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Executive Summary

On May 10, 1994, the Securities and
Exchange Commission (SEC)
approved amendments to Schedule E
to the NASD By-Laws (Schedule E)
that require compliance with its pro-
visions if a member participating in a
distribution of a public offering of
debt or equity securities has a con-
flict of interest with the issuer. A
conflict of interest is deemed to exist
if the member or its affiliates own an

aggregate of 10 percent or more of

the outstanding subordinated debt;
10 percent or more of the common
equity or the preferred equity of a
corporation; or 10 percent or more of
the distributable profits or losses
through a general, limited, or special
partnership interest. The NASD also
adopted an exception to the require-
ment that a qualified independent
underwriter provide a pricing opin-
ion where a member affiliated with
the issuer or a member that has a
conflict of interest with the issuer is
participating as a financial advisor in
a restructuring or recapitalization and
does not provide a pricing opinion
with respect to the transaction. The
text of the amendments, which took
effect May 10, 1994, follows the dis-
cussion below.

Background

On May 10, 1994, the SEC approved
amendments to Schedule E to the
By-Laws, which prohibit members
and their associated persons from
participating in the distribution of a
public offering of debt or equity
securities if the member and/or its
associated persons, parent or affili-
ates have a conflict of interest with
the company that arises as a result of
ownership of the issuer’s common
equity, preferred equity, or subordi-
nated debt or a partnership interest.

'Securities Exchange Act Rel. No. 34041
(May 10, 1994); 59 F.R. 25510 (May 16,
1994).

National Association of Securities Dealers, Inc.

Since 1972, Schedule E has regulat-
ed the potential conilicts of interest
that exist with respect to the pricing
of an offering and the conduct of due
diligence when a member partici-
pates in the public distribution of its
own securities, the securities of its
parent, or the securities of an affili-
ate. The standards contained within
Schedule E used to determine the
presence of an affiliate relationship
are either voting control through
ownership of voting equity securi-
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ment through interlocking
officerships or directorships.

Schedule E addresses the conflicts of
interest with respect to pricing and
due diligence raised when a member
participates in an offering of its own
securities or the securities of its par-
ent or an affiliate by requiring a qual-
ified independent underwriter to
render an opinion on the price of the
securities offered, conduct due dili-
gence, and participate in the prepara-
tion of the registration statement, in
the absence of an investment grade
rating for debt securities or a bona
fide independent market for equity
securities. The qualified independent
underwriter also assumes under-
writer’s liability for the offering.

The NASD has relied on the objec-
tivity and independence of the quali-
fied independent underwriter to
resolve the conflicts of interest pre-
sent when a member distributes its
own securities or those of its parent
or affiliate.

In 1989, the NASD Board of
Governors asked the Corporate
Financing Committee to consider
whether the ownership of debt of an
issuer by an NASD member that par-
ticipates in an offering of an issuer’s
securities creates a conflict of interest
and, if so, whether the conflict
should be regulated by the provisions
of Schedule E. The NASD was con-
cerned about such offerings because
members and their affiliates often
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become holders of risky, less-than-
investment-grade deht securities as a
result of their participation in lever-
aged buy-out transactions, which
could influence the independence of
members’ pricing and due diligence
functions in any subsequent related
public offering. The Corporate
Financing Committee concluded,
after review of numerous leveraged
buy-out offerings and discussions
with several member firms, that a
conflict of interest exists when a
member owns subordinated debt,
preferred equity, or nonvoting com-
mon equity of an issuer while
engaged in an offering of the issuer’s
securities. In addition, as a result of
its review, the Corporate Financing
Committee recommended that
Schedule E be amended to adopt an
exception to the requirement that a
qualified independent underwriter
provide a pricing opinion where a
member affiliaicd with the issuer or a
member that has a conflict of interest
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ber does not provide a recommenda-
tion or opinion with respect to the
price, yield, or exchange value of the
transaction. The Board of Governors
approved the recommendations of
the Corporate Financing Committee.
The NASD submitted the amend-
ments to the SEC for approval and
published the amendments for vote
in Notice to Members 92-57
(November 1992).

In response to the publication of the
proposed amendments by the SEC,
one commenter noted that concerns
about conflicts arising from an under-
writer’s ownership of issuers’ debt
and nonvoting equity arose as a
result of the prevalence of leveraged
buy-outs and bridge loans in the late
1980s and early 1990s. The com-
menter pointed out that these transac-
tions are no longer prevalent and
argued that the rule change should be
postponed until these transactions
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again become prevalent. The NASD
responded that a member’s debt or
nonvoting equity interest in an issuer
can present a conflict regardless of
the structure of the transaction and
that, recently, companies once sub-
ject to leveraged buy-outs are now
deleveraging by issuing equity. In
these situations, the member, who
served as financial advisor and
acquired subordinated debt in the
buy-out, may now serve as lead man-
ager of the equity offering. The
NASD believes that these situations
raise conflicts that warrant the pro-
tections of Schedule E.

Description of Amendments

Section 1—General

The NASD is adding a new introduc-
tory paragraph to Schedule E that
permits members and their associated
persons to participate in the distribu-
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or affiliates have a conflict of interest
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member complies with, and the dis-
tribution conforms to, the applicable
provisions of Schedule E.

Section 2 — Definitions

Four new definitions are added to the
definitions section and one definition
is being amended.

Common Equity A new definition of
“common equity” includes the total
number of shares of common stock
outstanding without regard to class,
voting rights, or other distinguishing
characteristics as reflected on the
consolidated financial statements of
the company.’

Contlict of Interest The principal
new definition is that of “conflict of

“The NASD believes that the term “common
equity” also includes warrants or rights for
common equity that are exercisable within
the 60-day period following the offering.

interest.” A conflict of interest will
be deemed to exist if the member
and/or its associated persons, parent
or affiliates in the aggregate benefi-

cially own 10 percent or more of the:

(1) outstanding subordinated debt of
a company;

(2) common equity of a company
that is a corporation; or

(3) preferred equity of a company.

In addition, a conflict of interest will
be deemed to exist if the member
and/or its associated persons, parent
or affiliates beneficially own a gener-
al, limited, or special partnership
interest in 10 percent or more of the
distributable profits or losses of a
company. The term “conflict of inter-
est” does not, by its terms, include
ownership by a member, its associat-
ed persons, parent or affiliates of the
common equity, preferred stock, or

Aalt ~f tha narant of tha saqiioe
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threshold will be based on all securi-
ties of the issuer beneficially owned
by the member at the time of the fil-
ing of the offering documents,
including proprietary trading
accounts and other fluctuating posi-
tions, regardless of whether any of
the securities are sold prior to effec-
tiveness of the offering. If a member
meets the 10 percent threshold at the
time of filing the offering documents
for review, the NASD will presume
that the member who has a conflict
of interest has conducted due dili-
gence and participated in the prepara-
tion of the disclosures in the offering
document. Therefore, the member’s
sale of sufficient securities to
decrease its ownership below the 10
percent threshold after the filing of an
offering will not cure the conflicts
present when due diligence was con-
ducted and the offering document
prepared.
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With respect to the ownership of sub-
ordinated debt, the calculation of the
10 percent threshold will be based on
the issuer’s entire subordinated debt
outstanding, not just the class or
series of subordinated debt owned by
the member.

This provision sets forth exclusions
from the definition of *“conflict of
interest” for offerings by not-for-
profit and charitable organizations;
investment companies registered

nder the Investment Combnanv Act:
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“separate accounts” as defined in the
Investment Company Act of 1940;
real estate investment trusts; direct
participation programs; financing-
instrument-backed securities rated
investment grade; equity securities
for which a bona fide independent
market exists; and debt securities
rated investment grade.’

Preferred Equity The term “pre-
ferred equity” includes the aggregate

capital invested by all persons in the
preferred securities outstanding with-
out regard to class, voting rights, or
other distinguishing characteristics as
reflected on the consolidated finan-
cial statements of the company.

Subordinated Debt The NASD is
also adopting a definition of “subor-
dinated debt” to include debt of an
issuer that is expressly subordinate in
right of payment to, or with a claim
on assets subordinate to, any existing
or future debt of such issuer and all
debt that is specified as subordinated
at the time of issuance. All senior
debt, whether secured or unsecured,
and all short-term obligations with a

’For offerings subject to Schedule E on the
basis that the securities are being issued by a
member or an affiliate of a member, the
offering is subject to the filing requirements
of Schedule E regardless of whether the
offering is of equity securities for which a
bona fide independent market exists or of
debt securities that are rated investment
grade.

maturity at issuance of less than one
year are expressly excluded from the
definition. The calculation of the 10
percent threshold would be applica-
ble to an issuer’s entire subordinated
debt outstanding—not just to the spe-
cific class of subordinated debt
owned by the member. Senior and
short-term debt would, therefore, be
excluded when calculating the per-
centage of debt that would trigger
application of Schedule E.

QOualified Indenendent
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A conforming amendment has been
made to subparagraph (6) of the defi-
nition of “qualified independent
underwriter” currently included in
Subsection 2(1) to Schedule E, which
is redesignated Subsection 2(o).
Subsection 2(0) sets forth the
requirement that a qualified indepen-
dent underwriter not be an affiliate of
the issuer and not beneficially own 5
percent or more of the outstanding
voting securities of the issuer. The
provision is modified to also prohibit
ownership of 5 percent or more of
the common equity, preferred equity,
or subordinated debt of the issuer.

t Underwriter
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Section 3—Participation in
Distribution Of Securities

Of Member Or Affiliate

Subsection 3(a) Section 3 is retitled
“Participation in Distribution of
Securities.” Subsection 3(a) has
been amended to require compliance
with Subsections 3(b) and (c) where
a member underwrites or participates
as a member of the underwriting syn-
dicate or selling group or otherwise
assists in the distribution of a public
offering of securities of a company
with which the member or its associ-
ated persons, parent or affiliates have
a conflict of interest.

Subsection 3(b) The NASD is not
changing Subsection 3(b). This sub-
section requires that the majority of
the Board of Directors of the member
that is deemed to have a conflict with
the issuer must have been actively

National Association of Securities Dealers, Inc.

engaged in the investment banking or
securities business for at least five
years.

Subsection 3(c) The NASD is
amending Subsection 3(c) to require
that if a member proposes to under-
write, participate as a member of the
underwriting syndicate or selling
group, or otherwise assist in the dis-
tribution of a public offering of secu-
rities of a company with which it or
its associated persons, parent or affil-

1ates have a conflict. the offering
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must be made in compliance with
paragraph 3(c)(1). Paragraph 3(c)(1)
requires a qualified independent
underwriter to participate in the
preparation of the offering document,
exercising the usual standards of due
diligence with respect thereto, and
issue an opinion that the price at
which an equity issue or the yield at
which a debt issue is to be distributed
to the public is established at a price
no higher or yield no lower than the
qualified independent underwriter
would recommend. As stated above,
the definition of “conflict of interest”
would specifically exclude the appli-
cation of Schedule E to conflict-of-
interest situations where the offering
comports with the alternative forms
of Schedule E compliance set forth in
paragraphs 3(c)(2) and (3), which
require either a bona fide indepen-
dent market (in the case of an equity
offering) or an investment grade rat-
ing (in the case of a debt offering).

The NASD is also amending para-
graph 3(c)(1) to adopt an exception
from the requirement that a qualificd
independent underwriter provide a
pricing opinion where a member
affiliated with the issuer or a member
that has a conflict of interest is partic-
ipating solely as a financial advisor
in a restructuring or recapitalization
and therefore the member is not obli-
gated to and does not provide an
opinion with respect to the price,
yield, or exchange value of the trans-
action. The exception is not avail-
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able for transactions involving an
offering by a member of its own
securities or those of a member’s par-
ent.’

Sections 4, 11, and 12

The NASD is also amending
Sections 4, 11, and 12 of Schedule E
to provide that the requirements with
respect to disclosure, suitability, and
discretionary accounts, respectively,
apply to offerings by a company in
which a member has a conflict of

2 ks

mierest.

Corporate Financing Filing
Requirements

The filing requirements of the
Corporate Financing Rule are con-
tained in Section (b) to Article ITI,
Section 44 of the NASD Rules of
Fair Practice (Corporate Financing
Rule). Paragraph (b)(6)(C) requires
that members filing an offering sub-
ject to the filing requirements of the

“The modifications to Section 3(c) also
include deletion of the words “subject to this
Section without limitation as to the amount
of securities to be distributed by the mem-
ber,” which were erroneously retained after a
prior amendment deleted provisions that pro-
vided for two levels of participation in an
offering by a member offering its own secu-
rities or those of a parent or affiliate, depend-
ing on whether one or two qualified
independent underwriters participated in
pricing and due diligence. Section 3(c) does
not currently limit the percentage of a mem-
ber’s participation in an offering by the
member subject to Schedule E. In addition,
the reorganization of Subsection 3(c)(1)
results in increased clarity with respect to the
current requirement that the qualified inde-
pendent underwriter must act as managing
underwriter of an offering in which the mem-
ber that is offering its own securities or those
of a parent or affiliate or is subject to a con-
flict of interest has not been actively engaged
in the investment banking or sccuritics busi-
ness for at least the five years immediately
preceding the filing of the offering.

NASD Notice to Members 94-45

Rule or Schedule E’ submit a state-
ment that is intended to elicit infor-
mation on whether any member or
person associated with a member has
acquired any debt or equity securities
of the issuer. The provision currently
requires a statement of the associa-
tion or affiliation with any member
of any debt or equity securityholder
of an issuer in an initial public offer-
ing. Where the offering is not an ini-
tial public offering, the same
information is requested with respect
to any securityholder of 5 percent or
more of any class of the issuer’s
securities. The provision sets forth
the details of the information regrad-
ing such securityholdings that must

he cithmitted in the ctatameoent
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The NASD believes that this provi-
sion is sufficiently broad to require
the submission of information
regarding the beneficial ownership
hy a member, its associated persons,
parent or affiliates of any equity, pre-
ferred stock, or subordinated debt of
an issuer and the submission of sup-
plemental information after the offer-
ing is filed if the ownership level
changes during the registration peri-
od.

Questions regarding this Notice may
be directed to the Corporate
Financing Department, at (202) 728-
8258.

Text Of Amendments
To Schedule E Of The By-Laws

(Note: New language is underlined;
deletions are in brackets.)

*The filing requirements of Schedule E take
precedence over the filing requirements of
the Corporate Financing Rule pursuant to
Section 15 of Schedule E. Therefore, offer-
ings that are exempt from the filing require-
ments of the Rule are nonetheless subject to
filing with the Corporate Financing
Department for review if subject to the provi-
sions of Schedule E. See subparagraph (7) to
Section (b) to the Corporate Financing Rule.

Schedule E

Distribution of Securities of
Members and Affiliates—
Conflicts of Interest

Section 1 - General

(a) No member or person associated
with a member shall participate in
the distribution of a public offering
of debt or equity securities issued or
to be issued by the member, the par-
ent of the member, or an affiliate of
the member and no member or par-
ent of a member shall issue securities
except in accordance with this

Schedule.

(b) No member or person associated

with a member shall participate in

the distribution of a public offering
of debt or equity securities issued or

to be issued by a company if the
member and/or its associated per-

sons, parent or affiliates have a con-
flict of interest with the companv. as

defined herein, except in accordance
with this Schedule.

Section 2 - Definitions
(a) - (d) No change.

(e) Common Equity — the total

number of shares of common stock
outstanding without regard to class,

whether voting or non-voting, con-
vertible or non-convertible

exchangeable or non-exchangeable,
redeemable or non-redeemable, as
reflected on the consolidated finan-
cial statements of the company.

[(e)] () No change.

(g) Conflict of Interest — shall be
presumed to exist when:

(1) amember and/or its associated

persons, parent or affiliates in the
aggregate beneficially own 10% or

more of the outstanding subordinated
debt of a company:
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(2)_a member and/or its associated
persons, parent or affiliates in the
aggregate beneficially own 10% or
more of the common equity of a
company which is a corporation, or
beneficially own a general limited or
special partnership interest in 10% or
more of the distributable profits or

losses of a company; or

(3) a member and/or its associated
persons, parent or affiliates in the
aggregate beneficially own 10% or
more of the preferred equity of a

company.

(4) The provisions of paragraphs (1),

I60 AP P
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the conflict of interest provisions of
this Schedule E shall not apply to:

(a) an offering of securities exempt
from registration with the Securities

and Exchanoe Commission under

Section 3(a)(4) of the Securities Act
of 1933:

(h)_an investment comnany regis-
tered with the Securities and
Exchange Commission pursuant to
the Investment Company Act of
1940, as amended;

(c) a “separate account” as defined

in Section 2(a)(37) of the Investment

Company Act of 1940, as amended:

(d) a “‘real estate investment trust” as

defined in Section 856 of the Internal
Revenue Code:

(e) a “direct participation program”
as defined in Article I11, Section 34

of the Rules of Fair Practice;

(f) an offering of financing instru-

ment-backed securities which are
rated by a pationally recognized sta-
tistical rating organization in one of
its four (4) highest generic rating cat-
ggories:

(g) an offering of a class of equity

securities for which a bona fide inde-

pendent market as defined in Section
2(c) exists as of the date of the filing

of the registration statement and as of
the effective date thereof; and

(h} an offering of a class of securi-
ties rated in one of the four highest
eneric rating categories by a nation-

ally recognized statistical rating orga-
nization.

(f) - (@) are redesignated (h) - (k)
No change.

(1) Preferred Equity — the aggre-

gate capital invested by all persons in
the preferred securities outstandjng

WIUIUUL u:xcuu LU Llabb WIICL]JGL VUL‘

(7) No change.

(m) and (n) are redesignated (p) and
(@) No change.

(r) Suberdinated Debt — includes
(1) debt of an issuer which is
expressly subordinate in right of pay-
ment to, or with a claim on assets
subordinate to, any existing or future
debt of such issuer: or (2) all debt
that is specified as subordinated at
the time of issuance. Subordinated
debt shall not include short-term debt
with maturity at issuance of less than
one vear and secured debt and bank

debt not speciﬁed as subordinated
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ing or non-voting, convertible or
non-convertible, exchangeable or

non-exchangeable, redeemable or
non-redeemable, as reflected on the

consolidated financial statements of

the comnanv.
2aaC ARSI IRy,

{11(0) Qualified independent under-
writer*— a member which:

(1)-(5) No change.

(6) is not an affiliate of the entity
issuing securities pursuant to Section
3 of this Schedule and does not bene-
ficially own five percent or more of
the outstanding voting securities,
common equity, preferred equity or
subordinated debt of such entity
which is a corporation or beneficially
own a partnership interest in five per-
cent or more of the distributable prof-
its or losses of such entity which is a
partnership; and

*In the opinion of the National Association
of Securities Dealers, Inc. and the Securities
and Exchange Commission the full responsi-
bilities and liabilities of an underwriter under
the Securities Act of 1933 attach to a “quali-
fied independent underwriter” performing
the functions called for by the provisions of
Section 3 hereof.

National Association of Securities Dealers, Inc.

Section 3 - Participation in
Distribution of Securities [of
Member or Affiliate]

(a) No member shall underwrite,
participate as a member of the under-
wrltma QvndlcmP or Qelhno group, or
otherwise assist in the dxstnbutron of
a public offering of an issue of debt
or equity securities issued or to be
issued by the member or an affiliate
of the member, or of a company with
which the member or its associated
persons, parent or affiliates have a
conflict of interest, unless the mem-
ber is in compliance with subsection

3(b) and subsection 3(c) below.

(b) In the case of a member which is
a corporation, the majority of the
board of directors, or in the case of a
member which is a partnership, a
majority of the general partners or, in
the case of a member which is a sole
proprietorship, the proprietor as of
the date of the filing of the registra-
tion statement and as of the effective
date of the offering shall have been
actively engaged in the investment
banking or securities business for the
five-year period immediately preced-
ing the filing of the registration state-
ment.
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(c) If a member proposes to under-

write, narticinate ag a member of the
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underwriting syndicate or selling
group, or otherwise assist in the dis-
tribution of a public offering of its
own, or an affiliate’s securities, or of

a. the securities (except for the secu-
rities of a broker/dealer or its parent)

d20iCs WM & DNOURCI/UC A0 S0 IS Paioiiy)

are issued in an exchange offer or
other transaction relating to a recapi-

talization or restructuring of a com-
pany: and

securities of a company with which it
or its associated persons, parent or
affiliates have a conflict of interest
[subject to this Section without limi-
tation as to the amount of securities
to be distributed by the member,] one
or more of the following three crite-
ria shall be met:

(1) the price at which an equity issue
or the yield at which a debt issue is to
be distributed to the public is estab-
lished at a price no higher or yield no
lower than that recommended by a
qualified independent underwriter
which shall also participate in the
preparation of the registration state-
ment and the prospectus, offering cir-
cular, or similar document and which
shall exercise the usual standards of
“due diligence™ in respect thereto;
provided, however, that;

(1) an offering of securities by a
member which has not been actively
engaged in the investment banking or
securitics business, in its present
form or as a predecessor broker/deal-
er, for at least the five years immedi-
ately preceding the filing of the
registration statement shall be man-
aged by a qualified independent
underwriter; [or] and

(1i) the provision of this paragraph
which requires that the price or yield
of the securities be established based
on the recommendation of a qualified
independent underwriter shail not

apply to an offering of equity or debt
securities if:

NASD Notice to Members 94-45

b. the member that is affiliated with
the issuer or with which the member
or its associated persons, parent or
affiliates have a conflict of interest is

not obligated to and does not provide
a recommendation with respect to the

price, vield. or exchange value of the
fransaction;

(2) and (3) No change.
Section 4 - Disclosure

(a) Any member offering its securi-
ties pursuant to this schedule shall
disclose in the registration stafement,
offering circular, or similar document
a date by which the offering is rea-
sonably expected to be completed
and the terms upon which the pro-
ceeds will be released from the

€SCrow account UCbblIUCU i bl.l CC-

tion 5(a).

(b) All offerings included within the
scope of this Schedule shall disclose
in the underwriting section of the
registration statement, offering circu-
lar or similar document that the offer-
ing is being made pursuant to the
provisions of this Schedule, that the
offering is either being made by a
member of its own securities or those
of an affiliate, or those of a company
in which the member or its associat-

ed persons, parent or affiliates own
the common stock, preferred stock or

subordinated debt of the company.
the name of the member acting as

qualified independent underwriter, if
any, and that such member is assum-
ing the responsibilities of acting as a

qualiﬁed independent underwriter in
nricing the offering and conducting
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due d1hgence.

&Rk R
Section 11 - Suitability

Every member underwriting an issue
of its securities, or securities of an
affiliate, or the securities of a compa-
ny with which it has a conflict of
interest, pursuant to the provisions of
Section 3 hereof, who recommends
to a customer the purchase of a secu-
rity of such an issue shall have rea-
sonable grounds to believe that the
recommendation is suitable for such
customer on the basis of information
furnished by such customer concern-
ing the customer’s investment objec-
tives, financial situation, and needs,
and any other information known by
such member. In connection with all
such determinations, the member
must maintain in its files the basis for
1is deierminaiion.

L, b ) SV
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Accounts

Notwithstanding the provisions of
Article II, Section 15 of the
Corporation’s Rules of Fair Practice,
or any other provisions of law, a
transaction in securities issued by a
member or an affiliate of a member,
or by a company with which a mem-
ber has a conflict of interest shall not
be executed by any member in a dis-
cretionary account without the prior
specific written approval of the cus-
tomer.
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Executive Summary

Given the growing market for over-
the-counter (OTC) derivatives, such
as OTC options on individual equity
securities and stock indexes, and the
Securities and Exchange Commis-
sion’s (SEC) recent approval of
increases in option position and exer-
cise limits, the NASD reminds mem-
bers of their obligations to comply
with NASD rules governing options
position limits, exercise limits, and
position-reporting requirements. To
clarify the application and operation
of these rules, a description of the
rules and a question and answer sec-
tion follow. In addition, a reprint of
the applicable rules follows this
Notice.

Background

Section 33 of the NASD Rules of
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activities in standardized and con-
ventional nnﬁnnq Standardized

options are exchange—traded options
issued by the Options Clearing
Corporation (OCC) that have stan-
dard terms for strike prices, expira-
tion dates, and the amount of the
underlying security. Presently, there
are standardized options overlying
individual equity securities, stock
indexes, foreign currencies,
American Depositary Receipts,
exchange-listed closed-end country
funds, Treasury instruments, and
yields based on Treasury instru-
ments. A conventional option is any
other option contract not issued, or
subject to issuance, by the OCC.
Section 33(a), however, provides that
the term “option” shall “not include
any tender offer, registered warrant,
right, convertible security, or any
other option with respect to which
the writer is the issuer of the security
which may be purchased or sold
upon the exercise of the option.”

National Association of Securities Dealers, Inc.

Pursuant to Section 33(b)(1)(A) of
the Rules of Fair Practice the posi-
tion limits, exercise limits, and
reporting requirements described
below apply to standardized and con-
ventional stock and stock-index
options in the following manner:

(1) The position and exercise limits
contained in Sections 33(b)(3) and
33(b)(4) of the Rules of Fair Practice
apply only to standardized and con-
ventional equity options.

(2) Standardized options on stock
indexes are subject to the position
and exercise limits established by the
exchange on which the index option

trades.

(3) Conventional options on stock
indexes are not subject to any posi-
tion or exercise limits.

(4) The position-reporting require-
ments contained in Section 33(b)}(5)
of the Rules of Fair Practice apply to
all conventional and standardized-
options positions established by
member firms that are “access”

firms.’

Options Position Limits

Equity Options

Section 33(b)(3) of the Rules of Fair
Practice imposes a ceiling or position
limit on the number of conventional
and standardized equity options con-
tracts in each options class (i.e, puts
or calls) on the same side of the mar-
ket that a member, a customer, a per-
son associated with a member, or a
group of investors acting in concert
can write or hold. Accordingly, long
calls and short puts are aggregated
and short calls and long puts are

“Access” firms are NASD members that
conduct a business in exchange-listed options
but which are not members of any of the
options exchanges upon which the options
are listed and traded.
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aggregated for position-limit purpos-
es. The position Iimit for each stock
is determined according to a “three-
tiered” system that subjects more
actively traded securities with larger
public floats to higher position limits
and less actively traded stocks to
lower limits. The NASD rules do not
specifically govern how a particular
equity option falls within one of the
three position-limit tiers. Rather, the
NASD position-limit rule provides
that the position limit established by

an ontions exchanee(s) for a particu-
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lar equity option is the apphcable
position limit for purposes of the
NASD rule.’ The position limit for a
particular equity security can he
obtained from OCC, the relevant
options exchange(s), or the NASD
Market Surveillance Department. In
instances where an equity security is
not subject to standardized options
trading and, thus, there is no position
limit established by an options
exchange, the applicable position
limit for the conventional option is
the lowest tier.

On January 5, 1994, the SEC
approved an NASD proposal to
increase the current position limits
from 3,000, 5,500, and 8,000 con-
tracts to 4,500, 7,500, and 10,500
contracts, respectively.’ These
changes were made to track corre-
sponding position limit increases
made by the options exchanges. The
NASD believes the increased posi-
tion limits will afford market partici-
pants greater flexibility to employ
larger options positions when effec-
tuating their investment strategies. In
addition, the NASD believes the
increased limits likely will facilitate
greater activity in exchange-listed
options, thereby enhancing liquidity
in the markets for exchange-traded
options and the securities underlying
those options.

The NASD hedge-exemption pilot
program, in effect since February
1990, provides for an automatic
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exemption from equity option posi-
tion Iimits for accounts that have
established one of the four most
commonly used hedged positions on
a limited one-for-one basis (i.e., 100
shares of stock for one option con-
tract or, in the case of an adjusted
options contract, the number of
shares represented by the adjusted
contract). The exempted hedge posi-
tions are: (1) long stock/short calls;
(2) long stock/long puts; (3) short
stock/tong calls; and (4) short

stock/short puts Under the nﬂnt pro-

gram, the largest options posmon that
may be established (combining
hedged and unhedged positions) may
not exceed twice the basic position
limit (i.e., 9,000, 15,000, and 21,000
contracts, respectively).

On March 18, 1994, the SEC
approved an NASD proposal to
extend and expand its equity option
position-limit, hedge-exemption pilot
program.’ Specifically, the pilot pro-
gram was extended until December
31, 1995, and expanded to provide
that the underlying hedged security
position may be comprised of securi-
ties readily convertible into, or eco-
nomically equivalent to, the security
underlying the corresponding hedg-
ing options position. The NASD
believes that expanding the hedge-
exemption pilot program in this man-
ner will allow investors to hedge
instruments that are economically
equivalent to stocks more efficiently
and effectively. Because the value of
a convertible security likely will fluc-
tuate in tandem with the value of the
security that it is convertible into, the
NASD believes investors with posi-
tions in convertible securities should
be able to hedge their positions with
equity options to the same extent that
investors with long or short positions
in the underlying security can.’

Stock-Index Options

Conventional stock-index options are
not subject to position limits,
although members trading standard-

ized stock-index options are required
to adhere to the position limits estab-
lished for the option by the exchange
on which it trades.

* For a description of the trading volume and
float parameters used to determine applicable
equity option position limits, see, e.g.,
Commentary .07 to American Stock

Exchange Rule 904 and Interpretations and

Exchange Rule 904 and Interpretations ar
Policies .02 to Chicago Board Options
Exchange Rule 4.11.

* See Securities Exchange Act Release No.
33432 (January 5, 1994), 59 FR 1979.

* See Securities Exchange Act Release No.
33783 (March 18, 1994), 59 FR 14229,

“The NASD will determine on a case-by-case
basis whether an instrument that is being
used as the basis for the underlying hedged
position is readily convertible into, or eco-
nomically equivalent to, the security underly-
ing the corresponding option position. In
this connection, the NASD will find that an
instrument which is not presently convertible
into a security, but which will be at a future
date, is not a readily “convertible” security
for purposes of the hedge-exemption pilot
program. In addition, the NASD notes that if
a convertible security used to hedge an
option position is called for redemption by
the issuer, the security would have to be con-
verted into the underlying security immedi-
ately or the corresponding option position
reduced accordingly. For further guidance in
this area, see also the NASD Board of
Governor's Prompt Receipt and Delivery of
Securities Interpretation issued under Article
I, Section 1 of the NASD Rules of Fair
Practice. Specifically, Section (b)(5)(a) of
the Interpretation provides some guidelines
as to positions that are bona fide fully hedged
for purposes of the NASD “affirmative deter-
mination” requirements for short sales.
While Section (b)(5)(a) of the Interpretation
provides some guidance, the staff must deter-
mine on a case-by-case basis whether an
instrument is readily convertible into, or eco-
nomically equivalent to, the security underly-
ing the corresponding hedging options
position.
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Options Exercise Limits

Options exercise limits restrict the
number of options contracts that a
member, customer, person associated
with a member, or group of investors
acting in concert can exercise within
five consecutive business days.
Under Section 33(b)(4) of the Rules
of Fair Practice, the exercise imits
correspond to position limits, such
that investors in options classes on
the same side of the market are
allowed to exercise, during any five
consecutive business days, only the
number of options contracts set forth
as the applicable position limit for
those options classes. Accordingly,
the SEC’s approval of the NASD
proposal for higher position limits
also increased the NASD exercise
limits to 4,500, 7,500, and 10,500
contracts, respectively.

Under the hedge-exemption pilot
program for equity options, the exer-
cise limit is equivalent to the size of
the options position established pur-
suant to the hedge-exemption pro-
gram. Therefore, if the position limit
for an option is 7,500 contracts and
an investor has established a position
of 10,000 contracts (7,500 unhedged
and 2,500 hedged), the investor
could exercise all 10,000 contracts
during five consecutive business
days.

As with position limits, standardized
and conventional equity options and
standardized stock-index options are
subject to exercise limits, while con-

ventional stock-index options are not.

Options Position Reporting

Section 33(b)(4) of the Rules of Fair
Practice is applicable to all standard-
ized options positions established by
“access” firms’ or their customers

*See, supra, note 1.

and all conventional options posi-
tions established by members or their
customers. Specifically, the rule
requires members to file a report with
the NASD if the member’s account,
a customer’s account, or an associat-
ed person’s account establishes an
aggregate options position of 200 or
more options contracts of the put
class and the call class on the same
side of the market covering the same
underlying security or index.

In aggregating options on the “same
side of the market,” long calls in any
class of options should be combined
with short puts of the same class and
short calls should be combined with
long puts to determine whether a
reportable position exists. Long and
short positions for the same class
should not be netted or combined
(e.g., 200 contracts long and 200
contracts short in the same options
class in the same account should both
be reported, while 100 contracts long
and 100 contracts short in the same
options class in the same account
should not be reported).

A position report form should be
filed in each of the following situa-
tions:

* A long and/or short position of 200
or more options contracts of the put
class and the call class on the same
side of the market is established in
the account.

¢ There is an increase in a previously
reported position (e.g., from 250 con-
tracts to 275 contracts).

* There is a decrease in a previously
reported position to a position of less
than 200 contracts (e.g., from 250
contracts to 199 contracts). Once a
position has been reduced to less
than 200 contracts, no subsequent
position reports would have to be
filed until the account once again
established a long and/or short posi-
tion of 200 or more contracts of the
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put class and the call class on the
sar
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Position report forms and instruc-
tions can be obtained by contacting
Joseph Alotto, Special Investigator,
NASD Market Surveillance
Department, at (301) 590-6845.

Exemptions

Section 33(b)(3)(A) of the Rules of
Fair Practice provides that the NASD
may grant position-limit exemptions
in “highly unusual circumstances.”
Position-limit exemption requests are
considered by the Options and
Derivatives Subcommittee (Options
Subcommittee) of the NASD Trading
Committee on a confidential basis. A
position-limit exemption request
should contain, at a minimum: (1)
the size of the position-limnit exemp-
tion request; (2) the name of the
security underlying the option or suf-
ficient information about the underly-
ing security to enable the Options
Subcommittee to adequately assess
the market for that security (i.e.,,

float, market capitalization, price,
primary market, trading volume,
etc.); (3) a description of the parties
to the transaction; (4) the basis for
the exemption; and (5) a statement as
to why the market disruption and
manipulation concerns underlying
position limits would not be compro-
mised if the NASD werc to grant the
exemption. Depending on the cir-
cumstances, the Options Subcom-
mittee also may ask for additional
information. Members submitting
position-limit exemption requests
shouid direct them to either Glen
Shipway, Senior Vice President,
Market Operations, The Nasdaq
Stock Market, 80 Merritt Boulevard,
Trumbull, CT 06611, or Thomas
Gira, Assistant General Counsel, The
Nasdaq Stock Market, 1735 K Street,
N.W., Washington, D.C. 20006.
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As a general matter, the NASD has
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exemptions in the past. Recently,
however, the Options Subcommittee
has been considering an increasing
number of exemption requests.
Accordingly, in the interests of keep-
ing market participants equally
informed of actions taken by the
Options Subcommiittee in this area,
the NASD will publish generic
descriptions of the position-limit
exemptions and interpretive positions
issued by the Options Subcommittee.
as well as those requests denied by
the Subcommittee, from time to time,
in the “For Your Information” sec-
tion of NASD Notices to Members.
Members and customers of mem-
bers are reminded that these
exemptions and interpretations are
fact specific in nature and, there-
fore, it would be a violation of the
NASD position-limit rule if a mem-
ber or customer were to rely solely
on a generic description of a posi-
tion-limit exemption or interpre-
tive position without also obtaining
a specific position-limit exemption
or interpretive position from the
Options Subcommittee. Following
are brief summaries of recent actions
taken by the Options Subcommittee
in this area.

“Collar Transaction” Involving
Conventional Options

The Options Subcommittee consid-
ered and granted several exemption
requests concerning the aggregation
of long put and short call positions in
the context of “collar” transactions
involving cash-settled, European-
style conventional options. In these
transactions, the customer purchased
long puts and wrote short calls on the
same amount of the underlying secu-
rity to hedge a long stock position.
Specifically, the Options Subcom-
mittee determined that, subject to the
following conditions and consulta-
tion with the NASD on a case-by-
case basis, short call and long put
positions in a conventional option
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collar transaction need not be aggre-
gated. Provided that all the condi-
tions are satisfied, the Options
Subcommittee also determined that
corresponding long call and short put
positions in conventional options
established to facilitate the collar
likewise need not be aggregated. The

conditions are as follows:

1. The collar must be established
with conventional option contracts,
which contracts must provide that:

a. the options can only be exercised if
they are in-the-money; and

b. neither option can be sold,
assigned, or transferred by the holder
without the prior written consent of
the writer.

2. The options must be European-
style (i.e., only exercisable upon
expiration), with the short call and
long put expiring on the same date.

3. The strike price of the short call
can never be less than the strike price
of the long put.

4. No more than one side of the
transaction can be in-the-money
when the collar is established.

5. The member complies with all
NASD requests for information con-
cerning the conventional options.

Non-Applicability Of Section 33 Of
The Rules Of Fair Practice To
Certain Equity Warrants

The Options Subcommittee issued an
interpretive position that Section 33
of the Rules of Fair Practice does not
apply to warrants issued by a large,
publicly held U.S. company on the
common stock of a non-U.S. compa-
ny in which the U.S. company has a
20 percent ownership interest. The
Options Subcommittee found that the
20 percent ownership of the non-U.S.
company by the U.S. company
brought the warrants within the

“issuer written” exemption contained
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of Fair Practice.

Application Of The Position-Limit,
Hedge-Exemption Program To Call
Options Purchased By Issuers On
Their Own Stock

The Options Subcommittee issued an
interpretive position that an issuer
may be deemed to be short its own
stock when purchasing call options
on its stock to hedge market expo-
sure from employee stock options,
stock repurchase programs, and out-
standing convertible securities, and
for other corporate purposes. Thus,
for purposes of the hedge-exemption
program, an issuer could purchase
calls on its own stock up to twice the
applicable limit because it would be
deemed to be short the requisite
number of shares of stock. This inter-
pretive position should not, however,
be construed to be an opinion by the
Options Subcommittee with respect
to the applicability of SEC Rule 10b-
18 to issuers purchasing call options
on their own stock, or to purchases
by writers of such calls to hedge their
position or to acquire stock to deliver
upon exercise of the call option.
Accordingly, the Option Subcom-
mittee’s interpretive position in no
way affects or changes the operation
of any provision of SEC Rule 10b-18
or the availability of the safc harbor
afforded by the rule. It is up to
NASD members and issuers to deter-
mine when they are within the
parameters of the safe harbor afford-
ed by SEC Rule 10b-18.

Answers To Common Questions
Concerning Position-Limits,
Exercise Limits, And Reporting
Requirements

Scope Of The NASD Options Rules
Question #1: Do equity option posi-
tion limits apply to conventional
options with transfer restrictions?
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Answer: Yes. A transfer restriction
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option; it is an attribute of an option
that is negotiated between the writer
and holder of the option. Moreover,
the regulatory purposes served by
position limits (i.e., prevention of
market manipulation and market dis-
ruption) are no less compelling for
options with transfer restrictions.

Question #2: Do equity option posi-
tion limits apply to foreign securi-
ties?

Answer:Yes. The position-limit rule
makes no distinction between U.S.
securities and foreign securities.
Accordingly, if the foreign security is
not subject to options trading in the
United States, the position limit will
be 4,500 contracts. However,
because ditferences in securities trad-
ing practices between U.S. and
domestic markets (1.e., units of trad-
ing, price levels, etc.) may be pro-
nounced, application of the 4,500
contract position limit to foreign
securities not subject to standardized
options trading in the U.S. may
unnecessarily constrain members’
conventional options activities.
Accordingly, under appropriate cir-
cumstances, the Options
Subcommittee may determine that a
higher position limit for a foreign
security is warranted because the dif-
ferences between the U.S. equities
market and a foreign equities market
constitute unusual circumstances.

Question #3: Are standardized
equity options listed and traded on
markets located outside the U.S. sub-
ject to the NASD position-limit rule?

Answer: No. The rules of the foreign
exchange on which the option is list-
ed and traded determine the applica-
ble position limit.

Question #4: Do equity option posi-
tion limits apply to cash-settled
options?

Answer: Yes. The fact that an equity

ontion ic cach.cettled does not
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exempt it from any provisions of
Section 33 of the Rules of Fair
Practice, the instrument underlying
the option (i.e., an equity security) is
the determinative factor. A cash-set-
tled equity option presents the same
market manipulation and market dis-
ruption concerns as a physically set-
tled equity option.

Question #5: Do the NASD options
rules apply to conventional option
transactions effected abroad by an

NASD member or a foreign branch
of an NASD member?

Answer:Yes. If the option is booked
and carried with an NASD member,
it is subject to the NASD position-
limit rule.

Question #6: Do equity option posi-
tion limits apply to options on pre-
ferred stock, American Depositary
Receipts, or closed-end country
funds?

Answer: For standardized options on
these securities, members are obligat-
ed to adhere to the position-limits
established by the options exchanges.
For conventional options on these
securities, the NASD interprets com-
mon stock to include these instru-
ments. Thus, conventional options on
these securities also are subject to the
position limits.

Question #7: Do the position limits
apply to options on debt instruments?

Answer: No.

Question #8: Are conventional stock
index options subject to position im-
its?

Answer: No, but they are subject to
the position-reporting requirements
in Section 33(b)(5) of the Rules of
Fair Practice.
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Question #9: Do options position
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currencies?
Answer: No.

Question #10: Do equity option
position limits apply to options writ-
ten by the issuer of the security
underlying the option?

Answer: No. Section 33(a) of the
Rules of Fair Practice specifically
provides that issuer-written options
are not considered options for pur-
poses of Section 33.

Question #11: Equity warrants sold
by an issuer on its own stock have
economic attributes similar to equity
options. Are such warrants, therefore,
subject to position and exercise lim-
its?

Answer: No. Equity warrants issued
by a company on its own stock,
which typically are used to facilitate
capital formation, are excluded from
the definition of an option for pur-
poses of Section 33.

Aggregation Of Positions

Question #12: Are positions in con-
ventional equity options aggregated
with standardized equity option posi-
tions for position-limit purposes?

Answer: Yes. All equity options
overlying the same security are
aggregated for position limit purpos-
es.

Question #13: Are positions in con-
ventional stock-index options aggre-
gated with standardized stock-index
option positions?

Answer: No. Only standardized
stock-index options are subject to
position limits.

Question #14: Assuming the posi-
tion limit for an equity option is
4,500 contracts, can an investor enter
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into one contract covering 600,000

chareg and not commit a2 nogition-
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limit violation?

Answer: No. Section 33(b)(2XE) of
the Rules of Fair Practice provides
that if a stock option is granted cov-
ering some number of shares other
than 100, then it is deemed to consti-
tute as many options contracts as that
other number of shares divided by
100. Therefore, in this case the
options position would be deemed to
be 6,000 contracts, not one contract

Question #15: How are equity
options positions aggregated for
position-limit purposes?

Answer: All standardized and con-
ventional options in each options
class (i.e., puts or calls) on the same
side of the market are aggregated for
position-limit purposes. Accordingly,
long calls and short puts are aggre-
gated and short calls and long puts
are aggregated. For exampie, assum-
ing ABC stock is subject to a 7,500
position limit, 2 member who is long
7,500 ABC calls may at the same
time be long 7,500 ABC puts
because long calls and long puts (or
short calls and short puts) are on
opposite sides of the market.
However, a member who is long
5,000 ABC calls may not at the same
time be short more than 2,500 ABC
puts because these positions are on
the same side of the market.

Question #16: With an equity option
that is subject to a position limit of
4,500 contracts, can an investor hold
5,000 contracts on one side of the
market and 4,500 on the other and be
in compliance with the position lim-
its because there is net only 500 con-
tracts on one side of the market?

Answer: No. The position-limit rules
do not permit netting of options posi-
tions on opposite sides of the market.
Positions on each side of the market

(i.e., long calls and short puts or short
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calls and long puts) are aggregated

Qﬂf‘ P‘IQ]I]QfPI“ 1nr|nnpnr‘pnf *Frnm
GLIL UV QIVAIVG LHIGCPULEGVIIL 11V

positions on the opposite side of the
market.

Question #17: If a member has 300
contracts on one side of the market
and 200 contracts on the other side of
the market, must the member report
these positions on a gross basis, even
though the “net” position is only 100
contracts on one side of the market?

Answer: Yes. As with position lim-
its, the reporting requirements do not
permit the netting of positions on the
opposite side of the market.

Hedge-Exemption Program
Question #18: How does one
obtain a hedge exemption?

Answer: As long as the “hedged”
position in excess of the basic limit
of 4,500, 7,500, or 10,500 contracts
is hedged on a one-for-one basis with
a corresponding long (or short) stock
position (or securities readily con-
veriible inio, or economically equiva-
lent to, such stock), the exemption is
automatic. A member would be obli-
gated to file a position report with the
NASD Market Surveillance
Department pursuant to Section
33(b)(5) of the Rules of Fair Practice,
however. Under the pilot program,
the largest options position that may
be established (combining hedged
and unhedged positions) may not
exceed twice the basic position limit
(i.e, 9,000, 15,000, and 21,000 con-
tacts, respectively).

Question #19: When relying on the
hedge exemption, does the entire
options position need to hedge a cor-
responding stock position?

Answer: No. For example, assuming
XYZ is subject to a 7,500 contract
position limit, a member who is long
750,000 shares of XYZ may be short
up to 15,000 XYZ calls, since the
“hedge” exemption contained in

Section 33(a)(5) of the Rules of Fair
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establish an options position up to
15,000 contracts in size. In this
instance, 7,500 of the 15,000 con-
tracts are permissible under the basic
position limit contained in Section
33(b)(3)(A)(2) of the Rules of Fair
Practice and the remaining 7,500
contracts are permissible because
they are hedged by the 750,000
shares.

Question #20: How do the exercise
limits apply to an options position
that exceeds the basic position limit
pursuant to the hedge exemption?

Answer: Under the hedge-exemption
pilot program for equity options, the
exercise limit is equivalent to the size
of the options position established
pursuant to the hedge-exemption pro-
gram. Therefore, if the position limit
for an option is 10,500 contracts and
an investor has established a position
of 21,000 contracts (10,500
unhedged and 10,500 hedged), the
investor could exercise aii 21,000
contracts during five consecutive
business days.

Miscellaneous

Question #21: Who determines
which position-limit tier is applicable
to a particular equity option and how
can members find out what the posi-
tion limit is for a specific equity
option?

Answer: If an equity option is sub-
ject to standardized options trading,
the NASD position limit for that
option is the same limit imposed by
the options exchange trading the
option. If the security underlying the
option is not subject to standardized
options trading, the applicable posi-
tion limit is the lowest tier (i.e., 4,500
contracts). To find out the position
limit for an option, members can
contact the exchange on which the
option trades or the NASD Market
Surveillance Department. However,
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if a security not subject to standard-
ized options trading would qualify
for a position limit higher than 4,500
contracts if it had standardized
options traded on it, the Options
Subcommittee would consider grant-
ing a position limit exemption
request for up to such higher position
limit.

Question #22: How do you report
options positions to the NASD?
Answer; Position report forms and
instructions can be obtained by con-
tacting the NASD Market
Surveillance Department at (301)
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Question #23: If a member reports a
position in a standardized option to
an options exchange, must the mem-

ber also report the position to the
NASD?

Answer: No. Only “access” firms
must report their standardized
options positions to the NASD.
“Access” firms are NASD members
that conduct a business in exchange-
listed options but which are not
members of any of the options
exchanges upon which the options
are listed and traded.

Question #24: If the issuer of a secu-
rity underlying a conventional option
declares a two-for-one stock split,
would the position limit remain the
same?

Answer: Section 33(b)(2)(E) of the
Rules of Fair Practice provides that
“[a] stock option contract which,
when written, grants the right to pur-
chase or sell 100 shares of common
stock shall continue to be considered
as one contract throughout its life,
notwithstanding that, pursuant to its
terms, the number of shares which it
covers may be adjusted to reflect
stock dividends, stock splits, reverse
splits, or other similar actions by the
issuer of such stock.” Therefore,

while the limit on the absolute num-
ber of contracts would remain the
same, the parties to the options con-
tract may mutually agree to adjust
the number of shares covered by the
options contract to reflect the stock
split. Accordingly, in this example,
the option contract could be modified
to cover 200 shares instead of 100
shares and the applicable position
limit would remain the same.

Question #25: What happens to out-
chululng conventional OpLIOH pum—
tions if the position limit for an
option is decreased from 10,500 con-

tracts to 7,500 contracts?

Answer: For conventional option
positions outstanding at the time of
the decrease, the position limit would
remain the same. For conventional
options positions established after the
decrease, the position limit would he
the limit determined according to the
three-tiered position limit structure
(i.e., 4,500, 7,500, or 10,500 con-
tracts).

Questions concerning this Notice
may be directed to Thomas Gira,
Assistant General Counsel, Office of
General Counsel, at (202) 728-8957
or Joseph Alotto, Special
Investigator, Market Surveillance, at
(301) 590-6845.

Text Of Amendments To Section 33
Of The NASD Rules Of Fair Practice

(Note: New language is underlined;
deletions are in brackets.)

Section 33(b)(3) Position Limits

(a) Stock Options—Except in highly
unusual circumstances and with the
prior written approval of the
Corporation in each instance, no
member shall effect for any account
in which such member has an inter-
est, or for the account of any partner,
officer, director or employee thereof,
or for the account of any customer,
an opening transaction through the

National Association of Securities Dealers, Inc.

Nasdag [NASDAQ] System, the
over-the-counter market or on any
exchange in a stock option contract
of any class of stock options if the
member has reason to believe that as
a result of such transaction the mem-
ber or partner, officer, director or
employee thereof, or customer
would, acting alone or in concert
with others, directly or indirectly,
hold or control or be obligated in
respect of an aggregate position in
excess of:

(1)4.,500 [3,000] option contracts of
the put class and the call class on the
same side of the market covering the

same underlying security, combining

for purposes of this position limit

long positions in put options with

short positions in call options, and
short positions in put options with
long positions in call options; or

(2) 7,500 [5,500] options contracts
of the put class and the call class on
the same side of the market covering
the same underlying security, provid-
ing that the 7,500 [5,500] contract
position limit shall only be available
for option contracts on securities
which underlie Nasdag [NASDAQ]
or exchange-traded options qualify-
ing under applicable rules for a posi-
tion limit of 7.500 [5,500] option
contracts; or

(3) 10,500 {8,000] option contracts of
the put class and the call class on the
same side of the market covering the
same underlying security, providing
that the 10,500 [8,000] contract posi-
tion limit shall only be available for
option contracts on securities which
underlie Nasdag [NASDAQ] or
exchange-traded options qualifying
under applicable rules for a position-
limit of 10,500 [8,000] option con-
tracts; or

(4) such other number of stock
options contracts as may be fixed
from time to time by the Corporation
as the position limit for one or more
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classes or series of options provided
that reasonable notice shall he given
of each new position limit fixed by
the Corporation.

(5) Equity Option Hedge Exemption

(a) The following positions, where
each option contract is “hedged” by
100 shares of stock or securities read-

ily convertible into or economically
equivalent to such stock, or, in the
case of an adjusted option contract,
the same number of shares represent-
ed by the adjusted contract, shall be
exempted from established limits
contained in (1) through (4) above:
(i) long call and short stock; (ii) short
call and long stock; (111) long put and
long stock; (iv) short put and short
stock.

(b) In no event, however, may posi-
tion limits for any class of stock
options exceed twice the limits estab-

lished by this subparagraph (3).

(©) The Eguity Option Hedge
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require the aggregation of long call
and long put (or short call and short
put) positions, since they are on
opposite sides of the market.

(¢) Customer C, who is long 1,700
XYZ calls, may not at the same time
be short more than 2.800 [1,300]
XYZ puts, since the 4,500 [3,000]
contract limit applies to the aggrega-
tion of long call and short put posi-
tions in options covering the same
underlying security. Similarly, if
Customer C is also short 1,600 XYZ
calls, he may not at the same time be
long more than 2,900 [1,400] puts,
since the 4.500 [3,000] contract limit
applies separately to the aggregation
of short call and long put positions in
options covering the same underlying
security.

(d) Customer D. who is short
450.000 shares of XYZ, may be long
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‘hedge” exemption contained in sub-
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rized by the Securities and Exchange

Commission through December 31,
1995.

The following examples illustrate the
operation of position limits estab-
lished by subparagraph (3) (all exam-
ples assume a position limit of 4,500

contracts):

(a) Customer A, who is long 4,500
[3,000] XYZ calls, may at the same
time be short 4,500 [3,000] XYZ
calls, since long and short positions
in the same class of options (i.e., in
calls only, or in puts only) are on
opposite sides of the market and are
not aggregated for purposes of sub-
paragraph (3).

(b) Customer B, who is long 4.500
[3,000] XYZ calls, may at the same
time be long 4,500 [3,000] XYZ
puts. Subparagraph (3) does not

NASD Notice to Members 94-46

In this instance, 4.500 of the 9.000
contracts are permissible under the
basic position limit contained in sub-
paragraph (3) and the remaining

4.500 contracts are permissible

because they are hedged by the
450,000 short stock position.

(b) Index Options—Except in highly
unusual circumstances and with the
prior written approval of the
Corporation in each instance, no
member shall effect for any account
in which such member has an inter-
est, or for the account of any partner,
officer, director or employee thereof,
or for the account of any customer,
an opening transaction in an option
contract of any class of index options
displayed on the Nasdag [NASDAQ)]
System or dealt in on an exchange if
the member has reason to believe
that as a result of such transaction the
member or partner, officer or

employee thereof, or customer,
would, acting alone or in concert
with others, directly or indirectly,
hold or control or be obligated in
respect of an aggregate position in
excess of position limits established
by the Corporation, in the case of
Nasdaq [NASDAQ] Index Options,
or the exchange on which the option
trades.

In determining compliance with this
subparagraph (3), option contracts on
a market index displayed in the
Nasdaq [NASDAQ] System shall be
subject to a contract limitation fixed
by the Corporation, which shall not
be larger than the equivalent of a
$300 million position. For this pur-
pose, a position shall be determined
by the product of the closing index
value times the index multiplier
times the number of contracts on the
same side of the market.

(c) Index option contracts shall not
be aggregateu with ophon contracts
on any stocks whose prices are the

haaic for calenlation of tha nday
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(d) The Corporation will notify the
Securities and Exchange Com-
mission at any time it approves a
request to exceed the limits estab-
lished pursuant to this subparagraph.

Section 33(b)(4) Exercise Limits
Except in highly unusual circum-
stances and with the prior written
approval of the Corporation, in each
instance, no member or person asso-
ciated with a member shall exercise,
for any account in which such mem-
ber or person associated with a mem-
ber has an interest, or for the account
of any partner, officer, director or
employee thereof or for the account
of any customer, any option contract
if as a result thereof such member or
partner, officer, director or employee
thereof or customer, acting alone or
in concert with others, directly or
indirectly, has or will have exercised
within any five (5) consecutive busi-
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ness days a number of option con-
tracts of a particular class of options
in excess of the limits for options
positions in subparagraph (b)(3). The
Corporation may institute other limi-
tations concerning the exercise of
option contracts from time to time by
action of the Corporation. Reason-
able notice shall be given of each
new limitation fixed by the
Corporation.

Section 33(b)(5) Reporting of
Options Positions

(a) Each member shall file with the
Corporation a report with respect to
each account in which the member
has an interest, each account of a
partner, officer, director or employee
of such member, and each customer
account, which has established an

aggregate position of 200 or more

option contracts (whether long or
short) of the put class and the call
class on the same side of the market
covering the same underlying securi-
ty or index, combining for purposes
of this Section long positions in put
options with short positions in call
options and short positions in put
options with long positions in cail
options.

Such report shall identify the person

or persons having an interest in such
account and shall identify separately
the total number of option contracts
of each such class comprising the
reportable position in such account.
The report shall be in such form as
may be prescribed by the
Corporation and shall be filed no
later than the close of business on the

next business day following the day

National Association of Securities Dealers, inc.

on which the transaction or transac-
tions requiring the filing of such
report occurred. Whenever a report
shall be required to be filed with
respect to an account pursuant to this
subsection, the member filing such
shall file with the Corporation such
additional periodic reports with
respect to such account as the
Corporation may from time to time
prescribe.

(b) In addition to the reports required
by subparagraph (a) above, each
member shall report promptly to the
Corporation any instance in which
such member has a reason to believe
that a person, acting alone or in con-
cert with others, has exceeded or is
attempting to exceed the position
limits or the exercise limits set forth

in subparagraphs (b)(3) and (4).
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Executive Summary

The NASD is publishing this Notice
to inform members of the terms and
conditions of a Securities and
Exchange Commission (SEC) staff
no-action letter recently issued to the
Chubb Securities Corporation (the
Chubb letter), which sets forth the
SEC’s policy on broker/dealer activi-
ty on bank premises. Under the
Chubb letter, a broker/dealer operat-
ing on the premises of a financial
institution is required to enter info a
written Customer Access Agreement
with the financial institution. This
agreement must stipulate that the
broker/dealer exclusively will be
responsible for all securities business
conducted at the financial institution,
and further, that the broker/dealer
will take certain steps with regard to
its physical location, customer dis-
closure procedures, and promotional
literature to ciearly distinguish the
brokerage services it provides from
the banking functions of the financial
institution. The SEC has stated that it
will no longer respond to requests for
no-action relief regarding network-
ing arrangements structured in accor-
dance with the terms and conditions
set forth in the Chubb letter.

Discussion

In a no-action letter dated November
24, 1993, responding to Chubb
Securities Corporation, a registered
broker/dealers, the staff of the SEC’s
Division of Market Regulation (SEC
staff) addressed broker/dealers net-
working arrangements with deposi-
tory institutions, including federal
savings associations and their service
corporations. By the terms of the
Chubb letter, the SEC staff provided
assurances that under specified cir-
cumstances the staff would not rec-
ommend enforcement action under
Section 15(a)(1) of the Securities
Exchange Act of 1934 where a regis-
tered broker/dealers entered into net-

National Association of Securities Dealers, Inc.

working arrangements with various
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brokerage services on the premises
of such institutions, without such
institutions or their unregistered
employees registering as
broker/dealers. Section 15(a)(1),
among other things, generally pro-
vides that it shall be unlawful for any
broker or dealer to effect any pur-
chase or sale of any security unless
such broker or dealer is registered
with the SEC. Some of the signifi-
cant terms and conditions of the
Chubb letter have been highlighted
in the discussion that follows.
However, because of its importance,
the NASD encourages members to
read the Chubb letter in its entirety.
Accordingly, the full text of the letter
is attached to this Notice.

Chubb Letter Highlights

For networking arrangements, the
terms of the Chubb letter require that
the reglstered broker/dealers and
each financial institution enter into a
written Customer Access Agreement
that sets forth the responsibilities of
the parties, the conditions of the
arrangement, and the compensation
to be received by the financial insti-
tution. Among other things, the
agreements must state that transac-
tions in securities may be effected
only by persons who are registered
with the broker/dealers and qualified
under the rules of the NASD.
Further, the broker/dealers must
agree to control, supervise, and be
responsible for all of its registered
representatives, including any bank
employees who also act in the capac-
ity of registered representatives.

The financial institution, in turn, by
the terms of the Customer Access
Agreement, must agree to allow
supervisory personnel of the bro-
ker/dealers and representatives of the
SEC, the NASD, and any other
applicable federal and state govern-
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ment authorities, to inspect the finan-

cial institution’s premises and books
ciai mstituion 's premuses ancd BoOOKSs

and records maintained with respect
to brokerage activities. In addition,
the financial institution must agree to
monitor its unregistered employees
to ensure that unregistered employ-
ees perform only clerical and minis-
terial functions with regard to
investment-related activities.

In addition to the aforementioned
conditions, the Chubb letter specifi-
cally provides, among other things,
that:

« The broker/dealer’s registered rep-
resentatives must inform all securi-
ties customers, and obtain a written
acknowledgment from the customers,
that all purchases and sales made
through the account are not guaran-
teed by the financial institution or
insured by the Federal Deposit
Insurance Corporation (FDIC) or any
other federal or state deposit guaran-
tee fund.

* The brokerage services must be
conducted in an area that is physical-
1y separate from the financial institu-
tion’s regular business activities in a
manner that clearly distinguishes the
brokerage services from those of the
financial institution.

» Materials used to promote the avail-
ability of brokerage services must be
approved by the broker/dealer for
compliance with the federal securi-
ties laws prior to distribution and will
be deemed materials of the broker/
dealer. Further, references to finan-
cial institutions in advertising or pro-
motional materials must be for the
purpose of identifying only the loca-
tion where brokerage services are
available, and the references must not
appear prominently in such materials.

NASD Notices to Members 94-47

Interagency Statement

Members also should be aware of
guidelines issued on February 15,
1994, by the Board of Governors of
the Federal Reserve System, the
FDIC, the Office of the Comptroller
of the Currency, and the Office of
Thrift Supervision in the
“Interagency Statement on Retail
Sales of Nondeposit Investment
Products” (the Interagency
Statement). The Interagency
Statement embodies many of the
investor protection concepts of the
SEC’s Chubb letter, and, although
directed towards banks, also affects
NASD members with regard to their
regulatory compliance obligations.
Specifically, as discussed in the
Interagency Statement, NASD mem-
bers should be aware that, as a conse-
quence of conducting brokerage
activities in connection with banking
entities, bank regulators have taken
the position that they have responsi-
bility and authority to oversee and
monitor the conduct of broker/deal-
€IS, d.ll(.l lllClllUclb llld.y UC l‘equestcu
to provide banking regulators with
access to their books and records. In
this regard, the NASD and the SEC
continue to work closely with the
bank regulators in an effort to devel-
op an effective means to eliminate
unnecessary duplication and regula-
tory overlap. Members may obtain
copies of the Interagency Statement
from their NASD District Office, or
the Regulation staff members refer-
enced below.

NASD Initiatives

This Notice reflects the NASD’s on-
going commitment to assist members
doing business on bank premises in
their efforts to comply with the

NASD Rules of Fair Practice and the

federal securities laws. Bank-affiliat-
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ed members and members participat-
ing in bank networking arrangements
previously have been advised by the
NASD to take precautions to protect
investors by addressing issues of
potential investor confusion. In par-
ticular, members have been advised
to institute procedures to ensure that
investors understand the distinctions
between bank products and securities
products offered and sold by broker/
dealers, and to ensure that full disclo-
sure is made regarding the risks asso-
ciated with non-deposit investment
products. Most recently, in NASD
Notice to Members 94-16 (March
1994), the NASD reminded members
of their obligations under the Rules
of Fair Practice to ensure that com-
munications are accurate and com-
plete regarding the disclosure of
material information about mutual
fund sales. Similarly, in Notice to
Members 93-87 (December 1993),
the NASD provided members guid-
ance for meetmg their obhgatlons
UIIUCI tﬂe muwb Ul FdJ_l I' ldbubt:
when marketing mutual funds as
replacements for maturing certifi-
cates of deposit.

Questions regarding this Notice may
be directed to Regulation staff mem-
bers Clark Hooper, Vice President,
Adpvertising/Investment Companies
Regulation, at (202) 728-8325;
Daniel M. Sibears, Director,
Regulatory Policy, at (202) 728-
6911; or Sarrita Cypress, Attorney,
Regulatory Policy, at (202) 728-
8203.
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DIVISION OF

MARKET REGULATION

November 24, 1993

Ian E. Celecia, Esq.

Chubb Securities Corporation
One Granite Place

D N Box 2008

P W Y PAAVAS o)

Concord, New Hampshire 03302

Re: Chubb Securities Corporation

Dear Mr. Celecia:
In your letter of September 1, 1993, on behalf of Chubb
Securities Corporation ("CSC"), as supplemented by telephone
conversations with the staff, you request assurance that the
staff would not recommend enforcement action to the Commission
under Section 15(a) (1) of the Securities Exchange Act of 1934

I

if CSC enterg into networking arrancemanta wit
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("Exchange Act")
certain federal and state chartered banks, savings and loan
assgociations, savings banks, and credit unions (collectively,
"Financial Institutions*®) and, where required by law, their
service corporation subsidiaries, to provide securities brokerage
services on the premises of such Financial Institutions, as
described in your letter, without the Financial Institutions, the
required service corporations, or their unregistered employees
registering as broker-dealers under Section 15(b) of the Exchange

Act.

We understand the facts to be as follows:

CSC, a wholly-owned subsidiary of Chubb Life Insurance
Company of America, is a registered broker-dealer and member of
the National Association of Securities Dealers, Inc. ("NASD").
CSC proposes to enter into networking arrangements with Financial
Institutions to provide securities brokerage services to
customers of such Financial Institutions and the general public,
on the premises of the Financial Institutions. Where required by
the laws or regulations governing a Financial Institution, the
Financial Institution will enter into the networking arrangement
with CSC through a service corporation subsidiary of the

Financial Institution.

CSC will provide brokerage services on the premises cf each
Financial Institution in an area that is physically separate from
the Financial Institution's regular business activities, in such
a way as to clearly segregate and distinguish CSC from the
Financial Institution. The area in which CSC provides brokerage
services will clearly display CSC's name and an indication that
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CSC is a member of the NASD, and will be registered with the NASD
as a branch office of CSC. Under the networking arrangements,
CSC..will provide brokerage services only on the premises of the
Financial Institutions themselves, and not in areas where a
service corporation has a location independent of the Financial

Institution.

The networking arrangement between CSC and each Financial

Institution {including its required service corporation) will be
governed by a Customer Access Agreement, which will set forth the
regsponsibilities of the parties, the conditions of the
arrangement, and the compensation to be received by the Financial
Institution (including its required service corporation). Aas a
regisctered broker-dealer, CS? will comply with all statutory and
regulatory requirements applicable to broker-dealers, including
applicable rules of self-regulatory organizations ("SROs"). (CSC
will exclusively control, supervise, and be responsible for all
securities business conducted in its locations at the Financial
Institutions. Under the networking arrangements, transactions in

securities may be effected only by registered representatives of

CSC, some of whom alsc may be empleoyees of the Financial
Institution, including its required service corporation ("Dual

Employees”). CSC will control, properly supervise, and be
responsible for all its registered representatives, including any
Dual Employees acting in their capacity as CSC registered

representacives.

Any materials used by CSC or the Financial Institutions
(including required service corporations) to advertise or promote
the availability of brokerage services under the networking
arrangements will be approved by CSC for compliance with the
federal securities laws prior to distribution. All such
materials will be deemed to be CSC's materials, and will indicate
clearly that the brokerage services are being provided by CSC and
not the Financial Institution or its required service
corporation; that neither the Financial Institution nor its
requirec service corporation is a registered broker or dealer;
that the customer will be dealing solely with CSC with respect to
the brokerage services; and that CSC is not affiliated with the
Financial Institution or its required service corporation.
References to a Financial Institution in advertising or
promotional materials will be for the purpose of identifying the
location where brokerage services are available only, and will
not appear prominently in such materials.

All confirmations, account statements, and other cus._omer
communications regarding securities transactions under the
networking arrangements will be sent directly to the customer by
CSC or by the issuer, transfer agent, or principal underwriter of
the security. All documentation sent by CSC directly to a
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customer, including confirmatiors and account statements, will
indicate clearly that the brokerage services are provided by CSC
and not .y the Financial Institution or its required service
corporation. If any documentation resgarding securities
transaccions is sent directly to a customer of CSC by an issuer,
transfer agent, or principal underwriter, CSC will be responsible
for ensuring that such materials comply with the federal
securities laws; and the name of the Financial Institution or its
required service corporation will not appear on such materials.

Each Financial Institution (including required service
corporations) will allow supervisory personnel of CSC and
representatives of the Commission, the NASD and other SROs of
which CSC is a member, as well as other applicable federal and
state governmental authorities, to inspect the Financial
Institution's premises where CSC conducts brokerage activities
and any books and records maintained by CSC with respect to
brokerage activities. Each Financial Institution (including
required service corporations) will be deemed to be an associated
person of CSC within the meaning of Section 3(a) (18) of the
Exchange Act.

Employees of the Financial Institutions (including required
service corporations) who are not registered representatives of
CSC will not engage in any securities or investment-related
activities on behalf of CSC. Unregistered employees will be
prohibited from recommending any security or giving any other
form of investment advice, describing investment vehicles such as
mutual funds, discusgsing the merits of any security or type of
security with a customer, or handling any question that might
require familiarity with the securities industry or the exercise
of judgment regarding securities and investment alternatives.
Unregistered employees will refer all securities-related
questions to registered representatives of CSC. All telephone
inquiries related to CSC will be answered solely by registered
representatives of CSC. Unregistered employees will be
prohibited from accepting or transmitting orders, handling
customer funds or securities (except that unregistered employees
may effect electrounic funds transfers to CSC from an account at
the Financial Institution or required service corporation at a
customer's request) or having any involvement in securities
transactions other than providing clerical and ministerial

assistance.

Unregistered employees of the Financial Institutions
(including required service corpora.ions) will not receive any
compensation based on transactions in securities or the provision
of securities advice. Unregistered employees may, however, be
paid a nominal fee for referring Financial Institution customers
to CSC. The amount of any such fees, which will be unrelated to
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the volume of securities traded by the customer, will be
determinzi and paid by the Financial Institution (or required
service ccrporation). Unregistered employees will be paid no
more than one fee per customer referred. Other than this one-
time, nominal fee, unregistered employees will not receive any
other compensation, such as trips, free meals, or monetary
awards, as the result of a referral or the number of referrals
made. Supervisory employees will not receive any fees for
referrals made by their subordinates.

CSC will provide conduct manuals to unredistered employees

of the Financial Institutions (and required service corporations)
. As gqet

forth above. Each Financial Institution (including required
service corporations) will monitor the activities of its
unregistered employees, and ensure their compliance with the
limits on their permissible activities as set forth in the
conduct manual. Furthermore, CSC will conduct periodic reviews
to assure that the Financial Institutions (including required
service corporations) and their unregistered employvees comply
with the limits on their activities set forth in the conduct
manual. CSC also will provide each of its registered
representatives with a copy of CSC's compliance manual.
Registered representatives will adhere to the policies and
procedures contained in CSC's compliance manual. CSC will

monitor its registered representatives' compliance in this
regard.

All brokerage services provided at the Financial
Institutions (including required service corporations) will be
provided by registered representatives of CSC, either Dual
Employees or otherwise, all of whom will be registered and
qualified as necessary with the Commission, the NASD, and any
appropriate state regulatory authorities, and all of whom will be
associated persons of CSC within the meaning of Section 3(a) (18}
of the Exchange Act. Each Financial Institution (including
required service corporations) will agree that any Dual Employee
whom the Commission, the NASD, or CSC bars or suspends from
association with CSC or any other broker-dealer will be
terminated or suspended, accordingly, from all securities
activities by the Financial Institution (and its required service
corporation). The securities activities of each Dual Employee
will be supervised bv the supervisory personnel of CSC, who are
registered securities principals. The amount of any transaction-
related compensation paid to CSC's registered representatives,
including Dual Employees, under the :.etworking arrangement, will
be determined solely by CSC. For convenience with respect to tax
and social security withholding, health, retirement, and other
benefits, transaction-related compensation may be paid to Dual
Employees by the employer Financial Institution (including
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required service corporations), provided that it is clear that
such payments are made on behalf of CSC from funds allocated by
CSC fo: payment of Dual Employees.

Registered representatives are required to inform all
securities customers, and obtain a written acknowledgment from
such customers, that the brokerage services are being provided by

e and not by +tha Pinancial Trnardturinn (or irtre recuired aawvrsce
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corporation), and that the ocffered securities are not guaranteed
by the  Financial' Institution (or its required service
corporation) or insured by the Fedaral Deposit Insurance
Corporation ("FDIC") or any other federal or state deposit

n
guarantee fund relating to financial institutions.

CSC will not solicit customers of a Financial Institution in
connection with the purchase or sale of the securities of that
institution or any of its affiliates (including required service
corporations). CSC may execute unsolicited transactions in the
equity securities of the Financial Institution or its affiliates
{including required service corporations) on behalf of a
Financial Institution customer, provided that the customer signs
an affidavit affirming that the transaction was effected on an
unsolicited basis and that the customer has been informed that
the securities are not insured by the Financial Institution or
any of its affiliates ({(including required service corporations),
the FDIC, or any other state or federal deposit guarantee fund
relating to financial institutions. No debt securities of the
Financial Institution or its affiliates (including its required
service corporations) will be sold, on an unsolicited basis or
otherwise, on any part of the premises of the Financial
Institution that is generally accessible to the public.

CSC will pay a fee to the each Financial Institution
(including required service corporations) based on all securities
transactions that occur at or are attributable to activities
conducted on that Financial Institution’'s premises. CSC will
provide a copy of this letter to each Financial Institution
(including required service corporations) and will ensure that
each Financial Institution (including required service
corporations) understands its obligations under the networking
arrangement.

Response:

On the bagis of your representatiocas and the facts
presented, and strict adherence the:ieto by CSC, the Financial
Institutions (including required service corporations) and their
unregistered employees, and particularly in view of the fact that
CSC is a registered broker-dealer and all personnel engaged in
securities activities under the networking arrangements will be
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fully subject to the regulatory requirements of the federal
securities laws and the applicable rules of SROs, the staff would
not re~~mmend enforcement action to the Commiss:ion under Section
15(a) (1) of the Exchange Act if CSC offers brokerage services
under the networking arrangements described above without the
Financial Institutions (including required service corporations)

and their unregistered employees registering as broker-dealers
under Secticon 15(b) of the Exchanace Act Thia gtaff nn=1r1gn ia
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based in part on CSC's representation that it will control
properly supervise, and be responsible for all registered
representatives participating in the networking arrangements.
Consequently, any designation of such registered representatives

e MimAmarmAarAamt comvvdanm b el w22 T T imcea e 0O o
as 1aGCPpCnuGeENntt CONLyacuors will have no effect on CSC's

responsibilities under the federal securities laws, including
without limitation Sections 15(b) and 20(a) of the Exchange Act.

This position concerns enforcement action only and does not
represent a legal conclusion regarding the applicability of the

statutory or regulatory provisions of the federal securities
lawa . Moreover, thig position ig based sol n’l\jr on the
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representations that you have made; any different facts or
conditions may require a different response.

Sincerely,
%M;

Catherine McGuire
Chief Counsel

'see Hollinger v. Titan Capital Corp., 914 F.2d 1564, 1572-
78 (9th Cir. 1990), gert. denied, 111 S. Ct. 1621 (1991).
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Chubb Securities Corporation

1934 Act/15(Db)

September 1, 1993

office of Chief Counsel

Division of Marketing Regulation OFFICE OF CHIEF COUNSEL
Securities and Exchange Commission
450 Fifth Street, N.W. SEP 131993.

Washington, D.C. 20549

RE: .Chubb Securities Corporation LIVISION OF MARKET REGULATION

Dear Sir/Ms.:

.
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Corporation ("CSC") a wholly owned subsidiary of Chubb Life
Insurance Company of America ("ChubbLife"). CSC is a broker-
dealer registered under Section 15 of the Securities ana
Exchange Act of 1934 (the "Exchange Act") and a member of the
National Association of Securities Dealers, Inc. ("NASD").
The purpose of this letter is to request a no-action letter
from the Staff of the Securities and Exchange Commission (the
ngtaffv).

No Action Request

We respectfully request the assurance of the Staff that
it would not recommend enforcement action to the Securitles
and Exchange Commission (the "Commission") if, as described
in detail below, CSC enters into networking arrangements with
federal and state "Financial Institutions" (defined below),
involving the offer and sale by CSC to customers of such
Financial Institutions and others, on the premises of the
Financial Institutions, of securities (i.e. mutual funds,
unit investment trusts, variable annuities, variable life
insurance, limited partnership interests, and similar
securities) without the Financial Institutions or thelr non-
registered employees registering with the Securities and
Exchange Commission as broker-dealers pursuant to Section
15(b) of the Exchange Act.
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The Parties

cscC

CSC is a New Hampshire Corporation and whoily owned
subsidiary of ChubbLife, a national insurance company also
incorporated in New Hampshire. <CSC is a broker-dealer
registered with the Commission and with those states where it
conducts brokerage activities, and is a properly licensed
member of the NASD. »

CSC's registered representatives are generally
independent contractors gas opposed to being employees of
CSC) and registered or licensed as broker-dealer agents of

CSC in those states where they conduct business and with the

NASD.

CSC operates as a fully-disclosed introducing broker-
dealer and generally executes and clears securities
transactions for its customer accounts through a clearin
broker that has entered into a contract with ¢SC. cCertain
CSC accounts are handled on a subscription basis directly
with certain mutual fund companies. Customer accounts are
maintained by the clearing broker-dealer or the mutual funds
when appropriate.

CSC offers a variety of investment products, including
equities, debt securities, open-end mutual funds, unit
investment trusts, variable annuities, variable life
insurance, limited partnership interests, and other similar
investment products. Options, commodities and futures are
not offered by CSC. It is anticipated that most of CsC's
securities activities on the Financial Institution premises
will involve mutual funds, unit investment trusts and

variable annuities.
The Financial Institutions

Institutions that may participate in the networking
arrangement include federal and state chartered banks,
savings and loan associations, savings banks, and credit
unions ("Financial Institutions") that are permitted to
engage in activities related to the networking arrangement
described herein, pursuant to federal and state laws, rules
and regulations governing the activities of such Financial
Institutions. Where required by applicable law or by federal
or state authorities with jurisdiction over the activities of
the Financial Institution, a Financial Institution shall
enter into the networking arrangement through its "Service
Corporation" subsidiary, (the term "Financial Institution®
shall include any required Service Corporation subsidiary
that a Financial Institution may use to participate in the

networking arrangement).
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The Networking Arrangement
The Structure of the Arrangement

The arrangement between CSC ard the Financial
Institutions provides that CSC will provide brokerage
services to customers of the Financial Institutions and the
general public on the premises of such Financial Institutions
without the Financial Institutions or their required Service
Corporations or their respective non-registered employees

ramictarineg ase hrokaredsal are
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The arrangement between CSC and the Financial
Institution will be governed by a Customer Access Agreenent,
which sets forth the responsibilities of the parties, the
requisite conditions of the arrangement, and the compensation
to be received by the Financial Institution.

General Conditions of the Arrangement

CSC's Role

CSC is a registered broker-dealer and will comply with
all statutory and regulatory requirements applicable to
broker-dealers. All personnel engaged in securities
activities will be subject to the federal and state

mamirities lawes amd rulac of anv annlicabhlae sal fovraon:
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The arrangement provides that securities will be offered
and sold, and all transactions in such securities may be
transacted only by registered representatives, who either are
registered representatives of CSC, or when applicable,
registered representatives of CSC who are also employees of
the Financial Institution.

CSC shall control and supervise all securities business
conducted in its locations at the Financial Institutions.

CSC will control, properly supervise, and be responsible
for all registered representatives registered through CSC,
including any Financial Institution employees acting in their
capacity as CSC registered representatives.

Financial Institution's Securities

No securities of the Financial Institution or its
affiliates will be sold on any part of the premises of the
Financial Institution, and no Financial Institution customer
will be solicited by a registered representative to purchase
securities ~f the Financial Institution or its affiliates.
Unsolicited sales of these securities are permitted, provided
that both the client and CSC's representative are not on the
premises of the Financial Institution in question.
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Insurance Products and Services

If permitted by state insurance laws or any other
applicable laws, certain registered representatives of CSC
may also be licensed insurance agents of ChubbLiie or any
other insurance company, and may offer certain variable and
non-variable insurance products for sale from the CSC offices
located at the Financial Institution.

csc Offices

CSC's offices though located on the premises of the
Financial Institution will be physically separate from the
Financial Institution's regular activities, in such a way as
to clearly segregate and distinguish CSC from the Financial
Institution. The securities area will be identified
specifically and registered with the NASD and any applicable
state as a branch office of CSC. (CSC's name will be clearly
displayed, as well as an indication that CSC is an NASD

member.
Compensation to the Financial Institution

CSC may pay a fee to the Financial Institution or its
required Service Corporation based on all securities
transactions which occur at, or are attributable to,
activities conducted on that particular Financial
Institution’s premises.

Referral Fees

Non-registered employees of the Financial Institution
will not receive transaction-related compensation and,
accordingly, any referral fee will be a one-time fee of
nominal, fixed-dollar amount, wholly unrelated to the
execution of securities transactions or the volume of
securities traded by the customer, and paid by the Financial
Institution.

Notice-Acknowledgement

Registered representatives are required to inform all
securities customers, and all securities customers are
required to acknowledge in writing, that the brokerage
services are being provided by CSC and not by the Financial
Institution or its required service corporation, and that the
offered securities acquired by customers are not guaranteed
by the Financial Institution nor insured by any agency of the
U.S. government.

No-Action Letter

CSC will provide a copy of your no-action letter to each
Financial Institution and will ensure that the Financial
Institutions are informed of their obligations under the
arrangement.
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Confirmation Slips =--Account Statements

Upon the completion of ary brokerage transaction, CSC or
the issuer will send all confirmation slips, account
statements and other documentation regarding the securities
transaction directly to the customer. All documentation sent
by CSC directly to a customer, including confirmation slips
and account statements, will indicate clearly that the
services are provided by CSC and not by the Financial
Institution.

Training

CSC will provide each registered representative with a
copy of the CSC's compliance manual, and monitor compliance
thereof.

Registered representatives will be bound to adhere
strictly to the policies and procedures contained in CSC's
compliance manual.

CSC will provide non-registered Financial Institution
mrmen ) mesmm e wridetn emen e mde cmsmtmiam 1 o dmlmad aceamd Eop o deba T i lda e
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these employees' activities.
Financial Institution Non-registered Employees

The Financial Institution's employees who are not
registered representatives of CSC may not engage in any
securities-related or investment-related activities on behalf
of CSC. Non-registered employees are prohibited from
recommending any security, giving any form of advice,
describing investment vehicles such as mutual funds,
discussing the merits of any security with a customer, or
handling any questions that might require familiarity with
the securities industry or require the exercise of judgement
regarding securities. All securities related questions will
be directed to registered representatives. Non-registered
employees are prohibited from accepting or transmitting
orders and handling customer funds and securities. Non-
registered employees of the Financial Institutior, if
involved at all in the networking arrangement, are limited to
purely clerical and ministerial activities.

The networking arrangement herein described will not
prohibit a trust department of a Financial Institution from
engaging in any securities activities permitted by law.

The Financial! Institution shall monitor the activities
of, and ensure the compliance by, non-registered Financial
Institution empleryees with CSC's standards of conduct as set
forth in the conduct manual.
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Financial Institution Non-Securities Activities

The Financial Institution or its required Service
Corporation are obligated to conduct their business
activities completely separate from the securities b.okerage
activities conducted by CSC and its registered
representatives.

Financial Institution's Status

The Financial Institution will be deemed to be an
associated person of CSC within the meaning of Sectiou
3(a) (18) of the Exchange Act.

Service Corporations

Service Corporations will be used only when the
regqulations governing a particular Financial Institution
explicitly require that the activities called for in the
networking arrangement be conducted through a Service
Corporation rather than through the Financial Institution
itself. Brokerage services will be provided on the premises
of the Financial Institution, and not in areas where the
Service Corporation has a location independent of the
Financial Institution.

Access

Supervisory personnel of CSC and representatives of
state and federal regulatory authorities and of any other
entity having jurisdiction over the operation of its
brokerage services will have unimpeded access during normal
business hours to inspect the premises, and any books and
records maintained in connection with the operation of the
brokerage services.

Advertising and Promotional Materials

The Financial Institution or its required service
corporation may advertise the availability of the securities
brokerage services to their customers subject to the prior
approval of CSC.

All advertising and sales literature concerning the
networking arrangement will refer to the Financial
Institution only so as to identify the location where the
brokerage services will be available, and such references to
the Financial Institution will not appear prominently in the
advertising.

Any such advertising from CSC or the Financial
Institution will be deemed to be CSC's materials, and will
indicate clearly that:

{1) the brokerage services are being provided by CSC and not
by the Financial Institution;

(2) the Financial Institution is not a registered broker-
dealer;
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(3) the customer will be dealing solely with CSC with
respect to the brokerage services; .

(4) the broker-dealer is not affiliated with the Financial
Institution, and

(5) the offered securities are not insured by any zCency of
the U.S. government.

Financial Institution Registered Representatives

Though not part of the original networking arrangement,
CSC anticipates that there may be other networking )
arrangements where employees of a Financial Institution will
also serve as registered representatives of CSC, in which
case the following conditions will apply: .
(1) The Financial Institution will agree that any one of its
employees who is also a registered representative of CSC and
which the Commission, the NASD or CSC bars or suspends from
association with CSC or any other broker-dealer, shall be
terminated or suspended from all securities activities by the
Financial Institution.
(2) Each Financial Institution employee acting as a
registered representative of CSC must be registered and
qualified as necessary with the Commission, the NASD and any
appropriate state regulatory authorities.
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employees who are also registered representatives of CSC are
to be supervised by the supervisory personnel of CSC, who are
registered securitles principails.

(4) Financial Institution employees who are registered
representatives of CSC may conduct business on behalf of the
Financial Institution when not acting as registered
representatives of CScC. )
(S) For convenience with respect to tax and social security
withholding, health, retirement and other benefits, all
transaction-related compensation to be paid by CSC to
Financial Institution employees who are registered .
representatives of CSC, may be paid instead to the Financial
Institution on behalf of csScC.

(6) Although Financial Institution employees who are
registered representatives of CSC may receive their
compensation from the Financial Institution, the amount of
any transaction-based compensation will be determined by CSC
and paid on behalf of CSC.

(7) Financial Institution employees who are registered
representatives of CSC will be deemed associated persons of
CSC under Section 3(a) {18) of the Exchange Act.

Analysis

Section 15(a) of the Exchange Act provides that "it
shall be unlawful for any broker or dzaler to effect any
transactions in, or induce or attespt to induce ... the
purchase or sale of, any security ... unless such broker or
dealer is registered in accordance with Section 15(b) of the
Act." The Staff has granted numerous no-action requests
concerning networking arrangements between registered broker-
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dealers and Financial Institutions similar to the one
described above, [see, e.g., Mid-Hudson Savings Bank FSB
(Publicly Available May 28, 1993); Bankers Financial
Partners, Incorporated (Publlcly Available May 14, 1993);
D.A. Davidscn & Co. (Publicly Available March 1, 1993);
Interactive Financial Solutions, Inc. (Publicly Available
December 15, 1992); Liberty Securities Corporation (Publicly
Available october 21, 1992); Anchor National Financial
Services, Incorporated (Publicly Available January 22, 1992);
etc.]. The Staff's response in these nrpv1nnq no-action
letters focussed, among “other factors, on the fact that all
securities activities were engaged in by a re?istered broker-
dealer, all personnel engaged in such securities activities
would be fully subject to the securities laws and applicable
rules of self-regulatory organizations, and the registered
broker-dealer would control, properly supervise, and be
respon51ble for all reglstered representatives participating
in the brokerage services networking arrangement.

Accordingly, pursuant to such prior no-action letters
issued by the Staff, and based on strict adherence to the
foregoing representations concerning the networking
arrangement by all parties involved, it is our view that
neither the Financial Institution nor any of its employees
(other than those Financial Institution employees actlng as
realstered renrpqpnfaf1vp< of CSC) are rnnn1r9d to realster
with the Commission as broker-dealers pursuant to Section
15(b) of the Exchange Act.

Please stamp and return the enclosed copy of this letter
in the postage paid envelope provided to confirm your receipt
of this request.

If you should require additicnal information or
clarification do not hesitate to call the undersigned at
1-800-258-3848 extension 5346.

Thank you for your prompt consideration to this no-
action request.

Very truly, 7 N
Ty T
TR Y
_{E7TamE. CeleCLa

- - Attorney

encl.

cc: Bruce Stefany, President, CSC
Mary Toumpas, Compliance Officer, CSC
Shari Lease, Assistant Counsel
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