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MARKET REGULATION
Introduction

Shortly before the 1976 fiscal year began,
Congress enacted the most far-reaching
amendments to the Federal securities laws
since 1940, the Secunities Acts Amendments
of 1975.7 These amendments substantially
revise the regulation of securites exchanges
and securittes associations, and create a
regulatory scheme for municipal securities
professionals, transfer agents, clearing agen-
cies and securihes information processors In
addition, the Commission is directed to facili-
tate the establishment of a national market
system for secunities and a national system
for the prompt and accurate clearance and
settlement of securities transactions. The
new provisions substantially strengthen the
Commission's regulatory and oversight re-
sponsibilites with respect to those markets
and constitute a major tuming point In securi-
ties regulation.

At the same time, the secunties industry,
with the assistance and oversight of the Com-
mission, made significant strides toward the
realization of a national market system Such
essential components of a central market as
consolidated and nationwide mit order pro-
tecion mechanisms, quotation systems, and
transaction reporting systems steadily con-
tinue to evolve. The National Advisory Board,
appointed by the Commission pursuant to the
1975 Amendments, provided substantiai
guidance on key policy questions relfating fo
the establishment of a natonal market sys-
tem.

During the fiscal year, the Commission
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adopted and implemented uniform financiai
responsibility requirements, applicable for the
first ime to substantially all brokers and deal-
ers. And a uniform financial and operational
reporting form was adopted for all registered
brokers and dealers, ending duplicative re-
porting schemes and dramatically reducing
the comphance burdens confronting securi-
ties professionals especially smaller brokers
and dealers.

Dunng the last fiscal year, the Commission
began to discharge the broad powers con-
ferred upon it by the 1975 Amendments. By
working toward reducing restrichons on the
ability of exchange members to trade listed
securities in the marketplace of their choice,
the Commission took a long step toward
strengthening competition Iin the secunties
markets and removing artificial hindrances to
the flow of transaction volume. The Commus-
sion’s Inquiry into exchange membership and
access rules began the process of opening
the securities markets to greater participation
by financial intermedianies in other sectors of
the national and international economy. The
Commussion also began during the last fiscal
year the registration and regulation of securi-
ties information processors

In addition, the Commission, 1n conjunction
with the newly formed Municipal Securities
Rulemaking Board, commenced development
of an integrated pattern of regulation for mu-
nicipal securnties professionals. And the Com-
mission continued working with the options
markets in developing an appropnate scheme
of regulation for this specialized marketplace.

In response to the directive of the 1975
Amendments, the Commission undertook to



register and to regulate transfer agents and
clearng agencies The Commission inaugu-
rated its program for development of the
legislatively contemplated system for the
clearance and settlement of securities trans-
actions, which program came to include imtial
consideration of the proposed merger of two
major clearing entities

It may be farly stated that the Commussion
and the securities Industry together have
passed through a year of cntical importance
to the growth and the continued vitality of the
Nation's securities markets The events of the
past year have done much to promote truly
competitive and efficient capital markets, ca-
pable of serving the Nation’s demand for new
investment capital while operating in the pub-
lic interest and for the protection of investors

Development of the National
Market System

Advisory Committee on the Implementation
of a Central Market System —As previously
reported,? the Advisory Committee on the
Implementation of a Central Market System
1ssued a Summary Report of its final recom-
mendations on July 15, 1975 3 The Commit-
tee completed 1ts work on September 12,
1975, with the delivery to the Commission of
a Supplementary Report4 outlining the delib-
erations leading to the Commuttee’'s more
significant recommendations, noting unre-
solved issues and setting forth those views
which differed significantly from the recom-
mendations of the majonty

National Market Advisory Board —The
1975 Amendments directed the Commission
to establish a National Market Advisory Board
(the "Board") comprised of fifteen members
(a majority of whom must be associated with
brokers or dealers) sitting for terms of from
two to five years 5 The Board's initial mem-
bership was announced by the Commission
in August 1975, and the Board has con-
ducted monthly public meetings since Sep-
tember 1975 The Board is supposed to give
the Commussion its views on significant regu-
latory proposals made by the Commission or
any self-requlatory organization concerning
the establishment, operation and regulation
of the securities markets The Board 1s also
to recommend to the Commission the steps 1t
finds appropriate to facilitate the establish-
ment of a national market system and study
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the possible need for modifying the Act's
scheme of self-regulation so as to adapt it to
a national market system, including the need
for the establishment of a new self-regulatory
organization (a “National Market Regulatory
Board”) to administer the national market
system The Board was directed to report the
results of its study to Congress by December
31, 1976, with whatever recommendations
the Board deems appropnate

As discussed below, the Commission
adopted a rule under the Exchange Act (Rule
19¢-1)7 governing off-board trading by mem-
bers of national secunties exchanges At that
time, the Commission requested the Board to
study three specific problems (1) in-house
agency cross transactions (the Commission
requested the Board to advise the Commis-
sion of its views on this 1ssue no later than
October 1, 1976), (w) off-board principal trad-
ing restrictions, and (in) the development of a
composite limit order book. The Board was
engaged In these studies as the fiscal year
ended

Off-Board Trading Rules

Section 11A(c)(4)(A) of the Exchange Act®
directs the Commission to review “any and
all” rules of national secunties exchanges
which limit or condition the ability of their
members to buy or sell secunties any place
but on such exchanges. This section also
directs the Commission to report to Congress
the results of its review, and to commence a
proceeding under Section 19(c) of the Act to
amend any such rule imposing a burden on
competition which did not appear to the Com-
mission to be necessary or appropriate n
furtherance of the purposes of the Act

On September 2, 1975, the Commuission
reported to Congress the results of its review,
including a description of the effects on com-
petition of existing off-board trading restnc-
tions ® The Commussion's report found that
certain exchange off-board trading rules did
impose burdens on competition which the
Commission was not then prepared to con-
clude were necessary or appropnate in fur-
therance of the purposes of the Securities
Exchange Act On the same date, the Com-
mission issued a release publishing its report
to Congress and announcing the commence-
ment of a proceeding, pursuant to Section
19(c) of the Act, to determine.



a. the extent to which such rules engen-
dered significant anticompetitive ef-
fects;

b. whether, if such rules were anticom-
petitive, there were countervailing
considerations which appropriately
outweighed the need to abrogate or
amend such rules at that time; and

c. whether such rules could be appropri-
ately modified so as to further the
purposes of the Secunities Exchange
Act 10

After eight days of hearings, during which
testimony from 63 individuals representing 19
institutions and organizations was received,
the Commussion adopted Exchange Act Rule
19¢-1, on December 19, 1975 (effective
March 31, 1976), which reflected its determi-
nation that certain aspects of the then exist-
ing off-board trading rules imposed burdens
on competiton which could not be justfied in
terms of the regulatory objectives of the Ex-
change Act

Rule 19c-1(a) provides that on and after
March 31, 1976, the rules of each national
secunties exchange may not lmit or condition
the ability of any member to effect agency
transactions on any other exchange or in the
over-the-counter market In any equity secu-
nty listed or traded on that exchange. When it
adopted the rule, the Commission also an-
nounced its intention

a. to consider further whether in-house
agency cross transactions in listed
secunties should continue to be re-
stricted; 12

b to consider (after 1t received the rec-
ommendations of the National Market
Advisory Board and saw the progress
made by that date toward establish-
ment of a national market system)
fixing a firm date for the elimination of
restrictions on off-board principal
transactions; '3 and

¢ to solicit comments on the character-
1stics of a proposed central hmit order
repository and the specifications of
any plan for the implementation of
such a repository 4

Seven national secunties exchanges filed
revised off-board trading rules, and the Com-
mission found (with one exception) that those
rules were in conformity with Rule 19¢-1 and

consistent with the requirements of the Ex-
change Act ** The Commussion commenced
a proceeding to determine whether to disap-
prove one of the proposed rules, the Public
Limit Order Protection Rule (“PLOPR") filed
by the New York Stock Exchange (“NYSE")
The PLOPR would have limited the ability of
NYSE members to effect agency transactions
on any other exchange without first clearing
public lmit orders on the NYSE ¢ As poten-
hal grounds for disapproval, the Commission
noted that the PLOPR appeared to be incon-
sistent with, among other things, certain sec-
tions of the Securites Exchange Act and
Rule 19¢-1 Shortly after the close of the
fiscal year, the NYSE advised the Commis-
sion that it wished to withdraw the PLOPR, 7
and, on July 28, 1976, the Commussion con-
sented to the NYSE request and terminated
its proceeding with respect to the PLOPR 18

Composite Limit Order Book

When the Commission adopted Rule 19¢c-1
governing off-board trading by exchange
members, it indicated that it was iniating
steps to provide comprehensive hmit order
protection consistent with the public inter-
est 19 The Commission expressed its belief
that public limit orders and the methods by
which they are kept play important roles in
the securities markets Under certain circum-
stances, displacement of professional orders
by public imit orders I1s appropnate In the
public interest and for the protection of inves-
tors, to ensure the fairness of the markets
and to provide an opportunity for public or-
ders to meet without the participation of a
dealer The Commission, however, found that
by their very nature existing exchange mech-
anisms for the storage of kmited price orders
are unable to provide full protection for those
orders, and that regulatory devices employed
to ensure execution of such orders create
certain adverse effects which outweigh their
laudable objectives The Commission indi-
cated that the solution to these problems
appeared to he in the utihzation of existing
advanced technology to construct a comput-
enzed central imit order reposttory (a “‘com-
posite book”) designed to provide compre-
hensive limit order protection to investors.
The Commussion announced its intention to
consult with the National Market Adwvisory
Board and to solicit public comment concern-
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ing the charactenstics and specifications of a
composite book and the appropriate manner
of achieving its implementation 20

After its staff had consulted with the Na-
tional Market Advisory Board to identify sub-
stantive and procedural i1ssues associated
with the development of a composite book,
the Commission solicited public comment on
these 1ssues, including the policy and techni-
cal questions assoctated with ten specified
characteristics of any composite book 2' Ex-
tensive wntten comments have been re-
celved from numerous individuals, institutions
and self-regulatory organizations During the
coming year, the Commission will formulate
and propose an appropriate course of action
with respect to the development of a compos-
ite book

Composite Quotation System

Section 11A(c)(1}(B) of the Exchange Act
directs the Commussion to assure the prompt,
rehable and fair collection, processing, distn-
bution and publication of information with
respect to quotations for and transactions in
secunties and the fairness and usefulness of
the form and content of such information
Previously, the Commission had indicated its
support for a nationwide system making quo-
tations from all market makers universally
avallable (a "composite quotations system™)
In both its 1972 Market Structure State-
ment?2 and 1973 Policy Statement?23

As previously reported, 24 the Commussion
in 1972 inihated the development of a com-
posite quotation system by proposing Ex-
change Act Rule 17a-14 The rule, as orgi-
nally proposed,? would have required all
national securities exchanges to make quota-
tions of their specialists available to vendors
of market information Similarly, the NASD
would have been required to make available
to such vendors quotations of over-the-
counter market makers In securtties listed or
traded on exchanges Finally, the rule would
have required all such quotations to be made
available to vendors on a current and contin-
uing basis

In 1974, the Commission reproposed Rule
17a-14 n substantially revised form 26 The
major change was the inclusion of a require-
ment that quotations be “reported” by self-
regulatory organizations (and certain broker-
dealers) pursuant to a plan (similar to that

required by Exchange Act Rule 17a-15), filed
with and declared effective by the Commis-
sion, providing for the availabiity of such
quotations to vendors of market information
on a realtime, current and continuing basis

Following reconsideration of proposed Rule
17a-14, the Commission determined to adopt
initially a different approach designed to en-
hance the availability of quotation information
without potentially burdensome Federal regu-
lation On March 11, 1975, the Commission
announced that 1t had sent letters to all
national secunties exchanges formally re-
questing them to eliminate, on or before May
1, 1975, any of their rules or practices which
restricted access to or use of such quotation
information as they then disseminated, or in
the future might disseminate, to quotation
vendors At the same time, the Commussion
announced that it was deferring further con-
sideration of proposed Rule 17a-14 untl it
had an opportunity to observe the effects of
elimination of exchange restrictions on quota-
tion dissemination On May 7, 1975, the
Commission announced that it had received
responses to its March 11, 1975 request from
all national securnties exchanges and that all
exchanges either had taken the action re-
quested by the Commussion or had informed
the Commission that they had no rules or
practices restricting access to or use of such
information In making its announcement, the
Commussion added that, in its view, the ac-
tions taken by the various exchanges would
faciitate the establishment of a central mar-
ket system, as contemplated by the Commis-
sion’s 1972 Market Structure Statement and
its 1973 Policy Statement, by making possi-
ble the composite display of quotation infor-
mation for multiply traded securities

Since May 1975, several vendors have
made major efforts to develop and market a
composite quotation service The Commis-
sion has found, however, that despite these
efforts, the qualty of quotation information
disseminated to brokers, dealers and inves-
tors can be improved substantally, and that
numerous problems relating to the dissemi-
nation of useful and reliable quotation infor-
mation have yet to be resolved Exchange
markets still do not report “firm” quotations,
and no market disseminates information as to
quotation size In many cases, quotation In-
formation supplied to vendors I1s not updated
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promptly to reflect changes in actual quota-
tions In the varnous markets. As the fiscal
year progressed, it became apparent that the
lack of rehable quotations from the various
markets was hampering private and self-reg-
ulatory efforts to establish a viable composite
quotation system, the absence of which in
turn was impeding development of a national
market system.

On July 29, 1976, the Commission pro-
posed for public comment Exchange Act Rule
11Ac1-1 27 Rule 11Ac1-1 would require, on
and after November 1, 1976, national securi-
ties exchanges to collect from their special-
1sts, and the NASD to collect from third
market makers, quotations in elgible securi-
ties for dissemination by those self-regulatory
organizations to quotation vendors. In addi-
tion, those organizations also would be obh-
gated to provide such vendors with their
specialists’ and market makers’ quotation
sizes if those specialists and market makers
elect to make such sizes available for dis-
semination.

Although the proposed rule neither speci-
hes the manner in which, or the frequency
with which the quotations are to be collected,
processed, and made available, it would re-
quire specialists and third market makers to
communicate ther quotations promptly in ac-
cordance with procedures established by the
relevant exchanges or association for the
timely dissemination to quotation vendors
And the proposed Rule would require quota-
tions covered be “firm,” subject to certain
exceptions In particular, any specialist or
third market maker who is presented with an
order for the purchase or sale of any eligible
secunty (other than an odd-lot order) must
stand ready to execute a transaction in that
securnty in any amount up to (but in no case
exceeding) his published quotation size (or,
In the event no quotation size 1s dissemi-
nated, a normal unit of trading) at a price at
least as favorable to the buyer or seller as his
most recently published bid or asked price
The foregoing requirement would not apply if,
after dissemination of his published quotation
but before the specialist or third market
maker received an order (1) a transaction in
that secunity is effected either on the fioor of
the particular exchange or by the third market
maker, or Is reported in the consolidated
system, or (ii} the specialist or third market

maker has communicated a superseding
quotation. However, if he did not communi-
cate his superseding quotation within three
minutes after a transaction or a report of a
transaction, he would be obligated to buy or
sell that secunty in accordance with the gen-
eral rule as to firmness.

Consolidated Transaction
Reporting System

In addition to its work on developing a
composite quotation system, the Commission
has assisted in implementing a consohdated
transaction reporting system (the ‘“‘consol-
dated system”) As previously reported, 28 the
consolidated system developed as a result of
the Commussion’s adoption in 1972 of Ex-
change Act Rule 17a-15. The consohdated
system has progressed from a pilot state to
an operational reporting system, disseminat-
ing last sale reports of transactions executed
in all reporting markets for securities listed on
the New York Stock Exchange (“Network A")
and on the American Stock Exchange, plus
selected regional listings (“Network B") This
follows the Joint Industry Plan declared effec-
tive by the Commission in accordance with
Rule 17a-15 Moreover, last sale reports in
both Network A and Network B securities are
now avaslable by means of a high speed data
transmussion line (the “high speed line”),
which for the first ime enables investors and
market professionals to have such informa-
tion available on a real-time basis regardless
of any delays in the low speed ticker network
dunng periods of heavy trading

During the period since the enactment of
the 1975 Amendments, the Commission’s
staff has met on a regular basis with certain
secunties information processors, who dis-
seminate consolidated last sale reports, and
with the Consolidated Tape Association (the
“CTA"), an association of self-reguiatory or-
ganizations which bears the responsibility of
overseeing the Joint industry Plan for the
operation of the consolidated system, and
which Is registered as an exclusive secunties
information processor. Other relevant devel-
opments include:

a The commencement on Apnl 30, 1976,
of Phase Il of the Joint Industry Plan, making
available both the high speed line and last
sale reports in both Network A and Network B



securities, which activated certain revised
short sale provisions of Exchange Act Rule
10a-1 and vendor obligations under Rule
17a-15 29

b. The Commission's granting of condi-
tional exemptions to certain domestic securi-
ties information processors from the display
requirements of Exchange Act Rule 17a-15,
which became applicable upon the com-
mencement of Phase H.3% The staff of the
Commission 1s presently studying the re-
quests of certain foreign vendors for condi-
tional exemptions from these display require-
ments

¢. The Commission’s solicitation of public
comment on whether those provisions of the
Joint Industry Plan which prohibit a securities
information processor from retransmitting
consohdated last sale reports on a continu-
ous basis should be modified or abolished in
hght of the standards now contained in Sec-
tions  11A(b)(5), 11A(c)(1}(C}) and
11A(c)(1)(D) of the Exchange Act One secu-
nties information processor had asserted that
the reasons for inttially imposing such prohibi-
tions no fonger provide a sound basis for their
maintenance. 31

d. After receipt of several ietters from secu-
nties information processors, as well as from
registered brokers and dealers, questioning
the level of fees charged by the CTA for
consolidated last sale reports, the Commis-
sion’s staff has undertaken extensive re-
search into the Act's requirements that secu-
riies information processors be able to obtain
information from an exclusive processor
(such as the CTA) on “fair and reasonable”
terms, and on terms that are not “unreasona-
bly discriminatory “

e The Commussion has analyzed certain
proposed rule changes of the National Asso-
ciation of Securities Dealers, Inc (the
“NASD") that would require the reporting of
transactions to the CTA at the price at which
the transaction was effected inclusive of any
commission or commission equivalent (a re-
porting mode commonly referred to as “net
printing” of pnincipal transactions) These rule
changes were onginally filed by the NASD on
June 4, 1975, the date the 1975 Amend-
ments became law Such changes were pub-
lished for public comment and were declared
summarily effective by the Commission Iin
order to permit the scheduled commence-
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ment of Network A of the consolidated sys-
tem,32 subject to the Commission's preroga-
tive under Section 19(b)(2) of the Exchange
Act either to approve the proposed rule
changes or to commence proceedings to
determine whether such rule changes should
be disapproved. On December 24, 1975, the
Commission published3? an NASD amend-
ment of its proposed rule changes which
modified the proposal to permit the reporting
of transactions at the price recorded on the
trade ticket, without recognizing any commis-
sion or commission equivalent (commonly
referred to as ““gross printing” of pnncipal
transactions). The proposed modifications
eliminated the existing disparity between the
reporting of principal transactions effected by
NASD members and the reporting of identical
transactions effected by members of national
securittes exchanges. On May 12, 1976, the
Commussion approved the NASD transaction
reporting rules as modified.34 While finding
these reporting rules to be consistent with the
requirements of the Exchange Act, the Com-
misstion also noted that it intends to continue
studying questions related to the reporting of
transactions in eligible secunties, particularly
the method of reporting principal transactions
confirmed by a dealer plus or minus a com-
mission, commission equivalent or differen-
tial.

Equal Regulation

In testimony before Congress preceding
the passage of the 1975 Amendments, indus-
try representatives urged that the integration
of existing market centers into a national
market system be accompanied by equal
regulation of all market components. The new
Section 11A(a) of the Exchange Act directs
the Commission to assure far competition
among brokers and dealers, among ex-
change markets, and between exchange
markets and markets other than exchange
markets. Since the enactment of the 1975
Amendments, the Commission has taken
steps to assure such equal regulation in two
specific areas: regulation of short sales and
anti-manipulative rules.

Short Sale Regulation

On June 12, 1975, the Commission
adopted3> amendments to its short sale



rules, Exchange Act Rules 10a-1 and 10a-2,
to provide for comprehensive regulation of
short sales of listed secunties in all markets
(including the over-the-counter market) In
conjunction with the full implementation of the
consolidated transaction reporting system. 3
In conjunction with the adoption of those
amendments, the Commission proposed two
further amendments to Rule 10a-1 to alle-
viate the impact of the short sale rules on the
market-making ability of regional exchange
members.37 After reviewing the comments
received on these further proposals (including
the views of certain self-regulatory organiza-
tions presented at a public meeting held on
Apni 26, 1976), the Commission determined
to withdraw the proposed amendments.38
The Commussion is continuing to consider
whether any form of short sale regulation 1s
necessary or approprate in view of the im-
provements in the reporting of transactions
by the consolidated system and the develop-
ment of more sophisticated techniques for
market surveillance by the Commission and
the various self-regulatory organizations.

Anti-Manipulative Rules

By September 1975, each of the self-regu-
latory organizations participating in the pilot
phase of the consolidated transaction report-
Ing system had adopted a uniform anti-ma-
nipulative rule in substantially the form rec-
ommended by the Commission's Adwvisory
Committee on a Central Market System. In
August 1975, through identical letters to all
national securities exchanges participating in
the consolidated system, the Commission’s
staff requested verlfication that all of the anti-
manipulative rules recommended by the
Commission in September 1974 had been
adopted.3® All these exchanges replied af-
firmatively. On June 4, 1975, the NASD
amended and refiled with the Commission
proposed anti-manipulative rules relating to
over-the-counter trading in eligible secunties,
which rules were approved by the Commis-
sion on May 12, 1976 40

Automated Routing Systems

Section 11A(c)(1)(E) of the Exchange Act,
added by the 1975 Amendments, directs the
Commission to assure that all exchange
members, brokers and dealers transmit and

direct orders for the purchase and sale of
qualfied secunities in a manner consistent
with the establishment and operation of a
national market system. Two related provi-
sions, Sections 11A(a)(1)(C)(1} and (u), re-
quire the Commussion to assure economically
efficient executions of securities transactions
and fair competition among brokers and deal-
ers, among exchange markets, and between
exchange and other markets. In furtherance
of this obligation, the Commission has re-
viewed proposals (1) by several exchanges
relating to automatic order routing systems
(2) by three large broker-dealers wishing to
commence programs for the in-house execu-
ton of certain types of customer odd-lot dif-
ferentials, and (3) by two exchanges wishing
to prohibit their members from imposing dif-
ferential charges on certain types of odd-lot
orders.

On November 11, 1975, the Pacific Stock
Exchange, Inc. (the “PSE"}), filed a proposed
rule change with the Commission which
would expand the capability of the PSE’s
automatic order execution system
("COMEX") from 199-share orders to orders
not exceeding 300 shares.4! Additionally, the
PSE proposed to broaden the prohibition of
the imposttion of floor brokerage on COMEX
orders which are executed on a formula ba-
sis, to cover all market and imit orders. The
Commussion approved the PSE’s proposal on
December 23, 1975.42

On January 9, 1976, the Midwest Stock
Exchange, Inc. (the “MSE"), filed with the
Commission a proposed rule change to con-
vert its automatic execution program (availa-
ble for orders from 100 to 199 shares in
certain issues listed on the MSE) (“MAX")
from a pilot program to a permanent pro-
gram.43 MAX orders are executed on a for-
mula basis in a manner similar to that of
COMEX. The Commission approved the
MSE'’s proposal on May 14, 1976 44

On February 12, 1976, the New York Stock
Exchange, Inc (the “NYSE”), submitted a
proposed rule change setting forth proce-
dures for routing and executing 100-share
market orders processed through the NYSE's
Designated Order Turnaround System
(“DOT").4s DOT orders are executed on the
basis of the bid/asked prices quoted on the
floor of the NYSE at the time the orders are
received on the floor. The Commission ap-
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proved the NYSE's DOT proposal on May 19,
1976 46

in addition, the Commussion analyzed the
regulatory and competitive implications of
programs by three large broker-dealers to
internalize executions of certam types of cus-
tomer odd-lot orders in hsted secunties with-
out the impositton of an odd-lot differential
This question was presented in connection
with requests by these broker-dealers for
exemptions from Exchange Act Rules 10a-1
and 10b-6, where applicable, in order to
faciitate the operation of these odd-lot pro-
grams 47

Finally, the Commission approved rule pro-
posals submitted by the Amerncan Stock Ex-
change and the Midwest Stock Exchange
which would effectively protibit members of
those exchanges (including specialists) act-
ing 1n the capacity of odd-lot dealers from
imposing a differential in connection with the
execution of certain types of odd-lot orders 48

Access to Exchanges

General Inquiry—Section 31(b) of the 1975
Amendments authorizes the Commssion to
review the rules of any national secunties
exchange or national securittes association to
see if any of ther rules do not comply with
the Exchange Act, as amended The section
provides that at any time within one year of
the effective date of any amendments to the
Act, the Commission may give written notice
to an exchange or association specifying the
extent to which its rules fail to comply with the
provisions of the Securnties Exchange Act.
After six months have elapsed following re-
ceipt of the notice, the Commission may by
order suspend the registration of such ex-
change or association or impose limitations
on the activities, functions and operations of
the exchange or association I1f the Commis-
sion finds, after notice and opportunity for
heanng, that the organization or rules of such
exchange or association do not comply with
the Exchange Act, as amended

Pursuant to Section 31(b), the Commission
announced on March 2, 1976,49 that it was
undertaking a general inquiry of the ex-
changes, rules relating to membership and
association with members in light of certain of
the 1975 Amendments, particularly those to
Section 6 of the Exchange Act Among other
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things, Section 6(b) now permits any regis-
tered broker or dealer to join a national
secunties exchange and any person to be-
come associated with a member organiza-
tion, subject of course to statutory disqualifi-
cations and to appropnate financial, opera-
ttonal and competency standards Section
6(b) also embodies a prohibition against ex-
change rules imposing unnecessary or inap-
propriate burdens on compettion The pur-
pose of the Commission’s general inquiry 1s
to assure that exchange regulation of access
to membership and association with member
organizations 15 limited to fulfiling the pur-
poses of the Act At the end of the fiscal year,
the ten national secunties exchanges had
responded with a variety of presentations
along with proposed amendments to rules as
to which notice had been given pursuant to
Section 31(b) in connection with the proceed-
ing

New York Stock Exchange Rule Propos-
als —On March 11, 1976, the Commussion
gave notice of the fiing of, and the issuance
of an order instituting proceedings to deter-
mine whether to disapprove, Rules 309 and
310 as proposed by the NYSE 59 Proposed
NYSE Rule 309 would prohibit an NYSE
member organization from having as a parent
a natural person not a citizen of, or a com-
pany not orgamzed under the laws of, the
United States, unless the NYSE determined
that brokers and dealers domiciled in the
United States (or thewr subsidianes) could
obtain similar access to securities exchanges
under the laws and policies of the parent’s
domicile or principal place of business or
both Proposed NYSE Rule 310 would pro-
vide that no member organization may func-
tion as, control, be controlled by, or be under
common control with a person conducting
commercial banking operations within the
United States

Under Section 19(b) of the Exchange Act,
the Commussion generally must approve, or
institute a proceeding to determine whether
to disapprove, a rule change proposed by a
self-regulatory organizaton within 35 days
after a publication of notice of fiing Before
the Commission commenced such proceed-
ings, the NYSE had dechned the Commis-
sion’s invitation to withdraw its proposed
rules pending the completion or progress of
the forthcoming general inquiry By the end of



the fiscal year, the Commission had received
submisstons from several interested persons
in connection with the pending proceedings

Trading by Exchange Members

Section 11(a) —As amended by the 1875
Amendments, Section 11(a)(1) of the Secur-
ties Exchange Act prohibits, with certain
specified exceptions (such as market making
activities), any member of a national securi-
ties exchange from effecting any transaction
on such exchange for its own account, the
account of an associated person, or an ac-
count with respect to which it or any of its
associated persons exercises investment dis-
cretion. Under Section 11(a), the Commission
has broad authonty to fashion either more
flexible or more restrictive standards in hght
of changing conditions. Section 11(a)(3) pro-
vides that the prohibitions in Section 11(a)(1)
do not apply before May 1, 1978, to transac-
tions effected on an exchange by those who
were members of that exchange on May 1,
1975

On January 27, 1976,5' the Commission
began a rulemaking proceeding to implement
Section 11(a) and requested pubhc comment
on a series of related questions In anticipa-
tion of May 1, 1978 (and inasmuch as Sec-
tton 11(a){(1) immediately affected members
who joined exchanges after May 1, 1975), the
Commission took action to implement certain
specific exemptions envisioned by the Con-
gress. First, the Commission adopted Ex-
change Act Temporary Rule 11a-1(T) to im-
plement the exemption in Section 11(a)(1}(G)
for the proprietary transactions of certain
types of members where the transactions
yield prionty, panty, and precedence in exe-
cution to public orders. At the same time, the
Commussion proposed Exchange Act Rule
11a1-2, which would allow members to effect
transactions for the accounts of their associ-
ated persons, and also transactions for ac-
counts carned by associated persons, only
on the same basis that such transactions
could be effected for accounts held by the
member itself The Commssion aiso pro-
posed an amendment to its recordkeeping
rule, Exchange Act Rule 17a-3, which would
enable every member, broker or dealer to
demonstrate its compltance with Section
11(a)

Recission of Rule 19b-2 —Exchange Act

Rule 19b-2, adopted by the Commission In
1973, required each national secunties ex-
change to adopt rules specifying that every
member of the exchange must have as the
principal purpose of its exchange member-
ship the conduct of a public secunities busi-
ness, In accordance with that rule Rule 19b-
2 had been the subject of extensive litiga-
tion 52 Since Section 11(a), as amended by
the 1975 Amendments, was intended to dis-
place Rule 19b-2, the rule was rescinded by
the Commission 53 Following the rescission
of Rule 19b-2, the Commussion has approved
deletions by national securities exchanges of
rules adopted thereunder and has indicated
further that such rules are no longer consist-
ent with the Act 54

Allocation of Regulatory
Responsibility Among Self-
Regulatory Organizations

The 1975 Amendments transferred the re-
sponstbility from the Securnties Investor Pro-
tection Corporation to the Commussion of
designating one self-regulatory organization
to inspect members of two or more such
organizations (“dual members”) for complii-
ance with the applicable financial responsibit-
ity rules 55 Section 17(d) of the Exchange Act
empowers the Commussion to relieve any
self-regulator of comphance, enforcement, or
other regulatory functions with respect to dual
members, and to allocate among the self-
regulators rulemaking authority concerning
matters as to which such organizations share
such authonty Such action is to promote
competition and coordination among the self-
regulators and the development of a national
market system and a national system for the
clearance and settiement of secunities trans-
actions

On Apnl 20, 1976, the Commssion
adopted Exchange Act Rule 17d-1,56 which
essentially provides that the Commussion
shall designate one of the self-regulators to
which a dual member belongs as responsible
for examining the dual member for comph-
ance with applicable financial responsibiiity
rules Under Rule 17d-1, written designation
of one such self-regulatory orgamization re-
lleves all other interested self-regulators of
this responsibility to the extent specified In
the designation

At the same time, the Commission pro-
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posed Rule 17d-2, which is intended to es-
tablish the procedural foundation for a com-
prehensive allocation of regulatory responsi-
biity among the self-regulators, and to pro-
mote cooperation among such organizations
in assessing their regulatory capabilities The
proposed rule would permit two or more self-
regulatory orgamizations to submit to the
Commission a joint proposed plan for alloca-
tion of specified regulatory functions as to
members or participants which they have in
common Once such a plan had been de-
clared effective by the Commussion, those
self-regulators participating in the plan and
not designated thereby to assume reguiatory
responsibility would be relieved of such re-
sponsibilty to the extent provided by the plan.
In the event that proposed plans filed under
proposed Rule 17d-2 did not provide for all
members or participants of parties to the
plan, or did not allocate all therr self-regula-
tory responsibility, the Commussion would be
empowered, on its own motion after due
consideration of the statutory cnteria, to des-
ignate one or more self-regulators to assume
specified regulatory responsibilites with re-
spect to such members or participants. As
the fiscal year closed, the Commission was
considenng public comments upon the allo-
cation program, and responses to the Com-
mission’s specific request that the self-regula-
tors submit outlines of allocation plans which
they might file in accordance with proposed
Rule 17d-2

Enforcement Obligations of Self-
Regulatory Organizations

Section 19(g), which was added to the
Exchange Act by the 1975 Amendments,
requires every self-regulatory organization to
comply with the Act, the rules and regulations
thereunder and its own rules and, absent
reasonable justification or excuse, to enforce
comphance therewith by its members and
persons associated with its members Sec-
tion 19(g)(2) authonzes the Commission to
adopt rules relieving any self-regulatory orga-
nization of its enforcement responsibilities
with respect to specified provisions of the
Secunties Exchange Act or the rules and
regulations thereunder

On May 26, 1976, the Commission pub-
lished for comment proposed Exchange Act
Rute 19g2-1 57 The proposed rule 1s de-
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signed to provide a format for developing
guidelnes as to the extent to which self-
regulatory organizations should be obligated
to enforce the Exchange Act and the rules
thereunder. if adopted in the form proposed,
Rule 19g2-1 would relieve national securiies
exchanges and associations from certain en-
forcement responsibihties primanly with re-
spect to those persons associated with mem-
bers who neither control members nor en-
gage in securities activiies.

FOCUS Reporting System

in response to indications from the securn-
ties industry that the separate financal re-
porting and surveillance systems of the Com-
misston and the various self-regulatory orga-
nizations were IMposing an unnecessary bur-
den on brokers and dealers, (especially the
smaller firms), the Commission mitiated a
comprehensive program to review, consoli-
date and simpiify the existing reporting and
regulatory requirements applicable to the se-
curies industry The program began with the
creation of an Advisory Commuttee on Broker-
Dealer Reports and Registration Require-
ments, 8 which was subsequently repiaced
by the Report Coordinating Group, a Federal
advisory committee formed in May 1974 52

In its First Annual Report to the Commis-
sion on June 16, 1975, the Report Coordinat-
ing Group recommended the adoption of a
Financial and Operational Combined Uniform
Single (“FOCUS") Report After considering
the recommendations of the Report Coordi-
nating Group and the comments received
thereon, and making some changes, the
Commussion released the FOCUS Report for
public comment on October 16, 1975 60 After
making additional changes, the Commission
adopted the FOCUS Report and accompany-
ing amendments to Exchange Act Rules 17a-
4, 17a-5, 17a-10, 17a-11 and 17a-20 on
December 17, 1975 (all of which became
effective on January 1, 1976) ¢ The report
has aiso been adopted by over 40 state
secunties agencies

The FOCUS reporting system simpiifies the
reporting obligations of all brokers and deal-
ers by superseding the existing and often
uncoordinated reporting systems of the Com-
mission and the self-regulators with an inte-
grated reporting system based upon general
purpose financial statements. The program



consolidates broker-dealer reporting require-
ments for purposes of surveillance, annual
audits, customer statements, and economic
data collection. The FOCUS system replaces
all similar existing reporing programs of the
self-regulatory organizations, such as the
Joint Regulatory Report and the NASD's
Forms “M” and “Q” The consolidation of
these diverse reporting forms into a single
reporting system substantially reduces the
multiplicity of forms and the frequency of
required filings resulting In a considerable
reduction in paperwork for the broker-dealer
In addition, the FOCUS forms are designed
to enable a firm to present its financial condi-
tion clearly and efficiently, through the peri-
odic disclosure of key indicators of financial
condition, such as a monthly computation of
net capital, and detalled financial and opera-
tional statements and schedules prepared on
a quarterly basis

The structure of the FOCUS Report 1s
designed on a “layering” concept, that 1s, the
complexity of the broker's or dealer's busi-
ness determines the amount of required infor-
mation and the frequency of its filing. Part i of
Form X-17A-5 consists of twenty-six key
indicators of financial condition and must be
filed monthly by those brokers and dealers
which clear or carry customers’ accounts.
Part It of Form X-17A-5 comprises compre-
hensive statements and schedules of finan-
cial and operational information, which must
be filed on a calendar quarter basis by such
brokers and dealers. Part llA of Form X-17A-
5, another quarterly fiing, 1s an abbreviated
version of Part Il available to those brokers
and dealers which introduce their customers’
business to another broker or dealer on a
fully disclosed basis

Concurrent with the adoption of the FO-
CUS Report, the Commussion approved and
declared effective plans filed by eight self-
regulatory organizations pursuant to Ex-
change Act Rule 17a-5(a)(4), which plans
dispense with the requirement to file a sepa-
rate copy of the FOCUS Report with the
Commission Under these plans, the Amen-
can Stock Exchange, Inc, the Boston Stock
Exchange, Inc., the Chicago Board Options
Exchange, Inc, the Midwest Stock Ex-
change, Inc., the National Association of Se-
cunties Dealers, inc, the New York Stock
Exchange, Inc, the Pacific Stock Exchange,

Inc, and the Philadelphia Stock Exchange,
inc. have agreed to receive FOCUS Reports
directly from those members for which each
organization 1s the designated examining au-
thonty This information 1s reviewed and ana-
lyzed by the self-regulators and submitted to
the Commission in the form of edited com-
puter tapes, thus providing the necessary
data to the Commission without imposing an
additional direct filing requirement on mem-
bers of these self-regulatory organizations

For the first tme, Rule 17a-5(a)(2) inte-
grates a broker-dealer’s annual audit with the
quarterly surveillance reports, thus providing
a single coordinated framework of regulation
This provision requires that a broker or dealer
file a report on Part Il or Part 1A of Form X-
17A-5 as of the date of the annual audit, if
such date does not coincide with a regular
calendar quarter filing of a report on Part Il or
Part IIA This requirement provides the Com-
mission with comparable data in audited and
unaudited formats from which the accuracy of
the broker's or dealer’s quarterly reports may
be verified.

The detailed audit requirements embodied
in previous financial questionnaires have
been eliminated to permit the development of
flexible audit procedures suited to the nature
and complexity of an individual broker's or
dealer's business Rule 17a-5(g) prescribes
general audit objectives to be followed in the
preparation of annual financial statements
and thereafter permits the accountant to ex-
ercise his professional judgment with respect
to the nature, extent and timing of audit
procedures. In rendering his opinion, the aud-
itor 1s required to reconcile his computations
of the firm’s net capital (pursuant to Ex-
change Act Rule 15¢3-1) and reserve re-
quirements (pursuant to Exhibit A to Rule
15¢3-3) with the corresponding computations
in the broker's or dealer's most recent filing of
the unaudited Part Il or Part IIA of Form X-
17A-5 The auditor Is also required by Rule
17a-5(h)(2) to inform the Commussion if, dur-
ing the course of the audit or intenim work, he
determines the existence of matenal inade-
quactes which the broker or dealer has not
reported promptly or accurately to the Com-
mission

In addition to the revision of Form X-17A-
5, the FOCUS reporting system also effects
significant changes in the Commission’s
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Forms X-17A-10 and X-17A-20. The infor-
mation required by Form X-17A-10, the an-
nual report of revenue and expenses, is sub-
stantially reduced and modified to coordinate
with corresponding data on the FOCUS Re-
port. Much of the information required by
Form X-17A-20, a report utiized by the
Commussion to monitor the impact of compet-
tive commission rates, has been eliminated,
as similar information ts deveioped by the
FOCUS Report.

The simplification and unification of the
reporting requirements and the flexibility of
the revised audit procedures engendered by
the FOCUS concept strengthen the regula-
tory structures of the Commission and the
self-regulatory organizations while reducing
the tme and effort required of brokers and
dealers in order to demonstrate complance.
The relative benefits of this new system ac-
crue particularly to smaller brokers and deal-
ers, and have resulted in substantial ime and
cost savings for such firms The Commission
intends peniodically to review and modify the
FOCUS Report to insure that continued exist-
ence of a financiai reporting system that
keeps pace with an evolving secuntes indus-

try.
Uniform Net Capital Rule

For years pnor to 1975, brokers and deal-
ers had operated under as many as eight
different rules prescribing financial responst-
bilty standards in the form of minimum net
capital requirements. Seven national secun-
tes exchanges had capital rules which gov-
erned ther members, and the Commussion
appltled Exchange Act Rule 15¢3-1 to other
brokers and dealers. Little initial uniformity
existed among these rules, and this situation
worsened with the passage of time as years
of divergent amendatory and interpretive de-
velopment created further dissimilarties.

Section 15(c)(3) of the Exchange Act, as
amended by the 1975 Amendments, required
the Commussion to establish no later than
September 1, 1975, mimmum financial re-
sponsibility requirements for all brokers and
deaiers. On June 26, 1975, the Commussion
fulfilied this congressional directive by adopt-
Ing a uniform net capital rule which, among
other things, superseded the capital require-
ments of all national secunties exchanges. 62
As amended, Rule 15¢3-1 perpetuates the
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Commission's traditional “aggregate indebt-
edness” standard of capital sufficiency, and
introduces a new concept In financial respon-
sibiity reguiation, the “aiternative net capital
requirement.” The aggregate indebtedness
concept, which denves from the provisions of
former capital rules, measures a broker's or
dealer's hquidity and financital condition in
terms of a ratio between substantally all of his
habilihes and those of his assets which are
readily convertible into cash The alternative
net capital requirement, which 1s available at
the election of qualified brokers and dealers,
prescnbes net capital requirements graduat-
ing in direct proportion to the magnitude of a
firm's customer-related obligations, as com-
puted In accordance with the Formula for
Determination of Reserve Requirements of
Brokers and Dealers, constituting Exhibit A to
Exchange Act Rule 15¢3-3

Regulation of Municipal Securities
Professionals

The 1975 Amendments sought to subject
municipal secunities profes