| RECEIVED NOTICE TO MEMBERS: 7%‘(/
: Notices to members-stould Pe
retained for future reference.

N.A.S.D. NASD

. REGULATORY
; POLICY AND
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NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC.

1735 K STREET NORTHWEST + WASHINGTON D.C. 20006

June 15, 1978

IMPORTANT

MAIL VOTE

OFFICERS * PARTNERS * PROPRIETORS

TO: Members of the National Association of Securities
Dealers, Inc.

RE: Mail vote on Amendments to the By-~Laws Concerning
Volume Reporting by Members in NASDAQ Securities

; LAST VOTING DATE IS JULY 17, 1978

Enclosed herewith are proposed amendments to Article III,
Section 2 and Article XVI, Section 3 of the Association's By-Laws which

the Board of Governors is presenting to the membership at this time for
vote.

A description of the proposed amendments and their text is
attached. Also attached, for your information, is a proposed amendment
to Schedule D of the By-Laws which the Board intends to adopt if the pro-
posed amendments to the By-Laws are approved. Amendments to Schedule D
do not require membership approval.

These proposals were published for comment in Notice to Members
78-8, dated March 2, 1978. Comments were received and were considered by
the Board of Governors at its May, 1978 meeting. The Board determined to
modify the amendment to Schedule D as a result of the comments received
from the membership. The By-Law amendments are being submitted to the
membership as originally proposed. Should the membership approve these
amendments, they must be submitted to the Securities and Exchange Commission
for final approval before becoming effective.



Background and Explanation of the Proposed Amendments

NASDAQ market makers are required to report, through the NASDAQ
System, their daily volume in those securities in which they are registered
market makers. Volume in NASDAQ securities which does not involve registered
market makers is presently not required to be reported, however, the Board
of Governors believes that volume reports as to block-size transactions
is meaningful information for investors which should be incorporated into
the NASDAQ volume data released for publication.

The amendments to Article III, Section 2 and Article XVI,

- Amamd ~F N -~ ~1F3 +1
on 3 of the By-Laws would give the Buaru of Governors specific auth-

ty to require members to report information related to NASDAQ securities.
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The proposed amendment to Schedule D would require all members
who are not registered market makers to telephone, Telex or TWX, their
purchases and sales of block-size to the NASDAQ Department in New York City.
The volume would be entered into the System and the data would be included
in the individual security statistics, the aggregate NASDAQ statistics and

the NASDAQ regulatory reports.

Members would report only that volume involved in principal or
agency transactions of block-size executed with others who, at the time
of execution of the transaction, were not registered market makers in the
NASDAQ security. A block is defined as a tramsaction involving 10,000
shares or more executed at a price of $1 or more. In the case of a con-
vertible debenture, a block would be $300,000 face amount, or more. This
minimum requirement for reporting of convertible debentures has been raised
from $100,000 in the original proposal as a result of comments from mem-
bers.

For each transaction that meets or exceeds the definition of
block-size a firm would report the following information:

1. Security name and NASDAQ symbol;

2. Number of shares;

3. Whether the transaction was a purchase or sale;

4, Whether the transaction was executed as principal,
agent or dual agent; and

5. The name of the contra-broker/dealer or if the contra-
side is a retail account, the symbol, "RA".
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Members would be required to report their block purchases and
sales by 4:30 p.m. Eastern Time in order to have the data entered into
the System prior to the 4:45 p.m. Eastern Time volume cutoff deadline.

The Board of Governors has also proposed a technical amendment
to Article XVI, Section 3 of the By-Laws to reflect the acquisition of
the NASDAQ System by the Association. The amendment would delete a reference
to the responsibility of the operator of the NASDAQ System to collect charges
from subscribers since this function is now performed by the Association.

The proposed By-Law amendments are important and merit your
immediate attention. The Board of Governors believes the proposed amend-
ments to Article III, Section 2 and Article XVI, Section 3 of the Associa-
tion's By-Laws are necessary and in the public interest and recommends
that members vote their approval. Please mark your ballot according to
your conviction and return it in the enclosed, stamped envelope to "The
Corporation Trust Company." Ballots must be postmarked no later t

July 17, 1978.

Sincerely, _,
S S IF S

-
Cdédon S Macklin

zresident

Enclosures
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NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC.

1735 K STREET NORTHWEST « WASHINGTON D.C. 20006

June 16, 1978

TO: All NASD Members
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Covington Knox, Inc.
3223 Smith Street, Suite 101
Houston, Texas 77006

Operations Officer, Cashier, Fail-Control Department

>
-
=

A temporary receiver was appointed for the above captioned
SECO firm. Since the firm is not a member of the Association or the
National Securities Clearing Corporation, please direct any questions
regarding this firm to the temporary receiver,

Temporary Receiver

Percy D. Williams, Esquire

Williams & Shanks

1609 First City National Bank Building
Houston, Texas 77002

Telephone: 713-652-0732

Bradford M. Patterson
Financial Specialist
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NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC.

1735 K STREET NORTHWEST + WASHINGTON D.C. 20006

June 16, 1978

TO: All NASD Members

RE: Qualification of Registered Options Principals
and Registered Options Representatives

On December 23, 1977, the Association submitted a filing to
the Securities and Exchange Commission pursuant to SEC Rule 19b-4,
which contained a number of rule proposals designed specifically to
regulate trading by Association members in conventional or over-the-
counter options and the listed options activities of so-called "'access
firms' (i. e., NASD members which conduct a business in exchange-

listed options but which are not memhbers of a particular exchange upon

which the optlon traded is listed). Essentlally, this filing, here1nafter
referred to as '"the access firm proposal, " consists of rule changes which
were initially proposed in connection with the NASDAQ options program,
including an Appendix E to Article III, Section 33 of the Rules of Fair

. Practice; amendments to Schedule C of the By-Laws governing registra-
tion of options principals and registered representatives; and, Uniform
Practice requirements which would set standards for the exercise of option
contracts and the delivery of and payment for underlying securities. SEC
consideration of the NASDAQ options program has been delayed pending
completion of an in-depth study of the options markets by the Commission-
sponsored Special Options Study Group. Until such time as the Study
Group is able to complete its investigation, the SEC has placed a mora-
torium on the review of any rule change proposal by a self-regulatory
organization which could lead to the expansion of existing options programs
or the creation of new ones.

Despite the moratorium, the Association and the staff of the
Commission have been able to reach agreement on the fact that specialized
rules are needed at this time to fill the regulatory void which exists with
respect to the options activities of NASD member access firms. In this
connection, the Association has worked closely with the SEC staff in the
development of the access firm proposal and it now appears that the



Commission shortly will act on the filing. Subject to SEC approval, it
is anticipated that the rule package will become effective in August, 1978.

As noted, one of the rules filed with the Commission is an
amendment to Schedule C of Article I, Section 2(d) of the Association's
By-Laws concerning the registration and qualification of Registered
Options Principals (ROP's) and Registered Options Representatives
(ROR's). The text of this rule is included at the end of this notice.

Schedule C of the By-Laws would be amended by adding two
parts pertaining to options principals and one part pertaining to options
representatives. Section (4) of Part I would require any member engaged
in any put or call options activities, whether for the account of a public
customer or for the account of the firm, to have at least one of its asso-
ciated persons registered with the Association as a "Registered Options
Principal.'' Section (4) would also require each person who is actively
engaged in the management of the day-to-day options activities of a mem-
ber to be registered with the Association as a ROP. This provision is
designed to cover both individuals and firms who are engaged in conven-
tional or traditional over-the-counter option transactions and transactions
in exchange-listed options done on an access basis. Further, Section (4)
would require members to designate a Senior Registered Options Princi-
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pal and to inform the Association of that person's identity. These are new

provisions and will apply notwithstanding that a firm has previously, or
is presently, engaged in option transactions.

Section (5) of Part I would require that as a condition to be-
coming a ROP, a person associated with a member must pass an appro-
priate qualification examination for Registered Options Principals, or an
equivalent examination acceptable to the Association. Section (5) would
also specify that a person shall not qualify as a ROP for both put and call
options unless he has passed an examination which tests for both put and
call options.

Section (4) of Part II would require that associated persons of
members whose activities include the solicitation and/or sale of options
contracts be certified as ROR's, This section also states that as a con-
dition to becoming a ROR, a person associated with a member must pass
an appropriate certification examination for Registered Options Represen-
tative, or an equivalent examination acceptable to the Association. Sec-
tion (4) would also specify that a person shall not qualify as a ROR for
both put and call options unless he has passed an examination which tests
for both put and call options.

The Association is mindful that the qualification of options
principals and the certification of options representatives has been an
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important facet of the regulatory structure of the existing options exchanges.
It is not the intent of the Association, therefore, to add a level of duplica-
tive requirements in the qualification of such persons where such a require-
ment would add little to the protection of public investors and the mainten-
ance of orderly securities markets. The Association believes that these
interests can be served by coordinating its qualification and certification
requirements with the existing requirements of the options exchanges. In
order to meet this objective, the Association will implement its ROP and
ROR requirements in the following manner:

Grandfathering of Exchange Registered Options
Principals and Options Representatives

The Association intends to grandfather those persons associated
with its members who have qualified by examination as ROP's or who have
been certified as ROR's with one or more of the options exchanges. The
Association believes that no regulatory purpose would be served by re-

- quiring exchange-qualified ROP's and ROR's to sit for an additional quali-
fication or certification examination. The specific procedures to be
followed in effecting the registrations of exchange-qualified ROP's and
ROR's with the Association will be the subject of another notice to mem-

bers following SEC approval of the amendments to Schedule C.

Pre-Qualification of NASD Registered Options Principals

As was previously stated in Notice to Members No. 77-14,
dated April 22, 1977, the proposed amendments to Schedule C do not pro-
vide a basis for grandfathering any person who is not qualified by examina-
tion with an options exchange nor do they provide a grace period following
the effective date during which time a member could engage in options
activities without first having qualified at least one person as a ROP.
Once again, the Association strongly recommends that persons who will
assume the responsibilities of ROP's take steps prior to the effectiveness
of the new ROP provisions to meet the requirement to pass a written
qualification examination. This requirement will be satisfied by passing
the existing ROP examination of the options exchanges which the Associa-
tion administers. It is currently anticipated that the access firm rules
will become effective in August. Request forms for the ROP examination
can be obtained from the Qualifications Department at the Association's -
Executive Office or any one of its 14 District Offices.

Certification of Registered Options Representatives

The Association has informed the SEC that it intends to provide
a period of up to 90 days following the effective date of the access firm
proposal during which time members may certify options representatives.



The certification program to be used by the Association will be similar

to that employed by the various options exchanges. Under the program, ¢
member firm ROP's will be permitted to administer a certification ‘
test to those representatives qualified prior to May, 1977, as General
Securities Representatives who have not otherwise been certified for puts

and calls by one or more of the options exchanges. The cut-off date of

May, 1977, will be used because the General Securities Examinations
administered after that date have included questions covering both put

and call options contracts. Therefore, registered representatives who

have taken and passed the General Securities Examination after May,

1977, will be considered certified as ROR's. Requests for copies of the
certification examination for ROR should be made in writing by a mem-

ber's Senior Registered Options Principal and directed to the Qualifica-

tions Department at the Association's Executive Office.

On
Questions reg

material may be directed to David H. Uthe o
ment at (202) 833-7273.
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Attachment



PROPOSED AMENDMENTS TO
SCHEDULE C OF ARTICLE I, SECTION 2(d)
OF THE BY-LAWS

Part I, Section (4)

Registered Options Principals; Requirements
For New and Existing Members

Every member of the Corporation which is engaged in, or which
intends to engage in transactions in put or call options with the public, or
for its own account, shall have at least one Registered Options Principal
who shall have satisfied the requirements of Part I, Section (5) hereof.
Each such member shall alsc designate a Senior Registered Options Prin-
cipal and identify such person to the Corporation. A member which has
a Registered Options Principal qualified in either put or call options shall
not engage in both put and call option transactions until such time as it has
a Registered Options Principal qualified in both such options. Every per-
son actively engaged in the management of the day-to-day options activities
of a member shall also be registered as a Registered Options Principal.

In the event any Registered Options Principal ceases to act in such capacity,
such fact shall be reported promptly to the Corporation together with a

Part I, Section (5)

Registered Options Principal

(a) Each person required by Part I, Section (4) hereof to be a
Registered Options Principal shall pass the appropriate qualification exam-
ination for Registered Options Principal, or an equivalent examination
acceptable to the Corporation, for the purpose of demonstrating an ade-
quate knowledge of options trading generally, the rules of the Corporation
applicable to trading of option contracts and the rules of the Options
Clearing Corporation, and be registered as such before engaging in the
duties or accepting the responsibilities of a Registered Options Principal.

(b) A person shall not qualify as a Registered Options Prin-
cipal for both put and call options unless he has passed an examination

testing him with respect to both put and call options.

Part II, Section (4)

(£) Registered Options Representative

FEach person associated with a member whose activities
in the investment banking or securities business include the solicitation



and/or sale of option contracts shall be required to be certified as a
Registered Options Representative and to pass an appropriate certifica-
tion examination for such or an equivalent examination acceptable to the
Corporation. Registered Options Representatives qualified in either put
or call options shall not engage in both put and call option transactions
until such time as they are qualified in both such options. Members shall
be required to report to the Corporation the names of any associated per-
sons certified as Registered Options Representatives pursuant to an
examination approved by the Corporation. Registered Options Represen-
tatives of members that are members of a national securities exchange
which has standards of approval acceptable to the Corporation may be
deemed to be approved by and certified with the Corporation, so long as
such representatives are approved by and registered with such exchange.

%o
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NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC.

1735 K STREET NORTHWEST + WASHINGTON D.C. 20006

June 16, 1978

TO: NASD Members

RE: Investment Advisers Act of 1940; Exemption from
Requirement to Register for Certain Broker-Dealers
to Expire on October 31, 1978

Introduction

On May 4, 1978, the Securities and Exchange Commission
announced the final extension of temporary Rule 206A-1(T) under the Invest-
ment Advisers Act of 1940 (the "Advisers Act'). The rule, which first
became effective on May 1, 1975, to coincide with the elimination of fixed
commission rates, was adopted in order to exempt temporarily certain

hrokers and dealers from having to register as an investment adviser and
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to otherwise comply with the Advisers Act. The Commission has now
determined that it is appropriate in the public interest and consistent with
the protection of investors to permit the temporary exemption to expire on
October 31, 1978, and to require all broker-dealers which fall under the
definition of "investment adviser' to register as such with the SEC by that
date.

Background

On May 1, 1975, SEC Rule 19b-3 became effective thereafter
prohibiting the existence of fixed commission rates in the securities industry,
As a result, and with the emergence of negotiated rates, the SEC believed
that some broker-dealers would initiate new pricing policies by charging
separately for brokerage business on the one hand and for research and
investment advice on the other. It was also the Commission's view at the
time Rule 19b-3 was adopted that if a broker or dealer were to charge
separately for research and other investment advice such charges could
constitute ''special compensation.' Because of this, the broker or dealer
would be brought under the definition of "'investment adviser' and therefore
subject to the registration and compliance requirements of the Advisers
Act. SEC Rule 206A-1(T) was adopted by the Commission as a temporary
means to provide firms with an opportunity to adjust to their new pricing
policies and to become familiar with the provisions of the Advisers Act.



Section 202(a)(11) of the Advisers Act defines the term ''invest-
ment adviser' to mean, with certain exclusions ', . . any person who, for
compensation, engages in the business of advising others, either directly
or through publications or writings, as to the value of securities or as to
the advisability of investing in, purchasing, or selling securities, or who,
for compensation and as part of a regular business, issues or promulgates
analyses or reports concerning securities,' Section 202(a)(11)}(C) provides
an exclusion from the definition of investment adviser for ". . . any broker
or dealer whose performance of such (investment advisory) services is
solely incidental to the conduct of his business as a broker or dealer and
who receives no special compensation therefore' (Emphasis added). When
temporary Rule 206A-1(T) expires on October 31, 1978, a broker or dealer
would still be excluded from the definition of "investment adviser' to the
extent that his furnishing of research and other investment advisory ser-
vices was ''solely incidental to the conduct of his business as a broker-dealer

and without special compensation therefore."

Opportunity to Comment

On May 4, 1978, the Commission published SEC Release No.
34-14714 (IA Release No. 626) which more fully explains and describes
the background of Rule 206A-1(T) and the reasons for the SEC temporarily
exempting certain broker-dealers from the Advisers Act. A reproduction

of that publication is attached to this notice and should be carefully studied

by every member who, as a result of its pricing policies with respect to
research and investment advice, may be required to register as an invest-
ment adviser., In the release, the Commission solicits the views and com-
ments of interested parties on the meaning of the term ''special compensation'
as such has application to the furnishing of investment advisory services
and, on the question of whether broker-dealers who have discretionary
authority over customer accounts should, per se, be considered investment
advisers with respect to such accounts. All comments must be submitted
to the SEC on or before June 30, 1978, In regard to the above, members
are advised to thoroughly familiarize themselves with the requirements of
the Advisers Act and, if appropriate, to take the necessary steps to timely

register with the SEC as an investment adviser prior to November 1, 1978,

Should you have any questions concerning this matter, please
contact Jack Rosenfield, Assistant Director, (202) 833-4828, Department
of Regulatory Policy and Procedures, National Association of Securities
Dealers, Inc., 1735 K St., N.W., Washington, D.C. 20006.

Sincerely,,

ordon S. Macklin
Attachment President
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Title 177—Commodity and Securities
Exchanges

CHAPTER 1I—SECURITIES AND
EXCHANGE COMMISSION

[Release Nos. 1A-626; 34~14714]1

BADT 9275 __ AND DEPII!A-

TIONS, lNVESTMENT ADVISERS
ACT OF 1940

Final Extension of Temporary Exemp-
tion From the investment Advisers
Act for Certain Brokers and Deal-
ers

AGENCY: Securities and Exchange
Commission.

ACTION: Final extension of tempo-
rary rule.

SUMMARY: Because some broker-
dealers might have decided, as a result
of the May 1, 1975 elimination of fixed

-nommission rates on securities transac-

),ions, to impose charges for their in-
advisory services which
might have caused such broker-dealers
to lose their exemption from the In-
vestment Advisers Act_of 1940 (‘“Advis-
ers Act’”), the Commission on a tempo-
rary basis exempted certain broker-
dealers from the Advisers Act. The
Commission now has determined that
the temporary exemption will be al-
lowed to expire at the end of an addi-
tional six-month period and that no
permanent exemption will be adopted.

-3 .

gurrent statf views on the meaning of
ne werm specxax Cﬁmpeﬁsauuu arc
also set forth and public comments are
solicited on those views and on the
question whether brokers or dealers
who have discretionary authority over
customers’ accounts should, per se, be
considered investment advisers with
respect to such accounts,

DATES: Effective date of final exten-
sion—April 27, 1978; comments must
be received on staff views on the
meaning of ‘“special compensation”
ti.gélaother issues on or before June 30,

ADDRESSES: Interested persons
should submit their views and com-
ments in triplicate to George A. Fitz-
simmons, Secretary, Securities and Ex-
change Commission, 500 North Capitol
Street, Washington, D.C. 20549. Ail
submissions should refer to File No.
S7-740, and will be made available for
public inspection at the Commission’s
Public Reference Section, Room 6101,
11035L Street NW.. Washington, D.C.
20005.

FOR FURTHER INFORMATION
CONTACT:

Michael Berenson, Esq., Office of
the Chief Counsel, Division of In-
vestment Management, Securities
and Exchange Commission, 500
North Capitol Street, Washington,
D.C. 20549, 202-376-20549.
SUPPLEMENTARY INFORMATION:

1. SyNopsIs

The adoption of Rule 19b-3 (17 CFR
240.19b-3)! under the Securities Ex-
change Act of 1934 (15 U.S.C. 78a et
seq.) (“Exchange Act”), if followed by
the “unbundling” of brokerage com-
mission charges and charges for re-
search and other investment advice,
could cause those brokers or dealers
who unbundle to become investment
advisers as that term is defined in the
Investment Advisers Act of 1940 (15
U.S.C. 80b-1 et seq.) (“‘Advisers Act”).
Believing that the change from fixed
to negotiated rates was itself a very
significant change for brokers and
dealers, the Commission adopted a
series of temporary exemptions from
the Advisers Act for certain brokers
and dealers who had been registered
pursuant to Section 15 of the Ex-
change Act prior to the May 1, 1975
effective date of Rule 19b-3 and who
were not then registered as an invest-
ment adviser. The latest of such ex-
emptions expires on April 30, 1978.

1Rule 19b-3 prohibits any national securi-
ties exchange from adopting or retaining
any rule that requires, or from otherwise re-
quiring, its members to charge fixed rates of
commission for transactions executed on, or
by the use of the facilities of, such ex-
change after May 1, 1975 (May 1, 1976 as to
rules of an exchange relating to floor bro-
kerage commissions).

_ An adequate period has elapsed for
broker-dealers {0 become famiiiar with
the provisions of the Advisers Act and
to adjust to the unfixing of commis-
sion rates. The Commission has con-.
sidered the impact of the Advisers Act

-on all broker-dealers, including those

previously exempt, and does not be-
lieve compliance with the Advisers Act
is overly burdensome. This is especial-

ly true since the Commission has

taken several actions since the tempo-
rary exemptions were first initiated to
reduce the burdens regulation under
the Advisers Act imposes on broker-
dealers. In addition, the Commission
believes that the Advisers Act provides
individuals with certain protections
not available under the Exchange Act.
Accordingly, the Commission has con-
cluded that neither a continuation of
the temporary exemption, beyond a
final extension to October 31, 1978,
permitting broker-dealers to prepare
for compliance with the Advisers Act,
nor adoption of a permanent exemp-
tion from the Advisers Act for any or
all broker-dealers is necessary or ap-
propriate in the public interest and
consistent with the protection of in-
vestors and the purposes fairly intend-
ed by the policy and provisions of the
Advisers Act.

I1. BACKGROUND

On April 23, 1975, the Commission
published notice of the adoption of
temporary Rule 206A-1(T) (17 CFR
275.206A-1(T))  under the Advisers
Act? effective May 1, 1975, to coincide
with the effective date of Rule 19b-3
under the Exchange Act. The rule was
adopted in order to allow brokers and
dealers to become familiar with the
Advisers Act and to afford them an
adequate period of time to develop and
test new pricing practices after May 1,
1975, without at the same time having
to register under and comply with the
Advisers Act. The rule also was adopt-
ed to provide for a.thorough consider-
ation by the Commission and the
public of questions related to the ap-
plicability of the Advisers Act to bro-
kers and dealers. Registration under
and compliance with the Advisers Act
might otherwise have been required of
a broker or dealer who made a sepa-
rate charge for investment advice
since by doing so he might lose the
henefit of the exclusion from the defi-
nition of investment adviser in Section
202(a)(11) (15 U.S.C. 80b-2(a)11)) of
the Advisers Act? provided by Section

2Securities Exchange Act Release No.
11368, Investment Advisers Act Release No.
455, 40 FR 18424 (April 28, 1975).
3Section 202(aX11) of the Advisers Act de-
fines the term “investment adviser” to
mean, with certain exclusions—any person
who, for compensation, engages in the busi-
ness of advising others, either directly or
through publications or writings, as to the
value of securities or as to the advisability
Footnotes continued on next page



202(aX11XC) (15 Ts.C. f0h-
2(aX11XC)) for “any broker or dealer
whose performance of such (invest-
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dental to the conduct of his business
as a broker or dealer and who receives
no special compensation therefor.”
Rule 206A-1(T) provided a four-
month exemption from the Advisers
Act for any broker or dealer who was
registered as such on May 1, 1975 pur-
suant to Section 15 (15 U.S.C. 780) of
the Exchange Act and who was not
then registered with the Commission
as an investment adviser. On August
20, 1975, the exemptive period was ex-
tended to April 30, 1976, and at that
time the exemption was narrowed to
exclude after November 30, 1975,
broker-dealers performing investment
supervisory services or Investment
management services for special com-
pensation or not solely incidental to
their business as broker-dealers. * Sub-
sequently, the Commission amended
Rule 208A-1(T) to provide twe addi-
tional extensions of the rule, expiring
April 30, 1977,% and April 30, 1978. %

II1. STATUTORY PROTECTIONS PROVIDED
BY THE ADVISERS ACT AND THE RULES
THEREONDER WHIcH May NoT BE
AvarLasrE UNDER THE EXCHANGE AcCT
AND THE RULES THEREUNDER

Both the Advisers Act and the Ex-
change Act provide a regulatory

awanly Aagigmad $a £amd fameros
framework u'c‘SAsuEU 10 Prowvect inves-

tors and the public interest while per-
mitting the provision of professional
services in the financial marketpiace.
While the two statutes are similar,
there are some differences, particular-
ly with respect to their antifraud pro-
visions. Both Investment advisers and
broker-dealers are subject to general
antifraud provisions under their re-
spective Acts. In light of several recent
Supreme Court decisions, however, the
Commission believes that the protec-
tions afforded investors under Rule
105-5 (17 CFR 240.10b-5), the general
antifraud rule adopted pursuant to
Section 10(b) (15 U.S.C. 78j(b)) of the
Exchange Act, may not be so broad as
those afforded under the comparable
provisions in Section 206 (15 U.S.C.
80b-6) of the Advisers Act, particular-

Footnotes continued from last page
of investing in, purchasing, or selling securi-
ties, or who, for compensation and as part
of a regular business, issues or promulgates
analyses or reports concerning securities.

‘Securities Exchange Act Release No.
116807, Investment Advisers Act Release No.
471 (August 20, 1975), 40 FR 38157 (August
21, 1975).

5Securities Exchange Act Release No.
12297, Investment Advisers Act Release No.
506 (April 1, 1976), 41 FR 14507 (April 6,
1976).

sSecurities Exchange Act Release No.
13454, Investment Advisers Act Release No.
?g}”(Aprﬂ 20, 1977), 42 FR 21769 (April 29,

)
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1y with regard to a person who is not a

purchaser or seller of securities. These
differences are approptia.tely related
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to be registered under the Advisers
Act.

Other provisions of the Advisers Act
have no equivalents in the Exchange
Act. There are not any general re-
quirements under the Exchange Act
comparable to the consent regirement
in Section 206(3) of the Advisers Act,
nor are there specific provisions relat-
ing to contracts as in Section 205 (15
U.S.C. 80b-5) of the Advisers Act.?

IV. THE FEASIBILITY OF COMPLIANCE BY
BROKERS aAND DgarErs Wira BorH
THE ADVISERS ACT AND EXCEANGE ACT

. CENERAL RURDENS

Public commentators on Rule 206A-
1(T) have stated that it would be bur-
densome for brokers and dealers to
become subject to the Advisers Act.
There are, however, currently aver 300
firms which are dually registered, ap-
parently including fourteen of the fif-
teen largest brokers and dealers doing
a primarily public business. The
number and size of the dual regis-
trants suggest that registration under
and compliance with the Advisers Act
is not unduly burdensome. Further-
more, as indicated below, the Commis-
sion has significantly alleviated cer-
tain burdens which have heen brought
to its attention.

B. SPECIFIC BURDENS

1. Disclosures dual registrants must
make in connection with securilies
transactions with clienits. A number of
commentators on Rule 206A-1(T) sug-
gested that it is not feasible for
broker-dealers who are also invest-
ment advisers to comply with the
standards set forth in two Commission
pronouncements, Advisers Act Release
No. 40, February 5, 1945, and In the
Matter of Arleen W. Hughes, 27 SEC
629 (1248), aff'd sub nom. Hughes v.
S.E.C, 174 F. 2d 959 (D.C. Cir. 1949).
In Advisers Act Release No. 40, the
Commission set forth comprehensive
disclosures it believed were necessary
in circumstances to which Section
206(3) of the Advisers Act (15 U.S.C.

"There are also advertising rules (Rule
206(4)-1 (17 CFR 275.206(4)-1)) and certain
recordkeeping rules under the Advisers Act,
e.g., Rules 204-2(a) (12) and (13) (17 CFR
275.204-2(a) (12) and (13)), for which there
are no parallel provisions {n the Exchange
Act. Because of differences in the manner in
which broker-dealers and investment advis-
ers conduct their respective businesses, and
because of certain common law protections
and certain rules of self-regulatory organi-
zations adopted pursuant to the Exchange
Act, these differences may in some instances
reflect alternative regulatory approaches
under the two Acts and not necessarily dif-
fering levels of investor protection.

3
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20h-8(3)) is applicable, i.e., when an in-

vestment adviser, acting as suc rOo-
poses either to a.ct as principal or as
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action with a client. The Arleen
Hughes case was a proceeding based
primarily on a broker-dealer/invest-
ment adviser’s failure to make the dis-
closures required by Advisers Act Re-
lease No. 40.

The Commission has already recog-
nized ‘““that some modification is ap-
propriate (of the position set forth in
Release No. 40), which now appears in-
appropriate in light of the investment
advisory business as it has evolved to
the present time” and indicated that
in any such situation the extent of the
detailed disclosure required would
depend on the facts of each case.?

Noti oniy has the Commission adopt-

2
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‘ed a more flexible approach concern-

ing the disclosures a dual registrant
must make when acting in a dual ca-
pacity in a transaction with a client,
but. when persuasive arguments have
been presented that Section 206(3) is
unduly burdensome in particular cir-
cumnstances, it has also adopted rules,
such as Rules 206(3)-1 and 206(3)-2
(17 CFR 275.206(3)-1 and 206(3)-2) to
eliminate those burdens.? The Com-
mission would give serious and prompt
consideration to providing further
relief from any other undue burden
that might be imposed by Section
206(3) or any other provision of the
Advisers Act or the rules thereunder
on brokers and dealers who are regis-
tered as investment advizers.

2. Fiduciary Obligations of Brokers
and Dealers who are Investment Advis-
ers. Another reason some broker-deal-
ers have given for desiring an exemp-
tion from the Advisers Act is their

tAdvisers Act Release No. 470 (August 20,
1975).

*Rule 206(3)-1 states that a brcker or
dealer will not be construed to be acting as
an investment adviser with respect to a par-
ticular transaction (and therefore the dis-
closure obligations of Section 206(3) will not
attach) if its advice has been furnished only
by means of (1) publicly distributed written
statements or pubiicly made oral state-
ments; (2) statements or matenals which
are not directed to the necds of a specific in-
dividual;, (3) statistical information which
does nict comment on the investment merits
of a particular security; or {(4) a combinaticn
of the foregoing services.

Rule 206{3>2 prevides an alternative
means of compliance with Section 206(3) for
those advisers who wish to effect agency
cross transactions for tizeir clients. The rule
allows clients to provide advance consent
authorizing such transactions for a period
not exceeding one year, but requires the in-
vestment adviser to furnish the client cer-
tain disclosures concerning the compensa-
tion received in connection with such trans-
actions on a transaction-by-transaction
basis, as well as a cumulative basis, within
thirty days prior to the expiration of the
period covered by the blanket consent the
rule envisions.



belief that an invesiment adviser, as
such, may be held to have higher
duties to his clients than does a broker
or dealer to his customers. To the
extent this may be true, no persuasive
reason has been given to lower stand-
. ards imposed by law. Moreover, since a
dual registrant is not an investment
adviser to brokerage clients to whom it
provides advisory services on a solely
incidental basis and without special
compensation,® it does not appear
that a dual registrant will owe such
higher duties to any clients other than
its advisory clients.

3. ERISA. Some commentators ex-
pressed concern that if broker-dealers
were required to register as invest-
ment advisers, problems might arise
with respect to the Employee Retire-
ment Income Security Act of 1974
(“ERISA”) (29 U.S.C. 1001 et seq.). In
particular, those commentators were
concerned that registration under the
Advisers Act might bear on wgether a
broker-dealer would be deemed to be a
“fiduciary” for purposes of ERISA.
Determination of a broker-dealer’s ob-
ligations under ERISA would not
appear, however, to turn on whether
the broker-dealer is also registered
under the Advisers Act. The term “fi-
duciary” is defined in ERISA and
has been further refined in regula-
tions adopted by the Deparftment of
Labor and the Internal Revenue Serv-

ice. 12 The Commission will, of course
« 418 ion will, ¢l course,

continue to work with the Department
of Labor and the Internal Revenue
Service regarding the interrelation-
ship of ERISA and the federal securi-
ties laws.

4. State regulation. The Commission
has also given attention to the con-
cerns of some brokers and dealers that
if they are required to register under
the Advisers Act various states may
impose their investment adviser regu-
lations on such previously exempt bro-
kers and, dealers and that this will
result in unnecessary, duplicative reg-
ulation. The Commission, of course, is
anxious to avoid unnecessary regula-
tory burdens. It would be improper,
however, for the Commission to con-
clude not to act in a manner neeessary
for the protection of investors on the
ground that some States, whose ac-
tions are beyond the Commission’s
scope of authority, may as a conse-
‘quence apply regulations which mem-
bers of the brokerage industry believe
are unnecessary.

V. ScoPE OF EXCLUSION PROVIDED BY
SEcTION 202 (AX11XC)

When the temporary rule expires, a
broker or dealer would still be ex-

S ————

1»See Section V, infra.

13ection 3(21)(A) of the Employee Retire-
ment Income Security Act of 1974, 29 U.S.C.
1002(21XA) (1974).

1229 CFR 2510.3-21 (1977).

u

cluded from the definition of invest-
ment adviser to the extent he could
meet the statutory standards in Sec-
tion 202(aX11)(¢) relating to the fur-
nishing of advisory services solely inci-
dental to the conduct of his business
as a broker-dealer and without special
compensation therefor.

The relationship of a broker or
dealer to his brokerage customers does

not become an investment advisory re--

lationship merely because the broker
or dealer is registered as an invest-
ment adviser. A broker or dealer who
is registered as an investment adviser
is not by reason of that fact an invest-
ment adviser to those of his brokerage
clients to whom he provides advisory
services on a solely incidental basis
and without special compensation.

As early as October 28, 1940, the
Commission, in Investment Advisers
Act Release No. 2, made known the
opinion of its General Counsel as to
the meanmg of the term “special com-
pensation” in var rious circumstances in
which a broker-dealer provided invest-
ment advice solely incidental to the
conduct of his business as a broker or
dealer.

The examples treated in this release
suggest that ‘“special .compensation”
for investment advice is compensation
to the broker-dealer in excess of that
which he would be paid for providing

a brokerage or dealer service alone.
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non-existence of “special compensa-
tion” in any paricular circumstance
may not pe ciear, tne Lommission con-
siders it desirable that the current
views of the Division of Investment
Management on this subject be pro-
vided to broker-dealers for their guid-
ance, while also calling for comment
on this question.

The Division of Investment Manage-
ment regards special compensation as
existing only where there is a clearly
definable charge for investment
advice. This reflects the Division’s po-
sition that a client who perceives that
he is paying a charge specifically for
investment advice is entitled to the
protections of the Advisers Act.

The Division would not look outside
the fee structure of a given firm to de-
termine whether special compensation
exists. That is, just because a *“dis-
count” firm offered lower rates than a
“full-service” firm, the Division would
not call the “full-service” firm’s
charges “special compensation.”

If a firm negotiates different fees
with its clients for similar transac-
tions, the Division would not regard
the differences in charges ‘“special
compensation” for investment advice
since whether they were or were not
based on the presence or absence of in-
vestment advice appears too hypo-
thetical.

Nor would the Division regard as
“special compensation” general diifer-

entiais which exist because a firm pro-
vided, on the one hand, an unrestrict-
ed execution service and, on the other
hand, a restricted execution service,
such as one in which customers must
have the necessary cash in their ac-
counts at the time a purchase order is
placed and must accept execution at
the next day’s opening price.

However, if a broker-dealer has in
effect, either formally or informally,
two genera) schedules of fees available
to a customer, the lower without in-
vestment advice and the higher with
investment advice and the difference
is primarily attributable to this factor,
or if a broker-dealer should separately
bill a particular customer with a spe-
cific charge for investment advice, the
Division would regard the extra
charge as ‘“special compensation” for
investment advice. This is the position
that was taken by the General Coun-
sel in 1940 and it is the position that
the Division believes would be ta&en
by a court today. This would be the
case even in a situation, currently non-
existent, in which a current “full-serv-
ice” firm implements a “discount” or
“execution-only” service. If the differ-
ential in general rate structure offered
to a particular client could be said to
be primarily attributable to the ren-

_ dering of investment advice, the Divi-

sion Would deem at least part of the
differential to be “special compensa-

tion’ far invactmant advice
VICHY T IOT inVEeSiment aqvice,

The recently adopted Rule 1lla2-
2(T) under the Exchange Act (17T CFR
240.11a2-2(T)) in certain circum-
stances permits a broker-dealer (the
“initiating broker-dealer”) to retain
compensation in connection with ef-
fecting transactions for an account as
to which he exercises investment dis-
cretion. The rule requires the initiat-
ing broker-dealer to forward the
orders to other broker-dealers for ex-
ecution and also requires the initiating
broker-dealer to furnish to a discre-
tionary account at least annually a
statement setting forth the total
amount of transactional compensation
retained by the initiating broker-
dealer, exclusive of amounts paid to
the executing broker-dealer.

The Division believes that, as indi-
cated by Investment advisers Act Re-
lease No. 2, unless an initiating broker
charged specifically for investment
advice, the mere fact that he received
compensation for advice and other ser-
vices, in addition to the compensation
paid to an executing broker, would not
make such compensation “special com-
pensation.” Moreover, the mere report
of such compensation should not
cause such retained amounts to be
“special compeunsation.”

The views set forth above are the Di-
vision of Investment Management's
current views on the meaning of the
term ‘“special compensation.” The
Commission requests comments and



suggestions from all interested persons
on these views. The Commission also
requests comments on whether the
meaning of “special compensation”
should be expanded or narrowed, by
rule or interpretation, and the impact
such action would have on brokers and
gealers who would be affected there-

y.

For example, on the one hand, the
term “special compensation” might be
interpreted to apply to a part of the
fee negotiated between a broker-dealer
and a customer if the fee is higher
than the fee that would have been ne-
gotiated for an execution service alone
and one reason the fee is higher is
that it includes a fee for investment
advice.!’* On the other hand, the mean-
ing of special compensation might be
interpreted as not includiing any
charge for investment advice that is
made on a transactional basis as part
of & charge for a broker or dealer serv-
ice.1*

Under previous interpretations of
the scope of the exclusion provided by
Section 202(2)(11XC) of the Advisers
Act, broker-dealers who have exercised
discretionary authority over the ac-
counts of some of their customers
were generally regarded as providing
investment advice incidental to their

business as a broker-dealer and were

not considered subject to the Advisers -

Act with respect to these activities so
long as the customers did not pay spe-
cial compensation for these services.®
It appears, however, that relation-
ships which include discretionary au-
thority to act on a client’s behalf have
many of the characteristics of the re-
lationships to which the protections of
the Advisers Act are important. Ac-
cordingly, the Commission is consider-
ing whether it should take action, by
rule or otherwise, to interpret the
scope of the exclusion provided by
Section 202(a)11XC) of the Advisers
Act so that it is not available to a
broker-dealer who exercises “invest-
ment discretion,” as defined in Section
3(a)X35) of the Exchange Act'¢ (15

This interpretation might most clearly
give effect to the view that a person who
clearly perceives that he is paying for in-
vestment advice should receive the protec-
tions of the Advisers Act.

1+This interpretation might tend to reduce
to the greatest extent any disincentive (be-
cause of potential Advisers Act regulation)
for a “full-service” brokerage firm to intro-
duce a discount service or for a discount
house to introduce a “full-service” broker-
age package.

®»The staff of the Commission has taken
the position that a broker-dealer whose
business consists almost exclusively of man-
aging accounts on a discretionary basis is
not providing investment advice solely inci-
dental to his business as a broker-dealer.

1Section 3(a)(35) states:

“A person exercises ‘investment discre-
tion’ with respect to an account if, directly
or indirectly, such person (A) is authorized

U.8.C. 78c(a)(35)), and so that all cus-
tomers of a broker-dealer whose ac-
counts are managed on a discretionary
basis would be considered advisory cli-
ents. The Commission requests com-
ments on the advisability of such
action and the effects such action
would have on brokers and dealers.

V1. CORCLUSION

The Commission has considered the
public comments received on Rule
206A-1(T) and has concluded that the
temporary exemption from the Advis-
ers Act should not be extended beyond
Qctober 31, 1978, and that no perma-
nent exemption should be adopted.
The Commission believes it is not
onerous for an entity to register under
and comply with the Advisers Act and
it does not believe that those regis-
tered brokers or dealers who will be re-
quired to register as investment advis-
ers will find the requirements of the
Advisers Act unduly burdensome. Fur-
thermore, the Advisers Act and the
rules thereunder provide investors cer-
tain protections which are not avalila-
ble under the Exchange Act and the
rules thereunder.

AUTHORITY
The amendment to Rule 206A-1(T)

is adopted pursuant to Sections 2064,
211(a) and 211(b) of the Advisers Act
(15 U.S.C. 80b-6a, 80b-11(a) and 80b-

11(b)).

§ 275.206A-1(T) [Amended]

Accordingly, §275.206A-1(T), para-
graph (a), Part 275 of Chapter II of
Title 17 of the Code of Federal Regu-
lations i{s hereby amended to change
the expiration date of the temporary
exemption contained therein from
April 30, 1978, to October 31, 1978.

The Commission finds, in accord-
ance with the requirements of the Ad-
ministrative Procedure Act (5 U.S.C.
553(d)), that notice of the amendment
to Rule 206A-1(T) prior to adoption
and public procedure thereon is un-
necessary, and publication for 30 days
prior to the effective date may be
omitted, since the amendment contin-
ues an exempiion from statutory re-
quirements which otherwise would be
applicable, and since it is in the public
interest to facilitate compliance with

to determine what securities or other prop-
erty shall be purchased or sold by or for the
account, (B) makes decisions as to what se-
curities or other property shall be pur-
chased or sold by or for the account even
though some other person may have respon-
sibility for such investment decistons, or (C)
otherwise exercises such influence with re-
spect to the purchase and sale of securities
or other property by or for the account as
the Commission, by rule, determines, in the
public interest or for the protection of in-
vestors, should be subject to the operation
of the provisions of this title and the rules
and regulations thereunder.”

the Advisers Act by those brokers and
dealers who previously were exempt
from the Advisers Act. Accordingly,
the amendment to Rule 206A-1(T"
shall become effective on the date
hereof.

By the Commission.
GEORGE A. FITZSIMMONS,
Secretary.
APRIL 27, 1978.

[FR Doc. 78-12227 Filed 5-3-78; 8:45 am]
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NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC.

1735 K STREET NORTHWEST + WASHINGTON D.C. 20006

JUN 16 197
MN.ASD

REGULATGRY
POLICY AN
~PRGCEDURES

June 16, 1978

TO: All NASD Members and Municipal Securities Dealers
Attention: All Operations Personnel

RE: Holiday Trade Date - Settlement Date Schedule

Securities markets and the NASDAQ System will be closed on
Tuesday, July 4, 1978, in observance of Independence Day. 'Regular-
Way' transactions made on the business days immediately preceding
that day will be subject to the following settlement date schedule.

Trade Date-Settlement Date Schedule
For "Regular-Way'' Transactions

Trade Date Settlement Date *Regulation T Date
June 26 July 3 July 6
27 5 7
28 6 10
29 7 11
30 10 12
July 3 11 13
4 Independence Day -
5 12 14

*Pursuant to Section 4(c)(2) of Regulation T of the Federal Reserve Board,

a broker-dealer must promptly cancel or otherwise liquidate a customer
purchase transaction in a cash account if full payment is not received with-
in seven days of the date of purchase. The date upon which members must
take such action for the trade dates indicated is shown in the column entitled
"Regulation T Date.'




The above settlement dates should be used by brokers, dealers
and municipal securities dealers for purposes of clearing and settling
transactions pursuant to the Association's Uniform Practice Code and
Municipal Securities Rulemaking Board (MSRB) Rule G-12 on Uniform
Practice.

Questions regarding this notice may be directed to the Uniform
Practice Department at (212) 422 -8841.

A
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NASD

NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC.

1735 K STREET NORTHWEST + WASHINGTON D.C. 20006

June 30, 1978

TO: A1l NASD Members

RE: Extension of Filing Deadline for Securities Traded in California

On May 25, 1978, the Association notified all members and all com-
panies whose securities are quoted in the NASDAQ System that a change in
California registration requirements would become effective on July 1, 1978
which would require a prescribed form to be filed for many NASDAQ securities
traded in the secondary market in California. The Association noted that
such securities would be disqualified for secondary trading in California
unless the prescribed form were filed with the California Department of Cor-
porations by June 30, 1978. This filing deadline has now been extended to
August 31, 1978.

Memberg are urged to refer to Notice to Members: 78-19 for details
on this new requirement and procedures to be followed in order to assure that
securities are properly qualified in California.

The Association recently obtained confirmation from the California
Department of Corporations that an exemption is avallable from this filing
requirement for NASDAQ securities meeting the standards of California's
"plue chip" exemption (Regulation 260.105.17 under the California Corporate
Securities Law of 1968). In summary, that regulation exempts from various
California registration requirements any shares of common stock quoted in
NASDAQ for which all of the following conditions are met:

1. The shares are issued by an issuer of a security registered
under Section 12 of the Securities Exchange Act of 1934
(the "1934 Act") (or exempted from registration by Section
12(g)(2)(G) of the 1934 Act).

2. Shares of the class being sold have been offered for sale
on at least 12 days within the last 30 calendar days and
during such period the average closing bid price and the
last closing bid price is at least $4.00 per share, and
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trading in the shares has not been suspended. (Shares which

have been quoted in NASDAQ for 30 days at the specified price
would meet this requirement.)

3. The issuer of the shares:

a. 1is a domestic corporation having authorized capitalization
which includes not more than one class of common stock and
that class is voting stock;

b. has not defaulted in the past five years on any preferred
dividend or debt service payments;

c. has a net worth of at least $1,000,000; and

d. has had net income (as defined) of either at least $500,000
for its last fiscal year and a total of $1,500,000 for its

last five years, or at least $1,000,000 in each of its last
two fiscal years.

A copy of Regulation 260.105.17 is enclosed for your information.

Members should note that the California Department of Corporations
has not yet developed a precedure for including the names of issuers claiming
the "blue chip" exemption on the Eligible Securities List.

The Association has also received confirmation from the California
Department of Corporations that the new filing requirement does not apply to
securities of issuers such as municipalities and public utilities which pre-
viously qualified for other specific exemptions from registration requirements.

Questions regarding this matter may be directed to Dennis C. Hensley,
Vice President, Corporate Financing at (202) 833-72L0 or Peter Pancione of the
California Department of Corporations at (213) 736-2511.

on S. Macklin
resident




Regulation 260.105.17
under
California Corporate Securities Law of 1968

Exemption for Certain Publicly Traded Common Shares.
There is hereby exempted from the provisions of Section 25110
[and] 25120 [requiring qualification of sales by issuers] and
25130 [requiring gualification of sales by nonissuers] of the
Code as not being comprehended within the purposes of the Cor-
porate Securities Law of 1968 and the qualification of which
is not necessary or appropriate in the public interest or for
the protection of investors, the offer or sale of nonassessable
common shares, or any warrant or right to purchase or subscribe
to any such shares, if on the business day preceding the date
of sale of such shares, warrant or right, all of the following
requirements are met:

T 1 r ~ A
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curities Exchange Act of 1934 or exempted from such regis-
rata

ion by Section 12(g)(2) (G) of that Act;

Se
t
(2) The shaxes to be offered or sold (or the shares
issuable upon exercise of such warrant or right) are listed or
approved for listing upon notice of issuance on a national se-
curities exchange approved for the purpose of this section by
rule or order of the Commissioner, or quotations for the class
of such shares are reported by the automated quotations system
operated by the National Association of Securities Dealers, Inc.
or a subsidiary thereof or by any other quotation system approved
by rule or order of the Commissioner pursuant to this Section;
N . {3).. Shares of the class to be offered or sold (or
shares of the class issuable upon exercise of such warrant or
right) shall have been traded or (in the case of shares traded
only over-the-counter) offered for sale on each of at least
twelve (12) days within the thirty (30) calendar days preceding
the date of sale of such shares, warrant or right and during
such period (a) shares of such class shall not have been sus-
pended from trading by order of the Commissioner or the Securities
and Exchange Commission; and (b) the average closing sale price
and the last closing sale price of shares of such class (exclu-
sive of any sale price for the business day preceding the of-
fering) as reported on any national securities exchange on which
shares of such class are listed, or the average closing bid price
and the last closing bid price of shares of such class (exclu-
sive of any bid price for the business day preceding the offering),
as reported by the quotation system referred to in clause (2) of



this Section, shall be at least $4 per share. Quotations ap-
pearing in the Wall Street Journal or any other publication approved
by order of the Commissioner may be relied upon to satisfy the
requirement of this clause (3):

(4) The issuer of such shares is a corporation organized
under the laws of the United States or any state of the United
States or the District of Columbia and meets all of the following
requirements:

() Such orporation has an authorized capitali-
zation which includes not more than one class of common
shares, and such common shares are voting shares;

(B) Such corporation has not during the past five
years, oOr during the period of its existence if shorter,

Anafainnliad +FhaAa marvrmandt ~AF A3 <71 Aan A3 mnlrine Fiind
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installment on preferred shares, or in the payment of
any principal, interest or sinking fund installment on
any indebtedness for borrowed money;
(c) Such corporation has a net worth on a con-
solidated basis of at least one million dollars ($1,000,000)

according to (i) its most recent available audited finan-

-

cial statement which may not be over 15 months old and
(ii) its most recent available audited or unaudited
financial statement;

(D) Such corporation has had net income, after
all charges, 1nclud1ng taxes and extraordinary losses,
and excluding extraordinary gains, of either (i) at
least five hundred thousand dollars ($500,000) for its
last fiscal year and one million five hundred thousand
dollars ($1,500,000) in total for its last five fiscal
years, or (ii) at least one million dollars ($1,000,000)
in each of its last two fiscal years. The determination
of net income herein required shall be based upon the
corporation's financial statements which for the last
two fiscal years shall be audited. In determining whe-
ther a corporation satisfies the requirements of this
clause (d), there may be included the net income of any
corporation to whose assets such corporation, or a suc-
cessor of such corporation, has succeeded by merger,
consolidation or acquisition of assets, if such net income
of such predecessor corporation may, in accordance with
generally accepted accounting principles, be consolidated
with the income of such corporation.
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NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC.

1735 K STREET NORTHWEST + WASHINGTON D.C. 20006

July 7, 1978

MEMORANDUM

TO: All NASD Members

RE: Securities and Exchange Commission Approval
of Small Claims Proposals

SUMMARY

On June 23, 1978, the Securities and Kxchange Commission
approved the Association's recently filed rule change proposals for han-
dling investors' disputes involving small claims. The new provisions,
which were adopted by the Association's Board of Governors as an amend-
ment to the NASD's Code of Arbitration Procedure, provide public cus-
tomers with a simplified procedure for settling securities disputes involving
claims of $2, 500 or less for the nominal sum of $15. To the extent feasible,
each such dispute will be resolved by a single arbitrator who is knowledge-
able in securities matters without the claimant having to appear at a hearing
and without the need for a protracted proceeding.

BACKGROUND

The procedures for handling investor disputes involving small
claims were developed by the Securities Industry Conference on Arbitra-
tion (the "Conference'). The Conference, which includes representatives
of the public as well as various securities industry organizations, was
established in early 1977 by the Association and the New York Stock Ex-
change as a means of establishing a uniform arbitration system for the
securities industry -- one which would include streamlined procedures for
handling customer claims involving small dollar amounts. In large mea-
sure, this undertaking was an outgrowth of recommendations made by both
organizations in their testimony before the Commission on a proposal the
SEC staff had advanced for an ”Integrated Nationwide System for the Reso-
lution of Investor Disputes.



In testifying before the Commission, both the Association and
the NYSE proposed that a securities industry task force be established to
consider the matter of developing a uniform arbitration code and the means
for establishing a more efficient and economic mechanism for resolving
investors' disputes involving small sums of money. Both organizations
said that the development of a uniform system of arbitration for use by

the self-regulatory agencies would be in the interest of investors and the
securities industry. They said, too, that the industry, and not the govern-

ment, was best equipped to handle this task.

Shortly thereafter, the Association and the NYSE extended invi-
tations to the various self-regulatory organizations asking them to join a
conference to develop a uniform and streamlined arbitration system that
would be responsive to the needs of investors. The Securities Industry
Conference on Arbitration was subsequently formed and is composed of
representatives from the Association, the New York, American, Cincinnati,
Midwest, Pacific and Philadelphia Stock Exchanges, the Chicago Board
Options Exchange, the Municipal Securities Rulemaking Board, the Securi-
ties Industry Association and three representatives of the public.

the outcome of these efforts, the Securities and Exchange Commission an-
nounced that it had decided to defer action on its proposed nationwide system
for handling customer disputes. However, the Commission conditioned its
action on the industry developing definite recommendations on this subject
by November 15, 1977. In its announcement, the Cormmission expressed
the belief that uniform arbitration procedures were tied to a national mar-
ket system and that self-regulatory efforts in this area were a proper exer-
cise of the self-regulatory agencies' authority as embodied in the Securities
Exchange Act of 1934.

As its first priority, the Conference focused its attention on the
development of a simplified uniform system for the resolution of customer
claims involving small amounts. On the basis of its deliberations, a draft
set of proposals was developed and on November 15, 1977, they were pre-
sented to the SEC. The Conference also met with the SEC on December 8,
1977, for the purpose of discussing its proposals and obtaining informal
Commission comment thereon. As a result of that meeting, the Conference
made some modifications in its small claims proposal. Each of the self-
regulatory organizations participating in the Conference then brought these
modified proposals before their respective Boards for approval.

The Association's Board adopted the Conference's small claims
proposals as an amendment to Section 4 of the NASD's Code of Arbitration
Procedure at its March meeting and it thereafter filed such with the SEC
on March 28, 1978. Also, each self-regulatory organization participating




in the Conference has filed or will file shortly with the Commission com-
parable amendments to its rules pertaining to arbitration.

Explanation of the Small Claims Rules

Under the new rule provisions, disputes involving claims of
$2,500 or less are to be decided by a single arbitrator solely on the basis
of documents submitted by the parties to the proceeding. A claimant may,
however, request a hearing or an arbitrator may, after consideration of
the evidence presented, decide on his own motion that a hearing is neces-
sary. Should a hearing be convened, its location would be determined by
the NASD's Director of Arbltratlon. giving due consideration to the resi-
dence of the claimant.

In order to begin a small claims arbitration, a customer must
prepare a letter aescrlolng his claim and send it dJ.Uu.g with a .pJ._) ucyua.u,
to the Association's Director of Arbitration. This $15 is simply a deposit.
It will be refunded to the claimant if the matter is resolved without the need
of an arbitrator. If the services of an arbitrator are required, the arbitra-
tor will decide if the deposit should be refunded. The claimant must also
sign a submission agreement. By signing the submission agreement, the
claimant agrees to submit the dispute to arbitration and to abide by the de-
cision of the arbitrator. The claimant also agrees to be bound by the de-
cision of the arbitrator as to any counterclaim permitted by the small
claims proceaureb which may be asserted agalubb him. In that COi‘ii‘ieCLlOn,
the rules permit a claimant to withdraw from arbitration if an opposing
party files a counterclaim exceeding the amount of his original claim. The
claimant can do this by notifying the Director of Arbitration of a desire to
withdraw the claim. If a counterclaim exceeded $2, 500, and the customer
did not withdraw from the proceeding, an arbitrator may refer the claim,
counterclaim and all related claims to a larger panel of arbitrators. How-
ever, the claimant's $15 fee would not be increased as a result of any
counterclaim of an opposing party or the decision of an arbitrator to refer
the dispute to a larger panel.

The single arbitrator would be appointed by the Director of
Arbitration who would make a reasonable effort to select an arbitrator
from the public who is 'knowledgeable in securities matters, ' but who is
not associated with or employed by a member of a securities industry or-
ganization. In cases in which a public arbitrator is not available, a se-
curities industry person would be chosen.

Amendments to Section 4 (Simplified Arbitration)
of the Association's Code of Arbitration Procedure

Sec. 4 (a) Any dispute, claim or controversy, arising between a public
customer(s) and an associated person or a member subject to



arbitration under this Code involving a dollar amount not
exceeding $2500. 00, exclusive of attendant costs and interest,
shall upon demand of the customer(s) or by written consent

of the parties be arbitrated as hereinafter provided.

(1) The Claimant shall file with the Director of Arbitration
one (1) executed Submission Agreement and one (1) copy
of the Statement of Claim of the controversy in dispute,
together with documents in support of the claim. The
Statement of Claim shall specify the relevant facts, the
remedies sought and whether or not a hearing is de-
manded.

(2) The Claimant shall pay the sum of $15. 00 upon filing
of the Submission Agreement. The final disposition of
this sum shall be determined by the arbitrator.

(3) The Director of Arbitration shall endeavor to serve
promptly by mail or otherwise on the Respondent(s) one
(1) copy of the Submission Agreement and one (1) copy
of the Statement of Claim. The Respondent(s) shall
within twenty (20) calendar days from receipt of service
file with the Director of Arbitration one (1) executed
Submission Agreement and one (1) copy of the Respon-
dent's Answer, together with supporting documents.
The Answer shall designate all available defenses to the
Claim and may set forth any related Counterclaim and/
or related Third Party Claim the Respondent(s) may
have against the Claimant or any other person. If the
Respondent(s) has interposed a Third Party Claim, the
Director of Arbitration shall endeavor to serve promptly
by mail or otherwise a copy of same together with a
copy of the Submission Agreement on such Third Party
who shall respond in the manner herein provided for
response to the Claim. If the Respondent(s) files a
related Counterclaim exceeding $2500. 00, the arbitra-
tor may refer the Claim, Counterclaim and/or Third
Party Claim, if any, to a panel of three (3) or five (5)
arbitrators in accordance with Section 15 of this Code,
or he may dismiss the Counterclaim and/or Third Party
Claim without prejudice to the Counterclaimant(s) and/
or Third Party Claimant(s) pursuing the Counterclaim
and/or Third Party Claim in a separate proceeding.
The costs to the Claimant under either proceeding shall
in no event exceed $15. 00,



e

(4) The Director of Arbitration shall endeavor to serve
promptly by mail or otherwise on the Claimant a copy
of the Answer, Counterclaim, Third Party Claim or
other responsive pleading, if any. The Claimant, if
a Counterclaim is asserted against him, shall within
ten (10) calendar days either (i) file a Reply to any
Counterclaim with the Director of Arbitration who will
serve a copy of the Reply on the Respondent(s) or, (ii)
if the amount of the Counterclaim exceeds the Claim,
shall have the right to file a statement withdrawing the
Claim. If the Claimant withdraws the Claim, the pro-
ceedings will be discontinued without prejudice to the

rights of the parties.

(5) The dispute, claim or controversy shall be submitted
to a single arbitrator knowledgeable in the securities
industry selected by the Director of Arbitration. Un-
less the public customer demands or consents to a
hearing, or the arbitrator(s) calls a hearing, the arbi-
‘trator shall decide the dispute, claim or controversy
solely upon the pleadings and evidence filed by the par-
ties. If a hearing is necessary, such hearing shall be

held as soon as practicable at a locale selected by the

Director of Arbitration.

(6) The Director of Arbitration may grant extensions of
time to file any pleading upon a showing of good cause.

(7) The arbitrator shall be authorized to require the submis-
sion of further documentary evidence as he, in his sole
discretion deems advisable.

(8) Upon the request of the arbitrator, the Director of
Arbitration shall appoint two (2) additional arbitrators
to the panel which shall decide the matter in controversy.

(9) In any case where there is more than one (1) arbitrator,
the majority will be public arbitrators.

(10) In his discretion, the arbitrator may, at the request of
any party, permit such party to submit additional docu-
mentation relating to the pleadings.

(11) Except as otherwise provided herein, the general arbi-
tration rules of the Association shall be applicable to
proceedings instituted under this Code.



Member/Associated Person Controversies

(b) Any dispute, claim or controversy arising between or among
members or associated persons submitted to arbitration under
this Code involving a dollar amount not exceeding $5, 000, ex-
clusive of attendant costs, shall be resolved by an arbitration
panel constituted pursuant to the provisions of subsection (c)
hereof solely upon the pleadings and documentary evidence
filed by the disputants, unless one of the parties to the pro-
ceeding files with the Office of the Director of Arbitration

within ten (10) business days following the filing of the last
pleading a request for a hearing of the matter.

(1) In any proceeding pursuant to this subsection, an arbitra-
tion panel shall consist of no less than one but no more
than three arbitrators, all of whom shall be from within
the securities industry.

(2) Notwithstanding the provisions of this subsection, any
member of an arbitration panel constituted pursuant to
this subsection shall be authorized to request the submis-
sion of further documentary evidence in a proceeding

A -7 1. 1 ko) Lo e
and any such panel may by majority vote call and conduct

a hearing if such is deemed to be necessary.

Chairmen of Panels

(c) The Director of Arbitration shall name the Chairman of all
panels.

Awards

(d) All awards rendered in proceedings pursuant to subsections

' (a) or (b) hereof shall be made within thirty (30) business days
from the date the arbitrators review all of the written state-
ments, documents and other evidentiary materlal filed by the
parties and declare the matter closed.

Al afe e
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The Conference is presently developing a uniform code of arbitra-
tion of which the small claims procedures will be but a part. When final-
ized, the new code will serve as the basis for a uniform system of arbitra-
tion for the entire securities industry. Before that code can be implemanted,
it will have to be approved by the self-regulatory organizations having
arbitration facilities and filed with and approved by the SEC. Members will
be kept apprised of the progress of the Conference in this area.

e At oo
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Should you have any questions concerning this notice, please
contact the Association's Arbitration Department by calling (212)
943-8400, or by writing the NASD, Arbitration Department, 17 Battery

Place, New York, New York 10005.

Sincerely,

Ggfdon S. Macklin
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NOTICE TO MEMBERS 78-28

retained for future reference.

NASD

NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC.

1735 K STREET NORTHWEST + WASHINGTON D.C. 20006

July 7, 1978

3
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All NASD Members

RE:; Notice Regarding Foreign Options

On May 11, 1978, the Securities and Exchange Commission
issued Securities Exchange Act Release No, 14745 concerning trading in
certain foreign options listed on the European Options Exchange (EOE).
The full text of the release is reprinted at the end of this notice.

In its release, the SEC notes that options traded on the EOE

a 4~ o 4 2 akas)
are not registered with the Commission and, therefore, cannot be publicly

offered, sold, or distributed in the United States. Further, broker-

dealers who purchase EOE options for their own accounts will receive no
value for net capital purposes with respect to such securities.

While the Commission states that it is presently unaware that
any EOE options are being publicly marketed in this country, it has re-
quested persons having information with regard to the public offer, sale,
or distribution of such securities to notify the Director of its Division of
Enforcement. In this connection, members are asked to carefully review
the release and to determine the implications which it may have on their
transactions in EOE listed options.

Should you have any questions concerning this matter, please
contact S. William Broka, Assistant Director, Department of Regulatory
Policy and Procedures at (202) 833-7247.

Sincerely,

don S. Macklin
resident

Attachment
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SECURITIES ACT OF 1933
Release No. 5930/May 11, 1978

SECURITIES EXCHANGE ACT OF 1934
Release No. 14745/May 11, 1978

NOTICE REGARDING FOREIGN OPTIONS

The Securities and Exchange Commission today issued this notice to
investors and broker-dealers in connection with the opening of the
European Options Exchange, which is located in Amsterdam, Holland.
On April 4, 1978, trading began on that Exchange in nine classes of
options, three of which are options on the securities of United States
corporations. The European Options Clearing Corporation in
Amsterdam is the issuer and guarantor of those options. Some of these
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ul.lb.l.uu.o are on the same stocks and have the same exp1ra.1:10n dates and
exercise prices as options which are traded on American exchanges.
In addition, several U.S. broker-dealer firms, or their affiliates, are
members of that Exchange.

The stock options which are traded on the European Options Exchange,

and which have been issued and guaranteed by the European Options
Clearing (‘nrhnrn‘hnn are not included in an effective registration

tion, not included in an effective registrat ion
statement flled with the Commission pursuant to the provisions of the
Securities Act of 1933, In the absence of such a registration statement
or an appropriate exemption, the public offer, distribution or sale of
such options in the United States is unlawful. Such a violation would
exist regardless of whether or not the options involved constitute inter-
ests on the stock of American issuers, foreign issuers, or foreign
issuers whose stock is traded in the United States. All of the stock
options traded on national securities exchanges in the United States are
issued by the Options Clearing Corporation of Chicago, Illinois, and
are the subject of an effective registration statement with the Commis-
sion.

The Commission warned that if options, which are not the subject of

an effective registration statement or which do not qualify for an exemp-
tion from the registration requirements of the Securities Act, are pub-
licly offered, distributed or sold within the United States, such options
will be added by the Commission to its Foreign Restricted List of
securities which may not be sold to the public or traded by broker-
dealers in the United States. The primary purpose of the issuance of
the restricted list is to alert not only public investors but also broker-
dealer firms that the Commission has received information that partic-
ular foreign securities are being offered for public sale in this country
in violation of the Securities Act registration requirements.

g
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Broker-dealers who purchase for their own account options which are
not the subject of an effective registration statement, nor exempted
from the registration requirements of the Securities Act, are reminded
that because such options are not readily marketable in the United
States, broker-dealers will receive no value on such options for net
capital purposes.

Appropriate enforcement action may be taken against those involved in
any illegal offer, distribution or sale of stock options which are not the
subject of an effective registration or which do not qualify for an ex-
emption from the registration requirements of the Securities Act. Any
person having information concerning the offer, distribution or sale of
such options is requested to inform the Director of the Commission's
Division of Enforcement at 500 North Capitol Street, Washington, D.C.
20549,

By the Commission.

George A. Fitzsimmons
Secretary
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NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC.

1735 K STREET NORTHWEST + WASHINGTON D.C. 20006

July 26, 1978

IMPORTANT

OFFICERS: PARTNERS: PROPRIETORS
TO: Members of the National Association of Securities
Dealers, Inc. and Interested Persons

RE: SEC RULE CONCERNING QUOTATIONS IN LISTED SECURITIES
TO BECOME EFFECTIVE

On August 1, 1978 the provisions of SEC Rule 1lAcl-1
me effective. This Rule governs the collection and dissem-
f quotations in certain listed securities.

Commencing August 1, 1978, every member who meets
the definition of a Third Market Maker contained in Rule 11Acl-1
is required by that Rule to transmit to the Association its
bid and ask quotations in reported securities. A Third Market
Maker is defined as any broker or dealer who holds himself
out as being willing to buy and sell a reported security for
his own account on a regular and continuous basis otherwise
than on a national securities exchange in amounts of less
than block size (including any such broker or dealer who also
represents, as agent, orders to buy or sell reported securities
on behalf of any other person and communicates bids and offers
to a national securities association on behalf of such other
persons as well as for his own account). A reported security is
defined as any equity security as to which last sale information
is reported on the Consolidated Tape. These include all
securities listed on the American and New York stock exchanges
and certain securities listed on regional stock exchanges.
Rule 11Acl-1 also provides that quotations in reported securities
may be accompanied by a quotation size, and, if no size is
specified, the quotations shall be firm for a normal unit of
trading.
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NOTICE TO MEMBERS: 78-29
July 26, 1978

The Board of Governors of the Association has adopted
amendments to Part III of Schedule D under Article XVI of the
By-~Laws which reflect the adoption of Rule 11 Ac1-1 and require
Third Market Makers to utilize the NASDAQ System to transmit
their quotations to the Association. The amended Part III of
Schedule D as well as the text of Rule 11Acl-1 is attached.
Subject to SEC approval, these amendments will become effective
August 1, 1978. Market Makers who make markets in any reported
securities and who are required by the Rule to transmit their
quotations to the Association are required to register with
the Association as CQS Third Market Makers and to enter their
gquotations and sizes into the NASDAQ Consolidated Quotations
Service. Their quotations and sizes will be displayed on the
CQS along with the gqguotations and sizes of the exchanges.

CQS currently displays quotations on all reported securities
from Third Market Makers and the American, Boston, Midwest,
New York, Pacific and Philadelphia stock exchanges.

Ni:la 11AAT A <7 +
Rule 11Acl-1 also p"valuco i

Maker is obligated to execute an order t

+ AA_1 +
than an odd-lot, presented to him by anothe

or any other person with whom such Third Market Maker customarily
deals. The execution must be at or better than the Third Market
Maker's quotations as displayed at the time of receipt of the
order exclusive of any commission, commission equivalent or
differential customarily charged in connection with such order.
In addition, the execution must be in an amount up to the
displayed quotation size. A Third Market Maker is not obligated,
however, to execute a transaction at his quotation if (1)

before he is presented with an order he has communicated to

CQS a revised quotation; or (2) at the time an order is presented,
he is in the process of executing a transaction in that security
and immediately after execution he revises his quotation.

Members who are subject to the requirements of Rule 11lAcl-1
must register with the Association as CQS Third Market Makers
and should contact the NASDAQ Department, 17 Battery Place
New York City -~ telephone (212) 344-5520, for instructions
and practice in test securities prior to the August 1 operational
date. The operating procedures Tor CQS subscribers are attached.

Slncerely,

44,./,/&4,,

ordon S. Macklin
President
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OPERATING PROCEDURES FOR CQS SECURITIES

MARKET MAKER AND EXCHANGE IDENTIFIERS

Third Market Maker identifiers (MMID's) are the same
as in NASDAQ. Exchange specialists are identified by a four-
letter symbol with the first letter always being "X'". The
jdentifiers for exchange quotations displayed in CQS as of
August 1, 1978 are as follows:

EXCHANGE IDENTIFIER
American Stock Exchange XASE
Boston Stock Exchange XBSE
Midwest Stock Exchange XMSE
New York Stock Exchange XNYE
Pacific Stock Exchange XPSE
Philadelphia Stock Exchange XPHL

SECURITY SYMBOLS

Where possible, ticker symbols are used in CQS.
In those instances where the ticker symbol exceeds five (5)
characters or contains unique characters not available on the
NASDAQ keyboard, a different security identifier has been
assigned. CQS securities with their symbols appear in the
NASDAQ Symbol Directory.

EXCHANGE QUOTATIONS

(1) If an exchange is registered in a CQS security but
has no quotation available, the exchange market
identifier will be displayed on the screen without
a quotation.
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(2) If an exchange halts or suspends trading in a CQS
security, the exchange market identifier and the most
recent quotation followed by "HALT" will be displayed
on the screen.

(3) Exchange quotations may be bid only or ask only, and
"O" will be displayed in the appropriate bid or
ask field. Third Market Makers are required to enter
two-sided quotations at all times, as in NASDAQ.

(4) The one-character field currently used to display the
"closed" indicator (C) shall be used to display the
following notations for exchange quotations:

(a) U - Unusual Market Conditions. This informs
subscribers that a quotation is not firm due to
some unusual activity on the exchange floor.

(b) H - Indication of Interest. This informs sub-
scribers that the quotation is only an indication
of interest; e.g., a guolation released by an
exchange market maker during a trading halt,
indicating a price range within which the security
is expected to open when trading is resumed.

NOTE: If a "closed" condition (C) exists and the
quote also has a U or H condition applicable,
then only the C will be displayed.

QUOTATION RANKING

"Ranking'" by best bid or best ask will continue to
be determined on the basis of price and time of entry of a
quotation in CQS, and size or change of size will have no bearing
on the ranking procedure. Exchange quotations with an appended
U or H shall be considered closed quotations for ranking

purposes and will appear in a quote response following all other
open quotations.
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OPERATING PROCEDURES

CQS operates on the same hours as NASDAQ Service,
i.e., between 9:00 a.m. and 6:30 p.m. Eastern Time, and
subscribers follow the same procedures for obtaining quotations
that are used for NASDAQ-OTC sccurities. NEWS codes and billable

calls apply to CQS as well as NASDAQ.

Third Market Makers' quotations must be submitted
hrough a NASDAQ terminal. Present quotations updating methods

will continue to be utilized, but the System has been modified
to allow the entry and updating of size.

ot

Market Maker registration in CQS securities is the
same as in NASDAQ, i.e., by using the "XR'" call through the
L.evel 3 terminal or by telephoning the NASDAQ Department,
New York City (212) 344-5520.

SIZE ENTRIES

Size is entered and displayed in units of trading and,
when updating, size can only be changed by replacement entries,
i.e., the t and | keys do not function for entries of size.

Most commonly, the standard unit of trading will be
100 shares. In cases where the unit of trading is other than
100 shares, the name field will be displayed and the unit of
trading will be shown in the right-most field position. For
example, the "Xylo Company of America A Preferred'" (ten share
unit of trading) would appear as follows:

[1B XYZ$
XYLO CO AMER A PFD 10
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The entry of size must be preceded by the appropriate
bid or ask function code to denote which size field is being
updated. Unit size entries from 1 through 200 will be accepted.

When no size entry is made, the System accepts the entry as
one (1) unit of trading.

The size entry key is the special "S" key located in
the upper left corner of the NASDAQ terminal keyboard. (See below)

In cases where the size entry is one (1) unit, or
a size entry has not been made, the screen display for that
field will be blank. When market makers enter size information,
the responses to a bid or ask request will only show the numbers
when the units entered are from 2 through 99. When the units
entered are from 100 - 199, the letter "M" ('"'medium') will
show on the screen. When a 200-unit entry is made, the letter
"L" ("large'") will appear.

EXAMPLES OF PRICE AND SIZE ENTRIES

The following chart shows a variety of entries and
displays. The entries are not complete (e.g., the update
function key and security identification have been eliminated),
but have been simplified for clarity. All examples assume a
100-share trading unit.
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MARKET MAKER SIZE ENTRY DISPLAY ON SCREEN

100 by 900 BS1 AS9 -9

100 by 100 BS1 AS1 (blank)

10,000 by 1,000 B S 100 A S 10 M - 10

12,800 by 20,000 BS 128 AS 200 M-L

300 by 100 BS3 AS1 3 -

200 by 21,000 BS2 AS 210 Reject - will not

accept entry greater
than 200

The following are examples of market
changing various combinations of bid/ask price
spaces are for clarity only, and market makers

in making actual entries, to key

space bpetween

maker entries

and sizes. The

are not required,

A A
v

ClLLlL LTO .,
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KEYBOARD ENTRY SCREEN DISPLAY OF QUOTATION
1. Complete entry of bid/ask
with size:
U XYZ B10O S3 Al10 1/2 S5 10 10 1/2 3-5
2. Change bid size to 1 unit:
U XYZBS1 10 10 1/2 -5
3. Cpange both bid and ask
sizes:
U XYZ B S 102 A S 88 10 10 1/2 M -88
4. Increase ask by 1/8;

change ask size:

U XYZ A S 200 10 10 5/8 M- L
5. Increase bid by 1/4;

change bid size to 5 units

U XYZ B 1/4 S 5 10 1/4 10 5/8 5- L
6. Increase ask price by 1/8;

change ask size to 2 units:
U XYZ }A S 2 10 1/4 10 3/4 5-2

7. Change bid size to 1 unit;
increase ask price by 1/8:

U XYZ BS1 {A 10 1/4 10 7/8 -2

8. Increase bid and ask by 1/8;
change bid size to 12 units:

U XYZ {B S 12 tA 10 3/8 11 12-2



ADDENDUM

POSTPONEMENT OF EFFECTIVE DATE

The Commission has amended its rule governing dis-
semination of quotation information with respect to reported
securities to postpone the effective date of that rule from
May 1 to August 1, 1978. The Commission has taken this action
to permit the self-regulatory organizations to plan for the
joint implementation of the rule in a manner which is designed
to facilitate the development of a composite quotation system --
an important element of a national market system. (Rel. 34-14711)



SECURITIES EXCHANGE ACT OF 1934
Release No. 14415/January 26, 1978

Dissemination of Quotations for Reported Securities
AGENCY: Securities and Exchange Commission.
ACTION: Final rule.

SUMMARY: The rule requires all national securities
exchanges and associations to establish procedures for
collecting from their members bids, offers and
quotation sizes with respect to reported securities, and
for making such bids, offers, and sizes available to
quotation vendors. It also requires that quotation
information made available to vendors be ““firm’’,
subject to certain exceptions. The rule is intended to
facilitate the prompt development of a composite
Quotation system, an integral component of a national
market system.

EFFECTIVE DATE: May 1, 1978.

FOR FURTHER INFORMATION CONTACT: John W.
Osborn, Division of Market Regulation, Securities and
Exchange Commission, 500 North Capitol Street,
Washington, D.C. 20549 (202-755-8961).

SUPPLEMENTARY INFORMATION:

The Securities and Exchange Commission has
announced the adoption of Rule 11A¢t1-1 [17 CFR
§240.11Ac1-1] under the Securities Exchange Act of
1934 (the ‘‘Act’’) [15 U.5.C. 78a et seq., as amended by
Pub. L. No. 94-29 (June 4, 1975)], governing
dissemination of quotation information with respect to
equity securities as to which last sale information is
reported in the consolidated transaction reporting
system (the ‘‘consolidated system’') contemplated by
Rule 17a-15 under the Act [17 CFR §240.71a-15]
(“‘reported securities’’). The Rule is designed to



facilitate the prompt development of a composite
quotation system by improving the gquality and
rehabiluty of quotation informatlon made available by
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national securities exchanges {¢ wwucugca / anad wnira
market makers.

The Rule, which will become effective on May 1, 1978,
will require each exchange and third market maker (a
‘““market center’'’) to make available quotations
(including size) in all reported securities in which that
market center is making a market. In addition,
guotations made available pursuant to the Rule will be
required to be ‘‘firm’’, subject to certain exceptions.

{. Background

in February 1972, in its Statement on the Future
Structure of the Securities Markets, the Commission
first identifiled a composite gquotation system as an
integral component of a national market system when it
stated that:

an essential step toward formation of a
central market system is to make
information on prices, veiume and quotes
for securities in all markets available to all
investors, so that buyers and seilers of
securities, wherever located, can make
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informed investment decisions and not pay

more than the lowest price at which
someogne is willing to sell nor sell for less
than the highest price at which a buyer is
prepared to offer. Such’ a communications
system would thus serve to link the now
scattered markets for listed securities.’

Following the publication of the Future Structure
Statement, the Commission proposed Rule 17a-14
under the Act, which would have required each
exchange and national securities association (‘‘asso-
ciation’') to make quotations of their members availabie
to vendors.? Since that time, the Commission has
pursued several alternative courses of action designed
to establish a composite quotation system, including a
proposal to require plans to be filed under Section 17(a)
of the Act and an attempt to free competitive forces to
bring about the development of such a system by

!Securities and Exchange Commission, Statement on
the Future Structure of the Securities Markets
(February 2, 1972) at 9, 37 FR 5286, 5287 (‘‘Future
Structure Statement’’).

2Securities Exchange Act Release No. 9528 (March 8,
1972, 37 FR §760.

removing barriers to he voluntary dissemination of

quotation information

As noted by the Commission when it first proposed
Rule 11Ac1-1 in 1976 private efforts at developing a
composite quotation system have proven largely
unsucessful. Exchange markets continue to dis-
seminate bid and asked price data which do not
represent ‘‘firm’’ quotations and no seif-regulatory
organization makes available data as to quotation sizes.
These and other deficiencies, which are more fully
discussed in the 1976 Release, have convinced the
Commission that it should take affirmative steps to
improve the quality of quotation information
disseminated by the various market centers by
adopting Rule 11Ac1-1 which will require exchanges
and third market makers to make available ‘‘firm”’
quotations while allowing the private sector, without
requlatory compuision, to deveiop the means of
consolidating those quotations.

The initial version of Rule 11Ac1-1, proposed in Juiy
1976 (the ‘1976 Proposal’’),’> would have required
every exchange and association to establish and
maintain procedures and mechanisms for collecting
quotations in eiigible securities® from its specialists and

31n 1074, the Commission republished Rule 17a-14 in a
substantially revised form, which wouid have permitted
exchanges and associations to file plans (similar to the
type of plan called for by Rule 17a-15 under the Act
with respect to last sale reports), to govern the
development and implementation of a compaosite
quotation system. Securities Exchange Act Release No.
10969 (August 14, 1974), 39 FR 31920. However, in
1975, the Commission decided to defer consideration of
that proposal and determined, as an aiternative course
of action, to take staps to remove restrictions imposed
by exchanges on the dissemination of quotation
information, while leaving the development of a system
consolidating quotation information from the various
market centers to private enterprise. See Securities
Exchange Act Release Nos. 11288 (March 11, 1975), 40
FR 15015, and 11406 (May 7, 1975), 40 FR 25845.

4Securities Exchange Act Release No. 12670 (July 29,
1976), 41 FR 32856 (‘'1976 Reiease’’).

5See Id.

6The 1976 Proposal used the term ‘‘eligibie security,”
which was defined as any security as to which last sale
information is reported in the consolidated system. In
the subsequent proposal and the Rule as adopted, the
term ‘‘reported security’’ has been utilized and defined
to limit the application of the Rule to equity securities
reported in the consolidated system.
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third market makers and for making such quotations
(and, if the specialist or third market maker desired, his
quotation sizes) available to quotatlon vendors Each
speciaiist and third market maker would have been
required to communicate his quotations promptly to his
exchange or association in accordance with the

exchange’s or association’s procedures®

The 1976 Proposal would aiso have required that,
subject to certain exceptions, all quotations made
available pursuant to the Rule be ‘‘firm’’. In particular,
the Rule would have provided that any specialist or
third market maker presented with an order for the
purchase or sale of an eligibie security (other than the
purchase and sale of an odd-lot) stand ready to execute
a transaction in that security in any amount up to such
speciaiist’s or third market maker’'s published
quotation size (l.e., his most recently communicated
quotation size displayed by vendors or, in the event he
had disseminated no quotation size, a normal unit of
trad!ng)g at a price at least as favorable to the buyer or
seller as the bid price or asked price comprising part of
that specialist’s or market maker’s published quotation
(l.e., his most recently communicated quotation
displayed by vendors at the time the order is
presented).”

Two exceptions to ‘‘firmness’’ were provided in the
1976 Pronosal. First, a specialist or third market maker
wouid have been reheved of his obligation to effect
transactions at his published quotation if, after
dissemination of a published gquotation and before
presentation of an order, that specialist or third market
maker had communicated a quotation to his exchange
or association superseding his published quotation.!’
Second, quotations of specialists and third market
makers would nat have been required to be '‘firm’’ for
a period of three minutes following the execution of a
transaction in the particular security invoived on the
floor of the specialist’s exchange or by the third market
maker (as the case may be) or following the report of a
transaction in the security in the consolidated system
(the “‘Three Minute Exception’’).'?

71976 Proposal, paragraph (b)(1).
81976 Proposal, paragraph (c)(1).
YSee 1976 Proposal, paragraph (a)(8).

191976 Proposal, paragraph (c){2). See Id., paragraph
(a)(10).

111976 Proposal, paragraph (c)(3)(il).
24976 Proposal, paragraphs (c)(3)(i) and (c)(5).
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Commentators responding to the 1976 Proposal feit that
the Ruie as then proposed wouid cause certain
operatlonal difficulties with respect to the collection

) .
and dissemination of exchange gquotations. Thess

commentators argued that, under the collection
procedures then proposed, exchange quotations either
would not accurately reflect all buying and selling
interest on an exchange floor (by oniy disseminating
the specialists’ quotation) or would subject the
specialist to firmness obligations for bids or offers
which were not made by him. Additionally, some
commentators suggested that, during periods of
unusual or active trading, an exchange'’s procedures for
quotation collection might be inadequate. in response
to these comments, the Commission republished the
Rule, in June 1977, in substantially revised form (the

H4QTT D v
1877 Proposal PRES

The 1977 Proposal, rather than limiting the collection

of exchange guotatione to specialists’ bids and offers,

would have required each exchange to collect, process
and make availabie to quotation vendors the highest bid
and lowest offer'® communicated at the location {(or
locations) designated for trading on the floor of that
exchange by any ‘‘responsible broker or dealer’’ with
respect to each reported security 'S listed or admitted to
unlisted trading privileges on that exchange. The term
‘“‘responsible broker or dealer’’ was defined to inciude
any member of an exchange who communicated o
another member on the floor of that exchange a bid or
offer for a reported security at the location (or locations)
designated by the exchange for trading in that security.
In the event two or more members had communicated a
bid ar offer at the same price, both such members
would be deemed responsibie brokers or dealers,
subject to the rules of priority and precedence then in

13gecurities Exchange Act Release No. 13626 (June 14,
1977), 42 FR 32418 (*‘1977 Release’’). In addition, the
1977 Proposal contained a number of technical changes
in response to comments by interested parties. See
1977 Release 19-21, 42 FR 32418, 32420.

'4This requirement was limited to permit an exchange
to exclude any bid or offer which was executed
immediately after communication and any such bid or
offer communicated by a responsible broker or dealer
other than an exchange market maker which was
cancelled or withdrawn if not executed immediately
after communication. 1977 Proposal, paragraph (b)(2).

'SSee note 6 supra.



effect on that exchange 18 Thus, an exchange would

have been I'WPQHEIUIU for llldl\lug availabie a amglv
quotation, not necessarily of any individual market

participant such as a specialist, but rather reflecting the

highest bid and lowest offer of any broker or dealer at
the post.!?

Under the 1977 Proposal, each bid or offer made
available by an exchange to quotation vendors would
have been accompanied by a quotation size, which
would be either (i) the number of shares or units of
trading which the broker or dealer responsible for that
bid or offer had specified for purposes of
communication to quotation vendors that he would be
willing to buy at the bid price or sell at the offer price
comprising his bid or offer, or (il) in the avent no such
number had been speczfied a normal unit of trading.'®
If the bid or offer made available by an exchange
represented the bids or offers of more than one
responsible broker or dealer, the exchange would have
been required to make available an aggregate quotation
size with respect to such bid or offer (l.e., the sum of

164977 Proposal, paragraph (a)(3)(i). The 1977 Proposal
would aiso have provided that, with respect to a bid or
offer representing an order which had been transmitted
from one member of that exchange to another member
who undertook to act as agent with respect to the order,
only the last member undertaking to act as agent with
respect to the order would have been considered as the
“‘responsible broker or dealer’’ for the bid or offer.
Thus, for example, if an order had been given to a $2
broker for execution or left with a specialist, only the $2
broker or the specialist (and not the originating broker)
would have been subject to the Rule's firmness
obligations.

'TUnder the 1977 Proposal, each exchange would also
have been responsible for establishing and maintaining
procedures and mechanisms for ascertaining the
identity of responsible brokers and dealers with respect
to each bid and offer and would have’ been required,
upon request of any member seeking to execute a
transaction in reliance on the firmness requirements of
the Rule, to disclose the identity of such responsible
brokers and dealers to that member. 1977 Proposal,
paragraph (b)(2).

184977 proposai, paragraph (a)(10).

the quotation sizes of all responsible brokers or dealers

with respect to such bid or offer)!®

The firmness requirements and exceptions thereto for
revised quotaﬂons and for intervening transactions and
trade reports contained in the 1976 Proposal were
retained in the 1977 Proposal. However, the exceptions
to firmness were modified to allow an exchange
member, seeking to execute a transaction in a security
when the published bid or published offer for that
security represented the bids or offers of two or more
members, to effect transactions with ail of such
responsibie brokers or dealers up to the published
aggregate quotation size. Specifically, if an order to
purchase or sell a reported security was presented for
execution to a responsibie broker or dealer on the floor
of an exchange at a tima when the published bid or
published offer of such exchange represented bids or
offers (as the case may be) of more than one
responsibie broker or dealer on that exchange, no such
responsible broker or deaier would have been relieved
of his execution responsibility under the Rule until the
member seeking to execute the order had either
completed his order (if the order was in size equali to or
less than the published aggregate quotations size) or (if
the order was in size greater than the published
aggregate quotation size) the member had purchased

or sold an amount of the security amxal to such

published quotation size regardless of any revised
quotation or any intervening transaction or trade

in addition, the 1977 Proposal would have provided a
further exception to firmness during periods of unusual
or active trading when an exchange’'s gquotation
collection procedures woulid not be adequate to monitor
the flow of quotation information or a specialist would
not be able to update his quotations on a timely basis
(the ‘‘Unusual Market Exception’’). Under this
exception, if an exchange, pursuant to rules and
regulations approved by the Commission under Section
19(b)(2) of the Act, determined that the level of trading
activity or the existence of unusual market conditions
was such that the exchange was incapable of accurately
collecting, processing and making availablie to vendors

91977 Proposai, paragraph (a)(12). The exchange
would aiso have been responsibie for keeping track of
the quotation sizes of each broker or dealer and making
that information available to a member seeking to effect
a transaction in reliance on the firmness requirements
of the Rule. 1977 Proposal, paragraph (b)(2).

204977 Proposai, paragraph (c)(4).
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the data required by the Rule, upon such exchange’s
notification to certain specified persons (inciuding the
Commission and each quotation vendor),?! the firmness
obiigations of responsible brokers and dealers on such
exchange, as well as the obligation of the exchange to
ascertain the Iidentity and quotation size of each
responsible broker and dealer and to make such
information available to members, would be
suspended. The suspension would continue until the
exchange had determined that the unusual market
activity or conditions had terminated and renotified
those specified persons. Durng the pendency of the
suspension, the exchange invoived would still be
required to continue, to the maximum extent
practicable under the circumstances, to collect, process
and make available to vendors bids, offers and
guotation sizes of its members.

The 1977 Proposai did not significantly change the
collection procedures and firmness requirements of the
Rule for third market makers. Under the 1977 Proposal,
each third market maker? would have been defined as
a ‘‘responsibie broker or dealer’’?* and would have
been obligated to communicate his bids, offers and
quotation sizes to the association of which he was a
member pursuant to collection procedures established
by that association Such bids, offers and quotations
sizes wouid have been firm, subject to the same
exceptions for revised quotatlons and intervening trade
reports as contained in the 1976 Proposal?® Each
association, in turn, would have been required, at all

times last sale information with respect to reported

securities was reported in the consolidated system, to
collect, process and make available to vendors the
highest bid and lowest offer and quotation size of each

211977 Proposal, paragraph (a)(15).
221977 Proposal, paragraph (b)(3).

33The 1977 Proposal changed the definition of “‘third
market maker’’' to make clear that (i) a market maker
may also represent a customer’s order as agent as part
of a bid or offer disseminated pursuant to the Rule, and
(i) a market maker would not include any person acting
solely in the capacity of a block positioner. See Id.,
paragraph (a)(1).

244977 Proposal, paragraph (a)(3)(ii).

251977 Proposai, paragraph (c)(i).

2849977 Proposal, paragraphs (¢)(2),(3) and (5).
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responsible broker or dealer who was a member of that

assomauon ana WHO was acung in II‘IG capacuy ora tmru
market maker 2’

In response to the publication of the 1977 Proposal, the
Commission received comment letters from three

vendors of market information, six exchanges, the
National Association of Securities Dealers, Inc.
{**"NASD’’"), the Securities Industry Association, two

broker-dealer firms and the Council cn Wage and Price
Stability. The Commission has also considered
comments and statements concerning gquotation
systems generally and Ruie 11Ac¢1-1 specifically which
were received in connection with the Commission's
current proceeding under Section 19(c) of the Act,
constdering amendment of exchange rules which limit

members to sffect

Ul WIIUHIUH lIIU GUIIIL] Ul anu
transactions over-the-counter in listed securities and to
consider the adoption of certain Commission rules to
accompany any such action (the ‘‘Off-Board
Proceeding’').?® Finally, the Commission has con-
sidered the views of the National Market Advisory
Board ('‘NMAB’’) regarding a composite quotation
system.?® All of the comments and views received in
response to the 1977 Propasal indicate that most of the
mechanical and operational difficulties of the Rule had
been resolved but that there was still some
disagreement as to the basic reguiatory approach of the
Rule. After carefuily considering these views and

v M
comments, the Commission has determined to retain

the basic approach of the propcsal and has adopted
Rule 11Ac1-1 in substantially the same form as the 1977

Proposal, with the elimination, however, of the Three
Minute Exception.

1. The Revised Proposal
A. Three Minute Exception

A number of commentators responding to both the 1977
and 1976 Proposals argued that the Three Mirute

271977 Proposal, paragraph (b)(1)(ii). However, this
requirement was limited to permit an association to
exclude any bid or offer which was executed
immedlately after communication or canceiled or
withdrawn if not executed immediately after
communication.

28 gee Securities Exchange Act Release No. 13662 (June
23, 1977), 42 FR 33510.

29NMAB, ‘‘Next Steps to be Taken to Facilitate the
Establishment of a National Market System,”’
December 6, 1977, {"*“NMAR Report’’) 156-18.



&)

" Exception was both unnecessary, in light of actual

e

trading conditions and recent technological develop-
ments premitting computer-generated quotations, and
counterproductive because it wouid emascuiate the
firmness provisions of the Rule. Therefore, these
commentators suggested that the quotation information
disseminated pursuant to the Rule would be less useful
for order routing decisions. One commentator also
asserted that the Three Minute Exception would permit
exchanges or third market makers to suspend making
quotations available for lengthy periods of time during
active markets.

The Three Minute Exception was originaily included in
the 1976 Proposal as a mechanism to assure that market
makers were given sufficient time to update their
guotations following completion of a transaction or after
receiving a trade report from another market center.
The Commission recognized that the Exception would
result in the dissemination of quotations which were
less useful for arder routing decisions than guotations
which were firm unless altered prior to the receipt of an
order; however, because the Commission was
concerned that the Rule might cause operational
difficuities, especially in active markets, the Three
Minute Exception was included to ensure the efficient
operation of the Rule, As a further mechanism for
accommodating active exchange markets, the
Commission also added the Unusual Market Exception
in the 1§77 Proposal. Howsver, the
Commission believed that quotation information wouid
be more useful if these exceptions were not pravided,

RS0 CALDWIRNIS WETT DD PY VIR,

specifically requested comment in the 1977 Release on
the ‘‘feasibility of requiring bids and offers made
available pursuant to the Rule to be firm under all
circumstances (unless a revised bid or offer had been
communicated to the relevant exchange or association
prior to the receipt of an order).”’ 0

mhana
tcecause

The Commission has concluded that the Three Minute
Exception is not necessary to assure effective operation
of the Rule because the exceptions for revised
quotations and unusual market conditions should be
adequate to accommodate even very active exchange
markets3' Accordingly, since quotation information not

301977 Release, supra note 13, at 25, 42 FR 32418,
32421,

3'The comment letters of the Boston and Philadeiphia
Stock Exchanges and the NASD favored elimination of
the Three Minute Exception. Additionaily, two New
York Stock Exchange, Inc. (**‘NYSE’') specialists stated
at the pubiic hearings heid in connection with the
Off-Board Proceeding that the Three Minute Exception
was not necessary to permit them to comply with the

subject to such an exception will, in our view, be more
reiiable and may therefore be of greater benefit to
brokers and dealers in their order routing decisions, the

Commission has adopted Rule 11Aci-1 without the

Three Minute Exception.3?

Under the Rule as adopted, bids, offers and quotation
sizes are required to be firm subject only to exceptions
for revised quotations and unusual or active market
conditions. The exception for revised quotations has
been altered slightly to prevent a responsible broker or
dealer from being required to execute more than one
order on the basis of his published bid or publiished
offer, a possibility which would have been preciuded by
the Three Minute Exception. Thus, under the Rule as
adopted a responsible- broker or dealer would be
refieved of his obligation to sffect transactions at his
published bid or published offer if, (i) before an order is
presented for execution, he has communicated to his
exchange or association a revised bid or offer
superseding his pubiished bid or offer (a ‘‘revised bid
or offer’’) or, (ii) at the time an order is presented, he is
in the process of effecting a transaction in that
security,®3 and, immediately after the completion of
such transaction, he communicates a revised bid or
offer to his exchange or association3* in these
circumstances, the responsible broker or dealer will be
obiiged to effect a transaction at his revised bid cr offer
if the broker or dealer presenting the order so requests.

Rule. See Official Transcript of Proceedings Before the
Securities and Exchange Commission, File No. 4-180,
In the Matter of Off-Board Trading Rules at 397-398
and 599. Furthermore, officials of the NYSE and Pacific
Stock Exchange, incorporated (‘‘PSE’’), which had
initially advocated the Exception, have informally
confirmed that those exchanges no longer felt the
Exception was necessary. See Memorandum of
Telephone Conversations in File $7-648.

327The Rule has also been revised to delete those
provisions limiting the Three Minute Exception when
two or more responsible brokers or dealers on an
exchange had published bids or published offers at the
same price. See 1977 Proposal, paragraph (c)(4).

33p responsible broker or deaier shouid be deemed to
be in the process of effecting a transaction from the
moment an order is presented to him for execution until
the compietion of communication of all information
necessary to complete the transaction.

Brule 11Ac1-1(c)(3)(ii).
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A responsibie broker or dealer will also be permitted to
revise his pubiished quotation size at any time prior t0
the presentation of an order or, if he is in the process of
effecting a transaction in that reported security at the
time an order is presented, immediately after com-
completion of the transaction In that event, the
responsible broker or dealer will be obliged to execute a
transaction in any amount requested by the broker or
dealer presenting the order up to the responsible
broker or dealer’s revised quotation size.

Aewmommmadioe jom -

B. Technical Changes

In addition to the changes discussed above, the

Commission has made several drafting and technical
changes in the Rule:

1. The 1977 Proposal provided an exception from the
coitection and dissemination requirements imposed on
exchanges and associations for any bid or offer which
was executed immediately after communication and
any bid or offer communicated by a responsibie broker
or dealer (other than an exchange specialist) which was
canceiled or withdrawn if not executed immediately
after communication3® Commentators argued that the
1977 Proposal treated exchange market makers differ-
ently from third market makers (by requiring an
exchange to collect an exchange market maker’s bid or
offer which was cancelled or withdrawn if not executed
immediately after communication) and urged that the
Commission extend this exception to exchange market
makers. Because the bids and offers of any market
maker may be characterized as cancelled or withdrawn
if not accepted immediately after communication, the
Commission has concluded that, to avoid possible
circumvention of the Rule and to provide uniformity of
treatment between exchange specialists and third
market makers, the part of the exception which wouid
have permitted an exchange or association to exclude
from collection bids or offers which were cancelled or
withdrawn if not executed immediately after
communication should not be availabie either to third
market makers or exchange specialists3 This
determination is consistent with the Commission’s
intent in providing this exception for ‘‘ephemeral’’
quotation in the 1977 Proposal; that is, that the Rule as

adopted reflects the fact that certain non-specialist

participants in exchange “crowds” make bids and

— Al

g the exchange guotation

oners WnlCﬂ, WHIIB narrow
for an instant in time, never

mintad marbka
guoted market on the ¢ c an

withdrawn immediately if no

2. The Rule has been revised to explicitly state that an
association is required to make available to vendors the
identity of each responsible broker or dealer whose
quotations are being made available by that
association.®® This change in the Rule is necessary to
assure that vendors receive sufficient information to
enable their subscribers to respond to third market
quotations in appropriate circumstances.

3. Under the 1977 Proposal, the Unusual Market
Exception would have provided an exception to the
firmness provisions of the Rule upon notification of
certain ‘‘specified persons,’’ including the Com-
mission. In order to expedite notification procedures,
the Ruie has been revised to omit nctification to the
Commission although notice must stili be provided to
each quotation vendor, the processor of the
consolidated system and, in the case of a security
underlying exchange traded options, the processor for
the Options Price Reporting Authority 3?

4. The Rule will become effective on May 1, 197820
This effective date should provide sufficient time for
exchanges and associations to file the necessary rule
proposals with the Commission and to modify their
quotation coilection and dissemination procedures in
accordance with the Rule. Furthermore, it will provide
additional time to vendors to modify their information
systems to accommodate the display of quotation
information (including sizes) from the various market
centers.

1. Additional issues

The Commission has aiso considerad a number of other
issues raised by commentators.

A. Mandatory Participation

Both the 1976 and 1977 Proposais contemplated that
each exchange would be required to collect and

BRule 11Ac1-1(c)3)().
361977 Proposal, paragraph (b)(2).

375ee Rule 11Ac1-1(b)(2).
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*Rute 11Ac1-1(a)(15).

“Ruie 11Act-1(e).



disseminate quotations in every reported security listed
or admitted to unlisted trading privileges on the
exchange and that each association would be required
to coiiect and disseminate quotations in every reported
security in which one of its members was acting as a
third market maker. in turn, each exchange specialist
and third market maker would have been required to
promptly communicate to his exchange or association
quotations representing a continuous two-sided
market. In response to both Proposals, the Commission
received comments which questioned whether the Rule
should mandate participation by each exchange and
third market maker (as opposed to permitting such
participation on a voluntary basis), particularly in an
environment in which (i) brokers couid not
automatically execute against published bids or offers,
(ii) there was no Commission rule requiring brokers to
route orders to the market displaying the best
published bid or offer, and (iii) there was no
requirement that vendors display quotations from every

markat center
market center.

Some commentators argued that competitive forces
should be the same factor motivating brokers or dealers
to make available firm quotations to vendors. These
commentators cited the NASD’s experience with
NASDAQ, which provides for voluntary participation by
over-the-counter market. makers, as an exampie of a
successful quotation system deriving exclusively from
competitive forces. Other commentators asserted that,
in the current market environment, there would be no
economic benefit to be derived from communication of
quotations in accordance with the Rule because orders
would not be routed on the basis of displayed
quotations. Thersfore, according to one commentator,
the adoption of a rule which required participation by
all third market makers would be ‘‘anti-competitive’’
because it would impose greater burdens on smalier
market centers which cannot spread the costs of
providing quotations over a large order flow and cannot
charge vendors or subscribers for quotation informa-
tion as is done by certain larger seif-regulatory
organizations*? Thus, it was argued, particularly in the
absence of increased order flow which might be derived
from communication of quotations, a mandatory rule

4“1 Additionally, the 1977 Proposal would have required
an exchange under certain circumstances to collect bids
and cffers of other brokers and dealers in the ‘‘crowd’’

“?2For example, both the NYSE and American Stock
Exchange currently impose direct charges on vendor
' subscribers for receipt of quotation information from
their exchanges.

would act as a '‘barrier to new market makers’’ and
would be a disincentive to existing third market
makers. Finally, it was suggested that, if the
Comimission adopted a rule mandating the dissemina-
tion of quotations, the information made available
pursuant to the Rule would not be as accurate (and
hence as usefui) as the information which would be

disseminated pursuant to a voluntary rule.

The NMAB supported the view that the Ruie should not
require participation by ali market centers:

Contrary to the requirement contained in
proposed Rule 11Ac1-1, the Board is of the
view that requiring market makers to
include their quotations in the [composite
quotation system] might impose equipment
and personnel costs that would discourage
many broker-dealers from making markets.
The Board believes it likely that broker-

dealers which make markets in a significant

number of securities would enter quotations
jnto the system for at ieast some of the
securities in which they make markets, and
that the degree to which market makers
entered quotations into the system would
depend on the degree to which the system
was used in directing order flow. If the
system did not influence the direction of
order flow, it would seem unfair to require
market makers to make expenditures that

were uniikely to have any business
purpose.®3

In reaching its decision to adopt Rule 11Ac1-1 in a form
requiring dissemination of quotations for reported
securities from all market centers, the Commission has
carefully reviewed both the views of commentators who
favor modification of the Rule to permit voluntary
dissemination of quotations and the legisiative history
of Section 11A of the Act (particularly with respect to,
among other things, Congressional expectations
concerning a composite quotation system):*

SNMAB Report, supra note 29, at 17.

445ection 11(A)(a) of the Act [15 U.S.C. 78k-1(a)]
derives from S. 249, the Senate version of the bill which
was ultimately enacted as the Securities Acts Amend-
ments of 1975 (the ‘1975 Amendments’'). See Comm.
of Conference, Report to Accompany S$.249, H.R. Rep.
No. 94-229, 94th Cong., 1st Sess. 92 (1975). The Senate
report accompanying S. 249 indicates that the bill con-
solidates five prior bills (including S. 2519, a bill
{continued on foflowing page)
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The Commission recognizes the Iegltimate concerns of
soime commentators concerning the costs of compiiance

with Rule 11Ac1-1 and the possibility that a composute

(continued from preceding page)

containing provisions refating to the development of a
national market system which was approved by the
Senate in the 93rd Congress) and that the genesis of the
legisiation was the Securities Industry Study Report of
the Subcommittee on Securities of the Senate
Committee on Banking, Housing and Urban Affairs.
Subcomm. on Securities of the Senate Comm. on
Banking, Housing and Urban Affairs, Report to
Accompany S. 249, S. Rep. No. 94-75, 94th Cong., 1st
Sess. 1 (1975) (the ‘'Senate Report’'). See Subcomm.
on Securities of the Senate Comm. on Banking,
Housing and Urban Affairs, Securities Industry Study,
S. Doc. No. 93-13, 93rd Cang., 1st Sess. (1973) (the
‘‘Senate Securities Industry Study’’). The Senate report
accompanying S. 2519 and the Senate Securities
Industry Study indicate a clear Congressional under-
standing that the Commission would use its powers to
establish a comprehensive composite quotation system,
including quotations from all market centers. The
report accompanying S. 2519 indicates that one of the
communications facilities which was then in
existence and which the bill was designed to give the
Caommission authority to mandate was a ‘‘system
through which all current quotes for listed securities
can be seen on any single unit on a comparabie basis.’’
Senate Comm. on Banking, Housing and Urban Affairs,
Report to Accompany 8. 2519, S. Rep. No. 93-865, 93rd
Cong., 2d Sess., 5-6 (1974) (emphasis added). The
Senate Securities Industry Study also indicates that
there was ‘'‘no system through witich ail current quotes
can be seen on a comparabie basis. ... '’ Senate
Securities Industry Study at 97 (emphasis added).

nont
not

In addition, the Senate Subcommittee was aware and
noted in the Senate Securities Industry Study that the
Cammission had recently proposed Rule 17a-14 under
the Act which would have required all exchanges and
the NASD to make available quotations to vendors on a
current and continuing basis. Id. at 101; see note 2
supra. In addition to its recognition of proposed Rule
17a-14, the Senate aiso cited in its Securities Industry
Study the Commission’s Policy Statement on the
Structure of a Central Market System, Securities
Exchange Act Release No. 10076 (March 29, 1973) (the
“‘Policy Statement’’). In the Policy Statement and
earlier in the Future Structure Statement, the
Commission specifically deszribed the emerging
‘‘central market system’’ as envisioning the
‘‘disclosure of quotations from all markets.’’ Future
Structure Statement, supra note 1, at 8-9, 37 FR 5286,
5287 (emphasis added). See Policy Statement at 11, 15,
26 and 48.
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on brokers’ order routing decisions under current cir-

cumstances. F\IIHUUQH lﬂﬂ UOTﬂlﬂlSSIOﬂ cannot precuct
with certainty the effect quotation information dis-

seminated pursuant to the Rule will have on brokers’

decisions as to which of the several markets shouid be
selected for execution of their customers’ orders, the
Commission’s expectations are that implementation of
Rule 11Ac1-1, and the resuitant general availability of
reiatively '‘firm’’ quotations and quotation sizes for
reported securities, will have a favorable impact on
brokers’ order routing decisions and upon the changing
nature or brokers’ agency obligations to their cus-
tomers. These expectations, however, do not constitute
the sole basis for the Commission’s decision to adopt
Rule 11Ac1-1 in a form requiring participation by all
market centers. Rather, the Commission considers the

adoption of Rule 11Ac1-1 in this form as an appropriate

step in facilitating the integration of all markets into a
national market system, including assuring ‘‘the
availability to brokers, dealers and investors of
information with respect to quotations for
securities’’ and ‘‘the practicability of brokers executing
investors’ orders in the best market.’'*

“>See Section 11A((a)(1)(C)(iii) and (iv) of the Act
[18 U.8.C. 78k-1(a)(1)(C)(iii) and (iv)]. The fanguage
and legislative history of the 1975 Amendments
indicate a clear Congressional determination that a
comprehensive composite quotation system is an
essential element of the emerging national market
system and that Congress contemplated an active Com-
mission role in its development. For example, the
Senate Subcommittee on Securities stated in the Senate
Report as follows:

In the securities markets, as in most other
active markets, it is critical for those who
trade to have access to accurate, up-to-the-
second information as to the prices at which
transactions in particular securities are
taking place (l.e., last sale reports) and the
prices at which other traders have expressed
their willingness to buy and sell (l.e.,
quotations). For this reason, communica-
tions systems designed to provide auto-
mated dissemination of last sale and quota-
tion information will form the heart of the
national market system.

Senate Report, supra note 44, at 9. See Subcomm. on
Commerce and Finance of the House Comm. on Inter-
state and Foreign Commerce, Securities Industry
Study, H.R..Rep. No. 92-1519, 92nd Cong., 2d Sess.
123-25 (1972); Senate Securities Industry Study, supra
note 44, at 101-104.
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Thus, the Commission is convinced that the availability
of ‘firm’’ quotations for reported securities, with size,
from ati market centers, is of considerabie value to the
markets generally and to participants in those markets,
especially in the context of an evolving national market
system*® Moreover, quite apart from the general
importance of quotation information to be disseminated
pursuant to the Rule, the Commission believes that the
adoption of the Rule in a form requiring participation by
all market centers should spur brokers to make greater
efforts to achleve best execution of their customers’
orders and should foster increased competition in
market making. Finally, the Commission is concerned
that the failure to ensure the availability of quotation
information from all market centers could jeopardize
efforts to perfect the functioning of a composite
guotation system. Such a failure alse could distort the
Commission’'s and the securities industry’s perception
of that system’s impact on the behavior of market
professionals and of the precise nature of those
additional steps which must be taken, building upon
experience with use of a compaosite quotation system, to
perfect the mechanisms of a national market system.

Although the Commission is aware that the cost
burdens associated with compliance with the Rule
(particularly the expenses associated with providing
quotation information on a continuous basis) may be
greater for some persons subject to the Rule than for
others, these differences are, in large part, a direct
function of the differing ways in which persons subject
to the Ruie have elected to conduct their businesses. in
any event, the Commission has determined that those
costs must be borne in order to advance the important
purposes of the Act to be served by collecting and
disseminating ‘‘firm’’ quotation information from all
market centers.

The Commission believes that, until there has been
some experience with a comprehensive composite
quotation system, it is not possible to determine the
precise impact which that system will have on order
flow or upon the competitive opportunities and burdens
which will be encountered by various market centers.
The Commission is satisfied that the important
purposes of the Act will be served by collecting and
disseminating ‘‘firm'’ quotation information from ail
market centers and, accordingly, it is reluctant to
sacrifice that opportunity because of a concern that

“gimilarly, in adopting Rule 17a-15 under the Act, the
Commission was convinced of the value of providing
comprehensive last sale information from all market
centers. The Commission believes that quotation in-
formation will prove to be of at least equal value.

some market centers might suffer a cost or competitive
disadvantage. The Commission recognizes, however,
that this concern is a real one and that some markets

L ad lea sl
and market makers, particularly third market makers,

may be subjected to cost burdens which are
substantially disproportionate to the competitive
benefits which they will obtain. Therefore, upon an
appropriate showing, the Commission will be prepared
to consider granting an exemption from the provisions
of the Rule requiring the dissemination of quotation
information so as to relieve unjustified burdens in a
manner consistent with the purposes of the Act.

The Commission is aware that some persons required
to provide quotations for dissemination pursuant to the
Rule may be tempted to avoid the Rule's requirements

uy dissem:naﬂng hid and asked pr!ces which are a

minimal increment ‘‘away’’ from, for example, the best
published bid or offer, or from the published bid or
published offer of the ‘'primary’’ market, whiie quoting
a mora competitive market orally in response to
inquiry. In this regard, it should be understood that the
definitions of the terms ‘'bid’’ and ‘‘offer’’ in the Rule
require that the actual bid and asked prices at which a
responsible broker or dealer is willing to effect
transactions in reported securities from time to time
be communicated to its exchange or association. The
Commission beiieves that if a market maker

continuously communicates quotations which do not

reflect its actual market, that activity would constitute a

violation of Rule 11Ac1-1 and the issuance of fictitious
quotations within the meaning of Scetion 15(c)(2) of the

,,,,,,,,,

B. Best Execution

A number of commentators stated that, in their
opinion, the adoption of Rule 11Ac1-1 would not
significantly change brokers’ order routing decisions
unless the Commission also adopted a ‘‘best
executicn’’ rule. One commentator felt that such a rule
should be general in nature, merely clarifying a
broker’s responsibilities as they exist today, and would
exist after the adoption of Rule 11Ac1-1, while others
appeared to be advocating a more specific rule which
would require brokers to route orders to the market
center displaying the best quotation.

The Commission does not believe it is appropriate, at
this time, to promulgate a ‘‘best execution’’ rule. It has
reached this conclusion because it does not believe it is
reasonable, given the present structure of the securities

“7Rule 11Act-1(d). See discussion at 49-50, infra.
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markets, and presently available trading mechanisms,
to require brokers under aii circumstances to routs their
custamers’ orders to the market displaying the best

comboadione

guotation. Hawevar. since the Commission believes

that adoption of Rule 11Ac1-1 will significantly improve
the quality of quotation information available from all
markets and market makers, the Commission expects
brokers to give careful consideraton to that information
in making their order routing decisions. Because the
Commission believes that a broker’s existing fiduciary
duty to his customer requires that he take cognizance of
quotation information available through a compaosite
quotation system in seeking best execution of his
customer’s aorder, it is not clear at this time that a more
definitive Commission rule prescribing best execution
standards is necessary to ensure adherence to

....... iate oringci of agency conduct by brokers.

appropriaig princ S agency qQuct DY

C. Vendor Requirements

Several commentatars suggested that the Commission
impose specific obligations on quotation vendors to
display quotations from all market centers. The
Commission agrees with these commentators that the
general availability of quotation information from all
markets and market makers by such vendors is a
necessary prerequisite to the use of that information
and is essential to the successful operation of the Rule.
However, the Commission believes that adequate
dissemination of quotation information will be achieved
without specific vendor requirements formulated by the
Commission. For example, it appears that prior to the
effective date of the Rule at least one securities
information system will be providing a montage or
quotations (including sizes) from all market centers in all
multiply-traded reported securities. Additionally, the
Commission believes that competitive pressures will
assure that each of the other vendors will
eventually implement similar services or, at least, a
best bid and asked display. The Commission will
continue to monitor vendor progress in providing
quotation information in a comprehensive and
non-discriminatory manner and will reconsider its
decision not to impose specific obligations on vendors if
competitive pressures do not assure adequate
dissemination and display of this information®®

“In this regard, the Commission notes that it expects
that quotations will be displayed on a non-discrimina-
tory basis (I.e., from ail market centers) and that access
to composite quotations will be provided in a manner
which will atlow recail of these quotations as readily as
quotations from a single market. For example, if the
consolidated system stock symbol and a single request
key are utilized to obtain quotations from a particular
market center, consolidated quotations must be avail-
able by use of the consolidated symbol and a single
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D. Muitiple Market Makers

Although most commentators expressed agreement
with the firmness pravisions of the Rule, two
commentators suggested that this aspect of the Rule
had certain anticompetitive effects. These commenta-
tors argued that the competing market maker system,
as employed on the Chicago Board Options Exchange,
Inc. and the options trading floors of the Midwest Stock
Exchange, Inc. and PSE, may be a prototype of the
enhanced competitive environment envisioned by
Congress in the passage of the 1975 Amendments “9and
that a firm quotation rule would be unworkable in such
an environment. Therefores, they argued that the
adoption of Rule 11Ac1-1 would become an obstacle to
other exchanges adopting such a competitive market
maker system, and, in any event, that the Commission
would have to exempt exchanges using this system
from the operation of the Rule.

The Commission recognizes that compliance with Rule
11Ac1-1 may be more difficuit in a multipie market
maker exchange environment; however, no exchange
currently utilizes such a system generally for trading in
reported securities. Accordingly, it is not necessary at
this time to consider. modifying Rule 11Ac¢1-1 or altering
its basic approach to coilection of quotation information’
to take into account multiple market making in reported
securities. Mowever, the Commission wishes to clearly
state its intent that the adoption of Rule 11Ac1-1 should
not discourage competition among market makers and
its commitment to give further consideration to the
kinds of theorstical problems mentioned above should
circumstances require further action to accommodate a
large number of market makers on a single exchange
floor

E. Suitability

Several commentators responded to an express request
for comment made in a footnote to the 1977 Release
regarding the applicability of standards of suitability
and diligence.® The Commission confirmed in the

request key. In addition to the display of quotations and
quotation sizes based upon information from all market
centers, the Commission expects that vendors will also
indicate to users when these quotations are not firm
due to the Unusual Market Exception.

“Both commentators noted, however, that Rule
11Ac1-1 as proposed would not be applicable to options
trading. Rule 11Ac1-1 as adopted is not applicable to
quotations in exchange-traded opticns.

501977 Release, supra note 13, at 14 n. 16, 42 FR 32418,
32419.
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footnote that the firmness provisions of the Rule (which
would require a responsibie broker or deaier to deai
directly with any person belonging to a category of
persons with which such broker or dealer customarily
deais) were not intended to supersede or contravene
rules governing suitability and diligency as to customer
accounts.5' One commentator feit that this qualification
of the firmness requirement would be more
appropriately contained in the Rule, not in a footnote in
a release. Another commentator questioned the
applicability of suitability and customer diligence rules
to several hypothetical situations and alsc expressed its
view that the Ruie should not require a responsible
broker or dealer to transact business with another
broker or dealer regardless of such responsible broker
or dealer's judgment as to the financial lntegrity of the
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other broker or dealer and his ability to deal in the size
of the transaction in question.

The Commission continues to believe that the asserted
concern that Rule 11Ac¢t-1 will force responsible
brokers and dealers to transact business with
financially unsound brokers or dealers has not been
demonstrated to be a sufficient reason to amend the
Rule. If such loss occurs, it wouid generally be limited
to a risk of market loss for a short period of time. The
Infrequency and limited nature of such losses does not
warrant the inciusion of a generai exception to the
firmness requirement of the Rule.

With respect to other persons who belong to a category
of persons with whom a _rnennnmh!a hroker or dealer

ISR e iSl Y

customarily deais (and, therefore, who are entitled to
require a responsible broker or dealer to effect a
transaction at his published bid or published offer), the
Commission notes that the phrase ‘‘customarily deals’’
connotes, among other things, that a responsibie
broker or dealer should not engage in a transaction with
a customer when the broker’s fiduciary responsibility,
inctuding principtes of suitability and other obligations
imposed on such brokers by law, would otherwise
prohibit such a transaction.

F. Errors

One commentator noted that the 1977 Proposai would
relieve a responsible broker or dealer from his firmness
obligations if his published bid or offer as dispiayed by
vendors was not the same as the bid or offer com-
municated by the responsible broker or dealer to his
exchange or association due to some error in collection,
transmission or dispiay. This commentator stated that a
responsible broker or dealer should aiso be relieved of

S'See, o.g., Article 111, Sec. 2 of the Rules of Fair
Practice of the NASD and Rule 405 of the NYSE.

firmness obligations when he has communlcated an

erroneogus quotation to his exchange o iation.

D

ion believes that respongible brokers and

1S WOT
dealers hould be heid accountable for their own errors
in order (i) to create incentive on the part of responsibie
brokers and dealers to accurately communicate their
quotations and (ii) to avoid ‘‘backing away’’ by
responsible brokers and dealers under the guise of
erroneous quotations. Accordingly, the Rule has not
been altered to provide a firmness exception for
responsibie brokers or dealers communicating
erroneous quotations.

G. Fees

The Commission has again®? received comments
concerning the rights of exchanges and associations to
charge vendors directly for receipt of quotation
information and to impose certain contractual obliga-
tions on vendars. Rule 11Ac¢1-1 is not intended to define
or recognize the right of an exchange or association to
charge vendors for the receipt of quotation information;
the Commission has not to date addressed that issue.
The Commission notes that, under Section 11A(c)(1)(C)
of the Act [15 U.S.C. 78k-1(c)(1}(C})], it continues to
have authority to adopt rules and regulations designed
to assure that all securities information processors may

cbtain quotation information from any exchange or

association (or any executive processor) on falr and
reasonable terms. The Commission expects that the
vendors and seif-regulatory organizations will resolve
these matters satisfactorily without Commission
intervention prior to the effective date of the Rule.
However, the Commission will monitor the progress of
these discussions to assure that compiiance with the
Rule and the other provisions of the Act are achieved
and will take appropriate action if necassary.

H. Unusual Market Exception

Only one commentator addressed the operation of the
Unusual Market Exception and suggested that this
exception commence upon a determination that
unusual conditions exist, not at the time specified
persons are notified. in addition, this commentator felt
the Ruie’s requirement that such determination be

52The Commission received similar comments in
response to the 1976 Proposal and deleted a paragraph
in that Proposal which would have permitted the im-
position of fair and reasonable fees for use of quotation
information. 1976 Proposal, paragraph (b)(3). See 1977
Release, supra note 13, at 21, 42 FR 32418, 32420.
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made pursuant to ruies approved by the Commission
would not allow sxchange officials sufficient discretion

in utilizing the exception. Although the circumstances

which justify the determination that unusual conditiong
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exist would appear to impose burdens on responsible
brokers and dealers from the moment these
circumstances arise and, therefore, responsible brokers
and dealers would be required to satisfy orders based
upon quotations which may not be accurate or up to
date from that time until completion of the notification
procedure, the Commission believes that such a limited
burden is necessary to assure prompt notification to the
specified persons. The Commission has also revised the
Rule to omit notification to the Commission, thereby
expediting the notification process.= Moreover, during
the period prior to notification it is unlikely that

respcnsab!e hrokerse or dealers will be rnnnlrnd to

satisfy orders on the basis of their published bids or
offers because the exception for revised quotations
should assure that a responsible broker or deaier is not
obliged to effect a transaction at a price which does not
reflect the current market. In addition, if the Unusuai
Market Excention were to become operative prior to
notification to vendors, displayed quotations would be
misieading during such interim period.>*

The Commission bhelieves it ig necessary that exchange

procedures utilized in making a determination that
unusual market conditions exist be filed with the
Commission under Section 19(b) of the Act to assure
some uniformity between the various exchanges and to
assure that the factors to be considered in reaching
these determinations are consistent with the
Commission’s intent in providing the exception.

1. Cost/Benefit Analysis

In response to the 1976 Proposal, the Council on Wage
and Price Stability (the ‘'Council’’) submitted a lengthy
comment questioning the cost/benefit of a rule such as
Rule 11Ac1-1 and urging the Commission not to adopt
such a ruie in the absence of an analysis demonstrating
that the benefits of the proposal would qutweigh the
costs associated with its implementation.>® In the 1977

53See Ruie 11Ac1-1(a)(15) and discussion supra at p. 24.

see note 49 supra, in which the Commission has
indicated that it expects that information furnished by
guotation vendors will indicate when this exception is in
effect.

551977 Release, supra note 13, at 27, 42 FR 32418,
32421.
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Release, the Commission stated its conslusion that the
projected benefits of the Rule, although difficult to
quantify, outweighed the anticipated costs to
exchanaea, associations and market nrnfnqqmnalq 56 |n
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addition, the Commission noted that affirmative
Commission action in implementing a composite
quotation system was justified by the overriding public
interest in the widespread dissemination of quotation
information and by the provisions of the Act directing
the Commission to take action to facilitate the
development of a national market system.>’

In response to the 1977 Proposals, the Councii has
requested the Commission to consider its comments
submitted In response to the 1976 Proposal as applicable
to the 1977 Proposal. The Commission has again

congidered the comments of the Council and continues to
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believe that the benefits provided by the Rule,
particularly its role in facilitating the establishment of a
national market system, outweigh the costs associated
with implementation of the Ruie. As an integral step in
accomplishing the statutory goal of the ‘‘linking of atl
markets . . . [to] foster efficiency, enhance competition,
. . . and contribute to best execution’’ of customers’
orders, the Rule is justified even in the absence of
inherently speculative efforts to quantify the cost and
value of certain improvements in the quality of informa-

fmm sashe fmbm casill e
tion which will resuit.

1. One commentator felt that the Rule should contain
further standards refining the definition of ‘‘third
market maker.'' The definition in the 1977 Proposal
would have applied to any person who heid himseif out
as willing to deal on a regular and continuous basis in
amounts of less than block size. This commentator
requested that the Commission provide standards for
identifying those persons who are willing to deal on a
regular and continuous basis and for determining
“‘block size.”’ The definition of third market maker
contained in the Rule is similar to the definition of
‘‘market maker’’ contained in Section 3(a)(38) of the

%1d. at 27-30, 42 FR 32418, 32421-22.

SComments of the Council on Wage and Price Stability
on Eligible Securities, Dissemination of Quotations,
October 6, 1976, in File No. §7-648.

*8Section 11A(a)(1)(D) of the Act [15 U.S.C. 78k-1(a)(1)
(D).



Act [15 U.S.C. 78¢(a)(38)], and shouid be sufficiently
clear to identify persons acting in that capacity. Since
the amount of securities which constitutes a ‘‘block”
wiii vary from issue to issue, depending in part upon
the trading characteristics of the issue (e.g., price,
volume and liquidity), a specific definition of that term

would appear to be unduly rigid.

2. One commentator requested that the Commission
further define the standards under which it would grant
exemptions from the Rule. The exemptive provisions of
the Rule are designed to exempt market centers which
do not account for any significant trading in reported
securities or which would suffer economic burdens
which are not justified by the purpose of the Act,*® and
to deal with other market structure developments®®

The Commission believes that a broad exemptive pro-
vision is necessary to provide flexibility in those in-
stances when application of the Rule would be in-

appropriate.

3. Another commentator has made a number of
technical suggestions, most of which the Commission
feels are beyond the intended scope of the Rule. In
essence, this commentator suggested that the
Commission mandate the specifications of communica-
tion linkages between self-regulatory organizations and
vendors and that the Commission require exchanges
and associations to name an exclusive pracessor of
quotatlons and make available quotations

PIFPY " Py Sy P PP -
which will reduce stress on vendor computer hqrd".'are.

When the Commission deferred further action on
proposed Rule 17a-14 under the Act,% which would
have permitted exchanges and associations to file plans
for the collection and dissemination of quotations,
similar to the plan required to be filed under Rule
17a-15 under the Act with respect to last sale reports, it
determined that industry forces should be ailowed to
create the means of collection, dissemination and dis-
play of quotations without direct Commission action.

“sSee note 47 supra.

%For example, it may be necessary to use the ex-
emptive provisions of the Rule to accommodate the
Regional Market System employed on a pilot basis by
the Boston, Cincinnati, Midwest and Pacific Stock Ex-
changes in the event this system eventually reflects all
buying and seiling interest in those securities traded in
the system at all participating exchanges.
S'See Securities Exchange Act Reiease No. 11288
(March 11, 1975) at 2, 40 FR 15015, 15016.

The implication of this decision to defer action on Rule
17a-14 was that, if the Industry, after sufficient time,
had not taken reasonable steps in creating appropriate
procedures and facilities, the Commission would once
again consider direct intervention. However, steps
taken to date indicate that the exchanges, associations
and vendors are responding to this challenge. The
Commission believes that any arrangement between all
of the various exchanges and associations leading to
centralized processing, sequencing and validation of
quotation information would be beneficial and it
encourages the exchanges and associations to pursue
such arrangements. With respect to technical specifica-
tions governing the method of transmitting quotation
information, the Commission believes that these
matters should be addressed, at least initially, by the

self-regulatory organizations and the vendorsg in

keeping with the Commission’s prior determination to
rely upon the private sector to implement mechanisms
for collection, dissemination and display of gquotation
information. The Commission sees no apparent utility
in mandating these specifications and is confident that
the vendors and self-regulatory organizations will satis-
factorily resolve any probiems which might impede the
successful development of a composite quotation
system.

heraby

Sy

adopts Rule 11Ac1-1 [17 CFR §240. 1Ac1 1] pursuant
to its authority under the Securities Exchange Act of
1934 {15 U.S.C. 78a et seq., as amended by Pub. L. No.
94-29 (June 4, 1975)), and particularly Sections 2, 3, 8,
9, 10, 11A, 15, 15A, 17 and 23 thereof (15 U.S.C. 78b,

78¢c, 78f, 78i, 78j, 78k-1, 780, 780-3, 78q and 78w).

For the reasons expressed in this release, the Com-
mission finds that the Ruie does not impose any burden
on competition which is neither necessary nor
appropriate in furtherance of the purposes of the Act.

The text of Rule 11Act1-1 is as follows:

§240.11Ac1-1 Dissemination of quotations for re-
ported securitles.

(a) Detinitions. For purposes of this section,

(1) The term ‘‘third market maker’’ shall mean any
broker or dealer who holds himself out as being willing
to buy and seil a reported security for his own account
on a reguiar and continuous basis otherwise than on a
national securities exchange in amounts of less than
block size (including any such broker or dealer who also
represents, as agent, orders to buy or sell reported
securities on behalf of any other person and com-
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municates bids and offers to a national securities
association (‘*association’’) pursuant to this section on
behalf of such other persons as well as for his own

account).

(2) The term ‘‘exchange market maker’’ shall mean
any member of a national securities exchange
(“‘exchange’’) who is registered as a specialist or
market maker pursuant to the ruies and regulations of
such exchange.

(3) The term ‘‘responsible broker or dealer’’ shall
mean

(1) when used with respect to bids or offers

communicated on the floor of an exchange,

any member of such exchange who com-
municates to another member on the floor of
such exchange, at the location (or locations)
designated by such exchange for trading ina
reported security, a bid or offer for such
reported security, as either principal or
agent; provided, however, That, in the event
two or more members of an exchange have
communicated on the floor of such exchange
bids or offers for a reported security at the
same price each such member shall be con-
sidered a '‘responsible broker or dealer”

with respect to that bid or offer, subject to

the rules of priority and precedence then in
effect on that exchange; and further
provided That, with respect to a bid or offer
which is transmitted from one member of an
exchange to another such member who
undertakes to represent such bid or offer on
the floor of such exchange as agent, only the
last such member who undertakes to
represent such bid or offer as agent shall be
considered the ‘‘responsible broker or
dealer’’ with respect to that bid or offer; and

(1) when used with respect to bids and
offers communicated by a third market
maker to another broker or dealer or to a
customer otherwise than on an exchange,
the third market maker communicating the
bid or offer (regardiess of whether such bid
or offer is for his own account or on behalf of
another person).

(4) The term ‘‘quotation vendor’’ shall mean any
securities information processor engaged in the
business of disseminating to brokers and dealers, on a
real-time or current and continuing basis, bids and
offers made available pursuant to this section, whether
distributed through an electronic communications net-
work or displayed on a terminal or other display device.
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(5) The term ‘‘consolidated system"

shall mean the
consolidated transaction reporting system con-

templated by §240.17a-15 (Rule 17a-15 under the Act).

(6) The term ‘‘reported security’’ shall mean any
equity security as to which last sale information is re-
ported in the consolidated system.

(7) The term ‘‘make available,”” when used with
respect to bids, offers, quotation sizes and aggregate
quotation sizes supplied to quotation vendors by an
exchange or association, shall mean to provide circuit
connections at the premises of the exchange or
association supplying such data, or at a common loca-
tion determined by mutual agreement of the exchanges
and associations, for the delivery of such data to

{8) The terms ‘‘bid’’ and ‘‘offer’’ shail mean the bid
price or the offer price most recently communicated by
an exchange member or third market maker to any
broker or dealer, or to any customer, at which he is
willing to buy or seil a particular amount of a reported
security, as either principal or agent, but shall not
include indications of interest.

{8) Theterms '‘published bid'’ and ‘‘published offer’’
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shall mean the bld or offer (as the case may be) of a
respgn31b|e broker or dealer for a reported security
communicated by him to his exchange or association
pursuant to this section and displayed by a quotation
vendor on a terminal or other display device at the time
an order is presented for execution to such responsibie
broker or dealer.

(10) The term ‘‘guotation size,”” when used with
respect to a responsibie broker’s or dealer’s bid or offer
for a reported security, shall mean (i) the number of
shares (or units of trading) of that reported security
which such responsibie broker or dealer has specified,
for purposes of dissemination to quotation vendors,
that he is willing to buy at the bid price or sell at the
offer price comprising his bid or offer, as either
principal or agent, or (ii) in the event such responsibie
broker or dealer has not so specified, a normal unit of
trading for that reported security.

(11) The term ‘‘published quotation size’’ shall mean
the quotation size of a responsible broker or dealer
communicated by him to his exchange or association
pursuant to this section and displayed by a gquotation
vendor on a terminal or other display device at the time
an order is presented for execution to such responsible
broker or dealer.

(12) The term ‘‘aggregate quotation size’’ shail mean
the sum of the quotation sizes of all responsible brokers
or dealers who have communicated on the floor of an
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exchange bids or offers for a reported security at the
same price.

(13) The term “‘published aggregate quotation size’’
shail mean the aggregate quotation size calculated by
an exchange and displayed by a quotation vendor on a
terminal or other dispiay device at the time an order is
presented for execution to a responsible broker or
dealer.

(14) The term ‘‘odd-lot’’ shail mean an order for the
purchase or sale of a reported security in an amount
less than a normal unit of trading.

(18) The term ‘'specified persons,’”’ when used in
connection with any notification required to be provided

pursuant to paragrapns {D)(3)(i) and (D}{3)(ii) of this
section, shall mean

(i) each quotation vendor;

(i) the processor for the consolidated
system; and

(lii) the processor for the Options Price Re-
porting Authority (in the case of a notifica-
tion with respect to a reported security
which is a class of securities underlying
options admitted to trading on any
exchange).

[b] Dissemination requirements for exchanges and
associations.

(1) Every exchange and association shall establish
and maintain procedures and mechanisms for collecting
bids, offers, quotation sizes and aggregate quotation
sizes from responsible brokers or dealers who are
members of such exchange or association (as the case
may be), processing such bids, offers and sizes, and
making such bids, offers and sizes available to
quotation vendors, as follows:

(iy Every exchange shall, at all times such
exchange is open for trading, collect,
process and make available to quotation
vendors the highest bid and the lowest offer
communicated on the floor of that exchange
{or, in the event such exchange maintains
more than one trading floor, communicated
on any of such floors) by any responsible
broker or dealer (exciuding any such bid or
offer which is executed immediately after
communication and any such bid or offer
communicated by a responsible broker or
dealer other than an exchange market
maker which is cancelled or withdrawn if not

executed immediately after communication)
for each reported security iisted or admitted
to unlisted trading privileges on that ex-
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trading in that security has been suspended
or haited, or prior to the commencement of
trading in that security on any trading day,
on that exchange;
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(iiy Every association shall, at ail times last
sale information with respect to reported
securities is reported in the consolidated
system, collect, process and make available
to quotation vendors the highest bid and
lowest offer communicated otherwise than
on the fioar of an exchange by each member

PRy Aanmaindime Aable~ anananitu af a

of such asscciation acting in the capacityof a
third market maker for a reported security
and the identify of that member (excluding
any such bid or offer which is executed
immediately after communication), except
during any period when over-the-counter
trading in that security has been suspended;
and

(iii) Every bid and offer made available to
guotation vendors by an exchange or
association pursuant to this section shali be
accompanied by the quotation size or the ag-

- 3
gregate guotation size (as the case may be)

associated with it.

(2) Each exchange shall, with respect to each
published bid and published offer representing a bid or
offer of a member, establish and maintain procedures
for ascertaining and disclosing to other members of that
exchange, upon presentation of orders sought to be
executed by them in reliance upon paragraph (c)(2) of
this section, the identity of each responsiblie broker or
dealer who made such bid or offer and the quotation
size associated with it.

(3)(i) If, at any time an exchange is open for trading,
such exchange determines, pursuant to
rules and requlations approved by the
Securities and Exchange Commission
pursuant to Section 19(b)(2) of the Act, that

the level of trading activity or the existence

of unusual market conditions is such that the
exchange is incapable of collecting, pro-
cessing and making available to gquotation
vendors the data with respect to a reported
security required to be made available
pursuant to paragraph (b)(1) of this section

in a manner which accurately reflects the
current state of the market on the floor of

such exchange, such exchange shail im-
mediately notify all specified persons of that
determination. Upon such notification,
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responsible brokers or dealers who are
members of that exchange shail be reiieved
of their obllgation under paragraph (c)(2) of
this section and such exchange shall be
relieved of its obligations under paragraphs
(b)(1) and (2) of this section with respect to
that security; provided, however, That such
exchange shall continue, to the maximum
extent practicable under the circumstances,
to collect, process and make available to
quotation vendors such data for that security
in accordance with paragraph (b)(1) of this
section.

(ii) During any period an exchange, or any
responsible broker or dealer who is a

member of that exchange, is relieved of any

obligation imposed by this section wnth
respect to any reported security by virtue of
a notification made pursuant to paragraph
(b){(3)(i) of this section, such exchange shail
monitor the activity or conditions which
formed the basis for such notification and
shall Immediately renotify all specified
persons when that exchange is once again
capable of collecting, processing and
making available to quotation vendors the
data with respect to that security required to
be made available pursuant to paragraph

(b)“) of this section in 2 manner which

accurately reflects the current state of the
market on the floor of such exchange. Upon
such renotification, any exchange or
responsibie broker or dealer which had been
relieved of any obligation imposed by this
-gection as a consequence of the prior
notification shall again be subject to such

obligation.

{4) Nothing in this section shall preclude any ex-
change or association from making available to
quotation vendors indications of interest at any time or
bids and offers with respect to a reported security at
any time such exchange cr association is not required to
do so pursuant to paragraph (b){(1) of this section.

(c) Obligations of responsibie brokers and dealers.

(1) Every responsibie broker or dealer shall promptly
communicate to his exchange or association (as the case
may be), pursuant to procedures established by that
exchange or association, his bids, offers and quotation
sizes.

(2) Subject to the provisions of paragraph (¢)(3) of this
section, every responsibie broker or dealer shail be
obligated to execute any order to buy or sell a reported
security, other than an odd-lot order, presented to him
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by another broker or dealer, or any other person
beionging to a category of persons with whom such
responsible broker or dealer customarily deals, at a

-l amd & mia &
price at least as favorable to such buyer or seller as the

bid price or offer price comprising such responsible
broker’s or dealer’s published bid or published offer
(exclusive of any commission, commission equivalent
or differential customarily charged by such responsible
broker or dealer in connection with execution of any
such order) in any amount up to his published quotation
size.
(31) If, (A) prior to the presentation of an order for
the purchase or sale of a reported security, a

responsible broker or dealer has com-

municated to his exchange or association (as
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the e may be), pursuant to paragraph

suar parag!
{c)(1) of this section, a quotation size super-
seding his published quotation size (a
“‘revised quotation size'’), or, (B) at the time
an order for the purchase or sale of a
reported security is presented, a responsible
broker or dealer is in the process of effecting
a transaction in such reported security, and,
immediately after the completion of such
transaction, he communicates to his
exchange or association (as the case may be)
a revised quotation size, such responsible

broker or dealer shall not be obligated by

paragraph (c)(z) of this section to nnrrhaen

or sell a reported security in an amount
greater than such revised quotation size.

(ii) No responsible broker or dealer shall
be obligated to execute a transaciion for any
reported security as provided in paragraph
(¢)(2) of this section if,

(A) Dbefore the order sought to be executed
is presented, such responsible broker or
dealer has communicated to his exchange or
association (as the case may be) pursuant to
paragraph (c)(1) of this section, a bid or offer
superseding his published bid or published
offer (a ‘‘revised bid or offer’’); or

(B) at the time the order sought to be
executed is presented, such responsible
broker or dealer is in the process of effecting
atransaction in such reported security, and,
immediately after the completion of such
transaction, such responsible broker or
dealer communicates to his exchange or
association (as the case may be) pursuant to
paragraph (c)(1) of this section, a revised bid
or offer;

provided, however, That such responsible
broker or dealer shail nonetheiess be
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obligated to execute any such order in such
reported security as provided in paragraph
(€)(2) of this section at his revised bid or
offer in any amount up to his published
quotation size or revised quotation size (as
the case may be).

(d) Exemptions.

The Commission may exempt from the provisions of
this section, either unconditionally or on specified
terms and conditions, any responsible broker or dealer,
exchange, or association if the Commission determines
that such exemption is consistent with the pubiic
interest, the protection of investors and the removal of
impediments to and perfection of the mechanism of a
national market system.

{e) Etltective Date.
The effective date of this section shall be May 1, 1978.

(Secs., 2, 3, 8, 9, 10, 15, 17, 23, Pub. L. No. 78-291, 48
Stat. 881, 882, 885, 889, 891, 895, 897, 901, as amended
by Secs. 2, 3, 4, 11, 14,18, Pub_ L. No. 94-29, 89 Stat,
97, 104, 121, 137, 155 (15 U.S.C. 78b, 78¢, 78f, 78i, 78],
78a, 78q, 78w, as amended by Pub. L. Na. 94-29 (June
4, 1975)); Sec. 1, Pub. L. No. 75-719, 52 Stat. 1070, as
amended by Sec. 12, Pub. L. No. 94-29, 89 Stat. 127-131
(15 U.S.C. 780-3, as amended by Pub. L. No. 94-29 (June
4, 1975)); Sec. 7, Pub. L. No. 94-29, 89 Stat. 111 (15
U.S.C. 78k-1)).

By the Commission.

George A. Fitzsimmons
Secretary

January 26, 1978
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The following is the full text of the proposed amendment to

Part III of Schedule D of the Association's By-Laws relating to

the Association's Consolidated Quotations Service. (New language
indicated by underlining, deleted language indicated by brackets.)

ITI
CONSOLIDATED QUOTATIONS SERVICE
A. Description of Service
The Consolidated Quotations Service (CQS) [will] provides

the subscriber with access to bid/ask quotations and quotation sizes

for securities listed on national stock exchanges. [Initially,]
The CQS [will] includes [approximately 2,000] all common stocks,
preferred stocks, warrants and rights registered or admitted to

unlisted trading privileges on the American Stock Exchange, and the

New York Stock Exchange and certain securities listed on the regional

stock exchanges. The Subscriber will have access to quotations and

quotation sizes in such securities from all registered CQS Third

Market Makers and the American, Boston, Midwest, New York, Pacific
and Philadelphia Stock Exchanges. Quotations [entered and displayed

by registered Third Market Makers] are required by SEC Rule 1lAcl-1

to be firm for the displaved size or if no size is displayed for

[at least] a normal unit of trading.

The CQS will operate between 9:00 a.m. and 6:30 p.m. Eastern

e

Time. All quotations for marketplaces that are open will be listed



according to the best bid quotation or the best ask quotation following
the quotations of the open marketplaces. If a stock exchange suspends
trading in a security, a "HALT" notation will be displayed along

with the last quotation. During any such suspension, quotations

from marketplaces remaining open will continue to be displayed.

B. Definitions

(1) Third Market Maker - Any broker or dealer who holds

himself out as being williing to buy and sell a

reported security for his own account on a regular

and continuous basis otherwise than on a national

securities exchange in amounts of less than block

size (including any such broker or dealer who also

represents, as agent, orders to buy or sell reported

securities on behalf of any other person and communi-

cates bids and offers to the Corporation on behalf

of such other persoms as well as for his own account).

(2) Reported Security - Any equity security as to which

last sale information is reported in the consolidated

transaction reporting system (Consolidated Tape).

[B.] C. Initiating Service
[Any member who desires to enter and display bid/ask
quotations for CQS securities may apply for registration as a Third

Market Maker.]



Every Third Market Maker shall communicate to the Corporation

through the NASDAQ System his bids, offers and quotation sizes in

reported securities by registering with the Corporation as a Third

Market Maker. If accepted for registration and a terminal is in

place, a Third Market Maker's registration shall be effective at the
business on the second business day following receipt of
its application by the Corporation. Otherwise registration shall

1

ve at the start of business on the second business day
following installation of the terminal.
[C. Character of Quotations Entered into the CQS

.«

A registered Third Market Maker which receives a buy or
sell order must execute a trade for at least a normal unit of trading
at its quotations as they appear on the CQS CRT screens at the time
of receipt of any buy or sell order. Each quotation entered and
displayed by a registered Third Market Maker must be reasonably

related to the prevailing market.]

D. Obligations of Third Market Makers

The rules and regulations with respect to the obligations

of Third Market Makers in reported securities are contained in

SEC Rule 1lAcl-l which is hereby incorporated as part of this

Schedule D. Rule llAcl-l is reprinted at paragraph

Paragraphs D., E., F., and G. are redesignated E., F.,

G. and H.
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