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Hyperlinks to third-party Internet 
sites for research and other infonna­
tion is problematic for broker-dealers. 
The problem is the position of the 
NASD and the apparent position of 
the SEC that broker-dealers may not 
hyperlink to a site that the broker­
dealer knows or has reason to know 
contains false or misleading infonna­
tion. The NASD and the SEC appear 
to indicate that broker-dealers must 
periodically review third-party sites. 
The frequency of the review and the 
degree of the review are problematic 
because, if there is a fraudulent site 
the broker-dealer is likely to be held 
liable in hindsight. The NASD has 
recently stated in the interpretive let­
ter cited above that a hyperlink to a 
third-party site, which is intended for 
use by the public for general refer­
ence purposes and which does not re­
fer to a broker-dealer, would not be 
subject to the NASD advertising, 
sales literature or other constraints 
mentioned above. In 

The SEC in a recent release ad­
dressed the issue of hyperlinks on is­
suer websites .17 The release states 
that the issuer's respc,nsibility for in­
fonnation on a hyperlinked site de­
pends upon "adoption" of the 
hyperlink site. In detennining 
whether an issuer will be deemed to 
have "adopted" a site to which it has 
hyperlinked, the SEC has stated that 
three non-exclusive factors should be 
considered: 
I. The context of the link. 
2. The risk of investor confusion. 
3. The presentation of the infonna­
tion on the website . 

Although articulated differently, 
these tests parallel the NASD inter­
pretation discussed above. If there is 
an ongoing hyperlink. an issuer. by 
the very nature of the tests. would 
have to monitor the hyperlinked si te 
and infonnation on the si te. The re­
cent SEC release states: "We are not 
suggesting, however. that statements 
and disclaimers will insulate an is­
suer from liability for hyperlinked in­
fonnation when the relevant facts and 
circumstances otherwise indicate that 
the issuer has adopted the infonna­
tion."I' 

If a broker-dealer is "involved" in 
preparation of material on a 
hyperlinked website, the broker­
dealer would potentially be liable fo r 
the content of the hyperlinked mate­
rial under an "Entanglement" theory. 
Entanglement is a "facts and circum­
stances" test focusing on the amount 
of involvement with the infonnation 
on the hyperlink site. 
VI. International Problems 
a. United States 

The SEC has issued an instructive 
release on use of web sites and other 
electronic means across national bor­
ders. 19 The basic SEC concept is that 
an offer of securities or investment 
service otfered by website or other 
electronic means will not violate the 
securities law of the United States 
provided the site makes clear that the 
securities or service are offered only 
to residents of certain foreign states 
and are not offered in the United 
States or to United States residents. 
The SEC release discusses, in detail , 
security measures to avoid violation 
of the United States securities law. 
Most states acquiesce in this proce­
dure. 
b. United KingdomiFSA and Euro­
pean Union 

The Financial Services Authority 
of the United Kingdom (FSA) has 
taken the position that website offers 
of investments or services accessible 
by United Kingdom res idents require 
compliance with the Financial Ser­
vices Act. The FSA has recently 
stated that it would accept security 
measures limiting offers of service to 
United Kingdom persons similar to 
that in the SEC release noted above. 
Other European states are following 
the United Kingdom lead. 
Part B. "During And After the 
Trade" - The Operational Phase 
I. Confirmation and Account State­
ment Delivery 

As discussed in Part A. Section I. 
the SEC pennits use of electronic 
means to deliver customer confinna­
tions and account statements and 
other documents . The SEC requires 
customers to consent electronicallv 
or otherwise on a revocable basis,-
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subject to the disclosures that are set 
forth and discussed in A.I above. 

II. Online Supervision 
Online broker-dealers have the 

same duty to supervise as any other 
broker-dealer. 20 Most online broker­
dealers do not make explicit recom­
mendations to their customers; 
however, the SEC and the NASD ap­
pear to be taking the position that tar­
geted research to a customer based 
upon a customer's past trading, re­
quest for information or investment 
profile may be a type of solicitation 
and recommendation. 21 The SEC and 
the NASD have also taken the posi­
tion that recommending particular 
styles of trading, such as day trading. 
may involve a suitability obligation.22 

Online brokers must have a system of 
supervisory and compliance proce­
dures to monitor all online trading. It 
should be noted that electronic sys­
tems can provide outstanding tools 
for review by supervisors and com­
pliance procedures through the use of 
filters, exception reports and warn­
ings. 

III. Order Placement and Execu­
tion 

The SEC, as noted in Part A, Sec­
tion Lb, has permitted electronic sig­
natures for a variety of consents, 
disclosures and confirmations. Con­
sequently, electronic placement and 
execution of orders is not precluded 
by any SEC or securities self-regula­
tory organization ("SRO") con­
straints. These regulators have 
required. as a condition for approval 
of electronic executions systems, an 
adequate showing of audit trail and 
recordkeeping capability. As de­
scribed in Part A, Section II, the SEC 
and the NASD require extensive dis­
closures for online execution sys­
tems. The disclosures include 
potential for loss, capacity, alterna­
tive communication methods for ex­
ecution and potential for system 
failure, types of orders, executions 
and quote and price delays and risks 
and a variety of other issues.23 

Many broker-dealers require cus­
tomers to sign a customer agreement 
with special online supplement provi-

sions or execute a separate online ser­
vices agreement before permitting 
online electronic order placements 
and executions. The issue of whether 
such agreement may be manually or 
electronically signed is discussed in 
Part A, Section I. 
IV. Day Trading 

Day trading through electronic ex­
ecution has received an enormous 
amount of publicity. Most online 
firms have promoted active trading 
and some firms have actively pro­
moted day trading by offering in­
struction on day trading, facilities for 
day traders and seminars. Some of 
the advertisements have been very 
aggressive in promoting day trading. 
A number of national television ad­
vertisements have, without explicitly 
mentioning day trading, implied that 
active trading can generate huge 
profits. The number of active day 
traders has skyrocketed along with 
complaints ofloss to the SEC. Con­
gress, the state regulators, the SEC 
and the NASD have reacted as ex­
pected, calling for substantial addi­
tional regulation. 24 

In a series of releases and state­
ments relating to day trading, the 
SEC and the NASD have strictly in­
terpreted various current rules appli­
cable to online trading. In addition to 
interpretations of current rules and 
Notices to Members, the NASD has 
proposed two rules regarding day 
trading, Rules 2360 and 2361. 25 The 
proposed Rules attempt to character­
ize certain strategies as a day trading 
strategy. The rules would apply to 
broker-dealers that promote day trad­
ing. They would apply to new ac­
counts and any other accounts where 
activity in the account demonstrates a 
pattern of day trading. This necessar­
ily means that a firm wiIJ have to 
monitor all accounts for a pattern of 
day trading. Thus, if a firm promotes 
day trading strategies, the broker­
dealer would have to approve non-in­
stitutional customer accounts for day 
trading based upon reasonable 
grounds to believe that day trading is 
appropriate for the customer in view 
of the customer's circumstances. 
Firms would be required to monitor 
accounts that are not opened as day 
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trading accounts. If such an account 
showed a day trading pattern, the 
firm would be required to determine 
whether day trading strategy is ap­
propriate for the customer. The Rules 
would require explicit risk disclo­
sures to day trading accounts. The 
risk disclosure statement would ad­
vise the client that: 

1. Day trading is not generally appro­
priate for investors with limited re­
sources, limited experience or low 
risk tolerance. 

2. Day trading is risky and only risk 
capital should be used. 

3. Claims of large profits from day 
trading should be viewed with cau­
tion. 

4. In-depth knowledge of the securi­
ties markets is required for day trad­
ing. 

5. Day trading requires understand­
ing of the operations of the execution 
and clearing firms' policies and pro­
cedures. 

6. Day trading will generate large 
commissions and other costs. 

7. Day trading on margin or short 
selling may result in losses beyond 
the original investment. 

Day trading also has raised vari­
ous margin issues. The SEC, NASD 
and state regulators have targeted a 
number of abuses involving arrang­
ing credit cross guarantees and a va­
riety of other issues involving day 
traders. The NASD has also re­
minded members of their obligations 
regarding short selling and related 
margin issues during periods of mar­
ket volatility.z6 The NASD provided 
advice regarding the calculation of 
margin for day trading and cross­
margined accounts.27 The NASD has 
also proposed additional margin re­
quirements for particular types of 
volatile stock.28 The proposed NASD 
rule has been recently amended by 
the NASD as a result of SEC staff 
and public comments . .c9 Further, the 
proposed rule defmes day trading for 
margin purposes and imposes addi­
tional margin requirements on "pat­
tern day traders" as defmed in the 
rule, including a minimum equity re­
quirement of $25,000. Pattern day 

(Cantinoed lin page! 4) 
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traders cannot trade equity securities 
in excess of their "day trading buying 
power," which is account equity (mi­
nus any maintenance margin require­
ment) times four. 
V. E-Mail and Customer Corre­
spondence 

The SEC has approved rules of 
the NASD and rules of the NYSE 
with respect to supervision of e-mail 
and other electronic communications 
with customers.30 These rules, in es­
sence, require that a broker-dealer 
have written supervisory procedures 
and policies for reviewing different 
types of electronic communications. 
The procedures must identify how re­
views will be conducted and memori­
alized. The rules specifically allow 
procedures to include post-review or 
audit of communications. The proce­
dures are required to specify the me­
dium frequency of reviews and 
procedures for periodic review. The 
procedures should also include train­
ing with respect to reviewing elec­
tronic communication. E-mail 
communications must be preserved 
and reviews documented. It should be 
noted that electronic communication 
outside a broker-dealer's house sys­
tem (such as e-mail sent by a regis­
tered representative from his home 
computer) may be difficult or impos­
sible to supervise. 
VI. Electronic Recordkeeping 

The SEC allows recordkeeping by 
means of electronic storage media 
provided certain conditions are met, 
which are described in the SEC's re­
lease adopting Rule 17a-4.31 The pri­
mary conditions include, among 
other things, the following: 
1. Notification to the SRO 90 days 
prior to use and representation (or 
have third party represent to SRO) 
that the firm meets the specific re­
quirements of the rule. 
2. Preservation of the records exclu­
sively in a non-rewriteable, non-eras­
able format. 
3. Verification automatically of the 
quality and accuracy of the storage 
media recording process. 
4. Serialization of the original and, if 

applicable, duplicate units of storage 
media and time-date for the required 
period of retention. 
5. Capacity to readily download in­
dexes and records in any medium ac­
ceptable to the SRO or SEC. 
6. Equipment to display information 
stored electronically to provide for 
production of easily readable fac­
simile copies or enlargements in hard 
copy or in machine-readable form. 
7. Separate storage of the original 
and duplicate copy. 
8. All information organized and in­
dexed_ 

9. Indexes available for examination 
with duplicate copies stored sepa­
rately from the original copy of each 
index for the required time. 
10. An audit system providing for ac­
countability. 
11. All current information necessary 
to access records and indexes or es­
crow of a current copy of the physi­
cal and logical file format of the 
electronic storage media, the field 
format of all different information 
types written on the electronic stor­
age media and the source code, to­
gether with the appropriate 
documentation and information nec­
essary to access records and indexes. 

Additionally, the SEC requires 
that files be compatible with the se­
curities regulators' systems. 0 

1. See Use of Electronic Media by Broker·Dealers, 
Transfer Agents and Investment Advisors for 
Delivery of Information; Additional Examples 
Under the Securities Exchange Act of 1933, 
Securities Exchange Act of 1934, Investment 
Company Act of 1940, Release No. 33-7288,61 
F.R. 24646 (May 15,1996); SEC Final Rules: Use 
of Electronic Media for Delivery Purposes, 
Release No. 33-7289,61 F.R. 24652 (May 15, 
1996); SEC Interpretation: Use of Electronic 
Media for Delivery Purposes, Release No. 33-
7233, 60 FR. 53457 (October 13, 1995). See also 
NASD Notice to Members 98-3 (January 1998). 
2. See Use of Electronic Media: Interpretation and 
Solicitation of Comments, Release Nos. 33-7856 
and 3442728,65 FR. 25843 at 25845 (May 5, 
2000). 
3. While NASD Regulation has not mandated 
specific disclosures for online trading, in April 
2000, it posted a web page with a question-and­
answer section regarding electronic trading, and 
has requested that online brokers link to that 
page. <http://www.nasdr.coml2500_online.htm> 
4. See NASD Notice to Members 99-32 (day 
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trading); Notice to Members 99-33 (margin 
disclosures); Notice to Members 99-11 (price and 
volume volatility and execution risk); and Notice to 
Members 98-102 (calculating margin for day 
trading). 
5. NASD Regulation, Inc. Regulatory and 
Compliance Alert, pp. 7-8 (NASDR Spring 2000). 
6. See NASD Reg. Staff Interpretation on Use of 
Electronic Signatures. 
7. NASDR Interpretive Letter to Steven F. Gatti, 
Esq. (June 15, 2000). 
8. See Release No. 34-29185, 56 F.R. 22490 (May 
9,1991); Release No. 34-27445 54 F.R. 48703 
(November 16, 1989). See also NASD Notice to 
Members 99-11 (February 1999). 
9. See NASD Guidance to Investors Regarding 
Stock Volatility and Online Trading (January 26, 
1999). See also NASD Notice to Members 99-33 
(April 1999). 
10. See Release No. 34-41142, 64 F. R. 12127 
(March 2, 1999). 
11. 'On-Une Brokerage: Keeping Apace of 
Cyberspace," Report of Commissioner Laura S. 
Unger (Nov. 22, 1999) ("Unger Report"), available 
at <http://www.sec.gov/pdf/cybrtrnd.pdf>; "From 
Wall Street to Web Street: A Report on the 
Problems and Promise of the Online Brokerage 
Industry; Report of the Office of New York State 
Attorney General Eliot Spitzer (Nov. 22, 1999) 
("AG Reporf) available at <http:// 
WWN.oag.state.ny.usfinvestors/ 
1999_online_brokerslfull.pdf>; "On-Line Trading: 
Better Investor Protection Information Needed on 
Brokers' Web Sites,' Report of the United States 
General Accounting Office (May 9, 2000) ("GAO 
Report'), available at <http://www.gao.gov/ 
new.items/ggOO043.pdf> 
12. See, e.g., Unger Report at page 5, AG Report 
at page 187, and GAO Report at page 30. 
13. Report of NASDR Concerning the 
Advertisement of On-Line Brokerage (September 
21,1999). 
14. See Atkisson, Carter & Akers, 1998 SEC No­
Act. LEXIS (Jun. 23, 1998); No Action Letter to 
Charles Schwab & Co., Inc., 1977 SEC No-Act. 
LEXIS 920 (Sept 18, 1997); Charles Schwab & 
Co., Inc .. 1996 SEC No-Act. LEXIS 976 (Nov. 27, 
1996). 
15. NASDR Interpretative Letter to Craig S. Tyle. 
Investment Company Institute (November 11, 
1997). 
16. Id., at p. 3. 
17. Use of Electronic Media, supra note 3. 
18. Id., at 25849. 
19. See SEC Interpretation: Use of Internet 
Websites to Offer Securities, Solicit Securities 
Transactions or Advertise Investment Services 
Offshore, Release No. 33-77516,63 F.R. 14806 
(March 27,1998). 
20. See NASD Notice to Members 98-11 (January 
1998). 
21. Remarks at National Regulatory Service Fall 
1999 Compliance Meeting 'r:ty Laura Unger 
(September 14,1999). 
22. See NASD Notice to Members 99-32 (ApnI15, 
1999) (Proposed NASDR Rules 2360, 2361). 
23. See NASD Notices to Members 99-32 (April 
1999),99-11 (January 1999),98-102 (December 
1998). 
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24. Report of NASDR Concerning the 
Advertisement of On-Line Brokerage (September 
21,1999). 
25. See NASD Notice to Members 99-32 (April 
1999). The NASD has made various changes as a 
result of public and SEC staff comment. See 
Release No. 34-42452, 65 F.R. 11353 (February 
23,2000). 
26. See Notice to Members 99-33 (April 1999). 
27. See Notice to Members 98-102 (December 
1998). 
28. See Notice to Members 99-33 (April 1999). 
29. See Release No. 34-42418,65 F.R. 8461 
(February 11, 2000). 
30. See SEC Approval of NYSE Customer 
Communications Rules, Release No. 34-39510, 
63 F.R. 113 (January 8,1998); SEC Approval of 
Electronic Messaging Rules of the NASD, Release 
No. 34-3955, 63 F.R. 1135 (January 8,1998). See 
also NASD Notices to Members 98-11 (January 
1998) and 96-50 (July 1996). 
31. See SEC Rule 17a-4, 17 C.F.R. 240.17a-4; 
Reporting Requirements for Brokers or Dealers 
Under the Securities Exchange Act of 1934. 
Release No. 34-38245,62 F.R. 6469 (February 12. 
1997). 

Return of Proxy 
Materials 

In connection with the 
election of five 2001 -
2003 directors, proxy 
materials were sent to 
every NSCP member­
of-record on August 3. 
In order to insure that 
NSCP meets quorum 
requirements for the 
annual business meet­
ing on Thursday, Oc­
tober 5, NSCP must 
receive your executed 
proxy form. Please, if 
you have not sent in 
an executed proxy 
form, fax it to 860-
435-3005 today! 
Thank you! 
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DC is where it's happening ... 
The JW Marriott will be the site ofNSCP's 2000 National Membership 
Meeting. The full-color brochure was sent out in late July, and every NSCP 
member should now be in receipt of it. If you have not received the agenda, 
please request a copy by calling the office at (860) 435-0843. You may also 
download it from http://www.nscp.org.Justclickon··Calendar of Events" in 
the left panel. 

Remember, the National Meeting is being held on October 4, 5 and 6 this 
year. This is three days of education, CLE credits and networking with other 
compliance professionals from across the country. There are other confer­
ences that are one day shorter, feature fewer speakers, lesser accomodations, 
no receptions, no Dine Around - and cost three times as much. If you 
haven't been to NSCP's National Meeting yet, it's time to take a look! 

Located at 1331 Pennsylvania Avenue, the JW Marriott is just steps away 
from the lobby of National Place with 80 shops and boutiques, as well as the 
Warner Theatre and National Theater. The first-clas> ''lcilities of the JW 
Marriott include an indoor pool, health club, whirlpovi, sauna and massage. 
Be sure to make your reservations early by calling 202-393-2000. Don't for­
get to ask for NSCP's special room rate! 

Wednesday, October 4th begins with registration and continental breakfast 
for all attendees and faculty. Two workshops, Fundamentals of Broker­
Dealer Compliance and Fundamentals of Investment Adviser Compliance, 
will be our morning agenda. Always well attended, these two workshops are 
very informative to newcomers, as well as to veterans of the Compliance In­
dustry. After lunch, three sessions of concurrent workshops will complete the 
afternoon. At 5:00, be sure you don't miss the casual, hosted beer and wine 
reception which is open to all attendees, guests, and faculty. The day finishes 
up with the popular Dine Around at 6:30, the perfect opportunity to network 
with others in your field of expertise. 

Thursday begins with our Keynote Speaker's address. John R. Stark, Chief, 
Office of Internet Enforcement at the SEC, will deliver a speech focusing on 
online securities fraud. Two General Sessions will follow. IA Regulatory De­
velopments and BD Regulatory Developments. Lunch follows these panels, 
then three sessions of concurrent workshops. Thursday evening is completed 
by an upscale hosted reception with full bar and hors d' oeuvres at 5:30 PM. 

Friday, October 6th begins after breakfast with two sessions of concurrent 
workshops. The Compliance Director Forums run from 11 :00 to noon with a 
sit-down (not a boxed) lunch to follow. 

Next year's meeting dates are October 17th, 18th and 19th at the JW 
Marriott in Washington DC. Don't miss out, mark your 200 I calendar today' 

Registration Fee Schedule 

If received bv NSCP ... by 8/28 by 9/11 by 9/29 On Site* 

NSCP Member of Record ....... $300 $375 $450 $750 

Nonmember associated with 

NSCP member ........................ $325 $400 $475 $800 

Each additional person from 

same firm ................................ $250 $325 $400 $650 

Nonmember ............................ $450 $525 $600 $1,050 

Guest ....................................... $50 $50 $50 $50 
* Credit card only for on site registrations. 


