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SECURITIES AND EXCHANGE COMMISEION

WASHINGTON, D.C. 20543

LERICEST September 27, 1977

THS SECRETARY

n Hi. William Batten
_Chairman and Chief Executive Officet
ork Skock Exchange, Inc. o
11 Wall Street T - ;
Wew York, Hew York 19005

Dear Mr. bBatten:

Section 21{b) of the Securities Acts Amendments of 1275
fthe "1%75 Amendments") s=ets forth one of several procedures
for the Commission to use in insuring .compliance by
national securities exchahges and registered securities

- associations with the Securities Exchange Act of 1934 as
amended by the lQ?S'ﬁﬂehdmcnts {the "Act"). Pursuant to
that section, on Lécember 1, 1976, the Commission gave
written notice €6 the Hew York SLock Exchange, Inc. {"NYSE"}
COnGe riling certain of its rules. which appeared not to comply
with the Ret. 1/ In that notice, the Comnission requested
the HYSE to make a preliminary written presentat*on

_ detailing, for each rule cited, the proposed amendments

i which the HYSE had filed or intended to file to bring the

: rule into compliance with the Act or, for any rule believéd

by the WYSE to be in compliance with the Act, the basis for
concluding that no further action by the NYSE was
Necessary.

- The WYSE responded to that notice in a letter dated

February 1, 12%7. Thereaiter, the Commission's staff and
: the HYSE's staff held discussicons during which extensive
: consideration was aiven ko the need for amendments to the
rules cited in the notice, including the rules relating to
; the comparison, <learance and settlement of securities
; “transactions [“transaction completion rules'), and to the
! form that awendments to those rules should take. In
addition, by letter dated June 3, 1977, the RYSE informed
the Commissicn of the WYSI's intention to submit, pursuant
to Rule 19b—4 under the Act, proposcd amendmeants to some of
the transaction completion rules cited in the December 1,

1/ SGCHtltleS Exchange Act:Relea ¢ No. 13027 {(Dec. 1,
1976), 41 PR 53557 {1976). :
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1976 notice and raised questions concerning the Commission's
determination that certain other rules did not comply with
the Act,

To date, the Commission has not received the rule
submissions contemplated by the NYSE's letter and, in theix
absence, must recogniZe the possibility that they will not
be determined by tne Commizsion to comply fully with the
Let. also, the Commizsion does not agree with contentions
made by the NY¥YS5E that the remaining HYSE rules ¢lied in the
December 1, 1976 notice comply with the Act. Accordingly,
this further notice and cpportunity for hearing applies to
all transaction completion rules identified in the December
1, 1976 notice which have not been amended to conform to the
Arct and includes the rules discussed in the KYEE's June 3,
19%7 letter.

Pursuant to Section 31(b} of the 1975 Amendments, after
the one hundred and eightieth day f£ollowing the NYSE's
receipt of notice specifying the respects in which the WYSE
is not in compliance with the Ack, the Commission may, by
order and withoult regard to the provisions of Section 19(h}
of the Ackt, suspend the NYSE's registration or impose
limitations on the WYSE's activities, functions and
operations if the Commission finds, after notice and
opportunity for hearing, that the NYSE's organization or its
rules do not comply with the Act, The Commis=sicn today is
giving furiher notice and opportunity for hearing (as
described below} with respect to the transaction completion
rules cited in the Deécember 1, 1976 notice as not being in
rompliance with Sections 6{k), 1lA{c)(5) and l7a(a)(2) of
the Act,

The action taken today with respect to the transaction
completion rules is intended to speed elimination of the
adverse eifect which they have had on the development of a
national clearing and settlement system. Prompt acticn on
those rulez 1s necessary te conform them to the oblectives
of achieving efficiencies in securities clearance and
settlement and fostering competition among brokers and
dealers, registered clearing agencies and registered
transfer agents scought to be achieved through the
Commission's action in granting registration as a clearing
agengy to the Motional Securities Clearing Corporation
("HWSCC"), Secwrities Exchange Act Release Na, 13163 (Jan.
13, 1977y, 42 FR 3916 (1977) apd through the standards for
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the registration of clearing agencies currently under
considevation by the Commission, Sccurities Exchange Act
Eelease Ne,. 13584 (June 1, 19277), 42 FL 300&6 (1977).

Further notice is not being given at thiz time with
respect o the other NYSE rules cited in the December I,
L8976 notice., They will be the subject of an interim
statement, intended to facilitate additional consideraltion
of the issues they present, before any further Commission
action as to those rules is taken pursuant to Sectian 31{b)
of the 1975 Amendments.

Pursuant to this notice, the Commission is giving the
WYSE the opportunity within 45 days from the date of this
notice either to submit, pursuant to Rule 19b-4 under the
Act, proposed rule changes conforming the transaction
completion rules to the AcCht or to present data, views and
avaguments explaining why the transaction comoletion rules
are in compliance with the Act. If the Commission concludes

“upon its review of any such proposed rule changes and data,

views, and arguments that the RYSE's organirzation or the
transaction completicon rules do not comply with the Aci, the
Commizsion shall take such further action undszr Section
31{b) of the 1975 Amendments as appears warranted.

The following is a review of the statutory provisions
relating to the glezrance and settlement of securities
transactions and a description of ways in which the
trangaction completion rules do not comply with those
provisions. 2/

2/ The giscussion of the HYSE's rules contained in this
letter describes their purported effect and is not intended
Lo suggest that they would currently be legally binding on
HYSE members ¢r others to the gxtent the rules do not comply
with the Ack,
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Statvtory Provisions

Bection lla{c)(S) of the Act stipulates that "[n)o
national securities exchange or regisltered securities
association may limit or condition the participation of any
member in any registerad clearing agency.” Secticns 6{b){(5;
and LLa{b)(6} of the Act veguire that the rules of a
naticnal securities exchange and of a national securities
assoviation he designed "to foster cooperation and coocrdina-
tion with persons engaged in regulating, clearing, settling
. . « and facilitating transactions in secuvities . . .,"
and Sections 6(H)(8) and 15A(b)}(9} of the Act prohibit the
rules of national securities exchanges and associations from
imposing any burden on competition not mecessary or
appropriate in furtherance of the purposes of the Act, These
sections complemant Section 17a{ai(2) of the aAct, which
directs the Commission "to use its autheority under [the Act]
te facilitate the establishment of a national system for the
prompt and zccurate clearance and setbtlement of transactions
in securities . o ." having due regard for, among other
things, the maintenpance of fair competition among brokers
and dealers, clearing agencies and transfer agents.

The rules of the HYSE contain strictures which hindex
the developnent of a natiomal systewm for the clearance and
settlenent of transactions in szcurities by, among other
things, tying the clesrance and settlemant of securities
transactions to the market in which those transactions
OCCUY.

1. Direct restrictions on the clearance of exchange
contracts

The NY3E rules contain restrictions upon the freedom of
mnembers to choose ameng cleaving agencies and persons for
the corpariscon, clesarance and settlemsant of excoange
contracts or presueaptions which have a similar restrictive
effect. Article XII, Section 3 of the HNYSE Constitution
provides that absent a stipulation or agrecment otherwise,
delivery and pavment on exchange contracts must he made
through the WBCC, and a party to an WYSE contract who is not
a participant in WSCC must have his contract ¢leared or
settled by a2 participant in WSCC. Rule 13B prohibits an
original party Lo an exchange transaction from giving up for
clearance purposes the name of & non-NYSE member., Similarly,

¥
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Rule 411.60 reguires that the executing member who clears
the trade must, when it is5 not 2 member of the Stock
Clearing Corporation Division of HSCC ("SCC pivision™} have
the trade cleared or setiled by a cleaviag member of the 5CC
Division,

These rules do not conply with the Rct because they
restrict the anility of exchange mombers to compare, cleax
or setbttle exchange transactions through a registered
clearing agency other than the SCC Division or through a
broker-dealer who is not both an KYSE menber and a member of
the 3CC Division, or to resort to any other motually agreed
upon means, Two fundamental characteristics of the national
systen are that parties be free to choose the location for
comparing, clearing and setliling securities transactions and
that tneir choice ke subject to competitive factors zucn as
tiie amount of fees charged and range of services offered.

: In Securities EBxchange Act Release No. 13163, the
Commission ildentified as an cbjective of the Act the ability
of a national clearing and seitlement system to process
securities transactions by means, incleding book entry -
movement, sduitable to the chavacter of the issves processed.
In that releace the Commission specified also that a
naticnal clearing and settlement system should enable
participants to compare, acccunt for and settle through one
entity all trades in securities Included in the system,
regardless of the location of the other party to the trade
or the market in which tie trade was executed {("ome account
processing™). Achievement of one account processing
reguires either that each side of the transaction be able to
he compared, clecared and settled through the facilities of a
single registered clearing agency or through the facilities
of one of two interfaced clearing agencies.

Accordingly, the foregoing rules should both be
consistent with the Act's poligy favoring competition among
brokers and dealers and among registerced ¢learing agencies
and provide that all transactionz in securities eligible for
comparison, clearing and setilement throuwgh all registeved
clearing agencics providing those services be submitted to
one or wmore of them for processing., Securities net aligible
for comparison, clearing and settlement at all registered
clearing agencies providing those services should be
coupared, cleared and settled by mutual adreement ©f the

_parties to the transactions.
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2. Mark-to-the-market payments

Rule 145 reguires mark-to-the-market payments on
contracts not included in the Continuous liet Settlement
{"CHS5") System of the 5CC Division to be pald directly, or
through the SCC Division to the other party or be deposited
with the SCC Division. Rule 167 reguires, in the latter
case, that any such deposilb by a8 non-clearing membev be made
by a clearing member of the SCC Pivision. Similarly, Rule
412 provides that certain charges for the money anocunt of
fail-to-receive contracts arising from the operation of that
rule be made thirouwgh the SCC Division. These rules do not
comply with the Act because they limit a member's
participation in a clearing agency other than the £CC
Division ang thereby contravene the provisions of Secilons
6{b)(5), 6{bi(8) and 11A(c)(5) of the Act. To be consistent
with those secticons, the HWYSE's rules shouwld vermit HNYSE
members to make such depeosits, pavments oU cuanges to or
through any clearing agency througn wiich the members elect
to compare, cléar and settle exchange contracts.

3. Pricrity teo the 5CC Division

Artiecle XI, Secotion 3, Second, of the WYSE Constitu-~
tion provides the S5CC Division a priority over other
ereditors 3/ im the distribution of proceeds from the
transfer or sale of an NYSE membersinip, This priocrity 1s
designed to assure the SCC Divisicon a source of funds with
which to satisfy liabilities incurred by tne exchange member
to the clearing agency. The priorvity, however, 1S
unnecessary and in contravention of the naticnal clearance
and settlemsnt system envisioned by the Congress in adding
Section 17A to the Act.

aa—r.

3/ Tie exchange is gilven first priority in the
distribution of the proceeds.

=
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Pirst, as a registered clearing agency under the Act,
NECC 1is a self-regulatory organization which is regquired to
safeguard funds and securities 4/ and to that end, is
required to adopt 5/ and enforce rules. &/ Accordinaly,
H5CC can protect itcelf asainst liabilities arising from
Farticipant default by enforcing its ¢learing fund rules and
mark-to-the-market procedures. With this protection, it
should be unnecessary for the clearing agency to depend on
tne proceeds from the sale of an exchange membership to
satisfy the clearing agency's claim against the méember.

Section &({b}(5) of the Act provides that a national
securities exchange shall not be registered 1f the rules of
the exchange regulate, by virtve of any authority conferred
by the Act, matters not related to the purposcs ofF the Act
or the adminigtration of the exchange. Inasmuch as the rule
establishing the priority does not appear necessary for the
clearing agency's probection, it represents an attempt ko
regulate by virtue of the authority conferred on the HYSE by
the Act matters whose regulation by the KYSE is not neces-
sary and therefore is not related to the purposes of the Act
and 1s not related to the administration of the HYSE.

—— i r———_———_ s

4/ Subparagraph 17A(D)[3}{A) of the Act, in pertinent part,
provides that a clearing agency shall not be registered

unless the Commission determines that "[thel] clearing agency

is zo organized and has the capacity . . . to szfeguard
securities and funds in 1ts custody or contrel . . . LW"

5/ Bubparagraph 17A({b)(3}{(F} of the Act, in
provides that a ¢learing agency shall not be
unless the Commission determines that "[t]he

pertinent part,
registered
tules of the

. clearing agency are designed . . . to agssure the safe-
guarding of securities and fends which are 1n the custody or
control of the clearing agency + « « "

6/ Subperagraph 17A(b){3}{a) of thke Act, in pertinent part,
provides that a clearing agency shall not be registered
unless the Commission determines that "[the) clearing agency
is 80 organized and has the capacity . . . to enforce . .
compliance by its participants with the rules of the
¢learing agency . . .," and Section 19{g)(1l}(C) of the Act
reguires a registered clearing agency to enforce compliance
by its participants with its rules, absent reasonable
justification or excuse,
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Second, the pricority rule discriminates, on its face,
against registered ¢learing adenciles other than the SCC
Divigion by excluding other clearing agencies to which an
HYSE membery may have liabilities from participation in the
asfet represented by zale proceeds of an exchange
membership.

4. Reguirements for compavison, clearance and
cettlement of exchange contracts

Numerous NYSE rules impose requirements which vary
depending on whether exchange transactions ars cleared
through the 3CC Division or elsewhere. Rules 132 and 133 7/
preseribe different comparison reguirements for GYSE
contracts cleared through the S5CC Division and those cleared
elsevhere. Similarly, Rules 134 and 135 prescribe
reguiremants for resolving differences and omisszions that
are different Eor transactions clesared through the 5CC
itivielen and those not so cleared. Rule 136 prescrizes the
method for comparison of transactions excluded from
clearance through the S5CC Divigion and not compared through
the Clesring House Comparison services of the SCC Division,
Rule 137 requires the exchange of written conkracts on
certain transactions that are not cleared through the SCC
Division, Rule 152 provides that a loan of securities not
deliversed when due becomes a failuve to deliver that may be
canceled by mutual consent unless it has been cleared
through the SCC Divicsion.

Several NYSE rules prescribe delivery reguiremenis for
conkracts waich are not deliverable through the CHNS System
of the SCC Division. These rvules includs Rule 141 which
allows a buyer or seller Yo send to the otherx party a "fail
to deliver" confirmation while the contract remains open if
delivery has not becn made on due date; Rule 1£1 which
allows the receiver o stock to choose between delivery By
certificates or by transfer; Rule 189 which prescribes the

I/ Rule 133 also relztes to trénsacticns not cleared
through the Clearing House Comparison Service of the SCC
Division.
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unit of delivery which a buyer must accept; and Rule 190

which prescribes an identification reguirement for the pariy -
making delivery of a failure to deliver item. Also included

in this category of rules are Hules 282 and 284 which

prescribe the close-cut procedure for unfulfilled contracts:

and Rule 288 which regquires a member recelving natice of
contracte closed out evnder the SCC Division rules ko

transmit the notide to successive parlies. " Rule 29%

specifies the reguirements foxr cleosing out exchange

contracts included in the SCC Division's CHE Bystem,

Rules which require compliance by NYSE members with the
rules of the SCC Division attempt to regulate matiers
pertaining ko the operation of the 5CC Division. If
complianee witlh those rules is necesszary to carry ouwt the :
purposes of the Act, the rules should be adopted and -
enferced by the registered clearing agency to whose :
operations they apply B/ rather than by the RYSE. 93/ !
Because regulation of these matters by the NYSE is :
unnecessary, the rules which purport to effect that
regulation arve attespts by the NYSE Lo regulate, by virtue
of the authority conferred on 1t by the Act, matters whosea
requlation is neither related to the purposes of the Ack nor _
concerned with the administration of the KYSE. '

Rules which require WYSE members to comply with
- specified NYSE procedures if certain actions are not
effected through, or in accordance with the wules of, the
- SCC Division (as opposed to through, or in dccardance with
the rules of, any registered clearing agencxecj limit ox
condgition the participation by WYSE members in registered
clearing agencies other than WSCC in a wanner that
contravenes Sections 11A(c){(%) and 178{a) (2} of the Acl.

5. Asgignments

Several HYSE rules liwmit the parities who can execute
and guaraniee assignments and powers of substitution. Rule
196 requives 8CC, any nomines of Central Certificate
Service, Ipgc., ("CCS") (or its successor) ox WSCC, among

8/  Subparagraphs 17a(b}(33{A) and (F)} and Section
19({g)(1){C) of the Act, supra notes 4, 5 and 6.

Ik

a7 gsection 6(b){5) of the Act, supra p. 7,
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others, to execute a blank power of svbstitution when their
names have been inserted in an assignment or in a power of
substitution, ERule 200 gives SCC, NSCC, officers or
employees of SCC or NSCC, and a neminee of CCS, authority
relating to assignments and execution of powers of
substitution hy facsimile signatures. Rule 209 preccribes
the persons whe may guarantes the signature to an assignment
of a certificate not in the name of {or who may guarantee
the signature to a power of sunstitution not execated by} a
memlay, memnber organization, noninece of CCS (orx itsg
sucressor), and Rule 21) prescrives the persons who may
gquarantee a certificate with an azsignment or power of
substitution execuied Or guaranteed by a member or member
grganization not having in the wvicinity of the NYSE an
office at which seftlement of exchange contracts is
regularly effected.

The reguirements these rules prescribe for the
asaignment of certificates delivered in settlement of
conitracts are matters that are within the province of
another self-requlatory organization {i.e., the registered
clearing agency through-which the member elects to clear cor
setile). Accordingly, they do not conform to Section
6{h1{5) of the Act because they are attempts to regulate by
virtue of the authority conferred on the HYBE by lhe Act
matters whose regulation by the MYSE is nok negessary and
therefore is not related to the purposes of the Act. By pot
allowing for the settlement of exchange contracts other than
through HSCC and certaln of its operaticonal and corporate
affiliates and by perpetuvating limitations on signature
guavantors that may n¢ longer be wniversally regquired by
transfer agents, these rules also impose a burden on
compelition not necessary or appropriate in furtherance of
the purposes of the Act.

6. Compliance wigh, and reference to, SCC Division
Rulegs

The NYSE rules require compliance with certain
provisions of the SCC Division Rdles. Rule 143 makes orders
issued by, or contracts repovted hy, the SCC Division
binding and enforceable upon members and member
organizations for whom the SCC Division acts. Rule 176

. reserves to the SCC Division the right to change the
delivery time for certain securities not to be delivered to
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SCC.  Rule 180 states that securities not delivered within
specified time frames and included in the CNS System oi the
SCC pivision may be closed out in accocdance with the SCC
Division rules and also states that the party in default on
a contract not ipecluded in the CHS Systewm of the 3CC
Division 1s liable for dawages and that the contract way be
closed as provided in Rule 284, Rule 183 requires ‘that
payment on deliveries throuyn the SCC Division are to hbe
made in coniormity with its Rules. Rule 194 requires that
sales tickets cof securities cleared or deliverable thyvough
the SCC Division be delivered in accordance with its Fules.
Rule 281 reguires a member who has an exchange contract with
a suspended memoper for the purchase, sale, or leoan of
securities to cleose oul such contract in accoerdance with the
Rulag of the SCC Division 1f such rules are applicabie.
Eule 285 reguires that noti¢e that a contract is to be
closed out becausc of non-delivery, including such a notlce
under the SCC Division's Rules, shall he tranamitted to the
menber owing secuvities. Rule 287 states that contracts
closed pursuant to the SCC Division's Rules ave for the
account and liability of succeeding parties in interest,

Rules which require compliance by NYSE menbers wich the
rules of the 5CC Division attempt to regulate matters
vertaining to the operation of the SCC Division., If .
compliance with those rules is necessary to carry out the
purposes of the Act, the rules should he adopted and
enforced by the registered clearing agency Lo whose
operations they apply rathevr than by the WYSE, Because
ragulation of these matters by the WYSE is unnecessary, toe
rules which purport to effect that requlation are attempts
by the NYSE Lo regulate, by virtue of the authority
conferred on it by the hck, matters whose regulation is
neither related to the purposes of the Act nor concerined
with the agministration of the HYSE,

Rules which reguire NYS5E members to compoly with
cpecifisd NYSEE procedures Lf ceviain actiong are not
effected through, or in acecordance withh the rules of, the
SCC Division {(as opposed to through, or in accordance with
the rules of, any registered clearing agencies) limit or
condition the participation by NYSE members in registered
clearing agencies other than NSCC in & manner that
contravenes Sections Lla{c)(5) and 17a(a){2}) of the Acl.

¥
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7. Transfer Agentis

NYSE Ruole 486 restricts competition among transfer
agents by imposing limitations on the persons who may
gualify as independent zgents acting as, or in lieu of, a
Hew York City transfer ageni for securities listed on, the
NYSE. v

Paragraph (1)} reguires an issuey to maintain an vffice
in lower Hanhattan for the receipt and vedelivery of
segurities, This provision imposes an inavpropriate or
pnnecessary burden on the ability of transfer agents located
oetside of New York Clty to compete with transfer agents
located in New York City. Paragraph (Z2) reguires the
transfer agent to provide 48-hour turnaround measurad
betwesen delivery and redelivery at the lower Hanhattan
cffice. This provision limits the ability -of transfer
agents that are gecgraphically distant from ¥ew York Cirty to
compete with other transfer agents, and may require the
former transfer agents who attempt ko compete Lo incuxr 1=
creased costs and to give preferential treatment on virtu-
ally a preemptive basis to items that fall within Rule 296,
In view of the Commisgion's recently adopted Rules l7ad-1
through 7, uwnder the Bet, 17 CFR 240.174d-1 through
240,178d-7, it no longer appears Lo be nooessary oOr
appropriate to maintain this requirement. FParagraph (3}
regquires a transfer agent operating under Rule 4%6 to have
capital, surplus (both capital and earned), undivided
profits, and capital reserves of at least 514,000,000, ftThis
requiresient does not provide flexibility for adjusements in
the requirement for trancfer agents which have an amount of
business and exposure that would make it reasonable to
reguire either a lower amount of asscts or alternative
measures such as insurance coverage. This reguirement,
thersfcore, may impose a burden on competition that is
unnecessary or inappropriste in furtherance of the Act,
Paragraph (8} requizes a transfer agent opevating undar Rule
496 to maintain a minimum Lasurance coverage of $253,0046,000
to protect securities in transit ov in process., This flak,
minimum reguirement does not provide for inswvrance coverage
reasonchly related to a transfer agent’s exposure and, fLor
rranzfer agents whose exposure is at a level that would
justify a smalley insurance reguirement, lmposes a burden on
competition not necessary or appropriate in furtherance of
the Ack. Rule 496 also does . not comply with Section
17a4{a}{2) of the Act which directs that tiae Commission,
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having due regard for competiticon among transfer agents,
establish a national system for the clearance and settlement
of securities transactions.

The following reles (“additional rules") were nobt cited
in the Commission's Necember 1, 1276 notice but, during the
Commission's review of the transaction completion rules,
have been identified as additional transaction completion
rules which are not in compliance with Sections 6(b},
1l{a){c}{5), and 17&(a)(2} of the hct. BArticle ¥IV, Soction
B allows the suspension or expulsion of a member, allied
member or approved perscon [oy making a misstatement upon a
material point to any subsidiary of the exchange. This ruale
doez not conform to Section 6(h1{5) of the Act bBecausc 1t 15
an attewpt to regulate by virtue of the authority confexred
con the WYSE by the Act matters whoge regulation by the NYSL
is not neg¢essary and therefore is not related to the
purposes of the Act. PRule 7 defines "exchange ticket® to
mean an exchange ticket as prescoribed in the rules of the
SCC Division: and Rule 376 provides that, unless the parties
agree otherwise, payments between members on account of
commissions on business when a principal is given un are £o
be made through the SCC Divieion of WSCC s prescribed in
its rules. These rules place a bhurden on competition among
breokers and dealers and among clearing ageacies in the
provision of clearamce services that is not necessary or
approprizte in furthevance of the Act. .

25 is evident, the zdditional rules and the transaction
completion vules are integrally related. In order to
erpedite and sinplify the HYSE's and the Commission's
consicervation of those rules, the Commission reguests that
the NYSE take action simultaneously with respect to hoth
groups ofF rules. Should the AYSE be unable to accedo to the
Commissicon's regquest, the Commission will proceed through
other means, including Section 1%(c), to conforwm the
additional rules tn the Art or take soch other action,
ineluding proceedings pursuant te Section 19(h) of the Act,
ag may appear warranted.
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i The Comnission and its staff are available to provide

h whatevey interpretive advice or other guidance the HYSE may .

]{ reasonably reguire in completing the preocess of conforming

I its rules to the Act and otherwise complying with the Act

r and the terms of this notice, '

By the Commission. L

2 Sincerely,

: George A, Fitzsimmons

E Secretary
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