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Following are responses to questions raised in thedocuroebts suppliedto.:us by
OTCEI and titled "What OTC Exchange of India Wants td Kow',. 

the 

SERVICES & PUBLICATIONS AND TRADING & SEMINARS 

We have covered this subject in the Attachment to our Report. 

INTERNAL CODE 

1. Are there any laws/code of cbnduct, ethics for employees trading on the exchange? 

2. Other internal/inhouse, regulations? 

The NASD has a "Personnel Policies and Procedures Guid@.iae:. document.which.covers 
various administrative matters and the responsibility of employees tothe compainy. Iz
addition and more pertinent :o OTCEI, it has guidlines entitled NASDPoic ahd.
Procedures - Employee Gzaideltnes which describf-specific reqgired' -standards of'
employee conduct. This document codifies ethical principles gdvtr..ing the-c'nduct bf"
NASD and NASDAQ employees, inclfiding-conflict-situations., Mo'r -tric: stahdards are
applied to employees in the regulatory area.,' A copy of thi4 .ocvtnditis attao&"hqin'. 
answer to questions one and two. Attachment 1. 

'Throughout the responses many references are made to NASD Minual. Copiia'of the Maiu-I wer6ledtwith OTEIwhen the Price Waterhouse team was in Moscow. If necessaryi additional copiit-will be made available. 

mailto:Guid@.iae
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3. Monitoring for possible ,nsider trading and regulatory measures. 

Employees must have the broker/dealer firms with which they execute transactions in
securities agree to send a copy of the confirmation of all transactions to the Executive
Vice President in charge of their division. He or his delegate reviews them for 
compliance with all requirements. Revicw procedures for insider trading in the Market
Surveillance Department (which surveills for insider trading) are uniform as to all
situations and if an employee's name arose in such an investigation, appropriate action 
would be tpken. 

4. Personnel and assigned jobs. 

Attached are current organizational charts of the NASD and in particular the Compliance 
Division. Attachments 2A and 2B. 

COMPANY 

1. Wtat are the disclosure requirements of Nasdaq, SEC? 

Disclosure requirements are extensive and apply to a number of areas i.e., a primary
offerings of securities, ongoing disclosure requirements for companies traded in the
secondary market, disclosures to Nasdaq or the exchanges upon application for listing,
ongoing disclosure after a company is listed including disclosure of material ever~ts, and
disclosure requirements by a salesman to potential investors as to particular security. 

As to primary offerings, the disclosure requirements are primarily those of :he SEC.
They require disclosure of all pertinent information, both good and bad, upon which
investors may base investment decisions. These decisions are required to be made in
Registration Statements filed with the SEC, and Prospectuses also filed with the SEC and
distributed to potential investors in connection with offerings of securities. These
requirements are contained in the Securities Act of 1933 and regulations promulgated
thereunder. 

Ongoing periodic reporting requirements to investors and the SEC are required of all
companies who have 300 or more stockholders and total assets of $5,000,000 or more.
These requirements are contained in the Securities and Exchange Act of 1934 and
regulations promulgated thereunder. Together these two categories of disclosure
requirements are part of what is referred to as the integrated disclosure system mandated 
by the U.S. securities laws i.e., initial disclosure requirements contained in the 1933 Act 
and regulations thereunder, and subsequent disclosure requirements for companies being
traded in the secondary market contained in the 1934 Act and regulations thereunder.
The latter requirements mandate periodic reports, annual reports and disclosure of 
material events, among other things. V 
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Companies listed on Nasdaq on an ongoing basis are required to file with Nasdaq three
copies of all reports or documents required to be filed with the SEC, o: any other
regulatory agency, on or before the date on which they are so filed. Annual reports filed 
are required to have audited financial statements. There is a substantial similarity
between the exchanges and Nasdaq as to these subsequent fiiings. Other regulations
require issuers to distribute to investors annual and interim reports including statements 
of operating results, to have annual shareholder meetings with a quorum of 1/3 of the
outstanding shareholders of the company's common stcck and to solicit proxies andprovide agendas for all meetings of shareholders. Notification to and approval by
shareholders of certain corporate activities is also required in connection with
Nasdaq/NMS listed companies in situations covered on pages 1575-2 and 1575-3 of the
NASD Manual. Generally, these are in connection with the establishment of stock
options or purchase plans, instances where the issuance of securities will result in change
of control of the issuer, and the acquisition of stock or assets of another company under
certain circumstances, among other things. These are referred to as Corporate
Governance Standards. 

Nasdaq's filing requirements are contained in Schedule D of the By-Laws, Part II,
Section 1 (14) through (17) at page 1566 of the NASD Manual, Section 2 (13) through
(16) or page 1567-3 and 1568, and Part III, Section 5(b) on page 1574 and 1575 of the 
Manual. 

All Nasdaq issuers are also required to make prompt disclosure to the public through the 
press of any material information that may effect the value of the company's securities 
or influence investors or potential investors investment decisions. Prior to the release
of that information, they are required to provide notice of such to the NASD Market
Surveillance Section, and to provide full and prompt information in response to all
requests for information by the NASD. These provisions are contained in Schedule D,
Part II, Section 5(b) at page 1569 of the Manual. The exchanges have similar though 
not identical requirements. 

Various other rules regulate disclosure in connection with recommendations to customers 
for securities transactions. These are contained in the NASD's Rules of Fair Practice,
NASD Manual commencing at page 2001 and in regulations of the Securities and
Exchange Commission (SEC). Pertinent in this respect is the Penny Stok Reform Act 
of 1990 and regulations promulgated thereunder. 

2. How are Nasdaq's disclosure requirements different from those of other exchanges? 

As stated, there is a substantial similarity between exchange and Nasdaq requirements 
though there are undoubtedly variances. 

3. What are the Guidelines for entry to Nasdaq and other exchanges? 

The qualification requirements for Nasdaq appear in Part 11 and Part IIIbf Scheduic D
of the NASD By-Laws and are divided into requirements for the regular Nasdaq System 
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and requirements for the Nasdaq National Market System (NMS). Specific requirements 
are also specified for non-Canadian foreign securities and American Depository Receipts.
Pages 1564 through 1575-5 of the NASD Manual. Also included in these sections are 
the quantitative maintenance criteria and, as to Nasdaq/NMS securities, qualitative
corporate governance standards, referred to in the response to question 1of this section 
of questions. Termination procedures which include the right of an appeal to the Board 
of Governors are also included in those provisions. Attached is a listing of Nasdaq and 
Nasdaq/NMS criteria and the criteria of certain U.S. exchanges. Attachments 3 and 4. 

4. What is the expected shareholding pattern? 

The listings standards of Nasdaq and the other exchanges have certain shareholder 
requirements but I am what isnot certain meant by "shareholding pattern". As to
Nasdaq securities, there must be at least 300 beneficial holders of the security and at
least 100,000 publicly held shares. Nasdaq/NMS has alternative standards. Under
Alternative 1, 500,000 publicly held shares are required with a minimum of 800
shareholders if the issuer has between 500,000 and 1,000,000 shares publicly held, or 
a minimum of 400 shareholders if the issuer has either 1,000,000(a) Over shares 
publicly held or (b) Over 500,000 shares publicly held and average daily trading volume
of 200,000 shares per day for the six months proceeding the application. Under 
Alternative 2, there must be at least 1,000,000 publicly held shares and a minimum of
400 shareholders. These requirements are contained in Schedule D of the By-Laws and 
Attachment 3. 

5. Is there any stipulation of promoters shareholding? 

The only relevanm provisions in this area are contained in the Association's Interpretation
with respect to Review of Corporate Financing which appears commencing at page 2023 
of thi Manual. This Interpretation is of Section 1 of Article III of the Association's 
Rules of Fair Practice. Its primary thrust is to prohibit members from participating in 
the distribution of an offering of securities when the underwriting or other arrangements
in connection with or related to the distribution, or the terms or conditions relating
thereto, including underwriter's compensation, are unfair or unreasonable. The
Association evaluates with certainall public offerings, exceptions, pursuant to this
standard. It does not attempt to pass upon or evaluate the merits of an issue or the
fairness of the public offering price. The Association notifies the appropriate member 
of its determination. 

One of the factors reviewed in determining fairness and reasonableness is contained under 
the Arrangement Factors section of the interpretation entitled "Restrictions on Securities 
Received or to be Received". In this connection, the Association reviews the
circumstances surrounding the purchase of securities by an underwriter and related 
persons during the 12 month period prior to the filing of the registration statement. 
Different levels of valuation are applied as to such in ascertaining the reasonableness of 
compensation. The next section entitled "Stock Numerical Limitation" on Secuiiies 
Received or to be Received" restricts the shares of stock underlying warrants, options 
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or convertible securities and/or all stock acquired by an "underwriter and related 
persons" whether acquired prior to, at the ime of, or after, but which is determined to 
be in connection with or related to, the offering. Such may not be more than 10% of the
total number of shares being offered in the proposed offering. "Underwriter and related 
persons" is defined to included "underwriters, underwriters counsel, financial consultants 
and advisors, finders, members of the selling or distribution group, and any and all other 
persons associated to any of the forementioned persons". This is interpreted to include 
promoters when underwriting related services are performed. 

The Corporate Financing Interpretation is very detailed and the referred to provisions are 

only a very small part thereof. 

6. What are continuing requirements of listing on Nasdaq and other exchanges? 

See answer to question 3 and Attachments 3 and 4. 

7. Are there any advertisement norms for companies seeking listing? 

In connection with the distribution of securities, the only advertising permitted is what 
is referred to as a tombstone advertisement which may be inserted in the newspapers and 
contains little more than the name of offering, the underwriters thereof and the price of 
the securities. These advertisements are regulated by Rule 134 under the Securities Act 
of 1933. A prospectus containing full disclosure is required to be delivered to investors 
prior to or at the time they purchase securities pursuant to SEC Rule 15 c2-8 under the 
34 Act and Section 5 of the 33 Act. These requirements are the same irregpective of 
where the security will subsequently be listed on an exchange or on Nasdaq, or not listed 
at all. 

Article III, Section 35 of the Association's Rules of Fair Practice regulates members 
advertising and use of sales literature and other communications with the public. NASD 
Manual, commencing at page 2168. The Compliance Division of the NASD has an 
Advertising Department with which advertising and sales literature must be filed by
members for evaluation in accordance with fairness and full disclosure standards. 
Advertising or sales literature inconsistent with such violate the rule. Where such is 
found disciplinary action is taken. 

8. What are the reporting requirements for companies to the exchange? 

See answer to questions one and two. 

9. What deviations are generally made by companies and what exceptions are zllowed? 

I assume this means deviations from listing and/or maintenance standards. Deviations 
could occur as to any of the listing requirements. Where the company is discovered to 
be deficient in connection with the maintenance requirements referred to the answer to
in question 2 above, it is notified that if it doesn't conform within a stated period, it will 
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be delisted. The company is thereafter given an opportunity for a hearing before a 
committee of the Association. Many times a company argues that it should be permitted
to remain on the system until such time as it is able to come back into compliance based 
upon a proposed business plan. 

Termination hearings are held pursuant to Article IX of the Association's Code of 
Procedure, NASD Manual commencing at page 3271. An appeal is provided from any
determination by the Hearing Committee to the Board of Governors of the NASD, and 
thereafter to the SEC if an adverse determination is made by the Board. Oftentimes 
where an issuer has a good business plan for, say, bringing its required capital and 
surplus back up to the prescibed level the Committee will grant a specified amount of 
time, perhaps 90 days to six months, to do so. Each situation is handled on a case by 
case basis; however, the NASD strictly enforces the Initial and Maintenance 
Requirements for the Nasdaq System within a concept of "substantial compliance". 

10. 	 Are there any accounting standards prescribed by SEC or Nasdaq? 

Nasdaq does not prescribe any accounting standards. The SEC has certain accounting
standards pursuant to its Regulation SX which requires financial statements certified 
pursuant to Generally Accepted Accounting Principals (GAAP) to be presented in a 
specific disclosure format. 

11. 	 Are there any obligations on companies for specific disclosures for investors 
knowledge in addition to all statutory obligations? 

Sec answers to questions 1 and 2 above. Schedule D of the Association's By-Laws on 
page 1566 under Part II, Section 1 (15) and Section 2 (14) on page 1567-3 requires an
issuer to make prompt disclosure to the public through the press of any material 
information that may affect the value of its securities or influence investors decisions. 
Prior to the release of such information, the NASD Market Surveillance Section must be 
notified. Issuers are also required to provide full and prompt responses to all requests
for information by the NASD. 

PRICING 

Note: An experienced investment banker should be consulted for answers to these 
points; however, the following responds, at least in part, to questions 4, 5 and 7. 

4. 	 Which are the agencies involved in determining the price? 

5. 	 What role does the exchange play in pricing of issue? 
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7. How does SEC monitor the prices? If it monitors, at what stage does it step in? 

Neither the NASD, the exchanges nor the SEC participate in establishing the price of 
securities to be distributed. This is done entirely as a result of negotiations between the 
underwriter and the issuer. It is unclear what is intended by question 7 concerning
monitoring of prices. All SRO's monitor the transactions in the aftermarket looking for 
instances of manipulation or insider trading or other violations; however, aside from 
these activities it has nothing to do with price. Anyone of these agencies could step in 
when it discerns or suspects something is amiss in respect to a security over which it has 
jurisdiction. Also, in connection with certain initial public offerings 3ubsequently to be 
listed on Nasdaq or included in the non-Nasdaq Bulletin Board, the NASD may question
the basis upon which the quotations were established but cannot mandate a change in the 
price. Quotations must be reasonably related to the market. It can institute action if 
manipulation is involved or the price is away from the market. 

In the secondary market, the NASD regulates the amount of a mark-up or commission 
a member may charge a customer for executing a transaction. This is known as the 5% 
or Mark-up Policy. See Rules for Fair Practice, Section 4 and Interpretation thereof, 
NASD Manual, commencing at page 2154. 

ISSUES - LAWS AND PRACTICES 

1. What are the different methods of public offer? 

The most prevalent methods of public offering are firm commitment and best efforts 
underwritings. Best efforts underwritings have several variations, such as, all or none 
(that is, all securities must be sold or the offering is rescinded), or a minimum amount 
is required to be sold for the offering to be consummated. If the minimum isn't 
achieved, the offering is rescinded. If the minimum is achieved, the underwriter uses 
its best efforts to sell the remainder. This isn't always accomplished. There can also 
be direct issuer distributions, dutch auctions, private offerings pursuant to Sections 144 
of the 33 Act Regulations, and Regulation 144A offerings, among others. The most 
pertinent for OTCEI's purpose are the firm commitment and best effoil'ts offerings. 

A firm commitment offering is the usual approach in the United States wherein an 
underwriter or co-underwriters (with a designated managing underwriter), assisted by a 
distribution syndicate (selling group) distributes the securities to the public. Pursuant to 
this method, on the offering date the underwriter purchases the securities from the issuer. 
At that point the underwriter owns the securities and it is at market risk until the 
distribution is completed. In most cases this is done almost immediately. The issuer is 
then paid the proceeds less the underwriters and distribution expenses. 

A best efforts underwriting has several variations as indicated above. Ii a best efforts 
offering the underwriter does not purchase the securities from the issuer; rather, it 
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merely 	uses its "best efforts" to sell the securities according to the procedures agreed 
upon. It, thus, has no market risk and gives the proceeds to the issuer less underwriting
and distribution expenses. In best efforts offerings the proceeds are required to be held 
in escrow for the benefit of the issuer until the deal is closed pursuant to SEC Rule 15 
c2-4 under the 34 Act. 

2. 	 What is the procedure/formality involved in public offer? 

See answer to number 1. 

3. 	 What are the steps involved in seeking listing on an exchange? 

As to Nasdaq and Nasdaq/NMS, an application for listing and a listing agreement
(Attachments 5 and 6) are required to be executed and filed with the NASD for approval
before listing can be effectuated. Listing will not be approved if the listing criteria 
referred to above are not met. 

4. 	 What are the pre-requisites specified by different exchanges for iting any 
company? 

See answer to question 3 under Company and Attachments 3 and 4. 

5. 	 What are pre issue and post isue responsibilities of various agencies involved in 
issue by a company? 

The SEC reviews all registration statements and prospectuses to insure that full disclosure 
of all material matters has been made. In this connection both the good and the bad must 
be stated and both sides of an issue discussed in most cases. The NASD is also involved 
prior to the offering in connection with the review for fairness of underwriting 
arrangements and compensation discussed above. 

After the issue has been disseminated the responsibilities of the SEC and the NASD, in 
addition to the exchanges, is to monitor aftermarket trading in the issue for instances of
manipulation, insider trading and sales practice abuses. These surveillance functions are 
performed at the NASD by automated surveillance of ie market by the Market 
Surveillance Department and by field examination of members' offices by the examining 
staff. 

6. 	 What is the process of allotment and refund? 

This apparently refers to the distribution methodology extant in India which does not 
exist in the United States. 

7. How does the exchange fix and monitor the norms, to ensure fairness mn allotments? 

It doesn't. 



-9

8. 	 What is the average time required to complete issue and allotment? 

The average time required to complete a distribution from effectiveness to completion
of the issue is usually the same day. The issuer is usually paid the proceeds within 5 
days. 

9. 	 What is the role of merchant bankers? 

The pure merchant banker does not exist in U.S. but most financial services firms,
including banks and broker/dealers, have active venture capital affiliates and engage in 
substantial merger and acquisition activity. 

10. 	 What is the average issie cost? 

The average issue cost of an equity offering of more than $15 million is usually from 6 
12% of the offering amount. 

11. 	 What are the compliances required on the part of the companies, both pre and post 
issue? 

The requirements for company's listed on Nasdaq or Nasdaq/NMS are contained in 
Schedule D of the NASD By-Laws and have been discussed above. 

INVESTORS 

1. 	 What aie the protections given to investors in case of transfer delays; refund loss;
rights loss; allotment letter loss; consolidation, subdivision; and interest, dividend 
payment loss under the various acts, regulations of the exchange and of any other 
agencies? 

I'm not sure what exactly is meant by transfer delays. It could be transfer to the 
customer of securities purchased, or the transfer of a customer account from one 
broker/dealer to another, or perhaps other things. Generally speaking, however, all over 
the counter secondary market transactions in securities between NASD members are 
subject to the provisions of the NASD's Uniform Practice Code, except certain categories
of securities not here pertinent and transactions in securities between members which are 
compared, cleared or settled through the facilities of a registered clearing agency. Thus, 
as to Nasdaq and Nasdaq/NMS securities transactions, the regulations of the clearing 
agency, in most cases the National Securities Clearing Corporation, would be applicable
and not the Uniform Practice Code because they are required to be so cleared. See 
Schedule D of NASD's By-Laws. As to all other transactions, the Uniform Practice 
Code applies. This Code has requirements concerning delivery dates, transactions in 
securities ex-dividends, ex-eights or ex-warrants, comparisons and confirmations, the 
delivery of securities, reclamation and rejection of securities, close-o[it and buy-in
procedures, and numerous other requirements including provisions covering erroneous 
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trades. All of these provisions are contained in the NASD Manual under the title of 
Uniform Practice Code commencing at page 3501. 

That part of this question relating to refund loss, rights loss and allotment letter loss
apparently relate to the distribution system in India and do not apply here. I am 
uncertain what it is meant by "consolidation, subdivision". 

As to interest and dividend payment loss, the NASD has an Arbitration Procedure which
is available to members of the public (and members when they have disputes with other
members). See Code of Arbitration Procedure, NASD Manual commencing on page
3701. 

In cases where improper member activity is discerned in connection with interest and
dividend payments, or any other activity of a member, a disciplinary complaint can be
filed by an investor and disciplinary action taken. However, most disciplinary actions
result from complaints filed by the Association. These actions may result from
complaints initially made 	 by investors or as a result of field examinations, Market
Surveillance Department reviews or activity of the NASD's Anti-Fraud Department of 
the Compliance Division. 

2. 	 How are the complaints attended to? How are the problems sorted out and claims 
settled? 

Initially, if customers have complaints they are generally made to the firm itself. In the
large percentage of the cases, a resolution is reached at the firm level and the SRO does 
not get involved. If however, it does get involved and a complaint is received, it is 
evaluated by regulatory personnel and depending of the nature thereof an investigation
is conducted to determine whether any violations of rules have occurred. If so, a
complaint is filed and disciplinary action is taken pursuant to the provisions of the
NASD's Code of Procedure. NASD Manual, commencing at page 3001. Irrespective
of whether a disciplinary complaint is filed, a "Submission" could be filed with the
NASD's Arbitration Department by a customer against a member, or a member against
another member. The referred to Code of Arbitration Procedure is then pursued. It is
possible to have a disciplinary proceeding and an arbitration proceeding ongoing at the 
same time though this does not often occur. 

3. 	 Are there separate grievance cells, arbitration mechanism available? 

Yes, as discussed above. In addition it should be noted that in each of the 14 District
Offices of the 	NASD, which offices are charged with the regulatory oversight of
members in their respective District, a Customer Complaint Section exists to which all
complaints from customers are referred for investigation. When disciplinary action is 
called 	for, it is taken pursuant to the Code of Procedure. 
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4. How does the SEC give cover to investors, in case of any misrepresentation by
company/issuer? 

In cases of misrepresentation by a company/issuer discovered prior to the distribution of 
an offering, the SEC would insist that it be corrected and that proper and full disclosure 
be made. Subsequent to the offering, if there are misrepresentions by the company/issuer
the SEC may institute action to halt trading of the issue and file a complaint seeking apreliminary injunction against the company from further misrepresentation. It also has
the authority to revoke the company's registration and has recently received authority to
impose fines up to stated amounts. See Attachment 7. 

SECURITIES 

1. 	 What are the different instruments, issue mechanisms and trading methods of these 
instruments? 

There are many different trading instruments in the U.S. However, the only instruments
traded on Nasdaq are common stock, preferred stock, convertible bonds, warrants and
American Depository Receipts. As zo Nasdaq, the trading mechanism is similar for al!
of them -- they need two market makers to be on the system and substantially all other
trading 	and the qualification rules contained in Schedule D of the By-Laws apply. The
issue mechanism is similar as to all in that a Registration Statement must be filed with 
the SEC and a Prospectus supplied to customers. 

2. 	 What are the qualifications/standards/basis for the classification and registration
requirements for different instruments? 

See Schedule D and discussions in response to various questions above. 

3. 	 What are the qualifications/standards/basis for the classification end registration
requirements for Nasdaq's International List and Nasdaq's national market 
securities? 

The qualifications for Nasdaq National Market Securities is discus.,A above. See also
Attachment 3. The reference to "international list", apparently refers to securities
qualified for inclusion in Nasdaq International. Technically that is not called the"international list". Nasdaq International commenced operation in January of this year.
Securities qualified for inclusion in Nasdaq International are any Nasdaq/NMS security,
any non-Canadian foreign security or ADR that is included in Nasdaq but not designated 
a Nasdaq/NMS security, and any equity security that is listed on a registered U.S. 
National securities exchange. 
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TECHNOLOGY & INFORMATION DISSENHNATION 

I. 	 What is the access time and the response time of the Nasdaq system under peak load 
conditions, average conditions, no load conditions? 

The Nasdaq system actually consists of a number of on-line transaction processing
systems with varying service level and response time requirements. Within this on-line
environment, all service levels and response times are specified in terms of peak
processing loads. In addition, users access all of the Nasdaq applications via a full
period private wire network in a connection-less manner. This means that terminal 
access is dedicated, with no dial-up or log-on connection establishment. 

The benchmark transaction for response time purposes is the Nasdaq security quotation
update. Its response time target under peak conditions is two seconds 90% of the time. 
Most requests for security quotation data are serviced at the desktop unit through a
distributed data base supplied by information broadcast by the host system. These 
requests are satisfied instantaneously even under peak loads. Other transactions generally
achieve two second response time, but certain complex transactions can take several 
seconds to complete under load. During average or lighter conditions, the response time 
for all 	transactions is generally under two seconds. 

2. 	 What are the peak, average, and no load volumes in terms of number of users,
number of transactions, extent of time usage. 

Because of the private wire nature of the network, the number of users tends to be stable 
over periods of time. At present, there are approximately 3,000 interactive terminal 
users. Various transactions, however, may be entered directly by a computer interface 
with members firms' in-house systems, so there are aspects of system volume that cannot 
be easily predicted from terminal populations. For this reason, together with the fact that
peak loads tend to occur in a consistent pattern, we determine system capacity in terms 
of the traffic associated with overali market volume. At present, daily market volume 
ranges 	between 150 and 200 million shares traded. This is easily handled by the system
which we believe can handle between 350 and 400 million shares traded per day,
depending upon the number of computer transactions involved. The maximum share 
volume handled by the system to date has been 327 million shares. 

The meaning of "extent of time usage" raised in the question is unclear thus it is not 
addressed. 
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3. 	 What are the hardware and software configuration of system and technical 
specifications? In case different modules operate under different environments, then 
what are the specifics of modules and environments? 

The Nasdaq quotation system operates on Unisys 1100/94. All other systems operate on 
Tandem equipment, in either the VLX or Cyclone configuration (the exception is Portal,
which is operated on Stratus equipment). The on-line systems are generally backed up
with a minimum of 75% of normal capacity at a second processing center 300 miles 
distant from the primary center. The network processors are Unisys DCP/40 and 
DCP/50 systems using the SDLC protocol to control subscriber terminals. 

4. 	 Do performance parameters depend on number of users logged on? Number of 
users actively using the system? Volume of data being transmitted/accessed?
Volume of transactions? Extent 	of use and type, i.e., query, deal report, etc.? 

As described above, performance is generally dependent on all of the factors mentioned. 

5. 	 How is the software and hardware integrated with the communications system and 
what are the technical features of the communications interface? 

The network is effectively a stand-alone element linking all subscriber terminals to all 
application hosts at both the primary and backup processing centers. Traffic may be
switched between primary and alternate hosts on a dynamic basis. There is, therefore, 
very little integration between application and network software. 

6. 	 What is the extent of the network? Is there a select user group of Nasdaq members 
and/or can they interact with other outsiders? 

The network serves approximately 3,000 terminal subscribers, of which under 300 are 
not NASD members. Non-members (Level 2 users) are restricted to viewing information 
only, and may not enter quotation updates or report transactions. Member firms receive 
full service through a single terminal, including quotation update, transaction reporting 
and order routing. 

7. 	 What are the various automated services available? What is the nature and how are 
they being conducted? 

The key Nasdaq services are listed below. All are provided on an on-line basis. 

Level 	3 Market maker services (quote update, transaction reporting, etc.) 

Level 	2 Interactive information (display only) 

SelectNet Order routing, screen negotiations, locked-in executions 
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SOES 3mall order automatic executioi against market maker quote 

ACT On-line trade comparison and confirmation (trade lock-in) 

TARS On-line trade uconciliation and correction system 

CAES Automated executions in exchange-listed stocks 

MFUND Mutual fund pricing service 

ACES Proprietary execution system 

Level 1
 
NQDS
 
NMTS 
 Broadcast services distributing informatioi, to market data vendors. This 

information is redistributed by vendors to approximately 200,000
terminals in 37 countries around the world. These services disseminate 
inside quotations in all securities in the Nasdaq system and transaction 
prices of all transactions executed in Nasdaq and Nasdaq NMS securities. 

8. 	 What are the other networks which a user of the Nasdaq network can access? 

Nasdaq terminal users can only access Nasdaq application hosts through the network. 
While on-line to Nasdaq, terminals are dedicated and may not be used for other 
purposes. However, a recent service enhancement allows subscribers to interconnect an 
in-house local area network (LAN) to a server acting as a Nasdaq network gateway.
This enables limited shared use of Nasdaq terminals. 

9. 	 flow does the Electronic Bulletin Board service operate with respect to quotation 
display, indication of interest by market makers? 

The OTCBB is a service similar to Nasdaq for display of quotations in a tier of issues 
that do not qualify for Nasdaq listing. The manner of quote update and display is 
dynamic and very similar to the comparable Nasdaq functions, with the exception that 
foreign issues may be updated only twice daily. 

10. 	 What are the international linkages of Nasdaq with other automated markets like 
SEAQ, SESDAQ, etc.? 

Nasdaq has operated a linkage for the exchange of quotation and trade data with the 
London Stock Exchange since April, 1986. In this linkage, Nasdaq transmits market 
maker quotes and transaction reports in the top 100 NMS issues and top 100 financial 
issues, along with all Nasdaq listed ADRs, to SEAQ for display on Topic terminals. The 
LSE similarly transmits data on the SEAQ International issues, stocks in the FT/SE 100 
index, and other UK domestic issues underlying ADRs Lraded in the US. Nasdaq nas 
also operated a one-way linkage with the Stock Exchange of Singapoire (SES) for display 
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of 35 Nasdaq issues of local trading interest in a reserved section on SESDAQ. At the 
end of the trading day in Nasdaq, the closing price and volume of the linkage securities 
is transmitted SES. At the 	end of the trading day in Singapore, equivalent information 
is transmitted back to Nasdaq. These are Nasdaq's only linkages at present. 

11. 	 What is the extent and nature of data stored in active memory which may be 
accessed without a need for retrieval of achieved data? 

If I interpret archived data to refer to unmounted volumes (i.e. tape reels or disk packs
not kept on-line at all times) then the answer is that no archived data are needed by the 
on-line system. All daily data are stored in active memory, but are retained in archive 
storage for record-keeping purposes and off-line processing. 

12. 	 What are the modes of nationwide networking and what are the equipment, circuits, 
etc.? 

Nasdaq operates a nationwide network of full period private lines connecting
approximately 3,000 terminals to application hosts in two processing centers. Network 
traffic is concentrated onto high capacity backbone circuits at six node locations around 
the country. A seventh node in London services users of the Nasdaq International 
service located there. Regional circuits linking terminals to network processors are
multi-drop, with 15 to 20 devices on an average line. Servers providing LAN access at 
subscriber sites are connected on a point-to-point basis, with the server emulating a 
multi-drop line of terminals to the network processor. Network processors poll each 
terminal on each line individually using the SDLC protocol. Data on the backbone 
network is carried under control of the Unisys Distributed Communication Architecture 
(DCA). The network itself is connected to application hosts through a local network at 
each processing center (HYPERchannel). 

13. 	 What are the advantages and disadvantages of different modes of networking and 
related equipment? 

The question is very open ended hence difficult to answer but it can be answered with 
respect to one important aspect, that of cost vs. security. A full period private network 
like Nasdaq's has the highest cost but offers the highest level of security, as outside 
access is by definition excluded. This, together with a complex protocol limiting the
potential for other forms of intrusion, makes the retwork essentially immune to the 
common forms of security violation such as hacking. Dial-up facilities could help
contain costs by allowing for more dynamic response to peak conditions through addition 
of capacity as needed. However, such networks are inherently less secure, and the cost 
of providing secu,-ty equivalent to that in a private network can be high. 
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14. How are upgrades of hardware and software to add terminals and provide faster 
response accomplished? 

We maintain an appropriate level of excess capacity in the system and network to 
accommodate peaks as well as routine expansion of service levels, e.g., adciition of new 
subscribers. System performance and capacity along with changing market conditions 
are monitored continually, and incremental hardware and software changes are made as 
needed to maintain required service levels. 

15. Surveillance - is it any equipment specific? 

On-line market surveillance is supported by a network of Sun servers and workstations 
running sophisticated monitoring applications that alert anaiysts to questionable market 
activity on real-time basis. 

16. What happens if different computer makes are integrated - advantages, 
disadvantages? 

Nasdaq at present integrates applications running on Unisys, Tandem, and Stratus 
equipment. Individual applications are restricted to one platfonm, but the terminal user 
sees a consistent interface to all platforms. The advantages are better vender
relationships through the competition that arises, along with a wider set of choices for 
implementation. Disadvantages include potentially higher costs in maintaining different 
platforms and staffs who might not be able to transfer their skills from system to system 
easily. 

17. Is the design of software different for trading of different instruments? 

In general, the answer is no, altl'3ugh there is not a wide variety of instruments traded 
on Nasdaq at present (the system is essentially an equity system with some debt in the 
form of convertible traded as equity). It is true, though, that trading support for options
and probably bonds could require a different general software design. 

18. What are the security aspects - intrusion, illegal use, etc.? 

The topology of the network together with its reliance on a complex control protocol
make intrusion and similar forms of disruption fairly unlikely. Since there is no dial-up 
access and only data are transmitted to the host syF"ns, there is no means for a virus 
or equivalent to enter the network. 

19. Are the standards recommended (by G-30, FIBV, etc.) observed and to what extent? 

The G-30 standards are concerned with improving the clearance and settlement processes.
The Nasdaq system is only indirectly involved with processing for clearance and 
settlement. Nasdaq execution systems such as SOES and SelectNet (by producing 
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locked-in trades), and comparison and reconciliation systems such as ACT and TARS,
definitely contribute to reducing risk and shortening the settlement cycle, and so are fully
consistent with the standards. 

20. 	 Is the users' end software uniform to all users? if not, is it audited and certified as 
fit to be used on the system or the network? 

Nasdaq terminal software is produced by Nasdaq and distributed to users through the 
network or via diskette for initial installations. 

21. 	 What are the different virus control measures? 

See answer to question 18. 

MARKET - METHODS OF OPERATION & MONITORING 

Note: Many of the questions in this section are answered by various attache documents 
entitled NASD Complance Checklist, DisciplinaryProcedures, An Introduction to the 
NASD and a newspaper article concerning the Market Surveillance Section entitled 
"Building Investor Confidcnce through Nasdaq Market Surveillance". The latter is very
pertinent to that function and is accurate in its description thereof. Reference to these 
documents will be made in answering questions in this section. They are enclosed as 
Attachments 8 through 11. 

1. 	 How Is the fiscal worthiness of a inember monito-ed? Net Business Exposure;
Transaction Limit; and Number of Coapanies. 

See ASD Compliance Checklist (Atachment 8), in particular Section 1, Finances and 
Operational. The NASD Compliance Checklist is written in the form of instructions to
members as to how to perform the respective functions and identifies what is required
from a regulatory standpoint. The format follows the scope of NASD field examinations 
of member's offices. These exams are performed pursuamt to procedures outlined in 
modular form by subject matter or activity. 

2. 	 What qualitative criteria are adopted in evaluation of the listing application? 

This is answered above in connection with standards for admission to listing. 

3. 	 When are listing applications rejected? 

Listing applications are rejected when minimum qualifications required by Schedule D 
and discussed above are not met. 
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4. How is trading halted if any news is disseminated? 

Trading halts are specifically covered in Schedule D, Part II, Section 5 commencing on 
page 1569 of the NASD Manual. MecP iically the halt is effectuated by a announcement 
being published throughout the market in a Nasdaq "NEWS frame". Authorization for 
reinstitution of trading is made by a similar notice to the market. Trading halts are 
imposed pending dissemination of material news believed to have a potential impact on 
the market and when it is determined that such is necessary in the public interest. In 
other words, when the news to be disseminated potentially could effect an investor's, or 
potential investor's, investment decision. 

5. How are orders matched and how does the small order execution system v jrk? 

See Attachment 12. See also SOES rules, NASD Manual commencing at page 2301. 

6. How does the limit order/stop loss instructions systems work? 

SOES accepts both market and limit orders for execution. In the case of a limit orders 
an order entry firm may enter good-till-canceled and good-till-date orders whenever the 
Nasdaq system is open. 

The Nasdaq system processes executable orders on a first-in, first-out basis. 

The system provides limit-order processing but not limit-order protection. When the 
market reaches or breaks a limit, SOES attempts to execute orders stored in the file. 
Because the file executes orders at the current inside market, it is possible that an 
execution may not occur for an eligible limit order. For example, if the file contains five 
orders to sell AAAA at 10 and the inside reaches or surpasses 10, SOES will attempt to 
execute all five orders at the inside quote. If the inside then falls to 9 3/4 and the file 
has executed only three of the five orders, the system will not execute the last two. In 
this case, the two orders remain on the limit-order file until the market reaches or breaks 
the limit again. If the inside had increased to 10 1/4 after the file executed three of the 
five orders, the system would have executed the last two orders at 10 1/4. 

The SOES Limit-Order File is periodically purged of aged orders based on the following: 

* Unexecuted day orders, purged at day's end. 
* Good-till-date orders, purged at the indicated day's end. 
0 Good-till-date orders, where the indicated date falls on weekend or holiday,

purged on the last business day preceding the expired date. 
* All good-till-canceled orders, purged every three to four months. The Nasdaq

NEWS frame will alert market makers o? an imminent purge. 
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7. Is surveillance done on line? If not, when and how? 

NASD surveillance mechanisms involve automated surveillance of the Nasdaq system by
the Market Surveillance Department and surveillance of members activities -- financial,
operational, sales practices etc. -- via periodic field examinations of members' offices. 

Market Surveillance is conducted on-line throughout the trading day. Where problems 
are discovered, follow-up investigations are conducted and, where appropriate,
disciplinary action is instituted or reference are made to the SEC. Off line surveillance 
procedures are also pursued. See attached article "Building Investor Confidence Through
Nasdaq Market Surveillance". Attachment 11. 

As to periodic field inspections, all members are examined pursuant to a predetermined
cycle which differs based upon the type of business engaged in by the member. For 
examination purposes, the membership is divided by type of business into 13 categories.
Generally, the frequency of the examination relates to the potential risk to the public
because of the type of business done. Members dealing with the public are examined at 
least once per year. An examination for "cause" could take place at any time as to any 
category of member. 

8. What are the methods of selecting members - criteria? 

Members are not selected by the NASD. They apply on their own initiative and are 
accepted or rejected depending upon whether they meet the qualification standards. In 
order for a broker/dealer to become a member of the NASD, it must first register as such 
with the SEC. This is a prerequisite to a membership. The qualifications for 
membership in the Association are contained in Article II of the NASD By-Laws
commencing on page 1101 of the NASD Manual. These provisions are further detailed 
in Schedule C to the By-Laws commencing on page 1531 of the NASD Manual. 
Detailed requirements for the registration of Principals commence on page 1533-3 of the 
N'i-D Manual and for the registration for Registered Representatives of members on 
page 1541 of the NASD Manutal. Principals are defined generally as any person actively
engaged in the management of a member's investment banking and securities business. 
See page 1534 of the NASD Manual, Schedule C, Part II, Section (b). There are various 
categories of registration as Principal and Representative. 

9. How is inventory monitoring done? 

Inventory monitoring is not specifically performed by the NASD. However, capital
adequacy is continuously monitored by way of monthly, quarterly and annual reports.
In connection therewith inventory is reviewed because of the potential impact on 
regulatory net capital. Inventory valuation takes into consideration market risk by
haircutting the value of securities in inventory thus reducing the amount of regulatory
capital available. In addition to filing with the NASD of the referenced monthly,
quarterly and annual reports, periodic examinations of members offices are conducted in 
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which review of capital adequacy is one of the primary considerations. This necessarily 
involves review of inventory and haircutting for net capital purposes. 

10. 	 How Is price monitoring done?
 

By the Market Surveillance Department as discussed above. See Attachment 11.
 

11. 	 How is volume monitoring done? 

By the Market Surveillance Department. Reports must be entered into the System for 
all transactions. See Attachment 11. 

12. 	 How is counter's monitoring done? 

See Attachment 11. 

13. 	 How is performance index evaluated and measured? 

I don't 	know precisely what is sought by this question. 

14. 	 What are the price limits - spread; opening-closing difference; and successive 
quotes? 

Maximum allowable spreads between the bid and ask are contained in Schedule D, of the 
NASD By-Laws, Part VI at page 1581. There are no limitations on the differences 
between the opening and closing quotations in the Nasdaq system. There are no 
limitations as to the price of successive quotations. 

15. 	 What are the methods of settlement? 

Transactions in Nasdaq and Nasdaq/NMS securities must be closed and settled through
the facilities of a registered clearing agency where clearing facilities are located within 
25 miles of the market maker, with certain variances. See Part VI, Section 7 of 
Schedule D of the NASD Manual at page 1583-3. Settlements at these agencies are on 
a continuous net settlement basis whereby purchases and sales by a member with another 
member are netted out at the end of the day and the net balance of cash or securities is 
either paid or delivered. Delivering of securities is by book entry at a depositary,
usually the Depository Trust Company. Clearance and settlement activities are governed
by the rules of the National Securities Clearing Corporation (NSCC) and other U.S. 
clearing corporations. NSCC is 1/3 owned by each of the NASD, NYSE and AMEX. 
Settlement in non-Nasdaq over the counter transactions are governed by NASD's 
Uniform Practice Code commencing on page 3501 of the NASD Manual with certain 
exceptions noted therein at Section 1. 
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16. How does the quotation system operate? (Time entered, depth of stock prices etc.) 

Attachment 13 Nasdaq: The Stock Marketfor the Next 100 Years describes the Nasdaq
system and its operation. See also Schedule D to the NASD By-Laws for the governing
rules. NASD Manual commencing on page 1561. 

17. How is the price justified by the market maker? 

The only justification the market maker must have for its prices is that they be reasonably
related to the prevailing market. Should it appear that a market maker's quotation - is 
no longer reasonably related to the prevailing market, the Association may require the
market maker to reenter its quotation. If it fails to do so, the NASD may suspend its 
quotations in that security or in all securities. Schedule D, Part VI Section 2(c), page
1581 of the NASD Manual. See also NASD Rules of Fair Practice, Section 5, page
2063. This "reasonably related" standard is very general and puts a great deal of 
discretion in the market maker but it necessarily takes into consideration the demand or
the lack thereof in the market, the quality of the market and other factors relating to 
market conditions. 

18. How do two counters interact? 

Market makers interact by telephone to negotiate deals which are consummated as a
result of these discussions. In the automatic execution systems, such as SOES, SelectNet 
and CAES, telephone interaction is not required. In SOES and CAES, orders entered 
are automatically executed at the inside price quoted in the system at that time up to the 
stated size. In the SelectNet system orders in excess of 1,000 shares can be negotiated 
over the system itseif with interaction between market makers being via the screen. 
Offers and counter offers can be made and a final deal arrived at. In each of these 
systems, the transaction is automatically reported, that is publicly disseminated, and sent 
to the NSCC for clearing and settlement. Transactions not executed over the automatic 
execution systems must be reported within 90 seconds of execution. 

19. How is prelisting trade carried out? 

Pre-listing trading is carried out over the telephone. The non-Nasdaq OTC Bulletin 
Board and the Pink Sheets carry quotations and indications of interest by broker/dealers
in non-Nasdaq listed securities. The Bulletin Board is available to all members 
participating in the Nasdaq system and can be accessed through Nasdaq facilities. 

20. How is sponsorship defined? Role and fuuctions of sponsor? 

"Sponsor" is not defined. While the term is sometimes used it does not have the same 
meaning in anthe United States as it does in India or at OTCEI where it connotes 
advisor to a company which is to make a public offering and carries with it the obligation
to make a market in the security for three years. However, the term "Sponsor" could 
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be likened to the role of an underwriter whose responsibility is to advise an issuer in
connection with a distribution, establish its price and to purchase and distribute securities 
to the public, or to participate in a "best efforts offering". 

An underwriter contracts with the issuer and, as a result of a due diligence investigation
by the underwriter and negotiations with the issuer arrives at the price to be charged for
the securities to be distributed. An underwriter, for business reasons and a desire to
have a continuing relationship with the Company, will usually make a market in the
security on an ongoing basis but it is not required to do so either by U.S. iaw or the
Nasdaq system. However, once a member has indicated its willingness to make a market
in the security in Nasdaq it must continue to do so unless it receives an excused
withdrawal by the NASD. If it does not receive an excused withdrawal and it
nevertheless withdraws, it is prohibited from re-entering as a market maker in that 
security for a period of 20 business days. Part VI of Schedule D contains all the
requirements applicable to Nasdaq market makers. Page 1580 of the NASD Manual et 
seq. Market makers in Bulletin Board securities may commence or cease market making 
at will. 

21. 	 What is expected of market making - compulsory, voluntary? Period minimum -
maximum? 

See answer to question 20. 

22. 	 Can market making be delegated - only function and/or the responsibility? 

The responsibilities of a market maker can not be delegated. However, Part VI of
Schedule D provides for the 	concept of "access market makers", that is a firm which
desires 	to make a market in a Nasdaq security on Nasdaq but does not subscribe to
Nasdaq Level 3 Service which is required in order to do so. Another market maker may
act on its behalf in the system. Such arrangements must be preapproved by the NASD 
and the Nasdaq screen must carry a symbol so indicating. The entering market maker
is responsible for all transactions entered as a result thereof but both are subject to and
responsible for compliance with the provisions of Schedule D. 

23. 	 What are the different types of agreement between market constituents? Agreement
with company; Agreements with member; Agreements with depository/registrar? 

An underwriter usually has an "agreement to underwrite" or "underwriting agreement"
with the issuer, an "agreement among underwriters" with the underwriting syndicate and 
a "selling group agreement" with selling group numbers. To clear and settle through a
clearing corporation, it must be a member thereof and have executed a membership
agreement and made a clearing deposit. It must also have an account with a depository
facility, normally the Depository Trust Company and have executed appropriate 
agreements with it. 
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24. 	 What are the infrastructure requiremens for maintaining counters in a particular 

way? 

The thrust of this question is unclear, however, the only rules relating to the activities 
of market makers in the Nasdaq system are contained Schedule D. Certain of these
provisions prohibit a member from allowing use of any of its computer terminals by
unauthorized persons, that is, persons that are not qualified employees of the market
maker. The public cannot be permitted access to market maker terminals. Schedule D,
Section 1(a); SOES Rules, Section b) D, page 2306 of NASD Manual. 

25. 	 What are the different fees payable by a company? What are the different fees 
payable by a member? What are the different fees payable by an investor? 

Nasdaq issuer fees are contained in Attachment 14. Fees payable by members are 
contained in Schedule A of the Associatiois By-Laws, commencing at page 1772 of the 
NASD Manual. The NASD does not impose fees on investors; rather, these fees are 
imposed by members in connection with transaction and other services rendered. 

26. What 	is the actual trading mechanism - movement of documents? 

Aside from the automatic computer system executions discussed above, transactions are 
executed over the telephone. Document movement is governed by SEC Rules, Clearing
Corporations rules and the NASD's Uniform Practice Code to the extent pertinent. 

27. 	 How market reacts to selling pressure? How market reacts to buying pressure?
 
How market reacts to panic situation?
 

Obviously, where selling pressure exists the market usually goes down. Where 	buying 
pressure exists the market usually goes up. Panic situations are usually characterized by
excessive volume in a down market. This puts great pressure on market participants in 
terms of their ability to consummate all transactions as well as the potential impact on 
their capital situation. Because their quotations are firm, a market maker is obligated to 
purchase at his published quotations with the result he will be accumulating inventory in 
a down market at decreasing pices. The result is that it would be developing an
inventory of increasing size that would not be valued at the price paid for it. The impact 
on capital that this would cause is obvious especially since in valuing inventory for 
capital purposes haircuts are applied to the market value. 

28. 	 Is modification in monitoring systems/method made quite often? 

I assume this relates to the surveillance system utilized by the Market Surveillance
Department. Modifications in the monitoring systems are not made very often. The 
NASD within the past two years installed a totally new, highly sophisticated system in
place of that which existed for several years. While there may be minor modifications 
made within the system from time to time, the system itself will not be 'changed. The 
NASD 	anticipates that its current system will be used for many years. Attachment 15 
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A through C contains the price and volume parameters that were utilized in the old 
system, and an overview of the operation of the market watch system at that time. 

:9. 	 How is manipulation by players to their benefit traced? 

It is traced by a combination of Market Surveillance review of price changes and volume 
activity as well as field investigations conducted by examiners. Identifying and proving
manipulation is a difficult and time consuming task and involves much follow-up and 
review of members' records and documentation of transactions. The NASD has an Anti-
Fraud Department in the Compliance Division which concentrates on this kind of 
violation. 

30. 	 Are there any surprise checks? 

Yes, all NASD examinations of firm's offices are unannounced irrespective of whether 
they are periodic or "for cause" examinations. 

31. 	 What are the signs of problems that occur generally in market? Unexplained change 
in price, volume; deviation from trend; lopsided index; and any others? 

The referenced article on the Market Surveillance system speaks to these issues. See 
Attachment 11. 

32. 	 How is the trend/pattern set and how does one identify the break from trend? 

The trend pattern is set pursuant to certain parameters built into the system. See 
Attachment 15. A break from a trend (price or volume) is automatically triggered
("kicked out") by the system pursuant to the trend pattern parameters. 

33. 	 How is the action point decided to initiate any investigations? 

If a "kick out" has occurred and the action is still unexplained after initial review, an 
investigation is pursued until such time as the action is either satisfactorily explained, or 
disciplinary action is instituted by the NASD, or a referral is made to the SEC. A 
referral is made to the SEC if there are participants in the violative scheme over which 
the NASD does not have jurisdiction. This almost always occurs in insider trading cases, 

34. 	 What are the different steps to control the market and in what circumstances are 
they useful? 

I don't know what the thrust of this question is other than perhaps a reference to the
"circuit breakers" which wcre instituted after the market break of 1987. A copy of the 
Circuit Breakers Guidelines adopted by the various marketplaces in the United States is 
attached (Attachment 16). The intent behind them is to give the market a pause, some 
breathing room, in times of market crises i.e., heavy selling volume resulting in steep 
price declines. 
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35. Are there any set models/methods of surveillance? 

If this refers to automated market surveillance, the NASD does have a model which it 
has built into its system; however, it is proprietary in nature. As to field examinations 
they are done pursuant to a modular system which spells out the areas to be examined 
by the examiners depending on the nature of the member's business activities. The
NASD is willing to give in depth instruction in the periodic modular system to whomever 
OTCEI sends to the US for training. It will also instruct in use of the Market 
Surveillance system and how to take follow-up action. 

36. 	 How are restrictions imposed and when? 

I don't 	know what kind of restrictions are referred to or upon whom. If it refers to
restrictions placed upon persons because of improper activity, this is done only after a 
formal complaint is filed, a hearing held and a determination made by a disciplinary
committee. See Disciplinary Guidelines, Attachment 9. 

37. What 	is the allowable deviation and how is it determined? 

I believe this refers to deviations from price or volume which causes a "kick out". 
Attachment 15 contains a list of price deviations utilized in the old Market Surveillance 
system. The new system is much more complicated, takes into consideration many
factors and is proprietary. 

38. 	 Explanation of the jargon used in trading. Front running; Up-tick; Circuit breaker; 
and Others. 

"Front running" usually means execution by a member for its own account with 
knowledge of an order pending in market, or withthe the order in hand. The 
broker/dealers, in effect, "runs in front" of that order with expectation of gain because 
of a price movement the order may cause when executed. 

Up-tick means an increase in price over the last sale, usually of 1/8 of a point. 

Circuit breakers as referred to in question 34 above and Attachment 16. 

39. 	 What are the awards for performance, if any? 

If this means awards by the market operator, the answer is none. Good performance by 
a securities firm will usually result in additional business and success, however. 

40. 	 What are the implications of being recognized investment exchange of the British 
Government/Any other foreign government? 

Nasdaq is qualified as a Recognized Overseas Investment Exchange (ROIA) iii the United 
Kingdom and is the only U.S. stock market so recognized. Being recognized as such 
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means 	that Nasdaq is authorized to do business therein. If it was not so authorized and
it was determined that it was conducting business in the UK it could be charged with 
failure 	to be properly authorized. This is 	a criminal offense in violation of the United 
Kingdom's Financial Services Act of 1986. Nasdaq was recognized as an ROIA in the 
U.K. in 1987 and it is still so recognized. It determined to seek recognition because of 
the agreement it entered into in 1987 with the London Stock Exchange to exchange
quotations in certain securities and to publish them over the system in the opposite
country. Future activity in the U.K. was anticipated at that time. This ultimately
resulted in Nasdaq International which commenced operations in the U.K. in January 
1992. 

The UK is the only country that recognizes foreign exchanges in the context described. 
Other countries have provisions for recognizing exchanges for securities listings purposes
(Japan), for investment purposes (Germany and the UK) and for certain tax
considerations (Canada). Nasdaq has been recognized for these purposes in these 
countries. 

REGULATORY MEASURES, PENALTIES 

1. 	 What are the various types of committees for the purpose of market control? 
Investor protection? Funds management? Arbitration? 

The NASD has a system of about 20 committees of experts in various subject areas of 
the securities business, i.e., trading, corporate financing, arbitration etc. They are
responsible for preparing regulations in their areas of expertise where abuses are found 
or improvements in operations are needed. 

As to 	 investor protection see Attachment 9 discussed above entitled Disciplinary 
Procedures. 

The NASD has no committee concerning funds management because it does not regulate
funds. (This assumes that the term "funds" means mutual funds or other kinds of 
investment funds.) It does regulate distribution of those funds. An Investment 
Companies Committee oversees this area. 

The National Arbitration Committee oversees the arbitration Membersarea. of this 
Committee are, for the most part, attorneys that have experience in arbitration 
proceedings as either plaintiffs or defendants counsel, academics, members of the 
securities industry and the public. It proposes appropriate rules for adoption by the 
Association's Board of Governors and approval by the SEC. 

2. 	 What is the nature of the Self-Regulatory Organization (SRO) and how do they 
operate? 

See Attachment 10, An Introductionto the NASD. See also Attachments 8 and 9. 
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3. 	 What are the different kinds of penalties? What are the different conditions when 
these penalties may be imposed? 

See Attachment 9, DisciplinaryProcedures, discussed above. 

4. 	 What are the mechanisms used to detect defaults, insider trading or any deviation 
from normal practice? 
Primarily Market Surveillance Department surveillance activities discussed above and 
follow-up investigations. 

5. 	 Who initiates actions and what actions are taken against the defaulters?
 

See Attachment 9, DisciplinaryProcedures,discussed above.
 

6. 	 What are th-e circumstances for a company to get delisted? 

Failure 	to maintain the "Maintenance requirements" of Schedule D as discussed above. 

7. 	 How does the SEC view insider trading and what are the actions taken to curb it? 
How is it defined? 

The SEC views insider trading as a very serious violation of the law and requirements
of the 	securities industry. It could result in imprisonment of perpetrators, significantfines and barring of the perpetrators from future involvement in the securities industry.
There is no statutory definition of insider trading but, generally speaking, it means taking
advantage of non-public material information by persons for their own or someone else's 
benefit. 

8. 	 What are the laws for insider trading, who can enforce them and how? 

Attached is an excerpt from a article on various securities subjects, Attachment 17, which 
discusses insider trading and would appear hlIpful in answer to questions 7 and 8. 

9. 	 How do stock exchanges curb the insider trading practice? 

By routinely engaging in automated market surveillance activities and follow-up
investigations and taking appropriate disciplinary action when it has jurisdiction, or by
making referrals to the SEC when it does not have jurisdiction. The SRO difficulty in
this area is that they don't have jurisdiction over all involved i.e., customers, banks, nonsecurities registered people. The SEC with its subpoena authority has the ability to reach
all involved. It has also entered into Agreements with numerous foreign countries to 
assist 	it in combatting this practice. 
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10. 	 What are the codes of conduct, business rules, etc.? 

The primary code of conduct of the NASD is contained in its By-Laws and its Rules of
Fair Practice, and formal Interpretations by the Assrciation's Board of Governors 
thereof. 

11. 	 What arz the disclosure requirements, reporting requirements by members for 
market operations with respect to shareholding, takeover intention and other cases? 

Pursuant to the Securities Exchange Act of 1934, Section 13(e) and regulations,
thereunder, when a person accumulates more than 5% of the securities of a company itmust make a public filing of such with the SEC within 10 days of acquisition.
Subsequent filings are also required if greater accumulations are made. Other filings byinsiders of companies are required by Section 16 of the Act in certain instances of
purchase and sale of their own company's securities. Other disclosure and reporting
requirements are discussed above. 

12. 	 How are market makers/dealers penalized/suspended scripwise and timewise? 

See DisciplinaryProcedures booklet, Attachment 9. 

13. 	 What is suspension in trading of scrips of any company imposed? 

Normally, in the case of Nasdaq, suspension of trading in a security is usually imposedwhen material news is pending dissemination. The suspension (called a "halt") is 
temporary i- nature. Announcement of the "halt" is made over a Nasdaq NEWS frames.
When a reasonable period of time has elapsed after dissemination in the media, currently
usually one half hour, trading is again commenced. 

Material news is information that would potentially affect the investment decision of an
investor or potential investor. The halt is imposed so, theoretically at least, investors and
potential investors have an opportunity to be informed of such and to take it into 
consideration in making their investment decisions. 

14. 	 How is the suspension renamed and trading restored? 

See answer to 13. Upon restoration of trading, a announcement is made in Nasdaq
NEWS frame. 

15. 	 What are the provisions for settlement of any dispute? 

Disciplinary cases can be settled by agreement of the parties (the respondent and the SRO 
or the SEC) to the imposition of appropriate penalties for the violation alleged. Specific
provisions of a settlement would relate to the facts of the case and the allegations made.
Many times a respondent in settlement of a case is permitted to state that it neither admits 
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nor denies the allegations, but agrees to the penalties imposed. In all such cases, 
findings of violation are made. 

Arbitration cases can also be settled. Similarly, the provisions of such would relate to 
the nature of the dispute and the wishes of' the parties. 

16. If the powers to penalize of various agencies overlap, which agency has the final say 
in the matter? 

Usually, the agency with primary jurisdiction processes the case. But if an SRO has
jurisdiction it can take action irrespective of whether action is being taken by another 
SRO or the SEC. 

17. What is the relation between Nasdaq and SEC? 

The NASD as a self-regulatory organization, and Nasdaq as a market place, areregistered with the SEC pursuant to the appropriate provisions of the Securities Exchange
Act of 1934. The SEC has total oversight over the NASD and other exchanges, all of
whom must file proposed rules and rule changes with the SEC for approval before they
become effective. As part of its statutory obligations the SEC oversights activities of the
NASD on a continuous basis and inspects its offices and appropriate departments on a
periodic basis. There is daily interaction between the NASD and the SEC. Often the
NASD conducts joint investigations with the SEC where concentrated violative activity
is suspected. 

18. How are the areas of operations and demarcated? 

By the Securities Exchange Act of 1934 and regulations thereunder. 

19. When do the rules of Nasdaq prevail over rules of the SEC and vice versa? 

The rules of the SEC always prevail over inconsistent rules of any of the self-regulatory 
organizations. 

20. What are the different cells for imposing the penalties and for monitoring their 
compliance? 

See DisciplinaryProceduresbook, Attachment 9. 
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NASD POLICY AND PROCEDURES:
 
EMPLOYEE GUIDELINES
 

Introduction 
The purpose of the Employee Guidelines is to codify the ethical principles which have 

and will continue to govern the conduct of employees of the National Association of Securities 
Dealers, Inc. ("NASD" or "Association"). They have been designed to assist the employee in 
avoiding situations which might result in actual or apparent misconduct or conflicts of interest. 
The Association always has and will continue to expect exceptionally high standards of 
honesty, integrity, impartiality and conduct from each of its employees. The publication of 
these Employee Guidelinesdoes not in any way represent a lack of confidence in the staff or 
their dedication to professionalism. Their purpose is simply to eliminate any ambiguities 
concerning the ethical standards to be observed by Association employees. 

Each new employee of the Association shall be given a copy of the Employee Guidelines 
by the Human Resources Department or by his or her supervisor. The employee's immediate 
supervisor shall review and fully discuss all applicable aspects of the Employee Guideline 
with the employee within the first few days of employment. Particular emphasis shall be given 
to the areas associated with the employee's job functions. 

The employee shall sign a Statement on Employee Guidelines (Attachment A) indicating 
that he has received, read, understands and agrees to comply with the Employee Guidelines.In 
addition, the employee will complete an Employee Account(s) Report Form (Attachment B) 
indicating any securities or commodities accounts beneficially owned or controlled by the 
employee or member of his immediate family, as defined in the Employee Guidelines.This 
form is required to be completed annually or whenever a new account is opened. 

Interpretations and Counseling 
These Employee Guidelinesare applicable to all employees of the Association. For 

purposes of the Employee Guidelines,an employee is defined as any individual who is 
employed by the NASD in a full-time, part-time or hourly capacity. The text has been written 
in the masculine gender to facilitate reading and understanding of the guidelines. However, any 
reference to "he," "him" or "his" should also be interpreted to mean "she," "her" or "hers." 
Although these Employee Guidelinesdescribe in considerable detail the ethical standards to be 
observed by Association employees, they do not, and indeed cannot, cover all of the possible 
or probable situations that may -.-rise. In any instance in which an interpretation of the 
Employee Guidelines is needed or in the event that questions arise as to areas not covered by 
these Employee Guidelines,the employee shall promptly seek the advice and counsel of the 
Division Executive Vice President. 

Any employee who believes that the application of any part of these Employee Guidelines 
w;ll result in undue hardship in a particular case may make a written statement to the Executive 
Vice President of his Division (through his District/Department Director, copied to Internal 
Review) setting out, in detail, the reasons for that belief and requesting a waiver. 
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Guidelines Concerning the 
Conduct of Employees of the National Association 

of Securities Dealers, Inc. 
Effective December 4, 1974
 
As amended October 1990
 

The Certificate of Incorporation of the National Association of Securities Dealers,
 
Inc., states that its objectives and purposes, among others, are:
 

1. 	 To promote through cooperative effort the investment banking and 
securities business, to standardize its principles and practices, to promote 
therein high standards of commercial honor, and to encourage and 
promote among members observance of federal and state securities laws; 
and, 

2. To adopt, administer and enforce rules of fair practices and rules to 
prevent fraudulent and manipulative acts and practices and, in general, to 
promote just and equitable principles of trade for the protection of 
investors. 

Thus, the underlying purposes of the Association recognize the need for strict 
adherence by its members to a code of ethics and conduct in order to bring about a high 
level of investor confidence and a continuation of those essential services required by our 
nation's capital-raising industries. A code of ethics and rules governing employee 
conduct is no less important. In fact, the rules pertaining to employees of a self-regulatory 
organization, such as the NASD, must go beyond those of the regulated in order that the 
integrity and credibility of the Association as well as its reputation for fair dealing is not 
compromised. 

More specifically, in view of the effect which the Association's actions frequently 
have upon the securities industry and the general public, it is important that employees 
maintain exceptionally high standards of honesty, integrity and impartiality in their 
conduct. It is also important that employees have a conscious awareness of the need to 
avoid situations which could result in actual misconduct, conflicts of interest or those 
most likely to raise an appearance of impropriety and to conduct themselves in their 
professional and personal relationships in a manner which commands the respect and 
confidence of both the securities industry and the public. 

Finally, the Association is cognizant of its responsibility to its employees and the 
need to provide a guide for them to follow. This is particularly evident for an 
inexperienced, unseasoned employee who could unwittingly or unknowingly commit an 
indiscretion and place his career in jeopardy. These Employee Guidelineshave been 
designed to prevent this from occurring and should be considered a help and not a 
hindrance in terms of an individual's activities. 

For these reasons, employees should at all times abide by the standards of conduct 
set forth hereafter. Many areas of activity are treated specifically, others generally, but a 
short rule that could apply to all situations and be of great bcaefit in resolving 
questionable activities irn an employee's mind is, "When in doubt, don't," or, at a 
minimum, ask your Department/District Director. 
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PART I 
General Rules and Regulations 

A. Employee Conduct 
No employee of the Association shall: 

I. 	 Act in any Association matter in respect to which there exists a personal 
interest without the prior submission of a request to the Department/District 
Director, who shall record the reasons for approval or disapproval inwriting 
and provide a copy to the Division Executive Vice President; 

2. 	 Engage directly or indirectly in any personal business transaction or private 
arrangement, including but not limited to securities transactions, for personal 
profit which accrues from or is based upon the employee's position, authority 
or upon confidential or other information not generally available to the 
public or that which the employee gains by reason of such position or 
authority; 

3. 	 Have direct or indirect personal, business or financial interests which conflict, 
or appear to conflict with the business, duties and responsibilities of the 
Association; 

4. 	 Act in any, manner in respect to the business of the Association, whether or not 
specifically prohibited, which might result in: 

a. 	 giving or accepting preferential treatment to or from any member or 
individual; 

b. 	 impeding the expeditious processing of Association actions; 
c. 	 losing independence, impartiality or objectivity; or, 
d. 	 affecting adversely the confidence of the mcmbers of the public in 

the integrity or credibility of the Association; 
5. 	 Act on behalf of the Association in any capacity in any matter that, to the 

employee's knowledge, affects even indirectly any member or person outside 
the NASD with whom the employee is seeking, discussing or entertaining an 
offer for future employment except with the approval of the Department/ 
District Director, who shall record the reasons for approval in writing and 
provide a copy to the Division Executive Vice President. 

6. 	 Engage incriminal, dishonest or any other conduct prejudicial to the 
Association; or 

7. 	 Engage directly or indirectly in any personal, business or financial transaction 
with a member or person associated with a member which is outside the scope 
of the customary business of the member without prior notification to the 
Department/District Director. 

B. Confidentiality of Information 
Due to the confidential nature of a large majority of the Association's business, it is 

extremely important that employees are cognizant of restrictions placed on disclosure of 
information. Inthis regard, no employee shall disclose to or discuss with any unauthorized 
person any information not generally available to the public unless prior approval is obtained 
from his immediate supervisor. 

1. 	 No employee may disclose non-public information concerning examinations, 
complaints, decisions, disciplinary action or economic data or other 
information contained on application forms on members or registered 
representatives except for those employees of the Association as may be 
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authorized by the President to disclose to the public in accordance with 
procedures established by the General Counsel's Office.' 

2. 	 The transmission of information within the Association itself shall be on a 
need-to-know basis. This is especially true in respect to examinations and 
investigations either in process or completed. Merely working for the 
Association does not automatically entitle employees to such information. 
Such requests for information by persons who obviously have no need for it in 
the daily performance of their jobs shall be reported immediately to the 
Department/District Director and if an impropriety is determined, thereafter to 
the Division Executive Vice President. 

3. Inquiries received from the news media shall be referred immediately to the 
NASD Corporate Communications Department, unless otherwise directed or 
required under the NASD's Media Relations Guidelines which became 
effective March 8, 1989. No one other than appropriate individuals in 
Corporate Communications or those individuals designated in the Media 
Relations Guidelines shall discuss Association business with the news media. 

4. 	 Any employee who is served with a subpoena or a legal pleading of any kind 
which relates to his employment with the Association and requires the 
employee's appearance or the disclosure of information or documents 
prepared and/or maintained by the Association shall immediately thereafter 
notify the General Counsel's Office and await instructions concerning
compliance therewith from that office. 

5. No employee shall testify in any proceeding in respect to securities or 
Association matters without prior notification to the Division Executive Vice 
President and subsequent approval of the General Counsel's Office. 

C. Outside or Private Employment and Other Activities 
1. 	 No employee shall have outside or private employment or affiliation, or 

engage in activities, incompatible with concurrent employment by the 
Association. Incompatible activities include, but are not limited to: 

a. employment or association with a registered broker-dealer, 
municipal securities broker or dealer, investment company or 
investment advisor; 

b. 	 outside employment which tends to impair the employee's mental 
or physical capabilities to perform his job duties with the 
Association in an acceptable manner; or, 

c. 	 legal, accounting, consulting, training or other activities regarding 
securities matters involving any broker-dealer, associated person or 
organization unless a waiver is granted pursuant to the provisions 
of paragraph C.3. below. 

2. 	 No employee shall engage in professional teaching, lecturing or writing
activities in respect to securities matters, with or without compensation, unless 
a waiver is granted pursuant to the provisions of paragraph C.3. below. Any
honoraria received in connection with such activity should be remitted to the 
Association. 

3. 	 The restrictions specified in paragraphs C.l.c. and C.2. may be waived by the 
Department/District Director or the Division Executive Vice President upon 

'See Resolution of the Board of Governors re: Release of Certain Information, dated May 1973, as amended 
September 1978 and January 1988 (Attachment C). 
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written request by the employee. Such a request shall include a full and 
complete description of the nature of the intended employment or other 
activity. including the teaching of courses, and a statement as to why it would 
not be inappropriate. 

4. 	 All employees shall notify their immediate supervisor of any contemplated 
outside temporary or part-time employment. 

5. 	 The employment by a registered broker-dealer, municipal securities broker or 
municipal securities dealer, investment company or investment advisor or 
employment directly or indirectly related to the issuance, sale or purchase of 
securities by a member of an employee's immediate family' shall be promptly 
reported to the employee's immediate supervisor. 

6. 	 No employee shall hold office in or be a director of any company without 
prior approval of the President of the Association unless such company is a 
not-for-profit partner,shiip or corr",i,- entity formed for athletic, civic, 
religious, political or social purposes. Requests for such approval shall be 
made in writing through the Department/District Director to the Division 
Executive Vice President. 

7. 	 If any employee is uncertain as to the application of these rules to a 
prospective employment situation or area of activity, before proceeding. he 
shall discuss such matters with his immediate supervisor who, in turn, shall 
apprise the Department/District Director of any situation which seemingly or 
actually conflicts with the requirements of this part. 

D. Gifts and Gratuities 
1. 	 The solicitation of gifts or gratuities of any kind is prohibited. 

2. 	 The acceptance by an employee or a member of his immediate family, either 
directly or indirectly, of any cash, securities or other valuable gifts, gratuity, 
favor, entertainment, loan, service or other item from any member, person 
associated with a member or any person with whom the Association transacts 
business is prohibited. 

3. 	 If there is no reasonable likelihood or appearance that the employee will be 
improperly influenced in the performance of his duties to the Association. the 
following do not constitute inappropriate gifts: 

a. 	 normal business courtesies (lunch, dinner, a golf game or sporting 
event) involving no more than ordinary amenities; 

b. 	 token non-cash gifts of nominal value which in most situations 
should not exceed $50. 

4. 	 All offers exceeding $50 in value or cumulative offers from a single party 
exceeding S50 in a year, whether accepted or rejected, must be recorded in a 
log maintained by the employee's supervisor. 

5. 	 The provisions of paragraph D do not apply: (a) when the circumstances make 
it clear and obvious that family relationships rather than the business of the 
persons concerned which are motivating factors; (b) when, on infrequent 
occasions, free food and refreshments of nominal value are offered in the 
ordinary course of a luncheon or dinner meeting or other meetings hosted by a 
regulatory or self-regulatory agency or any nationally recognized industry 

2 "Immediate family." for purposes of the Employee Guidelines, shall mean the employee's spouse, children, 

relatives or others living in the employee's immediate household to whose support the employee contributes. 
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group or organization where attendance is official and/or proper; (c) when 
unsolicited advertising or promotional material of nominal intrinsic value such 
as pens, pencils, note pads, calendars, etc. are offered; (d)when the 
employee's Department/District Director determines that an exception is 
warranted and appropriate in a particular situation and the Division Executive 
Vice President is appropriately notified; and, (e) when a Division Executive 
Vice President has specified inwriting any exceptions that apply to specific 
functions within his Division. 

E. Securities Transactions 
This section applies to all transactions effected by or on behalf of an employee. This
 

includes transactions for the accounts of other persons effected by the employee, directly or
 
indirectly, under a power of attorney or otherwise. In addition, an employee is considered to
 
have sufficient interest in the securities transactions of his spouse or unemancipated minor 
child3 or other member of his imme ate household to whose support the employee contributes 
so that transactions effected by or on behalf of such persons must be reported and are subject to 
all the terms of this section. 

1. 	 No employee or member of an employee's immediate family shall purchase or 
sell or recommend the purchase or sale of securities based on information, not 
generally available to the public, which is gained in the course of conducting 
Association business. 

2. 	 No employee or member of an employee's immediate family shall knowingly 
purchase or sell a security at a price or commission which is more favorable 
than the price or commission afforded a similarly situated member of the 
general public. 

3. 	 No employee or member of an employee's immediate family shall directly or 
indirectly: 

a. 	 purchase any security during its initial or secondary public offering 
or distribution or within 30 calendar days of its offering date. This 
does not preclude the purchase of unit investment trusts, redeem
able shares of registered investment companies, U.S. government 
securities, municipal debt ;nstruments or variable contracts; 

b. 	 purchase or maintain a beneficial interest in any broker-dealer, 
registered investment adviser or Association member through
ownership of securities or otherwise. An employee who wishes to 
purchase or maintain ownership of securities of a corporation
which has a broker-dealer or registered investment adviser 
subsidiary or affiliate should make a written request of his Division 
Executive Vice President through his Department/District Director 
which sets forth the reasons for making the investment; 

c. 	 knowingly purchase or maintain a beneficial interest through
ownership of securities or otherwise in any company with which 
the Association has a contract or a business relationship that 
represents a significant contribution to the business of such 
company. A list of such companies will be maintained by Internal 
Review and distributed periodically to all employees. Executive 
Vice Presidents will determine which companies should be 
restricted for employees of their respective divisions. 

3This section shall not apply to securities transactions of a legally separated spouse living apart from the employee,
including transactions for the benefit of a minor child, if the employee has no power to control and does not, in fact, 
advise or control with regard to such transactions. 
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d. 	 engage in excessive trading in any securities or commodities 
account; 

e. 	 purchase any low-priced security (selling under S3 per share) 
except with the intention of holding such security for bona fide 
investment defined for purposes of this section to be a period of six 
months or longer; 

f. 	 sell any security purchased pursuant to paragraph E.3.e. above if 
held for a period of less than six months without first discussing the 
reasons for said sale with his Department/District Director; or, 

g. 	 participate in any venture capital investments with a broker-dealer 
or associated person. 

4. 	 In order to monitor employee transactions the following procedures shall be 
followed: 

a. 	 no later than January 31 of each year each employee shall submit to 
the Department/District Director, who shall forward to the Division 
Executive Vice President, an "Employee Account Report Form" 
(Attachment B) which shall identify the existence of any securities 
and/or commodities account(s) as of January 1 that is owned by the 
employee, a member of his immediate family or in which a 
beneficial interest is maintained. In the event that a blind trust is 
maintained on behalf of an employee or member of his immediate 
family, the employee shall request the fiduciary handling the 
account to confirm the existence of such trust in writing to the 
employee's Department/District Director; 

b. 	 each employee shall report on an "Employee Account Report 
Form" the opening of any new securities or commodities account(s) 
specified in paragraph E.4.a. above to the Department/District 
Director or Division Executive Vice President within five business 
days; 

c. 	 duplicate confirmation of transactions and monthly or quarterly 
statements (depending upon the broker-dealer's practice) shall be 
furnished as to each account specified in paragraph E.4.a. above by 
the broker-dealer handling the account to the Department'District 
Directors; to the Internal Review Department for Division 
Executive, Senior and Vice Presidents and Department/District 
Directors; and to the Treasurer for the President, at the same time as 
sent to the employee. Notification to the broker-dealer of this 
requirement shall be made in conformity with Attachment D. These 
reporting requirements do not apply to confirmations or statements 
of accounts furnished by a registered investment company or its 
designated agent. Likewise, they do not pertain to blind trusts 
established on behalf of an employee or member of his immediate 
family; 

d. 	 prior approval shall be requested in writing by an employee and 
obtained of an employee's Division Executive Vice President for 
the following types of accounts: 

1. 	 securities options or derivative products and financial 
instruments; 

2. 	 commodities futures; 
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3. 	 commodities options; and, 

4. 	 margin. 

For an employee who desires to trade options, his request for approval should include a 
clear and concise explanation of the specific type of activity or strategy contemplated, the 
name of the broker-dealer to carry the account, the dollar amount to be committed to options 
trading, and an acknowledgment that, if this amount is dissipated, a subsequent request to 
continue dealing in options, specifying a new dollar commitment, will be submitted prior to the 
resumption of such trading. 

e. 	 The writing of "naked" options by employees of the Association is 
prohibited; 

f. 	 prior approval shall be requested and obtained of an employee's 
Division Executive Vice President in respect to any participation in 
a venture capital investment other than those specifically prohibited 
above; 

g. 	 all information concerning employees' accounts and transactions 
effected therein shall be maintained for two years on a confidential 
basis and secured to prevent access to such records by unauthorized 
personnel; and, 

h. 	 all records relating to employees' securities and commodities 
transactions shall be maintained as follows: by the Department/ 
District Director for all Department/District employees, respec
tively; by the Internal Review Department for all Executive, Senior 
and Vice Presidents and Department/District Directors; and by the 
Treasurer on behalf of the Chairman of the Management Compen
sation/Development Committee for the President. 

F. Other Matters 
1. Any employee assigned or otherwise working on matters in which he or a 

member of his immediate family has had past or current professional, personal 
or financial relationships shall promptly advise his immediate supervisor of 
such fact. 

2. 	 Any correspondence, personal or otherwise, by an employee to an individual 
or organization outside of the Association which directly or indirectly could 
render an appearance of establishing, amending or rescinding existing 
Association policies or procedures is prohibited unless prior authorization is 
received from the Division Executive Vice President. 

3. 	 Any additional guidelines for employee conduct initiated by a 
Department/District Director shall receive the approval of the Division 
Executive Vice President prior to implementation. 

4. 	 Any employee who obtains knowledge of possible violations of these 
Employee Guidelinesby another Association employee shall report such 
information to his immediate supervisor, who shall thereupon report such to 
his Department/District Director. 

5. 	 Al! matters of employee impropriety or alleged impropriety shall be promptly 
reported by the Department/District Director in writing to the Division 
Executive Vice President, who shall refer the matter to the Internal Review 
Department, if deemed appropriate. 

6. 	 All matters involving potential litigants must be referred to and discussed with 
the Office of the General Counsel before responding. 
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PART II 
Specific Rules and Regulations 

Due to the confidential nature of reports, financial data and other information received, 
produced or obtained by certain Departments of the Association and the District Offices, the 
following additional guidelines have been established to delineate the responsibilities and 
prohibitions relating to the employees of such Departments and District Offices. 

Compliance Division 
1. 	 No employee or member of an employee's immediate family shall open a 

securities account with any NASD broker-dealer that issubject to Tier I or 
Tier II financial or operational surveillance. This information isincorporated 
in the monthly Special Surveillance list prepared by Financial Responsibility. 
Additionally, with regard to Tier III firms, written approval must be obtained 
from the District Director prior to opening asecurities account with afirm 
whese main office iswithin the jurisdiction of that District which issubject to 
Tier III reporting. 

2. 	 Special care is to be exercised with regard to lunches, dinners and gifts and 
gratuities of any amount. All such offers must be rejected if known to be from 
firms or employees of firms: (a)which are subject to Tier I or II financial or 
operations surveillance; (b)whose self-liquidation isbeing monitored by the 
Association; and, (c)which are the subject of formal DBCC disciplinary 
proceedings. Careful consideration should be given to accepting any such 
offers from firms on other levels of closer-than-normal surveillance, especially
those which are experiencing potentially serious financial or operational 
problems. 

3. 	 In connection with Part I, paragraph D above, all offers of any kind, whether 
accepted or rejected, must be recorded in a"Gifts and Gratuities Log" (see 
Attachment E), which shall be maintained by each District and Department. 
Supervisors shall maintain these logs for their examiners; for all other 
District/Department personnel, these logs shall be maintained by the 
individual's immediate supervisor. All entries to the log shall be made 
promptly by the employee receiving the offer. In all cases, appropriate 
supervisory personnel are required to review the logs at least quarterly and to 
evidence such review in writing. District Directors and Department Heads also 
must review the logs at least quarterly and evidence the review in writing. 
Within 30 days following the end of the calendar year, District Directors and 
Department Heads shall forward copies of those logs to the Division Executive 
Vice President. All District, Deputy, Associate and Assistant Directors and 
Department Heads must submit their logs to the Executive Vice President, 
Compliance Division, by the 15th business day following the end of each 
calendar quarter. 

4. 	 Special care must be exercised by employees when discussing investigations, 
members, problem situations or other sensitive information in apublic place, 
such as a restaurant or elevator. As mentioned elsewhere in these guidelines, 
such discussions are prohibited entirely if there are individuals present who are 
not employed by the NASD. However, even when such discussions involve 
only NASD employees, employees must be extremely discreet to avoid 
confidential information inadvertently overheard by outsiders. 
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A. District Office and Anti-Fraud Personnel 
1 	 Examinations of members shall be performed on a surprise basis only except 

for bona fide reasons upon specific determination by the Department/District 
Director or his designee. 

2. 	 Without the authorization of the Department/District Director, who shall 
record his reasons for approval in writing, no employee shall knowingly 
participate in an examination of a member (or its clearing firm) in any case in 
which: 

a. 	 he or a member of his immediate family maintains or has an 
interest in any securities or commodities accounts with that 
member; 

b. 	 he or a member of his immediate family has now, or in the past 
three years had, any business relationship with that member or any 
employee thereof; 

c. 	 he has a close personal relaticnship with the member or any 
employee thereof; 

d. 	 such member clears for a member where the employee or a member 
of his immediate family maintains a securities or commodities 
account; 

e. 	 such member makes a market in the securities being held by the 
employee or a member of his immediate family; or 

f. 	 he or a member of his immediate family was employed within the 
preceding three years by that member. 

B. Majrket Surveillance Department 
1. 	 No empl lee in the Market Surveillance Department shall: 

a. 	 purchase any security except with the intention of holding such 
security for a period of six months or more; 

b. 	 conduct any review or investigation involving any security which is 
owned by him, or to his knowledge, by a member of his immediate 
family; 

c. 	 purchase, sell or recommend the purchase or sale of any security on 
the basis of non-public information or on the basis of information 
obtained in the course of conducting Market Surveillance business; 

d. 	 utilize market surveillance systems in a manner contrary to the 
regulatory and/or surveillance purposes for which they were 
designed; or, 

e. 	 disclose his individually assigned password to any other employee 
or outside person, directly or indirectly, nor grant access to any 
person not authorized to use the system. 

2. 	 Any decision on the part of any employee in the Market Surveillance 
Department to sell a security owned by him for a period of less than six 
months must be discussed in advance with the Department Vice President or 
Director. 

3. 	 No employee shall without prior approval disclose to or discuss with anyone 
outside of the Department any material non-public information that is not in 
,ccordance with the normal functions and responsibilities of his position. 
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Law and Regulatory Policy Division 
A. Advertising Department Personnel 

1. 	 Unless prior approval of the Department Director has been obtained. 
advertising and sales literature filed by a mutual fund underwriter shall not be 
reviewed or commented upon by any employee who owns shares of a fund 
distributed by that member. An exception is granted for the investment 
company currently managing the NASD Savings Plus Plan. 

2. 	 Advertising and sales literature filed by a member shall not be reviewed by 
any employee who maintains an account with the member or who has relatives 
employed by that member. 

3. 	 Advertising and sales literature, including research reports, regarding a 
specific security shall not be reviewed by personnel who own such security. 

B. Arbitration Department 
This section applies to employees of the Arbitration Department who may, in the course 

of conducting Association business, engage in activity which might result in actual or apparent 
misconduct or conflicts of interest. 

1. 	 Unless authorized by the Director, no employee shall: 

a. accept meals, gifts or gratuities from attorneys or other parties to a 
pending arbitration proceeding; 

b. disclose to third parties any information relative to pending or 
closed NASD arbitration matters, including but not limited to the 
names of arbitrators that are to be used in specific matters, that is 
outside the scope of that which is regular and necessary for the 
employee's position. 

c. act on behalf of the Association in any matter that affects even 
indirectly any member or entity outside the NASD that employs a 
member of the employee's immediate family; or, 

d. act on behalf of the Association in any matter that affects even 
indirectly any member or entity outside the NASD with which the 
employee was previously employed within the last two years. 

C. CorporateFinancing Department Personnel 
1. 	 No employee shall: 

a. 	 review all or a substantial portion of the public offerings filed for 
review by a specific member firm; or 

b. 	 make available to any unauthorized person information regarding a 
proposed public offering of a company's securities which is not 
public information available in the prospectus or other 
supp!emental sales literature or advertising material. 

2. 	 Any public offering filed for review shall not be reviewed or commented upon 
by personnel who own securities of the registrant or any sponsor or 
management company of the registrant. 

Marketing & Market Operations Division 
A. NASDAQ Qualifications 

1. 	 Use of Terminals and NASDAQ Data 

a. 	 Use of the NASDAQ terminals and the NASDAQ system 
regulatory reports is restricted to authorized personnel for 

Employee Guidelines
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official NASD business. 

b. 	 The regulatory reports and NASDAQ files shall be retained in a 
secure locationi and the terminals locked when not in use. 

Administration Division 
A. Membership Department 

1. 	 No employee shall disclose information concerning member firm 
examinations, complaints, decisions or disciplinary actions or information 
related to any unauthorized person, nor may information relating thereto on 
application forms of members or registered personnel be disclosed, except for 
those employees of the Department who have been authorized by the Division 
Executive Vice President through the Department Director to disclose to the 
public in accordance with procedures established by the General Counsel's 
Office, the following: 

a. 	 the names of those members with which a person who is or has 
been associated with a member has been employed and the dates of 
such employment(s); 

b. 	 all final disciplinary actions resulting in the imposition of a censure 
and/or monetary sanction and/or a suspension or expulsion upon tht 
member or person associated with the member taken by the 
Association or other self-regulatory organizations, the Securities 
and Exchange Commission or any other federal agency authorized 
to discipline broker-dealers, commodity brokers or investment 
advisers and state securities administrators or other duly authorized 
state agencies; and 

c. 	 all criminal convictions. 
2. 	 The NASD provides data processing services to the Federal Reserve Board 

and the Office of the Comptroller of the Currency. Such services involve the 
receipt, data capture and dissemination of information about the personal and 
professional qualifications of named individuals to act as municipal securities 
principals or representatives. This information is contained on Form MSD-4 
and/or MSD-5. No employee shall disclose information on these forms or 
computer printouts containing this information to any unauthorized persons. 

B. Qualifications Department 
1. 	 Except with the authorization of the Vice President, Qualifications or the 

Division Executive Vice President, and as provided in Part I B.1. hereof, no 
employee shall disclose the specific contents or provide hard copy of any 
qualification examination administered or graded by the Association to any 
unauthorized person. 

2. 	 The above paragraph does not apply to information supplied to any person 
regarding the general subject matter contents of examinations administered by 
the Association, which information is publicly available in study outlines or 
other training material published by the Association or other regulatory 
organizations for which the Association administers qualification 
examinations. 

3. 	 Except with the prior approval of the Vice President, Qualifications or the 
Division Executive Vice President, no employee shall attend classes of 
training schools which provide instructional guidance for member-firm 
employees preparing to take securities industry qualifications examinations. 

Employee Guidelines 
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Attachment A 

Statement on Employee Guidelines 

Name of Employee Position
 
Division/Department 
 Date of Employment 

I have read, understand and agree to comply with the requirements contained i., the Employee Guidelines,Part I 
and, if applicable, Part II, as amended. I further agree to promptly notify my supervisor of any situation coming
within the purview of these Employee Guidelinesand to provide appropriate written notice as required therein. 

Employee Signature Date 

Employee Guidelines 
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Attachment B 

CONFIDENTIAL 

Employee Account(s) Report Form 

This report is to be submitted by all employees on or before January 31st of each year and shall reflect existing accounts as of 
January Ist. It shall also be submitted within five days b' any newly hired emnploy'ee or whenever a new account is opened by any
employee. Such report shall cover all accounts (cash, margin, commodity) directly owned or controlled by the employee or member of 
his immediate family as defined in the Employee Guidelines. All accounts in which a beneficial interest is maintained shall also be 
reported. Forms may be obtained fromn the Human Resources Department or the Departnent/District Director. 

Name Division, Department or District 

Securities/Commodities Accounts Maintained: 

Position (If yes, provide details below) Yes No 

Exact Name Location of Relation to Type of Name of
 
Of Account Account Employee Account Broker-Dealer
 

Inconnection with this report, I have read, understand and agree to comply with the Association's requirements 
contained in the Employee Guidelinesdated December 4, 1974, as amended October 1990. The statements 
made in this report are true to the best of my knowledge and belief. 

Home Address City and State 

Signature Date 

Employee Guidelines 
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Attachment C 

Resolution Regarding Release
 
Of Certain Information
 

WHEREAS, it is the intent of the Board of Governors that certain information concerning (1) the disciplinary 
and employment histories and criminal records of persons associated with members and (2) the disciplinary
histories of members, all as set forth on the records of the Central Registration Depository system, be provided 
to the public, be it hereby 
RESOLVED, that such employees of the Association as may be authorized by th~e President may disclose to 
the public, in accordance with procedures to be established by the Association's Office of the General Counsel, 
the following information: 

(a) the names of those members with which a person who is or has been associated with a 
member has been employed and the dates of such employment(s); 

(b) all final disciplinary actions resulting in the imposition of a censure and/or monetary
sanction and/or a suspension or expulsion upon the member or person associated with the 
member taken by: 

(i) the Association or other self-regulatory organizations; 
(ii) the Securities and Exchange Commission, the Commodity Futures Trading

Commission, or any other federal agency authorized to discipline broker-dealers, 
commodity brokers, or investment advisers; and 

(iii) state securities administrators or other duly authorized state agencies; and 
(c) all criminal convictions. 

Employee Guidelines 
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Attachment D
 
Date:
 

Name of Member
 
Address
 

RE: Account No.
 

Name 

Address 

Dear Sir:
 
NASD policy requires that all employees arrange with their brokers to have copies of confirmations and
 
statements of account sent to the NASD at the same time as sent to the employee. In the case of the referenced
 
account, these copies should be stamped "personal" or "confidential" and sent to the attention of:
 

(Department/District Director or Internal Review Department) NASD 

(Street Address) 

(City, State, ZIP) 

Please acknowledge receipt of this request and signify your intention to comply with its requirements on the 
attached copy of this letter. In this regard, you are requested to forward such acknowledgment to the attention of 
the NASD official referenced above. Thank you for your cooperation. 

Very truly yours, 

(Signature of Employee) 

Enclosure 
cc: Mr./Ms. 

(Department/District Director or Internal Review Department) 
We acknowledge receipt of the above instructions and will comply. 

Firm Name: 

By: 

Employee Guidelines
19 



Attat.-ent E 

Gifts and Gratuities Log 

Date of Offer 
Or Acceptance 

Name of 
Employee(s)* 

Name of 
Offerer/Title 

Name of 
Firm 

Type of 
Offer, Gift, or

Gratuity 

Actual or 
Estimated 

Value 

Accepted 

Yes No 



0 ' 11/88Organiz",,on Chart
 
National Association of Securities Dealers, Inc.
 

NASDBoard of 
Governors 

Chief Executive S 'cetryl 

Adfritrbv nbadnMa rke ting aen Sysalem 

ComnitatnMarketc nor Autio matione 
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Compliance Division 

District Offices Market Surveillance 

Surveillance Financial Responsibility 

Anti-Fraud Automated Reports 

Advertising Regional Attorneys 



Summary of Financial Requirements
 
for Initial Listing 

Nasdaq Market 
Total Assets 
Total Stockholders Equity 
Registration under Section 12(g) of the Securities 

Exchange Act of 1934 or equivalent I 
Public Float (Shares) 2 

Market Value of Public Float 
Shareholders 
Minimum Bid Price 
Number of Market Makers 

1A temporary, automatic exemption exists for initial public offerings. 

$4 million 
$2 million 

Yes 
100,000 
$1 million 
300 
$3 
2 

Public float isdefined as shares that are not "held directly or indirectly by any officer or director of the issuer and by any person who isthe beneficial owner of 
more than 10 percent of the total shares outstanding .. . 

Nasdaq National Market 

Registration under Section 12(g) of the Securities 
Exchange Act of 1934 or equivalent 

Net Tangible Assets1 

Net income (in latest fiscal year or 2 of last 3 fiscal years) 
Pretax Income (in latest fiscal year or 2 of last 3 fiscal years) 
Public Float (Shares) 2 

Operating History 
Market Value of Float 
Minimum Bid 
Shareholders 

- if between 0.5 and 1million shares publicly held 
- if more than I million shares publicly held 
- if more than 0.5 million shares held and average 

daily volume in excess of 2,000 shares 
Number of Market Makers 

;Net Tangible Assets means total assets (excluding goodwill) minus total liabilities. 

Alternative 1 Alternative 2 

Yes Yes 
$4 million $12 million 
$400,000 N/A 
$750,000 N/A 
500,000 1 million 
N/A 3 years 
$3 million $15 million 
$5 $3 

800 N/A 
400 N/A 

400 N/A 
2 2 

Public float isdefined as shares that are not "held directly or indirectly by any office: or director of the issuer and by any person who isthe beneficial owner of 
more than 10 percent of the total shares outstanding.. 

)
 



COMPARISON OF LISTING CRITERIA 
NASDAQ NATIONAL MARKET, NYSE, AMEX, AMEX ECK, AND REGULAR NASDXQ 

Nasdaq 
National 
Market 
Alt. 1 

Nasdaq 
National 
Market 
Alt. 2 NYSE AMEX Alt. 1 AMEX Alt. 2 

ECK 
(Non-Nasdaq 
Companies) 

ECK 
(Companies 
Presently 
Traded 
in Nasdaq) 

Regular 
Nasdaq 

Total Assets N/A N/A N/A N/A N/A $4,000,000 4 $2,000,000 $4,000,000 

Net Tangible Assets $4,000,000 $12,000,000 $18,000,000 None None None None None 
Stockholders Equity See Footnote 1 None $4,000,000 $4,000,000 $2,000,000 $1,000,000 $2,000,000 
Public Float 500,000 1,000,000 1,100,000 500,000 500,000 250,000 4 250,000 100,C00 
Pre-Tax Income $750,000 None $2,500,000 2 $750,000 None None None None 

Net Income $400,000 None None None None None None None 
Shareholders 800/400 400 2,000 800/400 800/400 300 300 300 
Market Value of Float $3,000,000 $15,000,000 $18,000,000 $3,000,000 $15,000,000 None None $1,000,000 
Total Market Value N/A N/A N/A N/A N/A $2,500,000 $2,500,000 N/A 

Bid Pric- $5 $3 None $3 None $3 4 $1 5 $3 
Market Makers 2 2 N/A N/A N/A N/A N/A 2 
Operating History N/A 3 years N/A 3 years N/A None None None 

Net Tangible Assets shall mean total 
assets (excluding goodwill) minus total liabilities.
 

2 Pre-tax earnings of $2 million in each of preceding two years are also required.
 

The issuer has a minimum of 800 shareholders if 
the issuer has between 500,000 and 1 million shares publicly held, or a minimum of 400
shareholders if 
the issuer has either (i) over 1 million shares publicly held or (ii) over 500,000 shares publicly held and average daily trading
volume in 
excess of 2,000 shares per day for the six months preceding the date of application.
 

4 The ECM permits companies to list with $3 million in 
total assets and only a $2 price per share 
if the public float is 400,000 shares

and the total market capitalization is $10 million.
 

The ECM permits companies to list with a 
price of less than $1 per share if they have equity of $2 million.
 



Nasdaq Market Application
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Nasdaq Market Check List
 
PROCEDURE 

Submit application for 
inclusion. 

Submit entry fee payable to 
The National Association 
of Securities Dealers, Inc. 
An estimated entry fee will 
be calculated upon request. 

Submit copy of any 
amendments to 
registration statement. 

Notify Nasdaq of 
anticipated SEC approval 
of registration statement. 

File stabilization letter, if 
necessary, indicating
whether bid will be with or 
without penalty. 

Monitor Nasdaq News 
Screen for security additon 
and register as market 
maker. 

Notify both Nasdaq offices 
to release security for 
trading. 

Send three copies offinal 
registration statement or 
prospectus. 

RESPONSIBLE PARTY 

Issuer or Issuer's Counsel 
(Application must be 
signed by issuer and may 
not be submitted by 
Underwriter or 
Underwriter's Counsel.) 

Issuer or Issuer's Counsel 

Issuer or Issuer's Counsel 

Issuers Counsel or 
Underwriter 

Underwriter 

Underwriter 

Issuer or Issuer's Counsel 

Issuer or Issuer's Counsel 

TIMING 

Concurrent to filing of 
registration statement with 
SEC or other regulatory 
authority; no later than four 
weeks prior to anticipated 
effective date. 

Concurrent to filing 
application for inclusion. 

Concurrent to filing with 
SEC or other regulatory 
authority. 

At least three business days 
before the anticipated 
effective date of offering, 

At least three business days 
before the effective date of 
offering. 

Generally one business day 
before the anticipated 
trading date. 

On the effective date of the 
registration statement. 

Within five days after 
registration statement is 
declared effective. 

MAILING ADDRESS 

The Nasdaq Stock Market 
1735 KStreet, NW 
Washington, DC 
20006-1506 
Attn: Market Listing 
Qualifications 

The Nasdaq Stock Market 
1735 KStreet, NW 
Washington, DC 
20006-1506 
Attn: Market Listing 
Qualifications 

The Nasdaq Stock Market 
1735 K Street, NW 
Washington, DC 
20006-1506 
Attn: Market Listing 
Qualifications 

Telephone contact with 
Market Listing Analyst (see 
cover letter) 

The Nasdaq Stock Market 
Financial Center 
33 Whitehall Street 
New York, NY 10004 
Att: Nasdaq Operations(212) 858-4235 

N/A 

Telephone contact with 
Market Listing Analyst (see 
cover letter) and Nasdaq 
Operations in New York at 
(212) 858-4235 

The Nasdaq Stock Market 
1735 KStreet, NW 
Washington, DC 
20006-1506 
Attn: Market Listing
Qualifications 

92
 

FACSIMILE NUMBERS
 

Business Development (202) 728-8147 Market Listing Qualifications (202) 785-1804 
Nasdaq Operations (212) 509-5799 



Nasdaq Market Application for Initial Inclusion 

"artI 
A. General Corporate Lnformation: 

COMPLETE CORPORATE NAME 

ADDRESS OF PRINCIPAL EXECtrvE OFFICES 

TEIEPHONE 

STATE OF INCORPORATION DATE OF INCORPORATION 

I.R.S EMP OYER IDENMIAToN NUMBER SEC FILE NUMBER
 

STANDARD INDUSTRIAL CLASSIFICATION (SIC CODE
 

B.Corporate Contacts:
 
Please list the name and full title of individual(s) to be designated as corporate contact(s) in the following areas:
 

CHIEF EXEClVE OFFICER 

SENIOR FINANCIAL OFFIR 

INVESTOR RELATIONS OFFICE 

JTHER 

OTHER 

Please indicate where the add'ess for a designated contact person isdifferent than the address of principal executive offices. 

C. Investment Banker Contacts:
 
Please list the name, full title, firm name, address, and telephone number of the investment banker for applicant.
 

INVESTMENT BANKER 

TITLE 

FIRM NAME TELEPHONE 

ADDRESS 



Part II 
A. Security Information:
 

1.Issue(s) to be listed:
 
Security Class Issue Description*
 

*Include par or stated value, warrant expiration date, components ofunits, conversion ratio for American Depositary Receipts, face amount and interest 

rate on convertible debt, and other relevant information. 

2.List three (3) proposed trading symbols in order of preference: 
All choices must be composed of four alpha characters. 

3. Does the company have any class of common stock or equity security entitling the holder(s) to differential voting 
rights, dividend payments, or other preferences? 
( )Yes ( )No 

If "yes," please provide a complete description of preferences. 

4. Is this issue also listed on a stock exchange? 
()Yes ()No 

If "yes," identify the exchange(s). 

5.Is there an existing public market for the issue(s) covered by this application? 
()Yes ()No 

If "yes," please complete Part IIB and Part IIC. If"no," please complete the remainder of this section and Part II C. 

6. Method by which securities are being offered: 
()Initial Public Offering ()Exchange Offer 
()Secondary Offering ()Distribution 
()Merger ()Conversion 
()Reorganization ()Other (please specify): 

7.Type of offering: 
() Firm Commitment ()Best Efforts  all or none 
0 Best Efforts - minimum/maximum ()Other (please specify): 

8. Expected effective date of registration statement, if applicable: 

./ 



9. Expected closing date, if applicable: 

10. Number ofbusiness days required for delivery ofstock certificates to the members of the underwriting group for
Iisribution: 	  . If this schedule changes, please notify your Listing Analyst immediately.
 

11. 	Will the stock certificates contain any restrictive legends?
 
)Yes ()No
 

If "yes," please describe: 

12. Please indicate the number of beneficial shareholders expected after the offering: 

B. Seasoned Security Information: 

1.Please designate the appropriate registration category for each issue: 
(15(d) of '34 Act (I)nvestment Act of 1940
 
(12(b) 
 of'34 Act ()Other (please specify):
 
)12(g) of'34 Act
 

A copy of the appropriate document evidencing registration must accompany this application. 

2. Has the company filed a Form 10 registration statement, or equivalent document, within the past 12 months, for purposes of registering a class ofsecurities under section 12(g) ofthe '34 Act with the SEC or other appropriate
•egulatory authority?
 
,)Yes ( )No
 

If "yes," please provide a copy ofthe complete filing including any comments from the SEC or appropriate rtgulatory
authority and the company's responses thereto. 

3. Number of beneficial shareholders: _ Date:
 

Please attach confirmation from transfer agent, proxy solicitation firm, or other independent source.
 

C. CUSIP Number and Transfer Agent: 

1.Please list the CUSIP*number for each issue for which application isbeing made: 

Issue CUSIP Number 

*CUSIPService Bureau can be reached at (212) 208-8346. 

If CUSIP number(s) is (are) unavailable, has application been made to the CUSIP Service Bureau? 
)Yes ()No 



2.Please list the name and address of transfer agent: 

NAME 

ADDRESS 

3.For Amencan Depositary Retxipts (ADRs) list the name and address of Depositarv Bank: 

NAME 

ADDRESS 

Please indicate whether the ADR isissued on sponsored or unsponsored basis. 
( ) Sponsored ()Unsponsored 

Part III 
A. Other: 

The fact that an applicant may meet Nasdaq numerical guidelines does not necessarily mean that its application will 
be approved. In connection with the review of any application, the NASD reserves the right to request additional 
information or documentation, public or non-public, deemed necessary to make a determination regarding a 
security's initial inclusion, including, but not limited to any material provided for or received from the Securitie- and 
Exchange Commission or other appropriate regulatory authority. 

B.Corporate Affirmations: 

In consideration for the acceptance of_ COM____ _ _ _ _ _ _ sCOMPANY NAME 

application for listing on the Nasdaq Market, it hereby certifies: At the time of its inclusion it is in compliance with, 
and will continue to comply with, the requirements for inclusion in the Nasdaq Market as set forth in Schedule D of 
the NASD By-Laws; The company agrees to forward to Nasdaq three (3)copies of all reports and other information 
it isrequired to file with the Securities and Exchange Commission or other regulatory authorities; The company 
acknowledges and agrees to pay, in accordance with the prescribed terms, any and all fees associated with ks 
inclusion in the Nasdaq Market. 

I, ,as
NAME OF INDIVIDUAL TITLE 

of 
COMPANY NAME 

do hereby certify, to the best of my knowledge and belief, that the information contained in this application is 

true and correct as of , 19 - ,and that I have read and understand the conditions of this application. 

Signature of Corporate Officer TE DATE 

CORPORATE SEAL
 
(Opvanw)
 



Addendum: Nasdaq Market Application Amendment 
(This form to be filed by current Nasdaq listed company seeking to list an additional class of security(ies) on Nasdaq.) 

PartI
 
General Corporate Information: 

COMPLETE CORPORATE NAME 

ADDRESS OF PRINCIPAl. EXECUTIVE OFFICES 

TELEPHONE 

NASDAQ SYMBOL(S) 

Part II: 
A. Security Information: 

1. Issue(s) to be listed:
 
Security Class 
 Issue Description* 

*Include par or stated value, warrant expiration date, components of units, conversion ratio for American Depositary Receipts, face amount and interest rate 
on convertible debt, and other relevant information. 

2.Does the company have any class of common stock or equity security entitling the holder(s) to differential voting
rights, dividend payments, or other preferences? 
( ) Yes ( )No 

If "yes," please provide a complete description of preferences. 

3.Isthere an existing public market for the issue(s) covered by this application? 
( ) Yes ( )No 

If "yes," please complete Part IIBand Part IIC. If"no," please complete the remainder of this section and Part IIC. 

r\ 



4. Method by which securities are being offered: 
()Initial Pulqic Offering ( )Exchange Offer 
().Secondary Offering ( )Distribution 
()Merger ()Conversion 
()Reorganization ( )Other (please specify): 

5.Type of offering: 
() Firm Commitment ()Best Efforts  all or none 
() Best Efforts - minimum/maximum ()Other (please specify): 

6. Expected effective date of registration statement, if applicable: 

7.Expected closing date, if applicable: 

8. Number of business days required for delivery of stock certificates to the members of the underwriting group for 

adistribution: . If this schedule changes, please notify your Listing Analyst immediately. 

9.Will the stock certificates contain any restrictive legends? 
()Yes ( )No 

If "yes," please describe: 

10. Please indicate the estimated number of beneficial shareholders expected after the offering:
 

B.Seasoned Security Information:
 

1.Please designate the appropriate registration category for each issue:
 
()15(d) of '34 Act ()Investment Act of 1940
 
()12(b) of'34 Act ()Other (please specify):
 
(1 2(g)of'34 Act
 

A copy of the appropriate document evidencing registration must accompany this application. 

2.Has the company filed a Form 10 registration statement, or equivalent document, within the past 12 months, for 
purposes of registering a class of securities under section 12(g)of the '34 Act with the SEC or other appropriate 
regulatory authority? 
()Yes ( )No 

If "yes," please provide a copy of the complete filing including any comments from the SEC or appropriate regulatory 
authority and the companys responses thereto. 

3.Number of beneficial shareholders: - - Date: 

Please attach confirmation from transfer agent, proxy solicitation firm, or other independent source. 



C. CUSIP Number and Transfer Agent: 

1.Please list the CUSIP*number for each issue for which application isbeing made: 

isue CUSIP Number 

*CUSIP Service Bureau can be reached at (212) 208-8346. 

If CUSIP number(s) is(are) unavailable, has application been made to the CUSIP Service Bureau? 
()Yes ()No 

2. Please list the name and address of transfer agent: 

NAME 

AD.RE.S 

3. For American Depositary Receipts (ADRs) list the name and address ofDepositary Bank: 

NAME 

ADDRES 

Please indicate whether the ADR isissued on sponsored or unsponsored basis. 
. ) Sponsored ()Unsponsored 

Part III 
A. Other: 

The fact that an applicant may meet Nasdaq numerical guidelines does not necessarily mean that its application will 
be approved. In connection with the review of any application, the NASD reserves the right to request additional 
information or documentation, public or non-public, deemed necessary to make a determination regarding a securitys
initial inclusion, including, but not limited to any material provided for or received from the Securities and Exchange
Commission or other appropriate regulatory authority. 

B. Corporate Affirmations: 

In consideration for the acceptance of___ 
COMPANY NAME 

amendment to its previous application for listing on the Nasdaq Market, it hereby certifies: At the time of its inclusion 
it is in compliance with, and will continue to comply with, the requirements for inclusion in the Nasdaq Market as 
et forth in Schedule D of the NASD By-Laws; The company agrees to forward to Nasdaq three (3)copies ofall 
,eports and other information it is required to file with the Securities and Exchange Commission or other regulatory 



authorities; The company acknowledges and agrees to pay, in accordance with the prescribed terms, any and all fees 
associated with its inclusion in the Nasdaq Market. 

I, ,as 
NAME OF INDIVIDUAL ITLE 

of COMPANY NAME 

do hereby certify, to the best of my knowledge and belief, that the information contained in this application is 

true and correct as of ,19 ,and that I have read and understand the conditions of this application. 

Signature of Corporate Officer DATE 

CORPORATE SEAL 
ccF4"W) 



THE NASDAQ STOCK MARKET
 

1735 KSTREET,NW WASHINGTON, DC 2006-1506 (202) 728-8000
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Nasdaq National Market Check List
 

PROCEDURE 

Submit application for 
inclusion. Application 
includes three copies of 
registration statement. 

Submit two copies of 
registration statement with 
Nasdaq in New York 

Submit entry fee payable to 
The National Association of 
Securities Dealers, Inc. An 
estimated entry fee will be 
calculated by your Business 
Development Representative 
upon request. 

Submit three copies of any 
amendments to registration 
statement. 

Submit copy of Form 8-A 
that has been filed with the 
SEC. 

Submit copy of letter to 
SEC requesting that Form 
8-A effectiveness be acceler- 
ated to be simultaneous or 
concurrent with the 
effectiveness of the 1933 Act 
regulation statement. 
Inclusion of language such 
as-"or as soon as practicable 
thereafter" isnot acceptable. 

File commitment letter 
concurring with company's 
request for National Market 
designation on first day of 
Nasdaq trading and the rec-
ommended SOES Execution 
L'-vel (1,000, 500, or 200 
shares). 

RESPONSIBLE PARTY 

Issuer or Issuer's Counsel 
(Application must be signed 
by Issuer and may not be 
submitted by Underwriter or 
Underwriter's Counsel) 

Issuer or Issuer's Counsel 

Issuer or Issuers Counsel 

Issuer or Issuer's Counsel 

Issuer or Issuer's Counsel 

Issuer or Issuer's Counsel 

Underwriter 

TIMING 

Applications can be sub-
mitted at any time; pre- 
approvals can be issued on 
draft registration materials. 
Application should be made 
no later than four weeks 
prior to effective date. 

Concurrent to filing of 
application with Business 
Development in 
Washington, D.C. 

Concurrent to filing 
application for inclusion. 

Concurrent to filing with 
SEC or other regulatory 
authority. 

Concurrent to filing with 
SEC. 

Concurrent to filing with 
SEC. 

Concurrent with or 
following submission of 
Nasdaq National Market 
Application and Listing 
Agreement, but no later 
than 10 business days prior 
to first day of trading. 

MAILING ADDRESS 

The Nasdaq Stock Market
 
1735 KStreet, NW
 
Washington, DC
 
20006-1.506
 
Attn: Business Development 

The Nasdaq Stock Market 
Financial Center 
33 Whitehall Stkeet 
New York, NY 10004 
Attn: S. Brian Wilson 

The Nasdaq Stock Market 
1735 K Street, NW 
Washington, DC 
20006-1506 
Attn: Business Development 

The Nasdaq Stock Market 
1735 KStreet, NW 
Washington, DC 
20006-1506 
Attn: Business Development 

The Nasdaq Stock Market 
1735 KStreet, NW 
Washington, DC 
20006-1506 
Atm: Business Development 

The Nasdaq Stock Market 
1735 K Street, NW 
Washington, DC 
20006-1506 
Attn: Business Development 

The Nasdaq Stock Market 
1735 KStreet, NW 
Washington, DC 
20006-1506 
Atm: Business Development 



Nasdaq National Market Application for Initial Inclusion
 

'art I 
i .General Corporate Information: 

COMPLT CX)RPOPATE NALME 

ADDRESS OF PRINCIPAL EXECI.VE OFFILS 

TELEPHONE 

STATE OF INRP fON DATE OF INCORPORAT1ON 

I.R.S EMPLOYER IDMFICAoN NUMBER SEC FILE NUMBER
 

STANDARD INDUSTRIAL CLASSIFcAflON (SpC)CODE
 

B. Corporate Contacts:
 

Please list the name and full title of individual(s) to be designated as corporate contact(s) in the following areas:
 

CHIEF EXECJT1vE OFFICER 

SENIOR FINANCIAL OFFICER 

INVESTOR RELATIONS OFFICER 

FLER
 

OTHER 

Please indicate where the address for a designated contact person isdifferent than the address of principal executive offices. 

C. Investment Banker Contacts: 
Please list the name, full title, firm name, address, and telephone number of the investment bankers in the underwrit
ing group. 

INVESTMENT BANKER 

TITLE 

FIRM NAME TELEPHONE 

ADDRESS 

INVEMENT BANKER 

TITLE 

FIRM NAME 
TELEPHONE 

.DDRESS 

http:EXECI.VE


Part Il 
A. Security Information: 

1.Issue(s) to be listed:
 
Security Class Issue Description*
 

*Include par or stated value, warrant expiration date, conversion ratio for American Depositary Receipts, and other relevant information. 

2.List three (3)proposed trading symbols in order of preference:
 
All choices must be composed of four alpha characters. If already assigned a Nasdaq symbol, list that symbol first.
 

3.Does the company have any class ofcommon stock or equity security entitling the holder(s) to differential voting
 
rights, dividend payments, or other preferences?
 
( )Yes ( )No
 

If "yes," please provide a complete description of preferences. 

4. Isthis issue also listed on a stock exchange? 
( )Yes ( )No 

If "yes," identify the exchange(s). 

5.Isthere a xisting public market for the issue(s) covered by this application? 
()Yes ()No 

If "yes," please complete Part IIB and Part II C. If "no," please complete the remainder of this section and Part IIC. 

6. Method by which securities are being offered: 
()Initial Public Offering ()Exchange Offer 
()Secondary Offering ()Distribution 
()Merger ()Conversion 
()Reorganization ()Other (please specify): 

7.Type of offering: 
() Firm Commitment ()Best Efforts - all or none 
() Best Efforts - minimum/maximum ()Other (please specify): 

8.Expected effective date of registration statement, if applicable: 



9.Expected closing date, if applicable: 

10. Number ofbusiness days required for delivery of stock certificates to the members of the underwriting group for 
distribution: . Ifthis schedule changes please notify your Business Development Representative immediately. 

11. Will the stock certificates contain any restrictive legends?
 
( )Yes ( )No
 

If"yes," please describe: 

12. Please indicate the estimated number of beneficial shareholders expected after the offering: 

B. Seasoned Security Information: 

1.Please designate the appropriate registration category for each issue: 
(15(d) of'34 Act (I)nvestment Act of 1940
 
(12(b) of'34 Act 
 ()Other (please specify):
 
) 12 (g) of'34 Act
 

A copy of the appropriate document evidencing registration must accompany this application. 

2.Has the company filed a Form 10 registration statement, or equivalent document, within the past 12 months, for
 purposes ofregistering a class of securities wider section 12 (g) of the '34 Act with the SEC or other appropriate
 
regulatory authority?
 
( )Yes ( )No
 

If "yes," please provide a copy of the complete filing including any comments from the SEC or appropriate regulatory
authority and the company's responses thereto. 

C. CUSIP Number and Transfer Agent: 

1.Please list the CUSIP*number for each issue for which application isbeing made: 

Issue CUSIP Number 

*CUSIP Service Bureau can be reached at (212) 208.8346. 

If CUSIP number(s) is(are) unavailable, has application been made to the CUSIP Service Bureau? 
( )Yes ( ) No 

2. Please list the name and address of transfer agent: 

NAME 

ADDRESS 



3. For American Depositary Rezeipts (ADRs) list the name and address of Depositary Bank: 

NAME 

ADDRESS 

Please indicate whether the ADR isissued on sponsored or unsponsored basis. 
( ) Sponsored ()Unsponsored 

Part III 
A. Other: 

The fact that an applicant may meet Nasdaq numerical guidelines does not necessarily mean that its application will 
be approved. In connection with the review ofany application, the NASD reserves the right to request additiona! 
information or documentation, public or non-public, deemed necessary to make a determination regarding a security's 
initial inclusion, including, but not limited to any material provided for or received from the Securities and Exchange 
Commission or other appropriate regulatory authority. 

B. Corporate Affirmations: 

In consideration for the acceptance of__ __ __ __ __ __ __ __COMPANY NAME 

application for listing on the Nasdaq National Market, it hereby certifies: At the -timeof its inclusion it is in 
compliance with, and will continue to comply with, the requirements for inclusi on in the Nasdaq Market and the 
Nasdaq National Market as set forth in Schedule D of the NASD By-Laws; The company agrees to forward to Nasdaq 
three (3) copies of all reports and other information it isrequired to file with the Securities and Exchange 
Commission or other regulatory authorities; The company acknowledges and agrees to pay, in accordance with the 
prescribed terms, any and all fees associated with its inclusion in the Nasdaq Market, or the Nasdaq National Market. 

NAME OF INDIVIDUAL 
TTLuE 

of COMPANY NAME 

do hereby certify, to the best of my knowledge and belief, that the information contained in this application is true 

and correct as of ,19._-, and that I have read and understand the conditions of this application. 

Signature of Cc'porate Officer TII' DAT 

CORPORATE SEAL
 
(O~oa)
 



Addendum: Nasdaq National Market Application
 
Aanendment
 
'This form to be filed by current NMS issuers seeking to include an additional class of securities on the Nasdaq
Aational Market.) 

Part I 
General Corporate Information: 

COMPLETE CORPORATE NAME 

ADDRESS OF PRINCIPAL EXECUTIVE OFFES 

TELEPHONE 

NASDAQ SYMBOL(S) 

Part I1: 
A. Secutity Information: 

1.Issue(s) to be listed:
 
Security Class 
 Issue Description* 

*Include par or stated value, warrant expiration date, conversion ratio for American Depositary Receipts, and other relevant information. 

2.Does the company have any class of common stock or equity security entitling the holder(s) to differential voting
rights, dividend payments, or other preferences? 
( ) Yes ( )No 

If "yes," please provide a complete description of preferences. 

3.Isthere an existing public market for the issue(s) covered by this application? 
()Yes ()No 

If "yes," please complete Part IIBand Part IIC. If"no," please complete the remainder of this section and Part IIC. 



4. Method by which securities are being,,ffered:
 
()Initial Public Offering ()Exchange Offer
 
()Secondary Offering ()Distribution
 
()Merger ( Conversion
 
( Reorganization ()Other (please specify):
 

5.Type ofoffering: 
()Firm Commitment ()Best Efforts - all or none
 
()Best Efforts - minimum/maximum ()Other (please specify):
 

6.Expected cffective date ofregistration statement, ifapplicable: 

7.Expected closing date, if applicable: 

8.Number of business days required for delivery of stock certificates to the members of the underwriting group for 
distribution:_. If this schedule changes please notify your Business Development Representative
 
immediately.
 

9. Will the stock certificates contain any restrictive legends?
 
( )Yes ()No
 

If "yes," please describe: 

10. Please indicate the estimated number of beneficial shareholders expected after the offering: 

B.Seasoned Security Information: 

1.Please designate the appropriate registration category for each issue: 
(15(d) of'34 Act ()Investment Act of 1940 
(12(b) of'34 Act ( Other (please specify): 

1l2(g)of'34 Act 

A copy of the appropriate document evidencing registration must accompany this application. 

2.Has the company filed a Form 10 registration statement, or equivalent document, within the past 12 months, for 
purposes of registering a class ofsecurities under section 12(g)of the '34 Act with the SEC or other appropriate 
regulatory authority? 
( )Yes ( )No 

If "yes," please provide a copy of the complete filing including any comments from the SEC or appropriate regulatory
authority and the company's responses thereto. 

0A
 



_ _ _ __ _ _ _ _ 

C. CUSIP Number and Transfer Agent 

1.Please list the CUSIP*number for each issue for which application isbeing made: 
isue CUSIP Number 

*CUSIP Service Bureau can be reached at (212) 208-8346. 

If CUSIP number(s) is(are) unavailable, has application been made to the CUSIP Service Bureau? 
()Yes ()No 

2.Please list the name and address of transfer agent: 

NAME 

ADDRESS 

3. For American Depositary Receipts (ADRs) list the name and address of Depositary Bank: 

NAME 

ADDRESS 

'lease indicate whether the ADR is issued on sponsored or unsponsored basis.
 
, ) Sponsored ()Unsponsored
 

Part III 
A. Other: 

The fact that an applicant may meet Nasdaq numerical guidelines does not necessarily mean that its application will
be approved. In connection with the review of any application, the NASD reserves the right to request additional
information or documentation, public or non-public, deemed necessary to make a determination regarding a security's
initial inclusion, including, but not limited to any material provided for or received from the Securities and Exchange
Commission or other appropriate regulatory authority. 

B. Corporate Affirmations: 

In consideration for the acceptance of__ _ _ _ _
COMPANY NAME 

amendment to its previous application for listing on the Nasdaq National Market, it hereby certifies: At the time of its
inclusioi, it isin compliance with, and will continue to comply with, the requirements for inclusion in the Nasdaq

larket and the Nasdaq National Market as set forth in Schedule D of the NASD By-Laws; The company agrees to 



forward to Nasdaq three (3)copies ofall reports and other information it isrequired to file with the Securities and
Exchange Commission or other regulatory authorities; The company acknowledges and agrees to pay, in accordance
with the prescribed tenns, any and all fees associated with its inclusion in the Nasdaq Market or the Nasdaq National 
Market. 

1, NAME OF INDIVIDUAL 
Tas.L 

of 
COMPANY NAME 

do hereby certify, to the best of my knowledge and belief, that the information contained in this application istrue 
and correct as of_,19 ,and that Ihave read and understand the conditions of this application. 

Signature of Corporate Officer 
DATE 

CORPMRTE SEAL 
(OPtW) 



PROCEDURE RESPONSIBLE PARTY TIMING MAILING ADDRESS 
Nutify Nasdaq of anticipat- Issuer or Issuer's Counsel At least three business days Telephone contact with 

led SEC approval of 
.gistration statement. 

Underwriter before the anticipated 
effective date of offering. 

Business Develoiment 
Representative (see cover 
letter) 

File stabilization letter, if 
necessary, indicating 
whether bid will be with or 
without penalty. 

Monitor Nasdaq News 
Screen for security addition 
and register as market maker. 

Notify both Nasdaq offices 
to release security for trading. 

Send three copies offinal 
regisnation statement or 
prospectus. 

FACSIMILE NUMBERS 

Underwriter 

Underwriter 

Issuer or Issuer's Counsel 

Issuer or Issuer's Counsel 

At least three business days 
before the effective date of 
offering. 

Generally one business day 
before the anticipated 
trading date. 

On the effective date of the 
registration statement. 

Within five days after regis-
tration statement isdeclared 
effective. 

The Nasdaq Stock Market 
Financial Center 
33 Whitehall Street 
New York, NY 10004 
Attn: Nasdaq Operations 
(212)858-4235 

N/A 

Telephone contact with 
Business Development 
Representative (see cover 
letter) and Nasdaq 
Operations in New York at 
(212) 858-4235 

The Nasdaq Stock Market 
1735 K Street, NW 
Washington, DC 
20006-1506 
Attn: Market Listing 
Qualifications 

Business Development (202) 728-8147 Market Listing Qualifications (202) 785-1804 
Nasdaq Operations (212) 509-5799 Financial Center (212) 858-4087 

© October 1991, National Association of Securities Dealers, Inc. 
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Nasdaq National Market Listing Agreement 
'This form to be filed by issuers seeking initial inclusion or by current NMS issuers who have changed their name.) 

(the "Company") in consideration of 
the designation of its securities as Nasdaq National Market ("Nasdaq NMS") securities hereby agrees with the
 
National Association of Securities Dealers, Inc. (the NASD) that:
 

1.The Company certifies that itunderstands and agrees to abide by the eligibility criteria for Nasdaq NMS issuers 
contained in Part III of Schedule D of the NASD By-Laws. In particular, the Company agrees to comply with Part 
III, Section 5 as follows: 

(a) Nothing in this agreement shall be construed to require the Company to do any acts in contravention of law 
or in violation of any rule or regulation of any governmental authority, foreign or domestic, exercising jurisdiction 
over the Company. 
(b) The Company agrees to distribute to shareholders copies of an annual report and make available interim 
reports consistent with the provisions ofSchedule D. 
(c) The Company agrees that it shall maintain a minimum of two independent directors on its Board ofDirectors. 
(d)The Company agrees that itshall maintain an audit committee, amajority of the members of which are 
independent directors. 
(e) The Company shall hold an annual meeting ofshareholders and provide notice of such meeting to the NASD. 
(f) The Company shall specify in it ;By-Laws a quorum of not less than 33 1/3 percent of the outstanding voting
stock of the Company. 
(g)The Company shall solicit proxies and provide proxy statements for all meetings of shareholders and shall 
provide copies of such solicitation documents to the NASD. 
(h) The Company shall conduct an appropriate review of all related party transactions and shall utilize the 
Company's audit committee or a comparable body for the review of potential conflict-of-interest situations. 
(i) The Company shall obtain shareholder approval for transactions required by Schedule D. 
(j)The Company slkll not issue any class of securities or take any corporate action with the effect of nullifying,
restricting, or disparately reducing the per share voting rights of the holders of an outstanding class of common 
stock. 

2.The Company agrees that it shall notify the NASD of any corporate action or other event which shall cause the 
Company to cease to be in compliance with the Nasdaq NMS eligibility requirements within thirty (30) days of such 
act or event. 

3.The Company shall comply with such rules, policies, and procedures applicable to Nasdaq NMS issuers, including
those set forth in Paragraph 1 above, as they are now in effect and as they may be amended from time to time. 

4. The Company understands that the NASD may remove it, securities from Nasdaq NMS, pursuant to applicable
procedures, if it fails to meet requirements of Paragraphs 1-3, of this agreement, or other provisions of rules, policies, 
or procedures applicable to Nasdaq NMS issuers. 

5.The Company understands that if an exception to any of the provisions of this agreement has been granted by a 
committee of the NASD, such exception shall, during the time it is in effect, supercede any conflicting provision of 
this agreement. 



As an officer of the Company, Iam authorized to execute this agreement on the Company's behalf. 

SIGNATURE 

NAME 

TILE 

DATE 

CORPORATE SEAL
 
(Optknul)
 

Accepted at Washington, DC, National Association of Securities Dealers, Inc. 

SIGNATURE 

NAME 

TITLE 

DATE 

A countersigned copy of the Nasdaq National Market Listing Agreement isavailable to the issuer or the issuers counsel 
upon written request to David Compton, Associate Director of The Nasdaq Stock Market, Market Listing Qualifications, 

1735 KStreet, NW, Washington, DC, 20006-1506. 
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CONCLUSION 
Itis difficult to imagine issues confronting management any more significant

than those concerning the restructuring or reorganization of a troubled com
pany. Management must make these critical decisions at the intersection of slate 
corporate law, other state las regarding insolvency, and the Bankruptcy Code. 
Unfortunately, neither the Bankruptcy Code nar court decisions have produced 
a clear road map to guide this decision making process. Until such time as 
courts 0orlegislatures provide a uniform framework and standards, management
and their advisors must approach these issues with a new and perhaps entirely 
different perspective than that to which they are accustomed. 

Hardball! The SEC's New Arsenal of 
Enforcement Weapons 

B, Ralph C. Ferrara, IToas A. Ferragno* and I)ai .' Darland* 

INTRODUCTION 
The Securities Enforcement Remedies and Penny Stock Reform Act of 1990 

(Remedies Act or Act) significantly expands the entiurcement authority of the 
Securities and Exchange Commission (SEC or Commission). By enacting the 
legislation, Congress sought to address two perceived deficiencies in the Com
mission's existing enforcement authority: the Commission's limited enforcement 
alternatives often prevented it from seeking a remedy commensurate with the 
alleged violative conduct; and its two primary enforcement measures, injunc
tions and administrative proceedings against securities professionals, did not 
provide a sufficient level of deterrence. The Remedies Act addresses these 
limitations by providing the Commission with a broader range of enforcement 
remedies and by providing for the imposition of signilicant penalties. 

The Remedies Act amends the federal securities laws2 to authorize the 
Commission to (I) seek civil penalties for (a) violations of the securities statutes 
and rules and regulations thereunder, other than viol3tions involving insider 
trading, and (b) violations of cease-and-desist orders in federal district court; (2)
impose monetary penalties and enter orders requiring an accounting and 
disgorgement in administrative pr(-cedings against regulated entities such aii 
broker-dealers, investment advisers and their associated persons; (3) issue .c;ms.
and-desist orders against any person, and order respondents in such proceedings 

"Mr. Ferrara is a mcmber of the IDistrici or Cotumbia, New York, and Florida bars and a partnrr 
of Dehevoise & Plliniptnn in Washington, 1)C. lie served as General Counsel to the S-rurities and 
Exrhange (nnmission from 1978 In1981. 
**Mr. Frrrjiu s I ur of [nItheIf i t if (:i,lnhia liar mtid .iunsel toI)rlwvllio - & I iitlt,nn l tmlo 
in Washiloglon, l) . Ith.servel ;t(:hirl(:ounsel iothe )ivisiton lt Entiw enient lt tihe Sriul it-s
and Exchange (-intrm i,ion [rein 1n tl, 1989. 
*"Mr.Iarland is a member of the Virginia liar and at. associate of )€bevoise & I'linmaln in 
Washington, D.(:.

I. Pub. I. No. 101-429, 104 Stal. 931. 
2. The Securities Act of 1933 (Securities Att). 15 U.S.C A. § 77a-77aa (West 1981 & Suiuil

1991); the Securities Exchange Ati of 1934 (Exchange All). 1.5I.S.C.A.& Supp. 1991); ttte Ilnvestment (onm'luty if 78a-78ii (West 1981and Restated Stipulation of Settlement and Autherizing Mnodification of Debtors' Joint Stock Plan 8Oa-
Aliof 1940 (Investment (omlany Act). 15 ti S CAof Reorganization dated Dec. 29, 1989, as Amended). i g It,-52 (West 1981 & Suall 1991); the Invesmentt Advisers Acs t 1940 (InvesitnirttA.;..0, 1' -4 V(A AA lh1. I -tl 5. I')HttC I ,V ",,) & ,,,,,, '.'... 
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to account for and disgorge ill-gotten gains; (4) issue temporary cease-and-desist

orders against reglated entities; and (5) 
 seek orders from federal district courtsprohibiting persons from serving as officers and directors of reporting companies
ifthe person has violated certain antifraud provisions of the federal securities
laws and if the person's conduct demonstrates a lack of fitness,


*rhe expan.,ion of the Commission's enforcement powers may r. -.Ait in a
dramatic change in the dynamics of SEC enforcement practice. I listorically, the 

vast majority of SEC enforcement actions have been 
 settled. Because theRemedies Act authorizes the Commission to seek tougher sanctions, alleged
violators may decide to litigate rather than settle. Furthermore, the legislation is 

broadly drafted and 
some of the provisions raise questions that only litigationcan resolve. 

This Article analyzes the scope and coverage of the enforcement provisions 
added by Titles I-IV of the Remedies Act.' Additionally, this Article surveys the
enforcement remedies available to the Commission prior to the enactment of the
Remedies Act. 


BACKGROUND 	 B 
The enactment of the Remedies Act reflects Congres' view that a strong


enforcement program is essential to investor confidence in the integrity, fairness

and efficiency of the securities markets. For example, in 	 its report on theRemedies Act, the ilouse Committee on Energy and Commerce stated that "thelegislation is designed to enable the Commission to maintain an aggressive andcomprehensive program to 	 enforce the federal securities laws."4 Similarly,testifying in suppor of the Remedies Act,e the Chira n ofrte SEC emphasizedthat the Commission, over the years, has attempted to'maintain a presence in 

thattheComissin,hs atemped o'mintin apreencvertheyear,
each 5 	 inAdditionally,of 	the areas subjec toproblem areas. its jurisdiction, while fc.cusing upon particular iGiven the distinct nature of each problem area, the Chairman
noted that a range of available remedies would aid the Commission in achievingits goals of enforcing the federal securities laws.' 

In considering legislative proposals to strengthen the Commission's enforce-
ment program, Congress noted that 	

I 
the Commission's ability to continue itsaggressive enforcement of the federal securities laws has become strained during I 

3. Title V o the Remedies Act deals with penny stock reform. Although Title V added persons ,
involved in penny stock offerings to the list of persons subject to administrative proceedings, theremainder ofthe change 	 Iin Title V do not deal with Commiseon enforcement authority ani are no i 

addressed by this Article.

4. I.R.Rep. No. 616, 101st Cong., 2d Ses. 14 (1990) Ihereinafter Iouse Reporti .5. Written Testimony of Richard C. Breeden, Chairman, Securities and Exchange Com'mission,
Before the Subcommittee on Securities of the Committee on Banking, Housing and Urban AflairsConcerning S.647, The "Securities Law Enforcement Remedies Act of 1989," at 2 (Feb. t, 1990)Ihereinafter Breeden Testimonyl. In recent years, the Commission has focusedreporting violations and accounting fraud; 	

upon financial
insider trading; market manipulation; abuses in thepenny stock market; and violations of the standards governing market professionals. Id.6. Id. at 1-2. 

SEC's Enforcement Weapons 3! 
the past decade. 7 Congress observed that the number of securities professional
subject to the Commission's jurisdiction increased significantly in the 19 80s willthe rapid growth in the number of brokerage firms, investment advisers anii
investment companies.' Congress also noted the increasing internationalization
of the securities markets.' As a result, the SEC's investigations and enforcemesi.
actions had become more complex and required the expenditure of greater tinrpersonnel and money." At the same time, the Commission's resources available 
to detect and prosecute violations had only modestly increased."

As a result of these changes, Congress determined that the risk of detecio,had decreased and the poten'-al for gain had increased. According to the Senat, 
Report: 

Potential law violators have been lured by the prospects of enormot 
Potsn situ atos hre e r et by nclr eulatormh
profits, insituations where the risk of detection by financial regulator h,
 
appeared small. Recent years have witnessed the biggest insider tradiny
scandals in history, widespread incidences of fraudulent reporting 15 
financial institutions -nd other corporations, illegal activity in connection 
of illegal activitywith tender offers, billions of dollars of losses to small investors as a resultin the "penny slock" market, market manipulation andother illegal trading activity, and fraudulent and mislading disclosures i,
 
the sale of securities." 

Congress also considered the Commission's inability to obtain relief thaiadequately addressed the conduct involved in many enforcement actions.'3 
inabilty stemmed largely from 	

This 
the limitations of the Commission's existing
enforcement remedies. The Commission has viewed injunctions 
as both ineilti ,ive with respect to certain offenders and particularly onerous for others." 

while the Commission has expended considerable efforttina wh ile pofisin is injnce consisre edy 
in ohltaiing disgorgement of illegal proits in its injunctive actions,'o this remedy
n h 

wasviewed as inadequate because it merely required the wrongdoer to return IIc 
7. &-rS.Rel,. Nc,. 337. l01t (ong, 2d Sss. 2 (1990) lhercinafier Senate Reporil.
R. I heRnumler ofr10Isiered lroers and dtealrs increased from 6751 in 198rto 12.224 hy

.9RR. ITh(.tumir anied States Scuritire and ex(amer Cnission. Fcrmy-Sixh Anniuat 1 c.,il1)(1981) with Uniid States Srcurities and Exchange Commission, Fifty-Fourth Annual Re.,g
139 (1988). The number nf registered investment cnmpanies increased from 1507 in 1980 ItoIlISby 	 1988. United Siaies Securities and Exchange(1988). 	 (ommission Fifty-Fourth AnnualThe ntal number of regisiered investment advisers increased from 5680 in 19 Rerl ISOI80 it 14.464by 1988. Conspare United States Securities and Exi hange (Cnmmissinn, Forty-Sixth Annual Repor102 (1980) u',M United States Sesvrities and Exchange Commission, Filly-Fourth Annual Relx,rt 
140 (1988).

9. See Policy Slatemeni on Regulation of Inlernalinnal Securi~ies Markets, Securities AllRelease No. 6807, 11988-1989 Transfer Binderl Fed. Sec. I.. Rep. (CCII) 184,341 (Nov. 1988).
10. 	 Senate Report, bupra note 7, at 2.
II. See Breeden Testimony, supra note 5, at 2.
 
12 Senate Report. supra note 7.at 2

13. 	 S'e Itrcern' "'siinimny. siuftnote 5.at 10-I I. 
14 	 Id at 11
 

V.....
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benci, the illegal conduct and, thus, did not have a sulficient deterrent 

effect.' With respect to administrative proceedings, the SEC did not possess

adequate flexibility to deal with viulators of the securities laws.'7 In many
instances, including those involving egregious conduct by a brokerage firm or its
officials, the Commission was forced to refrain from imptising stiff sanctions 

S 

because a revocation or suspension ol a registration would have draconian 

consequences on innocent panics."8 


in cansidering various methods 
 it address the perceived deficiencies in the 
Commission's enforcement alternatives. Congiess reviewed the Commission's
exercise of its authority pursuant to the Insider Trading Sanctions Act of 1984 

(ITSA).t" ITSA authorized the Commission to seek civil penalties of up to three 

times the profii gained or loss avoided in connection with Exchange Act

vitlations involving insider trading "' 
The I louse Rrpor tinlldcl: 

rhe (ammntssiotn', experience with €tvist money ienalties in the insidertrading area a s n extremely iNtSilVe moT ( lthir- ilieves that
tadihion. . lt nhtisityneeded l teO . miei v in tlniticglitls 
areas as the Iraudulent sales techniques and pric manipulation of the aeas ast-k miche vil s of Inicial wrshipdisclo 
penny sokmarket, 

rue 
inc lud ing violations of betneficial" parking," and trading ownisltip disclosurevio lation s su ch as those that rulesoccu rred 
incluing "pmarking."eand tring. viltins shany hers th orre
during the mairket break of 1987. lBv iause many iii the ch~irges in the mostptnominrt secttities fraud c.tse of zr 1980'shave iivialvdlviolations
tither than Insider trading, ti. (:oiniissiui blicmcs that it needs the 
additional authiily contained in thi, lrgslation Ito itia k ilit" full range of 

fraudulent activity in the securities niarkcs.2'2 

The Report of tlhe National Cornmisitl tin Fraudulent Financial Reporting
(Treadway Commission Report), a private sector initiative sponsored by the
accaunting industry, plrovided another significant inlpetus to the enactment ofthe Remedies CommissionAcit. 2 2 In 1987, the grnadwa recommended that
the R25. 

16t The Senate Itinil %tatesthat the injuntaut h.s ren viewed t%., "'.,lla am thr wrist" dil
th.i disgurge ient impasecs penalty u.oni Jili"%no reat salAtur. Senate Rrlat. upra tex 7. at 617. See House o xat.(aipa 4, at .noica 1I 

18. Accnrding to SE C hairmnan Rihard Birededn. 

I'ox many laaits, a (-ensure provides retatavel1 Iltl deteriettar .taanst future violations.Foemanyr, it ten is impossible to revke the irnt's registtalti. ar even t suselnd itsHoevrarms tenlaaaily" without causingrvi- hardship t Ilt im'oea austomrs publicsrairtempors, and innotent e f theuployees. ommission htd ihe option of imposing

smnetary pernalty i ould appropriately s.tntiaCmisounduct 
 r thaing aenalty more severeitn a ata a the wrietaltat.iapuprrwhe tiat..a t a aesmamat ',,ua Ihayunwarrantedadsieas cun tiqueni.a 

Bacedi Testimony. supoa note S. at It. 
it. Pub. 1. No 98-376,98 Stat 1264 (1984). tr,"tHouse Report. ii,,. note 4. at 16-17; .Snate 

Relson. supra note 1. at 6-7 
211 . anJuinteat .Accn.-anying notes 11-42 
21 Ittaus. Reall ' ipruttote 4. at 16-17 
22 Sa- lhfus, R'iatari suau note 4. at 145. S1..%aieReport. s,.... isnoe 7.-11 7-8 :1 

Congress grant the SEC broader enforcement remedies in or. .o deter 
financial fraud. Included in the Treadway Commission Report were recommen
dations that the SEC request from Congress three additional enforcement 
powers to combat fraudulen: financial reporting: (1) authority to impose civil 
money penalties in administrative proceedings and to seek civil money penalties
in inlunctive proceedings (2) authority to issue cease-and-desist orders to 
prevent ongoing securities law violations; and (3) authorty to bar or suspend a 
securities law violator from serving as an ollicer or director Elf a l)uhlitly-held 
company.21 

Following the publication of the Treadway Commission Report, the SEC 
drafted proposed legislation designed to augment its enforcement powers. 24 The 
Commission submitted its first legislative proposal to (Congresson Srl)teml)r
28, 1988 (1988 Proposal)." The scope of the prolicsed legislation went far 

bcyond the Treadway Commission Report's financial fraud coicerns and in
cluded sancions for a wide range of violative conduct 2' Congress, however,adjourned Ibefore the )rolposal ciul 2hie calendared fi consideratmon 7 

The Commission submited a second legislative piaojsal on January 18,1989 (1989 Proposal).2 
1 The 1989 Proposal was substantially similar to theCommission's original proposol aild included provisions authorizing the Corn( o n s i n s o i i a r p s l a d i c u e r v s ~ s a t oi i g t ( : m 

mission to seek civil money penalties in actions brought in district courts and tomtssilamoepnlisindiitriv
imp nos m )MMng.Sicpnlissimilar honeypenaties in administrative prt-ceedirgso 9 Such penltifswere not to exceed the greater of $1((,00( for a natuial ersn 19.-550000 for 
any oher person, or the gross amount of pecunary gain Y The 1989 Proposal 

23. Senale Repr. supra nate 7, ai 
24 RaiiJks of Philip t.Lnhnirr. Ii , Commissioner. Untied Stait" .rilrs Ant Lx, h-Ange

Commission. lhe SE.(s New 'ouyrj Unde, the Securities Eninr,,'e.r R,'neihes and l'.a,-.tn,, ick 
Re,rm Alt ofJi9w. an Securities Fnfreameni and Penny Sint-k Reform Act of 19911..t 112. (l'i.1Corp. Law & Practice Courz tiandlxxak Series No 718, 19910)
 

Senate Reprit. supra nnte 7. at 4
 
26. Senate Reilort, 3upra n te 7, at 8. Remarks of Philip t.-Ahner. r. .upu nine 24. .at11227 SVe.,.SenAtr Report. upra note 7. at 4. Remarks,, tPhlihptqn ltier. Js . supea ramaae24 .at 113 

n.t 
28. Senate Report, supra note 7. a: 4, IHouse Report. upra notv 15. The, 4. at 1989 Proposal 

was submitted pursuant to I 3(c) of the Insider Trading and Securities Fraud Enforcement Act of 
1988 whih directed the Commission to submit "any rec'atnmendains the Comnnussion consders
appropriate with respect to the extension of the Commission's authority to seek civil penalties or
imrose admintstrative fines for violations other than linsider tradingl "Senate Repon, 1upa note 7.at 4 The 1989 Proposal was introduced in the Senate by Senators )odd and Heinz on March 17,1989 as S. 647 and introduced in the ilouse by Representative Dingell as It R 975 Belt.Legadata.. Ilslta,,ry",he Enrrterentt erneedste Act 5..cminar on the Enforcement Remedies and
Penny Sicxk Reform Act (P-It Law & Business Dec. 7. 1990)

29. Senate Report. supra note 7. at 4. Memorandum of the Securitirs and Excrhangr (:,onnis&ion in Support of the Securities Law Enforcement Remedies Act of 1989. at 1-2 Iterettaaltcr
Memorandum of Securities and Exchange C(ammission il The only notable substantive difference 
between the 1988 Propsosal and the 1989 Proposal was the dcletan f Cimnistio atatainy to 
imnlxse fines an sell-regulatory 4atgattizitions found in violailn if tthe federal swtaitie. laws in 
troteedings undri 1 19(h) af the txchange Ata See ad at 2 at 3 

10 Meinotandun ot Securtirs and lxrhatnge Conia'%%iia, tUpiu nite 20 K.st 
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also sour,it explicit authority for courts to bar or suspend an individual from 
serving as an oflicer or director of any reporting company if the individual was 
found to have violated .iny provision, rule o- regulation of the federal securities 
laws.' 

Specifically, the Commission sought to enhance its administrative jurisdiction 
by amending section 15,('X4) of the Exthange Act, which authorizcd the 
Commission to enter orders requiring persons subjet, to certain reporting and 
proxy provisions to comply with such provisions.'2 The 1989 Proposal would 
have amended sertion 15( ')4) in three ,ig.,ific-ant respects. First, the 1989 
Proposal added s(ction 16a)" to the list ol lirovisions that may Ie addressed in 
section 15(cX4) procreedings." Second, the proposal provided for the imposition 
of money penalies in se-tion I5(cX4) procredings.35 Finally, the 1989 Proposal 
authorized the Commission to enter orders permanently or temporarily barring 
any individual who violated the federal secriteies laws from serving as an officer 
or director of a reportinig company.3 ' 

"lie iarulos-d ainritdniit auihorizitig aottlts or lite(tilttnissi in itoissue 
orders lbarring individu.tls ftom serving isolli'ers or directors of re1"porting 
companies raised concerns within the legal and business communities." The 
1989 ABA Section Coment Letter expressed concern that the bar provisions 
would constitute an unwarranted intrusion ly the federal government into state 
corporate law and shasrholder rights." Th. leitr further criticized theprovi-

sions because they ixritied the entry of atl aIllier ir director bar order based 
upon a violation of an% provision of the ,%scurlltes laws rather than only the 
saicinter-ha.1c d vilt.uions ' lei riermoite, tle Its isiuts did not a iexusrc(a1 urt" 
between the violation and an individual's iltness to serve as an ofliver or 
director "' 

On February 1, 1990, the Securities Subcommittee of the Senate Committee 
on Banking, Housing. and Urban Affairs hell hearings on the 1989 Proposal. 
At the hearings, SEC Chairman Richrd Brcrdcn proposed several substantial 

31 .'ea.I at15 
w n g tiJ or1Pa text ]3 / -5143.12 .-**;c'-"ii cauix notes.,. i cI50-545 I iC allst~llt~ll~il) 

33 Section 16(a) of the Excthange Act imlse% jik I-tiership reporting rrloliments on 
olticm. diretIorsand holdersoj mnore than 10%ofa See 15class of securities. LSCA 178p(Wes 

3481 

34. Memorandum of ike securaies and Exchange Commission. nopra node 29, at It,
35 Id Ait. 
36. Id. at 15. 
37. See, e.g., Cocnmenis of SubLommi t e on SE(" Practice and Enforcement Matiers of the 

Federal Regulation of Securities iommittec, Sr iiof1auaBusiness Law ii! tie Anaraican Bar 
Assaiation tothe Itoii.eblr Joaa I) I)ingell. Chairmlan. C,-inmittee on Energy antit-mmercr of 
the United Stairs HIose cI Representatives. at 10-21 (Aug 24, 1989) Ihereinafier 1989 ABA 
Section Comment Lesterl. Witeen Statement of Gary G. Lvnsh. Before the Srcurities Sabcommil-
iceof the Senate Banking. lioustng and Urban Affairs Committee Regarding the -Seeuritis 
Enforcemcnt Remedies Act of 1989." at 2-3 (Feb I, 19))0 ) 

r l'1 1989 ABA Sc-imi COmntirn ter, sup~ra ,t1 9_11..i , 
40 Sed A7. 11 

modifications to the 1989 Proposal." The Commission's revised prop. .. (1990 
Proposal) requested certain authority that was not sought in the 1989 Proposal
and eliminated or moldified other 1989 Proposal retqtuests for enforcement 
authority. 

First, and most significantly, ic-e Commission requested authority to issue 
cease-and-desist orders.' Second, tileConunissiun rcqucsted authority to order 
accountings and disgorgements in administrative proceedings against regulated 
enttes and in case-and-desist prceedings." Third, tie Commission requested 
that in actions to enforce cease-and-desist orders issued for the failure to life 
timely reports pursuant to section 16(a) of the Exchange Act, #.ourtsbe required 
to impose a mandatory, minimum daily fine of 5100." Fourth, the Commission 
requested an amendment to the Federal Ctiminal Codc povidtlttig the Coninis
sion with greater access to grand jury information relating to pIctential securities 
law violations.'I 

In light ol its piolxisal for cease-and-desist authot it., the (:ommission deter
mittted that l amendmit'is ti s lion 15(i )(4) wer. unnecessary -46the imsd 
The Commission also proloscd littitttg at(out's atthlrnty to bar or suspend 
individuals front serving as ollicers or directors of reporting companies :o certain 
"scienter-hased fraud provisions, spetiially section 17 (a)(I) of the Securities 
Act and sction I(Xb) of the Exi.hange A(t and the rules thereunder. 47 

A number of titrcsted parties, inhiding inithe s of tite securities bar, 
participants in the securities industi) , and members of the corporate commu
nity, either testified before Congress or submitted cotttlnicis.'M Although most of 
tite witnesses atd ilnlntitentalors stp1itictd tile goals aif the legislation, many 

41. Senatc Repoii. supra not 7.at 4 l)uieng questioning, (:hairman Breeden also sated thai 
the Commission would noaio ttpl sirong if(:ningress A "tiering" process inwhichwere to imp,,sedifferent levels of egic-gious, conduct weir uLhlcitnodifferent maxionumni oney penalties SEe."/,r 

dirTesnt ieirisIuantit Ctea i,itret 22Tmets,u. ',Rep, & 1.Rep (BNA)No 

5. at 155. 156 (Fel .2. 1990) 
42. B reeden T"srm imi y. sup ra note 5. i 4 

id.
 

44. Id.
 

45. Id. at 5. At the time ih Commission crnsidered modalrataiotr tothe 1989 Proposal, there 
were two varanies o iiite Co tred . gainst requesting (cease-Commissin ni sionr Fleisinian 
and-desis authority and judicial authority to disclose grand jury information; only two Commis
sinners voted in favor ,4 these two provisions V;e Oimments of Subrosnmee on SEC Practoac and 
En!orcement Matters u the Fedcral Regultinu of Securities (uommuttec,Sction of Business Law
of the American Bar Association, to the Ilonorale Donald W. Rirgle, Chairman, Senate Commit
tee on Banking. Housing and Urban Affairs, at 4 n 3 (May 18. 1990) Ihcreinafter 1990 ABA 
Section Comment Letterl. 

46. Breeden Testimony. aupra note 5. ai 27-28 
47. Id at 29. Ncvertheclss, concern was expressed that sc-ietter should have heen explicitly

required because it is untlear whether att if tIe rules promulgated under I 10(b) require so-encer.
C larthen L tupr omte .5, 1See 1990 ABA Seit ,n tir,r e4 at e8.9') 

48. Bela. sipdra . 28. . C, ( )ne on et ters retceved was a 

letter suttitill ird hy 1i Sc, 


Aite mre 1itaugh , roniti, 125-page 
Stton ItBulinss Lw ,it liteAntri i, atdl ASsscIai.tioUi .S "geneially 

1990 ABA Setion (,niicni i.xtter. triprr noie 4% 
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iaisce a.. ..oer ot concerns with respect to the necessity for and scope ol certain regulated entities and associated persons." and (4) rjected the propos..._ )rOvi-of the phwers included in the proposed legislation.9 sion requiring courts to impose minimum daily penalties for failure to complyThe proposed cease-and-desist authority generated considerable comment.5 0 with a tease-and-desist order against vio:.tions of section 16(a) of tie ExchangeThe most contruversial aspectof this proposal was the Commirsion's authority Act.to issue temporary cease-and-desist orders. The 1990 Proposal authorized The two bills dillered, however, in three major respects5"lemporty ce.tse-and-desist First, althoughordcrs against any person whenever the (ommis- Ixll the House auId Senate Bills reta,:ted the broad civil and ,tdministrativesion determined that the violation would result in dissipation or conversion of money penalty provisions, the Senate Bill adoptedassets, siglnificant harm to 5 a tiered penalty structureinvestors, or substantial harm to the puhlie. s A 
temporary cease-and-desist order 

sctting three levels .lmaximum monctar pcnalties, depending Upon the gravitywould heconle clfcctive upon service, and of tll- violation."' Thr Senate's change- reslr)nded to the concerns expressedremain in ellect pending judicial review, unless otherwise ordered by a court or that without such limitations, substantial penalties could he iniposed for minor,the Commission.5 2 Although the 

t'ase-aud-desist order be 

1990 Proposal required that any temporary inadvertent violations that did not cause significant harm.t
suhj-ct ,o immediate judicial review at any time Second, with respect to temporary ease-and-desist orders, tic Senate Billwithin the first ten days of service, it did not provide for notice and an 
opfMartunity for a 

provided that the Commission must give notice to respondents' " tatless 'imprachearing prior to the order's issuanue. public interest Ifnotice would Ile
The pinl4Ded civil and adhninistr.itive money pe-nalty provisions also gener- tic-dla or contrary toto f1t(- impracticable or;trtiaic onr.rythe l ti nterest *' If[))rrThe~cnr~r notceastle-itt-jIrasiborde
ated stih.st .11li.l theitommen i toitoc pudblic- interest, the tempoxrary cerase-and-dersis 

ol 
1'he 4o4t-1s focused I;,rgely on whether ihc- (:M n.-itime rlili'tf oarder would r ti t -vi' e 64 As clmissionl .Aluall) :hi th. 1990 pl'ol)sl. il"Senateneeded sul, bro.ld hiung authority itorder to provide adc- Bill 

qualc deterrence, whether the legislation 
providcd lor itnemdiate judicial rcvic, ol a temporary cease-aitl-desist orderincluded adequate standards for

determining the amount 
witlhin ten days alter respondent is sered with the temporary order.' sof ilic lows, and tile propriety of such lines in the 

absnce of scientcr.53 
The louse Bill provided for noticer and explicitly provided for an opportunity 

Atcorditg to the minority counscl of the 'ecurities 
for a hearing prinr it the issuance of a tcmporary cease-and-desist order unlessSubcommittee of the iiptaciirablc ir comitr.ySenate (:ommiitce on Banking, I lousing, and 

to the public interest." The accompanying HouseUrban Affairs, "Islome of the Rlort indicatcd thatcriticisiti. f.., tile I louse moileled the exltlicit requieicnt for a hearingelt by Menlers and stall to be unfounded, simply representing ot te,"i)curoccu,'l 1 otti ns for tentlirary restraining orders issued pursuantpardthial intersts, or could Ix afh'qluacl), addressed ilt legislative report lat-
guage. ' " (:ongress, however, shared some of the concerns regarding the (om-

10 rulc 65 of thele'deral Rules ol Civil i'totcdic '' lIt aultia to both the 1990 
Proposal and the Senate Bill, the Housmission's broad grant of authorily Bill also required respondents subjectThie 1990 Proposal, as passed by the Senate to ex*purl; temporary orders to obtain .t (:mmission hearing prior to seeking(Senate Bill), ard the House of Representatives (louse Bill), contained several review by a district court.' 

modificationisreiwbaditctou. 
Both the Senate Bill and the Ilouse Bill: () added language to the provisions 57 Senate Report, Iup,,a note 7. at 19-20. Il,ur"Report. supra tioie 4. At2-26

auitloriztug ttirt-or-dered Wit 4-1.inid directuor biars to require that the peronscnut-r persns H eo.,tr Reporti. t,/.,,, iir 7. itt 17. t,,,-* Retinrt %isp.o note 4. .u 21 .ercording to theconduit d"'lt),)st'ale "substantiail .Sn.itr Banking Commitice. atihough thereunfitness to serve .is an oftrter or director" of %,ere conceins over low tevelsil -omFlianrc witlhthe issuer,- (2) I I(a.,). t was fltthatth pe'nmannt teasr-and-drli.. ,ideanodified the language empowering courts to impose a monetary along witI at ,,liei i.ay provisions
provided the means necessary u, address violaiio . ,II 1((A).Senate Report.penalty by requiring a "proper showing" .Ipr n)te 7.at IT 

1ion;' 
rather than "a finding of a viola- 59 Additionally, the Senate Billdid not ootan the6(3)limited the Commission's authority to issue temporary eas-and- Penny Stoat, Reform Act. The Senate 

agreed toallow thislegislation, modifications, to be included in the final legislation. Bel,with some 
Cont isson'tion"5'(3) ittitedaut theoriy toiss e tedesist orders by providing that porry c aseand nae 28, at 7such orders may be entered only against 60 nte8 . s 7t 

60 Senate Report. IIATarote 7, at 12-I 3.
61 S., Senate Repor. uqn- note 7.at 12.49. -Rr 94'M a,,-of,, 1990 ABA Section ( omment Ieter, supra.ABASection (-mmeni Leter. 1uProarI 45.BSe if ABA Group (,) ICRemd j Bl. D .;rct)rEsrincilly t roersaml 22 Sec-Reg. & L.*Rep.(BN6) N? 

rtN note 45, at 62-63.t 15 at 72 Although the Snae Bill is silent no the availability of a hearing prior to the entry of a( .54e (Ar11 . 19i ) repd ringessiealion'sthatTh American Bar Feeral Regulation of 
 ieml.raty (rease-ad.dcsis ,order. the Senate R,'l rt %tatesthat, upom iie. a respondent would -- . 194M1'Y/f) BA50 Se. 50. 3..-...ABA Sec ion Contlnt 47).C~lon ,)~mc L etter, u pwroe have the opportunity to show ,Justwhy the otder should tiot tie issued45, at 77-92. ave,Nenale Report, runra 
51. I,1at 77-78 note 7, at 20. 
52 a..Id At 83-88. 63. Id at 20-21.
 
51 1/d .a 43.1?, Written Siaemnt of G.ry G. Lynch. upra note 37. at 2. 
 64. d at 21.
 
54 Belh. 'u1"'o no e 28, at 
 65 Id

,6 Iotuse Report. suluqe,n,'te 4 ,ut56 .";(.air solan . .ahi,n" 
o e A t 21. 1looe Report. szopo noe 4, at 27. 


56 67 141 at 26
a:. Exchange Ati I 21(d)3XA). 15 1) S ( A I 7Ru(dX3XA) (West Supp. 1991) 1,.8 IdIat 4 
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" 
 ... l . , 0',lU ta..L0 * tatl.IlLL-tIlall Oll
greater ace' S to grand jury evidence."1 This provision generated 
WlLsi 

substantial concern that authorizing greater access to grand jury evidence would undermine 
the assurance oif secrecy essential 7 0 to the grand jury process. Furthermore, theprovision did not provide reciprocal access to the respondent." The House Billdid not contain a similar provision, 

Conferences between the Senate and the House af Representatives resulted in a compromise thait incorporated elements of the Senate Bill And the House Bill.*lie enacted legislation includes the provision from the Senate Bill which 
pittvidcs for tiat"licring of money lIniltics and the provision fromBill with the flouserespect to temporary cease-and-desist orders. The legisla!ion alsoincludes the provision from the House Bill requiring respondents subject to exparle temporary orders to seek a Commission hearing prior to seeking review bya district court. The Commission's proposal with respect to access to grand jurymaterials which had been included in the Senate Bill was not included in the 
Remedies Act. -%juriddtional dispute between the iouse Energy and Coln-ia'rte C:mmitiiera arid tlae Ilouse judiciary (:ommiltee preveinted this prilvisionirom being included in the House Bill and, consequently, the Remedies Act.' 2 
The Senate passed tilefinal version on September 27, 1990." The House didthe same on O(cober I, 1990.74President Bush signed tle Remedies Act into 
law on October 15, 1990. 7 5 

THE REMEDIES ACT 
.A1ONE'IAJR Y PENALTIES IN CIVIL ACTIONSThe Remedies Act Citil Penalty Prosisions
T 
The Remedies Act authorizes the Commission to seek, and district courts to 

inmlose, monetary penalties for violations of the Securities Act,-tie Exchange
Act, the Investment Company Act, and the Investment Advisers Act." The ActAlso empowers the SEC to seek court orders imposing civil penalties forviolations of crasc-and-desist orders. The Act provides that "Iwllienever it shall 

C,9)-nate R eI,,a" tOfl O n~ 7,at23-26. 
0 Sente 1 ABA sa cn o es~ t4, at 2531. 
70 Id 
72 I2 
72 ell, upra 
 e28,at7-The grand jury provision is noidead. Te art indicalio that the•Senate
mayuallcmx10Maun
SEC t subsequent a provision authorizing greaterl eislAtion. See 136 Cong accesRet.S14069 (daily ed.to grand jury materials by theSept. 27, 1990) (statementof 

73 136 Ce. R. S14,59 (daily ed. ,27. 1990)

74 136 Cong. Ret. 118524 (daaly ed. Oct. I. 1990) 

74 136 Pub. L t I 2 (94 at . ct-I. 14)o)
75 See Pub. 1 N 101-429, 104 Slat. 931, $876 See Securities Ic, 5 20(d), 15 U.S.C.A J 77t(d) (WestI 21(dX3), 15 US.C.A 

Supp. 1991). Exchange ActI 78u(dX3) (West Supp. 1991), Investment Company Act 5 42(e), ISit S C A I 80a-41(e)(West Supp. 1991); Investment Advisers Ac I 2
09 (e). 15 I S C A 5 8Ob-9(e)

(%Ves Supp. 1991) rhamendments to the S ur.-s At and the Exchange A a excmp insiderar.adog, 'aelations thit ate solheci totpenalties tiu.tualtt to I 21A of the Exahatgc Act frim the.nveigeittthe iv'pienalties provisions 

apPCal t ilti. i d aaial,:o,|y pLI stin has violateo ...lla, i t .,scut I.,. t.aws1,the rules and regulations thereunder, or a cease-and-desis order, ...the courtshall hav jurisdiction to imlmse, uixnc a proper st wing, a civil penalty to be
paid by the person who commited such violation." 

The Remedies Act requires the court to determine the amount of the penalty
in light of tilelacts and circunstantes of each case. 7" As noted above, Congressadopted a three-tiered structure for determining the maximum permissible
monetary penalty." The gravity of the violation and the harm c'aused orthreatened by tie violation determine the applicable tier 

The Rcmcdics Act specifically provides that actions seeking to impose a civilpenalty may lhe in addition to any other action tie Commission or the Attorney
General is entitled to bring."' The Fnalties are payable into the United StatesTreasury.8 The Irgislation further provides that, shold a defendant fail tocomlply with an order of the 'urt imposing a civil penalty, tle Comnission mayrefer the mallet itotileAttorncy General, who may recover the amount by an
action Ili Ili( al.1opriatc ditrw cout
 
The Rcietrd's Act spcala(c.illy provides for civil pn.iahies for violtions oIcease-and-desist orders. The Act provides that each separate violation of acease-and-desis order shall constitute a separate olfense and that each day of acontimuing failure to (omply with tie order shall I.dei'ned a separate olrense.8 4 

77 S.e.rl. t..lhange ActI 21(d)(3). 15i ISC.A J 78u(dXl)(West Suppt 1991)
78 rh, .,hind,,,ni pr,,vide itha,
",he amun of ihepenaty shAll i-deternmncd tb di c...r.1e rg..Seiurirs Act I 20(dX2MA), 15 U S C A 1 771(dX2XA)indicates ci d, .curi'%distiction cx.eds .,a only to1t 
rhe legislative history. however,

.dic t lhfeteflahy b alsintio ,, hrhterimposed ai all. See Senate Report. s .ra nut 7 ait littl 4. 
a penaty wil hct 

16, 1louse Report, it/,.. 

79. &.,.. .. . Ex.ange Act § 21(dXIXB). 15 U S.C A J 78u(dX3X3) (West Supp 1991)

RO Senate Report. totpronoie 7,at12 The first-tier penairs Are applicable tn any violation ofthe securities a.mucs and rules and rrgulaions thereunder The amoun o(f
afirst-ier penalty mayno exced the grcaterof. (1) 55,1(X)fair cirlh violatio,a by a natuoal person or $S0,) t.,r c,lt 

violation lhyany ,ali a person; or (2) the gross amount of pecuniary gain o the defenda t as a esutof the valatinis) S,'e g. Exchange Act 1 21(dX3XBX). 15 tUS C A. I 78u(dX 3XHXJ) (W est
Supp. 1991) The sernd tier is applirable to violations involving "fraud, deceit, manipulaiacn. ordeliberate or ortkless disregard of a regulatory requirement " See. eg. id 1 21(dX3XBXo). 15
U.S.A.I 78u'IXBXii) (West Supp 1991). Such violations are subject to a maximum penalty notto exceed tiaegreatrr ofperson; or (2) the (1) 550(100 far a natural person or $250.000 for tach violation by,any othergross amount lpeuntuary ga:n to the defendant Id. Finally, tle thald air, 
addresses violations which involve Iraud. deceit, manipu!ation, or deliberate or reckless disregard
of a regulaitry acquirement" and result directly or iadirectly in. or create a signifiant risk of,substantial losses to other persons Se,. eg. id J 21(dX3XB Xiii). 15 I S C A. §I tt( lX Xl3X ii)
(West Supp 199) Thes: violations are subjer1 to maximum penalhtes not exceeding the gtcater of:(1)5100,UO0 foreach violataonby a natural person and $500,000 for each violation by aly otherperson; or (2) the gross amount of pecuniary gain to the defendant. Id.81. See..-g , t-rlangc Att 1 21(dX3XC). 1.5 .S C A I 78u(dX 3XC) (West Supp 19t)

82 Id 
, 

itt I*i
84 . xha orA{! 1% U :A J78(dX 3XI)(Wr i . 1) 



.-I .'  -' Ot...i L L]LuLL,,.i"The Act's civi! penalties provisions are .' -. UL,.%&.U.O),extremely broad and their impact islikely to he quite dramatic. The Commission is now iutlhorized to seek courtorders imposing monetary penalties for violations of any of the provisions of thefederal securities statutes or rules and regulations thereunder, inclnding numer-ous technical provisions In the view of Congress, the civil pCnahlies provisionspermit the Commission to seek a remedy that may he tailored to the offense andthat increases the deterrent effect of Commi,siot enforcement proceedings IsThe Remedies Act civil penalty provisiol's rcqtire a "-iraplr showing"order for courts to imlpostc a penalty." 
in 

Thor satlc "proper sh(.wing" requirenmientis employed in the provisions authorizing the Commission to seek and courts toentcr injunctions.'" It does not appear, however, that Congress contemplated a 
similar showing under both provisions. The Senatedis.trict court Report ' ties that thewould have the discretion to drtermine whether a penalty wotlde !mix icd and tile amount of the penalty 88 This discretion would periti; the(ctl to) itlltse t mi.i mllnry penally evelt if tli. iourt dc ar:nt-11ditiuliavc or other equill' relief against the 

that 
same defendant was not war-

Thr Rcmnedies Art provides a maximum penalty for each violai_.n. The Act,however, does not drfiti the term violation," and the legislative histc.ry doesnoi discuss whetir i olui ri of c'onduct inrih1liled by the sc Iii-s s.itIitCssha!l (-nstitute a sitis.-h. %i,,II~1tiI Ir wiclle tca it IIhilgal act or itia. aciion will'COtnsII utC a separate 'ilall i( in "This issue iBex-cially signifitani iti light ,if tIlefail that ainy securitlics i'elaied activities .itd lilnsactions intolvc ilutiterousparties and are subject it various regulatory provisions." For example, a courtmay view an offering oaf securities by means ctf .t itiaterially deficient PIospectusas a siagle cour:e of conduct that violates the antifraud provisioans (if section 

815See Ilou.e Report.ju,anot 4. at 17-18; Senate Rclrt"in jupra note 7, at 9- I"olrd tho l Ik'lllics wet'- The rportsimiitulary imaporLant lot use with delencld-.iti Ihi w,,uhl, nu, be
decirte d Is) the ihcal of an i tin( itan and disgorgeneni, ih. .r.1r, unwilling to ins isr Ihr I"m'IJi.,-,%,,Ishahesecur i,- -i.. if fullthat engage iIa....and a,..a-,.,l , ,1,iauns sl lit ...-laws. ,I ,'i ,.,l , UIalatrven 

H6 . g,..Exthange .\,o I 21(dX3XA), 15 U.S.C A J 78u(dXJXA) (West suapp. 1991).87 &v.e't.',id # 21t(dx). IS iSC.A. I 78u(dX1) (We S,app. 3991).
88 .Sena.teReport, iupra n44e 7. at 16.89'MI Trlc .\HA Business Law -ealionId. Iituse Report.,idna commented mamthe tack of" a dctiiaaoa,nnote 4.at 22. 

,,l ihae term 
ThrSectonABAusiness aw.)itthe lac of a.d.in'-inn f theitrmcommeted"','alacn'"in the 1990 Proposal, nevenrheless, a provision defining the term was nt included in ihe

Rrnaices An Sre' 1990 ABA S.cliam Commeni Letter. is/,pa nme 45, at 56-57.91 "l|ae onily pro'visions IN lh Reiedies Act addressing 'lie number of viotaluaasirlair im;iheiniliusisin -fliunctary penalties !or violations of cease-and desist urders: 

In an aciion to enforcC a case-ane-de.si order entered hy ,he Cornmissionv'itation of such order shall Ike . each separatea separatr offense. except thai in the case of vinlation ihrough a 
cotinuing failure to comply with such an order, each day olf the failure i ,amply wi;h ih-order %,halIse deemed a ,ci.iraor 4,f'rnse. 

- , a,.h,n.g tA ct 1 2 11i i)). 1I s . . 7 8 d k XI)) (W es, Sup p 1 g 1 ) 

.4, 17(a) of the Securities Act, and therelore,penalty. Alternatively, conduct that is subject . - civila court may consider each oiler car sale of a security bymeans of delicient oifl ring materials as a separate violation. Additionally, theuse of a materially false and misleading prospectus in connection wiLh each salegf securities may constitute a violation of the antifraud provisions of sectionI 0(b) of the Exchange Act and rile il0-5 thereunder. Thus, characterizing acourse of conduct as midhiple violations of multiple provisions could increasedramatically the number of violations for which a penalty may be imposed.ilistorically, the Comr,-ion's practice when seeking intjunctive relief from;%e district courts has been to allege that a cour-- of ctiaclut t constitutes a singleviolaaion of the applicable provision, rather han a series of separate violations.The Commission has followed a similar practice in its ,adininiitrative proceed
ings.

Other authorities, however, including the selr-regulaory organizations andcriminal prosccuto:s, have alleged that each act or transation that constitules a.iolition of an applicable provision is a separate oilcn w subjcct to a separatepenalty. lit Ii Commission and reviewtng appellate courts have affirmeddecisions of the sell-regulatory orgnizatio,-s holding that each breach of a dutyconstitutes a separate violation and itals. is aSinilagly, it 
peinaly for each violation."'crininal cases courts have iela that each sale of a security maycnstitute a sepalate offense." Further, courts have hc'ld that each separate useolf the mails in tie execution of a schente to defiatid cinstitutCs a sep.arateviolation ol tie mail fraud statute, even thlough the miiltihll I mallings may relateto essettially the same tfraudulent slhcanr


The recently adopted United States 
 Sentencing Comnission Guidelines(Guidelines) treat a "scheme to defraul mioe than on"
for the purpose ol imposing criminial penalties." 

'ci" as one violationdefendant is convicteJ of multiple counts s Undcr the Guidelines, if thef mail fraud and wire fraud, each illfurtherance of a si.-,gle fraudulent schene, the countstreated ate grouped together andas a "scheme to defraud" for ::tloses of inlxising criminal sanctions, 
if the mailings and telephone calls occurred ott sep;r ie days.9"'sThusfar, Commission actions seeking injunctive relic1 and the imposition ofmonetary penalties have stated causes of action based ulion courses t.i conductrather ahn multiple causes of action for violations of the same provision.' 7 

6, .3{95), Exchange Act Release No. 12,182, 9 SEC l)..kci (CCil) 137 (Marcl. 9, 1976);92.iSeaInlreiirstoPhladelphiSCorp-, 57S (.973,)74(972).VInre kVllc4242 SK ..6674 
677 n. 11 6 F 2d 381, 185 C 12.C. S989).Svalberg v. SEC: 876 F2d 181, 185 (DC Cor 1989).

94.93 Volhkntaann v. Edwards, 642 F. Suitp
United States v. Mackay. 491 F.2d 616. 623-24 (10thNaftalin. 606 1: 2d1809, H10 (8i11 Cir. 1979) 109. 114-15 (N t) Cal 1986). see United Slatrs v.Cir 19'74), 'dkmann, 642 F Supp, 

at 114; see also United States v. Italler, 490 U.S. 435, 451 (1989).95. Urted Ylates Sentencing L'onin tn. Guidelines fanual J 2F1 i(bX2) (Nov. 1990) 
9&EId. J 31N4.2, comm8,2 4. 
97..S'e. e.. SaC v. MAenfani SEC liig Rele.se N. 12,84H, 48 SEC: DocketI. (CCII ) 12741991). SEC v Slaughter. St.(: i.amg(M j y 1, 199 1 ). S l v . S r r. S. EC Release Nia 12.826,48I7g R eea se No 12 .H0 2 4 8.s .('Cn (CCII) 6 S/ (.kt 3) ket (CCIf) HIMa att is(A eir3. 
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w t~i reepcc, 1 tllictdry penalt:':s, sue Lommzssion has requestedcourts .to ordtr ippropriatc civil penaltieRemedies Act." 3  or "penalties as set forth in theAs nuotr-, the Remedies Act provides a three-ijered structure ior determiningamw,_nt c" a penalty." Eachthe of the thr.-' -ie-& provides that for eachviolati,.n, the penalty shall not exceed the greater of a rmated dollar amount or;he gross /ecun-ary gain to the defendant as a result of the violation.oO The firsttier is al;plicable to any violation not within the second or third tiers. These.M tier penalties arc apliale to violations involving fidud, deceit, manip-ulati.n or deliberate or rccklcss disregard of a -,:gulatory requirement. I, Thethird-tier penalties are applicable to violations involving fraudulent conduct or
reckless disregard of a 
regulatory requirement, and resulting in or creating a"ssgnifi::ant risk of substantial losses" to other persons. 102 The amount of apenalty, therefore, may im'reasc substantially if signilicant losses result from the
violation or if the ,iolation creates a significant risk 
 f loss. The legislation doesnoi, however, define the icrlus '-mlisantial liss" it "significant risk." .mid til 

legilaivt hisry does ost address this issue.

Courts may also impose as a penalty an amount equal to the amount of the
defendant's "gross pecuniary gain." While the Remedies Act does not definethis term, the legislative history states that the term means "tihe amount bywhich -he defendant was unjustly enriched.""" Unjust enrichment is a termthat is often used by courts in connection wiih tile equitable remedy of


disgorgemcnt. When dctrmimig tile amount that 
a defendant who is unjustlyenriched insist disgorge, coitirs frequently offset expenscs incurred froin grossamounts improperly received." " it is unclear if courts will continue this practice

when determining the amount of a defendant's gross p.-cuniary gain. 


2992); S":v BFMF (kp .SEC lat Release No 12,72A, 47 SEC Docket (CCII) 1136 (Dec.6,12990) 
9i. X,,, ,.., SEe: v. First Ohio Fquitaes. SEC L.itig. Release No.890 (May 12,853, 1991 SrEC' I.iXIS7. 2992) (requesing "an atlq-opriate

Rele 4..-
civil penalty") SEc v. Slaughter. SEC L.iaig.126,2991 SEC LENIN h29Penathirs .s (April 3, 199jset (coth in ibe Rcneds- (requesting

) an "order imlxsig99. ,Vt ordel" m ndeterrent1upou nutes 78-80 and actcnpanying text. The Senate Report lales hat "lallhought
|sicd ,he fcrimmjiiee believed tha,penalties fioirly, the Comrminee 

in prar ii., the courts ind the SEC would administer the newdetermined that the concerns raised could be addressed by providing 
a penaliy struesure in whici 


ai(i.4 "" 
-ifferefu maximum penalties were pnvided, according io the gravity of
the v -Senate Rep, i. supra suits100V-ow. supro 7, at 12.ee 

101. .. Senate Repcrl, supra note 7. at 12. 
102 Id 
103. Scnair Report, supra note 7. at 13. S108.I24 S-., .g, Litton Indus. v Lehman Bros. Kuhn Loeb Inc.. 734(S.D.N F. Supp. 1071. 1077Y. 2990) (permitting reduction fur associated expenses and costs such as brokerage comms-sions). SEC v. Tom.as James Asuscs, 

revenues tn order 
ir., 738 F. Supp 88, 92 (W.D.N.Y. 1990) (reducing grossto reflect setolt fr nerssary business expenses such as commissions, telephonecharges. siideiwriting expen.ss and "ovetr.aI) But see SEC v. tlnited hioneiary ServsTransri Hinlrt I Fed Inc. 1199f)Sec. I. Rep (CCII1) 1 95,284, at 96 103 (S 1) Fla. 2990) (finding that 

A defendant in an action seeking a monetary penalty under the Refs. ...cs Act
has a right to a jury trial. In Tull v. Untied Staes,'05 the United States SupremeCourt stated that the seventh amendmenthe requires a jury trial on the merits inthose actions that are "analogous to 'Suits at common law'."''" In Tull, theSupreme Court held that government-sought monetary penalties in a civil actionfor violations of the Clean Water Act required a jury trial."" The Court foundthe civil penalty suit anto he action "clearly analogous to the 18th-centuryaction in debt" and concluded that federal courts have rightly assumed that the"Seventh Amenditnt required a jury trial.'' Additionally, the Court heldthat should an equitable claim, such as one for injunctive relief be joined withthe civil penalty claim, the right to a jury trial remains intatt 0e The Court,however, did uphold the authority of the district court judge to determine the'amount of civil penalties"


The imposition of monetary 
 penalties under the Remedies Act will likelyraise double jeopardy concerns if the defendant is also subl,:ct to a criminalpirscrttion. In Irted S lale.s v. llalper,"' tile United stes Suplreme Court-.

cunsidered the circumstances under which a civil penalty may constitute punishment
previously been convicted 

for purposes of the double jeopardy clause. In llalper, the defendant hadon sixty-five counts of violating the criminal falseclaims statute and sixteen counts oif mail fraud. For these convictions, thedefendant was sentcnced to two years imprisonment andSubsequent a $5,000 penalty.to the triminal prosecution, the government filed a civil action
against the defendant pursuant to the civil provisions of the False Claims Act.'Thie civil provisions authorized the imposition of a pinalty of $2,00 for eachviolation. Accordingly, under the civil provisions the defendant was exposed to 
penalties of 5130,000.The Supreme Court, in a unanimous deCision, held that under certain 
circumstances a civil money penalty may he so unrelated to its remedial goalsthat it constitutes punishment for purposes of the double jeopardy clause of the
fifth amendment." ' 

rather than its 

The Court stated that the purpose served by the sanction,
lahel, is of paramount importance.' If the s-nction furthers 

or retributive purposes rather than remedial goals it will be character'ized as punitive." The Court, however, also ruled that in seeking a civil money 

defendants aredfnat not eniled io ay offsei becauser o ni r oayol Irlours have ritinely sequired wrongdoers ineaJe"ll ut aeru ,l ¢ me rnd esisecurities frauds to disgorge the gross sums received from investors"). 

105. 48I .S. 412 (1987). 
106. Id. at 4179
 
107 Id 418-19
Id. atat 420. 
109. Id. at 425. 
110. Id. at 422. 
I2. 490 u.S. 435 (1989). 
112. Id. at 447-48
 
223 Id ai 447
 
114 Id at 448 
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penaat , ane government is entitled to "'rough remedial justice.""s Thus, the 
government may use imprecise formulae such as reasonable liquidated damages
or a fixed sum plus double damages without being deemed to have imposed
punishment under the double jeopardy clause."' The line between "rough 
remedial justice" and double jeopardy is a rule of reason.117 


The CAourt's holding in ilaipei, however, does not 
preclude the government
from seeking full civil money penalties against a defendant who has not
previously been punished for the sar cnndtr-i, even if the civil sanction is
punitive."' The llalper decision also cc.,es nt prevent the government from
seeking full civil money penalties and criminal penalties in the same proeeding, 
nor does the decision prevent a subsc-uent civil suit hv a private party seeking 
damages."" 


When Congress enacted 'he Remedies Act, is did not prescribe factors that the 
Commission should consider in exerisig the hroad grant of authority to seekcivil penalties. Congress, however, did set forth its views on the exercise o the
Commission's new authority. Actitding to the Ihoui-Repori: 

The Cummittee contemplates that the Commission would not seek or 
impose a ctvil money pena~ty in every case. When a failure to comply with 
Commission r'-quiremes involves isolated or unintentional conduct, the 
implemcatiuon of new pr,xcdures or a similar remtedial measure may be 
the most appropriatc resolution of the case. At ste other end of thespectrum, when a defendant ,ia Comrmission action is also the subject
criminal prosecution, the iinlpositin of a 

if a 
civil money penalty in the

Commission's action may, in some cases, be unnecessary to achieve deterrence. 12 

suffreras a Cogresult of stheimpositS thfinesuponViewof corporations. Thesenatent
Report stares: 

t IS.Id at446 

116. Id. 
117. Id. at 441). 
118. Id. at 450 
119. Id Cairman Hreeden, in lestimny rlwhre Congress in suppon of the Remedies Ac,


al*, "If the held ing in 11a09" were
Remedies Acl, the Commission might 
exiended tO actionc broueht by the Commission under (thehave tE, forego a civil money penalty in certain cases"

Bretden Tcsimony, supra note 5.at 12 n WOA double jeopaidl. argument has already been 
atempted in the area of eurities law enforcement. In United states,.Marcur Sciloss &Co. 724F. Supp. 1123 (S.I) N.Y 1989), a Ease inv,dving :=-d trading, a uriminAl defendant argued that an ITSA penalty mninluid as a result ti a settlement with the tommission precluded criminal
Pxieution The ron initially found that neither the sequence of events noraction 1g thecivil was dctrtitative. Id. at 1126. "T'hetin the act of set.uinfc.nd, however, that the defendant had been aware of tle granad jury investigation at the time it entered into the settlement with the Commission 
and the setlement sc.,gnized the ("Asmntisitn's thjureionary power to refer the matter to criminalauthorities Id -1t1127 'Tlie courdouble jeopard !-

held that these fht4ors precluded the defendant from raising the,|iln I2.Snt 

120 lloti. eRdy t tura n oe 4, at 1- 9
, 1 

l'he Committee beheves that th civil mony penalty provisions .,,ould be 
applicable to corporate issuers, and the legislation permits penalties against
issuers. I-owevrr, L~uause tie costs of such penalties may be passed on to 
shareholders, the Committe intends that a peany be sought when tht 
violation results in at improper benefit to shareholders. incases inwhichshareholders arc the principal vittin's (i the violations, the Commiaittee 
expects that the SEC, when appropriate, will seek penalties from the 
individual offenders ,-ing for a corporate issuer. Moreover, in deciding
whethcr and to whtt extent to assess a penalty against the issuer, the court 
may properly take iIt account whether cavil penalies assessed against
corporate issuers will ultimately be paid by shareholders who were them
selves victimized hy the violations. The court also may considcr the extenttil which the passage of time has resulted in shareholder iurnove[ 

The Committee also exiects that the SEC will not ordinarily seek penalties
.tg.it It-giNiri Ed oivcstnint companies. tenr.illy, ati investment com
pany isa managed iportlfoli of liquid assets, with all expenses being passed 
on to shareholders. Whiie the legislation permits ci,ti penalties based on 
violations of the Inivesment Company Act, the penalties generally would 
he as.tssed againt the responsihle individuals 12 

REMEDIES AUT CHANGES TO 7l E COMMISSION'S
EXIS77NG AJJAIJNISTRA77VE A117"tORITY 

Monetary Penalties in Administrative Proceedings 

The Remedies Act enpowcrs the SEC to impose penalties in administrative 
proceedings against certain securities professionals, namely broker-dealers, in
vestment advisers, municipal securities dealers, government securities dealers,transfer agents, and their as.ociaied persons. 2 The legislation similarly per
mits the Commission to impose penalties against persons associated with invest
ment companies.12 3 

The Commission may impose a penalty if it finds, on the record and afternotice and an opportunity for a hearing, that the penalty is in the public interestand ihat the person has willfully: 

1. violated any provision of the Securities Act, the Exchange Act, the
Investment Company Act, the Investment Advisers Act, or the rules or 
regulations thereunder;

2.aided, abetted, counseled, commanded, indued r pr 4ured a vi lation
 

by any other person; or3. made or caused to be made in any registration application or report
required to hr filed with the SEC or in any proceeding before the 

121..SnateReport.spra note 7.at17.
 

epn apanoea122. Se. ,' Exthange Act I 2111(a).7 15 U S C A I 78u-21) (',est Supi123 S,'. .g., Investment Company AtnI 9(d). IS I 
1991) 

SC A I 8iia-9(d) tWer, Supp 1991). 
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,mismn with respect to "eglstraton, any statement which was at Ab. such other matters as juSLtLC may equitt.""
the time and in the light of the circumstances under which it was madefalse or misleading with respcr to any material fact, or has omitted to 

e.P 
The legislation also provides that respondents may present evidence concernstale in any such application or rep, ny material fact which was ing their ability to pay a penalhy.2 8 The SEC may, in its discretion, consider 

required io he stated therein.114 
Additionally, the Remedies Act permits the SEC to impose a penalty when the
penalty is in the public interest, and when the person "has failed reasonably to 
supervise, . . -ith a view to prevntiing violations . . another person who 
commits such a violaion, If such tlerr i-rson is subject to his supervision."' 25 

The amendments authorizing penahics in administrative proceedings utilize 
a three-tiered similar to theapproach structure enacted for 1:cnalhies in civil
actions. Monetary penalties in administrative proceedings, however, may not he 
abasra upn thte amot gained ly tie reslotndent as a result (if the violation, and 

thus m ay not c. ced the stated ma x i num dollar am ount. Also, the provisions 
authorizing mortary penalties in administr;,tive proceedings provide an addi-ional bsis for itt, fimg t a hird-ti relnalty. A third-i r penaly may be 
itmposed if the acts ot mi'rssions "resulted in substantial pecuniary gain to the 
person who committed the act or omission." 2 

n i 
The Remedies Act sets forth several factors the Comission m y consider in 

determining whether a monetary pnalty is in the public interest. rhe SEC may
consider the following, 

I whether the act or omission for which such penalty is assessed involved 
fraud, drccit, manipul;mtion, oi,dc'lilwiat oir reckless disregard (if a regula-
tory requirement. 
2. the harm to otier persons resulting either directly or indirectly from 
such act or omission; 
3. the extent to which any perso was unjustly enriched, taking intoaccount any restitution made to persons injured by such behavior;
4. whether such person previously has been found by the Commission, 
other approlrrid-t regulatory agrocy, or a self-regulatory organization to 
have violated the Federal securities laws, State securities laws, or the rules 
of a se'f-regulatory organization, has been enjoined by a court of cor-peten1tjurisdiction from violations of such laws or rules, or has been convicted... 
of any felony or misdemeanor described in fSections 15(bX4XB) of the 
Securities Exchange Act or 2 0 3(eX2) of the Advisers ActI; 
5. the need to deter such person and other persons from committing such 
acts or omissions; and 

124. .ge. , -. ,,I124. . g.e id 1if125. See. r.., ExcAnge Act 121 (a), 15 U.S.C.A. 78u-2(a) (West Supp 1991). Congren did ma authorize ite i mmission to impose penalties based upm antte entry ,i injunction or a 
fieitinal conviitmnn, titt t Wla11-t onstitute gi ounds Inr the imlsianint of other administrative 
sAlltions. Such, .udIllirul} wmuild not be ielr sa'r because the Commission. when appropriate,
woutld imip e m, " tar . penaltrs in the rival in llnaltn1 pro-eedings 

K- 126. S r, e-a . i J 21 B(b). 15 U.S.C A 1 78.t-2(h.) (West Supp 1991) 

such evidence in determining whether the penalty is in the public interest.' 
Thi. evidence may rrlale to the extent of the respondent's ability to continue inbusiness and the collectibility of the penalty, taking into account other claims
against the respondent hy dt.. United States or third parties and the amount of 
the respindrent's assets.1' t 

Analysis of the Remedies Act RegardingMonetary Penalties 
in Adminstrative Proceedings 

The Remedies Act provisions providing for the imposition of monetary
petnalties in admtpinistrative orecdigs the fimarc dcsign d impos ncies 
in i n,din strativ a pr vi us e e rcsed ad t e C m si n .i s 

notiotd .lavethe yCompnresou y in fashioning appropriateexperienced dillicstrelicf. In mnatay instances, the cn;,y of an older (-ensuring a securities profes
sional was perceived as insufficient, while suspending or revoking a broker
dealer registrafion oftcn would have consequences for customers, shareholders 
of the broker-dealcr or othcr cnployees not involved in the violative conduct. 
The Remedies At is intcndcd to permit the Comnmission to tailor administrative 

132 sations in light of the relevant facts a 'd circumsta r,ces. 

The Remedies Act did tot alter Ill.. substantivC law with respect to tile 
predicalc asellsesthat may fi|mr the basis for tie imposition of monetary
penalties. With respect to administrative proceedings alleging a failure to
supervise, ( ngress specilically stated that it did not intend "to expand the 
substantive scope of a firm's liability for misconduct of controlled or supervised 
persons.""'I 

The Remedies Act provisions authorizing monetary penalties in admit'istra
tive proceedings raise many of the same issues as the monetary penalty provi
siots in civil actions. As discussed above, the manner in which the violati,e 

Company Art I 9(dX3). 15 U SCA. I SOa9(dX3) (West Supp 1991); Investment Advisers Act2a3(AX3). ttIS11C.A. I O A-3(. 8-3)(Wesd 991.)Supp. 
128. Se, eg , Imt-stment Advisers Act I 2030X4. 15 U.S.C A. I 8Ob-3(iX4) (West Supp. 

199t) 
129 Se e. g . urd 

130 See..e.e g ,ad.ot o131%upr,nuies 17-l it.tod .at-thmmanying text 
132. The Reinidies A(t rnipo ers the (:ommisuon in an adninistraive pcoredig pursuant to 
I 5(hX4) and I S(hX6) of tie Ex hange Act to impose penaties for violations of the Exchange Atand the Seturitics Act withuut cxception, The Remedi Act provisluns for civil actions, however,sl,ti-ally except intsider traditg vitlatiuns front any ,evi mo,-,rary penalty. (ompare Exthange

Act 1 2111(a), lb I S.C § 1Xn-2(a) with Exthaoige 21(dX3). U.SC.At& I 15 lou(dX3).
Cuinseqtenily, it appears thai tIr (C:,ininision'sixwrr to ti'tced adninistratively ag.mnst regulated
ritiggs-. n individuals. su i .1 trntrr-dcArrs, ntay lie gir.:icr than a ,uurttmtlxcd I'ISA i enahy

'I Ifuse Rrtxrt, ,uopt .411 1ii n.ie 4, at 

I 
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or a natural person or $500,000 for any non-natural person,ifthe committing he acs or omissions/4s According 1o the Senate Report, "[llhis
a significant risk of substantialcomtigheasormsins"AcrdgtoheSaeRpr,"thi 

W.Lt Al-cgd ia1iy s-,gitilicantly anctLt thc amount ol the penalty.' Themanner in which the three-liered penalty structure is construed may also affectthe amount (if the penalty. The administrative penalty provisions, like the civilpenalty provisions, state that a violatien may be subject to the third-tier penalty 
of 100,(Moviolation results in suhst.,ntial losses or creates 
losses."i Also, as notd above, the Remedies Act providesi hathe .mmissioni 
may ilose a third-tirr Penaly if it the actu finds ctat or omission resuled inal puazt ainrpenalty ffndr.sith thu thectormomissions
substanial pecuniaty gain to the offender." resud inencourageThus, the Commission's construe-

tit. of dte-ce terms may have a significant impact (in the amount of the penalty.
The administrative penalty provisions do not, however, permit a penalty to be
isd upeta the amount of a respondent's pcuniary gain. Consequently, accord-
ing ito Chairman Breeden: 

Thiie Commission expeCts that it would britng civil actions in federal courtin Illose cases in which defendants have rc'cived illegal gains substantially
iI -xs.c4 ihc... amottnt I'iihe maximum civil.m.xniinun 
 n eyic'ni.ty that a court could impose would be the greater of the specifiedamounts or "the gross amount of pecuniary gain to such defendant as a 

rcsuht of the vialatins."'' 


Th'eRpmcdic% At-l avc itci-cdings viritns authorizing monletary penalties in adninistra-foret
c: ucrtain factors that (:(ingress viewed as irlevanl to adritiin;atiion of whcilcract to impeise a enalty.'" The firstor omission . factor. "whether theinvolv-d fraud, deceit, manipulation, or dcliberae or reckless 
disregard of a regulatory requirement," is a recognition by Congress that the(:omnssion "may assess ihc violator's culiability, including whethe - the viola-
tor acted with scienter."''9 

The second factor, the resulting harm to other persons, fcuses primarily anthe consequences of the violation to others and relates to the gravity of theViolag . 140" 
The third factor that the Commission may tonsider is "the extent to whichaty liciot was 'injustly cnriched.""' Thc use II the phrase "'anyperson" isdesignrd lt permit the Commission to consider those inslances where persons 

ither than the respondent are unjustly enriched as a result of the violative 
conduct." 

14 .%r, upra CAI ar'npanying hoies 90-91. 

131S "."',..- Exdange Act 21 B(b), 15 U.S.C A 
1J3 Sesupra note 126 and atxon panying text 
137 rceden Testimony, supra r ate5, at 16. 
138 &' suIpw text armeoipanying noie 127. 
139 .Se140 Ilnar R" o nr,ituyraruie 7.at 14. 


142 bl 

141 ,1 

141355 

* 7Hu-2(b) (We.t Supp. 1993) 

Ile fourth factor the Commission may consider is whether the h._,--ndenthas a prior history of securities law violations.'41 Thus, the Commission mayproperly impose higher civil monetary penalties on repeat offeaders." 4 

The fifth factor is the need to deter the respondent and any other person from 

factor is an important consideration in cases in which the violation is one that
requires strong deterrence or where assessing civil money penalties is likely to 
impose Ixetcr compliancce."'16 This factor may permita significant penalty if the violation is of the the Commission totype that is difficult to 
detect.t"" 

Finally, the sixth factor, which permits the Commission to consider "suchother matters as justice may require," is designed to provide the Commission
with the latitude it consider equitable factors and information similar to that 
specified in the othter factors, such as the threat of harm in circumstances whereno actual harm ocurrcd."' For example, the Commission may con ider "ahistory oil oon,,itpli.tn c hy a rcsponh'lt even when the fourth factor is notinvolved hcauc a prior adjudication has not occurred."'osh 

The factors set forth in the Remedies Act similarare to the fac:rs the 
Commission has considered in determining whether to impose a remedialsanction.'" I I lowever, the Remedies Act provides only that the Commission mayco,,sidc, st,th I. tours, itis not required it)do so.1'5 Further, Congress stated thatthe ahsctwc of .ne or more factors ina particular case will not preclude theCommissiun front entering an order imposing a penalty."'An additional la.tor that Congrcss tonsidered relevant to a determination of 
whether to impose a monetary penalty is the respondent's ability to pay !hepenalty." Accordingly, the Remedies Act provides that a respondent may
present evidence concerning its financial status. l 4 In order to demonstrate aninability to pay, however, a respondent may have to present detailed financialinformation to the Commission. This may present a diffcult choice it suchinformation would disclose the existcnce of other potential securities law violations or vilhtions of other provisions Furthermore, commission considerationof this evidence is discretionary, and there is no assurance that the Commissionwill not ultimately impose a penahy.155 A respondent will have to carefully 

143. Id at 14-15
144. Id t I 

146. Id
146 Id 

148 Id 
149. Id 
149. sd
 

150.;See House Report. spra note 4.at 20. 
152. Id.1. Id; earRpn qiaw ea 4 
153 Senaie Rep ri. suppa noir 7. .t ')

I54 .,,.g Exchange Act 1 21
, (d),. 15 1 N C A. 78%1- 1()(West Supl. 1991) 

s s. enate Relx n, supra ,,iet"7. at10 
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weigh the advantages and disadvantages before presenting evidence ol ability to 
pay a penalty. 

Administrative orders imposing administrative monetary penalties, like other 
final administrative orders, are subject to judicial review, and may be appealed 
to the United States Court of Appeals "in the circuit in which the respondent 

resides or has his principal place of business, 
or in the District of Columbia 

Circuit.""' As in the review of administrative ordei generally, courts will
 
likely show great deference to the Commission's determination.' 5 7 


The Remedies Act provisions authorizing monetary penalties in administra-

tive proceedings do not ind ,dc several provisions contained in the authorization

for penalties in civil proceedings. The administrative penalty provisions do not 
include provisions expressiy providing that the penalty shall be payable into the 
Treasury of the Uniteda failureStates.to payAlso, the administrative penalty provisions donot pro~vide thap a penalty may be referred to the Attorney 
G-:noral for collection. The Icgi ,'ive history does spcificallynot discuss iie

collection Thive len,h!vcs Thistory omissiot sarize discuwssSforo.d n . ,he

collrttion of aidministrative Ixitaltics The Commission is authnrizrd, luoweve,

to cmmenc an "
action in distrkt court to enforce its adrniiis'rative orders. 'hPresumably, the Commission may utilize this authority to require a respondent 
to pay the penalty. Finally, the administrative penalty provisions do not state 
that an administrative proceeding imposing a penalty may be brought in 
addition to any other action the Commission or the Attorney General mayentitled to bring. 

be 

It is unrcrtain whether the principles espoused in lull will enable a respon-
dent to otiami a jury trial in an administrative pcnalty proceeding.'" In Allas 
Rmling G, v. Orcupational Safel and Ilealth Rem'wu, 'ommissun,."' the, i 
United States Supreme Court held thaz statutory provisions providing for civil 
penalties for violations of the Occupaional Safety and Health Act may be 
decided by administrative trihunais.i i In Atlas Roojing the Court stated the 
following 

We cann~ot conclude that the Amendment rendered Congress powerless 
when it tuncluded thai remedies in rourts of law were inadequate to cope 
with a problem within Congress' power to regulate-to create new public 

rights and remedies by statute and commit their enforcement, ifitchose, to
a tribunal other than a court of law-such as an admini-trative agency-in 
which facts are not found by juries.'" 

ISO Ih.-oReport. supra note 4..at21-22; Senate Rek.n. soi,ta note 7.at 16, .164. 
IS7 .JS-e 412-48 and fora distaussion u(icourt deference to4f'a nores .mronmpanyi.g text 

Commission determinations 
15 Se, e.g. Exchange Art I 2i(dX3XA). 15 U.S.C.A. f 78(uX3XA) (West Supp. 1991).
159 .,bupra r;:rs 105-tO and aimpanying text. 
I(tA 4U50I. 4,'(1977) 

I, I at 455 


I6.1 1.1 .it460' 

Moreover, the Court stated that this isthe case "even if the Seventh ,.mend
ment would have required a jury where the adjudication of those rights is 
assigned to a federal court of law instead of an administrative agency.v',163 In 
light of "Tull,however, these statements may be subject to reconsideration. 
Although Tull involved a civil rather than administrative action, the Court's 
lull analysis appears; to apply readily to administrative prtceedings. 

Accounting and Disgorgement Orders in Administrative
 

Proceedings
 
Pe edis 

The Remedies Act authorizes the SEC to issue orders reqairing an account
igdludindistng reasonable imtercst, in an administrative ro
ceeding in which the SEC has authority to moiey , '"legislamtion p~rovides that "'Ithe Commission impose pnalties, The,sauthorized to a(lhl)t rules t regula
titais, and ordrs concerning payments to investors, rates tf interest, periods ofar,'rtral, and such other matters as itdeems appropriiate to implement this
Iiiiatl" 

Analysis of the Remedies Act ProvisionsAuthorzing an 
Accounting and Disgorgement in Administrative 
Aceedings
 
Proceedings

Prior t, the enactment of the Remedies Act, ii.: Commission did not have 
express auth,-rity to order disgorgement in an ad'-sinistrative proceeding. To the 
cxitrnt the Commission determined th.t an ttzcr directing .1 lw'rson to disgorge
illicit gains was necessary and appropriate, it was required to lie an injunctive
action in district court. " The SEC on occasion, however, rfectively obtained 
disgorgement by conditioning the imposition of a sanction upon the respondent's
omnpliance with an undertaking to disgorge profits make restitution toor 

injured customers."" 
As noted above, the extent to which a resx)ndcnt has Made restitution is oneof the factors which the Commission may conside; in determining whether to 

'impose a monetary penalty. " While this would likelyfactor provide the 
respondent an inceive to voluntarily disgorge "ill-gotten gains," Congress
 

ganttd the Commission express statutory authority to order disgorgement as anadditional means of ensuring that "respondents in administrative proceedings do 
not retain ill.gotten gains.""' 

163 Id at 455.
&.e.eg.. Investment Company Act 5 9(c). 15 IJSC A I 8)a-)(e) (West Sup . 1991).,

165. Id. 
166..See infa qextaccompanying notes 302-10. 
167. House Report, supra note 4, at 22, Senaie Report, supra note 7, at 16; see also, in re

Anderson & Strudwitk. Int.. Re!ease No 22.089,33 SEC t.ket (CCIi) 286 (MayExchange Ac 
29, 1985) 

168 See supla text acntpanying note 127 

169 Scilalr Rrel,,,, )af.,a note 7. at 16 



t.ent of the Commission's authority to require an accounting is not setforli 
in the Remedies Act. Thus, while the SEC may now ricpore a respondent Ito account for illegal p-ofits or require a respondent to retain an accountant to 
examine his or her records, the scope of the Commission's authority to order -.n
accounting is unclear." 

cease-and-Desist Authority 
The Remedies Act signilitntly c.pands the (atmmission's administrativejurisdiction by authorizing the Commissi;. Im issue cit'a.-and-dcsist orders. The
Ptmedies Act authorizes the SEC 
 to issue both permanent and temporarycease-and-desist orders.t"t Pursuant to the Remedies Act, the SEC may enter 

permanent cease-and-desist orders against any person and may enter temporary ,

cease-and-desistorders against regulated entities and associated persons. 172 

J'e"rnanent ease-and-le.sislOrders 

T'e legislation provides that ilthe Uommtssion iunds, alter notite and An

opportunity for a hearing, that a person is violating, has violated, or is about to
violaie any provision of the federal securities laws, or the rules or regulations
thereunder, i; may issue an order requiring that person Itocease-and-dcsisl fromcommitting the violation or any future violation of the same provisien, rule orregulation."' The Commission may also issue an order directing any person 
"t.hat is, was, or would he a cause ol' the violation due to an act or omission that 

the person kricw 
or should have known would contribute to the violation" Io'cease and desist from committing or causing such violation and any futureviolation."'"' 


c cease-and-desist provisions also authorize the Commission 
to require a 
respo..nt to comply, or to take steps to effect compliance, with the relevant .nthesecurities statute upon such terms and conditions and within such time as the 
Commission may specify."' The rease-znd-desist provisions explicitly state that any cease-and-desist oider may, "as the Commission deems appropriate, requit future- c im;iance or steps to effect future compliance, either permanentlyor for such neriod of time as the Commission may specify, with [the violatedj 

270. Se Pitt & Jo: no, The Secunlt~c Enforcemesni Remediex and PennyS.ork Reform Act ofIM: P,'otnn,,ns
and Implications of the Nru, Remedies Avadiahle I.. the SEC. in SecuritiesWe;veni'st and Penny Stock Reform Ari d 1990, at 39 (Pi.I Corp. Law & Pracice Course 
Handasock SericsNumber 718. 1990) (suggesting that SEC may issue orders requiring reviews ofprie audits) 

171. SeeSecuri6cs Act J 8A. 15 U.S.CA. J 77h-t (West Supp. 1991); Exchange Acn 21C. 15U.S.C.A. I 78u-3 (West .Supp. 1991); Invcns.ent (:.ompany At 5 9(f, 15 U.S.C.A. 5 8Ca-9(f)(West Surp 1991), !nvesorncn, Advisers Act I 203(k), 15 U.S.C.A. 80b-3(k) (Wezt Supp. 199).172. Steid 

173. See. eg., Ia vestment Avisers Act I 203(kXI), 15 U.SC.A. ; B0b-3(kXl) (West Supp.1991 '.182 

:74 .!
re. !.t, 
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provision, rule, or regulation with respect to any security, any issuer, or anyother person."'' The Remedies At also authorizes the Commission to issue anorder requiring an accounting and disgorgement in cease-and-desist proceed
ings.177 

The Remedies Act provides that a hearing on a permanent ceas:--and-dcsist 
order 'nust take place before an administrative law judge no eorlier titan thirtydays and no later titan sixty days after notice is received, tualess an earlier or 
later date issetby the Commission 

Awith the consent of the respondent. 17s 
reshondrt can appeal an adverse decision hy the administrai.,e law judge tothe Commission, which will consider the evidence de nous. Iif-',e Commissionaffirms the decision of the administrative law judge, the respona,-n; then has the
right to appeal to a United States Court (if Appeals." 

Analysis of tMe PermanentCease-and-DesistAtuh;zity
The allthority to issue crlaw-and-drsist ordhrs constitut-s .
 sgniliamn expan
tJohoiffie ( s miris trativ juriictiitlllsdlllonItenir it.bi&Rcnrdes At ,the Commission's adinisrative jurisditionextended to regUio, persons,"'
 

-specific types of procedings such as stop order proceedings,'" and proceedings
against persons ajdpear-rg or sipracticing before the Commission.a The Remedies Act 'ease-and-desi., itravsions eXpand the (onmission' adninistrative
jurisdi 
ionay emlsmring the Commission to proced inits n administra
iveforum again:iany prsonand to addrss ty vilatin 
f dly Provision Of
 

the federal securities hevws. 
It; determining to expand significantl) the SEC's administrative jurisdiction,

Congress considered a number of factors. Initial!y, Congress noted that thetreadway Commission reaommended the grant of fcase-and-desistauthority Fo
Commission.e&4 Congress also noted that a number of federal regulatoryagencies exercised cease-and-desist authority, including the Commodity Futures 

21[76 e)ISr .A 5 S7u3a) Sup (West
I 2tC(a). 5 USCiA I 7 

8u-3(a) (West Supp 1991).1 

.IS(:.A I 80a-9(fXi) (West SU!D. 1991); Invetamen

I 80b-3(kXl)(West Supp. 1991). 

1991) a n Act 
voestmc 911iAti Exhmngny isI 9(f)1

Advisers At I 23l(kXI). 15 U.S.CA 
177. See, e.g.. Exchange Act 1 21C(e), 15 1)SC A I 7 8 

u-3(e) (West Supp t9i")178. See, e.g.. id ; 21C(b), IS U.S.C.A.5 7 8u-3(1) (West Supp 1991) i'he legislation
does not 
explirity provide for a hearing by an administrative law judgeiiiditaies that such a hearing iscontemplated The legistive history, however..cr tlous- Repcrt. sup'a note 4.at 24. -senatr Report, 
l,'.note 7.at 19. 

179. House Report. supra note 4, at 24; Senate Rertr. supra note 7,at 1')180. House Rpn, ipra note 4,at 24-2i; Senate Repor. supra note 7. at 19
181. See. eg., Exchange Act I 15(b). 15 1i SC A. I 78"(b) (West 1981 & Supp

(administrative proceedings against brokcr-dea ers and ass'-sated persons)
See Securities Art 58. tS tSCA § 7711 tWest 1981) 

183. See 17 C F R 5 211 2(e) (1991) (rule 2(r) oilthe (ommtssmin's Rules ,i Pracatre)184 Senate Reorlnt. 'u,,eoupa note 7. at 7-8. M Rel krt, s1pran,,e 4 .,it 14-1 S 

1991) 



Trading Comiyussion, the Federal Trade Commission and various banking
!incjes.115 

i 

The grant of cease-and-desist authority to the Commission is intended to 

address a deficiency in the Commission's enforcement powers by providing the 

Commission with a flexible 
 remedy that operates similar to an injunction. ll 6  
Congress indicated that it viewed the ceasc-and-desist remedy as providing the

C-mmission with an alternative to injunctive actions that may be used against

persons "wh-o commit isolated infractions and present


7 
a lesser threat to invrs-

tors." 1
6 The Ilouse .'-porl noted that thc Commission's use of the cease-and-

d-sist authority would be appropriatc to avoid protracted litigation or settlement 
negotiations resulting from defendants' concerns regarding the severe collateral 
consequences that an injunctive action can cause.'" As an example, Congress

cited the statutory disqualification from 
serving as an officer or director of an
investment company Ihat arises from the entry of an minjunc.ion. ) Similarly, abrokcr-dealcr who has been enjoined or- is the subj-ct o an order issued in a 
broker-dealet pmtmu'cdi 1141im ai .1im 

'iferings niade in r'hanuc upona certain ol 


11 ay bi pcludcd I1mali ng anderwriter Ior 
the exemptins hmt the registration

'requirements." As preently formulated, the entry of a cease-and-desist order

will not result in a similar disquahlication. 


The cease-and-desist authority granled it the Commission is quite broad. In

addition it orderii g 
a pson to cease ,,nd desist from committing or causing
violations or futurc valationvs, the Commission is also aL..horizcd to order a person to comply with a provision or i take steps to efeci compliance.t"' T]hc
Commission may alsoi prc.ric spx-ci ic- ternms amd conditions that a person must 
obset-,e in order to effect comphian(e and may specify the time frame within
which compliance must be effteted." Thus, the Commission is authorized to
require a person ito take action to correct an eisting condition resulting from a
violation and to specify tile steps u; be taken. Most importantly, the Commission 
may issue orders requiring a pers t. to comply in the future with, or requiring
the person to iakr steps to effect lu'ure compliance with, a provision, rule or
regulation wit.h resjx-i to any setm-riv, any issuer or any other person.19 The 

8S. etHouse Kelto." supra nce 4. at 23196. id. 
17. Id. at 24. 
16. See id at 23-24 4189. Houae Repue. m.u rue 4. at 23-24., . Invetmrnt Company Art I 9(aX2). IS U S.C.A .falseI Sa- 9 

(aX2)(We .Supp 1991). 

Commission may order such relief permanently, or for such peitod as it 
determines appropriate. 1 

4 For example, the Commission may direct a corporate
respondent to add directors and to form specilit cmnmittees to monitor certain 
corporate activiies, or toresolicit proxies obaied by defcient proxy maerials. 

Similarly, 1he Commission could order a brokerage firm to retain counsel toconduct a review of the lirm's compliance with applicable provisions.
Neither the Remedies Act nor the legislative history discusses the extent of

the Commission's authority regarding the issuance of orders directing compli
ane. The Commission's ccase-and-desist athority is so broad that it may be
used to circumvent certain of the requirements of other provisions. For example,
if the Commission were io use its authority under the cease-and-desist provi
sions I direct a c--rporatc respondent to terminate an oflicer or remove a
director in order to effeci complianre, the Commission would utndermine the
Congressional determination to vest in the district courts the power to enter
orde'rs suspending or barring persons from serving as a, officer or director based 
only ajitin a violailiii oif alh maati fraud itivisi, as or prof of sulstaniial 
unlitncss."'% lhle exercise od this hlad oixwcr also may have a signiitat ehiect 
upon other persons, inthmding shareholders of corporate respondents who may
ultimately bear the cosis of certain orders requiring steps to effect compliance.

The Commissinn's atmhority it ;%sue a cease-and-desist order against any
person that is a .rausc, of a violation also raises concerns. The Remedies Act
provides that the (ana ,,.simn nay issue a cease-and-desist order against any
"person that is, was or wauld a causee of the violation, due i an act or
omission lhe person knt. 'i should have known would c' nirihuir ,io such
violation."'" The legislative history of the Remedies Act does not discuss
whether this provision requires scienter or whelther negligence will sufftce. 

The Remedies Act formulation for secondary liabiiity appears to be derived 
'from section 15(cX4) of the Exchange Act." In In re George C Yern, Jr.,' an

administrative law judge addressed the issue of the mental state required by
section 15(cX4). In Kern, the CoAmmission's Chief Administrative Law Judge
ruled that negligence will suffice to establish liabifity for causing a failure to 

comply.i Based upon the similar formulations between section I 5(cX4) and 

Commission entered into a settlemeni imposing a cease-and-desist order and requiring futurecompliance with the violated provision. The Commission alleged thai Baker had made mreially
and misleading staitments in his Sdhedule 13D. The rease-and-desist order required Baker Io1Permanently cease and desis from committing any futt're violation of190. See 17 C.F.k. 1230 252(d) (1991); 17 CF R J 23O.%5(b(2Xiii)(19l). 13(d) of the Exchange Act.

194 S.,. e.g.191. Seee.e.Ex.i Exchange Act 1 21C(a), 15 I.SC A I 7 
8u-3(a)(West Suppangr Act J 2 

1C4a). 1 L S C A I 7lu-3(a) (West Supp 1991). 1991)
95 S-e192. See, rg. , 1990 ABA Serion Comment L.eter, rpra noae 45. at 82-83 

193. See. eg.. 196 .. e, e.g. Srurities AcI 8id The scope of the orders are, iherefore. broader than 1.5(cX4) orders. See 
RA(a). 15 US C A I 771la) (West Supp 1991) 

Exchange Ant 15(c)4). 15 .. S. .A. I 711o(cX4) (Weso Supp 
197. Section 5(cX4). in relevant pan, provides ihat the Commission may issue an1991) In In re George C. Kern. Jr., order

requiring "any person who wasExchange Art Releas No 29.356. ICurrenal Fed Sct L a cause of the failure to ,,onpy due to an act or ommssion the personRep (CCH) I 84,8:5 (June 21. 1991)1, new or should have known would contributethe Commission aflirmed is holding by an administrative law judge that 4 15(cX4) does not permit 
to the fAilute to coply, to conpI). IS1.1 NC A 

the C. mmi,ion a, ,mh, a irspinideni mo s rnerIly 'withihe 
I 7&4c)(4) (West Supp 1991 )uni). statutory prtvisions the

respodnicn vilated ',-. lma 4 5 2 198 11988-1989 TiA.tu'et Hi.sterl Fed Set- 1. Rr I, ((:(:11) 1 84,342 (Notsuws -611 and atsoinpAnying tix In 'untmast, 14. 1988). aJI,recently, in In re lthauge Att Rerase No 29.5,. l(:,rienil Fed e, t. Ikrp (t:C:l) 1 84.4I% ( lis.r 21,Norm.ua (;. li.krr. I'x-h.ou 1991)Ai Rrlrj.%" No 29.108. 1991 iE(; LEXIS 782 (April 22. 191), the 199) Id 1 84.342, At89.S9(I 91 
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t. .,medies Act, it appears likely that the Commission will take the pos-ition dealers;2 su) guvciimn,.'n .uu ULukci .'uthat negligence will establish datcrs; ,. ,itra.slera person's liability as a cause of a violation in a agents.'cease-and-desist proceeding. In that event, the Commission will have a consider-able incentive The Remedies Act specifically provides for the review of temporaryto proceed administratively, rather than through ceasean injunctive ! and-desist orders.action or other administrative proceedings in which the Commission would have 
If the Commission entered the temporary cease-and-desist

order following a Commission hearing, the respondent may, within ten days ofto satisfy the elements of aiding and abetting liability.0 ' servile of tile order, apply it one of the appropriate district courts for an order 

Temporary Ceare-and-I)es ti Orders 
The Remedies Act also empow,.- tc commission tc issue trinporary cease-and-desis, orders against certain persons 201 The Remedies Act provides that if,


ulpon initialing a peirmanent ceasc-.mid-desist proceeding, 
 the SEC determ, es

that the violation or threatened 
 violation is likely to result in "significant
6'.sipalion or convcrsion of assit, sigiilicant harm to investors, or substantial 

harm to ih;. pullic interest," the Commission 
 may enter a temporary order

requiring .a resndrii.iit t r -asr ,nd dvsist from the ilawful conduct and 
 to
i.nkv certaon nrcvthe alitesiiit.uit iriio lui., hli i r coin-crsicn of assets, hartn t) 

investors, or harnto the publicinttrcsi.The legislation provides that the Commission may issue a temporary cease-

and-desist order only after notice and an opportunity for a hearing, "unless 
 the
Commission determines that notice and hearing prior to entry would be imprac--

licjble or vontrary to the public initcr.sM.'.' 1 Thus, the Commission may issue 

ev lfarte temlirary 'car:,-ani-desist orders. A tentporinry cease-and-desist order 

is effec-tive u,,,n .ersice in the ie.,lsindrnt and remains efrctive pending
completion of tile prowcecdings unles set aside, limited, car suspended by the
 
Commission or by a court of 
 tompetent jurisdiction .fyA
The SEC may issue temporary cease-and-desist orders only against 
persons
registered or required ti be registered with the Commission and persons who, at
the time of the misconduct, were associated with or were seeking 
to become 
associated with a rcgi.,t-rcd entity.' Such persons are: (1) brokers; (2) dealers;
(3) investment advisers; (4) investmrnt companies; (5) municipal securities 

200. Generaly, ali individual may be held tisle as an aider and ahlnior only if: (1) iomone hasreimmilted avitlaiom ci"the sea-uriiies Laws; (2) the individual had knowledge of ta a ; and (3) theindividual kamiwmgly .oil suh'tantially la.siilltsird in the wrongdoing Maxre v. F-nex, Inc., 809',"F.2d 297, 303 (6th Cir. 1987), cree. dneld. 483 U S 1006; Armstrong v. McAlpin, 699 F.2d 79, 91
(2d Cir. 19 83). Mnnsen v (7:-nolidated I)res-ecd BeefCo. 579 F2d 793. 799. tes denied,439 U.S.9 3 0 (1978), ser aisoS.hille v. Seafirs (orp. 866 IF2d 935 (7ah Cir 1989)(in action arising out ,rule 10b-S plaintiffs required to show all'egediha aider and abettor committed one of thennipulative or deceptive acts with same degree o" scienier required for primary liability).

201 .$ee Scuritirs At I itAt), 15 tIS C A 7I 7h-t(r) (Wrsi Supp. 1991); Exenange Ao
I 21C(c), 15 

. 

11SCA. I 78u-(c) (West Supp 1991); Investment Company Act 19((3). 15U.S.C.A. I 80i-'J(IX3) (West Supp 1991). Invesimeni Advisers An I 203(kX3), 15 U.S.C.A02.80b-3(kX3) e(W-t Suppu 1994I 

20 . See ad 

20% i204 SerNee'. #,/ 

setting aside, limiting, or suspending the effectivenrss or enforcement of the 
ceasc-and-desist order.20 A reslondent served with an ex parle temporary cease-and-desist order mustfirst exhaust his administrative remedies before seeking review by a districtcourtm The Remedies Act provides that, within ten days of being served with
the ex paste order, the resiondnct may request tle SEC to hold a hearing, and
that the Commission must hold a hearing and render 

'
a decision "at the earliest2 9pIssible time." Thc respondent has ten days within whicl to appeal an

adverse dc-trrmination by the Commission to the appropriate district court. t ° At 
any tiiw ,livi the rcsimincit ha%been served with a temporary cease-and-desist 
order, however, the rc(llndenl may apply to the Commission to have tile order 
set aside, limited, or suspended t' 

It is important to nite tat tie commencement of an appeal, in the absence of 
a specific rdcr by tie court, will not operate as a stay of tie Commission's 
order!1 " The legislaion provides that a temporary cease-and-desist order is
efctive upnl scrvic and, unless set aside, limited or suspended by the Com
mission cira court, remains "elle tive and enforteable pending the completion of 

-tle prisi,,rdings " 

AnalT)his of he Temporart Ccease-and-a)esostAtopihor eo i
sThe tempaorary cease-and-desist authority is intended to permit the Commis
sion to act expeditiously to prevent investor losses. The Report slates thatouse 

heceas-and-desist authority "would give 
 the Comemission the ability to co
mntir n cominein proceedings rapidly, especially when ongoing conduct places 
inyc'si rinto tni inuing jcrol.mrdy ''ha4 

2 
ad 

2017. see Securities Act I 8A(d). 15 U.S.C.A. I 77h-l(d) (West Supp. 1991), ExchangeI 21t(d). 
Act 

15 tiSCA. I 7Ru-3(d) (West Supp. 1991. Investment Cempany Art 1 9(f(4), 15U S.A I 81U-9(iX4) (West Supp 1991), Investment Advisis Act j 203(kX4). 15 U.S C.A.I HOh-3(kX4)(West Supp. 1991) The appropriate district courts are the U.S. District Court for theDittlns, Columbia. the disriis rTun where the respondrn resides, or the distrio coun where the 
Iesli,,adei hii is riiicipal plac ,husmnss .a,- ad 

2118 Ser id 
2i) See:d
7111210 SereSre,,Id , Exchange Ail j 21C(dX). 1S U SCA §78u-3(dXI)(WestSupi 1991) 

2 1 Sn* *,.Secu ii t s Aa A( IX I) . 1511S C A j 7 7 1-l(dX3) (West Su p p~ 1991) 

)II 3 . e, t , Set Utii rs i,s I A(tcX 1). 15 t.'14 1 ,., ipclxil . ,,,,ij: 4. it 25 S C A I I Ic-It, )XI) (West SuIl I , 191) 
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a permanent cease-and-decsist proceeding.2 5 T-he iegislation does not define thedetuioofrtapinwthvdncrnsrofsssoreodsterms " 

. 11 .lc-dnti-disitp, iliwls authorize the Commission to issue a tempo-..rary order upon a determination that the respondent is engaging in, or about to 
to result in significant dissipation of assets, 

,engage in, a violation that is likely
conversion of property, or significant harm to investors, or that is otherwiselikely to result in substantial harm to the public interest before the completion of 

"significant dissipttion," onvrsioninvestors," or "substantial harm to the public interest," and the legislative
hisiory does not signilica;ily add to the meaning of these terms. 


The temporary cea.e-and-desist authority 
allows the Commission to takesuch action to prevent a violation or a threatened violation. Moreover, theprovision authorizing tlie Commission Io enter temporary cease-and-desist
otJers for threatened violations is extremely broad and may be construed as
authorizing the Colmmission to require a respondent to take whatever action the
(mlmission determis appropriatc to prevent harm, even if the anion re-i%eIi-rdrxrcssiv,cI tt',ip.iiiin with i(" jiniiial harm. A resporndent's
failui , ii, ,iiinply viim ihe tit tr.i pending rf'view maiay result ill Ibr mllpsiion ofsignificant penaltes. 


As nmiginally 
propos d by the Commission, the authority to issue temporarycease-and-desist orders would have extended to any person.2 16After consider-able comnient, 2 7 howeve. ihe Senate and Hlouse Bills were amended to limittemporary cease-and-desist authority to regulated entities and associaled per-
sons Nev eltheles, OMe Commissiin may still use the temporary cease-and-desis 
authorilV tgainst nnn-rst laild persons tihrough an order eniered against aregulated person involvcd in the transaction. For rJAample, upon determiningthat a securities transaction constitutes a violation of the federal securities laws,the Commission may enter a temporary cease-and-desist order directing abroker-dealer not to deliver funds to a customer. Similarly, the Commission mayenter a temporary order directing an underwriter not to transmit funds to anissuer iI til. Colmmission determines that the issuer's offering materials weredefi-ient Thu., the Commission is able to freeze assets of non-regulated as wellas regulated persons through an administrativr order instead of having to seekretourse in the federal district courts, 

The CAmmission's authority to issue temporary cease-and-desist orders on an 
ex pa e basis is also significant. The legislation authorizes the Commission toissue a temporary cease-and-desist order without prior notice and hearing if"the Cunmision determincs that notice and hearing x.ior to entry would beimpracticable ,or contrary ic the public inlerest." 58 The House Report states 

215 Id .1 19-20.2 1 ( . ¥"i , ,e te x acen - tr l ny i n g n o te 5 1. 

21t , . 1'9) AiJA .Sieo t C ninwnimLettr. m/tpra note 45. at 77-92_l8 , , c. Iha, , Ai I 2I(:(,Xl). t% 11 S:A 5 78u-3(eXI)(Wl SIjp 199!) 

that the ently ol a ;:e.i -ana-dcsibl oitucli It. rXi. J i.ths l Ll alh. - .."u11.d
nary remedy and not "a wholesale substitute for the range of Commission 
enforcement procedures. ' 12 9 The Senate Report states that:

JPJrior notice would be contrary to the pub'ic interest when, for example.
it is reasonably likely to rcsult in a respondent's Ilight from prosecution, 

destrucion f r tam ring with evidence, transfer of asses or records, 
improper conversion of assets, impeding the SEC's ability to identify ortrace the .%orcc or disposition of funds or furthcr harm to investors.220 

The Commission's ability to issue ex parte temporary ceasr-and-desist ordersthat will remain in effect pending a Commission haring raises due processconcerns. First, it is unclear what preliminary determinations by the Commission are required in order to issue such an order. Second, even if the issuance of an ex parte or-der does not violate due process, the lack o " a prompt hearing
may. 

Ali .x /el itintrary ccase-,nd-,Irsi~i order,.l as o, depriving thercsptonlot'mil,,t a,*t thit e allctg-dly ill-goten funds, .rguably would restult inthe deprivation of a property right and implicate the fifth amendment's due 
process clause. Recently, the United States Supreme Court addressed theprerequisites required for such a government-ordered deprivation without aprior hearing In I'.,daal I) p Innsu nice,,asCorp , Afallen,Z a the SupremeCourt upheld .tit .X pa te -rder by the Fl)I, 2 prc!hlibiting an indicted bank
oflicial from part-iipating in the batik'!. allaits. The Soplcite Court noted that.while tIhe iflit itil' right tot parii(ipliciln the bank's allairs is a property rightprotected by the due process clause, "liln important government interest,accompanied by a substantial assurance that the deprivation is not baseless orunwarranted, may in limited cases demanding prompt action justify postponing
the opportunity to be heard untii after the initial deprivation. 222 

Since the legislation at issue in .Alllen was premised on a congressionalfinding that prompt Suspension of indicied bank ollhccrs may be necessary toprotect the interests of depositors ar,d to maintain puhlic confidence in bankinginstitutions, the Supreme Couit found an important government interest toexist.22 Moreover, since there was a grand jury determination that the bankofficial may have committed a felony, there was sufficient assurance that the
suspension was not basels. 221 

As with the FOI)1C legislation ai issue in Mallen, a court would likely findthat there exists an important government interest issuance of ex partein the 
temporary cease-and-desist orders. Similar to the banking legislation at issue in 
Allh, (ongress intended the teimpmray ease-and-desist order authority f 

219. llouse Report, .- note 2S4, 2%
 
220 Senate R e ' .up note 7 it 1 

22 1. 486 U S 230 ( 1 986' 222. il .at240 

223 i,1 .it 241 
224 IJ 
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s.cu ie.. markeatos .sWhile the il,.U541 idiitdiUn LOltideaace an thi .Rcmedie Act provides no explicit requirementthat the Commission make a preliminary determination of whether a Violaionnhas (wurred, Mallen indicates that the Commission should afford proceduralproteions ensureis n, there is a "substantial assurancehaeclrss or unwarranted s at that e deprivation1361 

The ccns;iltuional principles of due process apply to administrative adjudica-
lions." " This requires not only a fair procerding, hut alsosatisflirs tc appearance a prc-eding thai4it lustt.c.2 2 ' The CilI a1 fcltnstittiiaaal delrmination appar. I be whether Il ,.. p-ale lempirary c asc-and-dcsist circl is consid-ered a prejudgment of the specific facts of the case when the individual makingthe preliminary determindicOn also will be judging the merits of the order afterthe hearing .2 If lie ex parle determination is held to constitute prejudgment, itmay be icassible to challenge tic subscquent decisioan. A de Juctoi determination
on the merits, an(# the issuance (f an ex parle cease-and-desist order ly the same
individual car individuals what will conduct the suhb-qucni li.aria g may tiot
rolfl|r wil the appalal.u , aI justice and, therefore, might result an a judge
invalidating the order.221n slidtthe dea nhl gahaigncourt

An unjustified delay in hldiiig a hearing following the issuance of an exIare tzmJ~arary cease-and-desisl order may also violate the due prcess clause,
Cnoeurt fd Ield llowiig: C State%Suprene 

In determining how hang a delay is justified in affording a . . hearing and 
dr'i iii ittn,Is ailoirialc In, examine the inll --iaii-e 4)f the i)riv.tl interestatd the harm to this interest occasioned by delay; the justification offeredly the Government for delay and its relation to the underlying governmnen-[tl interest; andtnisiakonha the likelihood that the interim decision may hac b.eennos atistk 212enter 

As mlgatd .alacve/ 2 the (2ollll 5sion is required to huid the hearing acd render
a decisioan "at 
 the earliest |acossihale lime." 23' In the event that a (Conmnission
225 I,! .a. 240) 
226A.225 .luTal --... S2SEC, 877 F.2d 721., 7234 724 (8th Cir 1989).cen. denied. 110S. Co. 1296(199);


seTr rm
227 .., 
Antanau, 877 F.2d at 724 (quoting In re Murchisa,

228. 

349 U.S. 133, 136 (1955)).S'e Cindcerdia Career and Finishing Schools, Inc. v. FTC. 425 F.2d 583, 590-9t (D C.U. 
Cir 197o) 

2981984)
229 

v. Larkin. 421 US 35, 46-55 (1975)

Ibe sullhgag'n- sati. mln Lirne-si, 

(merr prior exposure to evidence presented will rum.in itself, 


&-#.,..,nimu. 877 F 2d At 724.2o (prior spet-h eviolcing prejudgrment). Boa, se Withrow 
Carninlssio memlae'rs) 'TC c (ment Ins. 333(1948). Rmtthaugh v. FAA. 594 F 2d 891. 900 (2d Cir-. 

U S 683 
or lita, y -hkety 19 7 9)(announced prior pisiiion about lawtio Sitcnstia.r2.1486 [ IS 230 (t9HxH)231 Id -It 242 (stating chat 1XI dAV' i,, hear the cas and rch 

.a11,rait grunds to challenge exercise4of .idjaidaruivc power)a derision is not aprocs v per-se due2ola tiun) 
2.12 .- 'i -otamc 20) and ,41I-,,ml ,I.ylng text 

231 V;". "-. la-ha-tA r 
 ct J 21'n(d). 15 C S (:A I 78u*3(d)tWi.i sur p Ie)tI ) 

2I tpIwreding) 

determination is tot readily forthcoming, however, it may be -ssible lor arespondent to compel a prompt Commission determination by secking a themandamus pursuan to 28 U.S.(:. § 13012"or ohr iclicf pursuantwrito of 
rsuato2urao c . M3 ndomth relivhat ursuato t36requires that: (I) the plaintiff have a clear right to the relief sought; (2)delfendants thehave a plainly defined Iinisterial dutyquestion; and (3) no to iform thc act inadequate alternative remedy is availahle and the plaintiffwill stller irreparrahle harm absent judicial intervention "' refusal The Commission'sto ir rl a its duty of holding a prompt hearing and determination onthe p,-climinary cease-and-desist order may satisfy the albcae requirements andjustify the issuance of a writ of mandamus. 21'Mandamus relief, however, presumes the absence of ian .dequate alternativeremedy. The Third Circuit Court of Appeals, in *i7 

2 nilown I,t,,lnited tatesI),'patmeit ,,J DJ.iN, I recently held that the protection%alhuded by the APAmay preclude mandanius relief. The APA requires an) agency to "proceed
ltf-scultd toit" wIvlin ''a reasonahle 

to. hirh-., Ulaite' 
a11c4ut toagdc ao tlsne"119 and authoriiesit" "aureasonable mnr an auiloriaeA itirt to (oinlx-I agenc.y action "uneasnaly dirayc.. " " ' "'le 77h ,mpion

concluded that the APA "authorizes actions in the district court to compelagency action unreasonably delayed, at least in case,; where judicial reviewof an agency's final actian would he in the district court inI the first instance." ' 
Con. quenily, if the Commissionreasonable time, it appears thai 

does not hold a pr,)mlat hearing within acne may hi ing a court a li.san unmler the APA to 
compel the Commission to hold such a hearing.2 2 

OFFICERAND DIRECTOR BARS
 
The Remedies Act Bar Provisions
 

Toe Remedies Act also provides that a court, in an injunctive action, m.'yan order barring or suspending persons from serving as olficers or
directors of corxorations with a class af securities registered )ursuant to section12 caf the Exchange Act or corporations required to file reptarts under section 

See 28 U S C A J 136t (West 1976).235. United States ex rel. Girard Trust Co. v. Helvering, 301 U.Sk rage Co . v , u nmny Fu ur s T rading 540. 543-44 (1937); Clayton(a m n , 54 8 FS u p p 1 1 . 10 17 (E 1) M) 
1982)u 28 UTSadgA. uee(West 1976) n1361 

236. See. ar ! . TrIer, mmunications Research & Aninn v. FCC. 750 F 2d 70. 79-80 (D.C (r(eregiuous agery delay may warrant mandamus).237. 813 F 2d 48 (3d Ci'r. 1987)238 Id a 52 
239 5 U SC A § 555(b) (West 1977)
240. Id 1706(0) (West 1977).
241. Drispsariz 8 13 F 2d at 52;jee Ptiblit (Citimn11cahth KcwarthI v. (ummossioncr Ftxd€ &Drug Admin . 7411 I"2d 21. 32 (1) (:it 1984) ('APA "mpowers the oun ta)evaluate thetie fiagency decisional JIFrC:SS and so order expediton if the pace lags unreaswnably ")242 See,.' . I as Vcgas Iawaan )c Co v SEC. 466 F Sulit 928. 932 (1)(.APA ilaw 1979)nial lac-u.d a,,atopnl SE( to a.tke draermaaition of wheil I,, ptleed withl a stp itrdcr 
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a .. ) ol that act.," The Remedies Act provides that a court may bar any person 4
who has violated section 17(aX I) of the Securities Act. or section 10(b) of the A
Exchange Act, or the rules and regulations promulgated pursuant to section

10(b), and who has demonstrated "Isiubstantial unfitness to serve as an officer 

or director."""The bar may be unconditional or conditional, for a permanent or " 
a fixed period of time.""~ 

a dmAnalysis ofthe Bar Provisions 

The Congressional report%, actman..tmyilg the lcgislation state that the federal
district court's inherent equitable powers permit those courts 
to enter orders iprohibiting a person from serving as an officer tit director.2 4' Nevertheless,

Congress determined that it was appropriate to 
provide the federal district ..
courts with express statutory authority to bar or 
suspend an individual from
serving as an ollicer or director.2 " 


"hie Senale Report noted that, while an oflicer and dirc't-rir har is a pit-n-

tially severe 5.11n'ion, 
 "pcr Scl s wlso ha.vc detoutnsrtnat .a hlatamrt di.tcg~ad It,

the requirements of the 
 Federal securities laws should not be placed in a
positian of trust with a publicly held corporation."' " Congress observed that, in 

determining substantial unfitness, the capacitv in which the violator was servingwhen the condlut i-urrcd is often rervant. Congress stared that "the remedy of 

'P
 

a bar ossuspcasion front 
 .',vic as a to-rporaie oIlicrr or direvtor is especially

appropriate in cases in which 
a defendant has engaged in fraudulent conduRwhile serving in a corporate r oather fiduciary caparity "," Congress also stated 

that the authority to bar individuals from serving -"s officers and directors is 
a
remedial remedy and not designed to establish minimum qualifications for 

corporate olliers and directors.2 ' In testimony before Congress, SEC Chair-

man Richard Breeden slated the following: 

The Commission recognizes that corporate governance issues are generally
regulated by slate Iw. The purpose of the corporate bar provisions is not 
to establish federal standards governing the qualifications of corporateofficers or directors. Rather, the purpose of this provision is to protect * 

public investors from persons who have already demonstrated a propensity 

243. ee Securities Act § 20(c), 15 US C A. J 771(e). Extchange An I 21(dX2). 15 U.S.C.A.
I u(dX2) 

244. See id 

245. S.ned . 
246 Senate Rep~tr, supra rrrarr 7. at 22, tHouse Report. aupra note 4. at 27,247 The legisilm,,.e history stairs that Iry giantrng federal di$1rir rourts expl cit .authority toprohibit nr to tar itrsors from ser,,ing as -ffiters or diretors, Congress did not intend to limit thefederal district cours' inherent authority to order other forms of equitable relief. Senate Report, 

rupra note 7, at 23; House Report. iupra note 4. at 27248. Senate Repo. supra note 7. at 21 
249. lIunse Rporn. jupra nrte 4. at 27. ',a.. , Snate Report supra note 7, .athe breath ,a"a , 21 (slttng Ihatdu, iAry duty mat. gtvr rise in an nAfier or director bar) 
2M0 lHou'. aaraa 27Relkn.tpora 4. 

to abuse a position of corporate trust. Where a person's conduct is such that
the disclosure provisions of the federal securities laws, even when supple
mented by the coercive power of a federal court injunction, are insullicient 
to protect investors from further loss, the availability of such a provision is 

25necessary. t 

Prior to the Remedies Act, the Commission sought a bar against service as anviAwld tir o dcfendati.'s conduct asfflicer or director of a publicly-held coipany only on 52those owcasions where itextietiely cgregious.1 The Commission 
actually -btaincd .this rclicf in only one litigated case "51 

The Remedies Act's officer and director bar provisions do not reflect the
Commission's practice with respect to this relief. The Rcmedies Att permits the
Commission to seek an officer or director bar against a person who was not an
oflicer or director or seeking to become an oflicer or dircitor eith'er at thc time ofthe violation or at the time the action was brought. Further. such relief may be
sought although ilit defendant's alleged viol.atire conduct did not involve a 

t i in (i-rogtrota Most importanily,i as w'ht ther irotvisitonas el the Remc
dies Aci, the term "substantial unfitness" is vague and may be the subject oflitigation that could have been avoided through the use of a more precise term. 

THE COMMISSION'S TRADITIONAL ENFORCEMENT 
ALTERNATIVES 

The Remedies Art will provide the Commisi. n with a substantial amount of
Ilexilevty in addrssin sfeuritices law viod.atoias and should in rastI deter
rentc level of SEC enforcement actions. The Commission's tradirtrmal enforce
ment altrnatives, however, will continue to play an important role in the
enforcement of the federal securities laws. The Commission will continue to 
utilize many of its traditional enforcement alternatives either in conjunctionwith remedies authorized by the Remedies Act or as an alternative to the 
Remedies Act provisions. 

INJUNCTIVE ACTIONS 
TTemporary Restraining Orders and Preliminary 

Injunctions 
The federal securities laws authorize the Commission to seek preliminaryrelief in the form of a temporary restraining order or a preliminary injunc

tion."5' The Commission may seek such relief to halt ongoing violations or to 
251 Breeden Testimony. iupra note 5, at 30
252 See, eg, SEC v Florafax Int'l, Inc, SEC Litig. Release No. 10,617, 1984 SEC LEXIS238 (Nov 27. 1984); SEC v San Saba Nu-Tcrh, Inc, SEC Litig. Release No. 14I.531, 1984 SEC 

I.EXIS 700 (Sept 19, 1984).
253. See SEC v. Thni-Culiur. Inc, 11973-1974 Transfer Binderl Fed Set t. Rep (CCIl)

1 94,501 (1) Ariz Apr 2. 1974)
254 See, eg, Se'u,,ties Art I 20(b). 15 t .r: A 1 771(b) (West Sulap 199)0 The standards

aapphsahle for tite 1vwc1alale tit A leonilkray rfeimJlltaa ,a.,er and the standards alalatble for the 



prev.... mminent violations3255 Additionally, the Commission may seek tempo-
rary relief to prevent the secreting or dissipation of ill-gotten gains and 

, 

to 

preserve such assets until the Commission can establish that disgorgement of 

illicit gain- is appropriate.2 16 


To obtain preliminary injunctive relief, the Commission is required to meet 

the statutory standards for injunctive relief, rather than the common 
 law 

standards private litigants must mert.2" Thie securities laws provide that the

Commission is required to make a "prolrt .showing ,'2%8
(:,iat.Ihave construed 
this pr vision as requiring a showing th.it th,'re is a reasoi.ilsle likelihood thatthe defendant is engaged in, or ala)ut to engage in, pracites that violate thefederal securities laws.2 ' Generally, courts have held that the Commission may
satisfy this requirement by establishing;: (1) a pinao J,. e-asc 2 ' that the
seantisths hav en ' l ishing 'r(1) ag"e stab (urr-y -in 'iri c nduthath,
defndants havte exgin,"'s a renanl (2) that r krcixl hg ,2 ihn violativerongs w iIthere exists a reasoable- likilihood that the wrongs will be

rei- atedl'"' 


Rcrlly, in S.Hi-." , I ajiti ... i li - Srotul (:tt ot (:,to, hf Alilm.als 

held that a more substantial showing is rquired, both as to thei, 
 amJuacw. Case 

of aviolation and the risk of recurrence, whenever the relief sought is more than 


.Nu~tmrida. iarh minnar)iniuin, om ali.,A i,,i. sa,, lar .,, . hA,,,m- :, ,sirCo . New Y,.u
C.m "lr.mtAsils , o)1 I: Supt, 1257, 1, Itn IIt 1) NY l94) . : S..I * C %,Welllsitre , 


Inv.. 
 71 7 F Supp 251 0. I) NY 199.1), SE: v Crusn .rn. Not 17.1lol1. I'987 U S I), I.EXISI ,4,.t (S I) N Y Fels 17. 19)97) %fciuri n.mAyo,.m i rmlwr;a" , frusr.ssnmin,,Iatrviwihosi noihe ii it 
alrarly aplwars to ihe orub th iimdatc nd ,eicsArale injury. han,.r dini-aaK wotuld otherwise,esut See Fed. R Ci. Is 05,),Arvid. Cmirp v . u.t.irrtan. 259 F 2d 428. 429 (1958) (Lombard,
J . ,..ourfing) 

255 See. e.g., Securities Act I 20(b). 15 JS: A 1 771(b)(West Supp 1991)256. See, e., SEC v Wang.SEC Liiig Rrlase Not 11.780. 1988 SLC LEXIS 1(4 (June 27. 

I')AN) 


.i7 Thus, the (C'Airm sn is m rnalistaeif se mir-.l aarsml.sol It ita.r litilgants suth as 
imsk 4afirreparable injury ai the unavailabmilty ol reAiedars ii law SEC timfrmund SAL., 910 F 2d 

Io.?H. 1416 (2d Cir 1
S-( MAnage,-nrnsI SLC). v )) milniui. Ir . 511F -1 Halt. 8118 (2d Cor 197S). 
s.ee SC v. Capital ;ains Research Bureau. 17% t iS It)). 195 (1963) Ma..Naver. in (1n nd.SAl..she S-ruondCircuit (ourt of Al~lwals expr-ssly r-amcml toaallow ihr (ns'mussiain i. rely on standards 

atAilable rot private plaintifls ' rdief. /lmntuadSAL.. 910 F 2d at 1040 


258 Set, e.g., Exchange At I 21(dX I). 15 US C A I 78u(dX t) (W s Supp 1991 ). 
259 Aaron v. SF.C, 446 US. 680, 700-11 (19P'). SEC v. First Fin Group of Tex., 645 F.2d429. 434 (5th Cir 1981) 
260. Although sme lower ,auns have used the phrase "strong po laotse case," the Second

Circuit Court of Appeals has rejected this apparenIly higher standard IVnaund SAL, 910 F 2d at 
ti017 

261 Alauag,',a,:lDJoa-,.m-. 515 F 21 , MIt). NJ-1(: Setcll.Iarra717 1: Supp. 251. 255 
IS ) N.Y. 1990) 

262 SEC v. General Refrarictris (o. 41M1F Supp 1248, 1255 (1) 1)C 1975)
263 See. eg, Mafnag rnr.l I)r-nama, %.51% F 2d at PA)7; Firs Post (;.,p .j "lJx. 645 F2d .at 

434. H'llshi,.s Se, . 737 F. Supp At 25S, (.;,,-eo,,l lImmaar,,.t, 40) 1: Supp .a !255 The axcursmatdried in, ihi- determinatiam.i•re s m.ilmi Imthe.• emloyed ai demramitting whether to asir a 
permanent injunlios Se.e SEC v CAimml,.IAim. Ji, 6c,81F,2d 1319. 1122 1Ihh C:ir. 1982)

264 91 1 F 2d 10211 (2d Cir 1990) 

preservation of the status quo."AS The Unufund SAL. court viewed ;ommis
sion's request for a preliminary injunction so as to prohibit future insider 
trading violations as having grave consequences because it would have involved 
more than a preservation of the status quo. The preliminary injunction could 
have resulted in serious collateral consequences and also subjected the defendant 
to contempt sanctions if subsequent trading were deemed unlawful. Accord
ingly, the court required the Commission to make a substantial showing of
likelihood of success as to both a current violation and the risk of repetition.'" 

PermanentInjunctions 
As with preliminary injunctions, the Commission is required to satisfy the 

statutory standards for obtaining permanent injunctive relcf.2""The Commis
sion must demonstrate that there exists a reasonable likelihood that the defendanls, if not enjoined, will engage in future violations 211
 

The factors often cited hy courts as 
relevant in determining the likelihood of 
future violations ,re. "(1I) the egrgiousness of th(" vtol.mton,, 2" (2) the is, lt-ed 
or repeated nature of the violations, 70 (3) the degree ol scienter involved,"7' (4)
the sincerity of the defendant's assurances, if any, against future violations; (5) 
the defi!-ndant's recognition of the wrongful nature of his conduct; and (6) the 
likelihood that the defendani's o upation will present Opl.riunitios (or lack 
thereof) for future violations "I"2 Courts have also (ontsidered the health ind age 

265 Id ai 1019
 
21W Id at 10140
 
267 SE(: v Ycumans, 729 F 2d 411. 415 
 (61h Cir 1984). ri.1nted sub nrn Itihd.sy v

SEC, 469 11 S 1034 (1984), se, e f. EX(Iange Act I 21(dX 1). IS 1; S A 78u(,1X II (West 
Supp. 1991). 

268. Eg, J'ournans, 729 F 2d at 415, seeoln SEC v B&),aass. 614 F 2d 908, 912 (ld Cir 
1980), SEC v. Murphy, 626 F.2d 633, 655 (9th Cir. 1980), SEC v Blair, 583 F.2d 1325. 1314 (51h
Cir 1978). SEC v Koracorp Indtis, 575 F 2d 692. 697 (9 
 (:1 ) , rot densd. 43) 1IS 951(1978), SEC v. Manor Nursing (Crnrs,Inc.. 458 F.2d 1082. ! t0 (2d Cir. 1972); SEC v. AdAItIC 
(;r,wih (:atil (arp. 470 F 2d 40., 1(71h (ir. 1972) ... , llUnited Sates v W " t;r.Anl 
(o, 345 U.S. 629. 633 (1953).


269 See, org . Monor Nursmng (ntrrs. Inc., 458 F.2d at I1102. SEC 
v. Penn CCntral (o . 425 F.
Supp. 593, 597 (E D. Pa. 1976) (nature of past violation in'.ludes. "the number, seriousness and 
noelty of the trangrcssions, the nsave and intent of the pi- petraaars, and the time elapsed sinc 
lte violaions were committed"). 

270 See, eg., SEC v. First City Fin Corp, 890 F2d 1215, 1228 (DC. Cir. 1989), NEI: v.
Savoy indus, 587 F.2d 1149, 1168 (i).C. Cir. 1978). cet denied. 440 U.S. 913 (1979), see also
SEC v Monarch Fund, 608 F 2d 938, 943 (2d Cir. 1979) (r.vewtag ihe lapse of time Ibeween 
violatin and Commission enforcmenmt aiion)

271 Se,. eg , Aaron v. SEC. 446 11S 681. 701 (1980) .r',i ('i.- Fin Corp, 890 F 2d ai 1228 
(lwlhitehr the violation was flagrant and deliberate or mcr'ly technical in nature"'), SEC v.Hlaswell. 654 F.2d 698, 700 (1thh Cir 19 81) (even assuming securmties law violation, the ahnrce of
sIC1tter alomne supports denial a, injun(-tion) But see SEC v Arnerm(an Reaty Trust,. 586 F 2d 
1001, tI1XI7(41h Cit 1978) (prtest a4 sienter unnecessary)


272 See. eg , aauarsoans. 1 2d Ai 415, sre
729 alo, SEC - (:JFal)a Air, 681 F.2,1 1I8,. 1122 
( li'll C, 1982), Baarastia, 614 i-2d i 912. Afurphy. 626 F 2d ai 55,. Blat. 513 1: 2dt .o 1314 
n 29,) E.: v Anari(a n Bd aI Tiade', 150 F Spp 10. 14 (S 1 N Y 199), SI(: v (;.cl l ich . 



of th, ..cfendant21 7 as well as any adverse collateral consequences, including
persanzi hardship to the defendant. 2 74 The issuance of an injunction will not be
precluded merely because the violative activity has ceased.2 1

1 The courts have 
generally held that no one factor is determinative on the issue of likelihood of 
repetition2'

1 and whether the court draws an inference that the defendant will 
engage in luture violations depends on the totality of the circumstances."' 

Recently, in SE( I,. Firal Cay Financial(.;,rp., ' the District of Columbia 
Circuit Court of Appeals hrld tha; Iwo fatiors should not be considered indetermining whether to issur an injunctiont .) Thor district couit had cited as a 
factor the "'public perception that ithel defcndants have been recent and active
panicipants in hea'¢d takeover battles and unfriendly mergers.""Z The appel-

late c',juri stated that the court may 
not justify an injunction, even in part, in 
terms of propitiating publir sentiment.2 ' Further, the court held that a defen-

dant's vigorous challenge i,, thom
government's accusation may not be u%ed as an 

inlicaion af ith- likclihul. I rqlxl,-aird viol.tions. ' 
 The aplat c tart statedthat 411i1 il1.1y contsiln'i "'.iL k ii itmI{I ," nly il lh defendant 11jts pitcviously

violated court orders, or if tic dclendant odulctwis4e indicates that he (ltd not feel 

bound by the law." 


The primary purlitc of cnjoining a defendant from future violations of the 
seruritis Ilaws is to protect the investing public from t.ture mistnduct, not to 

N-1 i?. I-1. I') US IM I.I.Xl.IN ', o I51.) 'AK IK CE v t89 I, * PA .i'89).. ).ivis. Stoupp71,7. " is I)1 (h,,i. I,8,1) .1: ,, r ..,, W.0,,,,, 1,119F upp . - (I) n 
t'918). .J l,.1, , S 11m 89tl.,.: -I.t I"2d 457 (2,1 (:i,).. , .,) dSiiae 10. (:1 3228 (1989), 
SEC (v:hAnlioinSplits Manait.ncn 599 F Supp 527. 514 (S l).N.Y. 1984)271 .--. j: Ywmiw... 72' 1: 2d An41 . , I,,ai,, . 575 F.2d at 698. SE*A: v Gallagher,
N. 87-3904. 1989 U.S. Dowi i.EXIS 9561 (E D Pa Aug IS, 1989);. L1,z14 689 F Supp. a 772; 
SE: v. Pcnn Cent Co.. 425 i Sup;. 593, 597-98 (E I P. 1976) (court denied injunction againstdecteidAni where, due t10IIW sJair 4a his heahh, he was N.o likely io have an ,flicrer or director 
rctatooJ. i . will, A ,tnaumin1a)uIhI ianuluture). SCF . (;A.l ir. 11984-985 'Ir.in'fer Binderl 
Fed. Sea I. Rep (CCI1 W ait).981 (SI) N V Apr')2.Ltt14. 15. i985) (fouri denied request to enp, n ,trirnt.in whis was 64 'rai.. ,,I .ill iiArinig end a I,. iareer)


274 .A,'r SFS: v Anwravn 11 id Trade. Inc. 751 
 F 2d 529. 535 (2d car 1984); Manor 
Nutrng 1,,tlrrj,

9 
Inc.. 4%81F 2d am1102; SEC v. Ingoldsby. 11990 Transfer Binderl Fed Ser. LRep (CCI I 5.351. at 96.693 (t Mass May 15, 1990) ("lWIhile geWral equihahle eoncerns 

sui as tIhc ic"ultan adverse iniparct upom the defeadanti's pmolessional repuiaiau, and business
a4livity may alo be tunsidered, the public interest is paramount to any individual hardship."); 
k I',',iwi,..l.'huu,-.1I11F Stpl it 11-71 

275. A',u.,rplndu, 575 F.2d a 6.98. SEC v. Minagerneni Dynamics. Irn., 515 F2d 801. 807
(2d Cir 1975). 

276, Y.U.i.. 7-29 1: 2 at 41 S
1277 h-.i -"i G" . B9011F2d a 1228, Aflamig,'tneu I)yui.. , 515 F2d at 807,

I.,iuJdby. 11990 "Trans!rr Bmnderl Fed Scs" I. Rep (CCI)1 95,351. ai 96,693

278 M IF i 1215 (D.C ir 1989) 

279 Id ;i 1228-2) 

280 I. 

281 1.1 .. 122') 
282 Id,...,. .al-NEC v Itcatriait.. W,airl,ase. (,89 1 Sujp 51. ill) n 1t) 
281 il't Cay ; n M'AI.m891 F 2d .to 1229 

punish the violator."' Although an injunction has been referred . s a mild 
prophylactic, i, may result in serious collateral consequences. 21

1 Most impor
tantly, a failure to comply with the injunctive decree may form the basis for 
contempt sanctions,2

M or constitute the basis for barring an individual from 
practicing befure the Commissio.. 87 The issuance of an injunction may also 
result in the suspension or rcvxatmon of a broket-draler's registration,2 or 
result in the disqualification from serving as a director, officer, or employee of a 
registered invc-ument company.28" 

Although proof of past violations is highly suggestive of the likelihood of 
future violations,2 u courts, noting the consequences, on occasion have declined 
to enter permanent injunctions despite the fact that the Commission has proven
violations of the securities !aws.?" Two recent cases illustrate the Commission's 
problems. In bxth cases the defendanis were found to have violated Jhe prohibi
tions against insider trading, but the courts declined to enter lpermanent inlunc
tions. 

-In ."I(.":', b,l,, ' 2 thle (,41unt ii illcgcd vio.latoins of the prohibitions
against insicr i aililng contained tit se(ion IO(b) of the Exthange Act and rule 
lOb-5 thereunder, and sought a permanent injunction, disgorgement and a civil 
penalty pursuant to I'SA. The jury found that the defendant violated the
relevant provisions. Although Ingoldsby acted with the required scientcr, had 
not publicly acknowledged thr wrongfulness of his conduct, and would continue 
I0 have atcs to marial nopuhl infoination, the ioui- dclined to issue apermanent inlonctiion or impose civil ionahies; rather, the court required the 
defendant l ,di-,igog his ill-gati.-i gain.' The (oui lo111 Ingoldshy's llisl

284. SEC: . ,,um.ans, 729 F 2d 41.41 ilt (:lr) ,.,, d,'i,.d ,ib ','mllolliday v SEC, 469
U S. 1034 (1984). SE.C v Kratwp Indu.. 575 1: 2d at 692, 697 .S9tto Cir.). cer, denied. 439 

953 (1978)
 

285. Sr.- SEt %C,nmunwcahihl(1hen Sc, ,It, 574 F.2d 90.99 (2d Cir. 1978).

286 See, ., I . SI:. -e",rrin 11an,,f fdr.9d--
 10 F 2d 431. 419.42 (21 (:ir. 1987). cerl d,',ed, 

485 U.S. 938 (II)KH1 
287 .c, i 7 ( F R 2111 2(eX3X i) ( 199)
288 See Ex, ha.mie A f IS(bX4X(:). I sU SCA I 78o(bX4XC),(West Supp. 1991), SEC v. 

Geon Indus. Int SItI F 2d 39. 55 (2i (.ir 1976)
289. Se Investment Company Act I 9(aX2). 15 U.S C.A I Saa-9(aX2) (Wes Supp 1991).
290. S.-,, ,.. . SC s K,,raworp Indus. 515 I"2d 6'2, 698 ('l C:r ). ,eii dented, 439 Li S 953

(1978); SEC v Savny Indus, 587 F 2d 1 49. 1168 (DC. Cir 1978). irti denied, 440 Ui S 913 
(1979); SEC v l.,n.i.grottil Dynam." In SIS F 2d Ot. 803 (2d Cir 1975)

291. See r g, .SE( v CatcrnimahiA. 61 S F2d 102, 106-07 (hit C,, 1980), SEC v. B1ai. 583
F.2d 1325,1I1% (5th Cir 1978); SEC v Ingram, 694 F Supp. 1437. 1442 (C.D. Cal. 1988); SEC 
w. Lund, 5711 : Spp 1197, 1403-04 (C 1) C.at 1983), SEC v Msiller. 495 F. Supp 465. 483.84
(S1) N Y 1981)). S1:Cv rTexas Int'l Ca. 498 F Supp. 1231, 1254 (N )lItl. 1980); SEC v, Penn
Cent. Co., 425 F Supp 593, 597 (E 1) Pa 1976), SEC v Ingoldshiy. 11990 Transfer Binderi
Sec. L. Rep (CCI) 1 95.351. ai 96.693 (I) Mass May 15, 199(i, SEC 

Fed 
v. Gaspar, 119m4-1985 

Transfer Bindr I led Set" I. Rep (CC11) 1 '12.(X1)4. am90,981 (S 1) N Y Apr 16, 1985), SEC v 
MacDonald, 11981 Transfer Binderl Fed Set t. Rep (CCII) 98.0(O9. a 91,234 (D R I Apr
23, 1981), uJJ'.l ,I ,il,,.,ia pul, 699 I 2d 47 (Isl (:itr. 1983)

292 11990 I'slisfri Bandcrl Fed Se 1. Rup (Ct(:ll)1 95.1s1 (I) NKl.i May 15. 19911) 
291 II 1 9%.5. 1. it 96,693-96 
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,rmo. .al.c. Lio lie V.tuu pot again violate the securities laws to be genuine
and sin'ere.2 ' The 



court also noted the severe impact the is.uance of an !injunction would have on the operation of lngoldsby's business.2 91
li SE("v. Ingran ,296 the Commission alleged that a broker violated rule ! b-5 by communicating material nonpublic information regarding certain securities 

to sev,'ral of his ,licnis who faimr purchased the securities. The Commission 
requested a permanent injunction, disgorgement of any and all commissions thebroker received through the stock purchases, and civil penalties.2 7 The courtdenied the Cumnmission's request for injunctive relief and civil penalties becausethe court lund no reas)naitle itkeliho~d future securities law violations. 9 

The court found the follcwing significant: (1) Ingram's long, otherwise unblemished cateer, (2) the fact that Ingram had not traded in the securities at issue;and (3) Ingram's rtialively low level of scienler.29 ' Ingram was required, 
however, to disgorge the coitiMissions he received on the trades.3W

Thesw 'ascs nju ct veinionc'iive drrrc may indirair a ecrerrctitCrnshift in theCo)tirig myno ~t;r vewrisitm . judiciary's viewmaty off hmiger vir-w n i~ of he"'anauit in -io its a miln lpro hyLot
lit, lhot iimlhct .i%.i judicial dcre- having significant Thisiapl.r_ 

ent 
trend may encourage the Commission to utilize the cease-and-desist auihor-
ity provided h the Re:medies Act. Cease-and-desisl proceedings provide the

Commission with several advantages over injunctive actions. First, the Commis-

sion's administrative decrnminaiiits 
will be afforded substantial deference by a
reviewing appellatc court. Secotnd, violations of (ease-and-desist orders may
result in mtictary ix.nalhies Third, cease-and-desist proceedings may provide

the Commissin with the mr.miis i) 
 obtain the desired relief more quickly than

the liling of an injunctive action. Presently, 
 the federal court dockets arecongested and courts have dcidl many of the Commission's injunctive actions
 
more than a year after filing." t
 

Other EquitableRelief 
In addition i) seeking an injunction against further violations of the federalsecuriti.s l;iwsv, the Commission has frequently sought additional equitable


relief."' It 
 is well settld that "once the equity jurisdiction of the district court
has been properly invoked by a showing of a securities law violation, the courts 


294. Id. 1 95,351, at 96693. 

295 id. 195,351, at 96.694. 

296 hdl 195.5 1,unmonweath297. 694 I: Sui ) 1437 (CD (al. 1988).296 69I:d p 13 CDCa.18) 

297 Id am1442. 

300. I 
301 , Bredm ",sirmny.zqo/, note 5 am22-23 
0. d :.309. 

W . ,... . S '.: %M,n r N ur.imng Cemiers, In,., 458 F2dal,.. Msttbell % Rolen r)eMArmnJewelry, Inc., 361 I S 
1082, 1103 (2d (:ir 1972), s

288. 292 (1960) 

pssess ane necessary power to lasino) ' an appropriate remcedy.' .me Com
mision often will ask the court to grant addi.ional equitable relief to deny theviolator the bnefit of the illegal conduct or to further tie lrotection of thepublic interest. Courts have frequently granted the additional equitable reliefnoognt by the Ctniiission as long as he- requested relief is remedial and does 
,)01 4onstitute a ienahy. " 

Disgergercnt

Dlisgorgement has hecmie the principal equitable remedy 
 sought by thecfCommission. The purpose of disgorgement is to deny the wrongdoer the benefit 

ntitlede o money damages is immaterial when considering t disgor ementrcdy'6 As wjih oit'cr equitable remedies, disgorgeni is tenicil and not 
rentidy to nyi daa 

g is?imaele e we nterin 
pouiiniveam. tinnature. 

t-
ordrr requitriinglt11c C ltinismon 

lrt (onsiquenceis.alourtfrto 

jiree of 
trading cases or 

hrac ases 

nd rin rentt aysgor
A ntur:onaya defendant to disgorge his illic'it gains. 5decline to enter an injunrtion, but may(-(11(111,1t11[e enterit llk, lihood of ferur, ing "'hus,a fai!,ure byviiI!.Illonsi will nIt 

on an order requiring disgorgemnt ofi,liit gai.'ns.w' 

en ei an equii remedy ofilii inse
alleging oher typesiases f fraudulent conduct. The Coii is

or alleging ises nolaisofouge scurities I,%whsio~r., however, has sogland obtained digreeliii cases alleging violationsohr han te nlifiud provisint s. For exa mpl, [he
I)islric' of Co'lmt ii (C.ircuit Court of Appeals has recently tipheld an orderrequiring disgorgten in an action Lilhging that the defendants violated section
13(d) of the Ext hange At I 

13 (1964) (-1 is for mh,"federi. -ourls to zdi.:sI e,, remedies so as to granit mhe necessary reliefwhere federally secured tmiluis are invaded."). 
1o4. Manor Nutting (.nters. Inc., 458 F 2d at 1104. 
35. SEC v. Tome, 831 F 2d 1086, 1096 (2d Cir 1987), cerl. dented, i8 S.Ct. 1751 (1988); 

SEC v Blatt, 583 F 2d 1325. 1335 (5th Coi. 1978), se alit SEC v. Blavin. 760 F 2d 706, 713 (6th
Cir. 1985) ("Once the n mission has etablished that a defeudant has violated the s-curities laws,the district ccur possir-,!% mheeqluiable power ,, granm dsgorgement without inquiring whether. mr

what eate , idnmtm. ble private parties havt been damaged .. ), SE.( v. Materia, 745 F.2d197. 201 (2d Cir. 1984' .ert denied, 471 US lJO3 (1985) ("Disgorgement of illegally obtained
prmfics is by no means a new addition to this catalogue 'if permissible equitabl remedies "); SEC vChrmn Net . Inc . 574 F.2d 901.102 (2d Cir!tort- defendant tn give tip the .Amotmn by whit t hr was 1978) (purpose of disgorgement is tounjustly enr~s.hed) 

306. 7iin 833 F 2d .o 1096. 
307. Blau, 583 F.2d et 1335308. See SEC v. tInifund SAL. 910 F.2d 1028. 1041 12d Cir. 1990)Commo,,wolilh (h,,'n Sec. inc. 574 F d it 103 n 13. SEC v Ingram. 694 F Supp1437, 1442 (C v. ( .'Lt t8 ) 238 
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As ancillary relief, courts may order a temporary freeze of assets to ensurethat the wrongfully acquired money is available for restitution to public inves-tors or for the payment of subsequent monetary penalties.3" Freezing assets,however, may actually harm investors if such a freeze were to cause a significantdisruption 1f a defendant's busincs- alfairs.1 2 
*Thus,courts must weigh theharmful effecls of a freeze against other consideratitins Ch.'t indica;e ihc need forsuch relief."' 

In .S'EC I.. I IJuif, SAL,314 tie Second Circuit (.url of Appeals held thatalthough the Commission did not make a showing sullicient to warrant apreliminary injunction, the Commission's proof did warrantorder.' some form of freezeThe court indicated that, while the consequences of an asset freezewere not as grave as a preliminary injunction, a freeze order should be carefullytailored to provide reasonablc security for the collection of possible civil penal-lics." ' Thr court, therefore, required ile defendants to maintain sufticient funds
in their arci(unt t satisfy an ordr, iiltftsitgpenalties for alleged insider tradingviolations, hut relused the (onmssion's request that would have rcquircd thedefendants to (;btain Commission approval prior to trading in that account.'" 

Appoariment of Receivers or T"rustees 
he Commission has sought the aplmntment o" receivers or trustees wvhcn 

Ihr defendant has enga!ged in a coesur (if fraudulent conduct, and the Comnis-
sion believes ihat ile misuse of corporate assets or investor funds is pervasive,c'quiring a reeacv(cr t prevent tle dissipation of afurther action defendant's assetsby the courl."' A receiver or pndingtrustee will ordinarily (I) take 
control of the defendant's assets in order itto prevent further 

prevent injury to investors, (2) workviolations of the federal securities laws, and (3) investigatefinancial improprieties." A receiver or trustee also may be appointed by thecoUI, Io oversee the ,iquidation of the defetdant corpforation" Tis last practice,
however, has recently been criticized by the Second Circuit Court of Appeals asinterfering with Ihe role of the bankruptcy courts.'2o 

311. Vre, ,. V., SEC % Manor Nursing Cenmerz. Inc., 458 F2d al 1082, 1ti2und SAL. 9210 F.d a 
6 (2nd Cir. 1972);

042.t 
312. See Mano, Nurnn Ceier. Inc.. 458 F.2d at 1106.
313 Id; SEC v An:rr:,;n lid. of Trade. Im-. 

in relean, part,8.0 F.2d 431 (2d 
645 F. Supp. 1047, 1050 (S.D.N.Y. t986), aJfd
Cir. 1987), ,erl. 
denied 485 U.S. 938 (1988).314. 910 F2dt028 (2d Cit. 1991)) 


315 Id at 1(A-41. 


316 I1 at tt4l
317 M 

318 St.(IA; .
5
,imi. Hnld,I T,.ir h, . Hfn 1:2d 431.4 tUS 938 t(198), .,. SE(C v First Fin (roup tfTex .645 

(2d (:u 1987). ,ete. i,'nt,/. 485F2d 429, 43f-37 (5th Cir. 1981)

319 &.r 
 '..- ,tIFin G;,up,., 7i-' .645 F2d at 436-37. SI(: v Koenig, 469 F2d 198. 202(2d Cin 1972) "28 
3211.ul,',,: I161 7"ade. It/f1 . 8t10 F 2d al 436.37 

UL,,, Lqunbe 
Klviej

A district court's broad equitable powers permit it to mold its decree to thenecessities of a particular case.3" t The Commission has sought, and courts havegranted, various forms of relief in order to ameliorate past violations andprevent further violative conduct. Often these remedies will result from conscntagreements entered into between the defendant and the Comrassion. TheComcission may sck the appointment of a special counsel ar siecial agent tocmnuridt investigations into 
z 

prier conduct by a corporation or its olicers ordir-citrs- " Additionially, the Commission may seek the alpointment of anaudit committee comosed of indepndent direclors, 113 
or the applointmcni ofindriendcnt directors to pursue claims on behalf of the corpoiaicltaIn 4cases in which oflhicrs and directors engage in egregious violations of thesecurities laws, suthI as tile misuse of corporate assets for pesounal benefit, theCIIIni:si mn has sought, and in one litigated case has obtained, an order barringwIrdit-s frot serving as oflicers or directors of public cont janies,' or the

-,I'utrIai.m -'loll I)f shales owsncd by such prusns.
Finally, courts May utilize tie equitable remedy of rescission." For example,the(Commission has requested a couji to require a defendant found in violation 

of tle Williams Act to make a rescssion offer. 2 
solely of a failure to filc " Since the violation consistedmaterials with the Comimission, the court, however, 
Iheld that a rescission order would be a disproporti;nately severe re e-dy and t 
waiani td in 2.Ihat instante. 

321 ,.. '.g. Itoh C%, tivwlrs. 321 tUS 321,329(1944), Ilandlr v. SEC. 610 F2d 656, 
659 '9th Cir 1979). 

322 ied-. eg. Ilandler, 610 F 2d at 657 (9th Cir. 1979). SEC v. Beisinger Indus Corp_ 552F2d 15, 18(1st Cir. 1977), SECv Data AccesSystems. Int., 1982Transfe; Bindril Fed Sec. L.
Rel ((:(:11)1 ')8,779, at 94.105 (t)121 Ser eg, NJ Aug 17, 1982)SEC v Oak Indus. Inc., SEC I.tig Relase No. 10,801,.rrmcrni Rleae N:, 63. 11982-1987 Transfer Bndel Fr,d 

Acid & Auditing 
(S I) Sev 1. Rep (((:I) 1 73,463Cal. June 25, 1985) (Accl & Auditing Enfortemcnt Relea!se). 

324. See. Ic;,325 I.,anfSfer. eg., SEC 610 F.2d at 657.v Techni-Cuture, Inc., 11973-1974 Transfer Binderl(CCI,)1 '14,501(D. Ari 1974), SECv. CanerSEC Fed Ses- I. Rep.LIlmg Release No 11,040. A(tmEnforccmen Release No. 94, 
& Auditing

11982-1987 Transfer Binderl
(I) Fed. Sec. L. Rep (CCII) 1 73,494I) (' MaI 27, 1986) (Am~i & Auditing Enforcement Rerases). SEC v Florafax, Inm'l. Inc.S'.(" i.11g Release No. 9O,(17, Arc. & Auditing Enforcement ReleaseTransfer Binderl No 44. 11982-1987Fed. Set. L Rep. (CCH) 1 73,444 (ND Okla. Nov 27,Audming Eniorn'menm Rele.ses), SEC v 

1984) (Acs. &
Forma, 522 F Supp 516 (S.) N Y May 27, 1985) TheRcinrdjms Art explicitly provid  tor this power in certlan sirt'unstantes See ju text d4vltpm dny

ing noirs 243-53. 
326 See-, SEC v )ata Attest Systems. In,-,. . 11982 Transfer Binderl Fed Sc,-. 1. Rep.(cCI t) 1 98,779 (1) Nj Aug I., 1982)327 S"e,eg, Mills v Etlri Adu I.iteCo, 390 11 S 375 386 (1970).SE(: v "rexastit'1 Co498 F Supp 1231, 1254 (N 1) 111 1980) 

See /d v bi Y 4 F Stipp At12S4 
29 1.1 at 1255 
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The ii T AW A c of 

The Insider Trading Sanctions Act of 1984
In 1984, the Exchange Act was amended to authorize the Commission to seek 

civil penalties for violations involving insider trading through the enactment ofth. Insider Trading Sanctions Act (if 1984 (ITSA).3 0 ITSA authorizes the 
Commission to seek, and a court to impose, a civil penalty upon any person whoviolates the Exchange Act by purchasing or selling a secu-ity while in possessionof material non-pchlic information."' Persons who aid ar.! abt insider tradingviolations by tipping material non-public informaion, even though they did nottrade in the securities, are also subject to penalties pursuant to ITSA. 32 

Through ITSA, Congress 3ulhorized the Commission it: seek civil 
3

penaltiesof up to thcee times the profit gained or loss avoided." 3 ITSA defines profitgained ,ir loss avoided as the differene between the purchase or sale price (if thesecurity and the value of that security as measured ly its trading price areasonable period after public dissemination of the non-public information."''Flt. lit tril court is it) irtenine tlie .imc unl of this pe'iahby in light of the facitsand 'ircumsiances ol the c'ase. 31S The tommission must bring actions for civilpenalties within five years of the date of the purchase or sale and the mor.eysrealized from such actions are to be pa.d into the United States Treasury. 3 
The legislation explicitly provides that Cocmmission auhcorization t) seek civilpenialties is in addition its exinting remedies.3 " Thus, a person who engages ininsider trading in violation of the Exchange Act and the rules thcreuttder issubject to a civil penaChty -as well as an injunction and d-sgorgenieni. 1

As originally enacted, 
 ITSA contained several limitations on liability. First,ITSA provided that no person would 1e subject to civil penalties solely becauselie aided and abetted a violation in a manner other than hy tipping.33' Thus, abru-ker-dealer who executed a trade was not subject to liability under ITSA.3

Second, 40YISA provided that the Commission was precluded from utilizingsecion 2O(a) of the Exchange At, whih provides focr liallility (cf controlling 

330 Pub. L N,, 98-376. 9$ Sat. 1264 1htrrinafer ITSAI. The egslaton also increased ihe 
nasincum riminal line esiabtlished under I331. id. 512. 321a) of the Exchange An. 15 U.S.C.A. 1 78ff (West.Stipp 1"01.from $101Mk P, 5100.000. Id. ; 3. 

332. Id. 

333 11. 
334. Id 
335. Id. 
33t Id. 

337 Id 

338 .Se II R Rp No 55%.9ih Cong. 2d .SeSs It. ,p Mncl in 1984 tU.S (Cd (0cg & 

Adihn Nrw. 22/4. 22al 
339 ITSA 12. 

340 .Sier i R. Rep. No 35%.existing adminsctatvr mid rqcctlclcctspra note 338. at 2283. The broke,-dealer 'ocld still be subje,.oIc1cencrdetN a well as inunlive. cictns cf ic was on notice ol iArv iol a t ion Id 

p1rsons. " * Finally, ITSA expressly rejected a reipc'ideaw superoy ..icoiy ol
liability iy providing that no person would be liaule for a civil penalty solely byreason of employing another ierson who was liable for a tavil penalty.' 2 

The InsiderTrading andSecurities FraudEnforcement Act 
of 1988 

In tile wake of "serious episodes of abusive and illegal practices" on WallStrcc:,"' Covgrcss deerminced to strengthen il'SA Icy enac-ing the InsiderTradinig and S' uritics Fraud Enforcemient Aci of 1988 (I'SFEA) ' Recognizing the lack of resources available to the Commission, Congress designedITSFEA ic ptrovide for an insituional response
4 to ihe i)rthIhrm of insidertrading ' 1 Specilicaily, ahe legisLtion provides for: (I) increased criminal penaltics," (2) 11tliinitiation of a bmunty program to .iid ilic Commicissioh it iclc-tiiigvittlalion,4 11) the enactment of scction 15(f) of the Exlcange Act and section204A (if the Advisers Act to require broker-dealiers alid Investmcni adviscri itestlhsh andcthrec.i tl policie.s reaso)naly ce;signed tl lii cvc inisu cc, iftih

information" 'a (4) the enactmlnelt of section 20A of the FExchangc NqtI to codily aprivate right f action for contemporaneous tiaders;141 (5) enhanced Cominissmon authority to cooperate with foreign governmental authorities in the investigation of iniernz ;onal securities law violations;' ° (6) authorization for tieCommission to undertake a study of the adequacy of the present securitieslawsI acid, perhaps mont significantly, (7) exp.nsion of the scop- ccf civilpenalties under ITSA to include controlling persons who fail to take ad'quaiae
steps to pievent insider trading. 352

Under ITSFEA, the CommisSion may now seek civil penalties againstpersons who, theat time of a violation, directly or indirectly controlled tileperson whi committed the violation.'5 3 In order for the Commission to iml)sesuch liability, however, it must establish tiat tile controlling person: (I) knew orrecklessly iisregairdd the fact th.t the controlled pcr.;crn was likely to ecng.:ge in 

the vinlativc ..- is and failed to take appropriate steps t,) prevent the atis; or (2)
knowingly or ecklessly file-I to establish, maintain, mtc enforce policie required 

341 ITSA 1 2342 I., %" I I R_ Rep. No 355, supra note 338, at 2282.
 
343 .cre H R Rep 
 No. 910. 100h C.onp, . 2d Sess. 7. ,epnn-wed i 1988 U S Code Cong & 

Admin Ntw%60143. IA44 
344 Pub L. No 100-704, 102 Slat. 4677 ihereinafier I'SFEAI 
34S ti R Rep No 910, rupra note 343, at 6051-52 
140 I"SFEA J 4
 
347 Id § 3(e), oe Exchange Atl § 21A(e), 15 U.S C A 
 I 18u-t(r) (West Supp 1,'hn)
348 I'TSEA § 3(h), iee 15 U S C A J "/8,4) (We-i Suipp 1991). IS U S C A 

511)1 1991))
349 I' SI-EA re, IS tI S C A 5 78t-1 (West SUlc 1991) 
3501 I1SFEA 5 6 

iI h 7 
1 %2 I , 5 , ,.e E mx a nctg A i t § 2 1A( .) . 15 I S C A 5 s tt) ( Wc resI) cIS I Id 1. w,e l xth ingc A~ i § 2 IA ( ). 1% tIS C A § 78 t - ( ,.tXl){I ) (W csi 

1 81..4.t (Wr,

ui1 99)I)
itlyl 19 9 1) 
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under cction 15(f) of the Exchange Act or section 204A ef the Advisers Act and 

this failure substantially contributed to 
or permitted the occurrence of the 

violative acts.35 4 


ITSFEA provides that a person will not iesubject to a civil penalty solely by 

reason of employing a person who is 
 suliec to a penalty. 55 Similarly,

ITSFEA's civil penally provisions do not apply to violations of section 2 0(a) of 

the Exchange Act 
 coitcrning contreiling person liability." A person who, at 

tl-time of the violatn, directly or indire tly controls a persin who engages in 

an insider trading violation is subject oi a penalty that may not exceed the 

greater of three times the profit gained or 
loss avoided or $1,000,000. 357 ThC 

legislation further provides that, if the 'ontrolled p.rson's vilaton involved the 

communication of material non-public information (i.e. tipping), tie profit 
gained ir loss avoided for purposes of calhulating Ih,. pcit,;" is limited to the
profit gained or loss avoided by the erson or ixprsons ;o whom the controlled 

person directed stoh communication. i 

Other Civil Money Penalties 
The Fxchange Act contains two additional civil penalty provisions. First, the 


Commission may seek civil money penalties of up to $10.000 against an issuer, 

and certain perkns acting on behalf of an issuer, who violate section 1IA(a) ofIlh(E"xchange Act, Ihr for-eign pavnlwcos provisinsAc of dIcniorcign (.orruptter a ge t,t"feinp eni 
Prarisres Act.'"' 

S'cond. section 32(h) of the E'xchange Aci authorizes penaltirs if SI( ) per
day for each day an issuer fails to file certain required periodic or supplemental 

renals. Itappears, however that Sction 32(b) has been used ioimpose a 

penalty inon[)-one cas.161 


ADMINISTRATIVE PROCEEDINGS 

Stop Order Proceedings 

Striion 8(d) of the Securities Act authorizes the Commission to institute 
administrative proceedings to suspend the elFcctivenss of.a registration slte-

-meni. 16 Section 8(d) provides that the Commission may issue a stop order if, 

354. Id. 53; se Exchange Acti 21A(b), 15 U..%CA.I 78u-I(b) (West Supp 1991). 
5 ,I..1; er Ext hige Act 21A(bx2). IS i1(: ?s.-(bX2)(Wc Supp 1991).356, 1(1. 

,1 3.
L.7 1efExiliange Act I 2tA(aX3). 15 U.S.C A. 78u- I(aX 3) (West Supp. 1991).
3511 I 

3 23.') Exchange Act I (4'X2XC). 15 U.S.C A I 7l11(X2)(C) (West supp 1991). 
360 15 U.S.C.A. 7811(h) (West Supp. 1991)
361. tUnited Siates v Mer'aniik Properties, Inc. SEC Liig R.elease No 360. 1946 SEC 

LEXIS 61 (August 27. 19 
46) (setlement assesing $10,(100against an issuer who was in defaut

approximaily 500 dayS) 
for 

0 
1621i I1 S C: A I 77hiti) (Wc-. 1981) ve. M.ucas. Slop O,dMt,',-,'l Proceedingi Under 

c S.u,,L*e- Act ,,JI'.;t A ('Lr,,.ng A.hsesmici. 4ti Bus. L.&w. 515 (1985) Section 8(b) or the 
Sertrstie, An prowides Ias ithe issuanc olt frfi-al mdes in connection with incomplele, inaccurate, 

after notice and an opportunity for a hearing, the Commission dele. -s that 
the registration statement contains an untrue statement of material fact, or omits 
o state a required material fact or a material fact necessary to make the 
registration statemen not misleading 65 The Commission has construed section 
8(d) as authorizing stop order proceedings with respect to pre-elrecive filings.34 

The primary concern in whether to issue a stop order is ihic public interest. In 
this regard, sop orders provide the Commission with the opportunity to make a 
public record of the violation. A(cordingly, stop oi-deis have been callei "'the 
most effecive m-ans ol warning the investing pu .h: dtat unreliable sta.cments 
have been filed and counteracting the false and misleading information publi
cized by the filings."16

1 The registrant's good faith or lack of scienter is not a bar 
to the issuance of a stop order.3 

AdministrativeProceedinesAgainst Regulated Entities and 

Associated Persons 

Broker-l)eale Proceedmgz.Section 15(b)(4) and Section 15(b)(6) Proceedings
Seaions 15(b)4) and 5(bX) of the Exchange Act authorize the Conmis

sIn, under certain conditions, to institute administrative pticcedings and im
1 sanciiiis agalst hroker-dealrs and associated iwisoiis ""If the Conimisosnchsgastrkr-elradasaldwrm 
 fth(onision linds, after notice and an opporitinity fil a hearing, that surh sanctions are 
in the public interest and that the individual has engaged in certain specified 
conduct, the cmmission may censure an individual, Ioinc li"activities in 
which that individual may engage, suspend (for up to twelve months) or revoke 

a broker-dealer's registration, or sushpend (for up to twehe ninths) or bar a 
person from association with a broker-dealer.' Additionally, sections 15B and 
15C of the Exchange Act provide similar authority with respect to municipal 
securities dealers, government securities brokers and dealers, and associated 
persons."6
 

Pursuant to section 15(bX4), she Commission may saicon a broker-dealer if 
the broker-dealer or a person associated with the broker-dealer: 
or falseand nhslelding registration staements 15 U.S CA. I 77h(b) (West 1981). Such ordersprernt the statement from becoming ctl(ctivc Id tur iwo early (dscs si,%,ht. silird.h I 8(b) was 
seeIn re Int'lInvesiirs Fund Sys., Inc, IS EC 461 (1936); In re(Gold Pr,ducers. Inc, I S E C I 
(1'.33).

363. !5 U S.C.A I 77h(d) (West 198 1). 

364. In ,,
Red Bank Oil Co., 20 SE C 863 (1945).
365 In rr Adv.merd Chem. Corp, Secuties Act Rci'asc Nd, 6507, 11983-1984 Transfer
 

Bindrl Fed Set. L. Rep. (CCII) 1 83.49'), at 86.635 (Feb 9. 1984) (quoing is re Clanion 
Engines Corp, 42 S.E C. 353, 360-61 (1963)).

366. In re Ussited States Molybdenum Corp. 10 SEC 796. 804 (1941) (quoting Herman 
lianson Oil Syndicate, 2 S.E C. 743, 746 (1937)) 

367. 15 U.S.C A. I 78cbX4).(6) (West 1981 & Supp. 1991) 
368 Id
 
369. .S,"I-hAnge Art § 1511(1X2). (4). iV,I S C A J 78t.4(0X2). (4) (West 5 Ulp 1991); 

Exchange AnJI S(:(.X I XA). (C). i , C A § 78o-)(rXI XA). (C) (W,-.i Sujq) 1991) 
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(fa has willfully violatel. registration or reporting requirements; Certain enumerated criminal convictions may servt as the bas, .r the(2) has been convicted of certain enume,.,icd felonies and misdemeanors, imposition of sanctions against a broker-dealer. To form the 1?aPiS for anincluding substantially equivalent foreign criminal offenses, within ten administrative proceeding the conviction must have oLucurrcd within test years ofyears of filing an application for registration or any time thereafter; filing an application for registration," 5 or at any time while the person is(3) is subject to a p-rmat!cnt or temporary injunction or its foreign registered as or is associated "with a broker-dealcr. 7 Santiiuns for criminalequivalent; convictions under sction 15(b) are not i)rc(ludcd by the principles of res
(4) has willfully violated the securitics laws, the Commodities Exchange juduaca"77 or double jeopardy.)7

Act or the rules and regulations ihcreunder; Section I5(hX4X(:) authorizes administrative sanctions if the broker-dealer,(5) has willfully aided and abetted the violation of another person or failed or an associated )cipsu, is i)resetly, trmporarily, or permanently enjoined.3 79 
to reasonably supervise apotlher peion if that person is subject to The Commission's ability to sanction broker-dealers who ate cioined is one ofsupervision; the major collateral ellects of an injunction.' It is important Ionote, however,(6) is subject to an order of the Commission entered pursuant to section that administrative sanctions may be based on preliminary inuni tions as well as 
I5(hX6); or


(7) has been found by a foreign financial ;cgulatory authorily to have (a) 
permanent injunctions. If a preliminary injunction is entered, tli Commissionneed not wait for a final resolution in the courts; instrad it may imposemade or caused to lx- ntade inany aipli-ation or reporrt it the 'olcign administrative satctions immediately. " S A pending appeal front the issuance offalseaihoiiiy, a t i ish diiig statiitl f itmatcrial lact or loused i,4 an iniunction will uses ic(hlt li- itopoostii of aditonisirative sanctiontis.have omitted i)state any material lact required. (b) coniiuitcd Iorcign Should the injuiction thimately he v.icated, however, the Commission maysecurities laws violations or violations regarding future deliveries, or entertain an application to reconsider sanctions. 12 (c) aided and abetted in such violations or failed to reasonably super- Section 15(hX4)(1)) authorizes the Conmnission to impose administrativevise persons under their supervision who commit such violations. 70  sanctions if the Commission determines that a broker-dealer is willfully violat-

Section I5(hX6) authorizes the Commission to institute proceedings against ing the securities laws '"' Furthermorc, as with other Comnission determina
associated persons, persons sceking to becomc associated with a brukcr-dea!cr, tions, a factual linding that a willful violitio has o(uried will be binding on 
or pe:rsons who were as.ociatd with a brker-dealer when they committed the the reviewing appc-lai court if there is substantial evidence for the determina
alleged violation.h Section 15(bX6) also provides fnr the imposition of sane- lion 1 ptions on associated persons that engage in conduct specified in section Section 15(bX4XE)permits administrative sanctions against brker-dealers15(bX4)." ' 

for willfully aiding and abetting another or for failing to reasonably supervisr
Pursuant to section 15(bX4), the Commission may discipline a registered someone subject to the broker-dealer's supervision who commits a violation."5 

broker-dealer for certain willful conduct. Courts have construed the term Reasonable supervision requires that a broker-dealer establish procedures de"willful" as used in section 15(b) as meaning "no more than that the person signed to preveni and dclect violations and to implement such procedures.3" 
charged with the duty knows what he is doing. It does not that, 375. C onvic ions lrior a,, *hs i i e. how ev~rr,n ij 5 I t u sedin the . a'rs d ierm ina liunmean in pxubl uhllr
addition, he must suppose that he is breaking the law."'73 For example, reliance analysis. See Markelnes, In v SEC. 384 F 2d 264. 207 (2d Cir. 197), ,ei denied. 390 U.S. 947on the advice of another person with extensive experience in the securities (1967); Aigeltinger & Co. Exthange Art Release No. 4177, 1948 SEC LEXIS 483 (Ocl. is,industry has not constituted a defense."o ' 1948). 

376 15 U.S.C.A. I 78.tbttX4XB) (West Supp I'I)I) 
377. A.J. White & Co v. SEC, 556 F 2d 619, 624 list Cir.), certdenied, 434 U.S. 969 (1977).370 15 1JS (C A I 7",hX4) (Wcs)198]1& Supp Iit)11 178 it e Walter II T371. Id. I 78u(hX6) (West Supp. 1991); iee It P. John Kilpatrick, 48 S EC 481, 487-88 379. 

Scr.igrr 47 S E C. 1141.11142.4- 11984)
15 U.SC.A 7 Supp7lu(bX4XC)(West 19'9)1(1986). 

380 Ste tupra text accompanying note 285-89 
372. Id

373. Hughes v 381 Sanctions entree,' based on a prelinunarv injlue,SEC, 174 F 2d 9'). 977 (D.C Cir 1937); te,Steadman v. SECO,' F 2d 1126, eIenmay rendes Ihe e.tor .ion mooi. See,,.g,SEC v. Light, Wolsry & Btecsih. Inr ,Civ'Ni, it45 ID hid April 7,1948),. tied in 14 SEC1135 (5th Cir 1979), affdun olhe grounds, 450 U.S. 91 (1981); Edward J.Matwod & Co. v. Ann Rep. 51 (1948)SEC. 591 F.2d 588, 596(IMh Cir 1979); Arthur Lipper Corp.v. SEC. 547 F.2d 171, 180(2d Cir 

19 7 6 382. See In re C R Ri.hmond & Co, 46S EC 412. 414 i 11(1976)). tertdemd.434 U . I'0 (1978); Capital Funds, Inc v SEC. 348 F 2d 582. 588 (8th Cir 383 15S S(.A.578:,(,X4XI))(Weni Supl, 1991)1965) Tager v. SEC, 344 F.2d S.8 (2d Cir. 1965), In r,Securities Exch. Corp. 2 S E C, 760, 762 384. See irfra text at.1.mliunying notes 412-18.r'.rall).6 laWs(1937) See g. & Seligitan..Seurities R gulation 3034 n 152 ("A d 1990) 185 !5 US C A I 78,4hX4XiL) (Vesi SUl 19911)374 In re Irving (rulma, 40S E.C 671. p073 i)61), sr alsolu re Kelly Rulbenstein. Int . 38 386 See. g, I. ,,- l',,non hit Kinnon .er l .E-.xthange Att Rrl.%%r N.. )i.'90H. 119814STC 58?, 581.- 4(198) 
"lrAnsfte Binder Fe lS 1.I Rrt ((:CII $I.)(ApI f1. 1984) 



V' Iti. L I'.u U11 upt:t 'i- .. ) u,-uh.lttlit mnu ,: upui| i)'uker-dca:is, tIleCommission hlas stated: 

As brokcr-dea!e.rs expand aivfthes .. there most be a concomitantexpansion of their supervisory procedures to insure regulatory compliance
sound internal controls.and Apart from adopting effective proceduresbrokcr-dcalcrs must provide effective stalling, suflicient resources andsystem of llow-up aand rciew to determine that any responsibilhy tosupervise delegaled to c,nlli.,n.e officers, branchc managers and ,thcrfier~stnel is h('ing diligel. 'x'r-jsed ), 

Section l 5(bX4XF) authorizes administrative sanctions if the broker-dealer isassociated with a person who is bubicct to a disciplinary order entered pursuantto seclion I5(bX:5).3" Consequently, not only may an associated individual bedisciplined pursuant to section I 5(hX6), but any broker-dcaler employing thatdisciplined individual also faces iossiblc sanctions uttder sctlin I 5(6X4Xl.).
The rcently 'ncacted Ini'rnatiun.,l S -curitics E|lfrceinut Goop altio Act""  ofi1990 (ISl.A) ntodiiril MIiI I (b)X4) " tin two respects.' First, ISCAauthorized tie Commission to impose administrative sanctions on regulatedpersons, their aisoiatcd persons, and individuals seeking to become associatedpersons of brokers or dealers on !he basis of substantially equivalent misconductin a foreign country. 'Second, ISECA authorized tie Commission t) iipoisesanctions hased on findings )y a foreign securities authority that a person (1)made false or misleading statcnmrnts io registration or reporting materials filedwith the foreign securities .auhtoriiv. (2) violatcd foreign %taiUtesor regilaicitsregarding Iransactions in securities or commodities; or (3) aided, abet ed, or 

caused another per-An's violation of the foreign countries' securities laws, or
failed to supervise the violator if required to do so."9A broker-dealcr is subject to potential sanctions if any person associated with
the broker-dealer satisfies 
 an) of the above criteria. Conduct prior to the 

person's association is explicitly in-luded.3 9' 


387. J5 t. iaiogs, Nugent & C.. 47 S F.C 862. 867 (1981) 

389 Pub. I. No 101-550. 104 Stat. 27C4 Ihernater ISECAI" 
390. Tls "n.liba.atiuns were .,,p nade i, administrative proeedings brought pursuant to d.e
Investment Advisers Act 1 203(
Conpany A, I 9j). I%11S r c),15 1SCA I 80b-3 (West Supp 1991)
A 1 80Ja.9 (Mrs Supp 1991) and the investment 
391. e,- If K Rep. No. 240, 111st Cong. 2d Sew., reprinted inAdmin. News 3888, 3899. 1990 U.S. Code Cong. & 
392 1.! .1!i1'901i, ,- IS It S C I5 78RItX4YG,) (West Sulip 1991)
191 .Ne, IS 

ever. indi.iesi.o 
I I S C A I 7o(thX4) (tWV.I Sup| I 119) e foliwing legislative history, how-ii.i eoun 15(bX4) n.&"4.,strut liabiliy,provioiin 

Atitwoug'!,.i lit-riat-onsiruiiiit ,.t ISettici, t5(tX4)1 might

suslIeiwnI. 
 seem to empower the Commission toor deny, or revo,, the re tnltiulon of any brokesho hal ,ommeitd ,ne of the or dealer for employing a person

t 
Plcns-% prior io his empoymenm, it is not intended thairxtIle soit ., lwt.h"y %IholdIe: ionited, uitss the broke. 13rdealer knew, or in the ¢lertm ofrra.o..dIr, ainrshuuld i.v- k,,,wn, of the employee's p.ass nosioiduo4 

.Ct.Ot1 1i) i1 Uteeings

The Commission may also impose sanctions u-,. 
 r-deaers pursuant to 

1l9rirof the Exchange AcI. 39 4sectin l9(l) Section 19(!-) authorizes the Commissionto: ()e xpel (or suspend for up o twelve mon hs) a broker-dealer frommembership in a self-regulatory organization su'h as the national securitiesexchanges or National Assikiation of Scurities Dealers, and (2) bar (orsuslxnd for up to :wrlvr months) any person fiom association with a member of a ni.tlional seruritics ex hange or registered securities organizafion.l95 Sectionl')(h) allow the Contnion on to impose the alov sanctions if the Commission 
determines that the sanction is in the public interest and that the individual: (I)is suhirbjt to an order of the Commission entered pursiant to Sclin I (bX4) ofthe Exchange Act, (2) has willfully violated the securities laws or rules and. cgulaiins thereunder, (r (3) has cff((tcd a transaction for soniie(Jne clse withrc;tsinit) believe thIaltit was a violative transaction." The Commission mayinstitute sretion 19(h) Pt 0edings simultaneously wtllf proceedings pursuant to
'ti I s(h) 9 

In ve'imen Ad isr Act Proceedings 
Iestment AdvisersAct proceeding sThe Investment Advisers At provides the Commission with administrativejurisdiction over investrntot advisers and persons associated with inv-stmentadvisers comparable to ihe Commission's authority over broker-dealers and"their associated persons. The conduct that fo ins the basis for administrativeprowredings against investment advisers and their associated persons is similarto the conduct that suh.c"S broker-dealcrs and their associated persons to 

possihle san.ions. 9 

Investment Company Aa Proceedings
The Investment Companj Act provides the Commission with authority to 

acting as anprohibit, either permanenly or for limited periods, any person fronemployee, ollitcr. director, member serving orof an advisory board, investment adviser or dpsiior of, or principal underwriter for, a registered invest

mer company." The provasion also applies to persons associated with such an 

ii R Ret, N,3 1418, 88th C.ng. ',! Srss, reprinted t' 1914 t ;(,dt ( & Adlitul News 
31t13, 3,134 

394 15 US C.A. I 78s1h) (West 1981).

3')', I I 78s(hX 2)-( ) (Wr,, 19M 1
 
'64, Id
 

397 S.ee-.eg., Blinder, Rojinsson & Co. v. SEC, 837 i.2d 1099, 1011 n 2 (1) C. (:I ), tetd,-,,,d, i09 S Ct. 177 (1988). 
398 Inavestment Advisers Act I 2Otp(oIS15i SCA I 80b-3(e) to -(I) (West 19811991) & Supp
i') (unip.se Invesim-n Adis-rs A([ 1 203(e)-(). 1S tIIN C A I 8 01

b-3(e) It -i) (Wrsi 1981& Supli1991 ) uqnh Lxrtiauge ,u 5 15(h}4). (6). IAt I S C A 5 I8,(bX4). (6) (Wesi Suplj 1991)l vN ni (Ctrotlu A.t 9)t), 15 U S C Ati j Hti4 -1(2,) (Wrt Su p t199) 
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.ipxise such sanctions it, Aitcr atotlce and an opportunity ior a hearing, it deterrcnce,"" and (6)othcr matters that justice may tat. 
determines that it is in the public interest and that the person has: (I) willfully
made a false and misleading statemeniof material fact or omitted to state a judical Revew of Adminstratie Sanctions

material fact in a registration statement 
 or report; (2) willfully violated te Fidicgsof oFa dsecurities laws; (3) willully aided and abetted a securities law violation; (4) Findings of Factbeen found by a foreign financial regulatory authority to have committed In Steadione' SEC,4 12 the /nited States Supreme Court concluded thatforeign securities laws violations; (5) been tonvicted by a foreign court of certain Commission disriiplinary pro'cedings are governed by the A 3!A."Further, thecrimes; or (6) bern irtlorarily or peintanctly enjoined by aty foreign court Supreme (:ourl held ihat the APA adt;ptcd the traditional preponderance-offrom engaging in violations of foreign securitacs laws.'02  

tile-evidcntau .iantAi d for Conuission determinations, thus, violations need tot 
be proven hy (lear and convincing eviderce." ' 

The Public Interest Standard The securmes laws specifically provide that tlse Comnission's findings as to
the facts, if supported by substantial evidence, arc conclusive."' The function ofile statutory provisions authorizing the initposition of administrative sane- the reviewing appellate totail is to determine if the Commission's factuallions require the Commission to determine that such sanctions are in the public ilitdings arr sullikirlrd by "subltantial evidence.""' "Substantial evidence"
 

intcrest T he -a;tIcu s d o no t set forth factors that the Com mission shou ld 
 iqt irc %" mih , h-v anl vidi'tt . .ar ca ona lc m ind m igh t , c' t as ad eqta irt sinhr il dtcroaiiatg whlrdirlct it Sl ii itmitis arc in llc pu litil -'rcsli.


C:ttmnissiun is thus granted wide latitude in determining an 	 rihaappropriale sane
tio ld .. " As noted alovc, lit Remedies Act adds a list of permissive factors which 
the Commission may consider in determining whether a penalty is in the public
interest.'H The legislative history of the Remedies Act states that ihC SEC 4(38. S... .. . . Rryitlds & C. ,9S F C 902. 903 (t9W)(whether restitution has beenadvisrd the (Congressitonal committees that these factors generally reflect the md9) Nlikrtlitrs tt. St. 184 F 2d 264 267 (2dCt 1967) (fact ihat jndviituAlf,ttors tIat the (.rltitttissiot has considctcd iii the past whcn determinitg failed top ssadn t' isan ip qual' .:Iiivrtv$nillt advisr and had teen found guilty of vAiou:sal)l larate sanltionlls il its adminisitative prowcredings." These [fact,,rs arz: (I) wriiius trito and w.i% dstarkrd in New Yoiuk is quite relevant to drirrnination as to whethrthe culpability of ite individual."'' (2) ile resulting harm;0 7 (3) any unjust sjnc.,,,i ntest), hi ddStathmore Sec Int. and t'urner, Exthange At Release Nois in puthtiimh

8207, 11966-067 'rirnifer Binderi Fed Set 1. Rep (CCtI)1 77.426 (De 13, 1967), InaeJ If 
Goddard & CO.., s1,a- '\%oRelease No 7i8 11964-1966 Transfer iHiderl Fed See I. Rep
(CCII) 1 77,251 (Jne 4,1965) (wheihet respondents were first offenders), CM lob.Rhide & 
(.., 38 S .C at 55 (%hriher resp.'nden; have good reputation), /it se Merrill, Lynch, Pierce,
Fenner & Brandr. I I S EC 494 (1950) 

410 S.a,,dl..i v SE,(. C-6 F 2d 112,. 1140 (5th Cir 1979), 1./11 .n tither grounol, 45(I
[iS.91 (1981) 11w t..Beik w SEC, 430 F 2d 673,675 (6th Cir. 1970) (refusing to decide whether 
Commissin m.,) 's,,r .inOlder solely to drtrr members of securities indusiry in general)

411. 'his Idst fat iorwould probably include hardships that revxation would cause to innocent 
people caunneied with the lirm. Sre, eg. In re Shearson, Ilammill & (.. 42 S.E.C 811. 853 
(1965); In reInvestment Registry of Am, Inr, 21 S EC 745,760-61 (1946).

412. 4511US ')1(1981) Steadman Invlted d Commission enforcement a(lion pursuant to the 
Investment Company Act and the Investment Advisers Art for conduct that includcd violations of 
the antifraatd l'itniioNt sifthe federal seturties laws401. Id. 

413. Id at 96402 Id. 
414. I, at 1112;te,.h.Seaton v SEC, 670 F 2d 309, 311 (D C Cir 1982) (Comnission review403 Berko v. SE(. 31(1F~d 137, 141-42 (2,1 Cis 1963) Ofi ISA drct a.l.m.in) 404 S.'." tup.ua iet .tcnilmpanying .ote 127 415 Fxchmigr Ai I 25(aX4), 15 1SC A I 7 8 y(aX4)405. 	 Senate Report. tupra note 7, at 14; i.use Rrpun, jupra note 4. at 20. 

(West Sttpp 1991); Investment 
Compar.y Art I 43(a). 15 U S.C.A I 80a-42(a) (West Supp 1991) Investment Advisers Acl406 ... ,. Schurk v. SEC, 264 F 2d !SM. 361-62 (1) ' Cir 1958) (whether vio!ationwas 213a), LIS (: A I 80b-t31a) (Wes Supp 1991) see Securiies Ar 59, 15 tJS C A 1 77iwillful), fItre C NI bLch. Rhnades & Co. 38 SE C. 843. H%.5(1959) (whether respondent acted (West Supp 1991) (omits reference it "substantial")on advice of4ouncl), it PeA.G. Sehidel & Co, I10SE C 1032. 1035-36 (1942) (violation simply 416 Kane v SEC. 842 F 2d 194, 198 (8th Cir 19 88), seePagel. Inc vdue o carelesnsrs and the iue1indent 	 SEC, 803 F.2d 942,945had taken step%to prevnt future violations) (81h Or 19116). F 2d 109,Seaton v S1C, 0-0|407 See. . CV . Rhitade 	 IlI(1) C Car 1982), 1tighrs v SEC. 174 F:, lav'h & G.,. 38 S E'C. at 	 2d 969,855 (whether any investors apjwar to 974 (I)( (:.. 1949). N,,ruis& llirs hirig, Ithave Ibcn inluird) 	 v SEC, 161 F 2d 689.691 ([) (:ir1947),,e-i
'th'nu,,d.
13 3 tIN.Ht ( 194M) 
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to s. eta conclusion." 41' The Commission's findings cannot be set aside both the broker-dealer and the individual for twelve months. 41simply because different inferences may be drawn front the evidence.4 Art,.., ipper
S involved the use of broker "give-ups," which effectively reduce the commission 

Choice of Sanctions I 
The Commission enjoys wide discretion in determining the sanctions to be 


imposed. 4 
1' In an early case, the Second Circuit Court of Appeals held that it 


was without power to supervise the Commission's choice of sanctions."20 Today,
however, it is accepted that a court of appeals, under certain circumstances, may 

2review as well as ittAify sanctions intpctscd by the CcImmisscu(1.' Only rarcly,


however, has an appellate court actually rejected or modifird the Commission's 

2iice of sanctions4

1 Cou-ts will not substitute their "untltorcd views" in the 

absence of "a gross abuse of discretion."'"' The fact that a court might not have

made the same determination on the same facis will not 
warrant a substitution

of judicial for administrative discretien.' 24  


In 1973, the Supreme Court restated the standard of review in agency
drtcrini nations. litB ,o(;lM'r l.iv'e'stok (.'-momnst (.;, "' th Court held 
that the choice of sanctions may not be overturned unless the court of appeals

finds the decision unwarranted in law or without justification in fact.' 2 ' Tis 


7
standard applies to Commission decisions imposing administrative sanctions.
Although the Commission has traditionally enjoyed broad discretion 
 in deter-

mining the appropriate sanction, courts today appear more 
reluctant to defer

entirely to the Commission's determinations, particularly ilthe sanction is

significant such as a revocation 
or a bar.b in Arhur l/p,.;p. u.SEC,',
the Second Circuit Court of Appeals rejected a Commission order which 
revoked a broker-dealer's registration and barred the broker-dealer's principalowner from association with a broker or dealer." ° Irnstead, the court suspended 

417 Archer v.SEC. Ill F 2d 795. 799 (8lh (:i, ). ,-it dented. 319 ) .S767 (1941); Steadna. 
4541)U S. at 99; Pagel, 803 F 2d at945; llughcr, 174 F 2d at 974-75. 

419 "ither 13 F 2dat 799. Hug h, 74 12 i9 74. 

4219 Wright v. SEC.342 F.2d 89,95 (2d (:. 1940) 
421. Arthur Lipper Corp 19 7v. SEC. 547 F.2d 17). 183-84 (2d Cir. 6).cert denied, 434 U.S 


ItUl)(1978). 

422. See, e.g.. Bck v. SEC, 430 F.2d 673. 675 (6th Cir. 1970); Arthur tipper. 547 F.2d at 183-

84 
423 liager, 344 F.2d - 9 (2d Cir. 1965), w'eKane v. SEC, 842 F.2d 194, 201 (Bh Cir. 1988).424. Berko v. SEC, 316 F.2d 137, 142 (2d Cir. 1963) (quocing FCC v WOKO, Inc., 329 U S223. 229 (1946)), Kan,', 842 F2d at 201 
425 411 U.S. 182(1973). 
426. Id. at 185-86 (quoting American Power Co v. SEC, 329 U.S 90, 112-13 (1946)).
427. Kane. 842 F 2d at 201; Pagel. Int. v.SEt:, 803 F.2d 942, 948 (8'h Cir. 1986).
428.. 'e, eg . Bek v SEC. 430 F.2d 673 (61h Cir 1970) (re'ersing the Commission's 

impisition o: a four month suspension, linding that the sanction was puntve rather than remedialand 'i nstitued a gri.,s abuse of discretion) 

429 547 I2d 171 (2d Cir. 1976).,r hited. 4,4 US 1009 (1978) 

4.)M it1"H 


paid to a broker. Although at the time the conduct occurred there was uncertainty as to whether customer-direced give-ups were permissible, the respon
dents' give-ups were made to an investment adviser without disclosing tie 
payments to the shareholders of the funds and, therefore, constituted a fraudu
lent practice. 

The court cited several factors for reducing the Commission imposed sane
lion. First, ill uusiomer-direccted give-ups were by tlenitprohibited, thus reduc
ing the likelihood of future violations.' Second, although the respondents'
conduct would have been impermissible even if customer-dirct-rd give-ups were 
lawful, the climate in which the conduct occurred reduced the egregiousness of
the violation.'" Additionally, the respondents acted under thr supcrvision of an
experienced -although not disinteresed--counsel, and there was no evidence 
that litrrsl)dtodnts thought they were violating the law."' ()ther factors cited
by the t1tvnt CIC ilt inordinately long i:me the procecitmg had been picnditg
and the tremendous disparity in sanctions imposed upon the respondents and 
two oilier brokers whose violations were perhaps more clear."" In modifying the 
sanction, the court siica. 

If this statute authorized suspension for a period longer than twelve 
months, and the Commission had exercised such authority to suspend for 
saym otlicr twelve omths we surly would not itotfere. But withs he 
choices limited to a suspension of not more than twelve months or a 
revocaton or bar, we consider that, under the special circumstances of this 
case, selection of the latter was an abuse of discretion 41' 

More recently, the Fifth Circuit Court of Appeals specifically indicated thatthe use of revocations or permanent bars will warrant a higher degree of judicial
scrutiny. In Sttl'lnan t.SEC.' the court41 held that whetn the Commission
imposes the most drastic sanctions at its disposal, such as a permanent bar fromthe industry, the Commission has a duty to articulatr carchilly the grounds lot 

itsdecision, including an explanation of why lesscr sanctions were not adequate." Although noting that the court's role is to decide only whether, underthe applicable statute and findings of facts, tie agency has ;tmade "an allowablejudgment in its choice of the remedy,"'3 9 a permanent 

411 Ii tuit'
 
432.1,1 .t184
 
433. Id 
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industry without specifically articulated compelling reasons would be "without 
juutification in fact.' 

The Steadinan court stated that possible grounds for a permanent bar include 
(I) a reasonable likelihood that a particular violator cannot operate in compli-
ance with the law or (2) a violation so egregious that, even if (urther violations 
are unlikely, the nature of the conduct mandates a permanent bar as a deterrent 
to others in the industry.44' It would be a gross abuse of Commission discretion, 
however, t ar an investet adviser fr h industry on he bsis of isoladInegligert vilations.'4 

o 
Commiion sanctions are also subject to judicial challenge if the Commission 

excludes relevant evidncea from is considration. i Illhder,i,,,.tCo m (son 
u. SE ' the District of 'olumbia Circuit ourt of Appeals cornluded that the 
Commission must consider evidence relevant toa partys degree of culplthility 

when the (ommission determines the natute and s,'ope of sancttions ihat are 
appropriate in the public intrrst."' The (:uri's receptiveness to tIhereslxn-
dent's aigutncnt that the Comnission reatis siialler iewer irns tozr li.ti ly 
than it treats older established lirms was also of notc in Blinder, Rtuonhon. The 
cou rt stated that m ere disparities in penalties were no t sufficient gro u nd s to setasid a ancion44 ' Rater,ccodin tothe,'ort:consented, 

What is alleged here are not mere disparities . . . but rather an asserted 
sysl, ni, pattern ./ hparate treatment, resulting in predictahly, dispropor-
limately harsh sanctions being visited upon firms suich as Blinder Robin-
so. if the Connissin bhelicvcs that tile lulinis are false, then ii should say 
so and explain why what might appear to be troubling systemic variances 
are in fact not such variances at all, or alternatively, variances justified by 
the circumstances of the case."" 

44 1 

at least initially, respondents may attempt such action, particulai., if the 
(ommission imposes substantial penalies 

Section 15(c) (4) Proceedings 

Sdctiosirative poceedingsctonaddess violations f certain specifed provisiinste 
administrative prceedingsto address violations of certain s ui-ifled provisions of 

the Commission finds t any persn Sujct to sections 
12, 13, 14 or I5(d) of the Exchange At t l.als to comply witi i those provisions in
Mny material respet, the Commission may publish Is li dilngs and issue .ai 
order requiring the violator to comply or take steps to elict tonipliance with the 
f, ovisions. Additionally, section 15(. )(4) provides fat ilic ctI y 41 suItltrders 
against any person who was the cause of a failure to comply du,- to act ortCcenssion the perston knew or should have known would an 

' tibzlotir to tlie faiilre 

Thre Commission oftl.n utilized sec iion IS( X4) proceedings wzn it appeared 
that t nive I was sullo temoly egregious .iit tilpiit ioviol c-inidtii tii no 
Virtualily all sction 1 (cX4) proceedings were sttled, and tile respondents 

cir t ed , wi th m1r de ning til e sindh -g, to the r eo a n d rwithout adziiiting or denying the findings, to the eittzy of an order 
requiring tile respondrnt to comply with the applicable provision in the fmi
ture.4s 

lI 1988, in it it- G,,g, C. K'ean, J, ,41 all administraivr law judge (Al.J) 
issued an initial opiiion ill one of the few litigatcd tases uiidc section I 5)(4). 
Kean involved aIlega tiins that Allied Siores failed to t-lniil y witl sect ihn 
14(dX4) of the Exchange Act and rule 14d-9 thereunder by failing to promptly 
amend a Schedule 141)-9 filed with the Commission The l)vision oif Enforce
ment (Division) also alleged that Kern was a cause of Allied's failure to comply. 
Kern, an attorney, had acted as Allied's principal outside counsel and was also a

As discussed above,. the Remedies Act provides that in administrativemebroitbadofiecrs 
proceedings, with the exception of section 19(h) proceedings, the Commission 

y.Given the wide discretion that the Remediesmay impose a monetary penally. 4 ' e di sretontha thsucces
Act vests in the Commission, ;tmay be dificult for respondents to successfully 
challenge the imposition or the amount of an administrative fine. Nevertheless, 

440 Id ait1140. 

441 Id Bui et Bcck v. SEC, 429 l:.2d 673. 675 ((, (::r.. 1970) (refusing ti diezode whether 
(nrmmissioa may issue order solely in d "errmnetrs of securities industry in general) 


442 Stadman. .61 V 2d ai 1141 

443 837 F.2d 1099 () C Cir.). , e,. d,-m,.d, tltl N 0 177 (1988) 

444 Id at 1109. 
445 Setad ai )112-13, Butz v GtIover Livestock (Cinrm'nCo.. 411 U.S. 182. It7 (1973); SEC 

v Iiillr, 429 F.2d 856 (2d (ir 1970); Dlugash v NEC. M13F.2d 107 (2d Cir 1967) 
446 Blinder. Robnson, 837 F 2d at 1112-13. 
447 .Sre supra notes 122-30 and accompanying text -
448 The one"other admiuistrative Ir)znuecg too w1iih tIle Commission may imlos a monetary 

penalty is I 17A of the Exthange Art relating to ,learing Agencies and ian.srr agents See 15 
tISCA I-lN-1 (West t'1t & Supp 1991)

C): 

member of its board of directivs. 
After determining that Allied had not promptly disclosed material changes onits Schedule 14[)-9,4 

11 the ALJ turned to tile standard (if culpability requiredunder section 15(cX4). Section 15 (cX4) required a showing that the respondent 
charged with causing a failure to comply "knew or should have known" that his 

act or omission would contribute to the violation. " ' Kern contended, inter alia, 
that this required the Division to prove that he knowingly or consciously 

449 15 U S.C A I 784(CX4) (West Supp 1991) 
450 tt 

451 Ir e (;'rgr : K iz . JI , Exuhaige \,i Rrlra " NMy !9. i, l(o,,e,iil t:,t Se I. Rrp 
(Ccli) 1 84.81. at 82,0)5 (june 21. 1991) 

452. 11988-1989 Transfer Binderl Fed Sea t. Rep (2Cit) 1 84.142 (Ntv 14, 1988). aJI', 
lE'xchange Act Release N. 29.356, lCurreil Fed Sea t. Rely (CCI) 1 84.815 (June 21. 1991) 
Prior to the 1984 amendments to I 15(cX4). only two plceeding h.d een tizigaied Se, It, r
t"ppentieiincr & Co. Exd|ange Act Release No 16.817. 1980 SC L .XVS 146' (May 19. 19t), 
"Ile,, Susquehanna (ij, 44 S E C 379 (1970) 

453 Kr,. lt911'988.989 1 h.nster Budril I'd Sn, I. Rep tCt1) 1 84.S42, ,M)89.58, H9.588 
454 Id 1 8414?... u 89'.S'I-91 
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counseled a course of illegality or, at the very least, that the standard as that 

required for aiding and abtting liability should apply. The ALJ rejected these 

argumentsnegligence.'$$and ruled that Kern's conduct should be judged by the standard of 

The ALl then turned to the scope of the Commission's authority under 

secti.nn 15(cX4). After examining the legislative history, the ALJ ruled that 

section I 5(rX 4 ) authorized tie Commission to issue an order of future compli-

ante requiring Kern to take Stells necessary toIeli' t compliance on the part of 

Allied."'"The Al.J deterinmictl, however, that st uitn I i(4 X4) did not authorize 
comply generally, nor didthe Commission to issue an order directing Kern it 


section 15(c)(4) authorize the CotinMissin to ordt'iKern to take steps necessary 


to cffect compliance with sections 12, 13, 14, or 15(d) on the part of his other 


clients or persons he wromcs assoiated with in tlIC future. 
45 7 


AlIhough the AI] ruled Iat srticn 15(-X4) atilhorized the (nmnission to 


issue IIld ls di,'tig tolult"iipl,.ice litild to Allied. the AIL.J dculined to 

.as no lo tge .i hli l d d
hi lrd w ilth All i tul

entei ut Ita t o der. S oC KIr I W 


not effect compliance by Allied, the ALl -onluded that the issuance f an ordcer 


was beyond his authority and discontinued the proceedings.' 

The Commission decided to review the AlJ's deeiion."'s During the two and 


onc-h.ilf years the malltr w.s, hefre ihe Comnission, it appeared that the 


Connissin obscrved ain infurmal mraltoriuln on setlion 15(cX4) procced

ings.tM One of the reasons fill this inoatoriunt ii.y have been the Commission's 


(car t|hat ail otldei itilMsing litiSlWecivc rclir[ in .Uiliher Ilrot'ecding would be
 

viewed as t theof availabese.ca, it prsochetings
prejudgment of the Kernt case.46' In any event,ti aappears that theuncetaiewd asrrudngn a 

ceedingsuncertainty surcroundingtheCoisco of the availatle secteoi 5(cX4) prot 

ission's decisirn to seek and obtain tease-and-
was a major factor in the Cmdesist authority in tihe Remedies Act 4 62 

On Jutne 21, 1991, he Commission affirmed the AL]'s determination o 
oti medconth e i dsection aso5(cx4)

discontinue the proceedigs."" h mmission 


not providing ftlr the issuance of orders directing general future compliance.4" 


Finding the text of section 15(c-X4) ambiguous, the Commission examined the 

suhas rdertion
rquiringprislarily c remedies, 15(c,4)legislative historyitndedofo sectionsectoI 5(c4)limitedand concluded that section was

printarily intended t c-reate more limited remedies, such as orders requiring 

t
455. Id 1 84,342, at 89,591-9. .Scut~ 
456. Id. 1 84,342. at 89,595.
 
457 Id
 
458. Id 
45'9. Sr, Franklin. Kin (.'aw .Statds in I.ml.,. SEX: Imuaalin Said lu Make Sdikrltenr 

Diali, Fil. N Y LI. June 7. 19941. at 5 
4A)l Se" Pitt & lnhnmm. po it note 170. at 32 . 

[42 .14t468412 Id, at 33 

I. G It ixtchangr Att 29.356. ICtarrentl Sec41' See a, ," C K'iin. . Rrk.,'" No Fed L 
Krp I tI|)1 4,815 ( Iamir 21 1991) 

8 
41.4 , 1 84.815. a.t H). 82.041

corrective filings.4 
6
5 Accordingly, the Commission stated that "the better view of 

the proper exercise of our authority, in the context of the Commission's 

performance of its adjudicative function ill contested administrative proceedings,is that we are and ought to be constrained from impoxsing orders of general 

future compliance under section 15(c)(4)." 46 
6' 

As noted above, the Commission's new cease-and-desist authority expressly 

allows the Commission to issue orders requiring general future compliance or 

issue orders requiring steps to effect' future rompliance + t According to the 

Commission, the itclusion of this express authority in teasr-antl-desi! l proceed
ings: 

IClonclusively answers, in the alliative the questin tif whether the 

Commission has the pwer to issue a broad order reqti ng generalized 

future complsaie in accordance with the termsod an, suc= oi'er. Tius, 

r thureftre, the pci age ofithe Remedies At renders mot the issue of 
the (:mrisic ' g

ei4
eofrlpow er h 

Comsequently tle eilc-tlent of the Renedies Act probably signais an end tn 

section 15(cX4) prooeedings. The Commission's broad new cease-and-desist 
authority will now likely address activity which once may have warranted 
section I 5(cX4) treatment. 

Rule 2(e) Prwreeidlngi 

Pursuant to rule' 2(r) (if tile . omintsstaln s Rules oif Pr,,ictice,*the Co(mmissionmay irstitute proceedings against professionals, such as attorneys and accoun

tants, who appear and practice before tie Commission.46 9 Courts have upheld 

the Commission's authority to promulgate this rule and thereby discipline 

attorneys, accourtants and other professionals by denying them the ability to 
pratice before tile Commission.4

70 

Rule 2(c) provides that tile Commission, alter notice aild ait pparingtoly for a 

hearing, may deny, temn;8rarily or permanently, the privilege If appearing or 

practicing before the StC to any pcisoil who tie Commissioil (inds: ( I ) does notPssess the requisite qualifications to represent others, (2) lacks in character or 
integrity or has engaged i' unethical or imprope- professional conduct or (3) 
has willfully violated or willfully aided and abetted dvilation of tile federal 

aw.'5 

465 Id 1 84,815. at. t2.Ot{, 
466 Id, 184,815, at 82.oo1d 

467 See rupra notf 176. 191-94 an; a-tonltnying text 

469 17 (CF.R 1 201 2(c) (19,)11Kefn, ICurrenil Fed See1. Rep (CCIt) 1 84.815, a, 82(017 

tt CIF Rat &7n 5l(. t,0'470 I)avy v SEC 1 )I 1418 (9Il 198t). Ilt,,t hi & (t' v I- 2d
(24 CIt 197')) 

471 17i.8C1FlR 
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Professional misconduct is also covered by rule 2(e). The rule provides that was improper or illegal." ' If the conduct in question is inaction or si.cnce, therethe Commission will suspend from appearing or practicing before the Commis- must be a finding that the respondent either consciously intended to assist thesion any professional whose license itpractice has been revoked or suspended or clicnt's violation, or brca lied a duty to disclose or act, and had some degree of
who has been convicted of a felony or of a misdemeanor involving moral scienter.4"3 

turpitude. ' lit (.'arft'r & Johnson, the Commission also adopied a definition for the
Finally, rule 2(e) also permits the Commission, without a preliminary phrase *unetihical or impropcr profcssional conduct" as it applies to lawyers.'"
hearing, to suspend temporarily any professional or cxper; who practices bfore 
 The Conmission stated that, initially, counselling accurate disclosure is suffiit who has been (I ) "enjoined . in an action brought by the Commission front rict it avoid rule 2(e) sa.ctions, evcrs if the advice is not accepted. 4

11 Theviolating or aiding and abetling the vi)lation of any provision of the federal Coninisiin added, however, the following
securities laws," or (2) founi by a court in a Conmissio:n action or found by the When a lawyer with significant responsibilities in the effectuation of aCommission to have violated or aided or abetted a violation of any provision of ohelys eanpliaate with tildislosarn uireint thlof ie federale res 
the federal securities laws "unless tle violation was found not to have been securities laws becomes aware that isclient is engaged in a substantial 
wiliful., 47 ' and continuing fatilre to satisfy those disclosure requirenA persoiwho has been tcinliorarily suspended has thirty days from the date 

ents, his contin
tied conicipai VsldIt s standardsprofessioalo unless hettakes prompt

of service t petition the Commission to lift the suspension. 4 4" The tenillrary 'Irp to end tlheI liti'S oomipiande 48p
suslins ii it de'r h,'ccn's winiin Ii person,iithat has nio filed a IWIition
within thirty days of scrvirc."' Tile illai Illalive sicps requtl t3! tilelawyer depend upon the facts of tihe caseRule 2(e) represents the Commission's attempt to protect the integrity of its and may include directly approadching the bo..rd of directors or enlisting the aid4 7 'disclosure and r,:p rting processes. Because of its relatively small stall and 7of other miembers of the client's management. "1 Only in rare circumstanceslimited resources, the Commission relics heavily on the legal and accounting would a lawyer [iave no choice hut to resign.'"s As long as the lawyer is acting inprofessions to ensure comlian|t: with the securities laws. 77 Accorditig to the good faith and exerting reasonabi efllorts to prevent the client from acting(omtission. role 2(c) was not dsigned to be an enforcement tool against those unlawfully, the lawyer has nrit "shis profcssiutal obligations under rule 2(c). ' who violatt die federal secuitics laws and happen to be lawyers or accoun- Although the Treadway Commission recommended money penalties in rule7 
lanls. , If di" piolcssional tilsotidut t impairs the lintcgiity of the Conmis- 2(e) piu ecdhings, tile Rcildics Act does ii authoriLe such penalties. Thesion's processes, however, the Commission will respend through the application Commission' declined to seek this power in its legislative proposal to Conof rule 2(e).'' gress, st ,bctause oif a possible toncrn that motey penalties itl rule 2(e)

In In re (-arler& Johnson," | the Commission addressed the standard for proccedings would undermine the rationale that courts have used to uphold theaiding and abetting liability under rule 2(e). In determining whether conduct validity of the rule, i.e., that the rute is necessary to protect the integrity of theconstitutes aiding ;nd abetting, tihe Commission stated that the crucial inquiry '
Commission's proc(durCs 4 The Commission did not intend rule 2(e) to be'fxuses on tic awareness or the intent clement. t The Commission held that a utilized "as 2an additional weapon in the Commisston's enforcement arsenal.1 49
finditg of *'willfhl aiding and .ilwiti'g" within ihe meaning of rule 2(e) requires Cuoi'ic.ily, if the Renmrdies A ihad autltorizcd ioncy penalties in role 2(e)that a rCslomitltCnt be aware or know that his role was part of an activity that proceedings, the validity o role 2(e) may have been called into question 

472. Id 12t1 2(rX2).

473 /d 5 201 2(eX3Xi).
 
474 Id 1 2t 0 2(rX lXii).475 Id. 482 Id at51)3-04.
 
476 Sr-liTuche Ross & .o v SEC. 60'9 F 2d 570, 581 (2d Cir 1979). 483 L at SUT
 
477 5'. ,I. In ,. Keating, Mma-iling & Kteskamp. 47 S EC 95. 119 (1979) (Wilhams. 
 484 1,it 511l

(:hairnan, its, us ring). 4115 1,1
478. in i,"Kraing, Muehing & Kleckamp, 47 S.E.C. at 1t9 (Williams, Chairman, t'ncur- 486 Id

ring); I. , (',arirr & Johnson. 47 S.EC. 471, 475, 478 (1981). But see Siedcl, Rude 2(r) and 487 Id as512
5Cwqpora r"j .. ,,, 39 Bus. Law 454, 4 9 (1984) (citing 14 insiances in which rulc 2(c) proceedings 488 Id 

were hrugls .0gKAnsi corporals olitrrs who iappcned to be attorneys or accountants). 489, Id

479 .,-,. h "lhmm,.al 1007. 1015 (1988)
-.I I,, Bill R 48 S E C 490 Mtmorandun uI the Setuslaws And Ex'hangr C,,minissit,,l, upra nte 29. at S
 
4811 47 S i.t: 471 (1981) 
 ,g ."ioutr Ros
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criminal contempt action in which the sentence sought exceeds six moi.h. 

When district court orders are violated, the court may impose either "civil Most importantly, ina criminal contempt action, each element of tileoil.
 
contempt remedies or criminal contempt sanctions, or both." 4" The Commis- must be proven beyond a reasonable doubt,5s including that the 'nI,'op

sion may utilize contempt actions to enforce the judgments it has obtained in its willfully violated the terms of the court's order. 

injunctive actions.4 4 Recently. the United Slates Supreme Court, in Hicks v. 

6
 

F'eick," restated the distinction between civil and criminal, contempt: 
 OTHER COMMISSION ACTIONS IN AID OF 
ITihe critical features are the substance of the proceding and the charac- ENFORCEMENT
 
ter of the relief that the proceeding will afford. "If it is for civil contempt The Commission may take a number 
 (if actlions in addition to or as 
the punishment is remedial, and for the benefit of the complainant. But if it alternative to enforcement action. 
is for criminal contempt the sentence is punitive, to vindicate the authority
of the court."49  

Section 2 1(a) Reports 
A court may use a civil contempt proceeding to imprison or fine an individual Section 21(a) of the Exchange Act, in relevant part, authorizes the Comili 
unless and until he performs the affirmative act required by the court's order.497 sion to investigate possible or potential violaticns and to publish reports ci. 
By contrast, criminal contempt results in imprisonment for a definite period of cerning such violations.'j 7 The Commission may also "investigate any fat
time or the payment of a fine to the court.4 " Generally, actions for civil conditions, prac:ices, or matters which it may deem necessary or proper to aid 
contempt are sought when the defendant has been ordered to comply with the the enforcement" of the Exchange Act, "in the prescribing of rules and regol
federal securities laws by performing specific acts, but has failed to do so. tions," or in securing information to serve as a basis for recommending furll 

°Crimipal contempt is sought when a court has ordered a person to refrain from legislation 50B 
engaging in specified conduct, but that person has repeated the violative con- The Commission has issued section 2 1(a) reports with respect to novel 
duct. unique matters, or if it is unable to institute an enforcement action and, in t0

A court cannot issue a contempt order unless the order claimed to be violated Commission's view, it is important to express its position. The Commission do.
is specific and definite.'9 The proof differs depending upon whether the not view section 2 ;a) reports as a type of enforcement action. In In re Spa it, 
contempt is civil or criminal. Civil contempt requires proof by clear and Inc.,W9 Commissioner Karmel stated: 
convincing evidence.' By contrast, criminal contempt requires proof beyond a Report under section 21(a ar not, and should no be, a sanction in°Ireasonable doubt. " 

adininistrative proceeding; indeed such replorts can be issued where ,A criminal contempt action may be initiatd by a show cause order or by administrativ,! prcxeeding has been, or be, lc. , 1,couhl comnlen.e(lindictment. The defendant is entitled to reasonable notice of the specific charges appr-priately be issued where a (Uestiln (f public importance is invol. 
and an opportunity to respond.) 2 There is no right to indictment with respect to and the public, or atIlast the linaniol 'fnlmunity, should lie infgrnll
criminal contenipt. s 3 The defendant, however, is entitled to a jury trial in any anderuni te natureti heasitilatinan alnd hcolmu nssitin s rcslnir%, . 

it. ...Sit 
493. SEC v. American Bd. of Trade, Inc., 830 F.2d 431, 439 (2d Cir. 1987), crrl. denied, 485 

U.S. 938 (1988). 
494. See, e.g., SEC v. International Swiss Invs. Corp., 895 F.2d t272, 1274 (9th Cit. t990). 
495. 485 U.S. 624 (1988). 
496. Id. at 631 (quoting Gompers v. Burks Stove & Range (.n., 221 U.S. 418, 442 (1911)); see 

also SEC v. Simpson, 885 F.2d 390, 395 (7th Cir. 1989) (quoting hicks). 
497. 485 U.S. at 632. 
498. Id. v.Sd'hnakcntcrg. 384 tU S504. ('heit 373. 380 (1966).
499. SEC v. American Bd. of Trade, Inc., 830 F.2d 43, 439 (2d Cir. 1987), cer. dented, 485 505. 1nited States v. ttaker. 641 F2d 131, 1317 (9th (:ir.1981).U.S. 938 (2988). 506. SEC v. American Bd.of Trade, Inc., 830 F.2d 431, 439 (2d (r. 987) . der,l 4H
500. Id. at 441. U.S. 938 (1988).
50t. Id. 507 I S US C.A. 5 78u(a) (Wes Supe 1991)p
502. Taylor v. Hayes, 418 U.S. 488, 499 (1974). 508. Id.
503. Green v. United States, 356 U.S. 165, 187 (1958); United States ex rel. SEC v. Greenspan, 509 Inr Sptarte.knc.,.x(langeAit Release No 15,567 11979 "'ranst Ilitdrr ..,' t
 

11978 Transfer Binderl Fed. Sec. L. Rep (CCII) 1 96,747 (S.D N.Y. Dec. 19, 1978), affI, 607 Rep. (CCtt) 81.961, at 81,402 (t:rh 14, 1979) 
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S'..(:s Enfforcemnt Wcal-jns 97
Trading Suspensions the New York Stock Exchange, the American Stock Exchange, and the Na-

Pursuant to section 12(k) of the Exchange Act, the Commission may suspend tional Association of Securities Dealers, Inc. 
5 t trading in any security other than exempted securities for a ten day period. s

Section 12(k) provides the Commission with sumrary authority with respect to Warning Releases 
trading suspensions. The section requires only that the Commission determinethat the trading suspension is in the public interest and necessary for the On occasion, the Commission has issued releases in order to alert the publicprotection of investors."s 2 The Commission is, however, limited to suspending to the federal securities law implicatioos of certain activities.5t 9 

3trading for a single ten day period, unless new circumstances develop.	 CONCLUSION 

Foreign Restricted List The Commission has long been regarded as ne ;f the Premier law enforce-
The Commission may place securities of foreign issuers on a restricted list. ment agencies. The Commission has achieved such stature with what it hasThese lists are public statements hy the Commission of the names of foreign termed limited enforcement alternatives. Insubmitting legislative propsals thatcorporations whose stock the Commission has reasonable cause to believe are provide ignificant new remedies, the Commission stated that its existig enbeing or may have been distributed in the United States in violation of the forcement alternatives do not provide the flexibility necessary to seek a remedyfederal securities laws.st 4  

commensurate with the violation and do not provide an adequate deterrentReferrals to Governmental Authorities In enacting the Remedies Act, Congress addressed the deficiencies the Com
mission perceived inits existing reniedies. The Remedies Act provisions autho-The Commission may refer matters to other governmental authorities both rizing monetary penalties and case-and-desist proceedings provide the Conwhen it has initiated its own enforcement actions and on occasions when it has mission with the flexibility to seek a rtcnedy commensurate with the viclativedetermined not to initiate an enforcement action. The Commission frequently conduct. The provisions authorizing monetary penalties will increase signifirefers cases to and assists the Department of Justice and the United States cantly the deterent effect of a Commission enforcement proceeding.Attorneys. 

Congress also granted the Commission considerable discretion with respect toThe federal securities laws autlhorize the Commission to transmit evidence to the exercise of the additional enforcement powers. The legislative history docsthe Attorney General's office, who, in its discretion, may initiate criminal not provide a clear congressional view as to the exercise of these new lo~wers. Itproceedings against securities law violators."' The securities statutes each is unclear, therefore, how the Commission will exercise the authority to seek orcontain provisions imposing criminal liability.' Several other federal statutes, impose civil penalties for violation of any provision of the federal securities laws.such as the Federal Mail Fraud Statute" l7 and the Federal Wire Fraud The potential penalties that may be imposed for any of the cases that theStatute,'" also may be implicated by the violator's conduct. Commission typically brings may he more than many defendants willAdditionally, the Commission may refer matters to state prosecutors and state 	
e able to 

bear. Thus, the exercise of the power tosecurities commissions as well as to the sef-regulatory organizations, such as 	
seek or impose such Penalties may

result in significant litigation ar, alternatively, the tcnsent to charges that might 
511. 15 U.S.C.A. I 781(k)(West Supp. 1991). Section 12(k)also allws fr 	

otherwise he contested in order to avoid a Potentially catastrophic penalty. "'lwthe suspnsin of all (:ommission may be reluctant, however, to pursue monetary penalties against
trading on a national exchange for not mre than 90 days if the President does not disapprove of the 
 the most egregious violators because such penalties may preclude a subsequcni
Commission' decision. Id. criminal prosecution due to double 

512. 	 Exchange Act I 12(k), 15 U.S.C.A. I 781(iXI) (West Supp. 1991). 
 Jeopardy.
513. See SEC v. Sloan, 436 U.S. 103, 106 (1978). The Remedies Act's cease-and.desist provisions also grant the Commission514. See, e.g., Canadian Restricted List, Seventh Supplement, Securities Act Release No.4781, considerable discretion and leverage that may result in changes in the enforce.1965 SEC LEXIS 13 (May 18, 1965); see atbo Kukatush Mining Corp. v. SEC, 309 F.2d 647,649 nen of the federal securities laws. The Commission now lossesses the attlihr(D.C. Cir. 1962). 
ity to proceed administratively against any person to address any violation (if theScuriti
515. See,e.g., Act ) 15 U.S.C.A. 77(b) (West Supp. 1991); Exchange Act 
 federal secuciies laws. The Commission, therefore 	 rigI 21(d). 15 U.S.C.A. I 78u(d) (West .-upp. 1991).

516. See Securities Act 1 24, 15 U.S.C.A. I 77x (West 	 the may decide to1981); Exchange Act I 32(a), 15 enforcement piceedings 	 ittirc 
U.S .C.A . I78 f (a ) ( W est 
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otherwise might not be pursued if the agency were required to commerce an 
injunctive action heard by an independent judiciary. The Commission may use 
the cease-and-desist authority for marginal cases where the evidence of viola
t.ons is not as strong as is generally the case. Alternatively, the Commission may
utilize the administrative forum to extend the reach of the federal securities laws 
or to advance novel or unique theories. 

The epforcement authority provided to the Commission by the Remedies Act 
raises many questions that only time will answer. Many of Ihe questions raised 
by the Remedies Act will have to await resolution in the courts. The Commis
sion's interpretation of the parameters of its new authority, however, will no 
doubt play an important role in determining the answers. 
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MEMBER
COMPLIANCE 
CHECK LIST 

FINANCIAL AND 
OPERATIONAL 

Books and Records - General 

1. Properly prepare and maintain each of 
the following books and records that are re-
quired pursuant to SEC Rules 17a-3 and 17a-4 
for the type of securities business your firm 
conducts: 

" Order tickets. 

" Purchase and szes blotters. 

* Securities-received-and-delivered blotter, 

" Cash receipts-and-dsibursemcns blotter, 

" Customer account ledgers. 

" Broker-dealer account ledgers. 

" Securities position record. 

" General ledger. 

* Monies borrowed/loaned ledger. 

[ Fails-to-deliver/fails-to-receive ledger. 

" Long/short securities differences ledger. 

" Repurchase and reverse repurchase 


agreements 	ledger. 
m Trial balances and net capital 

computations. 
* Transfer ledger. 
* Securities borrowed/loaned ledger. 
"Correspondence and other 

written communications. 

2. Post entries to such books and records ac-
curately and on a current basis. 

3. Trial balances should be accurate and 
agree with corresponding balances in your 
general ledger. 

4. Subledger balances should agree with 
your general ledger balances. 

5. Reconcile your bank balances, omnibus 
accounts, and clearing corporation accounts 
on a timely basis and post adjustments to the 
appropriat2 records. 

6. Securities positions posted to your sub-
ledgers should agree with the corresponding 
positions in your position recoid. 

7. Month-end trial balance proprietary posi-
tions should agree with the corresponding po-
sitions in your securities position record. 

8. Obtain and maintain required customer 
account information, such as age, address, and 
the signature of the officer or manager accept-
ing the account. Also make a reasonable effort 
to obtain relevant additional information, such 
as the customer's financial status, tax status, 
and investment objectives. 

9. Properly prepare and send customer con-
firmatioas in accordance with SEC Rule 10b-
10 and maintain a copy of each. 

10. Properly prepare an1 send customer ac-
count statements either on a monthly or quar-
terly basis in accordance with SEC rules. 

11. Notify customers of free credit balances 
in accordance with SEC Rule 15c3-2. 

12. Maintain copies of written customer 
complaints. 

13. Notify the NASD in writing of disciplin-
ary actions taken against any person associ-
ated with the firm. 

14. Designate the Financial and Operations 
Principal(s) responsible for supervising the 
preparation and maintenance of your firm's 
books and records. 

4 

15. Report on the appropriate forms cur
rency transactions of $10,000 or more and for
eign transactions in accordance with SEC 
Rule 17a-8. 

16. Compl:. with due-diligence and certifi
cations requirements for taxpayer identifica
tion numbers and back-up withholding under 
the Tax Equity and Fiscal Responsibility Act. 

17. Keep your Form BD updated and cur
rent. 

Books and Records -

Municipal Transactions 

1. Determine whether you will follow SEC 
Rules 17a-3 and 17a-4 or MSRB Rules G-8 
and G-9 for iecoidkeeping requirements for 
municipal securities transactions. 

2. Properly prepare and maintain on z cur
rent basis each applicable record for your 
firm's business, as described above and as fol
lows: 

u Repurchase agreements and put options. 
a Syndicate transaction ledger. 
mUncompleted transaction ledger. 
3. Keep a current record of the principal(s) 

responsible for supervising the firm's munici
pal securities business. 

4. Ensure that your confirmations disclose 
yield and call information, if appropriate. 

Books and Records 
Options Transactions 

1. Obtain, maintain, and update for suitabil
ity determinations and other purposes at least 
minimal customer account information, such 
as annual income, net worth, investment expe
rience, and employment status. 

... 




2. Ensure the customer's account informa-
tion is sufficient to determine the suitability of 
any options recommendation, 

3. Obtain and maintain each customer's 
written agreement for options trading and writ-
ten acknowledgement of the applicability of
the Options Clearing Corporation (OCC) and 
appropriate options exchange rules. 

4. Establish and maintain customer account 
records reflecting any approval for options
trading by a Registered Options Principal.

5. Maintain your work papers and other ma-
terials relating to the allocation of exercise as-
signment notices; keep them for at least three 
years. 

6. Maintain copies of your option customer 
account statements and retain them for six 

months at the branch office and the Office of

Supervisory Jurisdiction (OSJ). 


7. Maintain at your branch office the back-
ground and financial information on 

customers who have been approved for op-

tions trading, as well as copies of the financial 

statements of options customers, for the most 
recent six-month period. 

8. Establish and maintain a separatefile for 
all options-related customer complaints and in-
clude at least the minimum information re-
quired by self-regulatory organizations, 

Net Capital (Rule 15c3-1) 

1. Compute your net capital in accordance 
with SEC Rule 15c3-1; make certain that you 
are in compliance. If you are a government se-
cur'ties broker or dealer registered under Sec-
tion 15(c) of the Securities and Exchange Act 
of 1934, compute your net capital in accor
dance with Part 402 of the Department of the 
Treasury's rules. 

2. Review your secured demand notes; after 
you apply haircuts, does the collateral value 
equal or exceed the face value of the relevant
secured demand notes? 

3. File your subordinated loans and secured 
demand notes with the self-regulatory organi-
zation that is your designated examining au-

thority. 


4. In accordance with Appendix D to Rule 
15c3-1, send notifications relating to your sub-
ordinated loans and secured demand notes to 
your designated examining authority. 

5. Conform your subordinated loans to the 
applicable requirements of Appendix D to
Rule 15c3-1. 

6. In computing your net cap:tal, deduct the 
current market values of unresolved short-
count differences from net worth, when appro-
priate. 

7. Whenever you are an underwriter of a 

firm-commitment offering, make certain that 

you have adequate capita!

8. If you are a member of OCC, make cer-
tain that your net capital satisfies OCC require-
ments. 

9. Verify that your ne: capital has not fallen 

below OCC's early-warning limits, 


10. Do not make any withdrawals of equity
or payments on subordinated loans that would 
cause your net capital to fall below the early-warning limits or result in a violation of Rule 
15c3-1. 

11. Treat concessions receivable and related 
commissions payable according to the SEC 
staff interpretations that are outlined in NASD 
Notices to Members 84-48 and 85-5. 

Firms Operating Under an Exemption 
From SEC Rule 15c3-3 

1. If you claim an exemption from SEC
 
Rule 15c3-3 under subparagraph (k)(2Xi),
 
make certain that:
 

a You have established a "special account." 
a You have obtained a written notification 

from the bank(s) maintaining the special ac
count in accordance with paragraph (f) of 
SEC Rule 15c3-3. 

u You have processed all customer financial 
transactions through the special account. 

. If you clear customer tvansactions 
through a bank, you have established adequate
procedures to ensure that all financial transac
tions are promptly processed through the 
(k)(2)(i) special account. 

u You are operating in compliance with 
the provisions of subparagraph (k)(2)(i).

2. If you claim an exemption from the pro
visions of SEC Rule 15c3-3 under subpara
graph (k)(2)(ii), verify that your method of 
operation continues to meet the requisites for 
exemption - for example, you introduce 
customer transactions on a fully disclosed 
basis and do not hold customer funds or secu
rities. 

3. If you claim an exemption from the t-D
visions of SEC Rule 15c3-3 under subparagraph (k)(3), confirm that you meet the terms 
and conditions set forth in the SEC's letter ofexemption. 
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Firms Subject to SEC Rule 15c3-3 

1. Take required actions to reduce 
customers' fully paid and excess margin secu-
rities to possession and control. 

2. Make and maintain a record of your 
daily determination of the excess and defi- 
ciency of customers' fully paid and excess 
margin securities. 

3. Do not make deliveries that increase 
your deficiencies or create a deficiency. 

4. Close out long-sell orders for which the 
securities have not been received from 
customers within 10 business days following 
the settlement date; otherwise, obtain an exten-
sion of time. 

5. Buy in short security differences or ob- 
tain extensions of time whenever you have se-
curity differences outstanding 45 calendar 
days or more from the date of determination. 

6. Establish a reserve bank account. 
7. Obtain a written notification from the 

bank maintaining your reserve bank account 
in accordance with paragraph (f) of SEC Rule 
15c3-3. 

8. Make your Reserve Formula computa- 
tions within the specified time frames, main-
tain them in accordance with SEC Rule 17a-4, 
and make required deposits within the pre-
scribed time. 

9. Use your reserve bank account in confor-
mity with paragraphs (e) and (g) of SEC Rule 
15c3-3. 

10. If you fail to make the required deposit, 
send telegrams to the designated agencies. 

Safekeeping and Segregation of Securities 

1. Hold quarterly securities counts in accor-
dance with SEC Rule 17a-13. 

2. Post all unresolved differences resulting 
from your quarterly box counts to the securi-
ties position record and general ledger within 
seven business days from the date of determi-
nations. 

3. Properly segregate customers' securities 
that yoTu hold in safekeeping. 

4. C'.mply with the provisions of SEC Rule 
15c2-' for the hypothecation of customers' se-
curities. 

5. Comply with Articlc III, Section 19, of 
the NASD Rules of Fair Practice before lend
ing or pledging customers' securities. 

6. Prior to opening an omnibus account 
with a carrying broker-dealer, follow these 
procedures: 

" Execute a written omnibus account 
agreement. 

t- Establish procedures to properly margin 
all customer accounts. 

. Establish procedures to issue and collect 
margin calls on a timely basis. 

- Promptly issue possession and control 
instructions to the carrying broker-dealer in 
conformity with subparagraph (c)(2) of SEC 
Rule 15c3-3. 

Establish procedures to ensure that firm 
securities are not commingled with customer 
securities. 

7. Prior to opening and maintaining an om-
nibus account for any introducing broker-
dealer, follow these procedures: 
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ua Execute a written omnibus accountagreement. 

u Establish procedures to properly margin 
the omnibus account. 

Ls Issue and collect margin calls on a 
timely basis. 

u Promptly execute the instructions issued 
by the introducing broker-dealer. 

u Do not commingle in a single account a 
customer's transactions with an officer's or 
partner's transactions. 

8. Comply with SEC Rule 17f-1, the Lost 
and Stolen Securities Program. 

Financial Reporting 

1. Review FOCUS Reports Parts I and II, 
or ILA, as appropriate, and confirm that you 
accurately prepared them and filed them on a 
timely basis. 

2. In compliance with the requirements of 
paragraph (n) of Rule 17a-5, send your finan
cial statements to the SEC, your customers, 
and your designated examining authority. 
Make sure that the statements contain the re
quired information and that you file them on a 
timely basis. 

3. Confirm that your annual certified audit 
report contains the required supplements, in
cluding the Securities Investor Protection Cor
poration repocx required by paragraph (e)(4) of 
Rule 17a-5. 

4. Correct any material inadequacies that 
were noted in the supplemental report to the 
annual certified audit report. 

5. If you are required to file notification 
under SEC Rule 17a-11, file the reports on a 
timely basis and correct the problem that 
prompted the filing of Form X-17A-11. 

6. Comply with any financial or operational 
restrictions. 



Clearing 

1. Send comparisons required by the Uni-
form Practice Code, Section 9.

2. Maintain copies of cancelled, un-
compared, as-of, and corrected comparisons, 
as stipulated in SEC Rule 17a-4. 

3. Review the number of "don't know," "as-
of," and uncompared trades in relation to your
overall volume of business. 

4. If you are a member of the National Se-
curities Clearing Corporation (NSCC), clearall transactions with other NSCC members in 
NSCC-traded securities through the clearing 
corporation. 

5. Properly review and verify the net posi-
tion and accounting reports supplied by the 
NSCC. 

6. Prior to accepting collect-on-delivery 
and payrent-on-delivery orders, obtain the in-
formation and assurances that are required by
paragraphs (a)(1) through (a)(4) of the Uni-
form Practice Code, Section 64. 

7. Confirm, acknowledge, and settle 
customers' depository-eligible, collect-
on-delivery, and payment-on-delivery transac-
tions in a manner consistent with paragraph 
(a)(5) of the Uniform Practice Code, Section 
64. 

Confirmations 

1. Properly indicate the capacity in which 
you are acting. 

2. If you make a market in the security 
being confirmed, disclose this information on 
the confirmation. 

3. If the transaction is of a dual-agency na
ture, disclose it on the confirmation. 

4. If the transaction is executed on a "risk-
less" principal basis, disclose to the customer

the exact amount of your markup. 


5. Disclose any additional remuneration 
you receive in connection with customer trans
actions. 

6. Disclose yield and call information on 
confirmations of transactions in debt securi-

ties, as appropriate. 


Fidelity Bonding 

1. On the anniversary date of your fidelity
bond, review your bonding requirements and 
ascertain that you have the minimum required 
coverage under all insuring agreements.

2. If you do not use the NASD Group Fidel-
ity Bond, make certain that your bond con-
tains a cancellation rider that provides for 
notification to the NASD if the bond is can-
celed or terminated. 

3. Ensure that your bond covers all of the 
firm's associated persons who engage in the 
securities business, including independent con-
tractor registered representatives. 

NASD and SIPC Assessments 

1. Accurately prepare and file NASD as-
sessment forms; pay your assessments on a 
timely basis. 

2. Accurately prepare and file your quar-
terly and annual SIPC assessment forms; pay 
the assessments on a timely basis. 

3. If you claim an exemption from SIPC 
membership, confirm that you comply with all 
exemption requirements. 

,,--' I RECOMMENDA-

A TIONS TO
CUSTOMERS 

General Suitability Requirements 

1. Prior to the execution of a transaction 
recommended to a noninstitutional customer, 

a reasonable effort must be made to obtain information concerning the customer's financial 
status, tax status, investment objectives, and 
such other information used or considered 
to be reasonable and necessary by the firm or 
salesperson in making recommendations to 
the customer. 

2. At the time of the recommendation, the 
salesperson must have rasonable grounds to 
believe that the recommendation is suitable 
for the particular customer based on the infor
mation obtained about the customer, particu
larly his financial status, investment 
objectives, and other security holdings.

3. Recommendations should not be made 
during "cold call" telephone solicitations to 
customers or prospective customers prior toobtaining the customer information and deter

mining the customer's suitability. 

ing other than equity securities, such as op
tions and municipal securities, are subject to 
special suitability requirements. 
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SEC Rule 15c2-6 Suitability and 
Recordkeeping Requirements 

1. Where the securities to be recommended 
are OTC equity securities priced below $5 i:.r 
share and involve an issuer having less than 
$2 million in net tangible assets, and an ex-
emption from Rule 15c2-6 is not available, ob-
tain the information about the customer's 
previous investment experience, investment 
objectives and financial situation, 

2. With that information the firm must rea-
sonably determine whether transactions in 
such designated securities are suitable for the 
particular customer. 

3. If the securities are determined by the 
firm to be suitable, the firm's written suitabil-
ity determination must be delivered to the 
customer, who is required to manually sign
and return the statement, if it is accurate, as a 
condition for opening the account.4. The firm must also obtain from the custo-

mer a written agreement to enter into each of 
the first three transactions in such designatedsecuriies. 

securities. 

5. In considering whether a security is to be 
recommended exempt from SEC Rule 15c2-6 
because the issuer's financial statement lists 
$2 million or more in net tangible assets, the 
firm must carefully consider and evaluate any 
questionable assets listed. 

Adequate and Reasonble FactualAdeass a Remeaionle F2.
Basis for Recommendation 

1. The salesperson must have an adequate
and reasonable factual basis for any securities 
recommendation based on current material 
and reliable information about the issuer and 
the marketplace. 

2. Issuer and market information conveyed 
to a customer in support of any recommenda-
tion must be accurate, complete, and timely.

3. In making a securities recommendation 
to a customer, all material information about 
the issuer or the market that is adverse or unfa-
vorable must be disclosed to the customer so 
the customer can make an informed decision 
about the investment risks. 

4. Where the firm or the salesperson lacks 
essential information about the issuer of the se-
curity being recommended, such fact must be 
disclosed to the customer as well as the risks 
that arise from this lack of information. 

1 

SL.,ES
PRACTICES 

General 
1. Predictions of price increases (or de-

creases) involving the securities of seasoned 
companies with an operational and financial 
history and with experienced management 
must have a reasonable factual basis. Unsea-
soned companies with limited or no opera-
tional and financial history do not provide the 

necessary factual basis for a price prediction.
Claims of investment safety for a particu-lar security must have a reasonable factual 

basis. 

3. In situations when a salesperson recom
mends a securities transaction, he must dis
close any material adverse facts of which he is 
or should be aware. 

4. High pressure sales techniques, including 
concentrated and extensive unsolicited tele
phone calls to prospective customers to induce 
hurried and uninformed sales decisions, must 
not be employed. 

5. Plans or efforts to restrict or delay a 
customer's resale of a recommended security 
must be disclosed to the customer at the time 
of the recommendation (for example, in situa
tions when the firm will not execute a resale 
unless the salesperson has another customer to 
purchase it). 

6. With regard to discretionary accounts: 
n Designate a supervisor or compliance 

person to periodically review activity in the ac
counts for indications of abusive practices. 
*]Keep the customer's written 

discretionary authorization on file for each ac
count. 

c lut.
* Include the age and occupation of each 
customer on the customer account card. 

a A designated person must promptly 
approve in writing all orders for discretionary 
accounts. 

7. Establish a supervisory procedure to peri
odically review an adequate number of trans
actions with customeis for: 

,-Unsuitable recommendations. 
- Excessive trading of customer accounts.
L Excessive markups or markdowns. 

Unauthorized transactions.
 
Free-riding and withholding.
 

aMisrepresentations or misleading 
statements. 

Guarantees against loss. 
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Advertising and Sales Literature 

1. Maintain files for all advertising and 

sales literature, 


2. Have a principal or designee approve the 
material prior to use. 

3. Satisfy applicable filing requirements 
pursuant to Article III, Section 35 of the 
NASD Rules of Fair Practice and Section 8 of 
the Government Securities Rules. 

4. Comply with provisions governing exag-
gerated statements, contents, and required dis-
closure under Article III, Section 35; Section 8 
of the Government Securities Rules; and the 
various SEC, MSRB, and SIPC rules govern-
ing advertising and sales literature. 

Investment Company Shares 
Retail Dealers 

1. Execute principal sales to customers of 
open-end investment company shares at the 
next-quoted public offering price after the u 

order is received and in accordance with your
sales agreement with the underwriter. d-. 

2. If a\ailable, give customers quantity dis-
counts at breakpoint levels on single pur-
chases, letters of intent, and rights of 
accumulation.

3. Advise prospective investors that no ad-
company shares just prior to an income or cap-
ital-gain distribution, 

4. Ensure that you do not improperly
4Ens th yofro oiti iproe imust

switch customers from positions in one invest-ment company to another in violation of thesuitability rule. 

5. Adhere to the provisions of Article III, 

Section 26(t) of the Rules of Fair Practice,

which prohibit withholding customers' orders 
for firm gain. 

6. Ensure you comply with the provisions
of the anti-reciprocal rule, Article III, Section 
26(k) of the Rules of Fair Practice. 

7. Associated persons may not receive any-
thing of material value directly from principal 
underwriters or their employees. 

8. Do not encourage customers to improp-
erly use the contractual plan withdrawal and
reinstatement privilege. 

9. Promptly make payment to underwriters,
mutual funds, or their agents of payments re-
ceived from customers for the purchase of in-
vestment 	company shares. 

1-0. Comply with the provisions of SEC 
Rule 11(d)(1) and (2) on the margin require-
ments governing mutual fund shares. 

/ 


J 
MARKET MAKING 

AND TRADING 

Quotations 


1. "Firm Quotation" Rule - A market-
maker holds itself out as willing to buy or sell 
at least a normal trading unit and, therefore,

be ready to buy from or sell to other bro
ker-dealers at its quoted prices and/or tocustomers at its quoted pricecustomers at a price equal to its quoted priceplus or minus a reasonable markup or mark
down in at least the amount of a normal trad
ing unit. 

2. Allowable Quotation Spreads 
(Nasdaq) -A Nasdaq market maker's quota
tion spread between its bid and ask in a secu
rity may not exceed the "average quotation
spread" of all market makers by more than a 
specific amount. [See Schedule D, Part VI, 
Section 2(d) of the NASD By-Laws for the 
maximum allowable spreads.] 

3. Locked and Crossed Markets 
(Nasdaq) - A Nasdaq market maker shall 
not maintain quotations in the Nasdaq system 
if: 
a Its ask quotations are equal to (a "locked" 

market) or lower than (a "crossed" market)
other rrarket makers' bid quotations; or 

u Its bid quotations are equalto (a "locked" 
market) or greaterthan (a "crossed" market)
other market makers' ask quotations. 

4. Issuer Information - SEC Rule 15c2
11 (non-Nasdaq) - Before inserting quotations for a non-Nasdaq security in a quotations
medium (such as the OTC Bulletin BoardM or 
the "Pink Sheets"), a market maker must ob
tain, maintain, and review specific informa
tion about the issuer pursuant to SEC Rule 
15c2-11 unless an exemption is available 
(such as the "piggyback" exemption). 

5. 	Correspondent's Quotations -A 
dealer that enters quotations in a quotationsmedium as a correspondent for another dealer, 

or pursuant to some other arrangement, must 
promptly disclose the relationship. 
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Fair Prices 

1. Best Execution of Customer Orders -

In any transaction for or with a customer, the 
firm must: 

a Use "reasonable diligence" to ascertain 
the best inter-dealer market for the security, 
and 

a Buy or sell in such market so that the re-
sultant price to the customer is as favorable as 
possible under the prevailing market condi-
tions. 

2. Obtaining Three Quotations for Non-
Nasdaq Securities to Determine Best Mar-
ket - Prior to executing a transaction for or 
with a customer in a non-Nasdaq security, the 
firm must: 

m Contact and obtain "quotations" from a 
minimum of three "dealers," and 

m Note on the customer's order ticket the 
identities of the dealers contacted and the quo-
tations received to determine the best inter-
dealer market. 

3. Markups/Markdowns - Where a 
dealer executes principal transactions with its 
customers, its markups (or markdowns) must 
be fair and consistent with the NASD Mark-
up Policy. For equity securities, that policy 
states that markups should not exceed 5 per-
cent of the "prevailing market price for the se- 
curity." 

Where no independent market exists for the 
stock away from the subject market maker, the 
most reliable evidence of the prevailing mar-
ket price is the contemporaneous prices the 
subject paid other dealers on the "dzy before 
or the same day" as its sales to customers (i.e., 
the subject's contemporaneous costs). 

wWhere an independent market exists for 
the stock away from the subject market maker, 
the prices paid by other dealers to the subject 
are considered an accurate reflection of the 
prevailing market price, 

a When a broker-dealer is not a market 
maker in a security, its contemporaneous cost 
should be used as the prevailing market in cal-
culating markups in the absence of counter-
vailing evidence. 

Short Sales 

1. Execute short sales of listed securities in 
compliance with SEC Rule 10a-1, which is de-
signed to prevent short selling in a declining 
market and requires short sales to be effected 
only on a plus tick or a zero-plus tick. 

2. Execute short sales in compliance with 
SEC Rule lOb-21, which prohibits purchases 
from a public offering to cover short sales exe-
cuted after the filing of the registration state-
ment for the offering. 

3. Identify any short sale as "short" on the 
order ticket. 

4. Before accepting a short-sale order from 
a customer, make an affirmative determination 
that the customer will deliver that security or 
that the security can be borrowed on behalf of 
the customer by settlement date. 

5. Maintain a record of total "short" posi-
tions it' Nasdaq securities in all customer and 
proprietary firm accounts and make monthly 
reports of such information to the NASD on a 
timely basis. 

Trade Reporting 
1. All reports of transactions should be ac

curate, complete, and timely. 

2. Nasdaq/NMS Transactions (Schedule 
D, Part XII of the NASD By-Laws): 

u Registered market makers must report 
a Nasdaq/NMS trade within 90 seconds after 
execution. 
u Report the Nasdaq symbol, price, 

volume, and a symbol indicating buy, sell, or 
cross. 
i Special requirements apply to reporting 

transactions effected before or after trading 
hours and to the bunching of trade reports. 

3. Nasdaq Non-NMS Transactions 
(Schedule D, Part IV): 

m Registered market makers must report 
their volume each day by 5 p.m., Eastern 
Time (ET). 

mRcport the Nasdaq symbol and daily 
volume (purchases and sales). 

wReport "no volume" on days when no 
volume occurred. 

4. Non-Nasdaq Transactions (Schedule 
H): 

mAll dealers must report their purchases 
and sales (as principal) each day by 5 p.m. ET 
in accordance with Schedule H. 

mReport the symbol, the daily volume, the 
highest sales price, and the lowest purchase 
price. 

5. OTC Transactions in Listed Securities 
(Schedule G): 

u Registered Third Market Makers must re
port within 90 seconds after execution all e!igi
ble securities unless the transaction is exempt. 
u Report the stock symbol, price, and 

volume. 
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SOES Requirements 

1. Participation in the Small Order Execu-
tion System (SOES) is mandatory for regis-
tered market makers in any Nasdaq/NMS
security. 

2. Execution of a "SOES Participant" appli-
cation agreement with the NASD is required
for both market makers and SOES order-entry 
firms.

3. SOES may be used only for customers' 
agency orders of limited size for Nasdaq/NMS
securities, 

4. Order splitting to achieve the requisite 
size is prohibited. 

5. "Professional traders" are prohibited
from using SOES. 

Special Prohibited Trading Practices 

1. Price Manipulation - No purchase or 
sales order should be entered that is designed 
o raise or lower the price of a security or to 

give the appearance of trading for purposes of 
inducing others to buy and sell. 

Examples: 
m"Marking the close," where one or more 

trades are executed or falsely reported at or 
near the close of trading with the intention of 
affecting the closing price of the security.m"Prearranged trading" or "round robin" 
trading designed to give the appearance of 
trading activity. 

2. "Parking" Securities to Conceal Own-
ership - No arrangement should be used to 

3. Insider Trading 
u No firm proprietary account or employeeaccount should trade a security while in pos-

session of material nonpublic information 
about the issuer of that security or its market-
place. 

wiAll firms must establish, maintain, and 
enforce written policies and procedures rea-
sonably designed to prevent and detect insider 
trading by proprietary and employee accounts.

4. Front Running - No firm proprietary 
account or employee account should trade a 
security while in possession of material infor-
mation about an imminent block-sized transac-
tion in that security or a derivative security.

5. Undisclosed Self-Preferencing While 
Holding Customer's Limit Order - No 
firm can trade for its own account at prices
more favorable than the customer limit order 
unless there is an understanding by the custo-mer as to the priorities that will govern the 
order. 

UNDERWRITING 

AND RELATED
ACTIVITIES 

General 

1. If you participate or intend to participate
in the distribution of a public offering of secu-
rities, whether as an underwriter, a selling 

conceal the true ownership of securitiesgrumeborthwiyuhaeoac
through a fictitious sale or transfer to an ac-
commodator who agrees to later sell or trans-
fer the securities to the true owner (or his 
agent) at the agreed upon time at essentially 
the same terms. 

group member, or otherwise, you have to act 
of commercial honor and just and equitable 
prin ci l o oradq 

principles of trade. 

2. You may not participate when the under
writing or other arrangements in connection
with or related to a distribution, or the terms 
or conditions relating thereto, are unfair or un
reasonable. 

3. In the case of an underwritten public of
fering, the managing underwriter must file the 
appropriate documents with the NASD for re
view pursuant to the provisions of the Interpre
tation of the Board of Governors - Review
of Corporate Financing under Article III, Sec
tion 1 of the Rules of Fair Practice. 

4. The managing underwriter must file with 
the NASD for review concurrent with the fil
ing of any such documents with the SEC, state 
securities commission, or any other regulatory
authority documents relatirg to all proposed 
public offerings of securities including, but 
not limited to, the following: 

a Direct participation programs as definedin Article III, Section 34(d)(2) of the Rules of 
Fair Practice. 

Mortgage and real estate investment 
,.Mtrusts. 
mRights offerings. 
mSecurities exempt from registration with 

the SEC pursuant to Section 3(a)(11) of the Se
curities Act of 1933, as amended, which is 
considered a public offering in the state where 

mSecurities exempt from registration with 
the SEC pursuant to Rule 504 adopted under 
the Securities Act of 1933, as amended, which 
is considered a public offering in the states 
where offered. 
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Securities offering by a bank, savings 
and loan association, church or other charita-
ble institution, or common carrier even though
such offering may be exempt from registration
with the SEC. 

Securities offered pursuant to Regulation 
A or Regulation B adopted under the Securi-
ties Act of 1933, as amended. 

Any offerings of a similar nature. 
5. You need not file documents and infor-

mation relating to the following public offer-
ings with the NASD for review, unless subject 
to the provisions of Schedule E to the By-
Laws: 
...
Securities offered by a corporate, foreign 

government, or foreign government agency is-
suer which has unsecured nonconvertible debt 
with a term of issue of at least four years, or 
unsecured nonconvertible preferred securities, 
rated by a nationally recognized statistical rat-
ing organization in one of its four highest ge-
neric rating categories, except that the initial 
public offering of the equity of an issuer is re-
quired to be filed. 
._Nonconvertible debt securities and non-

convertible preferred securities rated by a na-
tionally recognized statistical rating organiza-
tion in one of its four highest generic rating 
categories. 

Securities registered with the SEC on 
registration statement Form S-3 or F-3 and of-
fered pursuant to Rule 415 adopted under the 
Securities Act of 1933, as amended. 

Securities offered pursuant to a 
redemption standby "firm commitment" under-
writing arrangement registered with the SEC 
on Form S-3; and 

Financing instrument-backed securities 
that are rated by a nationally recognized statis-
tical rating organization in one of its four high-
est generic rating categories. 

6. However, it shall be deemed a violation 
of Article III, Section 1 of the Rules of Fair 
Practice (Appendix F to Article III, Section 34 
of the Rules of Fair Practice if it involves a di-
rect participation program) for a member to 
participate in any way in these public offer-
ings if the underwriting or other arrangements
in connection with the offering are not in com-
pliance with the Corporate Financing Interpre-
tation or Appendix F. 

7. The following offerings are exempt from 
the Corporate Financing Interpretation and 
you do not need to file documents and infor
mation relating to them for review: 

.Securities exempt from registration with 
the SEC pursuant to the provisions of Sections 
4(1), 4(2), and 4(6) of the Securities Act of 
1933, as amended and pursuant to Rule 504 
(unless considered a public offering in the 
states where offered), Rule 505, and Rule 506 
adopted under the Securities Act of 1933, as 
amended. 

Securities that are defined as "exempt 
securities" in Section 3(a)(12) of the Securities 
Act of 1934, as amended. 

Securities of investment companies 
registered under the Investment Company Act 
of 1940, as amended, except securities of a 
management company defined as a "closed-
end company" in Section 5(a)(2) of that Act. 
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Variable contracts as defined in Article 
III, Section 29(b)(1) of the Rules of Fair Prac
!ice. 

Offerings of municipal securities as 
defined in Section 3(a)(29) of the Securities 
Exchange Act of 1934, as amended. 
..Tender offers made pursuant to 

Regulation 14D adopted under the Securities 
Exchange Act of 1934, as amended. 

.. Securities issued pursuant to a 
competitively bid underwriting arrangement
meeting the requirements of the Public Utility 
Holding Company Act of 1935, as amended. 

Board of Governors' Interpretation 
On Corporate Financing 

1. Comply with the Interpretation's filing 
requirements on those issues for which you 
are an underwriter or for which you partici
pate in an advisory, distributive, or other ca
pacity in a nonunderwritten issue of securities. 

2. Provide the NASD Corporate Financing 
Department with all information and docu
ments relating to the offering, including com
pensation and distribution arrangements, 
names of participaing members, any arrange
ments between the issuer and any member or 
any person associated with a member, and any 
arrangements between the issuer and consul
tants. 

3. Prior to participation in the distribution, 
make certain that the NASD Corporate Financ
ing Department has no objections to the offer
ing terms and arrangements. 

4. If an issuer hires unregistered persons pri
marily to assist in or distribute a non
underwritten issue of securities, refrain from 
acting in an advisory, distributive, or other ca
pacity unless in compliance with SEC Rule 
3a4-1. 



5. When you are acting as managing under-
writer, always notify all members of the syadi-
cate and selling group if the NASD renders an 
opinion that the underwriting compensation isunfair or unreasonable, 

6. Ensure that you observe the "lock-up" on 
securities considered underwriting compensa-tion.wih 

Offerksgs of Your Own Securities, Parent's
Securities, or Securities of an Affiliate 

1. If you are offering your own securities, if your parent is offering securities, or if you are
participating in the distribution of a public of-
fering of your securities, your parent's securi-
ties, or the securities of an affiliate, file theoffering for review by the NASD Corporate
Financing Department under Schedule E ofthe NASD's By-Laws. 

2. Have a qualified independent under-

writer, independent market, or investment-
grade rating determine the offering price ofthe securities, 

3. Make certain any qualified independent
underwriter meets the definition in Schedule 
E, provides a fairness opinion of the price, and 
establishes procedures for adequate review ofthe registration and other documents relating
to the offering. 

4. Ensure that the offering document con-tains appropriate disclosure of Schedule E 
compliance. 

5. Make a suitability determination on each
purchaser and retain the appropriate suitability
information, 

6. Ensure that all participating members re-frain from making sales to accounts over 
which the member holds, directly or indi-
rectly, discretionary power unless the member
obtains prior specific written authorization for
each purchase from the customer, 

7. If you offer your securities in an intra-
state offering, ensure that you give the appro-
priate information. 

8. Properly escrow the proceeds of any pub-
lic offerings of your securities, compute your 
net capital properly and accurately, make cer-tain that the appropriate ratio is correct, notifythe NASD of the termination of the offering,
and file the appropriate capital computation
(return the proceeds of the offering if the ratio 
does not meet the standards specified inSchedule E). 

9. Send the requisite operational and financial reports to each security holder after offer-

ing your own securities, 
10. Make certain that you or your parentfirm establishes, within the prescribed time

frame, an audit committee composed of appro-
priate members of the board of directors. 

Intrastate Offerings 

1. Make certain that each intrastate offering
made by a single issuer is independent of that 
issuer's other offerings,

2. If these offerings are not independent, de-
termine that the entire, integrated issue satis-
fies the provisions of the rule. 

3. Determine that the issuer is a resident of
the state in which all securities are offered and 
sold. 
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4. Confirm that the issuer's principal office
and 80 percent of its gross revenues and assets 
are within the state in which all securities are 
offered and soid. 

5. Make certain that at least 80 percent of 
the proceeds of the offering will be used 
within the state.n t e sa . 

6. Ascertain that the prohibitions on resale
of the securities have been observed.7. Take all necessary precautions to guard
against interstate offers and sales and to en
sure that all offers and sales are made to residents of the state. 

8. Unless it is exempt under state securities 
law, file the offering for review by the NASD 
Corporate Financing Department. 

Registered Offerings 

1. After filing with the SEC, confimi that 

only appropriate "red herring" prospectuses
are used before the effective date of the registration statement. 

2. Observe the appropriate probpectus deliv
ery requirements.

3. Ascertain that a prospectus is sent to

each offeree and purchaser within the allotted
 

time.4. Make certain that no offers or sales of se
curities are made prior to the effective date of 
the registration statement. 

5. Ensure that all syndicate and selling 
group agreements reveal the price at which the
securities are to be sold to the public or the for
mula by which the price may be ascertained 
and the amount of selling concession, if any, 
that may be allowed. 

6. If concessions or discounts are allowed 
to any party involved with a public offering of
securities, make proper disclosure of the con
cession or discount. 



7. Ensure that selling concessions, dis-
counts, or other allowances given in consider-
ation for services rendered in the distribution 
process are not granted to anyone other than a 
broker or dealer actually engaged in the invest-
ment banking or securities business. 

8. If a portion of an underwriting has been 
allotted to a foreign nonmember, determine 
that the nonmember firm has followed steps 6 
and 7 above. 

9. If a person associated with you acts as a 
finder, wholesaler, or consultant in a public of-
fering of securities, reflect the activity on your 
books and records and have a qualified princi-
pal supervise this activity. 

10. Make sure that advertisements or com-
munications preceding the prospectus comply 
with SEC Rule 134. 

11. Make sure that advertising and sales lit-
erature are filed with the NASD in accordance 
with Article III, Section 35. 

Miscellaneous 

l.If in.'olved in an offering or sale of new 
issues of industrial development bonds, deter-
mine that the bonds are exempt from registra-
tion. 

2. If involved in an offering or sale of new 
issues of commercial paper, determine that the 
paper is exempt from registration. 

3. If involved in an offering or sale of new 
issues of securities issued by eleemosynary in-
stitutions, determine that the institutions and 
securities qualify for an exemption from SEC 
registration. Also insure that the offerings are 
filed for review with the NASD Corporate Fi-
nancing Department. 

4. If involved in an offering or sale of new 
issues of other securities exempt from registra
tion by definition, determine whether the ex-
emptions are proper or whether they should be 
reviewed by the NASD Corporate Financing 
Department. 

5. In a contingent offering, check for in-
stances of parking all or part of the issue to sat-
isfy the contingency. 

6. Observe the applicable state securities 
laws. 

7. Comply with the provisions of the 
NASD's Interpretation on Free-Riding and 
Withholding. 

8. If you allot a portion of an offering to a 
foreign nonmember, ascertain that the foreign 
nonmember observes the provisions of the 
NASD's Interpretation on Free-Riding and 
Withholding. 

9. Escrow funds in contingency offerings, 
whether public or private, to comply with 
SEC Rule 15c2-4. 

10.Ensure that "securities taken in trade" in 
connection with the sale of an offering of secu-
rities are purchased at a bona fide market 
price, 

Rule 144 Transactions 

1. Make reasonable inquiry into the propri-
ety of the exemption. 

2. Ascertain whether the seller is an affiliate 
of the issuer. 

3. Verify the seller's holding period. 
4. When requirea, file proper notice of the 

sale. 
5. Unless the seller is unaffiliated with the 

issuer and has held fully paid for securities for 
longer than three years (a) ascertain that suffi
cient public information is available relative to 
the issuer, and (b) verify that the volume limit 
is observed. 
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6. Confirm that the manner of sale is proper. 

Regulation D Offerings 

1. Ensure that the issuer is qualified to use 
the particular rule under Regulation D of the 
Securities Act of 1933. 

2. Verify that the exemption is used only by 
the issuer. 

3. Confirm thai the aggregate sales of the 
securities fall within the dollar limitations es
tablished by the particular rule. 

4. Ascer:ain that the offering made by an is
suer is independent of other offerings made by 
that issuer; if not, make certain that all offer
ings when integrated meet the provisions of 
the particular rule. 

5. Confirm that the aggregate number of 
nonaccredited purchasers does not exceed 35. 

6. Where a sale is to be made to an "accred
ited investcr," make certain that there is rea
sonable belief that such investor meets the 
definition. 

7. If there are nonaccredited investors pur
chasing, determine that a disclosure document 
containing adequate information is given to all 
investors prior to sale. 

8. If relying on Rule 506, determine that all 
nonaccredited purchasers: (a) satisfy sophisti
cation standards, or (b) that every nonaccred
ited purchaser who is not sophisticaied has a 
purchaser representative that meets the tests 
established by the regulation. 



9. Make sure that purchasers provide evi-
dence that they are purchasing for investment 
and not with an intent to resell, 

10. Observe the prohibition against general
solicitation or advertising as set forth in Rule 
502(c). 

11. Provide issuer with such information as 
is necessary to permit it to file the appropriate
notice of sales on Form D with the SEC on a 
timely basis. 

12. Follow established due-diligence proce-
dure to ensure that all material facts have been 
accurately disclosed to purchasers. 

13. File Rule 504 offerings that are public 
in each state with the NASD Corporate Fi-

nancing Department. 


OPTIONS 
Opening Accounts 

1. Have a registered options principal ap-
prove in writing the opening of all customers' 
accounts for options trading before you effect 
any options transactions. 

2. If you maintain discretionary accounts, 
obtain specific authorizations for options trad-
ing, have the senior registered options princi-
pal review the acceptance of the accounts, and 
have the compliance registered options princi-
pal conduct frequent supervisory reviews, 

3. If you use options programs in discretion-
ary accounts, give customers a written expla-
nation of the nature and risks of the programs. 

4. Have a registered options principal ap
prove discretionary account option orders 

within the prescribed time frame and maintain 
records of the orders. 

5. Before you approve the account for op-
tions trading, obtain the minimum background 
and financial information from each customer 
who is a natural person. 

6. Maintain records of your inquiries to de-
termine the suitability of options trading by 
customers. 

7. Obtain signed account agreements from 
your customers within the prescribed time 
frames, and verify background and financial 
information from your customers who are nat
ural persons. 

Exercise Arrangements 

1.Be sure that you have an approved as-
signment procedure and that you follow the
procedure. If you make changes to the assign-
ment procedure, make certain that the changes 
are approved. 

2. Establish procedures for the timely sub
mission of exercise notices to the OCC. 

3. Inform your customers of the type of as
signment procedure, and give them an expla-
nation of that procedure. 

4. Notify your customers on i timely basis 
when you receive an automatic exercise report.

5. When you accept an exercise instruction 
after a cut-off time but prior to the applicable 
expiration date, be sure that the circumstances 
are extraordinary and justify the acceptance. 

6. Establish a nondiscriminatory procedure
for accepting exercise instructions after the 
cut-off date. 
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7. Determine whether deposit requirements 
for customers who are exercising options are 
promptly met. 

Position and Exercise Limits 

1. Make certain you observe option exer
cise and position limits.
 

2. When necessary, observe the procedures 
for liquidating excess option positions.

3. if applicable, observe limits on uncov
ered short option positions.
 

4. Observe the prohibitions against "acting
in concert" on exercise and position limits. 

Disclosure Documents 
Delivery Requirements 

1.Use a current OCC disclosure document 
and deliver a copy to all new options 
customers within the allowed time frame. 

2. Provide your options customers with a 
copy of each new or revised OCC disclosure 
document. 

3. Deliver a special risk-disclosure docu
ment to any customer approved for uncovered 
option transactions. 

Reporting 

1. When required, file an "acting in con
cert" report. 

2. File accurate, daily reports with the 
NASD on accounts with positions on the same 
side of the market totaling 200 contracts or 
more of the same option class. 



Sales Practices 

1. Establish supervisory procedures to pre-
vent wash sales or matched orders in options 
and their underlying securities. 

2. Review your accounts to determine that 
no manipulative activity, such as pegging,
churning, or mini-manipulation, has occurred. 

3. When approval for an underlying secu-
rity in an option has been withdrawn, give
customers appropriate notice before you exe-
cute customer options transactions in that secu-
rity. 

4. Review customer accounts to determine 
that their options transactions appear suitable 
in light of all relevant information and that 
customers are able to evaluate and bear the 
risks of a recommended transaction, 

MarginRules 

1. Ascertain that all purchases of options ef-
fected by customers have been paid in full. 

2. Make certain that your customers meet 
minimum equity requirements established for 
margin transactions and that you observe all 
initial Regulation T margin requirements. 

3. Determine that you meet appropriate 
margin maintenance requirements fcr uncov-
ered short option positions, option straddle po-
sitions, short options covered by exchangeable 
or convertible securities, and conventional op-
tion positions. 

4. When covering short option positions or 
satisfying margin requests and exercise no-
tices, make sure that you refuse securities that 
are restricted, unregistered, or in any other 
manner not salable under the registration pro-
visions of the Securities Act of 1933. 

Advertising and Sales Literature 

1. Establish and maintain files of your op-

tions advertising and sales literature, 


2. Make certain that your options advertis-
ing or sales literature complies with applicable 
standards. 

3. Meet appropriate filing requirements and 
have a compliance registered options principal 
or his designee approve the material prior to 
use. 

4. In accordance with requirements of the 
options exchange, make copies of projections 
or performance reports easily accessible to the 
sales office. 

5. In accordance with requirements of the 
options exchanges, have a registered options
principal approve performance reports in 
writing. 

0CC Rules 

1. Process all customer transactions in OCC 
options through an OCC customer account. 

2. Deposit securities, depository, and es-
crow receipts held for the accounts of 
customers only in OCC customer accounts. 

3. Make specific deposits in an underlying 
security held for the account of a customer 
only for option contracts that are short or that 
have been exercised by the OCC. 

4. Do not use fully paid or excess-margin
securities in a bulk deposit with the OCC. 

5. Give instructions to the OCC to release 
from segregation or to retain in an unsegre
gated status only long positions carried in 
customer accounts offset by short option posi
tions of the same class. 

6. When you close out a customer's short 
option position, promptly ask the OCC for the 
return of the deposit or escrow receipt.

7. Prepare and maintain the appropriate re
cords on specific OCC deposits you make in 
an underlying security held for the account of 
a customer. 

8. Obtain an appropriate agreement for spe
cific and bulk OCC deposits. 

9. Promptly reconcile all reports of options 
activity supplied by the OCC. 

10. Do not effect closing transactions in 
any account at a time when it does not have a 
corresponding opposite position in the same 
account for at least the same number of op
tions contracts.11. Honor exercise restrictions imposed by
the OCC or any other regulatory body of 
which you are a member. 

12. When you directly deliver securities or 
make payment on exercised options to another 
OCC member, file an accurate and timely re
port with the OCC. 

Miscellaneous 

1. Have a registered options principal regu
larly review all order tickets and accounts re
lating to options transactions and maintain 
records of the review. 

2. Follow written supervisory procedures 
for handling customers' options transactions; 
make certain that the procedur.s call for a reg
ular review of each customer's options ac
count by the senior registered options 
principal. 
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3. Establish safeguards to prevent an issuer 
from writing call options on its own securities,

4. Ensure that the compliance registered op-
tions principal reports regularly and directly to 
your compliance officer and other senior man-
agement. 

MUNICIPALS U IitsSECURITIES 
Fees aL- Assessments 

1. Pay the annual fee in a timely manner. 
2. If you serve as a sole underwriter or man-

ager of a syndicate or similar account for 
which you keep the records, remit the under-
writing assessment for each offering, deter-
mine the amount of assessments you must 
pay, pay the assessments within the prescribed
time period, and file the appropriate informa-
tion. 

Reports and Quotations 

1. If you make a market, ensure that your
quotations are bona fide and reflect the best
judgment of the fair market price for the secu-
rity. 

2. If you make quotations for other broker-
dealers, make certain you have adequate rea-
son to believe that the quotations are bona fide 
and that the prices are fair. 

3. If you make quotations for a syndicate or
joint account, ensure that the quotations do not 
indicate more than o..e market for the same se-
curity. 

4. Make certain that you properly report

purchases and sales of municipal securities 

transactions. 


Syndicate Practices 

1. When you act as a syndicate manager or
in a similar capacity, return good-faith depos-within the appropriate time frame.2. Make final settlement of syndicate or 

similar accounts formed for the purchase ofmunicipal securities within the required time. 
3. Forward designated credits on time.
4. If you act as a syndicate manager, prop-

erly confirm sales of securities held by the syn-
dicate to a related portfolio, municipal
securities investment trust, or an accumulation 
account. 

5. Properly disclose group orders to syndi-

cate members on request. 


6. If you act as manager, properly make re-quired communications on the priority of 
orders. 

7. If you act as manager, furnish an item-
ized expense statement to all syndicate mem-
bers before the final settlement. 

8. When you participate in a new-issue 
underwriting, identify for the syndicate all or-
ders for a related portfolio; on group orders,
disclose the identity of the person for whom 
they are submitted. 

Sales Practices 

1. Execute principal transactions with 
customers at prices tiat are fair and reason
able.
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2. Adopt commission rates and service
 
charges that are fair and reasonable.
 

3. Obtain best execution for agency fnansac
tions. 

4. Ensare that purchasers are provided the 
issuer's final official statement by settlement 
date with respect to any purchase of a new
issue municipal security. (The underwritermust also provide a copy to the MSRB.) 

5. Review promptly:
 
a The opening of each municipal securities
 

account.
 . Each transaction in municipal securities.* The hand!ing of customer complaints. 

u All correspondence pertaining to thesolicitation or execution of transactions in mu
nicipal securities. 

6. Examine all customer accounts regularly
and frequently to detect irregularities and 
abuses. 

7. Provide written notice for accounts of 
customers known to be employed by another 
broker-dealer or municipal securities dealer,
and send duplicate confirmations to the em
ployers of these customers.8. Keep written authorization on file for 
each discretionary account.

9. Have a municipal securities principal re
view and approve in writing all discretionary 
transactions. 

10 Make sure that advertising is filed in ac
cordance with Article III, Section 35 of the 
NASD's Rules of Fair Practice. 

11. Maintain a file of all advertisemer-, 
and sales literature, and have a principal ap
prove them in writing prior to use. 



12. Inconformance with MSRB Rule G-21, 
ensure that your advertising is free of false or 
misleading information and that your adver-
tisements of new issues properly reflect the 
availability of the securities, 

13. 
Piovide the investor complaint bro-
cl,;re required by MSRB Rule G-10. 

MSRB Uniform Practice Requirements 

1. Accurately prepare confirmations, dis-
close yield and call information, if applicable, 
and forward each on a timely basis. 

2. Follow comparison and verification pro-
cedures. 

3. Comply with the procedure--; f-)r the rejec-
tion and reclamation of municipal securities, 

4. Follow MSRB close-out procedures, if 
appro, riate. 

5. Effect interdealer comparisons and book-
entry settlement in conformity with MSRB 
Rule G-12. 

6. Use the facilities of a depository for com-
parison, acknowledgement, and settlement of 
transactions effected for institutional 
customers pursuant to MSRB Rule G-15. 

Miscellaneous MSRB Rules 

1. Provide cuatomers with required irsorma-
tion on a timely basis for all new issues of se-
curities sold.

2. Observe the prohibition on giving gifts 
and providing services to others. 

3. Maintain a copy of MSRB rules in eachoffice in which you conduct municipal securi-
oiedele whichyoi onuciunciasscui

ties dealer activities. 

4. Observe the prohibition on reciprocal 
dealings with municipal securities investment 
companies. 

5. Deal with nonmember broker-dealers 
and municipal dealers consistent with the re
quirements of Article III, Section 25 of the 
Rules of Fair Practice. 

6. Occasionally inquire about the existence 
of a "control relationship" and, as necessary, 
maintain a file documr-.1ing all disclosures 
you make in compliance with MSRB require-
ments. 

7. Establish and follow procedures on finan-
cial advisory relationships and make all appli-
cable disclosures to issuers and customers. 

8. Establish and follow procedures for 
using or disseminating information you obtain 
in a fiduciary or agency capacity. 

9. Establish procedures for supervising per-
sonnel engaged in municipal securities activi-
ties, properly designate all persons responsible 
for conducting this supervision, and make cer-
tain they satisfactorily carry out the function. 

10.Establish and enforce written supervi
sory procedures to assure compliance with all 
MSRB and other applicable securities regula
tions.

11. Establish and comply with procedures 
for opening and handling accounts for employ-
ees of other municipal securities profession
als. Follow the employer's instructions, if any, 
and promptly forward notification of accountatvt.1 

12. Establish and enforce written proce-
dures to assure compliance with the use of au-dstoasue compnciance, hthnd o u 
tomated comparison, clearance, and 
settlement systems pursuant to MSRB Rule G-
12(f). 

18
 

MARGIN 

In regard to Article III, Section 30 of the 
NASD Rules of Fair Practice or other applica
ble margin rules:

1. Extend credit only on margin securities. 
2. Make certain that your customers deposit 

in their accounts initial margin in an amount 
consistent with Regulation T within the appro
priate time. 

3. Maintain minimum margin in 1.ach mar
gin account. 

4. Promptly issue and collect margin calls. 
5. Comply with the truth-in-lending provis

ions of SEC Rule 10b-16. 
6. Comply with SEC Rule 11(d)(1), which 

prohibits extending credit on new issues. 

REGISTRATION
 
REQUIREMENTS
 

General Requirements 

eiytepirepomn fapi 
1.Verify the prior employment of appli

cants for registrations.
2. If people perform functions requiring 
NASD registration, properly register them be
fore they carry out those functions. 

3. Comply with the provisions in SEC Rule 

17f-2 on fingerprinting of registered and non
registered employees. 



4. When appropriate, update and file Form
U-4 amendments as changes occur. 

5. Accurately prepare Form U-5, and sub-
mit it to the NASD before 30 days from the
date that registered personnel terminate associ-
ation.

6. Disclose to the NASD terminations for 

cause of nonregistered associated persons.


7. Properly and fully report all disciplinary 
actions that require disclosure on Forms BD,U-4, and U-5. 

8. Promptly and properly update Form BD

when any changes occur. 


9. Promptly submit Schedule E of Form 
BD to register your branch offices with the 

NASD and designate which are OSJs. 


10. Identify on Schedule E the individual 

who maintains supervisory responsibility for 

each branch. 


11. Promptly report all branch office clos-
ings and changes on Schedule E of Form BD. 

12. Maintain compliance with the two-prin-
cipal and chief-financial-and-operations-prin-
cipal membership requirements that pertain to 
senior management personnel.

13. Comply with appropriate state registra-
tion requirements. 

14. Complete and submit annual NASD As-sessment Reports on receipt.
15. Submit payment of annual NASD gen-

eral assessment and Central Registration De-
pository renewal/assessment invoices on 
receipt. 

16. Complete and submit Form BDW to re-quest membership resignation at the time the 
firm ceases to conduct securities business and
wishes to terminate broker-dealer registration. 

Registered Personnel -

General Securities 


1. For firms conducting a general securities 
business, ensure that at least two persons are 
qualified and registered as general securities
principals. One of them may qualify and regis-
ter as the General Financial and Operations
Principal. 

2. Qualify and register sales persons as general securities representatives unless limited to 
a specific securities field such as municipals. 

Registered Personnel -

Municipal Securities 


1. For firms conducting a municipal securi-
ties business, qualify and register appropriate 
persons as municipal principals as requhied by
MSRB rules, 

2. Prepare aid maintain the appropriate re-

cords for all principals. 


3. Make certain that every principal subject 
to the 90-day apprenticeship period satisfies 
the requirement. 

4. Qualify and register appropriate persons 
as municipal representatives. 

5. Prepare and maintain the appropriate records for al! municipal representatives.
6. Make certain that every representative

subject to the 90-day apprenticeship period sat-
isfies the requirement, including general secu-
rities representatives in their municipal 
business. 

7. Qualify and register appropriate persons 
as municipal securities financial and opera
tions principals including general securities 
representatives in their municipal business. 
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8. Ensure that persons registered with you
as "Limited Principal - Municipal Securi
ties" function within their limited registration.

9. Make certain persons registered with you 
as "Limited Representative - Municipal Se
curities" function within their limited registra
tion. 

Registered Personnel - Options 

1. Properly qualify and register options
principals and representatives. 

2. Register branch office managers as regis
tered options principals, when required.

3. Designate the Senior Options Principal
and the Compliance Registered Options Princi
pal on Form BD and register with the appro
priate self-regulatory organizations. 

4. Ensure that persons registered with you 
as "Limited Principal -- Options" function 
within their limited registration. 

5. Make certain persons registered with you 
as "Limited Representative - Options" func
tion within their limited registration. 

Registered Personnel 
Government Securities 

1. Register sales personnel engaged exclu
sively in government securities as government
securities representatives and ensure that they
function within their limited registration. 



2. Register appropriate management person-
nel as government securities principals and en-
sure that they function within their limited 
registration. 

3. Ensure that persons registered with you 
as "Limited Principal - Government Securi-
ties" function within their limited registration. 

4. Make certain persons registered with you 
as "Limited Representative - Government 
Securities" function within their limited registration. 


Registered Personnel -

Direct Participation Programs 

1. Ensure that persons registered with you 
as "Limited Principal - Direct Participation 
Programs" function within their limited regis-
tration. 

2. Make certain persons registered with you 
as "Limited Representative - Direct Partici-
pation Programs" function within their limited 
registration. 

Registered Personnel - Investment 

Company Shares and Variable Contracts 


1.Ensure that persons registered as "Lim-

ited Principal - Investment Company and 
Variable Contracts Products" function within 
their limited registration 

2.Ensure that persons registered as "Lim-

ited Representative - Investment Company
and Variable Contracts Products" function 
within their limited registration. 

Registered Personnel -

Corporate Secirities 

1. Ensure that persons registered as "Lim-
ited Representative - Corporate Securities" 
function within their limited registration. 

Registered Personnel - Assistant 
Representative - Order Processing 

1. Ensure that persons registered as "Assis-

tant Representative - Order Processing" func
tion within their limited registration. 

SUPERVISORY 
SYSTEM 


M 
Supervisory Personnel 

1. Designate one or more principals to be 
responsible for a periodic review of the ade-
quacy of the firm's overall supervisory system. 

2. Designate a principal to be responsible 
for overall supervision of each type of busi-
ness the firm conducts. 

3. Maintain a record of the name of each su-
pervisor responsible for each specific area and 

the dates they assumed these responsibilities.
4. Verify that all supervisory personnel are 

properly qualified for their assigned areas.5. Designate a supervisor for each branch 
office and OSJ. 

6. Assign each employee to a specific super
visor. 

7. Designate one or more principals to peri
odically review all securities transactions in 
the manner and frequency described in the 
firm's written supervisory procedures. 

8. Designate one or more principals to re
view sales literature, advertisements, corre
spondence of registered representatives, and 
customer complaints and make sure the re
view is documented. 
Written Supervisory Procedures 

1. Establish and maintain written supervi
sory procedures and make certain they ade
quately cover the scope and nature of your
business activities and method of operation 
(e.g., SOES, options, municipal bonds, low
priced securities, etc.). 

2. Such written procedures must describe 
the principal supervisory steps supervisors are 
required to take in carrying out their supervi
sory dudes, the frequency of such efforts, and 
the method of documenting completed super
visory reviews. 
3.Such written procedures must also in

clude procedures designed to detect and pre
vent insider trading. 

4. Supervisors must adequately carry out,
implement, and enforce the firm's written su
pervisory procedures. 
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Operations Department Supervision 

1. Maintain adequate security protection forthe operations department and/or "cage" area. 
2. Maintain adequate controls of the receipt

and disbursement of cash, including filing and 
maintaining reports of cash receipts, pursuant
to SEC Rule 17a-8. Also, maintain procedures 
to identify cash and other transactions that are 
subject to the Rule. 

3. Maintain proper control of the receipt

and delivery of securities, 


4. If you are operating under any opera-
tional limitations or restrictions, comply with 
the terms of the agreements. 

Special Supervision Concerns 

1. Maintain special supervision over any 
employee who has been statutorily disqualified but permitted by the NASD to continue in 
employment under prescribed conditions,

2. Exercise the same supervision over "inde-
pendent contractors" that you do for any other 
employees. 

3. Promptly and completely respond to
NASD requests for information. 

4. Review sales literature, advertisements, 
radio and television presentations, seminar pre-
sentations, and outgoing correspondence bysalespersons to ensure that they are free of 
statements that are misleading, exaggerated, 
or based on rumor. 

5. Establish and maintain a customer com-

?laint file, including a record of verbal com-

plaints, and adequately investigate such 

complaints, 


6. Establish and maintain a file of internal 

disciplinary actions taken against associated 

persons. 


7. Conduct an adequate investigation into 
the past activities of persons you plan to hire. 

8. Ensure that all registered representativesattend an annual compliance meeting. 

Branch Office/OSJ Inspections 

1. Ensure that all OSJs are inspected annu
ally. 

2. Establish a frequency schedule for 
branch office inspections in light of the size, 
scope, and complexity of the business con
ducted by each branch. 

3. Establish an adequate list of items for re
view during branch office or OSJ inspections. 

4. Maintain a record showing the date and 
scope of each branch office or OSJ inspection. 

5. Ensure that one or more qualified per
sons conduct each branch office or OSJ in
spection.


6. Establish follow-up procedures to effec
tively remedy deficiencies found during any
branch office or OSJ inspection. 

7. Ensure that the procedures for supervis
ing branch office or OSJ activities are in
cluded in the firm's written supervisory 
procedures. 

8. Ensure that sales made by your branch 
personnel and their state registrations satisfy
relevant state securities laws. 

9. Ensure that all branch offices are regis
tered. 

10. Off-site salespersons (outside a branchoffice or OSJ) should be subject to effective 
supervisory procedures to monitor and reviewall such persons' activities. 
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BRANCH OFFICE 

COMPLIANCE 

CHECK LIST 


BRANCH OFFICEO A Nate 
OPERATIONS/
RECORDS 

Money and Securities Handling 

1. Establish and enforce a policy that only 
authorized persons approve and sign checks 
drawn on local bank accounts. 

2. Establish a receipt and follow-up verifi-
cation system if you permit salespersons or 
others to personally deliver securities or 
checks to customers. 

3. Review and reconcile deposits to local 
bank accounts to ensure they agree with 
branch office records. 

4. Review canceled checks and other bank 
records for indications of conversion of custo-
mer funds, embezzlement, etc. 

5. Promptly notify your financial and opera-
tions principal of any large receipts of cash or 
foreign transactions that require reporting 
under SEC Rule 17a-8. 

6. Maintain adequate safeguards against ac-
cess to blank checks and drafts by unautho-
rized persons. 

7. Adequately safeguard against unautho-
rized access to the branch's vault area and 
other locations where securities are held. 

8. Review securities received from 
customers in accordance with the SEC's Lost 
and Stolen Securities Program (SEC Rule 17f
1). 

Books and Records 

1.Properly prepare and maintain any re
quired records based on the operations of the
 
branch office. 


2. Properly prepare and maintain order tick-
ets for orders initiated by the branch office. 

3. Properly prepare and maintain appropri
records for any receipt or disbursement of 

monies and securities by the branch office. 
4. Establish appropriate safeguards against 

misuse of confirmations and account state-
ments sent by the branch office, 

Correspondence, Advertising, and 
Sales Literature 

1. Establish and maintain branch office 
files for incoming and outgoing correspon-
dence, advertising, and sales literature. 

2. Make sure that an appropriate supervisor 
reviews and approves all outgoing correspon-
dence, advertising, and sales literature prior to 
mailing or use. 

3. Conduct a periodic review of the 
branch's outgoing correspondence, advertis-
ing, and sales literature for possible employee 
misconduct, including deceptive or misleading 
statements. 

4. Ensure that you make the required filings
of advertisements. 

BRANCH OFFICETRADINGACTIVITY 

1. For all non-Nasdaq securities in which 
your branch office makes a market, observe 
the provisions of SEC Rule 15c2-11 and 
Schedule H to the NASD By-Laws on the ini
tiation or resumption of quotations. 

2. Submit accurate and timely trade reports 
on relevant Nasdaq and non-Nasdaq transac
tions executed by th.e branch order room. 

3. Submit accurate and timely third-market 
trade reports on relevant trades executed by 
the branch. 

4. Ensure that markups/markdowns on prin
cipal transactions with customers at the 
branch office are consistent with the NASD 
Markup/Markdown Policy. 

5. Ensure that transactions with customers 
at the branch office satisfy best-execution 
requirements. 

6. Review for manipulative practices and 
other trading abuses any proprietary trading 
by the branch office. 

7. Ensure that customer limit orders are 
promptly exect.ted and in accordance with any 
required disclcsure concerning any execution 
preference given to your firm's proprietary 
trading. 

8. If the branch office transmits customer 
orders to another location for execution, set up 
a system to ensure that it does so as rapidly as 
possible. 
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BRANCH OFFICERETAIL SALES 
Sales Practices 

1. Ensure that recommendations to 
customers provide a balanced factual presenta-
tion. (As discussed above.)

2. Ensure that salespersons in the branch of-
fice have current, complete and accurate infor-
mation about the companies they recommend, 
including access to the most current periodicreports of such companies. 

3. Periodically review transactions for indi-
cations of sales practice. misconduct, including:

" Deceptive or misleading statements,
" Unsuitable recommendations. 
" Excessive trading. 
* Unauthorized transactions, 

" 
Improper use of nominee accounts, 

" Unsuitable switching of mutual funds


and selling below the break point.

" Parking shares in customer accounts. 
" Guarantees against loss. 
" Interpositioning. 
* Improper charges. 
* Misuse of customer funds or securities. 
4. Review the customer accounts of individ-

ual salespersons for an undue concentration of
transactions in a single security.

5. Review claimed private placements and
interstate offerings of securities for compli-
ance with the Securities Act of 1933 and re-latedSEC rlesrepresentatives,lated SEC rules. 

6. Review claimed Rule 144 transactions ef-
fected through your branch office for compli-
ance. 

7. Make certain that your branch office ob-serves prospectus delivery and other require-
ments, such as the prohibitions on 
gun-jumping." 

8. Establish a system for recording and 
maintaining copies of written customer com-plaints received by your branch office. 

9. Conduct a prompt and adequate investi-gation of customer complaints and record 
your findings. 

10. Ensure that salespersons who are re-
quired to be specially quaiified and registered
before they effect transactions in a special se-
curities product such as the registration for op-
tions are so qualified and registered. 

11. Enforce the firm's procedures to detectand prevent the use of material nonpublic in-
formation by your branch office employees
for transactions in their personal accounts or 
the firm's proprietary accounts. 

12. Conduct or arrange for periodic educa-
tional sessions for salespersons concerning
sales-practice compliance mattcrs, and discuss
overall compliance with salespersons at least 
at the annual compliance meeting. 

State Law 

1. Ensure that sales made by your branch 
office and its personnel meet relevant state se-
curities laws, including registration require-
ments. 

Options 
1. If your branch office transacts options

business and has more than three registered 
the branch office manager

must be a Registered Options Principal (ROP) 
or a Limited Principal - General Securities 
Sales Supervisor. 

2. Prior to approval of the opening of any 

customer's account for options trading, obtainthe relevant background information about the 
customer. 

3. Have a ROP approve the opening of any 
customer account for options trading before 
any options transactions are effected in the account. (If the branch office manager is not a 
ROP, submit the account to a ROP for approval or disapproval within 10 business days.) 

4. Establish and carry out an adequate sys
tem for a ROP's periodic review of options

transactions by the branch office.
 

5. Send the customer account information 
to the customer for verification, if applicable,
within 15 days of the approval for options trad
ing. 

6. Send to and obtain from the customer a
 
written option agreement pursuant to Appen
dix E within 15 days of the approval for op
tions trading.
 

7. For uncovered short options business 
with public customers, establish written proce
dures pursuant to Appendix E to govern such
transactions, including special standards for 
suitability and minimum net equity.

8. Ensure that an opening transaction in any
option contract shall not be recommended to a 
customer unless the sales person making the
recommendation has a reasonable basis for 
believing, at the time of making the recom
mendation, that the customer has such knowl
edge and experience in financial matters that 
he may reasc "1ly be expected to be capable
of evaluating the risks of the recommended 
transaction, and is financially able to bear the
risks of the recommended position in the o
tion contract. 
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9. Ensure that no other options transaction 
may be recommended to a customer unless 
the salesperson has reasonable grounds to be-
lieve (on the basis of information furnished by 
such customer after reasonable inquiry con-
cerning the customer's investment objectives, 
financial situation and needs, and any other in-
formation known) that the recommended trans-
action is not unsuitable for such customer. 

10. Establish and carry out a reasonable su-
pervisory system to review an adequate num-
ber of options transactions for employee 
misconduct, including deceptive or misleading 
statements and excessive charges.

11. Ensure that a ROP has reviewed and ap-
proved all options orders by a discretionary ac-
count. 

12. Ensure that position and exercise limits 
pursuant to Appendix E are satisfied, 

,3. When covering short option positions 
or satisfying margin calls and exercise notices, 
determine if the securities are restricted, unreg-
istered, or in any other manner not salable 
under the provisions of the Securities Act of 
1933. 

14. Maintain at your branch office separate 
files on all options advertising and sales litera-
ture used by your branch office. 

15. Make sure the content of options adver-
tising and sales literature complies with appli
cable requirements. 

16. File all options advertising and sales lit-
erature with the appropriate self-regulatory or-
ganization. 

17. Maintain at your branch office a sepa-
rate file of all options-related customer com-
plaints. 

18. Maintain at your branch office the back-
ground and financial information on 
customers who have been approved for op-
tions trading, as well as copies of the financial 
statements of options customers, for the most 

recent six-month period. 


Municipal Securities 
Transactions 

1. Qualify (by examination or otherwise) 
and register all persons as municipal securities 
principals as required by MSRB rules, 

2. Prepare and maintain the appropriate re
cords on all municipal principals. 

3. Make certain every municipal principal
who operates at a branch office serves the re-
quired apprenticeship before functioning as a 
municipal principal who operates at a branch 
office serves the required apprenticeship be-
fore functioning as a municipal principal, 

4. Ensure that quotations on municipal secu-
rities by any branch office are bona fide and 
reflect a fair-market price for the security, 

5. Comply with MSRB rules that limit the 
giving of gifts or gratuities and the rendering 
of services, 

6. Maintain a copy of MSRB rules in your
branch office. 

BRANCH OFFICE
SUPERVISION 

General 

1. Designate a person or persons responsi-
ble for supervision of operations, sales activi-
ties, and trading at each branch office. 
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2. Ensure that the firm's written supervi
sory procedures describe the significant super
visory functions the branch office supervisor 
must perform and their frequency. 

3. Ensure that the firm's written supervi
sory procedures adequately address the branch 
office functions. 

4. Ensure that the firm's written supervi
sory procedures are adequately performed, re
gardless of whether the branch operates under 
a franchise arrangement. 

5. Establish a frequency schedule for 
branch office inspections. 

Supervisicn of Customer Accounts 

1. Ensure that the required information on a 
customer's background, status, and objectives 
are obtained and maintained. 

2. Ensure that an adequate periodic review 
is made of customer transactions handled by 
your branch office. 

3. Review and approve discretionary orders 
before execution. 

4. Conduct a special review of transactions 
by discretionary accounts and employee ac
counts. 

Supervision of Branch Operations 

1. Establish and enforce procedures for 
opening and directing the branch's mail to 
safeguard funds and securities and to ensure 
that complaints are directed to supervisory per
sonnel. 

2. Ensure that customer's funds and securi
ties are handled properly. 

3. Establish a follow-up procedure to en
sure that deficiencies noted in supervisory re
views are remedied efficiently and effectively. 

4. Have a qualified person periodically re
view the operations of any subordinate branch. 
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INTRODUCTION 
The NASD is the self-regulatorv organization 

responsible for regulating the NASDAQ and
over-the-counter securities markets. Authorized b' 
the I938 Malonev Act amendments to the 
Securities Exchange Act of' 1934. the NASD is a
Zr oassociated 


membrshp ouailzaton
ith eary 0000actionsmember broker-dealers. These include virtually all 
broker-dealers in the United States doinig absecurities business with the public. The NASD also
operates The NASDAQ Stock Market through a 
subsidiary company. NASDAQ. Inc. hathe 

y. ASDsubs dia y c mpaQ. nc.other
The NASD exercises statutoryauthority over 


its broker-dealer members and over persons 

associated with them. It performs this function byadministerin,, qualification examinat ions. by'adniting quaplifcance e tions,d bytain 

conducting compliance inspections, and by takingz
appropriate actions. rcomposedNApprot disciplinarydisciplinary arctings 

NA SD disciplinary proceedings are not theasisame as arbitration proceedings. which serve as an 
alternative to court resolution-of'd putes between 
parties. NASD disciplinary procedures do not 
recover damages for either part., 

recoer amags fr etherpar\-.Instead. NASD disciplinary proceedings 
promote member compliance with hiigh standards 
of commercial honor and just and equitableprinciples of trade by imposing a ran ofble 

inctipns on thse b\hmosigail rag of,sanctions on" those who fail to comply 

WHAT ISA 
DISCIPUNARY ACTION? 
A disciplinary action is an NASD procedure 

to confirm apparent violations of NASD rule. and 
re u lit ions hy a menl'er firm or a personr a
 

with a member. These disciplinary
 
aff'ord responde nts an impartial hea ring
before affod of peers and appropriate rights of 

appeal. The NASD is a selI-regulatory organization
temmestruhteBadoin which the disciplinary process is controlled byoenr n

nmembers throu,,hl the Board offGovernors and 
national and district committees,.T i l ASD dt comitte s. 
The NASDc Board of Goernors. composed 

mostly of persons elected by the generalmembership. administers the affairs of the NASD.including those involving disciplinary matters. 

Varioas national and district committees, alsoof individuals active in the industry. 

ttl Bo r in e n e p nsbcu ts il ' .assist the Board in executing its responsibilities. 
Except for the President. all members of the Board 

committee, serve mithout 
compensation. These volunteers generally come 

niztios with a directfrom securities firns or organization 
or indirect interest in the securities markets and the
 
work of the N:' SD.
 

A staff of officers and other personnel located
in the Executive Office in Washington. D.C.. assist
the Board and district committees. The Board has 

direct control of all staff personnel through the 
President. The NASD divides its operations into 
five divisions \with an Executive Vice President in 
charge of each. These divisions are Administration. 
Automation. Compliance. Lawv and Regulatory 
Policy. and Marketing and Market Operations. 

For administrative purposes. the NASD 
consists of 13 geographical districts. each of \\hich 
is governed by a district committee composed of 
representatives from the local membership. The 

NASD mnen hcr\ reccnll. appro\ ed ch~al-e,, lo ils 
Nructure ilh \. ill reducC ile tBoard, ,iz and ahter ifs
composition ai, \\ell a chane ItL number and
 
configuration of itic NASD dricis.
 

3 
2 



NASD maintains an office in each of its 13 
districts except for District 2. which has offices in 
both San Francisco and Los Angeles. 

Each district committee is composed of 
members of the securities industry who are elected 
to their positions by their fellow professionals.
These committees spend much of their time 
enforcing the NASD By-Laws and Rules of Fair 
Practice. federal securities laws and the rules and 
regulations thereunder, the rules of the Municipal
Securities Rulemaking Board (MSRB). and other 
applicable securities regulations. When they 
function in a disciplinary capacity, these district 
committees become District Business Conduct
 
Committees (DBCCs). 


Each district office functions as a subunit of 
the Surveillance Department in the Compliance
Division. The staff of each district includes a 
District Director. Deputy Associate,'Assistant 
Director(s). Supervisor(s). and a complement of 
examiners and support staff. The district staff 
works to collect information via various 
examination and surveillance programs to enable a 
DBCC to determine whether violations have 
occurred. In cases involving egregious violations, 
the role of the staff is purely fact finding: the 
decision on the disposition of such a disciplinary 
matte ests solely with the DBCC. However. in 
cases involving minor or technical violations by 
members, the NASD district directors may take 
final disciplinary action tinder delegated authority 
from the National Business Conduct Committee 
(NBCC) and DBCC. 

In all. 15 NASD committees now address 
serious disciplinary matters on a regular basis. 
These committees include: tihe 13 DBCCs: the 
Market Surveillance Committee (MSC): and the 
NBCC. 

District Business Conduct Committee 
(DBCC). Enforcement of the NASD. Securities 
and Exchange Commission (SEC). and Municipal 
Securities Rulemaking Board (MSRB) rules and 

policy interpretations rests primarily with the 
DBCCs. which operate under delegated authority 
from the NASD Board of Governors. In fulfilling 
their enforcement responsibilities. DBCCs take the 
following actions: 

o Review examination reports and other 
investigative summaries submitted by NASD
 
examiners in their respective districts.
 

o Initiate or authorize complaints against firms 
or persons alleged to have violated NASD rules or 
rules over which the NASD has jurisdiction. 

0 Conduct disciplinary proceedings in 
accordance with the NASD's Code of Procedure. 

0Render decisions and impose sanctions, if
 
appropriate, in complaints filed by or with them.
 

Market Surveillance Committee (MSC). 
The MSC is a Board-appointed, national standing 
committee. Its members represent NASD firms and 
NASDAQ issuers. The MSC is the disciplinary 
committee that oversees the NASD Market 
Surveillance and Anti-Fraud Departments' 
investigations. In addition, it handles all 
market-related violations of NASD and Securities 
and Exchange Commission (SEC) rules and 
regulations. These would include, among others, 
violations of Schedules D, G,and H of the NASD 
By-Laws; insider trading; specialized options 
violations; market manipulations: short-sale 
violations; and violations of the rules of te 
NASD's Small Order Execution System (SOES) 
and other automatic execution systems. 

Using automated systems, the NASD 
monitors and analyzes daily activity in the 
NASDAQ market. These systems generate
information and reports that NASD employees use 
in detecting apparent violations involv ing 
NASDAQ. The NASD investigates computer alerts 
involving unusual price movements and increases 
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in volume, as well as other questionable sitwitions. 
Also. from time to time. NASD men.ht-r:, 
participating it. the NASDAQ mari'et and field 
examiners brin, instances of appareni violations to 
the attention of the staff. 

National Business Conduct Committee 
(NBCC). The N13CC includes all first-year 
industry members of the Board of Governors. This 
national committee regularlv reviews all decisions 
rendered by DBC'Cs and the NISC in disciplinary 
matters. This review ensures that the hearing 
record supports the decision and that the decision is 
consistent with established policy and other similar 
decisions. The NBCC also reviews DBCC and 
MSC sanction, for fairness and consistency. The 
NBCC. or its appointed subconmmittee or hiearingz 
panel, hears cases that are appealed to the Board. 
Also. on its own motion. the NBCC may call 
DBCC or MISC decisions for revie\. The Board of 
Governors then reviews and acts on the 
recommendations of the NBCC. 

WHO MAY FILE 
COMPLAINTS?C PANSn sallemation.. 
Complaints against respondents normally 

arise from the NASD's regular programs ofmember examination and surxeilhance via the 

DBCC or MSC process. In addition, the Board of 
Governors and. in some instances, a member or a 
public investor. may initiatt, a complaint. An 
NASD committee hears all complaints and. if 
appropriate, makes findings of violations and 
impose, sanctions. 

Menhers and public inv.,Ior.s (t, not nornm:ll\ file 
comnplaints Iheca.u. the cannot recmer damages under 
thc -,procedu rc ,,. Pattic , ir\ inc t reco er danMa Saon 
utlll\ seck relicl ihrougl; NASD arl'tiiration tailitie', 
or ihle Courts. 

FORMAL DISCIP INARY 
PROCEDURES 
In keeping with the federall\niadied 

concept of sel f-re1ulation. the NASIY)., ('ode of 
Procedure provides a foruil for reguiatin tric-
conduct and activtic', of its nembers and person, 
associated with members throu,h.. peer review, thus 
avoiding excessive formlitv and legalistic 
procedures. The Code of Procedure cleariv 
establishes fair and orderly prcedures for 
disciplining members or associated persons and 
contains important protections for persons subject 
to the disciplinary process. 

Initially. at the direction of a DBCC or NISC. 
a member or associated person receives it statement 
of the specific charges promptirtg disciplinary 
action and the rules alleged to have been violated. 
This iscalled a "'complaint." A member or 
associated person can seek to settle the complaint 
by presenting an Offer of Settlement to the DBCC 
or have a full and impartial hearing before a body
of his or her peers.
 

If a hearing is reqIuested. the NASD informs
 
respondents that they may revi w the schedules.
 

documents, and other exhibits supporting theThe NASD procedures permit it
member or associated person to be repr-sented by 
an attorney. Respondents may use the hearingesodns a s process to question witnesses and to present
evidence or other relevant material. The NASD 
maintains a record of the hearing. 

After a hearing, the DBCC or MSC issues a 
written dec'sion. This decision explains the acts or 
practices on which the decision is based, the 
specific rules the respondents violated. and the 
sanction or sanctions imposed. In the event of a 
dismissal, the DBCC or MSC issues itwritten 
decision to this effect. 

The NASD's disciplinaryv procedures allow
for appropriate rights of appeal. Respondents may 

appeal initial DBCC or MSC decisions to the 
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NASD's Board of Governors and then to the SEC. 

In addition. either body may call a decision for 
review on its own initiative. The NBCC. acting on 
behalf of the Board of Governors. reviews on a 
reizular basis the decisions of DBCCs and the NISC 
for consistency and fairness. 

In addition. the NASD's procedures provide 
that no committee member may participate, 
directly or indirectly, in the determination of any 
complaint affecting the committee member's 
interest or the interests of any person with whom 
the committee member is directlv or indirectly 
associated. 

In the exercise of its oversight 
responsibilities, the SEC receives NASD final 
decisions in all cases that involve disciplinary 
action against a member or an associated person. A 
member or associated person may appeal an SEC 
decision concerning an NASD action to the 
appropriate U.S. Court ot Appeals. 

INFORMAL 
REMEDIAL ACTIONS 
To resolve situations that involve minor rule 

infractions and do not appear to warrant more 
formal action. district directors may use one of the 
following informal actions: 

i De Minimis Letter. This approach applies 
when the examiner notes minor deficiencies during 
an examination. Usually. the member corrects them 
before the examiner leaves the firm. A De Minimis 
Letter discusses the nature of the deficiencies and 
the corrective action taken. 

FLetter of Caution. This method covers 
situations involving infractions that. although 
somewhat more severe than those covered by a De 
Minimis Letter. remain relatively minor. A member 
that receives a Letter of Caution must respond to it 
promptly and in writing to the district. The 

response must describe in detail the corrective 

action planned or already taken and the preventive 
steps undertaken or planned to avert recurrence of 
these infractions. 

t Letter of Future Observance and 
Compliance. If a member does not dispute the 
existence of the relatively minor rule infractions, 
the member may, on its own initiative, submit a 
Letter of Future Observance and Compliance to the 
district to resolve the matter quickly. his letter 
explains the specific violations and advises the 
district what action will be taken or has already 
been taken to correct the violations. The district 
may reject the letter in favor of an alternative 
action if, after reviewing the circumstances, it feels 
the letter is inadequate. When a district rejects a 
Letter of Future Observance and Compliance, it 
promptly notifies the respondent in writing. 
However, if a district accepts the letter, it becomes 

final. 

#Staff Inteniiew. If the violations are repeated 
or more serious innature, the district may request aStaff Interview. Either the chairman or the vice 

chairman of the DBCC must approve such a Staff 
Interview. However, if the), don't agree on the 
desirability of a Staff Interview, they can order 
another disposition of the matter. 

Usually held in an NASD district office, a 
Staff Interview includes representatives of the 
member and district office staff. The staff prepares 
a report of the interview and places it in the 
member's record. Promptly after the Staff 
Interview, the member must detail in writing the 
remedial action necessary to correct the 
deficiencies discussed during the interview. 

The NASD does not assess sanctions in any 
of these informal situations. If a member disagrees 
with these actions, it may request that the matter be 
presented to the DBCC or MSC for ultimate 
disposition. 
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DISCIPUNARY 
COMMITTEE ACTION 
Xi noted earlier, each DBCC reviews the 


reports of all examinations uncovering violations 

that the NASD conducts in its district. The staff 

gathers all relevant information for DBCC review. 

Based on this review. the DBCC decides whether 

to lodge acomplaint or to take other action.infrmaionALikeise theMSCconsderLikewise, the MSC considers information 
saffdurig te Maketconsideredgathredby te NSDgathered by the NASD staff during the Marketaction. 

Surveillance Section's ongoing oversight of 
NASDAQ trading activity. This committee also 
considers matters resulting from investigations 
conducted by the NASD's Anti-Fraud Section: 
referrals by market makers or members: and 

rhe cormittees review the information 

gathered by the staff, decide whether the assembledfacts indicate a violation of NASD rules, and 
deterinie at vationtota. Followig an eviolated. 
determine 
 hat action to take. Following a reiewcalendar
of the fact, and apreliminary determination that 
deficiencies or violations exist, a DBCC or MSC 
may direct or accept a remedial action. 

DISCIPUNARY ACTIONS 
For these violations, a DBCC or the MSC 

relies on one of the following: 


o Letter of Acceptance, Waiver and Consent. 
When a DBCC or the MSC believes that the facts 

have to admit the violations. 

All DBCC- or MSC-accepted Letters of 

Acceptance. Waiver and Consent go to the NBCC 
fr approval. If the NBCC concurs with the DBCC 
or MSC. the DBCC or NISC takes no furtheraction, and th: NASD notifies the member in 
writin. Ifthe DBCC. MSC. or the NBCC rejects 
thetAW.z.C it the D CC or the esethetl W.ete ieDCo h ICntfe hmember and files acomplaint against the member. 

rejected AWC is neither admissible to. norcniee ntecus f n opan
in the course of' any'complaint 

I,Formnal Complaint. A DBCC or the MSC 
files a Foi mal Complaint in situations involving, 
serious apparent violations with potentially 
significant sanctions or in situations involving 

disputed facts. The Code ot Procedure requires thata member receive awritten statement of the 
specific charges and the rules alleged to have been 

In return, the member must file a written 
days.If so desired by a respondent in a complaint, the' 

NASD then schedules a hearing before the DBCC 

or MSC. 
At any point following the issuance of a 

complaint, a member may submit awritten Offer 
of Settlement to bring the proceedings to an early 
conclusion. In the Offer of Settlement. the member 
sets forth the facts involved, details the sanctions 
proposed, and agrees to waive all rights of appeal.The member does not have to admit the
al e pesente n he oait the 
allegations presented inthe complaint. If the 

are -irenotinad volaion-,ispteceary eist itDBCC or MSC rejects the Offer of Settlement. thenot in dispute and violations clearly' exist, itcopanprescntus.IaDBCrMC 

ma accept a Letter of Acceptance Waiver andcomplaint process continues.IfaDBCC or MSCmayncet aWLetterofAcceptance r acndiscl 
 accepts the Offer of Settlement, the NBCC mustConset (AWC). An AWC is a disciplinary action review and approve it before the DBCC or MSC 
submitted bv a member to resolve quickly a matter can issue an acceptance of the offer. Acceptance byserious enough to warrant disciplinary action. In an the NBCC ends the complaint process.

AWC. the member accepts the violations cited,
 
outlines a plan for taking corrective action, offers
 
to accept sanctions to which it stipulates. and
 
waives all rights of appeal. The member does not
 

SIV
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DISCIPLINARY PROCESS
 
This schematic traces the flow activity in the NASD formaldisciplinary process. It reflects the various options available to respondents. AllNASDmembers are examinedbythe NASO onincluding their avenues of appeal and opportunities to settle a matter within 

a regular cyclicalbasis. Special examinations arealso conducted by the NASD to review customerthe normal comr':int process. Unless appealed or called for review, all complaints, to investigate terminations ofDB3CC and MSC d.ecisions become final 45 calendar days from the dates of employeesfrom other organizations and agencies, to 
such decisions. If not appealed or called for review, all Board of Governors 

for cause, to follow up on referrals 
evaluate the condition of member firms in finandecisions become final 3() calendar days from the dates of such decisions. cial difficulty,and to educate and thereafter test 
membership complianceAll NASD members must observe high standards ofrequirements. with newly adoptedcommercial honor and just and equitable principles of S Reviewtrade. Complaints that arise from a member's apparent 

Market Surveillance
Anti-Fraud Investigationviolation of market-related rules, including NASDAQ 

Examination of
Referral by Member or 0BCC Membertrading activity,are handled by the Market Surveillance

Committee (MSC). Once theprocess begins, it is virtually identical to that followed in the case of a District Review by MSC Review by DBCCBusiness Conduct Committee (DBCC) action. The MSCconsiders matters resulting from: 
conTiers matrt Sreiln e maroThe NASD Market Surveillance Department's ongoing Ifthe MSC or DBCC accepts an AWC and the NBCC concurs onreview. the di.,ciptinary process ends. Should any of these partiesoversight of NASDAQ trading activity" Anlinvestigation conducted by the NASD's Anti-Fraud reject the AWC, the process continues. 

Department . lI " 
"A referral bya member firm or a market maker. I dComplain by MsSC Compaint by 0BC" A referral by one of the DBCCs. C C l b 0 

Offe; of Respondent I

Settlement (options available) _
 

I -Hearing may be
 
Review by DBCC 
 waived by Respondent _ Hearingor MSC
 

(options available) 1 C
 
Respondent . DBCC or MSCAccept ! Reject Accept (0",eDt - Decision. ...
I I1 


a f G r - Hearing may be 
elew y I Complaint All DBCC and MSC --- NBHCReNb Co ntin decisions are reviewed by Board of Goveorsrocess - Hearing waived by Respondent

Cnie the NBCC on behalf of the - ..Board of Governors 
R S-Board of Governors 

Al appealed Board of B o Respondent 

SComplaint Process Governors decisions arei Coant ess
Continues reviewed by SEC, anc the ......... SEC
balance are filed with SEC. 

sEc ..--- SEC HearingDecision 
*i 

(at discretion of SEC)
Respondent ,
 

'RtU-" °" fS.ACourt" !o pp e als 



DISCIPUNARY HEARINGS 
Respondents in acomplaint proceeding can 

have a hearing. The NASD conducts its hearings as 
a **businessman's proceeding" since they involve 
consideration of the issue(s) at hand by impartial 
businessmen who are knowledgeable professionals 
inthe securities industrv. Although not as formal as 
a court of law, the NASD conducts its disciplinary 
hearings under the strict guidelines in the NASD 
Code of Procedure. 

A subcommittee of a DBCC or the MSC 
usually holds the hearings. customarily in the 
member's NASD district office. In cases involving 
unusual circumstances, the Code of Procedure 
provides for scheduling the hearing in another 
district or locality.

Although the hearing does not have the 
formalitv of a courtroom proceeding, it resembles 
one in many important respects. For instance, a 

respondent may question witnesses (including 

members of the staff), present evidence or other 

relevant material, and have an attorney present. 

The emphasis during the proceedings. however, is 
on an orderly presentation and discussion of the 
facts and circumstances without the technical or 
legalistic procedures frequently followed in acourt 
proceeding. Moreover. the hearing panel may 
consider as a relevant and important aspect of the 

proceeding any evidence concerning the 

respondent's past record in the securities business, 

as well as any mitigating circumstances presented 

by the respondent. The NASD keeps a full and 

complete record of the hearing, 

In the hearing process. the staff (generally an 
NASD regional attornev) presents the information 
that is relevant to the allegations in the complaint. 
The staff ensures that the record is as complete as 
possible to help the full DBCC or MSC. NBCC. 
and the SEC reach an informed decision. If 
applicable, this will necessaril' include 
information of a mitigative nature. Thus, the staff 
and the hearing subcommittee try to ensure there is 

acomplete record of the proceedings through their 
line of questioning.

The NASD is very sensitive to the need to 
provide afair procedure for disciplining firms and 
associated persons. Accordingly. it has procedures 
in place to ensure the hearing process is fair. The 
NASD staff will not discuss the merits of the case 
with the hearing panel or any of its members 
during deliberations unless the respondent. or its 
representative, is also present. When the hearing 
panel finishes its deliberations, the staff transcribes 
and confidentially transmits the hearing panel's 
recommendation to the full committee for its 
review. 

DBCC/lSC DECISIONS 
Thereafter, the full committee discusses the 

record and makes its decision. While members of 
the staff may be present at full committee 
meetings, they do not participate in the 
committee's discussion of a complaint's merits or 
in discussions leading to the committee's 
conclusions or findings. The staff's role at this step 
is to record the committee's decision in %.riting. 
Thus, the members of the committee make their 
decision in light of their collective experience in 
the securities industry. 

After a DBCC or the MSC renders its 
decision and determines the sanctions to be 
imposed, if any, the NASD staff prepares awritten 
decision on behalf of the DBCC or the MSC and 
forwards it to the rest -indent. This procedure also 
applies when the DBCC or MSC dismisses some 
or all of the alleged violations. 

In determining whether aviolation has 
occurred and in assessing an appropriate sanction. 
the members of the DBCC or the MSC rely to a 
large extent on their own knowledge of trade 
practices and experience in the securities business 
and of applicable securities regulations as well as 
guidelines established by the NBCC. 
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The aim of a DBCC or the MSC is to render a 
"businessman's" judgment as to whether a member 
has engaged in conduct inconsistent with NASD 
rules or other applicable securities regulations. To 
this end, a DBCC or the MSC considers past cases 
and previous decisions when evaluating the 

seriousness of particular violations and in
 
rendering a final disposition. 


All written decisions contain the following 
information: 

I The basis for the complaint and a discussion 
of the facts and circumstances that led to the 
complaint, 

0	An anal vsis of the facts and evidence 
presented. 

t A statement of the specific rule(s) alleged to 
have been violated. 

I The committee's decision on each alleged 
rule violation. 

$Any sanctions imposed. 

SANCTIONS VARY 

DEPENDING 

ON THE VIOLATIONS 

After the hearing, if the DBCC or MSC finds 

the respondent has violated one or more rules, it 
determines the appropriate sanction. The NASD 
By-Laws authorize the imposition of any suitable 
sanction. Depending on the nature of the violations 
that have occurred and other extenuating 
circumstances, the DBCC or MSC may sanction a 
member or an associated person by imposing any 
one or more of the following sanctions: 

*Censure. The basic sanction for the 

commission of certain acts or practices, censure is 
a serious sanction considering the importance 
placed in the securities industry on one's business 
reputation. The DBCC or MSC may impose 
censure on both a member and an associated 
person of a member. 

I Fines and Costs. A DBCC or the MSC can 
also fine a member or an associated person any 
amount itjudges appropriate. In arriving at a dollar 
amount of a fine, the committee may consider the 
profit from the violations, the seriousness of the 
violations, and any previous warning given to the 
respondent regarding violations of the same nature 
or comparable to those alleged in the complaint. A 
DBCC or the MSC may assess costs in cases in 
which it finds that the member has violated any 
one or more of the NASD's rules. These costs may 
include expenses involved with preparing 
transcripts and other hearing-related expenses. 

, Suspension. The suspension of a member or 
an associated person in any capacity means that the 
member or person may not conduct any securities 
business for the period of time specified in the 
decision. The suspension of a member, or 
associated person, may also cover a particular 

activity in the business, e.g., as financial and 
operations principal. A suspension may range from 
one day to a year or more. 

At the end of the suspension, however, the 
NASD will reinstate the member or person in good
standing, provided the respondents have paid any 
fines and costs assessed in the decision. 

&Expulsion, Revocation, or Bar.The most 
severe sanctions, invoked in only the most serious 
situations, are the expulsion of a firm from 
membership in the NASD, the revocation of an 
associated person's registration, and the bar of an 
individual from future association with a member 

in any cpacity or in some specified capacity. 
Under these sanctions, the NASD excludes a firm 

16 
17 



from the securities business or bars an associated 
person from employment with a member. 

Persons subject to an' form of statutory
disqualification cannot become members of the 
NASD. continue in membership. or be associated 
with a member in good standing. The sanctions of 
expulsion. revocation, and bar constitute statutory
disqualifications under federal securities laws. 

After a sufficient period of time. a firm or 
associated person subject to such disqualification 
can seek relief from the disqualification. In order to 
engage in the securities business despite a statutory 
disqualification, a firm may apply on its own 
behalf or on behalf of an individual under the 
NASD's "Eligibility Proceedings." 

Since the sanctions that give rise to a 
statutory disqualification are never imposed 
without good reason, an Eligibility Proceeding 
does not assure reinstatement. The NASD General 
Counsel's Office located at the national 
headquarters can answer specific questions about 
Eligibility Proceedings. 

APPEAL PROCESS 
While the NBCC reviews all decisions of 

DBCCs and the MSC for consistency and fairness. 
the NASD's Code of Procedure provides appeal 
procedures for members disciplined by these 
committees, 

6 Review by the Board of Governors. A 
member has 15 calendar days from the date of the 
initial decision by a DBCC or the MSC to appeal 
the decision to the Board of Governors. The Board 
also has the authority to review decisions or actions 
of either committee on its own initiative. The 
Board of Governors has 45 calendar days from the 
date of the initial decision to decide whether to 
review a DBCC or MSC decision, 

A disciplinary subcommittee of the NBCC 
reviews every decision called for review or 

appealed to the Board of Governors. These 
disciplinary subcommittees meuc at scheduled 
times in all NASD districi offices. This hearing
cycle allows maximum flexibility for respondents
and committee members. as well as expeditious 
disposition of the cases. In addition, on occasion. 
hearings are held at a location other than in a 
district office. In case of a hearing postponement. 
the subcommittee reviews the decision at the next 
meeting in the hearing cycle. However. a 
rescheduled hearing may occur at a location less 
convenient for the respondents than was the 
original hearing. 

The NBCC acts for the Board of Governors 
in reviewing decisions of the DBCCs or MSC on a 
regular basis. deciding on its own motion which 
decisions should be reviewed by the Board. and 
designating a subcommittee to hear decisions on 
review or on appeal to the Board. The full Board of 
Governors considers the recommendations of the 
NBCC and decides on the matters involved. 

The Board of Governors has the authority to 
affirm or deny the decision of a DBCC or the 
MSC. and to increase, reduce, modify. remand. or 
cancel an' disciplinary action taken by'such 
committees. The sanctions imposed in a
disciplinary action on appeal to the Board of 
Governors are staved pending the outcome of the 
appeal. A member or person associated with a 
member receives prompt written notification of the 
results of its appeal. 

oReview by the SEC. Any' member or 
associated person may appeal a decision of the 
NASD's Board of Governors to the SEC within 3(0 
calendar days of the Board's decision. Filing an 
appeal with the SEC does not automaticall' stay 
sanctions. According to federal statute, such 
sanctions are effective unless the SEC orders a 
stay. Upon formal application to do so. the SEC 
can order a stay of the NASD-imposed sanctions 
pending review of the disciplinary action. 

As a matter of policy. however, the NASD 
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Origin of the NASD 
The National Association of 

Securities Dealers. Inc.. is the self-
regulatory, organization of the securi-
ties industry responsible for the 
regulation of NASDAQ and the over-
the-counter securities markets. The 
NASD was established under the 

authoritv granted by the 1938 

Maloney Act amendments to the 

Securities Exchange Act of 1934. 


For one-half century. the 
NASD has fulfilled its statutory 
responsibilities ard has protected in-
vestors through the enforcement of 
federal securities laws as well as the 
broader ethical requirements of its 
own rules, which obligate members 
to observe high standards of commer-
cial honor. 

It was organized in cooperation 
with Congress and the Securities and 
Exchange Commission (SEC) to 
promote the investment banking and 
securities business, to standardize its 
principles and practices. and to 
promote high standards of commer-
cial honor and observance by its 
members of federal and state securi-
ties laws. 

The principle behind the 1938 
legislation is that of cooperative regu-
lation by which voluntary associa-
tions of broker-dealers regulate 
themselves under the oversight of the 
SEC. The NASD is the only securi-
ties association to have been estab-
lished under the Maloney Act 
amendments. 

Today. its members comprise 
virtually all of the broker-dealers in 
the nation doing a securities business 
with the public. This includes the 
large and the small, the diversified 

and the specialized, and those that 
are members of the exchanges and 
those that are not. 

Although the NASD devotes 
considerable time and resources to 
regulatory matters, its overall 
programs are much more encompass-
ing and reflect a commitment to use 
the self-regulatory process to 
facilitate efficient financial markets 
for the benefit of investors, issuers, 
and members, 

The NASD has three sub-
sidiaries. NASDAQ, Inc.. operates the 
nationwide electronic NASDAQ 
System that collects price quotations 
from nearly 500 dealers in more than 
4,900 NASDAQ securities and dis-
seminates the data to NASDAQ sub-
scribers and information vendors 
worldwide, 

NASD Market Services. Inc., 
provides a variety of market-related 
services. Its principal services in-
clude systems for the automatic ex-
ecution of orders and computerized 
facilities for comparison of trades, 
reconciliation of uncompared trades, 
and last-sale information reports. 

NASDAQ International. Ltd.. 
located in London. assists companies 
in listing on NASDAQ either 
through an American Depositary 
Receipt or a direct listing. This off'ice 
helps companies evaluate having 
their shares traded in the U.S. and 
provides assistance in administration 
and regulatory matters. 

For companies already on 
NASDAQ. the London office serves 
as an information source and as a 
communications channel to the U.S. 
It also supports a growing number of 
NASD members in London and on 
the European continent, 

Purposes of the NASD 
As described more fully in the 

NASD By-Laws. the purposes of the 
NASD are: 

m To promote the investment 
banking and securities businesses. 

* To standardize their prin
ciples and practices. 

* To promote high standards 
of commercial honor and to promote 
among members observance of' 
federal and state securities laws. 

m To provide a medium 
through which the membership niay 
consult with governmental and other 
agencies. 

n To cooperate with 
governmental and other agencies in 
the solution of problems affecting the 
securities business and investors. 

a To adopt and enforce rules
 
of fair practice.
 

* To encourage self-discipline 
among members. 

* To promote just and equi
table principles of trade for the 
protection of investors. 

* To investigate and adjust
 
grievances between the public and
 
NASD members.
 

Organizational
Structure 

In keeping with the true spirit 
of selt-regulation, the NASD is 
governed by a member-controlled 
Board and uses a nationwide commit
tee system to conduct peer reviews 
of members' actions, to develop rules 
and regulations. and to design 
marketplace services and facilities. 
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Board of Governors forces. Members of these commit- Corporate Advisory Board 
The Board of Governors is the 

controlling body of*the NASD and 
determines policy on anational scale. 

tees. which advise the Board on 
specific areas of NASD activity, are 
appointed by the Board. 

Co.porate Financing 
Direct Participation Programs/ 

Real Estate 
The Board of Governors con- Currently. the NASD has the Executive 

sists of 31 members. 21 o whom areeected by the membership. For ad-
flollowing standing committees:
Arbitration 

Finance & Audit 
Fixed Income Securities 

ministrative purposes. the member- Board SurveillanceCongressional/State Institutional InvestorsInternational 
ship isdivided into 13 regional Liaison 
districts. Board representation is 
based on the number of members in 
each district. 

The Board includes five Gover
nors from Di:;trict 12 (New York 
area): three Governors from District 
2 (Califormia. Hawaii. and Nevada): 
two Governors from District 8(mid
western states): wo Governors from 
District 13 (New England states): 
and one Governor from each of the 
remaining districts. 

Nine additional Governors
at-Large are elected by the Board 
from among NASDAQ companies. 
investors, insurance company mem
bers. principal underwriters of invest
ment company shares, and 
professions related to the securities 
industrv, such as accountin. busi- -

State-of the-art computers dr'ive the 
NASDAQ stock market and monitor 

ness education, and law. 
The President of the NASD vo 00A 

me"flWmbers' tradinga(tivities 
on a real-time, on-line basis. 

serves as acontinuing member of the 
Board. With the exception of the 
President. all Board members serve % 
without compensation for three-year 
terms. The Chairman of the Board is 
elected annually. #4 

Committees of the Board ' 
Working directly with the.\, . 

Board are various standing commit- ......... 

tees. special committees, and task 
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Investment Companies 

Legal Advisory Board 

Long-Range Planning 

Market Surveillance 

Marketing 

Membership 


NASDAQ Hearing Review 
NASDAQ/NMS Qualifications 
National Business Conduct 
National Nominating 
Operations 
Strategic Planning 
Trading 
Variable Contracts 

In addition, special committees 
or task forces are appointed to study 
current problems as the need arises, 
In the past, special committees have 
been appointed to study areas such as 
investment advisor and financial 
planner regulation: government se-
curities regulation: the handling of 
limit orders: the NASD's regulatory 
policies, practices, and procedures: 
NASDAQ structural and quality-
of-market issues: and NASD rule 
and By-Law amendments. 

DistrictCommittees 
Each NASD district has a dis-

trict committee that functions as an 
agent of the Board in executing 
NASD policy. District committees 
operate pursuant to delegated 
authority from the NASD Board of 
Governors. 

Each district committee is 
composed of people from the securi-
ties business who are elected to their 
positions by their peers. 

The chairmen of the district 
committees comprise the Advisory 
Council. This council is available to 

advise the Board at all times, and it 
meets with the Board each year to 
discuss problems. policies, and ac-
tions to be taken. 

NASD Staff 
The President of the NASD 

serves as the official spokesman for 
the NASD and is charged with the 
administration of NASD affairs. All 
staff personnel are under the direct 
control of the Board through the 
President. 

The NASD maintains a single 
office in each of its 13 districts (with 
the exception of District 2. which has 
offices in both Los Angeles and San 
Francisco): extensive support 
facilities in New York: a major corn-
puter facility in Rockville. Maryland: 
an Executive Office headquarters in 
Washington. D.C., and an office in 
London. 

The principal NASDAQ 
System facilities are situated in a 
data center complex in Trumbull. 
Connecticut. Various NASD service 
departments as well as auxi*.,rv 
NASDAQ System facilities are 
located in the operations center in 
Rockville. Maryland. 

The NASD's operations are 
divided into five divisions, each of 
which is headed by an Executive 
Vice President. The five divisions of 
the NASD engage in various regula-
tory and regulatory-support ac.-
tivities. perform administrative 
functions, and provide membership 
and NASDAQ companies with 
various service-oriented programs 
and facilities to ensure efficient 
markets. 

The Office of the Secretary 
reports directly to the President and 
is responsible for the NASD's cor
porate long-range planning and han
dling administrative duties. 

A brief description of the five 
divisions of the NASD follows. 

Administration Division 
The Administration Division in

cludes Membership and Administra
tion. the Treasurer's Office, Human 
Resources. Member and Market 
Data Services, Qualifications. and 
Administrative Services. 

Member and Market Data Ser
vices handles contract administra
tion, operates an Information 
Services unit that responds to in
quiries on all facets of the NASD. 
and takes care of the housekeeping 
needs of the organization. Human 
Resources performs many functions. 
including recruitment, employment. 
salary administration, employee 
counseling, and staff training and 
development. 

The Treasurer's Office handles 
the NASD's finances, including col
lecting and disbursing NASD funds 
and billing and accounting. 

The Membership and Ad
ministration Department maintains 
records of NASD members and 
registered representatives via the 
operation of the Central Registration 
Depository a computerized on-line 
system that facilitates same-day 
registration of associated personnel 
of member firms. 

Qualifications is responsible 
for developing and maintaining the 
NASD's qualification examinations. 
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Automation Division Regulatory Reporting System. Surveillance operations to maintain a 

The Automation Division con- through which member firms file vigilant watch over issuers' quota

sists of Technology and Develop- various reports and information. tions and trading. Anti-Fraud con

ment. Systems Engineering and ducts investigations of serious sales 

Operations, and Information Sys- practice abuses, as well as fraudulent 

tems. Together. these groups plan. and manipulative activities. 

develop, and operate .omputerized Compliance Division Financial Responsibility 
services for the NASD and its sub- The Compliance Division con- monitors the financial and operation
sidiar' organizations. sists of the NASD's 14 district of- al viability of members and proces-

Technology and Development. fices located in major cities ses financial reports. short-interest 
the planning arm of the Division. throughout the country and four information, and other regulatory 

originates product concepts and Washington-based departments: Mar- reports required of members. Surveil
designs. Systems Engineering trans- ket Surveillance. Anti-Fraud, Finan- lance oversees the work of the dis
lates the designs into actual applica- cial Responsibility, and Surveillance. trict staffs and coordinates the 

tions and enhancements. and The NASD's district offices investigative activities of the NASD 
Systems Operations runs both the conduct on-site examinations of with other regulatory agencies. 
NASDAQ System and NASD mar- member firms to determine their 
ket services. compliance with NASD rules, 

The Information Systems federal securities laws, and other ap- Law and Regulatory 
Department supports the regulatory plicable rules and regulations. 
functions of the NASD. It provides Market Surveillance's primary Policy Division 
automation support for the Central responsibility is to oversee the trad- The Law and Regulatory 
Registration Depository: the automat- ing of NASDAQ issues and listed se- Policy Division is composed of the 
ed systems used by NASDAQ Mar- curities traded over the counter. The Office of the General Counsel. Ar
ket Surveillance: and the Automated NASD uses sophisticated Market bitration. Congressional and State 

Liaison. Corporate Financing. Inter
;.k3,7 1 nal Review. Investment Companies/ 

Variable Contracts. as well as L -Member 
The Office of the General 

I 	 Counsel handles the legal atfairs ot 

. ,-	 Advertising.

,.• 	 t'4kkPk0 ( 2) _ . t ; the NASD. In addition to coordinat-
IAE _(7) UHSI .e ,ing disciplinary matters at the nation
;P,,, _.(12) LLSI .al level, this office provides a 

(22) 	 23, continuing source of legal advice for 
,(27) the Board of Govemors. its standing 

committees, and the NASD staff. 
Arbitration administers the 

NASD's arbitration facilities, the 
largest in the industry. NASD arbitra
tion offices are located in New York, 
Chicago. San Francisco. and Fort 
Lauderdale. 

The NASDAQ Wor-kstation SM service provides members and their customers The Office of Congressional 
with a wealth of infoi-mation on the stocks theY trade. and State Liaison maintains contacts 



with legislators and other officials at 
both the federal and state levels. This 
office monitors legislative develop-
ments affecting the NASD. its mem
bers. and the investing public. 

Corporate Financing reviews 
the underwriting and compensation 
arrangements of public offerings of 
securities in which members par
ticipate to determine whether the 
tems and conditions of these offer
inis are fair and reasonable. 

The Office of Internal Review 
isresponsible for evaluating the ef
fectiveness of various NASD ac
tivities, operations. and programs. 
The Director of Internal Review also 
manages the NASD's equal employ
ment opportunity program. 

Investment Companies and 
Variable Contracts develops and ad
ministers the regulations concerning 
the distribution of mutual funds and 
variable insurance products. Member 
Advertising reviews sales literature. 
advertisements, and market letters of 
NASD members to ensure they com
ply with applicable rules andIL 
guidelines. 

Marketing and Market 
Operations Division 

The MarketinE and Market 
Oprations Division includes Cor
porate Communications. Marketing. 
Market Operations. NASDAQ Inter
national. and Investment Banking 
and Institutional Relations. 

Corporate Communications 
performs three separate functions. 
The News Bureau disseminates 
NASDAQ market information and 
maintains day-to-day liaison with the 

4 
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in the 1980s. NASDAQ led other major U.S. markets in terms of the number of 
companies listed and the per-cent of increase in both share and dollarvohme. 
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print and broadcast media. Economic 
Research conducts analyses of 
various kinds and serves as the 
NASD's liaison to the academic com-
munity. Communication Services 
produces print and audiovisual 
materials about the NASD and 
NASDAQ. 

The Marketing Group develops 
various product and service 
programs. Marketing Research and 
Planning researches issuer and mem-
ber-firm needs, as well as competi-
tive market forces, to identify new 
product opportunities. It also 
develops comprehensive marketing 
plans for the development, delivery, 
advertising, and sale of products and 
services. 

Business Development recruits 
companies eligible for listing on 
NASDAQ and markets new and ex-
isting services to members and other 
users. 

Company Services provides a 
variety of consulting and counseling 
services to NASDAQ companies. It 
also offers orientations for new corn-
panies and sponsors meetings and 
seminars on a wide range of sub-
jects. 

The Market Listing Qualifica-
tions Department administers the 
various qualifications standards 
governing participation in the 
NASDAQ stock market. 

Investment Banking and Institu-
tional Relations. located in New York 
City. maintains close liaison with the 
corporate finance and syndicate 
departments of NASD member firms 
as well as institutional investors who 
have become increasingly more ac-
tive in the NASDAQ market. 

Market Operations is respon-

sible for day-to-day operation of the 
NASDAQ market. Itauthorizes sub-
scribers for new NASDAQ services 
and assists NASDAQ subscribers 
with operation of existing and new 
services. Its Uniform Prautices 
Department simplifies the processing 
of members' business by administer-
ing various transaction-related com-
puterized services and a code of 
procedure for facilitating clearance 
and settlement of securities transac-
tions. 

NASDAQ International, Ltd.. 
located in London. assists companies 
in listing on NASDAQ either 
through an American Depository 
Receipt or a direct listing. 

Regulatory Programs 

The NASD is responsible for 
regulating NASDAQ and the over-
the-counter securities markets. About 

of te rmarexmely 
of the NASDad approximately 
440.000 individuals are registered 
with the NASD as sales representa-
tives The principals of those firms. 
r eg NASD fulfills its self-
regulatory responsibilities through an 
integrated regulatory, plan involving 
a nationwide field-inspection pro-
gram and centralized computer sur-
veillance, 

Field Examinations 
All NASD members are sub-

ject to examination by the NASD. 
For firms that are solely members 
of the NASD and no other self-

regulatory organization, the NASD is 
the exclusive examining authority. 

If a firm belongs to more than 
one self-regulatory organization, the 
SEC designates one as the principal 
examining authority for determining 
the firm's compliance with the finan
cial responsibility requirements 
under federal securities laws. The 
NASD is the designated examining 
authority for many members that 
maintain affiliations with other self
regulatory organizations. 

Many of the NASD's respon
sibilities go beyond the purview of 
any other self-regulatory organiza
tion. For example. the NASD is sin
gularly responsible for regulating 
members' market-making activities 
and trading practices: their municipal 
securities activities: their underwrit
ing arrangements in connection with 
the public distributions of securities: 
their new-issue distribution practices: 
and a wide range of products. including NASDAQ issue, over

the-counter securities, exchange
listed securities traded over the coun
ter. direct participation programs. 
mutual funds, and vaiable contracts. 

Determining member com
pliance with the rules of the 
Municipal Securities Rulemaking 
Board (MSRB) is an important part 
of the NASD's examination pro
gram. The NASD conducts annual 
examinations of all municipal securi
ties departments of large firms, even 
if they are designated to another self
regulatory organization for financial
responsibility reviews. 

The NASD also has regulatory 
responsibilities for government secur
ities under the Government Securi
ties Act of 1986. 
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NASD members that are desig- whether a member's financial and The Market Surveillance staff
nated to the NASD for examination operational condition is sufficiently is aided by a variety of automated
and are engaged in a general securi- sound to continue transacting busi- systems that analyze trading activity
ties business are subject to a mini- ness. Computers also assist in con- on a monthly, weekly. and daily
 
mum of one on-site inspection per ductingI this review, 
 basis. 
year. NASD members that are not In addition to routine field ex- Among these is the Stock
designated to the NASD for financial aminations, the NASD districts also Watch Automatic Tracking (SWAT)
responsibility and who do a general conduct thousands of investigations system, which employs a number of
securities business are subject to in- each year involving matters such as sophisticated statistical models and
tensive sales and trade practice customer complaints. terminations of parameters to alert Market Surveil
reviews by the NASD every other registered persons for cause. finan- lance analysts to any unusual price or 
year. cial problems, and questionable sales volume movements in any


Certain members that do not practices or fraud. 
 NASDAQ security.
hold custoners' funds and securities The SWAT system also cap
and that observe certain limitations tures news on-line. allowing Stock
on the scope of their business ac- Watch calculations to include news

tivities are examined by the NASD Market Surveillance as a criterion for unusual price or
 
on either a two- or three-year basis. 
 While the NASD's broker- volume movement. An Incident
Virtually all NASD examinations are dealer regulator), programs are car- Tracking Function links the Stock
unannounced. 
 ried out in 14 district offices Watch parameter breaks with the re-

During a routine examination, a throughout the country. surveillance lated news stories, captures
member's books and records are ex- of the NASDAQ market is central- information on the analysis per
amined for currency and accuracy. ized in the Market Surveillance formed for each alert, and provides

Sales practices are examined to deter- Department. an historical reference on all alerts.
 
mine whether the firm has dezlt fair
lv with customers when making
 
recommendations, executing orders.
 
and charging commissions or 
markups and markdowns. NASD 
district examiners utilize computers 
in the field to facilitate these reviews. 

Routine examinations also seek 
to determine member compliance 
with the anti-fraud provisions of the 
Securities Exchange Act of 1934. the 
registration and disclosure require
ments under the Securities Act of' 
1933. the NASD's advertising rules. 
and Regulation T of the Federal 
Reserve Board, which governs the 
extension of credit (margin) by 
brokers and dealers. 

A financial and operational ... - , 
review is another part of a routine ex- The PORTAL'" M'rket, which complimentsSEC Rule 144A. facilitates
amination. This review determines global trading by qualified investors ofcertain unregistered securities. 
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The NASDAQ Equity Audit news to market participants. Once developed by Market Surveillance
 
Trail provides a fully integrated data the news is widely distributed over a that involve possible violations of
 
base of second-by-second quotation, major wire service to investors, trad- market-related NASD and SEC
 
transaction, and clearing detail for ing is resumed. 	 rules. As a disciplinary committee. 
all NASDAQ securities on a firm- the Market Surveillance Committee's 
by-firm basis. This historical record authority is identical to that of the 
of trading in NASDAQ securities is DBCC. 
used in a broad range of NASD sur- Enforcement Procedures In fulfilling their enforcement 
veillance systems and provides an ef- Each district committee spends responsibilities, these committees: 
ficient and effective means of a significant amount of time enforc- I Review all examination 
overseeing trading activity in the ing the NASD's By-Laws and Rules reports submitted by NASD ex-
NASDAQ market. of Fair Practice, federal securities aminers/market surveillance analysts. 

NASD analysis can instantly laws, MSRB rules, and other securi- m Investigate all complaints
 
reconstruct unusual trading patterns ties regulations. When it functions in against members and persons as
and create a complete audit trail of a disciplinary capacity, a district com- sociated with members who appear

quotation activity for all market mittee is called a District Business 
 to have violated provisions of the 
makers. This tool facilitates the ef- Conduct Committee (DBCC). NASD's By-Laws, Rules of Fair 
forts to investigate insider-trading Enforcing the NASD's By- Practice, or any other applicable se
cases and document other instances Laws, Rules of Fair Practice, and curities rules or regulations over 
of questionable activity, policy interpretations rests primarily which the NASD has jurisdiction. 

Market Surveillance will often with DBCCs and the Market Surveil- . Conduct disciplinary
impose trading halts to permit the dis- lance Committee, which acts as the proceedings in accordance with the 
semination by an issuer of material central review body for cases NASD's Code of Procedure. 

m Render decisions and im
pose penalties, if appropriate, in com
plaint cases filed by or with it. 

-.L' - .Disciplinary 	 Procedures 

NASD disciplinary procedures 
are not designed to recover damages 

~or 	 to obtain relief for any party. In
stead, they are used to promote mem

bership compliance with high 
7 standards of commercial honor and 

- \just and equitable principles of trade 
C.O 	 .by appropriately penalizing those 

who fail to comply. 
7Following the review of an ex

6> V4 	 amination report and a preliminary 
determination that deficiencies or 
violations exist, a DBCC or the Mar-

The NASD carries out its regulator. responsibilities through a nationwide net- ket Surveillance Committee may
work ofdistricts. direct informal remedial action or for



mal disciplinary action by the 
NASD. Hearings are usually he!d for 
complaint proceedings, 

When acomplaint has been 
heard, the committee renders its writ-
ten decision, which may specify cer-
tain sanctions. Depending on the 
nature of the violations that have oc-
curred and other extenuating cir-
cumstances. a DBCC or the Market 
Surveillance Committee may sanc-
tion amember or an associated per-
son by imposing any one or more of 
the following penalties - censure. 
fine. suspension or expulsion of a 
firm, or the suspension or revocation 
of a person's license to sell securities. 

Appeal Process 

The NASD's disciplinary pro-
cedures provide appropriate rights of 
appeal. Initial decisions made by a 
DBCC or the Market Surveillance 
Committee can be appealed to the 
NASD Board of Governors. 

The Board of Governors has 
delegated to the National Business 

Conduct Committee (NBCC) the 

authority to review, on aregular 

basis, the decisions of the DBCCs 
and the Market Surveillance Commit-
tee for consistency and fairness. 

The NBCC will determine if 
the DBCCs" and the Market Surveil-
lance Committee's actions, decisions. 
and sanctions are consistent with es-
tablished policy, previous actions. 
and decisions involving similar mat-
ters. The NBCC. its appointed sub-
committee, or its panel hears appeals 
on behalf of the Board of Governors. 

Also. on its own motion, the 
NBCC may call acommittee's 

decision tbr review. The recommen-
dations of the NBCC are then 

reviewed and acted upon by the 

NASD Board of Governors.
 

The SEC also receives and 
reviews NASD final decisions if dis
ciplinary action has been taken 
against a member or an associated 
person. 

Any member or associated per-
son may appeal adecision of the 
NASD's Board of Governors to the 
SEC within 30 calender days of the 
Board's decision, 

The SEC may also institute 
proceedings on its own initiative. If a 
member or associated person 

chooses, the party may appeal the 
SEC decision to a U.S. Court of Ap-
peals and thereafter petition the U.S. 
Supreme Court to hear the case. 

The self-regulatory framework 
established by the NASD gives 
brokers and dealers direct participa-
tion in the formulation and enforce-
ment of rules, regulations, practices, 
and procedures that govern their 
daily operations and their relation-
ships with other brokers, dealers, and 
the public, 

This system of disciplinary 
proceedings effectively administers 
the NASD's rules in aconsistent and 
uniform manner while safeguarding 
the interests of members and the in-
vesting public. 

Market Services 

In addition to its regulatory 
function, the NASD operates the 
NASDAQ stock market. Two 
NASD subsidiaries - NASDAQ. 

Inc.. and NASD Market Services. 
Inc. - provide a variety of services 

in support of that market. 

The NASDAQ System 
The NASDAQ (National As

sociation of Securities Dealers Auto
mated Quotations) System. operated 
by NASDAQ, Inc.. is the electronic 
quotation display system for the 
NASDAQ market. Unlike the ex
changes. there isno centralized trad
ing floor. The System receives. 
stores, and transmits price and 
volume data and market statistics for 
more than 4.900 domestic and 
foreign equity securities to the finan
cial services industry in the U.S. and 
48 other countries, to individual and 
institttional investors, and to the 
print and broadcast media. 

The NASDAQ market is the 
second-largest equity market in the 
United States and one of the largest 
in the world. It regularly trades more 
than 33 billion shares ayear. 

It isalso the fastest growing of 
the U.S. markets. In the last decade, 
NASDAQ share of the aggregate 
volume among the major U.S. 
markets has grown from 26 percent 
to 42 percent. NASDAQ share 
volume ismore than 80 percent of 
the volume of the New York Stock 
Exchange (NYSE) and nine times 
the volume of the American Stock 
Exchange (Amex). 

More than 4,200 companies list 
their securities on NASDAQ 
more companies than the NYSE and 
the Amex combined. 

NASDAQ continues to be the 
market of individual investors, who 
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hold about two-thirds of the market 
value of its securities. The balance is 
held by institutions, which have in-
creased their NASDAQ holdings in 
the last decade twice as rapidly as 
they have increased their NYSE hold-
ings. 

The upper tier of the market 
consists of almost 2,700 NASDAQ 
National Market securities. These se-
curities are traded under real-time 

. 

• 

The Small Order Execution System 
provides investors with automaticex-
ecution of their orders up to 1,000 
shares. 

price and volume reporting and ac-
count for more than 90 percent of 
total NASDAQ dollar volume and 
market value. The other 2.200 securi-
ties are traded on the basis of bid and 
ask quotations continuously dissemi-
nated by the NASDAQ System, with 
volume reported at the end of the 
trading day. 

About 900 NASDAQ securi-
ties meet the financial requirements 
for listing on the NYSE. and 2.400 
could list on the Amex. These com-
panies have made NASDAQ their 
market of choice because they prefer 
its electronic efficiency and its corn-
petitive multiple market-maker sys-
tem over the single specialist system 
of the exchanges. 

Nearly 500 securities firms 

securities, which they buy for and 
sell from their own inventories. Very 
active securities have upward of 50 
market makers, the average security 
in the NASDAQ National Market 
has II. 

The advantages to investors 
and issuers of the multiple market-
maker system over the single 
specialist system are: competition; 
greater capital support of trading; su-
perior liquidity; continuity of trading, 
without halts for "order imbalances"; 
and sponsorship of securities. 

NASDAQ has become the 
model for agrowing number of over-
seas markets. The International Stock 
Exchange in London and the Stock 
Exchange of Singapore now operate 
screen-based, floorless trading 
facilities using multiple market-
maker systems, and NASDAQ-type 
markets are being developed in 
Japan and elsewhere in Europe. 

Member Services 

The NASD and its subsidiaries 
provide avariety of market-related 
services to the industry. Some of 
these services include: 

* The Advanced Comput
erized Execution System (ACES), 
an order-routing and execution sys
tern that gives NASD members with 
NASDAQ service the ability to par
ticipate in an automated execution 
system. 

Through ACES, market makers 
execute orders of their broker-dealer 
customers (who may be acting for 
their customers or their own account) 
automatically in certain securities up 
to specified amounts (pursuant to es
tablished arrangements) at the best 

time such orders are entered into 
ACES. 

* The Small Order Execu
tion System (SOES) provides for 
the automatic execution of customer 
agency orders of up to 1.000 shares. 
By locking in the trade the system 
automatically reports trades to 
NASDAQ and sends transaction 
details to the clearing corporation for 
comparison and settlement, saving 
securities firms considerable time 
and paperwork. 

A limit-order service, which 
operates as part of SOES. accepts 
and holds customer day orders and 
good-till-cancelled orders for 1,000 
shares or less, executing these orders 
when the best bid or ask price in an 
issue is equal to or better than the 
limit-order price. 

a Automated Confirmation 
Transaction (ACT) enables parties 
on either side of atelephone



13 

negotiated trade to use thc same 
locked-in trade features of the 
NASDAQ market execution ser-
vices, 

ACT allows for the comparison 
of about 90 percent of NASDAQ 
trades within minutes after they take 
place. and 95 percent will be com-
pared by the end of the trade day, 
with the balance being compared on 
the lllowing day. 

* The Order Confirmation 
Transaction (OCT) service permits 
firms to send orders of any size and 
for any account to aspecific market 
maker via computer. The market 
making firm responds electronically 
by accepting. rejecting. or countering 
the order with new terns. 

m The Trade Acceptance 
and Reconciliation Service (TARS) 

* The PORTAL" Market 
facilitates global trading by 
qualified investors of certain un-
registered securities of major com-
panies. 

The new. competitive, screen-
based market for the large and rapid-
ly growing private placement market 
complements SEC Rule 144A. This 
rule provides safe harbor protections 
by exempting the private placements 
of certain issuers from the SEC's 
registration and disclosure require-
ments and by allowing eligible in-
stitutions to freely trade these 
securities among themselves, 
PORTAL provides U.S. companies 
with increased flexibility in raising 
capital by creating anew method 
to access asignificant source of 
funds. 

District of Columbia. and Puerto 
Rico. Via agreements between the 
NASD and six securities exchanges. 
CRD also processes registrations for 
the Boston. Midwest. New York. 
Pacific. and Philadelphia stock ex
changes, as well as the Chicago 
Board Options Exchange. 

CRD has eliminated the 
separate licensing and registration re
quirements of the various state and 
national securities industry 
authorities. CRD streamlines person
nel-related registrations for broker
dealers by allowing them to submit a 
single form and acombined payment 
of fees for multiple registrations. 

In addition to individual 
registration, CRD now processes the 
registration and withdrawal forms for 
broker-dealers. 

isamandator, on-line data base of 
trade infor ation that assists mem
bers in resolving uncompared trades 
processed through participating clear-
ing corporations. 

a The Municipal Bond Ac-
ceptance and Reconciliation Ser-
vice (MBARS) provides an on-line 
data service to expedite the settle-
ment of trades in municipal securi-
ties. MBARS also enables firm users 
to electronically submit trade records 
to the clearing corporations. 

n The OTC Bulletin Board 
is anew service that will provide 
price quotations and indications of in-
terest by market makers in non-
NASDAQ OTC securities. It will 
display firm and nonfirm price quota-
tions and unpriced indications of in-
terest. all retrievable on a real-time 
basis. The service will bring new 
visibility and order to this large and 
heterogeneous market. 

CentralRegistrationDepository 
The NASD maintains the 

qualification, employment, and dis-
ciplinary histories of more than 
435.000 registered securities 
employees of member firms through 
the automated Central Registration 
Depository (CRD). 

Developed jointly by the North 
American Securities Administrators 
Association (NASAA) and the 
NASD. CRD is an on-line registra-
tion data bank and application-
processing facility to which eacl; of 
its regulator), participants are linked 
by a nationwide network of on-line 
computer terminals, 

In addition to NASD represen-
tative and principal registrations, the 
CRD system processes applications 
for agent registration in all states, the 

ClearingTransactions 
Transactions in NASDAQ 

stocks are cleared through the Nation
al Stock Clearing Corporation 
(NSCC) with custody and book
entry arrangements through the 
Depositor), Trust Company (DTC) in 
amanner identical to those of ex
change-listed securities. The NASD. 
NYSE, and Amex are each one-third 
owners of NSCC. NSCC clears and 
settles trades through aContinuous 
Net Settlement (CNS) accounting 
system. 

The CNS system accumulates a 
net long or short securities position in 
each eligible issue that aparticipant 
has traded and then receives or 
delivers the net quantities (versus a 
net payment) each day within DTC 
book-entry accounts. 
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Coordinated 
Regulatory Programs 

The NASD works cooperative-
ly with other self-regulatory organiza-
tions and government agencies in the 
areas of examination. qualification 
testing. and arbitration of disputes. 

1. Regulatory Allocation 

Plans. By virtue of agreements


the NASD and the Boston. 
among t SD dEducation 
Cincinnati, Midwest. Pacific. and 
Philadelphia stock exchanges. the 
NASD performs on-sight inspections 
of approximately 180 members of 
the NASD and these exchanges. This 
program is designed to eliminate reg-
ulatory duplication and overlap, 

Also the NASD and the NYSE 
coordinate their efforts by examining 
dual members of both oreanizations 
on a joint basis. An agreement 
among the NASD and the options ex-
changes to allocate regulatory respon-
sibility for the options activity of 
dual members also serves to lessen 
regulatory duplication. 

2. Qualification Examina-
tions. In addition to administering its 
own qualification exams, the NASD 
administers a variety of examinations 
on behalf of other self-regulatory or-
ganizations, the states, the com-
modities industry, and other 
certifving organizations. 

3. Arbitration. As noted, the 
NASD operates a nationwide arbitra-
tion system to facilitate the resolution 
of disputes betweer two or more par-
ties by impartial arL..-ators who are 
knowledgeable in the areas of con-
troversy. This facility is used by cus-
tomers to resolve disputes with their 
broker-dealers and by broker-dealers 
to settle disagreements between 
thenm ,elves. 

The NASD is an active par-
ticipant in the Securities Industry 

Conference on Arbitration. The con-
ference, which developed the 
industry's uniform arbitration code, 
has continued to refine and improve 
over the years. 

and 
Communication 

By means of communications 
and educational programs of various 
kinds, the NASD alerts members to 
new and changing requirements to 
prevent inadvertant or unintentional 
violations. More specifically. the 
NASD regularly provides its mem-
bers with educational notices and in
formational bulletins describing 
industry developments. 

The NASD "family of publica-
tions" includes Notices to Members, 
Executive Digest,Regulator "& Corn
plian'eAlert. NASD Guide to Rule 
Interpretations.special reports. and 
how-to brochures, such as the Con-
pliance Check List. 

To inform members of current 
issues and solicit their views and 
comments on matters affecting them, 
the NASD conducts a variety of 
membership meetings. seminars. and 
conferences. Formats range from 
one-on-one discussions between a 
member and an NASD representa- 
tive to general membership meetings 
and seminars. 

Each year. the NASD also con- 
ducts meetings and seminars for 
NASDAQ companies. The formats 
vary from hands-on investor rela-
tions workshops to get-acquainted 
meetings for representatives of new 

companies to personal visits by 
NASDAQ representatives. 

Corporate Communications 
also publishes NASDAQ Notes and 
the hnvestor RelationsReport. Notes 
is a monthly newsletter mailed to 
NASDAQ companies with news 
about their securities and markets. 

The InvestorRelationsReport 
is a quarterly newsletter designed tohelp NASDAQ companies improve 
heir NvStore ati s pro s 
their investor relations programs by 
providing helpful hints and practical 
advice to company CEOs and inves
tor relations managers. 

In addition, the NASD 
provides computer-generated reports 
to NASDAQ companies that sum
marize trading activity in their stocks. 

Relationships of 
The NASD 

Two of the purposes of the 
NASD are to encourage and promote 
among members observance of 
federal and state securities laws and 
to provide a medium through which 
the membership can confer, consult. 
and cooperate with governmental 
and other agencies in s ,Iving 
problems affecting the investing 
public, investment banking. and the 
securities business. 

To those ends. the NASD main
tains working relationships with 
many securities industry and 
governmental organizations. The 
results of this cooperation benefit 
NASD members. NASDAQ com
panies. and investors. 

a Securities and Exchange 
Commission. Section 15A of the Se



curities Exchange Act of 1934 gives
 
the SEC authority to review any dis
ciplinary action imposed by the
 
NASD. abrogate any rule of the
 
NASD. disapprove any proposed
 
change in the rule, of the NASD. and
 
suspenl or revoke its registration
 
should it fail to enforce compliance
 
with its own rules.
 

The SEC holds certain other
 
residual powers over NASD ac
tivities. For example. the SEC
 
receives NASD disciplinary 
decisions and may review an' dis
ciplinary action taken by the NASD.
 
It also annually reviews the NASD's
 
assessment schedule to determine if
 
it is fair and equitable. 

The NASD Board of Gover
nors maintains an independent posi
tion on all proposed changes to SEC
 
regulations and regularly presents
 
comments and suggestions on them.
 
The NASD's comments on SEC
 
proposals frequently result in adjust
ments being made before the
 
proposals are finalized.
 

a Congressional Commit
tees. The NASD also maintains
 
working relationships with anumber
 
of congressional committees. At the 
request of various House and Senate 
committees, the NASD frequently 
presents reports, analyses, and state
ments of its views on a variety of is
sues. 

0 State Governments. The 
NASD coordinates many activities 
with the states and provides informa
tion to reduce regulator) , duplication. 
The NASD also works with the 
states on matters affecting the mem
bership and NASDAQ companies. NASD employees around the countr . enforce high standards of commercial

0 SIPC, MSRB. Exchanges, honor and equitable principles of tradeamong members tofacilitate efficient
Industry Organizations, and financial markets for investors, issuers, and members. 
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Others. The NASD maintains a 
close liaison with the Securities In
vestor Protection Corporation and 
the Municipal Securities Rulemaking 
Board. 

The NASD also cooperates 
with the securities exchanues, in
dustry trade associations, and various 
service organizations in developing 
industry facilities and in expressing 
industry positions on proposed rules, 
regulations. and legislation. 

Member Participation 
Congress and the SEC did not 

impose the NASD on the investment 
banking and securities business. The 
industry actively sought the privilege 
of self-regulation. 

The NASD is the only securi
ties industry organization founded 
primarily to enable business people 
to regulate their own affairs and to 
discipline themselves in accordance 
with their own ethical code of con
duct and the federal securities laws. 
It isalso the only securities self
regulatory organization that operates 
anationwide network of district of
fices to facilitate member access and 
local participation. 

The NASD isdesigned to be 
representative of all segments of the 
industry and all regions of the 
country. Today. more than 350 in
dustry volunteers from virtually 
every state in the nation dedicate 
their skills and talents to promote and 
preserve the NASD's concepts of 
self-regulation. Their service on the 
Board and its committees is the key 
to the NASD's long history of serv-
ing issuers and members. 

41 

. . 

..... ........
. 

Competition amnong NASDAQ market makers gives broker-dealers a clear 
choice anong competing quotations. This afjbrds investors the best price 
available. 



O ne of the forces that could 
bring the Individual investor 
back Is his conviction thatthe markets are scrupulous.

ly and efficiently regulated and will
therefore treat him fairly. The NAS-
DAQ Market Surveillance Department,
which defends the Integrity and the
credibility of the market against insid-
er trading, manipulation and assorted 
other abuses, is working hard to cre-
ate this essential component of inves-
tor confidence. 

Revamped Department
The NASDAQ Market Surveillance Do.partment occupies the fourth floor ofthe NASD Operations Center in Rock
ville, Md., 20 miles from NASD head-

quarters in Washington, D.C. Its cen-
terpiece is thA long, glassed-in, or-line
StockwatchStckachScto,Section, where ahreadoedozen 
The quartersanalysts scan thei" Sun workstations.are new; the workta. 
tion are new the; resources behind 
them are new. On one side of Stock-
watch is the CORE Section, which 
conducts detailed historical reviews ofMss of unusual activity in NASDA 
stocks. On the other side are the NAS.DAQ National Market System, SOES, 
non-NASDAQ OTC, and Market Mak-er Cmplancesecionswhch cecker Compliance sections, which check 
for special improprieties in thoseareas.arepas. There are 81 people In all,Thee ar e1peole Inall,

keeping an eye on the 
 stock trading
that comes under the NASD's regul-
tory jurisdiction, 

Until a year ago, the NASDAQ Mar-
ket Surveillance Department was lo-
cated in the NASD's downtown Wash-
ington offices, with smaller spacs a,"
staff. It moved out as Rockville's corn-
puter facilities were buift up and as the
recommendations of a Peat MarwickJ 

By Anthony V.Ricotta 

Nolan Norton & Co. study of the for. 
mer surveillance program were imple.-
mented. 

Stock Alert Mechanisms 
Peat Marwik's nost important recs-

eatisveillance 
mendatlons were: 
* To develop a new automated stock

alert process, employing statistical 
models which t.!,e into consider 
atlon securty-specfic parameters,
braking news, and general market 
trands. Previously, the parameters
for testing unusual behavior instock were generic, and not corn-bined with news and market trends.The statistical models for the new
Stockwatch were developed by two 

professors from Pennsylvania State 
University, with !he counsel of two
statisticians from MIT, and furtherNobel laureute economists/ 
refined by NASD staff during theeie yNS safdrn hsystem development cycle. Stock.watch, as implemented, has an off-

computing the prcbability that an in
cidcollecting
cident (a quote change, a volume 
report, a laotsae pr
result of legitimate market forces 

t
or 

possibly the result of Improprieties.
The off-line reports analyze stock
price and volume activi1ty over varn

prid oftme tovity sa-os periods of time, to Identify tatistically significant events; the on-
line Stockwatch examines intraday
market activity, to provide Immedi-
ate warnings of unusual activity, 
which may requre trading halts or 
lead to reviews and, possibly, ful-
dress investigations. The new
Stockwatch systems have refined 
parameter break alerts, to focus on 
the more significant ones, pin-
pointing rial potential trouble. They 

have strengthened Market Surveil
lance in accuracy and depth. 

To develop an autofated system toideni and store news stories by
StOCk symbol. NASDAQ Market Sur

had a news collection andstorage system, but it was largely
manual. The automated news capa
bility accepts and processas stories 
about NASDAQ companies from
Business Wire, Dow Jones, PR 
Newswire, and Reuters, and also
allows for the manual entry of news
received by Market Surveillance 
over the phone, before the companies release it to ths wires. The automated system makes it much eas
ier to relate news to stock price and 

volume movements. 
To develop an Incident Tracking
System, to track parameter breaks 
on securities and how they are be
ing pursued. This facll was com
pleted at the same time as the on
line and off-line Stockwatch. It Is 

additional data for investigations and also in monitoring the 
ietc.)rcis 

Worku .ations and Other
Resources 
To provide a split-screen workstation 
through which all the information that
Market Surveillance analysts need can
be obtained in one place. In the past, 
Market Surveillance analysts had to
collect the information they required
from several screens and hard-copy 
sources. Now the Department has 40 
Sun workstations, which support si
multanecis access to multiple appli
cations-Stockwatch, NEWS, Incident 
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Tracking, and other regulatory sys-
tems, such as the Equity Audit Trail,
the Retail Account Name Search, Au-
tomated Blue Sheets, and CRD. The 
workstations are also equipped with 
word processing and database capa-bilities to assist the analysts in the 
prep ation of cases. 

Among the other regulatory sys-
tems, the Equity Audit Trail recon-
structs each step in a stock transac-
tion. The Retail Account Name Search
is a compendium of accounts which 
have been involved in insider trading
and market manipulation, and may beprone to recidivism. The Blue Sheetsare forms required to be filled out by
NASD member firms, detailing their 
Ativitemerairs euitaingathir
activities in certan securities at cer-

tamn times, which are undor Market 
Surveillance scrutiny. oRD is the Cen-
voluminous files on securities industry

oinoel oinvestor
personnel, 

Break and Review 
With this formidable battalion of auto-
mated weapons, the Market Surveil-
lance analysts pursue a rigorous pat-
tern of scrutiny of possible violations. 
The search-and-detect sequence in 
Stockwatch goes approximately likethis: 
th: hcpssible

When the computer detects improb-
able quotes or transaction reports-
ones that break the parameters of
NASDAQ security, adjusted for 
news and market trends-it rings a 
bell in the Stockwatch Section, and 

-

-
p rn c 

ames M. Cangiano, VP, 

Market Surveillance 

- Who is coming back repeatedlyto buy or sell? 
* T.en a phone call to the issuer: 

Are there undisclosed corporate
velopments that would account for the 
unusual activity? 

If not, are you aware of any otherposberaosfrteprmtr 


reasons for the parameterbreak in your stock? 
If the initial review discloses no le-

gitimate reason for the unusual activi
ty, the case is referred to the CORE 
Section for investigation. 

prins ou thedetalsbetween
pinthe absence of news that ex-

plains the break, an analyst profiles
the stock. He or she retrieves all re-
cent bids, with the identity of the 
market makers who entered them-
the previous day's and the previous
week's closing prices-the previous
day's and week-to-date volume-
the week's high and low prices-
month-to-date, year-tc-date, and av-
erage weekly volume-15-month
high and low prices-the total 
shares outstanding-and the status 
of the market makers n the stock,
whether they are active or inactive, 
Next come phone calls to the mar-
Net cme ho alls ongthem-
ket makers who are doing signfi-
cant volume in the stock: 
- What kind of buyers and sellers 
are you seeing, at your firm and 
others? 
- Confidentially, in what sizes are 
they dealing? 

Traders Magazine 

The CORE Investigation 
Between 80 and 90% of the investiga-
tions that the CORE Section conducts 
grow out of the release of material 
news by a NASDAQ company. The 
question arises: has anybody tried to 
profit from advance, insider informa-
tion about the news? 

A CORE investigation could start 
with the published news of the acquis-
tion of a company.
 

cwere 
The CORE analyst learns, from the 

acquired rompany and the acquirer,
the chronology of meetings related to 
the acquisition, before it was actuallyapproved. This chronology helps to 
point to possible insider trading vol-
ume. Some insiders trade before cor-
porate meetings, if they feel reasona-
bly sure of their outcome. Others trade 
soon after such meetings. 

The chronology requested by the 
CORE analyst includes the names 

and addresses of all participants in the 
meetings, the addresses of their sec
retaries, right down to the duplicators
and printers of documents developed 
at the meetings. 

TheT CORE analysts are so prac
ticed at their craft that they can oftenlook at a pattern of unusual tradingvolume and tell from it when important 
company meetings took place, even 
before companies relate their chronol
ogies.

On tt'e basisof the company chro
n tg, cmpal chqothe y 


tinaiogy, theORE Aanlytsedsqetionnaires to the NASDAQ marketmakers in the stock under invastiga
tion, and asks who did significant buy
ing and selling in the stock at criticaltimes. The activities of investors with
the market-making firms and others 
are reported electronically through the 

NASD's "blue sheet" system. Ifany
with no history of interest inthe stock has suddenly become very 

active in it, there is reason to look at 
that investor closely. Or if, for exampIe, a young person has just opened a
brokerage account to trade the stock,
that can be one of many red flgs.
 
Nth e OE any re k 

Next, the CORE analyst goes back 
to the company which provided the 
chronology, and asks whether it canidentify any of the investors in the 
stock during the period under investigation. This can become very interest
ing. 

A Sample Case 
In one case, preliminary discussions 

he uire
b n c r disc o ns 
the acquirer and the compa

ny which would be acquired tookplace in mid-September. From January through August, the stock in ques
tion traded an average of 15,400

shares a day. There were pockets of
 
greater trading, on Sept. 7 and 8, be
fore the preliminary discussions, and
 
on Sept. 14, 19 and 20 after the dis
cussions. The stock price in 10 days
 
rose from 3 to 3 6/8.


Futher discussions of thn cquistion 

held on Sept. 21. Tone was a 
surge in trading volume on that day, 
on the 22nd and on four days follow
ing. In this 10-day period, the stock 
pnce went up from 3 618 to 4 5/8. On Oct. 6, a confidentiality agree
ment was signed between the ac
quiror and the acquiree. Further dis
cussions were held on Oct. 18, and 
volume was up sharply the day before 
that. The stock price fell back to 3 1/8. 

Volume continued strong for three 
days after Oct. 18. Then it really took 



off again on Oct. 27, which happened 
to be the day on which the board of di-
rectors of the acquirer definitively au-
thorized the acquisition. 

The acquisition was publicly an-
nounced on Oct. 31, at $6 a share, 
and trading volume went through the 
roof-il.7 million shares. Whoever 
bought in September and earlier in 
October made a handsome profit. 

The CORE Section is fast. It gener-
ally wraps up an investigation in 90 
days. This particular case has been 
referred to the SEC for action. 

Other Market Surveillance 

Functions 

The NASDAQ Market Surveillance De-
partment has other functions in addi-
tion to those performed by the Stock-
watch and CORE sections. 

The National Market System Sec-
tion looks at transaction reporting on 
the 2,600 NMS securities, for the ac-
curacy of the price and volume re-
ports. Where inaccuracies may e;'ist, 
staff examiners from the NASD Cvm-
pliance Division go into the reporting 
firms, to compare their order tickets 
with what they reported to the NAS-DAD computers. 

The SOES Section checks for im-
proper use of the Small Order Execu-
tion System. This System automatical-
ly executes orders from individual 
investors of up to 1,000 shares at the 
best price available in the NASDAQ 
market. Securities firms are forbidden 
to use SOES for proprietary trades or 
for trades in the accounts of employ-
ees, relatives and friends. Violations 
of this rule are infrequent, but firms 

still call in to say, "I just got SOESed 
by a dealer who I don't think has a real 
buyer for the stock". All such corn-
plaints are investigated, and the NAS-
DAQ computer daily prints out possi-
ble exceptions. 

The NASD is also responsible for 
the regulation of the over-the-counter, 
or "pink sheet" market, and has 
47,000 "pink sheet" stocks on its 
computer data base. All principal 
transactions in these stocks must be 
reported to Market Surveillance, by
electronic means, if during a day they 
amount to more than 50,000 shares or 
$10,000. The OTC Section receives 
on an average day 700 transaction re-ports on 500 different "pink sheet" se-
curities, aggregating 40 million shares 
and $25 million dollars. These reports 
can lead Market Surveillance to inves-
tigations of market manipulation and 
excessive mark-ups. 

The Compliance Section reviews for 
possible violations of the NASD's 
Rules relating to market maker perfor-
mance in the NASDAQ market. Such 
practices as excess spreads, locked/ 
cross markets, "backing away" alle-
gations and price and volume report-
ing are closely monitored by theCompliance group, 

The Market Surveillance 
Committee 


All investigations and reviews by the 
CORE, NMS, SOES, and Compliance 
sections are presented to the NASD's 
Market Surveillance Committee, which 
consists of 12 securities industry exec-
utives from across the country. The 
Committee will issue "traffic tickets" 
of $250 to $1,000 for minor infractions, 

such as inaccurate price and volume
 
reporting.
 

In apparently more serious viola
tions, !he Market Surveillance Coin
mittee .,sues formal complaints
 
against firms and individuals or both.
 
Hearings are held by a panel of the
 
Committee, at which the respondents
 
are entitled to be represented by

counsel. The results of a hearing can
 
be: 
- The dismissal of the complaint; 

a An Offer of Settlement; or 
* A disciplinary decision. 
NASD-imposed sanctions for viola
tions may include the expulsion offirms from the Association, the barring 
fim s from association ith 

of iniiul frm assion wt 
any member firm, suspensions of 
firms and individuals, and monetary 
fines. 

In 1989, the Market Surveillance 
Committee issued 50 summary ac
tions for minor violations, with fines to
taling $29,000. It issued 20 Formal 
Complaint, including three letters of 
Admission, Waiver and Consent, 
which resulted in 14 suspensions and 
fines totaling $858,500. In May, 1990,the Committee imposed fines in ex
cess of $2 million on a firm and three 
individuals whose activities were also 
-estricted, for excessive markups in 
low priced securities.


The jurisdicition of the NASD is lim
ited to its 6,000 member firms and to 
the 440,000 professionals associated 
with them. When a Market Surveil
lance investigation indicates that pri
vate investors, employees of a NAS-
DAQ company and others may have 
been involved in insider trading or oth

er violations, the case Is referred to 
the SEC, with its broader enforcement 
powers. In 1989, Market Surveillance 
referred 49 cases, and its assistance 
has on occasion been publicly ac
knowledged by the SEC. 

Enhancing Credibility 
NASD members, NASDAQ Issuers 
and people in securities-related pro
fessions are kept abreast of the Mar
ket Surveillance Department's capa
bilities. Technology publications have 
begun to report on them. Investors 
learn of thorn as they read in their 
newspapers about disciplinary actions 
taken by the Market Surveillance 
Committee. Thus, the NASD's major 
investment of professionals and com
puter power in the integrity of the 
NASDAQ market is enhancing its 
credibility among the investing public. 
TM 
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By utiJiiz&'pQ SOES to nly
execute agency or-	 Get the SOES Advantage 
ders at the best avail- Be part of the growth of 
able price, you'll NASDAQ SOES; your trading volume can

have more time to negotiate NA D Qgrow with it.Since SOES began
large trades. in December 1984: 

eOffers NASDAQ's ap-SOES Works to Save You 	 proximately 5,000 stocks wereTime and Money 	 The SO ES authorized for the automated fea-

It takes only seconds from tures of SOES. 
receipt of a customer order to (Small Order N The number of order
transmit it to the trading desk, Execution System) entry firms grew to 450, and par
input it to an in-house com- Aa ticipation in SOES became
 
puter, execute it in turn against 
 Adv antage 
 mandatory for market makers in 
a participating market maker at NASDAQ National Market is
the inside price, confirm the 
 sues - drawing NASDAQ's
trade, automatically report the trade for each stock and set preferencing 458 market makers into the service. 
to the NASDAQ system, on individual stocks. Limited excused withdrawals rein
and submit it to clearing as a Tiered maximum order-size forced market maker." commitment 
locked-in trade for comparison and limits exist for various securities to NASDAQ issues. 
hassle-free settlement. categories to allow for differing * Executions increased al-

No fees arc charged to order- trading characteristics. SOES also most 40 percent in just two years.
entry firms, and market makers pay stores and processes limit orders. Volume is currently 1.6 million 
a minimum of 50 cents to a maxi- With a good-till-date feature, SOES shares a day. 
mum of $1 per execution. executes limit-order entries before N Operations have been con

Order-entry firms can execute new market orders once the bid/ask tinuous, regardless cf market 
internalized trades and even price is reached. SOES also offers volatility or "locked or crossed" 
preferenced orders to a specific other options such as "good till can- market situations. 
market maker. Market makers can celled, " "good till filled," and "fill 
set size limits, which only they see, or kill." To find out more about the 

SOES advantage, write or call: 

-.r 	 NASDAQ Subscriber Services 
Rockville, MD 20850-33899513 Key West Avenue 

(301) 948-6162 

NASrO Market 
S ' , : Services, Inc. 

ONalional Association of Securities Dealers. 
Inc.. 1990. NASDAQ and NASDAO National Market

Participation in SOES is mandatoryfor every market maker registered in aNASDAQ/NMS System (NASDAQ/NMS) areregistered service marks 
of the NASD. Inc.securin%' 
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Fee Structure and 
Financial Requirements 



Nasdaq National Market® Fee Structure
 
There is a separate fee structure for listing securities, including ADRs and foreign securities, for Nasdaq®and Nasdaq National 
Market® issues. 

A. Entry Fees 
- $5,000 one time company initial listing fee 
- Variable fee schedule per each class of security:
 

Tier Total Shares Fee PerShare
 
I I to 5,000,000 $0.005
 
2 5,000,001 to 15,000,000 $0.0025
 
3 15,000,001+ $0.001
 

- The maximum entry fees to be paid per issuer cannot exceed $50,000, inclusive of the $5,000 original company listing. 

B. Annual Fees' 
Each Nasdaq National Market issuer's annual fee is comprised of a base and variable charge, but may not exceed 
certain limits. 

1. Base Annual Fee 
The base fee is calculated using the aggregate total shares outstanding for each class of security listed on 
the Nasdaq National Market as follows: 

Up to I million shares $5,250 8+ to 9 million shares $ 9,250 
1+ to 2million shares $5,750 9+ to 10 million shares $9,750 
2+ to 3million shares $6,250 10+ to II million shares $10,250 
3+to 4million shares $6,750 11 + to 12 million sho.,es $10,750 
4+ to 5million shares $7,250 12+ to 13 million shares $11,250 
5+ to 6 million shares $7,750 13+ to 14 million shares $11,750 
6+ to 7 miltioashares $8,250 14+ to 15 million shares $12,250 
7+ to 8 million shares $8,750 15+ to 16 million shares $12,750 

Over 16 million shares $13,250 

II. Variable Annual Fee 
The variable fee isassessed only for issuers with total market capitalization greater than $100 million, as follows: 

$.025 per $1,000 of market capitalization above $100 million. 

III. 	 Annual Fee Limits Max. Fee
 
For companies with 10 million shares or less $10,000
 
For companies with 10+ to 20 million shares $15,000
 
For companies with more than 20 million shares $20,000
 

C. General Notes 
- All entry fees are due at the time of application. 
- The total shares outstanding (TSO) to be used as a basis for billing will be based on those reported in the issuer'5 most 

recent periodic report that is required to be filed with the issuer's appropriate regulatory authority and is received by 
'' The Nasdaq Stock Market. In cases of r - A' issues, the TSO will be derived frcrn the offering circular, as received by 
' The Nasdaq Stock Market. 

- The term "shares" shall include common and preferred stock, American Depositary Receipts (ADRs), warrants, 
partnership interests, or any other security, but will exclude convertible debentures. 

- In the case of units, each component but not the unit itself shall he considered separately as an "equity security" for 
fee purposes. 

Phase-In Credit
 
The current annual fee structure will be rhased in over a two.year period commencing in 1992. Accordingly, in 1992, companies will be afforded an
 
aunuai ree credit equal to 50% of the difference between the calculated 1992 annual fees and those calculated under the old annual fee schedule.
 

Old Annual Fee Structure: 
Participation Fee - $2,000 flat fee assessed per issuer. 
Variable Fee - A variable fee is assessed per each security listed, based on a rate of $.0005 per share. The minimum variable fee charged per issue 
is$500. The maximum variable fee charged per issuer is $6,000. The maximum annual fee charged may not exceed $8,000, inclusive of the 
participation fee. 



Nasdaq Market Fee Structure 

1k. Entry Fees 
-$5,000 one time company listing fee 
- Variable fee schedule per each class of security: 

a. All Equity Securities - The greater of $1,000 or $0.001/share, not to exceed $5,000. 
b. Convertible Debentures - The greater of $1,000 or $50 per million dollars face amount of debentures, 

not to exceed $5,000. 
c. Maximum entry fees to be paid per issuer cannot exceed $10,000, inclusive of the $5,000 original 

company listing fee. 

B. Annual Fees' 
-Nasdaq issuers will be assessed a flat fee per issuer listed as follows: 

a. $4,000 for the first class of securities. 
b. $1,000 for each subsequent class of securities. 
c. No maximum will apply. 

C. General Notes 
-All entry fees are due at tb. time of application. 
-$1,000 Application Processing Fee per application, which is non-refundable, will be charged and credited to the 

initial listing fees. 
The total shares outstanding (TSO) to be used as a basis for billing will be based on those reported in the issuer's most 
recent periodic report that is required to be filed with the issuer's appropriate regulatory authority and is received by
The Nasdaq Stock Market. In cases of new issues, the TSO will be derived from the offering circular, as received by 
The Nasdaq Stock Market. 

- The term "shares" shall include common and preferred stock, American Depositary Receipts (ADRs), warrants, 
partnership interests, or any other security, but will exclude convertible debentures. 

- In the case of units, each component but not the unit itself shall be considered separately as an "equity security" for 
entry fee purposes. 

Phase-In Credit 
The current ar,nual fee structure will be phased-in over atwo-year period commencing in 1992. Accordingly, in 1992, companies will be afforded an
annual fee credit equal to 50% of the difference between the calculated 1992 annual fees and those calculated under the old annual fee schedule. 

Old Annual Fee Structure 
Nasdaq issuers will be assessed avariable fee per issue listed, based on the total shares outstanding for each issue at year end as follows: 

Rate Schedule - Annual Fee Limits -
Equity Securities $.0005 per shares outstanding. The minimum fee charged per issue is $500. 
Convertible Debt: $25 xr million dollars face amount. The maximum fee charged per issue is$6,000. 



Summary of Financial Requirements
 
for Initial Listing 

Nasdaq Market 
Total Assets 
Total Stockholders Equity 
Registration under Section 12(g) of the Securities 

Exchange Act of 1934 or equivalent' 
Public Float (Shares) 2 

Market Value of Public Float 
Shareholders 
Minimum Bid Price 
Number of Market Makers 

A temporary, automatic exemption exists for initial public offerings. 

$4 million 
$2million 

Yes 
100,000 
$1million 
300 
$3 
2 

2Public float defined as shares that are not "held directly or indirectly by any officer or director of the issuer and by any person who isthe beneficial owner of 
more than 10 percent of the total shares outstanding..." 

Nasdaq National Market 

Registration under Section 12(g) of the Securities 
Exchange Act of 1934 or equivalent 

Net Tangible Assets1 
Net income (in latest fiscal year or 2 of last 3 fiscal years) 
Pretax Income (in latest fiscal year or 2 of last 3 fiscal years) 
Public Float (Shares) 2 

Operating History 
Market Value of Float 
Minimum Bid 
Shareholders 

- if between 0.5 and I million shares publicly held 
- if more than 1million shares publicly held 
- if more than 0.5 million shares held and average 

laily volume in excess o 2,000 shares 
Number of Market Makers 

'Net Tangible Assets means total assets (excluding goodwill) minus total liabilities. 

Alternative 1 Alternative 2 

Yes Yes 
$4 million $12 million 
$400,000 N/A 
$750,000 N/A 
500,000 1 million 
N/A 3 years 
$3 million $15 million 
$5 $3 

800 N/A 
400 N/A 

400 N/A 
2 2 

2Public float isdefined as shares that are not "held directly or indirectly by any officer or director of the issuer and by any person who is the beneficial owner of 
more than 10 percent of the total shares outstanding.. 



OVERVIEW OF
 

UASAQ NARKET SURVEILLANCF.
 

The Market Surveillance 
Section
Deprtment operates as an
and as such is charged with the 
arm of the Surveillance

investigate responsibility
potential violations to monitor and
marketplace and of rules governing tradingthe OTC market in thenoASDAQin listed securities.
this tasks Market Surveillance employs 
In order to accomplish
a Staff of 50 individuals utilizing 
a
vast amount of automated detection systems.
 

The Section is dividedSurveillance, into four basic functionalCore Survillance, areas: On-LineSOES/NIS Surveillance,Surveillance, and Off-Board/Optionseach addressing the activities unique to each grupfollowing will briefly discuss the activities of each of the foregoing The 
aureas. 

On-Line Surveillance
 

The basic function of the On-Line Section isof price movements to respond to real-time alertsand to implement quotationsvolatility in NASDAQ issues, halts. In monitoring pricearket Surveillancecompguterz 
 analysis of all price changes 
relies heavily upon on-line

Throughout the trading day, 
as they occur in the NASDAQ System.

reports and/or 
the computer analyzes individual marketquotation changes maker tradeand provides Marketinstantaneous notificati-.n of all Surveillance withunusual price andcases the first indication of the presence 

volume movements. In mnyon-line alerts when price is 
of insider trading comes from thesefluctuationrelease. detected prior to1986, a newsIn Market Surveillance materialanalysts responded to 17,275 on-linaalerts, 

Quotations Halts
 
In 1986 Market Surveillance implement edThe 1,065 quotations halts.purpose of a quotations halt, which normalltwo hours, to lasts fromis alert the marketplace one tothat important corporatenews, which could affect the valuereleased or has been released. of a security, isabout to beall segments A halt makes it more likely thatof the marketplacepotential investors will -- especially investors and news and make their 

-- have the opportunity to evaluate theinvestment judgments on it before enteringinto a transaction. 

Core Surveillance 
The basic purpose of theanalyses of unusual market 

Core unit is to conduct detailed reviewsactivity taking andanomales. into account priceFollowing -the markets close each day, 
and volueanalyzes individual the NASDAQ cmputermarket makers' quotations, resales, and provides Market Surveillance with 

as well as total purchases andNASDAQ Systems Central key regulatory reportsProcessing Complex from theanalysts rely in Connecticut.on these regulatory reports Market Surveillance 
as routine inquiries. during major investigations, as well 
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Routine Trading Reviews 
In many instances (1,464 in 1986) routine trading reviews are
 
conducted. Depending on the situation, these include:
 

o 
 Studying reports from the NASDAQ computer, which
 

recorded each change of market makers' quotations in the 
stock during the time under review,
 

- Identified the market makers most active stock, and 

recapitulated other securities' price and volume activity
during the day, and thus provided a context for the 
parameter break under study;
 

o 	Analyzing detailed transaction data and statements 
secured
 
from NASD member firms; and
 

o 	 Evaluating information from NASDAQ issuers on how they
released nevs. and on the timing of pertinent corporate
activities.
 

Formal Investigations
 

As a result of the routine reviews of unusual activity in NASDAQ
securities, during 1986 over 260 formal investigations were
conducted into possible violations of NASO and SEC rules regarding
trading practices and fraud. These investigations, which arenormally triggered by exceptional volume and/or price activity,
Include inquiries into possible Insider trading, price
manipulations, fictitious quotations, volume reporting errors,
propping the price Immediately prior to the close of. the market
 
(marking-the-close) as as
well various underwriting reviews.

Formal investigations 
involve in-depth trading analysis by the

analyst together with inquiries to registered persons, the issuer
 
and his affiliates, 
i.e. attorneys and accountants, and

occasionally visits 
are 	made to member firms to obtain additional
information and/or depose registered persons. Many of these 
investigations are forwarded to the SEC further reviewfor 	 into
the 	activities of non-member persons who are not within the NASD's
Jurisdiction. These referrals may encompass Insider trading,improper disclosure by the Issuer, price mnipulations and other
violations of the Federal Securities Laws. 

All alleged securities violations by mr firms and their
associates will be presented to the Market Surveillance Committee 
for final disposition. 
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Off-Board/Options Surveillance
 

The Off-Board/Options 
 group is concerned with the surveillance ofsecurities in the trade reporting environment, that is, transactions in listedsecurities traded over-the-counter. The unit monitors for compliance with the
various provisions to which trade reported securities are subject, namelySchedule 6 of the Association's By-Laws and the ITS/CAES Rules in the case oftransactions in listed securities. The group also monitors for compliance withArticle III, Section 33 and Appendix E of the Rules of Fair Practice withrespect to members' activities in conventional options and listed optionactivity by NASD members who are not also members of a particular options
exchange. 

SOES/NqS
 

The SOES/NHS area monitors member compliance with the Rules of the SmallOrder Execution System as well as compliance with the various provisions ofSchedule D of the By-Laws and SEC Rule 11Ac1-1. Of particular interest inSOES area Is monitoring automated exception reports 
the 

to insure that orders arenot broken up to circumvent the SOES execution limits and to insure thatprincipal trades are not entered into the system. Trade reporting focusesprimarily on the 90-second reporting requirement and insures that prints arereasonably related to the current market. 
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REAL-TIME STOCIVATCH REPORT (STXWCH)
 

This is a rial-tiste exception report vhich flags those stocks
and NASDAQ options where price activity exceed gross limitsastablisbad by Market Surveillan, *% 
NASDAQ stocks are monitored
via quote updates atfecting tha Inside bid pric, while trade

activity Is used to monitor NASDAQ/NMS and CQS equiey, as well as
NASDAQ option price movement. Prices are monitored for three
 
trends:
 

* High price trend
 
* Low price trend
 
* Intra-day price range movement
 

The report is operable during regular trading hours and
exception conditions a:e immediately transmitted to two "receive

only" 
 printers in Washington for subsequent revieo by a Market
Surveillance analyst. The parameters used for these tests are 
in 
Appendix A.
 

REPORT CONTENTS
 

Report 
 Type - Stockuotch reports are identified by the
 
mnemonic STKWCH.
 

Report Time - The time wheA 
th6 trade was reported as an
 
exception. The time will 
 be shown in standard
 
clock-time notation.
 

Date - Trade days date.
 

Type of Zssue - One 
 of the following codet Identifying the
 
type of security.
 

C - CQS Security
 
N - IASDAQ/NMS Security

0 - Option
 
Q - NASDAQ Security
 

Security/Option ID - The Identifier of the issue in the NASDAQ

system. CQS securities are identified by their five
 
character Identifier in NASDAQ instead of their
 
ticker symbol. Listed securities designated as
 
19c-3 securities should have an asterisk (M) shown
 
In the column immsdiately before the security

identifier.
 

MARKET SURVEILLANCE EXISTING FACILITIES
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Type of Break - The exception condition(s) codes as follows:
 
H - High Test exception
 
L - Low Test exception
 
- Price Range Test exception


H-R -
High Test and Price Range Test exceptions

L-1 -
Low Test and Price Ranga exceptions


For NASDAQ/NMS and CQS securities, a pound sign (I)

should be shown on 
the column immediately preceding

this field If the exception trade was reported with
 
a trade modifier or price override.
 

Previous Dayos Closing 
 Sale Price - The securtty or optionos

previous day's adjusted closing 
 sale price. This

field 
will contain the notation "NONp" if this price
is not available. For NASDAQ securities, this field
will continue to show the stock/option's previous

day's adjusted closing inside bid price.
 

High Sale Price (H) - The intra-day high sale price reported

In the stock/option a of the report time. 
 This

price will be the same as 
 the Low Sale Price if

trading on the 
 current day has not resulted in a

High/Low spread. 
 For NASDAQ securities this field
will continue to show the stock/option's intra-day

high inside bid.
 

Low' Sale Price (L) - The stock/option's intra-day low sale
 
price as of the repurt tAme. This price will be the
 same as the High 
Sale Price if trading on the
current day has 
 not resulted in a High/Low spread.

For NASDAQ securities, 
 this field will continue to

3how the stock/optionos intra-day low Inside bid.
 

MARKET SURVEILLANCE EXISTING FACILITIES
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REAL-TIME VOLUME WATCH REPORT (VOLWCH)
 

This real-time exception report is designated to detect
 
unusual volume in NASDAQ/NMS and listed stocks, as well as in
 
NASDAQ options. As trades are reported during regular reporting

hours, the cumulativa volume for the stock/option Is compared to

its normal volume 
 limits during the previous weeks. An unusually

high volume will cause a volume watch report to be made to Market
 
Surveillance. A routine review will be conducted upon receipt of
 
the message.


The parameters used for this report are In Appendix A.
 

REPORT CONTENTS
 

Report Type - Volume Watch Reports are identified by the 
mnemonic VOLWCH. 

Report Time - The time when the exception trade was reported 
to Market Surveillance. The time is a few seconds
 
after the trade report and Is shown in standard
 
HH:MM clock-time notation.
 

Date - The current dayos date in MM/DD/YY format.
 

Type of Issue - A code which denotes:
 
N - a NASDAQ/nUS security, or
 
C - a CQS security.
 

Security/Option ID - The 
one to five character Identifier of
 
the Issue. An asterisk (*) is shown before the
 
identifier of a 19c-3 security.
 

Type of Break - The code "VOL" denotes a Volume parameter

breake. A pound sign (f) shown before this code
 
identifien trades which were reported with a trade
 
modifier, price override or In a NO/WAS report.
 

Trade Size (V) - The number of shares/contracts reported by
the exception trade report. 

Total Volume (T) - The day°s total dhares/contracts reported
for the security/option as of the report time. For 
CQS securities, this total Is the third market total 
shares which Is adjusted for cancel, error and
 
NO/WAS trade reports.
 

( 
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Previous Dayos Total 
 Volume (T) 
- The total volume used in
determining the current 
 day's critical volume for
 
the securicy/option.
 

MARKET SURVEILLANCE EXISTING FACILITIES
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EQUITY VOLUAE FACTOR TABLE
 

Total Share 
 Volume Factor
Volume Level 
 Volume (Variable) 
 (Variable) *
 

Low 
 1 - 25,000 
 2.3

Medium 25,001 - 50,000 
 2.2
High 
 50,001 - 100,000 2.1
Very High 100,001 - Over 2.0
 

* The values of these parameters were changed in January 1985 
from 1.9, 1.8, 1.7 and 1.6 respectively. 

OPTIONS VOLUME FACTOR TABLE
 

Volume 
 Current Day Contract Options Volume
Contract Level 
 Volume (Variable) 
 Factor (Variable)
 

Low 
 251 - 500 
 3.2
Medium 
 501 - 1000 

High 3.1
 

1001 - Over 
 3.0
 

N
 



NASD BOARD OF GOVERNORS POLICY STATEMENT ON 

MARKET CLOSINGS 

September 20, 1988 

The Board of Governors of the National Association of Securities Dealers, Inc. has 

carefully considered the numerous proposals resulting from the October 1987 market break 

including the Report of the NASD Committee on the Quality of Markets and the "circuit 

breaker" proposal recommended by the President's Working Group on Financial Markets. The 

Working Group proposal recommends that all U.S. markets for equity and equity-related 

products, i.e., stocks, individual stock options, and stock index options and futures, halt trading 

for one hour if the Dow Jones Industrial Average ("DJIA") declines 250 points from its previous 

day's closing level and for two hours if the DJIA declines 400 points. The proposal also 

recommends specific reopening procedures and consistent index futures price limit requirements. 

Having reviewed these numerous proposals, the Board of Governors has adopted this Statement 

of Poli.,-

The Board notes that while progress has been made by the markets in areas involving 

systems capacity, margin requirements and information sharing, a number of recommendations 

from the various proposals unfortunately have not yet been either fully considered or actively 

pursued. The Board believes that market closings are not the answer to the potential danger of 

precipitous declines in market prices and that it is more important to aggressively pursue other 

initiatives. Among these are: 

1. 	 Congress should vest regulatory authority for all equity derivative instruments in 

the Securities and Exchange Commission. 

!\ 
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2. 	 Congress should give the Securities and Exchange Commission authority to 

oversee the establishment of initial or maintenance margin requirements by self

regulatory organizations for all equity instruments. Relative margin levels for 

equities and equity derivative instruments should be consistent across all market 

places. 

3. 	 The activities of clearing and settlement systems should be coordinated across 

market places to reduce financial risk for all participants. Clearing and settlement 

facilities for all equity derivative instruments should be unified or linked as in the 

options and securities markets. 

4. 	 An intermarket self-regulatory coordinating policy group (with subgroups) 

composed of persons at the senior management level of all self-regulatory 

organizations should be established to plan, communicate and coordinate with 

each other in the surveillance, financial, operational and technology areas and, 

acting with federal regulators, to formulate contingency plans for market 

emergencies. 

5. 	 To the extent that legislation is needed to accomplish any of these objectives, 

Congress should be urged by all securities industry organizations to act promptly. 

We believe implementation of these recommendations would provide a more permanent 

and appropriate response to the events of October 1987 than would market closings based upon 

arbitrary formulae. They should be adopted expeditiously. Because sufficient progress on all 

of these matters has not yet occurred, the Board recognizes the need to consider the Working 

Group's proposal on "circuit breakers" as an interim step. 

1\
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The Board strongly believes that the nation's securities markets should remain open and 

operating during normal market hours whenever possible. The Board is opposed in principle 

to the implementation of "circuit breakers" that mandate market closings on the basis of arbitrary 

formulae. The Board supports the current practice whereby individual markets determine, after 

coordination with other markets and federal regulators, whether to close based on the character 

of a particular emergency situation. 

The Board of Governors acknowledges that the risks imposed on any single market 

remaining open while all other U.S. markets have halted trading because of extraordinary price 

movements could be unacceptable. The Board therefore has determined that, at times when 

other major securities markets initiate market-wide trading halts in response to extraordinary 

market conditions, the NASD will, upon request from the Securities and Exchange Commission, 

act to halt domestic trading in all securities quoted in the NASDAQ system and domestic trading 

in equity or equity-related securities in the over-the-counter market. 

This Policy Statement on Market Closings shall be effective until December 31, 1993 

unless modified or extended prior thereto by the Board of Governors. 
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CIVIL 11SIDER TRADING PENALTIES 

The InsiderTradingSanctionsAct of 1984 


In 1984, the Exchange Act was amended to authorize the Coinmission to seek 
civil penalties for violations involving insider trading through the enactment of 
the Insider Trading Sanctions Act of 1984 (ITSA)." ° ITSA authorizes the 
Commission to seek, and a court to impose, acivil penalty upon any person who
violates the Exchange Act by purchasing or selling a security while in possession 
of material non-public information.t Persons who aid and abet insider trading
violations by tipping material non-public information, even though they did not 
trade in the securities, are also subject to penalties pursuant to ITSA.3 

Through ITSA, Congress authorized the Commission to seek civil penalties 
of up to three times the profit gained or loss avoided.3" ITSA defines profit
gained or loss avoided as the difference between the purchase or sale price of the 
security and the value of that security as measured by its trading price a 

4reasonable period after public dissemination of the non-public information. 33

The district court is to determine the amount of this penalty in ligh! of the facts 
33 and circumstances of the case. ' The Commission must bring actions for civil 

penalties within five years of the date of the purchase or sale and the moneys
realized from such actions are to be paid into the United States Treasury.336  

The legislation explicitly provides that Commission authorization to seek civil 
penalties is in addition to existing remedies. 3 37 Thus, a person who engages in 
irsider trading in violation of the Exchange Act and the rules thereunder is 
subject to a civil penalty as well as an injunction and disgorgement.33 

As originally enacted, ITSA contained several limitations on liability. First, 
ITSA provided that no person would be subject to civil penalties solely because 
he aided and abetted a violation in a manner other than by tipping33 Thus, a 
broker-dealer who executed a trade was not subject to liability under ITSA.34 ° 

Second, ITSA provided that the Commission was precluded from utilizing
section 20(a) of the Exchange Act, which provides for liability of controlling 

330. Pul. L. No. 98-376, 98 Stat. 1264 [hereinafter ITSAI. The legislation also increased the 
maximum criminal fine established under ; 32(a) of the Exchange Act, 15 U.S.C A. § 78ff (West 
Supp. 1991), from 510,000 to $100,000. Id. 1 3. 

331. Id. 2. 
332. Id. 
333. Id 
334. Id. 

335. Id. 
336. Id. 
337. Id. 

338. See H.R. Rep. No. 355, 98th Cong., 2d Sess. 8,reprinted in1984 U.S. Code Cong. & 

Admin. News 2274, 2281. 
339. ITSA 5 2. 
340. See H.R. Rep. No. 355, supra note 338, at 2283. The broker-dealer could still be subject to

existing administrative and equitable remedies as well as injunctive actions ifhe was on notice of the 
violation. Id. 

SEC's Enforcement Weapons 

34 tpersons. Finally, ITSA expressly rejected a rcspondeat superior theot, 
liability by providing that no person would be liable for a civil penalty solely by 
reason of employing another person who was liable for a civil penalty. " 2 

The nsider Trading and Securities Fraud Enforcement Act 
of 1988 

In the wake of "serious episodes of abusive and illegal practices" on Wall 
Street, 3" Congress determined to strengthen ITSA by enacting the Insider 

"Trading and Securities Fraud Enforcement Act of 1988 (ITSFEA). Recog
nizing the lack of resources available to the Commission, Congress designed
ITSFEA to provide for an institutional response to the problem of insider 
trading. 35 Specifically, the legislation provides for: (I) increased criminal penal
ties;3 6 (2) the initiation of a bounty program to aid the Commission in detecting 
violations;34 7 (3) the enactment of section 15(f) of the Exchange Act and section 
204A of the Advisers Act to require broker-dealers and investment advisers to 
establish and enforce policies reasonably designed to preven: misuse of inside 
information;45 (4) the enactment of section 20A of the Exchange Act to codify a 
private right of action for contemporaneous traders;39 (5) enhanced Commis
sion authority to cooperate with foreign governmental authorities in the investi
gation of international securities law violations;3" (6) authorization for the 
Commission to undertake a study of the adequacy of the present securities 
laws;3t and, perhaps most significantly, (7) expansion of the scope of civil 
penalties under ITSA to include controlling persons who fail to t;ke adequate 
st-ps to prevent insider trading.35 2 

Under ITSFEA, the Commission may now seek civil penalties against 
persons who, at the time of a violation, directly or indirectly controlled the 
person who committed the violation.53 In order for the Commission to impose 
such liability, however, it must establish that the controlling person: (I) knew or 
recklessly disregarded the fact that the controlled person was likely to engage in 
the violative acts and failed to take appropriate steps to prevent the acts; or (2) 
knowingly or recklessly failed to establish, maintain, or enforce policies required 

341. ITSA J 2. 
342. Id.; see iIR.Rep. No. 355. supro note 338, at 2282. 
343. See I.R. Rep. No. 910, I10th Cong., 2d Sess. 7, reprinfed in 1988 U.S. Code Cong. & 

Admin. News 6043, 6044. 
344. Pub. L. No. 100-704, 102 Stat. 4677 [hereinafter ITSFEAI. 
345. .R. Rep. No. 910, tupra note 343, at 6051-52. 
346. ITSFEA 1 4. 
347. Id. 5 3(e); see Exchange Art 1 21Ate). 15 U.S.C.A. ; 78u-l(e)(West Supp. 1991). 
348. ITSFEA5 3(b); see 15 U.S.C.A. ; 78o()(West Supp. 1991); 15 U.S.C.A. I 80b-4a (West

Supp. 1991). 
349. ITSFEA 5 5; see 15 U.S.C.A. ; 78t-1(West Supp 1991). 
350. ITSFEA 56. 
351. Id. 5 7. 
352. Id. 13; see Exchange Act5 2lA(b), 15 U.S CA. 578u-I(b) (West Supp. 1991). 
353. Id.5 3; see Exchange ActS 21A(a), 15 U.S.C.A. 5 78u-I(aXIXB)(West Supp. 1991). 

http:violation.53
http:trading.35
http:disgorgement.33
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under section I5(I) of the Exchange Act or section 204A of the Advisers Act and 
this failure substantially contributed to or permitted the occurrence of the 

3 4
%violative acts.

ITSFEA provides that a person will not be subject to a civil penalty solely by 
reason of employi-ig a person who is subject to a penalty.'" Similarly, 
ITSFEA's civil penalty provisions do not apply to violations of section 20(a) of 
the Exchange Aci concerning controlling person liability."' A person who, at 
the time of the violation, directly or indirectly controls a person who engages in 
an insider trading violation is subject to a penalty that may not exceed the 
greater of three times the profit gained or loss avoided or $1,000,000.11 7 The 
legislation further provides that, if the controlled person's violation involved the 
communication of material non-public information (i.e. tipping), the profit 
gained or loss avoided for purposes of calculating the penalty is limited to the 
profit gained or I.,ss avoided by th-.person or persons to whom the controlled 
person directed such communication."' 

Other Civil Money Penalties 

The Exchange Act contains two additional civil penalty provisions. First, the 
Commission may seel civil money penalties of up to $10,000 against an issuer, 
and certain persons acting on behalf of an issuer, who violate section 30A(a) of 
the Exchange Act, the foreign payments provisions of the Foreign Corrupt 
Practices Act." 9 

Second, section 32(b) of the Exchange Act authorizes penalties of $100 per 
day for each day an issuer fails to file certain required periodic or supplemental

° reports.) It appears, however, that Section 32(b) has been used to impose a 
penalty in only one case."6 
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