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N ATIONAL ASSOCIATION OF SecuriTIES DEarers. INc.

A8 SENYEWNTEEMNMTH STREET H. W. WASHINGTON, D. C. ZDO0DE

HAND DELIVEREDR
July &, 1270

Mr. Irving M, Pollack, Director
Division of Trading & Markets
Securities and Exchange Commission
500 Neorth Capitol Street

Washington, D. C. 20549

Re: MASDAQR

Fesponse to Department of Justice Inguiry

IllliI
‘;'.b":zﬂ-'"'
Dear Mr, Pollack:

Enclosed is a copy of a proposed response to the inguiry
referred to above,

It is our intention to file this responsc as promptly as
possible. We are, of course, quite interested in your comments and
would appreciate receiving them as soon as practicable.

Very truly yours,
e .
syl

Lloyd J. Derrickson
Wice President and Generzal Counsel
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Samuel 7. Gordon, F=q.

Asgaistant Chief, Special Trial Section
Antitrust Division

Imited States Nepartment of Justice
Washington, D. €. 20530

Fe: File 450-211-0

Dear Sam:

This responds to guestions in your letter
dated June 4, 1970 addressed to the Wational Association
of Securities healers, Ing. {("NASD"). These gueries gcover,
and qrow from, NASD's "contract with Bunker-rRame Corop-
oration whereby the latter will build and anerate an
Antomated Quotations Systems (NASDADR) for over-the-counter

securities.”
i

WHAT TS5 HASPAD?
{Your C(mestion #8}

A brochure prepared by MNASD, and Aistributed

May 27, 19R8 (Doc. # WASD-1) summed up MNASTAD;

NASDAQ SUMMARY

WHAT |§ NASDAD?

HASUAQ atauds for NASD Autamated

huilativns systenn, {1 5 g system al
Lertliblery, coainarientions angd farsn-

MASDALY is a systrin desipned by the
MASD for the nesds o TCIrEments
of broker-dealers aud Jher ciployees

tal rleviees cegidned nritRarily e ac-

foph g distabndo quetalions for GG
deLimitios

wlio are traders or ropistered represen
tolives.
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HCW WiILL MASDA) BE LUSEDY

In the NASDAS] Love! | sarvice, regis-
tared represantatives may view & rapro
santativa quotalion tor mny MNASDAQ
secunity on terminals now used for
Ifted stock quotalion zervicec. Traders
may vitw the current bld and ask prices
entared by all market makers for any
NASDALD security on NASDAQ Lavel 2
terminats. Market making traders may
ontar and change guotations for swtu-
ritios 1 which their firm hoe bsén pu-
thoriad by WASD as # merkal-maka.
and they mby view the currant bid and
a1k pricee anterad by all markst makgyra
for wry NASDAD swcurity on NASDAQ
Lewel 3 terminals. Reapansss 3 sl
quaries and antries will occyr within g

QBJECTIVES OF

[ T R
NASDAQ
A Natlonwide
Automuted
Quotations System

for the Over-the-

Counter Moarket

alter more than thrge yaats of inten-
s Blydy, the MASD hps dewsloped
the bpsw; specicatlons for an auts-
mated gquuotations systemn designed to

assrt  muntket  mgkere,  ratall  order
trarléry, registared rapregentativey and
e by o Py (et the-gownter A
LEE

fow aeconds. NASDAD will mise pre
oere and digkrrbuta quatatinn ang wal-
urng Infarmation to nawspepers.

WHAT 15 A NARDADQ SECLHRITY?

A NABDAG nacurity |s ane approved by
the MASD for quoting in MASDAD, It
is expaitod that Initially this system
will inciude the NASO Petional List and
a1 900n &e possible include regioneily
quoted cecuritias.

HOW WILL NABDAD CHANGE THE
TRADING PROCESS!

NAGDAG should virtuxlly sliminata tha
need for routine callng of marhet mek-
e 10 oblain quotslions for infoermation
purposss only. Howaver, the prassnt
process of negolfated trading will be
unchengad.

* o

& Marhet snakers-—-wall be odewsd of
ANSWETING inguiies Tor yuotaliohe In-
tended for informational  purpoges
anly. {The most frequent =stirmate
mades by merket makers is that they
angwar 10 quote requests for sach
call thet results in a trade.}

W Retall ordsr treders—will ba rolleyed

" of moking several cally jaaking the
bast market aach time & routine or-
der of 100 shargs pr less ruust be
wxecutad and of heying to cail mar
kst makars to flil jaguests for Intor-
metion quotations.

& Hupistared raprasentotives —  wil
have for the Lest time at ther finger
Lipx Instantunamﬁ' ALIUES LD L rrent
rapragontative bid nngd 35ks onoa
Laagte myeenhapn o veeer e cownle e
PRI T FL LRI LTV TR S I L B L T
T VAT TTLTY S toceerd o b

Berrpnianlninni

| ] * &
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Samuel 7. Cordon, ESQ.

LEVEL

LEVEL

SERVICE; .

-3=

D

"
"

FOR REGISTERED REPRESENTATIVES

Tue Lowel 1 scoece wll make aval
alite to 1 reprslored reprosentalive a
curfonl Creprescndatees Bid gl ask”
far cach secwity handled by NASDAG.
o st okt Level 1osery
e wall D chsteilmlenl Dy the present
ﬁtl,-'lrk giesbabin sernces: Qunked-Bamo
Corgrunabion,  Seamllng Flectrooies, ne.
and Ultrame Sysicoes, S0 that Ihe Samo
tepminal will e used by Lhe AR to ob-
tan quetation  intofmation  on o bath
hetod dnd ceot-the copnter secwrities,

The représentalve fd-and-ask quola-
tion is determined by NASDAD on a

: SERYILCE:

memeni-to-moment basis by selecting
the middie ol the range [the medan]
of the md prces entered inta Lhe sys
tem by Wie ragrsiercd MMT's for that
secunly, and calcwlabing an ask price
based pn the representative (median)
sprmad for thet secunty, Each time a
MMT chanpes his quate for 3 security
an tha system fusing Ine Level 3 senv
jcu deser e belaw), the NASOAG com.
putae will re-coinpuate the representa
tive bid.amd-ash  guotalen lor lhat
gecurity within Byve seoolds

oo B

é.--f FOR RETAIL TRADERS

The Lowel 2 semvice 15 desipred lor
the HT wiih an order 1o exccute. Lpon
request, the Lewel 2 dewce will Show
e RP the curent guotes al afll the
MMy kg & markel n the $ecu-
raby, clswngbngy e negessity ol caaling
troge or [une bons far quotes. The
BT wll Wi call the MWT of hes choige
ta gopatiale the frade sy Soneimin-

catiorid facehbes of lis chomece.

Thir Lewvel 2 serwce will be grovided
thirsigt e cfesk-togr odgiley dovices oo
rnecked declly to L NASDAD com-
patrr These umits will be espegially
desipond bor the purpose, and wilk be
provnbod aryd Setwced by the MAZDAG
pperalar, The Sorvece will be appron-
mately a5 Tollows:
1ie subscriber depresses heys for
the dourdetber Security shbrewiation.
Flie g depresses esthiey a “bad™
far ik hey, dlopending on o whethar
he wizhas ta $oll o Duy. Tha Inquiny

umit Lhen presents a display of the
following form:

ABCO 1714-1B14

B MLPFS 17%,-1834
NYHAN 1731814
JBMAG 17341814
TREIM 1731814
GREGO 17341844 M

The tirst hne shows the represenlabve
bud-and.-ask guatation currenfly benpg
distnbuted by the Lewel 1 servico. The
symmbtol B at Lhe bBeginming of the
senond line means “'bid'’, sluowng the
irvader depressed be “'Lad’ key, caus-
it the laghest bid quates to be ranked
in descending order. 4l Lhe trader had
depressed the ash™ key, Lhe lowest
offer guotes would be ranked o as-

cenging order, (When sevoral market
makers have entered the same od, the
quutes will e showpn in the order re
chivad, with the furst lghest. The seq-

July 13, 19870
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gnd thrauwrd Lhe sicth lines shaw the
MM I's guoles, fach ¢ansisting of five
letters  wlonlifysip the firm, lollowed
By ilu cuerent quatabion Jod amed ash).
The mouhiors o markels shown an 1he
dovice mmay e dewer af nkore than
fwve, dependor on L copability af the
partuulior dewicr wsed by the system
aperator and the number of markets
im Wi croenpuler.

IT rmere thon .::I'.'f! imarkel mMakers have
gntend uates far this security, the
sytulmal M7 [CameT) s Ut';n‘;‘ljed at
Wi cnel ol U <iglh e, The inguicy
device as 3 key labeled "“more”, [f
the trader (lopresses a 'moare” hey, Lhe

SERYICE:

rerat hwe {or fewer] markets will be
slicwn, still in arder ol descending bid
or astending ask, as anpinally re-
quested, and Lhe pracess rmpy he re-
of the

peated until all markels are

showin,

The Level 2 service should wrtually
eliminate burdensome, roulioe gquote
request calfs (rgm RT's 1o MMT' s, mak-
i quotes casier and much faster oo
obtain than at prosont, Most calls
between RT's and MMI'S should Lhen

be made to nepotidte 3 trade

* * »

“.7 FOR MARKET MARKETING TRADERS

The Level 3 screice 15 designed  far
1he WIMY. 1L prowdes lor eptering the
METs own guotes inte the system in
gdditinn 1o providing 1he same ditplays
as Ihe Level 2 service. Bocaute market
rmakieg firs difier widely 1 5i2e and
methie:d uf apsralion, the Lovel 3 sery-
i will b offernd in seversal forms, but

ench wnll g the 4zie inferrnation
SOrVICEN.
T lewel 3 servce jnguiry  dewicas

alfered will e the Same as for Lewal
20 A Welessomn typg tesktep nnil, ar
but
markits way b snlgred on e key-
beara of gilher device. To enter a
madhel, the MMT (or his  assistant)

A Aelelypiowrdes At lower cisl,

will depress kays io identify tha secur
ity and enter big! and ask prices. The
SyEtonm will automatically provids the
ikime  abbreviation beeause it
kncwys wlnch dovice sent the IMESSARE
aml will updale s quotes within thrae
SECONES. Short cut' keys will facilitate

firm's

changing a market already in Lhe tys5-
tern, without the nececsity of re-enter-
ing all the informatuan.

H 2 market makng firm wilth 3 num-
ber of traders chowses Lo enter afl rts
mrarkets and quete Clranpes from a l:er;-
tral prt. 8 suitable dewge will I:ml
prowidet. bt gy lake the form of a
reader for cards that show the security
identiher and bid and ask prices by
pencil marks; Lheie cards mught be
wvary ke thasie now used o send mar
kals o the “pink sheels™. If cards are
pra-prepared by security, the process of
marking the new price and inserting
the card w1 Whe reader is ragid ad £un-
ple, it 15 anticipated thal the syttem
operator and MNASD will cansdll wikn
individual markot making lirms tg de-
velap Gptional devices both tor enlening
markets and lor displaying anfgrmatinn
in conwemeal and econgimical barne

*x ok W

July 13, 1470




—

AEROMCES AT THE HATICHAL HPCHVES

Samuel 7. Gordon, Fsqg. -5- July 13, 1970
i1

THE "RACEGROUND" FOR MASDAD "AMD THE NEEDS
AND PURPOSES IT IS DESICMED TO SERVE"
{Your Question #})

l. NASDAC may be gauged only in the context of
the HASR's Ristory and regulatory function. The NASD
is a "national securities association" estahlished and
"reqistered” some three decades ago pursuant to the Maloney
ot (which added section 15& to the Securities Fxchange
Act, 15 O.5.C0.A. § TRo-3 (1967 and Supp. 1968)} in order
"[tlo provide ... a mechanism of reaulation among over-
the-counter brokers and dealers ... [and] to nrevent acts
and practices inceonsistent with just and egquitahle prin-
ciples of trade....” 52 Stat. 1070. NASD's "membership”
today "includes virtually all broker-dealers engaged in a
general securities business...." RFPORT OF SPECIAL STUDY
OF SECURITIES MARKE'TS OF THFE SFCURITIES AND FXCHAMGE COM-
MISSION, H.R. DO{. NO. 95, 8Rth Cong., lst Sess., pt. 4,
at A03 (1963} [hersafter called SEC Special Study}.

Thus today, as since its founding, WASD "is
«vas primarily engaged in regulateory activities" with
primary responsibility [that] relates to the over-the-
counter marketsa.” Id. at 603. Congresas's continuing
preference for this self-regqulating scheme was made clear
in a Report of the Senate Banking and Currency Committee
{(S. REP, NO. 379, 9Rth Cong., lst Sess. 42 (1963)}:

"A significant part of the requlation of
the securities markets provided in the Securities
Fxrhange Arct is based upon the concent of selfs
requlation by industry organizations, under the
supervision of the Commiasion, This philosophy
wars notablvy reaffirmed in 193R, when Congress
enacted section 15A of the act. This extensive
reliance on self-regulation rests on two mrinci-
pal premiges: first, it provides ap alternative
to a much more pervaslve direct regqulation by the
Covernment, which would he expensive to the tax-
‘pavers and burdenzome to the industry, and it
alag provides a more sensitive and effective
drvice for reqgulation in the area of unethical as
distinct from illegal cenduct. The Repart of the
Special Study has recommenrded that the responsi-
hilities of self-requlatory agencies be suhstan-—
tially expanded and that thelr self-requlation be
made more vigoreus and effective. These recommen=
dations thus contemplate an even greater dearee of
reliance upon self-regulation, althouah under
somewhat more intensive Commisaion supervision....”
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2. Against this hackground of NASD's requlatory

responaihility, in 1963 the SEC Special Study (pt. 2 at
£56) heralded the entry of automation, then in “primary
use ... in regard to listed securities," into over-the-
counter markets, teoo. With automation, market makers
"eould enter quotations ... into a central computer for
indexina under the appropriate security," while broker-
dealers interested in trading "could interrocate the com-
puter to determine the highest bid and lowest offer,
selected by the computer.” Id., pt. 2 at 657. Other ad-
vantages could stem from automation, %00, such as the
"compilation of complete data relating to guotations and
transactions." Id., pt. 2 at 658,

And the SEC Special 5tudy coneluded (pt. 2 at n. 678):

oL Any sueBautoraated <yvskent would elenriy be aflecled wilh
aopelediie imterest and shoold be onder regabivory supervistos,
The N5ASE s the noderd souvee of leandership awd inilintive in
denlimer with malters al aglomalion in respeel af over-[hio-cogler
marioel Foshoubd nelively cavey Forward the veuy Bimblied simly
ol pudemutlion peseskibbios applicabie (o pver-the-connler runckets
that the Saecinl Heady s heon oble (o undsvizie ol #hould
pepard T e Comnerds=ion Srom Lime o lime as Lo the progress
At pracerames of Thee wdstry 21 ibhis aren The Comoiissinn and
the & st shoald Gointly consider posdnilities Toe deselopinge and
controimaling qdeand o prosrems b osucly maneer as to Tallill
tieir pespeclive resulisfory needs, a= wetl ws opevifional needs
af e meekebs, will maximum clieeliveness and minimuto Joplis
cod i Ao espense,

3. Feollowing the SEC's Special Study, Congress
acted to "elarify tha authority” of MASD Tan urther im-
poge on ... (it]l a responsihility to act.” Report of the
Senate Banking and Currency Committee (5. REP, N, 379,
BRth Cong., lst Seasg. 42 (1963}). The Securities Acts
Amendments of 19584 added gsection 15A(b)Y{1l2) to the Fxchange
Act, specifying that NASD may not remain "registered as
a national! securities asaociatrion unless it appears to
the Commission that ..."

“"the rules of the association ineclude provisions
governing the form and content of the guotations
relating to securities sold otherwise than on a
national securities exchange.... 5Such rules relat-
inn to guotations shall he designed to produce fair
and informative quotations, both at the wholesgale

and retail level, to prevent flctitious or mislead-
inqg guotations, and to promote orderly procedures

for collecting and publishing guotations." (Emphasis

sypplied.}
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4. Soon after, the NASD formed 2 special Com-
mittee on Automated Quotations {the “Committee"), composed
of representatives from a breoad cress section of firms--
wire houses, profesdional trading firms, and smaller
firma involwved in both market making and retailine of OTC
securities. In the worda of its July 20, 1365 press re-
lease, the Committee was formed "to study the possibility
of auvtomated guotations in the OTC market."

"NASD President, Rohert W. Haaeck, who is also
a member of the committee, stated that it was the
goal of the Agsociestioen to develop criteria for a
guotations system that would help in the diassemina-
tion of information for both investors and dealers,
and, at the same time, improve the mechanics of
the over-the-counter market.”

A. From the very inception of the Commitiee,
the Securities and Fxchange Commission plaved an active
role in its deliberationa. Though HASD's files appear
far from complete on this score, they do reflect, for
example, a meeting with the Commission staff on December 9,
1965 where "Mr. Pollack gtressed that the SEC staff was
most interested in seeing an automated guotationa system
ectahlished and stocd ready to help in the devalopment of
such a aystem wherever possible." See Docs. ¥ NASD-2-4,
particularly % 3, at p. 4. These contacts by the Committee,
as well as warious MASD officials, remained constant and
involved pervasive consideration of, and comment upon,
principal facets of NASDAQ's projected operations by the
Commission. See, e.g., Docs. % NASD-2 ~ NASD-T73. The
upahot is that the NASDAQ system, as it has finally
emerged, appears to contain no gsigplficant feature to
which the Commission, following discussion and considera-
tion, has persisted in aobjection.

R, The Committee also maintained contact
with major electronic eguipment manufacturers, feeling
that it "would learn more from several exchanges of
correspondence with the suppllerxs than we would Lf we sat
back until we thought we had all the possibilities exhausted, "*

¥ Hemorandum, dated March 30, 1966, from Mare A. White f{an
MASD gtaff Official) to Committes Members, Messrs. Allan C.
Fuetia, Jr., Rohert M. Gardiner, and Rohert ¥W. Haack,
entitled “"Meeting with representatives of Scantlin Elec-
troniecs." hnoc, # NASD-75.
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Seeking to take advantage of potential sunpliers' expertise
in order to develop the hest system, the Committee consulted
with representatives of six edguipment manufacturers--Ultrocnic
Bystems Corv., Scantlin Elec¢tronics, Inc., The Bunker-

Ramo Corporation, Data Network Corporation, OTC Trading
Corp.., and The Western Union Telegraph Co., each of which
demonatrated its automated quotations system. Later, on
April 13, 1966, the Committee met “to draft a specifica-
tion letter to he sent to all interested vendors, ‘This
tetter [was] purposely broad in scope in order to allow the
vendors sufficient flexibility to develop a system to meet
[the NASD's] needs,"*

€. At the same time, the Committee racoa-
nized the importance of securing disinterested advice,
advice from pother than a potential supplier. Thus repre-
gsentatives of the Committee approached both Booz, Allen &
Hamilton, Inc. and Arthur . Little, Inc. to obtain their
preliminary views on such an undertaking. Pronosals for
advice were sought from both (S5ee Doca. ¥ MASD-T& - T,
and evaluated. See Doc. #* NASDH-78. Following this analysis,
in Julv 1967 NASD retained Arthur nD. Little, Inc. "to
nndertake a study +o determine the technical and economie
feagsibility of establishing a nationwide automated guota-
tions system for the over-the-counter securities liarket "*w

The study was conducted in two phases, as
follows:

“"In Phase T we [Arthur D, Littlel developed
an initial system concept for an automated guo-
tations service, ascertained the rough rosts of
providing the searvice, and determined that the
proposed syastem was technically feagihle,

"ir initial =system desion was based on our
analvsis of information contained in earlier
propasals for over—-the-counter guotations
systams, interviews of selected ageurities
firma, and other exidtlnn data about the

¥ noe. ¥ MASN-74, Memorandum, dated April 14, 1966, from
Payl F, dMurray (of MaSP's staff) to Robert W. Haack, then
MARD's President, entitled "Notes on the Automation Com-
mittee Meating held on April 173, 196F" at np, 1.

**Doc. # WARN-5f, Affidavit of Arthur p. Little’s Mr. Thorpe
Wright, saworn te January 27, 1969, at p. L.
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operation of the over-the-counter market.

We considered a number of alternative svys-
tems and selected the mast likely one for
further testino in Phase II., We pext
determined that the system we had chosen
was technically feasible, We then developed
rough cost estimetes for providing the
service, to which we added an amount for
profit to determine estimated rates for the
service,

"In Phase II we tested our initial set
of syatem services and rates on a repre-
gentative set of MWASH member firms., We
carefully sale¢cted 34 firms reprasentative
of various types of businecsses in the over-
the-counter market and representative goo-
nrachically. Interviews with these firms
ware conducted in depth. In genaral, we
coverard the followinag major areas: aqaneral
company information (information about the
type business done by the firm), kev opmerat-
ing statistics [(such a®m number of markets
made and volume of trades), present communi-
cations and data processing services, and
the firm's reactions to the pronnsed NASD
sygtem aervices and costs, and the firm's
reactions tn specific prohlem aresas of inter-
est (principally the firm's reactions to
proposed ruleg to support the system).

"We concluded in November 1987, wypon
completion of the study, that an automated
system for the over-the-counter market was
feasible and we s0 advised WASD,"*

TTY

ET'_ PIOCERSS PAP SFLECTIOM OF THFE MASTAD APFEPATOPR
[(Your Thiestion #2727 o

In view of A, N, Little's conclusion that an
automated quntation system was feasible, MASD'Ss Roard of
Cavernors, upon the recommendation of the Auvtomation

* NDac. ® NASD-5h, Mfldavit of Arthur D. Little's Mr. Thoroe
Wright, sworn to January 23, 1969, at p. 1.
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Committee, proceaded to solicit bids on what was to be-
come NASDAQ. And Arthur D, Little was asked to prepare

a request for propesal ("RFP"} for presentatien to poten-
tial system operators.

As a first step, & preliminary draft RFP was
circulated for comment 0 all ele¢ctronics systems com-
panies which had expressed any interest in the project.

By the time of the February 1l9th meeting of the Committee,
it was clear that the response was not happy:

"With regard to pretest results, it was stated
that the general reaction to the BFP draft was
discouraging, Specifically Data Network seemed

to bhe interested, but it was not apparent that
they ctuld handle the system, Scantlin gave the
impression that the approach was too structured
for them. They were gqenerally heostile and felt
that the RFP was slanted to &2 common carrier. It
was not clear that they could or would want to
handle the system. Western Union was at first
negative but, after discussions of certain compro-
mises, seemed very interested. Bunker-Ramo also
was initially negative but zeemed very interested
after discussing certain compromigses. Roth Bunker-
Ramo and Weatern Union loocked o be able +o handle
the system. Telemart locks ‘out of it.'" Doc.

# NASD-27, at p, 1.

Thereafter, NASD modified the RFP, See Doc.
§ NASD-35. While maintaining its position "that the sys-
tem operator alone will be responsible for the estabklishment
and operation of the NASDAQ system,"" the RFP, as finalized,
provided:

"Specifically ... that service must be pro-
vidaed under reasonable, uniform and non-discrim-
inatory charges regardless of size of firm and of
geagraphic location within the continental Mnited
States, that the initial charges should be based
upon anticlpated third yvear operations and at a
levrl which would allow the system operator an
aopportunity ta earn a fair profit commensurate
with the riskas involved, that the charges woulad
be subject to review annually by NASD after two
years of operation, and that the charges after

] DGC,_! HEED"]Q; EFF, a-t P 'q'-
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gych review would ultimately be determined by
NASD {subject to SEC disapproval). Further,

the operator was to be obliged to keep aceounts
apecified by NASD in order to assure that the
pariodic reviews of the charges would be effect-
i\fE . oy

Egqually important, the RFP itself spacified (at

"HASDAQ subscriber terminals (Levels 2
and 3), those interfacing directly with the
MASDAQ central processor complex, shall be
designed if necessary, furnished, installed and
maintained by the HASDAD system operator.”
Similarly, see, pp. 19-21.

In this form the "RFP was publicly distributed
in February 1968 to all companies which NASD could determ-
ine might he interested in studying the proposal and sub-~

mitting bida."** And, on February 19, 1968, NASD's re-
quest for bids was carried in The Wall Street Journal:

NASD Will Aceept Bidy
From SHPH&.’H to Make
Automatic Quote System

[EATI IR LU N TNy A LY A IS T B A TPT I

TTTWASAINGTON  The Naliona!  Assoviabion
of Sccunties Dealors formally aonogn b e
wil? acoept higs from petential supplives o an

auiprated guotatinn system for over-Lie-ronn.
ier sronritiea.

W had reecntiy boen diselosed by ondasies
soureva that the WARLDY, whe b owwediges he
gver-The-vonnter purket, hod fonnd <uweh osyvs.
term bechoaveally and eotmiomacidly Tedmble afller
‘g pne-year study

* Doc., & NASD-55, Affidavit of Richard B. Walbert, Presi-
dent., NASD, sworn to January 22, 196%, at p. 1.

*&id.
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Ltaing present desk-top interrogation de-
vicer, the syelem would provide himkers, dea!l
ers and the public with markel datl oh s
1,500 to 2.000 aclvely traded over-ihe-counier
stocks. Eventuslly, it'e expected that the sys
temn will be enlarged to includé more of the
20,000 reguiarly traded unlisted issurs,

Once the RFP had heen distributed, the NASD
scheduled a conference for April B8 with all organizations
interested in submitting proposals to provide them an
opportunity to ask questions about the RFP,. Several con-
cerns wrote back immediately, saying they planned to
attend the conference, same appended detailed guestions
on the RFP showing apparent close interaest in it, others
made noc response at all. 1In the end, 48 people attended
the conference, representing 36 companies. 5ee, e.g9., Doc.
# NASD-15.

During the period between the proposal invita-
tion and the bidders' conference

"[NASD] answered many guaesticons posed hy the
potential hidders. These guestions taken with
those submitted at the conference demonstrated
that most potential hidders would have been more
interested in designing and coperating a system
which would be either under contract directly

to NASD with little financial risk or completely
free of NASD requlation. The appreoach decided
upon, regulation of a non-affiliated private
enterprise by a private asscciation assigned
regular duties by statute and subject to SEC
regulation, is a new dimension in our society
and apparently many flrms did not fipd 1t palat-
ahle."®

Any firm desiring to submit a proposal was per-
mitted to do so. Doc. §# NASD=-A0, at p. 1. Interested
companies were initially given until June 3 to submit
proeposals in responsze to the RFP., During the pericd bhe-
tween the bidders' conference and the proposal subwmission
date

hy Arthur D. Little for NASD, Decemher 1988, at p. 2.
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"INASD] briefed several firms on the results of
our market projections and explained other data
contained in the RFP, including ocur rate estimates
and development estimates, as directed by the
Aytomation Committee.*"

However, extension of the bidding deadline was
to prove of little avail:

"In the week before the new June 17 dead-
line, it became clear that the field was narrow-
ing down to two bidders, ITT and Bunker-Ramoc.
Nearly all of the others we had been in contact
with dropped out. These included Philco-Ford.
Computer Sclences Corporation, GE, Auerbach,
Bonner-~Moore and 5BC (Service Bureau Corporation,
a whelly owned subsidiary of IBM), However, on
Thursday., June 13, two working days before the
proposals were due, SBC formally requested a two-
weeX postponement in order to sulmit a proposal
{they had gotten involved late in the proceed-
ings). MNASD, ADL and John Miller agreed to grant
a one-week extension (we were anxious to receive
4 proposal from them), making the new deadline
June 24. By the following Monday, (June 17), SBC
realized they would not be able to submit a pro-
posal after all and dropped out. Having just
announced the one-week delay to the others, we
did not feel we were in a position to request that
proposals come in before the new deadline. The
net of this was to lose a week when it hurt most
and, I might add, for no good reason,"r*#

v

BUNKER-RAMD: THE SOLE RESPOMNSIVE BIDDER
{Your Questions #3, 4, and §)

All~in-all, only two companies submitted any pro-~
posal that might by any stretch be deemed a "bid"--The

¥ "Doc. ¥ WASD=3Z, Proposed final draft of Report Prepared
by Arthur D. Little for NASD, dated December 1968, at p. 2.

** Doc. # NASD-8l, Chrenology of Events Concerning the Sub-
migeglon and Evaluation of NASDA(Q Proposals, dated June 28,
1968, at p. 2.
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r Bunker-Ramo Corporation* and ITT Data Service.** Sge

Doc. % WASD-52, at p. 1 and NASD-81, at p. 2. But ITT's
“proposal® was hardly responsive to the RFP. In A. D.
Little's words, that "proposal indicated that at least a
portion of the WASDAQ system gtart-up costs should be
borne by NASD, but nc specific plan for sharing these
costs was advanced. This was not in accordance with the
intent of the RFP which stated

'The aystem operator will assume all financial
liabilities arising from establishment ..., of
the NASDADQ system....'" Doc. # NASD-52, at p. 4.

In any event, ITT made no firm offer: ITT took pains to
point out that

"... notwithstanding anything herein or in the
RFF to the contrary, thils submission ia not a

firm offer by ITT Data ServiceB....© Doc. ¥
RASD-82, coverlng letter, [(Emphasis added.}

It was against this background that A. D. Little advised,
and NASD concluded,

+++ that the B-R proposal wae superior in busi-
ness arrangement, technical approach and company
qualifications...." Doc. ¥ BASD-52, at p. 3.

The Bunker—-Ramo proposal ias submitted herewith,
marked Docs. # NASD-83 and 83A, And a copy of "the con-
tract entered into by NASD and Bunker-Ramo," as your
Question 5 requests, is submitted, marked Doc. # NASD-84.

v

WHY I5 BUNKER-RAMC "TO BE THE EXCLIUSIVE SUPPLIER
OF LEVELS 2 ARD 3 SERVICE AND
ASSOCIATED DESK TOP TERMINALS,...."?

{¥Your Question #7)

ié In polnt at the outset, just what dces the
NASD-Bunker contract provide on. this score?

* Busineas and Industrial Rivision, 445 Fairfield Avenue,
Stamford, Connecticut, 069304.

**A Division of Irnternational Telephone & Telegraph Corp.,

P. 0. Box 402, Route 17 and Garden State Parkway, Paramus,
H. J. 07652.
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A. Bunker-Ramo's obligations: Bunker-Ramo
is obliged tec

“lindertake with dve diligence, and at its own
expense, to design, organize, furnish, install,
test, make operational, cperate and maintain
Phase 1 of the NASDAQ system ... [and} to use
its best efforts to place such syatem in oper-
ation on or before January 1, 1971...."*

Most important, Bunker-Ramo must

"assume all the costs, expenses and financial
commitments arising from the establishment

and operation of the NASDAQ system {cther than
those costs heretofore or hereafter woluntarily
incurred@ by NASD) including, but not limited to,
purchases, leages, aalaries, fees, taxes, and
unceollectables." Doc. ¥ NASD-84, at p. 8.

Specifically with regard to Level 2, Appendix
A to the Operating Agreement makes clear that "This serv-
ice shall be made available through CRT terminals furnished
by Operator ...." Dogc, # NASD-84., Appendix A, at p. 3.
Similarly for Level 3, such service is to "be made avail-
able to approved suhsceribers through terminals furnished
by Operator ...." Doc. # NASNH-B4. Appendix A, at p. 6,
Finally, Nunker-Ramao 15 required to "Provide Level 2 ang
3 services to approved subscribers in areas of the 48 con-
tiguous states of the United States covered by charges

* Doc. ® MASD- H4, at p. 5. BReyond Phase I, Bunker-Ramo

is reguired toc "Undertake with due diligence, and at ita
own expenge, to study and discuss with representatives of
NASD the feasibility of undertaking the other developments
of the MASDAQ system specified in Section 9 of Appendix A
... and, upon NASD's wriltten request, undertake to design,
organize, install, operate and maintain each such subse-
quent development unless Operator can demonstrate to
MASG's satisfaction that the requested system developmeant
is not econcmically feasible, in which event COperator
ahall not he ohliged to undertake the expansion unless
NASD provides the means to make it feasible, where appro-
priate, a return egual to that allowed for rate review
purpecses under paragraph 5 of Artiele V." Id.
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published by NASD who are approved by NASD to receive such
serviee." Dog. % NASD-B4, at p. 6.%

B. As far as HASD is concerned, the Operat-
ing Agqreement makes clear that "'MASDAQ' is a trademark,
traderame and service mark of NASD." Doc. ¥ Mhsp~34,_at
p. 1. However, Bunker-Ramo is granted an exclusive right
to ugse such trademark within the United States, and for
the duration of the Operating Agreement.** Finally, WASD
ocbliged itself to "Refrain from sponsoring any other
automated gquotations system offering service to yhsn's
general membership during the primary term of this Agree-
ment, Or any extension thereof pursuant to the terms of

paragraph 1 of Article VI below." Doc. % NASD-34, at p. 14.

C. hAs for the Operating Agreement's dura-
tion, the contract has "a primary term extending from the
date first set out above through December 31, 1975, or five
years after the date on which NASDAQ services commence,
whichever i& later .,.." Doc, # NASD-84, at p. 27. In
the event of termination, Bunker-Ramo would be reguireqd
t0o

"convey, transfer, assign and license to NASD
all NASDAQ facilities including terminals,

and technelegy, designated by NASD as reguired
for continued operation of the NASDAD system.
In the event the central processing complex
units are owned by Operator on the termination
date, such units shall remain the property of
Operator. Upon completion of these measures,
HASD shall pay Operator an amount sgqual to
Operator's undepreciated investment in the
NASDAQ system as of the termination date, £x-
cluding the rentral processing complex units
and profits on company-produced equipment, as
shown in the accounts kept by Operator pursnant
to subparagqraph 1(i) of Article II above, plus
the reasonable actual cost to Operator of trans-
ferring such data and the system to NASD or its
designee." Doc. # NASD-84, at p, 28.

¥ i3 a corollary, Bunker-Ramo must "Refrain from using the
MASDAQ system for any purposc not specifically authorized
by RASD in writing and, if so authorized, provide suc@
service subject to WASD's requlation ag provided herein,”
Doc. # NASD-84, at p. 9.

*¥License Agrecment at pp. 1 and 3, annexed to Doo.
} NASD-B4,
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2, Most significant in determining both the
RFP and the resultant Bunker-Ramo contract were diffi-
culties RASDAQ apparently faced in getting off the ground
and, in light of such difficulties, the reluctance of
any supplier to commit itself.

A, Difficulties NASDA{Q apparently faced:

“Unlike the markets which are made on the organ-
ized securities exchanges, the over-the-counter
{OTC) market is widely disbursed geographically.
This fact has led to the growth of a complex,
unplanned communications network among brokers
and deaters in OTC securities, through which in-
formation is obtained and business is conducted
-+« Alsc, the absence of a central point through
which information flows has made it difficult,
if not impossible, to obtain an accurate picture
of the prices and volumes of trading of the sa-
curities handled in the OTC market.™ Doc.

¢ NASD-T77, at p. l.

In its Special Study, the SEC found that:

®*In general, over-the-counter trading tends to

be governed by informal codes of conduct and prac~
tices evelving out of the workings of the markets
themselves~-in contrast with the major exchange
markets where trading is carried on in a market-
place during fixed trading hours by members sub-
ject to detailed trading rules.” SEC Special
Study., pt. 2 at p. 552,

"Because there is no central location where

public orders can be collected, matched and ex-
ecuted, the wholesale dealer is the key firm in
the over—-the-counter markets.” Id., at p. 554.

What was the attitude of the broker-vedies, .u
1968, toward the estahlishment of an automated quotation
system for the OTC market? At best the broker-dealer was
indifferent and at worst hostile: ‘“people are reluctant
to ceoperate in the development of any program of auto-
mation when they are in fear of losing their Jobs.® Doc,
# NASD-], at p. 1. Indeed, as late as July 28, 1969,

"ten representatives of some of the major trad-
ing firms in Wall Street met to discuss the
proposed NASDAQ system ..., The objective of

this group or association of major market makers,
would be to urge people that are concerned about
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this system not to subscribe at this juncture....®*
Doc, ¥ NASD-B7. See alsc Docs, # NASD-85 and B6.

Apart from broker-dealer reluctance, no current
statistics on the potential for an automated guotatiocns
system were available. To aid prospective proposers in
making an intelligent evaluation, NASD commissioned Arthur
D, Little to survey 5ix categories of firms participating
in the OTC market. In-depth interviews were held during
the late summer of 196%; however, the formal results of
the survey were not published until May 1¢, l1968--more
than a month after the bidders' conference was held. Even
then, the survey did not give much comfort to the pros- .
pective bidder.

"Not all firms in the market making field are
particularly anxiocus to Have market maker’s
guotes displayed for traders in retail houses
and for octher market makers. Opposition to
Levels 2 and 3 tended to be strongest among

the wirehnuses ... Some people fear that Level

2 and 3 displays will lead to a dangerous
narrowing of spreads, but there appears to be

no definite evidence one way or the cother in
this regard--and there is a body of opinion

that says that spreada will temporarily narrow
and then stabilize again ... whlle, of course,
there is another body of opinion that feels that
Levels 2 and 3 will definitely lead to a heawvy
degree of attrition amcng market makers. 'Quote
competiton' resulting from the ‘nakedness' of
the market maker's guotes on Levels 2 and 3 has
also been brought up as possible danger by a
number of market makers ...." Doc. ¥ NASD-88,
at p. 63,

Notwithstanding the plethora of uncertainties
facing the prospective sysatem operator, the only aid NASD
was willing to offer was to agree that it "will not sponsor
ancther NASDAQ system providing service to NASD's general

membership.® Doc. ¥ WASD-79, at p. 1, fYet, as pointed
out in the RFP:

* Any revolc of major market makers would likely spell
disaster due to the "high concentration of over-the-counter
business within a few large firms, Fifty-six broker-dealers,
or less than 2 percent of the total number, accounted for

.. in

half the dollar volume of over-the-counter salies
1%61." SEC Special Study, pt, 2 at p. 548.
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"The service provided by MASDAQ shall be con-
sidered to be an WASD service rather than a
service of the selected firm (the system oper-
ator), as is suggested by the name of the serv-
ice (NASDAQ). Further, the responsibility for
all policy matters concerning the service, as
well as ownership of the information contained
within the system, will be retained by NASD." 1Id,

And, as we have seen, the system operator was required to
bear the entire financial burden of setting up the system
even though NASD retained the right to set the monthly
charges to its members for the service as well as fix the
rate of return for the system operator--all under a con-
tract with a term limited to but five years.

B. The Reluctance of Potential Suppliers:
Az the Wall Street Journal reported, on February &, I9o8:

"Industry sources say some suppliers familiar
with the system's specifications have shown
reservations both about this arrangement and

the fact that the NASD doesn't plan to offer any
financial support. Sources say some potential
suppliers believe that the NASD in effect is
requiring the ultimate operator to loze money

in the operation's early years and then cede the
rate-making responsibility to the KNASD, which
would then oversee the operation as if it were

a public utility.

"It's expected that some potential suppliers,
therefore, will ask the NASD for a promise of
financial support and, as a means of gaining more
security, seek a longer contract to operate the
system.”

Anticipated difficulties hecame real problems.
The comments of Clarence Armenaki of Computer Sciences
Corporation were typical:

"He said that in general they felt there was
not enough profit potential in the system,
based on the seven-year contract. They were
also quite concerned about the possibility of
losing the system at the end of seven years,

lle showed us their cost and revenue presenta-
tions which indicated at one point a cumulative
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cash flow deficit of 53.8 million and also in-
dicated a positive cumulative cash flow of only
$2.3 million at the end of seven years. He in-
dicated that they had conversations with
Dltrenics [sic], Scantlin and Bunker Ramo [sig)
and that Ultronics [sic)] and Scantlin were very
negative and were not going to bid."™ Doc.

# HP&SD’"BQ! at P llr

The upshot was that, only Bunker=-Ramo submitted
a proposal respeonsive to the RFP. In light of the obvious
problems and serious risks involved in the establishment
of NASDAQ, all concerned agreed that the system operator
is entitled "to exclusivity and fair and eguitable compen-

gation." Doc. # NASD-90, at p. 2, This seemed reasonable in
of the market conditions against which the system operator

wag expected to pid, the risks he must bear, and the press-
ing public need to implement the system as soon as possible,

VI |

NASDAGQ, "THE SECURITIES ACTS" AND

THE SEC'S ROLE
{Your Question #8)

1, Initially, NASDAQ is the vehicle for pro-
viding, as Lhe Congress specified, "orderly procedures for
collecting and pubklishing guotations." Exchange Act,

§ 15A(b} (12), But NASDA{ is more than a simple response
to that statutory demand: it fits the broader regulatory
framework put together by Congress and the Commigsion.
For example, the largest group of securities to be guali-
fied for the System are those reguired te be registered
under section 12{bM of the 1934 Act, Since each of these
is held by 500 or more persons, Congress thought they had
a sufficient public trading interest to be put “on the
gsame regulatory level as listed securities so far as the
reglstration, reporting, proxy and insider—-trading pro-
visions .,. (the disclosure criented provisions) are con-
cerned.” ¥. L. LOSS5, SECURITIES REGULATICON 2712 (Supp.
1969}, And HASD's gathering and dissemination of current
data on trading done via NASDAQ should dovetail with
federally required disclesure provisions to help promote
a fair and informed over-the-counter market. Even now
the NASD is working with the Commission to devise regula-
tions appropriate for SEC adoption to require issuers of

light
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will be the operator of the NASDAQ System,"™ Id. The
method of selecting the systems operator an¢ Indeed the
RPP itself had been discussed with the SEC staff, for ex-
ample during January 1968,

Yet, the Rule==focusing on problems of limitation
of access to the system--left undisturbed the terms on which 7
the NASD had cheosen Bunker-Rampo to serve as the system ’
operatoer, In material part; the Rule reguires that:

"[NASD's] rules shall also provide a fair and
orderly proceduore with respect to the determin-
ation of whether any customer or issuer or broker
or dealer may be excliuded or limifed ir respect
of requested access to such system (of securjties
quotations] ...." (Emphasis supplied.)

- Approval by the SEC of each key NASDAQC step was o
deemed important not only by BASD but also to petential .
system operators:

“The attitude of the SEC with regard to the
functional specifications of NASDAQ is also of
vital concern to the organizations that are now
conzidering whether they should submit a bhid to
the Asscciation to operate the gystem. Bidders
will be offering to commit an estimated eight
to ten million dollar investment into the system,
Their willingness to risk this capital will be
based on the NASD's projections in the RFP as
well as their own assessment of the number of
firms that will subsacribe. Most of the potential
pidders, as well as the NASD, are well aware that
the threat of a change in any one of the key
specifications .., can drastically change the
marketability of the system.“ Doc, # NASD=1D,
at p. 3.

3. Beyond informal consultation, the SEC has
formally considered and passed upon key NASD strictures
that bear on NASDAQ. The Securities Acts Amendments of
1964 specified, bear in mind, that NASD may not remain
"regiastered as a national securities association upless
it appears to the Commission that* NASD has designed rules
"to promote orderly procedures for collecting and publish-
ing quotations.™ In compliance with this statutory mandate,
HASD promulgated Article XVI to ite By-Laws, and S$chedule D
specifying NASDAQ's governing rules.
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Procedurally, section 15A{3) of the 1934 Act re-
gquires that HASD

"shall file with the Commission . . . any changes
in or additions to the tules cof the asscociation
. « +« .+ Any change in or addition to the rules

. . shall take effect upon the thirtieth day after
the filing of a copy thereof with the Commission
- « « unless the Commiasion zhall enter an order
disapproving such change or addition; and the
Commission shall enter such an order unless such
change or addition appears to the Commission to
be consistent with the requirements of . . .
{the registration provisions]."

g In accordance with these provisions, and follewing
. consultations with the Commission., NASD filed its By-Law

I Article XVI and Schedule D and requested acceleration of

| effectiveness to cut down the thirty~day period. ARy letter
of January B, 1969 addressed to Mr, Richard B. Walbert, WASD

President, Irving M, Pollack, Director of the SEC's Division

of Trading and Markets, advised that:

"This is with reference to the various amend-
ments to the by-laws of the Association and new
Schedule D, adopticon of which has been authorized
by the NASD Board of Governors upon effectiveness
of the by-law amendments and adoption of Rule
15A1-2 under the Exchange Act, which have been
filed by the Association with the Commission pur-
guant te Section 15a(j) of the Act.

"The Commission congidered the proposned by-law
amendments and Schedule D on December 16, 1968 and
found them to be consistent with applicable re-
quirements of the Act and authorized acceleration
of their cffective date in accordance with your
request.,  The Commission has alsc determined that
theee rule changes would be caneistent with the
requirements of Rule 15A4{~-2 previously adopted
on December 16, 1968,

Simlilarly, separate amendments to Article XVI and Schedule
O were filed on April 4 and Qctober 3, 1969 and NASD was
advined that the amendments were considered py the Com=
mission on April 14 and October 15, respectively, that they
were found consistent with the Act, and that their effect-
iveness was accelerated as requested. (Ancther amendment
was filed June 5, 1970; as of this writing, ne notice has
vet been received as to Commission action.)
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4. All these factors bear on application here

of the Excﬂgnqe Act's section li{a) {n)=-«the so=called
Maloney Act under which the NASD functions:

"If any provision of this section is in con=-
flict with any provisicn of any law of the United

States in force on the date this section takes
effect, the provision of this section shall prevajl.*

| VIl
QTHER DOCUMENTS

: Finally, in response to your Question #%, enclosed
; are Docs, § NASD- through » Which together with other
documents previously referred to, should COMPrise papers
called for from NASD,

vVery sincerely,
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