NASD Closed
Monitors %:sfzm;%’
Compiiance With
New Rule 15¢2-6

“{he Securitics and Exchange
Commission’s (SEC) rule im-
EL. posing new suitability and
recordkeeping requirements on
broker-dealers that recommend cer-
tain fow-priced, non-NASDAQ and
nonexchange-listed sccurities to
some customers took effect January
1, 1990.

NASD Exccutive Vice Presi-
dent John E. Pinto, Jr., says that "the
new SEC rule is an important part of
the joint NASD/SEC regulatory ef-
fort to protect investors, many of
whom have little or no knowledge
about the risks of low-priced securi-
tics, from high-pressure, cold-cail
tclephone solicitations of such securi-

tics.”

The NASD intends to examine
members that are subject to the rule
{requently and thoroughly (o deter-
mine whether they are in compliance.

Given the NASD’s and SEC’s
extensive educational cfforts in this
arca, if these examinations disclose
members that have taken little or no
action to meet all of the requirements
of the rules, formal disciplinary ac-
tion is likely, according to Pinto.

As previously reported in
NASD Notice-to-Members 89-63,
SEC Rule 15¢2-6 imposes new re-
quircments on brokcr-dealers that
recommend "designated securities” 10
persons who are neither "established"
customers nor "accredited” investors,

The rule defines a "designated
security” as a non-NASDAQ over-
the-counter equity security that sells
for less than $3 per share issued by a
company with less than $2 million in
net tangible assets.

The rule requires a broker-

dealer, before recommending a
"designated security” to a customer

that is not an "established™ or "ac-
credited" customer, to [irst obtain
orally or in writing sufficient informa-
tion from the customer about his or
her financial situation, investment ex-
perience, and investment objeclives.

An "cstablished” customer is
one who has had a trade or a deposit
in his or her account with the firm
that occurred at feast onc year earlier,
or has previously made three pur-
chases of designated securitics on
separate days involving different is-
Sucrs.

Similarly, an "accredited” inves-
tor is onc whose knowledge and cx-
perience in securitics matters, or
whose financial resources, satisfy
standards prescribed by SEC Regula-
tion D. These include [inancial in-
stitutions, officers of an issucr, or in-
vestors with a net worth of $1 million.

The SEC considers the follow-
ing to be highly relevant information
that a broker-dealer should obtain
from a customet:
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m Financial situation — age,
marital status, number of dependents,
employment status, estimated annual
income, sources of income, estimated
net worth (exclusive of family
residence), and cstimated liquid net
worth.

w [nvestment experience —
numbcr of years of experience, and
the size, frequency, and type of trans-
actions in stocks, bonds, options,
commoditics, and other investments.

m /nvestment objectives — such
as safety of principal, income,
growth, or speculation.

Using this information, the
broker-dealer must determine the
customer’s suitability for investing in
designated securities. This suitability
determination includes a finding that
the customer has sufficient know-
ledge and experience in financial mat-
ters to evaluate the risks of transac-
tions in designated securities.

The customer’s refusat to pro-
vide the broker-dealer with the requi-
site information about financial
status, investment experienee, and in-
vestment objectives does nol relicve
the broker-dealer from fully comply-
ing with any aspect of the rule.

(continued on page 2)
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' Rule 15¢2-6 Compliance

(from page 1)

If found to be suitable, the
broker-dealer must provide the cus-
tomer with a written statement seiting
forth the basis of the broker-dealer’s
suitability determination. The state-
ment must be signed and dated by the
customer and returned to the broker-

¢ dealer. The suitability statement must
- also detail in a highlighted format

+ that:

‘ m 3 written agreement to the

* transaction is required,

m a written suitability deter-
mination is required; and

m the customer should not sign
the statement if it docs not accurately
reflect his or her financial situation,
investment experience, and invest-
ment objectives,

Along with the suitability statc-
ment, the customer must sign and

i deliver 10 the broker-dealer a written
agreement providing the identity and
quanlity of a designated sccurity
belore the broker-dealer can execute
' a transaction in that security.

However, the rule allows
broker-dealers to obtain from cus-
tomers their first wrillen agreement
{or securities purchased at the same

. time that customers rcturn their
t signed suitability statements but prior
' to the execution of the trade.

The price of the sccurity need

not be included in the writlen agree-

- ment and can be agreed on via the

¢ telephone once the broker-dealer

- recerves the customer’s written agree-
ment. However, any modification of
the quantity or security would require
a ncw written agreement. Oral agree-
ments to modify the written agree-
ment are prohibited.

To comply with the rule, broker-
dealers have to keep records sulfi-
cient to show that cither the cus-
tomers or securities are exempt, or

. that the remaining provisions are
being observed.

: Written procedures designed to
achieve compliance with the rule as

! well as a system to adequately super-
vise these sales practices are also rc-
quired under Article 111, Section 27

~ of the NASD Rules of Fair Practice.

In addition, the SEC staff has is-
sued the following rule interpreta-
tions:

m Securities listed on foreign
stock exchanges, including those in
Canada, are not exempt from the rule.

& Sccuritics listed on the
Spokane Stock Exchange are not cx-
empt from the rule.

= To qualify as an "established”
customer of the firm, the cusiomer’s
account with the firm must mect the
activity requirements of the rute,
such as a transaction or deposit
within the last year, regardless of
prior or current activity by the cus-
tomer at another firm, even if the
same registered representative is han-
dling the account.

NASD members that have ques-
tions about SEC Rule 15¢2-6 may
call Gary Carleton or Danicl Sibears
in the NASD Compliance Division at
{202) 728-8959,

NASD Sanctions
Firmm and Officers
For Misconduct

¥ B The NASD has announced a
disciplinary action taken by
its District 12 Commitice
against Investors Center, Inc., An-
thony J. Stoisich, President; Anthony
Ferruzzi, Executive Vice President;
and Anthony J. DeStefano, Chicf
Financial Officer, based on NASD
procecedings, which involved a letter
of Acceptance, Watver and Consent
{AWC) submitted by these indivi-
duals and the firm.

Pursuant to the AWC, Stoisich
was barred from association with any
NASD member in any capacily and
fined $450,000; Ferruzzi was barred
from association with any NASD
member in any capacity and fined
$150,000; and DeStefano was barred
from association with any NASD
member as a Financial and Opera-
tions Principal, suspended {rom as-
sociation with any NASD member in
any capacity for two years, and fined
$50,000.

Without admitting or denying
the allegations, Investors Center,

Stoisich, and Ferruzzi consented to
findings of violations of NASD rules
prohibiting the use of any manipula-
tive, deceptive, or other fraudulent be-
havior in the purchase or sale of any
security.

ing the allegations, Investors Center,
Stoisich, and DeStefano consented to
findings of violations of the SEC cus-
tomer protection rule and net capital
rule.

Investors Center was a broker-
dealer based in Long Island, New
York that specialized in low-priced,
spcculative securities, primarily
"penny stocks.” The firm ceased
doing business on February 23, 1989,

The NASD's action rclated to
fraudulent markups charged to cus-
tomers in principal sales of Partner’s
National Corp. (PNC), a non-
NASDAQ penny stock.

The NASD charged that the
firm, Stoisich, and Ferruzzi engaged
in a course of conduct that defrauded
purchasers of PNC. The NASD
found that Investors Center, acting
through these individuals, dominated
and controlled the trading in PNC
and charged fraudulently excessive
markups in sales (o customers.

As part of such domination and
control of trading in PNC, the firm
sold all 25 million units of PNC to its
customers, excculed 100 percent of
all purchase and sale transactions,
and effected 100 percent of total pur-
chasc and sale volume from Deccem-
ber 18, 1987, through December 31,
1987.

In at least 1,035 transactions
during this time, customers who pur-
chased their PNC stock from the firm
were charged fraudulent markups
ranging up to 130 percent over the
prevailing market price, contrary 1o
NASD rules, which require that
markups must be fair and reasonable.

The NASD’s investigation also
found numerous and repeated instan-
ces of violations of SEC minimum
net capital requirements (Rule 15¢3-
1) and the SEC customer protection
rule (Rule 15¢3-3) by Investors Cen-
ter, Stoisich and DeStefano.

Investors Center conducted a se-
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Also, without admitting or deny- ‘




| curitics business while failing to
, maintain minimum nct capital as re-
.3 quired, with deficiencies ranging
~ froma more than $373,000 to necarly
. $4.9 million. In 1988 and 1989, the
. firm failed to make required deposits
0 its Special Reserve Account for the
Exclusive Benefit of Customers in
amounts ranging from $1 miilion to
more than $5 million.
The investigation was con-
ducted by the NASD’s District 12 of-
* fice in New York, in cooperation with
. the SEC’s New York regional office.
] In a separate but related matter,
the SEC announced setdement of its
public administrative proceedings
against Investors Center, Stoisich,
and DeStefano for violations of the
federal securities laws wherein
Stoisich and DeStefano were barred
{rom the sccuritics industry.

The NASD routinely cooperates
with enforcement efforts of the SEC,
other self-regulatory organizations,
and governmental law enforcement
agencies, and also conducts its own
regulatory investigations.

This action is part of a major
. commitment by the NASD to address
. fraud and other serious sales practice
- abuses.

I
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7271 1990, the NASD will begin a
. program for electronic filing of
¥, FOCUS reports, When fully im-
plemented, the NASD will require
 members o file monthly and quarter-
Iy FOCUS reports electronically
through the Automated Regulatory
Reporting System (ARRS).

| To fulfill their filing obligations
" under the program, members will
need a personal computer, a modem,
and NASD-developed software. The
NASD will provide the necessary
software, which will collect, edit, and
electronically transmiit the completed
| FOCUS report to the NASD.

With this service, members will
- be able to satisfy their regulatory
|

rcporting requirements in a more
timely, accurate, and cost-cflcctive
manner. In addition, the NASD will
receive key regulalory information
on an accelerated basis.

The NASD will distribute
software and users’ manuals as wcll
as provide training prior to the
program’s startup.

In the coming months, the
NASD will provide members with
more information on this developing
program,

Board Bans
Automatic Quoie
LUpdates on
NASDAG

he NASD Board of Govemors
has adoptced a limited onc-

£t year ban, ending on or before
January 1, 1991, on the automated up-
date of quotations by market makers
in NASDAQ.

If approved by the SEC, the
policy would prohibit members {rom
using "autoquoie” systems (¢ auto-
matically update their quotes or track
inside quotations.

Puring the temporary ban,
members may not use automated
quotation tracking or updating sys-
tems 1o transmit quotation informa-
tion 1o the NASDAQ System for
processing unless such systems cither
require a market maker’s manual
entry of the information or if the in-
formation is automatically updated to
reflect a transaction by the market
maker in sccuritics of that issucr.

Currently, the securities in-
dustry uses a varicty of autoquote sys-
tems. The proposed policy aims to
curb the use of systems that track
changes to the inside quotation on
NASDAQ and automatically keep a
market maker’s quotc away from the
best market price.

The NASD is concemed that
these systems are reactive, and may
add to quotation volatility.

"The velocity with which these
quote updates can be generated in
response to fast-moving, active
markets could have a deleterious ef-

fect on NASDAQ operations,” says
Glen R. Shipway, NASD Schior Vice
President, Market Operations.

"It has the potential to overload
the system, leading to delayed price
changes and system stoppages,” he
added.

The NASD plans to study the
issue during the temporary ban. The
study will analyze autoquote systems
in place now or under development
and their potential impact on market
volatility and NASDAQ capacity.

The NASD would use the study
results to establish broader policy
guidelines for market makers using
the NASDAQ System.

NASD Evﬁ’ﬁ;zag 186G

esponding to complaints
from registration applicants,
v the NASD is proposing more
disclosure and possible refunds by
firms that require candidates 1o pay 1
up front to register for qualification
examinations.

Many member firms require ap-
plicants to pay, in advance, a portion
or the entire cost of the qualification,
training, and registration process.
The NASD is concerned that, al-
though this practice may scrve a
motivational purpose, there is a poten-
tial for abuse by member firms.

Whether an applicant or the
member pays training and registra-
tion costs is a decision for the mem-
ber to make. However, the NASD ;
has proposed that a member firm,
which requires applicants for registra- |
tion 1o pay some or all of such fees, |
provide the applicant with an
itemized accounting of the costs in-
curred. The amendment also would
require the member firm to refund
any unused portion of the fees col- |
lected if the applicant withdraws
from the registration process for any
reason.

For example, a member firm
collects monies from an applicant to
cover an examination training course,




NASD registration and examination
fecs, a testing fee for the Series 63
Uniform Securities Agent State Law

: Examination, and licensing fees for

three states.

Under the proposal, the member
must give the applicant an itemized
accounting of these expected ¢osls at

i the time the applicant pays.

If the applicant completes the

' training courses afler the firm applics
i for the NASD examination and
i registration but withdraws {rom

registration before the member com-
mits the state registration fees, the ap-

- plicant must receive an itemized
- refund of anticipated but unspent
| state fees,

Member comments on the

» proposal are due by February 20. The

NASD will consider all comments

" belere finalizing and submitling the

proposal to the SEC for approval.

the NASD recemlv changed its

rules to accommodate new

procedures for nolifying mem-
bers about NASD disciplinary ac-
Lions.

Largely because the NASD
Manual is now updated only quarter-
ly and not monthly as belore, the
NASD is providing information
about the previous month’s final dis-

. ciplinary actions on a monthly basis

by way of Natices to Members,
which are distributed 1o all NASD

members.

Before this new procedure, the

! NASD used the monthly update to
. the NASD Manual 10 notify members

of disciplinary actions as well as
suspensions and cxpulsions of firms

- for failure to pay monetary sanctions
or (o file financial information.

Monthly Manual Updates

Under an NASD Rule of Fair
Practice, the NASD fumished every

- office of every NASD member with a

list of all NASD members. Monthly

updates in the NASD Manual kept
every office of every member ad-
vised of all new members and all
suspensions and cancellations of
membership.

Members, in turn, could use this
list, as amended, to comply with Ar-
ticle 111, Section 25 of the Rules of
Fair Practice, titled "Dealing with
Nonmembers."

Under the new proccdure, the
NASD provides only the main offices
of the members with the list. Each
member has to distribute the list
within its branch network as neces-
sary.

Other rule changes clarify that
members may need to rely on a cur-
rcnt membership list in order 1o com-
ply with other rules aside from the
one on dealing with nonmembers.

In a related matter, the NASD
rcquired "every office” of a member
to maintain an NASD Manual.

Clarifying the Requirement

To clarify this rcquirement, par-
ticularly in light of the new definition
of "branch office," effective carlier in
1989, the NASD amended the rule so
members must now maintain the
manual or an up-to-datc copy of the
NASD-supplicd quarterly reprint off
the manual in each branch office.

The NASD also amended a
Board of Governors resolution under
Article V, Scction 1 of lm Rules of
Fair Practice.

When it originally adopted the
resolution, the Board contemplated
including notice to the membership
and press of significant disciplinary
actions in the Changes to the List of
Members section of the then-monthly
NASD Manual.

The amendment to the resolu-
tion eliminates the requirement that
such notification be included in the
supplement to the list of members in
the NASD Manual.

Instead, it permits dissemina-
tion of these notifications by way of
Notices to Members.

Publication of these matters in
Notices to Members substitutes for in-
clusion in NASD Manual updatcs and
provides members with more timely
notification of disciplinary actions.

MAS Reaviews |
Comments o L
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LUeferren Sales

1he NASD is reviewing mem-
ber comments on a proposal i
L. to require disclosurc of any 1
dcferred sales charges on customer |
confirmations for mutual fund pur- |
chases. ‘
Under the proposed change
(Notice to Members §9-77) 1o Scc-
tion 12 of the NASD Rules of Fair
Practice, all confirmations for invest-
ment company shares that impose a
deferred sales charge on redemption
would have to include the following:
On selling your shares, you may
pay a sales charge. For this charge
and other fees, see the prospectus.

Earlier Announcement

In Notice to Members 89-35,
pubtished carlier last year, the NASD
advised members that a rcgistered
representative would violate NASD
rules if he or she states or impliesto a
prospective investor that an invest-
ment company with a contingent
deferred sales charge is a "no load
fund,"

The notice was a response 1o
complainis from investors whao
claimed they were unaware of the ex-
istence of a sales charge on redemp-
tion and that they had been advised
that the companics were "no load" or
"no initial load" funds.

In that notice, the NASD said
contingent deferred sales loads are
sales loads charged on redemption on
an annually declining percentage
basis that usually reaches zero per-
cent by the sixth or seventh year of
share ownership.

The NASD concluded that to
claim a mutual fund with a contin-
gent deferred sales load is a "no load"
fund is an unacceptable misrepresen-
tation.

Furthermore, to state that there |
is "no initial load" without explana-
tion of the nature of the contingent
deferred salcs load is an omission of
material information.




According to the NASD, mem-
bers and their registered repre-
scutatives must ensure that prospec-
tive investors understand the nature
of the various charges made by
muytual funds to defray sales and
salcs-prometion expenses, regardless

~of whether they are deducted from an

- initial investor’s purchase payment,

! charged on redemption, or levied
against the net assets of the fund.

Often, investors do not study
the prospectus thoroughly before
making a purchase of investment
company shares and instead rely only
on the oral statements of a registered
representative.

Thus, through inadvertence or

- design, the investors may not be

- awarce of the possibility of a sales

~ charge on redemption.

: Disclosing the possibility of a

¢ deferred sales charge on redemption

* would help, in the NASD’s view, to
alert prospective investors to the cx-
istence of such charges before they
- have paid for the shares.

@ NASD Proposal

Would Expand
Application of
“"ﬂi“i"%% sclile B

he NASD has proposed for
member comment an amend-
ment to Schedule E to the
NASD By-Laws that addresses the
potential conflict of interest that
ariscs when an underwriter owns cer-
tain securities of the issucr.
The concern is that members’
| ownership of large amounts of an
issuer’s debt, preferred stock, or non-
voting common stock may create an
\ appearance of or an actual conflict of
interest that the application of
i Schedule E could resolve.
Currenty, Schedule E applies
' when the underwriter and issuer are
- affiliated by either voting control
- through ownership of equity securi-
; ties or by common control of manage-
ment through interlocking officers or
| directors.
! Under such circumstances,

i Schedule E requires an independent

underwriter to price the offering, con-
duct due diligence, and participate in
the preparation of the registration
statement and prospectus,

The independent underwriter
also assumes the underwriter’s
liability for the offering.

New Provisions

Because Schedule E does not
now address conflicts of interest
resulting {rom the ownership of debt,
preferred stock, or nonvoling com-
mon stock, the NASD is proposing
an expansion of the schedule 1o cover
such instances.

If adopted by the NASD Board
and approved by the Securities and
Exchange Commission, the revised
schedule would apply to any public
distribution of the sccuritics of an is-
sucr when a member proposing o
participate in the distribution ol thosc
securities owns:

m 10 percent or more of the
issuer’s outstanding deby;

m 10 pereent or more of the
issuer’s preferred stock; or

m 10 percent or more of the
issuer’s common stock,

For purposes of this rule, all
debt of the issuer, both short- and
long-term, will be aggregated and
compared with the dollar amount of
debt held by the member {irm or its
affiliates.

For common or preferred stock,
the schedule would apply if a mem-
ber owns 10 pereent or more of the
issuer’s outstanding common or
preferred stock regardless of class,
voling rights, or convertibility,

Advertising
Department Helps
Members With
Compliance

1he NASD's Advertising
Department reviews and com-
ments in writing on each
plece of advertising and sales litcra-
ture submitted by members o ensure
member compliance with applicable
NASD, Municipal Securities
Rulemaking Board, and SEC rules.

As noted elsewhere in this pub-
lication, members must file certain
types of sales material and may
voluntarily file others under the
NASD’s rules,

The NASD encourages mem-
bers to voluntarily file such sales
material when designing new types
of communications, marketing new
types of products, orif they are uncer-
tain whether a piece meets current ad-
vertising standards.

If members have any questions
on their filing obligations or other
matters related to advertising and
sales literature, they should contact
the NASD Advertising Department at
(202) 728-8330 or fax it to (202) 728-
6976.

The department staff will
answer general questions but may not
issue specific comments unless hard
copy has been submitted for revicw.

NASD Hules
Reguire Mlembers
To File Certain

Literature

{7 “The NASD requires members
to file certain types of adver-
tising and sales literature with
its Advertising Department in
Washington, D.C.

Under Article 111, Section 35(¢)
of the NASD Rules of Fair Practice,
each NASD member, new or exist-
ing, which has never filed salcs
material with the NASD, must file all
its advertising with the Advertising
Department al least 10 days prior to
use for a period of one year from the
date of its first filing,

Any firm that did not meet the
one-year prefiling requirement for
general sales material by fanuary 1,
1989, will have to fulfill a separatc
one-year prefiling requirement for
govemment sccurities advertising.

In addition, pursuant to Section
35(c) members must file the [ollow-
ing types of sales material with the
NASD:

m /nvestment Company
Material — All members must file
advertisements and sales literature




concerning regisiercd investment

. company securities (such as mutual

funds, variable contracts, and unit in-
vestment (rusts, among others) within
10 days of first use unless the

- material was filed previously and is

: being used without change.

m Direct Participation Program

: Material — All members must file

advertisements and sales literature
concerning public offerings of these
sccurities within 10 days of {irst use.
However, the NASD strongly recom-
mends advance filing of such litera-

" ture. Members need not file materials

previously submitted if used without

i change.

m Options Material — Mem-
bers have 1o file options advertise-
ments and options-related com-

- munications used with persons who

have not received the appropriate dis-
closure document(s) at least 10 days

. prior to usc.

m Howecver, members necd not
file such material if a registered sc-
curities exchange or other regulatory

« body, using standards substantally

the same as the NASD’s, has alrcady
approved it.

m Government Securities Adver-
tisements — Members have to file ad-

" verlisements concerning govermment

sccurities within 10 days of first use.

Exclusions From Requirements

The NASD’s rules conlain the
[ollowing exclusions from these
filing requirements for general and
government securities:

m Advertisements for general
and government securtties that relate
solely to changes in a member’s
name, personnel, location, owner-
ship, offices, business structure, of-

. ficers or partners, telephone or
* teletype numbers, or concerning a

merger with, or acquisition by,
another member.
& Material that only identifies

-~ the member’'s NASDAQ symbol
' and/or a sccurity in which the mem-

beris a NASDAQ-registered market
maker.

m Marerial for general and
government securitics that only iden-
tifies the member and/or offers

. specific securities at a stated price.

m Material for general and
govemment securitics sent to branch
offices or other internal material not
distributed to the public.

m Offering documents used in a
securitics underwriting regisicred or
filed with the SEC or any state or that
is cxempt from such registration,
(Note: Investment company prospec-
tuses published under Rule 482 of the
Securitics Act of 1933 are not ex-
cluded.)

m Tombstone advertisements
for securities other than options,
direct participation programs, or sc-
curities issued by registered invest-
ment companies.

m Material thar refers to invest-
ment company securilics, dircct par-
ticipation programs, options, or
goveriment securitics solely as part
of a listing of products or services of-
fered by the member.

How to File

Each submission should include:
= One copy of cach piece to

be reviewed.

m The appropriate filing fee
($25 per piece).

m A typed cover letter with
any special instructions.

Material should be sent to:
NASD Advertising Department,
1735 K Street, NW, Washington,
DC 20006, or faxed to the depart-
ment at (202) 728-6976.
Important Note: Malterial sent
without fees attached or that is
faxed can be accepied only if the
firm maintains a sufficient balance
inits Advertising Department
filing-fee account. To establish
such an account, call Shirley Dor-
sey at (202) 728-8330.

"Prime Rate
Funds™ Marketing
Techniques
Cmc:em NASD

{iting adverse publicity and

concems about marketing
% techniques, the NASD's In-

vesiment Companies Commutice is

encouraging members to take a
responsible approach when market-
ing so-called "prime rate funds.”
These funds, which are invested in
scnior collateralized corporate loans,
are a new kind of closed-end fund
that is continuously offered.

Five Areas of Concern

Some of the NASD’s specific
concerns are that members have:

m Presented these funds as
having stable niet asset values, as do
money market funds, when, in fact,
the net asset value may fluctuate.

m Presented the funds as being
liquid investments, simtlar to open-
end (unds, when liquidity actually
depends on approval by the fund’s
board of a tender offer of shares.
Such a tender offer may be no more
frequent than quarterly.

m Implied that the fund is a sub-
stitute investment for a certificate of
deposit without explaining the
material differences between the two
vehicles.

m Failed to adequately disclose
the potential risks of fluctuating net
asset values, illiquidity, and "prime
rate” obligations.

a Insufficiently disclosed ap-
plicable fees, especially when the ab-
sence of other fecs or loads is em-
phasized.

m Not adequately educated
registered representatives about these
funds, thereby increasing the risk of
misleading the potential investor.

Tackling the Problem

To address these concerms, the
NASD says that members need to
clearly define the product so there is
no confusion as to exactly what type
of fund is being offered with what
type of portfolio.

When comparing the fund with
certificates of deposit, members
should include an explanation of the
differences between the two and
neither directly nor indirectly imply
that an investment in the fund is the
same as an investment in a certificate
of deposit.

In addition, members should
not imply either directly or indirectly
that the net asset value of the funds




- will not fluctuate. The NASD will

not object to members using the term
"liquidity" when discussing "prime
rate funds.”

However, any such references
must include an explanation that the
only liquidity is the potential for a
iender offer by the fund which, if ap-
proved by the fund’s board of direc-
tors, may be no more frequent than
quarterly.

Finally, members should make
the risks attendant to these invest-
ments clear to investors.

The degree of disclosure should
increase with the degree of emphasis
placcd on the stability or quality of
the fund.

NASD Issues
interpretations on
Branch Office
Communications

n response o member requests,
the NASD’s Qualifications Com-
-mittee recently issued several in-
terpretations under Article I11, Sec-
tion 27(g)(2) of the NASD Rules of
Fair Practice, which defines branch
office.

Specilically, the interpretations
clarify the ruie’s definition of a
branch office and the exemption from

- branch office registration available
i for nonbranch business locations that

mcet certain conditions under the rule.

Alocation may be exempt from

. registration as a branch office if it is
' identified to the public only in

" telephone book listings, business

i cards, or stationery that also include

the address and telephone number of
the branch office or office of super-
visory jurisdiction (OSI) responsible
for supervising the nonbranch busi-
ness location.

Under a recent interpretation,

. members’ sales literature may in-

" clude the local address of a non-
. branch business location.

| |
i
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However, the literature also
must identify the location and
telephone number of the appropriate
supervisory branch office or OS] of
the member.

In addition, members’ advertise-
ments may include a local telephone
number and/or local post-office box
provided that the advertisements also
identify the location and telephone
number of the appropriate branch of-
fice or OSJ. These advertisements
may not include the address of the
nonbranch location.

Uses for Reply Purposes

Another new interpretation al-
lows a member to use the firm’s main
office address and telephone number
for reply purposes on sales literature,
advertisements, business cards, and
business stationcry.

However, a member wishing to
list such a central site instead of a su-
pervisory branch or OSJ must
demonstratc that it has in place a sig-
nificant and geographically dispersed
supervisory system appropriaie to its
business. In addition, any complaints
coming through the central site have
10 be sent to the office or offices with
jurisdiction over the nonbranch busi-
ness location,

Finally, the committee agreed
that a member need not designate a
location as a branch office if sales
material is mercly placed on a dis-
play rack in a branch of a bank or
savings and loan.

To qualify for such an exemp-
tion, the member may not conduct
any securities business at the bank or
savings and loan office and must post
a sign directing interested parties to
the member firm's telephone number.

On the other hand, the presence
of a registercd representative even on
a part-time basis would require that
the member register the location as a
branch office.

The following is a reprint of the
definition of branch office as con-
tained in Article III, Section 27(g)(2)
of the NASD Rules of Fair Practice:

"Branch Office” means any location
identified by any means to the public
or customers as a location at which
the member conducts an investment
banking or securities business, ex-
cluding any location identified
solely in a telephone directory line
listing or on a business card or let-
terhead, which listing, card, or

the public.

letterhead also sets forth the address
and telephone number of the branch
office or OSJ of the firm from which
the person(s)conducting business at
the nonbranch location are directly
supervised.

NASD Provides
Guidance for
Firms Marketing

« v o ow
Variabie Lite
n 1983, the NASD'’s Variable
Contracts Committee developed
.standards goveming the content
of communications with the public in
the offer of the relatively new vari-
able life insurance contracts.

Given the growing popularity
of these products (some 65 com-
panics now issue them), the commit-
lec decided to review its original posi-
tions and to respond to member re-

quests for some relaxation in certain
of these standards.

Insurance and Investment

Since 1983, the NASD’s posi-
tion has been that the primary benefit
in a variable life insurance policy is
the death benefit. However, the
NASD recognized that, although
such a contract cannot be properly
described as an investment, it never-
theless contains important investment
aspects reflected in the cash sur-
render value.

At the time, only annual
premium variable life insurance con-
tracts were available, and the NASD
adopted a standard that requircs a
balanced presentation of both the in-
vestment and insurance aspects in
communications with the public.

Since then, single premium vari-
able life insurance contracts in which
the investment aspect is predominant
have become available. The NASD
still considers the death benefit the
primary benefit of a variable life in-
surance contract.

However, if the investment ele-
ment is predominant, the NASD
believes members may give more
weight to it in communications with

i
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Thus, the NASD believes there
should be no absolute requirement
that members maintain a "balance” in
descriptions of the investment and in-

i surance elements aithough they
. should describe both elements of the

contract in all such communications.
The Securities and Exchange
Commission (SEC) permits variable

- Tife insurance prospectuses o include
+ hypothetical illusirations of death

benefits and cash values using as-
sumed gross investment rates of zero
pereent, 4 pereent, 6 percent, 8 per-
cent, and 12 percent.

However, the SEC does not per-
mit the use of such iltustrations in the
prospectuses of variable annuities or
mutual funds. In the case of variable
life insurance, which is an extremely
complex product, the SEC believes
such illustrations are needed to ex-
plain adequately to prospective cus-

- tomers how such contracts work.

The NASD considers it un-

' necessary for sales literature accoms-

panying a prospectus to include il-

" lustrations using all of the investment

rates that arc in the prospectus. In-
stead, the NASD reaffirmed its posi-
tion that members should be allowed
1o include illustrations using any com-
bination of invesiment rates up to and
including 12 percent, provided that
ong of the illustrations used is at a
zero percent investment rale,

- Permissible Comparisons

The NASD also revicwed its
longstanding policy of permitting
comparisons of variable life in-
surance contracts with other forms of
life insurance but not with other
financial instruments,

The issue arose in response to a
member’s request for permission to

" include comparisons with a savings
: account in hypothetical illustrations.

The NASD noted that, in

- today’s environment, customers often

need comparisons among different in-
vestments they might purchase to
achieve financial goals.

Furthermore, nothing in securi-

- ties rules and regulations prohibit

. comparisons that are complete, fair,

- and not misleading.

However, the NASD does not

believe that performance com-
parisons between variable lifc in-
surance and other financial instru-
ments should utilize hypothclical in-
vestment rates of return such as those
appearing in variable life insurance
prospectuses.

Such comparisons, in the
NASD’s view, would go beyond the
limited purpose of variable life in-
surance hypothetical illustrations.

Purpose of Comparisons

The purpose is to facilitate a
customer’s understanding of how
variable life insurance contracts
operatc.The NASD decided that a
member may compare variable life in-
surance performance with that of
other financial instruments.

When making such com-
parisons, however, the member must
base the performance illustrated on
actual experience of the variable life
insurance contract and the financial
instrument and not on assumed
hypothetical performance.

Such performance comparisons
should be fair, balanced, and ¢com-
plete, and must comply with NASD
rules governing communications
with the public.

This would necessitate, among
other things, describing the material
diffcrences and similaritics between
the vehicles.

This would make the standards
governing variable life insurance con-
tracts comparable to those that apply
to variable annuitics and other invest-
ment company products.

Advertising and sales literature
for those products can only illustrate
past performance and may not use
any projections, hypothetical or other-
wise.

The NASD also determined that
nonperformance comparisons be-
tween variable life insurance con-
tracts and other {forms of investment
would be acceptable, provided that
the comparisons arec complete, fair,
and not misleading, and they comply
with NASD rules goveming such
communications.

Before illustrating the gross or
net investment performance of the

funds underlying variable life in-

surance, a member would have to pro-

vide some further explanation of how
such performance affected policy
benefits (i.c., death benefits and cash
values). This is necessary because no
direct relationship cxists between
such performance and the actual per-
centage increase or decreasc in
policy benefits,

Such an explanation could be in
the form of a factual example, a writ-
ten explanation, or a reference to the
appropriatc section of the prospectus
that describes the relationship be-
tween investment performance and
policy bencfits.

Some companies use previously
existing mutual funds as the underly-
ing investment vehicles for their vari-
able life insurance policies.

When such a mutual fund is util-
ized, there may be changes in the in-
vestment philosophy or objectives of

the investment manager, a new invest- |

ment manager may be appointed, or
the separate account investment
restrictions under insurance laws may
limit investment flexibility.

To the extent that any of these
events occur, the NASD determined
that it would be inappropriate for
such companies to illustrate variable
life insurance policy benefits using
the past investment performance of
such funds.

Important Notice

i s announced in Notice to
% Members 8§9-04 (October
o 26.1989), amendments to Ap-
pendix E to Article I11, Section 33
of the NASD Rules of Fair Prac-
tice take cffect March 1.

These amendments require
members to develop and maintain
written: procedures for the ap-
proval, review, and supcrvision of
customer accounts engaged in un-
covered short option transactions.

The revised rules also re-
quire members to distribute to cus-
tomers a risk disclosure document
concerning uncovered option wril-
ing. Members must be in com-
pliance with these rule changes no
later than March 1.




NASD Says

@ Short-Sale Rules
Have Helped Curb
Trading Abuses

l P8 N he NASD’s short-sale regula-
tory actions during the past

. ithree years constintte a care-
ful and deliberate approach 1o regula-
i ting short sales in the NASDAQ mar-
ket and to closing loopholes in the ex-
ccution and settlement process, two
NASD officers stressed in congres-
sional testimony last month,

The officers, Executive Vice
President John E. Pinto, Jr., and
Chicf Economist and Vice President
I Gene Finn, appeared before the
House Commerce, Consumer and
Monctary Affairs Subcommittee of
the Committee on Government
Operations,

The panel held two days of hear-
ings on the adequacy of short-salc
regulation and the effects of short
selling on the equity markets.

The NASD noted the various
regulatory actions that it has taken
during the past three years regarding
short sales.

They include the following:

m Requiring marking of sell-
order tickets long or short so that
compliance with the NASD's report-
i ing and delivery rules can be proper-
. ly overseen.

m Modifying the NASD’s
i prompt receipt and delivery rule, ap-
plicable to customers, to require af-
¢ firmative determination, prior to
short sale, that securities can be bor-
! rowed and delivered.
! m Mandating monthly reporting
- and publication of short-interest posi-
tions.

m Extending the prompt receipt
and delivery requirement to transac-

- lions of broker-dealers that are not

| market makers or not completely

‘ hedged or arbitraged (currently at the
I SEC for approval).

‘ m Establishing a requirement

¢ that buy-in transactions be for cash or
| guaranteed delivery.

w Successfully petitioning the

l SEC 10 adopt a Rule 10b-21 1o

prohibit the covering of short sales
out of a securttics offering when the
short sales were made between the
filing and offering daic.

m Monitoring by NASD’s Mar-
ket Surveillance Department of short-
sale activities in securitics with large
reported short-interest positions.

m On-site field examinations to
review for compliance with all short-
salc rcgulations.

Evidence of
abusive naked
short selling
could not be
proven.

In its testimony to the subcom-
mittee, the NASD stressed that it has
conducted investigations of alleged
"naked" short-sclling abuses (when
the seller fails to borrow and dcliver
the securities) involving NASDAQ is-
suers.

Invariably, these investigations
showed that, although short scliing
very well may have occurred, there
were no significant short positions o
the clearing corporation.

This demonstrates that the
shares were being borrowed and
delivered in order to close out open
contracts.

Evidence of abusive naked
short selling could not be proven.

Notwithstanding these findings,
the NASD recognizes that short-sell-
ing abuses may occur.

As a result, the NASD Board
has proposed a mandatory close-out
requirement aimed primarity at curb-
ing naked or abusive short selling in
NASDAQ securities.

Abuses May Occur

This new rule would impose a
mandatory close-out requirement on
the short seller’s broker in the rela-

tively small number of NASDAQ :
stocks that have significant short posi- |
tions at the clearinghouse in relation

to outstanding shares, :

The rule, if approved by the ;
SEC, will require that NASDAQ
stocks with clearing short positions
aggregating 10,000 shares or more
and equivalent to at least onc-half of
one percent of a company’s outstand-
ing stock be identified by the NASD
and placed on a "restricted list.”

Any subscquent short sale
would be subject to a mandatory
close-out if a fail-to-deliver exists 10
days after the normal scitlement date.

The NASD in cooperation with
the clearing agencies would generate
periodically a listing of such stocks
and post it on the NASDAQ Sysiem.

Such stocks would be subject o
the mandatory close-out requirement.

The NASD Board has aiso
adopted new requirements for
registered market makers that sub-
stantially increased their obligations
and risk exposure.

These requirements include
mandatory participation in the Small
Order Exccution System (SOES) and |
higher exposure limits on automated |
exccuticns through SOES. :

With these increased require-
ments, there is less incentive for a
short scller to use market-maker
registration as a way to avoid normal
stock-delivery obligations.

These actions demonstrate that
the NASD is working to climinate
the abuses that may occur with short
selling, the two officers said.

The NASD also stressed that be-
cause short-sales activitics by market
makers are often risk-reducing rather
than risk-increasing transactions, the
preponderance of such transactions
are considered 1o be conservative and
assel protecting rather than specula-
live.

Dealer short sales aim primarily
at providing liquidity in the market in
response to buying interest, Finn told
the hearing.

"For this reason,” he said, "it is
importartt to avoid broad restrictions
that reduce trading efficiency in
many thousands of stocks while at-
tacking abuses in a very few."




GUIde to Locating Advertising and Sales Literature Rules

9.

Rules

. Article 111, Section 27(g)(2), NASD Rules of Fair Practice

. Article 111, Section 35, NASD Rules of Fair Practice

. SEC Rule 34Db-1, under Investment Company Act of 1940,

"Sales Literature Rule”

. SEC Rule 134, under Securities Act of 1933, "Tombstone

Advertising Rule”

. SEC Rule 135a, under Sccurities Act of 1933,

"Generic Advertising Rule"

. SEC Rule 482, under Securities Act of 1933, "Omitling

Prospectus Rule”

. Section 8, NASD Government Sccurities Rulcs

. Rule G-21, Municipal Securitics Rulemaking, Board

(MSRB) Rules

Article 11, Section 4, By-Laws of the Sccurities Investor
Protection Corporation (SIPC)

Guidelines

. NASD Guidelines Regarding Communications

With the Public About Investment Companies and
Variable Contracts

. Guidelines for Government Securities Advertising

. Guidelines for Discount Brokerage Service

Communications

. Guidelines for Proper Broker-Dealer Identification

¢ hen communicating with members, the Advertising Department staff generally refers to NASD,
Mummpal Securities Rulemaking Board, and SEC advertising rules and guidelines. The following is a
list of these rules and guidelines, along with where the text may be found:

Location of Text
Page 2110, NASD Manual,
Notice to Members 88-84;
Notice to Members 89-34

Page 2174, NASD Manual
Page 5057, NASD Manual,
SEC Release #33-6753;
CFR 270.346-1

Page 5041, NASD Manual,
CFR 230.134

Page 5045, NASD Manual,
CFR 230.135a

Page 5055, NASD Manual,
SEC Release #33-67573;
CFR 230482

Page 2267, NASD Manual,
Notice to Members 88-96

Page 4955, MSRB Manual
Available from Advertising

Department staff

Location of Text
Page 5101, NASD Manual

Available from Advertising
Department staff

Available from Advertising
Department staff

Notice to Members 89-22
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