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UNITED STATES OF AMERICA /765' ]

Before the
: SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 67179 / June 11, 2012

 ADMINISTRATIVE PROCEEDING

File No. 3-14912

In the Matter of - ORDER INSTITUTING ADMINISTRATIVE
S - . PROCEEDINGS PURSUANT TO RULE
RONNY J. HALPERIN, ESQ., 102(e) OF THE COMMISSION’S RULES
' - 'l OF PRACTICE, MAKING FINDINGS, AND
Respondent. IMPOSING REMEDIAL SANCTIONS
L

The Securities and Exchange Commission (“Commission”) deems it appropnate and in the -

- public interest that public administrative proceedings be, and hereby are, instituted against Ronny

~ J. Halperin, Esq. (“Respondent” or “Halperm”) pursuant to Rule 102(e)(3)(1) of the Commission’s
~ Rules of Practlce

- IL

In anticipation of the institution of these proceedings, Respondent has submitted an Offer

- of Settlement (the “Offer”) which the Commission has determined to accept. Solely for the
. purpose of these proceedings and any other proceedmgs brought by or on behalf of the -

Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over him and the subject matter of these

’ proceedmgs and the findings contained in Section II1.3 below, which are admitted, Respondent

consents to the entry of this Order Instituting Administrative Proceedings Pursuant to Rule 102(e)
of the Commission’s Rules of Practice, Making, Fmdmgs and Imposing Remedlal Sanctions

(“Order”) as set forth below

II1.

On the basis of this Order and Respdndent’s Offer, the Commission finds that:

Rule 102(e)(3)(1) provides, in relevant part, that:

The Commission, with due regard to the public interest and without prellmmary hearing, may, by order
suspend from appearing or practicing before it any attorney . . . who has been by name . . permanently énjoined by
any court of competent jurisdiction, by reason of his or her mlsconduct in an action brought by the Commission,

“from violating or aiding and abetting the violation of any provision of the Federal securities laws or of the rules and

regulations thereunder.
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1. Halperin, age 63, resides in Aventura, Florida. He is an attorney licensed to
practice law in the State of Florida and is the sole member of law firm Ronny J. Halperin PA.
From January 14, 2009 until April 16, 2009, Halperin was CEO of HydroGenetics, Inc., a Florida
corporation with its principal place of business in Fort Lauderdale, Florida. Halperin also served as
a HydroGenetics director (until he resigned in late 2011). HydroGenetics, which has common
stock registered pursuant to Section 12(g) of the Exchange Act, purportedly researches and
develops fuel cell systems for internal combustion gas engines. :

2. Recycle Tech is a Colorado company. From February 16, 2010 through June 2010
its principal place of business was Miami, Florida. Its common stock is quoted on the OTC Link
(formerly, “Pink Sheets”) operated by OTC Markets Group Inc. under the symbol “RCYT.” From

1o later than February 2010 to June 2010, Recycle Tech purported to be a development and

engineering firm specializing in “green building.”

3. On May 4, 2012, a final judgment was entered by ‘consent against Halperin,
permanently enjoining him from violating Sections 5(a) and (c) of the Securities Act of 1933 and
aiding and abetting violations of Section 10(b) of the Securities Exchange Act of 1934 and Rule
10b-5 thereunder in the action entitled Securities and Exchange Commission v. Recycle Tech, Inc.,
et al., Civil Action Number 12-cv-21656-JAL, in the United States District Court for the Southern
District of Florida. Halperin was also ordered to pay disgorgement of $235,060, prejudgment
interest of $15,000, and a $75,000 civil money penalty.

4. The Commission’s complaint alleged, among other things, that Halperin violated
the registration and antifraud provisions of the securities laws in connection with Recycle Tech’s
stock distribution and unregistered offering of securities. The complaint also alleged that Recycle
Tech, along with other defendants, orchestrated, coordinated, and funded a “pump-and-dump”
scheme involving the sale of unregistered shares of Recycle Tech stock. Halperin assisted with the
execution of their scheme. ' '

Iv.

In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanctions agreed to in Respondent Halperin’s Offer.

~ Accordingly, it is hereby ORDERED, effective immediately, that:

Halperin is suspended from appearing or practicing before the Commission as an attorney
for a period of five years.

By the Commission.

Elizabeth M. Murphy
Secretary

By%‘lldM. Plferson

Assistant Secretary
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UNITED STATES OF AMERICA
‘ . Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934

" Release No. 67187 / June 12, 2012 '

ADMINISTRATIVE PROCEEDING

File No. 3-12111

In the Matter of

FEDERATED INVESTMENT o ORDER MODIFYING

MANAGEMENT COMPANY, - DISTRIBUTION PLAN AND
- FEDERATED SECURITIES DIRECTING DISBURSEMENT

CORP. and FEDERATED
SHAREHOLDER SERVICES
COMPANY

Respondents.

On December 4, 2009, the Commlssbn issued a Notice of Proposed Plan of
Distribution and Opportunity for Comment (“Notice”) in connection with this proceeding
(Exchange Act Release No. 61118) pursuant to Rule 1103 of the Commission’ sRuleson -

. Fair Fund and Disgorgement Plans; 17 C.F.R. § 201.1103. No comments were received by

the Commission in response to the Notice and on January 28, 2010, the Commission
approved the proposed plan of distribution (“Plan”) (Exchange Act Release No. 61437).

The Plan provides that a Fair Fund consisting of $72 million in disgorgement and a

- civil penalty, plus any accrued interest, be transferred to Deutsche Bank to be distributed by

the Fund Administrator to injured investors according to the methodology set forth in the
Plan. Pursuant to the Plan, and following the issuance of Orders Directing Disbursement,
the Independent Distribution Consultant (“IDC”) and the Fund Administrator, in two
tranches, distributed $77,153,245.32 to injured investors." There is a significant amount
remaining in the Fair Fund after the distribution of those amounts, which is considered the
Residual pursuant to the Plan. Paragraph 9.18 of the Plan provides that any Residual shall
be distributed to the Federated Funds, based on the proportlonate excess profits by market -
timers accounted for by each Federated Fund.

! See Exchange Act Release Nos. 62542 (July 21, 2010) and 62836 (Sgptember' 2,2010).
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A substantial portion of the Residual is comprised of approximately $3.8 million in
Fair Fund monies that the Fund Administrator had originally distributed to a broker-dealer
for application among the beneficial holders of non-disclosed accounts. The broker-dealer
returned the $3.8 million to the Fund Administrator due to the broker-dealer’s inability, at
that time, to obtain the necessary shareholder data to distribute the monies. However, the
broker-dealer has since provided the Fund Administrator with the necessary information.
In addition, a substantial portion of the Residual is comprised of amounts that were
distributed but which were not claimed (i.e., checks that were not presented for payment
within the time period prescribed by the Plan). Consistent with the Plan’s primary
objective to distribute funds to affected investors at the time of the misconduct and with the
concurrence of the IDC and Federated, the Plan is modified in the following respects:

A. Additional Steps: The IDC and the Fund Administrator will take the following
additional steps (“Additional Steps™) relating to the distribution: (1) reissue and
mail all checks in the'amount of $250 to $499 to investors who failed to present
those checks for payment within the time prescribed by the Plan and whose
check was not otherwise previously reissued; (2) identify and issue checks to
the beneficial accountholders of non-disclosed accounts consisting of
approximately $3.8 million in Fair Fund monies that the Fund Administrator
had originally distributed to an intermediary; and (3) reissue and mail all checks
to investors who contacted Federated, BFDS, or the staff after March 4, 2011,
the last date that checks were honored, to request that their checks be reissued.

B. Stale Dates for Reissued Checks: Checks reissued as a result of the Additional
Steps shall be void 60 days after issuance. The IDC may, in his discretion, -
reissue a check which was issued pursuant to the Additional Steps, but only if
the request for reissuance is made before the stale date of the original reissued
check (i.e., within 60 days after original reissuance). Any check so reissued
will be void no later than 30 days after the stale date of the original reissued
check. Except as provided in this paragraph, the IDC will not reissue any other
checks. :

C. Remaining Uncashed Checks to be Returned to Residual: Any checks issued
pursuant to the Additional Steps which remain uncashed after their stale date or
which are returned as undeliverable, shall be cancelled and returned to the Fair.
Fund as Residual to be distributed as part of the Second Residual, described in
paragraph G, below.

D. Costs of Additional Steps: Federated will pay, but shall be reimbursed from the
Fair Fund, for the fees and expenses of the IDC and Fund Administrator that are
attributable to the Additional Steps which are found not to be unreasonable by
the Commission staff. Such reimbursable costs, however, are not to exceed
$600,000 (“Total Reimbursable Amount”). Fees and expenses of the IDC and
Fund Administrator which are not attributable to the Additional Steps, as
determined by the Commission staff, shall be borne by Federated in accordance
with the Order Instituting Administrative and Cease-and-Desist Proceedings,




Making Findings, and Imposing Remedial Sanctions and a Cease-and-Desist
Order Pursuant to Sections 15(b)(4) and 17A(c)(3) of the Securities Exchange
Act of 1934, Sections 203(e) and 203(k) of the Investment Advisers Act of
1940, and Section 9(b) and 9(f) of the Investment Company Act of 1940, dated
November 28, 2005, and shall not be reimbursed from the Fair Fund.
Accordingly, fees and expenses attributable to the Additional Steps but which
exceed the Total Reimbursable Amount shall not be reimbursed.

E. Amount to be Reserved From the Residual: The amount of $5,511,081.65 will
be reserved from the Fair Fund (“Reserved Amount™) to pay: (1) any check
issuances or re-issuances that result from the Additional Steps; (2) the Total
Reimbursable Amount of the Additional Steps as described above; and (3)
estimated tax liabilities of the Fair Fund.

F. First Residual Distribution: The current balance of the Fair Fund less the
Reserved Amount shall be considered the Residual and shall be distributed to
the affected Federated Funds in accordance with the Plan. The First Residual
distribution may be made while the Additional Steps are being taken. Upon
certification that a validated payment file has been received by Commission
staff and the distribution information has also been received by the affected

~ Federated Funds, the Secretary shall issue an Order to Dlsburse the First
Residual pursuant to the Plan.

G. Second Residual Distribution: After the stale date for all checks issued or
reissued as a result of the Additional Steps, any funds from the Reserved
Amount remaining in the Fair Fund shall be considered Residual. Upon
certification that a validated payment file has been received by Commission
staff and the distribution information has also been received by the affected

" Federated Funds, the Secretary shall issue an Order to Disburse the Second
Residual pursuant to the Plan.

Accordingly, it is ORDERED that:

A. Pursuant to Rule 1104 of the Fair Fund Rules, 17 CF.R. § 201.1104, the

Distribution Plan is modified as described above, and approved with such modification,

Deutsche Bank and the Fund Administrator shall include such monies in its distributions to

B. The Commission staff shall transfer $16,932.03 of the Fair Fund to -

the affected Federated Funds as provided for in the Distribution Plan and in paragraph C,,

below;




C. The Fund Administrator shall disburse the First Residual as described above in
Paragraph F. to the affected Federated Funds, in the amount stated in the validated payment
file of $14,575,932.22, as provided for in the Distribution Plan as hereby modified.

By the Commission.

. % ,
Elizabeth M. Murphy
Secretary




UNITED STATES OF AMERICA
Before the '
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934 -
Release No. 67188 / June 12, 2012

 ADMINISTRATIVE PROCEEDING

File No. 3-12896

In the Matter of

FOUNDING PARTNERS | , . ORDER DISCHARCING FUND
‘CAPITAL MANAGEMENT ' : - ADMINISTRATOR AND
COMPANY.AND ' : TERMINATING DISGORGEMENT
“WILLIAM GUNLICKS, :. -~ - FUND '
Respondents.

On December 3, 2007, the Commission issued a Corrected Order Instituting -

" Administrative and Cease-And-Desist Proceedings, Making Fmdmgs ‘and Imposing Remedial

Sanctions Pursuant to Section 8A of the Securities Act of 1933 and Section 203(e) of the
Investment Advisers Act of 1940 (“Order”) against Founding Partners Capital Management
Company (“Founding Partners”) and William Gunlicks (Securities Act Release No. 8866).

Among other things, the Order, to which Founding Partners and Gunlicks consented without

admitting or denying the Commlssmn s findings, ordered Founding Partners to pay -
dlsgorgement of $169,180 and prejudgment interest of $13,064.

On March 3, 2008, the Commission issued a Notlce of Proposed Plan of Distribution

. and Opportumty for Comment (Exchange Act Rel. No. 57423). The Commission received no

comments and on May 9, 2008 issued an Order Approving Distribution Plan and Appointing
Fund Administrator (Exchange Act Rel. No. 57807). The distribution plan provided that the
Fund Administrator would develop a list of payees and amounts and then seek an order -
directing disbursement for the distribution based on this payee list. On December 3, 2009, the

- Commission issued an Order Dlrectmg Disbursement of Disgorgement Fund (Exchange Act

Rel No. 61109).
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The Fund Administrator submitted a Final Accounting pursuant to Rule 1105(f) of the
Commission’s Rules on Fair Fund and Disgorgement Plans, which was approved by the
Commission. Pursuant to the Administrator’s Final Accounting, all liabilities have been
satisfied and $1,989.17 in residual funds will be transmitted to the U.S. Treasury.

Accordingly, IT IS ORDERED that:
A. - the Disgorgement Fund is terminated;
B. the Fund Administrator is discharged; and

'C. the $1,989.17 remaining in the Dlsgorgement Fund shall be transferred to the
U.S. Treasury.

By the Commission.

' Ellzabeth M. Murphy WM/
Secretary




. E . UNITED STATES OF AMERICA
) Before the '
~ SECURITIES AND EXCHANGE COMMISSION
. SECURITIES EXCHANGE ACT OF 1934
Release No. 67190 / June 12,2012

ADMINISTRATIVE PROCEEDING
File No. 3-14913

" In the Matter of - : - ORDER INSTITUTING '
' ' - _ _ " ADMINISTRATIVE PROCEEDINGS -
JAMES FLEISHMAN, PURSUANT TO SECTION 15(b) OF THE
R _ SECURITIES EXCHANGE ACT OF 1934,
Respondent. _ MAKING FINDINGS, AND IMPOSING

REMEDIAL SANCTIONS o

® R
~ The Securities and Exc'hange Commissio_ri (“Commission”) deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted pursuant to

Section 15(b) of the Securities Exchange Act of 1934 (“Exchange Act”) against James Fleishman
(“Fleishman” or “Respondent”). : 4 : g

II.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer””) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, Respondent consents to the Commission’s
jurisdiction over him and the subject matter of these proceedings and to the entry of this Order .

Instituting Administrative Proceedings Pursuant to Section 15(b) of the Securities Exchange Act of )

1934, Making Findings, and Imposing Remedial Sanctions (“Order”), as set forth below.

QoY




IIL
On the basis of this Order and Respondent’s Offer, the Commission finds that:

1. Fleishman was a sales manager at Primary Global Research LLC (“PGR”)
from at least 2008 through December 2010. Fleishman held Series 7 and 63 licenses that were
registered with a broker-dealer affiliate of PGR during the relevant time period. Fleishman, age
42, is currently incarcerated in Colorado. v -

2. On May 7, 2012, a final judgment was entered by consent against
Fleishman, permanently enjoining him from future violations of Section 10(b) of the Exchange
Act and Rule 10b-5 thereunder, in the civil action entitled SEC v. Longoria et al., Civil Action
No. 11:CV-0753 (S.D.N.Y.). ' : '

3.  The Commission’s complaint alleged that, in connection with the purchase
or sale of securities, Fleishman knew, recklessly disregarded, or should have known, that material
nonpublic information he received from consultants to PGR was disclosed or misappropriated in
breach of a fiduciary duty, or similar relationship of trust and confidence. The complaint further
alleges that Fleishman facilitated the transfer of the material nonpublic information to hedge fund
clients of PGR and/or passed the information directly to PGR clients himself, and that certain
hedge fund clients of PGR traded based on the material nonpublic information.

4, On September 20, 2011, Fleishman was convicted of one count of
conspiracy to commit securities fraud and one count of conspiracy to commit wire fraud in
violation of Title 18 United States Code, Sections 371 and 1349, before the United States District
Court for the Southern District of New York, in United States v. James Fleishman, 11-cr-00032-
‘(JSR). ' _ . ‘ ‘

, 5. The éounts of the indictment on which Fleishman was convicted alleged,
inter alia, that Fleishman, and others, participated in a scheme to defraud public companies of
material nonpublic information. The indictment alleged that Fleishman did so by obtaining

" material nonpublic information and transmitting it directly to clients of PGR, and by facilitating

meetings, phone calls, and other communications between employees of public companies and
PGR clients knowing that material nonpublic information would be divulged. The indictment
 alleged that Fleishman understood that the material nonpublic information would be used for
purposes of executing and causing others to execute trades in the securities of public companies.




IV.

In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanctions agreed to in Respondent Fleishman’s Offer.

Accordingly, it is hereby ORDERED pursuant to Section 15(b) of the Exchange Act that

| Respondent Fleishman be, and hereby is:

barred from association with any broker, dealer, investment adviser, municipal securities
dealer, municipal advisor, transfer agent, or nationally recognized statistical rating
organization; and

barred from participating in any offering of a penny stock, including: acting as a promoter,
finder, consultant, agent or other person who engages in activities with a broker, dealer or
issuer for purposes of the issuance or trading in any penny stock, or inducing or attempting
to induce the purchase or sale of any penny stock.

Any reapplication for association by the Respondent will be subject to the applicable laws
and regulations governing the reentry process, and reentry may be conditioned upon a number of
factors, including, but not limited to, the satisfaction of any or all of the following: (a) any
disgorgement ordered against the Respondent, whether or not the Commission has fully or partially
waived payment of such disgorgement; (b) any arbitration award related to the conduct that served
as the basis for the Commission order; (c) any self-regulatory organization arbitration award to a
customer, whether or not related to the conduct that served as the basis for the Commission order;
and (d) any restitution order by a self-regulatory organization, whether or not related to the conduct
that served as the basis for the Commission order.

By the Commission.

Elizabeth M. Murphy
Secretary :

By' i M. Peterson
Assistant Secretary




UNITED STATES OF AMERICA:

Before the
SECURITIES AND EXCHANGE COMMISSION. »

SECURITIES EXCHANGE AC’I‘ OF 1934
Release No. 67192 / June 13 2012

ADMINISTRATIVE PROCEEDING
File No. 3-14914

In the Matter of
" ROK Entertainment Group, Inc., ‘ ORDER INSTITUTING
RussQil Corp., ADMINISTRATIVE PROCEEDINGS
Tricell, Inc., : ' ' AND NOTICE OF HEARING
Tunex International, Inc. (n/kla Aone PURSUANT TO SECTION 12(j) OF -
Dental International Group, Inc.), and THE SECURITIES EXCHANGE ACT
ereless Age Communications, Inc., OF 1934
Respondents.

L

The Securities and Exchange Commission (“Comm1ss1on”) deems it necessary
and appropriate for the protection of investors that public administrative proceedmgs be,
and hereby are, instituted pursuant to Section 12(j) of the Securities Exchange Act of -
1934 (“Exchange Act”) against Respondents ROK Entertainment Group, Inc., RussOil
Corp., Tricell, Inc., Tunex International, Inc. (n/k/a Aone Dental Internatlonal Group,
Inc.), and ereless Age Comrnurucatxons Inc

IL
After an investigation, the Division of Enforcement alleges that:
A. RESPONDENTS

1. ROK Entertainment Group, Inc. (CIK No. 863139) is a void Delaware
-corporation located in Wolverhampton, United Kingdom with a class of securities
registered with the Commission pursuant to Exchange Act Section 12(g). ROK
Entertainment Group is delinquent in its periodic filings with the Commission, having not
filed any periodic reports since it filed a Form 10-Q for the period ended June 30, 2008,
which reported a net loss of over $20 million for the prior three months. As of June 11,
- 2012, the company’s stock (symbol “ROKE”) was quoted on OTC Link (previously, -

i+ ¥




“Pink Sheets”) operated by OTC Markets Group, Inc. (“OTC Link™), had six market
makers, and was eligible for the “piggyback” exception of Exchange Act Rule 15¢2-

1H(3).

2. RussOil Corp. (CIK No. 1369092) is a revoked Nevada corporation located in
Moscow, Russia with a class of securities registered with the Commission pursuant to
Exchange Act Section 12(g). RussOil is delinquent in its periodic filings with the
Commission, having not filed any periodic reports since it filed a Form 10-Q for the
period ended March 31, 2008, which reported a net loss of over $458,000 for the prior
three months. ‘As of June 11, 2012, the company’s stock (symbol “RUSO”) was quoted ,
on OTC Link, had seven market makers, and was eligible for the “piggyback” exception
of Exchange Act Rule 15¢2-11(f)(3). '

3. Tricell, Inc. (CIK No. 1178156) is a revoked Nevada corporation located in
Cheshire, United Kingdom with a class of securities registered with the Commission
pursuant to Exchange Act Section 12(g). Tricell is delinquent in its periodic filings with
the Commission, having not filed any periodic reports since it filed a Form' 10-Q for the
period ended September 30, 2006, which reported a net loss of over $22 million for the
prior three months. As of June 11, 2012, the company’s stock (symbol “TCLL”) was
quoted on OTC Link, had eight market makers, and was eligible for the “piggyback”
exception of Exchange Act Rule 15¢2-11(f)(3). :

4..Tunex International, Inc. (/k/a Aone Dental International Group, Inc.) (CIK

No. 806129) is a Utah corporation located in Hong Kong with a class of securities
registered with the Commission pursuant to Exchange Act Section 12(g). Tunex

International is delinquent in its periodic filings with the Commission, having not filed
* any periodic reports since it filed a Form 10-QSB for the period ended December 31,
2006, which reported a net loss of over $19,000 for the prior nine months. As of June 11,
2012, the company’s stock (symbol “AODG”) was quoted on OTC Link, had four market
makers, and was eligible for the “piggyback” exception of Exchange Act Rule 15¢2-

11(H)(3).

5. Wireless Age Communications, Inc. (CIK No. 1130131) is a Nevada
corporation located in King City, Ontario, Canada with a class of securities registered
with the Commission pursuant to Exchange Act Section 12(g). Wireless Age
Communications is delinquent in its periodic filings with the Commission, having not
filed any periodic reports since it filed a Form 10-Q/A for the period ended September
30, 2008. As of June 11, 2012, the company’s stock (symbol “WLSA”) was quoted on
OTC Link, had eleven market makers, and was eligible for the “piggyback™ exception of
Exchange Act Rule 15¢2-11(f)(3).

B. DELINQUENT PERIODIC FILINGS

6. As discussed in more detail above, all of the Respondents are delinquent in
their periodic filings with the Commission, have repeatedly failed to meet their
obligations to file timely periodic reports, and failed to heed delinquency letters sent to
them by the Division of Corporation Finance requesting compliance with their periodic




filing obligations or, through their failure to maintain a valid address on file with the

. Commission as required by Commission rules, did not receive such letters.

7. Exchange Act Section 13(a) and the rules promulgated thereunder require
issuers of securities registered pursuant to Exchange Act Section 12 to file with the
Commission current and accurate information in periodic reports, even if the registration
is voluntary under Section 12(g). Specifically, Rule 13a-1 requires issuers to file annual

reports, and Rule 13a-13 requires domestic issuers to file quarterly reports.

8. As a result of the foregoing, Respondents failed to comply with Exchange Act

~ Section 13(a) and Rules 13a-1 and 13a-13 thereunder.

II1.

In view of the allegations made by the Division of Enforcement, the Commission
deems it necessary and appropriate for the protection of investors that public
administrative proceedings be instituted to determine:

A.  Whether the allegations contained in Section II hereof are true and, in
connection therewith, to afford the Respondents an opportunity to establish any defenses
to such allegations; and, '

B. Whether it is necessary and appropriate for the protection of investors to
suspend for a period not exceeding twelve months, or revoke the registration of each
class of securities registered pursuant to Section 12 of the Exchange Act of the

‘Respondents identified in Section II hereof, and any successor under Exchange Act Rules

12b-2 or 12g-3, and any new corporate names of any Respondents.
Iv.

1T IS HEREBY ORDERED that a public hearing for the purpose of taking
evidence on the questions set forth in Section 11 hereof shall be convened at a time and
place to be fixed, and before an Administrative Law Judge to be designated by further
order as provided by Rule 110 of the Commission’s Rules of Practice [17 C.F.R. §
201.110]. ' : .

IT IS HEREBY FURTHER ORDERED that Respondents shall file an Answer to
the allegations contained in this Order within ten (10) days after service of this Order, as

~ provided by Rule 220(b) of the Commission’s Rules of Practice [17 C.F.R. § 201.220(b)].

If Respondents fail to file the directed Answers, or fail to appear at a hearing after
being duly notified, the Respondents, and any successor under Exchange Act Rules 12b-2
or 12g-3, and any new- corporate names of any Respondents, may be deemed in default
and the proceedings may be determined against it upon consideration of this Order, the
allegations of which may be deemed to be true as provided by Rules 155(a), 220(f),
221(f), and 310 of the Commission’s Rules of Practice [17 C.F.R. §§ 201.155(a),
201.220(f), 201.221(f), and 201.310]. _




: This Order shall be served forthwith upon Respondents personally or by certified,
' registered, or Express Mail, or by other means permltted by the Commission Rules of
Practice.
IT IS FURTHER ORDERED that the Administrative Law Judge shall issue an
initial decision no later than 120 days from the date of service of this Order, pursuant to
Ruile 360(a)(2) of the Commission’s Rules of Practice [17 C.F.R. § 201.360(a)(2)}.

In the absence of an appropriate waiver, no officer or employee of the
Commission engaged in the performance of investigative or prosecuting functions in this
or any factually related proceeding will be permitted to participate or advise in the

- decision of this matter, except as witness-or counsel in proceedings held pursuant to
notice. Since this proceeding is not “rule making” within the meaning of Section 551 of
the Administrative Procedure Act, it is not deemed subject to the provisions of Section
553 delaying the effective date of any final Commission action.

By the Commission.

Elizabeth M. Murphy
Secretary

M, Peters
Assistant Secretary




UNITED STATES OF AMERICA -
Before the '
SECURITIES AND EXCHANGE COMMISSION

June 13,2012
In the Matter of
ROK Entertainment Group, Inc.,
RussOil Corp., ORDER OF SUSPENSION OF
. Tricell, Inc., ' TRADING

Tunex International, Inc. (n/k/a Aone Dental
~ International Group, Inc.), and
'Wireless Age Communications, Inc.,

~ File No. 500-1

- It appears to the Securities ana Exchange Commission that thefe fs a lack of
~ current and accurate information concerning the securities of ROK Entertainment Group,
Iﬁ_c. Because it has hqt filed any periodic requts since the period ended June 30, 2008.
It apbcars to the Securities and Exchapge Commission that there is a lack of
currenfv and accurate iﬁformation- concerning ;he securities of RussOil C.orp‘.. because it‘
‘Thas not filed any péripdic reports since th¢ period ended March 31, 2008.
It appears to the Securities and Exchange Commission that there is a lack of
' cur;ent and accurate infonnation concérning the securities of Tricell, Inc. because it has
not filed ;my‘periodic reports since the period ended September 30, 2006. |
It appears to the Securities and Exchange Commission that there is a lack of
¢urrent and accurate 'information concerning the securities of Tunéx Interhational, Inc.
| (n/k/a Aone Dental-. International Group, Inc.) because it has not filed any periodic reporté

since the period ended December 31, 2006.

W o




' . | _ It appears to the Securities and Exchanée Commission that fhere js a lack of
-~ current and accurate information concerning the securities of Wireless .Age
Communications, inc. because it has not filed any periodic reports since the jﬁe’n’od ended
_ _September 30, 2008. | |
| The Commission is of the opinion that the publivc iﬁterest and the protection of
investors require a suspension of trading in the securities of the above-listed companies.
. Therefore, it is ordered, pursuant to Section lZ(k) of the Securities Exchange Act
* of 1934, that trading in the securities of the above—ljsted companies is suépended for the
périod from 9:30 a.m. EDT on june 13, 2012, through 1_1:59 p.m. EDT on June 26, 2012.

By the Commission.

Elizabeth M. Murphy

‘ : | ' Secretar.y,. ' :
Jill M. Peterson
ssistant Secretary
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UNITED STATES OF AMERICA
. Before the : _
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 67197 / June 13,2012

 ADMINISTRATIVE PROCEEDING

File No. 3‘-14915

" ORDER INSTITUTING

_(“Respondent”).

ADMINISTRATIVE PROCEEDINGS
| PURSUANT TO SECTION 17A OF THE
In the Matter of - SECURITIES EXCHANGE ACT OF 1934,
) _ : MAKING FINDINGS, AND IMPOSING
- STEVEN H. BETHKE, . REMEDIAL SANCTIONS
Respondent.
L.

The Securities and Exchange Commission (“Commi‘ssion”) deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted pursuant to
Section 17A of the Securities Exchange Act of 1934 (“Exchange Act”) against Stephen H. Bethke

IL.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer””) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over him and the subject matter of these
proceedings, and the findings contained in Section II1.2. below, which are admitted, Respondent

" consents to the entry of this Order Instituting Administrative Proceedings Pursuant to Section 17A

of the Securities Exchange Act of 1934, Making Findings, and Imposing Remedial Sanctions
(“Order™), as set forth below.
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On the basis of this Order and Respondent’s Offer, the Commission finds that:

1. Bethke was the principal of First National Trust Company, a transfer ageht
not registered with the Commission. Bethke, 53 years old, is a.resident of Houston, Texas. .

2. On June 5, 2012, a final judgment was entered by consent against Bethke,
permanently enjoining him from future violations of Sections 5(a), 5(c), and 17(a) of the Securities
Act of 1933 and Section 10(b) of the Exchange Act and Rule 10b-5 thereunder, in the civil action
entitled Securities and Exchange Commission v. Steven H. Bethke, Civil Action Number 4:12-cv-
01638, in the United States District Court for the Southern District of Texas. ’

3. The Commission’s complaint alleged that, while acting as a transfer agent
to Bederra Corporation (“Bederra”), Bethke misappropriated Bederra stock certificates and used
them to issue over one billion shares of Bederra common stock without authorization from
Bederra. Bethke sold the shares, which were unregistered, for his own account, in exchange for
payments of approximately $355,250. Bethke also fabricated officers’ certificates and company
resolutions in connection with the sale of the shares. '

Iv.

In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanctions agreed to in Respondent Bethke’s Offer.

, Accordingly, it is hereby ORDERED pursuant to Section 17A(c)(4)(C) of the Exchange Act
that Respondent Bethke be, and hereby is, barred from association with any transfer agent, broker,
dealer, investment adviser, or municipal securities dealer.




Any reapplication for association by the Respondent will be subject to the applicable laws
and regulations governing the reentry process, and reentry may be conditioned upon a number of
factors, including, but not limited to, the satisfaction of any or all of the following: (a) any
disgorgement ordered against the Respondent, whether or not the Commission has fully or partially
waived payment of such disgorgement; (b) any arbitration award related to the conduct that served
as the basis for the Commission order; (¢) any self-regulatory organization arbitration award to a
customer, whether or not related to the conduct that served as the basis for the Commission order;
and (d) any restitution order by a self-regulatory organization, whether or not related to the conduct
that served as the basis for the Commission order.

By the Commission.

Elizabeth M. Murphy
Secretary '




- UNITED STATES OF AMERICA -

' : Before the
SECURITIES AND EXCHANGE COMMISSION

- SECURITIES EXCHANGE ACT OF 1934
Release No. 67199 / June 14, 2012

ADMINISTRATIVE PROCEEDING
‘File No. 3-14916 '

In the Matter of
Stream Communications Network & ORDER INSTITUTING
Media, Inc., ADMINISTRATIVE PROCEEDINGS
: ‘ ' AND NOTICE OF HEARING ‘
Respondent. . _ PURSUANT TO SECTION 12(j) OF
’ - | THE SECURITIES EXCHANGE ACT
OF 1934 ’

I

_ The Securities and Exchange Commission (“Cormission”) deems it necessary

- and appropriate for the protection of investors that public administrative proceedings be,
and hereby are, instituted pursuant to Section 12(j) of the Securities Exchange Act of .
1934 (“Exchange Act”) against Respondent Stream Communications Network & Media,
Inc. ' : : S ' '

II.
After an investigation, the Division of Enforcement aIleges that:
A. RESPONDENT

1. Stream Communications Network & Media, Inc. (CIK No. 1125670) is a
‘British Columbia corporation located in Warsaw, Poland with a class of securities -
registered with the Commission pursuant to Exchange Act Section 12(g). Stream
Communications Network & Media is delinquent in its periodic filings with the
Commission, having not filed any periodic reports since it filed a Form 20-F for the
period ended December 31, 2008, which reported a net loss of over $5.5 million for the .
prior twelve months. As of June 11, 2012, the company’s stock (symbol “SCNWEF”) was
quoted on OTC Link (previously, “Pink Sheets”) operated by OTC Markets Group, Inc.
(“OTC Link™), had nine market makers, and was eligible for the “piggyback” exception
of Exchange Act Rule 15¢2-11(f)(3). . '
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B.. DELINQUENT PERIODIC FILINGS

2. As discussed in more detail above, the Respondent is delinquent in its periodic
filings with the Commission, has repeatedly failed to meet its obligations to file timely

~ periodic reports, and failed to heed delinquency Jetters sent to it by the Division of

Corporation Finance requesting compliance with its periodic filing obligations or,
through its failure to maintain a valid address on file with the Commission as required by
Commission rules, did not receive such letters.

3. Exchange Act Section 13(a) and the rules promulgated thereunder require .
issuers of securities registered pursuant to Exchange Act Section 12 to file with the
Commission current and accurate information in periodic reports, even if the registration
is voluntary under Section 12(g). Specifically, Rule 13a-1 requires issuers to file annual
reports, and Rule 13a-13 requires domestic issuers to file quarterly reports.

4. Asaresult of the foregoing, the Respondent failed to comply with Exchange
Act Section 13(a) and Rules 13a-1 and 13a-13 thereunder. '

I11.
- Inviewof the allegations made by the Division of Enforcement, the Commission
deems it necessary and appropriate for the protection of investors'that public

administrative proceedings be instituted to determine:

- A. - Whether the allegations contained in Section II hereof are true and, in
connection therewith, to afford the Respondent an opportunity to establish any defenses

to such allegations; and,

B. " Whether it is necessary and appropriate for the protection of investors to
suspend for a period not exceeding twelve months, or revoke the registration of each
class of securities registered pursuant to Section 12 of the Exchange Act of the
Respondent identified in Section II hereof, and any successor under Exchange Act Rules
12b-2 or 12g-3, and any new corporate names of the Respondent.

Iv.

IT IS HEREBY ORDERED that a public hearing for the purpose of taking '
evidence on the questions set forth in Section III hereof shall be convened at a time and
place to be fixed, and before an Administrative Law Judge to be designated by further
order as provided by Rule 110 of the Commission’s Rules of Practice [17 C.F.R. §

~201.110].

IT IS HEREBY FURTHER ORDERED that the Respondent shall file an Answer

 to the allegations contained in this Order within ten (10) days after service of this Order,

as ptovided by Rule 220(b) of the Commission’s Rules of Practice [17 CF.R. §
201.220(b)}.




If the Respondent fails to file the directed Answer, or fail to appear at a hearing
after bemg duly notified, the Respondent, and any successor under Exchange Act Rules
12b-2 or 12g-3, and any new corporate name of the Respondent, may be deemed in
default and the proceedlngs -may be determined against it upon consideration of this
Order, the allegations of which may be deemed to be true as provided by Rules 155(a),

- 220(f), 221(f), and 310 of the Commission’s Rules of Practice [17 C.F.R. §§ 201.155(a),
201 220(f) 201.221(%), and 201 310]. '

This Order shall be served forthwith upon the Respondent personally or by
certified, registered, or Express Mail, or by other means permitted by the Comm1ssmn
Rules of Practice. :

IT IS FURTHER ORDERED that the Administrative Law Judge shall issue an
~ initial decision no later than 120 days from the date of service of this Order, pursuant to
Rule 360(a)(2) of the Commlssmn s Rules of Practl_ce [17 C.F.R. § 201.360(a)(2)].

_ ~ In the absence of an appropriate waiver, no officer or employee of the ,
" Commission engaged in the performance of investigative or prosecuting functions in this
or any factually related proceeding will be permitted to participate or advise in the
decision of this matter, except as witness or counsel in proceedings held pursuant to
notice. Since this proceeding is not “rule making” within the meaning of Section 551 of

“the Administrative Procedure Act, it is not deemed subject to the provisions of Section
553 delaying the effective date of any final Commission action. -

By the Commission.

u- /7).
Elizabeth M. Murphy
Secretary




UNITED STATES OF AMERICA

Before the v
SECURITIES AND EXCHANGE COMMISSION

June 14, 2012

In the Matter of

Stream Communications Network & Media, Inc., ' :
| ORDER OF SUSPENSION OF
File No. 500-1 TRADING

It appears té thé Securities and Exchange ’Cor;lmvisvs:i:on;.that fhere is'a la;k, of )
current and accurate information éonce.rniﬁg the 's_eéﬁritiés of Stream Commumcatlons _' :
Network & Media, Inc, becjausg it ha’_s,q‘ot filed any pg‘ri’édic reportssmccthe perlod __

“ended December 31, 2008. | | | |
The Comunission is of the opinion that the p@iblié iritéfeﬁt, and thé protecﬁonvof

investors require a suspension of trading in the securities of the above-listed company.«- -

Therefore, it is ordered, pursuant to Section 12(k) of the Secmmes ExchangeAct
of 1934, that trading in the security of fthe-aﬁoyc-lis_ted compaty is i'su'spelided for the
period from 9:30 2.m. EDT on June 14, 2012, through 11:59 p.m. EDT on June 27, 2012.

By the Commission.

El,izéziﬂ(l)é:ic/li_ M. Murphy
chg'eta’ry-

2 of 9




o o | | | /01,77/;7/5/0/76/ Uil

et pty g

UNITED STATES OF AMERICA
before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 67200 / June 14, 2012

ADMINISTRATIVE PROCEEDING
File No. 3-14917

ORDER INSTITUTING
ADMINISTRATIVE PROCEEDINGS
PURSUANT TO SECTION 15(b) OF THE
SECURITIES EXCHANGE ACT OF 1934
AND RULE 102(¢) OF THE
COMMISSION’S RULES OF PRACTICE,
MAKING FINDINGS, AND IMPOSING
REMEDIAL SANCTIONS

In the Matter of
LUC D. NGUYEN, ESQ.,

Respondent.

I.

The Securities and Exchange Commission (“Commission”) deems it appropriate
and in the public interest that public administrative proceedings be, and hereby are,
instituted pursuant to Section 15(b) of the Securities Exchange Act of 1934 (“Exchange
Act”) and Rule 102(e)(3)(i) of the Commission’s Rules of Practice' agamst Luc D.
Nguyen Esq. (“Respondent” or “Nguyen”)

1L

In anticipation of the institution of these proceedings, Respondent has submitted an

Offer of Settlement (the “Offer”) which the Commission has determined to accept. Solely
for the purpose of these proceedings and any other proceedings brought by or on behalf of

- the Commission, or to which the Commission is a party, and without admitting or denying

''Rule 102(e)(3)(i) provides, in relevant part, that:

The Commission, with due regard to the public interest and without preliminary hearing, may, by
order, . . . suspend from appearing or practicing before it any . .. attorney . . . who has been by name . . .
permanently enjoined by any court of competent jurisdiction, by reason of his or her misconduct in an
action brought by the Commission, from violating or aiding and abetting the violation of any provision of
the Federal securities laws or of the rules and regulations thereunder.

O?é a;A %/




73

} . the findings herein, except as to the Commission’s jurisdiction over him and the subject

matter of these proceedings and the findings contained in Section I11.2 below, which are
admitted, Respondent consents to the entry of this Order Instituting Administrative
Proceedings Pursuant Section 15(b) of the Securities Exchange Act of 1934 and Rule
102(e) of the Commission’s Rules of Practice, Making Findings, and Imposing Remedial
Sanctions (“Order”), as set forth below.

118
On the basis of this Order and Respondent’s Offer, the Commission finds that:

1. (“Nguyen™), age 41, is a Utah resident living in Draper, Utah.
Nguyen is a member of the Utah State Bar. Nguyen provided advice to individuals and
entities regarding compliance with the federal securities laws. Nguyen has never held any
securities licenses and is not registered with the Commission in any capacity.

2. On January 6, 2011, the Commission filed a complaint against
» Nguyen in SEC v. Morris et al. (Civil Action No. 2:11CV00021). On June 1, 2012, the
court entered an order permanently enjoining Nguyen, by consent, from future violations of-
Sections 17(a), 5(a) and 5(c) of the Securities Act of 1933, Sections 10(b) and 15(a) of the
Securities Exchange Act of 1934 and Rule 10b-5 thereunder. '

3. The Commission’s complaint alleged, among other things, that
Nguyen knowingly made material misrepresentations to investors regarding an investment
opportunity he recommended, including telling investors that their principal would be safe
and essentially risk-free. Nguyen also told investors he had performed extensive due
diligence on the investment including meeting personally with the attorneys representing
the supposed trading companies involved in the investment. In fact, Nguyen performed no
due diligence regarding the investment opportunity. Nguyen’s representations regarding
the lack of risk investors faced were also false. In truth, investors faced real risk of losing
their principal as the investment operated as a classic Ponzi scheme. In addition, the
Commission’s complaint alleged that Nguyen acted as an unregistered broker-dealer in
violation of Section 15(a) of the Exchange Act.

IV.

In view of the foregoing, the Commission deems it appropriate and in the public
interest to impose the sanction agreed to in Respondent Nguyen’s Offer.

Accordingly, it is hereby ORDERED pursuant to Section 15(b)(6) of the Exchange
Act that Respondent Nguyen be, and hereby is:

barred from association with any broker, dealer, investment adviser, municipal
securities dealer, transfer agent; and




- barred from participating in any offering of a penny stock, including: acting as a
promoter, finder, consultant, agent or other person who engages in activities with
a broker, dealer or issuer for purposes of the issuance or trading in any penny
stock, or inducing or attempting to induce the purchase or sale of any penny stock.

- It is also hereby ORDERED pursuant to Rule 102(e)(3)(i) of the Commission’s
Rules of Practice, effective immediately, that: -

Nguyen is suspended from appearing or practicing before the Commission as an
attorney. ' :

Any reapplication for association by the Respondent will be subject to the
applicable laws and regulations governing the reentry process, and reentry may be
conditioned upon a number of factors, including, but not limited to, the satisfaction of any
or all of the following: (a) any disgorgement ordered against the Respondent, whether or
not the Commission has fully or partially waived payment of such disgorgement; (b) any
arbitration award related to the conduct that served as the basis for the Commission order;
(c) any self-regulatory organization arbitration award to a customer, whether or not related
to the conduct that served as the basis for the Commission order; and (d) any restitution
order by a self-regulatory organization, whether or not related to the conduct that served as
the basis for the Commission order. '

By the Commission. ’ o o

Elizabeth M. Murphy
Secretary
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. | UNITED STATES OF AMERICA
' ' Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934 -
Release No. 67205 / June 14,2012

ADMINISTRATIVE PROCEED_ING '
File No. 3-14919

ORDER INSTITUTING
ADMINISTRATIVE PROCEEDINGS
PURSUANT TO SECTION 15(b) OF THE
In the Matter of ' SECURITIES EXCHANGE ACT OF 1934,
MAKING FINDINGS, AND IMPOSING
GARRETT D. BAUER, . REMEDIAL SANCTIONS
Respondent.
I.

" The Securities and Exchange Commission (“Commission”) deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted pursuant to
Section 15(b) of the Securities Exchange Act of 1934 (“Exchange Act”) against Garrett D. Bauer
(“Bauer” or “Respondent”).

II.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
- of Settlement (the “Offer””) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, Respondent consents to the Commission’s
jurisdiction over him and the subject matter of these proceedings and to the entry of this Order
Instituting Administrative Proceedings Pursuant to Section 15(b) of the Securities Exchange Act of
1934 Making Findings, and Imposing Remedial Sanctions (“Order”), as set forth below.

§,




IIL.
On the basis of this Order and Respondent’s Offer, the Commission finds that:

1. Bauer, age 44, is a resident of New York, New York. From June 2009 to
August 16, 2010, Bauer was a trader at Lighthouse Financial Group, LLC, which was a registered
broker-dealer. On August 16, 2010, Lighthouse Financial Group, LLC was deregistered. From
September 2008 to December 2009, Bauer traded at Jag Trading, LLC and from April 2001 to
September 2008 he was a trader at RBC Professional Trader Group, LLC (which changed its name
to G-2 Trading, LLC in October 2009), both of which are registered broker-dealers. From October °
1991 to January 1994, Bauer was employed at Weiss Peck & Greer, which was a registered broker- -
dealer. Bauer is not currently associated with a broker-dealer. At the time the insider trading
scheme described below was active, Bauer was associated with broker-dealers. Bauer has held a
Series 7 securities license.

2. On May 1, 2012, a final judgment.was entered by consent against Bauer,
permanently enjoining him from future violations of Sections 10(b) and 14(e) of the Exchange Act
and Rules 10b-5 and 14e-3 thereunder, in the civil action entitled Securities and Exchange '

" Commission v. Garrett D. Bauer, et al., Civil Action Number 2:1 1-cv-01936, in the United States

District Court for the District: of New Jersey. Bauer was ordered to pay $30,812,796 in
disgorgement of ill-gotten gains representing profits gained as a result of the fraudulent conduct
alleged in the Commission’s complaint, which is partially satisfied and offset, on a dollar-for-
dollar basis, by a Final Order of Forfeiture entered in a criminal matter brought in the District of
New Jersey under Criminal Action No. 11-842 (KSH) for the following assets: 1) $23,200 in cash;
ii) $20,960,741 from bank and brokerage accounts; and iii) the net proceeds from the sale of two
pieces of real property that were seized at the direction of the United States Attorney’s Office for
the District of New Jersey. In addition, Bauer was ordered to pay $859,135 in prejudgment '
interest.

3. The Commission’s complaint alleged that Bauer engaged in a long-standing
serial insider trading scheme along with two others: Matthew H. Kluger (“Kluger™), a lawyer who
over the course of several years repeatedly accessed material nonpublic information about pending
mergers and acquisitions from the computer system of his former employer, Wilson Sonsini
Goodrich & Rosati (“Wilson Sonsini”) and Kenneth T. Robinson (“Robinson”™), identified in the
complaint only as the “middle man”, who was Kluger’s friend and who passed along the
information to Bauer (and later traded on it himself in two instances). From at least April 2006
through February 2011, based on nonpublic information that Kluger obtained from Wilson Sonsini,
Bauer traded in advance of at least nine pending mergers and acquisitions involving companies
that were advised by Wilson Sonsini, and realized over $30 million in ill-gotten gains.

_ 4. On December 8, 2011, Bauer pled guilty to conspiracy to commit securities
fraud [18 US.C. § 371], securities fraud [15 U.S.C. § 78j(b) and 78ff(a) and 17 C.F.R. § 240.10b-
5], conspiracy to commit money laundering [18 U.S.C. § 1956(h)], and obstruction of justice [18

- US.C. § 1512(c)(2)] before the United States District Court for the District of New Jersey, in

United States v. Garrett D. Bauer, No. 2:1 1-cr-00842.

2
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. 5. In pleading guilty, Bauer admitted that, among other things, between 1994
t0 2011 he engaged in numerous instances of buying and selling securities based on inside
information that Kluger had obtained from his employment at various law firms, knowing that
Kluger had misappropriated that information from his law firms. Bauer also admitted that he
would typically purchase shares in his trading accounts for himself, Kluger, and Robinson, and
then would withdraw cash from ATMs and give Robinson his proceeds and Kluger’s proceeds
with the understanding that Robinson would give Kluger his share. Bauer also admitted that he
made these payments in cash in an effort to conceal and disguise the nature, location, source,
ownership or control of proceeds from the insider trading scheme. Bauer admitted that in
undertaking these actions, he acted knowingly, willfully, and with the intent to defraud.

Iv.

In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanctions agreed to in Respondent Bauer’s Offer.

Accordingly, it is hereby ORDERED pursuant to Section 15(b)(6) of the Exchange Act that
Respondent Bauer be, and hereby is:

barred from association with any broker, dealer, investment adviser, municipal securities
dealer, municipal advisor, transfer agent, or nationally recognized statistical rating

‘ ) organization; and

barred from participating in any offering of a penny stock, including: acting as a promoter,

finder, consultant, agent or other person who engages in activities with a broker, dealer or
issuer for purposes of the issuance or trading in any penny stock, or inducing or attempting
to induce the purchase or sale of any penny stock. '




Any reapplication for association by the Respondent will be subject to the applicable laws
and regulations governing the reentry process, and reentry may be conditioned upon a number of
factors, including, but not limited to, the satisfaction of any or all of the following: (a) any
disgorgement ordered against the Respondent, whether or not the Commission has fully or partially
waived payment of such disgorgement; (b) any arbitration award related to the conduct that served
as the basis for the Commission-order; (c) any self-regulatory organization arbitration award to a
customer, whether or not related to the conduct that served as the basis for the Commission order;
and (d) any restitution order by a self-regulatory organization, whether or not related to the conduct
that served as the basis for the Commission order.

By the Commission. °

Elizabeth M. Murphy
Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 67204 / June 14,2012

ADMINISTRATIVE PROCEEDING
File No. 3-14918

In the Matter of _ : ORDER INSTITUTING ADMINISTRATIVE

: PROCEEDINGS PURSUANT TO RULE
MATTHEW H. KLUGER, : 102(e) OF THE COMMISSION’S RULES OF
: PRACTICE, MAKING FINDINGS, AND
~ Respondent. _ : IMPOSING REMEDIAL SANCTIONS
L

The Securities and Exchange Commission (“Commission”) deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted against
Matthew H. Kluger (“Respondent” or “Kluger”) pursuant to Rule 102(e)(3)(i) of the Commlss1on ]
Rules of Practice.’

' Rule 102(e)(3)(i) provides, in relevant part, that:

The Commission, with due regard to the public interest and without preliminary hearing,
may, by order, . . . suspend from appearing or practicing before it any . . . attorney . . . who has
been by name . . . permanently enjoined by any court of competent JurlSdICtIOII by reason of his
or her m1sconduct in an action brought by the Commission, from violating or aiding and abetting
the violation of any provision of the Federal securities laws or of the rules and regulations
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L.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer”) which the Commission has determined to accept. Solely for the '
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, Respondent admits the Commission’s
jurisdiction over him and the subject matter of these proceedings, and the findings contained in
paragraph 2 of Section III below, and Respondent consents to the entry of this Order Instituting
Administrative Proceedings Pursuant to Rule 102(e) of the Commission’s Rules of Practice,
Making Findings, and Imposing Remedial Sanctions (“Order”), as set forth below.

TIL.
On the basis of this Order and Respbndént’s Offer, the Commission finds that:

L Kluger, age 51, is and has been an attorney licensed to practice in the State
of New York and the District of Columbia. From December 5, 2005 until approximately February
2011, Kluger was a mergers and acquisitions lawyer in Wilson Sonsini Goodrich & Rosati’s
(“Wilson Sonsini”) Washington, DC office. Immediately prior to his association with Wilson
Sonsini, from approximately 2004 to 2005, Kluger was Associate General Counsel at Asbury
Automotive Group. From 2001 to 2004, Kluger worked as an attorney, including at a law firm
located in New Jersey. From 1998 to 2001, Kluger was an associate at Skadden, Arps, Meagher &
Flom, LLP. From 1994 to 1998, Kluger was a summer associate and an associate at Cravath, -
Swaine & Moore, LLP. ‘

2.~ OnMay 2,2012, afinal judgment was entered by consent against Kluger,
permanently enjoining him from future violations of Sections 10(b) and 14(e) of the Securities
Exchange Act of 1934 and Rules 10b-5 and 14e-3 thereunder, in the civil action entitled Securities
and Exchange Commission v. Matthew H. Kluger, et al., Civil Action Number 2:1 1-cv-01936, in
the United States District Court for the District of New Jersey. Kluger was ordered to pay
$502,500, representing profits gained as a result of the conduct alleged in the complaint, which was
partially satisfied and offset, on a dollar-for-dollar bass, by $87,500 in cash that was seized by the
Federal Bureau of Investigation at the direction of the U.S. Attorney’s Office in the District of New

- Jersey on or about March 18, 2011, upon Kluger’s agreement that he shall not contest, directly or

indirectly, the seizure of those funds, or any amount thereof, in any civil or criminal proceeding. In
addition, Kluger was ordered to pay $14,010 in prejudgment interest. . ‘

3. The Commission’s complaint alleged that Kluger engaged in a long-

| standing serial insider trading scheme along with two others: Kenneth T. Robinson (“Robinson”),

who was identified only as the “middle man”, and Garrett D. Bauer (“Bauer”). The complaint
alleged that over the course of several years, Kluger repeatedly accessed material nonpublic
information about pending mergers and acquisitions from the computer system of his former

~ employer, Wilson Sonsini, and passed that information to his friend, Robinson, who served as the

middle man, and further passed along the information to Bauer to place trades for the benefit of
Kluger and Robinson. Robinson also traded for himself and Kluger in two instances. From at least

2




April 2006 through February 2011, based-on nonpublic information that Kluger obtained from
Wilson Sonsini, Bauer and/or Robinson traded in advance of at least eleven pending mergers and
acquisitions involving companies that were advised by Wilson Sonsini, and the trio realized over
$32 million in ill-gotten gains. ' ‘

4, On December 14, 2011, Kluger pled guilty to conspiracy to commit
securities fraud [18 US.C. § 371], securities fraud [15 U.S.C. § 78j(b) and 78ff(a) and 17CF.R. §
240.10b-5], conspiracy to commit money laundering [18 U.S.C. § 1956(h)], and obstruction of
justice [18 U.S.C. § 1512(c)(2)] before the United States District Court for the District of New
~ Jersey, in United States v. Matthew H. Kluger, No. 2:11-cr-00858.

: 5. In pleading guilty, Kluger admitted that, among other things, between 1994
and 2011 he engaged in a scheme in which there were numerous instances of buying and selling
securities based on inside information that he had obtained from his employment at various law
firms. Kluger also admitted that he knew that Bauer was purchasing securities for Robinson, and
‘himself, based on the inside information that Kluger had stolen from the law firms and passedonto
Robinson, and that Kluger would receive his portion of the profits from Robinson. Kluger further
admitted that he received these payments in cash in an effort to conceal and disguise the nature,
Jocation, source, ownership or control of proceeds from the insider trading scheme. Kluger
admitted that in undertaking these actions, he acted knowingly, willfully, and with the intent to
defraud.

Iv.

In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanction agreed to in Respondent Kluger’s Offer.

Accordingly, it is hereby ORDERED, effective immediafely, that:
A. Kluger is suspended from appearing or practicing before the Commission as an

attorney.

By the Commission.

, Elizabeth M. Murphy VM
‘Secretary
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UNITED STATES OF AMERICA /Mt/ZZ _ %Z j
SECURITIES AND]I}Egg(ingllfIGE COMMISSION- ' |

SECURITIES EXCHANGE ACT OF 1934
Release No. 67206 / June 15,2012

ADMINISTRATIVE PROCEEDING
File No. 3-14720

In the Matter of
Alchemy Ventures, Inc., KM "~ ORDER MAKING FINDINGS AND '
Capital Management, LL.C, . IMPOSING REMEDIAL SANCTIONS AND
Zanshin Enterprises, LLC, CEASE-AND-DESIST ORDERS PURSUANT

- Mark H. Rogers, Steven D. TO SECTIONS 15(b) AND 21C OF THE

Hotovec, Joshua A. Klein, SECURITIES EXCHANGE ACT OF 1934 AS
Yisroel M. Wachs, Frank K. TO ALCHEMY VENTURES, INC.,
McDonald, and Douglas G. MARK H. ROGERS, AND
Frederick, ' STEVEN D. HOTOVEC

Respondents.

I

In these proceedings, instituted on January 26, 2012 pursuant to Sections 15(b) and 21C of
the Securities Exchange Act of 1934 (“Exchange Act™), respondents Alchemy Ventures, Inc.
(“Alchemy”), Mark H. Rogers (“Rogers”), and Steven D. Hotovec (“Hotovec™) (collectively
“Respondents”) have submitted Offers of Settlement (“Offers”) which the Securities and Exchange
Commission (“Commission”) has determined to accept. : . '

II.

~ Solely for the purpose of these proceedings and any other proceedings brought by or on
behalf of the Commission, or to which the Commission is a party, and without admitting or denying
the findings herein, except as to the Commission’s jurisdiction over them and the subject matter of
these proceedings, which are admitted, Respondents consent to the entry of this Order Making Findings .
and Imposing Remedial Sanctions and Cease-and-Desist Orders Pursuant to Sections 15(b) and 21C
of the Securities Exchange Act of 1934 as to Alchemy Ventures, Inc., Mark H. Rogers, and Steven
D. Hotovec (“Order”), as set forth below.

II1.
* On the basis of this Order and Respondents’ Offers, the Commission flnds1 that:

" The findings herein are made pursuant to Respondents’ Offers of Settlement and are not binding on any other
persons or entities in this or any other proceeding.




Summary

1. These proceedings arise from trading access that Alchemy extended to an individual
who subsequently used that trading access to profit from an account intrusion and market
manipulation scheme. On 22 occasions from September to December 2009, the individual made
profitable trades through Alchemy contemporaneous with unauthorized trading in the same securities in
hijacked online brokerage accounts of innocent and unknowing account holders at multiple U.S. broker-
dealers. The individual generated ill-gotten gains of $149,288 from the scheme through Alchemy.

2. By effecting securities transactions for the individual, Alchemy acted as an unregistered
broker in willful® violation of Section 15(a) of the Exchange Act. Rogers and Hotovec willfully aided
and abetted and caused Alchemy’s violation of Section 15(a). - :

Respondents

3. Alchemy Ventures, Inc. is a California corporation with its principal place of business in
San Mateo, California. Alchemy has never been registered with the Commission in any capacity.
Alchemy’s wholly-owned subsidiary Alchemy Alternatives, Inc. is a registered broker-dealer. From
September to December 2009 (the “relevant period”), approximately 250 individuals traded as many as
300 million shares per month on U.S. exchanges through an omnibus account held in Alchemy’s name
at a registered broker-dealer.

4. During the relevant period, Mark H. Rogers was President of, and associated with,
Alchemy. In that capacity, Rogers caused Alchemy to extend market access to traders through
Alchemy. Also during the relevant period, Rogers was President of Alchemy Alternatives, Inc. and
held Series 7, 24 and 63 licenses. Rogers, age 52, is a resident of San Carlos, California.

5. During the relevant period, Steven D. Hotovec was Vice President of, and associated

- with, Aléhemy. In that capacity, Hotovec caused Alchemy to extend market access to traders through

Alchemy. Also during the relevant period, Hotovec was an officer of Alchemy Alternatives, Inc. and
held Series 7, 24 and 63 licenses. Hotovec, age 46, isa reside;nt of Redwood City, California.

Sponsored Market Access

6. Sponsored market access is a form of trading access whereby a broker-dealer permits
customers to enter orders into the public market without the orders first passing through the broker-
dealer’s trading systems. :

7. The following chart illustrates the relationships through which Alchemy extended
market access to an individual identified as a citizen of Latvia (“the Latvian trader”) who conducted
an account intrusion and market manipulation scheme.

2 A willful violation of the securities laws means merely “‘that the person charged with the duty knows what he is
doing.”” Wonsover v. SEC, 205 F.3d 408, 414 (D.C. Cir. 2000) (quoting Hughes v. SEC, 174 F.2d 969, 977 (D.C. Cir.
1949)).
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8. During the relevant period, Alchemy received sponsored market access from a
registered broker-dealer and passed the sponsored market access on to traders through a Canadian
entity that solicited traders through its website and referred them to Alchemy.

9. In connection with extending sponsored market access to traders through the
Canadian entity, Alchemy participated in the order-taking and order-routing process, extended credit
to the traders in connection with securities transactions, and handled customer funds and securities.

10.  During the relevant period, Alchemy, at the direction of Rogers and Hotovec,
maintained an agreement with the Canadian entity. Under the agreement, approximately 200 traders
who had been referred by the Canadian entity were trading through Alchemy’s omnibus account via
sponsored market access during the relevant period. '

11.  Under the agreement, Alchemy charged the Canadian entity a commission of $0.18
per thousand shares traded, which exceeded the commission of $0.16 per thousand shares traded that
Alchemy paid the registered broker-dealer. Rogers and Hotovec were responsible for setting the
commission rate and directed Alchemy to charge transaction-based compensation for extending the
market access.

12.  Under the agreement, Alchemy and the Canadian entity divided the trading profits
generated by traders referred by the Canadian entity.

13. Rogers and Hotovec initially required the Canadian entity to maintain a risk deposit
of $150,000 with Alchemy. Under the agreement, the Canadian entity was responsible for 100% of
any trading losses that its traders incurred through Alchemy’s account.

14.  During the relevant period, Rogers and Hotovec directed Alchemy to maintain
documentation tracking the Canadian entity’s deposit balance against all commissions, fees, and
profits or losses for all trading activity through Alchemy’s account by traders referred by the
Canadian entity.

15.  In September 2009, the Canadian entity notified Alchemy that the Latvian trader had
requested market access. Alchemy provided the Latvian trader with sponsored access trading
software and instructed the software provider to assign the Latvian trader a user ID and password so
that he could use the software to trade online through Alchemy’s account. In so doing, Alchemy, at
the direction of Rogers and Hotovec, provided order-taking and order-routing services and
controlled an electronic trading system for the Latvian trader to trade in the public market.

16.  Rogers and Hotovec were ultimately responsible for authorizing traders referred by
the Canadian entity to trade through Alchemy’s account, for determining whether to terminate a
trader’s access, and for controlling the trading parameters in the trading software, including the
amount of credit each trader received.




17.  The Latvian trader wired $5,000 of his own money to the Canadian entity as a risk.
deposit. Alchemy then used the trading software to extend the Latvian trader $200,000 in “buying
power” through Alchemy’s account, which was a portion of the trading credit that Alchemy received
from the registered broker-dealer. Although Alchemy extended credit to the Latvian trader to
purchase securities, Alchemy’s capital was not ultimately at risk because it was entitled to recoup
losses from the Canadian entity and the trading software allowed Alchemy to see the Latvian
trader’s trading in real time and automatically cut off his trading access if he or other traders referred
by the Canadian entity incurred losses greater than the Canadian entity’s deposit balance.

Account Intrusions

18.  On 22 occasions between September and December 2009, the Latvian trader made
profitable trades through Alchemy’s account contemporaneous with unauthorized trading in the
same securities in hijacked online brokerage accounts at multiple U.S. broker-dealers.

19.  On each occasion, the Latvian trader first established a long or short position in a
security through Alchemy’s account. Then the Latvian trader surreptitiously gained access to an -
online brokerage account and made large unauthorized trades in the same security to manipulate the
stock price in his favor. Finally, during or shortly after the manipulative trading in the intruded
account, the Latvian trader closed out his position through Alchemy at the artificial market price to
generate a profit.

20.  The Latvian trader generated ill-gotten gains of $149,288 from the scheme through
the electronic trading system provided by Alchemy. The Latvian trader engaged in similar
manipulative trading through other unregistered firms and generated total profits of more than
$850,000 from 159 account intrusions between June 2009 and August 2010.

21.  As a result of providing electronic order-taking and order-routing services that the
Latvian trader used to conduct an illegal market manipulation scheme, Alchemy received $28,502.59
in commissions and other profits during the relevant period.

22. By extending market access to traders through the Canadian entity in the manner
described above, including through participating in the order-taking and order-routing process,
extending credit in connection with securities transactions, handling customer funds and securities,
and allocating trades conducted by the traders against the Canadian entity’s risk deposit, Alchemy
. engaged in the business of effecting transactions in securities for the account of others.

23.  As described above, Rogers and Hotovec each was aware of his role in furthering
improper or illegal activity by Alchemy and provided substantial assistance to Alchemy in '
connection with conduct that constituted a violation of the federal securities laws."

Violations

24.  As a result of the conduct described above, Alchemy willfully violated Section 15(a)
of the Exchange Act, which prohibits certain persons and entities, while acting as brokers, from
effecting transactions in securities when such person or entity is not registered with the Commission

" as a broker.

75, As aresult of the conduct described above, Rogers and Hotovec willfully aided and
- abetted and caused Alchemy’s violation of Section 15(a) of the Exchange Act, which prohibits

4-




| . certain persons and entities, while acting as brokers, from effecting transactions in securities when
such person or entity 1s not registered with the Commission as a broker.

IVv.

In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanctions agreed to in Respondents’ Offers.

Accordingly, pursuant to Sections 15(b) and 21C of the Exchange Act, it is hereby
ORDERED that: .

A. | Respondents Alchemy, Rogers, and Hotovec shall cease and desist from committing or
causing any violations and any future violations of Section 15(a) of the Exchange Act.

B. Respondents Alchemy, Rogers, and Hotovec are censured.

- C. Respondent Alchemy shall, within 30 days of the entry of this Order, pay disgorgement
of $28,502.59 and prejudgment interest of $2,514.59 to the United States Treasury. If timely
payment is not made, additional interest shall accrue pursuant to SEC Rule of Practice 600. Payment
shall be: (A) made by wire transfer, United States postal money order, certified check, bank cashier’s
check, or bank money order; (B) made payable to the Securities and Exchange Commission; (C)
hand-delivered or mailed to the Securities and Exchange Commission, Office of Financial

v Management, 100 F St., NE, Stop 6042, Washington, DC 20549; and (D) submitted under cover
letter that identifies Alchemy Ventures, Inc. as a Respondent in these proceedings and the file

‘ number of these proceedings, a copy of which cover letter and check, money order, or wire transfer
confirmation shall be sent to Jina L. Choi, Market Abuse Unit, Division of Enforcement, Securities
and Exchange Commission, 44 Montgomery Street, 28" Floor, San Francisco, CA 94104.

D. . Respondent Alchemy shall, within 30 days of the entry of this Order, pay a civil money
penalty in the amount of $75,000 to the United States Treasury. If timely payment is not made,
interest shall accrue pursuant to 31 U.S.C. Section 3717. Such payment shall be: (A) made by wire
transfer, United States postal money order, certified check, bank cashier’s check, or bank money
order; (B) made payable to the Securities and Exchange Commission; (C) hand-delivered or mailed -
to the Securities and Exchange Commission, Office of Financial Management, 100 F St., NE, Stop
6042, Washington, DC 20549; and (D) submitted under cover letter that identifies Alchemy
Ventures, Inc. as a Respondent in these proceedings and the file number of these proceedings, a cOpy
of which cover letter and check, money order, or wire transfer confirmation shall be sent to Jina L.
Choi, Market Abuse Unit, Division of Enforcement, Securities and Exchange Commission, 44
Montgomery Street, 28" Floor, San Francisco, CA 94104.

E. Respondent Rogers shall, within 30 days of the entry of this Order, pay a civil money
penalty in the amount of $35,000 to the United States Treasury. 1f timely payment is not made,
interest shall accrue pursuant to 31 U.S.C. Section 3717. Such payment shall be: (A) made by wire
transfer, United States postal money order, certified check, bank cashier’s check, or bank money
order; (B) made payable to the Securities and Exchange Commission; (C) hand-delivered or mailed
to the Securities and Exchange Commission, Office of Financial Management, 100 F St., NE, Stop

. 6042, Washington, DC 20549; and (D) submitted under cover letter that identifies Mark H. Rogers
as a Respondent in these proceedings and the file number of these proceedings, a copy of which
cover letter and check, money order, or wire transfer confirmation shall be sent to Jina L. Choi,
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Market Abuse Unit, Division of Enforcement, Securities and Exchange Commission, 44
Montgomery Street, 28" Floor, San Francisco, CA 94104. '

F. Respondent Hotovec shall, within 30 days of the entry of this Order, pay a civil money

penalty in the amount of $35,000 to the United States Treasury. If timely payment is not made,

interest shall accrue pursuant to 31 U.S.C. Section 3717. Such payment shall be: (A) made by wire
transfer, United States postal money order, certified check, bank cashier’s check, or bank money
order; (B) made payable to the Securities and Exchange Commission; (C) hand-delivered or mailed
to the Securities and Exchange Commission, Office of Financial Management, 100 F St., NE, Stop -

6042, Washington, DC 20549; and (D) submitted under cover letter that identifies Steven D.

Hotovec as a Respondent in these proceedings and the file number of these proceedings, a copy of
which cover letter and check, money order, or wire transfer confirmation shall be sent to Jina L.
Choi, Market Abuse Unit, Division.of Enforcement, Securities and Exchange Commission, 44
Montgomery Street, 28" Floor, San Francisco, CA 94104. o

By the Commission.

Ueatets Y - Mgy’
Elizabeth M. Murphy
Secretary




UNITED STATES OF AMERICA

Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 67217 / June 19, 2012

ADMINISTRATIVE PROCEEDING
File No. 3-14920

In the Matter of
Fourthstage Technologies, Inc., ORDER INSTITUTING _
Freesoftwareclub.com, , ADMINISTRATIVE PROCEEDINGS
FTM Media, Inc., , AND NOTICE OF HEARING
Full Moon Universe, Inc., and PURSUANT TO SECTION 12(j) OF
Future Educational Systems, Inc., THE SECURITIES EXCHANGE ACT
: OF 1934 ,
Respondents.
I

The Securities and Exchange Commission (“Commission”) deems it necessary
and appropriate for the protection of investors that public administrative proceedings be,
and hereby are, instituted pursuant to Section 12(j) of the Securities Exchange Act of
1934 (“Exchange Act”) against Respondents Fourthstage Technologies, Inc.,
Freesoftwareclub.com, FTM Media, Inc., Full Moon Universe, Inc., and Future
Educational Systems, Inc.

IL.
After an investigation, the Division of Enforcement alleges that:
A. RESPONDENTS

1. Fourthstage Technologies, Inc. (CIK No. 68619) is a forfeited Delaware -
corporation located in Phoenix, Arizona with a class of securities registered with the
Commission pursuant to Exchange Act Section 12(g). Fourthstage Technologies is
delinquent in its periodic filings with the Commission, having not filed any periodic
reports since it filed a Form 10-QSB for the period ended September 30, 2001, which
reported a net loss of over $3.2 million for the prior six months. On December 31, 2001,
Fourthstage Technologies filed a Chapter 11 petition in the U.S. Bankruptcy Court for the:
District of Arizona, and the case was terminated on June 21, 2007.

P
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2. Freesoftwareclub.com (CIK No. 1082736) is a void Delaware corporation
Jocated in Berkeley, California with a class of securities registered with the Commission
pursuant to Exchange Act Section 12(g). Freesoftwareclub.com is delinquent in its
periodic filings with the Commission, having not filed any periodic reports since it filed a
Form 10-QSB for the period ended December 31, 2001, which reported a net loss of over
$136,000 for the prior nine months. '

3 FTM Media, Inc. (CIK No. 1004991} 1s a void Delaware corporation located in
Scottsdale, Arizona with a class of securities registered with the Commission pursuant to
Exchange Act Section 12(g). FTM Media is delinquent in its periodic filings with the
Commission, having not filed any periodic reports since it filed a Form 10-QSB for the
period ended December 31, 2000, which reported a net loss of over $7 million for the
prior nine months. On February 8, 2001, FTM Media filed a Chapter 7 petition in the
U.S. Bankruptcy Court for the District of Arizona, and the case was terminated on
November 5, 2008.

4. Full Moon Universe, Inc. (CIK No. 43052) is an inactive Washington
corporation located in Hollywood, California with a class of securities registered with the
Commission pursuant to Exchange Act Section 12(g). Full Moon Universe is delinquent
in its periodic filings with the Commission, having not filed any periodic reports since it
filed a Form 10-QSB for the period ended March 31, 2001.

5 Future Educational Systems, Inc. (CIK No. 1 162455) is a permanently revoked
Nevada corporation located in Los Angeles, California with a class of securities
registered with the Commission pursuant to Exchange Act Section 12(g). Future
Educational Systems is delinquent in its periodic filings with the Commission, having not
filed any periodic reports since it filed a Form 10-QSB for the period ended March 31,
2002, which reported a net loss of over $123,000 for the prior three months.

B. DELINQUENT PERIODIC FILINGS

6. As discussed in more detail above, all of the Respondents are delinquent in
their periodic filings with the Commission, have repeatedly failed to meet their
obligations to file timely periodic reports, and failed to heed delinquency letters sent to
them by the Division of Corporation Finance requesting compliance with their periodic
filing obligations or, through their failure to maintain a valid address on file with the
Commission as required by Commission rules, did not receive such letters.

_ 7. Exchange Act Section 13(a) and the rules promulgated thereunder require
issuers of securities registered pursuant to Exchange Act Section 12 to file with the
Commission current and accurate information in periodic reports, even if the registration
is voluntary under Section 12(g). Specifically, Rule 13a-1 requires issuers to file annual
reports, and Rule 13a-13 requires domestic issuers to file quarterly reports.

8. As a result of the foregoing, Respondents failed to comply with Exchange Act
Section 13(a) and Rules 13a-1 and 13a-13 thereunder.




; ‘ 1.

In view of the allegations made by the Division of Enforcement, the Commission
deems it necessary and appropriate for the protection of investors that public
administrative proceedings be instituted to determine:

A.  Whether the allegations contained in Section 11 hereof are true and, in
connection therewith, to afford the Respondents an opportunity to establish any defenses
to such allegations; and,

A B. Whether it is necessary and appropriate for the protection of investors to
suspend for a period not exceeding twelve months, or revoke the registration of each
class of securities registered pursuant to Section 12 of the Exchange Act of the
Respondents identified in Section II hereof, and any successor under Exchange Act Rules
12b-2 or 12g-3, and any new corporate names of any Respondents.

v.

IT IS HEREBY ORDERED that a public hearing for the purpose of taking
evidence on the questions set forth in Section 111 hereof shall be convened at a time and
* place to be fixed, and before an Administrative Law Judge to be designated by further
‘ order as provided by Rule 110 of the Commission’s Rules of Practice [17CFR.§
201.110].

IT IS HEREBY FURTHER ORDERED that Respondents shall file an Answer to
the allegations contained in this Order within ten (10) days after service of this Order, as
provided by Rule 220(b) of the Commission’s Rules of Practice [17 C.F.R. § 201.220(b)].

If Respondents fail to file the directed Answers, or fail to appear at a hearing after
being duly notified, the Respondents, and any successor under Exchange Act Rules 12b-2
or 12g-3, and any new corporate names of any Respondents, may be deemed in default
and the proceedings may be determined against it upon consideration of this Order, the
allegations of which may be deemed to be true as provided by Rules 155(a), 220(f),
221(f),-and 310 of the Commission’s Rules of Practice [17 C.F.R. §§ 201.155(a),
201.220(f), 201.221(f), and 201.310]. .

This Order shall be served forthwith upon Respondents personally or by certified,
registered, or Express Mail, or by other means permitted by the Commission Rules of
Practice.

1T IS FURTHER ORDERED that the Administrative Law Judge shall issue an
initial decision no later than 120 days from the date of service of this Order, pursuant to
Rule 360(a)(2) of the Commission’s Rules of Practice [17 C.F.R. § 201.360(a)(2)].

‘ In the absence of an appropriate waiver, no officer or employee of the
Commission engaged in the performance of investigative or prosecuting functions-n this
or any factually related proceeding will be permitted to participate or advise in the

3.
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decision of this matter, except as witness or counsel in proceedings held pursuant to
notice. Since this proceeding is not “rule making” within the meaning of Section 551 of
the Administrative Procedure Act, it is not deemed subject to the provisions of Section

553 delaying the effective date of any final Commission action.

By the Commission.

Elizabeth M. Murphy
Secretary

M. Péterson
ssistant Secretary
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- UNITED STATES OF AMERICA.
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934

Release No. 67218 / June 19, 2012

ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 3389 / June 19, 2012 '

ADMINISTRATIVE PROCEEDING
File No. 3-14921

In the Matter of

‘ ’ : ORDER OF SUSPENSION PURSUANT
LAURENCE M. BROWN, CPA, : TO RULE 102(e)(2) OF THE
COMMISSION’S RULES OF PRACTICE

Respondent.

I.

The Securities and Exchange Commission deems it appropriate to issue an order of
forthwith suspension of Laurence M. Brown (“Brown”) pursuant to Rule 102(e)(2) of the

~ Commission’s Rules of Practice, 17 C.F.R. §-201.102(e)(2).1

I1.
The Commission finds that:

1. Brown, age 64, is and has been a certified public accountant licensed to practice in
the State of New York. From at least January 1, 2008 until June 30, 2010, Brown was a principal,
and managing and general partner of Marshall Granger & Company LLP, an accounting firm -
located in Armonk, New York.

2. On January 25, 2012, a judgment of conviction was entered against Brown in
United States v. Brown, No. 10-Cr. 991 (MGC), in the United States District Court for the
Southern District of New York, finding him guilty of one count of securities fraud in violation of
15 U.S.C. § 78j(b), two counts of wire fraud in violation of 18 U.S.C. § 1342, and one count of

! Rule 102(e)(2) provides in pertinent part: “Any ... person who has been convicted of a felony or a

misdemeanor involving moral turpitude shall be forthwith suspended from appearing or practicing before the

S




15 U.S.C. § 78j(b), two counts of wire fraud in violation of 18 U.S.C. § 1342, ahd one count of

money laundering in violation of 18 U.S.C. § 1957.

3. As a result of this conviction, Brown was sentenced to 60 months imprisonment
in a federal penitentiary and ordered to pay restitution in the amount of $2,096,394. '

II1.

In view of the foregoing, the Commission finds that Brown has been convicted of a
felony within the meaning of Rule 102(e)(2) of the Commission’s Rules of Practice.

Accordingly, it is ORDERED that Laurence M. Brown is forthwith suspended from
appearing or practicing before the Commission pursuant to Rule 102(e)(2) of the Commission’s
Rules of Practice.

- By the Commission.

Elizabeth M. Murphy
Secretary

Ei M Peter on
ssastant Secretary




UNITED STATES OF AMERICA
Before the _
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 67219 / June 19, 2012

ACCOUNTING AND AUDITING ENFORCEMENT
Release No. 3390 / June 19,2012

ADMINISTRATIVE PROCEEDING
File No. 3-14922

In the Matter of - ORDER INSTITUTING PUBLIC
ADMINISTRATIVE PROCEEDINGS AND
- RONALD J. MANGINI, CPA, IMPOSING TEMPORARY SUSPENSION
PURSUANT TO RULE 102(e)(3) OF THE
Respondent. COMMISSION’S RULES OF PRACTICE
L

The Securities and Exchange Commission (“Commission”) deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted pursuant to
Rule 102(e)(3) of the Commission’s Rules of Practice, 17 C.F.R. § 201.102(e)(3), ! against Ronald
J. Mangini (“Respondent” or “Mangini”). '

1 Rule 102(e)(3)(i) provides, in relevant part, that:

The Commission, with due regard to the public interest and without preliminary hearing,
may, by order, . . . suspend from appearing or practicing before it any . . . accountant . . . who has
been by name . . . permanently enjoined by any court of competent jurisdiction, by reason of his
or her misconduct in an action brought by the Commission, from violating or aiding and abetting
the violation of any provision of the Federal securities laws or of the rules and regulations

2f
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IL
The Commission finds that:
A. RESPONDENT
1 Mangini, age 63, ié and vhas beeh a certified public accountant licensed to practice in

the State of New York. From at least January 1, 2008 until June 30, 2010, Mangini was a principal,
and managing and general partner of Marshall Granger & Company LLP (“Marshall Granger”), an
accounting firm located in Armonk, New York. , _

B. CIVIL INJUNCTION -

2. On March 21, 2012, the United States District Court for the Southern District of
New York entered a final judgment against Mangini, permanently enjoining him from future -
violations, direct or indirect, of Section 17(a) of the Securities Act of 1933, and Section 10(b) of
the Securities Exchange Act of 1934 and Rule 10b-5 thereunder. Securities and Exchange
Commission v. Brown, et al., Civil Action Number 10 Civ. 5564 (MGC). Under the final
judgment, Mangini is liable to pay disgorgement in the amount of $484,000, plus prejudgment

interest thereon in the amount of $28,625, and a civil penalty in the amount of $484,000.

3. The Commission’s complaint alleged, among other things, that, from at least April
2008 through June 2010, Mangini, together with a co-defendant, offered and sold what purported
to be the common stock and promissory notes of Infinity Reserves-Tennessee, Inc. (“IRT”). The
IRT stock and notes were fictitious. ' IRT was solely owned by a Marshall Granger client and, at
the time, its principal asset, a natural gas pipeline in Tennessee, had been inoperative for over a
decade. To perpetuate the scheme, without the knowledge or authorization of the Marshall
Granger client who owned IRT, Mangini falsely held himself out to be an officer of, and the stock
and notes to be bona fide interests in, IRT. In reality, the offering was a sham and a Ponzi scheme.
Mangini, together with his co-defendant, fraudulently obtained more than $2.1 million from at least
thirteen investors, including Marshall Granger clients, selling the sham IRT securities.

IIL. -

‘Based upon the foregoing, the Commission finds that a court of competent jurisdiction has
permanently enjoined Mangini, a CPA, from violating the federal securities laws within the
meaning of Rule 102(e)(3)(i)(A) of the Commission’s Rules of Practice. In view of these findings,
the Commission deems it appropriate and in the public interest that Mangini be temporarily
suspended from appearing or practicing before the Commission.

IT IS HEREBY ORDERED that Mdngini be, and hereby is, temporarily suspended from -
appearing or practicing before the Commission. This Order shall be effective upon service on the
Respondent. '




‘—6

IT IS FURTHER ORDERED that Mangini may within thirty days after service of this
Order file a petition with the Commission to lift the temporary suspension. If the Commission
within thirty days after service of the Order receives no petition, the suspension shall become
permanent pursuant to Rule 102(e)(3)(ii).

If a petition is received within thirty days after service of this Order, the Commission shall,
within thirty days after the filing of the petition, either lift the temporary suspension, or set the
matter down for hearing at a time and place to be designated by the Commission, or both. If a
hearing is ordered, following the hearing, the Commission may lift the suspension, censure the
petitioner, or disqualify the petitioner from appearing or practicing before the Commission for a
period of time, or permanently, pursuant to Rule 102(e)(3)(iii).

This Order shall be served upon Mangini personally or by certified mail at his last known
address.

By the Commission.

Elizabeth M. Murphy
Secretary

YL tinard

Jilf M. Peterson
Assistant Secretary
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SECURITIES AND EXCHANGE COMMISSION

. 17 CFR PARTS 229 and 240

[RELEASE NOS. 33-9330; 34-67220; File No. S7-13-11]

RIN 3235-AK95 | | |
'LISTING STANDARDS FOR COMPENSATION COMMITTEES

AGENCY: Securities and Exchange Commission.

ACTION: Final rule:

SUMMARY We are adoptlng anew rule and amendments to our proxy disclosure rules to

implement Section 952 of the Dodd Frank Wall Street Reform and Consumer Protection Act of

2010, which added Section 10C to the Securities Exchange Act of 1934. Section 10C requires -

the Commission to adopt rules directing the national securities exchanges and national securities
, associations. to prohibit the listing of any equity security of an issuer that is not in compliance
with Section 10C’s compensation committee and compensation adviser requirements. In
éccordance with the statute, new Rule 10C-1 directs the national securities exchanges to establish
listing standards that, among other things, require each member of a listed i'ssuef’s compensation |
committee to be a me_mber,of the board of directors énd to be “independent,” as defined in the
. lisﬁng standards of the national securitieé exchanges adopted in accordaﬁce with the final rule.
In addition, pursuant to Section 10C(c)(2), we are édopting amendments to our proxy disclosure
rules concerning issuers’ use of compensation consultants apd related éonﬂicts of interest.
DATES: Effective Date: [insert date 30 dayS after publication in the Federal Register].

Compliance Dates: Each national securities exchange and national securities association must

-provide to the Commission, no later than [insert date 90 days after publication in the Federal

Register], proposed rule change submissions that comply with the requirements of Exchange Act

23 o 95




Rule 10C-1. Further, each national securities exchange and national securities association must
have final rules or rule. amendments that comply with Rule 10C-1 approved by the Commission
no later than [insert date 1 year after publication in the .Federal Register]. Issuers must comply
with the disclosure changes in Item 407 of Regulation S-K in any proxy or information statement
for an annual meeting of shareholders (or a special meeting in lieu of the annual meeting) at. :
which directors will be elected océurring on or after January 1, 2013.

FOR FURTHER INFORMATION CONTACT: N. Sean Hafrison, Special Counsel, Office
of Rulemaking, at (202) 551-3430, or Heather Maples? Senior §pecial Counsel, Office of Chief
Counsel, at (202) 551-3520, in the Division of Corporation Finance, U.S. S¢cu1ities and
Exchange Commission, 100 F Street, NE, Washington, DC 20549-3628.

SUPPLEMENTARY INFORMATION: We are adopting new Rule 10C-1 under the
Securities Exchange Act of '1934' and amendments to Item 407% of Regulation S-K.*?
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VL. STATUTORY AUTHORITY AND TEXT OF THE AMENDMENTS
I. BACKGROUND AND SUMMARY

On March 30, 2011, we proposed a new rule and rule amendments’ to implement Section
10C of the Securities Exchange Act of 1934 (the “Exchange Act”),’ as édded by Section 952 of
the Dodd-Frank Wall Street Reform and Consumer Protection Act 0f 2010 (the “Act”).® Section
~ 10C requires the Commission to direct thé national securities exchanges7 (the “exchanges”) and
national securities associationsvé to prohibit the listing of any equity security of an issuer, with
certain exceptions, that does not comply with Section 10C’s compensation committee and

compensation adviser requireme‘nts.9

* See Release No. 33-9199 (Mar. 30, 2011) [76 FR 18966] (the “Proposing Release”).
515U.S.C. 78j-3. A
® Pub. L. No. 111-203, 124 Stat. 1900 (2010).

7 A “national securities exchange” is an exchange registered as such under Section 6 of the Exchange Act [15 U.S.C.
78f]. There are currently sixteen national securities exchanges registered under Section 6(a) of the Exchange Act:
NYSE Amex (formerly the American Stock Exchange), BATS Exchange, BATS Y-Exchange, BOX Options
Exchange, C2 Options Exchange, Chicago Board Options Exchange, Chicago Stock Exchange, EDGA Exchange,
EDGX Exchange, International Securities Exchange, NASDAQ OMX BX (formerly the Boston Stock Exchange),
The NASDAQ Stock Market, National Stock Exchange, New York Stock Exchange, NYSE Arca and NASDAQ
OMX PHLX (formerly Philadelphia Stock Exchange). Certain exchanges are registered with the Commission
through a notice filing under Section 6(g) of the Exchange Act for the purpose of trading security futures. See
Section I1.B.1, below, for a discussion of these types of exchanges.

$ A “national securities association” is an association of brokers and dealers registered as such under Section 15A of
the Exchange Act [15 U.S.C. 780-3]. The Financial Industry Regulatory Authority (“FINRA”) is the only national
securities association registered with the Commission under Section 15A of the Exchange Act. FINRA does not list
equity securities; therefore, we refer only to national securities exchanges in this release.

In addition, Section 15A(k) of the Exchange Act [15 U.S.C. 780-3(k)] provides that a futures association registered
under Section 17 of the Commodity Exchange Act [7 U.S.C. 21] shall be registered as a national securities
association for the limited purpose of regulating the activities of members who are registered as broker-dealers in
security futures products pursuant to Section 15(b)(11) of the Exchange Act [15 U.S.C. 780(b)(11)]. See Section
11.B.1, below, for a discussion regarding security futures products. L

? See Exchange Act Sections 10C(a) and f).




Specifically, Section 10C(a)(1) of the Exchange Act requires the Commission to adopt
ruies directing the exchanges to establish listing standards that reciuire each member of a listed
issuer’s compensation committee to be a member of the board of directors and to be
“independent.”’® The term “indepeﬁdent” is not defined in Section 10C. Instead, Section

10C(a)(3) provides that “independence” is to be defined by the exchanges after taking into

consideration “relevant factors,” which are required to include (1) a director’s source of

compensation, including any.consulting, advisory or other compensatory fee paid by the issuer to
such director, and (2) whether a director is affiliated with the issuer, a subsidiary.of the issuer, or
an affiliate of a subsidiary of the iséuer. Section 1 0C(a)(4) of the Exchange Act requires our
rules to permit the exchanges to exe_mbt paﬂicul-ar relationships from the independence
requirements, as each exchange determines is appropriate, taking into consideration the size of
an issuer and any other relevant factors.

In addition to the independence requirements set forth in Section 10C(a), Section 10C(f)
of the Exchange Act requires the Commission to adopt rule_s directing the exchanges to establish
listing standards that provide for the following requirements relating to compensation
committees and compensation consultants, independent legal counsel and other advisers
(collectively, “compensation advisers”), as set forth in paragraphs (b)—(e) of Section 10C:

. 'Eaéh compensation qommittee must have the authority, in its sole dispretion, to retain

or obtain the advice of compensation advisers;"

10 Fjve categories of issuers are excluded from this requirement: controlled companies, limited partnerships,
companies in bankruptcy proceedings, open-end management investment companies registered under the Investment
Company Act of 1940 (the “Investment Company Act”), and foreign private issuers that disclose in their annual
reports the reasons why they do not have an independent compensation committee.

1" Exchange Act Sections 10C(c)(1)(A) and 10C(d)(1).




e Before selecting any compensation adviser, the compensation committee must take
into consideration specific factors identified by the Commission that affect the
- independence of compensation advisers;"

e The compensation committee must be directly responsible for the appointment,

compensation and oversight of the work of compensation advisers;" and

e Each listed issuer must provide appropriate funding for the payment of reasonable

compensation, as determined by the compensatiqn committee, to compensation

advisers." ‘
Finally, Section 10C(c)(2) requires each issuer to aisélose in any proxy or consent solicitation
material for an annual meeting of shareholders (or a special meeting in lieu of the annual
meeting), in accofdance with Commission regulations, whether the issuer’s compensation
committee retained or obtained the advice of a compensation consultant; whether the work of the
compensation consultant has raised any conflict of interest; and, if so, the nature of the conflict
and how the conflict is being addressed.

We propo.sed new Exchange Act Rule 10C-1 to implement the compensation committee
listing requirements of Sections 10C(a)-(g 15 of the Exchange Act. Wé proposed rule
amendments to Item 407 of Regulation S-K to require the disclosures mandated by Section
10C(c)(2), which are to be provided in any proxy or information statement relating to an annual

meeting of shareholders at which directors are to be elected (or special meeting in lieu of the

12 Exchange Act Section 10C(b).
13 Exchange Act Sections 10C(c)(1)(B) and 10C(d)(2).
4 Exchange Act Section 10C(e).

!5 Section 10C(g) of the Exchange Act exempts controlled companies from the requirements of Section 10C.




. annual meeting). In connection with these amendments, we also proposed to revise the current
disclosure requirements with respect to the retention of compensation consultants.
The comment period for the Proposing Release closed on May 19, 2011 16 We received
58 comment letters from 56 different cdmmentators, including pension funds, corporations,
compensation consulting firms, professional associations, trade unions, institutional investors,
investment advisory firms, law firms, academics, individual investors and other interested
parties. Commentators generally suppbrt_ed the proposed implementation of the new

requirements. Some commentators urged us to adopt additional requirements not mandated by

the Act. Other commentators opposed some aspects of the proposed rule and rule amendments
and suggested modifications to the proposals.
We have reviewed and considered all of the comments that we received on the proposals.
‘ The final rules reflect a number of changes made in response to these comments. We discuss our
revisions with respect to the proposed rule and rule amendments in more detail throughout this
release.
II. DISCUSSION OF THE FINAL RULES
A. Exchange Listing‘Standards
1. Applicability of Listing Standérds
- We proposed to direct the exchanges to adopt listing standards that would apply Section
10C’s independence requirements to members of a listed issuer’s compensation committee as
well as any committee of the board that performs functions typically performed by a
compenéation committee. We are eidopting this aspect of the rule substantially as proposed, but

with one change reflecting comments we received.

‘ . 1% We extended the original comment period deadline from April 29, 2011 to May 19, 2011. See Listing Standards
for Compensation Committees, Release No. 33-9203 (Apr. 29, 2011)[76 FR 25273]. '




‘ a. Proposed Rule

In enacting Section 10C of the Exchange Act, Congress intended to require that “board

committees that set compensation policy will consist only of directors who are independent.”"’

In addition, Congress sought to provide “shareholders in a public company” with “additional
diéclosures involving compensatioh practices.”'* Although Section 10C includes numerous
provisiohs applicable to the “compensation committees” of listed issuers, it does not require a
listed issuer to have a compensation committee or a committee that performs functions typically
assigned to a compensation committee. Moreover, Section 10C does not provide that, in the
absence of a compensation committee, the entire bbard of directors will be considered to be the
compensation committee, nor does it include provisions that have the effect of requiring a
compensation committee as a practical matter.

‘ Neither the Act nor the Exchange Act defines the term “compensation committee.”"” Our
rules do not currently require that a listed issuer establish a compensation committee. Current
exchange listing standards, however, generally require listed issuers either to have a

~ compensation committee or to have independent directors determine, recommend or oversee

" specified executive compensation matters.?? For example, the New York Stock Exchange

'7 See H.R. Rep. No. 111-517, Joint Explanatory Statement of the Committee of Conference, Title IX, Subtitle E
«Accountability and Executive Compensation,” at 872-873 (Conf. Rep.) (June 29, 2010).

ISIQ

'9 By contrast, Section 3(a)(58) of the Exchange Act defines an “audit committee” as *“‘a committee (or equivalent
body) established by and amongst the board of directors of an issuer for the purpose of overseeing the accounting
and financial reporting processes of the issuer and audits of the financial statements of the issuer; and . .. if no such
committee exists with respect to an issuer, the entire board of directors of the issuer.”

20 There are some exchanges registered under Section 6(a) of the Exchange Act that have not adopted listing
standards that require executive compensation determinations for listed issuers to be made or recommended by an
independent compensation committee or independent directors. However, these exchanges, which include the BOX
Options Exchange, International Securities Exchange, EDGA Exchange, EDGX Exchange, BATS Y-Exchange, and
C2 Options Exchange, currently either trade securities only pursuant to unlisted trading privileges or trade only
standardized options. In addition, the listing standards of certain exchanges that are registered with the Commission

‘ * for the purpose of trading security futures do not address executive compensation matters. See Section ILB.1,
below, for a discussion of these types of exchanges.




‘(“NYSE”) requires a listed issuer to have a compensation committee composed solely of
independent directors and to assign various executive compensation-related tasks to that
committee.”’ On the othef hand, the NASDAQ Stock Market (“Nasdaq”) does not mandate that
a listed issuer have a compensation committee, but requires that executive compensation be
determined or recommended to the board for determination either by a compensation committee
composed solely of independent directors or by a majority of the board’s independent directors
in a vote in which only independent directors participate.22 Some of the other exchanges have
standards comparable to the NYSE’s and require their listed issuers to have independent
compensation committees.” Other exchanges have standards comparable to Nasdaq’s and, in the .
absence of a compensation committee, require executive compensation determinations to be
made or recommended by a majority of independent directors on the listed issuer’s board.*

Proposed Rule 10C-1(b) would direct the exchanges to adopt listing standards that would
apply to a listed issuer’s compensatioﬁ committee or, in the absence of such a committee, any
other board committee that performs functions typically performed by a compensation

committee, including oversight of executive compensation. Proposed Riile 10C-1(b), however,

2! See NYSE Listed Company Manual Section 303A.05. Section 303A.05 permits a listed issuer’s board to allocate
the responsibilities of the compensation committee to another committee, provided that the committee is composed
entirely of independent directors and has a committee charter. The NYSE exempts certain issuers from this
requirement, including controlled companies, limited partnerships, companies in bankruptcy, and closed-end and
open-end management investment companies registered under the Investment Company Act. See NYSE Listed
Company Manual Section 303A.00. _ ]

22 5ee Nasdaq Rule 5605(d). Based on data supplied by Nasdag, we understand that fewer than 2% of its listed
issuers utilize the alternative of having independent board members, and not a committee, oversee compensation.
See also Nasdaq IM 5605-6 (stating that the Nasdaq rule “is intended to provide flexibility for a [clompany to
choose an appropriate board structure and to reduce resource burdens, while ensuring [ilndependent [d]irector
control of compensation decisions.”). Nasdaq exempts certain issuers from this requirement, including asset-backed
issuers and other passive issuers, cooperatives, limited partnerships, management investment companies registered
under the Investment Company Act, and controlled companies. See Nasdaq Rules 5615(a) and 5615(c)(2).

2 Gee NYSE Arca Rule 5.3(k)(4); National Stock Exchange Rule 15.5(d)(5); and NASDAQ OMX PHLX Rule
867.05. '

% See NASDAQ OMX BX Rule 4350(c)(3); NYSE Amex Company Guide Section 805; Chicago Board Options
Exchange Rule 31.10; Chicago Stock Exchange Article 22, Rules 19(d) and 21; and BATS Exchange Rule
14.10(c)(4).




would not require the independence listing requirements to apply to members of the board who
oversee executivé compensation in the absence of a board committee.”

b. | Comments on.the Propose(i Rule

Corﬁments on this proposal were generally favorable. Many commentators supported the
functional approach of the proposed rule, which would require compensation committee
independence listing standards to apply to any board .,cdr_ninittee charged with oversight of
executive compensation, regardless of its formal title.”® In response to our request for comment
on whether we should direct the exchanges to apply the proposed rule’s requirements to directors
who oversee executive compensation matters in the absence of a formal committee structure,
several commentators recorﬁmended that we do so,?” and two of these commentators suggested
that such a requirement would help ensure that companies could not rely on technicalities or
loopholes to avoid independent director oversight of executive compensation.”® Another
commentator, however, argued that the final rule should not apply to independent directors who
determine, or recommend to the board, executive compensation matters in the absence of a
formal committee structure.”® This commentator believéd that broadening the scope of the rule
to apply to a group of directors who determine executive compensation in lieu of é formal

‘committee is not clearly mandated by Section 10C and would burden listed issuers that do not

% As noted, to the extent no board comimittee is authorized to oversee executive compensation, under applicable
listing standards, board determinations with respect to executive compensation matters may be made by the full
board with only independent directors participating. In such situations, under state corporate law, we understand
that action by the independent directors would generally be considered action by the full board, not action by a
committee.

% See, e.g., letters from Chris Bamard (“Bamard”), the Chartered Financial Analyst Institute (“CFA”) and Railpen
Investments (“Railpen”). .

7 See, e.g., letters from Barnard, Better Markets Inc. (“Better Markets”) CFA, Georg Merkl (“Merk!”), National
Association of Corporate Dlrectors (“NACD”) and Railpen.

% See letters from NACD and Railpen.

29 See letter from the American Bar Association, Business Law Section (“ABA™).
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have a board committee overseeing executive compensation, without necessarily improviﬂg their
oversight of executive compensation.”

In the Proposing Release, we requested comment on whether the exchanges should be
prohibited from listing issuers that do not have compensation committees. Several
commentators supported the concept of mandatory compensation committees for listed issuers,
on the basis that executive compensation deserves special, ongoing attention by a dedicated
working group of the board; a committee structure may promote increased board éxpeﬂise on
compensation; and having a formal committee would hevlp promote accountability to |
shareholders.” Several otfler commentators opposed such requirements, arguing that the
.exchanges should be allowed broad discretion on how listed issuers determine compensation
matters.””

c.: Final Rule

After considering the comments, we ar;: adopting Rule 10C-1(b) substantially as
proposed. Under the final rule, the exchanges will be directed to adopt listing standards that
‘apply to any committee of the board that performs fuhctions typically performed by a
compensation committee, including oversight of executive compensation, whether or not such
committee also performs other functions or is formally designated as a compensation

committee.”® In addition, the listing standards adopted by the exchanges must also apply the

.

30 This commentator also noted that, “[a]s a practical matter, we understand that most listed companies that are
accelerated filers under the Exchange Act, and many listed companies that are smaller reporting companies, already
have compensation committees or committees performing the functions of compensation committees.” Id.

3 See letters from the American Federation of Labor and Congress of Industrial Organizations (“AFL-CIO”), the .
Council of Institutional Investors (“CII”), Merkl and the Ohio Public Employees’ Retirement System (“OPERS”).

2 See letters from ABA, CFA and NACD.

3 For example, if a listed issuer has a ‘‘corporate governance committee” or a “human resources committee,” the
responsibilities of which include, among other matters, oversight of executive compensation, such committee will be
subject to the compensation committee listing requirements of the applicable exchange.
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director independence requirements of Rule 10C-1(b)(1), the requirements relating to
consideration of a compensation adviser’s independenée in Rule 10C-1(b)(4), and the
requirements relating to responsibility for the appointment, compensation and oversight of
compensation advisers in Rules 10C-1(b)(2)(ii) and (iii) to the members of a listed issuer’s board
of directors who, in the absence of a board committee, oversee executive compensation matters
on behalf of the board of directors. We Believe this approach is an appropriate way to implement
Section 10C. The listing standards are intended td benefit investo.rs by requiring that the
independent directors of a listed issuer oversee executive compensation matters, consider
independence criteria before retaining compensation advisers and have responsibility for the
appointment, compensation and oversight of these advisers. We believe it would benefit
investors to implement Section 10C in a manner that does not allow listed issuers to avoid these
listing standards by simply not baving a compensation committee or another board committee
oversee executive compensation matters. |
We have determined not to require the exchanges to apply the lisfing standards relating to
the compensation committee’s authority to retain compenéation advisers, Rule 10C-1(b)(2)(1), or
required funding for payment of such advisers to directors who oversee executive compensation
matters outside of the structure of a formal Board committee, Rule 10C-1(b)(3). As noted abové,
we understand that action by independent directors acting outside of a formal committee
structure would generally be considered action by the full board of directors. As a result, we
believe it is unnecessary to apply these requirements to directors acting outside of a formal
committee structure, as they retain all the powers of the board of directors in making executive

compensation determinations.
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We are implementing this change by defining the term “compensation committee” so that
it includes, for all purposes other than the requirements relating to the authority to retain
compensation advisers in Rule 10C-1(b)(2)(i) and required funding for payment of such advisers

in Rule 10C-1(b)(3), the members of the board of directors who oversee executive compensation

- matters on behalf of the board of directors in the absence of a formal committee. For ease of

reference fhroughout this release, in our discussion of the final rules we are adopting, references
to an issuer’s “compensation éommittee” include any committee of the board that performs
functions typically performed by a compensation committee, including oversight of executive
compensation, whether or not formally designated as a “corﬁpensation committee,” as well as, to
the extent applicable, those members of a listed issuer’s board of directors who oversee
executive compensation matters on behalf of the board of directors in the absence of such a
committee.

The final rule will not require a listed issuer to have a compensation committee or a

committee that performs functions typically assigned to a compensation committee. We believe

this aspect of the final rule is consistent with the requirements of Section 10C, which does not

direct us to require such a committee. Moreover, in light of our determination to apply the
requirements for director independence, consideration of adviser independence, and

responsibility for the appointment, compensation and oversight of compensation advisers to

those members of a listed issuer’s board of directors who oversee executive compensation

matters on behalf of the board of directors in the absence of a formal committee, there will be -
little difference between the requirements applicable to listed issuers that do not have
compensation committees as compared to those applicable to issuers that do have compensation

committees.
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2. Independence Requirements

Proposed Rule 10C-1(b)(1) would require each member of a listed issuer’s compensation
committee to be a member of the board of directors and fo be independent. We propésed to
require that the exchanges develop a definition of independence applicable to compensation
committee members after considering relevant factors, including, but not limited to, the two
factors enumerated in Section 10C(a)(3); We are adopting these requirements as proposed,
except that, as discussed above, this aspect of the final rule will also apply to thos¢ members of a
listed issuer’s board of directors who oversee executive compensation matters on behalf of the
board of directofs in the absence of a board committee.

a. Proposed Rule

Most exchanges that list equity securities already require directors on compensation
committees or directors determining or recommending executi\}e compensation matters to be
“independent” under their general independence standards. Although independence
requirements and standards vary somewhat among the different exchanges, listing standards
generally prescribe certain bright-line independence tests (including restrictions on
compensation, employmént and familial or othef relatidnships with the listed issuer or the
executive officers of the listed issuer that could interfere with the. exercise of independent
judgment) that directors must meet in order to be considered independent.* For example, both
NYSE and Nasdagq rules preclude a finding of independence if the director is or recently was
employed by the listed issuer, the director’s immédiate family member is or recently was

employed as an executive officer of the listed issuer, or the director or director’s family member

3% See NYSE Listed Company Manual Section 303A.02(b); Nasdaq Rule 5605(a)(2).
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received compensation from the listed issuer in excess of specified limits.”* In addition, under
both NYSE and Nasdagq rules, directors may be disqualified based on their or their family
members’ relationships with a listed 1ssuer’s auditor, affiliation with entities that have mateﬁal
business relationships with the listed issuer, or employment at a company whose compensation
committee includes any of the listed issuer’s executive officers.*®* We note, however, that with
the exception of audit committee membership requirements, stock ownership alone will not
automatically precludé a director from being considered independent under either NYSE or
Nasdaq listing standards.”” The NYSE and Nasdagq also require their listed issuers’ boards to
affirmatively determine that each independent director either, in NYSE’s case, has no material
relationship with the issuer® or, in Nasdaq’s case, has no relationship which, in the opinion of
the issuer’s board of directors, would interfere with the director’é exercise of independent
judgment in carrying out his or her responsibilvities.39 The other exchanges have similar
requirements-.".O

In addition to meeting exchange listing standards, there are other reasons for members of
the compensation committee to be independent. For example, in order for a securities
transaction between an issuer and one of its officers or directors to be exempt from short-swing
profit liability under Section 16(b) of the Exchange Act, the transaction must be approved by the

full board of directors or by a committee of the board that is composed solely of two or more

35 See id.

36 See id.

%7 See Commentary to NYSE Listed Company Manual Section 303A.02(a); Nasdaq Rule 5605; Nasdaq IM-5605.
% See NYSE Rule 303A.02(a).

% See Nasdaq Rule 4200(a)(15). , )

* See, e.g., NYSE Arca Rule 5.3(k)(1) and NYSE AMEX Company Guide Section 803.A.02.
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“Non-Employee Directors,” as defined in Exchange Act Rule 16b-3(b)(3)." We understand that
many issuers use their independent compensation committees to avail themselves of this
exemption.* Sinﬁlarly, if an issuer wishes to preserve the tax deductibility of the amounts of
_ceﬂain awards paid to executive officers, among other things, the performance goals of such
awards must be determined by a compensation committee composed of two or more “outside
direétors,” as defined in Section 162(m) of the Intf:mal Revenue Code.” The definitions of
“Non-Employee Director” and “outside director” are similar to the exchanges’ definitions of
independent director.

The proposed rule would direct the exchanges to develop a definition of independence
applicable to compensation committee members after considering relevant factors, includiﬁg, but
not limited to, a director’s source of compensation, including any consulting, advisory or other

compensatory fee paid by the issuer to such director, and whether a director is affiliated with the

41 As defined in Exchange Act Rule 16b-3(b)(3)(i) [17 CFR 240.16b-3(b)(3)(1)], a “Non-Employee Director” is a
director who is not currently an officer (as defined in Rule 16a-1(f)) of the issuer or a parent or subsidiary of the
issuer, or otherwise currently employed by the issuer or a parent or subsidiary of the issuer; does not receive
compensation, either directly or indirectly, from the issuer or a parent or subsidiary of the issuer for services
rendered as a consultant or in any capacity other than as a director, except for an amount that does not exceed the
dollar amount for which disclosure would be required pursuant to Item 404(a) of Regulation S-K; and does not
possess an interest in any other transaction for which disclosure would be required pursuant to Item 404(a) of
Regulation S-K. In addition, Rule 16b-3(b)(3)(ii) provides that a Non-Employee Director of a closed-end
investment company is a director who is not an “interested person” of the issuer, as that term is defined in Section
2(a)(19) of the Investment Company Act [15 U.S.C. 80a-2(a)(19)].

%2 gee letter from Sullivan & Cromwell LLP to Facilitating Shareholder Director Nominations, Release No. 34-
60089, available at http://www.sec.gov/comments/s7—10-09/571009—430.pdf (“In our experience, many
compensation committee charters require their members to meet the requirements of Rule 16b-3 and Section
162(m).”); Ira G. Bogner & Michael Krasnovsky, “Exchange Rules Impact Compensation Committee
Composition,” The Metropolitan Corporate Counsel, Apr. 2004, at 17 (“Most compensation committees of public
companies include at least two directors that are ‘outside directors’ under Section 162(m) of the Internal Revenue
Code... and ‘non-employee directors’ under Rule 16b-3 of the Securities Exchange Act....”).

43 A director is an “outside director” if the director (A) is not a current employee of the publicly held corporation;
(B) is not a former employee of the publicly held corporation who receives compensation for prior services (other
than benefits under a tax-qualified retirement plan) during the taxable year; (C) has not been an officer ‘of the
publicly held corporation; and (D) does not receive remuneration from the publicly held corporation, either directly
or indirectly, in any capacity other than as a director. For this purpose, remuneration includes any payment in
exchange for goods or services. Section 162(m) of the Internal Revenue Code of 1986, as amended. Treas. Reg.

~ Section 1.162-27(e)(3). -

.
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issuer, a subsidiary of the issuer, or an affiliate of a subsidiary of the issuer. We did not propose

to specify any additional factors that the exchanges must consider in determining independence
requirements for members of compensation committees.

In proposing Rule 10C-1(b)(1), we considered the similarities and differences between
Section 952 of the Act and Section 3Ql of the Sarbanes-Oxley Act of 2002.* Section 301 of the-
Sarbanes-Oxley Act added Section 10A(m)(1) to the Exchange Acf,“fwhich required the
Commission to direct the exchanges to prescribe independence requiremeﬁts for audit commiittee
members. Although the independence factors in Section 10C(a)(1) are similar to those in
Section 10A(m)(1) — and indeed, Section 952 of the Act essentially proVides the compensation
committee counterpart to the audit committee requirerﬁents of Section 301 of the Sarbanes-Oxley
Act — one significant difference is that Section 10C(a) requires only that the exchanges “considef
. relevant factors” (emphasis added), which include the source of compensation and any affiliate
relationship, in developing independence standards for compensation committee members,
whereas Section 10A(m) expressiy states that certain relationships preclude independence: an
audit committee member “may not, other than in his or her capacity as a member of the audit
committee.. .[a]ccept any consulting, advisory, or other compensatory fee from thé issuer; or [ble
an affiliated person of the issuer or any subsidiéry théreof’ (emphasis added).‘“’

As a result, we interpret Section 10C as providing the exchanges more discretion to

determine the standards of independence that compensation committee members are required to

% Pub. L. 107-204, 116 Stat. 745 (2002).
%15 U.8.C. 78j-1(m)(1).

% See Section 10A(m) of the Exchange Act. Exchange Act Rule 10A-3 states that in order to be considered
“independent,” an audit committee member “may not, other than in his or her capacity as a member of the audit
committee, the board of directors, or any other board committee . . . [a]ccept directly or indirectly any consulting,
advisory, or other compensatory fee from the issuer or any subsidiary thereof . . . .” For non-investment company
issuers, the audit committee member also cannot be an affiliated person of the issuer or its subsidiaries. For
investment company issuers, the audit committee member cannot be an “interested person” of the issuer as defined
in Section 2(a)(19) of the Investment Company Act.
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‘meet than they are provided under Section 10A with respect to audit committee members.

Section 10A(m) préscn'bes minimum criteria for the independence of audit committee members.
In contrast, Section 10C gives the exchanges the flexibility to establish their own minimum
independence criteria for compensation qommittee members after considering relevant factors,
including the two enumerated in Section 10C(a)(3). Accordingly, the proposed rule would allow
each exchange to establish its own independence definition, subject to Commission re.view and
approval pursuant to Section 19(b) of the Exchange Act, provided the exchange considers
relevant factors in establishing its own standards, including those speciﬁed.in Section 10C(a)(3).

b. Comments on the Proposed Rule

Comments on this proposal were generally favorable. Many commentators supported
permitting the exchanges to establish their own independence criteria for compensation
committee members, provided they consider the statutorily-required factors.’ One comﬁentator
claimed that this approach would utilize the relative strengths and experiences of the exchanges
by avoiding a “one size fits all” approach and could be more conducive to responding quickly to
changes in corporate governance.* Another commentator noted that the proposal permitted each
exchange to develop more finely tuned listing rules that reflect the particular charaéteristics of

each exchange’s listed companies.”

47 See, e.g., letters from ABA, Bamnard, Sanjai Bhagat, et al. (“Bhagat”), the Center on Executive Compensation
(“CEC”), CFA, Davis Polk & Wardwell LLP (“Davis Polk”), MarkWest Energy Partners, L.P. (“MarkWest”),
NYSE Euronext (“NYSE”), Pfizer Inc. (“Pfizer”) and Sullivan & Cromwell LLP (“S&C”).

8 See letter from MarkWest.

% See letter from ABA (noting that “the average board size of an S&P 100 company (which are primarily listed on
the NYSE) is approximately 50% larger than the average board size of a Silicon Valley 150 company (which are
primarily listed on Nasdaq” and that “[i]nvestors in these disparate categories of companies have meaningfully
different expectations and interests in the governance context”).
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. Allowing the exchanges the latitude to establish their own independence criteria
concerned some commentators, however.”® These commentators caﬁtioned against permitting
the exchanges to establish their own independencé criteria and argued in support of a uniform
definition of independence across all exchanges.” One of these commentators claimed that
uniform requirements Would serve as a deterrent to engaging in a “race to the bottom.”
Another commentator recommended that the exchanges’ independence criteria should preclude a
finding of independence if a director fails to meet the definitions of an “outside” director under
Section 162(m) of the Internal Revenue Code or a “non-employee” director under Exchange Act
Rule 16b-3(b)(3); is a party to a related party transaction that must be disclosed pursuant to Item
404 of Regulation S-K; or has an immediate family member WhO- is employed by the company.”
Some commentators urged ué to require the exchanges to consider additional factors in
. developing a definition of independence.” Several commentators advocated that we should
require the exchanges to include business. or personal relationships between a com}ﬁensation
committee member and executive officers of the issuer as factors for consideration,” as well as

board interlocks.®® Another commentator believed that mandatory factors for consideration
ry

should include linkages between a director’s family members and the company or its affiliates

50 See, e.g., letters from the American Federation of State, County and Municipal Employees (*AFSCME”),
California Public Employees’ Retirement System (“CalPERS”), the Colorado Public Employees’ Retirement
Association (“COPERA”), OPERS and USS.

5! See letters from CalPERS, Railpen and USS.
52 See letter from USS.
33 See letter from AFL-CIO.

54 See, e.g., letters from AFSCME, Better Markets, CFA, CII, the State Board of Administration of Florida
(“FLSBA”) and UAW Retiree Medical Benefits Trust (“UAW™).

55 See, e.g., letters from AFL-C1O, AFSCME, CFA, CII, FLSBA and UAW.
5 See, e.g., letters from AFSCME, CII, FLSBA and UAW.
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and a director’s relationships with other directors.”’ One commentator believed that, in setting

indcpendence standards for compensation committee members; the exchanges should be required
to consider all factors relevant to assessing the independence of a board member, including
personal, family and business rélationships, and all other factors that might compromis¢ a board
member’s judgment on matters relating to executive compensation.®

Three commentators, including the NYSE, stated that we should not specify additional
mandatory factors that thé exchanges must consider in developing a deﬁm’tion of independence

applicable to compensation committee members.*”’ In particular, the NYSE expressed concern '

that if the final rule specifies additional mandatory factors for consideration, such factors would

be understood by the exchanges and by many boards of directors as the Commission’s

determination that such relationships compromise director independence, which would thereby

effectively preempt the review of compensation committee independence standards that the

exchanges would be required to undertake under the rule.”

In the Proposing Release, we noted the concern of sevefal cdmmentators‘“ that our rules
implementing Section 10C not prohibit directors affiliated with significant investors (such as
private equity funds and venture capital firms) from serving on compensation committees. We

requested comment on whether a director affiliated with a shareholder with a significant

57 See letter from CIL.
58 See letter from Better Markets.

%% See letters froin ABA, NYSE and the Society of Corporate Secretaries and Governance Professionals (“SCSGVP”).

. % See letter from NYSE.

®! To facilitate public input on the Act, the Commission has provided a series of e-mail links, organized by topic, on

its website at http://www.sec.gov/spotlight/regreformcomments.shtml. The public comments we received on
Section 952 of the Act before we issued the Proposing Release are available on our website at
http://www.sec.gov/comments/df-title-ix/executive-compensation/executive-compensation.shtml. Several of those
commentators suggested that stock ownership alone should not automatically disqualify a board member from
serving as an independent director on the compensation committee. See, e.£., letters from ABA, Brian Foley &
Company, Inc., Compensia, Davis Polk and Frederic W. Cook & Co., Inc. (“Frederic Cook™).
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ownership interest who is otherwise independent would be sufficiently independent for the
purpose of serving on the compensation committee. | Many commentators advocated that a
significant ;hareholder’s stock anership alone should not preclude directors affiliated with the
significant shareholder from serving on an issuer’s comi)ensation committee.*” A number of
these commentators noted that equity ownership by directors serves to align the directors’
interests with those of the shareholders with respect to coﬁlpensation matters.®® According to one
commentator, private equity funds typically have a strong institutional belief in the importance of
approprialtely structured and reasonable compensation arrangements, and the directors elected by
such funds are highly incentivized to rigorously oversee compensation arrangements because the
funds’ income, success and reputations are dependent on creating value for shareholders.* This
commentator also noted that, while private equity funds may seek to create shareholder value by
strengthening or replacing the management team of a portfolio company, such funds rarely
appoint partners or employees of their affiliated pﬁvate equity firms to serve as executives of
portfolio companies.*’

One commentator did not believe that directors affiliated with large shareholders should
be permitted to serve on compensation committees, noting that situafions could arise where the
director’s obligation to act in the best interest of all shareholders would conflict with the
director’s or large shareholder’s own interest.* Two additional commentators noted that private

equity and venture capital firms may engage in significant transactions with an issuer, and urged

62 See, e.g., letters from ABA, AFSCME, Bhagat, CEC, Davis Polk, Debevoise, Robert J. Jackson (“Jackson™), the
Private Equity Growth Capital Council (“PEGCC”) and SCSGP.

6 See, e.g., letters from CEC and Davis Polk.
6 See letter from PEGCC.
% See id.

% See letter from Barard.
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that all ties to the company be considered in evaluating‘the independence of directors affiliated
with significant shareowners.?’

Our probosed rule would require the exchanges to consicier current relationships between
the issuer and the compensation committee member, and we requested comment on whether
relationships prior to a directdr’s appointment to the compensation committee or, for directors
already serving as compensation committee members when the new listing standards take effect,
prior to the effective date of the new listing standards, should also be considered. Only two
commentators expressed support for establishing any such “look-back” period.** One
commentator, although not supporting a look-back ppﬁod, believed that the decision of whether
to require one should be determined not by the Commission but by the exchanges.® Other
commentators argued that a look-back peribd was not necessary because the twb largest

exchanges (NYSE and Nasdaq) currently impose look-back requirements on listed issuers in

their standards regarding director independence.”

c. Final Rule

After consideration of the ;:omments, we are adopting the requirements as proposed,
except that we are also extending them to apply to those members of a listed issuer’s board of
directors who oversee executive compensation matters on behalf of the board of directors in the
absence of a board committee. Under the final rule, the exchanges will Be directed to establish
listing standards requiring each member of a listed issuer’s compensation committee to be a

member of the board of directors and to be independent. The final rule does not require that

*7 See letters from AFSCME and UAW.
58 See letters from Better Markets and CFA.

% See letter from Davis Polk.

™ See letters from ABA and CEC.
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exchanges establish a uniform definition of independence. We believe this approach is
consistent with the mandate in Section 10C(a)(3). Further, given th¢ wide variety of issuers that
are listed on exchanges, we believe that the exchanges should be providéd with flexibility to
develop independence requirements appropriate for the issuers listed on each exchange and
consistent with the requirements of Rule 10C-1(b)(1). Although this provides the exchanges
with flexibility to develop the appropriate independence requirements, as discussed below, the
independence requirements developed by the exchanges will be subject to review and final
Commiission approval pursuant to Section 19(b) of the Exchange Act. |

In developing their own definitions of independence applicable to cbmpensation
committee members, the exchangves will be required to consider relevant factors, i‘nclﬁding, but
not limited to: |

e ‘adirector’s source of compensation, including any consulting, advisory or

compensatory fee paid by the issuer; and

e whether a director is affiliated with the issuer, a subsidiary'of the issuer, or an affiliate

of a subsidiary of the issuer.

The final rule does not specify any additional factors that the exchanges must consider in
determining independence requirements for compensation committee members, nor does the
final rule prescribe any standards or relationships that will automatically preclude a finding of
independence. Because the rule’s relevant factors cover the same matters as the pro}}ibitions in
Section 10A(m)’s definition of audit committee independence, we expect the exchanges to
consider whether those prohibitions should also apply to compensation committee members.

However, consistent with Section 10C, the exchanges are not required to adopt those
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prohit)itions in their requirements and will have flexibility to consider other factors in developing
their iequirements.

As noted above and in the Proposing Release, Section 10C of the Exchange Act does not
require that the exchanges prohibit all affiliates from serving on a compensation committee. In
establishing their independence requirements, the exchanges may determine that, even though
affiliated directors are not allowed to serve on audit committees, such a blanket prohibition
wouid be inappropriate for compensation committees, and certain affiliates, such as
representatives of significant shareholders, should be permitted to serve. However, in response
to concerns noted by some commentators that significant shareholders may have other
relationships with listed companies that would result in such shareholders’ interests not being
aligned with those of other shareholders, we emphasize that it is important for exchanges to

consider other ties between a listed issuer and a director, in addition to share ownership, that

" might impair the director’s judgment as a member of the compensation committee. For example,

the exchanges might conclude that personal or business relationships between members of the
compensation committee and the listed issuer’s executive officers should be addressed in the
definition of independence.”

Although each exchange must consider affiliate relationships in establishing a definition
of compensation committee independence, there is no requirement to adopt listing standards
precluding compensation committee membership based on any specific relationships.
Accordingly, we do not believe it is necessary to set)arately define the term “affiliate” for

purposes of Rule 10C-1. In addition, the final rule does not impose any required look-back

"' As the NYSE Listed Company Manual observes, “the concern is independence from management.” See
Commentary to NYSE Rule 303A.02(a). See also the Commentary to NYSE Rule 303A.02(a), which discusses the -
wide range of circumstances that could signal conflicts of interest or that might bear on the materiality of the
relationship between the director and the issuer.
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periods that must be incorporated in exchange listing standards relating to the independence of
compéhsation committee members. We agree with commentators that the determination of
whether to impose a look-back period in evaluating compensation committee member
independence should be left to the exchanges and note that the exchanges.élready‘incofporate
various look-back periods in their general Criferia for director independence. In this respect, the
final rule is similar to Exchange Act Rule 10A-3, which did not impose a mandatory look-back
period for evaluating audit committee member independence in light of look-back periods
already required by the exchanges for evaluating director independence generally.

Consistent with the proposal, the exchanges’ definitions of independence for
compensation committee members will be irﬁplemented through proposed rule changes that the
exchanges will be requiréd to file pursuant to Section 19(b) of the Exchange Act, which are
subject to the Commission’s review and approval.” Consistent with the proposal, Rule 10C-
1(a)(4) will require that each‘proposed rule change submission include, jn addition to any other
information required under Section 19(b) of the Exchange Act and the rules thereunder: a "
review of whether and how the proposed listing standards satisfy the requirements of the final
rule; a discussion of the exchange’s consideration of factors relevant to compensation committee
independence; and the definition of independence applicable to compensation committee |

members that the exchange proposes to adopt or retain in light of such review.” The

2 The standard of review for approving proposed exchange listing standards is found in Section 19(b)(2)(C) of the
Exchange Act, which provides that “[tJhe Commission shall approve a proposed rule change of a self-regulatory
organization if it finds that such proposed rule change is consistent with the requirements of this title and the rules
and regulations issued under this title that are applicable to such organization.” Under Section 6(b) of the Exchange
Act, the rules of an exchange must be “designed to prevent fraudulent and manipulative acts and practices, to
promote just and equitable principles of trade, to foster cooperation and coordination with persons engaged in
regulating, clearing, settling, processing information with respect to, and facilitating transactions in securities, to
remove impediments to and perfect the mechanism of a free and open market and a national market system, and, in
general, to protect investors and the public interest.”

* A submission would be required even if an exchange believes that its existing rules satisfy the requirements of
Rule 10C-1. In such a circumstance, the exchange’s rule submission would explain how the exchange’s existing
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Commission will then consider, prior to final approval, whether the exchanges considered the
relevant factors outlined in Section 10C(a) and whether the exchanges’ proposed rule changes'
are consistent with the requirements of Section 6(b) and Section 10C of the Exchange Act.
3. Authority to Retain Compensation Advisers; Responsibﬂities; and Funding
Section 10C(c)(1) of the Exchange Act provides that the compensation committee of a
listed issuer may, in its sole discretion, r¢tain or obtain the advice of a “compensaﬁon

. 4
consultant,””

and Section 10C(d) extends this authority to “independent legal counsel and other
advisers.””® Both sections also pfovide that the compensation committee shall be directly
responsible for the appointment, compensation and oversight of the work of comp.ensavtion | .
advisers. Sections 10C(c)(1)(C) and 10C(d)(3) provide that the compensation committee’s
authority to retain, and respons‘ibility for overseeing the work of, compensation advisers may not
be construed to require the compensation committee to implement or act consistently with the
advice or recommendations of a compensation adviser or to affect the ability or obligation of the
compensation committee to exercise its own judgment in fulfillment of its duties. To ensure that
the listed issuer’s compensatidn committee has the necessary funds to pay fér such advisers,
Section 10C(e) prOvides that a listed issuer shall provide “appropriate funding,” as determined by
the compensaﬁon committee, for payment of “reasonable compensation” to compensation
advisers.”®

We proposed Rules 10C-1(b)(2) and (3) to implement these statutory requirements. We . .

are adopting these requirements substantially as proposed.

rules satisfy the requirements of Rule 10C-1, and the submission would be subject to the Commission’s review and
approval.

b See Exchange Act Section 10C(c)(1).
™ See Exchange Act Section 10C(d)(1).
7 See Exchange Act Section 10C(e).
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. Proposed Rule

Proposéd Rule 10C-1(b)(2) would implement Sections 10C(c)(1) and (d) by repeating the
provisions set forth in those sections regarding the compensation committee’s authority to retain
or obtain a compensation adviser, its direct responsibility for the appointment, compénsation and
oversight of the work of any compensation adviser, and the related rules of construction. In
addition, proposed Rule 10C-1(b)(3) would implement Section 10C(e) by repeating the
provisions set forth in that section regarding the requirement to provide appropriate funding for
the payment of reasonable compensation, as determinf_:d by the compensation committee, to
compensation advisers.

In the Proposing Re.l.ease, we noted that while the statute provides that compensation
committees of listed issuers shall have the express authority to hire “independent legal counsel,” |
the statute does not require that they do so. Similar to our interpretation’’” of Section 10A(m) of
the Exchange Act, which gave the audit committee authority to engage “independent legal
counsel,”” we do not construe the requirements related to independent legal counsel and other
advisers as set forth in Section 10C(d)(1) of the Exchange Act as requiring a compensation
committee to retain independent legal counsel or as precluding a compensation committee from
retaining non-independent legal counsel or obtaining advice from in-house counsel or outside
counsel retained by the issuer or management.

b. Comments on the Proposed Rule

77 See Standards Relating to Listed Company Audit Committees, Release No. 33-8220 (Apr. 9, 2003) {68 FR
18788], n. 114 (“As proposed, the requirement does not preclude access to or advice from the company’s internal
counsel or regular outside counsel. It also does not require an audit committee to retain independent counsel.”).

™ See Exchange Act Section 10A(m)(5)(*Each audit committee shall have the authority to engage independent
counsel and other advisers, as it determines necessary to carry out its duties.™).
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“

Many commentators expressed general support for the proposed requirements.” While
several .commentétors suggested that compensation committees should use, or be permitted to
use, only independent compensation advisers,® other commentators agreed with the interpretive
positiori expressed in the Proposing Release that the statute does not require a compensation
committee to retain independent legal counsel or preclude the compensation committee from
retaining non-independent legal counsel or obtaining advice from in-house counsel or counsel
retained by the issuer or management.” One commentator noted that the proposed rule should
not be interpreted to “apply to or interfere with a compensation committee’s dealings with legal
counsel from whom it may obtain advice, but which was not retaivned or selected by the
committee, such as in-house and company counsel. Thus, the proposed 1anguage..;should be
clear that the requirement that independent legal counsel and other advisers be subject to the
direct oversight of the compensation committee applies only to such counsel and advisors who
are specifically and separately fetained by the compensation committee.”* This commentator
thought it would be helpful to include th¢ Commission’s interpretation of the statute in the text of

the rule,” although one commentator viewed such clarification as unnecessary.* One

~ commentator asked that we clarify whether the interpretive view expressed in the Proposing

” See, e.g., letters from Barnard, CalSTRS, Davis Polk, Pfizer and SCSGP.
8 See letters from AFL-CIO, Better Markets, CalPERS, CFA Institute, CII, FLSBA and Railpen.

81 See, e.g., letters from ABA, CEC (noting that “the compensation committee is in the best position to determine
whether a particular advisor would be an appropriate advisor following a review of all factors and subject to
appropriate disclosure”) and Merkl.

82 See letter from ABA.
% See id.

8 See letter from Merkl.
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Release would apply equally to compensatidn consultants — i.e., whether a compensation
committee could obtain advice from compensation consultants retained by management.*’

We asked for comment on whether we should define what constitutes an “independent
legal counsel.” One commentator stated, without explanation, that it would not be necessary for
us to define what constitutes an “independent legal counsel.”®® Another commentator believed
that we should provide more guidance for issuers to determine whether legal counsel is
“independent,” so that listed issuers would have greater assurance that they are in compliance
with Exchange Act Section 10C(d)(1).”

c.  Final Rule

We are adopting the rule substantially as proposed, with modifications to clarify that the

“scope of the requirements is limited to only those compensation advisers retained by the

compensation committee and to apply the requirement that the compensation committee be
directly responsible for the appointment, compensation and oversight of the work of any

compensation adviser retained by the compensation committee to those members of a listed

issuer’s board of directors who oversee executive compensation matters on behalf of the board of

directors in the absence of a board committee. Under thé: final rules, the éxchanges will be
directed to adopt listing standards that provide that:
o the compeﬁsation committee may, in its sole discretion, retain or obtain the advice of
a compensation adviser;
e the compensation committee, which for this purpose includes those members of a

listed issuer’s board of directors who oversee executive compensation matters on

85 See letter from Carl Struby.

- 86 See letter from Merkl.

%7 See letter from Robert M. Fields (Apr. 6, 2011)(“Fields™).
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behalf of the board of directors in the absence of a board committee, shall be directly
responsible for the appointment, compensation and oversight of the work of any
compensation adviser retained by the compensation committee; and

e cach listed issuer must provide for appropriate funding for paymeﬁt of reasonable

compensation, as determined by the compensation cornmiitee, to any compensation
adviser retained by the compensation committeg.
Consistent with Sections 10C(c)(1)(c) and 10C(d)(3), the final rule may not be construed to
require the compensation committee to implement or act consistently with the advice or
recommendations of any adviser to the compensation committee or to affect the ability or
obligation of a compensation committee to exercise its own judgment in fulfillment of the duties
of the compensation committee.

Consistent with our interpretation of Section IOC, the final rule does not require
compénsation committees to retain or obtain advice only from independent advisers. A listed
issuer’s compensation committee may receive advice from non-iﬁdependent counsel, such as in-
house counsel or outside counsel retained by management, or from a non-independent
compensation consultant or other adviser, including those engaged by management. The final ‘
rule does not requife a compensation committee to be directly responsible for the appointment,
compensation or oversight of compensation advisers that are not retained by the compensation
committee, such as compensation ponsultants or legal counsel retained by management. Rather,
the direct responsibility to oversee compensation advisers applies only to those advisers retained

.bya compensat;on corrimittee‘, and the obligation of the issuer to provide for appropriate-funding
applies only to those advisers so retained. Finally, in light of the provisions of our final rule and

the fact that commentators did not urge us to define “independent legal counsel,” we do not
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believe such a definition is needed. ® We note that the final rule requires the payment of
reasonable compensation not only to independentllegal counsel but also to “any other adviser” to
the compensation committee, which includes any compensation advisers retained by the
compensation committee, such as attorneys and consultants, whether or not they are independent.

4. Compensation Adviser Independence Factors

Section 10C(b) of the Exchange Act provides that the compensation committee of a listed
issuer may select a compensation adviser only after taking into consideration the five
independence factors speciﬁéd in Section 10C(b) as well as any other factors identified by the
Commission. In accordance with Section 10C(b), these factors would apply to the selection of
compensation consultants, legal counsel and other advisers to the committee. The statute does
not require a compensatioh adviser to be independent, only that the compensation committee of a
iisted issuer consider the enumerated independence factors before selecting a compensation
adviser. Section 10C(b)(2) specifies that the independence factors identified by the Commission
must be competitively neutral® and include, at minimum:

e The provision of other services to the issuer by the peréon that employs the

compensation consultant, legal counsel or other adviser;

88 Similarly, Exchange Act Rule 10A-3 provides that audit committees must have the authority to engage
“independent counsel” and that listed issuers must provide for appropriate funding of such advisers. Independent
counsel is not further defined in Rule 10A-3, and we do not believe that there has been any uncertainty arising from
the absence of such a definition.

89 Although there is no relevant legislative history, we assume this requirement is intended to address the concern
expressed by the multi-service compensation consulting firms that the disclosure requirements the Commission
adopted in 2009 are not competitively neutral because they do not address potential conflicts of interest presented by
boutique consulting firms that are dependent on the revenues of a small number of clients. See letter from Towers
Perrin, commenting on Proxy Disclosure and Solicitation Enhancements, Release No. 33-9052 (July 10, 2009),
available at-http://www.sec.gov/comments/s7-13-09/s71309-90.pdf. The list of independence factors in Section
10C(b)(2), which addresses both multi-service firm “other services” conflicts and boutique firm “revenue
concentration” conflicts, is consistent with this assumption.
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e The amount of fees received from the issuer by the person that employs the
compensation consultant, legal counsel or other adviser, as a percentage of the total
revenue o.f the person that employs the compensation consultant, legal counsel or
other adviser;

e The policies and procedures of the person that employs the compensation consultant,
legal counsel or other adviser that are desi gned to prevent conflicts of interest;

. Any business or personal relationship of the compensation consultant, legal counsel
or other adviser with a member of the compensation committee; and

e Any stock of the issuer owned by the compensation consultant, legal counsel or other
adviser.

We proposed to direct the exchanges to adopt listing standards requiring the
compensation committee of a listed issuer to consider the five factors enumerated in Section
10C(b) of the Exchange Act prior to selecting a compen.sation adviser. We are adopting the rule
substantially as proposed, but with some changes in response to comments.

a.  Proposed Rule A

Proposéd Rule 10C-1(b)(4) would direct the exchanges to adopt listing standards that
require the compensation committee of a listed issuer to take into account _the five factors
identified in Section 10C(b)(2), in addition to any other féctors identified by the felevant
exchange, before selecting a compensation adviser. Under the proposed rule, the exchanges
would have the ability to add other iﬁdependence factors that must be considered by
compensation committees. In the Proposing Release, we stated that we did not prbpose any
additional factors because we believed that the factors set forth in Section 10C(b) are “generally

comprehensive,” although we solicited comment as to whether there are any additional
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independence factors that should be taken into consideration byv a listed issuer’s compensation

committee.”

As noted above and in the Proposiﬁg Release, Section 10C does not require compensation
advisers to be inciependent — only that the compensation committee consider factors that may
bear upon independence. As a result, we did not believe that it would be appropriate to establish
bright-line or numerical thresholds that would affect whether or when the factors listed in
Section 10C, or any additional factors, must be considered by a compensation committee. For
example, we did not b.elieve that our rules should pro;/ide that a\ compensation committee must
consider stock owned by an adviser only if ownership exceeds a specified minimum percentage
of the issuer’s stock, or that a committee must consider the amount of revenues that the issuer’s
business represents for an adviser only if the percentage exceéds a certain percentage of the
adviser’s revenues. Accordingly, proposed Rule 10C-1(b)(4) would require the listing standards
developed by the exchanges to include the independence factors set forth in the statute and ,
incorporated i;lto the rule without any materiality or bright-line thresholds or cutoffs.”

b. Comments on the Proposed Rule

Comments on this proposal were mixed. A number of commentators supported directing
the exchanges to adopt listing standards that require the compensation committee to take into
account the five factors enunierated' in Section 10C, in addition to any other factors identified by
the exchanges.”” One multi-ser;'ice compensation consulting firm believed that the five factors

listed in Section 10C(b)(2) were, in total, competitively neutral, but that, on an individual basis,

% See Proposing Release, 76 FR at 18972.

91 As noted above, the exchanges would have the ability to add other independence factors that must be considered
by compensation committees, and these additional factors could include materiality or bright-line thresholds or
cutoffs. :

9 See. e.g., letters from ABA, Pfizer. SCSGP and USS.
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some of the factors were not competitively neutral.” This commentator suggested that we
should provide an instrucﬁon to the final rules to emphasize that the factors should be considered
in their totality and that no one factor should be viewed as a determinative factor of
independence. Another commentator argued that the full effects of any independence factor on
competition in the rapidly evolving advisory industry are not .entirely knowable, and that the
Commission should generally recommend factors that, when applied equally across the full
spectrum of existing ﬁrms, help in achieving the goal of adviser independence.”® |

Several commentators argued that some or all of the five factors identified in Section
10C(b)(2') and included in the proposed rule were not competitively neutral.”® Multi-service
consulting firms argued that the consideration of other services provided to the issuer by the
person that employs the compensation consultant was not competitively neutral as this factor
woulci affect only multi-service firms. For their part, smaller consulting firms argued that the
consideration of the amount of fees received from the issner as a percentage of a firm’s total
revenues was not competitively neutral because the likelihood of revenue‘concentration would be
greater in smaller firms.”® Three commentators érgued thatﬂour existing compensation consultant
fee disclosure requirements disproportionately effect multi-service consulting firms, and
suggested that we could improve the competitive neutrality of our rules by requiring

competitively neutral disclosure of fees paid to all compensation consultants or advisers.”’

% See letter from Aon Hewitt (“AON”).
i See letter from Hodak Value Advisors

% See, e e.g., letters from Frederic Cook, Longnecker & Associates (“Longnecker”), Mercer, Steven Hall & Partners
(“Steven Hall”) and Towers Watson (“Towers”).

% See letters from Frederic Cook and Longnecker.

97 See letters from AON, Mercer and Towers.




Many commentators urged us to add more independence factors to the list of factors that
could affect the independence of a compensation adviser.® Several commentators argued that
we should include a comparison of the amount of fees received for providing executive
compensation consulting services to the amount of fees received for providing non-executive
compensation consulting services.” Other commentators expressed support for requiring
compensation committees to consider any business or personal relationship between an executive
officer of the issuer and an adviser or the person employing the compensation adviser.'® Some
commentators, however, opposed adding new factors to the list of factors i.dentiﬁed in the
proposed rule, ' although one of these commentators acknowledged that it would advise any
compensation committee evaluating the independence of a potential adviser to consider the
business and personal relationships between the issuer’s executive officers and the adviser or
adviser’s firm.'”?

In the Proposing Release, we requested comment on the application of the independence
factors to different categories of advisers. Several commentators requested that we stipuiate that
a compensation committee conferring with or soliciting advice from the issuer’s in-house or

outside legal counsel would not be required to consider the independence factors with respect to

% See, e.g., letters from ABA, AFL-CIO, AFSCME and USS.

% See letters from AFL-CIO, AFSCME, Frederic Cook and UAW. See also letter from Steven Hall (noting that the
“requirement that a compensation committee consider the company’s fees paid to a firm as a percentage of the
firm’s overall fees seems to overlook the more significant issue of the amount of fees the consulting firm receives
for services to the compensation committee as a percentage of the total fees the firm receives including fees for other
services to the company™).

0 See, e.g., letters from ABA (supporting consideration of relationships between adviser’s employer and issuer’s
executive officers), Better Markets, Merkl (supporting consideration of relationships between either adviser or
adviser’s employer and issuer’s executive officers), and USS (supporting consideration of relationships between
adviser and issuer’s executive officers). One commentator supported requiring consideration of business or personal
relationships between an issuer’s executive officers and the compensation adviser, but not the adviser’s employer.
See letter from Towers.

101 See, e.g., letters from AON, Meridian Compensation Partners (“Meridian”), SCSGP and Steven Hall.

ez See letter from Steven Hall.
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such counsels.® These commentators believed that a compensation committee should be
required to consider the independence factors only when the committee itself selects a
compensation adviser, but not when it receives advice from, but does not select, an adviser.'*

Moreover, two of these commentators questioned the usefulness of the independence assessment

as it relates to in-house legal counsel, outside legal counsel to an issuer or a compensation

adviser retained by management, as they are not held out, or considered by the compensation
committee, to be independent.’®

On thé other hand, a number of commentators argued that the compensation adviser
independence requirements should apply to any legal counsel that provides advice to the
compensation committee.'” One of these commentators argued that the language of Section
10C(b)(1) is unambiguous and that the final rules should clérify that exchange listing standards
must require compensatioh committees to conside;r the independence factors whenever a

committee receives advice from legal counsel, regardless of whether or not the committee

selected counsel.!”’

We also requested comment on whether we should include materiality, numerical or
other thresholds that would limit the circumstances in which a compensation committee is
required to consider the independence factors. Several commentators opposed including such

1% These commentators

materiality, numerical or other bright-line thresholds in the rule.

expressed concern that such thresholds may not be competitively neutral and could reduce the

193 See letters from ABA, Davis Polk, McGuire Woods and S&C.

194 See letters from ABA and McGuire Woods.

105 See letters from ABA and S&C.

16 See, e.g., letters from Better Markets, Robert M. Fields (Apr. 29, 201 1), Richard Thalheimer and Towers.
197 See letter from Towers.

198 See letters from Longnecker, McGuireWoods, Meridian, SCSGP and Towers.
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flexibility compensation committees have to select advisers best-suited to the issuer. A number
of commentators supported a materiality threshold with respect to the stock ownership factor.
One commentator suggested that consideration of this factor should be required only if an

individual beneficially owns in excess of 5% of an outstanding class of an issuer’s equit
tally g quity

securities.'” Another commentator suggested a threshold of $50,000 in fair market value or

5,000 shares of a listed issuer’s stock, below which an adviser’s stock ownership would not be
deemed to affect his or her independence.'® Other commentators suggested that compénsation
committees should be required to consider only stock owned by the lead adviser and not stock
owned by other employees on the adviser’s team."'"' |

Comments were mixed as to whether the final rule should clarify the phrases “provision

‘of other servicés” or “business or personal relationships,;’ as used in proposed Rule 10C-1(b)(4).

Some commentators thought no further clarification of the phrase “provision of other services”
was necessary,'? and another commented that it ““is better to have a general principle than to
have exhaustive detailed rules that may leave loopholes for services that may impair the
independence of an advisory firm.”'"” Two commentators suggested defining the phrase to
expressly exclude certain services.'" For example, one commentator suggested excluding advice

related to broad-based, non-discriminatory plans or surveys.'"

199 See letter from Steven Hall.

10 See letfer from ABA.

1 See letters from AON and Mercer.
12 gee letters from AON and Towers.
113 See Jetter from Merkl.

"% See letters from Hodak and Mercer.

'3 See letter from Mercer.
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Some comrﬁentators urged that we further define the phrase “business or personal
relationship.”"'® One commeﬁtator suggested that we should define “business relationship” to
expressly exclude any non-commercial relationship between an adviser and a member of the
issuer’s compensation committee, provided that such relationship does not result in significant
monetary or economic gain to either party, and that we should define “personal relationship” to
include only familial relationships.'” Another commentator argued that business or personal
relatjonships that are more casual in nature may not be relevant to adviser independence and
suggested limiting consideration of such relationships to those that would “more likely than not”
have a “material adverse effect” on an individual’s independence.'®* Two commentators thought
it would be helpful if we provided examples of the types of relationships to be considered, in
order to guide compensation commitfees as they consider the breadth of possible relationships
that might impair adviser independence.'® Another commentator thought it was ﬁnnecessary for
us to further define the phrase because the “myriad possible definitions and considerations are
unlikely to be fully encompassed by such a definition.”"?

A few commentators also urged that we clarify the scope of individuals whose
relationships would need to be considered in the context of evaluating adviser independence.
One commentator recommended limiting the required consideration to the individual adviser

who renders services to the compensation committee,'”' and another commentator similarly

recommended limiting the required consideration to the lead consultant, counsel or adviser to the

116 See, e.g., letters from AON and Meridian.
"7 See letter from Meridian.

118 See Jetter from AON.

"9 See letters from Merkl and Towers.

120 See letter from Mercer. |

12! e letter from Meridian.
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committee, but not to other members of the adviser’s team serving the compensation
committee.'” |

We requested comment on whether we should require disclosure of a compensation
committee’s process for selecting advisers. Many commentators criticized this idea, citing
concerns about extending already lengthy proxy statement discussions of executive
compensation and expressing doubt that additional disclosure of the process for selecting
advisers would provide any useful information to investors.'”” However, some commentators
thought such disclosure could be useful in providing transparency as to wliether compensation
committees were following the required process for selecting advisers." |

c. Final Rule

After considering the comments, we are adopting the requirements substantially as
| proposed, but with some revisions. As discussed above, this aspect of the final rule will also
apply to those members of a listed issuer’s board of directors who oversee executive
compensation matters on behalf of the board of directors in the absence of a board committee.
We have also decided to include one addilional independence factor that compensation
committees must consider before selecting a compensation adviser. Under the final rule, lhe
exchanges will be directed to adopt listing standards that require a compensation committee to
take into account the five factors enumerated in Section 10C(b)(2), as well as any business or
personal relationships between the e)_(ecutive officers of the issuer and the compensation adviser
or the person employing the adviser. This would include, fer example, situations where the chief

executive officer of an issuer and the compensation adviser have a familial relationship or where

122 See letter from Mercer (noting that the more junior members of the team rarely interact directly with the
compensation committee).

123 See, e.g., letters from CFA Institute and Frederic Cook.

124 See, e.g., letter from Better Markets.
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the chief exc;cutive officer and the compensation adviser (or the adviser’s employer) are business
partners. We agree with commentators who stated that business and personal relationships
between an executive officer and a compensation adviser or a person employing the
compensation adviser may potentially pose a significant conflict of interest that should be
considered by thé compensation committee before selecting a compensation adviser.'?

As was proposed, the final rule does not expand the stock ownership factor to require
consideration of stock owned by the person employing a compensafion adviser. As we noted in
the Proposing Release, we interpret “ény stock of the issuer owned by the compensation
consultanf, legal counsel, or other adviser” to include shares owned by the individuals providing
services to the compensation committee and their immediate family members.

Other than the additional factor described above, the final rules will not require the listing
standards to mandate consideration of independence factors beyond those set forth in Section
10C(b)(2). We believe that these six factors,.when taken together, are competitively neutral; as
they will require compensation committees to consider a variety of factors that may bear upon
the likelihopd that a compensation adviser can provide independent advice to the compensation
committee, but will not prohibit committees from choosing any particular adviser or type of
adviser. We agree with the commentator who suggested that the factors should be considered in
their totality and that no one factor should be viewed as a determinative factor of
independence.'® We do not believe it is necéssary, however, to provide an instructidn to this
effecf, as the final rule directs the éxchanges to require consideration of all of the specified
factors. In response to concerns echoed by a number of commeniators, we emphasize that

neither the Act nor our final rule requires a compensation adviser to be independent, only that the

125 See, e.g., letters from ABA, Better Markets, Merk! and USS.
126 See letter from AON.
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compensation committee consider the enumerated independence factors before selecting a
compensation adviser. Compensation committees may select any compensativon adviser they
prefer, including oﬁes that are not independent, after considering the six independencé factors
outlined in the final rule.’”

In response to comments,'* we are including an instruction to the final rule to provide
that a compensation committee need not consider the six indepehdence factors before consulting
with or obtaining advice from in-house counsel. Commentators noted that it is routine for in-
house counsel to consult with, and provide advice to, the compensation committee on a variéty.
of issues, such as, for example, the terms of an existing benefit plan or how a proposed
employment contract would interrelate with other company agree;ments.129 We agree with these
commentators that, as in-house legal counsel are corhpany employees, they are not held out to be
independent. In addition, we do not believe compensation committees consider that in-house
couhsel serve in the same role or perform a similar function as a compensation consultant or
outside legal counsel.

This instruction will not affect the obligation of a compensation commitﬁee to consider
the independénce of outside legal counsel or compensation consultants or other advisers retained
by management-or by the issuer. We believe that information gathered from an independence
assessment of these categories of advisers will be useful to the compensation committee as it
considers any advice that may be provided by these advisers. In addition, exéluding outside
legal counsel or compensatiorll consultants retained by management or by the issuer from the

required independence assessment may not be competitively neutral, since, as some

2" The listing standards do not, of course, override any duties imposed on directors by applicable state law relating
to the selection of compensation advisers.

'28 See letters from ABA, Davis Polk and S&C.

:m See letters from Davis Polk and S&C.
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commentators pointed out, they often perform the same types of services as the law firms and
compensation consultants selected by the compensation ébmfnittee.”" Accordingly, we are
including ah instruction to the final rule that provides that a listed issuer’s compensation
comrﬁittee is required to conduct the ihdependence assessment outlined in Rule 10C-1(b)(4) with
respect to any compensation consultant, legal counsel or other adviser that provides advigce to the
compensation comr_niftee, other than in-house legal counsel.

The final rule, like our proposal, does not include any materiality, numerical or other
thresholds that would narrow the circumstances in which a compensation committee is requiréd
to consider the independence factors specified in the rule. We are concerned that adding
materiality or other bright-line thresholds may not be competitively neutral. The absence of any
such thresholds means that all facts and circumstances relevant to the six factors will be
~ presented to the compensation committee for its conéideration of the independence of a
compensation adviser, and not just those factors that meet a prescribed threshold.: For similar
reasons, the final ruie does not further define the phrases “provision of other services” or
“business or personal relationship.” -

Consistent with the proposed rule, the final rule does not require listed issuers to describe
the compensation committee’s process for selecting comi)eﬁsation advisers pursuant to the new
listing standards. We are sensitive to the concerns of commentators fhat adding such disclosure
would increase the length of proxy statement disclosures on executive compensation without
necessarily providing additional material information to investors.

5. Opportunity to Cure Defects

130 See letters from Jackson and Towers.
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Section 10C(f)(2) of the Exchange Act specifies that our rules must provide for

appropriate procedures for an issuer to have a reasonable opportunity to cure any defects that

would be the basis for a prohibition of the listing of an issuer’s securities as a result of its failure

to meet the requirements set forth in Section 10C, before imposition of such prohibition.”*! To

implement this requirement, we proposed Rule 10C-1(a)(3), which would require the. exchanges
to establish such procedures if their existing procedures are not adequate. We are adopting the
rule as proposed. |

a. Proposed Rule

Proposed Rule 10C-1(a)(3) would provide that the exchange listing standards required by
Rule 10C-1 must allow issuers a reasonable opportunity to cure violations of the compensation
commiittee listing requirements. The proposed rule did not set forth specific procedures for
curing violations of compensation committee listing requirerhents, but épeciﬁed that the listing
standards may provide that if a member of a compensation committee ceases t.o be independent
for reasons outside the member’s reasonable control, that person, with notice by the issuer to the
applicable exchange, may remain a compensation committ;aé member of the listed issuer until the
earlier of the next annual shareholders’ meeting of the listed issuer or one year from the
occurrence of the event that caused the member to be no longer independent. Proposed Rule

10C-1(a)(3) was pattemned after similar provisions contained in Exchange Act Rule 10A-

3(a)(3).12

b. Comments on the Prdposed Rule
Commentators generally supported proposed Rule 10C-1(a)(3). Two cdmmentators

favored requiring the exchanges to provide issuers the same opportunity to cure non-compliance

131 See Exchange Act Section 10C(£)(2).
%217 CFR 240.10A-3(a)(3).
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with the compensation committee listing requirements as they have with respect to audit

133 In response to our request for comment on whether we should direct

committee requirements.
the exchanges to adopt specific procedures for curing non-compliance, several commentators
were opposed to requiring the exchangés to establish any such specific procedures.””* One
commentator, however, urged us to direct the exchanges to establish more limited procedures for -
curing defects.'”

We also requested comment as to whether listed issuers that have just completed initial
public offerings should be given additional time to comply with the compenéation committee
independence requiremeﬁts, asis perrriitted by Exchange Act Rule 10A-3(b)(1)(iv)(A) With
respect to audit committee independence requirements. Several commentators supported
providing newly' listed issuers with additional time to comply with the compensation committee
listing requirements.”*® The NYSE argued that the exchanges should have the flexibility to
permit an issuer applying for listing in connection with an initial public offering to have
additional time to comply with compensation committee requirements.””” The NYSE also
requested that we clarify that the authority the exchanges would have under Rule 10C-1(a)(3) to
provide issuers an opportunity to cure defects is not limited to situations where a previously
independent compensation committee member loses his or her independent status for reasons
1.1%¢

outside his or her contro

C. Final Rule

133 See Jetters from Debevoise and CalPERS.

13 See, e.g., letters from Davis Polk and Merkl.

135 See letter from Better Markets.

136 See, e.g., letters from ABA, Davis Polk, Merkl and NYSE.
137 See letter from NYSE.
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After consideration of the comments, we are adopting Rule 10C-1(a)(3) as prdposed.
Similar to Exchange Act Rule 10A-3(a)(3), the final rule requires the exchanges to provide
appropriate procedures for listed issuers to have a reasonable opportunity to cure any
noncompliance with the compensation committee listing requirements that could result in the
delisting of an issuer’s securities. The exchanges’ rules may also provide that if a member of a
listed issuer’s compensation committee ceases to be independent for reasons outside the
member’s reasonable control, that person, with notice by the issuer to the applicable exchange;
may remain a compensation committee member of the listed issuer until the earlier of the next
annual shareholders’ meeting of the listed issuer or one year from the occurrence of the event
that caﬁsed the member to be no longer independent. The exchanges’ authority to provide
issuers an opportunity to cure defects is not limited to situations where a previously independent
compeﬁsation committee member loses his or her independent status for reasons outside his or
her control.

As we noted in the Proposing Release, we believe that existing listing standards and
delisting procedures of most of »the exchanges satisfy the requirement for there to be reasonablel
procedures for an issuer to have an opportunity to cure any defects on an ongoing basis. Most
exchanges have already adopted procedures to provide issuers with notice and opportunity for a
hearing, an opportunity for an appeal and an opportunity to cure defects before their securities

are delisted.*® Nonetheless, we expect that the rules of each exchange would provide for

19 See, e.g., NYSE Listed Company Manual Section 801-805; Nasdaq Equity Rules 5800 Series; NYSE AMEX
Company Guide Section 1009 and Part 12; Chicago Board Options Exchange Rule 31.94; Chicago Stock Exchange
Article 22, Rules 4, 17A, and 22; Nasdag OMX BX Rule 4800 series; Nasdag OMX PHLX Rule 811. Neither
NYSE Arca nor the National Stock Exchange has a rule that specifically requires listed companies to be given.an
opportunity to submit a plan to regain compliance with corporate governance listing standards other than audit
committee requirements; issuers listed on these exchanges, however, are provided notice, an opportunity for a
hearing, and an opportunity for an appeal prior to delisting. See NYSE Arca Rule 5.5(m); National Stock Exchange
Rule 15.7 and Chapter X.




definite procedures and time periods for compliance with the final rule requirements to the extent
they do not already do so.
| We have not made any modifications to Rule 10C-1(a)(3) with respect to newly listed ,

1ssuers. As discussed in more detail in Section 11.B.2 of this release, in accordarice with
Exchange Act Section 10C(f)(3), our final rule will authorize the exchanges to exempt categories
of issuers from the requirements of Section 10C. We believe -thisv authority will allow the
exchanges to craft appropriate limited exceptions from the required compensation committee
listing etandards for newly liste;i and other categories of listed issuers, snbject to Commission
review and approval pursuant to Section 19(b) of the Exchange Act. |

B. Implementation of Listing Requirements |

1. Exchanges and Securities Affected

We proposed to apply the requiremente of Section'10C only to exchanges that list equity
securities. In addition, the proposed rule would require that the exchanges adopt listing
standards in compliance with the rule only with respect to issuers with listed equity securities.
Along with the exemptions contained in Section 10C, the proposed rule would also exempt
security futures products and standardized options. We are adopting the rule as proposed.

a. Proposed Rule

Section 10C(a) provides that the Commission shall direct the exchanges to prohibit the
listing of any “equity security” of an issuer (other than several types of exempted issuers) that
does not comply with the compensation committee member independence requirements. In
contrast, Section 10C(f)(1), which states generally the scope of the compensation coﬁmittee and

compensation adviser listing requirements, provides that the Commission shall direct the national
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securities exchanges and national securities associations “io prohibit the listing of any security of
an issuer that is not in compliance with the requirements of this section” (emphasis added).

The Senate-passed version of the bill did not distinguish between equity and non-equity
securities, referencing only the prohibition against the listing of “any security” of an issuer not in
compliahce with the independence requirements." The initial House-passed version would have
required the Commission to adopt rules to direct the exchanges to prohibit the listing of “any
class of equity security” of an issuer that is not in compliance with the compensation committee
independence standards, as well as with any of the other provisions of that section, including the

provisions relating to compensation advisers."' According to a press release issued by the House

Financial Services Committee, this language was added during deliberations by that committee
to clarify that the compensation committee independence standards would apply only to “public
companies, not to companies that have only an issue of publicly-registered debt.”"? Because the
Senate-passed version of the bill (which did not specify “equity” securities) was used as the basé
for the conference dfaﬁ, it appears that addition of “equity” securities 1n Section 10C(a) of the
conference draft was deliberate. Unlike the House-passed bill, however, thé final bill
specifically references ecjuity securities only in connection with compensation committee
member independence requirements.

As we noted in the Proposing Release, the NYSE currently exempts issuers whose only
listed securities are debt securities from the compénsation committee listing requirements that

apply to issuers listing equity securities.' In addition, Exchange Act Rule 3al12-11 exempts

140 See HR.4173,111" Cong. § 952 (as passed, with amendments, by the Senate on May 20, 2010).
"I See H.R. 4173, 111" Cong. § 2003 (as passed by the House of Representatives on Dec. 11, 2009).

142 See Press Release, Financial Services Committee Passes Executive Compensation Reform, July 28, 2009,
available at: http://democrats. financialservices.house.gov/press/PR Article aspx?NewsID=520.

'3 See NYSE Listed Company Manual Section 303A.00.
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_ the transmission of materials to beneficial owners. See Exemptive Relief and Simplification of Filing Requirements

listed debt securities from most of the requirements in our proxy and information statement
rules." Finally, most, if not all, issuers with only listed debt securities, other than foreign
private issuers, are privately held." In light of the legislative history and our aﬁd the exchanges’
historical approach to issuers with only listed debt securities, we noted in the Propoéing Release
that we view the requirements of Section 10C as intended to apply only to issuers with listed
equity securities. '

Accordingly, we proposed to apply Rule 10C-1 only to exchanges that list equity
securities, and to direct these exchanges to adopt listing standards implementing our rule only as
to issuers that are seeking to list or have listed equity securities. We noted in the Proposing
Release that proposed Rule 10C-1 would not currently apply to F INRA, the only existing
national securities association registered under Section 15A(a) of the Exchange Act, as FINRA

does not list any securities and does not have listing standards under its rules.”” Nevertheless, as

" In adopting this rule, the Commission determined that debt holders would receive sufficient protection from the
indenture, the Trust Indenture Act, the proxy rules’ antifraud proscriptions, and the Exchange Act rules that facilitate

for Debt Securities To Be Listed on a National Securities Exchange, Release No. 34-34922 (Nov. 1, 1994) [59 FR
55342].

1 Based on a review of information reportéd on Forms 10-K, 20-F and 40-F and current public quotation and trade
data on issuers whose debt securities are listed on an exchange, such as the NYSE Listed and Traded Bonds and
NYSE Amex Listed Bonds, we estimate that there are approximately 83 issuers that list only debt securities on an
exchange. Of these 83 issuers, approximately 45 are wholly-owned subsidiaries that would be exempt from
proposed Exchange Act Rule 10C-1 pursuant to Section 10C(g) of the Act. None of these 83 issuers has a class of
equity securities registered under Section 12 of the Exchange Act.

146 Although Section 10C is, in many respects, similar to the audit committee independence requirements contained
in Section 10A(m), there are differences in some of the statutory language. In this regard, we note that the
requirements included in Section 10A(m) of the Exchange Act, as set forth in Section 301 of the Sarbanes-Oxley
Act, are applicable generally to “listed securities,” and no reference is made to equity securities. Therefore,
although Section 10A(m) applies to issuers whether they have listed debt or equity, we do not believe this should
necessarily prescribe the scope of Section 10C.

147 Similarly, we stated that we did not expect the National Futures Association, which is a national securities
association registered under Section 15A(k) for the limited purpose of regulating the activities of members who are
registered as broker-dealers in security futures products, see note 8, above, to develop listing standards regarding
compensation committees in compliance with proposed Rule 10C-1. See Proposing Release, 76 FR at 18974, n. 73.
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Section 10C specifically references national securities associations, proposed Rule 10C-1 would
apply to any registered national securities association that lists equity securities in the future.'*
~Under proposed Rule 10C-1(a), exchanges would be required, to the extent that their
listing standards did not conform with Rule 10C-1, to issue or amend their listing rules, subject
to Commission review, to comply with the new rule. As noted in the Proposing Release, an
exchange that lists or trades security futures products (as defined in Exchange Act Section
3(a)(56))'*’ may register as an exchange under Section 6(g) of the Exchange Act solely for the
purpose of trading those products. As the Exchange Act definition of “equity security” includes
security futures on equity securities,'”® exchanges whose only listed equity securities are securit/y
futures products'' would be required to comply with Rule 10C-1 absent an applicable
exemption. Given that Section 10C(f) of the Exchange Act makes no distinction between

exchanges registered pursuant to Section 6(a) — such as the NYSE and Nasdaq — and those

"% The OTC Bulletin Board (OTCBB) and the OTC Markets Group (previously known as the Pink Sheets and Pink
OTC Markets) will not be affected by Rule 10C-1, and therefore issuers whose securities are quoted on these
interdealer quotation systems similarly will not be affected, unless their securities also are listed on a national
securities exchange. The OTCBB is an “interdealer quotation system” for over-the-counter securities that is
operated by FINRA. (Exchange Act Rule 15¢2-11 defines the term “interdealer quotation system.” 17 CFR
240.15¢2-11.) It does not, however, have a listing agreement or arrangement with the issuers whose securities are
quoted on the system and are not considered listed, as that term is defined and used in Rule 10C-1. See Rules 10C-
1(a)(2) and (c)(3). Although market makers may be required to review and maintain specified information about an
issuer and to furnish that information to FINRA, the issuers whose securities are quoted on the OTCBB are not
required to submit any information to the system. The OTC Markets Group is not a registered national securities
exchange or association, nor is it operated by a registered national securities exchange or association, and thus is not
covered by the terms of the final rule.

149 Exchange Act Section 3(a)(56) defines the term ‘security futures product’” to mean “a security future or any put,
call, straddle, option, or privilege on any security future.” 15 U.S.C. 78c(a)(56).

159 Section 3(a)(11) of the Exchange Act defines the term “equity security” as any stock or similar security; or any
security future on any such security; or any security convertible, with or without consideration, into such a security,
or carrying any warrant or right to subscribe to or purchase such a security; or any such warrant or right; or any
other security which the Commission shall deem to be of similar nature and consider necessary or appropriate, by
such rules and regulations as it may prescribe in the public interest or for the protectlon of investors, to treat as an
equity security.

15! Exchanges currently registered solely pursuant to Section 6(g) of the Excharige Act include the Board of Trade of
the City of Chicago, Inc.; the CBOE Futures Exchange, LLC; the Chicago Mercamlle Exchange, Inc.; One Chxcago
LLC; the Island Futures Exchange LLC; and NQLX LLC.
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registered pursuant.to Section 6(g), we did not propose a wholesale exemption from the
requirements of Rule 10C-1 for those exchanges registered solely pursuant to Section 6(g).

However, as discussed below, we proposed .to exempt security futures products from the
scope of proposed Rule 10C-1. Accordingly, we noted in the Proposing Release that, to the
extent the final rule exempted the listing of security futures products from the scope of Rule
10C-1, any exchange registered solely pursuant to Section 6(g) of the Exchange Act and that lists
and trades only security futures products would not be required to file a rule change in order to
comply with Rule 10C-1.

We proposed to exempt security futures products and standardized option$ from the
requirements of Rule 10C-1. Although the Exchange Act defines “equity security” to include
any security ﬁmre on any stock or sirﬁilar security, the Commodity Futures Modemization Act
of 2000 (the “CFMA”)"* permits the exchanges to trade futures on individual securities and on
narrow-baséd security indices (“security futures)'* without such securities being subject to the
registration requirements of the Securities Act of 1933 (the “‘Securities Act”) and the Exchange
Act so long as they are cleared by a clearing agency that is registered under Section 17A of the
Exchange Act'* or that is exempt from registration under Section 17A(b)(7)(A) of the Exchange
Act. In Decembler 2002, we adopted rules that provide comparable regulatory treatment for

standardized options.'**

132 pub. L. No. 106-554, 114 Stat. 2763 (2000).

'3 Exchange Act Section 3(a)(56) [15 U.S.C. 78c(a)(56)], and Commodities Exchange Act Section 1a(32) [7 U.S.C.
1a(32)] define “security futures product” as a security future or any put, call, straddle, option, or privilege on any
security future.

315 U.S.C. 78¢-1.

135 See Release No. 33-8171 (Dec. 23, 2002) [68 FR 188]. In that release, we exempted standardized options issued
by registered clearing agencies and traded on a registered national securities exchange or on a registered national
securities association from all provisions of the Securities Act, other than the antifraud provision of Section 17, as
well as the Exchange Act registration requirements. Standardized options are defined in Exchange Act Rule 9b-
1(a)(4) [17 CFR 240.9b-1(a)(4)] as option contracts trading on a national securities exchange, an automated
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The clearing agency for security futures products and standardized options is the issuer of
these securities,'* but its role as issuer is fundamentally different from an issuer of equity 0
securities of an operating company. The purchasers of security futures products and
standardized options do no(, except in the-most formal sense, méke an investment decision based
on the‘issuer. As a result, information about the clearing agency’s business, its officers and
directors and its financial statements is much less relevant to investors in these securities than
information about the issuer of the underlying security. Similarly, the investment risk in these
securities is determined by the market performance of the underlying security rather than the
results of operations or performance of the clearing agency, which is a self-regulatory
organization subject to regulatory oversight. Furthermore, unlike a conventional issuer, the

clearing agency does not receive the proceeds from the sales of security futures products or

- standardized options."’

In recognition of these fundamental differences, we provided exemptions for security
futures products and standardized options from the audit committee listing requirements in
Exchange Act Rule 10A-3."% Specifically, Rule 10A-3(c) exempts the listing of a security
futures product cleared by a clearing agency that is registered pursuant to Section 17A of the

Exchange Act or that is exempt from registration pursuant to Section 17A(b)(7)(A) and the

quotation system of a registered securities association, or a foreign securities exchange which relate to option classes
the terms of which are limited to specific expiration dates and exercise prices, or such other securities as the
Commission may, by order, designate. :

1% See Fair Administration and Governance of Self-Regulatory Organizations; Disclosure and Regulatory Reporting
by Self-Regulatory Organizations; Recordkeeping Requirements for Self-Regulatory Organizations; Ownership and
Voting Limitations for Members of Self-Regulatory Organizations; Ownership Reporting Requirements for
Members of Self-Regulatory Organizations; Listing and Trading of Affiliated Securities by a Self-Regulatory '
Organization, Release No. 34-50699 (Nov. 18, 2004) [69 FR 71126], at n. 260 (“Standardized options and security
futures products are issued and guaranteed by a clearing agency. Currently, all standardized options and security
futures products are issued by the Options Clearing Corporation (‘OCC’).”).

37 However, the clearing agency may receive a clearing fee from its members.

1% See Exchange Act Rules 10A-3(c)(4) and (5).
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listing of a standardized option issued by a clearing agency that is registered pursuant to Section
17A of .the Exchange Act. For the same reasons that we exempted these securities from Rule
10A-3, we proposed to exempt these securities from Rule 10C-1.
b. Comments on the Proposed Rule
Commentators generally agreed that Section 10C should apply only to issuers with listed
equit)} securities.'” Some commentators argued that the proposed rule should apply to all
domestic exchanges and public companies Without exception.'® These commentators did not
specifically comment on whether the statute is intended to apply only to issuers with listed equity
securities. One commentator recommended that we exempt only exchanges that do not list
equity securities and agreed that our proposed exemption for seéun'ty futures products and
standardized options is necessary or appropriate in the public interest and consistent with the
protection of investors. !
c. Final Rule
After consjderation of the comments, we are adopting the proposals without change. As
adopted; the final rule will:
¢ Require all exchanges that list quity securities, to the extent thgt their listing
stz;ndards do not aiready comply with the final rule, to issue or amend their listing
rules to comply with the new rule;
* Provide that exchange listing standards required by the new rule need apply only to

issuers with listed equity securities; and

159 See, €., letters from Debevoise and PEGCC.
1% See letters from CII and FLSBA.

1! See letter from Merkl.
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2.

Exempt security futures products cleared by a clearing agency that is registered
pursuant to Section 17A of the Exchange Act or that is exempt from registration
pursuant fo Section 17A(b)(7)(A) and standardized options that are issued by a
clearing agency that is registered pursuant to Section 17A of the Exchange Act. .

Exemptions

Section 10C of the Exchange Act has four different provisions relating to exemptions

from some or all of the requirements of Section 10C:

Section 10C(a)(1) provides that our rules shall direct the exchanges to prohibit the
listing of any equity security of an issuer that is not in compliance with the
compensation committee member independence requirements of Section 10C(a)(2),
other than an issuer that is in one of five specified categories — controlled companies,
limited partnerships, companies in bankruptcy proceedings, open-end management

12 and foreign

investment companies registered under the Investment Company Act
private issuers that disclose in their annual reports the reasons why they do not have
aﬁ independent compensation committee;

Section 10C(a)(4) provides that our mleg shall authorize the exchanges to exempt a
particular relationship from the independence requirements applicable to
compensation committee members, as each exchange determines is appropriate,
taking into consideration the size of the issuer and any other relevant factors;

Section 10C(f)(3) provides that our rules shall authorize the exchanges to exempt any

category of issuer from the requirements of Section 10C as the exchanges determine

215 U.S.C. 80a-1 et seq.
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is appropriate, and that, in making such determinations, the exchanges must take into
account the potential impact of the requirements on smaller reporting issuers; and

e Section 10C(g) specifically exempts controlled companies, as ’deﬁned in Section

10C(g), from all of the requirements of Section 10C.

We proposed Rule 10C-1(b)(1)(iii)(A) to exempt the five categories of issuers
enumerated in Section 10C(a)(1); Rule 10C-1(b)(1)(iii)(B) to authorize the exchanges to exempt
a particular relationship from the independence requirements applicable to corﬁpensation
committee members, as eacﬁ exchange determines is appropriate, taking into consideration the
size of the issuer and other relevant factors; Rule 10C-1(b)(5)(i) to permit the exchanges to
exempt any category of issuer from the requirements of Section 10C, as each exchange
determines is appropriate, taking into consideration the potential impact of lsuch requirements on
smaller reporting issuers; and Rule 10C-1(b)(5)(ii) to exempt controlled companies from the
requirements of Rule 10C-1. We are adopting the proposals with changes made in response to
comments.

a. Proposed Rule

i. Issuers Not Subject to Compensation Committee Independence
Requirements

As noted above, Exchange Act Section 10C(a)(1) provides that our ruies shall direct the
exchanges to prohibit the listing of any equity sécurity of an issuer, other than an issuer that is in
one of ﬁvev specified categories, that is not in compliance with the compensation committee
member iﬁdependence requirements of Section 10C(a)(2). Accordingly, we proposed to exempt
controlled companies, limited partnerships, companies in bankruptcy proceedings, open;end

management investment companies registered under the Investment Company Act and foreign
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private issuers that provide annual disclosures to shareholders of the reasons why the foreign
private issuer does not have an independent compensation committee from these requirements.
Under Section 10C(g)(2). of the Exchange Act, a “controlled company” is defined as an
issuer that is listed on an exchange and that holds an election for the board of directors of the
issuer in which more than 50% of the voting power is held by an ihdividual, a group or another.
issuer. We proposed to iﬁcprporate' this definition into Rule 10C-1(c)(2).v Section 10C did not
define the terms “limited partnerships” ér “companies in bankruptcy proceedings.” As noted in
the Proposing Release, we believe that a Hmited partnership is generally understood to mean a
form of business ownership and association consis';ing of onéﬂor more general partners who are
fully liable for the debts and obligations of the partnership and one or more limited partners
whose liability is limited to the amount invested.“”- We also noted in the Proposing Release that
the phrase “companies in bankruptcy procc;,edings” 1s used in several Commission rules without
deﬁnition."64 Accordingly, we did not further define either term in preposed Rule 10C-1(c).
Section 10C does not define the term “open-end management investment company.” As
discussed ih the Proposing Releasé, under the Investment Company Act, an open-end
management investment company is an investment company, other than a unit investment trust
or face-amount éertiﬁcate company, that offers for sale or has outstanding any redeemable
security of which it is the issuer.'”® We proposed to define this term in proposed Rule 10C-1(c).

by referencing Section 5(a)(1) of the Investment Company Act.

'3 See Unif. Ltd. P’ship Act §§ 102, 303 and 404 (2001).

164 See, e.2., Section 55(a)(3)(A) of the Investment Company Act [15 U.S.C. 80a-54(a)(3)(A)]; Item 1 107(k) of
Regulation AB [17 CFR 229.1107(k)]; and Rule 457 under the Securities Act [17 CFR 230.457].

1> See Sections 4 and 5(a)(1) of the Investment Company Act{15 U.S.C. 80a-4 and 80a-5(a)(1)]. Open-end and
closed-end management investment companies registered under the Investment Company Act are generally exempt
from current exchange listing standards that require listed issuers to either have a compensation committee or to
have independent directors determine, recommend, or oversee specified executive compensation matters. See, e.g.,
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Under Section 10C(a)(1), a foreign private issuer that provides annual disclosure to
shareholders of the reasons why the foreign private issuer does not have an independent
compensation committee would be exempt from the compensation committee member
independence requireménts. Exchange Act Rule 3b-4 defines “foreign private issuer” as “any
foreign issuer other than a foreign government, except for an issuer that has more than 50% of its
outstanding voting securities held of record by U.S. residents and any of the following: a
majority of its officers and directors are citizens or residents of the United States, more than 50%
of its assets are located in the United States; or its business is principally administered in the
United States.”"®® Since this definition applies to all Exchange Act rules, we did not believe it
was necessary to include a cross-reference to Rule 3b-4 in our proposed rules.

In the Proposing Release, we noted that certain forei gn private issuers have a two-tier
board, with one tier designated as the management board and the other tier designated as the
supervi;sory Or non-management board. Similar to our approach to Rule 10A-3, proposed Rule

10C-1(b)(1)(iii) would clarify that in the case of foreign private iSsuers with two-tier boards of

“ directors, the term “board of directors” means the supervisory or non-management board.

Accordingly, to the extent the supervisory or non-management board forms a separate
compensation committee, proposed Rule 10C-1 would apply to that committee, with the
exception of the committee member independence requirements, assuming the foreign private
issuer discloses why it does not héve an independent'compenéation committee in its annual
report.

ii. Exemption of Relationships and Other Categories of Issuers

NYSE Listed Company Manual Section 303A.00; Nasdaq Rule 561 5(a)(5); NYSE Arca Rule 5.3; NYSE AMEX
Company Guide Section 801.

1617 CFR 240.3b-4(c).
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As noted above, Section 10C(a)(4) of the Exchange Act provides that the Commission’s

_ rules shall permit an exchange to exempt a particular relationship from the compensation

committee independence requirements, as such exchange deems appropriate, taking into
consideration the size of the issuer and any other relevant factors'. In addition, as noted above,
Section 10C(f)(3) provides that our rules shall authorize an exchange .to exexﬁpt a category of
issuers from fhe requirements of Section 10C, as the exchange determines is appropﬁate, taking
into account the poténtfal impact of the Section 10C requirements on smaller reporting issuers.
To implement these provisions, we proposed Rule 10C-1(b)(1)(iii)(B), which would authorize
the exchanges to establish listing standards that eXempt particular relationships between
members of the compensation committee and listed issuers that might otherwise impair the
member’s independence, taking into consideration the size of an issuer and any other relevant |
factors, and Rule 10C-1(b)(5)(i), which would allow the exchanges to exempt categories of listed
1ssuers from the requirements of Section 10C, as each exchange determines is appropriate. In
determining the appropriateness of categorical issuer exemptions, the exchanges would be

required, in accordance with the statute, to consider the potential impact of the requirements of

. Section 10C on smaller reporting issuers.'¢’

Other than the five categories of issuers in Section 10C(a)(1), we did not propose to
exempt any relationship or any category of issuer from the compensation committee member

independence requirements under Section 10C(a)(1). Instead of including specific exemptions,

-

167 See Exchange Act Section 10C(f)(3)(B). Section 10C of the Exchange Act includes no express exemptions for
smaller reporting companies. Some exchanges currently have limited exemptions from requirements to have a
majority independent board or a three-member audit committee for smaller issuers — for example, NYSE Amex and
the Chicago Stock Exchange permit smaller issuers to have a 50% independent board and a minimum of two
members on the issuer’s audit committee. See NYSE Amex Company Guide Section 801(h); Chicago Stock
Exchange Article 22, Rules 19(a), 19(b)(1)(C)(iii), and 21(a). Section 10C(f)(3) expressly requires the exchanges to
take into account the potential impact of the listing requirements on smaller reporting issuers when exercising the
exemptive authority provided to them by our rules. .
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the proposed rule generally would leave the determination.of whether to exempt particular
relationships or categories of issuers to the discretion of the exchanges, subject to our review in
the rule filing process. Because listed issue.rs frequently consult the exchanges regarding
independence determinations and committee responsibilities, in the proposal we explained that
we believed that the exchanges are in the best position to identify any relationships or categories
of issuers that may merit exemption from the compensation committee listing requiremeﬁts.

b. Comments on tile Proposed Rule

Comments on the proposais were generally favorable. Commentators generally
supported the proposed approach of deferring to the exchanges any decisions to exempt any
categories of issuers or particular relationships that might compromise committee member

independence.'®

One commentator expressed concern that the proposed definition of “controlled
companies” would not exempt some listed issuers that are controlled companies under applicable
listing standards, but do not actually hold director elections, such as some limited liability
companies.'” This commentator recommended that we revise the definition of “controlled -
companies” in proposed Rule 10C-1(c)(2) so that it would encompass companies that do not
actually hold director elections but have more than 50% of the voting power for the election of
directors held by an individual, a group or another company.

In the Proposing Release, we requested comment on whether we should exempt any typés
of issuers, such as registered management investm_ént companies, foreign private issuers or

smaller reporting companies,'” from some or all of the requirenients of Section 10C. The NYSE

stated its view that the express exclusion of certain types of issuers in Section 10C(a)(1) should

168 See, e.g., letters from NYSE and S&C. _
' See letter from Vinson & Elkins LLP (“V&E”).

10 See Exchange Act Rule 12b-2 for the definition of “smaller reporting company.”
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not prevent an exchange from exempting other types of issuers, and urged us to clarify that the
general exemptive authority exchanges would have under Rule 10C-1 is not limited to smaller
reporting companies.'”

- Several commentators urged us to exempt all foreign private issuers from the
requirements bf Section 10C." Another commentator urged us to exempt smaller reporting
companies from the requirements of Section 10C because smaller reporting companies may
experience rﬁore difﬁculty than other issuers in finding independent directors who are willing to
serve on their boards.'” Other commentators, however, believed that we should not exempt
foreign private issuers or smaller reporting companies from the requirements of Section 10C."™
Several of these commentators supported uniform application of compensation committée
independence requirements to all public companies.'” One commentator believed that domestic
companies should not face a stricter regime than foreign companies and suggested that foreign
companies could be given a time frame within which they would be required to meet the listing
standards that apply to domestic companies.'”

One commentator urged us to exempt all registered investment companies from the
requirements of Section 10C.'” This commentator noted that registered investment companies
are subject to the requirements of the Investment Company Act, inéluding, in particular,

requirements concerning potential conflicts of interest related to investment adviser

1" See letter from NYSE.
172 See letters from ABA, Davis Polk and SAP AG.
'3 See letter from ABA.

'™ See letters from CalPERS, CII, FLSBA, the Local Authority Pension Fund Forum (“LAPFF”), Merkl, Railpen
and USS. ’

'3 See letters from CII, FLSBA and USS.
' See letter from LAPFF.

"7 See letter from the Investment Company Institute (“ICI”).
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compensation. The commentator also noted that most registered investment companies are
externally managed, do not have compensated executives and, therefore, do not need
compensation committees to oversee executive compensation.

c. Final Rule

After consideration of the comments, we are adopting the rule with revisions in response
to comments. Rule 10C-1(b)(1)(iii) will exempt from the compensation committee member
independence listing standards required under Rule 10C-1(a) limited paﬁnerships, companies in
bankruptcy proceedings, registered open-end rrianagement investment companies and foreign
private issuers that provide énnual disclosures to shareholders of the reasons why the foreign
private issuer dbes not have an independent compensation committee.

As we proposed, we are also exempting controlled companies from the requirements of
Rule 10C-1. In light of Section 10C(g)’s general exemption for controlled companies, we have
eliminated the specific exemption for controlled companies from the compensation committee
member independence listing standards in final Rule 10C-1 (b)(1)(iii). We believe this specific
exemption from the compensation committee member independence listing standards for
controlled companies is unnecessary in light of the broader exemption for controlled companies
provided by final Rule 10C-1(b)(5)(ii).

In response to comments that our proposed definition of controlled company would not
exempt listed issuers that would otherwise be controlled companies but for the fact that they do
not hold director elections, we are modifying the definition of controlled company in the final
rule. Under the final rule, a controlled company will be defined as a listed company in which
more than 50% of the voting power for the election of directors is held by an individual, a group

or another company. We have removed from the definition the phrase “holds an election for the
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board of directors.” The revised definition of “controlled company” will more closely. follow the
definition of the term currently used by the NYSE and Nasdagq.'” Although the definition in the
final rule is slightly broader than the deﬁnitién of “controlled company” in Section 10C(g)(2),
we believe this modification is consistent with the statutory intent to exempt from the
requirements of Section 10C those companies that are in fact controlled by a shareholder or
group of shareholders, regardless of whether director elections are actually held.

In addition to controlled companies, we are exempting smaller reporting companies, as
defined in Exchange Act Rule 12b-2, from the requirements of Rule 10C-1."" As noted above,
one commentator urged us to exempt smaller reporting companies from the requirements of
Section 10C because smaller reporting companies may experience more difficulty than other
issuers in finding independent-directors who are willing to serve on their boards.'® This

~ commentator also noted that the compensation committees of smaller repbrting companies often
'do not hire outside compensation consultants, both because their compensation programs tend to
be “relatively simple” and also because smaller reporting companies “often cannot afford to hire
outside experts.”'®!

We recognize that ;ome commentators opposed such an exemption,'® but we believe, on
balance, that an exemption is appropriate. In 2006, when we substantially revised our executive

compensation disclosure rules, we adopted new scaled executive compensation disclosure

'™ See NYSE Listed Company Manual Section 303A.00 and Nasdagq Rule 5615(c).

17 Approximately 1%, 25% and 53% of the operating companies listed on the NYSE, the Nasdaq Stock Market, and
NYSE Amex, réspectively, are smaller reporting companies. See Memorandum to File No. $7-13-1 1, dated May 8,
2012, concerning information on listed smaller reporting companies, which is available at

- http://www.sec.gov/comments/s7-13-11/s7131 1-60.pdf.

180 See letter from ABA.
181 See id.

182 See letters from CalPERS, CII, FLSBA, Merkl and Railpen. These commentators did not provide specific
reasons for their opposition, other than two commentators noting that the matters addressed in Section 10C are
relevant to all public companies. See letters from CII and FLSBA.
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requirements fof smaller companies in recognition of the fact that the “executive compensation
arrangements of small business issuers generally are so much less compiex than those of other
public companies that they do not warrant the more extensive disclosure requirements imposed
on companies that are not small business issuers and related regulatory burdens that could be
disproportionate for small business issuers.”™® In light of those findings with respect to smaller
reporting companies’ less complex executive compensation arrangements, we are not persuaded
that the additional burdens of complying with Rule 10C-1 are warranted for smaller reporting
companies. |

We appreciate that these burdens for listed smaller reporting companies may not be
significant given that such issuers are already subj ect to listing standards requiring directors on
compensation committees or directors determining or recommending executive compensation
matters to be “independent” under the exchanges’ generai independence standards. We do
believe, however, that exempting smallef reporting:companies from the listing standards
mandated by. Rule 10C-1 can offer cost savir;gs to these listed issuers to the extent that an
exchange, in connection with the listing standards review required by Rule 10C-1, chooses to
create a new independence standard for compensation committee members that is m;)re rigorous
than its existing standards — for example, a new standard could address personal or business
relationships between members of the coﬁpensation committee and the listed issuer’s executive
officers. Issuers subject to the exchange’s new standard may néed to replace existing

compensation committee members, and incur the associated costs, if the existing members do not

cjualify as independent under the new standard. In addition, although listed smaller reporting

'3 See Executive Compensation and Related Person Disclosure, Release No. 33-8732A (Aug. 29,2006) [71 FR
53158], at 53192 (“2006 Executive Compensation Release). In 2007, we adopted a new eligibility standard for
“smaller reporting companies” to replace the “small business issuer” definition then found in Item 10 of Regulation
S-B. See Smaller Reporting Company Regulatory Relief and Simplification, Release No. 33-8876 (Dec. 19, 2007)
(73 FR 934].
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companies do not often engage outside compensation consultants, there would be cost savings to
these listed issuers from not having to comply with the listing standards involving the
compensation committee’s engagement and oversight of compensation advisers. F dr example,
the exchanges are required to adopt listing standarcis that require the .compens.ation committee to
consider the six independence factors listed in Rule 10C-1 (b)(4) before selecting a compensation
adviser. To comply with these listing standards, compensation committees will likely need to
create procedures for collecting and analyzing information about potential compensation advisers
before they can receive advice from such advisers, which would require the listed issuers to incur
costs. We expect, however, that a portion of these cost savings would likely be offset by the
costs that smaller reporting compaﬁies may incur to comply with the new requirement to disclose
compensation consultants’ conflicts of interest, which is described in Section I1.C below. In
light of these considerations, we do not believe it is necessary td require the exchanges to go
through the process of proposing to exempt smaller reporting companies in the Section 19(b) rule
filing process, since we have concluded that it is appropriate to provide this exemption in any
event. Accordingly, we are exempting smaller reporting companies from the requirements of
Rule 10C-1.% |

We are adopting Rules 10C-1(b)(1)(iii)(B) and 10C-1(b)(5)(i) substantially as proposed.
Rule 10C-1(b)(1)(iii)(B) authorizes the exchanges to exempt a particular relationship from the
compensation committee member independence requirements, as the exchanges deem
appropriate, taking into consideration the size of the issuer and ahy other relevant factors. Rﬁle

10C-1(b)(5)(i) authorizes the exchanges to exempt any category of issuers from the requirements

' When an issuer loses its smaller reporting company status, it will be required to comply with the listing

standards applicable to non-smaller reporting companies. We anticipate that the exchanges will provide for a
transition period for issuers that lose smaller reporting company status, similar to what they currently have for
issuers that lose controlled company status. See, e.g., NYSE Listed Company Manual Section 303A.00; Nasdaq
Rule 5615(c)(3).
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of Section 10C,'* as each exchange determines is appropriate, taking into consideration the
potential impact of the requirements on smaller reporting issuers. In response to comment, we
are clarifying that the final rule does not prohibit the exchanges from considering other relevant
factors as well. The final rule will allow the exchanges flexibility to propose transactions or
categories of issuers to eXempt, subject to our review and approval under the Exchange Act
Section 19(b) rule filing process. As we noted in the Proposing Release, we believe that relying
on the exchanges in this manner to exercise the exemptive authority expressly granted to them
under the final rules is consistent with the requirements of Section 10C and will result in more
effective determinations as to the types of relationships and the types of issuers that merit an
exemption. '

As noted by one commentator, most registered investment cbmpanies do not have
compensated employees or compensation committees.'”” Therefore, the requirements of Rule
lOC-l, which does not itself require any issuer to have a compensation committee, will not affect
most registered investment companies or impose any compliance obligations on them. '* This

commentator did not explain why, in the infrequent case where a registered investment company

18 As noted in the Proposing Release, Rule 10C-1(b)(5)(i) does not provide the authority for the exchanges to
exempt listed issuers from the disclosure requirements under Item 407 of Regulation S-K, which include Section
10C(c)(2)’s compensation consultant disclosure requirements.

1% We note that the Jumpstart Our Business Startups Act, Pub. L. No. 112-106, 126 Stat: (2012) (the “JOBS Act”),
which was enacted on April 5, 2012, creates a new category of issuer, an “emerging growth company,” under the
Securities Act and the Exchange Act. See Section 2(a)(19) of the Securities Act [15 U.S.C. 77b(a)(19)]; Section
3(a)(80) of the Exchange Act [15 U.S.C. 78¢(a)(80)]. An emerging growth company is defined as an issuer that had
total annual gross revenues of less than $1 billion during its most recently completed fiscal year. Existing listing
standards provide no accommodation for this category of issuer, and the JOBS Act does not require that exchanges
do so. The rules we are adopting will permit the exchanges to consider, subject to the Commission’s review and
approval, whether any exemptions from the listing standards required by Rule 10C-1 are appropriate for emerging
growth companies or any other category of issuer.

187 See letter from ICI.

'8 We do not believe that any board committee or members of the board of a registered investment company or
business development company would be a “compensation committee” under Rule 10C-1 solely as a result of
carrying out the board’s responsibilities under Rule 38a-1 under the Investment Company Act to approve the
designation and compensation of the fund’s chief compliance officer. Under Rule 38a-1, the approval of a majority
of the board’s independent directors is required. See 17 CFR 270.38a-1(a)(4).
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has compensated exécutives and a compensation committee (which are not addressed by
Investment Company Act requirements related to investment adviser compensation), the
registered investment company should be exempt from the requirements that apply to all other
listed issuers with corhpensation committees. We believe that the exchanges are in a better
position to determine the appropriate treatment of registered investment companies that havé
compensated executives and compensation commvittees, if any.

C.  Compensation Consultant Disclosure and Conlflicts of Interest

Section 10C(c)(2) pf the Exchange Act requires that, in any proxy or consent solicitation
material for an annual meeting (or a special meeting in lieu of the annual meeting), each issuer
must disclose, in accordance with regulations of the Commission, whether:

e the compénsation committee has retained or obtained the advice of a compensation

consultant; and

* the work of the compensation consultant has raised any conflict of interest and, if so,

the nature of the conflict and how the conflict is being addressed.

We proposed amendments to Item 407 of Régulation S-K to require issuers to include the
disclosures required by Section 10C(c)(2) in any proxy or information statement for an annual
meeting (or special meeting in lieu of an annual meeting) at which directors are to be elected.
After consideration of the comments, we are adopting a modified version of the propo;al.

1. Proposed Rule

Item 407 of Regulation S-K currently requires Exchange Act registrants that are subject
to the proxy rulés, other than registered investment companies, to provide certain disclosures
concerning their compensation committees and the use of compensétion consultants. Item

407(e)(3)(iii) generally requires registrants to disclose “any role of compensation consultants in

65




determining or recommending the amount or form of executive and director compensation,”
inéluding: |
. ider;tifying the consultants;
¢ stating whether such consultants were engaged directly by the compensation
committee or any other person; |
¢ describing the nature and scope of the consultants’ assignment, and the material
elements of any instructions given to the consultants under the engagement; and
* disclosing the aggregate fees paid to a consultant for advice or recommendations on
the amount of form of executive and director compensation and the aggregate fees for
additional services if the consultant provided both and the fees for the additional
services exceeded $120,000 during the fiscal year.'®
The current item excludés from the disclosure requirement any role of compensation consultants
limited to consulting on any broad-based plan that does not discriminate in scope, terms or
operation in favor of executive officers or directors of the registrant and that is available
generally to all salaried employees, or limited to providing information that either is not
customiéed for a particular registrant or is customized based on parameters that are not

developed by the compensation consultant, and about which the compensation consultant does

not provide advice.'”

'* See current Items 407(e)(3)(iii)(A) and (B) [17 CFR 229.407(e)(3)(iii)(A) and 229.407(e)(3)(iii)(B)]. Fee
disclosure, however, is not required for compensation consultants that work with management if the compensation
committee has retained a separate consultant. In promulgating these requirements, we recognized that, in this
situation, the compensation committee may not be relying on the compensation consultant used by management, and
therefore potential conflicts of interest are less of a concern. See Proxy Disclosure Enhancements, Release No. 33-
9089 (Dec. 16, 2009) [74 FR 68334] (“Proxy Disclosure Enhancements Release™).

90 See Item 407(e)(3)(iii). In adopting this exclusion, the Commission determined (based on comments it received
on the rule proposal) that the provision of such work by a compensation consultant does not raise conflict of interest
concerns that warrant disclosure of the consultant’s selection, terms of engagement or fees. See Proxy Disclosure
Enhancements Release.
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As we noted in the Proposing Release, the trigger for disclosure about compensation
consultants under Section 10C(c)(2) is worded differently from the existing disclosure trigger
under Item 407(e)(3)(iii). Under Section 10C(c)(2), an issuer must disclose whether the

“compensation committee retained or obtained the advice of a compensation consultant.” By

‘contrast, existing Item 407 requires disclosure, with limited exceptions, whenever a

compensation consultant plays “any role” in determining or recommending the amount or form
of executive or director compensation. Given the similarities between the disclosure required by
Section 10C(c)(2) ahd the disclosure required by Item 407(e)(3)(i1), we. proposed amendments
to integrate Section 10C(c)(2)’s disclosure requirements with the existing disclosure rule.
Specifically, as proposed, revised Item 407(e)(3)(iii) would include a disclosure trigger
consistent with the statutory language and would, therefore, require issuers to disclose whether
the compensation committee had “retained or obtained” the advice of a compensation consultant
during the issuer’s last completed fiscal year. If so, the issuer would also be required to provide
related aisclosures describing the consultant’s assignmént, any conflicts of interest raised by the
consultant’s work, and how such conflicts were being addressed. In addition, our proposed rule
would alter the existing consultant fee disclosure requirements to inclﬁde the same disclosure
trigger. We noted in the Proposing Release that we believed the practical effect of this change
would be minimal, as it would be unusuél for a consultant to play a role in determining or
recommending the amount of executive compensation without the compensation committee also
retaining or obtaining the éonsultant’s advice.

Our proposed integrated disclosure requirement would no longér provide an éxception
from the requirement to disclose the role of a compensation consultant where that role is limited

to consulting on any broad-based plan that does not discriminate in scope, terms or operation in
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favor of executive officers or directors of the registrant and that is available generally to all
salaried employees, or limited to providing information that either is not customized for a
particular issuer or is customized based on parameters that are not developed by the consultant
and about which the consultant does not provide advice. As we explained in the Proposing
Release, we believed this would be “consistent with the purposes of Section 10C(c)(2), which is
to require disclosure about compensation consultants and any conflicts of interest they have in a
competitively neutral fashion.”"”" Under the propbsed amendments, disclosure about the
compensation consultant’s role and contlicts of interest would be required even if the consultant
provided only adVice on broad-based plans or non-customized benchmark data. We proposed,
however, that the compensation consultant fee disclosure requirements currently included in Item
407(e)(3) would continue to include exceptions for cases where a consultant’s role is limited to
providing these types of services.

In order to clarify certain terms containéd in Section 10C(c)(2) an‘d used in the proposed
rules, we proposed to add an instruction to Item 407(e)(3) to clarify the meaning of the phrase
“obtained the advice.” ’fhe proposed instruction would provide that a compensation committee
or management will have “obtained the advice” of a compensation consultant if it “has requested
or received advice from a compensation consultant, regardless of whether there is a formal
engagement of the consultant or a client relationship between the compensation consultant and
the compensation committee or ‘management or any payment of fees to the consultant for its
advice.” In addition, we proposed an instruction that identified the five ihdependence factors

that Section 10C requires a listed issuer’s compensation committee to consider before selecting a

-

¥ See Proposing Release, 76 FR at 18980.
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compensation adviser as among the factors that issuers should consider in determining whether
there is a conflict of interest that may need to be disclosed.

Finally, under the proposed amendments, these disclosures would be required oﬁly ina
proxy or information staterhent for ran annual meeting (or special me.eting in lieu of an annual
meeting) at which directors afe to be elected and would apply to issuers subjecf to our proxy
rules, whether listed or not, and whether they are controlled companies or not.

2. Comments on the Proposed Rule

Comments on the proposed amendments were mixed, with the exception of our proposal
to require the disclosures called for by Section 10C(c)(2) only in proxy or information statements
for meetings at which directors are to be elected, which commentators generally 51.1pp(.)rted.'92

Several commentators expressed general support for our proposal to require disclosure
about compensation consultants’ conflicts of interest.'”” Some of these commentators noted that
timely disclosure of conflicts is needed to allow invest(?rs to adequately monitor compensation
committee performance.’ For this reason, another commentator noted that disclosure
concerning compenéation consultant conflicts of interest “is most appropriately required in the
context of other corporate governance disclosures that are most relevant in the context of making
voting decisions with respect to the election of directors;”'”

Several commentators expressed general support for integrating the Section 10C(c)(2)

disclosure requirements into the existing compensation consultant disclosure requirements

contained in Item 407(e)(3)(iii) of Regulation S-K."® One of these commentators believed that a

2 See, e.g., letters from ABA, AON and Debevoise.

193 See, e.g., letters from AFSCME, CII, FLSBA, Hermes, OPERS and UAW.
194 See letters from CII and FLSBA.

193 See, e.g., letter from ABA.

1 See, e.g., letters from Davis Polk, Debevoise, Meridian, Pfizer and UAW.
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combined rule with a single trigger for disclosure would benefit issuers and investors by

simplifying the disclosure requirement and enhancing the clarity of the disclosure.””” One
commentator opposed integrating the disclosure requirements of Section 10C(c)(2) iﬁto Item
407(e)(3)(iii), and believed that a better approach would be to retain the existing disclosure
trigger in Item 407(e)(3)(iii) and include a separate disclosure item within Item 407 to address
conflict of interest disclosure requirements.198 This commentator also criticized our proposed
amendments because they would narrow the disclosure currently required by Item 407(e)(3)(ii1)
by excluding those compensation consulténts that may have participated in executive
compensation determinations but were not actually retained by the compensation committee.'”
Another commentator sﬁpported our proposal to integrate the disclosure requirements, but
believed it was unnecessary to modify the wording of Item 407(e)(3)(1ii) to inciude the “retain or
obtain the advice” disclosure trigger included in the Act.*® This commentator noted that issuers
and consulting firms had already made significant adjustments to their business practices in light
of the existing Item 407(e)(3) requirements and that it would be costly aﬁd unnecessary to make
additional adjustments if the wording of the existing rules is changed simply to mirror the
language included in the Act.*

A _signiﬁcarit number of commentators expressed concern over the proposed instruction

to clarify the phrase “obtained the advice.”?” These commentators believed that the proposed

instruction was too broad and could potentially cover director education programs, unsolicited

197 See letter from Meridian.
198 See letter from ABA.

199 See id.

20 gee letter from AON.

201 See id.

202 See, ¢.2., letters from AON, CEC, Davis Polk, Mercer, Meridian, Pearl Meyer & Partners (“*Pearl Meyer”),
McGuireWoods, NACD, Pfizer, SCSGP and Towers.
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‘ survey results and publications that contain executive compensation data, which they believed

203

were not intended to be covered by Section 10C(c)(2).”~ A number of these commentators

recommended modifications to the instruction, including:
e excluding insubstantial or unsolicited interaction with a compensation committee;***
e clarifying that the phrase “obtained the advice” excludes materials prepéred for
management by a colmpensation consultant engaged by management, even if such
materials are made available to the compensation coinn.littee;205 and
e clarifying that “advice” has not been obtained unless the compensation consultant
provides a recommendation to the committee regarding the amount or form of
executive compensation.206
A few commentators supported our proposal to réquire disclosure about the role of
‘ compensation consultants even where that role is limited to consulting on broad-based pl_éns or
providing non-customized benchmark information.*” Many more commentators, however,
opposed eliminating the current disclosure exclusions under Item 407(e)(3) and recommended
that we extend those disclosure exclusions to the new disclosure requirements.Zb’? Some of these
commentators noted that, Wh_en the disclosufe exemptions in Item 407(e)(3)(iii) were adopted in

December 2009, the Commission stated that consulting on broad-based plans or providing non-

customized benchmark data did not raise conflict of interest concerns that would warrant

203 See, e.g., letters from Davis Polk, Meridian, NACD and Towers.
204 See, e.g., letters from Davis Polk and Meridian. »

205 See letters from Davis Polk and Towers.

206 See letters from Pfizer and SCSGP.

27 See. e.p., letters from AFSCME and UAW.

‘ 208 See, e.g., letters from ABA, AON, CEC, Davis Polk, Debevoise, Meridian, SCSGP, Towers and U.S. Chamber
of Commerce (Apr. 28, 2011) (*Chamber”).
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disclosure of the consultant’s selection, terms of engagement or fees.”” Another commentator

believed that retaining the existing disclosure exclusions in Item 407(e)(3)(iii) would be
consistent with the purposes of Section 10C(c)(2) because a consulting firm that provided only
non-customized benchmark data to a compensation committee would not be providing “advice”
to the compensation committee.”"’

Commentators generally supported our proposal to identify the ﬁ?e factors in pfoposed
Rule 10C-1(b)(4)(i) through (v) as among the factors that shoﬁld’ be considered in determining
whether a conflict of interest exists,?'! though some commentators suggested additional factors
that they believed should be considered.”? In the Proposing Release, we requested comment on
whether we should include the appearance of a conflict of interest in our interpfetation of what
constitutes a “conflict of interest” that must be disclosed under the proposed amendments. A few
commentators believed that we should requiré disclosure of the appearance of a conflict of
interest or potential conflicts of interest.2!® One of these commentators argued that including
potentiai conflicts is necessary because actual conflicts of intere’sf can be difficult to identify with
precision.”'* Other commentators believed tﬁat we should not require disclosure of éither an
appearance of a conflict of interest or a potential conflict of interest, for various reasons, such as:

215

potential conflicts were not covered by the text of Section 10C(c)(2); potential conflicts would

209 See, e.g., letter from ABA and Davis Polk.
210 see Jetter from SCSGP.
211 See Jetters from AON and Towers.

22 gee e.g., letters from AFSCME (urging consideration of the ratio between fees paid for executive compensation
and non-executive compensation consulting work, as well as equity ownership and incentive compensation
arrangements of consultants) and Merkl (urging consideration of private and business relationships between the
person employing the adviser and executive officers or members of the compensation committee, as well as stock
ownership by the person that employs the adviser, if it is material).

213 See letters from Better Markets, OPERS and Towers.

214 See letter from Better Markets.

215 See letters from ABA, AON and Mercer.
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be difficult to define and would not provide investors with additional material information

regarding the compensation consultant re]ationship;zl6 and compensation committees are not

reluctant or unable to conclude that a conflict of interest exists.?!’

Many commentators requested that we clarify that the amendments to Item 407(e)(3)(iii)
apply only to board committees that are charged with determining executive compensation, and
ot to any committee of the board, if separate, that oversees the compensation of non-employee
directors.”'® Several of these commentators noted that in many instances, a committee other than
the company’s compensation committee, such as a govemancé committee, determines the
compensation of the company’s non-exeéutive directors.”'

| We requested comrﬁent on whether we should extend the Section lO-C(c)(2) disclosure
requirements to compensation advisers other than compensation consultants. Coniments were
mixed. A number of commentators believed we should require conflicts of interest disclosure
for all types of advisers, including legal counsel.” One commentator stated that. extending the
disclosure requirements to legal counsel would benefit the investing public in its consideration of
compensation issues.””’ Another commentator noted that requiring such disclosure would allow
investors to determine whether the compensation committee had the benefit of indepéndent legal

advice in making compensation determinations.?2 Other commentators felt that conflicted

compensation advisers of any kind could not be relied upon to serve the best interests of the

216 See Jetter from ABA.

217 gee letter from AON.

2% See, e.g., letters from CEC, Chamber, Davis Polk, Pfizer and SCSGP.

219 See letters from CEC and Chamber.

20 See, e.g., letters from Better Markets, ClI, Fields, FLSBA, Jackson and Towers.
22! gee letter from Fields. '

222 See letter from Jackson.
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issuer and its shareholders.”® Two éommentators opposed extending the proposed disclosure
requirements to legal counsel.” One of these commentators believed that the specific statutory .
referenice in Section 10C(c)(2) to “compensation consultants” reflects a deliberate policy choice
by Congress to limit the. additionalirequired disclosures to compensation consultants alone.”
The proposed rule would apply to issuers that are required to comply with the proxy
rules. Ohe commentator supported our proposal to require controlled companies to provide
disclosures relating to compensation consultants and conflicts of interest raised by the
consultants’ work.? Three comrﬁentators were opposed to this proposed requirement,znz7 and one
of them questioned the value of requiring disclosure of a compensation consultant’s conflicts of
interest in cases where the composition of the board of directors and compensation committee is
subject to the direction of a control person or group.”® One commentator sﬁpported our proposal
to require smaller reporting companies to provide disclosures relating to compensation
consultant conflicts of interest, noting that “[w]e are not aware of any particular problems
smaller reporting companies have had with the existing rules, and we do not believe the
additional rules mandated by Dodd Frank will be any more burdensome on smaller reporting
companies.”””’
We received few comments on our proposal to extend the disclosure réquircments to

Exchange Act registrants that are not listed issuers. Two commentators supported our

3 See letters from CII and FLSBA.

24 See letters from ABA and McGuire Woods.
25 See letter from McGuire Woods.

26 See letter from AON.

227 See letters from ABA, Debevoise and Merkl.
28 See letter from Debevoise.

29 See letter from AON.
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proposal.”® One commentator who opposed the proposal believed that extending the disclosure
requirements of Section 10C(c)(2) to non-listed issuers is not required by Section 10C or for the
protection of investors.”!

Several commentators agreed that we should not amend Forms ZO-F or 40-F to require
foreign private issuers that are not subject to our proxy rules to provide annual disclosure of the
type required by Section 10C(c)(2).** Two of these commentators noted that imposing such

' fequirements would be inconsistent with the current disclosuré paradigm for compensation
matters, which génerally defers to a foreign private issuer’s home country rules.”” One
commentator, however, expressed the view that foreign private issuers should have to comply
with the same compensation consultant disclosure requirements as domestic issuers.”*

3. Final Rule

After consideration of the comments, we are adopting a modified version of the proposed
amendments. The amendments we are adopting implement the disclosure requirements of
Section 10C(c)(2) while preserving the existing disclosure requirements under Item 407(€)(3).

a. Disclosure Requirements

Rat};er than integratin gbthe new disclosure requirements with the existing compensation
consultant disclosure pfovisi'ons, as proposed, we are retaining the existing disclosure trigger and
requirements of Item 407(e)(3)(iii) and adding a new subparagraph to Item 407(e)(3) to require
the disclosures mand‘atevd by Section 10C(c)(2)(B). With respect to Section 10C(c)(2)(A), which

requires an issuer to disclose whether its compensation committee retained or obtained the

230 See letters from AON and Merkl.

23! gee letter from Debevoise.

B2 gee letters from ABA, AON, Debevoise and SAP.
233 See letters from Debevoise and SAP.

234 See letter from Merkl.
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advice of a compensation consultant, we bglieve existing Item 407(e)(3)(iii) implements this
disclosure requirement, as it requires disclosure, with certain exceptions discussed more fully
below, of any role compensation consultants played in determining or recommending the amount
or form of executive and director compensation. As we noted in the Proposing Release, we
_believe it would be unusual for a compensation consultant to play “any role” in determining or
recommending the amount of executive compensation without the compensation committee also
retaining or obtaining the compensation con.sultant’s advice.

With respect to the disclosures mandatéd by Section 10C(c)(2)(B), we are persuaded by
comments noting that our proposal to use the “retain or obtain the advice” disclosure trigger
included in Section 10C could result in unnecessary, and potentially costly, adjustments by
issuers and consulting firms that have adapted their business pracfices in light of the existing
Item 407(e)(3)(iii) disclosure requirements. In addition, we note the comment pointing .out that
our proposal would eliminate the existing requirement to disclose the role of compenéation
consultants retained by management rather than the compensation committee. Consequently, we
have concluded that this change to the existing requirément is not appropriate. In lieu of our
proposal to integrate the Section 10C(c)(2) disclosure requirements with the existing disclosure
rule, we have determined to adopt a new disclosure provision, new Item 407(e)(3)(iv), to
implement Section 10C(c)(2).

Under Item 407(e)(3)(iii), registrants will continue to be required to disclose “any role of
compensation consultants in detérmining or recommending the amount or form of executive and
director compensation.” Specifically, registrants will continue to be required t;):

¢ identify the consultants;
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‘ o state whether such consultants were engaged directly by the compénsation committee
or any other person;
e describe the nafure and scope of the consultant’s assignment and the material
elements of any instructions given to the consultants under the engagement; énd
» disclose the aggregate fees paid to a consultant for advice or recommendations on the
amount or form of executive and director compensation and the aggregate fees for -
additional services if the consultant provided both and the fees for the additional
services exceeded $120,000 during the fiscal year.?*
With respect to the new requirement in Item 407(e)(3)(iv) to disclose compensation
consultant conflicts of interest, we have decided to use the “any role” disclosure trigger rather

than the “obtained or retained the advice” trigger included in Section 10C. Hence, the new

‘ _ requirement will apply to any compensation consultant whose work must be disclosed pursuant
to Item 407(e)(3)(iii), regardless of whether the compensation consultant was retained by
management or the compensation committee or any other board committee. We believe that this
approach is consistent with the meaning of the words “retained or obtained” (emphasis added) in
Section IOC, vavls there will be little practical difference in the application of the two disclosure.
triggers as they relate to consultants advising on executive compensation matters. Based on the
comments on this aspect of the proposal, we also believe that the existing disclosure trigger is
. well-understood by issuers. Because we are not changing the disclosure tri gger, we né longer

find it necessary to include an instruction to clarify when a compensation committee has

235 The rule will continue not to require fee disclosure for compensation consultants that work with management if
the compensation committee has retained a separate compensation consultant. As we noted in the Proxy Disclosure

. Enhancements Release, in this situation, the compensation committee may not be relying on the compensation
consultant retained by management and potential conflicts of interest are therefore less of a concern.
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“obtained” advice. We are persuaded by commentators who expressed the view that the
instruction, as proposed, was overly broad.

As is the case with our existing requirement to disclose the role of compensation
consultants in determining or recommehding the amount or form of executive and director
compensation, issuers will be required to comply with the new disclosure requirement relating to
compensation consultant conflicts of interest in a proxy or information statement for an annual
meeting (or special meeting in lieu of an annual meeting) at which directors are to be elécted.
Although Section 10C(c)(2) is not explicitly limited to proxy statements for meetings at which
directors will be elected, we believe this approach is appropriate in light of the approach in our
rules to disclosure of compensation consultant matters generally.

This new subparagraph will apply to issuers subject to our proxy rules, including
controlled'companies, non-listed issuers and smaller reporting ;ompanies.236 Although Section
10C(c)(2) does not mandate this disclosure fof issuers that will not be subject to the listing
standards required by Rule IOC-I , we believe that investors are better served by requiring all
issuers subject to our proxy rules to provide timely disclosure of compensation consultants’ |
conflicts of interests, which will enable investors to adequately monitor compensation committee
performance and will help investors make better informed voting decisions with respect to the
election of directors, including members of the compensation committee. Under the final
amendments, issuers subject to our proxy rules will be required to dis;:lose, with respect to any
compensation consultant that is identified pursuant to Item 407(e)(3)(1i1) as having played a role

in determining or recommending the amount or form of executive and director compensation,

26 Foreign private issuers that are not subject to our proxy rules will not be required to provide this disclosure.
Registered investment companies are subject to separate proxy disclosure requirements set forth in Item 22 of
Schedule 14 A, which do not include the compensation consultant disclosure requirement in ltem 407(e)(3) of
Regulation S-K. See Item 7(g) of Schedule 14A. As we proposed, registered investment companies will continue to
provide disclosure under Item 22 and will not be subject to the amendments to Item 407(e) adopted in this release.
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Yvhether the work of the compensation consultant has raised any conflict of interest and, if so, the
nature of the conflict and how the conflict is being addressed. As commentators generally

supported our proposal to identify the independence factors that a compensation committee must
consider before selecting a compensation adviser as among the factors that should be considered
in determining whether a consultant conflict of interest exists, the final amendments will include
an instruction to Item 407(e)(3) noting that, in deciding whether there is a conflict of interest that

may need to be disclosed, issuers should, at a minimum, consider the six factors set forth in Rule

" 10C-1(b)(4)(i) through (vi).

We are sensitive to the additional burdens placed on issuers from the expansion of
disclosure obligations under our rules. In light of thoée concerns, the final rule will not require
disclosure of potential conflicts of interest or an appearance of a conflict of interest, nor will 1t
require disclosure with respect to compensation advisers other than compensation consultants.
These additional disclosures are not mandated by Section 10C, and we are not persuaded that the
additional burdens of requiring this disclosure are justified by the potential benefit to investors.

b. Disclosure Exemptions

We proposed to eliminate the disclosure exemption in Item 407(e)(3) for compensation
consulting services involving only broad-based, non-discriminatory plans and the provision of
non-customizéd survey data. Several commentators opposed to the proposed elimination noted
' that, when the disclosure exemptions in Item 407(e)(3)(iii) wére adopted in December 2009, we.
stated that consulting on broad-based plans or providing non-customized benchmark data did not
raise conflict of interest concerns that would warrant disclosure of the consultant’s selection,
terms of engagement or fees.””” We continue to believe that compensation consulrting work

limited to these activities does not raise conflict of interest concerns. Accordingly, consulting on

37 See letters from ABA, Davis Polk and SCSGP.
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broad-pased plans and providing non-customized benchmark data will continue to be exempted
from the compensation consultant disclosure requirements under Item 407(e)(3), including the
new conflicts of interest disclosure required in our rules implementing Section 10C(c)(2).

c. Disclosure Regarding Director Compensation

Several commentators requested that we clarify that the proposed amendments to Item
407(e)(3)(i11) apply only to board committees that are charged with determining executive
compensation and not to other committees that oversee the compensation of non-employee
directors.‘238 We believe these comments were_prdmpted by our proposal, described above, to
replace the existing disclosure tﬁgger in Item 407(e)(3)(i11) with our proposed trigger, which
referenced compensation consultants retained by the compensation committee. As discussed
above, we have determined to retain the existing disclosure trigger in Item 407(e)(3), which
requires disclosure of the role played by compensation consultants in determining or |
recommending “executive and director compensation” (emphasis added).

. Issuers are currently reduired to discuss in proxy and information statements the role
played by compensation consultants in determining or recommending fhé amount or form of
director compensation, including the nature and scope of their assignment and any material
instructions or directions governing their performance under the engagement and to provide fee
disclosure, all to the same extent that the disclosure is required regarding executive
compensation. In light of the approach we are taking to the new disclosure requirement
gene;al]y, which is to add the new requirement to the existing disclosure requirements using the
existing triggers, we believe it is appropriate to apply the compensation consultant conflict of

-interest disclosure requirement to director compensation in the same manner as executive

28 See, e.g., letters from CEC, Chamber, Davis Polk, Pfizer and SCSGP. .
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compensation. We believe this will benefit investors by providing for more complete and
consistent disclosures on how the board manages compensation-related conflicts of interest.
Accordingly, to the extent consulting on director compensation raises a conflict of interest on the
part of the compensation consultant, disclosure would be required in response to new Item
407(e)(3)(av). -

D. Transitibn and Timing

The Act did not establish a specific deadline by which the listing standards promﬁlgated
by the exchanges must be in effect. To facilitate timely implementation of the proposals, we
proposed that each exchange must provide to the Commission, no later than 90 days after
~ publication of our final rule in the Federal Register, proposed listing rules Aor rule amendments
that comply with our final rule. Further, we proposed that each exchange would need to have
final rule or rule amendments that comply with our fmal rule approved by the Commission no
later than one year after publication of our final rule in the Federal Register.

Comments were mixed on these proposals. One commentator did not believe that the 90-day
period would afford the exchanges enough time to dfaft the proposed rules or rulé amendments or to
work through related ;:oncems or issues.”” The only commént letter we received from an exchange,
however, indicated that the 90-day period would be adequate.*® The exéhange recommended,
however, that instead of ‘obligating exchanges to have rules approved by the Comm.ission within
any set timeframe, we should instead require exchanges to respond to any written comments
issuéd by the Commission or its staff within 90 days.

Two commentators requested that we clarify that the exchanges may provide their listed

issuers a transition period to come into compliance with the listing standards required by Rule

239 See letter from Debevoise.

240 See letter from NYSE.
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. - 10C-1.2* Two other commentators requested that the Commission include a transition period for
newly listed issuers directly in Rule 10C-1.2* One of these commentators also recommended 2
two-year delayed phase-in period for smaller reporting companies, if they are not exempted

entirely from the compensation committee and independence requirements and consultant
disclosures.™ Another commentator requested that we establish a specific time period by which
all listed 1ssu€rs must comply with an exchange’s new or amended rules meeting the
requirements of our final rules.* This commentator believed that a longer time frame, such as a
year, would give listed issuers sufficient time to comply witii the new standards.

After consideration of the comments, We are adopting the implementation period as
proposed. We believe that retaining the requirement for each exchange to have final rule or rule
amendments that comply with our final rule approved by the Commission no later than one year

‘ after publication of our final rule in the Federal Register will ensure that the exchanges work

expeditiously and in good faith to meet the requirements of the new rule. We also note that Rule

10A-3 included a similar requirement with a significantly shorter compliance period.245

Although the final rule does not provide an extended transition period for newly listed issuers,

-we note that the exemptive authonty provided to the exchanges under the final rule permits them

to propose appropriate transition periods. As noted above, we are exempting smaller reporting

companies from the requirements of Rule 10C-1.

-
21 gee Jetters from NYSE and S&C.

242 gee letters from ABA and Davis Polk.
3 See letter from ABA.

244 gee Jetter from Debevoise.

245 The release adopting Rule 10A-3 was published in the Federel Register on April 16, 2003. The exchanges were
required to have final rules or rule amendments that complied with Rule 10A-3 approved by the Commission no
. later than December 1, 2003. i :
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‘ Section 10C(c)(2) provides that the compensation consultant conflict of interest
disclosure would be required with respect to meetings occurring on or after the date that is one
y}ear after the enactment of Section 10C, which was July 21, 2011; however, the statute also
requires these disclosures to be “in accordance with regulations of the Commission,” and, prior
to the adoption of these new rules, our regulations have not required such disclosures to be made.
We recognize that issuers will need to implement disclosure controls and procedures o collect
and analyze information relevant to whether their compensation consultants have a conflict of
interest. Asa result, we have decided to require compliance with new Item 407 (€)(3)(iv) In any
proxy or information statement for an annual meeting of shareholders (or a special meeting in
lieu of the annual meeting) at which directors will be elected occurring on or after January 1,
2013.
1L PAPERWORK REDUCTION ACT

A. Background

Certain provisions of the final rule and rule amendments contain “collection of
information” requirements within the meaning of the Paperwork Reduction Act of 1995
(“PRA”).'246 We published a notice requestingv comment on the collection of information
requirements in the Proposing Release for the rule amendments, and we submitted these
requirements to the Office of Management and Budget (“OMB”) for review in accordance with
the PRA.?" The titles for the collection of information are:

(1) “Regulation 14A and Schedule 14A” (OMB Control No. 3235-0059);

2) “Regulation 14C and Schedule 14C” (OMB Control No. 3235-0057); and

-

246 44 U.S.C. 3501 et seq.
247 44 U.S.C. 3507(d) and 5 CFR 1320.11.
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. (3)  “Regulation §-K” (OMB Control No. 3235-0071).%

Regulation S-K was adopted under the Securities Act and Exchange Act; Regulations
14A and 14C and the related scheduies were adopted under the Exchange Act. The regulations

and schedules sef forth the disclosure requirements for proxy and infoﬁnation statements filed by
companies to help investors make informed investment and voting decisions. The hours and
costs associated with preparing, filing and sending the schedules constitute reporting and cost
burdens imposed by each collection of information. An agency may not conduct of sponsor, and
a person is not required to respond td, a collection of information unless it displays @ currently
valid OMB control number. Compliance with the new rule and rule amendments will be
mandatory. Responses to the information collections will not be kept confidential, and there is
no mandatory retention period for the information disclosed.

‘ B. Summary of the Final Rules

As discussed in more detail above, we are adopting new Rule 10C-1 under the Exchange
Act and amendments to Item 407(e)(3) of Regulation S-K. Rule 10C-1 will direct the exchanges
to prohibit the listing of any equity security of an issuer, subject to certain exceptions, that is not
in cbrﬁpliance with several enumerated standards relating to the issuer’s compensation
committée and the process for selecting a compensation adviser to thevcompensation committee.
Rule 10C-1 Will not impose any collection of information requirements on the exchanges o1 01l
listed issuers.

The amendments to Item 407(e)(3) will require 1Ssuers, other than registered investment
companies,”” to disclose,.in any proxy ot informatio.n statement relating to an annual meeting of
28 The paperwork burden from Regulation S-K is imposed through the forms that are subject t0 the disclosure
requirements in Regulation S-K and is reflected in the analysis of these forms. Toavoid a Paperwork Reduction Act

inventory reflecting duplicative burdens, for administrative convenience we estimate the burden imposed by
Regulation S-K to be a total of one hour.
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shareholders (or a special meeting in lieu of an annual meeting) at which directors are to be
clected, whether the work of any compensation consultant that has played any role in
determining OT recommending the‘ amount or form of executive and director compensation (other
than any role limited to consulting on any broad-based plan that does not discriminate in scope,
terms, or operation, in favor of executive ofﬁcers of the registrant, and that is available generally
to all salaried employees; OT providing information that either is not customized for a particular
registrant or that is customized based on parameters that are not developed by the compensation
consultant, and about which the compensation consultant does not provide advice) has raised 2
conflict of interest. If so, the issuer must also disclose the nature of the conflict and how the
conflict is being addressed. |

C. Summary of Comment Letters and Revisions to Proposals

In the Proposing Release, we requested comment én our PRA burden hour and cost
estimates and the analysis used to derive such estimates. Only one commentator specifically
addressed our PRA analysis and burden estimates of the proposed amendments.”®® This
commentator asserted that some of the estimates we used to calculate the burden hours of the
proposed amendments may be inaccurate, which could fesult in our undefestimating the actual
burden of the amendments. This commentator, however, did not provide any alternative burden
hour or cost estimates for us to consider and did not identify any particular estimates included in
the Proposing Release that it believed to be inaccurate.

In response {0 comments on the pfoposals, we have made modifications to the rule

oposals that will reduce the compliance burden on issuers. First, the final rule amendments

pr
quirements set forth in Item 22 of

e Régistered investment companies are subject to separate proxy disclosure re
Schedule 14A, which do not include the compensation consultant disclosure requirement in Item 407(e)(3) of
Regulation S-K. See Item 7(g) of Schedule 14A. Aswe proposed, registered investment companies will continue to

provide disclosure under ltem 272 and will not be subject to the amendments to ltem 407(e) adopted in this release.

250 See letter from Chamber.
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‘ leave intact the existing exemption from the requirement to disclose the role of a compensation
consultant where that role is limited to providing advice on broad-based plans and information
that either is not customized for a particuiar issper or is customized based on parameters that are
not developed by the consultant and about which the consultant do¢s not provide advice.
Accordingly, 1Ssuers will be required to provide less disclosure than would have been required
under the proposed amendments. Second, we have retained the existing disclosure trigger in

Item 407(e)(3) and eliminated the proposed instruction regarding whether a compensation

committee has “obtained the advice” of a compensation consultant. Based on comments
received that issuers are already familiar with and have adopted business practices to comply
with the existing disclosure trigger, we believe retaining tﬁe existing Aisclosure trigger will make
it easier for issuers to determine whether conflict of interest disclosure is required for a particular
‘ compensation consultant.
- D. Revisions to PRA Reporting and Cost Burden Estimates
: .A's a result of the changes described above, we have reduced our reporting and cost
burden estimates for the collection of information under the final amendments. The final rule
améndments té Item 407(e)(3) of Regulation S-K will require additional disclosure in proxy or
information statements filed on Schedule 14A or Schedule 14C of whether the work of a
compensation coﬁsultant that has played any role in determining Of recommending the amount or
form of executive and director compensation, with certain excepti.ons, has raised a conflict of
interest, and, if so, the nature of the conflict and how the conflict is being addressed. The
instruction to Item 407(e)(3)(1v) provides that an issuer, in determining whether there is any such
conflict, should consider the same six independence factors that the compensation committee of

a listed issuer 1S required to consider before selecting a compensation adviser. For purposes of
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the PRA, we now estimate that the total annual increase in the paperwork burden for all
companies to prepare the disclosure that would be required under the proposed amendments will
be approximately 11,970 hours of in-house personnel time and approximately $1,596,000 for the

services of outside professionals.251 We estimate that the amendments to Item 407(e)(3) of

‘Regulation S-K would impose on average a total of two incremental burden hours per issuer.

These estimates include the time and the cost of collecting the required-information, preparing
and reviewing responsive disclosure, and retaining records. We continue to believe it 1s |
appropriate to assume that the burden hours associated with the amendments will be comparable
to the burden hours related to similar disclosure requirements under our current fules regarding
compensation consultants. Our estimates, as well as their reasonableness, were presented to the
public for consideration, and we received no altefnative burden hour or cost estimates in
response.252

The table below shows the total annual compliance burden, in hours and in costs, of the
collection of information pursuant to the final amendments to Item 407(e)(3) of Regulation S-
K.2® The burden estimates were calculated by multiplying the estimated number of responses by
the estimated average amount of time it would take an issuer to prepare and review the adopted

disclosure requirements. The portion of the burden carried by outside professionals is reflected

as a cost, while the portion of the burden carried by the issuer internally is reflected in hours.

For purposes of the PRA, we cstimafe that 75% of the burden of prepafation of Schedules 14A

and 14C is carried by the issuer internally and that 25% of the burden of preparation is carried by

251 Oy estimates represent the average burden for all issuers, both large and small.

252 Gee Proxy Disclosure Enhancements Release (in which the Commission estimated the average incremental
disclosure burden for the rule amendments to Item 407(e)(3) relating to compensation consultants to be three hours).

253 For convenience, the estimated hour and cost burdens in the table have been rounded to the nearest whole
number.
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outside professionals retained by the issuer at an average cost of $400 per hou

r. There is no

change to the estimated burden of the collections of information under Regulation S-K because

the burdens that this regulation imposes are reflected in our burden estimates for Schedules 14A

and 14C.
Table 1. Estimated incremental paperwork burden under the final rules for
Schedules 14A and 14C. '
Number of Incremental Total Internal External Professional costs
responses burden incremental company time professional (F)=(E)*$400
(A hours/form burden hours D) time
B) (O)=(A)*(B) ®
Sch. 14A 7,300 2 14,600 10,950 3,650 $1,460,000
Sch. 14C 680 2 1,360 1,020 340 $ 136,000
Total 7,980 15,960 11,970 3,990 $1,596,000
IV. ECONOMIC ANALYSIS

A. Background and Summary of the Rule Amendments

As discussed above, we are adopting a new rule and rule amendments to implement

Section 10C of the Exchange Act, as added by Section 952 of the Act. Section 10C of the

Exchange Act requires us to adopt rules directing the exchanges to pr
equity security of an issuer, with certain exceptions, that is not in compli

enumerated standards regarding compensation committees. In addition, Sectio

requires each listed issuer to disclose in any proxy or consent solicitation material

ohibit the listing of any
ance with several’
n 10C(c)(2)

for an annual

meeting of shareholders (or a special meeting in lieu of the annual meeting), in accordance with

Commission regulations, whether the issuer’s compensation committee retained or obtained the

254 The information in this column is based on the number of responses for these schedules as re

Inventory of Currently Approved Information Collections, available at
h((p://www.reg@.gov/public/do/PRAMain;isessionid=D37 174B5SF6F9148DB7

ported in the OMB’s

67D63DF6983A65.
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‘ advice of é compensation consultant; whether the work of the compensation consultant has
raised any conflict of interest; and, if so, the nature of the conflict and how the conflict is being
addressed. The rule and rule amendments we are adopting implefneﬁt these mandates, and also
inciude the following provisions:
e New Rule 10C-1 will direct the exchanges to adopt listing standards that apply to any
board committee that oversees executive compensation, whether or not such |

committee performs other functions or is formally designated as a “compensation

committee.”

e The exchanges will be directed to apply the required listing standards, other than
those relating to the authority to retain compensation advisers in Rule 10C-1(b)(2)(1)
and required funding for payment of such advisers in Rule 10C-1(b)(3), also to those

‘ " members of a listed issuer’s board of directors who, in the absence of a board
committee performing such functions, oversee executive compensation matters on
behalf of the board of directors.

e With respect to the factors required by Section 10C(b) of the Exchange Act, we are
adopting one additional independence factf)r that compensation committees must
cbnsider before engaging a compensation adviser.

e An instruction to final Rule 10C-1(b)(4) will provide that -the compensation
committee of a listed issuer is not required to consider the independence faciors
before consulting with or receiving advice from in-house counsel.

e We are exempting secprity futures products, standardized options, and smaller

reporting companies from the scope of Rule 10C-1.
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For purposes of Rule 10C-1, we are modifying the definition of a controlled
company, which is exempt from Rule 10C-1, to be a listed company in which more
than 50% of the voting power for the election of directors is held by an individual, a
group or another company, which is consistent with the definition used by the NYSE
and Nasdaq.

Thé final rules will require the disclosures relating to compensation consultant
conflicts of interest called for by Section 10C(c)(2) only in pfoxy or information
statements for meetings at which directors are to be elected.

The compensation consultant conflicts of interest disclosure requirement will apply
when a compensation consultant plays “any role” in “detenniﬂing or recommending
the amount or form of executive and director compensation,” éther than any role
limited to consulting on broad-b’aéed plans or providing non-customized benchmark
data, which is consistent with the existing Item 407(e)(3)(iii) of Regulation S-K
standard.

The compensation consultant conflicts of interest disclosure requirement will apply to
all issuers subject to our proxy rules, including controlled companies, smaller
feporting companies and non-listed issuers.

The compensation consultanf conflicts of interest disclosure requirement will require
disclosure of compensation consultaﬁt conflicts of interest that relate to director
compensation, in addition to executive compensation.

The instruction to the compensation consultant conflicts of interest disclosure
requirement provides that an issuer, in determiniﬂg whether there is a conflict of

interest, should consider the same six independence factors that the compensation
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. committee of a listed issuer is required to consider before selecting a compensation

adviser.
We are sensitive to the costs and benefits imposed by our rules. The discussion below
attempts to address both the costs and benefits of Section 10C, as well as the incremental costs

and benefits of the rule and rule amendments We are adopting within our discretion to implement

~ Section 10C. These two types of costs and benefits may not be entirely separable to the extent

our discretion is exercised to realize the benefits that we believe were intended by Section 952 of
the Act. Section 23(a)(2) of the Exchange Act requires us, when adopting rules under the

~ Exchange Act, 10 consider the impact that any new rule would have on competition.255 In

addition, Section 23 (a)(2) prohibits us from adopting any rule that would impose a burden on
competition not necessary or appropriate in furtherance of the purposes of the Exchange Act.

‘ Section 2(b) of the Securities Ac;t25 6 and Section 3(f) of the Exchange Act?’ require us, when
engaging in rulemaking where we are required to consider or determine whether an action is
necessary or appropriate in the public interest, to consider, in addition to the protection of
investors, whether the action will promote efficiency, competition and capital formation. We
have integrated our consideration of those issues into this economic analysis.

In the Proposing Release, we solicited comment on the costs and benefits of the proposed
rules, whether the proposed‘rule and rule amendments would place a burden on competition, and
the effect of the proposal oh efficiency, competition, and capital formation. Only one
commentator specifically addressed the cost-benefit analysis we included in the Proposing

Release or our analysis of whether the proposals would burden competition or impact efficiency,

—

255 15 U.S.C. 78w(a)(2)-

‘ 25 15 U.S.C. 7Tb(b).
257 15 U.S.C. 78¢c(f)-
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competition, and ‘capital formation.”*® This commentator argued that the proposals would
impose additional compensation disclosure and director independence requirements that could be
burdensome and result in additional disclosure of an issuer’s use of compensation consultants,
without in every case providing meaningfulvbeneﬁt to issuers or investors, and that could also
confuse investors or deter investors from “reading proxy materials by increasing their length and
density without pruning other, less pertinent, or dated disclosures.”® As discussed throughout
this release, we have made numerous revisions to the propovsed rules in order to address these
concemns and reduce compliance burdens where consistent with investor protection. Other
commentators addressed specific aspects of the proposed rule amendments that identified
possible costs, benefits, or effects on efficiency, competition or capital formation, which we

discuss in more detail below.

B. Benefits and Costs, and Impact on Efficiency, Competition and Cdpital
Formation '

1. Section 10C of the Exchange Act, as added by Section 952 of the Act

New Rule 10C-1 implements the listing standard requirements of Section 10C by
directing the exchanges to prohibit the listing of any equity security of an issuer that is not in
compliance with the following standards:

e Each merﬁber of the compensation committee of the issuer must be a member of the
issuer’s board of directors and independent according to independence cﬂteﬁa
determined by each exchange following consideration of specified factors;

e The compensatioh committee of each issuer must be directly responsible for the

appointment, compensation, retention and oversight of the work of any compensation

258 See Jetter from Chamber.

259 l_(l
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adviser retained by the committee, and each such compensation adviser must report
directly to the cofnpensat'ion committee;

e Each compensation committee must have the authority to retain independent legal

counsel and other compensation advisers;

e The compensation committee of each issuer may select a compensation adviser only

after assessing the adviser’s independence using specified factors; and

e Each issuer must provide appropriate funding, as determined by the compensation

committee, for payment of reasonable compensation to compensation advisers
retained by the compensation committee.
Under the final rule, subject to our review in accordance with Section 19(b) of th'e Exchange Act,
an exchange may exempt any category of issuers from the compensation committee listing
requirements and any particular relationships from the compensation committee member
independence requirements,' as the exchange determines is appropriate, after consideration of the
impact of the requirements on smaller reporting issuers and other relevant factors.

The rules we are adopting are intended to benefit both issuers and investors. The final
rules are expected to help achieve Congress’s intent that listed issuers’ board committees that set
compensation policy consist only of directors who are independent. By requiring compensation
committees to consider the independence of potential compensation advisers before they are
selected, the final rules should also help assuré that compensation committees of affected listed
issuers are better informed about potential conflicts, which could reduce the likelihood that tﬁey
are unknowingly influenced by conflicted compensation advisers. The provisions of the listing
standards that will require compensation committees to be given the authority to engage, OVersec

and compensate independent compensation advisers should bolster the access of board
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committees of affected listéd issueré thaf are charged with oversight of executive compensation
to the resources they need to make better informed compensation decisions. Taken as a whole,
these requirements could benefit issuers and investors to the extent they enable compensation
committees to make better informed decisions regarding the amount or form of executive
compensation.

The listing standard provisions of the rule and rule amendments will also result in certain
costs to exchanges and affected listed issuers. Final Rule 10C-1 directs the exchanges to prohibit
the listing of any equity security of an issuer that is not in compliance with Section 10C’s
compensation committee and corﬁpensation adviser requirements. Exchanges will incur direct
costs to comply with thek rule, as they wiil need to review their existing rules and propose
appropriate rule changes to implement the requirements of Rule 10C-1. Once the exchanges
have adopted listing standards required by Rule 1 0C-1, listed issuers will incur costs in assessing
and demonstrating their compliance with the new listing standards. We note that these costs are
primarily imposed by statute.

The adoption of new listing standards may have some distributional effects as some listed
issuers may seek to list on foreign exchanges or other markets to avoid compliance with listing
requirements that an exchange develops. To the extent they do so, listed issuers; would incur
costs in seeking to transfer their listings, and exchanges that lose issuer listings would, as a
result, lose related fees and trading volume. We believe that any such effect would be minimal

as the exchanges already require directors on compensation committees or directors determining
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or recommending executive compensation matters for domestic issuers to be “independent”
under their general independence standards.2®

As required by Section 10C, Rule 10C-1 directs the exchanges to develop a definition of
independence applicable to compensation committee members after considering the relevant
factors set forth in Exchange Act Section 10C(a)(3). These factors include:

e a director’s source of compensation, including any consulting, advisory or

compensatory fee paid by the issuer; and

e whether a director is affiliated with the issuer, a subsidiary of the issuer, or an affiliate

of a subsidiary of the issuer.

We are not adopting any additipnal factors that the exchanges must consider in
determining independence requirements for compensation committee members. Instead, Rule
10C-1 affords the exchanges latitude in determining the required independence standards.
Several commentators indicated that the proposed rule woﬁld permit the exchanges to determine
listing standards that take into account the characteristics of each exchange’s listed issuers.2®!

We believe that affording the eXchanges flexibility in determining the required independence
standards,‘ subject to our review pursuant to Section 19(b) of the Exchange Act; will result in
more efficient and effective determinations as to the types of relationships that should preclude a
finding of independence with respect to membérship ona bogrd committee that oversees

executive compensation. We believe that because listed issuers frequently consult the exchanges

regarding independence determinations, the exchanges will be in the best position to identify the

20 See, e.g., NYSE Listed Company Manual Section 303A.05(a) and Nasdag Rule 5605(d). Foreign private issuers
are permitted under these listing standards to follow home country practice with respect to executive compensation
oversight.

21 See letters from ABA and NYSE.
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types.of relationships that are Jikely to compromise the ability of an issuer’s compensation
committee to make impartial deterr_ninations on executive compensation.

We acknowledge, however, that because exchanges compete for listings, they may have
an incentive to proposé standards that 1ssuers will find less onerous. This could affect investor
confidence in the degree of independent oversight of executive compensation at 1ssuers listed on
exchanges with less onerous st'g\ndards and.could also result in costs to exchanges that adopt
relatively more rigorous standards, to the extent they lose issuer Jistings as a result.

In accordance with Section 10C(a)(1), Rule 10C-1(b)(1)(ii1) exempts 11m1ted
partnerships, compahies in bankruptcy proceedings, registered open-end management investment
companies and foreign private issuers that provide annual disclosures to shareholders of the -
reasons why the foreign private issﬁer does nbt have an independent compensation committee
from the compensation committee member independence listing standards required under Rule
10C-1(a). With respect to the independence requirements of Rule 10C-1, we have not provided

| any exemptions for categories of issuers beyond those specified in Section 10C(a)(1). The final
rule, however, exempts smaller reporting cbmpanies, éontroll'ed companies, security futures

products and standardized options from all of the requirements of Rule 10C-1, including the

- independence requirements. Under Rule 10C-1, exchanges are provided the authority to propose

additional exemptions for appropriate categories of 1ssuers. An exchange that exercises this
authority will incur costs to evaluate what exemptions to propose and to make any required rule
filings pursuant to Section 19(b) of the Exchange Act.

We are implementing the disclosure requirements of Section 10C by adopting

amendments to Item 407(e)(3) of Regulation S-K. Given the number of discretionary choices
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that we have made in implementing this provision of Section 10C, we discuss the amendments to
Item 407 as a whole below.

2. Discretionary Amendments

As adopted, new Rule 10C-1 will direct the exchanges to adopt listing standards that
apply to any committee of the board that oversees executive compensation, whether or not such
committee performs other functions or is formally designated as a “compensation committee.”
Some exchange listing standards currently require issuers to form compensation or equivalent
committees, and others permit independent directors to oversee specified compensation matters
in lieu of the formation of a compensation or equivalent committee. 'l;he final rule will also
direct the exchanges to apply the required listing standerds relating to director independence,
consideration of a compensation adviser’s independence and responsibility for the appointment,
compensation and oversight of compensation advisers to those members of a listed issuer’s board
of directors who, in the absence of a beard committee performing such functions, oversee
executive compensation matters on behalf of fhe board of directors.*” Several commentators
supported our proposal to apply the Section 10C requirements to all board comfnit’gees that
oversee executive compensation, and also recommended that the requirements also apply to
those independent directors who oversee executive compensation in lieu of a board committee.””
We believe these aspects of the rule »ﬁu help achieve the objectives of the statute and benefit a

listed issuers by providing clarity and reducing any uncertainty about the application of Section

262 yyith respect to these aspects of the rule, we have defined “compensation commitiee” to include those board
members who oversee executive compensation matters on behalf of the board of directors in the absence of a board
committee. In our discussion of the final rule throughout this release, references to an issuer’s “compensation
committee” include, unless the context otherwise requires, any committee of the board that performs functions
typically performed by a compensation committee, including oversight of executive compensation, whether or not
formally designated as a “compensation committee,” as well as, to the extent applicable, those members of a listed
issuer’s board of directors who oversce executive compensation matters on behalf of the board of directors in the

absence of such a committee.

23 See, e.g., letters from Barnard, CFA and Railpen.
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10C. Moreover, tvhis should benefit investors because it will limit the ability of listed issuers to
avoid the compensation committee independence requirements under Section 10C simply by
delegating oversi ght of executive compensation to a board committee that is not formally
designated as the “compensation committee,” but performs that function or to directors acting
outside of a formal committee structure.

If we did not apply Rule 10C-1 to apply the requirements relating to director
independence, consideration of the independence of compensation advisers and responsibility for
the appointment, compensation and o-\/eréight of compensation advisers to directors who oversee
executive compensation matters in the absence of a board committee, issuers could be
incentivized to seek to list on exchanges that do not require the formation of a compensation or
equivalent committee in order to avoid having to comply with the compensation committee
indépendence standards that would otherwise apply. Our decision to appiy the requirements
relating to director independence, consideration of the independen;:e of compensation advisers
and résponsibility for the appointment, compensation and over-si ght of compensation advisers to
these directors should minimize any such incentive. Asa résult, we believe this application also
minimizes any potential costs that issuers might incur to alter their existing committee structure
or seek to list on a different exchange to avoid having to comply with the new standards, as well
as any related costs that exchangeé would incur from any resulting loss of issuer listings, related
fees, and trading volume. These impacts may not be si gnificant, however, since the exchanges’
existing requirements already impose independence requirements on directors who oversee
executive compensation matters. Finally, we note that, in overseeing executive compensation
matters, these independent directors are acting as the board of directors, and the same board

processes that attend to other types of board decisions — e.g., scheduling meetings, preparing
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review materials, attending meetings, preparing and reviewing meeting minutes — also

| presumably attend to board decisions about executive compensation. Accordingly, we do not
believe that the application of the requirements relating to director independence, consideration
of the independence of compensation advisers and responsibility for the appointment,
compensation and oversight of compensation advisers to directors who oversee executive
compensation matters in the absence of a board committee will result in any disproportionate
incremental burdens for issuers that do not have a cdmpensation committee or any other board
committee that oversees executive compensation.

As required by Section 10C(g), controlled companies are exempt from all requirements
of Rule 10C-1 pursuant to final Rule 10C-1(b)(5)(11). Ru!e 10C-1 as adopted includes a slightly
broader definition of “controlled company” than the definition i)rovided in Section 10C. Under
Section 10C(g)(2) of the Exchange Act, a “controlled company” is defined as an issuer that is
listed on an exchange and that holds an election for the board-of directors of the issuer in which
more than 50% of the voting poWer is held by an individual, a group or another issuer. We
proposed to incorporate this definition into Rule 10C-1(c)(2). In response to comments that our
proposed definition would not exempt listed issuers that would otherwise be controlled
companies but for the fact that they do not hold director elections,”® we have removed from the
definition the phrase “holds an election for the board of directors” in order to align the definition
in Rule 10C-1 more closely to the deﬁnitfon of controlled company currently used by the NYSE
and Nasdaq. This change will eliminate any unnecessary compliance burdens for listed issuers
that do not hold director elections but satisfy the definition of “controlled company” pursuant to

listing standards of the NYSE, Nasdaq and other exchanges with a similar definition.

264 See letter from V&E.
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Under Rule 10C-1(b)(4), the exchanges are directed to adopt listing standards that require
a compensation committee to take into account the five independence factors enumerated in
Section 10C(b)(2) before selecting a compensation adviser. In addition to these five factors, we
are including in the final rule one additional independence factor that must be considered before
a compensation adviser is selected: any business or personal relationships between the executive
officers of the issuer and the comperisation adviser or the person employing the adviser. Several
commentators supported requiring compensation committees to consider any business or
personal relationship between an executive officer of the issuer andlah adviser or the person
employing the compensation adviser.” This would include, for example, situations where the
chief executive officer of a listed issuer and the compensation adviser have a familial
relationship or where the chief executive officer and the éompensation adviser (or the adviser’s
employer) are business partners. We agree with commentators that such relationships would be
relevant to an assessment of the independence of the compensation adviser and believe that
adding this factor complements the five independence factors enumerated in Section 10C(b)(2).
Adding this factor should help compensation committees reach better infomed decisions in
selecting compensation advisers since any business or personal relationship that a compensation
adviser, or the person employing the adviser, may havé: with an executive officer may be relevant
to assessing whether there is a conflict of interesir. Section 10C(b) mandates that the
independence factofs to be considered must be competitively neutral among categon'eé of
corﬁpensation advisers and that compensation.committees must be able to retain the services of

members of any such category. We believe that the six factors included in the final rule, when

25 See, e.g., letters from ABA, Better Markets, Merkl and USS.
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considered as a whole, are competitively neutral and that this requirement will therefore not
inhibit competition among categories of compensation advisers.

We have included an-instruction to Rule 10C-1(b)(4) that provides that the compensation
committee of a listed issuer is not required to consider the independence factors with respect to
in-house counsel with whom the compensation committee consults or obtains advice. Several
commentators noted that, as in-house legal counsel are employees of the issuer, they are not held
out to be independent.”® As such, the benefits of requiring the compensation corﬁmittee to
consider the independence factors with respect to in-house counsel would seem to be minimal.
We do not believe that our determination to exclude in-house counsel from this required
consideration will negatively impact competition among compensation advisers, as we do not
believe compensation committees consider that in-house counsel serve in the same role as a
compensation consultant or outside legal counsel.

As adopted, the final rule exempts security futures products and standardized options
from the scope of Rule 10C-1. We believe that exempting security futures products and
standardized options is appropriate because these securities are fundamentally different than the
equity securities of an operating company. This exemption will beqeﬁt the issuers of these
securities and the exchanges on which such securities trade by providing clarity and eliminating
any regulatory uncertainty about the application of Section 10C to these products.

In addition, we are exempting smaller reporting companies from the requirements of Rule

10C-1. We appreciate that the burdens of complying with the listing standards mandated by

" Rule 10C-1 for listed smaller reporting companies may not be significant given that such issuers

are already subject to listing standards requiring directors on compensation committees or

266 gee Jetters from Davis Polk and S&C.
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directors determining or recommending executive compensation matters to be “independent”
under the exchanges’ general independence standards. We do believe, however, that exempting
smaller reporting companies from the listing standards mandated by Rule 10C-1 can offer cost
savings to these issuers to the extent that an exchange, in connection with the listing standards
review required by Rule 10C-1, chooses to create a new independence standard for compensation
committee members that is more rigorous than its existing standards — for example, a new
standard could address personal or business relationships between members of the compensation
cémmittee aﬁd the listed issuer’s executive officers. Issuers subject to the exchange’s new
standard may need to replace existing compensation committee members, and incur the
associated costs, if they do not qualify as independent under the new standard. In addition,
although listed smaller reporting companies do not often engage outside compensation
consultants, there would be cost savings to these listed issuers from not having to comply with
the listing standards involving the compensation §ommiﬁee’s engagement and oversight of
compensation advisers. For example, the exchanges are required to adopt listing standards that
require the compensation committee to consider the six independence factors listed in Rule 10C-
1(b)(4) before selecting a compensation adviser. To comply with these listing standards,
compensation committees will likely need to create procedures for collecting and analyzing
information about potential compensation advisers before they can receive advice from such
advisers, which would require the listed issuers to incur costs.. We expect, however, that a
pbrtion of these cost savings would likely be offset by tHe costs that smaller reporting companies
méy incur in order to comply with the new disclosure requirements in Item 407(e)(3)(iv) of

Regulation S-K relating to compensation consultants’ conflicts of interest.
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We are adopting amendments to Item 407(e)(3) of Regulation S-K to implement the
disclosure requirements of Section 10C(c)(2). Under these amendmenté, issuers subject to our
pfoxy-rules will be required to disclose whether the work of any compensation consultant that
has played any rol‘e in determining or recommending the form or amount of executive and
director compensation has raised a conflict of interest; and, if so, the nature of the conflict and
hoW the conflict is being addressed. Issuers subject to our existing proxy disclosure rules must
already discuss the role played by compénsatioﬁ consultants in determininé or recommending the
amount or form of executive and director compensation, including the nature and scope of their
assignment and any material instructions or directions governing their 1.)erformance under the
engégement. The current item excludes from the disclosure requiremeht any role of
compensation consultants limited to consulting on any broad-based plan that does not
discriminate in scope, terms or operation in favor of executive officers or directors of the
registrant and that is available generally to all salaried employees, or limited to providing
information that either is not customized for a particular registrant or is‘customiied based on
parameters that are not developed by the compensation consultant, and about which the
compensation consultant does not provide advice. We believe the amendments complement our
existing disclosure requirements by increasing the transparency of issuers-’ policies regarding
compensation consultant conflicts of interest for all issuers subject to the existing disclosure
requirement.

The final amendments preserve the existing disclosure requirements under Item
407(e)(3), including the disclosure trigger in Item 407(e)(3)(iii) of “any‘role” played by the
consultant and the disclo;ure exemption for compensation consulting services involving only

broad-based, non-discriminatory plans and the provision of non-customized survey data. Some
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commentators suggested that retaining the existing disclosure trigger in Item 407(e)(3)(iii) and
including a separate disclosure item within Item 407 to address the conflict of interest disclosure
requirements of Section 10C(c)(2)(B) would be the better approach to implement Section
10C(c)(2) requi_rements.267 Additionally, commentators contended that eliminati;lg the
disclosure exemptions in Item 407(e)(3)(iii) would be inconsistent with our past determination
that consulting on broad-based plans or providing non-customized benchmark data did not raise
conflict of interest concerns that warrant disclosure of the consultant’s selection, terms of
engagement or fees.”® We agree with these commentators and believe that the amendmentv to
Item 407(e)(3) that we are adopting, which retains the existing disclosure exemptions, is the
better approach to implementing Section 10C(c)(2)’s requirements. By retaining the existing
d.isclosure trigger aﬂd disclosure exemptions under Item 407(e)(3)(iii), the final amendments will
réquire disclosure of conflicts of interest only when a compensation consult:cmt’s role is
otherwise required to be disclosed. We believe vthis will promote efficiency by mitigating an
issuer’s compliance bufden in situations where a compensation consultant does not provide
“analytical input, discretionary judgment or advice.”””

To promote comprehensive disclosure about compensation consultants, the amendments
to Item 407(€)(3) extend the disclosure requirements of Section 10C(c)(2) to proxy and
information statements where action is to be taken with respect to an electioq of directors, as
well as to conflicts of interests for compensation consultants who play any role in determining or
recommending the amount or form of director compensation. Existing Item 407(e)(3) already

requires these proxy and information statements to include disclosure about any role of

%7 Gee, e.p., letter from ABA.
268 See letters from ABA, Chamber and SCSGP.
29 See letter from SCSGP.
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compensation consultants in determining or recommending the amount or form of executive
compensation and director compensation, including the nature and scope of their assignment, any
material instructions or directions governing their performance under the engagement, and
specified information with respect to fees paid to the compensation consultants.

Several commentators supported applying the new disclosure requirements to all
Exchange Act issuers subject to our proxy rules.”‘0 However, other commentators believed that
this is not required by Section lOC. and opposed axtending the disclosure requirements to non-
listed issuers.”’! We are expanding the statutory disclosure requirement to those categories of
issuers that will not be subject to the ljsting standards adopted by the exchanges pursuant to Rule
10C-1, including non-listed issuers, smaller reporting companies and controlled companies,
because we believe that timely disclosure of compensation consultants’ conflicts of interests will
enable investors in these categories of issuers to better monitor compensation committee
performance and will help investors make better informed voting decisions with respect to the
election of directors, including members of the compensation committee. In addition, this would
promote consistent disclosure on theae topics among reporting companies and should benefit
investors by fostering comparability of disclosure of compensation practices across companies.

Non-listed issuers, smaller reporting companies and controlled companies may incur
additional costs to develop more formal'ized selection processes than they otherwise would have
absent such a disclosure requirement. For example, even though they will not be subject to the
listing standard requiring compehsation committees to consider independence factors before
selecting a compensation adviser, in light of this disclosure requirement, at the time anyv

compensation consultant is selected, compensation committees of non-listed issuers, smaller

20 See, e.g., letters from AON and Merkl.

271" gee letter from Debevoise.
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reporting companies and controlled companies may devote time and resources to analyzing and
assessing the independence of tﬁe compensation consultaﬁt and addressing and resolving any
conflicts of interest.””> Although f(he disclosure requirement does not prohibit a compensation
committee from selecting a compensation consultant of-its choosing, some committees may élect
to engage new, alternative or additional compensation consultants after considering what
discloéure might be required under our final rules. Such decisions could result in additional costs
to issuers, including costs related to termination of existing services and search and engagement
costs to retain new consultants. In addition, costs may increase if an issuer decides to engage
multiple compensation consultants fbr services that had previously been provided by a single
consultant. We believe these potential costs are likely to be limited because our existing
disclosure rules already require disclosure of any role played by compensation consultants in
determining or recommending the amount or form of executive and director compensation,
including the nature and scope of their assignment, any material instructions or directions
governing their performance under the engagement, and specified information with respect to
fees paid to the compensation consultants. To the extent the new requirement to disclose
compensation consultant conflicts of interest results in an 1ssuer sigrliﬁéantly modifying its
consultant selection processes, we believe it would also likely result in such issuer making

better-informed choices regarding compensation consultant selection.

272 For purposes of the PRA, we estimated that the total annual increase in the paperwork burden for all companies
to prepare the disclosure that would be required under the proposed amendments will be approximately 11,970 hours
of in-house personnel time and approximately $1,596,000 for the services of outside professionals. One
commentator asserted that some of the estimates we used to calculate the burden hours of the proposed amendments
may be inaccurate, which could result in our underestimating the PRA burden of the final amendments. See letter
from Chamber. As described in the discussion of the PRA, we received no alternative paperwork burden hour or
cost estimates in response lo our estimate of the paperwork burden in the Proposing Release. We believe our
reduced paperwork burden estimate is reasonable in light of the modifications we have made to the proposals to
reduce the compliance burden on issuers.
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To the extent that providing advice on director compensation raises a conflict of interest
on the part of a compensation consultant, diéclosure would be required in response to new Item
407(e)(3)(iv). Issuers are currently required to discuss in proxy and information statements the
role played by compensation consultants in determining or recommending the amount or form of
director compensation to the same extent that the disclosure is required regarding executive
compensation. In light of the approach we are taking to the new disclosure requirement
generally, which is to add the new requirement to the existing disclosure requirements using the
existing triggers, we determined that the compensation consultant conflict of interest disclosure
requirement should apply to director compensation in the same mannef as executive
compensation. We believe this will benefit investors by providing for more complete and
consistent disclosures on how the board manages compensation-related conflicts of interest.

The amendments to Regu]ation S-K may promote efficiency and competitiveness.of the
U.S. capital markets by increasing the transparency of executive compensation decision-making
processes. Increased transparency may improve the ability of investors to make better informed
voting and investment decisions, which may encourage more efficient capital allocation and
formation. Some commentators asserted that the increased disclosure should improve the ability
of investors to monitor performance of directors responsible for overseeing compensation
consultants, thus enabling them to make more informed voting and investment decisions.””

The amendments also may affect competition among compensation consultants. By
requiring disclosure of the existence of compensation consultant conflicts of interest and how
those conﬂiéts of interest are addressed, the new disclosure requirement may lead compensation

committees to engage in more thorough and deliberative analyses of adviser independence. This

23 See, e.g., letters from CalSTRS and FLSBA.
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could result in the selection of compensation advisers that are more independent or impartial than
might otherwise be chosen, which, in tumn, could promote more effective executive
compensation practices. The amendments may also incentivize compensation consultants to
adopt policies that serve to minimize any conflicts of interest and for compensation committees
to avoid hiring consultants perceived as having a conflict of intereét.
V. FINAL REGULATORY FLEXIBILITY ACT ANALYSIS

This Final Regulatory Flexibility Analysis (“FRFA”) has been prepared in accordance
with the Regulatory Flexibility Act.*” This FRFA relates to new Exchange Act Rule 10C-1,
which will require fhe exchanges to prohibit the listing of an equity security of an issuer that is
not in compliance with several enumerated requirements relating to the issuer’s compensation
committee, and to amendments to Item 407(e)(3) of Regulation S-K, which will require new
disclosure from issuers regarding any conflict of interest raised by the work of a compensation
consultant that has played a role in determining or recommending the form or amount of
executive and director compensation.

A. Need for the Amendments

We are adopting the new rule and rule amendments tb implement Section 10C of the
Exchange Act. Exchange Act Rule 10C-1 directs the exchanges to prohibit the listing of the
equity securities of any issuer that does not comply wi‘th Section 10C’s compensation committee
and compensation adviser requirements. The amendments to Regulation S-K will require issuers
to provide certain discldsures regarding their use of compensation consultants and how they
address compensation consultant conflicts of interest.

B. Significant Issues Raised by Public Comments

21 5 J.S.C. 603.
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In the Proposing Release, we requested comment on any aspect éf the IRFA, including
the number of small entities that would be affected by the proposed rules, the nature of the
impact, how to quantify the number of small entities that would be affected, and how to quantify
the impact of the proposed rule and amendments. We did not receive comments specifically
addfessing the IRFA. However, some commentators addressed aspects of the proposed rules.that
could potentially affect small entities. In particulaf, one comﬁentator expressed concern that
smaller issuers may experience difficulty in locating qualified candidates to serve on
compensation committees vgho could meet the independence standards that will be developed by
the exchanges.”” This commentator advocated that smaller companies should be exempted from
all or parts of the amendments.

C. Small Entities Subject to the Final Rules

The final rules will affect some companies that are small entities. The Regulatory
Flexibility Act defines “small entity” to mean “small business,” “small organization,” or “small
governmental jurisdiction.””® The Commission’s rules define “small business” and “sméll
organization” for purposes of the Regulatory Flexibility Act for each of the types of entities
regulated by the Commission. Exchange Act Rule 0-1 O(e)m.provides that the term “small
business” or “small organization,” when referring to an exchange, means any exchange that: (1)
has been exerﬁpted from the repofting fequirements of Exchange Act Rule 601;”® and (2) is not
affiliated with any person (other than a natural person) that is not a small business or small

organization, as defined under Exchange Act Rule 0-10. No exchanges are small entities

275 gee letter from ABA.
776 5 U.S.C. 601(6).
277 17 CFR 240.0-10(e).
278 17 CFR 242.601.
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because none meet these criteria. Securities Act Rule 1577 and Exchange Act Rule 0-10(a)®
define a company, other than an investment company, to be a “small business” or “small
organization” if it had total assets of $5 millien or less on the last day of its most recent fiscal
year. The final rules will affeet small entities that have a class of equity securities that are
registered under Section 12 of the Exchange Act. We estimate thet‘there are approximately 457
such registrents, other than registered investment companies, that may be considered small
entities. An investment company, including a business development coxﬁpany, is considered to
be a “small business” if it, together with other investment companies in the same group of related
investment companies, has net assets of $50 million or less as of the end of its most recent fiscal
year.® We believe that the amendments to Regulation S-K will affect some srﬁall entities that
are business development companies that have a class of securities registered under Section 12 of
the Exchange Act. We estimate that there are approximately 28 business development |
companies that may be considered small entities.

D. Reporting, Recordkeeping and Other Compliance Requirements

Unde; new Exchange Act Rule 10C-1, the exchanges will be directed to prohibit the
listing of an equity seeurify of an issuer that is not in compliance with Section 10C’s
compensation committee and compensation adviser requirements. These requirements relate to:

e the independence of compensation committee members;

e the authority of the compensation committee to retain compensation advisers;

2% 17 CFR 230.157.
280 17 CFR 240.0-10(a).
28! 17 CFR 270.0-10(a):

110




e the compensation committee’s responsibility to assess factors that affect the

independence of compensation advisers before their selection by the compensation
committee; and

e the compensation commitftee’s responsibility for the appointment, compensation, and

oversight of the work of compensation advisers retained by the éompensation
committee; and funding for consultants and other advisers retained by the
compensation committee.

Rule 10C-1 will not impdse any reporting or recordkeeping obligations on the exchanges,
or any issuérs with equity securities listed on an exchange. Fﬁrthermore, the rule does not
require a listed issuer to establish or maintain a compensation committee. As discussed in more
detail below, we have exempted smaller reporting companies from the requirements of Rule
10C-1. We do not believe the new rule will have a significant impact on sfnal! entities because
the listing requirements will apply only to issuers that have equity securities listed on an
exchange and that are not smaller reporting comparllies.282 All of the exchanges generally impose
a combination of quantitative requirements such as market.capita]ization, minimum revenue, and
shareholder equity thresholds that an issuer must satisfy in order to be listed on the exchange.
Consequently, the substantial m-ajprity df small entities afe not listed on an exchange but are

quoted on the OTC Bulletin Board or the OTC Markets Group.” Rule 10C-1 will not apply to

282 pased on data obtained from the Thomson Financial’s Worldscope d_atabasbc, we estimate that as of December
31, 2010, there were two exchange-listed small entities that would not qualify as a smaller reporting company.

283 pased on information retrieved from the Thomson Financial’s Worldscope database, we estimate that as of \
December 31, 2010, there were less than twelve issuers that had total assets of $5 million or less listed on an
exchange.

In 2011, the Commission approved a proposal from NASDAQ OMX BX to create a new listing market, the BX
Venture Market, which allows issuers meeting minimal quantitative requirements — including those with fewer than
$5 million in assets — to list on that exchange. A BX Venture Market-listed company is required to meet qualitative
requirements that are, in many respects, similar to those required for listing on Nasdaq or other exchanges, including
a requirement to have independent directors make decisions regarding the compensation of executive officers. See
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the OTC Bulletin Board or the OTC Markets Group, and therefore small entities whose securities
are quoted on these interdealer quotation systems would not need to comply with any listing
standards developed under the rule by the exchanges. Small entities that are listed on an
exchange and that are not smaller reporting companies would generally need to comply with the
standards adopted by the exchange pursuant to Rule 10C-1 if they wish to have their equity

_securities listed on the exchange. Small entities subject to these listing standards maif need to
spend additional time and incur additional costs to comply with these standards. Consistent w1th
Section 10C(f)(3), the final rule will allow the exchanges flexibility to propose exemptions for
small entities, subject to our review and approval under the Exchange Act Section 19(b) rule
filing process.

The amendments to Item 407(€)(3) of Regulation S-K will impose some reporting and
recordkeeping obligations on small entities. Under the amendments, an issuer will be required to
disclose whether the work of any compensation consultant that has played a role in determining
or recommending the amount or form of executive and ‘director compensation has raised any
conflict of interest and, if so, the nature of the conﬂict and how the conflict is being addressed.
This disclosure requirement will apply equally to both large and small issuer.s. One commentator
has noted that many small entities do not use the services of a compensation consultant,” which
should signiﬁcantly minimize the impact of the reporting and recordkeeping requirements under
the amendments on small entities.

E.  Agency Action to Minimize Effect on Small Entities

Self-Regulatory Organizations; NASDAQ OMX BX, Inc.; Order Granting Approval of Proposed Rule Change and
Amendment No. 1 Thereto and Notice of Filing and Order Granting Accelerated Approval to Amendment No. 2
Thereto to Create a Listing Market on the Exchange, Release No. 34-64437 (May 6, 2011) [76 FR 27710]. We
understand that this new market has not yet listed any issuers or become operational. Small entities eligible to list
on this market that are not smaller reporting companies would be subject to the listing standards required by Rule
10C-1.

284 See letter from ABA.
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The Regulatory Flexibility Act directs us to consider alternatives that would accomplish.

our stated objectives, while minimizing any significant adverse impact on small entities. In
connection with the proposals, we considered the following alternatives:

e Establishing differenr compliance or reporting requirements or timetables that take

into account the resources available to small entities;i

e Clarifying, consolidating or simplifying compliance and reporting reqrrirements under

the rules for small entities;

e Using performance rather than design standards; and

e Exempting small entities from all or part of the requirements.

In connection with. Exchange Act Rule 10C-1, we considered, but did not establish,
different compliance requirements, or an exemption, for small entities. As noted above, very few
small entities l-ist their securities on an exchange. The substantial majority of small entities wit}r
publicly held equity securities are quoted on the OTC Bulletin Board and the OTC Markets
Group. As rhese interdealer quotation systems are not affected by Rule 10C-1, the substantial
majority of small entities will not be affected by the requirements under the rule.

In addition, we are providing an exemption from the requirements in Rule 10C-1 for
smaller reporting companies. We estimate that as of December 31, 2010, the most recent data
available, most of the small entities that were listed on an exchange would qualify as a smaller
reporting company.” Smaller reporting companies that are listed on an exchange are already
subject to listing standards requiring directors on compensation committees or directors

determining or recommending executive compensation matters to be “independent” under the

285 paced on data obtained from the Thomson Financial’s Worldscope database, we estimate that as of December
31, 2010, there were two exchange-listed small entities that would not qualify as a smaller reporting company.
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exchanges’ general independence standards. Accordingly, we do ﬁot believe that the additional
burdens of complying with Rule 10C-1 are warranted for smaller reporting companies.

In addition, under Rule 10C-1, the exchanges will be expressly authorizéd to exempt
particular categories of issuers from the requjrements of Section 10C and particular relationships
from the compensation committee membership requirements of Section 10C(a), taking into
account the potential impact of the requirements on smaller reporting issuers. Because of the
close relationship and frequent interaction between the exchanges and their listed issuers, we
believe the exchanges will be in the best positiori to determine additio.nal types of issuers,
including any small entities that are not smaller reporting companies, that should be exempted
from the listing requirements under the rule. |

In connection with the amendments to Regulation S-K, vs’/e consiciered alternatives,
including establishing different compliance or reporting requirements that take into account the
resources available to small entities, clarifying or simplifying compliance and repoﬁing

‘requirements under the amendments for small entities, using performance rather than design
standards, and exempting small entities from all or part of the amendments. We considered, but
did not establish, different compliance requirements, or an exemption, for small entities.
Although we believe it is appropriate to exempt smaller reporting companies from Rule 10C-1
because we do not believe that the additional burdens of complying with Rule 10C-1 are
warranted for smaller reporting companies, we are unable to reach the same conclusion with
respect to the disclosure requirements of amended Item 407(e)(3).

In our view, mandating uniform and comparable disclosures for all issuers subject to our

| proxy rules is consistent with the statute and will promote investor protection. We believe that

investors have an interest in, and would benefit from disclosure regarding, conflicts of interest
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involving compensation consultants, to the extent that they are used by small entities. Several

cbmmentators opposed providing an exemption to small issuers and noted that the required
discl.osure would provide investors with additional information that would allow them to make
better informed investment and voting decisions.”®® Different compliance requirements or an
.exemption from the amendments to Regulation S-K for small entities would interfere with
achieving the goal of enhancing the information provided to all investors.

The amendments to Regulation S-K clarify, consolidate and simplify the compliance and
reporting requirements for all entities, including small entities. Under the amendments,
disclosure will only be required if a compensation cbnsultant plays a role in determining or
recorrlmending the form or amount of executive and director compensation and the compensation
consultant’s work raises a conflict of interest. Although we believe the disclosure requirements
are clear and straightforward, we have attempted to further clarify, con;olidate arnd simplify the
complianqe and reporting requirements, by including an instruction to the amendments to
provide guidance to issuers as to when a conflict of interest may be present that would require
disclosure.

Final Rule 10C-1 uses a mix of performance and design standards. We are not specifying
the procedures or arrangements an issuer or compensation committee mustvdevelop to comply
with the listing standards required by Rule 10C-1, but compensation committees will be required
to consider the factors specified in Rule lOC-l(b)(4) when conducting the required independence
assessments. The amendments to Regulation S-K employ design standards rather than
performance standards, as Section 10C(c)(2) mandates the specific disclosures that must be

provided. Moreover, based on our past experience, we believe specific disclosure requirements

286 See, e.g., letters from Cal_PERS, FLSBA and RailPen.
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will promote consistent and compafable disclosure among all companies, and the amendments
are intended to result in more comprehensive and clear disclosure.
VI. STATUTORY AUTHORITY AND TEXT OF THE AMENDMENTS

The amendments contained in this release are being adopted under the authority set
forth in Sectiqns 6, 7, 10, and 19(a) of the Securities Act and Sections 3(b), 10C, 12, 14, 23(a)
and 36 of the Exchange Act.

List of Subjects in 17 CFR Parts 229 and 240

R‘eporting and recordkeeping requirements, Securities.
TEXT OF THE AMENDMENTS

For the reasons set out in the preamble, the Commission amends title 17, chapter 11, of
the Code of Federal Regulations as follows:

PART 229 - STANDARD INSTRUCTIONS FOR FILING FORMS UNDER SECURITIES
ACT OF 1933, SECURITIES EXCHANGE ACT OF 1934 AND ENERGY POLICY AND
CONSERVATION ACT OF 1975 - REGULATION S§-K

1. The genefal authority citation for part 229 is revised and the sub-authorities are
removed to read as follows:

Authority: 15 U.S.C. 77e, 771, 77g, 77h, 77j, 77k, 77s, 772-2, 772-3, T7aa(25), 77aa(26),
77ddd, 77eee, 77ggg, 77hhh, 77iii, 77jjj, 77nnn, 77sss, 78c, 781, 78j, 78j-3, 781, 78m, 78n, 78n-1,
780, 78u-5, 78w, 7811, 78mm, 80a-8, 80a-9, 80a-20, 80a-29, 80a-30, 80a-31(c), 80a-37, 80a-
38(a), 80a-39, 80b-11, and 7201 et seq.; and 18 U.S.C. 1350, unless otherwise noted.

2. § 229.407 is amended by adding paragraph (e)(3)(iv) and an instruction to
paragraph (€)(3)(iv) to read as follows:

§ 229.407 (Item 407) Corborate governance.

* ok ok kK
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. , (e) * v* *

(iv)  With regard to any compensation consultant identified in response to Item

407(e)(3)(iii) whose work has raised any conflict of interest, disclose the nature of the conflict

and how the conflict is being addressed.

Instruction to Item 407(e)(3)(1v).

For purposes of this paragraph, the factors listed in §240.10C-1(b)(4)(i) through (vi) of
this chapter are among the factors that should be considered in determining whether a conflict of
interest exists.

) * * ) )

PART 240 - GENERAL RULES AND REGULATIONS, SECURITIES EXCHANGE
ACT OF 1934

. 3. The general authority citation for Part 240 is revised to read as follows:

Authority: 15 U.S.C. 77¢, 774, 77g, 775, 77s, 172-2, 772-3, T7eee, 77828, 77Tnnn, 77sss,
77ttt, T8¢, 78d, 78e, 78f, 78g, 781, 78], 78j-1, 78j-3, 78k, 78k-1,781, 78m, 78n, 78n-1, 780, 780-4,
78p, 784, 78s, 78u-5, 78w, 78x, 78ll, 78mm, 80a-20, 80a-23, 80a-29, 80a-37, 80b-3, 80b-4, 80b-
11? and 7201 et seq.; and 18 U.S.C. 1350, and 12 U.S.C. 5221(e)(3), unless otherwise ﬁOted.

4. Add an undesignated center heading following § 240.10A-3 to read as fp]]ows: |
Requirements Under Section 10C |

5. Add §240.10C-1to read as follows:
§240.i0C-1 Listing standards relating to compensation committees.

(a) Pursuant to section 10C(a) of the Act (15 U.S.C. 78j-3(a)) and section 952 of the

Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 (Pub. L. 111-203, 124
‘ Stat. 1900):
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(1)  National securities exchanges. The rules of each national securities exchange

registered pursuant to section 6 of the Act (15 U.S.C. 78f), to the extent such national securities
exchange lists equity securities, rriust, in accordance with the provisions of this section, prohibit
the initial or continued listing of any equity security of an issuer that is not in compliance with
the requirements of any poftion of paragraph (b) or (c) of this section.

2) National securities associations. The rules of each national securities association

registered pursuant to section 15A of the Act (15 U.S.C. 780-3), to the extent such national
securities association lists equity securities in an automated inter-dealer quotation system, must,
in accordance with the provisions of this section, prohibit the initial or continued listing in an
automated inter-dealer quotation system of any equity security of an issuer that is not in

compliance with the requirements of any portion of paragraph (b) or (c) of this section.

3) Opportunitv to cure defects. The rules required by paragraphs (a)(1) and (a)(2) of .
this section must provide for appropriate procedures for a listed issuer to have a reasonable
opportunity to cure any defgcts that would be the basis for a prohibition under paragraph (a) of
this section, before the imposition of such prohibition. Such rules may ‘pr.ovide that if a member
of a compensation committee ceases to be independent in accordance with the requirements of
this section for reasons outside the member’s reasonable control, that person, with notice by the
issuer to the applicable national securities exchange or national securities association, may
remain a compensation committee member of the listed issuer until the earlier of the next annual
shareholders meeting of the listed issuer or one year from the occurrence of the event that caused
the member to be no longer independent. .

4) Implementation. (i) Each national securities exchange and national securities

association that lists equity securities must provide to the Commission, no later than 90 days
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after publication of this section in the Federal Register, proposed rules or rule amendments that
comply with this section. Each submission must include, in addition to any other information
required under section 19(b) of the Act (15 U.S.C. 78s(b)) and the rules thereunder, a review of
whether and how existing or proposed listing standards satisfy the requirements of this rule, ';1
discussion of the consideration of féctors relevant to compensation committee independence
conducted by the national securities exchange or national securities association, and the
definition of independence applicable to compensation committee members that the national
sécurities exchange or national securities association proposes to adopt or retain in light of such
review.

(1) Each national securities exchange and national securities association that lists
equity securities must have rules or rule amendments tﬁat comply with this section approved by

the Commission no later than one year after publication of this section in the Federal Register.

(b) Required standards. The requirements of this section apply to the compensation
committees of listed issuers.

1) Independence. (i) Each member of the compensation committee must be a
member of the board of directors of the listed issuer, and must otherwise be indépendent.

(i)  Independence requirements. In determining independence requirements for

members of compensation committees, the national securities exchanges and national securities

associations shall consider relevant factors, including, but not limited to:

(A)  The source of compensation of a member of the board of directors of an issuer,
including any consu:'lting, advisory or other compensatory fee paid by the issuer to such member

of the board of directors; and
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(B)  Whether a member of the board of directors of an issuer is affiliated with the

issuer, a subsidiary of the issuer or an affiliate of a subsidiary of the issuer.

(iii)  Exemptions from the independence requirements. (A) The listing of equity
securities of the following categories of listed issuers is not subject to the requirements of
paragraph (b)(1) of this .section:

@8 Limited partnerships;

2) Companies in bankruptcy proceedings;

3) Open-end management investment companies registered under the Investment
Company Act of 1940; and

G} Any foréign private issuer that discloses in its annual report the reasons that the
foreign private issuer does not have an independent compensation committee.

(B)  In addition to the issuer exemptions"set forth in paragraph (b)(1)(iii)(A) of this
section, a national securities exchange of a national securities association, pursuant to section
19(b) of the Act (15 U.S.C. 78s(b)) and the rules thereunder, may exempt from the requirements
of paragraph (b)(1) of this section a particular relationship with respect to members of the
compensation committee, as each national éecun’ties exchange or national securities association
determines is appropriate, taking into consideration the size of an issuer and any othef relevant
factors.

(2)  Authority to retain compensation consultants, independent legal counsel and other

compensation advisers.

(i) The compensation committee of a listed issuer, in its capacity as a committee of the
board of directors, may, in its sole discretion, retain or obtain the advice of a compensation

consultant, independent legal counsel or other adviser.
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(i1) The cbmpenSation committee shall be directly responsible for the appointment,

compensation and oversight of the work of any compensation consultant, independent legal

counsel and other adviser retained by the compensation committee.

(iii) Nothing in this paragraph shall be construed:

(A)  To require the compensation committee to implement or act consistently with the
advice or recommendations of the compensation consultant, independent legal counsel or other
adviser to the compensation committee; or

(B)  To affect the ability or obligation of a compensation committee to exercise its
own judgment in fulﬁllment of the duties of the compensation committee.

3) Funding. Each listed issuer must provide for appropriate funding, as determined
by the compensation committee, in its capacity as a committee of the board of directors, for
paymerlt of reasonable compensation to a compensation corlsultant, independerlt legal counsel or
any other adviser retained by the compensation committee.

4 Independence of compensation consultants and other advisers. The compensation

committee of a listed issuer may select a compensation consultant, legal counsel or other adviser
to the compensation committee only after taking into consideration the following factors, as well
as any other factors identified by the relevant national securities exchange or national securities
association in its listing standards:

(i) - The provision of other services to the issuer by the person that employé the
compensation consultant, legal counsel or other adviser;

(i)  The amount of fees received from the issuer by the person that employs the
compensation consultant, legal counsel or other adviser, as a percentage of the total revenue of

the person that employs the compensation consultant, legal counsel or other adviser;
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(iii) -~ The policies and procedures of the person that employs the compensation
consultant, legal counsel or other adviser that are designed to prevent conflicts of interest;

(iv)  Any business or personal relationship of the compensation consultant, legal
counsel or other adviser with a member of the compensation committee;

(v) Any stock of the issuer owned by the compensation consultant, legal counsel or
other adviser; and

(vi)  Any business or personal relationship of the compensation consultant, legai
counsel, other adviser or the person employing the adviser with an executive officer of the 1ssuer.

Instruction to Paragraph (b)(4) of this Section: A listed issuer’s compensation committee

is required to conduct the independence assessment outlined in paragraph (b)(4) with respect to
any compensation consultant, legal counsel or other adviser that provides advice to the
compensation committee, other than in-house legal counsel.

(5) General exemptions. (i) The national securities exchanges and national securities

associations, pursuant to section 19(b) of the Act (15 U.S.C. 78s(b)) énd the rules thereunder,
may exempt from the requirements of this section certain categories of issuers, as the national
securities exchange or national securities association determines is appropriate, taking into
consideration, among other relevant factors, the potential impact of such requirements on smaller
reporting 1SSuers.

(i)  The requirements of this section shall not apply to any controlled company or to

any smaller reporting company.

(iii)  The listing of a security futures product cleared by a clearing agency that is

registered pursuant to section 17A of the Act (15 U.S.C. 78g-1) or that is exempt from the
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regiétration requirements of section 17A(b)(7)(A) (15 U.S.C. 78q-1(b)(7)(A)) is not subject to
the requirements of this sectiqn.

(iv)  The listing of a standardized option, as defined in § 246.9b-1(a)(4), issued by a
clearing agency that is registered pursuant to section 17A of the Act (15 U.S.C. 78g-1) is not
subject to the requirements of this section. |

(©) Definitions. Unless the context otherwise requires, all terms used in this section
have the same meaning as in the Act and the rules and regulations thereunder. In addition,
unless the context otherwise requires, the followiag definitions apply for purposes of this section:

(1) In the case of foreign private issuers with a two-tier board system, the térm board
of directors means the supervisory or non-management board.

) The term compensation committee means:

(1) a committee of the board of directors that is designated as the compensation
committee; or

(ii)  in the absence of a committee of the board of directors that is designated as the
compensation committee, a committee of the board of directors performing functions typically
performed by a compensation committee, including oversight of executive compensation, even if
it is not desi gnated as the compensation committee or also performs other functions; or

(iii)  for purposes of this section other than paragraphs (b)(2)(i) and (b)(3), in the
absence of a committee as described in (i) or (ii) above, the members of the board of directors
who oversee executive compensation matters on behalf of the board of direators. -

3) The term controlled company medns an issuer:

(1) That is listed on a national securities exchange or by a national securities

association; and
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(i)  Of which more than 50 percent of the voting power for the election of directors is
held by an individual, a group or another company.
4) The terms listed and listing refer to equity securities listed on a national securities

exchange or listed in an automated inter-dealer quotation system of a national securities

association or to issuers of such securities. .

5) The term open-end management investment company means an open-end

company, as defined by Section 5(a)(1) of the Investment Company Act of 1940 (15 U.S.C. 80a-

5(a)(1)), that is registered under that Act.
By the Commission. ‘ '
: Py

Elizabeth M. Murphy
Secretary

June 20, 2012
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UNITED STATES OF AMERICA

_ ' Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
- Release No. 67221 / June 20, 2012

ADMINISTRATIVE PROCEEDING
File No. 3-14923

In the Matter of
Florida First Equities Corp. (n/k/a ORDER INSTITUTING.
‘ Data Imaging Services, Inc.), ADMINISTRATIVE PROCEEDINGS
Foodquest, Inc., : AND NOTICE OF HEARING
-. Foodvision.com, Inc., PURSUANT TO SECTION 12(j) OF
‘Forefront, Inc. (/k/a Anyox THE SECURITIES EXCHANGE ACT
‘Resources, Inc.), OF 1934 '

Futronix Group, Inc.,
Genicom Corp. (n/k/a Oldgen, Inc.), and
“Global Online India, Inc.,

Respondents.

I

4 The Securities and Exchange Commission (“Commission”) deems it necessary
and appropriate for the protection of investors that public administrative proceedings be, -
and hereby are, instituted pursuant to Section 12(j) of the Securities Exchange Act of
1934 (“Exchange Act”) against Respondents Florida First Equities Corp. (n/k/a Data
Imaging Services, Inc.), Foodquest, Inc., Foodvision.com, Inc., Forefront, Inc. (f’k/a
Anyox Resources, Inc.), Futronix Group, Inc., Genicom Corp. (/k/a Oldgen, Inc.), and
Global Online India, Inc.

IL.
After an investigation, the Division of Enforcement alleges that:
A. RESPONDENTS
1. Florida First eqIities Corp. (n/k/a Data Imaging Services, Inc.) (CIK No.

37577) is a dissolved Florida corporation located in North Miami, Florida with a class of
securities registered with the Commission pursuant to Exchange Act Section 12(g).
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- Florida First Equities is delinQuent in its periodic filing$ with the Commission, having not

filed any periodic reports since it filed a Form 10-Q for the period ended March 31, 1993
which reported a net loss of over $17,000 for the prlor three months.

2. Foodquest, Inc. (CIK No. 889266) is a dissolved Florida corporation located in
Fort Lauderdale, Florida with a class of securities registered with the Commission
pursuant to Exchange Act Section 12(g). Foodquest is delinquent in its periodic filings
with the Commission, having not filed any periodic reports since it filed a Form 10-QSB

for the period ended June 30, 1996, which reported a net loss of over $125,000 for the
' prior three months.

3. Foodvision.com, Inc (CIK No. 1098995) is a forfelted Delaware corporation
located in Marietta, Georgia with a class of securities reglstered with the Commission
pursuant to Exchange Act Section 12(g). Foodvision.com is delinquent in its periodic
filings with the Commission, having not filed any periodic reports since it filed a Form

10-QSB for the périod ended September 30, 2000, which reported a net loss of over $4.3
- million for the prior nine months. As of June 19, 2012, the company’s stock (symbol

“FVSN”) was traded on the over-the counter markets.

4. Forefront, Inc. (f/k/a Anyox Resources, Inc.) (CIK No.'1071572) is a
permanently revoked Nevada corporation located in Tampa, Florida with a class of
securities registered with the Commission pursuant to Exchange Act Section 12(g).
Forefront is delinquent in its periodic filings with the Commission, having not filed any
periodic reports since it filed a Form 10-QSB for the period ended March 31, 2001,
which reported a net loss of over $1.1 million for the prior three months. On August 14,
2001, an involuntary Chapter 7 petition was filed against Forefront in the U.S.. '
Bankruptcy Court for the Middle District of Florida, and the case was terminated on
March 7, 2006 _ _

5. Futronix Group, Inc. (CIK No. 1108703) is a permanently revoked Nevada
corporation located in Homosassa, Florida with a class of securities registered with the
Commission pursuant to Exchange Act Section 12(g). Futronix Group is delinquent in its
periodic filings with the Commission, having not filed any periodic reports since it filed a
Form 10-QSB for the period ended June 30, 2002. On April 5, 2005, Futronix Group

' ~ filed a Chapter 11 petition in the U.S. Bankruptcy Court for the Middle District of

Florida, and the case was terminated on January 11, 2007.

6. Genicom Corp. (n/k/a Oldgen, Inc.) (CIK No. 766738) is a forfeited Delaware
corporation located in Chantilly, Virginia with a class of securities registered with the
Commission pursuant to Exchange Act Section 12(g). Genicom Corp is delinquent in its
periodic filings with the Commission, having not filed any periodic reports since it filed a
Form 10-Q/A for the period ended October 3, 1999, which reported a net loss of over
$36,000 for the prior nine months. On March 10, 2000, Genicom filed a Chapter 11
petition in the U.S. Bankruptcy Court for the Dlstrlct of Delaware, and the case was
terminated on July 26, 2005.

7. Global Online India, Inc. (CIK No. 32866) is a void Delaware corporation

located in Boone, North Carolina with a class of securities registered with the

2




A

201.110].

Commission pursuant to Eﬁ(change Act Section 12(g).. Global Online India is delinquent

~ in its periodic filings with the Commission, having not filed any periodic reports since it

filed a Form 10-QSB for the period ended September 30, 2001, which reported a net loss

- of over $642,000 for the prior nine months. As of June 19, 2012, the company’s stock

(symbol “GOLX”) was traded on the over-the-counter markets.
B. DELINQUENT PERIODIC FILINGS

8. As discussed in more detail above, all of the Respondents are delinquent in
their periodic filings with the Commission, have repeatedly failed to meet their
obligations to file timely periodic reports, and failed to heed delinquency letters sent to
them by the Division of Corporation Finance requesting compliance with their periodic
filing obligations or, through their failure to maintain a valid address on file with the
Commission as required by Commission rules, did not receive such letters.

9. Exchange Act Section 13(a) and the rules bromulgated_ thereﬁnder require

- issuers of securities registered pursuant to Exchange Act Section 12 to file with the

Commission current and accurate information in periodic reports, even if the registration -
is voluntary under Section 12(g). Specifically, Rule 13a-1.requires issuers to file annual

| ‘reports, and Rule 13a-13 requires domestic issuers to file quarterly reports.

10. As aresult of the foregoing, Respondents failed to .comply with Exchange

Act Section 13(a) and Rules 13a-1 and 13a-13 thereunder.

L.

In view 6f the allegations made by the Division of Enforcemént, the Commission

~deems it necessary and appropriate for the protection of investors that public

administrative proceedings be instituted to determine:

A. Whether the allegations contained in Section 11 hereof are true and, in

connection therewith, to afford the Respondents an opportunity to establish any defenses
to such allegations; and, : .

B. Whether it is necessary and appropriate for the protection of investors to

suspend for a period not exceeding twelve months, or revoke the registration of each

class of securities registered pursuant to Scétion 12 of the Exchange Act of the
Respondents identified in Section II hereof, and any successor under Exchange Act Rules
12b-2 or 12g-3, and any new corporate names of any Respondents.

Iv.

-~ ITIS HEREBY ORDERED that a public hearing for the purpose of taking
evidence on the questions set forth in Section III hereof shall be convened at a time and

place to be fixed, and before an Administrative Law Judge to be designated by further

order as provided by Rule 110 of the Commission’s Rules of Practice [17C.FR.§




"‘

- IT IS HEREBY FURTHER ORDERED that Respondents shall file an Answer to |
the allegations contained in this Order within ten (10) days after service of this Order, as
provided by Rule 220(b) of the Commission’s Rules of Practice [17 C.F.R. § 201 220(b)].

If Respondents fail to file the directed Answers, or fail to appear at a hearing after
being duly notified, the Respondents, and any successor under Exchange Act Rules 12b-2

~or 12g-3, and any new corporate names of any Respondents, may be deemed in default

and the proceedings may be determined against it upon consideration of this Order, the
allegations of which may be deemed to be true as provided by Rules 155(a), 220(%),
221(%), and 310 of the Commission’s Rules of Practice [17 C.F.R. §§ 201.155(a),
201.220(f), 201.221(f), and 201.310]. : E '

This Order shall be served forthwith upon Respondents personaily or by certified,

registered, or Express Mail, or by other means permitted by the Commission Rules of

Practice.

ITIS FURTHER ORDERED that the Administrative Law Judge shall issue an
initial decision no later than 120 days from the date of service of this Order, pursuant to
Rule 360(a)(2) of the Commission’s Rules of Practice [17 C.F.R. § 201.360(a)(2)].

' In the absence of an appropriate waiver, no officer or employee of the
Commission engaged in the performance of investigative or prosecuting functions in this -

" or any factually related proceeding will be permitted to participate or advise in the

decision of this matter, except as witness or counsel in proceedings held pursuant to
notice. Since this proceeding is not “rule making” within the meaning of Section 55 1 of
the Administrative Procedure Act, it is not deemed subject to the provisions of Section
553 delaying the effective date of any final Commission action. ° :

By the Commission.

Elizabeth M. Murphy
Secretary

-

- By: ll M. Peterson
Ssistant Secretary
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: Before the '
: SECURITIES AND EXCHANGE COMMISSION

'UNITED STATES OF AMERICA

- SECURITIES EXCHANGE ACT OF 1934
Release No. 67230 / June 21,2012

INVESTMENT COMPANY ACT OF 1940
Release No. 30120/ June 21, 2012

ADMINISTRATIVE PROCEEDING
File No. 3-14924

, ORDER INSTITUTING _ :
In the Matter of ' : ADMINISTRATIVE AND CEASE-AND-
' : ' - DESIST PROCEEDINGS PURSUANT TO
Howard L. Blum, - , ' SECTIONS 15(b) AND 21C OF THE ’
. . . _ x - SECURITIES EXCHANGE ACT OF 1934
Respondent. o - AND SECTION 9(b) OF THE

INVESTMENT COMPANY ACT OF 1940,
MAKING FINDINGS, AND IMPOSING

' ' REMEDIAL SANCTIONS AND A CEASE-
‘ ' ,, : AND-DESIST ORDER

L

_ The Secuntles and Exchange Commission (“Commlsswn”) deems it appropnate and in the
public interest that public administrative and cease-and-desist proceedings be, and hereby are,
instituted pursuant to Sections 15(b) and 21C of the Securities Exchange Act of 1934 (“Exchange
‘Act”) and Section 9(b) of the Investment Company Act of 1940 (“Investment Company Act”)
against Howard L. Blum (“Respondent”)

L.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer”) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over him and the subject matter of these

° . Py




proceedings, which are admrtted Respondent consents to the entry of this Order Instituting
Administrative and Cease-and-Desist Proceedings Pursuant to Sections 15(b) and 21C of the
Securities Exchange Act of 1934 and Section 9(b) of the Investment Company Act of 1940,
Making Fmdmgs and Imposmg Remedral Sanctions and a Cease-and-Desist (“Order”), as set forth
below.

- IIL
On the basis of this Order and Respondent’s Offer, the Commission finds' that:

Summary

1. These proceedings arise out of Respondent Blum’s role as a broker for a stock-

~ collateralized loan business operated by Ayuda Equity Funding, LLC (“Ayuda”), which i is
controlled by Manuel M. Bello (“Bello”). From at least 2007, Respondent Blum engaged in the
business of identifying, soliciting, and communicating with potential borrowers to transfer to
Ayuda ownership of publicly traded stock as collateral for loans. By engaging in this conduct and
receiving transaction-based compensation therew1th Blum acted as unregistered broker.

M_eﬂ

2. Howard L. Blum, age 51, is a resident of New York, New York. During the
relevant period, Blum worked as a broker for Ayuda. Blum formerly held Series 3 and 7 secuntres
licenses. During the relevant per10d Blum was not registered with the Commission in any
capacity. ' :

QOther Relevant Entities

3. Ayuda Equity Funding, LLC is a Nevada limited liability company located in
North Butler, New Jersey. Ayuda Equity Funding, LLC is wholly owned by Ayuda Funding
Corporation. Bello is the President and CEO of Ayuda Funding Corporation. Ayuda Equity
Funding, LLC is not registered with the Comrmss1on in any capacity.

Background

4. In 2007, Blum was engaged by Ayuda as a salesperson for Ayuda’s stock-
collateralized loan business. Blum was responsible for identifying potential borrowers, soliciting
those borrowers, and acting as an intermediary between potential borrowers and Ayuda. From time
to time, Blum also supervised Ayuda’s sales team. :

! The findings herein are made pursuant to Respondent’s Offer of Settlement and are not binding on any-

other person or entlty in this or any other proceedmg



5. While acting as a broker, Blum’s activities went beyond identifying potential
borrowers who might be interested in pledging stock to Ayuda as collateral for loans. For example,
Blum acted as an intermediary in negotiations between Ayuda and potential borrowers by relaying
the terms of the deals between Bello and the borrowers.

6. Blum was also responsible for ensuring that the loan transactions he brokered for
Ayuda closed. For example, he would routinely follow up with borrowers to ensure that they
received the term sheet from Ayuda. If the borrower approved the term sheet, Blum would then
send the term sheet to the appropriate person at Ayuda. Blum would also follow up with the
borrower once they received the loan documentation and answer any questions that the borrowers
had regarding the loan documents or the closing. Finally, Blum was responsible for ensuring that
the borrower provided the collateral to Ayuda in order to close the loan. On some occasions, Blum
also recommended legal counsel to potential borrowers to assist with the loan transaction. -

7. During the relevant period, Ayuda paid Blum $904,880 as transaction-based
compensation for brokering more than 25 stock-collateralized loans. Ayuda calculated Blum’s
transaction-based compensation as a percentage of the loan amount, and only paid Blum if the loan
transaction closed. '

8. In perforrﬁing the above-described conduct, for which he received transaction-based
compensation, Blum knew or should have known that he was required to register as a broker-dealer
or associate with a registered broker-dealer. :

Blum Acted as an Unregistered Broker

9. Section 15(a)(1) of the Exchange Act makes it unlawful for any broker or dealer to
use the means of interstate commerce to effect any transactions in, or to induce or attempt to
induce the purchase or sale of, any security unless such broker or dealer is registered with the
Commission, or in the case of a natural person, is associated with a registered broker-dealer.
Section 3(a)(4) of the Exchange Act defines a “broker” as any person, other than a bank, “engaged
in the business of effecting transactions in securities for the account of others.”

10.  Based on the conduct described above, Blum acted as a broker without being
" registered or associated with a registered broker-dealer.

11.  As aresult, Blum willfully? Qiolated Section 15(a) of the Exchange Act.

2 A willful violation of the securities laws means merely “‘that the pérson charged with the duty knows what

he is doing.”” Wonsover v. SEC, 205 F.3d 408, 414 (D.C. Cir. 2000) (quoting Hughes v. SEC, 174 F.2d 969, 977
" (D.C. Cir. 1949)). There is no requirement that the actor “‘also be aware that he is violating one of the Rules or
Acts.” Id. (quoting Gearhart & Otis, Inc. v. SEC, 348 F.2d 798, 803 (D.C. Cir. 1965)).

3




Undertaking

12.  Respondent has undertaken to provide to the Commission, within thirty (30) days
after the end of the twelve (12) month suspension period described below, an affidavit that he has
complied fully with the sanctions described in Section IV below.

IV.

In view of the foregomg, the Comm1ssmn deems it appropriate and in the pubhc mterest to
impose the sanctions agreed to.in Respondent Blum’s Offer.

Accordingly, pursuant to Sections 15(b) and' 21C of the Exchange Act and Section 9(b) of
the Investment Company ‘Act, it is hereby ORDERED that:

A. Respondent Blum cease and desist from committing or causmg any v101atlons and

~ any future violations of Section 15(a) of the Exchange Act;

B. Respondent Blum be, and hereby is:

suspended from association with any broker dealer, investment adviser, -
municipal securities dealer, or transfer agent;

- prohibited from serving or acting as an employee, officer, director, member
of an advisory board, investment adviser or depositor of, or principal
‘underwriter for, a registered investment company or affiliated person of such
mvestment adviser, depos1tor or principal underwriter; and -

suspended from partxclpatmg in any offermg of a penny stock including:
acting as a promoter, finder, consultant, agent or other person who engages
in activities with.a broker, dealer or issuer for purposes of the issuance or
trading in any penny stock, or inducing or attempting to induce the purchase
or sale of any penny stock; :

for a period of twelve (12) months effective on the second Monday following the
entry of thJS Order. . : :

C. Respondent Blum shall pay dlsgorgement of $904 880 and prejudgment interest of '
$112,862 to the United States Treasury. Payment shall be made in five installments according to
the following schedule: (1) $508,871, within ten days of the entry of this Order, plus post-order

_ interest thereon pursuant to SEC Rule of Practice 600; (2) $127,218, on or before September 11,

2012, plus post-order interest thereon pursuant to SEC Rule of Practice 600; (3) $127,218, on or.
before December 11, 2012, plus post-order interest thereon pursuant to SEC Rule of Practice 600;
(4) $127,218, on or before March 11, 2013, plus post-order interest thereon pursuant to SEC Rule
of Practice 600; and (5) $127,217, on or before June 11, 2013, plus post-order interest thereon ‘
pursuant to SEC Rule of Practice 600. If any payment is not made by the date the payment is

4




required by this Order, the entire outstandlng balance plus interest accrued pursuant to SEC Rule
of Practice 600, shall be due and payable immediately, without further application. Payment shall
be: (A) made by wire transfer, United States postal money order, certified check, bank cashier’s
check or bank money order; (B) made payable to the Securities and Exchange Commission; (C)
hand-delivered or mailed to the Securities and Exchange Commission, Office of Financial
Management, 100 F Street, N.E., Stop 6042, Washington, DC 20549; and (D) submitted under -
cover letter that identifies Howard L. Blum as a Respondent in these proceedmgs the file number
of these proceedings, a copy of which cover letter and money order or check shall be sent to Julie
M. Riewe, Assistant Director, Division of Enforcement, Securities and Exchange Commission, 100
F Street, N.E., Washington, DC 20549-5010; : '

D. Respondent Blurn shall, within ten (10) days of the entry of this Order, pay a c1v11

" money penalty of $50,000 to the United States Treasury. If timely payment is not made, additional

interest shall accrue pursuant to 31 U.S.C. § 3717. Payment shall be: (A) made by wire transfer,
United States postal money order, certified check, bank cashier’s check or bank money order; (B)
" made payable to the Securities and Exchange Commission; (C) hand-delivered or mailed to the - -
Securities and Exchange Commission, Office of Financial Management, 100 F Street, N.E., Stop .
6042, Washington, DC 20549; and (D) submitted under cover letter that identifies Howard L
Blum as a Respondent in these proceedings, the file number of these proceedings, a copy of which -
cover letter and money order or check shall be sent to Julie M. Riewe, Assistant Director, Division
of Enforcement, Securltres and Exchange Commission, 100 F Street N.E, Washmgton DC '

. 20549-5010; and : » . _

E. Respondent shall comply with the undertaking enumerated in Sectlon I, paragraph
12 above.

By the Commission.

Elizabeth M. Murphy
Secretary

Ii M, Peterson
Assistant Secretary
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'UNITED STATES OF AMERICA - 00’&' /74& j
Before the
'SECURITIES AND EXCHANGE COMMISSION

Securities Exchahge Act of 1934
Release No. 67243 / June 22,2012

Administrative Proceeding
File No. 3-12936

In the Matter of . ORDER APPROVING THE FINAL

' ' ' ACCOUNTING, AUTHORIZING THE
Heartland Advisors, Inc., William J. | - TRANSFER OF RESIDUAL FUNDS AND
‘Nasgovitz, Paul T. Beste, Thomas J. | ANY FUTURE FUNDS RECEIVED BY THE
Conlin, Greg D. Winston, Kevin D. FAIR FUND TO THE U.S. TREASURY,
Clark, Kenneth J. Della, and Hugh F. DISCHARGING THE FUND :
Demson, - ADMINISTRATOR, AND TERMINATING

' THE FAIR FUND

Respondents.

_ On January 25, 2008, Heartland Advisors, Inc., William J. Nasgovitz, Paul T. Beste,

Thomas J. Conlin, Greg D. Winston, Kevin D. Clark, Kenneth J. Della, and Hugh F. Denison

- (collectively, the “Respondents™) consented to the entry of an Order Instituting Administrative

- and Cease-and-Desist Proceedings, Making Findings, and Imposing Remedial Sanctions and
Cease-and-Desist Orders Pursuant to Section 8A of the Securities Act of 1933, Sections 15(b)(4),
'15(b)(6) and 21C of the Securities Exchange Act of 1934, Sections 203(e), 203(f) and 203(k) of
the Investment Advisers Act of 1940, and Sections 9(b) and 9(f) of the Investment Company Act.

~of 1940 (“Order”) (Securities Act Rel. No. 8884), which directed, among other things, that
Respondents pay disgorgement, prejudgment interest and civil penalties totaling $3,907,095.
The Order further established a Fair Fund to provide for the distribution of these payments. -

On February 3, 2010, the Commission published a Notice of Proposed Distribution Plan
and Opportunity for Comment in connection with this proceeding (Exchange Act Rel. No.
61481). No comments were received and, on April 1, 2010, the Commission issued an order
approving the Plan, among other things (Exchange Act Rel. No. 61823). The Plan provided the
methodology used to distribute the Fair Fund to eligible investors. '

R




On October 25, 2010, the Commission issued an order directing disbursement of the Fair
Fund, which consisted of a total of $3,931,808.05 (Exchange Act Rel. No. 63173). Beginning in
November 2010, over $3.5 million was disbursed through w1res or checks to eligible investors.
An amount of $452,570.60 in residual funds remains.

The Plan provides that amounts which cannot be distributed to investors be returned to
the Commission to be transferred to the U.S. Treasury. Consistent with the provision, the
remaining funds were returned to the Commission, and the staff requested authorization to
transfer $452,570.60 remaining in the Fair Fund to the U.S. Treasury, as well as any funds
returned to the Fair Fund in the future. A final accounting has been provided by the Fund
Administrator and the staff also requested that the Commission approve the Final Accounting; -
therefore, the Fair Fund is eligible for termination.

Accordingly, IT IS ORDERED that:
A. The final accounting for the Fair Fund is approved;

B. The $452,570.60 remaining in the Fair Fund shall be transferred to the U.S.
Treasury;

C. Any funds returned in the future to the Fair Fund shall be transferred to the U.S.
Treasury; . '

D. The Fund Administrator, Rust Consulting, Inc., is hereby discharged; and

E. The Fair Fund is terminated.

By the Commission.

Y ibcc Ay ooty

Ellzabeth M. Murphy
Secretary
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UNITED STATES OF AMERICA
‘Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Releas’e No. 67249 / June 25, 2012

INVESTMENT ADVISERS ACT OF 1940
Release No. 3421/ June 25,2012 -

' ADMINISTRATIVE PROCEEDING
*_File No. 3-14925

ORDER INSTITUTING

ADMINISTRATIVE PROCEEDINGS

o , PURSUANT TO SECTION 15(b) OF THE

In the Matter of ' : | SECURITIES EXCHANGE ACT OF 1934

S B AND SECTION 203(f) OF THE

MATTHEW M. TANNIN, INVESTMENT ADVISERS ACT OF 1940,

- '~ MAKING FINDINGS, AND IMPOSING
Respondent. - REMEDIAL SANCTIONS

L

The Securities and Exchange Commission (“Commission™) deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted pursuant to
-Section 15(b) of the Securities Exchange Act of 1934 (“Exchange Act”) and Section 203(f) of the
Investment Advisers Act of 1940 (“Advisers Act”) against Matthew M. Tannin (“Respondent”).

II.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer””) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by. or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings -
herein, except as to the Commission’s jurisdiction over him and the subject matter of these
proceedings and the findings contained in Section I11.2 below, which are admitted, Respondent
consents to the entry of this Order Instituting Administrative Proceedings Pursuant to Section 15(b)
of the Securities Exchange Act of 1934 and Section 203(f) of the Investment Advisers Act of 1940,
Makmg Findings, and Imposing Remed1al Sanctions (“Order”), as set forth below.
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IIL.
| On the basis of this Order and Respondent’s Offer, the Commission finds that:

1. Respondent was a senior managing director of Bear Stearns Asset
Management (“BSAM”), an investment adviser registered with the Commission. Respondent acted
as chief operating officer and portfolio manager of two hedge funds for which BSAM was the
general partner and investment adviser, the Bear Stearns High-Grade Structured Credit Strategies
Fund (“High Grade Fund”) and Bear Stearns High-Grade Structured Credit Strategies Enhanced
Leverage Fund (“Enhanced Leverage Fund™). From August 1994 through March 2008,
Respondent was also a registered representative associated with broker-dealers registered with the
Commission. Respondent, 50 years old, is a resident of New York, NY. :

2. On June 18, 2012, a final judgment was entered by consent against
Respondent, permanently enjoining him from future violations of Section 17(a)(2) of the Securities
Act of 1933, in the civil action entitled Securities and Exchange Commission v. Ralph R. Cioffi, et
~ al., Civil Action Number 08 Civ. 2457 (FB), in the United States District Court for the Eastern
District of New York.

3. The Commission’s complaint alleged that, in connection with the offer or
sale of limited partnership interests, Respondent misrepresented the extent to which certain of the
assets in the Funds’ portfolio were backed by subprime mortgages, and whether he was going to
add to his personal investment in the Enhanced Leverage Fund. The complaint also alleged that
dunng an investor call, Respondent misrepresented the prospects of the Funds going forward.

IVv.

In view of the foregomg, the Commission deems it appropriate and in the public interest to
impose the sanctions agreed to in Respondent’s Offer.

Accordingly, it is hereby ORDERED pursuant to Section 15(b)(6) of the Exchange Act and
Section 203(f) of the Advisers Act that Respondent be, and hereby is:

barred from association with any broker, dealer, investment adviser, municipal securities
dealer, municipal advisor, transfer agent, or nationally recognized statistical rating
organization,

W1th the nght to apply for reentry after two years to the appropnate self- -regulatory organization, or
if there is none, to the Commission.

. Any reapplication for association by the Respondent will be subject to the applicable laws
and regulations governing the reentry process, and reentry may be conditioned upon a number of
factors, including, but not limited to, the satisfaction of any or all of the following: (a) any
disgorgement ordered agalnst the Respondent, whether or not the Commission has fully or partlally
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waived payment of such disgorgement; (b) any arbitration award related to the conduct that served
as the basis for the Commission order; (c) any self-regulatory organization arbitration award to a
customer, whether or not related to the conduct that served as the basis for the Commission order;
and (d) any restitution order by a self-regulatory organization, whether or not related to the conduct
that served as the basis for the Commission order.

By the Commission.

Elizabeth M. Murphy
Secretary
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Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 67250 / June 25, 2012

INVESTMENT ADVISERS ACT OF 1940
Release No. 3422 / June 25,2012

ADMINISTRATIVE PROCEEDING
File No. 3-14926

ORDER INSTITUTING
ADMINISTRATIVE PROCEEDINGS -
PURSUANT TO SECTION 15(b) OF THE
In the Matter of ' SECURITIES EXCHANGE ACT OF 1934
' : ‘ AND SECTION 203(f) OF THE
RALPH R. CIOFFI, INVESTMENT ADVISERS ACT OF 1940,
' MAKING FINDINGS, AND IMPOSING
Respondent. : REMEDIAL SANCTIONS '

I.

The Securities and Exchange Commission (“Commission™) deems it appropriate and in the
- public interest that public administrative proceedings be, and hereby are, instituted pursuant to
Section 15(b) of the Securities Exchange Act of 1934 (“Exchange Act”) and Section 203(f) of the
Investment Advisers Act of 1940 (“Advisers Act”) against Ralph R. Cioffi (“Respondent™).

II.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer””) which the Commission has determined to accept. Solely for the
_ purpose of these proceedings and any other proceedings brought by or on behalf of the
. Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over him and the subject matter of these
proceedings and the findings contained in Section III.2 below, which are admitted, Respondent
consents to the entry of this Order Instituting Administrative Proceedings Pursuant to Section 15(b)
of the Securities Exchange Act of 1934 and Section 203(f) of the Investment Advisers Act of 1940,
Making Findings, and Imposing Remedial Sanctions (“Order”), as set forth below. :
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111.

On the basis of this Order and Reépondent’s Offer, the Commission finds that:

L. Respondent was a senior managing director and member of the board of
directors of Bear Stearns Asset Management (“BSAM?”), an investment adviser registered with the
Commission. Respondent acted as senior portfolio manager of two hedge funds for which BSAM .
was the general partner and investment adviser, the Bear Stearns High-Grade Structured Credit
Strategies Fund (“High Grade Fund”) and Bear Stearns High-Grade Structured Credit Strategies
Enhanced Leverage Fund (“Enhanced Leverage Fund”). From August 1985 through November
2007, Respondent was also a registered representative associated with broker-dealers registered
with the Commission. Respondent, 56 years old, is a resident of Collier County, Florida. '

2. On June 18, 2012, a final judgment was entered by consent against
Respondent, permanently enjoining him from future violations of Section 17(a)(2) of the Securities
Act of 1933, in the civil action entitled Securities and Exchange Commission v. Ralph R. Cioffi, et
al., Civil Action Number 08 Civ. 2457 (FB), in the United States District Court for the Eastern
Dlstnct of New York.

3. The Commission’s complaint alleged that, in connection with the offer or
sale of limited partnership interests, Respondent misrepresented the extent to which certain of the
assets in the Funds’ portfolio were backed by subprime mortgages, and the level of investor
redemptions during an investor call. The complaint also alleged that respondent did not tell
investors about a redemption of a portion of his personal investment in the Enhanced Leverage
Fund used to invest in a third fund for which he acted as portfolio manager.

Iv.

In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanctions agreed to in Respondent’s Offer.

~ Accordingly, it is hereby ORDERED pursuant to Section 15(b)(6) of the Exchange Act and
Section 203(f) of the Advisers Act that Respondent be, and hereby is: '

barred from association with any broker, dealer, investment adviser, municipal securities
dealer, municipal advisor, transfer agent, or nationally recogmzed statistical rating
organization,

* with the ri ight to apply for reentry after three years to ‘the appropriate self—regulatory organization, or
if there is none, to the Commission. :

Any reapplication for association by the Respondent will be subject to the applicable laws
and regulations governing the reentry process, and reentry may be conditioned upon a number of
factors, including, but not limited to, the satisfaction of any or all of the following: (a) any
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disgorgement ordered against the Respondent, whether or not the Commission has fully or partially
waived payment of such disgorgement; (b) any arbitration award related to the conduct that served
as the basis for the Commission order; (c) any self-regulatory organization arbitration award to a

. customer, whether or not related to the conduct that served as the basis for the Commission order;

and (d) any restitution order by a self-regulatory orgamzatlon whether or not related to the conduct
that served as the basis for the Commission order.

By the Commission.

- Elizabeth M. Murphy
Secretary




UNITED STATES OF AMERICA
. ' Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 67267 / June 26,2012

INVESTMENT ADVISERS ACT OF 1940
Release No. 3423/ June 26,2012

ADMINISTRATIVE PROCEEDING
File No. 3-14927

ORDER INSTITUTING
ADMINISTRATIVE PROCEEDINGS
‘ PURSUANT TO SECTION 15(b) OF THE
In the Matter of ‘ SECURITIES EXCHANGE ACT OF 1934
L AND SECTION 203(f) OF THE
ROBERTO ALEPH INVESTMENT ADVISERS ACT OF 1940,
ESPINOSA, ' MAKING FINDINGS, AND IMPOSING
: ' REMEDIAL SANCTIONS
Respondent. ’ ' : '
L

The Securities and Exchange Cémmission (“Commission”) deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted pursuant to
Section 15(b) of the Securities Exchange Act of 1934 (“Exchange Act™) and Section 203(f) of the

Investment Advisers Act of 1940 (“Advisers Act”) against Roberto Aleph Espinosa (“Espinosa” or
“Respondent”). ' '

II.

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer””) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the findings
herein, except as to the Commission’s jurisdiction over him and the subject matter of these
proceedings and the findings contained in Section II1.2 below, which are admitted, Respondent
consents to the entry of this Order Instituting Administrative Proceedings Pursuant to Section 15(b)
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of the Securities Exchange Act of 1934 and Section 203(f) of the Investment Advisers Act of 1940,
Making Findings, and Imposing Remedial Sanctions (“Order™), as set forth below.

111
On the basis of this Order and Respondent’s Offer, the Commission finds that:

l. From 2006 to 2011, Espinosa operated Aleph Consulting Group LLC
(“Aleph”), an unregistered investment advisory and securities brokerage business. Espinosa,
through Aleph, solicited investors to purchase certain securities, handled investor funds, received
payment of transaction-based compensation, and advised clients on their investment strategy. In
addition, Espinosa, through Aleph, advised clients on the purchase of securities in exchange for
advisory fees, and served as the investment manager for the ACG Global Fund, Ltd., a Cayman
Islands company, which was only available to U.S. tax exempt entities and non-U.S. citizens and
entities. The ACG Global Fund, Ltd., invested primarily in U.S. exchange traded stocks, options
and exchange traded funds as well as foreign reverse convertible notes. From October 2008 to
September 2010 Espinosa was neither registered as a broker or dealer with the Commission nor
associated with a registered broker or dealer. Espinosa, 37 years old, currently resides in Mexico.

2. - OnJune 12, 2012, a final judgment was entered by consent against
Espinosa, permanently enjoining him from future violations of Section 15(a) of the Exchange Act,
Sections 206(1), 206(2), 206(4), and Rule 206(4)-8(a) of the Advisers Act, and aiding and abetting
violations of Sections 206(1), 206(2), 206(4), and Rule 206(4)-8(a) of the Advisers Act in the civil
action entitled Securities and Exchange Commission v. Jorge Gomez and Roberto Aleph Espinosa,
Civil Action Number 12-CV-21962-Ungaro, in the United States District Court for the Southern
District of Florida. :

3. The Commission’s complaint alleged that, from October 2008 to September
2010, Espinosa, through Aleph, operated as a broker-dealer while he was not registered with the
Commission as a broker or dealer and was not associated with an entity registered as a broker or
dealer. In addition, while serving as investment adviser to a client (the “Client”), Espinosa
observed the Client’s co-adviser withdraw more than $4.3 million from the Client’s brokerage
account without alerting the Client to the activity. Moreover, upon receipt of a September 11,
2010 email, which alerted Espinosa to the possibility that the co-adviser was committing fraud,
Espinosa failed to alert the client to the email or raise the issue of potential fraud with the Client. -
In addition, Espinosa failed to disclose various fees to the Client and his other investment advisory
clients including the ACG Global Fund, Ltd.

IV.

In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanctions agreed to in Respondent Espinosa’s Offer.




Accordingly, it is hereby ORDERED pursuant to Section 15(b)(6) of the Exchange Act and
Section 203(f) of the Advisers Act that Respondent Espinosa be, and hereby is barred from
association with any broker, dealer, investment adviser, municipal securities dealer, municipal
advisor, transfer agent, or nationally recognized statistical rating organization; and barred from
participating in any offering of a penny stock, including: acting as a promoter, finder, consultant,
agent or other person who engages in activities with a broker, dealer or issuer for purposes of the
issuance or trading in any penny stock, or inducing or attempting to induce the purchase or sale of
any penny stock; with the right to apply for reentry after three years to the appropriate self-
regulatory organization, or if there is none, to the Commission. '

Any reapplication for association by the Respondent will be subject to the applicable laws
and regulations governing the reentry process, and reentry may be conditioned upon a number of
factors, including, but not limited to, the satisfaction of any or all of the following: (a) any
disgorgement ordered against the Respondent, whether or not the Commission has fully or partially

- waived payment of such disgorgement; (b) any arbitration award related to the conduct that served

as the basis for the Commission order; (¢) any self-regulatory organization arbitration award to a
customer, whether or not related to the conduct that served as the basis for the Commission order;
and (d) any restitution order by a self-regulatory organization, whether or not related to the conduct
that served as the basis for the Commission order.

By the Commission.

* Elizabeth M. Murphy
Secretary

M. Peterson
| Assistant Secretary
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SECURITIES EXCHAN GE ACT OF 1934
Release No. 67279 / June 27, 2012 '

INVESTMENT ADVISERS ACT OF 1940
Release No. 3424 / June 27,2012

ADMINISTRATIVE PROCEEDING |
- File No. 3-14928

ORDER INSTITUTING
In the Matter of ADMINISTRATIVE AND CEASE-AND-
. DESIST PROCEEDINGS PURSUANT TO
HARBINGER CAPITAL SECTION 21C OF THE SECURITIES
" PARTNERS, LLC, - EXCHANGE ACT OF 1934 AND SECTION
: 203(e) OF THE INVESTMENT ADVISERS
Respondent. ~ ACT OF 1940, MAKING FINDINGS, AND
: / IMPOSING REMEDIAL SANCTIONS AND
A CEASE-AND-DESIST ORDER

I

The Securities and Exchange Commission (“Commission”) deems it appropriate and inthe -
public interest that public administrative and cease-and-desist proceedings be, and hereby are,
instituted pursuant to Section 21C of the Securities Exchange Act of 1934 (“Exchange Act”), and
Section 203(e) of the Investment Advisers Act of 1940 (“Advisers Act”) against Harbinger Capital
Partners, LLC (“Harbinger” or “Respondent”). ' ,

I

In anticipation of the institution of these proceedings, Respondent has submitted an Offer
of Settlement (the “Offer””) which the Commission has determined to accept. Solely for the pur-
pose of these proceedings and any other proceedings brought by or on behalf of the Commission,.
or to which the Commission is a party, and without admitting or denying the findings herein,

- except as to the Commission’s jurisdiction over it and the subject matter of these proceedings,
which are admitted, Respondent consents to the entry of this Order Instituting Administrative and
Cease-and-Desist Proceedings Pursuant to Section 21C of the Securities Exchange Act of 1934 and
Section 203(e) of the Investment Advisers Act of 1940, Making Findings, and Imposing Remedial
Sanctions and a Cease-and-Desist Order (“Order”), as set forth below. :




L

On the basis of this Order and Respondent’s Offer, the Commission finds' that:

Summary

, L These proceedings arise out of three violations of Rule 105 of Regulation M of the
Exchange Act by Harbinger, an investment adviser and hedge fund manager located in New York,
New York. Rule 105 prohibits buying an equity security made available through a public offering,
conducted on a firm commitment basis, from an underwriter or broker or dealer participating in the
offering after having sold short the same security during the restricted period as defined therein.

2. Between April and June 2009, Harbinger purchased shares in three public offerings
 after having sold the same securities short during the restricted period. Harbinger’s conduct
resulted in unlawful profits of approximately $857,950.

3. After an inquiry from the Commission, Harbinger self-reported two of the violative
transactions. 3 '
4. During the relevant period, Harbinger provided no training to its employees

concerning Rule 105, and it did not have any policies, procedures and controls in place sufficient to
prevent or detect violations of Rule 105. : :

Resp_ondelit

5. Harbinger is a limited liability company organized in Delaware and based in New
York, New York. Harbinger registered as an investment adviser with the Commission in March
2012. During the relevant time period, Harbinger managed a number of private investment funds,
including Harbinger Capital Partners Master Fund I, Ltd. (“HCP Fund I””). Harbinger effected the

trades that are the subject of these proceedings on behalf of HCP Fund L.

Legal Framework

. 6. Rule 105 prohibits short selling securities during a restricted period and then
purchasing the same securities in a public offering. 17 C.F.R. § 242.105. See Short Selling in
Connection with a Public Offering, Rel. No. 34-56206, 72 Fed. Reg. 45094 (Aug. 10, 2007)(effective
Oct. 9,2007). The Rule 105 restricted period is the shorter of the period: (1) beginning five business
days before the pricing of the offered securities and ending with such pricing; or (2) beginning with the
initial filing of a registration statement or notification on Form 1-A or Form 1-E and ending with
pricing. “The goal of Rule 105 is to promote offering prices that are based upon open market prices
determined by supply and demand rather than artificial forces.” Final Rule: Short Sales, Release No.
34-50103 (July 28, 2004; effective September 7, 2004). Because the Rule is prophylactic in nature,
its prohibitions apply irrespective of a short seller’s intent.

! The findings herein are made pursuant to Respondent’s Offer of Settlement and are not binding on any other

person or entity in this or any other proceeding.
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Harbinger’s Transactions

_ 7. On April 23, 2009, Harbinger sold a total of one million shares of U.S. Steel Corp.

(“U.S. Steel”) common stock short at prices ranging from $27.1825 to $27.71 per share. On April
27, 2009, Harbinger shorted another 500,000 shares of U.S. Steel at $27.4693 per share. On April
28, 2009, U.S. Steel announced the pricing of a follow-on offering of 23.6 million shares of its
common stock at $25.50 per share. Harbinger received an allocation of 300,000 shares in this
offering. Harbinger’s profit on these transactions was $570,150.

. 8. On June 4, 2009, Harbinger sold 200,000 shares of the common stock of Western
Refining, Inc. (“Western Refining”) short at a price of $9.939 per share. Prior to the opening of the
market on June 5, 2009, Western Refining announced the pricing of a follow-on offering of 20
million shares of its common stock at $9.00 per share. Harbinger received an allocation of
1,510,000 shares in this offering. The difference between Harbinger’s proceeds from the short sale -
of 200,000 shares of Western Refining stock and the cost of 200,000 shares acquired in the

offering was $187,800. Thus, Harbinger’s profit on these transactions was $187,800.

9. On June 11, 2009, Harbinger sold 100,000 shares of the common stock of Vulcan
Matenals Inc. (“Vulcan Materlals”) short at a price of $42.00 per share. After the close of
business that day, Vulcan Materials announced the pricing of a follow-on offering of 11.5 million
shares of its common stock at $41.00 per share. Harbinger received an allocation of 100,000
shares in this offering. Harbinger’s profit on the transactions was $100,000.

Violations of Rule 105 of Regulation M

10.  Asaresult of the conduct described above, Harblnger willfully v1olated Rule 105 of
Regulation M under the Exchange Act on three separate occasions. '

- 11.  Intotal, Harbinger’s violations of Rule 105 resulted in profits of $857,950.

Harbinger’s Remedial Efforts

12.  After Harbinger learned of its Rule 105 violations, it voluntarily provided training.
to its employees on Regulation M, and developed and implemented policies, procedures and
controls to prevent or detect future Rule 105 violations. In determining to accept the Offer, the
. Commission considered Harbinger’s remedlal eﬂoﬂs and the cooperation it afforded the

Commission staff in the investigation. :

2 A willful violation of the securities laws means merely “‘that the persén charged with the duty knows what he

is doing.”” Wonsover v. SEC, 205 F.3d 408, 414 (D.C. Cir. 2000) (quoting Hughes v. SEC, 174 F.2d 969, 977 (D.C.
Cir. 1949)). There is no requirement that the actor “‘also be aware that he is violating one of the Rules or Acts.”” 1d.
(quoting Gearhart & Otis, Inc. v. SEC, 348 F.2d 798, 803 (D.C. Cir. 1965)). '




Iv.

In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanctions agreed to in Respondent Harbinger’s Offer. :

Accordingly, pursuant to Section 21C of the Exchange Act and Section 203(e) of the
Advisers Act, it is hereby ORDERED that: -

A. Respondent Harbinger cease and desist from committing or causing any violations
and any future violations of Rule 105 of Regulation M of the Exchange Act;

B. Harbinger is censured; |

C. Harbinger shall within fourteen (14) days of the entry of this Order pay disgorge-
ment in the amount of $857,950, prejudgment interest in the amount of $91,838, and a civil

* monetary penalty in the amount of $428,975 to the United States Treasury. If timely payment is

not made, additional interest shall accrue pursuant to SEC Rule of Practice 600 and 31 U.S.C. §
3717. Payment shall be: (A) made by wire transfer, United States postal money order, certified
check, bank cashier's check or bank money order; (B) made payable to the Securities and Ex-
change Commission; (C) hand-delivered or mailed to the Securities and Exchange Commission,
Office of Financial Management, 100 F St., N.E., Stop 6042, Washington, D.C. 20549; and (D)
submitted under cover letter that identifies Harbinger as a Respondent in these proceedings and the

~ file number of these proceedings. A copy.of that cover letter and proof of payment shall be sent to

Conway T. Dodge, Jr., Assistant Director, Division of Enforcement, Securities and Exchange
Commission, 100 F St., N.E., Mail Stop 6561A,Washington, D.C. 20549. '

By the Commission.

Elizabeth M. Murphy
Secretary

ill M. Peterson
Assistant Secretary
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Process for Submissions for Review of Security-Ba.sevd Swaps for Mandatory Clearing and
Notice Filing Requirements for Clearing Agencies; Technical Amendments to Rule 19b-4
and Form 19b 4 Appllcable to All Self-Regulatory Orgamzatlons

AGENCY: Secuntles and Exchange Commlssmn

ACTION:  Final rule.

SUMMARY: In accordance with‘Section 763(a) of the Dodd-Frank Wall Street Refon“n.and
Consumer Protectlon Actof 2010 (“Dodd Frank Act”), the Securities and Exchange Commission .
(“Commlssmn ) is adoptmg rules under the. Secur1t1es Exchange Act of 1934 (“Exchange Act”)
to speclfy the process for a reglstered clearing agency’s submission for review of any secunty—
based swap, or any groun, category, type or class of security-based swaps, that the cleanng__
agency nlans to accept t‘ot clearing, the manner of notice the clearing agency must -provide to its
members of such submission and the procedure by vyhich the Commission may stay the |
requirement that a security-based swap is subject to mandatory clearing'while the cleann gof the
- security-based swap is reviewed. The Commission also is .adopting arule to epecify that when a
security-based swap is required to be cleared, the submission of the security-based swap for |
clearing must be for central clearing to a clearing agency that functions as a central counterparty.
In addition, the Commission is adopting rules to define and describe when noticee of proposed
changes to rules, procedures or operations are required to be filed by designated financial market

utilities in accordance with Section 806(e) Q‘f Title VIII of the Dodd-Fr_a’rﬂc Act and to set forth

the process for filing such notices with the Commission. Finally, the Commission is adopting
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IV.

G.

g. Other Issues Related to Security-Based Swap Submissions
h. Additional Comments ' '
2. Prevention of Evasion of the Clearing Requirement
Stay of the Clearing Requirement and Review by the Commission
Title VIII Notice Filing Requirements for Designated Clearing Agencies
1. Standards for Determining When Advance Notice is Required .
2. Providing Notice of the Matters Included in an Advance Notice
to the Board and Interested Persons :
3. Timing and Determination of Advance Notice Pursuant to Section 806(e)
4. Implementation of Proposed Changes and Emergency Changes
Pursuant to Section 806{(e)

D. Amendments to Form 19b-4
E.
F. New Requirements Under Exchange Act Section 3C and Section 806(e)

Amendments to Rule 19b-4 Relating to Section 916 of the Dodd-Frank Act

and the Existing Filing Requirements in Exchange Act Section 19(b)
Effective and Compliance Dates

PAPERWORK REDUCTION ACT

A.

Summary of Collection of Information

1. Amendments to Rule 19b-4 and Form 19b-4
2. . Stay of Clearing Requirement

Use of Information

1. Amendments to Rule 19b-4 and Form 19b- 4

) Stay of Clearing Requirements

Qmm

Respondents

1. Amendments to Rule 19b-4 and Form 19b-4

2. Stay of Clearing Requirement

Total Annual Reporting and Recordkeeping Burden

1. Background

2. Rule 19b-4 and Form 19b-4

Introduction

Internal Policies and Procedures

Proposed Rule Changes

Security-Based Swap Submissions

Advance Notices

' Summary

3. Postmg of Security-Based Swap Submissions, Advance Notices
and Proposed Rule Changes on Clearing Agency Websites

4. Amendment to Conform to Section 916 of the Dodd-Frank Act

5. New Rule 3Ca-1

Retention Period of Recordkeeping Requirements

Collection of Information is Mandatory

Responses to Collection of Information Will Not Be Kept Conﬁdent1a1

The A0 o

ECONOMIC ANALYSIS

A.

Background
1. Dodd-Frank Act Requirements for Clearing Security-Based Swaps




intended to bolster the existing regulatory structure and provide regulatory tools to oversee the

OTC derivatives market, which has grown exponentially in recent years. Title VII provides that

the CFTC will regulate “swaps,” the Commisvsion will regulate “security-based swaps,” and the

CFTC and the Commission will jointly regulate “mixed swaps.”™

Title VII was designed to provide greater certainty that, wherever possible and

appropriate, swap and security-based swap contracts formerly traded exclusively in the OTC

market are centrally cleared.” The swaps and security-based swaps markets traditionally have

been characterized by privately negotiated transactions entered into by two counterparties, in

4

Section 712(d) of the Dodd-Frank Act provides that the Commission and the CFTC, in
consultation with the Board of Governors of the Federal Reserve System (“Board”), shall
further define the terms “swap,” “security-based swap,” “swap dealer,” “security-based
swap dealer,” “major swap participant,” “major security-based swap participant,”
“eligible contract participant,” and “security-based swap agreement.” The Commission
and the CFTC jointly have proposed to further define the terms “swap,” “security-based
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- swap,” and “security-based swap agreement.” See Further Definition of “Swap,”

“Security-Based Swap,” and “Security-Based Swap Agreement”: Mixed Swaps:
Security-Based Swap Agreement Recordkeeping, Securities Act Release No. 9204,
Securities Exchange Act Release No. 64372 (Apr. 29, 2011), 76 FR 29818 (May 23,
2011), corrected in Securities Act Release No. 9204A, Securities Exchange Act Release
No. 64372A (June 1, 2011), 76 FR 32880 (June 7, 2011) (“Product Definition Proposing

‘Release”). Further, the Commission and CFTC jointly have adopted rules to further

deﬁne the terms “swap dealer,” “secunty-based swap dealer,” “major swap participant,”
“major security-based swap participant,” and eligible contract participant,” See Further
Definition of “Swap Dealer,” “Security-Based Swap Dealer,” “Major Swap Participant,”
“Major Security-Based Swap Participant” and “Eligible Contract Participant”, Securities
Exchange Act Release No. 66868 (Apr. 27, 2012), 77 FR 30596 (May 23, 2012).

Moreover, section 712(a)(8) of the Dodd-Frank Act provides that the Commission and

the CFTC, after consultation with the Board, shall jointly promulgate such regulations
regarding “mixed swaps” as may be necessary to carry out the purposes of Title VII. The
Commission and the CFTC have jointly proposed such regulations. See Product
Definition Proposing Release.

See, e.g., Report of the Senate Committee on Banking, Housing, and Urban Affairs
regarding The Restoring American Financial Stability Act of 2010, S. Rep. No. 111-176
at.34 (stating that “[sJome parts of the OTC market may not be suitable for clearing and
exchange trading due to individual business needs of certain users. Those users should
retain the ability to engage in customized, uncleared contracts while bringing in as much

- of the OTC market under the centrally cleared and exchange-traded framework as

possible.”).




CCP assumes t'he counterparty credit risk of each of the original counterparties that are members
of the CCP."® Structured and operated appropriately, CCPs may improve the management of
counterparty risk aﬂd may provide additional beneﬁts. such as multilateral netting of trades.!!
One key way in which the Dodd-Frank Acf promotes clearing of such contracts is by
requiring a process by which the Commission would determine whether a security-based swap is
required to be cleared. Section 3C of the Exchange Act, as added by Section 763(a) of the Dodd-
Frank Act (“Exchange Act Section 3C”),'? creates, among other things, a clearing requirement’
with respect to certain security—based swaps. Specifically, this section provides that “[i]t shall be
unlawful for any person to engage in a security-based ‘swap unless that person submits such
security-based swap for clearing tov a clearing agency that is registered under this Act or a
cleaﬁng agency that is exempt from registration under. this Act 1f thé -éecﬁrity-based sWap is

required to be cleared.”’? Exchange Act Section 3C requires the-Commission to adopt rules for a

See Cecchetti, Gyntelb'erg and Hollanders, Central counterparties for over-the-counter
derivatives, BIS Quarterly Review, Sept. 2009, available at: '
http://www.bis.org/publ/qtrpdf/ir gt0909f.pdf.- ‘

See id. at 46 (stating that the structure of a CCP “has thice__ clear benefits. First, it
improves the management of counterparty risk. Second, it allows the CCP to perform
multilateral netting of exposures as well as payments. Third, it increases transparency by
making information on market activity and exposures — both prices and quantities —
available to regulators and the public”); see also Bank for International Settlements’
Committee on Payment and Settlement Systems and Technical Committee of the
International Organization of Securities Commissions, Guidance on the application of the
2004 CPSS-I0SCO Recommendations for Central Counterparties to OTC derivatives
CCPs: Consultative report, (May 2010), available at: http://www.bis.org/publ/cpss89.pdf.

7 15US.C. 78c-3 et seq.

13 See 15 U.S.C. 78¢-3(a)(1) (as added by Section 763(a) of the Dodd-Frank Act). The
- requirement that a security-based swap be cleared will stem from the determination to be
made by the Commission. Such determination may be made in connection with the
review of a ¢learing agency’s submission regarding a security-based swap, or any group,
category, type or class of security-based swaps, that the clearing agency plans to accept
for clearing. See 15 U.S.C. 78¢-3(b)(2)(C)(ii) (as added by Section 763(a) of the Dodd-
Frank Act) (“[tJhe Commission shall . . . review each submission made under
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may still be cleared on'a non-mandatory basis by the clearing agency if the clearing agency has
rules that permit it to cléar such security-based swap. In addition, Exchange Act Section
3C(b)(1) provides that “[t]he Commission on an ongoing basis shall review each security-based
swap, or any group, category, type, or class of security-based swaps to make a determinatién that
such.secun'ty-based swai), or group, category, type, or class of security-based swaps should be
required to be clear;ad” (“Commission-initiated Review’l’).16 :

Title VIII of the Dodd-Frank Act, entitled the Payment, Clearing, and Settlement
Supervision Act of 2010 (“Clearing Supervision Act” or “Title VIII™), provides for enhanced
regulation of financial market utilities, such as clearing agencies, that manage or operate a |
muitilateral systerr.lv for the purpose of transferring, .cl‘earing or settling payments, securities or
other financial transactions among ﬁnanéiél institutions or bret.vvveen financial institutions ;and the
ﬁhancial market ut‘il.ity.1.7_. The regulatory regime in.Title’ VIII will,oﬁly apply, howev.ér, to
financial market Autili.tie.s tHat the Financial Stability Ovérsight Council (“Council”) designates as
sys_temically important b(o_r likely to becomé systemically important) in accbrdance- with Section

804 of the Clearing Supervision Act.'® Among other requirements prescribed under Title VIII,

See 15 U.S.C. 78c-3(b)(l) (as added by Section 763(&) of the Dodd-Frank Act). The
Dodd-Frank Act does not require rulemaking with respect to Commission-initiated
Reviews.

The definition of “financial market utility” in Section 803(6) of the Clearing Supervision
Act contains a number of exclusions that include, but are not limited to, certain
designated contract markets, registered futures associations, swap data repositories, swap
execution facilities, national securities exchanges, national securities associations,
alternative trading systems, security-based swap data repositories, security-based swap
execution facilities, brokers, dealers, transfer agents, investment companies and futures
commission merchants. 12 U.S.C. 5462(6)(B) (as added by Title VIII).

Pursuant to Section 803(9) of the Clearing Supervision Act, a financial market utility is

systemically important if the failure of or a disruption to the functioning of such financial
market utility could create, or increase, the risk of significant liquidity or credit problems
spreading among financial institutions or markets and thereby threaten the stability of the
financial system of the United States. 12 U.S.C. 5462(9) (as added by Title VIII). Under
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- Clearing agencies registered with the Commission are financial market utilities, as
defined in Section 803(6) of Title VIII;* thué, the Commission may be the Slipervisory Agency A
of a clearing agency that is designated as systemically important by the Council (“designated

_clearing agency”).” A clearing agency must begin filing Advance Notices pursuant to
Section 806(e) once the Council designafes the clearing agency as systemically important as of
the compliance date of new Rule 19b-4(0), which the Commission is adopting today.

On December 15;-:2010, the Commission proposed amendments to Rule 19b-4 under the
Exchange Act to implement these new requirements-by requiring that Security-Based Swap
Submissions under Exchange Act Section 3C and Adi/ance Notices under Section 806(e) be filed
with the Corﬁmission on Form 19b-4.** The Proposing Releas¢ also contained two new rules
that were proposed in accordance with the authoﬁty granted to the Commission pursuant to
Exchange Act Section 3C: (i) proposed Rule .3 Ca-1, which would establish a prbcedure by which
the Commission, at the request of a counterparty or on its own initiaﬁve, may stay the
requirement that a security-based swap is subject to mandatory ciearing, and (ii) proposed
Rule 3Ca-2, which was intended to prevent evasions of the clearing requirement by specifying
that security-based swaps required vto be cleared must be submifted for central clearing to a
clearing agency that functions as a CCP. Finally, the Commission proposed technical,

conforming and clarifying amendments to Rule 19b-4 and Form 19b-4 to conform the rule and

2 12 U.S.C. 5462(6) (as added by Title VIII).

2 See supra note 20 discussing the definition of “Supervisory Agency” under the Dodd-

Frank Act.

See Process for Submissions for Review of Security-Based Swaps for Mandatory |
Clearing and Notice Filing Requirements for Clearing Agencies; Technical Amendments
to Rule 19b-4 and Form 19b-4 Applicable to All Self-Regulatory Organizations,
Securities Exchange Act Release No. 34-63557 (Dec. 15, 2010), 75 FR 82490 (Dec. 30,
2010) (“Proposing Release™). '

24
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Rule 19b-4 and Form 19b-4 and new Rule 3Ca-1 uﬁder the Exchange Act to establish processeé
for (i) how clearing agencies registered with the Comﬁissi’on must submit Seciirity-Based Swap
Submissions to the Commission for a determination by the Commission of whether the security-
based swap (or group, category, type or class of security-based swaps) referenced in the
submission is required to be cleared, and to determine the manner of notice the c>1earing agency
must provide to its members of such submission and (ii) how the Commission may stay the
requirement that a security-based swap is subject to mandatory clearing. The Conimission also
is adopting new Rule 3Ca-2 to prevent evasion of the clearing requirement.

In addition, the Commission is adopting amendments to Rule 19b-4 and Form 19b-4 to
implement Section 806.(e),' Whic;h requires any designated clearing agency for which the
Commission is the Supervisory Agency to provide an Advance Notice to the Commission.
Moreover, the Commission is adopting amendments to Rule 19b-4 and Form 19b-4 to conform
to the requirements specified in Exchange Act Section 19(b), aé amended by Section 916 of thé |
Dodd Frank Act.®® Section 916 provided for new deadlines by which the Commission must |
publish and act upon a proposed rule change submitted by a self-regulatory organri'z‘ation
(“SRO”) and new standards for the approval, disapproval and temporary suspension of a
proposed rule change. Finally, the Commission is adopting a number of technical and clarifying
amendments to Rule 19b-4 énd Form 19b-4.

As set forth in the Proposing Release, Security-Based Swap Submissions and Advance
Notices will be required to be ﬁlgd with the Commission on Form 19b-4 using the existing

Electronic Form 19b-4 Filing System (“EFFS”). Currently, EFFS is used by SROs, which

28 15 U.S.C. 78s(b) (as amended by Section 916 of the Dodd-Frank Act).
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To facilitate this filing reqﬁirement, the Commission is adopting Rule 19b-4(0)(2) to
require clearing égencies to use EFFS and Form 19b-4 for Security-Based Swap Subr_nisvsivons.
As discussed in the Proposing Release, registered clearing agencies, as SROs, are already
required to file proposed rule changes on Form 19b-4 on EFFS. Using the same filing process
for Security-Based Swap Submissions would leverage existing technology and reduce the
resources clearing agencies would have to expend on meeting Commission filing requirements.
Mofeover,‘in situations where a single clearing agency action would trigger more than one filing
requirement, allowing for each filing to be made pursuant to a single Form 19b-4 submission
would improve efficiency in the ﬁling‘ process.. The Commission is adopting the requirements in

new Rule 19b-4(0)(2) substantially as proposed, with modifications made to allow for the

transition to EFFS filing. Specifically, the Commission is currently in the process of designing

and implementing the Commission sysferh upgrades that are necessary in order for Sé(-:urity'-'
Bdsed Swap Submissions to be filed on EFFS. The Commission expects the system upgrades to
EFFS to be completed no later than December 10, 2012. In order to avoid delaying clearing
agencies from making Security-Based Swap Submissions, the COmmission has decided to
provide for a temporary means of submission. As a result, the Commission is adopting Rule
19b-4(0)(2) to provide that Security-Based Swap Submissions filed before December 10, 2012 -
must be filed with the Commission by submitting the Security-Based Swap Submissién toa
dedicated email inbox to be established by the Commission. vA cléaring agency that files a
Security-Based Swap Submission by email must include in the submission the same information
that is required to be included for Security-Based Swap Subrhissions in the General Instructions
for Form 19b-4, as such form has been modified by the rules the Commission is adopting today.

Security-Based Swap Submissions filed on or after Deéemb_er 10, 2012 on Form 19b-4 would
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permitting it to clear the security-based swap in question.”* Another commenter requested that
the Commission “de-couple the determination that a clearing agency may cleér' a security-based
swap from the determination that a .security-based swap should be subject to a mandatory
clearing obligation.”* Finally, one commenter asked for confirmation that “the Commission
intends that a clearing agency ‘eligibility to clear’ review is to be separate from and precede a
security-based swap mandatory clearing review and [that] it is not intended that both reviews can
commence simultaneously.”®

In response to the three comments described above, the Commission notes that its process
for determining whether a security-based swap is required to be cleared pursuant to Exchange
Act Section 3C (which process is triggered by the filing of a Security-Based Swap Submission in
accordance with the amendments being adopted tdday to Rule 19b-4 and Form 19b-4) is separate
andvdistinct from the Commission’s process for determining whether to approve a requesf by a’
clearing agency to commence voluntary clearing of a security-based swap (whic;h process will Be
triggered by the filing of a proposed rule change pursuant to Exchange Aqt Section 19(b)).>’
Each filing process, as well as each resulting Commission determination, is governed byvsepa.rat'e
sections of the Exchange Act, and each operates under separate timeframes. Thus, a clearing »
agency will be required to make a Security-Based Swap Submission regardless of whether it has

existing rules permitting it to clear the security-based swap referred to in the submission.

34 See OCC Letter at 3.

3 See LCH.Clearmnet Lettér at 2-3.

% See ISDA Letter at 4.

37 A more detailed discussion regarding the separation of the two filing requirements (and

subsequent Commission actions) is contained in section I1.F of this release. Notably, the
requirement to submit a proposed rule change is not affected by the rules the Commission
is adopting today related to the process for filing Security-Based Swap Submissions.
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In addition, while the Commission recognizes the concerns raised by the commenter

requesting that these two processes not commence simultaneously,*’ the Commission notes that

the timing and sequencing of each of these processes ultimately will be determined based on the

individual facts and circumstances-of a particular filing. The Commission generally believes that
when a security-based swap is submitted for review under Exchange Act Section 3C and

concurrently filed under Exchange Act Section 19(b) as a proposed rule change, the two separate

reviews will be carried-out on'the same general timeline and likely involving the same staff, both

as a practical matter and to promote efficiency in the use of Commission resources. However, in
circumstances where no proposed rule change ﬁting would be required, such as a case where a
clearing agency’s rules already permit it to clear the security-based swap in question, EFFS and
Form 19b-4 still will be used for the Security-Based Swap Submission.

. ‘; The Commission also received a comment letter that attached a copy of a separate letter
that the commenter submitted to the CFTC requesting, among other things, that the CFTC clarify
that a designated clearing organization (“DCQ”) would not be required to make any submission
to the CFTC fer sWaps pteviously. listed for clearing by a DCO prior to the date of enactment of
Section 723 of the Dodd-Frank Act (“pre-enactment swaps™) or for any swaps that a DCO
cleared prior to the effectlve date of the CFTC’s final rules settmg forth its swap submlssmn
process.! While thls commenter did not explicitly make a concurrent request with respect to
security—based swaps, the Commission notes that it will need to have certain information
regarding any'seeurity-based swap (or any group, category, type, or class of security-based
swaps) listed for clearing by a clearing agency ats of the date of enactment of Exchange Act

Section 3C (i.e., July 21, 2010) (“pre-enactment security-based swaps”) in light of Exchange Act

40 See supra note 36 and accompanying text.

Al See Exhibit A to CME Letter.
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determinations made 'by an ISDA committee will apply to the security-based swaps that the
clearing agency clears.* In response to thi s commenter, the Commission notes that as a general
matter, registered clearing agencies have an ongoing responsibility to ensure that their rules are
in compliance with Section 17A of the Exchange Act, regardless of the source of, or Justification
behind, a new rule or rule‘ change. Accordingly, the Commission .WOUId need to review actions
on a case-by-case basis to determine whether specific actions taken by ISDA or another industry
orgénization would require the filing of a separate proposed rule change or Security-Based Swap
Submission. In that respect, the Commission encourages clgaring agencies to discuss particular

actions with Commission staff in order to determine whether a filing is required.

a. - Substance of Security-Based Swap Submissions: Consistency with-
Section 17A of'the Exchange Act ' :

| . New Rule 19b—4(o)(3).(i), which thé Commission‘ is advopt.ing'as proposéd, requires thaf “
each.Security-B..ased Swap Submission contain a statement explaining how the submission. is
consistent with Section 17A of the Exchange Act. The requirement to submit tile infémati'on
specified in Rule 19b-4(o)(3)(i) is intended to assist the Comr'nissibn in its review of the
Security-Baéed Swap vS.ubmission in Vaccordance with thé standafds Set forth in Exchange Act
Section 3C(b)(4)(A).*® Section 17A specifies, among other things, that the Commiséion is
directed, having due regard for fhe public interest, the protection of investors, the safeguarding of

securities and funds and maintenance of fair competition among brokers and dealers, clearing

¥ Seeid.

46 See 15 U.S.C. 78¢-3(b)(4)(A) (as added by Section 763(a) of the Dodd-Frank Act) (“[i]n -
reviewing a [Security-Based Swap Submission], the Commission shall review whether
the submission is consistent with section 17A.7).
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accurate clearance and settlement of securities transactions, assuring the safeguarding of -
securities and funds which are in the custody or control of the clearing agency or for which it is
responsible, fostering cooperation and coordination with persons engaged in the clearance and
settlement of securities transactions, removing impediments to and perfecting the mechanism of
a national system for the prompt and accurate clearance and settlement of securities transactions,’
and, in general, protecting investors and the public interest.”® A registered clearing agency also
is required under Section 17A(b)(3) of the Exchange Act to provide fair access to clearing and to
have the capacity to faéilitate the prompt and accurate clearance and settlement of securities
transactions and derivative agreements, contracts, and transactions for which it is responsible, as
well as to safeguard securities and'funds in its custody or control or for which it is responsible.”!
The Commission did not receive any comments on the requirement contained in Rule " -
19b-4(0)(3)(i) that a vclearing agency explain how-the Security-Based Swap Submission is
- consistent with Section 17A of the Exchange Act. However, one commenter recommended that
the Commission provide further specificity as to precisely what elements of Section 17A(b)(3) of
the Exchange Act “are relevant to the decision to clear a security-based swap and thus must be

9952

addressed in a clearing agency’s submission.” Because each Security-Based Swap Submission

50 See 15 U.S.C. 78q-1(b)(3)(F).

3 See 15 U.S.C. 78q-1(b)(3)(A), (B) and (F).

52 See CME Letter at 2, n.1." In its comment letter, CME Group, Inc. states that Exchange

Act Section 3C “governs the Commission’s responsibility to determine whether a
security-based swap that a clearing agency chooses to clear may be cleared” and also
“requires the Commission to make determinations respecting whether a security-based
swap is subject to the mandatory clearing requirement.” The Commission notes,
however, that Exchange Act Section 3C only relates to mandatory clearing _
determinations. The question of whether a clearing agency may clear a security-based
swap will depend on whether clearing of the security-based swap is permitted under the
clearing agency’s rules. To the extent that a clearing agency’s rules must also be
modified to permit clearing of a new security-based swap (or group, category, type or
class of security-based swaps), such change would need to be approved as a proposed
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agency could specify such procedures. The Commission also encourages clearing agencies to
specify and briefly describe any departures from processes contemplated by clearing égency
rules in reaching a decision to commence clearing the security-based swap, such as exercises of
discretion not to consult established management committees, board committees or participant
committees.

To the extent relevant to its initial conclusion to clear a security-based swap, the clearing
agency could include a clear statement whether it believes that fh¢ secuﬁty-baéed swap (or
group, cétegory, type or class of security-based swaps) that is the subject of the Security-Based
Swap Submission should or should not be required to be cleared by the Commission, together
with a discussioﬁ of the reasons for its belief. If the Commission’s decision to require or not to
require the security-based swap (or group, category,»‘type or class of security-based Swaps) that is
the subject of the submission to be cleared would or would not materially affect the clearing
agency’s judgment that the clearing proposal is consistent with Section 17A of the'Exchange
Act, the clearing agency is encouraged to include a statemenf of this nature and ekplain why this
53

is the case.

b. Substance of Security-Based Swap Submissions: Quantitative and
Qualitative Factors

The Commission also is adopting new Rule 19b-4(0)(3)(ii) to specify what qual'itative
and quantitative factors should be discussed by a clearing agency in its Security-Based Swap
Submission. This rule is being adopted substantially as proposed, with certain non-substantive

changes having been made to correct paragraph numbering. To provide context for the

53 As compliance with each of the standards of Section 17A of the Exchange Act is required

of each registered clearing agency, the information specified throughout this paragraph is
expected to be provided by each clearing agency for any security-based swap (or group,
category, type or class of security-based swaps) being con51dered by the Commission,
including pre-enactment swaps.
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4(0)(3)(ii) pertaining to the five qualitative and quantitative factors.” For éxample, one
commenter urged Commission staff to exercise judgment and flexibility in deténniriing the scope
of information required in connection with the five qualitative and quantitative factors, noting
that some of these factors would require “at most a very cursory mention” in a specific Security-
Based Swap Submission, particularly where the responsive informétion is already well-known to

- the Commission or where the Commission has extensive knowledge of the clearing agenéy’s
rules or opera’ti'ons.sv6 Further, this commenter requested that the Commission clvarify that when a
Rule 19b-4 filing is both a proposed rule Chahge and a Security-Based SWap Submission, ény
information that is self-evident from the text of the proposed rule need not be repeated for the
Security-Ba‘séd Swap’ Submission aspect of the filing.*’

In response to this comment, the Commission reiterates that registered clearing agencies
will be required to submit Security-Based SWap Submissions-for the sole purpose of submitting
the information necessary for the Commission to determine, pursuant to Exchange Act
Section 3C(b)(2)(C)(ii), whether the security-based swap described in the submission is required
to be cleared (i.e., subject to méndatory cle‘a"r‘ing).‘ As d.iscussed'in‘sectio'n II.’A.lWand.throughout
this release, the process by which the Commission will determine whethér a security-ba'séd swap
is required to be cleared following the submission ofa Sécurity-Based SWap Submission _is
separate and distinct from the process by which the Commiséion wili determine whether to

approve a new security-based sWap for voluntary clearing followiﬁg the filing of a proposed rule

> See, e.g., CME Letter, LCH.Clearnet Letter and OCC Letter. -
See OCC Letter at 3-5. |

7 Seeid.
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Section 3C(b)(4)(B) were most relevant to the Commission in making its determination as to
whether a security-based swap is required to be cleared and less relevant in the context of a
submission by a clearing agency seeking approval to clear a security-based swap.®® This
commenter rﬁaintained that requiring clearing agencies to pefforrh an analysis of the qualitative
and quantitative factors set forth in Exchange Act Section 3C(b)(4)(B) in connection with
seéking approval to clear a security-based swap would be “broad and burdensome,” noting that
the Commission has a great deal of information necessary to address the statutory factors by
virtue of the extensive reporting reéuirements under the Dodd-Frank_Act.m

Similarly, a separate commenter requested that the Commission amend the informatioﬁ*
requirements in the proposed rule “such that a clearing agency is required to include in its
submission only that information which is necessary for determining the suitability of a s'vecun't’y-
based swap for clearing and the eligibility of a clearing agency to clear that security-based swap
(but not the information required to support the determination of whether a security-based sWap
should be subject to a mandatory clearing obligation).”® In furtherance of this suggestion, the
commenter suggested specific deletions to the infonnation requirements in the proposed rules
that were based on the five statutory factors set forth in Exchange Act Section 3C(b)(4)(B).%*

In response to the comménters discussed in the two preceding paragraphs, the
Commission notes that the factors speciﬁed in new Rule 19b-4(0)(3)(ii) are identical to the
qualitative and quantitative factors that the Commission 1s required to consider bursuarit to

Exchange Act Section 3C(b)(4)(B) when determining whether a security-based swap (or group,
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In a_ddition, the Proposing Release included examples of information that a clearing
agency “could” consider including in its Secun'ty—B.;clsed Swap-Submission in orderto respond to
the quantitative and qualitative factors specified in‘Ex;:hange Act Section 3C.6ﬁ4 Some
commenters urged the Commission to incorporate these examples into its final rul_és, thereby
requiring all of this information to be included in a clearing agency’s Security-Based Swap
Submissio'n.65 For exarhpl_e, one commenter SUgggsted that the proposed rules did not include
requirements to ensure that Security-Based Swap Submissions provide sufficiently detailed

information; this commenter stated that the range of information discussed in the proposed rule

-as information a clearing agency “could” include appears to be éssential information that the

Commission could use to “efficiently aﬁd effectively determine whether the clearing»_agency
should be allowed to clear the swap, or Vw,_het‘her the swap should be reqﬁired to cleér:”“: A
second commenter requested that the Cor'nrﬁis_sion, ata minimum, replécc_ the \yord‘ “éould” with
“shall” in the list of disclosures required to bé included in a Security-Based Swap Spb,rﬁission.67
A third commenter urged thé Commission to “require _ever"y ¢1caring ageﬁCy to _silbmit all

of the information identified in the [Proposing] Release and in the instructions as potentially

64 See Proposing Release, supra note 24, at section ILA.L.b.

65 See, e.g., comment letter of Americans fof Financial Reform (Feb. 14, 2011) (“AFR

Letter”); comment letter of Américan Federation of State, County and Municipal
Employees (“AFSCME”) (Feb. 14, 2011) (“AFSCME Letter”); and comment letter of
Better Markets, Inc. (Feb. 14, 2011) (“Better Markets Letter”).

o See AFR Letter at 2.

67 See AFSCME Letter at 3-4. While AF SCME suggested that all of the examples
identified in the release be incorporated into the rule, it highlighted as particularly
relevant the reference to information on product specifications, including copies of any
standardized legal documentation, generally accepted contract terms, standard practices
for managing and communicating any life cycle events associated with the security-based
swap and related adjustments, and the manner in which the information contained in the
confirmation of the security-based swap trade is transmitted.
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In response to the three commenters discussed above, the Commission believes that the

requirements contained in new Rule 19b-4(0)(3)(ii) strike an appropriate balance by requiring
clearing agencies to submit the information necessary to allow the Commission to make |
informed and timely mandatory cléaring determinations. In particular, the Commission believes
that the information requiremenfs contained in Rule 19b-4(0)(3)(ii) provide for the submission of
a comprehensive set of information to. be included in a preliminary Security-Based Swép
Submission’.. For example, the Commission believes that most Qf the infonnatioﬁ discussed in
the proposed rule as information a clearing agency “could” include in a Security-Based Swap
Submission is already contemplated by the rules the Commission is adopting today." In fact, in
the discussion set forth both the Proposing Relga’se and in the paragraph immediately below, the -

Commission has attempted to tie each example identified as information a clearing agéncy

Commission when it decides not to make a Security-Based Swap Submission or when it
“rejects a class” of security-based swaps for clearing, the Commission notes that, to the
extent that these commenters’ suggestion is directed toward the Commission’s ability to

ensure that clearing agencies do not reject new security-based swaps for clearing for

improper reasons, such as anticompetitive reasons, other provisions of the Exchange Act
provide the Commission with the ability to investigate and address potential
anticompetitive behavior if it occurs. For example, Section 17A of the Exchange Act
provides that clearing agency rules must not be designed to permit unfair discrimination
in the admission of participants or among participants in the use of the clearing agency
and that the rules may not impose a burden of competition that is not necessary or
appropriate in furtherance of the provisions of the Exchange Act. See 15 U.S.C. 78g-

1(b)(3)(F) and (I). All proposed rule changes filed by clearing agency with the

Commission under Exchange Act Section 19(b)(2) are subject to approval by the
Commission and all Security-Based Swap Submissions will be subject to Commission
review to determine whether a security-based swap should be required to be cleared.
Pursuant to Rule 17a-1, a registered clearing agency must keep copies of all documents
made or received by it in the course of its business as such and provide copies of any
such documents to the Commission upon request. See 17 CFR 17a-1. The Commission
has broad authority under Section 17(b) of the Exchange Act to conduct examinations of
clearing agencies. See 15 U.S.C. 78q. And ultimately, under Section 19(h) of the
Exchange Act, the Commission has the authority to bring an enforcement action against a

‘clearing agency that has violated or is unable to comply with any provision of the

Exchange Act, the rules or regulations thereunder, or its own rules. See 15 U.S.C. 78s.
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4(0)(6) (to the extent that the information is requested in connection with an actual Security-
Based Swap Subrhission) or in all cases pursuant to the Commission’s generél Supervisbry
authority té the extent that it believes such information will be relevant to its cbnside‘ration of the
Security-Based Swap Submission or otherwisé.

Nevertheless, and as described in the Proposing Reélease, the Commission believes that’
while the content of each Security-Based Swap Submission will depend on the specific product
referenced therein and the particular set of C_ir'cumstances related to the clearing arrangement,
many common types of information likely will be responsive to a large number of these types of
submissions. For example'? with respect to Rule 19b-4(0)(3)(ii)(A), a statement describing thé o
existence of outstanding notional exposures, trading liquidity and adequate pricing dat'a"éovuld
address pricing sources, models and procedures demonstrating an ability to obtdin price data to
measure vcredit exposures in a timely and accurate manner, as well as measures of historical =~
fnarket liquidity and trading activity, and expected market liquidity and trading activity if the
security-based swap is required to be cleared (including information on the sources of éuch
measures). With respect to Rule 19b—4(0)(3)(ii)(B)é a statement describing the availability of a
rule framework could include a discussion of the rules, policies or procedures applicable to the
clearing of the relevant security-based swap. Additionally, a discussion of credit support
infrastructure could include the methods to addresé and communicate requests for, and posting
of, collateral. With respect to Rule 19b-4(0)(3)(ii)(C), a discussion of systemic risk could
include a statement on the clearing agency’s risk management procedures including, among
other things, the measurement and monitoring of éredit exposures, initial and variation margin
methodology, methodologies for stress testing and back testing, settlement procedures and

default .mahagemént procedures. With respect to Rule 19b-4(0)(3)(ii)(D), a discussion of fees
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access market participants) that may result from.a determination that the security-based swap (or
group, category, type or class of security-based swaps) is required to be cleared.”

- The Commission believes that basing the information submission requirements in new
Rule 19b-4(0)(3)(ii) on the five statutory factors set forth in Exchange Act Section 3C(b)(4)(B),
and supplementing these fequirement's by pr'dviding tﬁe above examples of information that the
Commission believes could be responsive, is an appropriate approach to implementing the
statute because it retains the flexibility provided for in the Proposing Release to allow clearing
agencieé to address the statutory factors based on the facts and circumstances of a particular
submission without requiring specific data points that could be overly prescriptive at the outset.
At the same time, the Commission recognizes that a requirement that does not provide enough -
detail could result in an inefficient use of clearing agency and Commission resources 1f Security-
Based Swap Submissions contain a large amount of unnecessary or irrelevant‘informétion. To
that extent, the Commission encourages clearing ag’encies to discuss, at least initially,
prospective Security-Based Swap Submissions with Commission staff to help determine what
materials would be responsive to the requirements of new Rule 19b—4(o)(3)(ii) and Exchange Act
Section 3C(b)(4)(B) in the context of a particular s’ubmiésion.

C. Substance of Security-Based Swap Submissions: Open Access

Exchange Act Section 3C also requires that the rules of a clearing agency that clears

s In addition to the information required to be submitted to the Commission pursuant to

new Rule 19b-4(0)(3), and any information identified in this release as an example of
information that clearing agencies may wish to provide in their submissions, the
Commission may also require additional information as necessary to assess any of the
factors it determines to be appropriate in order to make a determination of whether the
clearing requirement applies. See infra section 11.A.1.g (discussing new Rule 19b-

4(0)(6)).-
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Security-Based Swap Submission, the Commission notes that Exchange Act Section 3C(a)(2)
provides the authority for including this requirement in new Rule 19b-4(0)(3)(ii) in that it
requires that the rules of a clearing agency that clears security-based swaps subject to the
clearing requirement be in compliance with the two open access provisions.” By requiring that
compliance with the open access requirements be assessed each time a clearing agency files a
Security-Based Swap Submission, the clearing agency will be required to démonstrate that it
continues to satisfy these ongoing conditions prior to listing a new security-based swap (or
group, category, typé,‘ or class of security-based swap) for clearing. Because clearing in'a
particular security-based swap is limited to a small number of clearing agencies, it is critical that
access to the clearing agency be open and available to market participants having due regard for
- risk management considerations,” Further; the Commission believes that requiring élearin‘g o
agencies to address the two open access requirements in a Security-Based Swap Submission
generally would not require a clearing agency to conduct a completely novel anafysiS or to

consider factors with which it is unfamiliar as clearing agencies are already required to address

& See 15 U.S.C. 78¢-3(a)(2) (as added by Section 763(a) of the Dodd-Frank Act).

” The Commission has previously recognized that certain conflicts of interest at clearing

agencies or among their members could restrict open access to the clearing agency. See
Ownership Limitations and Governance Requirements for Security-Based Swap Clearing
Agencies, Security-Based Swap Execution F acilities, and National Securities Exchanges
with Respect to Security-Based Swaps under Regulation MC, Securities Exchange Act
Release No. 63107 (Oct. 14, 2010), 75 FR 65882 (Oct. 26, 2010) (noting that “[a]
consequence of increased use of central clearing services, however, is that participants
that control or influence a security-based swap clearing agency may gain a competitive
advantage in the security-based swaps market by restricting access to the clearing agency.
If that occurred, financial institutions and marketplaces that do not have access to central
clearing would have limited ability to trade in or list security-based swaps.”). The
Commission also recognized, however, that clearing agencies may legitimately impose

* minimum participation standards that could affect open access. See id (“The provisions
in Section 17A recognize that a clearing agency may discriminate among persons in the
admission to, or the use of, the clearing agency, by requiring that participants meet
certain financial, operational, and other fitness standards. However, Section 17A also
requires that sanctioned discriminations must not be unfair.”). ‘ ’
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Commission believes that it is important to provide guidance on how it intends to implement
these statutory requirements

ih practice. Speaiﬁcally, the Commission believes that the statutory requirement to
“provide at least a 30-day public comment” was intended, at least in part, to enable the public to
have an opportanity to comment on the Security-Based Swap Submission and to provide
information for the Commission to consider as part of making its determination whether the
clearing requirement should apply to the submission. Accordingly, the Commission will indicate
in each notice that it publishes ofa Security-Based Swap Submission that public comment will
be accepted during the period spé'ciﬁed. in the notice (which will in no event be less than 30
days). In addition, the commenf period .will begin and end within the 90-day determination
period (as opposed to beginning after the Commission has made its final determination). The
Commission expects.to publish-ﬁotice of the Security-Based Swap Submiission 1n the Federal
Register and it also ihtends to publish notice on the Commission’s publicly-available website at
www.sec.gov. Such notice would- include the solicitation of public comment for the period
specified in the notice. This process is consistent with the current process that is in place for
proposed rule changes under Exchange Act Section 19(b)(2) and Rule 19b-4.

Although the Commission did not propose rules with respect to the procedure it will
follow in publishing Security-Based Swap Submissidns for public comment, one commenter
requested that the Commission extend the minimum public review period to 45 days.?* This
commenter also recommendad that the commént period should not commence until after: (1) the
clearing agency has proven the ability to clear the product through testing; (2) the clearmg

agency has sufficient operat10nal resources and estabhshed connect1v1ty to the market using

8 §_e§>ISDA Letterat 11.
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commencement of the public comment pro'cess would delay the Commission’s potential receipt
of feedback from the public whiéh, in the Commission’s experienée reviewing proposed rule
changes, is often an important source of information.for' supplementing or challenging the
material submitted by the SRO.

In addition, a commenter recommended that the Commission adopt an extended o
transition périod between the daté that a determination is made that a security-based swap is
required to be cleared and the date clearing becomes mandatory for that product.®® This
commenter also recommended a second transition period from “when the ‘exchange/security-
based swap execution facility trading’ requirement is determined to when such requirement takes
effect.”®’ Finally, this commenter recommended “full transparency of clearing ‘agenc'y
fequirements and'performance dui‘ing_such periqd(s).”” Although the substance of the
Commission’s mandatory clearing determinations and the tirriing of implementation of those
determinations are not addressed in the rules being adopted todziy, which focus on the process by
which clearing agencies submit filings, the Commission understands the importance of ensuring
that clearing agencies énd market pérticipants are given an appropriate amount of time and
guidance to comply with a clearing mandate. In many cases, the determination of when and how
a clearing requirement should be implemented will.depend on the particular product that the
Commission detérmines is required to be cleared. The Commission further notes that Exchaﬁge

Act Section 3C(b)(4)(C) provides that the Commission, in making a mandatory clearing

Security_—Bascd Swap Submission within twenty-one business days of the original
submission.

SeeISDA Letterat 10-11.

¥ Seeid.

%0 Seeid. at 11.
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agency is notified that the Security-Based Swap Submission is not properly filed.*® These
requirements should help ensure that submissions that-are being actively considered by the
Commission are readily available to the members of the clearing agency and the public and help
- provide for a more transparent process.

The Commission notes that the current instructions-for Form 19b-4 require an SRO to file
with the Commission copies of notices issued by the SRO soliciting comment on the proposed
‘rule change and copies of all written comments on the proposed rule chahge received by the SRO
(whether or not comments were solicited) from its members or participants.”® Any
correspondence the SRO re¢eives a_ﬂer it files a proposed rule change, but before the
Commission takes ﬁnél act_ion on the proposed rule change, also is required to be filed with the
Co_mmissioﬁ.” The SRO is required to summarize the substance of all such comments received
and reépond in detail to any significant issues réised in the comments abqut the proposed rule
change.”® In accordance with the changes the Commission is adopting today, clean’ng agencies |
will be subject to these same requirements in connection with Security-Based Swap
Submissions_. The Commission believes that applying these requirem_ent‘s in the instructions to |
Form 19b-4 to Security-Based Swap Submissiqns will provide the Commission with an
opportunity to consider the various viewpoints express_gd by commenters by making sure
relevant cominents are included in the Security-Based Swap Submission.

Finally, one commenter requested that the Commission require clearing agencies “to

| notify the Commission, as well as the public, of the type of swap being considered at the time it

- Proposed Rule 19b-4(0)(5).

% Seeltems 5 and 9 (Exhibit 2) of the General Instructions for Form 19b-4. 17 CFR
240.819.

_ See id.
%8 Item 5 of the General Instructions for Form 19b-4. 17 CFR 240.819.
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security-based swaps to define different products: (1) instrument description; (2) aCceptable
- currencies (and whether the Contract is single cﬁrrency); (3) acceptable indices; (4) types (e.g.,
total return or price return); (5) maximum residual term; (6) notional amount (minimum to
maximum of the reievarit currency unit); (7) applicable day count fraction; (8) applicable
business day convention; (9) minimum residual term of the trade (i.e., the period from the date of
submission of the trade to the date of termination); and (10) applicablé calculation periods.'®!

Although the commenter did provide specific suggestioné of certain characteristics that
could be used to create groups, categories, types or classes of security-based swaps, the
Commission did not recelve any comment letters responding to its requests for suggestlons as to
how best toutilize the individual characteristics, which may include among other things the
underlying security, tenor, and coupon of the security-based swap, to aggregate security-based
swaps into groups, categories, types or classes. In addition, the Commission notes that it has not
yet received any Security-Based Swap Submissions and does not have detailed information about
how clearing agencies would create groups, categories, types or classes of security-based swaps
in determining whether to clear such security-based swaps. For these reasons, the Commission
believes that allowing these key terms to evolve over time as an iterative process between the
clearing agencies and the Commission ié preferable to prematurély hard-cO‘diﬁg definitions into
the rules without the benefit of experience.

Nevertheless, the Commission continues to believe that requiring multiple security-based
swaps in each submission — to the extent that such groupings are practicable and reasonable (e.g.,
by taking into consideration appropriate risk management issues applicable to the aggregation) —

would streamline the submission process for Commission staff and the clearing agencies. This

101 See ISDA Letter at 3-4.
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g. Other Issues Related to Security-Based Swap Submissions

Proposed Rule 19b-4(0)(6)(i) provided that, in making a mandatory clearing
determination, the Commission would take into account the factors addressed in the Security-
Based Swap Submission and any additional factors the Commission determinés to be
appropriate. Proposed Rule 19b-4(0)(6)(i) also required a clearing agency to provide any
additional information requested by tﬁe Commission as necessary to make a determination. In
addition, proposed Rule 19b-4(0)(6)(ii) provided that, in making a determination of whether or
not the clearing requiremeﬁt Would apply to the security-based swap (or any group, category,
type, or class of security-based swaps) described in the submission, the Commission may require -
such terms and conditions as the Commission détermines to be appropriate in the public -
interest. 1.0.3 :

In coﬁnection with proposed Rule 19b-4(0)(6), one commenter urged the Commission to -
remove the language allowing the Comfnissibn, in addition to considering the five statutory
factors éet forth in Exchange Act Section 3C(b)(4)(B), to consider “any additional factors the
Commission determines to be appropriate"’ in connection with a mandatory clearing
determination. The commenter believes that this language exceeds the Commission’s statutory
authority and would expose the pfoposed rules to potential litigation.'%*

The Commission has Careﬁllly considered the comments it received in respect of
proposed Rule 19b-4(0)(6). While the Commission disagrees with the commenter that the
Commission lacks authority to promulgate a rulé allowing it to consider “any additional factors

the Commission determines to be appropriate” in connection with a mandatory clearing

' See 15 U.S.C. 78¢-3(b)(4)(C) (as added by Section 763(a) of the Dodd-Frank Act) and
proposed Rule 19b-4(0)(6)(ii).

1os. S_ee‘v Better Mafkets Letter at 8‘-'1 0.
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As noted above in connection with the Commission’s modifications to proposed Rule
19b(0)(6)(i), promulgating rules to reiterate existing Commission powers and obligations is
unnecessary, and the Commission believes that it would be prudent to remove these types of
provisions so asto simplify the final rule to focus on'the process by which clearing agencies will
be required to make Securi.ty-B'ased Swap Submissions with the Commission. |

In the Proposing Release, the Commission-also requested comment on whether a clearing
agency, in connection with each submission or in some circumstances, should be required to
include an independent Validatioh of its margin methodology and its ability to maintain sufficient
financial resources. In'response to this request, one commenter expressed an opinion that
independent validations may be helpful in verifying elements of a submission, but that the
Commission should use caution in allowing them to become a substitute for the Commission’s
own judgment. This commenter also urged the Commission to pay careful attention to the
question of what constitutes “indepéndenCe”.,for these purposes.lo7 Another éomménter noted
that a clearing agency should have an ongoing internal process for validating its internal risk
models, which process should be indép‘endent of the internal models’ development,
implementation, and operation.'® As such, this commenter believes that it should be permissible
for the review persornnel to be emp1(3yed by the clearing 'agéncy, so long as they are not invqlved
in the devel‘oprhent, implementation’, and operation of the risk models.'® This commenter

further recommended that the independent validation evaluate “empirical evidence and

based swaps, described in the submission is required to be cleared) and 15 U.S.C. 78c-
3(b)(4)(C) (as added by Section 763(a) of the Dodd-Frank Act) (providing that the

* Commission, in making a mandatory clearing determination, may require such terms and
conditions to the requirement as the Commission determines to be appropriate).

197 See AFR Letter at 3.
1% See OCC Letter at 3.

1 .
109 See id.
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initiated Reviews. Commission staff are in the process of determining how these reviews will
proceed, particularly with respect to sources of and access to the information the Commission
will need to conduct Commission-initiated Reviews, and whether any rulemaking reléted to these
reviews is necessary, either now or in the future.

h. Additional Comments

The Commission also received a number of comments that did not directly relate to the
‘process of filing Security-Based Swap Submissionsvor to any speéiﬁc provision in new Rule 19b-
4(0). In particular, many of these comments related to the clearing of security-based swaps in
general and to the rationale underlying the Commission’s specific mandatory clearing
determinations. While the Commission appreciates receiving the benefit of the public’s views on:
a wide range of issues, the Commission nevertheless reiterates that the rules that are being
adopted today are limited solely to the process by which clearing agencies will be required to
make Security-Based Swap Submissions with the Commission. Accordingly, the Commission is
" not modifying the final rules in resporse to the comments summarized below. However, the
Commission continues to consider a number of important issues related to its subétantive
mandatory clearing determinations, including many of the points raised in these comment letters.
To the extent that these issues are raised by a particular Security-Based Swap Subrhission, the
Commission will address them at the appropriaté time:

For example, one commenter urged the Commission to exempt certain strudured
security-based swaps from the mandatory clearing requirement on the basis that such instruments
are “not clearable” as they are not standardized, their underlying collateral pool cannét be

evaluated, they would transfer risk to the clearing entity and clearing would require the posting
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three Japanese bank groups requested that the Commission adopt regulations under the Dodd-

Frank Act “with the effect that Japanese banks, including their U.S. branches, are not made

subject to the application of Title VII requirements.

» 118

In addition, one commenter provided the Commission with a copy of a separate comment

that it submitted to the Commission in connection with proposed rules regarding the registrétion

and regulation of security-based swap execution facilities (“SB SEFs”), suggesting that one

aspect of proposed Rule 19b-4(0) relates to a proposed rule for SB SEFs.!'® Another commenter

provided a number of suggestions for expanding access to central clearing of security-based

118

119

See comment letter from the Bank of Tokyo-Mitsubishi UFJ, Ltd., Mizuho Corporate
Bank, Ltd., and Sumitomo Mitsui Banking Corporation (May 6, 2011). In the alternative,
these commenters requested that the regulations issued pursuant to Title VII: (1) not
apply to transactions between affiliates of a bank group regulated as a bank holding
company and (2) not apply to a foreign dealer — particularly one that is subject to
comprehensive home country regulation — with respect to requirements that would
otherwise apply due to transactions entered into by the foreign dealer with a U.S. based

dealer regulated as a swap dealer or security-based swap dealer pursuant to Title VII.

Finally, these commenters requested that the effective dates of all adopting regulations
under Title VII be deferred until December 31, 2012, which is the deadline for
compliance with the G-20 mandate, so as to avoid overlapping and inconsistent
regulatory regimes

See comment letter of GFI Group Inc. (“GFI”) (Apr. 4, 2011) and Registration and
Regulation of Security-Based Swap Execution Facilities, Securities Exchange Act
Release No. 34-63825 (Feb. 2, 2011), 76 FR 10948 (Feb. 28, 2011) (“SB SEF Release”).

‘Specifically, in'the SB SEF Release, the Commission proposed Rule 812 to implement

Section 3D(d)(3) of the Exchange Act, which would require that an SB SEF permit
trading only in security-based swaps that are not readily to susceptible to manipulation.
Proposed Rule 812(b) would provide that, prior to permitting the trading of any security-
based swap, an SB SEF’s swap review committee must have determined, after taking into
account all of the terms and conditions of the security-based swap and the markets for the
security-based swap and any underlying security or securities, that such swap is not
readily susceptible to manipulation. GFI requested that the Commission specify that an
SB SEF would be deemed to have satisfied the requirement in proposed Rule 812 with
respect to a security-based swap if the Commission has previously required such security-
based swap to be cleared. The Commission notes that this comment is unrelated to the
process rules being adopted today. However, the Commission notes that it will consider
this comment in the context of the SB SEF Release.
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. the context of the process rules being adopted today, but the Commission will consider the issues
raised in these letters as they pertain to relevant areas outside of this rulemaking.'?

2. Prevention of Evasion of the Clearing Requirement.

New Rule 3Ca-2 is being adopted as proposed. Specifically, the new rule clarifies that
the phrase “submits such security-based swap for clearing to a cl‘earing agency” found in
Exchange Act Section 3C(a)(1) — which establishes the mandatory clearing requirement for
security-based gwaps — to mean that the security-based swap subject to the clearing requirement
must be submitted for central clearing to a clearing agency that functions as a CCP. Exchange
Act-Section 3C(d)(1) directs the Commission to pre‘scribe rules (and interpretations of rules) the
Commission determines to be necessary to prevent evasions of the clearing requirements. '**

Specifically, the term “clearing agency” is defined broadly under the Exchange Act,'®
and clearing agencies may offer a spectrum of clearing services. The Commission has idéntiﬁed
‘ the foilowing entities and-activities as falling within the definition of clgaﬁng agency:

(i) clearing corporations; (ii) securities depositories; and (iii) matching services.'*® Asa result,

123 For example, with respect to the international application of mandatory clearing

determinations, rather than addressing the international implications of Title VII ina
piecemeal approach, the Commission is considering addressing the relevant international
issues holistically in a single proposal. Such a proposal would give investors, market
participants, foreign regulators, and other interested parties an opportunity to consider the
Commission’s proposed approach to the application of Title VII to cross-border security-
based swap transactions and non-U.S. persons that act in capacities regulated under the
Dodd-Frank Act. This approach should generate thoughtful and constructive comments
for us to consider regarding the application of Title VII to cross-border transactions.

124 See 15 U.S.C. 78¢-3(d)(1) (as added by Section 763(a) of the Dodd-Frank Act) (stating
that “[t]he Commission shall prescribe rules under this section (and issue interpretations
of rules prescribed under this section), as determined by the Commission to be necessary
to prevent evasions of the mandatory clearing requirements under this Act.”).

125 See supra note 8 (discussing the definition of “clearing agency” pursuant to Exchange

Act Section 3(a)(23)).
‘ 126 See Order Approving the Clearing Agency Registration of Four Depositories and Four
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for central clearing as opposed to other clearing functions or services. Accordingly, Rule 3Ca-2
clarifies the reference to “submits such security-based swap for clearing to a clearing agency” in
Exchange Act Section 3C(a)(1) to mean that the security-based swap must be submitted for
central cleaﬁng to a clearing agency that functions as a CCP. Upon the effective and compliance
dates for Rule 3Ca-2, counterparties must submit security-based swaps to a clearing agency for
central clearing in order to meet the clearing requirement set forth in Exchange Act Section
3C(a)( 1).l29 The Commission believes that submission to a clearing agency for clearing services
other than central clearing would not satisfy a mandatory clearing requirement because only a
clearing agency that functions as a CCP guarantees performance on the trade and thus mitigates
counterparty credit risk between the bilatéral parties to the trade.

The Com‘rﬁission received two comments on Rule 3Ca-2, of which one expressed strong
support for the rule to be adopted as proposed.'*® The second commenter suggested that the
Commission propose rules to addreﬂss the potential for evasion through “spurious customization,”
such as situations where parties fo a-security-based swap intentionally include terms in the
relevant contract that have no economic purpose other than to cause.the contract to fall outside -

the scope of the clearing agency’s rules."!

The Commission is adopting Rule 3Ca-2 as proposed,
but will continue to monitor the clearing of security-based swaps as the market develops and will
consider whether additional action should be taken to implement the anti-evasion provisions of

Exchange Act Secﬁon 3C, including the suggestion raised by the commenter described above.

B. Stay'of' thé Clearing Requirement and Review by the Commission

New Rule 3Ca-1 establishes a procedure for staying a mandatory clearing requirement

129 See 15U.S.C. 78¢-3(a)(1).
130 See AFR Letter at 2-3.
Bl See OCC Letter at 5-6.
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security-based swap be cleared (i.e., the initial mandatory clearing determination) and the factors
the Commission would consider when determining whether to subsequently reverse the prior
determination. Accordingly, requiring a party seeking a stay to address the same factors that a
clearing agency was required to include in the original Security-Based Swap Submission
provides the Commiésion with a logical poi.nt from which to begin its analysis. M(ireover,
because the application for the stay will, pursuant to Exchange Act Section 3C(c)(1), be made by

a counterparty to a security-based swap subject to a clearing requirement,13 3

the Commission wil»l
need basic information on the clearing agency that clears the relevant security-based swap,
particularly if the Commission needs to request additional information from the clearing agency
in order to make a determination whether to grant the 'étay or whether to modify the existing
clearing requirement. As such, to the extent that the Commission determines that it requires
additional information in the possession of the clearing agency (as distinguished from the -
information it received from the counterparty), new Rule 3Ca-1(d) requires that any clearing
agency that has accepted for clearing the security-based swap subject to the stay provide
information requested by the Commission in the course of its review during the stay.13 4

' New Rule 3Ca-1(e)(1), which is being adopted as proposed, provides that, upon

135

completion of its review, *” the Commission may determine unconditionally, or subject to such

33 See 15 U.S.C. 78¢-3(c)(1) (as added by Section 763(a) of the Dodd-Frank Act)
(indicating that a stay could be initiated either pursuant to an application of a
counterparty to a security-based swap or on the Commission’s own initiative).

134 Rule 3Ca-1(d) is being adopted substantially as proposed, with the one modification

being the deletion of the phrase “but need not be limited to”” when describing what the
Commission’s review of a request for a stay should consider. The reasons for this
deletion from the proposal and the Commission’s explanation as to why it does not
substantively affect the rule are discussed at the end of this section. 17 CFR 240.3Ca-
1(d).

Exchange Act Section 3C(c)(2) requires the Commission to complete such clearing
review not later than 90 days after issuance of the stay, unless the clearing agency that

135
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clearin'g'requirement.140 Speciﬁcally,‘ this commenter cited situations in which there is an
absence of‘compefition, Where there is an unresolved clearing membér default at the only:
clearing agency then clearing the relevant product, where the Commission determines to impose
a mandatory clearing requirement where no cleaﬁng agency has elected to clear the product, or
where a product subject .to mandatory clearing becomes so illiquid as to threaten the clearing
agency’s ability to calculate margin or to manage a default.'*! In response to these comments,
the Commission notes that the purpose of new Rule 3Ca-1 is, similar to new Rules 19b-4(n) and
(0), to establish the process by which certain parties are required to submit information to- the
Commission. Nevertheless, the Commission appreciates the commenter’s views and will
consider them to the extent tﬁe issues raised by the commenter are implicated in a particular
application for a stay.

A second c’omr’neh\tér requested that the Commission delete the phrase “but need not be
limited to” from proposed Rule 3Ca-1(d) when describing what the Commission’s review of a
request for a stay should consider.'* The commenter believes that thisvl’anguage exceeds the -
Commission’s statutory authority and that the language in Exchange Act Section 3C permits the
Co'mmission only to consider the five qualitative and quantitative factors that the Commission is
required to consider When'méking an initial mandatory clearing detennination. The commenter
further believes that the purpose of the stay provision is to “afford the Commission more time to
complete its review.”'** In\respor'lse’ to these comments, the Commission notes that stétutory V

provisions regarding the Commission’s ability to grant a stay of the clearing requirement refers

40 SeeJSDA Letterat12.
141 See id,

142 " gee Better Markets Letter at 10-11.-

143

w2

ee id.
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| its rules, procedures or operations that could materially affect the nature or level of risk presented
by the financial market utility."*” To implement tﬁis filing requirement, new Rule 19b-4(n) will
require that an Advance Notice be submitted td the Commission electronically on Form 19b-4.
In addi.tion, Rule 19b-4(n) will define when a proposed change to a clearing agency’s rules,
procedures or operations could materially affect the nature or level of risks presented by the
designated financial market utility. This definition will determine when an Advance Notice
under Section 806(¢) must be filed -with the Commission. Further, the Commission is adopting,
as proposed, corresponding amendments to Form 19b-4 as discussed in more detail in section
I.D. |

As with Security-Based Swap Submissions filed pursuant to Exchange Act Section 3C,

the Commissioﬂ'anticipates that in many cases a proposed change may be required to Be filed as
an Advance Notice under Section 806(e) and'és a proposed rule change under EXChange Act
Section 19(b). This is because a proposal that qualifies as a proposed change to arule, procedure
or operation that materially affects the nature or level of risk presented by the designated clearing
agency under Section 806(e) may also qualify as a proposed rule change under Exchange Act
Section 19(b).'** Asa result? a designated clearing agency may be required to vﬁlé' a proposal as

an Advance Notice and as a proposed rule change. Designated clearing agencies, as SROs, will

T See 12 U.S.C. 5465(e)(1)(A) (as added by Title VIII).

148 For example, if the proposed change described in the Advance Notice requires a change

in addition to, or a deletion from, the rules of a designated clearing agency, the action
also would require the filing of a proposed rule change under Exchange Act Section
19(b). Section 3(a)(27) of the Exchange Act defines “rules” broadly to include “the
constitution, articles of incorporation, bylaws, and rules, or instruments corresponding to
the foregoing . . . and such of the stated policies, practices, and interpretations of such
exchange, association, or clearing agency as the Commission, by rule, may determine to
be necessary or appropriate in the public interest or for the protection of investors to be
deemed to be rules of such exchange, association, or clearing agency.” 15 U.S.C.
78c(a)(27). '
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As a result, the Commission is revising proposed Rule 19b-4(n)(1) to provide that Advance
Notices filed before December 10, 2012 must be filed with the Commission by submitting the
Advance Notice to a dedicated email inbox to be established by the Commission."® oA
designated éleaﬁng agency that files an Advance Notice by email must include in the notice the
same information that is required.to be included for Advance Notices in the General Instructions
for Form 19b-4, as such form has been modified by the rules the'Commission is adopting
today."”' Advance Notices filed on or after December 10, 2012 on Form 19b-4 would include

the same substantive information.

1. Standards for Determining. When Advance Notice is Required
Section 806(e)(1)(A) requires a designated financial market utility to provide 60 days .
advance notice to its Supervisory Agency of any proposed change to its rules, proced‘ures or
operations that could materially affect the nature or level of risks presented by the designated .

132 For purposes of this requirerhent, the phrase “materially affect the.

financial market utility.
nature or level of risks presented” is defined in new Rule 19b-4(n)(2)(1) to mean the existence of

a “reasonable possibility that the change could affect the performance of essential clearing and

settlement functions or the overall nature or level of risk presented by the designated clearing

130 The Commission’s Office of Information Technology maintains a system, known as the

'E-Mail Encryption Solution, that allows persons outside the agency to compose and send
encrypted emails to users within the Commission. The guide for external users wishing

~ to utilize the E-Mail Encryption Solution is available at:
http://wapps.sec.gov/oitintranet/oit learn/pdf/Smail-external-guide-01-05-2011.pdf.

51 The Commission notes that a designated clearing agency must also continue to meet the

filing requirements of Rule 19b-4 and Form 19b-4. For example, if the change that
requires the designated clearing agency to file an Advance Notice with the Commission
is also a proposed rule change under Exchange Act Section 19(b), the designated clearmg

~agency must file the proposed rule change with the Commission on Form 19b-4 using
EFFS and separately file the Advance Notice with the Commission by email.

2 12 U.S.C. 5465(e)(1)(A) (as added by Title VIII).
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resources, liquidity and -operational abilities to continue to make payments_fo non-defaulting
rpartic"ipants on time. Additional examples of the types of matteré that could fall within the
categories listed above include changes to the methods for making margin calculations, liquidity
arrangements and significant new services of the clearing agency.

Moreover, while a broad interpretation of the materiality threshold is consistent with the
underlying principles of the Clearing Supervision Act and desirable to permit a review of all
matters that affect the risks presented by clearing-agencies, not every change to a designated
vclearing agency’s rules, procedures or operations will be material. Accordingly, new Rule 19b-
4(n)(2)(iii); which is being adopted as proposed, includes two broad categories of examples of
changes to rules, procedures or operations that the Commission believes would not materially
- affect the nature or level of risks presented by a designated clearing agency, and therefore would
not require the filing of an Advance Notice. The first category includes, but is not limited to,
changes to an existing procedure, control, or service that do not modify theé rights or obligations
of the designated clearing agency or persons using its paymeht, clearing, or settl'ement'services
and that do not adversely affect the safeguarding of securities, collateral, or funds in the custody
or control of the designated clearing agency or for which it is responsible. The second category
includes, but is not limited to, changes concerned solely with the administration of the designated
clearing agency or related to the routine, daily administration, direction and control of
employees. The Commission believes that both categories of changes dé not pertain to the core
functions pefformed by a clearihg agency and, therefore, would not materially affect the nature

or level of risk presented by the clearing agency.
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require an' Advance Notice for a termination or reduction of a liquidity arrangement at the -

instance of the clearin;;agency’.”]61

A second commenter expressed concern regarding the potential scope and burden of the
requirement to submit Advance Notices in general, with a specific emphasis on the
Commission’s proposed definition of “materially affect the nature or level of ﬁ'sks presented” in
Rule 19b-4(n)(2).'*? In particular, the commenter argued that the requirement to submit
Advance Notices should apply only to “matters of tru¢ importance that require attention by the

Commission and comment by the public.”'®?

Accordingly, the commenter urged the

, Commission to avoid an overly expansivéapp"lication of the requirement so as no.t to create
undue strain on the designated clearing agency’s resources, and to take into account the -~ -
designated clearing agency’s prior expen'en(':e. and judgment in filing proposed rulévchangcf,s with
the Commission pursuant to Excﬁange Act Section 19(b), the positions taken by the designated
clearing agency during its consultations with the Commission r’e'garding a change that could
poténtially result in an obligation to file an Advance Notice and the role and views of other
entities responsible for silpervising the designated clearing agency.164 '

After careful consideration of these two commenters’ views that the definition of

| “materially affect the nature or level of risk preserited” is over broad, the Commission has

decided to adopt Rule 19b-4(n)(2), as proposed. As discussed in the Proposing Release, the

12 See DTCC Letter at 3-4.

163 See id. The Commission notes that Section 806(e) of the Clearing Supervision Act,

which establishes the requirement that a financial market utility submit Advance Notices
to its Supervisory Agency, also contemplates review of the Advance Notice by the Board
and consultation between the Board and the applicable Supervisory Agency. See 12
U.S.C. 5465(¢)(3) and (4) (as added by Title VIII).

164 Seeid.
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decrease risk), the Commission notes that as a practical matter, manyvchanges to the rules,
procedures or operations of a designated clearing agency tnay have both risk-increasing effects
in some respects of a designated c‘learing agency’s operations and risk—reducing effects in other
respects. Forexample, a change in the .clearing agency’s margin calculation methodology could
result ‘in increased margin requirements for some members of the clearing agency and decreased
margin requirements for other members. For that reason, Section 806(e) establishes the
requirement to file Advance Notices with the Commission without distinguishing between
changes} that could materially increase or decrease the nature or level of risk.

Finally, and in response to a commenter’s suggestion that proposed ch.anges relating to a
line of credit or the renewal of a liquidity facility be excluded from the Advance Notice
requirement on the basis that imposing a 60 day delay in a designated cleariné agency;e ability to
rely on such financing could be impractical and potentially increase risk for the clearing agency,
the Commission notes that Section 806(e)(1)(I) permits a designated clearing agencyi to
implement a change in less than 6t) days if the Commission notifies the destgnated clearing |
agency in writing that it does not object to the proposed. change to the designated clearing
agency’s rules, procedures or operatlons and authorizes the designated cleanng agency to
1mplement the change on an earlier date, subJect to any conditions 1mposed by the
Commission.'® Accordmgly, a designated clearing agency that w1shes to implement a change in
less than 60 days may request that the Commlssmn expedlte review of the Advance Notlce and

provide the written notlﬁcatlon under Section 806(e)(1)().

% 12 US.C. 5465(e)(1)(I) (as added by Title VIII).
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One commenter requested that the Commission modify the public notice provisions
contained in new Rule 19b-4(n) in order to permit designated clearing agencies to request
confidential treatment with respect to an Advance Notice and any related material (including, in
certain circumstances, the fact of the filing itself) where tﬁe public disclosure of the notice or any
such related material would (i) jeopardize the ability of the designated clearing agency to
successfully achieve the objective of the proposed change which is the subject of the Advance
Notice or (ii) disclose sensitive non-public information.®® "This commenter noted specifically
that because changes requiring the filing of an Advanée Notice by their nature affect risk and risk
management controls, “they may intrinsically involve matters of great sensitivity, which are not
appropriate for public discl.osure.”169 Section 806(e) does not require that an Advance Notice be
made pﬁblicly available. .How’evef, the Commission is requiring publication of these notices by
rule in order to give interested persons an dpportunity to express their views with respect to a
proposed change filed under Section 806(¢e). Although as a general matter the Commission

believes that providing for a public comment period will benefit its review of Advance Notices,

" the Commission also understands the commenter’s concern that changes requiring the filing of

an Advance Notice could, in some cases intrinsically involve proprietary infprmatiqn regarding a
designated clearing agency’s risk management, the publig disclosure of Which could povtentially
harm the operations of the clearing agency. In such circumstances, the CommisSion believes that
it 1s appropriate that an Advance Notic;g be permitted to be non-public, Acc.ordingly, the

Commission has added new Rule 19b-4(n)(6) to provide that the provisions of new Rule 19b-

4(n) requiring publication of the Advance No_tice in the Federal Register and the posting of the

notice on the designated clearing a_gericy’é website will not apply to‘any information contained in

168 See DTCC Letter at 7-8.
169

w2

ee id.
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‘under Section 806(e). Because Sections 806(e)(1)(G) énd (D provide that a designated clearing
agency may implement a proposed change that is the subject of an Advance Notice if the
Commission does not object to it, the Commission will not issue a public order granting approvai
of the relevant change, as it does with proposed rule changes under Exchange Act Section 19(b).
Because theré will not be a Commission action to indicate when an Advance Notice has been
permitted to take effect, the Commission is adopting new Rule 19b-4(n)(4)(i) to require the’
designated clearing agency to post notice on its website. Moreover, new Rule 19b-4(b)(n)(ii),
which is being adopted as proposed, requires the designated clearing agency to post notice on its
website of the time at which the proposed change becomes effective if that date is different from
the date on- which the proposed change is permitted to become effective. In order to give
interested parties timely notice of the change, this notice will be required to be posted within two-
business days of the effective date. The Commission is allbwing two business days for the
designated clearing agency to post such notice because the existing notice requirement in Rulé :
19b-4(1), which requires SROs to post a proposed rule change filed under Exchange Act Sectién
19(b) and any amendments thereto on its website, is two bu;siness days after filing of the
proposed rule changé, and any amendments thereto, with the Commission.'”? Onée the notice of
the effectiveness of the proposed change has been posted, the designated clearing agency will be
permittgd to remove its original posting of the Advance Notice (and any amendments thereto)
from its website because notice of the change will no longer be necessary after the public is
notified that the change has taken effect. VPursuant to new Rule 19b-4(n)(3)(i), which is being
adopted as proposed, a designated clearing agency also may remove the Advance Notice from its

website if it withdrew the notice or if it was notified that such notice was not properly filed. The

' 17 CFR 240.19b-4(1).
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the date such information is received by the Commission.!” The Commission, may however,
pursuant to Section 806(e)(1)(H), extend the review period for an additional 60 days for
proposed changes that raise novel or complex issues, subject to the Commission providing the
designated clearing agency with prompt written notice of the extension.!”® Finally, Sectior

, 806(e)(4) requires that the Commission consult with the Board before taking any action on, or
completing its review of, the change referred to in the Advance Notice.!”” The timeframes set
forth in Section 806(e) determine when a proposed change to a desigﬁated clearing agency’s
rules, procedures or operations will become effective, and the Commission does not believe
additional rulemaking related to these timeframes is necessary at this time.

4, Implementation of Proposed Changes and Emergency Changes Pursuant'
to Section 806( e)

Section 806(e)(1)(F) prov1des generally that a designated clearing agency may not
implement a proposed change filed as an Advance Notice dunng the applicable review period,'”
which is typically 60 days from the Commission’s receipt of the Advance Notice, but may be

longer if the Commission requests additional information or extends the review period in

175 12 U.S.C. 5465(e)(1)(E) (as added by Title VIII). The Commission expects that a

designated clearing agency would submit a comment letter to the Secretary of the
Commission each time that it provides any additional information to the Commission on
EFFS in response to a Commission request for information made pursuant to Section
806(e)(1)(D). For purposes of the time periods set forth in Sections 806(e)(1)(E) and (G)
the new 60-day period will begin on the date the Commission receives the additional
information and the comment letter. Because the Commission will include a copy of this
letter in its specific comment file for the Advance Notice, which is available on the
Commission’s website, this approach will provide the means for notifying the public that
the information was submitted.

76 12U.8.C. 5465(e)(1)(H) (as added by Title VIII).
"7 12U.S.C. 5465(¢)(4) (as added by Title VIII).

2

‘ '8 12U.S.C. 5465(e)(1)(F) (as added by Title VIII).
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order fér the designated clearing agency to continue to provide its services in a safe and sound
manner.'®* In reviewing the emergency notice, the Commission may require modification or
rescission of the relevant change if it .determ'ines that the change is not consistent with the

' purpoées of the Clearing Supervision Act, including all applicable rules, orders, or the risk
management standards prescribed under Section 805(a) of the Clearing Supervision Act.'®> The
Coﬁmission did not receive any comments on a designated clearing agency’s ability to act on an
emergency basis. Designated clearing agencies would be required to provide such emergency
notice on Form 19b-4, purs;iant to the General Instructions, which are being adopted
substantially as.proposed. '

D. Amendments to Form 19b-4

In conjunction with new Rules 19b-4(n) and (o), the Co,mm>issio'n is adopting
amendments to Form 19b-4 to reflect the requirements to file Security-Based Swap Submissions
and Advance Notices with the Commission. Speciﬁcally,'thé Commission is modifying the
cover page of Form 19b-4 to add additional checkboxes so that a clearing agency may indicate
that the filing is being submitted as a Security-Based Swap Submission or an Advance Notice (in
the case of a designated clearing agency) as well as a proposed rule change under Exchange Act |
Section. 19(b), in each case to the extent applicable. A clearing agéncy will be able to select
more than one filing type, check the appropriate box or boxes to indicate the filing type and
subfnit all related information as a single filing. In other words, in cases where a proposed

change must be filed pursuant to all three filing requirements, the clearing agency would be able,

812 U.S.C. 5465(e)(2)(C) (as added by Title VIIT).

'8 12U.S.C. 5465(e)(2)(D) (as added by Title VIII). Pursuant to Section 806(e)(3), the
Commission is required to provide the Board concurrently with a complete copy of any
notice, request or other information it receives. However, the Commission is proposing
that the designated clearing agency file copies of any such notice, requests or other
information directly with the Board in-order to help meet this requirement.
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. assoclated with the designated clearing agency’s payment, clearing or settlement activities and
the sufficiency of any proposed risk management techniques.
The Commission also is adopting a new Exhibit 1A to the General Instructions for the

Federal Register notice template used by clearing agencies as an exhibit to the Form 19b-4 filing.

New Exhibit 1A will be used only by clearing agencies. All other SROs will continue to use the

current Exhibit 1 to prepare the Federal Register notice for proposed rule 'changes_. The

- Commission is adopting a separate exhibit for clearing agencies because the rules requiring
notice of Security-Based Swap Submissions and Advance Notices to be pubiished in the Federal

Register will apply only to clearing agencies. Instructions on preparing a Federal Register notice

for Security-Based Swap Submissions and Advance Notices are unnecessary for all other SROs.
In order to avoid any confusion, the Commission is providing clearing agencies with Exhibit 1A
to use to prepare a Federal Register notice for a proposed rule change, Securify—Based Swap
' Submission, or Advance Notice, or any combination of the three. The amendments to the
General Instructions for Form 19b-4 also incorporate the:statutory timeframes and other
procedural requirements that are contained in Exchange Act Section-3C and Section 806(e).
Méreover,_ pursuant to existing Rule 19b-4(j), SROs are required to sign Form 19b-4
electronically in connection with filing a proposed rule change and to .retain a copy of the
signature page in accordance with Rule 17a-1. Ur_1d§:r the rules the Commiséi'on is adopting
today, Rule 19b~4(j).has b_éen‘ modified such that" it also would apply to S'ecurity-Based Swap
Submissiéns filed in accordance with Exchange Act Section 3C and Advance.Notices filed in
accordance with Section 806(e)..
- In addition, the Commission is adopting changes to the General Instructions for

 Form 19b-4, as proposed, to reflect the new deadlines by which the Commission must publish
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‘ | Genéral Instructions thereto, as compared to the version that was included in the Proposing
Release, to conform to changes made to new Rule 19b-4(0)(3), as described in detail in section
ILLA.1.b of this release, and to make other necessary clarifications to the form to reflect
typographical edits, changes to the form made pursuant to an interim final rule that was adopted
after publication of the Proposing Release,'®® and other non-substantive revisions to eliminate or

correct potentially vague or confusing language.'*’

E. Amendments to Rule 19b-4 Relating to Section 916 of the Dodd-Frank Act
Under Exchange Act Section 19(b)(2)(E),' as added by the Dodd-Frank Act, the
Commission is required to send the notice of a proposed rule change filed by an SRO to the

Federal Register for publicatipn thereof within 15 days of the date on which the SRO’s website

188 See Amendment to Rule .Filing Requirements for Dually-Registered_.Clearing Agencies,
Securities Exchange Act Release No. 34-64832 (July 7, 2011), 76 FR 41056 (July 13,
‘ 2011). : S
189 In addition to the changes described in this section, the Commission has also made a

number of minor typographical and clarifying revisions to the form as compared to what
was included in the Proposing Release, including: (i) correcting typographical errors and
inserting missing graphics on the face of the form, (ii) correcting typographical errors in
the descriptions of the components of the form and inserting missing language in the
description of Exhibit 1A, (iii) inserting parentheses to distinguish existing language from
new language in Item A of the General Instructions, (1v) inserting language into Item B of
the General Instructions to make clear that Advance Notices and Security-Based Swap
Submissions are submitted to the Commission pursuant to different statutes, (v) inserting
a missing word and closed parenthesis in Item D of the General Instructions, (vi) deleting
the word “also” in the second sentence in Item 1(a) to make clear that the text of the

- proposed rule change should be included “either” in Exhibit 5 or Exhibit 1 (or Exhibit 1A
in-the filing of a clearing agency) (vii) revising the title of Exhibit 1A in Item 11 of the
General Instructions, (viii) clarifying a defined term in Item 3 in of the General
Instructions (Note 3), (ix) adding the phrase “If the proposed rule change is subject to
Commission approval” to the beginning of the sentence in Item 6 to reflect the fact that
only certain types of proposed rule changes are subject to Commission approval and
(x) modifying Item II of Exhibit 1A to clarify which items of the General Instructions are
specifically applicable to the exhibit. Based on the non-substantive nature of these
revisions, the Commission finds notice of the revisions is not necessary. See 5 U.S.C.
553(b). ' -

‘ 0 15U.8.C. 78s(b)(2)(E). .
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filing processes for Exchange Act Section 3C, Section 806(¢) and Exchange Act Section 19(b)
by proposing that all such filings be made electronically on Form 19b—4.7

| New Rules 19b-4(n) and (o) and the corresponding amendments to Form 19b-4 are being
adopted to avoid duplicative filings ‘and to streamline the process and burden on clearing
agencies and the Commission. However, the filing requifements of Exchange Act Section 3C,
Section 806(e) and Exchangé Act Section 19(b) are distinct from each other and subject to
different statutory standards for Commission review. As a result, a clearing.agency that files
pursuant to more than oné of these s'ecfions must meet the requirements of the applicable
regulatory scheme before the applicable change may become effective.

Accordingly, it is likely that many proposals made by clearing aéencies may be filed and

require review under more than one of the three Commission review procedures discussed

_herein. For example, a designated clearing agency may be required to submit an Advance Notice

in connection with its Security-Based Swap Submission if the requirement to clear the security- -
based swap described in the submission would materially affect the nature or level of risks
presented by the designated clearing agency. Moreover, if the designated clearing agency did
not have existing authority under its rules to clear-the relevant security-based swap, such action
also would require a proposed rule change filing under Exchange Act Section 19(b).

In other cases, only _on.e of the fhree Commission-review pyocedufes may apply because
the scope of propo"sals requiﬁng review under each of Scctioﬁ 806(6) and Exchange Act
Section 3C is in some ways broader and in other wayé narrower in comparisén to Exchange Act
Section 19(b). There is, 'foriexample, bth>e potential that écrtain changes to_the operations of a

designated clearing agency'may not require the filing of a proposed rule change under Exchange

Security-Based Swap Submission or Advance Notice also meets the criteria for a
proposed rule change. - '
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Notic.e‘s with the Commission and to make Security-Based Swap Submissions would not replace
the existing Exchange Act Section 19(b) rule filing process, nor will a filing made under
Exchange Act Section 3C or Section 806(e) eliminate the need to satisfy the requirements, of the
other processes to the extent they are applicable. In other words, the Commission review
required by Exchange Act Section 3C is different from the review required under Section 806(e),
which in turn is different from the review required under Exchange Act Section 19(b).

‘Section 806(e) requires an analysis of the risk management issues that may'impact the
clearing agency, its participants, or the market. Exchange Act Section 19(b), by contrast, |
requires a broader evaluation and an analysis as to whether the proposed rule change is
consistent with the requirements of the E)I(rchange Act and the rules thereunder. Finally, - .
Exchange Act Section 3C only applies when a cleariﬁg agency plans to accept for cléar'i'n_g‘a
security-based swép (ora group‘, category,'type or class of security-based swaps), and the
standard for review is based on a number of specified factors, including but not limited to:

(1) how the submission is consistent with Section 17A of the Exchange Act and (ii).the factors
specified in Exchange Act Section 3C relatiﬁg to the security-based swap, the market for the
security-based swaps, and the clearing agency. |

The Commission believes that these distinct 're'vieWSvr‘navke it possible for a submission
made on Form 19b-4 to be acceptable under the standards for review for one of the three
purposes but not under the others.'*® For example, in cases where a clearing agency’s plan to

accept a new security-based swap (or any group, category, type or class of security-based swaps)

193 The Commission notes, however, that when a proposal is required to be filed as both a

proposed rule change and an Advance Notice, the proposal would not become effective
until the statutory provisions applicable to both types of filings are satisfied. For
example, a rule proposal may provide for sound risk management practices but also have
an anticompetitive aspect that would not satisfy the requirements of the Exchange Act.
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particularly as commenters have stated that a significant amount of data would need to be
provided in connection with a Security-Based Swap-Submission. More broadly, the Commission
is cognizant of the general need to provide for the orderly and methodical implementation of
mandatory clearing determinations, commencing with the deterrhinations made with respect to
pre-enactment security-based swaps.'** After considering these issues, the Commission has
deteﬁnined that the compliance date for new Rule 19b-4(0) will be the date that is 60 days after
» the date the Commissionlissl'Jes‘jits first written determination pursuant to Exchange Act Section
3C(b)(2)(C)(iD)'** determining whether a security-based swap, or group, category, type, or class
of security-based swaps, is required to be cleared.

- The Commission expects that such first determination will address pre-enactment
security-based swaps (i.e., seéurity-based swaps listed for clearing by a clearing agency as of the -
date of enactment of Exchange Act Section 3C), which, pursuant to Exchange Act .Sectioni o
3C(b)(2’)(B)', were deemed to be sﬁbmitted to the Commission as of such date.'*® Two clearing
agencies listed security-based swaps for clearing as of July 21, 2010, and provided an extension -

’to the 90-day review period in Exchange Act Seét‘ioh 3C(b)(\3), which otherwise would have
commenced on July 21, 2010. However, as with other Security-Based Swap Submissfons, the
Commission is required by the Exchange Act Section 3C to make a determination with respect to
such pre-enactment submissions within the appliqable review period. As de’scﬁBed above, that
section also requires the Commission to make the submission of pre-enactment security-based

swaps available to the public and to provide at least a 30-day public comment period regarding

194 See supra note 43 and accompanying text.

P 15U.S.C. 78¢-3(b)(2)(C)(iii) (as added by Section 763(a) of the Dodd-Frank Act).
% See 15 U.S.C. 78¢-3(b)(2)(B).
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Specifically, the Commission has submitted revisions to the current collection of information
titled “Rule 19b-4 Filings with Respect to Proposed Rule Changes by Self-Regulatory
Organizations” (OMB Control No. 3235-0045). The Commission also has submitted revisions to |
the current collection of information titled “Form 19b-4 under the Securities Exchange Act ofv
1934” (OMB Control No. 3235-0045). Finally, the Commission has submitted a new collection
of information titled “Rule 3Ca-1 St'ay‘ of Clearing Requirement and Review by the Commission
under the .S¢curities Exchange Act of 1934” to OMB for review in accordance with 44 U.S.C.
3507 and 5 CFR 1320.11. OMB has not yet assigned a control number to the new collection of
information. An agency may not conduct or sponsor, and a person is not required to respond to,
a collection of information unléss it displays a currently valid control number. Any information
submitted to the Commission will be made pﬁblicly avaiiable.

In the Proposing Release, the Commission solicited comments on the collection of
information requirements.'® No written comments were received on the estimates in the
Propqsing Release, although the Commission received informal comments from eight clearing
agencies prior to issuing the Proposing Release in order to inform its estimates in that release.
For the most part, the Commission is not making any changes to the estimates in the Proposing
Release; however, some initial burden estimates have been adjusted, as discussed below, to-
reflect updated information on such burden estimates. : ‘

A. Summary of Collection of Information

1. Amendments to Rule 19b-4 and Form 19b-4

Rule 19b-4 currently requires an SRO seeking Commission approval for a proposéd rule

change to provide the information stipulated in Form 19b-4. Form 19b-4 currently requires a

199 See Proposing Release, supra note 24.

93




risk presented by the designated clearing agency.

The Commission anticipates that in many cases, a clearing agency wiIl be required to file
a proposal under Exchange Act Section 3C or Section 806(e) when it is already required to file a
proposed rule change under Exchange Act Section 19(b). Accordingly, clearing agencies will be
able to submit on the same Form 19b-4, proposals required to be filed with the Commission
under Exchange Act Section 3C or Section 806(e) that they are already required to submit under
Exéhange'Act Section 19(b). In some cases, however, a clearing agency will be required to file a
proposal under Exchange Act Section 3C or Section 806(e) and not under Exchange Act Section
19(b), for. example where a proposal materially affects the nature or level of risks presented -by
the clearing agency but does not change the rules of the clearing agency.

| In addition, Exchange Act Section 3C and Section 806(e) each require information to be "
provided as part of the filing that is.in addition to the info’rmétion required to be filed with-a:
proposed rule change under Exchange Act Section 19(b). A clearing agency will be required to
include as part éf a Security-Based Swap Submission a statement that includes, but is not limited
to: (i) how the submission is consistent with Exchange Act Section 17A; (1) information that
will assist the Cqmmission in the quantitative and qualifative assessment of the factors specified
in Exchange Act Section 3C; and (111) how the rules of the clearing agency meet the criteria for
open access.

Section 806(e) provides that the Advance Notice iriciude a description of the na.tl_lre of the
proposed change and the expected effects on risks to the designated clearing agency, its
participants, or the market and it must provide a description of how the desi gnated clearing
agency will manage any identified risks. A desi gnated clearing agency also will be required to

provide any additional information requested by the Commission as necessary to assess the
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Commission’s own initiative, may stay the clearing requirement until the Commission completes
areview of the terms of the security-based swap and the clearing of the security-based swap that
the clearing agency has accepted for clearing. A counterparty to a security-based swap that
applies for a stay of the clearing requirement for.a security-based swap (or group, category, type,
or class of security-based swaps) will be required to submit to the Cominission the infonnation
set forth in new Rule 3Ca-1(b).%!

Any clearing agency. that has accepted for clearing a security-based swap (or group,
category, fype, or class of security-based snvaps) that is subject to the stay of the clearing
requirement will be required to provide information requested by the Commission as it
determines to be necessary and app'ropriate to assess any of the factors in the course of the -
Commission’s review.

B. A Use of Information

1. Amendments to-Rule 19b-4 and Form 19b-4

The 1nformat10n currently required under Rule 19b 4 and reported on Form 19b-4 is used
by the Commission to review proposed rule changes filed by SROs pursuant to Exchange Act -
‘Section 19(b)(1)**? and to provide notice of the proposals to the general public. The Commission
relies upon the information received in SRO filings, as well as public comments regarding the
information, in reviewing and reaching decisions about whether to approve a proposed rule
change.

The information to be provided by clearing agencies pursuant to the amendments to Rule
195—4 and Form 19b-4 will be used by the Commission to evaluate Secunty-Based Swap

Submissions and Advance Notices. The Commission will use the information filed on Form

201 See Supra section I1.B.

22 15U.8.C. 78s(b)(1).
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Security-Based Swap Submission. As with proposed rule changes under Exchange Act
Section 19(b), the Commission will solicit comment from interested parties on 'proposals: filed
under Exchange Act Section 3C and Section 806(e). Interested .paﬂies could use the information
to comment on the proposed change and to provide feedback on the development of the clearing
agency’s service offerings and the rules, procedures and operations of the clearing agency.

The information collected by the Commission with respect to the date on which the SRO
posted a proposed rule change on its website (if such posting date is not the same as the ﬁling ‘

date) will be used to inform the Commission of the date by which the Commission must send the

SRO notice to the Federal Register for publication.

2. Stay of Clearing Requirement

The infqrmation provided as required by new Rule 3Ca-1 will be _used.by the
Commission to deterri'1ine‘ whether to grant the stay of the clearing requirement sought bya
counterparty and to review whether the clearing requirement will ¢ontinue to apply to the
secufity-based swap (or group, category, type, or élass of security-based swaps) referenced in the
request',:,f‘or_ a stay. |

C. Respondents

1. Amendments to Rule 1'9b-4var'id Form 19b-4

Prior to the enactment of the Dodd-Frank Act, 25 SROs were making .ﬁlings with the
Commission subject to the collectfon of information under Rule. 19b-4 and Form 19b-4. In fiscal
year 2011, these SRO respondents filed 1,606 proposed rule changes subject to the current

collection of information, of which 1,180 proposed rule changes ultimately became effective.”

204 Filings of proposed rule changes are available on the Commission’s website at

http://www.sec.gov/rules/sro.shtml. To avoid duplication, the total figure does not
include certain pre-filings made with the Commission pursuant to Rule 19b-4(f)(6),
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27 1n the Proposing Release, the Commission noted that four

few more in the fbreseeable future.
clearing agencies were at that time authorized to clear security-based swaps pursuant to the
temporary conditional exemptions and estimated that four to six clearing agencies could in the
future clear security-based swaps and be subject to the information collection requirements in the
rules relating to Exchange Act Section 3C. The Commission used the higher estimate (six) for
the PRA analysis in the Proposing Release and the Commission bélieves that such estimate is
still appropriate given the potential for additional clearing agencies to clear security-based swaps
in the future.

The amendments to Rule 19b-4 and Form 19b-4 relating to the requirement to file
Advance Notices with the Commission pursuant to Section 806(e) will only apply to clearing
agencies that are registered with the Commission, designated by the Council ‘as systemicallly’-r o
important, and for which the Commission is the Supervisory Agency. There are cﬁrrently nine’
clearing agencies registered with the Commission; this includes four clearing agencies that were
registered with the Commission to clear securities -transéctions prior to the effectiveness of the
Dodd-Frank Act, two clearing agenéies that currently do not clear any securities transactions,
and three cleaﬁn‘g agencies that were deemed registered under Section 17A(1) after the effective
date of Title VII of the Dodd-Frank Act and that are currently clearing or that plan to clear

208

security-based swaps.”" -In addition, and as noted above and in the Proposing Release, a few

207 Based on the significant level of capital and other financial resources necessary for the

formation of a clearing agency, the Commission does not expect there to be a large
number of clearing agencies that seek to clear security-based swaps.

2% Of the four clearing agencies that were authorized to clear security-based swaps at the

time the Proposing Release was issued, one was not deemed registered with the
Commission under Section 17A(1) of the Exchange Act after the temporary exemptions
expired. Accordingly, the Commission has adjusted its estimate of clearing agencies that
currently clear or plan to clear security-based swaps. However, the Commission
recognizes that this clearing agency, as well as others, may seek to clear security-based
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to the Commission. A further amendment to Rule 19b-4 will require an SRO that files a
proposed rule change with the Commission to inform the Commission of the date on which it
posted such proposal on its website if the posting did not occur on the same day that the SRO
filed the proposal with the Commission. FinaHy, new Rule 3Ca-1 specifies the process for a
security-based swap counterparty to apply to the Cofnmission for a stay of the clearing
requirement. | |

2. Rule 19b-4 and Form 19b-4

a.  Introduction

As noted in the Proposing Release, the Commission conducted a survey and received
informal comments from the staff of eight clearing agencies that will be subject to the new - :
requirements in the amendments to Rule 19b-4 and Form 19b-4. These comments were received
prior to the pﬁblication of the Proposing Release and the Commission did not receive any |
additional comments from clearing agencies or any other parties on these estimates after the
Proposing Release was published. Clearing agencies indicated they would have to train
pe?somel and develop policies and procedures in order to implement the new filing requirements
| under Rule 19b-4 ahd Form 19b-4 iﬁ connection with Security-Based Swap Submissionsv and
Advance Notices. In'addition, clearing agencies indicated they would have to submit additional
information to the Commission on Form 19b-4 in order to meet the requirements for ﬁling
Security-Based Swap Submissions or Advance Notices, either as separate filings or as part of
filings also submitted as proposed rule changes under Exchange Act Section 19(b).

The clearing agencies emphasized that the estimated burdens would depend in large part .
on the rules ultimately adopted by the Commission to define and determine how frequently

Security-Based Swap Submissions and Ad\./ance'Notices will be required to be filed and the
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appropriate because the estimates of the burden per filing varied among clearing agencies and
could va.lry.among the filings submitted (i.e., some proposals may be more cohiplex and require
more time for the clearing agency to prepare a Security-Based Swap Submission or an Advance
Notice). In addition, the Commission calculated the burden for the requirements related to
Advance Notices assuming that they would apply to ten clearing agencies and thé burden for the
requirements related to Security;Based Swap Submissions assuming they would apply to six
¢learing agencies.

Finally, the Commission recognized that there will likely to be some substantive and
procedural overlap with respect to the processes for preparing and submitting Security-Based
Swap Submissions, Advance Notices and proposed rule changes that relate to the'sgme subject
matter. For example, in connection with a decision to accept for clearing a new type’ of security-"
based swap that was not pre_vidusly perrnitted under the clearing agency’s rules, é cl¢aring
agency could be required to make a filing as a Security-Based Swap Submission; ;cln Advahée
Notice and a proposed rule change. In this case, because these submissions all relate fo the same
underlying proposal, the amount of time required té prepare a single Form 19b-4 for all fhree
purposes is likely to be less than the aggregate amount of time ordinarily required to prepafe and
submit three separate filings. Nevertheless, in the Proposing Release the Commission calculated
the PRA burden for each process individually without accounting for any reduction due to the |
anticipated overlap in order to assure that the Commission did not underestimate the burdens.
Additionally, the estimates in the Proposing Release were deﬁved from discussions between the
Commission’s staff and staff of the clearing agencies, as described above. A detailed description
of the estimated burdens related to Rule 19b-4 and Form 19b-4'is set forth iﬁ the sections below.

The Commission did not receive any comments on the PRA estimates published in the Proposing
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In the Proposing Release, the Commission estimated that, after the initial training was
completed, each SRO (including pre-Dodd—Frank Act cleariﬁg agencies) would spend
approximately 10 hours annually tr;clining new compliance staff members and updating the
training of existing compliance staff members to use EFFS. The Commission believed that only
- aminimal amount of EFFS training would be submission;speciﬁc and that training a person to
sui)mit either a proposed rule change, Security-Based Swap Subfnission or Advance Notice
would generally be sufficient to allow such person to make one or more of the other types of |
submissions. The Commission did not receive any comments on these estimates in the
Proposing Release and is using them for the rules as they are being adopted today, resulting in a
total annual burden of 350 hours ((six respondent clearing agencies X 10-hours) + (29 respondent
SROs that-are not clearing agencies X 10 hours)).

* . Based on staff discussions with the clearing agencies prior to issuing the Proposing
Release, the Commission estimated in the Proposing Release that there would be a one-time
paperwork burden of 13Q hours for each newly-registered clearing agency to draft and
implement internal policies and procedures relating to using EFFS to submit Security-Based
Swap Submissions, Advance Notices and proposed rule changes with the CommisSion, for a total
of 780 hours (130 hours X six newly-registered clearing agencies). In addition, and based on
conversations withrstaff from the clearing agencies prior to iésuing the Proposing Release, the
Commission estimated that there would be a one-time paperwork burden of 30 hours for each
pre-Dodd—Frénk A.ct clearing agency to draft and implement modifications to existing internal
policies ahd pfocedﬁfes for- using EFFS in order to update them for submitting Security-Based
Swap Submissions and/or Advance Notices with the Commission for a total of 120 hoﬁrs (30

hours X four p,re-Dodd-FrankvAct clearing agencies). The Commission believes, based on its
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estimates that 80 proposed rule changes could be characterized as novel or complex and 1,526
proposed rule changes could be characterized as average. The Comrhission estimates that the
total annual repOrting burden for filing proposed rule changes with the Commission under the
amendments to Rule 19b-4 and Form 19b-4 will be 87,086 hours (((1,526/25) X 35%'2 average
rule change proposals X 34 hours) + ((80/25) X 35 complex rule change proposals X 129
hours)). Thus, on average, the reporting burden for filing prpposed rule changes is 38.74 hours ‘.
(87,086 hours/(2,136 average rule change proposals + 112 cofnplex rule change proposals)). The
Commission made similar estimates in the Proposing Release, only using 2009 fiscal year
numbers, and did not receive any comments on those estimates. Accordingly, the Commission -
believes the modified estimates with 2011 fiscal year numbers are appropriate and, accordingly,
these estimateé have been used for the rules being adopted today.

d. Security-Based Swap Submissions

The Commission stated in the PfopOsing Release that the time required by clearing
agencies to prepare, review and submit Security-Based Swap Submissions to comply with-new
Rule 19b-4(o) likely would vary significantly based on the unique characteristics of each
Security-Based Swap Submission and the submitting clearing agency. The Commission
estimated based on previous discussions with staff from clearing agencies that thé amount of
time that a clearing agency would require to internally prepare, review and submit a Security-
Based Swap Submission would be 140 hours. The Commission also estimated that each clearing
agency would submit 20 Security-Based Swap Submissions annually based on previous

discussions with staff from the clearing agencies. The Commission did not receive any

212 This figure includes the 32 SROs registered with the Commission as of June 15, 2012

plus the additional clearing agencies that the Commission has estimated could potentially
register in the future to clear security-based swaps.
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e. Advance Notices

In the Proposing Release, the Commission estimat;ed that the amount of time that
designated clearing agency representatives will require to internally prepare, review and
electronically file each Advance Notice with the Commission to comply with Rule 19b-4(n)(1)
would be‘90 hours. This estimate in the Proposing Release was based on the staff’s previous
discussions with-the clearing agencies. The Commissionidid not receive any comments on this
estimate. The Commission is modifying Rule 19b-4(n)(1) from the proposal to provide that
designated clearing agencies that file an Advance Notice before December 3, 2012 shall file such
notice with the Commission by email. However, the Commission does not believe the
requirement to submit Advance Notices by email for a limited period of time would change the
estimated amount of tirﬁe for clearing agencies to prepare, review, and electronically file the.
noticés since the material required to be provided in the filing remains the same and the method
for submitting the filing remains electronic. The Commission also estimated in the Proposing
Release that two hours should be added to the time required to prepare each Advance Notice to
comply with the requirement contained in new Rule 19b-4(n)(5) to provide to the Board copies
of all materials submitted to the Commission relating to an Advance Notice contemporaneously
with such submiséion to the Comr_nissionv. The Commission estimated in the Proposing Release
based on previous conversations with staff from clearing agencies that eachides'ignated-cl‘earing
agency would submit 35 Advance Notices to the Comfnission annually. The Commission did

not receive any comments on these estimated burdens in the Proposing Release and is using the

. estimates for the rules being adopted today. Accordingly, the Commission estimates that the

total annual reporting burden on designated clearing agencies submitting Advance Notices

electronically with the Commission pursuant to new Rule 19b-4(n) and Form 19b-4 will be
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were to be deemed registered under Section 17A(1) or that may be regulated by the Commission
in the future to clear secuﬁty-based swaps could incur some one-time costs associated with
posting Security-Based Swap Submissions, Advance Notices and proposed rule changes on their
websites. The Commission estimated that each newly-registered cleaﬁng agency would spend
approximately 15 hours creating or updating its existing website in ordér to provide the .
capability to post these submissions online resulting in a total one-time burden of 90 hour§ (six
respondent clearing agencies X 15 hours). Three of those ciearing agencies were deemed
registered under Section 17A(1) in July 201.2 and were required to begin posting proposed rule
changes on their websites pursuant to existing Rule 19b-4(1).'* Because new Rules 19b-4(0)(5)
and (n)(3).will require Security-Based Swap Submissions and Advance Notices to be posted on a-.
clearing agencies’ websites in the same manner as is required for proposed rule changes,' the L
Commission does not believe these three clearing agencies would incur any additional costs to
creaté or update their websites to pést Security-Based-Swép- Submissions or Advance.Notices
pursuant to the new rules. Accordingly, the Commission is modifying the number of resi)ondent
clearing agencies to include only the three.clearing. agencies it estimates may be regulated by the
Commission in the future in order to clear security-based swaps. The Commission did not
receive any comments on the estimated burden in the Proposing Release regarding the numbér of
hours to create or update a website and is using this estimated hours burden for the ruies as
adopted. The reviséd estimate is a one-time total burden of 45 hours (three rCSpondenf clearing
agencies X 15 hours).

With respect to annual burdens, the Commission estimated in the Proposing Release that

four hoﬁrs would be required by a clearing agency to post a Security-Based Swap Submission on

2% 17 CFR 240.19b-4(1).
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requirement fhat SROs post proposed rule changes on their websites under Rule 19b-4(1) given
the similarities between the two requirements.”'® The Commission therefore estimated that the
total annual reporting burden for designated clearing agencies to post notice on their websites of
any changes to their rules, procedures or operations.v referred to in Advance Notices will be 1,400
hours (35 Advance Notices X four hours X 10 respondent clearing agencies). The Commission
did not receive any comments on these estimates in the Proposing Release and is using them for
the rules as adopted.

The Commission has previously provided PRA estimates with respect to'the requirement
in Rule 19b-4(]) that all SROs post proposed rule changes and amendments to proposed rule
changes on théir websites. The Commission does not believe the rules being adopted today will
change those estimated hour burdens because those rules do not affect the current requirement
that SROs post proposed rule changes on their websites. H‘oweve'r,-the Commission is increasing’

‘the number of respondent SROs given the increased number of clearing agencies that have been
deemed registered under Section 1 7A(D) or that may seek to clear security-based swaps in the
future. Clearing agencies registered with the Comrﬁission are SROs and are required to comply
with the requirements in Rule 19b-4, including the requirement in Rule 19b-4(1) that they post
proposed rule Changes and amendments to proposed rule changes on their websites and to make
any related updates. The Commission’s previous PRA estimates are that SROs take four hours
to post proposed rule change proposals under Exchange Act Section 19(b) and amendments on
their websites and four hours to update the posted SRO rules on their websites once the proposed

rules become effective.?'® There were 1,606 proposed rul,e'changes filed with the Commission
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would impose only a minimal burden, if any, on an SRO. The Commission stated in the
Proposing Release that it believes that SROs currently post their proposed rule changes on their
website on the same day on which they file them with the Commission. Further, the
Commission believes that it is in the interest of an SRO to continue to do so, since prompt
website posting friggers the requirement on the Commission to publish notice of the proposal.
The new notice requirement would only be applicable in a situation where the SRO is unable to
post its proposed rule change on the same day that it files it with the Commissinn, which the
Commission expects would be an unlikely occurrence. However, because the deadline
applicable to Commission publication is tied to SRO website posting, and the Commission has
no means of ascertaining when website posting was made other than by receiving that
information frorn the SRO itself, the Commission is imposing thls réqnirement to capture
neccssary. information to allow it to comnly with Exchange Act Section 19(b), as amendéd by
Secﬁon 916 of the Dodd-Frank Act.

Based on the Commission’s e,xperience'recei\}ing and reviewing proposed rule changes
filed by SROs, the Conimission estimated in the Proposing R’eleasevt'hét SROs will fall to post
proposed rule changes on their websites on the same day as thé ﬁling was made with the
Commission in 1% of all cases, or 16 times each year. Furthef, the Cc'j\"rnmi'ssione_st_ima’ted that
each SRO will spend épproximately one hour preparing and submittingnd‘tice to the
Commission of the date on which it posted the proposed rule change on its website, resulting in a
total annual burden of 16 hours.

Thus, the Commission estimated that the total annual reporting burden under Rule 19b-4
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Proposing Release. Those estimates are discussed below; howéver, the clearing agencies
emphasized that the estimated burdens would depend in large part on the number of stays
requested annually and the scope of the information requested by the Commission in the course
of the related review.

Pursuant to Exchange Act Section 3C(c)(1), the.COmmission on its own initiative or on
the application of a counterparty may stay a clearing requirement made pursuant to Exchange
Act Section 3C(a)(1) until it completes a review of the terms of the security—based swap and the
clearing arrangement. The Commission is unable to estimate accurately the number of times it
may stay a clearing requirerﬁent pursuant to Exchange Act Section 3C(c)(1) because it has not
yet made any mandatory clearing determinations and it does not know what counterparties may
object to a determination ér when they would make an application for a stay. However, the
Commission recognizes that there will likely be some applicatioﬁs for stays from clearing
requirements made pursuant to a Commission determination and, for purposes of the Proposing |
Release, the Commission estimated there would be five applications for stays of a clearing
requirement per clearing agency per year. This figure would repreéen-t one quarter of the
estimated number of Security-Based Swap Submissions from each clearing agenc.y per year, for
a total of 30 applications for stays per year (5 stay applications X 6 respondent clearing
agencies). The Commission did not receive any corhments on this estimate in the Proposing
Release and is using the same estimate for the rules as adopted.

Based on the Commission staff’s discussions with the clearing agencies, the Commission
estimated in the Proposing Release that a clearing agency would spend approximately. 18 hours
to retrieve, review, and submit the information associated with the stay of the clearing

requirement. The Commission also estimated that each clearing agency would be required to
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prepare than_ a new submission, due to the fact that some of the information addressed in the
application for a stay will have already been provided with the Security-Based Swap Submission
when it was published for notice and comment. As discussed above, the Commission estimated
in the Proposing Release that counterparties to security-based swaps transactions would submit
30 applications requesting stays of the clearing requirement. Assuming an houﬂy cost of §354

for-an outside attomey,223'

the total annual cost in the aggregate for the respondent counterparties
to meet these requiremehts would-be $1,062,000 (100 hours X $354 per hour for an outside
attorney X 30 stay of clearing applications). The Commission did not receive any comments on

these estimates in the Proposing Release and is using them for the rules as adopted.

E. - Retention Period of Recordkeeping Requirements

Clearing agencies will be required to retain records of the collection of information (the
manually signed signature page of the Form 19b-4, a file available to interested persons for
public inspectioh and copying, of 'él:l'Security—Based Swap Submissions, Advance Notices and
proposed rule changes made pursuant to Rule 19b-4) and all correspondence and other
communications reduced to writing (including comment letters) to and from such SROs
concerning any Security-Based Swap Submissions, Advance Notices and proposed rule changes,
for a period of not less than five years, the first two years in an easily accessible place, according
to the current record-keepiﬁg requirements set forth in Exchange Act Rule 17a-1.%*

The Commission believes that maintaining the physical signature pages, Security-Based

Swap Submissions, Advance Notices, proposed rule changes and all related correspondence and

other communications would enable interested parties, including the Commission, to access a

223 -
Seeid.

224 SROs may also destroy or otherwise dispose of such records at _the end of five years

according to Rule 17a-6 of the Act. 17 CFR 240.17a-6.
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IV. ECONOMIC ANALYSIS

The rules that the Commission is adopting todéy are largely concerned with
implementing certain processes for clearing agencies and security-based swap counterparties to
submit filings to the Commission. These include Security-Based Swap Submissioﬁs, Advance
Notices, and requests for a stay of an existing mandatory clearing requiremept. The economic
analysis set forth below focuses on the economic considerations related to those processes. The
analysis does not seek to address the full range of considerations that may result from the
Commission’s future actions, such as determinations based on the information submitted in
specific filings. The Commission believes instead that these considerations are more
appropriately addressed at the time such future detérminations -are made as each filing may raise
unique issues that are unrelated to the submission process. The Commission, however,
recognizes that the process rules are being adopted in the larger context of substantive reforms to
the financial system pertaining to the clearing of securities. _The Commission is mindful of'the
potential economic consequences of this larger substantive effort in considering the more limited
economic consequences of these final procedural rules. In particular, the Commission is
cognizant of the potential impact future determinations made with respect to mandatory clearing
could have on .clearing practices, given that central clearing of security-based swaps is a
relatively recent development and much of the current security-based swaps market is cleared on
a bilateral basis.

In recogﬁition of the larger context within Which the final rules are being adopted, this
analysis begins with a review of the Dodd-Frank Act’s new clearing requirements, current
clearing practices, and views on the new cleéring requirements, including the broader economic

considerations that those requirements, practices, and views may suggest. This discussion then
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requirements be applied in a consistent manner.?*® CCPs generally use liquid margin collateral
to manage the risk of a CCP member’s failure, and rely on the accuracy of their margin
calculations and their access to that liquid collateral to protect against sudden movemeﬁts in
market prices. A CCP that stands between counterpartie_s for OTC derivatives is generally
perceived to decrease systemic risk.>*!

Exchange Act Section 3C(b), which was_addéd pursuant to Title VII of the Dodd Frank-

“Act, requires the Commission to adopt rules for a clearing agency’s submissioﬁ of security-based

swaps (or any group, category, type or class of security-based swaps) that a clearing agency
plans to accept for clearing and to determine the manner of notice the clearing agency must
provide to.its members.of such Security-Based Swap Submission.**?

2. Current Clearing Practices in the Security-Based Swap Market

Prior to the enactment of the Dodd-Frank Act, there was no provision in the Exchange
Act or any other laws in the U.S. for the mandatory clearing of OTC derivatives. Although
initiatives related to central clvearing had been considered before 2008, certain events of

September 2008 brought a new focus on CDS as a source of systemic risk and contributed to a

230 See Christbpher Culp, OTC-Cleared Derivative: Benefits, Costs, and Implications of the

“Dodd-Frank Wall Street Reform and Consumer Protection Act, (Journal of Applied
Finance No. 2, 2010), available at: http://www.rmcSinc.com/articles/OTCCleared.pdf.

See, e.g., Darrell Duffie and Haoxiang Zhu, Does a Central Clearing Countcrparty
Reduce Counterparty Risk?, (Stanford University, Working Paper,.2010), available at:
http://www.stanford.edu/~duffie/DuffieZhu.pdf; Nout Wellink, Mitigating system risk in
OTC derivatives markets, (Banque de France, Financial Stability Review, No. 14—
Derivatives — Financial innovation and stability, July 2010), available at:

http://www banque- '
france.fr/fileadmin/user_upload/banque de_france/publications/Revue de la  stabilite fi
nanciere/etudel5 rsf 1007.pdf: and Manmohan Singh, Collateral, Netting and System
Risk in the OTC Derivatives Market,” (International Monetary Fund, Working Paper,
2009), available at: http://www.imf.org/external/pubs/ft/wp/2010/wp1099.pdf.

2 See 15USC 78c-3(b)(2)(A) and (5) (as added by Section 763(a) of the Dodd-Frank
Act). :
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and other regulatory agencies monitored the activities of those clearing agencies, a significant =~
volume of interdealer OTC CDS transactions and a smaller volume of dealer to non-dealef oTC
CDS transactions were centrally cleared.on a voluntary basis.”®” As discussed in greater detail
below, the level of voluntary clearing in swaps and security-based 'swaps has steadily increased
since that time. Although the volume of interdealer CDS cleared to date is quite 1arge,238 many
security-baé’ed swap transactions are still ineligible for central clearing, and many 'transa"ctions in
security-base/d swaps eligible for clearing at a CCP continue to settle'bilaterally:

Voluntary clearing of security-based swaps in the U.S. is currently limited‘to.CDS' '
products. Central clearing of security-based swaps began in March 2009 for index CDS
products, in December 2009 for single-name corporate CDS products, and in November 2011 for
single-name sovereign CDS products. At present, there is no central clearing in the U.S. for
security based swaps that are not CDS products, such as those based on equi’;y s-ec_ur_ities’. The
Jevel of clearing activity appears to have steadily increased as more producfs haﬁe.b’é'cdﬁle

eligible to be cleared. One illustration of this apparent trend is Figure 1 below, which shows the

237 Voluntary CCP clearing grew out of a series of meetings beginning in September 2005

hosted by the Federal Reserve Bank of New York with major market participants and
their domestic and international supervisors for the purpose of discussing problems in the
processing of credit default swaps, and related risk management and control issues. See
‘http://www.ny.frb.org/newsevents/news/markets/2005/an050915.html. ‘In June 2008 the
attendees agreed to an agenda for improvement in the derivatives market infrastructure
that included “developing a central counterparty for credit default swaps that, with a
robust risk management regime, can help reduce systemic risk.” See '
http://www.ny-.frb.org/newsévents/news/markets/2008/ma080609.htm1; see also
https://www.theice.com/marketdata/reports/ReportCenter.shtml. :

As of March 31, 2012, ICE Clear Credit had cleared approximately $15.4 trillion notional
amount of CDS contracts based on indices of securities, approximately $1:4 trillion '
notional amount of CDS contracts based on individual reference entities or securities and-
$151 billion notional amount of CDS contracts based on sovereigns. As'of March 31,
2012, ICE Clear Europe had cleared approximately €7.7 trillion notional amount of CDS |

~ contracts based on indices of securities and approximately €1.2 trillion notional amount
of CDS contracts based on individual reference entities or securities.

238
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Figure 1. Gross notional transaction volume
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Figure 1 shows that U.S;—based index CDS products comprise a greaterprepoirtion ef'the
CDS market than U.S. singie—name corporate CDS products and account for the bulk of current
~ clearing activity in U.S. CDS transactions. The 'proporticon of transactions in names accepted rer
clearing that are ultimately cleared also appears. to be higher in U;S.-based index CDS nroducts
than in U.S. corporate single-name CDS products. 'In calendar years 2010 and 201 1 , Figure 1
indicates that 90% of the total gross notional volume of transactrons n 1ndex names was
accepted for clearing as of the end of each calendar year and that cleared index transactions
correspond to more‘than 50% of the total gross notional volurne of index trades during the same
period. By contrast, the figure suggests that the proportion .of transactions in accepted names in
U.S. single—narne corp.orate CDS was only 33% during 2011, with cleared transactions durrng the
same year totaling only 25% of the total trades during the same period.
Table 1, below, provrdes more detall of the data summarized in Figure 1. The Table

* reports the proportlon of gross not10nal market act1v1ty in names accepted for clearing and the
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. transactions that are actually being cleared.

Table 1. Cleared trades and-accepted trades as a percentage
of gross notional transaction volume.

U.S. Single Name

U.S. Index CDS - CDS

2009 2010 2011 2009 2010 2011
Gross notional volume ($ billions) 10,400 8,900 9,900 4,100 3,900 2,800
Percent of gross notional in names accepted for clearing _
- at calendar year end 88% 90%  91% 1% 23% 33%
- at time of trade execution 55% 87%  91% 0% 16% 29%
Cleared transactions: % of gross '
notional 32% 54%  57% 0% 16% 25%

One important limitation of the calendar year snapshots is that the volumes of cleared
transactions reponed by ICE Clear Credit likely overstate the percentages of total market acﬁvity
that are cle’gred ina panicuiar calendar year because many of the trades submitted for clearing to
ICE Clear Credit are bilateral transactions entered into in a prior calendar year before ICE Clear

‘ Credit began clearihg the panicﬁlar security-based swap. Such transactions Were submitted for |
clearing re;trpactively — through a process referred to as “backloading” — causing the termination
of the original trade and the creation of two new trades with ICE Clear Credit, both of which are
reported to DTCC-TIW by ICE Clealr Credit as cleared transactions, but only one of which is
reponed for the purpose of calculating the clearing volume reported in Figure 1. Until April
2011, all newly cleared secpﬁty-based swaps were submitted for Q_learing in this manner because
same-day clearing was not ayailabl_e. Since April 2011, clearing members hayé been able to
submit new trades in security-based swaps for clearing on the same day the counterparties enter -
into the trade. With same-day clearing, the trade is first submitted to the CCP for clearing, and
the CCP then reports it to the DTCC-TIW as a single transaction. However, some backloading
will likely continue to occur as long as CCPs contipue to expand the roster of security-;based

‘ swaps that they accept for clearing, making more past trades eligible for backloading.
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segments of the security-based swap market remain uncleared, even where a CCP is available to
clear the product in question on a voluntary besis.- Due in part to this data, the Commission
recognizes that mandatory clearing determinations made pursuant to Exchange Act Section
30(5)( 1) could alter current clearing practices at the time such determinations are made. One
pqtential cOnsequenee of determinations that require mandatory clearing for certain security-
based swaps could be a higher level of clearing for such security-based swaps than would take
place under a voluntary system. Where the amount of clearing tai(ing place under a voluntary .
system is signiﬁcantly different from the level of clearing that would take place if trading in a
product were rnandatory and where such difference marks a shift in existing market 'elearing
practices, the mandatory clearing determination could potentially have a material economic
impact.

New Rule 19b-4(0) and the corresponding emendments to Form 19b-4 focus largely on
the process for how a clearing agency is required to make Security-Based Swap Submissrons.
Interested parties, including a number of academics, have expressed their views on the potential

.impact of the underlying clearing determinations that will be made _by .the Commission in
-response to Security-Based Swap Submissions or pursuant to tne Commission’s own initiative.
While these parties generally agree that e well-managed CCP would help to mitigate
counterparty credit r1sk in the security-based swaps markets, their views vary on how. effective a
clearing requirement Would be in controlling risk to the ﬁnancialA.sys‘vtem. For exam‘ple, some
believe that central c-learing is a core feature of the Dodd-Frank Act and is intended to mitigate

systemic risk. According to this view, there should be as much central clearing of security-based
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products.”246 In this commenter’s view, “[w]hile sound, centralized clearing affords clear
benefits, it should be noted that centralized clearing also entails increased operational and
collateral costs.”‘247 According to this commenter, these additional costs underscore the
importance of the Commission “strik[ing] an appropriate balénce in evaluating the relevant
statutory standards applicable to a mandatory clearing determination, and weigh[ing] the relevant
2,248

factors and market impacts with great care.

4. Overview of Statutory Requirements

Exchange Act Section 3C(b) requires the Commission to adopt rules for a clearing
agency’s submission of security-based swaps (or any group, category, type or class of security-
based swaps) that a clearing agency plans to accept for clearing and to determine the manner of
notice the clearing ageﬁcy must provide to its members of such Security-Based Swa-lp‘
Submission.2* In addition, Section 806(e)(1)(B) of the Clearing Supervision Act requires each
Supervisory Agency to adopt rules, in consultation with the Board, that define and describe when
é designated financial market utility is required to file an Advance Notice with its Superv'isory
Agency.25° To satisty these requirements, the Commission 1s todéy adopting new Rules 19b-4(n) |

and (o) and making corresponding amendments to Form 19b-4. In addition, Exchange Act

246 ISDA Letter at 2-3.

247 See id. Although the comment was submitted in response to the proposed process rule,

the substance of the comments focused on the statutory requirements of Exchange Act
Section 3C, including the Commission’s review of security-based swaps in order to
determine whether the Commission should impose a mandatory clearing requirement
(either pursuant to a Commlssmn initiated Rev1ew ora Securlty -Based Swap

Submission).

248 See1d. .

249 See 15 U.S.C. 78c-3(b)(2)(A) and (5) (as added by Section 763(a) of the Dodd-Frank
Act).

20 gee 12 U.S.C. 5465(¢)(1)(B) (as added by Title VIID).
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" and to determine the manner of notice the clearing agency must provide to its members of such
Security-Based Swap Submission.?>* The Commission also is adopting two additional process-
related rules related to the mandatory clearing of security-based. swaps that are contemplated by
the Dodd-Frank Act. ‘Specifically, pursuant to Exchange Act Section 3C(c)(1),.hew Rule 3Ca-1
establishes a procedure for staying a mandafory clearing requirement and for the Commission’s
subsequent review of the terms of the security-based swap and the clearing arrangement.
Separately, new Rule 3Ca-2, adopted pursuant to thé anti-evasion authérity granted to the
Commission by Exchange Act Section 3C(d)(1‘), clarifies that the phrase “submits such security-
based swap for clearing to a clearing agency” found in Exchange Act Section 3C(a)(1) — which
establishes'the mandatory clearing requirement for security-based swaps — means that the v
security-based swap subject to the clearing requirement must be s'ubmitted for central clearing to
a clearing agency that functions as a CCP.

In adopting these rules, the Commission considered the procedural rules recently adopted
by the CFTC pursuant to the mandatory clearing requirement in new Section 2(h) of the
Commodity Exchénge Act, as added by Section 723(a)(3) of the Dodd-Frank Act.?® The
procedural rules adopted by the CFTC included, among other things, a rule for the submission of
swaps by a DCO to the CFTC for a mandatory clearing determination.?>® Given tﬁe similarity
between the clearing réquirements for swaps and security-based swaps under the CEA and the
Exchange Act, respeétively, the Commission carefully reviewed the rules adopted by the CFTC

in formulating the rules the Commission is adopting today. Specifically, the Commission

24 See 15 U.S.C. 78¢-3(b)(2)(A) and (5) (as added by Section 763(a) of the Dodd-Frank
Act). '

255 gee Section 2(h) of the CEA, 7 U.S.C. 2(h) (as added by Section 723(a) of the Dodd-
Frank Act). - '

26 - See 76 FR 44464 (Jul. 26, 2011).
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Sbeciﬁcally, the Commission is adopting new Rule 19b-4(n) and corresponding amendments to
Form 19b-4 to set forth the process by which a designated clearing agency (for which the
Commission is the Supervisory Agency) must file Advance Notices with the Commission.

Finally, the Commission is adopting technical, conforming and clarifying amendments to
Rule 19b-4 and Form 19b-4 to conform the rule and form with new deadlines and approval,
disapproval and temporary suspension standards with respect to proposed rule changes filed
under Exchange Act Section 19(5), as modified by Section 916 of the Dodd-Frank Act.

"The pﬁncipa‘l benefit of the final rules is that they will facilitate the operation of certain
substantive regulations contemplated by the Dodd-Frank Act. Specifically, as déscribed above, -
the Dodd-Frank Act establishes a number of reforms related to the substantive regulation of
securities clearing including, for example, with respect to the mandatory c’l’eafing of security-
based swaps and enhgnced oversight of systemically important ﬁnancial..market utilities. While
the final'rules do not themselves implement these substantive reforms, they do establish certain
processes that clearing agencies and security-based swap counterparties must follow .in order for
the broader substantive regulations to proceed.

For example, Excﬁange Act Sections 3C(b)(2)(A) and (b)(5) reqUi-re the Commission to
adopt'rules for a clearing agency’s submission of security-based swaps (or any group, category,
type or class of security-based swaps) that a cléaﬁrig agency plans to accept for clearing and to
determine the manner of notice the clearing agency must provide to its members of such
Security-Based Swap Submissi(;n.260 -The Commission is then required to make a determination,
pursuant to Exchange Act Section 3C(b)(2)(C)(ii), whether the secuﬁfy-based swap desqribed in

the submission is réquired to be cleared (i.e., subject to mandatory cleaﬁng). New Rule 19b-4(0)

20 See 15 U.S.C. 78¢-3(b)(2)(A) and (5) (as added by Section 763(a) of the Dodd-Frank
Act). :
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Finally, Section 3(f) of the Exchange Act requires the Commission, whenever it engég‘es
in rulemaking and is required to consider or determine whether an action is necessary or
appropriate in the public interest, to consider, in addition to the protection of investors, whether

the action would promote efficiency, competition, and capital formation.***

In addition, Section
23(a)(2) of the Exchange Act®®® requires thev(fbmmission, when adopting rules and regulations
under the Exchange Act, to consider the impact such new rule would have on competition.
Section 23(a)(2) of the Exchange Actalso prohiBits the Commission from adopting any rule that
would impose a burden on compétiti‘on not necessary or appropriate in furtherance of the
purposes of the Exchange Act.

Because these rules focus on the process by which clearing agencies make Security-
Based Swap Submissions, the Commission believes that the rules being'adopted toddy will have’
a minimal, if any, impact on efficiency, competition, and capital formation. Although in somé
cases process rules themselves can have a signiﬁcarit impact on efficiency, competition, and
capital formation, in this context, the rules are intended to simply facilitate implementation of the
larger statutory regime regarding mandatory clearing. The Commission beli_eves the rules are
being implemented in a cost-efficient way consistent with the statute (e.g., leveraging existing
infrastructure and procedures familiar to clearing agencies), but thé rules themselves should have
a minimal impact on efﬁciency, competition, and capital formation. The Commission
nevertheless recognizes that its subsequent mandatory clearing determinations, which will be
based on the particular facts and circumstances of each i;ldividual Security-Baséd Swap

Submission, could potentially have an impact on efficiency, competition, and capital formation

in the security-based swap market.

264 15U.8.C. 78¢().
265 15 U.S.C. 78w(a)(2).
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systemic risk, the factors in Section 3C(b)(4)(B) require the Commission tb consider the effect of
a mandatory clearing determination on the market, whether market 'participants trading in the
particular security-based swap cduld all meet a mandatory clearing requirement or if the costs of
such a requirement would competitively disadvantage some participants, and whether the
cl¢aring agency has the operational and risk management systems in place to effe‘ct‘ively mitigate
systemic risk.

- The Cpmmission will conduct each review in acCordance with Exchange Act.Sectio'n
3C(b)(4),%® with determinations made on a case-by-case basis in connectiqn with the unique
facfs and circumstances of each submission. The Commission will consider the factors in
Exchange Act Section 3C(b)(4)(B) at the time the Commission conducts a review, drawing -o-n
the information provided by the relevant cléaring agency in accordance with new Rule l9b-4(Q).

In the Proposing Release, the Commission identified potential costs and benefits resulting
from Rule 19b-4(0) and the related amendments to Form 19b-4, as proposed; and requested
comment on all aspects of thé cost-benefit analysis, including the identification and assessment
of any costs and benefits that were not discusséd in the analysis. Although the Commission did
not receive any comments on the specific cost-benefit analysis contained in the Proposing
Release, some commenters raised concerns about the overall scope of some of the proposed
rules. In particular, one commenter suggested that new Rule 19b-4(0)(3), which sets forth the
informatioﬁ that a clearing agency will be required to include in a Security-Based Swapy

Submission, is broad and burdensome, not authorized by the Dodd-Frank Act, and would

% See 15 U.S.C. 78¢-3(b)(4) (as added by Section 763(a) of the Dodd-Frank Act).
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Act. The list 6f information required pursuant to new Rule 19b-4(0)(3)(ii) incorporates the
identical qualitative and quantitative factors that the Commission 1s required to consider pursuant
to Exchange Act Section 3C(b)(4)(B) When determining whether a security-based swap (or
group, category, type or class of security-based swaps) will be subject to the .mandatory clearing
‘requirement.m In 'addition, the information required pursuant to new Rule 19b-4(0)(3)(i)
(discussing how the Security-Based Swap Submission is consistent with Section 17A of the
Exchange Act) and new Rules 19b-4(0)(3)(iii)-(iv) (describing how the clearing agency’s rulés
for open access are applicable to the security-based swap-described in the Security-Based Swap
Submission) also track statutory requirements contained in Exchange A(;t Section 3C.27* The
Commission therefore believes that it has crafted new Rule 19b-4(0)(3) to allow it to obtzfin'the
information necessary to complete its statutory obligation to make the required determination,
" without imposing undue additional information requirements on clearing agencies. As described"
in greater detail below, the Commission also believes that the available alternatives to the
approach being adopted would have been less cost-efficient because of the concentration of
relevant information in the clearing agencies and would not represent the best option for
appropriately implementihg the statutory mandate.

However, the Commission is mindful that the new procedure set forth by Rule 19b-
4(o) will result 1n costs for clearing agencies, even if that procedure were to achieve optimal
efficiency. As in the Proposing Release, this analysis looks first to the hourly burdens contained

in the PRA analysis in Section IV (which hourly figures have been updated from the estimates

1 See 15 U.S.C. 78¢-3(b)(4)(B)(i)-(v) (as added by Section 763(a) of the Dodd-Frank Act)
"~ (emphasis added).

22 See 15 U.S.C. 78¢-3(b)(4)(A) (as added by Section 763(a) of the Dodd Frank Act)
(regarding compliance with Section 17A of the Exchange Act) and 15 U.S.C. 78c-3(a)(2)
(as added by Section 763(a) of the Dodd-Frank Act) (setting forth the standards for
evaluating whether the rules of a clearing agency provide for open access).
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list such security-based swap for clearihg would result in the requirement to make a Security-
Based Swap Submission despite the fact that the clearing agency may have previously filed a
proposed rule change with respect to the same security-based swap. As a result, clearing
agencies put in this position could incur additional costs by being required to make a greater
number of filings than they do currently under Exchange Act Section 19(b). ‘In addition, the
Commission notes that Security-Based Swap Submissions filed before December 10, 2012, will
not be filed on Form 19b-4 in‘order to allow time for the Commission to make the necessary
system upgrades to EFFS. Accordingly, a clearing agency that files a Security-Based Swap
Submission prior to December 10, 2012, that ié also an Advance Notice or proposed rule change
(or both) will be required to submit twb separate filings with the Commission. However, the’
Commission believes that the requitement to-file the Security-Based Swap ’Submisv_sion'by'.email,
as well as the temporary nature of the requirement, will impose relatively little additional burden
on clearing agencies, which can use their existing email systems to make such filings.

While the Commission recognizes the importance of considering these costs, and
appreciates that some costs may be unavoidable in establishing a new procedure, the
Commission believes‘that new Rule 19b-4(0) is cost-efficient and appropriately implements the
provisions identified by Congress as requiring Commission rulemaking. Speciﬁcally, while.
implementing the submission and notice requirements in Exchange Act Section 3C, the -
Commission anticipates that the rule will minimize unnecessary costs to ﬁlvers by utilizing a -
format that clearing agencies should be familiar with and, as they become registered clearing
- agencies, will be otherwise required to use for all of their proposed rule changes under existing

Commission rules.
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complete in the first instance, reducing the likelihood that further information requests will be
required and the associated costs for clearing agencies incurred.

Moreover, as described above, neW Rule 19b-4(0) limits the information required to be
provided to the Commission while, at the same time, allowing the Commission to meet its
statutory requirements under specific categories established by the Dodd-Frank Act. The
Commission, in seeking the most cost-efficient solution for the new procedure that also ',
appropriately implements the statutory mandate, chose not to include additional ‘jn’formation .
requests in the rule at this time because the Commission believes that the factors identified in the
statute are capable of suppqniﬁg a .reasonable deterrhination with respect to a Securjty-Based
Swap -Submission. Nevertheless; the Cpmmission .recognizes that a clearjng agency may still.
require additional clarification or guidance with respect to what information must be included 1n
a Security-Based Swap Submission. In tﬂhat‘regard,' Commission staff is in tegular contact with
each clearing agency and exﬁects to be ai)le to prqvide such clariﬁcatioﬁ or guidance as
necessary or appropriate based on the relevant facts and circumstances.

| Finally, although the Commission is still in the process of détermining how best to
aggreéate security-based swaps into groups, categories, types or ciasSes, requiring that Security-
Based Swap Submissions aggregate security-based swaps in this manner, to the extent
reasonable and practicable to do so, as provided fqr in new Rule 19b-4(0)(4)? cou]d eventually
lead to further cost efficiencies by reduciﬁg the number of filings required to be made with the
Commission, and subsequently reducing the number of submissipns that rﬁust be processed and
reviewed by Commission staff,

Separately, with respect to notice, the Commission béliéves that néw Rule 19b-4(5)

appropriately implements the statutory mandate and creates a cost-efficient method of providing
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of the clearing arrangement; and the reasons why a stay should be granted and why the security-
based swap should not be subject to a clearing requirement, specifically addressing the same
factors a clearing agency must address in its Security-Based-Swap Submission pursuant to

Rule 19b-4(0).>"" In the Proposing Release, the Commission identified potential costs and
benefits resulting. from Rule 3Ca-1 as proposed and requested comment on all aspects of the

- cost-benefit analysis, including theidentification and assessment of any costs and benefits that
were not discussed in the analysis. The Commission did not' receive any responses to this
request. -

The Commission is mindful of the costs associated with the ﬁnal-'procedure for the
applicgti?)nf for a stay.- As in the.Proposing Release, this analysis looks first to the hourly burdens
contained in the PRA analysis in Section IV (which hourly figures have been updated from the
.esti_mates provided in the Proposing Release) multiplied by the estimated hourly cost. As
previously noted, the Commission is unable to estimate accurately the number of stay
applications that it will receive pursuant to new Rule 3Ca-1 and Section 3C(c)(1) because the
Com_missio‘n has nof yet made any mandatofy- clearing determinations, does not know which
counterparties may object to a determination, and has no information as to when counterparties
would make an application for a stay. Accordingly, the Commission has no reasonable basis for
estimating the number of applications. In addition, the mere fact that a counterparty files an
request for a stay does not automatically create an obligation on the relevant clearing agency to
re-Spond to the application. Rather, new Ruie.3Ca—l(d) provides that any clearing agency that has
accepted er clearing a security-based swap that is subject to the stay shall provide information

requested by the Commission necessary to assess any of the factors it determines to be

27 Rule 3Ca-1(b).




$8,238 per clearing agency per stay. These estimates of course also assume that there is an
application (when in fact there may be none in cases where the Commission e€xercises its
authority under Exchange Act Section 3C(c)(1) to grant a stay on its own initiative) and that it
requires a clearing agency to respond (when in faci it may not be required to respond in cases

* where the Commission does not require the production of additional information pursuant to new
Rule 3Ca-1(d)).

After considering these illustrative costs, the Ci)mmission believes that new Rule 3Ca-1
appr'olziriately implements the provisions idantiﬁed by Congiass as requiring Commission
rulemaking‘ and is cost-—efﬁcient for the partie.s_that.will most likaly be affected by the rule. In
paﬂiaular, th¢ Coimmisnsion believes that the inforriiation required _of the counterparty and,if
applicable, the clearing agency, 1s inforrination that 1s most likely to be in the possessiori of the -
relevant party, and that alternative mechanisms for thaining that i_nformatiori would be
comparatively moie costly for the parties involved. For example, similar to the analysis
conducted wiih respect to Security-Based Swap Submissions, one altemativ¢ would have been to
require that. the Commission rely on info'rmationv within its possessioii to make a determination
.with respect to the application for a stay. However, with "respect io the counterparty, the
Commiésion is all but certain not to have the full infprmation required to understand the
applicatioin — the counterparty alone will likely have its reasons as to why the stay should be
granted and why the security-based swap should not be subject to a clearing requirement.
Similarly, a clearing agency will only be required to §ubmit information in connection with this
process in résponse to arequest by the Commission in order to facilitate the Commission’s

N

review of the application for a stay and, if the stay is granted, the applicable clearing
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presented by the designated financial market utility.”?”

In addition, Congress mahdated that
each Supei’visory Agency, including the Commission, adépt 'fules, in consultation with the
Board, that define and describe when a designated financial market utility is required to file an
Advance Notice with its Subervisory Agency.?% Accordingly, new Rule 19b-4(n) was intended
to define and descﬁbe when Advance Notices are required to be filed by desi gnafed clearing
agencieé and to set forth the process for filing such notices with the Commission.

In the Pr‘oposing Release, the Commission identified potential costs and benefits resulting
from Rule 19b-4(n) and the related éiriendments to Form 19b-4 as proposed, and requested
comment on all aspects of the cost-benefit analysis, including the identification and assessment
of any costs and benefits that were not discussed in the analysis. Although the Commission did ,
not receive any comments on the specific cost-benefit analysis contained in the Proposing
Release, some'commente.rs suggested that proposed 19b-4(n)(2), which definesthe phrase
“maferially affect the nature or level of risks presented” for purposes of determining when a
| designated clearing agency will be required to submit an AQvance Notice with the Commission,

was overly broad and burdensome.?%!

Specifically, these commenters generally argued that the
definition would result in a requirement to submit Advance Notices to the Commission regarding
matters that were risk-reducing, impractical, and potentially of lesser importance to the

designated clearing agency and its regulators, which could potentially place an unnecessary

strain on the existing resources of the clearing agency.”**

279 ee 12 U.S.C. 5465(e)(1)(A) (as added by Title VIII).

280 ee 12 U.S.C. 5465(e)(1)(B) (as added by Title VIII).
281

ee supra notes 154 to 162 and accompanying text. -
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contained in the PRA analysis in Section IV (which hourly ﬁgu.reshave been updated from the
estimates provided ini the Proposing Release) multiplied by the estimated hourly cost.- The
Commission estimates the total annual cost related to tiling and posting Advance Notices to be
$15,890,000 in the aggregate for ten respondent clearing agencies.?*®

In addition, the Commission recognizes that registered clearing agencies may incur some
additional costs ‘associated with filing Advance Notices that are not. readily quantifiable. For
example, some proposed changes may be required to be filed only as Advance Notices under |
Section 806(e) and not as proposed rule changes under Exchange Act Section 19(b). In these
circumstances, clearing agencies will likely incur additional costs by being required to make a
greater number of filings than they do currently under Exchange Act Section 19(b), which would
result from the application of different standards for triggering a‘ﬁling under the two statutory
provisions. In addition, the Commission notes that Advanqe .Notices-ﬁled before December 10,
2012, will not be ﬁled on Form 19b-4 in order to allow time for the Commission to make the -
necessary system upgrades to EFFS. Accordingly, a designated clearing agency that is required
to file a change as both an Advance Notice and a proposed rule change will be required to submit
two separate filings with the Commission. However, the Commission believes that the
requirement to file the Advance Notice by email, as well as the temporary nature of the
requirement, will impose relatively little additional burden on clearing agencies, which can use

their existing email systems to make such filings.

285 This figure consists of the total hourly burdens identified in sections II1.D.2.e and 1113,

multiplied by the costs per hour attributed to different specialists. Specifically, $320 is
attributed per hour for in-house compliance attorneys, $354 per hour for outside attorneys
and $225 per hour for a Webmiaster. These hourly rates were based on the corresponding
figures set forth in SIFMA’s Management & Professional Earnings in the Securities
Industry 2010, modified by the Commission’s staff to account for an 1800 hour work-
year and multiplied by 5.35 to account for bonuses, firm size, employee benefits and
overhead.
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allowing the clearing agency to refer to and cross-reference information in one part of the
submission if the information is relevant to a separate filing that is part of the'same.submission
(so long as the reqnirements of each applicable rule are individually satisfied and if the clearing
agency clearly explains how the.information in one filing is applicable to the specific
information required to be provided in the other filing).

5. Analysis of Final Rules to Amend Rule 19b-4 to Conform to the
Requrrements of Section 916 of the Dodd-Frank Act

The Commission has made a number of modifications to Rule 19b-4 and F orm 19b-h4 to
conform to the requirementsvspeciﬁed in Exchange Act Section 19(b), as amended by Section
916 of the Dodd Frank Act. These amendments were desi gned to 1ncorporate changes requrred
by Section 916, whrch provrded for new deadlines by which the Commission must publrsh and
act upon a proposed rule change submrtted by all SROs and new standards for the approval
drsapproval and temporary suspension of a proposed rule change. In the Proposing Release the
Commission identified potential costs and beneﬁts resulting from these amendments, as
proposed, and requested comment on all aspects of the cost-benefit analysis, including the
identification and assessment of any costs and ’beneﬁts that were not discussed in the analysis.
The Commission did not receive any responses to thi.s request. |

" The Commrssron estrmates that the requirement that an SRO inform the C.ommrss1on of |
the date on which it posted a proposed rule change on its website (if the post1ng did not occur on
the same day that the SRO filed the proposal W]ith the Commission) will impose only a minimal
burden-, if any, on the SRO. As discussed in Section IV.B.4., the Commission believes that
SROs currently post their proposed rule changes on their website on the same day on which they‘.
file them with the Commission. It would be unlikely that an SRO would fail to post its proposed

rule change on the same day that it files with the Commission, since prompt website posting
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Administrative Procedure Act,” as amended by the RFA, generally requires the Commission to
undertake a regulatory flexibility analysis of all rules it has proposed to determine the impact of
" such rulemaking on “small entitie_s.”?go Section 605(b) of the RFA states that this requirement
shall not apply to any proposed rule which, if adopted, would not have a éi gnificant economic
impact on a substantial numbér of small entities.””!

A, Self-Regulatory Organizations -

New Rule 19b-4(n) and the corresponding amendments to Form 19b-4 wil] apply to all
designated clearing agencies. New Rule 19b-4(0) and the corresponding amendments to Form
19b-4 will npply to all security-based-swap clearing agencies. New fules 3Ca-1 and 3Ca-2 also
will apply to all security-based swap clearing agencies. All of the remaining amendments to
Rule 19b-4 and Form 19b-4, including thOse_ made to Rule 19b.-4('1) to reflect the revisions to -
Exchange Act Secti'on‘19_(b) pursuant to Section 916 of the Dodd-Frank Act, will apply to all |
SROs. - Three entities are currently registered to provide central clearing services for CDS, a
class of security-based swaps. The Commission believes, based on its understanding of the
market, that likely'no more than six security-based swan clearing agencies could be subject to the
requirements of new Rule 19b-4(0) and new Rules'3Ca-1 and 3Ca-2. In addition, the
Commission believes that approximately ten registered clearing agencies could be designated by
the Council as systemically important (and for which the Commission will be the Supervisory

Agency) and subject to the requirements of new Rule 19b-4(n), which includes the four

289 5U.S.C. 551 et seq.

290 Section 601(b) of the RFA permits agencies to formulate their own definitions of “small

entities.” The Commission has adopted definitions for the term “small entity” for the
purposes of rulemaking in accordance with the RFA. These definitions, as relevant to
-this rulemaking, are set forth in Rule 0-10, 17 CFR 240.0-10.

P See 5U.S.C. 605(b).
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and securities brokerage activities, entities with $6.5 million or less in annual receipts; (ii) for
entities engaged in trust, fiduciary and custody activities, entities with $6.5 million or less in
annual r_ec_eipts; and (i11) funds, trusts and other financial vehicles with $6.5 million or less in
annual receipts.”” |

_ Baéed on the Commission’s existing information about SROs, the'‘Commission believes
that such entities will not be small entities, but rather part of large business entities that exceed
the thresholds defining “small entities” set out above. Additionally, while other clearing
agencies may become eligible to operate as central counterparties for security-based swaps, the
Commission does not believe that any such entities will be “small entities” as defined in
Exchange Act Rule-0-10.° Furthermore, the Commission believes it is unlikely that clearihg
agencies acting as central counterparties for security-based swaps would have'annual receipts of
less than $6.5 million. Accordingly, the Commission believes that any clearing 'agenbciés clearing
security-based swaps by actvin‘g as central counterparties for such transactions will exceed the

thresholds for “small entities” set forth in Exchange Act Rule 0-10.

- B. - Security-Based Swap Counterparties

New Rule 3Ca51 will apply to any counterparty to a security-based swap bsubject to the
clearing requirement that applies for a stay of a mandatory clearing requirement. For the
purposes‘ of Commission rulemaking and as applicable to new Rule 3Ca-1, a small entity
includes: (i) when used with reference to a clearing agency, a clearing agency that (a) compared,
cleared and settled less than $500 million in securities transactions during the preceding fiscal
year, (b) had less than $200 million of funds and securities in its custody or control at all times

during the preceding fiscal year (or at any time that it has been in businéss, if shorter) and (c) is

25 13 CFR 121.201, Sector 52.
%6 See 17 CFR 240.0-10(d).
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impact upon such an entity. Given that the new stay application process entails the submission
of a written statement to the Commission setting forth information about the 'security-b'ased swap
transaction for which the stay is sought, the Comrﬁission believes the impact of the application
process on a counterparty would be minima_l.3 ol Furthermore, even if the stay application
process were to have a significant economic impact upon such non-clearing agency counterparty,
the Commission believes that the number of entities so impacted will be nd more than 30.%%
Accordingly, in respect of non-clearing agency counterparties to security-based swap
transactions, the Commission believes that new Rule 3Ca-1 will not have a significant economic
impact on a substantial number of small entities.

C. Certification

For the reasons stated above, the Commission certifies that the amendments to Rule 19b-
4, including new Rules 19b-4(n) and (o) énd all cOrrespondihg amendments to Form 19b-4, and
new Rules 3Ca-1 and 3Ca-2 will not have a significant economic impact on a substantial riumber'

of small entities for the purposes of the RF A.

301 In the economic analysis, the Commission estimated that the 30 counterparties would

incur $1,062,000 in total aggregate costs to prepare and submit applications requesting a
~ stay of a clearing requirement, which breaks down to $3 5,400 per stay. See supra note
278 and accompanying text. ' :

302 As previously noted, the Commission is unable to estimate accurately the number of

times it will receive an application for a stay pursuant to Section 3C(c)(1) because it has
not yet made any mandatory clearing determinations and it does not know what
counterparties may object to a determination or when they would make an application for
a stay. However, the Commission recognizes that there will likely be applications for
stays and, for purposes of conducting the PRA analysis, the Commission estimated there
would be five applications for stays of a clearing requirement per clearing agency per
year. This figure represents one quarter of the estimated number of Security-Based Swap
Submissions from each clearing agency per year, for a total of 30 applications for stays
per year. While the Commission recognizes that a counterparty may submit multiple stay
applications, in order to use the most conservative estimate possible, the Commission is
assuming that each of the 30 estimated applications will be submitted by different
counterparties. See supra section II1.D.4.
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2. Add an undesignated center heading and §§240.3Ca-1 and 240.3Ca-2 following
§240.3b-19 to read as follows:
Clearing of Security-Based Swaps

240.3Ca-1 Stay of clearing requirement and review by the Commission.
240.3Ca-2 Submission of security-based swaps for clearing.

V * . * * Pk V *
§240.3Ca-1 Stay of clearing requirement and review by the Commission.
(a) After maklng a determ1nat1on pursuant to a clearing agency’s secur1ty -based swap

subm1ss1on that a security- based swap, or any group, category, type or class of security- based

- swaps, is required to be cleared, the Commission on application of a counterparty to a security—

based swap or on the Comm1ss1on S own initiative, may stay the clearing requ1rement until the
Comm1ssv1on completes areview of the terms of the secunty -based swap (or group, category,
type, or class of secunty-based swaps) and the clearing of the security-based swap (or g'roup,.
category, type, or class of security-l)ased swaps) by the clearing agency that has accepted it for
clearing.. |

(b) A counterparty to a security-based swap applying for a stay of the clearing
requirement for a security-based swap (or group, categdry, type, or class .of security-based
swaps) ‘shall subrnit a ertten statement to the Cernrnission that includes: |

1) A request for a stay of the clearing requirernent;

(2) The identity of the counterparties to the-security-based swap and a contact at the
counterparty requesting the stay;

3) | The identity of the clearing agency clearing the vsecurity-based swap;

.. 4) lhe terrns df the security-based swap subject to the clearing requirement and a

description of the clearing arrangement; and
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phrase submits such security-based swap for olearing to a clearing agency in the clearing

‘ 'requirement of Section 3C(a)(1) of the Act shall mean that the security-based swap will be
submitted for central clearing to a clearing agency that functions as a central counterparty.
* * * * * -
3. § 240.19b-4 is amended by:
a. Removing the phrase “Preliminary Note:” in the »undesignated
introdilctory paragraph;
b. ‘Removing paragraph (b);
o. Redesignating paragraph (a) as paragraph (b);
d. | Adding now paragraph (a); |
e. In paragraph (i), adding the phrase “notices and submissions” after “of all
ﬁiings”; | »l | )
‘ £ | In paiagraph (1), adding the words “notice or submission,” after the phrase
“any such filing,”; |
g. In paiagraph (i), removing the phrase “the filing of the proposed rule
change.” and adding in its place “the filing, notice or sobmission of the proposed rule
change, advance notice or security-based swap submission, as applicable.”;
h. In paragraph (i), first sentence, removing t}ie words “with respect to
proposod iule changes”;

1. Revising paragraph (1), introductory paragraph,;

] In paragraph (1)(4), revising the phrase “Web site” to read “website”;
k. In paragraph (m)(1), revising the phrase “Web site” to read “website”;

1. In paragraph (m)(2), revising the phrase “Web site” to read “website”;
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U.S.C. 78c-3(b)(2)) for each security-based swap, or any group, category, type or class of
security-based swaps, that such clearing agency plans to accept for clearing;

-(6) The term stated policy, practice, or interpretation means:

1) Any material aspect of the»operationv of the facilities bf the self-regulatory
organization; or

(i1) Any statement made generally available to the membership of, to all participants
in, or to persons having or seeking accéss (including, in the case of national securities exchanges
or registered securities associations, thrbugh a member) to facilities of, the self-regulatory
organization (“specified persons”), or to a group or category of specified persons, that establishes
or changes any standard, limit, or guideline with respect to:

(A)"  The rights, obligations, or pr_ivileges-of specified persons or, in the case of
ngtional securities e);changes c.)rvregistered securities associations, persons associated with
specified persons; or .

(B)  The meaning, administration, or enforcement of an existing rule.

* * . % * %

)] The self-regulatory brganiZation shall post egch proposed rulé change, and any
amendments_thereto, or; its website within two business days after the filing of the proposed rulé
change, and any émendments‘ thereto, with the-;Comm‘ission. If a self-regulatory organization
does not post a: propqsed rule change on its website on the same day that it filed the proposal
with fhe Commission, then the. Self—regulatory organization shall inform the Commission of the
date on which it posted sﬁch broposal on ifs website. Such broposed rule change and

amendments shall be maintained on the self-regulatory organization’s website until:
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» | - (1) Changes to rules, procedures, or operations that may not materially affect the
nature or level of risks presented by a designated clearing agency include, but afe not limited to:

(A)  Changes to an existing procedure, control, or service that do not modify the rights
or obligations of the designated clearing agency or persons using its payment, clearing, or
settlement services and that do not adversely affect the safeguarding of securities, collateral, or
funds in the custody or control of thle designated clearing agency or for which it is responsible; or

(B)  Changes concerned solely with the administration of the designated clearing
agency or related to the routine, daily administration, direction, and control of employees;

(3) - The designated clearing agency shall post the advance notice, and any
amendments thereto, on its website within two business days after the filing of the advance ‘

_ ﬁotiée, and any amendments thereto, with the Commission. Such advance notice and
amendments shall be maintained on the designated clearing agency’s website until the earlier of:

1) The date the designated clearing agency withdraws the advance notice or is
notified that the advance notice is not properly filed; br

(i1) -~ The date the designéted clearing agency posts a notice of effectiveness as required
by paragraph (n)(4)(ii) of this section.

(4)(1) The designated clearing agency shall post a notice on its website within two
business days of the date that any change to its rules, procedures, or operations referred to in an
advance notice has been permitted to take effect as such date is de—termined n accbrdance with
Section 806(e) of the Payment, Clearing and Settlement Supervision Act (12 U.S.C. 5465).

(i1) The designated clearing agency shall post a notice on its website within two
busjness days of the éffectiveness of any change to its rules, procedures, or operations referred to

1n an advance notice.
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contain the information required to be included for security-based swap submissions in the
General Instructions for Form 19b-4.

(3) A security-based swap submission submitted by a clearing agency to the
Commission shall include a statement th'at includes, but is not limited to:

(i). How the security-based swap submission is consistent with Section 17A of the
Act (15 U.S.C. 78g-1);

(ii)‘ Information that will assist the Commission in the quantitative aﬁd qualitative
assessment of the factors specified in Section 3C of the Act (15 U.S.C. 78¢-3), including, bﬁt not
limited to:

(A) The existence of significant outstanding notional exposures, trading liquidity and
adequate pricing data;

(B) The availability of a rule framework, capacity, operationél expertise-and
resources, and credit support infrastructure to cléar the contract on terms that are consistent with
the material terms and trading conventions on which the contract is then traded;

(C)  The effect on the mitigation of systemic risk, taking into account the size of the -
market for such cont;act and the resources of the clearing agency available to clear the contract;

(D)  The effect on competition, including appropriate fees and charges applied to
clearing; and |

(E)  The existence of reasonable legal certainty in the event of the insolvency of the
relevant clearing agency or one or more of its clearing members with regard to the treatment of
customer and security-based swap counterparty positions, funds, and property;

(i) A description of how the rules of the clearing ageﬁcy prescribe that all security-

based swaps submitted to the clearing agency with the same terms and conditions are
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with a statement of written reasons therefor.
. PART 249 — FORMS, SECURITIES EXCHANGE ACT OF 1934
4. The general authority citation for part 249 is revised and a sub-authority is added

in section number order to read as follows: -

Authority: 15U.S.C. 78a et seq. and 720] et seq.; 12 U.S.C. 5461 etseq.; and 18 U.S.C.
1350, unless otherwise noted.
S * *
Section 249.819 is also issued under 12 U.S.C. 5465(e).
5. Revise §249.819 to read as follows:

§249.819 Form 19b-4, for electronic filings with respect to proposed rule changes, advance
notices and security-based swap submissions by all self-regulatory organizations.

‘ | This form shall be used by all self-regulatory organizations, as defined in
Section 3(a)(26) of the Securities Exchange Act of 1934 (15U.s.C. 786(a)(26)), to file
electronically proposed rule changes with the Commission-pursuant to Section 19(b) of the Act
(15 U.S.C. 78s(b)) and §240.19b-4, advance notices with the Commission pursuant to. Section
806(e) of the Payment, Clearing and Settlement Supervisioﬁ Act (12 U.S.C. 5465(e)) and
§240.19b-4 and security-based swap submissions with the .Commission pursuant to Section

3C(b)(2) of the Act (15 U.S.C. 78¢-3(b)(2)) and §240.19b-4.

* * £ * *

6. Form 19b-4 (referenced in §249.819) is revised to read as follows:

Note: The text of Form 19b-4 does not and the amendments will not appear in the Code

{‘ of Federal Regulations.
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SECURITIES AND EXCHANGE COMMISSION

WASHINGTON, D.C. 20549

For complete Form 19b-4 instructions please refer 1o the EFFS website.

Form 18h-4 Information

l Ade l Remove | I\/lewl

The seff-regulalory organization awst provide all required information, presented in a clear and
comprehensible manner, to enable the public to provide meaningful comment on the proposal and for
the Commissian to detefmine whether the proposal is consistent vith the Act and applicable rules and
regudations under the Act.

Exhibit 1 - Notice of Proposed Rule Change

l Ade l Remove f I\/lewl

. The Notice section of this Form 19b-4 must comply with the guidelines for publication in the

Federal Register as well as any requirements for electronic filing as published by the Commission (if
applicable}. The Office of the Federal Register (OFR} offers guidance on Federal Register publication
requirements in the Federal Register Document Drafiing Handbook, October 1938 Revision. For example,
ali references to the federal secunties faws must include the corresponding cite to the United States Code
‘ina footnote. All references to SEC rules must include the coresponding dite to the Code of Federal’
Regulations in a footnote. All references to Securities Exchange Act Releases must inciude the release
number, release dale, Federal Register cite, Federal Register date, and comesponding file number -

{e.g., SR{SRO}xx-xx}. Amaterial failure lo'comply with these guidelines will result in the proposed nule
change being deemed not propery filed. See also Rule 0-3 under the Act (17 CFR 240.0-3). -

Exhibit 1A - Notice of Proposed Rule -
Change, Security-Based Swap
Submission, or Advance Notice by
Ciearing Agencies

I Add l lRemove_! [\ﬁew]

I3

The Notice section of this Form 19b-4 must comply with the guidelines for publication in the

Federal Register as well as any requiremients for electronic fifing as published by the Commission {if
applicable). The Office of the Federat Register {OFR) offers guidance on Federaj Register publication
requirements in the Federal Register Document Drafting Handbook, October 1998 Revision. For example,
alt references 1o the federal securities faws must include the corresponding cite to the United States Code
in a footnote. All references to SEC rules must indude the corresponding cite to the Code of Federal
Regutations in a foofnote. All references to Securities Exchange Act Rek must inchude the release
number, release date, Federal Register cite, Federat Register date, and catresponding file tumber -
{e.g., SR{SRO}-xx-xx). A materiaj failure to comply with' these guidefines will result in the proposed rule
change, security-based swap submission or advance notice being deemed not properly filed. See also
Rute 0-3 under the Act (17 CFR 240.0-3}.

Exhibit 2 - Notices, Written Comments,
Transcripts, Other Communications

l Ade | Remove 1 I\/ier
Exhibit Sent As Paper Document

Copies of notices, aritten comments, transcripts, other communications. if such documents cannot be
filed electronically in accordance with Instruction F, they shall be filed in accordance with Instruction G.

Exhibit 3 - Form, Report, or Questionnaire

I Add H Remove’ I\ﬁewl
Exhibit Sent As Paper Document

Copies of any form, report, or questionnaire that the self-regulatory organizaiion proposes to use o

help implement or operate the proposed rile change, or that is referred to by the proposed rule change.

Exhibit 4 - Marked Copies

l Ade I Remove l I\/iew | |

The full text shall be marked, in any convenient manner, to indicate additions to and deletions from the
ty pi g filing. The pumpase of Exhibit 4 is to permit the staff to identify mmedmlely the
daanges made from Ihe text of lhe rule with which it has been working.

Exhibit 5 - Proposed Rule Text

l Ade | Remove ] I\/lew |

The seff-regulatory organization may choose 1o atlach as Exhibit 5 praposed changes to rule text in
place of providing it in Item | and which may otheraise be niore easily readabie if provided separatety
from Form 15b-4. Exhibit 5 shall be considered part of the proposed rule change.

Partial Amendment

l Ade ['Removel I\/lewl

If the sedf- regulalory osganization is amending only part of the text of a lengthy proposed rule change it
may, with the Commission’'s permission, file anly those portions of the text of the proposed rule change in
which changes are being made i the filing {i.e. partial ) is cleary dable on its face.
Such partial amendment shall be clearly identified and marked to show deletions and additions.




Supervision Act and the rules and regulations thereunder, in each case as applicable to the self-
regulatory organization and in accordance with the requirements for each type of filing. The
self—regulatofy organization must provide all the information-called for by the form, including
the exhibits, and must present the information in a clear and comprehensible manner.

The proposed rule change, security-based swap submission, or advance notice shall be
considered filed on the date on which the Commission receives the proposed rule change,
security-based swap submission, or advance notice if the filing complies with all requirements of
this form. Any filing that does not comply with the reqﬁirements of this form may be returned to
th¢ self-regulatory organization. - Any filing so returned shall for all purposes be deemed not to
have been ﬁ_led with the Commission. See also Rule 0-3 under the Act (17 CFR 240.0-3).

C.:' " Documents Comprising the Completed Form |

The completed form filed with the Commission shall consist of the Form 19b-4 Page‘ 1,
numbers and captions for all items, responses to all itens, and exhibits required in Item 11. In
responding to an item, the completed form may omit the text of the item as contained heyein if
the response is prepared to indicate to the reader the coverage of the item without the readef
having to refer to the text of the item or its instructions. 'Each filing shall be marked on the Form
19b-4 with the initials of the self-regulatory organization, the four-digit year, and the number of
the filing for the year (e.g., SRO-YYYY-XX). If the SRO is filing Exhibits 2 or 3 via paper, the
exhibits must be filed within 5 calendar days of the elecfronic submission of all other required
documents:.

D.  Amendments

If information on this form is or becomes inaccurate before the Commission takes action

on the proposed rule change or the security-based swap submission, or prior to the expiration of




from the immediately preceding filing. The purpose of Exhibit 4 is to permit the staff to identify
immediately. the changes made from the text of the rule with which it has been working.

If the self-regulatory organization is amending only part of the text of a lengthy proposed

" rule change, it may, with the Commission’s permission, file only those portions of the text of the

proposed rule change in which changes are being made if the ﬁling (i.e., partial amendment) 1S
clearly understandable on 1ts face. -Such partial amendment shall be clearly identified and
marked to show deletions and additions.

If, after the Form 19b-4 is filed but before the Commission takes final action on it, the

self-regulatory organization receives or prepares any correspondence or other communications

reduced to writing (including comment letters) to and from such self-regulatory organization

concerning the proposed rule change, security-based swap submission, or advance notice, the -

communications shall be ﬁled as Exhibit 2. If information in the communication makes the

filing inaccurate, the filing shall be amended to-correct the inaccuracy. If such communications

cannot be filed electronically in accordance with Instruction F, the communications shall be filed

in accordance with Instruction G.

E. Completion of Action by the Self-Regulatory Organization on the Proposed
Rule Change

The Commission will not approve a proposed rule change or make a determination
regarding.”a security-based swap submission or raise no objection to an advance notice before the
self-regulatory organization has completed all action required to be taken under its constitution,
articles of incorporation, bylaws, rules or instruments corresponding thereto (excluding action
spec1ﬁed 1n any such 1nstrument with respect to (1) compliance with the procedures of the Act or

(i1) the formal ﬁling of amendments pursuant to state law).
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y G. Procedures for Submission of Paper Dovcuments for Exhibits 2 and 3

. To the extent that Exhibits 2 and 3 cannot be filed electronically in accordance with
Instruction F, four copies of Exhibits 2 and 3 shall be filed with the Division of Trading and
Markets, Securities and Exchange Commission, 100 F Street, NE, Washington, DC 20549.
Page 1 of the electronic Form 19b-4 shall accompany paper submissions of Exhibits 2 and 3. If
the‘SRO is filing Exhibits 2 and 3 via paper, they must be filed within five calendar days of the
electronic filing of all other required documents. |

H. Withdrawals of Proposed Rule Changes, Security-based Swap Submissions or
Advance Notices

If a self-regulatory organization deterrnines to withdrawb a proposed rule change, security-
based swap submission, or advance no:tice, it must complete Page 1 of £f1e Form 19b-4 and o
indicéte by selecting fhe appropriaté check Box'to withdraw the ﬁling. |

. I. ~ Procedures for Granting an Extension of Time for Commission Final Action
| After the Commission publishes n;)ticelof é proposed'rule change or security-based swai:;

submission, if a self-regulatory organization wishes to grénf the Commission an exfension of the
time to take ﬁngl éction as specified in Section l9(b)(2) or Section 3C, the self-regulatory
Qrganizat.ion shall indicate on the Form 19b-4 Page 1 thé granting of said extensioﬁ as well as the
date the e);tension expires. |
Informafion to Bé Inclu&ed in the Completed Form (“Form 19b-4 Information™)
1. Text of the Proposed Rule thange

(a) Include the text of the proposed rule change, security-based swap submission, or
advance notice. Text of the proposed rule change should be included either in Exhibit 5 or

Exhibit 1 (or Exhibit 1A in the filing of a clearing agency). Changes in, additions to, or deletions |
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‘Procedures of the Self-Regulatory Organization

Describe action on the proposed rule change, security-based swap submission, or advance
notice taken by the members or board of directors or other governing body of the self-regulatory -

organization. See Instruction E.

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

Prov1de a statement of the purpose of the proposed rule change and its basis under the
Act and the rules and regulations thereunder applicable to the self—regulatory orgamzation With
respect to proposed rule changes filed pursuant to Section 19(b)( 1) of the Act, except for
proposed rule changes that have been abrogated pursuant to Section 19(b)(7)(C) of the Act, the
statement should be sufﬁmently detailed and speciﬁc to support a ﬁndmg that the proposed rule
change 1S consistent W1th the requirements of the Act and the rules and regulations thereunder
applicable to the self—regulatory organization. With respect to proposed rule changes ﬁled.
pursuant to Section 19(b)(1) of the Actvthat have been abrogated pursuant to Section 19(b)(7)(C)
of the Act, the statement should be sufﬁ01ently detailed and specific to support a ﬁndmg under
Section 19(b)(7)(D) of the Act that the proposed rule change does not unduly burden competition
or efficiency, does not conflict with the securities laws, and is not inconsistent with the public
interest or the protection of investors. At a minimum, the statement should:

(a) Describe the reasons for adopting the proposed rule change, any problems the
proposed rule change is intended to address, the manner in which the proposed rule change will
operate to resolve those problems the manner in which the proposed rule change Wlll affect
various persons (e.g., brokers dealers, issuers, and investors), and any si gmﬁcant problems

known to the self-regulatory organization that persons affected are likely to have in complying

with the proposed rule change; and




‘ Under Section 1 1A(c)(5) of the Act, a national securities exchange or registered
securities association may not limit or condition the participation of any member in any
registered clearing agency.

NOTE 2. Registered Clearing Agencies. Under Section 17A of the Act, rules of a

registered clearing agency may not permit unfair discrimination in the admission of participants
or among participants in the use of the clearing agency, may not regulate, by virtue of any
authority conferred by the Act, matters not related to the purposes of Section 17A of the Act or
the-administration of the clearing agency, and may not impose any schedule of priAces, or fix rates

or other fees, for services rendered by.its participants.

. NOTE 3. Murﬁcipal Securities Rulemaking Board. Under Section 15B.0of the Act, rules
ovf the Municipal Securities Rulemaking Béard may not permit unfair discrimination between. -
customers, issuers, rﬁunicipal sec,un'ti.es brokers, or municipal securities dealers, may not fix- ’

‘ minimum profits, or impose any schedule or fix rates of commissions, allowances, discounts, or
other fees to be charged by municipal securities brokers or mu-nicipal securities dealers, and may
not regulate, by virtue of any authOﬁfy conferred by the Act, matters not related to the purposes
of the Act with respect to munilcipal securities or the administratio_:n of the Municipal Securities
Rulemaking Board.

4. Self—Regulatory Organization's Statement on Bm.‘den on Competition
State whether the propésed rule change will have an impact on competition and, if S0,

(i) state whether the proposed rule change will impose any burden on competition or whether it

will relieve any burden on, or otherwise promote, competition and (ii) specify the particular
categories of persons and kinds of businesses on which any burden will be imposed and the ways

in which the proposed rule change will affect them. If the proposed rule change amends an
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6. Extension of Time Period for Commission Action

. If the proposed rule change is subject to Commission approval, state whether the self-.
regulatoryorganization consents to an extension of the time period specified in Section 19(b)(2)
or Section 19(b)(7)(D) of the Act and the duration of the extension, if any, to which the self-
regtllatory organization consents.

7. Basis for Summary Effectiveness Pursuant to Section 19(b)(3) or for Accelerated
Effectiveness Pursuant to Section 19(b)(2) or Section 19(b)(7)(D)

(a) If the proposed rule change is to take, or to be put into, effect, pursuant to Section
19(b)(3) state whether the ﬁling is made pursuant to paragraph (A) or (B) thereof. |

(b) In the case of paragraph (A) of Section 19(b)(3) designate that the proposed rule
change: . . |

(1) | is a stated policy, practice,' or interpretation iNith respect to the meaning,

' administration, or .enforcement of an .existing rule, |
| @) establishes or changes a due, fee, or other charge,

(i) is concerned solely with the administration of the self—regulatory organization,

(iv) effects a change in an exrsting service of a registered clearing agency that either
(A)(1) does not adversely affect the safeguarding of securities or funds in the custody or control
of the clearing agency or for which it is responsible and (2) does not significantly affect the
respective rights or obligations of the clearing agency or persons using the service or (B)(1)
primarily affects the futures clearing operations of the clearing agency with respect to futures
that are not sec_urity futures and'(2) does not significantly affect any securities clearing
operations of the clearing agency or any related rights or obligations of the clearing agency or

persons using such service, and set forth the basis on which such designation is made,
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summary power under Section 19(b)(3)(B), the Commission is requi_red to make one of the
findings described above but may net have a full opportunity to make a determination that the
proposed rule change otherwise is consistent with the requirements of the Act and the rules and
regulations thereunder. The Commission will generally exercise its summary power under
Section 19(b)(3)(B) on condition that the proposed rule change to be declared effective
summarily shall also be subject to the procedures of Section 19(b)(2) of the Act. Accordingly, in |
most cases, a summary order under Section 19(b)(3)(B) shall be effective only until such time as
the Commission shall enter an order, pursuant to Section .19(b)(2)(A) of the Act, to approve such
proposed rule change or, depending on the circumstances, until such time as the Commission
shall institute proceedings to determine whether to disapprove such-pfoposed rule change or,
’altemetively, such time as the Commission shall, at the conclusion of such proceedings, enter an
order, pursuant to Section 19(b)(2)(B), approving or disapproving such proposed rule change.

(d) If accelerated effectiveness pursuant te Section 19(b)(2) or Section 19(b)(7)(D) of
the Act 1s requested, provide a statement explaining why there 1s good cause for the Commission
to accelerate effectivenees. | |

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

State whether the proposed rule change is based on a rule either of another self-regulatory
organizntion or of the Commission, and, if so, identify the rule and explain any differences
between the proposed rule ehange and.that rule,.as ihe filing self-regulatory organization
understands it. In explaining any such differences, give particular attention to differences
between the conduct required to comply with the proposed rule change and that required to

comply with the other rule.
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(i) A description of how the rules of the clearing agency prescribe that all security-

“based swaps submitted to the clearing agency with the same terms and conditions are

economically equivalent within the cl.earing agency and may be offset with each other within the
clearing agency, as applicable to the security-based swaps described in the security-based swap
submission; and

(1v) A description of how the rules of the clearing agency provide for non-
discriminatory clearing of a secuﬁty-l?ased swap executed bilaterally or on or through the rules
of an unaffiliated national securities exchange or security-based swap execution facility, as
applicable to the security-based swaps described in the security-based swap submission.

NOTE. In connection with the factor specified in Item 9(b)(ii)(A) above, the statemenf '
describing the existence of outstanding notional exposufes, trading liquidity and adequat’e pricing

data could address pricing sources, models and procedures demonstrating an ability to obtain

price data to measure credit exposures in a timely and accurate manner, as well as measures of -

historical market liquidity and trading activity, and expécted market liquidity and trading activity -
if the security-based swap is required to be cleared (including information on the sources of such
measures). With respect to the factor specified in Item 9(b)(ii)(B) above, the statement
describing the availability.of a rule framework coﬁld include a discussion of the rules, policies or
procedures applicéble»to the clearing of the relevant security-based swap. ' Additionally, the
discussion of credit suppdrt infrastructure specified in Ttem 9(b)(ii)(B) above could include the
methods to address and communicate requests for, and posting of, collateral. With respect to the
factor specified in Item 9(b)(i1)(C) above; the discussion of systemic risk could include a
statement on the clearing agency’s risk management précedures including, among other things, -

the measurement and monitoring of credit exposures, initial and variation margin methodology,
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(c) A clearing agency shall submit security-based swaps to the Commission for
review by group, category, type or class of security-based swaps, to the extent reasonable and
practicable to do so.

(d) A clearing agency shal.l file as an amendment to this Form 19b-4 any additional
information necessary to assess any of the factors the Commission determines to be appropriate
in order to make a determination regarding the clearing requirement.

(e) A security-based swap submission pursuant to Section 3C that also is required to
be filed as a proposed rule change under Section 19(b) or an advance notice undér Section 806(e)
of the Payment, Clearing and Settlement Supervision Act shall not take effect until
determinations are obtained under each of the other applicable statutory provisions.

10.  Advance Notices Filed Pursuant to Section 806(e) of the Payment, Clearing and
Settlement Supervision Act

i

(a) A designated clearing agency shall provide notice on thié Form 19b;4's._i>(:ty 60)
days in advance of any propdsed change to its rules, procedureé, or operatio‘ns that could, as |
defined in Rule 19b-4, maferially affect the nature or level of risks presented by the designated
clearing agency.

(b) A designated clearing agency shall include in the advance notice a ‘description of:

(i)v the nature of the change and expected effects on risks nto the aesignated clearing
agency, its participants, or the market; and | |

(i1) how the designated clearing agency plans fo manage any identiﬁéd risks.

(c) A designated clearing agency-shall file as amendment to this.Forrn 19b-4 any
additvio.nal information that is required to be filed by the Commission as necessary to assess the

effect the proposed change would have on the nature or level of risks associated with the
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notice and copies of all written comments on the proposed rule change, security-based swap
submission, or advance notice received by the self-regulatory organization (whether or not
comments were solicited), presented in alphabetjcal order, togethér with an alphabetical listing of
such comments. If such notices and comments cannot be ﬁl.ed electronically in accordance with
Instruction F, the notices and comments shall be filed in accordance with Instruction G.

(b) Copies of any transcript of comments on the proposed rule change, security-based
swap submission, or advance notice made at any public meeting or, if a transcript is not
available, a copy of the summary of comments on the proposed rule change, security-based swap
submission, or advance notice made at such meeting. If such transcript of comments or
summary of comments cannot be filed electronically in accordance with Instruction F, the
transcript of comments or summary of comments shall be filed in accordance with Instruction G.

(© If after the proposed rule change, secxirity-based swap submission, or advance
notice is filed but before the Commission takes final action on it, the self-regulatory organization
prepares or receives any correspondence or other communications reduced to writing (including
comment letters) to and from such self-regulatory organization concerning the proposed rule
change, security-based swap submission, or advance notice, the communications shall be filed in
accordance with Instruction F. If such communications cannot be filed electronically in
accordance with Ins'truction F, thé corﬁmunications shall be filed in accordance with Instruction
G |

Exhibit 3. Copies of any form, report, or questionnaire covered by Item 1(a). If such
form, report, or questionnaire cannot be filed electronically in accordaﬁce with Instruction F, the

form, report, or questionnaire shall be filed in accordance with Instruction G.
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SPECIFIC INSTRUCTIONS FOR EXHIBIT 1 - NOTICE OF PROPOSED RULE CHANGE
EXHIBIT 1

SECURITIES AND EXCHANGE COMMISSION

[Release No. 34- ; File No. SR ]

[Date]

Self-Regulatory Organizations; [Name of Self-Regulatory Organization]; Notice of Filing [and
Immediate Effectiveness] of a Proposed Rule Change Relating to [brief description of subject

matter of proposed rule change]

General Instructions
A. Format Requirements

The notice must comply with the guidelines for publication in the Federal Register, as
well as any requirements for electronic filing as published by fheCommission (if applicable).
For example, all references to the federal securities laws must include the corresponding cite to
the United States Code in a footnote. All references to SEC rules must include the
corresponding cite to the Code of Fedefal Regulations.in a footnote. All references to Securitiés
Exchange Act Releases must include the releas¢ number, release date, Federal Register cite,
Federal Register date, and corresponding file number (e.g., SR-[SROJ-XX-XX). A material
failure to comply with these guidelines will result in the proposed ruie chgnge being deemed not
properly filed. See also Rule 0-3 undef the Act (17 CFR 240.0-3). Leave a l-inch margin at the
top, bottom, and right hand side, and a 1 1/2 inch margin at the left hand side. Number all pages

consecutively, consistent with Rule 0-3 under the Act (17 CFR 240.0-3). Double space all
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the proposed rule change amends an existing rule, indicate changes in the rule by brackets for
words to be deleted and underlined for words to be added.) -

I1I. Self-Regulatory Orgamzatlon s Statement of the Purpose of, and Statutory Basis
for, the Proposed Rule Change

In its filing with the Commrssron, the self-regulatory organization included statements
concerning the purpose of and basis for the proposed rule change and discussed any comments it
received on the proposed rule change The text of these statements may be examined at the
places specrﬁed in Item IV below. The self—regulatory orgamzatron has prepared summaries, set
forth in sections A, B, and C below, of the most signiﬁcant aspects of such statements.
(Reproduce the headmgs and summarize briefly the most significant aspects of the responses, to

Items 3 4 and 5 of Form 19b-4, redesrgnatmg them as A, B, and C, respectively.)

I11. Date of Effectrveness of the Proposed Rule Change and Tlmlng for Commlsswn
Action : ' .

(If the proposed rule change is to be considered by the Commission pursuant to -

Section 19(b)(2) of the Act, the following paragraph should be used.)

Within 45 days of the date of publication of this notice in the Federal Register or within
~ such longer period up to 96 days (i) as the Commission may designate if it finds such longer
period to be appropriate and publishes its reasons for so finding or (ii) as to which the self-
regulatory organization consents, the Commission will:
~ (A) by order approve or disapprove such proposed rule change, or
(B)  institute proceedings to determine whether the proposed rule change should be

disapproved.
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(If the proposed rule change is to be considered by the Commission pursuant to -
Section 19(b)(7)(D) of the Act, the following paragraph should be used.) o

- 'Within 35 days of the date of publicétion of this notice in the ' Federal Register.or within

such longer period (i) as the Commission may designate up to 90 days of such date if it finds
suchlonger period to be appropriate and publishes its reasons for so finding or
(11) as to which the self-regulatory organization consents, the Commission will:

(A) by order approve such proposed rule change, or

(B) .aﬁer consultation with the Commodity Futures Tradirig Commission, institute.
- proceedings to determine whether the proposed rule change should be disapproved. |

Iv. Soli_citation of Comments

Interested persons are invited to submit written data, views-and arguments concerning the
foregoing, including whether the proposed rule change is consistent with the Act. Comments-
may be submitted by any of the following methods:

Electronic Comments:

¢ Use the Commission's Internet comment form

(http://www .sec.gov/rules/sro.shtml); or

¢ Send an e-mail to rule-comments@sec.gov. Please include Filc Number XX on the

subject line.

Paper Comments:

e Send paper comments in triplicate to [Name of Secretary], Secretary, Securities and
Exchange Commission, 100 F Street, NE, Washington, DC 20549.
All submissions should refer to File Number XX. This file number should be included on the

subject line if e-mail is used. To help the Commission process and review your comments more
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SPECIFIC INSTRUCTIONS FOR EXHIBIT 1A — NOTICE OF PROPOSED RULE CHANGE,
SECURITY-BASED SWAP SUBMISSION OR ADVANCE NOTICE FILED BY CLEARING
AGENCIES

EXHIBIT 1A

SECURITIES AND EXCHANGE COMMISSION

[Release No. 34- ; File No. SR ]

[Date]

Self-Regulatory Organizations; [Name of Clearing Agency]; Proposed Rule Change, Security-

Based Swap Submission, or Advance Notice Relating to [brief description of subject matter of

proposed rule change, security-based swap submission, or advance notice]

General Instructions
A. F ormz;t Requirements

The notice must comply with the guidelines for publication in the Federal Register, as |
well as any requirement_s. for electronic filing as published by the Commission (if applicablc).
For exainple, all references to.the federal securities laws must include the corresponding cite to
the United States Code in a footnote. All references.to SEC rules musI include the
corresponding cite to the Code of FederalARegulati_ons in a footnote. All references to Securities
Exchange ActReleases must include the release number, release date, Federal Register cite,
Federal Register (Iate, and chrresponding file number (e.g., SR-[SRO]-XX-XX). A material
failure to comply with these guidelines will result in the proposed rule change, security-based
swap submission, or advance notice being deemed not properly filed. See also Rule 0-3 under
the Act (17 CFR 240.0-3). Leave a 1-inch margin at'the top, bottom, and right hand side, and a 1

1/2 inch margin at the left hand side. Number all pages consecutively, consistent with Rule 0-3
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Information to Be Included in the Completed Notice

I. Clearing Agency’s Statement of the Terms of Substance of the Proposed Rule
Change, Securitv-Based Swap Submission, or Advance Notice

(Supply a br1ef statement of the terms of substance of the proposed rule change security-
based swap submlssron or advance notice. If the proposed rule change is relatively brief, a
separate statement need not be prepared and the text of the proposed rule change may be
inserted in lieu of the statement of the terms of substance. If the proposed rule change amends
an e)tlstlng rule, indicate changes in the rule by brackets for words to be deleted and underlined
for words to be added.) |

II. Clearing Agencv’s Statement of the Purpose of, and Statutory Basis for, the
Proposed Rule Change, Security-Based Swap Submission, or Advance Notice

In its filing with the Commission, the clearing agency included statements concerning the
purpose of and basis for the proposed rule change, security-based swap submissi.on, or 'advance
notice and discussed any comments it received on the proposed rule change, security-based swap
submission, or advance notice. The text of these statements may be examined at the places
specified in Item IV below. The clearing agency has prepared summaries, set forth in sections
A, B, and C below, of the most significant aspects of such statements. (Reproduce the headings,
and summarize briefly the most significant aspects of the responses, to Items 3,4, 5, 9 or 10 of
Form 19b-4, as applicable, redesignating them as A, B, C, D or E, as applicable, respectively.)

I11. Date of Effectiveness of the Proposed Rule Change, Security-Based Swap
Submrssnon, and Advance Notice and Tlmmg for Commission Action

(If the proposed rule change is to be considered by the Commission pursuant to

Section 19(b_)(2) of the Act, the following paragraph should be used.)

Within 45 days of the date of publication of this notice in the Federal Register or within

such longer period up to 90 days (i) as the Commission may designate if it finds such longer
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: proposed rule change, the Commission summarily may temporarily suspend such rule change if

it appears to the Commission that such action'is necessary or appropriate in the public interest,
for the protection of investors, or otherwise in furtherance of the purposes of the Act.

(If the proposed rule change is to be considered by the Commission pursuant to
Section 19(b)(7)(D) of the Act, the following pafa‘graph should be used.)

Within 35 days of the date of publication of this notice in the Federal Register or within

such longer period (i) as the Commission may designate .up to 90 days of such date if it finds |
such longer period fo be appropriate a_»nd:publishes its reasons for so finding or (ii) as to which
the self-regulatory organization consents, the Commission will:

(A). by order approve such proposed rule change, or

(B) after consultation with the-Commodity‘Futures Trading Comrﬁissio’nin’stitute -
préceedings to determiné'.'whether the perosed‘ rule change shiould be disapproved.

(If the proposed change is filed as a securify-based swap submission pursuant to -
Section 3C of the Act, the following paragraph should be used.)

Within 90 days after receiving a security-based swap submission, unless the submitting
clearing agency agrees to an extension of time limitation, the Commission shall by order make
its determination whether the securitj—based swap, or group, category, type or class of security-

based swaps, described in the security-based swap submission is required to be cleared. In

i making its determination that the clearing requirement shall apply, the Commission may include

such terms and conditions to the requirement as the Commission determines to be appropriate in
the public interest.
The clearing agency shall post notice on its website of any clearing requirement that is

implemented.
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provide its services in a safe and sound manner. The Commission may require modification or
e recision of the proposed change if it finds it'is not consistent with the purposes of the Payrnent,
Clearing and Settlement Supervision Act or any applicable rules, orders, or standards prescribed
under Section 805(a).
(If the proposal is submitted pursuant to more than one filing requirement, the
clearing agency shall add the following lanvguage in addition to the language ab(_)ve.)‘
Th¢ proposal shall not take effect until all regulatory. actions required with respect to the
proposal are completed.

IV. Solicitation of Comments

Interested persons are invited to submit written data, views and arguments concerning the
foregoing, including whether the proposed rule-change, security-based swap submission, or
advance notice is consistent with the Act. Comments may be submitted by any of the following

‘ methods:

Electronic Comments:

e Use the Commission’s Internet comment form

(http://wWw.sec.gov/rules/sro.shtml); or

* Send an e-mail to rule-comments@sec.gov. Please include File Number XX on the

subject line.

Paper Comments:

* Send paper comments in triplicate to [Name of Secretary], Secretary, Securities and
Exchange Commission, 100 F Street, NE, Washington, DC 20549,
All submissions should refer to File Number XX. This file number should be included on the

subject line if e-mail is used. To help the Commission process and review your comments more
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I

_Calais Resources Inc. ("Calais" or the "Company") appeals from an administrative law
judge's decision finding that the Company violated Section 13(a) of the Securities Exchange Act
of 1934 and Exchange Act Rules 13a-1 and 13a-13 by failing to file required annual and
quarterly reports for a period exceeding six years, and revoking the registration of the Company's
securities.! We base our findings on an independent review of the record, except with respect to
those findings not challenged on appeal.

II.
A. Background

Calais is a Canadian corporation located in Nederland, Colorado with a class of securities
reglstered pursuant to Section 12(g) of the Exchange Act.”> Calais initially registered its securities
as a "foreign private issuer” and filed annual reports on Form 20-F prepared in accordance with
Canadian generally accepted accounting principles, with a reconciliation to U.S. generally
accepted accounting principles.” In August 2003, after a financing that resulted in U.S. residents
owning more than 50% of Calais's outstanding voting securities, Calais ceased to qualify as a
"foreign private issuer" and became obligated to file its annual reports on Form 10-K.

‘ - In a letter dated March 2, 2007, the Division of Corporation Finance ("Corporation
Finance") informed Calais that the Company did not appear to be in compliance with its
Exchange Act reporting requirements.* On March 16, 2007, Calais responded to Corporation
* Finance's letter by informing Commission staff that it hoped to return to compliance within 120

! Exchange Act Section 13(a) requires issuers of securities registered pursuant to
Exchange Act Section 12 to file periodic reports in accordance with Commission rules.
15 U.S.C. § 78m(a). Rule 13a-1, 17 C.F.R. § 240.13a-1, requires issuers to file annual reports,

and Rule 13a-13, 17 C.F.R. § 240.13a-13, requires issuers to file quarterly reports.
2 15 U.S.C. § 781(g).

} Exchange Act Rule 3b-4(c), 17 C.F.R. § 240.3b-4(c), defines "forelgn private
issuer" as any foreign issuer other than a foreign government. An issuer is not deemed a foreign
private issuer if: (a) its outstanding voting securities are more than 50% owned by United States
residents and (b) the majority of its executive officers or directors are United States citizens or
residents, more than 50% of its assets are located in the United States, or its business is
administered principally in the United States. '

‘ ' 4 At that time, Calais's most recent report was a quarterly report filed by the
Company on October 15, 2004 on Form 10-QSB. :
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days.’ Calais further explained that it had not made the required filings because it could not pay
its auditor, but assured the staff that it would soon return to compliance because a major investor
had agreed to pay for the necessary audits. On May 8, 2007, Calais's counsel informed
Commission staff that the Company was about to file its delinquent reports and asked if the
reports could be consolidated into a single filing. Corporation Finance denied this request and
told Calais to file separate reports. Despite its assurances, Calais failed to file any periodic
reports for four additional years. From 2005 through 2010, however, Calais filed nineteen Forms
8-K reporting sales of its securities in private placement transactions exempt from registration
under Section 4(2) of the Securities Act of 1933.° On February 24, 2011, we issued an Order
Instituting Proceedings ("OIP") with respect to Calais’ and an Order Suspending Trading in
Calais's securities for ten business days.®

5 Additionally, a staff member in Corporation Finance stated in a declaration dated

October 11, 2011 that she received a letter from Calais dated April 4, 2007 "seeking a 120 day
¢xtensi0n" for Calais to make its filings.

6 Pursuant to Rule of Practice 323, 17 C.F.R. § 210.323, which permits us to take
official notice of any matter in the public official records of the Commission, we take official-
notice of the Forms 8-K filed by Calais with respect to the Company's sales of its securities on
December 20, 2010, August 13, 2008, July 10, 2008, June 18, 2008, April 11, 2008, April 7,
2008, March 27, 2008, February 7, 2008, January 17, 2008, January 4, 2008, December 28, 2007,
December 6, 2007, March 19, 2007, August 2, 2006, July 13, 2006, May 4, 2006, February 13,
2006 and February 10, 2006 (regarding the same sales), and December 27, 2005. Collectively,
these sales involved over 68 million shares of Calais's common stock and warrants in exchange
for cash and other consideration in excess of $6.2 million. Calais used the cash proceeds from
the sales to pay operating expenses of the Company. For example, Calais's Form 8-K filed on
July 7, 2008, discloses that the Company used $125,000 from the sale of stock and warrants to
pay "critical accounts payable, including fees owed to legal, audit and accounting service
providers, and other corporate expenses.”

4 The OIP also named six other issuers. We issued an order revoking the

registration of the securities of Bio-Life Labs, Inc. pursuant to a settlement agreement. Securities
Exchange Act Rel. No. 64093 (Mar. 18, 2011), 100 SEC Docket 39058. The remaining issuers
failed to file answers to the OIP and an administrative law judge issued an order making findings
and revoking the registrations of their securities. Exchange Act Rel. No. 64482 (May 13, 2011),
101 SEC Docket 41195.

8 Bio-Life Labs, Inc., Exchange Act Rel. No. 63951 (Feb. 24, 2011), 100 SEC
Docket 38219. The order also suspended trading in the securities of five other issuers named in
the OIP. :




B. Calais's Remedial Efforts

In its answer to the OIP, Calais admitted that it had not filed any annual or quarterly

“reports required by the Exchange Act since a quarterly report for the period ended on August 31,

2004, but argued that révoking the registration of its securities would be an "unduly harsh
remedy" as the Company was willing and able to come into compliance with its reporting
obligations. The law judge held four prehearing conferences during which Calais presented
evidence of its efforts to return to compliance.

At the first prehearing conference held on March 29, 2011, Calais stated that it would file
its 2010 annual report by April 22, 2011, annual reports for 2009 and 2008 by May 20, 2011, and
all of its delinquent reports by June 17, 2011. On May 9, 2011, Calais filed an annual report for
the 2010 fiscal year. The next day, at the second prehearing conference held on May 10, 2011,
Calais acknowledged that all of its delinquent reports might not be filed by June 16, but
represented that the Company would file all of the required reports "certainly well before" July

©25,2011.° The Division of Enforcement ("Divison"), while noting that the 2010 annual report
remained under review, reported that the filing contained deficient disclosure on audit fees.

Between the second and third prehearing conferences, in May and June 2011, Calais filed
three quarterly reports and two annual reports.'” On June 14, 2011, the Division filed a
declaration from an Assistant Chief Accountant in Corporation Finance noting that Calais had.
not yet filed all of its delinquent reports and identifying deficiencies in Calais's 2009 and 2010
annual reports. . :

As a "development" or "exploration" stage company, Calais is required to disclose in its
annual reports "cumulative from inception" information as part of the financial statements

 required to be included with its Forms 10-K."" Stark Schenkein, LLP ("Stark"), Calais's auditor

for the Company's financial statements from June 1, 2004 to the present, included financial
information from the period encompassing the inception of the Company (December 31, 1986)
through May 31, 2004 ("Inception to 2004 Period") that had been audited by KPMG, LLP

? The OIP ordered that an initial decision be issued by the administrative law judge
no later than 120 days from the date of service of the order, resulting in a July 25, 2011 due date
for the initial decision. See Rule of Practice 360(a)(2), 17 C.F.R. § 201.360(a)(2). -

10 The quarterly reports covered two quarters of 2010 and the first quarter of 2011,
and the annual reports covered the fiscal years ended on May 31, 2008 and May 31, 2009.

1 Statement of Financial Accounting Standards No. 7, paragraph 11.
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("KPMG™), a former Calais auditor, and referred to KPMG's audit report in Calais's 2009 and
2010 Forms 10-K." _

Rule 2-05 of Regulation S-X provides that if the principal accountant examining the
financial statements of a company "elects to place reliance on the work of [another independent]
accountant and makes reference to that effect in his report, the separate report of the other
accountant shall be filed."" Calais, however, did not file KPMG's earlier audit report covering
the financial information from the Inception to 2004 Period with its annual reports.' Calais
represents that, in 2007 and 2008, it sought KPMG's permission to include KPMG's audit report
for the Inception to 2004 Period in the Company's filings, but that KPMG refused. David K.
Young, Calais's President and Chief Operating Officer, stated in a declaration dated September
15, 2011, that the Company contacted KPMG again in September 2011 and was working with
Stark and KPMG to obtain an audit report for the Inception to 2004 Period. Young estimated
that it would take "between six and nine months to do so."” Calais has provided no subsequent

‘information on the status of that effort or the reasons why KPMG would not allow its audit report
to be included in the Company's subsequent annual reports.

At the third prehearing conference held on June 24, 2011, Calais admitted that it had not
filed all of the delinquent reports and requested additional time to review the Division's
contentions, stating "we don't agree that the material deficiencies which are described are in fact
material deficiencies." The law judge scheduled a final, fourth prehearing conference for July 18,

: 12 Stark's audit reports for Calais's 2009 and 2010 annual reports state, in relevant
part, "[tJhe company's financial statements for the period from inception (December 31, 1986) to
May 31, 2004 were audited by other auditors whose report expressed an unqualified opinion and
included a going concern paragraph on those financial statements."

12 17 C.F.R. § 210.2-05.

" Other deficiencies identified in the Assistant Chief Accountant's declaration
included the designation of certain information in the Company's financial statements as
"unaudited" in apparent violation of Rule 8-02 of Regulation S-X, 17 C.F.R. § 210.8-02, which
requires "smaller reporting companies” such as Calais to file audited financial statements with
the Commission. Calais's Forms 10-K identify the Company as a "smaller reporting company"
‘within the meaning of Rule 12b-2 of the Exchange Act, 17 C.F.R. § 240.12b-2. Additionally,
Commission staff guidance dating from January 16, 2001 states that audit fees disclosed in
annual reports should include "those billed or expected to be billed for the audit of the registrant's
financial statements for the most recently completed fiscal year and the review of financial
statements for any interim period within that year", which Calais had not provided. See
http://www.sec.gov/info/accountants/audindep/audinfaq.htm.

13 Young also asserted that it would cost the Company roughly $500,000 to obtain
the audit report. - :

)
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2011, to provide Calais additional time to report on its efforts to come into compliance with the
Exchange Act.

On July 14, 2011, Calais filed the remaining seventeen overdue quarterly reports. The
next day, Calais filed a single Form 10-K containing annual report disclosure for the 2005
t_hrough 2007 fiscal years. In-a letter to the law judge dated July 18, 2011, the Division objected
to the comprehensive Form 10-K filing, noting that Commission staff had previously denied
Calais's request to make such filings. The Division also noted that the annual report failed to
include independent auditor reports covering the Inception to 2004 Period and did not properly
disclose audit fees.

At the fourth prehearing conference, Calais conceded that the Company should have filed
separate Forms 10-K for fiscal years 2005 through 2007 but argued that the purpose of the filing
requirements had been met because the comprehensive Form 10-K filing contained all of the
information that the Company was required to provide to the public. Calais further argued that it
had reported its audit fees in a manner similar to other issuers and, in any event, any deficiency in
such disclosure did not raise a "significant" issue.

The law judge issued the initial decision on July 25, 2011, finding that Calais had
admitted to violations of the Exchange Act's reporting requirements and that revocation of the
Company's registration of securities was necessary or appropriate in the public interest. In
determining to revoke Calais's registration, the law judge found that Calais's violations were
serious and recurrent. The law judge also found that because of material deficiencies in Calais's
filings, the Company had not cured the violations alleged in the OIP, and that there was no
assurance of future compliance. '

HI.

Exchange Act Section 12(j) authorizes us, as we deem “necessary or appropriate for the
protection of investors," to suspend (for a period not exceeding twelve months) or revoke the
registration of a security if we find that an issuer has failed to comply with any provision of the
Exchange Act or its rules and regulations.'® Exchange Act Section 13(a) requires issuers of
securities registered under Exchange Act Section 12 to file periodic and other reports with the
Commission.'” Exchange Act Rules 13a-1 and 13a-13 require such issuers to file annual and -
quarterly reports.'® Calais admits that it failed to file any annual or quarterly reports required by
the Exchange Act between the time the Company filed a quarterly report for the period ended

16 15 U.S.C. § 781().
17 15 U.S.C. § 78m(a).

18 17 C.F.R. § 240.13a-1, 240.13a-13.
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August 31, 2004 and May 2011. Accordingly, we find that the Company has violated Exchange
Act Section 13(a) and Exchange Act Rules 13a-1 and 13a-13.

Although Calais does not dispute its violations, the Company argues that revocation is not
warranted here because of its recent efforts to return to compliance and other relevant
circumstances.'® Calais contends that the proceeding should be dismissed because of its
"compelling efforts . . . to remedy past violations and insure future compliance." Alternatively,
Calais argues that a "suspension of trading in Calais's securities" will be appropriate to "test" its

19 Both Calais and the Division submitted motions to adduce additional evidence

pursuant to our Rule of Practice 452, 17 C.F.R. § 201.452. Rule 452 allows us to accept
additional evidence if it is material and there were reasonable grounds for failure to adduce such
evidence previously.

Calais raises the only objection to the inclusion of the additional evidence, arguing for the
exclusion of statements in the Declaration of David S. Frye, counsel to the Division,
summniarizing conversations between Frye and two of Calais's former auditors, KPMG and Eide
Bailly, LLP ("Eide"). Calais argues that this evidence is hearsay and lacks appropriate indicia of
reliability.

We reject Calais's objection. Hearsay is admissible in administrative proceedings, and
"we evaluate such evidence based on its probative value, its reliability and the fairness of its use."
Leslie A. Arouh, Securities Exchange Act Rel. No. 62898 (Sep. 13, 2010), 99 SEC Docket
32306, 32323. Frye's declaration, made under the penalty of perjury pursuant to 28 U.S.C.
§ 1746, provides relevant details of Calais's efforts to come into compliance with the Exchange
Act's reporting obligations. Additionally, Calais offers summaries of conversations with the
same auditors, KPMG and Eide, in the September 15, 2011 declaration of David K. Young,
Calais's President and Chief Operating Officer.

We have determined to grant the motions to adduce additional evidence. The evidence
offered by Calais and the Division is material to this proceeding. The parties did not have the
opportunity to supplement the record below by briefing the issues before the law judge as the
initial decision was issued a week after the fourth prehearing conference, and certain evidence

‘relates to events that occurred after the initial decision. Since we admit the additional evidence
offered by the parties pursuant to Rule 452, we need not reach the question of whether certain of
the Division's evidence qualifies for admittance pursuant to Rule of Practice 323, which permits
us to take official notice of any matter in the public official records of the Commission. We
therefore deny, as moot, the Division's alternative request to admit certain of its exhibits pursuant
to Rule 323.
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assurances of future compliance.” As discussed below, we agree with the law judge that
revocation is necessary or appropriate for the protection of investors.

In determining the appropriate sanction under Exchange Act Section 12(j), we are guided
by the analysis we first set forth in Gateway International Holdings, Inc.*' In Gateway, we held
that our sanctions determination "turns on the effect on the investing public, including both
current and prospective investors, of the issuer's violations, on the one hand, and the
Section 12(j) sanctions, on the other hand."” We provided a list of nion-exclusive factors to be
considered in making this determination, including (i) the seriousness of the issuer's violations,
(ii) the isolated or recurrent nature of the violations, (iii) the degree of culpability involved,

(iv) the extent of the issuer's efforts to remedy its past violations and ensure future compliance,
and (v) the credibility of its assurances, if any, against further violations.? :

Calais's violations are serious and recurrent, and they demonstrate a high degree of
culpability. Calais failed to file nineteen quarterly reports and six annual reports over a period of
six years, depriving both existing and prospective shareholders of current and reliable
information about the Company's operations and financial condition, at the same time that it sold
a significant number of its securities to investors.* We also note that Calais did not make any
Form 12b-25 filings in connection with these delinquencies.? In its brief to us, Calais concedes

2 Section 12(j) of the Exéhange Act authorizes the Commission to suspend the

registration of a company's securities for up to twelve months, while Section 12(k), 15 U.S.C.
§ 781(k), governs the Commission's authority to suspend trading in any security. As relevant
here, Section 12(k) permits the Commission to summarily suspend trading in certain securities
for a period not exceeding ten business days. As previously noted, we suspended trading in
Calais's securities on February 24, 2011, for ten business days.

2 Exchange Act Rel. No. 53907 (May 31, 2006), 88 SEC Docket 430.
2 88 SEC Docket at 438-39. |
3 Id. at 439.

2 Impax Labs., Inc., Exchange Act Rel. No. 57864 (May 23, 2008), 93 SEC Docket
6241, 6251 (finding the issuer's failure to file six quarterly and two annual reports over the course
of eighteen months to be serious and recurrent); Am. Stellar Energy, Inc., Exchange Act Rel. No.
64897 (July 18, 2011),101 SEC Docket 43810, 43816 (finding the failure to file two annual
reports and eight quarterly reports to be serious and the pattern of filing delinquencies over a
nine-year period to be recurrent). :

2 See Exchange Act Rule 12b-25, 17 C.F.R. § 201.12b-25(a) (requiring issuers to
provide notice of inability to file a periodic report, along with supporting reasons, by filing a
' (continued...)
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that it can offer "no excuses for its failure to timely file periodic reports because it believes the
Commission would not find compelling its reasons" for failing to file. Such a "long history of
ignoring . . . reporting obhgatlons under the Exchange Act evidences a "high degree of
culpability."?

We have held that a respondent's repeated failure to file its periodic reports on time is "so
serious” a violation of the Exchange Act that only a "strongly compelling showing" regarding the
other Gateway factors would justify a sanction less than revocation.”” Calais argues that it has
"exerted significant effort to remedy its past violations" by filing all past due reports, correcting
deficiencies in its filings, and attempting to address the remaining deficiencies identified by the
Division.?

Calais states that it initially hired Eide as its auditor several months before the OIP issued,
and that Eide thereafter completed audits of the Company's financial statements for its 2005
through 2010 fiscal years. Two weeks prior to issuance of the OIP, Eide "advised Calais that it
had identified an 'independence issue." Calais claims that it then sought an "opinion" from
Commission staff that the "relationship which created the 'independence issue' was not so
significant as to disqualify" Eide. According to Calais, the staff did not respond and the
Company had to retain new auditors, which delayed the preparation of its filings.

However, the responsibility for any delay in the preparation of Calais's long overdue
reports rests solely with Calais. Calais lacked annual audits and quarterly reviews dating back to
the 2005 fiscal year, but did not engage Eide until October 2010, years after the majority of the
‘audits and reviews should have occurred. We conclude that the incremental delay resulting from

2 ( .continued)

Form 12b-25 "no later than one business day after the due date" for such report), Form 12b-25,
17 C.F.R. § 249.322; Cobalis Corp., Exchange Act Rel. No. 64813 (July 6, 2011), 101 SEC
Docket 43379, 43389 n.31 (considering, in assessing the sanction, the issuer's failure to file
Forms 12b-25 in connection with delays in its periodic reports).

2 America's Sports Voice, Inc., Exchange Act Rel. No. 55511 (Mar. 22, 2007), 90
SEC Docket 879, 884 (involving an issuer who failed to comply with its reporting obligations for
a period of more than five years)

z Nature's Sunshine Prods., Inc., Exchange Act Rel No. 59268 (Jan. 21. 2009), 95
SEC Docket 13488, 13500; Impax, 93 SEC Docket at 6252.

28 Calais amended the Company's annual reports to correct its disclosure on audit

fees and revised the characterization of certain information in its annual reports from "unaudited”
to "audited." See supra note 14 and accompanylng text. The Division acknowledges that Calais
has corrected these deficiencies.
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Calais's retention of new auditors to replace Eide was attributable to Calais's failure to initially
timely hire an auditor to conduct the requisite audits and reviews, and is not mitigative.

We have found "revocation of registration to be in the public interest where an issuer's
subsequent filings contain material deficiencies."” Calais argues that we have not revoked the
registration of securities where a company has made all past due periodic filings and is current
with respect to its periodic reporting requirements. Calais cites to our American Stellar and
Nature's Sunshine decisions in support of this contention.’® But, although Calais disputes the
seriousness of the deficiencies, it acknowledges that its filings are not fully compliant with
- regulatory requirements. Calais is therefore not "current" with respect to its reporting
requirements and remains out of compliance until all of the deficiencies have been resolved. Our
precedent, including American Stellar and Nature's Sunshine, does not support the proposition
that the mere filing of a past due report satisfies a company's Exchange Act reporting obligations.
Moreover, we considered deficiencies in the issuer's filings in the American Stellar and Nature's
Sunshine cases, where we ultimately concluded that revocation of registration was necessary or
appropriate in the public interest.

Calais also argues that the deficiencies that remain do not support revocation because
they do not go to the accuracy or completeness of the information filed by the Company in its
reports. But Calais's contention that its reports contain accurate information responds only to one
of the concerns addressed by the Exchange Act's reporting requirements. Exchange Act reports
are designed to provide the public with information that is timely as well as accurate.” If issuers
were permitted, at their discretion, to consolidate multiple years of annual reports into a single
filing, the investing public would not be assured of the timely disclosure mandated by the
Exchange Act. Additionally, as previously noted, during the period that Calais failed to file its
periodic reports, the Company filed nineteen Forms 8-K reporting sales of its securities.
Therefore, investors who would otherwise have had access to current and relevant information

®  4m. Stellar, 101 SEC Docket at 43818.

30 Id. at 43818 (noting deficiencies in the company's Form 10-K filings, including
combining annual report disclosure for fiscal years 2008 and 2009 into a single filing); Nature's
Sunshine, 95 SEC Docket at 13501 ("Dismissal of this proceeding against Nature's Sunshine,
despite its numerous filing delinquencies and unresolved deficiencies, would significantly detract
from the Exchange Act's reporting requirements.").

31 Cobalis, 101 SEC Docket at 43388; America's Sports Voice, 90 SEC Docket at
885 (citing SEC v. Beisinger Indus. Corp., 552 F.2d 15, 18 (1st Cir. 1977) (stating that the
reporting requirements are "the primary tool[s] which Congress has fashioned for the protection
of investors from negligent, careless, and deliberate misrepresentations in the sale of stock and
securities™)); see also United States v. Arthur Young & Co., 465 U.S. 805, 810 (1984) (observing
that "[c]orporate financial statements are one of the primary sources of information available to
guide the decisions of the investing public").
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about Calais as they purchased the Company's securities had no current quarterly or annual
reports of the Company to review during this time.

Calais further contends that its remedial efforts, expenditure of over $300,000 in fees to
address its reporting problems, and ability to now stay current with its periodic filing
requirements "is a credible assurance against further violations."*> But Calais failed to file
separate annual reports for 2005 and 2006, including the disclosure for those fiscal years in the
Company's 2007 annual report. Our rules do not contemplate the consolidation of annual reports
into a single, comprehensive, Form 10-K filing covering multiple reporting periods.*® Moreover,
Calais persisted in filing a comprehensive Form 10-K even though Corporation Finance
expressly denied, on two separate occasions, Calais's request to consolidate multiple reports in a
single filing.** Calais's decision to file its annual reports in a form that the Company knew
Corporation Finance had twice rejected as improper indicates a troubling willingness of the
Company to ignore clear staff directives regarding reporting obligations under the Exchange Act.

Calais has also failed to remedy the lack of audit reports covering the Inception to 2004
Period in its annual reports. Calais argues that the lack of audit reports for the Inception to 2004
Period has not resulted in any harm to the investing public because its filings contain accurate,
audited financial information. Calais contends that it would be "manifestly unfair to base a
sanction of revocation or suspension" on this deficiency.

We do not agree that Calais’s deficiencies regarding its financial statements for the
Inception to 2004 Period are immaterial. Even if KPMG previously audited the Company's
financial statements, Calais is currently unable to obtain KPMG's consent to re-file KPMG's
audit report from that period and Stark has not yet been able to issue its own audit report for the
financial statements at issue. Without an independent auditor currently willing or able to issue an
audit report for the financial statements covering the Inception to 2004 Period, we cannot
characterize the information in those statements as audited, even if the statements were formerly
the subject of a valid audit report. While Calais states that it intends to work with KPMG and

32 We note that expenditures on compliance efforts are normal business expenses

that should not be accorded any special significance especially where, as here, they are incurred
as a result of an issuer's failure to comply with statutory obligations.

33 Am. Stellar, 101 SEC Docket at 43818 n.23; e-Smart Techs., Inc., 57 S.E.C. 964,
965 n.3 (2004) . | |

34 Although our rules do not provide for such consolidation, our staff has

discretionary authority to accept modified reports pursuant to procedures set forth on our website,
www.sec.gov/divisions/corpfin/cfreportingguidance.shtml. As noted, Corporation Finance
initially denied Calais's oral request, on May 8, 2007, to consolidate several reports into a single
filing. Subsequently, in a letter dated January 31, 2011, Corporation Finance denied Calais's
written request to combine several annual reports into a single Form 10-K filing.
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Stark to obtain the necessary audit report, until it is filed, the Company's annual reports from
2005 to the present contain unaudited financial statements in violation of Rule 8.02 of Regulation
S-X.¥

Additionally, we are concerned about the circumstances surrounding the Company's
intermittent efforts to address this deficiency. Calais's belated attempts to remedy the lack of
comprehensive audit reports do not provide credible assurance against future violations. Calais
states that it first requested an audit report from KPMG covering the Inception to 2004 Period in
2007 and 2008, but that KPMG refused to provide the audit report at that time. Calais therefore
knew that the audit reports accompanying its annual report filings from May through July 2011
were deficient well before they .were filed, but only engaged Corporation Finance on this issue
after issuance of the initial decision.” :

Calais asserts that it is now working with KPMG and the Company's current auditors to
try to obtain the required audit report, but Calais contacted KPMG on this issue again only after
the initial decision revoking the registration of its securities was issued. In September 2011,
Calais requested access to KPMG's working papers for the Inception to 2004 Period.” In
response, KPMG requested signed consents from Calais and Stark as a condition of granting such

3 We note that, although Commission staff may grant a waiver from the

requirement that development stage companies provide audited financial information from
inception in its annual financial statements, where that waiver is obtained, the issuer must label
the affected information as "unaudited” on the financial statements. See Division of Corporation
Finance Financial Reporting Manual, p. 27, Section 1180.2(c), available at
http://www.sec.gov/divisions/corpfin/cffinancialreportingmanual.pdf. Investors reviewing
Calais's annual reports dating from 2005 to the present may mistakenly assume that all of the
financial information contained in those reports is audited, as none of the information is labeled
"unaudited." Such investors may accord all of the financial information provided in those annual
~ reports equal weight when they might have otherwise viewed the unaudited portion of the
financial statements differently from the audited information.

3% . Calais requested a waiver excusmg the Company from filing audit reports

‘covering the Inception to 2004 Period in a letter dated September 8, 2011. Corporation Finance _
denied this request in a letter dated September 13, 2011.

7 According to Calais's President, "Calais does not possess sufficient financial
records going back to the inception of Calais so as to permit a re-audit of the cumulative from
inception (December 31, 1986) through May 31, 2004 information of Calais. Based on the recent
advisement from KPMG, LLP, Calais is hopeful KPMG, LLP has sufficient records so as to
ultimately allow its current auditors to issue the required audit report."
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access and forwarded the necessary documents to Calais in September 2011.>® On October 31,
2011, Calais filed its reply brief on this appeal along with a second motion to adduce additional
evidence, which included a declaration of Calais's President, David K. Young, dated October 24,
- 2011. Young's declaration stated that the consents requested by KPMG had been signed by Stark
and Calais, and attached them as exhibits, but did not state whether or when they had been
forwarded to KPMG. Furthermore, Calais did not sign its consent form until October 18, 2011,
the day after the Division submitted evidence, along with its brief on this appeal, that KPMG had
not received the consents.® Calais’s relations with its former auditor, therefore, are consistent
with a troubling pattern that the Company has shown of complying with regulatory requirements
only when it has concluded that its continued failure to do so will result in significant adverse
consequences.

Calais's filings also continue to be dilatory. Calais failed to timely file its quarterly report
for the periods ended November 11, 2011 and February 29, 2012, further undermining the
credibility of its assurances against further violations.** Additionally, "[iJn determining whether
an issuer's assurances against future violations are credible, one factor we consider is whether the
issuer is able to adhere to reasonable schedules that the issuer has proposed for the fulfillment of
delinquent filing obligations."* Calais has repeatedly failed to adhere to self-imposed
timeframes for filing its delinquent reports. '

38 The document to be signed by Stark stated, "[w]e understand the sole purpose of
your review is to obtain information regarding [Calais] to assist you in planning your 2005 to
2011 audits." The document also included representations that Stark would protect the client's
confidential information and seek KPMG's permission before providing such information to a
third party. KPMG asked Calais to sign a document that stated, "You have our consent to make
your work papers available for review by Stark Schenkein LLP and answer any and all questions
regarding the work papers." '

3 As noted, although Calais estimated that its efforts to.obtain an audit report for the
Inception to 2004 Period would take six to nine months from mid-September, it has not filed
" revised audit reports with the affected Forms 10-K or provided an update on the status of its
attempts to remedy this deficiency. Additionally, the record does not contain any evidence as to
whether or when Calais sent the signed consent documents to KMPG.

40 Pursuant to Rule of Practice 323, we take official notice of the Forms 12b-25 filed
by Calais on January 17, 2012 and April 16, 2012, in connection with its delay in filing its Form
10-Qs for the quarters ended November 11, 2011, and February 29, 2012. See Cobalis, 101 SEC
Docket at 43389 n.31 (considering conduct outside of the scope of the order instituting
proceedings in assessing the sanction); Nature's Sunshine, 95 SEC Docket at 13497 n.27 (noting
that the Commission may consider subsequent filing failures and other matters that fall outside
the order instituting proceedings in assessing appropriate sanctions).

4 Am. Stellar, 101 SEC Docket at 43817.
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Under these circumstances, a sanction other than revocation would "reward those issuers
[like Calais] who fail to file required periodic reports when due over an extended period of time"
and "make last minute filings only after becoming the subject of Exchange Act Section 12(j)
proceedings.”? Such conduct prolongs "indefinitely the period during which public investors
"3 significantly undermlnes Exchange Act's
reporting requirements,** and must be addressed with meaningful sanctions.*’

An appropriate order will issue.*

By the Commission (Chairman SCHAPIRO and Commissioners WALTER, AGUILAR,

PAREDES and GALLAGHER).

Ellzabeth M. Murphy
Secretary

42 Nature's Sunshme 95 SEC Docket at 13501; see also Am. Stellar, 101 SEC
Docket at 43820.

43 Am. Stellar, 101 SEC Docket at 43820-43821 (quoting Nature's Sunshine, 95 SEC
Docket at 13501); see also Impax, 93 SEC Docket at 6256 n.34 (declining to order a suspension
instead of a revocation where the "hope that Impax would return to compliance within that period
would very likely result in the necessity for another proceeding under Exchange Act Section 12(j)
at the end of that period"); America's Sports Voice, 90 SEC Docket at 885 & nn.16-17 (rejecting

respondent's request for a ninety-day grace period).

4 Am. Stellar, 101 SEC Docket at 43821; Nature's Sunshine, 95 SEC Docket at
13501. The need for finality in administrative proceedings provides further justification for our
conclusion that revocation is necessary to protect the investing public. See e-Smart, 57 S.E.C. at
970 n.18; Nature's Sunshine, 95 SEC Docket at 13499. :

4 If, after revocation, the Company is able to meet the applicable requirements, it
may file a Form 10 to re-register its securities under Exchange Act Section 12(g). 15 U.S.C.
§ 781(g); see also Cobalis, 101 SEC Docket at 43389 n.33, Nature's Sunshine, 95 SEC Docket at

13502 n.47; Impax, 93 SEC Docket at 6256.

46 We have considered all of the parties' contentions. We have rejected or sustained
them to the extent that they are inconsistent or in accord with the views expressed in this opinion.
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! On January 17, 2012, the Division of Enforcement ﬁled its brief 51multaneously

with a Motion for Leave to Adduce Additional Evidence (the "Division's Motion to Adduce").
Although Citizens Capital Corp. never filed a "reply brief," it filed two pleadings styled
"Opposition to Division of Enforcement's Motion for Leave to Adduce Additional Evidence."
Our Rules of Practice do not provide for more than one opposition brief in response to a motion.
However, because Citizens Capital's second opposition to the Division's Motion to Adduce .
addressed generally issues related to its appeal, rather than to the Division's Motion to Adduce,

: and because Citizens Cap1ta1 did not otherwise file a reply brief, we have considered it as a reply
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I

Citizens Capital Corp. ("Citizens Capital" or the "Company") appeals from an

- administrative law judge's decision finding that the Company violated Section 13(a) of the
Securities Exchange Act of 1934 and Exchange Act Rules 13a-1 and 13a-13 by failing to file
required annual and quarterly reports and, on that basis, revoking'the registration of the
Company's securities.” We base our findings on an independent review of the record except
with respect to those findings not challenged on appeal.

1.

This case concerns repeated failures by Citizens Capital to file‘Exchange Act periodic |
reports. The Company became subject to these reporting requlrements based on the registration
of its common stock pursuant to Exchange Act Sectlon 12(g).> The relevant facts are as follows.

A. Background

Citizens Capital is a Texas corporation based in Dallas, Texas. Citizens Capital filed a
registration statement to register its common stock under Section 12(g) of the Exchange Act
‘which registration statement became effectwe on March 19, 1999.

From the time of the initial registration of the Company's securities in March 1999 until
November 19, 2001, when it filed its quarterly report on Form 10-QSB for the period ending
September 30, 2001,* the Company made all of its required perlodlc filings.” On April 1, 2002,

o Exchange Act Section 13(a) requires issuers of securities registered pursuant to
Exchange Act Section 12 to file periodic reports in accordance with Commission rules.
15U.S.C. § 78m(a). Rule 13a-1, 17 C.F.R. § 240.13a-1, requires issuers to file annual reports,

and Rule 13a-13, 17 C.F.R. § 240.13a-13, requires issuers to file quarterly reports.

3 15 U.S.C. § 78/(g).
4 From the time of its initial registration to present, Citizens Capital operated on a

"calendar" fiscal year basis.

> On several occasions during this time period, the Company filed a Form 12b-25
indicating that it would be unable to make the relevant._ﬁling timely. See Exchange Act Rule
12b-25(a), 17 C.F.R. § 240.12b-25(a) (requiring issuers to provide notice of inability to file a
periodic report, along with supporting reasons, by filing a Form 12b-25 "no later than one
business day after the due date" for such report); 17 C.F.R. § 249.322 (Form 12b-25). By filing a
timely Form 12b-25, an issuer automatically receives an additional five calendar days to file
quarterly reports and an additional fifteen calendar days to file annual reports. In general, during
the period from March 1999 through November 2001, Citizens Capital made its required filings
(contmued J)
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the Company filed a notice on Form 12b-25 of its- 1nab111ty to file timely its annual report for
fiscal year 2001, but it ultimately never made this filing. -

The Company made no required periodic filings between November 19, 2001, and the
initiation of the present proceeding in May 2011. ‘On October 5, 2004, the Company ﬁled a Form
8-K (the "October 2004 Form 8-K"), in which the Company disclosed a private placement of
10,000,000 shares of the Company's common stock.® The October 2004 Form 8-K further
acknowledged that the Company had discontinued making its required periodic reports.” On
November 4, 2004, the Commission's Division of Corporation Finance ("Corporation Finance")
sent the Company a notice (the "November 2004 Notice"). According to the November 2004
Notice, the Company was "not in compliance with its reporting requirements” and could be
subject to administrative proceedings unless it "filed all required reports within fifteen days from .

> (...continued)

during the additional time provided as a result of its filing the Form 12b-25, but was still
delinquent by one day on two occasions in April and August 2001. -

- ¢+ The October 2004 Form 8-K stated that Citizens Capital elected to "evoke its
'demand right' and exercise the 'Liquidating Call Provision' . . . of a secured, promissory note . . .
entered into on May 10, 1998 between the Company and the Citizens Capital Corp. ESOP Trust
(the '[ESOP] Trust'), an affiliate of the Company."” According to the October 2004 Form 8-K, the
result of the "demand right" election would be "the total private, secondary placement of
10,000,000 shares of the Company's common stock held by the Trust and/ or affiliates of the
~ Company and the 10,000,000 shares of SCOR Brands, Inc. 144A common stock held by the
Company." SCOR Brands Inc. is described in the October 2004 Form 8-K as "the exclusive
marketer and distributor of the SCOR Brand line athletlc footwear and a wholly owned
subsidiary of the Company." : ~

7 The October 2004 Form 8-K stated that "[s]Jubsequent to the adverse events of
September 11, 2001, the Company, as a development stage company pursuing growth through
external acquisition and the internal development of it[s] various assets, made the decision to
temporarily suspend its periodic financial reporting requirements, and the related expenses

thereof, in favor of reallocating its time and financial resources towards insuring the continuance
- and ongoing progress of the Company and its sub51d1ar1es in meeting 1t[s] various goals and
objectives." :




4

the date of this letter." Citizens Capltal which claims that it did not receive the November 2004
Notice,® never responded. In 2010, the Company also filed a Form D regarding a $30,000,000
offering of convertible debt by the Company.’ :

B. Institution of Administrative Proceedings

On May 23, 201 1 we issued an Order Instituting Proceedlngs ("OIP") against the
Company.'® The OIP alleged that Citizens Capital was "delinquent in its periodic filings with the
Commission, having not filed any periodic reports since it filed a Form 10-QSB for the period
ended September 30, 2001 "and thereby violated Exchange Act reporting requirements.

" In its May 28, 2011 answer to the OIP, Citizens Capital acknowledged again (as it had in
its October 2004 Form 8-K) that it had stopped making its requlred periodic filings after the third
quarter of fiscal year 2001, but asked the Commission to "give all due consideration” to certain
efforts it had taken to remedy its delinquency, including the retention of a firm of certified public
accountants, Montgomery Cosc1a Greilich LLP ("Montgomery"), to aud1t the Company's 2009
and 2010 financial statements."

On June 6, 2011, Citizens Capital submitted a second answer to the OIP. In this second
answer, the Company asserted that, during the period between September 2001 and December
2008, Citizens Capital "experienced two material losses to its key management who played
material roles to the information gathering, compiling and reporting process.” The Company also
stated that its "business operations were significantly impacted by both the business and
economic post-market impact of the September-11, 2001 terrorist attacks on the United States."

The November 2004 Notice was sent to the address listed on the Company's
November 19, 2001, Form 10-QSB as the "address of principal executive offices," but was not
sent to the address listed as the "mailing address."

8

? The exten_t to which the Company actually sold securities as part of this offering is

unclear.
10 The OIP also named six other delinquent iésuers; each of these other issuers

defaulted, and the law judge issued an order revoking the registration of their securities. See

Citizens Capital Corp., Exchange Act Rel. No. 65028 (Aug. 4, 2011), 101 SEC Docket 44473.

H Citizens Capital did not explain why it engaged Montgomery to provide services

related to only its 2009 and 2010 financial statements, and not for the other years during which it
had not made filings.
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As a result, Citizens Capital requested that it not be required to file any periodic reports with
respect to the period from September 2001 through December 2008."> The Company stated that
it intended, by September 1, 2011, to file "a single, Multi year; Comprehensive Form 10-K for
the fiscal years ended December 31, 2009 and December 31, 2010 respectlvely, inclusive of
audited financial statements for the periods."

During a pre-hearing conference on July 15, 2011, staff from the Commission's Division

- of Enforcement (the "Division") stated that Montgomery had informed the staff that the firm had
never received a retainer payment from the Company and had therefore not commenced the
audit.” Nonetheless, in response to an inquiry from the law judge about whether the Company
could become current with its filings prior to the September 28, 2011 deadline for the issuance of
the Initial Decision,'* the Company responded that it believed it could do so.

On August 12, 2011, the Division filed a motion for summary disposition (the "Summary
Motion"), seeking revocation of the registration of Citizens Capital's securities. On September 7,
2011, the Company responded to the Summary Motion, stating that "a number of internal and

12 Other than stating that it had "struggled to stay afloat with challenged resources"

during a period when "many companies of various stages of development did not survive," the
Company did not elaborate on how the September 11 attacks affected its ability to satisfy its
reporting requirements, and it does not repeat that explanation in its pleadings before us. The
Company also neither specifically identified the missing personnel that caused it to be unable to
file the periodic reports at issue, nor which specific information was missing.

13 The record indicates that Montgomery subsequently resigned from its engagement

with the Company on August 28, 2011. The Company failed to disclose Montgomery's
resignation (and also failed to disclose its earlier engagement of Montgomery) on Form 8-K, as
. required under Item 4.01 of Form 8-K. Because the Company failed to file these required Forms
8-K, it did not provide any discussion of the circumstances surrounding Montgomery's
resignation, as required in Item 304(a)(1)-(3) of Regulation S-K. See 17 C.F.R.
§ 229.304(a)(1)-(3). The Company also failed to file the required Form 8-K regarding the
resignation or dismissal of its prior auditor before its engagement of Montgomery. Thus, it is
unclear how long the Company was without an auditor.

4 Asspecified in the OIP, under Rule of Practice 360(a)(2), 17 C.F.R.
§ 201.360(a)(2), the law judge was required to issue an initial decision "no later than 120 days
from the date of service of the [OIP]," i.e., September 28, 2011.
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external factors inhibited the [Company] from meeting the estimated September 1, 2011
timeline," but claiming that "its current disclosure reports [would be] completed and submitted
by September 23, 2011.""*

On September 12, 2011, the Company filed with the Commission a Form 10-K (the
"Consolidated Form 10-K"), which stated that it covered each of the fiscal years from December
31, 2001 through December 31, 2010. The Consolidated Form 10-K, however, did not include
audited financial statements, despite €arlier assurances that the Company intended to provide
audited financial statements when it made its delinquent filings. Rather, Citizens Capital
asserted for the first time that it was an "inactive entity" during the relevant period and, therefore,
exempt from the auditing requirement.’® Although the Company filed the Consolidated Form 10-
K, it has not filed any of its required quarterly reports for 2001 through 2010.

The Consolidated Form 10-K disclosed numerous business developments affecting the
Company during the preceding decade. These developments, which the Company characterized
as "significant changes . . . to [the Company's] business," included: (1) the formation of a joint
venture for "the development of a multi-channel, direct to home, broadcast TV platform;" (2) the
capitalization of an athletic apparel manufacturing subsidiary through the exchange of 5,000,000
shares of the Company's common stock for 10,000,000 shares of the subsidiary's stock, the
subsequent contracting of a-Chinese manufacturer to produce "branded footwear in the basketball
and running shoe categories to be sold at [the subsidiary's] online store," and the subsequent
"suspension,” in 2002, of all "footwear marketing and production due to difficulties in securing
sufficient working capital;" (3) the discontinuation of another subsidiary's "commercial printing
operation" in December 2003; (4) the transformation of the former commercial printing
subsidiary's "Black Financial News magazine publication into the Black Financial News Network
video based website;" (5) in February 2008, the "internal development” of a professional football
league, which "holds the exclusive television and radio broadcast rights, product manufacturing,
product marketing, product merchandising and product distribution rights for each of its twenty
uniquely branded teams and team logos," followed by the December 2009 purchase of the
football league in exchange for 250,000,000 shares of a subsidiary of the Company.

, On September 15, 2011, Citizens Capital filed Forms 10-Q with unreviewed financial
statements for the periods ended March 31, 2011, and June 30, 2011, respectively. These were
the last filings made by the Company before the law judge issued the Initial Decision on
- September 23, 2011. The Division of Corporation Finance reviewed these filings and identified
several material deficiencies in'them, as discussed below.

1 Citizens Capital's response to the Summary Motion did not mention whether the

proposed filings would include audited financial statements, as promised in its earlier
communications with the Division and the law judge, nor did it mention the Company's earlier
proposed plan to provide filings for only fiscal years 2009 and 2010.

16 The standards applicable to this claimed exemption are discussed below.
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The Company subsequently filed a Form 10-Q with unreviewed financial statements on
November 14, 2011, covering the period ended September 30, 2011, after issuance of the Initial
Decision, which also contained material deficiencies. On March 26, 2012, after the completion
of briefing in this appeal, the Company filed a Form 10-K for fiscal year 2011. The Company's
2011 Form 10-K included unaudited financial statements based on the Company's repeated claim
that it was exempt as an "inactive entity" from the requirement to include audited financial
statements in its annual reports.'’

Finding no genuine issue with regard to any material fact, the law judge granted the
Summary Motion and revoked the Exchange Act registration of Citizens Capital's securities. The
law judge found that the relevant facts regarding the Company's violations were undisputed.
Although the law judge acknowledged that the Company had "taken steps toward remedying its -
periodic filing deficiencies," revocation was necessary because its "recent attempts are
incomplete and materially deficient."

II1.

Exchange Act Section 13(a) requires issuers of securities registered under Exchange Act
Section 12 to file periodic and other reports with the Commission. Exchange Act Rules 13a-1
and 13a-13 require such issuers to file annual and quarterly reports. The Company does not deny
that it failed to file any periodic reports between November 2001 and September 2011."

. Accordingly, we find that the Company violated Exchange Act Section 13(a) and Rules 13a-1 .

and 13a-13 thereunder.

17

On May 14, 2012, the Company filed its Form 10-Q with unreviewed financial
statements for the period ended March 31, 2012. This Form 10-Q repeated Citizens Capital's
claim that it was an "inactive entity."

The Company also filed three current reports on Form 8-K during April and May
2012. These Forms 8-K disclosed: (1) the Company's plan to enter into a $5,000,000 line of
credit with a "private investor and selling shareholder" after the investor completed "secondary
market transactions" involving the sale of "1,200,000 non-dilutive shares of Citizens Capital
Corp."; (2) that the Company had entered into a contract for the acquisition of an industrial
warehouse space in Dallas, Texas; and (3) the ESOP Trust's plan to "re-market $30 million" in
Company bonds, "subject to market and other conditions."

18 In its second answer to the OIP, dated June 6, 2011, the Company acknowledged
its "inability to file required reports on a timely basis," identifying the relevant missing reports as
"Form 10-K Annual Reports for the periods December 31, 2001 thru [sic] December 31, 2010
[and] Form 10-Q Quarterly Reports for the quarterly periods ended March 2002 thru [sic] _
September 30, 2010." Similarly, at the July 15, 2011 pre-hearing conference with the law judge,
the Company stated that it "[did] not dispute [the charges in the OIP]."
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IVv.

A. Before us, Citizens Capital argues that revocation is unwarranted. According to Citizens
Capital, "[r]evocation of a registrant's securities should be taken only when public investors are
in current or imminent danger" and that, given its current reporting status, the Division has
"failed to establish and demonstrate the existence of danger to public investors."” The Company
therefore urges us to "vacate the Initial Decision and dismiss the Administrative Proceeding."

Citizens Capital misconstrues the applicable standard. Exchange Act Section 12(j)
authorizes revocation for violations of Exchange Act filing requirements if it is "necessary or
appropriate for the protection of investors."?® In determining whether any sanction furthers the
protection of investors, we consider: (1) the seriousness of the issuer's violations; (2) the isolated
or recurrent nature of the violations; (3) the degree of culpability involved; (4) the extent of the

. issuer's efforts to remedy its past violations and ensure future compliance; and (5) the credibility

of its assurances, if any, against further violations.”! These factors strongly support revocation.

B. Citizens Capital's violations of its reporting obligations are serious. In its October 2004
Form 8-K and its answers to the OIP, the Company acknowledged that it was aware of its filing
obligations but had determined unilaterally that it would cease making any periodic reports "in
the face of challenged business resources."? By failing to make the required filings, Citizens

1 Citizens Capital cites no authority for the "imminent danger" sanctioning standard

it advocates, and we are unaware of any such authority.
20 15 U.S.C. § 78/().

2l Gateway Int'l Holdings, Inc., Exchange Act Rel. No. 53907 (May 31, 2006), 88
SEC Docket 430, 439. See, e.g., American Stellar Energy, Inc., Exchange Act Rel. No. 64897
(July 18, 2011), 101 SEC Docket 43810, 43816 (imposing sanctions based on Gateway factors);
Cobalis Corp., Exchange Act Rel. No. 64813 (July 6, 2011), 101 SEC Docket 43379, 43385
(same); Nature's Sunshine Products, Inc., Exchange Act Rel. No. 59268 (Jan. 21, 2009), 95 SEC
Docket 13488, 13495 (same); Impax Labs., Inc., Exchange Act Rel. No. 57864 (May 23, 2008),
93 SEC Docket 6241, 6250 (same); Phlo Corp., Exchange Act Rel. No. 55562 (March 30, 2007),
90 SEC Docket 1089, 1109-10 (same); America’s Sports Voice, Inc., Exchange Act Rel. No.
55511 (Mar. 22, 2007), 90 SEC Docket 879, 884 (same); Eagletech Comm’cns, Inc., Exchange
Act Rel. No. 54095 (July 5, 2006), 88 SEC Docket 1225, 1229-30 (same).

2 We have previously noted that, under certain circumstances, registrants such as

Citizens Capital that are unable or unwilling to continue to comply with reporting requirements
have the option of deregistering their stock under the Exchange Act, pursuant to the filing of a

© Form 15. See Gateway, 88 SEC Docket at 433 n.10 (setting forth the requirements for

deregistration of an issuer's securities). Although the record contains limited information
regarding Citizens Capital's situation during the period at issue, its most recent filings indicate
(continued...)
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Capital deprived both existing and prospective stockholders of the ability to make informed -
investment decisions based on current and reliable information, including audited financial
statements, about the Company's operations and financial condition.>

Citizens Capital's violations were recurrent and extended over more than ten years. We'
have held that a respondent's recurrent failure to file its periodic reports on time is "so serious" a
violation of the Exchange Act that only a "strongly compelling showing" regarding the other
Gateway factors would justify a sanction less than revocation.?* As dlscussed herein, the
Company has made no such showing.

Citizens Capital argues that its subsequent filing history indicates the "absence of
scienter." A finding of scienter 1s not required to establish-a violation of the Exchange Act's
periodic reporting requirements.”® The Company argues that an issuer's "state of mind is highly
relevant in determining the remedy to impose," presumably referring to the "culpablhty" prong of
our Gateway analysis. We have, however, found that, as here, a "long history of ignoring .

_reporting obligations" evidences a "high degree of culpability."26 Further, the Company's

violations here were intentional, as evidenced by its statement in the October 2004 Form 8-K that
it had "made the decision to temporarily suspend its periodic financial reporting . . . in favor of
reallocating its time and financial resources . . . ." » ’

2 (. contlnued)

that it has well under 300 stockholders of record and thus was ellglble for dereglstratlon There
is, however, no evidence that Citizens Capltal ever sought deregistration as a means of dealing

‘w1th its filing problems.

2 ‘See Impax, 93 SEC Docket at 6251 (finding issuer's failure to file six quarterly
and two annual reports over the course of eighteen months to be serious and recurrent violations).

24 Nature's Sunshine, 95 SEC Docket at 13500; Impax, 93 SEC Docket at 6252.

2 It is not necessary for us to find that the Company was aware of, or intentionally

| ignored, its reporting obligations, as scienter is not necessary to establish grounds for revocation.

See Ponce v. SEC, 345 F.3d 722, 737 n.10 (9th Cir. 2003); SEC v. McNulty, 137 F.3d 732, 740-
41 (2d Cir. 1998). -

% Amerzca 's Sports Voice, 90 SEC Docket at 884.
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C. Citizens Capital's primary argument on appeal is that revocation is unwarranted in light of
its recent filings.”” But its filings are materially deficient.

1. The Consolidated Form 10-K that Citizens Capital filed---along with its most
recent Form 10-K filed in March 2012---lacked audited financial statements. Although the
Company arranged with an accounting firm to audit the Company’s 2009 and 2010 financial
statements, the firm was never paid (and never conducted any audits). This conduct evidences an
inability or unwillingness to expend the necessary resources to comply with regulatory

requirements.

Citizens Capital claims that, during the relevant period, it was an "inactive entity" and
thus was permitted to include unaudited financial statements in its periodic reports. The
"inactive entity" exemption from the requirement to file audited financial statements is available
to a registrant only if it meets all of the requirements of Rule 3-11 under Regulation S-X.?
Among other things, Rule 3-11 states that "no material change in the business" may have

‘occurred and that the issuer did not purchase or sell any of its own stock during the relevant

period.

77 Citizens Capital cites a settlement order in Comverse Technology, Inc., Exchange

Act Rel. No. 65301 (Sept. 8,2011), 101 SEC Docket 45654, in which we agreed to terminate the
proceeding against the respondent issuer "without imposition of a remedy." Citizens Capital
claims that this "method of disposition should also be available to [Citizens Capital] without
prejudice, inequity or selective availability." As we have stated previously, however, settlements
can be reached for any number of reasons, and settléments are not precedent. Rodney R.
Schoemann, Securities Act Rel. No. 9076 (Oct. 23, 2009), 97 SEC Docket 21726, 21748 n.55
(citing Richard J. Puccio, 52 S.E.C. 1041, 1045 (1996) (citing David A. Gingras, 50 S.E.C.

1286, 1294 (1992), and cases there cited)). Nor, in any event, are the facts in this case similar to
~ those in Comverse. '

% Rule 3-11 of Regulation S-X, 17 C.F.R. § 210.3-11, states that an "inactive entity"
may include unaudited financial statements in its required annual reports. Rule 3-11 defines an
inactive entity as "one meeting all of the following conditions: (a) gross receipts from all sources
for the fiscal year are not in excess of $100,000; (b) the registrant has not purchased or sold any
of its own stock, granted options therefor, or levied assessments upon outstanding stock; (c)
expenditures for all purposes for the fiscal year are not in excess of $100,000; (d) no material
change in the business has occurred during the fiscal year, including any bankruptcy,
reorganization, readjustment or succession or any material acquisition or disposition of plants,
mines, mining equipment, mine rights or leases; and (e) no exchange upon which the shares are
listed, or governmental authority having jurisdiction, requires the furnishing to it or the
publication of audited financial statements.” Although, because of the Company's lack of filings,
it is impossible to get a clear picture of its activities during each of the fiscal years at issue, it is
clear that, for much of the period covered by the Consolidated Form 10-K, it did not qualify for
inactive status, as discussed below. '
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Citizens Capital asserts that no material change in its business occurred during the
relevant period because, according to the Company, the only "material changes" covered by Rule

- 3-11 are "bankruptcy, reorganization, readjustment or succession or any material acquisition or

disposition of plants, mines, mining equipment, mine rights or mining leases." The definition of

"material," however, is broader than the Company states and includes "those matters about which
an average prudent investor ought reasonably to be informed."” As noted, the Consolidated
Form 10-K lists a number of "significant changes" to the Company's business, including: (1) the
issuance of 5,000,000 shares of the Company's stock for the capitalization of an athletic apparel
manufacturing subsidiary and the subsequent cessation of all manufacturing and marketing
efforts by the subsidiary; (2) the discontinuation of another subsidiary's commercial printing
operation; (3) the formation of a "Black Financial News Network video based website;" and (4)
the creation and capitalization, in exchange for 250,000,000 shares of a subsidiary's common
stock, of a professional football league. These numerous changes to the Company's business
discussed in the Consolidated Form 10-K were clearly material and disqualified the Company
from "inactive entity" status. :

Moreover an affiliate of the Company, the Citizens Capital Corp ESOP Trust (the
"ESOP Trust"),®® sold shares of the Company's common stock in 2001 and 2004.' Under Rule
3-11, an "inactive entity" may not have purchased or sold any of its own stock during the relevant

‘ period. Although the Company seeks to distinguish itself from the ESOP Trust, its sales are

imputed to the Company under Commission rules because the ESOP Trust and the Company are

“both under the common control of Billy D. Hawkins, the Company's chief executive officer and

majority shareholder and the sole trustee of the ESOP Trust, making the ESOP Trust an
"affiliate" of the Company.*? Citizens Capital further argues that the ESOP Trust sales cited by

the Division were too insignificant to negate inactive status, asserting that "[g]enerally, the

» See 17 C.F.R. § 210.1-02(0). Regulation S-X provides that this definition of
"material" applies when the term is used "to qualify a requirement for the furnishing of
1nformatlon as to-any subject."”

¥ The Consolidated Form 10-K states that the ESOP Trust, covering certain
Company employees, purchased 15,000,000 shares of Company stock in exchange fora

- promissory note.

3 On November 14 and 15, 2001, the ESOP Trust sold 20,000 shares of the
Company's common stock on the public markets for net proceeds of $169.97. On May 13, 2004,
the ESOP Trust sold an additional 1,500,000 shares of the Company's common stock for net

~proceeds of $117.49. Also, as noted, the Company filed a Form D in 2010 regardmg a

$30,000,000 debt offering by the Company

2 An "afﬁliate" of an issuer is defined as "a person-that directly, or indirectly

‘through one or more intermediaries, controls, oris controlled by, or is under common control

with, the person specified." 17 C.F.R. § 210.1-02(b).
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threshold for material significance is 5% to 10%." Rule 3-11, however, contains no requirement
that the stock sales at issue reach a certain level.* ’

Moreover, the Consolidated Form 10-K was deficient for at least two additional reasons.
Under Rule 13a-1, the Company was required to file a separate annual report for each fiscal year
during the relevant period,’* which it has not done. There are limited circumstances when the
Commission permits an issuer to file a consolidated report. However, the report must, at a
minimum, contain all of the information that would have been included had the reports been filed
separately (which, as discussed above, was not the case here). Further, the issuer must follow
prescribed procedures and obtain express permission before it can file a consolidated report.*
The Company failed to follow the requisite procedures and received no such permission here. -

In addition, the Consolidated Form 10-K does not include the conclusions of the
Company's principal executive and financial officer regarding the Company's disclosure controls
and procedures, as required by Item 307 of Regulation S-K.** Citizens Capital claims that it

3 As noted, the Company also ﬁled a Form 8-K in May 2012 indicating that the
ESOP Trust planned to conduct a bond offering.

34 See Am. Stellar, 101 SEC Docket at 43818 n.23 (citing e-Smart Techs., Inc., 57
S.E.C. 964, 965 n.3 (2004) (stating that the "rules do not provide for the filing of consolidated
reports")).

3 Pursuant to 17 C.F.R. § 200.30-1(e)(2), the Commission has delegated to the
Director of Corporation Finance the discretionary authority to accept modified reports pursuant
to the Exchange Act, in accordance with procedures set forth on the Commission's website at
http://www.sec.gov/divisions/corpfin/cfreportingguidance.shtml. The Company did not follow
these procedures, in that its request was not specifically directed to Corporation Finance's Office
of Chief Accountant ("CF-OCA") as a request for a waiver or interpretation of its reporting
requirements, but, instead, was submitted as a filing in an administrative proceeding.

Although the Company copied CF-OCA on its second answer to the OIP, the
second answer merely sought permission to file a consolidated report for fiscal years 2009 and
2010, not for all of the years from 2001 to 2010. Further, the request did not mention that
Citizens Capital intended to claim the Rule 3-11 exemption from filing audited financial
statements with its proposed consolidated report. Therefore, the proposed filing described in the
second answer to the OIP did not remotely resemble the actual filing in the Consolidated Form
10-K. :

3 17 C.F.R. § 229.307. Under Item 307, issuers of registered securities must
include in their periodic reports the evaluation of management regarding the effectiveness of the
issuer's "controls and other procedures . . . that are designed to ensure that information required
to be disclosed by the i issuer in the reports that it files or submits under the [Exchange] Act is

(contlnued J)
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fulfilled its obligations under Item 307, citing Item 9A of the Consolidated Form 10-K, in which
the Company's management provides its evaluation of the Company's internal controls over
financial reporting. However, the disclosure the Company provided under Item 9A in the
Consolidated Form 10-K appears to apply to Item 308 of Regulation S-K (applicable to controls
over financial reporting, as opposed to disclosure controls), and not to Item 307.

The Company also cites a "Cautionary Note on Forward-Looking Statements" included in
the Consolidated Form 10-K. This section of the Form 10-K discusses risks and uncertainties
that could affect any forward-looking statements made by the Company. It is unclear from the
- Company's brief how the "Cautionary Statement" relates to Item 307. Thus, the absence of an
Ttem 307 statement is another material deficiency in the Consolidated Form 10-K.

2. In September 2011, the Company filed delinquent Forms 10-Q for the periods
ended March 31 and June 30, 2011, and in November 2011 and May 2012, the Company filed
‘timely Forms 10-Q for the periods ended September 30, 2011, and March 31, 2012 (collectively,
the "2011 and 2012 Forms 10-Q"). Each of the 2011 and 2012 Forms 10-Q contained material
deficiencies. The interim financial statements included in the 2011 and 2012 Forms 10-Q were
not reviewed by an independent public accountant, as required by Rule 8-03 of Regulation S-X.*7
Rule 8-03 also requires that the balance sheets in interim reports include a comparative balance
sheet against the Company's preceding fiscal year end, but the 2011 and 2012 Forms 10-Q
omitted this required information. In addition, the 2011 and 2012 Forms 10-Q lacked the
required conclusions of the Company's principal executive and financial officer regarding the

- Company's disclosure controls and procedures under Item 307 of Regulation S-K, as discussed

above with respect to the Consolidated Form 10-K.** Moreover, the Company has not filed any
quarterly reports for the period covered by the Consolidated Form 10-K. ‘

3 (...continued)

recorded, processed, summarized and reported, within the time periods specified in the
Commission's rules and forms." See 17 C.F.R. § 240.13a-15(¢). This requirement is distinct -
from the requirement under Item 308 of Regulation S-K that the issuer's management include in
its periodic reports an evaluation of the issuer's "internal control over financial reporting." See 17
C.F.R. §229.308. In the Consolidated Form 10-K, Hawkins improperly certified that the
Company's management had "[¢]valuated the effectiveness of the registrant's disclosure controls
and procedures and presented in this report our conclusions about the effectiveness of the
disclosure controls and procedures.” See Exchange Act Rules 13a-14(a), 17 C.F.R. § 240.13a-
14(a), and 15d-14(a), 17 C.F.R. § 240.15d-14(a). :

7 17 C.F.R. § 210.8-03.

38 As in the Consolidated Form 10-K, Hawkins improperly certified in the 2011 and
2012 Forms 10-Q that the Company's management "[¢]valuated the effectiveness of the
registrant's disclosure controls and procedures and presented in this report our conclusions about
the effectiveness of the disclosure controls and procedures." ‘
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D.  Therecord here causes us concern that the Company will engage in future violations.”
Throughout this proceeding, Citizens Capital repeatedly promised, in its two answers to the OIP
and during the pre-hearing conference with the law judge, that it would become current with its

' reporting obligations by September 2011 and that, in doing so, it would provide audited financial

statements,*® neither of which it has done. Further, the Company has provided no specific dates
in its briefs on appeal by which it intends to come into full compliance by filing all of its

" delinquent reports, including its missing quarterly reports from 2001 through 2010, and

correcting the material deficiencies in the filings it has made. Citizens Capital's pattern of
repeated non-compliance undermines the credibility of the Company's claims of future

compliance.

The Company's and its management's failure to comply with other reporting requirements
further brings into question the likelihood of the Company's future compliance with Section ‘
13(a) and the rules thereunder.*! Hawkins has repeatedly failed to file various statutorily required
reports. For example, in light of his majority stake in the Company, Hawkins was subject to
Exchange Act Section 13(d), which requires that any person who becomes, directly or indirectly,

 the "beneficial owner" of more than five percent of any class of equity securities registered under

the Exchange Act file a statement on Schedule 13D with the Commission within ten days of
becoming such an owner.” Hawkins does not appear, however, to have filed a Schedule 13D.
Nor has Hawkins timely complied with Exchange Act Section 16(a), which requires officers and

- directors to file initial statements disclosing the amount of all equity securities of the issuer of

which such person is the beneficial owner as well as statements disclosing any changes in such
ownership and annual statements of such person's beneficial ownership of the issuer's

¥ Before us, the Company makes no expreSs assertions that it will comply with its

'periodic filing obligations going forward in its briefs on appeal. However, before the law judge,

Citizens Capital stated, "[g]oing forward, once in full compliance, [Citizens Capital] hereby

“promises in the future to file its periodic reports with the Commission in a timely manner."

40 See Nature's Sunshine, 95 SEC Docket at 13499 ("[T]he Company has yet to
return to full compliance . . . and has needed 'substantially more time than anticipated' to remedy
its delinquencies, 'making us unconvinced that it is realistic to expect that the Company can
become current entirely in its reporting obligations in the foreseeable future." (quoting Impax)).
Despite Citizens Capital's claims that it filed the Consolidated Form 10-K "eleven days early,"
the filing was actually made eleven days affer the September 1, 2011 date by which it initially
estimated that it would become current with its filings.

A Our Rules of Practice permit us to take official notice of information in the
EDGAR database. 17 C.F.R. § 201.323. We take official notice of all filings (or the lack
thereof) by Citizens Capital and its management since the Company's initial registration of its
shares. :

2 15 U.S.C. § 78m(d). Schedule 13D is Exchange Act Rule 13d-101, 17 C.F.R.

§ 240.13d-101.
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securities.*’ The Company also appears to have failed to file proxy statements as required under
Exchange Act Section 14.* In addition, despite the material changes to the Company's business
and the stock sales by the ESOP Trust discussed above, the Company failed to make disclosures
on Form 8-K regarding these developments. The Company also failed to file required Forms 8-K
regarding the status of its auditors during the relevant period, including the reasons for any
resignation or dismissal. These additional disclosure failures by Hawkins and the Company
further heighten our concern about the likelihood of future violations.

V.
Procedural Issues

A. Citizens Capital contends that the law judge erred by granting the Summary Motion. The
- Company, citing no authority, argues, "[w]hile summary disposition might be appropriate in the
" establishment of the violation of law, summary disposition in establishing sanctions, if any, and
the degree thereof, is wholly inappropriate when the 'finding of facts;' the law and the
interpretation of case law are found to be inaccurate, misleading, in error or certain premises of.
the case are dismissed totally." ' '

4 . 15U.8.C. § 78p(a). In November 2011, Hawkins and certain Company
subsidiaries he controls filed annual statements of beneficial ownership for fiscal year 2010.
‘These annual statements of beneficial ownership are required, under Exchange Act Rule 16a-3,
17 C.F.R. § 240.16a-3, to be made within forty-five days of the end of the relevant fiscal year.
Thus, these November 2011 filings were late. Further, Hawkins has not filed annual statements
for any fiscal year other than 2010 since the Company's inception, including fiscal year 2011.

In March 2012, four Company subsidiaries and the ESOP Trust filed Forms 3,
providing their Initial Statement of Beneficial Ownership of Securities. Under Exchange Act
Section 16(a)(2), Forms 3 are to be filed within ten days of the event that makes the person
subject to reporting obligations under the Rule. The record indicates that the subsidiaries and the
ESOP Trust were subject to the requirement to file Form 3 many years prior to the date that the
Forms 3 were actually filed. :

o Under Texas law, Citizens Capital is required to elect at least one-third of its
directors annually. Tex. Bus. Orgs. Code Ann. § 21.408. Assuming that the Company adhered to
this provision, it would have been required either to: (1) solicit proxies for a director election and
to file a proxy statement with the Commission pursuant to Exchange Act Section 14(a), 15

'U.S.C. § 78I(a), and Rule 14a-3 thereunder, 17 C.F.R. 240.14a-3; or (2) file an information
statement with the Commission, inclusive of "information substantially equivalent to the
information which would be required to be transmitted if a [proxy] solicitation were made,"
pursuant to Exchange Act Section 14(c), 15 U.S.C. § 78I(c), and Rule 14c-2 thereunder, 17
C.F.R. § 240.14c-2. The Company has filed neither proxy statements nor information
statements. ' :
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Under Commission Rule of Practice 250,* a law judge may grant a party's motion for
summary disposition "if there is no genuine issue with regard to any material fact and the party
making the motion is entitled to a summary disposition as a matter of law." We have found that
summary disposition is appropriate in proceedings like this one brought pursuant to Exchange
Act Section 12(j), where the issuer has not disputed the facts that constitute the violation.* As
noted, Citizens Capital does not dispute the facts that establish its violations, i.e., its failure to
file any of the required periodic reports specified in the OIP. The only fact that Citizens Capital
challenges on appeal is the law judge's finding that "as of August 12, 2011, [the Company's]
stock was traded on the over-the-counter markets," which the law judge noted in assessing
sanctions.”” We do not find that the evidence supports the law judge's finding on this point and
find no evidence of such trading since 2007.** Nevertheless, our finding regarding this issue does
not cause us to question, based on our de novo review,* the law judge's overall conclusion about
the need for revocation, as discussed herein. Revocation is a prospective remedy and is imposed
based on our concern about protecting future investors in the Company.*”

s 17 C.F.R. § 201.250.

46 See, e.g., Am. Stellar, 101 SEC Docket at 43814; Cobalis, 101 SEC Docket at
43384-85; Eagletech, 88 SEC Docket at 1226.

7 The other alleged "Errors of Findings of Fact" the Company mentions in
opposition to the grant of summary disposition are not facts at all, but rather the law judge's legal
interpretation of the availability of the Rule 3-11 exemption and the presence of material
deficiencies in the Consolidated Form 10-K and two of the 2011 Forms 10-Q, all of which are
discussed in detail above. » - :

18 Citizens Capital's stock is what is referred to as a "grey market" stock. "Grey

market" stocks have no market makers and are not listed, traded, or quoted on any stock
exchange, or the over-the-counter bulletin board. However, customers may trade "grey market"
stocks through brokers on an unsolicited basis, and trading data (if any) is publicly available
throughout the trading day. SEC v. Advatech Corp., Lit. Rel. No. 20828 (Dec. 15, 2008), 94 SEC
Docket 2868. As a "grey market" stock, Citizens Capital had no market makers and was not
eligible for the "piggyback" exception of Exchange Act Rule 15¢2-11(£)(3), 17 C.F.R.

§ 240.15¢2-11(H(3).

¢ Gary M. Kornman, Exchange Act Rel. No. 59403 (Feb. 13, 2009), 95 SEC
Docket 14246, 14260 n.44 ("our review . . . of the proceeding is de novo"), petition denied, 592
F.3d 173 (D.C. Cir. 2010).

50 See Nature's Sunshine, 95 SEC Docket at 13501 ("both existing and prospective

~ investors are harmed by the continuing lack of current and reliable information for the

[clompany" (quoting America's Sports Voice, 90 SEC Docket at 885-86)). Without revocation,
(continued...)
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B.  The Division filed a Motion for Leave to Adduce Additional Evidence (the "Division's
Motion to Adduce") simultaneously with its brief in this appeal. Pursuant to Rule of Practice
452, we "may allow the submission of additional evidence" upon a motion that "show[s] with
particularity that such additional evidence is material and that there were reasonable grounds for
failure to adduce such evidence previously."! We grant the Division's Motion to Adduce with
respect to a Declaration by Chauncey L. Martin, an Assistant Chief Accountant in Corporation
Finance, dated January 17, 2012, because the Declaration is material (insofar as it discusses
material deficiencies in the Company's November 2011 Form 10-Q) and unavailable prior to the
time of the Division's Motion to Adduce, notwithstanding that certain information included in the
Declaration repeats information included in earlier declarations Martin submitted before the law
judge.

- We also grant the Division's Motion to Adduce with respect to a Declaration by Emre
Carr, a Senior Financial Economist in our Division of Risk, Strategy, and Financial Innovation,
dated January 17, 2012, which pertains to the Company's argument that it was entitled to claim
the Rule 3-11 exemption from the obligation to file audited financial statements with its annual
reports. Although the Company claimed the exemption in the Consolidated Form 10-K and the
law judge considered and rejected the claimed exemption in the Initial Decision, the Company's
arguments in support of its claim were developed more fully in its briefs on appeal.

We deny as immaterial, for the reasons discussed above, the Division's motion to adduce
a print-out from the website www.otcquote.com, a commercial database, showing the trading
status of the Company's stock on the over-the-counter markets as of January 13, 2012. The
Division's Motion to Adduce also sought introduction of several Exhibits showing the
Company's filings in the Commission's EDGAR database, as of the date of the Motion. As
discussed, we take official notice of all of Citizens Capital's filings subsequent to the Initial
Decision and, therefore, deny the Division's Motlon to Adduce with respect to all such Exh1b1ts

50 (...continued)

the Company's stock can still be traded on an unsolicited basis, and nothlng would prevent its
future trading on the over-the-counter markets if it satisfied the necessary requirements.
)

5t 17 C.F.R. § 201.452.

52 Citizens Capital opposes the Division's Motion to Adduce. The Company argues
that the Division's "time and resources would be better spent on behalf of the protection of the
American, Public Investment markets" through efforts to control "orchestrated short selling
abuses" by, among other things, informing investors that, by placing securities in brokerage
accounts, "they are in fact 'assigning’ over and ceding the registered ownership of their securities
to nominees of certain securities depositories." Citizens Capital fails to explain the relevance of
its arguments to the Division's Motion to’Adduce or, more generally, to the issues in this appeal.
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VL.

Citizens Capital failed to comply with Exchange Act reportlng requirements for more
than a decade between 2001 and 2011, even though it acknowledged its obligation to do so as
early as 2004. As such, it deprived the public of current, accurate financial and business
information about the Company with which to make informed investment decisions and to which
it was entitled by law.*> This lack of information is especially troubling because it occurred
during a period when the Company admittedly engaged in various and significant changes in its
business. The missing reports, presumably, would have 51gn1ﬁcantly aided the public's -
evaluation of these changes.

Moreover, although the Company now claims that it is committed to returning to
compliance, its delinquent and deficient filings and other disclosure failures indicate that it still
does not appreciate the importance of regulatory compliance. The Company's continued
unwillingness or inability to retain an auditor is particularly troubling. In short, the Company's -
efforts to remedy its violations are inadequate, and its assurances against future violations lack

“credibility. Under the circumstances, we believe that revocation is amply warranted by the facts
and c1rcumstances and the need to protect investors.

Accordingly, we find that revocation of the registration of Citizens Capital's securities is
necessary and appropriate in the public interest.

An appropriate order will issue.**

By the Commission (Chairman SCHAPIRO and Commissioners WALTER, AGUILAR;
PAREDES and GALLAGHER). ,

Y. Meviphey
Elizabeth M. Murphy
Secretary

33 e-Smart, 57 S.E.C. at 968 n.13 (citing SEC v. Beisinger Indus. Corp:, 552 F.2d 15,
18 (1st Cir. 1977)); America's Sports Voice, 90 SEC Docket at 885 (citing Beisinger, 552 F.2d at
18 (stating that the reporting requirements are "the primary tool[s] which Congress has fashioned
for the protection of investors from negligent, careless, and deliberate misrepresentations in the
sale of stock and securities.")); see also United States v. Arthur Young & Co., 465 U.S..805, 810
(1984) (observing that "[cJorporate financial statements are one of the primary sources of
1nformat10n available to guide the decisions of the investing public").

>4 We have considered all of the partles contentions. We have rej jected or sustained
them to the extent that they are inconsistent or in accord with the views expressed in this opinion.




' UNITED STATES OF AMERICA.
' before the. o
~ SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Rel. No. 67313 / June 29, 2012

" Admin. Proc. File No. 3-14401

In the Matter of 7

CITIZENS CAPITAL CORP.
c/o Billy D. Hawkins, Chief Executivé Ofﬁcer _
P.O. Box 670406
Dallas, TX 75367

ORDER IMPOSING REMEDIAL SANCTIONS

On the basis of the Commission's opinion issued thls day, it is

ORDERED that the registration of all classes of the registered securities of Citizens
Capltal Corp. be, and it hereby is, revoked pursuant to Sectlon 12(]) of the Securities Exchange
Act of 1934. :

By the Commission.

,M M
Elizabeth M. Murphy
Secretary




UNITED STATES OF AMERICA
Before the .
SECURITIES AND EXCHANGE COMMISSION

June 29, 2012
In the Matter of
AngelCiti Entertainment, Inc., ORDER OF SUSPENSION OF
BodyTel Scientific, Inc., TRADING

Clearant, Inc.,

DataMetrics Corp., and

Green Energy Group, Inc.
(a/k/a eCom ¢Com.Com, Inc.),

File No. 500-1

It appears to the Securities.and Exchange Commission that there is a lack of current.and
accurate information concerning the securities of AngelCiti Entertainment, Inc. because it has
not filed any periodic reports since the period ended March 31, 2008.

It appears to the Securities and Exchange Commission that there is a lack of current and
accurate information concerning the securities of BodyTel Scientific, Inc. because it has not filed
any periodic reports since the period ended August 31, 2008.

It appears to the Securities and Exchange Commission that there is a lack of cuﬁent and
accurate information concerning the securities of Clearant, Inc. because it has not ﬁled any
periodic reports since the period ended June 30, 2009.

It appears to the Securities and Exchange Commission that there is a lack of current and
accurate information conceming the securities of DataMetrics Corporation because it has not
filed any periodic reports since thé period ended January 31, 2008.

. It appears to the Securities and Exchange Commission that there is a lack of current and
accurate information concerning the securities of Green Energy Group, Inc. (a’k/a eCom

eCom.Com, Inc.) because it has not filed any periodic reports since the period ended February

Woop ¥



28, _ZC/E’I. Moreover, the company’s Form 10-K for the period ended May 31, 2010 was

materially deficient in that it failed to include a report on internal controls over financial

reporting, as required by Commission rules.

The Commission is of the opinion that the public interest and the protection of investors
require a suspension of trading in the securities of the above-listed companies. Therefore, it is
ordered, pursuant to Section 12(k) of the Securities Exchange Act of 1934, that trading in the

securities of the above-listed companies is suspended for the period from 9:30 a.m. EDT on June

- 29, 2012, through 11:59 p.m. EDT on July 13, 2012.

By the Commission.

~ Elizabeth M. Murphy
Secretary

Wil Y. >0
By: Uil M, Petersan
Assiatant Sem@mw




UNITED STATES OF AMERICA
. Before the '
SECURITIES AND EXCHANGE COMMISSION

: SECURITIES EXCHANGE ACT OF 1934

Release No.' 67310 / June 29, 2012

- ADMINISTRATIVE PROCEEDING
File No 3-14932

In the Matter of . : ORDER INSTITUTING
' S » ADMINISTRATIVE
AngelCiti Entertainment, Inc., PROCEEDINGS AND NOTICE
BodyTel Scientific, Inc., _ OF HEARING PURSUANT TO
Clearant, Inc., _ , : SECTION 12(j) OF THE
Comdial Corp., - SECURITIES EXCHANGE ACT
(n/k/a CMDL Corporatlon), - , OF 1934
DataMetrics Corp., and ' '
Green Energy Group, Inc.
(a/k/a eCom eCom.Com, Inc.),
Respondents.

L

The Securities and Exchange Commission (“Commission™) deems it necessary and

. appropriate for the protection of investors that public administrative proceedings be, and hereby

are, instituted pursuant to Section 12(j) of the Securities Exchange Act of 1934 (“Exchange
Act”) against the Respondents named in the captlon

IL.
- After an investigation, the'Division of _Enforcemeht alleges th_et:
A. RESPONDENTS

1. AngelCiti Entertainment, Inc. (“AGCI”) ! (CIK No. 1084122) is arevoked

' corporatlon located in Boca Raton, Florida with a class of securities registered with the
* Commission pursuant to Exchange Act Section 12(g). AGClis. delinquent in its perlodlc filings

with the Commission, having not filed any periodic reports since it filed a Form 10-Q for the -
period ended March 31, 2008, which reported a net loss of $2,167 for the prior three'months. As
of June 25, 2012, the common stock of AGCI was quoted on OTC Link (formerly “Pmk Sheets”)

Nl

1The short form of each issuer’s name is also its-stock symbol. -
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operatéd by OTC Markets Group Inc. (“OTC Link”), had six market makers, and was eli gible for
the “piggyback” exception of Exchange Act Rule 15¢2-11(f)(3).

2. BodyTel Scientific, Inc. (“BDYT”) (CIK No. 1341259) is a defaulted Nevada
corporation located in Jacksonville, Florida with a class of securities registered with the
Commission pursuant to Exchange Act Section 12(g). BDYT is delinquent in its periodic filings
with the Commission, having not filed any periodic reports since it filed a Form 10-Q for the
period ended August 31, 2008, which reported a net loss of $13,682,802 for the prior six months.

. As of June 25, 2012, the common stock of BDYT was quoted on OTC Link, had ten market -

makers, and was eligible for the “piggyback” exception of Exchange Act Rule 15¢2-1 1(H3).

3. Clearant, Inc. (“CLRA”) (CIK No. 1238579) is a forfeited Delaware corporation
located in Orlando, Florida with a class of securities registered with the Commission pursuant to

- Exchange Act Section 12(g). CLRA is delinquent in its periodic filings with the Commission,

having not filed any periodic reports since it filed a Form 10-Q for the period ended June 30,
2009, which reported a net loss of $1,038,000 for the prior six months. As of June 25,2012, the

common stock of CLRA was quoted on OTC Link, had nine market makers, and was eligible for
the “piggyback™ exception of Exchange Act Rule 15¢2-11(f)(3).

4. Comdial Corp. (n/k/a CMDL Corporation) (“CMDZQ”) (CIK No. 23013 isa
dissolved Delaware corporation located in Sarasota, Florida with a class of securities registered
with the Commission pursuant to Exchange Act Section 12(g). CMDZQ is delinquent in its
periodic filings with the Commission, having not filed any periodic reports since it filed a Form
10-KSB for the period ended December 31, 2004, which reported a net loss of $7,678,000 for the
prior year. On May 26, 2005, CMDZQ filed a Chapter 11 petition in the U.S. Bankruptcy Court

~ for the District of Delaware, which was still pending as of June 25, 2012. As of June 25,2012,

the common stock of CMDZQ was not publicly quoted or traded.

5. DataMetrics Corporation (“DMCP”) (CIK No. 27082) is a void Delaware
corporation located in Orlando, Florida with a class of securities registered with the Commission
pursuant to Exchange Act Section 12(g). DMCP is delinquent in its periodic filings with the
Commission, having not filed any periodic reports since it filed a Form 10-QSB for the period
ended January 31, 2008, which reported a net loss of $190,000 for the prior three months. As of
June 25, 2012, the common stock of DMCP was quoted on OTC Link, had seven market makers,
and was eligible for the “piggyback” exception of Exchange Act Rule 15¢2-11(f)(3).

6. Green Energy Group, Inc. (a/k/a eCom eCom.Com, Inc.) (“ECEC”) (CIK No.
1000459) is a Florida corporation located in Jupiter, Florida with a class of securities registered
with the Commission pursuant to Exchange Act Section 12(g). ECEC is delinquent in its
periodic filings with the Commission, having not filed any periodic reports since it filed a Form
10-Q for the period ended F ebruary 28, 2011, which reported a net loss of $22,650 for the prior
nine months. On November 29, 2004, ECEC filed a Chapter 11 petition in the U.S. Bankruptcy
Court for the Southern District of Florida, which was closed on March 28, 2008. ECEC's Form
10-K for the period ended May 31, 2010 was materially deficient in that it failed to include a
report on internal controls over financial reporting, as required by Commission rules. ‘As of June
25, 2012, the common stock of ECEC was quoted on OTC Link, had eight market makers, and
was eligible for the “piggyback” exception of Exchange Act Rule 15¢2-1 1(H3).
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B. 'DELINQUENT PERIODIC FILINGS

7. As discussed in more detail above, all of the Respondents are delinquent in their
periodic filings with the Commission, have repeatedly failed to meet their obligations to file ]
timely periodic reports, and failed to heed delinquency letters sent to them by the Division of
Corporation Finance requesting compliance with their periodic filing obligations or, through
their failure to maintain a valid address on file with the Commission as required by Commission
rules, did not receive such letters.

8. Exchange Act Section 13(a) and the rules promulgated thereunder require issuers
of securities registered pursuant to Exchange Act Section 12 to file with the Commission current
and accurate information in periodic reports, even if the registration is voluntary under Section
12(g). Specifically, Rule 13a-1 requires issuers to file annual reports, and Rule 13a-13 requires
domestic issuers to file quarterly reports. -

9. As aresult of the foregoing, Respbndents failed to comply with Exchange Act

- Section 13(a) and Rules 13a-1 and 13a-13 thereunder.

II1.
In view of the allegatibns made by the Division of Enforcement, the Commission deems
it necessary and appropriate for the protection of investors that public administrative proceedings

be instituted to determine:

A. Whether the allegations contained in Section II hereof are true and, in connection

| therewith, to-afford the Respondents an opportunity to establish any defenses to such allegations;

and,

- B. Whether it is necessary and appropriate for the protection of investors to suspend
for a period not exceeding twelve months, or revoke the registration of each class of securities
registered pursuant to Section 12 of the Exchange Act of the Respondents identified in Section II
hereof, and any successor under Exchange Act Rules 12b-2 or 12g-3, and any new corporate

. names of any Respondents.

Iv.

-IT IS HEREBY ORDERED that a public hearing for the purpose of taking evidence on
the questions set forth in Section III hereof shall be convened at a time and place to be fixed, and
before an Administrative Law Judge to be designated by further order as provided by Rule 110
of the Commission’s Rules of Practice [17 C.F.R. § 201.110].

IT IS HEREBY FURTHER ORDERED that Respondents shall file an Answer to the
allegations contained in this Order within ten (10) days after service of this Order, as provided by
Rule 220(b) of the Commission’s Rules of Practice [17 C.F.R. § 201.220(b)].

_ If Respondents fail to file the directed AnSwers, or fail to appear at a hearing after being
duly notified, the Respondents, and any successor under Exchange Act Rules 12b-2 or 12g-3,




and any new corporate names of any Respondents, may be deemed in default and the
proceedings may be determined against it upon consideration of this Order, the allegations of
which may be deemed to be true as provided by Rules 155(a), 220(f), 221(f), and 310 of the
Commission’s Rules of Practice [17 C.F.R. §§ 201.155(a), 201.220(f), 201. 221(f), and 201.310].

This Order shall be served forthwith upon Respondents personally or by certified,
registered, or Express Mail, or by other means permitted by the Commission Rules of Practice.

IT IS FURTHER ORDERED that the Administrative Law Judge shall issue an 1n1t1al
decision no later than 120 days from the date of service of this Order, pursuant to Rule 360(a)(2)

- of the Comm1551on s Rules of Practice {17 C.F.R. § 201.360(a)(2)].

In the absence of an appropriate waiver, no officer or employee of the Commission
engaged in the performance of investigative or prosecuting functions in this or any factually
related proceeding will be permitted to participate or advise in the decision of this matter, except
as witness or counsel in proceedlngs held pursuant to notice. Since this proceeding is not “rule

- making” within the meanlng of Section 551 of the Administrative Procedure Act, it is not

deemed subject to the provisions of Section 553 delaymg the effective date of any final
Commission action.

By the Commission.

Elizabeth M. Murphy
Secretary

ll M. Peter
Assistant Secretary




