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Notice to Members 97-89

Executive Summary

On November 4, 1997, in Release
No. 34-39294, the Securities and
Exchange Commission (SEC or
Commission) approved new National
Association of Securities Deders,
Inc. (NASD®) Rule 2350, which
specifies requirements applicable to
broker/dealers operating on the
premises of financial institutions
(Bank Broker/Dedler Rule or Rule).!
The new Rulewill be effective on
February 15, 1998. This Notice con-
tains questions and answersto assist
membersin complying with the new
Rule. Thetext of the new Rule and
the Federal Register version of the
SEC Release are attached.

Questions concerning this Notice
should be directed to R. Clark Hooper,
Senior Vice President, Office of
Disclosure and Investor Protection,
NASD Regulation, Inc., at (202) 728
8325, or Mary N. Revell, Associate
Genera Counsdl, Office of Generd
Counsd, NASD Regulation™, at
(202) 728-8203. Questions concern-
ing the SEC’s approval order should
be directed to the SEC's Office of

I nterpretations and Guidance, at
(202) 942-0069.

Background

The NASD initialy published the
Bank Broker/Dealer Rule for mem-
ber comment in NASD Notice to
Members 94-94. The proposed Rule
was revised substantially in response
to the 284 comment | etters that were
received. The proposed Bank Bro-
ker/Deder Rule wasfiled for gpproval
with the SEC on December 28, 1995
(original proposal or origind pro-
posed Bank Broker/Dedler Rule).2

The SEC published notice of the pro-
posed Bank Broker/Dedler Rule and
three amendmentsto the Rulein the
Federal Register in March, 1996
(March Federal Register Release) 2
The SEC received 98 comment |etters
ontheorigina proposal. About one-

third of the comment |etters expressed
support for the proposal. While afew
commenters supported the proposal as
published, most were generdly sup-
portive of the proposal’s goals but
suggested modifications to the pro-
posed Rule. Morethan hdf of the
commenters opposed someor all of
the provisions of the original proposal.

Amendment No. 4, which wasfiled
with the SEC on March 24, 1997,
responded to these comments and
substantially revised the origina pro-
posal. Among other things, Amend-
ment No. 4: (1) deleted the provision
restricting the use and release of con-
fidential financial information; (2)
deleted the provision governing com-
pensation of unregistered persons;
and (3) revised the provisions regard-
ing setting and communications with
the public.# See Notice to Members
97-26 for acomplete description of
therevisions.

Amendment No. 5 to the Bank Bro-
ker/Dedler Rule was submitted to the
SEC on July 17, 1997.5 The purpose
of thisamendment was to respond to
the 11 public comments received by
the SEC in response to publication in
the Federal Register of Amendment
No. 4. Several technical changes
were made to the Rule language to
make the Rule clearer, less ambigu-
ous, and more in accord with the
standards set forth in the 1994 Intera-
gency Statement on Retail Sales of
Nondeposit Investment Products
issued by the banking regulators.

Thetext of the new Ruleis set forth
below. For acomplete description of
the new Rule, members should
review in detal the attached Federal
Register version of the SEC Release.

Questions And Answers

Included bel ow are questions and
answersto provide guidance to mem-
bers on compliance with the new
Bank Broker/Dedler Rule.
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Applicability

Question #1: The Rule appliesonly
to “ broker/dealer services conducted
by members on the premises of
financial ingtitutions where retail
deposits aretaken.” What financial
institutions are encompassed by the
Rule? What is meant by “the
premises of afinancial ingtitution
whereretail deposits are taken” with-
in the meaning of paragraph (a) of
the Rule?

Answer: Paragraph (b)(1) of the
Rule defines a“financial institution”
asafedera or state-chartered bank, a
savings and |oan association, a sav-
ings bank, a credit union, and the
required service corporations of such
ingtitutions. The phrase “premises....
whereretail deposits are taken” gen-
erally means an area of afinancial
institution where the public (or mem-
bers, in the case of acredit union)
can access the deposit services of the
institution. It does not, however,
include areas of afinancia institution
that are physically separate from the
retail deposit-taking area, e.g., abro-
ker/dedler operating in separate office
space on ancther floor or in another
part of the same building (even if the
building is owned or primarily occu-
pied by thefinancia institution) and
having no physical presence on the
premises of the financia ingtitution
whereretail deposits are taken or
office space that is not generdly
accessible to the public without an
appointment, such asalocation
where trust or private banking ser-
vicesare provided. Anareamay be
considered physically separate even
though entry through acommon
building lobby or an exterior
entrance is permitted.

Question #2: What type of presence
isrequired to be deemed to be con-

ducting broker/dedler services on the
premises of the financial institution?

Answer: The Rule appliesonly
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where broker/dealer services are con-
ducted either in person, over thetele-
phone, or through any other
€lectronic medium, on the premises
of afinancial institution where retail
deposits are taken, by a broker/dealer
that has a physical presence on those
premises. Thus, for example, the
Rule would apply in the following
situations:

* abroker/dealer opens an account
for a customer when both are present
on the premises of afinancial institu-
tion;

» afinancia ingtitution customer
places atelephone call from outside
the premises to a broker/dealer |ocat-
ed on the premises,

* acustomer calls abroker/desler
from atelephone at a broker/dedler’s
desk located on the premises or from
atelephone dedicated to or identified
asfor use only to contact the bro-
ker/dedler; or the broker/dedler is
aware that the customer is contacting
the broker/dedler viatelephone or
other electronic medium on the
premises of afinancial institution
whereretail deposits are taken.

The Rule would not apply, however,
when a customer |located on the
premises of afinancial institution
callsabroker/dedler located off the
premises from atelephone located in
the financial institution that is not
dedicated to the broker/dedler (i.e., a
regular pay phone), and the
broker/dedler is not aware that the
customer is calling from the premises
of afinancia ingtitution.

Question #3: If amember has many
branch offices, some of which are
located on the premises, and some of
which are not, does the Rule apply to
al of the firm’'s branches?

Answer: No; the Rule appliesonly
to broker/deal er services conducted
on the premises of afinancial institu-

tion where retail deposits are taken.
Therefore, the Rule would apply only
to those branch offices that meet this
description and only to accounts
opened at those branches.

Setting

Question #4: Paragraph (c)(1) of the
Rule requires that sales of non-
deposit products should be conducted
in aphysicaly distinct location wher-
ever practical. What does that mean
with respect to (a) kiosks and (b)
Automated Teller Machine (ATM)
screens?

Answer: The Rule recognizes that
sales of non-deposit products should
be conducted in aphysicaly distinct
location wherever practical. Inall
situations, including those where a
physically distinct location is not
practical, the location must be identi-
fied in amanner that clearly distin-
guishesthe broker/dealer services
from the activities of the financial
institution, and the member’s name
must be clearly displayed in the area
in which the member conductsits
broker/deder services. Indeed, when
amember isunableto achieve ided
physical distinction between member
activities and the financid institu-
tion’sretail deposit-taking area, the
member must pay particular attention
to signage in order to eliminate cus-
tomer confusion and misidentifica-
tion.

The Rule imposes the same standards
on broker/dealers as areimposed on
financial ingtitutions by the Intera-
gency Statement on Retail Sales of
Nondeposit Investment Products
issued by the banking regulators on
February 15, 1994 (Interagency
Statement). In particular, in regard to
setting, the Interagency Statement
imposes the following requirements:

Sdlling or recommending nonde-

posit investment products on the
premises of adepository institu-
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tion may give the impression that
the products are FDIC-insured or
are obligations of the depository
ingtitution. To minimize cus-
tomer confusion with deposit
products, sales or recommenda:
tions of nondeposit investment
products on the premises of a
depository ingtitution should be
conducted in aphysica location
distinct from the areawhere retail
deposits are taken. Signsor other
means should be used to distin-
guish the investment sales area
from theretail deposit-taking area
of theinstitution. However, in the
limited situation where physical
considerations prevent sales of
nondeposit products from being
conducted in adistinct area, the
institution has a heightened
responsihility to ensure appropri-
ate measures are in place to mini-
mize customer confusion.

The NASD intends to work closely
with the banking regulators to ensure
that NASD interpretations and
requirements applicable to
broker/deal ers conducting business
on the premises of afinancia ingtitu-
tion are consistent with interpreta-
tions and requirements applied to
financia ingtitutions by banking reg-
ulators, and will issue interpretations
or propose rule amendments to notify
members of any changes.

(a) Kiosks. Kiosks or windows oper-
ated by asingle personin apublic
place, such as asupermarket, require
very specia attention to avoid confu-
sionto the public. The difficulties of
operating such settings may be
resolved if the member exercises
exceptiona caution and adopts spe-
cific operational and signage controls
designed to avoid customer confu-
sion and to distinguish the member’s
operations from those of the financial
institution. Additional training and
supervision of personnel at kiosks

may be necessary and appropriate to
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make sure that customer confusion
does not occur.

(b) ATM machines. Paragraph (c)(1)
of the Rule requires that the location
where the member operates must be
identified in a manner that clearly
distinguishes the member’s services
from the activities of the financial
ingtitution. While the Rule does not
specifically address services provid-
ed by computer termina or ATM,
this requirement may be satisfied by
displaying the member’s name on the
first ATM screen after the “invest-
ment or securities brokerage” option
is chosen by the customer, and, when
the customer first entersthe * pages’
that involve the member’s services,
by displaying on the screen the dis-
closures required by paragraph
(©(3)(A) or (c)(4)(C) of the Rule.

Question #5: May the member use
directional signsin the deposit-taking
areato help customers find the loca-
tion where broker/desler services are
provided?

Answer: Thereisno prohibition
againgt directional signsregarding
broker/dedler servicesin the deposit-
taking area, so long asthe sighage
meets the other requirements of the
Rule and other NASD rulesrequiring
accurate information that is not mis-
leading under the circumstancesin
which it is used. The member should
discuss with the bank where direc-
tional signage should be placed. If
necessary, the bank could consult
with the appropriate federal banking
regulator regarding location and con-
tent.

Question #6: May amember enter
into an arrangement with afinancia
institution whereby ateller can
accept customer depositsinto abro-
kerage account of the member?

Answer: No. Such an arrangement
would violate the requirement that
the member’s broker/dealer services

be conducted in a physical location
distinct from the areain which the
financia institution’s retail deposits
aretaken. The member may want to
addressthisissuein its agreement
with the financia institution, which
could contain a provision requiring
thefinancial ingtitution to instruct its
tellersto direct customers who want
to make such adeposit to the mem-
ber’slocation on the premises. A
member may enter into an arrange-
ment with afinancial institution,
however, in which cash deposited
into a bank account is automatically
swept into amoney market fund or a
brokerage account.

Customer Disclosure And Written
Acknowledgment

Question #7: A member isrequired
by paragraph (c)(3)(B) of the Ruleto
make reasonable efforts to obtain
from each customer, during the
account opening process, awritten
acknowledgment of therequired dis-
closures. What is the meaning of
“during the account opening pro-
cess’?

Answer: The account opening pro-
cess commences at the time of the
first contact between the member and
the customer. Written documentation
may be sent to the customer by the
member after the account is opened.
Even in the case of accounts opened
in person, a customer may wish to
bring the disclosure document home
for acareful reading. During this
process, the member should make
reasonabl e efforts to obtain the
acknowledgment.

Question #8: What constitutes rea
sonable efforts to obtain the required
acknowledgment?

Answer: Because some customers
may be reluctant to provide the writ-
ten acknowledgment at the time the
account is opened (or, indeed, at any
time), the Rule does not mandate that
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the acknowledgment be obtained; the
Rule does, however, require that the
member make reasonabl e efforts to
obtainit. Reasonable efforts should
include contacting the customer by
telephone, mail, or electronic means
to encourage the customer to return
the written acknowledgment of dis-
closures. If such efforts are unsuc-
cessful, the member is not required to
close the account. (Compare
approach in connection with obtain-
ing suitability information under
NASD Rules 2310(b) and 3110,
where the member is required to
make reasonable efforts to obtain a
customer’s information and is not
required to close the account if the
information is not obtained.)

In the order approving the Rule, the
SEC specifically addressed thisissue.
In particular, the Commission stated
thefollowing:

The disclosures required by the
rule, and the written acknowledg-
ment of disclosures obtained pur-
suant to therule, are intended to
assist investorsin making invest-
ment decisions based on a better
understanding of the distinctions
between insured deposits and
uninsured securities products.
Although the rule requires only
that members “make reasonable
efforts’ to obtain written cus-
tomer acknowledgment of the
required disclosuresin the
account opening process, the
Commission expects membersto
obtain such written acknowledg-
ment in all but rare circumstances
(e.g. when a customer refusesto
sign the acknowledgment). Itis
anticipated that, asisthe case
today, many firmswill provide
these disclosuresin the new
account opening form which,
when signed by the customer,
congtitutes written acknowledg-
ment. The Commission believes
that in the rare circumstances
where acknowledgment is not
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obtained, heightened supervisory
procedures would be necessary.
Reasonabl e supervisory proce-
dures would include procedures
for the registered representative
receiving approval from the
member’s compliance department
prior to opening the account, and
documenting that the customer
has refused to sign the written
acknowledgment of such disclo-
sure.

We have confirmed with SEC staff
our understanding of the meaning of
thislanguage. To the extent the
approval order imposes an obligation
beyond the requirement in the Rule
to make reasonable efforts to obtain
written acknowledgment of the
required disclosures, the obligation
must be enforced as agenerd failure
to establish and maintain supervisory
procedures that are designed to
achieve compliance with applicable
securities laws and NASD rules,
including the Bank Broker/Dealer
Rule, under NASD Rule 3010, rather
than asaviolation of the Bank Bro-
ker/Dedler Rule. Examinations
wherein member compliance with
the Bank Broker/Dedler Rule are
reviewed will be conducted, and con-
Sideration of potential disciplinary
action will be undertaken, consistent
with this understanding.

Question #9: What condtitutes a
written acknowledgment of the
required disclosures?

Answer: It can be substantially
identical to the statement described
inthe Interagency Statement: a State-
ment, signed by the customer,
obtained during the account opening
process, acknowledging that the cus-
tomer hasreceived and understands
the disclosure. It does not have to be
set forth in a separate document, with
aseparate signature, but can, for
example, be included in the mem-
ber’s account opening documentation

aslong asthe disclosureis conspicu-
ous and near the signature line.

Communications With The Public

Question #10: Paragraph (c)(4)(A)
requires all member confirmations
and account statements to indicate
clearly that the broker/dealer services
are provided by the member. Would
amember be required to provide this
disclosure to customers for accounts
opened off the premises of afinancia
institution where retail deposits are
taken?

Answer: No. Paragraph (c)(4)(A)
does not apply to customer confirma-
tions or customer statements reflect-
ing transactions in customer accounts
opened off thefinancia institution’s
premiseswhereretail deposits are
taken. If broker/desler servicesare
conducted by members on the
premises of afinancia ingtitution
whereretail deposits are taken, as
clarified in answers to Questions #1
and #2, then indication that the
investment banking or securities
businessis provided by the member
broker/deal er must be prominently
indicated on the face of the customer
confirmation and on the face of the
customer statement. Thereisno pre-
scribed language, format or type size,
but an investor should be able to
clearly view the information on the
documents.

Notifications Of Terminations

Question #11: Paragraph (c)(5)
requires amember to provide prompt
notification to the financial institution
of the termination for cause of any of
its associated persons who are
employed by the financia ingtitution.
How may this notification be provid-
ed?

Answer: A copy of Form U-5 may
be used for the notice of termination.
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Text Of New Rule

(Note: all languageis new.)

2350. Broker/Dealer Conduct on the
Premisssof Financial | ngtitutions

(a) Applicability

This section shall apply exclusively
to those broker/deal er services con-
ducted by members on the premises
of afinancial ingtitution where retail
deposits are taken. This section does
not ater or abrogate members' obli-
gations to comply with other applica-
ble NASD rules, regulations, and
requirements, nor those of other reg-
ulatory authorities that may govern
members operating on the premises
of financia ingtitutions.

(b) Definitions

(1) For purposes of this section, the
term “financial institution” shall
mean federa and state-chartered
banks, savings and |oan associations,
savings banks, credit unions, and the
service corporations of such institu-
tionsrequired by law.

(2) “Networking arrangement” and
“brokerage affiliate arrangement”
shall mean a contractual or other
arrangement between a member and
afinancia ingtitution pursuant to
which the member conducts
broker/dedler servicesfor customers
of thefinancia institution and the
general public on the premises of
such financid ingtitution where retail
deposits are taken.

(3) “Affiliate” shall mean acompany
that controls, is controlled by, or is
under common control with amem-
ber asdefined in Rule 2720.

(4) “Broker/dedler services’ shall
mean the investment banking or
securities business as defined in para-
graph (o) of Articlel of the By-
Laws.
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(c) Standardsfor Member Conduct

No member shall conduct
broker/dedler services on the premis-
esof afinancia institution where
retail deposits are taken unlessthe
member compliesinitially and con-
tinuoudly with the following require-
ments:

(1) Setting

Wherever practica, the member’s
broker/dedler services shall be con-
ducted in aphysical location distinct
from the area in which the financial
institution’s retail deposits are taken.
In al situations, members shall iden-
tify the member’s broker/desler ser-
vicesin amanner that is clearly
distinguished from the financia insti-
tution’sretail deposit-taking activi-
ties. The member’s name shal be
clearly displayed in the areain which
the member conducts its broker/deal-
er services.

(2) Networking and Brokerage
Affiliate Agreements

Networking and brokerage affiliate
arrangements between a member and
afinancia ingtitution must be gov-
erned by awritten agreement that
setsforth the responsibilities of the
parties and the compensation
arrangements. The member must
ensure that the agreement stipulates
that supervisory personnel of the
member and representatives of the
Securities and Exchange Commis-
sion and the Association will be per-
mitted access to the financial
institution’s premises where the
member conducts broker/deal er ser-
vicesin order to inspect the books
and records and other relevant infor-
mation maintained by the member
with respect to its broker/dealer ser-
vices.

(3) Customer Disclosureand
Written Acknowledgment

At or prior to the time that a cus-
tomer account is opened by amem-
ber on the premises of afinancia
institution where retail deposits are
taken, the member shall:

(A) disclose, orally and in writing,
that the securities products purchased
or sold in atransaction with the
member:

(i) are not insured by the Federal
Deposit Insurance Corporation
(“FDIC");

(if) are not deposits or other obliga
tions of the financial institution and
are not guaranteed by the financia
institution; and

(iii) are subject to investment risks,
including possible loss of the princi-
pal invested; and

(B) make reasonable efforts to obtain
from each customer during the
account opening process awritten
acknowledgment of the disclosures

required by paragraph (c)(3)(A).

(4) Communicationswith the
Public

(A) All member confirmations and
account statements must indicate
clearly that the broker/deder services
are provided by the member.

(B) Advertisements and sales litera
ture that announce the location of a
financia institution where
broker/dedler services are provided
by the member or that are distributed
by the member on the premises of a
financial institution must disclose
that securities products: are not
insured by the FDIC; are not deposits
or other obligations of the financia
institution and are not guaranteed by
the financiad institution; and are sub-
ject to investment risks, including
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possibleloss of the principal invest-
ed. The shorter, logo format
described in paragraph (c)(4)(C) may
be used to provide these disclosures.

(C) Thefollowing shorter, logo for-
mat disclosures may be used by
members in advertisements and sales
literature, including material pub-
lished, or designed for use, inradio
or television broadcasts, Automated
Teller Machine (“ATM™) screens,
billboards, signs, posters, and
brochures, to comply with the
requirements of paragraph (c)(4)(B),
provided that such disclosures are
displayed in a conspicuous manner:

e Not FDIC Insured
* No Bank Guarantee
* May Lose Vaue

(D) Aslong asthe omission of the
disclosures required by paragraph

NASD Notice to Members 97-89

(9)(4)(B) would not cause the adver-
tisement or salesliterature to be mis-
leading in light of the context in
which the material is presented, such
disclosures are not required with
respect to messages contained in:

« radio broadcasts of 30 seconds or
less,

» electronic signs, including bill-
board-type signsthat are electronic,
time, and temperature signs and tick-
er tape signs, but excluding messages
contained in such media as televi-
sion, on-line computer services, or
ATMs; and

* Sgns, such asbanners and posters,
when used only aslocation indicators.

(5) Notifications of Terminations
The member must promptly notify

the financial institution if any associ-
ated person of the member who is

employed by the financial ingtitution
isterminated for cause by the mem-
ber.

Endnotes

1 See Release No. 34-39294 (November 4,
1997), 62 F.R. 60542 (November 10, 1997)
(SEC Release).

2 See File No. SR-NASD-95-63; NASD
Notice to Members 96-3 (January 1996).

3 See Release No. 34-36980 (March 15,
1996), 61 F.R. 11913 (March 22, 1996).

4 See Release No. 34-38506 (April 14, 1997),
62 F.R. 19378 (April 21, 1997), requesting
commentsby May 12, 1997.

5 Seeletter from Mary N. Revell, Assistant
General Counsel, NASD Regulétion, to
Belinda Blaine, Associate Director, SEC,
dated July 17, 1997.

© 1997, National Association of Securities
Dealers, Inc. (NASD). All rights reserved.
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