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September 1, 1996

Mr. D. R. Mehta

Chairman

Securities and Exchange Board of India
Mittal Court, B Wing

Nariman Point, Mumbai 400 021.

Dear Mr. Mehta,

Re:  Orientation program for SEBI Senior Executive Director on the U.S.
Regulatory and Registration Model for Retail Market Intermediaries.

At your request and as a part of our contract with the US AID, Mr. Tom Keyes and
Mr. Paul Litteau, consultants to Price Waterhouse Capital Markets, developed and
conducted an orientation program for Mr. O. P. Gahrotra, Senior Executive
Director, SEBI. The program lasted from May 13, 1996 to May 15, 1996.

Purpose of Activity

The purpose of the program which included meetings with various broker dealers
and regulators, was to provide information about the U.S. model for regulation and
registration of Retail Capital Market Intermediaries, from which a regulatory and
registration system for the Indian Brokers and Sub-brokers can be suggested.

Activities Undertaken

Sessions were scheduled with various types of broker dealer firms i.e.
"independent contractors”, "fully disclosed" or "introducing broker dealers" and
clearing broker dealers to help identify the functioning, duties, risk and exposure,
and relative power of each type of broker dealer. Sessions were also arranged with

the Chicago office of the NASD and the Chicago Stock Exchange.
Findings and Recommendations

a. Broker dealer arrangements

American Investment Services, an independent contractor, and one of the many
"hat rack" broker dealer firms offering services to financial professionals wishing
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access to the financial markets, were met with. The firm provides the capital,
record keeping, trading and settlement while the registered person provides the
sales and supports the physical office. Each has a responsibility to supervise, but
the "hat rack" broker dealer is required to supervise the activities of the financial
professional. The discussion focused on the balance of power between the
financial professional and the "hat rack" firm.

John Dawson and Associates were met as an example of an introducing or fully
disclosed firm. This firm clears through Bear Stearns for their retail clients. The
relationship between Dawson and Bear Stearns, the client confirms and client
record keeping functions of Bear Stearns and Dawson and the reason Dawson does
not fear the pirating of Dawson accounts by Bear Stearns, were discussed.

Representatives of Mesirow Financial discussed various arrangements. Mesirow is
a large Midwest provider of services to financial professionals, with their own
corporate finance and origination departments, trading departments, and client
servicing departments, in addition to providing services to independent contractors,
fully disclosed firms and omnibus firms. The discussion included Mesirow's due
diligence before entering into arrangements with other financial professionals, the
contracts that are required by the NYSE as a result of Mesirow's membership on
that exchange, how contacts between various service providers are usually very
similar, the duties of an omnibus firm, and how one broker dealer may have
different arrangements for different products.

In addition, NASDAQ trading was observed at Mesirow. The contract of Mesirow
for fully disclosed broker dealers is enclosed with this document as Attachment A
and Mesirow contract for omnibus broker dealers is attached as attachment B.

Robert B. Cihlar, Sr. of Rosenthal Collins Group, L.P. discussed derivatives
operations and supervision in anticipation of the Indian entry into the derivatives
market with the NSE's index future.

b. Broker dealer regulation

Jim Moran, the Assistant Director of the Chicago NASD District gave Mr.
Gahrotra a tour of the Chicago NASD offices and discussed the relationship of the
NASD to the SEC, and the supervision of the District's broker dealers. Mr. Moran
spoke of the annual planning session of the SEC and NASD that determined the
emphasis of the examinations to be conducted in the year to come. He also spoke
of the examiner's training, compensation and retention, the time line of firm's
examinations, administrative procedures, sanctions and the time line from
discovery in an examination to imposition. The NASD notices on supervision are
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enclosed as Attachment C.

The discussions provided information about the designated examining authority
status where one broker dealer has a primary examining authority, and the double
function of the SEC examinations, their own regulatory functions, like insider
trading rules, and the oversight of the SRO examinations. The SIA presentation on
the business relationship of introducing and carrying broker is enclosed as
attachment D. Mr. Moran showed Mr. Gahrotra two of several examination
modules the NASD use a guides in their broker dealer examination. He was able to
observe the degree of detail included in examination modules.

Mr. Moran also demonstrated the computer tracking of the monthly and quarterly
broker dealer financial filing, discussed the limits on oversight and emphasized the
importance of information sharing between SRO's and other regulatory bodies. The
NASD rules of fair practice and brochure are enclosed as attachment E.

C. Securities validity, custody and collateral and broker dealer
financing

To provide information about the securities lending that is necessary to the
functioning of the options market, Alden Jorden of Northern Trust guided us
through some of Northern Trust's securities lending operation. Information
included not only the matching and delivery of collateral and the use of a third
party to provide the holding function, but the use of securities lending in financing
broker dealer operations.

Applicabilitv to India securities markets

The balance of power between the introducing broker and the independent
contractor and their clearing firms is inherent in the way the markets are structured
and function. The legitimacy of the introducing broker and the independent
contractor, the contracts under which all parties function, and the need to keep
business flowing through the system all help to balance the power between the
parties.

The resulting balance allows the retail contact (independent contractor or
introducing broker or the Indian sub broker), to be of genuine assistance to their
clients in resolving the every day problems of securities industry clients. This
balance of power is not available if registration and recognition to all sections of
intermediaries is not provided, and that also leads to lack of investor protection and
also a limited ability of the intermediary to protect his customers.
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Some of the Indian Sub brokers will be able to enter the system through the current
regulatory system, while the regulatory structure may require some adapting for
most of the Sub brokers to become part of the system.

Next steps

The U.S. model of an independent self regulatory organization for registration and
regulation of retail market intermediaries has relevante to India and our
suggestions for the Indian markets include the development of a separate self
supporting self regulatory organization for current Sub brokers, perhaps with an
affiliation with exchanges similar to the NASDAQ or NASD-R structure in the
USA.

Each Indian market participant must qualify and register with one of the system's
parts. If a Sub broker cannot organize the resources to register as a separate entity,
then that Sub broker must register through a registered entity.

The change in the regulatory framework will require a comprehensive
understanding of the current design and the risk and exposure to exchanges,
brokers, sub brokers, investors and regulators.

For the success of this project the participation and cooperation of your
management and staff is essential. We would like to thank you and your colleagues
at SEBI for the time, courtesy and cooperation extended to us during the course of
this project.

Please get in touch with us at the FIRE project for any clarifications or further
information you may require.

Thanking you,
Yours sincerely,

. Al

W. Dennis Grubb
Principal Consultant
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Attachment A.

Mesirow's contract for fully disclosed broker
dealers



FULLY DISCLOSED CLEARING AGREEMENT

THIS AGREEMENT is made and entereq into this day of 19 by and
between MESIROW FINANCIAL. INC.. a DJelaware corporation ("MFI"), and
"CORRESPONDENT". a

RECITALS

WHEREAS, MFI offers certain cleanng, execution and related services for transactions in securities (which

term, for purposes of this Agreement, shall inciude but not be limited to options on secuyrities or stock
indices); and

WHEREAS. . CORRESPONDENT desires 10 introauce accounts (‘Introduced Accounts’) on behalf of its
customers ("Customers’) to MF! on a fully-aisciosed basis and to obtain sucn services from MFI: and

WHEREAS. MF1 is willing to provide such services solely as agent for, and pursuant to instructions given
in accordance with this Agreement from, CORRESPONDENT:

NOW, THEREFORE. in consideration of the premises. and the mutual covenants and agreements hereinafter
set forth. MFl and CORRESPONDENT agree as follows:

AGREEMENT
1. Representations and Warranties of CORRESPONDENT.
(a) Legat Compliance. CORRESPONDENT represents and warrants to MFI that:

() CCRRESPONDENT is and at all times auring the term of this Agreement shall remain
auly registered with the Securities ana Exchange Commission {"SEC™ as a broker-
aeaier under Section 15 of the Securtties Exchange Act of 1934 and is and shall
remain licensed and in good standing as a broker-dealer under applicable state
securities laws.

(i) ~CORRESPONDENT is and at all times during the term of this Agreement shall remain
a member in gooa standing of the National Association of Securities Dealers. Inc.
("NASD").

(iii) CORRESPONDENT has and at all times during the term of this Agreement shall
continue to have all requisite authority, whether arising under applicable federal or
state laws. rules and regulations or the rules and regulations of any securities
exchange to which CORRESPONDENT is subject, and has taken and shall continue
to take all requisite action to enter into this Agreement and to retain the services of
MFI in accordance with the terms hereof.

(ivy CORRESPONDENT is and at all times during the term of this Agreement shall remain

in compliance with the capital, financial reporting and other requirements of every
securities exchange and securities clearing agency of which CORRESPONDENT is
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3 memper. and t0 the extent reguired, with the capdal. financial reparting and ather
requirements of the SEC ana of every state and other regulatory authority to which
it is subject.

(v) CORRESPONDENT is and at all times during the term of this Agreement shall remain
familiar with MF1’s clearing procedures. and shall abide by such procedures as may
be in eifect now and in the future in respect of the introduced Accounts.

(vii, ~CCORRESPONDENT acknowiedges and agrees that for purposes of the Securities
investor Protection Act ('SIPC") ana the SEC's customer protection rules.
CORRESPONDENT'S Customers shali be deemea Customers of MFl and not of
CORRPESPONDNENT.

(b)  Notice of Non-Compliance. CCRRESPONDENT shall promptly notify MF1 if any of the
foregoing representations ana warranties shall no ionger be true and correct in all
respects.

Representations and Warranties of MFl. MFI represents and warrants to CORRESPONDENT
that:

(i) MFiis and at all times during the term of this Agreement shall remain duly registered
with the SEC as a broker-dealer under Section 15 of the Securities Exchange Act of
1934 and is and shall remain licensed ana in good standing as a broker-dealer under
applicable state securities laws.

(ii) MF1 is and at all times during the term of this Agreement shail remain a member in
good standing of the NASD.

(iii) MFi has and at all times during the term of this Agreement shail continue to have ali
requisite authority, whether arising under applicable federal or state laws, rules and
regulations or the rules and reguiations of any securties exchange to which MFI is
subject, and has taken and shall continue to take all requisite action to enter into this
Agreement and to perform its services in accordance with the terms hereof.

(ivi  MFiis and at all times during the term of this Agreement shail remain in compliance
with the capital and financial reporting requirements of every securities exchange and
securities ciearing agency of which MF! is a member. and to the extent required. with
the capital and financial reporting and other requirements of the SEC and of every
state and other reguiatory authority to which it is subject.

(V) MF1 acknowiedges and agrees that for purposes of the Securities investor Protection
Act and the SEC's customer protection rutes, CORRESPONDENT's Customers shail
be deemed Customers of MFI and not of CORRESPONDENT.

Services of MFI.

Services to be Performed by MFI With Respect to Introduced Accounts. Subject to the

pravisions of Sections 3(b) and 3(c) beiow, MFI shali perform the following services, as agent
for CORRESPONDENT on a fully-disclosed basis. with respect to the introduced Accounts:

I
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M Execution of orders for CCRRESPONDENT's Customers in accordance with MFI's
written execution procedures; provided, however, that execution of orders for OTC
securities shall be provided only on a best efforts basis and shall otherwise be
subject to the limitations soectfied in Section 3(e)(i) below.

{ii) Unless CORRESPONDENT elects and MFi consents to CORRESPONDENT'S election
:0 handle the mailing of contirmations oy initialing the space provided below or by
delivering written notice oi election to MF1 at a later date, preparation and mauing of
confirmations to CCRRESPONDENT's Customers, with a duplicate of each
confirmation simuitaneousiy sent to CORRESPONDENT. which confirmations wiil be
on MFI forms with CORRESPONDENT'S name and address on top and bear a state-
ment that the order was ‘cleared through MFI" (it being understood MFI reserves the
right to decline to hanale the biling for new issue underwriting in which
CORRESPONDENT serves as managing underwriter).

CORRESPONDENT ELECTS TO HANDLE ITS OWN MAILING OF CONFIRMATIONS
TO CORRESPONDENT'S CUSTOMERS FROM DATA SUPPLIED BY MFL.

{Please initial)

(iii) Preparation and mailing of monthly or quarterly statements, as may be approoriate,
to CORRESPONDENT's Customers. with a duplicate of each statement
simuitaneously sent to CCRRESPONDENT.

(iv)  Settlement of open contracts and transactions in securities for introduced Accounts.

(v} Handling of proxy materials with respect to securities held by MFi for
CORRESPONDENT's Customers in compliance with the applicable rules and
regulations of every securities exchange or other reguiatory organization to which
MF1 is subject.

(viy  Periormance of ail cashiering functions for the introduced Accounts (other than those
functions described in clause (A) and/or (B) below if CORRESPONDENT elects and
MF! consents to CORRESPONDENT'S election to perform those functions itseif by
initialing-the space provided below or by delivering written notice of election to MFI
at a later date), inciuding but not limited to:

(A)  receipt and delivery of securities purchased. sold, borrowed and loaned:

(B) receipt and transmittal of payments for securities purchased. soid,
borrowed or loaned:

(C)  handling of margin accounts including extension of credit, charging of
interest, collection of additional margin, and re-hypothecation and lending
of Customer securities, all in conformity with the requirements of
Reguiation T of the Board of Governors of the Federal Reserve System;

(D)  collection of. and crediting of Introduced Accounts with, dividends and
interest;
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tE)  processing of exchange offers, rights offers and tender offers, and
conversion of convertibie bonds and convertibla stock, but only insofar as
instructions for such items are transmitted by CORRESPONDENT to MFI;

(F maintenance of required books and records in accordance with the
provisions of SEC Rule 17{A)}(3) and (4} and all other applicable laws.
rutes and reguiations; and

{G) making the quarterly securtties examinations, counts, verfications and
comparisons required by SEC Rule 173-13.

(vii)  ‘Nith respect to introduced Accounts that are margin accounts:
(A)  natification of CORRESPONDENT when margin calls are made; and

(8) maintenance of daily records of required margin and ather information
specified by New York Stock Exchange ("NYSE") Rule 432(a) and ali other
applicable ruies and regulations covenng margin transactions of the
NASD. the SEC. the Board of Governors of the Federal Reserve System
and other securities exchanges.

All transactions under this Agreement shail be subject to MFI's house rules and policies applicable
to its correspondent broker/dealers generally, including without limitation, credit poiicies, house

margin requirements, margin interest rates, and policies regarding concentration of positions in thinly-
traced securities.

(b) Right to Decline to Perform_Services With Respect to Particular Introduced
Accounts. MFI may, in its soie discretion, after giving reasonable prior notice to
CORRESPONDENT, refuse to open an introduced Account for a specific Customer,;
close an Introduced Account already opened; refuse to confirm and/or cancel a
confirmation; reject a delivery or receipt of securities or money; or refuse to execute any
trade for any Introduced Account. The exercise by MF! of any of the foregoing rights
with respect to any Customer shail not be deemed to confer upon MFI any of the
responsibilities of CORRESPONDENT set forth in Section 4 below. inciuding without
limnation the auties set forth in Section 4(¢c).

(c) Use of Service Bureaus. MF! may in its sole discretion. after giving reasonable prior
notice to CORRESPONDENT, retain one or more independent data processing service
bureaus to perform any of MFI's services under this Agreement (other than as specified
in Section 3(a)(i)) and 3(a)(vi) above). MFI shall not be respcnsible for any losses,
damages. liability or expenses incurred by or claims made by CORRESPONDENT or its
Customers arising from the failure of any such service bureau to perform such services
accurately, in accordance with specifications or within the customary time periods.
MF!'s only obligation will be to cause any such service bureau to correct any processing
errors and to deliver any overdue work as soon as reasonably practicable. In no event
shall MF1 be responsible for indirect or consequential damages caused by any act or
omission of any such service bureau.

{d) Access to Information. MFi will afford access to its books and records pertaining to
the Introduced Accounts by:

(iy Authorized officers or representatives of CORRESPONDENT.
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i) Any governmental agency. exchange or association having regulatory jurisgiction
aver the atfairs of CORRESPONDENT.

{iii) Any firm of independent public accountants conducting an audit of the financial
statements of CORRESPONDENT and its operations and affairs.

MFI will exercise reasonable care to prevent access by unauthorized persons to information reiating
to CORRESPONDENT, its Customers and the introduced Accounts and wiil hold confidential, except
as otherwise provided above or as required by valid court or administrative process, any such
information not otherwise publicly available.

{e) Reporting of Financial information. MFI will supply Correspondent unaudited semi-
annual and audited annual financial statements.

3] Services Not to be Performed by MFl. Uniess otherwise expressly agreed in writing,
MFi shall be responsible oniy for those services described in Section 3(a) above.
Without limiting the foregoing, MF! shall not provide nor be responsible for providing any
of the following services:

(i)  Accounting, bookkeeping or record keeping or any other services with respect to
commaodity transactions, foreign currency transactions or any transactions other than
a transaction in securities for which a recognized public market exists, or monitoring
ooen orders on OTC securtties.

(ii) Preparation of CORRESPONDENT's payroil records or financial statements or of any
analysis thereof.

(iii) Preparation or issuance of checks in payment or CORRESPONDENT's expenses,
other than expenses incurred by MF! on behaif of CORRESPONDENT pursuant to
this Agreement. .

(ivi  Sayment of commissions to account executives for CORRESPONDENT.

(v} \aking of reports to the SEC, any state securities commission. any securities
sxcnange, the NASD or any other seif-requlatory organization to which
"CURRESPONDENT is subject: provided, however. that MF1 will. at the request of
CORRESPONDENT. furmsh CORRESPONDENT any information and data contained
'n records kept by MFI necessary to enable CORRESPONDENT to make such
reports.

(vij  Rendering investment advice, suggesting investment products, reviewing investment
objectives or providing investment counseling to any of the Customers of
CORRESPONDENT. which matters shall be the sole and exciusive responsibility of
CORRESPONDENT, and with respect to which matters MFl shall not have any
responsibility or liability.

(viil)  Performing any of the responsibilities of CORRESPONDENT set forth in Section 4
below.

4, Responsibilities ot Correspondent.

(a) Documentation for introduced Accounts. CORRESPONDENT shall be responsible for:
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(i) Sreparing 2 new account input form. reasonably acceptable to MFI, for use with each
of CORRESPONDENT'S Customers pertaining to the Customer's Introduced
Accounts;

(ii) Prior to requesting MFI to perform services with respect to any Introduced Account
for a Customer:

(A)  obtaining such financial and other information regarding the Customer. in
sucn form. as MFI may reasonably require: and

(BY furnishing to the Customer, in form and supbstance reasonably satisfactory
to MFi, written disclosure of the existencs of this Agreement, the agency
relationship between MFI and CORRESPONDENT hersunder, and the
limitations on MFI's responsibilitles and liability hereunder.

(iiiy ~ For any Introduced Account that is a margin account:

(A)  obtaining and furmnishing to MFI a fully executed customer's margin
agreement and consent to loan of securities in form provided by MF1 (it
being understood that any transaction for. a Customer will be considered

a cash transaction until such time the agreement has been furnished to
MF1); and

(B) senaing to the Customer, at the time the margin account is opened, a
written statement in compliance with Ruie 10b-16 under the Securities and
Exchange Act of 1934,

(ivi  Solong as MFl is performing services hereunder with respect to any introduced
Account for a Customer:

(A)  keeping current with respect to any information regarding the Customer
obtained pursuant to Section 4(a)(ii) above: and

(8) keeping MF! informed of any changes in such information that may affect
MFl's performance of services hereunder, including without limitation,
Customer address changes.

(b) Maintenance of and Access to information. CORRESPONDENT shall maintain in its
files all documents and information obtained pursuant to Section 4(a)(il), (iii} and (iv)
above and shall, upon request. furnish copies of any such documents and information
to, and permit inspection of any such documents or information by, MF1 or its designee.

(c) Conduct of Customer Accounts. CORRESPONDENT acknowledges and agrees that
it has sole responsibility for “knowing the customer” and determining the "suitability” on
all investments and transactions for its Customers in accordance with the requirements
of NYSE Rule 405 and any comparable requirements of any other applicable exchange
or self-regulatory organization. Without limiting the generality of the foregoing,
CORRESPONDENT shall be responsible for:

(i) Using due diligence to leamn the essential facts relative to every Customer, every
Introduced Account (whether a cash or margin account), every order for an
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(if)

(iif)

(e)

‘@)

(h)

(i)

introduced Account and every person holding a power of attorney over any
Introducedg Account.

Diligéntly reviewing and supervising the handling of Introduced Accounts, including
discretionary accounts, by CORRESPONDENT's registered representatives.

Ascertaining that persons entenng orders and issuing instructions ‘O
CCRRESPONDENT or MF1 with respect to Introducea Accounts do so upon proper
authorty.

Cbtaining required approvais for, and hanaiing and supervising, Introduced Accounts
‘or employees or officers of exchange or NASD members, seif-regulatory
organizations and other financiai institutions except empioyees, agents or officers of
MFL.

Placing of Orders. Orders for an Introduced Account snall be placed by
CORRESPONDENT only with MFI unless CORRESPONDENT gives MFI prior notice of
CORRESPONDENT'S intention to place orders with a third party and MFi consents.

Restricted Securities. CORRESPONDENT shall comply with all rutes and regulations
reiating to the sate of "control* or "restricted” securities under SEC Rules 144 and Rule
144A and any successor rules and regulations.

Notification of Discrepancies. CCRRESPONDENT shail, upon receipt of Customers’
monthly and quarterly statements, examine the same and promptly notify MF! of any
errors or discrepancies which it discovers as a resuit of such examination and shail
promptly bring to the attention of MFl any errors in such confirmations or monthly
statements claimed by any Customer.

Delivery of Money and Securities. CORRESPONDENT agrees to cause its Customers
to deiiver directly to MFI all funds and securities relating to the introduced Accounts.
Ccncurrently with the delivery of such funas or securtties to MFi. CORRESPONDENT
wiil furnish MFI sucn information as may be relevant or necessary to enable MFI
promotly to record receipt of such funas and securties in the proper Introduced
Accounts.

Financial Responsibility for Customers. CORRESPONDENT shall be responsible to
MF1 for unpaid debits in Introduced Accounts not fully covered by coilateral and for any
loss sustained by MFI if any Customer of CORRESPONDENT fails to make payment for
securities purchased or to meet any initial margin cail or margin maintenance call
(coilectively referred to as ‘Unpaid Customer Obligations™).

Use of MFI's Name. CORRESPONDENT shall submit to MF! for written approval in

advance of use all advertising, signs, brochures or other sales promotion materiais, in
whatever form (coilectively, “sales materials) that use the name MESIROW FINANCIAL,
INC.. any variation or abbreviation of MESIROW FINANCIAL INC., or any other
corporate or trade name now or hereinafter used by MFi. MF! reserves the right to
change the name under which it conducts its clearing business. and CORRESPONDENT
agrees to begin using such changed name in all sales materiais within such time period
as MF! may reasonably reqguire.

;‘*e' .
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‘D Contidentiality. CCRRESPONDENT wiil hold confidential, except as otherwisa required
by vaiid court or agministrative process, any information not otherwise publicly avaidable
regarding MF! and its business and affairs that CORRESPONDENT may acquire as a
resuit of this Agreement.

(k) Reporting of Financial Information. CORRESPONDENT wiil promptly supply copies
of the following:

() Concurrenuy with filing:

(A} Any FOCUS or other financial reports required to be filed with the SEC.
the NASD or any securities exchange of which it is a member;

(B)  Any filing with the SEC, the NASD, any securities exchange or any state
agency providing notice of non-compiiance with applicable capital and/or
financial requirements; and

{C} Any amendment to its Form BD.
(i) Within 10 days after issuance or receipt:
(A)  acopy of its audited annual financial statement; and

(B) any order cr decree issued by the SEC, the NASD, any securities
exchange or any state agency imposing a material sanction on
CCRRESPONDENT or any of its officers or empioyees (involving a
moenetary fine equal to or greater than $15.000. a suspension of or
expuision from membership, and/or a suspension or revocation of any
registration or license.

() Handiing of Customer Inquiries and Compiaints. CORRESPONDENT shall be
responsible for the receipt and initial review of Customer inquiries and compiaints
reilating to Introauced Accounts. |If the inquiry or complaint relates to services rendered
by MF! under this Agreement. CORRESPONDENT shall direct the inquiry or complaint
to MFI's compiiance department for resoiution, and MF! shaill send a written notice of
such resolution to CGRRESPONDENT. If the inquiry or complaint reiates to
responsibilities of CORRESPONDENT under this Agreement, CORRESPONDENT shall
resolve the inquiry or complaint and, if such inquiry or compiaint also relates to MFi,
sena written notice of such resoiution to MFI.

(m) Handling ot Other instructions, inquiries and Complaints. Each party shall promptly

transmit to the other upon receipt all instructions, orders. requests or complaints from
regulatory bodies (including without limitation the SEC, NASD or any applicable
securities exchange) which are not solely reiated to the performance by the receiving
party of its services or responsibilities hereunder. The parties shall cooperate with one
another in responding to such instructions, orders or requests or in resolving such
compiaints.

6. Compensation; Settlement Account; Risk Deposit Account; Reserve for Bad Debt Account.

(a) Compensation_to MFI. To compensate MFl for services performed under this
Agreement, CORRESPONDENT shall pay to MF! the fees for maintenance of the
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{b)

(c)

d

Introduced Accounts and for transactions in the Introduced Accounts, inciuding the
mimmum aggregate fee per annum, set farth in Exhibit A hereto. it is understood that
MFI may change such fees at any time upon 45 business days pnor notice to
CORRESPONDENT: provided, however, that changes to the minimum aggregate fee per
annum shall be effective only on an anniversary date of this Agreement. Fees shall be
paid to MF1 as provided in Section 6(b) below.

Settlement Account. MF! shail maintain on its books a settlement account for
CORRESPONDENT ("Setttement Account*) which shall be:

credited, promptly upon receipt, with all commissions due CORRESPONDENT from
its Customers and any other amounts coilected by MFi upon CORRESPONDENT's
behaif, less any amounts credited to the Reserve for Bad Debt Account maintained
pursuant to Section 6(f) below;

charged with the amount of any distributions to CORRESPONDENT (including
advances made pursuant to Section 6(c)); and

charged with all amounts due MF! from CORRESPONDENT hereunder, subject 1o the
following terms:

(A)  any compensation due pursuant to Section 6(a) above shall be charged
against the Settlement Account monthiy;

(B)  any amounts due to reimburse MF! for any costs and expenses incurred
pursuant to Section 7(c) below as a resuit of CORRESPONDENT's failure
to provide MFI with indemnification to which MF! is entitled (including
without limitation any amounts related to costs and expenses incurred by
MF1 in legal proceedings to enforce CORRESPONDENT's indemnification
obligations) shall be charged against the Seitlement Account when
incurred by MFI: and

(C) any other amounts due MFI under this Agreement shall be charged
against the Settlement Account when the payment obligation is incurred.

Payment of Net Credit or Debit Balances in_Settlement Account. Any net credit

balance in the Seftlement Account at the end of any month shall be distributed to~

CORRESPONDENT as soon as practicable foilowing the ciose of such month; provided,
however, that MF! shall be allowed to retain any such credit balance to cover potential
charges against the Settlement Account pursuant to Section 6(b)(iii) above that MFi
reasonably believes will mature and be chargeable against the Settiement Account. Any
net debit balance in the Settlement Account at the end of any month shall be paid to
MFI by CORRESPONDENT immediately upon demand. MFl, in its discretion, based on
its experience with the Introduced Accounts, may make on the 15th day (or the
immediately preceding business day) of any month an advance payment of
CORRESPONDENT'S estimated credit balance for that month.

Failure to Pay Net Debit Balances. In the event that CORRESPONDENT fails to timely
pay the amount of any net debit balance in the Settlement Account:



(e)

)

MF! shall be entitfed to otfset the amount due against any other account or assets of
CCRRESPONDENT heid by MF1, including without limetation the Risk Deposit Account
required to be maintained under Section 6{(e) below.

Any amount which is not so offset shall bear interest at the Broker Call Rate as
announced from time to time oy The Wall Street Journal until paid.

Any failure by MFI to cnarge such accounts or assets or to demand payment of
interest shall not act as a warver of MFI’s right to demand payment or to charge
CCRRESPONDENT'S accounts or assets for, or demand interest on, the full amount
gue at any time.

Risk Deposit Account. To secure CORRESPONDENT's obligation under Section 6(c)
above to pay any net debit balance in the Settlement Account at the end of any month
immediately upon demand ana to cover any insufficiency in the Reserve for Bad Debt
Account, CORRESPONDENT shall, on or prior to the execution of this Agreement,
deposit $ in cash, government securities or a combination of cash and
government securities in an account in its name at MFI (the "Risk Deposit Account”).
MFI may increase the amount CORRESPONDENT is required to maintain in the Risk
Ceposit Account by providing written notice of such increase to CORRESPONDENT.
and CORRESPONDENT agrees to deposit sufficient additional cash or govemment
securities into the Risk Depost Account to comply with such increase within five
business days after receipt of such notice. In the event of any offset against the Risk
Deposit Account pursuant to Paragraph 6(d) above, CORRESPONDENT shail promptly
deposit in the Risk Deposit Account cash or government securities sufficient to bring the
value of such account back to the level required pursuant to this Section 6(e). For
purposes of this Section 6(e). "government securities’ shall include only direct
obligations issued or guaranteed as to principal and interest by the federal government
of the United States.

Reserve for Bad Debt Account. To secure CORRESPONDENT'S payment of Unpaid
Customer Obligations under 4(h) above., MF! shall maintain on its books a Reserve for
Bad Debt Account. MFI shail credit to the Reserve for Bad Debt Account, from
commussions due CORRESPONDENT from CORRESPONDENT'S Customers and any
other amounts collected by MFI upon CORRESPONDENT's behalf. an amount equal to
any debits of CORRESPONDENT'S customers. The Reserve for Bad Debt Account shalil
be charged by MF1 with the amount of any Unpaid Customer Obligations at such time
or times as it may determine appropriate. {n the event that amounts credited to the
Reserve for Bad Debt Account are insufficient to cover Unpaid Customer Obligations,
MFi may charge CORRESPONDENT'S Settlement Account and/or Risk Deposit
Account.

7. Indemnification.

(@)

Sev. 3/11/94-mam

CORRESPONDENT s Indemnification Obligation. CORRESPONDENT hereby agrees

(i)

to indemnify, defend and hold harmiess MF! from and against ail claims, demands,
proceedings, suits and actions made or brought against MFi and all of MFI’s liabilities,
losses. damages. sanctions, judgments, expenses, attorneys’ fees and costs
(collectively, “claims”) arising out of one or more of the following:

Failure of CORRESPONDENT or any of CORRESPONDENT's Customers to make
payment when due for securities purchased for an introduced Account.
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i) Failure of CORRESPONDENT or any of CORRESPONDENT's Customers to deliver
~hen due any securities scid for an introduced Account.

(iii) Failure of CORRESPONDENT or any of CORRESPONDENT's Customers to meetany °
initial or maintenance margmn cail.

(iv)  Failure of CORRESPONDENT or any or CORRESPONDENT's Customers (0 make
delivery of or payment for securities to MFl upon exercise of options in any
‘ntroduced Account.

(v)  Failure of CORRESPONDENT or any of CORRESPONDENT's Customers upon MFI's
demand to cover any snort call or long put option contract.

(vij  Any adverse claims with respect to any Customer securities delivered or cieared by
MFI.

(vl MFI's guarantee of any signature with respect to transactions in any Introduced
Account.

{viii) Defauit or error by any broker-dealer other than MFI (including without limitation over-
the-counter brokers) with whom CORRESPONDENT executes a transaction on behaif
of itself or a Customer for any Introduced Account.

(ix) “ailure of CORRESPONDENT to satisfy or periorm properly any of its other
responsibilities under this Agreement (including without limitation failure to satisfy or
nerform properly its responsibilities under Sections 4(a) and 4(c) hereof) or
commission by CORRESPONDENT of any error for which CORRESPONDENT is
responsible under the terms of this Agreement.

(x)  Any claim by any of CORRESPONDENT s Customers pased on conduct or omissions
of CORRESPONDENT or any third-party broker-dealer (including without limitation
over-the-counter brokers) or arising from the clearing relationship between
CORRESPONDENT and MFI except to the extent sucn claim has resuited from MFI's
gross negtigence or willful misconduct.

(xi)  Any dishonest. fraudulent, negiigent or criminal act or omission on the part of any of
CORRESPONDENT's officers. partners. employees. agents or Customers.

(xii)  Sreach by CORRESPONDENT of any representation or warranty made by it under
this Agreement.

(b)  MFI's indemnification Obligation. MF! hereby agrees to indemnify, defend and hold
harmiess CORRESPONDENT from and against all claims. demands, proceedings, suits
and actions made or brought against CORRESPONDENT and all of
CORRESPONDENT's liabilities. losses. damages, sanctions, judgments, expenses,
attorneys’ fees and costs (coilectively, “claims’) arising out of any dishonest, fraudulent.
grossly negligent or criminai act on the part of any of MFI's officers, employees or
agents, including any such act committed in any transaction in which any such officer,
employee or agent is acting as agent or attorney-in-fact for CORRESPONDENT pursuant
to resolution, powers of attorney or other authorization by CORRESPONDENT.

cev. 3/11/94-mom ll
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(c)

Indemnification Procedure. Promptly upon receipt of notice of any claim with respect
to which either MFl or CORRESPONDENT is entitted to indemnification under Section
7(a) or 7(b) above (the “Indemnified Party”) by the other party (the “Indemnifying Party”),
the Indemnifying Party shall institute defense of such claim, at its sole expense, using
counsel reasonably acceptable to the indemnified Party. The indemnifying Party shall
keep the Indemnified Party informed of the status of defense of such claim, and the
Indemnifying Party shail not agree to any settiement without the consent of the
Indemnified Party, which shail not unreasonably be withheid. if within 10 days after
receiving notica of such claim the Indemnifying Party shall fai 1o properly institute the
defense of such ciaim, the indemnified Party shall have the right to defend against the
same at the iIndemnifying Party’s cost and expense or, in its sole discretion, to settie the
same at the Indemniying Party’s cost and expense. in the event that the indemnified
Party is required to institute legal proceedings to enforce the Indemnifying Party's
indemnification obligations, the indemnified Party shall be entitled to recover from the
Indemnifying Party its costs and expenses, inciuding attomeys’ fees, incurred in such
proceedings.

8. Termn and Termination.

(a)

(b)

(c)

(d)

(e)

(0
(ii)

Term. The term of this Agreement shall commence on the later of (i) the date hereof
or (i) if required, the date this Agreement is approved by the New York Stock Exchange.
will honor this agreement ___ year(s) from the date hereof.

Right to Terminate. This Agreement may be terminated:
MF1, upon 30 days written notice, by registered or certified mail, to the other party.

Immediately by either party, in its discretion, if any representations, warranties, duties,
responsibilities or obligations of the other party shail not be true or duly performed
or shall cease to become true or duly performed; provided, however, that the faiure
of either party to terminate this Agreement shall not be deemed acquiescence in the
other party’s misrepresentations or failure to perform its duties, responsibiities or
obligations and shall not preciude such party from subsequently terminating this
Agreement.

Obligation to Pay Minimum Annuai Fee Upon Termination. If CORRESPONDENT
terminates this Agreement pursuant to Section 8(b)(i) above prior to the end of any year

and. as of the effective date of termination, MF! has not yet received the minimum
aggregate fee of for such year specified in Section 6(a), the unpaid
balance of the minimum aggregate fee shall be due and payable as of the effective date
of termination.

Survival of Rights. MF1 shail be entitled to retain any credit balances in the Settiement
Account, the Risk Deposit Account or the Reserve for Bad Debt Account on the effective
date of termination hereof, and MF1's right of setoff against such amounts hereunder
shail continue, as long as there remain any unsettied transactions or outstanding
obligations from CORRESPONDENT to MF! in respect to any introduced Account.

Transfer of Introduced Accounts. If MFl terminates this Agreement, MFI, at
CORRESPONDENT's request, shall reasonably assist CORRESPONDENT in transferring
the introduced Accounts to another broker-dealer designated by CORRESPONDENT.
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10.

CORRESPONDENT agrees to oay MFI the usual and customary fees charged by MFi
for the transfer of eacn introguced Account.

Employment Restrictions. During the term of this Agreement. and for a period of one year
thereafter, nether party nor any of its affiliates shall, without the written consent of the other
party, hire or attempt to hire any person:

who 1s employed by the other party or its affiliates on the effective date of termination
of this Agreement, or

whose employment with such other party or its affillates terminated within the one
year period pror to the termination of this Agreement.

General Provisions.

(a)

{b)

(c)

1d)

e)

XU

“ev. 3/11.S4-mom

(@)

Exclusivity. CORRESPONDENT agrees that during the term of this Agreement MF! wil
be the exclusive clearing broker for CORRESPONDENT except with respect to
transactions not covered by the scope of this Agreement or accounts rejected by MFL.
MFi reserves the right to enter into similar agreements with other broker-dealers on
terms and conditions which may vary from those herein.

Governing Law. This Agreement shall be construed and enforced under and in
accorgance with the internal iaws of the State of lllinois without regard to the provisions
thereof relating to the contlict of laws.

Headings. The headings for each Section of this Agreement are for descriptive
purposes only and shall not be deemea to modify or qualify any of the provisions of
such Section.

Relationship of Parties. Neither this Agreement nor the performance of services
hereunder shall be considered to create a joint venture or partnership between MF! and
CORRESPONDENT or between CORRESPONDENT ana other broker-deaiers for whom
MFt may perform the same or similar services.

Binding Effect. This Agreement shall be binding upon and inure to the benefit of MFI
ana CCRRESPONDENT anda their respective successors, assignees and transferees of
every kind; provided, however, that no assignment or transfer shall be binding without
the prior written approvai of the other party. This Agreement shali not be construed as
creating any rights in any third parties who are not parties hereto (inciuding without
limitation any Customers of CORRESPONDENT).

Entire Agreement; Amendments. This Agreement represents the entire agreement
between the parties with respect to the subject matter contained herein. This
Agreement may be amended. and provisions hereof may be waived, only by writing
signed by the party against whom enforcement of the amendment or waiver is sought.

Modification by Applicable Rule or Law. All transactions which MFl executes for any
Introduced Account shall be subject to the constitution, by-laws, rules, regulations,
customs, usages, rulings and interpretations of any relevant marketplace or clearing
agency and to all applicable governmental laws and reguiations (collectively referred to
as any ‘ruie or law’), and MF! shall not be liabie to CORRESPONDENT or any of
CORRESPONDENT's Customers as a result of any action taken by MFi or its agents to

13
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(i

®

(k)

comply therewtth. Whenever any ruie or law shall be enacted. prescribed or promul-
gated which shall aifect in any manner or be inconsistent with any of the provisions
hereof, the provisions of this Agreement so affected shail be deemed modified or
superseded, as the case may be, by such rule or law, and all other provisions of this
Agreement and any provisions as modified shall in ail respects continue in full force and
effect.

Partial Invalidity. If any provision of this Agreement is held invalid or unenforceable,
the remainder of the Agreement shall nevertheless remain in full force and effect. If any
provision is held invalid or unenforceable with respect to particuiar circumstances, such
provision shall nevertheless remain in full force and effect in ail other circumstances.

Force Majeure. MFI shail not be liable for any defauit resuiting from any circumstances
beyond its reasonable control, including without limitation computer malfunctions, labor
disputes, natural disasters and acts of God.

Dispute Resolution. In the event that any dispute arises under this Agreement, the
parties shall in good faith attempt to settle such dispute. If settlement of a dispute
relating to a transaction in the Account is not possible, the parties agree to submit the
dispute to arbitration through the faciiities of the marketplace (NASD of securities
exchange) on which the transaction giving rise to the dispute arose. Any other disputes
under this Agreement shall be resolved in a court of competent jurisdiction located in
Chicago, lllinois and the parties hereby waive any objections to such venue.

Notices. Except as otherwise specifically provided herein, notices hereunder may be
given by personal delivery, telecopy, or registered or certified mail and shail be deemed
given when actually received. Notices to either party shail be sent to the address set
forth opposite its name on the signature page hereof or to such other address as such
party shail notify the other in writing.

*® * * * ®
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IN WITNESS WHEREOF, the parties have nereunto affixed their hands as of the day and year first above

written.

Address for Notice:

Attention:

Telecoper:

Address for Notice:
350 North Clark Street
Chicago, illinois 60610
Attention:

Telecopier: (312) 670-

Sev, 3/11/94-mem

ol

(Name of CORRESPONDENT)

By:

(Printed Name)

(Title)

MESIROW FINANCIAL. INC.

By:

(Printed Name)

(Title)
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Attachment B.
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OMNIBUS SECURITIES CLEARING AGREEMENT
(U.S. Dealer)

THIS AGREEMENT is made and entered into this day of , 19
by and between MESIROW FINANCIAL, INC., a Delaware corporation ("MFI"), and
{"Dealer”), a

RECITALS

WHEREAS, MF! offers certain securities clearing and execution services; and

WHEREAS, Dealer desires to establish an Omnibus Securities Clearing Account {*Account”) with
MFi through which Dealer will avail itself of such services on behalf of its customers;

NOW, THEREFORE, in consideration of the premises, and the mutual covenants and agreements
hereinafter set forth, MFl and Dealer agree as follows:

AGREEMENT

1. Representations and Warranties of Dealer.
{a) Legal Compliance. Dealer represents and w---ants to MFI that:

(i)  Dealer is and at all times during the term of this Agreement shall remain duly
registered with the Securities and Exchange Commission ("SEC") as a broker-dealer under
Section 15 of the Securities Exchange Act of 1934 and is and shall remain licensed and
in good standing as a broker-dealer under applicable state securities laws.

{ii) Dealer is and at all times during the term of this Agreement shall remain a
member in good standing of the National Association of Securities Dealers, Inc. ("NASD").

{iii) Dealer has and at all times during the term of this Agreement shall continue to
have all requisite authority, whether arising under applicable federal or state laws, rules
and regulations or the rules and regulations of any securities exchange to which Dealer is
subject, and has taken and shall continue to take all requisite action to enter into this
Agreement and to retain the services of MFIl in accordance with the terms hereof.

{iv) Dealer is and at all times during the term of this Agreement shall remain in
compliance with the capital and financial reporting requirements of every securities
exchange and securities clearing agency of which Dealer is a member, and to the extent
required, with the capital and financial reporting requirements of the SEC and of every
state and other regulatory authority to which it is subject.

{v) Dealer is and at all times during the term of this Agreement shall remain familiar
with MFI’s clearing procedures, and shall abide by such procedures as may be in effect
now and in the future in respect of the Account.

Re0434-9723/92 1
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{vi}  All securities carried in the Account will be carried for the account of Dealer’s
customers, and any short sales effected in the Account shall be short sales effected on
behalf of Dealer’'s customers.

For purposes of this Agreement, the term "customer” shall not include any general or special
partner or any director or officer of Dealer, or any participant in any joint, group or syndicate
account with Dealer or with any partner, officer or director of Dealer.

{b) Notics of Non-Compliance. Dealer shall promptly notify MF! and shail forthwith
discontinue effecting transactions in the Account if any of the foregoing representations and
warranties shall no longer be true and correct in all respects.

2. Representations and Warranties of MFl. MFI represents and warrants to Dealer that:

{a) MFl is and at all times during the term of this Agreement shall remain duly registered
with the SEC as a broker-dealer under Section 15 of the Securities Exchange Act of 1934 and
is and shall remain licensed and in good standing as a broker-dealer under applicable state
securities laws.

{b) MFi is and at alil times during the term of this Agreement shall remain a member in
good standing of the NASD.

{c}) MFI has and at all times during the term of this Agreement shall continue to have
all requisite authority, whether arising under applicable federal or state laws, rules and regulations
or the rules and regulations of any securities exchange to which MFI is subject, and has taken
and shall continue to take all requisite action to enter into this Agreement and to perform its
services in accordance with the terms hereof.

{d) MFI is and at all times during the term of this Agreement shall remain in compliance
with the capital and financial reporting requirements of every securities exchange and securities
clearing agency of which MF!l is a member, and to the extent required, with the capital and
financial reporting requirements of the SEC and of every state and other regulatory authority to
which it is subject.

3. Services of MFL.

{(a) Services to be Performed by MFIl. MFI shall perform the following services with
respect to the Account:

{i) Execution of orders for the Account pursuant to Dealer’s instructions;
provided, however, that MFl reserves the right at any time to reject any order
for the Account.

{ii) Settlement of contracts and transactions in securities.

{iii) Holding in one or more properly established accounts securities under the
control of MFI.

{iv) Preparation and mailing of trade confirmations to the Dealer, which
confirmations may be in the form of a summary trade list and shall contain
the information required to be furnished on confirmations in accordance with
all applicable laws, rules and reguiations.

ROO434-9/23/92 2
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For purposes of this Agreement, the term "securities under the control of MFi*® shall mean those
securities maintained in the Account where both of the following conditions are satisfied: (A)
Dealer has instructed MFI to maintain physical possession or control of such securities free of
any charge, lien or claim of any kind in favor of MFI or any persons claiming through MFi, and
{B) MFI within 24 hours after receipt of such instruction has informed Dealer in writing or in form
acceptable to both parties that it accepts such instruction.

{b) Services Not to be Performed by MFl. Unless otherwise expressly agreed in writing,
MFI shall be responsible oniy for those services described in Section 3(a) above. Without limiting
the foregoing, MFI shall not provide nor be responsible for providing any of the following
services:
(i)  Accounting, bookkeeping or record keeping, cashiering or other services in
respect to commodity transactions or any other transactions not involving
securities.

{ii) Preparation of Dealer’'s payroll records, financial statements or any analysis
thereof.

{iii} Preparation or issuance of checks in payment of Dealer’s expenses, other than
expenses incurred by MF! on behalf of Dealer pursuant to this Agreement.

{iv) Payment of commissions to Dealer’s salesmen.

{v) Preparation or filing of any of Dealer’'s reports to the SEC, any state securities
commission or any securities exchange, securities association or other
membership association to which Dealer is subject.

(vi) Performance of any of the responsibilities of Dealer set forth in Section 4 or 5
below.

4, Non-Financial Responsibilities of Dealer.

{a) Conduct of Customer Accounts. Dealer shall be solely responsible for the conduct
of its customer accounts, including, but not limited to, obtaining ali papers required for the
opening and operation of such accounts; determining the suitability of all transactions therein;
establishing the authenticity of all orders and the genuineness of all certificates and papers;
obtaining all necessary authorizations and maintaining all required records in respect of
discretionary accounts; and furnishing all required confirmations and statements of account to
customers.

{b) Natification of Trade Discrepancies. Dealer shall reconcile its internal position
records with the confirmations provided by MFI under Section 3(a) above and notify MFI within
one day after receipt of the confirmations of any discrepancies.

(c)  Margin. Dealer shall comply and assure that its customers comply with all applicable
margin requirements.

(d) Consent to Hypothecation. Dealer acknowledges and agrees that MFl may lend,
pledge or hypothecate any or all of the securities in the Account {other than securities in the
control of MFI), whether separately or in common with other money, securities or other property,
as MFI in its sole discretion shall deem appropriate. Dealer shall obtain from each of its
customers all necessary authorization to such lending, pledge and hypothecation.

ReO434-9/23/92 3
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(@) RBeporting. Dealer shall be responsible for providing MFI with copies of the
following:

{i) Concurrently with filing:

(A)  Any FOCUS or other financial reports required to be filed with the SEC,
the NASD or any securities exchange of which it is a3 member;

{B}  Any filing with the SEC, the NASD, any securities exchange or any
state agency providing naotice of Dealer’s non-compliance with applicable capital
and/or financial requirements; and

(C} Any amendment to Dealer’'s Form BD.

(ii) Within 10 days after issuance or receipt:
{A)  a copy of Dealer's audited annual financial statement; and

(B) any examination report issued by SEC, the NASD, any securities
exchange or any state agency.

5. Financial Responsibilities of Dealer.

{a) Acknowledgment of Risk. Dealer acknowiedges and agrees that all transactions
effected in the Account are at the Dealer’s risk.

{b} Deposit of Margin. Dealer shall deposit with MFI such initial or maintenance margin
with respect to transactions in the Account as MFI in its sole discretion may require, irrespective
of whether Dealer shall have received payment from its customers. It is understood that MFI
may revise or amend its margin requirements at any time and without prior notice to Dealer.

{c) Clearing and Settlement Instructions. Dealer shall provide MFl with written or oral
instructions for settling and clearing securities transactions, including but not limited to
instructions to accept or deliver securities, make payment for securities or transfer funds out of
or into the Account.

{d) Delivery of and Payment for Securities. Dealer shall be responsible for acceptable
deliveries to MFI of securities sold for the Account and for payment to MFI of securities
purchased for the Account, irrespective of whether Dealer shall have received delivery or
payment from its customers.

(e} Payment of Debit Balances. Dealer shail pay on demand all debit balances in the
Account, irrespective of whether Dealer shall have received payment from its customers. Itis
understood that debit balances shall accrue interest on a daily basis at a rate per annum equal
to the broker call rate as quoted from time to time by WSJ (changing concurrently with any
change in such rate), plus a percentage determined by MFIl. It is understood that MFlI may
change such percentage at any time and without prior notice to Dealer.

(f) Compensation to MFl. To compensate MF} for services performed under this
Agreement, Dealer shall pay to MFI the fees for maintenance of the Account and for transactions
in the Account, including the minimum aggregate fee per annum, set forth in Exhibit A hereto.
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it is understood that MFI may change such fees at any time upon two business days prior notice
to Dealer; provided, however, that changes to the minimum aggregate fee per annum shall be
effective only on an anniversary date of this Agreement. Fees shall be charged against the

Account monthly, with a vear-end adjustment, if necessary, to cover the minimum aggregate
annual fee.

Q) Timing. Dealer shall deposit any margin required under Section 5{b) above and
satisfy any demand for payment of a debit balance under Section 5(e) above (including any debit
balance resulting from fees payable under Section 5(f) above) by 12:00 noon Chicago time the
next business day or such earlier time as MFI may reasonably require.

{h)  Currency Fluctuation. If Dealer directs MFI to enter into any transaction to be
effected on any securities exchange or in any market on which transactions are settled in a
foreign currency, (i) any profit or loss arising as a resuit of a fluctuation in the rate of exchange
between such currency and the United States dollar shail be entirely for Dealer’s account and
risk, (i} alt initial and maintenance margin deposits required or requested by MF! shall be in the
currency required by the applicable marketplace or clearing agency in such amounts as MFl in
its sole discretion may require and (iii) MFl is authorized to convert funds in the Account into and

from such foreign currency at rates of exchange prevailing at the banking and other institutions
with which MF| normally does business.

6. Failure to Discharge Financial Responsibilities.

{a) Lien. To secure performance of its obligations hereunder, including but not limited
to its financial responsibilities under Section 5 above, Dealer hereby grants to MFI a lien on all
securities, cash and other property in the Account or any other account carried by MFI for Dealer
which Dealer advises MF! is for its own account or for the account of anyone other than its
customers ("non-customer accounts”}. MFI may, at any time, without prior notice to Dealer,
transfer from a non-customer account to the Account such excess securities, cash or other
property as in MFI's judgment may be required for margin or to reduce any debit balance in the
Account. itis understood and agreed that MF] shall not have any lien on securities, cash or other
property in the Account to secure obligations with respect to any non-customer account.

(b)  MFI’s Remedies. In the event that Dealer fails to timely perform any of its financial
responsibilities, or MFI in its sole discretion deems it necessary for its-protection, MFl is
authorized, without notification to Dealer:

(i) To sell any or all of the securities or other property which may be in its
possession, or which MFl may be carrying for the Account, other than securities
which are in the control of MFI, and apply the proceeds of such sale and any
cash in the Account to amounts owed to MFI hereunder.

{ii) To buy in any securities or other property of which the Account may be short.
iiiy To cancel any outstanding orders.

(ivi To take such other steps as MF! in its sole discretion determines appropriate
under the circumstances.

Any sale or purchase made pursuant to this Section 6{b) shall be made, at MFI's discretion, on
the securities exchange or other market where such business is then usually transacted, or at
public auction or at private sale, without advertising the same and without notice to Dealer or
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upon personal representatives of Dealer, and MFI may purchase the whole or any part thereof
free from any right of redemption, with Dealer remaining liable for any deficiency. It is
understood that a prior tender, demand or call of any kind from MFI, or prior notice from MFI,
of the time and place of such sale or purchase shall not be considered a waiver of MFl's right to
seil or buy any securities and/or other property held by MF!I or owed MFI by Dealer, at any time.
Dealer agrees to reimburse MF! for any expenses incurred by MF! in exercising its remedies under
this Section 6(b}, including attorneys’ fees.

7. Communication.

(a) Methods of Communication. MF! will have discretion over the type and proper
location of communications equipment deemed necessary to render the most efficient service
to the Dealer. MFI shall not be responsible for any instructions or orders which it does not
receive due to malfunction of communications equipment.

{b)  Recording. Dealer consents to the recording of conversations between Dealer and
MFI {or any of their respective agents), without any obligation by MFI to make or retain such’
recordings. Dealer agrees to the use of such recordings as evidence by either party in any
disputes between Dealer and MFI, subject to proper authentication, or in any other proceeding
to which MFI is a party or in which MFl’s records are subpoenaed.

{c) Responsibility for Errors. MF! and Dealer will be responsibie for their respective
errors; provided, however, that MF! shail not be responsible for any errors not reported by the
time specified in Section 4(b} above.

8. iIndemnification.

(a) Indemnification Obligation. Dealer hereby agrees to indemnify, defend and hold
harmless MFiI from and against all claims, demands, proceedings, suits and actions made or
brought against MF! and all of MFI’s liabilities, losses, damages, sanctions, judgments, expenses,
attorneys’ fees and costs (collectively, "claims"} arising out of one or more of the following:

(i) Failure of Dealer to make payment when due for securities purchased or to
deliver when due securities soid for the Account.

(ii) Failure of Dealer to meet any initial or maintenance margin cail.

{iii) Default or error by any broker-dealer other than MFI with whom Dealer executes
a transaction for the Account.

(iv) Failure of Dealer properly to satisfy or perform any of its other responsibilities
under this Agreement or commission by Dealer of any error for which Dealer is
responsible under the terms of this Agreement.

{v) Any claim by any of Dealer’s customers based on conduct or omissions of Dealer
or any third-party broker-dealer or arising from the clearing relationship between
Dealer except to the extent such ciaim has resulted from MFI’s gross negligence
or willful misconduct.

{vi} Any adverse claims with respect to any customer securities delivered or cleared
by MFI.

A00434-0/23/92 6
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{vii) Any dishonest, fraudulent, negligent or c¢criminal act or omission on the part of
any of Dealer's officers, partners, employees, agents or customers.

(viii) Breach by Dealer of any representation or warranty made by it under this
Agreement.

(b} Indemnification Procedure. Promptly upon receipt of notice of any claim with
respect to which MF! is entitled to indemnification under Section 8(a) above, Dealer shall institute
defense of such claim, at its sole expense, using counsel reasonabiy acceptabie to MFl. Dealer
shall keep MFI informed of the status of defense of such claim, and Dealer shall not agree to any
settlemant without the consent of MFI, which shall not unreasonably be withheld. If within 10
days after receiving notice of such claim Dealer shall fail to properly institute :he defense of such
claim, MF! will have the right to defend against the same at Dealer’s cost and expense or, in its
sole discretion, to settle the same at Dealer’s cost and expense. In the event that MFl is required
to institute legal proceedings to enforce Dealer’'s indemnification obligations, MFI shall be entitled

to recover from Dealer its costs and expenses, including attorneys’ fees, incurred in such
proceedings.

9. ' Yerm and Termination.

(a) Term. The term of this Agreement shall commence on the later of (i) the date
hereof or (ii) if required, the date this Agreement is approved by the New York Stock Exchange.

{b) Right to Terminate. This Agreement may be terminated:

{i) By , upon 30 days written notice by registered or
certified mail.

(i) By MESIROW FINANCIAL, INC., upon 48 hours written notice to the other
party.

(iii) immediately by MFI, in its discretion, if any representations, warranties,
duties, responsibilities or obligations of Dealer shall not be true or duly
performed or shall cease to become true or duly performed; provided,
however, that the failure of MF! to terminate this Agreement shall not be
deemed acquiescence in Dealer's misrepresentations or failure to perform its
duties, responsibilities or obligations and shall not preciude MFI from
subsequently terminating this Agreement.

{c) Survival of Rights. The lien and other rights of MFI hereunder shall continue as long
as there remain any unsettled transactions or outstanding obligations from Dealer to MFI in
respect to the Account.

{d)  Transfer of Account. If MFI terminates this Agreement, MFI, at Dealer’s request,
shall reasonably assist Dealer in transferring the Account to another broker-dealer designated by
Dealer.

Fe0434-0/23/92 7
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10. General Provisions.

{a) Non-Exclusivity. MFI reserves the right to enter into similar agreements with other
broker-dealers on terms and conditions which may vary from those herein.

(b} Goveming Law. This Agreement shall be construed and enforced under and in
accordance with the internal laws of the State of Hlinois without regard to the provisions thereof
relating to the conflict of laws.

{c) Headings. The headings for each Section of this Agreement are for descriptive
purposes only and shail not be deemed to modify or qualify any of the provisions of such
Section.

(d}  Relationship of Parties. Neither this Agreement nor the performance of services
hereunder shall be considered to create a joint venture or partnership between MFi and Dealer
or between Dealer and other broker-dealers fér whom MF| may perform the same or similar
services, nor shall either party be deemed an agent or representative of the other.

{e) Binding Effect. This Agreement shall be binding upon and inure to the benefit of MFI
and Dealer and their respective successors, assignees and transferees of every kind; provided,
howaever, that no assignment or transfer shall be binding without the prior written approval of
the other party. This Agreement shall not be construed as creating any rights in any third parties
who are not parties hereto {including without limitation any customers of Dealer).

(f) Entire Agreement; Amendments. This Agreement represents the entire agreement
between the parties with respect to the subject matter contained herein. This Agreement may
be amended, and provisions hereof may be waived, only by writing signed by the party against
whom enforcement of the amendment or waiver is sought.

{g) Modification by Applicable Rule or Law. All transactions which MFI executes for
the Account shall be subject to the constitution, by-laws, rules, regulations, customs, usages,
rulings and interpretations of any relevant marketplace or clearing agency and to all applicable
governmental laws and regulations (collectively referred to as any "rule or law"), and MFI shall
not be liable to Dealer as a result of any action taken by MFI or its agents to comply-therewith.
Whenever any rule or law shall be enacted, proscribed or promulgated which shall affect in any
manner or be inconsistent with any of the provisions hereof, the provisions of this Agreement
so affected shall be deemed modified or superseded, as the case may be, by such rule or law,
and all other provisions of this Agreement and any provisions as modified shall in all respects
continue in full force and effect.

(h) Partial Invalidity. if any provision of this Agreement is held invalid or unenforceable,
the remainder of the Agreement shall nevertheless remain in full force and effect. If any
provision is held invalid or unenforceable with respect to particular circumstances, such provision
shall nevertheless remain in full force and effect in all other circumstances.

(i Force Majeure. MFI shall not be liable for any default resulting from any
circumstances beyond its reasonable control, including without limitation computer malfunctions,
labor disputes, natural disasters and acts of God.

90434-9/23/92 8
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(i) i lytion. in the event that any dispute arises under this Agreement, the
parties shall in good faith attempt to settle such dispute. f settiement of a dispute relating to
a transaction in the Account is not possible, the parties agree to submit the dispute to arbitration
through the facilities of the marketplace (NASD or securities exchangel on which the transaction
giving rise to the dispute arose. Any other disputes under this Agreement shall be resolved in

a court of competent jurisdiction located in Chicago, lllinois, and the parties hereby waive any
objections to such venue.

{k) Notices. Notices hereunder may be given by personal delivery, telecopy, or
registered or certified mail and shall be deemed given when actually received. Notices to either
party shail be sent to the address set forth opposite its name on the signature page hereof or to
such other address as such party shall notify the other in writing.

IN WITNESS WHEREOF, the parties have hereunto affixed their hands as of the day and year first

above written.

Address for Notice:

Attention:
Telecopier:

Address for Notice:
MESIROW FINANCIAL, INC.
350 North Clark Street
Chicago, lilinois 60610
Attention:

Telecopier: (312) 670-____

NGOAIS-0/23/02
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(Name of Dealer)

By:

{Printed Name)

(Title)

By:

{Printed Name)

(Title)
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Subject: SEC Approval of Amendments to the Definition of the Term “Branch Office” in
Article 11, Section 27 of the Rules of Fair Practice

EXECUTWE SUMMAR‘{- v
On ‘March2 247:1992: the Secur;tres and‘

.....

Exchange Commlssmn -(SEC)% approved

.nterpretanons of the tarm “branch, office.”
The amendments wﬂl be come. effecttve Apni-
30, 1992. The'text of the’ amendmen!s fol- f
lows the dqscuss:on,be.ow : :

|
L

BACKGROUND AND DESCRIPTION OF
AMENDMENTS

O March 24, 1992, the SEC approved amend-

i onts 1o the NASD's supervision rule in Article
1L, Section 27 of the Rules of Fair Practice regard-
tn 2 the definition of the term “branch office” in
Subscction 27(g). The amendments codify interpre-
tetions of the term that have been applied to the ac-
thvities of cettain members in the last few years.

[n 1989, in response to requests from mem-
hers, a comimnittee of the Board ol Governors
("Board”) issued several interpretations under Arti-
cle [T Section 27(g)(2) of the NASD Rules of Fair
Practice to clarify the rule’s definition of branch of-
fice and the exemptions from branch-oftice regis-
tration available for nonbranch business tocations

100
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amendments to, Articie 111, Section 27(g)-of
ihe Rules. of Fatr Pract:ce ‘codifying certain .

that meet certain conditions under the rule. These
interpretations were reviewed by the Board in No-
vember P98Y and were approved for publication in
the NASD Regulatory & Compliance Alert (lehru-
ary 1990). The interpretations were rehied on tor
more than a yeur and were found to be workable in
practice. Conscquently, the NASD decided to codl-
ify the terms of the interpretations.

Under the current language of Article T See-
tion 27(g) of the Rules of Fair Practice, a location

<t--—could-be exempt from registration as a branch of-

fice if it was identificd to the public only in (cle-
phone-book listings, on business curds. or on
stationery, that also mcluded the address and tele-
phoue nmnber of the branch oflice or the office i
supervisory jurisdiction (OS5 responsible Jor -
pervising the nonbranch business location, Under
new Subscction (g)2)(11) to Article [ Section 27,
a location is also exempt from registration it the
member’s advertisement includes a local telephone
number and/or a local post-office box so long as
the advertisement also identifies the location and
telephone number of the appropriate supervising
branch office or OSJ. The advertiscment may nog,
however, taclude the address ol the nonbranch loca-
tion. In addition, under new Subscction (g)(2)(ii),
a member’s sales literature may also include the
local address of a nonbranch business location, <o
long as the location and telephone number ol ihe

Q ik
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appropridte supervisory brancl office or OS2 ot
member is wdentified.

New Subsection (g)(3) allows a4 member
use the firm'’s main-office address and telephone
number on sales literature, advertisements, busi-
ness cards, and business stationery instead of the
address and telephone number of the supervisory
braich office or OSJ <o long as the member can
demonstrate that it maintains a signilicant and geo-
sraphically dispersed supervisory system appropri-
ate to its business. Moreover, anv compluints
received by the main office must be torwarded 1o
the ottice or offices with jurisdiction over the non-
hranch business location,

The new exempuions from the branch-oltice
definition in Article I, Section 27(g)}(2) are in-
tended as a reasonable accommodation to member
firms with widely dispersed sales personnel selling
himited 'product lines such uas variable contracts and
mutual funds. Any office location that (1) performs

: any function of an OS], (i1) publicly displays sign-

age, (ii1) operates from public areas of buildings,
such as bank branches,
are temporarily statfed, or (iv) advertises an ad-

dress in any public media would still be required to

even when such locations

' register as a branch office. Such locations hold

themselves out to the public as being places where
the member conducts a sccurities business and,
thus, come within the definition of a branch otfice.
The NASD will not, however, regurd a listing in 2
lobby directory or a sign on an interior corridor
door as holding the location out to the public in
such a way as to require branch-office registration
unless other indicia of the location’s status as a
branch office are present.

Article 111, Section 27 and the exclusions in
the amendments are designed to avoid requiring
the registration of locations as branch otfices un-
less their securities activity would require the con-
tinuous direct supervision of a principal (1.¢
OSJ-type activity) or the location s being held out
to the public as a place where the full range of sc-
curities activity is being conducted (reguiring su-
pervisory oversight of the mitial mteractions
between customers and the member).

Quustions regarding this netice may be di-
rected to R. Clark Hooper, Dircctm'.
UCrepartment, at (202) 728-5330:

Advernsing
William
rlotchiiss, Director, bur\'cnlun;c L)cp;m il at
(202 723-8221 and Blhien R Curzon, Goneral

Counel™s OGee, at (202 728045

[N

Article Ill of the NASD Rules of Fzir Practica

(Note: N
guage is in bruckets.)

cw lanvusee s uederhined, delore han

Supervision
Scu. 27,

Detmitions

(gn2y”
tified hy uny means to the public or customers as g

Branch Ottice” means any location 1den-

lecation at which the meraber conducts an invesi-
ment banking or securitios busine v, excluding:

(1) any Focution dentitied fsodeiv i ateics
|)hmu.' ('lircclor_v tine listing or on a business card o
{etterhead, which listing, card, or letierbead o
sets torth the address and telephone number of the
branch office or OS] of the firin from which the
person(s) conducting business at the non-branch fo-
cution arc directly supcrviscd[.];_

(i) any location referred to in a member ad-
vertisement, as this term is defined in Article T
Section 35 of the NASD Rules of Fuir Practice. by
its local telephone number and/or local post office
box provided that such reference may not contain
the address of the non-branch location und, turther,
that such reference also sets forth the address and
telephone number of the branch oftice or O8J of
the firm from which the person(s) conducting busi-
ness at the non-branch locations are directiv
vised; or

(i1i} any location identificd by address ina
member’s deline

waper-

s sales literature, as this term is delied in
Article I, Section 35 of the NASD Rules of Fair

Practice provided that the sales llum[um alse sets

forth the address and telephone nuuber of 1he
branch otfice or OSJ' of [hL firm from which nnk

cations are directly supu.rvmd
(2)(3) A member nay substitute a central othice

.xddrcxs and telephone number for th SUPCTVINCTY

branch office and OSJ lomtmn\ referred to m ‘m—
graph ()(2) above provided it can demonsirute o

the NASD District Office having p risdiction o er

the member that it has in place o ~signilicant an!
veographically dl\[)t rsed super

v Is-)l .’ ‘\'\I
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Compliance with the NASD Rules of Fair Practice
September 12, 1986

TO: All NASD Members, Associated Persons and Other
Interested Persons

RE: Compliance with the NASD Rules of Fair Practice in the
Employment and Supervision of Off-Site Personnel

EXECUTIVE SUMMARY

NASD rules and policies consider associated @
persons of a member to be employees of the member, 2
regardless of their 1locations or compensation

S R R R W R o

arrangements. The notice addresses regulatory
issues that relate to off-site employment of
3 registered persons, including supervisory

procedures, private securities transactions, fair
dealings with customers and communications with
the public. Z
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Because of the significance of the issues
discussed in this notice, the NASD strongly urges
that it be distributed to all associated persons
and recommends that it be included in the
compliance manual of all firms employing off-site
‘pérsonnel.

G B0 U BV B S e

INTRODUCTION

A significant number of NASD members employ registered
persons who engage in securities-related activities, on a
full- or part-time basis, at locations away from the offices

of the members. These off-site representatives, often
classified for compensation purposes as independent
contractors, may also be involved in other business

enterprises such as insurance, real estate sales, accounting
or tax planning. They may also operate as separate business
entities under names other than those of the members. The
NASD, in the course of its disciplinary proceedings, has
observed a pattern of rule violations and other regulatory
problems stemming from factors inherent in these arrangements
and the manner in which they are effectuated.

S



Irrespective of an individual’s location or compensation

arrangements, all associated persons are considered to be

~employees of the firm with which they are registered for
purposes of compliance with NASD rules governing the conduct
of registered persons and the supervisory responsibilities of
the member. The fact that an associated person conducts
business at a separate location or is compensated as an
independent contractor does not alter the obligations of the

individual and the firm to comply fully with all applicable
regulatory requirements.

To provide guidance to the membership in meeting these
obligations, this notice discusses certain regulatory issues
that frequently arise in the context of off-site employment.
Because of the importance of these issues, the NASD urges
each member to duplicate this notice and distribute it
individually to all associated persons. 1In addition, it is
suggested that this notice be included in the compliance
manual of firms employing off-site representatives. The
NASD, in the course of its member examinations, will make
inquiries to ascertain that this notice has been provided to
all appropriate personnel.

Article III, Section 27, NASD Rules of Fair Practice:
Supervision

Section 27(a) sets forth the basic duty of a member firm to:

L establish,‘ maintain and enforce written
procedures which will enable it to supervise properly
the activities of each registered representative and
associated person to assure compliance with applicable
securities 1laws, rules, regulations and statements of

policy promulgated thereunder and with the rules of
this Association.”

Although the 1rule does not prescribe specific supervisory
procedures to be followed by all firms, it clearly mandates
that the adopted procedures enable a firm to supervise
properly the activities of each associated person to assure
compliance. Thus, firms employing off-site representatives
are responsible for establishing and carrying out procedures
that will subject these individuals to effective supervision
designed to monitor their securities-related activities and
to detect and prevent regulatory and compliance problenms.

This can include:

1. Educating off-site personnel regarding their
obligations as registered persons to the firm and to
the public, including prohibited sales practices.
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2. Maintaining regular and frequent contact with such
individuals.

3. Implementing appropriate supervisory practices, such as

' records inspections and compliance audits at the

representatives’ places of employment, to ensure that

their methods of business and day-to-day operations
comply with applicable rules and requirements.

For greatest effectiveness 1in preventing and detecting
violations, visits should be unannounced and include, for
example, a review of on-site customer account documentation
and other books and records, meetings with individual
representatives to discuss the products they are selling and

their sales methods, and an examination of correspondence and
sales literature.

To fulfill these obligations, a firm should consider whether
the number and location of its registered principals provides

the capability to supervise its off-site representatives
effectively.

Section 27(c) includes the requirement that a member:

" ., . . review and endorse in writing, on an internal
record, all transactions and all correspondence of its
registered representatives pertaining to the

solicitation or execution of any securities
transaction."

This requirement applies equally in the case of off-site
representatives. Firms whose off-site personnel also engage
in non-securities businesses should remind these individuals
that correspondence pertaining to such businesses, unless

submitted for review, may not include material related to
securities transactions.

Section 27(d) imposes upon a member the obligation to:

" . . . review the activities of each office, which
shall include the periodic examination of customer
accounts to detect and prevent irregularities and

abuses and at least an annual inspection of each office
of supervisory jurisdiction."

An office of supervisory jurisdiction (08J) is defined in
Section 27(f) as:

" ., . . any office designated as directly responsible

for the review of the activities of registered

e 8



representatives or associated persons in such office
and/or in other offices of the member.™

If a member has designated an individual as responsible for
reviewing the activities of other registered persons within
the firm, the office of that individual must be inspected
annually, regardless of whether such person is compensated as
an employee or as an independent contractor.

Article III, Section 40, NASD Rules of Fair Practice:
Private Securities Transactions

Past experience of the NASD in examining members indicates
that the conduct of off-site representatives most frequently
resulting in violations of NASD rules involves unauthorized
private securities transactions, or '"selling away.'" The NASD
expects that the promulgation of Section 40 and the
clarification of the obligations of members and associated
persons in such transactions will reduce the instances of
selling away among all associated persons, including off-site
representatives.

Several aspects of Section 40, and certain related issues,
merit emphasis in the context of off-site personnel. Section
40 cannot accomplish its objectives unless member firms
communicate the substance of the rule to their associated
persons and take affirmative steps to ensure that these
requirements are understood and observed. This is especially
true in the case of off-site representatives whose day-to-day
access to compliance personnel and individuals experienced in
the securities industry may be limited and whose
participation in non-private securities transactions may be
infrequent and restricted in scope. T

Because of their location and other circumstances of their
employment, off~-site personnel have a Jreater opportunity
than on-site personnel to engage in undetected selling away.
Consequently, firms that employ such persons are responsible
for monitoring their activities in a manner reasonably
intended to detect violations. Further, the obligatiocns
imposed upon the firm and the associated person under the
rule are neither altered nor lessened in any way by the fact

that the individual is compensated as an independent
contractor.

The rule requires a member that approves an associated
person’s involvement in private securities transactions for
compensation to record the transactions on its books and
records and supervise the individual’s participation "as if
the transactions were executed on behalf of the member."
Although the rule does not specify the manner of recordation,



the firm may wish to maintain records that

provide
information regarding:
. The individual and the security involved;
. The amount and source of compensation;
. The names of the investors and the amounts and dates of
the investments;
K The issuer, syndicator or any other broker-dealer
involved; and
. The manner in which the firm undertook to supervise the

associated person’s participation.

These records should be in a form that would permit the NASD
to ascertain, upon examination, all relevant information

regarding the participation of associated persons in private
securities transactions.

Several issues arise in connection with supervising the
involvement of off-site representatives in private securities
transactions. The NASD has observed that some firms permit
such persons to form and sell interests in limited
partnerships for which they serve as general partners. While
this is not an impermissible activity, members and registered
persons are reminded that such transactions are securities
transactions, and therefore subject to Section 40 and all
other rules and regulations governing such transactions.
Thus, the member is responsible for ensuring that the
formation of these partnerships and the solicitation and sale
of interests therein are conducted in compliance with all
applicable requirements, including those pertaining to
documentation, due diligence, disclosure, suitability
determinations, and the handling of customer funds.

There have been instances in which associated persons have
engaged in private securities transactions without notifying
the firm, due to the belief or the advice of third parties
that the product involved was not a security. Under federal
securities 1laws, the definition of a security includes the
commonly understood products, such as stocks and bonds, as
well as other investment products, such as an “jinvestment
contract" in which one or more individuals invest in a common
venture with the expectation of receiving a monetary return

on their investment from or through the efforts of a third
party.

Because gquestions frequently arise as to whether a particular

investment instrument is a security, a registered person
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should not sell any product offered by an entity outside the

firm without consulting the member to determine the product’s
status as a security.

Article III, Section 2, NASD Rules of Fair Practice:
Recommendations to, and Fair Dealings with, Customers

Article III, Section 2 of the NASD Rules of Fair Practice
requires that:

"[i]n recommending to a customer the purchase, sale or
exchange of any security, a member shall have
reasonable grounds for believing that the
recommendation 1is suitable for such customer upon the
basis of the facts, if any, disclosed by the customer
as to his other security holdings and as to his
financial situation and needs."

The policy of the NASD Board of Governors pertaining to
Section 2 sets forth specific guidelines in the areas of
recommending speculative, low-priced securities, excessive
trading activity, trading in mutual fund shares, fraudulent

activity, and recommending purchases beyond the customer’s
capability.

The actions of an associated person in dealing with customers
and customer accounts, regardless of whether he or she is
compensated as an employee or an independent contractor, are
actions on behalf of the firm. The firm is responsible for
supervising in a manner designed to detect and prevent
violations of Section 2. Members should take affirmative
steps to ensure that off-site personnel understand and abide

by NASD and firm policies ¥égarding dealings with customers,
customer accounts and customer funds.

Article III, Section 10, Rules of Fair Practice:
Influencing or Rewarding Employees of Others

Article 1III, Section 10 of the NASD Rules of Fair Practice
prohibits members and associated persons from giving:

« « « anything of value, including gratuities, in
excess of fifty dollars per individual per year to any
person . . . where such payment or gratuity is in
relation to the business of the employer of the
recipient of the payment or gratuity"

unless such payments or gratuities are pursuant to a written

agreement between the payor and the recipient to which the

recipient’s employer has consented.

It 1is, therefore, a violation of Section 10 for a member to

.



compensate an associated person of another member in
connection with securities transactions without the employer
firm’s consent. A member’s obligations under Section 10 are
not affected by the fact that the recipient is compensated by
his or her NASD employer member as an independent contractor.

Article III, Section 35, Rules of Fair Practice:
Communications with the Public

Article III, Section 35(b) of the NASD Rules of Fair Practice
requires that every item of advertising and sales literature,
as defined in Section 35(a):

" . . . be approved by signature or initial, prior to
use, by a registered principal (or his designee) of the
member." .
Paragraph (2) of Section 35(b) requires further that a
separate. file of such items be maintained for a period of
three years.

This rule applies to all materials originated or distributed
by off-site representatives that meet the definition of
"advertisement"” or '"sales literature," including those
prepared or used Dby persons compensated as independent
contractors. 1In particular, firms must approve any materials
referencing that securities are sold by the off~-site
representative through the member, even though such materials
may be intended to promote the non-securities businesses of
the off~-site personnel.

Article III, Section 35(d) (2) (A) further requires that all
advertisements and sales literature contain the name of the
member, as well as certain other information under specified
circumstances. The fact that an associated person may
operate under a business name other than that of the member
does not alter this requirement. The NASD has received
inquiries regarding the need to include the name of the
member in promotional materials that 4do not include
references to the associated person’s securities-related
activities. Particular materials should Dbe considered
individually, preferably by the firm’s compliance department,
to determine whether they fall within the scope of Section
35.

Unregistered Broker-Dealers
The Securities and Exchange Commission has taken the position

that an individual who operates as an independent contractor
tust be registered as a broker-dealer unless he or she is

inder the control of a registered broker-dealer.[1] The .-
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question of "control' must be evaluated in light of the facts
and circumstances of each situation and is not susceptible to
a test of general application. There are, however,
circumstances inherent in off-site employment and independent
contractor compensation arrangements that may give rise to
potential liability for operating as unregistered broker-
dealers. Thus, registered persons and member firms may want
to consider registering of off-site locations as broker-
dealers.

[1} Refer to the statement by the SEC Division
of Market Regulation, dated June 18, 1982,
forwarded tco all NASD members on August 25,
1982.

Any gquestions regarding this notice should be directed to
either Dennis C. Hensley, NASD Vice President and Deputy
General Counsel, at (202) 728-8245, or Jacqueline D. Whelan,
Attorney, NASD Office of the General Counsel, at (202) 728~
8270,

Sincerely,
Frank J. Wilson

Executive Vice President
and General Counsel
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And Supervisory
Responsibilities of
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Executive Summary

The NASD invites members to vote
on 3 propused new section Lo the
Rules of Fair Practice that would
require members entering into
clearing or carying agreements to
specify the obligations and supervi-
sory responsabilities of both the
introducing and clearing firm. The
text of the proposed rule follows
thus Notice.

Background and Description of
Proposal

The NASD is proposing to amend
the Rules of Far Practice to require
that all clearing or carrying agree-
ments entered into by a member
specify the respective functions and
responsibilities of each party 10 the
agreement. The proposed rule clari-
fies the obligations and supervisory
responsibilities of clearing and
introducing firms. The Board of
Governors believes it is important
for the NASD to adopt a standard
for such agreements that is similar
to New York Stock Exchange
(NYSE) Rule 382.

Further, when the Securities and
Exchange Commission (SEC) con-
sidered the NYSE's Rule 382, the
NASD commented to the SEC that
permitting certain functions {0 be
allocsted to the introducing finm
may result in compliance failures
and violations resulting from the
inability of the introducing member
to perform those functions
adequately. The NASD urged that
firms should not be permitted to
avoid obligations or responsibilities
that would otherwise be theirs
under the securities laws. In
approving NYSE Rule 382, the
SEC recognized the NASD's con-
cerns and stated “no contractual
arrangement for the allocation of
functions between an introducing
and carrying organization can oper-

National Association of Securitiss Dealers, Inc.

ate to relieve either organization
from their respective responsibili-
ties under federal securities laws
and applicable SRO (self-regulatory
organzation] rules.” The Board
believes that the rule proposed
herein reflects the pninciples previ-
cusly asserted by the NASD and
noted by the SEC.

Subsection (a) of the rule as origi-
nally proposed for member com-
ment required that all clearing or
carrying agreements entered 1nto by
any member specify, at a minimum,
the respective functions and respon-
sibilities of the parties to the agree-
ment with regard to opening and
approving customer accounts,
extending credit, keeping books and
records, receipt and delivéry of
funds and securities, safeguarding
funds and securities, preparing con-
firmations and statements, and
accepting orders and exeguting
transactions.

Subsection (a) of the rule as cur-
rently proposed retains these seven
requirements and adds twp new
ones. Proposed Subsection (a)(8)
requires the agreement to address
whether, for purposes of the
Securities Investor Protection Act
and the financial responsibility
tules adopted under the Sgcunities
Exchange Act of 1934, customers
are customers of the clearing mem-
ber. If an introducing member
intends to qualify for lower aet
capital, then the clearing or carry-
ing agreement must clearfy state
that the custorners are customers of
the clearing member. Absgnt such &
provision, the SEC net capital rule
will treat the introducing member
as a firm in possession of custcmer
funds or secunties subject to the
higher net capital requirements of
such a designation. Proposed
Subsection (a)(9) requires the
agreernent to address the ¢ustomer
notification requirement of
Subsection {d) of the proposed rule,

- August 1993
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discussed below. Finally,
Subsection (a) does not apply to the
content of the agreement if either
party is also subject to a compara-
ble rule of a naticnal securities
exchange.

Subsections (b) and (¢} impose
Aling requirements for new agree-
ments or amendments o agree-
ments. Subsection (b) requires any
cleanng member designated 10 the
NASD for compliance oversight to
file with the NASD for review and
approval any new clearing or carry-
ing agreement entered into with an
introducing member and any
amended clearing or carrying
agreement that revises any item
enumerated in Subsections (a)(1)
through (a}(9).

Subsection (c) requires any intro-
ducing member designated to the
NASD for compliance oversight to
file with the introducing member’s
local NASD disuict office for
review only any new clearing or
carrying agreement entered into
with a clearing member and any
amended clearing or carrying
agreement, entered into with a
clearing member designated to
another self-regulatory organization
(SRO) for oversight, that revises
any item enumerated in Subsections
(a)(1) through (a)(9). Unlike agree-
ments for approval, agreements
submitted for review are effective
when executed.

Subsection (d) requires members
to notify each customer, whose
account is introduced on a fully
disclosed basis, of the existence of
the clearing agreement when the
account is opened.

Member Comments

The NASD published the proposed
rule change for comment in Notice
to Members 92-32 (December

NASD Natice to Members 93-50

1991). In tesponse 1o the comments
received, the Board amended the
vnginal proposal.

Subsection (d) of the ruie change as
originally proposed for member
comment required more specific
disclosure than its analogous sub-
section in NYSE Rule 382(c). The
Board modified Subsection {(d) to
make its meaning consistent with
the text of NYSE Rule 382(c) 10
respond to commenters who argued
that the disparity in disclosure
requirements could lead to different
disclosure standards and practices
among SROs.

Other commenters argued that the
proposed rule’s informational and
filing requirements would create
necessarily duplicative filing
requirements and add administra-
tive and compliance burdens to
member firms. The Board recog-
nized the burden and amended the
tule to provide that only new clear-
ing agreements would have to be
filed with the NASD by both the
introducing and clearing member if
the clearing member were not des-
ignated 10 another SRO for over-
sight. However, if the clearing
member is designated to another
SRO for oversight, an amended
agreement submitted by an intro-
ducing member to the NASD will
have already been submitted by the
clearing firm for review and
approval by the SRO, thus obviat-
ing the need for the clearing firm to
submit the same agreement to the
NASD. In addition. an antended
agreement that does not change any
of the enumerated functions in
Subsection (a) of the proposed rule
need not be filed. Finally, the filing
by the introducing member is a
submission for review only and
does not require approval by the
NASD before becoming effective

Request for Vote

The Board believes that it is appro-

priate to add a new rule of fair prac-

tice that requires members entering
into clearing or camrying -
agreements to specify the obliga-
tions and supervisory responsibili-
ues of both the introducing and
clearing firm. In addition to creat-
ing consistency and uniformity in
the regulation of clearing arrange-
ments by all SROs on an industy-
wide basis, the proposal would
reduce customer confusion regard-
ing the identity of the responsible
party when questions of concems
arise. The Board considers the pro-
posed provision necessary and
appropriate and recommends that
members vote their approval.

The text of the proposed new tule
that requires member vole is below.
Please mark the attached ballat
according to your convictions and
mail it in the enclosed, stamped
envelope to the Corporation Trust
Company. Ballots must be post-
marked by no later than ‘
Scptember 27, 1993. If approved
by the members, the amendment
will not be effective yatil it is filed
with and approved by the SEC.

Questions regarding this Notice
should be directed to Elliott R..
Curzon, Senior Attorney, (202}
728-8451, and Robert J. Smith;
Attorney, (202) 728-8176, at the
Office of General Counsel.

Text of Proposed Rule

(Note: New language 1s
underlined.)

Clearing Agreements

All clean camrvin e-
ments enigred into by a member,

August 1993
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excepl where any party to the
agreement is also subject 10 3 comm:
pamable rule of a pational securties
exchange, shall specify the respec-
tive functions apd responsibilities
of each party to the agreement and
shall, a ini ify the
respect to each of the following
maners:

toring customer dccounts;

(2) extension of ¢redit.

{3)_maintenance of books agd
records;

(4) receipt and delivery of funds

(3) safeguarding of funds and secu-

(82 _whether, for purposes of the ber shall submut the agreement to
Securities and Exchange the NASD for review aad approval
Commissjon’s fgancial responsibyl-
ity mles adopted ander the {¢) Whepever an introduciog merm-
S Secunities Exchagge Act of 1934, ber designated to the NASD for
amended, ; e Securnities oversight pursuant to Segtion 17 of
ves ction - the Secugties Exchange Act of
ed. and regulauions adopted there: 1934, as amended the
under, ¢ s are custome Securities and Exchange .
the ¢leanng member: and Commussion adopted thereunder,
ameands its clcggng Q; ngmg
(9) the requizement to provide cus-  agre i ng membe,
tomer notification under Subsection  designated to another self-regulato-
{d) of this Sectign grganizat q it
respect 10 any item enumerated in
(b} Whenever a clearing member ections (a throu 9) of
designated for over- this Sectio ¢ i w
sight pursuant to Section 17 of the  clearing agreemeat with another
Securitie 3 ¢learing member, the intrpducing
as amended, or a rule of the e it the agreeme
Secprities and Exchange 10 113 local NASD districtioffice for

C jssi ted thereunde eview. ‘
amends any of its clearing or camry- _’
ingagreements with respect to any {4} Each customer whose account

item epumerated in Subsections 1s introduced on a fully disclosed
(6) confirmations and statements; ()1} through (a)(9) of this Section, basjs sha ified in writin

w upon the opening of his account of

acce ce c- carrying agreement with an iptro- the existence of the clearipg or car-
cution S ducmg mgmhg:, the clearing mem-  (ying agreenient,
National Asscciation of Securities Dealers, Inc. August 1993
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m;ice 10 Members

... -National Association of Sexurities Dealers, Inc:....

— Number 92-32
' Suggested Routing.*
Senior Management nternal Audit 1[ Operations ~ __ Syndicate
__ Cormporate Finance Legal & Compliance  __ Options __ Syslems
__ Government Securities  _ Municipal __ Registration  __ Trading
__ Institutional _ Mutual Fund __ Research __ Training
“These are suggested departments orly Othe’s may be appropriate for your firm. ‘

J

Subject: Request for Comments on Proposed Amendment to the Rules of Falr Practice
Relating to the Respective Obilgations and Supervisory Responsibilities of
Introducing and Clearing Firms; Last Date for Comments: July 22, 1992

EXECUTIVE SUMMARY

The NASD requests comments on a -
proposed amendment to the Rules of Fair
. Practice to require members entering into
clearing or carrying agreements to specify
|' the obligations and supservisory responsibil-
ities of both the introducing and clearing

this Notice.

firm. The text of the proposed rule foilows |~

L N

BACKGROUND

The NASD is proposing to amend the Rules
of Fair Practice to require members entering into a
clearing agreement, as either an introducing firm
or a clearing firm, to specify the respective func-
tions. obligations, and supervisory respousibilities
of ecach party to the agreement. The proposed rule
results from recommendations of the NASD's Advi-
sory Couricil and the Securities Industry Associa-
tion (SIA) that the NASD clarify the obligations
and supervisory responsibilities of clearing and in-
troducing firrms.

In considering whether to adopt the proposed
rule, the Board of Governors (Board) has consid-
ered that a similar New York Stock Exchange

{(NYSE) rule (NYSE Rule 382) was already in
place. Accordingly, the Board believes that it is ap-
propriate to propose a rule that would provide con-
sistent treatment for broker/dealers that are not
NYSE members. :

At the time the Securities and Exchange
Commission (SEC) considered the NYSE's pro-
posed rule, the NASD commented to the SEC that

- permitting certain functions to be allocated to the
introducing member may result in compliance fail-
ures angd violations resulting from the inability of
the introducing member to adequately perform
those functions. The NASD urged that members
should not be permitted to avoid obligations or re-
sponsibilities which would otherwise be theirs
under the securities laws.

In its order approving the NYSE Rule 382,
the SEC recognized the NASD's concerns and
stated, *' . . . no contractual arrangement for the
allocation of functions between an introducing and
carrying organization can operate to relieve either
organization from their respective responsibilities
under federal securities laws and applicable SRO
rules.”! This rule incorporates this principle as

'Securtties Exchange Act Release No. 18497

L))
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previously asserted by the NASD and noted by the
'SEC.

Subsection (a) of the proposed rule requires a
member’s clearing agreement to specify the func-
tions and responsibilities of the respective parties.
Subsection (a) further requires that at a minimum
the agraement address the seven functions enumes-
ated in subsections (3)(1) through (2)(7), and that

“the agreement specify the party ordinarily respansi-

bie for any other function included in the agree-
ment. Members which are subject to a comparable
rule of a national securities exchange, such as
NYSE Rule 382, are exempt from the provisions of
the proposed rule.

Subsection (b) of the proposed rule requires a
clearing member to submit its clearing agreement
to the NASD for review and approval in the event
there are any amendments rejating to the functions
specified in subsection (a)(1) through (a)(7), or if
the clearing member eaters into a new agreement
with another introducing firm, unless the clearing
member is subject to review and approval pursuant
to a comparable rule of a national securities ex-
change.

Subsection () of the proposed rule requires
an introducing member to submit jts clearing agree-
ment to the NASD in the event of any amendment
relating to the functions specified in subsections
(2){1) through (a}7), or if the introducing member
enters into a new clearing agreement with another
clearing firm. Subsection (a) does not require the
introducing member to seek prior approval of any
changes. Subsections (b) and (c) both embody the
NASD’s view that changes which are of little regu-
latory concem, such as changes to fees and
charges, do not need approval.

Under Subsections (b} and (<), the NASD
would review and approve clearing agreements re-
quired to be submitted by a clearing firm if the
agreement is not subject to the review and ap-
provai of a national securities exchange.

Finally, Subsection (d) of the proposed rule re-
quires introducing members to disclose the exis-
tence of the agreement to customers on the opening
of an account and to disclose the terms of the agree-
ment as it relates 1o the responsibilities specified in
subsections {(a)(1) through (a)(7).

The Board believes that this provision will re-
duce customer confusion regarding the identity of
the responsible party when questions or complaints
arise.

REQUEST FOR COMMENTS

The Board asks members and other interested
persons (0 comment on the proposed rule to the
NASD Rules of Fair Practice. Comments should be
directed to:

Stephen Hickman

Office of the Secretary

National Association of Securities
Dealcrs, Iac.

1735 K Street, NW

Washington, DC 20006-1506.

Comments must be received no later than
July 22, 1992. Comments received by this date
will be considered by the Board. Prior to becoming
effective, the rule must be, adopted by the Board
and the membership and then filed with the SEC
for its approval. ,

Questions concerning this Netice should be di-
rected 1o Elliott R. Curzon, Office of General
Counsel, at (202) 728-8451.

TEXT OF PROPOSED RULE

Rules of Fair Practice
{Note: All language is new.)

Clearing Agreements
{(a) Any clearing or carrying agreement en-
tered into between a member firm and any other
firm, except where the member is also subject to-2
comparable rule of a national securities exchange.
shall specify the respective functions and responsi-
bilities of each party to the agreement and shall, at
a minimum, specify the responsibility of each
party with respect to each of the following func-
11ons;
(1) opening, approving and monitoring
customer accounts,
(2) extension of credit; ,
(3) maintenance of bocks and records; |
(4) receipt and delivery of funds and seeu-
rities; .
(5) safeguarding of funds and securities;
{6) confirmations and statements; and
(7) acceptance of orders and execution of
transactions. ,
(b) Whenever a clearing member amends its
clearing or camrying agreement with an introducing
firm with respect to any item enumerated in Sub-
sections (a)(1) through (a)(7) of this Section, or ¢o-
ters into a new clearing or carrying agreement with
an introducing firm, the clearing member shall sub-

il

202

BEST AVAILABLE COFPY



mit the agreement to the NASD for review ind ap-
proval unless the clearing member is subject to
cuomparable review and approval requirements of a
national securities exchange.

(c) Whenever an introducing member desig-
nated 1o the NASD under Securities and Exchange
Commission Rule [7d-! amends its clearing or car-
rying agreement with a clearing firm with respect
to any item enumerated in Subsections (a)(!)
through (a)(7) of this Section, or enters 1nte a new

clearing agreement with another clearing fum, the
imtroducing member shall submit the agreement to
the NASD.

(d) Each customer whose account is intro-
duced on a fully disclosed basis shall be notified in
writing upon the opening of his account of the exis-
tence of the clearing or carrying agreement and of
the terms of the agreement as it relates (o the re-
sponsibilities specified in subsections (2)(1)
through (a)(7).

BEST AVAILABLE COPY
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SIA presentation on the business relationship of introducing and carrying brokers
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INTRODUCTION

With this monograph on the relationship between introducing
and carrying brokers, the SIA legal staff is continuing its
series of white papers on various legal issues facing our
broker~dealer members. It is our thought in adding these
monographs to the field of legal literature on securities
laws that we wish to encourage examinations of the various
issues raised to stimulate discussion and research in
various areas of the law in which we feel there is uncer-
tainty and, in some instances, confusion. These monographs
will explore the existing decisions involving the underlying
issue and will also expound an SIA point of view concerning
the issue. We hope that by doing this we will at least
bring the underlying issues into focus to assist our member-
ship and perhaps to even suggest solutions for the problems
they face. It is recognized that not all will agree with
our conclusions, but is our hope that at least the focus of
these broker-dealer legal problems will be sharpened so that,

when resolutions are made. by the courts, it will be on the
basis of clearly defined questions.

Wl WYt 0
William J. Fitzpatrick

Senior Vice President
and General Counsel

Copyright Q:) 1984 by
Securities Industry Association

120 Broadway
New York, NY 10271
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A considerable amount of confusion and uncertainty exists
concerning the legal implications emanating from the contractual
relationship between introducing and carrying brokers.l/ There
is also a paucity of literature analyzing this subject. This
a;ticle posits that many courts have failed to comprehend the
business relatiohship which exists between the two parties to the
contract. Atter providiny a backyround of the subject, the
article will discuss the business context of carrying arrange-
ments., It will review the regulatory environment of such

agreements, and then analyze the relationship in terms of agency

See, e.4y., S. Goldbery, Fraudulent Broker-Dealer Practices
(1978), "Broker-dealers are notorious tor attempting, at one
and the same time, to: 1) lure an investor into a false sense
ot contidence and security by inducing the investor's reli-
ance upon the prestige and reputation of an old-line New York
stock Exchange firm, while 2) disclaiming any possible lia-
pility for traudulent activities that may have been practiced
upon an investor by the trading brokeraye firm or its regis-
tered representative. One way in which this rather reprehen-
sible practice occurs is when the New York Stock Exchange
broker-dealer claims to be a mere ‘clearing broker-dealer’
tor a 'tradiny broker-dealer,' the later being the direct
employer of the errant registered representative." Id. at p.
7-32, 33. see also, text at notes 40-59, infra.
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the introducing firm maintains a single account with the carrying

firm in 1its own name and aoces not identify 1its individual

customers whose purchases and sales of securities are cleared

through the carrying firm. In accordance with Regulation T,E/

the introducing firm, in an omnibus arrangement, must provide the

carrying firm with notice that all securities transactions will
be for the account of its customers and that short sales effected

throdgh the account will be for customers of the broker or dealer

other than partners.ﬁ/ The customer, in both fully disclosed

and omnibus arrangeménts, deals only with the introducing firm.

The introducing firm is responsible for compliance with

applicable SRO rules regulating the reygistered representatives'

conduct with the customer.é/

B. The Business Environment of Introducing/Carrying Firms
Agreements )
An

introducing/carrying agreement is the product of

arms-length negotiation between the parties, The carrying firm

»

3 Regulation T, 17 C.F.R. 220, provides rules relating to the
extension of credit by broker-dealers. It is promulgated
by the Board of Governors of the Federal Reserve and enforced
by the Commission and the self-regulatory organizations
("SROs").

4 17 C.F.R. 220.10. Creditors may only effect and £finance
transactions for broker-dealers registered with the
Commission. 1Id. :

See, e.g., National Association of Securities Dealers
("NASD") Rules of Fair Practice, Article III reprinted in
NASD Manual (CCH) 4s 2151-2197; American Stock Exchange
("Amex") Rules 410-422, reprinted in Amex Guide (CCH)

s 9430-~9942; NYSE Rules 341-353 and 401-408, reprinted in
NYSE Guide (CCH) %s 2341-2353, 2401-2408.
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law.2/ Next, it will summarize several cases wherein courts
failed to comprehend the relationship between introducing and
carryiny firms and thereby rendered wunsound and incorrect
decisions. Finally, the article will analyze the cases and
suygest a preferred analysis.

i'

OVERVIEW OF RELATIONSHIP BETWEEN CARRYING AND INTRODUCING FIRMS

A. Background

Clearing agreements are simply contracts Dbetween two
entities, usually'registered b;cker-dealers, wherein one party.
the carrying firm, agrees to perform certain services for the
other party, the introducing firm: There are two types of
carrying agreements, fully disclosed and omnibus arrangements.
In a fully disclosed carrying aygreement, the introducing firm
discloses to the carrying firm, among other things, the names,
addresses, securities positions, and other relevant _.data.

concerning its customers. In contrast, in an omnibus agreement,

»

2 The terms "introducing firm" and “carrying (or clearing)
firm" are not defined in the federal securities laws or the
rules promulgated thereunder. Section IA contains a detailed
discussion of the terms.- The terms "carrying firm" and
"clearing firm" are often used interchangeably. In its
filiny pursuant to Securities and Exchange Act of 1934
("Exchange Act") Rule 19b-4 on this subject, the New York
Stock Exchange ("NYSE") stated that "clearing firm" is often
construed to be limited to a firm which processes transac-
tions, while "carrying firm" describes a firm providing the
capital required by industry rules to maintain a customer's
account, See Securities and Exchange Commission ("SEC" or
the "Commission") File No. SR-NYSE-81-19, Proposed Rule

Chanye by New York Stock Exchange, Inc., footnote at p. 2
("Rule 19b-4 Submission®).
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expects an income stream from the services it provides to the

introducing firm. The 1introducing firm avoids substantial

start-up and maintenance costs associated with the initiation and

maintenance of back office operations.i/ Such costs 1include

computer costs necessary to generate confirmations, stock records

and various back office records, staffing a cashiering section,

and other back office functions.

The financial capital required to operate as a broker-dealer

is another important factor for a firm to consider in deciding

whether or not to do 1its own clearing. The Commission's

Inet capital rulel/ establishes regulatory capital requirements

for registered broker-dealers which depend, among other things,

lupon the magnitude of customer margin debitsf_/ and a firm's
ability to deliver and receive promptly securities.g/ The
Itypical carrying agreement permits the carrying firm's capital to

lbe utilized for these purposes thereby permitting the introducing

firm to deploy its capital for trading, underwriting, and other

Absent the ability to contract with a carrying firm to
perform various back office functions, many introducing firms
would be unable to enter the brokerage business.

Exchange Act Rule 15¢3-1, 17 C.F.R. § 240.15c3-1.

See, €.g., Exchange Act Rule 15c3-1(a), 17 C.F.R.
§ 240.15c3-1(a). Broker-dealers computing their capital
under the "alternative" method are reqguired to maintain
capital in excess of 2% of Rule 15c3-3's Reserve Formula
debits.

Exchange Act Rule 15¢3-1(c)(2)(v), 17 C.F.R.

§ 240.15¢c3-1(c)(2)(v) provides for deductions from capital
based on short securities differences.

-l



proprietary endeavors.l0/

Because introduciny firms enter into carrying aygreements for

many different business reasons, a carrying firm will offer a

variety of services to the introducing firm. The carrying firm's

compensation is subject to negotiation and will vary substantial-
ly between aygreements and will depend upon the services performed

by the carrying firm. Pursuant to some agreements, the intro-

duciny firm merely submits its customer's orders to the carrying

firm for execution and the carrying firm does everything else.

In other ayreements, the introducing firm may execute its own

trades and report them to the carrying firm for completion of

back office and cashiering tasks. In contrast, some arrangements

require the carrying firm to perform only recordkeeping and

confirmation functions while the introducing firm maintains its

own cashiering operation.

In still other types of agreements,

broker-dealers may contract with data processing firms for the
production of confirmations, customer statements, and other books

and records required to be made and maintained by registered

i

The net capital rule affords certain introducing firms with
favorable capital requirements. See text at note 18, infra.



broker-dealers.ll/ The introducing firm makes a decision as to

what back ottice functions 1t wishes to complete on its own, and

then contracts with another entity to perform all other necessary

operations.

Depending on the nature and extent of 1its particular

responsibilities as enumerated in the carrying arranygement, the

carrying~firm is particularly concerned with the credit worthi-
ness of the introducing firm and their customers and will monitor
closely potential credit exposure for its own protection. In
most carrying arrangements, ;he introducingy firm guarantees its

customers' ability to complete cash transactions. If the

customer tails to pay tor a purchase or deliver securities -
ayainst a sale, the introducing firm will absorb the loss, if

any, resulting from either the sell-out or buy-in. With respect

to margin transactions, the introducing firm usuallylz/ assumes

tinancial responsibility for its customers' ability to meet the

»

11 gee pxchange Act Rules 17a-3, 17 C.F.R. § 240.17a-3 and 17a-4

17 C.F.R. § 240.17a-4. In such cases, entities providing
such services may not be broker-dealers registered with the
Commission. They must file with the Commission a written
undertaking to the effect that the records are the property
of the broker-dealer otherwise required to make and maintain
such records, and that it will furnish them, when requested,
to the Commission, See Exchange Act Rule l17a-4(i),

17 C.F.R. § 240.17a-4(1).

12 gecause of the lack of homogeneity among carrying agreements,

only yeneralizations can be made as to how responsibilities
are allocated between the parties, A sample agreement for
securities clearance services is attached as Exhibit A,




initial margin requirements of Regulation Tiz/ while the

carrying firm assumes responsibility for

required by rules of the

maintenance margin

self-regulatory oryanizations.l4/
In some arrangements, the introducing firm assumes responsibility

for both initial and maintenance margin. Therefore, sound

business practice dictates that the clearing firm monitor closely

potential financial exposure arising from transactions emanating

13

14

Section 220.18{a), 17 C.F.R. § 220.18(a), of Regulation T
provides that for most margin securities, initial margin is
508 of the security's current market value. Generally
speaking, the carrying firm extends credit and is responsible
for compliance with Regulation T.

See, Board Interpretation
of Regulation T, 5-620

(September 25, 1979).

See, e.g., NYSE Rule 431, While Section 7 of the Exchange

authorizes the Federal Reserve
Board ¢to establish

maintenance margin requirements, this
function has traditionally been left to the exchanges. See

Board Interpretation of Regulation T, 5-650.11 (July 20,
1981). Maintenance margin requirements established by SROs

are, generally, lower than initial requirements under
Regulation T.

il



at the introducing firm.15/

It is clear, therefore, that business, and not legal,

considerations determine the terms of a clearing agreement. A

carrying firm's compensation will vary based upon the services it

provides to the introducing firm. An introducing firm may

contract with a carrying firm to perform wvirtually all the

functlons of a broker-dealer except direct, individual communi-

cations with its customers concerning their investment decisions,

and pay accordingly for such services. The method of payment can

also vary. In some agreements, the carrying firm receives a flat

percentage of commissions generated by the introducing firm; in

imposing sanctions on an introducing firm for failing to
dlsclose to its carrying firm material facts as to the credit
worthiness of one of its customers, the Commission recognized
" ""the potential credit exposure of carrying firms and stated:

It is true that (the introducing firm] had a

contractual obligation to indemnify [its .

clearing brokers] for losses. However,

considering [the introducing firm's] small

net capital...there was a substantial likeli-

hood that the clearing brokers would them-

selves have to bear: all or part of any

potential losses.
In Re Boylan, Exchange Act Rel. No. 18378, 24 SEC Docket 449,
455 n. 33 (January 14, 1982). In its appellate brief in this
case, the Commission's brief stated:

The failure of an introducing broker to fulfill 1its

disclosure obligations to a clearing broker can subject

the latter to losses...[Tlhe clearing broker has a right

to expect [the introducing broker to] comply...with

'rules of conduct basic to the securities industry--full

and fair disclosure of all known, material information.'
Brief of the Securities and Exchange Commission, Boylan v.
Securities Exchange Commission 82-7111 (9th Cir. 1982).
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others, the carrying firm receives a flat fee on a per share or

per transaction basis. Some agreements call for the carrying

firm to receive a monthly fee unrelated to the introducing firm's

business volume, Regardless of the method used for computing the

carrying firm's remuneration, it is important to remember that

the fee structure is a means by which one business entity (the

introducing firm) compensates another business entity (the

carrying firm) for services rendered according to contract.

C. The Regulatory Environment of Carrying Arrangements

1. Commission Rules

Depending on the allocation of certain responsibilities

under the Exchanye Act in the carrying agreement, introducing
firms receive favorable regulatory treatment under various rules

promulgated under the Exchange Act. Broker-dealers are exempt

from the possession and control requirements of Exchange Act rule

15c3-3£§/ if they ‘“promptly transmit ail customer funds and

securities to the clearing broker or dealer...."17/ Introducing

broker-dealers have reduced capital requirements under the

Commission's net capital rule if, among other things, it "intro-

duces and forwards as a broker all transactions and accounts of

16 Rule 15¢3-3, 17 C.F.R. § 240.15¢c3-3, requires, inter alia,

broker-dealers to obtain and thereafter maintain possession

and control of its customers' fully paid and excess margin
securities,

17 Exchange Act Rule 15c¢3-3{(k)(2){(b), 17 C.F.R.

§ 240.15¢3-3
(k)(2)(b).
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customers to another broker or dealer [carrying] such accounts on
a fully disclosed basis....18/ Firms introducing customer
accounts on a fully disclosed basis are exempt from certain of
the recordkeepinyg requirements of vule 17a-3 if such records are
kept and maintained by their carrying firm.ig/ In summary,
various rules promulgated by the Commission permit certain back
office responsibilities to be discharyged by carrying firms and
afford faQorable regulatory treatment to introducing firms.

2. SRO Rules

Any uncertainty concerning the legal implications of .the
introducing-carrying velationship in which at least one of the
parties was a member of the NYSE should have been resolved by the
recent amendments to New Yo;k Stock Exchange rule 382.32/

In February 1982, the Commission approved amendments to NYSE
rules 382 and 405 designed to "clarify the responsibilities of
organizations relative to the handling of customer accounts that
are 1introduced by one organization (introducer) to angther
(carrier) pursuant to a [fully disclosed] «carrying agree-

ment."2l/  Rule 382, as amended, provides that fully disclosed

Exchange Act Rule 15c¢3-1(a)(2){(i), 17 C.F.R. § 240.15c3-1(a)
(2)(1).

Exchange Act Rule 17a-3(b)(1l), 17 C.F.R. § 240.17a-3(b}(1).
Exchange Act Rule 17a-5(c)(i), 17 C.F.R. § 240.17a-5(c)(1i),
exempts certain introducing firms from the requirement to
furnish customers with various financial statements.

20 Exchange Act Release No. 34-18497, 24 SEC Docket 964
(March 9, 1982).
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cleariny agreements (in which one or both parties is a member of
the NYSE) must allocate seven functional areas related to the
obligations of the introducing and carrying firms: (1) opening,
approving and monitorinyg of accounts; (2) extension of credit;
(3) maintaining of books and records; (4) receipt and delivery of
funds and securities; (5) safeguarding of funds and securities;
(6) contirmations and statements; and (7)  acceptance of orders

and execution of transactions.zz/ Rule 382 does not suggest how

the parties allocate these functions.

While the amendments to vule 382 dealt with the relationship

between ' introducing and carrying firms, it has no effect on a

broker-dealer's responsibility to supervise its own employees or

the activities conducted in its branch offices.23/ NYSE rule

342 requires, inter alia, that each office of a broker-dealer be

under the supervision and control of such organization. Similar-
ly, Article III, Section 27 of the NASP's Rules of Fair Practice

requires member firms to supervise the activities of all ot its
]

registered vrepresentatives and associated persons, wherever

located. Every broker-dealer, therefore, has a duty to supervise

its employees, and SROs have rules specifically addressed to this

lzz If an NYSE firm enters into a clearing arrangement, the

contract must be approved by the NYSE.

Exchange Act Section 15(b)(4)(E), 15 U.S.C. § 78o(b)(4)(E)
(1981), authorizes the Commission to sanction a broker-dealer
if it "faills] reasonably to supervise" a person subject to

its supervision if such person violates the federal
securlities laws.

e



l obliyation. Employees of an introducing firm are subject to the
supervision and control of their employer and their firm's

lprmcipals, but not to the control of the carrying fiv:rn._z_i/
The amendments to NYSE rules 382 and 405 should have resolved any
qguestion as to the ability of firms to allocate contractually
enumerated responsibilities.,

when the Commission approved the amendments to NYSE rule

382, it also approved amendments to NYSE rule 405, Rule 405,

NYSE members,

through certain persons: (1)

lentitled "Diligence as to Accounts," requires
to use due diligence as to the

essential facts of its customers; (2) to supervise diligently all

laccounts handled by its reyistered representatives; and (3) to

approve specifically the opening of accounts. The 1982

Iamendments rescindeda, among other thinys, supplementary materials

to rule 405 which dealt with the relationship between introducing

land clearing firms.25/ The amendments to rule 382, which

clarified the ability of organizations subject to a fully

disclosed <clearing agreement to allocate certain regulatory

lr:esponsibilities, rendered this interpretation nugatory. Despite

In In Re D.H. Blair & Co., et.al. 44 S.E.C. 320_ (May'21,
1970), the Commission, while censuring a carrying firm,
stated that there is no general responsibility for a carrying

tirm to supervise the activities of an introducing firm.
Id. at 328.

5

4

See NYSE Information Memo 82~18 (March 5, 1982). A copy of
this memo 1s attached as Exhibit B.



these amendments, courts continue to confuse and misinterpret the
l applicability of rule 405.26/

D. Carrying and Introducing Firms - An Agency Analysis

The relationships between a customer, his broker-dealer (the

I introducing firm) and a carrying firm can best be analyzed in
l agency terms. After discussing briefly certain key definitions,

we will review the relationship in such terms.

l Agency is the "fiduciary relationship which results from the
manifestation of consent by one person to authorize that the
l other shall act on his behalf and subject to his control,

l consent by the other so to act."27/

and
A principal is the party
for whom action is to be taken while an agent is the party acting

l for the principal.28/ A subagerit is a party appointed by an

agent to perform functions undertaken by the agent, but the agent
1.

responsible to the principal for the actions of the

| subagent.23/  Agents generally are permitted to delegate to a
subagent the responsibility to perform mechanical and ministerial

. »
acts 1if, among other things, it is customary to employ other

See text at notes 97-107, infra.

Restatement (Second) of
"Restatement.")

1.

I27

|28 1d.
29

Agency § 1 (1957). {Bereinafter,

Id. at § 5.



agents to perform the tasks assigned to the subagent. 30/
In a fully disclosed clearinyg arranygement, a customer (the
principal) places an order to purchase or sell securities with a

registered representative, a person associated with the

introducing firm (the customer's agent).zl/ The 1introducing

firm effects ¢this transaction either on its own or via the

carrying firm, The carrying firm is the introducing firm's

subagent, that is, a party appointed by an agent (the introducing

tirm) to perform specific functions on its behalf.iz/ The

-

customer of the introducing firm receives, among other things,

confirmations of purchases and sales directly from the carrying

firm. As noted previously, an agent (the introducing firm) is

responsible to 1its principal (the customer) for the actions of

its agent (the carrying firm, the subagent in this relationship).

As a subagent, a carrying firm owes the introducing firm the

duties of an agent to its principal.3 / In unusual cases, such

L

as 1f it misuses the principal's property (i.e., the customer's

30 1d. at § 78-79.

31 see, e.y., Robinson v. Merrill Lynch, Pierce, Fenner & Smith,

Inc. 337 F. Supp. 107 (N.D. Ala. 1971) where the court

stated, "la] broker's office, without special
circumstances...is simply to buy and sell. The office
commences when the order 1is placed and ends when the

transaction is complete.” Id. at 1lll.

See note 29, supra.

33 Restatement at § 428,




securities or money), a subagent (the carrying firm) is liable

directly to the principal. 34/ Generally, however, a subagent's

duties and responsibilities inure to the benefit of the

agent. 35/ while this agency analysis is straightforward, some

courts have failed to understand the relationship between the
parties and therein rendered unsound legal analy51s.36/

E. The Customer's Perspective

The existence of the agency relationship between the intro-

ducing and carrying firm also can be understood by reviewing a

customer's legitimate expectations upon opening an account with

an introducing firm.

tered representative employed by the introducing firm. All his

orders to buy and sell securities and the day-to-day servicing of

his account are given to the registered representative of the

introducing firm.

The registered representative's employer, however, has made

m—

Id. at Comment a.

Id. at § 5.

See text at notes 60-107, infra. Limiting the analysis to
the relationship between the introducing and carrying firms,
the <carrying firm could, alternatively, be viewed as a
non-agent independent contractor engaged by the introducing
firm to perform certain tasks. See Restatement at § 14N,
comment b. With respect to the principal-agent relationship
between a customer and his broker, however, the carrying firm

ls, as discussed above, the introducing firm's subagent. See
text at notes 29-35, supra.

-

The customer opens an account with a regis-



a business decision to contract with another entity (usually a

regyistered Dbroker-dealer) to pertorm certain back

office
does not receive his con-
tirmations and monthly statements trom his reygistered represen-

tative's firm, but rather from the carrying firm.

The receipt of _
a contirmation could be the tirst time the customer becomes}\
coynizant of the

carrying firm's existence,. But for the) '

I tunctions. The customer, therefore,

introduciny firm's decision to contract with a carrying firm to

perform certain services, the investor would have no relationship|

Iwith the carrying firm.37/

are fully aware of the

I In addition, customers generally
relationship between introducing and carrying firms.

NYSE Rule)
|382 requires that customers whose accounts are introduced on a

fully disclosed basis be notified upon the opening of their

laccount of the existence of the carrying agreement and the

lrelationship between the

A
introducing and carrying firms.?’E/S
Suc;w notification typically states <clearly that the key

linaividual as to the customer's relationship with his or her

‘)roker is their registered representative, a person associated

l7 some customers,

however, have been successful in asserting
that the carrying firm was their broker. §See text at notes
57-59, infra.

NYSE Rule 382(c). Amex
reguirement.

Exhibit C.

Rule 400(c) contains a similar
A sample of such a letter is attached as




Having examined the business and regulatory -background of

introducing/carrying agreements, this essay will now review some

relevant cases.

II

——

l with the introducing firm.3%/

BRIEF HISTORY OF THE PROBLEM

Given this relatively simple contractual arrangement between

lthe introducing and carrying firm, why do courts £fail to

l comprehend this relationship? The seminal case dealing with the

relationship between introducing and clearing firms, Hawkins v.

lMerrill Lynch, Pierce, Fenner & Beane ("Merrill Lynch")40/
illustrates this lack of comprehension and frequently forms the

basis for opinions misinterpreting the relationship.

IA. Hawkins

In Hawkins, Merrill Lynch, the defendant, was the clearing

broker for D.S. Waddy and Company {*Waddy”"), a small brokerage

Ifirm located in Arkansas. While the decision is unclear, it

appears that Merrill Lynch cleared all but one of Waddy's

Iaccounts on a fully disclosed basis. The remaining account was

If neither the introducing nor the carrying firm were members
of the NYSE, rule 382(c) would not apply. Assuming the

| ¥

customers were informed as to the existence of a fully
I disclosed carrying arrangement, the analysis discussed above
should apply.

lo

85 F. Supp. 104 (W.D. Ark. 1949).

i
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Evidently, several customers of the introducing firm (whose

trading purportedly was effected through Waddy's omnibus account)

ordered securities (through Waddy) which were not purchased, and

they suffered losses.

' an omnibus account and the source of defendant's problems.4l/
l The court found that although the introducing firm was not

the agent of the carrying €firm, the plaintiff "did have the

'right...to expect the [carrying firm] to control [the introducing
tirm's actions] and that such control would be in accordance with

lthe law and their orders would be executed in the manner provided

lby the law."%2/  In analyzing the defendant carrying firm's

liability for the introducing firm's violation of section 10(b),

lthe court stated:

Defendants permitted, and...encouraged |[the introducing
I firm] to [effect the transactions in question]. As the
result of their experience in the brokerage field they knew
the inherent dangers to the investing public [of such
. transactions]}.... The loss suffered by all of the
plaintiffs is the proximate result of the maintenance [of
the relevant account] and the conduct of defendants in

permitting the use of the account and in failing to properly
I supervise it paved the way [for plaintiffs 1osses]eeee?3/

ghe court found, among other things, that by “"permitt[ing],

approv(ing], and [failing to éupervise]" the introducing firm's

41

Id. at 109.

I2 Id. at 121. The «court cited no authority for this
responsibility to contrel or from whence came the carrying
tirm's duty to supervise. The carrying f£firm does not

“"control" the actions of the introducing firm. See text at
notes 83-88, infra.

Id. at 122. (Emphasis supplied.)

o
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.actions, the defencant wviolated Exchange Act section lO(b)ﬁ/
and rule 10b-5 promulgated thereunder.45/ It also found the

I:ar:rying firm liable as a controlling person under section 20(a)
f the Exchange Act.ﬁ/

B. Recent Cases

Two Trecent district court cases illustrate that the
onfusion emanating from the Hawkins decision still exists in the

ourts. In both Cothren wv. Donaldson Lufkin & Jenrette

ecurities Corporation (“DLJ")._4_7_/ and Margaret Hall Foundation,

nc. v. Atlantic Financial Management, Inc. f_s/, the district

ourt judges, denied defendant carrying broker's motion to

4 Exchange Act section 10(b) makes it unlawful to use or employ

manipulative or deceptive devices or —contrivances 1in
———connection with the purchase or sale of securities.

BN.E EN N, R an, .

'5 BHawkins at 122. Concerning liability "for failing to
supervise," Exchange Act section 15(b){(4)(E) empowers °®the
Commission to sanction a registered broker-dealer if it
“fail[s] to reasonably supervise a person subject to its
' supervision."” An introducing firm is not, however, subject

to the supervision of a carrying firm and there is no civil

analogue to section 15(b)(4)(E) imposing civil llablllty on a
l broker-dealer for failure to supervise.

46 pyt see text at notes 83-88, infra. Section 20(a) imposes

l liability on "control" persons under certain circumstances,
based upon the actions of persons subject to their control.

l7 82 Civ. 363 (E.D. Tex. 1982). Hereinafter cited as Cothren

or "Slip Opinion."

'8 Current Fed. Sec. L. Rep. (CCH) % 99,514, (October 26, 1983.)
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dismiss for failure to state a claim upon which relief could’be
yranted based on an 1incorrect analysis of the relationship
between the introducing and carrying firm.

In Cothren, plaintiff alleged that DLJ, the carrying firm,
violated Exchange Act section 10(b) and rule 10b-5 and aided and
abetted wviolations of the same provisions committed by
plaintiff's broker, Affiliated Securities Brokers ("Affiliated")
and its pfincipals.ﬁﬁ/ Plaintiffs alleged, among other things,
that DLJ "aided and abetted Affiliated's misrepresentations...by
failing to exercise due diligencé to learn the essential
facts...of the Plaintiffs' financial situations and investment
experience as required by NYSE Option Rule 721...[and] by failing
to observe...[various self regulatory organization's] suitability
rules....“ig/

The most importan£ section of the opinion for the purposes
of this article discussed DLJ's 1liability for the acts of
Affiliated and its principals;wwghe court found that Affiliated
and its principals were'agents of DLJ. Relying extensively on

the fact that plaintiff thought one of Affiliated's principals

49  DLJ cleared transactions for Affiliated on a fully disclosed
basis through one of its subsidiaries, Pershing. Pershing
acts as a cleariny broker for many introducing firms.

50

Slip Opinion at 5-6. NYSE rule 721 requires NYSE members to

take certain actions before accepting options orders from
thelir customers.

-



an agent of DLJ,E_E/ the court found that DLJ had

geleyat |ed]

I - 21 -

to Artiliated the responsibility tor fultilling all

‘f DLJ's responsibilities to its customers."52/ It also found

hat "[w]lhile clearing brokers are tree to attempt to delegate

Ivarious statutory and regulatory duties] to others, ultimate

responsibility must remain their own."53/' Citing Hawkins with

Ipproval, the court concluded that plaintiffs had stated a claim

tainst DLJ on the basis of fraudulent misrepresentations of its

agents,"” Affiliated and its two principals.54/

l In Margaret Hall Foundation v. Atlantic Financial Manage-

i_nt, Inc. 55/ ("MHF v. AFM"), plaintiffs alleged that a

koker-dealer (Tuton, Dilanni, & Draizin,

Inc. "TDD") and an
e.filiated investment adviser (AFM) engaged in a fraudulent

scheme 1in violation of Exchange Act section 10(b) and rule

llb-s. A.G. Becker, Inc. ("Becker") i

carried TDD's customer

I ‘

5 The mere fact that an individual "thinks" that one party is
the agent of a third party does not suffice to create an
agency relationship. See text at notes 92-94, infra.

5' Slip Opinion at 13. Of course, plaintiffs were Affiliated's
customers and Affiliated had, in accordance with rules of

I DLJd's self-regulatory organization approved by the

Commission, delegated some of its responsibilities under the
federal securities laws to DLJ.

See text at notes 97-107,
intra.

53' 1d. The court failed to define the statutory source oOr
precise nature of this "ultimate responsibility.’

54‘_1_9_. at 14.

55

Current, Fed. Sec. L. Rep. (CCH) ¢ 99,514 (D. Ct. Mass.
I()ctober 26, 1883).

il
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accounts on a fully disclosed basis.

| Plaintiffs alleged, in
summary, that they

had given AFM full discretionary authority

lpursuant to an 1nvestment advisory contract and, contrary to

their instructions, detendants invested in speculative
Iventur:es.ii/
l Plaintiffs allegyed that Becker was liable under section

10(b) and rule 10b-5 for three reasons: (1) it knew that the

l:wthev: defendants (AFM and TDD) were selling the same security for

heir own account that AFM and TDD were purchasing for. plain-

tiff's account, and that Becker "did nothing about this conflict

'f interest"; (2) it had a "close working relationship" with the

other defendants; and (3) it "was their broker and...[it] reck-

essly disregarded the unsuitability of (the stock in question)

lor: their investment purposes."57/

Becker asserted that it was simply a clearing broker whose

,,.|2590nsibilities were limited to executing piaintiffs’' orders.

g argued that it had no knowledge of any fraud and that it had

no duty to monitor or police the accounts of the introducing

tlr:m. The court disayreed, because of factors such as Becker's

renting space to the other defendants

A

5

and the fact that

Id. at 96,969.

The court placed a great deal of emphasis on
the delegation of “full," in contrast to "sole,"
discretionary authority. A critique of such analysis 1s

l beyond the scope of this article.

5 Id. at 96,971,

v



lplaintitf's received confirmations on Becker's stationery.38/

It also cited Becker's "failure to warn" plaintiffs about the

Iayparent conflict ot interest in certain of the other defendants'

tradiny strategies, Becker's motion to dismiss was denied

because the court found that sufficient issues of fact were
lpresent with respect to whether or not it had aided and abetted
the alleygedly fraudulent conduct of the introducing firm and its

lattiliated investment adviser.23/

| 111

ANALYSIS OF THE CASES

I This article maintains that there are three major reasons

why the reasoning in the cases discussed in the previous section

and ot various commentators 1is incorrect: (1) it evidences a

lmisunderstanding of the elements of a cause of action under

section 10(b) either on a primary, or an aiding and abetting,

basis; (2) it fails to comprehend the agency relationship between

lintrOGUCing and clearing firms; (3) it nullifies the impace of
NYSE rule 382 and inappropriately applies other SRO rules, par-
l:icu_l.arly NYSE rule 405, to the facts. The following discusses

Iach of these reasons,

Id.

See also, Faturik v, Woodmere Securities, Inc. 431 F.

S8C aLisy Supp.
894 (S.D.N.Y. 1977).

'8

59

l (Court denied carrying firm's motion to
dismiss in an action based upon alleyed fraudulent activities
conducted by an introducing tirm (plaintiff's broker)

l because, in appropriate cases, a carrying broker "may be

liaple tor manipulative or deceptive schemes of trading
brokers"). 1Id. at 897.

-



l A. Elements of a Violation of Section 10(b)

As noted previously, some courts have held clearing firms

I liable for violations of section 10(b) either on a primary or an

aiding and abetting basis, or as a controlling person. All of

these theories do not withstand careful analysis.

l 1. Primary Liability

Section 10(b) prohibits "the use in connection with the

Ipurchase or sale of any security...[of] any manipulative or

ldeceptive device or contrivance in contravention of such rules

and regulations as the Commission may prescribe.”50/ A

lneycessary element of a violation of section 10(b) is the use of a

manipulative or deceptive device or contrivance employed in

connection with the purchase or sale of securities. While this

lformulation merely restates the statute, it poses it in a way

important for this analysis.

Carrying firms do not employ manipulative acts or practices
lin connection with the purchase or sale of securities. 1In fact,
the carrying firm has no role in an investor's decision to buy or

'sell a particular security.f_l_/ Its only nexus to the purchase

'or sale comes after the introducing firm's customer, either alone

P

o

Exchange Act Section 10(b), 15 U.S.C. § 78j(b)(1976).

Pt

See, e.g., Livingston v. Weis, Voisin, Cannon, Inc., 294
F. Supp. 676 (D.N.J. 1968). (Court dismissed action against
a clearing firm because it "had nothing to do with the actual

purchasing and selling decisions [in question] and...served
only as a bookkeeper." Id. at 683.

- N W .
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 definition,

or on the basis of his broker's advice, makes a decision to

purchase or sell a security. As the Supreme Court has stated,

to constitute a violation ot rule 10Ub-5, there must be

traud."iz/ Absent a carryiny tirm's making, with scienter,ﬁi/

a material misrepresentation or omission in connection with the

purcnase or sale orf a security, the carryiny tirm cannot, by

be a primary violator of section 10(b) or rule

10b-5.64/

2. Aiding and Abetting Liability

Plaintifts also sue clearing firms on an aiding and abetting

theory of liability.65/ The theory, in summary, is that the

cleariny firm knowingly and substantially assists the fraudulent

63

6

62 pirks wv. SEC, U.S. , 1982~1983 Decisions, Fed, Sec., L.
Rep. (CCH) ¢ 99,255 at 96,130, n. 27.

In Ernst & Ernst v. Hochfelder, 425 U.S. 185 (1976), the
Court held that scienter is a necessary element of a civil
action brouyght under section 10(b) and rule 10b-5.’ It
detined scienter as "embracing a mental state to deceive,
manipulate, or defraud." Id. at 201, n. 12,

64 In Schenck v. Bear, Stearns & Co., 484 F. Supp. 937

(s.D.N.Y. 1979), in an action based upon, inter alia, the
manner in which plaintiff's account was liquidated because of
maryin calls, the court stated "[a]Jt no time did [the
carrying tirm] make any representations to plaintiff which
miyht give rise to a violation of section 10(b}) or rule
10b~-5." Id. at 945. (Emphasis supplied.)

5 As noted by Dean Ruder, an aider and abettor will,

in many
cases,

“merely be engaging in customary business activities,
such as...completing brokerage transactions." Ruder, Multiple
Detendants in Securities Law Fraud Cases: Aiding and
Abetting, Conspiracy, In Pari Delicto, Indemnification, and
Contribution, 120 U. Penn. L., Rev. 597, 632 (1972).
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activities of a carrying firm. For example, in MHF v. AFM,

plaintiff asserted that Becker, the carrying firm, had a very

close relationship to the introducing firm,iﬁ/ "len[t]

credibility to [defendant's] enterprise,...actively promoted the

[sales 1in question]...and sent confirmation slips [to the

defendants) ."67/

The elements of aiding and abetting 1liability are well

established: (1) the existence of 2 securities law violation by

the primary violator; (2) knowledge of the wviolation by the

alleged aider and abettor; and (3) substantial assistance by the

aider and abettor in the primary v1olat10n.58/ These elements

can be analyzed using the facts of the MHF case. For purposes of

this analysis, it is assumed that the introducing firm violated

section 10(b) by misrepresenting material facts in connection

All carrying firms have contractual relationships with
introducing firms; whether or not the relationship is "close"
and the legal implications of such "closeness" were not
adequately explained by the court.

67 Id. at p. 96,971. Any large, publicly identifiable
broker-dealer which acts as a carrying firm will be the
target of claims that it lent credibility to the operations
of the introducing firm by having its name on, among other
things, confirmations and customer statements sent to the
introducing firm's customers. Such conduct, however, hardly

substantially assists” the alleged fraudulent activities of
the introducing firm.

l"’8 See, e.g., IIT v. Cornfeld 619 F.2d 909, 922-23 (2nd Cir.

1980).

-



with the purchase of securities.®3/

With respect to the carrying firm, the second two elements
of aiding and abetting liability are generallyr not present. A
carrying firm 1s not coynizant of specific representations made
by a representative of the introducing firm and, therefore, the
second element (knowledgye of the violative actions) 1is not
present. 70/ In MHF, plaintiffs asserted, 1in essence, that

Becker should have known71/ about thne confllct of interest which

It is not clear that the introducing broker in MHF violated
section 10(b) because an investment adviser (albeit an
affiliate of the introducing €firm) had full discretionary
authority as to the relevant investment decisions, and, in a
discretionary account, the adviser generally makes purchases

and sales without discussing them with the client. Some
courts, however, have found that a broker's conduct 1in
managing such an account “operated as a fraud." See, e.g.,

Rolf v. Blyth Eastman pDillon 570 F.2d 38  (2nd Cir.) cert.
denied 439 U.S. 1078 (1978).

In Investors Research Corporation v. Securities and Exghange
Commission, 628 F.2d 168 (D.C. Cir.) cert. denied 449 U.S.
919 (1980), the court stated that the awareness of wrongdoing
requirement of aiding and abetting liability "is designed to
insure that innocent, incidental participants in transactions
later found to be illegal are not subjected to harsh, civil,

criminal, or administrative penalties." . I1d. at 177
(citations omitted). S

71 This negligence formulation is inconsistent with the scienter

requirement of section 10(b), which requires an intent to

deceive or defraud. Under a "should have known" standard,
plaintiff need not prove that defendant intended to defraud
anyone; it must only show that, given hindsight, the

defendant should have acted differently. Such an allegation
is insufficient to sustain either a primary violation of
section 10(b) or an allegation of aiding and abetting because
the party does not act with an intent to deceive or defraud.

-l



éllegedly existed because the introducing broker or its affili-

ated investment adviser was

recommending the purchase of a

certain security -when it was simultaneously selling it for its

principal account. This argument suggests that a carrying firm

is required--indeed has a duty--to investigate actively

trades effected for customers of the introducing firmZ}/ in

order to éscape civil liability based on the actions of the

introducing £firm. Neither the federal securities laws nor the

rules of a self-regulatory organization impose such a duty upon

broker-dealers, the violation of which will constitute providing

substantial assistance to a primary violator's fraudulent

In Investors Research Corp. v. SEC, supra note 70, Judge
Bazelon rejected the Commission's “"should have Kknown"

analysis when the Commission attempted to impose aiding and
abetting liability against an individual based on violations
of Section 17(e)(l1) of the Investment Company Act of 1940
15 U.s.C. § 80a-17(e)(l) 1976, he stated that the Commis-
sion's attempt to impose liability on such a theory:

creates a duty to investigate potential

violations of 1law which, in essence, would

amount to eliminating [any awareness of

wrongdoing] as a necessary element in

imposing aiding and abetting liability.
Id. at 1978. Accord, Ruder, supra note 65, "[t]lhe essential
point 1is that, imposition of a duty to investigate under the
guise of a 'should have known' standard in essence would
amount to eliminating scienter as a necessary element in

lmposing vaiding and abetting liability." 1Id. at 633.

Bl



activities.li/ Y

why 1s the absence of such a duty important? Courts have
neld that the reguisite assistance and the level of culpability
ot an alleyed aider or abettor scales upward if it has a

tiduciary duty to the plaintiff. ‘The First Circuit recently

stated:

Courts yenerally have held that in the absence of
a duty or disclosure, a detendant should be held
liable as an aider and abettor only if the
plaintiff proves that the defendant had actual
knowledge [of the primary wiolation].... Where
the defendant has a duty to disclose the primary
violations, however, courts have been willing to
impose liability on the basis of a recklessness

73 In Faturik v. Bear Stearns, supra note 59, the court, in
denyiny the carrying tirm's motion to dismiss, held that the.
carrying firm could be liable under an aiding and abetting
theory if it aided and abetted the introducing firm's wiola-
tion of NYSE Rule 405 by failing to detect irreyularities or
suspicious circumstances present in the trading activities
conducted by the introducing firm.

Commenting on Faturik, one commentator noted,
Apparently the court believed that the
clearing broker had an imperative duty to
investiyate the +trading account and was
willing to imply liability solely on the
broker's notice of irregularities 1in ([the
introducing tirm's] activities. While this
rationale may be desirable from a plaintiff's
point of wview, it imposes an additional
burden on brokers which is inconsistent with
[section 10b's]) scienter standards. '

Note, Implied Liability for Violation of Stock Exchange

and NASD Rules - After Rolf and Faturik, 9 Loyola L.J. 685,
705 (1978).
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standarﬁ.lﬁ/
There is no basis in the federal securities to sustain the theory
that a carrying firm has a statutory duty to investigate and, if
appropriate, disclose to the customer of the introducing firm
actions of the introducing firm which might violate the law.li/
Therefore, a plaintiff should have to demonstrate actual
knowledge of the wrongdoing to satisfy the second element of the
aiding and abetting liability test.Zf/

In the rare case when a plaintiff can demonstrate actual
knowledgye of the introducing firm's fraud,

the carrying firm

should still not be 1liable on an aiding and abetting theory

74 Cleary v. Perfectune, Inc. 1982-1983 Transfer Binder, Fed.

Sec. L. Rep (CCH) ¥ 99111 p. 95,319 (lst Cir. 1983). See
also, Edwards & BHanly v. Wells Fargo Securities Clearance
Corp., 602 F.2d 478 (2nd Cir. 1979) where the court stated,
"[flinding a person liable for aiding and abetting a
violation of [rule] 10b-5...requires something closer to an
actual intent to aid in a fraud, at least in the absence of
some special relationship with the plaintiff thats 1is
fiduciary 1in nature." Id. at 485. Accord L. Loss,
Fundamentals of Securities Regulation (1983). "[with respect
to the civil liability of an aider and abettor], the required
degree ‘of fault is greater, if anything, than it is with
respact to the person primarily liable.” Id. at p. 1182.

See, e.g., In Re D.H. Blair & Co., supra note 24.

Judge Skelly Wright, in Dirks v. SEC 681 F.2d 824 (D.C. Cir.
1982) rev'd on other grounds __ U.S. _ , 1982-1983 Decisions,
Fed. Sec. L. Rep. (CCH) 4 99,255 (July 14, 1983) found that
the federal securities laws, taken as a whole, support the
proposition that a broker-dealer has 'a "duty to the SEC and
the public created by the ethical standard that applies to
broker-dealers....to report [possible wviolations of law] to
the SEC...." 681 F.2d at 841l. The Commission opted not to
address this liability theory before the Supreme Court and
the Court did not address this theory of broker-dealer
liability in its decision. Id. at p. 96,130 n. 26.
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Iunless plaintiff can demonstrate it provided substantial

assistance to the primary violator--the third element of aiding

and abetting liability--in a manner which evidences an intent to

defraud.

Some courts have found "substantial assistance™ present as a

result of an incorrect analysis of the relationship between the

parties. For example, the Cothren court found that the carrying

firm provided substantial assistance to the introducing firm's

alleged fraud by €failing “to exercise

.due diligence...to

supervise its customer accounts."z_Z/ In a similar case, the

Seventh Circuit has held that a carrying firm aided and abetted
lan introducing firm's fraud by "permit{ting] the financially

irresponsible president of the [introducing firm] to use [the

Icarrying firm's]) facilities for the purpose of speculating ([with

the introducing firm's customer's funds.]"78/

"substantial

I This analysis is seriously flawed. The
lassistance" referred to in the Cothren case is conduct consiéting

of the carryinyg firm's failure to supervise certain trading

Iactivities conducted through the introducing firm. No provision
lof the federal securities laws imposes a duty upon carrying firms

7

Cothren, Slip Opinion at 9.

8 Buttrey v. Merrill Lynch, Pierce, Fenner & Smith, 410 F.2d

-
l 135, 143 (7th Cir.) cert. denied, 396 U.S. B38 (1969). In

Buttrey, the court found that the carrying firm's activities
were "tantamount to fraud." Id. at 143.

S
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to supervise the activities of the introducing firms.79/

Mechanical executions of an order upon the instructions of the

introducing firm do not, or should not, constitute substantial
assistance, the third prerequisite to imposition of aiding and
abetting liability.gg/

Given that mere execution of an order by a carrying firm
does not constitute substantial assistance, plaintiffs attempt to

allege that inaction by the carrying firm--a failure to act when

it allegedly should have--caused their losses. For example, in

MHF, plaintiffs alleged, among other things, that Becker (the

carrying firm) "failed to warn them of [the unsuitability of

certain investments]....[and]) failed to warn plaintiffs about the
apparent conflict of interest involved in the other defendants'

trading practices."gi/ Carrying firms, however, have no such

independent duty to police the activities of introducing firms.

79 See In Re D.H. Blair, supra. note 24 at 328.

80 According to this theory, a carrying firm substantially

assists an introducing firm's fraudulent activities when it
fails to detect, and, presumably, stop executing, certain
guestionable orders. This theory assumes that a carrying
firm has a duty to take such actions and the failure to do so
results in a breach of a duty owed to the customers of the
introducing firm. In Chiarella v. United states, 445 U.S.
222 (1980), the Court noted, "when an allegation of fraud is
based upon [a failure to act], there can be no fraud absent a
duty to speak." 1Id. at 235. Because a carrying firm owes no
duty to disclose allegedly unusual trading activities to the

introducing firm's customers, the carrying firm's failure to
act cannot violate section 10(b).

8l MHr v. AFM at p. 96,971.



Absent such a duty, "inaction can not constitute the assistance

necessary to support the imposition of

l liability."82;

I aiding and abetting

3. Controlling Person Liability -~ Section 20(a) of the

Exchange Act

Some courts have held carrying firms liable for the actions

Iof introducing firms as a controlling person under Section

IZO(a)._E’_:_"_/, For example, in Cothren, the court found that

Affiliated was DLJ's agent for the narrow purpose of complying

'with the NYSE's and the NASD's "due diligence" and "suitability"

rules.ﬁ/ Because the "agent" (the introducing firm) allegedly

failed to comply with such rules, the court found that a section

llO(b) claim was stated against the carrying firm.?_?_/

Such an interpretation evidences a complete misunderstanding

82 See, e.g., Woodward v. Metro National Bank, 522 F.Zd‘ 85,

l e i

83  Exchange Act Section 20{a), 15 U.S.C.
as follows:

Every person who, directly or indirectly,

I § 78t(a)(1976), reads
controls any person liable under any provi-

l sion of this title or of any rule or regula-
tion thereunder shall also be liable jointly
and severally with and to the same extent as
such controlled person to any person to whom

I such controlled person is liable unless the
controlling person acted ingood faith and did

l not directly or indirectlyinduce the act or

acts constituting the violation or cause of
action.

'4 Cothren, Slip Opinion at 14.
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of the contractual and business relationship between the intro-

ducing and carrying firm. Neither party "controls" the other;

rather, the introducing firm initiates the relationship and the

various obliyations under federal law and the rules of the

parties' SROs are allocated by contract. Indeed, the only

relevant control relationship for purposes of liability under

section 20(a) 1is the control the introducing firm exercises over

its registered representative. Although, as discussed

earlier,if/ the carrying firm may be viewed, for some purposes,

as a subagent appointed by the introducing firm to perform

certain duties, neither party to a clearing agreement controls
the other for purposes of control person liability order section
20(a). Section 20(a) was intended, among other things, to impose

liability on persons such as employers who control the acts of

their employees and are unable to demonstrate the good faith

defense of section 20(a). A "controlling person" 1is a.-person

having the power to control the direction, management, and

l activities of the controlled person.87/ A carrying firm simply

86

87

See text at notes 27-35, supra.

The legislative history of section 20 states that "control”
means "actual control as well as what has been called legal
control.... A few examples of [such control] are stock
ownership, lease, contract, and agency." 78 Cong. Rec. 7709
(1934). Nothing remotely equivalent to these relationships
exists in the introducing-carrying firm relationship.



does not control the actions of the introducing firm.EE/

B. Misappiica__t.iOn of Agency Analysis and Customer Relationship

This article previously has argued that imposing liability

upon the carrylny tirm in certain cases ignores the scienter

requirement of section 10(b). Perhaps the clearest mistake

and carrying firms, however, 1is - their conclusion that the

carrying' firm is a principal which has delegated specific
responsibilities to its agent, the introducing firm._a_g/ For

example, the Cothren court stated:

it is clear that DLJ delegated to Affiliated the
responsibility for fulfilling all of DLJ's
responsibilities to 1its customers.... While

clearing brokers are free to attempt to delegate
such duties to others,

ultimate responsibility
must remain their own.99/

I made by courts in analyzing the relationship between introducing

The implication of such an analysis is that the carrying firm is

liable for the actions of its "agents" (int oducing firms). This

analysis fails to comprehend the relationship between the
I parties, misapplies ayency law, and generally reverses the actual

role of the introducing and clearing firm.?_l_/

88 oOnce a court understands that a carrying firm is
l principal of the introducing firm,
section 20{(a) does not apply.

not a
it should be clear that

l89 See text at notes 41-59, supra.
20 Slip Opinion at 13. (Citations omitted.)
|

See text at notes 27-36, supra.



1. Definition of Agency

As discussed previously, agency is a fiduciary relationship
resulting from the manifestation of consent Dby one person
authorizing that the other shall act on his behalf and subject to
his control, and consent by the other so to act.?2/ First of
all, it is the introducinyg firm which requests the carrying firm
to act on its behalf in performing selected, if not all, of its
back office functions. With respect to the relationship between
the ‘two entities, therefore, the introducing firm 1is the
principal and the carrying firm is the agent.23/ The
introducing firm is also the agent of the customer (the investor)
for the purpose of carrying out the customer's instructions as to
the purchase or sale of a security. The carrying firm acts on
behalf of the introducing firm and 1its relationship to the
customer is that of a subagent (i.e,, an agent of ﬁhe customer's
agent, the introducing firm).%4/ It has no direct contact with
the customer and only acts in accordance wfzg«azgéctions recgived
from the introducing firm. In addition, the carrying firm does

not--and cannot--control the actions of the introducing firm vis

92 gee text at notes 27-36, supra.

83 see note 36, supra for an alternative analysis.

94 see text at note 31-35, supra. The principal's agent (the
introducing firm) is, generally, liable to both the principal
and third parties for its agent's (the subagent, the carrying
firm) misconduct. See Restatement, § 5, comment b.




a vis the introducing firm's customer; fraudulent statements made

by the customer's registered

representative simply are not

subject to the carrying firm's control. The starting ‘point,

therefore, 1is toO remember that the carrying €£firm is the

introducing firm's agent (or subagent vis a vis the customer);

the introducing firm is the carrying firm's principal and the

customer's aygent. There is no direct relationship between the
customer and the carrying firm.

2. The Customer-Broker Relationship

The Cothren court also misconstrued the customer-broker

relationship. The allegedly defrauded individuals

in Cothren
were the customers of the introducing firm (Affiliated) and not

the carrying firm. The

customer's limited nexus with the

carrying firm began after the allegedly fraudulent statements

made by the introducing firm's agent (the registered

representative) supposedly induced the customers to purchase the

securities in gquestion. The carrying firm, therefore, has no

responsibility to the customer other than duties assigned to it

by the introducing firm in the clearing agreement.

Notwithstanding the fact that its dealings are with the

introducing firm, customers of an introducing firm's registered

representative often claim

that the clearing firm was their

broker. For example, the plaintiffs in MHF asserted that Becker,



the clearing firm, was their broker.gz/ A customer's incorrect

belief, asserted for the purpose of seekiny recovery from the

party with the "deep pocket," is--or should be--irrelevant. The

carrying firm's participation in the transactions in question

begins after the alleged fraud has taken place. The mere

existence of the carrying firm's name on a confirmation 1is

insufficient to create a brokerage relationship between the

introducing firm's customer and the carrying firm. No agency

agreement--express or implied--exists between the allegedly

defrauded customer and the carrying firm. - The customer has not

requested the carrying firm to be his broker and the carrying

firm has not ayreed to be his broker. None of the elements of an

agency relationship exists between the customer and carrying
firm.26/

c. NYSE Rule 382

As noted previously, the NYSE proposed, in 1981, important

amendments to rules 382 and 405 designed to clarify the responsi-

bilities of broker-dealers related to the handling of customer

accounts which are introduced by one firm and carried by

another. The raison d'etre: for the NYSE recommending such

95 plaintiffs stated that the basis for this belief was the
presence of Becker's name on their confirmation. MHF v. AFM
supra note 4B at 96,969, n. 3.

26  see text at note 27, supra.



amendments was the "uncertainty and confusion"il/ which existed

as to the responsibilities attendant to the handling ot customer

accounts under a fully disclosed «carrying agreement, By

approving the New York stock Exchange's proposal, the Commission

implicitly found that the rule was in the public interest.iﬁ/

Shortly after the Commission approved the NYSE's amendments,

the NYSE issued an Information Memo on rule 382.22/ It stated:

Ruie 382...concerns 1itselt with the relationship between

tirms arising from a business determination on the part of
the "introducer" to contractually allot certain tunctions to
another oryanization. Thus, depending upon the specifics of
the arranyement, its ettect would be to relieve a party to .
the contract from duties and responsibilities
which...otherwise would be imposed upon the party.igg/

Decisions such as the Cothren decision evidence a complete

misunderstanding of the relationship between clearing and

introducing firms and nullify the impact of rule 382,

The
Cothren court evidently believed that the clearing broker was the
focal point in the relationship between the customer and the two

97 Rule lYb-4 Submission at:p. 2

8 gection 6(b)(5) ot the Exchange Act, 15 U.5.C. § 78f£(b)(5)
{1976), requires, inter alia, that rules of a national
securities exchange be "in yeneral,...[in] the public
interest."

99 NYSE Information Memo No. 82-18 (March 5, 1982).

100 Id. at p. 2. ({(Emphasis supplied.)



broker-dealers (the introducing and cleariny firm).10l/ This is

simply not the case; as the NYSE noted in its Information Memo,

the entry of the carrying and introducing firms into a contrac-

tual retationship 1s the result of a business decision made by

the introducing firm to engage a third party (the carrying firm)

to perform certain functions. Generally speaking, the carrying

firm delegates nothing; it is the introducing firm which allo-

cates, in accordance with SRO rules, some of its responsibilities

under the federal securities laws as to the servicing of its

customers' accounts to the carrying firm. By concluding that DLJ

could not relieve itself of its "ultimate responsibilities,*102/

the court simply evidenced a complete misunderstanding of the

relationships between the parties. Plaintiffs were not DLJ's

customers, they were customers of the introducing firm. DLJ was

simply an agent of the introducing firm, The introducing firm

has the "ultimate responsibilities" (whatever this term means);

it contracted with DLJ for the performance of specific regulatory

responsibilities. Because of this fundamental error, the court's

l application of rule 382 is misguided.

When the Commission approved the amendments to NYSE rule

l 382, it also approved amendments to NYSE rule 405. Rule 405,

102 The court failed to define

101 see text at note 51-54, supra.

with precision or cite any

statutory provision as the source of such "ultimate
responsibilities.”
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entitled "Diligence as to Accounts," regulires NYSE members,

throuyh certain persons. (1) to use due diliyence as to the

essential racts ot 1ts customers, (2) to supervise diligently all

accounts handlied by 1ts reylistered representatives; and (3) to
approve specifically the opening of accounts.l03/ The 1982

amendments rescinded, among other thinys, supplementary materials

to rule 40> dealinyg with carrying and introducing firms and

substitutea the amended version of rule 382. Despite these

amendments, courts continue to contuse and misinterpret the

-

applicability of rule 405, which, as amended, has nothing to do

with carrying arranygements,

In Cothren, for example, the court found that aiding and
abetting liability could be imposed on DLJ, the carrying firm,
because it failed to comply with NYSE rule 405 and 721,304/

Such a holding iynores the intent of NYSE rule 382 and renders

nugatory the ability of introducinyg and carryinyg firms to enter

lnto a carrying agreement which, by its terms, allocates

103 Althouyh some courts have stated that rule 405's purpose is
to protect a broker-dealer's customers, Buttery, supra 73 at
141, it was, as noted by Professor Loss, “desiyned to protect
the member firm {[and not] the customer.“ L. Loss, supra note
74 at 9Y71. Accord, Nelson v, Hench, 428 F, Supp. 411, 419
(D. Minn.., 1977). '

104 Rule 721 establishes procedures to be followed when member
tirms open option accounts. Rule 721(b) requires firms to
"exercise due diligence to learn the essential facts as to
the customer” when he opens an options account. Other SROs

have rules similar to rule 721. See, e.dg., Amex Rule 921,
923; NASD Rules of Fair Practice, Appendix E.

C L



T DLJ, allegedly made the statements and

- 42 -

responsibilities to the parties,

Rule 405's requirement to supervise diligently all accounts
handled by a member's registered representatives, was, or should

have been, irrelevant in the Cothren case because none of DLJ's

registered representatives had anything to do with the plain-

tiffs. Affiliated, in accordance with the provisions of the

carrying agreement, had responsibility to supervise the activi-

ties of its registered representatives. It had agreed to do so

within the four corners of the contract. The Cothren court's

position on this issue effectively  voided, ab initio, -that

particular provision 1in the carrying agreement and thereby

nullified the impact of Rule 382. Second, Affiliated, a member

of the NASD, had an independent obligation to ‘"establish,
maintain, and enforce written procedures which will enable it to

supervise properly the activities of each [of its] registered

representatives."105/  The representatives of Affiliated, not

recommendations in
. é

question, The registered representative was employed by

Affiliated, not DLJ. Affiliated, in accordance with NASD rules,

had the responsibility to. supervise the activities of its

registered representatives and DLJ had no obligation in this case

under Rule 405. Finally, a private right of action does not

exist for stock exchange rule violations.l06/ The alleged

105 Art. III, Section 27 of the NASD's Rules of Fair Practice.

106 see, e.g., Jablon v. Dean Wwitter & Co., 614 F.2d 677, 680
{9th Cir. 1980), Jester v. Rothschild Unterbery Towbin,
Gruntal & Co., 1982-1983 Transfer Binder Fed. Sec. L. Rep.
({CCH) % 99,084 at p. 95,177 (S.D.N.Y. 1983).




violation of rules 405 and 721 does not give rise to a private

riyht ot action and should not support an aiding and abetting

alleyation. For all of the above reasons

the court should have

gismissed clalms asserted agyalnst DLJ tor violations ot Rules 405

and 721.107,

CONCLUSION
Analysis of the relationship between introducing and

carryiny tirms, as well as relevant Commission and NYSE rules,

leads to the conclusion that some courts have failed to examine

closely and understand the business and contractual relationship

between introducing and carrying firms,

The same courts have

failed to appreciate the implications ot the scienter requirement

in actions brought under section 10(b) against carrying firms.
Introducing tirms are liable for their own actions, and
plaintifts' attempts to

embroil carrying firms into disputes

involving the acts of the agents of the introducing firm should
fail. o

L]

107 Perhaps the Cothren court was intfluenced by the fact that
because Artiliated was not a member of the NYSE, only DLJ had
a colorable duty to comply with Exchange rules specitically
addressed to options trading. Affiliated was, however,
sub,ect to the rules ot its self-regulatory organization, the
NASD. Appendix E, section 16 of the NASD's Rules of Fair
Practice, requires NASD members, in approving a customer's
account for options tradinyg, to "exercise due-diligence to
ascertain the essential facts relative to the customer...."
Section 20 of Appendix E requires NASD members to develop and
imglement a proyram "providing for the diligent supervision
of all of its customer [options] accounts" and section 19
imposes a suitability standard. Theretore, the fact that a
customer's firm is not subject to NYSE rules pertaining to
options tradiny does not mean that the customer's firm has no
rules relating to options trading; rather, such a firm is
subject to relevant rules ot the NASD. It is clear that the
customer's reyistered representative is in a far better

position than the carrying firm to fultill such
responsibilities,

i, e - e -
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In addition to the legal reasons, plaintiff's attempts to
sue carryinyg firms on the basis of the introducing firm's actions
should be rejected for sound policy reasons. Increasing the risk
to carrying firms of frivolous, vexatious litigyation under rule
100-5108/ will inevitably lead carrying firms to negotiate for
increased compensation for the services they provide. This, in
turn, could make it increasingly difficult for small, start-up
broker~dealers to negotiate with a carrying firm for clearing
services. Such a result is not in the public interest because it
could result in barriers to entry into the brokerage industry and
stifle competition.

Courts should ignore the fact that carrying firms are
typically large, well capitalized, firms that are easy targets
for plaintiffs' counsel. Rather, courts should use the analysis
suygested 1in this article that a fully discleosed clearing
agyreement relationship is the result of arms length negotiation
between the parties. For legyal and policy reasons, courts should
reject attempts by customers of introducing firms to ihvolve
carrying firms in the embroglio of a simple rule 10b-5 <laim

based on the actions of an introducing firm or its agents.

108 The Supreme Court, in Blue Chip Stamp v. Manor Drug Stores,
421 U.S. 723 (1975) discussed the onerous problems associated
with litigation under rule 10b-5:

"[such litigation] is different in degree and
kind from that which accompanies litigation
in general.... [Elven a complaint which by
objective standards may have little chance of
success at trial has a settlement value to
the plaintiff out of any proportion to its
prospect of success at trial so long as he
may prevent the suit from being resolved
against him by dismissal or summary judgment.
The very pending of the lawsuit may frustrate
or delay normal business activity of the

defendant which is totally unrelated toO
the Yaw «nit
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EXHIBIT A

Following is a sample contract for securities

clearance services. As discussed in depth in the

Monograph, introducing/carrying agreements vary
substantially depending upon the extent of services

performed by the carrying firm.




l EXHIBIT A

Gentlemen:

l This Agreement sets forth the terms and conditions under
which XX will act as your clearing broker to carry and clear on a

fully disclosed basis, your customer margin and cash accounts, and
lyou will become a correspondent of XX.

AGREEMENT FOR SECURITIES CLEARANCE SERVICES

1. XX will carry such of your customer accounts as will -
be mutually agreed by the parties hereto. These accounts are
hereinafter called the "Accounts" and the legal and beneficial
owners thereof are hereinafter called the "Customers".

l 2. (a) You shall have sole discretion tc determine the
amount of commission charged to your Customers' accounts cleared
by XX. You agree to pay XX for its services pursuant to this
agreement, on each order executed on your behalf on a national

stock exchange or over-the-counter, such amounts as set forth in
Schedule A hereto.

' (b) XX agrees to pay to you monthly such commissions A
received by XX less any amounts due to XX under this agreement or

otherwise and any expenses or other sums to third parties paid on
'your behalf by XX.

3. XX agrees to notify your Customers in writing concern-
ing the respective obligations of the parties hereto pursuant to
paragraphs 4-11 of this agreement and any other Customer related

Iresponsibilities of the parties to this Agreement.

4. You agree to supply XX with copies of all financial
information and reports filed by you with the New York Stock
Exchange, Inc. (if a member), the National Association of Securities
Dealers, Inc., the Securities and Exchange Commission, and any
other National Securities Exchange (where a member) (including but
not otherwise limited to monthly and quarterly Financial and
Operational Combined Uniform Single Reports i.e., "FOCUS" Reports)
simultaneous with the filing therewith. You shall submit to XX

Ion a monthly basis or, if so requested by XX, at more fregquent
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Iintervals, information and reports relating to your financial
integrity, including but not otherwise limited to information
regarding your aggregate indebtedness ratio and net capital.

5. You will be responsible to XX for: (a) all payments
required so that all Accounts, cash and margin, shall be at all
Itlmes in compliance with Regulation T, as amended, promulgated
by the Board of Governors of the Federal Reserve Board (b) main-
taining margin in each margin Account to the satlsfactlon of XX,
(c) the payment of any unsecured debit balance in an Account,
(d) until funds are credited to XX, all payment to XX on checks
eceived by it in connection with your Accounts (e) payment and
Fellvery of "when issued" transactions in the Accounts; and
(f) the delivery by Customers of securities in good deliverable
form under all applicable rules and practices. XX has sole dis-
tretion to execute buy=-ins or sell-outs in any cash or margin
ccount whenever it determines such action appropriate regardless
whether the Account complies with applicable margin maintenance
equirements or has reguested extension of time in which to make
ayment. Any request by you that ¥X should waive either buying-
in or selling-out an Account must be in writing signed by an
fficer, partner or principal of your firm and you agree that if
X accedes to your request that you will indemnify and hold XX
harmless against any loss, liability, damage, claim, cost or
xpense (including but not limited to fees and expenses of legal
Eounsel) arising therefrom. XX shall have sole discretion as
o any application for an extension of time for any Account to
iuake any payment required by Regulation T.

6. (a) XX may, at its discretion, either buy back in
the "cash" market or borrow the day you are notified of option
ssignments affectlng shares which have been tendered and cause
hort positions in Your Accounts as of either the proration or
withdrawal date. Shares purchased for cash or borrowed will’not
e considered part of an Account's tendered position until such
hares are in XX's actual possession. XX will reduce the tender

for your firm accounts and the Accounts by the size of the short
.r unreceived shares.

(b) During a tender period in which there are
ompeting and counter tender offers for a security XX will tender
!nly on a trade date basis the number of the shares net 1ong in

our firm account and the Accounts as of either the proration or
ilthdrawal date.

7. In the event you execute orders away from XX, XX
will on a best efforts basis attempt to clear the transaction within
l reasonable period and utilize the same procedures it clears
ransactions on its own behalf and on behalf of other firms clearing
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through XX; but if either you or the other broker for any reason

l whatsoever fail to settle the transaction you will be solely liable
to XX for any and all loss, including expenses, caused thereby.

I 8. For each account you agroe to supply to XX a new
account report on such forms as XX will supply you and to supply
any other documentation and information which XX may in its sole

I discretion, regquest you to obtain from the Customer. XX agrees
to provide you with copies of its Customer Agreement and such
other forms necessary to enable you to document each Account.

I In the event requested documentation or information is not promptly
received by XX, XX has the right to refuse to accept orders for

such Account, to close the Account and to withhold your commissions
and asses$ upon you any other penalties it sees fit.

9. Unless otherwise agreed to in writing by XX, XX shall
issue confirmations, statements and notices directly to your
Customers on XX's forms for such purpose which shall state in
front of your name "Through the Courtesy of" and will send you

duplicate confirmations, statements and notices.

10. You agree that before you commence any trading in
options for any Account you will

Principal registered with either
Inc. or the National Association

have a Senior Registered Options
the American Stock Exchange,
of Securities Dealers, Inc.

11. (a) This Agreement and all transactions in the
Accounts, will be subject to the applicable Constitution, Rules,
By~Laws, Regulations and customs of any securities market, asso-
lciation, exchange or clearing house where such transactions—are
effected or of which XX is a member, and also to all applicable

U.S. Federal and state laws and regulations. All of the foregoing
Iare hereinafter called the "Applicable Rules". .

(b) Except as otherwise specified in this Agreement

you are solely responsible for the conduct of the Accounts, and
Iensuring that the transactions conducted therein are in compliance
with the Applicable Rules. Such responsibility includes, but

is not limited to: (i) using due diligence to learn and on a
lcontinuing basis to know the essential facts of each Customer,
including verifying the address changes of each Customer, knowing
all persons holding power of attorney over any Account, being
familiar with each order in any Account and at all times to fully
comply with Rule 405 of the New York Stock Exchange, Inc., and

any interpretations thereof, and all similar Applicable Rules;

(ii) selecting, investigating, training, and supervising all
lpersonnel who open, approve or authorize transactions in the
Accounts; (iii) establishing written procedures for the conduct _
|3f the Accounts and ongoing review of all transactions in Accounts,
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and maintaining compliance and supervisory personnel adequate

l to implement such procedures; (iv) determining the suitability
of all transactions, including option transactions; {v) ensuring
that there is a reasonable basis for all recommendations made

l to Customers; (vi) determining the appropriateness of the frequency
of trading in Accounts; (vii) determining the authorization and
legality of each transaction in the Account; and (viii) obtaining
and maintaining all documents necessary for the performance of

I your responsibilities under this Agreement and retaining such
documents in accordance with all the Applicable Rules.

(c) You will be responsible to all your Customer
inquiries and complaints and you agree to promptly notify XX in
writing of complaints concerning XX.

(d) You hereby agree to indemnify and hold XX harmless
against any loss, liability, damage, claim, cost or expense {includ-
ing but not limited to fees and expenses of legal counsel) caused
by you directly or indirectly as a result of your breach of any
of the terms hereof. You hereby agree and warrant that you will
maintain appropriate brokers blanket bond insurance policies
covering any and all acts of your employees, agents and partners
adequate to fully protect and indemnify XX against any loss, liability,
damage, claim, cost or expense (including but not limited to fees
and expenses of legal counsel) which XX may suffer or incur, directly

or indirectly, as a result of any act of your employees, agents
lor partners.

12. XX, unless otherwise agreed, will supply you on each
business day with copies of custcmer confirmations, margin status
reports, money line and a daily commission detail report. Unless
you notify XX within a reasonable time (and for the purposes hereof’
a period of 24 hours after your receipt of such information shall
be a reasonable time) of all mistakes or discrepancies in the
above described reports and information, XX shall be entitled
to consider all the information supplied to you as correct.

13. (a) XX agrees to: monitor and require your Customers
to (i) make prompt payment for -purchases of securities, interest
and other charges, (ii) deliver securities sold, (iii) maintain
money and securities in each Account as reguired by the Applicable
Rules, and to comply with any additional requirements as XX may
as clearing broker, in its sole discretion require, upon reason-

'able notice to you and your Customers; advise you of the necessity
for buying in or selling out positions in Accounts for failure
to comply with payment or delivery requirements and XX shall have
the right at its discretion to execute buy-ins or sell-outs if
you decline or fail to act; arrange the extension of credit for
margin purchases in Accounts in accordance with the Applicable
Rules, and with XX's own additional requirements; transfer secu-
rities to and from accounts; provide custody, safekeeping and
segregation of money and securities of Customers carried by XX;
nd arrange for the receipt and delivery of securities in exchange
I:nd tender offers, rights and warrants offerings, redemptiors
and other similar type transactions.



(b) XX agrees to maintain all books and records

as are required by the Applicable Rules governing brokers having
custody of money and securities in the Accounts.

(c) XX agrees to promptly notify you in writing
of complaints concerning you, your employees or your agents.

I 14. Errors, misunderstandlngs or controversies, except
those specifically otherwise covered in this Agreement, between
the Accounts and you or any of vour employees, which shall arise

l out of your acts or omissions (mcludlng, without limiting
the foregoing, your failure to deliver promptly to XX any
instructions received by you from an Account with respect to

l the voting, tender or exchange of shares held in such Account)
shall be your sole and exclusive responsibility. 1In the event,
that by reason of such error, misunderstanding or controversy,
you in your discretion deem it advisable to commence an action

' or proceeding against an Account, you shall indemnify and hold
XX harmless from any loss, liability, damage, claim, cost or
expense (including but not limited to fees and expenses of legal

I counsel) which XX may incur or sustain directly or indirectly
in connection therewith or under any settlement thereof. If such
error, mlsunderstandlng or controversy shall result in the bring-

l ing of any action or proceeding against XX, you shall indemnify
and hold harmless from any loss, liability, damage, claim, cost
or expense (including but not limited to fees and expenses of

I legal counsel) which XX may incur or sustain directly or indirectly
in connection therewith or under any settlement thereof.

15. Each party hereto agrees to indemnify the other and
hold the other harmless from and against any loss, liability,
damage, claim, cost or expense (1nclud1ng but not limited to fees
and expenses of legal counsel) arising out of or resulting from
any failure by the indemnifying party or any of its employees
to carry out fully the duties and responsibilities assigned to
such herein or any breach of any representation, warranty or covenant

Iherein by such party under this Agreement. You hereby agree to
indemnify and hold XX harmless from and against any loss, liability,
damage, claim, cost or expense {including but not limited to fees

land expenses of legal counsel) sustained or incurred in connection

herewith in the event any Account fails to meet any initial margin
call or maintenance call.

l 16. You represent, warrant and covenant to XX as follows:
(i) You will immediately notify XX when (1) your
Aggregate Indebtedness Ratio reaches or exceeds 10 to 1 or (2)

if you have elected to operate under paragraph (f) of Rule 1l5c¢c3-1
of the Securities Excharge Act of 1934, as amended, when your
Inet capital is less than the greater of $100,000 or 5% of aggregate

pme pn e SR



ldeblt items computed in accordance with Rule 15c3-3.
(ii) You are a member in good standing of the National
Association of Securities Dealers, Inc., or if you have applied
for membership of the National Association of Securities Dealers,
Inc. you agree to furnish XX upon your receipt thereof, with the
National Association of Securities Dealers, Inc.'s notification
lto you concerning the result of your membership application and
if your membership application is refused for any reason whatsoever,
XX has the right to forthwith terminate this agreement. You are
a member in good standing of every national securities exchange
lor other securities association of which you are a member and
you agree to promptly notify XX of any additional exchange member-
ships or affiliations. You shall also comply with whatever non-
member access rules have been promulgated by any national securities

exchange or any other securities exchange of which you are not
la member.

(iii) You are and during the term of this Agreement
will remain duly registered or licensed and in good standing as
a broker/dealer under the Applicable Rules.

(iv) You have all the requisite authority in conformity
lrill all Applicable Rules to enter into this Agreement and to
retain the services of XX in accordance with the terms hereof
and you have taken all necessary action to authorize the execution
Irf this Agreement and the performance of the obligations hereunder.

(v) You are in compliance, and during the term
f this Agreement will remain in compliance with (1) the capital
nd financial reporting requirements of every national securities
exchange or other securities exchange and/or securities association
f which you are a member, (2) the capital regquirements of thg
IEecurities and Exchange Commission, and (3) the capital requirements
f every state in which you are licensed as a broker/dealer.

l, : (vi) Unless otherwise agreed to in writing by XX,

ou shall not generate any statements, billings or confirmations
representing any Account.

(vii) You shall keep confidential any information
you may acqguire as a result of this Agreement regarding the

usiness and affairs of XX, which requirements shall survive the
ife of this Agreement.

17. XX represents, warrants and covenants to you as
lollows:
(1) XX is a member in good standing of the National
lssociation of Securities Dealers, Inc., the New York Stock Exchange,
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Inc., the American Stock Exchange, Inc., the Boston Stock,
Incorporated, the Midwest Stock Exchange, Incorporated, the
Philadelphia Stock Exchange, Inc., the Pacific Stock Exchange
Incorporated and the Chicago Board Options Exchange, Inc.

(ii) XX is and during the term of this Agreement

l will remain duly licensed and in good standing as a broker/dealer

under the Applicable Rules.

(1iii) XX has all the requisite authority, in con-
formity with all Applicable Rules to enter into and perform
this Agreement and has taken all necessary action to authorize

the execution of this Agreement and the performance of the,
obligations hereunder.

(iv) XX is in compliance, and during the term of
this Agreement will remain in compliance with (1) the capital
and financial reporting requirements of every national securities
exchange and/or other securities exchange or association of which
it is a member, (2) the capital requirements of the Securities
and Exchange Commission, and (3) the capital regquirement of every
state in which it is licensed as a broker/dealer.

(v) XX represents and warrants that the names and
addresses of your customers which have or which may come to its
attention in connection with the clearing and related functions
it has assumed under this Agreement are confidential and shall
not be utilized by XX except in connection with the functions
performed by XX pursuant to this Agreement. Notwithstanding- the
foregoing, should an Account request, on-an unsolicited basis,
that XX become its broker, acceptance of such Account by XX shall

in no way violate this representation and warranty, nor result
in a breach of this Agreement.

(vi) XX shall keep confidential any information
it may acquire as a result of this Agreement regarding your

business and affairs, which requlrement shall survive the life
of this Agreement.

18. Notwithstanding any provision in this Agreement,
the following events or occurrences shall constitute an Event
Iof Default under this Agresement:

(1) either party hereto shall fail to perform or
observe any term, covenant or condition to be performed hereunder
Iand such failure shall continue to be unremedied for a period
of 30 days after written notice from the non-defaulting party

to the defaulting party specifying the failure and demanding that
he same be remedied; or



(ii) any representation or warranty made by either
party shall prove to be incorrect at any time in any material
respect; or

(iii) a receiver, liquidator or trustee of either

party hereto of any property held by either party, is appointed

by court order and such order remains in effect for more than

30 days; or either party is adjudicated bankrupt or insolvent;

or any property of either party is sequested by court order and

such order remains in effect for more than 30 days; or a petition

is filed against either party under any bankruptcy, reorganization,
. arrangement, insolvency, readjustment of debt, dissolution or

liquidation law of any jurisdiction, whether now or hereafter

in effect, and is not dismissed within 30 days after such filing;
or .

(iv) either party hereto files a petition in
voluntary bankruptcy or seeks relief under any provision of any
bankruptcy, reorganization, arrangement, involvency, readjustment
of debt, dissolution or liquidation law of any jurisdiction, whether

now or hereafter in effect, or consents to the filing of any petition
against it under any such law; or

(v) either party hereto makes an assignment for
the benefit of its creditors, or admits in writing its inability
to pay its debts generally as they become due, or consents to
the appointment of a receiver, trustee or liquidator of either
party, or of any property held by either party.

Upon the occurrence of any such Event of Default,
the nondefaulting party may, at its option, by notice to the
defaulting party declare that this Agreement shall be thereby
terminated and such termination shall be effective as of the, date
such notice has been communicated to the defaulting party. Upon
the occurrence by you of an Event of Default pursuant to paragraphs
(iii), (iv), or (v) above, XX shall be entitled to, upon the consent

of the Customer, to accept instructions directly from the Customer
and to transfer the Account directly to XX.

19. In the event that you execute your own orders and
give XX's name to the other broker for clearance and settlement,
you agree that you will only execute bona fide orders where you
have reasonable grounds to believe that the account and the other
broker have the financial capability to complete the transaction.
XX reserves the right at any time to place a limit (of either
dollars or number of securities) on the size of transactions that
XX in these circumstances will accept for clearance. If after
vou have received notice of such limitation you execute an order
in excess of the limit established by XX, XX shall have the right
to notify the other party and other uroker that it will not accept
the transaction for clearance and settlement. In the event any
claim is asserted against XX by the other broker because of such
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action by XX, you agree to indemnify and hold XX harmless from
any loss, liability, damage, cost or expense (1nclud1ng but not

limited to fees and expenses of legal counsel) arising directly
or 1nd1rectly therefrom.

terms of this Agreement to that of clearing functions and the
related services expressly set forth herein and you shall not

hold yourself out as an agent of XX or of any subsidiary or company
controlled directly or indirectly by or affiliated with XX. Neither
this Agreement nor any operation hereunder shall create a general

or limited partnership, association or joint venture or agency
relationship between you and XX.

(b} You shall not, without the prior written approval
of XX, place any advertisement in any newspaper, publlcatlon,
periodical or any other media if such advertisement in any manner

makes reference to XX or to the clearing arrangements and the
services embodied in this Agreement.

I 20. (a) XX shall limit its services pursuant to the

(¢} Should you in any way hold yourself out as,
advertise or represent that you are the agent of XX, XX shall

have the power, at its option, to terminate this Agreement and
you shall be liable for any loss, liability, damage, claim, cost
or expense {(including but not limited to fees and expenses of
legal counsel) sustained or incurred by XX as a result of such
a representation of agency or apparent authority to act as an
agent of XX or agency by estoppel. Notwithstanding the provisions
lof paragraph 24 below that any dispute or controversy between
the parties relating to or arising out of this Agreement shall
be referred to and settled by arbitration, in connection with
lanY breach by you of this paragraph 20, XX may, at any time prior
to the initial arbitration hearing pertaining to such dispute
or controversy, seek by application to the United States District
ourt for the Southermn District of New York or the Supreme Court
f the State of New York for the County of New York any such tem-
porary or provisional relief or remedy ("provisional remedy")
Irrovided for by the laws of the United States of America or the
aws of the State of New York as would be available in an action
based upon such dispute or controversy in the absence of an agree-
ent to arbitrate. The parties acknowledge and agree that it
s their intention to have any such application for a provisional
remedy decided by the Court to which it is made and that such
pplication shall not be referred to or settled by arbitration.
‘o such application to either said Court for a provisional remedy,
or any act or conduct by either party in furtherance of or in
opposition to such application, shall constitute a relinquish-
ent or waiver of any right to have the underlying dispute or
cntroversy with respect to which such application is made settled
iy arbitration in accordance with paragraph 24 below.

D
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21. The enumeration herein of specific remedies shall
not be exclusive of any other remedies. Any delay or failure
by any party to this Agreement to exercise any right herein con-
tained, now or hereafter existing under the Applicable Rules shall
not be construed to be a waiver of such right, or to limit the .
exercise of such right. No single, partial or other exercise

of any such right shall preclude the further exercise thereof
or the exercise of any other right.

I 22. This Agreement shall be submitted to and approved
by the New York Stock Exchange, Inc., or other regulatory and
self-regulatory bodies vested with the authority to review and
approve this Agreement or any amendment or modifications hereto.
In the event of disapproval, the parties hereto agree to bargain
in good faith to achieve the requisite approval.

23. (a) This Agreement supersedes all other agreements
between the parties with respect to the transactions contemplated
herein. This Agreement may not be amended except by a writing

lsigned by both parties hereto and may be terminated upon thirty
(30) days written notice to the other party. XX agrees that it
will send to you copies of all written notices sent to Customers.
Notices to you shall be sent to:

(carrying firm's address) Termination shall not affect any of
the rights and liabilities of the parties hereto incurred before
the date of receipt of such notice of termination.

l {b) This Agreement shall be binding upon and inure

to the benefit of the respective successors of the parties. Neither
party may assign any of its rights or obligations hereunder without

lthe prior written consent of the other party.

24. (a) This Agreement shall be governed by and construed
'in accordance with the laws of the State of New York. .
{b) All disputes and controversies relating to or
any way arising out of this Agreement shall be settled by arbitration
lbefore and under the rules of the Arbitration Committee of the
New Yorl: Stock Exchange, Inc., unless the transaction which gives
rise to such dispute or controversy is effected in another United
States market which provides arbitration facilities, in which
case it shall be settled by arbitration under such facilities.
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If the member purchases securities taken in trade at a price which is no
higher than the lowest independent offer as determined according to this
Section, it will have kept adequate records if it records the time and date
quetations were received, the identity of the sccurity to which the quotations
pertain, the identity of the dealer from whom, or the exchange or quotation
wvetem from which, the quotations were obtained, and the quotations fur-
nished 11 a member uses the services of an independent agent to obtain the
quotations and the agent does not disclose the identity of the dealers from
whom quotations were obtained, the member will have kept adequal_e records
if it otherwise complies with suhsection (e) of Section 8 hereof and it records
the time and date it received the quotations from the agent, the identity of
the agent, and the quotations transmitted by the agent.

If a member takes a security in trade and pays more than the lowest
independent offer, it will have kept adequate records if, in a(!dition to the
forcgoing records, it keeps records of all relevant factors it considered impor-
tant in concluding that the price paid for the securities was fair market price.

Fair Market Price at the Time of Purchase

Swap transactions that are arranged before the effectiveness of a fixed
price offering are not generally viewed as being legally consummated until
cifectiveness of the fixed price offering. Nonetheless, the fair market price of
sccurities taken in trade in such situations is normally determined at the time
of the pricing of the fixed price offering, which occurs on the day before
effectiveness usually in the afternoon, and the swap is arranged on the basis
of that price. In such cases, for purposes of Section 8(a), the determination of
the “fair market price at the time of purchase” of the securities to be taken in
trade may be made as of the time of pricing of the fixed price offering. As to
swaps agreed upon at a time after effectiveness of the offering, fair market
price of the swapped securities must be determined as of the time the
transaction is legally consummated.

7159

Sec. 9. A member who in the capacity of paying agent, transfer agent, trustee, or
iy ather similar capacity, has received information as to the ownership of securi-
. <hall under no circumstances make use of such information for the purpose of
-1ting purchases, sales or exchanges except at the request and on behalf of the issuer.

160

Sec. 10. (a) No member or person associated with a member shall, directly or
rrectly, give or permit to be given anything of value, including gratuities, in excess
‘me hundred dollars per individual per year to any person, principal, proprietor,
plovee, agent or representative of another person where such payment or gratuity is
“elation to the business of the emplover of the recipient of the payment or gratuity.
tt of any kind is considered a gratuity.

Use of Information Obtained in Fiduciary Capacity

Influencing or Rewarding Employees of Others

(1 This section shall not apply to contracts of employment with or to compensa-
1 for services rendered by persons enumerated in subsection (a) provided that there
n evistence prior to the time of emplovment or hefore the services are rendered, a
tten agreement between the member and the person whe is to be employed to
lerm such <ervices Such agreement shall include the nature of the proposed

2159 Art. 1ll, Sec. 9

1994, Commerce Clearing House, Inc.

such person's emplover or principal.

(c) A separate record of all payments or gratuities in any amount known to the
member, the employment agreement referred to in subscction (b) and any emplovment
compensation paid as a result thereof shall be retained by the member for the period
specified by Rule 17a-4 of the General Rules and Regulations under the Securities
Exchange Act of 1934,

[Section 10 amended effective September 1, 1969; June 20, 1984: December 28,

1992 ]

Annotations of selected SEC decisions

.10 Duty to Investigate Nature of Pay-
ment.—A member firm violated Section 10 of
Article III when it paid an employee of anether
member for referring business to it, without the
knowledge or consent of the other firm. The mem-
ber’s president testified that he was told the pay-
ments were for advisory services, but concluded
that whether or npt the member was misled, it
should have made further inquiry as to the nature
of the payments.

Hibbard & O'Contlor Securities, Inc., SEC SEC Re-

lease No. 34-13996 (1977).

.11 Payments to Employees of Another
Firm.~—A member firm and one of its registered
representatives violated Section 10 of Article 111
when it made payments to the senior order clerk
of another firm without the knowledge of such
other firm for the purpose of inducing the em-
ployee to channel his employer's customer orders
to the member firm.

In the Matter of H.C. Keister & Company, SEC Re-

lease No. 34-7988 (1966).

.12 Payments to Employees of Another
Dealer.—A member which made payments to
employees of another dealer as compensation for
effecting the purchase by the latter's employer of
securities which the member was distributing vio-
lated Section 10 of Article IIT. The payments were
made without the knowledge and consent of the

12161

principal stockholder of the employer nor did the
corporation receive any part of it.

Rosenbloom, d/b/a The James Co., and Rosenbloom,
SEC Release No. 34-7762 (1965).

.13 Issuance of Shares of Stock and Check
to Employees of Other Members.—The issu-
ance of shares of stock to two representatives of
other members and a check to a third representa-
tive in return for business referred by them to the
issuing member violated Section 10 of Article I1I.
The fact that the arrangement to compensate the
representatives were made before the firm became
a member of the NASD would not justify the
payment made during its membership.

Madison Management Corp., and Harry Friedman,
SEC Release No. 34.7433 (1964).

.14 Gift to Salesman of Another Firm for
Referring Securities Business.—A member vio-
lated Section 10 of Article III when he gave a gift
valued at approximately $300 to a representative
of another member firm after the representative
had referred an individual who later purchased
units in a “best efiorts” offering. The SEC set
aside the NASD's finding with respect to a cash
payment to another representative, stating that it
could not conclude that the gift was made in
relation to the business the representative’s em-
plover.

Albert P. Fosha, SEC Release No. 22815 (1986).

Payment Designed to Influence Market Prices, Other than
Paid Advertising

Sec. 11. No member shall, directly or indirectly, give, permit to be given, or offer
to give, anything of value to any person for the purpose of influencing or rewarding the
action of such person in connection with the publication or circulation in any newspa-
per, investment service, or similar publication, of any matter which has, or is intended
to have, an effect upon the market price of any security, provided that this rule shall
not be construed to apply to matter which is clearly distinguishable as paid advertis-
ing.

pesT AVAILABLE cepY
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Ny 1en NASD Manual—Rules of Fair Practice 2097

12172 Disclosure of Financial Condition

Sec. 22. (a) A member shall make available to inspection by anv bona fide regular
customer, upen request, the information relative to such member’s financial condition
as disclosed in its most recent balance sheet prepared either in accordance with such

member’s usual practice or as required by any State or Federal securities laws, or any
rule or regulation thereunder.

{b) As used in paragraph (a) of this rule, the term “customer” means any person
who, in the regular course of such member's business, has cash or securities in the
pussesston of such member.

® @ @ Resolution of the Board of Governors_

Requirement of Members to Furnish Recent Financial Statement to
Other Members

Any member of the Association who is a party to an open transaction or
who has on deposit cash or securities of another member shall furnish upon
written request of the other member a statement of its financial condition as
disclosed in its most recently prepared balance sheet. The refusal of any
member to furnish a copy of its most recently prepared balance sheet may be
deemed to be conduct inconsistent with just and equitable principles of trade
and may be cause for appropriate disciplinary action.

Securities Business

Sec. 23. No member shall offer any security or confirm any purchase or sale of any
security, from or to any person not actually engaged in the investment banking or
securities business at any price which shows a concession, discount, or other allowance,
brut shall offer such security and confirm such purchase or sale at a net dollar or basis
price.

@ ® @ (Cross Reference

Interpretation: “Transactions Between Members and Non-Members”. . .
...................................................... ... Y2175

12174 _ Selling Concessions

Sec. 24. In connection with the sale of securities which are part of a fixed price
offering:

(a) A member may not grant or receive selling concessions, discounts, or other
allowances except as consideration for services rendered in distribution and may not
grant such concessions, discounts or other allowances to anyone other than a broker or
dealer actually engaged in the investment banking or securities business; provided,
however, that nothing in this Section shall prevent any member from (1) selling any
such securities to any person, or account managed by any person, to whom it has
provided or will provide bona fide research, if the stated public offering price for such
securities is paid by the purchaser; or (2) selling any such securities owned by him to

any person at any net price which may be fixed by him unless prevented therefrom by
agreement.

l (b) The term “bona fide research,” when used in this Section, means advice,
rendered either directly or through publications or writings, as to the value of securi-
ties, the advisability of investing in, purchasing, or selling securities, and the availabil-
ity of securities or purchasers or sellers of securities, or analyses and reports concerning
issuers, industries, securities, economic factors and trends, portfolio strategy, and

NASD Manual Art. lll, Sec. 24 Y2174
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Transactions Between Members and Non-Members*

1. NON-MEMBERS OF THE ASSOCIATION UNDER THE
RULES OF FAIR PRACTICE

“Member”*

Section 1(c) of Article II of the Rules defines a “member” as any
individual, partnership, corporation or other legal entity admitted to mem-
bership in the Association. All other persons, firms or corporations, whether or
not thev are brokers or dealers, are therefore to be regarded as non-members
of the Association.

Expelled Dealer

A dealer who has been expelled from the Association by order either of
the Securities and Exchange Commission or the Association becomes a non-
member of the Association from the effective date of such order.

Suspended Dealer

A dealer who has been suspended from membership in the Association by
order either of the Securities and Exchange Commission or of the Association
is to be treated as a non-member of the Association from the effective date of
such order and during the period of such suspension. At the termination of the
suspension period, such dealer is automatically reinstated to membership in
the Association

Broker or Dealer Whose Registration Revoked by SEC

~ Revocation by the Securities and Exchange Commission of an Associa-

tion member’s registration as a broker or dealer automatically terminates the
membership of such broker or dealer in the Association as of the effective
date of such order Under Section 2 of Article I of the By-Laws of the
Ascociation, a firm whose registration as a hroker or dealer is revoked is
thereby disqualified for membership in the Association and from the effective
date of such order, the membership of such broker or dealer in the Association
i< discontinued. Thereafter such broker or dealer is a non-member of the
Association.

Membership Resigned or Cancelled

The membership of a h'mlfer or dealer in the Association is automatically
terminated when the Association accepts the resignation of such member or
cancels its membership in the Association under the provisions of Sections 7

The yeader <hould be aware of the decision of the  abrogated * to the extent that it permits or has heen
e amnd Fachange Commicaon in what is com. construed (o permit the Association to har a member's

alled the Aerna procecding partially abrogating receipt of commissions, co i di

e T Sectian 23 Securities Fxchange Act Relea<e . ‘ erber P iscounts. or other
A2 Tune T 1972 2 mell a¢ the Commn allmwances fram nonmember hrokers or dealers

ren m the Plazs Secirities Cormoration sase. Se . There presently are discussions in progress with the
Frhange Act Releace Noo 1713 (Fohruary 14 staff of the Commission concerning the scope of Section
-~ e avele Acawiation dissphinary action under 23 following these 1wo decisions Tt is anticipated that

-“..,. 20 The Commisaon's order in 1_hr firet case  this Interpretation will be revised shortly to include
Comopertinent part that Section 23 0¢ partially elarifving examples

2175 Art. lI, Sec. 25
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or 13 of Article I or Section 3 of Article I1I of the By-Laws. After the date of
acceptance by the Association of the resignation of such member or the date
of cancellation of membership by the Association, such broker or dealer is a
nonmember of the Association.

2. TRANSACTIONS IN “EXEMPTED SECURITIES”

Section 4 of Article I of the Rules of Fair Practice provides that the
Rules shall not apply to transactions, whether between members or between
members and non-members, in “exempted securities,” which are defined by
Section 3(a)(12) of the Securities Exchange Act of 1934 as follows:

Text of §3(a) (12) of ’34 Act

“The term ‘exempted security’ or ‘exempted securities’ shall include
securities which are direct obligations of or obligations guaranteed as to
principal or interest by the United States; such securities issued or
guaranteed by corporations in which the United States has a direct or
indirect interest as shall be designated for exemption by the Secretary of
the Treasury as necessary or appropriate in the public interest or for the
protection of investors; securities which are direct obligations of or
obligations guaranteed as to principal or interest by a State or any
political subdivision thereof or any agency or instrumentality of a State
or any pelitical subdivision thereof or any municipal corporate instru-
men't-lality of one or more States; and such other securities (which may
include, among others, unregistered securities, the market in which is
preddminantly intrastate) as the Commission may, by such rules and
regulations as it deems necessary or appropriate in the public interest or
for the protection of investors, either unconditionally or upon specified
terms and conditions or for stated periods, exempt from the operation of
any one or more provisions of this title which by their terms do not apply
to an ‘exempted security’ or to ‘exempted securities’.”

The rules therefore do not apply to transactions in government or
municipal securities if within the definition of “exempted securities.” Mem-
bers may join with non-members or with banks in a joint account, syndicate
or group to purchase and distribute an issue of “exempted securities” and
may trade such securities with non-members or with banks at different prices
or on different terms and conditions than are accorded to members of the

general public.

3. TRANSACTIONS ON AN EXCHANGE

Rule Not Applicable

An Association member may pay a commission to a member of a
national securities exchange for executing an order upon an exchange even
though the exchange member is not a member of the Association. Rule 25
does not apply to transactions upon an exchange and, therefore, does not
prohibit such transactions.

Where an Association member is also a member of an exchange, an order
of the Securities and Exchange Commission or of the Association expelling or
suspending the firm from membership in the Association will not directly
affect the business of the firm as a member of an exchange because Associa-
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tion Rule 25 does not apply to transactions on the floor of an exchange. While
an order of suspension or expulsion is in effect, the firm may continue to
tonduct its normal business on an exchange and participate in special

offerings on an exchange without involving any violation by an Association
member of Rule 25.

4.OVER-THE-COUNTER TRANSACTIONS IN SECURITIES
OTHER THAN “EXEMPTED SECURITIES”

Participation in Underwriting or Selling Groups. An Association
member may not enter into a joint account, underwriting or selling group, or
join a syndicate or group, with any non-member broker or dealer or with a
member of a national securities exchange, who is not also-a member of the
Assaciation, for the purpose of acquiring and distributing an issue of securi-
ties Rules 25(a) and 25(b) would he applicable and such exchange member

would be a “non-member broker or dealer” within the definition of Rule
25(d)

Sale to Bank or Trust Company

An Association member, participating in the distribution of an issue of
securities as an underwriter or in a selling group, may not allow any selling
concession, discount or other allowance in connection with the sale of such
securities to any bank or trust company. Under Section 3 of Article I of the
Bv-Laws a bank or trust company is excluded from the definition of a broker
or dealer and therefore may not receive selling concessions, discounts or other
allowances from an Association member under Rule 24

Suspended or Expelled Dealer—Group Contemplating Distribution
An Association member mav not join any underwriting or selling group

with a dealer who has been and is suspended from membership in the Commissions in Transactions with Non-Members fé%

Association by order of the Securities and Exchange Commission or of the Over-the-Counter Trading. An Association member may not pay a g

Assaciation if at the time such group was organized, it was contemplating the commission to any non-member broker or dealer for executing a brokerage P

distribution of an issue of securities to the public. A dealer who has heen order for the Association member in the over-the-counter market. Rule 25 s

suspended from membership in the Association is to be treated as a non- requires an Association member to deal with non-members only on the same =

member during the suspension period and Rule 25(b) (2) prohibits members terms and conditions as are accorded by such Association member to mem- g

fram joining with non-members in a group “contemplating the distribution to bers of the general public. On the other hand, Rule 25 does not prohibit an ~

the public of any issue of securities."” Even though the suspension period had Association member from executing over-the-counter an order for a non- ™

terminated hefore the time when the securities were to he distributed, the member and charging such non-member a commission therefor. Rule 25 8

rule prohibits a member from joining with a non-member in a group which is merely requires that in transactions with a non-member, such non-member R

rentemplating the distribution of an issue of securities at a future time. must be dealt with at the same prices, for the same commissions or fees and e
' on the same terms and conditions as are by such member accorded to the

Dealer Suspended or Expelled After Underwriting Group Formed general public.
Where a dealer is suspended or expelled from membership in the Associa- . .

o byoan order of the Securities and Exchange Commission or of the Members of a National Securities Exchange

Aswociation which became effective after such dealer had joined an underwrit- In over-the-counter transactions in either listed or unlisted securities an

ne group under which each underwriter had severally purchased securities Association member may not huy from or sell to a member of a national

tom the iccuer, such dealer could thereafter during the period of suspension securities exchange who is not also a member of the Association at different

t expulsion accept delivery from the issuer of the securities which it had =

derwnitten prior to the effective date of such order and pay to the issuer its
smmitment therefor without involving any violation of the rules by mem-
"'l&‘:\i»lf'_r_.! he effective date of such order and during the period of suspen-

75 Art. Ill, Sec. 25
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sion or expulsion, Association members could only buy the securities from of
sell the securities to the dealer, who was suspended or expelled, at the pybjic
offering price, regardless of whether the Association membgrs were algq
members of the underwriting or selling group for the particular issue. Rule 25
prohibits an Association member from dealing with any non-member broker
or dealer except at the same prices, for the same commissions or fees, and op
the same terms and conditions as the member would deal with a member of
the general public at the same time. Delivery of the securities by the issuer ¢
the particular dealer suspended or expelled and paytpem:therefor by such
dealer would not involve a violation of Rule 25 in this situation.

Dealer Suspended or Expelled After Selling Group Formed

Where a dealer is suspended or expelled from the Association by an order
of the Securities and Exchange Commission or of the Association which
became effective after such dealer had joined a selling group, members of the
Association, including the underwriters and other se!ling group me'mbers'
would be prohibited by Rule 25 from selling the securities to, or buying the
securities from, such dealer at any price different from the public offering
price. Members would not violate Rule 25 by accepting from such dealer,
during the period such order of suspension or expulsion was in effect, payment
of the full public offering price for the securities allotted to such dealer. After
the effective date of such order Rule 25 prohibits Association members from
granting or allowing to the dealer suspended or expelled any selling conces-
sion, discount or other allowance for the securities distributed by such dealer.
While such order is in effect, Association members could only deal vyith sugh
dealer at the same prices, for the same commissions, fees, concessions, dis-
counts or other allowances as the Association members would deal at the time
of the transaction with a member of the general public.

prices or on different terms or conditions than are accorded by such Associa-
tion member or members of the general public. Such exchange member, with
respect to such over-the-counter transactions, comes within the definition of a
“non-member broker or dealer” in Rule 25(d), and Rule 25 is therefore
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applicable. For the same reason an Association member may not pay a
commission to an exchange member, who is not also a member of the
Association, for executing a brokerage order over-the-counter.

When a dealer has been and is suspended or expelled from membership
in the Association by order of the Securities and Exchange Commission or of
the Association, under Rule 25, during the period of such suspension or
expulsion, an Association merber may only deal with such dealer at the same
prices, for the same commissions, fees, concessions, discounts or other al-
lowances as the Association member would deal at the time of the transaction
with a member of the general public.

Investment Advisory Fee

When an Association member has rendered an investment advisory
service for a fee to other members and thereafter is suspended or expelled
from membership in the Association by order of the Securities and Exchange
Commission or of the Association, another Association member may continue
to pay the fee to such investment adviser provided that over-the-counter
transactions in securities with such investment adviser are made only at the
same price and on the same terms as the member would deal with the public
and the fee for acting as investment adviser is not used as a method of

avoiding the provisions of Rule 25.

Annotations of selected SEC decisions

.10 Joining with Nonmember in Distribu-
tion of an Issue of Securities.—An NASD mem-
ber does not violate Section 25 merely by
““joining™ with a nonmember in the distribution of
an issue-even-when-the member receives a conces-
sion or a discount from the nonmember and the
member has registered representatives who are
duly registered with the nonmember. The SEC
rejected the NASD's argument that the member
might, by virtue of the affiliation between it and
the nonmember, indirectly through that nonmem-
ber grant prohibited discounts or concessions to
nonmembers, since there was no showing that
such practice was taking place. Furthermore, the
SEC stated that the NASD has no autherity to
prohibit the mere joining in a parallel underwrit-
ing by an NASD member and a nonmember since
any concession received by the nonmember would
come from the issuer and not from the member.
There is no violation of the NASD Rules if a
nonmember gives a concession to a member.

Plaza Securities Corp., et al., 45SE.C. 449 (1974).

.20 Abrogation Proceedings; Sales at Con-
cession to Nonmembers.—Aetna Lifc and Casu-
alty Company and two subsidiaries petitioned the
SEC 1o institute abrogation proceedings pursuant
to Section 15A(k)1). Aetna argued that the

12175.10 Art. lll, Sec. 25
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NASD had ne authority under Section 15AGX1)
Lo restrict its members from receiving concessions
in their dealings with nonmember broker-dealers.
The SEC agreed, noting that the “joining’ provi-
sion in Section 25(bX(2) of the NASD's Rules of
Fair Practice should not be interpreted as 2 flat
prohibition against the member joining with 3
nonmember in a securities distribution, but should
be viewed as a restriction on the ability of mem-
bers to give underwriting concessions and dis-
counts to nonmembers not accorded to the public.
The SEC therefore held it appropriate to abrogate¢
NASD’s Rule 25(b}(2) to the extent that it per
mitted or was interpreted to permit such a bar.
NASD. Inc., 44 S.E.C. 896 (1972).

.30 Sales at Concession to Non-Member
Firm.—The sale by a member as principal under-
writer of two blocks of stocks to another securities
firm at concessions of 10 cents per share and 22}2
cents per share respectively without verifying the
membership status of the purchasing firm vio-
lated Section 25(b) of Article III. The member
firm acted on the assumption that the purchaser
was a member at the time of the transactions
involved.

Rosenbloom, d/b/a The James Co., and Rosenbloom.

SEC Release No. 34.7762 (1965).

©1993, Commerce Clearing House, Inc.
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Sec. 27.

Supervisory System

(a) Fach member shall establish and maintain a system to supervise the activitjes
of each registered representative and associated person that is reasonably designed to
achieve compliance with applicable securities laws and regulations, and with the ruleg
af this Association. Final responsibility for proper supervision shall rest with the
member A member’s supervisory system shall provide, at a minimum, for the follow.
ng.

(1) The establishment and maintenance of written procedures as required by
paragraphs (b) and (c) of this Section.

(2) The designation, where applicable, of an appropriately registered princi-
pal(s) with authority to carry out the supervisory responsibilities of the member
for each type of business in which it engages for which registration as a broker-
dealer is required.

(3) The designation as an office of supervisory jurisdiction (0OS]) of each
location that meets the definition contained in paragraph (g) of this Section. Each
member shall also designate such other OSJs as it determines to be necessary in
order to supervise its registered representatives and associated persons in accor-
dance with the standards set forth in this Section 27, taking into consideration the
following factors:

(i) whether registered persons at the location engage in retail sales or

other activities involving regular contact with public customers;

(it) whether a substantial number of registered persons conduct securi-
ties activities at, or are otherwise supervised from, such location;

(1ii) whether the location is geographically distant from another OS] of
the firm;

(iv) whether the member's registered persons are geographically dis-
persed; and

(v) whether the securities activities at such location are diverse and/or
complex.

-.iXdOD JrgvTIvAY LS38

(4) The designation of one or more appropriately registered principals in each
08]J, including the main office, and one or more appropriately registered represent-
; atives or principals in each non-OSJ branch office with authority to carry out the
| supervisory responsibilities assigned to that office by the member.

(5) The assignment of each registered person to an appropriately registered
representative(s) and/or principal(s) who shall be responsible for supervising that
i person's activities.

(6) Reasonable efforts to determine that all supervisory personnel are quali-
fied by virtue of experience or training to carry out their assigned responsibilities.

(7) The participation of each registered representative, either individually or
collectively, no less than annually, in an interview or meeting donducted by
persons designated by the member at which compliance matters relevant to the
activities of the representative(s) are discussed. Such interview or meeting may

: oceur in conjunction with the discussion of other matters and may be'conducted at

> a central or regional location or at the representative’s(’) place of business.

i (8) Each member shall designate and specifically identify to the Association
one or more principals who shall review the supervisory system, procedures, and
inspections implemented by the member as required by this Section and take or

12177 Art. I, Ser. 27
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recommend to senior management appropriate action reasonably designed 1.

achieve the member's compliance with applicable securities laws and :
: , LeE regul ¢
and with the rules of this Association. gulation

Written Procedures

(b)(1) Each member shall e_stabli_sh, maintain, and enforce written procedures t.
supervise the types of .busmess in which it engages and to supervise the activities
registered representatives and associated persons that are reasonably designed t.

achieve compliance with applicable securities laws and regulations i
applicable rules of this Association. & - and with th

(b)(2) The member’s written supervisory procedures shall set forth the Supervisor,
system established by the member pursuant to Section 27(a) above, and shall includ:
the titles, registration status and locations of the required supervisory personnel an,
the requns:bllltl'es of each supervisory person as these relate to the types of busines.
engaged in, applicable securities laws and regulations, and the rules of this Association
The member shall maintain on an internal record the names of all persons who ar
desxgqated as supervisory personnel and the dates for which such designation is or wa-
effective. Such record shall be preserved by the member for a period of not less than
three years, the first two years in an easily accessible place.

(b)X3) A copy of a member’s written supervisory procedures, or the relevant
portions thereof., shall be kept and maintained in each OS] and at each location where
supervisory activities are conducted on behalf of the member. Each member shall
amend its written supervisory procedures as appropriate within a reasonable time after
changes occur in applicable securities laws and regulations, including the rules of this
Association, and as changes occur in its supervisory system, and each member shall be
responsible for communicating amendments through its organization.

Internal Inspections

_ (c) Each member shall conduct a review, at least annually, of the businesses in
which it engages, which review shall be reasonably designed to assist in detecting and
preventing violations of and achieving compliance with applicable securities laws and
regulations, and with the rules of this Association. Each member shall review the
activities of each office, which shall include the periodic examination of customer
accounts to detect and prevent irregularities or abuses and at least an annual inspec-
tion of each office of supervisory jurisdiction. Each branch office of the member shall be
inspected according to a cycle which shall be set forth in the firm'’s written supervisory
and inspection procedures. In establishing such cycle, the firm shall give consideration
to the nature and complexity of the securities activities for which the location is
responsible, the volume of business done, and the number of associated persons assigned

to the location. Each member shall retain a written record of the dates upon which each
review and inspection is conducted.

Written Approval

_(d) Each_ mgmber shall establish procedures for the review and endorsement by a
registered principal in writing, on an internal record, of all transactions and all
correspondence of its registered representatives pertaining to the solicitation or execu-
tion of any securities transaction.

Qualifications Investigated

. (e) Each member shall have the responsibility and duty to ascertain by investiga-
tion the good_ character, business repute, qualifications, and experience of any person
prior to making such a certification in the application of such person for registration
with this Association. Where an applicant for registration has previously been regis-
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tered with the Association, the member shall obtain from the Firm Access Query
' System (FAQS) or from the applicant a copy of the Uniform Termination Notice of
Securities Industry Registration (“Form U-5") filed with the Association by such
person’s most recent previous NASD member employer, together with any amend-
ments thereto that may have been filed pursuant to Article IV, Section 3 of the
f Association’s By-Laws. The member shall obtain the Form U-5 as required by this

section no later than sixty (60) days following the filing of the application for

registration or demonstrate to the Association that it has made reasonable efforts to
o comply with the requirement. A member receiving a Form U-5 pursuant to this section
' shall review the Form U-5 and any amendments thereto and shall take such action as
may be deemed appropriate. ‘

“ z'éqx“‘

Applicant’s Responsibility

i (f) Any applicant for registration who receives a request for a copy of his or her
Form U-5 from a member pursuant to this section shall provide such copy to the
i member within two (2) business days of the request if the Form U-5 has been provided
! to such person by his or her former employer. If a former employer has failed to provide
f;ﬁ the Form U-5 to the applicant for registration, such person shall promptly request the

i Form U-5, and shall provide it to the requesting member within two (2) business days
[ of receipt thereof. The applicant shall promptly provide any subsequent amendments
o to a Form U-5 he or she receives to the requesting member.

G Definitions

(g)(1) “Office of Supervisory Jurisdiction” means any office of a member at which
any one or more of the following functions take place:

(i) order execution and/or market making;
, (ii) structuring of public offerings or private placements;
ﬂ._m (iii) maintaining custody of customers’ funds and/or securities;
(iv) final acceptance (approval) of new accounts on behalf of the mem-
€r;
(v) review and endorsement of customer orders, pursuant to paragraph
(d) above;

(vi) final approval of advertising or sales literature for use by persons
~associated with the member, pursuant to Article ITI, Section 35(b)(1) of the
Rules of Fair Practice; or

(vii) responsibility for supervising the activities of persons associated
with the member at one or more other branch offices of the member.

(g)(2) “Branch Office” means any location identified by any means to the public
or customers as a location at which the member conducts an investment banking or
securities business, excluding:

f (i) any location identified in a telephone directory line listing or on a
B business card or letterhead, which listing, card, or letterhead also sets forth
" the address and telephone number of the branch office or OS] of the firm
from which the person(s) conducting business at the non-branch location are
directly supervised;

i (ii) any location referred to in a member advertisement, as this term is
. defined in Article II1, Section 35 of the NASD Rules of Fair Practice, by its
i local telephone number and/or local post office box provided that such
reference may not contain the address of the non-branch location and,
| further, that such reference also sets forth the address and telephone number
| of the branch office or OS] of the firm from which the person(s) conducting

business at the non-branch locations are directly supervised; or

! 12177 Art. Il, Sec. 27 ©1994, Commerce Clearing House, Inc.
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t1it) any location identified by address in a member’s sales literature, as
this term is defined in Article III, Section 35 of the NASD Rules of Fair
Practice provided that the sales literature also sets forth the address and
telephone number of the branch office or OS] of the firm from which the

person(s) conducting business at the non-branch locations are directly super-
vised.

l (g)13) A member may substitute a central office address and telephone number for
the supervisory branch office and OS] locations referred to in paragraph (g)(2) above
provided it can demonstrate to the NASD District Office having jurisdiction over the

l member that it has in place a significant and geographically dispersed supervisory
system appropriate to its business and that any investor complaint received at the
central site is provided to and resolved in conjunction with the office or offices with

l responsibility over the non-branch business location involved in the complaint.

{Sec. 27 amended effective June 12, 1989; April 30, 1992]
® @ @ Cross References,

Explanation: “Appointment of Executive Representative”

..... 71791
Interpretation: “Private Securities Transactions” replaced by Article
III, Section 40

.............................................. 12200
® ® @ Selected NASD Notices to Members

86-20 Solicitation of Comments on Proposed Rule Requiring Supervisory
Procedures on Limit Orders

(March 11, 1986)
86-65 Compliance with the NASD Rules of Fair Practice in the Employ-
ment and Supervision of Off-Site Personnel

(September 12, 1986) |
87-41 Proposed Amendments to Definitions of “Branch Office” and

“Office of Supervisory Jurisdiction™ Under the By-Laws, Schedule C
to the By-Laws and the Rules of Fair Practice

(June 29, 1987)
88-11 Proposed Amendments to Article III, Section 27 of the NASD

Rules of Fair Practice Regarding Supervxsmn and the Definitions of s
“Office of Supervisory Jurisdiction” and “Branch Office” -

(February 8, 1988)
88-44 Proposed Rule Amendments: Supervision and the Definition of T

“Office of Supervisory Jurisdiction” and “Branch Office”; Con-
forming Amendment to By-Laws

8868 Request for Comments on Proposed Amendments to Article IV, !

Section 3 of the By-Laws and Article III, Section 27 of the Rules of
Fair Practice

(September 1988)
88-84 SEC Approves Amendment to Article III, Section 27 of the Rules

of Fair Practice Regarding Supervisory Practices and Definitions of
Branch Office and Office Supervisory Jurisdiction

(November 1588)
Art. lll, Sec. 27 Y2177
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® ® @ Seclected NASD Notices to Members

89-34 Guidelines for Compliance with Article II1, Section 27 of Rules of
Fair Practice Re: Supervisory Practices and Procedures

Practice

89-57 SEC Approves Amendments to By-Laws and Rules of Fair Prac-
tice Re: Providing Terminated Employees with Form U-35

92-18 SEC Approval of Amendments to the Definition of the Term
“Branch Office” in Article III, Section 27 of the Rules of Fair

(April 1989)

(August 1989)

(April 1992)

Annotations of selected SEC decisions

.10 Margin Rules, Inadequate Supervision,
Special Omnibus Account.—A member firm vi-
olated Article III, Section 30 and Regulation T,
Section 4(b) when it improperly purchased call
options on credit for a special omnibus account
which was supposed to be carried solely for ac-
counts of the firm’s customers but which was, in
fact, beneficially owned by the firm’s officers.

It violated Article I, Section 27 in failing to
provide adequate supervision over treasurér when
it improperly allowed him to use CBOE margin
rules even though the firm was no longer a CBOE
member.

Prince, Langheinrich & Greer, Inc., SEC Release No.

34-16898 (1980).

.15 Transactions Not Approved by Written
Endorsement.—A member that did not evidence
his approval of transactions made by his salesmen
by written endorsement violated Section 27 of
Article 111

Norman J. Adams, SEC Release No. 34-7327 (1964)

.20 Improper Certification of Character and
Business Reputation—Failure to Exercise
Reasonable Care in Investigation.—The Com-
mission sustained the action of the NASD finding
violations against a member who failed to make
adequate investigation before certifying to the
good character and reputation of employees regis-
tered with the association, as required by Section
27(e) of Article II1. Casual interviews and a per-
functory telephone call to a former employer did
not constitute sufficient compliance with the re-
quirement of “reasonable care” called for by the
Rules, notwithstanding the fact that the applica-
tion form furnished by NASD would make such
inquiries sufficient.

Vickers, Christy & Co., Inc., SEC Release No. 34-6872

(1962).

.25 Failure to Endorse Record of Sales-
men’s Transactions.—An NASD member that
failed to endorse the records of salesmen’s transac-
tions was found guilty of violating Section 27 of
Article ITI. The member’s contention that the

12177.10 Art. lll, Sec. 27

records of salesmen's transactions were checked
daily for pertinent data was of no avail.
Graham & Co., 38 SEC 314 (1958).

Failure to Properly Supervise

.30 The SEC set aside the NASD's finding of a
violation of Section 27 where it was found that the
firm’s salesmen had made “a successful effort to
hide their transactions” from the president of the
firm. The SEC set aside additional findings of
violations since the firm was not given adequate
notice or a proper opportunity to defend itself.

Paulson Investment Company, Inc., SEC Release No.
34-19603 (1983).

.31 A Senior Registered Options Principal
(SROP) failed to supervise properly a registered
representative who was churning discretionary
options accounts in violation of Section 17(a) of
the Securities Act and Section 10(b) of the Securi-
ties Exchange Act and Rule 10b-3 thereunder.
The SEC held that not only was it the SROPMs
responsibility to devise the member firm's system
for options compliance and to oversee its opera-
tions, as the SROP contended, but that the SROP
must also, along with the firm’s branch managers
and managing partners, exercise supervisory au-
thority over the registered representative.

The SEC stated that once the SROP had given
the registered representative his approval to han-
dle discretionary options accounts, he (the SROP)
assumed responsibility for ensuring that this
grant of authority was not abused. This is espe-
cially true where the SROP was put on notice that
the registered representative's accounts were
heavily traded, and where there was no Regis-
tered Options Principal in the local branch office.

Michael E. Tennenbaum, SEC Release No. 34-18429

(1982).

.32 The SEC affirmed the NASD’s finding of a
failure to supervise, holding that in the “highly
unusual” situation where a branch office manager
was permitted to make a market in a stock, strin-
gent home office supervision was required.

Additionally, since the executive vice president
was explicitly warned by the firm's trade about

©1994, Commerce Clearing House, Inc.
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the firm's “evxaggerated trading pracuces’”, “uver-
sealous sales practices,” and “large markups’.
there was sufficient evidence to establish more
than a “remote indication of irregularity’’ with
respect 1o the activities in the branch office, and
thus was sufficient to find a failure to exercise
reasonable supervision on the part of the firm and
1Ls execulive vice president.

Universal Herntage Investments Corporation, Inc.. et

al., SEC Release Na. 34-19308 (1982).

.33 A member firm and its president were
charged with failure to supervise when they al-
lowed one of their branch manager to have
printed un the broker stationery “Cuhig and Co,,
Inc.” That name was printed just beneath “Wall
Street West” and appeared in bulder print. Presi-
dent of Wall Street West, saw the letterhead but
ratsed no vbjection. The NASD contended that Lhe
conduct could mislead customers into believing
that Cohig was the broker-dealer and Wall Street
West simply an advertising slogan. The president
argued that there was no evidence Lo show that
any customers had been misled; that there was no
intent to mislead; and that the NASD rules were
too vague to provide adequate notice that their
conduct constituted a violation. On review the
SEC determined that the letterhead was mislead-
ing; that proceedings instituted by NASD, like
those of the SEC, are to protect the public interest
as opposed to redressing private wrongs. Conse-.
quently, evidence proving that customers were
actually misled or that there was intent to mis-
lead was unnecessary. NASD finding of violation
affirmed.

Wall Street West, Inc., et al, SEC Release No.

34-18320 (1981).

.34 Failure to Supervise Disclosure of Com-
mission Charges.—A member [irm and a princi-
pal violated Sections 1 and 27 of Article III when
they failed to exercise reasonable supervision over
registered representatives in that the representa-
tives failed to advise customers that direct re-
demption of mutual funds could be handled at no
charge through the funds and that the firm
charged a fee for redemption.

Financial Estate Planning, et al, SEC Release No.
34-14984 (1978).

.35 A member firm and its president failed to
supervise the vice president who engaged in a
wide variety of fraudulent practices for more than
a year and a half. The SEC stated that the presi-
dent of a broker-dealer firm necessarily assumes
the duties of keeping himsell informed of the
firm's activities, of providing adequate supervi-
sion, and of taking whatever steps are necessary
ta secure compliance with the law. Thus, while the
president may reasonably delegate a particular
function to another person in the firm, he cannot
relieve himself of his overall supervisory responsi-
bilities by relying on someone else to perform in
his stead.

G. Frederic Helbig & Co., Inc., 45 S.EC. 773 (1975).

.36 Supervision of Officer’s Outside Activi-
ties.—Where an officer of a NASD member firm

NASD Manaal
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engaged for his ywn profit through other NASD
members in purchases of “hot issue’ securities
from broker/dealer distribution participants and
in sales of such securitics ahove offering price 1n
the aftermarket, the SEC set aside the NASD's
iinding that the member failed tu vxercise proper
supervision over such outside activiues of the
officer. The “investment club” mn whirh the of-
ficer participated had no connection with the
member firm’s business, nor was the member a
party to any of the club’s activities.
Safeco Securities, Inc. 45 S.E.C. 303 t1973).

.37 Failure to Supervise Salesman—Inade-
quate Investigation of Salesman’s Charac-
ter.—The employment by a member of a
salesman without making any investigation uf his
character or background other than an inquiry by
telephone to a former employer who did not give a
wholchearted endorsement, roupled with the
firm's failure to supervise his activities, violated
Section 27 of Article III. The firm was not ex-
cused for its failure to supervise by the fact that
the market for the securities involved was hectic
and disorderly. It was incumbent upon the firm to
provide adequate supervisory controls for the bus-
iness being conducted. In this situation, it hired a
salesman of doubtful recommendation to engage
in selling activities, directed to customers who
were not known to the firm, in a highly specula-
tive security that was declining in price.

L.B. Securities Carp., and Marx, SEC Release No.
34.7806 (1966).

.38 Employees Improperly Supervised.—
The failure of an officer of a member to properly
supervise its employees so that its books and
records were not maintained as required by the
Securities and Exchange Commission and credit
was extended to customers in violation of the
Federal Reserve Board's Regulation T constituted
conduct inconsistent with just and equitable prin-
ciples of trade.

Albert E. Vvelkel, SEC Release No. 34-7652 (1965).

.39 Inadequate Supervision—No Spot-
Checking.—A member firm which {ailed to indi-
cate, upon hearing, that any appropriate supervi-
sion procedures were in effect and admitted that
no spot-checking was carried out with respect to
the extent of activity in particular accounts, was
suspended for violating Section 27 of Article ITI.
Derivation of a good_income by the customer was
immaterial in determining whether or not her
account was excessively traded.

First Securities Corporation, 40 SEC 389 (1961).

.40 Failure to Maintain Records—Duty of
Principal Officer to Use Reasonable Care in
Supervision of Firm's Business.—Violations of
Section 27 of Article {II was found to have been
committed by a member firm when it failed to
keep its general ledger regularly posted, to record
collateral deposited for bank loans, to consistently
keep and pust its securities position books and Lo
reflect in the customers’ ledgers all receipts and
deliveries of securities. The principal officer had a
duty to use reasonable care to see that every-day

Art. lll, Sec. 27 12177.40
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operations of the firm's business were properly
performed. It was no excuse for him to assert that
the bookkeeping functions were delegated to a
firm of accountants and to the member's vice-
president and its bookkeeper.

Madison Management Corp., and Harry Friedman,
SEC Release Na. 34-7453 (1964).

.41 Inadequate Supervision of Officers-
Salesmen—Person Responsible.—The chief ex-
ecutive officer of a member firm who was daily
active in business had the responsibility of super-
vising the sales activity of the firm's salesmen. He
was, therefore, liable for transactions effected by
the salesmen at excessive mark-ups or mark-
downs from the current market price. The fact
that the salesmen also held official titles would
not relieve the member firm of its duty under
Section 27 of Article III with respect to transac-
tions effected by those persons as salesmen.

Earl L. Combest, 35 SEC 623 (1954).

.42 Failure to Supervise with Respect to the
Association’s Free-Riding and Withholding
Interpretation.—A member, its president, com-
pliance officer, and branch manager violated Arti-
cle II1, Sections ! and 27, in that the respondents
failed to adequately supervise its salesmen with
respect to the Association’s Free-Riding and With-
holding Interpretation. The SEC affirmed the As-
sociation’s findings that two salesmen of the firm
acted in contravention of the Association’s Free-
Riding and Withholding Interpretation. The SEC
noted that the firm's supervisory procedures
which did not refer to the Free-Riding Interpreta-
tion were grossly inadequate, particularly in light
of the large number of underwritings in which the
firm engaged. The Commission also concluded
that the findings against the individual respon-
dents were proper in that they shared responsibil-
ity for instituting supervisory procedures which
should have prevented the salesmen's violations.

Blit;g;;') Robinson & Co., SEC Release No. 19057

.43 Failure to Supervise.—The SEC set aside
the NASD’s findings against the president of a

12178
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firm for failing to exercise proper supervision in
connection with securities registration and record-
keeping provisions. The SEC found that a firm's
president is not automatically at fault when other
individuals in the f{irm engage in misconduct of
which he has no reason to be aware.

Juan Carlos Schidlowski, SEC Release No. 23347

(1986).

.44 Failure to Supervise—A member firm vio-
lated Article III, Section 27 when it failed to
exercise proper supervision over the activities of
two salesman with a view to preventing unautho-
rized transactions and unsuitable recommenda-
tions. One registered representative effected
unauthorized transactions in the accounts of two
public customers, falsified their addresses and
sent them false account statements. The SEC
stated that the firm's top management had sub-
stantial indications of irregularity with respect to
the salesman’s activities, yet continually ignored
warning signals or took inadequate action when
confronted with information indicating that cus-
tomers of the branch office were being defrauded.
A second salesman recommended and sold munici-
pal bonds on margin to a public customer, which
was contrary to the customer’s objectives and
needs. The SEC sustained sanctions against the
firm of censure, fine and the requirement to file a
statement setting forth supervisory procedures
designed to prevent any recurrences.

Wedbush Securities, Inc.(f/k/a Wedbush Noble,

Cooke, Inc.), SEC Release No. 25504 (1988).

.45 Failure to Supervise Branch Office.—A
member firm and its president failed to exercise
proper supervision over a branch office with re-
spect to private securities transactions. The SEC
affirmed findings that respondents failed to re-
view and adequately monitor the branch office
activities, but reduced sanctions, noting that the
branch office salesmen deliberately concealed the
improper activities from the firm and main office
personnel.

Seco Securities, Inc. and Stanley Richards, SEC Re-

lease No. 34-26054 (1988).

Transactions for or by Associated Persons

(a) A member (“‘executing member””) who knowingly executes a transaction for the

BEST AVAILABLEGOPY

purchase or sale of a security for the account of a person associated with another
member (“employer member"), or for any account over which such associated person
has discretionary authority, shall use reasonable diligence to determine that the
execubtion of such transaction will not adversely affect the interests of the employer
member.

Obligations of Executing Member

(b) Where an executing member knows that a person associated with an employer
member has or will have a financial interest in, or discretionary authority over, any

12177.41 Art. i, Sec. 28
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existing or proposed account carried by the executihg member, the executing member
shall:

(1) notify the employer member in writing, prior to the execution of a

transaction for such account, of the executing member's intention to open or
maintain such an account;

(2) upon written request by the employer member, transmit duplicate copies

of confirmations, statements, or other information with respect to such account;
and

(3) notify the person associated with the employer member of the executing

member’s intention to provide the notice and information required by paragraphs
(1) and (2) of this subsection (b).

Obligations of Associated Persons Concerning an Account with a Member.

{c) A person associated with a member, prior to opening an account or placing an
initial order for the purchase or sale of securities with another member, shall notify
both the employer member and the executing member, in writing, of his or her
association with the other member; provided, however, that if the account was estab-
lished prior to the association of the person with the employer member, the associated
person shall notify both members in writing promptly after becoming so associated.

Obligations of Associated Persons Concerning an Account with an investment Adviser, Bank,
or Other Financial Institution

(d) A person associated with a member who opens a securities account or places an
order for the purchase or sale of securities with a domestic or foreign investment
adviser, bank, or other financial institution, except a member, shall:

(1) notify his or her employer member in writing, prior to the execution of

any initial transactions, of the intention to open the account or place the order;
and

(2) upon written request by the employer member, request in writing and
assure that the investment adviser, bank, or other financial institution provides

the employer member with duplicate copies of confirmations, statements, or other
information concerning the account or order;

provided, however, that if an account subject to this subsection (d) was established

prior to a person’s association with a member, the person shall comply with this
subsection promptly after becoming so associated.

(e) Subsections (c) and (d) of this section shail apply only to an account or order in

which an associated person has a financial interest or with respect to which such person
has discretionary authority.

Exemption for Transactions in Investment Compdny Shares and Unit Investment Trusts

(f) The provisions of this section shall not be applicable to transactions in unit
investment trusts and variable contracts or redeemable securities of companies regis-

tered under the Investment Company Act of 1940, as amended, or to accounts which
are limited to transactions in such securities.

[Amended effective February 28, 1983; December 15, 1986; March 6, 1991; March
14, 1991 ]

[The next page is 2123-3.]
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83-17 SEC Approval of Amendments to Rules of Fair Practice Articie

III, Section 28 Governing Transactions Executed for Persons Asso-
ciated with Another Member

(April 14, 1983)

85-41 Solicitation of Comments on Amendment Concerning Associated
Persons’ Accounts with Investment Advisors, Banks and Other

(June 10, 1985)

86-38 Solicitation of Membership Vote on Proposed Amendments to
Article I1I, Section 28 of the Rules of Fair Practice and Article VII,

(May 21, 1986)

87-2 Adoption of Amendments to Article 111, Section 28 of the Rules of
Fair Practice Regarding Securities Accounts of Associated Persons

(January 7, 1987)

89-20 Request for Membership Vote on Proposed Amendments to Article

(February 1989)

90-50 Request for Comments on Proposed Amendment to Article III,
Section 28 of the Rules of Fair Practice Re: Associated Person

Notifying and Obtaining Approval of Employer Prior to Opening
Securities Account with Another Member

(August 1990)

90-73 Request for Membership Vote on Amendment to Article III,
Section 28 of the Rules of Fair Practice Re: Associated Person
Notifying Employer Prior to Opening Account with Another Mem-

{November 1990)

91-27 SEC Approves Amendment to Article III, Section 28 of the Rules

of Fair Practice Re: Associated Person Notifying Employer Prior to
Opening Securities Account with Another Member

(May 1991)

l Annotations of selected SEC decisions

.10 Failure to Inform Employer of Private
Securities Transaction.—Perkins, a registered
principal of an NASD member firm (Piper)

aced a purchase order on behalf of Quest (in

hich Perkins was a 40% partner) with another

ember firm, Bullock. Neither Perkins nor Bul-
lock notified Piper of the purchase, in violation of
2ASD rules requiring written notification of such
'ransaction.

Perkins cuntended that because Bullock knew
of Perkins' association with Piper and Quest that
the transaction was indistinguishable from a per-

al transaction and, therefore, that it was Bul-

SD Manual

lock's responsibility, not Perkins’, to notify Piper
pursuant to Section 28 of the Rules of Fair Prac-
tice. The SEC rejected this contention stating
that the exception to the interpretation of Section
28 “is limited to those transactions that an associ-
ated person, effects for an account in his own
name, for his sole benefit,” the limitation does not
extend to transactions of accounts in which he has
a partial or beneficial interest.

Richard W. Perkins, SEC Release No. 34-19345
{1982).

.20 Failure to Comply with Interpretation
Respecting Transactions for Employee of An-

Art. lil, Sec. 28 §2178.20
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other Broker-Dealer.—An NASD member firm
¢xecuted securities transactions in accounts for an
employee of another firm and failed to send the
other firm a written notice of such accounts and
was censured by the NASD. The SEC affirmed,
noting the mitigating circumstances that the
other member was aware of and apparently au-
thurized the employee’s actions.
Rothschild Securities Corp., 45 S.E.C. 444 (1974).

.21 Transactions for Employees of Other
Members.—The NASD found a member firm to
have violated Section 28 of Article III by effecting
transactions for employees of other NASD mem-
hers without properly notifying the members con-
cerned in writing.

Naftalin & Co., Inc., SEC Release No. 34.7220(1964).

.22 Transactions for Employees of Other
Members.—The sale by a member firm of securi-

12178.21 Art. lil, Sec. 28

ties belonging to a representative of another mem-
ber firm violated Section 28 of Article {II. The
seiling-member firm failed to notify the employer-
member firm that an account would be opened for
its representative.

Madison Management Corp., and Harry Friedman,
SEC Release No. 34-7453 (1964).

.23 Failure to Inform Employers of Em-
ployee Securities Transactions.—A member
who permitted two individuals, who he knew were
registered with other member firms, to purchase
units of a private offering without informing their
employers of the transactions or laking other
steps to ensure that the sales would not adversely
affect the interests of those firms was found to
have violated Section 28 of Article IIL

Albert P. Fosha, SEC Release No. 22815 (1986).

BEST AVAILABLE COFY
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; ' 9 2200 Private Securities Transactions

] Sec. 40. (a) Applicability—No person associated with a member shall participate
i in any manner in a private securities transaction except in accordance with the
':l ' requirements of this section.

! : (b) Written Notice—Prior to participating in any private securities transaction,
Ei an associated person shall provide written notice to the member with which he is
g+ . associated describing in detail the proposed transaction and the person’s proposed role
therein and stating whether he has received or may receive selling compensation in
connection with the transaction; provided however that, in the case of a series of
related transactions in which no selling compensation has been or will be received, an
associated person may provide a single written notice.

% e 5 ama

(c) Transactions for Compensation—

(1) In the case of a transaction in which an associated person has received or
may receive selling compensation, a member which has received notice pursuant
to Subsection (b) shall advise the associated person in writing stating whether the
member:

(A) approves the person’s participation in the proposed transaction; or
' (B) disapproves the person’s participation in the proposed transaction.

§
!
4

(2) If the member approves a person’s participation in a transaction pursuant
to Subsection (c)(1), the transaction shall be recorded on the books and records of
the member and the member shall supervise the person’s participation in the
transaction as if the transaction were executed on behalf of the member.

(3) If the member disapproves a person's participation pursuant to Subsec-
tion (c)(1), the person shall not participate in the transaction in any manner,
directly or indirectly.

(d) Transactions Not For Compensation—In the case of a transaction or a series of
related transactions in which an associated person has not and will not receive any
selling compensation, a member which has received notice pursuant to Subsection (b
shall provide the associated person prompt written acknowledgement of said notice and
may, at its discretion, require the person to adhere to specified conditions in connection
with his participation in the transaction.

(e) Definitions—For purposes of this section, the following terms shall have the
stated meanings:

(1) “Private securities transaction” shall mean any securities transaction
outside the regular course or scope of an associated person’s employment with a
member, including, though not limited to, new offerings of securities which are not
registered with the Commission, provided however that transactions subject to the
notification requirements of Article ITI, Section 28 of the Rules of Fair Practice,
transactions among immediate family members (as defined in the Interpretation
of the Board of Governors on Free-Riding and Withholding) for which no associ-
ated person receives any selling compensation, and personal transactions in
investment company and variable annuity securities, shall be excluded.

(2) “Selling compensation” shall mean any compensation paid directlv or
indirectly from whatever source in connection with or as a result of the purchase
or sale of a security, including, though not limited to, commissions; {inder’s fees;
securities or rights to acquire securities; rights of participation in profits, tax
benefits, or dissolution proceeds, as a general partner or otherwise; or expense

reimbursements.
|Adopted effective November 12, 1985.]
ﬂ 2200 Art. “l, Sec. 40 ©1994, Commerce Clearing House, Inc.
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Article III, Section 1, Business Conduct of Members . q2151 i

i Article ITI, Section 28, Transactions for Personnel of Another Member . i
e 12178

Q @ @ Selected NASD Notices to Members

| 85-21 Solicitation of Comments on Praposed Rule on Private Securities

Transactions

Transactions

! tions

{March 29, 1985

85-54 Proposed New Rule of Fair Practice Relating to Private Securities

{August 13, 1985)

8584 New Rule of Fair Practice Relating to Private Securities Transac-

(December 18, 1985)

94.44 Board Approves Clarification on Applicability of Article III,
i Section 40 of the Rules of Fair Practice to Investment Advisory
] Activities of Registered Representatives

(May 1994)

Private Securities Transactions

.50 Failure to Inform Employer of Private
Securities Transaction.—The NASD found that
a securities salesman violated the NASD's Inter-
pretation which prohibits any person associated
with a mcmbcr from engaging in any securities
transaction “outside the regular course or scope of
his association . .. without prior written notifica-
tion to the member.” (NASD Manual 2177, p.
2109-3).

The SEC affirmed. rejecting the registered rep-
resentative’s contention that he gave oral notice
to the firm's secretary and satisfied the writted
nutification requirement when the secrelary as-
sertedly wrote down the information that was
given to her.

Paulson Investment Company, Inc., SEC Release No.
34-19603 (1983).

.51 Failure to Inform Employer of Private
Securities Transaction.—Pecrkins, a registered
" principal of an NASD member firm (Piper)
placed a purchase order on behalf of Quest (in
which Perkins was a 40% partner) with another
member firm, Bullock. Neither Perkins nor Bul-
lock notified Piper of the purchase, in violation of
NASD rules requiring written notification of such
a transaction.

Perkins contended that because Bullock knew
of Perkins' association with Piper and Quest that
the transaction was indistinguishable from a per-
sonal transaction and, therefore, that it was Bul-
luck’s responsibility, not Perkins’, to notify Piper
pursuant to Section 28 of the Rues of Fair Prac-
tice. The SEC rejected this contention stating

NASD Manual
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that the exception Lo the interpretation of Section
28 “is limited to those transactions that an associ-
ated person effects for an account in his own
name, for his sole benefit", the limitation does not
extend to transactions for accounts in which he
has a partial or beneficial interest.

Richard W. Perkins, SEC Release No. 34-19345
(1982).

.52 Failure to Inform Employer of Private
Securities Transactions.—The NASD found
that Chios, while employed as a registered repre-
sentative for Hornblower, Weeks, Noves and
Trask, Inc., engaged in securities transactions
without informing Hornhlower. The SEC dis-
agreed with the NASD finding. Chios' testimony
revealed that:

1. He advised his supervisor at Hornblower that

he wanied to leave the firm to work for Cal-Am.

This notification was given prior to assuming

any duties involving Cal-Am.

2. His supervisor advised him to take a leave of

absence instead.

3. He did not notify Hornblower in writing of

his Cal-Am activities.

4. He was unaware that his NASD registration

remained effective during the period in ques-

tion.

The SEC, referring to the Board's Interpreta-
tion un Private Securities Transactions, deter-
mined that Chios did not engage in prohibited
securities transactions.

Steven Chios. SEC Release No. 34-18024 11981).

.53 Indemnification Agreement as Private
Securities Transaction.—An officer of a mem-

Art. lll, Sec. 40 92200.53
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when he sold securities of a corporation of which
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ber firm violated Article I[[, Section 27 when,
without prior written notice to his firm, he exe-
cuted a personal indemnification agreement in
favor of a customer in order o induce that cus-
tomer to pledge securities to a bank to serve as
collateral for a loan. Since the indemnity agree-
ment was inextricably linked to the pledge of
stock, this agreement constituted a private securi-
ties transaction.

William D. George, SEC Release No. 34-17136 (1980).

.54 Failure to Inform Employer of Private
Securities Transactions.—Oral notification to
an employer of private securities transactions was
insufficient and the lack of knowledge claim as to
the NASD interpretation was rebutted by evi-
dence of its availability in August 1976, which
was prior to the time of the challenged conduct.

Eugene T. Ichinose, Jr., SEC Release No. 1738t

(1980).

.55 Failure to Inform Employer of Private
Securities Transactions.—A registered repre-
sentative engaged in a private securities transac-
tion without prior written notification to his
cmployer/member when he received a “finder’s
fee” for introducing two individuals who wanted
to acquire control of a business to the president of
a company that needed additional management
personnel and capital. The SEC based its decision
upon the rejection of the so-called "sale of busi-
ness” doctrine by the United States Supreme
Court and the Court’s conclusion that transac-
tions resulting in a change of corporate control do
not fatl vutside the scope of the federal securities
laws. The SEC affirmed the finding of violation
and the sanctions of censure and fine, but reduced
the period of suspension [rom three vears to six
months.

Terry Don Wamsganz, SEC Release No. 22411 (1985)

.56 Failure to Inform Employers of Private
Securities Transactions—A registered represen-

tative, who was associated with two member '

firms, engaged in private securities transactions

1 2200A

he was the sole owner and interests in a limited
partnership in which he and his wife were the
general partners without giving prior written no-
tice of his transactions. The SEC rejected the
salesman’s argument that the purpose of the pri-
vate securities interpretation is merely to prevent
customers [rom being misled as to the firm's spon-
sorship, and, since he never used the names of his
employer-members, he did not engage in private
securities transactions. The SEC held that the
Interpretation also serves the very important
function of protecting employers against investor
claims and protects customers by ensuring proper
supervision of a broker’s sales efforts. The SEC
affirmed findings of violation, but reduced the
sanctions to those originally imposed by the Dis-
trict Committee.

Zester Herbert Hatfield, SEC Release No. 25488

(1988).

.57 Failure to Inform Employer of Private
Securities Transactions—The NASD found that
two individuals engaged in private securities
transactions when they sold limited partnership
interests without prior written notification Lo
their employers. The SEC rejected Prosen’s con-
tention Lhat his involvement was limited to refer-
ring customers to the unregistered broker-dealer
handling the limited partnership. The SEC deter-
mined that by purchasing a partnership interest
for his own account as well as recommending the
investment to his clients, Prosen played a sub-
stantial role in the sale of limited partnership
interests. In addition, the SEC rejected Prosen’s
argument that the transactions could not have
resulted in liability 1o his employcr-member. The
SEC stated that, based on Prosen's activities,
Prosen's customers could have reasonably as-
sumed that the recommendations were authorized
by his employer-member.

Allen S. Klosowski and Jack D. Prosen, SEC Release

No. 25467 (1988).

Sec. 41. Each member shall maintain a record of total “short” positions in all
customer and proprietary firm accounts in securities included in the NASDAQ System
and shall regularly report such information to the Corporation in such a manner as may
be prescribed by the Corporation. Reports shall be made as of the close on the
settlement date falling on the 15th of each month, or, where the 15th is a non-
settlement date, on the preceding settlement date. Reports shall be received by the
Corporation no later than the second business day after the reporting settlement date.

{Adopted effective January 20, 1986; amended effective August 31, 1987 ]

® ® @ Selected NASD Notices to Members

86-4 Interim NASD Rule of Fair Practice Relating to Monthly Report-
ing of Aggregate “‘Short” Positions

(January 20, 1986)

12200.54 Art. lli, Sec. 40

QES?‘AVA!LABLE COFY ~

©1994, Commerce Clearing House, Inc.
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® @ ® Selected NASD Notices to Members.

, 86-15 Monthly Reports of Aggregate “Short” Positions I

({February 28, 1986) '
86-61 Proposed New Rule of Fair Practice Relating to Monthly Report- |
ing of Aggregate “‘Short”" Positions

(September 3, 1986)

i 36-83 Proposed New Rule of Fair Practice Prohtbiting Members From
Effecting Securities Transactions During Trading Halts

{December 1, 1986)

87-13 Proposed Amendments to Article III, Sections 21(b) and 41 of the

Rules of Fair Practice and the Interpretation of the Board of
Governors Concerning Short Sales

(March 6, 1987}

9 22008 N

Sec. 42. No member or person associated with a member shall, directly or

indirectly, effect any transaction in a security as to which a trading halt is currently in '
effect.

® ® ® Selected NASD Notices to Members
88-45 Proposed New Rules: Outside Business Activities

(July 1988) ;
88-16 Adoption of Rule Amendment to Authorize Trading Halts in ,
NASDAQ Securities :
A
(July 1988)

88-86 SEC Approves Article III, Section 43 of the Rules of Fair Practice
Regarding Outside Business Activities

{November 1988)

89-2 Request for Membership Vote on Proposed New Rule Regarding
Business Conduct by Members

(January 1989)

9§ 2200C Ouvtside Business Activities

Sec. 43. No person associated with a member in any registered capacity shall be
employed by, or accept compensation from, any other person as a result of any business
activity, other than a passive invesiment, outside the scope of his relationship with his
employer firm, unless he has provided prompt written notice to the member. Such
notice shall be in the form required by the member. Activities subject to the require-

ments of Article ITI, Section 40 of the Rules of Fair Practice shall be exempted from
this requirement.

[Adopted effective October 13, 1988 ]

NASD Manual Art. lll, Sec. 43 12200C

#
l [Adopted effective May 5, 1988 |
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® ® ® Selected NASD Notices to Members
89-39 Proposed New Rule Re: Handling Customer Limit Orders
(May 1989)

90-37 Request for Membership Vote on Proposed New Section 45 to
Article III of the Rules of Fair Practice Re: Customer Limit Orders

(June 1990)

9 2200D THE CORPORATE FINANCING RULE
Underwriting Terms and Arrangements
Sec. 44. (a) Definitions

For purposes of this Section, the following terms shall have the meanings stated
below. The definitions in Schedule E to the By-Laws are incorporated herein by
reference.

(1) gross dollar amount of the offering—public offering price of all securities
offered to the public and securities included in any overallotment option, the
registration price of securities to be paid to the underwriter and related persons,
and the registration price of any securities underlying other securities;

(2) issuer—the issuer of the securities offered to the public, any selling
security holders offering securities to the public, any affiliate of the issuer or
selling security holder, and the officers or general partners, directors, employees
and security holders thereof;

(3) net offering proceeds—offering proceeds less all expenses of issuance and
distribution;

(4) offering proceeds—public offering price of all securities offered to the
public, not including securities subject to any overallotment option, securities t0.————-
be received by the underwriter and related persons, or securities underlying other
securities;

(5) participation or participating in a public offering—participation in the
preparation of the offering or other documents, participation in the distribution of
the offering on an underwritten, non-underwritten, or any other basis, furnishing
of customer and/or broker lists for solicitation, or participation in any advisory or
consulting capacity to the issuer related to the offering, but not the preparation of
an appraisal in a savings and loan conversion or a bank offering or the preparation
of a fairness opinion pursuant to Rule 13e-3; and .

(6) underwriter and related persons—includes underwriters, underwriter’s
counsel, financial consultants and advisors, finders, members of the selling or
distribution group, any member participating in the public offering, and any and
all other persons associated with or related to and members of the immediate
family of any of the aforementioned persons.

(b) Filing Requirements
(1) General

No member or person associated with a member shall participate in any
manner in any public offering of securities subject to this Section, Schedule E to
the By-Laws, or Article III, Section 34 of the Rules of Fair Practice unless
documents and information as specified herein relating to the offering have been
filed with and reviewed by the NASD.

. {2) Means of Filing

Documents or information required by this rule to be filed with the NASD
shall be considered to be filed only upon receipt by its Corporate Financing

1} 2200D Art. "l, Sec. 44 ©1994, Commerce Clearing House, Inc.
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l.he National Association of Securities Dealers, Inc., (NASD®)

has negotiated with many companies

llat supply services to our industry to bring you—our member firms, branch offices, and individual

MISSIONS INSURANCE

!”i ofessional | iabiliry insurance Jor the securities
dustry at affordable group rates

lm now. the vast majority of NASD
mbers were not eligible for or could

not afford to pay the premiums associat-
with securities dealers’ errors & omis-

sions (E&Q) insurance. Taking these

1S iNto consideration, representatives
':m the securities industry, NASD
Membership Committee, and staff have
l/etoped a program to fulfili the needs

ver 80 percent of the membership.
The Securities Dealers Errors &
IISSIOHS Insurance Program* offers
Several things that, untii now, could not

be associated with E&O insurance:
%+ an easy-to-complete application

designed specifically for the NASD mem-

bership based on reasonable undenwrit-
ing criteria for members of all sizes;

<+ flexible, comprehensive options to
allow a firm to develop a plan to suit its
needs with choices of two paticy pack-
ages, both with fimits ranging from
$50.000 to over §2 miilion per year: and
“* reasonable group rates that start at
$1.500 per year based on desired pack-
age, level of Coverage, and number of

C pEer AVAILARLE COPV;.:.. =

e

registered representatives—quality programs
at reasonable prices, just because you are an
NASD member.
The nationally known and respected

' _ | 5 , . ~ — Suppliers of BENEFITS By ASSOCIATION

e _ programs share t he NASD's commitment to
mW providing quality products and Services at rea-
- ‘ ‘ : sonable rates to the membership and to contin-
\ | uously review and reassess existing programs
for additional developments. Please watch for

additional information as we centinueto-intro-

duce new and revised products.

registered representatives. Members
may also be eligible for an additional 10
Percent savings on their E0 premium
simply through their participation in the
NASD Fidelity Bond Program.

The Securities Dealers Errors &
Omissions Insurance Program is made
possible through the Securities Dealers
Risk Purchasing Group, Inc., an NASD
subsidiary specifically created to offer aif
members, large and small, comprehen-
sive, affordable E&O Coverage. The Risk



Purcnasing Group nas been fled with the
varous state insurance Commissioners
and will be announced to memoers In
each state as it 1S approved by therr state.

NASD Grour FIDELITY BOND PROGRAM

In the meantime. to obtain additionat
information on your newest benefit pro-
gram and see how |t'can help your firm
enhance its level of nsk protection or

The securities industry leader in providing fidelitv bond coverage

The NASD Group Fidelity Bond Program”,
which has serviced the securities industry

$7.500,000 (for members with minimum
net capital of $4,166,000). For 1996,

coverage is enhanced while the premium
rates are reduced by 20 percent. By
using the Securities Dealers
Blanket Bond (SDBB), par-
ticipating members receive

for over 10 years, offers participating
members fidelity bond coverage up to

these additional benefits,
which are not available with
the standard Form 14:

% fult limit of liability cover-
age for each and every
loss, unlike the Form 14
Financial Institutional Bond
that carries an aggregate
fimit of liability;

% automatic $25,000 for
Audit Expense coverage;
< computer systems cov-
erage, including voice-

meij ety 2 -

NASD STATE S : Bomp PROGRAM:

ﬁ:}-,:f-‘ﬁ'@ ol

A

Ajfordab[e pmtectzon for,aur valued members

n«-_‘-,

For over a decade the NASD State Surety Bond Proéram has been meptmcem _
industry leader, providing ease of compllance with mandated state suretybond: -
requitements. The program satisfies the 22 applicable state statutes, affordn'ig;pre-r -

tection to the public if a broker/dealer faﬂs to cornpiy w:th the prescnbedstatecode;

This Program is competitive in the marketplace; the NASD recenﬁy negouatecta; -
40 percent rate reduction for this Program and subsequent refund of over $500,00GI ’

of premiums back to members during the 1995 policy year. Operating on a~ o
guaranteed-issue basis, this bond automancally renews annually upon premmm
payment, saving participating members the time and expense of fmng separate:’
financial statements with the underwriter each year. :

To obtain an application or additional information on this NASD member benefit, call
the NASD Program Administrator at (800) 922-9242 or (202) 296-9640.

REST LVAHABLE COPY -~

lower its E&Q premiums, please contact
the NASD Program Admimstrator at
{800) 922-9242 or (202) 296-9640.

initiated transfer coverage;

+ telefacsimile transmission coverage
that protects members from loss resulting
from fraudulently transmitted or altered
facsimiles;

% unauthorized check signature cover-
age to protect members from loss resuit-
ing from ur{authorized check signature or
endorsement; and

< extended coverage with an optional
one-year discovery period to protect
against losses later discovered that hap-
pened during the bond period.

New coverage incorporated into the
1995-96 bond renewal at no additional
cost to you includes:

% computer virus coverage to protect
against financial loss sustained by the
insured as a direct result of the destruc-
tion, or attempted destruction, of the
insider’s electronic data due to a comput-
er virus; and

“ uncollectible items of deposit cover-
age to provide protection against loss
resulting from payments of dividends or
fund shares, or withdrawals from a cus-
tomer's account as a result of items of
deposit, drawn on a financial institution
within the 50 states, which are not paid
for any reason (including, but not limited
to, forgery or any other fraud, except
when caused by an employee).

To obtain additional information on the
NASD Group Fidelity Bond Program,
call the NASD Program Administrator
at (800) 922-9242 or (202) 296-9640.

C e e e ey
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NASD MaIL
INSURANCE PROGRAM

A mail insurance program specifically
designed for the securities industry

The NASD Mail Insurance Program* offers member
firms greater savings at cne low cost. Most malil insur-
ance programs provide coverage only for first-class or
registered U.S. mail, with additional coverage options
doubling or tripling your costs. The NASD Program
automatically extends coverage for members to
include U.S. Postal Service Express Mail and carriers
for hire, such as Airborne Express. It even extends
coverage to your independent contractors and to you
when acting as a transfer agent.

This NASD Program is offered on a self-rated basis,
which omits reporting and auditing normaily associat-
ed with mail insurance, and thus eliminates the possi-
bility of back billing by the carrier. The initial fee

submitted with your application is your only payment for N ASD INSURANCE
the policy term.

PROGRAM FOR REGISTERED
To obtain additional information on this NASD member benefit, REPRESENT 'ATIVES

call the NASD Program Administrator at (800) 922-9242 or
(202) 296-9640. Four types of insurance that are appropriate for
all members

The NASD Insurance Programwf'or Registered
Representatives* is available to alt NASD members’ employ-
ees who want to supplement existing insurance coverage
from other sources or need a stand-alone policy when not
covered by their employer. Employees of members that
receive a Form W-2 or 1099 are eligible to participate.

Participants can choose from these insurance plans:

% disability income insurance to protect you should you
become totally disabled;

“ major medical insurance for you and your family, with
flexible deductible levels that allow you to design a plan that
meets your needs and budget; and

<+ term-life and high-limit insurance that provide up to
$250,000 coverage.

To find out more about the availability of coverage, options,
' and rates in your area, contact the Plan Administrator at
(800) 422-9883 for a fres estimate.

REST AVAILABLE COPY
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INVESTMENT ADVISOR PROGRAMS

For 1996, Benefits By Association is proud 1o offer three options for investment advisors.

/ Investment Advisor
Surety Bond*

Over 20 states cur-
rently require that
nvestment advisors

maintain surety
bonds, providing third-party protection
to the public in case an investment
advisor fails to comply with provisions

outlined in the applicable state statutes.

The Program is competitively priced,
providing guaranteed-bond issuance
with one of the lowest rates availabie in
the market place. As these bonds are
automatically renewed we elirﬁinate the
financial statement requirement, thus
saving investment advisors the time
and expense of annual fifings.

To obtain information an this
additional member benefit, call the
NASD Program Administrator at
{800) 922-9242 or (202) 296-9640.

Investment Advisor Third-Party
Fidelity Bond Coverage*

For many investment advisors, this
bond is a must to remain in compliance
with federal ERISA laws pertaining to
individuals and firms that handle funds
in certain employee pension (and other
plans) benefits.

Investment advisors who direct or con-
trol the assets of qualified pension and
profit-sharing plans are considered
fiduciaries under the ERISA Act. As
such, the same fidelity bond require-
ment imposed on the plans’ trustee
also applies to the investment advisor.

Your legal counsel can tell you if you
must have fidelity coverage.

This Program schedules all qualified
plans, thereby making the plans the
actual insureds under this third-party
fidelity coverage. Coverage is available
up to $500,000 per plan, which is the
maximum amount required by ERISA,
and on an aggregated basis of
$30,000,000.

Investment Advisor
Fidelity Coverage*
If you operate as an investment advisor,
generally your activities are not covered
under the NASD Fidelity Bond that is
carried to comply with Rule 32 in the
NASD Rules of Fair Practice.

To safeguard your client's assets, as
well as your own business, consider this
Investment Advisor
Fidelity Bond. It protects
against losses sustained
in your investment adviso-
ry business due to
employee theft and dis-
honesty. Your coverage
can be extended to pro-
vide Fidelity Bond protec-
tion to your own ERISA
plans as required by law,
at no additional cost.

In today’s competitive
marketplace, the invest-
ing public often requests
evidence that their assets under man-
agement are protected by a fidelity
bond. This Pragram will provide such
coverage, and can often be used as a

sales tool against other investment
advisors that do not carry this neces-
sary protection.

This coverage is available in limits up to
$1,000,000 on a self-rating basis, with
extremely competitive prices, and for
higher limits with specific underwriting
requirements. For more information on
this product, please contact the NASD
bond administrator at (800) 922-9242
or (202) 296-9640.

* The above descriptions are only sum-
maries of certain terms and conditions for
bonds and insurance. Terms and conditions
may vary based on individual state require-
ments and bonds and insurance may not be
available in all states. Please refer to the
actual issued bond or certificate of insur-
ance for full details of coverage.




NASD TELECOMMUNICATIONS PROGRAM

Tiwvo wavs to save on reliable telecommunications service

The NASD Long Distance Program
makes available to all participating
members and their branch offices.
regardless of size. discounted rates on
fong distance services. This partnership
program with MC! Telecommunications,
Inc.. makes available MCl's services
covering voice, data, and 800 services.

INASD

Participating members receive rates low-
er than those available in the general
marketplace and an additional 7 percent
or 10 percent rebate directly from the
NASD. Since the program was created
in 1991, it has saved participating mem-
bers millions of dollars on therr telecom-
munications Costs.

NASD member firms
can now reduce the cost
of overnight delivery ser-
vice by up to 44 percent
over Airborne’s list price with the NASD
Express Courier Program.

NASD members pay only $8.75 for an
Airborne Express eight-ounce overnight
letter. If your company ships more than
20 packages per month, your savings
can be.even greater!

Similar discounts apply, no matter how

much your package weighs.

A

The National Association of Securities Dealers. Inc.
9513 Key West Avenue

Rockville, MD 20850-3389
© January 1996. National Assaciation of Securities Dealers, Inc. All rights reserved. N

registered service mark of the National Association of Securities Dealers, Inc. Be!
Association is a service mark of the National Association of Securities Dealers, InCt
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To find out what the NASD Long
Distance Program can do for you. con-
tact your local MCi representative or call
(800) 264-8112.

BEST AVAILARLE COPY

NASD AIR ExXPRESS PROGRAM

Cost-saving overnight package delivery

This program includes:

4 free pickup from most locations;

4 greater savings for using an Airborne
drop box;

+ toll-free customer service;

4 free shipping supplies; and

€ savings on international shipping.

To obtain an enroilment package or addi-
tional information, call Airborne’s market-
ing agent at (800) MEMBERS, that's
(800) 636-2377, and just tell them you're
an NAS
prog

ember interested in the
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