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: Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES ACT OF 1933
Release No. 9078 / November 4, 2009

SECURITIES EXCHANGE ACT OF 1934
Release No. 60928 / November 4, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13673

ORDER INSTITUTING ADMINISTRATIVE
' AND CEASE-AND-DESIST PROCEEDINGS,
In the Matter of PURSUANT TO SECTION 8A OF THE

SECURITIES ACT OF 1933, AND SECTIONS
J.P. MORGAN SECURITIES INC. 15(b) AND 21C OF THE SECURITIES

EXCHANGE ACT OF 1934, MAKING
Respondent. _ FINDINGS, AND IMPOSING REMEDIAL

SANCTIONS AND A CEASE-AND-DESIST

‘ ' ORDER

L.

The Securities and Exchange Commission (“Commission”) deems it appropriate and in the
public interest that public administrative and cease-and-desist proceedings be, and hereby are,
instituted pursuant to Section 8A of the Securities Act of 1933 (“Securities Act”), and Sections
15(b) and 21C of the Securities Exchange Act of 1934 (“Exchange Act”), against J.P. Morgan
Securities Inc. (“J.P. Morgan Securities” or “Respondent™).

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 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 8A of the Securities Act of
1933, and Sections 15(b) and 21C of the Securities Exchange Act of 1934, Making Findings, and
Imposing Remedial Sanctions and a Cease-and-Desist Order (“Order™), as set forth below.
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IIL
On the basis of this Order and Respondent’s Offer, the Commission finds' that:
SUMMARY

1. This case involves payments by a national broker-dealer to local firms whose
principals or employees were friends of Jefferson County, Alabama public officials in connection
with $5 billion in County bond underwriting and interest rate swap agreement business awarded to
the broker-dealer. J.P. Morgan Securities Inc. and two of its managing directors, Charles LeCroy
and Douglas MacFaddin, agreed at the direction of certain County commissioners to pay more than
$8.2 million in 2002 and 2003 to, in most instances, local broker-dealers. The County officials
were instrumental in selecting J.P. Morgan Securities as the underwriter, and its affiliated
commercial bank as the swap provider, on County transactions. The broker-dealers had no official
role in the transactions and performed few, if any services. '

2. J.P. Morgan Securities, LeCroy, and MacFaddin did not disclose any of the
payments or the conflicts of interest raised by the agreements with individual commissioners in the
swap agreement confirmations or the bond offering documents.  J.P. Morgan Securities
incorporated certain of the costs of these payments into higher swap interest rates it charged the
County, directly increasing the swap transaction costs to the County and its taxpayers. By
engaging in the conduct described above and more fully below, J.P. Morgan Securities violated
Sections 17(a)(2) and 17(a)(3) of the Securities Act of 1933 (“Securities Act”), Section 15B(c)(1) of
the Securities Exchange Act of 1934 (“Exchange Act”), and Municipal Securities Rulemaking
Board (“MSRB”) Rule G-17. | '

RESPONDENT

3. J.P. Morgan Securities is a Delaware corporation with its principal place of
business in New York, New York. It has been registered with the Commission as a broker-dealer
since 1985 and is also a registered municipal securities broker-dealer. From 2001 to 2003, J.P.
Morgan Securities managed or co-managed seven County sewer bond underwritings, of which
three are at issue in this complaint. Its affiliated commercial bank entered into eight interest rate
swap agreements with the County, of which three are at issue in this complaint.

OTHER RELATED INDIVDUALS

4. LeCroy, 55, of Winter Park, Florida, joined J.P. Morgan Securities as a vice
president in March 1999. He was subsequently promoted to Managing Director of J.P. Morgan
Securities” Southeast Regional office in Orlando. LeCroy left the firm in March 2004. He held
Series 7, 24, 53 and 63 securities licenses.

' 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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5. . MacFaddin, 48, of Cos Cob, Connecticut, served as Managing Director and head of
J.P. Morgan Securities’ Municipal Derivatives Desk from 2001 until March 2008. He holds Series
7,24, 53 and 63 securities licenses.

FACTS

A. County Sewer Bond Offerings And Swap Agreements

6. Jefferson County’s sewer revenue bond offerings began in the 1990s pursuant to a
consent decree with the U.S. Environmental Protection Agency and the U.S. Department of Justice
to renovate the County’s sewer system. To help fund the improvements, the County commission
approved issuing more than $3 billion in auction, variable and fixed interest rate bonds between
2001 and 2003. J.P. Morgan Securities served as lead underwriter for the majority of the auction
and variable rate debt.

_ 7. In connection with the bond offerings, the County entered into 18 swap agreements,
with a notional amount of $5.6 billion. An interest rate swap agreement is an agreement between
two parties to exchange interest payments on a specified principal amount (referred to as the
notional amount) for a specified period of time. J.P. Morgan Securities’ affiliated commercial
bank served as the largest provider for interest rate swap agreements in 2002 and 2003.

8. This matter concerns conduct and payments in connection with three County bond
offerings and three security-based swap agreements between October 2002 and November 2003.

9. The three bond offerings, with a total par value of about $3 billion, are: (1) an $839
million sewer bond offering that closed on October 24, 2002 (“the 2002-C bonds™); (2) a $1.1
billion sewer bond offering that closed on May 1, 2003 (“the 2003-B bonds™); and (3) a $1.05
billion sewer bond offering that closed on August 7, 2003 (“the 2003-C bonds”).

10.  The three swap agreements, with a notional amount of about $2 billion, are: (1) a
$1.1 billion swap agreement executed in connection with the 2003-B bonds (“the 2003-B swap
agreement™); (2) a $789 million swap agreement executed in connection with the 2003-C bonds
(“the 2003-C swap agreement”); and (3) a $111 million swap agreement executed on November 7,
2003 with an effective date of May 1, 2004 (“the November 2003 swap agreement”).

B. The 2002-C Bonds

11.  In March 2002, as J.P. Morgan Securities was vying with many firms for the
County’s next proposed sewer bond deal, LeCroy devised a new plan to earn the County’s
business. In e-mails, LeCroy described a rival firm’s purportedly successful tactic for winning
municipal finance business of paying small local firms in unrelated transactions to enlist those
firms’ political support for the County hiring the rival firm.

12.  In the e-mails, LeCroy suggested that J.P. Morgan Securities pay two small local
broker-dealers, Gardnyr Michael Capital and ABI Capital Management. LeCroy wrote that the
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- firms each had a close relationship with a County commissioner and could help win the support of
the commissioners. He estimated the typical payments would be $5,000 to $25,000 per deal.

13.  Asdiscussed in more detail throughout this order, J.P. Morgan Securities made a
series of payments to local firms whose principals or employees were close friends of certain
County commissioners, but that were unable to participate as auction rate underwriters, or as swap
providers under Alabama law. J.P. Morgan Securities did not disclose the payments in the official
transaction documents. Far from the $5,000 to $25,000 originally discussed, the payments wound
up running into the millions of dollars and cost the County because J.P. Morgan Securities
incorporated certain of them into the cost of the swap transactions, even though the firms
performed virtually no services for the County.

14.  In July 2002, LeCroy and MacFaddin solicited the County on behalf of J.P. Morgan
Securities for a $1.4 billion sewer bond deal. LeCroy and MacFaddin knew several County
commissioners wanted to complete the transaction before November, when two commissioners
would leave office and lose their ability to funnel payments to their supporters’ firms. As a result,
LeCroy, MacFaddin, and J.P. Morgan Securities specifically targeted their efforts at two
commissioners who had just lost primary elections and would leave office in November.

15. On July 15, LeCroy told MacFaddin in a telephone conversation about his efforts to
persuade the two commissioners to select J.P. Morgan Securities for the deal. He discussed
beating out a rival firm by agreeing J.P. Morgan Securities would pay Gardnyr Michael and ABI
Capital, whom one of the commissioners had directed them to pay in order to win his support for
J.P. Morgan Securities. '

~16.  Ultimately, the County selected J.P. Morgan Securities as underwriter on the 2002-
C transaction, which was an $839 million deal that used a combination of auction rate bonds and
interest rate swap agreements. Neither Gardnyr Michael nor ABI Capital had the ability to
underwrite the 2002-C auction rate bonds or serve as an interest rate swap provider under Alabama
law.

17.  Nevertheless, LeCroy and MacFaddin arranged for J.P. Morgan Securities to pay
Gardnyr Michael and ABI Capital on this transaction at the direction of a commissioner. On
October 28, 2002, five days after the 2002-C bond offering closed, the two discussed in a
telephone conversation that they had agreed with one commissioner to pay $250,000 each to
Gardnyr Michael and ABI Capital for the 2002-C transaction.

18.  MacFaddin expressed concern that anyone reviewing the payments would question
them because of their size. LeCroy, however, allayed his fears by telling him other County
commissioners did not know about the payments.

19.  The official documents associated with the 2002-C transaction did not disclose the
payments to Gardnyr Michael and ABI Capital. For example, the October 23, 2002 County
resolution authorizing issuance of the 2002-C bonds listed the underwriters, swap providers, swap




advisor and remarketing agents selected to serve on the 2002-C transaction, but did not mention
Gardnyr Michael or ABI Capital.

20. In its role as managing underwriter, J.P. Morgan Securities offered and sold the
2002-C bonds to investors, and in so doing transmitted the official statement to investors. The
official statement disclosed the roles of numerous deal participants, including the underwriters,
underwriters’ counsel, bond counsel, structuring agent, and the County’s financial and swap
advisors. It also listed underwriting fees. However, it did not disclose the payments to ABI
Capital and Gardnyr Michael.

C. The 2003-B Bonds And Swap Agreement

21.  InNovember 2002, Larry Langford became president of the County commission
and head of the commission’s finance committee that had significant authority over approval of
County bond deals and swap agreements. Early in his administration, Langford made it clear to
the County’s financial advisor that he wanted William Blount, head of the Montgomery broker-
dealer Blount Parrish & Co., involved in every County financing transaction. Langford and Blount
were long-time friends and political colleagues. :

22.  Prior to Langford involving Blount in County bond and swap deals, Blount Parrish
had not received any County business from 1997 through 2002. However, Langford was able to
ensure Blount’s selection because his positions as commission president and head of the finance
committee effectively allowed him to control the selection process for underwriters and swap
providers.

23. FromJanuary until May 1, 2003, J.P. Morgan Securities solicited the County, and
Langford in particular, to hire the firm as underwriter on a new sewer bond offering and to enter
into another swap agreement. During that period, LeCroy met several times with Langford and/or
Blount regarding this deal, which became the 2003-B transaction. Because Blount Parrish could
not serve as a swap provider under Alabama law, Blount solicited Langford to select Goldman
Sachs Capital Markets Inc. to participate in the 2003-B swap transaction because Blount Parrish
had a consulting agreement with Goldman Sachs.

24, Goldman Sachs and another New York-based broker-dealer were also pitching
swap deals to the County. To prevent Goldman Sachs and the other firm from executing their own
swap transactions with the County and ensure the County selected J.P. Morgan Securities instead,
LeCroy and MacFaddin agreed to Langford’s 'r\equest that J.P. Morgan Securities make payments
to Goldman Sachs and the other firm. ' .

25.. OnFebruary 25, 2003, Langford and the County commission approved a resolution
authorizing the $1.1 billion 2003-B bond offering. J.P. Morgan Securities would serve as lead '
underwriter, and its affiliated commercial bank would serve as swap provider for the
corresponding $1.1 billion swap agreement. The swap agreement was executed on March 28,

2003, with an effective date of May 1, 2003 to coincide with the bond offering.




26.  Inconnection with the bond deal and swap agreement, LeCroy and MacFaddin
agreed in their negotiations with Langford to pay Goldman Sachs $3 million, and the other firm
$1.4 million. In turn, Goldman Sachs agreed to pay Blount-Parrish, its consultant, $300,000.

27.  Neither Goldman Sachs nor the other firm entered into a swap agreement with the
County, or served as an advisor to the County on this transaction. J.P. Morgan Securities
ultimately negotiated a separate swap agreement between its affiliated bank and Goldman Sachs as
a mechanism to make the $3 million payment.

28.  The official documents related to the bond offering and the swap agreement did not
disclose the payments from J.P. Morgan Securities to Goldman Sachs and the other firm, or the
payment from Goldman Sachs to Blount Parrish. For example, the February 25 County resolution
listed the bond underwriter, swap provider, County financial advisor, bond counsel, and
underwriter’s counsel selected to serve on the 2003-B transaction. It did not mention Goldman
Sachs, Blount Parrish, or the other firm. :

29.  Inits role as managing underwriter, J.P. Morgan Securities offered and sold the
2003-B bonds to investors, and in doing so, transmitted the official statement to investors. The
- official statement listed and defined the identities and roles of numerous deal participants,
including the underwriters, bond counsel, underwriters’ counsel, and the County’s financial
advisor. But it did not mention the three firms receiving payments.

30.  The swap agreement confirmation contained an itemized fee section that listed three
fees J.P. Morgan Securities was paying at the County’s direction. However, J.P. Morgan
Securities omitted from the confirmation the $3 million payment to Goldman Sachs and the $1.4
million payment to the other firm.

31.  MacFaddin did set forth the latter two payments in a separate letter he sent only to
Langford on March 28, 2003 — after the swap agreement had been executed. The letter did not
describe any services Goldman Sachs or the other firm performed on the 2003-B deal.

32.  MacFaddin’s letter did not disclose Goldman Sachs’ payment to Blount Parrish.
Goldman Sachs wrote separately to Langford about Blount Parrish’s payment in a letter also dated
March 28, 2003. The letter recommended that the payment to Blount Parrish be disclosed to the
County’s bond counsel. Such a disclosure was not made.

D. The 2003-C Bonds And Swap Agreement

33.  OnMay 1, 2003, the day the 2003-B bond transaction closed, LeCroy began
proposing a new bond offering and swap transaction to Langford. The next day, LeCroy told
MacFaddin in a telephone call that Langford was in favor of the transaction, but suggested that J.P.
Morgan Securities pay Blount directly to avoid a competing firm enlisting Blount’s support.
According to LeCroy, Langford told him J.P. Morgan Securities might have to pay other local
firms as well. LeCroy agreed the firm should pay Blount to avoid having him represent a
competing firm. :




34. Over the next two months, LeCroy met several times with Langford and Blount
concerning the $1.05 billion 2003-C sewer bond offering and the corresponding $789 million swap
agreement. As the negotiations progressed during the first two weeks of June, LeCroy had several
telephone conversations with a J.P. Morgan Securities associate about the payments to Blount
Parrish and other firms. In one conversation, he referred to the payments as “free money.” In
another, he referred to having to “pay off” firms. And he described Blount’s role in the transaction
as “not messing with us” and “keeping every other firm out of this deal.” Later, in July, he
described the payments as “the price of doing business.”

35.  Ultimately, the County commission approved a resolution on July 1, 2003 that
authorized the issuance of $1.05 billion in bonds, with J.P. Morgan Securities serving as lead
underwriter. The bond offering closed on August 7, 2003. The resolution also authorized a swap
transaction in connection with the offering, which turned into the $789 million swap agreement.
The parties executed that agreement on July 14, 2003, with the effective date also being August 7.

36.  J.P. Morgan Securities paid Blount Parrish $2.6 million — more than any other
participant in the deal made except J.P. Morgan Securities itself. The firm also paid $250,000 each
to Gardnyr Michael and ABI Capital at the direction of another commissioner. Both firms had
hired as a “consultant” a long-time friend of that commissioner.

37.  The official documents related to this transaction did not disclose the payments to
Blount Parrish, Gardnyr Michael, and ABI Capital. For example, the July 1 County resolution
specifically listed the underwriters, swap providers, County advisors, legal counsel and
remarketing agents selected to serve on the 2003-C bond offering and swap agreement, but did not
mention the three firms J.P. Morgan Securities was paying.

38. In its role as managing underwriter, J.P. Morgan Securities offered and sold the
2003-C bonds to investors, and in doing so, transmitted the official statement to investors. The
- official statement listed the roles of all participants the County had selected, including the
underwriters, bond counsel, the underwriters’ counsel and the County’s financial advisor. But the
official statement omitted mentioning payments to Blount Parrish and the other two firms.

39.  The swap agreement confirmation, dated July 14, 2003, also did not disclose the
fees or the fact that J.P. Morgan Securities was incorporating them into the pricing of the swap. It
contained an itemized fee section listing payments J.P. Morgan Securities was making to the
County’s swap advisor, legal counsel, and financial advisor, but omitted the Blount Parrish,
Gardnyr Michael and ABI Capital payments. Furthermore, LeCroy was specifically asked about
fees J.P. Morgan Securities was paying at the July 14 swap closing, but did not mention the
payments to the three firms.

40.  Two weeks after the 2003-C swap transaction closed, J.P. Morgan Securities sent a
letter signed by LeCroy only to Langford, listing the payments to Blount Parrish, Gardnyr Michael
and ABI Capital. The letter noted J.P. Morgan Securities was making the payments even though
the firms could not act as an underwriter or swap provider on this transaction. The letter also said




J.P. Morgan Securities was incorporating the payrhents to the three firms into the pricing of the
swap, thus reducing the amount of money the County would receive from the swap.

E. The November 2003 Swap Agreement

41.  Even before the 2003-C transaction closed, LeCroy solicited Langford for another
swap deal. LeCroy told MacFaddin in a July 30, 2003 telephone call that Langford had told him
J.P. Morgan Securities might have to pay some local firms:.

: 42. On November 7, 2003, J.P. Morgan Securities’ affiliated commercial bank and the
County executed a $111 million swap agreement with an effective date of May 1, 2004. In
connection with-this transaction, J.P. Morgan Securities agreed to pay Blount Parrish $225,000 and
$75,000 to Gardnyr Michael.

43.  During the November 7, 2003 closing, LeCroy was asked specifically about fees
J.P. Morgan Securities was paying. Although fees to the County’s swap, legal, and financial
advisors were discussed, LeCroy did not disclose the payments to Blount Parrish and Gardnyr
Michael. The swap confirmation also did not mention those payments, or the fact that J.P. Morgan
Securities was incorporating them into the pricing of the swap.

44.  More than two weeks after the transaction closed, J.P. Morgan Securities sent a
letter dated November 24, 2003, addressed only to Langford, describing the payments to Blount
Parrish and Gardnyr Michael. The letter represented that the County required the payments as a
condition for approving the transaction.

F. Status of County Sewer Bonds

45.  InJanuary 2008, ratings agencies downgraded the County’s sewer bond insurers,
and shortly thereafter, also downgraded the County’s approximately $3.2 billion of sewer bonds.
In February 2008, the auction market failed for the County’s auction-rate sewer bonds. J.P.
Morgan Securities’ affiliated commercial bank and other sewer debt-related creditors entered
into a series of forbearance agreements with the County starting in March 2008 to defer the
County’s principal and certain other payments on its variable-rate demand sewer bonds and swap
agreements.

46.  On March 3, 2009, the interest rate swap agreements with the County bearing
reference numbers 470385, 470392, 700404, 8958034, 700157, and 7001880 (collectively, the
“Swap Agreements”) were terminated. On March 6, 2009, J.P. Morgan Securities’ affiliated
commercial bank notified the County that it owed $647,804,118.00 as the result of the
termination of the Swap Agreements. Since then, J.P. Morgan Securities’ affiliated commercial
bank has continued to forbear from taking action in respect of its claim for payments dueasa
result of termination of the Swap Agreements.

47.  Since March 2008, the County has engaged in negotiations with J.P. Morgan
Securities and other sewer debt-related creditors and third parties, seeking a refinancing or other
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restructuring of the sewer debt in an effort to achieve such a refinancing or other restructuring
and avoid the County filing for bankruptcy. The Commission understands that J.P. Morgan
Securities intends to continue to pursue discussions with the County and such other creditors and
third parties in an attempt to resolve these issues.

VIOLATIONS

48.  Asaresult of the conduct described above, J.P. Morgan Securities willfully?
violated Section 17(a)(2) and 17(a)(3) of the Securities Act, which prohibit any person from
obtaining money “by means of any untrue statement of a material fact or any omission to state a
material fact necessary in order to make the statements made, in light of the circumstances under
which they were made, not misleading” or engaging “in any transaction, practice, or course of
business which operates or would operate as a fraud or deceit upon the purchaser” in the offer or
sale of securities or security-based swap agreements.

49.  Also as aresult of the conduct described above, J.P. Morgan Securities willfully
violated Section 15B(c)(1) of the Exchange Act, which makes it unlawful for any broker, dealer or
municipal securities dealer to “make use of the mails or any means or instrumentality of interstate
commerce to effect any transaction in, or to induce or attempt to induce the purchase or sale of, any
municipal security in contravention of any rule of” the Municipal Securities Rulemaking Board
(“MSRB”).

50.  Pursuant to Section 15B(b)(2) of the Exchange Act, the MSRB proposes and adopts
rules governing the conduct of brokers and dealers and municipal securities dealers in connection
with municipal securities. Pursuant to Section 21(d)(1) of the Exchange Act, the Commission is
charged with enforcing the MSRB rules.

_ SI. Asaresult of the conduct described above, J.P. Morgan Securities willfully violated
MSRB Rule G-17, which states that in the conduct of its municipal securities business, every
“broker, dealer, and municipal securities dealer shall deal fairly with all persons and shall not

engage in any deceptive, dishonest, or unfair practice.”

UNDERTAKINGS

_ J.P. Morgan Securities has undertaken to do the following within five business days of the
entry of this Order:

52. Méke a $50,000,000.00 payment to and for the benefit of Jefferson County,
Alabama, for the purpose of assisting displaced County employees, residents, and sewer
ratepayers.

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)). 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)).
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53.  Terminate any and all obligations of the County to make any payments to
JPMorgan Chase Bank, N.A. under the Swap Agreements.

In determining whether to accept the Offer, the Commission has considered these
undertakings. Respondent agrees that if the Division of Enforcement believes that Respondent has
not satisfied these undertakings, it may petition the Commission to reopen this matter to determine
whether additional sanctions are appropriate.

IV.

In view of the foregoing, the Commission deems it appropriate and in the public interest to
impose the sanctions agreed to in J.P. Morgan Securities’ Offer.

Accordingly, pursuant to Section 8A of the Securities Act, and Sections 15(b), 21B and
21C of the Exchange Act, it is hereby ORDERED that:

A. J.P. Morgan Securities cease and desist from committing or causing any violations
and any future violations of Sections 17(a)(2) and 17(a)(3) of the Securities Act, Section 15B(c)(1)
of the Exchange Act and MSRB Rule G-17.

B. J.P. Morgan Securities is censured.

C. J.P. Morgan Securities shall, within five business days of the entry of this Order,
pay disgorgement of $1.00 and a civil money penalty in the amount of $25,000,000.00 to the
Securities and Exchange Commission. If timely payment is not made, additional interest shall

“accrue pursuant to 31 U.S.C. 3717. Such payment shall be: (A) made by 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 Office of Financial
Management, Securities and Exchange Commission, Operations Center, 6432 General Green Way,
Stop 0-3, Alexandria, VA 22312; and (D) submitted under cover letter that identifies J.P. Morgan
Securities 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 Teresa J. Verges, Division of
Enforcement, Securities and Exchange Commission, Miami Regional Office, 801 Brickell Avenue,
Suite 1800, Miami, FL 33131.

D. Pursuant to Section 308(a) of the Sarbanes-Oxley Act of 2002, a Fair Fund is
created for the disgorgement and penalties referenced in paragraph C above. Regardless of whether
any such Fair Fund distribution is made, amounts ordered to be paid as civil money penalties
pursuant to this Order shall be treated as penalties paid to the government for all purposes,
including all tax purposes. To preserve the deterrent effect of the civil penalty, J.P. Morgan
Securities agrees that it shall not, after offset or reduction in any Related Investor Action based on
Respondent’s payment of disgorgement in this action, argue that it is entitled to, nor shall it further
benefit by offset or reduction of any part of J.P. Morgan Securities’ payment of a civil penalty in
this action (“Penalty Offset”). If the court in any Related Investor Action grants such a Penalty
Offset, J.P. Morgan Securities agrees that it shall, within 30 days after entry of a final order
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granting the Penalty Offset, notify the Commission's counsel in this action and pay the amount of
the Penalty Offset to the United States Treasury or to a Fair Fund, as the Commission directs.
Such a payment shall not be deemed an additional civil penalty and shall not be deemed to change

the amount of the civil penalty imposed in this proceeding. For purposes of this paragraph, a
“Related Investor Action” means a private damages action brought against Respondent by or on
behalf of one or more investors based on substantially the same facts as alleged in the Order

- instituted by the Commission in this proceeding.

By the Commission.

Elizabeth M. Murphy

Secretary
By:/Jill M. Peterson

istant Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES ACT of 1933
Release No. 9079 / November 4, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13673

In the Matter of ORDER UNDER RULE 602(e¢) OF THE
SECURITIES ACT OF 1933 GRANTING A
J.P. MORGAN SECURITIES INC., WAIVER OF THE RULE 602(c)(3)

DISQUALIFICATION PROVISION
Respondent. . .

I.

J.P. Morgan Securities Inc. has submitted a letter, dated October 27, 2009, requesting a
waiver of the Rule 602(c)(3) disqualification from the exemption from registration under
Regulation E arising from J.P. Morgan Securities’ settlement of an admlnlstratlve and cease-and-
desist proceeding instituted by the Commission.

I

On November 4, 2009, the Commission issued an Order Instituting Administrative and
Cease-and-Desist Proceedings Pursuant to Section 8 A of the Securities Act of 1933, and Sections
15(b) and 21C of the Securities Exchange Act of 1934, Making Findings, and Imposing
Remedial Sanctions and a Cease-and-Desist Order (“Order”) against J.P. Morgan Securities.
Under the Order, the Commission found that J.P. Morgan Securities, a registered broker-dealer,
violated the antifraud provisions of the Securities Act of 1933 (“Securities Act”). The
Commission further found that J.P Morgan Securities made payments to local firms whose
principals or employees were friends of Jefferson County, Alabama public officials in
connection with $5 billion in County bond underwriting and interest rate swap agreement
business awarded to J.P. Morgan Securities. Without admitting or denying the findings in the
Order, except as to the Commission’s jurisdiction over it and the subject matter of the
proceedings, J.P. Morgan Securities consented to the Order which, among other things, censures
JP. Morgan Securities and requires it to cease and desist from committing or causing any
violations and any future violations of Sections 17(a)(2) and 17(a)(3) of the Securities Act,
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Section 15B(c)(1) of the Securities Exchange Act of 1934, and Municipal Securities Rulemaking
Board Rule G-17, and orders J.P. Morgan to pay a civil penalty in the amount of $25,000,000.00.

1.

Regulation E provides an exemption from registration under the Securities Act, subject to
certain conditions, for securities issued by certain small business investment companies and
business development companies. Rule 602(c)(3) makes this exemption unavailable for the
securities of any issuer if, among other things, any investment adviser or underwriter of the
securities to be offered is “subject to an order of the Commission entered pursuant to Section
15(b)” of the Exchange Act. Rule 602(e) provides, however, that the disqualification “ . . . shall
not apply . . . if the Commission determines, upon a showing of good cause, that it is not
necessary under the circumstances that the exemption [from registration pursuant to Regulation
E] be denied.” 17 C.F.R. § 230.602(c). :

V.

Based upon the representations set forth in J.P. Morgan Securities’ request, the
Commission has determined that pursuant to Rule 602(¢) under the Securities Act, a showing of
good cause has been made that it is not necessary under the circumstances that the exemption be
denied as a result of the Order. '

Accordingly, IT IS ORDERED, pursuant to Rule 602(e) under the Securities Act, that a
waiver from the application of the disqualification provision of Rule 602(c)(3) under the
Securities Act resulting from the Commission’s Order is hereby granted. '

By the Commission.

Elizabeth M. Murphy
Secretary

By:(Jill M. Peterson
| Agsistant Secretary
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UNITED STATES OF AMERICA
‘ Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES ACT OF 1933
Release No. 9080 / November 4, 2009

SECURITIES EXCHANGE ACT of 1934
Release No. 60929 / November 4, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13673

In the Matter of | ORDER UNDER SECTION 27A(b) OF THE

‘ SECURITIES ACT OF 1933 AND SECTION
J.P. Morgan Securities Inc., 21E(b) OF THE SECURITIES EXCHANGE
_ ACT OF 1934, GRANTING WAIVERS OF
Respondent. THE DISQUALIFICATION PROVISIONS OF

SECTION 27A(b)(1)(A)(ii) OF THE
SECURITIES ACT OF 1933 AND SECTION
21E(b)(1)(A)(ii) OF THE SECURITIES
EXCHANGE ACT OF 1934

J.P. Morgan Securities Inc. has submitted a letter, dated October 27, 2009, requesting a
waiver of the disqualification provisions of Section 27A(b)(1)(A)(ii) of the Securities Act of
1933 (“Securities Act”) and Section 21E(b)(1)(A)(ii) of the Securities Exchange Act of 1934
(“Exchange Act”) arising from J.P. Morgan Securities’ settlement of an administrative and
- cease-and-desist proceeding instituted by the Commission. On November 4, 2009, the
Commission issued an Order Instituting Administrative and Cease-and-Desist Proceedings
Pursuant to Section 8A of the Securities Act of 1933, and Sections 15(b) and 21C of the
Securities Exchange Act of 1934, Making Findings, and Imposing Remedial Sanctions and a
Cease-and-Desist Order (“Order”) against J.P. Morgan Securities.

Under the Order, the Commission found that J.P. Morgan Securities, a registered broker-
dealer, violated the antifraud provisions of the Securities Act by making undisclosed payments to
local firms whose principals or employees were friends of Jefferson County, Alabama public
officials in connection with $5 billion in County bond underwriting and interest rate swap .
agreement business awarded to J.P. Morgan Securities. Without admitting or denying the
findings in the Order, except as to the Commission’s jurisdiction over it and the subject matter of
the proceedings, J.P. Morgan Securities consented to the Order. In the Order, the Commission
ordered that J.P. Morgan Securities be censured, cease and desist from committing or causing
any violations and any future violations of Sections 17(a)(2) and 17(a)(3) of the Securities Act,
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Section 15B(c)(1) of the Securities Exchange Act of 1934, and Municipal Securities Rulemaking
Board Rule G-17, and pay a $25,000,000.00 civil penalty.

The safe harbor provisions of Section 27A(c) of the Securities Act and Section 21E(c) of
the Exchange Act are not available for any forward-looking statement that is “made with respect
to the business or operations of the issuer, if the issuer . . . . during the 3-year period preceding
the date on which the statement was first made . . . has been made the subject of a judicial or
administrative decree or order arising out of a governmental action that (I) prohibits future
violations of the antifraud provisions of the securities laws; (II) requires that the issuer cease and
desist from violating the antifraud provisions of the securities laws; or (III) determines that the
issuer violated the antifraud provisions of the securities laws[.]” Section 27A(b)(1)(A)(ii) of the
Securities Act; Section 21E(b)(1)(A)(ii) of the Exchange Act. The disqualifications may be
waived “to the extent otherwise specifically provided by rule, regulation, or order of the
Commission.” Section 27A(b) of the Securities Act; Section 21E(b) of the Exchange Act.

Based upon the representations set forth in J.P. Morgan Securities’ request, the
Commission has determined that, under the circumstances, the request for a waiver of the
disqualifications resulting from the issuance of the Commission’s Order is appropriate and
should be granted. :

Accordingly, IT IS ORDERED, pursuant to Section 27A(b) of the Securities Act and
Section 21E(b) of the Exchange Act, that a waiver from the disqualification provisions of
Section 27A(b)(1)(A)(ii) of the Securities Act and Section 21E(b)(1)(A)(ii) of the Exchange Act
resulting from the Commission’s Order is hereby granted.

By the Commission.

Elizabeth M. Murphy
Secretary




UNITED STATES OF AMERICA
' Before the
SECURITIES AND EXCHANGE COMMISSION

November 4, 2009
In the Matter of:
Minecore International, Inc. : ORDER OF SUSPENSION
‘ OF TRADING

File No. 500-1

It appears to the Securities and Exchange Commission that there ié a lack of
current and accurate information concerning the securities of Minecore International, Inc.
(“Minecore”) because it has not filed a periodic report since its 10-KSB for the fiscal year
ending December 31, 2001, filed on June 30V, 2004.

The Commission is of the opinion that the public interest and the protection of
investors requife a suspension of trading in the securities of Minecore. Therefore, it is
ordered, pursuant to Section 12(k) of the Securities E);change Act ‘of 1934, that trading in
the securities of Minecore is suspended for the period from 9:30 a.m. EST on November

4, 2009, through 11:59 p.m. EST on November 17, 2009,

By the Commission.

Elizabeth M. Murphy
Secretary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 60926 / November 4, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13672 -

In the Matter of: | ORDER INSTITUTING PUBLIC
: ADMINISTRATIVE PROCEEDINGS
Minecore International, Inc. : AND NOTICE OF HEARING PURSUANT

TO SECTION 12(j) OF THE SECURITIES
EXCHANGE ACT OF 1934
Respondent.

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 Minecore International, Inc. (CIK No. 0000792642) (“Minecore” or
- “Respondent™). : :

I1.
As aresult of its investigation, the Division of Enforcement alleges that:

A. RESPONDENT

l. Minecore is a Delaware corporation headquartered in San Jose, California.
Minecore has had a class of securities registered with the Commission pursuant to Section 12(g)
of the Exchange Act. Minecore’s stock is currently quoted on the Pink Sheets operated by Pink
OTC Markets Inc. under the trading symbol “MCIO.”

B. DELINQUENT PERIODIC FILINGS

2. Section 13(a) of the Exchange Act and the rules promulgated thereunder require
issuers of securities registered pursuant to Section 12 of the Exchange Act 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
(Forms 10-K or 10-KSB) and Rule 13a-13 requires issuers to file quarterly reports (Forms 10-Q

or 10-QSB). e
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3. Since June 30, 2004, when it filed a Form 10-KSB for the fiscal year ending
December 31, 2001, and while its securities have been registered with the Commission,
Minecore has failed to make any of its periodic reports required by Section 13(a) and Rules 13a-
1 and 13a-13 of the Exchange Act.

4. As a result of the foregoing, Minecore has failed to comply with Section 13(a) and
Rules 13a-1 and 13a-13 of the Exchange Act.

1L

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 of this Order are true, and to afford
Minecore an opportunity to establish any defenses to such allegations; and

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

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 FURTHER ORDERED that the Respondent shall file an Answer to the allegations
contained in the Order Instituting Proceedings within twenty days after service of this Order, as
provided by Rule 220 of the Commission’s Rules of Practice [17 C.F.R. § 201.220].

If the Respondent fails to file the directed Answer, or fails to appear at a hearing after
bemg duly notified, the Respondent 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 Respondent personally or by certified or
registered mail or by other means of verifiable delivery.

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 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

By{ Jill M. Peterson
* Assistant Secretary




UNITED STATES OF AMERICA
‘ Before the
| SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 60935 / November 4, 2009

INVESTMENT ADVISERS ACT OF 1940
Release No. 2944 / November 4, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13674

ORDER INSTITUTING ADMINISTRATIVE AND.

In the Matter of CEASE-AND-DESIST PROCEEDINGS PURSUANT
" | TO SECTIONS 15(b) AND 21C OF THE
JAMES E. OTTO, SECURITIES EXCHANGE ACT OF 1934 AND
SECTIONS 203(fy AND 203(k) OF THE
Respondent. INVESTMENT ADVISERS ACT OF 1940

® o

The Securities and Exchange Commission (“Commission™) deems it appropriate
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 Sections 203(f) and (k) of the Investment Advisers
Act of 1940 (“Advisers Act”) against James E. Otto (“Otto” or “Respondent”).

II.

After an investigation, the Division of Enforcement alleges that:

Summary

1. From 2004 through the present, Otto has acted as a broker-dealer without being
registered as required. In 2006, with respect to certain accounts maintained at the
broker-dealer TD Ameritrade, Otto violated the antifraud provisions of the
Exchange Act by effecting securities transactions under the guise of the holders of

- the accounts. Otto also acted as an investment adviser to an individual (the
“Advisory Client”), and defrauded the Advisory Client by, on multiple occasions,
contacting TD Ameritrade, where the Advisory Client maintained an account,
pretending to be the Advisory Client.

® s




Respondent

Otto, age 51, is a resident of Overland Park, Kansas. ‘From approximately 1986
through 2002, Otto was employed as a registered representative of several
registered broker-dealers. Otto was barred from the industry for two months in
2002 by the New York Stock Exchange and he did not associate with another

registered broker-dealer thereafter. At all times relevant to these proceedings Otto

was licensed to sell insurance products in the states of Missouri and Kansas.

- Otto’s Conduct

Otto acted as a broker-dealer by directing sales of securities held in approximately
159 accounts maintained at TD Ameritrade and another registered broker-dealer
by individuals who were his insurance clients and the insurance clients of other
insurance salespeople. Otto directed the sales of the securities to generate cash
for the clients’ purchase of insurance products from him and the other insurance
salespeople. The clients gave Otto information, such as PIN numbers, for the
accounts at TD Ameritrade and the other broker-dealer. Otto was thereby able to
access the accounts via the Internet and direct the sales of the securities. Otto
profited from this conduct because he was paid commissions on his sales of
insurance products to these clients. In addition, the other insurance salespeople
shared with Otto their commissions on their relevant sales of insurance products.

Through this conduct, Otto willfully violated Section 15(a) of the Exchange Act.

On April 11, 2006, TD Ameritrade sent Otto a letter terminating its business
relationship with him. On June 12, 2006, TD Ameritrade sent Otto a letter
confirming that its termination of its relationship with him barred him from
having authorization or power of attorney on any TD Ameritrade accounts, from
facilitating or authorizing others to conduct activities through TD Ameritrade, and
from accessing any TD Ameritrade account or allowing others to access those
accounts on his behalf.

Notwithstanding these communications from TD Ameritrade, between September
1, 2006, and March 25, 2007, Otto accessed TD Ameritrade accounts
approximately 400 times under the guise of the holders of the accounts (i.e., by
using PIN numbers and other information intended to allow the holders access to
the accounts). Otto effected securities transactions on some of the occasions that
he accessed the accounts. '

Through this conduct, Otto wiilfully violated Section 10(b) of the Exchange Act
and Rule 10b-5 thereunder.

In 2002, Otto entered into an arrangement with the Advisory Client in which he
facilitated a transfer of the Advisory Client’s securities to an account at TD
Ameritrade and acquired trading authority on that account. From 2002 through




2007, Otto traded the securities in the Advisory Client’s TD Ameritrade account.
The Advisory Client paid Otto a management fee of 1% of the assets in the TD
Ameritrade account, with a payment of 1.5% of assets if Otto doubled the S&P
500. ' :

9. On March 19, 2007, Otto called TD Ameritrade and claimed to be the Advisory
Client. Otto provided TD Ameritrade with the last four digits of the Advisory
Client’s social security number as identification. Posing as the Advisory Client,
Otto attempted to facilitate the payment of his advisory fee through issuance of a
check from the Advisory Client’s account to Otto in the amount of $1,300. The
Advisory Client had authorized the issuance of the check to Otto, but did not
authorize Otto to call TD Ameritrade and identify himself as the Advisory Client.

10.  On March 28, 2007, Otto called TD Ameritrade and again claimed to be the
' Advisory Client. Otto provided TD Ameritrade with the last four digits of the

Advisory Client’s social security number, the Advisory Client’s date of birth and
identified one of the stocks held in the Advisory Client’s account in order to
confirm to TD Ameritrade that he was the Advisory Client. In this call, Otto
requested assistance in accessing the Advisory Client’s TD Ameritrade account
via the Internet. The Advisory Client did not authorize Otto to call TD
Ameritrade and identify himself as the Advisory Client.

11. Otto called TD Ameritrade on at least two other occasions and claimed to be the
Advisory Client without the Advisory Client’s authorization.

12. Through this conduct, Otto willfully violated Sections 206(1) and (2) of the
Advisgrs Act.

III. .

In view of the allegations made by the Division of Enforcement, the Commission
deems it necessary and appropriate in the public interest that public administrative and
cease-and-desist proceedings be instituted to determine:

A. Whether the 'allegations set forth in Section II are true and, in connection
therewith, to afford Respondent an opportunity to establish any defenses to such’
allegations;

B. What, if any, remedial action is appropriate in the public interest‘against
Respondent pursuant to Section 15(b)(6) of the Exchange Act including, but not limited

to, disgorgement and civil penalties pursuant to Sections 21B(a) and (e) of the Exchange

Act;

C. What, if any, remedial action is appropriate in the public interest against
Respondent pursuant to Section 203(f) of the Advisers Act including, but not limited to,




disgorgement and civil penalties pursuant to Sections 203(i) and (j) of the Advisers Act;
and

D. Whether, pursuant to Sections 21C of the Exchange Act and 203(k) of the
Advisers Act, Respondent should be ordered to cease and desist from committing or
causing violations of, and any future violations of, Sections 10(b) and 15(a) of the
Exchange Act and Rule 10b-5 thereunder and Sections 206(1) and (2) of the Advisers
Act.

IV.

IT IS ORDERED that a public hearing for the purpose of taking evidence on the
questions set forth in Section III hereof shall be convened not earlier than 30 days and not
later than 60 days from service of this Order 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 FURTHER ORDERED that Respondent shall file an Answer to the
allegations contained in this Order within twenty (20) days after service of this Order, as
provided by Rule 220 of the Commission's Rules of Practice, 17 C.F.R. § 201.220.

If Respondent fails to file the directed answer, or fails to appear at a hearing after
being duly notified, the Respondent may be deemed in default and the proceedings may
be determined against him 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 servéd forthwith upon Respondent personally or by certified
mail. ' :

IT IS FURTHER ORDERED that the Administrative Law Judge shall issue an
 initial decision no later than 300 days from the date of service of this Order, pursuant to
Rule 360(a)(2) of the Commission’s Rules of Practice.




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
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SECURITIES AND EXCHANGE COMMISSION

SECURITIES ACT OF 1933
Release No. 9081 / November 4, 2009

SECURITIES EXCHANGE ACT OF 1934
Release No. 60936 / November 4, 2009

INVESTMENT ADVISERS ACT OF 1940
Release No. 2945 / November 4, 2009

INVESTMENT COMPANY ACT OF 1940
Release No. 28989 / November 4, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13675

- ORDER INSTITUTING
In the Matter of _ ADMINISTRATIVE AND CEASE-AND-
DESIST PROCEEDINGS, MAKING
Value Line, Inc., FINDINGS, AND IMPOSING REMEDIAL
Value Line Securities, Inc., SANCTIONS AND A CEASE-AND-DESIST
Jean Bernhard Buttner, an ORDER PURSUANT TO SECTION 8A OF
David Henigson, : THE SECURITIES ACT OF 1933, _
SECTIONS 15(b)(4), 15(b)(6) AND 21C OF
Respondents. 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

I.

The Securities and Exchange Commission (“Commission”) deems it appropriate and in
the public interest that public administrative and cease-and-desist proceedings be, and hereby

are, instituted pursuant to Section 8A of the Securities Act of 1933 (“Securities Act”), Sections

15(b)(4), 15(b)(6) and 21C of the Securities Exchange Act of 1934 (“Exchange Act”), Sections
203(e), 203(f) and 203(k) of the Investment Advisers Act of 1940 (“Advisers Act”) and Sections
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9(b) and 9(f) of the Investment Company Act of 1940 (“Investment Company Act”), against
Value Line, Inc. (“VLI”), Value Line Securities, Inc. (“VLS”), Jean Bernhard Buttner
(“Buttner”) and David Henigson (“Henigson”) (collectively, “Respondents”).

|

1L

In anticipation of the institution of these proceedings, Respondents have submitted Offers
of Settlement (“Offers”) 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 them and the subject matter of these proceedings, which
are admitted, Respondents consent to the entry of this Order Instituting Administrative and
Cease-and-Desist Proceedings, Making Findings, and Imposing Remedial Sanctions and a
Cease-and-Desist Order 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”™), as set forth below.

IIL.
On the basis of this Order and Respondents’ Offers, the Commission finds that:
SUMMARY

1. From 1986 to November 2004 (“Relevant Period™), VLI, VLS, Buttner and, from
the time he joined VLI in 1988 to November 2004, Henigson engaged in a fraudulent practice
that misappropriated assets from the Value Line Family of Mutual Funds (the “Funds”) in the
form of inflated brokerage commission payments to VLS, VLI’s affiliated broker-dealer. During
the Relevant Period, VLI entered into arrangements with several unaffiliated brokerage firms
(“Rebate Brokers™) to execute, clear and settle securities trades on behalf of the Funds at a
discounted commission rate that varied during the period from $.02 per share to as low as $.01
per share. Instead of passing this discount directly to the Funds, the Respondents arranged for
the Rebate Brokers to charge the Funds a commission rate of $.0488 per share and then to
“rebate” to VLS between $.0288 and $.0388 per share, which represented between 59% to nearly
80% of the total commissions. VLS, however, did not provide any brokerage services to the
Funds for the commissions it received on these trades. In total, VLI directed over $24 million of
the Funds’ assets to its affiliated broker-dealer, VLS, through this so-called “commission
recapture” program.

2. The Respondents misled the Independent Directors (“Independent Directors™) of
the Funds’ Board of Directors/Trustees (“Board”) and the Funds’ shareholders into believing that
VLS provided bona fide brokerage services for the Funds’ securities trades when, in fact, VLS did
not provide any such services. Rather, the Rebate Brokers performed the necessary brokerage
services, i.e., execution, clearing and settlement, for the Funds’ trades and did so for as little as
$.01 per share. The Respondents also failed to disclose to the Independent Directors and the
Funds’ shareholders that they required that a target percentage — as much as 70% of the Funds’

2




trades in securities listed on the New York Stock Exchange, Inc. (“NYSE”) — be allocated to the
recapture program. The target trading percentages served to undermine VLI’s obligation to seek
“best execution” for the Funds’ securities trades. The Respondents also made materially false and
misleading statements and omissions about VLS and the recapture program to the Independent
Directors at Board meetings and to the Funds’ shareholders in public filings with the Commission,
including in the Funds’ registration statements.

3. Buttner, who became Chairman and CEO of VLI in 1988 and who was the
President of VLI when the commission recapture program was instituted by the predecessor CEQ,
continued to authorize and monitor the commission recapture program through November 2004.
Buttner also discussed the program periodically with Henigson, who periodically updated her on
the amount of commissions being diverted to VLS. In addition, Buttner and Henigson were both
responsible for preparing and making presentations to the Independent Directors about why VLS
was receiving commission payments from the Funds, and they also signed certain Commission
filings that mischaracterized the reason why VLS was receiving commission payments from the
Funds.

RESPONDENTS

4. VLI, a New York corporation with its principal place of business in New York,
New York, is a publicly traded company whose common stock is registered with the
Commission pursuant to Section 12(b) of the Exchange Act and trades on the NASDAQ Global
Select Market. Until June 2008, VLI was a registered investment adviser and advised the Funds,
including 14 open-end investment companies, and other individual and institutional clients. In
June 2008, VLI reorganized its investment management business by transferring its operations to
a newly formed, wholly-owned subsidiary named EULAV Asset Management, LLC
(“EULAV™), which replaced VLI as investment adviser to the Funds and other VLI advisory
clients. VLI’s most recent Form 10K filing discloses that EULAV has approximately $2.4
billion in assets under management as of April 30, 2009.

5. VLS, a wholly-owned subsidiary of VLI with its principal place of business in
New York, New York, is registered with the Commission as a broker-dealer. VLS acts as the
‘underwriter and distributor for the Funds. Until November 2004, VLS also purported to serve as
a broker for some of the Funds’ NYSE-listed securities trades. In May 2009, VLS changed its
name to EULAV Securities, Inc. (“EULAV Securities™).

6. Buttner, age 74, resides in Westport, Connecticut. Buttner is Chairman, Chief
Executive Officer and President of VLI. She was also Chairman and President of VLS, and
served in those positions until February 2009. Buttner effectively controls approximately 86.5%
of the outstanding voting stock of VLI. From 1988 to June 2008, Buttner was Chairman of the
Funds’ Board and President of the Funds. In June 2008, she resigned from all of her positions
with the Funds. , '

7. Henigson, age 52, resides in Riverside, Connecticut. Henigson held various
positions at VLI since joining VLI in 1988, including at various times serving as a Director,
Vice-President, Treasurer and/or Chief Compliance Officer of VLI, and as a Director and Vice-
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President of VLS. He also held various positions at the Funds, including at various times serving
as Vice President, Secretary, Treasurer and/or Chief Compliance Officer for the Funds. In
February 2009, he ceased serving in any capacity with VLS and in June 2008 he resigned as
VLI’s Chief Compliance Officer and also resigned from all of his positions with the Funds.

FACTS

The Commission Recapture Program

8. From 1986 to November 2004, while VLI was serving as investment adviser to
the Funds, the Respondents engaged in a practice to direct a portion of the Funds’ securities
trades to VLI’s commission recapture program. For the securities trades subject to the recapture
program, VLI’s Trading Department (“Trading Department”) sent the trades to one of three
Rebate Brokers that the Respondents had recruited to fully execute, clear and settle securities
trades on behalf of the Funds at a discounted commission rate as low as $.01 per share.
Although the Rebate Brokers charged at the outset $.02 per share for their services, which rate
was reduced over time to as little as $.01 per share for their services, the Respondents instructed
the Rebate Brokers to bill the Funds $.0488 per share and then to pay the balance — from $.0288
to $.0388 — of that commission charge to VLS. In total, VLI directed over $24 million of the
Funds’ assets to VLS. This commission recapture practice was not fully disclosed to the
Independent Directors or to the Funds’ shareholders.

9. Although VLS received as much as 59% to nearly 80% of the total commissions
charged on the securities trades that were allocated to the recapture program, VLS did not perform
any brokerage services for the Funds in connection with those trades. VLS did not have the
capacity to execute, clear and settle trades on its own. It, therefore, relied on the Rebate Brokers to
access the markets and effect the trading process for the Funds’ securities trades. In fact, VLS did
- not provide any trading services beyond the services that the Trading Department was already
contractually obligated to provide the Funds under the terms of VLI’s investment advisory
agreements with the Funds. Having no independent brokerage operations of its own, VLS
consisted of the same traders, trading facilities and offices as the Trading Department. The traders
staffed to the Trading Department were told by management that they wore “two hats” —a VLI hat
and a VLS hat. In practice, however, the VLI traders handled all of the Funds’ securities trades in

the same manner whether the trades were routed for execution to the Rebate Brokers or to other
unaffiliated brokers.

10.  Upon becoming CEQ, Buttner was responsible for the commission rates charged by
VLS. Buttner approached the negotiations with the Rebate Brokers with the goal of maximizing
profits for VLS, not for the Funds. Buttner pursued fee concessions from the Rebate Brokers that
ultimately resulted in agreements with the Rebate Brokers to execute, clear and settle the Funds’
securities trades for only $.01 per share. This $.01 rate was significantly lower than the
commission rates charged by other brokers for executing VLI trades because the Rebate Brokers
did not provide other services in connection with the trades, such as “soft-dollars” services.
Buttner, however, did not pass this discount to the Funds. Rather, she and the other Respondents
referred to VLS as an “introducing broker” and collected from $.0288 to $.0388 per share for VLS
on the Funds’ securities trades that the Trading Department sent to the Rebate Brokers for
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execution, clearing and settlement. This practice allowed VLS and VLI to reap the benefit of the
Rebate Brokers’ discounted rates at the Funds’ expense.

11.  Buttner and Henigson were involved in negotiating and structuring the commission
recapture arrangements with the various Rebate Brokers. Over the years, they signed written
agreements with the Rebate Brokers formalizing the terms of the recapture arrangements, including
the “commissions split” between VLS and the Rebate Brokers. In addition, Henigson supervised
the head traders working in the Trading Department and, in turn, reported to Buttner on the
profitability of the recapture program for VLS and he also assisted in the preparation of reports for
the Independent Directors as to the profitability of VLS.

Target Trading Percentages For Recapture Trades

12.  Buttner was also responsible for requiring that a target percentage of the Funds’
securities trades be allocated to the recapture program. The target percentage, which applied only
to the Funds’ trades in NYSE-listed securities, was initially set at approximately 50% but increased
over time to as much as 70%. The purpose of the target percentages was to ensure a certain
amount of revenue for VLS each quarter. Henigson relayed Buttner’s target percentages to VLI’s
head traders and, at times, instructed them to increase the number of the Funds’ securities trades
being allocated to the Rebate Brokers in order to meet Buttner’s target percentages. As a result,
rather than selecting brokers based solely on their ability to provide best execution for the Funds’
trades, the VLI traders were instructed to send securities trades to the Rebate Brokers to meet
management’s target trading percentages.

Misleading Disclosures To The Funds’ Independent Directors

13.  The Respondents misled the Independent Directors about why VLS was receiving
commission payments in connection with the Funds’ securities trades. The Respondents told the
Independent Directors that using VLS as a broker for the Funds’ securities trades was in the best
interests of the Funds and their shareholders. Buttner and Henigson, in particular, told the
Independent Directors at quarterly Board meetings that the “use” of VLS for the Funds’ securities
trades served the Funds’ best interests because VLS was charging the Funds a commission rate of
$.0488 per share, while other brokerage firms were charging an average commission rate of $.05
per share for the same services. The Respondents, however, failed to disclose to the Independent
Directors that the Rebate Brokers were actually providing all of the brokerage services in
connection with the Funds’ securities trades for as little as $.02 to $.01 per share. Buttner and
Henigson also failed to disclose to the Independent Directors that they had instructed the Rebate
Brokers to charge the Funds $.0488 per share and to then send the balance -- $.0288 to $.0388 -- of
this commission charge back to VLS, even though VLS did not provide any brokerage services on
the trades. ‘

14.  The Respondents also failed to disclose to the Independent Directors the existence
of Buttner’s target trading percentages requiring that a fixed percentage of the Funds’ NYSE-listed
securities trades be allocated to VLS and the recapture program. Rather, the Respondents told the
Independent Directors that VLI’s decision to use VLS as a broker for the Funds’ securities trades
was being made consistent with VLI’s obligation to seek best execution. Unaware of the target
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trading percentages, the Independent Directors continued to authorize commission payments to
VLS under the belief that VLI was meeting its obligation to seek best execution for the Funds’
securities trades.

Misleéding Disclosures To The Funds’ Shareholders

15.  The Respondents made similarly misleading statements about why VLS was
receiving commissions to the Funds’ shareholders in public filings with the Commission. These
misrepresentations were made in VLI’s investment advisory registration statements (“Forms
ADV?”) and in the Funds’ registration statements, which included the Funds’ Prospectuses and
Statements of Additional Information. Buttner and Henigson signed the Funds’ registration
statements in their capacities as officers of the Funds. The Forms ADV and the Funds’ registration
statements were provided to, or were otherwise made available to, the Funds’ shareholders.

16. The Forms ADV and the Funds’ registration statements mischaracterized the reason
why VLS was receiving commission payments from the Funds. These documents falsely
represented that VLS provided brokerage services for the Funds’ securities trades and that the
trades were “cleared” through unaffiliated broker-dealers. These representations were false
because VLS did not provide any brokerage services in connection with the Funds’ securities
trades, and the unaffiliated broker-dealers did more than just “clear” the trades. The Rebate
Brokers, in fact, executed, cleared and settled the trades. Furthermore, the Forms ADV and the
Funds’ registration statements did not disclose the fact that the VLI’s traders were under orders
from senior management to meet target trading percentages for allocating the Funds’ NYSE-listed
securities trades to the recapture program so that VLS could generate revenue on those trades. The
Forms ADV and the Funds’ registration statements purported to list all of the factors the Trading
Department considered when selecting brokers to execute the Funds’ securities trades, such as
price, broker execution capability, commission rates and the value of research provided by the
broker, but did not disclose the target trading percentages.

VIOLATIONS

.17. As a.result of the conduct described above,

(a) VLI, VLS, Buttner and Henigson willfully violatéd‘ Section 17(a)
of the Securities Act, Section 10(b) of the Exchange Act and Rule 10b-5
thereunder;

(») VLI willfully violated Sections 206(1) and 206(2) of the
Advisers Act, and VLS, Buttner and Henigson willfully aided and abetted
and caused VLI’s violations of Sections 206(1) and 206(2) of the Advisers
Act; f ,

(© VLI willﬁﬂly violated Section 207 of the Advisers Act; and




(d) VLI willfully violated Section 15(c) of the Investment Company
: Act; VLI and VLS willfully violated Section 17(¢)(1) of the Investment
Company Act; and VLI, Buttner and Henigson willfully violated Section
34(b) of the Investment Company Act.

Iv.

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

Accordingly, pursuant to Secﬁon 8A of the Securities Act, Sections 15(b)(4), 15(b)(6) and
21C of the Exchange Act, Sections 203(e), 203(f) and 203(k) of the Advisers Act, and Sections 9(b)
and 9(f) of the Investment Company Act, it is hereby ORDERED that:

A. VLI shall cease and desist from committing or causing any violations and any future
violations of Section 17(a) of the Securities Act, Section 10(b) of the Exchange Act and Rule
10b-5 thereunder, Sections 206(1), 206(2) and 207 of the Advisers Act, and Sections 34(b) 15(c)
and 17(e)(1) of the Investment Company Act.

B. VLS shall cease and desist from committing or causing any violations and any future
violations of Section 17(a) of the Securities Act, Section 10(b) of the Exchange Act and Rule
10b-5 thereunder and Section 17(e)(1) of the Investment Company Act, and from causing any
violations and any future violations of Sections 206(1) and 206(2) of the Advisers Act.

C. Buttner and Henigson shall cease and desist from committing or causing any
violations and any future violations of Section 17(a) of the Securities Act, Section 10(b) of the
Exchange Act and Rule 10b-5 thereunder and Section 34(b) of the Investment Company Act, and
from causing any violations and any future violations of Sections 206(1) and 206(2) of the
Advisers Act.

D. VLI, VLS, Buttner and Henigson are censured.

E. VLI shall pay disgorgement in the amount of $24,168,979, plus prejudgment interest
of $9,536,786. :

F. VLI shall pay a civil money penalty in the amount of $10,000,000; Buttner shall pay
a civil money penalty in the amount of $1, 000 ,000 and Henigson shall pay a civil money penalty in
the amount of $250,000.

G. Payments to be made by VLI and Buttner under Paragraphs IV.E. and F., above,
shall be made within 10 days of the entry of the Order. Payments to be made by Henigson under
Paragraph IV F., above, shall be made in the following manner: (1) within 10 days of the entry of
the Order Henigson shall pay $100,000, (2) within 60 days of the entry of the Order Henigson shall
pay $75,000, and (3) within 90 days of the entry of the Order Henigson shall pay the remaining
$75,000. If timely payment is not made, additional interest shall accrue pursuant to SEC Rule of
Practice 600 or 31 U.S.C. 3717. Payments shall be: (1) made by United States postal money
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order, certified check, bank cashier’s check or bank money order; (2) made payable to the
Securities and Exchange Commission; (3) hand-delivered or mailed to the Office of Financial
Management, Securities and Exchange Commission, Operations Center, 6432 General Green
Way, Stop 0-3, Alexandria, VA 22312; and (4) submitted under cover letter that identifies the
payee 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 Brenda Chang, Senior Attorney,
Securities and Exchange Commission, Division of Enforcement, New York Regional Office, 3
World Financial Center, Suite 400, New York, NY 10281. '

H. There shall be a Fair Fund created for VLI’s disgorgement, interest and penalties
referenced in Paragraphs IV.E. and F., above, pursuant to Section 308(a) of the Sarbanes-Oxley
Act 0f 2002. VLI shall bear all costs associated with any. Fair Fund distribution, including but not
limited to retaining a Third-Party Consultant approved by the Commission staff to administer
any Fair Fund distribution. Regardless of whether any such Fair Fund distribution is made,
amounts ordered to be paid as civil money penalties pursuant to the Order shall be treated as
penalties paid to the government for all purposes, including all tax purposes. To preserve the
deterrent effect of the civil penalty, VLI, Buttner and Heni gson agree that they shall not, after
offset or reduction in any Related Investor Action based on VLI’s payment of disgorgement in
this action, argue that they are entitled to, nor shall they further benefit by, offset or reduction of
any part of their payment of civil penalties in this action (“Penalty Offset”). If the court in any
Related Investor Action grants such a Penalty Offset, VLI, Buttner and Henigson agree that they
shall, within 30 days after entry of a final order granting the Penalty Offset, notify the
Commission’s counsel in this action and pay the amount of the Penalty Offset to the United
States Treasury or to a Fair Fund, as the Commission directs. Such a payment shall not be
deemed an additional civil penalty and shall not be deemed to change the amount of the civil

_penalty imposed in this proceeding. For purposes of this paragraph, a “Related Investor Action”

means a private damages action brought against any of the Respondents by or on behalf of one or
more investors based on substantially the same facts as alle ged in the Order instituted by the
Commission in this proceeding.

L Buttner and Henigson be, and hereby are, prohibited from acting as an officer or
director of any issuer that has a class of securities registered pursuant to Section 12 of the Exchange
Act or that is required to file reports pursuant to Section 15(d) of the Exchange Act.

J. Buttner be, and hereby is, barred from association with any broker, dealer, or
investment adviser, and is 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 investment adviser, depositor, or
principal underwriter (collectively, “Associational Persons”), provided however, that Buttner
may, for a period of one year from the entry of this Order, (i) serve as an officer or director and
hold and exercise a controlling interest in any parent company of VLI that is not affiliated with
any Associational Person other than through VLI and that does not have a class of securities
registered pursuant to Section 12 of the Exchange Act and that is not required to file reports
pursuant to Section 15(d) of the Exchange Act; (ii) continue to hold and exercise control over
VLI through her beneficial ownership of VLI voting stock so long as she does not (A) attempt to
influence or exercise voting control of her VLI shares concerning the operations of EULAV and
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EULAYV Securities so long as EULAV is an investment adviser and so long as EULAV
Securities is a broker or dealer; or (B) communicate directly or indirectly with any EULAYV or
EULAYV Securities employee concerning the operations of EULAV and EULAV Securities so
long as EULAYV is an investment adviser and so long as EULAV Securities is a broker or dealer,
in each case except as necessary in connection with the activities contemplated by clause (iii)
below; and (iii) perform tasks or functions relating to EULAV or EULAV Securities solely to the
extent necessary to effectuate one or more transactions, the ultimate result of which is to

-terminate Buttner’s affiliated person status with respect to EULAV and EULAV Securities
and/or EULAV’s status as an investment adviser and EULAV Securities’ status as a broker or
dealer and/or for VLI to cease to have a class of securities registered pursuant to Section 12 of
the Exchange Act and not to be required to file reports pursuant to Section 15(d) of the Exchange
Act. For the avoidance of doubt, at such time as Buttner terminates her affiliated person status
with respect to EULAV and EULAYV Securities, the proviso to the preceding sentence beginning
with the words “provided however” shall cease to be operative. Buttner shall provide a copy of
the Order to VLI’s Board of Directors and notify them of the limitations placed on her
participation in VLI’s corporate functions.

K. Henigson be, and hereby is, barred from association with any broker, dealer, or
investment adviser, and is prohibited from serving or acting as an employee, officer, director,
member of an advisory board, investment adviser or deposttor of, or principal underwriter for, a
registered investment company or affiliated person of such investment adviser, depositor, or
principal underwriter.

L. Any reapplication for association by Buttner or Henigson 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 Buttner and Henigson, 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 :

uE! M. Peterson
Assistant Secretary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 60941 / November 4, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13677

In the Matter of
» : . ORDER INSTITUTING ADMINISTRATIVE
RHINO TRADING, LLC, : AND CEASE-AND-DESIST PROCEEDINGS
FAT SQUIRREL : PURSUANT TO SECTIONS 15(b) and 21C OF
TRADING GROUP, LLC, : THE SECURITIES EXCHANGE ACT OF 1934,
DAMON REIN, AND : MAKING FINDINGS, AND IMPOSING
STEVEN PETER, : REMEDIAL SANCTIONS AND A CEASE-AND-
C : DESIST ORDER
Respondents.
|

The Securities and Exchange Commission (“Commission’) deems it appropriate 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”) against Rhino Trading, LLC (“Rhino”), Fat Squirrel Trading Group, LLC (“FSTG”), Damon
Rein, and Steven Peter (collectively, “Respondents™).

II.

In anticipation of the institution of these proceedings, Respondents have submitted Offers
of Settlement (the “Offers”) 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 them and the subject matter of these
proceedings, which are admitted, Respondents consent to the entry of this Order Instituting
Administrative and Cease-and-Desist Proceedings Pursuant to Sections 15(b) and 21C of the
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Securities Exchange Act of 1934, Making Findings, and Imposing Remedial Sanctions and a
Cease-and-Desist Order (“Order”), as set forth below.

IIL.

On the basis of this Order and Respondents’ Offers, the Commission finds' that:

Summary

These proceedings arise out of Respondents Rhino’s and FSTG’s violations of Regulation
SHO. At the time, Regulation SHO required “fail-to-deliver” positions2 in certain securities that
have lasted for thirteen consecutive settlement days to be immediately closed out.”

In this case, Respondents Rhino and FSTG engaged in certain transactions that resulted in
violations of Regulation SHO’s close-out requirement. The first type of transaction, known in the
industry as a “reverse conversion,” involves selling a put option and buying a call option — a
transaction combination that creates what is known as a “synthetic” long position — while selling
short the underlying stock. The short sale of the underlying stock serves as a hedge to the synthetic
long position. By engaging in these transactions, Respondents Rhino and FSTG profited on the
spread between the price of the put option and the price of the call option.

The second type of transaction, known as a “reset,” is a transaction in which a market
participant that has a “fail-to-deliver” position in a threshold security buys shares of that security
while simultaneously selling short-term, deep in-the-money call options to — or buying short-term,
deep in-the-money put options from — the counterparty to the share purchase. The purchase of
shares creates the illusion that the market participant has satisfied Regulation SHO’s close-out
obligation. However, the shares that are apparently purchased during the reset transaction are
never actually delivered to the purchaser because on the day after executing the reset, the option is

: The findings herein are made pursuant to Respondents’ Offers of Settlement and are not binding
on any other person or entity in this or any other proceeding.

: “Fails-to-deliver” occur when a seller fails to deliver securities to the buyer when delivery is due.
Generally, investors complete or settle their security transactions within three settlement days. This
settlement cycle is known as T+3 (or “trade date plus three days”). T+3 means that when a trade occurs,
the participants to the trade deliver and pay for the security at a clearing agency three settlement days
after the trade is executed so the brokerage firm can exchange those funds for the securities on that third
settlement day. The three-day settlement period applies to most security transactions, including stocks,
bonds, municipal securities, mutual funds traded through a brokerage firm, and limited partnerships that
trade on an exchange. Government securities and stock options settle on the next settlement day
following the trade (or T+1). '

. At the time, a *“‘close out” of a fail position involved the purchase of shares of like kind and
quantity in the amount of the fail to deliver position.
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“either exercised (if a call) or assigned (if a put), transferring the shares back to the party that
appeared to have sold them the previous day. This paired transaction allows the market participant
with the “fail-to-deliver” position to effectively borrow the stock for a day in order to appear that it
has satisfied Regulation SHO’s close-out requirement.

 Specifically, Rhino from June 2007 through August 2007, and FSTG from February 2007
through July 2007, willfully violated Rule 203(b)(3) of Regulation SHO by engaging in a series of
transactions through Respondents Rein’s and Peter’s use of short-term FLEX options that did not
satisfy their close-out obligations in Regulation SHO threshold securities* that had been allocated to
Rhino and FSTG by their clearing firms.

Respondents

1. Fat Squirrel Trading Group, LLC (“FSTG"), a limited liability company located in
New York, New York, is a market maker registered with the Chicago Board Options Exchange,
Inc. (“CBOE”) since January 2007. FSTG also is a broker-dealer registered with the Commission
since October 2002. During February 2007 through July 2007, Steven Peter was the managing
member of FSTG and both he and Damon Rein were associated with the firm as traders.

2. Rhino Trading, LLC (“Rhino”), a limited liability company located in New York,
New York, is a market maker registered with the CBOE since May 2007. Rhino also is a broker-
dealer registered with the Commission since May 2007. During June 2007 through August 2007,
Damon Rein was associated with Rhino as a trader.

3. Steven Peter, age 49, is a resident of Millbrook, New York and served as the '

managing member and a trader at FSTG during the relevant time period. Peter holds a series 63
securities license. '

4, Damon Rein, age 39, is a resident of Westport, Connecticut. From February 2007
through April 2007, he worked as a trader at FSTG. He ended his association with FSTG in April
2007 and began work as a trader associated with Rhino.

Facts.
5. Respondent Rhino during the period June 2007 through August 2007, and

Respondent FSTG during the period February 2007 through July 2007, engaged in transactions
known as “reverse conversions” with purchasers of Regulation SHO threshold securities.

! A “threshold security” is a security for which there is an aggregate “fail-to-deliver” position

exceeding the criteria set forth in Rule 203(c)(6) of Regulation SHO for a period of five consecutive
settlement days. .




6. As part of these reverse conversions, Respondent Rein on behalf of Rhino, and
Respondents Rein and Peter on behalf of FSTG, sold short shares of Regulation SHO threshold
securities while simultaneously creating a synthetic long position by purchasing call options and
selling put options (with the same strike price and expiration date) on the same threshold
securities.” Rhino and FSTG purchased enough call options and sold enough put options so that
the number of shares underlying the options equaled the number of shares they sold short.
Through this set of transactions, Respondents Rhino and FSTG reduced their market risk because "
the short position was used to hedge the synthetic long position that had been created by
purchasing call options and selling put options.

7. Respondents Rhino and FSTG profited from this set of transactions because the
premium they received for the put options they sold was greater than the premium they paid to
purchase the call options. As a general matter, this disparity in premiums for the put and call
options (despite their same strike price and expiration date) on Regulation SHO threshold
securities exists because of the additional cost that is incurred to hedge the sale of the put option.
Specifically, the seller of the put option hedges that transaction by selling short the underlying
security. Because these threshold securities were generally hard to borrow, they were more
expensive to sell short. Consequently, the cost of hedging the sale of put options in Regulation
SHO threshold securities causes the corresponding put options to trade at a higher price than that of
the corresponding call options.

‘ 8. Respondents Rhino’s and FSTG’s short sales resulted in a “fail-to-deliver” position

' in the threshold security on the books and records of their clearing firms — i.e., Rhino and FSTG
had not delivered the shares they sold short to their clearing firms so that the clearing firms could
settle the trades.

9. Rule 203(b)(3) of Regulation SHO requires clearing firms immediately to close out
any “fail-to-deliver” position in a threshold security that lasts for thirteen consecutive settlement
days by purchasing securities of a like kind and quantity. In addition, pursuant to Rule
203(b)(3)(vi) of Regulation SHO, a clearing firm is permitted reasonably to allocate a “fail-to-
deliver” position to a broker or dealer whose sale resulted in the position. Once the clearing firm
has allocated the “fail-to-deliver” position to another broker or dealer, the obligation for complying
with the mandatory close-out shifts to that broker or dealer. ,

10. Respondents Rhino’s and FSTG’s clearing firms, through electronic mail or other
means, notified Rhino and FSTG that they were shifting the obligation to Rhino and FSTG to close
out the “fail-to-deliver” positions and that they would close out those positions if Rhino and FSTG
themselves did not do so. '

11. Respondents Rhino and FSTG did not want their “fail-to-deliver” position — which
resulted from the short sale portion of the reverse conversion — to be closed out by the clearing

> In general, a call option purchaser pays a premium to buy the call option, and a put option seller

‘ (or writer) receives a premium for selling (or writing) the put option.
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firms because this would result in the clearing firms making large purchases of Regulation SHO
threshold securities at a price determined by the market and allocating that cost to Rhino and
FSTG. Additionally, the close-out would have exposed Respondents Rhino and FSTG to market
risk on their initial reverse conversion transactions because it would eliminate the short positions
that had been used to hedge the synthetic long positions created by purchasing call options and
selling put options. '

12. In order to avoid a close-out, Respondent Rein on behalf of Rhino, and
Respondents Rein and Peter on behalf of FSTG, entered into a series of transactions that failed to
satisfy Rhino’s and FSTG’s obligations under Regulation SHO to close out their “fail-to-deliver”
positions. These complex transactions gave the appearance that Rhino and FSTG were closing out
their “fail-to-deliver” position by purchasing securities of like kind and quantity.

13. Specifically, Respondent Rein on behalf of Rhino, and Respondents Rein and Peter
on behalf of FSTG, effected short-term in-the-money FLEX (and, in the case of Rhino,
occasionally standard in-the-money call) option transactions in conjunction with stock-purchase
transactions that did not satisfy the Regulation SHO close-out requirements.

14. A FLEX option allows the investor to customize the option’s terms, such as strike
price and expiration date. In this case, the FLEX options allowed Respondents Rhino and FSTG to
~ reset the close-out date so that they would have an additional thirteen days to close out any “fail-to-
deliver” position. Specifically, Respondents Rhino and FSTG “purchased” stock in the Regulation
SHO threshold security from another market participant and simultaneously purchased a short-
term, deep in-the-money FLEX put option for a corresponding number of shares from the same
market participant. On the day that they “purchased” the stock, Rhino’s and FSTG’s clearing firms
received notice of the “purchase” and closed out the “fail-to-deliver” position. Respondents Rhino
and FSTG, however, knew that the following day, or shortly thereafter, the FLEX put option would
expire in-the-money, causing Rhino and FSTG to exercise the option and sell the stock.

15. Respondents Rhino and FSTG, however, did not actually receive any shares from
the other market participant because that market participant was selling short the stock without
having any shares to sell. Accordingly, Respondents Rhino and FSTG did not receive any shares
and did not in fact close out the short position — as required by Regulation SHO — that was initially
established during the reverse conversion transaction. In these instances, Rhino and FSTG knew,
or should have known, that the combination of the purchase of securities and the purchase of the
FLEX option would result in maintenance of the “fail-to-deliver” position.

16. Rhino’s and FSTG’s clearing firms, however, reset Rhino’s and FSTG’s Regulation
SHO close-out obligation to day one (thus giving Rhino and FSTG a fresh thirteen days in which
to close out the short position) based on the “purchase” of shares and the exercise of the FLEX
option.




17. After receiving close-out notices from their clearing firms, Rhino and FSTG
continued to engage in these and similar types of transactions until the initial options positions (call
options purchase/put options sale) expired, at which point they no longer had a synthetic long
position that needed to be hedged, and so closed out the short position. By engaging in this course
of conduct, Rhino and FSTG impermissibly maintained “fail-to-deliver” positions in numerous
Regulation SHO threshold securities.

18. During the relevant period, FSTG engaged in a large volume of reverse conversions
and reset transactions in numerous threshold securities, including, but not limited to, iMergent,
Inc., American Home Mortgage Investment Corp., and NovaStar Financial, Inc. As a result of
FSTG’s repeated violation of Regulation SHO’s close-out requirement, it received ill-gotten gains
of $45,000. ' ' ' :

19. During the relevant period, Rhino engaged in a large volume of reverse CONVversions
and reset transactions in numerous threshold securities, including, but not limited to, Medis
Technologies Ltd., NovaStar Financial, Inc., and USANA Health Sciences, Inc. As a result of
Rhino’s repeated violation of Regulation SHO’s close-out requirement, it received ill-gotten gains
of $350,000. '

20. In addition, in a limited number of instances, Respondent Rhino engaged in FLEX

option transactions in conjunction with stock sales as the counterparty to other market participants

who failed to comply with their own Regulation SHO close-out obligations.

Legal Analysis

21. At the time, Rule 203(b)(3) imposed an obligation on clearing firms to immediately
close out any “fail-to-deliver” positions in a threshold security that lasts for thirteen consecutive
settlement days by purchasing securities of like kind and quantity.® Pursuant to Rule 203(b)(3)(vi),
however, a clearing firm is permitted reasonably to allocate a “fail-to-deliver” position to a broker
or dealer whose short sale resulted in the position. Once the clearing firm has allocated the “fail-
to-deliver” position to another broker or dealer, the obligation for complying with the mandatory
close-out shifts to that broker or dealer. :

22. Once the “fail-to-deliver” position is allocated to the broker or dealer, that broker or
dealer, in order to satisfy the close-out requirement of Rule 203(b)(3) of Regulation SHO, must

6 On July 27, 2009, the Commission made permanent the requirements of interim final temporary
rule, Rule 204T, that seeks to reduce potentially abusive “naked” short selling in the securities market.
Rule 204T amends Regulation SHO by, among other things, requiring that participants of a registered
clearing agency close out fails resulting from short sales no later than the beginning of regular trading
hours on the settlement day immediately after the fail occurs. The rule also requires participants of a
registered clearing agency to close out fails resulting from long sales or market making activity by no
later than the beginning of regular trading hours on the third settlement day after the fail occurs.
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purchase securities of like kind and quantity. Borrowing securities, or otherwise entering into an
arrangement that merely creates the appearance of a purchase, does not satisfy Regulation SHO’s
close-out requirement. Specifically, Rule 203(b)(3)(vii) provides that a clearing firm — or a broker
or dealer to which the clearing firm allocated a “fail-to-deliver” position — will be deemed not to
have satisfied the close-out obligation if it knows, or has reasonable grounds to believe, that the
close-out purchase will result in a “fail-to-deliver.” :

23. By purchasing deep in-the-money FLEX (and, in the case of Rhino, occasionally
standard in-the-money call) options while simultaneously purporting to “purchase” stock,
Respondents Rhino and FSTG engaged in transactions that gave the appearance that they were
closing out their “fail-to-deliver” positions. As a result, Rhino and FSTG willfully violated Rule
203(b)(3) of Regulation SHO.

24. As a result of their conduct, Rein willfully aided and abetted and caused Rhino’s
violations of Rule 203(b)(3) of Regulation SHO, and Rein and Peter willfully aided and abetted
and caused FSTG's violations of Rule 203(b)(3) of Regulation SHO.

Undertakings

25. Pursuant to the CBOE Decision Accepting Offer of Settlement (File No. 09-0010),
Respondents Rhino and Rein shall pay, jointly and severally, a fine in the amount of $150,000 to
the CBOE’s Business Conduct Committee pursuant to the entry of the CBOE’s issuance of its
Decision Accepting Offer of Settlement (File No. 09-0010).

26. Pursuant to the CBOE Decision Accepting Offer of Settlement (File No. 09-0009),
Respondents FSTG, Rein, and Peter shall pay, jointly and severally, a fine in the amount of
$30,000 to the CBOE’s Business Conduct Committee pursuant to the entry of the CBOE’s
issuance of its Decision Accepting Offer of Settlement (File No. 09-0009).

27. Respondent Rein shall provide to the Commission, within thirty days after the end
of the three-month suspension period described below, an affidavit confirming that he has
complied fully with the sanctions described in Section IV(C) below.

28. Respondent Peter shall provide to the Commission, within thirty days after the end
of the three-month suspension period described below, an affidavit confirming that he has
complied fully with the sanctions described in Section IV(D) below.

In determining whether to accept the Offers, the Commission has considered these
undertakings. :




Iv.

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

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

A. Respondents Rhino, Rein, FSTG, and Peter cease and desist from committing or
causing any violations and any future violations of Exchange Act Rule 203(b)(3);

B. Respondents Rhino and FSTG are censured,

C. Respondent Rein be, and hereby is, suspended from association with any broker or
dealer for a period of three (3) months, effective on the second Monday following the entry of this
- Order;

D. Respondent Peter be, and hereby is, suspended from association with any broker or
dealer for a period of three (3) months, effective on the second Monday following the entry of this
Order:; .

E. Respondent Rhino shall pay disgorgement in the amount of $350,000, which shall
be deemed satisfied by entry of the CBOE’s issuance of its Decision Acceptmg Offer of
Settlement (File No. 09-0010);

F. Respondent FSTG shall pay disgorgement in the amount of $45,000, which shall be
deemed satisfied by entry of the CBOE’s issuance of its Decision Accepting Offer of Settlement
(File No. 09-0009); -

G. Respondent Rein shall comply with the undertakings enumerated in Section III,
paragraph 27 above; and

H. Respondent Peter shall comply with the undertakings enumerated in Section III,
paragraph 28 above.

By the Commission.

Elizabeth M. Murphy

Secretary
7%%,44\») -
8 By M Peterson |
Assnstant Secretary
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I.

Kevin M. Glodek, formerly a general securities representative associated with NASD
member firm William Scott & Co. ("William Scott"), appeals from NASD disciplinary action
against him.! NASD found that Glodek made material misrepresentations to certain of his
customers in violation of Section 10(b) of the Securities Exchange Act of 1934,2 Rule 10b-5
thereunder,’ and NASD Conduct Rules 2110 and 2120.* NASD fined Glodek $25,000 and
suspended him in all capacities for six months.” - We base our findings on an independent review
of the record. '

- 1L

Glodek does not dispute NASD's findings of violations and the imposition of the $25,000
fine, but appeals the six-month suspension. We discuss NASD's findings to provide background
for our discussion of the sanctions. Glodek entered the securities industry in 1993 and, after
associating with several other firms, became associated with William Scott in March 1994. This
matter springs from material misrepresentations that Glodek made to certain customers regarding
Metropolitan Health Networks, Inc.'s ("MDPA") stock while Glodek was at William Scott.

' Glodek is presently employed as a general securities representative with another

NASD member firm.
2 15 U.S.C. § 78j(b).

3 17 C.F.R. § 240.10b-5.

4 NASD Conduct Rule 2110 requires members to observe "high standards of

commercial honor and just and equitable principles of trade," and a violation of any NASD rule
constitutes a violation of Rule 2110. Stephen H. Gluckman, 54 S.E.C. 175, 185 (1999). NASD
Conduct Rule 2120 prohibits members from effecting transactions, or inducing the purchase or
sale of a security, by means of any manipulative, deceptive, or fraudulent device.

5

On July 26, 2007, the Commission approved a proposed rule change filed by
National Association of Securities Dealers, Inc. ("NASD") to amend NASD's Restated
Certificate of Incorporation to reflect its name change to Financial Industry Regulatory Authority,
Inc., or FINRA, in connection with the consolidation of NASD and the member-regulation,
enforcement, and arbitration functions of the New York Stock Exchange. See Securities
Exchange Act Rel. No. 56146 (July 26, 2007), 91 SEC Docket 517 (Aug. 1, 2007)
(SR-NASD-2007-053). Because NASD instituted the disciplinary action before that date, it is
appropriate to continue to use the designation NASD.




A. MDPA's Business

MDPA was incorporated in 1996 to, according to its annual report, "develop a vertically
and horizontally integrated healthcare delivery network." This business model, however, proved
unsuccessful, and the company incurred substantial losses through 1999. MDPA's unaudited
1999 quarterly financial statements contained "going concern” statements from company
management. The statements noted that MDPA had incurred substantial losses since its
inception and that "the Company's ability to continue as a going concern is dependent upon
achieving continued profitable operations and positive cash flows from operations or obtaining
additional debt or equity financing." The December 1999 unaudited financial statements
included the proviso that "[t]hese conditions raise substantial doubt about the Company's ability
to continue as a going concern."

MDPA subsequently changed its business plan in 2000 to specialize in "managed care
risk contracting.” As a result of this new strategy, MDPA secured a managed care contract with
Humana Medical Plan, Inc., Humana Health Insurance Company, and Employers Health
Insurance Company (collectively, "Humana"). The contract with Humana accounted for more
than 95% of MDPA's revenues during the fiscal year that ended on December 31, 2000, and the
six months that ended on June 30, 2001, and MDPA acknowledged that "the loss of this contract
with the HMO could significantly impact the operating results of the Company.” MDPA's annual
report for 2000 indicated that it generated $119,000,000 in annual revenues and $4,900,000 in
annual profit, although a September 2001 restatement of the 2000 financial statements reduced
the reported profit by $400,000. '

During the period at issue in this proceeding, MDPA's common stock traded on the Over-
the Counter Bulletin Board. In March 2001, the stock price ranged from $1.00 per share on
March 1 to $1.84 on March 30. On April 30, 2001, the stock price reached a new high, closing
the day at $3.12. The stock price peaked on May 7, at $3.34, and declined for the remainder of
2001. By the end of 2001, the stock price had fallen below $1.50 per share. In his testimony,
Glodek acknowledged that MDPA was a speculative security.

B. Glodek's Advisory Agreements with MDPA

In 2002, while conducting a routine examination of William Scott, NASD discovered that
Glodek had entered into an advisory agreement with MDPA in January 2000. Under the
agreement's terms, MDPA gave Glodek a warrant to purchase 225,000 shares of MDPA common
stock, at $0.17 per share, in exchange for assisting MDPA in negotiating an agreement with the
owner of certain of MDPA's convertible stock. Glodek exercised the warrant and purchased
225,000 shares of MDPA restricted stock approximately ten months later, in October 2000.

In January 2001, Glodek and MDPA extended the advisory agreement for one year and
- broadened Glodek's responsibilities to include (i) bringing MDPA a strategic market maker, .
"which would serve as 'eyes and ears' in the trading box," (ii) maintaining a "working
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relationship" with MDPA's former CEO, (iii) maintaining a line of communication with MDPA
"on a daily basis and periodically rais[ing] capital for the Company's daily operations,"

(iv) "market[ing] the Company to accredited investors to increase activity on the open market,"
and (v) introducing MDPA to "mid-tier hedge funds to develop awareness of the market."
Pursuant to the extended advisory agreement's terms, Glodek received an additional 150,000
shares of MDPA common stock in September 2001.

After discovering the advisory agreement, NASD reviewed the transcripts of telephone
cconversations that Glodek had with certain of his customers between March 19,2001, and
April 30, 2001.° : '

C. Glodek's Statements to His Customers

NASD concluded, and Glodek does not dispute, that Glodek made material misstatements
related to price predictions, MDPA's AMEX listing, MDPA's debt load, and MDPA's earnings
projections. ,

1. Price Predictions

On several occasions, Glodek provided his customers with specific predictions of
MDPA's future stock price.” For example, on March 22, 2001, Glodek's customer, Kevin
Conners, expressed concern about the price of MDPA's stock, which was then trading at
approximately $1.50 per share. Conners expressed to Glodek that he was "getting upset" because
MDPA had not issued its 2000 financial statements at that point and that it was a "down market
with everybody coming up with earnings problems." Glodek responded by telling Conners that
he thought MDPA's stock price "will go to $5 and I'll be blowing out of it between five and ten,”
and added that "hopefully within two weeks we'll see it's over $2." A few day later, on
March 27, 2001, Glodek told another customer, Alan Auerbach, that "[m]y price target . . . is like
$5 on the stock." MDPA's stock price closed that day's trading at $1.78. On March 29, 2001,
Lindsay Willey complained to Glodek about losses in his account, to which Glodek responded
that "I think that the MDPA goes back to $5, I really feel comfortable about it." A few days later,
on April 1, 2001, Glodek reiterated to Willey that "I hope that, you know, over the next two to
three months we'll be selling the stock, half of our position out at $5."

é NASD chose these dates because MDPA's stock exhibited a large price increase
between January and April 2001. William Scott, however, had only begun recording telephone -
conversations on March 19, 2001. NASD introduced into evidence thirty-five telephone
recordings, which included conversations between Glodek and William Scott customers.

7 Although, as noted above, MDPA's financials improved in 2000 over the

company's performance during earlier periods, there was no specific news about MDPA during
the period at issue that led Glodek to make the price predictions at issue.
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On April 10, 2001, Glodek made a similar statement when customer Pat Kelly asked
whether MDPA was "going to do anything in the near term" that would warrant Kelly
maintaining his position in MDPA stock rather than liquidating his holdings in favor of another
stock. Glodek responded, "I mean, the deal could be the greatest deal, I don't know, but I
wouldn't sell [MDPA] here 'cause it's so undervalued." Glodek also stated that MDPA is "going
to be $5 hopefully within the next two to three months."

2. Statements that AMEX Listing Was Imminent

Glodek also made several representations that MDPA would qualify for listing on the
American Stock Exchange, Inc. ("AMEX") once the company's share price reached $2 or $3 per
share. For example, on March 27, 2001, Glodek told Auerbach that MDPA's "[s]tock will
probably drift over $2. And then you 1l see it approved for . . . the AMEX and then the stock will
be off from there."

Glodek, however, had a brief conversation with MDPA's president, Fred Sternberg, on
April 10, 2001, during which Glodek asked Sternberg "when do we [MDPA] drop an application
for the [AMEX]?" Sternberg responded, "I really haven't had . . . final approval [from the
MDPA board of directors]," and stated, "We don't know if it's natlonal NASDAQ or American,
and I can't really tell you when." Glodek's prediction of an imminent listing also focused on
stock price and ignored the other factors AMEX utilizes when evaluating applications, such as
the company's accounts receivables, the outstanding shareholder equity, and the large percentage
of business generated from a single payer source.?

Later in April 2001, Glodek told customer Mel Ogrin that, if MDPA reported quarterly
financial numbers "the way I predict them to come out," then "the stock will easily be over $3.
And if that's the case, the company qualifies for AMEX." Glodek added that, "if it's on AMEX,
you're going to get another run out of it." A day later, on April 26, 2001, Glodek told Kelly that
MDPA was "basically qualifying for AMEX here by Memorial Day weekend." Four days later,
MDPA's stock rose above $3 per share, at which time Glodek told Kelly, "[nJow we're waiting
for the numbers to do out [sic] and they just qualified for AMEX under my understanding, so
they get the okay to get on the AMEX we're going to get a whole 'nother run of the stock."

3. Statements that MDPA was a Debt-Free Company

Glodek told several customers that MDPA was a debt-free company. For instance,
Glodek told Auerbach on March 27, 2001 that "they [MDPA] have no debt.” Glodek described
MDPA to three other customers over the next two weeks variously as a "company [that] has no
debt," a "company [that] went from astronomical amounts of debt in '99 to a debt-free company

8 MDPA ultimately applied for a listing on AMEX in June 2001, and AMEX
questioned it about all of these areas. MDPA subsequently withdrew its application and did not
begin trading on the AMEX until more than two and one-half years later on November 22, 2004.
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in 2000," and "a company with no debt." MDPA's financial statements for the fiscal year ending
December 31, 2000, however, showed that the company had long-term debt of more than $1.2
million, approximately half of which matured in 2001, and owed more than $2.5 million in
unpaid payroll tax liabilities to the Internal Revenue Service.

4, Earnings Projections

Glodek also made quarterly earnings projections regarding MDPA to customer Michael
Rosenbaum. On March 26, 2001, Glodek told Rosenbaum that MDPA''s earnings were due the
following day and that "they're going to do 120 million for the year, and earn about six million in
cash . ... For this quarter right now . ... Yeah they earned like six million dollars already
supposedly in the first quarter, that's what I'm hearing." In reality, MDPA's net income for the
first quarter was approximately $1.2 million, which was only 20% of what Glodek predicted
MDPA would earn.

D. Procedural History

After reviewing Glodek's recorded telephone conversations, NASD filed a complaint
against him on August 1, 2005. NASD alleged that Glodék’s statements described above
included material misstatements in connection with the offer and sale of securities and that this
violated Section 10(b) of the Exchange Act, Rule 10b-5 thereunder, and NASD Conduct
Rules 2110 and 2120. After conducting a two-day hearing, an NASD Hearing Panel concluded
that Glodek had acted recklessly and committed the violations charged by NASD. The Hearing
Panel suspended Glodek in all capacities for sixty days and imposed a $25,000 fine.

NASD appealed the Hearing Panel's determination of sanctions to NASD's National
Adjudicatory Council ("NAC"), seeking a bar. Glodek cross-appealed, initially asserting that the
Hearing Panel's findings of violations were erroneous, but later abandoned his cross-appeal to the
NAC and instead argued that the NAC should affirm the Hearing Panel's decision.

On February 24, 2009, the NAC affirmed the Hearing Panel's findings of violations and
the $25,000 fine but modified the imposition of sanctions by increasing the suspension from
sixty days to six months. In its decision, the NAC disagreed with the Hearing Panel's decision
that there was no pattern to Glodek's misstatements. The NAC concluded that Glodek's
misstatements were serious and not an isolated occurrence given that Glodek made at least
fourteen misstatements over a period of six weeks to eight different customers. The NAC also
noted that Glodek had a personal financial interest in MDPA's stock price and that, although
several of Glodek's customers testified on his behalf, NASD "look[s] beyond the interests of
particular investors in assessing the need for sanctions to protect investors generally.” This
appeal followed. '
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IIl.

Glodek does not dispute that he made reckless misstatements of material facts about
MDPA to his customers in connection with their purchases of MDPA stock and does not dispute
that those misstatements violated the antifraud provisions of the securities laws. Our de novo
review of the record finds that the record supports NASD's findings of violations.

Glodek's specific predictions for MDPA's stock price were made repeatedly and without
basis. His prediction of MDPA's quarterly earnings to Rosenbaum was similarly without basis
and inaccurate. MDPA was a speculative security, as Glodek acknowledged. We have held that
predictions of specific and substantial increases in thé price of a speculative security within a
relatively short period of time are fraudulent.” We have also held that predictions of specific and
substantial increases in the price of any security, whether speculative or not, that are made
without a reasonable basis are fraudulent.'® NASD found, and Glodek has not disputed, that
Glodek lacked an adequate basis to make these predictions about the future share price and
earnings of MDPA and that he acted recklessly in making these misstatements to his customers.
While several customers testified that they did not rely on these predictions, NASD is not
required to prove reliance.’’

Although NASD found that Glodek's conduct was merely reckless, rather than
intentional, his misstatements with respect to MDPA being debt free and on the verge of listing
on the AMEX are troubling. By simply looking at MDPA's financial statements, Glodek would
have learned that, during the period that he told several customers that MDPA had no debt,
MDPA still had significant debt given the size of its earnings and the length of its operating
history. With respect to Glodek's statements that MDPA's listing on AMEX was imminent,
Glodek had spoken to MDPA's president about this on April 10, 2001, and he knew (or, in the
case of Auerbach, would have known) that MDPA had not filed the necessary application for a
listing on AMEX and that MDPA's president had no idea when or for which exchange it might
submit an application. In fact, MDPA was not listed on AMEX until 2004. In addition, Glodek's

? See, e.g., Philip A. Lehman, Exchange Act Rel. No. 54660 (Oct. 27, 2006), 89
SEC Docket 536, 540; Dane E. Faber, 57 S.E.C. 297, 306 n.15 (2004) (citing Steven D.
Goodman, 54 S.E.C. 1203, 1210 (2001); Joseph Barbato, 53 S.E.C. 1259, 1273 (1999);
Cortlandt Investing Corp., 44 S.E.C. 45, 50 (1969)); Donald A. Roche, 53 S.E.C. 16, 18-19 n.2
(1997) (citing Irving Friedman, 43 S.E.C. 314, 320 (1967); Alfred Miller, 43 S.E.C. 233, 235
(1966) (noting that such "predictions are a 'hallmark’ of fraud")). '

10 Steven E. Muth, Exchange Act Rel. No. 52551 (Oct. 3, 2005), 86 SEC Docket
1217, 1229; Barbato, 53 S.E.C. at 1273 n.19 (citing C. James Padgett, 52 S.E.C. 1257, 1265
(1997), aff'd sub nom. Sullivan v. SEC, 159 F.3d 637 (D.C. Cir. 1998), cert. denied, 525 U.S.
1070 (1999)); Roche, 53 S.E.C. at 19 n.3 (citing Lester Kuznetz, 48 S.E.C. 551, 553 (1986)).

! Robert Tretiak, 56 S.E.C. 209, 223 n.26 (2003).
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comments to customers indicate that the share price was the sole determining factor as to whether
the stock would be listed on AMEX when, in reality, other factors played an important role in
that determination. The record supports NASD's finding that Glodek's misstatements were made
recklessly. Accordingly, we find that Glodek violated Exchange Act Section 10(b), Exchange
Act Rule 10b-5,'? and NASD Conduct Rules 2110 and 2120.

Iv.

Glodek challenges only the six-month suspension NASD imposed. We must sustain
NASD's sanctions unless we find, having due regard for the public interest and the protection of
investors, that the sanctions are excessive, oppressive, or impose an unnecessary or inappropriate
burden on competition."

)

We find that a six-month suspension is warranted in this case. The NASD Sanction
Guidelines (the "Sanction Guidelines") recommend imposition of a fine of $10,000 to $100,000,
and a suspension of ten business day to two years; in egregious cases, the Sanction Guidelines
recommend a bar."

Although the NAC increased the suspension, the resulting sanction, contrary to Glodek's
contention that NASD "demands the most severe sanctions possible," is nonetheless at the lower
end of the Sanction Guidelines for non-egregious conduct. Moreover, conduct that violates the
antifraud provisions of the securities laws "is especially serious and subject to the severest of
sanctions."" Glodek's misconduct was at least reckless, and the misstatements were repeated at
least fourteen times over the six-week period examined by NASD. As discussed below, NASD

12 "[M]ateriality depends on the significance the reasonable investor would place on

the withheld or misrepresented information." Basic, Inc. v. Levinson, 485 U.S. 224, 240 (1988).
If "there is a substantial likelihood that a reasonable investor would consider the information
important in making an investment decision," the information is material. SEC v. Rogers, 790
F.2d 1450, 1458 (9th Cir. 1986).

13 15 U.S.C. § 78s(e)(2). Glodek does not allege, and the record does not show, that
NASD's sanctions imposed an undue burden on competltlon We find that the $25,000 fine is
neither excessive nor oppressive. :

" . NASD Sanction Guidelines at 93 (2007). Although the Commission is not bound
- by the Sanction Guidelines, we use them as a benchmark in conducting our review under
Exchange Act Section 19(e)(2). Wanda P. Sears, Exchange Act Rel. No. 58075 (July 1, 2008),
93 SEC Docket 7395, 7403. NASD found that Glodek's conduct was not egregious.

15 Vincent M. Uberti, Exchange Act Rel. No. 58917 (Nov. 7, 2008), 94 SEC Docket
11406, 11416 n.26 (quoting Marshall E. Melton, 56 S.E.C. 695, 713 (2003)) (affirming
- imposition of bar where applicant had released fraudulent misleading research reports).
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considered certain factors to be mitigating and accordingly elected not to impose the maximum
two-year suspension for a non-egregious violation under the Sanction Guidelines. We find that a
six-month suspension for Glodek's violations of the antifraud provisions is not excesswe or
oppressive, and we sustain it.

Glodek challenges the six-month suspension imposed by NASD on three principal
grounds: 1) that the NAC improperly increased the suspension initially imposed by the Hearing
Panel; 2) that NASD did not explain why a shorter suspension would be 1nsufﬁc1ent and 3) that
NASD did not give adequate weight to mitigating factors.

Glodek argues that NASD abused its power when the NAC increased the length of the
suspension that the Hearing Panel initially imposed. Glodek takes the position that the sixty-day
suspension assessed by the Hearing Panel is the appropriate sanction for his violations. Although
Glodek cites the Hearing Panel's decision in his appeal, "it is the decision of the NAC, not the
decision of the Hearing Panel, that is the final action of NASD which is subject to Commission
review."'® We have repeatedly held that the NAC reviews the Hearing Panel's decision de novo
and has broad discretion to review the Hearing Panel's decisions and sanctions."” In addition,
NASD Rules 9348 and 9349 state that, on appeal from a Hearing Panel decision, the NAC "may
affirm, modify, reverse, increase, or reduce any sanction, or impose any other fitting sanction."'®
We therefore find no abuse of power in NASD's decision to impose a six-month suspension.

16 Philippe N. Keyes, Exchange Act Rel. No. 54723 (Nov. 8, 2006), 89 SEC Docket
792, 800 n.17.

7 See Michael B. Jawitz, 55 S.E.C. 188, 200 & n.24 (2001) (stating that the NAC
conducts a de novo review and has broad discretion to review any finding in the Hearing Panel
decision) (citing Timothy L. Burkes, 51 S.E.C. 356, 359 (1993), aff'd, 29 F.3d 630 (9th Cir. 1994)
(Table)); ¢f Morton Bruce Erenstein, Exchange Act Rel. No. 56768 (Nov. 8, 2007), 91 SEC
Docket 3114, 3126 (acknowledging NAC's power to conduct a de novo review and make its own
independent findings), petition denied, No. 07-15736 (11th Cir. 2008) (Unpublished). See also
Chris Dinh Hartley, 57 S.E.C. 767, 776 (2004) (finding NASD's sanctions were not excessive or
oppressive where the NAC increased a suspension imposed by Hearing Panel from thirty days to
ninety days for violations involving registered representative selling away from his member firm
employer); James B. Chase, 56 S.E.C. 149, 162 (2003) (finding NASD's sanctions not excessive
or oppressive where NAC increased Hearing Panel's suspension from six months to one year for
violations involving unsuitable investment recommendations); Jim Newcomb, 55 S.E.C. 406, 418
- (2001) (finding NASD's sanctions not excessive or oppressive where NAC increased Hearing
Panel's suspension from ninety days to two years for violations involving registered
representative selling away from his member firm employer).

18 These Rules were also quoted in the April 11, 2007, letter from NASD delivering .
the Hearing Panel decision to Glodek and informing him of his right to appeal the decision to the
NAC.
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Glodek argues that the NAC could not assess a six-month suspension unless its decision
was "based on a factual and/or legal finding that sixty days was not sufficient to serve the
remedial purpose of those sanctions." However, NASD is not required to state why a lesser
sanction would be insufficient in order to justify the sanction it imposed as being remedial.” A

sanction is appropriate "so long as its choice meets the statutory requirements that a sanction be
120

~ Glodek cites NASD's finding that his conduct was not egregious in support of his
argument that a sixty-day suspension is a more appropriate sanction for his violations than a six-
month suspension. However, the finding that his misconduct was not egregious simply indicated
that the Sanction Guidelines did not recommend a bar for these violations. A suspension of up to
two years for non-egregious violations such as Glodek's falls within the recommended range.

Glodek also argues that the NAC's description of his misconduct as "serious" misconduct
did not provide an adequate basis for its determination to increase the suspension initially
imposed by the Hearing Panel because "simply calling the misconduct 'serious’ does not explain
anything," and that "the term 'serious' is not used anywhere in the Guidelines that apply to this -
case." Glodek adds that NASD's reliance on "a standard of 'serious[ness]'" was a violation of his
due process rights because the term failed to give him fair notice of what type of conduct was
prohibited. We have held that generally self-regulatory organizations, such as NASD, are not
state actors and thus are not subject to the Constitution's due process requirements.”’ Further, the
description of Glodek's conduct as "serious" did not impede the fairness of the proceeding.
Glodek was aware that NASD staff was seeking a bar on appeal to the NAC, giving him notice of
the gravity with which the staff viewed his conduct.”” Glodek thus cannot credibly claim that he

19 Paz Sec., Inc. v. SEC, 566 F.3d 1172, 1176 (D.C. Cir. 2009). Cf. Horning v. SEC,
570 F.3d 337, 346 (D.C. Cir. 2009) (holding that Commission need not state why a lesser
sanction would be insufficient as long as it "articulated a reasonable, protective rationale for the
penalties it selected."). ’

2 Paz, 566 F.3d at 1176.

2 See, e.g., Scott Epstein, Exchange Act Rel. No. 59328 (Jan. 30, 2009), 95 SEC
Docket, 13833, 13855 ("[I]t is well established that self-regulatory organizations are not subject
to the Constitution's due process requirements."), appeal docketed, No. 09-1550 (3d Cir. Feb. 24,
2009). _ :

2 We have used the adjective "serious" to describe actions that we found to be

| deserving of sanctions. See, e.g., Scott B. Gann, Exchange Act Rel. No. 59729 (Apr. 8, 2009),

95 SEC Docket 15818, 15823 (affirming bar where applicant's conduct was "especially serious
and subject to the severest sanctions" (quoting Jose P. Zollino, Exchange Act Rel. No. 55107

(Jan. 16, 2007), 89 SEC Docket 2598, 2608), appeal docketed, No. 09-60435 (5th Cir. June 5,

(continued...)
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lacked fair notice that "serious" misconduct could result in a six-month suspension. Further, it
was the nature of Glodek's conduct, recklessly making fraudulent misstatements, that led to
NASD's determination to impose a six-month suspension, not the description of that conduct as
being "serious."

In support of his argument that a sixty-day suspension would be a more appropriate
sanction for his violations than the six-month suspension ultimately imposed, Glodek contends
that a number of factors mitigate the severity of his violations. In choosing not to impose either
the bar sought by its staff or the maximum two-year suspension under the Sanction Guidelines
for non-egregious conduct, NASD gave "some credit to the fact that MDPA recently had become
profitable," thus providing "some basis for Glodek's enthusiasm" in making the unfounded price
and earnings predictions. NASD also noted that none of the customers suffered financial losses
as a result of Glodek's admitted fraudulent misconduct. NASD further treated as mitigating the
fact that three of the four customers who testified stated that they were aware of Glodek's
advisory relationship with MDPA at the time he made the misstatements, as well as the fact that
several of the customers were sophisticated investors.

Glodek points to other facts that he alleges further mitigate his misconduct. Although
Glodek does not deny that he made the misstatements captured on the taped telephone
conversations, he asserts that the taped conversations occurred over only a specific six-week
period, included conversations only on Glodek's telephone extension, and did not include all
conversations on Glodek's extension during the time period. Although Glodek indicates that he
believes evidence not in the record might put the misstatements he made on the taped telephone
conversations in a different context, he cites no evidence to support this allusion, nor does he
deny the accuracy of the transcripts of the conversations. '

Glodek further notes that the violations related to fourteen calls out of a total of
approximately 600 originally obtained as part of the NASD investigation. NASD rejected
Glodek's argument that the misstatements were not part of a pattern of misconduct, and we find
that the record supports this determination. Glodek made fourteen misstatements to eight
different customers over a six-week period. We disagree with Glodek's characterization of this
misconduct as a "small number of violative statements.” Instead, we find that the repetition of
positive statements about MDPA misstating its true condition, admittedly made recklessly and
without basis over a six-week period, evidences a pattern of misconduct by Glodek.

Glodek also cites the testimony of four of the customers to whom Glodek made the
violative misstatements, who stated that Glodek did not mislead them, that they did not rely on

2 (...continued)

2009)); Gary Kornman, Exchange Act Rel. No. 59403 (Feb. 19, 2009), 95 SEC Docket 14246,
14261 (affirming bar where applicant had engaged in "serious misconduct"), appeal docketed,
No. 09-1074 (D.C. Cir. Feb. 25, 2009); Sidney C. Eng, 53 S.E.C. 709, 722 (1998) (concluding
bar was an appropriate sanction "given the serious nature of [applicant's] misconduct").
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his misstatements, and that they did not lose any money as a result of the misstatements. Several
of the customers also testified that they had invested in or had business relationships with MDPA
prior to discussing the stock with Glodek, and that they were aware of Glodek's business
relationship with MDPA and his financial interest in MDPA's stock price. Regardless of the
customers' testimony, Glodek acknowledges that he violated the antifraud provisions of the

securities laws. The fact that many of the customers did not lose money and did not complain
about the violations does not further mitigate Glodek's misconduct.”

Glodek further argues that his lack of any prior disciplinary history and his "cooperation,
and perhaps equally importantly, that he did not do anything to impede the investigation"
mitigate the seriousness of his at least reckless misconduct and warrant a reduction of his
suspension. We have consistently rejected the argument that a lack of disciplinary history should
be considered as a mitigating factor in connection with the imposition of sanctions in NASD
proceedings.?* It also does not mitigate the seriousness of Glodek's misconduct that he "did not
do anything to impede the investigation." When Glodek registered with NASD, he agreed to
abide by its rules, and compliance with his obligation to cooperate with an investigation is not a
mitigating factor.”

We agree with NASD that Glodek's misstatements represent serious fraudulent
misconduct. Registered representatives must not make repeated, reckless, and unfounded
misstatements to their customers in connection with the sale of securities, and doing so warrants
the imposition of meaningful sanctions. Even though he has admitted the violations, Glodek
continues to state that he "did not deceive his customers," indicating that he does not appreciate
the seriousness of his misconduct. Glodek continues to be employed as a registered

2 See Ronald J. Gogul, 52 S.E.C. 307, 312 n.20 (1995) (finding the fact that no
customer complained about an investment was "not persuasive" in support of respondent's
argument that sanctions should be reduced).

# John D. Audifferen, Exchange Act Rel. No. 58230 (July 25, 2008), 93 SEC
Docket 8129, 8148; Michael A. Rooms, Exchange Act Re. No. 51467 (April 1, 2005), 85 SEC
Docket 444, 450, aff'd, 444 F.3d 1208 (10th Cir. 2006).

= - See, e.g., Michael Frederick Siegel, Exchange Act Rel. No. 58737 (Oct. 6, 2008),
94 SEC Docket 10501, 10519 n. 44 (citing Rooms, 85 SEC Docket at 450-51 (finding sanction
neither excessive nor oppressive where respondent noted lack of disciplinary history)), appeal
docketed, No. 09-1379 (D.C.Cir. Dec. 3, 2008); Philippe N. Keyes, Exchange Act Rel. No. 54723
(Nov. 8,2006), 89 SEC Docket 792, 801 & nn.20 & 22 (finding cooperation during NASD
investigation and a lack of disciplinary history not mitigating) (citing cases); Michael Markowski,
51 S.E.C. 553,557 (1993), aff'd, 34 F.3d 99 (3d Cir. 1994)). The Sanction Guidelines provide
that an associated person's "substantial assistance" to NASD during an investigation is generally
mitigating. Glodek's cooperation was consistent with the responsibility he agreed to fulfill when
he became an associated person and does not constitute substantial assistance.
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representative with an NASD member firm, and the securities industry "presents a great many
opportunities for abuse and overreaching, and depends very heavily on the integrity of its
participants."”® Given Glodek's lack of understanding of his obligations as a securities
professional and his continued employment in the securities industry, a six-month suspension
will have the remedial effect of protecting the investing public from harm by impressing upon
Glodek and other registered representatives the importance of avoiding reckless, unfounded
statements about stocks they recommend to their brokerage customers.”’” We find that the six-
month suspension achieves the goals of belng remedial and deterring future violations, w1th0ut
being excessive or oppressive.?®

We find that the sanctions imposed against Glodek are neither excessive nor oppressive
and are approprlate remedial sanctlons for the violations, and we sustain NASD's findings of
violations.”

An appropriate order will issue.

By the Commission (Commissioner WALTER, AGUILAR and PAREDES); Chairman
SCHAPIRO and Commissioner CASEY not participating.

By: Florence E. Harmon Elizabeth M. Murphy
Deputy Secretary Secretary

% Bernard D. Gorniak, 52 S.E.C. 371, 373 (1995). See also, e.g., Frank Kufrovich,
55 S.E.C. 616, 627 (2002) ("A propensity for dishonest behavior is of particular concern in the
securities industry, an industry that presents numerous opportunities for abuses of trust."); Mayer
A. Amsel, 52 S.E.C. 761, 768 (1996) (noting that the securities industry is "rife with opportunities
for abuse").

7 See SEC v. PAZ Sec., Inc., 494 F.3d 1059, 1066 (D.C. Cir. 2007) (stating that
"general deterrence" may be "considered as part of the overall remedial inquiry," quoting
McCarthy v. SEC, 406 F.3d 179, 189 (2d Cir. 2005)), petition denied, 566 F.3d 1172 (D.C. Cir.
2009).

2 Although we might have reached a different conclusion as to the appropriate

sanction for Glodek's fraudulent conduct, we do not have authority to increase a sanction
imposed by a self-regulatory organization, but only to determine whether the sanction is
excessive or oppressive.

® 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.




UNITED STATES OF AMERICA
_ A before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Rel. No. 60937 / November 4, 2009

Admin. Proc. File No. 3-13414

In the Matter of
KEVIN M. GLODEK
c/o Hoffman & Pollok LLP
Attention: William A. Rome, Esq.
260 Madison Ave., 22" Floor
New York, New York 10016
For Review of Disciplinary Action Taken by

NASD

ORDER SUSTAINING ACTION OF REGISTERED SECURITIES ASSOCIATION

On the basis of the Commission's opinion issued this day, it is

ORDERED that the disciplinary action taken by NASD against Kevin M. Glodek be, and |
it hereby is, sustained.

By the Commission.

Elizabeth M. Murphy
Secretary ‘

By: Florence E. Harmon
- Deputy Secretary




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 60940 / November 4, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13676

In the Matter of

Valcapx Acquisition Corp., ORDER INSTITUTING

Valuestar Corp., ADMINISTRATIVE PROCEEDINGS

‘Vandelay, Inc., AND NOTICE OF HEARING

VelocityHSI, Inc., PURSUANT TO SECTION 12(j) OF

Ventura Entertainment Group, Ltd. THE SECURITIES EXCHANGE ACT
(n/k/a Insight Entertainment Group, Ltd.), OF 1934

and

Verida Internet Corp.,

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 Valcapx Acquisition Corp., Valuestar Corp., Vandelay,
Inc., VelocityHS], Inc., Ventura Entertainment Group, Ltd. (wk/a Insight Entertainment
Group, Ltd.), and Verida Internet Corp.

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

1. Valcapx Acquisition Corp. (CIK No. 1142056) is a revoked Nevada
corporation located in Los Angeles, California with a class of equity securities registered
with the Commission pursuant to Exchange Act Section 12(g). Valcapx Acquisition 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 3 1, 2004, which
reported a net loss of $1,163 since inception on June 18, 2001,
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2. Valuestar Corp. (CIK No. 895262) is a dissolved Colorado corporation located
in Oakland, California with a class of equity securities registered with the Commission
pursuant to Exchange Act Section 12(g). Valuestar 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 June 30, 2001, which reported a net loss of $18,592,277 for the prior
year. As of October 30, 2009, the company’s stock (symbol “VLST”) was traded on the
over-the-counter markets. '

3. Vandelay, Inc. (CIK No. 1172607) is a forfeited Delaware corporation located
in Los Angeles, California with a class of equity securities registered with the
Commission pursuant to Exchange Act Section 12(g). Vandelay 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 $500
since inception on February 27, 2002.

4. VelocityHSI, Inc. (CIK No. 1113129) is a void Delaware corporation located

in Walnut Creek, California with a class of equity securities registered with the
Commission pursuant to Exchange Act Section 12(g). VelocityHSI 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, 2001, which reported a net loss of $2,143,682
for the prior three months. On August 14, 2001, the company filed a Chapter 7 petition
in the U.S. Bankruptcy Court for the Northern District of California, and the case was
terminated on April 6, 2006. As of October 30, 2009, the company’s stock (symbol
“VHSIQ”) was traded on the over-the-counter markets.

5. Ventura Entertainment Group, Ltd. (n/k/a Insight Entertainment Group, Ltd.)
(CIK No. 828217) is an inactive Delaware corporation located in Los Angeles, California
with a class of equity securities registered with the Commission pursuant to Exchange
Act Section 12(g). Ventura Entertainment 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, 1995, which reported a net loss of $2,029,314 for the prior
three months. On September 18, 1996, the company filed a Chapter 11 petition in the
U.S. Bankruptcy Court for the Middle District of Tennessee, and the case was terminated.
on May 6, 1999,

6. Verida Internet Corp. (CIK No. 1083523) is a permanently revoked Nevada
corporation located in San Francisco, California with a class of equity securities
registered with the Commission pursuant to Exchange Act Section 12(g). Verida Internet
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, 2000, which
reported a net loss of $1,448,251 for the prior three months. As of October 30, 2009, the
company’s stock (symbol “VERY”) was traded on the over-the-counter markets.

B. DELINQUENT PERIODIC FILINGS

7. As discussed in more detail above, all of the Respondents are delinquent
in their periodic filings with the Commission (see Chart of Delinquent Filings, attached
hereto as Appendix 1), have repeatedly failed to meet their obligations to file timely
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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 issuers to file quarterly reports.

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

IIIL.

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 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, 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 [17C.FR.§
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 of verifiable delivery.

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 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 Sectlon
553 delaymg the effective date of any final Commission action.

By the Commission.

Elizabeth M. Murphy

‘ Secretary

Attachment
it M. P@E erso

Assistant Secretary

By




Valcapx Acquisition Cofp.

Total Filings Delinquent

Valuestar Corp.

Appendix 1

Chart of Delinquent Filings

Valcapx Acquisition Corp., et al.

10-OSB
10-KSB
10-QSB
10-QSB
10-OSB
10-KSB
10-OSB
10-QSB
10-OSB
10-KSB
10-OSB
10-OSB
10-OSB
10-KSB
10-0*
10-0*
10-0*
10-K*

18

10-OSB
10-OSB
10-OSB
10-KSB
10-OSB
10-OSB
10-QSB
10-KSB
10-0SB

10-OSB .

10-OSB
10-KSB
10-OSB

10-0SB

03/31/05
06/30/05
09/30/05
12/31/05
03/31/06
06/30/06
09/30/06
12/31/06
03/31/07
06/30/07
09/30/07
12/31/07
03/31/08
06/30/08
09/30/08
12/31/08
03/31/09
06/30/09

09/30/01
12/31/01
03/31/02
06/30/02
09/30/02
12/31/02
03/31/03
06/30/03
09/30/03
12/31/03
03/31/04
06/30/04
09/30/04
12/31/04

5/16/05
9/28/05
11/14/05
2/14/06
5/15/06
9/28/06
11/14/06
2/14/07
5/15/07
9/28/07
11/14/07
2/14/08

- 5/15/08

9/29/08
11/14/08
2/17/09
05/15/09
09/28/09

11/14/01

2/14/02
5/15/02
9/30/02
11/14/02
2/14/03
5/15/03
9/29/03
11/14/03
2/17/04
5/17/04
9/28/04
11/15/04
2/14/05

Not filed
Not filed

Not filed:

Not filed
Not filed
Not filed
Not filed
Not filed
Not fited
Not filed
Not filed
Not filed

Not filed .

Not filed
Not filed
Not filed
Not filed
Not filed

Not filed
Not filed
Not filed
Not filed
Not fited
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

54
50
48
45
42
38
36
33
30
26
24
21
18
14
12

96
93
90
86
84
81

78
74
72
69
66
62
60
57
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Valuestar Corp.

Total Filings Delinquent

Vandelay, Inc.

10-OSB
10-KSB

10-QSB:

10-OSB
10-OSB
10-KSB
10-OSB
10-OSB
10-OSB
10-KSB
10-OSB
10-QSB
10-QSB
10-KSB
10-0*
10-Q*
10-0Q*
10-K*

32

10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB

03/31/05
06/30/05
09/30/05
12/31/05
03/31/06
06/30/06

09/30/06

12/31/06
03/31/07
06/30/07
09/30/07
12/31/07
03/31/08

06/30/08

09/30/08
12/31/08
03/31/09
06/30/09

06/30/02
09/30/02
12/31/02
03/31/03
06/30/03
09/30/03
12/31/03
03/31/04
06/30/04
09/30/04
12/31/04
03/31/05
06/30/05
09/30/05
12/31/05
03/31/06
06/30/06
09/30/06
12/31/06
03/31/07

5/16/05
9/28/05
11/14/05
2/14/06
5/15/06
9/28/06
11/14/06
2/14/07
5/15/07
9/28/07
11/14/07
2/14/08
5/15/08
9/29/08

11/14/08

2/17/09
05/15/09
09/28/09

08/14/02
11/14/02
03/31/03
05/15/03
08/14/03
11/14/03
03/30/04
05/17/04
08/16/04
11/15/04
03/31/05
05/16/05
08/15/05
11/14/05
03/31/06
05/15/06
08/14/06
11/14/06
04/02/07
05/15/07

Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

Not filed
Not filed
Not fited
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

Not filed '

Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

54
50
48
45
42
38
36
33
30
26
24
21
18
14
12

87
84
80
78
75
72
68
66
63
60
56
54
51
48
44
42
39
36
31
30
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Vandelay, Inc.

Total Filings Delinquent

VelocityHSI, Inc.

10-OSB
10-QSB
10-KSB
10-0*
10-0*
10-Q*

10-K*

10-0*
10-0*

29

10-0
10-Q
10-K
10-0
10-0
10-Q
10-K
10-Q
10-0
10-0
10K
10-0
10-Q
10-Q
10K
10-Q
10-0
10-0
10-K
10-0
10-0
10-0
10-K
10-0
10-0
10-0
10-K
10-0
10-Q
10-0

06/30/07
09/30/07
12/31/07
03/31/08
06/30/08
09/30/08
12/31/08
03/31/09

06/30/09

06/30/01
09/30/01
12/31/01
03/31/02
06/30/02
09/30/02
12/31/02
03/31/03
06/30/03
09/30/03
12/31/03
03/31/04
06/30/04
09/30/04
12/31/04
03/31/05
06/30/05
09/30/05
12/31/05
03/31/06
06/30/06
09/30/06
12/31/06
03/31/07
06/30/07
09/30/07
12/31/07
03/31/08
06/30/08
09/30/08

08/14/07
11/14/07
03/31/08
5/15/08
08/14/08
11/14/08
03/31/09
05/15/09
08/14/09

08/14/01
11/14/01
04/01/02
05/15/02
08/14/02
11/14/02
03/31/03
05/15/03
08/14/03
11/14/03
03/30/04
05/17/04
08/16/04
11/15/04
03/31/05
05/16/05
08/15/05
11/14/05
03/31/06
05/15/06
08/14/06
11/14/06

04/02/07

05/15/07
08/14/07
11/14/07
03/31/08
5/15/08
08/14/08
11/14/08

Not filed

Not filed

Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

Not filed

Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

27
24
20

18
15

12

99
96
91
90
87
84
80
78
75
72
68
66
63
60
56
54
51
48
44
42
39
36
31
30
27
24
20
18
15
12
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. VelocityHS], Inc.

Total Filings Delinquent

Ventura Entertainrhent
Group, Ltd. (n/k/a Insight
. Entertainment Group, Ltd.)

10-K
10-Q
10-0

33

10K

10-0
10-0
10-0
10-K
10-0

10-0 -

10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q

12/31/08

03/31/09
06/30/09

12/31/95
03/31/96
06/30/96
09/30/96
12/31/96
03/31/97
06/30/97
09/30/97
12/31/97
03/31/98
06/30/98
09/30/98
12/31/98
03/31/99
06/30/99
09/30/99
12/31/99
03/31/00
06/30/00
09/30/00
12/31/00
03/31/01
06/30/01
09/30/01
12/31/01
03/31/02
06/30/02
09/30/02
12/31/02

03/31/03

06/30/03
09/30/03

03/31/09
05/15/09
08/14/09

04/01/96
05/15/96
08/14/96
11/14/96
03/31/97
05/15/97
08/14/97

- 11/14/97

03/31/98
05/15/98
08/14/98
11/16/98
03/31/99
05/17/99
08/16/99
11/15/99
03/30/00
05/15/00
08/14/00
11/14/00
04/02/01
05/15/01
08/14/01

"~ 11/14/01

04/01/02
05/15/02
08/14/02
11/14/02
03/31/03
05/15/03
08/14/03
11/14/03

Not filed
Not filed
Not filed

Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

Not filed

Not filed
Not filed
Not filed
Not filed
Not filed

163
162
159
156
152
150
147
144
140
138
135
132
128
126
123
120
116
114
111
108
103
102
99
96
91
90
87
84
80
78
75
72

Page 4 of 6




Ventura Entertainment
Group, Ltd. (n/k/a Insight
Entertainment Group, Ltd.)

Total Filings Delinquent

Verida Internet Corp.

10-K
10-0
10-0
10-0
10-K
10-Q

- 10-Q
10-0

10-K
10-Q
10-0
10-Q
10K
10-0
10-0
10-Q
10K
10-0
10-0
10-Q
10K
10-Q
10-Q

55

10-KSB
10-QSB
10-OSB
10-0SB
10-KSB
10-0OSB
10-0SB
10-OSB
10-KSB
10-OSB
10-OSB
10-0SB

10-KSB

12/31/03
03/31/04
06/30/04
09/30/04
12/31/04
03/31/05
06/30/05
09/30/05
12/31/05
03/31/06
06/30/06
09/30/06
12/31/06
03/31/07
06/30/07
09/30/07
12/31/07
03/31/08
06/30/08
09/30/08
12/31/08
03/31/09

06/30/09

12/31/00
03/31/01
06/30/01
09/30/01
12/31/01
03/31/02
06/30/02
09/30/02
12/31/02
03/31/03
06/30/03
09/30/03
12/31/03

03/30/04

05/17/04 -

08/16/04
11/15/04
03/31/05
05/16/05
08/15/05
11/14/05
03/31/06
05/15/06
08/14/06
11/14/06
04/02/07
05/15/07
08/14/07
11/14/07
03/31/08
5/15/08
08/14/08
11/14/08
03/31/09
05/15/09
08/14/09

104/02/01

05/15/01
08/14/01
11/14/01
04/01/02
05/15/02
08/14/02
1114102
03/31/03
05/15/03
08/14/03
11/14/03
03/30/04

Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not fited
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

Not filed
Not filed
Not filed
Not filed
Not fited
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

68
66
63
60
56
54
51
48
44
42
39
36
31
30
27
24
20
18
15
12

103

-102

99
96
91
90
87
84
80
78
75
72
68
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Verida Internet Corp.

Total Filings Delinquent

10-OSB
10-0SB
10-QSB
10-KSB
10-QSB

10-QSB

10-OSB
10-KSB
10-OSB
10-OSB
10-QOSB
10-KSB
10-OSB
10-OSB
10-QOSB
10-KSB
10-0*
10-0*
10-0*
10-K*
10-Q*
10-0*

35

03/31/04

06/30/04
09/30/04
12/31/04
03/31/05
06/30/05
09/30/05
12/31/05
03/31/06
06/30/06
09/30/06
12/31/06
03/31/07
06/30/07
09/30/07
12/31/07
03/31/08
06/30/08
09/30/08
12/31/08
03/31/09
06/30/09

05/17/04
08/16/04
11/15/04
03/31/05
05/16/05
08/15/05
11/14/05
03/31/06
05/15/06
08/14/06
11/14/06
04/02/07
05/15/07
08/14/07
11/14/07
03/31/08
05/15/08
08/14/08
11/14/08
03/31/09
05/15/09
08/14/09

Not filed
Not filed
Not filed
Not filed
Not filed
Not fited
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

66
63
60
56
54
51
48
44
42
39
36
31
30
27 -
24
20
18
15
12

* Regulation S-B and its accompanying forms, including Forms 10-QSB and 10-KSB, have been removed
from the federal securities laws. See Release No. 34-56994 (Dec. 19, 2007). The removal took effect over a

transition period that concluded on March 15, 2009. All reporting companies that previously filed their

periodic reports on Forms 10-QSB and 10-KSB are now required to use Forms 10-Q and 10-K instead. Forms
10-QSB and 10-KSB will no longer be available, though issuers that meet the definition of a “smaller reporting
company” (generally, a company that has less than $75 million in public equity float as of the end of its most
recently completed second fiscal quarter) have the option of using new, scaled disclosure requirements that

Regulation S-K now includes.
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SECURITIES AND EXCHANGE COMMISSION

17 CFR Part 248

Release Nos. 34-60946; 1A-2946; IC-28990; File No. S7-29-04
RIN 3235-AJ24

Regulation S-AM: Limitations on Affiliate Marketing; Extension of Compliance
Date

AGENCY: Securities and Exchange Commission.

ACTION:  Final rule; extension of compliance date.

SUMMARY: The Securities and Exchange Commission is extending the compliance
date for Regulation S-AM (74 FR 40398 (Aug. 11, 2009)), which limits a person’s use of
certain information received from an affiliate to solicit a consumer for marketing
purposes unless the consumer has been given notice and a reasonable opportunity and a
reasonable and simple methodv to opt out of such solicitations.

DATES: The effective date for Regulationl S-AM (17 CFR 248.101 through 248.128)
remains September 10, 2009. The compliance date for Regulation S-AM is extended
from January 1, 2010 to June 1, 2010.

FOR FURTHER INFORMATION CONTACT: For information regarding the
regulation as it relates to brokers, dealers, or transfer agents, contact Brice Prince, Special
Counsel, or Ignacio Sandoval, Attorney, Office of Chief Counsel, Division of Trading
and Markets, (202) 551-5550, or regarding the regulation as it relates to investment
companies or investment advisers, contact Penelope Saltzman, Assistant Director, or
Thoreau Bartmann, Senior Counsel, Office of Regulatdry Policy, Division of Investment
Management, (202) 551-6792, Securities and Exchange Commission, 100 F Street, NE,

Washington, DC 20549.

[l of 3%




SUPPLEMENTARY INFORMATION: On August 9, 2009, the Commission adopted
Regulation S-AM to implement Section 624 of the Fair Credit Reporting Act, as amended
by Section 214 of the Fair and Accurate Credit Transactions Act of 2003 (“FACT Act?).!
Section 624 required the Commission and other fede‘ral agencies to adopt rules
implementing limitations on a person’s use of certain information received from an
affiliate to solicit a consumer for mafketing purposes, unless the consumer has been given
notice and a reasonable opportunity an(i a reasonable and simple method to opt out of
such solicitations. Regulation S-AM implements the requirements of Section 624 with
respect to investment advisers and transfer agents registered with the Commission, as
well as brokers, dealers, and investment companies (collectively “Covered Persons”).
The release adopting Regulation S-AM established an effective date of September 10,
2009, and a compliance date of January 1, 2010.2

Two associations representing institutions that are subject to Regulation S-AM
have expressed, on behalf of their members, concerns regarding the difﬁculties that their
members are facing in complying with the re:gulation.3 Specifically, the associations
assert that the period for compliance does not provide enough time to design, implement
and test the system changes that will be necessary to accommodate, monitor and maintain

opt out requests.

Regulation S-AM: Limitations on Affiliate Marketing, Securities Exchange Act Release
No. 60423 (Aug. 9, 2009) [74 FR 40398 (Aug. 11, 2009)].

? Id.

See Comment Letters from the Investment Adviser Association (Sept. 24, 2009) and the
Investment Company Institute (Sept. 8, 2009). The comment letters are available for
public inspection and copying in the Commission’s Public Reference Room, 100 F Street,
NE, Washington, DC 20549 on official business days between the hours of 10:00 am and
3:00 pm (File No. S7-29-04), and also are available on the Commission’s Internet Web
site: http://www.sec.gov/rules/proposed/s72904.shtml).




LI

While we have some concerns about the effect of an extension in delaying the
anticipafed benefits of the regulation, the Commission 1s persuaded that a limited
extension of the compliance date for Regulation S-AM is appropriate. Our judgment is
based on the representations made by the associations (whose members ar'e required to
comply with the regulation and thus are in a position to assess the level of difficulty and
time involved in such compliance) and our experience in overseeing the industry. We
also believe that the additional period for compliance would allow more Covered Persons
to combine or coordinate notices required under Regulation S-AM with privacy notices
required under the Gramm-Leach-Bliley Act and Regulation S-P, which is specifically
permitted under Section 624 of the FCRA Act.* Accordingly, the Commission believes it
is appropriate to extend the compliance date for Regulation S-AM to June 1, 2010. The
regulétion’s effectiye date of September 10, 2009 remains unchanged.

The Commission finds that, for good cause and the reasons cited above, inclgding
the brief length of the extension we are granting, notice and solicitation of comment

regarding the extension of the compliance date for Regulation S-AM are impracticable,

! See 15 U.S.C. 1681s-3(b). See also 15 U.S.C: 6801-6809 (Gramm-Leach-Bliley Act
privacy provisions); 17 CFR Part 248 (Regulation S-P).




‘ unnecessary, or contrary to the public interest.” In this regard, the Commission also notes
that Covered Persons need to be informed as soon as possible of the extension and its
length in order to plan and adjust their implementation process accordingly.

By the Commission.

Elizabeth M. Murphy '

Secretary

Date: November 5, 2009

5 See Section 553(b)(3)(B) of the Administrative Procedure Act (5 U.S.C. 553(b)(3)(B))
(“APA”) (an agency may dispense with prior notice and comment when it finds, for good
cause, that notice and comment are “impracticable, unnecessary, or contrary to the public
interest). The change to the compliance date is effective upon publication in the Federal
Register. This date is less than 30 days after publication in the Federal Register, in
. accordance with the APA, which allows effectiveness in less than 30 days after
publication for “a substantive rule which grants or recognizes an exemption or relieves a
‘ restriction.” See 5 U.S.C. 553(d)(1). '




. SECURITIES AND EXCHANGE COMMISSION
17CFR Ch. II
[Release Nos. 33-9082, 34-60955, 1A-2947, 1C-28992, File No. S7-26-09]

Regulatory Flexibility Agenda

AGENCY: Securities and Exchange Commission.
ACTION: Semiannual regulatory agenda.
SUMMARY: The Securities and Exchange Commission approved the publication of an |

agenda of its rulemaking actions pursuant to the Regulatory Flexibility Act. The agenda, which
1s not a part of or attached to this document, was submitted by the Commission to the Regulatory .

Information Service Center for inclusion in the Unified Agenda of Federal Regulatory and

Deregulatory Actions, which 1s scheduled for publication in its entirety on www.reginfo.gov in

‘ October 2009. The version df thevUniﬁed Agenda to be published in the Federal Register will ’
include only those rules for which the agency has indicated that preparation of an analysis under
the Regulatory Flexibiliiy Act is required. Information in the Commission’s agenda was accurate
on November 6, 2009, the date on which the Commission's staff completed compilation of the
data. To th¢ extent possible, rulemaking actions by the Commission after that date will be
reflected in the agé_nda. The Cqmmission mvites questions and public comment on the agenda
and on ther individual ageﬁda entries.

DATES: Comments should be received on or before December 31, 2009.
ADDRESSES: -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/other.shtml); or

‘ e Send an e-mail to rule-comments@sec.gov. Please include File Number S7-26-09 on the
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‘ - subject line; or

o Use the Federal eRulemaking Portal (http://www regulations.gov). Follow the

instructions for submitting comments.

Paper comments:

o Send paper comments in triplicate to Elizabeth M. Murphy, Secretary, Securities and
Exchange Commisstion, 100 F Street, NE, Washington, DC 20549-1090.
All sﬁbmissions should refer to File Number S7-26-09. This file number should be included on
the subject line 1f é-mail is used. To help us process and review your comments more efficiently,
please use only one method. The Commission will post all comments on the Commission's

Internet Web site (http://www.sec.gov/rules/other.shtml). Comments are also avatlable for

public inspection and copying in the Commission's Public Reference Room, 100 F Street, NE,
‘ Washingtoﬁ, DC 20549, on official business days between the hours of 10:00 a.m. and 3:00 p.m.

All comments received will be posted without change; we do not edit personal identifying

information from submissions. You should submit only information that you wish to make

available publicly.

FOR FURTHER INFORMATION.CONTACT: Amne Sullivan, Office of the General

Counsel, 202-551 -501?. _

SUPPLEMENTARY INFORMATION: The Regulatory Flexibility Act (“RFA”) (Pub. L. No.

96-354, 94 Stat. 1164 (September 19, 1980)) requires each federal agency in April and October of

each year to publish in the Federal Register an agenda identifying rules that the agency expects to

consider in the next twelve months that are likely to have a significant economic impact on a

substantial number of small entities (5 U.S.C. 602(a)). The RFA specifically provides that




publication of the agenda does not preclude an agency from considering or acting on any matter
not included in the agenda, and that an agency is not required to consider or act on any matter
that is included in the agenda (5 U.S.C. 602(d)). Actions that do not have an estimated date are
placed in the long term category; the Commission may nevertheless act on it;ams in that category
within the next twelve months. The agenda includes new entries,.entries carried over from
previous publications, and rulemaking actions that have been completed (or withdrawn) since
publication of the last agenda. The Commission invites public comment on the agenda and on

the individual agenda entries.

3.

Elizabeth M Murphy
Secretary

By the Commission.

Dated: November 6, 2009




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 60972 / November 9, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13680

In the Matter of

Masterpiece Technology Group, ORDER INSTITUTING

MBC Holding Co., . ADMINISTRATIVE PROCEEDINGS
MC Industrial Group, Inc., AND NOTICE OF HEARING

MC Liquidating Corp., | PURSUANT TO SECTION 12(j) OF
Medco Health Corp., THE SECURITIES EXCHANGE ACT
Meridian National Corp., OF 1934

MetaSource Group, Inc.,

Micel Corp.,

MicroENERGY, Inc., and

Microleague Multimedia, Inc.,

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 Masterpiece Technology Group, MBC
Holding Co., MC Industrial Group, Inc., MC Liquidating Corp., Medco Health Corp.,
Meridian National Corp., MetaSource Group, Inc., Micel Corp., MicroENERGY, Inc.,
and Microleague Multimedia, Inc.

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

1. Masterpiece Technology Group (CIK No. 1041711) is an expired Utah
corporation located in Loveland, Ohio with a class of securities registered with the
Commission pursuant to Exchange Act Section 12(g). Masterpiece is delinquent in its
periodic filings with the Commission, having not filed any periodic reports since it filed a
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Form 10-Q for the period ended December 31, 2000, which reported a net loss of over
$3.35 million for the prior nine months. As of November 6, 2009, the company’s stock
(symbol “MPTG”) was traded on the over-the-counter markets. '

2. MBC Holding Co. (CIK No. 913159) is an inactive Minnesota corporation
located in St. Paul, Minnesota with a class of securities registered with the Commission
pursuant to Exchange Act Section 12(g). MBC 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, 2001, which reported a net loss of over $4.8 million for the
prior nine months. On February 21, 2002, the company filed a Chapter 11 petition in the
U.S. Bankruptcy Court for the District of Minnesota, and the case was terminated on
February 4, 2009. As of November 6, 2009, the company’s stock (symbol “MBRWQ”)
was traded on the over-the-counter markets.

3. MC Industrial Group, Inc. (CIK No. 1267760) is a void Delaware corporation
located in Lakewood, New Jersey with a class of securities registered with the
Commission pursuant to Exchange Act Section 12(g). MC Industrial 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, 2004.

4. MC Liquidating Corp. (CIK No. 943357) is a dissolved Washington
corporation located in Southfield, Michigan with a class of securities registered with the
Commission pursuant to Exchange Act Section 12(g). MC Liquidating 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, 1997, which reported a net loss of
$69,549 for the prior nine months.

5. Medco Health Corp. (CIK No. 315904) is a permanently revoked Nevada
corporation located in Englewood Cliffs, New Jersey with a class of securities registered
with the Commission pursuant to Exchange Act Section 12(g). Medco 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, 1997, which reported a net loss of
$490,112 since the company’s July 1, 1994 inception.

6. Meridian National Corp. (CIK No. 717192) is a void Delaware corporation
located in Toledo, Ohio with a class of securities registered with the Commission
‘pursuant to Exchange Act Section 12(g). Meridian 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 May 31, 2000, which reported a net loss of $139,794 for the prior three
months. On May 1, 2001, the company ceased regular operations. As of November 6,
2009, the company’s stock (symbol “MRCO”) was traded on the over-the-counter
markets. .

7. MetaSource Group, Inc. (CIK No. 1098284) is a revoked Nevada corporation
located in New York, New York with a class of securities registered with the
Commission pursuant to Exchange Act Section 12(g). MetaSource 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, 2002, which reported a net loss of over
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$1.37 million for the prior three months. As of November 6, 2009, the company’s stock
(symbol “MTSR”) was traded on the over-the-counter markets.

8. Micel Corp. (CIK No. 874788) is an inactive New York corporation located in
New York, New York with a class of securities registered with the Commission pursuant
to Exchange Act Section 12(g). Micel 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 $267,000 for the prior six
months. '

9. MicroENERGY, Inc. (CIK No. 740622) is a void Delaware corporation
located in Carol Stream, Illinois with a class of securities registered with the Commission
pursuant to Exchange Act Section 12(g). MicroENERGY 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, 1999, which reported a net loss of $954,762 for the
prior nine months.

; 10. Microleague Multimedia, Inc. (CIK No. 1010395) is a Pennsylvania
‘ corporation located in Lancaster, Pennsylvania with a class of securities registered with

- the Commission pursuant to Exchange Act Section 12(g). Microleague is delinquent in

‘ its periodic filings with the Commission, having not filed any periodic reports since it

i filed a Form 10-QSB for the period ended September 30, 1997, which reported a net loss
- of over $5.9 million for the prior nine months. On December 23,1997, the company

' filed a Chapter 11 petition in the U.S. Bankruptcy Court for the Eastern District of

' Pennsylvania, and the case was terminated on August 10, 2000. As of November 6,

2009, the company’s stock (symbol “MLMIQ”) was traded on the over-the-counter
| markets.
!

B. DELINQUENT PERIODIC FILINGS

| 11. As discussed in more detail above, all of the respondents are delinquent in
their periodic filings with the Commission (see Chart of Delinquent Filings, attached
|hereto as Appendix 1), 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

‘i 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.

‘ 12. Exchange Act Section 13(a) and the rules promulgated thereunder require
1issuers 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 issuers to file quarterly reports. '

‘ 13. As aresult of the foregoihg, Respondents failed to comply with Exchange
Act Section 13(a) and Rules 13a-1 and 13a-13 thereunder.




III.

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 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 of the Respondents identified in Section II registered pursuant to
Section 12 of the Exchange Act.

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 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 of verifiable delivery.

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 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.

Elizgheth M. Murphy

Secretary

By the Commission.

Attachment




Company Name

Masterpiece Technology
Group

Appendix 1

Chart of Delinquent Filings

Masterpiece Technology Group, et al.

Form Type

10-K
10-Q
10-Q
10-0
10-K
10-Q
10-Q
10-0
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-0
10-K
10-0
10-Q
10-Q
10-K
10-Q
10-Q
10-0
10-K
10-Q
10-0
10-Q
10-K
10-Q

Period
Ended

03/31/01
06/30/01
09/30/01
12/31/01
03/31/02
06/30/02
09/30/02
12/31/02
03/31/03
06/30/03
09/30/03

12/31/03
03/31/04
06/30/04
09/30/04
12/31/04
03/31/05
06/30/05
09/30/05
12/31/05
03/31/06
06/30/06
09/30/06
12/31/06
03/31/07
06/30/07
09/30/07
12/31/07
03/31/08
06/30/08

Due Date

06/29/01.
08/14/01

11/14/01

02/14/02
07/01/02
08/14/02
11/14/02
02/14/03
06/30/03
08/14/03
11/14/03

02/17/04
06/29/04
08/16/04
11/15/04
02/14/05
06/29/05
08/15/05
11/14/05
02/14/06
06/29/06
08/14/06
11/14/06
02/14/07
06/29/07
08/14/07
11/14/07
02/14/08
06/30/08
08/14/08

Date

Received

Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

" Not filed

Not filed
Not filed
Not filed
Not filed

Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

Not filed .

Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

Months

Delinquent
(rounded up)

101
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Company Name

Masterpiece Technology
Group

Total Filings Delinquent

MBC Holding Co.

Form Type

10-0
10-0
10-K
10-0

34

10K
10-0
10-Q
10-Q
10-K
- 10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-0
10K
10-0
10-0
10-0
10K
10-0
10-Q
10-Q
10K
10-Q
10-0
10-Q
10-K
10-0
10-Q

Period
Ended

09/30/08
12/31/08
03/31/09
06/30/09

12/31/01
03/31/02
06/30/02

. 09/30/02

12/31/02
03/31/03
06/30/03
09/30/03
12/31/03
03/31/04
06/30/04
09/30/04
12/31/04
03/31/05
06/30/05
09/30/05
12/31/05
03/31/06
06/30/06
09/30/06

12/31/06

03/31/07
06/30/07
09/30/07
12/31/07
03/31/08
06/30/08

Due Date

11/14/08
02/17/09
06/29/09
08/14/09

04/01/02
05/15/02
08/14/02
11/14/02
03/31/03
05/15/03
08/14/03
11/14/03
03/30/04
05/17/04
08/16/04
11/15/04
03/31/05
05/16/05
08/15/05

11/14/05 -

03/31/06
05/15/06

. 08/14/06

11/14/06
04/02/07
05/15/07
08/14/07
11/14/07
03/31/08
05/15/08
08/14/08

Date

Received

Not filed
Not filed
Not filed
Not filed

Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

Not filed .

Not filed
Not filed

~Not filed

Not filed
Not filed
Not filed

. Not filed
vNot filed

Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

Months
Delinquent
(rounded up)

12

)]

91
90
87
84
80
78
75
72
68
66
63
60
56
54
51
48
44
42
39
36
31
30
27
24
20
18
15
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Company Name
MBC Holding Co.

Total Filings Delinquent

MC Industrial Group, Inc.

Total Filings Delinquent

MC Liquidating Corp.

Form Type

10-Q
10-X
10-Q
10-0

31

10-OSB
10-OSB
10-KSB
10-0SB
10-OSB
10-OSB
10-KSB
10-OSB
10-OSB
10-OSB
10-KSB
10-OSB
10-OSB
10-OSB
10-KSB
10-0*
10-0*
10-0*
10-K*

10-0%

10-0*

21

10-K
10-Q
10-Q
10-0

Period
Ended

09/30/08
12/31/08
03/31/09
06/30/09

06/30/04
09/30/04
12/31/04
03/31/05
06/30/05
09/30/05
12/31/05
03/31/06
06/30/06
09/30/06
12/31/06
03/31/07
06/30/07
09/30/07
12/31/07
03/31/08
06/30/08
09/30/08
12/31/08
03/31/09
06/30/09

12/31/97
03/31/98
06/30/98
09/30/98

Due Date

. 11/14/08

03/31/09
05/15/09
08/14/09

08/16/04
11/15/04
03/31/05
05/16/05
08/15/05
11/14/05
03/31/06
05/15/06
08/14/06
11/14/06
04/02/07
05/15/07
08/14/07
11/14/07
03/31/08
05/15/08
08/14/08
11/14/08
03/31/09
05/15/09
08/14/09

03/31/98
05/15/98
08/14/98
11/16/98

Date

Received

Not filed
Not filed
Not filed
Not filed

Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

Not filed
Not filed
Not filed
Not filed

Months
Delinquen; '
(rounded up)

12
8
6

'3

63
60
56
54
51

48
44
42
39
36
31

30
27
24
20
18
15
12

140°
138
135
132
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Company Name
MC Liquidating Corp.

Form Type

10-K
10-Q
10-0
10-0
10-K
10-Q
10-Q
10-0
10-X
10-0
10-0
10-Q
10-X
10-0
10-0
10-Q

10K
10-Q
10-Q
10-Q
10-X
10-Q
10-0
10-0
10-K
10-Q
10-0
10-0
10K
10-0
10-0
10-Q
10-K
10-Q
10-0

10-Q
10-K
10-Q

Period
Ended

12/31/98

03/31/99

06/30/99
09/30/99
12/31/99
03/31/00
06/30/00

09/30/00."

12/31/00
03/31/01
06/30/01
09/30/01
12/31/01
03/31/02
06/30/02
09/30/02
12/31/02
03/31/03
06/30/03
09/30/03
12/31/03
03/31/04
06/30/04
09/30/04
12/31/04
03/31/05
06/30/05
09/30/05
12/31/05
03/31/06
06/30/06
09/30/06
12/31/06
03/31/07
06/30/07
09/30/07
12/31/07
03/31/08

Due Date

03/31/99
05/17/99

08/16/99
11/15/99
03/30/00
05/15/00
08/14/00
11/14/00
04/02/01
05/15/01
08/14/01
11/14/01.
04/01/02
05/15/02
08/14/02
11/14/02
03/31/03
05/15/03
08/14/03
11/14/03
03/30/04
05/17/04
08/16/04
11/15/04
03/31/05
05/16/05
08/15/05

-11/14/05

03/31/06
05/15/06
08/14/06
11/14/06
04/02/07
05/15/07

08/14/07

11/14/07
03/31/08
05/15/08

Date

Received

Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

Not filed

Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

" Not filed

Not filed
Not filed
Not filed
Not filed
Not filed

Months
Delinquent
(rounded up)

128

126

123
120
116
114
111
108
103
102
99
96
91
90
87
84
80
78
75
72
68
66 °
63
60
56
54
51
48

§ 44

42
39
36
31

- 30

27
24
20

18
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Company Name
MC Liquidating Corp.

Total Filings Delinquent

Medco Health Corp.

Form Type

10-Q
10-Q
10-K
10-Q

10-0

47

10-OSB
10-OSB
10-KSB
10-OSB
10-OSB
10-OSB
10-KSB

10-OSB
10-OSB
10-OSB
10-KSB
10-OSB
10-OSB
10-OSB
10-KSB
10-OSB

~ 10-QSB

10-OSB
10-KSB
10-OSB
10-OSB
10-OSB
10-KSB
10-OSB
10-OSB
10-OSB
10-KSB
10-OSB
10-OSB

Period
Ended

06/30/08
09/30/08
12/31/08
03/31/09
06/30/09

12/31/97

03/31/98
06/30/98
09/30/98
12/31/98
03/31/99
06/30/99
09/30/99
12/31/99
03/31/00
06/30/00
09/30/00
12/31/00
03/31/01
06/30/01
09/30/01
12/31/01
03/31/02
06/30/02
09/30/02
12/31/02
03/31/03
06/30/03
09/30/03

- 12/31/03

03/31/04
06/30/04
09/30/04
12/31/04

Due Date

08/14/08
11/14/08
03/31/09
05/15/09
08/14/09

02/17/98
05/15/98
09/28/98
11/16/98
02/16/99
05/17/99
09/28/99
11/15/99
02/14/00
05/15/00
09/28/00
11/14/00
02/14/01
05/15/01
09/28/01
11/14/01

02/14/02

05/15/02
09/30/02
11/14/02
02/14/03
05/15/03
09/29/03
11/14/03
02/17/04
05/17/04
09/28/04
11/15/04
02/14/05

Date

Received

Not filed
Not filed
Not filed
Not filed
Not filed

Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

Not filed

Not filed
Not filed
Not filed
Not filed

" Not filed

Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

Not filed

Not filed
Not filed
Not filed

Months
Delinquent
(rounded up)

15
12
8
6
3

141
138
134
132
129
126
122
120
117
114
110
108
105
102
98
96
93
90
86
84
81
78

- 74

72

- 69

66
62
60
57
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Months
‘ Period Date Delinquent
Company Name Form Type Ended Due Date Received (rounded up)
Medco Health Corp.

10-OSB 03/31/05 05/16/05 Not filed 54
]0-KSB-  06/30/05 09/28/05 Not filed 50
10-OSB 09/30/05 11/14/05 Not filed 48
10-OSB 12/31/05 02/14/06 Not filed 45
- 10-OSB 03/31/06 05/15/06 Not filed 42
10-KSB 06/30/06 09/28/06 Not filed 38
10-OSB 09/30/06 11/14/06 Not filed 36
10-OSB 12/31/06 - 02/14/07 Not filed 33
10-OSB 03/31/07 05/15/07 Not filed 30
10-KSB 06/30/07 09/28/07 Not filed 26
10-OSB 09/30/07 11/14/07 Not filed 24
10-OSB 12/31/07 02/14/08 Not filed 21
10-OSB 03/31/08 05/15/08 Not filed 18
10-KSB 06/30/08 09/29/08 -~ Not filed 14
10-O* 09/30/08 11/14/08 Not filed 12
10-0* 12/31/08 02/17/09 Not filed 9
10-0* 03/31/09 05/15/09 Not filed 6
‘ ' ' 10-K* 06/30/09 09/28/09 Not filed 2
Total Filings Delinquent 47
Meridian National Corp.
10-Q 08/31/00 10/16/00 Not filed 109.
10-Q 11/30/00 01/16/01 Not filed 106
10-K 02/28/01 05/29/01 Not filed 102
10-Q 05/31/01 07/16/01 Not filed 100
10-Q 08/31/01 10/15/01 Not filed 97
10-Q 11/30/01 01/14/02 ~ Not filed 94
10-K 02/28/02 05/29/02 Not filed 90
10-Q | 05/31/02 07/15/02 * Not filed 88
10-Q 08/31/02 10/15/02 Not filed 85
10-Q  11/30/02 01/14/03 Not filed 82
10-K 02/28/03 05/29/03 Not filed 78
10-Q 05/31/03 07/15/03 Not filed 76
10-Q0  08/31/03 10/15/03 Not filed 73
10-Q 11/30/03 01/14/04 Not filed 70
10-K 02/29/04 06/01/04 Not filed 65
‘ 10-Q 05/31/04 07/15/04 Not filed 64
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Company Name
Meridian National Corp.

Total Filings Delinquent

MetaSource Group, Inc.

Form Type

10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-Q
10-Q
10-Q
10-K
10-0
10-Q
10-Q
10-K
10-0
10-Q

37

10-KSB
10-OSB
10-OSB
10-OSB
10-KSB
10-OSB
10-OSB
10-OSB
10-KSB
10-QSB
10-QSB
10-OSB
10-KSB

Period
Ended

08/31/04
11/30/04
02/28/05
05/31/05
08/31/05
11/30/05
02/28/06
05/31/06
08/31/06
11/30/06
02/28/07
05/31/07
08/31/07
11/30/07
02/29/08
05/31/08
08/31/08
11/30/08
02/28/09
05/31/09
08/31/09

12/31/02
03/31/03
06/30/03
09/30/03
12/31/03

03/31/04

06/30/04
09/30/04
12/31/04
03/31/05
06/30/05
09/30/05
12/31/05

Due Date

10/15/04
01/14/05
05/31/05
07/15/05
10/17/05
01/17/06
05/30/06
07/17/06
10/16/06
01/16/07
05/29/07
07/16/07
10/15/07
01/14/08
05/29/08
07/15/08
10/15/08
01/14/09
05/29/09
07/15/09
10/15/09

03/31/03
05/15/03
08/14/03
11/14/03
03/30/04

.05/17/04

08/16/04
11/15/04
03/31/05
05/16/05
08/15/05
11/14/05
03/31/06

Date

Received

Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

“Not filed

Not filed
Not filed
Not filed
Not filed
Not filed

"Not filed

Not filed
Not filed
Not filed
Not filed
Not filed

Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

-Not filed

Not filed
Not filed
Not filed
Not filed
Not filed

Months
Delinquent
(rounded up)

61
58
54
52
49
46
42
40
37
34
30
28
25
22
18
16
13
10
6
4
1

80
78
75
72
68

66

63
60
56

54

51
48
44
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Company Name .

Form Type

MetaSource Group, Inc.

10-OSB
10-OSB
10-OSB
10-KSB
10-QOSB
10-QOSB
10-QOSB
10-KSB
10-0*
10-0*
10-0*
10-K*
10-0*
10-0*

Total Filings Delinquent 27

Micel Corp.

10-QSB
10-KSB
10-OSB
10-OSB
10-QSB
10-KSB
10-OSB
10-QSB
10-OSB
10-KSB
10-OSB
10-OSB
10-QSB
10-KSB
10-OSB
10-OSB
10-OSB
10-KSB
10-OSB
10-OSB

Period
Ended

03/31/06
06/30/06
09/30/06
12/31/06
03/31/07
06/30/07
09/30/07
12/31/07
03/31/08
06/30/08
09/30/08
12/31/08
03/31/09
06/30/09

06/30/01
09/30/01
12/31/01
03/31/02
06/30/02
09/30/02
12/31/02
03/31/03
06/30/03
09/30/03
12/31/03
03/31/04
06/30/04
09/30/04
12/31/04
03/31/05
06/30/05
09/30/05
12/31/05
03/31/06

Due Date

05/15/06
08/14/06
11/14/06
04/02/07
05/15/07
08/14/07
11/14/07
03/31/08
05/15/08
08/14/08
11/14/08

03/31/09

05/15/09
08/14/09

08/14/01
12/31/01
02/14/02
, 05/15/02
” 08/14/02
12/30/02
02/14/03
05/15/03
08/14/03
12/29/03
02/17/04
05/17/04
08/16/04
12/29/04
02/14/05
05/16/05
08/15/05
12/29/05
02/14/06
05/15/06

Date
Received

Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

Not filed .

Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

Months
Delinquent
(rounded up)

42
39
36
31
30
27
24
20
18
15
12
8
6
3

99
95
93
90
87
83
81
78
75
71
69
66
63
59
57
54
51
47
45
42
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Months
Period Date Delinquent

Company Name Form Type Ended Due Date Received (rounded up)
Micel Corp. : ' ' -
10-QSB 06/30/06 08/14/06 Not filed 39
10-KSB 09/30/06 12/29/06 Not filed 35
10-QSB 12/31/06 02/14/07 . Not filed 33
10-QSB 03/31/07 05/15/07 Not filed 30
10-OSB 06/30/07 08/14/07 Not filed 27
10-KSB 09/30/07 -12/31/07 Not filed 23
10-OSB 12/31/07 02/14/08 Not filed 21
10-QSB 03/31/08 05/15/08 Not filed 18
10-QSB 06/30/08 08/14/08 Not filed 15
10-KSB 09/30/08 12/29/08 Not filed . 11
10-Q* 12/31/08 02/17/09 Not filed 9
10-0Q* 03/31/09 05/15/09 Not filed 6
10-Q* 06/30/09 08/14/09 Not filed 3
Total Filings Delinquent 33
MicroENERGY, Inc. .
' ' 10-K 06/30/99 09/28/99 Not filed 122
10-Q 09/30/99 11/15/99 Not filed 120
10-Q 12/31/99 02/14/00 Not filed _ 117
10-Q - 03/31/00 05/15/00 Not filed 114
10-K 06/30/00 09/28/00 Not filed 110
10-Q 09/30/00 - 11/14/00 Not filed 108
10-Q 12/31/00 02/14/01 Not filed 105
10-Q 03/31/01 05/15/01 Not filed 102
10-K 06/30/01 09/28/01 Not filed 98
10-Q 09/30/01 11/14/01 Not filed 96
10-Q 12/31/01 02/14/02 Not filed 93
10-Q 03/31/02 05/15/02 Not filed 90
10-K 06/30/02 09/30/02 Not filed 86
10-Q 09/30/02 11/14/02 Not filed 84
10-Q 12/31/02 02/14/03 Not filed 81
10-Q 03/31/03 05/15/03 . Not filed 78
10-K 06/30/03 09/29/03 Not filed 74
10-Q 09/30/03 11/14/03 Not filed 72
10-Q 12/31/03 02/17/04 Not filed 69
‘ 10-0 03/31/04 05/17/04 Not filed 66
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: ' ‘ - ' Months
. ' Period Date . Delinquent

Company Name Form Type Ended Due Date Received (rounded up)
MicroENERGY, Inc.

10-K 06/30/04 09/28/04 Not filed 62
10-Q 09/30/04 11/15/04 Not filed 60
10-Q 12/31/04 02/14/05 Not filed 57
10-Q 03/31/05 05/16/05 Not filed 54
10-K 06/30/05 09/28/05 Not filed 50
10-Q 09/30/05 11/14/05 Not filed . 48
10-Q -12/31/05 02/14/06 Not filed 45
10-Q 03/31/06 05/15/06 * Not filed 42
10-K 06/30/06 09/28/06 Not filed 38
10-Q 09/30/06 11/14/06 Not filed 36
10-0 12/31/06 02/14/07 Not filed 33
10-Q 03/31/07 05/15/07 Not filed 30
10-K 06/30/07 09/28/07 Not filed 26
10-Q 09/30/07 11/14/07 Not filed 24
10-Q 12/31/07 02/14/08 Not filed 21
10-Q 03/31/08 05/15/08 Not filed 18
10-K 06/30/08 09/29/08 .  Not filed 14

‘ 10-Q 09/30/08 11/14/08 Not filed 12

, 10-Q 12/31/08 02/17/09 Not filed ‘ 9
10-Q 03/31/09 05/15/09 Not filed 6
10-K 06/30/09 09/28/09 Not filed 2
Total Filings Delinquent 41

Microleague Multimedia,

Inc. ,
10-KSB 12/31/97 03/31/98 Not filed 140
10-OSB 03/31/98 05/15/98 Not filed 138
1 O-QSBV 06/30/98 08/14/98 Not filed 135
10-OQSB 09/30/98 11/16/98 Not filed 132
10-KSB 12/31/98 03/31/99 Not filed 128
10-QSB 03/31/99 05/17/99 Not filed 126
10-QSB 06/30/99 08/16/99 Not filed 123
10-QSB 09/30/99 11/15/99 Not filed 120
10-KSB 12/31/99 03/30/00 Not filed 116
10-QSB 03/31/00 05/15/00 Not filed _ 114
10-QSB 06/30/00 08/14/00 Not filed 111
‘ 10-OSB 09/30/00 11/14/00 Not filed 108
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v : Months
_ Period . Date Delinquent
Due Date

Company Name Form Type Ended Received (rounded up)
Microleague Multimedia,
Inc.
10-KSB 12/31/00 04/02/01 Not filed 103
10-QSB 03/31/01 05/15/01 Not fited 102
10-QSB 06/30/01 08/14/01 Not filed 99
10-OSB 09/30/01 11/14/01 -~ Notfiled - 96
10-KSB 12/31/01 04/01/02 Not filed ' 91
10-OSB 03/31/02 05/15/02 Not filed 90
10-OSB 06/30/02 08/14/02 Not filed 87
10-QSB 09/30/02 11/14/02 Not filed 84
10-KSB 12/31/02 03/31/03 Not filed 80
10-QSB 03/31/03 05/15/03 Not filed - 78
10-QSB 06/30/03 08/14/03 Not filed 75
10-QSB 09/30/03 11/14/03 Not filed 72
10-KSB 12/31/03 03/30/04 Not filed 68
10-OSB 03/31/04 05/17/04 Not filed 66
10-QSB 06/30/04 08/16/04 Not filed 63
10-QSB 09/30/04 11/15/04 Not filed 60
‘ - 10-KSB 12/31/04 03/31/05 Not filed 56
10-QOSB 03/31/05 05/16/05 Not fited 54
10-QSB 06/30/05 08/15/05 Not filed 51
10-QSB 09/30/05 11/14/05 Not filed 48
10-KSB 12/31/05 03/31/06 Not filed - 44
10-QSB 03/31/06 . 05/15/06 Not filed 42
10-QSB 06/30/06 08/14/06 Not filed 39
10-QSB 09/30/06 11/14/06 Not filed 36
10-KSB 12/31/06 04/02/07 Not filed 31
10-QSB 03/31/07 05/15/07 - Not filed 30
10-QSB 06/30/07 ~ 08/14/07 Nt filed 27 -~
10-QSB 09/30/07 11/14/07 Not filed 24
10-KSB 12/31/07 03/31/08 Not filed 20
10-Q* 03/31/08 05/15/08 Not filed 18
10-Q* 06/30/08 08/14/08 Not filed 15
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Company Name Form Type
Microleague Multimedia,
Inc.
10-Q*
10-K*
10-Q*
10-0*
Total Filings Delinquent 47

Period
Ended

09/30/08

.12/31/08

03/31/09
06/30/09

Due Date

11/14/08
03/31/09
05/15/09
08/14/09

Date

Received

Not filed
Not filed
Not filed
Not filed

~ Months
Delinquent
(rounded up)

12

* Regulation S-B and its accompanying forms, including Forms 10-QSB and 10-KSB, have been removed
from the federal securities laws. See Release No. 34-56994 (Dec. 19, 2007). The removal took effect over a

transition period that concluded on March 15, 2009. All reporting companies that previously filed their

periodic reports on Forms 10-QSB and 10-KSB are now required to use Forms 10-Q and 10-K instead. Forms

10-QSB and 10-KSB will no longer be available, though issuers that meet the definition of a “smaller

reporting company” (generally, a company that has less than $75 million in public equity float as of the end of

its most recently completed second fiscal quarter) have the option of using new, scaled disclosure

requirements that Regulation S-K now includes.
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UNITED STATES OF AMERICA
_ : Before the
‘ - | SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 60982 / November 10, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13682

ORDER OF FORTHWITH

In the Matter of Tolan S. Furusho, Esq., :  SUSPENSION, PURSUANT TO RULE
: | "~ : 102(e)(2) OF THE COMMISSION’ S
Respondent. ’ _ ~: . RULES OF PRACTICE

L

: The Securities and Exchange Commission deems it appropriate to issue an order of
forthwith suspension of Tolan S. Furusho (“Furusho”) pursuant to Rule 102(¢)(2) of the
" Commission’s Rules of Practice [17 C.F.R. 200.102(e)(2)].! ’

1L
The Commission finds that:
1. Furusho is an attorney having been admitted to practice law in the State of
Washington in 1995.
2. On November 28, 2007, the United States Attorney for the Western District of |

Washington filed a Criminal Information against Furusho alleging one count of
conspiracy to commit securities fraud and two counts of tax evasion. The
Information alleged that Furusho knowingly and willfully participated ina
fraudulent scheme to defraud members of the investing public by tendering an
opinion of counsel to a transfer agent that wrongfully authorized it to remove the

'Rule 102(e)(2) provides in pertinent part: “Any attofney who has been suspended or
disbarred by a court of the United States or any State [or] any person who has been convicted of a

felony or misdemeanor mvolving moral turpitude shall be forthwith suspended from appearing or
practicing before the Commission.”
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restrictive legend from the stock of a pubhcly traded company, resultlng in the
sale of unregistered stock in thls company :

5. on November 28, 2007, Furusho pled guilty to that information.

47 On August 4, 2008, the Di’sciplinarvaoard of the WashingtOn State Bar
' . Association entered an order approving a Stlpulatlon of Dlsbannent against
‘Furusho. : o g o ,

5 " On June 30, 2009, the United States Disfriet Court for the Western District of
- Washington at Seattle entered a ]udgment convicting Furusho of conspiracy to
commit securities fraud and two counts of willful failure to file income tax

returns. The court 1mposed a sentence of imprisonment,; other penalties, and
" costs. :

I

In view of the foregoing, the Comm1551on finds that Furusho is an attorney who has been

" disbarred by a State court and has been convicted of a felony involving moral turpitude within

the meaning of Rule 102(e)(2) of the Commission’s Rules of Practice.

Accordmgly, it is ORDERED, that Furusho is forthwith suspended from appearing or
practicing before the Commission pursuant to Rule 102(€)(2) of the Commlssmn s Rules of

Practice.
By the Commission.

Elizabeth M. Murphy

Secretary

 Jill M. Peterson
Assistant Secretary
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UNITED STATES OF AMERICA

Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
“Release No. 60976 / November 10, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13681

In the Matter of ' ORDER INSTITUTING ADMINISTRATIVE

AND CEASE-AND-DESIST PROCEEDINGS, -
MERRIMAN CURHAN FORD PURSUANT TO SECTIONS 15(b) AND 21C
& CO., D. JONATHAN OF THE SECURITIES EXCHANGE ACT OF
MERRIMAN, and . 1934, MAKING FINDINGS, AND IMPOSING
CHRISTOPHER AGUILAR, REMEDIAL SANCTIONS AND A CEASE-

AND-DESIST ORDER
Respondents.

L
The Securities and Exchange Commission (“Commission”) deems it appropriate 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”) against Merriman Curhan Ford & Company (the “Merriman Firm”), D. Jonathan Merriman
- (*Jon Merriman™) and Christopher Aguilar (“Aguilar”) (collectively, “Respondents™).

II.

In anticipation of the institution of these proceedings, Respondents have submitted Offers
of Settlement (the “Offers”) 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 them and the subject matter of these
proceedings, which are admitted, Respondents consent to the entry of this Order Instituting
Administrative and Cease-and-Desist Proceedings Pursuant to Sections 15(b) and 21C of the
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Securities Exchange Act of 1934, Making Findings, and Imposing Remedial Sanctions and a
Cease-and-Desist Order (“Order”), as set forth below.

I11.
On the basis of this Order and Respondents’ Offers, the Commission finds' that:

RESPONDENTS

1. Merriman Curhan Ford & Co. (the “Merriman Firm”) is a San Francisco,
California-based broker-dealer that has been registered with the Commission since April 2003.
Merriman is a wholly owned subsidiary of Merriman Curhan Ford Group, Inc., which is a public
company that lists its common stock on the NASDAQ Capital Market under the ticker symbol
MERR. v

2. D. Jonathan Merriman (“Jon Merriman”), age 48, resides in San Francisco,
California. At all relevant times, Jon Merriman was the founder and CEO of the Merriman Firm,
and held Series 7, 63 and 24 licenses with the Financial Industry Regulatory Authority (“FINRA”).
Jon Merriman resigned from his position as CEO of the Merriman Firm on June 30, 2009.

3. Christopher Aguilar (“Aguilar”), age 46, resides in San Francisco, California. At
all relevant times, Aguilar was the General Counsel and Chief Compliance Officer for the
Merriman firm, and held Series 7, 24, 55 and 63 licenses with FINRA. Beginning in November
2008, Aguilar no longer served as the Chief Compliance Officer of the Merriman Firm, but
retained his role as General Counsel. Aguilar resigned from his position as General Counsel of the
Merriman Firm on April 1, 2009.

OTHER RELEVANT PERSON

4. D. Scott Cacchione (“Cacchione”), age 43, resides in Woodside, California. From
1989 through June 4, 2008, Cacchione was a registered representative with various registered
broker-dealers and was most recently employed at the Merriman Firm. At all relevant times,
Cacchione held a Series 7 license with FINRA. Cacchione was the Managing Director of the
Merriman Firm’s Client Services Group from December 2005 through June 4, 2008 when his
employment was terminated. Cacchione has a disciplinary history.

' The findings herein are made pursuant to Respondents’ Offers of Settlement and are not binding
on any other person or entity in this or any other proceeding.




FACTS
A. Overview

5. These proceedings arise out of Respondents’ failure to supervise reasonably
Cacchione, a registered representative who served as the former Managing Director of Client
Services at the Merriman Firm. During his employment at the Merriman Firm, Cacchione
perpetrated two distinct fraudulent schemes. First, from at least August 2007 through May 2008,
Cacchione provided account statements of Merriman Firm customers to his customer and friend,
William “Boots” Del Biaggio III (“Del Biaggio™), so that Del Biaggio could fraudulently pledge the
securities held in the innocent customers’ accounts to obtain more than $45 million in personal
loans. Second, from at least March 2006 through October 2007, Cacchione engaged in fraudulent
unauthorized trading in several customer accounts in which he purchased risky microcap securities
without his customers’ permission, and then was paid the commissions generated from the
unauthorized trades.

6. On March 24, 2009, the Commission filed a civil enforcement action against
Cacchione, alleging violations of the antifraud provisions of the federal securities laws, related to
his two fraudulent schemes. See SEC v. David Scott Cacchione, CV-09-01259 CRB (N.D. Cal.).
On March 31, 2009, the Court entered a final judgment in which Cacchione, by consent, was
permanently enjoined from violating Section 17(a) of the Securities Act of 1933 and Section 10(b)
of the Exchange Act and Rule 10b-5 thereunder. On April 22, 2009, the Commission instituted
and simultaneously settled administrative proceedings against Cacchione, barring him from
associating with any broker or dealer, pursuant to Section 15(b)(6) of the Exchange Act. On
March 31, 2009, Cacchione also pled guilty to criminal securities fraud charges that arose from his
fraudulent pledging scheme. See US v. David Scott Cacchione, CR-09-00296 (N.D. Cal.).

7. In addition to Respondents’ failure to supervise Cacchione reasonably, the
Merriman Firm also violated Section 15(b)(7) of the Exchange Act and Rule 15b7-1 thereunder,
and Jon Merriman and Aguilar aided and abetted the Merriman Firm’s violations by allowing
Cacchione to supervise other registered representatives when Cacchione did not hold a Series 24
license.

8. The Merriman Firm also violated Rule 10(a) of Regulation S-P, 17 C.F.R. §
248.10(a), based on Cacchione’s disclosure of personal customer information, including
confidential customer account statements, to parties outside the firm. Cacchione used the
Merriman Firm’s email system to forward the confidential customer information to third parties.

B. Cacchione Was Subject to Heightened Supervision at the Merriman Firm

9. After being recruited to the Merriman Firm by his friend and former co-worker Jon
Merriman, Cacchione was hired in December 2005 as the Managing Director of Merriman’s Client
Services Group. Cacchione was hired primarily to promote corporate business for the Merriman
Firm, but he also brought with him a customer base of over a hundred retail brokerage accounts
held by individuals and small institutions. While the Merriman Firm had very limited retail
brokerage business when Cacchione joined, which consisted primarily of its employees’ personal
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brokerage accounts and accounts of corporate officers that were incidental to investment banking
business completed by the Merriman Firm, Cacchione’s retail brokerage business represented an
expansion into that business line for the Merriman Firm. Cacchione’s Client Services Group was a
newly created department to accommodate both his corporate and retail business.

10. Jon Merriman, the former CEO of the Merriman Firm, was Cacchione’s direct
supervisor for the relevant portion of Cacchione’s employment with the Merriman Firm. Jon
Merriman also delegated some supervisory responsibility over Cacchione to Aguilar, who served
as the Merriman Firm’s General Counsel and Chief Compliance Officer when Cacchione was
employed at the firm. Aguilar was responsible for overseeing all of the legal work of the
‘Merriman Firm in addition to his responsibilities as head of the firm’s compliance department. -

11.  Both Jon Merriman and Aguilar knew that Cacchione had a disciplinary history
with FINRA before he began his employment at the Merriman Firm. Specifically, in January
2004, Cacchione consented to a thirty day suspension and was fined $30,000 after the NASD
found that he sold unregistered securities to public customers without proper disclosure. In
addition, according to his records maintained by FINRA, in 1995 a customer alleged that
Cacchione made an unauthorized disbursement from her account to a third party, although FINRA
did not discipline Cacchione. '

12.  Based upon Cacchione’s disciplinary history, Aguilar placed Cacchione on a
heightened supervisory plan in December 2005, and took responsibility for implementing the plan.
As part of the heightened supervisory plan, the compliance department was supposed to review
Cacchione’s emails and trading activity on a daily basis. In addition, Cacchione was prohibited
from signing any documents on the Merriman Firm’s behalf.

13.  Aguilar delegated the review function of Cacchione’s trading and emails to
Aguilar’s subordinate, who held the title of Compliance Manager. This employee was responsible
for most of the day-to-day compliance functions for the Merriman Firm, including random email
reviews of more than one hundred registered representatives within the firm. During Cacchione’s
employment with the firm, the Merriman Firm’s compliance department was thinly staffed,
employing no more than four compliance personnel some of whom were also responsible for
general legal work for the firm. Despite the extra burden of having to review Cacchione’s emails
and trading, no new staff was added to the Merriman Firm’s compliance department to assist with
Cacchione’s heightened review and the expansion of the retail business line and addition of the
Client Services Group to the Merriman Firm.

C.. ~ Respondents Allowed Cacchione to Supervise Others While He Lacked the
Requisite Qualifications

14, When Cacchione was hired as the Managing Director of the Merriman Firm’s
newly created Client Services Group, he had not attained his Series 24 license with FINRA. The
Series 24 license, or General Securities Principal license, allows registered representatives to
supervise and manage broker-dealer branch activities. Jon Merriman informed Cacchione as part
of his written offer of employment that Cacchione’s “role requires that [Cacchione] successfully
complete the NASD Series 24 exam” and it was anticipated that Cacchione would “fulfill this
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requirement as a priority within the first 30 days of [his] employment.” Cacchione’s role as
Managing Director required that he hold a Series 24 license because he would be in charge of
supervising the registered representatives in the Client Services Group some of whom maintained
their own retail customer accounts.

15.  Cacchione never passed the Series 24 examination duiing his more than two year
tenure at the Merriman Firm. Both Jon Merriman and Aguilar knew that Cacchione repeatedly
failed the Series 24 exam, and therefore, never held the required Series 24 licensure.

16. Although he did not hold a Series 24 license, Jon Merriman and Aguilar allowed
Cacchione to remain the Managing Director of the Client Services Group. In that role, Cacchione
supervised at least five registered representatives during his tenure. Each of Cacchione’s direct
reports held a Series 7 license with FINRA, and they had their own customer accounts for which
they were the designated registered representative.

17.  During the time Cacchione supervised the Client Services Group, the Merriman
Firm published Written Supervisory Procedures (“WSP”) that it provided to its registered
representatives, which Cacchione attested that he had read. During the relevant period, the WSP
stated that “Promissory notes are considered to be securities, and associated persons of the firm are
not allowed to sell promissory notes in a private securities transaction, whether compensation is
involved or not.” ’

18. Despite the prohibition on the sale of promissory notes, Cacchione recommended
that certain of his customers purchase or renew promissory notes that were offered by his friend
and customer, William “Boots” Del Biaggio III (“Del Biaggio™), and at least eight of Cacchione’s
~ customers purchased or renewed these notes. Cacchione also directed a registered representative
whom he supervised to facilitate the promissory note sales and had this person act as a liaison
between his customers and Del Biaggio regarding the note investments.

19. The Commission recently brought a securities fraud action against Del Biaggio for
operating a Ponzi scheme with the funds he received as part of the promissory note offering. See
SEC v. William “Boots” Del Biaggio I1I, CV-08-5450 CRB (N.D. Cal.). In a related criminal
action against Del Biaggio, the criminal authorities are also seeking restitution of the money Del
Biaggio earned through his Ponzi scheme, including millions of dollars from Cacchione’s
customers. See US v. William “Boots” Del Biaggio I1I, CR-08-874 CRB (N.D. Cal.).

D. Cacchione Used the Merriman Firm’s Systems to Perpetrate His Fraud
i. Cacchione’s Fraudulent Pledging and Regulation S-P Violations

20.  As part of the background check process for his employment, the Merriman Firm
learned that Cacchione had filed for personal bankruptcy in 2003. His financial difficulties
continued during his employment, and he received $200,000 in personal loans from the Merriman
Firm, which Jon Merriman approved. Cacchione also sought more than $2 million in loans from
his friend and customer, Del Biaggio, to save his home from foreclosure and to pay other expenses.
Accepting loans from customers was prohibited by the Merriman Firm’s policies and procedures,
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but Cacchione solicited and accepted loans from Del Biaggio anyway. Cacchione and Del Biaggio
corresponded about these loans by email, using Cacchione’s email address at the Merriman Firm.

21.  In the Summer of 2007, Del Biaggio was in the midst of negotiating a deal to buy
an interest in the Nashville Predators NHL hockey team. Because Del Biaggio did not have the
$25 million in cash he needed for the purchase of the Predators or sufficient collateral to secure a
$25 million loan, Del Biaggio asked Cacchione to help him make it appear that Del Biaggio had
ample collateral for the loans he was seeking and to help him inflate his net worth on his NHL
application.

22, In August 2007, Del Biaggio and Cacchione hatched a scheme where Cacchione
provided Del Biaggio with an account statement from a Merriman Firm institutional customer that
reflected nearly $19 million in assets. Cacchione requested and received the statement via email
from another registered representative in the Merriman Firm who serviced the institutional
customer. There was no legitimate business reason for Cacchione to have a copy of the account
statement. The account statement contained confidential information related to the customer,
including the customer’s account balance, account number, and personal identifying information.
Cacchione emailed a .pdf version of the account statement from his work email address at the
Merriman Firm to his personal email account and then forwarded it to Del Biaggio. Del Biaggio
then had his name and address pasted over the real customer’s name. It was then copied and
scanned into a .pdf file. Del Biaggio then forwarded the statement to the NHL to demonstrate his
financial wherewithal to purchase the Predators team.

23. In August and September 2007, Cacchione supplied Del Biaggio with account
statements belonging to two unknowing individual clients of Cacchione. These statements also
contained confidential customer information, such as the customers’ account balances, account
numbers, and personal identifying information. Cacchione forwarded the statements from his
Merriman Firm email address to his home email account, and then forwarded the statements to Del
Biaggio. Del Biaggio forged his name and information onto the statements after receiving them
from Cacchione. Del Biaggio then emailed at least two sets of the doctored statements back to
Cacchione at Cacchione’s Merriman Firm email account. From November 2007 through April
2008, Del Biaggio doctored the individuals’ statements and the institutional customer’s statements
and provided them to at least seven banks and private lenders. Del Biaggio obtained roughly $45
million in loans based upon his and Cacchione’s representations that the accounts belonged to Del
Biaggio. : '

24.  In addition to providing the doctored account statements to Del Biaggio’s lenders,
Cacchione and Del Biaggio also signed and provided the lenders with Account Control
Agreements in which they pledged the securities contained in the individuals’ Merriman Firm
accounts as collateral for the loans Del Biaggio obtained. Cacchione signed the agreements
without authority on behalf of the Merriman Firm, certifying that the pledged accounts belonged to
Del Biaggio. Cacchione sent Del Biaggio a copy of another Merriman Firm customer’s Account:
Control Agreement from his Merriman Firm email account so that Del Biaggio would have a
sample by which to model the fake Account Control Agreements for his loans. The agreement
sent to Del Biaggio contained confidential account information of the customer, including the
customer’s contact information and account number. Del Biaggio used the agreement as a sample

6




to draft the Account Control Agreements for some of his loans. Cacchione received copies of one
of the unsigned Account Control Agreements drafted by Del Biaggio by email at his Merriman
Firm email address and exchanged numerous emails with Del Biaggio regarding execution of the
agreements. '

25.  To perpetuate the fraud, from December 2007 through May 2008, Cacchione
continued to supply Del Biaggio with electronic copies of the individuals’ monthly account
statements by email so that Del Biaggio could send the forged statements to some of the lenders on
a monthly basis to show that the collateral remained intact. Cacchione sent these statements from
his Merriman Firm email address to his home email account and, on at least two occasions, to Del
Biaggio directly.

26. On September 14, 2007, early in the scheme, Del Biaggio sent an email to
Cacchione’s Merriman Firm address in which he stated that he was “worried” that one of the
parties he had provided with doctored account statements would send a letter to Cacchione’s firm
seeking “verification” that the other customers’ assets belonged to him. Some of the lenders did, in
fact, contact Cacchione who “verified” that the other customers’ accounts belonged to Del Biaggio.
Del Biaggio and Cacchione continued their fraud until May 2008 when SEC exam staff conducting
an examination of the Merriman Firm uncovered the scheme through a review of Cacchione’s
emails.

ii. Cacchione’s Unauthorized Trading

217. Between at least March 2006 and October 2007, Cacchione engaged in a pattern of
unauthorized trading in certain of his customers’ accounts. As part of the unauthorized trading,
Cacchione chose risky, thinly-traded stocks for his customers. Jon Merriman, Cacchione’s direct
supervisor, encouraged Cacchione to recommend these stocks to his customers.

28.  During the relevant time period, Cacchione did not have written agreements with
any of his customers allowing him to trade in their accounts without permission. In fact, he
‘acknowledged in writing in his annual compliance reviews with the Merriman Firm that he did not
have any customer accounts in which he could trade without permission (i.e., discretionary
authority).

29. Despite his lack of discretionary authority, Cacchione traded in certain of his
customers’ accounts without obtaining their permission. Cacchione made unrealistic promises to
his boss, Jon Merriman, about the number of shares he could sell to customers from initial public
offerings (“IPOs”) that the Merriman Firm handled. In at least four offerings in which the
Merriman Firm participated during May through November 2007, Cacchione agreed to take large
blocks of shares when he did not have customers to take all of these shares. Cacchione then placed
these unwanted and unallocated shares into certain of his customers’ accounts where the accounts
had excess cash to pay for the shares without first obtaining his customers’ permission. One of the
registered representatives whom Cacchione supervised assisted him in his unauthorized trading
scheme by preparing lists of customers who had excess cash in their accounts to take these
unallocated shares. Several customers complained to Cacchione about the unauthorized trading in
their accounts in emails that were sent to Cacchione’s Merriman Firm email account.
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30. In addition, in the late Summer of 2006, one of Cacchione’s customers, an elderly
widow, discovered unauthorized purchases of a risky, thinly-traded stock in her account, and
immediately began contacting Cacchione to determine why the purchases were made and how they
could be undone. For months, she unsuccessfully tried to get Cacchione to liquidate these
holdings. Ultimately, in December 2006, after she contacted Jon Merriman, the Merriman Firm
liquidated her holdings and paid her a settlement for her losses. Jon Merriman spoke to the
customer about her complaint, and Aguilar was involved in preparing the settlement papers that
resolved her claims.

31.  Similarly, from May to October 2007, Cacchione made twenty unauthorized trades
in the portfolio of another one of his customers, a local children’s charity. Cacchione did not have
authority to trade in the charity’s account, and all trading decisions were to be made by the
charity’s investment adviser. Despite his lack of trading authority, Cacchione purchased in the
charity’s account several risky penny stocks and shares from three IPOs. The charity complained
to Cacchione about the trades in the Fall of 2007, and the Merriman Firm agreed to cancel the
trades (months after they were placed), but ultimately sold all of the unauthorized stocks held by
the charity, and paid the charity a settlement for its losses.

E. Jon Merriman and Aguilar Failed Reasonably to Supervise Cacchione

L Jon Merriman and Aguilar Unreasonably Delegated Their Supervisory
Responsibilities Over Cacchione

32. As the CEO and a principal of the Merriman Firm, Jon Merriman was ultimately
responsible for all supervision matters, including the supervision of all of the Merriman Firm’s
registered representatives, unless and until he reasonably delegated particular functions to another
person in the firm, and neither knew, nor had reason to know, that such person’s performance was
deficient.

33. When Cacchione was hired at the Merriman Firm, he reported directly to Jon
Merriman, and the two men who were friends worked closely throughout Cacchione’s tenure at the
Merriman Firm. Cacchione and Jon Merriman sat back-to-back at desks on the Merriman Firm’s
trading floor, and Jon Merriman was responsible for overseeing Cacchione’s day-to-day business
activities. As his direct boss, Jon Merriman was also responsible for providing Cacchione with
annual performance evaluations and for recommending the amount of his compensation.

34. Although Cacchione reported to Jon Merriman regarding his daily business
activities, Jon Merriman delegated some of his supervisory responsibilities over Cacchione to
Aguilar, who was the Merriman Firm’s Chief Compliance Officer and General Counsel during the
relevant time period. Jon Merriman’s delegation of responsibility to Aguilar was unreasonable,
however, because he never followed up to ensure that Aguilar was supervising Cacchione. As
discussed below, Jon Merriman did not follow up with Aguilar regarding his supervision of
Cacchione even after Jon Merriman became aware of a customer complaint and other red flags
related to Cacchione’s work. In fact, Jon Merriman was unaware that Aguilar had placed
Cacchione on a heightened supervisory plan, although he knew that Cacchione had a disciplinary
history when he joined the Merriman Firm.




35.  While Aguilar placed Cacchione on a heightened supervisory plan that entailed a
daily review of his emails and trading, he delegated the day-to-day review of Cacchione’s emails to
his subordinate who held the title Compliance Manager. This employee already had responsibility
for the bulk of the daily compliance functions at the firm, including random email reviews of more
than one hundred registered representatives within the Merriman Firm. During the period that
Cacchione was subject to heightened supervision from December 2005 through at least April 2007,
Aguilar did not follow up to ensure that the daily email and trading review was being conducted.

In fact, numerous suspicious emails were missed.

36. In May 2007, after employee turnover in the compliance department, Aguilar did
not inform his newly hired Compliance Manager about the heightened review of Cacchione’s
emails and trading. Even though Cacchione had a disciplinary history when he joined the
Merriman Firm, and the firm received a new customer complaint in December 2006, Cacchione’s
heightened supervision was discontinued when Aguilar failed to tell the new employee to perform
daily reviews of Cacchione’s emails and trading. By May 2007, Cacchione and Aguilar had
developed a friendship in addition to their working relationship.

ii, Jon Merriman and Aguilar Failed to Act On “Red Flags” Relating to
Cacchione’s Unauthorized Trading

37. As noted in Paragraph 30, above, in the Fall of 2006, both Jon Merriman and
Aguilar were aware that one of Cacchione’s customers, an elderly widow, had complained about
Cacchione purchasing risky, thinly traded stocks for her account. To resolve the claim, Aguilar
. prepared settlement papers and Jon Merriman signed a settlement check that was provided to the
customer. Jon Merriman also counseled Cacchione about refraining from engaging in the same
trading activity in the future.

38. Throughout his tenure at the Merriman Firm, Cacchione’s unauthorized trading
created significant operational problems some of which were brought to the attention of Aguilar
and Jon Merriman. For instance, during 2007, Cacchione represented to Jon Merriman that he had
customers who were interested in buying large blocks of shares in four separate offerings in which
the Merriman Firm was acting as underwriter. In reality, Cacchione did not have customers to take
all of the shares he requested so many of the share blocks remained unallocated for days or weeks
while Cacchione determined which of his customer accounts had sufficient cash to take the
unwanted (and unauthorized) shares. The allocation issues were elevated to Aguilar’s attention by
the Merriman Firm’s operations department because the Merriman Firm was ultimately going to be -
responsible to pay for the shares if Cacchione’s customers did not pay for them. Cacchione
provided various excuses to Aguilar regarding why the shares were unallocated, including that
customers had changed their minds about taking the stock. Aguilar failed to follow up on these
issues beyond speaking with Cacchione.

39. From May 2007 through October 2007, Cacchione also made twenty unauthorized
trades in the account of a local children’s charity. Cacchione did not have discretionary authority
to trade without permission in the account. When the charity discovered the trades in the Fall of
2007, it sought to have all of the trades canceled and the commissions generated from the trades
reimbursed. Cacchione had to inform Aguilar about the charity’s request to obtain approval to
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cancel the twenty trades, many of which had been executed months before. Despite this unusual
request, Aguilar approved the cancellations and agreed to reimburse the charity the commissions it
paid on the trades without following up with the charity to determine why it sought cancellation of
the transactions. Aguilar accepted at face value Cacchione’s story that the charity had business
reasons for canceling the trades. In addition, in November 2007, Jon Merriman received a Daily
Error Report reflecting the twenty canceled trades in the charity’s account. Jon Merriman did not
follow up with either Cacchione or the charity to determine why the trades were canceled.

40. Cacchione continued to place unauthorized trades in some of his customers’
accounts in 2008 until his fraud came to light as part of an SEC examination of the Merriman Firm.
Cacchione’s suspicious trading activity included frequent unallocated trades, canceled trades, and
numerous extensions before trades were allocated to customer accounts, clear “red flags™ as set
forth in the Merriman Firm’s WSP. (“Unusual account activity, such as cancels and re-bills,
sellouts, or numerous extensions can be a sign of unauthorized trading.”) The WSP also noted that
trading activity would be monitored on a daily basis to detect any unusual account activity. Jon
Merriman and Aguilar did not discharge their supervisory duties adequately and failed to
investigate the “red flags” presented by Cacchione’s unauthorized trading.

F. The Merriman Firm and Jon Merriman Failed Reasonably to Supervise Cacchione

41.  During the relevant time period, the Merriman Firm’s WSP described the firm as “a
publicly-traded securities broker-dealer and investment bank focused on fast growing companies
and institutional investors.” The WSP also stated that the Merriman Firm provides “investment
research, brokerage and trading services primarily to institutions.” When Cacchione joined the
Merriman Firm in December 2005, he brought over a hundred individual customer accounts with
him to the firm. As a result, the Merriman Firm expanded its retail brokerage business beyond
services mainly offered to officers of existing corporate business clients. Although this was a new
area for the Merriman Firm, it did not add any additional compliance personnel or provide training
to its supervisors relating to the supervision of this newly expanded line of business. During the
relevant time, the Merriman Firm had a thinly staffed compliance department with a Chief
Compliance Officer, who also handled all of the day-to-day legal work of the Merriman Firm as
general counsel, a Director of Compliance who handled nearly all of the daily compliance

_responsibilities for the firm, and an assistant who performed administrative functions. In addition,
the Chief Compliance Officer, Aguilar, was inexperienced with supervising retail brokerage
activities, as the Merriman Firm was his first employment in the brokerage industry.

APPLICABLE LAW

The Merriman Firm, Jon Merriman and Aguilar Failed Reasonably to Supervise
Cacchione

42. Section 15(b)(4)(E) of the Exchange Act requires broker-dealers reasonably to
supervise persons subject to their supervision, with a view toward preventing violations of the
federal securities laws. See, e.g., Dean Witter Reynolds, Inc., Exchange Act Rel. No. 46578
(October 1, 2002). The Commission has emphasized that the “responsibility of broker-dealers to
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supervise their employees by means of effective, established procedures is a critical component
in the federal investor protection scheme regulating the securities markets.” Id. Section
15(b)(4)(E) of the Exchange Act provides for the imposition of a sanction against a broker or
dealer who “has failed reasonably to supervise, with a view to preventing violations of the
securities laws, another person who commits such a violation, if such other person is subject to
his supervision.” Section 15(b)(6)(A)(i) incorporates by reference Section 15(b)(4)(E).

43, As aresult of the conduct described above, the Merriman Firm, Jon Merriman and
Aguilar failed reasonably to supervise Cacchione with a view to detecting and preventing his
violations of the federal securities laws. Jon Merriman and Aguilar unreasonably delegated their
supervisory responsibility over Cacchione, and then failed to follow up to ensure that Cacchione
was adequately supervised. Both Jon Merriman and Aguilar also failed to act on red flags that
came to their attention regarding Cacchione’s unauthorized trading. Had they adequately
supervised Cacchione, it is more likely that Cacchione’s fraudulent pledging scheme and his
unauthorized trading in his customers’ accounts could have been discovered.

44.  The Merriman Firm and Jon Merriman also failed reasonably to supervise
Cacchione by failing to provide adequate resources to implement the firm’s supervisory
procedures. Had they provided adequate resources to manage the Merriman Firm’s newly added
retail brokerage business, including sufficient personnel to implement Cacchione’s heightened
supervisory plan, it is more likely that they could have detected and prevented Cacchione’s
misconduct. S

The Merriman Firm Violated Section 15(b)(7) of the Exchange Act and Rule 15b7-1
Thereunder, and Jon Merriman and Aguilar Aided and Abetted and Caused the Violations

45.  Rule 15b7-1, promulgated under Section 15(b)(7) of the Exchange Act, provides
in pertinent part that “[n]o registered broker or dealer shall effect any transaction in, or induce
the purchase or sale of, any security unless any natural person associated with such broker or
dealer who effects or is involved in effecting such transaction is registered or approved in
accordance with the standards of training, experience, competence and other qualification
standards . . . established by the rules of any national securities exchange or national securities
association of which such broker or dealer is a member.”

46.  For more than two years, the Merriman Firm, Jon Merriman and Aguilar
delegated the supervision of the registered representatives in the Merriman Firm’s Client
Services Group to Cacchione, an individual who did not pass the required supervisory
examination and was not registered as a supervisor under NASD Rules 1021 and 1022. Jon
Merriman and Aguilar knew, or were reckless in not knowing, that the individual to whom they
delegated supervisory authority was not registered as a supervisory principal.

47.  Asaresult of the conduct described above, the Merriman Firm willfully violated
Section 15(b)(7) of the Exchange Act and Rule 15b7-1 thereunder, and Jon Merriman and
Aguilar willfully aided and abetted and caused the Merriman Firm’s violations.
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The Merriman Firm Violated Rule 10(a) of Regulation S-P as a Result of Cacchione’s
Conduct -

48.  Rule 10(a) under Regulation S-P provides, in part, that broker-dealers may not
“directly or through any affiliate, disclose any nonpublic personal information about a consumer
to a nonaffiliated third party unless: . . . (iii) [y]Jou have given the consumer a reasonable
opportunity, before you disclose the information to the nonaffiliated third party, to opt out of the:
disclosure; and (iv) [t]he consumer does not opt out.”

49.  As aresult of the conduct described above in which Cacchione used the Merriman
Firm’s computer system to disseminate confidential customer information to third parties, the
Merriman Firm willfully violated Rule 10(a) of Regulation S-P (17 C.F.R. §.248.10(a)).

THE RESPONDENTS’ REMEDIAL EFFORTS

50.  Indetermining to accept the Offer, the Commission considered remedial acts
promptly undertaken by the Merriman Firm and cooperation afforded the Commission staff by
Respondents. This included undertaking an internal investigation, reviewing hundreds of
thousands of electronic and paper documents and interviewing witnesses; cooperating with the
SEC staff; promptly suspending and then firing Scott Cacchione; making comprehensive
management and structural changes such as: reorganizing the firm’s management structure,
separating the role of the Chief Compliance Officer from the role of the General Counsel, hiring
a former FINRA examiner as the Chief Compliance Officer, vastly scaling back the firm’s retail
accounts and related business activities, reviewing the firm’s compliance procedures; agreeing to
hire an Outside Compliance Consultant and Monitor who will provide reports to the Board of
Directors (and the SEC), and refocusing the firm’s business into its core fields of sales and
trading for institutions, research and investment banking.

UNDERTAKINGS

51. The Merriman Firm has undertaken to:

a. . Devise and implement, within 30 days after the issuance of this Order: a
policy and a set of procedures for communicating and documenting supervisory relationships for
all registered representatives; and a plan for allocating adequate resources to regulatory
supervision. : -

b. Retain, within ten (10) days of the date of entry of this Order, the services
of an Independent Consultant not unacceptable to the staff of the Commission for the period of
one year. The Merriman Firm shall exclusively bear all costs, including compensation and
expenses, associated with the retention of the Independent Consultant. The Merriman Firm shall
retain the Independent Consultant to: (i) review the Merriman Firm’s written policies and
procedures relating to the supervision of registered representatives; (ii) make recommendations
concerning these policies and procedures with a view to assuring compliance with supervisory
responsibilities and dedication of sufficient resources to supervision of its registered
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representatives; and (iii) to ensure that the Merriman Firm and Jon Merriman are complying with
all remedies ordered in Section IV below.

c. No later than ten (10) days following the date of the Independent
Consultant’s engagement, provide to the Commission staff a copy of an engagement letter
detailing the Independent Consultant’s responsibilities pursuant to paragraph 51.b. above.

d. Arrange for the Independent Consultant to issue its report within 90 days
after the date of the engagement. Within ten (10) days after the issuance of the report, the
Merriman Firm shall require the Independent Consultant to submit a copy of the Independent
Consultant’s report to Michael Dicke, Associate Regional Director, Division of Enforcement,
Securities and Exchange Commission, 44 Montgomery Street, Suite 2600, San Francisco,
California, 94104. The Independent Consultant’s report shall describe the review performed and
the conclusions reached and shall include any recommendations deemed necessary for changes

- in or improvements to the Merriman Firm’s written policies and procedures and a procedure for
implementing the recommended changes or improvements.

e. Within 30 days of receipt of the Independent Consultant’s Report, adopt
all recommendations contained in the Report and remedy any deficiencies in its written policies
and procedures; provided, however, that as to any recommendation that the Merriman Firm
believes is unnecessary or inappropriate, the Merriman Firm may, within fifteen (15) days of
receipt of the Report, advise the Independent Consultant and the Commission’s staff in writing
of any recommendations that it considers to be unnecessary or inappropriate. With respect to any
recommendation that the Merriman Firm considers unnecessary or inappropriate, the Merriman
Firm shall propose in writing an alternative policy or procedure designed to achieve the same
objective or purpose.

f. With respect to any recommendation with which the Merriman Firm and
the Independent Consultant do not agree, attempt in good faith to reach an agreement with the
Independent Consultant within 30 days of receipt of the Report. In the event that the Merriman
Firm and the Independent Consultant are unable to agree on an alternative proposal acceptable to
the Commission’s staff, the Merriman Firm will abide by the original recommendation of the
Independent Consultant.

g. Within 180 days of the entry of this Order, submit an affidavit to the
Commission’s staff stating that it has implemented any and all recommendations of the
Independent Consultant, or explaining the circumstances under which it has not implemented
such recommendations.

h. Cooperate fully with the Independent Consultant and provide the
Independent Consultant with access to its files, books, records and personnel as reasonably
requested for the Independent Consultant’s review.

i The Merriman Firm shall require the Independent Consultant to enter into
an agreement that provides that for the period of engagement and for a period of two years from
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completion of the engagement, the Independent Consultant shall not enter into any employment,
consultant, attorney-client, auditing or other professional relationship with the Merriman Firm, or
any of its present or former affiliates, directors, officers, employees, or agents acting in their
capacity. The agreement will also provide that the Independent Consultant will require that any
firm with which he is affiliated or of which he is a member, and any person engaged to assist the
Independent Consultant in performance of his duties under this Order shall not, without prior
written consent of the Commission’s staff in the San Francisco Regional Office, enter into any
employment, consultant, attorney-client, auditing or other professional relationship with the
Merriman Firm, or any of its present or former affiliates, directors, officers, employees, or agents
acting in their capacity as such for the period of the engagement and for a period of two years
after the engagement.

j. For good cause shown, and upon timely application from the Merriman
Firm or the Independent Consultant, the Commission’s staff may extend any of the procedural
dates set forth above.

52.  Respondent Jon Merriman shall provide to the Commission, within thirty (30) days
after the end of the ordered twelve month suspension period, an affidavit that he has complied fully
with this sanction. Such affidavit shall be submitted under cover letter that identifies Jon Merriman
as a Respondent and the file number of these proceedings, and hand-delivered or mailed to Michael
Dicke, Associate Regional Director, Division of Enforcement, Securities and Exchange .

.Commission, 44 Montgomery Street, Suite 2600, San Francisco, California, 94104.

_ 53. Respondent Aguilar shall provide to the Commission, within thirty (30) days after
the end of the ordered twelve month suspension period, an affidavit that he has complied fully
with this sanction. Such affidavit shall be submitted under cover letter that identifies Aguilar as
a Respondent and the file number of these proceedings, and hand-delivered or mailed to Michael
Dicke, Associate Regional Director, Division of Enforcement, Securities and Exchange
Commission, 44 Montgomery Street, Suite 2600, San Francisco, California, 94104.

Iv.

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

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

A. Pursuant to Section 15(b)(4) of the Exchange Act, the Merriman Firm is hereby
censured.

B. Pursuant to Section 21C of the Exchange Act, the Merriman Firm shall cease and
desist from committing or causing any violations and any future violations of
Section 15(b)(7) of the Exchange Act and Rule 15b7-1 thereunder, and Rule 10(a) of
Regulation S-P (17 C.F.R. § 248.10(a)).
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The Merriman Firm shall pay civil penalties of $100,000 to the United States
Treasury. Payment shall be made in the following installments: (1) $50,000 within
15 days of entry of this Order; and (2) $50,000 within 180 days of this Order. If
any payment is not made by the date the payment is required by this Order, the
entire outstanding balance of civil penaities, plus any additional interest accrued
pursuant 31 U.S.C. § 3717, shall be due and payable immediately, without further
application. Payments shall be: (A) made by 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 Office
of Financial Management, Securities and Exchange Commission, Operations
Center, 6432 General Green Way, Stop 0-3, Alexandria, VA 22312; and (D)
submitted under cover letter that identifies the Merriman Firm 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 Michael S. Dicke, Associate
Regional Director, Division of Enforcement, Securities and Exchange Commission,
44 Montgomery Street, Suite 2600, San Francisco, California 94104.

Pursuant to Section 21C of the Exchange Act, Jon Merriman shall cease and desist
from causing any violations and any future violations of Section 15(b)(7) of the
Exchange Act and Rule 15b7-1 thereunder.

Pursuant to Section 15(b)(6) of the Exchange Act, Jon Merriman be, and hereby is,
suspended from acting in a supervisory capacity for any broker or dealer for a period
of twelve (12) months, effective beginning the second Monday following the
issuance of this Order.

Jon Merriman shall comply with his undertaking enumerated in Section III,
paragraph 52, above.

Jon Merriman shall, within ten (10) days of the entry of this Order, pay civil
penalties of $75,000 to the United States Treasury. Such payment shall be:

(A) made by 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 Office of Financial Management,
Securities and Exchange Commission, Operations Center, 6432 General Green
Way, Stop 0-3, Alexandria, VA 22312; and (D) submitted under cover letter that
identifies Jon Merriman 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 Michael S. Dicke, Associate Regional Director, Division of Enforcement,
Securities and Exchange Commission, 44 Montgomery Street, Suite 2600 San
Francisco, California 94104. :

Pursuant to Section 21C of the Exchange Act, Aguilar shall cease and desist from

causing any violations and any future violations of Section 15(b)(7) of the Exchange
Act and Rule 15b7-1 thereunder.
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L.

Pursuant to Section 15(b)(6) of the Exchange Act, Aguilar be, and hereby is,
suspended from acting in a supervisory capacity for any broker or dealer for a period
of twelve (12) months, effective beginning the second Monday following the
issuance of this Order. '

Aguilar shall comply with his undertaking enumerated in Section III, paragraph 53,
above. ' '

Aguilar shall pay civil penalties of $40,000 to the United States Treasury. Payment
shall be made in the following installments: (1) $20,000 within fifteen (15) days of
entry of this Order; and (2) $20,000 within 180 days of this Order. If any payment
is not made by the date the payment is required by this Order, the entire outstanding
balance of civil penalties, plus any additional interest accrued pursuant 31 U.S.C. §
3717, shall be due and payable immediately, without further application. Payments
shall be: (A) made by 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 Office of Financial
Management, Securities and Exchange Commission, Operations Center, 6432
General Green Way, Stop 0-3, Alexandria, VA 22312; and (D) submitted under
cover letter that identifies Aguilar 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 Michael S. Dicke, Associate Regional Director, Division of
Enforcement, Securities and Exchange Commission, 44 Montgomery Street, Suite
2600, San Francisco, California 94104.

The Merriman Firm shall comply with the undertakings enumefated in Section III,
paragraph 51, above.

By the Commission.

Elizabeth M. Murphy
Secretary

By:(Jill M. Peterson
Assistant Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES ACT OF 1933
Release No. 9083 / November 12, 2009

SECURITIES EXCHANGE ACT OF 1934
Release No. 60993 / November 12, 2009

INVESTMENT ADVISERS ACT OF 1940
Release No. 2948 / November 12, 2009

INVESTMENT COMPANY ACT OF 1940
Release No. 28996 / November 12, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13683

ORDER INSTITUTING ADMINISTRATIVE

In the Matter of ' E AND CEASE-AND-DESIST PROCEEDINGS
: PURSUANT TO SECTION 8A OF THE
S4 Capital, LLC and SECURITIES ACT OF 1933, SECTIONS 21C
Sharath Sury . AND 15(b)(6) OF THE SECURITIES
EXCHANGE ACT OF 1934, SECTIONS

Respondents. 203(e), (f), AND (k) OF THE INVESTMENT

: ADVISERS ACT OF 1940, AND SECTION
9(b) OF THE INVESTMENT COMPANY ACT
OF 1940

L

The Securities and Exchange Commission (“Commission”) deems it appropriate and in the
public interest that public administrative and cease-and-desist proceedings be, and hereby are,
instituted pursuant to Section 8A of the Securities Act of 1933 (“Securities Act”), Section 21C of
the Securities Exchange Act of 1934 (“Exchange Act”), Sections 203(e) and (k) of the Investment
Advisers Act of 1940 (“Advisers Act”), and Section 9(b) of the Investment Company Act of 1940
(“Investment Company Act”) against S4 Capital, LLC (“S4 Capital”) and pursuant to Section 8A
of the Securities Act, Sections 15(b)(6) and 21C of the Exchange Act, Sections 203(f) and (k) of
the Advisers Act, and Section 9(b) of the Investment Company Act against Sharath Sury
(“Sury”)(collectively, “Respondents”). '
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IL.

After an investigation, the Division of Enforcement alleges that:

- Respondents
I. S4 Capital, L.L.C. (formerly known as Chicago Analytic Capital Management,
LLC and Valence Capital Group, LLC) is a Delaware Limited Liability Company located in
Chicago, Illinois. It has been registered with the Commission as an investment adviser since
March 2000.

2. Sharath M. Sury, 37 years old, is a resident of Chicago, Illinois. Sury has been the -
CEO and majority owner of S4 Capital since 2001. Sury has held Series 3, 7, and 63 licenses since
1995. Sury is currently a registered representative associated with Chicago Analytic Trading
Company.

Facts

3. From December 2005 to February 2006, Sury caused an unregistered hedge fund
managed by S4 Capital to engage in undisclosed, unhedged, high-risk trading, primarily in Google
stock options, which resulted in substantial losses to the fund. During this period, Sury failed to
disclose to investors in the hedge fund with whom S4 Capital had investment advisory agreements,
that Sury was engaging in risky, unhedged trading that was contrary to the investment strategy
described in the hedge fund’s private placement memorandum and their personal investment
objectives and that the fund was suffering mounting losses. Sury also sent certain investors emails
that lulled them into believing that their investments were profitable and failed to disclose the risky

.trading and related losses. In total, Sury’s undisclosed high-risk trading caused the Hedged Equity

Fund to lose all of its assets, totaling approximately $12 million, in about two months.

4. From February 2003 through April 2006, S4 Capital actively managed two
unregistered hedge funds: the CACM Core Equity Fund, L.P. d/b/a/ Hedged Equity Fund, L.P.
(“Hedged Equity Fund”) and the CACM Market Neutral Fund, L.P. (“Market Neutral Fund™)
(collectively the “Funds”). S4 Capital was the general partner and the investment adviser to these
Funds, which were limited partnerships. Sury assisted in the drafting of the Funds’ offering
materials and acted as the primary portfolio manager of the Funds. At the beginning of 2005, the
Funds’ trader left S4 Capital, and Sury also became the trader for the Funds.

5. In March 2003, Sury solicited Investors A, a husband and wife, to enter into an
investment advisory relationship with S4 Capital. Sury created an S4 Capital investor supervision
agreement and an investment policy statement for these investors. The investment policy
statement stated that the Investors A risk tolerance was low, that they shared a clear aversion to

~ downside risks, and that portfolio losses greater than 10% were generally unacceptable. The

investment policy statement further provided that S4 Capital would pursue “a prudent blend of
capital preservation, liquidity, stable tax-exempt income generation and modest inflation-adjusted
capital preservation” and “consistent acceptable rates of return without a significant or meaningful
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deterioration of principal.” Sury, through S4 Capital, recommended that the Investors A money be
invested in fixed income securities and conservative hedged investments, using “absolute return”
strategies that would protect against downside risk and provide liquidity. Based on the investment
supervision agreement and policy statement, Investors A invested approximately $40 million with
S4 Capital.

6. In the fall of 2005, after experiencing a period of low returns on their original
investments with S4 Capital, Investors A informed S4 Capital’s President that they wanted to
withdraw their money, totaling $51.9 million, from S4 Capital and invest it elsewhere.

7. At the end of November 2005, Sury and S4 Capital’s President met with Investors
A in an attempt to retain them as S4 Capital clients. During this meeting, Sury gave a PowerPoint
presentation to Investors A and provided five investment options. Sury recommended that
Investors A invest in what was presented as a “barbell” investment approach. Sury described this
investment approach as a continuation of Investors A diversified portfolio, which limited volatility,
limited downside loss, increased transparency, and increased liquidity. This investment strategy
was to be comprised of a stable source of capital preservation through investments in the bond
market and a source of capital growth through investments in hedged equities. For this latter
aspect of the proposed strategy, Sury recommended the Hedged Equity Fund. '

8. Investors A were also provided with a copy of the Hedged Equity Fund’s private

_placement memorandum, which stated that the fund’s investment objective was “to provide

investors with participation in equity markets with reduced exposure to the markets overall

volatility” and that the fund would “seek superior overall relative rates of returns by limiting

downside risks through hedging or reduced equity exposure and actively participating in the upside

through increased market exposure.” It further stated that the fund’s investment approach was “to
- manage a diversified portfolio of U.S. common stocks, equity index securities and equity options
in order to be highly correlated to the broad movements in the U.S. stock market on the upside and
less correlated on the downside,” that “the investment will be closely monitored on an ongoing
basis for continued positive momentum,” and that [pJositions will be eliminated when they no
longer exhibit positive characteristics.” '

9. Sury’s oral and written statements to Investors A did not truthfully describe his
investment management of the Hedged Equity Fund.

10.  Beginning in at least October 2005, Sury, through S4 Capital, used ﬁsky and
unhedged trading strategies for the Hedged Equity Fund and the Market Neutral Fund, causing
them to experience an enormous amount of volatility.

11.  In2005, S4 Capital’s Operations and Compliance Officer (“OCO”) prepared
internal periodic “flash reports” of the Hedged Equity Fund’s performance. The OCO distributed
these reports several times a week via email to Sury, among others. The flash reports included a
“risk metrics” section which provided a comparison of the volatility of the Hedged Equity Fund’s
performance to the volatility of general market indices, including the S&P 500 index. The
November 23, 2005 flash report stated that the Hedged Equity Fund’s volatility for the preceding
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30 trading days, 60 trading days, and year had been 77.35%, 93.26%, and 59.12%, respectively. In
contrast, the S&P 500 index volatility was reported as having been 12.02%, 11.18%, and 10.53%,
respectively, for those same time periods.

12. In addition, on October 20, 2005, Sury placed at least 77% of the Market Neutral
Fund’s equity and approximately 9% of the Hedged Equity Fund’s equity in unhedged, Google
options that were expiring in just two days. These trades were levered positions which were
extremely risky and far from being market neutral. Sury’s trades were in effect a wager that
Google’s third quarter earnings would be higher than analysts” expectations. At the end of the
trading day on October 20, 2005, Google announced third quarter revenues of $1.578 billion and
eamnings per share of $1.32. Analysts had previously forecasted revenues for the quarter of $892
million and earnings per share of $1.25. On October 21, 2009, Sury sold the Google options,
realizing a 241% gain for the Funds. While Sury’s trading strategy had produced large returns, the
strategy was extremely risky and inconsistent with the Funds’ stated investment strategies.

13.  After completing the October trades in unhedged, Google options, S4 Capital
ceased trading for the Hedged Equity Fund. S4 Capital also began closing down the Market
Neutral Fund.

14.  Sury knew that the Hedged Equity Fund’s portfolio was far more volatile than the
S&P 500 index. He also knew that, as expressed in Investors A’s investment policy statement,
portfolio losses greater than 10% were generally unacceptable. Sury nonetheless advised Investors
A to invest in the Hedged Equity Fund, the historical volatility of which vastly exceeded a 10%
downside risk level, and concealed from Investors A the historical and contemporaneous risks and
volatility of the Hedged Equity Fund.

15. At the beginning of December 2005, based on the representations that they
received, Investors A transferred approximately $8.25 million of the $51.9 million they had
invested with S4 Capital to the Hedged Equity Fund. They also left the remainder of their
investment with S4 Capital in bonds, cash, cash equiValents, and non-affiliated, third-party funds.

16.  OnNovember 30, 2005, the Hedged Equity Fund had a balance of approximately
$3.73 million. Investors A investment in the Hedged Equity Fund thus more than tripled the size
of the Fund. '

17.  Prior to Investors A investment in the Hedged Equity Fund, six trusts had invested
approximately $4 million in the Hedged Equity Fund in 2003. These Trusts were all managed by
the same trustee, Investor B. Investor B was also an investment advisory client of S4 Capital.
Before Investor B made these investments in the Hedged Equity Fund, Sury had created an
investment policy statement stating that Investor B’s investment objective was to pursue a long-
term growth and income strategy, while achieving an expected return of 4-7%. Investor B wanted
moderate capital appreciation with capital preservation. Sury also provided Investor B with the
Hedged Equity Fund’s private placement memorandum, which contained the representations
discussed above.




18.  Contrary to the representations made in the Hedged Equity Fund’s private
placement memorandum and Sury’s oral presentations to Investors A, Sury, through S4 Capital,
continued to cause the Hedged Equity Fund to engage primarily in high-risk stock and options day-
trading, including trading in Google stock and options. Sury failed to disclose this extremely risky
trading and the fund’s mounting losses resulting from his risky trading to Investors A and B.

19.  Sury also sent Investors A several emails that falsely reassured them that the
Hedged Equity fund’s investments were consistent with the Fund’s and Investors A investment
objectives and/or that their investments were profitable.

20.  On December 30, 2005, the Hedged Equity Fund had incurred more than $1.5
million in realized and unrealized trading losses in December. Instead of disclosing these losses,
Sury, on December 30, 2005, sent an email to Investors A reiterating that their investment strategy
was a “barbell” approach consisting of capital preservation in the bond market and capital growth
through hedged equities.

21. By January 11, 2006, Investors A had earned no profits from the Hedged Equity
Fund, which remained in a deficit position. Despite the fund’s poor performance, Sury sent
Investors A another email on January 11, 2006 stating “I am planning to begin hedging your
equities exposure . . . Best to take some of our (early) profits off the table.”

22.  In mid-January 2006, S4 Capital’s Chief Compliance Officer met with S4 Capital’s
President and told him that Sury should immediately stop trading unhedged, Google options in the
Hedged Equity Fund because Investors A would never tolerate such losses. S4 Capital’s President
also confronted Sury about his risky trading. Nevertheless, Sury, through S4 Capital, continued to
take increasingly large, unhedged positions in Google options in hopes that Google would report
positive fourth quarter earnings.

23. By January 18, 2006, the Hedged Equity Fund had lost nearly $4.8 million.
However, on January 18, 2006, Sury sent Investors A another email which stated, among other
things, that their investment strategy “continues to be a prudent course.”

24.  On January 20, 2006, Google’s stock experienced a sharp price decline as a result
of news that the U.S. Justice Department had sued Google to compel the production of documents
and that Yahoo, one of Google’s direct competitors, had announced that it had missed analysts’
expectations for the fourth quarter of 2005. After receiving this negative news, rather than
disclosing the resulting losses, Sury, on January 20, 2006, instead sent Investors A an email stating
“Today has seen some extraordinary activity. . . I think there is some merit to begin considering an
allocation to equities . . . Indeed, putting on collared hedge positions would be a very prudent move
at present, especially if we begin to see better earnings reports in the coming weeks...I’m hopeful
that you will find the current strategy more rewarding in the long term than the more defensive
strategy we used to protect your portfolio in the past 18 months.” By the close of trading on
Friday, January 20; 2006, Sury’s trading caused the Hedged Equity Fund to realize losses of
approximately $3,137,640 when a total of 4,418 Google call contracts expired worthless.




25.  OnJanuary 22, 2005, S4 Capital’s President confronted Sury and told him that the
trading losses were unacceptable, and demanded to know why Sury placed the majority of the
Hedged Equity Fund’s assets in Google options. Sury admitted to S4 Capital’s President that he
was hoping for better than expected fourth quarter earnings for Google and he was trying to mirror
his trading in unhedged, Google options in the Market Neutral Fund and Hedged Equity Fund on
October 20, 2005 which resulted in a 241% gain for the Funds.

26.  OnJanuary 23, 2006, the Hedged Equity Fund lost an additional $1,989,095 when
Sury sold a total of 3,300 February Google calls purchased between January 18, 2006 and January
20, 2006. The risky trading and these losses were not disclosed to Investors A and B.

27.  Asaresult of Sury’s unhedged, high-risk trading strategy, S4 Capital and the
Hedged Equity Fund incurred a $4,202,555 margin call on January 25, 2006. By this time, the
Hedged Equity Fund had lost approximately $7.2 million due to the significant losses it had
suffered and did not have sufficient capital to meet this margin call. As a result, Sury and S4
Capital’s President, through S4 Capital, caused the Market Neutral Fund to loan $4,205,000 to the
Hedged Equity Fund in order to meet the margin call. Sury and S4 Capital’s President caused the
Hedged Equity Fund to execute a promissory note for this loan. The note was guaranteed by the
assets of the Hedged Equity Fund and S4 Capital. However, at that time, the Hedged Equity Fund
and S4 Capital had insufficient assets to make this guarantee, and the Hedged Equity Fund
immediately defaulted on the promissory note, which was due the next day.

28.  Asof January 31, 2006, the Hedged Equity Fund held positions with an aggregate
market value of $9,729,115. This $9,729,115 included the $4,205,000 loaned from the Market
Neutral Fund. After the close of trading that same day, Google announced that it had missed
analysts’ expectations and Google’s stock price declined sharply thereafter. At the close of trading
on January 31, 2006, the Hedged Equity Fund owned $7,855,700 worth of net long Google call
options representing nearly 81% of the portfolio’s total value. Sury and S4 Capital used over $2
million of the Market Neutral Fund’s loan to establish these positions.

29. On February 1, 2006, as the value of Google rapidly declined, Sury began
liquidating the Google options held in the Hedged Equity Fund. By February 3, 2006, all of the
remaining positions in the Hedged Equity Fund were liquidated. Between February 3, 2006 and
February 7, 2006, Sury, through S4 Capital, used all of the available cash from the sale of the
Google options positions to repay approximately $3,913,000 to the Market Neutral Fund from the
Hedged Equity Fund, and Sury repaid the remainder of the loan from his personal assets.

30. . Sury’s undisclosed high-risk trading caused the Hedged Equity Fund to lose all of
its assets, totaling approximately $12 million, in about two months time. Approximately $11.6
million, or nearly 95%, of these losses were the result of Sury’s trades in Google stock and options.

Violations

31.  Asaresult of the conduct described above, S4 Capital and Sury willfully violated
Section 17(a) of the Securities Act, Section 10(b) of the Exchange Act and Rule 10b-5 thereunder,
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~ which prohibit fraudulent conduct in the offer and sale of securities and in connection with the
purchase or sale of securities.

32.  Asaresult of the conduct described above, S4 Capital willfully violated Sections
206(1) and 206(2) of the Advisers Act, which prohibits any investment adviser from, directly or
indirectly, employing any device, scheme or artifice to defraud any client or prospective client and
engaging in any transaction, practice or course of business which operates as a fraud or deceit upon
any client or prospective client.

33.  Asaresult of the conduct described above, Sury willfully aided and abetted and
caused S4 Capital’s violations of Sections 206(1) and 206(2) of the Advisers Act.

IIL.

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

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

B. What, if any, remedial action is appropriate in the public interest against S4 Capital
pursuant to Section 203(e) of the Advisers Act including, but not limited to, civil penalties pursuant
to Section 203(i) of the Advisers Act and Section 9(d) of the Investment Company Act;

C. What, if any, remedial action is appropriate in the public interest against Sury
pursuant to Section 15(b)(6) of the Exchange Act and Section 203(f) of the Advisers Act including,
but not limited to, civil penalties pursuant to Section 21B of the Exchange Act, Section 203(i) of the
Advisers Act, and Section 9(d) of the Investment Company Act; and

D. Whether, pursuant to Section 8A of the Securities Act, Section 21C of the Exchange
Act, and Section 203(k) of the Advisers Act, Respondents should be ordered to cease and desist
from committing or causing violations of and any future violations of Section 17(a) of the Securities
Act, Section 10(b) of the Exchange Act and Rule 10b-5 thereunder, and Sections 206(1) and
206(2) of the Advisers Act. '

Iv.

IT IS ORDERED that a public hearing for the purpose of taking evidence on the questions
set forth in Section III hereof shall be convened not earlier than 30 days and not later than 60 days
from service of this Order 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 FURTHER ORDERED that Respondents shall file Answers to the allegations
contained in this Order within twenty (20) days after service of this Order, as provided by Rule 220
of the Commission's Rules of Practice, 17 C.F.R. § 201.220.

If Respondents fail to file the directed answers, or fail to appear at a hearing after being duly
notified, the Respondents may be deemed in default and the proceedings may be determined against
them 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 mail.
IT IS FURTHER ORDERED that the Administrative Law Judge shall issue an initial
decision no later than 300 days from the date of service of this Order, pursuant to Rule 360(a)(2) of

the Commission’s Rules of Practice.

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.

Elizdbeth M. Murphy ] 6 '

) Secretary

By the Commission.




SECURITIES AND EXCHANGE COMMISSION
(Release No. 34-60996; File No. PCAOB-2009-03)

November 13, 2009
Public Company Accounting Oversight Board; Notice of Filing and Immediate
Effectiveness of Proposed Rule Change Postponing the Effective Date of Rules and Forms
Related to Annual and Special Reporting by Registered Firms and Succession to the
Registration Status of a Predecessor Firm

Pursuant to Section 107(b) of the Sarbanes-Oxley Act of 2002 (the "Act"), notice is
hereby given that on September 30, 2009, the Public Compahy Accounting Oversight Board (the
"Board" or the "PCAOB") filed with the Securities and Exchange Commission (the "SEC" or

"Commission") the proposed rule changes described in Items I, II, and III below, which items

‘have been prepared by the Board. The PCAOB has designated the proposed rule change as

"constituting a stated policy, practice, or interpretation with respect to the meaning,
administration, or enforcement of an existing rule" under Section 19(b)(3)(A)(i) of the S_ecuritieé '
Exchange of 1934 (as incorpo‘fated, by reference, into Sectioﬁ 1 07(b)(4) of the Act) and Rule
19b—4(f)(1), which renders the proposal effective upon receipt of this filing by the Commission.
The Commission is publishing this notice to solici.t comments on the proposed rule from

interested persons.

L. | Board's Statement of the Terms of Substance of the Proposed Rule Change

The Board is filing with the Commission a rule change to postpone, from October 12,
2009, to December 31, 2009, the effective date of PCAOB Rules 2200, Annual Report; 2201,
Time for Filing of Annual Report; 2202, Annual Fee; 2203, Special Reports'; 2204, Signaturg:s;
2205, Amendments; 2206 Date of Filing; 2207, Assertions of Conflicts with Non-U.S. Laws;
2108, Succeeding to the Registraﬁon Status of a Predecessor; 2109, Procedure for Succeeding to

the Registration Status of a Predecessor; instructions to PCAOB Fbrm 2, Anmial Report Form;
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PCAOB Form 3, Special Report Form; and PCAOB Form 4, Succeeding to the Registration' '
Status of a Predecessor; and related amendments to PCAOB Rules 1001 (a)(vii), 1001(n)(i1),
1001(0)(i), 2107(c), 2107(£), 2300(a), 2300(b), 2300(c), 2300(f), 2300(g), 4000, and 4003(c).

11. Board's Statement of the Purpose of, and Statutory Basis for, the Proposed Rule Change

In its filing with the Commission, the Board included statements concerning the purpose
of, ahd basis for, the proposed rule. The text of these statements may be examined at the places
specified in Item IV below. The Board has prepared summaries, set forth in sections A, B, and C
below, of the most significant aspects of such statements.

A. | Board's Statement of the Purpose of, and Statutory Basis for, the
Proposed Rule Change ' :

(a) Purpose

In the Bdard_’s filings under Rule 19b-4 seeking Commission approval of the proposed
rules and form instructions identified in Section I above (PCAOB-2008-04 (June 17, 2008) and
PCAOB-2008-05 (August 4, 2008)), the Board stated that those proposed rules and form
instructions would take effect 60 days after Commission approval. The Commission approved
those rules and form instructions in Commissién Release Nos. 34-60496 and 34-60497 on
August 13, 2009. Accordingly, the rules and form instructions were to take -effect on-October 12,
2009.

-On the date that the rules and form instructions take effect, deadlines will begin to run for
~registered firms to report certain information to the Board by filing prescribed forms
electronically through the Board’s Web-based system for processing and publishing those forms.
Because of technical issues related to deploying that Web-based system, it now appears that the

system will not be sufficiently operatidnal by October 12, 2009 to allow the filing of such forms




by registered firms. Accordingly, the Board is delaying the effective date of the_rulés and form
instru'ctiortS to December 31, 2009 to permit time to resolve the technical issues and deploy the |
system.

The change in the effective date witl have no impact on the timing of the first annual
reports on Form 2 that will be required of registered firms pursuant to Rule 2200.. Those reports
will continue to be due by.June 30, 2010, for the twelve-month period ending March 31, 2010,
just as they would have/been if the rules took effect on October 12, 2009. Similarly, the first
annual fee due from firms pursuant to Rule 2202 will continue to be due by July 31, 2010, just as
it would have been if the rules took effect on October 12, 2009.

Changing the effective date will, however, postpone to December 31, 2009 the onset of

' the obligation for registered firms to file special reports on Form 3 to report certain events that
occur, and will similarly postpone the option of submitting a Form 4 to succeed to the
registration status of a predecessor firm.

(b) Statutory Basis

The statutory basis for the proposed rule is Title I of the Act.

B. Board's Statement on Burden on Competition

The Board does not believe that the proposed rules will result in any burden on
competition that is not necessary or appropriate in furtherance of the ptirposes of the Act.

C. Board's Statement on Comments on the Proposed Rule Change Received
from Members, Participants or Others

The Board did not solicit or receive written comments on the proposed rule change.

I11. Date of Effectiveness of the Proposed Rule Change and Timing for Commission
Action '




The foregoing rule change has become effective pursuant to Section 19(b)(3)(A) of the
Securities Exchange of 1934 (as incorporated, by reference, into Section 107(b)(4). of the Act)
and Rule 19b-4(f)(1) thereunder. At any time within 60 days of the filing of the proposed mlé
change, the Commission may summarily abrogate such rule change if it appears to the
Commission that such action is necessary or appropriate in the public interest, for the protectioh_
of investors, or otherwise in furtherance of the purposes of the Act.

IV. Solicitation of Comments

Interested persons are invited to submit written data, views and arguments concerning the
foregoing, including whether the proposed rule is consistent with the requirements of Title | of
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/pcaob.shtml); or

¢ Send an e-mail to rule-comnients@sec. gov. Please include File Number PCAOB 2009-03

on the subject line.

Paper comments:

e Send paper comments in triplicate to Elizabeth M. Murphy, Secretary, Securities and
Exchange Commission, 100 F Street, NE, Washington, DC 20549-1090.
All submissions should refer to File Number PCAOB 2009-03. This file number should be
included on the subject line if e-mail is used. To help the Commiésion process and review your
comments more efficiently, please use only one rﬁethod. The Comrﬁission will post all '

comments on the Commission’s Internet Web sit (http://www.sec. gov/rules/pcaob/shtml).

Copies of the submission, all subsequent amendments, all written statements with respect to the

proposed rule that are filed with the Commission, and all written communications relating to the
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proposed ruie between the Commission and any person, other than those that may be withheld
from the public in accordance with the provisions of 5 U.S.C. 552, will be available for
inspection and copying in the Commission’s Publjc Reference Room, on official businéss days |
between the hpurs 0f 10:00 am and 3:00 pm. Copies of such filing will also be available for
inspection and copying at the principal office of the PCAOB. All comments received will be
posted without change; we do not edit personalAidentifying informétion ﬁom subfnissionsL You
should éubmit only information that yoﬁ wish to fnake .available publicly. All submissions
should refer to File No. PCAOB-2009-03 and should be submitted on or before [1nsert 21 days

from publication in the Federal Register].

By the Commission. ' WW” % i

Elizabeth M. Murphy
Secretary
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UNITED STATES OF AMERICA

Before the -
SECURITIES AND EXCHANGE COMMISSIO

SECURITIES EXCHANGE ACT OF 1934
Release No. 60998 / November 13, 2009

INVESTMENT ADVISERS ACT OF 1940
‘Release No. 2949 / November 13, 2009

ADMINISTRATIVE PROCEEDING
File No. 3-13684

ORDER INSTITUTING
: ADMINISTRATIVE PROCEEDINGS
In the Matter of PURSUANT TO SECTION 15(b) OF THE
' SECURITIES EXCHANGE ACT OF 1934
WILLIAM T. DAILEY, III, AND SECTION 203(f) OF THE
INVESTMENT ADVISERS ACT OF 1940,
Respondent. ‘ MAKING FINDINGS, AND IMPOSING

' 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 William T. Dailey, III (“Respondent”).

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

‘ 1. William T. Dailey, III, was a trader and the office manager, from 2003
through 2006, in the San Francisco office of Needham & Co., LLC, a New York-based broker-
dealer and investment adviser registered with the Commission. Dailey is 41 years old and resides
in San Mateo, California.

2. On November 3, 2009, a final judgment was entered by consent against
Dailey, permanently enjoining him from future violations of Section 10(b) of the Exchange Act
and Rule 10b-5 thereunder, in the civil action entitled Securities and Exchange Commission v.
Benjamin Jones, et al., Civil Action Number 09-CV-4895, in the United States District Court for
the Northemn District of California. Pursuant to the final judgment, Dailey was ordered to disgorge
$20,311 of trading profits and $5,714 of prejudgment interest, and to pay a civil money penalty in
the amount of $91,035.

3. The Commission’s complaint alleged that Dailey received material
nonpublic information regarding an issuer known as Jamdat Mobile, Inc. (“Jamdat™), which he
knew or should have known was provided to him in breach of a fiduciary duty to the issuer; that
Dailey profited by trading in his own account on the basis of the material nonpublic information
that he received; and that Dailey tipped material nonpublic information regarding Jamdat’s
acquisition to a friend of his, which resulted in further illicit trading in the securities of Jamdat.

Iv.

In view of the foregomg, the Commission deems it appropriate and in the pubhc interest to
impose the sanctions agreed to in Respondent Dailey’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 Dailey be, and hereby is barred from association with any broker, dealer, or
investment adviser, with the right to reapply for association after five 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; (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

b Sz
(Jill M. e |
BY: A‘ssistani Secretary




SECURITIES AND EXCHANGE COMMISSION

17 CFR PART 242 |

[Release No. 34-60997; File No. S7-27-09]

RIN 3235-AK46 |

Regulation of Non-PuBlic Trading Interest

AGENCY: Securities and Exchange Commission.

ACTION:b Proposed rules and amendments to joint—industry plans.

SUMMARY: The Securities and Exchange Commission (“Commission”) is proposing to amend
the regulatory requirements of the Securities Exchange Act of 1934 (“Exchange Act”) that apply
~ to non-public trading interest in National Market System (“NMS”) stocks, including so-called
“dark pools” of liquidity. First, it is proposing to amend the definition of “bid” or “offer” in
Exchange Act quoting requirements to apply eXpressly to actionable indications of interest
(“IOIs”)’privately transmitted by dark pools and other trading venues to selected market
participants. The proposed definition would exclude, however, 10Is for large sizes that are
transmitted in the context of a targeted size discovery mechanism. Second, the Commission is
proposing amendments to the display obligations of alternative trading sys-tenis (“ATSs”) in
Regulation ATS under the Ekchange Act, including a substantial lowering of the trading volume
threshold in Regulation ATS that triggers public display obligations for ATSs. Third, the |
Commission is proposing to amend the joint-industry plans for publicly dissemihating
consolidated trade data to require real-time disclosure of the identity of dark pools and other
ATS:s on the reports of their executed trades. The proposals are intended to promote the

Exchange Act goals of transparency, fairness, and efficiency.
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DATES: ‘Comments shouid be received on or before [insert date 90 days after date of
publication in the Federal Register].
ADDRESSES: 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/proposed.shtml); or

e Send an e-mail to rule-comments@sec.gov. Pl‘ease include File No. S7-27-09 on the

subject line; or

e Use the Federal eRulemaking Portal (http://www.regulations.gov). Follow the
instructions fo.r submitting comments.

Paper Comments:

e Send paper commeqts in triplicate to Elizabeth M. Murphy,. Secretary, Securities and
Exchange Commission, 100 F Street, NE, Washington, DC 20549-1090.
All submissions should refer to Fil¢ No. S7-27-09. This file number should be included on the
subj ect line if e-mail is used. To help us pfocess and review your comments more efficiently,
please use only one method. The Commission will post all commenfs on the Commission’s

Tnternet Web site (http://www.sec.gov/rules/proposed.shtml). Comments are also availablé for

public inspection and copying in the Commission’s Public Reference Roém, 100 F Street, NE,
Washington, DC 20549 on official busineés days between the hours of 10:00 a.m. and 3:00 p.m.
All comments received will be posted without change; we do not edit personal identifying
information from submissions. You should submit only information that you wish to make

available publicly.




FOR FU‘RTHER INFORMATION CONTACT: Actionable IOIs: Theodore S. Venuti,
Special Counsel, at (202) 551-5658, Arisa Tinaves, Special Counsel, at (202) 551-5676, Gary M.

Rubin, Attorney, at (202) 551-5669; ATS Display Obligations: Brian Trackman, Special

Counsel, at (202) 551-5616, Edward Cho, Special Counsel, at (202) 551-5508; Post-Trade

Transparency for ATSs: Natasha Cowen, Special Counsel, at (202) 551-5652, Mia Zur, Special

Counsel, at (202) 551-5638, Nicholas Shwayri, Law Clerk, at (202) 551-5667, Division of .
Trading and Markets, Securities and Exchange Commission, 100 F Street, NE, Washington, DC
20549-7010.

SUPPLEMENTARY INFORMATION:

Table of Contents

L. Introduction

II. Actionable IOIs

III.  ATS Display Obligations

IV.  Post-Trade Transparency for ATSs

V.  Paperwork Reduction Act

VI.  Consideration of Costs and Benefits

VII. Consideration of Burden on Competition, and Promotion of Efficiency, Competition and
Capital Formation :

VIII. Consideration of Impact on the Economy -

IX.  Regulatory Flexibility Act

X. Statutory Authority

XI.  Text of Proposed Amendments to CTA Plan and Nasdaq UTP Plan

XIL.  Text of Proposed Rule Amendments

I. = Introduction
The Commission is proposing to amend the regulatory requirements of the Exchange Act -

that apply to non-public trading interest in NMS stocks,' including so-called “dark pools” of

! Rule 600(b)(47) of Regulation NMS defines “NMS stock™ to mean any NMS security
other than an option. Rule 600(b)(46) defines “NMS security” to mean any security for
which trade reports are made available pursuant to an effective transaction reporting plan. .
In general, NMS stocks are those that are listed on a national securities exchange.




liquidity.b Such trading interest is considered non-public, or “dark,” primarily because it is not
included in the consolidated quotaﬁon data for NMS stocks that is widely disseminated to the
public.

Consolidated market data is -the primary vehicle for public price transparency in the U.S.
~ equity markets. It includes both: (1) pre-trade transparency — real-time information on the best-
priced quotations at which trades may be executed in the future (“consolidated quotation data™);
and (2) post-trade transparency — real-time reports of tfades as fney are executed (“consolidated
~ trade data”).2 The central processors for consolidated market data in NMS stocks collect
quotation and trade information from the rélevant sel.f-regulatory organizations (“SROs”) — the
equity exchangés and the Financia1 Industry Regulatory Authority (“FINRA”) — and disfribute ,
the information in a consolidated stream pursuant to joint-SRO plans. Rule 603(b) of Regulation
NMS requires tnat consolidated market data for each NMS stock be disseminated throughva
single plan processor. Consolidated market data is designed to assure that the public has a .single
source of affordable, accurate, and reliable information on the best quoted prices and last sale
prices for each NMS stock.? _

In general, dark liquidity (that is, trading interest that is not included in the consolidated
quotation data) is not a new phenomenon. Market participants that nged to trade in large size,.
such as institutional invéstors, always have sough.t ways to minimize their transaction costs by

completing their trades without prematurely revealing the full extent of their trading interest to

2 17 CFR 242.603(b). -

The consolidated quotation data streams and their policy objectives are fully described in
the Commission’s Concept Release on Regulation of Market Information Fees and
Revenues. Securities Exchange Act Release No. 42208 (December 9, 1999), 64 FR
70613 (December 17, 1999) (“Market Information Concept Release™).




the broader market.* Fof many years, the manual trading floors of exchanges were a primary
source of dark liquidity in the form of floor traders that “worked” the large orders of their
customers, executing each such order in a number of smallervtransactions., without revealing to
cbunterpérties the totai size of the order. In addition, broker-dealers acting as over-the-counter
(“OTC”) market makers and block positioners long have provided liquidity directly to their
customers that is not reflected in the consolidated quotation data. Moreover, Rule 604 of

Regulation NMS, which imposes limit order display requirements, recognizes the need of large

The Commission previously has noted the interest of, and steps taken by, institutional
investors to minimize the price impact of their trading:

Another type of implicit transaction cost reflected in the price of a security

_is short-term price volatility caused by temporary imbalances in trading

interest. For example, a significant implicit cost for large investors (who
often represent the consolidated investments of many individuals) is the
price impact that their large trades can have on the market. Indeed,
disclosure of these large orders can reduce the likelihood of their being
filled. Consequently, large investors often seek ways to interact with
order flow and participate in price competition without submitting a limit
order that would display the full extent of their trading interest to the
market. Among the ways large investors can achieve this objective are:
(1) to have their orders represented on the floor of an exchange market; (2)
to submit their orders to a market center that offers a limit order book with
a reserve size feature; or (3) to use a trading mechanism that permits some
form of “hidden” interest to interact with the other side of the market. A

market structure that facilitates maximum interaction of trading interest

can produce price competition within displayed prices by providing a
forum for the representation of undisclosed orders.

Securities Exchange Act Release No. 42450 (February 23, 2000), 65 FR 10577, 10581
(February 28, 2000) (SR-NYSE-99-48) (“Concept Release on Market Fragmentation™)
(citations omitted) (emphasis in original). The Commission also noted the harm that
short-term volatility can cause to investors:

In theory, short-term price swings that hurt investors on one side of the market
can benefit investors on the other side of the market. In practice, professional
traders, who have the time and resources to monitor market dynamics closely, are
far more likely than investors to be on the profitable side of short-term price
swings (for example, by buying early in a short-term price rise and selling early
before the price decline).

Id. at 10581 n. 26.




investors to control the public display of theii trading interest. Rule 604(b)(4), for example,

provides a general excéption from the public display requirement fbr a block size order, unless

the customer placing the order requests that the order be displayed.5 In general; the Commission -
| has sought over the years to promote the public display of trading interest by attempting to
provide positive incentivés for display, but has-never sought to prohibit traiding venues frci’m

offering dark liquidity services to investors.5

. Thé térm “dark pool” is iiot used ixi the Exchange Act or Commission rules. For
purposes of this release, the term iefers to ATSs that do not publicly display qubtations in the
consolidated qudtation data. Although dark pools publicly report their executed trades in the
consolidated trade data, the trade reports are not required to identify the particular ATS that
executed the trade. In contrast, the trade reports of registered exchanges are required to identify
the exchange that executed tlie trade and thereby provide more transparency about the location of
liquidity in NMS stocks.”
In recent years, an increasing number of dark pools have organized to piqi/ide their

customers with electronic access to dark liquidity trading services. The number of active dark

- pools trading NMS stocks has increased from approximately 10 in 2002 to approximately 29 in

) Rule 600(b)(9) of Regulation NMS defines “block size” to mean an order of at least
‘ 10,000 shares; or for a quantity of stock having a market value of at least $200,000.

The Commission’s recently proposed amendment to Rule 602 of Regulation NMS tor
eliminate an exception for the use of “flash orders” reflects this approach. See Securities
Exchange Act Release No. 60684 (September 18, 2009), 74 FR 48632 (September 23,
2009). Although flash orders are used to access dark liquidity, the concerns that '
prompted the Commission’s proposal relate to the use of the “flash” mechanism (that is,
the dissemination of valuable order information to certain market participants rather than ,
in the consolidated quotation data).

See infra note 85 and accompanying text. See also the CTA Plan, Section VI(f) and the
Nasdaq UTP Plan, Section VI(c)(3)




2009. For the second quartef of 2009, the trading volume of these dark pools was
approximately 7.2% of the total share volume in NMS 'stoc.:ks, with no individual dark pool
executing more than 1.3%.° By way of compariéon, no single registered securities exchange
éurrently executes more than 19% of volume in NMS stocks.'® Givén this dispersal of volume
among a large number of trading venues, dark pools with their 7.2% market share collectively
represent a signiﬁcé.nt source of liquidity in NMS stocks.

The particular business models and trading mechanisms of dark pools can vary widely.
For ekample, some dark poolé, such as block crossing networks, offer specialized size discovery
mechanisms that attempt to bring large buyers and sellers in the same NMS stock fogether
anonyinously and to facilitate a trade betweeﬁ them. The average trade size of these block
crossing networks can be as high as 50,000 shares.!' Most dark pools, though they may handle

large orders, primarily execute trades with small sizes that are more comparable to the average

Data compiled from Forms ATS submitted to the Commission for 2d quarter 2009.
Some trading venues, such as OTC market makers, offer dark liquidity primarily in a

~ principal capacity and do not operate as ATSs. For purposes of this release, these trading
venues are not defined as dark pools because they are not ATSs. These trading venues
may, however, offer electronic dark liquidity services that are analogous to those offered
by dark pools. If subject to the quoting requirements of Rule 602 of Regulation NMS, for
example, an OTC market maker would be covered by the proposal to amend the
definition of bid or offer to address actionable 10Is. ' '

- Data compiled from Forms ATS submitted to the Commission for 2d quarter 2009.

10 See, e.g., market volume statistics reported by BATS Exchange, Inc., available at

http://www.batstrading.com/market summary (no single national securities exchange
executed more than 19.0% of volume in NMS stocks during 5-day period endmg
September 21, 2009).

See, e.g., http://www.liquidnet.com/about/liquidStats.html (average U.S. execution size
in July 2009 was 49,638 shares for manually negotiated trades via Liquidnet’s
negotiation product); http://www.pipelinetrading.com/AboutPipeline/Companylnfo.aspx
(average trade size of 50,000 shares in Pipeline).
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size of trades in the publié markets, which was less tﬁan 300 shares in August 2(509.12 These
dark pools that primarily match smaller orders (though the matched orders may be “child” orders
of much larger “parent” orders) execute more than 90% of dark pool trading volume."?

The emergence of dark pools as a significant source. of liquidity for NMS stocks raises a
variety of important policy issues that deserve gerious consideration. In this regard, the
Commission has undertaken a broad review of equity markct structure to assess its performance
in recént years and whether market.structure rules have kept pace with, among other things,
changes in tradiﬁg technology and practices. To help facilitate its review, the Commission
intends to consider in the near future _whether to publish a concept releasé requesting comment
and data on a wide range of markgt structure fopics. These likely would include the benefits and
drawbacks of dark liquidity in ali its forrns, including dark pools, the order flow arraingements of

~OTC market makers, and undisplayed orders on exchanges.

The proposals in this release accordingly do not attempt to address all of the issues

regarding dark liquidity. The proposals instead address three issues with respect to dark liquidity

that the Commission preliminarily believes warrant attention, are sufficiently discrete, and as to
which the Commission has sufficient information to proceed with a proposal.

- One such issue arises from the messages, often called 101s, that some dark pools

privately transmit to selected market participants concerning their actionable orders in NMS

' sth_ks. As discussed further in section II below, these actionable IOIs are intended to attract

immediately executable order flow to the trading venue, and, in this sense, they function quite

12 See, e.g., http://www.nasdaqtrader.com/trader/aspx?id=marketshare (average size of

NASDAQ matched trades in July 2009 was 228 shares);
http://nyxdata.com/nysedata/aép/factbook (NYSE Group average trade size in all stocks
traded in July 2009 was 267 shares).

B ‘Data compiled from Forms ATS submitted to Commission for 2d quarter 2009.




similarly to displayed qhotations. Asa result, dark pools that distribute actionable IOIs are no
longér completely dark ona pre-trade basis. Rather, they are “lit” to a select group of market
participants and dark with respeét to the rest o_f the public. By privately transmitting valuable
order information concerning 'the best prices for NMS stocks to selected marké;c participants,
actionable IOIs create the potential for two-tiered access to information, something that has long
been a serious concern of the Commission.!* It therefore is proposing two initiatives that wpuld
address thié concern. |

" First, the Commission is p_foposirig to amend the definition of “bid” or “offer” in Rule
600(b)(8) of Regulation NMS to apply explicitly to actionable IOIs. This definition of bid or
offer is a key element that determines the public quoting requirements of exchanges and OTC
market makers under Rule 602 of Regulgtion NMS, as well as ATSs under Rule 301(b) of
Regul.ati.on ATS. In this respect, the revised definition would apply equally to all types of
trading venues and help promoté fair competition among fhem. Importantly, howevér, the
proposed deﬁnitidn of bid or offer would recognize the need for targeted size discovery
mechanisms that can enable investors to trade more efficiently in sizes much larger than the
average size of trades in the public markets.”® Specifically, the proposed amendment to the
definition woﬁld exclude any actionable IOIs “for a quantity of NMS stock ‘having a market
value of at least $200,QOO that are communicated only to those who are reasonably believed to

represent current contra-side trading interest of at least $200,000” (“size-discovery IOIs”).'¢

- See infra note 59 and accompanying text.

15 See supra note 12 (average size of trades in public markets is less than 300 shares). The

- market value of a 300 share order in a $30 stock is $9000.

16 For purposes of this release, the term “size discovery IOIs” means IOIs thaf qualify for

the proposed exclusion for certain IOIs with large size. The term “actionable 10Is”
means any actionable 101 other than size discovery 10Is.




As a second initiative to address actionable I0Is, the Commission is proposing to lngér
substantially the trading volume threshold vin_RuIe 301(b) of Regulation ATS that triggers the
obligation for ATSs to display their best-priced orders in the consol)idate_d quotation data.
Currently, an ATS is not required to include its best-priced orders fc;r an NMS stock in the

consolidated quotation data (even if it widely disseminates such orders) when its trading volume

in that NMS stock is less than 5%.!” Similarly, many, if not all, dark pools that transmit

actionable IOIs would not be required to include this actionable order information in the

. consolidated quotation data if the Regulation ATS display threshold remains at 5%. The

Commission is proposing to lower the volume thfeshold to 0.25% to help assure that the public,
through the consolidated quofation data, has access to valuable order (including actionable IOI)
information about the best prices and sizes for NMS stocks that trade on an ATS.

The practical result of the proposed amendment to the definition of bid or offer and the
proposed lowering of the ATS volume threshold would be that ATSs éould'not privately display
actionable IOIs only to select market panicipgnts and fhereby create two-tiered access to
information on the best available prices for NMS stocks. In addition, by lowering the trading
Qolﬁme threshold, more ATS quotes would be made available to the public by .requiring their
inclusion in the consolidate(i quotation data. As discussed Below, the Commission preliminarily
believes that this result would enhance price transparency and proﬁote fairer and more efficient

markets.
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the ECN display alternative under Rule 602(b)(5)(ii) voluntarily have chosen to include
their best-priced orders in the consolidated quotation data even when their volume in an
NMS stock is less than 5%. The proposed amendments to Regulation ATS would not
affect the display practices of these ECNs.

10
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Finally, the Commissioﬁis proposing an initiative to improve the post-trade transparency
of dark pools and other ATSs. As ATSs that trade in the OTC market, dark pools must be
members of FINRA, and they are required to report their trades to FINRA for inclusion in the
consolidated trade data. These trade reports do not, however, identify the particular venue that
executed the trade, unlike the trade reporfs of registered exchanges.18 To address this
information gap, the Commission is proposing to amend the joint-SRO plans for publicly
disseminating consolidated trade data to require real-time disclosure of the identity of ATSs on
the reports of their execﬁtéd trades. The proposal is designed to improve the quality of
information about sources of liquidity in NMS stocks, as well as to increase public cbnﬁdence in
the integrity of the U.S. equity markets."’ | |
II. Actionable 101s

A. Concerns About Actionable 10Is

In recent years, a number of dark pools have begun fo transmit IO to selected market

participants that convey substantial information about their available trading interest.”’ These

18 See infra note 85 and accompan}?ing text. ATSs are broker-dealers that have chosen to

comply with Regulation ATS and thus are exempt from the statutory definition of
“exchange.” 17 CFR 240.3al-1(a)(2).

® See, e.g., Securities Exchange Act Release No. 30569 (April 10, 1992), 57 FR 13396,
13398-13399 (April 16, 1992) (discussing benefits of transparency to the operation of fair
and efficient capital markets).

20 Data compiled from Forms ATS submitted to the Commission for 2d quarter 2009

suggest that approximately 11 of 29 active dark pools in NMS stocks use some form of
IOI. See also Peter Chapman and Nina Mehta, 2008 Review: 10Is Expand and Do More
Heavy Lifting, Traders Magazine (December 2008) (“The year just passed witnessed the
transformation of the indication of interest. Long a plain vanilla communication tool
between the sellside and the buyside, the IOl is being reinvented to meet the requirements
of a new era of trading.”); John Hintz, Institutions and Sell Side Alike Grapple with
Impact of IOIs, Securities Industry News, September 8, 2008 (“The dozens of dark pools
that have emerged in recent years have each sought to offer unique features to draw order
flow and increase fill rates. But some of the platforms’ “special sauce” may make them
less than fully dark.”).
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messages are not included in the consolidated quotation data, although, like diéplayed quotations,

they can be significant inducementé for the routing of orders to a particular trading venue.
Indeed, some exchanges, when they do not have available trading interest to execute orders at the
bést displayed prices, give participants a choice of routiﬁg their orders to undisplayed venues in
response to [0Is rathef than to public markets in response to the best displayed quotations.21

Although these I0Is may not explicitly specify the price and size of available trading
interest at the dark pool, the practical context in which they are transmitted ;ehdersthém
“actionable” — that is, the messages effectively alert the recipient that the dafk pdél currently has
trading interest in a particular symbol, side (buy or sell), size (minimum of a round lot of trading
interest), aﬁd price (equal to or better than the national best bid for buying interest and the
national be'st offer for selling interest).

For example, a dark pool may send an IOI to a group of market participants
communicating an intefest in buying a specific NMS stock. Given'_that Rule 611 of Regﬁlation
NMS gcherally prevents trading centers, including dark pools, from executing orders at prices
iﬁferior to.the nationai best bid or 6ffer (“NBBO”), the 101 reéipient reasonably can assume that

the price associated with the I0I is the NBBO or better. Moreover, the 101 may be part of a

course of conduct in which the recipient has responded with orders to the sender and repeatedl_y

2 See, e.g., NYSE Arca, “Client Notice: NYSE Arca to Provide Indication of Interest (I0I)
- Routing” (March 12, 2008) (routing service for “non-displayed liquidity pools”); Rob

Curran, NYSE, Nasdaq Expanding Roles as ‘Dark Pools’ Converge, Dow Jones News
Service (June 13, 2008) (“Only if the dark-pool partners give an indication they may have
a better price on the security will Nasdaq route an order there.”); Nina Mehta, Arca Beats -
Nasdagq to Dark Pools, Traders Magazine Online News, March 14, 2008 (“Now, after a
marketable order checks Arca’s book for liquidity, it passes through what [Arca
executive] calls a ‘cloud’ of electronic indications from as many as 29 dark pools (not all
are online yet). The order executes against indications pooled in the cloud before being
routed to protected quotes on other markets. Customers that execute against the cloud are
guaranteed NBBO-or-better executions.”).
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;ecéived executions at the NBBO or better with a size of at least one round lot. With this-
information (both explicit and implicit), the recipient of the IOI can reasonably conclude that
sending a contra-side marketable order® responding to the iOI will re‘sult in an execution if the
dark pool trading interest has not already been executed against or cancelled. In this respect,
actionable IOIs are functionally quite similar to displayed quotations at the NBBO.

The order information_communicva»ted by actionable 10Is can be e);tremely valuable.
Actionable IOIs with prices (wWhether explicit or implicit) better than the NBBO would
effectively narrow the quoted spread for an NMS stock, if included in the consolidated quotation
data. For example, if the NBBO for an NMS stock were $20.10 and $20.14, an actionable IOI to

buy with a price of $20.12 would, if included in the consolidated quotation data, create a new

‘NBBO of $20.12 and $20.14 and thereby reduce the quoted spread by 50%. Reducing quoted

V'spreads is important not only for those that trade with the displayed.quotations‘, but also for other

investors, including those whose orders are routed to OTC market makers for executions that
often are derived from NBBO prices.”> In additibn, actionable IOIs with prices (Whether explicit
or implicit) equal to the NBBO could substantially improve the quoted depth at the best prices

for an NMS stock. For example, an investor may wish to sell 500 shares of a stock when the size

- of the national best bid may be only 100 shares. The existence of multiple dark pools that

contemporaneously had transmitted actionable IOIs to buy the stock would represent a

substantial increase in the available size at NBBO prices or better.

2 A “marketable” order is priced so that it is immediately executable at the best displayed

quotations (that is, a buy order priced at the national best offer or higher and a sell order
priced at the national best bid or lower). '

B See, e.g., Concept Release on Market Fragmentation, supra note 4, at 10582-10583

(discussing broker-dealer internalization and noting that “a market maker with access to
directed order flow often may merely match the displayed prices of other market centers
and leave the displayed interest unsatisfied”™).
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The public, however, does not have access.to this valuable information concerning the
best prices and sizes for NMS stocks. Rather, dark pools transmit this information only to
selected market participants. In this regard, actionable I0Is can.create a two-tiered level of
access to information about the best prices and sizes for NMS stocks that undermines the
Exéhange Act objectives for a national market system.* The consolidaled quotation data is

intended to provide a single source of information on the best prices for a listed security across

all markets, rather tlian_force the public to obtain data from many different exchanges and other

markets to learn the best prices.” This objective is not met when dark pools or other trading
venues disseminate information that is functionally quite similar to quotations, yet is not
included in the consolidated quotation data.

The Commission alsQ is concerned that the private use of actionable IOIs»rriay discourage
the public display of trading interest and reduce quote competition among markets. The
Commission long has emphasized the need to encourage displayed liquidity in the form of
bublicly displayed limit orders.?® Such orders establish the current “market” for a stock and
thereby providé a ciitical reference point for investors. Actionable IOIs, however, often will be

executed by dark pools at prices that match the best displayed prices for a stock at another

24 See infra note 59 and acc-binpanying text.

25 See 17 CFR 242.603(b) (providing for the distribution of all consolidated information for
an individual NMS stock through a single plan processor).

. 26 See, e.g., Securities Exchange Release No. 51808 (June 9, 2005), 70 FR 37496, 37527

(June 29, 2005) (“NMS Release”) (“The Commission believes, however, that the long-
term strength of the NMS as a whole is best promoted by fostering greater depth and
liquidity, and it follows from this that the Commission should examine the extent to
which it can encourage the limit orders that provide this depth and liquidity to the market
at the best prices.”); Securities Exchange Act Release No. 37619A (September 6, 1996),
61 FR 48290, 48293 (September 12, 1996) (“Order Handling Rules Release™) (“[T]he
display of customer limit orders advances the national market system goal of the public
availability of quotation information, as well as fair competition, market efficiency, best
execution, and disintermediation.”). ‘
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market. In this respect, actionable IOIs at NBBO mafching prices potentially deprive those who

‘publicly display their interest ét the best price from receiving a speedy execution at that price.
The opportunity to obtain the fastesf possible execution at a price is the primary incenti{/e for the
' dispiay of trading interest.”’ Particuvlarly if actionable 10]s continued to expand in tradihg
v§iume, they could sigﬁiﬁcantly undermine the incentives to display limit orders and to quote
competitively, thereby detracting from the efficiency and fairness of the national market éystem.

Moreovef, for market participants that wish to supply liquidity in the form of non-
marketable resting ordérs (such as those that match or improve NBBO prices), actionable 101s
provide a tool to achieve this resﬁlt without displaying quotations publicly. The availabilify of
these bdvate messages as an alternative means to attract order flow may reduce the incentives of
market participants to quote publicly. More generally, actionable IOIs divert a certain amount .of
order flow that otherwise might be routed directly to execufe against displayed quotations in
other ma‘r’kets.28 Given the importance of displayed quqtations for market efficiency, the
Commission is particularly concerned about additional marketable order flow that may be
diverted from th¢ public quoting markets and that could further reduce the incentives for the
public display of quétations.

B. Description of Proposal

To address these concerns, the Commission is proposing to amend the Exchange Act
quoting requirements to apply expressly to actionable I‘OIs. In particular, it is propoSing to
amend the definition Qf “bid” or “offer” in Rule 600(b)(8) of Regulation NMS. “Bid” and

“offer” are key terms that determine the scope of the two primary rules that specify the types of

27 See NMS Release, supra note 26, at 37505.

28 See supra note 21 and accompanying text.

15




trading ihterest that must be included in the consolidatéd quotation data: Rule 602 of Regulation
" NMS and Rule 301(b)(3) of Regulation ATS.

Rule 602 of Reguiation NMS specifies the public (iuoting requirements of national
securities exchanges, national securities associations (currently, FINRA is the only national
- securities association that is subject to Rule 602), exchange members, and OTC market makers.
In general Rule 602 requires exchange members and certain OTC market makers to provide
their best-priced bids and offers to their respective exchanges or FINRA.?” The exchanges and
FINRA, in turn, are required to make their best bids and offers available in the consolidated
quotation data.*

iRule 600(b)(8) of Regulation NMS currently defines “bid” or “offer” to mean “the bid
pri.ce or the offer price communicated by a member of a national securities exchange or member
of a national securities association to any broker or dealer, or to any customer, at whiéh it is
willing to buy or sell one or more round lots of an NMS security, as either principal or agent, but

shall not include indications of interest.”*' This exclusion of IOIs was part of the definition of

bid or offer when it was originally drafted in 1978 for inclusion in the predecessor of Rule 602.%

2 Under the definition of “subject security” in Rule 600(b)(73)(ii)(A) of Regulation NMS,.
an OTC market maker is not required to provide its best bids and offers for an NMS stock
if the executed volume of the firm during the most recent calendar quarter comprlsed one
percent or less of the aggregate trading volume for such NMS stock.

30 17 CFR 242.603(b).
3117 CFR 242.600(b)(8) (emphasis added).

32 Securities Exchange Act Release No. 14415 (January 26, 1978), 43 FR 4342 (February 1,
1978) (“The terms “bid” or “offer” shall mean the bid price of the offer price most
recently communicated by an exchange member or third market maker to any broker or
dealer, or to any customer, at which he is willing to buy or sell a particular amount of a
reported security, as either principal or agent, but shall not include indications of
interest.”). ' '
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“indication of interest” was not defined, discussed, or expressly

In the adopting release, the term

limited to a non-actionable communication of trading interest.
Rule 301(b)(3) of Regulation ATS specifies the order display and access requirements of

ATSs.3®> When an ATS exceeds a 5% trading volume threshold in an NMS stock, the ATS is

required to provide its best-priced orders to an exchange or association for inclusion'in the

consolidated quotation data made available under Rule 602. The term “order” is defined in Rule

/

300(e) of Regulation ATS to mean “any firm indication of a willingness to buy or s¢ll a security,

as either principal or agent, including any bid or offer quotation, market order, limit order, or

other priced order.”* This definition of “order” therefore includes, but is not limited to, “bid or

offer quotations.” Although Regulation ATS does not define the term “bid or offer quotation,”

the Commission considers it to have the same meaning as the terms “bid” or “offer” in Rule

600(b)(8) of Regulation NMS.»

When Regulation ATS was adopted in 1998, the Commission addressed the issue of

whether IOIs were covered by the term “order” in the context of whether an 101 was “firm” or

“non-firm.” It noted that “[w]hether or not an indication of interest is ‘firm’ will depend on what

actually takes place between a buyer or seller. The label put on an order — “firm’ or ‘non-firm’ —

is not dispos_itive:.”3 6 The Commission further stated that “a system that displays bona fide, non-

firm indications of interest — including, but not limited to, indications of interest to buy or sell a

33 The requirements for ATS order display and access are discussed in section III below.

34 17 CFR 242.300(¢) (emphasis added).

3 Rule 600(b)(62) of Regulation NMS defines “quotation” to mean

36 Securities Exchange Act Release No. 40760 (December 8, 1998), 63 FR 70844, 70850
(December 22, 1998) (“Regulation ATS Adopting Release”). The discussion in the
Regulation ATS Adopting Release specifically referenced the definition of “order” in

Rule 3b-16(c) under the Exchange Act, which is relevant for purposes of the meaning of
“exchange.” Rule 3b-16 was adopted at the same time as Regulation ATS, and their

definitions of “order” are the same.

“a bid or an offer.” .




. particular security withut eithei prices or quantitiés associated ivith those indications — will not
be displaying ‘orders’ . . .. Nevertheléss, the price or size of an indication of interest may be
either explicit or may be inferred from the facts and circumstances accompanying the
indication.”” The Regulation ATS Adopting Release also noted that the definition of order was
“intended to be Abroader than the terms bid and offer in [the predecossor of Rule 602].7%

The Commission preliminarily believes that the quoting reqilirements of both Rule 602
and Regillation ATS. should clearly cover actionable IOIs. It therefore is proposing to amend the -
definition of “bid” or “offer” in Rule 600(b)(8) by expressly limiting its exclusion of IOIs to
those “that are not actionable.” For exomple, an TOI would be considered actionable under the
propo'sal if it explicitly or implicitly conveys all of the following information about available
trading interest at the IOI sender: (1) symbol; (2) side (buy or éell); (3) a price that is equal to or
betier than the NBBO (the national best bid for buy orders and fhe nationai best offer for sell
orders); and (4) .a size thai is at least equal to one round lot. In detennining whether or not an
iOI conveys this_infonnation, .all of the facts and circnrnstances surrounding the IOI should bé
considered, including the course of dealing between the IOI sender and the IOI recipient.””

Under the proposal, when a quoting obligation under Rule 602 or Rule 301(b)(3) is
triggered by the sending of an aotionable IOI (i.e., sending an actionable IOI would be the
communicating or displaying of a bid or an offer), the IOl sender would bo considered a ouoting
\ienue and subject to the quoting requirements that generally apply to that type of venue, whether

it be an exchange, an OTC market maker, or an ATS. These requirements would include, for

example, restrictions on the display of locking or crossing quotations under Rule 610(d) of

37 Id.
38 Id.

¥ See supra note 36 and accompanying text.
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Regulatioh NMS. In addition, the IOI sender would be required to reflect accurate infermation
about the underlying order or other trading interest in the consolidated quotation data. This |
required order information would inclﬁde the specific limit price and size of the underlying order
or other trading interest.*® The IOI sender also would be required to update the information as
necessary, for example, to reflect executions or cancellations of the underlying order. Of course,
customers of the dark pool would remain free, as they are entitled to do with quoting venues
today, to control the release of their buying or selling interest.*’ Customers could not, however,
consent to the dissemination of information sufficient for the transmission of an actienable 101,
yet withhold this information from the consolidated quotation data that is made available to the
public.42

~ The Commission recognizes that some tréding venues, such as block crossing networks,
may use actionable IOIs as part of a trading mechanism that offers significant size.discover'y

benefits (that is, finding contra-side trading interest for large size without affecting prices).

~ These benefits may be particularly valuable for institutional investors that need to trade

efficiently in sizes much larger than those that are typically available in the public quoting

markets. These size discovery mechanisms could be rendered unworkable, however, if their

40 See, e.g., 17 CFR.242.301(b)(3)(i1) (requiring ATSs to provide the best prices and sizes
of orders at the highest buy price and the lowest sell price for such NMS stock).

4 Rule 604 of Regulation NMS, for example, explicitly recognizes the ability of customers

to control whether their limit orders are displayed to the public. Rule 604(b)(2) provides
an exception from the limit order display requirement for orders that are placed by
customers who expressly request that the order not be displayed. Rule 604(b)(4) provides
an exception for all block size orders unless the customer requests that the order be
displayed. .

In addition, the Commission notes that existing Rule 301(b)(10) of Regulation ATS, 17
CFR 242.301(b)(10), requires an ATS to establish adequate safeguards and procedures to
protect subscribers' confidential trading information. To meet this requirement, an ATS
that markets itself as a dark pool, yet sends IOIs to third parties regarding subscriber -
orders, should adequately explain its use of IOIs to its subscribers. ’

42
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narrowly targeted 101s for large size were required to be included in the consolidated quotation

data. Accordingly, the Commission is proposing a further amendment to the current definition of
“bid” or “offer” in Rule 600(b)(8) to exclude any 10Is “for a quantity of NMS stock having a
4market value of at least $200,000 that are communicated only to those who are reasonably
believed to represent current coﬁtra-side trading interest of at least $200,000.”

The purp'ose of this proposed exception for a targeted size discovery mechanism is to
provide an opportunity for block croséing'networks and other.trading venues to offer new ways
for investors that need to trade in large,éize to find contra-side .tra.xd.ing interest of equally large
size. The $200,000 figure is taken from the deﬁnition.of “block size” in Rule 600(b)(9) of
Regulation NMS, which covers orders of at least 10,000 shares or for a qﬁantity of stock having
é market value of $200,000. The Commission does nét beli(eve, however, that the 10,000 share
alternative in the block size definition would be appropriate for the propoéed size discovery
‘ exclusic;n from the definition of bid of offer, particularly with respect to low-priced stocks. For |
example, the market value of an 101 for 10,000 shares of a stock priced at $3 per share is only
$30,000. To assure that the proposed size discovery exclusion would be limited to truly large
size orders, the Comniis_sion is proposing to limit the exception to IOIs with a market value of at
least $200,000. |

c Request for Comments |

The Commission seeks comment and data on all aspects of the proposed amendment of
the deﬁniﬁon of bid or offer in Rule 600(b)(8) to abply expressly to actioﬁa_ble I0Is. Would the
proposal promote the tfansparency, féirness, and efficiency of the national market system?
Would it promote fair competition among trading venues in NMS stocks? Do commenters

believe that the Commission has provided sufficient information about the attributes of an
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actionable 10I for trading venues to comply? Should the rule text include an express definition
of "actionable IOL," and, if so, what should it be? For example; should rule text iﬁcorporate the
eleménts discussed above (symbol, sidg;:, price, and size), as well as a facts and circumstances
énalysis? Would an express definition be sufficient to address the full range of the policy
concerns .the Commission identiﬁes in this release and prevent ciréumvention by market
panicipants'? Do actionable IOIs offer significant beﬁeﬁts for market participants that could not
be realized if they were defined as bids or offers for purposes of Rule 602 of Regulation NMS
and Rule 301(b) of Regulation ATS? ‘If s0, could similar bcneﬁts be achieved through other
means? What is ihe typical size of an actidnabl¢ [01? How many large .orders use actionable
[01s? Whét is the amount of order flow that is diverted from displayed quotations due to
actionable IOIs? Please quantify and provide supporting data if possible.

Comment also is requestéd on the proposed size discovery exclusion from the déﬁnitiqn
of bid or offer. Would the proposed exclusion promote fnore efﬁcient,trading.for investors_ that
need to trade in large size? Is the exclusion narrowly drafted to cover those trading mechanisms
that offer valuable size discovery benefits without inappropriately excluding trading interest
concerning the best prices and éizes for NMS stocks from the consolidated quotation data‘?
Comment also is requcl:sted. on whether market vélue is the appropriate criterion for size, and
Whéthér $200,000 is the appropriate figure. Should this figure be higher or lower? Please
explain why. For example, is the $200,000 figure abpropriate for high-priced stocks? Should
the exclusion include a size criterion based on number of shares? If yes, should it be iO?OOO |
shares, as in Rule 600(b)(9), 6r a larger or smaller number of shares? Finally, comment is
requested on whether other criteria for size, such as percentage of average daily share volume. in

a security, would be more appropriate.
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III.  ATS Display Obhgatlons

The Commission is also proposing certain amendments to Regulation ATS. B In
conjunction with the Commission's proposed amendments to the definition of "bid" or "offer" in
~ Rule 600(b)(8) of Regulation NMS, the proposed amendments to Regulation ATS would seek to

furthef integrate the best-priced orders available on ATSs into the national market system by
revising the order display requirements in Rule 301(b)(3) of Regulation ATS.* Specifically, the
Commission is proposmg to amend Rule 301(b)(3)()(B) of Regulation ATS® to reduce the |
average dally tradmg volume threshold, that would trigger the order display and execution access
requirements for an ATS, from 5% to 0.25%. The Commission is also proposmg to amend Rule
301(b)(3)(ii) of Regulation ATS* to clarify that an AT_S'must publicly display and provide
access to its best-priced orders in NMS stocks when such orders are displayed to more then oﬁe
person (other1 than ATS employees), regardless of whether such persons are subscribers of the
ATS. Finally, the Commission is proposing to amend Rule 301(b)(3) to parallel the proposed
size discovery exclusion from the definition of "bid" or "offer” discussed in secﬁon IT above.

A. Lowering the Threshold for Display Requirement

Rule 301(b)(3) of Regulation ATS imposes certain order display and execution access
obligations on ATSs. Currently, the obligations apply to any ATS that "(A) displays subscriber
orders to any person (other than alternative tradihg sysfem employees); and (B) during at least 4

- of the preceding 6 calendar months, had an average trading volume‘of 5 percent or more of the

aggregate average daily share volume for [an] NMS stock as reported by an effective transaction

3 17 CFR 242.300 et seq.

4 - 17 CFR 242.301(b)(3).

3 17 CFR 242.301(b)(3)()(B).
4 17 CFR 242.301(b)(3)(ii).
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reporting plan."47 If an ATS meets these criteria, it is required to-Acomply with Rule

301(b)(3)(ii),48 which requires the ATS to provide to a national securities exchange or national

- securities association (each of which is a "self- regulatory organization" or "SRO") the prices and

sizes of the orders at the highest buy price and the lowest sell price for that NMS stock,

 displayed to more than one subscriber of the ATS, for inclusion in the quotation data made

available by the SRO to vendors. An ATS that meets the volume threshold also is required to
comply with Rule 301(b)(3)(iii), which sets forth certain access standards regaiding the orders
that the ATS is required to provide to an SRO pursuant to Rule 301(b)(3)(i1).

The Commission is proposing to amend Rule 301(b)(3)(1)(B) by reducing the average
daily trading volume tllreshold from 5% to 0.25%. Thus, under the proposed amendment, the
display and access requirements of Rules 301(b)(3)(ii) and 301(b)(3)(ii1), respectivély, would
apply if the ATS's average daily volume in an NMS stock were 0.25% or more during at least
four of the preceding six calendar months. Average daily trading volume would continue to be
based on volumes reported by an effective transaction reportmg plan

The Commission preliminarily believes that lowering the volume threshold would further
the goals of the national market system by reducing the potential for two-tiered markets and

improving the quality of quotation data made available to the public. As discussed above, the

- Commission is proposing to amend the definitions of "bid" or "offer" in Rule 600(b)(8) of

Regulation NMS in a manner that would, among other things, make these sections consistent

“with the Commission's policy statements in adopting Regulation ATS that actionable IOIs are

orders for purposes of that regulation.*’

41 17 CFR 242.301(b)(3)(i).
@ 17 CFR 242.301(b)(3)(ii).

¢ See supra note 36 and accompanying text.
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The Commission believes that broker-dealers opefating’ ATSs should be subject to
quoting requirements that broadly parallel those applicable to other market participants.
Currently, the order di_splay and execution access requirements in Regulation ATS do not apply
to an ATS unless, among other things, the ATS has an averagé daily trading volume in an NMS
stock‘ of 5% or more. Few if any dark pool ATSs exceed the 5% threshold for any NMS Stocks
alth‘ough, as explained above,’ % ATSs collectively account for a significant share of trading
volume. Many dark pool ATSs communicate order information via actionable IOIs that could, if
apprppriately integrated, contribute to the overall efficiency .and quality of the national market
system. Without any attendant change to Regulation ATS to lower the 5% threshold, the
proposed amendments to the definitions of "bid" or "offer” in Rule 600(b)(8) of Regulation NMS
would have less effect, because most ATSs could remain under the 5% threshold and thus
continue to communicate actionable IOIs only to selected market participants. Therefore, in
conj uncﬁon with the proposed amendments to Rule 600(b)(8), the Commission is proposing to
substantially lower the threshQId at which an ATS incurs an obligation under Reg;ilation ATS to
provide orders to an SRO for inclusion iﬁ the public quote stream. The Commission |
preliminarily believes that such-amendment would be consistent with the mandate set forth in
Section 11A ofthe Exchange Act’' to promote a national fnarket system.

Congress in 1975 éndorsed.the development of a national market system and granted the

Commission broad authority to implement it.>* Chief among the objectives of the national

" market system are coordinating markets, reducing fragmentation, and limiting the possibility of

~ tiered markets where the best trading opportunities are available only to selected market

50 See supra notes 9 and 10 and accompanying text.

! 15 U.S.C. 78k-1. |
52 See Pub. L. 94-29, 89 Stat. 97 (1975) (adopting Section 11A of the Exchange Act).
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part.icipants.5 3 As the Commission has long recognized, proper coordination of markets requires
transparency and access across the national market system.>* Market participants. must be able to
know where the best trading opportunities exist, and have the ability to execute orders in
response to those opportunities. The Commission has taken a number of actions designed to
further these goals,’® such as by providing, through Regulation ATS, a regulatory framework that
promotes competition arhoﬁg and innovation by exchange and non-exchange trading cenfers
while attempting to minimize detrimental market fragmentation. As the Commission observed
in 1997, the failure "to fully coordinate trading on alternative trading systems into national
market systems mechanisms has impaired the quality and pricing efficiency of secondary equityl
markets. . . . Although these systems are available to some institutions, orders on these systems

frequently are not available to the general investing public.”56 The Commission noted that such

53 See 15 U.S.C. 78k-1(a)(1)(D) ("The linking of all markets for qualified securities through
communication and data procession facilities will foster efficiency, enhance competition,
increase the information available to brokers, dealers, and investors, facilitate the

-offsetting of investors' orders, and contribute to best execution of such orders"). See also
Securities Exchange Act Release No. 39884 (April 21, 1998), 63 FR 23504, 23514 (April
29, 1998) ("Regulation ATS Proposing Release"); Securities Exchange Act Release No.
38672 (May 23, 1997), 62 FR 30485, 30492 (June 4, 1997) ("Concept Release") (citing
inter alia SEC, STATEMENT OF THE SECURITIES AND EXCHANGE COMMISSION ON THE
FUTURE STRUCTURE OF THE SECURITIES MARKETS (February 2, 1972), 37 FR 5286
(March 14, 1972)); Securities Exchange Act Release No. 36310 (September 29, 1995), 60
FR 52792 (October 10, 1995).

>4 See, e.g., Regulation ATS Proposing Release, supra note 53, 63 FR at 23511.

% See, e.g..Rules 610 and 611 of Regulation NMS, 17 CFR 242.610 and 242.611; Order
Handling Rules Release, supra note 26 and accompanying text. See also H.R. Rep. 94-
123, 94th Cong., 1st Sess. 50 (1975) (concluding that "Investors must be assured that
they are participants in a system which maximizes the opportunities for the most willing
seller to meet the most willing buyer").

56 Concept Release, supra note 53, 63 FR at 30492. See also Regulatlon ATS Proposing

Release, supra note 53, 63 FR at 23514.

25




"hidden markets" - where superior quotations might be available to a‘subvset of market
participants — impeded the goals of the national market system.”’
Later, when adopting Regulation ATS in 1998, the Commission stated that "it is

inconsistent with congressional goals for a national market system if the best trading

opportunities are made accessible only to those market participants who, due to their size or
sophistication, can avail themselves of prices in alternative trading systems. The vast majority of
inivestors may not be aware that bettgr prices are disseminated to alternative trading system
subscribers and maﬁy do. not qualify for direct access to these systems and do not have the ability ‘
to route théir orders, directly or indirectly, to such systems. As a result, many customers, both
institutional and retail, do not always obtain the benefit of fhe better prices entered into an
alternative tradirig system."*® The Commission further stated that, "in light of the sbigniﬁcant
trading volume on some alternative trading systems, intégration of institutional and non-market
~ maker broker-dealer orders into the national mafket system is essential to prevent the
development of a twé-tiered market."> Beyond the general benefits of such integration, the

Commission specifically noted that "prices displayed only on alternative trading systems are

3 .See Regulation ATS Proposing Release, supra note 53, 63 FR at 23514-15 ("The use of

these systems to facilitate transactions in securities at prices not incorporated into the
[national market system] has resulted in fragmented and incomplete dissemination of
quotation information. Recent evidence suggests that the failure of the current regulatory
approach to fully integrate trading on alternative trading systems into [the national market
system] mechanisms has impaired the quality and pricing efficiency of secondary equity
markets, particularly in light of the explosive growth in trading volume on such
alternative trading systems"). '

Regulation ATS Adopting Release, supra note 36, 63 FR at 70865.
¥ Id.at 70866. S

58

2%




63

immediately known to key market players who can adjust their trading to take advantage of their

information advantage."6°

While initialfy proposing a 10% threshold,! fhe Commission ultimately adopted a 5%

| threshold. As noted in the Regulation ATS Adopting Release: "The Commission believes that

lowering the threshold to five percent will provide more benefits to investors, promote additional
market integration, and further discourage two-tier markets. At the same time, the Commission
believes that those alternative trading systems with less than five percent of the volume would

not add sufficiently to transparency to justify the costs associated with linking to a market."®

" The Commission continues to have the same concerns about fragmentation, two-tiered markets,

and lack of transparency potentially caused by ATSs as it did when adopting Regulation ATS.
However, as explained below, it now preliminarily believes that the 5% threshold for triggering
ATS} display obligations is too high, and t'hat developments in téchnélogy, communications, and
market structure warrant a substantial reduction of the ATS display threshold, to 0.25%.

| Since the Commission adopted Regulation ATS, the equity markets have evolved -
sighiﬁcantly and trading activity has become substantially less concentrated. The markét shares

of major national securities exchanges have declined over the last several years.63 More recently

~ adopted national market system rules require robust intermarket linkages and protection of best-

60 Id. at 70869. See also Order Handling Rules Release, supra note 26, 61 FR at 48308
("[T]he ECN amendment is intended to integrate into the public quote the prices of
market makers and specialists that are now widely disseminated to ECN subscribers but
are not available to the rest of the market"). '

61 See Regulation ATS Proposing Release, supra note 53, 63 FR at 23515.

62 Regulation ATS Adopting Release, supra note 36, 63 FR at 70867.

See supra notes 9 and 10 and accompanying text.
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priced quotations.“. As noted above,® a large number of ATSs ope_raﬁng as ;1ark pools have
commenced operations and collectively represent a significant source of liquidity for NMS
stocks. Many dark pool ATSs send actionable 10Is regarding subscriber orders held in their
systems. Such actionable IOIs typically represent orders that are at or inside the NBBO, which —
if incorporated into the public quote stream — could substantially benefit the national market |
system by, among other things, providing additional liquidity and promoting vigorous price
competition between orders and between markets.

Because the number of tradihg ceﬁters has increased and the concentration of trading'
aétivity has becorﬁe more dispersed, even smaller trading centers can now, collectively, have a
substantial impact on price discovery for the overall market. For this reason, the Commission
preliminarily believes that, to maintain a fair and efficient national market system, the majority
of inforrﬁation about orders in NMS stocks communicated by ATSs to selected market
paﬂicipénts — whether via actionable IOIs or otherwise — should participate in the pilblic price
discovery process. To accomplish this goal, the Commission is proposing to substanﬁally lower
the trading voiume threshold in Rule 301(b)(3) of Regulation ATS. At the same time, consistent
with the goals it articulated in adoptiﬁg Regulation ATS,® the Commission cbntinues to believe

_ that competition is important to a successful national market system, and that ATSs help promote

64 See, ¢.g., Rules 610 and 611 of Regulation NMS, 17 CFR 242.610 and 242.611; NMS
Release, supra note 26, 70 FR at 37501-37503 (summary of basis for requirements).

6 See supra notes 8-10 and accompanying text.

66 See Regulation ATS Adopting Release, supra note 36, 63 FR at 70846-47 ("The final
rules seek to establish a regulatory framework that makes sense both for current and
future securities markets. This regulatory framework should encourage market
innovation while ensuring basic investor protections. . . . The Commission believes the
framework it is adopting meets the varying needs and structures of market participants -
and is flexible enough to accommodate the business objectives of, and the benefits
provided by, alternative trading systems").
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competition amohg trading centers. Accordingly, rather than proposing to reduce the threshold
to 0% and, thereby, effectively requiring that any orders communicated by an ATS to more than
one person be made available to the market as a whole, the‘Commission is proposing a new
threshold of 0.25%. |
Regulation ATS was designed to balance the benefits of reducing barriers to entry for
non-exchange trading venues with the need for appropriate regulation and coordination among
exchange and non-exchange trading venues.®” The proposed display threshold of 0.25% is
designéd to keep barriers to entry for new ATSs low so as to promote éompetitioﬂ, while -
reducing the amount of important price information that is selectively displayed outside the

public quote stream. A new ATS that has not yet reached the 0.25% threshold in an NMS stock

would, under the proposed amendments, be permitted to communicate orders in NMS stocks —

whether via actionable IOIs or otherwise — to selected market participants. Such an ATS would
be able to commence operations without, at least initially, incurring linkage and other costs
associated with the requirement to provide order display and execution access. Although the

Commission preliminarily believes that these costs are not unduly burdensome, the Commission

is sensitive to these costs and preliminarily believes that it is not appropriate at this time to

impose such costs on new ATSs that display subscriber orders outside the public quote stream,

whether by communicating actionable 10]s or otherwise.®®

67 See Regulation ATS Adopting Release, supra note 36, 63 FR at 70847 ("The
Commission believes the framework it is adopting meets the varying needs and structures
of market participants and is flexible enough to accommodate the business objectives of,
and the benefits provided by, alternative trading systems").

68 If the proposed changes to Rule 301(b)(3) are adopted, a new ATS could engage in

limited display of orders in any NMS stock until it reached an average daily trading
volume of 0.25% or more in that NMS stock over four of the preceding six months. The
Commission preliminarily believes that this proposed threshold should provide a new
ATS entrant sufficient opportunity to initiate and develop its business. A new ATS also
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Although the Commission preliminarily believes that most established ATSs that
communicate actionable I0Is would be covered by the proposed trading volume threshold,® it
also preliminarily believes that the proposed amendments to Rule 301(b)(3)(ii) of Regulation

ATS would not impose significant costs or inappropriate compliance burdens on such ATSs. As

 discussed below,’® for those ATSs that would become subject to Regulation ATS's order display

and execution access requirements because of the lowering of the display thfeshold, and that
would comply with that obligation by providing their best-priced orders to an SRO for inclusion
in the public quote streafn, the Commission preliminarily believes that the costs of linking to an
SRO are not substantial. The communications and order-routing systems necessary to comply
with Regulation ATS's order display and execution access requirements have improved
significantly since théy were originally adopted. The Commission believes that robust and
extremely fast linkages that were not available at that tirhe are now widely offered on
commercially reasonable terms. It also appears that the market for these services is highly
competitive, further reducing tfleir cést. The Commission notes that for ATSs vcurrently

operating as ECNs, even those with relatively small market shares, already incur the costs

could structure its business to avoid any display-of orders, and thus any impact of the
proposed amendments. Consequently, the Commission does not anticipate that the
proposed amendments would lessen competition among or innovation by securities
markets. : : " :

% Based on information provided to the Commission by dark pool ATSs on their qharterly

Forms R-31, many such ATSs are above 0.25% of total national volume in all NMS
stocks. If an ATS has over 0.25% of total national volume in all NMS stocks, it likely
exceeds 0.25% in many individual NMS stocks — and thus would become subject to
Regulation ATS's display and execution access requirements with respect to such NMS
stocks, if the 0.25% threshold were to be adopted by the Commission. :

70 See infra in section VI.B.
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associated with broviding their best-priced orders to an SRO for inclusion in the public quote
strAeam.71 |

Aﬁy ATS would be able to avoid any direct impact from the proposed amendments by
ceasing to send actionable IOIs to more than one person. Such an ATS would not incur any
costs to link to an SRO for the purpose of providing its best-priced orders to an SRO for
inclusion in the public quote stream. The Commission undgrstands that some ATSs already
opefate on a completely dark basis, which suggests that this may be a viable business strategy for
additional ATSs.” |

The proposed amendments are designed to create a more level playing field with respect
to order display and execution access for all market participants that receive and attempf to
execute orders, including exchanges, ATSs, and OTC market makers. By amending Rule

301(b)(3) to make the order display and execution access requirements of ATSs more closely

71 Some ECNs display or have in the past displayed their orders in FINRA’s Alternative

Display Facility ("ADF"). Market participants that wish to trade against an ECN order
displayed on the ADF must route a contra-side order to the ECN, as the ADF itself does
not provide execution functionality. Other ECNs display or have in the past displayed
their orders on national securities exchanges that provide an "order delivery"
functionality. When an order arrives at the exchange seeking to execute against an ECN
order that is displayed on the exchange, the exchange will "deliver" the contra-side order
to the ECN for execution. This order delivery functionality is designed to eliminate the
possibility of a double execution of the ECN order (once against an order sent to the
exchange and once against an order sent directly to the ECN). To be competitive and
comply with relevant regulatory requirements, including Regulation NMS, the exchange
and ECN trading systems must be closely integrated and have very high reliability and
speed. The prevalence of these order display and routing arrangements employed by
ECNs suggests that it would not be inappropriately burdensome for other ATSs to
undertake similar order display and routing arrangements to include their trading interest
in the consolidated quotation data.

& Certain ATSs generate executions by communicating actionable IOIs to selected market -

participants and thereby benefit from the current regulatory structure. The Commission
acknowledges that the proposed amendments could impact such ATSs. However, as
explained in this Release (see infra section VI.B), the Commission preliminarily believes
that the potential benefits to the broader market of the proposed changes to Rule '
301(b)(3) would justify these impacts.
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parallel those of other market participants, the Commission preliminarily believes that the
national market system would be fairer, more transparent; and more competitive — to the beﬁeﬁt
of all investors. |

B. Elimination of "in the alternative trading system" limitation

In its current form, the display requirement of Regulation ATS applies only with respect

to orders that are displayed to more than one person in the alternative trading system.” "As the -

Commission nbted in thé Regulation ATS Adopting Release, the term "person in the alternative
| tradihg s-ystem" means a subscriber of thé ATS.”* The Commission noted that this language
‘would permit ATSs that operated a negotiation feature from incurring any order display

obligations pursuant to Regulation ATS.”

Tﬁé Co‘mrhissibn proposes to amend Rule 301(b)(3)(ii) by éliminating the phrase "iﬁ the
alternative trading system” and replacing it with the phrase "(other than alternative trading
" system employees)." The purpose of eliminating thé. phrase "in the alternative trading system"
would be to make an ATS that rﬁeets the volume threshold subject to the display obligation

whenever it displays an order in an NMS stock to more than one person, regardless of whether

B See 17 CFR 240.301(b)(3)(ii) ("[s]uch alternative trading system shall provide to a
' national securities exchange or national securities association the prices and sizes of
orders at the highest buy price and the lowest sell price for such NMS stock, displayed to
more than one person in the alternative trading system, for inclusion in the quotation data
made available by the national securities exchange or national securities association").

" See Regulation ATS Adopting Release, supra note 36, 63 FR at 70866 ("alternative

trading systems are not required to provide to the public quote stream orders displayed to
only one other alternative trading system subscriber"); id. at 70867 ("Rule 301(b)(3) only
requires alternative trading systems to publicly disseminate the best priced orders that are
displayed to other alternative trading subscribers"). '

5 Seeid. at 70866. Using a negbt-iation feature, two subscribers of an ATS would

communicate with each other using the facilities of the ATS in an attempt to reach
agreement on the terms of a transaction. The negotiation could result in one subscriber
communicating a firm order to another subscriber, which the latter could accept or reject.
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those persons are subscribers of the ATS. When the Commission adopted Regulation ATS in
1998, trading technology and business strategies had not yet evolved to the point where
cohnnunicating order information to anyone other than a subscriber of an ATS was feasible or

even desirable. Given the state of the market in 1998, the Commission did not consider

imposing, and thus did not adopt, a display obligation with respect to order information

communicated to non-subscribers.

More recent technological developments require the Commissién to revisit this issue. As
markets have become highly aﬁtomated and systems for sending, receiving, ana processing large
numbers of electronic messages have grown more robust and more widely available, many
market participants — including some ATSs — now communicate actionable 1O1s to attract
potential counterparties for subscriber orders that they hold.” In many cases, the recipients of
those 10Is are not subscribers of the ATS and thus are not "in" the ATS.' In its current fonn;
however, Rule 301(b)(3) does ndt cover this type of .display, even if the ATS exceéds the current
5% threshold.

The developmeﬁt and implementation .Qf new technology — particularly the ability of
third-party vendors tb provide fast and robust order-routing services to a wide number of venues
on commercially attractive terms — support extending Regulation ATS's display requirements to
instances wheré orders are displaYed to more than one person, regardless of wﬂether such
persons are subscribers of the ATS. Whether or not a recipient of such order information is

deemed to be "in" the ATS, communication of such information to a limited subgroup of market

The recipient of such information can respond by sending a firm order back to the sender
with the goal of interacting with the contra-side order held by the sender.
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_ partieipahts has the potential to create a two-tiered matrke:t.77 Thus, the Commission
preliminarily believes that the phrase "in the alternative trading system" unduly restricts the order
display and execution access obligatious of ATSs, and that the proposed emendment to Rule
3Ql(b)(3)(ii) is appropriate to further the ottjectives of a national market %ystem.

R While the Comfnission is proposing to deiete the phrase "in the alternative trading
system" from Rule 301(b)(3)(ii), it is proposing to replace it with the phrase "(other than-
alternative trading system employees)." The ability of ATS empleyees to see such order
information should not affect whether the ATS is required to previde its best-priced orders to an
SRO for inclusion in the public quote stream. Ex1st1ng Rule 301(b)(3)(1)(A) already contains the
language "(other than alternative trading system employees)." By inserting the same phrase.m
- Rule 301(b)(3)(ii), the Commission would clarify that no display obligations are triggered
because ATS employees can see subscribers' order information.

C. Size Discovery Exclusion

The Commission proposes to revise Rule 301(b)(3)(ii) of Regulation ATS to add an
exclusion for certain large orders to make it consistent with the proposed amendments to the
definition of “bid” or “offer” discussed in section II above. Rule 301(b)(3)(ii) currently states
that an ATS is requ1red to provide to an SRO the prices and sizes of the orders at the hlghest buy
price and the lowest sell price for any NMS stock for inclusion in the public quote stream that
are, among other things, displayed to more than one berson in the ATS. The Comm1531on

proposes to amend Rule 301(b)(e)(i1) to exclude “orders having a market value of at least

77 However, under the proposal, a negotiation system that allowed one subscriber to
communicate an order to a second subscriber in an attempt to reach agreement on the
terms of a transaction would continue to be exempt from any order display or execution
access requirements under Regulation ATS, because the system is not displaying

subscnber orders to more than one person.
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$2d0,000 that are displayed only to those who are reasonably believed to represent curréht
contra-side trading interest of at least $200,000.”

With respect to such "size discovery orders,"’® this proposed amendment to Rule
301(b)(3)(i1) would make fhe exception from the order disi)lay and execution access
requirements applicable to ATSs consistent with the proposed exception in Rule 602 applicable
to exchanges and responsible brokers and dealers. If Rule 301(b)(3)(ii) were not amended in this
manner, the proposed exceptib'n to display requirements for size discovery IOIs in Rule 602
‘ wouid not apply to ATSs. Rule 300(e) of Regulation ATS” defines the term "orderf' for
purposes of Regulation ATS as including "any bid or offer quotation” which, if the Commission
édopts this proposal, would no longer include size discovery I0Is. However, Rule 300(e) also
defines the term "order" to include any "other priced order.” Because a size discovery order
could be an "other priced order," a size discovery order could be subject to the order display and
execution access requirements of Rule 361(b)(3)(ii), regardless of any g:hange to the definition of
"bid" or "offer" in Rule 602, Therefore, the Commission is proposing to amend Rule
301(b)(3)(i1) to explicitly provide that "orders having a market value of at least $200,000 that are
displayed only to those who are reasonably believed to represent current contra-side trading

interest of at least $200,000" would not be subject to Regulation ATS's order display and

8 The Commission notes that the proposed exclusion from Rule 301(b)(3)(ii) would apply

to "orders" meeting certain criteria rather than to "indications of interest," which are the
subject of the proposed exception to Rule 600(b)(8) of Regulation NMS discussed above.
Because the term "order" is defined broadly in Regulation ATS and incorporated into
multiple aspects of the regulation (i.e., recordkeeping and reporting requirements), the
Commission preliminarily believes that an effort to distinguish and exclude size
discovery I0Is from the definition of "order" under Regulation ATS would have
additional and unintended effects on Regulation ATS.

o 17 CFR 242.300(e).
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execution access require:ments_.80 For the same reasons discussed in section II above,
Commission preliminarily believes that the proposed amendrﬁent to Rule 301(b)(3)(i1) would
appropriately balance preventing two-tiered mérkets and encowagiﬁg the public display of limit
orders with affording certain large orders some opportunity for size discovery without ﬁaving to
be displéyed in the public quote stream.

D.  Request for Comment

The Commission requests the views of commerite_rs on all aspects of rthe proposed
amendments to Regulation ATS described above. The Commission also reciuests particular
comment on the follbwing:

1. Is 0.25% of aggregate average daily share volume in an NMS stock an appropriate
threshold to trigger the order display and execution access requirements of Regulation ATS?
Why or why not? Shguld the Commission adopt a higher o.r lower threshold? If so, what should
tﬁat threshold be and why‘? Should the Commission leave the threshbld at 5%? Would a
threshold of 0.25.% achieve the desired balance of not creating a barrier to entry for new ATSs

while capturing most established ATSs that communication actionable IO0Is? Are there other

considerations and goals the Commission should take into account in establishing a new

threshold?

80 Because the Commission's objective in the present proposal relates only to order display

and execution access required by Rule 301(b)(3)(i1), no change to the definition in Rule
300(e) is being proposed. Therefore, other requirements relating to orders in Regulation
'ATS — including fair access; capacity, integrity, and security; recordkeeping; reporting;
and the confidential treatment of trading information (see 17 CFR 242.301(b)(5), (b)(6),
(b)(8), (b)(9), and (b)(10), respectively — would continue to apply with respect to all
orders, whatever their size. In addition, executions of all orders, whatever their size,
would continue to count toward an ATS's trading volume threshold for purposes of Rule
301(b)(3). » ‘

81 See supra section II.
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2. Should the Commission adopt a threshold based on additional or different criteria
other than trading volume (e.g., adjusting the trading volume threshold based on the liquidity of
an NMS stock)? If the Commission were to do s0, how should that threshoid be determined and
calculated? For example, what woqld be the appropriate time period for a liquidity-based
threshold?

3. Is it consistent with the Commission's goals to permit very low volume ATSs to
display orders to more than one person outside the public quote stream (by communicating
actionable IOIs or otherwise) as would be the case with a display threshold of 0.25%, or should

the display threshold be 0%? Are such IOIs typically used for more or less liquid NMS stocks?

‘Should the types of NMS stocks that are typically associated with IO usage affect the setting of

the display threshold? If so, how?

4. Would lpwering the average daily trading volume threshold to 0.25% promote price
transparency and price diséovery in the national market system? Why or Why not? Are there
other rule amendments the Commission could adopt that would achieve the Commission's goals?

5. Should the order display requirer‘nents of Rule 301(b)(3) include a size discovery
exclusion for large orders? Is a principal amount of $200,000 an appropriate value to define
large orders for this pﬁrposé? Should the Commission adopt a higher or lower threshold? If so,
what should that threshold be and why? Are there other or additional criteria, such as number of
shares, on which the exclusion should be based? If so, what are those criteria?

6. Is the amendment to Rulé 301(b)(3 )(}i) eliminating the phrase "in the alternative
trading system" appropriate? Should the application of the order display requirements of Rule
301(b)(3)(ii) remain limited to orders that are displayed only to subscribers of an ATS? Ifso,

why?
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7. What would be the most likely method of compliance by ATSs were the Commission
to adopt the proposed amendments to Rule 301(b)(3)? ljo you believe that ATSs thaf currently_
send actionable IOIé would choose to comply with the proposed amendments to Regulation ATS
by submitting subscriber orders to an SRO for inclusion in the public quote stream or by going
comnletely dark (i.e., not disclosing any information about subscriner orders, whether via IOIs or
6therwise)? Whaf percentage of ATSs (whether by number or by the percentage of ATS trading
volume that they represent) do you estimafe would choose each option? Are there other options
) not discussed here that ATSs might pursue? Are there other policy implications that the |
Commission should consider regarding the likely responses .b)v/ ATSs if the Commission were to
adopt the proposed amendments? |

8. Do you believe that suBscribers of ATSs would change how they use ATSs if the
‘Commission were to adopt the proposed amendments to Regulation ATS? If S0, hqw?

9. How would the proposed amendments affect ATS revenﬁes and thg: ability of ATSs to
offer new products and services?

10. How would the proposed amendment‘s affect internalization and payment-for-order-
~ flow arrangements? Would the proposed amendments provide greater incentiyes to initiate
internalization 'programs in lieu of devevloping anew ATS?

11. Would the proposed amendments increase or decrease trading costs for institutional
investors? If so, please describe and quantirfy.

12. What would be the effects, if any, on the price discovery process for NMS stocks,
their overall liquidity, or other frading-characteristics if more ATSs went completely dark?

13. What costs would an ATS incur as a result of the proposéd amendments to Rule

301(b)(3)? If an ATS that communicatés actionable 1OIs chose to comply with amended Rule
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3v01(b)(3) by pfoviding orders to an SRO for inclusion in the puiﬂic quofe stream, what would be
f_he'costs of the attendant linkage and order-routing systems (on both an initial and ongoing
basis) and their related costs (e.g., compliance costs)? Do yo'u agree with the Commission's
preliminary assessment that fast and robust linkage and order-routing systems are widely
aQailable to market participants on commercially reasonable terms?
14. Would the proposed amendments to Rule 301(b)(3) have any impact (positive or
- negative) beyond those described in this release? Would the proposed amendments raise any
additional issues that the Commission should consider?
v. Post-Trade Transparency for ATSs
A. Background
1. Joint-SRO Arrangel‘nen.ts‘for Disseminating Market Information
~ Section 11A(a)(2) of the Exchange Act, adbptédvby the Securities Acts Arhendments of
1975 (“1975 Amendmerits”),82 directs the Commission, having due regard for the public interestz
~ the protection of investors and the maintenance of fair and orderly markets, to use its autho'rity'
undérk the Exchange Act to facilitate the establishmept of a national market system for securities
" in accordance with the Congressional ﬁndings and objectiVes set forth in Section 11A(a)(1) of
the Exchange Act. Among those findings and 6bjectives is “the availability to brokers, dealers,
and investors of information .with respect to quotations for and trahsactiohs in securities.”®?
Using th:1s authority,. the Commission has required thevSROs to act jointly pursuant to

various national market system plans in disseminating consolidated market information.** Under

¥ Pub. L.94-29, 89 Stat. 97 (1975). |
¥ Section 11A(a)(1)(C)(iii) of the Exchange Act, 15 U.S.C. 78k-1(2)(1)(C)(ii)-

8 See, e.g., 17 CFR 242.601. This rule requires exchanges to file a transaction reporting

plan concerning transactions in listed equity securities executed through their facilities
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this régulatory framework, the SROs have developed aﬁd funded, and presently'opérate, the
systems thaf disseminate a highly-reliable, real-time stream of consolidated market information
throughout the United States and‘the.: world. |

The joint-industry plans that provide for the dissenﬁnation of last sale information for
equity securities are the Consolidated Tape Association Plan (“CTA Plan”) and the Joint Self-

Regulatory Organization Plan Governing the Collection, Consolidation, and Dissemination of

Quotation and Transaction Information for Nasdaq-Listed Securities Traded on Exchanges on an

Unlisted Trading Privileges Basis (“Nasdaq UTP Plan”) (collectively “the Plans”).85 These plans
govern the arrangements for disseminating consolidated trade information. Among other things,

the plans require the individual SROs to provide trade information for an NMS stock to a

securities information processor (“SIP”), which then consolidates the information into a single

stream for dissemination to the public. In this way, the public has access to a highly reliable
source of information that is consolidated from all the market centers that trade a particular

security.%

- and imposes a parallel requirement on associations for transactions effected otherwise
than on a national securities exchange.

The CTA Plan is available at http://www.nyxdata.com/cta and the Nasdaq UTP Pian is
available at http://www.utpdata.com. These plans are transaction reporting plans as well
as National Market System Plans and were submitted by the plan participants for notice,
comment, and approval by the Commission. The CTA Plan was originally declared
effective pursuant to Section 17(a) of the Act and Rule 17a-15 thereunder. See Securities
Exchange Act Release No. 10787 (May 10, 1974), 39 FR 17799 (May 20, 1974). It was
subsequently approved, as amended, under Section 11A of the Act. See Securities
Exchange Act Release No. 16589 (February 19, 1980), 45 FR 12377 (February 26, 1980).
The Nasdaq UTP Plan was approved pursuant to Section 11A(a)(3)(B). See Securities
Exchange Act Release No. 28146 (June 26. 1990), 55 FR 27917 (July 6, 1990).

For é more detailed description of the Plans, see Market Information Concept Release,
supra note 3, 64 FR at 70616.
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The CTA Plan provides for thc; disseminatio.n of trade information for any CTA “Eligible
Security” which is defined as any common stock, long-term warrant, preferred stock, or right
admitted to dealings on the New York Stock Exchange LLC (“NYSE”), NYSE Amex LLC
(“NYSE Amex"’) or the “regional exchanges.” The CTA Plan is administered by the
Consolidated Tape Association (“CTA”), which consists of a representative from each of the
twelve U.S. equities markets.*®

The Nasdaq UTP Plan was approved on a pilot basis in 1990;* it became operational in
1994.%° The Nasdaq UTP Plan governs the collection, processing, and disseﬁination ona
consolidated basis of quotation information and transaction reports in Eligible Securities for each
of its Participa/nts.91 Eligible Securities under the Nasdaq UTP Plan means any Nasdaq Global
Market or Nasdaq Capital Market security (“Nasdaq securities”) as defined in Nasdaq Rule 4200,

but does not include any security that is defined as an “Eligible Security” within Section VII of

8 Nasdagq securities are eXpressly excluded from this definition. See CTA Plan, Sections

I(p) and (q), and VII. The Consolidated Quotation Plan provides for the consolidation of
quotations from the markets trading the securities covered by the CTA Plan. .

8 The participants are: BATS Exchange, Inc.; Chicago Board Options Exchange, Inc.;

Chicago Stock Exchange, Inc.; Financial Industry Regulatory Authority, Inc.;
International Securities Exchange, LLC; The NASDAQ Stock Market LLC; NASDAQ
OMX BX, Inc.; NASDAQ OMX PHLX, Inc.; National Stock Exchange, Inc.; New York
Stock Exchange LLC; NYSE Amex LLC; and NYSE Arca, Inc. (collectively, the
“Participants”).

89 See supra note 85.

20 See Securities Exchange Act Release No. 34371 (July 13, 1994), 59 FR 37103 (July 20,
1994). Before 1994, the Commission had to grant unlisted trading privileges (“UTP”) to
an exchange in order for the exchange to trade an over-the-counter (“OTC”) security.
Before the Nasdaq UTP Plan was approved, the Commission approved a limited pilot for
exchanges to trade OTC securities. See Securities Exchange Act Release No. 22412
(September 16, 1985), 50 FR 38640 (September 24, 1985). In 1994, the Exchange Act
was amended to permit exchanges to trade OTC securities on a UTP basis without
Commission action.

o See Nasdaq UTP Plan, Section II.
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the CTA Plan.”? This consolidated informétion provides investors with the current quotation and
last sale information in Nasdagq securities. It enables investors to ascertain from one data source
the current prices in all the markets tradiﬁg Nasdagq securities. The Nasdaq UTP Plan serves as
the traiﬁsaction reporting plan for its Participants and is a prerequisite for their trading of Nasdaq
securities.” Thé Nasdaq UTP Plan is administered by the participating exchanges and
association, and applies to all of the markets that trade equity securities.”® Amendments
submitted by SROs to the Plans are subject to Commission review un(ier Rule 608 of Regulation
NMS.” Further, the Commission may itself arhend National Market System plans, pursuant to
Rule 608(b)(2) of Regulation NMS. |

2. Alternative Trading Systems and Their Arrangements for
Disseminating Market Information

Rules applicable to ATSs are set forth in Regulation ATS.*® ATSs can choose whether to

register as national securities exchanges or to register as broker-dealers and comply with

additional requirements under Regulation ATS, depending on their activities and trading

‘ volume.”” 'ATSs that register as broker-dealers®® are required to be SRO membg:rs.99 Because

ATSs effect transactions in the OTC market,' they must be members of FINRA.‘OO ’

22 See Nasdag UTP Plan, Section III (B).

9 -See 17 CFR 242.608; See also Securities Exchange Act Release No. 55647 (April 19,
~2007), 72 FR 20891 (April 26, 2007). '

94 See supra note 7.

%5 See 17 CFR 242.608. .

% See 17 CFR 242.300 et seq.
< See 17 CFR 242.301.
%8 See Section 15(b) of the Act, 15 US.C. 780(b)

9 See Section 15(b)(8) of the Act, 15 U.S.C. 780(b)(8).
‘100 : '
Id.
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Rule 601(5) of Regulation NMS under the Exchange Act, which governs the
dissemination of transaction reporfs and last sale information in national market system
securities, requires SRO members tb transmit the information required by the transaction
reporting plans to the SRO.!! OTC frades, including trades executed by ATSs, are reported to
the éonsolidated trade streams through one of the trade réporting facilities (“TRFs”) operated by
FINRA on behalf of exchanges,'? or through FINRA’s ADF.'® The publiéhed trade reports
| identify the trades as OTC trades; they do not identify the particular ATS or other broker-dealer -
that reported the trade.'™ |
B. Proposed Amendments to the Plans
The Commission has long believed that one of the mosvt‘important functions it can
perform for investors is to ensure that they have access to the information they need to protect

105

and further their own interests. = The Commission has consistently supported making timely

and accurate reports of transactions available to the public.!® A transparent market is a market

01 See 17 CFR 242.601(b).

102 See FINRA Rules 6300 et seq. FINRA has established the following TRF's (each in
conjunction with the pertinent Exchange): the FINRA/NASDAQ TRF and the
FINRA/NYSE TRF. '

103 See FINRA Rules 6200 et seq. The ADF is both a trade reporting and quotation display
and collection facility for purposes of transactions in NMS stocks effected otherwise than
on an exchange.

Members reporting trades to FINRA attach their unique Market Participant Symbols
(“MPIDs”) for reporting a trade to a TRF or the ADF, but the MPID is not disseminated
publicly on trade reports. Trades reported to one of the two FINRA TRFs are transmitted
to the SIPs for CTA or Nasdaq UTP (and disseminated to the public) with a market center
identifier of FINRA and a sub-indicator for the relevant exchange TRF (i.e., NYSE or
NASDAQ). -

See, e.g., Market Information Concept Release, supra note 3, at 70614.

1% See, e.g., Securities Exchange Act Release No. 16589 (February 19, 1980), 45 FR 12377
(February 26, 1980) (amending the rule governing the collection and dissemination of
transaction reports and last sale data).
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in which investors and their brokers have information about the current buying and selling
interest in a security, as well as information about the price and size of recent transactions and
where those transactions have taken place.'”” In particular, the Commission has long been an
advocate of post-trade transparency and has encouraged the markets to enhance the information
rnade available to the public regarding transactions effected on exchanges and in the OTC
market.'® As the Commission has stated in the past, transparency allows all market participants
to assess overall supply and demand, substantially counteracts the effects of fragmentation that
necessarily characterize a decentralized market structure, without forcing all executions into one
market, and can reduce the “information gap” between investors with differing degrees of
sophistication. 19 Nationwide disclosure of market information is necessary to assure the .
efficient pricing of securities, to maximize the_depth and liquidity of the securities markets and to
provide inves'ters with the opportunity to receive the best possible execution of their orders.'"
Since the adoption of Regulation ATS, the equity tnarkets have evolved and, among other
things, trading activity has become less concentrated. The shar_e of trading volume at certain
major national securities e)-(cbhanges has declined over the last several years.'!! ATSs, including

those that are ECNs and those that are dark pools, have gained a growing share of equity trading

107 See, e.g., Securities Exchange Act Release No. 50700 (November 18, 2004), 69 FR
71256, 71271 (December 8, 2004). ' -

See, e.g., Securities Exchange Act Release No. 30569 (April »10,, 1992), 57 FR 13396
(April 16, 1992) (stating, among other things, that real-time publicly disseminated trade
reporting is crucial to the efficient and fair operation of capital markets).

108

(109 See id.

10 Gee, e.g., SEC, STATEMENT OF THE SECURITIES AND EXCHANGE COMMISSION ON THE

FUTURE STRUCTURE OF THE SECURITIES MARKETS (February 2, 1972), 37 FR 5286, 5287
(March 14, 1972). '

HI" " See supra notes 9-10 and accompanying text.
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in th¢ past several years. 12' Currently, approximately 38 ‘percAent of trading volume in NMS
stocks is reported as OTC (which includes ATS tradf':s).”3 The lack of information concerning
the ATS on which trades are executed makes it difficult, if not impossible, for th§: public to
assess ATS trading in real-time, and to reliably identify the volume of executions in particular
stocks on individual ATSS. |

The Commission preliminarily believes that the current level of post-trade transpérency
for ATSs is inadg:quéte. .Requiring ATS trades to carry a speciﬁc identifier that would be
disse'minated »publicly would equalize the trade reporting requirements for exc.hanges ana ATSs,
both of which operate systems that bring together orders of multiple buyers and sellers on an
agency basis. Accordingly, the Commission is proposing to amend the Plans to require the
disclosure of the identity of individual ATSs on trade reports in the public data stream, the same
way exchange tradés’ are identified. Requiring the public disclosure of the individual ATS that
executed a trade should enéble market participants to better assess in real-time where executions
in parﬁcular securities are occurring among varibﬁs ATSs in the over-the-countef market. | In
addition, the proposal should allévQ more reliabie tréding volume statistics to be calculated for
- iﬂdividual ATSs. The Commission preliminarily believes this should enhance the ability of
.broker~déa1ers and their customers to more effectively find liquidity and achieve best execution
in the over-the-counter market.

However, thé Commission is sensitive to the need of investors executing large size trades

to control the information flow concerning their transactions, and pfeliminarily believes that the

12 See Securities Exchange Act Release No. 59248 (January 14, 2009), 74 FR 4357, 4361
: (January 26, 2009); see also Regulation ATS Adopting Release, supra note 36, at 70844.

13 See, e.g., market volume statistics available at

http://www.batstrading.com/market_summary (OTC volume in NMS stocks was 37 7%
during 5-day period ending September 21, 2009)
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disclosure of the identity of the ATS that has executed a particular large size trade could
potentially cause undue information leakage about that trading. Identification of an ATS that
- focuses on such block trading, for example, could signal to the market that the entity trading may
plan to execute more trades in the same securities, with the risk that other market participants
may attempt to take advantage of this information, to the detriment of the entity engaged in those
large trades. The Commission preliminarily believes that the benefits of not disclosing the
identity of ATSs that execute large size trades justify not providing such post-trade information
about large size trades. The Commission also preliminarily believes that the exception for large
size trades strikes the appropriate balance between the need of investo;s executing large size
trades to minimize significant information leakage and the right of the investing public to have |
this identifying post-trade information. Therefore, the Commission is not proposing to require
the identification of ATSs on trade reports 1n the pllblic data stream for large size trades.'™*
Specifically, the Commission is proposing to revise the definition in the CTA Plan of
Last Sale Price Information, to add language at the end of the first pafagraph of Section VI(f)
_(Market Identifiers) of the CTA Plan, and to revise the second and third sentences of Section
VIiI(a) (Responsibility of Exchange Participants). Tegether, these changes would amend the
CTA Plan to require that all last sale prices collected by FINRA from each ATS be accompaniecl '
by an identifier unique to the ATS and distributed by the SI'P, unless the trade has a market value
of at least $200,000. Such trades would continue to be reported as OTC trades‘ with'out, an ATS

identifier.

14 As with the other proposed amendments discussed above in the release, the Commission

is proposing to use the $200,000 figure to define large size trades. It is a figure that is
well recognized as constituting a large size order. The Commission is concerned that
with these large size trades there is more potential for information leakage. For a more
detailed discussion of large size trades and the $200,000 figure, see section II.
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The Commission also is proposing to amend the Nasdaq UTP Plan to achieve the same
result. Specifically, the Commission is proposing to revise the definition of ‘;Transa;:tion
Reports” in Section III (U), the language in Section VI(C)(3) regarding processor dissemination
of information via transaction reports, and Section VIII(B) régarding Transaction Reporté.
Together, these changes would amend the Nasdaq UTP Plan to require that all last sale prices
collected by FINRA from .each ATS be accompanied by an identifier unique to the ATS and
distributed by the SIP, unless the trade has a market value of at least $200,000. Such trades
would continue to be reported as OTC trades without an 'ATS identifier. |

Currently, as discussed above, the identity of the ATSs is not reported to the public dgta
stream. Recognizing the changes that have taken place in the marketplace and the increased
share of equity trading by ATSs in the last number of years, the Comrﬁissibn preliminarily
believes that requiring the disclosure of the identity of ATSS on their trade reports in the public
data stream should be beneficial to investors. The proposed amendments would augment

available trade information, provide important information about trading volumes of ATSs,

including dark pools, as well as information on which ATSs may have liquidity in particular

stocks. The Commission also preliminarily believes that the resulting improved transparency
would help ensure that publicly available prices fully reflect overall supply and demand, equip
the investing public with tools to make better investment decisions, increase the perception of

fairness that is necessary for the healthy functioning of the national market system; and, as a

result, enhance public confidence in the securities markets.''®

C. Request for Comment on Proposed Plan Amendments

15 See supra notes 107-109 and accompanying text.
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.The Commission invites interested persons to submit written comments on émy aspect of
the proposed Plan arpendments. The Cpmmission seeks comment on whether there are
alternative approaches to improving ATS posf—trade transparency that the Commission should
considef that would achieve the Commission’s stated goals. The Commission specifically seeks
comment on whether the amendment of the Plans is the best way to address the matter. If there
are alternative approaches, such as reqpiring the TRFs tp make the identity of ATSs that submit
trade reports available to the public as part of their proprietary data streams, please discuss your
suggestéd approach, its feasibility, and how it would achieve the Commission’s goals. In
addition, the Commission seeks comment on the timing and le\}el_ of detail that ATSs should be
required to provide about their trading activity. Would summary information, such as énd-of-
day volume statistics be preferable to real-time, trade-by-trade disclosu_ré? If so, please explain
your reasoning. Would real-time identification of ATS trades cause inappropriate information
leakage concerning customer orders or result in other unintended consequences? What
modiﬁcafions could the Commission make to its proposal to address any such concerns? Will
the proposed change affect trading on exchénges, where no large trade exception applies? The
Commission also seeks comment on whether the proposed- exception to the ATS trade reporting
requirefnent for large size trades is justiﬁéd and Would help minimize concerns about
information leakage. Ifé large size trade exception is not apprdpriate, please explain why you .
believe such an exception_is not ﬁecessary. F urther; is the proposed th;eshold the appropriate
one, or should it be higher or lower? Should the Commission consider using a threshold other
than a dollar thréshold, such as a certain number of shares? How should the Commission

establish such a thres'hold; for example, should it use other existing thresholds? | If the

Commission adopts the Plan amendments with the exemption for large size trades, should the
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Commission require that the informatioh with respect to which ATS effected the large size trades
be made public at the end of the day (or at other time intervals), rather than in real-time as would
- occur if this “;efe included in the consolidatéd data stream? In addition, comment is requested
on the effect of the proposed post-trade disclosure on investors, ATSs, vendors and others that
may be affected by the proposed amendments, as well as the effect on the market place and any
competitive effect the proposed Plan changes may have.
V. Paperwork Reduction Act

A. Actiénable 10Is

The proposed amendment of Rule 600(b)(8) of Regulation NMS does not contain any
“collection of infonnationv requiremer_lts”vwithi'n the meaning of the Paperwork Reduction Act of
1995 (“PRA™).M¢ Rule 600 of Regulation NMS contains all of the defined terms used in
Regulation NMS. The proposed amendment of Rule 600(b)(8) would revise the definition of
“bid” bor “offer” by expressly limiting its exclusion of IO to those “that are not actionable and
indications of interest for a quantity of NMS stock having a m&ket valﬁe of at least $200,000
that are communicated only to those who are reasonably believed to represent current contra-side
trading interest of at least $200,000.” The practical result of the amendment would be thét
actionable IOIs that do not qualify for the size discovery exclusion would be “bids” or “offers.”

While the amendmenf to Rule 600(b)(8) does not contain any collection of information
requirements within the meaning of the PRA, the proposed chaﬁge in the definition of “bid” or

“offer” could affect the collection of information burdens under Rule 602 of Regulation NMS.'"’

116 441U.8.C. 3501, et seq.

1 The proposed amendment to Rule 600(b)(8) of Regulation NMS also may affect the

‘obligations imposed by Rule 301(b)(3) of Regulation ATS on ATSs that meet the
specified trading volume threshold. Rule 301(b)(3) does not, however, currently contain
a collection of information requirement as defined by the PRA because it currently
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119

“Bid” and “offer” are keyr terms that determine thé scope of Rule 602 of Regulation NMS. In
general, Rﬁle 602 requires exchaﬁge members and OTC market makers to provide their best-
priced bids and offers to their respective exchanges ahd FINRA. The exchanges and FINRA, in
turn, are required to make their best bids and ‘offers available in the consolidated quotation data.

The Commission does not believe that the proposed amendment to Rule 600(b)(8) would require

. any new or additional collection of information under Rule 602. Exchangé members and certain

OTC market makers would continue to be required to provide their best-priced bids and offers té
their respective eichanges and F INRA H8 The proposed amendment to Rule 600(b)(8) could
increase the number of “bids” or “offers” that exchange members and OTC market'n'lakers
would be required to review to defermine their best-’briced bids and offers. Itis the
Commission’s understanding that all exchange members and OTC market makers have systems

and procedures in place to make this determination today. As a result, the Commission believes

~ that any burden increase in determining their best-priced bids and offers due to the pfoposed

inclusion of actionable IOIs in the definition of “bid” or “offer” would not substantively or

“materially change existing collection burdens.'”” The Commission encourages comment on all

aspects of this issue. In addition, the Commission encourages specific comment on:

affects fewer than ten entities. However, the proposal to lower the trading volume
threshold contained in Rule 301(b)(3)(1)(B) could affect the number of entities subject to
Rule 301(b)(3) so that the amended rule would contain a collection of information. The
PRA burden associated with the proposed amendment to, and amendments affecting the
application of, Rule 301(b)(3)(1)(B) are discussed below in section V.B.

18 Under the definition of “subject security” in Rule 600(b)(73)(ii)(A) of Regulation NMS,
an OTC market maker is not required to provide its best bids and offers for an NMS stock
if the executed volume of the firm during the most recent calendar quarter comprised one
percent or less of the aggregate trading volume for such NMS stock.

The information collection contained in Rule 602, entitled "Dissemination of Quotations
—Rule 11Ac1-1," the precursor to Rule 602, has been assigned control number 3235-
0461. The Commission, however, will be updating the overall burden estimate for this
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1. To what extent, if at all, would the proposed émendment to Rule 60.0(b)(8)
increase the number of bids or offers that exchange members and OTC market makers would be
reqﬁired to review and report to their respeétive exchanges and FINRA for inclusion in the
consolidated quota.tivon data? Please provide data and specific quantiﬁcati§ns.

2. To what exteﬁt, if at all, would system changes or increaées in system capacities

be necessary to exchange members or OTC market makers to comply with the requirements of

"Rule 602, if the Commission were to adopt the proposed amendments to Rule 600(b)(8)?

B. ATS Display Obligations

Certain provisions of the proposed amendments to Regulation ATS rules contain
"collection of information requirements" within the meaning of the PRA."® The Commission
has submitted the information to the Office of Management and Budget ("OMB") for review in
accordance. with 44 U.S.C. 3507 and 5 CFR 1320.11. An agency may not conduct or sponsor,
and é pérson is not required to respond to, a collection of inférmation unless it displays a
currently valid control number. The title of this collection is "Rule 301, Form ATS and Form
ATS—R" (OMB Control Number 3235-0509). | |

1. Summary of Collection of Information

Rule 301(b)(3) of Regulation ATS governs order display and éxécution access for ATSs.
Curréntly, the rule provides that an ATS incurs order display and execution access obligations if
it displays subscriber orders in an NMS stock to more than one person ip the ATS and the ATS
has 5% or more of the average daily trading volume in sﬁch NMS stock, as répofted by an

effective transaction reporting plan. An ATS meeting these criteria must provide to an SRO the

collection of information to account for an increase in the number of self-regulatory
organizations subject to the Rule.

1200 44 U.S.C. 3501 et seq.
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prices and sizes of the orders at the hi ghesf buy price and the lowest sell price for such NMS
stock for inclusion in the public quote strearn.
The proposed amendment to Rule 301(b)(3)(1)(B) of Regulation ATS would broaden the
applicability of these order display and éxecution access requirements by reducing the trading
* volume threshold frém 5% of the aggregate average daily share volume to 0.25%. The proposed
amendment to Rule 301(b)(3)(i1) would clarify that the érder display and execution access
requirements apply when a subscriber order is displayed to more than one person (other than
ATS employees), regardless of whether such persons are subscribers of the ATS. The proposed
amendments to Rule 301(b)(3)(1)(A) and (i1) would provide an exception to the order display and
execution access requirements for orders that have a market value of at least $200,000 and are
communi;:ated only to thdse who are reasonably believed to represent current contra-side trading
interést of at least $200,000.
The proposed amendments would not impact Form ATS or Form ATS-R. ATSs would

‘continue to evaluate and subfnit the same information on these forms. Accordingly, the proposéd ‘
amendments, if adopted, would not resﬁlt in any revision to those collections of information.
"However, the proposed amendments could result. in more ATSs being required to establish
connections to SROs in order to display their_best-priced orders. Each such ATS also could be
required' to expand or modify its systems capacity, internal controls, and compliance pqlicieé and
procedures to provide orders to an SRO in a manner consistent with the SRO's rules and enable
market participants to access such orders for execution. These requirements would constitute a
"collection of information" that wquld be subject to the PRA. - |

The current collection of information, "Rule 301, Form ATS and Form ATS-R" (OMB

Control Number 3235-0509), does not contain a collection of information with respect to Rule
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301(b)(3) of Regulation ATS. When adopted, Rule 301(b)(3) did not contain a collection of
information because fewer than ten entities were affected by Rule 301(b)(3)."*! In addition,
under the current 5% volume threshold, it remains the case that fewer than ten ATSs are required
to send best-priced orders to an SRO for inclusion in the consolidated public'quote system;122 '
Since the adoption of Regulation ATS, the number of ATSs has grown signiﬁcaﬁtly, and
the national mafket system and the nature of order interaction have evolved considerably.
Currently, there are numerous dark pool ATSs, many. of which use actionable IOIs as a means to
attract order flow. The proposed amendment to Rule 600(b)(8) of Regulation NMS to include
actionable IOIs within the definition of "bid"i or "offer" and the proposed lowering of the trading
voiume threshold in Rule 301(b)(3) from 5% to 0.25% might impose collection of information
requirements on ten or more ATSs. For this reason, the Commission has prepared an Vestimate of
the associated compliance burdens on ATSs for purposes of the PRA, as further detailed below.
The Commission preliminarily believes that the proposed amendment to Rule 301(5)(3)
of Regulation ATS would not, if adopted, sﬁbstantively or materially change collection burdens
for SROs uhde; the requirementé of Rule 602 of Regulation NMS.123 Under the proposél, order
inférrriation that is communicated by ATSs to more than one person outside the public quote
stream (whether via actionable IOIs or otherWise) coqld be required to be incorporated into the
public quote stream. As described above, to do so an ATS would send the order information to

an SRO, and that SRO would then be responsible under Rule 602 for incorporating the

12t See supra note 117.

122 This information is based on discussions of Commission staff with certain potenﬁal ATS

respondents and other market participants.

123 See supra notes 117 and 118 and accompanying text.
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124 The Commission preliminarily

information into the consolidated public qubte stream.
believes, however, that the additionai burden on the SRO of including such ATS orders with the
large volume of quotations that the SRO already i_ricludes in the public qubte stream under Rule
602 would nof be substantive or material. The Commission encourages comment on this poirit.
2. Proposed Use of Information
Rule 301(b)(3) of Regulation ATS requires an ATS to provide to an SRO the prices and
sizes of the orders at the highést buy price and the lowest sell price in an NMS stock upon the
satisfaction of certain threshold conditions under Rules 301(b)(3)(1)(A) and (B). If the
Commission adopts th; proposed amendments to Rule 301(b)(3), more than ten entities could
become subject fo the requirement to provide this order information to an SRO. Such
-information would be used by the Si{O to determine the SRO's best bid, best offer, and aggregate
quotation sizes. The SRO must make that infonr;ation public, pursuant to Rule 602 of
Regulation NMS.'?* This infbr'mation is used, among other ways; by market participants to
understand the market and to inform their trading decisions. The Commission also may use this
information as part of its general market oversight and regﬁlatory functions.
3. Respondents
There are approximately 73 ATSs that are subject to Régulation ATS. Ofthese,
approximately 1 1 are dark pool ATSs that use actionable JOIs. Approximately one other ATS
that is not an ECN displays subscriber orders in NMS stocks on a limited basis in some other

fashion.'” Therefore, the Commission preliminarily believes that up to 12 ATS respondents

124 Seﬂei_d.
1517 CFR 242.602.

126 The Commission notes that there are presently four ATSs operating as ECNs, as defined

in Rule 600(b)(23) of Regulation NMS, 17 CFR 242.600(b)(23). These ATSs already
display customer orders in the public quote stream and permit market participants to
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could be impacted by the proposed amendments to Rule 301(b)(3)."*" The remaining 61 ATSs
- likely wpuld not be impacted for PRA purposes by the proposed amendments, because they: ()
do not dispiay subscriber orders in NMS stocks to more thaﬁ one person (whether by
communicating actionable IOIs or otherwise), (b) are ECNs and already publicly display
subscriber orders, or (c) do not effect transactions in NMS stocks.'® The Commission seeks
comment on the number of ATSs that could be impacted by the proposed changes and the nature
. of such impacts. ..
| 4. Total Initial and Annual Reportihg and Recordkeeping Burdens

The proposed amendments to Rule 301(b)(3) of Regulaﬁon ATS would, if adopted,
increase the collection of information burdens only with respect to those ATSs \}Vith sufficient
~ volume in an NMS stock (0.25% of more of the aggregate average daily share volume) that
choose to communicate actionable IOIs or that otherwise display order information to more than
one person. An ATS crossing the 0.25% threshold wéuld be fequired to provide its best-priceci
orders to an SRO for inclusion in the public quote stteam. As stated previously, ATSs that are

completely dark (i.e., that do not display any subscriber order information, whether by

communicating actionable IOIs or otherwise) would not be impacted by the proposed

amendments to Rule 301(b)(3).

access such orders. Accordingly, these systems would not have new burdens under Rule
301(b)(3), as the Commission is proposing to amend it. :

127 The Commission notes that, of these 12 potential respondents, any could choose to avoid

Regulation ATS's order display and execution access requirements by choosing not to
display subscriber orders to more than one person (or by displaying to more than one
person only size discovery orders). Nevertheless, as set forth above, the Commission
-prelir.ninarily believes that the proposed changes to Rule 301(b)(3) constitute a

"collection of information" under the PRA. The proposed amendments also could impact
new ATSs or existing ATSs that expand their business activities.

128 The Commission obtains information on the securities that are traded by ATSS from the

Forms ATS ﬁled with the Commission by ATSs.
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The Commission preliminarily believes that including actionable 10]s as bids or offers

under Rule 600(b)(8) of Regulation NMS and reducing the average daily tr_adihg volume

- threshold in Rule 301(b)(3) of Regulation ATS from 5% to 0.25% could increase the order

~ display and execution access obligatibns of ATSs that transmit actionable IOIs or otherwise

display order information to selected market participants. These obligations could entail the

initial burdens of re-programming their current systems to monitor the ATS's percentage of

trading in NMS stocks, establishing linkages to an SRO for the purpose of submitting orders to

the SRO for public display and of providing access to market participants wishing to trade

against such orders, and expanding systems capacity and internal controls, including establishing

or modifying applicable compliance policies and procedures, to carry out these functionsina

manner consistent with the SRO's rules.'” The Commission preliminarily believes that such

obligations could include ATS staff time to build new systems or re-program current systems, as

well as ongoing ATS staff time to maintain such systems and carry out their associated functions.

The Commission preliminarily estimates that the one-time, initial annualized expense for

- potential ATS respondents to establish connectivity to an SRO would be approximately

129

Currently, under Rule 301(b)(3) of Regulation ATS, an ATS that displays subscriber
orders to any person (other than ATS employees) and has an average daily trading
volume of 5% or more of the aggregate daily share volume for an NMS stock is required
to provide to an SRO the best priced orders for such NMS stock for inclusion in the
public quote stream. Thus, ATSs are already required to monitor trading levels in NMS
stocks and have policies and procedures in place to do so. As a result of the proposed
amendments to Rule 301(b)(3), which would lower the average daily trading volume
threshold from 5% to 0.25% and provide for an exception to the display obligation for
orders that have a market value of at least $200,000 and are communicated only to those
who are reasonably believed to represent current contra-side trading interest of at least
$200,000, ATSs could be required to re-program their respective systems that monitor
trading levels in NMS stocks to reflect this change in the average daily trading volume
threshold. _ :
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: $3,900,000.130 In addition, the Commission preliminarily estimates that the one-time, initial

annualized burdens for all potential ATS respondents to comply with the proposed amendments

' to Rule 301(b)(3) would be approximately 17,880 burden hours.®! This figure is based on the

estimated number of hours for initial internal development and implementation by an ATS to re-
program its system, expand é.ystem capacity, and adjust internal controls, including costs to
establish or modify applicable compliance policies and procedures.

The Commission also has estimated the ongoing expenses of complying with the
proposed amendments to Rule 301(b)(3), which could include, among other things, maintaining

connectivity with an SRO, monitoring daily trade activity, and ensuring compliance. The

" Commission preliminarily estimates that the ongoing annualized expense for all potential ATS

respondents to maintain connectivity to an SRO would be approximately $3,600,000."** In

130 This figure is the total initial, one-time annualized expense to establish electronic

connections with an SRO for all potential ATS respondents and is based on discussions
of Commission staff with certain potential ATS respondents and other market
participants. The Commission derived the total estimated expense from the following:
(($25 000 relating to hardware- and software-related expenses) + ($25,000 monthly
ongoing costs to maintain the connectlon x 12 months)) x (12 potential ATS respondents)
= $3,900,000. :

This figure is based on discussions of Commission staff with certain potential ATS
respondents and other market participants. The Commission derived the total estimated
one-time burdens from the following: [((Sr. Programmer at 320 hours) + (Compliance
Manager at 20 hours) + (Compliance Attorney at 20 hours) + (Programmer Analyst at 20
hours) + (Sr. Systems Analyst at 30 hours)) x (2 months) + ((Sr. Programmer at 2 hours)
+ (Compliance Manager at 6 hours) + (Compliance Attorney at 4 hours) + (Compliance
Clerk at 40 hours) + (Sr. Systems Analyst at 2 hours) + (Director of Compliance at 5
hours) + (Sr. Computer Operator at 8 hours)) x (10 months)] x (12 poten‘ual ATS
respondents) = 17,880 burden hours.

131

B2 This figure is the total ongoing annualized expense to maintain electronic connections

with an SRO for all potential ATS respondents and is based on discussions of
Commission staff with certain potential ATS respondents and other market partlmpants
The Commission derived the total estimated expense from the following: (($25,000
monthly ongoing costs to maintain the connection x 12 months)) x (12 potential ATS
respondents) = $3, 600 000.-
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'addifibn, the Commission preliminarily estimates that the ongoing annualized burdens for all

potential ATS respondents to comply with the proposed amendments to Rule 301(b)(3) would be
approximately 9,648 burden hours.'® This figure includes the estimated number of internal

professional staff hours for running compliance policies and procedures (including monitoring

~ daily trading activity), ongoing system maintenance and development, and personnel costs

associated with maintaining connectivity to an SRO.

| The Commission is also proposing a change to Rule 301(b)(3)(ii) that would add an
exception to the display and execution access requirements for orders that have a market value of
at least $200,000 and are communicéted only to those who are reasonably believed to represent

current contra-side trading interest of at least $200,000. The Commission preliminarily believes

that no ATS would incur any increased burdens because of the proposed exception. An ATS

would incur either the same burdens (because it communicated no orders that met the terms of

- the proposed exception) or fewer burdens (because some or all of the orders that it

communicated met the terms of the proposed exception, thus reducing the number of orders
under the pfoposed amendments to Rule 301(b)(3) that the ATS would otherwise have tov provide
to an SRO for inclusion in the public quote stream). Some ATSS that might avail themselves of
the propésed’ éxception already have in place the functionality to communicate size discovery
orders; have average execution Siées above $200,000, and have developed strategies to identify

market participants that are reasonably believed to represent current contra-side trading interest

133 This figure is based on discussions of Commission staff with certain potential ATS

respondents and other market participants. The Commission derived the total estimated
ongoing burdens from the following: ((St. Programmer at 2 hours) + (Compliance
- Manager at 6 hours) + (Compliance Attorney at 4 hours) + (Compliance Clerk at 40
~ hours) + (Sr. Systems Analyst at 2 hours) + (Director of Compliance at 5 hours) + (Sr.
Computer Operator at 8 hours)) x (12 months) x (12 potential ATS respondents) = 9,648
burden hours.
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of at least $200,000."* Thus_, the Commission preliminarily believes that such ATSs would not
incur aﬁy costs if the Commissioﬁ were to adopt the pfoposed exception. |
The Commission seeks comment on the reporting and recordkeeping collection of
| informationAburdens associated w_ith the proposed amendments. In particular:
1. How'many ATSs would incur collection of information burdens if the proposed
amendments to Regulation ATS were adopted by the Commission?
2. Would ATSs respond to the proposed amendments by linking to an SRO for the
, p@oée of displaying their best-price orders in the public quote stream or by going completely
dark? ’I'f the former, what would the initial and ongoing PRA burdens be of linking to an SRO to
provide such orders and to offer execution access to those orders consistent with the SRO's
rules?
| 3. What are the burdens, both initial and annual, that an ATS .would incur for
programming, establishing connectivity to an SRO, expanding systems capacity, and establishing
compliance programs if the Commission were to adopt the proposed amendments? Would there
be additional burdens associated with the collection of information under these proposed
‘amendments?
4. What additional burdens, both iniﬁal and annual, if any, would an ATS incur related to
the proposed exception for size discovery orders?
S. Retention Period of Recordkeeping Requirements
'An ATS would be required to retain records and information pertaining to its operations,

including information that would have to be disclosed under the proposed amendments to Rule

134 The Commission obtains information about ATSs' trading methods from the Forms ATS

submitted to it by ATSs.
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301(b)(3), pufsuant to, and for the periods specified in, Regulation ATS."® In addition, the
broker-dealer operating an ATS is subject to the recordkeeping requirements specified in Se.ction
17 of the Exchange Act and the 1.'ules and regulations thereundé_r.‘~36
6. .  Collection of Information is Mandatory
Any collection of information pursuant to the proposed amendments to Rule 301 (b)(3)
would be a mandatory collect_ipn of information. |
| 7. Responses to Collection of Information Will Not Be Kept Confidential
The collection of information resulting from the proposed améndments to Rule 301(b)(3)
would not be confidential and would be publicly available. |
8. Request for Comment
Pursuant to 44 U.S.C. 3505(c)(2)(B), fhc Commission solicits corﬁmeni to:

. 1. Evaluate whether the proposed collection of information is necessary for the
performance of the functions of the agéncy, including whether the information shall have
practical utility;

2. Evaluafe the accuracy of the agency’s estimate of the burden of the proposed
collection of information,;

3. Enhance the quality, ﬁtility, and clarity of the information to be collected; and

4. Minimize the burden of collection of infonhatibn on those who are to respond,
including through thé use of automated collection techniques of other forms of infénnation '

‘technology.

35 See e 17 CFR 242.302; 17 CFR 242.303.
136 See 15 U.S.C. 78q; 17 CFR 240.17a-1 et seq.
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C. Post;Trade Transpai'ency for ATSs

Certain provisidns of the proposed amendments to the CTA Plan and the Nasdaq UTP
Plan would result in a new "collection of information requirement" within the meaning of the
PRA."*" The Commission is therefore submitting this proposal to the Office of Management and
Budget ("OMB") for review in accordance with 44 U.S.C. 3507 and 5 CFR 1320.1 1. Thé titl¢
for the collection of information requirements is the “CTA Plan and the Nasdaq UTP Plan, ‘Post-

292

trade Transpa:enéy for ATSs.”” Compliance with the collection of information requirements
would be mandatory.‘ An agency may not conduct or sponsor, and a person is not required to -
respond to, a collection of information unless it displays a curréntly valid control numbér. OMB
has not yet assigned a control number to the new collection requirements in the proposed
émeﬁdments to the CTA Plan and Nasc%aq UTP Plan. .
1. Summary

Thé CTA Plan and the Nasdaq UTP Plan are the joint-industry plans that provide for the
dissemination of last sale information for equity securities and set forth the arrangements for
dissemination of consolidated trade information. ‘Currently, trades executed in the OTC market,
including trades executed by ATSs, are reported to the consolidated trade streams through one of
the TRFs operated by FINRA on behalf of the exchanges or to the ADF. As ATSs efféct
transactions in thé OTC market, they must be FINRA members and the trade reports currentl_y
identify their trades as OTC trades. The ATS that executed the trade, however, is not currently
identiﬁed in the public data streams.

The proposed amendments to the CTA Plan and the Nasdaq UTP Plan would require the

disclosure of the identity of those ATSs squ ect to Regulation ATS on trade reports in the public

BT 440U.8.C. 3501 et seq.

61




data steam. Specifically, the proposed amendments to the CTA Plan and the Nasdaq UT'P Plan
would require that all last sale pricés collected by FINRA fr_om‘.each ATS subject to Regulation
ATS be accompar_ﬁed by an identifier unique to the ATS and be transmitted to the SIP, unless fhe ,
trade is a large size trade with a market value of at least $200,000.

The proposed Plan amendments by redefining terms in the Pla_.ns,b indirectly would require
ATSs to include a.unique identifier when transmitting last sale price data to FINRA. All ATSs
currently report their transactions to FINRA, under FINRA rules, using an MPID, but the
Commission understands some ATSs currently use the MPID of their sponsoring broker-dealer.
As a result, some ATSs may need to obtain a unique MPID from FfNRA, which FINRA
provides at no cost.’*® Those ATSs would need to re-program their systems to substitute the new
MPID for their sponsoring broker-dealer’s MPID when transmitting last sale price data to
FINRA. The Commission believes that the proposed amendments to the CTA Plan and the
Nasdaq UTP Plan with respect to the ATSs would result in a “coilection of information,” but
would not trigger a burden outside the ordinary and customary business of the ATS for pufpéses
of the PRA. |

The proposed Plan amendments would require FINRA to transmit to the SIPs a unique
identifier from each ATS subject to Regulatiqﬁ ATS, ﬁnless the trade is a.large svizé‘ trade (a trade
'Qith a market value of at least $200,000). Currently, FINRA receives the M‘PID information
from the ATSs as required by FINRA rules. FINRA, however, cur’renﬂy removes the MPID
from the trade reports before submitting them to the SIPs. Under the proposed Plan
amendments, FINRA would need to re-program its systems to transmit the MPIDs for ATS

trades to the SIPs, except for large size trades with market value of at least $200,000. The

}

138 ATSs can obtain an additional MPID from FINRA. See FINRA_Ruleé 6160 and 6170.
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Cémmission believes that the proposed amendments tb the CTA Plan and the Nasdaq UTP Plan
with respect to FINRA would result in a “collection of information,” as well as a minor burden
for purposes of the PRA.

AThe proposed Plan amendments would require the_SIPs, for the CTA Plan and the
Nasdaq UTP Plan,'to disseminate information provided to them by FINRA. Under the proposed
Plan amendments, the SIPs wbuld need to re-program their systems to enable them to accept as
well as transmit trade reports wifh thé additional data element, the MPID, for those ATS
transactions that héve a rﬁarket value of less than $200,000. The Commission believes that the
proposed amendments to the CTA Plan and the Nasdaq UTP ‘P'lan with respect to the SIPs would
result in a minor burden for purposes of the PRA.

The Commission encourages cbmment on a11 of these points.

2. Proposed Use of Information

The proposed amendments to the CTA Plan and the Nasdaq UTP Plan would require that
all‘ last sale prices collected by FINRA from each ATS subject to Regulation ATS be
-accompaniedv by an identifier unique to the ATS and be transmitted to the SIP, unless the trade is
a Iarge size trade with a market value of at léast $200,000. If the Commission adopts the
proposed amendments to the Plans, some ATSs would now be required to get a unique identifier,

rather than use the identifier of their Sponsoring_ broker-dealer. Such information should enable

~ the public to determine more accurately the volume of executions occurring on any particular

ATS, as well as on ATSs in general. The SIPs must make this information public, pursuant to
the CTA Plan and Nasdaq UTP Plan. This information is used, among other ways, by market

participants to understand the market and to inform their trading decisions. The Commission

also may use this information as part of its general market oversi ght and regulatory functions.
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3. Respondents

There are approximately 73 ATSs that are subject to Regulation ATS. Of these,
approximately 30 are dark pool ATSs. The Commission understands that some of these ATSs
disseminate market data using the identiﬁer of their sponsoring broker-dealer while others
already use a unique identifier for their frades. Those using their sponsoring broker-dealer’s
identifier would have to acquire another identiﬁef and incur é one-time systems cost to change
the identifier that gets affixed to their trade reports. The ATSQ using a unique identifier would
not be affected for PRA purposes by the proposed Plan amendments, because they currently use
a unique identifier. All last sale prices for OTC ‘;ransactioris are collected by FINRA and then

transmitted to the SIP. The Commission seeks comment on the number of ATSs that could be

- affected by the proposéd changes and the nature of such effects on the ATSs, FINRA, and the

SIP.
4. Total Initial and Annual Reporting and Recordkeeping Burdens

The proposed amendments to the CTA Plan and Nasdaq UTP Plan would, if adopted, to

| varying degrees, increase the collection of information burdens for ATSs; FINRA, and the SIPs.

a. Burden on ATSs
The Commission‘understands that all ATSs currently report their transactions to FINRA
pursuant to FINRA’s rules using an MPID, with some ATSs reportiné their transactions using an
MPID of their sponsoring broker-dealer, while other ATSs use a uniqué MPID. The Plan

changes would require that each ATS have a unique MPID. Therefore, some ATSs would have

to acquire an MPID from FINRA. The Commission preliminarily believes that ATSs that

already use a unique MPID would not incur additional collection of information burdens related

to the transmission of unique MPIDs. Those ATSs that currently use an MPID of their
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sponsoring broker-dealer may incur a de minimis costin re-programming their systems to
substitute the new MPID for the one currently used in transmitting their transactions to FINRA.

The Commission pfeliminarily believes that this collection of information would not
involve any substantive or material change in the burden that already existé as part of the ATSs’
ordinary and customary activities in providing MPID information to FINRA in the normal course
of business, pursuant to FINRA’s rules.'*’

b. Burden on FINRA

Currently, when FINRA reports tfansactions to the SIPs, th¢ MPID is dropped from every
~ transaction report and an identiﬁer is appended indicating the trade was executed OTC. Under
the proposed amendments, each ATS trade report would carry a.unique ATS indicafor, in
addition to the OTC indicator, unless the trade is a large size trade. FINRAI, upon the receip_t of
an ATS trade report with é unique indicator would retransmit the trade report to the SIP, after
excluding the ATS identifier from trade reports for large size trades. FINRA wbuld have to re-
program its S)./stems. to allow for the trade report message t‘o‘ carry the unique identifier for each
ATS and to exclﬁde the identifier for large size trades from the transmissién to the SIPs.

The Commission preliminarily estimates that the one-time, initial annualized expense for
FINRA for development; including re-programming and testing of the systems would be |

approximately $1,175,000."*

139 See 5 CFR 1320.3(b)(2) (“The time, effort, and financial resources necessary to comply

with a collection of information that would be incurred by persons in the normal course
of their activities ... would be excluded from the ‘burden’ if the agency demonstrates that
the reporting, recordkeeping, or disclosure activities needed to comply are usual and
customary.”). '

140 This figure is the total initial, one-time annualized expense to add unique ATS identifiers

" to trade report messages transmitted to the SIPs. This figure includes the development
and testing expenses of the FINRA/NASDAQ TRF, FINRA/NYSE TRF, and the ADF, to
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The Commissicin preliminariiy estimates that the one-time, initial arinualized burden for
FINRA development, including re-programming and testing of the systems to comply with the
proposed amendments to the Plans would be approximately 100 burden holurs.141

The Commission preliminarily believes that the ongoing annualized expense for FINRA
would not result in a burden 'for‘purposes of the PRA, as FINRA currently transmits trade. repoﬁ
messages to the SIPs in the normal course of business.'*?

c. Burden on the SIPs

Currently, the SIPs do not réceive an MPID from FINRA for the ATS trades. FINRA
removes the MPID and an identifier is appended indicating the trade was.executed OTC. Under
the proposed Plan amendments, the SIPs woulid rei:eive from FINRA a trade report identifying
the specific ATS on which a trade was executed, unless the trade is alla'rge size trade. The SIPs
would need to re-program their systems to allow for the trade report mes‘sage that carries the
unique ideixtiﬁcr for each ATS to be received by the SIP‘s and then later allow for the
transmission of the information to the vendors.

The Commission preliminarily estimates that the one-time, initial annualized burden for
the Securities Inciustry Automation Corporation (“SIAC”), which serves as a SIP for the CTA

Participants, to comply with the proposed Plan amendments would be approximately 320 burden

- which ATS trades are reported. The ﬁgure is based on discussions of Comriiission staff
with FINRA staff. :

This figure is based on discussions of Commission staff with FINRA staff. This figure
includes the FINRA development and testing. The Commission derived the total

~ estimated one-time burden from the following: [(Programmer Analyst at 25 hours) x 2 +
(Computer Operator at 25 hours) x 2] = 100 burden hours.

141

142 See supra notes 104 and 139.
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hours.'** This figure is based on the estimated number of hours for SIAC to provide planning,
development, implementation, testing, and quality assurance.

The Commission further preliminarily estimates that the one-time, initial annualized
burden for the Nasdaq SIP, which serves as a SIP for the UTP Participants, to comply with the
proposed Plan amendments would be approximately 800 burden hours.!** This figure is based
on the estimated number of hours for the Nasdaq SIP to develop and test the software and work
with the UTP participants and vendors regarding the enhanéement.

The Commission preliminarily believes that the ongoing annualized expense for the SIPs
would not result in a burden for purposes of the PRA, as SIPs currently transmit trade report
messages in the normal course of business.'*’

The Commission seeks comment on the reporting and recordkeeping collection of
informétion burdeﬁs associated with the vproposed amendments. In particular:

1. Would ATSs incur any collection of information burdens if the proposed Plan
amendments were adqpted by the Commission? How many ATSs would be required to obtain a
new MPID under the proposed Plan amendments? What would be the costs, if any, to an ATS
required to obtain a new MPID to substitute the new MPID for the one it currently uses in
transmitting last salé price data to FINRA?

2. What are the burdens, both initial and annual, that FINRA (including the two TRFs
| and tﬁe FINRA ADF) and the SIPs would incur for programming, expanding systems capacity,

and establishing compliance programs if the Commission were to adopt the proposed

143 This figure is based on discussions of Commission staff with SIAC.

144 This figure is based on discussions of Commission staff with Nasdaq SIP.

145 See supra note 86 and accompanying text; see also note 139.

67




amendments? Would there be additional burdens associated with the collection of ' information
under these proposed Plan arﬁendment_s?
5. . Retention Period of Recordkeeping Requirements

The proposed amendments to the Plans do not contain any new record retention
requirements. As an SRO subject to Rule 17a-1 under the Exchange Act, FINRA is reﬁuired to
retain records of the collection of information for a period of not less than ﬁve years, the first
two years in an easily accessible place.'

As registéred broker-dealers, all ATSs that would be subject to the proposed amendments
are currently required to retain records in accordance with Rule 17a-4 of the Exchange Act.'¥’

6. Collection of Information is Mandatory

Ahy colléction of information pursuant to ihe proposed amendments to thé CTA Plan and

the Nasdaq UTPPlan would be a mandatofy collection of information.
| 7. Responses to Collection of Ihformation'Will Not Be Kept Confidential

The collection of iﬁformation resulting from the proposed amendments to the CTA Plan

and the Nasdaq UTP Plan would not be.conﬁdential aﬁd would be publicly available.
8. | Request for Comment |

Pur_suan‘; to 44 U.S.C. 3505(c)(2)(B), the Commission solicits comment to:

1. Evaluate whether the proposed collection of information is necessafy for the
performance of the functions of the agency, including whether the information shall have
practical utility; |

2. Evaluate the ‘accuracy of the agenqy’s estimate of the burden of the proposed

collection of information;

M6 17 CFR 240.17a-1.
147 17 CFR 240.17a-4.
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3. Enhance the quality, utility, and clarity of the information to be collected; and

4. Minimize the burden of collection of information on those who are to respond;
including through the use of automated collection techniques or other forms of information
technology.

Persons wishihg to submitvcommen_ts on the collecﬁon of information requirements -
should direct them to the following persons: (1) Desk Officer for the Securities and Exchange
Commission, Office of Information and Regulatory Affairs, OMB, Room 3208, New Executive

Ofﬁce Building, Washington, DC 20503; and (2) Secretary, Securities and Exchange

- Commission, 100 F Street, NE, Washington, DC 20549-1090 with reference to File No. S7-27-

09. OMB is required to make a decision concerning the collection of information between 30
and 60 days after publication, so a comment to OMB is best assupéd‘ of having ‘its full effect if
OMB receives it within 30 days bf publication. The Commission has submitted the proposéd
collection of information to QMB for approval. Requests for the materials submitted to OMB by
the Commission with regard to this collection of information should be in v;zriting, refer to File
No. S7-27-09, and be submitted to the Securities and Exchange Commission, Rec.ords
Management, Office of Filings and Information Services, 100 F Street, NE, Washington, DC
20549. |
VI.  Consideration of Costs and Benefits

A. | Actionable 101s

The Commission is sensitive to thé costs and benefits associated with thé proposed
amendment to the definition of “bid” and “offer” in.Rule 600(b)(8).’of Regulation NMS to apply
expressly to certain actionable IOIS. We request cbmment on the costs and benefits associated

with the proposed amendment. The Commission has identified certain costs and benefits of the
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proposal and requests comment on all aspects of its preliminary cost-béﬁeﬁt analysis, including
identification and assessments of any costs and benefits not discussed in this analysis. The
Commission also seeks comments on the accuracy of any of the benefits identiﬁed and also
welcomes comments on the accuracy of any of the costs estimates. Finally, the Commission
encourages commeﬁtefs to identify, discuss, analyze, and supply relevant data, information or
statistics r»egardingl any such costs or benefits.

| 1.  Benefits ".

The Commission preliminarily beli_eves that the proposed amendment would bbeheﬁt
market participants by increasing transparency and reducing the potential for a two-tiered
market. The Commission also preliminarily believes that the proposed amendment would help
encourage displayed liquidity in the form of publicly displayed limit orders.

As discussed above, a number of dark pools transmit IOIs to selected market participants
that convey substantial information about their available trading interest.'*® These meséages are
not included inthe consolidated quotation data, although, like displayed quotations, they can be
significant inducements for the routing of orders to a particular trading venue. Indeed, some
exchanges, when they do not have available trading interest to execute orders at the best
displayed prices, give participants a choice of routing their orders to undisplayed venues in
response to 10Is rathef than to public markets in response to the best displayéd quotations.'*’
| Although these 10Is may not explicitly ‘specify the price and size of available trading
interest at the dark pool, the practical context in which they are transmitted may render them
“actionable.” For example, an IOl would be actionable if it effectively alerted the recipient that

the dark pool currently has trading interest in a particular symbol, side (buy or sell), size

148 See supra note 20.

149 See supra note 21.
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(minimum of a round lot of trading interest), and price (equal to or better than the ﬁational best
bid for Buying iﬁterest and the national best offer for selling interest).

This might occur if a dark pool sent an IOI to a group of market participants
comrhunicating an interest in buying a specific NMS stock. Given that Rule 611 of Regulation
NMS generally prevents trading centers, including dark pools, from executing orders at prices
inferior to the national best bid or offer (“NBBO”), the 101 recipient reasonably can é.ssume that
the price associated with the 101 is the NBBO or better. Moreover, the IOI may be part of a
course of conduct in which the recipient has responded with ordefs to the sender and repeatedly
received executions at the NBBO or better with a size of at least one round lot. With this
information (both explicit and implicit), the recipient of the IOI can reasonably conclude that
sending a contra-side marketable order responding to the IOI will result in an execution if the
dark pool tfading interest has not already been executed against or cancelled. In this respect,
actionable 10Is are functionally quite similar to displayed quotations at the NBBO.

The order information communicated by actionable IOIs can be extremely valuable.
Actionable 10Is with-implicit prices better than the NBBO effectively narrow the quoted spread
for an NMS stbck. For example, if the NBBO for an NMS’stogk were $20.10 and $20.14, an
actionablé I0I to bﬁy With an implicit price of $20.12 woﬁld, if included in the consolidated
quotation data, create a new NBBO of $20.12 and $20.14 and thereby reduce the quoted spread
by 50%. Reducing quoted spreads is important not only for those that trade with the displayed
quotations, but also for other investors including those whose orders are routed to OTC market
makers for executions that often are derived from NBBO prices. In addition, actionable I10Is
with implicit prices equal to the NBBO can substantially improve the quoted depth at the best

pﬁces for an NMS stock. For example, an investor may wish to_séll 500 shares of a stock wﬁen
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the size of rthe national best bid may be only 100 shares. The existence of multiple dark pools
that contemporaneously had. transmitted actionable IOIs to buy the stock would represent a
substanfial increase in the available size at NBBO prices or bettér.

The public, however, does not have access to this valuable information concerning the
bést prices for NMS stocks. Rather, dark pools transmit this information only to selected market
participants. In this regard, actionable IOIs can create a two-tiered level of access to information
z;bout the best prices for NMS stocks that is contrary to the Exchange Act objectives for a o
national market system.150 The consolidated quotation data is intended to provide a single source
of information on the best prices for a listed security across all markets, rather than force the
public to obtain data from many different exchanges and other markefs to learn the best prices.
This objective is not met if dark pobls or other trading venues disseminate pricing information
that is functionally quite similar to quotatiohs, yét is not required to be included in the
consolidated quotatipn data. The proposal is designed to.prorvnote tranéparency by requiring that
the valuable pricing information provided to selegted market .participants through actionable IOIs -
is also made available to the public in the consolidated quotation daté.

The Commission also is concerned that the private use'of actionable [OIs may discourage
the public display of trading interest and harm qﬁote cbmp‘etition among mérkets. The
Commission long has emphasized the need to encourage displayea liquidity in tﬁe form of
publicly displayed limit orders.'*" Such orders establish the currént “market” for a stock and

thereby provide a critical reference point for investors. Actionable IOIs, however, often will be

executed by dark pools at prices that match the best displayed prices for a stock at another

market. In this respect, actionable IOIs at NBBO matching prices potentially deprive those who

150 See supra note 59.

151 See supra note 26.
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publicly display their interest at the besf price from receiving a speedy execution at that price.
The opportunity to obtain the fastest possible execution at a price is the primary incentive for the
display of trading interest.'** Particularly if actionable IOIs continue to expand in trading
volume, they could significantly undermine the incentives to display limit orders and to quote
competitively, and thereby detract from the efficiency and fairnesé of the national market system.

Moreover, for market participants that wish to supply liquidity in the form of non-
marketable resting orders (sﬁch as those that match or improve NBBO prices), actionable 10Is
provide a tool to achieve this result without displaying quotations publicly. The availability of
these private messages as an alternative means to attract order flow may reduce the incentives of
market pdtticipénts to quote publicly. More generally, actionable 10]s divert a certain amount of
order flow that otherwise might be routed directly to execute against displayed quotations in
other markets. Given the importance of displayed quotations for market efficiency, the
‘Commission is particularly concerned about additional marketabie order flow that may be
diverted from the public quoting markets and that could further reduce the incentives for the
public display of qhotations. The proposal is designed to promote the display of public
quotations by eliminating a praéticé that diverts order flow to private markets and by requiring
that actionable IOIs be includ_;:d in the consolidated quotation data.

By excepting 10Is with a market value of at least $200,000 that are displayed only to
those who are reasonably believed to represent current contra-side trading interest of at least
$200,000, the proposal is also tailored to maintain the significant size discovery benefits offered
by some trading venues such as block crossing networks. In particular, market participants such

as institutional investors would be able to find contra-side trading interest for lafge size without

152 See supra note 27.
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causing pricé impact. In addition, the proposed exception for a targeted siée diécovery
mechanism would provide an opportunity for block crpssing v_networks and other trading‘ venues
to offer innovative; ways for investors thét need to trade in large size to find contra-side trading
interest of eq1‘1a11y large size.
The Commission seeks comment on fhe anticipate'drb‘eneﬁts of the proposed amendment.

Would the proposal promote the transpa’renéy, fairness, and efficiency of the national market
system? Would it promote fair competition amoﬂg trading venues in NMS stocks? Do |
commenters believe that the Commission has provided .sufﬁciént infoﬁnatiqn about thé attributes
of an actionable IOl for trading venues to comply with the proposed definition? ‘What is the
typical size of an actionable 10I? How many large orders use actionable [OIs? What is the
amount of order flow that is diverted from displayed quotationé due to actionable I0Is? Please
| quantify and provide supporting data if possible. |

- Comment also is requested on’ the proposed size discoVery exclusion from the definition
of bid or offer. Would the proposed exclusion promote more efficient trading for investors that
need to trade in large size? Is the exclusion narrowly drafted to cover those trading mechanisms
that offer valuable size discovery benefits without inéppropriately excluding trading interest
concerning the _best prices and sizes for NMS stocks from the consolidated quotation data?
Comment also is requested on wheiher market value is the épproériate criterion for size, and
~ whether $200,000 is the appropriate figure. Should this figure be higher or lower? Please
explain why. Forexample, is the'v$2}00,000 figure appropriate for high-priced stocks? Should
the exclusion include a size criterion based on number of shares? If yes, should it be 10,000

shares, as in Rule 600(b)(9), or a larger or smaller number of shares? Finally, comment is
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requested on whether other criteria for size, such as percentage of average daily share volume in
a security, would be more appropriate.
2. Costs |

The Commission preliminarily anticipates that market participants could incur certain
costs if the proposed amendment is adopted. The change in the definition of “bid” and “offer”
would affect compliance with Rule 602 of Regulation NMS.'# “Bid” and “offer” are key terms
that determine the scope of Rule 602 of Regulation NMS. In geheral, Rule 602 requires
exchange members and certain OTC market makers to provide their best-priéed bids and offers
to their respective exchanges and FINRA. 154 The exchanges and FINRA, in turn, are required to
make their best bids and offers available in the consolidated quotatioﬁ data. The Cpmmission
does not believe that the amendment to Rule 600(b)(8) would create significant new cdmpliance
burdens under Rule 602. Exchange members and OTC market makers would coﬁtinue to be
required to provide their best-priced bids and offers to their respective exchanges and FINRA.
The pfoposed amendment to Rule 600(b)(8) may increase the number of “bids” and “offers” that

exchange members and OTC market makers must review to determine their best-priced bids and

offers. Itis the‘Com_mission’s understanding that all eXchange members and OTC market

makers _have systems and procedures in place to make this determination today. Asa result, the

The proposed amendment to Rule 600(b)(8) of Regulation NMS also may affect the
obligations imposed by Rule 301(b)(3) of Regulation ATS on ATSs that meet the
specified trading volume threshold. Given the current threshold of 5%, the Commission
'does not believe that the proposed amendment of Rule 600(b)(8) would substantially
affect the quoting requirements of ATSs. The proposal to lower the volume threshold
contained in Rule 301(b)(3), however, could affect this view. The costs associated with
the proposed amendment to Rule 301(b)(3) are discussed below.

154 Under the de