested by the Advertising Depart-
ment.

Fidelity Bonding

The NASD’'s mandatory fidelity bonding rule be-
came effective March 15, 1974. Association mem-
bers who are not required to be members of SIPC
or have no employees or are not subject to the SEC's
Net Capital Rule are exempt from the fidelity bond-

ing rule.
In November 1974, the Association determined

that exemptions from the bonding rule should not
be extended further to include other classes of mem-
bers such as those introducing accounts on a fully-
disclosed-basis. In addition, the Board of Governors
approved a proposed amendment which would per-
mit a member purchasing insurance coverage in
excess of that required under the rule to include in
the policy a deductible amount greater than that
currently allowed. The difference would then be self-
insured by the member, who would take it as a de-
duction from net worth in computing net capital.

Options

The Association is currently assessing the feasi-
bility of instituting a more organized and visible
QOTC options market by adapting the NASDAQ Sys-
tem for display of OTC options quotations. From a
regulatory point of view, the visual display of options

8 INIA ST

quotations would be in the public interest and make
more viable the OTC options market. While still in
the conceptual stage, it is believed that, if adopted,
this project would lay the groundwork for additional
developments, including greater standardization of
over-the-counter option contract specifications and,
consequently, a stronger secondary trading market
for OTC options. During 1975, presentations of the
basic concept for display of NASDAQ options will be
made before several industry trade groups.

In addition, the Association is exploring the need
to develop specialized regulations pertaining to OTC
options. Together with the pending adoption of pro-
posed SEC Rules 238 and 9b-2, these efforts will
contribute significantly to clarifying standards of
conduct in the OTC options market.

Gold Trading

During the latter part of 1974, the Association
accelerated its planning efforts and development of
programs in anticipation of the removal of federal
restrictions on the purchase, sale and cwnership of
gold by U.S. citizens. Although the ban was lifted
on December 31, 1974, a number of steps had pre-
viously been taken by the Association including,
among others, (1) meeting with the SEC to discuss
the initial steps the Association planned to take
to supervise properly members’ activities in this
area, (2) the formation of a Special Committee of
the Board of Governors on Gold Trading, (3) the
sending of several advisory notices to the staff on
the regulatory aspects of members’ participation in
the gold market, (4) the publication of a Notice to
Members detailing the problems that may arise in
connection with dealings by members in gold and
other precious metals, (5) a survey of the member-
ship relative to actual or contemplated participation
by members in the gold market, and (6) the adoption
of closer-than-normal surveillance programs for firms
intending to become active in the gold market.

Although the initial response of the public to the
removal of restrictions was far less than expected,
the Association considers it essential that definitive
rules and regulations be developed for gold trading.
Particularly since broker/dealer activities in the
gold market have an impact upon their financial
responsibility requirements, this area of member
activity will continue to receive high priority atten-
tion by the Association.

Guide to Broker/Dealer Compliance

The SEC Advisory Committee on a Broker-Dealer
Model Compliance Program, on which an NASD staff
member served, submitted its report to the Com-



mission, in the form of a Guide to Broker-Dealer
Compliance, in November 1974. The nineteen-
chapter Guide is directed primarily to management
and supervisory personnel. To assist them in having
their firms comply with existing regulatory stand-
ards, there is a description of applicable laws and
rules of various governmental and industry authori-
ties, special problems arising in connection with such
requirements, and suggested procedures for attain-

MEMBER SERVICES

The Association's work toward elimination of dup-
lication in rulemaking, enforcement and other regu-
latory activities is complemented by the programs
of the NASD's Member Services Division. These pro-
grams include NASDAQ, the automated quotations
network for the over-the-counter securities market,
and a continuing communications effort aimed at

ing compliance. members, investors and the NASDAQ issuer com-
In reviewing the report, the Commission indicated munity.
that it would study the Guide and seek public com-
Y P NASDAQ

ment in determining whether the concept of a Guide
as a compliance tool is useful and whether the for-

The NASDAQ market has not escaped the inac-
tivity and depressed prices that have prevailed in

mat and contents of the Guide are acceptable.
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TRADING ACTIVITY ON
NASDAQ AND EXCHANGES

1974 Share Volume

New York Stock Exchange ... .. 3,517,743,000
NASDAQ ... ... ... ... .. .. 1,179,723,000
American Stock Exchange ... .. 482,181,000
Other exchanges ... ... ...... 541,880,000

all of the nation’s securities markets. Yet the System
continues to function well. Every business day,
NASDAQ provides accurate and up-to-the-minute
quotations and volume information cn 2,600 secu-
rities throughout the nation. Further, representative
quotations of NASDAQ securities are available world-
wide through three foreign newswire services.

Share volume in NASDAQ securities in 1974 de-
creased 29 percent compared with 1973. Neverthe-
less, total NASDAQ shares traded during the year
continued to be greater than the combined volume
of all national exchanges other than the New York
Stock Exchange.

Securities in the NASDAQ System at year end
totalled 2,593 as contrasted to 2,932 at the end of
1973. Also, the number of NASDAQ market makers
declined from 495 to 391, aithough the average of
five market makers per security remained un-
changed. Not surprisingly, the NASDAQ Composite
Index showed a loss of 35 percent for the year, a
figure substantially in line with indexes for other
marketplaces. .

Since System start-up, one of the cardinal rules
governing companies’ qualifications to enter and
remain on NASDAQ has been a minimum share price
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standard. Early in the year, however, it was found
that companies were being forced off the System
at an alarming rate because their markets were so
depressed that they broke through the required price
minimums. Many of these companies had substantial
assets, good earnings and considerable investor in-
terest. Because the securities markets were experi-
encing canditions never envisaged during the pericd
that the criteria for qualifying securities were de-
veloped, the Board of Governors concluded that pric-
ing standards were no longer appropriate and elimi-
nated price altogether as a criterion for eligibility
on the System. Procedures were then initiated to re-
instate these companies and to bring in other quali-
fied companies whose share prices are below $1.00.
At the same time, the monitoring procedures over
financial and shareholder standards were strength-
ened by requiring companies to file directly with the
NASD, at the same time they file with the SEC, their
required quarterly and annual reports (Forms 10-Q
and 10-K). '

Another innovation stemming from the depressed
state of the market was the extension of minimum
NASDAQ trading hours by thirty minutes. The Board
took this action in conjunction with the national
securities exchanges as an expanded service to in-
vestors and in the belief that the additional time
would give broker/dealers the opportunity to in-
crease revenues.

Additional market summary information was made
available on NASDAQ terminals in 1974. After the
close of business each day, the terminal screen can
now display the ten most active securities for that
day, their volume and net change from the previous
day. Also, the terminal will show throughout the day,
when queried, the number of issues that have estab-
lished new yearly highs or lows during that day. The
System will continue to be enhanced so as to give
the investment community a better grasp of current
developments in the OTC marketplace.

In September, the Board of Governors proposed
to impose a new obligation on NASDAQ market
makers. The proposal would require them to commit
themselves to ninety days of continuous quotations
when they register in a NASDAQ security. Should
a market maker stop quoting a NASDAQ issue before
the expiration of the ninety-day period, he would be
prohibited from registering again in that issue for
ninety days. Comments on the proposal have been
received by the Association and a draft rule is cur-
rently being considered by the staff of the SEC.

Since it began operation in February 1971,
NASDAQ has performed with a minimum of down
time or technical problems. It has become the com-
posite quotations system for the over-the-counter



market, with quotation lines running to NASDAQ
units in the offices of virtually every major broker/
dealer in the country. These units stand intercon-
nected to a central computer by some 21,000 miles
of leased telephone lines.

The NASD continues to monitor the service of the
NASDAQ System Operator, Bunker Ramo Corpora-
tion, and to weigh the alternatives available to the
NASD upon the expiration of the operating agree-
ment in February 1976. Under the agreement either
the Operator or the NASD has the right to terminate
the arrangement by giving the other six months prior
notice. Should either party elect to end the arrange-
ment, the NASDAQ System would be transferred to
the NASD for a sum equal to the Operator’s undepre-
ciated investment in the System plus the reasonable
costs of the transfer. If neither party makes this
election, the existing agreement continues on a year-
to-year basis. Because of the potential for early
termination by Bunker Ramo and the possible bene-
fits to the membership should the Association initi-
ate such action itself, both operating and financing
alternatives to the present contract will be under
consideration in 1975.

NASDAQ has brought to the OTC market increased
visibility of current quotations, wider publication of
market information, advanced market surveillance
techniques, and greater public awareness and con-
fidence. Because these benefits accrue to corpora-
tions with securities quoted on the System as well
as to the broker/dealer community, the Board of
Governors determined that NASDAQ issuers should
share in the cost of regulating and maintaining the
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NASDAQ Central Processing Complex in Trumbull, Connecti-
cut, designed by Bunker Ramo Corporation.

NASDAQ System as well as participate in the devel-
opment of NASDAQ policy.

Therefare, effective June 1, 1974, the Association
adopted a schedule of fees to corporations for in-
clusion of their securities in NASDAQ. There is now
an annual fee of %o of a cent per share for each
issue, with a minimum of $250 per issue up to a
maximum to each issuer of $2,500. When a security
is admitted to the System, there is also an entry
fee of Yo of a cent per share for each issue, with a
minimum of $1,000 per issue up to a maximum to
each issuer of $5,000. To provide representation of
the NASDAQ issuer community in the setting of
policy, Roger H. Morley, Executive Vice President
and Senior Financial Officer of American Express
Company, has been elected as a member of the
NASD Board of Governors. In addition, Eric W. An-
derson, Vice President of Friendly lce Cream Com-
pany and Douglas H. Curtis, Vice President (Fi-
nance), Franklin Electric Company, have been
appointed by the NASD Board to serve in 1975 on
the NASDAQ Committee, the committee charged
with the primary responsibility for the overali ad-
ministration of the NASDAQ System.

The computers, communication lines and termi-
nals utilized in the NASDAQ System are readily
adaptable to serve the industry's future needs in any
number of ways; for example, by providing quota-
tions on additional types of securities and by offer-
ing new kinds of services. i is the Association’s
expectation that NASDAQ's potential will be realized
over the years ahead.

TENIAST 11



Corporate executives attending NASDAQ seminar in New York City on October 31, 1974. On the opposite page, the front cover
of the NASD publication containing speakers' remarks and a compendium of questions and answers.

Seminars on NASDAQ

To inform management of companies whose se-
curities are quoted on NASDAQ more fully of the
operations of the NASDAQ market and the Associa-
tion, the NASD sponsored a series of cne-day semi-
nar programs in the fall of 1974. Participation in
the seminars, which were held in Chicago, New York
City and Los Angeles, was limited to chief executive,
chief operating and chief financial officers of
NASDAQ companies.

The seminar program, titled “The NASDAQ Com-
pany and the NASDAQ Market'’, included a series
of speeches by NASD officers and securities in-
dustry leaders covering both recent changes which
had taken place in the nation’s securities mar-
kets and those under study for the future. With
particular emphasis on the OTC-NASDAQ market,
the speakers discussed the reasons for the de-
pressed securities markets, steps being taken to
broaden ownership of NASDAQ securities and invest-
ment banking and market making in OTC securities.

SEC Commissioner A. A. Sommer, Jr. addressed
the NASDAQ company executives at lunch on the
topic of SEC corporate disclosure requirements. In
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an afternoon panel discussion, representatives of
national and regional underwriters discussed what an
investment banker looks for in making an under-
writing commitment and what an issuer should seek
when selecting an underwriter. The last portion of
the afternoon was devoted to workshops, which gave
participants an opportunity to ask questions and join
in informal discussions with experts on the subjects
covered earlier in the day. Each corporate executive
attending the seminar was able to meet with a rep-
resentative of the NASD, a NASDAQ market maker
and an expert on corporate finance.

More than three hundred fifty representatives of
NASDAQ corporations attended the three seminars,
which received a highly favorable response.

Dissemination of
OTC Market Information

A major objective of the Association is to ensure
that information on OTC activities is readily avail-
able to investors. To this end the Association con-
tinued efforts in 1974 to gain expanded coverage
of NASDAQ and focal OTC quotations. It also con-
tinued work toward convincing financial editors of



every major newspaper in the country that such
NASDAQ market data as volume, indexes, most
active stocks and advance-decline figures should be
included as part of their market information.

As a basis for determining which securities ought
to be carried in the newspaper space available,
NASDAQ securities are ranked by dollar volume of
shares traded. The first 1,410 constitute the Nationa!
OTC-NASDAQ List and the next 990 the Additional
OTC-NASDAQ List. Quotations and volume for secu-
rities on the National List are carried by more than
fifty major newspapers throughout the country.
Through the efforts of a network of over 135 local
quotation committees, the Assaciation selects secu-
rities with local investor interest for newspaper list-
ing in various regions of the country. Over 225 news-
papers now include listings of local stocks.

Under the auspices of the OTC Information Bu-
reau, which is sponsored jointly by the NASD and
the National Security Traders Association, NASDAQ
volume and market indexes were supplied during the
year to the three major radio networks for their daily
broadcasts. Because not all affiliated stations are
required to use the network news package, a pro-

gram was started during the year and is underway
to determine which local radio stations are not pick-
ing up OTC financial data in their broadcasts with a
view toward working for inclusion of this informa-
tion. The carrying of OTC market data by network
evening television newscasts is also an objective of
the Bureau.

SYSTEMS AND
ADMINISTRATION

Use of advanced technology offers the Association
another path toward reducing costs and eliminating
wasteful duplication of effort. The Systems and
Administration Division is seeking more efficient
records handling and information retrieval methods
that can save members and the Association thou-
sands of man-hours.

Automation Programs

The responsibilities of the Automation Programs
Department are threefold: (1) analysis and design
of NASDAQ enhancements and major developments;
(2) review and monitoring of NASDAQ System per-
formance including subscriber equipment; and (3)
contractual and financial oversight of both the
NASDAQ System operator, the Bunker Ramo Corpo-
ration, and the NASDAQ Level | distributors.

During the year the department completed con-
tractual negotiations for the implementation and
operation of a Third Market Trade Reporting System
(TMTR) to enable OTC trades in securities listed on
the national exchanges to be displayed on the new
consolidated tape. The consolidated tape is the first
step in the SEC's planned central market system.
The TMTR system, which enables NASD members
to report third market trades through their NASDAQ
terminals, has been part of the Phase | test of the
consolidated tape, which is expected to be fully
operational sometime in 1975. Association staff
participated in the TMTR system design and are
overseeing its full implementation.

Preliminary research and analysis is being con-
ducted on the feasibility of a Block Interest Display
System as another possible major development for
the NASDAQ System. Such a system would allow
firms throughout the country to use their NASDAQ
terminals to indicate their interest in buying or
selling blocks of securities.

The department has also participated in a series
of demonstrations to the SEC and members of the
securities industry of potential ways the existing
NASDAQ System could be expanded to handle a
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composite quotations system for all exchange mar-
kets. These demonstrations, given in Trumbull, Con-
necticut and New York City, illustrate the technical
flexibility of the computers and other equipment
currently being used in the System.

EDP Services

During 1974, the NASD continued to develop and
refine its computer systems designed to augment
the Association’s total regulatory capability. A report
series designed to consolidate and organize various
financial and operational data was recently developed
as an adjunct to the Association’s early-warning spe-
cial surveillance program. The financial data, which
are key to the operation of a broker/dealer, such as
excess capital, inventory positions, fails positions,
cash position, etc. are received from the National
Clearing Corporation, the NASDAQ System, and vari-
ous reports submitted by members. The consolidated
report can be furnished to the Districts on an im-
mediate basis when necessary. It is anticipated that
reports of this type will be the core of the NASD/
NCC surveillance program in the future.

in addition, the EDP Services Department, in
cooperation with the Regutation Division, developed
a system to assist in coordinating the field examina-
tion programs of various regulatory agencies in order
to avoid duplication of effort through improved
scheduling. As inspections are begun by the NASD,
information regarding them is furnished to all state
securities administrators and the SEC on a monthly
basis by means of computer-produced reports. Data
supplied to the SEC are integrated with similar
information supplied by others and a composite tape
is provided which is then supplied to each regulatory
organization. The resulting report should help allevi-
ate the burden to the membership of back-to-back
examinations.

Other efforts during the year included: automating
the scoring and score reporting of the Qualification
Examination for General Securities Registered Repre-
sentatives with the use of an optical reader; develop-
ing a Management Responsibility System for the
control of Association cash disbursements; develop-
ing a system to invoice NASDAQ issuer fees; com-
pleting a pilot operation to automate the Associa-
tion's membership and registration records; and
refining of market surveitlance reports for the detec-
tion and proof of manipulation.

Arbitration

1974 marked the first full year during which the
Association’s Code of Arbitration Procedure required
the submission to arbitration of all controversies
arising from the securities business of members
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and persons associated with members. Thus, the
program now encompasses both disputes arising
from securities transactions and other controversies
of a proprietary nature, such as empioyer-employee
disputes, member corporate and partnership dis-
putes and others arising between members. During
1974, over 200 disputes were submitted to arbitra-
tion. :

The Association’s arbitration program began six
years ago and initially was administered on a volun-
tary basis restricted to transactional controversies.
In March 1972, the submission of such disputes
became mandatory upon the request of either party.
Since the program began, over 300 disputes have
been settled. o

The present program permits submission of all
aspects of a controversy before a single forum for
resolution with a period for submission of disputes
of up to five years. Members or persons associated
with members who fail to arbitrate, to appear or
produce documents at a hearing, or to honor an
award of arbitrators may be subject to disciplinary
action.

GOVERNMENT RELATIONS
AND LEGAL MATTERS

The Association’s Office of General Counsel gives
legal advice and assistance in connection with all
activities of the Association including changes in
Association rules, policies or interpretations. It as-
sists in disciplinary proceedings involving members,
handles any litigation invoiving the Association, and
reviews proposed legislation which would affect the
Association or its members.

Legislation—
U. S. House of Representatives

H. R. 5050, introduced by Congressman John E.
Moss early in 1973, would have amended substantial
portions of the Securities Exchange Act of 1934.
While the Association indicated general support for
the bill, reservations as to particular provisions were
noted. These concerns were formally expressed in
testimony before the Subcommittee on Commerce
and Finance of the House Committee on Interstate
and Foreign Commerce. The Subcommittee subse-
quently reported a revised version of the bill which
the full Committee approved in October 1974.

As originally drafted, the bill would have required
that at least one-half of the Association’s Board of
Governors be comprised of persons not associated



with NASD members who would represent issuers
and the public in general. Although requiring the
inclusion of “public representatives’” on its Board,
the revised version of the bill eliminated the specific
numerical requirement.

The revised bill also efiminated language which
would have required that every Association discipli-
nary action be sent to all members and published in
a manner designed to reach the investing public.
The Association in its earlier testimony had expressed
concern that publication of all disciplinary actions,
irrespective of how minor the penalty, could be
misleading to the public and unfairly prejudicial to
members. The revised bill required that Association
disciplinary actions be “‘publicly noticed'' in accord-
ance with procedures adopted by the SEC.

While the original language empowering the SEC
to seek court injunctions against violations of the
Association’s rules was not eliminated, the revised
bill contained additional language which required
the Commission, in most cases, first to notify the
Association of alleged violations and give it an oppor-
tunity to take action on its own.

Furthermore, the revised bill eliminated language
which would have given the SEC authority to initiate
disciplinary action directly against members for vio-
lations of Association rules.

However, the revised bill left basically unchanged
the proposals for new procedures concerning the
alteration or amendment of Association rules by the
SEC, new procedures governing the manner in

which the Association adopts its rules, and additional

“authority for the SEC to establish qualification stand-

ards for perscns associated with NASD members.
The Association in its earlier testimony had expressed
reservations about these proposals,

The revised bill also contained new provisions
dealing with the development of a national securities
market system. The revised bill proposed that the
SEC be given broad rulemaking authority to perfect
a national market system and directed it to study
the need for a National Market Board to administer
the system.

Although H. R. 5050 failed to reach the floor of
the House of Representatives in 1974, a bill with
substantially the same provisions as the revised
version is considered certain to be introduced in the
S4th Congress.

Legislation—U. S. Senate

S. 2519, introduced by Senator Harrison A. Wil-
liams and passed by the Senate in 1974, would have
facilitated the deveiopment of a national market Sys-
tem. The Association expressed its general support
of the bill in testimony before the Subcommittee on
Securities of the Senate Committee on Banking,
Housing and Urban Affairs.

Another bill introduced by Senator Williams, S.
2474, provided for the regulation of the municipal
securities activities of banks and broker/dealers.
The Association supported the provisions of the bill
which would have required registration with the SEC
of municipal bond departments of banks and broker/
dealers engaged exclusively in the sale of municipal
securities. The Association expressed concern, how-
ever, as to those provisions which would have au-
thorized the establishment of a national association
of municipal securities dealers having self-regulatory
powers. It was noted that such an organization might
duplicate already effective self-regulatory efforts and
would place additional financial burdens on the in-
dustry.

A revised version of S. 2474 was introduced by
Senator Williams and passed by the Senate in 1974.
The revised bill provided for the establishment of a
Municipal Securities Rulemaking Board having au-
thority to adopt rules, subject to SEC approval, gov-
erning transactions in municipal securities. The
responsibility for enforcing the rules of the Board
would rest with the Association as to its members,
the SEC as to nonmember broker/dealers, and
existing bank regulatory authorities as to banks.

Although neither S. 2519 nor S. 2474 became
law, their provisions were largely incorporated into
a new bill expected to be introduced in the 94th
Congress.
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Litigation

In December 1973, the U. S. District Court for
the District of Columbia dismissed a complaint
brought by the Justice Department as well as two
other complaints brought by private parties alleging
that the Association and other defendants, prima-
rily mutual fund underwriters, had engaged in a
conspiracy to violate the antitrust laws by prevent-
ing mutual fund shares from being bought or sold
at other than the public offering price. In May
1974, the Justice Department appealed the District
Court's ruling directly to the United States Supreme
Court, and the Association and other defendants
filed motions to affirm the District Court's dismissal.
in October 1974, the Supreme Court noted prob-
able jurisdiction and agreed to consider the appeal
by the Justice Department, at which time the two
private proceedings, which had been appealed to
the U. S. Court of Appeals for the District of Colum-
bia, were stayed. A number of additional private pro-
ceedings in the initial stages of litigation, which
allege substantially similar antitrust violations, have
also been stayed. It is anticipated that the Supreme

Court will hear oral argument on the Justice Depart--

ment’s appeal in early 1975.

In October 1973, the U. S. District Court for
the Northern District of Texas directed a verdict in
favor of the Association in a proceeding brought by
a member alleging injury as a result of the decision
by the Association to initially preclude third market
securities from inclusion in the NASDAQ System. The
plaintiff also alleged that the composition of the
Association’s Board of Governors unfairly discrimi-
nates against non-exchange members. The plaintiff
appealed the District Court's decision in favor of the

Association to the U. S. Court of Appeals for the Fifth
Circuit, which has heard oral argument but has not

as yet rendered a decision.

A final disposition occurred in a proceeding
brought in 1966 hy certain mutual fund shareheld-
ers which alleged that the Association’s interpreta-
tion respecting mutual fund withdrawal and rein-
statement privileges was violative of the antitrust
laws and an unlawful interference with the perform-
ance of contracts. In June 1974, the District Court
for the Western District of Texas issued a final
judgment approving a stipulation and settlement
entered into by all parties which barred further ac-
tion as to the claims alleged and released the Asso-
ciation from any liability in connection therewith.

The Association is also named, with others, in a
number of other proceedings in which damages are
sought. The claims relate primarily to the Associa-
. tion's responsibilities in the area of enforcement of
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its own rules. These matters are in various stages
of litigation.

NATIONAL CLEARING
CORPORATION

National Clearing Corporation (NCC), the NASD's
wholly-owned subsidiary for the clearance and
settlement of over-the-counter transactions, con-
tinued to expand its services to the industry during
1974. NCC provides services to approximatety 300
member firms through its clearing facilities located
in Atlanta, Boston, Chicago, Dallas, Milwaukee, Min-
neapolis, New York, Philadelphia, St. Louis and
Washington, D. C. Utilizing the continuous net set-
tlement (CNS) method, member firms report and
settle transactions directly with the Clearing Cor-
poration rather than with the contra firm to the trade.
In addition to simplifying broker/dealer accounting,
this method reduces physical delivery requirements
by about 65 per cent over trade-for-trade settlement.

The interface with the Depasitory Trust Company
(DTC), which facilitates bookkeeping movements and
reduces physical delivery requirements, became fully
operational by the end of 1974. This interface, utiliz-
ing bookkeeping entries, allows for: both automatic
and manual deposit of shares from a member's free

“position at NCC to its general unpledged account at

DTC; the automatic or manual coverage of a mem-
ber's short position at NCC from his account at
DTC; and the free or valued delivery of securities
between members of both organizations. At year
end, this interface was being used by 143 dual mem-
bers and 110 sole members of NCC or DTC.

During October, an interface clearing operation
was implemented with the Pacific Clearing Corpo-
ration {(PCC), the clearing facility for the Pacific
Stock Exchange. A pilot operation was started with
seventeen firms, and before the year was over, it
was made available to the total membership of both
NCC and PCC. The interface provides a mechanism
for the comparison and settlement of over-the-
counter securities transactions between PCC and
NCC members. Sole members of PCC settle their
transactions directly with PCC, while sole members
of NCC settle directly with NCC. Firms who are mem-
bers of both clearing corporations have the option,
on a trade-by-trade basis, to settle in either system.
The interfaces with the Depository Trust Company
and the Pacific Clearing Corporation, in addition to
being significant expansions of NCC's services, are
also major steps toward the industry goal of certifi-
cate immobilization.
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NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC.
STATEMENTS OF FINANCIAL POSITION

Current assets
Cash .
Investment securities at cost (approximate market value
$6,333,000 and $5,216,000 respectively)
Loan to National Clearing Corporation (Note 2)
Other current assets

Total current assets

Less: Current liabilities
Accounts payable and accrued expenses
Assessments and other income collected in advance
{(Note 1)
Prepaid NASDAQ fees (Note 1)
Current portion of mortgage payable (Note 3)

Total current liabilities

Working capital
Land, building and improvements, at cost
less accumulated depreciation of $247,828 and $179,388
(Notes 1 and 3)

Investment in wholly-owned subsidiary,

National Clearing Corporation, at equity in net assets (Note 1)
Special investment account, at iower of cost or market (Note 1)
Other assets

Less: Long-term liabilities
Reserve for deferred compensation
Mortgage payable (Note 3)

Association equity (Notes 4 and 5)

Note 1-—Summary of Significant Accounting Policies
investment in National Ciearing Corporation (NCC)

The Association’s investment in NCC is recorded at
its equity in the net assets of NCC and accordingly is
adjusted for the net income or loss of NCC. The
opinion of independent accountants on the Septem-
ber 30, 1974 and 1973 financial statements of NCC
is included elsewhere in this report.

Retirement Benefits and Deferred Compensation

The Association maintains a non-contributory
trusteed pension plan for the benefit of all eligible
employees. Certain employees have been granted ex-
tended retirement and death benefits. It is the Asso-
ciation's policy to fund pension cost and provide for
the cost of other benefits as they accrue. Pension and
deferred compensation costs were $270,601 and

$235,735 for the years ended September 30, 1974’

and 1973, respectively.

The Special Investment Account represents amounts
set aside to fund the reserve for deferred compensa-
tion which relates to five former or current employees.

Depreciation

Building and improvements are being depreciated
on a straight-line basis over lives of 38 and 10 years
respectively. Depreciation expense in fiscal 1974 and
1973 aggregated $68,440 and $66,810, respectively.
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Year ended
September 30

1974 1973
$ 232,408 $ 237,909
6,493,209 5,371,524

100,000

320,939 201,563
7,146,556 5,810,996

736,681 859,554

37,390 5,044
1,395,773

89,331 84,561
2,259,175 949,159
4,887 381 4,861,837
3,185,299 3,213,458

792,126 1,486,949

150,745 207,592

130,039 135,916
9,145,590 9,905,752

150,745 207,592
1,234,401 1,323,732
1,385,146 1,531,324
$7,760,444 $8,374,428

Purchases of office furniture and equipment are
treated as an expense in the year acquired.

Prepaid Fees and Assessments and Other Income
Collected in Advance

Prepaid fees, assessments and other income col-
lected in advance are deferred and included in income
of the applicable fiscal year.

A new annual fee was established for NASDAQ
issuers in 1974 and payments for this fee were re-
ceived for the period June 1, 1974 to May 31, 1975.
Accordingly, that portion of the amounts collected
representing advance payments for the period subse-
quent to September 30, 1974 has been deferred and
will be included in the income of the following year.

Note 2——Loan Receivable fram NCC

The Board of Governors has authorized the Associa-
tion to foan NCC up to $500,000. As of September 30,
1974 $100,000 has been loaned with interest at 1%
over prime. The loan was repaid in January, 1975.

Note 3—Maortgage Payable

The Association’s land and buiiding are pledged as
security for a 5149, mortgage. The mortgage loan of
$1,323,732 at September 30, 1974 is payable through
1985 in equal monthly installments of principal and
interest of $13,326.



NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC.
STATEMENTS OF INCOME, EXPENSES AND ASSOCIATION EQUITY

Income

Member assessments and branch office fees

Registered representatives fees
Applications
Examinations

Corporate finance fees

Fines and costs

Interest and other income

NASDAQ fee (Note 1)

Expenses
Sataries and employee benefits (Note 1)
Travel, meetings & investigation expenses

Pubiication, stationery & postage, net of publications
sales of $48,863 in 1974 and of $109,399 in 1973

Professional and other services
Qccupancy expenses

Office, insurance & miscellaneous
Furniture and equipment

Excess of income over expenses before
National Clearing Corporation

Net loss of National Clearing Corporation (Note 1)
Excess of income or (expenses)

Association equity, beginning of year

Association equity, end of year

Note 4—Commitments and Contingencies

The NASDAQ quotation system commenced service
on February 8, 1971, By agreement, Bunker Ramo
Corporation was established as the operator of the
NASDAQ system. In the event such agreement is
terminated at either the request of Bunker Ramo or
NASD, the Association is committed to reimburse the
operator for its undepreciated investment in the
NASDAQ system. It is estimated that the undepre-
ciated investment of $16,100,000 as of September 30,
1974 will decrease to approximately $10,000,000 on
February 8, 1976, the expiration date of the original
agreement. Aside from expenses incurred in the super-
vision of system activities, the accompanying financial
statements do not include any amounts relating to the
construction or operation of the NASDAQ system.

Additionally, the Association has entered into a con-
tractual agreement to pay Bunker Ramo Corporation
a maximum of $336,000 over a two year period begin-
ning in 1975 for modifications to the NASDAQ system
to permit third market transaction reporting for the
consolidated tape under SEC Rule 17(a)(15). This
amount is expected to be recovered in future years
by charges to firms reporting through the modified
system.

In connection with the operation of its district
offices, the Association ieases office space in various

Year ended
September 30
1974 1973
$6,425,615 $6,277,177
1,916,111 2,400,803
1,233,738 1,666,123
881,357 1,331,872
468,692 471,910
564,143 487,493
712,110
12,201,766 12,635,378
8,568,845 8,186,212
889,677 1,154,382
561,353 . 580,458
737,433 845,129
918,237 837,443
403,215 575,414
42,167 110,853
12,120,927 12,289,891
80,839 345,487
(694,823) (308,105)
" (613,984) 37,382
8,374,428 8,337,046
'$7,760,444 $8,374,428

locations. Rental expense for 1974 and 1973 was
$675,832 and $643,885, respectively. Minimum an-
nual lease payments for the five succeeding fiscal
years are as follows: $560,000—1975, $486,000—
1976, $377.000—1977, $334,000—1978, $292,000—
1979. For the succeeding two year period an aggre-
gate amount of $147,000 is obligated. No leases ex-
tend beyond 1981. The majority of these leases con-
tain escalation clauses providing for increases in the
lease payments based on increases in property taxes
and building operation costs.

The Pension Reform Act of 1974 will require certain
amendments to the pension plan concerning earlier
participation and vesting. This is expected to provide
some increase, that is not presently determinable, in
the annual cost of the plan in years after 1975.

Note 5—Litigation

The Association has been named, separately or
with others, in several legal actions in which damages
of substantial or as yet unspecified amounts are
claimed. Certain of these actions allege violations of
the antitrust laws or the failure of the Association to
take appropriate action in the exercise of its regulatory
responsibility. Counsel for the Association advises
that, although the Association has meritorious de-
fenses to all the pending litigation, the outcome of
the litigation cannot be predicted.

TAENTA ST

19



NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC.
STATEMENTS OF CHANGES IN FINANCIAL POSITION

Year ended
September 30
1974 1973
Financial resources were provided by - -
Excess of income or (expenses) $ (613,984) $ 37,382
ltems not affecting working capital in the period
Net loss of National Clearing Corporation 694,823 308,105
Depreciation 68,440 66,810
Decrease in other assets 5,877
155,156 412,297
Financial resources were used for - 7 ’
Purchase of building improvements 40,281 49,577
Decrease in long-term mortgage ' 89,331 84,560
Increase in other assets : 48,341
129,612 182,478
increase in working capital $ 25544 $ 229,819
Analysis of Changes in Working Capital
Increase (decrease) in current assets
Cash $ (5,501) $ 72,539
Investment securities 1,121,685 210,219
Loan to National Clearing Corporation 100,000
Other current assets 119,376 57,992
1,335,560 340,750
Decrease (increase) in current liabilities o :
Accounts payable and accrued expenses 122,873 (107,944}
Assessments coliected in advance ’ (32,346) 1,528
Prepaid NASDAQ fees (1,395,773)
Current portion of mortgage payable “4,770) (4,515)
(1,310,016) {110,931)
Increase in working capital $ 25,544 $ 229,819
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accompanying thééfo fip‘ég‘ngialt_st:aferriehts‘

The Board of Directors
National Clearing Corporation:

We have examined the balance sheets of National Clearing Corporation (a wholiy-owned subsidiary of the Na-
tional Assocciation of Securities Dealers, Inc.) as of September 30, 1974 and 1973 and the related statements
of loss and deficit and changes in financial position for the years then ended. Our examination was made in ac-
cordance with generally accepted auditing standards, and accordingly included such tests of the accounting rec-
ords and such other auditing procedures as we considered necessary in the circumstances.

The Corporation is currently defendant in two lawsuits as described in note 8; the final outcome of these
suits is not presently determinable and no provision has been made in the financial statements for the eifect, if any,
of such litigation.

In our opinion, subject to the effect of the resolution of the matter referred to in the preceding paragraph, the
aforamentioned financial statements present fairly the financial position of National Clearing Corporation at Sep-
tember 30, 1974 and 1973 and the results of its operations and the changes in its financial position for the years
then ended, in conformity with generally accepted accounting principles applied on a consistent basis.

Washington, D.C. Peat, Marwick, Mitchell & Co.
February 28, 1975






