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SECURITIES AND EXCHANGE COMMISSION

[Release No. 34-62853; File No. 4-610]

State of the Municipal Securities Market Field Hearihgs

AGENCY: Securities and Exchange Commission.

ACTION: Notic.e of ﬁela heanngs.

SUMMARY: On May 7, 2010, the Chairman of the Securities and Exchange Commission
Mary L. Schapiro, announced that Commissioner Elisse B. Walter would lead :m effort to gather
facts, opinions. and analyses about the municipal securities market by holding; a series of ﬁela
hearings acrosslthe countr);. A broad array of municipa] market participants represehting
diverse viewpoints will be invite(j to participate in the field heérings by sharing their perspectives
on important topics relating toLthe municipal,lsécurifies market.

DATES: The initial field hearing will be held on Septemb’er 21, 2010 in San Francisco,
éalifomia and will be open to t~he public. The field hearing will begin at 9 am. Over the next
several months, the Commiission will hold four additional public field hearings in cities across
the country. Information regarding the dates and times of future field hearings will be'avéilable
~ onthe Comrﬁission’s website at http://www.sec.gov.

. ADDRESSES: The September 21, 2010 field hearing will be held at the Port of San Francisco,
Pier 1, The Embarcadero, San Francisco, CA 94111. Information regardiné the locations of
future field hearings wjl] be avéilable on the Commission’s website at http://www sec.gov.
Comments relating to the state of the municipal secuﬁiieé market field hearings may be filed
e]ectronical]y by e-mail to munifieldhearings@sec.gov or through the comment form available

at: http://www.sec.gov/rules/other.shtml. Transcripts of the field hearings and all submitted

comments will also be available on the Commission’s website at hitp://www.sec.gov. All
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connﬁents received will be posted vﬁthout 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: Aliqia F. 'Goldin, Office of Commissioner
Elissé B. Wéllter, at (202)551-56_1 8, Lesli Sheppard, Office of Commissioner Elisse B. Walter, at |

(202)551-2806 or Kayla Gillan, Office of the'Chairman, at (202)551-2600.

Gyttt 7. Therhy—

Elizabeth M. Murphy
Secretary

By the Commission.

"Dated: September 7, 2010
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES ACT OF 1933
Release No. 9155 / November 1, 2010

ADMINISTRATIVE PROCEEDING
File No. 3-14103

‘ ORDER INSTITUTING CEASE-AND-
In the Matter of o " DESIST PROCEEDINGS PURSUANT
' TO SECTION 8A OF THE
MAZHAR UL HAQUE, - SECURITIES ACT OF 1933, MAKING
_ : FINDINGS, AND IMPOSING A
Respondent. ' CEASE-AND-DESIST ORDER
I

The Securities and Exchange Commission (“Commission™) deems it appropriate.
that cease-and-desist proceedings be, and hereby are, instituted pursuant to Section 8A of
the Securities Act of 1933 (“Securities Act”) against Mazhar Ul Haque (“Respondent” or
“Haque”).

II.

In anticipation of the institution of these proceedings, Respondent has submitted an
Offer of Settlement (the “Offer””) which the Commission has determined to accept. Solely
for the purpose of these proceedings and any other proceedings brought by or on behalf of
the Commission, or to which the Commission is a party, and without admitting or denying
the findings herein, except as to the Commission’s Jurisdiction over him and the subject
matter of these proceedings, which are admitted, Respondent consents to the entry of this
Order Instituting Cease-and-Desist Proceedings Pursuant-to Section 8A of the Securities
Act of 1933, Making Findings, and Imposing a Cease-and-Desist Order (the “Order”), as

set forth below. : .
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On the basis of this Order énd Respondent’s Offer, the Commission finds' that:
SUMMARY ‘ ,

1. These p?ocee‘dings arise out of a scheme to pump and dump the
stock of Veltex Corp. (“Veltex™), an apparel company with purported operations in the
U.S., Canada, and Bangladesh, Beginning in at least 2006, Veltex’s CEQ, Javeed Azziz
Matin (“Matin”), enlisted Mazhur Haque as a figurehead over a company Matin owned,
Wilshire Equity, Inc. (“Wilshire Equity”), and then funneled millions of Veltex shares to
Wilshire Equity in an unregistered offering. Wilshire Equity then immediately resold the
stock to the public, thereby acting as underwriters. Haque sigried subscription agreements
and other documents to facilitate the distribution of Veltex shares.

RESPONDENT

2. Mazhar Ul Hagu;:, age 61, resides in Mira Loma, California. He
worked as an accountant at Veltex Corp. from 2004 through 2008, and as a director of
Veltex from November 2007 through May 2008. He was also the officer and director of

Wilshire Equity, Inc. He holds a bachelor’s degree from Pakistan with é:mphasis in

- accounting and is not registered with the Commission in any capacity.

RELATED ENTITIES & PERSON

3. . Veltex, previously called Coconino S.M.A,, Inc., is a Utah :
corporation. Veltex shares are quoted on the Pink Sheets operated by Pink OTC Markets
Inc. During the time of the relevant conduct, the company’s principal place of business
was in the City of Industry, California. Neither Veltex nor its securities are registered
under the Securities Exchange Act of 1934 (“Exchange Act™),

4, ‘Matin, ége 52, resides in Diamond Bar, California. Until August
2008, he was the-CEQ and a director of Veltex. Matin does not hold any securities
licenses. '

. 5. Wilshire Equity is a Colorado corporation with its principal place
of business in Mira Loma, California. Wilshire Equity has been in delinquent corporate
status since February 2008. Neither Wilshire Equity nor its securities are registered
under the Exchange Act.

' 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.




FACTS

6. In 2002, Matin formed Wilshire Equity to receive and sell Veltex
shares. Although Matin owned 100% ownership interest in Wilshire Equity, he enlisted
Haque as a figurehead to serve as Wilshire Equity’s officer and director and the signatory
on its bank and brokerage accounts.

7. From at least 2006 through mid-2008, Veltex issued approximately
8.5 million shares in separate and purportedly exempt transactions to Wilshire Equity. For
each transaction, there was an authorizing Veltex board resolution and a'subscription .
agreement, signed by Haque.

8. Haque followed Matin’s directions in signing numerous
subscription agreements on behalf of Wilshire Equity for the purchase of Veltex shares.
The subscription agreements represented and warranted that (a) the stock transfer was
pursuant to an exemption under Rule 504 of Regulation D of the Securities Act, which
exempts from registration any offer or sale of secirities that does not exceed $1 million for
all securities sold within 12 months from the start of the offering; and (b) Wilshire Equity
was not acquiring the shares with a view to distribution. Haque did not read th
agreements and did not question.Matin. '

-9 Based on the subscription agreements and other oral representations,
Veltex’s attorney issued opinion letters to Veltex’s transfer agent stating that the stock sales
to Wilshire Equity were exempt from registration based on Regulation D, Rule 504 of the
Securities Act. - _ o -

10.  Contrary to his representations in the subscription agreements,

. Haque, at Matin’s direction, caused Wilshiré Equity to sell Veltex shares immediately upon
receiving the same. During the relevant time period, Wilshire Equity sold about 8.5 million
shares of Veltex, usually within days of receiving the shares, generating sales proceeds of
approximately $6.5 million. ' '

11. Asaresult of the conduct described above, Haque violated Sections
5(a) and 5(c) of the-Securities Act, which prohibit the direct or indirect sale or offer for sale
of securities through the mail or interstate commerce unless a registration statement has
been filed or is in effect. - :

1v.

In view of the foregoing, the Commission deems it appropriate to impose the
sanctions agreed to in Respondent’s Offer, : :



' . " Accordirigly, it is hereby ORDERED that:
Pursuant to Section 8A of the Securities’_Aét, Respondent -Héque'cease -and desist

from committing or causing any violations and any future violations of Sections 5(a) and
5(c) of the Securities Act. o '

~ By the Commission.

Elizazl')-e.th'M. Mﬁh?g/. [ | -31

’ ' Secretary



UNITED STATES OF AMERICA
' . Before the ' :
SECURITIES AND EXCHANGE COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 63232 / November 2, 2010

INVESTMENT ADVISERS ACT OF 1940
Release No. 3101 / November 2, 2010

ADMINISTRATIVE PROCEEDING
File No. 3-14105

, ORDER INSTITUTING
In the Matter of _ ADMINISTRATIVE PROCEEDINGS
- PURSUANT TO SECTION 15(b) OF THE
Joseph D. Bonanno, : SECURITIES EXCHANGE ACT OF 1934
. AND SECTION 203(f) OF THE
Respondent. INVESTMENT ADVISERS ACT OF 1940,
' : MAKING FINDINGS, AND IMPOSING

REMEDIAL SANCTIONS

L

The Securities and Exchange Commission (“Commission™) deems it appropriate and in the
public interest that public administrative proceedings be, and hereby are, instituted 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 Joseph D. Bonanno (“Bonanno” 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 him and the subject matter of these

“proceedings, and the findings contained in Section I11.2 below, which are admitted, Respondent

consents to the entry of this Order Instituting Administrative Proceedings Pursuant to Section 15(b)
of the Securities Exchange Act of 1934 and Section 203(f) of the Investmént Advisers Act of 1940,
Making Findings, and Imposing Remedial Sanctions (“Order™), as set forth below.
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III. .
On the basis bf this Order and Respondent’s Offer, the Commission finds that;
1. Bonanno, using the alias Timothy Hyde, was the president and owner of Hyde

Financial Investments LLC, an investment adviser registered with the Commission. Bonanno was
registered as an investment adviser representative from approximately February 9, 2009 through

- April 8,2009. Bonanno was also'a registered representative of at least two registered broker-

dealers: Cadaret, Grant & Co. and AXA Advisors, LLC. Bonanno, 49 years old, currently resides
in federal prison in Beaumont, Texas. . '

2. On August 6, 2009, in United States v. Joseph D. Bonanno, Case No. 5:09-CR-170

"(N.D. Ohio), Bonanno pled guilty to wire fraud, aggravated identity theft, false statements, and

false statements in application for a passport. On April 22,2010, a judgment was entered against
Bonanno, sentencing him to 3Y% years in prison, 3 years of supervised release, and a $500 fine.

3. The criminal indictment to which Bonanno pled guilty alleged, inter alia. that in

1988, Bonanno ﬂed'tp avoid felony larceny charges in Massachusetts and moved to Ohio where he
* assumed the identity of Timothy Hyde, a baby who died in 1976. The indictment further alleged

that Bonanno obtained a copy of Hyde’s birth certificate, requested a Social Security number for
Hyde, and in 2001, using the Hyde alias, became a registered representative with a registered
broker dealer. The indictment states that in doing so, Bonanno transmitted to the Financial
Industry Regulatory Authority a Form U4 which represented that he was Timothy Hyde and
further represented that he had never been charged with a felony. :

IV.

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

Accordingly, it is hereby ORDERED:

_ Pursuant to Section 15(b)(6) of the Ekqhange Act and Section 203(f) of the Advisers Act,
that Respondent Bonanno be, and hereby is barred from association with any broker, dealer, or

‘investment adviser.



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 fiilly 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 ofder,
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

oy ﬁgﬂ/m ‘Pxﬂw

M. Peterson
Assistant Secretary
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UNITED STATES OF AMERICA
: . Before the _ '
SECURITIES AND EXCHANGE COMMISSION

SECURITIES ACT OF 1933
Release No. 9156 / November 2, 2010

SECURITIES EXCHANGE ACT OF 1934
Release No. 63231 /' November 2, 2010

INVESTMENT ADVISERS ACT OF 1940
Release No. 3100 / November 2, 2010

INVESTMENT COMPANY ACT OF 1940
Release No. 29495 / November 2, 2010

ADMINISTRATIVE PROCEEDING
File No. 3-13675

In the Matter of

Value Line, Inc., ORDER MODIFYING ORDER

Value Line Securities, Inc., INSTITUTING PROCEEDINGS

Jean Bernhard Buttner, and EXTENDING PERIOD OF TIME FOR

David Henigson, * RESPONDENT JEAN BERNHARD

BUTTNER TO COMPLY WITH
Respondents. : ASSOCIATIONAL BARS
I
FACTS

1. On November 4, 2009, the Commission instituted and simultaneously settled public
administrative and cease-and-desist proceedings against Value Line, Inc. (“VLI™), Value Line Securities,
Inc., Jean Bernhard Buttner (“Buttner”) (the former CEO, Chairman, and President of VLI), and David
Henigson (“Henigson™) (the former Chief Compliance Officer of VLI) for violations of Sections 17(a) of
the Securities Act of 1933, Section 10(b) of the Securities Exchange Act of 1934 and Rule 10b-5
thereunder; Sections 206(1), 206(2), and 207 of the Investment Advisers Act of 1940, and Sections 34(b),
15(c), and 17(e)(1) of the Investment Company Act of 1940. See 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, Admin. Proc. File No, 3-
13675 (November 4, 2009) (the “Order”). :
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2. In the Order, the Commission found that Respondents violated, or aided and abetted and
caused violations of, the anti-fraud and other provisions of the federal securities laws in misappropriating
assets from mutual funds that VLI managed by charging the funds over $24 million in phantom
brokerage commissions, which VLI funneled to its affiliated broker-dealer. The Commission censured
the Respondents and imposed cease-and-desist orders against them. The Commission also ordered VLI
to pay a total of $43,705,765 in disgorgement, prejudgment interest and civil penalty, and ordered
Buttner and Henigson to pay civil penalties of $1,000,000 and $250,000, respectively. The Commission
. further imposed officer and director bars and broker-dealer, investment adviser, and investment company
associational bars (““Associational Bars™) against Buttner and Henigson. ‘

3. The Associational Bars against Buttner ‘provide a one-year carve-out period, until November
4, 2010, that allowed Buttner to perform tasks related to VLI’s regulated entities to the extent such tasks
were related to, among other things, transactions that would result in Buttner’s complete disassociation
from the regulated entities. ' '

4. VLI and Buttner have requested that the November 4, 2010 deadline to complete Buttner’s
full disassociation from the regulated entities be extended to December 24, 2010 in order to complete a
proposed restructuring relating to VLI and the regulated entities.

5. The Commission deems it appropriate and in the public interest to grant the requested
extension. : '

II.
In view of the foregoing, it is ORDERED that;
1. Section IV, Paragraph J of the November 4, 2009 Order be maodified as follows:

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 registercd
investment company or affiliated person of such investment adviser, depositor, or-principal
underwriter (collectively, “Associational Persons”), provided however, that Buttner may, for a
period up to and including December 24, 2010, (i) serve as an officer or dircctor 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 registcred
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 influencc or
exercise voting control of her VLI shares concerning the operations of EULAV and EULAV
Securities so long as EULAV is an investment adviser and so long as EULAV Securitics is a
broker or dealer; or (B) communicate directly or indirectly with any EULAV or EULAV
Securities employee concerning the operations of EULAV and EULAV Securitics so long as
EULAYV is an investment adviser and so long as EULAV Securities is a broker or dealer, in each

2
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case except as necessary in connection with the activities contemp]ated 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 terminatc
Buttner’s affiliated person stats with respect to EULAV and EULAV Securities and/or
EULAV’s status as an investment adviser and EULAV Securities’ status as a broker or dcaler
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 scntence beginning
with the words “provided however” shall cease to be operative. Buttrier 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.

By the Commission.

Elizabeth M. Murphy
Secretary

M Peserson
sustant Secretary



SECURI'TIES-AND EXCHANGE COMMISSION

17 CFR PART 240
‘[Release No. 34-63241; File No. $7-03-10]
'RIN 3235-AK53 |
Risk Management Controls for Brokers or Deal_ers \'vith Market Access
AGENCY::  Securities and Exchahge Comﬁlission.
ACTION:  Final rule.
‘SUMMARY: The Securities and Exchange Commission (“Commission” or “SEC;’)'is adopting
new Rule-l 503—-5 undér. thé Securities Exchange A.ct of 1934 (*Exchange Act”). Rule ]503—5
will require brokers or dealers with access to trading securities directly on an exchénge_or
alternative trading system (“ATS?), including those providing sponsored or direct market access
to customers olr._ot.l‘ler persons; and broker-dealer opetators of an ATS that provide access-to
trading securities diréctly on their ATS to a person other than a 1L)roker or dealer, to establish,
doc_ﬁmfent,_and maintain a system of risk méméger’nent, controls and sup_crﬁsory procedures that,
among oiher_t_hings, are reasonably designed to-(l) systematically limit t.he ﬁnan-cial exposure of
thq broker or -dealer that could arise as.a result of market access, and (2) ensure compliance with
all regulatory r‘equlirements that are applicable in connection with market access. The required
financial risk management colntrols.and supervisory procedures must be.reasonal_aly .designed tol
_prevent t.hé éhtry of orders that exceed appropriate pre-set 'cre-di-t or capital thresholds, or that
. appear to be-erroneous. The regulatory risk managément controls and supervisory brocedures '
must also be reasonably aesi_gned té: prevent'the_: entry qf orders unless there has been chﬁ:ﬁgg};ﬁance_
with all regulator'y_;equireme'nts»that'must be satisfied on a pre-order entry ba_sis, prevent the

entry of orders that the broker or dealer or customer is restricted from trading, restrict market
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access technology and systems to authorized persons, and assure appropriate surveillance X .

personnel receive immediate post-trade execution reports. :

The financial and regulatory risk management controls and supervisory proqedures
required by Ruie 15¢3-5 must be under the direct and 'exclusive control of the broker or dealer
with market access, with limited exceptions specified in the Ruié that permit reasonable
allocation of certain controls and procedures to another registered broker or idcaler that, based on
its position in the transaction and relationship with the ultimate customer, can more effccti;reiy
implement them. In addition, a broker or dealer with market access will be requirec_l to establish,
-document, and maintain a system for regularly. reviewing the effectiveness of the fisk
management controls.and supervisory procedures and for promptly acidressing any i_ssues.

Among other things, the broker or déaler will be required to review, no less frequently than

annually, the business activity of the broker or.dealer in connection with markét access to assure

the overall effectiveness of such risk management controls and supervisory iaroced'ure's and
document that review. Thereview will be required to'-be conducted in accor.'dance with written
procedures' and wi]l'be,required to be documented. In éddition, the 'Chiéf Executive Officer (or
eduivalent officer) of the Eroker or dealer will be fequiréd, on an -annual_ basis, to certify that the
rilsk management controls and supeﬁisory procedures coﬁlply with Rule ]Sc3-5,‘ and that the
regulz.ir'review described ;lbo;re has been conducted.

DATES: | | Effective Daté: {insert date that is 60 days from publication in ihe M
Register]. |

- ' Comf)liance Date: [insert date that is six months from éffecfiye ‘date]:

"FOR FURTHER INFORMATION CONTACT: Marc F. McKa’jle, Special Counsel, at (202)

551-5633; Theodore S. Venuti, Special Counsel, at (202) 551-5658; and Daniel Gien, Attorney, . .




at (20‘2). 551-5747, Division of Trading and Markets, Securities and Exchange Commission,
100 F Street, NE, Washington, DC 20549-7010.

SUPPLEMENTARY INFORMATION:

Table of Contents

1. Background

1L "Rule 15¢3-5

II. Paperwork Reduction Act -

IV.  Consideration of Costs. and Benefits

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

V1. Final Regulatory Flexibility Analysis

VII.  Statutory Authority .
Text of Rule 15¢3-5

I Background

Given the increased automation of trading on securities exchanges and ATSs today, and
the growing popularity of sponsored or direct market access arrangements where broker-dealers

allow customers to trade in those markets electronically using the broker-dealers” market

participant identifiers (“MPID”), the Commission is concerned that the various financial and

regulatory r%'sks ‘Fhat arise in A(':onnection with such access may not lae appropr_ia;ely and
effectivel‘y controlled by all broker-dealers. New Rale 15;3-5 is deaigned to ensure that brokér— .
dealers. appropria_t'aly cahtral the risks associated with mafk'et access, so -as not to jeopardizé their
owa ﬁnancial _coadjtion, that (')f other marke_t- part_icipants, the integrity of trading on the
secarities markets, and the stability of the ‘ﬁnar-lcial system. | |

On Jaauary 26, 2010, Proposed Rule 15¢3-5 was published for public comment in the

Federal Re:gis'ter.I The Commission received 47 comment letters on Proposed Rule 15¢3-5 from

broker-dealers, markets, institutional and .individual-investors, teéh‘nology providers, and other

: See Securltles Exchange Act Release No 61379 (January 19,2010), 75 FR 4007
(January 26, 2010) (Flle No. S7 03- 10) (“Proposmg Re]ease”)




market participants.? Nearly all of the commenters supported the overarching goal of the
p p , pportec g

proposed rulemaking — to assure that broker;deqlers wlit—h market access have effective controls
and procedures reasonébly designed to manége the financial, regulatory, and oth;ar-risks of that
activity. As fu_rther discussed below, however, several commenters reco:nrnenaed that the
proposal be amended or clarified ir; cena-in respects. Asaresul, the Commission is adopting
Rulé 15¢3-5 substantially as proposed, but with certaiﬁ narrow modiﬁca;lions as discussed below.
As proposed, Rule 15¢3-5 would require brokers or dealers with access (o trading directly on an
exchange or ATS, including those providing sponsored or direct market access to customers or
other persons, 1o implement risk management comr.ols and supervisory procedures reasonably
'designed' to managé the financial, regulatory, and other risks of this business activity.

The development and growth of au.tomateld electronic trading have allowed ever

increasing volumes of securities transactions across the multitude of trading systems that

constitute the U.S. national market system. In fact, much of tiae order flow in today’s
marketplace is typified by high-speed, high-volume, automated algorithmic trading, and orders -
are routed for e#ec‘u‘tion in milliseconds or even- microseconds. Over the past year, the
Commission has taken a broad and critical look ai market structure prgﬁctice‘s in light of the rapid

| deveiopment in trading technology and strategies. The Commission has proposed several

rulemakings, including this rulemaking, to address specific vulnerabilities in the current market

structure.” In addition, this past January, the Commission published a concept release on equity

Copies of comments received on the proposal aie available on the Commission’s Internet
website, located at http://www.sec.gov/comments/s7-03-10/570310.shtml, and in the
Commission’s Public Reference Room at its Washington, DC headquarters.

See, e.g., Securities Exchange Act Release Nos. 60684 (September 18, 2009), 74 FR

48632 (September 23, 2009) (Proposal to Eliminate Flash Order Exception from Rule - .
602 of Regulation NMS) (File No. §7-21-09); 60997 (November 13, 2009), 74 FR 61208 . -
(November 23, 2009) (Proposal to Regulate Non-Public Trading Interest) (File No. S7-
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market structure designed to further the Commission’s broad review of market structure to assess
whether its rules have kept pace with, among other things, changes in trading tech_nology.and
practices.’

The recent proliferation of sophisticated, higlt-speed trading technology has changed the
way broker-dealers trade for their own accounts and as agetlts for their cu.stomers.5 In addition,
custorhers ~ particularly sophisticated institutions — have themselves begun using teohnologicél
tools to place orders and trade on markets with little or no substantive intermediation by their
broker'-_:dealers. This, in _turn,‘has given rise to the increased use and reliance on “direct market
access’ or “sponsored access”@rran gemems.é_

Under these arrangentems, the broker-dealcr allows its customer — whether an institution
such as a hedge fund, mutual fund, bank or insurance company, an individual, or another broker-
dealer - to use the broker-dealer’s MPID or other mechanism or. mnemonic used to identify a
market participant for the purposes of electronically accessing an exlchange or ATS. Generally,

direct market access refers to an arrangement whereby a broker-dealer permits customers to enter

27-09); 61908 (April 14, 2010), 75 FR 21456 (April 23, 2010) (Proposed Large Trader
Reporting System) (File No. $7-10-10); and 62174 (May 26, 2010), 75 FR 32556 (June
8,2010) (Proposed Consolidated Audit Tran]) (File No.-S7-11-10).

¢ See Securities Exchange Act Release No 61358 (January 14, 2010), 75 FR 3594
- (January 21, 2010) (File No. §7-02- 10) (“Concept Relcase”)

] The Commission notes that high frequency trading has been estimated to account
for more than 50 percent of the U.S. equities market volume. See Concept
Release, 75 FR at 3606.

. 6 * It has been reported that sponsored access trading volume accounts for 50 percent of
overall average daily trading volume in the U.S. equities market. See, e.g., Carol E.
Curtis, Aite: More Oversight. Inevitable for Sponsored Access, Securities Industry News,
December. 14, 2009 (citing a report by Aite. Group). In addition, sponsored access has
been reported to account for 15 percent of Nasdaq volume. See, e.g., Nina Mehta,
Sponsoréd Access Comes of Age, Traders Magazine, February 11, 2009 (quoting Brian
Hyndman, Senior Viceé President for Transaction Services, Nasdaqg OMX Group, Inc.
“[direct sponsored access to customers is] a small percentage of our overall customer
base, but it could be in‘excess of 15 percent of our overall volume.”). '




orders into a trading center but such orders flow through the hroker-dealer’s trading systems
prior to reaching the trading center. In contrast, sponsored access generally refers to an
arrangement wherehy a broker-dealer pem?its customers to enter orders into a trading center that
bypass the broker-dealer’e trading system and are routed directly to a trading center, in some
cases supported by a service bureau or other third party technology provider.” “Unfiltered” or
“naked” access is generally underslood te be a subset of sponsored’access, where pre-trade filters
or controls are not applied to orders before such orders are submitted to an exchange 0} ATS. In
all caees, however, whether the broker-dealer is trading for its own account, is trading for
customers through more traditionally intermediated brokerage arrangements, or is allowing
customers direct market ralccess or sponsored access, the broker-dealer with market access is
legally responsible for all trading ectinity .that occurs under its MPID.®

Certain market participants may find the wide range of ac'ce.ss arrangements beneficial.
For instance, facilitating eleetronic access to rharicets can provide broker-dealers, as well as
exchanges and ATSs, opportuniti‘es to compete for.greater volumes and a wider variety of order
flow.’ F(n_' a broker-dealer’s cuetomers, which ceuld include hedge funds, institutional investors,
individual investors, and other broker-dealers, such arrangements may reduce latencies and

facilitate more rapid trading,’ he'lp preserve the confidentiality of sophisticated, proprietary

See, e.g., Nasdaq Rule 4611(d)(1)(A). The Commission notes that Rule 15¢3-5 will
effectively prohibit any access to trading on an exchange or ATS, whether sponsored or
otherwise, where pre-trade controls are not applied.

See, e.g., NYSE IM-89-6 (January 25, 1989); and Securities Exchange Act Release No.
40354 (August 24, 1998), 63 FR 46264 (August 31, 1998) (NASD NTM- 98-66). The

Commission notes. that brokers-dealers typically access exchanges and ATSs through the .

use of unique MPIDs or other identifiers, which are assigned by the market.

I-Ilghly automated trading systems deliver extremely high- speed or “low latency” order
responses and executions in some cases measured in times of less than 1 millisecond.




. trading slralegles and reduce lradmg costs by lowenng operational costs,'® commissions, and

.exc‘hange fees.“

Current self-regﬁ_lalory organization (“SRO”)--;uies and interpretations gpvegﬁihg
electronic access to ma:"kei_s_ have sought to addreéé the risks of this ag;ti-v'ily.'2 waever, the
Commission believes that-more comprehensive and effectiv-e standards that apply consistently
across the markets ai'c_: needed.to effgctive]y manage the ﬁnancial, rggu]atofy, and other risks,
such as lega‘ll and operational risks, associated with market access. These risks — whether they
involve the potential bre_a‘c';h of a credit ‘or capital iim;t, .the submission of _c:rroneou§ orders as a
resuit of computer malfu_-nction or human error, the failure to co;nply with SEC or exchénge
trading rules, the failure to d'etegt illegal condqﬁcl, or .olherwise — are present whenever a broker-

dealer trades as a member of an exchange or subscriber to an ATS, whether for its own

. 10 For example, broker-dealers may receive market access from other broker-deaters to an
exchange where they do not pay to maintain a membership.

. The Commission notes thal exchanges offer various discounts on transaction fees that are
based on the volume of transactions by a member firm. See, e.p., Nasdaq Rule 7018 and

"NYSE Area, Inc. (“NYSE Arca”) Fee Schedule. 'Exchange members may use access
arrangcmems as a means to aggregate order flow from multiple market participants under
one MPID to achieve higher transaction volume and thereby qualify for more favorable
pricing ties.

12 See Proposing Release, 75 FR at 4010 — 4011 and 4029 — 4031 for a more detailed
description of previous SRO guidance and rules. The SROs have, over time, issued a
variety of guidance and rules that, among other things, address proper risk controls by
broker-dealers providing electronic access to the securities markets. In addition, this past
- January, the Commission approved a new Nasdaq rule that requires broker-dealers
offering direct market accéss or sponsoréd access to Nasdaq to establish controls
regarding the associated financial and regulatory risks, and to obtain a variety of
contractual commitments from sponsored access customers. See Securities Exchange
Act Release No. 61345 ‘(January 13, 2010) (SR-NASDAQ- -2008-104) (“Nasdaq Market
Access Approval Order?), dlscussed in greater detail in the' Appendix to the Proposing
Release. Nasdaq has delayed the implementation of this rule_until 360 days after its
approval. See Securities Exchange Act Release Nos. 61770 (March 24, 2010), 75 FR
o 16224 (March 31, 2010) (SR-NASDAQ -2010-039); and 62491 (July 13, 2010) 75 FR
. 41918 (July 19, 2010) (SR NASDAQ-2010 086)




prOprietary account or as agent {or its customers, including traditional agehcy broke-rage :':md .
' through direct market access or sponsored access arrangeménts.

The Commission is particularly coﬁcemed about the quality of bréker;dealer risk controls
in sponsored accéss arrangements, where the customer order flow does not pass through the
broker-dealer’s systems i)rior to entry on an exchange or ATS. The Commission understands
that, in so.me case;, the broker-dealer providing spohso'red access may .nlot ut.ilize.a'ny pre-trade
risk management controls (i.¢. “unfiltered” or “naked” access),l3 and thus could be unaware of
the trading activity occurring under its market identifier and have no me.chanism to con;arol it.
The Commiss_ion also understands that some broker-dealers providing spohsorea access may
silﬁply' tely on assuranc_és from their customers that appropriate 'r_isk- controls are in place.

Appropriate controls to manage.ﬁnancial and regulatory risk for all forms of market |

access are essential to assure the integrity of the broker-dealer, the markets, and the financial

systcrh. The Commission believes ﬁ1at risk management q:ontrol‘s an;l supervisory procedures |
that are not applied on a pre-trade basis or that, with certain lim{ted exceptions, are not under the
exclusive control of the broker-dealer, are ina&eqﬁate to effectively z;ddress the risks of market
access arrangements, and pose a partlicul,arly significant vulnerability in .the U.S. national market
system.. |

. Markét participants recogriize the risksassopiated with naked _sbonsoréd access, with'ong

commenter noting, for example, that the potential systemic risk is now “too large to ignore.”"

13 It has been reported that “unfiltered” access accounts for an estimated 38 percent of the

average daily volume of the U.S. stock market. See, e.g., Scott Patterson, Big Slice of
Market Is Going ‘Naked’ Wall Street Joumal, December 14, 2009 (citing a report by
Aite Group).

See letter to Ellzabeth M. Murphy, Secretary, Commission, from John Jacobs, Director of -
Operations, Lime Brokerage LL.C, March 29, 2010 (“Lime Letter”) at 1 (“{TJhe potential .
for systemic risk posed by unregulated entities accessing the public markets directly and




Today, order placement rates can exceed 1,000 orders per second with the use of high-speed,

automated algorithms." If, for exam}')le, an algorithm such as this maifunctioned and placed

repetitive orders with an average size of 300 shares and an average price of $20, a two-minute

~  delay in the deteetion of the o'roblem could result in the entry of, for example, 120,000 orders

valued at $720 million. In sponsored access arrangements, as well as other access arrangements,

appropriate pre-trade risk controls could prevent this outcome from occurring by blocking

unintended orders from being routed to an exchange or ATS.

As noted in the Proposing Release, while incidents involving algorithmic or other trading

" errors in connection, with market access occur with some regularity,'® the Commission.also is

without any supervision is an issue too targe 1o ignore, with estimates that naked access
may, account for somewhere between 10% - 38% of all US equity market trading activity,
and most likely a much greater participation percentage for orders placed.”); See also

letter to Elizabeth M. Murphy, Secretary, Commission, from Jose Marques, Managing
Director, Global Head of Electronic Equity Trading, Deutsclie Bank Securities Inc.,

March 31, 2010 (“Deutsche Bank Letter”) at 2 (“[ W]e are cognizant of the market and
systemic risks that regulators perceive in unchecked market access, and agree that

uniform guidance from the SEC as to the responsibilities of market access is needed.”).

See lettér to Elizabeth M. Murphy, Secretary, Commission, from John Jacobs, Director of
Operations, Lime Brokerage LLC, February.17, 2009 (comménting on.a proposed rule
change filed by The NASDAQ Stock Market LLC to adopt a modlﬁod sponsored access
rule (File No. SR-NASDAQ-2008-104)).

Proposing Release, 75 FR at 4009. For example, it was reported that, on Septcmber 30
- 2008, shares of Google fell as much as 93% in value due to an influx of erroneous orders

onto an exchange from a single market participant. See Ben Rooney, Google Price
Corrected After Trading Snafu, CNNMoney.com, September 30, 2008,
http://money.cnn.com/2008/09/30/news/companies/google nasdaqf?posrversion;200809
3019 (“Google Trading Incident”). .In addition, it was reported that, in September 2009,
Southwest Securities announced a $6.3 million quarterly loss resulting from deficient
market access controls with respect to one of its correspondent brokers that vastly
exceeded its credit limits. -John Hintze, Risk Revealed in Post-Trade Monitoring,
Securities Industry News, September 8, 2009 (“SWS Trading Incident”). Another recent
example-occurred on January 4, 2010, when it was reported that shares of Rambus, Inc.
suffered an intra-day price drop of dpproximately thirty-five percent.due to erroneous
trades causing stock and options exchanges to break trades. See Whitney Kisling and Ian

King, Rambus Trades Cancelled by Exchanges on Error Rule, BusinessWeek, January 4,

2010, http://www.businessweek.com/news/2010-01- 04/rambus—tradmg—under-




concerned about preventing other, potentially severe, widespread incidents that could arise as a .
;'esult of inadequate risk controls on market access. As trading in the U.S. securities markets has
\

become more automated and high-speed trading more prevalent, the potential impact of a trading
error or a rapid series of errors, caused by a computer or human en‘(;r, or a malicious act, has
become more severe. In addition, the inler-connéctedness of the financial markets can
exacerbate market movements, whether they are in response to actual market sentime;nt or
trading errors. .

For instance, on May 6, _201 0, the financial markets experienced a brief but severe drop in

prices, falling more than 5% in a matter of minutes, only to recover a short time lau_ar.” This

incident provides a striking example of just how quickly and severely today’s financial markets

investigation-as-potential-error-update 1 - html (stating “{a] series of Rambus Inc. trades
that were executed about $5 below today’s average price were canceled under rules that
govern stock transactions that are determined to be ‘clearly erroneous.””) (“Rambus
Trading Incident”). More recently, single stock circuit breakers have been triggered for
trading in shares of The Washington Post Company (WPO) and Progress Energy, Inc.
(PGN) on June 16, 2010 and on September 27, 2010, respectively, due to severe price
movements caused by order entry errors. In addition, certain exchanges provide a
searchable history of erroneous trade cancellations on their website, Wthh indicate that
erroneous trades occur with some regularity.” See

http://www., nasdaqtrader com/Trader.aspx?id= MarketSystemStatusSearch

7, See Findings Regarding the Market Events of May 6, 2010, Report of the Staffs of the
CFTC and SEC to the Joint Advisory Committee on Emerging Regulatory Issues at
http://www sec.gov/news/studies/2010/marketevents-report.pdf. See also Preliminary
Findings Regarding the Market Events of May 6, 2010, Report of the Staffs of the CFTC
and SEC to the Joint Advisory Committee on Emerging Regulatory Issues at
http://www.sec.gov/sec-cftc-prelimreport.pdf. The Commission has taken steps to
address the market vulnerabilities evidenced by the events of May 6™ such as by workmg
with the exchanges and FINRA to implement coordinated circuit breakers for individual
stocks and to clarify the process for breaking erroneous trades. See Securities Exchange
Act Release Nos. 62283 (September 10, 2010), 75 FR 56608 (September 16, 2010);

- 62884 (September 10, 2010), 75°FR 56618 (September 16, 2010); 62251 (June 10, 2010),
* 75FR 34183 (June 16, 2010); and 62252 (June 10, 2010), 75 FR 34186 (June 16, 2010);
" see also Securities Exchange Act Release Nos. 62885 (September 10, 2010), 75 FR
56641 (September 16, 2010); and 62886 (September 10, 2010), 75 FR 56613 (September
16, 2010). The Commission will continue to explore additional ways in which these
vulnerabilities can be addressed. . . .
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can move across a wide range of securities and futures products. If a price shock in one or more.
K _securities'were 10.0ccur as a result of computer or human error, for example, it could spread
rapidly across the ﬁna_néia! marl_(ets, potentially with systemic implications. To address these
risks, the Commaission I_Jelieves broker-dealers, as the en.lilies through which access o markets is
obtained, should .implement effective controls r(::asonabl~y dgsigned {0 prevent errors or other
inappropriate conduct from Apotent_ially causing a signiﬁ'cam gi.srtnption ‘t'o?_the mark_efs.

The Commission believeg that Rule 15¢3-5 should reduce the risks fa.ced by broker-
dealers, as well as the markets and the financial system és a whole, as a result of various market
access arrangements, l‘Jy ‘requiring effective financial and re_gu]atory risk management controls
reasonably designed to limit financial cxposure and_efl-sure éqmp!ian;:_e_ with applicable
regulétory requir;:ments to be impleménted on a market-wide basis. As described below, these
financial and regulatory ris!; management controls should reduce risks associ‘atec'i,with' -mark'etl
accesé and thereby enhance _market integrity gnd ir}vestor protection in.the securities markets.
For example, a system-dri.ven,j,pg'e-t_rade contr‘ﬁ[ désigned to reject-orders that are not reasorﬁa})ly )
related to the quoted price of Lhc security woulcj'prevént erroneously entered ofders from -
reaching the securities markets, whiéh should lead to fewer brokén trades and thereby enhance
. the integrift}__f of trading on the ‘szfacurit.ies markets. |

Rule 15¢3-5 is intended to complement a_nd- bolster existing rules and .guildance issued by
the exchanges and the Financial Industry Regulétory Authority (“FINRA”) with respect to

market access.'® ‘Moreover, by establishing a single set of broker-dealer obligations with respect

to market access risk management controls across markets, Rule 15¢3-5 will provide uniform

n,

18 See Proposing Release, Appendlx 75 FR at 4029 - 4031 (noting current SRO guidance
with regard to internal procedures and controls.to manage the financial and regulatory
risks assocmted with market access for members that provide market access.to*
customcrs)
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standards that will be interpreted and enforcéa in a consistent manner and, as a result, reduce the .
potential for regulatory arbitrag.e.lg
1L Rule 15¢3-5

The Commission is adopting Rule 15¢3-5 - Rusk Mamgcmcnt Controls for Brokers or
Dealers with Market Access — to reduce the risks faced by broker- deaiers as well as the markets
and the ﬁnaﬁcial system as a whole, as a result of various market access arrangements, by
réquiring effective financial ana regulatory risk management controls reasonably designed to
limit financial exposure aﬁd ensure compliance with applicable regulatory requjrerﬁents to be
implemented on a market-wide basis. These financial and regulatory risk management controls
should reduce risks associated with market access and thereby enhance market integrity and
investor protection in the securities markets. Rule 15¢3-5 is intended to strengthen the controls

with respect to ri_larket access and, because it will apply to trading on all exchanges and ATSs,

reduce regulatory inconsistency aqd the potential for regulatory arbitfage. Rule 15¢3-5 will

" require a broker or dealer with market access, or that provides a customer or any other person .

' Qith access to an exchange or ATS through use o:f its MPID or otherwise, to establish, document,
and maiﬁtain a system of risk ménagement controls and superviso.ry procedyres reasonably
designed to manage the ﬁ‘nancial, regulatpry, and other risks, such as legal and operational risks,

related to market access. The Rule will apply to trading in all securities on an exc¢hange or

See, e.g., letters to Elizabeth M. Murphy, Secretary, Commission, from Manisha Klmmel
-Executive Director, Financial Information Forum, February 19, 2009 (“The [Nasdaq]
proposal to establish a well-defined set of rules governing sponsored access is a positive
step towards addressmg consistency in sponsored access requirements.”); and Ted
Mpyerson, Presndent FTEN, Inc., February 19, 2009 (“[I]t is imperative that Congress and
regulators, together with the private sector, work togethet to encourage effective real-
time, pre-trade, market-wide systemic risk solutions that help prevent [sponsored access) ‘
errors from occurring in the first place.”). .
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- ATS, 2 inc_l'udi-ng.eqtlgil_'ie;s-; options, \cxchangc-t_rad_e_d_ funds, debt securities, and se'-curilf};-_based l:
: ..swap.sf' ?u_rther; it will require _lhat,.-the brpk_ér or. dealer with market _acéess have direct and
exclusive cc')ntrol.of the:'ris_k manégeﬁéht..:'co_m-ro‘ls andéupervisory pi_'OC_é:élurGS, while 'penﬁitti'ng
the reasonable and appropridte al_lo;atiop éf §j')e_c_i'ﬁc’;risl{_ m'anag.emg:nt:cqmrdls and supervis_dry

procedures 10 a customer that is a regis.lered- broker-dealer 56 long as the brokerfdeglcr providing
market access has-a reasonable, basis fpr determihing _%hat such customet; bas'ed'-n_)n its position in
the transact{on and rela'tion'ship with the ultimate 'custéamer, can m.ore' effectivel)';' implemt_am

'lthem. Fiﬁally, and impc}rtaﬁlly, Rule 1503-5.'will téqui_re_: those controls to be implemented ona

. pre-trade basis, which will hécessari]y_ eliminate‘_th.é_pi'actice of broker—deélers providing
“unfiltered” or “naked” access to any exchange or ATS. Asa res'ul}_, the Commission bélieves
Rule 1 5¢3-5 should substa?tially: mitigate a parti.cu]arly‘ .s;‘,‘rious vulnerability of the U.S.
securities markets.

After careful review'al}d consideration of 'the comment Iétters, the Commission has
determined to‘e;dopt Rule 1 5;3-‘5‘-sy;bstantially\asl proposéd, bill.Wilh certain narrow
~m0diﬁce;tions—made in response to congerns express'ed by éo:rﬁmenters 'éxs discussed belqw..'
Consistent 'vgi'th the Propdsihg Réleasé, Rule 15¢3-5 is_organizéd as féﬁ]lows: (1) relevant

; definitions, as set forth in Rule 15c3-5(a);_.(2) tile general reﬁluirement to maintain risk

management controls and supervisory procedures in connection with market access, as set forth

» Under Section 763 of the Dodd-Frank Wall Street Reform and Customer Protection Act
- (*Dodd-Frank Act™), the Commission has new authorlty over security-based swap
execution facilities. The Commlssmn ‘will consider possible application of risk
‘management controls and supervisory procedures to trading on security-based swap
execution facilities and other venues that facilitate the tradmg of such products

2 The Dodd-Frank Act, in Section 761, aiended the-definition of security to- mclude
security-based swaps. As such, the Commlsswn notes that Rule 15¢3-5 will apply toa
broker or dealer with access to trading security-based swaps on a national securities .
exchange that makes- security-based swaps avallable to trade :

e
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in Rule 15¢3-5(b); (3) the more speciﬁc. requirements to maintain certain financial and regulatory - .

risk management controls and supervisory procedures, as set forth in Rule 15¢3-5(c); (4) the
mandate that those controls and supervisory procedures, with certain limited exceptions, be
under the direct and 'éxclusive control of the broker-_déaler with market access, as set forth in
Rule 15¢3-5(d); and (5) the requirément that the broker-dealer regularly review thé'effcctiveness
of the risk management controls and supervisory procedures, as set forth in Rule 15¢3-5(¢). This
release first gives a general description of Rule ]5cl3—5 as adopted and then, in turn, discusses the
specific provisions of Proposed Rule 15¢3-5, the comments received on each provision, and any
modifications to the provision from the Proposing Release.

AL Summary of Rule 15¢3-5

Rule 15¢3+5 will require a broker or dealer that has market access, or that provides a

customer or any other person with access to an exchange or ATS through use of its MPID or’

otherwise, to establish, document, and maintain a system of risk management controls and
supervisory procedures reasonably designed to manage the financial, regulatory, a:ld other risks,
such as legal and operati'ona] risks, related to such market access. Speciﬁcally,'the Rule will
require that broker-dealers \a;fith access to trading securities on an exchange or ATS, as a result of
being a member or subscriber thereof, and broker-dealer Operatofs of an ATS that provide access
to their ATS to a non-broker-dealér, establish, document, and maintain a system of risk
management controls and supervisory procedures that, among other things, are reasonably .
dcsignéd to (1) sysfematically limit the ﬁnanpial exposure of the broker or dealer that c._ould arise

as a result of market access, and (2) ensure compliance with all regulatory requirements that are

applicable in connection with market access.” Broker-dealers that provide outbound routing

2 The Commission notes that the term “regulatory requirements” references existing ' .

regulatory requirements applicable to broker-dealers in connection with market access,
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se_rvices.lor an .exchange or ATS in order for 'tirose trading centers 10 meet the requirements of
Rule 611 ofRegulallon NMS will not be required to comply with the Rule with respect to such
routing services, except with regard to paragraph (c)(1)(ii) of the Rule (regardmg prevention of
" erroneous orders). .

The required financial risk management controls and supervisory procedures must be
reasonabl.y designed to prevent the entry of orders that exceed appropriate pre-set credit-or -
-~ capital-"thresho]ds, or-'t.hat appear to be erroneous. ;l"he regulatory risk merlagelnent controls and
:' Supervisory procedcres must be reasonably designed to prevent the entry of orders unless there
hais been compli_ance'with all regulatory requirements that rnhst be satisﬁed on a pre-order entry
ba'sis, prevent the entry of orders tllrat‘tllre broker-dealer or customer is restricted from trading,
restrict 1r1arket access\lecl'rnology-and systems to apthorized persons, and assure appropriate
surveillance oersonne] receive immediate post-traﬂe exec-uti'on réports. ]Each\such broker-dealer
— \wll be required to preserve a copy of its superv:sory procedures and a written description of its
risk rl1anagement controle as part of its books and records in a manner consistent with Rule 17a-
4(eX7) undervthe -Exchange Act.?

The ﬁnaoci_al and 'reguretory risk'management- controls and supervisory procedures
required b)'; Rlule 15¢3-5 must be .under the direct and exclusive control of the broker-dealer with

market access, with certain limited exceptions pemritting allocation to a customer that is a

and is not mtended to substantwely expand upon them. . The specific-content of the
“regulatory requirements” * would, of course, adjust over time as laws, rules, and
-regulations are modlﬁed

2 See 17 CFR 240.17a- 4(e)(7) Pursuant to Rule 17a-4(e)(7) every broker or dealer
subject to Rule 17a-3 is reqmred to maintain and preserve in an easily accessible place
each compliance, supervisory, and procediires manual, including any updates
modifications, and revisions to the manual, describing the ‘policies and practices of the
broker or dealer with respect to compliance with applicable laws and rules, and

- supervision of the activities of each natural person associated with the broker or dealer
until three years after the termination of the use of the manual.
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registered broker-dealer of specified functions that, based on its position in the transaction and .

relationship with the ultimate customer, it can more effectively implement. In addition,.a broker-
dealer with market access will be required to establish, document, and maintain a system for

-

- regularly reviewing the effectiyeness of the risk mane;gemenl controls and supervisory
procedures and for promptly addressill']g any i_sshes: Among other things, the bf’ol{e;r-dealer will

- be required to review, no less frequently than annually, the business activi'ty of the broker-dealer
in connection with market access to assure the overall effectiveness of its risk‘m;magément
colntrols and supervisory procedures. Such review will be requiréa 1o l;e conducted in
accordance with written procedulres and will be required to be documented. The broker-dealer
will be reqLiired to preserve a copy of its written procedures, anld documentation of each review,
as part of its books and records in a manner consistent with Rule 17%1-4(9,)(7) under the Exchange
Act, and Rule 17;':1—_4(b) under the Exchange Act, respeéiively.zs _

| \ |
In-addition, the Chief Executive Officer (or equivalent ofﬁc_:er) Qf the broker-dealer will

be required, on.an annual basis, to certify that the risk management controls and Supervisory
procedures compiy with Rule 15¢3-5, and that the regular ’review descfibed above has been
conducted. Such certifications will be required to be pre;erved by. t};e blroker-dealer as part of its
books ana Tecords in a manner co"nsi.stent with Rule 17a-4(b) under the Exc:hamge-/’&ct.26 |

B. Deﬁnitiqns |

As proposed, Rule 15¢3-5 séts forth two defined terms: “market acoess” z;nd “regulatory

: réquirements.” The term “market access” is central to Proposed Rule 15¢3-5, as it determines

24 1d.

2 See 17 CFR 240.17a-4(b). Pursuant to Rule 17a-4(b),_évery broker or dealer subject to
. Rule 17a-3 is required to preserve for a period of not less than three years, the first two-
. years in an easily accessible place, certain records of the broker or dealer. . a

% g
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R - .
which broker-dealers.are subject to Rule and the scope of the required financial and regulatory

" risk management controls-asid supervisory procedu_rés. In the Proposing Release, the
Commission p-roposed to define the ;_f;rm __“_marké_t qgc§$s” aé access 1o trading in securities on an )
exchange or"A_TS as a result of being.a ;:i1§:_1_1ber;or:subscrib,er: of t-he exchange or ATS,
_r<=,spe:ctivel3,r.27 In tﬁe 'Propc;s-ing Release, tht;, ‘Cdm.injé'sion_ élﬁplaineci that “market access™ is
intentionally defined broa-c}ly.sq as toinclude not only direct' market accéss or sponsored access
services offered to custo'l;ne'rs of broke_r-.de.ale_rs,.bldt al§o-fap'é.ess to Lrading for the proprietary |
account of the broker;déa]er_ and for more trhditipna] agency ;1c_1ivitics. In adciition, the proposed
dcﬁnifion would encompasé tr'adin_g. in all secu‘r:ities'or-l,an eﬁc_heinge or ATS, including equities,
options, exchange traded funds debt securlues and secunly -based swaps. |

. 1. Non-Broker- Dealer ATS Subscribers

By its terms, the proposed ru]e would not have applied to non-broker-dealer market
partlcnpanls 1nc]udmg non-broker-deaier subS(:nbers to ATSs 28 In addition, as proposed, the
definition of “market acc_ess” was limited by tbe phrase “as aresult of being a memb_er or
subscriber of t‘hg-.elx‘chanée_ or AT?, respectively.” Accordinglyf, a broker-dealer that‘operétcs: an
ATS and pxjérv'ideé -noxl{:'bqug'i"-dealer market pani_cipalnt:s; éc;ess to its ATS would not have been
included withiﬁ the Apropo.sec‘i 'deﬁnitidn of markei é;ccéss, because such access would not result
_-fr.om -tl.1at brokers(__i;alerwbei‘ng a su.bs'cri? ber to the ATé, but rather from its being the ATS

operator.

z Proposed Rule 15c3 S(a)(l)

28 See Proposing Releidse, 75 FR at 4012 n.35 (statmg that “PrOposed Rule 15¢3-5 would
.not apply to non- broker-dealers including non- -broker-dealers that are subscribers of an

ATS. ”)
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With regard to excﬁanges, the Exchange Act requires members to be registered broker-
dealers. Accordingly, the proposed rule was intended to ensure that all orders submitted 10 an
exchange would flow through. broker-dealer systems subject to Rule 15¢3-5 prior to such orders
entéring an exchange. While the majority of ATS subscribers are bioker-dealers, the current
ATS regulatory regime does not require a subscriber to be a'broker-.deal'er.m As proposed, since
" a non-broker-dealer subscriber to an ATS would not have been subject to the proposed rule,

orders it submits directly to an ATS to which it subscribes would not have flowed through a
broker-dealer sttem subject to Proposed Rule 15¢3-5 Before entering the ATS.

In the Proposing Releése, the Commissioﬁ reqilested cc‘)mment on whether the broker-
dealer operator of an ATS should be required to implement risk management controls and
supervisory proce&ures with regard to a non-broker-dealer subscriber’s access to its ATS. Nine

- commenters specifically addressed non-broker-dealer access to frading in securities on ATSs in

response to this request.’’ Generally, these commenters believed that all orders entered on an

2 &:ﬁ 15U.S.C. 78f(c)(1) (“A national securities exchange shall deny membership to (A)

any person, other than a natural person, which is not a registered broker or dealer or (B)
any natural person who is not, or is not associated with, a registered broker or dealer.”).

30 gee 17 CFR 242.300(b).

3 See letters to Elizabeth M. Murphy, Secretary, CommlsSlon from Marcia E. Asquith,

Senior-Vice Presidént and Corporate Secretary, FINRA, March 25, 2010 (“FINRA
Letter”); Christopher Lee, Global Head of Market Access, and Paul Willis, Global
Compliance Officer, Fortis Bank Global Clearing N.V. London Branch, March 26, 2010
(“Fortis Letter™); J. Ronald Morgan, Managing Director, Goldman, Sachs & Co., and
Timothy T. Furey, Managing Director, Goldman Sachs Execution & Clearing, L.P.,
March 20, 2010 (“Goldman Letter”); Timothy J. Mahoney, Chief Executive Officer,
Marybeth Shay, Senior Managing Director Sales and Marketing, and Vivian A. Maese,
General Counsel and Corporate Secretary, BIDS Trading, March 29, 2010 (“BIDS
Letter”); P. Mats Goebels, Managing Director and General Counsel, Investment
Technology Group, Inc., March 29, 2010 (“ITG Letter”); Peter Kovac, Chief Operating
Officer and Fmancnal.and Operations Principal, EWT LLC, March 29, 2010 (“EWT
Letter”); John.A. McCarthy, General Counsel, GETCO, April 1, 2010 (“GETCO
Letter); Jeffery S. Davis, Vice President and Deputy General Counsel, The Nasdaq
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exchange or ATS éhould be subject to equivalent regulatory treatment, and urged ‘Ehe
Commission to adc‘l.ress_‘_'lhis issue. For example, F]N RA noted that the same regulatory and
financial risks associated with _broker—.deaier access arrangements are present when a non-broker-
‘dealer subscriber enters ordér‘s ﬁ_nd accesées an ATS.32

Six coﬁ'ﬁiet1ters recommended that the broke%—dealer operator-of the ATS should be
requiréd to impl'ement- the requiréd risk nianégeme_nl controls and super'visory procedures with
regard to order flow from npn-broker-célea]er subsc:ribc;rs.3 3 In gepera-l, these commenteré
believed that the brokér-aeéle;'operator of an ATS is best ,po.si'tioned to irhplement the risk
management controls and supervisory procedures.required under the proposed rule for order flow
entered into ité ATS by non-broker-dealer subscribers. For example, one commenter noted that,
when receiving érders from non-broker-dealer subscribers, the ATS’s sponsoring broker-dealer
is the only broker-dealér in the chain of order flow from the subscrjiber to the ATS.** Similarly,
FINRA believed that, because ATSs themselves have regulatory obligations as registered. broker-
dealers and FiNRA: n1embers:, it__is appropriate to iﬁ1:ppse': ri‘sk. management obligations on ATSs
~ to the extent thgt non-registered entities are permitted to access-its -‘.l'\TS‘.35 Two 'o'ther

commenters égréed that an ATS should be required to implement risk management controls and

OMX Group (“Nasdaq Letter”); Ann Vlcek, Managing Director and Assocmte General
Counsel, SIFMA, Apnl 16,2010 (“SIFMA Letter”). :

32 Sec FINRA Letter at 3-4:

_33 See FINRA Letter at 3-4 Fortls Letter at 5; Goldman Letter at 1 n. 3; BIDS Letter at 4;
ITG Letter at 9; SIFMA Letter at7.

. See ITG Lettelj at 9 .
¥ See FINRA Letter at 3-4.
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supervisory procedures with regard to order flow from non-broker-dealer subscribers, but they
believed this obligation stems from its status as a market center rather than as a broker-dealer.*®

Several commenters put forth additional ideas as to how to address non-broker-dealer
subscriber access to an ATS. One cdmmcnter suggested that the broker-dealer that clears the
trades that occur on an ATS for a non-broker-dealer subscriber should be required to implement
the risk controls with regard to such orders.’” Another commenter proposed that the
Commission amend the ATS regulatory structure to require ATS subscribers to be broker-
dealers.*® Yet another commenter suggested that the Commission directly subject the non-
broker-dealer subscribers to the proposed rule.®* The Commission received no comments
suggesting that non-broker-dealer subscriber access to an ATS should be outside the scope of the
proposed rule.

The Commission agrees that similar regulatory and financial risks are present when a
non-broker-dealer subscriber directly accesses an ATS as when a broker-dealer accesses an
exchange or ATS. Accordingly, the Commission believes that such access should be subject to
the requirements of the proposed rule to ensure that all orders that enter an ATS are subject to
effective risk management controls and supervisory procedures reasonably designed to limit
financial exposure and ensure compliance with applicable regulatory requirements. Specifically,
the Commission believes that the broker-dealer operator of an ATS should be required to
implement the financial and regulatory risk management controls and supervisory procedures

required by the Rule with regard to access by non-broker-dealer subscribers to its ATS.

3 See Fortis Letter at 5; BIDS Letter at 4.
7 See EWT Letter at 2.

*  See GETCO Letter at 7.

» See Nasdaq Letter at 2.
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As noted above, because Rule 15c3—5 will not apply to noq-b'roker-dealer subscribers,
se\.fera] commenters suggested glte;‘llative ways to su_bject‘_n"on-broker.-dealer ATS subscribers to
the proposed rule. The Commission believes, ho.'u.relzver, that.ihe broker-dealer operator of an
ATS is the best positioned brok;r-deale:"lo imple:.ncnt the risk management c;)ntrols, particu]ar]y
the pre-tréde controls, requi :ed under the proposed ‘rule. In addition, the Co_mmissipn believes

the broker-dealer operator of an ATS can effectively achieve the purposes of the Rule.

Regquiring the broker-dealer operator of an ATS to implement the risk managemenl controls and

Supervisory procedﬁres required by the proposed rule with respect to non-broker-dealer
subscribers should ensure that all order flow entered on an ATS is subject to the Rule’s financial
and regulat(;ry risk management contrdls and supe'wisor_y procedure_:s.40
'Acc.ordhlmgl y, the term “mérkg:l access’i’ in Rule 1503-5(a)(1); as gdopted, is'dé_ﬁncd 10

include ‘_‘acceés to trading in securities 0;1 an glternalivg trading'system provided by a broker-
deaier operator of an alternative trading Syslém to a non-broker-dealer.” A l.Jro_keg-dealfer
op‘;rator of an ATS, therefore, would have “market at*;cess "if it provides non-broker-dealer
subscribers access to.ité ATS Such a brokér-;iealel:r.'ATS operator would be ;ubject .to Rule
15¢3-5 and would be required, among other thin.gsl,',to f_,'gtajblish, document, and mainltain a
éystem of risk manégement controls and supe'rv_i§o_ry j;roéedures’ r@aspnabjy designed to manage
the financial, regulatory, and other risks of this bus.iqes_s acti:'v-it'y. |

| The Commission believes ahy broké‘_r-dealer with direct access fo trading on an exchange
or ATS, or that provides other market participants access to trading on an exchange or ATS, .

should establlsh effectlve risk management controls reasonably de31gned to prevent breaches of

40 As discussed in greater detail, infra, a broker dealer subscriber of an- ATS will be able to
utilize the risk management tools and- soﬁware provided by the ATS to fulfill the
requirements of the Rule. :

l
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credit or capital limits, erroneous trades, violations of SEC or exchange trading rules, and the
like. These risk management controls should reduce risks associated with market access and
thereby enhance market integrity and investor protection in the securities markets.

2. “Regulatory Regquirements”™

Under Proposed Rule 15¢3-5(a)(2), the tedn “regulatory requireménts” was defined to

include all fedéral securities laws, rules and regulations, and rules of SROs; that are applicable in |

connection with market-access. In the Proposing Release, t_he Comrrﬁséion stated that it intends
this definition to 'encompass all of a broker-dealer’s regulatory requirements that arise in |
condection with its market access."’ “Regulaiory requirements” is a key term that controls the
scope of the regulatory risk management conti'olé and supervisory procedures required by
Proposed Rule 15¢3- 5(c)(2) ‘While scvcra] commenters addressed the scope of the term

“regulatory requ:rements” in the context of the proposal to require risk management controls-and

supervisory systems, a few.commenters expressed concern regarding the specific definition of

“regulatory requirerdents.” Two commenters requested that.the Commission clarify that the
“definition does not expan.d or altér the currént'obligations of broker-dealers with market adcess
or :chat provide other markél participants with access to trading on an éxchange or ATS.” The
Commission emjahasizes that'thd ie'rm “regulatory requirements” references existing regulatory
requirements applicable to broker-dealers in connection wiih market access, and is not intended
to substantfl.vely expand upon them (a conde‘m noted by some commenters). As discussed below

.in Section ILE, these regulatory i‘e_quirements would ihclude, for example, ﬁre-trade,

41

See Proposing -Releasé, 75 FR at 4012,

2 T}}ese comments-are addressed in Section ILE. below. o
SIFMA Letter at 6; letter to Elizabeth M. Murphy, Secretary, Commission, from Joseph
M. Velli, Chairman and Chief Executive Officer, ConvergEx Group, Apr1] 9,2010 '
(“ConvergEx Letter™) at 6.

43
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requirements such _as‘ex‘ch'ange,trading rules re]atin_g to special order types, trading halts, odd-lot
orders, and SEC rules 1.mder Regulation SHO and Iiegulatfon NMS, as well as post-trade
obligations to monitor for manipulation and other illegal activity. The specific content of the
“regulatory requirements” wc.Jul\L:l,' of course, adjust 6ver time as laws, rulés and regulations are
‘modified. |

L]

C. Requirement to Maintain Risk Management Controls and Supcrvisory
Procedures '

-

Propose&! R"ﬁle ]503-5(b_) sets forth the gelne;al requirement thaF any broker-dealer with
access to trading on an excha':'mg.e or ATS Iﬁust establish risk managémehl controls and
supervisory progedltres reasonabl y d;:si gned tolmanage tlié associ;aled.risks. Specifically,
Proposed Rule 1 5(:3-5(ij provides that a broker-'dealer'\yith market access, or that provides a
.cust:clnner or any'other p'erso'n with access to an.e—xchange or .ATS through use of its MPID or
o.ll]e.ljwisc_:, shall cstab]i'sh, document, and maintain a systetln of risk m_énageﬁwnt controls and .
supervisory pt‘.qcedures A'reaé;onabl)./.' c"lesignea to manage, thelfinancia'l, regulatory, and other risks,
such as legal and oiaerélional'_risks, of this business activi{y. ‘Proposed Rule 15¢3-5(b) requires
the controls and procedures to be dqcumented in witiné, and reduii’es thé broker-dealer to
p_res.e;rvela copy of its supervisory p-'r'ocedurcs"'and a written &es:cripti011 of ‘i;s risk mahagerﬁcnt
cc;n‘trols as part of its bc.)oks and r,eco;ds ina mannér consistent \\.fith Rule.] 7:;—4(¢)(-7) under the _

Exchange Act.”

1. “Reasonably Designed” Controls and Procedures
Proposed Rule 15¢3-5(b) requires that the risi( Iman_agemem controls and supervisory
procedures of a broker-dealer subject to the rule be “reasonably de’éigned” to manage the risks

associated with market access. Commeénters generally supported the proposed “reasonably

% See 17 CFR 240:17a-4(e)(7;),.

23



designed” standard in the rule.*’ In the Proposing Release, the Commission noted that the .
proposed rule allows flexibility for the details of the controls and procedures to vary from

broker-dealer to broker-dealer, depending on the nature of the business and customer base, so

"= long as they are reasonably designed to achieve the goals articulated in the proposed rule.*

Accordingly, Rule 15¢3-5 does not employ a “one-size-fits-all” standard for determining
compliance with the rule.*’ For example, a broker-dealer that only handles order flow from retail
clients may very well develop different risk management controls and supervisory procedures

8

than a broker-dealer that mostly services order flow from sophisticated high frequency traders.’

2. Application to Traditional Agency Brokerage and Proprietary Trading

As noted above, the Commission expressed the view in the Proposing Release that the

financial and regulatory risk management controls and supervisory procedures described in the

43 Sce, e.g., EWT Letter at 4; SIFMA Letter at 2; letters to Elizabeth M. Murphy, Secretafy,

Commission, from Jeffrey W. Rubin, Chair, Committee on Federal Regulation of
Securities, American Bar Association, April 5, 2010 (“ABA Letter”) at 5; Edward J.
Joyce, President and Chief Operating Officer, Chicago Board Options Exchange,
Incorporated (“CBOE Letter”} at 3.

In agreeing with the approach of the proposed rule, one commenter noted that “[a]n
effective risk management system should be tailored to the business of the broker-dealer,
taking into account a comprehensive view of the firm’s activities, including the
individual circumstances of various customers and clients, and a quantitative analysis of
the trading goals and strategies employed across all asset classes for each entity placing
orders.” See EWT Letter at 4.

ABA Letter at 5 (requesting that the Commission clearly state that the proposed
“reasonably designed” standard is not meant to be a one-size-fits-all test that would
unreasonably burden smaller broker-dealers). See also letter to Elizabeth M. Murphy,
Secretary, Commission, from Edward Wedbush, President, and Jeff Bell, Executive Vice
President, Wedbush Securities Inc., March 31, 2010 (“Wedbush Letter”) at 1 (stating that
“the requirements of the Proposed Rule should not be applied on a one size fits all
basis.”).

The Commission agrees with a commenter that noted that “[r]isk controls must be
tatlored to the particular nature of the market access, the arrangements between the
market participants and the market venue, and the client’s trading strategy.” Goldman .
Letter at 2.

46
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: . proposed rule should apply broadly to all forms of marll;e't access by broker-dealers that are
exchange m_err_lbers er,ATS subscribers, including sponsoréc] access, direct market access, and
more traditional agerlcy brokerdge arrangements ‘with customers, as well as ‘prol.)rietary trading."g
Accordingly, lhe proeosed term “market accessf’.inc‘]‘udesall suc'h':aclivilies. -

| Certain commenters sugges_ted lthat the scop.e-of th‘e proposed rule is too far-_reaching in
thal'il-encompass'es broker-dealer activities that de not raise risks as si grliﬁcant' as tlrose that
occur in “unfilter ed” sponsored access arrangements ¢ One comienter belleved that the
proposed rule would lead.to dr,rpllleatrve, unnecessary, and costly regulation. 3 A_nother
commenter, w:hile aelgnow]edgirrg the ris_ke pesed by ua_ﬁltere_d spohs('jred access arrangements,
questioned the need for the‘rule to cover other,_rparket acceSS arrangenients.” In contrast, one
commenter stated that Rule 15¢3-5 shouk.i‘ ap'p‘l-y equally to customer and proprietary trading
‘acti vity, arrd “should not just be applicable to.thoée m_embers. offerirrg third party acceas.”53

. Another commenter similarly noted that uniform pr‘inc'ip:l,-es with res.peei to market access are

warranted, and that any final rule on market access should-not advantage a broker-dealer’s

proprietary business over its customer business.™ Yet arrother commenter noted that subjecting

9 Proposed Rule 15¢3-5 would not apply to non- broker-dealers meludmg non- broker—
dealers that'are subscribers of an ATS.”

50 .See,e.g., ABA Letter at 2-3; CBOE Letter at 1 letter to Elizabeth M. Murphy, Secretary,
Commission; from Kimberly Unger, Executwe Director, The Securities Traders
Association, of New York Inc., March 29 2010 (“STANY Letter”) at 2.

st STANY Letter,at 2.0 ;
-32 "CBOE Letter at 2,
~ Fortis Letter at 4.

34 Letter to Ellzabeth M. Murphy, Secretary, Commlssron from Stuart J. Kaswell
Execunve Vice President and Managing, Dlrector General Counsel, Managed Funds
. ‘ Assocrahon (“MFA™), March 29, 2010 (“MFA Letter”) at2. MFA recogmzed that -
. " different'types of filters and control settings for proprietary ‘orders and customer-orders -
may be warranted due to the dlfferent types of risks presented by such orders. Id See
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proprietary trading of broker-dealers to Ruie 15¢3-5 would create “common expectations for all .

firms to police themselves in order to limit potential market impactiné evc:nlts.”55
The Commission continues to believe that the risks associated with ﬁ'larket access —
whether they involve the potential breach of a credit or capital limit, the suEmission of erroneous
orders as a result of computer malfunctiloﬁ or human error, ihe failure to comply with SEC or
exchange trading rules, the failure to detect illegal conduct, or otherwise — are present whenever
a brokér—dea[er trades as a member of an exchange or subs;criber to an ATS, whether for its own
proprietary account or as agent for its customers, including traditional agency brokerage and
1hr0ugh_direct market access or sponsored access arrangemients. The Commission believes that
to effectively address these risks, Rule 15¢3-5 must épp]y broadly to all access to trading on an
exchange or ATS.

In addition, the Commission, consistent with our understanding of current broker-dealer

best practices, ;céntinues to believe that, iﬁ many cases, pafticulaﬂy with respect to proprietary
trading and more traditional agency brokerage activities, ﬂlgf Ruie 15¢3-5 should be substantially
satisfied by existing risk management c§1_1trols and supervisory procedures already implemented
by brc'tker-dgalers.56 For these broker-dealers, Rule 15¢3-5 should have a fninima!. impact on

-current business practices and, therefore, should not impose significant additional costs on those

also Wedbush Letter at 4 (“Certain pre-trade risk filters should be applied to all orders
whether sponsored or not, thereby eliminating the performance or speed d]fferentla] and
effectwely encouraging firms to utilize these controls.”).

53 GETCO Letter at 2.

3 See Proposing Release, Appendix, 75 FR at 4029 - 4031 (noting current SRO guidaﬁce

with regard to internal procedures and controls to manage the firiancial and regulatory
risks-associated with market access for members that provide market access to ¢
customers). : : .
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‘broker-dealers that currently employ.a prudent approach-to risk man_agement.57 Rule 15¢3-5 wili

" assure thal broker-dealer controls and procedures are appropriately strengthened, as necessary, so

that consistent standards are applied for all types of market access. By requiring all forms of

" market access by broker-dealers to meet certain baseline standards for financial and regulatory

risk management controts, Rule 15¢3-5 should reduce risks to broker-dealers, the markets, and

the financial system, and thereby enhance market integrity and mvestor protectlon

3. Rlsk Managemem Contro}s Prowded bv Exchanges and A"[ Ss

: Several co.mment_e‘rs addressed the role of 3_narket centers - exchanges and ATSs - in

connection with the establishment of risk management eo_nt_rols..s8 Someé commenters suggested

that market centers, rather than broker-dealers with market access, should be responsible for .

implementing certain pi:e-trade risk. management controls. T hese commenters generally argued

that the market center is ‘best posilioned to implement .pre-trade_ risk management controls such

as those de51gned to prevent erroneous orders and assurc compllance with SRO rules relating to

tradmg halts and specnal order types % Some commenters argued that applymg pre-trade nsk

controls at the nta_rket_cer;ter ']evel wou.ld provide for umzform treatm.et_tt of all orders entered on

57

58

59

Id o

Sec Wedbush Letter at 4, Fortis Letter at 2; S]FMA Letter at 6; CBOE Letter at 4;
Goldman: Letter at 7; GETCO Letter at 6; ITG Letter at 3: :4; Lime Letter at 6; Deutsche
Bank Letter at 5-6; letters to Elizabeth M. Murphy, Secretary," Commission, from Richard

D. Berliand, Managing Director and Head of Prime Services and Market Structure
*Group, and Jéhn J. Hogan, Managing Director and Chief Risk Officer, Investment Bank,

J.P.'Morgan Securities Inc:, April 26, 2010 (“JP Mor‘gﬁn Letter”) at 2-3; Jesse Lawrence,
Director and Managing Counsel, Pershing LLC, March 24, 2010 (“Pershing Letter”) at 3-
4; Nicole Harner Williams, Vice President and Associate General Counsel, Penson
Worldwide, Inc., March 29, 2010 (“Penson Letter”y at 3; Gary DeWaal, Senior Managing
Director and Group'General Counsel, Newedge USA, LLC, March 29, 2010 (“Newedge
Letter”) at 2, 4; John M. Damgard, Presiderit, Futures Industry Association; May 6, 2010,

(“F IA Letter”) at 2.

See, e.g., Pershmg Letter at 3; Penson Letter at 3; Deutsche ‘Bank Letter at 5 ‘Goldman
Letter at 7; ITG Letter at.3; Lime Letter at 6; JP Morgan 'Letter at 2.

i..
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that market center,®® and would more equitably allocate risk management obligations among .

those that benefit from trac‘ling._(" In this regard, commenters noted that certain exchanges
currently provide users with an array of pre-trade nisk Acontrols.,, and urged the Commission to
allow broker-dealers to rely on these exchange controls to comply with_the. Rule.** The
Conﬁnission believes that market center-prox’ided pre-trade risk controls can be useful risk
management tools. The Commission confi'nues to believe, however, that broker-dealers with
market a,c..cess should be responsible in the first instance for establishing and maintaining
appropriate risk management controls under the Rule. The .Commiséion notes, as discussed in
Section F. below, that broker-dealers rﬁay be gﬁle to use market center-provided pre-trade risk
-controls as part of an overall plan to comply with the Rﬁ'lé. In"a_ddition, the Commission notes
that market centers may independéntly implement pre-trade risk managenicnt controls to

supplement those applied by broker-dealers.

4. Routing Brokers
In the Proposing Release, the Commission requéstéd comment on whether any particular

market access arrangement warranted different treatment under the proposed rule. In response,

eight commenters expressed concern with the application of the proposed rule to broker-dealers

that provide outbound order routing services to exchanges.® In addition, two of these

80 See, e.p., Deutsche Bank Letter at 2; Lime Letter at 6; Wedbush Letter at 4; Pershing

Letter at 3.

61 See, e.g., Newedge Letter at 2.

82 - See, e.g., Wedbush Letter at 4. See also NYSE Letter at 3; BATS Letter at 2 BIDS
Letter at 2.

See Nasdaq Letter at 4; CBOE Letter at 3; EWT Letter at 4; ConvergEx Letter at 5;
GETCO Letter at 5; letters to Elizabeth M. Murphy, Secretary, Commission, from Eric
W. Hess, General Counse] Direct Edge Holdings, LLC, March 26, 2010 (“Direct Edge )
Letter”) at 1-3; Eric J. Swanson, Senior Vice President and General Counsel, BATS ' . '
Exchange, Inc., March 21, 2010 (“BATS Letter”) at 3-4; Janet M. Kissane, Senior Vice ' '

63 -
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commenters noted the same cbnqems with respect to broker-dealers that provide outbund order

routing services to ATSs.* As prbposed, Rule 1503-5_would h.ave app]ied' to routing brokers
beca;usé they ha';fe “market access,” as defined in Rule 15¢3-5(a)(1).

Exchanges and ATSs use outbound order routing services proﬁided by broker-dealers to,
anlmng 6ther things, cémp]y'with the trade-through provisions of Rule 611 of Regulation NMS®
for NMS stocks, and the t_rade‘-lhrou;gh provisic;ns of Options Liqkage Plan® for listed options,
by routing orders to betle.r,-priced quotes at away ma;kég,s. Some exchanges and ATSs use
affiliated broker-dealers to perform this function, and Sthers contract with an unaffiliated broker- -
dealer to do s0.5’ In ger_.ler_al, the outbound order routihg service provided to exchapges by
brc;ker-_deah'ars is regulated as a :facilil-y of the exchange, and 1herefore 1$ subject to direct

Commission oversight.®®

. President — Leg.al and Corporate Secretary, Office of the General Counsel, NYSE
. Euronext, March 29, 2010 (“NYSE Letter”) at 4-5.

- See ep GETCO Letter at 5; CBOE Letter at 3.

6 See 17 CFR 242.611. Pursuant to Rule 611 of Regulation NMS, exchanges and ATSs are
required to, among other things, establish, maintain, and enforce writtén policies and
procedures that are reasonably designed to prevent trade-throughs on such exchange or
ATS of protected quotations in NMS stocks. Exchanges and ATSs generally comply with
this requirement, in part, by employing an affiliated or unaffiliated broker-dealer to route
orders received by the exchange or ATS to other trading centers dlsplaymg protected

" quotations.

86 The Opuons Linkage Plan is a Commi'ssion -approved national market system plan.
Securities Exchangé Act Release No. 60405 (July 30, 2009), 74 FR 39362 (August 6,
2009) (Order Approving the National Market System Plan Relating to Optiéns Order
Protection and Locked/Crossed Markets Submitted by the Chicago Board Options
Exchange, Incorporated, International Secuntles Exchange, LLC, The NASDAQ Stock

" Market LLC, NASDAQ OMX BX, Inc., NASDAQ OMX PHLX, Inc., NYSE Amex
LLC, and NYSE Arca, Inc.) (“Optlons Lmkage Plan™).

¢ See, e _.gu Dlrect Edge Letter at 2;.Nasdaq Letter at 4; NYSE Letter at 4.

%  See e, The NASDAQ Stock Exchange LLC Rule 4758(b); BATS Exchange, Inc. Rule
. 2.11(a); and New York Stock Exchange, Inc. Rule 13. Several commenters noted that
exchange routing brokers operate as facilities of exchanges. See Nasdaq Letter at 4;
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Commenters noted that, under the proposal, orders submitted to an exchange would first .

_héve to flow through hroker-dealer systems- that are subject to the financial and regulatory risk .
controls required by proposed Rute 15¢3-5, and suggested that requiring routing brokers to
" perform the sarfie risk checks immediately thereafter would be dtlplicative.69 These commenters
suggested that subjecting routing brokers to proposed Rute 15¢3-5 would impose unnecessery
costs and inefﬂeiencies .;withou't any corresponding benefits.” In addition, some cornment'e'rs,
argued that routing brokers would not necessarily have the requisite knowledge to effectively
implement the required pre-trade risk _chechs.m |

The Commission is adopting Rule 15¢3-5 to include an exception for broker-dealers that
provide outbound routing'servic'es to an exchange or ATS for the sole purpose of aceeesing other

trading centers with protected quotations on behalf the exchange or ATS inorder to comply with

Rule 611 of'Regulation NMS, or a national market system plan for listed options. Under Rule p
15c3—5, orders sent to an e)rchange or ATS for execution on that exchartge or ATS are required 1o .
b.e subject to broker-de_ater risk i'hanagement controls immediately before submission to the

exchen'ge or lA’I’“S.T' When proﬁiding oh_tbound routing servicee to an exchange or ATS for the

sole purpose of aecessing other trading eenters with protected quotations on behalf the exchange

NYSE Letter at 4; Direct Edge Letter at 1. Nasdaq stated that “exchange operated
broker-dealers are already heavily regulated as exchange facilities, mcludmg rule strlctly
limiting them toa single client, the exchange itself.”

 See Nasdaq ] Letter at 4, NYSE Letter at 5; BATS Letter at 4; Direct Edge Letter at 2-3;
CBOE Letter at 3; GETCO Letter at 5.

See Direct Edge Letter at 2; ConvergEx Letter at S; GETCO Letter at 5; BATS Letter at
~ 4;EWT Letter at 4.

The Commission notes that, as adopted, Rule 1503 5 requtres a broker- dealer operator of
an ATS to implement the financial and regulatory risk management controls required by
the rule with regard to non-broker-dealer subscriber’s access to its ATS.” As discussed

- _above, with this change, Rule 1.5¢3-5 requires all orders that enter an ATS (i.e. orders = =
entered by broker-dealer subscribers and non-broker-dealer subscribers) to flow through ‘
broker-dealer risk management controls subject to the proposed rule. : .

. 69
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or ATS in order to cdmply Will:1 Rule 611 QE chu_lz,ulioh NMS, ora nactionai_ 'nilarkel system plan
for listed oplidns, routiné..b__rok'é_r_si-nece'ssari I‘y would only handle orders that have just passed
lHrough broker-dealer risk -ﬁ]aﬁagément controls subject to P-roposed Rule i5c3-5. Accordingly,.
the Commission believeé: that éxcepting _l"o.uting'broke‘r:-s émployed by exchanges and ATSs to
comr.)ly with Rule 61 1of Regulation NM S,. ora in_at'i(:)ﬁa;i ;ﬁarket system plan for listed opti_ons,
from the requirements of Rule 15¢3-5 should:serye‘-'tb encourage efficient routing services for the
purpose of Reg&j]ation NMS compliance with’ou_t,increaéing the riské as'so:ciated'with market
access: The ¢6n11nissioq notes, howe\.f.er, that r0u'tingebﬁ6kers will not be exempt frt_)m the

requirement in Rule 15¢3-5(c)(1)(ii) to prevent the ,(:ntry.of erroneous orders, by rejecting orders

. that exceed appropriate price or size parameters, on an order-by-order basis or over a short

period of time;'of that indicate duplicative orders. The C_ommi.ssion believes that 're'quiring
routing brokers to have controls reasonably desngned ‘;o prevent th.c entry of €rroneous or
dupilcatlve orders. sllou]d help ensure that order handimg by an cxchange or ATS routing broker
would not increase risk. - |

The Commission notes that'the exception applies only to the extent a routing broker is -

providing services to an éxchange or ATS for the purpose 6f fulﬁi]ing the compliance

.'obli‘gations of the éxchar_lge or ATS under Rule 611 of Regulation NMS, or a national market .

system plan for llstcd optlons . Routing services of an exchange or ATS routing broker that are

.not limited to compllance with Rule 611 of Regulation NMS may mclude a more complcx order

-routing propess involving new decision-making by the_._routmg broker that warrant imposition of

the full range of market access risk controis. Accordingly, the Commission believes that in these

ciréumsﬁmces the exchange or ATS routing broker should be fully subject to Rule 15¢3-5. The

'-éxception.would not apply, for example, to a broke‘r__-déaler when it provides other routing
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sérvices for the exchange or ATS, such as directed routing for exchange or—ATS customers. In
addition, the Commission emphasizes that this exception only applies to the requirements of
Rule 15¢3-5. Accordingly, this exception would not relieve a routing broker that is a member of
an exchange of its obligation to comply with the rules of that exchange.

D. Financial Risk Management Controls and Supervisory Procedures

Proposed Rule 15¢3-5(c) would have required a broker-dealer’s risk management
controls and supervisory procedures to include certain elements. Proposed Rule 15¢3-5(c)(1)
was intended to address financial risks, and would have required that the risk manégemem
controls and supervisory procedures be reasonably designed to systematically limit the financial
exposure of the broker-dealer that could arise as a result of market access. Among other things,
the controls and procedures must be reasonably designed to: (1) prevent the entry of orders that
exceed appropriate pre-set credit or capital thresholds in the aggregate for each customer and the
broker-dealer, and ;Nhere appropriate more finely-tuned by sector, security, or otherwise, by
rejecting orders if such orders exceed the applicable credit or capital thresholds; and (2) prevent
the entry of erroneous orders, by rejecting orders that exceed ap.propriate price or size
parameters, on an order-by-order basis or over a short period of timé, or that indicate duplicative
orders.

1. Individual Trading CenterCredit Limits

Commenters generally agreed that systematic, pre-set credit or capital thresholds applied
on a pre-trade basis are reasonable and appropriate financial risk management controls that

should be in place for market access arrangements.’”” Some commenters, however, suggested

& See, e.g., Wedbush Letter at 4 (“Pre-trade filters benefit the entire industry by helping to

prevent computerized trading malfunctions....”); Lime Letter at 5 (*Real-time pre-trade,
order-placement controls are certainly a critical component to mitigate many of the risks
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that the Commission clarify how a.brokeradealer could reasortably set credit and capital‘
thresho]ds under the proposed rule 7 In particular, one cornmenter thought b:oker dealers |
should have the ﬂexrbn]rty to set credlt limits for customers on a market-by-market basis. ™ The ..
Comrrrission believes that a broker-dealer that séts a reason;ll_;le aggregate credit limit-‘fo_r_ each
eustOmer could'sdtis’fy R"dle 15¢3-5(c)(1)(i) if the bréker-dealer ir]tposes that credit limit by
setting sub-limits a.}')pl‘ied at ¢ach excharge or ATS to,which the broker—dealer provi.des access

that, when added together;.equal the aggregate credit limit. This approach, however, would

necessarily require that, when assessing the customer’s credit-exposure at.one market center, the

- broker-dealer assume ttlat_t_he maximum credit limit has beén reached by the customer at all

other exchanges and ATSs to which it provrdes aocess: Forvexarnpl'e, if a ref_tsonable aggregate
credit ‘I'inllit_:for d‘customer is SI,OOO_,O0.0 and‘.the broker.-d‘eetller provides it accés_s, to five
excha.n'geis or ATSs, the broker-deaier-may'set individual:markel center credit lli'rrn'ts of $200,000 . .
to be applied at the,market center :lettel, but that limit oou]d not be increased to reflect any
unused portion of the ‘c_r_edit lirpitsat other J_market-?qenters.

‘2. More Finely-Tuned Credit Limits

A few, commenters argued that the requirernent to set finely-tuned credit or capital

-

thresholds,.Whe_re_‘approprietel, is unclear, and the Cornmission should provide more detail or

- associated with market access.”), SIFMA Letter at 2 (“SIFMA supports the general
prmc1ple underlymg the Proposal that pre-trade and;post-trade controls and procedures

" are appropriate in sponsored access arrangements.”), JP' Morgan Letter at 2 (“We agree
with.the Commission that pre-trade controls nieed to'be applied to all.orders sent under a
broker-dealer’s MPID to an exchange or ATS.”).

s See,e.g., BIDS Letter at 3; SIFMA Letter at 8; ConvergEx Letter at 5.

" . BIDS Letter at 3 (suggesting that “it would be a reasonable procedure for a broker-dealer
“to set thresholds with refererice to the. aggregate tradmg potential of such customer thatis .-
known to the firm on a per market bas:s”) : :

33




eliminate the requirement.75 One commenter believed the requirement was vague, and expressed

concern that a broker-dealer could be found to have violated the proposed rule if it did not finely-
tune its credit or capital thresholds.”® Another commenter thought the requirement is unclear,
and questioned the need for it in light of an aggregate credit or capital threshold.”” In contrast,
one commenter agreed with the proposed rule that “an aggregate exposure threshold should be
required for each account and, where appropriate, for specific industry sectors and/of
securities.”’® Rule 15¢3-5(c)(1)(i), the pro'visi.on addressing more finely-tuned credit or capital
thresholds, where appropriate, is intended to provide a broker-dealer flexibility in setting its
credit and capital threshold consistent with the broker-dealer’s business model and the goals of
the Rule. A broker-dealer should assess its business and its customers to determine if it is
aﬁpropriate to establish more tailored credit or capital limits by sector, security, or otherwise.

This underscores the reasonable policies and procedures approach of the Rule and the

Commission’s recognition that a “one-size-fits-ail” model for risk management controls and
supervisory procedures in connection with market access is not appropriate:.79

3. Reasonable Models for Credit or Capital Exposure of Outstanding Orders

Several commenters suggested more flexibility with respect to the proposed pre-order
entry financial risk management controls in paragraph (¢)(1)(i) of the Rule. One commenter

suggested that the controls be applied on a rolling intra-day or post-close basis, with compliance

7 See, e.o., ITG Letter at 8; Deutsche Bank Letter at 3.
76 Deutsche Bank Letter at 3.

7 ITG Letter at 8.

B Goldman Letter at 6.

[ See ABA Letter at 5 (requesting that the Commission clearly state that the proposed

“reasonably designed” standard is not meant to be a one-size-fits-all test that would
unreasonably burden smaller broker-dealers).
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being calculated based on executed orders rather than orcin(afrs-routed but not yet executed.®® In
other words, a broke.r-deater’s‘conlrols would E]ock the routing of additional orders and cancel
any Opeﬁ orders only after the execution of orders exéeediné_the ap_p]icable credit or capital himit
had occun_‘ed‘. Other commenters suggested additional vq‘rialions on the proposed approach to
compliance with credit and capital thresholds 5o as to reduce the potential impact on liquidity.s'
. For example, c'ommen_ters‘ suggested that an algorithmic approach to determining the credit and ‘
capital threshold woul_d‘.be ,preferable'.82 One commenter ;uggested that the Commis_sion should
require, “real-time trade flow controls which incorporate an Ialgorilhmic approach to resting
orders, executions and cancellation rates in order to accomplish desired improvements n
system‘i(_: risk management without adversely impacting liquidity in the ma'rketpl'clce.”83

In the Proposing Release, the hCofmmission stated that _“because'ﬁnaqcial exposu're
through rapid order entry can be incurred very qui;:kly in today’s fast electronic markets,
controls should measure compliance with appropriéte credit or capital thresholds on the basis of
orders e,nter-ed rather than executions obtained.”™ The Commission continues to believe that

_ ‘broker-dealers should monitor comp]iénce with applicab]e,.- credit or capital thresholds based on

80 Goldman .Letter at 6.

8 Deutsche Bank Letter at 3 (suggesting that the Commission replace the pre-trade credit -
" threshold with a threshold based on the total doliar, value of open.orders placed by a
customer); STANY Letter at 5-6; letter to Elizabeth"M.-Murphy, Secretary, Commission,
" from Ted Myerson Chief Executive Officer, Doug Kittelsen, Chief Technology Officer,
and M. Gary LaFever, General Counsel, FTEN, Inc., March 29, 2010 (“FTEN Letter”) at
v 4 B . :
82 STANY Letter at 5-6; FTEN Letter at 4.

8 FTEN Letter at'4. See also STANY Letter at 5 (statmg that “an a.nalyS|s of the likelihood
. of an infraction occurring within the oycrall setting of the orders, executions and
cancellation rates... would result in desired improvements in systemic risk controls
without adversely impacting liquidity in the marketplace.”).

84 Proposing Release, 75 FR at 4013.
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orders entered, including the potential financial exposure resulting from open orders not yet
executed. The Commission recognizes, however, that some active trading strategies predictablgl/
result in executions for only a small percentage of orders entered, and that requiring broker-
dealers to assume that every .order entered will be executed will, in some cases, significantly
overestimate actual credit or capital exposures. A;:cordingly, the Commission believes that,
while the reasonably desi ghed' risk management controls contemplated by Rule 15¢3-5 should
measure compliance based on orders entered, the credit or capital exposure assigned to those
orders may be discounted, where appropriate, to account for the likelihood of actual execution as
demonstrated by reasonable risk managemenf models. Any broker-dealer relying on risk‘
management models to discount the exposure of outstanding orders should monitor the accuracy
of its models on an ongoing basis and make appropriate adjustments to its method of calculating
credit or capital exposures as warranted. Broker-dealers providing market access also may wish
to establish “early warning” mechanisms to alert them when the applicable credit or cgpital
threshold is being approached, so that additional steps may be taken to assure the threshold is not
breached.

4. Duplicative Orders

A few commenters expressed concern regarding the requirement in Proposed Rule 15¢3-
5(c)(1)(31) that a broker-dealer have controls and procedures reasonably designed to prevent the
| entry of orders that indicate duplicative orders. One comlmenter noted that this aspect of the
proposal could create operational difficulties in determining how to set the risk ma;nagement

parameters, and requested that the Commission either eliminate this requirement from the rule or

clarify that a broker-dealer could apply reasonable standards to detect duplicative orders based
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on the activity of its customers. ,Another commenter noted the difficulties in setting parameters

to'detect duplicative orders and suggested the;_ Commis;ién allow for flexibility in setting
parameters so as not to aisadvantage clients by rejecting orders tﬁét s;lre not ijn fact duplicati.ve.sr’
The Commission etnpha;izes that the cpnlrols andl procedures ﬁust be "‘réasopa’bly designed” to
prevent the entry of erroneous oraers, including duplicative orders, \a\;hich alldwé broker-dealers
some ﬂex-ibility in cra'f‘ting them, so long as tlhey_ are rcésonably'desighed to achjéve the stated
goal. Among other things, th‘e Commission bclié\{es broker-dealers should take- into account the
type of cu§tog1er_ as Weli as the cuslrom'er’s trading patterns aﬁd order entry history in determining

how to set such parameters.®’

S. Rule 15¢3-5(c)(1)

The Commission lS adopfil;'gz.R'i__l_le 15¢3-5(c)(1) as propqsed} The Commjssi_oh believes
that, in today;s fast ele_ctrqni(: xlnarkel.s, effective con‘lrols_with'r'espec-t to financial risk incurred’
-on exchanges and ATSs must be at_ltbn1at<;d and applied on a pre-trade basis. These pre-trade
contrpls should protect bro.ke':r—de‘alers p.rov_iding rﬁarkét access, as:well as theif cust.omer's and.
other market participants, by blocking orders that_do not comply. with applicable risk
management controls from b_ein'g\rolule.d toa 'securities-market. ;As noted above, there is

flexibility for the speciﬁc. pa;;ameters of thv; contr;)ls aﬁ’dlpn‘)ced—ur,es to vary from brdké.r-dealer |
to broker-dealer, depending an the nature of the bﬁsi:rless and customer base, so long as th;:y are

reasonably designed to achieve the go‘a]s__articulate'd in the Rule. In many cases, particularly with

-8 N_YSE Letter at 2.

86 SIFMA Letter at 9.

8 For example, a reasonably designed risk control o prevent the entry of duplicative orders

for a high frequency trader may very well be different — in particular, more tolerant —
than controls designed to perform the same functlon for mdmdual investors at a Tetail
brokerage ﬁrm
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respect to.proprietary trading and more traditional agency brokerage activities, the Rule may be .

substamia.lly satisfied by existir;g financial risk management controls and superviséry p'rocedures |
already implemented by broker-dealers. However, the Commission believes that the Rule should
heli:u to aSSl-.iI; that a consistent standard applies to all ‘b.roker-dealers providing any type of

market access and, importantly, will address the serious gap that exists with those broker-dealers .
that today offer. “unfiltered” sponsored access. ’

.Under Rule 15c3-5(c)(] )(1), the broker-dealer’s controls and prgcedures must be
:ré;asonably designed to prevent the entr‘y of orders th.at exceed appropriate pre-set credit or
cépifaj thresholds in the aggregate for cac‘;h cu‘stomer and lthe broker-dealer, and where
appropriate more finely-tuned by sector, security, ér otherwise, by rejecting orders if such orders

exceed the applicable credit or capital thresholds. Under this provision, a broker-dealer will be

required to set appropriate credit thresholds for each customer for whlch it provides market

access, 1ncludmg broker-dealer customers,? and appropnate capital thresholds for propnetary

trading by the broker-dealer itself. The COmm'Jssmn expects broker-dé_alers will make such

detenninatipns‘ based on appropriate due diligence as to the customer’s business, financial

condition, trading patterns, and other matte':"s, épd document Fhat décision. In ‘addition,.the

Commission ekpects the broktizr-dé:aler will moniior on an ongoing basis wh;'—:ther the credit : o
‘thresholds remain applfoj)ﬁaie, and promptly rl.la}.(e-adjustmehfst to them, and its controls and -

procedures, as warranted.

8 The broker-dealer providing market access may 4lso wish to supplement the overall

credit limit it places on the activity of its broker-dealer customers with assurances from

those broker-dealer customers that they have 1mplemented controls reasonably designed .

to assure that trading by their individual customers remains within appropriate pre-set .
credit thresholds : :
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In addition, because the éontrols and prdcedures must be ieasonably designed to prevent
the entry of orders that exceed the applicable credit or capital threshollds by rej e'éting them, the
broker-dealer’s controls-must be applied c;n anlautoma‘ted, pre-trade basis, before orders are
routed to the exchange or ATS. Fu;thérmore, because the risk management controls and
supervisory procedures.éhould be designed such that rejection must occur if such orders would
exceed the applicable credit or capital thresholds, the b'roker-d'ealer.must assess compliance with
the applicable tilreshold on the basis of exposure from orders entered on an exchange or ATS,
rather than relying on a post-execution, after-the-fact détermination. Because ﬁnanci-él exposure
through rapid order entry can be incurred very guickly in today’s fast electronic markets,
controls should measure compliéppe with appropriaté credit or capital thresholds on the basis of
orders entered rather than e;;ecutji'ons obtained. As noted ,abdve, however, in appropriate cases
reasonable risk management models may be used to discount the. credit or capital exposure
generated by outstanding but uﬁexecuted orders.

Under Rule 13¢3-5(c)(1)(i1), the broker—dcal_ér’s controlé and procedures must be
reasonably designed to prgveﬂt the entry pf erroneous orders, by rejecting orders that exceed
appropriate price or si;e parameters, on an order-by-order basis or over a short period of time, or
that indicate duplicative orders. . Given the prevalence today of high-speed automated trading
algorithms and other technology, and the fact that malfunctions pefiodica]ly occur with those
systems, the Co‘mmi'ssior% bl_elieves thait broker-dealer risk management_controlls should be
reésonably designed to detect malfunctions and prevent orders flrom erroneously being 'enﬁeljed as
a result, and that identifying and blocking erroneou;ly'entered orders on an order-by-order basis
or over a short period of time would accomplish this. These contfols also should be feasonably

designed to prevent orders from being eritered erroneously as a result of manual errors (e.g.,
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eﬁoheously emerx:nga buy order of 2,000 shares at $2.00 as a buy orﬁér of 2 shlares at .
$2,090.00). For example,.-a systematic, pre-trade contro! reasonably designed to reject orders
_ that are’.not reasonably related to the quoted price of the security wouid help p-revcnt
erroneously-entered orders from rcaching the market.* As\withhthe financial risk management
controls and‘super_visory procedures"relatingl to credit or capital thresholds, the broker-dealer also
would be required to moniior on a regular basis whether its controls and procedures are effective
'i.n preventing th-e emry of erroneous orders, and prompily make édjustmenté to them as
warranted.
.The Commission emphasizes that ihe financial ‘risk management controls and supervisory
procedures described in'Rule 15¢3-5(c) should not be viewé_d ;s a comprehensive list of those

th:;t'shoul_d be utilized by broker-dealers. Instead, the Rule simply sets a uniform baseline

standard for the types of financial risk management controls and supervisory procedures that a

broker-dealer with market access should impler-nem. A broker-dea]er may, for a variety of
rcasons,ﬁimplement financial risk rﬁahagenient.contrgls and s'upervisorj,_r procedures above and
beyond those spcci-ﬁcally described in the Rule, dcpcnaing on the nature of its business,
6ustomt_ar base, and other specific circumstances. | |

E. Regulﬁtory Risk Management Controls and Siipez_rvjéory Proc’e;:lures

As noted above, Proposed Rule 15¢3-5(c) requires a broker-dealer’s risk management
cdntrols and super'viéory procedurés to include certain eléments. Prbpbse& Rule 15¢3-5(c)(2)
deals w1th regulatory cqmpliance risk, and requires“thét the risk managemeht'controlé and

4

supervisory proc'edqres be reasonably designed to ensure compliance with all regulatory

8 In this regard, the Commission notes that some markets provide price collars for market _
orders to help ensure that executions are reasonably related to the quoted price. Seee.g. .

NYSE Arca Rule 7.31(a) and Nasdag Rule 4751.
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requirements that are applicable in connection with market access, including being reasonably

designed to: (1) pre'ven{“the entry of orders unless there has been compliance with all regulatory

requirements that must be satisfied on a pre-order entry basis; (2) prevent the entry of orders for
' . ] ! " -,

securities that the broker-dealer, customer, or other person, as applicable, is restricted from
trading; (3) restrict access to trading systems-and technology that provide market access to

persons and accounts pre-approved and authorized by the broker-dealer; (4) assure that

appropriate surveillance personnel receive imme:diate post-trade ekeoution reports that result
from .mat_*'ket access.

.Several commenters vt.rere ooncerned with the scot)e of the Rule, particularly to the extent |
it requires controls a_nd orocedures reasonably desi gned' to ensure compliance with all regulatory
requirements appli.cable in con'n.ection with marktet access.” These commienters requested that
the Commission clarify that the'proposed rule ‘\;vould no_t' IMpOSE new regulatory obligations on
_ broker-deatlers that.provide a}cce-.ss to trading on n exchange or ATS..Q' The Commission notes
tnat, as stated in the Proposing Releese, it intends these controlé and prooedures to encompass
existing regulatory requireménts applicable to broker-deal-ers_in 'connection with market access, .
and does not'intend to substantlvely expand upon them “The COmmlSSIOH also notes that the

defined term “regulatory requirements” is ‘Iir'n_ited to those “that are applicable, in connection with

R -

%0 ConvergEx Letter at 6; SIFMA Letter at 6, ITG Letter at 4.

9 ConvergEx Letter at 6 (stating that tHe Commission should “make clear that any controls
be reasonably de51gned to ensure that the- Market Access Broker complies with its
regulatory- obhgatlons and not that such controls are reqmred to make the Market Access
Broker assume responsnblllty for preventing violative activity, by a Sponsored Broker.”};
SIFMA Letter at 6 (stating’ that the Commiission should clartfy “that broker- dealers
providing market access would not be liable for regulatory requirements that are only
tangentially related to .accessing the market such ag margin requirements, or Vto]attve
behavior that depends ot the intent of the sponsored customer.”).

92 The specific content-of the ‘regulatory reqmremems” will, of course, adjust over time as
laws, rules and regulatlons are modifi ed




‘market access.’ Accordmgly the regulatory risk management controls and supervisory : .

;;roce;dures requireci under Rule 15¢3-5(c)(2) niqst address those regulatory requirements that -
flow from a broker-dealer ha-vihg or providihg access tc; trading _securities on zu; exchange. or
ATS S |

In addition, commenters requested that the Commission sbegify which regulatory
requirements must be satisfied on a pre-trade basis.> Certain provisions of Pro‘posled Rule 15¢3-
5(c)(2) }equire the broker-dealer to “preVeni the entry of orders” under certain circumstances,
which would necessarily require the broker-dealer to implement its controls on a pre-trade basis.
Specifically, Proposed Rule 1503:5(c)(2)(i) requires the bfoker-deéler’é controls b;E: reasonably
desngned to prevent the entry of orders unless there has been compllance with all regulatory

requirements that must be satisfied on a pre-order entry basis. In addmon Proposed Rulel 5¢3-

5(cj(2)(ii) would require the broker-dealer’s controls to be reasonably designed to prevent the .

entry of orders for secu_rfti,es that the ~broker-deeil¢r,-customer, br other person, as applicable, is

restricted from trading. i{egulatofy' requirements that must be satisfied on a pre-trade basis are
_ those ;‘equirements._;hat. can effectively be complied with only before an order is entered on an

exchange 6r ATS. Those where pre-trade compliance is required on an order‘-by-o‘rcier basis

- include the marking and locate requirements of Regulation SHO, the conditions that must be

93 Regulatory requirements not connected with a broker-dealer’s having or providing access

to trading securities on an exchange or ATS, as a result of being a member or subscriber
thereof, are not included within the scope of the Rule. Although a broad range of
regulatory requirements may, to varying degrees, be connected to market access, the
Commission would not expect broker-dealers, in response to the Rule, to formally
reassess their compliance procedures with respect to rules such as those relating to
trading in the over-the-counter market (other than on an ATS) or those relating to the
* delivery of customer account statements. The Commission emphasizes that, as indicated
above, the Rule is intended neither to expand nor diminish the underlying substantive
regulatory requirements otherwise apphcab]e to broker-dealers. : .

94 ITG Letter at 4; SIFMA Letter 6.
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satisfied under Regulation NMS before an order,can be marked an “intermarket sweep order,”

various exchange rules applicable to pérticular order types, and Edmplianec with trading halts.
SOmé commenteré also ﬁotéd that certain regu[ato;‘y obligations are complied with on a post-
trade bésis, such as survc;,_illance for fraud and man.ipuj]aliOn.95 Whether compliance is pre-trade
or post-trade, howe\;e'r,-Pero'séd Rule 15¢3-5(c)(2) would not impose new substantive
regulatory Ijequirements_on the broker-dealer, bu‘rl rather eétablish a clegr requirement that the
broker-dealer have.appmpria'te mechanisms in p!ace that are reasonably de-é.igt1laa tc; effectively
comply with its existing regulatory obli galions m an automated high-speed tr;ading environment.

In addjtion, several co-m'nier.ltcrs asked, the Commission to clarify that Rule 15¢3-5 does
not réquire bquer-'dealers to.substantially changé their existing monitoring or surveillance
practices in order to comply witﬁ _thé Rule.”® While the Commission is not in a position to
provide broad assurances in this‘ir:egafd, it bs;lieves that in.many cases thé Rule shouid reinforce
eXistiné regulatory risk managemen_l controls already implemented by broker-dealer‘s. Broker-
dealer:s providing market access should review tl'ieir regulaitloryf.risk managemen£ controls in light
of the Rule, and make adju’suﬁents,‘ as appro'priat;c.

In this regard, some commenters réquested that the Commission clarify how the proposed -
- rule’s .requirement- to assure that appropriate surveillance personnel ~‘recei§e immediate post-tradé '
execution reports that result from market access would affect a brc;ker:dealer’s~sufveillance
procedures.97 The Commi'ssion notes that the req_ﬁi;emgﬁi in Rule.’ 15¢3-5 that thé bfokgr-dealer
providing market access receive immediate post-__ftra'de exccutioﬂ 'rep01:ts is desig'ned‘tb' assure the

broker-dealer has the information immediately available to effectivély control both its financial

¢

% ConvergEx Letter at 6; SIFMA Letter 6; ITG Letter at 4.
% - Goldman Letter at 6; Deutsche Bank Lettér at 4; SIFMA Letter at 7.
7 Deutsche Bank Letter at 4,




and regulatory risks. This provision does not require, however, that post-trade surveillances for .

manipulation, fraud, and other matters occur immediately. These surveillances should occur in a
timely fashion as warranted by the facts and circumstances.

A few commenters were concerned with the confidentiality of tradiné information
received by a broker-dealer as a result of the Rule’s requ’iremenls.98 The Commission notes that
the Rute requires only that appropriate surveillance personnel of the broker-dealer providing
market access receive the immediate post-trade execution reports. In this regard, the
Commission expects that broker-dealers wil-l establjsh appropriate safeguards to assure that
customer trading information is kept confidential and available only to appropriate personnel for
regulatory compliance purposes. The Commission notes that Section 15(f) of the Exchange Act .

requires broker-dealers registered with the Commission to establish, maintain, and enforce written

* policies and procedures reasonably designed, taking into consideration the nature of such broker-

dealer’s business, to prevent the misuse in-violation ofthc Exchange Act, or the rules or regulations
thereunder, of material, nonpublic information by the broker-dealer or any person associated with
it -A broker-dealer that does not maintain appropriate confidentiality of customer order and
trading information could potentially be at risk of violating the federal securities laws and

regulations, including Section 15(f) of the Exchange Act.'®

% MFA Letter at 2-3; BIDS Letter at 3-4; STANY Letter at 7; letter to Elizabeth M.
Murphy, Secretary, Commission, from Ari Burstein, Senior Counsel, Investment
Company Institute, March 29, 2010.(“ICI Letter”) at 2-3.

9 15 U.S.C 780(f).

100 1d. See, e.g., Securities Exchange Act Release No. 59555, Admin. Proceeding No. 3-

13407 (March 11, 2009) (finding that Merrill Lynch, Pierce, Fenner & Smith
Incorporated (“Merrill Lynch”) violated Section 15(f) of the Exchange Act by failing to
maintain and enforce written policies and procedures reasonably designed, taking into

consideration the nature of its business, to prevent misuse, in violation of the federal .
securities laws, of matertal, nonpublic information by Merrill Lynch or any person
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The Commission\ is adopting Rule 15¢3-5(c)(2) as proposed. As stated in the Proposing

Release, the'Cornrrlission intends these controls‘:aurd' ;-)rocedl.rr_eﬁs to encompass existing 'regulatory
requirements applicable to brokcr-dealers in connec’tidn with market access, and not to’
substgnti\'fe])r-erpand upon them.'®" As with thelﬁnan.cial risk management controls zrnd
supervisory procedures, this provision'will allow flexibility for the details of lhe regulétory risk
management controls and procedures to vary from Ibrokg:r-dealgr to broker-dealer, depending on
the nature of the business and customer base, so long as they are reasonably designed to achi.e\re
the goals articulated in the Rule. In manylcases; particularly with respect to proprietary trading
and more trad’it_iom;_l, agency brokerage_acti;fities, the Rule should reinforcr: exristing regulatory
risk management controls already implcmemcd; by broker-dealers.” However, the Commission
believes that the Rule will assure a con‘sisient standard applies to all Broker-deal_ers providing any
type of market access and, importantly, will address the serious gap that exists with those broker-
dealers that today offer “unﬁlrered” sponsored access.

Under Rule 15¢3-5(c)(2)(i), the broker—dezlaler’s' controls anﬁ procedures must Be
reasonably designed to prevent the entry of orders 1_mless there hrrs'been compliance witH all
regulatory requirements that must be satisfied or‘r a pi:e-order entry basis. _Rule 15¢3-5(c)(2)(11)
also will -require the broker-dealer’s tontrols and p’roéedures_ to p"revent th_e entry of orders for
securities that the broker-dealer, customer, or other pcrsolrli, as applicable, is restricted from
tradirrg. | |

The Commission notes that, by requiring the regulatory risk management controls and

proceduréé to be reasonably designed to prevent the entry of orders that fail to compiy with

associated with it, which allowed certain day traders o trade ahead of customer orders to
the detriment of Merril Lynch’s mstltutlonal ‘customer). '

101 The spemﬁc content of the ¢ regulatory requ1remen__ts will, of course, ad_]ust over time as
laws, rules and regulations are modified. :
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regulatory requirements that apply on a pre-order entry basis, the Rule would have the effect of
requiring the broker-dealer’s controls be applied on an automated, pre-trade basis, before orders
route to the exchange or ATS. These pre-trade, system-driven controls would therefore be
reasonably designed to prevent orders from being sent to the securities markets, if such 0rders
fail to meet certain conditions. The pre-trade controls must, for example, be reasonably designed
to assure compliance with exchange trading ruleé relating to special order types, trading halts,
odd-lot orders, SEC rules under Regulation SHO and Regulation NMS.'? They also must be
reasonably designed to prevent the broker-dealer or customer or other person from entering
orders for securities it is restricted from trading. For example, if the broker-dealer is restricted
from trading options because it is not qualified to trade options, its regulatory risk management
céntrols must be reasonably designed to automatically prevent it from entering orders in options,
either for its own account or as agent for a customer. In addition, if a broker-dealer is obligated
to restrict a customer from trading in a particular security, then the broker-dealer’s controls and
procedures must be reasonably designed to prevent orders in such security from being submitted
to an exchange or ATS for the account of that customer.

Under Rule 15¢3-5(c)(2)(iii), the broker-dealer’s controls and procedures dlso must be

reasonably designed to restrict access to trading systems and technology that provide market

102 The Commission notes that Exchange Act Rule 203(b)(2)(i) provides an exception from

the uniform locate requirement of Exchange Act Rule 203(b)(1) for a registered broker or
dealer that receives a short sale order from another registered broker or dealer that is
required to comply with Exchange Act Rule 203(b)(1). For example, where an
introducing broker-dealer submits a short sale order for execution, either on a principal or
agency basis, to another broker-dealer, the introducing broker-dealer has the
responsibility of complying with the locate requirement. The broker-dealer that received
the order from the introducing broker-dealer would not be required to perform the locate
requirement. However, a broker or dealer would be required to perform 4 locate where it
contractually undertook to do so or the short sale order came from a person that is not a
registered broker-dealer. See Securities Exchange Act Release No. 50103 (July 28,
2004), 69 FR 48008, 48015 (August 6, 2004) (File No. §7-23-03).
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access to persons and accounts pre-approved and aulhor‘ized by the broker—dealér. The:
Commission believes that reasonably dqsigned, effective security procedures _suéh as these are
necessary for controlling the risks as_so:ci_ate‘d‘with markél access. The-Commission expects that
- elements of these controls and procedurés wouldl include: (1') a‘n éf fective proéess for vet'ting and
approving persons at the broker-dealer or customer, as applicaBle, who will be permitted to use
the trading syélems or other technolqu; (:2) ﬁaintaining such tradihg systems or technology in a
.physicz.ally secure manne;; an-d-(3) restricting.ac_cess to such tradi:;g systems or technology
through effec.t'ive mechanisms: that val-idate idenﬁty. -Among other things, effective security
prrocedures hélp assure that only authorized; apprqpriatel)j/-trained personnel have access to a
broker-dealer’s trading systems, thereby mini,miz'in'g'the risk that order entry errors or other
iﬁappropriate or maticious trading acti{_fity might o(ccur‘

Finally, Ru_le 15(‘;3-5(0)(2)6\'1) will require the broker-dealer’s controls and procedures to
assure that appropriate surveilla_nce personnel .recei;'ve immediate post-trade e#ecution reports.
that result from market access. Among other things, the Com¥niss§on ex'pectslthal broker-dealers
will be able to iden_ti_fy the applicable_cﬁstomer associated with each such_executio;i report. The
bomnﬁssion lbelieves that immediate repoﬁs of executic;ns will provide surveillance personnel
with impoﬁant information anut- potential regulatory violations, and better enable them 10
investigate, report, or halt suspiciéus or manipulative'tré;ding activity. In addition, these
immediate'éxécution _g‘ep‘oi'ts should provide the broker-dealer v;zith more definitive data |
regarding the ﬁﬁancia] exposure faced by it ata given point in time. This should provide a
vahiable supplemeht to tl*;e sygtefnatic pre-trade risk controls and other supervisory procedures

required by the Rule. As noted above, this provision does not requ'i're that post-trade -

[
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surveillances for manipulation, fraud, and other matters occur immediately. These surveillances
should occur in a timely fashion as warranted by the facts and circumstances.

| 8 Direct and Exclusive Broker-Dealer Control Over Financial and Regulatory
Risk Management Controls and Supervisory Procedures

Proposed Rule 15¢3-5(d) would require the financial and regulatory risk management

controls and supervisory procedures described above to be under the direct and exclusive control
of the broker-dealer that is subject to paragraph (b} of the proposed rule. Several commenters
requested that the Commission clarify what constitutes “direct and exclusive” control under Rule
15¢3-5(d). This provision is designed to eliminate the practice, which the Commission
understands exists today under current SRO rules, whereby the broker-dealer providing market
access relies on its customer, a third party service provider, or others, to establish and maintain
the applicable risk controls. Under the proposal, appropriate broker-dealer personnel should be
able to directly monitor the operation of the financial and regulatory risk management controls in
real-time. Broker-dealers would have the flexibility to seek out risk management technology and
software develo.ped by‘third parties, but such technology and software would have to be
independent of the market access customer or its affiliates. The broker-dealer would have to
perform appropriate due diligence to assure that the reasonably designed controls and procedures
are effective and otherwise consistent with the provisions of the Rule. The broker-dealer also
cbuld allow a third-party thét is independent of its market access customers to supplement its
own monitoring of the operation of its controls. In addition, the broker-dealer could permit third

_parties independent of its market access customers to perform routine maintenance or implement
technology upgrades on its risk managemen;[ controls, if 'ghe broker-dealer conducts appropriate

due diligence regarding any changes to such conn;o]s and their implementation. In all
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circumstances, the broker-dealer with market acceés would remain fully respousiblé for the
effectfvenessof the risk management controls.

The Co;‘n.mis'siqn‘ bglieves that, subject to the limited c-:x'cc_:p_tion descri be_:fi below,
appropriate broker-_c_:lea!er\perstonneI.musl have the c.iiréct and cxc’lu;ive obligati.on‘ to assure the
effectiveness of, and thé direct and exclusive ability to make approp'riate:adjuslmenls to, the
t-gasonabl)-z de.signe:d ﬁnanciél_and reguizﬁory.risk management.controls. This Wouid'al]ow oﬁly
the broker—'&ealér pl;;)iriding 'marke{ access to make, for ex.«;mple, intra-day adjustments to risk
management controls fo_ a}ﬁﬁropriate]y manage a customer’s credit limit. The Commission
‘expects that, by reguipjn;g.'filie ﬁﬁancial and 'regu]atory-ris'k n'aanagement controls and: supervisory
procedures th be under the direct and exclusiveocontrol ot: 'th‘;:. broker“or'dealer, any changes’
would be made only by appropriate broker-deal‘e;r personnél. Accordingly, the broker-dealer
with market access could l;ot delegate the 6veréighf_ of, or power to adjust, its qo_nlr'dls to a third
party.

" The brdker-deé]er withnmarket access, as the member of ‘.t_he exchange or subsc;ibf;r of the
ATS, is responsible for all tradiﬁg thatloi:‘éu,rs under'its MPID or pihcr-markél identifier.'® If the
broker-dealer does not effectively control ﬂig risks aséocia&:d with lh-:at z-mtiv)ity, it jeopardizes not
only its own ﬁnaﬁcial viabi'l.ity, but dlso thel s.te‘ab;ili.tyrof the markets and; botentially, the financial
system. The Commission: believes this resj;oﬁsibi]ity is.too 'great to allow the ré_quisite risk
rﬁanagement c_c.n'ntrols'ic;'be controlled by a third paréy, aﬁd in particular a market access cﬁstorﬁer

which, in effect, would be pplicing itself. Because the broker-dealer providing market access

assumes the immediate financial risks of all orders, as well as regulatory compliance obligations,

03 See supra note 8.
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the Commission believes ihat it should have direct and exclusive control of the risk management
controls and supervisory procedures. -

1. Allocanon of Cenam Regulatory Comphance Obllgatlons to Broker-Dealer
Customers . :

Proposed Rule 15¢3-5(d) would require bro‘llcer-dcalers with or providing market access
to have direct and exclusive control of the speciﬁ‘edlrisk management controls and supervisory
procedures. In the Proposing Release, the Commission sfatégl that “by requiring the financial and
regulatqry risk management controls and ‘supervispry procedui:es bf; under the di‘rect and

exclusive control of the broker or dealer, any changes would be made only by appropriate

broker-dealer personnel .. .. Accordingly,- the broker-dealer could not delegate the oversight of its .

controls to a third party, or allow any third party to adjust them.”'* The Commission
sp’eciﬁcziIIy requested comment on whether a market access \arranlgemenl where a broker-dealer

provided another broker-dealer with market access should be treated differently under the rule

and whether an allocation of responsibilities for implément_ing the risk management controls and

supervisory procedures between such broker-dealers should be permitted.
Several commenters responded 16 the Commission’s request for comments on this -
particular matter, and most supported some form of allocation of the required risk management

controls and supervisory procedures among broker-dealers where multiple broker-dealers are

" involved in a market access arrangemerit.'™ Other commenters did not address the issue of -

104 Proposmg Release, 75 FR at 4015.

‘See Fortis Letter at 5; EWT Letter at 1, Deutsche Bank Letter at 2; Wedbush Letter at 2
GETCO Letter at 4- 5 ; STANY Letter at 3; ABA Letter at 3-4, ConvergEx Letter at 4-8;
" . SIFMA Letter; JP Morgan Letter at 4; Pershing Letter at 1-3; Penson Letter at 1-2; Lime
Letter at 3-4; letters to Elizabeth M. Murphy, Secretary, Commission, from Sandor G.
Lehoczky, Managing Director, Jane Street Holding, LL.C, March 29, 2010 (“Jane Street
_ Letter”) at 1; David A: Marshall, Senior Vice President, Financial Markets Group, .

TN

" Federal Reserve Bank of Chicago, March 25, 2010 (“FRB Chicago Letter”) at 4; letter to .
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allocation speciﬁcall)-/, but emphaéized that the broker-dealer with market access should be
| ult-imately and fully reSponsible for activity that results from the use of its MPID, even if its
market access customer is another broker-dealer. 106
A few cc_).mmeme-rslSpeciﬁcaIly noted that it is commonplace in today’s marketplace for
market access arrangements to consist of multiple broker-dealers.'”” For in._stance,.one
commehfef.néted that today multiple brokt_ar-dealers ca.h be involved in mérket access
arrangements, such as where: |
= an introducing broker-dealer routes customer orders to an exchange through the-
mérket access brolge'r—dealer and clears through a separate clearing broker;
" a clearihg broker provides order entry systems to introducing firms for use by the
introduéing firm’s customers;
" an executing brékér uses a market .access broker-dealer to access an ATS and clears
‘the frade through a separate prime broker; and
= a broker-dealer uses another broker-dealer for access to exchanges of which it is not a
member.'®
These commenters urged the Commission to permit the broker-dealer with market access to

allocate some or all of the required risk management controls and supetvisory procedures to

other broker—_dealers‘ that are part of the market access arrangement.'”

i Mary L. Schapiro, Chairman, Commission, from Kenny Marchant Randy Neugebauer,
and Pete Sessions, Members of Congress, August 11; 2010 at 1 (“Marchant Letter™).

106 FINRA Letter at 2; NYSE Letter at 2,

107 See e.g., SIFMA Letter at 3; ConvergEx Letter at 3; CBOE Letter at 2; EWT Letter at 3;
" Marchant Letter at 1.

108 See SIFMA Letter at 3.

9 Sece e.g., FINRA Letter at 4; ConvergEx Letter at 4-8; CBOE Letter at 3; EWT Letter at
3-4.
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In addition, several commenters noted that the concept of broker-dealer allocation of
regulatory functions is embedded within the current regulatory framework.''® The examples
most often cited by the commenters were NYSE Rule 382 and NASD Rule 3230,'"! and
Regulation SHO.'? Some commenters believed that NYSE Rule 382 and NASD Rule 3230
currently provide an efficient mechanism for the allocation of functions to the party best situated
to ensure compliance with a particular regulatory requirement.’ '3 In light of these rules, some
commenters suggested that the proposed Rule’s requirement that the broker-dealer with market
access have direct and exclusive control of the risk management controls and supervisory
procedures, without providing for the reasonable allocation of the same, would be inconsistent or
in tension with curréntly accepted broker-dealer practices and current SRO and SEC rules.'

Several commenters emphasized that the relative positions of the broker-dealers in a
market access arrangement would impact the efficacy of the risk management control or
supervisory procedure used to reasonably ensure a particular regulatory requirement. For

instance, some commenters stressed that an introducing broker would be best situated to

Pershing Letter at 2-3; Penson Letter at 2; STANY Letter at 3; Wedbush Letter at 2;
Deutsche Bank Letter at 2-3; EWT Letter at 3; SIFMA Letter at 4.

NYSE Rule 382 and NASD Rule 3230, relating to Carrying Agreements, permit the
introducing broker or dealer and the clearing broker or dealer, pursuant to a written
agreement, to specifically allocate functions and responsibilities between the parties.
These rules require that such agreements specifically account for the following functions:
(1) opening, approving and monitoring of accounts, (2) extension of credit, (3)
maintenance of books and records, (4) receipt and delivery of funds and securities, (5)
safeguarding of funds and securities, (6) confirmations and statements and (7) acceptance
of orders and execution of transactions.

The Commission notes that Regulation SHO provides an exception from the uniform
locate requirement for a registered broker or dealer that receives a short sale order from
another registered broker or dealer that is required to comply with Exchange Act Rule
203(b)(1). See supra note 102.

Pershing Letter at 3; Lime Letter at 4.
See, e.g., Pershing Letter at 2-3; Wedbush Letter at 2; ConvergEx Letter at 10-11.
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- the-close, wash sales, or other forms of manipulation.

“ implenient the preilrade controls required by the Rule because-the introducing broker, by virtue

.
[

of its direct relationship with the ultimate customer, would have the criticat customer information

necessary for compliance, Hs Based on a similar rationale, some commenters stated that the
introducing broker would be better.situated to identify scienter-based violations such as marking-
16

These commenters generally endorsed _an'allocatidn model similar to NYSE Ruie 382 and

NASD Rule 3230 that would permit the broker-dealers engaging in thé market access

arrangement to contractually allocate specific risk management-controls and supervisory

procedures based -On.which firm weé.bett_er si.tttated' o =perfomt the‘p_a‘rti_cular control or
procedure. " Howe.ver, other comrttenters su'gge'sted that the Commission take a more
présc'riptiv_e approach .and s-p'ecify ﬂ"lE: parti'cttlerlfunctidns that petentiaﬂy. eould be allecated
between broker-dedlers in a market access arran;gen_t‘ept. He
Some commenters offered additional argumemsli_n;support of the allocation of risk
management controls and s'upervisbry procedures emot'tg-,.br.dker-dealers.\ Qne commenter o

suggested that the allocation of risk management controls and supervisory procedures would be

.appropriate because a broker-dealer using the MPID of _attbﬂlﬁr broker-dealer with market access

would be a regulated entity whose traaing activity v\"ould be identifiable and referable to the

s BATS Letter at 3; ConvergEx Letter at5; EWT Letter at 3 CBOE Letter at 3.

He 'See .2, ConvergEx at 7.

1 SIFMA Letter af 4 EWT Letter at 3 Pershmg Letter at 1- 3 Lime Letter at 4; Fortis -

Letter at 5; Wedbush Letter at 2, Deutsche Bank Letter at 2 GETCO Letter 4-5; STANY
Letter at 3 See also ITG Letter at 6.

D8 1P Morgan Letter at 2-4; FRB-Chicago Létter at 4: letter to Elizabeth M. Murphy,
Secretary, Cqmmlsston from Douglas J. Engm_arm, President, and C. Mark Bold, Senior
Advisor, Engmann Options, Inc.; March 16, 2010 (“Engmann Letter”) at 2.
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applicable SRO.'® Other commenteré believed that, while the allocation of risk management .
controls and supervisory procedures between broker-dealers should be permitted, the ultimate
responsibility for compliance with the market access rule and any applicable regulatory
requirements should remain with the broker-dealer with market access.'?° T

Some commenters opined that where a broker-dealer provides access to another broker-
dealer, ‘the broker-dealer with market access should be able to reasonably rely upon the
representations of the int!‘oducing broker that appropriate risk management controls and
supervisory procedures are in place.'”’ One commenter specifically noted that a broker-dealer
with access should not be able to ignore “obvious red flags,” but s.hould be able Ito otherwise
reasonably rely on an introducing broker to comply with its obligations to “supervise its business
and conduct of its customers.”'

Some commenlters suggested that the reasonable reliance of the broker-dealer with .
market access should be based in part on its own policies'; and procedures that would asce'rtain:tl{e
effectiveness of the risk mana.gement controls and supervisory proccﬁ:dures.123 For instance, one

commenter stated the broker-dealer with market access should have procedures to support its

reasonable reliance, including representations and warranties from the broker-dealer that has

s See Penson Letter at 2.

120 SIFMA Letter at 4; Fortis Letter at 5. Fortis believed that “it is a broadly accepted

principle of regulation that whilst performance of an obligation may be delegated,
responsibility for that obligation cannot. Therefore it should be possible {o delegate to a
third party, including a client broker/dealer, all operational aspects of compliance with

the proposed rules but not the ultimate responsibility for compliance with the proposed
rules. In practice this should mean that the party to whom the rules apply directly must
have procedures and monitoring in place on an ongoing basis to ensure that the proposed -
rules are followed.” See also Lime Letter at 2-3; FINRA Letter at 2.

121 gee SIFMA Lettér at 4; Pershing Letter at 2; Penson Letter at 2.

122

Pershing Letter at 3.
123 See Lime Letter at 3; Fortis Letter at 5; SIFMA Letter at 4 : .
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been allocated the risk management controls and supervisory procedures.'” Another commenter

agreed that the broker-dealer, _\Xrith market access should have procedures-to ensure compliance
-with the Rule.** Another commenter suggested the introducing broker take }espox_msibility for

monitoring and managing the credit and capital thresholds of its customer.'%

Three commenters, al..l.,SR-O"s, im‘ii_ca}lerd that b,rolée:udea]ers withlmarkel access are
already required to have supervisory ﬁoliciés related tprlgrders gener:.ated‘as a result of market
access.'”’ F ]NRA asserted thal it had “consistently taken the view that, under FINRA rules, a
firm providing njarkét access-to a third party, including another broker-dealer, or otherwise
atlowing a third party to use the firm’s [MPID] is responsible for the trading condﬁcled pursuant
to that relationship. Thu's? for exa'mple,lundcr NA_SIS Rules 3010 and 3012, as well as
Incorporated NYSE Rule 342, a member must col'n't.r_oi, monitor and supervise all érdgys for
which i‘L is the broker of 'recofd, inc;luding orders e_méred '_by'cuslomers ihrodg:h market access
arrangements with the mgmbg:r. Members provi'di_ng -marketracpess to c_ﬁstomers must also have
coﬁlr'ols and super;iisory ‘pro'cedures in place t_hlat afe reégéﬁably-} degi gned to ensure compliance
with applicable rqé‘ulatory-r'c-':quirement_s.”"2?

FINRA also stated its bélief that boththe brokér-dealer with markel -access and the

broker-dealer being provided market access should retain the respective, independent obligations

that would exist if they accessed the market directly. 129 FINRA explained that the independent

124 See SIFMA Letter at 4.
123 See Fortis Letter at 5 -See also Lime Letter at 4

% GETCO Letter 4-5.

'27 " FINRA Letter at 2; BATS Letter at 2-3; Nasdaq Letter at 2
128 FINRA Letter at 2.

129 . FINRA Letter_at 2.
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regulatory obligations of a broker-dealer that is provided market access should not alter the fact
that the broker-dealer with market access is respon.sible for trading conducted u.sing its MPID.'®

NYSE expressed a view similar to FINRA that a broker-dealer with market access should
be subject to the Rule with resbect to all of its market access customers, including other broker-
dealers.'?! NYSE also noted that the concerns identified by the Commission in connection with
market access arrangements are just as relevant for broker-dealer customers as for other types of
market pa‘u'tic;ipants.132 In addition, NYSE explained that becéuse each exchange is responsible
for monitoring’orders 'submitted by its member firms, and exchanges must be able to hold a
specific party r;:sponsible for compliance with applicable exchange rules on each order, it would
be impractical for the exchange to have to determine the regulatory status of the underlying
market participant to discern whether the exchange is required to follow up with the broker-
dealer with market access or the underlying broker-dealer customer.'>® NYSE stated that this
inefficiency would be amplified if an exchange had to &tcrmine whether or not the broker-
dealer customer was itself a member of the exc‘hangc-:.'34

One cor_nmenter, however, took the position tﬁat a broker-dealer with market access
should have no obligations to supervise another broker-dealer with which it has a contractual
relationship.under NYSE 342(a) and NASD 3010(b).">* This is because the broker—deéler with

market access would not know the customers of the introducing broker, and therefore would not

be able to devise supervisory systems reasonably designed to ensure compliance with the

130 FINRA Letter at 2.

Bl NYSE Letter at 2.
132 NYSE Letter at 2.
13 NYSE Letter at 2.
134 NYSE Letter at 2.

135 ConvergEx Letter at 7.
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applicable regulatory re;:;uire:rnents.I36 The commenter did, however, believe that the broker-

dealer with market access should conduct reviews that are reasonably designed to ensure

-

compliance with the SRO marketplace rules.'’

Finally, several commenters expressed concern that the Rule would require every broker-

dealer in the chain of a market access arrangement to implement pre-trade controls and thereby

introduce redundancies and inefficiencies into the order routing process.'*® Some of these

~ commenters were also concerned that if the Rule required multiple broker-dealers to iﬁ]plement

pre-trade checks it could make these arrangements impractical and the benefits of volume

aggregation to achieve tiered pricing, cooperative leveraging of broker-dealer technology, and

non-member access to markets could be reduced or eliminated.’* On the other hand, some

commenters argued the rule properly should only be applicable to the broker-dealer with market

access, because application to all broker-dealers involved in the execution and clearing of a trade

would be unnecessary and duplicative.'®

0

After careful consideration of the comments submitted with respect to the possible

allocation of certain compliance responsibilities to broker-dealer customers, the Commission has

determined to permit, subject to certain conditions, broker-dealers providing market access to

reasonably allocate control over certain regulatory risk management controls and supervisory

procedures to customers that are registered broker-dealers who, based on their position and

relationship with an ultimate customer, can more effectively implement them.

136

137

138

139

140

ConvergEx Letter at 7.
ConvergEx Letter at 5. )
See BATS Letter at 3-4; EWT Letter at 4; Deutsche Bank Letter at 2; ABA Letter at 3-4;

- Marchant Letter at 1.

Seeeg, Wedbush Letter at 2-3; Penson Letter at 3; Lime Létter at 4-5.
See FINRA Letter at 2.
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Specifically, the Commission is modifying Proposed Rule 15¢3-5(d) to permit a broker-
dealer providing market access to reasonably é]ldcate, by written contract, control over specific

regulatory risk management controls and supervisory procedures to a customer thatisa B

: .,
registered broker-dealer, so long as the broker-dealer providing market access has a rZé‘sOnable
basis for determining that such customer, based on its position in the transaction and relationship
with an ultimate customer, has better access to that ultimate-cﬁstomcr and its trading information
such that it can more effectively implement the specified controls and procedures. 41 The
Commission believes a broker-dealer providing market access could allocate to a customer that
is a registered broker-dealer, consistent with this standard, control over those regulatory risk
management controls and supervisory procedures encompassed by paragraph (c)(2) of Rule
15¢3-5 that require specific knowledge of the ultimate customer and its trading activity that the
broker-dealer providing market access would not have. These‘cou]d include obligations under
suitébility and other “know your customer” rules,'*? since the broker-dealer with the direct
~customer felationship may have better a(.;cess than the broker-dealer with market access to that
ultimate customer’s information to more effectively assess the ultimate customer’s financial
resources and investment objectives. For similar reasons, the broker-dealer providing market
access could allocate to its customer that is a registered broker-dealer control over the
mechanisms — required by paragraph (c)(2)(i1) of Rule 15¢3-5 - for preventing the ultimate
cust.omer from trading securities such customer is restricted from trading. Control also could be

allocated with respect to surveillance for manipulation or fraud in the ultimate customer’s

account — such as wash sales, marking the close, and insider trading — since the broker-dealer

141 The Commission notes that such broker-dealer that can more effectively implement the

specified controls or procedures likely would also be able to more efficiently do so. -

42 gee e.g., FINRA Rule 2010; NASD Rules 2310 and IM-2310-3; and NYSE Rule 405.
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providing market access may only see aggregate.trading by, the broker-dealer customer in an |,
omnibus or.d.ther account,.and not trading at the individual customer,account level. If a broker-

dealer providing market access were to reasonably allocate.control over these functions to a

customer that is a registered broker-dealer, however, the Commission expects the broker-dealer.

providiﬁg.market access tAo immediately provide its custm;)er that 1s a registered broker-dealer
with the post-trade executions répoﬁé 'it_ receives frqm exchanges and ATSs pur.su'ant_, to
paragraph (c)(2)(1v) of Rule 1‘50-3-5, S0 t.hat the broker-deél'-e:r' cusu')mer can effectively survei-l for
;raud and manipula'ti_onr in the accounts of the ﬁltimate customers. _-Finallyl,_in accordance with
the requirements of .Rc_gulation;"S}-]O, the brokér—dea]er ﬁroviding market access ma'y rely on a

registered broker-dealer customer’s compliance with the locate requirement of Rule 203(b)(1) of

. Regulation SHO, unless the broker-dealer pr'ci_uidi_ng market access contrac‘tual]y-undertoo.k

responsibility for coﬁupliahcé with thé locate requix'enaeqp.]43

The foregoing is not an éxhaugtive list of the regulatory risk nﬁanagement controls and
sui)ervi_sory pro'qedures'for which control may blel réas”ona.b!.)f allocated to a customer that is.a
registered broker-dealer, but in‘all‘ cases lhel broker-dealer providing market access must l_)e
prepared to demonstrate a reasonable basis for determining that the broker-dealer customer,
based on its pc_)s"i‘tid_n.in the transaction and -relatibnshlip.wit:h an vltimate customer, has better
access than_thelbroker-dea:l:er with market access to that L.llti[n'ate customer and its tradihg
information such t_h_at it can more qffecti\/ely implement the specific function over which- control
d;144 . )

is allocate This is consistent with one of fundamental p}'inciplesg underlj}iﬁg Rule 15¢3-5,

that the controls over the financial .and'_regulatory risks associated with market access should be

3. See 17 CFR 242,203(b)(1).

144 The Commission notes Fhét, génerally, a member of an SRO would be able to more
effectively implement a regulatory obligation to comply with rules specific to a particular
SRO than a broker-dealer that is not a member of such SRO. :

[
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overseen directly by the broker-dealers providing that access, given their responsibility for .
trading that occurs under their MPIDs and the fact that in general they are better positioned to
more effectively implément those controls. To maximize the effectiveness of the reasoxla'bj}'
designed risk management controls in connection with market access, however, paragraph (d)(1)
of Rule 15¢3-5 accommodates allocation of control over a regulatory risk management control or
supervisory. procedure in those circumst‘ances where — and only where — another registered
broker-dealer is better positioned to implement it than the broker-dealer providing market access.
Paragraph (d)(1) of Rule 15¢3-5 also requires that any reasonable allocation of control
contemplated thereby be in a written contract and specify the regulatory risk management
controls and supervisory procedures over which control is being allocated. Paragraph (d)(2) of

Rule 15¢3-5 makes clear that any such allocation of control does not relieve the broker-dealer

providing market access from any obligation under the Rule, including the overall responsibility

to establish, document and maintain a system of risk management qo_nlrols and supervisory
procedures reasonably designed to manage the financial, regulatory, and other risks of rﬁérket
access. Th-us, the broker-dealer providing market access remains ultimately responsible for the ‘
performance of any regulatory risk management control or supervisory procedure for which
control is allocated to a customer that is a registefed broker-dealer under Rule 15¢3-5(d).

Consistent with this approach, the Commission expects a broker-dealer that provides
market access and desires to reasona-bly allocate control over specified functions to a customer
-that is a registered broker-dealer as described above, to:

(1) conduct a thorbugh due diligence review to establish a reasonable basis for
determining that the registered broker-dealer customer to which control has been ailocatéd has

the capability and, based on its position in the transaction and relationship with an ultimate .
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customer, has better access than the broker-dealer with market access to that ultimate customer

and its trading information such that 1t can more effectively implement the reasonably designed
risk management controls and supervisory procedures that are specifically allocated to it;

(2).enter into a written contract with such registered broker-dealer customer that clearly
articulates the scope of the arrangement and the specific responsibilities of each party, consistent
with the foregoing discussion; and

(3) in accordance with Rule 15¢3-5(e), establish, document, and maintain a system to
regularly review the performance of the registered broker-dealer customer under such contract,
and the effectiveness of the allocated controls and procedures, and promptly address any
performance weaknesses, including termination of the allocation arrangement if warrented.

In the Proposing Release, the Commission expresseei concern that the broker-dealer
providing sponsored access may not utilize any pre-trade risk management controls (i.e.,
‘;unﬁltered” or “naked” access), and thus could be unaware of the trading activity occurring
under its market identifier and have no mechanism to control it."" In addition, the Commission
noted that some broker-dealers providing sponsored access may simply rely on assurances from
their customers that appropriate risk controls are in place and the Commission concluded that
risk management controls and supervisory procedures that are not applied on a pre-trade basis or
that are not under the exclusive control of the broker-dealer are inadequate to effectively address
the risks of market access arrangements, and pose a particularly significant yulnerability in the
U.S. national market system.

While the Commission believes it is appropriate to permit the reasonable

allocation of certain regulatory risk management controls and supervisory procedures, as

143 See Proposing Release, 75 FR at 4008.
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described above, to a customer that is a registered bro.ker-dealer,. the Commission
continues tia be cloncerned about circumstances where brbker-de_alers providing markel
access ;imply rely on assurances from their customers that appropriate r_iék controls are in
placé. In thé Commission’s View these concerns are present even if the—cu'sto_mer of the
broker-dedler with market' access‘is a broker-dealer. Accordingly, the Commission
emphasizes that in any perm-itted allocation arrangement; thé broker-dealer prOviding
market access may not merely rely on another broker-deaier’s_attéstation that it has

implélnented appropriate controls dr procedures, or has agreed to be responsib.le for the
same. 'Inste_ad, as noted above, the broker-dealer providing' market access shduld
indeperidenﬂy review, on an ongoing basis, the effcctivéness of the reasdnabiy designed
controls or procedures allocated to a customer that is a registered broker-dealer and '
promptly address any weaknesses. |

One commenter took the positio‘n that a broker-dealer with-market a§céss does not have a

_ responsibility to supervise the acti-vity of customers ofan introducing broker, in part because it
would not have a direct relationship with the ultimate customer and would be unable to discern
salient facts such as the customer’s financial condition, risk toleranée, trading strategies,
objectives or account holdings."*® While the Corﬁmi_sgibn agrees, as dis.cussed‘ above, that é
customer that is a registé_red'broker—dealer may—reasor'lably be allocated cqnh‘ol of certain
regulatory risk 'mmagéﬁént .contr-ols and supervisory procedures that, based on it§ position in the

transaction and relationship with the ultimate customer, it can more effectively implement, the

146" See ConvergEx Letter at 7. : .
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Commission Eelieves the broker-dealer providing market access should retain ultimate
responsibility for trading activity that occurs lby'vif.iuf.:"i_"c:)f Ti;{:ts;:i\'/lvpv.l'b;i 147 |

Fi 'n'alty, the Cémm_i_ssion |1fqles.£hét_ vatrious c_c_'n_ﬁnjlé’nltférs expressed concern that the Rule
would require every br'oker—dealer in the chain o'fz.a. ‘Iplaf.ket ac_éess a:Téngemenl to implement pre- -
trade conlrols_ which woul.d ihtrodué€redqndancie§ and ine-fﬁci'encigzs into lhe order 1'c;uti11g
process. " The Commission emphasizeé that the Ruie is a;ppl'icab,le to the broker-dealer with
markel access, not every brokcr‘-dealcr.'in a market acg':esg arra{lgt_amenl.l Under the Rule, the
broker-dealer ‘-\lyith ﬁ]arket access 15 requir"ed to reasonably ensure.tl}_at appropriate risk
management controls and_supervis_orly pré@e@ures are utilized in relation to its market access, -
inc!udiﬁg appropriate prg-traa_c cdntf@js. However, the Rule does not require multiple layers of
pre-trade controls for any order arid is.ﬁot intended or designed to introduce any unnecessary or
unwarranted redunda{n_ciéé_and jng:fﬁcieqcies into the qrder__routing process for market access

arrangements.

2. Risk Managel;néni 'Sygtepjls Dlevelopeéi ‘bv,O}hérs
In the'P.roposi_ng Releasé,.the Gommissi(;n ‘speciﬁ.cl;lely addressed the apphication of the
Rulc’s “dirgct-and ex:clus_:ive control” pt'ovis.ions‘ ';o ttha us_e'of risk rﬁanagcment tebhnology
deye_IOped by third partie:;. In rele\;éluﬂlt p_art-_,. t(hje-Comr'ﬁis-s:i__qﬁj.stzitc\cl that:
‘ Under the p;oposal_g ap;ﬁroplriatp brc_;ke.r)_fdealér Iper'sonnel_ §hould be able to directly
monitor t_he operation .o_f the ﬁnipcial gn(_i {g:gulatory risk m_énagement controls in
real-time. Broker-dealers would have tile flc;-:jbilit)_/ t6 seek out fisk management

‘technology de.velope_:'d'-py;third parties, but the Commission expects that the third

7 See FINRA Letter at 2; BATS Leg;ef.at 2-3; Nasdaq Letterat 2. :See also, FINRA Rule
3310. po ' : _ )
148 See BATS Letter at 3-4; EWT Letter at 4; Deutsche Bank Letter at 2; ABA Letter at 3-4.
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parties would be independent of customers provided with market access. The .
broker-dealer wou'ld_also be‘explected to perform appropriate due'diligence to help

assure controls are effective and otherwise consistfant with the provisions of the

proposed rule. The Commission uﬁdcrstaﬁds that such tcchnolégy allows the

broker or dealer.to exclusively manage such controls.” The broker-dealer also

could allow.a third party that is independent of custo'mers to supﬁlemem its own

monitoring of the operation of its controls. In additibn, the broker-dealer could

permit third parties to perform routine maintenance or implement techno]o'gy-

Upgrad.es; on its risk manégemen_t controls, so long as the broker-dealer conducts

appropriate due diligence regarding any changes to'such controls and their

implementation. Of course, in all circumstances, the broker-dealer would remain

fully responsible for the effectiveness of the risk management controls.'*

Several commenters addressed the Commission’s position with respect to risk
management sysiems developed by third parties, as articulated in the Pfoposing Release. One
commenter, for example; was unclear as to whether a brokgr-dealer providing market acclcss
could out.source the development of a: risk management System to a third party technology
service provider."r’0 The commenter suggested that the Commission clarify that outsourcing to a
technology service prbvider 1S perrhiSsible_ by removing;the word.“exc.lusive” from paragraph (d}
of the proposed Rule.'”' Another commenter asked that the Commission cla'rify_ whether ﬂ1ird

arty software could be under the control of a third party vendor provnded that the broker-dealer

providing market access is able to control the parameters and thresholds applied by the

!

149 Proposing Release, 75 FR at 4015.

150 ConvergEx Letter at 11.

151

ConvergEx Letter at 11,
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_ soft\')vare.!5 2 Commenters also re'ciuested that, the Cominission claiify - whether a broker-dealer

provrdmg market acc‘ess could use risk management controls ptovrcled by exchanges and ATSS
to fulfill its ob]ngatrons uhder the Rule, provrded that the brokcr dealer pr0v1d1ng market access
cquld control the parameters of .the risk .managem_ent eorﬂrols. \"?’ 'One,cpn_tm’emer'suggested it
would be help:fu_l “in Jur_tdersta_nding’ the eomours of the ‘tiirecl-and exclusive’ control
requirernent” if_the.Cehtrﬁissien prqxitjett ‘a non-exclusive list-ot’exarr}ples ofthird party
arrangements that would be aceepta'ble and unaceeptehle under the Rule."*

Two comrrrente'rs agreed with the prem‘ise that- a.broker-dea-ler. providing market access
should be permltted to use thrrd party risk management systems provrded that that broker-dealer
is able to momtor tradmg actrvnty in real-time and mamtam control of the system. 133 One of
these corh’menters ‘as.serted that this s_houll'(‘i irrel_gde third p'qny risk management sy_stems provided

by exchanges.'* Another commenter noted that risk h)‘aﬁagernem software and controls

provided by a market center are common and provide an efficient-and effective means. for

broker-dealers to monitor and control their risk exposure. ;'5 7 Another commentei stated that to
the extent that.the Rule pe‘rmit_s'the use of 'exéhange—p'ro_vided risk management tools, the
Commission should indicet'e' whether a brok'er-dealer' pro\tiding miarket access could rely on

exchange representatrons regardmg the effit icacy. of such tools wrthout requiring further

mvestrgatlon or monitoring of those systems by the broker dealer 58 That commenter believed

152 SIFMA Letter at 5.

153 SIFMA Letter at 5; BIDS Letter at 3; Deutsche Bank Letter at 6; CBOE Letter at 4.
1 SIFMA Letter at 5-6.

133 Goldman Letter at 7; MFA Letter at 2

136 Goldman Letterat 7. -

"7 BIDS Letter at 2. ‘ ‘

8 Deutsche Bank Letter at 6. 2
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independent verification should ;10t be necessary unless the broker-dealer bég:o:ﬁes aware of -
problems with the system. '*°

One c‘ommemer opined that a broker-dealer providing mgrket access should not be
permitted to utilize a risk management system proviﬁed by a customer or an affiliate of a
custom;r. 1% However, the comrﬁenter also requested t}_lat the Commission clarify whether a
broker-dealer providing market access could refy on the representatipns from a third-party
provider of risk maﬁagement systems regarding its affiliations.'®' Another commenter asked that
the Comr.n'ission clarify whether a third party that is an affiliate, but not a cohtrolled affiliate, of a
customer to which a broker-dealer provides market access, would be considered “independent”
of the customer. That commen.ter did not believe that such non-controlled affiliates should be
excluded from providing risk management software.'® The commenter also requested tilat the
" Commission clarify whether “independence” would be “e);pected,” as stated in the proposing
Release, or required.'® |
. Two commenters believed that a broker-dealer providing market access should be able to
utilize risk management systems proifided by customers or entities affiliated with customers.'®?
One commenter opined thart technology developed by customers or enfities affiliated with

customers can be just as effective as technology developed by independent third parties or

broker-dealers.'®® The commenter also thought the Rule should allow the flexibility to use

159 Deutsche Bank Letter at 6.
160 Goldman Letter at 7. |
161

Goldman Letter at 7.

162 SIFMA Letter at 5.

'8 SIFMA Letter at 5.

164 MFA Letter at 2; Con\;e'rgEx Letter at 11.
1% MFA Letter at 2. '
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cﬁ.s_to_mer technology tolhe'lp to mitigate-the potential that a broker-dealer’s proprietary trading
desk could gain a 'co_'mpetilti:ve advantage oyr_g'r its customer trading desk as a result of a negative
impact on execﬁtign speed and lat_enc'ies_."(’6 |

Another commeli‘tél' stated that.the bioker-dealer "pr'o_vi_diné, market access should be -
-responsible for determiﬁiné Baseline hmits for i'ls,cinstom_er but opined 't_hal “there are other
entife]y appropriatg_;adjustmgnts that oc:(_:—u;' (and éhc‘mld continue to oceur) outside of the broker-
dealer's exclusi;re_ cohirt&l;’“m The commenter noted thaﬁ it is not unusual for sophisticated
customers to have -froht:a;nd systems that perinit such customers to independently tighten' their
aggregate credit, size.or posi'tion limits, or impﬂoste add_itiénél or ‘e.:nhanc:ed—tra'ding restrictions on
a particular trader or group of traders. '8 Thus, thé corﬁmén_ter c-g:)l']cljylded-th_at,‘if the “baseline
limits a.ré established and enforced by the [broker-dealer providing z'_‘nari(et access], customers
should be permitted to ti gEten risk |ﬁaﬁagemem_controls as they see fit. 1%

One coﬁmeﬁtgr-aclivised the Con1ﬁ1i§sion to pefmii a broker-dealer providing market
access to ppr_ch_ase a risk management system from its customer, anlt;l then use th{:lt risk
managenienl system t(l) monitor the custdiner’é lradilmg activity:17° Th'e cldmme.ntpr opined that,
'in such instances, the bl;dl%er‘-;dea_ler providing marke"i access should be able to demonstrate that it
has disabled the éu_stongg:r’;ébﬁtrol of_ the system, and thatj_t_héadciﬁi;éd SYSICI;‘II is able 'tFo pe'r-forrﬁ

v

effectively, consistent with the Rule’s standards."”'

166 MFA Letter at 2.

e ConvergEx Letter at1l.
188 ConvergEx Letter at 11
'8 ConvergEx Letter at 11.
170 Lime Letter at 7.

171

Lime Letter at 7.
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Finally, one commenter suggested that requiring a broker-dealer providing market access .
to use a ri;k manageniem system independent from the customer “could destroy the business ‘
model” for certain market access arrangements involving brokers or options tradle;;, -gi\ren the

trading delays those systems might require.'’

After careful consideration of the comments submitted on the I{uie’s “direct and
exclusive control” provisions' in relation to third party providers of risk management technology,
the Commission is adopting Rule 15¢3-5(d) as proposéd. As an initial matter, the Commission |
confirms the position taken in the Proposing Releasc that.a broker-dealer providing market
access can use risk rﬁanagemcnt tools or technology provided by a third party that is independent

* of the customer, so long as it has direc;t and f:xclusive control over those tools or'technology and

performs appropriate due 'diligenlce. Specifically, the broker-dealer could “outsource” to an

independent third party the design and building of the risk management tools or technology for

the broker-dealer, and the performance of routine maintenance, so long as the broker-dealer
performs appropriate due-diligence as to their effectiveness. In additiclm', the risk management
'lools or tecﬁnology, cdtﬂd be located at the facilities of the independ:e.nt. third paﬁy, so long as the
brdker-delaller can directly monitor thei-r operati‘on: and has the exclusive ability to adjust fhe
controls. Further, the indepen.dent third party could, in response to specific direétion from the
broker-deal.erlon a.case-by—case basis, make'aln adjgs'tment to the _coritrols as agent for the broker-

dealer. 173

172 Fortis Letter at 12.

'3 The Commission notes that any adjustment to the controls by a third party as agent. for

the broker-dealer should be made pursuant to specific direction, on a case-by-case basis, :
from the broker-dealer rather than pursuant to standing instructions.
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The independent third pérly could be another bfokér-dea]er; an exchange or ATS, a

t
t

service bureau, or other entity tﬁat 15 not an al"ﬁlia't's:,r"‘q and is otherwise independent, of the

market access customer. When evaluating ‘whether a.technolég’y ‘p'rdvide_r-is independent of the - |
customer, the Commission will look at th,t; sizbs_tancé rathél_',tﬁan the _form of the relationship. For
example, the Coznmission.woul-d not consider a thira party independent from a custlomerjusi
because it is technically not an affiliate, if it has a material business or other relationship with the
customer which could interfere with the provision of effectivg risk management technology to

the broker-dealer.

The Commission acknowledges that certain market access customers may have

sophisticated and effective techiiology to manage the risks related to their particular trading

strategies. However, the Cﬁmmission believes that direct responsibility. f(‘)r having an effective
system of reasonably de_siguec.i risk management controls belongs with the broker-dealer
providing market access, as the régulaled -enlil'y through which access to the markets is obtained
and the party responsible for trading occurring under its MPID. The Rule would not preclude the
customer ‘from.hav'ing risfk.mar_llagemem controls t.hat..exceed t;lose under fhe direct and exclusive
control of the brdke'r'-ﬁdealer'.—l_ however, as required above,. thg broker-dealer cannot rely on risk
mdnagement technoloéy that is désigned, built, maintained or otherwise undef the control of the
cu'sto_'n;er or its affilates. "In addition, the Commiss_ion believes a reasonably designed system of

risk management controls and supervisory procedures should -re.l_y-_oln technology that is

developed independent of the market access cus_tome‘rlof its affiliates. "Requiring such

' independénce should reduce the risk that the effectiveness of these critical cohtrols could be

undermined by allowing market access customers to develop the tools to, in effect, police

174 An affiliate includes any person that, dlrectly or indirectly, controls, is under common
control with, or is controlled by, the customer. ‘s
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themselves: One commenter asked whether a broker-dealer providing market access could rely .

on a customer representation of independence from the technology provider.'?5 The Commission
believes that ﬁimple reliance on a customer representation of independencé is insufficient;
instead, any broker-dealer providing market access that intends to rely on risk management
technology developed by third parties should conduct an appropriate level of due diligence,
including with respect to the independence of the developer from the market access cuétOmer or
its affiliates.

The Commission recognizes that market access arranger_nents have developed in many
differenl ways, and there has been a simiiarly varied response to the development and use of risk
mapagement technology. Accordingly, the Commigsion emphasizes that it is not requiring a
“one-size-fits-all” approaéh to risk management. The direct and exclusive control provisions

allow for a variety of reasonable risk management approaches, consistent with the Rule, and, as

discussed above, will not require that a broker-dealer develop the risk managelﬁent technology-
itself, Instead, the direct and exclusive control provisions require the broker-dealer providing
market access to have the ability to directly monit(;f and the exclusive ability to adjust, as
appropriate, the operation of the financial and regulétory risk management controls in real-time.
As stated in the Proposing Release,'™ the direct and exclusive control provision is designed to
elimiqate thelpractice whereby the broker-dealer providing market access may rely on its
customer, a third party service provider, o.r others, to establish and maintain the applicable risk’
con';ro]s. The Commission believes the potential risks presented by market access are too great

to permit a broke;r-dealer to delegate the control of these critical risk management systems to thé 2

customer or another third party.

175 Goldman Letter at 7.

'8 Proposing Release, 75 FR at 4014,
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The Commission reaffirms the position taken in the Proposing Release that the broker-
dealer providing market access, consistent with the reasonably designed risk management system

required by the Rule, could permit a third party that is mdependem of customers o supplemcnt

z‘-'
S

177 The hroker-dealer

its own monitoring of the operation of its l’lSk management controis.
providing market access also could allow a third party that is independent of customers to
perform rqlutine maintenance or the,i_m}')[emgntalic)n. of technology upgrades on its risk
management controls; but the broker or dealer w;th marl;el access should éonducl_appropriater
duc diligence regarding any changes to such controls and their implementation to assure their
continued effectiveness. One commenter asked w}]etherla: broker-dealer providing market access
“could rely 101_1 an exchange repres‘entation regarding-lhe efficacy of eﬁchangc-provided risk
managem‘en’i technology and software, and z;rgﬁed lhal--indépg:ndém vefiﬁcélion should be
_unnecessary unless the broker-ciéaller becomes.aware of a ji)yoblem. 78 As noted above, the
Commission believes that a broker-dealer ‘rel_yir_lg on risk'man'agemént technology developed by
third parties should perform approprlate due dlllgence 1o help assure the comrols are reasonably |
designed, effective, and otherwise consistent with the Rule. Mere reliance on representations of
the third party technology -‘_c,leveloper — even if an exchange or other regulated entity — is
insufficient to meet this due-diligence standard. )
G. Regular Review of Risk Manag'ément Controls and Supervisory.Procedures
Proposed Rulé 15¢3-5(e) would require a broker-dealer with or providing market access.

to establish, document, and maintain a system for regularly reviewing the effectiveness of its

reasonably designed risk management controls and supervisory procedures and for promptly

17 Proposing Release, 75 FR at 4015.
178 See Deutsche Bank Letter at 6.
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addressing any issues. Proposed Rule 15¢3-5(e)(1) would require, among other things, the .

broker-dealer to review, no less frequently than annually, the business activity of the broker-
dealer in connection with market access to assure the overall effectiveness of its risk
managemém controls and supervisory procedures, and to conduct that review in accordance with
written procedures and document each such review. That provision also would require the
broker-aealer to preserve a copy of its written procedures, and documentation of each such
review, as part of its books aﬁd records 1n a manner consistent with Rule 17a-4(e)(7) under the
Exchange Act, and Rule 17a-4(b) under the Exchange Act, respectively.

Finally., Proposed Rule 15¢3-5(e)(2) would require the Chief Executive Officer (or
equivalent officer) of the broker-dealer, on an annual basis, 