June 27, 2000

Kaherine A. England

Assgant Director

Divison of Market Regulation
Securities and Exchange Commission
450 Fifth Street, N.W.

Washington, D.C. 20549-1001
Mail Stop 10-1

Re  FileNo. SR-NASD-00-40 - Mandatory Decimdization Pricing Testing
Dear Ms. England:
Pursuant to Rule 19b-4, enclosed please find the above-numbered rule filing. Also

encosed isa 3-/2" disk containing the rule filing in Microsoft Word 7.0 to facilitate
production of the Federd Register release.

If you have any questions, please contact Kosha K. Dad, Office of Generd
Counsdl, NASD Regulation, Inc., a (202) 728-6903; e-mail Kosha.Dald @nasd.com. The
fax number of the Office of Generd Counsdl is (202) 728-8264.

Very truly yours,

Alden S. Adkins
Senior Vice President
and Generd Counsd
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1. Text of Proposed Rule Change

@ Pursuant to the provisions of Section 19(b)(1) under the Securities Exchange Act of
1934 (“Act”), the National Association of Securities Deders, Inc. (“NASD” or “Association”), through
itswholly owned subsidiary, NASD Regulation, Inc. (“NASD Regulation”), isfiling with the Securities
and Exchange Commission (“SEC” or “Commission”) a proposed rule change to require clearing firms
and market makers that are members of the NASD to conduct or to participate in the testing of their
computer systems to ascertain decima pricing conversion compatibility of those sysems. Beow isthe
text of the proposed rule change. Proposed new language is underlined.

Rule 3420. Mandatory Decimal Pricing Testing.

() Clearing firms and market makers of the Association must conduct or participate in the

testing of their computer sysems to ascartain decima pricing conversion compatibility of such sysemsin

such manner and frequency as the Association may prescribe.

(b) Every dearing firm and market maker required by the Association to conduct or participate

in testing of computer systems shall provide to the Association such reports rdating to the testing as the

Association may prescribe.

(c) Clearing firms and market makers shall maintain adegquate documentation of tests required

pursuant to this Rule and the results of such testing for examination by the Association.

(b) Not applicable.

(© Not applicable.
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2. Procedures of the Sdf-Regulatory Organization

@ The proposed rule change was approved by the Executive Committee of the Board of
Governors of NASD at its meeting on June 26, 2000, which authorized the filing of the rule change with
the SEC. The Nasdaq Stock Market has been provided an opportunity to consult with respect to the
proposed rule change, pursuant to the Plan of Allocation and Delegation of Functions by the NASD to
its Subsidiaries. No other action by the NASD is necessary for thefiling of the proposed rule change.
Section 1(a)(ii) of Article VII of the NASD By-Laws permits the NASD Board of Governorsto adopt
NASD Rules or amendments to NASD Rules without recourse to the membership for gpprova.

(b) Quedtions regarding thisrule filing may be directed to Kosha K. Ddd, Assstant Genera
Counsd, NASD Regulation, Office of Generd Counsd, at (202) 728-6903.

3. Sdf-Regulatory Organization's Statement of the Purpose of, and Statutory Basis for,
the Proposed Rule Change

(& Purpose

The purpose of the proposed rule change isto require clearing firms and market makersthat are
members of the NASD to conduct or participate in the securities industry’ s decimdization pricing tests
to ensure that conversion to decima pricing occurs successfully and with minima disruption of the

markets." The proposed rule change will implement the SEC’'s Order Directing the Exchanges and

! The current practicein the U.S. equities marketsis to quote security pricesin fractions. Decimalizationisthe

conversion of securitiesindustry systems from fractional to decimal pricing. The U.S. securities markets are the only
major markets that do not price securitiesin decimals.
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NASD to Submit a Decimalization Implementation Plan? (“ SEC Order”), which directs certain
securities industry participants to develop a plan for converson to decimd pricing. The NASD bdieves
that the proposed rule change which mandates testing by and among securities industry participants will
play acriticd role in ensuring a successful conversion to decimal pricing.

To ensure that its members successfully trangition to decimdization, the NASD has been
working to prepare the industry for conversion to decimd pricing by requiring testing by and among
industry participants.

In particular, the testing by and among industry participants mandated by the proposed rule
change will be criticd to: (1) ensuring compliance with the SEC Order; (2) successfully converting the
U.S. market to decimd pricing; (3) minimizing any disruption to the markets as aresult of such
conversion; and (4) reducing the impact of converson on investors.

The proposed rule change provides authority to the NASD to require participation in organi zed,
industry-sponsored tests, and to require “ point-to-point” testing between member firms and the NASD
and other indugtry systems. The decimalization testing is expected to be implemented in stages.

Member testing will focus on those firms that the NASD believes could cause the most
disruption to the securities markets if their computer systems were not able to accommodate decimal
pricing—specificdly dearing firms and market making firms. The NASD proposes to require market
makers and clearing firms to conduct or participate in testing of their computer systems to ascertain the

decimd pricing conversion compatibility of such systems.
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In connection with the proposed rule change, the NASD intends to issue Notices to Members
gpecifying members' reporting and testing obligations sufficiently in advance of specific testing eventsto
provide members with adequate time to comply. Whileit is expected that each Notice to Members will
be issued with sufficient time for members to comply with a particular testing requirement, nothing in this
rule relieves member firms of their ongoing obligation to take al necessary steps o that they may
function properly upon industry conversion to decima pricing.

In addition, the proposed rule change requires firms to provide the NASD with any reports
concerning the results of industry tests. Members aso would be responsible for maintaining adequate
documentation of any tests performed and would be required to make such documentation available for
examination by the NASD gaff.

To assst with reporting test results to the NASD, the staff will design a standardized format for
firmstouse. Individud member firm testing result reports will not be publicly avallable, but will be
provided to the Securities and Exchange Commission upon request. However, the NASD staff will
collect, review and anayze these reports and compile periodic consolidated reports that will be made
available to the Securities and Exchange Commission and to others generdly to evauate the progress of
the testing effort and the readiness of certain NASD members. In addition, the NASD believesthat the
individua reports from members will enable the NASD to identify those members that have not

adequately prepared for decimal pricing conversion so that appropriate action can be taken to address

2 SEC Release No. 34-42360, January 28, 2000, Order Directing the Exchanges and NASD to Submit a
Decimalization Implementation Plan.
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these members deficiencies. Any member that is subject to testing and fails to participate in the tests or
failsto file any required reports or surveys will be subject to disciplinary action.

(b) Statutory Basis

NASD Regulation believes that the proposed rule change is consstent with the provisions of
Section 15A(b)(6) of the Act, which requires, among other things, that the Association’s rules must be
designed to prevent fraudulent and manipulative acts and practices, to promote just and equitable
principles of trade, and, in generd, to protect investors and the public interest. The NASD believes that
the proposed rule is necessary to protect investors and the public interest. The proposed rule change,
which requires certain members to conduct or participate in decimd pricing testing, and to file reports
about the tests, will enable the NASD and the SEC to eva uate the readiness of the securities industry
for decimd pricing. The scope of firms subject to the rule is limited to those firms that perform critica
functionsin the markets and if they were unable to perform these functions upon industry conversion to
decima pricing, could cause disruptions in the markets and, consequently, harm investors.

4. Sdf-Regulatory Organization's Statement on Burden on Competition

NASD Regulation does not believe that the proposed rule change will result in any burden on
competition that is not necessary or gppropriate in furtherance of the purposes of the Act, as amended.

5. Sdf-Regulatory Organization's Statement on Comments on the Proposed Rule
Change Recelved from Members, Participants, or Others

Written comments were neither solicited nor received.

6. Extenson of Time Period for Commisson Action

Not applicable.
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7. Basis for Summary Effectiveness Pursuant to Section 19(b)(3) or for Accderated
Effectiveness Pursuant to Section 19(b)(2)

The proposed rule change is designated as stated policy, practice or interpretation with respect
to the meaning, adminigration or enforcement of an existing rule, thereby qudifying it to be effective
upon filing with the Commission pursuant to Section 19(b)(3)(A) of the Act and paragraph (f)(1) of
Rule 19b-4 thereunder.

8. Proposed Rule Change Based on Rules of Another Self-Regulatory Organization or of  the
Commission

Not applicable.
0. Exhibits

1. Completed notice of proposed rule change for publication in the Federal Regigter.

Pursuant to the requirements of the Securities Exchange Act of 1934, NASD Regulation has

duly caused thisfiling to be Sgned on its behdf by the undersigned thereunto duly authorized.

NASD REGULATION, INC.

BY:

Alden S. Adkins, Senior Vice President and
Generd Counsd

Date: June 27, 2000
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EXHIBIT 1

SECURITIES AND EXCHANGE COMMISSION
(Release No. 34- | ]; File No. SR-NASD-00-40)
Sdf-Regulatory Organizations, Notice of Filing and Immediate Effectiveness of Proposed Rule Change
by National Association of Securities Dedlers, Inc. Relating to Mandatory Decimad Pricing Testing

Pursuant to Section 19(b)(1) of the Securities Exchange Act of 1934 (“Act”)* and Rule 19b-4
thereunder,” notice is hereby given that on , the National Association of
Securities Deders, Inc. (“NASD”), through its wholly owned subsidiary, NASD Regulation, Inc.
(“NASD Regulation”) filed with the Securities and Exchange Commission (*SEC” or “Commisson”) the
proposed rule change as described in Items 1, 11, and 111 below, which Items have been prepared by
NASD Regulation. NASD Regulation has designated the proposed rule change as stated policy,
practice or interpretation with respect to the meaning, adminigtration or enforcement of an exigting rule,
thereby quaifying it to be effective upon filing with the Commission pursuant to Section 19(b0(3)(A) of
the Act and paragraph (f)(1) of Rule 19b-4 thereunder®. The Commission is publishing this notice to

solicit comments on the proposed rule change from interested persons.

! 15 U.S.C. 785(b)(2).
2 17 CFR 240.190-4.

8 17 CFR § 240.19b-4
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SELF-REGULATORY ORGANIZATION'S STATEMENT OF THE TERMS OF
SUBSTANCE OF THE PROPOSED RULE CHANGE

NASD Regulation is proposing to add a new rule, Rule 3420, to the Conduct Rules of the
National Association of Securities Dedlers, Inc. (*“NASD” or “Association”), to require clearing firms
and market makers that are members to conduct or participate in the testing of their computer systems
to ascertain decimd pricing converson competibility of those sysems. Below isthe text of the
proposed rule change. Proposed new languageisin itdics; proposed deletions are in brackets.

Rule 3420. Mandatory Decimal Pricing Testing.

(a) Clearing firms and market makers of the Association must conduct or participate in the

testing of their computer sysems to ascartain decima pricing converson compatibility of such sysemsin

such manner and frequency as the Association may prescribe.

(b) Every clearing firm and market maker required by the Association to conduct or participate

in testing of computer systems shall provide to the Association such reports rdating to the tesing as the

Association may prescribe.

(c) Clearing firms and market makers shdl maintain adequate documentation of tests required

pursuant to this Rule and the results of such testing for examination by the Association.

1. SELF-REGULATORY ORGANIZATION'S STATEMENT OF THE PURPOSE OF,
AND STATUTORY BASS FOR, THE PROPOSED RULE CHANGE

Initsfiling with the Commisson, NASD Regulation included statements concerning the purpose
of and basis for the proposed rule change and discussed any comments it received on the proposed rule

change. Thetext of these satements may be examined at the places specified in Item |V below.
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NASD Regulation has prepared summaries, set forth in Sections (A), (B), and (C) below, of the most
sgnificant aspects of such satements.

(A)  Sdf-Regulatory Organization's Statement of the Purpose of, and Statutory Basis for, the
Proposed Rule Change

(& Purpose

The purpose of the proposed rule change isto require clearing firms and market makersthat are
members of the NASD to conduct or participate in the securities industry’ s decimdization pricing tests
to ensure that conversion to decima pricing occurs successfully and with minima disruption of the
markets.* The proposed rule change will implement the SEC's Order Directing the Exchanges and
NASD to Submit a Decimalization Implementation Plan® (* SEC Order”), which directs certain
Securities industry participants to develop a plan for converson to decimd pricing. The NASD believes
that the proposed rule change which mandates testing by and among securities industry participants will
play acriticd role in ensuring a successful conversion to decima pricing.

To ensure that its members successfully trangtion to decimdization, the NASD has been
working to prepare the industry for conversion to decimd pricing by requiring testing by and among
industry participants.

In particular, the testing by and among industry participants mandated by the proposed rule

change will be criticd to: (1) ensuring compliance with the SEC Order; (2) successfully converting the

4 The current practicein the U.S. equities marketsisto quote security pricesin fractions. Decimalization isthe

conversion of securitiesindustry systems from fractional to decimal pricing. The U.S. securities markets are the only
major markets that do not price securitiesin decimals.
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U.S. market to decimd pricing; (3) minimizing any disruption to the markets as aresult of such
converson; and (4) reducing the impact of converson on investors.

The proposed rule change provides authority to the NASD to require participation in organi zed,
industry-sponsored tests, and to require “ point-to-point” testing between member firms and the NASD
and other indugtry systems. The decimalization testing is expected to be implemented in stages.

Member testing will focus on those firms that the NASD believes could cause the most
disruption to the securities markets if their computer systems were not able to accommodate decimal
pricing—specificdly dearing firms and market making firms. The NASD proposes to require market
makers and clearing firms to conduct or participate in testing of their computer systems to ascertain the
decimd pricing conversion compatibility of such sysems.

In connection with the proposed rule change, the NASD intends to issue Notices to Members
gpecifying members' reporting and testing obligations sufficiently in advance of specific testing eventsto
provide members with adequate time to comply. Whileit is expected that each Notice to Members will
be issued with sufficient time for members to comply with a particular testing requirement, nothing in this
rule relieves member firms of their ongoing obligation to take al necessary steps o that they may
function properly upon industry conversion to decima pricing.

In addition, the proposed rule change requires firms to provide the NASD with any reports

concerning the results of industry tests. Members aso would be responsible for maintaining adequate

° SEC Release No. 34-42360, January 28, 2000, Order Directing the Exchanges and NASD to Submit a
Decimalization Implementation Plan.
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documentation of any tests performed and would be required to make such documentation available for
examination by the NASD gaff.

To assst with reporting test results to the NASD, the staff will design a standardized format for
firmstouse. Individud member firm testing result reports will not be publicly available, but will be
provided to the Securities and Exchange Commission upon request. However, the NASD staff will
collect, review and anayze these reports and compile periodic consolidated reports that will be made
available to the Securities and Exchange Commission and to others generdly to evauate the progress of
the testing effort and the readiness of certain NASD members. In addition, the NASD believesthat the
individua reports from members will enable the NASD to identify those members that have not
adequately prepared for decimal pricing conversion so that appropriate action can be taken to address
these members deficiencies. Any member that is subject to testing and fails to participate in the tests or
falsto file any required reports or surveys will be subject to disciplinary action.

(b) Statutory Basis

NASD Regulation believes that the proposed rule change is consstent with the provisions of
Section 15A(b)(6) of the Act, which requires, among other things, that the Association’s rules must be
designed to prevent fraudulent and manipulative acts and practices, to promote just and equitable
principles of trade, and, in genera, to protect investors and the public interest. The NASD believes that
the proposed rule is necessary to protect investors and the public interest. The proposed rule change,
which requires certain members to conduct or participate in decimd pricing testing, and to file reports

about the tests, will enable the NASD and the SEC to eva uate the readiness of the securities industry
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for decimd pricing. The scope of firms subject to the rule is limited to those firms that perform critica
functionsin the markets and if they were unable to perform these functions upon industry conversion to
decima pricing, could cause disruptions in the markets and, consequently, harm investors.

(B)  Sdf-Regulatory Organization's Statement on Burden on Competition

NASD Regulation does not believe that the proposed rule change will result in any burden on
competition that is not necessary or gppropriate in furtherance of the purposes of the Act, as amended.

(C)  sdf-Regulatory Organization's Statement on Comments on the Proposed Rule  Change
Received from Members, Participants, or Others

Written comments were neither solicited nor recaived.

1. DATE OF EFFECTIVENESS OF THE PROPOSED RULE CHANGE AND
TIMING FOR COMMISSION ACTION

The proposed rule change is effective upon filing pursuant to Section 19(b)(3)(A)(i) of the Act
and paragraph (f)(1) of Rule 19b-4 thereunder, in that the proposed rule change is a stated policy,
practice, or interpretation with respect to the meaning, administration, or enforcement of an exigting rule.
At any time within 60 days of thisfiling, the Commisson may summarily aorogate this proposd if it
appears to the Commission that such action is necessary or gppropriate in the public interest, for the
protection of investors, or otherwise in furtherance of the purposes of the Act.

V. SOLICITATION OF COMMENTS

Interested persons are invited to submit written data, views, and arguments concerning the
foregoing. Persons making written submissions should file Six copies thereof with the Secretary,

Securities and Exchange Commission, 450 Fifth Street, N.W., Washington, D.C. 20549. Copies of the
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submission, dl subsequent amendments, dl written statements with respect to the proposed rule change
that are filed with the Commission, and al written communications relaing to the proposed rule change
between the Commission and any person, other than those that may be withheld from the public in
accordance with the provisions of 5 U.S.C. 552, will be available for ingpection and copying in the
Commission's Public Reference Room. Caopies of such filing will dso be available for ingpection and
copying at the principd office of the NASD. All submissons should refer to the file number in the
caption above and should be submitted by [insert date 21 days from the date of publication].

IT ISTHEREFORE ORDERED, pursuant to Section 19(b)(2) of the Act, that the proposed
rule change be, and hereby is, approved.

For the Commission, by the Division of Market Regulation, pursuant to delegated authority, 17

CFR 200.30-3(a)(12).

Jonathan G. Katz
Secretary



