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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

RN WASHINGTON DO 208549
e

DIVISION OF
MARKET REGULATION

April 23, 2003

Andre E. Owens, Esq.

Schiff Hardin & Waite

1101 Connecticut Ave., N.W.
Washington, D.C. 20036

Re:  Rule 10a-1: Exemptive Relief under Short Sale Rule
Dear Mr. Owens:

In your leiter dated April 17, 2003, as supplemented by telephone conversations
with the staff, you request on behalf of ITG, Inc., a registered broker-dealer, an exemption
from Rule 10a-1 under the Securities Exchange Act of 1934 ("Exchange Act"”) for
transactions executed through ITG's Portfolio System for Institutional Trading
("POSIT").

We understand the facts to be as follows:

You state that POSIT is an alternative trading system that matches buying and
setling interest among institutional investors and broker-dealers at various set times
during the day. POSIT was designed to meet the special needs of institutional customers,
including broker-dealers, who trade in terms of portfolios of stocks by providing an
electronic order entry mechanism to facilitate trading in portfolios. POSIT also allows
participants to enter single stock orders. Customers generally transmit their orders (which
are unpriced) by means of electronic interfaces, or by telephone or facsimile to the 1TG
trading desk. Customer orders are not displayed and are matched confidentially by the
computer in accordance with a predetermined algorithm. Regular Matches occur at
random times during specific one-minute windows from 9:45 a.m. to 9:46 a.m.; 10:00
am. to 10:01 am.; 10:30 am. to 10:31 am.; 11:00 am. to 1 1:01 am.; 11:30 am. to
11:31 am.; 12:00 po. to 12:00 pam; 12230 pome to 12:31 pamy; 1:00 pame to 1:01 pam,
1:30 pm. to 1:30 pam; 2:00 pome to 2:01 pome; 2:30 pom to 2:31 pmy; 3:00 p.m. to 3:01
p.m. and 3:30 p.m. to 3:31 p.m.

Al POSIT trades involving exchange-listed securities are priced and executed at
the nudpoint of the best bid and offer in the primary market for the security at the time of
the match. This match will sometimes take place at a price that 1s below the last reported
price for that sccurity in the consohidated transaction reporting system. Absent an
exemnption, short sale orders executed in POSIT Regular Matches could result in
violations of Rule 101

1 Y Y . N . N
POSIT previously recerved an exemption from Rule 10a-1 to operate under different matching
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You believe that short sales executed through POSIT do not involve the types of
abuses that Rule 10a-1 is designed to address. In support of this, you note that: al)
POSIT trades are processed on an anonymous basis and prices are fixed at the mid-point
of the best bid and offer in the primary market for the security; there is no price discovery
within POSIT because orders are not displayed and all trades occur in accordance with a
predetermined aigorithm;“’ and no participant can be assured of a match and no participant
knows precisely when the match will occur. You also state that all short sale orders
entered in POSIT will be appropriately marked in accordance with applicable rules. You
also state that ITG will not conduct a match for a security that is the subject of a trading
halt on the primary exchange at the time of the match. You further note that ITG. through
its proprietary POSIT Watch System, monitors changes to bids and offers for stocks
traded in POSIT to fook for signs of manipulation. If {TG suspects that a subscriber has
engaged in a manipulative activity through POSIT, ITG will report such activity to the
NASD.

In view of the passive nature of pricing for the POSIT system, you have requested
that the Commisston grant an exemption from Rule 10a-1 for ITG’s instituttonal
customers, including broker-dealers, that execute short sale transactions through POSIT s
Regular Matches.

Response:

Rule 3b-3 under the Exchange Act defines the term "short sale,” and Rule [0a-1
governs short sales generally. Paragraph (a) of Rule 10a-1 covers transactions in any
security registered on a national securities exchange, if trades in such security are reported
pursuant to an "effective transaction reporting plan” ("Reported Securities"). A short sale
of a Reported Security listed on a national securities exchange may not be effected at a
price either: (1) below the last reported price of a transaction reported in the consolidated
transaction reporting system ("minus tick"); or (2) at the last reported price if that price is
lower than the last reported different price ("zero-minus tick™).

Absent relief, trades effected in POSIT Regular Matches involving short sales of
exchange-listed Reported Securities would have to comply with the "tick test” of
paragraph (a) of Rule 102-1. As described above, Regular Matches in POSIT occur at the
mid-point of the inside bid and offer, which can result in short sales being effected at
prices lower than the last reported sale price. Based on your representations, in particular,
that: POSIT Regular Matches will occur at an externally derived price within the existing

parameters. See Portfolio System for Institunionat Trading (December 12, 1994 (1994 Exemption).

I'TG has represented that, within one year from the date of this exemption, POSIT will implement a fully
autormated system, which will ehminate use of & POSTT operator to manually start the maich
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market and above the current best bid; there is no price discovery within POSIT because
orders are not displayed and all trades occur in accordance with a predetermined
algorithm; no participant can be assured of receiving a match; and the matches will occur
on a random basis within each window so0 no participant knows precisely when the match
will occur, the Division is of the view that POSIT trades would not appear to imvolve the
types of abuses that Rule 10a-1 was designed to address.

Accordingly, on the basis of your representations and the facts presented, the
Commission hereby grants, on a one-year pilot basis.” an exemption from Rule 10a-1 to
permit short sales effected during POSIT Regular Matches, as described above, without
complying with the "tick" provisions of the rule, subject to the following conditions:

1. Persons relying on this exemption shall not be represented in the primary
market offer or otherwise influence the primary market bid or offer at the ime of the
transaction; and

2. Transactions effected through POSIT shall not be made for the purpose of
creating actual, or apparent, active trading in or depressing or otherwise man:pulating
the price of any sccurity. ~

3. The exemption applies only to: exchange-listed Reported Securities that
qualify as an “actively-traded security™ under Regulation M or is one of the securities
that comprise the S&P 500 Index;" and where the exchange-listed Reported Security 1s
not an “actively-traded security” or a S&P 500 Index security, the transaction is part of
a basket transaction of 20 or more securities in which the subject security does not
comprise more than 5% of the value of the basket traded.

4. During each one-minute window of a Regular Match, there will be no
solicitation of orders from customers, nor will there be any communication to
customers that the match has not yet occurred.

5. All short sale orders shall be marked as such.
6. [T G shall maintain and provide the Division of Market Regulation, upon

P OITG will provide, six inonths from the date of this exemption, written records to the Division
documenting the operation of the POSIUT system. Prior to April 23, 2004 the Division wili determme
whether to extend this exeraption.

U7 CFR 242.101c) ). Under Rule 101(c)(1) of Repulation M, actively-traded securities have an average
daily trading volume (ADTVY value of at least 51 mallion and are 1ssued by an wssuer wath a public float value
of at teast 5150 million. For purposes of this letter, the ADTV shall be caleulated m eeference 1o the date on
which the propoased POSEY matchs to take place.
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request, separately retrievable written records pertaining to: cach short sale transaction
effected in the POSIT Regular Matches, including the date, time, security, price, and
size of each transaction; and the execution of each Regular Match, including the date
and time of each Regular Match.

The foregoing exemption from Rule 10a-1{a) 1s based solely on your
representations and the facts presented, and is strictly imited to the application of this
rule to the proposed transactions and the operation of the POSIT system as described
above. Such transactions should be discontinued, pending presentation of the facts for
our consideration, in the event that any matertal change occurs with respect to any of
those facts and representations. The exemption granted herein 1s subject to modification
or revocation if at any time the Commission or the Diviston determines that such action 1s
necessary or appropriate in furtherance of the purposes of the Exchange Act. This
exemption supersedes the 1994 Exemption, and does not apply to transactions effected in
the POSIT system prior to the date of this exemption.

In addition, your attention is directed to the anti-fraud and anti-mampuiation
provisions of the Exchange Act, particularly Sections 9(a) and 10(b), and Rule 10b-5
thereunder. Responsibility for compliance with these and any other applicable provisions
of the federal securities laws must rest with TG, Inc. and with participants effecting
transactions on POSIT. This Division expresses no view with respect to any other
questions that the proposed transactions may raise, including, but not hmited to, the
adequacy of the disclosure concerning, and the applicability of any federal or state laws
to, the proposed iransactions.

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

S'?v/%) ' (@cj//f)"\w LV, G—

Larry E. Bergmann
Senior Associate Director
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VIA HAND DELIVERY

Mr. Larry E. Bergmann

Associate Director

Division of Market Regulation

U.S. Securities and Exchange Commission
450 Fifth Street. NW,

Washington, D.C. 20549-1001

Re: Rule 10a-1; Exemptive Relie! Under Short Sale Rule
Dear Mr. Bergmann:

On behalf of 1TG Inc. (C"TTGT), we hereby request that the Securtties and Exchange
Commission (“SEC or “Commisston™) grant an exemption from Rule 10a-1 of the Securities
Exchange Act of 1934, as amended ("Exchange Act™), pursuant to the Commussion’s authority
under Rule 10a-1() of the Exchange Act. for certain transactions executed through 11G's
Portfolio System for Institutiona] Tradimg ("POSIT™) during regular trading hours (between 9:30
am. and 4:00 p.m. (ET)) that are priced at the nudpoint of the best bid-asked quotation for the
security, as described further below ' The requested rehiel would apply to short sale transactions
effected in POSIT during regular trading hours involving exchange-hsted secunties that
comprise the S&P 500 Index or that quality as “actively-traded securities™ under Regulation M.
Where a security 1s not an S&P 500 Index security or an “actively-traded secunity,” a proposed
short sale transaction witl be permitted only 1f it 1s conducted as part of a basket transaction of 20
or more securities in which the histed security does not comprise more than five percent of the
value of the basket traded.

ITG 1s a broker-dealer registered with the Commuission under Section 13 of the Exchange
Act. ITG also is a member of the National Association of Securities Dealers (“NASD™). The

E The Commussion onginally granted an exemption for POSIT wrades m 1994 See Porttolio System for
Insttunional Tradg (publicly avatable Deceraber 1201994 The Commussion also has granted
exerptions from Bule 10a-1 for trades otfeaed on POSET after regular mading hours a1 New York Sk
Exchange ("NYSE”) and Amencan Stock Exchange ("Amex™) closing prices, and for wades effecied on
POSIT prior o the epeming of regular tradimg hours that are priced on a volume-weighted sverage mas
See Jefteries and Company, Incorporated (publich avaifable December 31, 19913 Letter from Jamie
Brigaghano, Assistant Director, SEC. to Andre B Owens, Sehiff Hardin & Warte fpubhichy avasiable March
30, 2001 TG will continue 1o comply with all of the condittons wnposed by the Comnuséion i
connection with the granting of the exemptions for POSIT after-hours and pre-openimg VWAP matches
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current request for exemptive refief s bemng sought in heht of proposed changes in the operation
ot POSIT matches.”

i Background

ITG operates POSIT. an alternative trading svstem that matches buving and selling
interest among stitutional investors and broker-dealers at vanous set times dunng the day.
POSIT was designed to meet the special needs of institutional customers, including broker-
dealers, who trade portfolios of stocks by providing an electromce order entry mechamsm to
facilitate trading in portfolios. POSIT also allows participants to enter single stock orders

Matches currently are scheduled 14 times a day, with 13 matches conducted during
regular trading hours (“Regular Matches™) and one after-hours match.” Regular Matches
currently are conducted during one-minute windows from 9:45 am. to 9:46 am., 1000 am to
FO0 am, 1030 am.to 103 am., 1H00am o110 am. 1130 am. to 1131 am . 12:00
p.mto 12:61 pome, 12:30 pome to 1231 pomy, 1:00 pometo 1O pomy, 1230 pomsto 1231 pom, 2:00
panto 2:01 p.m.. 2:30 pm. o 231 pm, 3:00 pm to 3:00 pomeand 3:30 po and 331 pon” A
the request of a client, ITG also uses POSIT to effect internal crosses of orders of the client
(“Diarected Crosses™). On a more imited basis, I'TG conducts supplemental POSTT matches
("Supplemental Matches™) when such maiches are warranted by substantial Tevels of hquidity i
the market.”

Clients may submut orders to POSIT via clectronic interfaces. or by telephone or
facsimile through the TG trading desk. All orders entered in the svstem for execution during
regular trading hours are confidential. Within each one-minute window. matches occur on a
random basis." TG personnel do not have discretion to delay a match and matches are delaved

As discussed below, the primary changes in the operation of POSIT invelve anincrease i the number of
POSIT matches and the proposed implementation of a one-munuie window for conducting maches

The after-hours match occurs after the close of regular tradmg. Orders are accepted for the alter-hours
match until 6:30 pan., when a preliounary match ss conducted. The after-hours match s finalized afin
12:00 a.m. fater that same evening. Al trades :nvolving exchange-hsted secunnies executed m the after-
hours match are priced at the prior £:00 pm. NYSE or Amex closmg price, as apphicable. and are reported
to Nasdaq with the appropriate trade report modifier

In the event that [TG wishes to institute any further Regular Marches or alter the tming of the matches, i
will inform the SEC Staff prior to commencing such matches

The requested exempive rehiel would not apply 1o orders exconted wy Directed Crosses or Supplenental
Muarches, lastead, all wansactions etfecred durmy Dwected Crosses and Supplemental Matches i POSTT
would have to comply with the requirements of Rule [0a-

To faciluate their sbiliy to assist chents seeking to enter orders Tor a POSIT match [T personne? are
nottfied 30 seconds prior e the start of cach mawch window The POSIT syvstem alse sonds o ransdomb
gencrated and confidential message to the POSIT operator within each onc-mmute window - The POST
operator starts the match upon receipt of this message unless there are techmeal diffeulties witls the svstem
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only to the extent that there are techmeal difficuliies with the system. 1TG personnel may not
solicit orders from clients or otherwise communicate to clients that a match has not vet vecurred
during a one-minute match window. All orders involving securities histed on an exchange that
are matched by the system during the 13 Regular Matches are priced at the nudpomt of the bess

bid and offer in the primary market for a secunty at the time of the match,
i F.xchange Act Rule 10a-1 and Need for Exemptive Relief

Rule 3b-3 under the Exchange Act defines the term “short sale”™ and Rule Toa-1 voverne
short sales generally. Under Rule 10a-1, a short sale of a security registered on a national
securities exchange and reported in the consohdated reporung system may not be effected at g
price either (1) below the last reported price of a transaction reported in such system (minus
tick™) or (2) at the last reported price if such price is lower than the previously reported difterent
price {“zero-minus tick ™).

Absent an exemption. orders exccuted m POSIT Regular Matches may violate Rule 104
1 to the extent that the match price of a security suhject to the short sale rule occurs on a ninus
tick or zero-minus tick with respect to the last sale 10 the consohdated transaction reporting
svstem. For the reasons discussed below. and as recognized m the exemption previously erinted
by the Commission for executions occurring in POSIT durmg regular trading hours based on
mid-point pricing. we do not believe that short sales executed through POSIT involve the tvpes
of abuses the short sale rule was designed to address.

SR Discussion

The genesis for the SECs short sale rule hies in the 1929 stock market crash whern many
people blamed aggressive short selling for the crash and the market’s prolonged mabihiv to
recover from the crash.” In adopting Rule 10a-1. the SEC was concerned. among other thines.,
about the use of short sales as a manipufation tool. such as a “bear rand™ where short selhing was
argued to be used to drive down the price of a security by creating a sell-side imbalance ™ More
recently, the purposes of the Rule 10a-1 have been described as to (1) allow relativelv
unrestricted short selling in an advancing market. (11) prevent short selling at successively lower

v

prices and (iii) prevent short sellers from exhausting all remaining bids at one price fevel "

For Nasdag securities, the execution price used tor Regolar Matches s the mudpoms betw een the natonal
best bid and offer at the ume of the match  Matches of Nasdag secunties crossed dunng the atrer-Jours
matches are priced at the prior 00 pom posuarny Nesdag Closing price (o SuperMontage )

Sev 7 Lows Loss and Joel Seligman. Secunties Reeulanon 2203000 now 21303 d ed TORYy,
1998).

See Exchange Act Release Noo 42037640 F RO57.996 (Oct. 28, 19994

" L at 37997
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Thus. the key objectives of the SEC”s short sale rule have been the prevention both of muarket
destabilizing and mampulative acuvity.

We believe that trades executed in POSIT do not present risks to which the short safe rule
is directed and request that the Commussion exempt from Rule 10a-1 short sales cftected in
Regular Matches. As noted above, ali orders sent to POSIT for execution in Regular Matches
are confidential, and there ts no assurance that an order submitted to the system will recerve an
execution 1n any given match cycele. QOrders are unpriced as well. providing even less
information to persons interested m engagmg in abusive short sales. The system 1s peniodic,
making it particularly unlikely to be used to exert continuous downward pricing on securitics
subject to the short sale rule, and no chient knows of the exact time of a POSIT match as all
matches occur during the specified time windows. Given the growth in overz!l quotation trathe
and the rapid degree to which quotations change in today’s markets as a resuit of finer trading
increments. we believe that a one-minute match window provides sufficient uncertanty
regarding the exact time of a POSIT match. Moreover, because all securities matched by POSIT
are executed at a derived price (for exchange-listed secunities. the midpont of the best bid and
offer on the primary market for the securitv). the inside bid for a security subject 1o the rule will
not be exhausted (and subsequently lowered) as a result of POSIT trades. " All short sale orders
entered in POSIT will be appropriately marked in accordance with applicable rules. and TG will
not conduct a match for a security that is the subject of a trading halt on the primary exchange at
the ume of the match. We note that TG, through 1ts proprietary POSIT Watch svstem. monitors
changes to bids and offers for stocks traded in POSIT to look for signs of man:pulation. H {16
suspects that a subscriber has engaged in a manpulatve activity through POSIT, TG reports
such activity to the NASD. ITG would continue this practice with respect to any suspicious
trading behavior. Finally, all POSIT transactions are veported to Nasdag by TG i accordance
with Nasdaq trade reporting rules.

In addition to the facts and representations above, TG wiil continue to comply with ail of
the conditions imposed by the Commission in connection with the origimal grant of exemptions
oy 12
for POSIT Regular Matches.

V. Conclusion

Based on the foregoing, we respectfully request that the Commaussion grant the reguested
relief from the requirements of Rule 10a-1 with respect to short sale transactions effected during

Y As noted i the 1994 fener granting Rule a1 reliet there 1 no price discovery i POSIT because all

trades which result from an anonymous matching ol buver and seller miterest oovur w sccordanve wulia
predetersned alporithm

Specifically, ITG will contnue to advise persons relying on this exemption that they may not be
represented i the primary market offer or otherwse intiuence the primary market bd or ofter anthe tne
of the transaeton. In addinon, ransactions effecred an POSIT shall not be made for the purpoic o
creating actual, or apparent, active radimg 10 or depressang or otherwase mantpulating the phoe of
SeCHry.
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