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It shall be unlawful for any registered broker or dealer to effect
any transaction in, or induce or attempt to induce the purchase or
sale of, any security (other than commercial paper, bankers'
acceptances, or commercial bills), unless such broker or dealer is
a member of a securities association registered pursuant to
section 15A or effects transactions in securities solely on a
national securities exchange of which it is a member.
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Principles of Trade FINRA FSA
A member, in the conduct of its business,
shall observe high standards of commercial
honor and just and equitable principles of
trade. SEC 10 -5
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FINRA IM

Interpretive Material

1000-3

IM-1000-3. Failure to Register Personnel
The failure of any member to register an employee, who should be so registered, as a Registered Representative may be deemed to be conduct

inconsistent with just and equitable principles of trade and when discovered may be sufficient cause for appropriate disciplinary action.

3320

IM-3320. Firmness of Quotations
In order to insure the integrity of quotations, every member has an obligation to correctly identify the nature of its quotations when they are supplied

to others. In addition, each member furnishing quotations must insure that it is adequately staffed to respond to inquiries during the normal

business hours of such member.
It shall be deemed conduct inconsistent with high standards of commercial honor and just and equitable principles of trade if a member fails to fulfill

its obligations as outlined above.
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FINRA 2010 SEC 10b-5

FINRA 2010

FINRA Rule2010  NASD Rule2110 2008 12 15
2010. Standards of Commercial Honor and Principles of Trade
A member, in the conduct of its business, shall observe high standards of commercial honor and just and

equitable principles of trade.

FINRA 2010

FINRA 11

IM -1000-3. Failure to Register Personnel

The failure of any member to register an employee, who should be so registered, as a Registered
Representative may be deemed to be conduct inconsistent with just and equitable principles of trade and
when discovered may be sufficient cause for appropriate disciplinary action.

IM Interpretive Material

1000-3

IM-3320. Firmness of Quotations

In order to insure the integrity of quotations, every member has an obligation to correctly identify the
nature of its quotations when they are supplied to others. In addition, each member furnishing quotations
must insure that it is adequately staffed to respond to inquiries during the normal business hours of such
member.

It shall be deemed conduct inconsistent with high standards of commercial honor and just and equitable

principles of trade if a member fails to fulfill its obligations as outlined above.

3320

-36 -



SEC 10b-5 17CFR240.10b-5

§240.10b-5 Employment of manipulative and deceptive devices.

It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of

interstate commerce, or of the mails or of any facility of any national securities exchange,

(a) To employ any device, scheme, or artifice to defraud,

(b) To make any untrue statement of a material fact or to omit to state a material fact necessary in order

to make the statements made, in the light of the circumstances under which they were made, not

misleading, or

(c) To engage in any act, practice, or course of business which operates or would operate as a fraud or

deceit upon any person,

in connection with the purchase or sale of any security.

8240.10b-5
(@)
(b)
(€)
2003
1934 Securities Exchange Act of 1934
1934 10 (b) 15USC78j(b)

§78]. Manipulative and deceptive devices

It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of

111 112

interstate commerce or of the mails, or of any facility of any national securities exchange-

@)

(b) To use or employ, in connection with the purchase or sale of any security registered on a national
securities exchange or any security not so registered, or any securities-based swap agreement (as

defined in section 206B of the Gramm-Leach-Bliley Act), any manipulative or deceptive device or
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contrivance in contravention of such rules and regulations as the Commission may prescribe as

necessary or appropriate in the public interest or for the protection of investors.

(b)
206B SEC
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Reverse Convertibles—Complex Investment Vehicles

Over the past few years, brokerage firms and banks have been issuing and marketing complex investments
known in the industry as "structured products" to individual investors. These include "reverse convertibles,"
which are popular in part because of the high yields they offer.

Also known as "revertible notes" or "reverse exchangeable securities"—and sold under a variety of
proprietary names that may or may not use the term "structured" to describe the product—reverse
convertibles are debt obligations of the issuer that are tied to the performance of an unrelated security or
basket of securities. Although often described as debt instruments, they are far more complex than a
traditional bond and involve elements of options trading. Reverse convertibles expose investors not only to
risks traditionally associated with bonds and other fixed income products—such as the risk of issuer default
and inflation risk—Dbut also to the additional risks of the unrelated assets, which are often stocks.

FINRA is issuing this alert to inform investors of the features and risks of reverse convertibles. They are
complex investments that often involve terms, features and risks that can be difficult for individual investors
and investment professionals alike to evaluate. If you are considering a reverse convertible, be prepared to
ask your broker or other financial professional lots of questions about the product's risks, features and fees
and why it's right for you.

What Is a Reverse Convertible?

A reverse convertible is a structured product that generally consists of a high-yield, short-term note of the
issuer that is linked to the performance of an unrelated reference asset—often a single stock but sometimes
a basket of stocks, an index or some other asset. The product works like a package of financial instruments
that typically has two components:

a debt instrument (usually a note and often called the "wrapper") that pays an above-market coupon
(on a monthly or quarterly basis); and

a derivative, in the form of a put option, that gives the issuer the right to repay principal to the investor ir
the form of a set amount of the underlying asset, rather than cash, if the price of the underlying asset
dips below a predetermined price (often referred to as the "knock-in" level).

When you purchase a reverse convertible, you're getting a yield-enhanced bond. You do not own, and do no
get to participate in any upside appreciation of, the underlying asset. Instead, in exchange for higher coupon
payments during the life of the note, you effectively give the issuer a put option on the underlying asset. You
are betting that the value of the underlying asset will remain stable or go up, while the issuer is betting that
the price will fall. In the typical best case scenario, if the value of the underlying asset stays above the knock:
in level or even rises, you can receive a high coupon for the life of the investment and the return of your full
principal in cash. In the worst case, if the value of the underlying asset drops below the knock-in level, the
issuer can pay back your principal in the form of the depreciated asset—which means you can wind up losin¢
some, or even all, of your principal (offset only partially by the monthly or quarterly interest payments you
received).

A reverse convertible might make sense for an investor who wants a higher stream of current income than is
currently available from other bonds or bank products—and who is willing to give up any appreciation in the
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value of the underlying asset. But, in exchange for these higher yields, investors in these products take on
significantly greater risks.

How Do Reverse Convertibles Work?

The initial investment for most reverse convertibles is $1,000 per security, and most have maturity dates
ranging from three months to one year. The interest or "coupon rate" on the note component of a reverse
convertible is usually higher than the yield on a conventional debt instrument of the issuer—or of an issuer
with a comparable debt rating. For example, some recently issued reverse convertibles have annualized
coupon rates of up to 30 percent. A reverse convertible's higher yield reflects the risk that, instead of a full
return of principal at maturity, the investor could receive less than the full return of principal if the value of the
unrelated reference asset falls below the knock-in level the issuer sets. For a reference asset that is a single
stock, the knock-in level can be 20 percent or more below the original price.

Depending on how the underlying asset performs, you will receive either your principal back in cash or a
predetermined number of shares of the underlying stock or asset (or cash equivalent), which amounts to less
than your original investment (because the asset's price has dropped). While each reverse convertible has it:
own terms and conditions, you will generally receive the full amount of your principal in cash if the price of thi
reference asset remains above the knock-in level throughout the life of the note. In some cases, you will alsa
receive a full return of principal if the price of the reference asset ends above the knock-in level at maturity,
even if it has fallen below it during the term of the investment—although in other cases, any breach of the
knock-in level will result in your receiving less than the original principal. However, you typically will not
participate in any appreciation in the value of the reference asset during the life of the note.

Reverse convertibles can have complex pay-out structures involving multiple variables that can make it
difficult to accurately assess their risks, costs and potential benefits. For example, a hypothetical payoff
structure of a reverse convertible with common stock as the reference asset could result in the following

scenarios:
. : . At maturity, the
Scenario Stock Price Visual i y
investor gets
1. The stock price P Full return of principal
never declines below i i in cash (despite the
the knock-in level, but ' decline in the stock
ends below the original ' price), plus any fixed
price. ongral | __ Ll : coupon payments.
RAGCE-IY [l o o o e e e e e e e e :
L :
Day Ore k".:l:J'l.'f T-rr\-::
2. The stock price Full return of principal
never declines below in cash, plus any fixed
the knock-in level, and coupon payments, but
ends above the original no participation in the
price. increase in the stock
price.
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5. The stock price
declines below the
knock-in level, but
ends above the original
price.
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Generally speaking, the higher the coupon rate the note pays, the higher the expected volatility of the
reference asset. In turn, the more volatile the reference asset, the greater the likelihood that the knock-in
level will be breached, and the investor could receive less than a full return of principal at maturity (as
illustrated in cases three and four above).

The bottom line is that reverse convertibles come not only with the risks that fixed income products ordinarily
carry—such as the risk of issuer default and inflation risk—but also with any additional risks of underlying
asset. When the underlying asset is a stock, this means exposure to the business risks of the company as
well as systemic equity market risks, including price volatility. If you are considering investing in reverse
convertibles, it is critical that you look beyond the high coupon rate and focus on the risks of the underlying
asset. Remember that even if the issuer of the reverse convertible is able to meet its obligations on the
note—and even if the yield keeps pace with or surpasses inflation—you could wind up, when the note
matures, with shares of a depreciated—or even worthless—asset that you otherwise would not have
purchased.

Why Do Investors Buy Reverse Convertibles?

High coupon rate or "stated yield." Reverse convertibles can offer coupons from 7 percent to 30
percent. Typically, however, a higher coupon rate indicates higher volatility in the underlying stock or
asset. This translates into a greater likelihood that the knock-in level will be breached during the term of
the reverse convertible and that investors will receive stock (or the current cash value of the asset) at
maturity worth considerably less than the full return of principal in cash. As a general rule, the higher the
offered yield, the greater the risk of losing all or a portion of the principal invested.

Expectation of flat markets. Investors who are betting that a stock price will be relatively flat may
expect to do better with a reverse convertible than buying the stock itself. But remember, the coupon
rates for reverse convertibles linked to relatively stable stocks may not be as high as for those linked to
volatile stocks.

Convenience for some investors. Some investors may have a specific strategy in mind that a reverse
convertible can replicate. For example, an investor may believe that a stock will only trade within a
certain range. Instead of buying options or futures separately that together would allow the investor to
profit from that bet, the investor can buy a reverse convertible.

What's the Downside?

Exposure to asset-related risks. When you purchase a reverse convertible, you get all the risks that
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debt instruments ordinarily entail, plus the risks of the underlying asset. That is why it is so critical that
you fully comprehend what is behind the higher coupons these products offer—and that you fully
understand the product you are buying. Remember that purchasing a reverse convertible means you are
either bullish on the underlying asset itself or you are betting that the asset's volatility will be low for the
term of the note.

Embedded options. When investing in a reverse convertible, you effectively buy a note from the issuer
and sell a put option to the issuer simultaneously. If you don't have the risk tolerance for selling put
options generally, you should question whether you want to invest in a security that contains an
embedded one. If you are considering reverse convertibles, be sure you fully understand the
complexities of the product and have the financial means to bear the risks.

Fees. Issuers charge an up-front embedded fee to investors—typically ranging from less than 1 percent
to 8 percent or more—for assembling and packaging a reverse convertible's individual components.
Prospectuses may call this fee "built-in costs" or "costs of hedging," although the exact amount is not
typically disclosed to the investor. Industry experts say that it is all but impossible for individual investors
to determine the size of this embedded fee (and therefore whether the reverse convertible represents a
good deal), because that would require dissecting the reverse convertible's parts and determining what i
would cost for the investor to obtain and assemble them.

Investor Tip—Be Sure to Adjust for Annualized Yields

While yields on reverse convertibles are often described on an annualized basis, fees are often expressed
only for the term of the note. It is important that you consider how these numbers are described—and, if
necessary, do a little math so you can make an apples-to-apples comparison of yields and fees. For
example, a sales brochure for a 3-month instrument might boast a yield of 10 percent per year and a fee of
1.5 percent. This is not as attractive as it may sound, because a 1.5 percent fee on a 3-month product
amounts to a 6 percent fee on an annualized basis. As a result, your actual annualized coupon would be 4
percent—or 1 percent over the term of the investment. You get the same result if you compare the yield for
the term (here, 3 months) with the fee for the term: a 10 percent per year coupon provides a return of
roughly 2.5 percent over the 3-month term, and 2.5 percent minus 1.5 percent is 1 percent

Potential liquidity risk. As is the case with virtually all structured products, secondary trading for
reverse convertibles will generally be limited—which means reverse convertibles can be highly illiquid.
Even if the issuer of a reverse convertible states that it intends to maintain a secondary market, it is not
required to do so. This means that you could have trouble selling reverse convertibles in a pinch and/or
could lose money if you sell the reverse convertible prior to maturity. Finally, transaction costs in the
secondary market for these products could be high.

Credit quality. A reverse convertible is an unsecured senior debt obligation of the issuer, meaning that
the issuer is obligated to make the interest payments and final payments as promised. These promises,
including any principal protection, are only as good as the financial health of the issuer that gives them
and that issuer's ability to meet its obligations when they come due. While it is not a common occurrence
that an issuer of a reverse convertible is unable to meet its obligations, it can happen.

Credit Ratings—They May Not Mean What You Think They Mean

Credit ratings are a way of assessing default and credit risk—in other words, the creditworthiness of the
issuer. While the note component of a reverse convertible carries the issuer's credit rating, that rating does
not reflect the risk that the price of the unrelated underlying asset will fall below the knock-in level, resulting
in a loss of principal. A reverse convertible packaged by a highly rated issuer could be linked to a poorly
rated company—or to a highly rated company whose stock performs poorly.
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For more information on credit ratings, read FINRA's Smart Bond Investing.

Tax considerations. The tax treatment of reverse convertibles is complicated and uncertain. Investors
should consult with their tax advisors and read the tax risk disclosures in their prospectuses and other
offering documents. Although these documents typically provide instructions on how investors should
treat reverse convertibles on their tax returns, there is no guarantee that the IRS or a court would agree
with that tax treatment. Little guidance in the way of court decisions or published IRS rulings has been
issued on this topic. When considering the tax consequences of any investment, you may want to
consult with a tax advisor.

Call risk. Some reverse convertibles have "call provisions" that allow the issuer, at its sole discretion, to
redeem the investment before it matures. If this is the case, you would not receive any subsequent
coupon payments that you were promised for the term of the reverse convertible, and you would
immediately receive your principal in either cash or stock. Also, if a reverse convertible is called, it might
be difficult or impossible to find an equivalent investment paying rates as high as the original rate (which
is known as reinvestment risk). You should carefully read the prospectus to learn whether there is a call
provision and what its specific terms are.

Loss of principal.While some other structured products may offer principal protection, reverse
convertibles do not. Depending on whether the price of the underlying stock or asset breaches the
knock-in level, you could lose some—or even all—of your principal. You may be told that, in a down
market, you at least "walk away with something." But don't forget that the stock you receive in the case
of a breach could, for example, be shares in a company that is about to declare bankruptcy—or that you
don't want to own or doesn't make sense for your circumstances.

Conflicts of interest. An issuer may conduct activities that could represent conflicts of interest with
respect to investors of its reverse convertibles. For example, the issuer might engage in regular busines:
activities with the company whose stock is the underlying asset, such as investment banking, asset
management or other advisory services and writing research reports about the company. An affiliate of
the issuer, for example, might publish research reports that are unfavorable to the stock and could hurt
the performance of a reverse convertible that is linked to that stock.

How to Protect Yourself

Be wary of any advertisements or sales literature suggesting that reverse convertibles are safe and
suitable for investors seeking high yields. These sales pitches may play up the high yield on the note an
play down the risk of the derivative component.

If you are considering a reverse convertible, you face at least two risks—that the stock or other asset wil
go down in value, and that the issuer will be unable to repay its obligation on the note. Before taking on
these risks, be sure to ask your broker plenty of questions, such as:

Can you review the prospectus, prospectus supplement or offering circular for the product with me?
(The prospectus will contain a more extensive and balanced discussion of the risks involved. You
should always carefully review the prospectus prior to making any investment decision.)

Given my investment objectives, is this product suitable for my account?

Do | get interest or other cash payments, and if so, how much and how often? What are the risks
that | might not receive them?
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What are the risks of the underlying asset? How volatile has this asset been recently? Be aware tha
while past performance can never guarantee future results, looking at historical price information (to
the extent it is available) can help you assess the volatility of the underlying asset.

What is the likelihood that the reverse convertible breaches the knock-in-level, such that | might
receive the underlying asset (or cash equivalent) instead of the return of my principal at maturity? If
end up owning the asset, how does that asset fit in with my investment objectives?

Is there an active market in this security if | need to sell it before its maturity? If so, what risk of loss
might there be?

Can this product be called? If so, what will | receive?
Are there any other risks related to this product?
What are all the fees and expenses associated with this product?

How is the investment treated for tax purposes, and what are the effects on my taxes of any
principal and interest payments?

Always remember:

Higher yields go hand-in-glove with greater risk. Reverse convertibles are complex, risky products
that do not offer principal protection. They are not plain vanilla bond investments, and they are not
right for every investor.

Consider whether you would independently invest in the underlying asset. Remember that you are
effectively giving the issuer a put, allowing the issuer to return your principal in the form of the
depreciated asset if the asset's value goes down. If you are not comfortable with the concept of
writing a put option—and if you would not independently want to purchase the underlying asset—
then think twice about investing in a reverse convertible.

Read the prospectus, offering circular and sales literature very carefully. Reverse convertibles are
complex financial instruments that vary from product to product.

Make sure you are comparing apples with apples when you are sizing up the fees and stated yields.
If yields are described on an annualized basis, be sure to do the math to determine the actual
amount of the fees on the same basis. When annualized, yields tend to sound higher.

Typically the stated yield that is advertised is the maximum return that you could achieve on the
product in the best circumstances—not a guaranteed return or even a likely return. In particular, yot
might not achieve the stated yield if you end up receiving stock instead of cash. Be sure you
understand what the advertised yields or returns really mean.

For the typical retail investor, it would be unwise to put a significant portion of life savings into riskier
structured products such as reverse convertibles. These types of products are not for everyone.
Make sure you stick with the bedrock principle of diversification.

If you do not fully understand the product, reconsider your decision to invest in it.
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If You Run Into a Problem

If you have a complaint concerning a securities professional, you should contact his or her supervisor or the
firm's compliance department or senior management. You may also file a complaint with respect to a
brokerage firm or broker using FINRA's Complaint Center. For other financial professionals, such as
registered investment advisers, you can turn to their regulators, generally either the Securities and Exchange
Commission or your state securities regulator.

Additional Resources
Regulatory Notice 10-09, Reverse Convertibles
Regulatory Notice 05-59, Structured Products

To receive the latest Investor Alerts and other important investor information sign up for Investor News.

©2010 FINRA. All rights reserved. FINRA is a registered trademark of the Financial Industry Regulatory Authority, Inc.
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